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In today’s soft rate environment,
customers have gained the upper
hand. In response, banks need to

generate new sources of revenue and
to learn how to compete more

on the basis of value rather

than price. Here are five
strategies to help

banks adjust to

this new business
model.
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CULTIVATING
PROFIT IN A
LOW-RATE
WORLD

BY MARY BETH SULLIVAN

HE INDUSTRY’S EARNINGS RECOVERED A BIT IN 2010 according to the
FDIC’s Quarterly Banking Profile released in late February. But a deeper
drill into the report indicates a continued cause for concern regarding
banks’ abilities to produce core earnings growth. Much of last year’s uptick
in profitability resulted from decreases in loan loss provisions or one-time gains on
asset sales. As FDIC Chairman Sheila Bair noted, if banks “want to have long-term
sustainable earnings, you can only rely on reduced loan-loss provisions for so long.”

In the past, core earnings growth was, for many banks, almost totally focused on
net-interest income (NII). From the mid-90s until the recent banking crisis, many
consumer and small-business banking managers viewed their primary responsibilities
to be “deposit generation”—and specifically, direct-deposit account (DDA) genera-
tion. That seemed to make sense in an environment where DDA dollars could be
put to work funding loans and producing NII growth. In hindsight, however, many
bankers realize this profit model never worked well. Banks simply weren't adequately
compensated in many cases for risk; customers had little loyalty, so churn rates were
very high; and the lack of transparency in the old pricing formulas contributed to
today’s lack of trust in the banking industry.
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Now faced with the daunting task of reconfiguring their
business models for the new regulatory world order, bankers
are finding themselves armed with too few profit drivers. With
improved credit quality and economic prospects and recovering
secondary markets, banks may be able to reduce provisions and
shrink balance sheets in the short term to bolster profitabil-
ity—but banks certainly cannot shrink
their way toward longer-term prosperity.

Many banks are working to enact
to change—and banks have changes to product design, prices, com-
pliance practices and the like to respond
to new regulations and resulting changes
delivering well-understood to earnings dynamics. These changes are
necessary, but the changes underway at
many banks won’t be enough to get in-
charge. come levels back to where they need to be

to attract capital and satisfy shareholders
and owners. In order to achieve success

The earnings equation has

to start getting paid for

value for the prices they

going forward, the earnings equation has to change—and banks
have to start getting paid for delivering well-understood value
for the prices they charge.

Set the stage to enable premium charges
Fortunately, there are opportunities today to build new earnings
streams, but they require substantially different approaches
to managing the business. Going forward, profitability will
depend on a bank’s ability to earn premiums on its products
and services—premiums over the prices charged by other
providers in the market.

In the future, the customer will be in charge. In order
to be ready for this new reality, banks must focus on five
strategic changes.

1. Rationalize your customer strategy and focus on
what really drives value for your customers (hint:
It isn’t products or lowest prices).

What will distinguish individual banks in the future won’t be
their products (and associated “giveaways” designed to drive
volume). What will be ultimately distinguishing—and garner
premium pricing—will be the quality of the experience for
the customer:

»  The skills and personalities of your frontline staff.

= The way customer information is used to recommend better
solutions for customers or make it easier for customers to
manage cash flow or achieve specific goals.

= The ease of the account opening process.

» The way problems are resolved.

= The values of the company and so forth.

Each bank must determine the specific elements of customer
experience that will enable it to drive high levels of customer
loyalty and charge premiums over competitors.

According to Steve Kutelik, president and CEO of Customer
Service Profiles (CSP) in Omaha, Neb., “It has been proven that
during a bank transaction the overall customer experience has
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a significant impact on how that particular customer will rate
their satisfaction with the bank overall and their likelihood
to recommend that bank to others. Customer experience is a
complicated issue, and banks need more finely tuned insights
into specific elements that drive satisfaction, dissatisfaction,
and delight in order to focus energy on things that really mat-
ter to customers.” Understanding these factors and focusing on
delivering well (and ultimately in unique ways) is critical in the
new competitive environment.

2. Be more things to fewer people.
More finely tuned segmentation analytics will make use of
customer profitability information and combine it with demo-
graphic and attitudinal information to enable banks to design
and deliver more relevant and targeted value propositions. But
you can’t do this for everyone. To shift the business model to a
value-based, premium pricing structure, banks will need to focus
on distinct segments of the consumer and business markets and
meet a broader set of needs for these target segments—leverag-
ing critical elements of value that distinguish the bank from its
competitors to build these deeper relationships. All elements
of operations, marketing, sales, service and distribution must
work together to deliver the experience that leads customers to
want to do more business with the company.

When this works well, banks are positioned to broaden their
product and service offerings to generate new revenue streams.

At Glens Falls National Bank and Trust Co. (assets: $1.6 bil-
lion), Glens Falls, New York, success in targeting particular types
of businesses has enabled the bank to broaden into property
and casualty insurance and fiduciary activities for these clients,
shifting the earnings mix toward greater proportions of fee
income and reducing the bank’s reliance on net interest margin.
Dave DeMarco, executive vice president at Glens Falls, believes
it’s a perfect time to expand fee-based services. “The bank hasa
great customer base to leverage. We've grown our P&C insurance
business through acquisition of agencies in our markets. We can
provide the agencies with a great platform for growth—reducing
their costs to run their businesses and providing our customers
with more products and services. It’s a win-win-win—for the
bank, the insurance agencies and our customers.”

3. Make service excellence a priority for everyone
in every job at the bank.

Doing business with a bank is not considered a pleasurable
activity by many consumers and small-business owners. In fact,
many banks struggle not only to create positive experiences but
to minimize negative ones (how many calls did it take for the
customer to get her problem resolved?). Customers interact
with the bank in many different ways:

= The visual images upon entering the branch.

= The greeting received by bank staff.

= The way in which problems are handled.

» The ease of navigating the website and so forth.

The sum of an individual customer’s interactions with your
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