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Foreword

Min Lan Tan

Dear reader,

The story of Asia today is one of change. Across the region,
countries are embracing digital forms of commerce and con-
nectivity with profound implications for investors, govern-
ments and society at large. Examining the consequences of
these themes forms the basis of our Shifting Asia series.

The focus of our fourth edition is “The road to cashless soci-
eties.” This is an exciting topic that not just touches the lives
of many in the region, but is having significant ramifications
for all of Asia’s stakeholders. With the proliferation of
mobile options, Asia with its digitally savvy population and
high proportion of millennials is increasingly replacing wal-
lets with smartphones.

This has allowed countries in the region to leapfrog from
cash to digital payments, bypassing traditional banking and
helping many gain access to financial services for the first
time. Emerging Asia will likely remain the fastest-growing
region globally for cashless payments, with its share of
global non-cash transactions reaching around 30% by 2020.

There are clear benefits of this trend: better customer experi-
ences, higher operational efficiency for businesses, financial
inclusion of previously un- and underbanked people, and
higher transparency and accountability. But there are also
costs which should not be overlooked such as the loss of pri-
vacy and the risk of fraud and cybercrime.

A key reason for cash’s resilience is its universally established
acceptance, and others range from access barriers over the
role of the informal sector to the loss of anonymity. So even
as a structural shift is clearly underway, truly cashless societ-
ies are still years away. It's more likely that Asia will move
more toward a “less cash” society, rather than a "cashless”
one, in the foreseeable future.

In this report, we highlight the potential implications for
society and investment opportunities. Certain fields in tradi-
tional finance in particular could face greater disruption than
others, making this an important topic for investors to fol-
low. Companies at the forefront of the fintech wave appear
well positioned to benefit from the cashless journey.

The next time you use your mobile phone to buy groceries or
send money, it's worth pausing to reflect on the momentous
shift toward cashless that is underway. We hope you enjoy
reading this report and welcome any thoughts that you
might have.

Min Lan Tan
Head of APAC Investment Office
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Executive summary

- A cashless transition is happening in Asia: The Indian government advocated for a
cashless society during its demonetization drive of INR 500 and INR 1,000
banknotes. The South Korean central bank has been promoting the concept of
a cashless society and plans to no longer mint coins by 2020. The Thai government
launched the National e-Payment Master Plan to promote digital payments. And on
15 February 2018, Chinese New Year's Eve, 688 million people' — roughly half of
China’s population — used WeChat to send and receive virtual hongbao (traditional
red packets used to gift cash). The country is an example how to leapfrog to mobile
payments, with more than two-thirds of internet users using smartphones for pay-
ments.?

Jonas David, CFA ., . . . . . . . .
- Asia’s cashless journey is at an inflection point for various reasons. First, technologi-

cal innovation, high smartphone penetration, and unique structural factors like
demographics and urbanization are driving adoption. Second, digital solutions have
the potential to provide hundreds of millions of un- and underbanked people and
businesses access to financial services they previously lacked. Filling this gap would
create positive social impact and economic opportunities for a broader consumer
base. Third, mobile payments are enabling countries to leapfrog over credit/debit
cards. Also, they are often embedded in a broader ecosystem like e-commerce, fin-
tech, and social networks. Fourth, government policy and regulation have been
supportive.

- Nonetheless, cash use remains remarkably persistent throughout Asia, particularly
for low-value transactions. Various factors impede progress towards a cashless
Sundeep Gantori, CFA, CAIA society, ranging from access barriers over the role of the informal sector to security
concerns and the loss of anonymity. Trust and privacy, in particular, are powerful
features of cash and could inhibit the widespread acceptance of cashless solutions.
Although a digital ecosystem will make physical money increasingly obsolete for
payments, we think cash is unlikely to disappear in the foreseeable future.

- More fundamental disruption could come from technologies based on blockchain,
but a range of bottlenecks limit the potential for broad adoption in day-to-day pay-
ments at this stage. Still, we can imagine a rising relevance in the coming years.

- According to our interviewees, the world is moving toward a “less cash” society,
while Asia is leading the race to cashless. This shift means better, cheaper and fast-
er access to money for people across Asia. Technology is an ideal tool to facilitate
financial inclusion, thereby creating economic benefits. Data will be the key com-
modity in the future of digital payments in China. Outside of China and India,
Southeast Asia is also rapidly embracing digital payments. And a cashless economy
can have important implications for monetary and fiscal policy.

- Asia’s cashless transition, we believe, offers significant investment opportunities
across financials, technology, retail and other sectors. Conversely, we think incum-
bent financial companies that fail to adapt and embrace technology are at a risk of
major disruption during the ongoing transition. Investors will be best rewarded by
investing in a diversified list of fintech companies, in our view, as we believe they
are at the forefront of digital innovation. Our recent Longer Term Investment theme

' Tencent/WeChat, as of February 2018 "Fintech” is a way to position for this transition. Given the diverse business implica-
2 CNNIC, as of January 2018 (data refers to tions, we think it will be crucial to position for an evolving cashless ecosystem in
December 2017) the coming years.
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revisited
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Money has a dynamic history. People have Back to basics:
reinvented the exchange of goods and services Functions of money3

several times over the past millennia, moving
from bartering to using coins and paper money
and recently to digital payments. Changes to
the form of money were often the result of new
innovations — some failed or disappeared, but
several continue to influence our world today.
Meanwhile, the basic functions of money have — Common measure of value for goods and
barely changed — Francis A. Walker once nicely services in an economy.

summarized it as “money is that money does."”

— Medium of exchange for goods and services.
The alternative would be direct exchange
through bartering, but this system is inef-
ficient as it requires matching goods in terms
of value and need — money solves this issue.

— Store of value over time. Other assets could
fulfill this function, but they often don't offer
the liquidity that money offers.

3 The definition goes back to William Stanley Jevons
"Money and the Mechanism of Exchange” (1875), where
he also explicitly mentioned the standard of value as a
function. Like several later textbooks, we don’t mention
this function separately here.

Shifting Asia: The road to cashless societies — April 2018



The evolution of
money Iin a nutshell

Source: Getty Images

Very long time ago

Early man bartered goods like
livestock and crops

The idea is simple: direct exchange of
goods without using a medium of
exchange. It's tough to match these
transactions due to the double coinci-
dence of needs. Bartering for goods
can still play a role in times of crisis
(e.g. hyperinflation, war).

500BCE CE

Source: Getty Images

Around 800-900

First paper money in China

In the Tang dynasty (618-907), people
started to use early forms of paper
money that were easier to handle than
coins. In the 11th century, the so-called
Jiaozi appeared in the Sichuan province
and is widely regarded as the world'’s
first paper money. The familiarity with
paper and related printing methods
facilitated this process. Over time, how-
ever, excessive paper money creation
resulted in massive inflation.

500

1000

Source: Getty Images

1871

Money transfer service through
telegraph

Western Union started to offer money
transfers in the US, using its extensive
network and leading position in the
telegraph business.

1500

Source: Dreamstime

Around 600BCE

Coinage and the first official currency

The world's first official currency is believed to have been
minted in Lydia, in present-day Turkey. Made of a gold and
silver alloy, the coins were too valuable to be used in daily
transactions. Already, people in China started using small
replicas of goods and coin-like objects that were easier to
exchange than goods. For a long time, cowrie shells were

Source: Getty Images

1661

Banknotes in Europe and the world's first central bank

widely used as a medium of exchange. The traditional Chi- bank.
nese character B originates from a shell and is often used in

the context of money and exchange.
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In Sweden, Stockholms Banco issued the first real
banknotes in Europe to replace heavy copper coins. The
banknotes became increasingly popular due to their conve-
nience, but excessive money printing resulted in falling
value, a loss in confidence and bank failure. In 1668, the
Sveriges Riksbank was founded — the world’s oldest central



1950

Source: Getty Images

1950

First credit card

Motivated by its founder Frank
McNamara's aim to pay in restaurants,
Diners Club introduced the first gen-
eral charge card, thereby paving the
way for credit cards. A few years
before, John Biggins launched the
“Charge-it” plan in Brooklyn, New
York, which was the first bank-issued
charge card.

1960 1970

This overview was created to the best of our knowledge. Certain historical developments are con-
troversial and we cannot guarantee that events unfolded as described.

Sources: Ancient History Encyclopedia, Goetzmann and Rouwenhorst “The Origins of value: The
Financial Innovations that Created Modern Capital Markets”, Sveriges Riksbank, Western Union,
Diners Club, Hyman “Debtor Nation: The History of America in Red Ink”, Barclays, RBR (www.
rbrlondon.com), Federal Reserve History, Financial Times Lexicon, Cronon “Banking and Finance on

the Internet”.
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Source: Getty Images

From 1980's

Rise of online banking and
payments In the early 1980s, the first
banks in the US started to offer early
versions of online banking services.
The advent of the internet made
online banking and payment services
popular in the 1990s and 2000s.

1980 1990

2000

Source: UBS

In recent years

Mobile payments and wallets
Several large technology companies
have started to offer mobile payment
solutions, developing into a fast-
growing market.

2010 2018

Source: Getty Images

1967

First cash machine in London

On 27 June, Barclays installed the first
cash machine in Enfield, north Lon-
don. The idea for this early version of
an automated teller machine (ATM)
came from John Shepherd-Barron, af-
ter he arrived late at his bank to with-
draw money. There were 3.3 million
ATMs worldwide in 2016, with more
than half in the Asia-Pacific region.

Source: Getty Images

1971

End of Bretton Woods System

On 15 August, US President Richard
Nixon announced the suspension of
the dollar’s convertibility into gold.
This marked the end of the Bretton
Woods System and the start of a fi-
at-based monetary system. Fiat money
has little or no intrinsic value and is
made legal tender by order of the
government.

Obitcoin

January 2009

Bitcoin was launched

The first popularized cryptocurrency —
Bitcoin — is launched following the
release of a paper titled “Bitcoin: A
Peer-to-Peer Electronic Cash System”
by someone writing under the pseud-
onym Satoshi Nakamoto. However, it's
debatable whether cryptocurrencies
can fulfil the basic functions of money.
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Money revisited

Cashless on the rise

cashless

Using or operating with credit and
debit cards and electronic systems,
not money in the form of coins or
notes.

What cashless means

We view a cashless society as one that has moved
beyond cash, by storing and exchanging currency
in digital form.* Cashless transactions include digi-
tal forms of exchanging money, including new
innovation like mobile payments but also credit/
debit cards, whereas cash transactions are made
in physical coins and banknotes.

People can choose between various cashless
options which are based on the digitalization of
value storage and exchange. Most of these are
based on transfers of fiat money and often linked

4 An extreme form could be the abolishment of physical
money, but we see this as highly unlikely in the foresee-
able future. In this report, our focus is on payments that
involve individuals, but several considerations are also
applicable in a broader context.

= o=

%@

society

A large group of people who live
together in an organized way, mak-
ing decisions about how to do
things and sharing the work that
needs to be done. All the people in
a country, or in several similar coun-
tries, can be referred to as society.

Cambridge Advanced Learner’s Dictionary,
Cambridge University Press

to a traditional bank account in some form. Mean-
while, the rise of cryptocurrencies adds an addi-
tional dimension to this digital world.

Blockchain-based technologies

Besides the change in "how we pay,” a more fundamental
disruption could come from technologies based on block-
chain like cryptocurrencies. A range of bottlenecks, however,
like inefficiency in transactions and high volatility, limit the
potential for broad adoption in day-to-day payments at this
stage. Eventually, such technologies — whether cryptocurren-
cies in the current forms or any potential asset-backed tokens
— have to compete with other systems in terms of costs,
speed, and scalability.

Cash Traditional New innovations

Physical coins and banknotes - Credit/debit cards — Mobile wallet and other
— Online banking app-based payment solutions
— Bank transfer — Contactless payments using cards
— Checks or mobile devices

8 Shifting Asia: The road to cashless societies — April 2018
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Where Asia stands

A cashless transition is happening in Asia. This
shift has been catalyzed by access to technological
innovation like real-time payments using mobile
devices, high smartphone penetration, the
entrance of new innovative market players outside
of traditional banking, the rise of e-commerce,
and favorable government policy and regulation.
The result has been greater convenience and the

Cashless transactions on the rise...

Number of worldwide non-cash transactions (in bn)

800

creation of a digital lifestyle. Digital solutions pro-
vide un- and underbanked people and businesses
access to financial services they previously lacked,
thereby fostering financial inclusion. In this con-
text, the use of mobile devices to transact pay-
ments has allowed people in many emerging mar-
kets to leapfrog over credit/debit card use — China
is the most prominent example of this.

700

Estimates -
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Source: Capgemini & BNP Paribas

...especially in emerging Asia

Latin America

2017 2018 2019 2020

Emerging Asia Il CEMEA

Growth of non-cash transactions (in %, compound annual growth rate from 2015 to 2020)

35
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15

Global
1 0 -

5
0

Emerging Asia CEMEA

Estimates from 2016 onwards
Source: Capgemini & BNP Paribas

The popularity of cashless payments is rising glob-
ally. According to the latest World Payments
Report®, the number of global non-cash transac
tions reached 433.1 billion in 2015, mainly driven
by strong growth in developing markets, and is
expected to reach 725.8 billion by 2020. Emerging
Asia, thanks to China and India, should remain
the fastest-growing region and has the potential
to double its share of global non-cash transac-

Mature APAC  Latin America

Europe North America

tions to around 30% by 2020. Still, the vast
majority of transactions in Asia are in cash, which
suggests further growth potential but also indi-
cates certain obstacles to adoption.

> Capgemini and BNP Paribas "World Payments Report

2017"

Money revisited
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Money revisited

Still, a vast share of transactions is cash-based in many parts of Asia

Consumer payments in cash (as % of total transaction volume)

4
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Source: Euromonitor Passport, UBS

Market players and facilitators

The transition to digital payments is an interplay
of technology, innovative business models, gov-
ernment policy and regulation. The ecosystem
around consumers and retailers is being mainly

Market players and facilitators

constructed by the following market players and
facilitators, while overlaps exist in certain areas
(for instance, major technology companies and
fintech).

Established credit/debit card providers

Oversee large part of the traditional payment
infrastructure and launched new innovations like
contactless payment options in recent years.

Incumbent retail and commercial banks

Maintain traditional bank accounts and foster
innovation, but tend to lack the agility to cope
with new market entrants and related disruption.

Major technology companies

Disrupt the market with innovative solutions (e.g.
digital wallets) as part of their broader
ecosystems with large user bases.

Fintech firms and start-ups

Develop new innovations with the potential to
disrupt the established landscape.

Telecom operators

Provide mobile phone infrastructure and related
technologies.

Institutions, including governments,
regulators, and central banks

Define the policy and regulatory framework in
digital innovation and financial services.

10 Shifting Asia: The road to cashless societies — April 2018



What's next?

We believe Asia’s cashless journey is at an inflection point due to a
confluence of demand and supply factors. This structural shift has
already started, and we expect it to last for more than five years.

Gettyimages
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What's next?

Demand side

Rising urbanization coupled with the improving purchasing
power of millennials, who are more digitally savvy, should
drive increased demand for cashless transactions. Asia
accounts for more than half of the world’s millennials; out of
the 2.3 billion millennials globally, 1.3 billion reside in Asia —
almost twice the combined population of the US and West-
ern Europe. We estimate that Asian millennials generate a
sizeable annual income of USD 4.3trn, equivalent to Japan's
current GDP. Asian millennials will likely constitute more than
half of the total workforce in the region for the next 5-10
years, and we estimate that their yearly earnings will rise to
USD 11.7trn by 2025 (equivalent to China’s current GDP).
Their role as a key influencer of the region’s economic direc-
tion cannot be ignored, especially as the group exhibits many
common traits and collectively shapes some of the key future
trends in the region.

Millennials

“Millennial” is the term used to define a cohort of people
that came of age at the turn of the 215t century. In Asia Pacif-
ic, the millennial generation is expected to have the largest
spending power of any generation ever, with an estimated
disposable income of USD 6trn by 2020, according to Sep-
tember 2016 data from Accenture.

For further reading, refer to CIO report on
Millennials — the global guardians of capital,
published June 2017.

Scan code or click here

Contactless card
payment: Buying MTR
tickets in Hong Kong

Mobile payment using QR
code: Paying for a taxi ride in
Beijing

About 1.7 billion adults globally do not have an account with
any financial institution or mobile money provider.®

A large share of these people are in Asia, with China, India,
and Indonesia being among key countries due to their
population size and Indonesia also due to its relatively

high share of people without an account.

In recent years, there has been some notable progress in
financial inclusion, especially in India due to policy initiatives
like the Pradhan Mantri Jan Dhan Yojana (PMJDY) that pro-
motes bank accounts. The relatively low cost and ease of
cashless technologies like mobile payments/banking should
continue enabling greater financial inclusion in Asia, thus
accelerating the region’s transition toward less-cash econo-
mies.

& World Bank “The Global Findex Database 2017"
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Contactless credit card:
Buying groceries in the
supermarket

Online payment:
Ordering a gift through online
marketplace Taobao

Distribution of the world’s unbanked

population
Adults without an account (in % of global, 2017)

China 13%

India 11%

. Indonesia 6%

Rest of the
world 70%

Source: Global Findex database


https://www.ubs.com/global/en/wealth-management/chief-investment-office/key-topics/2017/millennials.html?campID=CASHLESS-CIO-EN-APR2018

Supply side

We see four major supply drivers: a solid smart
device ecosystem, fintech innovation, an abun-
dance of capital and favorable policy and regula-
tion.

Thanks to the proliferation of low-cost smart-
phones, Asia has become a mobile-first region.
Driven by a desire to stay connected all the time
and the need to efficiently multitask throughout a
busy day, most of us have become “digital omni-
vores” and see smartphones as a necessity rather
than a luxury. Unlike in developed markets, smart-
phones and tablets are the first computing device
for many individuals in Asia. Most people in the
region have never purchased a PC before due to
lower purchasing power or weak IT infrastructure

such as poor availability of broadband services.
But with improved wireless coverage, thanks to
increased availability of 3G/4G services, rising pur-
chasing power and falling prices of smart devices,
smartphone penetration in Asia has quickly
caught up to the rest of the world — smartphone
penetration in Asia Pacific stood at 66% in 2016,
versus the global average of 65%.

Mobile apps have been a central driving force of
the smart device revolution, given the significant
enhancement they bring to the user experience.
This smart device ecosystem plays an integral part
of the cashless journey. Payment services like
Apple Pay and digital wallets like Alipay and
WeChat Pay today have become primary vehicles
for digital payments in Asia.

What's next?

Peer-to-peer transfer:
Splitting the dinner bill
among friends

Facial recognition:

Hangzhou, China

Asia, particularly China, is leapfrogging developed
countries in the fintech space and creating a huge
ecosystem in the process. The region’s internet
and banking companies are integrating their
financial and technology capabilities to build
vibrant fintech ecosystems. A case in point is Alib-
aba mentioning “ecosystem” 95 times in its 2016
annual report, and Ping An mentioning the words
"integrated finance,” "ecosystem,” and "one-
stop-shop” a combined 35 times.

As a result, more than 40% of global fintech capi-
tal has made its way to Asia, according to data
from CB Insights. In 2016 alone, there were 213
fintech deals in the region, with payments attract-
ing the most interest, followed by insurtech,
online lending and new technologies like block-
chain and artificial intelligence (Al).

Buying a meal at KFC in

Remittances via app: Mobile wallet:
Sending money home to the

family

Sending and receiving
hongbao, traditional red

packets used to gift cash

Growth region for fintech

Annual financing to VC-backed fintech companies in Asia

8.0 320
7.0 280
6.0 240
5.0 200
4.0 160
3.0 A 120
2.0 e | 80
1.0 e | || 40

0 = 0

2012 2013 2014 2015 2016 2017

Amount in USD bn (Ihs) === Number of deals (rhs)

Source: CB Insights, UBS
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What's next?

Finally, government policy and regulations have
been supportive so far and will likely continue to
facilitate a cashless transition. Many policymakers
across the region have realized that the disruptive
and attractive pricing nature of fintech services
enable financial inclusion. For instance, the G20
Financial Inclusion Action Plan (FIAP) 2010 laid out
a few principles to drive financial inclusion by
using digital technologies. This has resulted in the
role of regulators evolving to facilitators. Several
G20 action plans provide an enabling and propor-
tionate legal and regulatory framework for digital
financial inclusion, expand the digital financial ser-
vices infrastructure ecosystem, and strengthen
digital and financial literacy and awareness.

India is an example where policymakers have
orchestrated a push toward a cashless economy
(see next chapter for details). Most regulators
today like the Monetary Authority of Singapore or
the Hong Kong Monetary Authority are promot-

ing fintech innovation and aim to move toward
cashless societies through the concept of sand-
boxes. A regulatory sandbox is an entity endorsed
by regulators that enables temporary, limited-scale
testing of a new product. The goal is to assess the
potential benefits and risks by temporarily relaxing
regulations for product launches.

While the financial services sector is heavily regu-
lated, non-bank market entrants have benefited
from relatively looser regulation in the past years.
However, this approach might change as soon as
certain companies reach a dominant market posi-
tion and increasingly offer financial services. We
think it's likely that scrutiny on these business
activities will increase in order to ensure customer
protection and to manage

potential financial risks.

u

- el WY
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Technological innovation to continue

Smart devices for payments

The increasing proliferation of Internet of Things
(IoT) devices, which can also potentially support
cashless transactions, will further bolster the
smart device ecosystem, in our view. loT refers to
a network of connected devices where everyday
objects, like watches, wearables, refrigerators,
and cars, are constantly sending and receiving
data. For instance, you can order food directly
from your refrigerator if something is missing or
pay your fuel without leaving the car.

According to telecom equipment leader Ericsson,
loT units worldwide are expected to grow from
5.6 billion units in 2016 to 18.1 billion units in
2022, an average annual growth of 22%. Based
on Ericsson’s projections, with loT units expected
to surpass mobile devices for the first time in
2018, the industry looks set to soar in the coming
years. Asia is a key growth driver behind loT, and
we believe payments will be further integrated
into everyday objects like wearables and smart
cards.

Blockchain at early stage

We can imagine a rising relevance of blockchain
technologies in the coming years.” For instance,
cross-border remittances are an area where some
promising applications have already evolved, and
further innovation in blockchain-based applica-
tions can complement the existing payment eco-
system.

In our view, however, blockchain-based cryptocur-
rencies are very unlikely to replace existing curren-
cies issued by governments. They currently lack
the necessary stability in value and general accep-
tance for day-to-day transactions, and there are
scalability limits. This might change, and theoreti-
cally new forms of digital currencies might at
some point fulfil the basic functions of money:
medium of exchange, common measure of value,
and store of value. Reportedly, some institutions
have started to explore the option of cryptocur-
rencies backed by central banks, but fundamental
questions about related specifications (e.g. stabili-
ty, coexistence with fractional-reserve banking,
implementation of monetary policy, public accep-

7 For details, please refer to our note " Cryptocurrencies:
Beneath the bubble”, published 10 October 2017

What's next?

loT devices on the rise with expected annual
average growth of 22%

Units (billion)
20
18
16
14
12
10
8
6
4
2
0 | .
Internet of PC/Laptops/ Mobile phones  Fixed phones
Things Tablets
2016 W 2022

Source: Ericsson, UBS

Asia is a key growth driver behind IoT

loT revenue breakdown by region, in %

30 —
25 —
20 —
15—
10 —

Asia Europe North America Others

2016 W 2021

Source: Zinnov, UBS

tance and anonymity) require careful consider-
ation — these and related efforts are still at an ear-
ly stage. China is a country to watch closely in this
regard, as it has the potential to be at the fore-
front of digital currency innovation.

Shifting Asia: The road to cashless societies — April 2018 15



How Asia
moves cashless
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Chinese giants: Z{1F vs fl{f5

What's the story?

China has been the most dynamic digital payment
market in the past years, with Alibaba’s Alipay (2
{1=) and Tencent’'s WeChat Pay (fif{fS) at the
forefront. Alibaba and Tencent, China’s two tech-
nology giants, have revolutionized payments by
embedding them into a broader ecosystem of
e-commerce, fintech, and social networks. More-
over, they have been able to leverage their large
user bases amid rising smartphone penetration;
and it’s an interesting case how non-bank compa-
nies have broken into financial services. Mean-
while, user-friendly technology and impactful pro-
motional campaigns have created a digital lifestyle
among old and young in China. The option to use
facial recognition as credential for payments was
on the MIT Technology Review’s list of break-
through technologies in 2017.

How big is the market potential?

Given the size and growth of the Chinese
economy and mobile internet users of more than
750 million® , the market potential of mobile pay-
ments is large. Based on expectations of UBS
Investment Research, the transaction value of

third-party payments in China should reach
around CNY 300trn in 2020 (USD 47.6trn at the
current exchange rate), triple the amount from
2016; mobile payments are expected to account
for more than 70%, from around 50% in 2016.
Key drivers are improved retailer coverage and
promotional campaigns. Moreover, a further
broadening of financial services, like lending and
wealth management, is likely. In this context, the
enormous amount of data collected is a pivotal
enabler of fintech services and related revenue
sources. After the domestic success, an expansion
to other countries has already started and will like-
ly continue. Already today, for instance, WeChat
users can use the payment function in several
countries in the region and Alipay also established
a range of global partnerships to offer its services
in Europe, the US, and elsewhere besides Asia. At
this stage, however, their main target group is
Chinese users traveling overseas.

8 CNNIC, as of January 2018 (data refers to December
2017)

Competition in China’s growing mobile payment market

Market share and transaction value in third-party mobile payment market

(2Q17, including comparison to market size in 2Q15)

5.8%

39.8%

2015
CNY 2.5trn

2017
CNY 27.1trn

Source: iResearch, UBS
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How Asia moves cashless

What are the challenges?

The rise of non-bank market players weighs on
the transaction volumes and related revenues of
established banks. After supportive regulation in
the past years, the strong market position of the
two major companies could result in closer scruti-
ny. Last year, China’s central bank set up Net
Union, a new clearing entity, to handle online pay-
ments by non-bank providers. Besides related fees
and potential changes to the operating model, the
competitive edge of individual firms in data ana-
lytics might be diluted. Meanwhile, other interna-
tional market players like Apple Pay struggle to
gain market share in China due the dominance of
existing solutions and related user benefits in their
country-specific ecosystems.

Who is set to benefit?

Both solutions, Alipay and WeChat Pay, are well
positioned to benefit from the cashless trend that
they initiated and have fostered over the past
years. Despite solid gains in market share, WeChat
Pay still lags in usage on average to Alipay. Also,
Alipay has an edge in financial services beyond
payments (see box on Yu'E Bao), but Tencent has
gained momentum here too. The growing ecosys-
tems created by these two companies are driving
China’s transition toward a cashless society.
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Yu'E Bao

Launched in 2013 by Alibaba, Yu'E Bao — meaning leftover
treasure — has become the world’s largest money market
fund with more than USD 230bn invested assets, which
accounts for about one-quarter of China’s total money mar-
ket fund industry®. Users can invest their unused cash in the
fund, thereby earning interest, and can withdraw their mon-
ey when needed. However, the service has become so popu-
lar that limits were imposed and the growing fund size is
under scrutiny. Meanwhile, similar services are also offered by
other companies, including Tencent’s Licaitong.

° Fitch Ratings, as of December 2017 (data refers to September 2017)

Use of cash has declined across the board,
but is still high in several areas

Usage of cash in different scenarios in China (2016 versus 2017)

Movie tickets counter
In-restaurant payment
Convenience stores
Supermarkets
Department stores
Taxi payment

Online food delivery

Online group purchases

Online air/train/ferry ticket/
hotel reservation

Online movie tickets
Online purchases

2016 W 2017

Source: UBS Evidence Lab
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Cashless India

It's correct that a 100 percent cashless society is not possi-
ble. But why don’t we make a beginning for a less-cash soci-
ety in India? We can gradually move from a less-cash society

to a cashless society.

Narendra Modi, Prime Minister of India,

. *ﬂ;, : f" '- | ’

What's the story?

In November 2016, the demonetization of

INR 500 and 1,000 banknotes, accounting for
around 86% of the value of banknotes in circula-
tion, was a major and controversial step for India.
The objective was to undermine the shadow
economy and illegal activities. At the same time,
Prime Minister Narendra Modi advocated for a
cashless economy. The policy approach is widely
seen as holistic, including the digital identity
scheme (Aadhaar) as well as a unified payments
interface (UPI) and related solutions like the Bharat
Interface for Money (BHIM).

November 2016

How big is the market potential?

With more than 1.3 billion people, India’s popula-
tion is the second largest globally. Mobile phone
penetration is high, with more than 1 billion
active subscribers, around 30% of whom are
smartphones users' — a good starting point for
further growth in mobile payments. Meanwhile,
the number of point-of sale terminals for cashless
transactions more than doubled to three million in
less than 1.5 years.”? While the growth rate is

19 Reuters “India’s Modi calls for move towards cashless
society”, published 27 November 2016

" Telecom Regulatory Authority of India, as of February
2018 (data refers to December 2017)

12 Reserve Bank of India, as of February 2018 (data refers
to December 2017)

How Asia moves cashless
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How Asia moves cashless

among the highest globally, the number of termi-
nals per inhabitant is still among the lowest, sug-
gesting further catch-up potential. Also, the
potential for further financial inclusion is signifi-
cant with 19% of the population still unbanked.
In combination with a government that fosters
the cashless economy through policy measures,
we think India will remain among one of the most
dynamic digital payment markets in the coming
years. Moving toward a less-cash economy has
the potential to yield economic benefits, with the
cost of cash at 1.7% of GDP and foregone tax
revenue from the shadow economy at 3.2% of
GDP, according to estimates from Visa.'

What are the challenges?

Despite the government efforts to provide the
necessary ingredients for a digital transition,

the use of cash is persistent. In 2015, the year
before the demonetization drive, banknotes and
coins in circulation accounted for an above-aver-
age 12.3% of GDP and the ratio relative to nar-
row money supply (cash in circulation and trans-
ferable deposits held by non-banks) was among
the highest compared to emerging market peers.'
The decline of cash following the demonetization
was remarkable, but cash levels are now back to
earlier levels. Cash accounts for about two-thirds
of the total consumer payment transaction value,
while this number is above 95% when looking at
the number on transactions.'® In order to evolve
further, the digital payment ecosystem has to be
easy to access, cheap and convenient for every-
one. Therefore, lower complexity and a better
understanding of the value proposition are pivotal
for adoption. In a recent survey, 88% of respon-
dents indicated a preference for cashless pay-
ments over cash, while security concerns and lack
of awareness were identified as major barriers."”

13 ASSOCHAM and EY, as of July 2017

14 Visa "Accelerating The Growth of Digital Payments in
India: A Five-Year Outlook”, published in October 2016

5 Bank for International Settlements, as of October 2017

e Euromonitor Passport, as of March 2018 (data refers
10 2017)

7 KPMG "Digital payment — Analysing the cyber land-
scape”, published in April 2017
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Who is set to benefit?

Benefits can be realized across the economy,
including consumers, businesses and the govern-
ment. For consumers, the main benefit is the con-
venience of frictionless transactions. Also, the
unbanked part of the population can get access
to basic financial services. Businesses can grow
their revenues, ranging from merchants to compa-
nies focused on data analytics. Also, digital inno-
vation can facilitate better access to credit for con-
sumption and investments. The government is
expected to continue acting as an enabler,
through supportive regulations and policies, and
can benefit from a formalization of the economy
and efficiency in tax collections.

Cash back to earlier levels. ..
Currency with the public in India (in INR bn)
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...but payment habits are changing to digital
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"Asia is leading the race to cashless”

\ Zennon Kapron
E Director of Kapronasia

Zennon, how far is Asia away from becoming cashless?

Led by China and India, Asia is leading the race to cash-
less. For billions of people across the region, this means
better, cheaper and faster access to money. In developed
markets, this facilitates e-commerce and everyday retail
transactions. In developing markets, digital payments can
provide critical financial infrastructure for individuals and
businesses which may not have other options. Although
Asia is leading the way, challenges around infrastructure,
socio-economic habits, and general access to technology
are still limiting non-cash transactions, but over the next
5-10 years we should see a continued shift as govern-
ments and regulators continue to develop these pre-req-
uisites for a better digital payment environment. Although
it may be decades before Asia goes completely cashless,
the region is getting closer by the day.

Diminishing cash usage amid digital payments

China retail consumption by payment type (% of total payments value)
100
80

60 | || || - - - - -

Zennon Kapron is the Director of Kapronasia, one of Asia’s leading
financial technology research and consulting firms. Prior to Kapronasia,
Zennon was the Asia Pacific Financial Industry Manager for Intel and
previously was the Chief Information Officer for Citibank Portugal. He
has been involved in the industry for over 20 years and is the author of
the book “Chomping at the Bitcoin”. Zennon holds a Bachelors in Com-
puter Science from Syracuse University and an MBA from INSEAD.

What is unique about the region’s payment ecosystem
compared to the US or Europe?

Asia is an incredibly diverse region which makes regula-
tions and cooperation around payments challenging. In
Europe, the Single European Payment Area (SEPA) has
allowed the region to move ahead with basic infrastruc-
ture as well as move advanced open banking and API ini-
tiatives that just are not possible in Asia at the moment.
However, we are starting to see cohesion in Southeast
Asia, where the governments and regulators are coming
together to provide the basis for change. We have seen
this already with real-time cross-border payments
between Singapore and Thailand, and we expect this to
continue.

In China, why were Alipay and WeChat Pay so successful
and where will digital payments move from here?

A decade ago, there was a tremendous amount of friction
in China’s payment industry. E-commerce payments were

Estimates

2010 2011 2012 2013 2014 2015 2016 2017

W Cards Cash M Internet M Mobile

Source: Kapronasia

2018 2019 2020
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mainly cash on delivery, which led to fraud, and card-pres-
ent retail payments were slow, with transactions often
needing a swipe, a PIN, and a signature. Although near-field
communication (NFC) technology was seen as an opportu-
nity for mobile payments to grow, there was disagreement
about the standard. This left an opening for Alipay and
WeChat Pay to develop hardware-independent QR-code
payments as well as seamless e-commerce and m-com-
merce payments that removed a significant amount of fric
tion from existing payment methods and drove adoption.
Data will be the key commodity in the future of digital pay-
ments in China as the tech giants increasingly provide a
wider array of financial and lifestyle products through the
platforms that Alipay and WeChat Pay wallet have become.

Where do you see potential challenges?

Incumbent market players face huge challenges amid
Asia’s shift to a cashless society. In 2016, traditional banks
and payment processors lost an estimated USD 30 billion
in fees to mobile payment giants Alipay and WeChat Pay.
These were fees that would have been captured had the
transactions gone across the traditional card network.
Although the loss in payment fees hurts, the pain from
the loss of data is much more acute as data really is the oil
of the future as payment revenue models shift away from
fees toward platformed products and services.

Looking across Asia, which other countries are moving
toward cashless transactions?

Outside of China and India, Southeast Asia is also rapidly
embracing digital payments. Thailand, Malaysia and Indo-
nesia have all seen a rapid increase in non-cash transac-
tions. The uptake is initially driven by m-commerce as con-
sumers get used to shopping on their phone and then by
improving infrastructure. Real-time payment is a big trend
at the moment in Asia-Pacific, with Australia and Thailand
moving onto real-time payments in 2017, while Hong
Kong, Malaysia and Indonesia are in the planning stages.
Often, the shift to real time necessitates the upgrade of
existing legacy technology, which can be an excellent way
to innovate with real-time infrastructure providing the
base on which to build.
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What impedes a similar dynamic in the laggard
countries?

Socioeconomic factors, such as customer habits, are typi-
cally the biggest reasons why consumers still hold cash.
Trust is a key element in any transaction and it is difficult
to beat the immediate trust that is available through a
cash-in-hand transaction, so that is still a big impediment.
Additionally, many countries are making the shift to digital
in different ways. In Australia, for example, most transac-
tions are “tap and go” card payments which are very
quick and convenient, faster even than cash. When you
have such a seamless use case, it becomes difficult for
even something as frictionless as mobile payments to
make headway. Australia is by no means a laggard in
adopting non-cash payments, but it is doing it in an
entirely different way compared to China.

Who benefits from the cashless transition? Who doesn’t?

Moving cashless benefits nearly everyone in the value
chain. Governments save costs by not printing money and
have better control and insight into how their currency is
being used. Consumers have a safer, more transparent
way of holding and spending money. Merchants do not
need to deal with storing cash securely or going to the
bank. Finally, digital transactions allow organizations to
address a segment of the market that may not have been
serviceable in the past because of the potential profitabil-
ity of the customer or the actual business model itself.
This brings individuals into the economic fold as well as
provides the potential for a democratized access to a wide
range of financial products and services like credit scoring,
lending, wealth management, insurance, etc.
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A holistic
perspective

While the opportunities appear diverse and a cashless society has a
range of benefits, it also faces certain obstacles that have to be consid-
ered too. Meanwhile, the progress on adoption is a complex interplay
of various factors.
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Benefits are three-fold

Businesses

Increased operational efficiency,
lower cash handling costs, new
business channels like e-com-
merce, and data analytics are key
benefits for businesses. Also, cost
savings result from less fraud and
theft.

&
=
g

Consumers

Better user experience due to
convenience and time savings.
In un-/underbanked countries,
access to a cashless payment
and saving system can foster
financial inclusion. The price to
pay is the loss of anonymity.

Governments

The primary advantage is increased tax
revenues as more transactions get registered.
Additional benefits include improved govern-
ance due to higher transparency and lower
administrative costs. If the formalization of the
economy is successful, governments are one of
the main beneficiaries of a cashless society.

Benefits

Customer experience is a common denominator
of most digital payment solutions. Indeed, cash-
less transaction are often more convenient,
cheaper and faster than traditional cash payments
— this operational efficiency creates benefits for
consumers and retailers alike. We all experience
long queues at an ATM or in a convenience store,
where the person in front wanted to pay the
exact amount in coins. For governments, transpar-
ency and more effective tax collection are key
considerations when advocating a cashless econo-
my, especially in countries with a large informal
sector. Moreover, security expenses can be low-
ered by using less cash. Cash also plays an import-
ant role in the context of crime, terrorism financ-
ing and corruption. The link between cash and
illegal activities offers potential for extensive anal-
ysis, but most of these transactions cannot be
traced — that's why cash is used. It is unlikely that
such activities will disappear in a cashless econo-
my, but it's fair to assume that they could become
more difficult without cash.

The economic costs of cash are controversial and
related studies usually rely on a wide range of
assumptions. Several of them suggest that a cash-
less economy can reduce costs and create overall
benefits, but to varying degrees. A quite consis-
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tent finding is that the costs of cash are higher in
emerging markets compared to developed mar-
kets, suggesting that the benefits of a cashless
economy should be higher too. Generally, cash is
widely perceived as cost-free, but the actual costs
range from production and distribution, handling
and processing to storage. The use and mainte-
nance of an ATM and branch network, retailers’
cash management and security provisions, and
fraud or theft all incur costs. The complexity
increases further when considering foregone taxes
from the informal sector or economic costs relat-
ed to people being excluded from the financial
system. At the same time, however, a cashless
economy incurs other costs like the provision and
maintenance of a digital infrastructure, including
state-of-the-art payment devices and prevention
against cybercrime.

A key consideration is whether people simply
move from a traditional form of cashless pay-
ments (e.g. debit or credit card) to new innovative
solutions, or get access to financial services for the
first time. Digital technologies can lower the tradi-
tionally high entry barriers for certain parts of the
population and thereby facilitate financial inclu-
sion, which is especially relevant in emerging mar-
kets.



FOCUS: Fostering financial inclusion

A holistic perspective

Financial inclusion is universal access, at a reasonable cost,
to a range of financial services for everyone needing them,
provided by a diversity of sound and sustainable institutions.

Her Majesty Queen Méaxima of the Netherlands,
UN Secretary-General’s Special Advocate for Inclusive
Finance for Development (UNSGSA), September 2010

The World Bank estimates that about 1.7 billion
adults don’t have an account.’® With meaningful
parts of the global population being unbanked'
or underbanked, accessible financial services
remain an important goal. An inclusive payment
infrastructure can facilitate this process. For
instance, people without a bank account can use
new solutions to access basic financial services
and more actively participate in the economy
through savings and transactions. This is especially
pertinent in emerging markets. However, the
availability of payment solutions does not neces-
sarily mean that they are adopted and certain
parts of the population (e.g. people who live in
rural areas, don’t have access to mobile phone
services, and lack financial literacy or digital savvy)
face obstacles, which might even increase if the
rest of the society moves cashless. As policymak-

Share of population with an account

Adults with an account (in %, 2017)

ers see financial inclusion as a priority and compa-
nies offer accessible solutions, we think techno-
logical innovation will promote financial inclusion
and create economic benefits, including higher
productivity and investment. Looking at emerging
economies, a recent study estimated digital
finance could provide a USD 3.7 trillion boost to
GDP by 2025, mainly from raised productivity,
which is 6% more than in the status-quo scenar-
i0.%0

'8 World Bank “The Global Findex Database 2017"

9 Unbanked refers to people without any access to basic
financial services (e.g. bank account); underbanked to peo-
ple with access to some basic financial services (e.g. bank
account), but without debit/credit card or other electronic
payments systems

20 McKinsey Global Institute “Digital Finance for All: Power-

ing Inclusive Growth in Emerging Economies”, published
September 2016
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Interview — Drew Propson

Drew Propson
Project lead
World Economic Forum

Drew, how can technology enable financial inclusion?

To begin to answer this, it is worth reflecting on what
financial inclusion really is. Financial inclusion comprises
access to a range of affordable, quality, financial products
and services for the excluded and underserved. Additional-
ly, these products and services need to be consumer-cen-
tered so that they are used once available. And lastly, the
products and services must be commercially viable, in
order to ensure their longevity.

Technology is an ideal tool to facilitate all of the above.
With recent advances, closing the gap for the financially
excluded — estimated to be 1.7 billion — is within reach,
and the many more millions with limited access are seeing
expanded offerings.

How does financial inclusion boost economic prospects?

Financial inclusion certainly has the potential to reduce
poverty and boost economic growth. Inclusion provides
the ability to safely send and receive money, or to plan for
regular expenses, such as school fees. Additionally, finan-
cial inclusion helps consumers build savings, which allows
individuals and families to better manage cash flows, build
seed capital and acquire long-term assets.

For SMEs, financial inclusion promotes capital investment
by increasing access to financing, thus aiding owners in
growing their businesses. Through the adoption of insur-
ance products, financial inclusion can also contribute to
the management of expenses related to unexpected
events such as medical emergencies or natural disasters.
Finally, financial inclusion further boosts economic prog-
ress by identifying new viable markets for financial services
providers.
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Drew Propson currently leads the World Economic Forum’s Promoting
Global Financial Inclusion project (PGFI). PGFI facilitates public-private
collaborations to expand inclusive digital financial services in emerging
markets and explore solutions to the unique inclusion challenges
encountered in developed economies.

What is required to realize these benefits? At the same
time, where do you see the biggest obstacles?

As a first step, more cooperation between the private sec-
tor, regulators and civil society is needed to fully build out
an enabling ecosystem. We also need to invest in financial
literacy and consumer protection. Another key ingredient,
as was noted earlier, is customer-centric approaches in
product and services design. Usage is just as important as
access.

Regarding obstacles, perhaps the greatest of these is
building trust with the end-user — whether you are a bank,
fintech company, telco, or government — as this is essential
to adoption. Very much related, another major challenge is
risk mitigation for cashless or cash-light environments.
Digital financial services offer many benefits to the tradi-
tionally underserved, however these solutions are vulnera-
ble to infrastructure failures. Preventing, and preparing for,
such events is important.

What's the best way to measure progress?

Between 2014 and 2017, 515 million additional adults
became financially included according to the World Bank,
which is valuable and encouraging. Nonetheless, this met-
ric does not tell the full story. To further advance financial
inclusion, we also need demand-side insights that focus on
customer behaviors, aspirations and challenges, and a
higher emphasis on the actual use of financial services.

In addition, it is critical to keep in mind that financial inclu-
sion is a means to an end. The real goal here is to generate
shared prosperity and financial health at the base of the
pyramid. Moving forward, we need to reframe financial
inclusion toward the wellbeing of the consumer, measur-
ing progress in terms of how individuals are better off
from being financially included.



Obstacles

Despite the ongoing digitalization progress, large
parts of consumer transactions are still cash-based
and cash in circulation is stable to increasing in
several economies. This raises fundamental ques-
tion about challenges in cashless societies and
bottlenecks in adoption.

Cash is well known, universal in use and most
people trust it. Cash is often the preferred pay-
ment option for small transaction amounts — think
about a taxi ride in Hong Kong, a lunch at a
hawker center in Singapore, or one of the many
night markets across the region. When digital
payment infrastructure is not fully established or
difficult to access and use, cash is usually the easi-
er payment option. In certain countries, the role
of the informal sector is also an important aspect
for using cash.

Moreover, there is a range of concerns about a
cashless society — one of the most important ones
is privacy. Cash usually means anonymity, which is
seen as beneficial by a lot of people, even if all
their transactions are fully legal. Essentially, every
digital payment is traceable in some form, either
by companies or authorities, and the related data
allows the creation of comprehensive user pro-
files. This information can be used for marketing
purposes or credit scores, but also surveillance.
Users therefore have to weigh related aspects
depending on individual circumstances. For
instance, for somebody un- or underbanked who

A holistic perspective

wants to borrow and invest to expand their busi-
ness, a digital footprint can create an opportunity.
On the other hand, for someone who values pri-
vacy highly, such a digital profile might be seen as
a concern. Besides this increased transparency,
other issues are potential fraud, scams and cyber-
crime. Therefore, a skeptical view prevails in parts
of the society, which is also affected by estab-
lished habits and a lack of familiarity with new
technologies.

As mentioned earlier, trust is pivotal for money
and some intangible forms of it still have to build
a track record. In times of economic crises, emer-
gencies, or when the technology infrastructure
breaks down (e.g. electricity, internet, networks),
the expression “cash is king” will probably hold
true. Greece in mid-2015, when capital controls
were introduced and daily withdrawals at ATMs
were limited to EUR 60, is a quite recent example
of such a crisis.

Finally, the "freedom of cash” should not be
underestimated in a society. Imagine, for instance,
a scenario of a dominant market player that
essentially owns the backbone of a cashless soci-
ety, sets the terms, and knows everything about
your spending habits — wouldn’t cash be a nice
alternative at times?

Factors for progress
There is a wide range of factors that have to be
considered for progress toward cashless societies

Factors relevant for readiness and progress toward a cashless society in Asia

Readiness

Availability of payment infrastructure (e.g.
devices, internet connectivity, electricity)

and frictionless access (e.g. mobile phones, con-
tactless point-of-sale terminals)

Government policy and regulation

Basic awareness, education and financial
literacy

Progress on adoption

Economic and market conditions (e.g. role of
established banking system, rising middle class,
financial inclusion, role of informal sector)

Further innovation in technology

Mindset (e.g. culture, lifestyle, experience with
crises)

Policy measures

Trust in institutions and banking sector
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in Asia. Having a digital payment infrastructure
doesn’t necessarily mean that it will be widely
used; for instance, if it's too complicated or there
is some more fundamental attachment to cash
due to economic or cultural factors. On the one
hand, an advanced retail banking system could
facilitate payment innovation, but could also
reduce the need for it. On the other hand, a less
advanced retail banking system could be a barrier
for adoption, but could also offer huge potential
for innovative payments solutions to fill this gap.
Clearly, there are different roads on the journey.
For example, a cashless China might look different
than a cashless Singapore, which is discussed
below, and will most likely be different to some of
the almost cashless countries in Scandinavia which
are at the forefront globally. Meanwhile, Japan is
an interesting example where cash is still widely
used; it's among the countries with the highest
cash in circulation relative to GDP globally, despite
the high availability of technology and an
advanced banking system.

FOCUS: Singapore ready to move further

Progress differs significantly across Asia

Consumer transactions in cash (as % of total payment transactions value)
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In Singapore, we too have e-payments, but we have too many
different schemes and systems that do not talk to one another.

Lee Hsien Loong, Prime Minister of Singapore,

Based on various measures, Singapore is well positioned
on the road to a cashless society. The country regularly
ranks high in comparative studies due to its advanced
digital and financial infrastructure as well as supportive
government policies. Despite progress, cash in circula-
tion has consistently increased over the past years and
more than 40% of consumer transactions were still in
cash last year. Inefficiencies and the wide range of pay-
ment options have been obstacles for a broader adop-
tion of digital payments, but we think recent initiatives
are moving the country into a cashless direction, with
cash soon drifting below 10% of consumer transaction
value compared to more than 20% in 2012.
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Cash use is expected to decline further
In Singapore
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Payment solutions are a policy priority in Singa- Urbanization
pore's Smart Nation vision. For instance, the wide
range of contactless payment methods for public
transportation, including mobile phones and
wearables, make the daily life of commuters more
convenient. Moreover, the PayNow service allows
efficient peer-to-peer money transfers for custom-
ers of the seven participating banks, just by using
the mobile phone number of the recipient. The
underlying FAST (Fast and Secure Transfers) tech-

In 2014, more than 50% of the global population lived in
urban areas, according to the UN. By 2050 this number is
expected to increase to 66%, with Asia remaining among the
fastest-urbanizing regions, although growth rates have start-
ed to slow. India, China and Indonesia together account for
30% of the almost 2.5 billion expected increase in urban
population in the coming decades.?! This growth creates
opportunities and challenges, but will make sustainable

nology is an important building block to grow
electronic transfers of funds.

As efficiency improves and adoption of digital
payments broadens, we expect the transition
toward a cashless society to continue in Singa-
pore. More fundamentally, it is also an innovative
case how to create a digital ecosystem on a city
level, which will be a priority for policymakers
throughout the region due to rising urbanization.

Thinking ahead

Asia is well positioned to further advance toward
a cashless society, as many of the relevant ingredi-
ents are in place and the region is expected to be
at the forefront of this transition globally. In this
context, technological innovation will remain a
pivotal enabler and the related digital payment
ecosystem will make physical cash increasingly
obsolete across the region, in our view. Similar to
China, several countries can leapfrog intermediate
steps like credit cards, moving directly to mobile
payments and broadening financial inclusion.
These developments have important business and
investment implications that we outline in the
next chapter.

Based on certain characteristics of cash like its
universal nature, however, we think cash is unlike-
ly to disappear in the foreseeable future. As cash
becomes increasingly obsolete as a medium of
exchange, it will mainly play a backup role in less-
cash societies. For instance, in times of economic
crises, emergencies, or when the technology infra-
structure breaks down, the expression “cash is
king” will probably hold true.

urban development and the provision of efficient infrastruc-

ture more important than ever.

21 United Nations “World Urbanization Prospects — 2014 Revision”

While cryptocurrencies dominated headlines in
the past year, we think it's premature to consider
them as a replacement of the established pay-
ment solutions at this stage. However, we believe
the underlying blockchain technology offers con-
siderable potential and related innovations might
increasingly complement the building blocks of a
cashless ecosystem in the coming years.

As we outlined, there is a range of benefits in a
cashless society. But challenges will emerge along
the way, and they must be considered carefully.
Therefore, we encourage everyone to think criti-
cally about this topic and weigh the pros and
cons. Individual considerations might differ, but
eventually we should ask ourselves: Do we want
to live in a cashless society? Do we understand
what this means? And is there a way back on this
road?
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Interview

This interview contains views which originate from units outside CIO Global Wealth Management.

These units are not subject to all legal provisions governing the independence of financial research.

A "less cash” society

Professor
Kenneth Rogoff
Harvard University

Prof Rogoff, what is your view on the challenges and
opportunities for the world’s consumers, businesses and
governments to shift toward a cashless society?

To be precise, the world is moving towards a “less cash”
society not a cashless one. We probably will — and should
— retain some form of physical currency indefinitely, partic-
ularly because of privacy concerns. At the same time, how-
ever, governments need to make it difficult for individuals
to engage in frequent, large-scale anonymous transactions
for purposes of tax evasion and crime. This probably
means both restricting the maximum size of cash pay-
ments as well as phasing out large-denomination notes.
Obviously, for the same reason, governments in advanced
economies will eventually crack down on pseudonymous
cryptocurrencies such as Bitcoin, though of course the
blockchain technology will be used in many other uses.

What will be the implications for the formation and imple-
mentation of monetary and fiscal policies in a cashless
society?

Setting important privacy issues aside, the move to a less-
cash society would help both monetary and fiscal policy. In
the 2008 financial crisis, virtually every major central bank
would have engaged in a (temporary) negative nominal
interest rate policy if they could have, in order to boost
demand and raise inflation (such policies would drive long-
term interest rates up, not down). The arguments were first
laid out by John Maynard Keynes, who highly recommend-
ed the idea in a crisis but argued that it was impossible
because negative interest rates would force a run into cash.
In today’s highly electronic payments world, however, there
are fairly straightforward ways to discourage this. Perhaps
the simplest would be to get rid of large notes; that should
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be sufficient to pension funds, insurance companies and
financial firms from shifting to cash until interest rates
become negative 3% or lower. But it is also possible to cre-
ate a moving exchange rate between paper and electronic
currency that mimics negative interest rates, at least for the
wholesale market, allowing for much deeper negative inter-
est rates. Today, that may be unthinkable but as cash
becomes increasingly marginalized in the legal economy,
the political obstacles should fade. As for fiscal policy, a
move away from cash would likely lead to higher tax reve-
nues more than sufficient to offset the lost benefits of sei-
gniorage (not to mention the cost savings from a marginal-
ly lower crime rate). The financial industry would likely gain
some of the business the government loses by moving
away from cash, unless governments themselves issued a
digital currency, which they likely will at some point.

As the former Chief Economist at IMF, what would be your
perspective on growth, inflation, and exchange-rate poli-
cies in a cashless society? Any investment implications?

There is actually no first-order implication, except that both
monetary and fiscal policy would become more efficient,
for reasons discussed above. There could arise some
exchange-rate issues in a transition period where some
countries have gone “less cash” but others have not. For
example, if Korea had the capacity to engage in deep neg-
ative interest rate policy in a global financial crisis, but
Japan did not, the Korean central bank would be able to
push the won down against the yen, which could be to
Korea's advantage in a situation where global demand is
weak.
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Do you see any other implication from a social develop- Any particular view on the different dynamics of the
ment perspective of a cashless society, such as the reduc- evolution toward a cashless society for the world's two
tion of crime and poverty or income inequality? largest economies: the US and China?

Regardless of how society decides to regulate cash, govern- A very good question. More likely it will go faster in
ments should devote more attention to increasing financial China, given the strength of the very small but vocal
inclusion. India, of course, has demonstrated one path cash lobby in the United States.

through its Aadhaar system, which has succeeded in pro-
viding virtually free debit accounts to the poor at extremely
low costs. Some advanced economies, including Denmark
and Sweden, have created free debit card accounts for
low-income individuals that are then used for government
transfers. The efficiency savings alone go a long ways
toward covering the modest cost of the accounts. The poor
are also far more often victims of fraud and corruption.
Studies in both the context of the United States and India
have shown the benefits to the poor of switching to elec-
tronic payments to be considerable.

What will be the role of cryptocurrencies in a cashless
society?

The long history of currency shows that innovations almost
invariably come from the private sector. But in the long run,
the government regulates and appropriates. | realize that
some cryptocurrency evangelists believe that govern-
ment-issued currencies will fall by the wayside. This is non-
sense. In the currency game, the governments make the
rules and will always keep changing them until they win.
They will do this by making (cryptocurrency) payments in
retail and financial transactions illegal, thereby rendering
cryptocurrencies illiquid at best, and possibly worthless.
Importantly, digital currencies that have the capacity to be
100% compliant with anti-money laundering laws will be
able to adapt and survive.
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Investment and
business implications

Investment perspective

We believe the cashless transition offers signifi-
cant investment opportunities across financials,
technology, retail and other sectors. Investors will
be best rewarded by investing in a diversified list
of fintech companies, in our view, as we believe
they are at the forefront of digital innovation.

Our recent Longer Term Investment theme
“Fintech”, published in April 2018, is one play on
this transition and highlights a range of
companies in Asia. Despite significant changes
during the past few years, we believe global finan-
cial services are at an early stage of a major fin-
tech-driven digital transformation. Fintech is

a confluence of financial and technological inno-
vation that provides banking and financial ser-
vices. We identify fintech services as “new"” ones
like digital (mobility, cloud, analytics and social)
and emerging (artificial intelligence (Al) and block-
chain) technologies; examples of “old"” services
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include banking software and data centers.With
strong growth expected across fintech verticals
over the next few years, we are still in the early
stages of adoption. We expect global annual fin-
tech industry revenues to rise from USD 120bn in
2017 to USD 265bn in 2025, making it one of the
fastest-growing areas in both technology and
financial sectors and industries globally. Driven by
superior growth, as highlighted in our Longer
Term Investment theme, we expect fintech com-
panies to generate low-to-mid single-digit outper-
formance versus the MSCI World Index over the
next decade.

Fintech provides both opportunities and risks to
existing incumbents. We believe companies that
embrace technology and are flexible at adjusting
their business models should relatively outperform
their peers. With more than 10% revenues
growth and moderate margin expansion due to
rising scale benefits, we expect fintech companies

iStock



to report low-double-digit earnings growth over
the next few years.

Investors, in our view, will be best rewarded by
investing in a diversified selection of companies,
with a focus on payment industry leaders, tech-
nology companies launching disruptive services
and incumbent financial companies with a clear
fintech strategy. Additionally, companies that are
able to create platforms with network effects
around emerging technologies like Al, blockchain
and analytics are also potential winners.

For further details,
refer to CIO Longer
Term Investments
theme on Fintech,
published April 2018

&UBsS
Longer Term Investments

Business perspective

The business implications are diverse too. We have
categorized them into success factors, market
potential and areas of disruption. In our view, it
will be crucial for businesses to position for an
evolving cashless ecosystem in the coming years

— embracing related opportunities will be a differ-
entiating factor along the value chain.

Success factors

Companies that address a gap in the market and
make life more convenient find success. In this
context, technology is an important enabler, as are
access to a large user base and a “more than pay-
ment” approach. In the past, payments were
often seen as the settlement of transactions and
not part of the core business. Today, they are
increasingly embedded into a broader ecosystem
of e-commerce, fintech, or social networks — this
has created a lifestyle component and has become
a crucial part of the value chain.

Investment and business implications

Market potential

— Data analytics: Digital payments are more than
just financial transactions — they also create a vast
amount of insightful data. In our view, the coin-
ciding rise of big data analytics will allow compa-
nies to deploy this information (e.g. market
trends, consumer spending analysis, credit scor-
ing) and create business opportunities.

— Financial inclusion: Making use of innovative
solutions to provide unbanked or underbanked
people access to financial services offers vast
potential, as it broadens the potential client base.

— Global expansion: A range of companies have
developed into dominant players in certain coun-
tries (e.g. China) or market segments (e.g. the
credit card business). Broadening this reach to
new markets, either geographically or along the
value chain, can create further business opportu-
nities.

Areas of disruption

Disruption is created by innovative business mod-
els, technology and related solutions. Major tech-
nology companies and fintech firms tend to be
more agile than incumbents. Also, they attract a
lot of interest from venture and private capital
investors, allowing them to explore and launch
new innovation. We expect this trend to continue,
especially as more traditional financial services
firms enter this realm. Financial institutions will
continue to play an important role by providing
access to the established payment system (e.g.
bank accounts, settlements) and in developing
and scaling new solutions; but they have to
broaden their scope amid changing market
dynamics.

All these developments have to be considered in
an evolving regulatory framework, with more mar-
ket players outside of traditional banking offering
financial services. Generally, regulators have been
supportive of cashless innovation as long as secu-
rity standards and customer protection are
ensured. Besides the creation of trust, other
important areas are compliance and efficiency like
the interoperability of different systems.
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