
Survival of the fittest
Gren Manuel discusses the difficulties challenger banks face as they 
compete with the big high-street lenders and try to establish a viable 
business model

They have chosen their funky name, built their 
app, and put their adverts on Tube trains. But for 
challenger banks, the next stage is the hard one: 
demonstrating a viable business model. Finding 
a route to sustainable revenues for a challenger 
bank is a challenge. The history books are not 
encouraging: the first wave of internet banking 
nearly two decades ago gave birth to challengers 
such as Cahoot, Egg and Intelligent Finance that 
burned bright... and then burned out.

This time round, the picture is more complex. The challenger 
banks are competing not just on user experience and 
channel to market, but taking part in a Darwinian experiment 
to see which business model is the fittest in an environment 
of “free” banking from high-street players, the long-standing 
difficulty of getting customers to switch accounts, and 
regulatory challenges to the status quo such as open 
banking.

Would-be disruptive business models fall into three rough 
categories. First come the true challenger banks, companies 
with a banking licence going head-to-head with existing 
players. The list is short, including Starling Bank, Atom Bank, 
Monzo Bank and Tandem. 

It may have cost them as much as £20m, but their banking 
licence allows them to tap into the core revenue stream 
of established players – the interest rate arbitrage of retail 
deposits – which is paying customers almost nothing 
on their savings and then lending it out at 4 per cent for 
mortgages or 15 per cent, or much more, for overdrafts.

This profits engine hums only if the institution can contrive 
to have a positive number between its total cost of funding 
and cost of lending. For Lloyds TSB, one of the biggest UK 
retail banks, and with a number of revenue streams, the net 
interest margin in 2017 was just 2.86 per cent. The app-only 
challengers claim they have much lower costs, but they also 
have a much smaller footprint and no high-street presence. 
Can they attract wealthy customers who leave £2,000 
parked in their current account, or only cash-strapped 
millennials?

Declan Ferguson, head of strategy at Starling Bank, says the 
stereotype that only the young want app-only banking is 
wrong. “As well as millennials, we are attracting a number of  
25-45-year-old professionals, with over half of our customer 
base falling into this category,” he says. “We also have a 
significant proportion of customers over the age of 45.” As a 
result, “we anticipate that revenues will broadly be split 60:40 
in favour of fees and commission income — this could be 
higher in practice”.

Lower costs do potentially boost this business model. 
Challengers have no branches. As Financial World reported 
in its February/March 2018 issue, the challengers are 
benefiting from lower IT costs by using the cloud. Changes 
in the banking software market also help, with vendors 
offering banks “banking as a service”, based on a per-user 
fee for processing instead of a high upfront cost. Anthony 
Thomson, at the time chairman of Atom Bank, said in 
January this year: “As a mature business, we will have a 
cost/income ratio of under 30 per cent.” After deep cost 
cuts, Lloyds TSB managed 46.8 per cent in 2017. Thomson 
reckoned Atom Bank could be profitable in three years.

But the fundamental problem for the challenger banks may 
be that all they are really changing in banking is, once again, 
the channel and the numbers plugged into Excel. “What I 
don’t see is people rethinking the model of banking,” says 
Chris Skinner, banking author and chairman of the Financial 
Services Club, a networking group. “They are looking at 
similar services instead of thinking ‘How can we take the 
model and build it into a service that can change the 
banking structure?’.” He contrasts the convergent thinking in 
the UK with the more innovative players in Asia such as Ant 
Financial. 

Many of the challenger institutions have to move at least a 
little away from the traditional business model because they 
are not, in fact, banks. Some 90 per cent of the challenger 
institutions have an e-money licence or are agents of a 
partner that provides e-money services, which allows them 
to get into business for as little as £1m but means they 
cannot relend customer deposits.



Without a banking licence, however, the revenue model 
has to look different. Some opt for a monthly fee, typically 
around £5. The other is a pay-as-you-go model in which 
each transaction incurs a charge. Some revenue streams 
of secondary importance to established players, such 
as foreign exchange commissions and fees when their 
customers use their credit cards, become much more 
important.

With a lower barrier to entry, new players can target niches. 
Loot targets students; Coconut targets freelancers and 
others in the gig economy; and entrepreneur and former 
RAF pilot Mike Jenkins aims to set up a service that targets 
military and emergency services personnel. A handful, such 
as Monese, target customers who generate little enthusiasm 
among existing banks, such as recent arrivals from overseas 
and others with no UK credit file. 

“We are going to be making less money than banks,” says 
Norris Koppel, co-founder and chief executive of Monese. 
“We have to monetise a little bit differently and be more 
creative.” He reckons that without the need to collect national 
banking licences, he can offer bank-like services in a wide 
range of countries all built on a single app, keeping costs low. 
That may be what wins through. 

As the Bank of England (BoE) pointed out in a report 
on the stability of the financial system in 2013: “While 
the technologies for payments and credit are not static, 
innovations mostly affect their mode and cost of delivery 
rather than what they deliver.” The BoE notes that it is in risk 
transfer that “innovation” is found because there are always 
new ways of writing a contract or constructing a market. By 
implication, retail banking, with tightly regulated risk transfers, 
should be inherently low in innovation. 

Huy Nguyen Trieu, founder and chief executive of The 
Disruptive Group, a fintech advisory company, and a former 
executive with Citi and other big banks, says many of the  
non-bank challengers will want a licence eventually to tap 
into the revenue stream from interest income. “Lending and 
borrowing is still the main profit driver in finance,” he says.

In the past six months, some fintech players that have 
created a “category killer” reputation in one area of finance 
have begun trying to lay claim to the centre ground 
by taking a banking licence. Revolut, a low-cost foreign 
exchange company, and Zopa, a peer-to-peer lender — both 
leaders in their niches — have, for example, announced plans 
to win a banking licence.  

The bottom line is that the challenger bank and transaction 
bank business models look like conventional financial 
services business models, with tweaks that allow for lower 
costs and more targeted marketing. But there is a third 
model, as yet untested in the UK, which looks very different: 
monetising online data by using it to act as a broker.

Banks — high-street and challenger — know there is value 
in customer data. Loot, the student-focused start-up, has 
said it understands this value and wants to monetise it. It is 
a front-runner in this in the UK, but for proof it works, one 
has to look at Credit Karma in the US. It offers consumers 
free access to their credit score and then recycles their data 
to recommend financial products such as credit cards and 
insurance, collecting a commission on the way. It said its 
2016 revenues were $500m.

Nguyen Trieu says this can be a genuine revenue stream, 
but only works with a lot of data. Credit Karma has collected 
75m customers and is amassing financial data at the rate of 
2.5 terabytes a day, without having to drag anyone through 
the know-your-customer routine of a true banking service. 
Getting to scale with a bank’s own customer base would be  
a hard slog.

How will challengers in the UK develop? One issue makes 
it particularly difficult to call: the impact of open banking. 
At present, banks aim to provide the account that receives 
a salary, the prime account, as it maximises the chance of 
the customer holding a large cash balance and offers many 
opportunities for cross-selling. Open banking could upend 
that. Making it simpler for outside services to plug into a 
current account could enable the customer to assemble a 
portfolio of services — reducing the revenue stream for the 
bank that provides the current account.

Some challengers have business models that are ready for 
this. It could be argued that open banking is an attempt to 
enable lower-cost provision of services that are currently the 
purview of big banks. One solution is for challenger banks 
to create their own marketplace of high-quality outside 
providers, which will make commission payments when 
customers use their service. Anne Boden, Starling Bank 
chief executive, told Reuters last December that this could 
represent a third of revenues, while Tom Blomfield, Monzo 
chief executive, said it would be Monzo’s biggest source of 
income, in the long term. 

Both banks are positioning themselves for the so-called 
“Amazonification” of banking, aiming to become a platform 
selling services from themselves and outsiders, in the same 
way that the online retail giant sells both its goods and those 
from third-party merchants (currently about a 50/50 split). 

As the Amazon comparison makes clear, all the different 
business models have the same risk factor: can they achieve 
scale? In terms of customer numbers, Monzo is the only 
challenger to announce customer numbers above 500,000, 
with more than 200,000 using its current account. Atom 
Bank, the best-funded of the challengers, whose investors 
include BBVA, has yet to launch a current account. 

All the new players must face the fact that Britons love 
grumbling about their bank but few vote with their feet. 



The most recent data from the account switching service 
operated by Bacs showed that account switching in 2017 
was 8 per cent lower than the previous year.

Some of the challengers may yet pivot towards savings, 
robo-investment advice, or other revenue streams that avoid 
a head-on battle for current accounts with the incumbents. 
That means the core banking product, credit, will remain 
with the big players. The challengers may have little choice 
but to settle for picking off other revenue streams — 
particularly if customer acquisition costs rise or the high-
street players move to head off the upstarts, either with big 
marketing spends or by offering attractive interest rates on 
current account balances. Skinner says: “Once they get to a 
certain scale and size they will be squeezed.” 
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