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The latest trends and key 
developments from an 
advisory perspective

By Hans-Jürgen Walter, Deloitte Germany

It is very clear in the wake of the global financial crisis that regula-tion and supervision are affecting banks’ strategies and business

models in an unprecedented and, for some, previously unimagin-

able way.

The levels of equity capital and liquidity demanded by regulators of

banks have soared (Figure 1). Regulation is now squarely a strategic

consideration for banks. Banks’ Boards and senior management are

being increasingly held to account for the consequences of their actions

and inactions. And the size and nature of financial and other penalties

imposed on banks for regulatory transgressions would have been

unthinkable only a few years ago. 

In the midst of all this, supervisors are becoming increasingly

interested in the strategies and business models chosen by individual

banks and are gearing up to assess them and take action where they

identify causes for concern.

This analysis is core to the new paradigm of forward-looking,

judgement-based supervision. The implication might seem to be that

supervisors both set the rules and decide on how banks choose to build

them into their businesses. The reality is more complex. Certainly

however, the challenge for bank Boards and ultimately shareholders is

to recognise where their interests and those of their supervisors are

likely to diverge – to see their strategy and business model as supervisors

see them – and be prepared to take steps to make them sustainable from

a supervisory perspective. Can banks do better than that though? Could

taking the supervisory perspective even be a source of additional

strength?

Figure 1. Bank risk-based capital requirements

Minimum requirements under full implementation of CRD IV and CRR
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A related and apparently inevitable consequence of all the regulatory

post-crisis changes is that bank returns on equity (RoE) will be lower than

before the crisis and, in some cases, significantly so. Of course, as some

policy makers, amongst others, are quick to point out, lower returns need

to be considered against lower risk-taking and – they would argue – a lower

cost of capital. Nevertheless, it is much less clear whether pre-crisis RoEs

were sustainable in the longer term. 

Instead of debating this point, however, it is instructive to make a

different one. Namely, that there may be opportunities to use regulatory

and supervisory imperatives to drive cost savings and to accelerate adoption

of new business models. There is also an increasingly important question

about whether the significant investments that many banks are having to

make in their IT infrastructure, data management and analytics capabilities

are simply “deadweight” regulatory costs.

Is there any prospect of banks generating meaningful returns from

these investments, simultaneously keeping both shareholders and

supervisors happy? And what is the likelihood of supervisors supporting

this aim, provided it does not compromise their ability to meet their

objectives? 

THE SUPERVISORY INTEREST IN 

STRATEGY AND BUSINESS MODELS

There is a clear and increasing emphasis by supervisors on the need for

banks to have sustainable business models. 

The European Banking Authority’s (EBA) guidelines for the

Supervisory Review and Evaluation Process (SREP) emphasise that

business model analysis should be the starting point for the process. A

bank’s strategy and business model, with its risk appetite, will effectively

determine its risk profile.

The focus on sustainability reflects a number of related concerns –

the need to protect depositors, to preserve financial stability and, as part

of this, to maintain a stable flow of bank lending to the real economy

through the cycle. But this new emphasis on sustainable business models

and strategy has raised a number of questions and concerns in the minds

of banks’ Boards, management and shareholders: do supervisors approve

business models, do they favour one business model over another, do they

risk becoming shadow directors?

In our view, a supervisor will never “approve” a business model, but

there is a fine line between “approval” and “challenge” – challenging banks’

views, – particularly when a supervisor identifies concerns about a bank’s

business model. And what the supervisors are setting out to do is

particularly ambitious, determining:

• the viability of the institution’s current business model on the

basis of its ability to generate acceptable returns over the following 12

months; and

• the sustainability of the institution’s strategy on the basis of its

ability to generate acceptable returns over a forward-looking period of

at least three years, based on its strategic plans and financial forecasts.

Since the recent crisis, the regulatory requirements are much higher

and better quality capital and liquidity, lower leverage and stronger

governance have taken effect. These much tougher standards are not

sufficient to allay concerns about banks’ business models and strategies.

What will supervisors be looking at and for? We might think of them

as a particular breed of bank analyst, paying careful attention to:

• the plausibility of the bank’s assumptions and projected financial

performance against the supervisors’ view of the current and forward-

looking business environment. The result of stress tests will be a key

input into this and it is also likely there will be a feedback loop between

this element of the analysis and banks’ recovery plans;

• the riskiness of the bank’s strategy, especially the ambition and

complexity of the strategy set against the current business model, and

the likelihood of successful delivery of the strategy based on the Board’s

assessment and the senior management team’s ability to execute it. This

raises important questions about whether complexity in a bank’s

structure could be reduced, while leaving the underlying business

model intact, or conceivably stronger. These issues are not only relevant

to supervisors, but also to resolution authorities, including the recently

established Board of the Single Resolution Mechanism;

• the bank’s risk appetite, for both individual and aggregate risks, its

alignment with the stated strategy, and its capacity to manage within

its risk appetite. The supervisors will take a view on what is an

appropriate risk appetite for each bank, as well as for the system as a

whole. A properly embedded risk appetite framework (RAF) and the

reported past performance against the target risk profile determined

in the RAF are key inputs into a bank’s strategic decision making.

It is also possible that in regard to several of these, tensions will emerge

between prudential and conduct supervisors or between the prudential

supervisor and the resolution authority – will they always agree on what

constitutes a sustainable business model, or the trade-off between

profitability and resolvability? 

PEER GROUP ANALYSIS

In carrying out their analysis, supervisors will build peer groups for

institutions based on the activities undertaken (e.g. mortgage lending,

leveraged lending, investment banking and so on), and seek to identify,

investigate and understand deviations from trend and any outliers. 

Which institutions fall within a peer group will typically vary

depending on the measure – or risk – being considered. A key innovation
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of the new approach in the Single Supervisory Mechanism (SSM) is

that those peer groups will cross national borders. So far geographical

boundaries have typically constrained such analyses.

While “extreme” outliers should be easy to identify, deviations

often require more judgement to spot. There is likely to be a degree of

bunching in the middle of each peer group. Ultimately, supervisors

value temperance and moderation. For example, a bank may draw

attention with loan growth that is high compared to its past trend, but

if compared to peers it remains “normal”. All these factors though are

only triggers for further analysis. The supervisor will want to understand

the triggers, including whether the bank recognises that its assumptions

or operations are away from average; that this is consistent with its risk

appetite; and that its risk management and processes are commensurate

with the risk profile.

Supervisory stress testing, which has gained particular

prominence in the supervisor’s tool kit over recent years, adds another

dimension to the assessment of business models. If supervisors have

concerns about a bank’s business model or strategy, then they have a

range of responses at their disposal – asking for the business model

or strategy to be revised to one that is consistent with more realistic

assumptions or available resources; requiring changes to controls,

governance and risk management; or even imposing an additional

capital charge under Pillar 2.

BANK STRATEGY, COSTS, AND 

RETURN ON EQUITY (ROE)

It is important to distinguish between secular, cyclical effects and one-

off effects on RoE. Although the higher levels of capital and liquidity

demanded post-crisis are here to stay, making some previously

profitable products and activities unviable, banks will adjust over time

to these tougher standards. We need to distinguish between the

adjustment effects and the steady state effects. Moreover, the impact

of higher loan loss provisions and the current low interest rate

environment should be to some extent cyclical, whereas the huge fines

that have recently been levied on some banks ought to be one-offs. 

Analysis has shown that many banks – especially in Europe – have

RoEs that are significantly lower than their cost of capital and are not

strong enough to supply adequate credit in support of the recovery.

These banks will need a more fundamental overhaul of their business

models, including a combination of re-pricing existing business lines,

reallocating capital across activities, consolidation, or retrenchment.

In consequence, there is an enormous and unsurprising focus on

efficiency-enhancing and cost-cutting programmes across banks. This

is in part to improve RoE, but also to generate funds for the investment

in technology, and in particular digital technology, that banks need to

make so as to maintain sustainable business models in future. But even

here the choices made by bank Boards are of great interest to

supervisors who worry about cost cuts falling on control functions, about

the resilience of banks’ IT infrastructures, about vulnerability to cyber-

attack and about data. 

In particular, what can banks do in order to generate value from

what is often regarded as mandatory regulatory spending and swiftly

dismissed as having no business benefit? In this regard, two areas stand

out as being worthy of consideration: investment in IT, and data

analytics.

INVESTMENT IN IT

From a commercial perspective, banks need to embrace technology and,

in many cases, invest significantly in their capabilities. Retail customers

demand a seamless, tailored and digital service from their banks, their

expectations having been transformed by positive experience in other

industries. Challengers, whether they be Apple, Facebook, Google or

Amazon or new challenger banks with no legacy systems and, as

importantly, no legacy liabilities in the back book or costly bricks and

mortar branches, demand a competitive response. 

In some cases supervisors are requiring significant improvements

in the robustness and resilience of banks’ IT infrastructure. Supervisors’

concerns are driven by a combination of crystallised risk in some banks’

IT platforms and a desire to improve the prospects of operational

continuity for banks in resolution. Supervisors and banks’ Boards are

clearly worried about vulnerability to cyber-attack and want to shore up

their defences to make them as impregnable as possible, not least with

a view to the related significant risk of reputational damage.

Growing IT risks in terms of system security, availability and

operational continuity point to the increasing need for better integration

of the IT-dimension in banks’ overall risk management framework. And

supervisors regard IT infrastructure as one of the cornerstones to enable

banks to build effective risk data aggregation and reporting systems. 

DATA AND DATA ANALYTICS

This leads to data and analytics. Supervisors, scarred by experiences

during the crisis when many of the world’s largest banks were found to

be incapable of providing accurate aggregated risk data, have moved

data to centre stage. 

We do not expect supervisors’ appetite for data, both in terms of

quantity and quality, to diminish. Stress testing, asset quality reviews,

frequent updates of capital, liquidity and leverage ratios, balance sheet

revaluation capabilities for resolution and bail-in, conduct risk metrics,
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the identification of vulnerable and high risk customers and so on are

set to stay. Supervisors also have concerns about banks’ internal

processes for prudential reporting. And, in the absence of effective and

efficient data capabilities, the costs of responding to such requests are

very high and the inherent operational risks are significant.

However, at the same time there are undoubtedly business benefits

from enhanced data management capabilities, particularly in view of the

much more sophisticated customer analytics techniques that are now

available. Many banks struggle to piece together all the information they

have about the products and services that they provide to each of their

customers. The prospect of interrogating the information or using it on

predictive analysis to link internal and external data to behaviour

patterns across customer segments to identify potential defaults or

opportunities to provide new products or services to a customer is even

more distant. 

Managing a bank’s balance sheet has become significantly more

complex given the number of regulatory constraints that a bank must

simultaneously meet. Those banks with the systems and data

management capabilities to do this well are also likely to be the most

nimble, thereby giving them some competitive advantage in terms of

making decisions on the commercial opportunities that are presented

to them.

A significant part of the challenge of designing solutions is that

regulatory deadlines do not often allow the time needed to connect the

strategic thinking with the regulatory imperatives. In order for banks to

upgrade their IT systems to satisfy their supervisors and at the same time

to invest in financial innovation, banks and supervisors will have to find

a way of reconciling their perspectives and objectives.

This debate also raises the questions of whether supervisors could do

more to enable banks to generate more shareholder value from the

investments they are making to meet regulatory requirements. Given

supervisors’ interest in viable and sustainable business models, there is on

the face of it no reason why they should not do what they can to enable

banks to generate shareholder value from regulatory change, provided of

course that this does not give rise to unacceptable risks to their objectives.

FORWARD LOOKING

Banks which are most likely to succeed are those which understand what

a “good” or sustainable strategy and business model look like from a

supervisory perspective and which have the vision to extract the

maximum possible business benefit from the investments they have to

make in order to satisfy their increasingly demanding supervisors. In

areas such as IT, data and analytics, what starts as a supervisory

imperative could end in a competitive advantage.

About the author
Hans-Jürgen Walter is Financial Services Industry Leader for Deloitte
Germany as well as Head of the Deloitte Banking Union Centre in
Frankfurt (BUCF). With over 20 years of consulting experience in the
banking and insurance sector, he advises customers on issues associated
with business and IT strategy and manages major transformation
programs and post-merger integration projects.

Hans-Jürgen Walter
Partner and Industry Leader Financial
Services Deloitte Germany
Leader Deloitte EMEA Banking Union
Centre in Frankfurt

Frankfurt, Germany
T: +49 175 588 2651
E: hawalter@deloitte.de




	cover
	00aFrontcover_spine

	09Germany_Deloitte



