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INTRODUCTION

THE redistribution of value that began in the aftermath of the fi-
nancial crisis has become a steady shift in the decade that has fol-
lowed, driven by the migration to digital services, processes, and busi-
ness models. Although the capital markets revenue pool grew 7% in
aggregate from 2016 to 2017, investment banks, the highest-profile
group of players in that pool, now capture only 33% of total revenue,
down from 48% in 2006.! As technological advances and a more di-
verse array of industry participants challenge the historical dominance
of investment banks, the digital migration represents a systemic dis-
ruption that, if anything, is likely to pick up pace in the years ahead.

For investment banks, 2017 marked the fifth consecutive year of declin-
ing revenues. Despite the recovery from the economic crisis over the
past decade, top-line growth has been hindered by stringent restriction
on capital and leverage and heightened regulatory scrutiny. Banks have
responded by reemphasizing market share growth rather than just capi-
tal and liquidity optimization as well as by reducing costs and sharpen-
ing their focus to increase scale in specific asset classes. However, these
efforts, while considerable, have not been enough. Data-enabled prod-
ucts, improved automation, strong value chain and ecosystem integra-
tion, and other benefits from digitization have raised the stakes while
attracting new players to select niches. As a result, investment banks
have seen their primacy in the capital markets arena tested by chang-
ing customer needs and preferences; by digitally advanced products,
platforms, and services; by the entry of adjacent and nontraditional
players into the market; and by the constraints imposed by regulators.

The reality is that many incumbents have yet to evolve their capital
markets business models deeply or quickly enough. While most banks
have experimented around the edges—partnering with fintechs or ex-
ploring some new revenue opportunities—the lion’s share of their ef-
forts have focused on more traditional responses, such as rationalizing
costs, taking market share from peers, and increasing scale. While im-
portant, those conventional responses ignore the ongoing erosion tak-
ing place in the core investment-banking business model.

The only way for banks to regain their footing and do materially bet-
ter over the next decade than they did in the decade following the cri-
sis is to address the root causes of the deterioration. To protect their
long-term futures, we recommend that investment banks in particular
focus on five areas:*

e Be relentlessly client centric. The digital migration has shifted
the competitive battleground to the quality of the client experi-
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ence. Banks whose business models remain mired in a prod-
uct-first mindset instead of one focused on securing and enhancing
the client relationship will find themselves sidelined. To thrive,
banks must replace their traditional client service approach with
new ways of protecting the client interface. Investment banks
should adopt a bank-as-a-platform model in which they serve as a
convenient one-stop shop for a variety of products and services,
from both banks and their partners. Dominant platform providers
will be in a much stronger position to own the client relationship
and dictate commercial terms. In addition, banks need to change
their servicing approach internally and establish a single point of
client contact that is responsible for coordinating all services
across the bank. Clients with similar capital markets needs and
behaviors should be clustered into segments to ensure effective
client service and efficient resourcing. For institutional clients, this
likely means developing and expanding a multiasset execution
platform; for corporate clients, it likely means further expanding
integrated cash management, trading, and foreign exchange (FX)
hedging platforms for corporate treasurers. Acting quickly on these
measures could preempt other banks and providers that adopt the
same strategy from getting too far ahead—a move that could
relegate laggard banks to serving as product providers for other
ecosystems.

e Be information advantaged. Banks should treat data-driven
intellectual property and analytics as one of their most valuable
assets. Investment banks sit on enormous troves of IP, but too few
recognize, much less take meaningful advantage of, the value that
IP can generate beyond their trading businesses. Insights mined
from market, transactional, and other data can be packaged with
appropriate protections to create new products and unlock
important new revenue streams across the bank. Capital markets
players can then look for appropriate channels to help monetize
those insights, such as through partnerships and through the
development of application-programming interfaces (APIs). IP can
also be used to provide superior customer service while helping
banks increase their share of wallet with clients. Just as Amazon
provides customers with recommendations based on their purchas-
ing histories, for instance, banks can use technology to better
understand customer needs and propose more relevant solutions.
As with any strategic asset, effective data and IP management
requires C-suite-level leadership and a cohesive, firm-wide ap-
proach to managing and prioritizing IP initiatives.

e Reimagine the technology architecture. To accelerate their
digital transformation, banks need to adopt a next-generation IT
architecture. Built on the secure cloud, these architectures use
flexible, container-based applications and APIs, giving banks access
to a modern, flexible, lightweight IT backbone and letting them
decouple data from legacy systems. That decoupling allows banks
to access information resources more easily for internal use and
make data available to external partners and developers. Basic
backbone improvements can help banks streamline and standard-
ize routine processes, allowing them to become faster and far more
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cost efficient when approving client accounts, processing trades,
and generating required regulatory and client reports. These are
table stakes steps that banks must take to stay in the game. Beyond
that, banks need to use their IT capabilities to enhance and
expand their product portfolios, taking advantage of cloud-based
solutions and APIs to identify trading ideas and opportunities
based on proprietary research or IP. In addition to having strong
embedded security protocols, the architecture should enable
integration with external systems, devices, and service providers
and have a data layer capable of sharing data clusters across the
bank. Accelerating that type of infrastructure development can
provide banks with the engine needed to unlock data-driven
insights and improve client service.

e Think like a digital leader when it comes to talent manage-
ment. Banks used to have their pick of top graduates from elite
universities. But the rapid growth and prominence of digital
leaders like Google and Amazon and the emergence of innovative
fintechs and boutiques has changed that. Today’s top talent—es-
pecially those with sought-after technology, engineering, data
science, and mathematics skills—enjoy newer and often more
attractive alternatives. With more institutions competing for the
same high-caliber talent, banks must change how they recruit,
develop, and retain the personnel needed. To create work environ-
ments and career opportunities that match or surpass those
provided by other employers of choice, banks need to develop a
strategic workforce plan; research best practices in hiring, develop-
ment, and retention; and look at nontraditional ways to keep
talent happy and motivated. That can include designing collabora-
tive workspaces, sponsoring secondments in different departments
or geographies or even with leading technology companies, and
evaluating innovative employee perks.

e Work in an agile environment. To deliver on the new business
paradigm, the industry must embrace agile practices more broadly.
While agile techniques have their roots in software development,
many companies have applied the approach across their
enterprises to link the business and technology organizations,
improve efficiency, and drive results that are more customer
centric. This methodology can enable the rapid development and
delivery of the platform model that banks and others in the
industry will need. It relies on end-user feedback, data-driven
decision making, iterative development, and cross-functional and
empowered teams to deliver better, less expensive, and faster
outcomes.

The takeaway is clear. To thrive in the digital migration, banks must
embrace it. They must evolve their business models—and quickly. If
the near-term macro environment continues to be unfavorable, per-
formance pressure will escalate. Even a momentary easing or a favor-
able change in volatility should be seized with urgency. Banks need to
use any such opportunity to hasten their business transformation.
That is the only way they will continue to remain viable and profit-
able in this rapidly changing market.
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NOTES

1. In this report, investment-banking revenues refer to the revenues generated by the
investment-banking divisions (M&A and securities issuance) and the institutional-
securities (sales and trading) divisions of banks.

2. Other players in the capital markets ecosystem, such as exchanges and proprietary
trading firms, are thriving, and their strategies merit discussion. But while many of
our recommendations in this report are applicable to these players, the primary focus
of this report is the investment banks.
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THE END OF

THE CRISIS DECADE

F OR the capital markets ecosystem as a
whole, 2017 proved to be another year of
strong performance. Total industry revenues
rose to $671 billion from $628 billion in 2016,
an increase of 7% driven primarily by strong
market performance and fee capture by alter-
natives. Those results mask underlying diffi-
culties for some participants, however—most
notably the investment-banking sector. Glob-
al investment-banking revenues, which con-
sist of equities; fixed income, currencies, and
commodities (FICC); and primary markets,
fell for the fifth consecutive year. Securities
services, meanwhile, posted strong growth of
7%, and other ecosystem players also realized
revenue gains. That mixed performance illus-
trates the continued value migration within
the capital markets space. (See Exhibit 1.)

Value Migration Persisted

The share of total industry revenues earned
by banks now stands at approximately 33%, a
sharp decline from the 48% share held a de-
cade ago and a further downtick from 36%
last year. Global investment bank revenues de-
clined by 3% in 2017, compared with a 1% de-
cline in 2016. (See Exhibit 2.) This dip was pri-
marily the result of significant weakness in
FICC, driven by both low volatility and stunt-
ed client activity across nearly all products. It
was also a result of moderate weakness in eq-
uities, stemming from lower client activity and
commissions amid a year-on-year (YOY) de-

cline in market volumes. The decline was par-
tially offset by a strong year for primary mar-
ket fees. Consistent with longer-term trends in
the industry, US banks gained share from their
European counterparts, and larger banks took
share from midsize and regional competitors.
Despite the beneficial effects of equity volatil-
ity on volumes and revenues in the first quar-
ter of 2018, we continue to expect long-term
pressure on these businesses.

Global 1nvestment bank
revenues declined by 3%
1n 2017.

Brexit negotiations continue to offer banks no
meaningful clarity. Many banks have been con-
sumed with preparing for the expected opera-
tional changes arising from Britain’s planned
departure from the EU, and this has kept them
from focusing on their core European strate-
gies. Continental European banks need to take
advantage of their competitors’ momentary
distraction to protect market share in their
home markets, with the recognition that once
the US banks meaningfully increase their local
presence, competition is likely to get fiercer.

The effects of the Markets in Financial Instru-
ments Directive II (MiFID II) will continue to
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EXHIBIT 1 | Value Migration Continues
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Sources: Company financial statements; Expand Research; Capital 1Q; BCG analysis.

Note: Activity-level view of the ecosystem. The investment bank category includes investment banks and investment-banking units of wholesale
banks. The securities services category includes the ten largest custodians and securities services segments only. The buy-side category includes
traditional asset managers, hedge funds, and private equity firms. The data and analytics category includes revenues from desktops, data and
feeds, indices and benchmarks, ratings, and software and analytics. The exchanges category includes revenues from listings, exchange and venue
execution, market data, clearing, and posttrade services. Numbers reflect rounding.

EXHIBIT 2 | Investment Bank Revenues Continue to Decline

Revenues ($ billions) Excluding primary markets, 2017 YOY
revenues would have declined 7%
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Sources: Company financial statements; Expand Research; BCG analysis.

Note: Based on a sample of 35 banks.ECM = equity capital markets; DCM = debt capital markets, FICC = fixed income, currencies, and
commodities. Numbers reflect rounding.

*In full-year 2017.

8 | EMBRACING THE DIGITAL MIGRATION



affect capital markets in several ways. The re-
quired unbundling of research and trading
commissions is hurting the research organiza-
tions of banks participating in the EU mar-
kets. The rules are increasing competition
with the result that traditional sell-side re-
search operations are likely to shrink consid-
erably. In addition, the “best execution provi-
sion,” which requires banks to take all
meaningful steps to get the best result for cli-
ents, means that trading volumes are increas-
ingly shifting from dark pools to lit venues,
such as exchanges. That is hurting banks
while benefiting exchanges and proprietary
trading firms (PTFs). Further, transparency re-
quirements mean that banks will no longer
be able to offer preferential access to new is-
sues or research insights.

Given these issues and the ongoing digital mi-
gration, banks will be forced to lean harder
on client service, execution excellence, and
platform quality for differentiation and
growth.

Global highlights for different asset classes
were as follows.

FICC experienced considerable weakness in
2017, declining by more than 9% to $105
billion. Nearly all products experienced
significant declines, particularly in macro-
driven product areas, such as FX and rates,
where low volatility and limited client flows
globally caused the shortfall. The commodi-
ties sector also had its worst performance in
recent history. This category reached record
lows, and the few players that still have
exposure to the energy markets experienced
significant trading deterioration. Securitized
products were the lone exception, delivering
18% YOY revenue growth owing in part to
increased loan issuance. The bigger banks
were particularly hard hit because of their
greater exposure to FICC.

Equities trading saw moderate declines, with
revenues dropping 3% to $54 billion, driven
by lower market volumes and volatility.
Global revenues from cash equities and
equity derivatives trading fell by 2% and 5%,
respectively, primarily because of YOY
declines in US and European volumes. Prime
services fell a modest 1% as some banks

experienced declines in derivatives and lower
margin fees. The larger banks had relatively
flat to slightly down equities revenues and
generally increased their market share at the
expense of smaller players.

Primary market revenues delivered signifi-
cant growth, posting a 12% increase to $61
billion. After two years of declines, primary
markets revenues turned around in 2017,
returning to levels not seen since 2014.
Virtually all major banks showed growth in
equity capital markets (ECM) revenues
because of a rebound from the IPO slump of
2016 coupled with strong growth in follow-on
mandates, resulting in 25% ECM revenue
growth. M&A revenues grew by 4% overall, a
result of an increase in deal activity. Large
banks experienced the largest revenue gains
and appear to have won back some M&A
business from the boutique advisory shops in
2017. Those boutiques saw M&A revenue
growth fall by more than 10% in 2017, the first
decline after three years of steady growth,
including a double-digit climb to new highs in
2016.

Virtually all major banks
showed growth 1n equity
capital markets revenues.

Debt capital markets (DCM) also turned in a
robust performance, nearing highs not seen
since 2013. Revenues grew by 11%, driven by
increased issuance volumes across all major
products, including high-yield bonds, invest-
ment-grade bonds, and leveraged and syn-
dicated loans.

Regionally, North America and EMEA (Eu-
rope, the Middle East, and Africa) both had
strong fee growth in 2017, while Asia-Pacific
was relatively flat owing to subdued origina-
tion and M&A activity in China. The fee per-
formance in Asia-Pacific was only partially
offset by a major growth spurt in Japanese
equity issuance.

On the cost side, core bank operating
expenses declined a further 2% in 2017, the
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seventh consecutive year that banks lowered
their cost base, albeit at a slower rate than in
2015 and 2016. (See Exhibit 3.) Significant
further cost reduction would be necessary to
boost return on equity (ROE) to levels
acceptable to investors. Unfortunately, the
savings generated from restructurings and
business simplification programs are being
tempered by cyclical headwinds and secular
constraints. These issues make it difficult for
banks to achieve the profitability and ROE
gains they might otherwise expect. (See
Exhibits 4 and 5.)

Operating expense reductions in 2017 were
driven primarily by cuts in front-office costs,
in line with long-term reductions in head
count, particularly in FICC. While overall
front-office IT spending hasn’t declined,
some players are investing more heavily in
development and change-the-bank initiatives
than others. Absent transformative cost re-
ductions, such as a significant move toward
automation in the front office or a complete
technology infrastructure rebuild, real perfor-
mance gains are likely to remain elusive.

Other Ecosystem Players
Continued to Gain Revenue Share
Unlike banks, other ecosystem players have
benefited from the digital migration. Many
realized strong revenue gains in 2017, with
the largest increases going to asset managers
as a result of their ongoing consolidation, suc-
cessful IP licensing in ETFs, and strong mar-
ket performance overall. Data and analytics
providers and exchanges also fared well.

Exchanges, Venues, and Clearing-Houses.
Boosted by strong stock market performance
and regulatory advantages (such as cleared
swap mandates), players in this segment
generated 5% YOY growth in 2017. (See
Exhibit 6.)

Revenues from listed trade execution and
clearing activities rose by 1% in 2017 while
over-the-counter execution and clearing rose
by 6%. Posttrade services delivered 8% reve-
nue gains.

In the primary market, exchanges posted 7%
listings growth in 2017, as an increase in IPO

EXHIBIT 3 | Cost Reductions Are Keeping Pace with Revenue Declines but Can’t Boost ROEs and
Fund Investments

Operating expenses ($ billions)
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Sources: Expand Research; BCG analysis.
Note: The “other” category includes costs allocated to management, HR, communications and marketing, and corporate real estate. The front-

office category includes brokerage commissions and exchanges. Figures for 2015 were restated to remove goodwill impairments. Numbers reflect
rounding. ROE = return on equity.
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EXHIBIT 4 | Investment Banks’ Profits Declined in 2017 as FICC Profit Pools Contracted
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Sources: Company financial statements; Expand Research; BCG analysis.
Note: Based on a sample of 35 banks. Numbers reflect rounding.

EXHIBIT 5 | Average Investment Bank ROE Remains at a Low Level

Risk-weighted assets ($ trillions) Posttax global ROE (%)
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Sources: Company financial statements, BCG analysis.
Note: Based on a sample of 15 banks; ROE range based on the middle two quartiles of the sample. Numbers reflect rounding. ROE = return on
equity.
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EXHIBIT 6 | Exchanges and Data and Analytics Providers Continue to See Healthy Growth

Exchanges, venues, and clearing-houses
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Sources: Company financial statements; BCG analysis.
Note: Organic growth rates shown. The listed securities execution and clearing category includes transaction and clearing revenues for listed
trades (cash equities and exchange-traded derivatives). The OTC execution and clearing category includes OTC trading and clearing fees for
instruments traded on exchange-owned or independent electronic venues. The posttrade category includes all other posttrade fees (for example,
settlement) excluding clearing, across all products. Numbers reflect rounding.

activity boosted listings and issuer services.
That is significantly higher than the 1% YOY
growth achieved in 2016.

With the competition for trading revenues in-
tensifying, firms are diversifying their reve-
nue base and embracing data, technology,
and other nontrading revenue streams. Reve-
nue growth from indices and benchmarks
stood at 10%, while market data and feeds in-
creased by 6% in 2017, driven by strong inves-
tor demand. The strong performance of equi-
ty markets and bullish investor sentiment has
been good for ETFs; ETFs’ good fortune, in
turn, has been good for indices, benchmarks,
and data players.

Data and Analytics. Data and analytics
providers posted strong performance, with
revenues growing 7% from 2016 to 2017.
Indices and benchmarks, ratings, and soft-
ware and analytics performed especially well,
delivering 12% higher growth over 2016.
Revenue from the data and feeds subsegment
is now nearly the same size as the desktop
segment, which grew at a sluggish 2%; data
and feeds will likely eclipse desktop revenues
altogether within the next two to three years.
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We also expect continued strong growth in
software and analytics.

The shift toward passive assets under
management (AuM) has benefited the indices
and benchmarks subsegment, which saw 12%
YOY growth. A healthy debt issuance market
means that ratings revenues are likely to
remain strong in the near term. That could
change, however, if, as expected, central bank
interest rates increase in time, a move that
could decrease debt issuance and, with it,
ratings revenues. In addition, the continued
consolidation and accumulation of AuM at
the largest asset managers may increase their
negotiating power and result in price
pressure on the data and analytics providers.

Buy-Side Institutions. Traditional buy-side
asset managers delivered revenue growth of
more than 3%, resulting in $6 billion YOY
gains. Within the alternative investment
arena, private equity and hedge fund reve-
nues turned in growth of nearly 30%, driven
primarily by the strong, largely market-led,
rebound in hedge fund fee capture over the
prior year. Across the buy side, firms face
continued pressure from investors on fees.



The continued consolidation of AuM among
the largest asset managers and the steady
growth of passive investments at the expense
of active, bank, or broker-traded investments
all point to the ongoing value migration in
the asset management segment.

Total Shareholder Return Varied
Significantly

Our examination of total shareholder return
(TSR) looks at four categories of capital mar-
kets participants: pure-play investment banks,
buy-side firms, exchanges and venues, and
data and analytics providers. (See Exhibit 7.)
Since 2006, each of these categories has con-
tinued to generate positive and increasing
shareholder returns. In 2017, buy-side firms
delivered the largest gains, followed closely
by exchanges and venues and data and ana-
lytics providers. Looking at the one-year TSR
from 2017 to 2018, pure-play investment
banks benefited nearly as much as others
from the increased activity in primary mar-

kets and the market’s bullish expectations re-
garding the evolving US regulatory landscape
and future market activity. Buy-side firms saw
significant TSR improvement in the past year,
mainly as a result of the recovery in the mar-
kets. Exchanges and venues, which trailed
data and analytics providers in the years af-
ter the financial crisis, have become the
top-performing segment in terms of TSR.
They benefited from common growth drivers
in data and technology and from rising de-
mand for infrastructure services such as
clearing and posttrade processing.

Despite fluctuations across player groups in
our 2018 TSR analysis, we maintain the same
critical point laid out in 2017: value in the
capital markets ecosystem continues to be
tightly linked with data and technology. The
digital migration is real and gaining traction,
and firms that embrace this trend are likely
to realize greater relative value in the long
term.

EXHIBIT 7 | Exchanges and Data and Analytics Providers Lead Value Creation and Outperform

the Market
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Sources: S&P Capital 1Q; BCG analysis.
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Data and
analytics providers 21 17 33
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Note: Analysis includes the largest publicly traded players within each category: 11 information providers, 15 exchanges and venues, 24 buy-side
firms (including hedge funds, private equity firms, and traditional asset managers; and 10 pure-play investment banks (large pure-play investment
banks and boutiques). Indices are created by taking the median TSR value in each month for all players in the category. Numbers reflect rounding.
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I T’S now nearly a decade after the financial
crisis and the subsequent industry restruc-
turing. Unlike their performance in the after-
math of the downturns in the mid-1990s and
the early 2000s, however, investment banks
have not bounced back. Instead, banks face a
fundamental erosion in their core value prop-
ositions, an erosion that precedes the 2008 fi-
nancial crisis and has been steadily eating
away at banks’ returns in the decade follow-
ing. The revenue base is smaller than ever,
with external factors responsible for most of
the growth, and the industry remains plagued
by overcapacity. Likewise, while banks have
cut operating costs, higher legal and regulato-
ry compliance demands have held back gains,
keeping ROE firmly situated in the mid-to-
high single digits for most.

Though many banks are aware of the oppor-
tunities available to them, they feel hindered
by regulatory challenges. That’s true even
among market leaders, the banks that turned
in the strongest financial performance. While
some have expanded into nontraditional ar-
eas such as consumer lending or have begun
partnering with fintechs, many continue to
rely on conventional strategies, such as taking
market share from peers, streamlining oper-
ating models, and simplifying business port-
folios in order to increase volume, improve
productivity, and lower costs. Some have
leaned harder on existing strengths, using
their balance sheets to enhance their share in

14 \ EMBRACING THE DIGITAL MIGRATION

OUT WITH THE OLD, IN
WITH THE NEW

investment banking, for instance, and dou-
bling down on specific product and sector ex-
pertise. Still, while tactically important, these
traditional approaches have not been enough
to reverse the declining fortunes of key play-
ers within the capital markets space.

That deterioration points to a deeper mal-
aise, one that won’t easily be offset by peri-
ods of favorable market volatility or an eas-
ing of regulatory pressures. Continuing to
react to these conditions with the same “tried
and true” approaches is a losing proposition.
The only way for banks to regain their footing
and secure their long-term future is to identi-
fy the root causes of the deterioration and
make the changes necessary to address them.

Traditional Value Drivers Have
Eroded

Banks have long relied on their product and
market expertise, balance sheet strength, tal-
ent, and superior technology to raise capital,
manage risk, and advise their corporate and
investor clients. These attributes have, in
turn, created “sticky” client relationships and
superior business economics. As the market
has evolved, though, each of these traditional
sources of value is being challenged.

Banks need to address three strategic ques-
tions: How have client needs and preferences
changed over time? Can banks address these



changing client needs with traditional value
propositions? Are clients willing to pay a pre-
mium for these services?

As Exhibit 1 in the previous chapter illustrates,
institutional investor revenues continue to
outpace those of investment banks. Large in-
stitutional investor clients are now not only
using futures in place of cash securities where
they can but also aggressively negotiating the
fees for these securities. In addition, they are
sourcing liquidity for transactions from plat-
form traded funds and alternative providers.
Industry overcapacity means that capital mar-
kets clients can be more selective when choos-
ing an investment bank and in negotiating the
cost of capital-raising transactions. They also
have greater access to multidealer platforms
(MDPs) for secondary market transactions,
such as hedging FX risk, which loosens the
hold that investment banks traditionally had
in these areas.

Market structures are also changing. Bilateral,
bank-intermediated trading continues to
move to multilateral, all-to-all trading para-
digms, a change that affects not only liquid
assets like equities, FX, and on-the-run gov-
ernment securities but also historically
less-liquid assets like corporate debt, swaps,
and off-the-run government securities. Other
once reliably attractive areas, such as acting
as a primary dealer in government debt or
market making in major currency pairs by
midsize and smaller dealers, are also experi-
encing declines.

Likewise, while balance sheet strength does
matter, even this advantage has been weak-
ened by regulatory constraints on leverage
and capital. It’s hard for banks to keep de-
ploying balance sheet capital in a business
that continues to yield low ROE. Other regu-
latory constraints, such as price transparency
conditions, pose additional challenges.

Finally, although banks are investing in trad-
ing and analytics, many have been unable to
maximize the value of these investments be-
cause of limited change-the-bank budgets,
fragmented internal technology architectures,
and outmoded, nonagile working practices.
Banks (especially larger players) have unique
insights into macroeconomic activity, market

signals, and company and industry dynamics,
all of which carry enormous client value. But
unlike data and analytics providers, invest-
ment banks often lack the ability to monetize
those insights. That’s a missed opportunity
given that data and analytics providers are
seeing revenues increase at a rate of 7% while
investment banks’ revenues continue to
shrink.

Banks have uniguely deep
expertise 1n complex capital
markets transactions.

Yet, investment banks retain a number of
core strengths. Their balance sheets remain a
unique asset upon which companies (and
sometimes even competing providers) de-
pend for capital raising, block transactions,
and liquidity. Banks also have uniquely deep
expertise in structuring and executing com-
plex capital markets transactions. And their
prime brokerage offerings are an essential el-
ement of the hedge fund business model. In
addition, even as some banking-client ser-
vices become unbundled, strong links remain
in lending and transaction banking, especial-
ly in DCM and in secondary market activity
by corporate treasury departments. Banks
need to build on these strengths with new
competencies, embrace different ways of
working and experiment with different ave-
nues of growth.

Absent a serious effort to amplify their
strengths and address their weaknesses, it’s
hard to imagine how investment banks will
be able to sustain growth in an oversupplied,
rapidly commoditizing, and increasingly dis-
intermediated industry.

Digital Disruption Is Already
Underway

In any industry, the prospect of a large poten-
tial revenue pool combined with business
model stagnation heightens the likelihood of
disruption—inviting new players with new
technologies to enter and reshape the mar-
ket. Within capital markets, however, compe-
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tition from nonbank financial players such as
PTFs, financial data and analytics providers,
and even exchanges has mostly occurred
around the edges. While PTFs offer superior
analytics, faster trading speeds, and signifi-
cantly lower costs, their growth has been hin-
dered by three factors: their desire to avoid
intense regulatory scrutiny as they expand
their scale and scope, the specialized nature
of many capital markets services, and the
long-standing and sticky nature of invest-
ment-banking client relationships. That said,
banks should not be lulled into complacency.
The story of similarly regulated, oligopolistic
sectors (such as audio, video, SMS, and televi-
sion) suggests that many of these barriers can
and likely will be overcome by determined
and innovative competitors. (See Exhibit 8.)

We believe providers in capital markets are
moving away from facilitating transactions to
becoming platform businesses in which the
platform serves as a one-stop shop, integrat-
ing IP and analytics with the ability to trans-
act and communicate. Their clients will use
these networks to efficiently derive insights
from proprietary information that was previ-
ously expensive to access and open-source in-
formation that was overwhelming to analyze.

They will seamlessly source liquidity across
asset classes and participate in auditable bi-
lateral and multilateral discussions with their
own clients and broader communities that
share common interests. Crucially, these plat-
forms will adapt fluidly to each client’s inter-
nal workflow and be embedded within it to
create highly personalized user experiences.
Finally, these platforms will accommodate
qualified apps from the bank itself, from the
bank’s clients, and from third parties. The fo-
cus will be on providing the most intuitive,
comprehensive, and value-creating experi-
ence for clients.

This conception of the bank as a platform is
inspired by similar trends playing out across
industries. Platform ecosystems are allowing
businesses to extend, over time, the nature
and reach of services. The most obvious ex-
ample is Apple. Apple itself sells its products
(most commonly the iPhone) directly to its
customers. The customers can then visit the
App Store to access Apple’s own apps as well
as third-party apps developed for the iOS
ecosystem. Any provider can develop and
make its app available to customers on the
App Store, but it is subject to Apple’s approv-
al and terms. Another example, Airbnb,

EXHIBIT 8 | Shifting from a Product Business to a Platform Business

A platform integrates data, transactions, and software

Business Model Evolution

Being product centric

Balance sheet strength

Principal

Transaction pricing

Proprietary

Finance talent

Scale

Examples

Salesforce:

Spotify:

Uber:

Netflix:

Amazon:

Google:

Virtu
Financial:

Source: BCG analysis.
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Analyzes data to provide deep insights for improved
sales productivity

Relies on Al to personalize playlists, delivered over
the internet

Offers a network that matches customers to available
drivers

Charges clients by subscription rather than per
transaction or use

Significant percentage of revenues made from
distributing third-party products

Able to transact and develop capabilities faster rather
than focusing on product market share



which started as a home-sharing platform,
has grown to offer tourist experiences and
restaurant reservations as well as other trav-
el-related services—an evolution that helps
the company broaden its customer base and
add new sources of revenue. Examples such
as these can help banks map out a thoughtful
platform strategy. That strategy should be
backed up with a careful assessment of what
products and services generate the largest
pool of revenues; that will help banks identi-
fy and prioritize their platform build-outs.

As we have seen in other businesses, a
first-mover advantage is crucial because tech-
nology and information markets tend to be

highly concentrated. (Most people can easily
name five investment banks, but can anyone
name five music-streaming services?) Given
the need for speed, banks that employ agile
development techniques will have an advan-
tage. Similar to the dynamics in the Apple/
i0S app ecosystem, we expect other players
to continue to participate as providers of
apps offering specific functionality, but as
with Apple, they will be subject to the ap-
proval or curation and terms of the successful
platforms. We expect this to be a very com-
petitive marketplace, requiring significant in-
vestment in innovation, an emphasis on the
speed of delivery, and ongoing updates.
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MOVING FROM
STAGNATION TO A NEW
BUSINESS PARADIGM

N RECOGNITION OF THE ongoing digital

migration, capital markets players need to
make several changes to ensure their long-
term growth. Of these, investments in client
relationships, data and analytics, technology,
and talent are most crucial—each is indelibly
linked to emerging sources of value. By
looking to the example of digital leaders and
best-in-class practitioners across industries—
not just within financial services—banks can
augment their capabilities and evolve their
business models in step with the ongoing
migration within the market.

Capital markets players need
to make several changes to
ensure their long-term growth.

Here are the actions that we believe banks
should take to successfully address the root
causes of their value migration.

Be Relentlessly Client Centric

Given the ongoing commoditization in the
product landscape, it’s time for banks to dis-
rupt their traditional operating models and
shift from a product-centric to a client-centric
approach. Adopting this bank-wide, client-
centric service model; establishing a single
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point of contact; and creating a robust “bank
as a platform” to meet a variety of client
needs can help banks protect the client inter-
face and strengthen the client relationship.
Doing so, in our view, will be essential for
bank growth and profitability.

To deliver a superior customer experience
and better match the service delivered by
digital leaders, the industry needs to develop
personalized, client-friendly solutions based
on a detailed understanding of client needs,
purchasing habits, and share of wallet.
Customer experience has typically been a
focus in retail banking, but it is clear that
ease of use is critical to institutional clients as
well, bridging needs and access for both the
banks’ and their clients’ front and bank
offices. Banks need to harness their
considerable data assets and analytics
capabilities and offer tailored ideas, such as
hedging suggestions based on prior trades or
the existing portfolio and trading proposals
customized to investors’ strategies. Banks also
need to establish appropriate client segments
that are based not on size but on client
behavior and specific needs and to pair those
segments with effective client coverage.
Banks should also look for opportunities to
build relationships with their clients across
businesses, offering, for example, not only
trading solutions but also corporate banking
services, investment-banking advice, and
pension liability management.



Another crucial way to enhance and retain ex-
isting client relationships is for an institution
to become a leading bank as a platform and
provide clients with one-stop access to a vari-
ety of products and services, both those of-
fered directly by the bank and those devel-
oped by others (banks, fintechs, and so on).
Creating such a platform can allow banks to

remain a primary point of contact with clients.

The platform model would also provide banks
with critical behavioral data, giving them con-
tinually updated insights into client needs and
purchasing habits, which banks could then
feed into their own analytical engines.

The capital markets players that own the cli-
ent relationship will be the ones in position
to dictate commercial terms to others. Acting
on this quickly could also preempt other
banks and providers that adopt the same
strategy from getting too far ahead—a move
that could relegate laggard banks to serving
as a product provider for other ecosystems.
Success requires bold ambition. In our view,
banks need to aspire to be the Apple or Ama-
zon of financial services and not limit their
focus to ad hoc digital offerings.

EXHIBIT 9 | Creating Data-Driven Value

IP and
outcomes

Applications
and analysis

Increasing
value

Information aggregation and synthesis

Reporting, visualization, and
work flow integration

Retain the Information Advantage
with IP and Analytics

The capital markets are an information-rich
industry. However, data science skills have
not generally been applied beyond tradition-
al trading and risk management.

That’s a missed opportunity. Better bank-
wide IP management can unlock significant
value. Instead of siloed efforts, the most suc-
cessful IP management programs are central-
ized and backed by strong C-suite leadership.
A centralized, structured model can help
banks to understand where the data is and
who owns it and to manage collection and us-
age. That visibility can help banks make bet-
ter use of machine learning and predictive
analytics, derive valuable insights, and create
new products and services. (See Exhibit 9.) It
can also help banks manage regulatory and
data protection requirements—a concern that
has grown more acute in light of several high-
ly publicized breaches. (New regulations,
such as the European Union’s General Data
Protection Regulation, which takes effect in
May 2018, also impose strict requirements for
the use and management of data.)

» Customized services and IP

« Develop predictive analytics
« Use natural-language processing and
algorithmic and machine learning

» Manipulate structured data
and visualize themes in
unstructured data

» Aggregate and integrate
data sets to enable
modeling and reporting

Structured and unstructured data

Source: BCG analysis.
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Working within those regulatory parameters,
however, still leaves banks and others with
considerable room to employ their IP assets
strategically so as to increase revenue and cli-
ent satisfaction. Under a centralized model,
capital markets players should identify dis-
tinctive sources of information that can pro-
vide value-added customer insights, then look
for appropriate channels to help monetize
those insights, such as through partnerships
and the development of APIs. Examples in-
clude specialized indices and benchmarks, al-
ternative data, social media with inputs struc-
tured to predict performance, risk monitoring,
and compliance. Banks can potentially apply
machine learning to their aggregated IP to
predict liquidity or volatility events or to
make other recommendations to individual
clients. All of these IP and analytics capabili-
ties should be delivered to clients as solutions
by the bank as a platform.

Banks and others still have
considerable room to deploy
their IP assets strategically.

By parsing text on social media and examin-
ing social sentiment, for instance, banks can
become more predictive in gauging market
trends—information they can then bring to
their investment modeling and client recom-
mendations. Likewise, tracking customer re-
views online can provide banks with another
lens to assess customer creditworthiness
(stronger reviews, better sales, or a healthier
business model, for instance). Linking existing
data sets and analytics to external data can
also help banks improve risk monitoring, en-
able the advanced detection of M&A oppor-
tunities for clients, and improve the corporate
credit approval process, the scope of which
has generally been limited to historical finan-
cials.

Data-enabled products, features, and service
enhancements that provide innovative solu-
tions to nagging client pain points can help
banks differentiate their offering and com-
pete more effectively. Just as Amazon pro-
vides customers with recommendations
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based on their purchasing histories, for in-
stance, banks can parse past trading activity
to help relationship managers propose rele-
vant solutions. In these ways, more sophisti-
cated IP management can help banks provide
superior customer service and increase their
share of wallet with clients.

Reimagine Your Technology
Architecture

To support their broader digital journeys, un-
lock the value of their data assets, and, most
importantly, deliver client solutions via their
bank as a platform, banks need to establish a
superior technology backbone. Next-genera-
tion architectures, built on the cloud using
flexible, container-based applications, can
help banks accelerate automation, reduce IT
expenditures, and speed time to market.
These architectures are open and are based
on APIs that leverage internal and external
services. They allow for data to be decoupled
from legacy systems for easier access across
channels and journeys. This data-driven and
API-enabled approach helps banks to access
information resources easily and in real time,
both for internal use and for the use of exter-
nal partners and developers.

These modular and flexible open architec-
tures provide banks with a golden data layer
and the advanced analytics capabilities need-
ed to process structured and unstructured
data—giving institutions the ability to create
a digital ecosystem of data-enabled products
and services. Data integration hubs can help
banks circumvent legacy processes and auto-
mate (and redesign) new ones. That can sig-
nificantly improve processes such as know
your customer (KYC) and onboarding, and it
can help digitalize other customer journeys. A
superior technology stack and architecture
can lead to better lead management, pricing,
and client satisfaction. By embracing the
modular plug-and-play capabilities that a
next-generation architecture affords, banks
can increase the interoperability between ar-
chitecture layers, giving IT and developer
teams the ability to experiment with emerg-
ing technologies.

Next-generation architecture should be de-
signed on the basis of four key principles:



e First, it must be multiproduct, meaning
that functionality should work across all
products and be integrated across all
distribution channels. Security protocols
and controls should be embedded into
this core architecture to protect the bank
from cybersecurity threats.

e Second, the architecture must enable
integration with client systems, external
devices, and software solutions and
applications.

e Third, the architecture must be modular
to facilitate rapid changes and updates
and to free banks from the long lead times
and rebuild efforts that more rigid legacy
IT architectures require.

e Fourth, the next-generation IT model
must have a big data layer capable of
sharing data clusters across the bank,
supporting machine learning and
advanced analytics, and digesting both
structured and unstructured data. This
type of infrastructure can provide banks
with the engine needed to unlock data-
driven insights and improve client service.

To get the most out of their improved IT ca-
pabilities, banks need to significantly simplify
their application environment. Most banks
still have thousands of individual applica-
tions, many of which are redundant or out-
dated. Prioritizing software and systems that
can be scaled bank-wide can lower costs,
speed required upgrades, give banks much-
needed flexibility, and help them provide
business processes as a service in the true
sense. This is a multiyear effort, and while
some have already begun the journey, most
have not.

Attract Top-Shelf Digital Talent

Banks used to be the ultimate destination for
the créme de la créme of elite universities
and business schools who saw investment
banks as a favored route to challenging,
high-status, and rewarding careers. Not any-
more. Today’s top talent has new alternatives.
Leading players within the high-technology
sector are luring high-caliber recruits with
their innovative cultures, breakthrough busi-

ness models, and fail-fast, win-big mindsets.
At the same time, the type of talent that
banks need has changed. To deliver on the
necessary technology overhauls and develop
new data-driven products that will take them
into the future, banks increasingly need new
types of talent: software development, data
science, engineering, and other skill sets. This
new demand means that banks now vie for
talent with technology firms that have more
experience and deeper networks in recruiting
those same profiles. To source and retain the
talent they need, banks must act like digital
leaders and become more thoughtful, re-
sourceful, and innovative.

Banks need to understand
best practices 1n hinng,
development, and retention.

That starts with developing a strategic work-
force plan to identify the skill sets that will be
needed over the next three to five years. This
type of plan systematically translates an orga-
nization’s business strategy into a concrete
talent needs assessment that can inform all
phases of talent management. Using scenario
models that examine the impact of different
market and employment factors, the planning
exercise identifies expected surpluses and
gaps across the business. By anticipating cur-
rent and future staffing needs, banks can be
more proactive and targeted in determining
how to meet those needs. The process also es-
tablishes an ongoing feedback loop between
the business and the talent organization, im-
proving overall visibility and alignment.

To create work environments and career op-
portunities that match or surpass those pro-
vided by other employers of choice, banks
need to understand best practices in hiring,
development, and retention. They must then
pinpoint critical gaps between those best
practices and their existing policies and pro-
cedures. Given the high demand for many
digital skill sets, capital markets players need
to look beyond a handful of top-tier schools
for talent and consider nontraditional disci-
plines such as engineering programs where
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recruiters in the sector have historically not
been as active. Using digital tools to improve
screening and “gamify” elements of the pro-
cess, through interactive online quizzes, tuto-
rials, and other programs, can help test appli-
cants’ aptitude for the job and create a more
engaging recruiting experience. Tailored algo-
rithms, for instance, can aggregate and prese-
lect relevant student profiles to speed selec-
tion and improve the quality of the target
pool. In addition, video interviews in which
candidates respond to the same set of prere-
corded questions can help reduce uninten-
tional bias.

Agile 1s a vital enabler in
helping banks develop the
bank as a platform.

Banks must also look at nontraditional ways
to keep talent happy and motivated, such as
designing collaborative workspaces, sponsor-
ing secondments in different departments and
geographies, and evaluating innovative em-
ployee perks. Many younger employees, for
instance, value informal workspaces and a re-
laxed dress code instead of more formal bank-
ing settings and attire. On the individual level,
banks should look for opportunities to pro-
vide rising talent with stretch roles and intel-
lectually challenging projects that allow em-
ployees to grow in meaningful ways. Banks
may choose to follow the example of some
digital leaders and allow employees to dedi-
cate as much as 20% of their time to experi-
mental projects or outside volunteer efforts.
Rotations in different business units and mo-
bility opportunities across geographies are
other ways for banks to provide rich learning
and help employees broaden their experience.
Establishing open working environments and
empowering teams to take ownership of their
projects and products can boost morale and
foster an innovation-driven culture.

Ensuring that employees have a sense of pur-
pose is also key. Providing meaningful oppor-
tunities for employees to contribute their
time and skills to help others in their busi-
ness community as well as the community at

22 \ EMBRACING THE DIGITAL MIGRATION

large can contribute to professional satisfac-
tion and long-term retention. Steps like these
can help banks rebrand themselves as inno-
vative, agile, and community-minded players.

Work in an Agile Environment

Although the word agile may conjure up the
image of teams of engineers developing soft-
ware, it has evolved to become much more
than scrums and sprints.

Increasingly, BCG speaks of agile at scale,
which is fundamentally about redefining the
way in which the front-office, technology, risk
and compliance, and other functions collabo-
rate to realize large-scale change. We see ag-
ile as a vital enabler in helping banks devel-
op the bank as a platform and related
capabilities described in this chapter—and
one that delivers results faster than typical
waterfall methodologies.

Applying agile to the talent management pro-
cess, for instance, can help banks quickly
identify emerging organizational needs, facili-
tate more successful hiring, and achieve bet-
ter retention and employee engagement. Ap-
plying agile to data will result in faster
identification, experimentation, iteration, and
delivery of data products, both to internal us-
ers and to external customers. Likewise, by
using cross-functional agile teams, organiza-
tions can identify ways to deploy capital more
efficiently. And so on.

Several elements make agile effective. The
first is that agile development is designed as
an iterative process that relies on continuous
feedback from end users, be they employees
or customers. The second is that agile is nev-
er final. Instead, the emphasis on continuous
planning, testing, and integration ensures
that a product or service remains relevant
and performing well. Third, agile forces teams
and development to be adaptive, which con-
ditions the organization to respond quickly to
needs and opportunities as they arise. Finally,
agile empowers individuals and teams to
make decisions and take accountability for
the results, which can speed execution and
improve workplace culture and morale. Orga-
nizations that embrace agile practices gener-
ally see better products and features, faster



time to market, increased efficiency and pro-
ductivity, higher digitization, and greater em-
ployee engagement.

Rolling out agile across an organization may
seem daunting. However, the business can
start with a group of projects, then expand
across business lines until agile eventually
becomes the organization’s de facto way of
working. The most successful capital markets
players will use agile techniques to spur busi-
ness model innovation, making small invest-
ments in ideas, testing and iterating on those,
and refining and building what works. Con-
tinual development and innovation in this
way can help banks drive sustainable busi-
ness growth.

I NVESTMENT banks have reached a crucial
inflection point. They must embrace the

digital migration head-on or be swept up in
its wake. Banks have an opportunity to lean

on their underlying strengths—including
their considerable balance sheet and data as-
sets, their long-standing customer relation-
ships, and their institutional knowledge—to
differentiate their business models. Compet-
ing against other, more digitally mature capi-
tal markets players will require banks to over-
haul their approach to talent management,
make more strategic use of data, upgrade
their IT capabilities, and become more client
centric. Banks that move quickly and concert-
edly to digitalize their business model and
operations in these ways will be in the stron-
gest position to secure their long-term growth.
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FOR FURTHER READING

The Boston Consulting Group has

published other reports and articles

that may be of interest to senior
financial executives. Recent
examples include those listed here.
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