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The Promise of Fintech in Emerging
Markets: Not as Disruptive

Tatiana Zalan', Elissar Toufaily'

Fintech innovations — innovations by financial services providers based on digital technology — are
widely believed to have a disruptive effect on the financial services industry. The purpose of the
paper is to investigate how financial services industry participants perceive the effect of digital dis-
ruption as well as to explore what strategies are being adopted by incumbents in the face of poten-
tial disruption from fintech challengers. Based on an exploratory study with stakeholders from the
financial ecosystem in the Middle East and North Africa (MENA), the findings show that the fintech
sector is still nascent, but is likely to be disruptive in selected product and customer segments. Mul-
tiple regulatory, structural, and cultural obstacles stand in the way of fintech adoption. Incumbents
preferred strategy to face the future disruption is the bank-fintech collaboration, which will create
new value for ecosystem partners and speed up innovation. Our study adds useful insights to the
body of knowledge related to disruptive innovations in general and fintech in emerging markets
in particular. Specifically, the collaborative response is inconsistent with the strategies usually rec-
ommended for incumbents in disruptive innovation theory. We hypothesize that our participants
preference for partnering can be explained in the light of the distinctive characteristics of the digital
economy. We propose a framework for creating a financial services platform embedded in a broad-
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er ecosystem to facilitate the bank-fintech collaboration.
KEY WORDS: disruptive innovation, fintech, financial services industry; emerging markets; banks
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Introduction

tors (Arner, Barberis, & Buckley, 2015; Chuen, Lee, &

At the end of 2015, Forbes concluded: the banking in-
dustry is ripe for change with the rise of fintech start-ups,
the growing popularity of blockchain technology', and
the dominance of millennials (Sorrentino, 2015). Fin-
tech, financial services providers based on digital tech-
nology, is revolutionizing the way in which financial
services are conducted, with increased convenience

and lower operational costs being its key differentia-
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Teo, 2015). Examples of innovations that are central
to fintech today include cryptocurrencies and block-
chain, new digital advisory and trading systems, Al
(artificial intelligence) and machine learning, equity
crowdfunding, peer-to-peer (P2P) lending and mobile
payment systems (Philippon, 2016).

The fintech sector is experiencing a third era in
its evolution — Fintech 3.0 — whereby new start-ups
and established technology companies have started
to provide financial products and services directly
to the public, underpinned by a shift in consumer
mindset as to who within the industry has the le-
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gitimacy and resources to deliver financial services
(Arner et. al, 2015). While the financial services sec-
tor has innovated, these financial innovations have
not improved the overall efficiency of the economic
system, which can be explained by a lack of new entry
and competition (Philippon, 2016). Indeed, McKin-
sey (2016) suggests that $90 billion of banks’ profits
may be at risk globally by 2025, with developed-mar-
ket banks most vulnerable. The banks’ most profitable
part of the value chain is fee-based products (e.g.,
investment advice and payments, or around 60% of
bank’s profits), where ROE is high, at 22% (Dietz,
Khanna, Olanrewaju, & Rajgopal, 2016), and it is
precisely this profitable, fee-based, part of the bank’s
value chain that is most vulnerable to disruption.
While there is much apocalyptic hype about fi-
nancial services industry “disruption” by fintech in
the media, we have little doubt that digital entrants
will change the industry in profound ways (Mills &
McCarthy, 2017). One of the key issues at the heart
of current academic, practitioner, and policy debate
on banking and fintech (Chiu, 2016; Gurdgiev, 2016;
Zetzsche, Buckley, Arner, & Barberis, 2017) is whether
these new entrants will eventually displace traditional
banking institutions much in the same way as digital
media has disrupted traditional publishing and ad-
vertising or, alternatively, hurt banks™ profitability, as
is currently the case with online education eroding
higher education industry profits. In fact, some indus-
try observers believe that fintech’s disruptive impact
would be particularly large in emerging markets such
as the MENA (Middle East and North Africa) region
(Diemers, Lamaa, Salamat, Steffens, 2015; World Bank,
2015), where a major proportion of the population
(about 85%) is unbanked and access to finance for
SMEs is among the lowest in the world. Accordingly,
the purpose of our research is to (1) investigate how
the participants in the financial industry perceive the
effect of digital disruption on the established financial
services industry in the context of an emerging mar-
ket; and (2) explore what strategies are being adopted
in the face of disruption from fintech challengers.
Understanding the extent and effect of the disruption
as well as the strategies adopted by financial indus-
try players will add useful theoretical insights to the
body of knowledge related to disruptive innovations in
general and fintech in emerging markets in particular.
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Thus, by exploring the level of disruption in an emerg-
ing market, executives in the financial services indus-
try could make more informed decisions on how to
better face fintech challengers. Our study makes a con-
tribution to the existing theories of disruption (Chris-
tensen & Raynor, 2003) and substitution (Ghemawat,
2006) by identifying the strategy of collaboration and
partnership between start-ups and incumbents as a
novel response to potential disruption, which applies
even to the segments that are believed to be genuinely
disruptive to the banks mainstream business (e.g.,
wealth management and P2P lending). Our proposed
framework for creating a financial services platform
embedded in a broader ecosystem goes some way in
addressing the bank-fintech collaboration.

It is important to highlight some of the unusual
structural characteristics of the financial services in-
dustry in the GCC* and the MENA, the immediate
setting of our research. According to the World Bank
(2015), the banking industry in the GCC is bank-
based, with NBFIs (non-bank financial institutions)
having a limited presence, and has low penetration
rates (Bahrain and the UAE are exceptions). The sector
is largely domestically owned due to high barriers to
entry; public ownership and concentration are com-
mon. The long-term impact of the financial services
sector on the economic growth has been weaker than
in other regions, most likely because of the limited ac-
cess to financial services, and to credit in particular.
Diemers et al. (2015) report that the GCC countries
have not established particularly deep fintech ecosys-
tems, even though their key elements are already pres-
ent in the GCC.

We start the paper with a literature review, with a fo-
cus on research on fintech and theories of substitution
and disruption. This section is intentionally brief, as
its purpose is to orient the reader, rather than develop
hypotheses / propositions. This is followed by a re-
search methods section. Next, we present and discuss
our results. The paper concludes with implications for

further research and limitations.
Literature Review
Fintech research

Fintech refers to innovative financial services or

products delivered via technology. According to PwC
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(2016), fintech is “the segment that is at the intersec-
tion of the financial services and technology sectors
where technology-focused start-ups and new market
entrants innovate the products and services currently
provided by the traditional financial services indus-
try”. To capture its multifaceted nature, Catalini, Hala-
burda, King, and Vergne (2017) put forward a high-
level definition of fintech as “a movement toward the
digitization, decentralization, and disintermediation
of economic transactions, powered by information
technologies such as peer-to-peer networking, big data
analytics, machine learning, blockchain technology,
and open APIs”

Systematic academic research on the topic of fin-
tech is still in its infancy, typically focuses on one is-
sue and lacks a robust theoretical and empirical base;
most research so far has been done by consultants
and banks, with notable exceptions such as Iansiti
and Lakhani (2017) and Mills and McCarthy (2017).
Several theoretically grounded papers are related to
crowdfunding as an important source of financial
capital for nascent entrepreneurs (e.g., Allison, Da-
vis, Short, & Webb, 2015; Bruton, Khavul, Siegel,
& Wright, 2015). Bruton et al. (2015), in particular,
investigate new financial options for entrepreneurs,
such as crowdfunding and P2P lending, and propose
a framework for a systematic approach that entrepre-
neurs can use to start and grow new financing ven-
tures. Research on blockchain technologies is also
gaining momentum. For example, Lindman, Rossi,
and Tuunainen (2017) propose a research agenda on
the opportunities and risks of blockchain technolo-
gies in payments, by focusing on three sets of orga-
nizational, technological design and competitive en-
vironment issues. Lemieux (2016) explores the value
of blockchain technology as a solution to creating and
preserving trustworthy digital records. Chuen, Lee,
and Teo (2015) discuss the LASIC (Low margin, As-
set light, Scalable, Innovative, and Compliance easy)
principles for successful fintech firms, such as Alibaba
and M-PESA, and examine the benefits of investing
in fintech start-ups for financial inclusion. Academic
research that focuses on an industry-level analysis of
the extent of disruption that fintech innovations can
bring to the financial services system is still sparse
(see Mills & McCarthy, 2017, for an exception). Our
empirical study is a step in this direction.

www.ce.vizja.pl

Substitution and disruption

Given the focus of our research, our theoretical points
of departure are notions of sustained competitive ad-
vantage in the face of substitution (Ghemawat, 2006)
and disruptive innovation theory (Christensen &
Raynor, 2003; Christensen, Raynor, & McDonald,
2015). A firm’s sustained competitive success in the
marketplace is often threatened by substitution, or dis-
placement of scarce resources (e.g., brand, reputation,
capabilities, proprietary knowledge) with other strate-
gically equivalent valuable resources. The latter enable
current or potentially competing firms to implement
the same strategies, but in different ways, using different
resources (Barney, 1991, p. 111). Challenged by substi-
tution, firms can employ a broad array of possible stra-
tegic responses: not responding; migrating (redeploying
resources to uses that are less susceptible to substitu-
tion threat); harvesting (a shift toward exploiting exist-
ing resources instead of building them up); defending
(by either increasing a customers’ willingness to pay,
reducing costs or doing both in the existing business);
straddling (establishing a foothold in both the exist-
ing and new market); switching (shifting to the substi-
tute); recombining (exploiting hybrid possibilities); and
leapfrogging (out-substituting the substitution threat
through value innovation) (Ghemawat, 2006).

The concept of disruption is closely related to sub-
stitution (Ghemawat, 2006). “Disruption” describes a
process whereby a new entrant with fewer resources is
able to successfully challenge established incumbents
(Christensen et al., 2015). Christensen and Raynor
(2003) capture the dilemma that many senior execu-
tives are facing: whether to persist with the status quo
and the existing set of customers and solutions or to
radically change the business. The theory of disruption
makes a clear distinction between sustaining innova-
tions and disruptive innovations. The former are aimed
at existing customers and can be either incremental im-
provements or radical breakthroughs, yet both enable
firms to sell enhanced products with higher margins
to the most profitable customers (Christensen, 2003;
Christensen et al., 2015). Disruptive innovations, by
contrast, originate in low-end or new markets (i.e., they
target non-consumption) and provide ‘good enough’
solutions (i.e., they are faster, cheaper, more flexible, less
complex) that are considered inferior by mainstream
customers, but may be attractive to a small segment

This work is licensed under a Creative Commons Attribution 4.0 International License.
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of less demanding or new customers. Efficiency inno-
vations (lowering cost and making the same products
cheaper) tend to serve the same markets better.

Once the disruptive technology gains a foothold in
these markets, the improvement cycle begins: the pace
of technological progress eventually outstrips custom-
ers’ ability to use the technology, and the previously
not-so-good technology improves enough to intersect
with the needs of more demanding customers in the
mainstream. Once these customers adopt the technol-
ogy in large volumes and accept the lower prices, this
sets disruptors on a path that may ultimately displace
the incumbents. Disruptions paralyze industry lead-
ers, because incumbents’ organizational capabilities,
resource allocation processes and reward systems
are geared toward supporting sustaining innovations
(Christensen & Raynor, 2003).

Christensen et al. (2015) clarify some of the miscon-
ceptions about disruption. Disruption is a process that
takes time: complete substitution, if it happens at all,
may take decades. This dynamic helps to explain why
incumbents, who have the resources to defend their
established positions, often overlook disruptors, who
gradually erode incumbents’ margins and ultimately
profits. Disruptors often build business models that
are quite different from those of incumbents. Success
in the marketplace is not an inherent feature of disrup-
tive innovation theory: some disruptive innovations
will succeed, while others will fail. Finally, the popular
slogan “disrupt or be disrupted” may be misleading,
and incumbents should not overreact to disruption by
divesting their profitable established businesses. Stra-
tegic change for incumbents in the face of disruption is
difficult. One response to disruption is straddling — for
example, creating a new division focused exclusively
on opportunities opened up by disruptive innovations,
which means that the straddling firm will be running
two rather different businesses simultaneously (Chris-
tensen et al., 2015).

Research Design

Because of the relative novelty of the topic in academic
research, particularly in the MENA context, an explor-
atory research design was adopted. In-depth, semi-
structured interviews were conducted in English with
different stakeholders from the financial ecosystem in
the MENA region, starting in mid-2016. Twenty-five
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participants from inside and outside the banking indus-
try were interviewed; each interview lasted on average
50 minutes, was tape-recorded and transcribed. Heed-
ing the advice of Miles and Huberman (1994), we used
a purposeful sampling technique to identify the specific
interviewees representing the spectrum of knowledge
and experience in the fintech innovation area.

The participants in this research came from di-
verse backgrounds, representing 15 senior executive
bankers and CEOs in the financial sector, 5 Fintechs
entrepreneurs and CEOs, 4 IT senior executives and
strategists at large technological companies and one
regulator. Most of the respondents (93%) were male
and the average age was 45 years. The profile of banks
was also diverse, from corporate, commercial, invest-
ment to retail banks, both local and global. Reflecting
the cultural diversity of the region, all of our respon-
dents (based in the UAE) had international experience
across the region and so a wider perspective on the
most recent developments in the sector. According to
Mollenkopf, Frankel, and Russo (2011), interviewing
multiple profile respondents (e.g., bankers, starts-up
entrepreneurs, regulators, I'T executives) supports the
validity of the findings and offers a varied perspective
on the topic of interest.

While we did not have a “start list” of codes (Miles &
Huberman, 1994), the interview guide was neverthe-
less informed by the received literature on fintech and
disruptive innovation and included about 30 questions
grouped around six core topics: strategy, disruption
and business models; competition; technological ca-
pabilities and omni-channel strategies for consumers;
regulations and government support; entrepreneur-
ship and innovation, and the future of the two sectors.
Some questions in the interview guide were occasion-
ally adjusted to the profile of the respondent. The ques-
tionnaire was pre-tested with peers and an industry
participant for clarity and relevance.

The analysis of the interview data focused on com-
paring the interviewees responses to identify similari-
ties and differences (Charmaz, 2000; Flick, 2014) on
the aims of qualitative analysis) in the participants’
perceptions of the extent of disruption in the financial
sector. We were especially interested in identifying the
differences between the two groups of respondents
- bankers and non-bankers (e.g., fintech managers
and entrepreneurs). We extracted the most relevant

DOI: 10.5709/ce.1897-9254.253
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interview excerpts under each of the questions and
tabulated these excerpts as a data management tech-
nique recommended by Miles and Huberman (1994)
and Roulston (2014). This allowed us to further code
the data (initially as open codes and then axial codes)
(Saldana, 2015) in order to prepare the data for in-
terpretation. The outcomes of coding, categorization
and reflection became ‘themes’ (Saldana, 2015), which
were interpreted by the researchers with references to
the received literature, whenever possible. We organize
our subsequent discussion of results around these five
core themes: competition and disruption from fintech,
segments at risk of disruption, challenges in ecosystem
development, complementarity of assets and capabili-
ties, and strategies to face disruption.

Results and Discussion

Competition and disruption from fintech

The interviewees perceptions of the state of the finan-
cial services industry in the MENA region varied con-
siderably. Some believed that the industry is saturated,
competitive and highly volatile due to its high depen-
dency on the U.S. dollar and reliance on oil revenues.
Other interviewees, however, stated that the industry
still has some room to grow, particularly in the UAE,
where the sector is more advanced and profitable com-
pared to the region. By contrast, the interviewees were
markedly more in agreement regarding the fintech
sector’s state of development. Fintech in the region
is still at a nascent stage despite the favorable demo-
graphics (i.e., educated people, high levels of income,
particularly in the GCC, and high mobile penetration
rates), and several high-profile digital initiatives driven
by governments, such as the 2020 UAE government
blockchain initiative.

Our interviewees’ responses to the question wheth-
er fintech is disruptive to the traditional banking sec-
tor fell largely into two categories. The first group took
the position that fintech innovations should not be
considered as an existential threat to financial service
providers. Some executive bankers in the study believe
that disruption has not yet arrived: “ There is no dis-
ruption yet, banks need to open their APIs ”; “Tech
companies (Beehive, Payfort) will not affect the busi-

«, «

ness"; “Fintech does not have to disrupt the market; it

may stimulate it”. The second, smaller, group of bank-
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ers saw it as a threat to the industry: “The disruption
is there, the technical financial solutions are there,
they are in a better position than banks as they are less
regulated. They have the technology to provide better
solutions than banks”

Similarly, fintech entrepreneurs assessed the state of
disruption rather differently: ..there is no disruption
till now. The banks will not disappear because of heavy
regulations”. Others believed that fintechs will take a
slice of the banks’ business; still others contended that
banks should look at fintech innovations as an oppor-
tunity for bank-fintech collaboration. We suggest that
such heterogeneity of responses is to be expected and
is most likely related to the nature of uncertainty as-
sociated with any innovation. The sector in the MENA
region is indeed at a very early, experimental stage of
the technology lifecycle, where “only a few fintechs are
making the buzz”, to cite the head of digital channels at

a commercial bank.

Segments at risk of disruption

Vertical segments. One of the questions related to
whether fintech innovations are indeed disruptive
is which segments of the banking industry are more
susceptible to disruption than others. Most of our re-
spondents agree that the financial products and ser-
vices most at risk from fintechs in the MENA region
are the retail banking products, including consumer
payments solutions, consumer credits, simple sav-
ing products and current accounts. One commercial
senior banker stated: “Commercial customers will be
most affected. This technology is more useful for retail,
personal accounts. For example, when paying bills, it’s
easier to use an application.” Fintechs “will not affect
corporate banking services or private banking ones but
it might affect some retail banking segments ” (Invest-
ment bank CEO).

Other than consumer banking products, payment
solutions are one of the largest sectors, offering oppor-
tunities for innovation. Payments — comprising con-
sumer payment services, merchant payment services
and new payment types - have received the largest pri-
vate equity investment as a category (30%) currently
dominated by fintech (Khalil, 2016). According to a
senior project manager, “payments are the biggest seg-
ment in which the fintechs are taking over. Banks will
still provide loans and credit cards. The fintech can use

This work is licensed under a Creative Commons Attribution 4.0 International License.
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their services for payments in which the bank will have
to adapt to” Disruption in payments will continue,
with ongoing innovation shaping customer behaviors,
business models and the structure of the industry. For
instance, alternative payment systems, such as CashU/
Payfort are slowly gaining popularity on the back of
increasing e-commerce transactions. However, pay-
ment solutions will need to be improved to allow e-
commerce to grow. Regulators and central banks have
a role to play in modernization, while entrepreneurs
need to find ways through partnerships and innova-
tive products to demonstrate real-value to customers
(Hally, 2016).

Fintech start-ups in the region are also entering the
crowdfunding (e.g., Eureeca, Aflammah and Durise)
and P2P lending (e.g., Beehive) segments. These plat-
forms offer innovative solutions for regional SMEs that
find it difficult to obtain financing from traditional
channels. According to the World Bank (2015), the av-
erage lending to SMEs in the GCC is only 2%, among
the lowest in the world, and lack of credit availability
is a serious obstacle to business expansion. In the ME-
NA's highly regulated environment, P2P lending is still
nascent, but is slowly gaining more acceptance across
the region. According to our interviewees, simplified
P2P systems could be a potential threat: “SME, entre-
preneurs and innovators have faith in fintechs, because
most banks only fund start-ups when they are ...in
the 500K-1 million segments” (Fintech Entrepreneur).
Likewise, wealth management is a very new fintech
segment. Regional regulations that cover financial ad-
visory mean that customers are unlikely to take advan-
tage of fintechs’ low fees and user-friendly platforms
(e.g. Wealthfront and Betterment). Alternative options
are emerging, such as Finerd which intends to bring
Sharia-compliant products to market in 2017.

In summary, fintechs in retail banking for consum-
ers, such as digital banks and consumer/merchant
payment solutions, could be considered sustaining
innovations and in some cases efficiency innovations,
because they are simply targeting the same customers
at lower cost via an improved process. By contrast, P2P
lending and crowdfunding are disruptive. The wealth
management sector could be potentially disruptive
(i.e., it can target non-consumption), provided regula-
tions are relaxed. Our conclusions are largely consis-

tent with Neagu (2016) who contends that only three
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sectors in fintech would qualify as genuinely disruptive
innovations — marketplace lending, robo-advisers and
crowdfunding.

Customer segments. According to Dietz et al. (2016),
the customer segments most susceptible to disrup-
tion are millennials, small businesses and the under-
banked— three segments particularly sensitive to costs
and to the enhanced consumer experience afforded
by digital delivery and distribution. Our findings are
broadly supportive of this argument. As fintech start-
ups provide more agility, innovation, customer expe-
rience and 24/7 convenient services, millennials are
turning their interests to these alternative financial
providers (e.g., digital wallets) (Mesropyan, 2016).
The traditional structures, legacy systems and banks’
mindsets are making it difficult for the bank to com-
pete with fintechs for the millennial segment. This seg-
ment is particularly important for the MENA region,
which is experiencing the youth bulge (more than 30%
of the population are aged 15-29). Hence, there is a
perception that digital technologies need to become
the core of every future banking business model: “..
Banks need to ...adapt to the needs of the young gen-
eration in the region who are mobile and social media
savvy and are heavy users of different channels” (CEO,
investment bank). While branches are still considered
the banks’ most valuable assets, this is completely ir-
relevant for millennials, as most of them have never
had a relationship with a bank.

SMEs in the region is another segment facing gaps
in commercial expertise and funding from risk-averse
banks, which is where fintechs, with their innovative
products (e.g., crowdfunding), can step in (Hally,
2016). “Better financial support is required to aid small
businesses, and here Fintechs can play a role” (fintech
Entrepreneur); “Entrepreneurs have certain business
models but do not have the working capital solutions...
Fintechs can fill the gap” (fintech CEO). Banks in the
MENA region exited small business lending because it
was not as scalable as consumer lending or corporate
lending, enabling fintechs such as Liwwa (a P2P lend-
ing platform) to start offering low-cost solutions.

Moreover, the opportunity to promote financial in-
clusion for the under- or unbanked population in the
region has been repeatedly mentioned by our respon-
dents as an area where MENA fintech entrepreneurs
could make a significant social impact, aided by high
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penetration rates of mobile and low penetration rates of
traditional banking and credit cards. For example, Bole-
ro, an American fintech operating in the MENA region,
offers financial transactions to the unbanked population
using mobile technologies. Fintechs could revolutionize
the delivery of financial products, particularly if they
support their digital money management capabilities
(in remittances and payments) with a clear strategy to
educate the population, while in the process moving the
customers from the informal economy to a formal one.
Based on these results, fintechs targeting deserted mil-
lennials can be regarded as disrupters, and those serv-
ing banks’ existing customers can be seen as sustaining
innovators. Innovations targeting deserted SMEs and
the under- or unbanked that are deemed too difficult to

service by incumbents are genuinely disruptive.

Challenges in ecosystem development
Ecosystems are “intentional communities of economic
actors whose individual business activities share in
some large measure the fate of the whole community”
(Moore, 2006, p. 33). The ability of fintech to create
value vitally depends on the availability, progress and
development of critical parts of the ecosystem (Adner
& Kapoor, 2016), such as regulations, services, con-
sumers, and technology suppliers.

According to our interviewees, multiple obstacles
are standing in the way of the regional fintech eco-
system development, with the cash-based economy
and a lack of trust in the financial system remaining
key barriers. Lack of access to finance for fintech en-
trepreneurs is delaying fintech scaling up, as venture
capital-backed entrepreneurship is relatively new and
a paucity of exit options within the region is making
VC investors wary of investing in such technologies.

A further issue is availability of talented and skilled
IT teams, because outsourced talent may not be up to
the challenges of tomorrow’s technical environment,
where partnering with customers is deemed essential.
“Talents are scarce in the region and are distributed in
an unbalanced manner”, as a senior IT manager in a
large technology company suggested. Financial insti-
tutions do not appear to have the internal knowledge
and expertise they will need to implement a “what do
our customers want?” approach. Another interviewee
(a senior I'T manager) also pointed to a lack of skills: “It
is clear that many IT executives and non-IT personnel

www.ce.vizja.pl

in the region do not have the skills needed to build and
operate an effective digital offering”. This lack of skills
is particularly glaring is the area of blockchain tech-
nologies (e.g., Ruby or Python developers), according
to one of our informants. Our findings are consistent
with other research, such as Accenture’s study (2015),
who find that, when it comes to culture and talent,
most banks” CEOs feel inadequately equipped for the
digital age.

By far the most important ecosystem actor con-
straining fintech expansion appears to be regulators,
who were mentioned multiple times by bankers and
entrepreneurs alike. The KYC (know your customer)
requirement remains very traditional, and the digital
signature has not been adopted at scale: according to
one respondent, “the digital signature is struggling to
become mainstream, banking apps only offer very ba-
sic services, and very few banks are adopting the fin-
tech ways”. Most of our respondents believe that cur-
rent laws for the financial sector are hindering fintech
innovation, and that regulation is falling behind inno-
vation. As our respondents pointed out, “innovation
happens first and regulations happen next...there is a
need for a new regulatory framework in order to in-

». «

vite innovation”; “regulators should definitely become
more progressive and understand...people call it...the
Facebook era so they have to adapt their regulations
to allow for innovation and solutions that are aligned
with the living and spending habits of their consum-
ers”. Additionally, “The laws are hindering innovation,
there are a lot of laws preventing us from going digital.
For example, there is a law that a customer passport
must be [scanned] and identification must be made
before giving him a loan or setting a new bank ac-
count” (senior executive at a commercial bank). From
the fintech entrepreneur viewpoint, the largest regula-
tory obstacles are proof of funds when executing large
transactions, documentation and background checks.
On a positive side, our respondents indicated that cur-
rent laws are opening up slowly, and it is done in a
culturally sensitive manner to facilitate technological
investments: “the government and the central bank are
facilitating digitization strategies...they are asking for
a lot of compliance with policies and processes from
banks and we are working together” (fintech entrepre-
neur). Although the UAE, and particularly Dubai, is
at the forefront of encouraging fintech companies, it
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remains preferable to work with existing banks: “The
UAE government is working on facilitating the process
for start-ups, yet it is easier to collaborate with already
established financial institutions until start-ups get le-
galized” (fintech CEO).

Regulatory challenges, it should be noted, are not
unique to the banking and fintech sector in the MENA
region. In developed markets, increased regulation of
the financial services sector in response to the GFC
has, on average, had the beneficial effect of lowering
systemic risk, but left some of the other issues, such
as complexity and opaqueness, unresolved (Philippon,
2016). Finally, despite the emergence of online alterna-
tives, many customers, particularly the older segments
of the population, still prefer to go to a physical branch
to carry out transactions, have a face-to-face interac-
tion and build relationships.

In summary, cash as a preferred payment method,
lack of trust in the financial system, a conservative
mindset among the older customers and difficulty for
fintech entrepreneurs to get funding, as well as lack of
talent within banks and regulatory barriers remain the
key obstacles to fintech ecosystem development. It is
interesting to note that none of our respondents men-
tioned lack of customer awareness as one of the bar-
riers. EY who developed the Fintech Adoption Index
based on a survey of 10,000 customers in six countries,
argue that lack of awareness is the main impediment
to adoption, with the majority of non-fintech users
claiming they do not know such products exist.

Due to these ecosystem challenges, fintech start-ups
are unlikely to transform the financial sector in the
foreseeable future; until the entire ecosystem is ready,
the fintech expansion will be delayed, despite its poten-

tial (e.g., cost-saving, convenience).

Complementarity of assets and capabilities

Collaborative relationships among ecosystem part-
ners and complementary, difficult-to-acquire assets
and capabilities are usually recognized as a source of
competitive advantage (Teece, 1986). While a radical
technological change may render an incumbent’s tech-
nological capabilities obsolete, established firms can
still excel in exploiting the change if their existing ca-
pabilities are intact and such capabilities are important
and difficult to imitate from new entrants. Our results

point to rather distinctive sets of capabilities of the
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banking sector and fintechs. Large, well-established
financial institutions have the advantage of scale and
trust, strong compliance systems in place to manage
regulations and the client base and resources to pros-
per in tough economic conditions. Moreover, banks
remain well protected by regulations, particularly with
regard to deposit holding. Our interviewees indicate
additional advantages of banks over fintech start-ups,
such as a broad range of products/services, authentica-
tion/licensing requirements, and experience in regu-
latory compliance, strong branding and reputation,
security and safety.

By contrast, the appeal of fintechs lies in their ability
to offer a highly focused solution, deliver an enhanced,
personalized customer experience and tap into the
power of digital technologies to provide value. When
interviewees were asked about the advantages of fin-
techs over banks, they readily mentioned accessibility,
convenience, innovation in providing solutions, cre-
ativity, speed, agility, flexibility, cost-effectiveness and
technological capabilities. As one entrepreneur stated,
fintechs offer “extra customizability, bigger online
presence, faster loan approval, and lower interest rates”.
Fintechs’ business model is centered on leveraging the
latest technology to provide great customer service;
however, they lack the resources to ensure business
sustainability in the longer term and face trust and
cybersecurity challenges. For fintech innovations to be
adopted on a large scale, there is a need for a migration
of trust from today’s effective but expensive established
institutions to more convenient, less costly platforms
and technologies. Success will not materialize if the
trust issue is not addressed effectively. Some of the dif-
ficulties that lie ahead include understanding whether
or not financial transactions can be hacked, addressing
fintech reputation, and navigating potential regulatory
challenges. Fintechs should recognize the importance
of reputation and trust from the perspectives of both
consumers and regulators.

Given these rather different sets of capabilities, how
is the financial sector prepared to meet the fintech
challenge?

Strategies to face disruption

Based on our results, we have identified five strategic
responses that the banking sector has adopted or plans
to adopt: (1) maintaining status quo; (2) deepening
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Table 1. Banks'Strategies and lllustrative Quotes

Strategies

Examples of lllustrative quotes

Maintaining status quo/
Pursuing sustaining innovations

Deepening own
digitalization capabilities
(sustaining / efficiency
innovations)

Setting up own fintech

(a stand-alone organization) to
pursue disruptive opportunities
(straddling)

Investing in fintech
(e.g., acquisition) — acquiring
capabilities

Partnering / collaboration
with fintech

“We have to upgrade ourselves. We have to understand more customers, specifically
millennial to provide them what they like” (Head of digital channels at a commercial
bank).

“We are planning to keep working on our human talent. Technology is made by
humans, so it is secondary. But, we also focus on issues such as security, fraud and
hacking” (Branch manager at a commercial bank).

“Three strategies are our focus for the next years: innovation, digitization and
understanding the client’s problem” (Head of global transaction services, products &
trade at a retail bank).

“Mobile banking is the way forward; online can add a lot of value” (investment advisor
at an investment bank).

“Physical branches will not disappear, physical and digital branches will co-exist”
(branch manager at a commercial bank).

“[The bank] made full transition to digital banking platform (in the past years); need full
functionality with mobile” (branch manager at a retail bank).

“We are trying to outsource a lot of stuff, by getting companies that have technical and
digital areas that are better than our IT section and which will implement it faster and
in a more efficient way” (project manager at a commercial bank).

“... the banks will be the FinTechs. | mean if Samba can have 460 developers... HSBC
has 10,000 developers in India for software developed for HSBC all over the world. You
think it's not easy for them to investigate FinTech technology?” (CEO of a blockchain
fintech)

“[We are] investing in Fintech companies to avoid losing market to fintech. Other banks
have a risk of [losing] market share” (CEO of an investment bank).

“Given the high penetration rate of mobile and low penetration [rate] of banking and
credit cards in the MENA, we are investing in Fintechs to ease the transactions for the
population” (Senior executive at a commercial bank).

“We need to collaborate with financial institutions. . .Banks will not disappear because
of heavy regulations. The only solution is to work with them to maintain compliance
with the regulatory environment” (CEO of a fintech).

“Banks should collaborate with fintech start-ups” (Senior delivery manager in a tech
company).

“Fintechs will collaborate with us and we will work together to set solutions. It seems to
be the case in most of the companies now” (Investment advisor in a retail bank).
“Fintechs will support banks and partner with them rather than replacing them” (Senior
analyst at a corporate bank).

“Since banks need to benefit from fintech, and try to incorporate their technologies to
regular banking, increased collaboration would be the solution”(Senior manager for
technology services at a commercial bank).
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own digitization capabilities; (3) setting up own fin-
tech / straddling; (4) investing in fintech (acquisitions)
and (5) partnering / collaboration. These strategies and
illustrative quotes are presented in Table 1.

Three key findings emerged from our analysis of
strategies. First, straddling, or having footholds in
the traditional banking and fintech segments simul-
taneously (Strategy 3), appears to be the most under-
utilized strategy in the region. This result, however, is
not surprising in the light of the findings on the bank-
fintech collaboration, as discussed below.

Second, our respondents overwhelmingly suggested
that bank-fintech collaboration (Strategy 5) will be the
future of competition. Such partnership will be based
on complementarity of capabilities: financial institu-
tions can gain from fintech’s agility, innovation culture,
human talent and expertise in technology, and, there-
fore accelerated innovation; while fintechs can get ac-
cess to banks’ customer base, financial resources and
regulatory compliance experience. Our informants
believed that the bank-fintech partnership will result
in simplified business processes, agility, digitization
and openness, better fulfilling customer needs and
closing the gap between the services offered by tra-
ditional banks and actual customer demands. These
findings are fully consistent with research in other na-
tional contexts. For example, Dey (2016, p. 12) goes
as far as to suggest that “collaboration between banks
and fintech is not only desirable, but inevitable” and is
likely to come in the form of investments in innova-
tive start-ups, incubators, accelerators, hackathons and
corporate venturing.

Two key informants, both from outside the bank-
ing industry, offered radically different perspectives on
banks’ future strategies. According to a senior execu-
tive at a large technology multinational:

I am skeptical about this cosy fintech-banks sym-
biosis. Show me a regulated industry in which
this worked. Did Tesla collaborate with the au-
tomotive industry? Is the taxi industry keen to
collaborate with Uber?
The other informant (CEO of a blockchain fintech)
was also having reservations about collaborative ar-
rangements, citing banks’ opportunistic behavior with
regard to fintech’s IP as a potential cause for concern.
This view is supported by academic literature (Benkler,
2002), which strongly suggests that ecosystem-style
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collaboration is inefficient in the presence of clear
property rights. In addition, this informant suggested
that it is large banks that will displace Fintechs:
I cannot create a wallet and give money to you.
Etisalat has to create that wallet...Or one of the
banks has to. What's happening is they’re saying
fintech is going to disrupt and take over the bank
and what’s happening is the bank is storming fin-
techs. There won’t be any more fintech.
The third finding, related to how the respondents per-
ceive their potential competition and the response
strategy, was rather unexpected. While our interview-
ees readily identified fintechs as a competitor group,
only a small percentage of them mentioned large
technology companies (e.g., Facebook, Apple, Google,
Amazon) and other NBFIs as a threat, either immedi-
ate or future. One interpretation of these results is that
some respondents have cognitive blind spots (Pronin,
Lin, & Ross, 2002), as their attention is focused on
their existing profitable customers and, consequently,
sustaining innovations, which is fully consistent with
the disruption theory (Christensen et al., 2015). Al-
ternatively, they may feel protected by regulation, as
a significant barrier to fintech adoption, which was
repeatedly mentioned by our respondents. As one
branch manager pointed out, “fintech may not be a big
thing in this region for a while, as there is domination
of Arab banks...in order to ensure maximum domestic

control”.

Discussion and contribution

In this study we set out to investigate two related ques-
tions: the perceptions of participants in the financial
industry of the effects of digital disruption in the sec-
tor and the strategies they have adopted in the face of
fintech challengers. With respect to the first question,
there does not appear to be a sense of urgency among
the financial services providers, with some banks being
in denial about the potential threat from NBFIs. We
believe the main reason is that the sector in the region,
and particularly in the UAE, is relatively profitable, in
part as a result of regulation that creates high barriers
to entry. On the other hand, many of our respondents
are aware of the global industry developments; in the
words of one investment banker, “fintech is a trend that
is riskier not to monitor”. We believe that the banking
sector will be well advised to view its business through
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a disruptor’s lens, challenge its own assumptions
and identify the segments vulnerable to disruption.
Theory and practice (Christensen et al., 2015; Lewis,
2016) suggest that financial institutions should make
a strategic choice between taking a sustaining and/or
efficiency path (e.g., improving remittances, offering
better quality payment solutions at less cost), and tak-
ing a disruptive path (e.g., P2P lending, robot advisory,
crowdfunding). At the same time, Christensen et al.
(2015) caution incumbents against overreacting to dis-
ruption that will affect their most profitable businesses,
suggesting that established companies reinforce rela-
tionships with core customers while also focusing on
creating new opportunities from the disruption.

The second key finding, also addressing the first re-
search question, is that fintech innovations in emerg-
ing markets such as the MENA region are likely to
be disruptive in some customer segments (SMEs,
millennials and the unbanked) and in selected finan-
cial services/products (crowdfunding, P2P lending,
wealth management and advisory). Our interviewees
from both sectors, with few exceptions, see the future
through a collaborative lens: “Fintechs could not suc-
ceed without the banks and banks also need fintech
start-ups” (fintech CEO). “...We can and should inte-
grate their banking solutions into our banking world”
(senior manager for technology and service at a com-
mercial bank). The future, in other words, is not as
disruptive.

The third main finding, related to the second re-
search question, is the role of regulatory authorities:
according to one of our respondents, an entrepreneur,
“more flexibility from the government side is needed”.
Regulators around the world, such as the Monetary
Authority in Singapore, who are viewing the growth
of fintech as an innovation enabler of the banking in-
dustry, recommend that the two sides collaborate and
are formulating policies to encourage the use of APIs
that will benefit alternative financial services provid-
ers (Chhahira, 2016). Clearly, for the MENA region to
become a world-class financial services provider, the
regulatory regime needs upgrading.

Moreover, our respondents appear to under-esti-
mate the threat coming from large technology firms,
even though some participants signaled a need to
collaborate with social media companies, who are

“visionaries and innovative;” according to one senior
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credit analyst. Based on what is known about these
firms aggressive strategic behavior (Eisenmann,
Parker, & van Alstyne, 2011; Noe & Parker, 2005; van
Alstyne, Parker, & Choudary, 2016), we do not expect
them to collaborate with the banks. These firms are
winners-take-all in their respective industries, often
on a global scale; are profitable, well-resourced and so
in a position to make long-term bets; and, in general,
have successfully navigated the regulatory landscape.
For example, Ant Financial ($60B valuation) is lever-
aging AliBaba AliPay’s scale to offer a full range of
financial solutions in China (i.e., savings, SME lend-
ing, consumer loans, online insurance and P2P lend-
ing) (Meeker, 2016). GAFA (Google/Alphabet, Apple,
Facebook and Amazon), combining big data, social
networking and financial services, represent a very real
threat to the financial services industry in the region,
as financial solutions are an integral part of their cor-
porate strategies. Amazon, which is expected to reach
$1 trillion in market capitalization soon (cf. $300 bil-
lion for JP Morgan, the largest bank) will directly ben-
efit from payment systems, as it has become one of the
largest e-commerce platforms globally. The technology
companies’ recent initiative Financial Innovation Now
(2016) leaves little doubt regarding these firms™ key
strategic priorities in financial services — payments,
financial inclusion (i.e., targeting the under-banked)
and financial applications (Packin & Lev-Aretz, 2016;
Trieu, 2015). These represent a mix of efficiency and
disruptive innovations. As argued by Chhahira (2016,
p- 7), “GAFA are on a bigger agenda that will eventu-
ally impact the traditional banking business” Their
threat is more subversive, in that if customers start to
use technology platforms for banking on a large scale,
banks could be relegated to the role of utility provid-
ers. This trend has already started in digital media, and
there is no reason to believe that the financial services
industry will be immune to these shifts in consumer
behavior.

Our theoretical contribution is that in the course
of our exploratory research we have identified a novel
response to disruption that extends existing theory.
As discussed earlier, the strategic response of MENA’s
banks to potential disruption from fintech is over-
whelmingly consistent: bank-fintech partnering. This
applies even to the segments that are believed to be

genuinely disruptive to the banks’ mainstream busi-
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ness, such as crowdfunding (a new, low-end market)
and the unbanked (non-consumption). This finding
is at odds with the idea that, faced with the threat of
substitution, incumbents will deal with substitution
dynamics by using competitive (vs. collaborative),
and often quite aggressive, strategies — acquiesc-
ing, defending, straddling, switching and innovat-
ing (Ghemawat, 2006). From a competitive strategy
perspective, because substitution is a threat to the
value created by a firm (i.e., a traditional bank), and,
therefore, its profitability, it rules out partnering that
will diminish the value that a firm can capture. The
collaborative response is also inconsistent with the
strategies usually recommended for incumbents in
disruptive innovation theory (Christensen & Raynor,
2003; Christensen et al., 2015) - defending existing
customers or setting up an autonomous unit to focus
on disruptive opportunities. Yet collaboration is the
preferred response not only for the MENA financial
services industry participants, but the one that seems
to be prevalent globally.

What can explain such a result? Substitution and
disruption in fintech, and other industries more gen-
erally, should be viewed not at the level of individual
technologies, but through the ecosystem lens. Because
individual innovations frequently reside within broad-
er systems (Adner & Kapoor, 2010) and technology in
itself progresses in ecosystems (Evans, 2016), both es-
tablished and disruptive technologies rely on comple-
mentary technologies, services, standards and regula-
tions (Adner & Kapoor, 2016). Financial institutions,
globally and in the MENA region, are facing the tech-
nical challenge of frictionless integration of financial
services into the digital life of their customers. We hy-
pothesize that our participants’ preference for partner-
ing can be explained in the light of the three distinc-
tive characteristics of the economy, of which modern
banks and fintech are an integral part - digitization,
disintermediation and decentralization. Specifically,
these include high fixed (sunk) costs of production and
marginal costs of reproduction of information goods
(e.g., OS, apps, software), near zero communication
and distribution costs, high human capital costs and
network effects, among others. These factors, together
with a need for providing frictionless experience for
the tech-savvy consumer of a broad range of financial
services, often underpinned by AI and big data ana-
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lytics, may necessitate an ecosystem-like bank-fintech
collaboration (Benkler, 2002; Moore, 2006).

Consequently, based on the empirical results of our
study, a sensible strategic response to disruption is a
hybrid platform embedded in a broader ecosystem
(see Fig. 1) — one that involves offering financial ser-
vices to customers through a single platform irrespec-
tive of the provider. Such a new banking platform that
seamlessly bridges traditional (e.g. accounts, loans, de-
posits) and new disruptive financial services (e.g., P2P,
crowdfunding, robo-advisors), enables fintech compa-
nies to develop their own financial offerings and banks
to perform the function of a core banking system run-
ning on top of their existing legacy systems (Schwab
& Guibaud, 2016; Soulé, 2016). Banks could position
themselves as fintech enablers through an open API
architecture instead of constraining a customer to do
business with one bank’s offering with no alternative to
it. For example, Fidor, a one-stop marketplace in Ger-
many, has positioned itself as an aggregator of these
financial services, re-bundling the “unbundled finan-
cial services” (Schwab & Guibaud, 2016). There is also
hope that a hybrid platform will allow financial institu-
tions not only to provide a better customer-centric ex-
perience to existing customers, but also to target new
customer segments traditionally underserved by banks
(i.e., start-ups, unbanked, digital natives) (Schwab &
Guibaud, 2016). Fintechs, on the other hand, will ben-
efit from the banks’ complementary assets and capa-
bilities, such as trust, scalability, access to customers
and regulatory compliance.

All ecosystem partners must find ways to align their
strategic priorities, so that innovation investments
and operating processes are mutually supportive and
reinforcing (Moore, 2006). Both fintechs and banks
should come to an understanding that genuine col-
laboration involves sharing economic value created,
which in turn necessitates a mindset and cultural shift
toward more openness (e.g., opening APIs). Such col-
laboration will create new value for ecosystem partners
and speed up innovation. Universities, investors and
incubators have a role to play in developing and nur-
turing human talent and assisting fintech start-ups in
reaching viable scale. Regulators, another important
ecosystem partner, need to be proactive in supporting
its contributions to innovative outcomes that further

social welfare (see Moore, 2006) in this critically im-
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Figure 1. A hybrid platform

portant sector of the economy. Given that the econo-
mies in most parts of the MENA region are state-led,
governments are well placed to take on a coordinat-
ing and possibly even a leadership role in developing
a vibrant fintech ecosystem. The main outcome of this
ecosystem response is the significantly enhanced value
for the digital customer.

Conclusions and implications

We suggest several avenues for further research. Given
that large technology firms (GAFA) do not neatly fall
into the category of small, poorly resourced, young
and nimble new entrants traditionally associated with
disruptive innovators, we believe that further research
into these firms’ strategic behavior in the fintech in-
dustry will considerably enhance disruptive innova-
tion theory. These NBFIs are now a key component
of the financial services system (Packin & Lev-Aretz,
2016). Further, researchers may test our proposition
to discover whether the digital economy and digital
banking more specifically require flexible specializa-
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tion as a third form of organizing business activity.
Our research suggests that they may. Traditional eco-
nomic theory, according to Moore (2006), does not
sufficiently focus on business ecosystems as a distinct
form of organization; hence, further research in this
direction in the fintech context would be particularly
useful. Finally, recent research into the economics and
strategy of digital platform businesses with network
effects (e.g., van Alstyne et al., 2016) suggests that plat-
forms outperform traditional value chain businesses.
Banking industry observers (Schwab & Guibaud, 2016;
Soulé, 2016) advocate a transformational shift from
traditional (vertically integrated value chain) banking
to a platform (hybrid) strategy. The process and out-
comes of such transformation would be a particularly
promising area for future research.

This exploratory study has a number of limitations
traditionally associated with qualitative research, in-
cluding difficulty generalizing beyond the immedi-
ate context and a relatively small sample size. Where
possible, however, we generalized to the existing lit-
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erature. More specifically, we would have benefited
from a wider range of input from the financial services
industry, especially fintech entrepreneurs, venture
capitalists and other investors. This was not feasible
at this stage of research; as mentioned previously, the
fintech ecosystem in the region is not well-developed,
and new entrants are small and constrained in terms
of managerial resources, making researchers’ access to
these firms particularly problematic. Even so, we be-
lieve that this study produced several useful insights,
which would be of interest to academics, practitioners
and policy-makers.
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Endnotes
' Blockchain is a type of an open, distributed ledger
technology capable of recording anonymous peer-
to-peer transactions of value (e.g., money and other
assets) in a verifiable, immutable way. The ledger
can be programmed to trigger transactions auto-
matically (which is known as ‘smart contracts’) (see
Iansiti & Lakhani, 2017).

2 The GCC, The Gulf Cooperation Council, is a po-
litical and economic alliance of six Middle Eastern
countries — Saudi Arabia, Kuwait, the UAE, Qatar,
Bahrain and Oman.
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