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This book is dedicated to Matt, my son, who is learning to
code and has more potential than he can imagine, and
to the Italians who invented modern-day banking.






The measure of intelligence is the ability to change.

—Albert Einstein
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Introduction: An Industry Being
Rehorn and Reinvented

he premise of disruption in financial services is relatively new. With the
exception perhaps of the push for deregulation in the 1970s, banking is
not known for huge leaps in innovation or significant shifts in the dynamic
of the players involved. Sure, there have always been mergers and acquisi-
tions, and some industry consolidation from time to time, but there’s never
really been anything that is akin to the level of disruption we’ve recently
seen in the music or publishing industries, for example, or the dynamics
of the communications sector with the shift from the telegraph to the tele-
phone, and then from fixed-line to mobile.
In the midst of the financial crisis in 2009, Paul Volcker, the former U.S.
Federal Reserve chief, berated the financial industry in respect to its track
record on innovation:

I wish somebody would give me some shred of evidence linking
financial innovation with a benefit to the economy.

—Paul Volcker commenting at the Wall Street Journal’s

Future of Finance Initiative, December 7, 2009

Volcker went on to claim that the last great innovation in banking was,
in fact, the ATM machine. Volcker has a point. In all, banking hasn’t really
changed materially in hundreds of years. Ostensibly, the nineteenth-century
form of the bank branch is still largely recognizable today. While we have
had some so-called branch of the future concepts, the way we do banking
has remained largely unchanged over the past hundred years.

At least, that was true up until a few years ago when the Internet
emerged. Today, we see significant shifts in banking, consumer behavior,
and bank product and service distribution methods. We have seen dramatic
changes wrought by technologies like the Internet, social media, and mobile
banking. The recent global financial crisis has undermined trust in bank
brands collectively, and while that trust may start to return in the coming
months, for now it is a cause for open challenges to the traditional banking

Xv



Xvi INTRODUCTION

approach. We have social media and community participation giving trans-
parency to the discussion on bank effectiveness, customer support, and fees,
like never before. We have new disruptive models of banking, payments, and/
or near-banking that are taking off and challenging the status quo.

It is entirely possible that banks, with their heavy regulatory burden,
high capital adequacy requirements, massive legacy infrastructure, and long-
held conventions, may just have trouble adapting to these tectonic shifts.
Think of Kodak, Borders, and Blockbuster as examples of companies in
other industries that have succumbed to disruptive business models, chang-
ing consumer behavior, or technology shifts.

However, it is also possible that some banks may survive intact because
they can direct their not-insubstantial resources to evolving the big ship
that is their bank brand and operations, and can put a new layer of inno-
vative customer experiences and technologies over the old core, creating
something new, something dynamic and adaptive. Right now, however, the
former looks considerably more likely, purely because the inertia in banking
is fairly well embedded around risk and compliance processes, regulatory
expectations and enforcement, and those 30-to-50-year-old legacy IT sys-
tems that can’t easily adapt to the always-on, Uiber-connected environment
we live in today.

In May 2013, when I established a podcast radio show! to tackle these
concepts and questions, I set out with the intent of regularly interviewing
the most disruptive players in the financial services space who are challeng-
ing the norms and attempting to turn traditional banking on its head, along
with some of the most innovative leaders from within the sector trying to
stay competitive. These two groups of disruptive innovators might represent
different sides of the same problem, and while their approaches differ, the
key takeaways or lessons they provide are extremely enlightening.

This book is not just a summary of those interviews; it is an examination
of the new emerging business models, concepts, approaches, and constructs
from a strategy, technology, and success point of view—what is working,
and what isn’t. More importantly, we look at what traditional players can
learn from these innovators to kick-start their own projects or initiatives,
and what they have at risk if they don’t listen and learn. The interviews are
insightful and take us in new directions, but also act as case studies of some
of the techniques and models that are setting the tone for the next 20 to 30
years of banking. The data collected around these interviews and concepts is

! Breaking Banks is in its first year but is already in the top-five business shows on the
Voice America/World Talk Radio network, which is in turn the most popular online
radio station and the most popular podcast channel on the Apple iTunes network.
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designed to give depth to understanding those models and providing statisti-
cal or quantifiable support for the various strategies.

In the chapters that follow, you will read about topics that include P2P
lending, Bitcoin, and digital or cryptocurrencies, neo-banks or neo-checking
accounts that challenge the basic bank account premise, social media’s impact
on major bank brands, banks that have had dramatic growth despite no
branch network support, leading indicators of changing consumer behavior,
sustainable banking, financial wellness and the tools that help people save, how
campaign marketing is disappearing and customer journeys are emerging, and
how technology is becoming elegant, highly usable, and more responsive to the
end consumer. These are the new core competencies of retail financial services.

The secret sauce of these new innovative approaches, however, is really
still down to the individuals driving that change on a day-to-day basis.
This is not just about implementing the right technology or whether you
integrate social media or mobile into your customer-facing strategy. This is
about what drove these innovators to try something different, and where
they see the industry going next.

In each chapter, I ask these industry leaders what the next 5 to 10 years
will bring. In many ways, this is my favorite part of the dialogue, because
it shows that potentially some of the revolutionary approaches to banking,
lending, and customer engagement we are experimenting with today will
be far more disruptive on a longer-term basis to banking than we can even
imagine.

These are some of the most innovative disruptors in the banking scene
today. Listen to what makes them and their businesses tick. Listen to what
drove them to start these new approaches in the first place, to challenge the
norm. Most of all, however, just imagine where this will take us next.

These are the Innovators, Rogues, and Strategists rebooting banking—
perhaps even Breaking Banks.






Breaking
Banks






1

A New Take on Credit and Lending

he Global Financial Crisis saw the first decline in household debt in coun-

tries like the United States and the United Kingdom in over a decade, but
in the past months we’ve started to see the lending business warm up again,
getting closer to its pre-Financial Crisis levels.

When it comes to loan origination, traditional lenders increasingly
are finding difficulty in competing with digital services and platforms that
are providing more information and options in a more dynamic manner.
Approval times have been slashed, built on newly designed processes with
far less friction than the typical lender’s loan application. As mistrust of the
traditional banking system has increased and as lending has become more
expensive, entrepreneurs have been turning to tools of the digital age to
offer new solutions to those such as the unbanked, or to those looking for
more transparent or cost effective options.

Lending has been around for a very long time. In fact, lending pre-
dates formal currency and the formalized banking system by thousands
of years.

Archeological digs over the past 150 years or so have found literally
hundreds of thousands of these tablets from as far back as 3000 BC. These
tablets reveal that silver and barley (and sometimes gold as well) were used
as the primary currencies and stores of wealth at the time. Mesopotamian
merchants and lenders granted loans of silver and barley, at rates of interest
fixed by law! to avoid usury. The yearly interest on loans of silver was regu-
lated at 20 percent and on loans of barley at 33.3 percent.

The Mesopotamian ana ittisu, dated 3000 BC, and the codes of Esnunna and
Hammurabi, both dated 1800 BC, gave legal guidelines on usury and lending
practices.
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Close to 4,000 years later, we’re still using this same basic construct for
lending purposes—a principal, a term, and an interest rate.

Access to lending has today become cheap and ubiquitous. Credit in the
form of auto loans, student loans, payday loans, mortgages, and credit cards
has sprung up across the developed world in increasing variety. Microcredit
and lending systems, most recently popularized by the likes of Grameen
Bank? in Bangladesh, and new online social platforms, such as Kiva.org,’
have given broader access to credit in communities that have traditionally
not had access to such.

Our dependence on credit and the way we use credit has also changed
in recent years. In the early 1980s, U.S. household debt as a share of income
was around 60 percent. By the time of the 2008 financial crisis, that share
had grown to exceed 100 percent. In fact, at its peak just prior to the finan-
cial crisis, U.S. household debt as a share of income had ballooned to almost
140 percent, but in the United Kingdom that figure was almost 170 percent
of household income. Today, U.S. household credit card debit alone averages
$15,185 per household, but that is down from around $19,000 in mid-2008
(Figure 1.1).

The good news (for consumers) is that after the financial crisis
we’re using debt less in countries like the United States and the United
Kingdom. In fact, we’ve seen a roughly 20 percent decrease in house-
hold debt as a percentage of income since the financial crisis, bringing
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FIGURE 1.1 UK & US Household Debt as a % of Total Income
Source: Federal Reserve, BLS, Office of National Statistics (UK).

twww.grameen-info.org.
3About Kiva via Kiva.org.
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use of household debt back to around 2002 levels. The bad news is that
with default rates skyrocketing during the financial crisis, this reduction
is less about people saving money, and more about the fact that defaults
increased dramatically.

At the heart of this increasing debt load we see in developed economies
is a system that is built around lack of transparency on the real cost of lend-
ing, and lack of visibility on your money.

In the 1960s, when debt utilization was low, the bank account of the
day was a Passbook, and there were no ATMs, credit cards, or debit cards.
If you wanted to spend money, you had to take your passbook down to the
branch, withdraw cash, and you would see very obviously how that with-
drawal affected your overall financial position. You also couldn’t generally
spend more money than you had in your bank account. Overdrafts were
uncommon, checks would bounce if you didn’t have enough cash in your
account, and the most common form of financing was a home mortgage
(not a credit card).

Today, our use of credit cards and debit cards has actually decreased
visibility on our velocity of spending. For the 68 percent of American
households that live paycheck-to-paycheck,* this can be problematic. Try
as we might to keep a rough estimate of how we spend our money on a
day-to-day basis, most of us are just not that accurate in keeping track of
our running bank balance. Inevitably, then, consumers end up in a store
shopping for the week’s groceries, they pull out that debit card, and the
transaction is declined because they’ve simply spent more money than they
were aware of. Or, worse, they suddenly are in overdraft and don’t find
out until they next go to the ATM and find their account $300 in the red
due to overdraft fees.

The way we use credit in our lives is going to have to change.
Visibility on the real-cost of debt, whether student loans, mortgages,
credit cards, or things like medical loans in the United States, is going to
face demand for greater transparency when it comes to consumer aware-
ness on the real costs involved. At the same time, credit decisioning is
going to go through a rapid change in the next decade as most of these
decisions become real-time—no longer based on some application form
you fill out sitting in a branch, but triggered contextually and based on
a risk methodology built more from consumer behavior than historical

default.

4American Payroll Association Survey, September 2012 (see Jim Forsyth, “More
Than Two-Thirds in U.S. Live Paycheck to Paycheck: Survey,” Reuters News,
September 19, 2012).
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WHEN YOUR CREDIT SCORE BECOMES
MORE IMPORTANT THAN ACTUAL RISK

In 2010, I moved to the United States, and despite a healthy income profile,’
a spotless credit history outside of the United States, a healthy net cash posi-
tion, a strong investment portfolio, and minimal ongoing credit exposure, I
still couldn’t get basic credit for love or money.

The problem is that the U.S. system has become so dependent on credit
scores that good risk decisions can no longer be made without reference
to that score. In the minds of many, credit scores appear to have become
more about punishing borrowers for perceived bad behavior than actu-
ally providing access to credit.® Most credit scores often lag” 30 to 60 days
behind consumer behavior (rather than accurately predicting the likelihood
of default as they are supposed to), and consumers often see a markedly dif-
ferent credit score than what lenders see.®

With my income and risk profile I was a very safe bet for any lender
or credit facility, but because I hadn’t meticulously crafted a credit score
history, I was a nonentity as far as lenders were concerned—and that trans-
lated to a false negative, a presumed “guilty,” because I had what is known
in the industry as a thin credit file. If a bank had examined my behavior,
they would have seen that each month I save, and I spend considerably
less money than I earn—and therefore my ability to service ongoing debt
is very high. Additionally, my income has been improving consistently over
the last four to five years, so that trend should mean that my ability to
service debt is actually improving. None of that mattered. The logic of a
sound credit decision based on actual risk had been replaced by another
mechanism—a standardized score that was not a good predictor of risk
without at least a two-to-three-year history or investment in building up
that score specifically.

Now it is a fair argument that in a system that demands real-time or
rapid access to credit facilities, perhaps even in-store at the time of a pur-
chase, you need some sort of automated system that assesses credit risk.
In the absence of a better system, maybe credit scores or credit agencies
are the best approach we have? That might have been true back in the

>You only need to earn $300,000 a year, according to the New York Times interac-
tive tool, to be in the “top 1 percent.”

6“Store Purchases Could Punish Credit Holders,” WNBF News, August 19, 2009,
www.wmbfnews.com/story/10671306/store-purchases-could-punish-credit-holders.
7See FICO: www.myfico.com/crediteducation/questions/why-scores-change.aspx.
8“Consumers’ Real Problem with Credit Scores,” Wall Street Journal, September 25,
2012.
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1980s, but today the U.S. Public Interest Research Group has reported
that the current system is generating erroneous credit reports 79 percent
of the time.’ In addition, the system is expensive, results in poor default
management, and is designed primarily to protect the lenders, rather than
positively facilitate the borrowers, even when they have a low or moder-
ate credit risk profile. In the end, the best credit scores go to good, regular
users of credit, rather than customers who choose to take credit only
when they can’t avoid it.

One accepted measure of overall credit risk management performance
for lending institutions today is default rate, more specifically expressed as a
charge-off rate. During the Global Financial Crisis (also known as the “Great
Recession” or “GFC”) banks like Bank of America (BAC) saw default rates
on mortgages skyrocket to 24 percent in 2010'° and credit card defaults of
13.82 percent in 2009." Today BAC’s default rate on mortgages stands at a
nominal 6.7 percent,'? and credit card defaults have also declined nationally.
The Federal Reserve puts charge-off rates on mortgages/real-estate loans at
2.32 percent in Q1 of 2013, and 3.8 percent on credit cards.'® Lending Club,
the largest peer-to-peer (P2P) lender in the United States, has an effective
default rate of 3 percent on its current portfolio, which is extremely com-
petitive based on the current market.'

In the past two to three years, P2P lending has improved its viability as
a new asset class and maintained respectable default rates. Lending Club
has now surpassed $3 billion in total loans (Figure 1.2) and that has more
than doubled the $1.2 billion in total loans facilitated that they recorded in
just January 2013."5 Considering they just passed $500m in loans back in
March 2012, that is a phenomenally successful growth curve. Lending Club
maintains an average annual interest rate of 13.34 percent, compared to
the national 14.96 percent average APR on credit cards.'® As of January 1,
2013, Lending Club had produced average total returns of 8.8 percent

°U.S. Public Interest Research Group study as reported in “Oversight of Credit
Agencies Long Overdue,” Huffington Post, November 2012.

"FDIC 2010 Statistics, in “Default Loan Percentages Top 25 Largest U.S. Banks,”
JMAC Funding—The Hard Money Pros, June 2, 2010.

1<“Bank of America Shuns Card Debt,” Bloomberg, August 24, 2009.

12“Mortgage Default Rate Spikes in June,” The Street, June 2013.

3«Federal Reserve Charge-Off and Delinquency Rates on Loans and Leases at
Commercial Banks, 2013,” Board of Governors of the Federal Reserve System,
November 15,2013.

“4<“Default Rates at Lending Club & Prosper,” LendingMemo.com, July 25, 2013.
Lending Club statistics.

16“National Average Credit Card APR Rates (U.S. Domestic),” CreditCards.com.


http://LendingMemo.com
http://CreditCards.com

6 BREAKING BANKS

3,120M
2,990M =
2,860M
2,730M m
2,600M |
2,470M
—
@B 2.340M o
= 2,210M
S 2080Mm I
q.) )
2 1.950M M
@ 1820M "
= 1,690M |
»
@ 1,560M _
& 1.430M
O 1,300M
= 117om
T 1.040M
S 910M
= 780m
650M
520M
390M
260M
130M
0
5 2 2 2 £ o o
g 8 g & ] & 8

FIGURE 1.2 Total Loan Issuance (LendingClub.com)

on “savings” over the previous 21 months of operation. During the same
timeframe, the S&P 500 has had 10 negative quarters, and yielded average
total returns of 4.1 percent.

For the high-credit-quality borrowers we serve, our risk-based pric-
ing model often represents hundreds or even thousands of dollars
in savings over traditional bank credit cards, which would charge
them the same high rates as everyone else. Our rapid growth is
being driven by those high-credit-quality borrowers who have been
underserved by the traditional model.

—Renaud Laplanche, CEO, Lending Club'”

P2P propositions in other markets are rapidly growing, too. Zopa in the
United Kingdom has lent over £400m to date, and the total U.K. P2P indus-
try now is approaching £800m (including the likes of Ratesetter and Funding
Circle). But perhaps more interesting, Zopa’s growth is increasing with growth
of 60 percent+ year on year (YoY) and a recent run-rate of 90 percent YoY
growth over the last 2 months, with £144m of their current portfolio hav-
ing been lent in the last 12 months.!® Zopa’s defaults are at 0.5 percent and
with average loan rates of 6.7 percent,” which represents best-in-industry

7Banking4Tomorrow.com.
18Zopa UK.
Y“Can You Trust Peer-to-Peer Lending?” The Telegraph (UK), March 3, 2013.
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performance, and are around half the default rate of the top-performing banks
in the United Kingdom.?

P2P lending now represents roughly 3 percent of the U.K. retail lending
market (non-mortgage lending).?!

TAKING A FRESH LOOK AT LENDING

Interviewing Giles Andrews, CEO and cofounder of Zopa, was a fantastic
way to dive into some detail on why P2P is performing so well compared
to traditional credit and lending methodologies, and why their default
rates are a fraction of the big banks in the United Kingdom, particularly in
Zopa’s case.

Brett: Giles, let me ask you, first of all, to tell us a bit about Zopa. What
is Zopa? When did you start the business? What was the objective of
Zopa, and where are you today?

Giles: Zopa was the first peer-to-peer lending business in the world. We
launched it in March 20035. Peer-to-peer lending is a bit of a mouth-
ful, but what we do is really simple. We connect people who have
some spare money with people who want to borrow it. And, by
doing so, cut out banks in the middle, so that both parties get a bet-
ter deal. We had a simple aim, which was to provide greater efficiency
in what we saw as a very inefficient financial sector—by providing
better value to consumers on both the saving and the borrowing side
of the trade.

Brett: You were the first in the space, so what led you to believe there was
demand for a fundamentally different approach to lending in this
respect?

Giles: I think the first thing we thought about was a question: “Why is
it that consumers get a much worse deal out of financial services
than big corporates do?” And our conclusion was, “Because a mar-
ket had evolved (called the bond market), which distanced mediated
banks, which provided greater efficiency and provided big corporates

20For the same period, one of the best performing U.K. banks, HSBC, recorded
a default rate of 0.9 percent, almost twice that of Zopa’s (Source: HSBC Annual
Reports).

2See “Retail Lending in the United Kingdom,” MarketLine Report, October 2012.



