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Restructuring business operating models

The way to drive business value in insurance

uropean insurance firms continue
E to face ever-greater competition

from their offshore competitors
— at a time when local regulatory
standards are multiplying, and the
European tax regime is relatively
onerous. With a plentiful supply of
capital and low or zero tax rates,
insurers based in countries such as
Bermuda appeared to have a clear
cost advantage over their European
counterparts. Together with higher
European regulatory capital
requirements, this is driving a
significant differential in the overall
return on capital.

This external competition is
compounded by the fact that many
insurers have legal, operational and
capital structures that have evolved
over many years, leading to
inefficiencies and damaging operational
performance. In some instances these

legacy structures are leading to
competitive disadvantage, in particular
in the corporate sector where many
insurers now demand seamless global
coverage for their insurance programs.
The sector is also facing the challenges
of heavier demands from rating
agencies, the focus on short-term
returns as new forms of capital enter
the market, and for general insurers,
the need to deliver consistently
throughout the cycle.

In response to the increased
competition, insurance firms are
examining their strategy to find
innovative ways to derive business
value and to ensure that they remain
competitive. Many are looking into ways
of improving their insurance service
offerings. For example, in the case
of global corporate clients, firms are
considering how their group insurance
operations can best be structured and

The Turkish banking sector

he Turkish banking sector,
Tparticularly the retail banking
segment, has witnessed robust

growth in recent years. A domestic
banking crisis in 2001/2 was followed
by four years of high economic
growth, rising industrial production,
the establishment of an independent
central bank, structural reform
(including privatization) and political
stability. Growth picked up again in
2007 after a poor year in 2006.

Prospects for the future remain
strong (subject to the challenges of
a possible global recession) driven by
two factors. Firstly, Turkey has good
demographics, with a large, young
population and a high birth rate.
Secondly, despite some undoubtedly
tough negotiations ahead, there
remains the prospect of EU accession.

The banking industry has grown
strongly. Total assets of the top five
Turkish banks grew from approximately
US$78 billion in 2003 to approximately
US$214 billion in 2007, a compound

growth rate of almost 30 percent.
Profits grew even faster, at a rate
of more than 38 percent’.

This growth has generated
considerable interest among foreign
bank investors. The major players,
and recent transactions are:

— HSBC, which has been present for
a number of years and is the tenth
largest bank in Turkey’

— ING, which bought 100 percent
of Oyak Bank in December 2007,
in a transaction valued at around
US$ 2.7 billion2

— Fortis, which is now the eleventh
largest bank in Turkey, and is pursuing
a strategy of organic growth'

— Citigroup, which acquired 20 percent
of Akbank in May 2007 in a US$3.1
billion transaction3

Approximately 25 percent of bank
capital remains in the hands of the
Turkish state, holding out the prospect
of further privatization.

integrated to allow them to provide
the necessary comprehensive level

of insurance cover across the globe.
Some are focusing on improved risk
management and more dynamic capital
allocation, including restructuring their
capital to offer improved security to
clients. Others have taken more drastic
action, turning to tax and regulatory
arbitrage to secure the best result.

All of these trends are leading firms

to restructure their business
arrangements and market access
platforms more efficiently, and to
create a complementary, flexible
capital structure.

KPMG member firms will shortly be
launching a series of white papers
dealing with this and other topics.
For more information please contact:
Claire Gobey

KPMG in the U.K.

e-Mail: claire.gobey@kpmg.co.uk

A final area of recent and potential
future growth is in Islamic banking.
The number of Islamic bank branches
increased from 355 to 422 in 2007
while the combined assets of the four
Islamic banks increased by 63 percent
in dollar terms to aggregate US$13.3
billion in 20074.

Turkey is a dynamic and developing
retail banking market... one to watch
for the future.

1. The Banker, July 2003 and July 2007

2. ING closes Acquisition of Turkey's Oyak Bank, December 2007;
Oyak Bank

3. Citi-Akbank partnership celebrated in New York, May 2007

4. Participation banks expect further growth, Turkish Daily News,
January 2008
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Retail
bankin

9

In

the UK. and
the US.

An inside perspective

was appointed Group Executive Director,
U.K. Retail Banking, Lloyds TSB in 2005, after 29 years
with Wells Fargo in the U.S. Terri recently talked to

, Partner in KPMG's Financial Services

practice, about her impressions of the differences —and
similarities — between retall banking in the two countries.

Terri Dial
Group Executive Director
Lloyds TSB

t's hard to talk about the
differences between the U.K.
and the U.S. because, of course,
it requires a lot of generalization,
and the truth is the way a number
of British banks operate is very
similar to U.S. banks. But there are
some notable differences between
the consumer populations of the two
countries. For example, in the U.S
consumers are extremely convenience-
oriented and very time conscious.
That is beginning to emerge here in the
U.K. but nowhere near to the degree
it's reached in the U.S. Americans
will pay to save time. They'll pay for
convenience. British consumers want
things to be faster, more convenient,
but at the end of the day, given a choice
between a pound and time saved,
they'll take the pound; it's just part
of the culture.

4

Consumers here have a different set
of expectations. Customers in the U.K.

are quite different from those in the U.S.

For example, they're a lot less likely to
engage in switching behaviors than the
typical U.S. consumer. U.S. consumers
are accustomed to switching, because
the U.S. has never had national banking.
Consumers have got used to changing
their accounts if they move home,
because they have to. So there's a
culture that's much more accepting

of switching than we have in the U.K.
That's a wonderful thing because it
avoids that very expensive constant
churning of the customer base that the
U.S. has to live with. The downside,
however, is it also allows U.K. banks
sometimes to be apathetic to such a
degree that ultimately it comes back

to bite them. For example, if they had
faced more churning behavior, they

would have addressed problems with
customer dissatisfaction a lot earlier.
Despite this, retail banking
everywhere in the developed world has
many of the same issues. It's a very
mature business, highly commoditized
in many categories. Growth is very
difficult to come by, and there’s already
been a large take-up of financial product
usage. The best banks compete by
doing the best job of retaining and
upselling to their existing customers.
Acquiring new customers is important
to develop the business. But the core
challenge is to maintain the franchise so
that you have the opportunity to upsell
to your customers. This means doing
a better job of getting to customers,
or doing a better job of identifying
what customers’ needs are and serving
them, or doing a better job of innovating
new products to meet financial needs.
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investments in Customer Relationship
Management (CRM) systems; but
the way they are managed means
that their CRM tools are underutilized
in generating real insights to help
anticipate customer needs and
understand customer profitability.
Despite the rhetoric about being
customer-focused, banks with product-
centric operating models tend to leave
customers out of the picture. However
customer-focused front-line staff may
be, the back-room organization and
supporting technology is often simply
not aligned to assist them in providing
differentiated customer service.
Despite the product line structure
appearing clear and appropriate
internally, customers often need to
engage and transact across
organizational boundaries. One division’s
most valued customer is another’s
occasional purchaser; but the customer
views their experience in totality. A poor
experience with one division ripples
dissatisfaction across organizational

boundaries. As a result, the organization
is vulnerable to high rates of customer
attrition, as competitors swoop in with
new products and offers, capitalizing on
low levels of customer satisfaction and
poor differentiation. While executives
may recognize the problem, they have
tended to see it as a necessary trade-off
in the pursuit of operational efficiency.

Yet the goals of operational efficiency
and customer-focus are not mutually
exclusive — they are complementary.
Success hinges on adopting a different
way of thinking, and having a customer-
focus embedded in the cultural ‘DNA’
of the organization. Some of the key
guestions facing executive teams today,
as the effects of the credit crunch
unfold, are: How to grow customer
revenue profitably in an environment in
which the overall market outlook is flat?
How to build value propositions for
customer segments within the current
product/business line structure? And
how to achieve this without reducing
operational efficiency?

A different way of thinking

Some of the world’s top performing
banks have answered these questions
by adopting a customer-centric operating
model that combines high efficiency
with close customer relationships.
These organizations are leveraging their
technological investments, combined
with a culture of relentlessly pursuing
customer value, to deliver differentiated
service to customers and high
performance to shareholders.

A research by KPMG in Australia
found that truly customer-centric
companies think of and manage
themselves in a fundamentally new and
different way. They deeply understand
the profitability not only of products and
business lines, but also of individual
customers, both present and potential
value. They make extensive use of
customer and market data and are
obsessive about identifying emerging
trends and opportunities, and use this
insight to guide management and
investment decisions.
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They consider themselves as a
portfolio of customers; a mix of highly
profitable customers providing today’s
profits, and those with calculated
potential for growth. They also know
how to successfully divest themselves
of unprofitable customers with poor
prospects for improvement, and have
highly accurate and timely models for
differentiating between the two.

Their detailed understanding of
customer needs within different
customer segments allows them to
develop targeted value propositions that
competitors cannot match. These are
used both to build loyalty among their
most valued customers, and to target
those high-value customers of
competitors who may be feeling
underappreciated.

They achieve all this by defining
accountability for customer segment
profitability and growth, with executive-
level support for segment managers
and teams working across product and
business-lines to develop products and
services for most-valued customers.
They practice customer innovation, invest
according to the current and potential
value of customers, and respond quickly
and flexibly to market dynamics.

Finally, customer-centric companies
continue to evolve their customer
segments by continual insight into
market changes and emerging
opportunities. Segments are created,
merged and redefined as necessary to
maintain clear customer focus. But they
never take their eye off the cost-of-
service ball. Customers and segments
that do not meet their portfolio and
growth aspirations are continually pruned.

More about function than form
True customer centricity is more about
function than form, and rather than
fundamentally altering structure, we
observe three layers of organization and
behavior that we believe are effectively
accommodated together in the best
performers (see Figure 1):
Customer-centric organizations
manage these three layers together by
overlaying customer segments, defined
through insights into shared needs,
across the company'’s lines of business,
and managing customers’ profitability
through segment management.
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Figure 1 Best practice: three layers of organization and behavior

Customer Contact Layer -~

Product Management Layer -~

: KPMG International, 2008

Source

Market Management Layer

Customer-centric contact center, customer facing staff
have complete picture of customer relationship, supported
by technology that provides predictive prompts.

Not particularly resource intensive but is an important
nerve center as it synthesises customer data to generate
real insights into customer segments.

Where individual products and product families are
developed and managed for profit in response to
customer demand.

Figure 2 Trade-off between customer centricity and operational excellence

Degree of centralization of resources

High

Source

Degree of Customer Centricity

Hard Product Structure

Product-centric organization

Automation & Efficiency
Lowest Unit Cost
No accoutability for
customer segments
Focus on product profitability

Product & customer-centric
organization

High

Hard Customer Structure

Customer-centric organization

Matrix Structure Compelling segment
value propositions
Clear ownership
of the Customer

R e By Customer data is key

customer segment and
product profitability

: KPMG International, 2008

Figure 3 Transformation to customer centricity

« Tracking product P&L

« Product development

« Developing product strategy

« Calculating product net present value
« Product sales

« Managing product life cycle

« Strategy driven by product

organization

« Products and territories are

dominant in resource organization

« Functions heads or unit heads are

best compensated

« Incentives reward produce profitability

+ Products matter most

Internal efficiency leads to success

« Product data is key
« Employees want to be functional

or product innovation stars

« All customers are created equal

Source: KPMG International, 2008

Organization

« Tracking product P&L

» Customer needs assessment

« Developing customer value
propositions

« Calculating customer net present
value

« Relationship management

- Managing customer life cycle

« Strategy driven by customer
segment CEOs

« Customer segments are dominant
in resource allocation

« Best-performing customer segment
heads are the best compensated

« Incentives reward customer
profitability

« Customer experiences matter most
Engaging customers leads to success

» Customer data is key

- Employees want to be on teams that
win with customers

« High-profit and high-potential
customers deserve a superior
experience
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Adopting a customer-centric operating model
allows even the most established organizations
to develop a degree of nimbleness that belies

their footprint.

The degree to which these three
layers are tightly or loosely integrated
in an optimal operating model appears
to involve balancing two dimensions:
degree of centralization of resources
and degree of customer-centricity. This
is because there are trade-offs between
customer centricity and operational
excellence. For example, in a ‘hard
customer structure’ in which staff are
organized in customer segment groups,
some functions, such as marketing,
may be duplicated, which naturally
drives up costs. Each organization has
to decide its optimal position based on
their market positioning, brand promise,
business economics and organizational
culture (see Figure 2):

Transformation to customer centricity
The transformation to a customer-
centric operating model takes place
along three dimensions: strategy,
organization and culture (see Figure 3):
Customer-centric organizations put in
place a process for regularly refreshing
customer value propositions based on
reassessments of customer needs.
Like the innovation processes used
in industry, there is strong discipline
in market testing ideas as they develop,
so that only the strongest survive.
Their market strategy is driven
by customer segment heads, who
consequently have a key role in
resource allocation. This represents
a significant — and challenging — shift
of power away from product lines.
Culturally, the back-room organization
and thinking are aligned with the
customer focus of the front-line.
Everyone from the top down recognizes
that success comes from winning and
retaining high-value customers. As a

result, customer data and managing
the customer experience is king.
Customer-centric organizations also
appreciate the importance of iterative
testing of value propositions, and the
implication that not all value
propositions will hit the mark.
Addressing the cultural challenges
that this creates is key to ensuring
the right balance between risk taking
and investment diligence.

Thinking like a retailer

Elsewhere in this issue, articles reflect
on the need for retail banks to behave
more like retailers. Nowhere is this
more apparent than in the move by
today's highest performing banks
towards a customer-centric model.
They believe that growth can only
come from understanding every aspect
of their customers — their profitability,
needs and wants — and then taking
action to adjust their customer portfolio
and value propositions. Today's
uncertain economic climate only seems
to reinforce the importance of such

a strategy for sustained business
success. Adopting a customer-centric
operating model allows even the most
established organizations to develop a
degree of nimbleness that belies their
footprint, exploiting opportunities ahead
of rivals and continually sifting and
refining their portfolio of customers

to maintain the edge in profitability

and long-term potential.

For more information please contact:
Martin Blake

Partner

KPMG in Australia

Tel: +61 2 9335 8316

e-Mail: mblake@kpmg.com.au

Who's doing it?

Over the last four years, a major
Canadian bank has evolved its
Personal and Commercial division to
a customer-centric operating model,
while retaining its product-centered
organizational structure.

Beginning in 2004, the CEO
introduced a ‘Client First’ strategy
that committed the organization to
re-orientate its culture and systems
around the customer experience, starting
with the executive team. Subsequently:

the customer-centered structure

was overlaid on top of the product
centered organization.

product managers retain
responsibility for product P&L.
segment managers have primary
responsibility for strategy and the
profit and loss of their customer
segment. Yet they must still use the
bank’s shared functions — back office
processes, sales and marketing —

in common.

the segment and product managers
are jointly responsible for P&L, which
works well; principally due to the fact
that the ‘soft’ organizational factors —
culture and leadership — are strong.
economic profitability for every one
of its customers is calculated monthly
to understand where to improve
value propositions for existing
customers and identify customers
they should try to acquire.
segmentation, largely on a life-cycle
basis, allows a smooth transition of
customers from the young (and not
very profitable) segments to the older
(and far more profitable) segments.
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New mobile payment technologies have the potential to play a key role in the
expansion of commerce to an ever-wider segment of the world’s population,
especially in Asia Pacific. But amidst the current diversity of mobile payments
systems, key issues of trust, security and affordability still have to be overcome
if widespread adoption is to be achieved.

\Vlobile payments

N Asia

he expansion of commerce
and the growing reach of
globalization are being driven
by two significant factors.
First, the rapid adoption
of mobile and wireless
technologies, most notably in emerging
markets such as China and India. And
second, the availability and evolution
of micro-finance, particularly to support
rural or underdeveloped communities.
Mobile payment (m-payment)
systems — where payments are made
using mobile handsets and other
devices, either to purchase directly
or to authorize payment for goods and
services — can facilitate both these
trends, and such devices are playing
an increasing and evolving role in the
wider development of electronic
payment systems around Asia Pacific.
Across a wide range of commercial
sectors, from the mobile network
operators (MNOs) and the handset
manufacturers, to transportation
companies and payment platform
providers, to banks and retail stores,
to advertisers and third party content
providers, there is a growing investment
in m-payments as a way to reach and
retain new customers, to generate
more traffic, and to reduce cash
payments and transaction costs.
MNOs have played an important role
in pushing the technology necessary
for m-payments. More recently, major
advances in technology, especially in
the ‘secure element’ aspect of SIM
cards, have made financial institutions
in particular feel more comfortable
about the potential for adoption of

32
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m-payment systems, and they are now
collaborating to trial a range of services,
including: m-banking; m-wallet solutions
that store credit or debit card
information on a SIM chip; pay-as-you-
go or ‘contactless card’ technologies;
and text messaging systems that can
facilitate or enable payments.

While banks are starting to explore
opportunities in m-banking, other
sectors are also embracing these

new technologies:

= [ransportation companies are
offering ‘touch and pay’ access to
ticket barriers where a stored-value
card is either attached to the
handset, or embedded in the SIM.

= Retailers are offering loyalty cards,
using similar means of payment, as
they seek to reduce the amount of
cash they have to handle and carry.

= Credit card companies see mobile
handsets as a means to widen
their catchments of
commercial transactions.

= Advertisers are building web-links
into posters in trains and buses and
on buildings which can be activated
by 3G+ phones from a short distance
leading to more website visits and
more purchases by mobile phone.

= Vending machine operators sell soft
drinks and other consumables by
enabling payment by phone.

= Content providers, including music
and information sites, auction sites
and rapidly growing Web 2.0
community sites such as MySpace
and YouTube, are becoming globally
accessible to paying customers.

Main types of mobile payment

Five main types of mobile payments
can be identified as being used in
Asia Pacific, each with different
business drivers:

Business-to-consumer (B2C) —allowing
consumers to use their handsets to pay
for everything from groceries and lottery
tickets to insurance premiums and tax bills.
Business-to-business (B2B) —driven

by telecommunications fixed-mobile
convergence, these m-transactions are
mainly supplementing existing transaction
processes and tend to be about facilitating
business processes like logistics, rather
than end-payment.
Consumer-to-consumer (C2C) —these
occur directly between end-customers,
but across a dedicated business platform.
PayPal and eBay are well-known global
platforms, but locally, an increasing
number of new players are springing up,
such as Alibaba'’s Alipay in China.
Person-to-person (P2P) — these private
transactions between two individuals are
primarily SMS-based. For example,
payments for transactions in gaming and
virtual world participation across Asia are
already switching to mobile as it is often
seen to be more secure than paying

from a computer. Peer-to-peer lending
models have also been springing up on
this basis, led by the likes of Zopa (U.K.),
Prosper (U.S.), Smeva (Germany) and
Boober (Denmark). A similar service,
PPdai, was recently established in China.
Remittance mobile payments —this is
effectively a one-way P2P transaction.
Examples include a parent using their
mobile to remit a taxi fare to their child
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across the city or a domestic worker

in Hong Kong sending their monthly
wages to their family in the Philippines.
The phenomenal uptake of this model
in countries like the Philippines has
caught the industry by surprise.

Country by country variations

A variety of quite distinct patterns
of adoption can be seen in different
markets around the ASPAC region.

The main economies — Japan and
Korea — are widely acknowledged as
global leaders in the adoption of digital
technologies, and this is also true in
m-payments. But their stories are very
different. Japan has seen significant
penetration in the use of 3G services
to create an ‘m-wallet’ inside the mobile
phone, with some 25 million m-wallet
phones having been sold. In Korea, due
to distrust between carriers and banks
and fragmented hardware offerings, the
market has up to now been driven by
payment gateway providers. But more
recently, the carriers and finance
companies have begun relaunching
their m-payment services and their
performance is being keenly watched
around the region because Korea is
traditionally the region’s test-bed for
new mobile technologies.

Somewhat surprisingly, the most
mobile-penetrated territories on the
planet — Hong Kong, Singapore, Taipei
— have shown little comparable adoption
of m-payments, except in the use of
contactless cards for transportation and
some limited retail usage. The market
for m-payments is currently being driven
mainly by smartcard developments,
in which Visa and MasterCard are
taking an active role.

The very large but less-developed
markets of China, India, Indonesia,
and the Philippines are demonstrating
rapid take-up of m-payments across a
range of areas from remittance and bill
payment to e- and m-ticketing. In both
China and India it is the third party,
independent gateway providers who
have driven market offerings, while the
MNOs and banks have been exploring
payments developments. The
Philippines has distinguished itself as
a leader in SMS, but Indonesia’s high
levels of Internet credit card fraud
have constrained the development
of m-payment services. Nevertheless,
in all these major markets there is

considerable bank interest in using
m-payments instead of ATM and other
capital intensive networks, which holds
out the potential for significant growth.
Thailand, Malaysia, and potentially
Vietnam, appear to fall somewhere in
the middle, with strong adoption in a
few areas such as top-up and gaming,
but less extensive use in the more
traditional areas of m-banking.

Many, diverse m-payment systems
A key point that emerges from the Asia
Pacific research is the current diversity
of m-payment systems, which involve
different stakeholders (MNO-centric,
bank-centric, vendor-centric, payments
platform-centric, etc.), different
business models (B2B, B2C, C2C,
and one-way and two-way P2P), and
significant variations between countries.
Understanding this diversity and the
market opportunities it gives rise to
is a key to wise business investment.
Ultimately, the widespread adoption
of the full range of m-payment systems
will be driven by consumer confidence.
This means telecoms companies,
financial institutions and software and
content providers will have to work
closely together to understand each
other's processes and security. If the
issues of trust, security and affordability
can be overcome, these systems offer
enormous potential to give global
organizations access to a far wider
market, and to support economic
development in remote areas.

This article has been drawn from the following report: KPMG
in China and Hong Kong, Mobile payments in Asia Pacific, 2007.

This mobile payments report is the first of two papers produced by
the Telecoms Research Project Corporate (TRPC) in collaboration with
KPMG in China and Hong Kong, the second being on online games,

a sector of rapid commercial growth and in which mobile payments
are coming to play an increasingly important role. TRP Corporate is
the consulting, services and training arm of the Telecommunications
Research Project based at the University of Hong Kong.

More information

You can find more in-depth information
about this topic in the following KPMG
survey report:

Mobile payments in Asia Pacific

Please contact

the KPMG authors
should you wish to
receive a hard copy
of this report.

For more information please contact:
Anson Bailey

Partner

KPMG in China

Tel: +852 2978 8969

e-Mail: anson.bailey@kpmg.com.hk

David Collins

Partner

KPMG in China

Tel: +852 2826 7204

e-Mail: david.collins@kpmg.com.hk

Dr. John Ure

Director

TRPC

e-Mail: ure.john@gmail.com

Dr. Peter Lovelock
Director

TRPC

e-Mail: peter@daoip.com
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Watch this space

To date, the U.K. is the only country in Western
Europe to authorize the establishment of stand-
alone Islamic financial institutions. In the first article
of our new series on Islamic finance,

and examine the opportunities —

and key challenges — presented by the U.K. market.
The future looks bright, they say — but there are
some hurdles to cross first.

s recently as the early
1990s, Islamic banking
was a foreign concept
in the West. One of
the world’s first Islamic
banks' was founded
in Dubai in 1975, and Islamic banks
have since gained a strong presence
in countries with Muslim majorities —
with a particular surge of interest in
the Middle East and South East Asia
in the past five years. But outside of
this territory, Islamic banking has been
a relatively untapped market compared
to the highly competitive conventional
retail banking industry.

However, with a growing volume
of GCC? investors showing interest
in branching out overseas to serve
Muslims living in the West, and serious
encouragement from (first Chancellor,
now Prime Minister) Gordon Brown,
Islamic finance has recently begun
to take a serious foothold in the U.K.

London was obviously attractive
because of its position as a world
financial center — on a par with New
York, Frankfurt, and Tokyo — and
because of its large Muslim population.
The country’s first standalone Sharia’a-
compliant bank, the Islamic Bank of
Britain, opened in 2004, followed by the
European Islamic Investment Bank, the
Bank of London and the Middle East,
and European Finance House. The
establishment of their operations and
infrastructure has, they hope, set the
stage for major growth.
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