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Foreword

Digital banking has become anirresistible business trend. McKinsey researchin
personal financial services shows that Asian consumers are becoming more and
more comfortable with using mobile and Internet channels for banking services,
with their use increasing on average more than 35 percentin the pastthree years.
Correspondingly, we have noted adrop in branch usage of 27 percent across
Asia. Atafew leading banks, nearly 20 percent of key product purchases are

now completed online; across Asia, on average about 25 percent of prepurchase
decision-making and 40 percent of postpurchase servicing is conducted through
mobile or Internet devices.

Mostbankersin Asiaagree that thisisabigopportunity. The big question is, how
doyoudoit? What are the winning approaches? Digital-banking concepts are
intheir early stages in Asiaand there are few very profitable models at scale yet.
But some helpful lessons are emerging.

There areavariety of ways to approach digital banking. For leading banks, there
are mainly four interconnected, mutually reinforcing elements: connectivity,
automation, innovation, and decisioning. Connectivity refers to how can banks
use rapidly growing social networks to build loyalty and competition-disrupting
offerings. Automation refers to how to harness digitalization in process
re-design for abetter customer experience and more effective use of resources.
Innovation refers to how should banks continue to renew themselves, given the
rapid pace of change in the industry. Decisioning refers to how big data can be
used to make better, faster, and more accurate decisions regarding customer
purchase choices as well as banks’ decisions onissues such as risk. Exhibit 1
illustrates a simple framework to guide banks’ thinking.

Truedigital banking amounts to much more than the provision of financial
servicesthrough mobile and Internet channels. The technology so widely adopted
by consumers has powerful capabilities—including greater bandwidth, advanced
datasecurity, and stronger privacy protection—that offer new opportunities

for banks. Digital banking signifies completely new propositions: not only new
productsand services but also the possibility of amore sophisticated, digitally
enabled sales force and cost savings through end-to-end process digitization.

Digital Banking in Asia: Winning approaches in a new generation of financial
services presents McKinsey’s latest thinking on digital banking. Our insights
come directly from experience serving clients across Asia; in this volume, we



Digital Banking in Asia
Winning approaches in a new generation of financial services iii

Exhibit 1: Digital as an interconnected and mutually reinforcing
set of 4 elements

Connectivity Automation
(Online, mobile, social) (Process enablement)

Digital
Strategy

Innovation Decisioning
(Idea factory) (Big data, enterprise data)

have focused on the essential dimensions critical to building a digital bank. Here
you will find discussions on:

= Propositions for capturing new customer segments and serving them rapidly
= Howdigitization can quickly increase revenue and enable cost reduction

= Managing multiple channels and the cross-channel customer experiencein
the newdigital environment

= ThelTrequirementsforenabling digital banking

= Organizational changesthat can help break barriersand rally institutions for
digital transformation

We hope you will find this volume helpful as your institution embarks on the
digital-banking journey.

Joydeep Sengupta, Kenny Lam, Driek Desmet,
partner partner partner
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Chapter 1

Digital banking in Asia: Are you
ready for your next generation of
customers?

Joe Chen, Senthil Durairaj, Vinayak HV, and Kenny Lam

Executive summary:

About 40 percent of Asian mass affluent customers now prefer online
or mobile banking; among those under 40 years of age, around half
prefer digital banking. Digital-banking consumers number 670 million
today in Asia and are expected to become 1.7 billion by 2020.

Online consumer sales in Asia has exceeded 20 percent in some
categories, including electronics. In banking, some leaders are
experiencing online sales in this proportion for key products.

The disruption caused by digitization can create or destroy significant
value for banks, depending on their starting positions and how

well they respond to shifting consumer behavior and other trends.
Experience is showing that 30 to 50 percent of net profit is at risk.

Banks can create significant value in digital banking using a range of
approaches, from digitally enabling their current model, allowing higher
salesforce productivity, to adopting disruptive new propositions, such
as new consumer concepts for targeted segments.

A generation of digital-banking customersis rising across Asia, hundreds
of millions strong. This generation will be the most populous and wealthiest
generation in Asian history. Its constituents will want to manage their
money and make payments through mobile and online channels, anytime,



Shifting consumer behavior

Ashasbeen evident for the past decade, Asian consumers have flocked to digital
technologies, with adoption rates for some devices, especially mobile phones,
outstripping Western rates. ATM usage has skyrocketed in Asia, and across

age segments the “consumer decision journey” has increasingly moved online.
The pattern for most purchases now is that they are researched online and
concluded in the branch, but we are beginning to see online purchasing as well.
Asignificant constraint on the progress of this trend is the state of regulation in
many countries, which require purchases to be finalized by customers signing
documentsin branches, inthe presence of branch employees. Meanwhile,
larger numbers of Asian consumers, especially younger ones, are expressing
apreference for interacting through nonbranch channels. Thisis significant

for Asia, where even older customers can be first-time bank users, cautious of
physically surrendering their money, and traditionally reassured by a brick-and-
mortar establishment.

Thestorywill only accelerate as ayoung digitally savvy generation matures.
Thiswill be the disruptive generation when it comes to banking trends. They
have already taken to mobile technology and are comfortable with making
payments digitally. Four shiftsin consumer behavior signal that the time of the
premier digital bankis approaching:

Increasingdigital usage across Asia. Thisincludes higher penetration
of mobile, Internet, and smartphones across markets. The increase in
technology usage is changing consumer behavior, including buying behavior,
with social networking, peer reviewing of products, and online research
becoming the norm. Digital payments are becoming significantin Asia, and
the evidence of the digital disruption is mounting in industry after industry.

Channel-preference shift. Channel preferences in banking have shifted
significantly among younger and wealthier segments toward nonbranch
channels. About 40 percent of Asian mass affluent customers now prefer
online or mobile banking; among those under 40 years of age, around half
prefer digital banking. The Internetis making headway in the generally older
affluentand mass-affluent segments, where ATM usage is the norm; for
younger generations of Asians, on the other hand, the Internethasbecome a
preferred channel.
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Multichannel consumer decision journey. The path toward purchase—
fromawarenessto research, subscription, and maintenance—has already
become amultichannel journey for Asian consumers. Inthe awareness

stage and especially the research stage, most buyers are consulting multiple
channelsand returning to multichannel usage in maintaining their products
after purchase. Evidence from Europe indicates that banks will be able to boost
flagging customer loyalty and increase share of wallet by offering an integrated
and seamless customer experience across channels.

Digital sales. With the right regulatory environment, more sales of
depositsand loans are expected to shift to direct channels, in line with
shifting consumer preferences and behavior trends ine-commerce, similar
towhat hasoccurred in more mature Western markets (Exhibit 1).

Implications for banks

McKinsey analysis has demonstrated that the advent of digital banking will
create as well as destroy significant value, with 30 to 50 percent impact on profits
or losses, depending on the bank’s starting pointand how it responds to these
digital trends (Exhibit 2).

Exhibit 1: More sales of banking products are expected through direct
channels, in keeping with e-commerce trends.

Online business-to-consumer sales in Asia Online share of total category sales in Asia
$ billion %, 2012
Consumer electronics and
149 video-game hardware 21.2
29% p.a.
SHPAD 4, Apparel 17.6
75 .
54 Consumer appliances 12.0
48
41
Media products 7.1
2007 2008 2009 2010 2011 2012 Food and drink 5.4
Snline share of total retail market Beauty and personal care 33
(]
Asia 16 16 18 22 28 35 Consumer health care 29
. Housewares and 29
United 46 51 59 64 68 7.2 home furnishings :

SOURCE: Euromonitor; Forrester Research



Channel-based segmentation to identify consumer readiness in Asian markets
makes it plain that mostconsumersare already using or are interested in using
alternative channels, including ATM, online, mobile, and phone banking. Yet few
Asian players have developed low-cost comprehensive service offerings focusing
onself-directed customers.

Given these trends, we estimate that while the digital-banking opportunity

in Asiaissmall today it will likely grow rapidly, at twice the rate of other bank
revenue pools, especially as the number of Asian consumers coming on line rises
(Exhibit3).

Getting the bank ready

Astechnology adoption continues to reshape consumer habits aswell as
business models, the consequent rapid change in the dynamics of several
industries has become a top-of-mind theme for banks across Asia. Our
conversationswith Asian players reveal that many are struggling with the
implications of this trend and the choices it demands. Banks can minimize the
potential value-destroying effect of the coming digital disruption by fostering
digital awareness in their top leadership and by building adigital strategy that
isintegrated into their overall strategy, regardless of the bank’s starting point.

Exhibit 2: Disruptive technologies will emerge as both an opportunity
and a threat to banks.
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Digitization is a threat to traditional banking models but can also be an
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Exhibit 3: In Asia, the number of potential digital-banking consumers
could rise to approximately 1.7 billion by 2020.

Millions of people

India Japan, South
Korea
450 170 200
100 Asia .
1,700
2012 2020 2012 2020
670
ASEAN! and 2012 2020 Greater China?
Australia
150 900
60 . 380
2012 2020 2012 2020

1 Association of Southeast Asian Nations; data for the following ASEAN countries only have been included: Indonesia, Malaysia, Singapore, the
Philippines, and Vietnam
2 Data include China, Hong Kong, and Taiwan

Marketand competitive factors will determine whether the bank’s digital
strategy will involve creating new digital customer propositions now or digitally
enabling the current model for the time being (Exhibit 4).

Pursuing digital enablement of the current business model

Banks can supportthe digital adaptation of the present business model ina
number of ways. These include a few important cost levers: improving the
channel mix to reduce distribution costs, reducing administration and operating
costs through automation, and optimizing I T spending through use of the cloud
and agile development.! Revenue levers use technology to increase effectiveness
across afew elements of the sales process:

= Improvedvalue per customer through consumer insightsand
analytics. Banks can use analytics for microtargeting by aggregating data
toformasingle, enriched customer view. A robust analytics engine can

1 Seechapter5, “Making the digital bank work end to end: Digitizing the operating processes,” and
chapter 6, “Gearing the IT engine for digital banking.”



Exhibit 4: Banks can create value through digital using a

discrete set of levers.

Creation of new
» digital customer
business

model
O

propositions

Digital / \
enablement
of current Digital
\ strategy /

Revenue * Value per customer by leveraging = New consumer concepts, such
levers consumer insights and analytics as digital rich, digital middle, and
Increased productivity in acquiring Generation Y

customers by digitally enabling the = New SME* concepts, including
sales force digital SMEs

Digitally enabled pricing

optimization

Cost = |Improved channel mix to reduce
levers distribution costs

Reduced administration and
operations costs through automation
Optimize IT spending through cloud
and agile development

Value levers
.

1 Small and medium-size enterprise.

generate “next product to buy” offers and present customers with prefilled
application forms.?

Manage consumer interactions across multiple channels. Banks
must integrate across channels: this entails generating digital demand
with smarttools, intuitive product choices, and use of direct channels for
customer self-service.®

Increase frontline productivity and multichannel productivity for
fulfillment. Deliver leads to sales staff through mobile devices; calculate and
customize offers, including using digitally enabled pricing optimization; and
provide paymentsolutions and technology-enabled rewards.*

2
3
4

See chapter 4, “Unlocking customer value with advanced dataand analytics.”
See chapter 2, “Managing the multichannel journey.”

See chapter 3, “Digital sales enablement: How to turbocharge performance and customer
satisfaction.”
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Creating new digital customer propositions

Ultimately, banks will need to adopt new propositions that serve their savviest,
digital-friendly customer segments. The preferences of these constituents

will eventually become the new normal. Whether the move to afully digital-
banking model is made sooner or later will depend on the nature of the bank’s
business today and the degree to which early movers and nonbank attackers

are threatening the bank’s customer base. Several banks have already launched
digitally focused models competing in the same market as their owner, aswell as
independent banks competing in other countries than their owner, with varying
levels of success.

We have identified a number of consumer segments whose constituents
are educated, increasingly digitally aware, and already involved in
multichannel banking:

Digital rich. These affluent consumers have an undergraduate college
education or above and constitute the professional talent of leading Asian
companies or multinational corporations. Some members of thisgroup are
also second-generation entrepreneurs, who are more educated and computer
literate than their pioneering parents.

Digital middle. These upper-massand mass-affluent consumers have
atleastacollege education and provide the professional and middle-
managerial talentin Asian and multinational companies. The group also
includesservice entrepreneurs.

Generation Y. Asia's future digital-banking customersare now 15 to 30 years
old; they are students and young professionals, somein their first jobs, and
theyare exceedingly digitally savvy. They will form the preponderance of the
base for the digital bank of the rapidly approaching future.

Digital SMEs. The number of smalland medium-size enterprises (SMESs)
thatare using the Internetand other forms of digital technology will only
increase across Asia. These nontraditional SMEswill eventually become the
normandwill be looking to use adigital-banking platform designed to serve
their needs.®

Each of these segments has unique characteristics that must be considered when
developing the offer. The fundamental ingoing thesis is that significant unmet
needs can be addressed through an innovative digital proposition.

5 Seechapter 8,“Organizingyour bankto capture digital opportunities.”



Strategic positioning

Channels and offerings
To position itself strategically inits market, each bank will need to find avalue
proposition targeted to the segment the digital bank is trying to address.

Adigital bank could enter the market with a simplified core offering of four
or five relatively simple products and have one or two “hook” products such
asacompetitively priced deposit or strong trading platform. Banks may want
to present customerswith an “Apple-like” experience, offering an intuitive
interface and a no-defectand no-customer-leakage culture, with real-time
processing capability and a test-and-learn environment.

Inaddition, banks can offer a personalized Web experience, so that customers
can receive recommended products based on their digital data (such as browsing
behavior). Asocial and mobile-centric dimension could make sense for some
banks, inwhich the latest digital technologies and platforms would be used to
enhance their reach and offering. Banks could also offer customers “immediate
satisfaction” on their Web sites, with rich content management, paperless real-
time transacting ability, and self-directed analytics.

For some banks, integrated multichannel access will become a core feature

of their value proposition, including a light physical presence and agents to
enhance the customer experience, as well as to promote trustand branding.
Compelling cross-category offerings can be developed, for example, which
mightblur the line between retail banking and retailing. The digital bank can
and should be ahighly creative space, fostering affinity and loyalty with fun
ways to engage younger customers (such as selectively “gamifying” aspects

of the banking experience). A cross-partner ecosystem allowing for creative
collaboration and the formation of heterogeneous communities and integrated
applications will be important for the maturing social-mediageneration. The
pointisthatdigital creativity will become an attractive customer proposition as
digital adoption increases across customer segments.

Three strategic archetypes

In our experience, banks have positioned themselves to take advantage of the
digital opportunity with three main archetypes. Banks have chosen these
models according to the conditions governing their market, including where
their marketisalong the digital-development curve and the vulnerability of their
base to competitive pressures:
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Branch-centric, product-focused model. Afollower strategy in
digital. Most incumbent banks have retained branch- and product-centricity
because the traditional universal-banking value proposition is strongest

for them. Their sales and servicing model remains branch-based, with
directchannels used as acomplement and mostly for servicing. This model
represents the follower strategy indigital and relies on abroader customer
base across all segments and higher price premiums for value.

Multichannel client-centric model. Aleader strategy indigital. This
intermediate model is still branch-centric, but it deploys sophisticated
online and mobile offerings. Direct channels are used as the major servicing
channels; for most banks that have developed this model, directacquiresa
growing relevance for sales. This strategy is the aspirational model for digital
banking: itderives value from a higher market share of tech-savvy customer
segments but without price loss; it offers higher cross-selling success and
higher share of wallet with lower cost to serve.

Self-directed digital-centric model. Ashaper strategy indigital.
Some highly innovative European banks have adopted this very low-

cost but comprehensive service offering focusing on more self-directed
customers. The model relies on innovative direct channels for sales and
usesacomplementary light “showcase” physical presence for customer
acquisition. Of the three archetypes, it has the lowest cost base for acquiring
and serving customers. Itis the model used by leading digital banks today,
and its prevalence will expand as more countries move along the digital-
developmentarc. The model represents the attacker acquisition strategy
and hastaken adisproportionate share of Generation Y and tech-savvy
customersto date.

The time to move is now, but in which direction?

The evidence that increasing use of technology is changing consumer behavior
iseverywhere in Asia. One of the observed changes that is affecting banking
isthat the consumer decision journey has become increasingly multichannel.
While Asian countries may be at different stages of evolution toward complete
digital-banking readiness, most consumersin Asian markets are already using
or interested in using alternative channels to interact with banks. We estimate
that the number of potential digital-banking consumersin Asiawill grow to
approximately 1.7 billion by 2020.

Thedigital future for banks, which will soon be confronted by that rising tide
of maturingdigitally savvy Generation Y customers, will come in the form of
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the end-to-end digital bank. But right now, competitive pressures and market
forcesdemand anear-term digital strategy. This could involve creating those
new digital customer propositions sooner rather than later, by which the bank
will digitally remake its traditional banking offerings, channels, and processes.
However, the “no regrets” move for most banksisaless radical shift, inthe
digital enablement of the current business model. In this near-term strategy,
technology is deployed to reduce costs and increase effectiveness across
elements of the sales process.

Top managers are giving thoughtful attention to getting the digital strategy
rightinthe here and now, since they are aware of digital’s disruptive potential.
Our analysis of the impact suggests that, depending on the starting point,
digitization can create or destroy value of 30 to 50 percent of total profit or loss.
Already, three basic strategic approaches along acontinuum from branch-based
to digital-centric models have emerged. Most incumbents have understandably
retained abranch-based approach—a prudent follower strategy that takes
accountof the preferences of and investment in the existing customer base.

The impetus for the end-to-end digital bank that is now being pioneered by
innovative attackerswill, however, only become stronger as the young digital
generation gets older and wealthier. Satisfying their expectations will eventually
become the inescapable market paradigm.

Joe Chenisapartner in McKinsey's Tapei office, Senthil Durairajisa
consultantin the Singapore office, where Vinayak HV isapartner, and
Kenny Lam isapartner in the Hong Kong office.
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Chapter 2
Managing the
multichannel journey

Kenny Lam

Executive summary:

m  [Hjstorically, banks have approached channel management from the
perspective of how channels can best serve the bank. To withstand
pressure from new players, banks must approach channels as their
customers do.

m  With the proliferation of digital technology and mobile devices, the
consumer decision journey has changed. Consumers now move
freely among channels, often turning to multiple channels throughout
the journey.

= To become leaders in digital, Asian banks must rethink their strategy
for managing multichannel and address several areas: customer
experience, branch formats, and data and analytics.

m  Banks that successfully manage multichannel will capture the
loyalty of new and emerging customer segments in developed and
developing Asia.

A greatdeal of confusion surrounds the term digital banking. Often, digital
banking isequated with Internet banking. Although digital in nature,
Internetbanking isachannel for conducting transactions. In contrast, digital
banking touches all of abank’s channels—from the branch to the ATM, direct
salesforce, call center, Internet, and mobile. Thisdistinction isimportant,
particularly as consumer behavior continues to evolve and become
increasingly multifaceted.
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The extent to which the Internetand mobile devices have altered the consumer
decision journey iswell documented. Today’s consumer may firstlearn ofa
banking product through social media, research itonamobile device, visit
abranchto purchase the product, use alaptop and the Internet to conduct
transactions, and address service questionswith acall-center representative.
Aconsumer’sinteraction with aproductis no longer an isolated event limited
toasingle channel. Nor does the consumer decision journey follow asimple
linear path.

Digital banking, therefore, is not limited to enabling mobile, developing a
striking application, or building a robust Internet-banking platform. To succeed
indigital banking, Asian banks must strategically manage multichannel and
take the following three measures: create a seamless customer experience,
rethink the branch, and use data strategically.

Create a seamless customer experience

Our research shows that more consumers are moving away from branches to
digital channels. McKinsey’s 2012 personal-finance survey of Asia showed that
among consumers in developed Asia, branch and telephone use declined by
approximately 27 percent, and Internet and mobile use rose by about 36 percent
since 2007. The shiftis even more significant in the pre- and post-purchase
phases of the consumer decision journey, where consumersincreasingly rely
ondigital channelsfor research, transactions, and service. Although a growing
number of consumers navigate multiple channels, they do so instinctively and
continue to think of the decision journey as one experience.

Banks, on the other hand, think about channels with respect to roles. When
faced with the question of how to manage multichannel, banks consider the

role they wanta channel to fulfill and then assign the channel that specificrole.
For instance, abank may view its direct sales force as its sole channel for selling
creditcardsand mortgages and its call center as the channel for troubleshooting
Internet-banking problems and answering basic product questions. Consumers
think differently. They turnto channels that are familiar to them and convenient
atthatmoment, rather than consciously selecting achannel for its prescribed
function. And we believe that to succeed in digital, banks must create a seamless
multichannel experience that mimics the consumer’s actual process.

The customer experience can be influenced by a number of factors, many of
which are intangible and driven by perception or emotion. Traditionally, banks
have focused on the functional factors that affect acustomer’s experience,

such as products, online tools, and discounts tailored to the customer’s needs.
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However, our research suggests that since the economic crisis, consumers place
greater importance on intangible factors such as trust, value, and service.

To create aseamless customer experience across channels, banks must focus

on the customer and the intangible factors that influence him or her. Banks
thatsucceed indigital employ aunified interface across all channels, so thata
customer’s preferences and activities transfer across mediums. The customer
experience—including sales-conversion opportunities and service interactions—
ishighly personalized. Communications with customers are one-to-one and
happen in real time, regardless of the channel. A central Internet-banking
platform ensures functionality remains reliable regardless of the customer’s
preferred device. These measures can help create aunified and consistent
experience for customers, who in turnfeel trustin and loyalty to the bank.

Thisexample from a Taiwanese bank illustrates how to create aseamless
customer experience. A customer has a question, and so he visits the bank’s
Web site to do some research. Having reviewed the customer’srecent online
activity in the bank’s system, the relationship manager (RM) calls the
customer to follow up. When the customer arrives home from work later that
evening, he realizes he needs further clarification on product conditions. His
RM has left for the day, so the customer’s call is automatically rerouted to the
bank’s call center. At the call center, the agent assigned to this customer speaks
with him, investigates the question, and because she cannot answer it, she
sends the detailsin an e-mail to the RM. The next morning, the RM calls the
customer with the answer. While the customer’s question has traversed the
bank’s channels, the experience feels unified and natural to him. The bank’s
staff, on the other hand, turnsto its centralized data and analytics system to
address the customer’sindividual needs in real time. And the bank is able to
better serve this customer by drawing on the dataand insights it has gathered
across channels.

Rethink branch formats

While research suggests that consumers are moving away from branches,
banks still own asignificant number of them. Asian banks in particular were
founded and expanded on the branch model. For many banks, the question of
how to strategically manage branches is complicated by the fact that a majority
of consumersstill purchase products and open accounts in the branches. China,
India, and Indonesia, for example, have been branch-based societies for many
years. Still, some of the mostinnovative banks are rethinking how they use
physical channels, and we believe they are correct to do so.
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Our research shows that rather than reducing branches, banks are transforming
them into centers. Focused on serving specific customer segments, the centers
are strategically located in the micromarkets where these customers live and
work. The centers tend to be modeled on three formats:

Wealth-management center. This physical channel caters to affluent
customerswho need high-touch services beyond retail banking, such as
estate planning, investment management, and legal and tax advice. For
many banks, one-to-one interactions with high-net-worth individuals
yield the most product sales. To serve this segment, abank must redesign
the branch’s physical space and alter its organization to include more
specialized RMs.

SMB center. Thiscenter delivers business-focused productsand services
to private-business owners. Services include professional advisory on
topics such as financing and capital-raising strategies, supplier and vendor
management, and cash management. In some cases, these customers may
also need asset- and wealth-management services. Some banks are uniting
asset- and wealth-management services and SMB services at one physical
center.

Digital showcase center. Afew innovatorsare transforming branches
into centers that showcase their mobile and digital capabilities. While these
centerstend to have anonbanking, tech-driven look and feel, they fulfill the
bank’s need for a physical presence to attract customers. At the same time,
they serve asatesting ground for those customerswho are increasingly
reliant on mobile but not completely proficientin its functionality.
Particularly prevalentin highly populated areas, such as Hong Kong and
Singapore, showcase centers feature multiple screens and devices where
customers can test, play, and learn with support from staff. This format,
however, isyet to be proven aseconomically sustainable.

By analyzing its customers, a bank can determine which center format is best
suited to the needs of its specific customer segments. Anumber of banks are
employing all three formats in carefully selected micromarkets. The question for
Asian banks becomes how many branches they should transform, which types of
centers should be used and in what combination, and which specific geographic
areasthey should target.

Use data strategically
The evolution of the consumer journey from one physical channel to multiple
channels has come with challenges. However, the explosion of digital channels
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presentsanimportantopportunity—new sources of highly informative, external
dataonconsumers.

Customerswho rely on one or two channels exclusively provide a bank with some
basic dataabout themselves, such as a customer profile, account balance, and
transaction records. The bank’s understanding of these customersis limited to
the structured data it can gather from internal systems. In contrast, customers
who use multiple channels—and digital channels in particular—give banks
unstructured, external data on their Web behaviors. Banks employing this kind
of data must pay scrupulous attention to local privacy laws and customer consent
and preferences.

Where available, external datafrom digital channels can offer banks a
significant opportunity. Banks that investin dataand advanced analytics can
personalize customer-relationship managementacross channels. They can use it
to build individual product offerings, cross-sell, improve loyalty and reduce churn,
identify new customers, structure pricing, inform customer-service models, and
manage risk. Additionally, they can use this data to map and identify attractive
micromarkets. By zeroing in on the geographic location of specific customer
segments, banks can determine whether their footprint makes sense. These
insights can help banks rethink branch formats, transform existing branches, and
manage resources.!

0o oo

Digital banking isabout more than enabling digital channels. Banks that
successfully manage multichannel by creating a seamless customer experience,
rethinking branch formats, and using data strategically will be able to withstand
competition and pressure from new technology players. They will also be better
positioned to capture the loyalty of emerging and new customer segments. A
subsidiary of an established European bank offersa case in point. By following
these measures, the subsidiary acquired more new customers with substantially
fewer branches than its parent company over athree-year period.

Kenny Lam isapartner in McKinsey's Hong Kong office.

1 Formoreonthissubject, see chapter 4, “Unlocking customer value with advanced dataand
analytics.”
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Chapter 3

Digital sales enablement: How to
turbocharge performance and
customer satisfaction

Kirti Avasarala and Ananya Tripathi

Executive summary:

= The convergence of consumer needs, technology advances, and sales-
force familiarity with technology in Asia is opening up new digital-based
sales approaches.

= Digital enablement has the potential to significantly boost sales
performance and improve customer experience.

= Toensure success, implementation should be business-led, with rapid
technology prototyping, and backed by a comprehensive sales-force
adoption plan.

Consumer needs, rapid technology evolution, and increasing customer
and sales-force familiarity with technology are converging in away that
ismaking digital sales enablement atangible opportunity. By digital sales
enablement, we mean harnessing the full range of capabilities brought

by digital devices and communications and by Internet-based content to
supportthe sales process. Early moversin Asiaare already seeing marked
improvementsin sales-force capabilities and performance, anincreasein
customer-satisfaction levels, and higher financial performance.

Digital enablement of the sales force and sales process can present challenges,
however, and to effectively implement such a transformation, companies must
focusonthree steps. They must ensure that the program is business-led and that
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itisundertaken through an incremental, fast-turnaround prototyping approach
thatincorporates feedback from the field. They must also back the programwith
initiatives to transform the mind-sets and behaviors of the sales force.

Why embrace digital sales enablement?

Thedigital evolution of the Asian financial-services sector isatan inflection
point. Consumersare increasingly favoring adigital-technology-based
approach whenthey set about choosing financial products: they conduct online
searches, read peer reviews online, and compare product features on aggregator
sites. Inaddition, technology is becoming increasingly accessible to consumers
and the sales force with the decline in cost of mobile devices, ever-broadening
accesstothe Internet, and the enhanced ability of software providers to rapidly
develop and deploy applications. Finally, many on the sales force are already
familiar with technology as part of their private and professional lives. Together,
these trends are providing the rightenvironment for a digital transformation of
the sales functionin the financial-services sector in Asia.

What are the areas that financial-services companies should prioritize? An
analysis of the sales funnel in the banking and financial-services sectors points to
five areas that can offer the mostattractive gains from digital sales enablement.

Thefirstis lead generation, addressing two of the time-honored challenges

that face sales staff: identifying which customers to meet and coping with
shortages of new-customer prospects. Continuing expansion of digital-data
availability and of social media is opening up major new areas of opportunity for
lead generation.

Thesecondareais provision of new digital-based tools to enable salespeople to
provide customerswith ahigher-quality and differentiated sales experience
thatincludes interactive functionality. Demand for such higher-quality sales
approachesisincreasingly coming from better-informed customers. They
demand amore professional, needs-based sale, rather than the relationship-
based sale that financial players have traditionally provided. A digital-based
approach thatincludes interactive functionality can meet this need. Digital-
based tools can also help raise the quality of interactions with customers
uniformly across the sales force. Our research shows thata large part of the
variation between top-quartile and bottom-quartile salespeople (representing
aperformance variation of between 100 percentand 300 percent) is driven by
variability in the quality of the sales process.
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Thethird areaisstreamlining fulfillment. Financial players face an ongoing
need to reduce the time and effort wasted on manual processes associated with
the sales process, which can frequently lead to sales leakage. Examples include
cases of the same data being collected several times, the time-consuming
process of having customers fill out and return paper forms, and the need for
repeated meetingswith clients.

The lasttwo areas that financial-services companies should prioritize are
capability buildingamong the sales force and performance management.
With high attrition in sales forces (in many cases above 50 percent per year),
technology provides ascalable and sustainable method for capability building.
Inaddition, digital sales enablement helps financial companies to notonly
better manage the real-time performance of their sales force by creating
transparency into what they are doing, but also monitor all the digital sales
enablement modules.

Defining a digital sales enablement program

Toimplementdigital sales enablement and to capture the greatest range of
benefits, we believe that an approach that comprises six “modules” isrequired.
Thefirst five modules cover the areas that offer the most attractive gains
through digital sales enablement; the sixth module links up the new digital sales
approachesto the institution’s legacy structures.

Lead generation and management

Using big-data approaches and tapping into social media (where privacy

and all relevant laws permit), financial players can combine rich, internally
available data such as customer-transaction histories and profile information
and external data to divide their customers into microsegments. They can then
provide their sales force with simple, targeted next-product-to-buy leads.

Such digital enablement makes it possible for the salesperson each morning
tologonto hisor her device to find a set of customer leads (allocated to him by
geographic mapping) that have been triggered through back-end customer
analytics (for example, analyses of transactions at the bank or a life event such
asmarriage) with a clear recommendation on what should be the most relevant
product pitch (Exhibit 1). Our experience shows that there is an up to twofold
difference in conversion efficiency between a high-quality lead such as these
comparedwithacold lead.
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Exhibit 1: Digital enablement enhances lead generation
and management.
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Interactive sales tools

Digital technology can help boost sales performance by enforcing astandardized
and higher-quality sales process to meet consumers’ more sophisticated needs,
andto helptolevel outvariations in the performance of salespeople (Exhibit 2).
Thismodule includes user-intuitive sales processes, such asafact finder and
graphical financial-goal-management tool. These can be supported by videos,
productcomparisons, and interactive fact displays to address frequently

asked questions.

Afinancial-services player in Germany that implemented such a user-intuitive
digital sales approach saw substantial improvements: its number of satisfied
customersincreased by 300 percent, while sales-force productivity increased
by 40 percent overall, as the gap between top- and bottom-quartile performers
narrowed. Another company saw more than 70 percent of customers awarding
amaximum score on a feedback scoring metric for their satisfaction with a new
digital sales process and also saw a 25 percent increase in the average value of
products sold.



Winning approaches in a new generation of financial services 23

Exhibit 2: Interactive sales tools can help level out sales performance.

Standardized process leads to lower dependence on quality and attrition of sales
force, therefore reducing variability in conversion

Guided structure ensures holistic approach (customer data, assessment, solutions,
product offer, closing)

Reduces need for extensive sales-force training

Guided customization of solutions based on insurer’s expertise, agent, and customer
preferences

Automatic processing of data (including customer report) and product applications

Digital fulfillment

Puttinginplace adigital process that minimizes manual dataentry and the need
for paper and is highly automated (to facilitate straight-through processing as
much as possible) can help to ensure quick fulfillment. By speeding up the process,
itcan help to plug the leakages that can occur between sale and closure. Using
mobile phones enabled with point-of-sale capabilities, a life-insurance player

in Vietnam has made it possible for its agents to sign contracts with customers

in 24 hours, atime frame that before the use of this technology was not possible.
Similarly, alife insurer in India has invested in making its sales process paperless
and guarantees a four-hour turnaround time to the customer for policy issuance.

Performance management

To capture the value of all the modules of digital sales enablement, players
should investin a performance-management system designed to monitor the
activities related to the modules and related digitally enabled activities. This
system can help players enforce discipline in the sales force, as well as keep
track of the inputs and corresponding outputs and therefore tightly monitor the
sales funnel. Such a performance-management system can have varying levels
of sophistication, based on performance thresholds and deep analytics. These
can range from basic sales-funnel reportsto triggers and alertescalations (for
example, sending a short-message-service alertto supervisorsif asalesperson
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has delayed meeting a customer). Finance companies have seen improvements
in sales performance of as much as 20 or 30 percent withinayear following the
implementation of this approach.

Capabilities and connectivity

Technology opens up arange of opportunities to carry out sales-force capability
building, with the added benefit that the instruments used can be made
available on demand. Such opportunities include the creation of relevant games,
videos, e-lessons, and testing. When teaching best-practice sales processes,
successful companies often award a certificate to employees who do well, which
provides additional motivation. Likewise, putting in place acollaboration and
connectivity platformacross the sales force can also help to build employee
motivation and opens up an opportunity for the sales force to share its successes
and best practices.

Multichannel integration

Asfinance companies move to digital enablement of their sales operations, itis
essential that they carefully manage the integration between their traditional
manual or physical routines and the new digitally enabled ones. For example, the
boundaries between the digital and physical world are blurring as customers are
increasingly researching online and then purchasing offline. Financial-services
players’sales and service processes must change toaccommodate this trend.

Onebankthat responded to the change in sales landscape isan Indian bank, which
created aseamless multichannel account-opening process tailored to customers
who like to take advantage of both digital and physical tools and products. In

the course of one day, a new customer can interact with the bank across all of its
channels—online, mobile, call center, and in-person relationship manager—and
open hisor heraccount. The customer logs in basic details to apply for the account
online, confirmsthe transaction through a one-time password provided over

his or her mobile phone, receivesacall from the call center within five minutes to
confirmthe product purchase, and the next day, a bank sales person comes to the
customer’s office or residence to collect the necessary documents and close the
transaction. The bankis seeingasignificant uptick in sales since the launch of this
process, especially inthe metropolitan areas.

Challenges in the way of digital sales enablement
When undertaking a digital sales transformation, players frequently encounter a
number of common pitfalls.
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Financial-services companies often define the transformation as atechnology-
led undertaking. By doing this, they tend to set the project on the wrong course,
because the program frequently ends up focused on issues that are notaligned
withthe business’s priorities, and it is not designed with the ability to generate
impact. Embarking on atechnology-led course also often fails to win the buy-
in of the business side of the organization, which is ultimately responsible for
driving the transformation.

The technology mind-set can sometimes lead companies to take a “big-bang
approach” todigital sales transformation, attempting to achieve transformation
acrossall modules and implementall technology interventions in one stroke.
Such initiatives tend to run into delays and budget overruns, which, inturn,
extend the time it takes for the organization to see any real impact. In the absence
of evidence of any business value being captured, organizations then lose
patience with the transformation. Taking abig-bang approach also often setsa
timeline that precludes incorporating feedback from the field into the design of
the solutions, which leads to problems at the implementation stage.

Inaddition, many companies do not focus enough on capability building and
on encouraging mind-setand behavior shiftsin the sales force. Any changein
an organization’s way of operating tends to meet resistance in the sales force. It
istherefore important for companies to focus on the incentives and mandates
supported by the change story in order to motivate the sales force to adopt the
new, digital way of selling products. Many companies still fail to do this.

Finally, companies often continue to maintain two “ecosystems”—a manual
one alongside anew digital one—that do not talk to each other. This leads to
leakages on the ground. Financial companies therefore need to ensure that the
physical and digital worlds merge seamlessly and that there are no break points.
Forexample, companies must have asingle system in place through which
management can view all sales irrespective of whether they are done physically
orusingadigital device.

Steps to ensure successful implementation

Anydigital sales transformation isonly as strong as its weakest link. To avoid the
pitfalls we have just described, financial-services players should follow three
steps that will help them to capture the full value creation made possible by
digital salesenablement.
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Make it a business-led design

Players should undertake a business-led diagnostic to identify break points
intheir sales funnel, and then prioritize the issues that need to be solved by
technology. Analyzing the entire sales funnel helps to identify opportunities
across customer-facing, sales-management, and back-end-operations
processes. Toensure proper linkage between design and execution, the design
process should be supported by adedicated business team that owns the end-to-
end design as well as the implementation of the digital sales transformation.

Undertake rapid technology prototypes

For technology development to be both rapid and effective in actually solving
businessissuesonthe ground, itisimperative to adoptan approach that creates
simple prototypes that users find intuitive and test them early in the field so

that feedback can be gathered. This approach ensures that the technology-
developmentcycleisrelatively short, and that, because the field sales force is
involved early in the testing process, the technology is tailored to on-the-ground
businessrealities. Thisapproach also builds greater ownership among field sales
personnel and leads to greater adoption.

Develop a comprehensive sales-force adoption plan

Identifying business issues and designing and refining the technology based on
field inputs are important steps. But they are only half the battle. Driving adoption
ofthe digital transformation in the field in ways that ensure the changeswill be
sustainable isamajor undertaking. Itrequiresasignificant investment of effort
inchanging mind-setsand behaviorsand includes “push” and “pull” measures—
pushesfrom managementand incentives to motivate the sales force to pull.

To carry through the changes, companies must define a “Why do we need to
change?” story that appeals to the sales-force personnel atan individual level
and makes them want to be part of the transformation. Companies should
appointagroup of advocates for the change program in the sales force, and
should have aplan in place to communicate success stories coming out of the
transformation. In addition, there needs to be aclear capability-building plan
thatis driven down from the supervisory layers.

Tounderpin the transformation initiative and make sure itsimportance is clear to
the salesforce, asystem of incentives and requirements must be established—one
thatis noticeably different from what has come before, otherwise the initiative
may be dismissed as justanother head-office proposal that should be ignored.

Inconclusion, successful implementation depends on financial-services
companies being able to sustain the requirements of the five areas we outlined at
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Exhibit 3: Players can feel confident about their digital sales
transformation if they can check off all the statements below.

Business-led approach:
* The business team led the design of the technology solution [ 1]
* There is a dedicated business team accountable for driving

end-to-end transformation [ 1]

Rapid prototyping:
= There are sprint-like iterations and pilots planned for the digital sales

enablement (with each sprint lasting no longer than 6—8 weeks) [ 1]
= End-user beta testing and end-user feedback incorporation is an

integral part of the program [ 1]

Adoption plan:

= There is a clear change story that will appeal to the sales force [ 1]
= There are a sufficient number of end-user advocates for the program

and success stories to motivate the sales force [ 1
= There is a well-defined capability-building plan that is led by supervisors [ 1
= The incentive system offers more attractive rewards to salespeople that

become digitally enabled than those who hold on to the old system [ 1]
= There are clear statements of the requirements for change and of

the consequences for salespeople who are unwilling to change [ 1

the beginning of this article. Exhibit 3 provides a checklist that players can use to
gauge their level of confidence about whether their digital sales-transformation
initiative is on track for success.

0o oo

While the digital sales-transformation journey has just begun in Asia, changing
consumer behavior, technological evolution, and the positive business impact
feltby early movers mean that it is now only a matter of time before financial
playersof all types are forced to rethink their sales models. Those that are
willing to invest and move forward with a sales transformation stand to gainan
advantage. But as players implement changes, they should continuously check
their program against the pitfalls identified above to ensure that they achieve
and sustain asuccessful transformation.

Kirti Avasaralaand Ananya Tripathiare consultants in McKinsey's
Mumbai office.
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Chapter 4
Unlocking customer value with
advanced data and analytics

Christian Roland, Gunjan Soni, and lan St-Maurice

Executive summary:

m  Advanced data and analytics (ADA) is increasingly important to value
creation in retail banking.

®  Banks that have used ADA have identified opportunities across the
value chain, from smarter targeting of customers and sharper risk
assessment to better predictions of customer traffic in branches and
call centers.

= Many Asian banks are in the early stages of ADA use; across countries
and industries, we see significant benefits for early movers.

= We examine five characteristics of ADA that successful banks in Asia
have applied.

Advanced data and analytics (ADA) has become core to value creation in the
retail-banking value chain. Banks worldwide are applying ADA to everything
from optimizing marketing spending to making better decisionsonrisk,
ensuring more efficient customer targeting and improving service levels

in branches or call centers. For many banks, one of the main applications of
ADA has helped unlock the value of customer relationships through better
acquisition, development, and retention.

Inthe United States and Europe, more and more banks are experimenting with
ADAto kick-startlagging revenue growth. We urge senior leadership of Asian
banks to consider doing the same in the face of slowing revenue growth and
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increased competition in many markets across the region. We think banks that
fail to pursue ADA might miss an early-mover advantage. In fact, some Asian
banks are already developing ADA capabilities through investments in data
infrastructure and statistical tools, aswell as through hiring analytics experts.

Most Asian banks are lagging behind on ADA and face big challenges. For
example, good customer datawas scarce until the recent development of credit
bureaus in the region. Perhaps the biggest factor inhibiting the widespread

use of ADAis the tremendous growth in consumption and in the middle class.
Bank executives felt no urgency to develop their analytical muscle as volumes
and market share kept growing. Those days are mostly pastin this era of slower
growth. Banking executives have an incentive now to squeeze more from their
customer base, and ADA offers that opportunity.

Some Asian banking executives are skeptical about the difference between ADA
and the customer-relationship-management (CRM) tools that many banks

have invested in over the past 10 to 20 years. ADA employs additional dataand
statistical techniques to derive customer insights. And those insights are not
justinthe marketing and sales arenabutalso across the value chain (Exhibit 1).
Banksin Asiaand elsewhere that have employed ADA have been able to identify
opportunitiestoincrease creditbalances, raise cross-sell rates, and greatly
improve theyields of their call-center operations. In addition, some banks have
started to use advanced analytics to predict foot traffic in their branches, enabling
them to match staffing accordingly or to predict daily cash demand for ATMs.

Inthisarticle, we focus on how to maximize the impact of ADA in customer
relationships, including identifying the customers that are most likely to
purchase acertain product, and on how banks can get started on their journey.
Asnoted, ADA isuseful across the banking value chain, but we have chosen
tofocus on customer relationships because thisarea has the mostimmediate
impact. Squeezed profit margins argue for investment in ADA now. And we
see that early movers have captured an outsize share in countries outside Asia
and other industries. Additionally, Asian bankers should keep in mind that
multinational banks have an advantage in ADA because they can apply ideas
from elsewhere and use them to attack in the region.

Making the case for ADA

Many financial-services companies and other consumer-facing businesses
outside Asiaare successfully using ADA to unlock customer value. But some Asian
bankersare asking how ADA differs from CRM before they investin thisapproach.
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Exhibit 1: Advanced data and analytics is becoming core to value creation
across the banking value chain.

= Marketing- = Conjoint analysis for product = Customer-centric risk assessment
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For many banks, CRM was aboutan I T solution as a repository for all relevant
customer data. Some banks went further and applied heuristics for customer
campaigns based on the bank’s data. Classic applications of CRM in banking
include cross-selling to existing customers and proactive and reactive churn
programs. ADA pushes this further, for example, by using sophisticated next-
product-to-buy algorithms based on Bayesian models to ensure that cross-sell
offersare done with the right product at the right time. Some ADA techniques are
possible today thanks to advances in computing power and a lower cost of data
storage. While ADA buildson CRM, itdiffersfromitinfourareas:

= Using new forms of data. Today, banks mainly use internal structured
datalike balances, transactions, product holdings, and customer
demographics. Inthe future, bankswill use both internal and external
data (such as from loyalty programs of partners), aswell as structured and
unstructured data (for instance, call-center records). Additionally, increased
use of social networks creates more marketing and sales opportunities
(where privacy laws and other regulations permit).

= Employingstatistical models instead of heuristics. Many banks now
use heuristics for their campaigns. For example, based on the experience of
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their salespeople, they may assume that one customer segment, say, urban
males between 28 and 35 years old with an income of $1,500 to $3,000 a
month, are more likely to buy a certain product. So, inasense, banksare
using experience-based decision rules with simple demographicsand
information. In the ADAworld, banks are employing a hypothesis-driven
approachto create hundredsand, in some cases, thousands of new variables
(such asthe velocity of balance changes or aconcentration of locations of
withdrawals) that they then test with statistical models to enhance their
ability to locate the most attractive microsegments. The resultcanbea
doubling or tripling—or even more—of product-purchase hit rates.

Speeding up response time. ADA decreases response time by identifying
and computing in real time the variables that matter to make tailored offers.
Usingthis, banks are now able to make almost instantaneous offers to customers
whenthey call orwhen they visit specially designed landing pages on Web sites.

Increasingthelevel oftailoring and personalization. While
marketers have long talked about personalized offerings and interactions,
ADA allows banks to embrace these, using better computing power and more
sophisticated models. Thisis astep change from marketing to relatively large
subsegments such as “affluent rate hunters” or “young families.”

Getting started in ADA

Large full-service retail banks across Asia have access to transaction-level
dataand could use them for cross-selling life insurance, mortgages, and other
financial productsthatare intrinsically linked to changesin life stage. For the
most part, retail banks in Asiafind themselves unable to pursue this approach
aggressively because the data tend to sitin product-based silos (for example,

the credit-card group uses only credit data, or life insurance looks at only its

own data). Although the data could be ofimmense value to the insurance and
secured-credit departments, there are few organizational incentives for cross-
silo datasharing. Still, some Asian banks are breaking down these barriers to get
the full power of ADA.

One Asian bank used ADA to assess its credit-card business. The bank faced an
increasingly competitive unsecured-credit landscape and sought to understand
how it could promote market-share growth. The bank wasinaprivileged
position—it had access to more data from more people in more products than
most of its competitors. Until then, however, opportunity assessments had only
used data from within the credit-card department. Using ADA, the bank worked
tocreate a 360-degree view of customers, aiming to delve deeply into their



Winning approaches in a new generation of financial services 33

behaviorsacrossall productand service categories. The approach effectively
tripled the amount of information used to identify business opportunities
through the integration of insights across silos and pointed to an opportunity to
more than double net receivables.

Our research and client experience suggest that Asian banks that succeed in
applying ADA share five characteristics.

Clarity on the source of value

Itiseasytogetexcited about the potential of ADA. However, ADA is not a panacea
for the problems of an organization. Each project should start with an articulation
of the business need, howanalytics could help address the issue better than
today’s tools do, and the expected impact. Executives should avoid falling into
the trap of considering ADA as atechnology or pure datainitiative. There are
multiple examples of large investments in infrastructure with little to show for
them because they focused on technology rather than impact, building large
infrastructuresthataimtodoitall. These systemstake significant time and
resourcesto build and often don’t perform as well as more targeted solutions that
are focused on the biggest sources of value, which will differ from bank to bank.

As mentioned earlier, ADA has used cases across the banking value chain—some
banks have prioritized enhancing their risk models with new forms of data,
while others have focused on using analytics to enhance branch service levels

by predicting customer footfalls per hour for each branch. On the customer side,
the source of value can also differ widely. For example, one bank has prioritized
payrolland unsecured consumer lending as penetration rates in the customer
base were significantly below the level of peers. Other banks have focused on
identifying customersthatare willing to buy insurance products.

Anintegrated data strategy

Once banks determine the source of value, they should identify the required
dataand how to obtain them. In our experience, banks use only alimited
amount of the available data, typically working with internal structured data
like demographic information, product-holding information, channel usage,
and transactions. Banks should try to look at the full range of what’s available,
including structured and unstructured data, as well as internal and external
data, to develop a 360-degree view of the customer.

Examples of internal unstructured datainclude call records and behavior in the
bank’s channels. Telecommunications companies, for example, are analyzing
internal unstructured data like call records to reduce customer churn. This



34

includes monitoring call records for phrases by call-center agents such as,
“Sorry, I can't help you with that,” which are early indicators of churn.

A much bigger data universe opens up for banks that look at external data. This
caninclude information on property ownership and credit scores. As part of
their data strategy, banks should also assess if it isworthwhile to partner with
retailers and telecommunications companies to get access to information
from sources such as loyalty programs. If data sharing is possible, thiscan
help banks better identify customer life stages and assess true customer value.
Forexample, auniversal bankin Latin Americacreated ajointventure with a
local supermarket, giving itaccess to data from a customer-loyalty program.
The datasetincluded 1 million customers, 700 million transactions, and more
than 100,000 products. Access to the data permitted, among other things,

the creation of arisk model that could be used for prescreening and selective
preapproval of credit products. Some Asian banks have turned todirect-
marketing vendors, such as Yellow Umbrella of India, for similar data.

An approach for modeling insights

Once the business problem, sources of value, and required dataare defined, banks
must choose the analytical methodsto crack the problem. Many banks are starting
toexplore the use of “Amazon type” next-product-to-buy (NPTB) algorithms.

Typically, the NPTB recommendations for retailers are based on basket analysis.
Forabook retailer, the basket could contain all book purchases in the last year.
The decision logic thenis, “Customerswho are reading Book A also read Book B.”
For grocery retailers, abasket may consistofall the purchasesin one trip. The
decisionlogicthenis, “Customerswho are buying Product A and B together in
onetrip.” Inbanking, the definition of a basket needs to be changed to apply the
concept; here itwould contain acollection of customer-specific data that could
include sociodemographics, product portfolio, and transaction behavior. The
decision rule then consists of a product recommendation and certain criteria
that need to be fulfilled.

Inour experience, the results of the modeling can be enhanced by creating new
variables based on business insights and adding them into the NPTB models.
Alarge social-mediaplayer in Asia, for instance, was assessing how to identify
customers for account upgrading. One hypothesis it had was that people who
were rapidly increasing their usage of the site would be more likely towant to
upgrade. To identify these subscribers, anew variable was created that measured
how much each subscriber was increasing his or her accountactivity over a
four-week period. Thiswas found to be highly predictive of the take-up rate

for upgrade offers. Similar triggers can be identified in financial services—for
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example, observing aspike inwithdrawals could be an indicator of higher need
for liquidity, which could be used to target individuals for personal loans.

The ability to move from insights to frontline delivery

Generating the insights is not enough—the front line needs to use them. Banks
mustensure that the insights flow, without leakage, from analysis to campaign
design, target-listcreation, contact with the customer, and then to closure. The
processiseasier said than done, as the leads that emerge from analytics can be
lost little by little during the multiple required handoffs.

To reduce the chance of this happening, we recommend that banks begin with
small pilots and scale up over time. Too often, we see banks biting off more than
they can chew by building large, fully automated systems that take a lot of time
and resources before the value of ADA to the institution can be proved.

A way to make change happen

Once the technical elements of ADA are in place, banks must address how to
motivate the front line to properly use this new resource. We have seen three big
challengesarise.

First, how can banks encourage product groups to collaborate and share
data? Second, in the target-setting and budgeting process, if customer value
ismanaged at the overall bank level, how can different product groups be
motivated to cooperate, since each will want to maximize its own business?
And third, sometimes the most valuable product to offer to acustomer might
be one that salespeople don't believe in or are not well trained to sell: How
can you motivate them to buy in and try recommending these products so
that the value of the insights is maximized? Some banks are trying to address
this situation by running ADA training academies for frontline staffand, in
some cases, offering certification (for example, blue-, yellow-, and black-belt
levels of achievement) that can be earned by not only attending training but
also successfully completing real business projects. Still, training may not be
enough if the incentives to cooperate aren’t present. At one bank, although
different ADA product recommendations were visible to the call-center service
team, frontline staff would still pitch personal loans because the related
business unitwas sponsoring an incentive-laden campaign.

Asisthecaseinall change-managementsituations, there’s not an easy
answer. Atthe highestlevel, all these issues require ashift of mind-set. In
retail banking, analytics are too often equated with reporting. Soit’s critical
to identify what we call the bilinguals—those employees who can speak both
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the language of ADA and of the businesses they support. Then, achoice must
be made about where to put these people. Should they be embedded in the
businesses to getthem closer to the P&L or aggregated in analytics teams

to ensure better sharing of best practices and ideas, as well as “analytical
economies of scale”?

O oo

Several Asian banks have aggressively pursued ADA, and others are starting
toexperiment. In other industries, early movers in ADA have achieved
higher revenue and profit growth than competitors. Banks that are seekinga
competitive advantage should seize the opportunity that ADA presents.

Christian Rolandisapartnerin McKinsey's Bangkok office, Gunjan Soni
isapartner inthe Mumbai office, and lan St-Maurice isasenior expertinthe
Hong Kong office.
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Chapter 5

Making the digital bank work
end to end: Digitizing the
operating processes

Robert Feeney, Andy Holley, and Sasi Sunkara

Executive summary:

Tech-savvy digital-banking customers expect a flawless experience, so
banks must move toward end-to-end process optimization with them
inmind.

Banks do not have to pioneer this process; they can learn from other
industries and then incorporate valuable lessons into their own
change programs.

More than 600 processes are executed at a bank, and they can be
realigned to deliver a seamless digital and multichannel customer
experience, reduce value leakage, and increase efficiency.

Governance and performance-management tools are also critical
components of a digital transformation.

Rapid-process digitization allows banks to surmount the barriers and
complexities of their lagging operating models and meet the challenges
ofadigital-banking future.

39

The need for transformed operations in Asian banking is not simply a matter
of keeping up with Western peers; rather, itderives from the expectations

of agrowing number of customersin Asia for a digital-banking experience.

The pressures are encouraging Asian banks to move sooner rather than later.

However, the digital bank puts heavy demands on banks’ operating models.
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Digitization of processes, end to end, is both an essential enabler of banks’ digital
customer propositions and asignificantdriver of value in and of itself. Process
digitization isdifferent from pure automation in that it not only creates cost
efficiencies butalso value, by responding to customer demand for new and better
products and services. A new approach that focuses on value is taking shape,
based on the following actions:

Creatingacustomer-centric experience fromthe start, by focusing on
customer satisfaction with the right products as well as on engaging, best-in-
class customer interfaces

Developingtailored, multichannel capabilitiestoserve the bank’s
existing and aspirational customer base, with a state-of-the-art self-service
experience thatis seamlessly integrated with higher-touch channels such as
video, chat, and face-to-face contact

Offeringasimpler productsetrather than tryingto provide everything;
provide the solutions that people want as transparently and simply as
possible

Simplifying end-to-end processes, by identifying and optimizing the
processes with the most potential while ensuring that customer needs are
putaboveall else.

By pursuing these principlesin atailored way, banks can transform their
operating models to support their customers’ digital-banking expectations. The
value at stake in getting process digitization right is significant. Notonly are

the opportunities for creating cost efficiencies and scalability great, but better
service of the customer base will lift revenue and reduce leakage for the bank.
Thedigital bank of the future will succeed only by meeting the needs of arising
generation of digitally savvy consumers who will set the parameters for the next
banking experience.

Toward a high-functioning, customer-centric operating model

Digital-banking customers expect a flawless experience, so banks mustbegin
their journey toward end-to-end process optimization with customer centricity.
Much is expected of the new model, which has to accommodate continuous
innovation in products and services, multichannel distribution, and digital
productfulfillment. Italso has to enable closely targeted cross-sellingand
upselling opportunities aswell as manage risk and governance.
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Four powerful levers

Leading companies in other industries have successfully developed just such
innovative operating models, applying four powerful levers: automation,

lean, offshoring and outsourcing, and centralization. The transformations
accomplished in the manufacturing sector, which not long ago was regarded as
atechnological laggard, are exemplary. Jumbo airlinersare now assembled in
three weeks. Automakers are increasingly using lean approaches to drive down
defect rates to historic lows. In many industries, infrastructure and back-office
functions such as human resources and finance are now completely outsourced
to low-cost locations. The employees of business services such as call centers are
increasingly being centralized in strategic hubs.

Inbanking, these same approaches have begun to take hold as leading banks
startonthe transformation journey—especially when it comes to standardizing
productivity to best-practice levels. Even taking into account the differences
between banking and manufacturing, bankscan learn alotfromthese early
innovators as they transform their own future operating models.

To meet rising customer expectations of acomplete digital-banking experience,
bankswill have to bypass incremental improvement approaches. Asian banks
in both mature and emerging markets will have to accelerate their digital
transformations to serve new tech-savvy customers, whose experience with
other digitally enabled industries has led to an expectation that banks will
deliver afull suite of services in astate-of-the-artdigital format.

Optimizing the model along the four levers

Atargeted end-to-end process optimization can achieve significantand

lasting savings as part of a systematic transformation of the bank’s operating
processes. The approach begins with defining how these processes function
today and where they need to go in the future. The improvement levers that can
deliver this transformation—automation, lean, offshoring and outsourcing,

and centralization—have been evolving year to year, improving with the
quickening pace of digital-technology innovation. Banks do not have to pioneer
the application of these levers; they simply need to learn from others. They can
tap into how the levers have been used in other industries and then incorporate
thisinto in their own change programs. By drawing on these valuable examples,
the risks ofimplementation are minimized. Banks can therefore capture the full
value of aconcerted change program, and can avoid the tendency to employ only
oneor two levers.
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Enormous opportunity remains for a comprehensive approach

Anidea of the total value available for capture through a transformed operating
model can be seen in the success banks have had after applying only one or

two of the transformative levers. Despite the partial approach, these banking
leaders have created measureable value in optimizing operations. But full value
in operationswill only be attained through a holistic approach that addresses
allthe levers. The value potential in these improvementsisvery high in Asia,
especially emerging Asia, where banks lag well behind their leading Western
counterparts in automating banking processes.

Banks in mature Asian markets have invested more in refining their operating
models over the past few years, yet much remains to be done to follow through on
the promise of a fully digitized customer experience.

Only 5 percent of processes are fully automated.
Only 25 percent of processes are technology enabled.

Only 20 percent (or less) of the processes have been designed using lean best
practices.

Half of all processes usually remain untouched.

Most processes are still too complex, requiring unnecessary handoffs across
siloed departments and functions, and are clearly not designed for customer
and business impact.

The disguised example below demonstrates the great potential for automation
that remains even after several optimizing programs have been completed
(Exhibit1).

A cost focus on process improvement

Based on our global work with leading banks, we estimate that all 600-plus
processes executed at abank can be optimized and realigned to deliver a
seamless digital and multichannel customer experience, reduce value leakage,
and increase efficiency (Exhibit 2).

McKinsey’s experience in the field suggests the potential to automate 75 percent
ofall processes. This potential extends even to back-office centers that have
already undergone multiple waves of lean-transformation, process-enablement
technology investments, and even includes the offshoring of selected processes.
Most streamlining efforts are made in isolation; the processes that are “leaned
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Exhibit 1: While banks have been making great strides in transforming
their operating models, significant opportunity remains in automation.

Process improvement and automation
in a mature-market universal bank . . .

% of processes

100% =

Untouched

Lean

Technology-
enabled

Fully
automated \

Today

1 Full-time equivalents.

100
15

... has left plenty of value to
be captured through further
automation

Half of the processes have
not yet been tackled

The number of technology-
enabled processes could
easily be doubled

Many more process activities
could be fully automated

At least half of FTEs! can be
centralized

End state

LARGE UNIVERSAL BANK

Exhibit 2: A typical universal-bank operating model usually comes
with a set of more than 600 bank-wide end-to-end processes. @ Numberofprocesses

Customer-centric processes @

Retail (incl. wealth)

= Apply for current -
account

Apply for an unsecured

loan @

Make a general enquiry
Deposit withdraw
money

Customer-facing
sales

Customer-facing -
service

L1104

Process inbound
CHAPS! payment

Bank-initiated

Wholesale

Launch a banking
product
Originate/structure a

transaction @

Execute and service a
market trade (by
product)

Make a payment @

Reconcile position
Manage a loan portfolio

Commercial Insurance
* Apply for current * Buy a new home policy
account = Buy life-protection,

Apply for LIBOR? loan

critical illness coverage

Make a claim on a policy
Change coverage details

Handle commissions to
intermediaries

Make a BACS®
payment
Close/settle a loan
account

Issue periodic letters
Manage interbank

support = Apply charges/fees, agency * Make from
interest-rate changes third parties
Enterprise functions @
Utility functions? Finance Risk T HR
= Print and send * Manage general = Model credit risk = Design * Manage
Internal functions outgoing mail accounting * Model market technology vacancies
* Manage static * Generate risk solution * Manage payroll
data management = Develop IT administration
reports strategy

1 Clearing house automated payments system.

2 Processes performed by operations encompass customer journeys across divisions as well as a number of cross-bank utilities.
3 A number of operational-planning processes can be shared between commercial and wholesale divisions.

4 London interbank offered rate.
5 Bankers automated clearing system.
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out,” automated, and even offshored in piecemeal approaches are themselves
tied toaconstellation of further processes that depend on manual intervention
toasignificantdegree. This dependence often nullifies the positive effects of the
enhancements.

The value potential in process optimization for banks in Asia’s emerging
marketsis especially high. Mostemerging-market banks, benefiting from lower
labor costs, have not felt as much pressure to optimize their operating models.
However, rising complexity and a shortage of talentare adding to the cost of
growing. Many emerging-market banks are therefore beginning to rethink
their operating models, with an eye on scalability, efficiency, complexity, and
flexibility. These banks are now looking to grow in size but also to enhance their
ability to serve their most attractive customer segments. These customers have
become much more mobile and technology savvy and are expecting an instant,
“anytime, anywhere” experience from their banks.

By bringing a cost focus to process optimization, amanageable number of the
highest-cost processes can be identified for streamlining. Exhibit 3 shows

that 50 percent of costs atalarge universal bank were found to be residing in

30 processes; 20 of the processes were highly compatible with rapid automation,
including account openings, mortgages, lending, and customer inquiries. By
delivering 40 percent efficiency in these important end-to-end processes, a
targeted change program reduced total costs by an estimated 15 to 20 percent.
Atthe same time, the program was designed to significantly improve customer
service: customer onboarding times were reduced by 99 percentand dramatic
improvements were seen inthe error rates in customer applications. The bank
ran al2-week, end-to-end process-redesign pilotand rolled outafull programin
sixmonths.

Rapid-process digitization

A systematic, holisticapproach to a process redesign for the digital future
allows Asian banks to create a tailored mix of automation, lean transformation,
centralization, or even outsourcing and offshoring, to be applied to each process
inafour-partprogram.

1. Zero-based processredesign. Thisapproach allows banksto reinvent
processes based onworld-class templates and lean archetypes for bank-
processarchitecture. Itcan be driven bottom-up or top-down, depending on
the organizational appetite for technology transformation.
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Exhibit 3: By identifying and optimizing the most important E2E ~ |-ARCE

UNIVERSAL

processes, banks can quickly capture significant cost savings. BANK

Distribution of FTEs! across processes

Thousands of FTEs

10 r = Top 30 processes =
100 - 50% of costs
90 = ~20 of these processes
80 L highly relevant to rapid
85% FTEs mapped automation:
70 ~ to 20% processes — Account opening
60 - — Mortgage
50 — Lending
40 + — Customer enquires
30 1’05%;0 pfrocetsses = Delivering 40%
=0 otcosts efficiency in these 20
20
process translates to
10 15-20% reduction in
0 L L L L L ) total costs

0 100 200 300 400 500 600
Number of processes

1 Full-time equivalents.

2. Lean-managementbest practices. Banks canapply well-established

lean-management processes in which managementis retrained for
performance managementand continuous improvement. Areas to focus
on include day-to-day flexibility and removing waste and rigidity, but the
scope can be narrowed to emphasize core elements such as performance
management.

Rapid technology development. “Agile scrum” development enables
the creation of technology building blocks in an intensive, iterative process.
Awork-cell team translates concepts into hand-drawn outlines in hours.
Within days, these become wireframe mock-ups approved by business; a
working prototype is then created and subjected to a daily cycle of review,
revision, and feedback.

Operating-model build-out. The build-out of the improvementsis
managed through adedicated center of excellence. The scope can be adjusted
by process and by the extent of the organization redesign; inan accelerated
approach, the build-out can be preset within the developmentcycle.
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The approaches to rapid-process digitization can take two forms: balanced and
accelerated. The balanced approach is more comprehensive and methodical,
requiring more organization-wide buy-in, while the accelerated approach is
more focused and intensive, making greater use of disruptive technologies.

Agile delivery capabilities are of critical importance: this approach is

smartby design and is notintended to happen “automatically.” Governance

and performance-managementtoolsare also critical, as they are inany
transformation: for transformative ways of working to stick, performance has to
be managed for the new norm at the outset, across all organizational silos.

Target state

Rapid-process digitization is relevant to nearly half of abank’s cost base. It
works process by process and can lead to lower costs, higher productivity, faster
delivery times, and reduced customer leakage. As it proceeds, rapid-process
digitization transforms the operating model—processes are consolidated,
functionalized, and outsourced or offshored as needed.

Channels, including branches, call centers, ATMs, and Internet.
Channels are optimized to enable efficient downstream processing,
including electronic data capture inall branches and programs implemented
toencourage migration to digital channels.

Business (retail, commercial). Businessisfocused on product strategy,
sales, and distribution (for example, branches that are focused only on sales,
with all fulfillment done in operations).

Operations. Operational processes are managed end to end, with more
than 600 processes defined and categorized into automated and partly
automated; lean managementisalso applied, with tailored metricsand
management models.

IT. Allinfrastructure functions are centralized, including operations,
IT, finance, risk, human resources, procurement, and fraud; processes
are configured into cross-business utilities (for example, payments and
complaint management).

Otherinfrastructure, includinghuman resourcesand finance.
Offshore locations are leveraged where relevant and work-flow tools
dynamically allocate work across the footprint.
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Thisapproach creates the desired customer experience and substantially reduces
customer-value leakage. In mature markets, we have seen this approach improve
productivity by 30 to 90 percent, measured in both costand time to deliver, in
almost half of abank’s total cost base. In emerging markets, the impactcan be
evengreater. The approach improves overall risk management and management
transparency by optimizing and clarifying the underlying methods for each
process. Italso enables amore fundamental transformation of the operating
model, including consolidation, offshoring, or even outsourcing processes.

0o oo

Rapid-process digitization allows banks to surmount the barriersand
complexities of their lagging operating models and meet the challenges
ofadigital-banking future. The approach delivers dramatic performance
improvements quickly: in our experience, great value can be realized inamatter
of months or even weeks. The benefits are indeed many, since the approach is
comprehensive. Even when an accelerated program is adopted, the choice of
focusis based on acomplete understanding of the total process landscape.

The levers for achieving the next-generation banking experience are in place,
well understood, and more straightforward than many bankers would think.
Most important, the next generation of high-value customers will expect their
bank to offer aseamless digital experience. If they don’t find it at their bank, they
willlook for itelsewhere.

RobertFeeney isanassociate partner in McKinsey's Melbourne office, Andy
Holley isapractice manager inthe Singapore office, and Sasi Sunkaraisa
partner inthe Mumbai office.
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Chapter 6
Gearing the IT engine for
digital banking

Andy Holley, Robin Loh, and Parker Shi

Executive summary:

m  [orbusinesses to perform optimally, IT infrastructure and applications
must be aligned.

m  Arecent study of Asian banking’s IT terrain demonstrated a
divergence in IT efficiency and value delivery; it also showed
emerging-market banks outperformed their developed-market peers.

= Winners positioned IT strategically, ensuring ClOs are present
in the boardroom, focusing on effective operating practice, and
emphasizing strong vendor management.

= As consumer sophistication grows and expectations shift, it will only
become more important to have a robust IT engine.

m  Asjan banks should embrace five fundamental capabilities, including a
business-technology organization and next-generation infrastructure,
to remain competitive—or even leapfrog more advanced players.

®  |nnovative risk management means creating the basis for competitive
advantage by leveraging unconventional data or using a methodological
approach to leveraging qualitative data.

For banks to deliver on the promises of digital banking without adding
needless complexity and cost, their IT operating models must be transformed
in line with global best practices. IT infrastructure and applications must be
strategically aligned to enhance business performance. The experience of
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Arecent McKinsey benchmarking study of I T in Asian banking revealed a
landscape that will be very familiar to those acquainted with the I T terrain

of global banking. The study disclosed wide divergence in I T efficiency and
value delivery, which did not correlate to bank size, and also showed emerging-
market banks outperforming their developed-market peers. The winners were
thus not necessarily the largest banks or those banks operating in the most
advanced geographies. Rather, winners were those banks that positioned I T
more strategically, reaching beyond the usual cost-center models, with more
ClOs having meaningful boardroom presence. These banks follow better
operating practiceswith stronger business-1T alignmentand effective IT
complexity management. They also practice stronger vendor management while
outsourcing more selectively, emphasizing maintenance in outsourcing rather
than development.

Five fundamental capabilities

Banks need powerful I T capabilities to truly enable digital banking. Inefficient
and piecemeal approaches will create IT bottlenecks rather than business value.
Anefficient IT engine for the digital bank rests on five fundamental capabilities:

1. Abusiness-technology organization

2. Acontinuous solutions process

3. Next-generationinfrastructure

4. Asimplified technology ecosystem

5. Advanced analytics and data management

Inexamining each capability in turn, we have tried to balance demands for
achieving business objectives with the need to avoid inessential complexity.
Especially helpful in understanding this balance has been our experience
ofworking with both digital leaders and leading “digital transformers,” and
examplesfrom thisexperience are included in the following discussions.

1 “Keyinsightsfrom Asian banking IT benchmark,” McKinsey & Company, April 2012.
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Acrossthe uneven Asian banking I T terrain, some banks are deeply engaged
inthe IT transformation needed to enable digital banking (see sidebar, “Stuck
inthe momentor on the move?”). Leaders have already emerged, having
positioned I T strategically, as an effective business enabler. These Asian leaders
have achieved best-in-class operations and business performance, driving
improvements with investmentsin IT innovation for growth and continuous
tracking of performance.

1. Abusiness-technology organization

Atthe heartof the digital enterprise lies afundamentally different model of how
businessand IT work together. In this new business-technology organization,
IT becomes astrategic center for business innovation, transforming the way the
businessis runand constantly cocreating value with business partners.

The business-technology organization goes well beyond governance, reporting
lines, and classic demand management, challenging traditional concepts of
businessand IT alignment. In the new model, businessand I T talentare required
towork together insuch an integrated way that the boundaries between the two
begintoblur. Thereason thisis happening is notfar to seek: customer expectations
ofarich, always-available online experience are drawing together businessand IT
threads, toward integration. In order to meet those expectations and deepen their
share of wallet, banks must offer holistic digital-banking solutions that keep pace
with customer banking needs and technological preferences.

This new form of business-1T integration permeates all parts of the I T operating
model, creating, in effect, atrue business-technology operating model: plan,
design, build, and run. Based on our work with leading digital transformers,

we have identified aset of key priorities on the path toward establishing the

new business-technology organization, spanning strategy, governance, and
organizational alignment; particular attention must be paid as well towinning
the “war” for digital talent:

Build an equal business-1T partnership, inwhich IT isinvolved inall
business decisions, providing digital insights to execute but also to shape the
bank’s overall strategy.

Rather than aseparate I T organization for digital banking, consider creating
ahigh-performingdigital lab within the legacy I T organization, which
reportsdirectly tothe CIO.

Create closer integration between I T and operations to enable rapid, clean-
sheet process digitization.
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Plan onwinning the war for digital talent, which will entail several elements:

Overhaul role and skill definitions to cater to the digital world (for
example, designate a “velocity manager”).

Renew talent-search methods to include crowdsourcing and
distributed cocreation.

ldentify the bank’s unique selling points for top I T talent compared
with companies such as Apple, Facebook, and Google, including clear
career pathways.

2. A continuous solutions process

Aspectrum of solutions approaches can be observed in Asian banks today, with
delivery models ranging from “agile” to the traditional sequential “waterfall”
model. As digital banking becomes the norm, however, all players will have

to move toward models that allow for continuous solutions development.
Traditional models like the waterfall are fundamentally challenged by the
requirements of digital banking, as they are not suited to withstand competitive
pressures to innovate or to meet the ever-rising expectations of the modern
digital customer. Digital leaders are therefore adopting continuous solutions
processes, which flow naturally from the fundamental strategic premises of the
digital enterprise.

Aniterative approach

Continuous solutions are defined by an iterative development process, including
rapid prototyping of hypothesized models, for creating implementable solutions
within four- to eight-week cycles. The cycles are designed to capture frequent
user feedback, which improves the responsiveness of the rapid-prototyping
process, to better meet the demanding requirements of digital banks. The
length of the cycles is determined by factors unique to each project: project
complexity, the stability of its requirements, the frequency of incremental
functionality, deployment needs, the number of stakeholders, and the extent of
automation and planning maturity. Importantly, the iterations within the cycles
are sequenced according to definite criteriato increase efficiency of developers
and testerswhile reducing technical risk. Several criteriacan be used for
sequencing iterations:

Logical grouping. Work completed in the iteration is acomplete module
thatcan either be released internally or externally.
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Business priority. Ensure functionality thatis most critical to business is
delivered asearly as possible.

Dependencies. Align iteration to meetall required dependencies with
other projects.

Reusable components. Build components that will be reused in other
modulesfirst.

Use-case completion. Completing specific use casesiniterations will
enable organizations to release to end users and get faster feedback.

Release-based testing

Inthe continuous solutions process, project-focused testing increasingly gives
way to release-based testing. In this orientation, all development-deployed
resourceswork on arelease-based schedule, and limited resources are assigned
orassociated with particular projects. Crucially, all test cases are tied to

use cases very early in the development process. The early linkage between
testing and use helps minimize duplicative testing efforts, eliminates project-
management overhead in testing, and promotes more extensive end-to-end
testing both upstream and downstream.

Release-based testing demands a new level of resource flexibility. The pooling of
resources through “multiskilling” and role-based allocation enables the delivery
team to be more responsive to variable incoming user requirements and breaks
the traditional silo mentality of skill overspecification.

Agilepluslean

Inour experience, acombination of agile and lean principlesin application
development can help banks build capabilities in continuous solutions
development. The approach leverages deep business-IT integration to

create solutions that deliver quality, speed, and lower overall cost. The lean
focuseliminates non-value-adding activities while emphasizing human
interactivity and the technical processes. A shiftin mind-sets toward continuous
improvement helps enable root-cause analysis and improve productivity,
quality, risk, and satisfaction. Lean fosters a learn-by-doing approach to
capability improvement, so that talent development becomes integral to
productdevelopment.

The principles of agile development ensure shorter, repeated development
cycles by establishing flexible, multifunctional teams in which individuals
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andinteractions are emphasized over processes and tools. Working software
isfavored over comprehensive documentation, and an attitude of customer
collaboration and responsiveness to change isencouraged as the norm, rather
thanrigid contract negotiation and adherence to preset plans (Exhibit 1).

3. Next-generation infrastructure

Next-generation infrastructure (NGI) has emerged as a holistic transformation
option for ClOs of digital banks. Essentially, NGl isa highly automated
infrastructure service-delivery platform built with new and open technologies
operating atscale. NGl relies on large cloud-provider-level hardware and
software to create efficiencies while supporting existing and new business
needs. The transformation wrought by NGl would address four key areas:

Hardware. From massive overprovisioning of high-cost infrastructure
hardware to dynamic, right-sized provisioning of simplified and low-cost
hardware.

Infrastructure management. Fromacomplex set of managementand
automation tools for managing the environment to astreamlined set of tools
with heavy automationintheservice and infrastructure layers.

Exhibit 1: The lean IT approach combines principles of lean with agile
for application development.

Principles of lean Principles of agile development

= Eliminates all unnecessary activities = Favors shorter, repeated cycles over
that do not add value: waste, single-shot development that takes
variability, and rigidity many months

Does so by optimizing not only the Favors multifunctional teams over
process but also management dedicated functions

systems, organization and capabilities,
and mind-sets and behaviors

Favors individuals and interactions
over processes and tools

Places a strong emphasis on ensuring
a continuous improvement mind-set
among the front line

Lean IT
approach

Favors working software over
comprehensive documentation

Favors customer collaboration over
contract negotiation

Allows simultaneous improvement in
productivity, quality, risk, and
satisfaction by attacking root causes

Favors responding to change over
following a plan

Follows a learn-by-doing approach
through sequenced implementation
to improve performance and build
capabilities



Winning approaches in a new generation of financial services 55

Workload orchestration. From static placement of workloads tightly
coupled with data centers and hardware locations to dynamic workload
placement such ason premises or viathe public cloud, driven by application
policy requirements.

Labor. Froman expensive and poorly scaled labor structure with manual
bottleneckstoalean, “silo-less” organization focused on design, rather than
hardware configuration and management.

Toenable this NGI transformation, digital banks would have to adopt several
new and open technologies:

Open-design general-purpose platforms enable digital banks to achieve
scalability and performance at commodity-level price points.

Specific vertical platforms, unlike general-purpose platforms, are capable of
providing support for applications with different performance-requirement
profiles.

Software-defined networking and storage can shift greater functionality and
control into software, simplifying application deployment and enabling use
of lower-cost hardware.

Open-source infrastructure platforms can speed time to deployment of
private clouds and leverage open interfaces to drive greater heterogeneity
and preventvendor lock-in.

Cloud-orchestration platforms can facilitate the operation of multi- and
hybrid-cloud environments by creating an abstraction layer for applications
andservices.

Inour experience, an NGl technology stack (Exhibit 2) is well suited to support
the bulk of workloads within adigital bank (Exhibit 3).

4. A simplified technology ecosystem

The digital bank must manage technology complexity while keeping pace with
technological changes and customer preferences. Winnerswill have created
an adaptive technology ecosystem as a core capability, providing areliable,
scalable, and high-performing technological foundation without skyrocketing
costs. The process by which this ecosystem is created relies, in our experience,
onanumber of essential practices.
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Exhibit 2: Several elements make up a typical end-state next-generation
infrastructure technology stack.

Application
plane

Middleware,
platform

Cloud
orchestration

Infrastructure-
control plane

Physical
infrastructure

Blueprint, image  SDLC? gsnflguranon Performance
library management o] management - - -
eployment Business and financial-
management system
Data, message  Web server, Language Other Self-service capabilities
enablement framework environment middleware (e.g., portal)

Hypervisor, 0S?

Servers

Cross-cloud infrastructure orchestration and management layer

Software-defined “data center”

Security middle boxes
Switches, routers

Data-center infrastructure

1 Systems-development life-cycle management.

2 Operating system.
3 Disaster recovery.

Exhibit 3. Next-generation infrastructure can support the bulk of

workloads in a typical enterprise.

Supported
by next-
generation
infra-
structure
(NGI)

Not
currently
suited for
NGI

1 Central processing unit.
2 Input/output.

Application types

Software-defined security
Software-defined networking

Service catalog

Access and identity
management

Risk and compliance

Software-
defined storage

Service-continuation
management (e.g., DR?)

Predictive capacity
management, analytics
Storage =
Instrumentation and
performance monitoring

NGI focus

Application examples

General purpose (i.e., balanced
compute, network, memory)

= Basic enterprise applications, small and
midsize databases, development, testing

= Compute optimized (i.e., higher

CPU!-to-memory ratio)

= Heavy-traffic Web applications, batch
processing, complex simulations

Memory optimized (i.e., higher
memory-to-CPU ratio)

= Higher-performance in-memory databases,
memory-intensive enterprise applications

Storage and 1/02 optimized (i.e.,
solid-state drive or larger local
storage)

Hadoop, NoSQL databases, large-scale
data warehouses, high-access virtual-
desktop infrastructure

High-throughput transaction
systems with data consistency

= Real-time payment-processing systems with
99.999% uptime requirements

Highest latency-sensitive
applications

Flash trading applications

Vertically stack-driven
applications

High-performance computing at scale,
hardware- and interconnect-dependent apps



Winning approaches in a new generation of financial services 57

Rationalizing application portfolio to reduce complexity. Many banks,
especially those that have grown through a series of mergers and acquisitions,
find themselves operating on myriad overlapping, redundant systemsthat do
not integrate well. Many of these systems also rely on information that resides
indifferent repositories, thus preventing banks from creating asingle source
oftruth. Inaddition, many legacy applications cannot supportdigital business
requirementsand require lengthy and unwieldy workarounds, resulting

in longer development cycles, even for simple enhancements. To surmount

these obstacles, many digital banks have begun systematically to review and
rationalize their applications, for example, allowing the sun to set on end-of-life
applications, merging overlapping applications, and so on. They are furthermore
institutionalizing and refreshing portfolio management as a partof their

IT governance.

Usingenterprise-ready open-source platformsto provide scalability
and flexibility. Thisincludes deploying the “LAMP” stack (Linux + Apache +
MySQL + PHP) for development of front-end systems; using open-source system-
management tools, including monitoring, network management, and process
engines (for example, Solarwind); and adopting a standardized cloud-based
delivery model (such as Amazon Web Services, or AWS) for specific applications to
speed solutions delivery and manage fluctuating business demand.

Deploying cloud-based, service-oriented solutions for select
application types. Efficacious use of the cloud will require aclear
understanding of the availability of private, hybrid, and public clouds and their
relevance to the different digital-banking application types. For example,

many best-practice digital banks host nonsensitive applications (say, branding
orawarenesssites) onvirtual private clouds through AWS and retain more
sensitive information (such as financial transactions or customer information)
ontheirown private clouds. Inaddition, digital banks are pushing forward with
service-oriented solutions that are much more scalable in the long term.

Takinga“right-sourcing” approach to retain strategic capabilities
in-house. Instead of full outsourcing, digital banks should selectively
outsource, applying either a partial vertical approach, by function (for instance,
digital, Web site, and internal applications), or a horizontal one, by stepsin

the system-development life cycle. The definition of in-house strategic talent
would be based on anumber of variable factors, including business outlook and
geographical considerations.
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5. Advanced analytics and data management

Effectively managing dataisacritical priority for digital banks, yet many are
still wrestling with basic challenges due to a lack of good tools and high-quality
data. In our experience, best-practice banks have built strong capabilitiesina
number of core areas, which together provide adistinctive analytics and data-
management capability:

The end-state vision should be well articulated for analytics and data
management. An effective vision must be customer-backed and would
generally include cross-sell and up-sell objectives, risk-management
requirements, and operational efficiency.

Business-driven requirements must be well defined across all business
functions, including sales, marketing, and product development. Our
experience has shown that successful digital banks prioritize these
requirements, deciding to be bestinclass in certain areas while maintaining
industry standards in others.

Banks need to be able to create layered datamodels, from aconceptual
description of the business objects in scope toan integrated, logical data
model. A best-in-class data model should be based upon consistent dataaccess
across channels, provide real-time analytics and processing capabilities,
supportacommon master data source, provide consistentaccess to customer
data, and supportan enterprise-standard staging area. The data model should
also address integration of internal and external data sources, as well as how to
operate across structured and unstructured data sets.

Theyemphasize awell-defined enterprise-wide dataarchitecture, consisting
ofadescription of data structures, integration technologies, and applications
supporting the entry, storage, and use of datain the enterprise.

Asetofguiding principles for the data-governance model should be focused
on creatingaclear structure for ongoing realization of businessvalue. A
comprehensive data-governance model should address business value
creation and capture, clear decision rights, transparency, and enterprise-
wide collaboration and simplicity.

Banks must possess the data-analytics and intelligence capabilities needed
to create new knowledge from data based on pattern-search historic analysis
and business intelligence.
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Thediverse and dynamic Asian banking terrain includes exceptional digital
leaders and unique opportunities. Especially for banksin Asia’semerging
markets, the possibility presents itself for leapfrogging many more advanced
peersand tackling the challenge of building the digital-banking I T engine sooner
rather than later, along the lines laid out in this chapter.

Asian banksthat fail to heed the call of the digital consumer, again especially

in Asia’semerging markets, may lose market share to unconventional players.
Customer populationsin most Asian markets are young, more comfortable with
mobile technologies, and increasingly less dependent on conventional banking
infrastructure. Alipay, for instance, aleading Chinese third-party online-payment
provider, serves more than 800 million registered users as of July 2013 and
facilitated around 8.5 million transactions every day in December 2012. Adigital-
banking IT engine thatallows for scale, seamless connectivity, and agility isamust
for banks seeking to respond to the massive online shift in customer expectations
and behaviors, aswell as the emerging and real competition from innovative
nonbank competitors that already have such anengine.

Andy Holley isa practice manager in McKinsey's Singapore office, Robin
Lohisanassociate partner in the Hong Kong office, and Parker Shiisa
partner in the Shanghai office.
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Stuck in the moment or on the move?

The ancient Chinese philosopher Laozi wrote, “A journey of a thousand li begins
with one step.” That was a long time ago, but Laozi’s wisdom has held up well
these 2,500 years. We might say that the journey toward building a powerful IT
engine for digital banking must also begin with a single step. The questions of
which direction to go in and which first step to make will be decided according to
each bank’s starting position.

“Basic transactors” and “focused transformers”

In our experience helping banks across Asia-Pacific to embark on this transformation
and see it through, we have found players in a range of different starting positions.
The variations, however, are generally consistent with a single criteria, dividing

Asian banks in two fundamental camps, which we have called “basic transactors”
and “focused transformers.” Basic transactors are banks that are still operating in
basic transaction-processing mode; these banks are a long way from building IT
capabilities that would allow them to shape their business. Many core capabilities still
need to be developed before an IT transformation can begin. Focused transformers
arethose banks that are already making targeted efforts to move into the digital world.
Having developed the basic requirements of an efficient IT operating model, these
banks have shifted theiremphasis to transforming the IT operating model to enable a
fundamental business transformation.

IT investment gaps in emerging- and mature-market banks

We have observed the following IT investment patterns in basic transactors and
focused transformers in Asia’s emerging and mature markets, which we have
confirmed with further detailed research.

Asian banks in emerging markets

Asian banks in emerging markets have significantly underinvested in IT. These
banks have been increasing IT investments lately, but most have been too timid
and generally the increased IT spending trails the rise in overall business cost.
The truth is, two-thirds of total budgets for emerging-market banks are still
being spent on “running the bank”; significantly more than half of spending is on
infrastructure. Too little, in other words, is being dedicated to the transformation
effort needed to digitize the bank.

We are, however, beginning to see more banks in emerging markets focusing
on getting the fundamentals right and reducing complexity by streamlining
architecture and through platform renewal and application consolidation.
Banks with a shorter history, often in the private sector, are finding this easier
to do than those with stronger legacy issues. However, most emerging-market
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banks struggle to keep up with increasing complexity, scale, and productivity
challenges arising in both business and IT operations as a result of growth. IT
investments are often not sufficiently focused on building capabilities to support
growth and the digital-banking IT engine.

Asian banks in mature markets

In mature-market Asian banks, we have observed a stronger focus on
transformation but also a need to step up efforts for the digital bank, with respect
to both ambition and speed. While many mature-market banks in Asia have
tightened IT budgets over the past few years, they have also managed to increase
their focus on more strategic “change the bank” investments. Most of these
investments are intended to support growth, creating scale through customer-
centricity, channel transformation, or infrastructure upgrades and driving
business efficiency through process-efficiency improvements and automation in
application development.

Itis true nonetheless that over half of IT spending by mature-market Asian
banks is dedicated to “running the bank,” a level that is still too high in this era of
resource constraints to leave enough for transformational investment. These
banks will have to continue investing in IT, especially in simplification efforts, to
carve out the needed budgetary resources. Once sufficient resources have
been concentrated, the digital-banking effort can truly begin. The object will
be a transformed business model with the capability to create the seamless
connected experience that defines customer expectations in the digital age.
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Chapter 7
Scaling up your cybersecurity
response

Tucker Bailey, Josh Brandley, Allen Weinberg

Executive summary:

®  Asjan banks are recognizing that cybersecurity must be treated as a
core business function.

m 7o counterthe cyberthreat, banks should apply a risk-based approach
to information security.

®  They should identify critical information assets, apply differentiated
process- and technology-based protection to them, use threat
intelligence and advanced analytics to leapfrog the cybersecurity
talent gap, and practice how to respond to cyberincidents.

m By taking a coordinated, cross-functional approach, banks can more
effectively shore up their security environment while developing
a more robust ability to respond to emerging threats and recover
from breaches.

Cybersecurity isatop priority for CEOs, ClOs, and boards of Asian financial-
services companies. A recent study by McKinsey and the World Economic
Forum revealed that 80 percent of global banking IT executives believe that
therisk of cyberattack is asignificant issue that could have major strategic
implications over the next five years.

Many organizations have experienced sophisticated cyberattacks. Malevolent
actors send e-mails to individuals, including innocent-looking but virus-
infected files that appear to come from CEOs. This form of “social engineering”
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increasingly makes use of social-media channels to target unsuspecting

users. They use public sites to distribute malware. And they employ other
techniquesto gain access to and move freely within company networks, often for
months before detection, in the process obtaining financial-transaction data,
intellectual property, business plans, and customer-account credentials.

Cyberfraud risks are acute in the financial-services sector because “that’s
where the money is,” to paraphrase the famous 20th-century American bank
robber Willie Sutton. Banks are witnessing the rise of transnational cyberfraud
syndicates that hack customer accounts and siphon money from unwitting
users. Chinalost $46 billion in 2012 through cybercrime—40 percent of total
global losses, according to Symantec, a leading security-management and
solutions company. In Japan, the average cost of a data breach is more than

$2 million per incident, according to the Ponemon Institute. In addition,
cyberenabled fraud losses are spurring regulators to take action constraining
banks’ operations. For example, a recent spate of breaches enabling fraudulent
ATM transactions has led regulators in Hong Kong and Singapore to push banks
torequire usersto setlimitsononline transfers and overseas transactions.

Many financial institutions are spending more on cybersecurity and have
beefed up their overall anti-cyberfraud efforts. They are employing increasingly
sophisticated approaches to the problem, such as monitoring network activity.
They arealso investing in cyberoperations centers, which are meant to provide
abetter view of threats from the outside world. In Japan, for example, many
financial institutions are beginning to work with the Japanese Computer
Emergency Response Team Coordination Center, an independent, nonprofit
organization, to circulate information on known cyberthreats.

These approaches are adequate, but they don't go nearly far enough. Even
sophisticated organizations still suffer from breaches, and companies are failing
toreach the cybersecurity goals they set for themselves. A McKinsey survey of
50 global companies recently showed that none have been able to reach their
desired capability level, with only 14 percent of those surveyed rating themselves
as “mature” acrosscritical cybersecurity practices (mature representing ascore
of3onascale of 1to 4 ineight practice areas).

Theissueisthatcurrentapproachesare passive—companiesare usually only on
the lookout for known threats, waiting for sensorsto trigger alarms indicating
thatan incident may have already occurred. The approaches are often backward-
looking, mostly relying on assessments of past attack patterns. And they do not
sufficiently involve business leadership, particularly when log reports of Web
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site attacks, malware, or suspicious activity are not translated into something
executives of the businesses can understand.

Forexample, in one bank, executives were routinely briefed on the number of
alerts generated by their intrusion-detection system but were not informed

if these “intrusions” were having any impact on the business, leaving them
unclear about the true nature of the cyberrisk facing them. Most important,
these approaches provide too many false positives—alarms that upon second-
level analysis turn out not to be malevolent activity—and are too reliant on large
numbers of cybersecurity professionals to examine log reports and compare
themwith known bad IP addresses or signatures before taking specific actions
such asblocking IP addresses or closing ports. These approaches are not scalable
because the talent required to staff these positions is either unavailable or too
costly, or both, given how many financial institutions have the same needs.

Asian banks need a new approach, one that avoids large staffincreases and
isbetter able to use existing security assets, such as fraud-detection units,
compliance and risk resources, and business-operations managers. The key
iscombining old and new to automate the security-response process. The
approach melds the tried-and-true practice of focusing efforts on the highest-
value business assets with application architecture and network-activity
monitoring to detectanomalous patterns (particularly systems changes or
outbound network traffic). The resultisanenvironmentthatcan largely take
care of itself, freeing up valuable I T security resources to focus on more strategic
issues, such as reducing the impact of cyberincidents, and to ensure that the
resourcesare available when incidents do get past the system.

Seeking cybersecurity

This next-generation approach is taking shape. Working with more than

150 private- and public-sector security professionals, we have identified seven
elements of best-practice cybersecurity, the first three of which are known to
most financial institutions (but rarely implemented effectively); the remaining
fourwill be new to most enterprises.

Identification of critical business assets

Thefirststepisalso the one least taken of the seven. Security assessments are
usually done from atechnical point of view, focusing on gaps or applications that
don’tfollow policy. This leaves open the question of what are the most critical
business assets, meaning they may go unprotected. For banks, this suggests that
security is notfocused on areas like proprietary trading algorithms, sensitive
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datarelated to underwriting, or risk reports, which could result in material
losses and cause significant reputational risk if they were made public.

Development of strategies for assets and ‘use-based triggers’

Based on the assets that need protection, an overall strategy can be defined by
identifying practices and technologiesto use. Then, for each critical asset, an
expected access profile can be developed.

Thekey is keeping the list of critical assets and access entitlements manageable.
Thismightinclude determiningwho can access the information or process, and
what the range of expected behavior is (for example, how the information might
be expected to move within the network). Triggers can also be set for monitoring
certainkinds of activity, such as changing operating systems or Domain Name
Systementries. For each trigger, actions can be predetermined, ranging from
simply logging an alertto shutting down a system. Over time, machine learning
will allow these triggers to become more effective. Meanwhile, the organization
must be clear about which outcomes are unattractive (downtime in a customer-
facing application, for example) and which are unacceptable (such as loss of “bet
the company” intellectual property); sometimes, unattractive outcomeswill be
acceptable. Inaddition, in some countries, the triggers should be defined so they
are notinterpreted by governmentauthorities as monitoring individual behavior.

Employing existing processes

Banks and other financial institutions have effective processes to reduce

fraud and manage financial risk. However, in our experience, they typically
underestimate other forms of cybersecurity risks. Leading banks are beginning
to move beyond fraud and include other cyberrisks, such as theft of privileged
information—M&A data, proprietary algorithms, and customer information—
as partoftheir enterprise-risk-management program. In addition, when
cyberfraudriskisassessed, itis often not fed back to the information-security
team so that the unit can design specific mitigation actions. When the processis
redesigned, more effective reviews are done, and I T security can then effectively
userisk estimatesalready being done by other parts of the bank.

Enhancing the IT environment

Inthe short term, technology such as sensors and network appliances is useful
for detectinganomalous activity, tightening access control, and appropriately
encryptingcritical data. Over time, security reviews could be used to increase
standardization, making it easier to detectanomalies as well as reduce cost. IT
architecture can also be dynamically switched to dramatically reduce the ability
of hackers to take or tamper with information—for example, through cloud
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infrastructure that moves everything from network switches, servers, and data-
managementstrategiestoavirtual, software-based infrastructure. Inaddition,

architectures increasingly need to be adapted to secure the mobile environment.
As more banking transactions are conducted through mobile devices, the secure
delivery of thischannel isemerging as adifferentiator.

Employment of active defense

Thereareavariety of techniques under development to stop attacks from
occurring. These include defusing distributed denial-of-service attempts,
throttling bandwidth from known attackers, creating “honey pots” of seemingly
valuable information in order to gather information about attackers while
diverting them from their intended targets, and developing multisource threat-
intelligence capabilities that draw from external and internal information sources
to provide warnings of malevolentactivity before an incident actually occurs.

Sophisticated testing and war gaming to ensure a strong response

Most organizations put 90 percent of their cybersecurity effortinto prevention,
but developing a cross-functional approach to respond to and mitigate the
damage from an attack and regularly practicing itisasimportant. A poor
response can damage acompany’s reputation and potentially destroy additional
businessvalue. War-gaming aresponse can help minimize problems such as
slow decision making in the “fog of war” during an attack, ad hoc release of
messages to internal constituents, poor communication with regulators, and an
unsophisticated or uncoordinated media response. Best-practice organizations
trainand test business, corporate management, and I T and security
professionals on how they will respond to attacks. They define their general
communication plan aswell as what their approach to critical clients would be
duringanoutage, and train their staff to manage acrisis using scenarios based
onactual cybervulnerabilities.

Tailoring business and employee engagement to build the right culture and
mitigate insider threats

Of course, employees are vulnerable to phishing or other attacks, and up to two-
thirds of all advanced external attacks leverage unwitting insiders. Similarly, the
risk of malicious insiders remains of significant concern. While putting in place
the elements described above, financial institutions should take the internal risk
seriously and offer targeted, role-based training as well as continuing education
to the broad base of employees about how to manage data safely. In addition,
organizations should increase their ability to detect and defend against the
threat of malicious insiders stealing or corrupting data or code. For example,
several financial institutions are applying advanced-analytics approaches to
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identify anomalous behavior by employees (such as accessing databases outside
normal hours or using portable media). They are also regularly reviewing the
retention risk ofimportantemployees: research by Verizon has shown that

70 percentofall insider theftis committed by employees who are within 30 days
of leaving the organization.

O oo

Thethreat fromcybercrimeis real and pernicious. Asian banks and other
financial institutions must move from an alert- and reaction-based approach

to one where they anticipate and hunt for malicious activity affecting their most
critical assets. While no approach will deliver 100 percent security, adopting
the principles described above will help banks to detect and thwartadversarial
activity, improve the efficiency and effectiveness of their security organizations,
and ensure amore robust response to abreach.

Tucker Bailey isan associate partner in McKinsey's Washington, DC, office,
Josh Brandley isaconsultantin the Toronto office, and Allen Weinbergis
apartnerinthe New York office.
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Chapter 8
Organizing your bank to
capture digital opportunities

Joe Chen and Eunjo Chon

Executive summary:

®  Banks need to incorporate digital more fully into their offerings to
better serve their customers, who value convenience and simplicity.

= Setting up the organization to deliver on digital is essential to making
this shift.

= There are three broad options for doing so (a digital “SWAT team,” a
center of excellence, or an independent innovation center), but banks
should weigh their strategic aims before deciding which to use.

= When putting the model in place, players need to ensure sufficient
funding, create a digital culture, find the right talent, promote
entrepreneurship, and above all act quickly.

The digital revolution has changed what consumers want, including what
they want from their banks. While most Asian banks have at least some
digital component, they are not yet truly meeting the needs of their customers,
who want convenience, simplicity, and a superior banking experience. Banks
need to offer more to their customers—and they need an organization thatis
prepared todeliver it.

Thetypes of value propositions that digital customers find compelling are,
for some banks, aradical departure from their traditional brick-and-mortar
offerings (see sidebar, “Ten value propositions for the digital consumer”).
Forexample, integrating multichannel accessisafairly bold proposition for
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traditional megabanks that already have a strong branch-centric sales culture.
Butforacompany thatis affiliated with, say, an e-commerce organization—
Rakuten Bank, a fast-growing retail bank in Japan, is one example—it might
be fairly easy to go beyond even multichannel offerings and present consumers
with one-stop, multicategory, integrated banking and commerce solutions.

Three organizational options

We have identified three organizational models banks can use to setup and
manage their digital teams. Before deciding which model to use, banks should
think about their larger strategic goals in the context of the digital opportunity.
Some banks might be focused on penetrating new customer segments, for
instance, while others are keen to expand into new geographies. Banks should
alsothink about where they are in the digital journey—specifically, their existing
digital capabilities and products.

Create a dedicated digital “SWAT teams” within a single business unit

While many banks already have some staff working on ad hoc or incremental
digital innovations—usually driven by IT—asingle, dedicated digital team can
help banksaccelerate and achieve true breakthroughs. Butbanksin the early
stages of the digital journey don’'t have to make radical organizational changes to
make breakthroughsareality; they can simply establish adedicated digital group
withinanexisting unit of the organization. Most banks choose retail, which is
where the bulk of the public demand for digital resides. By concentrating digital
capabilitiesin this consumer-led business segment, banks can sharpenand
accelerate their digital value proposition. Under this organizational model, the
digital team can capitalize on its proximity to other groups within retail thatalso
tend to be close to the consumer: customer-relationship management, customer
insights, customer service, and physical branchesand other retail channels.

AkintoaSWAT team, dedicated digital groups have aclear mandate and are
more agile, so they can respond quickly to digital consumers’ evolving needs,
drive disruptive ideas, and execute those ideas more efficiently and effectively.
And because the SWAT team isembedded in the larger retail unit, promising
pilot programs are more likely to garner support from business-unit leaders.
One leading Asian bank had great success with this model. The company created
athree-person “new business division” within its retail unit to spearhead the
bank’s digital efforts. Despite its modest size, the group was able to develop small
yetvisible digital initiatives, such asan advanced online-banking site, mobile
applications, and a new payment system created in partnership with several
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TEN VALUE PROPOSITIONS FOR THE DIGITAL CONSUMER

Loosely defined, there are ten value propositions that banks around the world are
using to cater to the new digital consumer. They fall into three categories: beyond
pricing, beyond digital, and beyond boundaries.

Beyond pricing

1. Simplified core offering. Enter the market with a handful of simple products
and one or two “hook” products, such as a competitively priced deposit
offering or strong trading platform.

2. Apple-like experience. Design an intuitive digital interface and experience that
is free of defects and “leakage.”

3. Personalization. Create a personalized Web experience and recommend
products based on, for example, browsing behavior.

4. Social- and mobile-centric. Use the latest digital technologies and platforms
to enhance reach and offerings and stimulate engagement beyond
customers’immediate need for financial products.

5. Instantaneous satisfaction. Offer paperless, personalized, real-time
transactions.

Beyond digital

6. Ubiquitous and integrated multichannel access. Create easy access via
multiple digital and physical channels, so that any transaction can start in any
channel and be seamlessly completed in any other channel.

7. Relevance. Use cross-source customer data to predict customers’ needs
and provide relevant offerings.

Beyond boundaries

8. Compelling cross-category offerings. Take advantage of opportunities to
combine retailing and retail banking.

9. Funway to engage. Generate customer engagement and affinity building,
through “gamification,” for instance.

10. Open ecosystem. Design open platforms for cocreation, communication, and
distribution of products and services among the bank’s internal and external
innovation network.



74

major convenience-store chains. Such initiatives generated buzz within the bank
and among the general publicaswell.

The SWAT model can help banks amass agreater volume of digital capabilities
inashorttime. But confining the digital organization to a specific business
unitis notwithout drawbacks. The bank might develop isolated pockets of deep
digital capabilities but fail to spread those skills across different business units.
This model also does little to set the stage for broader or more integrated digital
offerings to customers whose interactions with the bank span multiple business
units. Thismeans some opportunities are likely missed: for example, the chance
to develop a holistic digital offering that caters to small- and midsize-enterprise
(SME) customers who want streamlined digital access to both personal wealth
and business-banking services.

Create a shared digital center of excellence across multiple business units
Banksthatare slightly farther along in the digital journey can consider creating
ashareddigital center of excellence (COE). Unlike the SWAT model, the shared
COE is not confined to one business unit. Instead, it oversees digital activities in
multiple units, for example, certain geographies, specific segments like SMEs,
and consumer channels such as mobile.

By capitalizing on digital skills from throughout the organization, banks can
generate higher levels of synergies, for instance through shared technology and
pooling of customer and business insights; this model can also make the bank’s
digital-marketing campaigns more consistentand make more efficient use of
scarcedigital talentand IT development resources. Additionally, a COE could
help generate a more coherent system for tracking success in digital innovation
across participating business units, through measurements such as returnon
investment, incremental growth, and cost savings; as is the case with any new
initiative, digital innovation must be linked to a quantifiable business objective
and must be measured ifitisto generate sustained investmentand company-
wide support.

Inmostcases, the COE’s leadership reports directly to the bank’s CEO or chief
operating officer (COO). This sends a clear message to the broader organization
thatthe digital propositionisahigh priority for the bank. (In some cases, banks
will designate a chiefinformation officer for the express purpose of overseeing
the COE. This person usually reports to the CEO.) The COE model worked
particularly well for one global bank, which has long viewed innovation as part of
its competitive advantage and core DNA. An early adopter of digital as a strategic
priority, the bank established a COE in the late 1990s—driven largely by the
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vision ofthe COO and CEO. Because the COE’s leadership reported directly to
the two senior executives who had championed the project, the COE was able to
quickly getapproval to launch new, often industry-leading ideas such as voice-
activated Internet banking, animated banking kiosks, “digital wallets,” and live
remote access to bankersviathe Internet.

Set up anindependent innovation center outside of the bank

Insome cases, itisappropriate to establish a COE that is separate from the
restofthe bank. While aCOE inside the bank is closer to the existing customer
base and can therefore more effectively serve that group’s needs, a COE that is
independent of the parent organization does two important things: itencourages
amoreentrepreneurial environment because the group has the flexibility to
pursue disruptive ideas, and it makes it easier to attract high-quality candidates
from both inside and outside the bank. Thisisespeciallyimportantinanera of
scarcedigital talent.

Aleading Asian financial conglomerate recently created this type of external
COE. Separate from the rest of the banking and insurance business units but
reporting to the bank’s holding company, the COE had two goals: first, to act
asathoughtleader in an effort to support other business unitsin the bank (for
example, by building data-analytics capabilities that can be used by many
business units), and second, to pursue the types of adjacentand even disruptive
innovations that other teams would not have the capabilities or resources to
pursue because of challenges such as the P&L pressures associated with their
daily work. The COE's resultsare impressive—it has integrated sports and
gaming content into the bank’s online portal and builta networked loyalty
program that now sustains itself as an independent e-commerce business.

Like each of the organizational models, the external COE has downsides. First,
external COEsare costly to setupand maintain. Thereisalsoarisk thatthe
group mightlaunch projects that are inconsistent with the bank’s overall goals
or strategies. Additionally, the COE runs the risk of being perceived by members
of the business units as operating in an “ivory tower”; they might feel removed or
excluded from the center. To overcome this, an independent COE should make
efforts to build strong relationships with the business units and codevelop small
but effective projects that add value to those business units, thereby sustaining
the relationships.
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How to do it

Regardless of the chosen model, banks should keep five things in mind if they
want to create an organization that can meet the needs of digital consumers.

Ensure sufficient funding and investment

Banks should have structured funding in place before launching their digital
organization. Dedicated venture funding can help combat the focus on short-
term performance that iscommon in the banking industry; stable, reliable
fundingiscritical to helping the bank capture, in the long term, the kinds of
opportunities that can offer significant returns.

Banks should also implementa process that allows for quick decision making
aboutwhichdigital projects to fund. Such decisions should be made by the
executives who govern the new organization—not by any individual business
units that might be involved.

Create a digital culture

Banks are notoriously slow to change. Creating ashiftin mind-setsand
behaviorsiscritical toembracing the new organizational structure and its
mission. One way to do this is by generating entirely new key performance
indicators (KPls); instead of measuring top-line sales, for example, digital
organizations can look at cross-sales figures or customer wallet share. Banks
should also be sure the new digital strategy is highly visible throughout the
organization.

Find the right talent

Banks need awell-defined talent-sourcing strategy. They also need to strike a
balance between bankersand digital experts. Banks should aim for diversity by
recruiting people with backgrounds in customer service, product development,
and traditional banking, as well as representatives from Internet companies. All
recruits should be customer and action oriented, and they should have a proven
track record of challenging the status quo. These demands can putan additional
burden onthe human-resources department; the enterprise might therefore
consider relying more heavily on employee referrals and other informal
channelsto supplementtraditional hiring processes. Banks can also host
internal innovation competitions to identify promising candidates or borrow
ideas fromviral marketing to create “viral hiring” campaigns.
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Create a sense of entrepreneurship

Leadersshould take care to establish an environment that encourages risk
takingand allows failure. Often, bank employees are more conservative than
their peersinother industries and are hesitant to behave entrepreneurially;
banks that want to launch digital organizations should make it clear that
independent thinking will be rewarded, not punished. Metrics are an important
partofany new program, but to be sure they encourage innovation, banks should
avoid overly constrictive KPIs that might make new ideas seem too risky.

Act quickly

When the digital organization brings new businesses to market, they should
doso quickly. Otherwise the idea might stall within the organization and the
bankwill lose the opportunity to capture early adopters—acritical group in this
market. Assuch, digital organizations need agile processes for implementing
new ideas.

O 0o

Like their peers around the world, digital consumers in Asiawant more from
their banks. But for banks to create a value proposition that customerswill find
compelling, they must set up an organization that can deliver it.

Joe Chenisapartnerin McKinsey’s Taipei officeand Eunjo Chonisan
associate partner in the Seoul office.
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Chapter 9

Creating a seamless customer
experience: Aninterview with \Westpac
New Zealand’s digital-banking head,
Simon Pomeroy

Interviewed by Kenny Lam

Executive summary:

m  Westpac New Zealand has moved aggressively into digital banking.

m  The bank has put customers at the heart of its strategy and is aiming
for a unified online-banking customer experience.

m  Farly results are promising: product sales and revenues generated
through the digital channel are increasing.

m  Banking is still a “people business,” and Westpac is clear that it wants
customers to be able to go seamlessly from the digital channel to a
human being.

Digital banking is changing the nature of bank-customer relationships, a
development that only a few banks in the Asia-Pacific region have grasped.
One of them is Westpac New Zealand, which has put its customers at the
center of its strategy. Westpac New Zealand has moved aggressively in the
lastyear to create an integrated, multichannel communications program
and a unified online-banking customer experience. This enables Westpac to
use digital channels to extend the services that can be performedin abranch
today and promote both deeper customer relationships and a seamless
customer experience.
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The transformation accelerated under the leadership of Peter Clare, the bank’s
CEO, who hasastrong interestin digitization, both ataneconomicanda
business level. Clare came to Westpac New Zealand in April 2012 and moved
quickly to divertinvestments from other areas into the digital realm and
improved customer experience. Clare also worked with his leadership team

to spread the necessary cultural changes throughout the business and gave
accountability for the developmentand delivery of strategy to Simon Pomeroy,
head of digital banking and customer experience.

Inarecentinterviewwith McKinsey’s Kenny Lam, Pomeroy discussed
Westpac New Zealand’s commitment to digital banking and how it has carried
outitsdigital transformation.

McKinsey: What prompted Westpac to start thinking actively about digital
banking, especially in New Zealand?

Digital bankingis customer-driven, particularly regarding
the uptake of technology, in New Zealand and around the world. Peter Clare
really understood that, challenged the existing thinking, and started asking,
“If we know it's what our customers want, how do we then drive that change for
the bank?”

McKinsey: Soyou're saying thiswas actually quite top-down change?

I think itdoes come down to the vision of the CEO. One of
the things Peter put on the table is, “Can you imagine this bank by 2020 not
having a digital mandate and not having an online platform that allows
customersto be able to do all of their banking?”

There’s no doubt there were people in the bank that wanted it but hadn’t
necessarily been visible and vocal at that executive level, and Peter brought

the focusin. I thinkall of us recognize, whether it'sin our job title or not,
thatdigital is a key part of customer experience. Digital is where more than

50 percent of our customers are interacting, not just weekly or monthly but
daily. And when you think about change, you don't see customers walking into
abranchevery day. Infact, you don’t see customers walking into abranch every
week or every month. We get more traffic now online in any given day than we
getcallstoour call centerinamonth or visits to our busiest branch in ayear.

McKinsey: How do you justify the business case for the aggressive move into
digital banking?
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I think the upside for usisobvious. I'll give you areally
good example. We were the first bank in New Zealand to put home lending
online, where customers could go at their own convenience and apply for a
home loan and geta decision straight away. We put thatin place last year,
and in the space of 12 months, it’s now driving about 15 percent of our total
applications for home lending. That, in itself, isasignificant result. But out
of all those applications, 40 percent or more are not customers of Westpac; in
other words, they are new to the bank. We're the only bank in New Zealand that
allows customers to go through their mobile phone and get a quick decision for
their home loan—24/7. And the conversion rates we're seeing are on par with
whatwe're seeing through our other channels.

One of the key things we recognized immediately was that digital design
delivers convenience and experience to the customer, but it needs to go beyond
thatexperience and delight customers. So once customers get their approval,
we call them within two hours and talk them through the home-buying
process. We've just started measuring the satisfaction scores, and what we're
seeing isthat the approach is making a big difference, including switching
these new-to-bank customers in before the home loanis drawn down.

McKinsey: How do you think about your unified customer experience?

It’sall about putting customers at the center of the strategy,
reducing friction, and creating a more seamless experience across all channels,
both human and digital. We were trying to build a more personalized, deeper,
proactive contact with customers, and we previously relied on doing all that
through our frontline channels. Butit’s physically impossible when one
frontline agentis trying to deal with 500 or 600 customers atatime.

We realized that you couldn’t necessarily doitall through human channels.
We also recognized that our datadidn'tenable us to build those customer
relationships. Why? Traditionally, we looked at everything through the eyes of
the product, but we wanted to look at it through the eyes of the customer. The
answer for us was to create a single customer view. We also needed to automate
our processes around dataand build a decision-making and communication-
deployment capability. Thiswas really important because itallowed us to
understand customer behavior and respond in near real time.

For example, when a customer does something in either a behavioral or
transactional sense, we can see it in the data, and the decision engine can
respond in near real time with relevant communication. We’ve enabled
ourselves to have what we call “next-best conversations” with customers
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acrossall channels. These are both program- and customer-behavior-led,
which means that we can have cycles of conversation. We are using this to
cross-sell, manage pipelines, and onboard customers. Think about it like
having a message stack that's tailored to every single customer and that can be
communicated across all channels, human and digital.

Thisisn’t justabout when someone wants to buy a product; it’sactually
everyday communication we're having with customers. It’s automated and it’s
triggered, and when a customer responds to it, we can either fulfill it or we can
triage itthrough to another channel. Thisisdriving asignificantamount of
activity. Lastyear, on average, we spoke to customers about 3.5 times; this year,
we spoke to more customers on average nearly 11 times. A great example of
thisisin our home-loan pipeline, where we can now communicate frequently
with customers as they go through the home-buying process. Leading this
throughdigital channels—e-mail, online banking, and SMS—we can centrally
deploy thousands of personalized one-to-one communications, and when

the customer responds, these are immediately triaged to their relationship
manager’s mobile phone and inbox to follow up.

We've even integrated our ATM network into the approach so that we can
personalize the experience and have next-best conversations via the 50 million
interactions we have through this network every year. Customerswill even be
able to fulfill services through the ATM.

Additionally, we've integrated our voice-of-customer strategy. After
interacting with us across any channel, customers are surveyed in near real
time. We've taken this one stage further to make it easy for customersto give
us feedback through all digital channels. All responses are triaged back to the
appropriate relationship manager in near real time. We are seeing significant
shifts in the net promoter score and really lifting our approach to customer
recoveryasaresult.

McKinsey: Did you have to rebuild the central data system to carry out
this effort?

We had nothing really ayear ago, and our CEO was keen
to see what we could do without tackling core systems. We just started to think
about how to get data out of the warehouse, make it actionable, and then use
ittodrive asmartand ongoing communication strategy across both human
and digital channels. The investment in this piece of the projectis about
NZ $4 million (US $3.4 million), so it’s not asignificantamount of money.
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McKinsey: How are you thinking about a unified user experience?

The number-one channel in reach and frequency is
online. One of the key things we realized was that customers are now using
different devices throughout the day to do everyday tasks, including banking.
The ideathat full online banking would only be available on a PC felt like an
outdated concept. We wanted our customers to have the best digital and mobile
experience in New Zealand, so we created a central online platform that offers
full banking functionality, not just through PCs but through phones and
tablets as well—that’s the game changer. We built our system in a mobile-first
environment to make sure that whatever we developed works for the smaller
screen, and you justexpand it to get it to the bigger screen; it's fully responsive.
We are one of only a handful of banks to have achieved this globally.

We have also introduced agroundbreaking feature called Timeline. This
offers customers an aggregated, searchable view of all transactions across all
accounts, allowing them to see past and future payments. This offersagreat
platform to deliver financial and cash-flow management to customers.

McKinsey: What'’s the impact of these changes on physical branches?

The new platform allows us to build services significantly
cheaper and quicker, and we are looking to replicate 90 percent of all the
products and servicing you can do atabranch today through this platform over
the next nine months. This fulfills the customer demand for more self-service,
24/7 and from any device anywhere in the world. Thiswill ultimately remove
the need for frontline staff to predominantly fulfill transactional activity and
enable our staff to focus on providing more advisory services to customers.

That said, we are making sure that everything we lead digitally is human-
backed. Because I'll tell you what—banking is still a people business. It’s still
about relationships. And | personally believe that when | need my bank most,
I want to be able to go seamlessly from a digital channel to ahuman being. The
one thing that’s really impressive about what we’re doing is that everything
we do that’s digitally led gives the customer the ability to get ahuman being to
contact them straight away if they’ve gotan issue.

The whole point of the new Internet-banking platform is that we can bring
inthings like chat and the ability to FaceTime your banker, to have secure
messages, and to have adialogue straight away, in real time. Butitalso allows
ustodrive the next-best-conversation strategy through online banking, which
customers can see through any device every day. It could be about what's
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coming out of your account; it could be the bank has a new credit-card offer for
you; itcould be that the bank can see that you've got a payment goingoutina
couple of days and you haven't got enough money in your account to pay for it.
All of these things our frontline teams can then engage with the customer on
throughdigital channels.

The next-best-conversation strategy also extends existing inbound
conversations through the branches and our contact centers. We have
enabled asingle customer view for our frontline teams that prompts next-best
conversations around customer need. Thisensures the focus from frontline
teams is on marketing, pricing, and loyalty activity that is relevant to each
customer. We are already seeing high conversions from these conversations,
which further demonstrate the return on investment of the strategy.

McKinsey: What about the impact of digital banking on a channel like
call centers?

About 18 months ago, we recognized that abouta million
callsayearto the call center were people just asking for the balance of their
account. We wanted to try and use our call center to be more advisory, and
our call-center staff wanted to be more advisory. So we builtthisapp called
Cash Tank. This allows customers to get their account balance without having
tologin. Cash Tank now gets three million hitsamonth, and it’s reduced the
amount of balance calls coming through the call center, which has meant we've
started using call-center staff for other things, so they can be more proactive
in outbound calling, for example. The great thing about innovations like Cash
Tank is that we can continually enhance them in response to customer needs.
Cash Tank now sits as awidget on Android devices, and we're about to launch a
version for smartwatches. Thiswill be one of the first integrated banking apps
to be developed for awatch globally.

We have also just turned on proactive chat with customers on our public Web
site. We have targeted this at personal and home lending; within the first

30 minutes of it going live, we had converted a new loan. We aim to roll this out
across more products in the coming months and will fully incorporate itinto
our central online banking platformin 2014.

McKinsey: How do you measure impact?

We're already seeing significant upliftin revenue from the
next-best-conversation strategy. We've seen an increase of about 28 percent
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in products sold through campaign activity compared with the corresponding
period lastyear.

It used to take four weeks to get communications to customers, because we
were handraulic in how we managed data. We can now get thatin 24 hours. It
used to take aweek and a half to get leads to our front line. We can now send
those leads in real time and get hold of customers on the first time to contact for
leads that go tothe frontlinein 72 hours, as opposed to two to three weeks. It's
making a big difference in how we contact customers.

We are now speaking to more customers, more frequently, through new
channels. When you think about e-mail and SMS, in our personal lives, you
don't necessarily look at those things as new channels, but for the bank, they’re
new channels. We weren’'t communicating through them 12 months ago;

now we're driving alot of communication through these channels. Andit’s
communication that’s quickly responded to by customers. Also, the integrated
voice-of-customer program—our ability to listen and act on customer
feedback—is driving our net-promoter-score metric in the right direction.

McKinsey: What challenges has the bank had to overcome to deliver its
digital strategy?

The biggestchallenge isin the way the bank has traditionally
developed technology solutions and the complexity that has builtup asaresult.
The CEOwas again instrumental indriving a change of approach to planning our
IT development, which required us to make courageous decisions and “future
proof” our systems. Thiswas embraced by the CIO, who has delivered a “digital
first” reusable service-oriented architecture across the bank.

Atthe same time, we have delivered a new service layer that allows solutions
to be developed and deployed without wholesale change to core systems.
Our approach to delivery has also become incremental, which enables faster
delivery and atest-and-learn approach. Thisagain has been embraced really
positively by our technology team.

McKinsey: How would you sum up Westpac's approach to digital banking?

We believe the customers are the drivers; technology is
justthe enabler. We still believe that banking is about relationships and about
people,andit’s really important that everything we do is deeply personalized,
deeply relevant, deeply targeted, and always human-backed.
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The CEO’saspiration isto be the bestdigital bank in New Zealand in

2014 and to shoot to be the best in the world in 2015. He has been clear about
letting nothing stand in the way of doing so. We think this isachievable,

and the proof points we have delivered are encouraging the whole team to
believe we can do itand be proud of what we are doing for our customers,
because that's what it’s really all about: our customers.
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McKinsey on digital banking

McKinsey’s Financial Institutions Practice in Asiaserves financial and
nontraditional institutions on digital-banking topicsin 13 countries. Our
practice has over 100 professional practitioners who have helped clientsacross
all essential areasindigital banking.

Ourwork broadly coversfive areas:

= Overallstrategy and approach, including segment-specific propositions (for
example, private banking), business-unit-specific strategies (for example,
payments), organization, and rapid prototyping and piloting

= Connectivity, including digital marketing, multi-channel approaches, and
channel customer experience

= Automation, including process digitization and sales enablement

= Innovation, including innovation factory and innovation center development

= Decisioning, including advanced dataanalyticsand cybersecurity
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