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.  Abstract

A large number of jobs are created by small business and, as a result, these small
businesses contribute substantially to national competitiveness. This often means that
the onus of achieving targets set by national policy makers for the creation of new jobs
and fostering of economic growth falls on the small business segment in times of
financial distress. As a result, the role and importance of small businesses in creating
new jobs and stimulating the economy to improve national competitiveness becomes

increasingly evident.

In order for a small business to become established, to survive and to grow, they
require access to funding, particularly in the early stages of their existence. This
research report seeks to better understand the role played by a specific disruptive
innovation; peer-to-peer lending platforms, in providing funding to small business
owners and to determine what would drive a small business owner to utilise a peer-to-
peer lending platform as a substitute delivery channel from traditional financial

institution funding mechanisms.

The research delves into the various types of innovation, with a specific focus on
Christensen’s theory of disruptive innovation and looks at the characteristics of a
disruptive innovation. In addition, peer-to-peer lending platforms are discussed to

understand the nature of social lending in the financial services environment.

The research will be conducted in a quantitative manner, seeking to understand
through an online, emailed survey, what characteristics small business owners find
necessary when gaining access to finance and how this would shed more light on the
acceptance of a disruptive innovation over a traditional financial institution delivery

channel..
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1 CHAPTER ONE: INTRODUCTION TO THE RESEARCH
PROBLEM

1.1 Background to the research problem

Chapter one outlines the basis for the research topic. This investigates the state of
national competitiveness of South Africa in the context of the global economy and the
challenges faced in sustaining strong economic growth, while identifying the role of the
small business sector in creating job opportunities to alleviate a high unemployment
rate. It then refines the focus on to the challenge the small business owner faces in

gaining access to finance.

1.1.1 National competitiveness in South Africa

In the wake of the recent financial crisis, the need for the establishment of small
business to create jobs and to stimulate the economy, while large organisations are
looking to cut costs and increase efficiency (Moscarini & Postel-Vinay, 2011), is an
indication of the importance of establishing sustainable small business ventures. The
recent trend of small businesses seeking funding outside of financial institutions
indicates the reliance of a small business owner on having access to alternate sources
of funding (Laderman & Gillan, 2011).

Mass joblessness and the need for employment creation are at the heart of the New
Growth Path framework (Republic of South Africa, 2010), which states that South
Africa has a relatively weak small and micro enterprise sector. The economy, despite
relatively strong economic growth between 1994 and 2008, has not created sufficient

employment opportunities for many of the population over the past three decades.
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The New Growth Path (Republic of South Africa, 2010) highlights a target growth of
five million new jobs by 2020, where over half of the working age population would
have paid employment, thereby reducing unemployment by 10%. The framework
specifically identifies the promotion of small business and entrepreneurship as a
mechanism for job creation. Within this policy, the Global Entrepreneurship Monitor
(GEM, 2012) supports the statement that access to finance and reduction of red tape in
the administration of small businesses is a core driver for growth.

In addition to this, the New Growth Path (Republic of South Africa, 2010) refers to the
role of technological innovation in creating opportunities for substantial employment
creation. In support of this is the planned expenditure on the improvement of the
access to and usage of internet technology. The traditionally high cost of bandwidth is
targeted for a rapid reduction in fees, increasing the ability of the population to seize
the potential of new economies through online connectivity and make use of platforms
in the online environment. Specifically, the framework highlights the creation of
stronger institutions to diffuse new technologies to small businesses and households.

The World Bank, in association with the International Finance Corporation (2013) in
their Doing Business Report publishes an annual ranking on the ease of doing
business amongst 185 countries. A high ranking indicates a more conducive
environment when a business owner is looking to start up and run a firm. Utilising 10
indicators, the rankings illustrate where each of these countries fit on the overall list in
comparison with each other and indicates the shift year on year with their own previous

performance.

Figure 1.1 shows that South Africa is ranked number 39 out of the 185 countries
included in the report, an improvement of two places on 2012, where the position was
41%. Important to note in the calculation of the rankings are some of the measures
utilised to come to the score. South Africa places 53" overall when it comes to the
ease of starting a business. This measure has dropped 10 places since 2012, where

the same measure was in the 43" position. It is favourably placed in comparison to
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other Sub-Saharan African participants in the report, with the number of procedures,
the time it takes and the cost all favourably indicating that to establish an operation in

South Africa is less onerous than in neighbouring environments.

Figure 1.1: South Africa rank in Doing Business Economy Rankings

France 34
Slovenia 35
Cyprus 36
Chile a7
lzrael 38
Ul somares s 3 |
T o T T W T
Puerto Rico 41
(3.
Bahrain 42
Peru 43
Spain 44

Source: The World Bank, International Finance Corporation (2013)

Certain factors, notably getting access to electricity, enforcing contracts and trading
across borders are measurably worse in the overall rankings for South Africa, sitting
150", 82™ and 115™ respectively. Further work will be done in this research report to
understand the challenges faced by small business when seeking to establish and
grow their operation. Figure 1.2 illustrates the summary table of each of the factors
utilised to determine the overall ranking for South Africa in the Doing Business (2013)

rankings.
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Figure 1.2: South Africa Summary Ranking

REGION Sub-Saharan Africa DONGEUSINESS  DOINGBUSINESS | CHANGEIN
INCOME CATEGORY Upper middle income 35 41 4+ 2
POPULATION 50,586,757

GHI PER CAPITA (USS) 6,960

TOPIC RANKINGS OB 2013 Rank OB 2012 Rank Change in Rank

Starting a Business 53 43 + 10
Dealing with Construction Permits 39 38 + -1
Getting Electricity 150 148 + -2
Registering Property 749 T3 + -1
Getting Credit 1 1 Mo change
Protecting Investors 10 10 Mo change
Paving Taxes 32 34 t 2
Trading Across Borders 115 145 + 30
Enforcing Contracts 82 a3 t 1
Resolving Ingohvency 84 a1 + -3

Source: The World Bank, International Finance Corporation (2013)

In his article “Decent work means decent business”, Sunter (2011) proposed that South
Africa should create an environment in which small business growth can take place,
and has voiced the opinion that as a nation, South Africa should change the grand
objective of creating five million jobs by 2020 to one of creating one million new
businesses by 2020, hiring five employees per business, with the result that it leads to
at least five million additional jobs. Sunter expanded on this to posit that if informal
sector champions could graduate into the formal business sector, they could potentially
become world-class players with an international customer base sometime in the

future.
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The World Economic Forum (2012) lists South Africa at number 50, out of 142
countries, in its Global Competitiveness Report for the 2011/2012 period. This is a
slight improvement on the previous period where the country was in 54" position.
Notably, the rank for innovation and business sophistication improves the overall score,
placing South Africa in the 39™ position and indicating an opportunity to take advantage

of innovation opportunities.

Labour market efficiency, a measure for the effectiveness of the workforce in the formal
and informal sectors, ranks South Africa as low as 95", showing the gap between the
availability of an innovation capability and the ability to create meaningful job
opportunities as a result. This serves to illustrate the low level of productivity of the
workforce, where the Global Competitiveness Report (2012) can indicate the
sophistication of the business sector, but at the same time, the inefficiency of the
labour market. This indicates a wide gap between two factors that should be more
closely aligned.

1.1.2 Therole of small business

Data out of the United States showed that two thirds of new jobs are created by small
business with roughly the same percentage of revenue created from small business
being plowed back into the same segment (American Express, 2011). In South Africa,
small and medium enterprise accounts for 91% of the formal business entities within
the economy, providing approximately 60% of the employment contribution (Kongolo,
2010).

The most pressing problem facing South Africa today is the absence of sustained
economic growth in job creation, which is essential to reduce poverty, increase equality
and improve living conditions (Lewis, 2002). One of the most significant characteristics
of a flourishing economy is a successful small business industry, mostly because of the

role it plays directly or indirectly in creating employment for the growing rural and urban
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employment force, providing desirable sustainability and innovation in the economy as
a whole (Kongolo, 2010).

The small and medium enterprise sector is an important vehicle for addressing the
challenges of job creation, economic growth and equity (Global Entrepreneurship
Monitor, 2010) and in many developing economies like South Africa, small businesses
have been shown to contribute substantially to job creation, economic growth and more

equal income distribution (Lewis, 2002).

The official unemployment rate in South Africa as at the second quarter of 2012
(Statistics South Africa, 2012) was sitting at 24.9%, an improvement of 0.3% on the
previous quarter and 0.8% in comparison to the same quarter in the previous year,
largely due to growth of jobs in the formal sector. More concerning is the labour force
participation rate of 54.5%, with over 4.4 million people unemployed.

Moscarini and Postel-Vinay (2011) do raise an interesting argument in their work by
stating that small businesses are the engine of job creation at times of high
unemployment, when compared to job creation within large firms or establishments
through business cycles, which is typically when jobs are needed more. Large
employers destroy more jobs than their small business counterparts when
unemployment is greater than usual, similarly creating more when unemployment is

less than trend. This can typically be seen late into or right after the end of a recession.

1.1.3 Access to finance for small business owners

While the increase in the establishment of small business activity in difficult financial
times is shown to increase job creation, access to funding is linked directly to the credit
history of the entrepreneur or small business owner and the availability of sufficient

collateral to back up the risk of the loan required (Wang & Greiner, 2011).
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The conditions set by most financial institutions for small businesses to get access to
loans disqualify most applicants from getting access to the necessary finance and due
to the limited resources, both financially and in terms of staff, disproportionately affect
small businesses (Kongolo, 2010). The nature of traditional institutional lending models
and credit regulations put in place to control lending to small business is primarily

focused on reducing the risk on the lending book (Wang & Greiner, 2011).

Berger, Cowan & Frame (2009) illustrate the challenge small businesses face in
gaining access to finance from traditional institutions in that they typically have much
less historical information available in comparison to large corporations as a result of
not having certified audited financial statements to yield credible financial information
on a regular basis. These firms typically do not have publicly traded equity or debt,
yielding no market prices or public ratings that might further add any credibility or

suggest their quality.

The New Growth Path (Republic of South Africa, 2010) sets out the need to strengthen
access to finance for small enterprises in order to bring more citizens into economic
activities and the creation of specified mechanisms to do so, therefore widening the
enterprise pool in the country as one key step to promote the growth of new

enterprises.

Lewis (2002) singles out efforts by government to increase access to finance for small
business as a critically important component to creating a more dynamic and
developed small business segment. In his research, Lewis (2002) points out that in the
South African context, small business owners tend to rely on their own existing savings

or borrowing from family to finance their working and investment capital.

Interestingly enough, the World Bank (Doing Business, 2013) ranks South Africa

number 1 out of the 183 countries included in the indicator for getting credit; showing
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no movement from the previous year. This seems to throw doubt into the fact that it is
difficult to gain access to finance for small business. This is largely a result of the
quality of the coverage of the private credit bureaus, as there is no public registry in
South Africa. Due to this, the definition and measure of “getting credit” as per the World
Bank is misleading and does not translate to the challenges faced by the small
business owner. What it does not allude to, however, is the difficulty that the small
business experiences when trying to access finance to start their business and then
furthermore, to grow their business when additional funding is required. While the
availability of credit information is a large driver in the high ranking, the difficulty of
getting finance on the ground will be further explored through the research process.

By understanding where South Africa is situated in relation to its peers from a
competitiveness perspective (Global Competitiveness Report, 2012) and the
measurement of how easy it is to do business (World Bank, 2013), and overlaying this
with the targets laid out in the New Growth Path framework (2010) we begin to get a
picture for the importance of facilitating growth in the small business sector.

Chapter one and the foundation for the research is approached in a similar way to that
of a funnel (figure 1.3). Much like the lip of the funnel is broad; the state of
competitiveness gives a broad overview and sets the scene for the challenges faced at
a National level. The funnel then narrows as the role of small business is addressed
within this national picture and the role of creating jobs is understood within the small
business context. Lastly, as we move lower down towards the spout of the funnel, the
importance of gaining access to finance to establish and grow these small business

operations is further explored.

This analogy indicates a movement from a broad positioning into one with specific
relevance to a challenge faced by the small business and one that will be further

investigated in the second chapter of the research.
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1.2 Research Motivation

Despite research being available regarding the conditions that determine the success
factors for small business, as well as the importance of small businesses in job
creation, there is less information available regarding how disruptive innovation can be
utilised to provide finance to small businesses in order for economic growth and job

creation to occur.

This study investigated the role of a peer-to-peer lending platform as a disruptive
innovation and a potential alternative solution to traditional financial institution’s lending
practices. It sought to understand what role this type of disruptive innovation might
have to play in providing access to finance for the small business owner when first

seeking to establish an operation and furthermore, to grow it.

Clayton Christensen’s work on disruptive innovation (Christensen & Raynor, 2003)
forms the basis for the investigation into disruptive innovation as a model for the
introduction of new business models and technology, to better understand whether or
not peer-to-peer lending models offer a realistic alternative for access to finance for

small businesses and the success factors relating to the use of these platforms.

1.3 Research Scope

This paper is conducted in the financial services field and will focus the on the small
business customer and not on large organisations. Further to this, it seeks to
understand innovation and the role this plays in the sphere of business. A specific
focus on disruptive innovation theory will be highlighted and will form the focal point of

the research.
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The existing literature on disruptive innovation will be critically analysed in order to
further understand how this might impact the small business customer when gaining
access to funding. The paper, however, does not look extensively at other sources of
funding, such as private equity, venture capital or angel investment.

Further to this, the research will focus on peer-to-peer lending models and platforms
and seek to understand the role that a peer-to-peer lending platform plays in gaining

access to finance for small business owners.
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2 CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

Chapter two builds on chapter one’s positioning of:

e The state of competitiveness in South Africa,
e The role of small business in job creation and

e The ability of small business owners to gain access to finance

and the role this plays in the growth and sustainability of the small business segment.

The research explored the literature in order to understand the definition of innovation
and profiles the three different types of innovation. Further to this, the characteristics
that define these innovation types and how they differ from each other. The research
then focused in on disruptive innovation to identify what the unique characteristics were

that separate this type from the other two forms of innovation widely utilised.

Chapter two also explains the nature, role and growth of peer-to-peer lending platforms
and their increased usage as an alternative source of finance. The research utilises
Christensen theory of disruptive innovation (1997; Christensen & Raynor, 2003) as a
framework for the role that peer-to-peer lending platforms can play in providing this
alternate source of finance. By identifying that peer-to-peer lending platforms are a
disruptive innovation to traditional financial institution lending practices, chapter two will

lead into the research propositions for this paper.

Page 12



v CORDON INSTITUTE

Universiteit van Pretoria  OF BUSINESS SCIENCE
University of Pretoria -

2.2 Types of Innovation

2.2.1 Innovation as a concept

Rogers (1962) describes an innovation as an idea, practice, or object that is perceived
to be new by an individual. Even if the innovation is objectively new, it is the perception
of its newness to the adopter of the innovation that matters. The characteristics of an
innovation are seen as important factors in determining the rate at which it penetrates a
market (Flight, Allaway, Kim & D’Souza, 2011).

Jaakkola and Renko (2007) cite Rogers (1962) as the most commonly recognised
scheme for evaluating the characteristics of an innovation and explain his five
constructs, being: relative advantage, compatibility, trialability, observability and
complexity. While these are measures to test the characteristics of a specific
innovation, they do not define the characteristics themselves.

When looking at diffusion of products in the market, Gartner (2012) utilises their hype
cycle methodology to determine whether or not the promise of the technology matches
up to what is actually commercially viable. It also acts as an indication of where the
technology might evolve to as it matures. In many instances, new innovations will be
adopted more quickly when the technology shows rapid movement from the time it is
first introduced, referred to as the technology trigger, through a point where it starts to
show real value in productivity upliftment and becomes a mainstream offering. Figure
2.1 illustrates the Gartner Hype Cycle and how an innovation can shift through the

various stages of maturity in order to meet or fail to meet a customer’s needs.
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Figure 2.1: Gartner Hype Cycle

PEAK OF
INFLATED
EXPECTATIONS

PLATEAU OF
PRODUCTVITY

TROUGH OF
DISILLUSIONMENT

TECHNOLOGY
TRIGGER

Source: www.Gartner.com (2012)

In addition, innovation is a process through which new products and services are

created from the generation of new ideas and the development of these ideas. (Marin-

Garcia, Aznar-Mas & de Guevara, 2011). These provide new solutions to problems and

become useful to companies and to society. As a result, innovation starts with an idea

and through a process of development becomes a commercial output.

Innovation can converge across many dimensions (Marin-Garcia et al, 2010) and can

be an incremental enhancement on existing processes, new business models within an

organisation or even the launching of new markets. In this way, innovations can be

considered to have either an incremental or radical nature and are classified based on

the level or degree of innovation achieved.
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Backes and Janke (2004) assess the key characteristics that define an incremental, or
“sustaining” innovation versus those of a radical, or “breakthrough” innovation. They
describe incremental innovation as being negatively correlated to breakthrough
innovation and primarily focused at planned, process driven improvements on existing
products and services. In contrast, radical innovations are those that often dramatically
change social or business practices and create something completely new, causing a
breakthrough and a significant impact in the market (Marin-Garcia et al, 2011).

The Australian Institute for Commercialisation (2012) elaborates further to say that
while radical innovation often entails high uncertainty and high risks, the potential for
high returns, though not guaranteed, is always a possibility. Incremental innovations,
the most common form of innovation today, although essential to business
improvement, are likely to often only produce incremental growth.

Clayton Christensen (1997) popularised the concept of disruptive innovation theory as
a powerful means to broaden and develop new markets and provide new functionality,
which in turn, disrupts existing markets (Yu & Hang, 2009). Disruptive innovation
occurs when a firm, attracted by a potential new market, introduces a new set of
performance parameters that allows it to compete against existing incumbent products
and services (Christensen & Raynor, 2003). These parameters often involve offering
‘good enough’ quality at a lower price point (Harrison, 2010)

This provides us with three types of innovation, namely incremental, radical and
disruptive, of which Christensen’s Disruptive Innovation (1997) is the focal point for the
research. Christensen initially based his work on the theory of disruptive technology
(1997), but later changed the focus to that of disruptive innovation to encompass other
components that were not necessarily technology related in their essence (Christensen
& Raynor, 2003).
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These three innovation types can be illustrated in a model (figure 2.1) where

incremental innovation (1) occurs at a point where risk and the impact of the innovation

are low. Disruptive innovation (2) exists where mainstream products and services

already exist, but seeks to change the performance of the disruptor over time

(Christensen, 1997; Yu & Hang, 2009) and lastly, radical innovation (3) which often

seeks to create new business models or markets for a new product or service (Marin-

Garcia et al, 2011).

Figure 2.2: Types of Innovation

Disruptive
Innovation Radical

Innovation

Risk

Incremental
Innovation

Impact

Source: Author’s own (2012)
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2.3 Disruptive Innovation
2.3.1 Introduction

Disruptive innovation forms the basis for the literature review in the research paper and
is a key building block in positioning the need for an alternative solution to meet an
unmet need in the access to finance for small business owners. This section will outline
what disruptive innovation is and what the principles and characteristics of a disruptive
innovation are. In addition, it will look at where disruptive innovations are most effective
and what types of customers are typically willing to adopt a disruptive innovation

instead of an incumbent mainstream offering.

Disruptive innovation happens in a process (Yu & Hang, 2009) where different values
from mainstream offerings are created and are typically initially inferior to the
incumbent product offerings (Christensen, 1997). An innovation that is disruptive allows
a whole new population of consumers access to a product or service that was
historically only accessible to consumers who had available resources, either finance

or a certain skill (Christensen & Raynor, 2003).

Yu and Hang (2009) elaborated on Christensen’s theory to say that these disruptive
innovations typically experience a change in performance over time, with only niche
segments, the early adopters, being served initially. As further development is
undertaken, and the attributes of the disruptive offering are enhanced, it begins to

attract a more mainstream following.

At this stage, the performance of the established offering is still superior and is typically
improving, if only incrementally, as well. In some instances, the traditional offering can
actually exceed the demand of the mainstream customer and leave these customers

over-served (Christensen and Raynor, 2003). The market disruption occurs when,
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despite inferior performance, the disruptive offering replaces the incumbent offering in

the marketplace and is adopted by the mainstream customer base (Yu & Hang, 2009).

2.3.2 Principles of disruptive innovation

Christensen and Raynor (2003) posited that incumbent companies do not stop
innovating as they grow; rather the kind of innovation they focus on is very different to
the innovation practiced by new entrants. The on-going pressure for new growth draws
incumbents towards sustaining innovation, that is, innovation focused on the most

attractive customers at the higher end of the market.

Disruptive innovation theory explains what kinds of products can outperform already
existing products or innovations on demand and seeks to make improvements on
products or services for the consumer (Demuth, 2008). In addition, disruptive
innovation does not always mean that it will always be new entrants or emerging
businesses that will replace the incumbent, or that the disruptor must be a start-up firm
(Yu & Hang, 2009).

Incumbent firms can focus on satisfying their least price sensitive customers with
incremental innovation in order to sustain the customer requirements. In this way, as
long as the incumbent firm, a financial services institution in this case, continues to
update and innovate on its current offerings, a portion of their customer segment
should remain unaffected (Schmidt & Druehl, 2008).

The process of disruptive innovation is dynamic (Christensen and Raynor, 2003) which
is why the threat to sustaining, iterative innovators intensifies over time. The market
then founded on the product deemed “good enough” is then ripe for disruptive

innovation. The on-going challenge for innovators is to become serial disruptors and
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constantly create disruptive products, to prevent the threat of becoming sustaining

innovators.

Figure 2.2 illustrates that organisations that tend to innovate faster than their
customer’s lives change, end up producing products and services that are too good,
too expensive or simply inconvenient for much of the customer base. As a result, when
these organisations continue to perpetuate what has historically helped them to
succeed through sustaining innovations, the door is opened to disruptive innovation
that not only challenges the sustaining innovation, but often tend to replace them
(Christensen and Raynor, 2003).

At a point in time, the functionality or performance that is actually valuable to the
customer is exhausted with the sustaining innovation and a new product, the disruptive
innovation, identifies the performance most relevant to the customer. This creates a
shift where the disruptive innovation allows the new competitor to capture customer
share (Christensen and Raynor, 2003). The disruptive innovation occurs at the point

where the trajectories intersect.

Figure 2.3: Disruptive Innovation Model
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Danneels (2004) stated that despite how widespread Christensen’s work on disruptive
technology has become in business circles, there seems to be a lack of constructive
criticism of the core concept of his disruptive innovation theory. This extends to its
mechanisms and effects on firms and industries. In order to address customer needs,
Danneels (2004) proposed that incumbent firms that fail to identify technological
advances and changes in the marketplace, or changes in customer needs linked to
market conditions are more likely to be impacted by disruptive forces. In addition,
Govindarajan and Kopalle (2006) and Yu & Hang (2009) highlighted that where the
nature of the customer base is emerging, the more disruptive the innovation could be.

2.3.3 Innovating in emerging economies

This section looks at the environment in which the adoption of a disruptive innovation

would thrive and poses the background to research proposition one in chapter three.

The alignment between the requirements of low-income customers and the
characteristics of disruptive innovations can often be seen where the innovations are
required to address social and environmental challenges (Hart & Christensen, 2002). In
these circumstances, disruptive innovations can make large impacts further down the
income pyramid where markets are not yet fully served and alternatives are required to

generate potential growth.

Hart & Christensen (2002) stated that developing countries, or emerging economies,
are ideal target markets for disruptive technologies. There is typically an unmet need in
these markets that the disruptive innovation seeks to address. While mainstream
solutions might be in place, these can still fall short of providing the outputs that

customers in these markets require (Yu & Hang, 2009).
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Disruptive innovation is not only about displacing competitors, but about generating
growth through enlarging existing markets and creating new ones, this is largely due to
an increase in aggregate demand for the products of an industry (Harrison, 2010;
Utterback & Acee, 2005). Disruptive innovation very often provides a product or a
service to people who would otherwise be left out entirely or who are not appropriately
served by the existing offerings in the market. This opens the door for alternative
solutions to meet the same, or a similar need (Hart & Christensen, 2002).

Disruptive innovation in the financial sector is perhaps best understood in the context of
Grameen Bank in Bangladesh where a disruptive model provided finance to a
population in great need through microcredit (Hart & Christensen, 2002). Similarly,
these innovations exist in the midst of establish financial sector practices, yet where the
funding for small enterprise or individuals does not extend beyond existing credit

models.

Forcing a potentially disruptive model into an existing industry, financial services for
example, where an incremental innovation approach is more the norm, puts the
disruption directly in the path of incumbent offerings (Hart & Christensen, 2002). The
flip side to this is that the potential rewards that result from targeting unmet needs in
emerging markets provides a dual benefit; corporate growth and a more balanced

macroeconomic sphere of development.

2.3.4 Characteristics of disruptive innovation

This section will highlight the characteristics, as defined by the literature, of a disruptive
innovation and will form the basis of comparison for the second research proposition in
chapter three. The characteristics of all three types of innovation will be compared in a

matrix, with specific focus on disruptive innovation.
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Tellis (2006) commented on Christensen’s theory (1997) of disruptive innovation by

highlighting five key components that define this form of innovation:

¢ Itinitially underperforms incumbent solutions

¢ It has new features that customers value and is typically cheaper, simpler, more
convenient than the incumbent offering

e The most profitable customers of incumbent firms generally do not want to
utilise these disruptive innovations, leading to them being commercialised in
emerging markets or with under-served customers

e The disruptive offering steadily improves in performance over time to catch up
with the demands of the mainstream market

e This results in the disruptive offering replacing the mainstream offering

Tellis (2006) posits that customers who have already made use of a mainstream
offering, in this case the small business owners who have made use of a financial
institution to gain access to finance, are those that are least likely to adopt a disruptive
innovation until it has eventually migrated to a mainstream offering. Those customers
are typically less price sensitive and have found that their needs are met by the
incumbent product or service. It is for this reason that disruptive innovations tend to be
adopted more quickly in emerging markets, where the needs of the customer are
largely under met (Hart & Christensen, 2002; Schmidt & Druehl, 2008).

Disruptive innovations can typically be characterised by a few key elements
(Christensen, 1997), these include:

o Affordability

e Simplicity

o Different performance parameters

e Convenience

¢ New business models, including different cost structures

e Product architecture overhaul
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Christensen (1997) stated that disruptive technologies are typically aimed at customers
who cannot afford the mainstream offering, and as a result are likely to be sold at a
lower price point in order to be more affordable and to penetrate the market. In
addition, disruptive innovations often start out as more simplistic offerings, with fewer
features than the incumbent product, but aimed at being easy to use. Different
performance parameters refers to the fact that disruptive innovations often cannot
compete with the incumbent product as far as the existing performance criteria are
concerned. Danneels (2004) explained that disruptive innovations compete by
changing the metrics that the incumbent firm competes within.

Convenience plays a large role in the effectiveness of a disruptive innovation,
Christensen (1997) posited that the disruptor must be easy to use and efficient and
must be accessible and easy to locate. In order for a disruptive innovation to be able to
threaten the incumbent offering, it must be able to offer something that the existing
product does not, while allowing the producer to provide it at a lower cost. This often
involves devising a new business model to assist in lowering the price and capturing
more customers for less (Christensen, 1997). Lastly, Christensen (1997) believed that
in order for the disruptor to challenge the incumbent product, a full overhaul of the
product architecture, rather than mere incremental change, was required. This would

allow it to meet a new set of customer needs, potentially not yet defined.

Table 2.1 illustrates a comparative matrix of the three types of innovation, incremental,
radical and disruptive, where each characteristic is captured as identified in the
literature. The characteristics of a disruptive innovation are highlighted in red. The
matrix indicates that both incremental and radical innovations operate at product and
industry level respectively, while the disruptive innovation characteristics have the
customer at the core of the innovation. Disruptive innovations attempt to meet an
unmet need for the customer in an existing market, bringing more solutions to
underserved customers where incumbent products exist, but only suit the mainstream
customer (Utterback & Acee, 2005; Hart & Christensen, 2002).
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Table 2.1: Innovation Characteristics Matrix

Type of
innovation

Innovation Characteristics per type

Incremental/Sustaining

Radical/Breakthrough

Disruptive

Low uncertainty

High level of uncertainty

Affordability

Exploits existing products
and services

I
I
I
I
]
I
I
I
I
i

Explores new opportunitie

Simplicity

Key players operate across
functional teams

Key players are cross
functional individuals

Convenience

Business plan developed at
the outset

The business plan evolves
throughout the process an
is discovery based

Flexible product
parameters

Formal process followed

Informal process

New business models

Improves existing products
and processes

Development of new
products and services

e i

Differing performance
parameters

Source: Author’'s Own (2012)
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2.4 Peer-to-peer lending

The term peer-to-peer (P2P) lending describes the loan origination process between
private individuals on online platforms. These lending platforms were initialised by
groups in online social networks and the first peer-to-peer lending platforms were
started in 2005. As a result, peer-to-peer lending is a relatively young research field
(Bachman, Becker, Buerckner, Hilker, Kock, Lehmann, Tiburtius & Funk, 2011).

A peer-to-peer lending platform is an infrastructure where each peer can play the role
of a client and a service provider at the same time, in such a way that the peer looking
for access to finance is able to connect with the peer who has finance available (Wang,
Wong, Lin & Varadharajan, 2007). Peer-to-peer lending, in its more traditional sense, is
the oldest form of credit, where any store of value could be lent to a borrower with the
promise of a future repayment in turn (Meyer, 2006). While the principle of peer-to-
peer lending is not new, the practice of lending money to family members, or within
communities dates back long before the establishment of traditional financial
institutions (Wang & Greiner, 2011).

2.5 Growth of online peer-to-peer lending platforms

Peer-to-peer lending platforms such as Zopa (Hulme & Wright, 2006) in the United
Kingdom were launched in 2005 and continue to grow, while others such as Prosper in
the United States (Meyer, 2007; Wang & Greiner, 2011) have identified the opportunity
and entered the P2P lending market as well. The increase in online accessibility and
the creation of new online platforms that serve to match those people who need

finance, with those who have available cash to lend, are on the rise (Meyer, 2006).

Peer-to-peer lending schemes have also served to highlight that due to the legacy of
unethical investments and a lack of perceived transparency of traditional financial

institutions, this may be the cause of higher usage of social network lending models in
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the place of traditional systems (Hulme & Wright, 2006). The extent to which it is now
being formalised, or has become a recognisable alternative to borrowing from financial
institutions, otherwise known as institution-to-individual lending, is on the rise (Wang &
Greiner, 2011).

In the period between 2006 and 2008, twelve new social lending websites opened
around the world, these were all aimed at connecting lenders with borrowers without
the intervention of a traditional financial institution involved in the transaction
(Freedman & Zhe Jin, 2008). Online businesses such as FundingCircle and ThinCats
are two key players who specialise in the provision of peer-to-peer lending facilities to
small businesses where individuals or businesses offer to lend specific sums of money
at interest rates that the lenders choose themselves, creating a social network of
investment lending (Bartram, 2011).

Figure 2.4 illustrates the rapid growth of loans dispersed over peer-to-peer lending
platforms from two of the prominent United States based P2P firms, Prosper and
Lending Club. Since inception in early 2006, loan dispersement as a cumulative
running total of the two organisations grew from a zero base until it reached the billion
dollar mark in April 2012.

United Kingdom based peer-to-peer lender Zopa posted an amount of 150 million
pounds dispersed between members in April 2012 (Zopa, 2012). While these are only
three of the large P2P lending platforms, they are indicative of the volumes and
appetite experienced in the social lending market by customers seeking access to

funds.
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Figure 2.4: Rapid growth in P2P lending volumes
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2.6 Disruptive innovation and peer-to-peer lending

Characteristics of disruptive products, at least in their initial stages, can include lower
gross margins, smaller target markets, and be presented as a simpler offering that may
not appear as attractive as existing solutions when compared against traditional

performance metrics (Christensen and Raynor, 2003).

As long as borrowers and lenders are content that they can safely utilise social network
models such as Zopa, Kickstarter and Prosper to transfer funds, the usage of
community based transactions will flourish. It is with this in mind that the openness of
social network lending comes under the microscope as the protection, privacy and
security of personal information is at risk. Bohme & Potzche (2009) concluded that the
disclosure of more personal data is rewarded in the market place with more favourable
conditions, such as lengthier repayment terms and lower interest rates between the

borrower and the lender.
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An incumbent organisation, in this case, a financial institution, may fail to take action
and may, therefore, be the subject of a disruptive innovation with catastrophic
ramifications in the long run (Schmidt and Druehl, 2008). Peer-to-peer lending
platforms serve to create a network where a traditional financial institution plays no part
in the transaction between borrower and lender, thus disintermediating them from the
transaction (Meyer, 2006). This potentially creates a space for financial institutions to
provide alternative services in the end-to-end process, harnessing on areas of
expertise such as facilitating the transaction of funds between the borrower and lender,
providing access to legal parties to structure contracts, administrate the loans and

provide advice to the parties in the loan.

2.6.1 Peer-to-peer lending platforms replacing traditional offerings

Peer-to-peer communities introduce virtually unlimited options for peer-to-peer or
institution-to-individual lending without the need for traditional institutions to play a role
(Lin & Viswanathan & Prabhala, 2009). With record low interest rates provided by a
network of investors and driven by a reduction in bank lending, new business models
built on a client friendly technology innovation platform have created a space in the
market for peer-to-peer lending sites to provide much needed finance to small business
(Bartram, 2011).

While financial institutions continue to use historical credit models to assess the
financial risk of a lending transaction, and thus turn away small business not meeting
these conditions (Hulme & Wright, 2006), peer-to-peer lending platforms create a
credible alternative for the small businesses that financial institutions do not wish to
fund (Bartram, 2011).

Peer-to-peer lending platforms are generally best understood as a marketplace for

small business owners or individuals to build up their credit history, to gain basic
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business skills and to develop networks of support that may not be readily available in
traditional financial institutions. Additionally, peer-to-peer lending groups create
important identity benefits for members, giving them a sense of belonging in a
community of entrepreneurs or small business owners that they do not normally

experience by borrowing from a bank (Kibria, Lee & Olvera, 2003).

Peer-to-peer platforms function on almost the same criteria of a traditional financial
institution. This criteria includes the provider of the peer-to-peer platform giving a
service to lenders where they can subscribe to loans according to a risk profile,
authentication of the identity of borrower and lender, the creation of a contract between
the parties, calculation of interest on the loans, monthly repayments and the movement
of loans into arrears upon missed payments and the subsequent collection on these
defaulted loans. These characteristics mean that the peer-to-peer platform effectively
replaces the financial institution as an intermediary by allowing the online transactions

between borrowers and lenders to occur (Groeneveld, 2011).

2.6.2 Disruptive innovation and peer-to-peer lending

Danneels (2004) explained that even though disruptive technologies initially
underperform established ones while becoming entrenched as an alternative product in
serving the mainstream market, they eventually displace the established technologies.
In the process, entrant or incumbent firms that supported the disruptive technology
eventually displace other incumbent firms that supported the old technology.

Schmidt and Druehl (2008) highlighted the point that disruptive innovation has more to
do with the characteristics of the innovation itself and nothing to do with the
organisation that introduces it. In fact, the role of the incumbent firm in intr