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CHAPTER 1

The Changing
State of Banking

n the past several years since the first edition of this book was published, the

financial services industry lias undergone more change than in the previous dec-
ades since World War IL. The environment in which commercial bankers operate has
never been more competitive.

Until the 1960s, commercial banks operated in a highly regulated environment,
featuring low interest rates, regulaied rates for deposits, and a relatively prediclable
yield curve. Substantial interest spreads were common, which meant that profits were
virtually guaranteed. There was little need for cost control, and little incentive for
improving productivity.

Performance measurement was seldom nieeded because product offerings were
limited and prices were set either by government or by competition. External financial
statements and regulatory reports sufficed for banks to manage their business profit-
ably.

Deregulation in the banking industry, which began in the 1960s and has contin-
ued apace for nearly 30 years, did more than merely reduce spreads. Its greatest effect
was to increase competition. Commercial banks both broadened their product offer-
ings and their geographic reach. And, a host of traditionally nonfinancial companies
entered the financial services industry.

It became increasingly important for financial institutions to measure their profit-
ability in as many ways as possible: by product, customer relationship, brancl, etc.

Further complicating matters in the early years of deregulation, both deposit
maturities and interest rates began to vary. Whenratesbeganrisingin the late 1960s,
many banks were caught with porifolios of earning assets that did not begin to match
the maturity and interest-rate struciure of the liabilities funding them.
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4 Introduction to Performance Measurement

By the 1980s, consumers could obtain {inancial services products from a host of
sources: from a universal credit card through a retail company (the Sears Discover
card) to ahome mortgage through a car company (GM Credit). Moving into the 1990s,
interstate banking proliferated, and Americans held more money than ever before in
money market mutual funds offered by mutual fund companies and brokerage
houses.

In today’s environment of “hypercompetition,” it no longer is enough to measure
performance “by the numbers.” The compelitive landscape is changing too quickly;
today’s profitable product can turn into tomorrow’s obsolete product almost over-
night. With the proliferation of compelitors, both traditional and nontraditional
financial service companies, banks must focus ever more on the satisfaction custom-
ers derive from each banking transaction.

Increasingly customers are determining their banking relationship not merely by
the price of product, but by the speed with which loan applications are processed and
how quickly deposits are processed from a lockbox. Banks, like many other businesses
and industries, are “reengineering” processes 1o provide more effective, efficient
service for customers. They are reducing their cost structure while maintaininga level
of customer service that garners high customer satisfaction.

Reduced time + increased service + lower cost clearly
= enhanced profitability.

It is obvious that yesterday’s profitability measurement has become today’s
performance measurement. Yesterday’s focus on reducing unit cost (often through
simply reducing head count and all of the [ixed cosis that it implies) has become
today’s focus on removing “non-value-added” steps {from processes, often through
process reengineering and subsequent automation.

The amount of information needed to measure performance is greater than the
amount needed simply to measure profitability. But today’s information systems are
up to the task—both in terms of the central processes capacity of today’s hardware,
and the tools and techniques used by the best of today’s systems development experts.

While the nomenclature may be different today than a decade ago—while the
customer may drive the process instead of the bottom line—the management process
for performance measurement is the same as that for profitabilily measurement:

o Lstablish organizational objectives.
o Prompt decisions and actions designed (o achieve those objectives.

o Monitor, through performance measurement sysicms, the success of those
decisions and actions in achieving the objectives.
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CHAPTER 2

How to Use This Guide

he Emst & Young Guide to Performance Measurenent lias been developed to assist

financial institutions with the design, implementation, and management of
performance information. It is intended to explain the latest strategies and practices
in performance measurement, drawing the experiences of many of the top commer-
cial, retail, and wholesale banks, investment companies, and mutual fund businesses.
As no single formula exists for measuring performance, this book provides a set of
guidelines that can be tailored to any organization.

This guide is organized according to ihe way the process of creating performance
measures evolves within many institutions, as shown in Figure 2-1. First comes the
strategic development phase, which focuses on developing an information manage-
ment system {hat can evaloate the institution’s current and future viability. This
strategy cvolves into a conceptual design plhase centered on addressing the overall
(esign and reporting of the information. Next comes implementation of the concep-
tual design. Finally, the institution must decide how to use the information being
produced.

Figure 2-1—Stages of Performance Measurement

Strategic Conceptual
Development Design

Using the

Implementation Information
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6 Introduction to Performance Measurement

This guide covers these phases in five sections, each made up of several chapters.
Fach chapter covers specific subject matter in depth, discussing issues and potential
solutions. The sections are:

1.

Introduction to Performance Measurement—Defining an institution’s
true information needs can be as significant an exercise as the implementa-
tion itself. The first section of this guide provides the framework for success-
ful performance measurement system designs.

Income Statement Components of Perfornance Measurement—Bot-
tom-line profits represent the single most important element in most meas-
urement systems. Included in this section are the many issues related to the
design theory, design implementation, and reporting of income-statement
items.

Balance Sheet Components of Performance Measurement—No perform-
ance measurement system is complete without addressing the balance sheet,
which ultimately drives the income statement. This section addresses the
issues inlierent in the design and reporting of the balance sheet.

Implementation Issues Related to Performance Measurement—A de-
tailed conceptual design is vital to the timely and accurate implementation
of a performance measurement system. This section discusses the elements
of conceptual design and presents alternatives for implementation. Included
are two chapters reviewing emerging technology issues related to measure-
ment systems.

Using Performance Measurement Information—The final test of an effec-
tive system is knowing how to use the information. This section suggests
many applications for using this information in day-to-day management
decisions.

As competition lieats up and financial institutions offer more similar products
and services, managing the bottom lince through performance measurement systems
will become increasingly important. To remain competitive, financial services insti-
tutions need to look beyond the traditional method of measuring performance—
tracking revenue against expense—and develop new measurements. These will in-
clude product development, service enliancement, responsiveness to customer needs,
and customer satisfaction. This guide will help you think beyond the traditional
methods, develop new approaches for measurement, and begin implementing them.
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CHAPTER 3

Strategic
Performance Measures

OVERVIEW

hile institutions deploy significant resources in the design and development of

comprehensive systems to measure and report financial performance, few
devote similar resources in deciding whether those systems encompass the right
measures. Too often, they use the typical financial-driven measures that have long
served as the foundation for performance measurement systems for many years.

With increased pressures on the industry, financial institutions are beginning to
question whether these financial measures are indeed the best indicators of health,
stability, and even viability. Today’s financial executives are faced with ever-increas-
ing challenges to their institutions, from more demanding customers at the smallest
branches to intense global competition. They need an appropriate set of tools to
manage those challenges. More and more, executives are adding to their repertoire of
profitability measures a group of nonfinancial measures.

“During the 1980s, many executives saw their companies’ strong financial
records deteriorate because of unnoticed declines in quality or customer satisfaction
or because global competitors ate into their market share,” wrote the Harvard Busi-
ness School professor Robert Eccles in “The Performance Measurement Manifesto,”
published in the January-February 1991 Harvard Business Review. These declines go
unnoticed simply because they are not routinely measured and managed. Under-
standing your customer’s satisfaction level and your share of the market will ulti-
mately lead to results on your income statement.

Knowing these nonfinancial measures therefore has a significant strategic value
in managing the institution. As Eccles writes, “Tracking these measures is one thing.

7
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8  Introduction to Performance Measurement

But giving them equal (or even greater) status in determining strategy, promotions,
bonuses and other rewards is another.”

Profitability measures assess only the relationships among different components
of an institution’s profitability statements, and provide a common basis for evaluat-
ing financial performance across the business. They emphasize the profitability of an
activity as measured by the performance of the organizations, its products, and its
customers.

Performance measures, on the other hand, are a quantitative assessment of
progress toward achieving a particular goal or objective, be it financial or qualitative.
Within the performance measurement System are many profitability measures, such
as return on cquity (ROE) and return on assets (ROA). Also included are a number of
nonfinancial performance measures, such as customer satisfaction as measured by
the quality of service levels, cycle time (c.g., loan processing time), and product
variation or differentiation.

Linking these performance measures to strategy is a process known as “strategic
performance measurement.” A simple example is an institution that places heavy
emphasis on selling relationships and measures the number of new customers who
purchase multiple products as a percentage of total new customers.

“A new vision is emerging which better aligns measurements with objectives,
and which looks beyond historical indicators. The vision is primarily concerned with
strategic linkages, but its premises can be generalized throughout the organization
and used to reshape tactical measures as well,” wrote Ernst & Young partner John
Karrin “Performance Measurcment in Banking, Beyond ROE,” published in Bank Cost
and Management Accounting (v.6,1.1, Spring 1993).

It isimportant to remember that success in reaching the goals and gauged objec-
tives measured by nonfinancial measurements will almost surely translate to bottom-
line results. And if the goals and objectives are closely linked to an institution’s
long-term vision, those results should endure.

“Building a strategic measurement system involves more than merely collecting
non-financial data,” wrote Mike Vitale, Mark Hauser, and Sarah Mavinac of the Ernst
& Young Center for Information Technology and Strategy in their 1993 working
paper “Measuring Strategic Performance.” Thought must go into the type of data to
be collected, the source of the data, its uses, and ultimately the value of knowing it.

Four guiding principles need to be considered when developing appropriate
measures. These four M’s (M# Principles) ask whether each measure is:

Meaningful Will knowing the measure provide insight into the current
health, stability, and viability of the institution? Measures
provided to management must aid in decision making.

Mecasurable The measure must be quantifiable. Measures must be
developed that are indeed measurable.
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Manageable

Material

Strategic Performance Measures 9

Does it take significant manual effort or programming to
measure the results? This can outweigh any benefit of
knowing the measure. Also, can you reasonably manage the
data required to calculate the measure?

Is the measure material to the overall organization? Will a
significant improvement in the measure provide material
results?

Strategic performance measurement is often described as the intersection be-
tween three dimensions as shown in Figure 3-1. Thus, it provides executives with
multiple views of their institutions.

Internal

Market/
Industry

Customer

The Internal view provides measures about the institution
based on internal operations and financial results.

The Market/Industry view provides measures relative to
such external indicators as industry trends and norms and
the market.

The Customer view provides measures that continually view
the organization thirough the cyes of the customer.

Balanced Strategic Performance Measures

Strategic performance measurement provides the vital link between the institution’s
strategy and the evaluation process, and seeks to determine whether the business
activities are executing the strategy. Developing the strategic performance measure-

Figure 3-1—Views of Balanced Performance Measures

Internal | Cust
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10 Introduction to Performance Measurement

ment system not only means crealing the right measures, but also striking the right
balance of internal, customer, and market/industry measures. Understanding the
relationships between the measures and the interdependencies is also vital in helping
to map the defined measures against the three dimensions.

Most institutions find a map of their current measurement set to be heavily
weighted to the internal measures of profitability. A strategic performance measure-
ment set that truly does its job in today’s environment gives a more even weight to
the three dimensions.

Developing a More Balanced Strategic
Performance Measurement Set

Establishing a balanced strategic measurement set is a process, not an event. It takes
disciplined and dedicated effort by an institution’s top executives. But while there is
no one simple methodology, there are several important steps that should be ad-
dressed in developing the measures.

First, the institution’s strategic objectives must be well defined. For strategic
objective, critical success factors need to be identified.

Second, the institution must define the necessary views of its business (i.e.,
internal, customer, and market/industry). Other views might be focused on regula-
tory requirements or on a particular business process such as product delivery.
Institutions should keep in mind that {oo many views will dilute the importance of
any one view, and too few views will provide little direction in terms of balance.

Third, once the critical success factors (CSFs) have been defined, measures can be
developed that provide quantitative results for each CSF. For instance, with a CSF
focused on customer satisfaction levels, an institution might develop a measure of
ATM up time or loan approval turn-around time, both of which peint toward more
overall customer satisfaction. Figure 3-2 provides a framework for determining criti-
cal success factors and associated measures.

Fourth, once the CSFs and associated measures are defined and adopted, they
should be mapped against the institution’s views of internal, customer, or market/in-
dustry, as discussed above. This mapping provides immediate focus on whether the
measures give a balanced look at the institution.

Fifth, the measures need to be refined to create a more balanced approach. It is
helpful to evaluate each measure as to whether another measure is needed to keep it
balanced. For instance, knowing that your institution increased market share by 10
percent is important internal information. But knowing that the market grew at 8
percent adds context 1o that information.

The sixth step is to look at all existing measures in place today and map them on
top 