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Ready For 2022

Michael Solecki, CFA
Chief Investment Officer,
Fundamental Growth and
Core Equity

Global equity markets recorded a strong year in 2021,
with a rally in December that pared losses from November’s
sell-off ensuring healthy final quarter returns. US equities
carried global markets, with the S&P 500 index recording
its strongest quarter for the year against the backdrop of
robust consumer spending, a rebounding labor market,
and monetary policy that remained accommodative.
The market overcame a litany of concerns through 2021, including uncertainties around
resurgent COVID-19 case numbers, accelerating inflation and hawkish comments from central
banks that tapering of bond purchases was on the horizon, most notably from the US Federal
Reserve. In addition, Chinese market volatility and persistent global supply chain disruption
continued to ripple through global economic activity.
On the positive side, equity investors found strength in focusing on corporate profitability,
where earnings reported for the third quarter broadly beat market expectations, especially
in the United States and Europe. Earnings surprises to the upside were a key catalyst for
outperformance in 2021 and, in effect, allowed consensus forward valuations to fall despite
the market’s rise — this reflected the “benign derating” we spoke of earlier in the year.
The reopening trade faltered with the rise of the Delta and Omicron variants, and while some
of the Fundamental Growth and Core strategies underperformed in the fourth quarter, China
Equity Select, Global Equity Select, and Canadian Equity showed resilience in delivering positive
relative performance for the year. The three and five year track records remain strong with the
majority of the platform outperforming over both periods.
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Looking forward, our primary considerations for 2022 revolve around interest rates and
inflation, COVID-19 infection waves/economic reopening, and continued progression of
corporate earnings. The market three-way tug of war between reopening cyclical, risk-off,
and long-duration growth continues, with the leading performers shifting frequently. In this
environment, our positioning is balanced with exposure to quality, sustainable growth companies
trading at reasonable valuations that we believe will perform well in this environment.
In this edition of our newsletter, our first article provides an overview of Central Bank Digital
Currencies (CBDC). We discuss why central banks are focused on them and their potential
impact. In the second article, we examine the impact fintech is having on developing economies
in Latin America and EMEA.
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Central Banks
Eye Digital Currencies

Viki Farmaki, CFA
Research Analyst
Eric Greenshields, CFA
Research Analyst
Prescott Owusu
Research Analyst

Understanding CBDCs

Digital currencies are increasingly in demand across
the globe. Central banks have taken notice and are
investigating the creation of their own Central Bank
Digital Currencies. In this article, we explain what CBDCs
are, why central banks are focused on launching them,
and the threats and opportunities that this development
poses for players within the current financial system.
At the outset, it is important to understand what a Central Bank Digital Currency (“CBDC”) is
and what it is not. A CBDC is a digital payment instrument, denominated in the national unit
of account, which is a direct liability of the central bank, like cash1 — so there is a backstop
and this differentiates CBDCs from cryptocurrencies. CBDCs are effectively a digital form of
money that is issued and backed by central banks. Currently, only financial institutions have
access to electronic central bank money in the form of reserves, while a CBDC could be used
by households and businesses to make payments and store value.2 The architecture of CBDCs
can differ in how they are set up and how the public and private sectors work together, but the
quintessential feature is that there is direct settlement in central bank money. The core features
of any CBDC instrument and its underlying system include: ease of use; low cost; convertibility;
instant settlement; continuous availability; and a high degree of security, resilience, flexibility
and safety.3
What CBDCs are not are cryptocurrencies. The fundamental difference is that CBDCs are
backed by central bank reserves whereas crypto assets are privately issued and not backed by
any central party. They are not considered a currency or money as they are too volatile to be a
reliable medium of exchange. A CBDC is designed to be a risk-free form of a currency issued by
a central bank that would serve to deliver all the key functions of money.2
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Figure 1
CBDCs are a New Type
of Central Bank Liability
Central Bank Balance Sheet
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CBDCs are a technologically advanced representation of central bank money
Current Electronic Central Bank Money
Source: Bank for International Settlements (BIS). For illustrative purposes only.

Why Central Banks
Are Going Digital

If CBDCs are just another form of cash, it is logical to question why central banks require
them at all. In fact, up until recently central banks themselves did not see the need for CBDCs,
but the tone has now clearly changed. A recent survey found that 80% of central banks are
investigating the potential of CBDC and about half have progressed beyond conceptual research
to experimenting and running pilots.3 The key reasons driving increased central bank interest
in digital currencies include:
To Preserve Financial Stability and Central Banks’ Status CBDCs offer many of the benefits
that are already present in the current cash-based system, but the increasing popularity of stablecoins
(digital assets designed to have a stable price, such as Facebook’s Diem) has helped incentivise
central banks to develop their own digital assets. A stablecoin that goes mainstream is a potential
threat to major central banks as an alternative method of payment. If a stablecoin was to take
significant market share, the central banks would have diminished ability to influence their national
money supply since they would not control the total supply of currency operating within their
borders. In addition, private digital assets would take market share away from global payment
systems, creating financial stability risks if it develops outside of a regulated global banking system.
As Replacement for Cash The pandemic has accelerated the decline in the use of cash
and central banks consider CBDCs as a suitable substitute. Over time, physical cash has
been losing popularity as the shift to credit and debit cards, as well as electronic payments,
continued unabated — the COVID-19 pandemic has simply accelerated this trend. From a
practical standpoint, cash is costly to make, to store, and is easily lost; in contrast, a CBDC
would be cheap to make and have a system that records the location of the digital asset.
Digital transactions that take place today are all claims on physical cash, but the same
transactions via CBDC would be claims to digital assets that are backed by a central bank
and offer the same kind of safety as cash.
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Figure 2
Consumers Are
Using Less Cash
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Source: McKinsey & Company. The 2020 McKinsey Global Payments Report.

Improved Access CBDCs are useful in improving access to central bank money for those who
are on low incomes, are non-banked, and for those who live in jurisdictions where physical cash
is in decline. CBDC transfers across borders offer several benefits over the current system,
including settlement recording and increased liquidity, which leads to a more open and safe
global monetary system. For the low income or non-banked groups, the benefit is clear: a CBDC
would facilitate an almost immediate form of payment to individuals instead of sending checks
via mail to low income or rural families.

“

We think it is important that any potential CBDC could serve as a complement to,
and not a replacement of, cash and current private-sector digital forms of the dollar,
such as deposits at commercial banks”
— U.S. Federal Reserve Chair Jerome E. Powell, May 20, 2021

Potential to Expose Illegal Activity Finally, CBDCs could potentially evolve to expose illegality
as it would allow for greater transparency relative to the use of banknotes. Studies have found
that about a third of all US dollars in circulation are used for criminal activities and tax evasion.4
By implementing capital controls, such as limiting the amounts of cash withdrawal, electronic
payments would inevitably increase — Greece’s experience serves as a good example of this
when they implemented capital controls 2015. The Bank for International Settlements (BIS) has
also stated that cryptocurrencies have been used to facilitate financial crimes, so offering a
CBDC in place of cryptocurrency should help stem the flow of illegal money.

CBDCS and the
Financial System
Threats and
Opportunities

The principal concern for the existing system is that the banks and payment networks
could theoretically be disintermediated by the central banks. The central banks could take
deposits directly and allow for electronic payments between merchants and individuals, thus
diverting revenues from banks and payment networks. However, central banks have clearly
communicated that they are looking for a public-private partnership, which makes sense
when one considers the cost and complexity of the distribution function of the current system.
For example, central banks are unlikely to be eager to take on the burden of customer onboarding and account maintenance; providing technology support; offering bundled services
around checking and banking deposits; or creating from scratch networks of merchants willing
to accept CBDCs. Commercial banks are better at client facing, account opening, and at offering
more sophisticated financial products to customers.
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Central banks would likely want to augment, not replace, existing hard currency, so a scenario
in which central banks completely bypass the existing structures would imply that they would
have to take over the running of bank branches and/or ATM networks. Furthermore, banks
have historically been the most effective underwriter and distributors of credit, which is the
cornerstone of creating the multiplier effect in the monetary system. In addition, bank profits fund
deposit insurance and reserves for credit losses, while payment companies’ profits absorb fraud
losses and fund systems for fraud prevention — both of which create an important buffer for the
economy in bad times. Finally, central banks are keenly aware that they need to design a system
that does not create incentives that would exacerbate stress in the economy. If everyone sought
to move their money out of risky investments into CBDCs at the first sign of stress, it would result
in a “bank run” of epic proportions. It seems unlikely that central banks, which in most cases have
spent centuries developing well-oiled national banking and payments systems, will be motivated
to disintermediate existing players.
We would argue that CBDCs could represent more of an opportunity than a threat for the existing
players. A widely-adopted digital currency would certainly make some banking and payment
functions cheaper to operate, and this should result in overall lower costs to the current players.
A nationally-sponsored digital currency could bring people who were previously “unbanked”,
into the electronic banking system and make it possible for banks to serve them profitably —
this would increase the total addressable market for both banks and payments. The potential
reduction in fraud and theft would also accrue benefits to the banking system. CBDCs will also
likely foster continued innovation in the banking system and support fintech, which in turn should
make the whole system more efficient.

In Conclusion —
CBDCs Are Coming

We believe that CBDCs are not just likely, but a foregone conclusion — the efficiencies and
benefits of digital currencies are just too great for central banks to ignore. However, we envision
a world where the current banking system works in partnership with the central banks, and the
benefits of CBDCs accrue to both. Private capital in conjunction with government regulatory
support will be critical, as it has always been, to support a well-functioning national banking
system. In this world, high-quality financial and payments companies will have the ability to
generate sustainable growth — from an investment perspective, we believe these companies
will provide good return opportunities when purchased at reasonable valuations.
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Fintech: Disruption
and Innovation in Key
Emerging Markets
Michelle Middleton
Research Analyst
Vera Rossi
Research Analyst

Significant advances in technology have taken place
across industries over the past 20 years, and financial
services are no different even though the sector’s
adoption of technology has been relatively slow. This has
been largely due to heavy regulatory burdens, as well as
bureaucracy and resistance from consumers, merchants,
governments, and institutions. But this is changing.
The COVID-19 pandemic has been a strong catalyst for adoption of technology in financial
services, helping the industry move away from traditional in-person banking. Customers are
more willing to try online banking and financial institutions are finding new ways of selling to
customers and providing financial services through digital platforms. As a result, banks with
strong digital platforms generally performed extremely well during the pandemic-driven
lockdowns. Large traditional banks have been incorporating and launching new digital products
to keep up with market trends but have faced intense competition from new challengers who are
nimble, efficient, and less burdened by bureaucracy.

The Fintech
Revolution

Fintech, or financial technology, is defined as computer programs, software and other
technology that supports, facilitates or delivers both banking and financial services. Fintech
merges technology and financial services and is being adopted not only by startups but also by
large established institutions for the creation, management and delivery of financial services.
Progress has differed by geography and in this article we will introduce and explore the state of
fintech in the developing regions of Latin America and EMEA (Europe, Middle East, and Africa),
focusing on the large incumbent financial institutions and their biggest challengers.
Latin America and the EMEA regions are excellent places to enter the fintech business as
the market characteristics and demographics appear very favorable for potential success.
These include:
•

Markets with a high concentration of large banks with low service quality and high fees

•

Large unbanked populations, creating opportunities to explore new market segments

•

High internet penetration and/or high smartphone usage
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Figure 3
Fintech Market Exposure
and Penetration Rates
by Region in 2020

Internet Penetration,
% Population

Mobile Penetration,
% Population

Financial Penetration,
% Population*

Payments Over Internet,
% of Total Payments
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Russia

85
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South Africa

68

162
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39

China

65
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80

86

US

89

134

93

50

World

57

108

68

53

* Account ownership at a financial institution or with a mobile-money- service provider (% of the population ages 15+).
Source: World Bank.

Latin America
Brazil — Fintechs Disrupt
Traditional Banking

Brazil’s financial services penetration is 70%, slightly above the world average of 68%, according
to The World Bank. In terms of percentage of payments over the internet, Brazil is at 59%, which
is above the world average of 53%. In Latin America, Brazil has the most developed fintech
industry, with 771 fintech companies operating in the country as of 2020.5 Approximately 35%
of those firms were operating for less than a year.
In the Brazilian fintech ecosystem, payments are the largest vertical with 190 companies, or
25% of the total. Financial advice moved into second position in 2020 with 122 (16% of total),
overtaking lending with 114 (15%).
The largest fintech players with well-established operations are PagSeguro (payments),
XP (investments), Stone (digital banking, payments, lending), Nubank (lending) and Banco
Inter (digital bank). Mercado Pago, the fintech arm of ecommerce player Mercado Libre, is
among the largest — it is mainly focused on payments but is quickly expanding into lending
and investments. However, the majority of the other fintech players are still in early-stage
development with relatively small operations.
The success of fintech in Brazil was driven by a highly-concentrated banking system, expensive
fees, and product and service offerings with limited client segmentation. This environment,
combined with the development of new technologies and changing regulation, created an
opportunity for new entrants to disrupt the incumbents’ business. The legacy banks in Brazil
have reacted to the competition in the last three years, investing heavily in technology, improving
client segmentation with product and service offerings, and diversifying revenues. In addition,
the increase in digitalization created cost-saving opportunities, with headcount reductions,
traditional branch closures, and the creation of digital branches.
Looking forward, 2022 will likely be challenging for fintech in Brazil due to a deterioration in the
macro environment. Execution risk will be higher as most of the fintech players are still in the
early stages of operations, with the exception of the large and well-established firms. Their gains
in market share are likely to be more limited from here due to the increase in funding costs,
higher delinquency rates and more limited access to capital. The quality of clients and potential
monetization have not been tested, increasing the uncertainty in a weaker economy.
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Mexico — Fintechs
Target Unbanked
Population

Fintech plays a very different role in Mexico compared to Brazil. Fintech is expanding financial
services in Mexico, while it is disrupting the industry in Brazil. Mexico’s financial services
penetration rate of 38% is well below the Latin America average of 54% and the world average of
68%. In terms of payments over the internet, Mexico is at 32% versus the Latin America average
of 48% and the world average of 53%. Informal systems are widely used in the country and the
population has an overall negative perception of financial institutions in general. Smartphones
and internet penetration are at similar levels to Brazil and other countries in Latin America, so the
environment is favorable for technology access to increase financial services penetration.
There are about 450 fintechs in Mexico, with the number of companies growing at an average
rate of 23% in the last four years.6 The players have been focused on the unbanked population,
filling the large gap left by the traditional banks, with better market segmentation and innovative
and low-cost products and services. Fintech is present in several verticals with payments and
remittances companies leading the services and products offerings, followed by consumer
lending, digital banking and, recently, insurance.
In contrast to Brazil, the traditional financial institutions in Mexico already have competitive
fees. As a result, fintechs focus more on product and services innovation. Fintech players are
gaining share by improving market segmentation with more client-tailored products for diverse
demographics and better customer service. Traditional banks and fintechs have been targeting
different market segments in terms of demographics and risk level, with fintech players focusing
on lower income, especially in lending. As fintech companies gain scale, they expand to other
demographic segments, potentially cannibalizing the business of traditional banks. Venture
capital has played a big role in funding Fintech startups in Mexico, where approximately 60% of
the companies are receiving funding.

EMEA (Europe,
Middle East, Africa)

Over the past 10 years, financial services’ penetration in the EMEA region has grown substantially
and is now in line with the world average of 68%. Turkey and Greece are growing the fastest,
increasing seven-fold since 2010. The Czech Republic has the highest penetration rate, followed
by Poland and Hungary. The fintech industry across the Middle East and Africa is still in its
infancy and offers significant upside potential. Africa has limited penetration of financial products
and internet, while Middle East banking consumers are seeking better digital products as the
offerings are still relatively limited even after investments in recent years. In the UAE, where the
population is young and smartphone and internet penetration is over 90%, digital-only banks are
growing much faster than elsewhere in the wider region. Traditional banks will need to step up
their pace of investment in technology to counter the growing threats.

Russia — Incumbents
in Strong Position

Russia’s pace of digital banking adoption has been one of the fastest in the region. With a large
population of 145 million people and internet penetration of 85% — the largest internet audience
in Europe — and a supportive regulatory environment, it’s an attractive place to do business with
a long runway of potential growth. Furthermore, Russia’s financial services’ penetration rate of
76% is well ahead of the world average of 68%, and the share of credit card payments in Russia
increased from 30% to 70% in the five years to 2020.
With 373 banks, Russia’s banking system is fragmented, but the top five banks account for
approximately 65% market share in consumer loans.7 There is a strong state influence in the
banking sector with the clear leaders being Sberbank, 50% owned by the central bank, and VTB,
61% owned by the Russian government. Tinkoff Bank (TCS) started off as a digital monoline
bank, specializing in credit cards, and has never had a physical franchise. It has now expanded
into conventional banking and is a strong challenger to Sberbank and VTB. However, Sberbank
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was an early adopter of digitalization and has continued to focus and build out its digital platform,
which has allowed it to stay very competitive against the newcomers. Sberbank has spent RUB
150 billion (~$2 billion) over the past six years on non-financial M&A.8 Its digital customer base
increased from 27 million in 2014 to 75 million in 2020.
The industry continues to be in flux as a number of local non-financial internet companies have
acquired banking licenses recently including Yandex, Ozon and Wildberries. Competition will
remain an issue for the foreseeable future, but with the largest IT staff in Russia, and the largest
customer base by a significant amount, Sberbank continues to take a leading role in the country’s
technological transformation.

South Africa — New
Challengers Emerge

South Africa has a relatively concentrated banking market with a high risk of disruption by fintechs
and challenger banks. Internet penetration in South Africa is at 68%, slightly behind the world
average. However, banking penetration is at 70% while smartphone penetration is more than 90%.
In the early 2000s, incumbents Firstrand and Standard Bank were dismissive of the digital
threat and were relatively slow to act, leaving them at a disadvantage as challengers emerged.
Capitec launched in 2001 as a microlender, but within a few years garnered more than a 20%
market share, and this continues to grow in key retail and SME products. Capitec has several
advantages over incumbents, including their early adoption of a digital platform as well as having
products and services that are simple, affordable, and accessible to people of all income levels.
New challengers have emerged recently — these include digital bank TymeBank, which is a
mass-market, low-cost player with 4% market share; and Discovery Bank, which has picked up a
0.7% market share, targeting the middle to higher income population with a full-service banking
offering with a generous reward program.
Competition in South Africa is intense with not just banks and financial institutions adopting
digital platforms, but also mobile operators such as MTN, Vodacom, and Telkom. Although
these mobile companies have not found much success in the mobile money business so far in
South Africa, they continue to represent a threat. The top three traditional banks, with 57% client
share, have spent large amounts of money building out their digital offering, and they will need to
continue to do so to maintain leadership. With so many different types of fintech players in South
Africa, it remains to be seen who will achieve the most success.

In Conclusion

Our approach is focused on quality and long-term sustainable growth. We prefer companies with
established and sustainable competitive advantages over more speculative early-stage startups.
We also believe companies with product and service offerings in a multitude of verticals will be
more successful in the long term. While many of the startups may offer significant investment
gains in the short- to-medium-term, we prefer to invest in established banks such as Russia’s
Sberbank, that are investing in technology and adopting fintech, or well-established disruptors
from other industries, such as Latin America’s Mercado Libre, that have the scale to become a
fintech leader in the region.

This information should not be considered a recommendation to invest in a particular security or to buy or sell any security
shown. It is not known whether the securities shown will be profitable in the future.
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or completeness of, nor liability for, decisions
based on such information and it should not be
relied on as such.
The information provided does not
constitute investment advice as such term
is defined under the Markets in Financial
Instruments Directive (2014/65/EU) and it
should not be relied on as such. It should
not be considered a solicitation to buy or
an offer to sell any investment. It does not
take into account any investor’s or
potential investor’s particular investment
objectives, strategies, tax status, risk
appetite or investment horizon. If you
require investment advice you should
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consult your tax and financial or other
professional advisor.
Investing in foreign domiciled securities may
involve risk of capital loss from unfavorable
fluctuation in currency values, withholding
taxes, from differences in generally accepted
accounting principles or from economic or
political instability in other nations. Investments
in emerging or developing markets may be more
volatile and less liquid than investing in
developed markets and may involve exposure
to economic structures that are generally less
diverse and mature and to political systems
which have less stability than those of more
developed countries.
The information contained in this
communication is not a research
recommendation or ‘investment research’
and is classified as a ‘Marketing
Communication’ in accordance with the
Markets in Financial Instruments Directive
(2014/65/EU) or applicable Swiss
regulation. This means that this marketing
communication (a) has not been prepared
in accordance with legal requirements
designed to promote the independence of
investment research (b) is not subject to
any prohibition on dealing ahead of the
dissemination of investment research.
Emerging or developing markets may be more
volatile and less liquid than investing in
developed markets and may involve exposure
to economic structures that are generally less
diverse and mature and to political systems
which have less stability than those of more
developed countries.
Past performance is not a guarantee of
future results.
Equity securities may fluctuate in value in
response to the activities of individual companies
and general market and economic conditions.
The trademarks and service marks referenced
herein are the property of their respective
owners. Third party data providers make no
warranties or representations of any kind relating
to the accuracy, completeness or timeliness of
the data and have no liability for damages of
any kind relating to the use of such data.
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