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Plagued by complexity and fragmented management,
banks can optimize their business portfolios by taking
an integrated approach to performance management.
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At a Glance

P Large banks in Europe and Asia-Pacific are under pressure from investors to deliver more value
and from regulators to justify their business models. Their returns on equity and price-to-book
ratios lag their peers in North America.

P For most banks, the way they manage performance is not up to the task. Too often, performance
management is fragmented among business units and regions, which makes it difficult to opti-
mize profitability or create value for the entire group.

P  An integrated performance management approach, supported by enterprise-wide data and
analytics, gives senior management a sturdier fact base with which to restructure the portfolio.

P Integrating performance management will allow banks to realign their business portfolios for
longterm value, giving investors and regulators more confidence in banks’ business plans.

Ever since the global financial crisis a decade ago, banks have taken pains to reduce risks in their bal-
ance sheets and restructure their cost bases. These moves, along with economic prosperity and ample
liquidity in many countries (and state support for banks on the edge), helped banks to navigate the
turmoil. In most cases, their financial results, risk profiles and resilience to shocks have improved.

Many banks, however, remain vulnerable to the deterioration of their customers’ economic circum-
stances. Risks such as college loan debt in the US could suddenly worsen and trigger a broad hit to a
bank’s financial position. In addition, fintechs and large technology firms have encroached upon areas
such as deposit taking, lending and payments, bringing new competition and more uncertainty about
the sustainability of revenue and profit pools.

These uncertainties have created a persistent valuation shortfall for many banks since 2010. It's most
acute in Europe, where large banks trade at a discount compared with their international peers. Their
revenues have been declining while cost reductions have mostly failed to materialize. European banks
struggle to generate a high enough return on equity (ROE) to cover their cost of capital, and those in
Asia-Pacific have settled at low levels; North American peers, on the other hand, have been able to
push ROE above 10%. Investors remain skeptical on the industry outlook for both Europe and Asia-
Pacific, and that sentiment is reflected in their lower price-to-book ratios. Aggregate valuation in
Europe has significantly decreased since 2010, and it has stagnated in Asia-Pacific (excluding China).
Only North America’s large banks have been able to create shareholder value on an aggregated basis
by delivering record results during recent periods (see Figure 1). In addition, banks that primarily
serve fast-growing regions such as the Middle East have generally seen superior returns and valua-
tions in recent years.
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Figure 1: While regional performance varies, European and Asian banks broadly have not delivered
on performance promises and value creation
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Total valuation (in trillions of US dollars)
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2018 Nearly 1.2 2018 Nearly 1.6 2018 Nearly 0.9

Notes: The sample of banks consists of the 100 largest institutions in total assets in 2018; regional allocation is based on domicile; asset-weighted metrics have been
corrected for outliers
Sources: SNL; Bain analysis

Banks continue to face pressure from regulators, which look not only at the details of the balance
sheet for capital and liquidity profiles and the profit-and-loss statement for operational performance
but also examine the viability of the business model for the future. That means bank executives must
minimize any deviation from their stated business plan. With fewer degrees of freedom, they must
tightly monitor and control ongoing performance, which requires them to understand specifically
what drives performance.

At the same time, investors and rating agencies are demanding transparency into how each business
unit of a bank is performing. The market is less patient about thin or inadequate explanations of
performance shortfalls as they have fast access to comparison data as well as more opportunities for
alternative investments.

Dealing with these pressures and bridging the valuation chasm will require attention to three capabilities:

« taking a more integrated approach to performance management, practiced deliberately and
explicitly in the daily business across the entire bank;

« using data and advanced analytics to feed performance management with enhanced insights and
to capitalize on the value of available data; and
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« Dbased on those insights, implementing measures to reshape
the target business portfolio, which will no doubt entail
uncomfortable decisions and actions, such as exiting busi-
nesses as well as strengthening core businesses organically
or through acquisitions.

Time to reduce complexity

Performance management to date has evolved somewhat hap-
hazardly, with additions or subtractions to the business port-

folio often made because of specific demands from regulators
or expectations from investors.

As a result, performance management tends to be fragmented
in terms of responsibilities, methods and processes. It’s rare to
encounter an integrated approach across the entire group.

To compound the problem, banks’ complexity has increased.
Mergers and acquisitions usually come with their own systems
and processes. And while implementation of regulatory-driven
legal entity restructuring and prudential measures may have
improved resilience, they also have added layers of complexity
and cost. Further, as banks have built out adjacent businesses
and digital innovations, they still rely on legacy platforms, IT
systems and performance management solutions such as stand-
alone risk or finance systems. At one global wealth management
firm, for instance, the US business as well as performance
management run on different systems despite the global nature
of the business. As a result, rolling up data and producing use-
ful analysis takes extra time and effort.

Fragmented performance management hinders senior man-
agement teams from making good trade-offs when allocating
capital—and from effectively or efficiently steering the overall
enterprise toward value creation. It encourages gaming the
system to optimize individual objectives (individual business
units or departments) rather than overall value creation.

Some banks have begun to restructure their footprints beyond
what'’s required by regulatory guidance. Citi decided in 2014 to
pull up stakes on its consumer banking business in 11 markets,
including Japan and Egypt, as a reaction to rising operating

Fragmented  perfor-
mance management
hinders senior man-
agement teams from
making good trade-
offs when allocating
capital—and from effec
tively or efficiently
steering the overall
enterprise  toward

value creation.
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An infegrated  view,
backed by

metrics, will ensure a

reliable

more objective, arm's-
length  allocation  of
capital  toward  the
best opportunities and
enable a bank to ex-
ploit the full potential

of its balance sheet.

expenses. HSBC, as part of its goal to optimize the global net-
work and reduce complexity, sold its entire business in Brazil
in 2010, thereby reducing risk-weighted assets by roughly
$37 billion. In 2018, JPMorgan Chase shuttered investment
accounts for retail clients living outside the US in order to focus
on its domestic market. And in early 2019, Goldman Sachs
announced that it’s further downsizing commodity trading
activities by the fixed-income team.

Each move helps these banks focus on their core. We advocate
going even further to integrate the management of all the parts
(retail, wholesale, private bank, regions and so on) into a view

of the whole at the highest group level.

An integrated view, backed by reliable metrics, will ensure a
more objective, arm’s-length allocation of capital toward the
best opportunities and enable a bank to exploit the full potential
of its balance sheet. It's a welcome antidote to the politicking
by individual business heads that understandably want to opti-
mize their own units. More transparency on how value is cre-
ated throughout the group and how costs should be allocated
to each unit will give senior management greater confidence
when weighing the trade-offs of each investment: Do we want
to continue with the fixed-income business, which consumes
a lot of capital? Should we continue with a global footprint or
focus on select markets and client segments? Should we have
a retail card unit in our domestic business or not?

A path to create long-term value

Putting integrated performance management in place follows
a sequence of steps (see Figure 2).

« Define the methods, principles and models that all divi-
sions, regions and entities in the group will use to cover
areas such as forecasting, measuring and backtesting pric-
ing, cost allocation, risk assessment and capital decisions.

« Choose key indicators of performance and risk. These indi-
cators need to capture the value being created while being
unambiguous, simple, transparent and robust over time.
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Figure 2: An integrated performance management approach needs to account for the complexity
of a bank’s footprint

Group
Tools and
reports
Business
division Key performance Key processes
indicators and key
risk indicators
Region
Methods, principles Integrated Incentive programs
and models performance
management
(performance, risk, capital)
Entity
Governance and policies

Source: Bain & Company

Leading banks have introduced indicators that cascade down to ROE or return on risk-weighted
assets for individual customer segments across the group.

« Determine tools and reporting solutions. The point of a tailored tool set and reporting suite is to
ensure that useful insights emerge. Leading banks have heavily redesigned their tool and reporting
architecture, and they have eliminated many nonessential reports to focus on critical insights for
value generation as well as for regulators, investors and rating agencies.

« Make key processes more stringent. Operational and strategic planning processes should inte-
grate their data handling in a way that increases the development of useful insights. Business
review meetings then should integrate the judgment of all the stakeholders so that they can take
collective action.

« Align incentives across business divisions, regions and entities at all levels of the organization.
Best-practice banks link incentives across hierarchies through role-specific targets. Front-office
incentives might include price or margin realization, while back-office incentives focus on
reducing defects.
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« Shore up governance through clear roles and accountabilities for improving performance.
Best-practice banks have set up dedicated responsibilities to implement, calibrate and operate a
performance management framework across the group. Designing and implementing the approach
tends to reside with the chief financial officer or chief risk officer, while the chief executive officer
determines targets. The treasurer also contributes, because effective capital allocation helps to
generate value in a capital-constrained environment.

Data and analytics improve the time, cost, quality and reliability of insights, helping the banks to take
appropriate actions. Among the high-value applications are risk assessment, compliance and financial
analysis, using a range of emerging tools such as:

. artificial intelligence in dynamic control and prediction models for financial forecasts and risk
assessments;

« big data analytics to determine a client’s current and potential profitability;
« robotics and automation to accelerate straight-through processing; and
« visualization that intuitively illustrates key insights for dashboards.

Leading banks have been investing in advanced analytics and shoring up the quality, integration and
accessibility of their data (while taking care not to compromise confidentiality). They are carving out
the appropriate use cases for data and improving governance as well, because clear roles and respon-
sibilities are critical to ensure that high-quality data translates to practical insights.

leading banks have been investing in advanced analytics and shoring
up the quality, infegration and accessibility of their data (while taking

care not to compromise confidentiality).

Making the hard decisions

Over the past decade, banks have gone through substantial de-risking of their balance sheets. Their
business models, though, are relatively unchanged. Most large banks remain complex and fragmented,
with a variety of businesses not necessarily generating synergies. It is essential that banks pose the
tough questions regarding which businesses to continue operating, which to divest and in which to
increase investments. Any assumed positive effects of diversification and synergies must be weighed
against the execution risks from realigning the business portfolio (see Figure 3).
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Figure 3: Banks should assess the performance and future potential of the entire business portfolio

Assess the legacy business portfolio on the ... in order to realign the footprint
dimensions below ... to its full potential
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Source: Bain & Company

Integrated performance management raises the odds of successfully realigning the portfolio and
creating long-term value as it is based on objective facts and insights. Banks that lack an integrated
approach and a willingness to act on the insights will suffer in their businesses and their valuations,
especially when the macro environment deteriorates to the point of a recession and as technology
firms further poach their customer bases.
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Shared Ambition, True Results

Bain & Company is the management consulting firm that the world’s business leaders come
to when they want results.

Bain advises clients on strategy, operations, technology, organization, private equity and mergers and
acquisitions. We develop practical, customized insights that clients act on and transfer skills that make
change stick. Founded in 1973, Bain has 58 offices in 37 countries, and our deep expertise and client
roster cross every industry and economic sector. Our clients have outperformed the stock market 4 to 1.

What sets us apart

We believe a consulting firm should be more than an adviser. So we put ourselves in our clients’ shoes,
selling outcomes, not projects. We align our incentives with our clients’ by linking our fees to their
results and collaborate to unlock the full potential of their business. Our Results Delivery® process
builds our clients’ capabilities, and our True North values mean we do the right thing for our clients,
people and communities—always.
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