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Banks reimagine the operating
model of the future

There is no longer any doubt that the banking industry is facing the threat of
significant disruption. Now, the critical questions are which areas, to what
degree, and, most importantly, what needs to be done. Although much has
been written about new models for customer engagement, in particular those
championed by new, technology-focused entrants, the so-called middle and
back offices with their legacy systems and processes have only just begun to
come into focus.
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Executive Summary

The convergence of three digital megatrends—
mobility, software-defined enterprise, and the
Internet of Things—is changing the nature of
business. This convergence is creating innovation
and disruption opportunities in many industries and
their ecosystems, and banking is at the epicenter.

In an industry where size has often mattered more
than all else, the investment in legacy infrastructure
is tremendous. However, with the emergence of
digital technologies, many of the industry’'s economic
tenets have changed, and the infrastructure that once
served as a barrier to entry into the banking sector

is now a handicap. Dozens of new, digitally enabled
competitors are now selectively attacking areas of the
banking sector and proving that bigger isn't always
better, at least when it comes to operations that
serve the client's journey. Therefore, the discussion is
shifting from “How do we compete with our current
competitors?” to “How do we set ourselves to stay
competitive in the age of digital banking?"

In addition to navigating the digital revolution, banks
are also trying to regain their footing under a new

regulatory regime. As a wide variety of new rules
and regulations go into effect, banks must find new
ways of doing business without using one of the
industry’s preferred methods for driving growth:
leverage. The challenge laid out by Main Street to the
banking industry is clear: manage risks better while
still delivering on customer expectations. Banks that
are reluctant to rise to the challenge are finding that
their customer bases are more open to disruption
from competitors that are better able to focus on end
customer needs while implementing a more proactive
and agile regulatory response.

However, despite these significant headwinds,
banking industry incumbents have an opportunity

to succeed by supporting their remarkable brands,
talent, capital base, and client relationships, as well
as possibly their ability to comply with regulations

at scale, with a more effective, digitally enabled
operating model. However, to do so, banks must be
willing to reimagine their processes across front,
middle, and back office operations in order to reap the
benefits of a digital business model.
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Part1l

Why banks need advanced
operating models?

The banking industry is at an inflection point that has
been brought on by two significant forces: the rise of
digital technologies and the new era of compliance.
Although both forces are affecting banks in different
ways and for different reasons, the combined effect
will have a dramatic impact on the way banks operate
in the future.

The rise of digital technologies

Competition is intensifying as outsiders empowered
by digital technologies seek to enter the market while
incumbents race to upgrade systems and operations
to meet customer demands and to cut costs.

The traditional bank business model is under attack
from all angles. It seems as though every day a new
entrant declares war on the banking incumbents as
new technology erodes the industry’s barriers to entry
at an alarming pace. The sheer number of digital
disruptors entering the banking sector has made it
difficult to determine which firms will provide the
greatest competition in the future. One thing is
clear—these new entrants with their vastly different
business models and cost structures are forcing
incumbents to reimagine their operations.

By 2025, banks could lose 60% of their
profits in consumer finance, 34% in payments
and small business lending, 30% in wealth
management and 20% in mortgages.

—McKinsey
r________________________________________________________________________________|
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It has been estimated that digital disruptors may
capture up to a quarter of total enterprise revenue
by 2025. Although the current impact of banking
industry disruptors is small, there is precedent for
this type of transformation in other industries, such
as retail, regarding the speed and severity at which
traditional players can be overtaken.

In the banking industry, the key to disruption can

be found in the unbundling strategy that new
competitors are following when taking on the
incumbents. Banks are defending a sole-provider
model and finding that the complexity of their current
operations is severely limiting their ability to innovate
to meet changing customer demands.

Broadly, banks can classify the bulk of their services
into five main categories: payments, lending and
deposits, market data, capital raising, and wealth
management. Quickly examining the ever-changing
market landscape illustrates the wide variety of
disruptors currently vying to gain market share in
each category (see Figure 1).

Examples such as the rise of PayPal in the payments
landscape and the rapid shift to mobile technology
led by firms such as Facebook and Apple illustrate
massive opportunities not previously addressed by
the traditional banking business model. In addition,
the introduction of cryptocurrencies, such as
bitcoin, as well as the underlying ledger blockchain,
is proving to be a disruptive force unto itself. If the
source of trust in payments is wrung away from

the traditional banking system, the results will be
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historical. This would possibly be the first time in
centuries that the financial component of many
business transactions doesn't require a bank as an
intermediary. The payments sector has been one of
the first services disrupted due to its relationship to
technology and regulation. Technology is fundamental
to the payments processing function. For retail

banks, technology is critical to deliver the mobile
functionality their customers desire, while commercial
banks are relying on technology to offer the enhanced
security options their customers demand. On the
regulatory side, the payments space also presents

Payments

Market data

an opportunity as new entrants design a fresh
compliance response from the ground up that is
tailored to specific focus areas.

However, not just where banks create revenue but
how they conduct their operations is exposing the
industry to disruption. In many cases, disruptors have
leveraged digital technologies to circumvent the
challenges of legacy systems and operations. The
result is dramatically improved efficiency ratios that
even the best incumbents can’t match under their
current operating models (see Figure 2).

Braintree, Mozido, Square, Wave, Justworks,
Ayden, Stripe, Transferwise, Worldremit

Affirm, Bill Guard, Bills.com, Credit Karma, Fundera, Zuora, Nerd
Wallet, Lendio, Justworks, Lending Robot, Prosper, Wave,

Chain.com, Kensho, Money.net, Xignite

Lending and
deposits

Capital
raising

Wealth
management

Avant, Common Bond, Prosper, Lending Club, Atom Bank, Moven,
Number26, Bond Street, Lending Robot, Can Capital, Privio, Behalf,
OnDeck, Kabbage, Sofi, Simple, Lend Up, Asset Avenue, Lending
Home, Upstart, Fundbox, Fundera

Can Capital, Bond Street, OnDeck, Blue Vine, C2FO, Circleup

Acorns, Covestor, Betterment, FutureAdvisor, SIGFIG, Wealthfront,
Learnvest, Wise Banyan, Motif Investing, Personal Capital, Kapitall,
Robinhood

Figure 1: Some of the digitally enabled challengers entering the industry
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Examples of digital impact

Digital-native enterprises built on these
principles run at unprecedented levels of
efficiency and effectiveness. The best digital
retail lending institutions have efficiency ratios
ranging between 20% and 35%, compared to
the top banks’' 55%-60%. Emerging market
disruptors, like China's WEBank and marketplace
lender Lending Club, exhibit even more polarized
economics through models that are less capital
intensive, something an entity such as Facebook
can also demonstrate. Disruptors such as

these can reimagine operational processes and
eliminate many of the constraints of traditional
players' legacy operations. These disruptors

can also build a clean set of data structures
that can help reconcile data between chief
financial officers (CFOs) and chief risk officers,
for less cumbersome fulfillment of regulatory
duties. The latter point is particularly important
because many financial services executives
initially discounted the ability of new players to
scale in the face of regulatory and risk scrutiny
that large banks attract. This scrutiny forces
large financial institutions to devote significant
resources to reconciling and modeling data just
to comply with the rules. It is highly likely that
emerging competitors will reach the critical
mass that attracts regulators’ attention soon, but
competitors will address those challenges in a
leaner manner!

Disruptive business models have shown significantly better efficiency ratios

Bestin class efficiency ratios among comparable businesses

Example: business model
driving lower cost

branch infrastructure &

o
Depository partners 20-25% W| WebBank Teis i
forleading disruptors S A LendlngCth
Operated as an online
marketplace, LendingClub
N Bank of shows opex of ~21%
. 250
Pure online banks 30-35% % Internet USA compared to traditional
lender opex of 5-7%
T al Two large drivers of cost
op commerci .
WELLS saving come from lack of
sa (Sbank (8

reserve requirements

Average retail banking sector efficiencyratio was 68.66% in Q4, 2014

Figure 2: Digital business models are showing a significant shift in operating costs
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Leveraging the new cost-to-serve

The movement to digital banking, and in particular
the operational cost benefits it can provide, presents
a significant opportunity for industry incumbents.
JPMorgan estimates that the cost of serving a

fully digital account is 70% less than a traditional
account, while retention rates for mobile banking are
33% higher than non-mobile banking. In the cards
business, the improved metrics are also significant at
30% and 35%, respectively.? In the mortgages space,
estimates indicate that a digital approach across

the front and back offices could potentially reduce
mortgage origination costs by more than two thirds.
Even simpler transactions are estimated to have
significant cost advantages when delivered digitally.
One such estimate pegs the average cost of a mobile
transaction at 10 cents compared to 20 cents for
online banking and $1.25 for ATM transactions.?

A similar study reveals that mobile transactions
typically cost less than 2% of the per-transaction cost
associated with branch transactions.*

Threats

¢ Innovative business models
e Margin Compression

¢ Operational risk from
transformation

Opportunities 20%-50%

* New products

¢ Potential to reach new
customers

¢ Reduced cost-to-serve

Figure 3: Banks can increase net profit as a result of digital, but
business models will see significant changes

However, banks are still conflicted, in part because
consumer preferences are still varied when it comes
to channels.> Although most customers gravitate
toward digital channels such as web and mobile, a
significant number of customers still prefer branch-
based interactions. Part of the problem is that

for many customers, certain types of high-touch
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70
60
50
40

30

- 26% 28%
18%
"
o

18-24 25-34 35-44 45-54

= At a bank (face-to-face or using matchines) = Online (website or mobile app)

Figure 4: Most preferred method of banking by age group

Digitizing broken operations:
A classic conundrum

Most customers prefer to communicate with
their banks via the web than by other means, and
younger customers prefer mobile, a channel that
didn't exist 10 years ago. Yet despite the sleek
user interface they are likely to encounter, people
buying financial products or conducting more
significant bank transactions are often surprised
how uninformed their banks are about them.

The typical cause is the morass of legacy
systems across the middle and back offices that
are tasked with keeping records and managing
risk but were built over decades in silos. Recently,
these operations have grown more complicated
by adding new layers of regulatory reporting and
compliance. Collecting and combining purchase
patterns, risk profiles, interaction preferences,
and other data to enhance the customer
experience can quickly turn into a massive (and
expensive) change management exercise. The
process frequently gets stranded on database
conversion, privacy, and other technical or
process issues. Such challenges aren't solvable
by simply layering advanced digital tools on top
of an existing business process landscape.
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100%

80%

60%

50%

6%
40% g

11%
20%

0%

BFSI/CM - digital
technologies

Other sectors - digital
technologies

BFSI/CM - analytics

B 5 - Exceeding expected benefits
w4
3 - Seeing some benefits

2

=m 1-Notatall

= ldon't know

42%

BFSI/CM have the
highest percentage of
respondents saying
they are exceeding
the benefits of digital
technologies and
analytics. Overall,
however, other sectors
3% are realizing atleast
some benefit more often
than BFSI/CM.

16%

Other sectors - analytics

Figure 5: Is your organization realizing the expected business outcomes from digital technologies? BFSI/CM vs other sectors

transactions may be better suited to the branch.

For example, many banks estimate that more than
two thirds of customers visit one of their branches
on—at least—a quarterly basis. In some situations,
the branch may in fact be the optimal channel for the
customer to have their needs met and for the bank
to create a cross-selling opportunity. However, the
branch is no longer a viable delivery mechanism for
daily, transactional services that are better suited
for digital channels. The key is how a bank sets up its
branches of the future. Branches must be focused on
high-touch activities that not only provide consumers
with an excellent experience but also enable the
bank to benefit from spending time directly with
their customers. The critical point is that customers
don't want technology inserted into the customer
experience just because it is available; the
technology must provide a tangible benefit.

The ROI challenge

For banks, just investing in digital technologies is

not enough to realize the expected benefits to the
business. Genpact estimates that across all industries,
all current digital efforts worldwide cost about $593
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billion yearly, and as much as two thirds of that
spend delivers an insufficient ROL.® Although this
figure is an approximation, it should give banking
leaders pause—and the figure doesn't even include
the opportunity cost of business benefits that will
not accrue to enterprises because of those less-than-
effective efforts.

A recent Genpact poll of operations executives across
industries indicates that more than half of decision
makers see, at best, only “some benefits” from digital
technologies implemented until this point.” For the
banking, financial services, and capital markets
sectors, the response suggests that a subset of
executives, approximately the top quartile, is seeing
their digital initiatives outperform expectations,

but the bulk of respondents are seeing only some
benefit or aren't able to determine the benefit of

their investments. This indicates that some banks
have begun to crack the code on how to maximize the
return on their digital investments. However, for the
industry as a whole to improve digital ROI, banks must
be able to recognize where they are struggling the
most. When asked, here is what operations executives
say (Figure 6):
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Clearly, legacy system integration is a challenge
for digital technology and analytics initiatives,
which comes as no great surprise. However, change
management and budgeting are also causing
significant struggles for digital technologies while
limited access to talent is holding back analytics
initiatives. Another issue is that many banks are
not properly aligning technology and analytics
initiatives with their business outcomes in order

to maximize their return on investment. When
Genpact asked about alignment of technology and
analytics initiatives to business outcomes, only

30% of respondents indicated they were doing it

well or extremely well. In the absence of properly
aligning technology or analytics decisions to business
outcomes, banks greatly reduce their ability to fully
capture the benefits of their digital investments.

People/change management Budget/ROI Technology

Digital technology

Legacy systems
Change management

Insufficient budget
Poor communication between IT and
business

Internal users slow to adopt
technologies

Many technology ideas aren’t
practical for us

Not aware of the most relevant
technologies

Management divided on technology
use

Unable to measure ROI

External users slow to adopt
technologies

Analytics

Systems are not integrated

We lack business intelligence tools

Access to analytics talent

Our processes and systems do not capture
the required data

Analytics tools are not applied uniformly

Internal users slow to adopt analytics tools

Insufficient change management to drive
action from results
Can't get the business insights that inform
decisions

Insufficient budget

Genpact surveyed over 100 senior executives responsible for business operations. 71% of companies participating have annual revenues of over $1billion.

Figure 6: Where does your organization struggle most?

39%

Poorly Fairly Adequately Well Extremely well

Figure 7: How well does your company align technology and analytics to business outcomes to maximize ROI?
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Compliance and risk come into focus

To gain insights into the focus of bank C-level
executives (CXOs), Genpact polled 201
respondents who provide retail banking services
and 206 involved in commercial services.

The top challenges were generally consistent
across retail and commercial banks and across
functions, including operations, finance, and risk,
with compliance and risk management listed

as the top challenges. The results showed the
following:

* Ensuring compliance with regulations was
cited most often, pointed out by 72% of banking
executives as one of their top three challenges

* Managing risk ranked close behind, at 71%,
followed by increasing customer satisfaction at
58%

* Operations executives in retail and commercial
banks faced similar challenges as their

counterparts in other functions such as finance
and risk

The ability to deliver future impact in each
banking function depends in part on the existing
level of maturity but also on the preparedness to
further evolve each function. Banking operations
executives were asked for their opinions about
each function’'s maturity and preparedness to
mature further. In retail banking, for instance,
anti-money laundering and payment-processing
functions were seen as most mature, with 94%
and 90% of respondents, respectively, rating
these functions as mature or very mature. This
contrasts with retirement services, which only
61% of retail banking executives rated as mature
or very mature. Similarly, 98% of operational
executives said that anti-money laundering

is well positioned to continue maturing, and
86% saw the same potential in the payment-
processing function.®

Increase customer
satisfaction

Ensure compliance
to regulations

4, Increase growth and
/V‘/ scalability

Enable company's
innovation

Reduce capital and Manage
asset intensity risk

Reduce
costs

Enable agility and
adaptability

% of respondents from various functions stating challenge as among the "Top 3” for their company

40 50 60

0 10 20 30
T - —
i3 :

NN i

F

R
X

e — —&

- N
g.\ A
N\ / -‘A

n=201 executives from retail only as well as commercial/retail banks from a survey conducted by LinkedIn commissioned by Genpact

Figure 8: Compliance and risk are the most important challenges across retail banking functions,
client satisfaction ranks third
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n=48 retail banking operations executives from a survey conducted by
an independent research firm commissioned by Genpact

Figure 9: AML most mature and prepared to evolve, while retirement services is an
opportunity to mature for retail banking

The new regulatory regime

Compliance is creating new costs and changing the
business model for banks as they exit certain business
lines and double down on others all while trying to
navigate a new regulatory regime.

Reducing leverage and redirecting revenue streams
are critical tasks being undertaken across the
industry. As businesses such as proprietary trading
give way to other areas that require different
operational capabilities such as wealth management,
banks must also gear up their operations to face off
with smaller, more agile competitors. Incumbents
must learn to operate with reduced leverage as major
regulations take effect aimed at increasing capital

DESIGN = TRANSFORM = RUN LEAN DIGITAL"

requirements through more stringent asset to equity
and debt to equity ratios. In addition, new, stricter
requirements for anti-money laundering (AML)

and know-your-customer (KYC) checks have led to
significant fines and exploding compliance costs.
As the world's banks are still struggling to react to
these new rules, new entrants are entering with more
agile operations and a more proactive regulatory
stance in the most attractive businesses. Although
digital disruption is aiding these disruptors, their
lean footprints are enabling them to sidestep the
areas with the most stringent regulations. This is a
benefit that new entrants, including the technology
giants, will continue to leverage and even defend as
evidenced by heightened lobbying efforts, such as
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Financial Innovation Now, a lobbying group based
in Washington, DC, supported by Apple, Amazon,
Google, Intuit, and PayPal.

Although the banking industry is also no stranger

to political lobbying, one thing that is clear is the
traditional retail and commercial banks are spending
significantly more time focusing on compliance and
risk management; see Compliance and risk come
into focus on page 10. The focus on compliance is
critical; however, the result is that banks are leaving
the door open for disruptors that are focused almost
exclusively on the customer experience.

The effects of scale in a dynamic
regulatory environment

The impact of the new regulatory regime is being felt
differently depending on the scale of the players.

In the US market, for example, the designation of
systematically important financial institutions (SIFls)
has had a dramatic effect on the financial services
landscape. Some of the seemingly most entrenched
incumbents are making difficult decisions about

the viability of their business models under the new
regulatory regime, and, in some cases, are exiting

Less leverage Large fines
and restricted and
High trading cause compliance
drag on cost, but
t; topline benefit from
] scale more
g.. than others
';2' Some risky Some fines and
Q products Domestic significant
=] restricted SIFI investment,
g Medium non-bank SIFls
S exiting
o
=i
Sy
© Very simple portfolio
B’ less scrutinized, low
> structural leverage Digitally enabled to
g Low comply natively (e.g.
) data structures allow
n faster reporting) and

Digital

Low

Severity of cost impact

learn faster operations
designed to comply

Medium

Lack of scale
means
disproportionate
fixed cost burden

Product
portfolio
less
affected

Nz

High

® Size of bubble indicates total group assets: Global-$6.5

trilion | Domestic-$3.4 trillion | Mid-Tier-$3.8 trillion |
Digital-N/A (not typically holding assets)

Figure 10: Both business models and operating models are changing, lenders that can best adapt their core
businesses and operating models will prosper

DESIGN = TRANSFORM = RUN LEAN DIGITAL"

GENPACT | Whitepaper | 12



business lines entirely. Even those that have avoided
the extra regulatory burden that comes with being

a SIFl are still under intense pressure, as their own
asset bases aren't large enough to cope with the host
of other regulations that have been introduced over
the last several years. An analysis across the major
categories of scale shows that:

* Global SIFls are most affected by the loss of
higher risk/return businesses and their ability to
add leverage that has most noticeably caused a
decline in ROE. Many have focused on other fee-
based activities (such as wealth management)
as a result. On the cost side, these banks have
the greatest ability to scale in order to cope with
additional compliance costs, but their operations
are complex. In addition, the barriers to entry to
becoming a universal bank are now significantly
higher, and the existing universal banks control the
lion's share of assets.

* Domestic SIFls in the North American market
have also been restricted from certain risky
activities, causing a drag on the top line, but many
of these activities (such as proprietary trading)
were less important to the banks' business
models. Costs are significant, but most banks have
found the ability to scale, while non-banks are
now exiting in part due to the added cost burden.
In the North American market, about two dozen
domestic SIFls control approximately $4 trillion
in assets.

* Mid-tier banks, ranging from $300 million to
$100 billion in assets, are least affected on the
top line since much of their revenues were not
derived from now-restricted activities, but the
costs are a challenge. Many mid-tier banks (and

DESIGN = TRANSFORM = RUN LEAN DIGITAL"

some smaller domestic SIFls) are still attempting
to have certain rules changed in order to better
bear the cost burden.

« Digital disruptors, which broadly include the
payment services and P2P lenders, among others,
have been able to quickly move into select
areas of the market as incumbents have turned
their focus from the customer to the regulator.
The disruptors have also felt fewer burdens
of compliance as they design their operations
specifically based on the new rules or avoid the
most heavily regulated business lines entirely.

Digital disruptors are at an advantage as they are able
to capture new revenue opportunities by designing
their offerings for the new business environment

and don't have the same cost of compliance burden
that traditional competitors do as a result of their
legacy systems and operations. However, this is not
an excuse for banks to avoid taking a more proactive
stance on their regulatory initiatives. As the disruptors
grow, so will their regulatory burden, and incumbent
banks that have smartly upgraded their middle and
back offices to meet current and future regulatory
demands will have a significant advantage.

Although the digital and regulatory forces are having
different effects on the banking industry, they are
similar in that they put many incumbents at an initial
disadvantage while making the industry especially
susceptible to rapid disruption. As a result, the bank
of the future will be the one that most effectively
harnesses digital technologies to meet customer
demands in the front office, while ensuring their
middle and back offices are more effective and can
better manage costs, risks, and regulations while also
supporting growth.
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Part 2

The scope for advanced operations

Although the banking industry is at a crossroads

due to significant technological and regulatory
megatrends, there is clearly an opportunity to

adapt and thrive. Banks must look across the front,
middle, and back offices in order to create an optimal
operating model that relies on three key pillars:
technology, process, and organization. This may seem
obvious; however, we have observed that most efforts
are focused on the front office, don't solve end to end
from front to back, or narrow the scope of intervention
to either technology, process, or organization—but
don't effectively use those three levers jointly.

Over many years supporting banking transformations,
we have been studying this theme in detail. Banks are
clearly prioritizing process standardization followed
by consolidation through advanced operating
models that will enable easier implementation of
new processes and technologies to better connect
with customers, apply advanced analytics, and

gain the flexibility to scale operations based on
business demands. Regarding the challenges
involving technology, new regulatory requirements,
changing customer preferences (such as multi-
channel retail banking), and the lack of standardized
and consolidated operations are making the

implementation of new technologies too cumbersome.

As for talent, the nearly universal focus on big data
and analytics across all industries has left commercial
and retail lenders, especially those operating at the
regional level, unable to acquire and retain the

right staff.

Given the concerns over more stringent regulations,

macroeconomic factors (such as softening labor
markets and low interest rates), and the need for
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better technologies and talent, there can be little
doubt that more mature shared services and, in
some cases, offshoring are appealing as cost-cutting
initiatives. However, the industry needs a more
holistic solution beyond simple cost-cutting and
labor arbitrage. The pressure on firms to move to

a more variable cost model may be a catalyst for

a greater focus on moving some core functions to

a shared services environment going forward. For
example, when asked specifically which industry-
specific functions could benefit from new operating
models, banking respondents indicated areas such as
transaction processing as well as servicing of loan,
mortgage, and cards products were all in scope.’

The front office

Looking at the front office over the next few years,
the business lines most likely to be impacted in

the banking sector include payments, lending and
deposits, market data, capital markets, and wealth
management. These areas can accommodate
business models that are platform-based and data-
intensive and don't require huge amounts of capital.
Incumbents must choose how to measure their
response and may partner with, or even acquire,
disruptors when appropriate.

The global financial technology revolution is being
driven by end consumers, many of whom have grown
to expect the benefits of digital offerings that are
virtually universally accepted in other industries. In
addition, the burgeoning Internet of Things is further
pushing banks to consider how they can leverage data
to better serve their customers.’®
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Deutsche Bank to spend over $1 billion on digital projects in next 5 years and will be launching
three innovation labs, partnering with Microsoft in Berlin, HCL in London and IBM in Silicon
Valley) to create its own fintech.
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Wells Fargo is backing a series of
startups through its accelerator, one
example is a platform for financial

_institutions providing clients virtual
personal assistants
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Citi established a venture capital fund
and has been very \
active, investments include wealth
- management start-up Betterment and
the payment company Square — both
of which are entirely outside of Citi
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Goldman Sachs backing Square as well as a market

data analytics firm Kensho, as well as its own
blockchain, SETLcoin

Santander dedicated $100 million fund to invest in fintech startups and
partnered with mobile payment specialist Monitise to build and scale
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'\“'\u;,v\"‘

Lv\.\,\,..m

Figure 11: Ripped from the headlines: Banks are aggressively investing or co-creating with industry disruptors to move into the digital age

In many cases, banks realize they have no choice but
to innovate or partner in order to more effectively
profile their customers based on demographics,
spend, transactions, and social behavior, so they can
offer customized products relevant for a particular
segment, instead of applying a “one size fits all”
approach. Banks are also working to identify which
channels are appropriate to reach out to different
segments and provide a seamless and integrated
experience across channels. Experience shows that
a well-designed omni-channel system, integrated
across the front, middle, and back offices, can reduce
operating costs by 10%-15%, reduce contacts
requiring human intervention by 20%, improve first
contact resolution 15%-20%, and reduce average
representative interaction time 30%-40%. However,
in a siloed structure, none of this is possible, and

a more holistic approach is required to profile and
segment customers through data analytics. For
example, building a unified enterprise-wide analytics
center of excellence and heavy lifting “factory”
designed to leverage the three pillars of technology,
process, and organizational models can assist banks
in decision-making and provide better integrated
solutions to customers."
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Technology and the customer

In many ways, technology in the front office is
getting the most attention from both disruptors and
incumbents. This is for good reason, as it is now clear
that front-end technology is what wins the hearts
and minds of end customers. This is the area where
banks have thus far been most aggressively investing
in or co-creating with startups in order to deliver

the digitized customer experience that consumers
experience in other segments such as entertainment,
hospitality, and transportation.

One of the most critical areas of focus for bank
technology is mobility. There is a correlation between
mobile banking and customer retention. In addition,
with a clear cost advantage over traditional channels,
plus the growing demand from customers for mobile
services, the potential for an excellent return on
investment for banks investing in the technology
required to deliver mobile services is high. In fact,

a recent study by Forrester indicates that the ROI

on mobile banking could be greater than 15%.” This
estimate takes into account the reduced cost to serve
through the mobile channel, potential cross-selling
opportunities, and customer service.
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Figure 12: Customer satisfaction rates of mobile banking customers

The Genpact Research Institute’s studies of the
habits of retail banking customers around the world
support the idea that mobility as a channel, while
still not as commonly used as traditional channels,
does not negatively impact customer satisfaction.

A recent survey of 7,152 retail bank customers
across the United States, the United Kingdom (UK),
Australia and Europe indicated that about half of

the respondents had significant interactions with
their primary banking institution through the mobile
channel. In some regions, the percentage of mobile
users across the general population was significantly
higher, such as in the United States (60%), as
opposed to others like Germany (37%), indicating
that mobility as a channel is still far from ubiquitous,
and thus has room to grow. Of the respondents who
were users of the mobile channels, 71% indicated
that they were either very satisfied or satisfied with
their mobile banking interactions. This satisfaction
rate was in line with other channels, including branch,
telephone, and web.” Given the significant cost
advantages of mobile over traditional channels such
as the branch, it is clear that banks must continue
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digitizing their customer channels as part of an
overall omni-channel strategy. For many banks, this
will mean closing branches, an expensive endeavor
given the amount of investment they represent and
customers’ desire to have access to them, even if
only on a limited basis. For the branch networks that
remain, banks will also need to digitize them so that
even if customers arrive for transactional activities,
they are served via digital methods.

“We're piloting smart branches: building
new branches that are, in many cases, just
700 square feet, no counters, a couple

of automated cash machines, lending
machines. | fully expect over time that
we're going to continue to see, as an
industry, a reduction in terms of physical-
branch footprint.”

—Michael Corbat, CEQO, Citigroup
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The Digitized Bank

Retail banks are among the biggest potential
beneficiaries of digital transformation thanks
to the inherently digital nature of their services.
They now have the ability to orient client traffic
toward the most effective client channels
based on the client preference insight derived
from interactions with similar clients. By doing
so, retail banks can optimize the customer
experience and the cost of the transaction at
scale in a way that would have been impossible
for the traditional front end and even for digital

However, to deliver on rising customer expectations,
banks need more than just technology. For example,
retail banks offering an omni-channel experience must
have optimized processes in place to ensure that the
customer experience is uninterrupted. Banks must
also ensure that they choose the best organizational
models to deliver optimal service to their customers.
In some cases, that may mean joint ventures with
digital disruptors that own the front-end customer
relationship but require the banks' infrastructure.

In other cases, banks will need to realign their staff
so that those who are most likely to interact with
customers, such as branch personnel in the case of

a retail bank, focus on high-value, non-transactional
activities. For all other customer interactions, other
more efficient models that leverage a combination

of technology and shared services or third-party
outsourcing should be utilized. However, regardless of
how a particular bank is digitizing the front office, it

is impossible to deliver an effective digital service to
the customer without close coordination in the middle
and back offices.

The middle and back offices

While bank executives will continue to have their
hands full with digital disruptors vying to capture
the customer relationship, a different battle will
continue to escalate in the middle and back offices.
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user interfaces in the absence of deliberate
cross-channel orchestration. Commercial
lenders’ front-end sales forces can approve new
clients’ capital equipment leases in record time
by obtaining a small set of key data points from
the client during a person-to-person interaction
using agile workflows that globally connect
experts (the middle office) who can sanction
that approval swiftly.

This is particularly important when the sale aims
at dislodging an incumbent competitor at lease
renewal”

The battle will most likely be fought among licensed
banks, since they control the capital and banking
infrastructure that all front-end offerings, including
those from the digital disruptors, utilize. However,
as is happening in the front office, if banks don't act
quickly to holistically reimagine their middle and back
offices to support a superior customer journey, new
competitors will eventually find a way to enter the
market and overcome the infrastructure advantage
currently held by traditional banks. These digital
disruptor/bank hybrids, complete with a banking
license, could potentially not only offer a digitized
front office to consumers but also maintain the
banking infrastructure that digital disruptors rely on
today. If the incumbents themselves don't change
their operations to meet this threat, they will be
unable to complete in the marketplace.

“With financial leverage gone, the only
thing you've got is old-fashioned
operating leverage, automating things,
workflow efficiencies.”

—Mlartin Chavez, CIO, Goldman Sachs
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However, despite the clear need to do so, the path

to upgrading the middle and back offices to keep
pace with the advances in the front office is difficult.
Genpact estimates that the banking sector has been
no more effective than any other sector in achieving
an acceptable ROI when it comes to digital initiatives.
With banks spending between 15% and 25% of their
overall IT budgets on digital initiatives, possibly as
much as $120 billion in 2015, there is certainly no
shortage of capital to make this upgrade.” However,
results are mixed at best, with a strong possibility
that much of this investment may be wasted. The lack
of results is even more startling when compared to
estimates that put total fintech investments at 10% to
20% of the total digital spend by the industry during
the same time period.

Example: retail financial product

FRONT OFFICE
Now enabled with
digital front end

A uniform and practical approach

to digital enablement not only

can productively harness digital
technologies and analytics but also
help the industry construct advanced
organizational models and leverage
them to deliver a more rapidly
attainable, yet scalable and cost-
effective, business process platform

Figure 13: The root of many suboptimal digital efforts: lack of attention
to middle and back office, no end to end solution
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The primary reason for this waste is that many banks
don't take a truly end-to-end view from the front

to the back office. Disparate and fragmented data
sources and operating systems are causing digital
investments in the back end to deliver poor ROI,
which, in turn, makes banks less likely to invest in
future projects, creating a vicious circle. In order to
avoid this, banks must adopt a different mentality to
digital investment, one that is leaner and more in line
with that of a startup that is forced to invest efficiently
or perish.

By using a combination of Lean principles, advanced
digital technologies, and design thinking across the
middle and back offices, banks can more effectively
harness the power of the digital revolution and

capture the benefits of operating as a Lean digital
enterprise. This approach can help banks do what the
Lean startup movement has done for fast-growing
challengers: harness digital’s revolutionary power in
an agile way. It will also help prevent the digitization
of broken processes, can simplify interventions,
and can discourage the bias towards small, tactical
improvements that some Lean management
practitioners have. Perhaps most important, these
methods harness digital’s power to completely
reimagine the middle and back offices, thus
unlocking disproportionate client value. Ultimately,
the emergence of Lean digital practices can help
many generate material impact through the latest
technology, faster.”®

Figure 14: A Lean Digital enterprise: Reimagining the middle and back office through
Lean principles, advanced digital technology, and design thinking
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Where are banks focusing on
operational improvements?

Genpact commissioned an independent survey
to examine the potential of advanced operating
models—including radically improved uses of
technology—to address strategic enterprise
challenges across the banking and financial
services sector. As part of this research,
interviews were conducted with more than
200 senior executives.

Although digital technology will profoundly
change how businesses operate in the future, our
research indicates that key enterprise priorities
at every step in that evolution will continue to

be very much focused on today’s challenges—
e.g., managing risk, ensuring compliance,

and optimizing cost structure—while at the

Risk and
compliance
impact index*

Top 3 functional
areas by industry

Anti-money
laundering

Risk
management

72

Know your
customer
(KYC)

72

same time preparing for future uncertainty by
ensuring revenue growth, customer satisfaction,
innovation, and agility.

The research makes clear that indiscriminate
application of new technology is not the answer,
as many respondents did not rate technology but
instead cited advanced organizational structures
as the key material lever for improving critical
functional areas. The responses indicated the
enterprises’ ability to reimagine how processes