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Dear all,

In 2014, our founders Nick Molnar and Anthony Eisen identified a shift in payment behaviour
amongst millennial shoppers: an aversion to credit and a preference for debit cards. Motivated to
cater to this generational shift, Afterpay was born.

Today, Afterpay provides a simple service - buy something, take it home today and repay it over
8 weeks. In the space of 4 years, we have surged to popularity and have become a lifestyle for
many millennials. As Molnar notes, “Our customers love that there’s no catch - they use it as a
budgeting tool, not as a line of credit”

Having established ourselves as a new way to pay in Australia and New Zealand, our mission is to
build a foothold globally in our newer markets in the UK and US. However, there are competitive
and regulatory challenges that come with growth, as well as a need to seek new opportunities.

How can Afterpay better cater to its stakeholders globally, and meet its 3 governing pillars to
‘Grow’, ‘Perform’ and ‘Innovate? What should Afterpay do next, and how?

With other buy-now, pay-later services starting to emerge, Afterpay cannot be complacent and
must continually innovate to defend its lead. Should we expand our services from a predominantly
retail market? Does it make sense for this surging fintech to move into bigger and more complex
transactions to break free of the millennial stereotype? Or should we explore changing our
repayment model to enlarge the addressable market?

To guide you, we have provided some information regarding our history, the industry, and our
customers.

We look forward to hearing your ideas.

Kind regards,
The Afterpay Team
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The Before and After: History of Afterpay

When the Global Financial Crisis hit the world a decade ago, it was a recession that changed
consumer behaviour forever. Referring to the recession as a ‘milestone’ and a ‘generational
shift, Nick Molnar recognised that there was a huge swing amongst millennials to spend
money on debit cards, not credit cards. In 2014, Molnar and Antony Eisen launched Afterpay
as a new way to pay, disrupting the “buy now pay later” (BNPL) and fintech scene.

With its initial success, Afterpay became
a publicly listed company, floating 25
million shares on the ASX in April 2016 at
AUD$1 per share (ASX: AFY). As Executive
Chairman, Eisen vowed confidence in
Afterpay’s capacity to “support a strong
growth trajectory”. Investors appeared to
reflect this sentiment, as Afterpay’s share
price rose to AUD$1.25 per share by day’s
end, and have grown twenty-fold to present
day.

One year following its initial public offering,
Afterpay  successfully  merged  with
Touchcorp to form Afterpay Touch Group
(ASX: APT). Prior to the announcement,
it was well known that Afterpay and
Touchcorp enjoyed a close and productive
relationship. The merger was seen as a
‘natural evolution” of their relationship,
as it leveraged Afterpay’s growing retail
network and Touchcorp’s competencies in
payment technology innovation.

Equipped with both technological and
retail capabilities, Afterpay continued to
grow within the Australian scene and set its
vision on international markets. Afterpay
successfully launched in the US mid-May
2018, and soon after launched in the UK
under the Clearpay brand in June 2019.

Business Overview

To date, customer and merchant acquisition
has been strong, with Afterpay now
boasting over 2 million customers and 6,500
merchants in the US, including leading
brands such as Urban OQutfitters, Levi's
and Ray-Ban. Despite fierce competition,
Afterpay has generated circa AUD$1.7
billion in annual sales, after only 13 months
of operating in the US In comparison, it took
Afterpay three years to generate those sales
figures in Australia, indicating the swift pace
of growth in the US market.

As for the UK, Clearpay clocked up more
than 200,000 active customers inits first 15
weeks since launch — ahead of the US over
the same period. The UK is the third largest
e-commerce market in the world after China
and the US, and is 2.6 times bigger than
Australia’s, representing a sizeable market
for Afterpay to address.
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Afterpay Today: How does Afterpay work?

Afterpay allows its customers to buy a product now and pay later through four equal
repayments over a maximum period of 56 days without fees or interest. The idea is similar
to the old lay-by system, except Afterpay customers receive the product up front without
needing to pay the full amount at the time of purchase.

To sign up to Afterpay, customers simply fill a form supplying their name, address, date of
birth, email address, mobile and debit card details, and an approval decision will be made
within seconds.
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Figure 1: Afterpay’s Buy Now Pay Later System. Source: ASIC, REPORT 600, Review of buy now pay later
arrangements, November 2018)

In order to prevent irresponsible spending, all individual orders placed through Afterpay
undergoanapproval process. Afterpay does not undertake credit score checkslike traditional
credit providers, and instead has its own algorithms to conduct approvals.
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o Firstly, Afterpay is only available to adults over 18.

e Users must have at least 25% of the purchase price present in the nominated bank
account at the time of purchase.

e Afterpay also has discretion to decline based on its own assessment of risk depending
on repayment history and the product type. Afterpay declines an estimated 20-30% of
orders which are deemed too risky.

o All customers start on a low initial AUD $500 allowance, with limits only increasing after
proving a positive repayment history over the course of six weeks (up to a maximum of
$2,000).

e |f a payment is missed, then no further orders can be placed with Afterpay until the
account is settled.

Late fees apply for customers that do not make their repayments on time, which are capped
at 25% of the item price or AUD$68 (whichever is less). During the ASIC review of BNPL
providers, there were concerns that late fees were becoming an increasing source of funds
for Afterpay (Figure 2). This came after late fees percentage contribution to annual pro
forma revenue reached 24.6% of revenue, up fromonly 16.25% in 2016. However, Afterpay
has reported a reduction to 18.7% of revenue in FY2019 as a result of vigilant responsible
spending processes and capping late fees.
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Figure 2: Revenue earned by BNPL Providers in Australia. Source: ASIC, REPORT 600, Review of buy now
pay later arrangements, November 2018)

Onthe merchantside, Afterpay will settle the fullamount of the purchase with the merchants
upfront. However, a flat $0.30 fee and a commission rate fee of 3.92% on average is charged
per transaction.
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Afterpay App

In 2017, Afterpay introduced a mobile app which
became #1 most downloaded on the App Store
within 48 hours of launching. Primarily introduced
to facilitate in-store purchases, the app provides
a user-friendly interface to shop and manage
payments (Exhibit 4). Customers can explore the
shop directory of Afterpay merchants, and the
app provides geographical locations as well as
embedded links to the merchant's own website.
Customers can also view all their orders, payments
due and order history, which Afterpay markets as
a budgeting tool. Additionally, the app provides
access to exclusive offers within the app or via
push notifications, and has Touch ID and pin-code
protection at sign-in.

To use Afterpay in-store, the user taps on the
barcodeiconwhichgeneratesabarcode. Withit,the
consumer simply brings the item to the counter as
they normally would and the Afterpay barcode will
be scanned as payment. Each generated barcode is
valid for 10 minutes.

In 2019, Afterpay App recorded 4.1m downloads
globally.



Afterpay Culture
With the proliferation of the Afterpay brand spanning across many new geographies and
consumers, it is critical for Afterpay to stay true to its culture and mission. The fundamental

idea behind Afterpay is to make purchasing feel great for a global customer base. As put by
Molnar:

“...the simplicity and transparency of
Afterpay and the fact we're about shifting the
power back to the customer resonates with
millennials...”

Business Overview




Customers are at the heart of Afterpay. It is marketed as a way to empower cus-
tomers by allowing them to spend responsibly and stay in control of their finances
through four fundamental principles:

1. Take it slow - Afterpay believes its customers should only spend what they can afford
to pay back. To ensure this, Afterpay takes the time to understand their customers
before allowing them to spend more through a real-time Repayment Capability check
to determine spending capacity and a customer’s ability to repay on time.

2. Keep Afterpay Free - Afterpay describes its business model of charging merchants
as its ‘northern star’ and promises to never charge interest or other fees as long as
customers repay on time.

3. Late payments are bad business - Afterpay have inbuilt processes seeking to
minimise late payments. For example, this involves sending phone notifications in the
lead up to payment and alerts if a payment has failed to process.

4. The circle of happiness - Afterpay promises a commitment to keeping customers
happy, as Afterpay is anchored to the idea that growth is driven by happy customers
returning and recommending their friends. They strive to achieve this through
transparency underpinned by the simplicity of their product and the absence of hidden
fees which Afterpay considers dishonest.

Afterpay has also cemented its position as an online sale favourite, through its AfterYay
event that commenced in 2018. AfterYay is a massive two-day sale where Afterpay’s
merchants, both online and in-store, offer discounts up to 60% off to all customers,
whether or not they are an Afterpay customer. Over 130 retailers participated in the
inaugural 2018 AfterYay event, breaking retail records with AUD$15 million of sales
processed - during the first hour of the sale, there were 1.5 orders processed per

©® ©

1. Take it slow 2. Keep Afterpay
free
3. Late payments 4. The circle of
are bad business happiness
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Customer Overview

Afterpay Users: The Millennial Wave

Once upon a time, the only way to shop was to walk through the doors of a brick-and-mortar
store and make the purchase inside. Now, we can simply pick up a smartphone and speak to
it.

Millennials are the first generation of ‘digital natives’ - those born into a world of technology.
In this environment, it has enabled 7 out of 10 millennials to make purchases without even
setting foot into a store. Using this growth in e-commerce, Afterpay was able to skyrocket
in popularity with the millennial market. However, they have since expanded the Afterpay
offering to brick and mortar store purchases, which account for approximately 20% of
Afterpay’s revenue.

In 2017, it had 1.5 million active customers, which grew to 2.3 million customers in 2018.
Today, Afterpay has 5.2 million active customers worldwide at a growth rate of 12,000 new
customers a day. The millennial market has significant growth prospects - making up 27%
of the entire global population by 2020, millennials will have the highest spending power
almost USD$15 trillion worldwide.

Customer Overview




What about the BNPL platform attracts these
consumers? One factor is that millennials are a
generation that is more willing to spend money
on comfort and convenience - almost using
money as an ‘emotional tool. A BNPL service
hits home on this trait - allowing shoppers to
receive an item and enjoy the instant burst of
dopamine without having yet to yet bear the
psychological pain of paying for it. Secondly,
Afterpay has also suggested that BNPL services
allow users to meet their immediate purchasing
needs without worrying about how to manage
cashflows before payday.

Figure 3: Triggers consumers believe sparked their
engagement with buy-now-pay-later services

62% Consumers used BNPL for the first
time they made an online purchase

28% influenced through word of mouth

24% through advertising

14% through suggestion by staff member

14% seeing a poster or advertising in a retail
store

Afterpay prides itself on a net promoter score
of >80, which is the willingness of customers to
recommend acompany’s products or services to
others. In 2016, Afterpay customers launched
viral social media campaigns and Facebook
groups where they asked their favourite
retailers to sign onto the Afterpay platform,
reflecting its deep popularity.




86% of first-time users believed that they would use Afterpay again — underpinned by 4
main motivations:

1.

2.

Accesstohighervalue purchases - mostusersagreedthattheserviceallowed purchases
of more expensive items and higher spending.

Access to time-sensitive purchases - some users stated that BNPL services allowed
them to take advantages of ‘sales’ or ‘limited offers’ from merchants where they couldn’t
meet the upfront cost of the purchase. Asmaller minority used the service for unexpected
expenses.

Convenience and ease of use - 81% of users believed that BNPL is an easier and simpler
way to purchase items, with a very short sign-up process.

Flexibility and choice - Many consumers stated that they actively compared their
payment options and concluded that BNPL arrangements were the more cost-effective
versus other credit products. 65% of users agreed that the consequences of missing a
repayment are less risky compared to other payment options.

As consumer uptake increases and spending behaviours change, regulators begin to
scrutinise the dangers. ASIC's inquiries reveal that approximately 55% of users spend more
using BNPL options (Figure 4). Further, it has also enabled a destructive form of spending,
where 23% of users made repayments with a credit card - further exposing them to interest
charges. As Afterpay is not registered as a credit provider, regulators are beginning to
assess how BNPL users manage both credit and BNPL facilities (Figure 5). Whilst Afterpay is
adamant it operates as a budgeting tool that is not comparable to traditional credit lenders,
ASIC and industry professionals are not yet convinced.

= 55% of users spent more
| spend a bit more
(40%)

| spend about the same
(38%)

| spend less (7%)

Figure 4: Spending changes for customers using BNPL

Customer Overview
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Other credit facilities held by BNPL users
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Figure 5: Other credit facilities held by BNPL users in Australia. Source: ASIC 6000 Report.

Afterpay maintains that its users are, on balance, responsible and ‘sticky’. 5% of customers
are returning customers, and the frequency of purchases rise with time (Figure 6). Despite
industry concerns regarding the increase in debt for customers using BNPL services,
Afterpay has reported an average repayment cycle of 30 days - this means that, on average,
customers are repaying outstanding balances 4 weeks earlier than the 8-week maximum.
However, it is still unclear whether both these trends are sustainable, given Afterpay’s
short lifetime. Nevertheless, Afterpay’s ability to track, analyse and interpret user data may
provide key opportunities for the business.

Figure 6: Trend in customer purchasing frequency over time
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Moving Beyond Millennial Origins

Although research indicates that 60% of buy-now-pay-later users in Australia are aged
between 18 to 34 (Figure 7), Afterpay has since expanded its demographics to capture more
mature shoppers.

Age profile of buy now pay later users

26%
—

18-24 years 25-34 years 35-44 years 4554 years 55-64 years G5+

Figure 7: Age Profile of Buy Now Pay Later Users in Australia. Source: ASIC Report 600.

Afterpay has primarily expanded its customer base demographic diversifying into new ,
targeted verticals beyond its initial fashion and retail base - this includes healthcare, travel,
concert ticketing and flights. The recent partnership with traditional retail giant David Jones
also cements Afterpay’s expanding customer focus, although it remains to be seen whether
their unique proposition will resonate as deeply with these new users.

Customer Overview
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Afterpay Merchants

Merchants are another cornerstone to the
Afterpay ecosystem. Afterpay provides several
unigue value propositions that attract merchants
to join the platform, despite the existence of
merchant fees that cut into per unit revenue.

Afterpay assumes all bad debts and credit risk
by settling accounts immediately. Conversion
rates and incremental spend are also increased,
as Afterpay supplements funds to customers
that would have otherwise not made a purchase.
By significantly lowering upfront spend for a
customer in each purchase, crucial pain points
are removed and therefore Afterpay generates
increased sales for the merchant over their
lifetime. Finally, as Afterpay continues to expand
globally, initiatives such as Afterpay’s Global
Mentorship program enables the merchant
partner community to forge networks, creating
opportunities for recognition, development and
collaboration.

Whilst Afterpay signed on 6,000 merchants
in 2018, this has skyrocketed to 35,300 retail
merchants globally in 2019. With the expansion
into the UK and the US, this figure is increasing by
750-1,000 merchants per month. However, with
Afterpay’s purchasing limit capped at $2,000,
retailers in higher-value categories cannot be
reached. Perhaps this repayment limit will leave
Afterpay susceptible to new competitors who can
better cater for higher-value retailers.

Afterpay started with a focus on partnering with
online retailers of apparel and jewellery, and now
holds at least 25% of the online apparel market.
However, it has been rapidly expanding into new
verticals, reaching more diverse retail markets
(Figure 8). Now, Afterpay can be used to pay
for items such as dental care, plane tickets and
automobile parts - truly cementing its status as
a new way to pay. Afterpay has also successfully
transitioned into the traditional brick-and-mortar
stores, with 20% of sales coming from in-store
purchases. It is not uncommon to walk through a
shopping centre and see the Afterpay sticker at
the front of a merchant’s store.

Afterpay also has a diverse portfolio of merchants types, which are internally labelled as:

1. Small to medium enterprises (SMEs): these are businesses with relatively niche offerings or smaller
footprints, and are usually inbound enquiries. They account for the majority of Afterpay’s merchant

list in Australia.

2. Mid-market: these are usually business chains or retail groups such as Jetstar which bring in
substantial customer bases, but are not as large as enterprise businesses. These can range from
inbound enquiries or businesses which are actively sought by Afterpay sales teams.

3. Enterprise: these are industry giants such as Myer, Urban Outfitters and David Jones, which require
active client management teams. The process of onboarding these enterprises can be extensive.

Customer Overview

13.



Figure 8: Merchants by Category, Afterpay. Source: Afterpay Touch Group
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For inbound inquiries, merchants simply complete a brief form requesting details such as average
order value and total annual sales. Afterpay will then contact the merchant within 2 business days
to discuss the partnership. The business also has a large network of specialists in the online industry,
including integrations with leading e-commerce and POS platforms. Afterpay provides extensive
technical support to merchants during the initial integration stages as well as continuous maintenance
as needed to maintain positive stakeholder relationships. For larger businesses, Afterpay’s sales and
client management teams will consistently be searching for potential merchants to approach, as well as
maintaining the strength of existing relationships.
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Industry Overview:
Introducing the buy-now,

pay-later industry

Gone are the days of layby, where the idea was
to pay off purchases over the next three months
before you could get your hands on the product.
The transformation of shopping into a form of
instant gratification first led to an explosion of
credit cards - but with it, the monthly shock
when opening the bill...

As people - in particular the younger generation -
started waking up to the hidden dangers of credit
card spending, the popularity of buy-now-pay-
later services surged. According to ASIC, there
were approximately 2 million consumers using
buy-now-pay-later services in Australia in 2018
with 1.9 million transactions in the month of June.
This is an uplift from 400,000 consumers in 2016
with 80,000 transactions in June.

In parallel, there has been a meteoric rise
of merchants offering  buy-now-pay-later
arrangements - with Zip Money and Afterpay
signing 50x and 45x more merchants respectively
over the same 2 years from 2016 to 2018. The
total revenue of the major buy-now-pay-later
providers has increased from $32m to $78m in
this same period.

Not only is the industry growing rapidly, but it is
also extremely diverse inthe business models that
are operating. Consumers can use Zip Pay, Humm
and Afterpay for up to AUD$1,000, $1,400 and
$2,000 of credit respectively - and all with a
slightly different method of repayment and fees
charged. These arrangements are also no longer
limited to smaller ‘everyday-luxury’ purchases.
Buy-now-pay-later can now be used to finance
solar panels, health services, travel, electronics
and even everyday necessities such as groceries.

Industry Overview
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Afterpay’s Competitive
Landscape

With the lucrative opportunities presented by the BNPL industry, more and more businesses
are entering and shaping this diverse market.

Domestic Competitors — Australia & NZ

Zip Pay and Zip Money (Zip Co)

Zip Co was founded in Sydney in 2013, and just like Afterpay, they started with the aim of
disrupting the everyday use of credit cards. Zip Co offers two types of payment schemes in
Australia and New Zealand - Zip Pay and Zip Money. Zip Pay offers interest-free repayments
for small online shopping purchases of up to AUD$1,000, while Zip Money is for larger credit
lines ranging from $1,000-30,000, with interest accrued after a specified interest-free period.
Unlike Afterpay’s rigid fortnightly scheme, Zip Co prides itself on its flexible payment options
ranging from weekly, fortnightly or monthly. Zip Co went public on the Australian Securities
Exchange in 2015, issuing 20 million shares at 20 cents each. Today, the business has a market
capitalisation of AUD$1.2 billion.

Because Zip Co's business model differs slightly from that of Afterpay, namely it charges
interest, it is registered as a credit provider. While Afterpay has the advantage of being able to
use aninstant verification process at checkout, Zip Co customers must apply for an account, and
once approved, may begin making purchases through the service in much the same way. Zip Co
is constrained by strict protocols under its Australian Credit Licence and the National Consumer
Credit Protection Act (2009), which Afterpay is not. However, this may not be the case in future, as
regulatory bodies such as ASIC are beginning to question whether Afterpay’s lending practices
should also be more closely watched.

& ZIp

own it now, pay later

Industry Overview
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Live interest freeee forever!

Humm (Flexigroup)

Flexigroup, which pioneered the BNPL
market 20 years ago, has now made
a come-back after consolidating two
legacy financing products, Certegy
EziPay and OxiPay, earlier this year.
The new BNPL platform, Humm, sets
itself aside from Afterpay by allowing
shoppers to spend up to $30,000
interest free. The business offers two
flexible credit tiers, where purchases of
up to $2,000 are paid back over a 2.5- or
5 month period, whilst purchases above
$2,000 are repaid over a 6 to 60-month
period. Flexigroup's stock price jumped
24 percent after announcing they had
signed on Myer, lkea and IVF group and
City Fertility as merchants. Humm now
boasts around 15,000 partners, and the
business accounts for over 17 percent of
BNPL transaction volumes.

Industry Overview
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Openpay

Although Openpay was founded in
2012, the business had only just begun
to scale in 2019, operating in Australia
and New Zealand. Unlike other BNPL
services, Openpay targets a specifically
older demographic of 30 to 40-year-
olds. As such, they offer longer interest-
free repayment terms, ranging from 2
to 36 months, with credit limits of up
to $20,000. They do, however, require
stricter credit checks. Additionally,
Openpay allows shoppers to amend their
instalment schedule as needed, without
incurring any additional fees or interest.

17.



International Players

Klarna.

As a Swedish that company launched in 2005, Klarna has been in the business for longer than
its competitors and continues to thrive. Klarna allows shoppers to pay later in four instalments,
interest-free. Considered one of Europe’s most valuable tech unicorns, the company currently
spans 14 different markets, with Sweden and Germany being the largest. Klarna launched in the
UK inlate 2014, before expanding into the USin 2015. The company currently boasts 60 million
customers worldwide and is available through more than 130,000 retailers, processing an
average of 1 million transactions each day. Compared to Afterpay’s focus on fashion and beauty,
Klarna has better usage coverage across categories including Home & Garden, E-commerce &
Shopping, Sports, Vehicles and 19 others. Additionally, Klarna announced they raised USD$460
million in equity funding, at a post money valuation of USD$5.5 billion, making the company
one of the highest-valued private fintech in the world. Domestically, the Commonwealth Bank
of Australia has marked its entrance into the BNPL market, investing USD$100 million in the
Swedish company.
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Sezzle has a stronghold in the North
American market, in particular the US and
Canada. It has 5,000 active retailers and
over 429,000 customers, and also offers 4
equal instalments over 6 weeks with 25%
down payment at the time of purchase. It
also listed on the ASX on July 30,2019, inan
attempt to capture the Australian investor
market that understands the BNPL model
and is traditionally dominated by Afterpay.
The company’s share price rose 82% above
its IPO issue price of AUD$1.22 within two
hours of listing — a positive market sentiment
rivalling that of Afterpay’s.

Industry Overview

Splitit is an Israeli company that provides
instalment payment solutions  for
consumers. It provides many flexible options
such as monthly instalment repayments, but
up to 36 months interest free. Shoppers also
get the chance to try out items for up to 90
days, decide if they are going to keep it, and
then go on a payment plan. There is also the
flexibility for customers to split up payments
across two credit cards for customers that
have insufficient funds on a single card.
Further, like Afterpay, it is available across
websites, in-store point of sale and also
on mobile apps. Splitit listed on the ASX at
AUD$0.20 on January 31, 2019 and saw an
800% rise in share price in the following 6
weeks. However, as at 20 September 2019,
it has fallen down to $0.49.

18.



Instalment Offerings by Traditional
Players

With the growing need for more responsible money management fuelling the lucrative
growth of the BNPL market, card issuers such as Visa, Mastercard and American Express
have been quick to join the instalment payment method trend.

Most prominently, Visa is shaping up to be a key rival in the credit industry after announcing
the launch of a pilot program for instalments using existing credit or debit cards. Visa
reported that instalments represented USD$1.2 trillion in payment volume in 2017 globally,
and this sector has been growing 15 per cent year-over-year, twice as fast as credit cards. It
also cited a recent study showing 74% of respondents think instalment payments are helpful
for budgeting, and alleviate the stress of making large purchases. Visa plans to officially
launch its instalment scheme by 2020, however, it will be a long struggle to convince its card
issuers to take up this service. Nevertheless, its global presence and existing goodwill with
customers may see Visa strongly tap into the BNPL markets worldwide.

However, Afterpay announced that it had ‘entered agreements with Visa which will form the
basis of a strategic partnership to support the development of innovative new solutions and
business growth in the US market. Some questions have been raised: what opportunities
canthis bring for both parties? Can this be expanded to other markets in order to ameliorate
the threat of Visa as a competitor? Or are their missions too different?

Industry Overview 19.



Figure 9: Key Competitor Comparisons

VET Flexible Other fees Dominant Maximum
Capitalisation repayments | (e.g. admin Markets limit (AUD)
(AUD) fees)

Afterpay

Zip Co. (Zip
Money &
Pay)

Openpay

{ENE

Splitit

Visa
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Moving Forward: Issues
and Opportunities

Playing Catch-Up: Regulation in the
BNPL Industry

Regulators worldwide are facing the challenge of adapting regulations to align with the
rapidly changing fintech industry. Deciding exactly how the industry should be regulated has
caused much controversy, with legislation such as the National Consumer Credit Protection Act
(2009) and Anti-Money Laundering and Counter-Terrorism Financing Act (2006) implemented
before Afterpay was conceived.

The BNPL industry is facing increasing regulatory scrutiny, with the Australian Financial
Complaints Authority receiving hundreds of complaints regarding “unauthorised
transactions, incorrect fees and negative impacts on credit ratings.” There are calls for
applying the national credit code to BNPL services, fuelled further by headline stories of
underage buyers purchasing alcohol through Afterpay, and users using credit cards to
sustain their BNPL accounts.

At present, the industry is working to establish a minimum set of standards that can govern
controversial issues, such as determining a customer’s ability to repay instalments. Whilst
the specifics may be unclear, it is essential that BNPL services consider the implications of
more stringent regulations on their future operations and business models. The key question
emerges: what should regulation look like? Where does APT fit into the picture?

Industry OVervIew:




Managing Global Expansion

Afterpay has recently ramped up their global
operations, expanding into the world’s major
retail markets, namely, the US and UK.
However, with each new market, Afterpay
must consider a range of factors including
funding arrangements, distribution networks,
marketing methods and consumer culture.

Even in Afterpay’s entry into the US and UK,
methods of entry and funding arrangements
differed. Afterpay expanded into the US
consumer market in mid-2018, with the
support of a USD$20 million investment from
US venture capital fund, Matrix Partners. The
strategic rationale for partnering with Matrix
was to create a “world class team with global
responsibility”. Analysts at Goldman Sachs have
estimated the US market to be 15 times larger
than Australia, representing huge growth
opportunities for Afterpay.

Industry Overview

In comparison, Afterpay entered the UK
through a share purchase agreement with
ClearPay. Similar to the Afterpay model,
ClearPay is a UK based payments company
through which customers can purchase items
up to £450 in value and make repayments in
three interest-free monthly instalments.

Unable to retain the Afterpay trademark
which had already been taken by a Dutch
company, Afterpay needed another strategy to
accelerate and de-risk their entry into the UK
market. In August 2018, Afterpay announced
the conclusion of a Share Purchase Agreement
with ThinkSmart Limited (AIM:TSL) to acquire
90% of ClearPay Finance Limited (ClearPay)
shares for a total consideration of 1 million
Afterpay shares, which had an approximate
value of AUD$18 million. Within the

agreement conditions, Afterpay also has a call
option to acquire the remaining shares held by
ThinkSmart, exercisable any time after 5 years
from completion.
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By having majority stake, Afterpay was able to immediately take over day-to-day
management of Clearpay. Strategically, Afterpay intends to initialise its UK expansion by
focusing on online-only. After this, they intend to delve into in-store capabilities by utilising
the local networks of the ClearPay entity and engaging with relevant retailers with a local
UK presence.

The question remains, does Afterpay have the experience and capabilities in place for truly
global scalability? The payment behaviours and preferences of the millennial market in the
UK were found to align with Afterpay’s strategic plans, making the geography a viable place
of entry. Can Afterpay’s success be guaranteed in different market landscapes, if it chooses
to enter? How can Afterpay best manage its global ambitions?

Industry Overview




Industry Overview

Competitive Pressures

Afterpay’s disruptive offerings enabled it to reach
AUD$1.5 billion in market value within its first four
years of operating. However, newer and bigger players
have entered anincreasingly crowded space both within
Australia and internationally.

In the past, Afterpay has possessed several aces that
have laid the foundation for success. A number of
industry and customer trends - including arise in online
shopping and a mistrust of traditional credit - certainly
provided Afterpay with a solid foundation for growth.
However, the simplicity of Afterpay’s business model
also has arole to play in meeting the untapped needs of
its core customers. The idea of structured repayments
in instalments on a no-interest basis has become
immensely attractive for millennials who view Afterpay
as abudgeting tool to manage cash inflow and expenses.
This gives Afterpay an advantage over traditional credit
cards with high APRs (Annual Percentage Rates) and
fees, leading to increased customer acquisition.

Whilst customer satisfaction is integral to Afterpay’s
philosophy and mission, its key growth drivers come
from increased merchant/business uptake of the
Afterpay platform. Afterpay’s first mover advantage has
allowed themto spread the BNPL platform across major
retailers both online and in-store. Importantly, scale and
market dominance are a key differentiator for Afterpay.
Firstly, Afterpay generates a majority of revenue from
merchant cuts for each customer purchase. Secondly,
new merchants are driven by the prospect of higher
conversion rates, and are therefore more inclined to
adopt Afterpay over its competitors, if its customer
base is larger.

However, are these advantages sustainable going
forward? Should Afterpay look towards changing
its product offering to capture different customer
demographics, or is it time to revamp their business
model?
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Check-Out: Closing
Remarks

The simplicity of Afterpay’s platform and service, as well asits dominance in the Australian
and New Zealand market, have been crucial to its tremendous success to date. However,
with Afterpay facing pressure on all fronts, domestically and internationally, it is looking
for new opportunities to ‘Grow, Perform and Innovate’ in order to maintain their position
as a market leader.

Afterpayhasaclear-eyeviewforthefuture,withtheirstrategycentredon“globalmerchant
and customer growth, platform innovation and global support and infrastructure”. The
business took the first steps towards executing this strategy with their expansion into
the US and UK markets, which have been met with positive feedback from retailers and
strong consumer uptake.

However, although these geographies boast large millennial consumer markets and
significant growth opportunities for Afterpay to tap into, overseas expansion does not
guarantee success. It is often major opportunities like these which are packaged with
major risks, such as regulatory, macro-economic, competitive, and consumer threats. This
is adynamic line, and Afterpay must walk it carefully.

afterpaya?
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Exhibit 2: Merchant income margin
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Exhibit 4: Afterpay App
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Exhibit 5: Some Merchant Partners of Afterpay, Source: Afterpay H1 FY19 Results
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Exhibit 6: Mission and Values
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Exhibit 7: Afterpay’s analysis of domestic and global opportunities
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Exhibit 8

ARV Y Calls bor grvatar peguilston. of boy mow, pay [eier sorces Lis Afwgory and Zip fay - ANC Newn CAsvrdin ek siag Corposstim )

0INEWS

Calls for greater regulation of 'buy now, pay later'
services like Afterpay and Zip Pay

730 By Motes Alun
Eiaciaited M 1 Acg S8 J-00pm

Popular "buy now, pay leter™ services lioy Aflecpay and Zip Pay have bean the subject of more than 250
camplaints {o the Australian Financial Complaints Authority inthe eight months to the end of June,

Tha eomplaints relate 6 unSuthiorised 1rardbeBons, POemect ke ard fagalve mmpacts on Sradil mtings.

*I reaily Bhink that compiaint ovels are tha S of tha icoberg.” Gerard Brody from $he Consumar Acion Law Cenire: Soid
T30,

“Hany pEoe WONT SR KRTW @NEE 10 D0 When NSO S0 & COMqanT Win & Duy Row. ian Bkar providar

"Even | people do 9o 16 the Australian Financal Complamts Autharily bedause. lor example, thiry've been over exiended,
thara may be aol much that he complants body can do, because the laws dont apply to buy now, pay laber providers.”

Thia buy-now-pay-later s credit voltion has rapidly changed how we shop.

The Garvices B DENG WSS 0 millaes of FARSECHGNG SGRCH MmNt and &l0w & Shanpor o DRy Soemst herg irmmadiaty
and pary the amawunt badk in inslalments wathouk nilenest being changed.

Depending on tha seevice, tha maximuen amournl thal can be borowed vases betwean 51,000 and 330,000,

It i particulsry popular with shoppors aged between 18 and 34 and i widely gvailable inomagor meisi owlets, from
dhepartin &l sbaras 10 Iaheon Brands.

A ngw e bomison povernmant ks grappling with whether more peotection is needed for the mllons of shoppars who
are alfeddy usng the popular Servdas

'Not always sustainable’
Singio mothes of three Lucy Kalwila ives north of Brisbans and is a regular user of Zip Pay
Shi boliowes INana ghould b increased regulabion.

"I should change, batauss someslimas vl pou gel a Jp Pin' I1's 160 rich a lean B ba ghhan and 1'S Scmething thats nat
ahyays susiainable,” sha old 7,30,

Mg aivila. nps: boen o 2 Pay cusiomar i Aol O years.

S NAE SUBCaRl I0UND Nersall i Rane Bl RaFDSRED CUS 10 Sehvif 3l Wge Jelis., PCRImnGg Lo & CAF Kah, An e vanicss
is ot risk of boing repassessa

Shir wak also loeted 16 M sewenal limes aller laaving a relalionshin.
This year she tas wsed Zip Pay o spend about 51,200, mainky for a new opuch.

S isnt aware ol Sip Co oaing BNy Chacks 1o wen i whethar sha coukl S3il afford 10 bidy 0 sty Dt fnangsl sRusion
changed

Lucy hasn'l migsad a minimum repayment of 40, which includes a 58 actoun| Tee sach manth, bul she s cwes 3885

Bun shes sany= il is an added wirain while she works with a budgating zensoe 10 sddress her olher debis,

'm a good custamer, | make all my payments.” she said.

B gn e sl ne s seen TLRE- | Sy -aew -pay-Saer-w oy e rrpulsios-sBorpay complassie- g 1141
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JADR01% Calls bor prosagm sogulaison of Tay sow, pay leip’ servces 1o Aferpay and Sop Pay - ABC Sows | Aesaral i Bsodeacng Corposstion

*I think i cloasn roaly bother tham as kong &5 I'm making ihosa paymants.®
T30 provided Fip Co wilh specilic delals aboul Lucy Kalwila's case, inchudging hor wiifien consand 1o disouss i,

But fip Go's chial operating cificer, Peter Gray, refused o angwer detailed questons, including abroul whethes the
company had periprmad p credit chock this. yoar bodoen ppprosng hor recant purchases,

*For privacy reasons, IE's dificult fo son of commant on specifics of any indhvidual cusdcemae s, ® b fold .30
"Bt whial | can say is $ial we ais condiectng tha relsvanl dhoks up Inon pror o extending credit 10 & S hoemer,

"The cenily way 1/ Can achually conline 10 e our produc (s iF They malrein 8 good repaymant podile and remaln an
up-lo-date standing on the account,

"“We would encourage any customer whao is experiencing iinancial hardship to
identify themselves to Zip and allow us the opportunity to work with them to find a
solution”

Industry divided on regulation

The industry ks divided on what furiher reguiaiion is needed, wih some key players arguing That apgplying the nabonal
credf code woud stifle growth and unfaidy affed cusiomens and meschants by slowing down the approvals process.

Thar inclusdry ks working on acode of pracice that could resull in a sl af minimum standards in conlonlious anees, such
&5 BASESEING A CUSKOMEns Capacity 1o pay and limiting revenus Fom labe fess.

Zip Ca is experiencing rapid growth, with mare than 1.3 mallion ackae customens, and esimates s revenue will noach
E1d1 milicn By H030.

B already camies oul iderlity and crec chocks on customers of its Zip Pay and Zip Monay brands.

Mr Gray says his company anby wants she national credit code to apply to services praviding moes than $2,000 1o tha
custoenes, which would mean ils Zip Pay beand is exampl

"Zip supports lurthar mgulation lod (he secion on the basis that @ was industry apacilic (and} deall wilh Tl macssive uphaie
in Sarvicas.” e ioid .30,

*Zip puill fomwasd & polcy eobrmmendation &S pan of 1he Senabe inguin. and soma ol Ihase oM Mendalions wers ko
further requlalion, including income verlicaBon on applicants.

"We are (already) pulling banking transaction information on our customers prior to
them signing up”

Es koy compalilos, Aflerpay, 5 also against having respensible lending laws applied.

Afiespay is cumendly being audited by Ausirafia’s fimancial imefligence watchdag, AUSTRAC, over concemns aboul biow it
idenidies and verilies customars, and il compliance with legal obigalions uder aali-maney laundering and courter-
berronism Enanding ks

But Flenigroup, which oparabes the sandce Humm and has 1.4 mllion customeds, says i & open to considanng tha
national credit coda,

Corporate reguialos, this Austrakan Seduribes and Investments Commission (ASIC), is &0 Keaping & close ays on the
secior and row hes e abilly to use is produch inesveniion pewer i il sees comsumens ang Eing oul.

E found that more than £0 por cent of users had ncomes of less than $40.000 and many wene Students or working par
Hrre.

E also discovered culstanding debs was groving fasi, 1o the wne of more than 3500 million in Jure 2078
ASIC hasnt decided f the sector should be subpect 1o responsible lending laws like ofer credit providers.,

A senate inquiry recommanced the Federal Govesnmant consider furiher reguiation, in panicutar anound ensuring th
BerviCEs A5568s he linancial stualion of consumers Dedore axterding ihem credil.

b O b et s 0 D | By s oy | e e 1 s e s b uay o ol s B 1 E

4
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JATESN1w alls b presnpw vop o of ay o, pay lsip” sorvses 1o Aferpay and Sop Pay - ABE Mows | Amsaral | Beodeasnng Coepors fon

Cusrantly buy now, pay lales s nod subjoct 1o tha Mational Crod Act and its code, maaning the providers ans not reguired
to moat responzible lending obligations, guch ag awcosuing somaeona’s suitability for a koan or having hardship
afrangamants, something CoRSumeds GIouRs wanl 1o chands.

Credit for people who can't get a credit card

Seabt Phillips walchas the buy row, pay later seclor dosely and believes that in an sconomic dawrtum outelanding debl
could posa @ risk.

Hi is the chial irmeesimeant olficer a1 Motley Fool. which provedes advice o share miarks imvesions.

1 we end up with SOMme sort of gconomic shock, the individual consumer cost and,
frankly, the economic impact is something we're just not prepared for,' Mr Phillips
told 730

"Thas wisty Amraction, wery reality ol Allenpay and Fip Pay, is (hal peopla who haven1 gol a cradil cand or wenan! eligitia for
AaCnedl card, aee now using Tis form of consumer deii.
e simply conT kniow how ety thisy ane W0 pay back = or nol pay back = thie debts i, or when, things gat tigha,

i unemploymaent spiles, i ey loss teir job, are they mone Bkaly or kess Bkely 1o pary back thoss dabls of 1o cause
fisancial siress on the company or the SCondTy a8 & whok T

Financiall COUNSHENG SaNCES &8 aXpITencing INCriasing rumbars of peopls coemang fEorward who ang in significam dadi
for o reasons buf are also Siruggling 1o repay buy now, pay laler amounts

"AL the national debt helpline we are receiving more and more calls from people
who have debts to a buy now, pay later provider,” Mr Brody said.

"It's afen ane of mary debts (hal peopbe have, like credit cards, uility debis and others, and 'S adding to pecple's debt
rass.

*Ag it grows mane angd mare througheul e sconamy, we can anly axpact st theeeT e more people who have got debis
i buy now. pay kaler providens

But Jip Co's Mr Gray doesn't see fhe S700 milion word of outsianding dett hedd Iy his company as a problem,

"Mo, (i nof unswitainabls) this = demonatratid in the results of our undarwsiting models and our focut on
reaponsiDiny.” he caid.

Ha dadended his compamy"s fecoed 0N responsdls enckng, saying i rejecied more than 35 per canl of appicants, which
resuRed in lower cusiomwrs changing late lees.

"Wish Zip, one in 100 cusiomes |s late i any given manth, and this is in compadison o credi cand, (which) has o in
six, or ofher buy now, pay laker products thal are also aboul hat one in st,” he Said.

“CH that, one in 100 Thad is late. a wery small number identify Themsetves as having a financial hardshig or having
mparionced & change thair inancial corcumsiancos.”

Consumers 'being left high and dry'
Garard Brody wants the Fedemal Govermment o act guickly,
He is calling for responsibée lending obligations to be applied 1o the buy now, pay ler seclor,

I thas MOITSON GOVEMEMEnt 00panT B0y CONSUMANs Are DEinGg it nigh and dry, Thay'me Daing 160 &1 ha whim of 1hese
providers, and Tie gk s hat They will become mone and mong gyer indiebied,” he said,

in & statement, o Gowemiment spakesperson said 0 was S8l considering fs response 10 the Sendate ingquiny's finad nepon,
K also said it had passed legistation eartier thes year giving ASIC the power 1o inberdena in 1he buy now, pay laber secior,
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