Better Business Banking Segmentation

Business banking — which, for the purposes of this article, refers to providing services to companies
outside of the Fortune 1000 — continues to offer attractive opportunities for banks of all sizes, be they
national giants like Bank of America, JP Morgan Chase and Wells Fargo, or local community institutions.
Moreover, because these companies have been traditional sources of job creation in the U.S. economy
and are likely to lead us out of recession, business banking opportunities should become even more
pronounced in the coming months and years.

Being able to capitalize on business banking opportunities requires careful thought and analysis. The
qguestion that we explore here is, “what is the optimal way to segment these businesses to best meet
their financial services needs while also optimizing the returns to the banks that pursue them?”

Historically, banks of all sizes have used metrics related to size to determine how best to sell to and
support the banking needs of business banking customers. Typically, this has meant looking at company
revenues and setting cut-offs to segment prospects and customers, e.g.: $1 million to $5 million for
“small businesses,” greater than $5 million to $25 million for “small, mid-sized businesses;” and,
revenues of $25 million or more for “middle market” businesses. The results of this business customer
segmentation then are used to make decisions on:

e The channel(s) used to sell and service these companies
e The skill set and experience level of the resources dedicated to them
e The set of banking product and services offered to them.

Unfortunately, using revenue-based segmentation has sometimes resulted in frustrated and unhappy
business customers and significant missed opportunities for the banks that serve them. As one example,
many small business owners are often good candidates to become wealth management clients.
However, many banks, including many national and regional banks, tend to sell and service their small-
business customers though consumer banking channels. Some of these channels (e.g., retail branches or
call centers) are not sufficiently focused on or skilled enough to meet the needs of these customers.
Other channels (e.g., consumer online banking) may not provide the bank with sufficient visibility to, or
functionality for, meeting the business or wealth management needs of these customers. Whatever the
cause, the result is that the small business customer does not believe its preferences or needs are fully
understood or are being met.

Another common size-based segmentation scheme used by banks for non-Fortune 1000 companies is
focused on the number of employees. In the United States there are nearly 27 million small businesses
with fewer than 500 employees:*
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e 25.7 million U.S. businesses with between one employee (the owner) and 19 employees
e About 600,000 businesses in the U.S. with between 20 and 499 employees

e  Roughly 200,000 businesses in the U.S. with between 50 and 500 employees

e Fewer than 100,000 businesses in the U.S. with between 100 and 500 employees?

The needs of businesses within each of these employee tiers can differ dramatically. As a result, the
number of employees may or may not be indicative of the best approach for banking them. On the one
hand, employee numbers may be helpful in offering a company payroll services or direct deposits for
their employees. On the other hand, the number of employees may provide little insight into
understanding other needs (such as cash management) or customer comfort levels around newer, more
sophisticated products and services like certain on-line banking products or remote deposit capture. The
end result may well be an unnecessary misalignment between the bank and its customer when one
need not exist, spelling missed opportunities for both the customer and the bank.

Clearly, segmenting businesses using size-based criteria has several potential shortcomings:
e An assumption that the size of the company drives their banking needs and preferences
e The potential assignment of less skilled resources to smaller companies

e Channel, product and/or service offerings not aligned with the needs of the entity

Given the shortcomings of these commonly used size-based schemes, what alternative(s) should banks
consider to enhance their ability to reach and successfully serve these businesses?

There are at least three ways that banks can improve their segmentation approach:
1. Understand the lifecycle of needs of both the business owner and the business
2. Create a scheme that focuses on the sophistication of these businesses and their needs

3. Develop a dynamic needs assessment feedback loop that enhances awareness of items 1 and 2

Lifecycle Needs

Taking these one at a time, we start with the lifecycle needs of the business owner and the business. As
depicted in the chart below, owners -- much like their businesses -- go through changes in their financial
needs, both personal and business.
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Lifecycle of Customer Needs
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Initially, the owner has credit needs, both personally (e.g., for a home mortgage) and also for business
needs (e.g., to fund the start of a business). That same customer also needs products and services to
facilitate payments and process transactions (e.g., one or more checking accounts and possibly some
basic cash management services). This customer may also have a variety of other “wealth start” needs
and related products in this initial phase of the needs lifecycle. Note that none of these are necessarily
driven by the revenues of the business or number of employees.

Each subsequent phase of the lifecycle similarly identifies potential needs on both a personal and
business level. The second phase of the lifecycle focuses on the owner’s need to begin to build personal
wealth and grow and protect the business. The third phase focuses on managing the owner’s wealth
from the business and determining the best way to realize the value of the business (e.g., through a
sales transaction). The final phase of the lifecycle addresses the owner’s retirement needs, which often
include managing the proceeds of the sales transaction or transferring some or all of the ownership of
the business.

Banks that understand this lifecycle approach to a customer’s personal and business needs can use this
knowledge to segment and pursue these businesses in an informed way. They can assemble the right
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products and services and deliver the right resources through the right channels, all in a way that is
familiar to and likely to be used by the customer at different phases of the lifecycle.

Sophistication of Needs

The second suggested approach focuses on creating a scheme based on the level of the sophistication of
these businesses and their ability to benefit from specific products or services. One of the best examples
of how this scheme can be applied relates to the cash management needs of a business. Cash
management is a critically important business need and is often the one daily banking activity for most
business regardless of revenues or number of employees. Most cash management products and services
— e.g., wire transfer, ACH, positive pay, lockbox, sweep accounts — have existed for quite some time
and are generally well understood. However, other cash management products, like remote deposit
capture, are newer and may be less well known or understood. Understanding and offering businesses
what they need related to these products — which may include creating a bundled offering with
attractive price points and the flexibility to grow or change with the needs of the business — is critical.
Segmenting customers by and offering solutions based on a customer’s level of sophistication can be
extremely beneficial to the customer and very profitable for the bank. Based on a recent Ernst & Young
survey of the fastest-growing cash management-related products, banks might want to pay particular
focus on offerings around purchasing cards (14 percent revenue increase), automated clearinghouse and
electronic data interchange services (8.5 percent increase), and wire transfers (7.5 percent increase). *

How can banks accomplish segmentation based on the sophistication of customer needs? Clearly,
applying the lifecycle of customer needs described above can be part of the answer. Another key is
gathering information about the types of businesses that may exist in the bank’s footprint or target
geography. The most critical factor, however, is in understanding the needs of different types of
businesses. Knowing, for example, the liquidity or seasonal needs of different businesses can have
significant impact on determining their cash management needs, their product needs and the level of
sophistication of the offerings most appropriate for them. A professional services firm such as a law firm
will have very different needs than a farmer, toy manufacturer or retailer. While revenue and number of
employees could have some influence on the needs of these businesses, the business type is more likely
to be the primary factor for segmentation. Understanding this — and acting on it — will help banks to
retain existing deposit customers, add new ones, and find opportunities to expand relationships into
new products and fee-based services such as wealth management.

Dynamic Feedback Loop

Finally, the opportunity for improving business banking segmentation also rests on developing a
dynamic needs assessment feedback loop. Of the three improvement opportunities, this one is perhaps
the most difficult to implement. If done properly, however, it can be the most beneficial. The underlying
concept of a dynamic needs assessment loop is quite simply to understand customer needs, value and
preferences at every possible opportunity: when the bank is soliciting prospects, when a prospect
becomes a customer and even when a customer chooses to leave the bank. The challenge for banks is
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both to create an internal culture dedicated to this concept and, of course, to implement the capability
to capture, assess and take action on the information gathered. From a business perspective this would
seem straightforward. However, many banks do not go to nearly the level of detail they need when
defining the information requirements needed to implement this type of segmentation scheme, e.g.
marrying data captured internally with outside data sources. Moreover, creating or implementing the
necessary technology environment to support this type of dynamic feedback loop presents challenges,
including:

e integrating information from applications with separate databases that may exist for each phase
of activity solicitation of prospects

e capturing customers transactions data across various disparate delivery channels

e integrating information across the totality of applications and databases related to selling and
servicing customers

Nonetheless, those banks that understand the benefit that can come from implementing a truly
integrated customer relationship strategy can, and will, ultimately create the appropriate technology
environment needed to support this strategy and benefit from the power of the information generated
to create or enhance their business banking segmentation and its effectiveness. Moreover, once the
CRM strategy and related roadmap are defined, implementation can proceed incrementally, as capital
investments allow, while still providing substantial benefit at each step along the way.

* * * * *

This article has examined the traditional approaches that banks have used to segment their business
banking prospects and customers. More importantly, it has contrasted these approaches against three
alternatives and argued that there is significant opportunity for most banks to segment businesses — and
therefore pursue, sell and service them — more effectively. While some of the approaches examined
may not work for a particular bank, each approach has merits that individually or collectively can not
only increase the returns from business banking activities, but also turn businesses into profitable
consumer banking and wealth management customers as well. And, as we all know, broadening existing
customer relationships is often the best strategy to pursue.
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