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Note to the Reader

This is The Boston Consulting
Group’s third report on corporate
banking. Recognizing that the
deepening crisis has changed the
rules of the game, the report focuses
squarely on the strategies that will
be instrumental to corporate banks
as they confront the challenges of
operating in a radically altered
landscape.

Our definition of corporate banking
covers all client segments, from
microbusinesses to multinational
companies, as well as all products
and services that a corporate client
buys from a financial institution,
including loans and deposits,
value-added financing, transaction
services (such as payments and cash
management), advisory services, and
investment-banking and risk-man-
agement products. As a result, the
report’s findings are relevant to all
financial institutions engaged in
these businesses—from small
players to global institutions.

The report draws on the BCG Global
Corporate-Banking Benchmarking
Database, which covers more than
100 financial institutions comprising
more than 200 corporate-banking
business units. These units serve
discrete client segments such as
midsize corporations. As in previous
corporate-banking reports, we
examine P&L and profitability
performance, the drivers of revenue
growth, sales force effectiveness, and
cost performance. For the first time,

we have added economic capital to
the more traditional measures used
to compare overall performance.

For a more detailed look at perfor-
mance, we divided the corporate
banking business into segments on
the basis of the size of their corpo-
rate clients. The micro segment
covers clients with less than $2 mil-
lion in annual sales revenue; the
small-cap segment covers clients
with $2 million to $25 million in
sales revenue; the mid-cap segment
covers clients with more than

$25 million in sales revenue to

$250 million in sales revenue; and
the large-cap segment covers clients
with more than $250 million in sales
revenue.

The BCG Global Corporate-Banking
Benchmarking Database covers
banks from around the world. While
our analysis of the database high-
lights trends that are shaping the
global corporate-banking landscape,
this report focuses mainly on the
drivers of performance used by
banks in the most sophisticated
markets. These drivers have become
even more critical for banks operat-
ing in an extremely difficult envi-
ronment.
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Executive Summary

he financial crisis has led to a striking re-

versal of fortune for corporate banks.

The years leading up to the credit crunch

were good ones for the sector, as strong

economies created opportunities for
growth while loan losses plummeted. Then the credit
crunch began.

< By the middle of 2007, many corporate banks had be-
come accustomed to a favorable environment charac-
terized by steady, if unspectacular, revenue growth in
their core businesses, high growth in sectors such as
investment banking and leveraged finance, very low
loan losses, and low funding costs. The conditions had
prevailed long enough to seem like the natural state of
equilibrium.

< While the positive environment allowed some players
to make strong profits, for others it masked more fun-
damental challenges. Even during the “good years”
from 2005 through 2007, for example, only about half
of the participants in the BCG Global Corporate-Bank-
ing Benchmarking Database had positive and growing
economic profit.

The credit crunch has had a severe impact in many
markets, and the contagion effect has been rampant
and devastating. The turmoil has spread across geo-
graphic markets, products, the value chain, and client
segments.

¢ The crisis has moved well beyond its origins in the
United States. The instability of wholesale funding, to-
gether with mounting writedowns, has rapidly affected
corporate banks in Europe as well as in other mature
markets and has now spread throughout the world.

¢ Since the crisis began, revenues from growth engines,
such as structured finance or leveraged buyouts, have
declined by more than 70 percent from peak levels. At
the same time, core products were affected as funding
costs rose sharply and the crisis slowed broader eco-
nomic growth. Many banks have suffered rising loan
losses and writedowns and face increasingly tight cap-
ital constraints.

¢ The instability raced along the corporate banking val-
ue chain as well. It quickly moved beyond the corpo-
rate treasury as risk teams tightened underwriting
standards and sales forces were directed to stop selling
loans in high-risk categories.

¢ As the credit crunch worsened, once-attractive clients
suddenly became unprofitable. Corporate banks that
could not pass higher funding costs on to their clients
faced two unpalatable choices: cull unprofitable prod-
ucts and clients or absorb unacceptable amounts of
margin compression and risk.

As a result of the turmoil, corporate banks will have
to adapt to what some are calling the “new normal”—
a world of slower economic growth, higher loan loss-
es, scarce liquidity, and more realistic pricing of risk.

¢ As economic growth slows and business credit tight-
ens, corporate banking clients will inevitably scale
back their investments, thus curtailing their longer-
term borrowing needs. And as business volumes at
these companies decline, so too will their need for pay-
ment and trade products. In this tougher economic
environment, corporate loan losses have already be-
gun to rise; the severity of those losses will depend on
the depth and length of the economic downturn.

THE BOSTON CONSULTING GROUP



¢ It is hard to predict how successful the wide-ranging
government rescue efforts will be or when the crisis will
end. Nonetheless, it is clear that the favorable condi-
tions that prevailed in the years leading up to the crisis
are unlikely to recur. There will be a new status quo.

¢ Corporate banks need to adapt to the new business
environment. In the future, compared with the period
from 2005 through 2007, capital will be scarcer, loan
losses will be higher, funding costs will be more closely
matched to risk and liquidity, and revenue growth will
be more difficult to achieve in the face of heightened
competition.

Many corporate banks have already made defensive
moves in response to the crisis. For the most part,
however, these have been fairly typical responses to
market turbulence, rather than strategic, forward-
looking adjustments made in preparation for the new
normal.

¢ Some banks have responded by limiting discretionary
spending, enforcing hiring freezes, or implementing
across-the-board cuts to reduce overall costs by about
5 to 10 percent.

¢ Many banks have tightened underwriting standards.
Banks have also restricted lending to clients such as
real estate developers or have stopped lending to new
customers altogether.

¢ The crisis has prompted some banks to embark on cli-
ent turnaround plans, which typically reprice loans or
reduce the number of loan-only customers.

¢ In more severe cases, banks have exited entire busi-
nesses such as structured finance, asset finance, or real
estate financing.

To achieve strong performance in a radically altered
landscape, corporate banks must focus on six funda-
mental drivers. Mastering these drivers will require
long-term investments in people, capabilities, and
systems. Within each driver, however, banks can also
pursue initiatives that will have an immediate impact
on profitability.

¢ Value-Driven Revenue Strategies. Corporate banks should
examine both the quality and the size of their revenue

streams, giving priority to products with high margins,
favorable riskreturn tradeoffs, and low capital require-
ments. The credit crunch will create opportunities, as
well as risks; for example, clients that lose access to
funding sources such as commercial paper will become
more dependent on banks.

o Distribution Models and Sales Force Productivity. As our
database illustrates, banks can achieve strong perfor-
mance by bringing their profitable products and sales
force economics into alignment with the needs of high-
potential customers. They can instill rigor and disci-
pline in their sales processes and use sophisticated
approaches to recognize the profit potential of indi-
vidual customers. This would allow them to identify
and prioritize profitable niches—even in mature, com-
petitive markets.

¢ Pricing Capabilities. Strong capabilities in risk-adjusted
pricing can have a significant impact on performance.
These range from simple disciplines on discounting to
sophisticated pricing strategies based on comprehen-
sive data and deep customer insight.

¢ Risk Management. End-to-end risk management is a
critical—albeit often overlooked—capability. The cri-
sis has underscored the need for banks to enhance
their credit-decision capabilities through a combina-
tion of better business judgment and richer data. And
with many economies suffering from a downturn,
banks must also improve and revitalize their monitor-
ing and collections-management practices.

¢ Cost Reduction. Leading banks not only pursue
sustained cost-reduction programs but also use them
to deliver revenue-enhancing improvements. An effec-
tive credit process, for example, can free up sales
resources, reduce customer attrition, and increase rev-
enues.

¢ Capital Management. This is a long-standing but some-
times neglected core competency. Successful banks are
leveraging their Basel II investments and embedding
risk and capital imperatives in a range of activities
such as planning, performance management, and
frontline pricing. In light of the credit crunch, they are
also working to transform the risk culture and the tra-
ditional relationship between the sales force and the
risk organization.
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To emerge from the crisis in a strong position, corpo-
rate banks will need to complement short-term initia-
tives with a strategy that leverages these fundamen-
tal drivers. The cost of overlooking the fundamentals
of corporate banking is certain to rise.

¢ Middle-of-the-pack banks that fail to embrace the core
drivers will eventually exhaust their quick wins. They
will see their loan losses mount, their costs creep up,
and their growth weaken in the face of capital con-
straints and more cautious risk departments.

¢ Top performers, meanwhile, will continue to be profit-
able. Their efforts to manage their client base and
product mix will pay off, as will their investments in
capital management, pricing, and back-office cost re-
duction. They will be able to overcome loan losses and
lackluster revenue growth, in some cases taking advan-
tage of the market upheaval and their clients’ in-
creased dependence on bank financing to grow their
volumes and profitability.

© We are already seeing well-capitalized, high-capability
banks reinforcing their dominance, and we expect to
see the competitive landscape grow even more imbal-
anced. The superior capabilities in capital manage-
ment and pricing that top performers possess—cou-
pled with strong balance sheets—will enable them to
poach profitable clients from their competitors. As a
result, these players will be able to lure away highly
successful sales teams, while struggling banks will
need to contend with demoralized sales forces and
slowly eroding client bases.
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