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AT A GLANCE

Only the top quartile of the largest North American banks outperformed the
S&P 500 Index in total shareholder return for the five-year period from 2014
through 2018.

AN UNEVEN PICTURE

Top-quartile institutions increased tangible book value while maintaining their
valuation multiples. Others also grew tangible book value, but their multiples
contracted—a sign that efficient growth, not growth at all costs, creates value.

STRATEGIC CHOICES

Banks need to look at each of their businesses through a series of lenses—includ-
ing financial performance, business linkages, and strategic outlook—to determine
the best value-creating path forward.

IMPROVING PERFORMANCE

Institutions that want to outperform may have to undertake a process of transfor-
mation, perhaps combined with M&A. Weaker performers need to transform their
portfolios and apply a tighter focus to financial management before turning their
attention to growth.

2 HOwW NORTH AMERICAN BANKS CAN REVIVE SHAREHOLDER VALUE



S CREATORS OF VALUE, North American banks more or less marched to the

market for the past five years. Only the top quartile of the largest North
American banks in our survey outperformed the S&P 500 Index on the basis of
total shareholder return (TSR) and then only narrowly—11% versus 8% a year—for
the five-year period from 2014 through 2018. The rest of the sample trailed the mar-
ket index by an average of 3 percentage points. Throughout the period, large banks
in particular were hampered by capital and regulatory constraints put in place
during the financial crisis and, more recently, by stock market headwinds. Going
forward, management teams at large banks in the US and Canada will find them-
selves freed of some of these shackles and needing to make difficult decisions about
strategy, business mix, and capital allocation.

Banks that want to break out have plenty of work to do. For the 24 institutions that
we analyzed—national, super regional, and regional banks that collectively repre-
sent approximately 80% of North American banking assets—the average return on
tangible common shareholders’ equity (ROTCE) has hovered near the cost of equity
since the financial crisis. At many banks, half or more of EBIT comes from business
units that earn below their fully allocated cost of equity—an unsustainable situa-
tion from a value creation point of view.

Bank management teams understand this; they need to take a closer look at busi-
ness units that fail to earn their cost of capital. But addressing these issues is not
easy. For most large banks, the linkages and synergies among business units are a
major strategic consideration, and they complicate making calculations strictly on
the basis of financial return. Banks that want to materially improve their value cre-
ation posture may need to think in terms of transforming their business mix (and in
some cases, changing how they conduct business), which takes time. Acquisitions
and divestitures could be part of the package.

In this report, we look at where large North American banks stand today from a
value creation perspective and suggest a framework for taking strategic and opera-
tional considerations into account as banks chart a way forward.

Value Creation: An Uneven Picture

Value creation as measured by TSR is the true bottom line for any business. From the
shareholder’s perspective, TSR is easily measured (by combining the share price gains
and dividend yield for a company’s stock over a given period of time) and benchmarked.
For operations managers, it’s helpful to disaggregate the primary drivers of TSR.
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Our analysis of the TSR performance of the 24 largest North American banks over
the past five years shows that top-quartile institutions created superior value by in-
creasing tangible book value at a slightly faster rate than the rest of the sample
while maintaining their valuation multiples. The remaining banks grew tangible
book value almost as quickly, but their multiples contracted—a sign that returns
were below the cost of equity or that other fundamentals were weakening, especial-
ly in the second half of 2018. Top-quartile banks were also able to return cash to in-
vestors at a faster rate in the form of dividends and buybacks, both important com-
ponents of TSR. (See Exhibit 1.)

Large universal banks that combine retail banking and broker-dealer operations
(such as Bank of America and JPMorgan Chase) also benefited from the reduction
and eventual elimination of the discount to their fundamentals that investors as-
signed coming out of the financial crisis. For a number of years, markets feared that
the potential for further scrutiny and regulatory pressure meant that for large
banks, the whole was worth less than the sum of the parts.

Using empirical analysis is not only possible but also advantageous when decon-
structing valuation multiples and understanding how a bank’s shares trade in pub-
lic markets and which financial KPIs investors take as signals of a healthy (or un-
healthy) business outlook. It’s also a fact that while growth is a major driver of
value, aggressive growth can be a high-risk, high-reward proposition, and “bad”

rowth is a common cause of long-term TSR underperformance. This is highlighted
by the fact that top-quartile banks and others saw similar increases in tangible

EXHIBIT 1 | The Top Banks Outperformed, Driven by Fundamentals
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book value over the past five years, but top-quartile banks increased their price to
tangible book value (P/TBV) multiples because they grew efficiently.

BCG’s Smart Multiple methodology shows that in banking, TSR performance can
be broken down into three components: the change in a bank’s P/TBV multiple,
changes in TBV itself, and how—and how much—capital is returned to sharehold-
ers. The factors that influence the multiple positively in the North American mar-
ket are the predicted ROTCE and dividend payout ratio; earnings volatility and
bank size have a negative impact. Predicted ROTCE has the biggest effect, driving
more than half the variation in the P/TBV multiple. Because of ROTCE’s substantial
impact on the multiple, management teams should acutely focus on returning capi-
tal to shareholders that cannot be effectively deployed in operations. If a bank does
not return this capital, tangible book value will grow, but the decline in ROTCE as a
result of inefficient capital deployment will have a negative impact on the bank’s
multiple and reduce TSR.

ROTCE is a useful lens that banks can use to assess overall performance and how indi-
vidual business units are doing. Many large banks have started to emphasize ROTCE
in their annual reports and investor presentations. Our analysis of the 100 largest glob-
al financial institutions shows that banks that earn above their cost of equity expand
their P/TBV multiple, while those that earn less than their cost of equity trade in the
“liquidation region.” The average ROTCE has hovered near the cost of equity since the
financial crisis—the result of lower returns on assets in a low-interest-rate environ-
ment and reduced leverage caused by higher capital requirements—and the average
remains well below its precrisis peak. (See Exhibit 2.) ROTCE has been climbing over

EXHIBIT 2 | ROTCE Has Declined over the Long Term, Remaining Near the Cost of Equity

Average ROTCE and COE (%)*
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the past few years as interest rates began to rise. Current capital requirements make it
unlikely that most banks can reach previous highs without a very sizable increase (on
the order of 50%) in the return on assets.

Within this macro environment, 40% to 70% of bank income comes from business
units that earn less than their fully allocated cost of capital, a situation that clearly
does not bode well for the future. (See Exhibit 3.) Worse, there is no quick or easy
fix. It is difficult for banks to enter and exit business lines quickly, to truly allocate
all costs and synergies to individual business units, or to shed all of the costs (tech
and overhead, for example) absorbed by individual business units. It’s also hard for
banks to effectively redeploy capital, or return it to shareholders, fast enough to
drive higher returns. Even if a bank determined that it should shrink its size by 20%,
achieving that kind of reduction quickly or returning the freed-up capital to share-
holders expeditiously would be almost impossible because of regulatory approvals.
If the bank redeploys the capital to other business units with higher ROTCE, the re-
turns of those units could diminish if the capital is not used effectively.

Strategic Choices for Capital Allocation

Some time ago, our colleagues observed that most companies must “grow uphill,”
because they face maturity and commoditization (both of which erode advantage)
or disruption and changing customer behaviors (both of which erase advantage).
These circumstances certainly apply to banking in North America. But making even
small changes in the trajectory of profitable growth can create substantial value.
Our research shows that over longer time frames, mature companies that increased
their top-line growth even modestly (by 2 percentage points or more) delivered

shareholder returns that were 40% higher than the market average.

EXHIBIT 3 | Many Business Units Earn Less Than Their Cost of Capital

Typical allocation of capital and returns for a North American bank’s business units
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Note: This is a typical allocation after all excess capital and losses, including those often booked to the corporate center, have been assigned to

specific units.
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Deciding where to try to grow requires strategically choosing how to deploy capital.
Many bank CEOs and CFOs are already asking themselves the following questions
about their business units:

e (Can we transform the current businesses (through digitization or greater scale,
for example) to generate better performance, or will performance improve only
under fundamentally different business conditions?

e How important are these businesses to our overall portfolio?
e What is the long-term strategic value of operating in these businesses?

Answering these questions is far from simple. Banking’s business model linkages force
management to take a comprehensive approach to thinking about capital allocation
and return optimization. The relationships between retail banking, for example, and
other business lines, such as investment and commercial banking, need to be consid-
ered, particularly with respect to operating leverage and the size of the bank, both cur-
rently and in the future. Retail banking generates funding for other lines of business.
Investment banking provides commercial banking with capabilities and expertise in eq-
uity and debt capital markets, while commercial banking serves as a valuable distribu-
tion channel and referral source for investment banking. All business lines gain operat-
ing leverage from the bank’s central services (including IT and compliance) and capa-
bilities (such as finance and legal). The interconnectedness in banking often makes it
difficult to measure accurately the returns across different business units and to man-
age the competing interests of internal stakeholders. Both challenges can undermine
management’s ability to achieve internal agreement about a particular strategic course
of action.

Making the decisions more complicated still is a crowded economic and business land-
scape. The combination of low rates and relatively low risk during the most recent
economic cycle has both attracted new competitors and prompted many banks to pur-
sue growth aggressively—even if it is to their detriment. Large banks especially must
consider a host of operational and financial factors (such as their current market posi-
tions, assets, and ability to transition quickly to a new business model or models) and
the regulatory environment (including required capital levels, flexibility for returning
capital to shareholders, and M&A potential) when setting their long-term courses.

Banks also need to look at each of their businesses through a series of lenses to de-
termine the best path forward for creating value.

Financial Performance. Relevant questions for each business include the following:

e Is the business strategically sound? That is, does it have an attractive market, a
stable-to-improving outlook, and a source of competitive advantage?

e What are the right financial targets and KPIs for the business?

e How should ROTCE performance be assessed, and can it be measured at the
same granular level as financial analysis and planning?
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What are the must-do
big bets that will drive
value in the next
decade?

e What would a 20% increase or decrease in tangible equity look like? Where are
the potential investments? What would be the impact from shrinking?

Business Linkages. To assess the role of each business and its impact on the
broader portfolio, consider such questions as these:

e What is the purpose of the business in the portfolio, and what are the implica-
tions of pursuing growth versus efficiency?

e What are the true impacts of risk-weighted returns for all parts of the business?

e How could potential market shifts affect overall operating leverage, and how
quickly could change happen?

e How could such changes affect client relationships, and which relationships are
critical for the franchise?

Strategic Outlook. To evaluate the role of each business over the medium to longer
term, ask these questions:

e How important is the business to the bank’s operations, and what is the size of
its profit pool?

e What potential disruptions and competitive threats are on the horizon?

e How could acquisitions, additional commitments, restructurings, or divestures
affect assets?

e What are the must-do big bets that will drive value in the next decade?

Improving Performance

For banks that want to outperform in their chosen lines of business, positioning
themselves to grow uphill may require a process of transformation, perhaps com-
bined with M&A. Weaker TSR performers need to transform their portfolios and
improve ROTCE through a tighter focus on financial management before turning
their attention to growth.

Business transformation used to be synonymous with cutting costs or building
margins. Today, however, most business leaders recognize that transformation
represents something much more fundamental. Leaders need to address the
following;:

e How should they position their organizations to win over the medium term
(typically a three- to five-year horizon) in an environment where growth is
difficult, competition is intense, and technology is changing the world around
them? For most, this means identifying their value propositions and opportuni-
ties for growth, developing new operating models, engaging in business model
innovation, and building new capabilities.
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e How can they fund this journey by reshaping business portfolios and improving
productivity? It’s important for a bank to notch some quick wins that demonstrate
progress and build momentum while bigger initiatives for the medium term are in
early stages. Opportunities include identifying new revenue streams, reducing
costs, and simplifying the organization.

e How should they sustain improved performance over time? Banks need to build up
the desired leadership, culture, and organization for the businesses that they want
to create and that can drive growth. This will require acquiring new skills and
capabilities. Digital technologies will be important, as will a more agile approach—
one that is based on testing and learning as well as failing fast and cheap in
various functions, including IT, product development, marketing, and distribution.

Most regional banks have already taken cost control and reduction about as far as
they can. We are now seeing some regionals shift their focus to driving more top-
line growth. Reaching the next level of operating model efficiency requires digital
and technology transformations. Because of the need for significant investments,
scale provides advantages—particularly in such areas as marketing, data, digital,
and technology—that can lead to superior performance in the market. Large banks
are demonstrating stronger organic growth, and they are boosting spending in key
categories at an accelerating pace.

As we discuss in the next section, recent bank combinations have called into ques-
tion the minimum scale required to compete effectively, and M&A is returning to
the top of the strategic agenda. But deals depend on circumstance, such as the right
target being available. Absent a transformational M&A transaction, banks must
work to beat the scale curve by knowing their customers better than the competi-
tion and tightening their focus on profitable segments, regions, and niches. Banks
must also use all the transformation levers available, including using data to make
step changes in core capabilities (such as collections and credit), employing artifi-
cial intelligence and machine learning to automate processes, digitizing and simpli-
fying the operating model, and partnering with digital leaders to offer new prod-
ucts and services.

The Return of M&A?

In the last decades of the 20th century and the first decade of the 21st, M&A played
a big role in the creation of today’s major North American banks, both national and
regional, as management teams sought operating economies of scale, local syner-
gies, and a full portfolio of products, services, and capabilities. The global financial
crisis and a tighter regulatory environment put M&A on the shelf for a number of
years, but activity is beginning to pick up again, driven by many of the same goals
as well as new trends. (See Exhibit 4.) The new trends include the following;:

e The need for greater digital and technology investment in such areas as fintech
products, services, and capabilities.

e The need for access to more (and more types of) data, since it is the fuel for
advanced analytics and artificial intelligence capabilities.
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EXHIBIT 4 | M&A Activity Is Ticking Up Among Large Banks After the Postcrisis Drop
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Source: BCG analysis.

Note: Acquisition rate is defined as the number of acquired banks in a given size category divided by the total number of banks in that category,
based on a three-year rolling average. Acquiring banks valued at less than $1 billion were not included. SiFi = systemically important financial
institution.

1Regulators raise the SiFi threshold to $250 billion.

e Regulatory easing, especially for midsize banks (those with assets from $50 bil-
lion to $250 billion). Regulatory moderation includes the increase in the thresh-
old for systemically important financial institutions to $250 billion, a relaxation
of stress testing, and the exemption from the Volcker Rule of banks with less
than $10 billion in assets.

e The reduction in the US corporate tax rate from 35% to 21%, which makes
divestitures of fully depreciated assets considerably more attractive. At 35%, a
deal needed substantial synergies to overcome the tax bill; under the new rate,
after-tax proceeds from asset sales will increase by up to 22%, depending on an
asset’s tax basis.

e Rising regulatory thresholds with respect to size that remove some artificial
barriers to M&A growth, such as the increased costs associated with more
extensive regulatory requirements. (See Exhibit 5.)

After years on the sidelines, banks (especially would-be acquirers) may need to
sharpen their M&A skills. Research repeatedly shows that half or more of all deals
fail to create value. Our experience tells us that the most common traps can readily
be avoided. Acquirers need to carefully identify and assess the right target, account-
ing for the strategic fit (including the strategic rationale and competitive dynamics
and the value of the acquisition based on gaining competitive advantage), the fi-
nancial synergy case (through an unbiased, neutral lens), and the cultural fit (as a
precursor to post-merger integration planning).
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EXHIBIT 5 | Returns Highlight Regulatory Impacts on Banks of Different Sizes

Bank returns Previous SiFi threshold New SiFi threshold
(ROTCE, %)* ($50 billion) ($250 billion)
20
18
16
14
12
10 : -
Scale: At a higher SiFi threshold,
8 Historical: L Going forward: With the SiFi scale benefits can be worth pursuing,
lts orlcat.h Lower threshold increasing, scale benefits but additional regulation and
6 rSE?FWt?]S th Ldower can be realized, making M&A growth complexity can hinder returns for the
1F1 thresho more attractive largest banks
4 Size of bank
21-40 41-70 71-200 201-800 >800 balance sheet
($billions)

Top-quartile returns

Median returns

Bottom-quartile returns

Sources: S&P Capital 1Q; BCG analysis.
Note: SiFi = systemically important financial institution.

1Three-year rolling average return on tangible equity for banks whose balance sheet size meets the criteria (using a three-year average), n = 65.

When acquirers decide to move forward, they need to prepare for critical integra-
tion aspects starting immediately. Our experience shows that successful acquirers
that pursue systematic post-merger integration do more than augment total share-
holder value. Markets “buy” their synergy story early in the deal and factor it into
the share price. And markets reward these companies later, when they have proven
that they can deliver on their promises, by showing confidence in their future cor-
porate deals.

MAJORITY OF LARGE North American banks went through a so-so five-year peri-

od from a TSR perspective. A few rose above the challenges, outperforming
their peers and the broader market. The hurdles for all players will be higher going
forward. Banks need to determine where their opportunities for profitable growth
can be found and how to adjust their portfolios and their expense bases accordingly.
Since this could take time, and the journey is likely to be complicated, keeping inves-
tors apprised of plans and progress against key milestones will be important consid-
erations.

We have observed before that sector fundamentals are not an excuse for lagging
value creation. TSR is relative as well as absolute; every company has the opportu-
nity to surpass its peers. The performance of large North American banks as a
group may or may not improve, but it is still possible for individual institutions to
deliver superior shareholder returns.
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