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A BRIEF HISTORY 

Technology has enhanced almost every aspect of our lives 
in recent years, but some things change more quickly than 
others. While financial services have largely been trapped 
in the past, improvements are finally on the horizon. Tech 
is enhancing the way we invest savings, make payments, 
conduct research, trade securities, and...lend money. 

The rise of alternative lenders (sometimes called mar-
ketplace lenders) is due to a number of factors, including 
extraordinarily low interest rates, a strong regulatory 
response to the global financial crisis, and an abundance of 
venture capital. More fundamentally, the influx is the result 
of various structural challenges faced by more traditional 
lenders, like banks. Legacy technology, unwieldy bureau-
cracies, and regulatory barriers all put these firms squarely 
in the crosshairs of new players that are not burdened with 
branch systems or old processes. 

The result? Specialized lenders who are both nimble and 
competitive are bringing safe and affordable financing to a 
growing number of individuals and small businesses. These 
borrowers are benefiting from lower rates, quicker turn-
arounds, simpler documentation, and better user experienc-
es. Just as importantly, these lenders do not use deposits to 
fund lending, so outside investors now have the opportunity 
to allocate a part of their portfolio to an attractive asset 
class that was virtually inaccessible only a few years ago.

WHAT IS ALTERNATIVE LENDING?

Alternative lending platforms were initially started as a way 
to allow people to lend money to each other. This peer-
to-peer (P2P) model followed a well-worn path of internet 
startups exploiting technology to democratize an important 
service while eliminating middle men. Lending outside of 
traditional banking channels has since grown into a global, 
multi-billion industry that serves a wide variety of borrowers.  

Alternative lending was a natural outgrowth of the crowd-
funding movement, but it has quickly moved beyond its 
roots. P2P platforms were (by definition) designed to con-
nect small borrowers to small lenders. The same borrowers 
are still being served, but their loans are now increasingly 
being sought by institutional investors like hedge funds and 
university endowments who find a variety of things to like 
about this new asset class.

How is it possible that a business model in place for hun-
dreds of years could suddenly evolve so suddenly? You 
guessed it: technology. Technology confers a number of 
competitive advantages for alternative lenders. They are, 
for example, adept at applying sophisticated analytics to 
large aggregations of data in order to improve their ability 
to evaluate credit worthiness. They also rely on technology 
to streamline standard business procedures, which lowers 
costs and enables them to pass lower rates on to borrowers. 
Technical proficiency can also mean more effective custom-
er acquisition, often via new channels. Perhaps most impor-
tantly, technology promises a superior customer experience. 
Anyone who has dealt with a large bank can appreciate 
the improved access, greater transparency, quick decision, 
less paperwork, and minimal hassle offered by alternative 
lenders. Some go even further, offering unemployment 
deferments and networking opportunities.

The Rise of Alternative Lending

Financial services are rapidly being transformed as tech savvy lenders rewrite the rules. 
Individuals and small businesses are benefiting from better terms and a greatly improved 
customer experience. Institutional and individual investors alike are now taking notice as 
prime consumer credit becomes available as an investable asset class for the very first time.
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TYPES OF CREDIT

Alternative lenders are not created equal. There are 
important distinctions that any potential investor will want 
to consider. First is the category (or vertical) in which the 
lender operates. Lenders often specialize in certain verticals, 
enabling them to develop and leverage expertise while 
approaching credit assessments with a more discerning eye. 
Some firms focus on personal loans. Others provide mort-
gages or auto loans. More specialized lenders might focus on 
equipment financing for small businesses, solar equipment 
loans for individuals, and so on (Figure 1). 

Credit quality is always an important consideration, but it 
was particularly critical in the early days of P2P lending when  

diversification was harder to achieve and individual defaults 
posed greater risk to the average investor. As a result, credit 
is typically evaluated on multiple metrics. Rather than relying 
heavily on FICO scores, some lenders, are considering an 
array of factors like credit history, work experience, educa-
tion, ability to repay, and others. The definition of both prime 
and subprime are more idiosyncratic, but it is safe to say 
that some lenders are focusing more on higher quality credit 
than others that specialize in higher risk loans. In addition, it 
is worth considering alternative lenders who originate loans 
compared to those who just create a marketplace bringing 
together borrowers and lenders — these are very different 
business models.

FIGURE 1. 
A focus on verticals means deeper expertise and better credit assessment

Source: SoFi
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GROWTH POTENTIAL

The scale of disruption to the financial services landscape 
cannot be denied, but can it be sustained? Truthfully, yes. 
There are several reasons that alternative lending will not 
only continue to grow, but accelerate. Technology will of 
course continue to advance, creating additional oppor-
tunities to reduce costs, improve processes, and better 
serve borrowers and investors. Demographic changes will 
also bolster adoption, as younger people who are more 
comfortable sourcing credit on the internet find themselves 
needing it. An expanding ecosystem will supply additional 
momentum; in addition to more investors and a wider variety 
of loan originators, a growing number of firms will be sup-
plying myriad services including credit analysis, marketing 
support, valuation, loan servicing, and even banking. The net 

effect of these growth drivers will be significant. The alter-
native lending market in the U.S. alone is expected to grow 
anywhere from $100 billion1 to well over $1 trillion2 over the 
next several years.

The scale of the opportunity has attracted many firms eager 
to try and carve out a piece of the market. As many as 500 
firms are now originating loans.3 Furthermore, institutional 
participation continues to rise as the business moves away 
from its P2P roots. Having only crossed the $1 billion thresh-
old in 2014, more than $8 billion of loans in the U.S. market 
were securitized by the end of 2015 (Figure 2). With more 
than 40 deals already closed and a healthy pipeline in place, 
industry executives agree that investors are unlikely to lose 
interest any time soon (Figure 3).

FIGURE 2. 
$8.7 billion of loans securitized to date
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FIGURE 3. 
Hottest fintech sectors in 2016, according to industry insiders
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GROWING INVESTOR INTEREST

Why is alternative lending proving so attractive to investors? 
After all, specialty and consumer credit have been held in 
institutional portfolios for decades in the form of asset-
backed securities collateralized by mortgages, auto loans, 
and credit card receivables. 

The disruption narrative is captivating, but the deeper reason 
is more prosaic. Prime consumer credit has simply not been 
available as an investable asset class until recently. Because 
of their superior risk-adjusted returns, banks preferred to 
keep these assets on their own balance sheets, even as they 
securitized many other types of loans. Alternative lenders, 
on the other hand, require investors, whom they reward with 
a portion of the spread that would have otherwise been 
claimed by a bank. As a result, everyone from sophisticated 
individual investors to hedge funds as well as endowments 
have opted to allocate some portion of their portfolios to 
prime consumer credit.

UNIQUE FEATURES OF CONSUMER CREDIT

Timing has played an important role. Investors have been 
starved for sources of yield in recent years, making the rel-
atively high yields generated by alternative lenders acutely 
attractive.5 Relatively short duration also helps, because it 
means less sensitivity to rising rates. With extremely low 
correlations to other asset classes, consumer credit can 
also be an effective diversification tool (Figure 4). One of 
the reasons correlations are so low is the exceptionally low 
volatility of the asset class, an appealing proposal in its own 
right (Figure 5). Despite minimal volatility, returns compare 
favorably to virtually all fixed income asset classes over the 
past five years (Figure 6).

Furthermore, liquidity may have been a concern for investors 
in the early days, but funds today offer greater liquidity and 
additional diversification benefits, as risk can be spread 
across multiple verticals and default risk is lowered with the 
aggregating of loans.

The Investment Thesis

FIGURE 4. 
Low correlation to other asset classes4
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FIGURE 5. 
Less volatility than other fixed income asset classes6

FIGURE 6. 
Historical perfomance7  compares favorably
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The art and science of portfolio construction has evolved  
in recent years as new asset classes and strategies become  
available to both institutional and retail investors. Fundamental 
rules still apply, however, including the importance of 
allocating assets to maximize the benefits of diversification. 
Sophisticated strategies can assist in not only achieving 
more effective overall diversification, but also performing 
specific functions like reducing specific types of risk or 
improving yield.

So how should investors think about incorporating alterna-
tive lending into their portfolios? It is sometimes lumped 
together with alternative investments like hedge funds, 
private equity partnerships, or currency strategies. This 
is mostly because it is a newer form of investment, not 
because it shares other characteristics with these types of 
investments. 

A better fit is fixed income, where consumer credit can 
be inserted as a sleeve to improve risk-adjusted returns. 
Alternative lending shares some important features with 
more traditional fixed income investments, with underlying 
loans producing a stream of income in much the same way 
as a bond. Some risks are also similar in that they revolve 
around interest rates and economic cycles. On the other 
hand, fixed-income investments tend to be more liquid than 
alternative loans. Bond funds are also likely to have far fewer 
underlying investments in comparison to an alternative 
lending fund that may invest in thousands of small loans.

It can be instructive to see how some of the most sophis-
ticated investors in the business treat alternative lending. 
Harvard’s endowment, for example, has successfully inte-
grated alternative lending as a sleeve in their broader fixed 
income portfolio (Figure 8). Harvard Management Co. is not 
explicit about what investments may have been displaced 
by the inclusion of alternative lending, but it is logical to 
conclude that it is being used in place of other high yield 
bonds or unconstrained bond strategies. 

The effect of allocating to alternative lending as an asset 
class can be significant. Inserted into a diversified portfolio 
of fixed income investments, a modest 10% allocation to 
alternative lending would have boosted cumulative returns 
from 17.8% to 20.3% over the five years ending December 31, 
2015 (Figure 8). A more aggressive 50% allocation would have 
generated cumulative returns of 30.2%, raising the compound 
annual growth rate (CAGR) of the entire fixed income portfolio 
from 3.3% to 5.4% while simultaneously dampening volatility.

Portfolio Construction

FIGURE 7. 
Harvard’s endowment uses alternative lending to diversify  
its fixed income portfolio

Source: Pensions and Investments , Harvard Management Co.
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CHALLENGES AND RISKS

Once they have perused the long list of features that make 
alternative lending (and prime consumer credit in particular) 
an attractive asset class, investors will want to digest some 
challenges and risks they may face if they proceed. 

• Rising interest rates. With rates still near historic lows, 
investors are naturally interested in the high returns 
available from alternative lenders. Rising rates could make 
potentially safer (i.e. FDIC insured) options more compet-
itive once again. This could have a knock-on effect, drying 
up funding capital and forcing the alternative lending 
category to consolidate.

• Default. Direct investments can lead to inadequate 
diversification, with even low overall default rates not 
providing sufficient downside protection, particularly 
in the case of unsecured loans. This risk can largely be 
mitigated by investing in one or more already diversified 
funds. Stricter underwriting criteria are always helpful, 
as are other (sometimes hard to quantify) aspects of the 
origination process like the community focus fostered by 
some lenders. 

• Prepayment risk. This can actually be a more significant 
risk than default in the prime market, as high-achieving 
borrowers are more likely to direct cash infusions from 
annual bonuses to prepay loans. This type of risk is 
relatively predictable and can be priced into expected 
returns. 

• Legislation and regulation. However unlikely, it is always 
possible that the industry is legislated out of existence. 
This scenario is looking increasingly remote, especially as 
more banks partner with alternative lenders, raising com-
fort levels all around. Incremental regulations, on the other 
hand, are entirely plausible. More rules will raise costs and 
could ultimately lower returns for investors.

• Economic cycle. Unemployment is at multi-year lows and 
approximately half the 10% level seen during the worst of 
the great recession. But labor participation rates have also 
fallen more quickly over the past several years, leading 
some to question the vitality of the economic recovery. 
The vast majority of alternative lenders have not been in 
existence through a full economic cycle, and not all can 
reasonably be expected to survive the next downturn. 
Those that do are likely to see more borrowers defaulting 
on their loans.

FIGURE 8. 
Effect of allocating to alternative lending in a diversified fixed income portfolio8

Source: SoFi analysis
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Customized lending solutions were once only available 
to wealthy private banking clients or large corporations. 
Meaning the democratization of finance is an exciting 
development. By attacking the spread, alternative lenders 
are presenting borrowers with better rates and rewarding 
investors with a useful asset class that can be slotted into  
a portfolio to provide superior risk-adjusted returns. 

By addressing the shortcomings of the old model with 
new approaches and technology, alternative lenders are 
stimulating change and causing the industry to evolve. More 
revolutionary changes may be around the corner. In the 

meantime, the ecosystem continues to grow and mutate. 
The opportunities for synergies with other technologies and 
businesses are seemingly endless. Robo-advice. Life track-
ing. Virtual reality. The most creative, disruptive, and well 
capitalized alternative lenders are likely to be thinking about 
all of these things and more as they move beyond the market 
they helped create. There is no disputing the fact that this is 
a new and exciting opportunity for investors.

SoFi: A Leader in Alternative Credit
SoFi is a modern finance company that’s fueling the shift to a bankless world. The company was founded 
as a way for students and recent graduates to connect with and borrow from their school’s alumni to 
fund their education. SoFi’s offering has since expanded beyond student loan refinancing to include 
mortgages and consumer loans. Prospective borrowers of all types are evaluated on a holistic view of 
their financial well-being.

SoFi has funded over $8 billion of loans9 since its founding in 2011. The company is a pioneer in applying 
technology and innovative thinking to the credit marketplace. Committed to serving borrowers better, 
SoFi is also leading the way as alternative lending evolves as an investable asset class. Its recently intro-
duced SoFi Credit Opportunities Fund offers investors the opportunity to invest in a diversified basket 
of loans across verticals as well as other lenders.

What’s Next?
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