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Payment facilitation economics, PayFac revenue waterfall, merchant
cash advance factor rate mechanics, CECL allowance modeling, BNPL
revenue architecture and regulatory compliance, banking-as-a-service
interchange economics, warehouse lending facilities, ASC 280 segment
reporting, deferred tax assets on credit loss provisions, money
transmitter licensing, and the complete embedded finance metrics
framework.
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FINANCIAL ARCHITECTURE OF DIFFERENT BUSINESS MODELS

SECTION 1

THE EMBEDDED FINANCE REVOLUTION

Digital Marketplace with Embedded Finance: The
Most Complex Model in Commerce

The digital marketplace with embedded finance is the most financially complex business model covered in
this series. It takes the two-sided marketplace architecture from Part 1 — already demanding in its revenue
recognition, tax, and metrics requirements — and layers on top of it a full suite of financial services: payment
facilitation, merchant cash advances, buy-now-pay-later financing, interchange revenue,
banking-as-a-service capabilities, and in some cases consumer lending with its own loss reserve and
regulatory capital requirements. The result is a business that simultaneously operates as a technology
platform, a payment processor, a lender, and a marketplace — each with its own accounting standards,
regulatory framework, and risk management discipline.

The companies that have built this model most successfully — Shopify, Square (now Block), Toast, Faire,
Affirm embedded within marketplaces, Grab in Southeast Asia — have discovered something profound:
financial services are not a distraction from the marketplace business. They are the highest-margin, most
defensible extension of it. A seller who uses the marketplace's payment infrastructure, takes a cash advance
against their GMV, and manages their business banking through the platform is not merely a customer —
they are embedded in the platform's financial ecosystem in a way that makes switching to a competitor
economically painful and operationally disruptive.

This part covers the complete financial architecture of the embedded finance marketplace: the structure of
each financial service layer, the revenue and cost economics of each, the accounting standards that govern
them, the regulatory capital and compliance requirements, the tax treatment of financial services income,
and the metrics framework that the CFO of this hybrid model must own. The complexity is real — but so is
the financial opportunity.

1.1 Why Embedded Finance Transforms Marketplace Economics

The economic logic of embedded finance in a marketplace is straightforward: the marketplace already
knows more about its sellers than any bank does. It knows their GMV history, their customer ratings, their
product mix, their seasonal patterns, and their growth trajectory. This information advantage eliminates the
adverse selection problem that plagues traditional small business lending — the marketplace can price
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financial risk far more accurately than a bank with only a credit score and tax returns. The result is a financial
product that is better for the seller (lower cost, faster access, no collateral) and more profitable for the
marketplace (lower loss rates, higher margins) than the equivalent product offered by a traditional financial
institution.

Financial Service Layer Revenue Model Gross Margin Profile Key Risk

Interchange +

) 40%—65% Fraud, chargebacks, compliance
processing spread

Payment Facilitation

Merchant Cash Advance  Factor rate on advance  25%-45% net of o
Credit risk, default, regulatory

(MCA) amount losses
Buy Now Pay Later Merchant discount rate 20%—40% net of ) .
. Credit losses, regulatory scrutiny
(BNPL) + consumer interest losses
Banking-as-a-Service Interchange + deposit .
¢ g P 50%—70% Bank partner risk, regulatory
(BaaS) spread + fees

. Premium net of claims N . .
Business Insurance . 15%—-30% Actuarial risk, state licensing
+ commission

. PEPM fee or % of . N
Payroll / HR Services 60%—75% Tax compliance liability
payroll processed

Capital Markets / Net interest margin + 30%—55% net of

. S ) Credit risk, regulatory capital
Lending origination fees credit losses g ycap

SECTION 2

PAYMENT FACILITATION ECONOMICS

Payment Facilitation: The Financial Foundation

Payment facilitation — acting as a PayFac, or Payment Facilitator — is the first and most fundamental layer
of embedded finance in a marketplace. A PayFac is a type of merchant services provider that aggregates
multiple sub-merchants under a single master merchant account, taking on the responsibility for
underwriting, compliance, and settlement on behalf of those sub-merchants. Unlike a marketplace that
simply passes buyers to sellers and lets sellers use their own payment processors, a PayFac controls the
entire payment stack — and captures the economics that come with that control.
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2.1 The PayFac Revenue Stack

When a marketplace operates as a PayFac, its revenue from each payment transaction is the difference
between what the buyer pays and what the marketplace remits to the seller — the gross processing revenue
— minus the interchange fees paid to the card networks and the assessment fees paid to Visa and
Mastercard. The net of these flows is the payment margin, which typically ranges from 0.5% to 1.5% of GMV
for a well-structured PayFac operation.

PAYFAC REVENUE WATERFALL

Gross Processing Revenue = Merchant Di scount Rate (MDR) x GW

Less: Interchange Fees = Wi ghted Avg I nterchange Rate x GW
Less: Assessnent Fees = ~0. 13% of GW (Vi sa/ MC network fees)
Less: Processing Costs = Processor fee (Adyen, Stripe, etc.) x GW

= Net Paynent Revenue (Paynment Margin)

Exanpl e on $100M GW:
MDR: 2.50% = $2, 500, 000 gross revenue
I nterchange: 1.65% = ($1, 650, 000)
Assessnents: 0.13% = ($130, 000)
Processing: 0.15% = ($150, 000)
Net Paynent Revenue = $570, 000 (0.57% of GW)

The interchange rate — the largest cost in the PayFac waterfall — is set by Visa and Mastercard and varies
by card type, transaction type, and merchant category code (MCC). Debit cards carry interchange rates of
0.05% to 0.80%; standard credit cards 1.50% to 1.80%; premium rewards cards 2.00% to 2.40%; corporate
cards up to 2.95%. The marketplace CFO must model the expected interchange cost based on the mix of
payment methods used by buyers on the platform — a platform dominated by premium rewards card users
will have structurally higher interchange costs than one with significant debit card or ACH usage.

2.2 PayFac Regulatory Requirements and Capital Implications

Operating as a PayFac requires registration with Visa and Mastercard as a Payment Facilitator, and
compliance with the card network rules, PCI DSS (Payment Card Industry Data Security Standard), and in
most states, money transmitter licensing. The regulatory burden is substantial: PCI DSS compliance alone
requires annual audits, quarterly network scans, penetration testing, and ongoing security monitoring.
Money transmitter licenses must be obtained in each state where the marketplace holds or transmits
customer funds, and maintaining these licenses requires minimum net worth requirements, surety bonds,
and regular examination by state regulators.
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CFO INSIGHT
The decision to become a registered PayFac versus using a third-party PayFac (like Stripe Connect or Adyen

for Platforms) is one of the most consequential financial architecture decisions a marketplace CFO will make.
Becoming a PayFac captures an additional 0.5% to 1.0% of GMV in payment margin but requires $2M to
$5M in upfront investment (licensing, compliance infrastructure, banking relationships) and $500K to $1.5M
in annual compliance costs. The break-even point is typically $200M to $500M in annual GMV. Below that
threshold, using a third-party PayFac and accepting lower payment economics is almost always the right

financial decision.

2.3 Float and Settlement Economics

As described in Part 1, payment facilitation creates a float — funds held between buyer payment and seller
disbursement. For a PayFac, this float is larger and more structured than in a standard marketplace because
the PayFac controls the settlement timing. Sellers in a PayFac marketplace typically receive funds on a T+1
or T+2 basis (one or two business days after the transaction). During this settlement window, the PayFac
holds the aggregate settlement balance.

At $300M in monthly GMV and a 2-day settlement cycle, the float balance is approximately $20M at any
given time. Invested at 5% annually, this generates $1M in annual interest income. The accounting
treatment requires the float to be shown as a liability (funds due to sellers) on the balance sheet, with the
corresponding interest income recognized separately. Importantly, the float is not the marketplace's money
— it cannot be used for operating expenses or investment without creating a regulatory compliance issue in
states where money transmitter laws require segregated customer funds.

SECTION 3

MERCHANT CASH ADVANCE ECONOMICS

Merchant Cash Advance: Capital as a Product

The Merchant Cash Advance (MCA) is the financial product that most directly leverages the marketplace's
information advantage. Instead of offering a fixed-term loan with scheduled repayments, the MCA provides a
lump sum of capital to the seller in exchange for a fixed percentage of future sales until a predetermined
total repayment amount is reached. Because repayment is tied to sales volume, it automatically adjusts to
the seller's business performance — faster repayment in good periods, slower in slow periods — eliminating
the fixed payment burden that makes traditional small business loans so stressful for seasonal businesses.
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3.1 MCA Economics: The Factor Rate

The economics of an MCA are expressed through the factor rate — a multiplier applied to the advance
amount to determine the total repayment amount. A factor rate of 1.25 on a $100,000 advance means the
seller repays $125,000 total, representing a $25,000 cost of capital. This is not an interest rate — the APR
equivalent of a factor rate depends entirely on the speed of repayment, which depends on sales volume. A
seller who repays in 6 months faces a very different APR than one who takes 18 months to repay the same
amount.

MCA FACTOR RATE ECONOMICS

Tot al Repaynent = Advance Anmount x Factor Rate

Total Cost of Capital = Advance Anpunt x (Factor Rate - 1.0)

Hol dback Rate = % of daily/weekly sales applied to repaynent

APR Equi val ent = (Total Cost / Advance Ampunt) x (365 / Days to Repay)

Exanpl e: $100, 000 advance, 1.30 factor rate, 10% hol dback

Total Repaynent = $130,000 | Cost = $30, 000
($30K/ $100K) x (365/180)
($30K/ $100K) x (365/365)

If repaid in 180 days: APR equival ent

60. 8%
30. 0%

If repaid in 365 days: APR equi val ent

3.2 MCA Revenue Recognition Under ASC 310

The accounting for MCA products is governed primarily by ASC 310 (Receivables). The advance is recorded
as a receivable on the balance sheet at the time of funding. The difference between the advance amount
and the total repayment amount — the factor rate premium — is recognized as income over the repayment
period using the effective interest method or a method that approximates it. The challenge is that the
repayment period is uncertain — it depends on the seller's future GMV — making precise interest income
recognition difficult.

In practice, most marketplace MCA programs use a modified income recognition approach: the factor rate
premium is recognized as revenue (earned discount income) as repayments are collected, rather than
front-loaded at advance origination. This produces revenue recognition that mirrors the economic reality of
the product — the marketplace earns its return as the seller generates GMV and repays the advance. If a
seller defaults before full repayment, the unearned portion of the premium is reversed, and the outstanding
principal is charged to the credit loss reserve.
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MCA INCOME RECOGNITION

At Origination:
DR. MCA Recei vabl e $100, 000
CR Cash $100, 000

As Repaynents Col | ected (each period):
DR Cash (repaynent received)
CR. MCA Receivabl e (principal portion)
CR. MCA I ncone (factor prem um earned in period)

On Defaul t:

Credit Loss Expense (provision)

Al'l owance for Credit Losses

Al'l owance for Credit Losses (at wite-off)
MCA Recei vabl e

3933

3.3 MCA Credit Risk and Loss Reserving

Credit risk management is the most operationally critical discipline in MCA lending. Unlike traditional bank
loans, MCAs have no collateral — they are unsecured advances against future GMV. If a seller's business
fails — or if a seller leaves the marketplace and takes their GMV elsewhere — the outstanding advance
becomes uncollectible. The marketplace's information advantage reduces this risk (it knows if a seller's GMV
is declining before the seller discloses it to a bank), but it does not eliminate it.

The allowance for credit losses on MCA receivables must be calculated under CECL (Current Expected
Credit Loss) methodology per ASC 326, which requires the marketplace to estimate lifetime expected credit
losses at the time of origination — not just losses that have already been incurred. This forward-looking
requirement means the marketplace must build or license a credit loss model that incorporates seller GMV
trends, platform tenure, category risk, macro economic conditions, and historical loss rates by seller
segment.
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CECL ALLOWANCE FOR MCA RECEIVABLES

Al'l owance = Gross MCA Receivabl es x Expected Loss Rate

Expected Loss Rate = PD x LGD x EAD

PD = Probability of Default (historical by seller segment + macro overl ay)
LGD = Loss G ven Default (1 - Recovery Rate on defaul ted advances)
EAD = Exposure at Default (outstanding balance at tinme of default)

Exanpl e: $50M portfolio, 4% PD, 70% LGD, 100% EAD
Al l owance = $50M x 4% x 70% = $1.4M (2.8% reserve rate)

Provi si on Expense = Endi ng Al | owance - Begi nning Al |l owance + Net Charge-offs

CFO INSIGHT

The CECL allowance for MCA receivables will be one of the most closely scrutinized items in your financial
statements — by auditors, investors, and regulators. Build the credit loss model with external actuarial or
credit modeling expertise, not with internal estimates alone. Document every assumption: default rate by
seller cohort, recovery rate assumptions, macro adjustment factors, and the qualitative overlays used to
adjust the model output. The allowance rate should be reviewed and updated every quarter, and the CFO
should be able to defend every basis point of the rate to an auditor.

SECTION 4

BUY NOW PAY LATER (BNPL) ECONOMICS

BNPL: Consumer Credit Embedded in the
Transaction

Buy Now Pay Later is a consumer credit product embedded directly into the checkout experience of the
marketplace. It allows buyers to split a purchase into installments — typically three or four equal payments
over six to twelve weeks — while the seller receives the full purchase price immediately. The marketplace
(or its BNPL partner) assumes the credit risk of the installment payments, earning revenue through a
merchant discount rate (MDR) charged to the seller and, in some models, through consumer interest or
late fees charged to the buyer.
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4.1 BNPL Revenue Architecture

BNPL revenue flows from two sources: the merchant side (the MDR, which is a percentage of the
transaction value charged to the seller — typically 2% to 8% depending on the product category and credit
risk profile of the buyer pool) and, in interest-bearing BNPL products, the consumer side (interest income on
the installment balance, typically 0% for short-term products but 15% to 30% APR for longer-term financing).
The MDR is recognized at the time of the transaction, as the merchant's performance obligation is satisfied
at the point of sale. Consumer interest income is recognized over the installment period using the effective
interest method.

BNPL REVENUE MODEL

Mer chant Revenue = GW facilitated via BNPL x NMDR%
Consuner Revenue = Average Qutstandi ng Bal ance x Consuner APR / 12
Total BNPL Revenue = Merchant Revenue + Consuner |nterest Revenue

Less: Funding Cost = Average Bal ance x Cost of Funds (warehouse facility)
Less: Credit Losses = Net charge-offs on consuner installnent receivables
Less: Processing = Paynent processing cost on each install nent

= Net BNPL Contribution

Exanpl e: $10M nonthly BNPL GW, 5% MDR, 0% consuner APR (short-term
Merchant Rev = $500,000 | Funding cost at 7% = ($58, 333)
Credit |osses at 2.5% = ($250,000) | Processing = ($30, 000)
Net Monthly Contribution = $161, 667 (1.6% of BNPL GW)

4.2 BNPL Regulatory Landscape

BNPL has attracted intense regulatory scrutiny globally since 2021, as regulators have recognized that
interest-free installment products may be functioning as consumer credit without the disclosures and
protections that consumer credit laws require. The CFPB (Consumer Financial Protection Bureau) issued an
interpretive rule in 2024 classifying most BNPL products as credit cards subject to the Truth in Lending Act
(TILA) and Regulation Z, requiring billing statements, dispute resolution rights, and refund processing
obligations. The UK's FCA has proposed similar regulations. Australia's Treasury has introduced
BNPL-specific licensing requirements.

For the marketplace CFO, these regulatory developments have direct financial implications. TILA
compliance requires investment in billing statement infrastructure, dispute resolution processes, and
enhanced disclosures — costs that may run $500K to $2M in implementation and $200K to $500K annually
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in ongoing compliance. They also create potential liabilities: if the marketplace has been operating BNPL
without the required disclosures, there may be retroactive consumer claims and regulatory penalties to
provision for.

TAX ALERT
BNPL interest income — when charged — is treated as ordinary income for federal tax purposes and is
subject to state income tax in each state where the marketplace has nexus. More importantly, the origination
and servicing of consumer credit may subject the marketplace to state lending licenses and usury laws in
addition to federal requirements. Operating as an unlicensed consumer lender — even under a BNPL brand
— carries significant regulatory penalty risk. Engage specialized consumer finance counsel before launching
any interest-bearing BNPL product.

SECTION 5

BANKING-AS-A-SERVICE AND INTERCHANGE REVENUE

Banking-as-a-Service: The Seller Bank Account
as a Revenue Engine

Banking-as-a-Service (BaaS) is the provision of bank-account-like financial infrastructure — deposit
accounts, debit cards, ACH transfers, bill pay — through a non-bank entity (the marketplace) powered by a
partner bank behind the scenes. The marketplace offers sellers a business account branded as part of the
marketplace ecosystem. Sellers deposit their sales proceeds into this account, hold operating balances, and
use a marketplace-branded debit card for business purchases. The marketplace earns revenue from
interchange on card transactions, from the net interest income on deposits held at the partner bank, and
from account fees.

5.1 BaaS Revenue Streams

The BaaS revenue model for a marketplace has three primary components. The first is interchange
revenue: when a seller uses the marketplace-branded debit card, the card network pays interchange to the
card issuer (the partner bank) which shares a portion with the marketplace as the program manager. Debit
interchange for business cards typically runs 1.0% to 1.5% of the transaction value. The second is deposit
spread: the marketplace's partner bank invests the seller deposit balances and pays the marketplace a
portion of the interest earned. The third is account fees: monthly maintenance fees, wire transfer fees, and
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foreign exchange conversion fees.

BAAS REVENUE MODEL

I nt erchange Revenue = Card Spend Vol unme x Interchange Rate (1.0%1.5%
Deposit Spread Rev = Avg Deposit Bal ance x Net Interest Spread

Account Fees Active Accounts x Monthly Fee + Transaction Fees

Total BaaS Revenue I nterchange + Deposit Spread + Account Fees

Exanpl e: 10, 000 seller accounts, $5,000 avg nonthly card spend, $8,000 avg bal ance
I nterchange: 10K x $5K x 12 x 1.2% = $7, 200, 000/ yr
Deposit Spread: 10K x $8K x 2.5% spread = $2, 000, 000/ yr
Account Fees: 10K x $15/nmpo x 12 = $1, 800, 000/ yr
Total BaaS Revenue = $11, 000, 000/ yr

5.2 Partner Bank Structure and Regulatory Considerations

Because the marketplace is not a chartered bank, it cannot directly hold deposits or issue payment cards
without a bank partner. The partner bank (typically a community bank or specialty BaaS bank such as
Bancorp, Sutton Bank, or Blue Ridge Bank) holds the deposits, issues the cards under its banking license,
and is responsible for regulatory compliance under the Bank Secrecy Act, anti-money laundering (AML)
rules, and consumer protection laws. The marketplace acts as the program manager — owning the
customer relationship, the brand, and the technology — but the bank remains the regulated entity.

This structure creates a dependency risk that the CFO must manage carefully. If the partner bank terminates
the relationship, loses its banking license, or is acquired, the marketplace's entire BaaS program is at risk.
The CFO should ensure that the partner bank agreement includes reasonable notice periods for termination
(minimum 12 months), portability provisions that allow the marketplace to migrate accounts to a new bank
partner, and representation from the bank that it has reviewed and approved the marketplace's AML and
KYC procedures.
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The BaasS regulatory environment tightened significantly in 2023 and 2024 as federal bank regulators issued
formal guidance on third-party risk management for banks involved in BaaS arrangements. Several partner
banks received enforcement actions related to BaaS partnerships where the program manager's AML and
KYC controls were inadequate. If your marketplace operates a BaaS program, invest in AML compliance
infrastructure — transaction monitoring, suspicious activity reporting, and customer due diligence — at the
level required of a regulated financial institution, not at the level typical for a technology company. The
regulatory and reputational cost of an AML failure dwarfs the cost of compliance.

SECTION 6

ACCOUNTING ISSUES FOR EMBEDDED FINANCE

Accounting Architecture: Financial Services
within a Marketplace

The accounting for an embedded finance marketplace is a multi-standard exercise. The marketplace
components follow ASC 606 and the principal-versus-agent framework. The payment facilitation
components follow ASC 310 and payment industry accounting guidance. The lending components (MCA
and BNPL) follow ASC 310 and ASC 326 (CECL). The BaaS components follow bank accounting guidance
adapted for non-bank program managers. The CFO must maintain separate accounting policies for each
business line and ensure they are consistently applied and clearly presented in the financial statements.

6.1 Segment Reporting Under ASC 280

A marketplace that has grown its embedded finance revenues to a material scale — typically above 10% to
15% of total revenue — will likely be required to report financial services as a separate operating segment
under ASC 280 (Segment Reporting). The test for a reportable segment is whether the segment's revenue,
profit or loss, or assets exceed 10% of the combined totals for all segments. When the embedded finance
business crosses this threshold, the CFO must prepare separate segment disclosures showing revenue,
cost of revenue, and some measure of segment profit for each reportable segment.

This is not merely a compliance exercise. Segment reporting for embedded finance creates a powerful

communication tool: it allows the CFO to show investors that the financial services business, which may
carry different gross margins and growth rates than the marketplace business, is a separately valuable and
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growing business line. Many investors value financial services businesses on different multiples than SaaS
or marketplace businesses — surfacing the embedded finance segment separately can, in some cases,
increase the overall enterprise value assigned to the company.

ACCOUNTING ALERT
The allocation of shared costs between marketplace and financial services segments is one of the most
contested accounting judgments in an embedded finance business. Shared infrastructure, shared customer
success, shared compliance, and shared executive costs must be allocated between segments in a
systematic and rational manner. Document the allocation methodology in the accounting policy. Auditors and
investors will scrutinize any allocation that appears to shift costs away from the higher-margin financial
services segment or toward the marketplace segment. Consistency across periods is essential.

6.2 CECL Implementation for Marketplace Lending

ASC 326 (Current Expected Credit Losses, or CECL) became effective for public companies in fiscal years
beginning after December 15, 2019, and for non-public companies in fiscal years beginning after December
15, 2022. CECL requires the marketplace to estimate lifetime expected credit losses at loan origination — a
fundamental shift from the incurred loss model (which only recognized losses when they became probable).
For marketplace lenders with MCA or BNPL portfolios, CECL implementation requires building a
sophisticated credit loss model that considers multiple economic scenarios.

The CECL model for marketplace lending typically uses a combination of historical loss data (segmented by
seller GMV tier, tenure on platform, category, and seasonality), forward-looking macro overlays
(adjustments based on projected GDP growth, unemployment, and interest rates), and qualitative factors
(management judgment adjustments for portfolio mix shifts, new products, or emerging risks not captured in
historical data). The model must produce a point estimate of the allowance as of each reporting date, but the
CFO should also present the range of outcomes under different economic scenarios to the audit committee.
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CECL MODEL STRUCTURE

Step 1: Segnent portfolio by risk characteristic
(GW tier, tenure, category, advance size)

Step 2: Calculate historical |oss rates by segnment
Annual Loss Rate = Net Charge-offs / Average Portfolio Bal ance

Step 3: Apply forward-1ooking macro overl ay
Adj usted Loss Rate = Historical Rate x Macro Adjustnent Factor

Step 4: Calcul ate all owance by segnent
Al l owance = Qutstandi ng Bal ance x Adjusted Loss Rate x Renmining Life Factor

Step 5: Sum segnents -> Total CECL All owance
Provi si on Expense = Change in Allowance + Net Charge-offs in Period

6.3 Revenue Presentation; Gross vs. Net for Financial Services

The presentation of financial services revenue in the income statement — gross versus net — is one of the
most consequential accounting judgments in the embedded finance marketplace. When the marketplace
originates an MCA and charges a factor rate, should it present the full factor rate income gross (total
repayment minus advance amount) or net of its cost of funds (funding cost from the warehouse facility)?
When it earns interchange revenue from BaaS card transactions, should it present gross interchange or net
of card network assessment fees?

The general principle under ASC 606 — and under bank accounting standards adapted for non-bank
financial companies — is that interest income and fee income from lending activities is presented gross, and
the related interest expense on funding facilities is presented as a separate expense line (or as a component
of cost of revenue). Interchange income from BaaS is typically presented net of assessments and card
network fees, as these are direct transaction costs rather than a separate service purchased. Document
these presentation choices in the accounting policy and apply them consistently.

SECTION 7

TAX ISSUES FOR EMBEDDED FINANCE MARKETPLACES
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Tax Architecture: Financial Services Adds Layers

Adding financial services to a marketplace business does not merely add new revenue streams — it adds
new tax compliance obligations, new potential tax liabilities, and new opportunities for tax-efficient
structuring. The embedded finance marketplace CFO must manage the intersection of technology company
tax obligations (nexus, R&D; credits, stock-based compensation deductions) with financial services tax
obligations (excise taxes on financial intermediation, state franchise taxes on financial institutions, special
tax treatment of credit losses).

7.1 Deductibility of Credit Losses

One of the most important tax advantages of the MCA and BNPL businesses is the deductibility of credit
losses. Charge-offs on business and consumer receivables are generally deductible for federal income tax
purposes in the year the debt is determined to be worthless (under the specific charge-off method) or in the
year a reserve is established if the company qualifies as a bank or a thrift institution. Marketplace lenders
that are not chartered banks typically use the specific charge-off method — losses are deductible only when
the advance is actually charged off, not when the CECL allowance is established.

This creates a significant timing difference between financial reporting (CECL requires the allowance to be
established at origination) and tax reporting (deduction is taken only at charge-off). A marketplace that
establishes a $5M CECL allowance at year-end has a $5M book expense but no tax deduction until those
advances are actually charged off in future periods. The deferred tax asset arising from this timing difference
can be material — and must be assessed for realizability under ASC 740 (Income Taxes) before it can be
recognized on the balance sheet.

CECL DEFERRED TAX ASSET CALCULATION

GAAP: Provi sion expense recogni zed when al | owance established at origination

Tax: Deduction taken only when advance is actually charged off

Tim ng Difference = CECL All owance Bal ance (book) - Tax Basis (zero until charge-off)
Deferred Tax Asset = Timng Difference x Effective Tax Rate

Exanpl e: $5M CECL Al |l owance x 25% effective rate = $1. 25M deferred tax asset

Real i zability Test (ASC 740): Is it nore likely than not that the DTA will be
realized? If future taxable income is insufficient -> valuation allowance required
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7.2 State Financial Institution Taxes

Several states impose special taxes on financial institutions — taxes that apply based on net income,
capital, or gross revenue from financial activities — that may apply to a marketplace that has significant
MCA, BNPL, or BaaS revenue. New York imposes a bank franchise tax on entities that meet the definition of
a banking corporation, which can include non-bank entities with sufficient financial services activity.
Massachusetts, Connecticut, and several other states have similar provisions. The CFO must evaluate
whether the embedded finance revenues trigger financial institution classification in any state, as the tax
rates and apportionment methods for financial institutions differ significantly from those for general
corporations.

7.3 Sales Tax on Financial Services

Financial services are generally exempt from sales tax in most US states — loan origination, credit card
processing, and deposit account services are not subject to sales tax. However, ancillary technology
services bundled with financial services — the software platform used to access the BaaS account, the
analytics dashboard provided alongside the MCA product — may be taxable in states that tax SaaS
services. The CFO must ensure that the billing systems for embedded finance products correctly identify
and tax (or exempt) each component of the customer's bill based on the state-specific taxability rules for
each service type.

SECTION 8

REGULATORY CAPITAL AND COMPLIANCE ARCHITECTURE

Regulatory Capital: The Financial Services
Constraint

The embedded finance marketplace must manage not just financial capital (the equity and debt that fund the
business) but regulatory capital — the specific forms and minimum amounts of capital required by financial
regulators to operate licensed financial services businesses. The regulatory capital requirements vary by
license type and jurisdiction, and their interaction with the marketplace's operating cash flow, credit facility
covenants, and investor reporting creates a layer of financial management complexity that has no equivalent
in a pure technology business.
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8.1 Money Transmitter Net Worth Requirements

Money transmitter licenses — required to hold and transmit customer funds in most states — typically
impose minimum net worth requirements ranging from $25,000 (for some states' lowest tier) to $1,000,000
or more for states with higher requirements. The aggregate net worth requirement across all states where
the marketplace holds a money transmitter license can be substantial — for a marketplace with licenses in
all major states, the aggregate minimum net worth requirement might be $5M to $15M. These requirements
must be met with unencumbered assets — cash or liquid investments — and cannot be satisfied with
intellectual property, goodwill, or other intangible assets.

REGULATORY CAPITAL REQUIREMENT FRAMEWORK

Money Transmitter Net Worth = Sum of state mi nimum net worth requirenents
(varies by state; typically $25K to $1M per state; ~$5M-15M aggr egat e)

MCA/ Lendi ng Capital Adequacy (if regul ated):
M ni mum Tangi bl e Net Worth = % of outstanding |oan portfolio (varies by state)
Leverage Ratio = Total Debt / Tangible Equity < regul atory nmaxi mum

Surety Bond Requirenments = Percentage of transaction volunme (varies by state)
Typi cal range: $25K to $500K per state

Total Regulatory Capital Set-Aside = Net Worth + Bonds + Restricted Reserves

8.2 Warehouse Lending Facilities

The MCA and BNPL businesses require dedicated funding — a pool of capital that the marketplace draws
on to fund advances and consumer installments. This funding typically comes from a warehouse lending
facility: a revolving credit line provided by one or more institutional investors or banks, secured by the pool
of MCA receivables or BNPL receivables pledged as collateral. The warehouse facility is not equity — it is
debt, and it must be repaid as the receivables are collected. The economics of the lending business depend
critically on the cost of the warehouse facility relative to the yield earned on the portfolio.

The CFO must model the warehouse facility as a separate funding entity within the financial model. Key
metrics include the advance rate (what percentage of the receivable pool the lender will fund — typically
80% to 90%), the cost of funds (the interest rate on the warehouse facility — typically SOFR plus 200 to 500
basis points), and the concentration limits (restrictions on the maximum exposure to any single seller or
category). The net interest margin — the difference between portfolio yield and cost of funds — is the
financial services analog to gross margin in the marketplace business.
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WAREHOUSE FACILITY AND NET INTEREST MARGIN

Portfolio Yield = Total MCA/BNPL Inconme / Average Portfolio Bal ance
Cost of Funds = Warehouse I nterest Expense / Average Drawn Bal ance
Net Interest Margin = Portfolio Yield - Cost of Funds

Exanpl e: $50M portfolio, 28% portfolio yield, 8.5%cost of funds
NIM = 28.0%- 8.5% = 19. 5%
Less: Credit Losses (3.5% -> Net Credit-Adjusted NIM = 16. 0%
Less: Operating Costs (4.0% -> Net Contribution Margin = 12.0%

SECTION 9

COMPLETE METRICS FRAMEWORK — EMBEDDED FINANCE MARKETPLAC

The Embedded Finance Marketplace Metrics
Framework

The embedded finance marketplace requires the full marketplace metrics framework from Part 1 plus a
comprehensive set of financial services metrics covering payment facilitation, lending, and banking
operations. The following framework covers every metric the CFO of this hybrid model must track and
present.

9.1 Marketplace Core Metrics (refer to Part 1 for full definitions)

Total transaction value through Primary growth driver; split by product
GMV (Total) 9 yg pItoy p
platform category
8%—20% (excluding financial services
Take Rate (Marketplace) Marketplace net revenue / GMV
revenue)
Financial Services Revenue ) .
FS Revenue / Total Revenue 15%-40% at embedded finance maturity

%

Blended Take Rate (All-in) (Marketplace + FS Revenue) / GMV Can exceed 25%-35% with full FS stack
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Track separately: marketplace-only vs.

Active Sellers Sellers with >1 transaction in period

FS-enrolled
FS Product Penetration Sellers using 21 FS product / Active . )
Rate sellers >30% target; rising trend = product-market fit

9.2 Payment Facilitation Metrics

Total payments processed through Track MoM; compare to GMV for attachment
Payment Volume (TPV)

platform PayFac rate
Payment Attachment Rate TPV / GMV >70% target; rising = seller payment adoption
Net Payment Revenue % Net payment revenue / TPV 0.4%-1.2% of TPV at maturity
Chargeback Rate Chargeback Volume / TPV <0.5% (Visa/MC threshold); >1% is high risk
Fraud Loss Rate Fraud Losses / TPV <0.1% excellent; 0.1%-0.3% acceptable

. Net Payment Revenue - Processing
Payment Gross Margin 40%—-65% at scale
COGS / Net Payment Rev

Avg daily float held between collection

Settlement Float Balance .
and disbursement

Track interest income on float separately

9.3 MCA / Lending Metrics

MCA Origination Volume Total $ advances originated in period Track MoM; compare to eligible seller GMV
. Sellers with active advance / Active >15% target; rising indicates product
MCA Penetration Rate .
sellers adoption
Total Originations / Number of Track by seller GMV tier; rising = upgrade to
Average Advance Amount
Advances larger sellers
L Total MCA Income / Avg Portfolio 25%—40% for MCAs; benchmarks vary by
Portfolio Yield S
Balance risk tier
Net Interest Margin (NIM) Portfolio Yield - Cost of Funds >15% target after credit losses
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Allowance for Credit Losses / Gross 2%—-8% depending on risk tier and macro
CECL Allowance Rate . .
Portfolio environment
. Net Charge-offs (annualized) / Avg <3% excellent; 3%—-6% acceptable; >8%
Annualized Net Loss Rate . .
Portfolio concerning

. MCA Revenue - COGS (losses, .
MCA Gross Margin . 25%-45% at portfolio scale
funding, ops) / Revenue

Actual collections / Expected >95% healthy; declining by cohort = risk

Collection Rate . .
collections by cohort signal

9.4 BNPL Metrics

BNPL GMV Total order value financed via BNPL Track as % of total platform GMV
BNPL Attachment Rate BNPL GMV / Total GMV >10% target; rising = buyer adoption signal
Merchant Discount Rate BNPL Merchant Revenue / BNPL

(MDR) GMV 2%—-8% depending on product and risk

Net charge-offs on consumer
BNPL Net Loss Rate ) <2% excellent; <4% acceptable
receivables / BNPL GMV

Merchant Revenue - Funding Cost -

BNPL NIM
Losses / BNPL GMV

>1.5% net contribution target

Buyers using BNPL >2x / Total BNPL . .
Repeat BNPL Usage Rate buyers >50% signals product stickiness

9.5 BaaS Metrics

BaaS Account Enrollment Sellers with BaaS account / Active L .
>20% target; rising indicates adoption

Rate sellers

Average Deposit Balance Total Deposits / Active BaaS Track trend; rising = primary banking

per Account Accounts relationship forming

Total spend on marketplace-branded

Card Spend Volume
P debit cards

Track MoM; compare to interchange revenue
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Interchange Revenue per Total Interchange / Active BaaS Benchmark: $500—$2,000/yr per account at
Account Accounts per year scale

Varies with interest rate environment;

Deposit Spread Revenue Deposit Balance x Net Interest Spread
1.5%-3.0% spread

Total BaaS Revenue / BaaS-enrolled Track trend; rising = deeper financial

BaaS Revenue per Seller . .
Sellers relationship

SECTION 10

EMBEDDED FINANCE CFO OPERATING CHECKLIST

The Embedded Finance Marketplace CFO
Checklist

The following checklist covers the additional requirements — beyond the standard marketplace CFO
checklist from Part 1 — that the CFO of an embedded finance marketplace must maintain. The volume and
complexity of these items reflects the regulatory and accounting demands of combining technology and
financial services operations.

Payment Facilitation Compliance

» PayFac registration current with Visa, Mastercard, Discover, and Amex; annual certification
requirements tracked and completed on time.

* PCI DSS compliance maintained; annual QSA assessment completed; quarterly network scans
current; penetration testing schedule met.

» Money transmitter licenses current in all states where funds are held or transmitted; annual reports and
examination responses tracked.

* Surety bond schedule maintained and renewed; aggregate bond value meets or exceeds state
requirements across all licensed states.

» Chargeback rate monitored weekly; exceeding 0.5% threshold triggers immediate escalation protocol;
dispute resolution team sized to response time SLAs.

« Seller funds held in segregated custodial accounts; funds never commingled with operating accounts;
daily reconciliation performed.
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MCA and Lending Operations
» CECL allowance model reviewed and updated quarterly; macro overlay factors refreshed with current
economic data; audit committee review of model assumptions at each quarter-end.

» Warehouse lending facility covenants monitored weekly; advance rate, concentration limits, and
minimum liquidity requirements tracked against actual portfolio composition.

* Vintage analysis prepared monthly for each cohort of advances; collection rate vs. expectation tracked
by seller segment and origination month.

« Deferred tax asset on CECL allowance assessed quarterly for realizability; valuation allowance
established if future taxable income insufficient.

« State lending license requirements reviewed annually; usury rate caps by state confirmed compliant
with factor rates charged to sellers in each state.

BNPL and Consumer Lending
» TILA / Regulation Z compliance assessment completed; billing statement infrastructure operational;
dispute resolution process documented and tested.

« State lending license requirements assessed for BNPL product; consumer finance license obtained in
all states requiring it for installment credit.

* BNPL CECL allowance maintained separately from MCA allowance; consumer loss model built on
consumer credit performance data.

* CFPB examination readiness maintained; consumer complaint monitoring active; UDAAP (Unfair,
Deceptive, or Abusive Acts or Practices) compliance reviewed annually.

BaaS and Banking Compliance
« Partner bank agreement reviewed annually; termination notice periods, portability provisions, and
AML/KYC responsibility allocation confirmed adequate.

» AML transaction monitoring program operational; suspicious activity reports (SARSs) filed timely; KYC
documentation current for all BaaS account holders.

* Deposit insurance disclosures correct — BaaS accounts at marketplace are typically FDIC-insured
through the partner bank; disclosures must accurately reflect pass-through insurance structure.

« Interchange revenue reconciled monthly to card network settlement statements; dispute process
operational for interchange errors.

Accounting and Financial Reporting

eFuturesCFO The Systems CFO | efuturescfo.com 22 | 24



FINANCIAL ARCHITECTURE OF DIFFERENT BUSINESS MODELS

» Segment reporting under ASC 280 prepared if financial services revenue exceeds 10% of total;
segment cost allocation methodology documented and applied consistently.

* Revenue presentation policy documented: gross vs. net for each financial services revenue stream;
auditor approval obtained for initial policy election.

» CECL allowance rollforward prepared monthly; provision expense reconciled to allowance balance; net
charge-off activity tracked by vintage.

« State financial institution tax exposure assessed annually; franchise tax obligations evaluated in states
with significant financial services nexus.

Closing Perspective: The Embedded Finance CFO

The embedded finance marketplace is not just a business model — it is a statement about the future of
financial services. As technology platforms accumulate the transaction data, customer trust, and distribution
infrastructure that traditional banks have spent decades building, they are in an increasingly strong position
to disintermediate those banks in the markets where their customers operate. The CFO who builds the
financial architecture for this model is building the plumbing of a new financial system.

The greatest operational risk in this model is not credit losses or regulatory fines — though both are real. It is
the risk of underestimating the compliance complexity and operational discipline required to operate
regulated financial services within a technology company culture. Technology companies are accustomed to
moving fast, iterating, and asking forgiveness rather than permission. Financial regulators operate on an
entirely different cultural and operational clock. The CFO is the bridge between these two worlds — and
building that bridge correctly, from the beginning, is worth more than any single product launch or market
expansion decision.

The reward for getting it right is extraordinary: a marketplace that embeds financial services achieves a level
of seller lock-in, revenue diversification, and gross margin accretion that a pure marketplace simply cannot
match. The seller who processes payments, takes advances, holds deposits, and uses the marketplace's
debit card is not a customer — they are a financial partner. And financial partnerships, once established and
deepened over time, are among the most durable business relationships in commerce.

Part 6 of this series examines the Advertising-Supported and Media business model — the CPM/CPC/CPA

revenue waterfall, programmatic economics, deferred revenue for prepaid campaigns, state nexus for digital
advertising taxes, and first-party data valuation in the post-cookie advertising landscape.
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End of Part 5: Digital Marketplace with Embedded Finance | Financial Architecture of Different Business
Models
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