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S5 FinTechs, BigTechs and structural
changes in capital markets

Janina Harasim

Introduction

The financial industry has experienced many waves of technological innova-
tion. While these have been shifting the balance in the financial system from
banks towards financial markets and specialized players, the overall struc-
ture of the financial industry with banks at its core has remained remarka-
bly robust (Philippon, 2015). However, the ongoing changes in the financial
industry appear to be more fundamental than previous ones and may have
considerable impact on competition and the market structure. There is a
growing body of literature confirming that technology can impact not only
features of financial services (such as speed, transparency, cost, and secu-
rity) but also the market structure, especially on the supply side, i.e., the
organization of financial service providers (Alt et al., 2018; Boot et al., 2020;
He et al., 2017).

The rapid development of technology can affect the market structure
in the financial services industry in a multitude of ways. However, when
analyzing competition, the entry of technology firms (usually referred as
“FinTech”) into the provision of financial services cannot be neglected.
There is some evidence that their dynamic expansion, supported by cer-
tain regulatory initiatives (e.g., PDS2, “regulatory sandboxes”) may lead to
ground-breaking changes in the market structure, which could have signifi-
cant implications for competition in the financial industry as well as for the
position of incumbent institutions.

The potential impact of FinTech development on competition and market
structure is increasingly more often analyzed, but the vast majority of stud-
ies focus on its consequences for banks, their market position, and strategy
(Alt et al., 2018; Bank for International Settlements, 2018, 2019; European
Banking Authority, 2018; Financial Stability Board, 2019; Frost et al., 2019;
Navaretti et al., 2018; Petralia et al., 2019; Stulz, 2019) To date, researchers
have paid only limited attention to the analysis of the impact of technology
companies on competition in financial markets. Therefore, the considera-
tions set out in this chapter fit into the gap existing in the literature.
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This chapter aims at exploring some theoretical issues associated with
the impact of technology companies on competition and the market struc-
ture in the financial industry. To significantly contribute to the present state
of knowledge, attention is focused on analyzing structural changes taking
place in capital markets. This chapter begins with the explanation, sup-
ported by the industrial organization theory (IO), how technology affects
the market structure in the financial industry, especially market imper-
fections and market contestability. The next section shows the impact of
FinTechs and BigTechs on competition in the financial industry. Contrary
to most previous studies, it has been assumed that their impact should be
analyzed separately due to the significant differences between them regard-
ing their size, scale of activity, specific features, and the extent to which
the assets and features of both complement or substitute those of incum-
bents. The next two parts focus on those capital market segments that have
most been influenced by digitalization, i.e., the stock market and the asset
management and mutual funds industry. In the case of the stock market
more attention has been paid to electronic trading and FinTech solutions
transforming the organization of securities trading. In the second case, it is
shown how digital platforms have been changing the structure of the asset
management and mutual funds industry.

General impact of technology on the market
structure in the financial industry

In order to explain how technology could affect the market structure in the
financial services industry, it is necessary to remind ourselves of traditional
theories of intermediation. These are built on the notion that financial inter-
mediaries serve to reduce market imperfections: information asymmetry
(which helps minimize problems of moral hazard and adverse selection), com-
munication frictions (by facilitating match-making among interested parties),
and decrease in transaction costs (Allen & Santomero, 1997). However, in
recent decades, there have been significant changes that are difficult to recon-
cile with the traditional theories. Scholtens and Van Wensveen (2003) noticed
that as developments in information technology, deregulation, deepening of
financial markets tend to reduce transaction costs and market imperfections,
the financial intermediation theory fails to provide a satisfactory understand-
ing of the existence of traditional financial intermediaries.

Given that, there is a need to explain how technology may affect mar-
ket structure and financial intermediation using other theoretical basis.
Useful guidance on this topic is provided by industrial organization eco-
nomics (1O), called sometimes “the economics of imperfect competition.”
According to 10, technology can affect any of the basic determinants of the
market structure (see Table 5.1.).

First, technology can undermine the need for intermediaries by altering
market imperfections found in the financial system. The proliferation of the
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Table 5.1 Technology impact on the market structure in the financial services industry

Determinant Impact direction Examples

Market imperfections

Information — Proliferation of internet (wide and cheap
asymmetry access to information)
Automated credit scoring
Communication — Digital platforms — two-sided and
frictions multisided (crowdfunding and peer-to-peer
platforms, comparison sites for financial
products)
Transaction costs — Online and mobile payments
Blockchain, robo-advising, smart contracts
Market contestability > The factors mentioned above, back-office

automation, the ability to source IT
infrastructure through cloud computing
services

Integration level of traditional financial intermediaries

Vertical — Loss of customer interface (e.g., APIs in
payment services)

Horizontal —_— Specialized new entrants (including
FinTechs), high cross-selling potential of
digital platforms

Source: own study.

internet lowers information asymmetry, making information more available
and cheaper since vast amounts of data can be acquired at low cost through
web-scraping. This reduces the information gap and increases both market
contestability and efficiency of financial markets (Bai et al., 2016; Boot et al.,
2020; Gao & Huang, 2020). There is also evidence that automated credit scor-
ing or internal ratings used by platforms, based on non-financial data about
customers, performs as well or even better than traditional credit scores in
assessing borrower/default risk (Frost et al., 2019; Hau et al., 2019). Most tech-
nological innovations have decreased transaction costs, and digital platforms
have reduced communication frictions as they more effectively match savers
and borrowers (peer-to-peer and crowdfunding platforms) or buyers and sell-
ers (digital marketplaces), consolidate information (comparison sites for finan-
cial products), and enable peer-to-peer (P2P) communication (social media).

Second, by enhancing economies of scale and reducing transaction costs
and information asymmetry, technological innovations, in general, lower
barriers to entry that may increase competition and market contestability. He
et al. (2017) provide many examples of the ways that technology can promote
market contestability, e.g., they claim that back-office automation allows firms
to reduce fixed costs. Boot et al. (2020) highlight another example —according
to them the ability to source IT infrastructure through the cloud considerably
lowers the barriers to entry, thus increasing market contestability.
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Third, technology can affect the level of horizontal and vertical integra-
tion of incumbents, especially banks, which are typically vertically and hori-
zontally integrated financial intermediaries. The vertical integration arises
from the strategic advantage of relying on core competencies to compete
in upstream segments or control upstream activity. This means that banks
directly interact with customers in their core maturity transformation busi-
ness (i.e., when raising deposits and making loans). However, the rise of digital
platforms fundamentally changes the way goods and services are distributed
and poses a severe threat to banks. Platforms can capture most existing rents
and lots of customer data by intercepting the customer interface from banks.
As a consequence, banks can lose their position of “first point of contact” for
financial services and face the risk of vertical disintegration (Boot et al., 2020).

Horizontal integration comes from economies of scope which means that
banks (e.g., through cross-selling) can provide multiple services that do not
directly rely on a balance sheet (e.g., payments, advisory services, asset/wealth
management, or insurance), using information on savers and borrowers and
their behavior. However, such financial services can also be provided by non-
bank specialized providers (especially FinTech firms), which can outperform
banks in terms of speed, convenience and price. The degree of banks’ hori-
zontal integration could also be damaged by the high cross-selling potential
of digital platforms, which can offer financial services (complementary to
their offer) based on their deep knowledge of user’s behavior.

Thus, according to 10, the impact of modern technologies on competi-
tion and the structure of the financial industry should be generally positive.
However, is it in fact the case? Does the ongoing digitalization also bring
about threats to competition? Does it only change products and processes
or does it also affect the market structure? Crémer et al. (2019) argue that
traditionally understood competition — with a large number of firms com-
peting — is often not feasible in the digital economy, which seems to be con-
firmed by 1O theory. This is probably due to the increasing opportunities
created by modern technologies and emergence of entities that utterly trans-
form the way in which products and services, including financial ones, are
structured, provisioned, and consumed. The technologies with the greatest
impact on the financial industry include application programming inter-
faces (APIs), artificial intelligence (AI) and machine learning (ML), data
analytics, distributed ledger technology (DLT)/blockchain, cloud services
and mobile technology, and those entities who can best exploit their poten-
tial are technology companies, called FinTechs.

Entry of FinTechs and BigTechs into finance
and their impact on competition

Even though FinTech is a buzzword in the financial industry in recent
years, it has not been clearly defined yet. On the basis of the current ways
of understanding the term “FinTech,” Harasim and Mitrgga-Niestroj (2018)
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distinguished two approaches to apprehend it: objective (functional) and
subjective (institutional).

In the first of them, FinTech is broadly understood as the use of inno-
vative technologies in order to provide financial services more effectively
(Arner et al., 2015; Financial Stability Board, 2017; Lee & Kim, 2015). In
the second approach, FinTech is understood more narrowly as the sector
created by non-traditional providers of financial services, using innovative
technologies to more effectively provide existing services or/and create new
ones, which enables the delivery of new value to customers (Harasim &
Mitrgga-Niestroj, 2018, p. 173). However, only the latter approach allows to
measure the development of the FinTech sector and to assess how it affects
competition in the financial industry.

In most studies to date, all technology companies operating in the
financial sector were included in the FinTech sector. However, this is not
a homogeneous group of entities as it encompasses both small innovative
technology companies, often start-ups which will be called FinTechs, and
the technology giants, known as BigTechs. While the activity of FinTechs
is closely related to the provision of financial services, BigTechs provide
primarily non-financial services. The dominant areas of BigTechs’ activ-
ity are social media, search engines, and e-commerce, but their main rev-
enues streams come from targeted advertising. They are large companies,
highly capitalized, with the cutting-edge technologies, usually operating on
a global or international scale. They are present in all regions of the world,
but the largest BigTechs come from the United States and China. In the first
case, they are Google, Apple, Facebook, and Amazon, collectively referred
to as GAFA, and in the second, Baidu, Alibaba, and Tencent referred to as
BAT.

Taking into account the differences between various technology compa-
nies, it is reasonable to distinguish between two main types of tech firms:

e FinTechs, which are usually small technology firms focused on the
development of products and/or process innovations in the financial
services industry, with special emphasis on improving user’s experience.

*  BigTechs, i.e., large technology companies with an established market
position that mainly offer non-financial goods and services (both tangi-
ble and digital) via digital platforms, which enter into finance to com-
plement their own offer and gather additional customer data.

Assessing the impact of FinTechs and BigTechs on the shape of financial
industry is not easy due to the lack of precise identification criteria (for
both)," and the relatively short time elapsed since the first financial services
were offered by them (for BigTechs). Nevertheless, it is possible to identify
the main opportunities and threats related to their expansion into finance
(see Figure 5.1.), as most of them have a significant impact on competition
and the market structure.
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Figure 5.1 Opportunities and threats connected with the entry of FinTechs and
BigTechs into finance.

Source: own study.

The opportunities shown in Figure 5.1. are interrelated. The main sources
of the competitive advantage of technology companies over incumbents are
low transaction costs and low costs of collecting, processing, and analyz-
ing customer data. As a result, they are able to provide financial services
in a more effective way, and also offer them to people for whom they were
previously unavailable, thus increasing the level of financial inclusion. The
undisputed advantages of their expansion into finance are also higher qual-
ity of financial services and efficiency of their provision, faster innovation
development, increased market competition, and lower barriers to entry.

Although most of the opportunities and threats listed in Figure 5.1. are
connected with the expansion of both BigTechs and FinTechs, it should be
emphasized that the impact of BigTechs on competition in the financial sec-
tor is much greater than that of Fintechs. This difference arises from a much
larger scale of BigTechs’ activity, their distinctive platform-based business
model, and the fact that their features and resources rather substitute those
of incumbents. For this reason, when assessing the impact of technology
companies on competition and market structure, FinTechs and BigTechs
should be treated separately.

The general impact of FinTechs on competition should be more positive
than that of BigTechs. Taking into account that FinTechs are generally small
young start-ups, and that their resources and features largely complement
those of incumbents, the likelihood that they would choose collaboration
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with traditional market players is greater than that they would compete
with them. The fundamental advantage of FinTechs over incumbents is
that they are operated as leaner and more agile businesses. Their high-tech
capabilities enable them to respond to changing customer expectations in
a quicker and more flexible manner, and moreover, they can do it at a low
cost, using transparent pricing. They also have the ability to attract tal-
ented young people and create innovative solutions which improve user’s
experience. For these reasons, FinTechs can become a valuable intermedi-
ary between incumbents and customers by providing advanced technology
solutions that allow financial services and the way they are delivered to be
improved, making them more convenient and better suited to satisfying cus-
tomer preferences.

Positive impact of BigTechs on competition is most evident only in the short
term. In the long term, negative effects may prevail, which is mainly related to
the BigTech’s business model and the features of the platforms they use.

The platform-based business model exploits the most important charac-
teristics of the digital economy: the key role of data, network effects, rapidly
growing economies of scale, and economies of scope. BigTechs collect vast
amounts of non-financial data through multi-sided platforms which enable
direct interactions among a large number of users (buyers and sellers). The
large stock of user data enables the use of bigdata analytic tools, such as Al/
ML, to enhance existing services that exploit natural network effects and
to foster further user activity. Offering financial services can complement
and reinforce BigTechs’ ecosystem, as payment or lending services gener-
ate additional customer data. Having access to new sources of information
about customers, in particular data on their financial situation and spend-
ing habits, BigTechs can better target advertising and boost the sales of their
own products/services. Combining their cutting-edge technology with rich
financial and consumer habit information and a stronger customer focus,
BigTechs have the communication and informational capacity to compete,
and possibly even outperform incumbents in financial services provision.

However, over time, digital platforms may strive to create and maintain
dominant market power by maximizing network effects and economies
of scale and scope, which subsequently may lead to an increase in market
concentration (Evans & Schmalensee, 2007; Fraile Carmona et al., 2018;
Rochet & Tirole, 2003; Tucker, 2019). This is because the same features
that bring benefits in the short term can generate new risks associated with
their market power in the long run. Digital platforms tend to establish cap-
tive ecosystems? which negatively affect competition. Once such a system
is established, potential competitors have little room to build and develop
rival platforms. Moreover, by consolidating their dominant position, lead-
ing platforms may raise entry barriers excluding competitors from the mar-
ket (lock-out effect).? On the other hand, they can exert their market power
to increase user switching costs (lock-in effect), i.e., making it more difficult
to change the provider.
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Apart from the risks associated with the abuse of market power, BigTechs
may use many anti-competitive practices, such as: tying and bundling
products,* cross-subsidization, and misuse of customer data (Bank for
International Settlements, 2019). The first one reduces the price transpar-
ency of the offer and of the provider’s cost structure and can be perceived as
a particular form of price discrimination. The last one is associated with the
informational advantage of BigTechs which can be used not only to reduce
costs and increase market efficiency but also to apply price discrimination
(Bar-Gill, 2019). In extreme cases, this can lead to the exclusion of some
customers from accessing particular services. The activity of BigTechs may
also generate many risks, including the threat to financial stability (systemic
risk), however, this problem goes beyond the scope of this study.

Which of the described effects of BigTechs’ expansion will prevail: pos-
itive or negative, depends essentially on what is the main driver of their
expansion into finance. If the competitive advantage of BigTechs over
incumbents, e.g., lower transaction costs, access to better information, and
superior technology is a key driver of their entry, this can bring greater effi-
ciency to the provision of financial services and greater financial inclusion.
On the other hand, if such an entry is driven primarily by a desire to create
and maintain market power (due to network and synergy effects) as well as
regulatory arbitrage and additional risk-taking, the consequences of their
expansion may be mainly negative and less desirable in welfare terms.

Due to the fact that BigTechs address their services primarily to individ-
uals, and the core financial products they offer, so far, are payments and
loans, they pose the greatest threat to banks. However, taking into account
the rapid pace of their expansion, the question arises whether they may also
threaten the position of traditional financial intermediaries operating on
financial markets? There is also a question about the role of FinTechs in
financial markets — do the solutions they provide only improve products
and processes as well as increase the efficiency of markets or do they signif-
icantly change their structure?

An in-depth analysis of the existing literature allowed to identify those
financial market segments that changed the most due to digitalization. The
first segment is the stock market, and the second is the asset management
and mutual fund industry.

FinTech and structural changes on the stock market

Traditionally, the key intermediaries in the primary markets were merchant
banks and underwriters and in the secondary markets — stock exchanges and
stockbrokers who above all provided liquidity. As the services they offered were
relatively costly, their provision was rather limited for both individuals invest-
ing and smaller companies raising capital. With the development of technology,
capital markets have moved from a traditional specialist model to a technology-
driven model where liquidity is primarily provisioned by the buy-side.
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Modern technologies have changed the entire securities value chain, but
not all of its components have been digitized to the same extent. They heavily
influenced trading (price discovery and order execution) and post-trade pro-
cesses (clearing and settlement, servicing, and administration), and had only
limited impact on the front end (client coverage and sales) — see Table 5.2.

Technological changesin the capital market considerably accelerated after
the financial crisis. The resulting increased regulatory and capital require-
ments weakened the position of incumbents and challenged their business
models, facilitating the entry of FinTechs into the market. FinTechs have the
flexibility, customer proximity, and technology understanding necessary to
address business challenges across the entire value chain of capital markets.
They provide solutions that (Deutsche Borse & Celent, 2016):

Table 5.2 Digitalization in the stock market

Trading
Organization of Price discovery and
Time period trading venues order execution Settlement
1971 First fully automated stock -

trading in National
Association of Securities
Dealers Automated

Quotations (NASDAQ)
The 80’s Regional stock Open outcry trading floors  No fixed settlement
exchanges Designated Order period

Turnaround (SuperDOT
trading system launched
by NASDAQ (1984)
Electronic trading
introduced in London

Stock Exchange (1986)
The 90’s Consolidation Electronic trading T+5 settlements
of the regional introduced in Borsa Electronic stock
stock exchanges Italiana (1994), Toronto registers and
Stock Exchange (1997), dematerialization
and Tokyo Stock
Exchange (1999)
From 2000 Fragmentation of  Internet-based stock Competition
trading venues trading between clearing
Algorithmic trading houses
High Frequency Trading
(HFT)
From 2010 - Electronic trading Clearing house
introduced in New York inter-operability
Stock Exchange (2014) T+2 settlements
Smart contracts DLT technology

(blockchain)

Source: own study.
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* Improve the market infrastructure (efficient and intelligent platforms
for trading and clearing, new assets classes, API, and cloud services
used to seamlessly manage market infrastructure).

* Enable post-trade digitization (automation of compliance, regulatory,
collateral management, and securities lending processes, innovative
solutions to manage risk attribution and reporting processes).

* Facilitate investment decision-making (robo-advisors, software,
online and mobile tools enabling the creation of individual investment
strategies).

*  Create alternative funding opportunities (lending and other funding
platforms).

Electronic trading systems, which have already been introduced on many
exchanges (not only stock but also derivatives and commodity exchanges)
and other trading venues, facilitate algorithmic and high-frequency trading.
In 2015, HFT was reported to account for approximately 55% of trading vol-
ume in the US equity markets, and between 23% and 43% of value traded, or
58% and 76% of orders, in the European equity markets (Balp & Strampelli,
2018, p. 3). These technologies created capabilities that no human trader
could ever offer, such as assimilating and integrating vast quantities of data
and executing thousands of trades at a nanosecond speed with no human
intervention (Chaboud et al., 2014; Johnson et al., 2013). As a result, auto-
mated high-frequency traders have largely replaced human ones, i.e., the
market-making activities traditionally performed by broker-dealers.

HFT impacted not only organization of trading on the stock markets,
but also market efficiency and the level of centralization of stock trading.
However, this impact is assessed in an ambiguous way. Jain (2005), as well
as Hendershott and Moulton (2011), are of the opinion that HFT enhances
market efficiency, making stock markets more efficient. On the other hand,
Garvey and Wu (2010) or Balp and Strampelli (2018) deem that permissible
by regulations two-tiered access to information creates an unfair advantage
for HFT and in consequence, can threaten stock markets’ long-term effi-
ciency. There is also more and more evidence that algorithmic trading has
accelerated the speculative behavior of the market participants (Hasbrouck
& Saar, 2013; Riordan & Storkenmaier, 2012). The development of algo-
rithmic trading, including HFT, increased the centralization of trading on
exchanges, as the central servers turned out to be more powerful and sophis-
ticated to cope with massive data flows (Geranio, 2016). Thus, centraliza-
tion of trading resulting from the technological advances, combined with
multilayered market infrastructure, neither facilitated access to investment
for individuals nor the ability of smaller firms to raise and access capital,
but rather additionally hindered them.

The technology which can decentralize trading on the capital market is
DLT more commonly known as the blockchain (the latter is in fact a type
of DLT). DLT allows for transactions and data to be recorded, shared, and
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synchronized across a distributed network of different network participants
and offers unique benefits in terms of consensus, efficiency, and security
(Casey et al., 2018; World Bank, 2017). DLT has great potential to change
the way the capital market works. Not only could it facilitate access to the
market for smaller investors/firms, but also reduces transaction costs (by
streamlining processing and eliminating intermediate steps) and capital
costs (by shortening settlement time and more efficient use of collateral),
level of risk (credit risk, settlement risk, operational risk, cyber risk, and
even systematic risk) (HSBC Securities Services, 2019), and increases market
transparency by potentially eliminating the burdens of regulatory reporting
and discouraging market abuse (Innovate Finance, 2016).

DLT has many potential applications, as it can be applied to the entire
securities value chain, beginning with listing (issuing), through trading,
clearing, and settlement up to reporting for OTC securities and derivatives
markets. Many large financial institutions, but also FinTechs, are experi-
menting with DLT and blockchain. The most well-known example is the R3
consortium formed mainly by banks in 2016, which created an open-source
distributed ledger platform Corda and helps develop blockchain technology.
Blockchain is also used by institutions related to capital markets in many
countries, e.g., The Directorate of Defense Trade Controls (DTCC) in the
United States is rebuilding its credit default swaps processing platform with
blockchain, the Australian and Toronto Stock Exchanges are using block-
chain to replace legacy settlement systems, and the Tel Aviv Stock Exchange
is working on putting collateral management on a ledger (Accenture, 2018).

However, after the initial enthusiasm with which blockchain was
approached by the financial industry, there is more and more skepticism
about the possibility of achieving the expected benefits of using DLT (Lee,
2018).6 The widespread deployment of this technology is hampered by exist-
ing regulations which are not adapted to the use of DLT in the financial
sector (including competition law), the lack of common standards and inter-
operability, insufficient skills and knowledge for firms to develop, operate,
and monitor DLT effectively (HSBC Securities Services, 2019; Innovate
Finance, 2016). Furthermore, Ellul et al. (2020) note that the limited ability
for software and data errors to be rectified which result from decentralized
nature of DLT pose regulatory challenges to providing protection for the
various users and stakeholders of this technology.

While FinTechs provide many technological solutions implemented on
capital markets, BigTechs have not been very active in this market segment
so far. This does not mean, however, that their expansion has no impact
on the capital market. It is indirect in nature and results mainly from their
rapidly growing market value and noticeable activity in the area of mergers
and acquisitions. The market capitalization of American BigTechs is greater
than that of the largest global financial institutions, such as JP Morgan or
Bank of America (Frost et al., 2019). In mid-2020, the total market capital-
ization of five American BigTechs — Apple, Amazon, Microsoft, Alphabet



92  Janina Harasim

(Google), and Facebook — amounted to almost USD 6.9 trillion, and their
weighted share in the S&P 500 index exceeded 25%. COVID pandemic fur-
ther strengthens their market power and impact on the stock market — in
the first half of 2020, their revenues and year-to-date price returns were
growing steadily compared to the first half of 2019 (Ali, 2020). Additionally,
BigTechs have taken over many small innovative companies in recent years.
As a result, regulators in the United States and China, at the end of 2020,
launched antitrust probes into tech giants (GAFA and Alibaba respectively)
complaining that they restrict competition and hinder the development of
innovation by buying startups in order to keep them from becoming com-
petitors (Zhu et al., 2020).

The rise of digital platforms in the asset
management and mutual funds industry

The asset management and mutual funds industry is the second segment
that has considerably changed with the digitalization.

Traditional wealth/asset managers (i.e., private banks, bank brokers, reg-
istered investment advisors) serve all customer segments with investible cap-
ital, i.e., ultra-high net worth, high net worth, and mass affluent customers.
The latter segment is the largest, but for a long time, it did not have access to
individual advice and a personalized offer. The development of technology
has enabled this group of underserved customers to use more sophisticated
investment opportunities, taking advantage of social trading tools and plat-
forms and retail algorithmic trading (World Economic Forum, 2015). The
first one offers less-experienced investors the opportunity to gain experience
and understanding, e.g., by participating in copy trading which allows them
to simply replicate the portfolios of top-performing traders (e.g., €Toro,
Estimize, Stocktwits). The second solution enables investors with limited
technical knowledge to create, backtest, and deploy trading algorithms and
share them with others (Streak, Quantopian & Zipline, Numerai). These
solutions delivered mainly by FinTechs are the easiest and quickest ways to
maximize returns. They are also cost-effective — unlike traditional invest-
ment management, most social trading platforms do not require a minimum
investment threshold to get started.

However, the real breakthrough that changed the structure of the asset
management and mutual funds industry was the rise of digital platforms.
Evans and Gawer (2016) in their in-depth study divided digital platforms
into four types: transaction, innovation, integrated, and investment plat-
forms. The largest number of platforms identified by them, as many as 160
out of 176, belonged to the first type. Transaction platforms enable highly
efficient matching between different types of users, and/or the platform pro-
vider itself. By maximizing network effects as well as increasing economies
of scale, they may significantly impact the structure of the financial markets.
Transaction platforms operate in various segments of the financial markets
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Figure 5.2 Digital platforms in asset management’.

Source: Haberly et al. (2019, p. 171).

(e.g., the foreign exchange market - Forex or FX), however, their impact on
the market structure has been particularly visible in the asset management
and mutual funds industry in recent years. The platforms operating in those
market segments were called DAMPs (digital asset management platforms)
by Haberly et al. (2019). They distinguished four of their types: index funds,
EFTs, asset manager support platforms, and robo-advisors (see Figure 5.2.).

Index funds and Exchange Traded Fund (ETFs) both are passively man-
aged investment vehicles designed to mimic the performance of other assets
(Marszk & Lechman, 2019). Investing in those funds through the platforms
is more accessible and cheaper than in mutual funds due to the low entry
thresholds, lower taxation, and relatively low management fees. Index funds
and ETF platforms have dramatically enhanced the market functional effi-
ciency. The rise of ETF platforms has also changed the market structure as
ETFs can be bought and sold just like regular stocks throughout the trading
day, with prices fluctuating constantly as opposed to mutual funds, which
are only priced at the end of the day.

Both described types of platforms can be defined as product-driven trans-
action platforms as opposed to asset manager support platforms, which
are rather process-driven as they provide services to both active and pas-
sive managers, including portfolio risk management, trading optimization
and execution, and regulatory compliance support. By using sophisticated
data-driven analytics, they increase both the fundamental valuation effi-
ciency and functional efficiency of the securities market. The robo-advisors’
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platforms can, in turn, be referred to as customer-driven transaction plat-
forms as they generally operate in the retail market, where they offer high-
value advisory services on portfolio allocation based on automated analysis
(D’Acunto et al., 2019). Due to the fact that they boost all aspects of market
efficiency in a complementary way, they are most similar to platforms oper-
ating outside the financial sector.

As demonstrated by Haberly et al. (2019), the entry of platforms signifi-
cantly increased the level of concentration of the global asset management
industry — the three largest passive management companies, i.e., BlackRock,
Vanguard, and State Street, controlled in 2016 53% of the global index fund
market and as much as 82% of the ETF market in terms of assets under man-
agement (AUM) while the actively-managed funds segment remains frag-
mented with the 10 largest managers worldwide having 27% of market share
(and 3 largest companies having only 10% of market share). This concentra-
tion was also high in the robo-advising segment, where Vanguard Personal
Advisor has half the size of the market share of the next nine companies rep-
resenting mainly FinTech sector (such as Betterment, Wealthfront, Personal
Capital, or Acorns)

Haberly et al. (2019) also note that, like other digital platforms, DAMPs
do not deploy so much leverage technology to enhance their competitive-
ness within markets, as to radically restructure the market itself. However,
unlike them, DAMPs were not introduced from the outside, but they have
mostly been developed endogenously by leading financial asset manage-
ment firms. As a result, instead of weakening the position of incumbents,
DAMPs reinforced it.

So far, most BigTech companies do not offer asset management services
which are complex financial products. Providing them requires risk man-
agement skills, as well as knowledge and experience in dealing with regu-
lations, which are not strong points of tech giants. Only Chinese BigTechs
offer investment services — in 2011, Alibaba Group launched the Yu’e Bao
platform, and six years later, Tencent launched the LiCaitong platform.
However, they mainly create opportunities for short-term investments in
money market funds — offering such an opportunity allows BigTechs to
manage surplus cash in online and mobile payment accounts of platform
users. The Yu’e Bao fund offered to AliPay users became in 2018 the largest
money market fund in the world in terms of AUM, however, recently its
assets have decreased substantially (by almost 40%) because of tighter reg-
ulation in China and growing competition from higher-yielding (but risky)
wealth management products.

While some money market funds are offered by Chinese BigTechs,
mutual funds, in general, are increasingly distributed in China, as in the
United States and many other countries, via digital stand-alone platforms.
According to Cerulli Associates, in mid-2020, online platforms accounted
for 24.7% of the total AUM of mutual funds in China (Acosta, 2020).
Nonetheless, recently the Chinese BigTechs have created the possibility for
their users to purchase mutual funds directly from asset management firms
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which can open accounts on platforms operated by them. An example of
such a solution is the Caifuhao platform launched by the Alibaba Group in
2017, which is an open marketplace for third-party financial institutions not
only Chinese, but also the largest foreign asset managers, such as Vanguard,
Schroders, Alliance Bernstein, and Fidelity.

In China, mutual funds are available not only via online platforms but
also via mobile applications. As shown by Hong et al. (2020), this impacts the
structure of the mutual fund industry as well as the behavior of investors and
fund managers. They proved, inter alia, that organizational cohesiveness of
large fund families, after joining the top platforms, weakens as platforms
level the playing fields for all funds. The ability to purchase funds directly
via mobile apps results in strong amplification of performance chasing and
significant increase in performance sensitivity for both equity and mixed
funds. Not having access to professional advice, individual investors often
rely on simple performance rank lists displayed in their mobile apps. As a
result, their investment decisions are based on similar information mainly
regarding past performance, which makes their reactions synchronized.
This synchronized performance chasing gives the rise of the amplified per-
formance chasing, which in turn, creates incentives for fund managers to
increase risk-taking in order to enhance the probability of getting into the
top rank of funds.

To conclude, digitalization and the entry of technology companies have
been constantly changing the market structure and competition in the
financial industry. This can be observed not only in banking industry but
also in capital markets. The stock market has been moving from a tradi-
tional specialist model to a technology-driven model. Technology solu-
tions provided mainly by FinTechs have allowed electronic trading as well
as automation of clearing and settlement. Electronic trading systems have
facilitated the development of algorithmic trading, including HFT, which
has increased the level of centralization of trade. This in turn, instead of
the expected lowering of entry barriers for smaller investors and smaller
firms seeking capital, increased them even more. Although the technol-
ogy made it possible to reduce transaction costs, but did not eliminate the
information asymmetry, as HFT traders using collocation services have an
information advantage over other traders. In asset management and mutual
funds industry, the main catalyst for structural changes was the rise of dig-
ital platforms. They are gaining importance in distribution of index funds
and ETFs increasing the concentration of the global market of passively
managed funds, while those of actively managed funds remain fragmented.
Interestingly, the digital asset management platforms were created by the
leading incumbent institutions, which allowed them to reinforce their mar-
ket position thus increasing market contestability. On the other hand, the
development of platforms, especially robo-advisors ones, facilitated access
to passive investment for individual investors by reducing transaction costs
and communication frictions. However, the issue of reducing information
asymmetry remains debatable. It might seem that due to the increasing
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access to information, this asymmetry has decreased, but in fact, it is
rather the opposite. As most investment products are complex, analyzing
and using abundant information concerning them to optimize investment
decisions lies beyond the capabilities of an average investor. As a result, in
the case of online robo-advisors’ platforms, it is the algorithms that steer
customer choices within a limited, profiled offer. By contrast, investors, who
have mobile access to funds, are mainly guided by rankings which makes
their decisions more speculative.

Digitalization in capital markets is driven primarily by FinTech solutions
that change not only products and processes but also the structure of the
market. FinTechs collaborate with incumbents and strengthen their posi-
tion in the specific market niches, such as robo-advising. This may be some-
what surprising that BigTechs have a very limited interest in entering this
market segment. This can be explained by relatively weak complementarity
between their core activities and investment services. In addition, provid-
ing them requires risk management skills, as well as knowledge and expe-
rience in dealing with regulations, which are not strong points of BigTechs.
Although Chinese BigTechs enter the asset management segment, they are
not in a position to threaten incumbents. However, it should be stressed
that the expansion of BigTechs on the capital market is often hampered by
regulators, not only in the United States, but also in China.

The changes taking place in capital markets confirm that the greatest
challenge for competition is the platform-based business model based on
network effects and economies of scale and scope. In capital markets, this
business model is not introduced from the outside, as in banking, but come
from inside as it is applied by incumbents to reinforce their market position.
Although stand-alone platforms developed in the asset management and
mutual funds industry entail a lesser risk of distorting competition than
those contained in captives’ ecosystems built by BigTechs, they also repre-
sent a significant challenge for competition policy. Running them in digital
economy requires not only other tools but also a different scale as most plat-
forms operate on a transnational or even global scale. As a consequence,
there is a need for better coordination of regulatory framework and other
measures taken as part of competition policy, on the one hand, to ensure
a level playing field for all market players, and on the other, to effectively
respond to attempts to exercise the dominant market power. Additionally,
the tools used must not contradict the main objective of competition policy
in the digital economy which should be the promotion of innovations.

Notes

1. It is particularly difficult to identify companies that belong to the FinTech
sector. Many institutions and consulting companies, such as the EBA, FSB,
IMF, European Commission, EY, Deloitte, Capgemini and Efma, Accenture,
Roland Berger, try to estimate the size of this sector, however, using very differ-
ent data collection methodology and different identification criteria.
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2. This means that the products they offer are most often compatible with other
products sold on the same platform, but not compatible with products/
services sold on other platforms.

3. According to Shapiro and Varian (1999), in the markets with network effects,
pioneer companies can count on a first-mover advantage consisting of quickly
acquiring a large number of customers, which will make the entry of later
competitors onto the market significantly more difficult.

4. Bundling occurs when two products are only sold jointly, making it impossible
to acquire the products individually. Tying refers to a situation where some of
the products in the package may be bought individually, whereas others can
be purchased in a package only; however, the price of the package is lower
than when buying individual products separately.

5. Cross-subsidization occurs when the profits from one activity are used to pay
for another activity that is less efficient or even unprofitable, in order to elimi-
nate competition. Cross-subsidization may be combined with the use of price
discrimination.

6. Despite this fact, Lee (2018) thinks that DLT in their current form can be uti-
lized to correct some market imperfections by improving trade transparency
and making the system more secure, and, at the same time, more cost-efficient
for the participants.

7. Reprinted from Geoforum, 106 (2019), Haberly, D., MacDonald-Korth, D.,
Urban, M., & Wojcik, D., Asset Management as a Digital Platform Industry:
A Global Financial Network Perspective, pp. 167-181, Copyright (2019), with
permission from Elsevier.
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