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In April of 2019, QED Partners released, Falling Barriers to 

Entry in Fintech, the first in a series of white papers identifying 

opportunities, risks, and infrastructure partners in the changing 

Fintech landscape and what they mean for incumbents and startups 

alike. Building a Lending Business from Scratch is a part of that 

series and focuses on the economics of providing lending services, 

explains the required technical and regulatory components, and 

provides a directory of partners and best practices. This paper 

would not exist without the contributions of the fintech community. 

Through hundreds of conversations and significant help from the 

QED portfolio and friends in the industry, we were able to compile 

this document.

FOREWORD

QED Investors is a leading boutique venture capital firm based in Alexandria, 

VA. We are focused on investing in early stage, disruptive financial services 

companies in the U.S., Europe, and Latin America. QED is dedicated to build-

ing great businesses and uses a unique, hands-on approach that leverages 

our partners’ decades of entrepreneurial and operational experience, helping 

their companies achieve breakthrough growth. Notable investments include 

Credit Karma, ClearScore, Klarna, SoFi, Avant, Nubank, Remitly, GreenSky, 

and LendUp. For more information, please visit qedinvestors.com. 

About QED
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Advances in cloud computing, software development, and data 

science have made it possible to build lending services rapidly 

and scale them massively and relatively cheaply. To date, many 

first movers of these advancements have simply modeled 

processes and services available in the physical world and 

brought them online. Although that migration is an important 

first step, true lending transformation requires more.
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While we are seeing a surge in the number of startups focused on transforming 

the lending experience, the advancements that have been made are also 

available to traditional financial service providers and companies in adjacent 

spaces, like e-commerce, payments, social media, and mobile communications.

As technology levels the playing field between small startups and large 

incumbents with comparatively unlimited resources, we believe those 

companies who leverage the power of technology (and our unprecedented 

interconnectedness) to deliver experiences not previously possible have the 

competitive advantage -- not those firms, regardless of size, who simply use 

technology to bring existing offline products and services online.

To determine whether a fintech company is ready to compete in this new 

lending environment, founders must have an understanding of the necessary 

components for success, the advances that have been made, and the new arena 

where winners are being crowned.

Necessary Components

• Ability to acquire quality borrowers at the lowest cost;

• High-quality data, underwriting, and credit decisioning;

•  Becoming “investor ready” and capable of addressing due-diligence 

requests quickly; and

• Reliable access to increasingly diversified sources of low-cost funding.

World Class Advances 

•  A wide range of tailored loan products provided at the lowest cost to 

borrowers;

•  In-product discovery that integrates lending into natural customer 

journey; and

• “Always be approving,” allowing customers to get real-time decisions.

Further, we believe winners and losers will ultimately be determined by whether 

or not a company recognizes these elements and ensures that its strategies 

are focused on addressing each of these elements today, while continuing to 

build relationships and infrastructure necessary to remain competitive in the 

financial services industry of tomorrow.
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While there are four major pieces to a lending business (marketing/customer 

acquisition, underwriting, collections, and capital markets), it is our opinion 

that marketing/borrower acquisition is, indeed, the most important in today’s 

environment. Having an unfair advantage in market or borrow acquisition can 

result in massive differences in unit economics (over 1000 basis points). And 

while it is important to have solid underwriting, collections, and capital markets 

operations, these functions can only move the needle a couple of hundred basis 

points. Given how important unit economics are for lending business, it makes 

sense to start with marketing/borrower acquisition first.

Cross-Selling Build in Consumer Base
In an ideal world, your business has already built a large customer base that 

can be cross sold a lending product. For example, Square and Stripe use their 

payments products to acquire business, Shopify uses its e-commerce platform as 

a hook, and Credit Karma uses free credit scores to garner consumer attention. 

In all three cases, each now has a deep relationship with a large number of 

business/consumers, and they are able to cross-sell them lending products. 

Direct Marketing
Acquiring borrowers through direct marketing is the standard way to grow 

financial services business. There are many different ways to target borrowers, 

but the major categories include direct mail, digital marketing (FB/Google), TV 

advertising, and outdoor (billboards, subway ads).

The most important part of a direct marketing strategy is ensuring that it cannot 

be easily replicated. While it is easy to buy AdWords associated with loans on 

Google to drive consumers to your products, this strategy is a losing proposition 

given that the banks and other financials services incumbents can do the same. 

Consider the drop in Lending Club’s share price since Goldman announced 

Marcus. That is what can happen when companies don’t have unique direct 

borrower acquisition strategies. 

Marketing and 
Borrower Acquisition

The most important 
part of a direct 
marketing strategy 
is ensuring that it 
cannot be easily 
replicated.
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As a counterpoint, the direct marketing strategies that have been most 

successful and most difficult to replicate either target a unique population 

that has specific needs or build a unique marketing channel. And, since 

distribution can be one of the most difficult parts of building a lending 

business at scale, it’s extremely important to get it right.

Partner Borrower Acquisition 
Another way to acquire borrowers is by partnering with companies. Greensky 

partnered with Home Depot to sell the Greensky credit card at Home 

Depot’s point of sale. Affirm partners with online merchants to provide their 

financing at the online point of sale. This B2B2C or B2B2B strategy is difficult 

from a business development standpoint because it requires long enterprise 

sales cycles. However, it can produce a very valuable borrower acquisition 

channel in that once you sign the partner, you’ll see a steady stream of 

borrowers at a very low CAC.

Credit Decisioning 
Data And Models
Overview
After determining how to market to and acquire borrowers, companies must 

identify data to power underwriting and credit decisions. The incumbents 

are the Credit Bureaus, but many additional data providers have recently 

joined the landscape. Additionally, many businesses are successfully finding 

ways to use internal data in credit decisioning. For example, companies have 

been using Telecom data in Southeast Asia to underwrite thin file consumers 

(Lenddo), payments data in the U.S. to underwrite SMB, and micro business 

(Square), supply chain data to underwrite factoring (Amazon), cash flow data 

to underwrite small business loans (Kabbage), and trade school performance 

data for Climb Credit. 

Further, since many borrower populations who are underbanked or live 

outside the U.S., Canada, or the European Union do not have FICO scores, 

companies must find new data sources that predict risk in order to serve 

these borrowers.
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Company Notes

Experian PLC is a consumer credit reporting company 

that collects and aggregates information 1B+ people 

and businesses, including 235MM U.S. consumers and 

25MM+ U.S. businesses.

Equifax Inc. is a data analytics and technology company 

that assists organizations and individuals in making 

informed business and personal decisions. Headquartered 

in Atlanta, Ga., Equifax operates or has investments in 24 

countries throughout North America, Central and South 

America, Europe, and the Asia Pacific region.

TransUnion, an American consumer credit reporting 

agency, collects and aggregates information on 1B+ 

individual consumers in over thirty countries including 

200 million files profiling nearly every credit-active 

consumer in the United States. Its customers include 

65,000+ businesses.

Bloom is a technology-enabled CRA platform that lets 

companies access credit bureau scoring, reporting, and 

analysis products through modern developer APIs. Using 

Bloom, businesses can be developing applications within 

an hour, instead of weeks, to get set up with the bureaus. 

PayNet helps commercial lenders make better decisions 

by providing private company credit assessments and 

insights about Main Street’s access to capital.

HouseCanary powers investment decisions and risk 

management programs through advanced analytics on 

properties and markets.

CoreLogic, Inc. is an Irvine, CA-based corporation 

providing financial, property, and consumer information, 

analytics, and business intelligence. The company 

analyzes information assets and data to provide clients 

with analytics and customized data services.

Lenddo uses non-traditional data to provide credit 

scoring and verification that economically empowers the 

emerging middle class around the world. They reinvent 

consumer finance with life-changing services, giving 

companies the ability to create positive social impact.

Credit and ID Bureau Companies
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Company Notes

Plaid, a financial technology company based in San 

Francisco, builds a technology platform that enables 

applications to connect with users’ bank accounts.

Envestnet | Yodlee is the leading data aggregation and 

data analytics platform powering dynamic, cloud-based 

innovation for digital financial services. Their platform 

has fueled innovation for financial institutions and fintech 

for over 19 years ultimately helping consumers get better 

lending rates, lower fees, higher returns, and more. 

DecisionLogic is an advanced bank verification 

system enabling lenders to instantly verify a potential 

borrower’s banking information online and in real-time. 

Previous methods for performing this process created 

many problems for both the lender and borrower, 

including inconvenience, delay, inaccuracy, and fraud. 

Argyle enables a harmonized data exchange between 

a business’ end users, workforce platforms, and their 

application via an easy to integrate API, with a single 

interface that connects to any workforce platform.

With over 35 years of experience, a powerful mix of 

public, private and proprietary data, and innovative 

analytical software, MicroBilt has been a recognized 

pioneer in credit, alternative credit and risk 

management. Their products cover the full cycle of 

business from vetting to originations to recovery. 

Credit and ID Bureau Companies (continued)

Fraud/ID Verification and Know Your Customer
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What is Your Data Approach 
to Support Your Lending 
Business -- An Interview 
with David Snitkof

How much time should early-stage lending 
businesses invest in building new machine 
learning models?

Early-stage businesses, whether in the context of a new startup or an additional 

product line in a larger company, are all about prioritization and trade-offs, 

with speed-to-market being one of the top considerations. The answer to this 

question depends on how much proprietary data the company possesses. For 

a new lending program, there may not be access to historical performance 

data that accurately aligns with your target customer base. In the world of 

risk modeling, the quality of a predictive model will always be limited by the 

quality and availability of its training data.

If you have significant unique information about your customers and a way of 

tying this information to historical credit performance, it may be worthwhile 

to invest in your own models early on. Most companies, however, will be better 

served by implementing a relatively straightforward underwriting strategy, 

potentially utilizing third-party data and scores, and designing a process for 

eventually collecting enough performance data to build proprietary models.

What is the right amount of risk to take in 
order to gather data?

Lending is a unique business in the sense that you give your customers 

money and hope that they pay you back, making a small profit on those 

that do and realizing a significant loss on those that don’t. Understanding 

the ratio of money made on a good customer versus money lost on a bad 

customer is critical to deciding how to set your thresholds to balance the 

risk of false positives (those customers you predict will default, but actually 

should lend to, a.k.a. “leaving money on the table”) and the risk of false 
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negatives (customers you think are good that end up defaulting). Lenders 

who can charge higher interest rates, have lower costs of capital, or who have 

access to secured repayment streams (Ex: merchant card processing revenue) 

can afford to take on more risk, other things being equal. That said, it is 

nearly impossible to achieve meaningful scale in lending without investing 

in some unprofitable vintages. Companies at this stage should spend their 

time thinking about experimental design and how to gather enough data to 

ultimately build higher-performing risk models and underwriting strategies 

as the business grows.

How does a company set up its 
experimental design and learning 
infrastructure?

Ultimately, the goal is to create a learning machine -- a mixture of people, 

process, and technology – oriented to constant testing and improvement. 

This is more a matter of culture and process than any specific technology 

and, in fact, merits its own lengthy conversation. Two quick points come to 

mind, however:

a.  Save and log every single piece of data you can. Cloud storage is cheap, 

and data is like photography - if you miss the opportunity to capture a 

moment, you can’t go back in time. Also, invest the time and expertise 

in structuring that data in a way that facilitates analysis, a process that 

requires a combination of technical know-how as well as significant 

domain knowledge. Just ‘having’ the data in your system is not helpful if 

it cannot be accessed.  

b.  Help people across the organization to articulate hypotheses that can be 

objectively verified or falsified with data. Too often people seek the data 

that will confirm an existing bias or “convenient” conclusion. A strong 

analytical leader will push an organization to question its assumptions 

and approach strategic questions scientifically.

What are some common data strategy 
mistakes you’ve observed?

In tech-enabled lending businesses, there seems to be, for whatever 

reason, a heavy focus on initial underwriting decisions but less on account 

management. However, there is a massive benefit to continuing to gather 

data on and evaluate existing customers, both to manage risk and to 
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build longer-term engagement. In particular, companies with an ability 

to effectively manage risk on the back end will be able to widen their 

acquisition funnel with greater confidence. Another common mistake is to 

focus on problems with slow feedback cycles. If you don’t know how well 

models and strategies are performing until 12 months after a decision, you 

won’t have enough iteration cycles to improve your model as quickly as 

your capital structure likely demands. The ability to learn and implement 

changes quickly is a huge determinant of success. Finally, picking the wrong 

data architecture for your business is a mistake that can cause multi-year 

headaches. This typically results in data silos - where pieces of information 

from multiple parts of a business don’t talk to each other - and, ultimately, in 

an erosion of confidence in the data itself. There is always a natural tension 

between engineering and data science on how to build and store data over the 

lifecycle of the business, and it’s important for these teams to respect each 

other and work effectively in order to build a data architecture that is not just 

technically scalable but actually drives differentiated business value.

Picking the wrong data 
architecture for your 
business is a mistake 
that can cause multi-
year headaches.
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What is involved in building a team to 
execute a data-driven lending strategy?

Ideally, you want your early-stage team to have enough experience in lending 

that they don’t reinvent the wheel or make easily-avoided mistakes. At the 

same time, you want them to be nimble, scrappy, and innovative enough to 

think creatively, employ a modern toolset, and ignore status quo approaches 

that have outlived their usefulness.  It’s a balancing act. While every company 

will need to find its own complement of talent, some super-powers to seek 

out (likely not all in the same person) include:

c.  ability to get one’s hands dirty – analyze the data, write the code, 

simulate outcomes, and implement a proof of concept;

d.  knowledge of end-to-end lifecycle decision management, preferably 

with some recession experience;

e.  ability to design processes and manage operational execution with 

limited resources;

f.  solid statistical background with passion for experimental design and 

rapid learning/iteration; and

g.  keen understanding of asymmetric risk and willingness to make 

decisions under uncertainty.

Often, fintech companies hire a team with many years of big-bank lending 

experience, but they’re disappointed when these people are less productive 

without the specialists and support structure that exist in larger institutions. 

To avoid developing a lending strategy that ends up looking like everyone 

else’s, I’ve found it valuable to emphasize diversity in recruiting. For instance, 

if you already have some people with a big-bank lending background, 

perhaps the data scientist who builds your risk models can come from the 

bioinformatics or advertising world. Ultimately, flexibility and speed of 

learning are paramount.
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Lending is a highly regulated industry all over the world, so putting 

together a sound regulatory strategy should be done as soon as 

possible. Given the complexity of this subject, we recommend that 

the first action you take is to interview local law firms who can help 

guide you through your many options. In the early days of your 

lending business, the best option is likely to partner with a bank. 

Over time it might also make sense to apply for your own banking 

license, depending, of course, on the jurisdictions you operate 

within and the latest fintech regulatory environment.

Lending 
Regulation

Banking licenses are required in the U.S. to make loans. Given the 

significant regulatory requirements for banking licenses, most fintechs 

choose to partner with a bank to make the loan, allowing those fintechs to 

focus on a seamless customer experience while the originating bank fulfills 

regulatory requirements -- think KYC, AML, True Lender, for example.

National Charter versus State by State

One decision you must make is whether to partner 

with a bank that has a national charter or file for state 

by state regulations. That decision is driven by many 

factors including consumer versus SME, interest rate 

to be charged on loans, bank partner risk tolerance, 

and relationship with its regulator(s), as well as size, 

scope, and products of other lenders with whom 

they partner.

Other Options: Fintech Bank Charter or Buy a Bank

If you don’t want to partner with an originating bank or go through 

state-by-state licenses, consider buying a bank or applying for a 

Fintech Bank Charter. Both paths are more difficult and less traveled.

The challenge with buying a bank 

(and its license) is you must have 

senior officers in your company 

that possess the required individual 

licenses. Another challenge is 

capitalizing the bank. Regulators 

prefer that banks limit balance 

sheet growth to a low double-digit 

percentage. 

Although a Fintech Charter may 

sound like a promising route, it has 

its own legal and regulatory issues. 

A few states are currently suing the 

OCC over the Fintech Charter, so its 

legal future is uncertain. Only the 

OCC supports the Fintech Charter, so 

it is unknown how the SEC, Treasury, 

CFPB, and FDIC will support it. 

Office of the 
Comptroller of 
the Currency

Securities 
and Exchange 
Commission

Commodity Futures 
Trading Commission

National Association 
Of Insurance 
Commissioners

Office of the 
Comptroller of 
the Currency

Consumer Financial 
Protection Bureau

U.S. Treasury 

U.S. Federal Reserve 

FINRA

Cross River Bank

Web Bank

Celtic Bank

Bank of Lake Mills

M&T Bank

Union Bank

Manatt

Pepper Hamilton 

Ballard Spahr

Hudson Cook

Mayer Brown

Arnold Porter

Goodwin Procter

Regulatory Landscape (U.S.)

Bank Partners

Law Firms

What is an originating bank
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Lending Operations

HyperScience 

Unqork

Blend

Zoot

Provenir

Cloud Lending

nCino 

Salesforce 

Amount

Cloud Lending

Tsys

fisers

i2c

MX decisions

CoreCard

Tableau

Periscope

Looker

Metabase

Qlik

Sisense

Chartio

AWS Quicksight

First 
Associates 

Scratch 

Nelnet

PFSC

Concord

Cardworks

Cloud Lending

Tsys

Fisers

I2c

MX decisions

CoreCard

Digital Application

Loan Origination Systems

Loan Servicing Systems

BI

Primary and Back-Up 
Servicing

Loan Servicing Software

With data and model in hand, you are ready to 

build a software stack that enables loan application 

decisioning. You could build this component with in-

house development teams, but outsourcing the task to 

a software company that specializes in this function 

can be cheaper and faster. In general, we recommend 

considering outsourcing or subscribing to commoditized 

functions, like data visualization/BI, CRMs, Loan 

Origination Systems (LOS) or Loan Servicing Systems 

(LSS). That frees up your valuable technology capital, 

resources, and time for building out your unique, 

proprietary data-sets, models, and APIs.

Your next step is connecting your online application to 

a loan origination system (LOS). The first decision you’ll 

encounter is whether to custom build or outsource your 

LOS. Considering the large number of vendors that serve 

this part of the value chain, we recommend partnering 

with a vendor specific to your asset class. See the 

following list for quick reference.

Overview
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Capital Markets

Corporate Bank Specialty Finance

Senior Secured Debt 
(Securitizations)

Senior Secured Debt 
(Securitizations/Covered 
Bonds)

Senior Secured Debt 
(Securitizations)

Secondary Lien Secured Deposits Senior Unsecured Debt

Senior Unsecured Debt Senior Unsecured Debt Whole Loan Sales

Subordinated Debt Whole Loan Sales Subordinated Debt

Hybrids (ex. Convertibles) Subordinated Debt Hybrids (ex. Convertibles )

Preferred Equity Hybrids (ex. Convertibles) Preferred Equity

Common Equity Preferred Equity Common Equity

Common Equity

Lowest 
Risk

Highest 
Risk

Debt Seniority 
High

Debt 
Seniority 
Low

Overview
For many entrepreneurs, capital markets can be one of 

the most confusing and intimidating pieces of setting up 

a new lending business. Here we aim to demystify the 

capital markets and provide a guide to help you move 

from funding your first loan to scaling into a diversified 

capital markets operation.

Understand that you will never be done optimizing 

your capital markets efforts. The initial goal is simply to 

acquire enough debt to scale your lending operations. 

When that is complete, focus on lowering the cost and 

diversifying capital providers. 

This section begins with an overview of the different 

sources of funding, discusses how to grow and optimize 

these channels over time, and follows with an overview 

of the names of the top debt providers.

Sources of Funding Overview
A company’s capital structure is a mix of funding sources 

used to finance operations and growth. It includes both 

debt and equity. For lenders, the need for capital goes 

beyond funding day-to-day operations. For example, 

funding is to lenders as inventory is to retailers. As a 

result, the mix of funding sources typically used by 

banks and specialty finance companies is decidedly 

different from that of companies in most other 

industries. Consider leveraging industry experts, such 

as Fusion Network, who can prepare Fintech companies 

to become investor ready. Partners like these can act as 

an outsourced capital markets, analytics, and tech team, 

and when combined, form a private network that helps 

companies scale at an effective cost.

Cost of Funding
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Cost of Funding
Cost of funds is the interest rate 

a lender pays for the money they 

lend. That is, lenders must charge 

a higher interest rate to borrowers 

than their cost of funds to lend 

profitably. The spread between the 

cost of funds and the organization’s 

lending rate is called the net 

interest spread. Net interest margin 

(NIM) is the difference between the 

interest income generated and the 

amount of interest paid out relative 

to the amount of their (interest-

earning) assets.

A lender’s cost of funds is a direct 

result of the type of funding used 

and the investor expectations for 

that type of funding. For example, 

customer deposits are one of the 

lowest-cost funding sources, but 

are only available to depository 

institutions. Selling equity to 

raise capital is one of the most 

expensive funding sources, but it 

is typically cheaper for banks and 

public companies to do so than 

it is for private specialty finance 

companies or online lending 

startups. From the perspective of 

an investor, the expected return on 

investment (ROI) is directly related 

to the perceived level of risk.

Types of Funding

Equity

Equity consists of common or preferred stock, and represents an ownership 

interest in the issuing company. For specialty finance companies -- particularly 

for early-stage companies with little-to-no track record of either assets 

or revenue -- financing options are both limited and expensive. Selling an 

ownership interest in the company is often necessary to provide a mix of 

working capital and funds to lend. Initial financing rounds from friends, family, 

Angels, VCs, and other institutional investors such as hedge funds are usually 

in the form of either convertible notes (more broadly a Hybrid Security which 

converts to equity at the next priced equity round) or a priced equity round.

PARTICIPANTS

• Venture capital

• Friends and family

• Some hedge funds

CHARACTERISTICS

•  Seek outsized returns (IPO / Exit)

• No principal repayment

•  Exercise management control

•  Usually provide mix of working and 

lending capital

Subordinated Debt

Subordinated debt is unsecured debt (bond or note) issued by a bank or 

specialty finance company to fund growth, operations, recapitalizations, 

or lending. Holders of subordinated debt rank below creditors holding 

other more senior debts when there are claims on the company’s assets or 

earnings, such as in the case of bankruptcies or liquidations. Because of this 

higher risk, investors in subordinated debt typically receive a higher return 

than investors in senior debt, but a lower return than equity investors.

As an organization grows and seeks to further diversify its funding model 

and attract investment, an equity “kicker” may also be offered -- commonly 

referred to as a sweetener. Equity kickers typically come in the form of a 

convertible note allowing the debt to be converted into equity at a later 

date, or as a warrant, sold in combination with the debt and allowing the 

lender to purchase equity at a later date. 

PARTICIPANTS

• Hedge funds

• Asset managers 

• Private equity

CHARACTERISTICS

•  Seek equity-like / variable returns 

commensurate with higher risk

•  Flexible terms, less restrictive than senior debt

•  May include equity warrants
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Types of Funding (continued)

Whole Loan Sales

Most often associated with the real estate industry, whole loan sales consist of lenders 

selling portfolios or pools of seasoned loans into a secondary market or frequently 

through a forward purchase agreement -- or simply a forward flow. A forward flow is an 

agreement between a debt seller and a buyer where the buyer agrees to make regular 

purchases (typically monthly) of a certain type of debt from the seller at a specific 

volume, for a specific period of time.

For example, a lender may agree to sell $15 million worth of B Grade loans a month at 

10% below par for a 12-month period. Lenders may sell pools of seasoned whole loans 

to reduce risk, rebalance, or adjust for other characteristics on balance sheet. Forward 

flows allow specialty finance companies such as online lenders, to continue originating 

loans and to scale their business. Investors enjoy loan-level transparency and a high level 

of customization by purchasing only those loans that meet their selection criteria.

PARTICIPANTS

• Hedge funds 

• Asset managers

• Investment banks

CHARACTERISTICS

• High level of customization  

• Greater transparency at loan-level 

• Often buy through forward flow 

• Active versus passive selection

Senior Unsecured Debt

Senior debt sits higher in the capital structure and must be repaid before any junior debt 

in the event of bankruptcy or liquidation. While senior debt can also be issued in the 

form of senior notes or secured via term loans, it is very common to see credit facilities 

used as a source of funding for loans. Credit facilities provide a relatively low-cost, 

highly-scalable financing solution. However, they also come with specific covenants and 

limits that must be maintained and reported on.

For example, they may agree to lend only to a certain quality of borrower or not to 

exceed a certain debt threshold at their organization. Failure to adhere to the agreed 

upon covenants or limits can result in the termination of the credit facility and the 

requirement that any outstanding balance be paid back immediately. As an originator 

scales, it will need to be capable of managing multiple credit facilities, each with 

different costs and covenants.

Due to its seniority in the capital structure and lower-risk investment profile, relative to 

more junior debt, senior debt is a more attractive investment opportunity for a broader 

range of institutional investors than other funding types.

PARTICIPANTS

• Commercial banks 

• Investment banks 

• Asset managers 

• Hedge funds 

• Private equity

CHARACTERISTICS

•  Revolving credit facility 

• Restrictive covenants and limits 

• Seek fixed returns 

• Looking for proven track record  

• Scalable financing solution
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Types of Funding (continued)

Securitizations

In structured financing, a securitization is a method of bundling a large number of individual 

assets – typically illiquid individual loans or receivables – into a pool which is then sold or 

issued as a security/bond. The bond holder receives their pro-rata portion of the payments 

from the underlying assets. These securities are referred to as asset-backed securities 

(ABS) or – in the case of bonds backed by mortgages – mortgage-backed securities (MBS). 

Issuers of a securitization may also group a pool’s underlying assets by other risk/return 

characteristics, by credit quality or maturities, for example, and issue these groups as 

separately investable tranches. 

Securitizations are also typically rated by a third-party credit ratings agency (CRA). Because 

of these characteristics, as well as the large size of the market, securitizations tend to attract a 

broad range of large institutional investors with a need to put significant amounts of capital to 

work. However, the costs associated with the securitization process often make it prohibitively 

expensive for early stage startups, along with many small banks or other traditional lenders 

that lack the origination volume needed to make securitizations cost effective. 

PARTICIPANTS

• Investment banks 

• Asset managers

• Hedge funds 

• Family offices 

• Pension funds 

• Insurance companies 

• Ratings agencies

CHARACTERISTICS

• Rated and secured asset

• Access to liquidity 

• Diversified credit exposure 

• Broader investor access

•  Equity tranche offers 30%+ 

returns if held on balance sheet

Deposits

Deposits represent a significant and relatively inexpensive source of funding that is unique to 

depository institutions. These companies pay customers a rate of interest for the use of their 

deposited money while charging interest on loans to borrowers, the primary activity of banks 

for centuries. The rate the bank pays customers is a function of the type of deposit. Highly 

liquid accounts like savings and checking accounts pay a lower rate, while less liquid forms, 

like a certificate of deposit (CD), tend to pay a higher rate.

Also, the current system relies on what is called fractional-reserve banking. Banks and credit 

unions are allowed to lend far more than the deposits they hold and must only meet capital 

adequacy and reserve requirements. In addition to being a low-cost source of funding, 

deposits also tend to be the largest source of funding for these institutions and are more 

stable than other funding sources during difficult economic periods or market shocks.

PARTICIPANTS

• Orchard (issuer)

• Hedge funds

• Asset managers

• Investment banks

CHARACTERISTICS

•  High level of customization 

•  Greater transparency at loan-level

•  Often buy through forward flow 

•  Active vs. passive selection
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Build Pilot Grow Scale

Scale and Diversify
Overview
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Lender Maturity
* Deposits are only available to 

depository institutions

35 - 12%

Equity

Subordinated 
Debt

Whole Loan Sales
Senior Debt
Securitization

Deposits*

25 - 14%

18 - 5%

10 - 4%

8 - 2%

3 - 0%

Lender Maturity and Cost of Funds

As new lenders seek to grow, they must balance efforts to 

raise capital in support of core business goals and to fund 

expanding operations with the need for consistent access 

to diverse sources of capital to fund originations. They 

must also look beyond an organization’s immediate needs 

and ensure a plan for accessing funding at each stage of 

growth is in place to accommodate shifting economic 

conditions, multiple credit cycles, or unexpected market 

shock -- and other Black Swan events. 

Access to a wide range of financing options is the best 

way for lenders to mitigate the risks associated with the 

loss or severe reduction of access to one or more funding 

sources. However, not every type of funding is available 

to all lenders from day one.

It is important to know the four primary growth stages 

for a lending startup and the following vocabulary:

•  Origination Volume is a measure to define lenders by 

the total value of all of the loans they have originated 

since launching.

•  Financing Options help describe the financing 

available to a lender at a given stage, including early 

funding rounds from Family, Friends, and Angel 

Investors, as well as later rounds from Venture 

Capitalists, Private Equity Investors, and Investment 

Banks. This also describes the types of financing that 

typically become available at each stage to fund loans, 

from whole loan sales and subordinated debt to credit 

facilities and securitizations.

•  Capital Goals focuses on a lender’s goals with regards 

to capital at each stage, and ranges from simply 

wanting access to ANY type of funding in the early 

stages, to seeking methods of optimizing available 

sources and ensuring they have flexible and diversified 

sources of low-cost funding.

•  Business Focus provides a general description of what 

we believe a lender should be focused on at each stage. 

It also helps with planning as they target moving from 

one stage to the next.
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Build Pilot
For early stage companies, the founders should be 

focused on building out the initial product, figuring 

out how to raise customer awareness with little-to-no 

marketing budget, and accessing capital -- anywhere 

they can find it. Financing options and access to 

capital, in general, are limited, often coming from 

the founders (depending on their personal financial 

situation) and friends and family.

At this stage, financing is usually a debt round (loan) in 

the form of a convertible note. Convertible notes are a 

relatively simple contract -- with lower legal fees for a 

bootstrapped startup. But because the notes convert 

to equity in later financing rounds, they are one of the 

more expensive sources of funding.

After launching the initial product and beginning to 

grow origination volume, the company shifts focus to 

proving and improving the quality of their underwriting, 

credit model, and data. Attention should also be 

given to reducing cost structures and continuing 

to build relationships with capital providers. With 

origination growth, the company can also focus on 

securing more flexible capital, and the door opens to 

additional sources of funding, like whole loan sales and 

subordinated debt.

A company at this stage typically considers another 

round of financing. For this “Seed” round, the company 

will often look to raise money from strategic Venture 

Capital (VC) funds and “Angels” and may choose to 

structure this funding as another convertible debt 

round or “bridge,” until it is ready to raise its first 

significant equity round (Series A).

Origination Volume

$0 - $5 Million
Origination Volume

$5 - $25 Million

Grow Scale

While ramping up origination volume is critical for a 

lending business, it must also focus on refining the 

credit model, demonstrating consistent performance 

over time, and ensuring that proper operational/quality 

controls are in place. Headline risks increase at this 

size, and negative events from the industry or the 

individual company can effectively freeze funding and 

halt growth. Lenders should continue to strengthen 

relationships with capital providers and seek to secure 

access to more diversified sources of longer-term 

capital, including multiple credit facilities.

A company of this size will likely raise its first significant 

round of equity funding from existing investors and 

additional “strategics” at this point. A Series A financing 

round will help the company shore up its balance sheet 

as it prepares to grow originations.

Consider the first three growth stages as the proving 

ground. Lenders have spent this time building out an 

institutional-quality organization in anticipation of this 

last stage. In order to scale, a lender must not only 

continue focusing on all of the items that brought it to 

this point, but must also begin to focus on effectively 

managing its balance sheet, managing risks, and 

diversifying its product line. Consistent access to lower 

cost capital as well as optimizing the use of capital is 

paramount.

At this stage, lenders typically have access to the full 

range of capital sources, including the resources to tap 

the securitization market. However, non-bank lenders 

will lack direct access to deposits. A successful pre-

IPO lender will likely raise additional equity financing 

rounds -- Series B and later.

Origination Volume

$50 - $250 Million
Origination Volume

$250+ Million

Overview of Growth Strategies
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Apollo 

Aquiline 

Atalaya

Blue Orange Capital 

Centerbridge 

Colchis   

Community 
Investment 
Management (CIM)

Coventure

Credit Suisse

Creditease

FlexpointFord

Fortress 

Goldman Sachs 

Guggenheim

HCG Funds

i80 Group 

KKR 

Macquarie

Magnetar

Neuberger Berman

Rewire 

Route66

Soros 

Varadero Capital 

Victory Park Capital 

Waterfall Asset 
Management

CNB           

SquareOne

SVB 

Upper90

Arcadia

Goldman Sachs

RiverNorth 

StoneRidge

TPG

Barclays

Credit Suisse

Crosslend 

Goldman Sachs

Guggenheim

Jefferies 

JPM

Macquarie 

Morgan Stanley 

UBS

Wells Fargo

Credit Facility Venture Debt

Whole Loan Sales

Securitization

Capital Partners
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Conclusion

Lending services are evolving, and the players who evolve 

correspondingly will have the competitive advantage. Technology has 

eroded the inherent edge that large incumbents have traditionally 

enjoyed, and startups that leverage the power of that technology to 

deliver new experiences in new ways to many audiences will outcompete 

those that simply provide an online version of offline lending. 

But technology alone isn’t sufficient. Fintech founders also need a 

complete understanding of their unique value, their audiences and how 

to reach them, the regulatory environment, and the lending ecosystem 

as a whole.

Ultimately, the winners will be the companies and leaders who are able 

to recognize the opportunities and pitfalls of the lending landscape and 

execute a company strategy which is focused on delivering value and 

improved experiences to customers today, while continuing to build 

the relationships, investment and infrastructure necessary to remain 

competitive in the financial services industry of tomorrow.

We at QED invite you founders looking for more perspective or context 

to engage with us. 
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