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 KEY CONSIDERATIONS 

Manual processes across the loan cycle have limited deal flow, been subject to a variety of 
risks and in some cases have resulted in serious losses. Technological platforms endorsed 
by market leaders are now on the rise, seeking to minimise these risks. Continued growth in 
the use of these platforms would bring a host of benefits to financial markets, with some 
asset classes having more to gain than others. 

 What key issues were prevalent due to the traditional methods employed by capital markets for 
loan management? 

 How can technology enhance the application of customer and transaction data to reduce risk of 
fraud, mitigate credit risk and improve credit ratings? 

 What types of solutions have been developed to achieve this desired risk mitigation and how are 
they successful in doing so?  
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 I. INTRODUCTION 

Historically capital markets were reliant on manual processes across all stages 
of a loan’s life. These traditional methods for origination, servicing and 
surveillance are in many cases archaic, with systems in place that are 
inefficient, costly, and prone to error. 

A perfect example of this is the 2010 US foreclosure crisis, where the rubber-stamp process 
coined as “Robo-signing” led to incomplete or falsified mortgage records which impaired 
lender’s ability to foreclose on defaulted loans. 

Whilst a time existed where there was no alternative, now, thanks to significant 
technological advances for recording and monitoring transactions, many asset classes 
have seen adoption of such technologies to optimise and enhance the loan cycle. A 
number of fintech-based disruptors have entered the scene in recent years, increasing 
the demand for systems which reduce transaction processing times and improve the 
reliability of due diligence checks, amongst other things.  
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 II. BLOCKCHAIN 

Blockchain at its core is a digital, decentralised ledger of transactions across a 
peer-to-peer network. This allows for a secure ledger that is updated across the 
network in near-real-time, whilst data remains easily accessible to all 
authorised parties. 

When a transaction is made it is stored chronologically in a block, resulting in an 
immutable chain of records - hence the apt name - that are stored in multiple locations 
and as such are verifiable by network participants without the reliance on a single source, 
or point of authority, as seen with traditional ledgers. 

When implemented effectively this can result in faster transaction processing times, 
improved traceability, reduction in the risk of fraud and the need for manual due diligence 
checks, and the benefit of real time data improving reporting standards. 

Blockchain – How it Works 

 

The first thing that often comes to mind regarding blockchain is its application relating to 
cryptocurrency. However, in recent years many financial institutions have begun to see 
the benefits of such technologies for a much broader range of functions. 

As mentioned, historically there have been issues stemming from manual processes that 
necessitate lengthy and sometimes unreliable due diligence. 

This is particularly true for highly granular pools of relatively low balance loans, where it is 
not feasible to rate 100% of the loans due to cost. In rated structured finance transactions, 
ARC has seen cases where approximately 0.5-1% of the portfolio was audited to be 
deemed a statistically significant sample at a 99-1 confidence level. 

Despite this statistical significance, there remains the risk of error-ridden or fraudulent 
files, which can impair the ability to foreclose on defaulted assets and can lower recovery 
rates due to delays in servicing times (strict adherence to foreclosure proceedings has 
been found to improve the chance of recovery). 
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So how can blockchain solve these issues and improve the rating process? 

By harnessing its potential, blockchain has a host of benefits: 

− Mitigate Risk 

Where previously a small proportion of granular pools may have been audited, the 
traceable nature of blockchain architecture can allow for 100% of loan pools to be audited 
and independently verified ‘on the chain’. In ARC’s opinion, a more compliant pool can 
lead to a tighter expected loss rate range and result in lower required credit enhancement 
for the targeted rating of a securitisation. 

− Improve Recovery Rates 

As mentioned, strict adherence to foreclosure proceedings has been found to improve the 
chance of recovery. Loans on a blockchain can be subject to automated triggers that 
enact these proceedings, with the comprehensive, immutable loan record allowing for an 
accelerated operation and increasing the chance of full or partial recovery. 

− Streamline Surveillance 

With real time performance data being made accessible to the necessary parties, this can 
allow for rapid response to any leading indicators of faltering performance, across the 
pool or on a loan-by-loan basis. For example, separate ledgers may have been kept for 
payments and delinquencies in traditional systems, usually updated monthly, whereas on 
a blockchain these would exist in the same ledger allowing for reporting in real time. 

What asset class has the most to gain from the use of blockchain-based 
technologies? 

Trade finance can be considered as the oldest asset class in the world, stretching back 
centuries and even millennia in its simplest form. According to the World Trade 
Organization some 80 to 90% of world trade relies on trade finance, and yet, whilst other 
classes have seen something akin to a revolution in terms of using technology to their 
advantage, trade finance has trailed to some extent. 

In recent years, however, blockchain (and digitisation in general) has been driving a 
renewed interest in trade finance as an investment opportunity. After all, the large volumes 
and relatively low loan sizes make it the ideal asset class that can seek to benefit from the 
power of blockchain. 

The 2020 International Chamber of Commerce (ICC) global survey on trade finance 
indicated that the majority of banks were expecting at least a 20-30% decline in trade 
flows from their original 2020 forecasts. Part of ICC’s response was the key objective of 
bringing greater efficiency to the paper-based global trading system, including 
expediting the shift to digitalised trade. 
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Clearly the demand and opportunity for innovation is rife. 

Seeking to harness this opportunity is Contour, formed in January 2020 following a 
co-operative arrangement between eight global banks and R3 - an enterprise software 
firm - to test and validate a next generation technology being developed on R3’s Corda 
platform. 

This co-operative was catalysed by the shared desire for a global blockchain-based 
network that decentralises transactions, reduces processing times, and enables 
collaboration between parties in the trade finance market. Following several live pilots, 
Contour entered live production in October 2020 with a platform that digitises the process 
of delivering letters of credit. 

Speaking at CordaCon2020 (R3’s flagship annual conference), Josh Kroeker, Chief Product 
Officer at Contour, said: 

“When looking at building any new network or transformational solution, 
you have to start with the problem. And the problem for trade and trade 
finance comes down to a lack of operational efficiency, and silos of 
development in terms of technological advancement.” 

ARC recently spoke with Josh, to gain some additional insight into their journey so far and 
the platform. 

Speaking on why letters of credit were targeted, among other things courier lags of around 
7 to 10 days had dissuaded their use over time, making them a perfect candidate for 
innovation. Following live pilots, it was shown that Contour could reduce end-to-end 
processing time for letters of credit by 90% or more, and the self-hosting nature of the 
service makes it popular with banks where privacy is of the upmost importance. 

Privacy permissioning also allows participants full control over how much data is shared, 
and the inherent transparency and immutability of the process has proved popular with 
regulators. 

The scalability of the platform means there are endless opportunities to explore other 
financial instruments, with Josh saying they are eager to expand their product offering in 
the future. 

Finally, asked about potential competitors in the future, he views competition as a positive 
for the market, but it is clear that people want to see definitive leaders emerge in each 
segment (avoiding disjointed user bases and creating new market standards).  
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 III. AI AND MACHINE LEARNING 

Banks and other financial institutions have access to a lot of data, something 
known as “big data”. This is not only data that has come from suppliers and 
customers, but also multiple other sources such as streaming data from the 
Internet of Things (IoT), social media or publicly available data. Data is now also 
widely available in real time but may be in an unstructured format. The volume 
and variety of data available is immense, but what about the unpredictable flow 
or quality of this data – can this data be converted into valuable information? 

Artificial intelligence (AI) computing technology can be used to mimic human intelligence. 
Machine learning (ML) systems and applications can be developed to analyse this “big 
data” based on various scenarios. As it analyses more data, it reprograms itself to perform 
the task with increasingly greater accuracy and less human intervention. Developments 
in optical character recognition (OCR) technology can enable wider use of both formatted 
and unformatted text and make AI technology a much more powerful tool. 

If adopted, such technology can be hugely beneficial to banks and other financial 
institutions as its application is diverse, including enhancement of anti-money laundering 
(AML) and fraud detection checks. Rather than a one-off check process at the beginning 
of a customer or counterparty relationship, ML can facilitate continuous surveillance, 
monitoring and analysis of customer data and transactions to better prevent the chance 
money laundering and fraud.  

It can also be used as an early warning detection system by analysing customer income, 
expenditure and cash flow forecasts. Transactions can be processed quicker, improving 
customer experience and reducing operating costs. 

Information gathered can also be used to enrich probability of default (PD), loss given 
default (LGD) and other quantitative models. All of this can be done with greater speed, 
accuracy and efficiency improving the credit risk assessment process. With the potential 
for lower defaults, higher recovery rates and improved credit ratings, more competitive 
pricing may be offered to customers, leading to better customer relationships and 
business growth. 

Detecting financial crime and credit risk early has always been a challenge for banks and 
other financial institutions. Several tech-savvy companies are building innovative 
solutions to enhance anti-money laundering, know-your-customer, fraud and credit risk 
processes. 

One such company is Quantexa, whose modular, integrated platform scales across 
applications giving users a connected single view of their data. Quantexa’s platform 
connects billions of data points at scale with 99% accuracy, and reveals hidden 
relationships that may not be possible to find using traditional matching approaches due 
to siloed and poor quality data. Their advanced analytics and visualisation tools then 
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enable the implementation of these matched records and enriched data to make faster, 
more accurate decisions. 

When speaking to Alex Braid, Global Head of Credit Risk Solutions at Quantexa, he 
mentioned the importance of improving early warning systems from a corporate credit 
risk perspective. Their solution can potentially identify risks developing within supply chain 
and other networks, 9 – 12 months earlier compared to current more quantitatively derived 
credit decisions and early warning systems. This is achieved by expanding monitoring and 
risk assessment beyond the direct borrower to its’ connected ecosystem using links 
derived from internal transaction data and external registry data. 

This revolutionary entity resolution and network generation technology enables credit risks 
to be addressed earlier to avoid larger losses/provisions in the future. He also mentioned 
the ability to incorporate climate and Environmental, Social and Corporate Governance 
(ESG), emerging data and risks into traditional monitoring and reporting. 
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 IV. CONCLUSION 

Artificial intelligence and machine learning coupled with blockchain technology can 
create a seamless ecosystem for gathering valuable information and processing 
transactions. 

This enhanced environment will not only enable faster transactions, but also increase 
reliability and accuracy leading to an improved credit risk environment and improved 
credit ratings. Ultimately, this should translate into smarter decisions at lower cost and 
better governance. 

Wider implementation of such technology may need government and regulator 
incentivisation, as it can be costly. However, with the appropriate investment, 
collaboration, commitment and standardisation, there is no reason why the rewards of 
such technology cannot be reaped across countries and continents to facilitate even 
more global trade. 
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 DISCLAIMERS 

This research publication is not a rating of any kind, is not related to any specific rating and should 

not be seen as an indication of a future rating of any kind. It summarizes ARC Ratings’ view as of the 

publication date. That view is based on information collected from a wide variety of sources which 

ARC Ratings believes to be reliable. Whilst ARC Ratings has adopted and implements measures 

aiming to ensure that, to the extent available in the circumstances, it has obtained reasonable 

verification of the information it uses and that such information is from reliable sources, the 

publication of this document should not be viewed as a guarantee of the accuracy, completeness, 

or timeliness of the information relied on or the results obtained from the use of such information. 

ARC Ratings does not act as a legal, tax, financial, investment or other advisor and users should seek 

professional advice from appropriate third parties where necessary. 

ARC Ratings, S.A. is registered as a Credit Rating Agency with the European Securities and Markets 

Authority (ESMA), within the scope of the Regulation (EC) Nº 1060/2009 of the European Parliament 

and of the Council, of 16 September, and recognised as External Credit Assessment Institution (ECAI). 

ARC Ratings (UK) Limited is registered as a Credit Rating Agency with the United Kingdom Financial 

Conduct Authority, within the scope of the Statutory Instrument Nº 266/2019, of 13 February, and 

recognised as ECAI. 
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