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Improving Benchmarking for Credit Unions Pre-Reading 
 
Speaker: Mike Higgins, Mike Higgins & Associates 
 
The process of benchmarking should be used to facilitate a forward looking, proactive 

analysis of where the credit union wants to be at a point in time in the future – articulating a 

clear path of how that is going to happen given recent performance and environmental trends.  

Unfortunately, too often, benchmarking is a backward looking view of what has happened in 

the past and nothing more.  Furthermore, the process is laden with pitfalls that must be 

avoided that may lead to the wrong conclusions about performance.  The most common 

pitfalls include:  

 

→ Fixation upon broad based and bottom line measures such as return on assets (ROA)  
→ Fixation upon narrowly focused measures without considering the tradeoffs that exist  
→ Poorly selected peers  
→ Assuming that average is excellent  

 
In this presentation, we will review a framework for benchmarking the areas vital to long term 

credit union sustainability and prosperity – not too broad as to be overly simplified, but not so 

narrow as to be overly complex.  Some key areas that will be covered include:  

 

→ Developing a framework for collecting and comparing information  
→ Addressing the concept of product mix as a benchmark of success  
→ Alternative methods for evaluating productivity  
→ Thoughts on selecting a peer group for comparison  

 
We will also look at two different ways to use benchmarking information.  The first is to use 

the information to perform a member benefit assessment – an analysis of the tradeoffs that 

exist between maximization of ROA and maximization of member benefit.  The second is to 

use the information to conduct a strengths and weakness analysis that quantifies how much 

of overall credit union ROA is at risk.  
 
Lastly, we will review a “spreadsheet--‐‑based” model that can be used to identify the 

performance targets necessary to promote credit union sustainability.  Attendees of the 

presentation will be provided with a web--‐‑based link to download this model for their own use.  
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Deeply embedded in the credit union tradition is an ongoing search 
for better ways to understand and serve credit union members. Open 
inquiry, the free flow of ideas, and debate are essential parts of the 
true democratic process.

The Filene Research Institute is a 501(c)(3) not-for-profit research 
organization dedicated to scientific and thoughtful analysis about 
issues affecting the future of consumer finance. Through indepen-
dent research and innovation programs, the Institute examines issues 
vital to the future of credit unions.

Ideas grow through thoughtful and scientific analysis of top-priority 
consumer, public policy, and credit union competitive issues. 
Researchers are given considerable latitude in their exploration and 
studies of these high-priority issues.

Traditionally, the Filene Research Institute focuses on long-term 
research questions that can take months or years to research and pub-
lish. Occasionally Filene also publishes Research or Innovation briefs. 
These briefs allow Filene to present important, time-sensitive, notori-
ous, and unbiased topics to the credit union system. Oftentimes 
these briefs present an opportunity to distribute original research or 
innovation findings from Filene researchers or Fellows. We hope the 
“brief ” format meets your need to obtain actionable and objective 
information in a timely manner.
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by Dennis W. Campbell,
Associate Professor,  

Harvard Business School

Benchmarking is a widely used practice and a useful tool for focus-
ing organizational improvement efforts. As this brief makes clear, 
however, benchmarking is not in and of itself a panacea. Rather, if 
conducted and interpreted appropriately, it can guide leaders toward 
key questions they should be asking about the strategies and opera-
tions of their organizations.

This brief articulates a well-thought-out and systematic framework 
for designing, implementing, and acting on benchmarking informa-
tion in a way that is tailored to generate unique insights for credit 
union leaders. It is honest about the challenges inherent in any bench-
marking exercise—ranging from the designation of peer groups to the 
choice and interpretation of multiple measures of performance— and 
provides practical advice for addressing them effectively.

The brief is strongest in developing an approach to benchmarking 
that explicitly recognizes and incorporates unique challenges faced by 
credit unions. Credit unions do not have the luxury of maximizing 
a single measure of performance like profitability, return on equity 
(ROE), or stock price. Rather, they face the very difficult balancing 
act of maximizing member benefit while generating enough profit to 
stay adequately capitalized. These dual objectives can make bench-
marking, and performance measurement more generally, very com-
plex undertakings. The framework articulated in this brief should 
help credit union leaders avoid “information overload” by focusing 
on, and understanding how to drive, the few measures that matter 
most in ensuring the long-term sustainability of their organizations.

Readers of this brief should also come away with a good perspective 
on the role of benchmarking as a tool for focusing the organization 
on strategic uncertainties and opportunities. The framework articu-
lated in this brief provides a systematic mechanism for incorporating 
external information on competitors and peers to make better strate-
gic decisions about issues ranging from product mix and distribution 
strategies to risk management.

The importance of focusing the organization on strategic uncertain-
ties through processes like those articulated in this brief cannot be 
overstated. In my own research, I have found that organizations in 
a variety of sectors often fail to “close the loop” with their strate-
gies. Businesses in virtually every industry are facing dramatically 
increased uncertainty stemming from technological innovation, regu-
latory changes, shifts in consumer preferences, and volatility in their 
markets. Even strategies that are well planned, proven, and executed 
are at risk of failure with such rapid changes in the external environ-
ment. As the world changes around strategies that are well executed 

Foreword
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and tightly linked to a company’s operations, the likelihood of a 
performance management gap increases over time as what gets mea-
sured and driven inside the organization can begin to diverge from 
what matters. At best, leaders in this situation can face the risk of 
measuring, monitoring, and driving suboptimal strategic objectives. 
At worst, they risk fully aligning the organization around executing 
strategies that will ultimately destroy value.

Luckily, this brief provides something of a road map to begin build-
ing the capability to address this challenge. In particular, I would 
direct credit union leaders to seriously consider the recommenda-
tions in this brief on the development of a benchmarking scorecard 
and the associated processes for leveraging the information from such 
a system for strategic decision making. These performance measure-
ment innovations should help credit union leaders begin to develop 
systematic processes for reviewing, testing, and adapting their strate-
gies. They also can provide a useful tool for communication between 
credit union boards and executive leadership.
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I have an ambivalent relationship with the Olympics. Sometimes, 
I get swept up in the beauty, grace, and determination of high- 
performance athletes; other times, the whole thing strikes me as 
excessive, especially when entire societies collectively fret about 
who came out on top. This past summer, for example, there was 
much gnashing of teeth about who could rightfully claim Olympic 
supremacy: Was it the established superpower of the United States 
or up-and- coming China? Over here in Canada, we worried that 
our “own the podium” strategy had failed—that somehow we were a 
lesser nation—because we only won one gold medal.

Meanwhile, a small cottage industry sprang up in an attempt to 
measure Olympic supremacy by factoring in things like population, 
economic power, and Olympic- related spending—including a study 
by New Zealand’s statistical agency. None of the big players, least 
of all the United States, China, or Canada, comes out looking too 
pretty in any of these analyses.

At the end of the day, these debates boil down to the messy business 
of choosing the right peer group (benchmark) and then measuring 
the right things in the right way. The same is true for credit unions 
that want to benchmark their performance against a peer group. 
Consultant Mike Higgins says that in theory, this process should be 
clinical, data driven, and void of emotion, but in practice the exact 
opposite is true. It is hugely emotional, just like competition among 
athletes and their respective countries at the Olympics.

What Is This Research About?
As the debates about Olympic supremacy show, benchmarking is not 
as simple as it seems. Who should you compare yourself to? What 
should you compare, and how? What are some of the pitfalls of 
benchmarking?

Higgins answers these questions and others in an engaging and 
approachable style, always using clear and easy-to- follow examples 
to illustrate his point. Along the way, he provides useful and succinct 
templates that can help credit unions start their own benchmarking 
process or, if they’re already engaged in the process, think about ways 
they can improve their benchmarking practices.

Executive Summary and Commentary

by Marc André Pigeon,
Director, Financial Sector Policy, 
Credit Union Central of Canada
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What Are the Credit Union 
Implications?
Benchmarking, when conducted appropriately, yields several benefits 
for credit unions. It can help credit unions identify best practices, 
monitor a changing landscape, test a hypothesis, define a course of 
action, or simply see who is very good at something so they can be 
contacted to find out why they are successful.

While these benchmarking benefits are universal, credit unions have 
to approach benchmarking differently than for- profit institutions 
where the bottom line is “the bottom line.” For credit unions, the 
endgame is sustainability—generating profits so that the institu-
tion can continue to provide benefits to its members and jobs to its 
employees. Sustainability would be easy to achieve in an unchang-
ing world, but of course that’s not where we live—as Higgins notes, 
every year, day-to-day operating expenses increase and credit losses 
are incurred.

The sustainability objective implies a unique credit union system 
dynamic. To offset the steady march of rising costs, credit unions 
have to grow what Higgins calls “net revenue” (net interest income 
plus noninterest income). And since most net revenue is generated 
from the balance sheet, credit unions have to grow their assets while 
minimizing credit losses. But asset growth can only happen if it’s 
supported by capital (which is scarce). Credit unions must therefore 
grow capital faster than assets or else suffer deterioration in key capi-
tal ratios. This in turn means achieving a long-term ROE that equals 
or exceeds asset growth.

For Higgins, this credit union system dynamic suggests six core areas 
where credit unions should focus on benchmarking their activities 
and asking themselves some tough questions, namely:

1. Asset growth: Where is the asset growth coming from (e.g., loans 
versus investments) and how does our growth compare to our 
peers?

2. Product mix: How does our product mix compare to our peers, 
especially with respect to capital- efficient products that provide 
noninterest income?

3. Interest rates: Who has the best rates and why? (Higgins suggests 
focusing on forward- looking offer rates rather than backward- 
looking portfolio rates.)

4. Operating expenses: Who has the best efficiency ratio and why? 
Does the efficiency ratio tell us everything we need to know? 
(Higgins says no and suggests an alternative measure.)

5. Credit losses: How do our delinquencies and net charge-offs 
compare to our peers? Internally, a credit union might ask itself 
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how it is trending (up, down, or flat) on key measures such as the 
weighted average credit score of loans outstanding or household 
income as a percentage of loans outstanding.

6. Capital adequacy: How does the institution’s total and risk-
weighted capital compare to its peers?

After providing much more detailed and often critical advice (rela-
tive to established norms) for each of these areas, Higgins pulls the 
threads together by suggesting two complementary ways of framing 
the benchmarking process, namely member- value assessment and 
venerable SWOT (strengths, weaknesses, opportunities, and threats) 
analysis. Member- value assessment looks at the benchmarking 
process through the prism of providing maximum member benefits 
given the sustainability mandate. In other words, it focuses on how a 
credit union, relative to its peers, is managing the trade- off between, 
say, providing a fat patronage payment and the consequences of 
that for sustainability. The SWOT analysis approach, on the other 
hand, compares a credit union’s performance with that of its peers in 
each of the six core areas and then labels each area (or subarea) as a 
member benefit, improvement opportunity, or “ROA lift”—a boost 
to return on assets.

As Higgins stresses, the benchmarking process is not without pitfalls. 
If credit unions choose the wrong peers, for example, they can learn 
the wrong lessons. Just because two credit unions have $500 million 
(M) in assets does not mean they are a good match for benchmark-
ing purposes—they may have different strategic visions, different 
commitments to their branch networks (as part of their strategic 
vision), or simply different membership bases with different needs 
and aspirations. The benchmarking process can also flounder if credit 
unions try to measure too many things, fail to adequately understand 
the context of their peers’ successes and failures, rely exclusively on 
annualized data (which can hide misleading one-off gains or losses), 
or simply fail to ask “why” enough.

But as the Olympics teach us, obstacles and pitfalls can be overcome. 
It takes commitment, hard work, clear thinking and planning, a well-
thought-out peer group, and, above all, the willingness to approach 
the process in the spirit of seeking truth and with a recognition that 
despite our fervent desires as co- operators, we can’t all be above aver-
age all of the time.
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Scope of Research
The objective of this research brief is to help develop a framework 
for benchmarking with a focus on strategic objectives and long-
term credit union sustainability rather than detailed process metrics, 
regulatory adherence, and internal policy. There are a number of 
third- party vendors that provide highly focused process benchmarks 
and market data. Regulatory adherence and internal policy (liquid-
ity, interest rate risk, economic value of equity, etc.) are considered 

minimum requirements that 
must be met in order to oper-
ate the credit union and are not 
addressed in this brief. While 
these “risk” factors are inher-
ently important, the absence 
of a clear definition of how 
they are precisely measured (no 

universally accepted standard exists) and the inability to efficiently 
collect the necessary information place them outside the scope of this 
brief.

Why Benchmark?
In the broad context, benchmarking can mean a lot of different 
things to a lot of different people; however, the process of bench-
marking in its most basic form compares one’s performance against 
that of other organizations (external benchmarking) or operating 
units within the organization (internal benchmarking). It allows one 
to see how one measures up against peers, identify best practices, 
monitor a changing landscape, identify trends, test a hypothesis, 
define a course of action, or simply see who is very good at some-
thing so they can be contacted to find out why they are so successful.

Benchmarking Pitfalls to Avoid
In theory, the process of benchmarking should be very clinical, data 
driven, and devoid of emotion. In practice, the exact opposite is true; 
it is a very emotional process. At its core, benchmarking is a direct 
process of assessing the performance of people (not data) in terms of 
above average or below average, and nobody wants to be told they are 
below average.

Benchmarking should be approached in the spirit of seeking the 
truth and with an understanding that no organization will be above 
average in all aspects of performance. Benchmarking efforts should 
embrace the credit union movement’s mission to serve members 

While “risk” factors are inherently important, clear definition 
of how they are precisely measured (no universally accepted 
standard exists) and the inability to efficiently collect the neces-
sary information place them outside the scope of this brief.
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and realize that time changes all things. Industry leaders can become 
industry laggards if they fail to adapt.

Here is a brief list of common benchmarking pitfalls to avoid:

•	 Broad	or	bottom-	line	measures	of	performance	such	as	ROA,	
asset	size,	and	asset	growth. These metrics of performance 

include so many variables and 
so much “noise” that they are 
actually unreliable indicators of 
success. This is especially true in 
an industry where the objec-
tive is not to maximize profit 
but rather to strike a balance 
between profit and member 

benefit. For example, a credit union that strives to maximize 
member benefit in the form of favorable interest rates for mem-
bers (including patronage dividends) is intentionally and simul-
taneously suppressing net interest margin, efficiency ratio, ROA, 
and ROE.

•	 Overly	narrowly	focused	measures	of	performance	(bench-
marking	in	a	vacuum). Benchmarking is a context- based exercise 
in that data must be assessed relative to the overall scheme of 
things. For example, beating up the CFO for a poor investment 
portfolio yield when the loan-to-asset ratio is 85% is pointless. 
All of the surplus funds must be held in low- yielding, short-term 
investments (or cash) for liquidity purposes.

•	 Poorly	selected	peers. An organization with a large and rapidly 
expanding branch network will have fundamentally different 
processes and expense structures than a similarly sized organiza-
tion with two or three locations in a mature market. In addition, 
the use of wide peer-group bands such as “$100M–$500M” and 
“$500M and over” is flawed. The operating leverage among the 
lower and higher ends of these bands is dramatically different 
due to scale. Consider operating model and credit union strategy 
when selecting a peer group; however, don’t be blind to alterna-
tive ways that a credit union can be operated.

•	 Measuring	too	many	things. This leads to “analysis paraly-
sis.” One does not need to measure scores of items. Narrowing 
them down to the vital few is sufficient. Doing so creates clarity 
of focus for management teams and board members alike. An 
economist once said that if you torture data long enough, it will 
confess to anything.

•	 Not	clearly	defining	each	metric. For example, when measur-
ing net interest margin, does that include provision for loan loss 
expense or not? Failing to clearly define how a metric is measured 

At its core, benchmarking is a direct process of assessing the 
performance of people (not data) in terms of above average 
or below average and nobody wants to be told they are below 
average.
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leads to uncertainty, and uncertainty leads to indecision (and 
inaction).

•	 Annualizing	data. Annualizing data can falsely represent per-
formance. For example, a credit union that realizes a one-time 
or seasonal source of income or expense will not have that same 
occurrence in every remaining month or quarter of the year. Peer 
comparison should be based on recent historical performance 
(one to three years or more) and not annualized projections of the 
most recent reporting period.

•	 Not	asking	“why”	enough. In order to get to the root of any 
problem, one needs to ask “why” over and over again until the 
root cause is uncovered. Benchmarking will always produce the 
same results unless you figure out why performance is what it is 
and then focus on what you are going to do about it. And at the 
end of the day, that is what benchmarking is all about: focusing 
on improvement where necessary and sustaining performance 
that is superior.

•	 Assuming	average	is	excellent. On a scale of 1–10 (10 being the 
best), peer group average is a 5. Don’t settle for mediocrity. Your 
members deserve better. Determine the needs of your members, 
then strive to be the best at serving those needs (assuming it 
makes business sense). Successful organizations figure out a way 
to differentiate themselves from the crowd.

Credit Union System Dynamics
Ultimately, all credit unions have the same objective: long-term 
sustainability. Sustainability keeps the credit union alive as an ongo-

ing entity, produces continuous benefit to 
its members, and provides job security for its 
employees.

Regardless of geography, asset size, or mar-
ket focus, all credit unions are confronted 
with the same set of industry dynamics (see 
Figure 1).

Every year, day-to-day operating expenses 
increase and credit (loan) losses are incurred. 
In order to offset this, net revenue growth is 
required.1 Since a majority of net revenue is 
generated from the balance sheet, asset growth 
is necessary. However, because credit unions 
operate in a capital- constrained industry, they 
must accrete (grow) capital faster than assets 
or they will see deterioration in their capital 
ratio. In short, ROE must be equal to or 

Expense
growth

Balance sheet
growth

Net revenue
growth

Credit
losses

Capital
growth

Figure 1: Industry Dynamics: Circle of Life or 
Spiral of Death
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greater than asset growth over the long term (unless you have a lot of 
capital and can justify squandering it).

Credit Union Sustainability 
Benchmarks
Recognizing the industry dynamics facing credit unions, a robust 
set of sustainability benchmarks should revolve around the six areas 
shown in Figure 2.

There are probably tens if not 
hundreds of tactical, process, and 
activity metrics that support these 
areas (including regulatory and 
policy components); however, if the 
realities of the industry dynamics 
cannot be successfully managed, 
then the credit union’s sustainabil-
ity will come into question or its 
performance will be suboptimized 
at the expense of member benefit. 
In the pages that follow, we will 
address specifically what to measure 
in each of the six benchmarking 
categories.

Keeping Score
A consistent manner of keep-
ing score is extremely important. 

Unfortunately, not all organizations measure things the same way. 
Because of this, it is essential to develop a library of how data are 
mapped into each benchmark of performance.

Figures 3 and 4 provide a very basic example of how to map data 
into a standardized benchmarking income statement and bal-
ance sheet. The categories should be discrete and clearly defined to 
eliminate the “noise” associated with a lack of granularity. Naturally, 
it is possible to develop a data map with more detail than what is 
presented here (breaking down loans into multiple categories, for 
example); however, it is important to make the definitions clear so 
that data are correctly captured for comparison. No matter how you 
choose to develop your data map, it must reconcile with the actual 
financial statements produced. Ultimately, the mapping of data 
should produce more answers than questions.

This brief is directed at leaders of both Canadian and US credit 
unions. While the dynamics of sustainability are identical in the 

Capital growth
(ROE)

ROE must meet or 
exceed asset growth=

Growth

Product mix

Interest rates

Operating expense

Credit losses

Capital adequacy

Figure 2: Sustainability Benchmarks
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two countries, the terminology used to describe those dynamics is 
different. For example, in Canada, the term “shares” refers to equity 
capital; in the United States, the term “shares” refers to deposits. For 
the benefit of the reader, and to avoid mixing terms, Figures 3 and 
4 can serve as a “data dictionary” when referring to components of 
each benchmarking area or metric. The objective is not to create 
controversy around the definition of terms, but rather to create com-
monality in what purpose each balance sheet category serves or what 
level of income or expense is created on the income statement.

In the United States, a governing body called the National Credit 
Union Administration (NCUA) collects information in a consistent 
format. For credit unions in Canada, developing a data mapping 
table will be imperative to insure quality of comparison. Investing a 
great deal of time and effort up front will pay off once the analysis 
begins.

Figure 3: Balance Sheet Data Mapping

Assets Loans All loans outstanding on balance sheet regardless of delinquency or nonaccrual status

This category could be further broken down by product type such as real estate, auto, 
credit card, etc., or by interest rate type such as fixed, variable, and hybrid (fixed then 
variable)

Bottom line: Member assets deployed into loans

Surplus funds Cash balances and all earning assets that are not loans

This category could be further divided into cash, short-term investments, mid-term 
investments, long-term investments, etc.

Bottom line: Liquid member assets that have not been deployed into loans

Loan loss reserve Balance of loan loss reserve (allowance for loan and lease losses)

Bottom line: The “self insurance” fund for potential credit-related losses in future periods

All other assets All remaining assets such as buildings, equipment, prepaid expenses, intangibles, etc.

Bottom line: Nonearning member assets

Liabilities and equity Relationship funding Member-provided funding where things like convenience, location, service, and access 
to funds are more important than interest rate. Generally speaking, these accounts have 
lower rates and do not include accounts where members temporarily park money, earning 
a decent yield while waiting for rates to increase.

In Canada, this would include demand deposits, chequing, regular savings, etc.

In the United States, this would include share drafts, regular shares, savings accounts, etc.

Bottom line: Funding provided by members where rate is not very important

Rate-sensitive funding Member-provided funding where interest rate is a determining factor in choice of a 
financial institution. This category also includes borrowings.

In Canada, this would include variable-rate hybrid savings, variable-rate registered plans, 
time funding, term funding, borrowings, etc.

In the United States, this would include money markets, share certificates, individual 
retirement accounts, nonmember balances, borrowings, etc.

Bottom line: Funding provided by members where rate is important; also includes 
borrowings since they are not the result of a relationship

Other liabilities All remaining liabilities such as accrued interest payable, etc.

Equity capital All sources of equity capital commonly referred to as reserves, equity shares, undivided 
earnings, etc.
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Benchmarking Growth
Asset growth is important, but where growth occurs is far more 
important than how much growth occurs. Furthermore, asset growth 
is driven by liability growth: You can’t grow assets without growing 
liabilities and capital. This is too often forgotten. The phenomenon 
of Bank Transfer Day fueled a lot of overall asset growth. Unfor-
tunately, most of the growth in assets was in the lower- yielding 
investment portfolio and not in higher- yielding loans (at time of 
publication). Because yields on investments are currently so poor, 
this kind of asset growth actually suppresses net interest margin, ROA, 
ROE, and the total capital ratio. A credit union that focuses solely 
on these bottom- line metrics of success may actually be compelled 
to engage in higher levels of risk to improve performance rather than 
simply recognizing the implications of asset growth coming from the 
liability side of the balance sheet.

Figure 4: Income Statement Data Mapping

Net revenue Loan interest income All interest and fee income that is counted as interest income as it relates to the same 
category(ies) on the balance sheet

Surplus funds income All interest income from surplus funding sources as it relates to the same category(ies) on 
the balance sheet

Note: Excludes extraordinary gains and losses on investments

Relationship funding 
expense

All dividend/interest expense on funds as it relates to the same category(ies) on the 
balance sheet

Note: The terms “dividend expense” and “interest expense” are used interchangeably

Rate-sensitive funding 
expense

All dividend/interest expense on rate-sensitive funding as it relates to the same 
category(ies) on the balance sheet

Note: The terms “dividend expense” and “interest expense” are used interchangeably

Noninterest income All other sources of day-to-day operating income including income from subsidiaries

Operating expense Personnel, premise, and 
other operating expense

Day-to-day operating expense including normal operating losses but not including 
provision for loan loss expense

Surplus before 
provision

Net revenue less 
operating expense

Profit/surplus after normal, day-to-day operating activities; income remaining to cover 
credit losses and provide capital growth

Note: The terms “profit” and “surplus” are used interchangeably

Credit loss expense Provision for loan loss 
expense

Expense necessary to keep loan loss reserve adequately funded

Surplus after provision Surplus after provision 
for loan loss expense

Surplus after impact of credit losses and loan loss reserve requirement

Note: The terms “profit” and “surplus” are used interchangeably

Extraordinary items Unusual gains and 
losses, income and 
expense

Items that are not a part of day-to-day operations; includes patronage dividends since 
they are a result of operations,rather than a driver of day-to-day operations. Also includes 
extraordinary gains and losses on investments.

Bottom Line: Unusual, nonrecurring, or extraordinary income or expense that would 
create a one-time jump or drop and would otherwise distort measurement of performance 
should be recorded and footnoted in this category

Income taxes Income tax expense As applicable

Net income Net surplus after all 
expenses

The bottom line
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Benchmarking balance growth should be centered on three primary 
areas, listed here in order of importance:

1. Loan growth.
2. Relationship funding growth.
3. Rate-sensitive funding growth.

In the current interest rate environment (2012), loans produce 
the most economic value because the yield on surplus funds (asset 
balance not loaned out) is so low. Relationship funding balance 
generally has a longer life and lower interest rate than rate- sensitive 
funding and is therefore more economically important.

Generally speaking, one should be more interested in the volume of 
growth (dollars versus peer) than the percentage of growth. While 
relevant when looking at market share, percentages can be mislead-
ing (20% growth on a small base looks impressive, but in terms of 
volume, it is not). Volume of growth tells you exactly what happened 
over a period of time. You can use volume to answer questions like 
this: Competitor A has the same number of loan officers in their lending 

function. Why is it that they grew 
volume three times more than we 
did during the last quarter?

Furthermore, in an ideal world, 
growth would be benchmarked 
against a set of peers that 
compete in the same geographic 
markets. Benchmarking growth 

against peers that are located hundreds or thousands of miles away 
may not hold much relevance; however, technology has broken down 
many geographic borders. Contemplate the implications of geo-
graphic peers accordingly.

After reviewing the results, the questions to ask are:

•	 Did we keep pace with peer, grow faster than peer, or lose ground 
to peer?

•	 Who is responsible for growth in our organization? What tactics 
or action plans are they engaging in to generate growth? Are they 
effective? If not, then why?

•	 Are we in the right markets to begin with? Are the markets 
expanding, static, or contracting?

•	 What are the differentiating factors that set us apart from our 
competitors? Do our members and prospective members perceive 
these as differentiating factors? If not, then why?

Volume of growth tells you exactly what happened over a 
period of time. You can use volume to answer questions like 
this: Competitor A has the same number of loan officers in their 
lending function. Why is it that they grew volume three times more 
than we did during the last quarter?
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•	 Who experienced the most growth in each category? Do we know 
why that is? Can we contact them to find out what practices or 
efforts led to their success?

In addition to balance growth, monitoring member growth has 
merit. Member growth does not always mean balance growth, and 
periodically purging or updating the member database can skew 
results; however, an organization that cannot grow its membership 
base will generally have a harder time growing balance than one that 
is successful in attracting new members. Specifically, the following 
items can be benchmarked internally to assess trends:

•	 Total membership (growing, flat, or declining).
•	 Average member age (increasing or decreasing).
•	 Number of new members by age demographic (e.g., under 18, 

18–24, 25–40, 41–65, etc.).
•	 Member turnover by age demographic (e.g., under 18, 18–24, 

25–40, 41–65, etc.).
•	 Percentage of single service members (i.e., members with narrow 

relationships who are not utilizing the full breadth of credit union 
products).

•	 Single service member turnover (i.e., narrow relationships).

This list is not exhaustive, but it illustrates how membership infor-
mation can be used to gain a greater understanding of where and 
why growth is occurring (or not occurring).

Benchmarking Product Mix
One of the greatest mistakes management teams and boards of 
directors can make is overly focusing on the income statement and 

ignoring the balance sheet. 
Industrywide, credit unions 
generate about 70% of their 
total net revenue from the bal-
ance sheet (net interest margin) 
and 30% from noninterest 
income sources. The reality 

is that the income statement is simply a reflection of balance sheet 
management and not the driver of it.

It is a global best practice to understand sales ranked by contribution 
margin (product mix). Credit unions should not be exempt from this 
practice. In terms of contribution margin and efficient use of capital, 
here is a list of major products in rank order:

1. Noninterest income (including subsidiary income).
2. Loans.

One of the greatest mistakes management teams and boards of 
directors can make is overly focusing on the income statement 
and ignoring the balance sheet.
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3. Relationship funding.
4. Rate-sensitive funding.

A strong product mix would be indicated by a higher percentage of 
“sales” in noninterest income, loans, and relationship funding with a 
lower percentage of sales in rate- sensitive funding. This is illustrated 
in Figure 5. A weak product mix would be the exact opposite and is 
shown in Figure 6.
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Why is this important? Credit unions with a weak product mix 
have to grow assets much faster than those with a strong product 
mix to offset annual increases in operating costs and credit losses. 

This places a strain on the total 
capital ratio. Furthermore, a 
weak product mix could be a 
sign of systemic problems (e.g., 
a credit union that cannot sell 
or capture the most desirable 
market segments).

In terms of benchmarking, a good set of metrics would include:

•	 Noninterest income as a percentage of assets (excluding extraordi-
nary gains/income).

•	 Loans as a percentage of assets.
•	 Relationship funding as a percentage of assets.
•	 Rate-sensitive funding as a percentage of assets.

To create a more meaningful assessment of performance, if any of the 
preceding categories are worse than peer (or target), then the number 
of years to catch up to peer (or target) at a standard growth rate (5% 
per year, for example) should be calculated.

After reviewing the results, the questions to ask are:

•	 Why is our product mix stronger (or weaker) than peer? Can we 
sustain our advantage over time? If it is weaker, what can we do to 
improve it?

•	 Do we have a large enough net interest margin to stay adequately 
capitalized if we grow our current product mix?

•	 Which is growing faster, funding sources or loans?
•	 Which is growing faster, relationship funding or rate- sensitive 

funding?
•	 How much ROA are we giving up with inferior product mix? 

How much ROA are we getting with superior product mix?

Benchmarking Interest Rates
Proper balance growth and strong product mix lead to sustainability, 
create member benefit, and provide job security. What about inter-
est rates? Interest rates are a paradox. In order to maximize member 
benefit, a credit union would have member- favorable rates on loans 
and shares (which reduces net interest margin and ROA/equity) and 
better-than- peer performance on surplus funds not loaned out. How-
ever, if rates are too favorable to members, then sustainability can be 
jeopardized because the credit union cannot accrete capital quickly 
enough to offset balance growth at such a thin margin.

Credit unions with a weak product mix have to grow assets 
much faster than those with a strong product mix to offset 
annual increases in operating costs and credit losses. This places 
a strain on the total capital ratio.
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Another paradox is what to benchmark—portfolio rates or offer 
rates? Portfolio rates are the yields on loans and investments and 
the costs of relationship funding and rate- sensitive funding (i.e., a 
backward- looking history of how each loan, investment, and funding 
contract was structured at origination that now sits on the balance 
sheet producing interest income or incurring interest expense).

On the other hand, offer rates are how products are currently priced 
today and might not be reflective of historic yields and/or costs. For 
example, the current offer rate on a 12-month, time-based deposit 
might be 1.00%, while the overall cost of all time-based deposits 
on the balance sheet (which might have an average remaining life 
of three years) might be 2.25%. Why the difference? Portfolio cost 
captures how each contract was structured at the time of sale. Maybe 
a promotional rate was offered that drove in a lot of balance. Con-
versely, offer rates capture how contracts are being structured today.

Which is more important—offer rates or portfolio rates? Certainly, 
both matter; however, one might do well to focus more energy 
on offer rates. You can collect this information by simply view-
ing competitor websites or subscribing to a rate shopping service 
through a third- party vendor. The reason focusing on offer rates is 
so important is that it is very difficult to capture market share with 
uncompetitive rates; furthermore, you run asset- liability risks from 

improperly structured contracts 
being added to the balance sheet 
today, not last week, last month, 
or last year.

Can you benchmark portfolio 
rates? Of course you can. You 

just have to realize the limitations of doing so. For example, the aver-
age loan yield for a credit union with 90% of its loans in unsecured 
credit card debt will be a lot different than one with 90% of its loans 
in fixed-rate mortgages. Regardless, ranking peers high to low on 
interest rates on loans, investments, relationship funding, and rate- 
sensitive funding will open the door to a lot of questions and possi-
bly some answers that may lead to improvement in performance. For 
example, Why does Credit Union A have an investment portfolio yield 
that is twice as high as ours?

After reviewing the results, the questions to ask are:

•	 Why is our loan yield higher (or lower) than peer? Is that a func-
tion of interest rates or mix within the loan portfolio? The same 
questions can be asked on the funding side.

•	 Are we at risk of losing loans to our competitors as a result of 
members refinancing down to a lower interest rate?

Which is more important—offer rates or portfolio rates? Cer-
tainly, both matter; however, one might do well to focus more 
energy on offer rates.
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•	 Are we at risk of losing funding sources to our competitors as 
a result of chasing higher interest rates (i.e., the member owns 
the “call option” on deposits, and a penalty for early withdrawal 
might not be sufficient to keep funds in a rapidly rising rate 
environment)?

•	 Is our funding product mix being distorted by members “park-
ing” funds waiting for rates to increase?

Benchmarking Operating Expense
Of all the benchmarking categories, operating expense is the one that 
management teams and board members tend to gravitate toward 
the most. Management teams try to justify their expenditures, while 
board members are suspicious of wasteful spending.

One has to be especially careful when selecting a peer group for bench-
marking operating expense. As noted in the section on pitfalls at 
the beginning of this brief, benchmarking expense with two credit 
unions with similar asset size and product mix but a dramatically dif-
ferent number of branch locations will almost always show the credit 
union with more branches in an unfavorable light due to occupancy 
costs and minimum staffing requirements. One has to be able to dis-
cern between strategically different modes of operation and qualify 
any comparisons accordingly. Does this mean you should never 
compare the business models of credit unions with significantly dif-
ferent numbers of branches? Absolutely not! The credit union with 
more branches might have a broken business model that needs to 
be revamped to look like the credit union with fewer branches. The 

key to benchmarking expense 
is to have a large enough peer 
population to be able to sum-
marize overall performance 
against peer—and to see where 
you rank individually against 

each member of the peer group on various aspects of performance so 
you can ask the right questions about why differences in performance 
exist.

Two Views of Operating Expense: Efficiency versus Activity Balance
At the end of the day, enough net revenue must be produced to 
cover operating expense and credit losses and provide for some 
capital accretion. Because of this, measuring operating expense as 
a percentage of net revenue (the efficiency ratio) is very important. 
For example, a credit union with operating expense of $95 and net 
revenue of $100 has an efficiency ratio of 95% (95/100 = 95%). 
This means 95% of every dollar of net revenue produced is con-
sumed by operating expense. This leaves only 5% of net revenue to 

One has to be especially careful when selecting a peer group for 
benchmarking operating expense.
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cover credit losses and capital growth—not much at all. Conversely, a 
credit union with operating expense of $60 and net revenue of $100 
has a 60% efficiency ratio and a larger operating surplus left over 
to cover credit losses and capital growth (40% of net revenue). The 
60% credit union operates much more efficiently than the 95% credit 
union (the lower the number, the better—the less expense required 
to produce and/or support a dollar of net revenue).

The problem with the efficiency ratio is that it does not tell you 
whether you have an expense problem or a revenue problem. It could 
be that you are indeed very efficient on the expense side but operate 
very poorly on the revenue side and therefore are inefficient because 
of revenue. The revenue problem could be a result of poor product 
mix or giving too much rate away in the form of member benefit. 
Going back to the pitfalls, the efficiency ratio is a very robust metric, 
but it is broad as well. It is very important and should be evaluated, 
but not in isolation.

In order to combat the flaws of the efficiency ratio, employee head-
count or operating expense relative to asset balance is often evaluated. 
However, I cringe every time I hear a board member rattle off how 
the credit union is performing on total assets per full-time equivalent 
or operating expense as a percentage of total assets. As we discussed 
in the section on growth and product mix, not all assets (or liabili-
ties) are created equal. It is easy to grow assets by offering a special 
rate on time-based funding sources (liabilities). Recall that liability 
growth increases asset balance. If assets grew 3% because time-
based funding grew and those funds were not loaned out, then little 
economic value was created and minimal effort to administer and 
support the “asset” growth is necessary; however, total assets per full-
time equivalent and operating expense as a percentage of total assets 
would show marked improvement.

Contrast that against a credit union with high relationship fund-
ing and loan-to-total-assets ratios (i.e., desirable factors that drive 
sustainability). Considerable effort is required to administer and 
support these items that produce significant levels of economic value. 
Unfortunately, a naïve benchmarking assessment that uses headcount 
or expense relative to total assets would indicate that this credit union 
has significant room for improvement. Nothing could be further 
from the truth.

Generally speaking, it also takes a significant amount of expense 
to support noninterest income generation. To illustrate this point, 
consider a credit union with a subsidiary that spends $85 to produce 
$100 of net revenue and requires little, if any, capital (insurance, 
wealth management, etc.). That translates to a 15% profit margin 
on sales ($100 net revenue – $85 operating expense = $15 profit 
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margin). Since the revenue production requires little capital, the 
ROE on this line of business is very high—so high that the objective 

should be to continue to capture 
market share at a 15% profit 
margin. Doing this exact activ-
ity will destroy the traditional 
and closely watched expense-
to-assets ratio—the same ratio 

misguided board members like to hammer the management team 
with every quarter.

To address this problem, and to counterbalance the efficiency ratio, 
one can measure expense as a percentage of activity balance. Activity 
balance is defined and computed as follows:

Activity balance = Loan balance + Relationship funding balance + 
Equivalent noninterest income balance

and

Equivalent noninterest income balance =  
Noninterest income / Net interest margin percentage

Equivalent noninterest income balance “grosses up” noninterest 
income into an equivalent asset balance using the credit union’s 
net interest margin. In plain language, it tells you how large nonin-
terest income would be at the overall credit union net interest margin 
if noninterest income were a balance sheet asset.

For example, let’s take a $500M credit union that produces $8M per 
year in noninterest income and has a net interest margin of 3.5% 
(as a percentage of assets, excluding loan loss provision expense). If 
noninterest income were an asset, it would have a balance of almost 
$230M (about 45% of total assets) because an asset balance of 
$230M at a 3.5% margin would produce about $8M in income.

Converting noninterest income to equivalent asset balance produces 
a very revealing number that illustrates the degree to which credit 
unions rely on noninterest income sources for their survival.

Because activity balance is more aligned with expense than total 
assets is, one gets a more accurate picture of expenditures relative to 
the activity necessary to administer and support the factors most vital 
to long-term credit union sustainability. In addition, because com-
pensation expense represents such a large part of operating expense, 

Generally speaking, it also takes a significant amount of 
expense to support noninterest income generation.

Converting noninterest income to equivalent asset balance produces a very revealing number that 
illustrates the degree to which credit unions rely on noninterest income sources for their survival.
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one should break down the total expense as a percentage of activ-
ity balance into compensation expense as a percentage of activity 
balance and noncompensation expense as a percentage of activity 
balance.

After reviewing the results, the questions to ask are:

•	 Who has the best efficiency ratio? Is it because they are more 
efficient on the expense side or is it because they generate more 
revenue?

•	 Who has the best ratio of expense to activity balance? What are 
they doing differently? Is it something that we can attempt to 
replicate?

•	 How quickly are our expenses increasing? How does that relate to 
peer?

Benchmarking Credit Quality
As with operating expense, credit quality is a highly monitored area. 
Credit quality begins with underwriting. The seeds of success or fail-
ure are planted at origination. That being said, strong but reasonable 
underwriting standards are required and must be consistent with the 
credit union’s overall level of loss tolerance and its ability to absorb 
losses.

Generally speaking, the wealth of data the credit union can track 
internally dwarfs what is readily available externally. Internally, the 
credit union would be well served to develop a pipeline of sequen-
tial early warning indicators of potential credit problems or elevated 
levels of underwriting risk. At a summary level, the following items 
could be monitored:

•	 Weighted average credit score of loans outstanding (trending up, 
down, or flat).

•	 Household income as a percentage of loans outstanding (trending 
up, down, or flat).

•	 Weighted average loan-to-value of loans outstanding (trending 
up, down, or flat).

•	 Member share balance as a percentage of loans outstanding (for 
members with loans only; trending up, down, or flat). This may 
signal a reduction in income or ability to make loan payments.

•	 Percentage of loan payments made on time (trending up, down, 
or flat).

This list is not exhaustive or indicative of best practices; rather, it is 
an illustration of building a sequential pipeline to identify problems 
as early as possible.
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Externally, the credit union can benchmark more commonly avail-
able or shared information such as delinquencies 0–59 days, delin-
quencies 60+ days, net charge-offs, etc.

Loan concentration (dollar amount of loans by category or classifi-
cation) is an increasing area of focus. Common sense dictates that 
adherence to strong and sound policies regarding appraisal, under-
writing, and interest rate risk will trump (but not eliminate) concen-
tration concerns. Highly skilled and experienced personnel managing 
fewer adequately collateralized lending categories may reduce risk 
more effectively than attempting to diversify risk into areas of lend-
ing where the credit union has little or no expertise.

After reviewing the results, the questions to ask are:

•	 Who has the lowest delinquency ratios? Why is that?
•	 Who has the lowest levels of net charge-offs? Why is that?
•	 Are our underwriting standards inhibiting our ability to grow?

Benchmarking Capital Adequacy
Operating in a capital- constrained and highly regulated industry, 
capital adequacy is the “end game” when it comes to managing per-
formance. Two benchmarks of success to monitor are the traditional 
total capital ratio (total capital as a percentage of total assets) and the 
risk- weighted capital ratio. The implications of not being adequately 
capitalized are obvious and will not be addressed in this brief.

Benchmarking Other/Miscellaneous Metrics
Beyond the sustainability benchmarks just listed, it is possible to 
measure a number of additional factors related to account size, prod-
uct penetration, per branch, per employee, per member, etc. Such 
aspects of performance can be measured and monitored as merited.

Selecting a Peer Group
The first rule about selecting a peer is that there is no perfect peer. 
“Yes, but . . .” comes up every time a comparison is made to a group 
or individual credit unions. Some of the “buts” are justified, while 

others are simply excuses to jus-
tify mediocre performance. The 
value of the “buts” should not 
be dismissed. “Buts” are the dif-
ferences between credit unions 

that should be explored further and followed up with the question, 
“Maybe we should think about doing things that way.”

The first rule about selecting a peer is that there is no perfect 
peer.
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When selecting a peer, the message of “don’t let perfect be the enemy 
of good” needs to be invoked. The goal is simply to pick a represen-
tative group to make rational and logical comparisons.

That being said, credit unions as an industry segment are very 
homogeneous in terms of what is measured on the balance sheet 
and income statement. Despite the statement, “We do things a 
little differently here,” the way things get measured is surprisingly 
undifferentiated.

There are a number of ways to select a representative peer group. 
Some criteria to consider include:

•	 Operational peer group. This peer group is based on asset size. 
For example, you might include all credit unions within 25% of 
your current asset size. Furthermore, you might place a constraint 
on the minimum and maximum number of branches to narrow 
down the group or make a more representative comparison.

•	 Geographic peer group. This peer group is based on geography. It 
could be in the same metropolitan area, state, province, region, 
etc.

•	 Charter-based peer group. For example, a SEG-based (select 
employee group) credit union with a national presence might not 
want to select rural, community- based credit unions as part of 
their peer group.

•	 Custom peer group. This involves hand- selecting a set of rep-
resentative peers that factors elements of asset size, number 
of branches, geography, and charter. The powerful benefit of 
hand- selecting a peer group is that it eliminates the distaste of a 
superficial selection process and instead encourages buy-in and 
participation in the peer selection process.

•	 Outside-of-industry peer group. While this is not the focus of this 
brief, credit unions could benchmark against other financial 
service providers (i.e., banks, insurance companies, mortgage 
companies, investment and wealth management advisory services, 
etc.) and even other service delivery industries (e.g., retail sector, 
service sector, etc.).

Size of Peer Group
The population of the peer group needs to be large enough to intro-
duce some degree of variety. An exact replication of the credit union 

provides no differentiation. Dif-
ferentiation is where the value 
of benchmarking resides. As 
a rule of thumb, a population 
of 10–30 credit unions should 
provide a degree of meaningful 

Differentiation is where the value of benchmarking resides. As 
a rule of thumb, a population of 10–30 credit unions should 
provide a degree of meaningful difference in operations from 
which to benchmark.
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difference in operations from which to benchmark. Depending on 
asset size, fewer than 10 may not produce enough differentiation and 
more than 30 may be too unwieldy to manage.

Source Data
In the United States, all credit unions are required to submit a quar-
terly call report called the 5300. The 5300 report includes enough 
information to benchmark the sustainability metrics referenced in 
this brief. In Canada, credit unions will have to rely on the voluntary 
participation of other credit unions. Think about what you want to 
measure, develop a template for collecting data, and be prepared to 
share your findings with the participants. It will probably take some 
form of reciprocation in order to get enough participants, and the 
participants may request that their information remain confiden-
tial (e.g., that the information is presented without using the credit 
union’s name).

Span of Data
In order to identify trends and smooth out periodic outliers, a trend 
of data spanning about three years (12 quarters) should be adequate. 
A span of data one year or less will probably not be sufficient to spot 
trends, while a span of data more than three years might be useful, 
but the effort to manage and maintain that amount of information 
has marginal diminishing returns.

Pulling It All Together: Benchmarking 
Scorecard
A review of the metrics of performance versus peer in each category 
(Figure 7) will result in a robust, balanced, and healthy discussion of 
overall credit union performance.

Pulling It All Together: Member Value 
Assessment
What is the bottom line when it comes to developing an assessment 
of overall credit union performance? The answer is, there is no bot-
tom line. In profit- focused industries, the bottom line as measured 
by return on investment or dollars of income is generally accepted as 
an overall indicator of performance. However, for credit unions, this 
logic does not apply.



19

Unlike profit- focused industries, credit unions serve a dual man-
date: maximize member benefit (at the expense of profitability) and 
generate enough profit to stay adequately capitalized. If you gener-

ate too much profit, it may be at 
the expense of member benefit. If 
you give too much profit away in 
the form of member benefit (favor-

able rates, convenience, service, etc.) it may be at the expense of the 
credit union’s ability to stay adequately capitalized. Ultimately, it is a 
balancing act, not the maximization of a single factor.

Because of the dual mandate, focusing on ROA as a bottom- line 
metric of success or failure relative to peer is flawed, yet it is the first 
thing that comes up in discussions of performance. Rather than 

Figure 7: Benchmarking Scorecard

Category Metric How measured

Growth Loan growth Dollar amount

Relationship funding growth Dollar amount

Rate-sensitive funding growth Dollar amount

Member growth Number of members

Product mix Net revenue return on assets Percentage of assets

Noninterest income Percentage of assets

Loans Percentage of assets

Relationship funding Percentage of assets

Rate-sensitive funding Percentage of assets

Interest rates Net interest margin (excluding 
provision for loan loss)

Percentage of average assets

Loan yield Percentage of average balance

Surplus funds yield Percentage of average balance

Relationship funding cost Percentage of average balance

Rate-sensitive funding cost Percentage of average balance

Operating 
expense

Efficiency ratio Net revenue / Operating expense

Total expense / Activity balance Expense / Average activity balance

Personnel expense / Activity balance Expense / Average activity balance

Other expense / Activity balance Expense / Average activity balance

Credit quality 0–59 days delinquent Percentage of loan balance

60+ days delinquent Percentage of loan balance

Net charge-offs Percentage of loan balance

Loan loss reserve Percentage of loan balance

Capital 
adequacy

Total capital ratio Capital / Total assets

Risk-based net worth requirement As computed by examining body

It is a balancing act, not the maximization of a single factor.
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focusing on ROA, it is possible to classify each metric on the bench-
marking scorecard into one of three categories:

1. Creating member benefit. This would include the impact on ROA 
as a result of superior product mix, member- favorable inter-
est rates, higher levels of productivity, and lower levels of credit 
losses.

2. Producing ROA lift. This would include the impact on ROA as a 
result of interest rates that are not favorable to members and are 
instead producing ROA lift.

3. Improvement opportunity. This would include the impact on ROA 
as a result of inferior product mix, lower levels of productivity, 
and higher levels of credit losses.

Let’s take a quick look at some examples to explain how a member 
value assessment can be performed:

•	 Generally speaking, when a credit union spends less on day-to-
day operating expense than a peer equivalent in asset size and 
number of branch locations, it is a good thing for members. Ben-
efit is created because the credit union is more productive than 
peer. So, if a credit union with $500M in assets spends $2M less 
on operating expense than peer, then member benefit of 40 basis 
points (bps) ROA has been created ($2M less expense/$500M 
assets = 40 bps ROA benefit).

•	 If a credit union pays out a higher dividend rate than peer on 
rate- sensitive funds, member benefit is created. Let’s take the 
$500M credit union from the previous example. If this credit 
union has $200M in rate- sensitive funds and pays a dividend 
rate that is 0.50% higher than peer, it is creating member benefit 
of 20 bps (0.50% higher dividend rate × $200M rate- sensitive 
funds/$500M assets = 20 bps ROA benefit). However, the mem-
ber benefit is suppressing ROA by 20 bps as well.

•	 If a credit union charges a higher rate on loans than peer, ROA 
lift is created, at the expense of member benefit. Assuming the 
same $500M credit union charges 0.35% more than peer on its 
$200M loan portfolio, then ROA lift of 14 bps has been created 
(0.35% higher loan rate × $200M loans/$500M assets). Natu-
rally, differences in loan type, rate type, average credit score, etc., 
will have an impact when comparing the loan yield of one credit 
union to another; however, the analysis is a good starting point 
for a discussion of potential ROA lift at the expense of member 
benefit.

•	 If a credit union has a stronger product mix than peer, it is creat-
ing member benefit because it is utilizing member funding and 
capital more effectively. Again, let’s take the same $500M credit 
union that has a loan-to-asset ratio of 40%, which is 25% lower 
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than peer. This means that 25% of its assets are sitting in lower- 
yielding investments instead of being deployed as higher- yielding 
loans to members. If the loan yield is 5% and the investment 
yield is 2%, then the credit union is underperforming by 3% 
ROA on 25% of its assets (the spread between the loan yield 
and the investment yield on 25% less loan balance than peer). 
Therefore, the improvement opportunity is 75 bps ROA (25% 
less loan balance × $500M assets × (Loan yield – Investment 
yield)/$500M assets = 75 bps).

Figure 8 summarizes the performance of metrics on a benchmarking 
scorecard grouped into member benefit, ROA lift, and improvement 
opportunity. Ideally, a credit union would score high on member 
benefit, low on ROA lift, and low on improvement opportunity.

Figure 8: Member Value Assessment

Pe
rc

en
t

0.00

0.20

0.40

0.60

0.80

1.00

1.20

Peer ROA

0.32

Credit union ROA

0.38

ROA lift

0.64

Opportunity

1.00

Member bene�t

1.11

Member benefit Credit union Peer ROA benefit (bps)

Surplus funds yield 2.50% 1.13% 0.52

Noninterest income (% assets) 1.23% 1.04% 0.19

Non-personnel expense $4,351,000 $4,828,000 0.16

Time and other cost 2.34% 1.89% 0.12

Checking and savings cost 0.49% 0.34% 0.09

Net charge-offs 0.76% 0.57% 0.02

Checking and savings (% assets) 63.5% 60.5% 0.01

Total member benefit* 1.11

*Potential member benefit at the expense of ROA

ROA lift Credit union Peer ROA lift

Loan yield 6.11% 5.03% 0.64

Total ROA lift* 0.64

*Potential ROA lift at the expense of member benefit

Improvement opportunity Credit union Peer ROA drag

Loans (% assets) 41.3% 58.6% 0.72

Personnel expense $5,470,000 $4,597,000 0.28

Total ROA drag* 1.00

*Potential ROA drag at the expense of member benefit
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Pulling It All Together: SWOT Analysis
Figure 9 compares prior four- quarter performance versus peer with 
respect to the items on the benchmarking scorecard. Benchmarking 
metrics are listed along the left side of the chart. An assessment of 
each metric is included in the next column. How each benchmarking 
metric is impacting ROA relative to peer is captured in the horizontal 
bar chart. Finally, the implications of any strength versus peer rela-
tive to net income ROA are indicated on the right side of the chart. 
In this example, loan yield is producing an ROA lift versus peer for 
36 bps. If this strength relative to peer were to slip down to peer 
level of performance, then 93% of the net income ROA would be 
eliminated. From a strategic perspective, this forces the credit union 
to evaluate the degree to which loan yield can be maintained as a sus-
tainable factor, which is currently driving 93% of net income ROA.

From a strategic perspective, a strong credit union would have 
strengths that create a sustainable competitive advantage. This 
would include strengths in product mix (loans, relationship fund-
ing, and noninterest- income-to-asset ratios), strengths in day-to-day 
operating expense versus peer, and strengths in underwriting (net 
charge-offs) versus peer. A credit union having to rely primarily on 
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loan and investment yields to produce an ROA high enough to stay 
adequately capitalized would be cause for concern. Members are not 
obligated to pay above market rates on loans; they can choose to refi-
nance or obtain a loan from a competing financial institution with 
a more favorable rate. Credit unions that rely on high investment 
portfolio yields may be taking excessive amounts of interest rate risk, 
investment risk, liquidity risk, or some combination of the three.

Conclusion
Implemented properly, benchmarking can be a very beneficial exer-
cise for credit unions. Implemented haphazardly or without context 
and perspective, it can do more harm than good. It is important that 
credit unions undertake the exercise of benchmarking in the spirit 
of improving or sustaining performance in order to create value for 
members.

The list of items that can be benchmarked is extensive; however, 
from a strategic perspective, it is possible to benchmark six critical 
areas of performance that support long-term credit union sustainabil-
ity. These six areas are:

1. Growth.
2. Product mix.
3. Interest rates.
4. Operating expense.
5. Credit quality.
6. Capital adequacy.

Selecting the proper peer group is important. It should not be too 
small or too large, lest the process of benchmarking become too 
unwieldy. A peer group of 10–30 credit unions should be adequate.

Where available, publicly shared information collected by a govern-
ing source (i.e., the NCUA 5300 Report in the United States) can be 
extremely useful. Lacking such information, credit unions will have 
to agree to voluntarily share benchmarking information. That being 
said, there is a wealth of information on a standard balance sheet and 
income statement. The lack of a regulatory agency like NCUA in 
Canada does not mean quality benchmarking cannot be performed; 
it just requires a little more effort. A good span of data should 
stretch about three years (12 quarters) to spot trends and changes in 
performance.
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Figure 10: Peer Group Growth Example: Loan Growth Trend
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Dec-08 Mar-09 Jun-09 Sep-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10 Mar-11 Jun-11 Sep-11 Dec-11

Credit union 342.4 341.5 344.6 342.9 335.0 320.7 318.0 325.7 314.2 312.3 319.6 319.0 322.6

Credit union +8.4
Peer +9.3

Credit union –19.8
Peer +21.8

Credit union 
number Credit union name

Dec-10 
($M)

Dec-11 
($M)

Prior 4-quarter 
growth ($M)

Percentage 
change

61093 DHCU Community 251 305 +54 21.4

68598 Deere Employees 339 388 +49 14.3

63932 1st MidAmerica 338 380 +42 12.3

24165 University of Kentucky 314 349 +36 11.5

64970 Universal 1 250 283 +32 12.9

68510 Community 1st 266 297 +30 11.4

61810 Kemba 341 371 +30 8.9

10544 Crane 198 221 +23 11.7

9845 Superior 212 233 +21 9.8

8594 Finance Center 305 318 +13 4.2

60978 Directions 343 352 +10 2.8

1427 Midwest America Credit Union 314 323 +8 2.7

82794 Interra 324 330 +6 1.8

60768 Hoosier Hills 281 287 +5 1.9

7064 Sun 239 244 +5 2.0

64471 Du Trac Community 298 301 +3 1.1

1199 BMI 213 211 –2 –1.0

2876 Chicago Patrolmen’s 196 194 –2 –1.3

68588 Consumers Cooperative 364 358 –6 –1.6

16626 Heritage 269 262 –7 –2.5

7346 SelfReliance Ukrainian American 226 219 –7 –3.1

24034 Notre Dame 359 352 –8 –2.2

60238 Great Lakes 347 336 –11 –3.2

62848 Telhio 258 246 –12 –4.7

10197 Park Community 317 297 –20 –6.2
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Figure 11: Peer Group Product Mix Example: Loan Balance as Percentage of Assets
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Dec-08 Mar-09 Jun-09 Sep-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10 Mar-11 Jun-11 Sep-11 Dec-11

Credit union 77.7 74.9 76.4 77.2 74.6 69.0 68.7 70.9 68.6 66.2 69.0 68.9 69.3

Peer 73.4 68.1 67.6 68.6 67.4 66.9 67.4 67.8 66.9 64.8 65.8 66.0 65.5

Difference 4.3 6.8 8.8 8.6 7.1 2.1 1.4 3.1 1.6 1.4 3.2 3.0 3.8

Credit union 
number Credit union name

Loans 
($M)

Assets 
($M)

Percentage 
of assets

24034 Notre Dame 359 433 83.1

60768 Hoosier Hills 281 365 77.1

24165 University of Kentucky 314 422 74.3

8594 Finance Center 305 419 72.7

68510 Community 1st 266 369 72.2

63932 1st MidAmerica 338 474 71.3

64970 Universal 1 250 355 70.5

1427 Midwest America Credit Union 323 465 69.3

68598 Deere Employees 339 515 65.8

10197 Park Community 317 485 65.3

16626 Heritage 269 412 65.2

61810 Kemba 341 526 64.9

68588 Consumers Cooperative 364 568 64.1

60238 Great Lakes 347 544 63.8

60978 Directions 343 545 62.9

64471 Du Trac Community 298 515 57.9

7064 Sun 239 413 57.8

1199 BMI 213 371 57.6

61093 DHCU Community 251 444 56.7

9845 Superior 212 377 56.2

82794 Interra 324 577 56.2

62848 Telhio 258 462 55.9

2876 Chicago Patrolmen’s 196 356 55.0

7346 SelfReliance Ukrainian American 226 424 53.3

10544 Crane 198 378 52.2
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Figure 12: Peer Group Interest Rate Example: Investment Yield Trend
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Credit union 
number Credit union name

Four-quarter 
interest 

income ($M)

Four-quarter 
average 

balance ($M) Yield

7064 Sun 5.2 150 3.50

10544 Crane 2.6 132 1.93

60238 Great Lakes 3.0 170 1.75

2876 Chicago Patrolmen’s 2.2 126 1.74

7346 SelfReliance Ukrainian American 3.3 196 1.69

64471 Du Trac Community 3.0 180 1.66

1427 Midwest America Credit Union 2.0 121 1.62

60978 Directions 2.7 172 1.55

1199 BMI 2.0 127 1.55

24034 Notre Dame 0.8 53 1.54

82794 Interra 3.1 205 1.53

68588 Consumers Cooperative 2.2 161 1.36

62848 Telhio 2.2 172 1.30

9845 Superior 1.3 101 1.25

24165 University of Kentucky 0.6 54 1.06

8594 Finance Center 1.0 93 1.04

10197 Park Community 1.4 135 1.03

64970 Universal 1 0.6 62 1.02

60768 Hoosier Hills 0.6 61 0.94

61810 Kemba 0.9 97 0.94

16626 Heritage 1.0 113 0.90

61093 DHCU Community 1.2 134 0.89

68510 Community 1st 0.2 41 0.55

63932 1st MidAmerica 0.3 63 0.45

68598 Deere Employees 0.4 94 0.39
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Figure 13: Peer Group Operating Expense Example: Personnel Expense versus Peer
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Mar-09 Jun-09 Sep-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10 Mar-11 Jun-11 Sep-11 Dec-11

Credit union n/a n/a n/a 8,415 8,421 8,455 8,546 8,616 8,699 8,759 8,753 8,749

Peer n/a n/a n/a 8,564 8,459 8,550 8,382 8,411 8,393 8,372 8,376 8,353

Difference (148) (39) (96) 164 204 306 387 377 396

Credit union 
number Credit union name

Number of 
branches

Personnel 
expense 

($M)

Activity 
balance 

($M) Ratio

68598 Deere Employees 13 5.7 933 0.61

24165 University of Kentucky 4 7.3 800 0.91

61093 DHCU Community 6 7.0 746 0.94

68588 Consumers Cooperative 6 10.2 1,030 0.99

64471 Du Trac Community 10 7.2 724 1.00

10197 Park Community 13 8.0 794 1.01

24034 Notre Dame 11 7.5 732 1.03

64970 Universal 1 12 5.7 555 1.03

2876 Chicago Patrolmen’s 3 4.6 442 1.03

61810 Kemba 11 8.4 810 1.03

8594 Finance Center 10 7.9 765 1.04

10544 Crane 12 5.0 478 1.06

60978 Directions 20 9.5 878 1.09

1199 BMI 6 5.1 466 1.11

9845 Superior 9 7.3 657 1.11

63932 1st MidAmerica 7 8.5 752 1.13

1427 Midwest America Credit Union 16 8.7 771 1.14

16626 Heritage 7 7.6 656 1.15

82794 Interra 10 8.8 748 1.17

68510 Community 1st 12 7.4 620 1.18

60238 Great Lakes 8 9.2 735 1.26

7346 SelfReliance Ukrainian American 9 5.7 442 1.29

62848 Telhio 7 9.0 678 1.33

60768 Hoosier Hills 6 7.4 551 1.34

7064 Sun 10 6.8 494 1.38
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Figure 14: Peer Group Credit Quality Example: Quarter “Reportable” Delinquencies
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Credit union 1.01 0.97 0.94 1.02 0.88 0.82 0.85 0.83 0.62 0.56 0.60 0.62

Peer 1.13 1.28 1.25 1.49 1.49 1.46 1.52 1.43 1.27 1.22 1.29 1.29

Difference –0.12 –0.30 –0.31 –0.47 –0.62 –0.63 –0.67 –0.60 –0.65 –0.66 –0.68 –0.67

Credit union 
number Credit union name

Current quarter 
delinquency 
balance ($M)

Current quarter 
loan  

balance ($M)
Percentage 

of loans

10544 Crane 0.5 221 0.24

9845 Superior 0.7 233 0.29

68598 Deere Employees 1.2 388 0.30

61810 Kemba 1.8 371 0.48

16626 Heritage 1.3 262 0.49

24165 University of Kentucky 1.7 349 0.49

61093 DHCU Community 1.7 305 0.56

82794 Interra 1.9 330 0.57

1427 Midwest America Credit Union 2.0 323 0.62

68510 Community 1st 1.9 297 0.63

24034 Notre Dame 2.5 352 0.73

10197 Park Community 2.6 297 0.86

8594 Finance Center 2.8 318 0.87

63932 1st MidAmerica 3.4 380 0.90

64471 Du Trac Community 3.0 301 0.99

64970 Universal 1 3.0 283 1.05

62848 Telhio 3.0 246 1.21

1199 BMI 2.7 211 1.30

60978 Directions 4.9 352 1.38

7064 Sun 3.6 244 1.49

68588 Consumers Cooperative 5.4 358 1.51

60238 Great Lakes 9.1 336 2.71

60768 Hoosier Hills 8.3 287 2.88

2876 Chicago Patrolmen’s 6.2 194 3.20

7346 SelfReliance Ukrainian American 16.5 219 7.54
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Figure 15: Peer Group Capital Adequacy Example: Capital Ratio Trend
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PeerCredit union RBNW required

Quarter-ending percentage of assets

Dec-08 Mar-09 Jun-09 Sep-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10 Mar-11 Jun-11 Sep-11 Dec-11

Credit union 10.97 10.71 10.83 11.02 10.98 10.77 10.85 11.09 11.22 11.07 11.54 11.60 11.78

Peer 10.79 9.86 10.28 10.36 10.18 10.27 10.37 10.51 10.48 10.32 10.57 10.59 10.55

Credit union 10.97 10.71 10.83 11.02 10.98 10.77 10.85 11.09 11.22 11.07 11.54 11.60 11.78

RBNW req’d 5.39 5.49 5.66 5.59 5.47 5.69 5.62 5.35 5.27 5.25 5.43 5.24 5.26

CU – RBNW 5.58 5.22 5.17 5.43 5.52 5.08 5.23 5.75 5.95 5.82 6.11 6.36 6.52

Credit union 
number Credit union name

Current quarter 
capital ($M)

Current quarter 
assets ($M)

Current quarter 
capital ratio

7346 SelfReliance Ukrainian American 81 424 19.00

9845 Superior 55 377 14.63

61810 Kemba 67 526 12.81

82794 Interra 72 577 12.55

10544 Crane 47 378 12.48

8594 Finance Center 50 419 11.90

10197 Park Community 58 485 11.88

1427 Midwest America Credit Union 55 465 11.78

62848 Telhio 47 462 10.29

60238 Great Lakes 56 544 10.27

64471 Du Trac Community 53 515 10.22

63932 1st MidAmerica 48 474 10.19

16626 Heritage 41 412 9.91

24165 University of Kentucky 42 422 9.88

61093 DHCU Community 41 444 9.27

60768 Hoosier Hills 34 365 9.26

7064 Sun 36 413 8.63

60978 Directions 46 545 8.45

1199 BMI 31 371 8.40

68510 Community 1st 31 369 8.33

64970 Universal 1 29 355 8.05

2876 Chicago Patrolmen’s 29 356 8.01

68598 Deere Employees 41 515 7.91

24034 Notre Dame 34 433 7.87

68588 Consumers Cooperative 42 568 7.39
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1. Net revenue = interest income minus interest/dividend expense 
plus noninterest income. Effectively, net revenue is top line ROA 
(gross profit margin). For more information, see Mike Higgins, 
Credit Union Strategic Growth and Budgeting (Madison, WI: 
Filene Research Institute, 2011).
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Knowledge Transfer: Measuring Best Practices 
 
Speaker: Dr. Nick Bontis, McMaster University 
 
Dr. Bontis is the world’s leading expert on intellectual capital and its impact on performance and 
has recently been named as one of the Top 30 Management Gurus worldwide.  He helps 
organizations leverage their most important intangible asset for sustainable competitive 
advantage.  Nick has been immersed in the field since 1991 when a cover story in Fortune 
magazine, titled “Brainpower”, changed the course of his life.  Risking a secure future, Nick left a 
promising banking career to pursue a PhD in the field.  His groundbreaking doctoral dissertation 
went on to become the #1 selling thesis in Canada. At a relatively young age, his accomplishments 
thus far could fill a volume. 
 
As a professional speaker, Nick has delivered keynote presentations on every continent for leading 
organizations in both the private and the public sector.  His dynamic, high-energy presentations 
provide personal and team recommendations for improving individual and organizational 
effectiveness leaving audiences with the tools, inspiration and impetus to accelerate performance.  
His customized programs are a mix of practical managerial tools, rigorous academic research, 
strategic consulting, entertaining humour and a blast of youthful exuberance. 
 
As an academic, “Nicky B” (as he is known by his students) is an award-winning tenured professor 
who delivers enlightening content with energy that virtually zings off the walls when he steps into a 
room.   He currently teaches strategy to undergraduates, knowledge management to MBAs, and 
advanced statistics to PhD students at the DeGroote School of Business, McMaster University.  He 
has won over 12 major teaching awards including faculty researcher of the year.  Maclean’s 
magazine has rated him as one of McMaster’s most popular professors for six years in a row!  TVO 
recognized him as one of the top 10 lecturers in Ontario.  OUSA awarded him Ontario’s top 
professor.  He is also a 3M National Teaching Fellow, an exclusive honour only bestowed upon the 
top university professors in the country! 
 
Nick earned his PhD from the prestigious Ivey Business School, University of Western Ontario, 
where he received the University’s top scholastic achievement award.  He also won a Canadian 
silver medal in the running long jump, with a remarkable leap of seven and half metres—that’s 
nearly 25 feet!  Nick also competed on the UWO varsity men’s soccer team, receiving both MVP and 
leading goal-scorer honours.   As an athlete, Nick received national all-star status and several high-
profile awards, all while performing in the UWO symphony band as a euphonium player. 
 
As a consultant, Dr. Bontis is the director of the Institute for Intellectual Capital Research—a 
leading strategic management consulting firm. His services have been sought by leading 
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organizations such as the United Nations, Microsoft, Health Canada, Royal Bank, Telus, Accenture, 
the US Navy and IBM. Tom Stewart, former Editor of the Harvard Business Review, recognizes him 
as a “pioneer and one of the world’s real intellectual capital experts”.  Nick is also on the Advisory 
Board of several organizations, including a variety of educational-based institutions designing and 
implementing executive development programs across the country. 
As a writer, Nick is associate editor of the Journal of Intellectual Capital and author of Information 
Bombardment: Rising above the digital onslaught.  He has won international acclaim for his 
leading-edge research, books and management cases.  He is ranked as one of the most cited 
authors on intellectual capital and knowledge management in the world. As an entrepreneur, Nick 
is chief knowledge officer of Knexa Solutions—the world’s first knowledge exchange and auction, 
based in Vancouver.  A Canadian and US patent application has been filed for Knexa’s dynamic 
pricing system.  Dr. Bontis also draws on his wealth of practical, hands-on business experience.  
He started his career at Human Resources Development Canada and later at KPMG.  He then moved 
on to work for several years at CIBC Securities Inc. in a variety of areas including marketing, 
securities analysis, recruitment, strategy, and software development.  He received the CIBC 
Chairman’s Award for outstanding contribution to the bank. 
 
With his unique combination of substance and sizzle, Dr. Bontis is guaranteed to ignite, entertain 
and enlighten audiences, empowering them with both the tools and the inspiration to perform at a 
higher level of accelerated performance.  He currently resides in Ancaster, Ontario with his wife 
Stacy and their three young children Charlie, Dino and Tia Maria. 
 
 



FACE THE FACTS, employees are going to leave their current jobs and your organization, no matter
what. You can have the best corporate culture, stock options and benefits on the block but the reality is
people move across the country and seek out new industries. Just think of all those baby boomers who
are planning their retirement right now. While retaining employees is important in today’s business
climate, retaining the knowledge of your employees is even more critical. It is essential to create and
enforce a plan to ease the threat of your valuable organizational knowledge from leaving your company. 

Intellectual Capital
Five Ways to Keep it From Walking Out the Door

By Nick Bontis PLAN
Succession planning must be implemented for all em-
ployees in the organization. That includes everyone from
the CEO down to the call-centre representative. If an
employee has a known trajectory for departure—retire-
ment, back to school, maternity leave—a replacement
hire must be made early enough to allow for job shadow-
ing to occur. The rule of thumb is to allow one week of
job shadowing for each year of employment. Indeed,
there is a financial cost for having two people do the
same job for a short period. But, the opportunity cost of
not having knowledge continuity in place is even worse.

DEVELOP
Develop a corporate online Yellow Pages. In other
words, find out and classify who knows what. In this ex-
ercise, the talent and expertise of every single employee
should be documented in a searchable file that resides
on the company’s intranet. This way, when you are
looking for important information or a key contact, you
can just type in a search term and zap, you know exactly
who to go to for the answer. Don’t forget, we typically
waste more than 25 per cent of our time at work looking
for answers to questions that someone else in the com-
pany already has.

COMMUNICATE
Exit interviews are a must for every single departing em-
ployee. The biggest mistake companies make is having
someone from HR conduct the interview. The best way is
to hire an independent firm to conduct the interview by
phone and collect further information using an online
survey. The departing employee will be more honest with

an interviewer they have no ties to and at the same time,
you protect sensitive data. Once the vendor collects in-
formation from five or more departing employees, results
can be reported back to the organization in aggregate,
thereby ensuring confidentiality. And
don’t forget that the most impor-
tant question to ask in an exit
interview is: what do you know
that nobody else in the firm
knows?

CREATE
A very hot trend right now is to
develop an alumni database of all
former employees. Universities do
it, so why can’t businesses? These
past employees can become a huge
source of intellectual capital for
your organization. You can use
them for focus groups, as test
clients, as secret shoppers and you
can even bounce ideas off them before
new services hit the market. By maintaining a use-
ful relationship with alumni, they might come
back again in the future as employees.

ENFORCE
An enormous risk for knowledge-intensive organi-
zations is the threat of departing employees taking
critical files with them (e.g., client lists, blueprints,
marketing plans). Information ownership and
usage policies must be communicated to current
employees so they clearly understand who owns
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Retention
your company’s data. It is important for this issue to be ad-
dressed explicitly during the orientation of new employ-
ees. Have in your arsenal non-competition and
non-solicitation agreements or clauses in employment
contracts and when employees join your firm, make them
sign it. 

At the end of the day, it’s your intellectual capital
that can make or break your organization’s performance.
Be sure to safeguard it.   h

Dr. Nick Bontis (nick@bontis.com) is professor of strategy at the DeGroote
School of Business at McMaster University in Hamilton. He is a globally recog-
nized leader, management consultant and professional speaker in the areas of in-
tellectual capital, knowledge management and organizational learning. 

While retaining employees is important
in today’s business climate, retaining
the knowledge of your employees is
even more critical.
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Job titles like Chief Knowledge Officer
(CKO) and Chief Learning Officer (CLO)
have been creeping into annual reports
and job postings with increasing frequency.
These trail-blazing individuals have been
given the unenviable task of channelling
their organization’s knowledge into 

corporate initiatives that become an
essential source of sustainable competitive
advantage.

The first C-level executive to be appointed
with the responsibility of harvesting the
intellectual capital potential of an organi-

THE INTANGIBLE FINANCIAL value embedded in companies has
been considered by many, defined by some, understood by few,
and formally valued by practically no one. That’s why knowledge
management is one of the greatest challenges facing business
leaders today and tomorrow.

zation was Leif Edvinsson of Skandia back
in 1991. By 1995, Leif and his colleagues in
Sweden had published the world’s first
intellectual capital report. Initially targeting
such external stakeholders as investment
analysts, it was quickly identified as a
novel and innovative measurement
report. It contained a number of measures
for providing insight into the intellectual
performance of the company, including
proxies for the training investment of
employees, the adoption of new technology,
turnover rates, computer literacy, and the
number of new business ideas imple-
mented, to name a few.

W ITH

O R G A N I Z ATI O N A L  
P E R F O R M A N C E

W H AT  I S  YO U R  T& D / F TE  CO ST?  

I N T E L L E C T U A L  C A P I T A L  I S  T H E  C U R R E N C Y  O F  T H E  F U T U R E  A N D  Y O U R

O R G A N I Z A T I O N ’ S  M O S T  I M P O R T A N T  A S S E T . T H O S E  W H O  L E A R N  H O W  T O

M A N A G E  I T  E F F E C T I V E L Y  W I L L  R E A L I Z E  A C C E L E R A T E D  P E R F O R M A N C E

A N D  A C H I E V E  T H E  U L T I M A T E  C O M P E T I T I V E  A D V A N T A G E .



INTELLECTUAL CAPITAL REPORT A LEADING

INDICATOR OF FUTURE SUCCESS

Although the first iteration of the report
in 1995 was positioned as an addendum
to the official financial statements of the
corporation, it soon became more popular
than the actual income statement and
balance sheet. It turns out that the invest-
ment community realized early on that
Skandia’s intellectual capital report was a
leading indicator of future success.

Fast-forward to over a decade later, and
companies are still only at the embryonic
stages of this new intellectual capital revo-
lution. Much of what has been written
about intellectual capital approaches the
subject from an accounting and financial
perspective. Many researchers are interest-
ed in answering these questions: Why are
some firms worth so much more than their
book value? What specifically composes
this intangible asset of intellectual capital? 

In 1962, economist Fritz Machlup concluded
that 35 % of the gross national product in
the United States could be allocated to the
information sector. Today, many of the
world’s largest knowledge-based organiza-
tions are valued at billions of dollars before
even selling one dollar’s worth of product
or service. The reason is that large corpora-
tions contain large and complex webs of
human capital in the form of talent, experi-
ence, and innovative capabilities.

UNDERSTANDING TOBIN’S Q RATIO

The concept of Tobin’s “q ratio” illustrates
this significance. Developed by Nobel

Prize–winning economist James Tobin,
this ratio measures the relationship
between a company’s market value and its
replacement value, that is, the cost of
replacing its assets. For example, let’s take
Microsoft Corporation trading at about
$24 per share with 8.9 billion shares out-
standing.The market value of this company
is about $213 billion. However, the book
value, as detailed in the shareholder’s
equity section of the balance sheet, puts
the company at $37 billion. This means
that Microsoft has a Tobin’s q ratio of 5.76
(213 ÷ 37). In other words, the market is
providing more than a five-times premium
above and beyond what GAAP (generally
accepted accounting principles) is assigning.
Intellectual capital theory argues that a
significant portion of that excess is a
proxy for the intangible value that
employee expertise brings to bear.

In 1989, the influential management writer
Charles Handy suggested that the intellec-
tual assets of a corporation were usually
three or four times its tangible book value.
He warned that no executive would leave
his cash or factory space idle; yet when
CEOs were asked how much of the knowl-
edge in their companies was actually used,
they typically said only about 20 percent.

BUSINESS SUCCESS BASED ON MANAGEMENT

OF KNOWLEDGE ASSETS

Knowledge managers are responsible for
justifying the value of intellectual capital
constantly being developed in their organi-
zations. While this elusive intangible may
never be evaluated in the financial terms

that accountants and financial analysts are
accustomed to, its strategic impact is never
in question. From the capture, codification,
and dissemination of information, to the
acquisition of new competencies through
training and development, to the re-
engineering of business processes, present
and future business success will be based
less on the strategic allocation of physical
and financial resources and more on the
strategic management of knowledge assets.

What does this mean for senior managers
in corporations? It means that the capacity
to manage knowledge is a critical skill —
perhaps the critical skill of this era. If there
is one distinguishing feature of the new
economy, it is the ascendancy of intellectual
capital. Firms that thrive in this new envi-
ronment see themselves as learning organ-
izations, and they pursue the continuous
improvement of their intellectual capital.

THE THREE COMPONENTS OF 

INTELLECTUAL CAPITAL

The field of intellectual capital has come a
long way since the early days of Skandia’s
reports. Today, it is defined as encompass-
ing three components: human capital,
structural capital, and relational capital.

Human capital is the stock of knowledge
that exists at the individual level in an
organization. Since this knowledge resides
primarily in the minds of employees, it is
often thought of as tacit and thus difficult
to codify and transfer. Some would argue
that all of an organization’s knowledge
exists only in the minds of its employees.
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It is not that simple, however, since orga-
nizational knowledge also exists in other
forms, such as structural capital.

Structural capital is the knowledge left
behind when employees go home.It consists
of all the non-human storehouses of knowl-
edge embedded in things like databases,
procedures, filing cabinets, and routines.
Structural capital deals with the mecha-
nisms and structures of the organization
that can help support employees in their
quest for optimum performance. An
employee can have a high level of intellect,
but if the organization provides poor 
systems and procedures, its overall intellec-
tual capital will not reach its full potential.
An organization with strong structural capi-
tal offers a supportive culture that allows
individuals to try, fail, learn, and try again. In
addition, organizing intellectual assets with
information systems can turn individual
know-how into group knowledge.

Relational capital is  the knowledge
embedded in customer and supplier rela-
tionships, such as knowledge of market
channels and the information embedded
in client files. Although many executives
recognize the importance of relational
capital, they often have a difficult time
tapping into the wealth of knowledge
that exists in their own customer databases.
The knowledge embedded in an organiza-
tion’s network of relationships is a powerful
vehicle for success. Understanding what
customers want can make the difference
between a leader and a follower.

One of the main challenges for harvesting
intellectual capital is its measurement. This
is difficult but not impossible. Companies
have much of the data they need already. It
really boils down to knowing what is worth
measuring and then knowing what the
measured number actually means.

In a study conducted by the Institute for
Intellectual Capital Research (IICR), 25 of the
largest insurance companies in the US par-
ticipated in a two-phase data collection
exercise for the purposes of understanding
how to manage their intellectual capital
more effectively. The first phase required a
sample of employees from each of the
insurance companies to complete a survey,
which addressed a variety of softer issues
— employee satisfaction, knowledge gen-
eration, leadership, and other constructs all
related to intellectual capital development.

The second phase was the collection of
financial and human capital data from
each firm. These included financial figures
related to revenue and profit as well as
measures on the number of full-time
equivalents (FTEs) in each company plus
turnover rates and training and develop-
ment (T&D) expenditures.

IICR STUDY YIELDS THREE KEY RESULTS

Figure 1: Revenue Factor and T&D Invest-
ment. Revenue Factor is measured by taking
the company’s total revenues and dividing
it by the number of FTEs. This figure ranged
from about $300k to $900k/FTE in the
sample of insurance companies.

T&D Investment is measured by taking the
total value of T&D expenditures and divid-
ing it by the number of FTEs. This figure
ranged from about $250 to about $3,000
per FTE. In other words, a relatively high
investment in T&D for each employee was
associated with higher revenue. In fact,
every $1 increase in T&D/FTE was equal to
an increase of $168 in revenue per employee.

Figure 2: Income Factor and Voluntary
Turnover. Income Factor is measured by
taking the company’s total net income
and dividing it by the number of FTEs. This
figure ranged from about $2k to $175k/FTE
in the sample of companies.

Voluntary Turnover is measured by taking
the total number of employees who vol-
untarily left the organization in the previous
fiscal year and dividing it by the average
headcount throughout the year. This fig-
ure ranged from about 6% to about 26%.
In other words, a lower voluntary turnover
rate was associated with higher income.
In fact, every 1% decrease in voluntary
turnover was equal to an increase of
$4,032 in income per employee.

Figure 3: Human Capital ROI and Employee
Commitment. Human Capital ROI is meas-
ured by taking the company’s total revenue
less operating expenses net of compensa-
tion and benefits divided by compensation
and benefits [Revenue – (Operating
Expenses – Compensation – Benefits)] ÷
(Compensation + Benefits). This ranged
from 0.63 to 3.9 for the sample studied.
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Employee Commitment was measured by
surveying a stratified sample of employ-
ees from each organization. This construct
was represented by aggregating five sur-
vey items related to commitment and
measured on a seven-point Likert-type
scale (strongly disagree to strongly agree).
The average survey score ranged from 
3.2 to 6.6 on a 1–7 scale. In other words, a
higher score of employee commitment
was associated with higher human capital
ROI. In fact, every point increase in the sur-
vey was equal to an increase of 0.3 in
human capital ROI.

Although this study examined only one
fiscal period of data from a relatively small
sample of firms, there is a clear, substan-
tive, and significant statistical association
among these intellectual capital metrics.
Following these results, a manager or CKO
should take these initiatives first to strate-
gically manage their intellectual capital.

INITIATIVES TO STRATEGICALLY 

MANAGE INTELLECTUAL CAPITAL

1. Conduct an initial intellectual capital
audit. Such an examination may include
designing and administering a diagnostic
survey using Likert-type scales to get a
snapshot of the benchmark level of intel-
lectual capital in existence.

2. Make knowledge management a
requirement in evaluating each employee
and assign personal targets for intellectual
capital development. For example, have each
employee learn something the organization
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currently does not know and document that
knowledge into a searchable database or
corporate yellow pages.

3. Formally define the role of knowledge in
your business and in your industry. Find and
secure the greatest resources for intellectual
capital inside and outside your firm from
such sources as industry associations, acade-
mia, customers, suppliers, and government.
Also support the marketing department
with a competitive intelligence strategy.

4. Recruit a leader responsible for develop-
ing intellectual capital. This person must
have an integrated background in human
resources, strategy, and IT. A Chief
Knowledge Officer is different than a Chief
Learning Officer: The former is responsible
for how human capital can be leveraged
for sustainable advantage; the latter is
responsible for developing and imple-
menting the corporate training strategy.

5. Classify your intellectual portfolio by pro-
ducing a knowledge map of your organiza-
tion. Determine where knowledge resides, in
what specific people as well as systems. For
example, create a central database in which
all project-based information can be accu-
mulated and accessed.

6. Use information systems and informa-
tion-sharing tools that aid in knowledge
exchange and codifying. Such tools
include groupware — message boards,
video-teleconferencing, intranets, knowl-
edge exchanges, corporate universities,
and storytelling.

7. Send employees to conferences and
trade shows. Do not pay for their travel
unless they share what they learned with

the rest of the organization when they
return. Increase ROI on training.

8. Consistently conduct intellectual capital
audits to re-evaluate the organization’s
knowledge accumulation. Use monetary 
values if possible, but do not be afraid to
develop customized indexes and metrics.

9. Identify gaps that must be filled based
on weaknesses relative to competitors, cus-
tomers, suppliers, and best practices. Start
benchmarking your turnover ratios and
training investment rates compared with
your competitors.

10. Assemble the organization’s knowledge
portfolio into an intellectual capital adden-
dum to the annual report.

There is a long way to go before every organi-
zation can effectively manage their corporate
knowledge, but the concept is here to stay. To
that end, it might prove useful for academics
to integrate the study of intellectual capital
with the study of organizational learning.
Similarly, HR should work closely with
accounting and IT analysts to create a more
useful managerial framework. Such network-
ing of disciplines may be the first step toward
effectively managing the ultimate intangible
asset and realizing its financial benefits.

Dr. Nick Bontis is award-winning Associate Professor of Strategy
at McMaster University and the Director of the Institute for
Intellectual Capital Research. He was recently awarded the 3M

National Teaching Fellow, an exclu-
sive honour bestowed on the top
university professors in Canada. He
is a well-known consultant and
professional keynote speaker and
has worked with a variety of indus-
tries and government clients. For
f u r t h e r  i n f o r m a t i o n  g o  t o
www.NickBontis.com or contact
him directly at nick@bontis.com.
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The mutual sector had a tough 
year amid challenging conditions. 
Margin and profitability are down in 

the financial year to June 2012, reflected 
in lower asset growth. The outlook for 
the banking sector generally will be very 
challenging in the year ahead.

STRONGER ASSET BASE
Mutual ADI sector assets grew by 4.1 per 
cent in June 2012 to reach $84.1bn, slightly 
below system growth at 6.7 per cent in 
2011/12.

The pace of growth drifted below 4 per 
cent in the year to December 2012. This 
matches growth from CBA’s retail banking 
division of 4 per cent as at December, the 
only of the major banks to have announced 
interim results at the time of printing.

Source: APRA, Abacus estimates

Notes on financial data sources:
1. Includes $3.2bn in securitised assets brought on  
 balance sheet
2. Mutuals include credit unions, mutual building  
 societies and mutual banks

INDUSTRY 
PERFORMANCE TRENDS
STRONG CAPITAL AND 
LIQUIDITY, AND LOW  
BAD DEBTS…
Despite challenging conditions, the sector 
continues to be characterised by strong 
levels of liquidity and capital adequacy.

As at June 2012, mutuals reported 
average capital adequacy ratio of 17.48 
per cent, down slightly from 17.54 per 
cent from a year ago. As at December 
2012, credit unions that are part of CUFSS 
reported an average capital adequacy ratio 
of 16.63 per cent.

Mutuals’ capital adequacy ratio remains far  
stronger than the 11-12 per cent posted 
by major banks.

Bad debt costs continue to be low for 
mutuals at 0.05 per cent of average gross 
receivables. Total bad debt expense for 
mutuals was $37.7m in June 2012, down 
1.4 per cent from a year ago.

…HOWEVER, MARGIN 
SQUEEZE AND RISING 
OPERATING COSTS ARE 
DAMAGING PROFITABILITY
Mutual ADI net interest margin fell 
from 2.61 per cent in June 2011 to 2.38 
per cent in June 2012 as net interest 
income slowed down. There was some 

stabilisation in margin over the past 6 
months, with margin sitting at 2.37 per 
cent as at December 2012.

The fall in interest margin ratio reflects a 
lower interest rate environment, continued 
pressure on product pricing and lower 
consumer demand for credit.

These conditions are expected to 
characterise the market in 2013. Margin 
pressures will continue in the short-
medium term, introducing risks on asset 
quality should credit criteria be relaxed to 
stimulate business in a low credit growth, 
low interest rate environment.

With some expectation of further easing 
of the official cash rate this year should 
sustained economic improvement fail 
to materialise, mutuals will be planning 
for some uplift in credit demand while 
managing margin impacts.

Cost management must remain a major 
focus for mutuals. Across the industry, 
average cost to income ratio increased 
from 71.06 per cent in June 2011 to 74.06 
per cent in June 2012.

As at December 2012, the cost to income 
ratio reported by APRA rose further to 
74.50 per cent – the highest since June 
2009 when the ratio peaked at 80.27 per 
cent at the height of the GFC.

CUFSS December 2012 data also reveals 
that the majority of participating mutuals 
in the scheme reported a cost to income 

KEYSTRATEGIC
ISSUES 2013
Tony Schesser, Senior Manager, Research & Advisory; Rebecca Lo, Senior Industry Analyst, Research & Advisory

Total 
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Market $2,748bn 4.2% 6.7%



5   MARKET SCAN 2013

ratio of over 80 per cent, with almost one 
in three above 90 per cent. Managing 
costs while revenues are under pressure 
will be a key strategic challenge for 
mutuals through 2013. Major banks are 
reducing the expense to income ratio of 
their retail banking business to 35-40 per 
cent via a combination of cost shedding 
and revenue growth.

Margin pressures, weak credit growth 
and rising operating costs are damaging 
underlying profitability. The sector made 
a combined net profit after tax of $481.9m 
in the financial year 2011/12, a decrease 
of 9.9 per cent from the previous year.

This fall in profitability is at odds with the 4 
per cent growth in combined profits of the 
4 majors over 2011/12, with CBA recently 
announcing a 13 per cent increase in after 
tax profit for its retail banking arm in the 
year ended December 2012.

This disparity underlies the two speed 
nature of retail banking in Australia  
and a need to rebalance the  
competitive landscape.

INDUSTRY OUTLOOK
The high business impact of regulation 
continues to be a sore spot for mutuals, 
with 74 per cent of mutuals believing that 
government and industry barriers are 
affecting their ability to compete,  
according to KPMG’s 2012 survey of  
the mutual industry.

In considering the impact of a range of 
regulatory changes (including APRA’s 
supervisory approach, Basel III, Positive 
Credit Reporting, and FCS), respondents 
to the 2013 Abacus CEO survey similarly 
identified limited member benefit for the 
general compliance costs imposed on  
the business.

Subdued conditions are expected to drive 
continued consolidation trends.

FUTURE MARKET 
CONDITIONS
GLOBAL AND  
DOMESTIC ECONOMY
The global economy is still on a very 
fragile road to recovery. In September 
2012 the Eurozone entered a double dip 
recession, with many of its debt ridden 
member states crippled by sluggish 
growth, worryingly high unemployment, 
harsh austerity measures, civil unrest, and 
falling living standards. A more intensified 
downturn in Europe could seriously 
hamper a mild recovery in the US, which 
recently passed its so-called fiscal cliff 

measures however faces yet another debt 
ceiling issue.

Australia’s fundamentals remain strong 
compared to other advanced economies, 
but it is by no means immune to the global 
outlook. GDP growth projections have 
been revised down due to increased global 
downside risks, a more moderate rate of 
growth projected for China, and a pullback 
in mining investment.

Ongoing uncertainty in the global 
economy is having an effect on Australian 
consumers. Although Australia has 
very little direct exposure to recent 
overseas troubles, business and 
consumer sentiment remains shaky, with 
expectations this is likely to continue  
into 2013.

With this year being an election year, the 
budget and the economy are likely to 
dominate policy agenda. A recent Galaxy 
poll suggests that a stable economy is  
the top policy demand from voters 
especially in light of economic and  
political uncertainty.

While arguably the incumbent administration 
is delivering to this, the prospect of a 
change of government will in itself introduce 
transition risks for the economy.

LENDING MARKET
Credit conditions in Australia continue 
to be difficult as consumer appetite for 
credit wanes and households focus on 
deleveraging. Official data shows a marked 
slowdown in credit card and personal 
lending over 2012, although auto financing 
has been strong as the motor industry 
posts a record year in new car sales.

The housing market continues to show 
signs of weakness. Construction and 
dwelling approval figures have been 
subdued, and the latest RP Data-Rismark 

report shows home values have fallen 
for the second year in a row. Despite a 
number of interest rate cuts in the past 
year, the housing market is blunted by 
weak consumer sentiment and affordability 
concerns, especially as labour market 
conditions weaken.

In a slow growth market, there will 
continue to be fierce competition centred 
on pricing and channel innovation.

To combat weak lending demand, 
mutuals will need to be innovative in 
seeking opportunities to attract new 
customers and business for growth to 
sustain profitability. Over the past year, 
some mutuals have been innovative on 
the product design front; for example, 
Community First Credit Union and SGE 
Credit Union launched new home loan 
products designed to attract First Home 
Buyers by making property ownership 
more affordable (see article ‘Australian 
Mortgage Market in 2013’ in Market Scan 
2013 for further details).

Mutuals will also need to continue to 
identify cross-sell or upgrade opportunities 
to grow from their existing portfolio, and 
tightly manage processing efficiency in  
the context of current risk appetite.

DEPOSIT MARKET
Competition for deposits remains fierce 
as the major banks continue to build retail 
deposit books, driven by commercial and 
regulatory factors.

APRA data shows over the years banks 
have increased their deposits as a 
proportion of their total funding. As at June 
2006 deposits accounted for 45.3 per cent 
of total bank funding and this increased to 
55.6 per cent as at September 2012.

However, recent improvements in the 
wholesale markets and achievement of 
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internal hurdles for balancing funding 
books have prompted some, including 
CBA and Bendigo and Adelaide Bank, to 
predict that competition for deposits will 
ease over the next few months.

CBA’s CEO Ian Narev also recently 
conceded that the bank may cut home loan 
rates outside any move by the RBA or pass 
on cuts in full to boost its lending portfolio.

Not only are ADIs competing heavily on 
price, but they are branching out into other 
value add features such as rewards, loyalty 
and channel innovations i.e. mobile banking.

The transaction account remains an 
important battleground, as listed banks 
fight for main financial institution status and 
greater share of wallet. 

With the recent focus on new payment 
technology, the transaction account 
has become even more important as 
ADIs realise the potential in capturing 
transactional dynamics, and to better build 
customer relationships and understanding. 
This strategy is not without risk in terms 
of potential for fraud activity (see article 
‘Mobile Banking in the Mutual Sector 
Today’ in Market Scan 2013 for analysis of 
mobile banking risks).

Ongoing global economic uncertainty 
is prompting many Australians to be 
financially conservative, which continues 
to be reflected in solid deposit growth and 
an increase in the national saving rate. The 
average household is now saving almost 
10 per cent of its disposable income – well 
above the ten-year average of 1.7 per cent 
prior to the GFC.

10 Key Focus Areas
01 Leverage from economies of scale, 

innovation and operating efficiencies to 
convert fixed costs to variable with a 
view to drive down costs and increasing 
value passed on to members.

02 Competitive differentiation in 
a crowded market where - 
notwithstanding high levels of 
member satisfaction - mutuals 
compete with an increasingly diverse 
range of financial service providers 

(e.g. challenger online-only brands, 
car dealership finance, etc).

03 Increased product take up via 
niche marketing initiatives targeting 
specific member segments - e.g. 
package home loan deals, innovative 
transaction and saving accounts 
targeting younger professionals, etc.

04 Member support for the Balance 
Banking campaign, focusing on 
competition and consumer choice 
issues such as major banks’ multi 
brand strategies; fairer taxation of 
interest on ADI deposits; and, fairer 
taxation of customer-owned banking 
institutions.

05 Branch transformation programs 
such as the integration of leading 
edge technology and multi-channel 
options continue to be rolled out 
with a view to improving both the 
customer experience and profitability. 
Given the national prominence 
of mutual branch networks, this 
continues to be relevant to the mutual 
sector. ‘Branch sharing’ also offers 
potential to increase distribution 
networks for minimal cost, providing 
questions on technology compatibility 
and relationship management can be 
addressed.

06 Aligning maturing deposit and loan 

portfolios in an ongoing high funding 
cost low margin environment.

07 While financial service providers 
continue to build and develop 
online banking as a means of selling 
additional products from a lower cost 
base, customer focused innovation 
such as mobile banking applications; 
Near Field Communication (NFC) 
contactless devices, etc. are 
increasing in both their prominence 
and accessibility for financial services 
customers - aided by increased 
penetration of smartphones and 
tablets.

08 Use of social media in financial 
services is growing, and mutuals 
have a real opportunity to compete 
in this space with larger service 
providers on a more “level playing 
field”.

09 Ongoing diligence with regard to 
prevention measures safeguarding 
mutuals from online and other forms 
of fraud and financial crime.

10 Consideration of possible revenue 
implications arising from changes 
introduced by Basel III such as 
potential for intensified competition 
for retail term deposits as larger 
banks move to the Liquidity  
Coverage Ratio.
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ECONOMICOUTLOOK
FOR AUSTRALIA 2013
In the past few years Australia’s 

growth has been solid, underpinned 
by an unprecedented resources 

boom triggered by strong demand 
from Asia. As a result, Australia has 
been able to weather the worst of the 
GFC and remains the envy of other 
advanced economies, with strong 
economic fundamentals, low levels 
of public debt and historically low 
unemployment compared to the rest of 
the developed world.

However, the Australian economy’s recent 
‘immunity’ to major international events 
is by no means guaranteed as global 
economic conditions continue to remain 
uncertain. Indeed, ongoing uncertainty in 
the global economy combined with more 
moderate growth projections for China 
may well see Australia experiencing slower 
growth than in previous years.

In the year to September 2012, Australia’s 
GDP slowed to 3.1 per cent and growth 
projection for 2013 has been downgraded.  
The IMF now expects the Australian 
economy to grow by 3.0 per cent this year, 
a downgrade from its previous April 2012 
forecast of 3.5 per cent.

Part of the reason 
for the revised 
forecast is that the 
mining investment 
boom looks to 
be nearing its 
peak. Total capital 
expenditure is 
expected to grow 
by around 11 per 
cent in 2012/13, 
down from actual 
growth of 30 per 
cent in 2011/12. 
Latest ABS data from September 2012 
shows private capital expenditure is now 
expected to come in at $173.3bn in June 
2013, revised down by 3.3 per cent from 
three months ago. This was the biggest 
downward revision in the ABS survey’s 
history, driven again by the projected 
spending cut in mining. Softer commodity 
prices, a high Australian dollar, rising 
capital and production costs, and the 
introduction of the carbon and mining 
taxes have also contributed to revised 
estimates, leading many companies to 
shelve expansion plans in Australia.

Lower profitability has also reduced 

company tax revenues for the Federal 
Government, as Australian businesses 
slip into ‘cash preservation mode’. In 
December 2012 Treasurer Wayne Swan 
also conceded that it is now unlikely that 
the Federal Labor Government will be able 
to achieve the originally promised budget 
surplus in 2012/13, this after company tax 
payments came in at almost $4bn below 
earlier expectations. Instead of focusing on 
achieving a surplus however, the minority 
Labor Government has said it now looks 
to protect jobs and boost employment in a 
step that has been widely approved  
by economists.
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INFLATION AND  
INTEREST RATES
Australia’s inflation is well within the RBA’s 
target 2-3 per cent band and looks to be 
contained for the time being. That said 
the introduction of the carbon tax led to a 
one-off spike in electricity and gas prices 
in September 2012, while the cost of fruit 
and vegetables also rose significantly for 
the quarter.

For much of 2012 the RBA maintained 
a cautious stimulatory monetary setting. 
A worsening global outlook and ongoing 
weakness in domestic non-mining  
sectors however prompted the RBA to  
cut the official cash rate on four occasions 
in 2012.

It is widely believed that the RBA will cut 
the cash rate further in 2013 due to a 
worsening economic outlook. ANZ and 
Macquarie Bank for example both predict 
that the cash rate will fall to 2.00 per cent 
by the end of 2013. Further cuts to interest 
rates in an ongoing low credit growth 
environment will also likely put more 
pressure on margins and profitability.

Conditions in the housing and retail sectors 
also continue to be difficult, although 
there are some early signs of a rebalance. 
Trade-exposed sectors such as tourism 
and education are languishing as the 
Australian dollar remains above parity with 
the US dollar. Although unemployment is 
still low by historical standards, it is likely 
that weaker labour conditions, especially 
in non-mining sectors, will result in higher 
rates of unemployment over 2013. This 
would certainly further reduce economic 
growth and again prompt the RBA to 
consider further cuts to interest rates.

FINANCIAL CONSERVATISM 
REIGNS
Consumers continue to take a 
conservative approach to their finances, 
preferring to save or pay off debt rather 
than to borrow or invest. For most of 2012, 
consumers were cautiously pessimistic 
despite several rate cuts delivering 
significant savings on their home loans.

According to the Melbourne Institute, 
consumers remain eager to invest new 
savings in deposit taking institutions. As 
stock markets continue to be volatile, the 
proportion of respondents who would 
invest in shares or funds fell to just 10 per 
cent in September 2012, from 16 per cent 
two years ago.

In its latest Household Saving and 
Investment Report, the Melbourne Institute 
also found that the financial situation of 
Australian households is now worse than 
that of a year ago due to an increase in the 
proportion of households that are running 

in debt or drawing on their savings. In 
aggregate, the financial condition of 
metropolitan households was worse than 
that of rural households. This is of some 
concern as global economic conditions 
remain uncertain and confidence continues 
to remain subdued.

Consumer and business confidence is 
likely to remain shaky as a global recovery 
is threatened by a number of downside 
risks. There was a surge in consumer 
sentiment in February 2013 thanks to 
some improved overseas data. It is also 
a sign that lower rates are finally gaining 
traction among consumers. However, it 
remains to be seen whether improvement 
in confidence can be sustained despite 
the uncertain economic outlook. Australia 
will experience softer growth over 2013 
as mining investment and export demand 
weakens. Business conditions will also 
remain tough as companies turn to cost 
cutting measures and operate in a strictly  
cash preservation mode.
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INTERNATIONAL 
ECONOMICOUTLOOK 
IMPACTS FOR AUSTRALIA

Five years since the onset of 
the GFC and the world is still 
recovering from one of the biggest 

financial fallouts in history. Global 
economic conditions and sentiment 
continue to be weak, as many 
advanced economies struggle with 
sluggish growth, enormous public debt, 
unsustainably high unemployment, 
harsh austerity measures, and ongoing 
civil unrest.

According to the International Monetary 
Fund (IMF), world GDP growth has fallen 
from 5.1 per cent in 2010 to 3.2 per 
cent in 2012. This downward trend is 
driven largely by global trade slumps and 
economic weakness among the advanced 
economies, in particular in the US and 
the Eurozone. In fact, the IMF expects 
emerging economies such as China, India, 
Brazil and Russia to grow at four times the 
rate of advanced economies over this year! 

In its World Economic Outlook update in 
January 2013, the IMF downgraded global 
growth projections to 3.5 per cent for 
2013, which is 0.1 percentage point down 
from its October 2012 estimate.

The IMF concluded that global downside 
risks remain significant, citing prolonged 

stagnation in the Euro area and  
excessive short-term fiscal tightening in 
the United States.

US
Over the past few years recovery in the 
US has been slow and steady, with a 
particular focus on infrastructure spending 
and jobs growth to keep the economy 
ticking over. Federal stimulus passed to 
boost economic activity has helped reduce 
the US unemployment rate, from a peak 
of 10.0 per cent in October 2009 down to 
7.7 per cent in November 2012. Official 
interest rates have been at near-zero since 

September 2008, and the Federal Reserve 
vows it won’t lift rates until unemployment 
falls to 6.5 per cent, provided that inflation 
is kept in check. There are also early 
signs of a housing market recovery, with 
stronger residential construction numbers 
and six consecutive quarters of growth in 
residential fixed investment.

The IMF is expecting the US economy to 
grow by 2.1 per cent in 2013 – well above 
the average of 1.5 per cent for advanced 
economies. However, the moderate pace 
of US recovery is still fragile and, more 
recently, consumer sentiment has been 
shaken by the so-called ‘fiscal cliff’ 

Rebecca Lo, Senior Industry Analyst, Research & Advisory
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and debt ceiling worries. The fiscal cliff 
problem has been particularly damaging to 
confidence as the debate about possible 
solutions to avert the crisis dragged on 
for months, with a last minute resolution 
passed and signed into law in early 2013. 
Investor confidence rebounded as share 
markets around the world rallied when the 
final revised bill passed through Congress 
on 2 January 2013.

AVERTING THE FISCAL CLIFF
The term ‘fiscal cliff’ came to be used 
to describe a bundle of US federal tax 
increases and spending cuts that were 
due to expire on 31 December 2012, or 
take effect on 1 January 2013. The term 
was first used by chairman of the Federal 
Reserve Ben Bernanke.

A paper by the Congressional Budget 
Office (CBO) warned that if no deal 
were struck to avert the fiscal cliff of tax 
hikes and massive spending cuts, the 

US economy would then likely fall back 
into recession. The analysis projected 
that while the package of tax rises and 
spending cuts would cut the US federal 
deficit by US$503bn by September 2013, 
it would also shrink the economy by 0.5 
per cent and cost millions of jobs. The 
CBO predicted that legislative inaction 
would cause unemployment to skyrocket 
to 9.1 per cent by Q4 2013.

FISCAL CLIFF  
CRISIS 2012-2013

REVENUE INCREASES

•	 Expiration of ‘Bush tax cuts’ – all 
income tax rates to increase, with the 
top tier rising from 35.0 per cent to 39 
per cent, as well as rates on estate and 
capital gains taxes

•	 Expiration of Social Security payroll 
tax holiday, raising the rate from 4.2 per 
cent to 6.2 per cent

•	 Expiration of other tax concessions 
e.g. child and tuition tax credits; and

•	 Increased tax rates as part of  
‘Obama-care’

SPENDING CUTS

•	 Across-the-board spending cuts 
“sequestration” under Budget Control 
Act of 2010. Cuts to both discretionary 
and mandatory spending e.g. defence

•	 Expiration of emergency 
unemployment benefits which aimed 
to reduce long term unemployment

•	 ‘Doc fix’ – Reduction in Medicare 
payment rates for doctors by nearly 30 
per cent

It became clear, then, that such an abrupt 
onset of budget austerity would have a 
detrimental effect on the still-fragile US 
recovery. After much political feuding over 
the Christmas and New Year holidays, 
President Barack Obama successfully 
passed a deal through the Republican-led 
House of Representatives which raises 
taxes for the wealthiest Americans and, 
importantly, delayed spending cuts for a 
further two months.

THE FISCAL CLIFF PACKAGE:
•	 Delay	first	round	of	spending	cuts	worth	

US$109bn in military and domestic 
programs for two months

•	 Increase	taxes	for	the	wealthiest	2	per	
cent of Americans – income tax rates 
to rise from 35 per cent to 39.6 per 
cent on incomes over US$400,000 for 
individuals and US$450,000 for couples

•	 Permanently	extend	tax	cuts	for	income	
below US$400,000 per person and 
US$450,000 per family

•	 Extend	unemployment	insurance	
benefits for one year for 2m jobless 
Americans

•	 Extend	child	tax	credit,	earned	income	
tax credit and tuition tax credit for  
five years

•	 Increase	in	inheritance	taxes	from	 
35 per cent to 40 per cent after the first 
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 US$5m for an individual and US$10m 
for a couple

•	 Increase	in	capital	taxes	(affecting	some	
investment income) – of up to 20 per 
cent, however less than the 39.6 per 
cent that would be in place without  
the deal

•	 Avoid	a	27	per	cent	cut	in	fees	for	
doctors who treat elderly  
Medicare patients

•	 End	the	temporary	2	per	cent	cut	
to payroll taxes for social security 
retirement savings

Agreement over the fiscal cliff package 
helped to calm investor nervousness 
and gave US consumers some relief and 
certainty about their finances for the year 
ahead. However, economists were quick 
to point out that the fiscal cliff deal does 
not solve the more critical issue of the US’s 
spiralling public debts and the need for 
both measured spending cuts and fiscal 
reform. Over the next few months, US 
legislators have the difficult challenge of 
finely balancing the need to cut the budget 
deficit while at the same time promoting 
and sustaining economic growth.

DEBT CEILING AND FURTHER 
SPENDING CUTS
The real critical issue that the US faces 
now is how to handle its latest debt ceiling 
crisis. According to US law, all government 
borrowing needs to be approved by 
Congress, and they do this by limiting the 
amount that can be borrowed – this is the 
debt ceiling.

The US hit its current statutory debt limit 
of US$16.4 trillion at the end of December 
2012, but the government has taken 
‘extraordinary measures’ - which means 

it is able to continue funding activities 
without an increase in the debt limit until 
late February or early March 2013. The 
last time the debt ceiling was raised was in 
August 2011, when US debt hit US$14.3 
trillion. As a percentage of GDP, US 
national debt is now at its highest since 
World War II.

It is critical that the Obama administration 
secures an increase to the debt ceiling 
promptly, but at the same time the 
President needs to gain support for wider 
measures to tackle the ballooning deficit. 
Failure to lift the debt ceiling is not a viable 
option, as it would likely precipitate a 
default by the US, disrupt normal functions 
of government and throw the financial 
markets into deep chaos.

The next round of spending cuts is due 
to kick in on 1 March 2013, and the US 
economy remains at risk from political 
gridlock over the deficit. The Democrats 
are seeking ways to raise the debt ceiling 
with support from the Republicans, 
but the Republicans insist they will not 
support a debt ceiling increase without 
corresponding deep cuts to spending.

Also worth noting is that a small contingent 
of House Democrats recently introduced 
a bill to abolish the debt limit, a law that 
they say is “unnecessary and increasingly 
an impediment to Congress’s ability to 
further economic recovery”. This is a view 
shared by Federal Reserve chairman Ben 
Bernanke among other economists. The 
rest of the world will be closely watching 
what the US legislators will do next, 
and it is vital that the Democrats and 
Republicans reach a timely compromise to 
ensure economic recovery in the US.

EUROZONE CRISIS  
DRAGS ON
The situation in Europe continues to 
be unsettled. In Q3 2012 the Eurozone 
entered into a double dip recession and 
there is significant disparity in economic 
growth in the region. Heavily indebted 
Greece and Portugal are still in meltdown – 
in fact, Greece has been in recession since 
2008 with a staggering unemployment rate 
of 26 per cent.

Germany and France have been greatly 
instrumental in committing to a united 
Euro. European leaders have committed 
to increased lending commitments to 
keep their debt-ridden neighbours afloat, 
in order to avoid credit defaults or any 
potential breakup of the Euro. However, 
even economic powerhouse Germany 
is beginning to see signs of a slowdown 
with its economy weakening among 
its recessionary southern European 
neighbours.

The IMF forecasts a virtually flat 0.2 per 
cent growth for 2013. Many economists 
see the debt crisis in the Eurozone as the 
biggest risk to the global growth outlook.

The positive news, however, is that there 
are clearer structures in place to navigate 
through the Eurozone’s key problems. 
For example, a new banking union in 
the Eurozone will act as the European 
supervisor of the area’s big banks. The 
European Central Bank (ECB) will have 
this responsibility, providing supervisory 
oversight, a common resolution framework 
in the event of a bank bailout, and a 
common deposit guarantee with the 
backing of a common Eurozone fund.

In another significant step, the European 
Stability Mechanism (ESM) is now 
established as a permanent bailout 
fund that will be able to provide financial 
assistance to Eurozone countries in 
difficulty - up to €500bn from 2014 
onwards. Importantly, this means that 
banking problems will no longer end up on 
government books, pushing up sovereign 
debt and disrupting access to credit.

Lastly, the ECB resorted to extraordinary 
measures in 2012, such as buying 
struggling countries’ bonds and pumping 
very low-cost money into the economy. 
In September 2012 the ECB announced 
a plan to buy unlimited quantities of 
distressed government bonds in exchange 
for promised austerity and reforms. This 
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scheme, known as outright monetary 
transactions (OMTs) has yet to be tapped.

All of these measures are positive  
steps forward, but there are still many 
challenges ahead.

There continues to be a great deal of 
political uncertainty and civil unrest 
in parts of Europe. In Italy, the recent 
election gridlock has forced the centre-
left Democratic Party to scramble to form 
government. At the time of writing, the 
Democratic Party was still negotiating 
a way forward, whether it is to form a 
‘grand coalition’ with Silvio Berlusconi’s 
centre-right party, or to form a minority 
government with technocrat Mario Monti. 
There is also a federal election in Germany 
in September. While Angela Merkel is 
likely to be re-elected as chancellor, 
her Government may well err on the 

conservative side in the months leading up 
to the election.

Across Europe there is growing resistance 
to austerity. Spain’s economy is in a spiral 
decline as its economy shrinks far more 
than expected, while unemployment 
continues to rise. There is the question of 
whether Spain will need to engage in a 
sovereign bailout, but so far the Spanish 
government is holding out for fear of 
passing on even more austerity measures 
to its crippling economy.

AUSTRALIA IN THE  
ASIAN CENTURY
Australia has been lucky to avoid many 
of the same issues facing the rest of 
the developed world thanks largely to 
its strong fiscal position, conservative 
regulatory framework, and solid trading 
relationship with Asia.

China is by far Australia’s biggest trading 
partner both in terms of imports and 
exports. Over the past few years, China 
has experienced double digit growth as 
the Chinese government spends billions 
on huge infrastructure building programs, 
lifting millions of Chinese workers into the 
middle class. Along the way, insatiable 
Chinese demand for Australian resources 
– particularly iron ore – have largely 
insulated Australia during the worst of 
the GFC years, and buoyed the local 
economy via record mining investments.

Australia’s wealth however remains 
inextricably linked to the health of the 
Chinese economy. Unfortunately, ongoing 
problems in the Eurozone and a weak 
global outlook have put a lid on China’s 
growth trajectory. China’s GDP growth for 
2012 slowed to 7.8 per cent, the slowest 
annualised rate for 13 years. The Eurozone 
and the US are key export markets for 
China, so China’s economic direction over 
the next year will be greatly influenced by 
developments in these markets.

What this means for Australia is more 
subdued growth over 2013 due to softer 
demand from Asia, and more cautious 
private sector spending. Australian 
consumers are still going through a period 
of financial conservatism, preferring to 
save and pay off debts rather than spend 
or invest. Businesses are largely still in 
cash preservation mode, holding off on 
investments or expansion plans until the 
global outlook improves.
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The Australian housing market 
continues to see subdued levels 
of activity, despite some signs  

of improved affordability over the  
past year.

Housing credit aggregates have tracked 
sideways for much of the past year, 
reflecting what Deloitte calls ‘a new 
normal’ for the sector. System growth  
has been tracking at just below 5 per cent 
over 2012, down from double digit growth 
experienced in the decades prior to  
the GFC.

This slowdown in housing activity is 
primarily driven by consumer conservatism 
and ongoing economic concerns. 
Households continue to be financially 
cautious, preferring to deleverage and save 
their money rather than take on more debt. 

Persistent weakness in the global 
economy is further dampening consumer 
confidence especially as consumers 
are increasingly wary about job security. 
Although unemployment remains low by 
historical standards at 5.4 per cent as at 
December 2012, there is some concern 
over growing labour under-utilisation, with 
the ABS estimating there are now more 
than 1.5m Australians who are either 
looking for a job or are underemployed 
i.e. prefer to work longer hours but aren’t 
doing so.

OWNER-OCCUPIED AND 
INVESTMENT LENDING
The total value of new housing loans 
financed in 2012 reached $247.3bn, 
which was a 4.2 per cent increase from 
the previous year. This is a significant 
turnaround from last year, when the 
total value of new home loans financed 
dropped 1.2 per cent following the end of 
the Government stimulus for First Home 
Buyers in 2010.

The number of owner-occupied loans 
financed in the year to December 2012 
totalled 546,466, up 4.5 per cent from a 
year ago. In dollar terms, owner-occupied 
loans accounted for 66 per cent of total 
housing loans in 2012 while investment 
lending accounted for the remaining 34  
per cent.

TOTAL NEW HOUSING LOANS  
FINANCED – BY VALUE

The average owner-occupied loan 
financed in 2012 was $298,771, which 
is down from $303,020 from a year ago. 
It is likely that subdued house prices and 
tighter lending criteria have pushed down 
the average loan size for new borrowers 
and refinancers. It is also possible that 
borrowers are choosing to save more of a 
deposit before committing to a mortgage, 
so as to give themselves more of a 
financial buffer.

Investment lending picked up slightly over 
2012, due to an influx of opportunistic 
investors hoping to capitalise on flatter 
house prices and lower interest rates. It is 
a particularly favourable investor market 
in areas where there is significant dwelling 
stock deficiency i.e. metropolitan areas of 
NSW and QLD, and a low rental vacancy 
rate. Investors in these areas should 
expect good rental yields and steady 
capital growth.

CONSTRUCTION AND 
PURCHASE OF NEW 
DWELLINGS
In recent years, refinancing activity has 
been strong but it appears that the 
construction and new builds sector may 
spur growth into 2013.

New builds account for a very small 
proportion of new owner-occupied loans, 

AUSTRALIANMORTGAGE
MARKET IN 2013

$bn 2011 2012 2011-12 
growth

Owner-
occupied

158.5 163.3 3.0%

Investment 78.9 84.0 6.5%

Total 
housing 
loans

237.4 247.3 4.2%

Rebecca Lo, Senior Industry Analyst, Research & Advisory
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but it is clearly a growth sector. According 
to the ABS, finance approved for the 
purchase of new dwellings jumped by 14.2 
per cent in 2012. Meanwhile, finance for 
the construction of dwellings increased 
by 5.3 per cent to $16.7bn in the year 
to December 2012. Finance for dwelling 
construction actually fell 8.5 per cent  
in 2011.

It appears that the various state 
Government measures to stimulate the 
new home construction sector are having 
some effect. In NSW and QLD, changes to 
stamp duty concessions and an increase 
to the First Home Owner Grant (FHOG) 
for purchase of new homes appear to 
have briefly boosted First Home Buyer 
(FHB) activity. Both state Governments 
have scrapped incentives for FHBs 
purchasing established homes, while the 
SA Government reduced the FHOG for 
established homes from $7,000 to $5,000. 

FIRST HOME OWNER GRANTS 
(EFFECTIVE OCTOBER 2012)

Construction of new dwellings is critical 
to keep up with Australia’s population 
growth, especially as net migration remains 
historically high. Economic forecasters BIS 
Shrapnel believes Australia currently has 
an estimated dwelling shortfall of 99,600, 
with NSW accounting for the biggest 
share of dwelling stock deficiency. Despite 
various state Government initiatives to 
boost construction of new dwellings, BIS 

Shrapnel expects the housing shortage 
to deteriorate over the next few years as 
the pace of population growth outstrips 
construction.

ESTIMATED STOCK  
DEFICIENCY (’000s)

BUILDING  
PREPAYMENT BUFFERS  
IN UNCERTAIN TIMES
Over 2012, the RBA dropped the official 
cash rate by 125 basis points to a record 
low of 3 per cent. This has translated to 
increased savings for borrowers, and it 
appears that many borrowers are choosing 
to pay down their mortgage more quickly 
than required.

The RBA estimates that the average 
household is ahead of scheduled 
repayments by around 1.5 years. 
Anecdotal evidence from the major banks 
suggests that this average is greatly 
boosted by a group of borrowers who are 
significantly ahead of schedule – around 
15 per cent of borrowers are ahead by 
two years or more. Perhaps unsurprisingly, 
higher income earners are more likely to be 
ahead of their repayments.

To some extent, lower interest rates 
combined with easing house prices have 
greatly improved housing affordability. 

According to the Housing Industry 
Association (HIA), housing affordability has 
improved for the seventh straight quarter in 
September 2012.

Despite the significant rate cuts in the 
past year and improved property buying 
conditions, housing finance remains flat 
and consumer sentiment continues to 
be cautious. Underemployment remains 
a concern for would-be buyers, but it 
seems that the large majority of borrowers 
are very comfortable with meeting and 
overpaying their repayment.

COMPETITIVE LANDSCAPE 
Banks have maintained their dominant 
share of residential home loan lending. 
In December 2012, the ‘big four’ banks 
(including subsidiaries) held an estimated 
75 per cent of the residential mortgage 
book while mutuals combined held an 
approximate 5 per cent share.

As loan demand continues to be subdued, 
profitability will be challenged by high 
funding costs and the current low interest 
rate environment. Mutuals will need to 
be alert and ready to respond to this key 
change in market dynamics.

Many lenders in Australia have been 
stepping up their marketing efforts to 
boost growth in an otherwise sluggish 
market. Some lenders cut back or fully 
waived their upfront fees (e.g. loan 
application or establishment fees), while 
some offered new customers rebates 
in the form of gift cards or by directly 
crediting money to their home loan or 
bundled transaction account. These 
measures are designed to make the loan 
‘onboarding’ process more affordable and 
attractive, making it easier for prospective 
buyers to get into the property market or 
for existing borrowers to switch. Indeed, 
research from comparison site RateCity 
found that the average upfront fees fell 
from $707 to $693 over the past year.

Some lenders specifically targeted the 
refinancing market with offers to contribute 
to refinancing costs or via lower rates. For 
example, NAB’s online subsidiary UBank 
offers a highly competitive product called 
UHomeLoan which targets refinancers, 
with an upfront rate discount and a loyalty 
discount of 0.10 per cent for the life of  
the loan.

On the pricing front, mutuals continue to 
be very competitive in the marketplace. 
According to Canstar Cannex, the 
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average SVR offered by mutuals has been 
consistently below the average of the major 
banks. As at February 2013, the average 
mutual SVR was 6.01 per cent - around 40 
basis points below the average SVR of the 
major banks.

Mutuals have also been innovative on the 
product design front. In June 2012 CUA 
launched its Rate Breaker Package, a 
tracker home loan offering a variable rate 
that is 1 per cent lower than the average 
of the advertised SVR of the big 4 banks. 
Also, last year QT Mutual Bank introduced 
its QTMB Rate Tracker home loan, where 
the variable rate is tracked against the RBA’s 
official cash rate which guarantees any rate 
cuts (or rises) would be passed in full.

Both these products are designed to give 
consumers a level of certainty at a time 
when many lenders have been pricing 
their lending products outside of RBA 
movements.

Other product innovations target new 
First Home Buyers by making property 
ownership more affordable. For example, 
Community First Credit Union launched 
its $2,000 First Home Buyer Headstart 
Grant towards the end of 2012, which 
was timed to coincide with the end of FHB 
assistance for established home purchases 
in NSW and QLD.

And more recently, SGE Credit Union 
launched a guarantor home loan called Get 
Ahead Start aimed at FHBs with little or 
no deposit. This product allows buyers to 
purchase their first home by borrowing up 
to 100 per cent of the purchase price, and 
at the same time helps them to reduce or 
avoid paying mortgage lenders insurance.

These product innovations offer a glimpse 
into how some mutuals are seeking growth 
and adjusting their strategies to adapt to this 
challenging low credit growth environment.

KEY CHALLENGES FOR 2013
Housing activity is likely to remain subdued 
over 2013. Consumer confidence 
continues to be weak due to ongoing 
uncertainty in the global economy. There 
is also growing tension in the Asian region 
between Australia’s two biggest trading 
partners China and Japan over disputed 
territorial claims.

The outlook for the Australian mortgage 
market is weak, and it seems that many 
in the industry expect lower growth rates 
compared to the previous year. According 
to the Abacus 2013 CEO survey, just 2 
per cent of surveyed CEOs expect their 
mortgage loan balances to increase 
by more than 10 per cent over 2013 
compared to 22 per cent in the 2012 CEO 
Survey. This is a fairly clear indicator that 
mutual CEOs feel much less optimistic 
about growing their mortgage loan book in 
2013 compared to the same time last year. 

Indeed, weaker demand for credit presents 
a key challenge for mutuals over the next 
year along with higher funding costs and 
margin pressures all eating into profitability. 

High funding costs and margin squeeze 
due to competitive product pricing will 
make it a challenging year for mutuals.

Many lenders have been ‘paring back’ 
on the rate cuts passed on to borrowers 
in light of harsher funding conditions. For 
much of 2009 when the GFC peaked, the 
RBA reduced the cash rate to a record 
low of 3.00 per cent and the average 
mortgage SVR was 245 basis points 
above the cash rate. As at January 2013, 
this difference has increased to 305 basis 
points despite the cash rate being back at 
the ‘emergency’ levels at 3.00 per cent.

As offshore borrowing markets continue to 
be unpredictable, major banks have been 
targeting domestic household deposits 
as a cheaper source of funding. The 
deposit market is now more than ever a 
fiercely fought space, and mutuals have 
been increasingly forced to stay price 
competitive to support a stable funding 
pool in the absence of accessible and 
cost-effective funding alternatives.

Margins are also under pressure because 
of competitive loan pricing, which has 
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become a key battleground for those 
seeking lending growth in a subdued 
market. While the mutual sector continues 
to offer very competitively priced products, 
it is important to note that pricing as a sole 
differentiator is ultimately unsustainable for 
the industry.

Lenders have been trying to preserve  
their margin by withholding rate cuts.  
As the table below shows, mutuals and  
major banks alike have been struggling  
to pass on rate cuts in full over the past  
year, with ANZ delivering the most  
savings to its borrowers with a 152  
basis point reduction in its SVR since  
November 2011.

Although the large majority of lenders have 
not been consistently passing rate cuts 
in full, there is still some reputational risk 
associated with failure to do so. According 
to Roy Morgan, ANZ’s independent rate 
decisions have directly contributed to 
a slide in its customer satisfaction rate, 
which hit a five-year low of 73.1 per cent 
in July 2012. While ANZ has improved its 
satisfaction rate since, the bank continues 
to lag behind the other major banks in  
this regard, and it seems that the bank’s  
break with the RBA has contributed to  
customer dissatisfaction.

NAB presents a different case. While 
NAB has delivered the smallest rate 
reduction in recent times, it also 
consistently offered the lowest SVR of the 
major banks over 2012. In the past few 
years, NAB made a strategic decision 
to win back market share and improve 
its customer satisfaction ratings via its 
‘Break Up’ campaign and aggressively 
priced products. This seems to have 
resonated with customers and NAB’s 
customer satisfaction remains the highest 
of the major banks at 79.8 per cent as at 
December 2012.

SUMMARY
Housing conditions will continue to be 
difficult over the year, characterised by 
low credit growth and a low interest rate 
environment. Deposit costs will remain 
high and pricing will continue to be a fine 
balancing act. Banks are likely to still chase 
market share targets and aggressively 
compete for whatever growth exists. 
Among smaller lenders or niche players, 
there is an opportunity to differentiate and 
chase growth by taking on more risk, by 
targeting ‘near prime’ loans, or increasing 
LVRs on standard products.

Dec 12 Oct 12 Jun 12 May 12 Dec 11 Nov 12 Total 
cuts 
(since 
Nov 11)

RBA cash rate 0.25 0.25 0.25 0.50 0.25 0.25 1.75

Lender SVR cuts

ANZ 0.20 0.20 0.25 0.37 0.25 0.25 1.52

CBA 0.20 0.20 0.21 0.40 0.25 0.25 1.51

NAB 0.20 0.20 0.21 0.32 0.25 0.20 1.38

Westpac 0.20 0.18 0.20 0.37 0.25 0.25 1.45

Mutuals  
(industry avg) 0.19 0.17 0.21 0.27 0.22 0.22 1.28
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Personal lending has been weak 
due to lower consumer appetite 
for credit. Lending growth 

has been subdued as consumers 
continue to be cautious about their 
personal financial situation and debt 
obligations.

Growth in personal loan aggregates 
has been virtually flat, growing by 0.6 
per cent to $134.3bn in the 12 months 
to December 2012. Personal credit 
aggregates is now 13.1 per cent down 
from its peak of $154.9bn in May 2008, 
prior to the global financial downturn. 

The Abacus CEO Survey reveals that 
many mutual CEOs continue to be 
pessimistic about growing their personal 
lending book over 2013. In total, 30 
per cent of CEOs expect their personal 
lending book to experience negative 
growth over this period – a sharp rise 
from 14 per cent a year ago. Over half 
of the surveyed CEOs expect growth of 
less than 5 per cent this year, and just 14 
per cent of CEOs expect their personal 
credit balances to grow by more than 
5 per cent. It is clear that mutuals are 
bracing themselves for a difficult year of 
constrained growth ahead.

FIXED RATE LOANS 
INCREASINGLY POPULAR
Historically low interest rates and 
preference for repayment certainty are 
prompting many borrowers to opt for fixed 
rate personal loans. According to the ABS, 
the proportion of personal lending with a 
fixed rate option hit a 15-year high of 58.7 
per cent as at December 2012. 

Although many economists are predicting 
interest rates to fall even further in 2013, 
it is likely that consumers will continue to 
lock in a low rate while they can and to 

opt for the certainty of fixed repayments in 
otherwise uncertain times.

PERSONAL LOANS  
BY PURPOSE
Refinancing is the most common reason 
for taking out a personal loan. According 
to the ABS, 27 per cent of fixed rate 
personal loans financed in 2012 were for 
refinancing purposes, while 26 per cent 
were to buy a motor vehicle.

Auto finance grew solidly over the past 
year, as new car sales climbed to record 
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levels. Official sales figures from the 
Federal Chamber of Automotive Industries 
(FCAI) show that new car sales in 2012 
were up by 10.3 per cent to 1.11m, driven 
by strong sales in motorcycles, SUVs and 
four-wheel-drive utes.

The motor industry had a record breaking 
year in 2012, despite sluggish retail 
sales and weaknesses in other parts of 
the economy. Car affordability improved 
considerably over 2012, thanks to the 
high AUD and heavy discounting by car 
dealers needing to meet aggressive sales 
targets. The FCAI also attributed much 
of the growth to the rebound from supply 
shortages following natural disasters in 
Japan and Thailand last year.

Many new car buyers sought attractive 
motor finance deals to pay for their car 
purchase. As a result, the value of loans 
financed for motor vehicles jumped by 
15.1 per cent in 2012. In the 12 months to 
December 2012 a total of $13.3bn in loans 
were financed for car purchases, up from 
$11.5bn the previous year.

Although motorcycles account for less 
than 3 per cent of total motor vehicle 
finance, motorcycle lending (e.g. scooters, 
ATVs) soared by an impressive 55.8 per 
cent over 2012. Scooters and bikes are 
an increasingly popular alternative to 
cars in metropolitan areas because of 
convenience and their fuel efficiency, while 
off-the-road motorcycling as a recreational 
activity has become more popular in 
regional centres.

Finance for new cars increased by 29.4 
per cent over 2012, while finance for  
used cars fell by 1.1 per cent during  
the same period.

The FCAI expects 2013 to be another solid 
year with the sale of 1.07m new cars. With 
the motor industry looking to post another 
near-record year in 2013, motor finance 

is likely to continue its strong run. This 
presents a good opportunity for financial 
institutions to look at how best to secure 
car finance borrowers from within and 
outside its membership base.

According to Datamonitor, car dealership 
is a growing channel for personal loans. In 
2011, 8 per cent of loans were originated 
at a car dealership and this increased to 
12 per cent in 2012. Many car dealerships 
offer very attractive promo deals and 
competitive rates as a way to close a sale. 

As such, there is an opportunity for 
financial service providers to gain a greater 
share of the car lending market. Mutuals 
can more actively promote their car loan 
products and look for potential cross-sell 
opportunities among existing members. 
A quick loan approval process and fast 
access to funds are also imperative. CBA 
is perhaps the market leader in this space, 
guaranteeing borrowers will hear back 
within 60 seconds of applying with same 
day access to funding where they are an 
existing CBA customer.

As well as getting the pricing right, 
product innovation can be another point of 
differentiation. For example, bankmecu’s 
goGreen car loan stands out from the 
crowd because the loan not only offsets 
the car’s carbon emissions, but promotes 
car safety among young drivers by offering 
a $200 rebate for borrowers who complete 
their Advanced Driver Training course.

CREDIT CARDS
Credit card growth has been subdued 
as consumers shy away from debt and 
increasingly favour debit cards for everyday 
purchases. Outstanding credit card 
balances actually fell by 0.9 per cent in the 
12 months to December 2012, down from 
5.2 per cent growth experienced two  
years ago.

Growth in the number of personal credit 
card accounts slowed to just 1.1 per  
cent by the end of 2012. At the time of 
writing, there were 13.9m credit card 
accounts in Australia with an average 
balance of $3,267.

On average, credit cardholders use their 
card 11.2 times per month with purchases 
amounting to $1,319 per month. RBA 
data indicates that although consumers 
continue to use their credit card for  
regular everyday purchases, they are  
also spending less and actively paying off 
their outstanding debts as they tighten  
their belt.

According to research house RFi, the 
decline in credit card balances accruing 
interest is perhaps accelerated by the 
effect of the NCCP reforms introduced 
in July 2012, requiring a ‘minimum 
repayment warning’ on credit card 
statements. RFi found that over 25 per 
cent of surveyed credit cardholders who 
had seen the warning consequently either 
reduced their spending or increased  
their repayments.

Indeed, there are significant costs in 
complying with NCCP. The introduction 
of the minimum repayment warning is 
particularly costly to implement as it 
involves software changes in the core 
banking system. Other changes have 
resulted in product delivery costs, such as 
the requirement that repayments are first 
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allocated to that portion of the outstanding 
balance to which the highest rate of 
interest applies.

At the same time, debit cards continue 
to chip away at credit card growth. The 
number of debit card accounts grew by 
6.8 per cent over 2012, compared to just 
1.1 per cent posted by credit cards. Debit 
cards continue to achieve double digit 
growth in terms of both volume and value 
of transactions, while credit cards  
lag behind.

Data from Veda Advantage confirms this 
trend, with the number of credit card 
applications falling by 1.6 per cent year-
on-year in the Q4 2012. Overall consumer 
demand for credit cards have been weak 
across all states, with WA being the only 
state where credit card applications are 
higher over the past year.

P2P LENDING IN AUSTRALIA
Although peer-to-peer lending is still in 
its infancy in Australia, it is interesting to 
explore its popularity overseas and how 
this growing sector might affect traditional 
lending channels in the future.

Over the past few years, P2P lending has 
exploded in markets including the US 
and the UK. The idea behind P2P lending 
(or social lending) is simple: matching 
individual investors with borrowers 
who are in need of funds over a shared 
web platform, thereby cutting out the 
‘middleman’ i.e. banks and financial 
institutions.

In the US, P2P lending platforms such 
as Lending Club and Prosper.com 
have become very popular, especially 
among the unbanked or among those 
who have difficulty applying for traditional 
prime loans. In late 2012, Lending Club 
announced that is has facilitated more 
than US$1bn in personal loans and in 
the five years of its operation has helped 
80,000 borrowers pay off their debt.

Individual investors are also interested 
in the returns as well as the ability to 

spread risk across several borrowers. To 
date, Lending Club has paid US$116m 
in interest to investors and it recorded an 
average annual return of 9.3 per cent over 
2007-2012 – by far outperforming the S&P 
500 with an average annual return of 4.2 
per cent.

Certainly the biggest challenge with direct 
peer lending is managing credit risk.

Lenders like Lending Club and Prosper.com 
operate based on a complex pricing 
algorithm to work out a borrower’s credit 
profile, taking into account the borrower’s 
home ownership status, employment 
length, existing debt levels etc. and 
issuing their own proprietary credit 
grades accordingly. Usually, lenders who 
are assessing a borrower’s bid can also 
access summary credit data from  
credit bureaus.

The borrower’s grade or rating ultimately 
determines the interest rate charged. For 
example, A-grade Lending Club borrowers 
can expect an average interest rate of 7.59 
per cent compared to higher risk G-grade 
borrowers who are charged an average of 
23.12 per cent.

So far P2P lending in Australia has 
had a difficult history. P2P platforms 
LendingHub, Fosik and Peermint never 
got past the initial testing stages and the 
first lender to get off the ground, iGrin, is 
now running off its loan book. According 
to the Eureka Report, iGrin had facilitated 
more than $100,000 in loans when the 
NCCP came into force in 2011, tightening 
the regulatory environment around lending 
and credit reporting.

iGrin no longer accepts new loans but 
continues to service existing loans. 
However, it is rumoured that iGrin will be 
relaunched as Peerlending in the first  
half of 2013, under a slightly different 
model which fits with current peer  
lending regulations.

The latest player trying to break into 
Australia’s P2P lending market is 
SocietyOne, which promotes itself 
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as Australia’s first and only compliant 
P2P online platform. While there is no 
publicly available data on the uptake or 
performance of SocietyOne’s portfolio, the 
company does not appear to be making 

inroads in terms of online visibility or 
consumer awareness.

As yet, P2P lending does not pose a real 
threat to the traditional financial services 

model but there is considerable interest 
from venture capital investors. Successful 
models overseas such as Lending Club 
and Zopa prove that it could be a growth 
sector in Australia, despite the number of 
failed attempts here to date.

There are significant challenges for start-up 
P2P lenders, and they are by no means 
restricted to regulatory concerns. The 
responsibility of managing risk, borrower 
credit ratings and the process of loss 
recovery necessarily fall on the P2P 
lending intermediary. In addition, P2P 
lenders will need to educate and raise 
consumer awareness, to pitch P2P lending 
as a viable alternative to traditional forms 
of lending, and to assure investors of the 
robustness of their due diligence.

SUMMARY
Ongoing economic uncertainty and risk-
averse consumers are key contributing 
factors to the weak growth of personal 
lending. As such, lenders are forced to 
reconsider strategies for growth and 
explore different options. Many mutuals 
expect their personal credit balances to 
experience negative growth over 2013, but 
with car sales expected to remain strong 
into the year there exists opportunities 
to drive car lending growth. It is also 
important to monitor trends like P2P 
lending, which is still in its embryonic stage 
in Australia but has the potential to change 
the way consumers borrow in the long run.

Reward / Risk

Average borrower interest rates as of February 7, 2013

Grade Grade Grade Grade
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Australian households are 
watching their hip pockets 
and tightening their belts. 

With the shock of the global financial 
crisis, consumers are steering away 
from risky asset classes, preferring to 
hold money in deposits and building 
financial buffers in case of further 
deterioration in the global economy.

The OECD estimates that Australian 
households will maintain their high level 
of savings for some years to come. The 
OECD expects households to save on 
average 8.7 per cent of their disposable 
income in 2013, rising to 9.0 per cent 
by 2014. Australian consumers are still 
very conservative with their personal 
finances, especially as the global economy 
continues to create anxiety and concern.

Although Australia’s saving rate will 
continue to be high, expectations of 
deposit growth over 2013 is lower than 
in previous years. According to the 2013 
Abacus CEO survey, 46 per cent of 
mutual CEOs believe that their deposit 
balances will increase by more than 5 per 
cent over 2013 – this is down from 68 per 
cent who thought the same last year. 

In other words, mutuals are slightly more 
pessimistic about growing their deposit 
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balances in 2013 compared with last year. 
It looks likely that 2013 will be a tough year 
for mutuals in terms of rethinking ways 
to navigate a low interest rate, low credit 
growth environment where deposit raising 
has become harder than ever before.

THE DEPOSIT ‘WAR’
Competition over deposits has been fierce 
over the past few years. Larger banks 
have been aggressively growing their 
deposit balances as the cost of offshore 
wholesale funds rose steeply. Since the 
GFC in 2007/08, banks have increased 
their reliance on domestic retail deposits 
as a relatively cheaper and stable source 
of funding.

The growing competition for deposits has 
ultimately resulted in a price war. Financial 
institutions have been aggressive with their 
pricing, especially with their longer term 
deposit rates. To illustrate this, RBA data 
shows the average bank term deposit 
rate has been higher than the cash rate 
itself since May 2012. As at January 2013, 
the average term deposit rate (across all 
terms) among the major banks was 3.55 
per cent – 55 basis points higher than the 
cash rate. The last time the cash rate was 
3.00 per cent was mid-2009, when the 
average term deposit rate was actually 20 
basis points lower than the cash rate.

In response to stiffer competition, some 
major banks made the strategic decision 
to build up their online subsidiary brands 
as price leaders. For example, NAB’s 
online-only brand UBank has made 
significant inroads in capturing term and 
online deposits and now accounts for 
an estimated 17 per cent of NAB’s total 
household deposits. To illustrate the rate 
differential, at the time of writing UBank 
offered 4.70 per cent on a 12-month term 
deposit while its parent NAB offered 4.20 
per cent for the same term.

RAMS is another major bank subsidiary 
that has been leading the price war. As 
part of its multi-brand strategy, Westpac is 
now using RAMS to build a separate online 
banking presence. Westpac has retained 
RAMS as a separate entity along with 
its franchise network, which distributes 
Westpac’s full suite of retail banking 
products under the RAMS brand. RAMS 
currently offers an online savings account 
and plans to offer term deposits and credit 
cards in the near future. Within the first 
three months of RAMS launching its online 
savings account, RAMS had attracted 
20,000 new depositors who are mostly 
‘new to bank’.

Like many other online savings accounts 
on the market, the RAMS Saver account 
offers a conditional bonus rate based on 

meeting certain criteria i.e. no withdrawal, 
depositing a certain amount or maintaining 
a minimum balance for that month. At 
the time of writing, RAMS offered a base 
variable rate of 4.02 per cent and a bonus 
rate 0.8 per cent if all conditions are met.

Other deposit taking institutions have been 
promoting high, attractive introductory 
rates on high yield savings accounts to 
win new customers. In fact, analysis by 
Canstar found that the gap between 
introductory and base rates on high yield 
savings accounts has been widening, 
and that interest rates can fall by as much 
as 185 basis points at the end of the 
introductory or promotional period.

The Canstar research, which was 
conducted in September 2012, found 
that the average base rate was 3.70 per 
cent while the average introductory rate 
was 126 basis points higher at 4.96 per 
cent. By offering high introductory rates for 
a limited time, ADIs are able to maintain 
an attractive headline rate while paying a 
lower ongoing rate.

The fierce quest for deposits has not been 
focused solely on the term deposit and 
savings space. In an attempt to boost 
transaction account business, many ADIs 
have removed account keeping fees and/
or have offered rebates for new customers. 

Citibank, for example, relaunched its 
Citibank Plus transaction account in 
2011 which it claims to be a truly fee-
free account i.e. removing fees for bank 
cheque issuance, cheque dishonour, 
extra statement fees, overseas ATM 
withdrawals, overseas point-of-sale 
transactions, and overseas funds’ 
transfers. Citibank reported that the 
relaunch has been a success – in the first 
nine months Citibank signed up more than 
5,000 customers on average every month 
and passed 100,000 transaction banking 
customers.

The focus on transaction accounts is 
an important one. Consumer research 
consistently reveals that the transaction 

account is a key stepping stone to a 
deeper relationship with customers. 
Transaction accounts are often the 
first product that a customer takes out 
when starting a banking relationship. In 
addition, transaction accounts create 
sticky customers, which is why there has 
been so much interest in kids’ bonus rate 
accounts in recent years.

Tougher competition for deposits has 
meant that the cost of raising deposits has 
actually increased. In turn, this has resulted 
in margin squeeze, especially given price 
pressures, weak consumer appetite, and 
subdued growth on the lending side of 
the business. A further complication for 
the deposit market was the recent failure 
of debenture issuer Banksia Securities. 
Consumer awareness of the difference 
between a debenture issuer and a 
guaranteed deposit with an ADI has been 
a concern. Abacus has formally raised 
this with ASIC on a number of occasions, 
particularly the fact that they were allowed 
to operate in this manner without any 
action from ASIC.

The collapse of Banksia seemed to 
undermine the confidence of some 
consumers in smaller, APRA regulated 
ADIs and created short-term funding 
pressures for some regional mutuals. 
Abacus Public Affairs has increased the 
pressure on the issue with ASIC, APRA 
and Treasury (see article ‘2013 Regulatory 
and Compliance Outlook’ in Market  
Scan 2013).
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MARKET DYNAMICS IN 2013
Competition for deposits will continue 
this year, but there are early signs that 
funding pressures are likely to ease. There 
have been recent improvements in global 
markets and the cost of bond issuance has 
declined significantly. The cost of wholesale 
funds will likely improve throughout the year 
but as the RBA notes in its February board 
meeting, it will take time for lower bond 
yields to flow through to aggregate funding 
costs and commercial lending rates.
The banking industry continues to gear up 
for Basel III. Mutuals are expecting to see a 
modified Minimum Liquidity Holding (MLH) 
regime introduced in June 2013 along with 
the new Liquidity Coverage Ratio (LCR) for 
the larger banks. While the revised MLH 
regime will be implemented immediately, 
the LCR will not be in place until at least 
2015, or possibly later under the delayed 
timetable announced by Basel in January.
While APRA continues to argue that it will 
be business as usual for mutuals, it does 
propose to restrict liquid assets held with 
lower rated ADIs (BBB+/CRG3 or lower) 
to 20 per cent of assets. This will impact 
on the earning potential of a liquid asset 
portfolio and force some mutuals to move 
their liquidity to higher rated classes. This 
resulting lower yield will create further 
pressure on already tight margins and 
perhaps prompt some repricing of products 
– if this has not yet already started.
On the flipside, mutuals seeking to issue 
debt securities as a funding tool may need 
to rethink their strategy as demand for 
lower rated instruments will be less from 
ADIs subject to the modified MLH regime.
While only larger banks will move to the 
LCR, mutuals will experience ‘knock on’ 
effects in the form of intensified competition 
for retail term deposits. This is because 

the ‘run off’ assumption i.e. how much 
will consumers be able to pull out during 
a bank run at a time of crisis are higher for 
shorter term deposits, particularly those 
accessible online. Liabilities with higher run 
off assumptions will require higher liquidity 
and banks will therefore seek to build a 
more stable, long-term deposit base.
This means that banks may gradually lower 
their rates on online saving accounts but 
the pricing of longer term deposits will 
continue to be competitive as they are highly 
favourable under the new LCR. Moreover, 
swap rates for longer maturities are fairly 
low so mutuals may do well to focus on 
locking in longer term deposits while looking 
for opportunities to grow their short term 
deposits, particularly in the online space.

On the capital side, it is critical for APRA 
and the mutual industry to continue to 
work on a Basel III-compliant capital 
instrument for mutuals. Without such an 
instrument, mutuals will rely primarily on 
profit and retained earnings to boost their 
capital position, and with more stringent 
capital ratios in place under Basel III, 
some institutions may see slower growth 
prospects. Abacus continues to work closely 
with APRA on this very important issue.

Other issues are worth mentioning here. 
The introduction of the Government’s ‘tick 
and flick’ scheme in July 2012 has so far 
produced very little account switching 
activity, largely because consumer 
awareness has been low. Nevertheless it 
is a very important initiative that removes 
many key switching barriers, particularly the 
transfer of direct debits. The opportunity 
and challenge for mutuals is to tie in and 
promote this scheme along with their own 
marketing and sales efforts.

Mutuals are also encouraged to support 
Abacus’ recently launched Balance Banking 

campaign. The campaign puts the need for 
greater competition in banking on centre 
stage. It is a call to action for consumers 
concerned with the lack of competition in 
retail banking, and who wish to support an 
inquiry to help smaller players compete on 
a more level playing field.

Industry support for the campaign will 
be key to ensuring the message is heard 
through a united mutual sector voice. You 
can help the Balance Banking campaign by 
asking staff and customers to support the 
campaign online and via social media. You 
can support Balance Banking by visiting our 
website (www.balancebanking.com.au) and 
via social media. Follow our Twitter account 
(@AbacusCOB) and visit our Facebook 
page and YouTube channel.

Our online community is growing and with 
your help and by letting your professional 
and personal contacts know, we can drive 
further interest and conversations.

SUMMARY
Australian households remain very 
conservative with their money, and are likely 
to continue holding money in deposits so 
as long as equity markets remain volatile. 
Many mutuals expect slower growth in their 
deposit balances even though consumers 
will continue to save as much as they can. 
Financial institutions will continue to battle 
it out in the deposit space as offshore 
wholesale funds remain costly. Despite the 
sector’s recent focus on savings and term 
deposits, transaction accounts will  
continue to be keenly fought over given it 
is often a starting point for creating loyal, 
sticky customers.

BIG DATA AND  
FINANCIAL SERVICES
The deposits space is not just a key 
battleground for cheaper funds. The 
transaction account is increasingly 
important for banking institutions as a 
gateway to understanding customer habits 
and behaviours, spending patterns and 
saving trends.

For many years, banks have been talking 
about high performance analytics and 
the value of ‘big data’. In recent times the 
major banks have invested heavily in their 
IT systems; upgrading their core banking 
capabilities and ensuring that information 
silos are more easily able to talk to each 
other. The transactional dynamics captured 
can allow banks to better understand what 
their customers are doing.

There are already examples of major banks 
starting to leverage from their technological 
investments. In the past month, CBA 
and NAB launched interesting initiatives 
that showcase just what their upgraded 
technological infrastructure is capable  
of doing.

CBA’s MyWealth website is targeted at self-
directed investors who want an online hub for 
all their investment and information needs. 
The platform also gives CBA customers 
real-time access to an integrated view of 
their wealth and product holdings across 
the bank, spanning banking, brokerage, 
insurance and asset management. This is a 
significant CRM innovation as customer data 
is traditionally stored in banks’ product silos, 
making a complete and single customer view 
much harder to achieve.

At this stage, CBA customers can only 
see their wealth within the bank. There is 
no facility to allow customers to drag in to 
MyWealth data showing investments and 
product holdings from elsewhere.

While CBA’s MyWealth is largely aimed at 
the mass affluent segment, NAB’s recently 
launched Money Tracker is positioned as a 
budgeting tool for all.

The Money Tracker is a new, free feature 
on the NAB internet banking site. Similar 
to CBA’s MyWealth, Money Tracker 
pulls information directly from various 
NAB product silos including transaction 
accounts and credit cards. NAB plans 

to compare customer spending patterns 
against a number of demographic 
indicators, and use these insights to 
recommend financial products and 
services. This is similar to how Amazon 
suggests a book based on what customers 
with similar interests have bought in  
the past.

It is likely that we will see more of these 
technological innovations from banks that 
give customers easy and useful tools to 
manage their money more effectively, 
and to help them with their financial 
decision making.

For the banking institution, this foray into 
extracting big data into smaller, meaningful 
insights is intended to offer tangible 
business gains i.e. more effective in 
identifying cross-sell opportunities, targeted 
marketing and providing individually 
tailored product solutions. Financial 
institutions big and small have only started 
to dabble in this sort of data mining, in an 
age where the maxim ‘know your customer’ 
has become something more like ‘know 
what your customer wants before they do’.

http://balancebanking.com.au/
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2013 is the year of the long Federal 
election campaign with the 
minority Labor Government that 

has clung to power with the support 
of independent MPs since 2010 due to 
face the voters on 14 September.

Prime Minister Julia Gillard named the 
election date far in advance to increase 
pressure on Opposition Leader Tony 
Abbott to provide detailed policy 
announcements including the Budget 
impact of each Coalition commitment.

Despite the continually overheated political 
atmosphere that has prevailed since 2010, 
Parliament continues to process and 
approve new legislative proposals and 
regulators are busy in 2013 implementing 
new regulatory regimes.

APRA’s implementation of the Basel 
III capital and liquidity reforms is a key 
strategic and competitive issue for the 
customer-owned banking sector.

Other significant regulatory changes 
scheduled for introduction or finalisation 
in 2013 affect consumer credit, financial 
advice, credit reporting, privacy, product 
disclosure and investor protection, FATCA, 
payments and the Mutual Banking Code  
of Practice.

POLITICAL OUTLOOK
Opinion polls and betting markets have 
been consistently pointing to a Coalition 
victory.  Labor is hoping it can make 
ground in Queensland, where it holds only 
8 of 30 seats. However, the election could 
be decided in western Sydney where a 
string of marginal seats held by Labor  
are vulnerable.

The Coalition is in power (with varying 
levels of public approval) in all States and 
Territories except SA, Tasmania and the 
ACT. The WA Liberal National Government 
is expected, on current polling, to be 
returned at the 9 March WA State  
election. Federally, Labor holds only 3  
of 15 WA seats.

Other key factors affecting the Federal 
election are the performance of the  
Greens (post-Bob Brown), Katter’s 
Australia Party, and the fate of 2010 
powerbrokers Tony Windsor, Rob 
Oakeshott and Andrew Wilkie.

The Government intends shortly to release 
an Industry and Innovation Statement, 
and in the lead-up to the 14 May Budget 
will announce “substantial new structural 
savings that will maintain the sustainability 
of the Budget and make room for key 
Labor priorities.”

Abacus lodged a 2013-14 pre-Budget 
submission putting forward proposals 
to strengthen competition and choice in 
banking and to obtain better outcomes 
for Australian banking consumers. Abacus 
will continue to pursue this agenda with 
MPs and their advisers in the lead up to 
the election. Abacus will involve member 
banking institutions in meetings with  
MPs in their electorates between  
Parliamentary sittings.

Our agenda is:

•	 An	independent,	comprehensive	
financial system inquiry, focusing on 
competition and consumer choice 
issues such as major banks’ multi-
brand strategies and ‘too big to fail’ 
funding advantage;

•	 Fairer	taxation	of	interest	on	ADI	
deposits; and, 

•	 Fairer	taxation	of	customer-owned	
banking institutions by allowing a 
simple, marketable and efficient 
mechanism to distribute  
franking credits.

The Coalition is already committed to a 
financial system inquiry, along with a “root 
and branch review” of competition laws 
and a “Commission of Audit” to identify 
savings and efficiencies in all areas of 

2013 REGULATORY 
AND COMPLIANCE OUTLOOK
Michael Funston, Senior Manager (Legal & Compliance) and Company Secretary 
Luke Lawler, Senior Manager, Public Affairs
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government. Tony Abbott says legislation 
to repeal the carbon tax will be the first 
piece of legislation a Coalition Government 
will introduce.

Taxation of superannuation has become a 
policy battleground, as the Superannuation 
Guarantee rises from 9 per cent to 9.25 
per cent on 1 July 2013 in the first step 
towards 12 per cent in 2019. Treasury has 
publicly warned that the fiscal sustainability 
of superannuation demands greater public 
scrutiny and that “this scrutiny will be even 
more important to the extent that existing 
concessions are seen to favour some at 
the expense of the majority.”

Economic developments will be critical as 
the election campaign takes shape.

The RBA noted after its first meeting 
of 2013 that there are signs that the 
significant interest rate cuts of 2012 are 
having some of the expected effects.

The RBA says: “the demand for some 
categories of consumer durables has 
picked up; housing prices have moved 
higher; there are early indications of a pick-
up in dwelling construction; and savers are 
starting to shift portfolios towards assets 
offering higher expected returns. 

“On the other hand, the exchange rate 
remains higher than might have been 
expected, given the observed decline in 
export prices, and the demand for credit 
is low, as some households and firms 
continue to seek lower debt levels,” the 
RBA says.

PRUDENTIAL REGULATION

BASEL III CAPITAL

While Europe and the US have delayed 
implementation of Basel III, APRA released 
the “final” package to implement Basel 
III capital reforms late in 2012, including 
updated prudential standards, prudential 
practice guides, reporting standards and 
revised guidelines. These reforms took 
effect from 1 January.

However, APRA has yet to finalise the 
development of a Basel III-compliant 
capital instrument for mutual ADIs. 
Concern with the ongoing delays was 
expressed by a Senate banking inquiry, 
which called on APRA to address the 
issue “without further delay.” Without 
such instruments, mutuals will be limited 
to sourcing their regulatory capital from 
retained earnings, which will restrict growth 
and the capacity to take opportunities.

APRA has been discussing with ASIC 
a proposal to allow mutuals to issue 
Additional Tier 1 (AT1) and Tier 2 (T2) 
capital instruments that will comply with 
APRA’s prudential standards and will not 
trigger the demutualisation provisions of 
the Corporations Act.

APRA’s proposal is for an instrument 
that can convert into Common Equity 
Tier 1 (CET1) in a trigger event – such as 
APRA declaring the ADI non-viable. The 
only alternative to conversion to CET1 is 
immediate and total write-off.

APRA understands that Abacus will 
continue to pursue capacity in the 
prudential standards for mutuals to issue 
a capital instrument that qualifies as 
CET1 in the ordinary course of business 
(rather than only in a conversion scenario). 
However, APRA’s view is that mutual 
issuance of CET1 instruments is a more 
difficult policy debate than issuance of AT1 
and T2.

Delivering capacity for mutuals to issue 
CET1, AT1 and T2 capital instruments 
remains a top priority for Abacus.

APRA has also issued draft prudential 
practice guidance to assist ADIs in 
developing their Internal Capital Adequacy 
Assessment Process (ICAAP), which 
should help to provide some clarity around 
APRA’s expectations under the revised 
reporting framework.

BASEL III LIQUIDITY

APRA is continuing to work towards 
implementation of the Basel III  
liquidity reforms.

The Basel Committee announced 
concessions to the liquidity framework 
at the start of the year, delaying full 
implementation of the Liquidity Coverage 
Ratio (LCR) and widening the range of 
LCR high quality liquid assets (HQLA). The 
changes are unlikely to directly affect ADIs 
subject to the Minimum Liquidity Holdings 
(MLH) regime because these ADIs will not 
have to comply with the LCR. However, 
introduction of the LCR will have significant 
indirect impacts on MLH ADIs due to its 
effect on certain assets and liabilities. 
For example, the LCR will affect demand 
for RMBS and supply of term deposits 
and deposits accessed primarily through 
the internet. APRA has yet to determine 
how and if the Basel Committee’s recent 
concessions will apply to Australian ADIs.

APRA remains committed to limiting 
holdings of lower-rated assets in a 
MLH portfolio under the proposed new 
prudential standard on liquidity.  This will 
mean that no more than 20 per cent of 
the assets counted towards an ADI’s MLH 
ratio can have a credit rating grade of 3 or 
lower. However, Abacus is optimistic that 
APRA will not publish the proposed 20 
per cent cap in the prudential standard, 
and will consider providing some flexibility 
around the application of the cap on a 
case-by-case basis.

APRA has also made a welcome 
concession in relation to CUFSS in its 
revised MLH regime. Draft reporting 
instructions issued by APRA will no longer 
require CUFSS members to include the 
CUFSS minimum deposit requirement in 
their liability base, meaning assets held as 
part of CUFSS membership will count as 
MLH-eligible assets with no corresponding 
increase in liabilities. CUFSS estimates 
this change will be equivalent to a 50bp 
reduction in an ADI’s minimum MLH ratio. 

APRA is expected to confirm the 
new liquidity framework in the first 
half of 2013, with an updated draft of 
Prudential Standard APS 210 Liquidity, 
a draft Prudential Practice Guide APG 
210 Liquidity, a paper responding to 
submissions received on APRA’s proposals 
in its November 2011 discussion paper, 
and a response to the Basel Committee’s 
LCR concessions.

PRUDENTIAL STANDARD FOR FCS

APRA has proposed imposing further 
obligations under the Prudential  
Standard for the Financial Claims  
Scheme (APS 910).

In addition to existing Single Customer 
View (SCV) requirements, APRA is 
proposing that all ADIs build a new register 
to record details of an “alternative ADI 
account facility” which an ADI would 
activate if it was FCS declared. The revised 
standard also proposes the introduction  
of new testing, communication and 
reporting obligations.

While APRA has publicly stated that it is 
looking for a solution which minimises 
compliance and administrative costs, 
these proposals have the potential to 
impose a significant burden on ADIs. 
Abacus is engaging with APRA to pursue 
a lower cost solution which is consistent 
with the likelihood, i.e. highly remote, of 
the FCS ever being used.
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APRA expects to finalise APS 910 by July, 
with any additional requirements coming 
into effect from July 2014 (with APRA able 
to approve extended transitions of up  
to a further two years on a case-by- 
case basis).

SECURITISATION

APRA intends to commence a review of  
its prudential approach to securitisation  
in 2013.

APRA is expected to propose a 
framework which will facilitate funding-only 
securitisation, but create additional barriers 
for those seeking to use securitisation for 
capital relief. 

FOFA
The Future of Financial Advice (FOFA) 
regime becomes mandatory on 1 July 
2013 after a ‘soft’ implementation 
commencing in 2012.

Under FOFA, financial product advisers 
are subject to a new ‘best interests duty’ 
and ‘conflicted remuneration’ (such as 
commissions or volume-based payments), 
are banned in relation to advice about 
most financial products.

FOFA will have a significant impact on 

the financial planning profession, but its 
impact on front-line banking staff has been 
significantly reduced due to exemptions 
and modifications to its application to 
advice about basic banking products.

ASIC is finalising guidance for AFS 
licensees on the conflicted remuneration 
provisions, including their effect on 
performance benefits for employees.

The Government intends to introduce 
a further element to the package with 
legislation in the autumn sittings of 
Parliament to place restrictions on who can 
label themselves as a ‘financial planner’.

The Coalition has promised, in 
Government, to “fix” the FOFA 
legislation by implementing all of the 16 
recommendations it made as part of the 
Parliamentary Joint Committee inquiry into 
the legislation.

‘BASIC’ TERM DEPOSITS
ASIC’s proposed class order on term 
deposits and the ‘basic deposit product’ 
(BDP) definition in the Corporations 
Act has been postponed indefinitely as 
Treasury considers Abacus’ submission to 
amend the BDP definition to provide clarity 

to all stakeholders.

Abacus has been lobbying for a legislative 
amendment to the BDP definition to 
remove doubt that term deposits of up to 
two years, where early withdrawal is at the 
discretion of the ADI, are BDPs.

The issue arose when ASIC issued a 
consultation paper in November 2011 
indicating its view that deposit products, 
including term deposits, must be ‘at call’ 
or subject to a short notice of withdrawal 
period to qualify as BDPs.

Term deposits issued by many Abacus 
member ADIs, where early withdrawal is 
allowed only at the discretion of the ADI, 
may not qualify as BDPs under ASIC’s 
interpretation of the definition.

Treasury has indicated to Abacus that it 
has been consulting ASIC and APRA in 
response to our concerns, and has asked 
ASIC to postpone issuing the proposed 
class order on term deposits with a 31-day 
notice-of-withdrawal period.

FATCA
The US Government continues to 
work through the implementation of its 
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Foreign Account Tax Compliance Act 
(FATCA), imposing obligations on banking 
institutions around the globe. Final FATCA 
regulations were released by the US IRS in 
January 2013. 

Given the US commitment to this regime, 
the focus for Abacus and Australian 
policy makers has been to ensure that the 
compliance burden imposed on domestic 
financial institutions is minimised.

The announcement last November that the 
Australian Government would pursue an 
Intergovernmental Agreement (IGA) with 
the US was welcome news, and should 
assist in simplifying FATCA compliance 
obligations. IGAs recently agreed with 
other countries (including the UK) have 
clarified the reduced reporting obligations 
available for the mutual sector, and Abacus 
is seeking similar treatment.

The Australian Treasury is planning to have 
an IGA agreed in the first half of the year.

CODE OF PRACTICE
The Mutual Banking Code of Practice 
(MBCOP) is now three years old, and 
Abacus has engaged an independent 
expert to review the Code during the first 

half of 2013. The legislative landscape has 
evolved over recent years, and revisions to 
the Code will help to ensure that it remains 
up-to-date and relevant.

We expect that the Code will continue to 
provide an important point of differentiation 
between mutuals and listed banks.

The Code Review provides an opportunity 
for members to comment on the 
effectiveness of the current Code and to 
recommend improvements. Abacus will 
ensure that the Code review is performed 
in an open and transparent manner, and 
that all Abacus members are given ample 
opportunity to share their views.

CONSUMER CREDIT REFORM 
The Government’s credit reform 
agenda continues to unfold in 2013 
with the release of the draft National 
Consumer Credit Protection Amendment 
(Credit Reform Phase 2) Bill for public 
consultation.

The Bill will introduce reforms to:

•	 small	business	lending;

•	 lending	for	certain	investments;	

•	 private	lending;

•	 consumer	leases;	and

•	 anti-avoidance	practices.

The reforms to small business lending are 
primarily aimed at trade finance company 
lenders that can currently operate without 
an ASIC licence. The Bill seeks to improve 
ASIC’s supervision and enforcement 
capacity. Reforms to investment lending 
are targeted at high risk investment lending 
(e.g. Storm Financial) where the borrower 
may not understand that their family home 
could be at risk.

VENDOR FINANCE

The Government has also issued a 
discussion paper proposing to remove the 
exemption of retailers from the National 
Consumer Credit Protection Act 2009.

The two main categories of so-called 
“vendor introducers” work in vehicle 
dealerships and retail outlets. Treasury’s 
discussion paper says consumers who 
opt to use point-of-sale finance are likely 
to approach the financing decision as an 
incidental matter once the primary decision 
to purchase goods or services has been 
made. Treasury says “regulatory gaps” 
include the absence of entry or conduct 
standards, absence of responsible lending 
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conduct obligations, and limitations on the 
ability of consumers to access remedies.

HARDSHIP PROVISIONS

Reforms to borrower hardship provisions 
introduced in the Consumer Credit 
Legislation Amendment (Enhancements) 
Act 2012 commence on 1 March 2013. 

In response to lobbying by Abacus and 
other industry bodies, the Government is 
implementing some further changes to the 
hardship regime to simplify obligations on 
credit providers in relation to simple short 
term arrangements. 

POSITIVE CREDIT REPORTING
Positive credit reporting can commence 
from 12 March 2014 after amendments to 
the Privacy Act 1988 were passed in late 
2012. The reforms introduce significant 
new consumer protections, including 
strengthened access, complaint and 
correction processes.

The privacy law reforms will also affect 
privacy policies and direct marketing.

Under positive credit reporting, the 
following new personal credit data  
sets become available to licensed  
credit providers:

•	 date	credit	accounts	were	opened;

•	 type	of	credit	accounts	opened;

•	 date	credit	accounts	were	closed;

•	 current	limit	of	each	open	credit	
account; and 

•	 monthly	credit	repayment	history	over	
the previous two years.

Under the new regime, the exchange of 
credit data will be based on the concept 
of reciprocity – lenders will get the same 
level of data that they contribute into the 
system.  A lender will only have access to 
an individual’s full credit file if the lender 
reports fully, on a monthly basis, on its 
entire consumer credit portfolio.

To participate in the new credit reporting 
system, lenders must comply with:

•	 the	amended	Privacy	Act;	

•	 a	new	Credit	Reporting	Code;	

•	 a	single,	more	robust	data	standard	
applying to all forms of credit  
reporting; and

•	 a	formal	agreement	with	at	least	one	of	
the credit reporting businesses.

Lenders can choose to report on, and 
have access to, three tiers of data:

•	 Negative	data	–	primarily	made	up	of	
enquiry, defaults and public record data;

•	 Partial	comprehensive	data	–	includes	
Negative data plus account open date, 
close date, credit type and credit  
limit; and

•	 Full	comprehensive	data	–	
includes Negative data plus Partial 
comprehensive data plus data relating 
to the monthly history of whether 
repayments were met or not over the 
last 24 months.

CODE OF CONDUCT

The Australian Privacy Commissioner has 
formally requested the Australasian Retail 
Credit Association (ARCA) to develop a 
revised credit reporting code of conduct 
and apply for the code to be registered. 
Abacus is a member of ARCA. ARCA 
must comply with this request by Friday 19 
April 2013 and has engaged independent 
consultants to assist in drafting.

The exchange of any credit reporting 
data under the new regime is prohibited 
until a new code has been approved and 
registered by the Privacy Commissioner. 

MANDATORY BREACH REPORTING

The Government is proposing to introduce 
mandatory data breach notification laws, 
and has released a discussion paper for 
public consultation.

Abacus has lodged a submission with  
the Attorney-General’s Department  
against the proposal, arguing that the 
current statutory and self-regulatory 
framework, supported by guidance  
from the Office of the Australian 
Information Commissioner, provides 
appropriate protection for consumers.

PAYMENTS REFORM -  
REAL-TIME PAYMENTS
An industry committee has lodged a 
proposal with the Payments System Board 
(PSB) of the RBA to develop real-time, 
low-value payments infrastructure for 
consumers and businesses.

The RBA wants a “Fast Payments 
Solution” that will enable consumers 
and businesses to make payments in 
real-time with close-to-immediate funds 
availability to the recipient by the end of 
2016. Subject to the PSB’s response, 
development of the proposal will proceed 
quickly in 2013.

The PSB has developed a set of core 
criteria to assess the proposal, including:

•	 governance	arrangements	to	address	
conflicts of interest in terms of 

representation, influence and  
decision-making; 

•	 an	independent	chair	and	representation	
of industry stakeholders catering for the 
interests of large, medium and smaller 
institutions; and 

•	 appropriate	connectivity	arrangements	
to suit all ADIs (regardless of size) and 
their service providers.

EPAYMENTS CODE

Transition to the new ePayments Code, 
replacing the EFT Code of Conduct, is due 
by 20 March 2013.

The ePayments Code regulates consumer 
electronic payment transactions, 
including ATM, EFTPOS and credit card 
transactions, online payments, internet and 
mobile banking, and BPAY.

The major change in the new code is 
a new regime regulating the processes 
institutions must follow when a customer 
makes a mistaken internet payment.

INVESTOR PROTECTION
APRA is considering a proposal to prohibit 
debenture issuers from using terms like 
‘deposit’ to describe their debentures. It is 
also proposed that debenture issuers be 
prohibited from offering these products on 
an ‘at call’ basis.

Abacus welcomes these proposals as 
they are consistent with Abacus’ long-
held position, reaffirmed in the Abacus 
submission to ASIC’s Banksia Taskforce. 
Action to draw a clearer distinction 
between debentures and ADI deposits is 
one of four proposed measures “broadly 
endorsed” by ASIC, APRA, Treasury and 
the RBA in response to the collapse of 
Banksia Securities.

The other proposals are:

•	 mandatory	minimum	capital	and	liquidity	
requirements;

•	 improving	ongoing	disclosure	to	
investors; and

•	 enhancing	the	capacity	of	trustees	to	
monitor the financial performance of 
issuers and compliance with their legal 
obligations.

ASIC and APRA will consult on the 
proposals in 2013 and, following 
consultation, the Government and 
regulators will decide on a new framework 
for the regulation of companies that issue 
debentures to retail investors.
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“The sentiment of the roundtable 
was that despite the combination 
of interest rate reductions and 

stronger personal balance sheets, the 
current flat property prices combined 
with what was perceived as real 
systemic issues around consumer 
confidence, would be likely to keep 
borrowers sitting on the fence in 2013. 
However given that Australia suffers 
an endemic shortage of housing stock, 
even in a slower market it is expected 
that property prices will remain ‘there 
or thereabouts’ if not achieve a modest 
level of growth.” (Deloitte Australian 
Mortgage Report 2013: Leveraging  
the opportunities).

In the recent Abacus CEO Survey, 56 per 
cent of CEOs expected their mortgage 
loan balances to grow by no greater than 
5 per cent over 2013. Similarly, market 
analysis completed by Deloitte also 
predicts settlements growth of 5 per cent 
again over the same period. As domestic 
and international economies continue 
to harbour a degree of uncertainty, it is 
reasonable to assume the current trend of 

households deleveraging debt will continue 
for some time – see also ‘The Australian 
Mortgage Market in 2013’ – Abacus 
Market Scan 2013.

Interest rate margins too are expected 
to remain challenging; with Deloitte 
suggesting Net Interest Margin spreads 
on mortgages will reduce by greater than 
10 bps over 2013. The mortgage outlook 
for 2013 will be challenging for financial 
service providers, including of course 
the mutual sector. This article looks at 
the drivers for refinancing in a low credit 

growth environment and considers other 
broader strategies to stand out in what  
has become a crowded market space.

The recent Federal Government switching 
campaign recognised the complexities and 
challenges associated with transaction 
account switching as a barrier to financial 
service customers wishing to switch 
service providers. While the campaign 
had merit in terms of identifying the 
barriers to account switching, recent RFi 
research points to the short-comings 
of the initiative, finding the proportion of 
consumers who have switched their main 
transaction account in the wake of the 
new rules has actually decreased.

In considering the drivers for mortgage 
account switching, Abacus engaged 
global business intelligence provider 
RFi to provide insights from their wealth 
of Australian consumer research into 
the mortgage switching behaviour of 
Australians. The research covers three 
years up to and including December 
2012, and draws from in excess of 4,000 
Australian mortgage holders.

GROWINGTHEMORTGAGE
BOOK IN A LOW CREDIT 
GROWTH ENVIRONMENT
WHAT ARE THE OPPORTUNITIES FOR MUTUALS?

WHAT IS YOUR GROWTH EXPECTATION FOR 
YOUR MORTGAGE LOAN BALANCES IN 2013?
WHAT IS YOUR GROWTH EXPECTATION FOR 
YOUR MORTGAGE LOAN BALANCES IN 2013?
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Tony Schesser, Senior Manager, Research & Advisory
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Those refinancing their mortgages, or 
“switchers” represent 7 per cent of the 
mortgage market over the past three 
years (Based on RBA data, RFi estimates 
switching activity of $71.6 billion). Of that 
base, 43 per cent switched away from 
major banks while 37 per cent switched 
to one – an overall net loss of 6 per cent 
away from the majors. Independent 
regionals and mutuals benefitted most, 
seeing net gains of 7 and 4 per cent 
respectively. Taking into account the sizes 
of each customer base, major banks lost 
around 1 per cent in real terms, while 
mutuals and independent regionals gained 
around 3 and 5 per cent respectively.

While major banks lost in real terms, NAB 
was interesting in that it gained 3 per cent 
of the switching market while subsidiary 
UBank also gained 4 per cent – perhaps 
not surprising given NAB’s aggressive 
approach in the refinance space  
(see Chart 1 above).

0% 5% 10% 15% 20% 25% 30% 35% 40% 
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PLEASE CHOOSE ALL THAT APPLY. (TOP 10 REASONS)

Note: Green arrow: Significantly less than the total average. Yellow arrow: Significantly higher than the total average. Source: RFi
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WHAT ARE THE  
MOTIVATORS TO SWITCH?
As Chart 2 indicates, price was a key 
influencer for borrowers who refinanced 
their mortgage with an online bank, while 
consolidation and additional funding 
requirements influenced refinancing to 
a major, and, fewer fees emerged as a 
significant driver for refinancing with  
a mutual.

On price, RFi research shows that mutuals, 
online and major banks share very similar 
price elasticity. However, mutual members 
demonstrated more “loyalty” at higher 
price discount levels, with only 60 per cent 
being induced to switch at one percentage 
point compared to 65 and 68 per cent 

respectively for major and online bank 
customers. Foreign bank customers were 
the most likely to switch on a lower price.

Analysis of the importance of mortgage 
product features reveals some consistency 
between those considering switching and 
those not. The presence of ongoing fees, 
additional repayment options, the ability to 
choose repayment frequency, discounted 
interest rates over the life of the loan, and 
early repayment options are generally 
regarded as important to both “switchers” 
and “non-switchers” alike. RFi research 
shows, however, that there is a greater 
divergence in a number of areas where 
those looking at “switching” are potentially 
more likely to react – e.g. product  
bundling offers.

WHAT ARE THE BARRIERS  
TO SWITCHING?
Notwithstanding recent initiatives to 
remove exit fees from mortgage products 
effective from 1 July 2012, exit fees – 
perceived or otherwise – remain one 
of the biggest barriers to refinancing a 
mortgage. While half of those surveyed 
considered exit fees to be the biggest 
barrier to refinancing, research suggests 
only a quarter of those mortgage holders 
surveyed actually expected to pay any exit 
fee to their current lender.

WHO IS MORE OR LESS 
LIKELY TO CONSIDER 
SWITCHING?
“Switchers” were generally divided equally 
by gender and were mostly married with 
household incomes ranging between 
$50k - 150k per annum. They were 
predominantly aged between 35 – 54 
years of age.

Of those mortgage holders surveyed, 
major bank customers are more likely to 
consider switching in the next 12 months, 
while online bank and mutual mortgage 
customers appear to be less likely. Of 
interest, those mutual members surveyed 
considering refinancing had a higher 
preference to do so via online and phone 
channels, while those who refinanced 
their mortgage to a mutual did so primarily 
through the branch – perhaps reflective 
also of a greater investment in technology 
from major banks relative to the  
mutual sector.

Brokers proved the second most 
popular method to refinance a mortgage 
overall, however only 8 per cent of those 
refinancing with a mutual in the last 3 
years did so through a broker – arguably 
indicative of the limited use of brokers 
by mutuals compared to other financial 
service providers.

WHAT INFLUENCES THE 
CHOICE OF SERVICE 
PROVIDER?
RFi research identified the following  
drivers of service provider choice across 
all categories. Stand out drivers for choice 
of service provider specific to mutuals 
appear to include main financial institution 
“MFI” status, price, service, and lower fees 
where the choice of a major bank appears 
mostly influenced again by MFI status and 
the mortgage originating with the same 
provider.
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WHAT ARE THE 
OPPORTUNITIES  
FOR MUTUALS?
While competing on price is not always 
sustainable, price remains nonetheless a 
major influence in the circumstances that 
may lead someone to switch. That said, 
RFi research suggests a slight edge for 
mutuals in retaining mortgage members 
given the “stickiness” of established mutual 
members over bank customers when it 
comes to price. 
 
BROKER DISTRIBUTION

While mutuals have engaged brokers 
with varying degrees of enthusiasm, the 
research again suggests a propensity for 
those ‘with switching on their mind’ to 
consult a mortgage broker. Mutuals may 
also position more strongly around lower 
fees – a long mainstay of competitive 
differentiation for the sector, and/or push 
for more common switching drivers such 
as ease of transfer/streamlined approval 
processes, etc. The service culture of 
the mutuals sector may also be a strong 
differentiator in the choice of institution. 
 
MEMBER SEGMENTATION

Member segmentation may also prove 
beneficial given the propensity of specific 

member segments to consider switching 
over others. Given many members of 
mutuals hold mortgage accounts with 
competing ADIs, there is great potential 
to cross sell from existing member 
databases. Consistent with this, branches 
again have proven to play a role as a 
preferred channel for those inclined to 
switch from a bank to a mutual. As Deloitte 
also points out, “using data to create 
better and more accurate decisions to 
meet customer needs, and matching 
that customer centricity with end-to-end 
operational excellence, is in our experience 
the most likely way to succeed.” (Deloitte 
Australian Mortgage Report 2013: 
Leveraging the Opportunities). 
 
TARGETED MARKETING

Potential switchers may also be positively 
influenced by marketing and other 
messages pushing options such as fixed 
and variable interest rate split options, 
the ability to take a ‘repayment holiday’, 
special introductory rates, etc. (see Chart 
3). The RFi data also suggests home loan 
packaging has proven to be a point of 
differentiation between the motivation  
of “switchers” and “non-switchers”.

 
 

MORTGAGE BUNDLING

Consistent with the RFi research 
suggesting “switchers” may be more 
enticed by bundling offers, Datamonitor 
also observes that financial service 
providers might consider mortgage-
based packaged accounts to attract 
new customers. Specifically, Datamonitor 
suggests “attractive interest rates are 
the single most important feature that 
consumers look for in a mortgage, and as 
a result of the fees generated by paid-for 
packaged accounts, ADIs are able to offer 
more competitive standard variable rates… 
At the same time, by bundling mortgages 
with deposit products an ADI becomes a 
customer’s main financial institution”. In 
this context financial service providers may 
well increase their deposit base, which as 
Datamonitor suggests “will have a positive 
effect on their lending costs, especially 
during times of increasing wholesale 
funding costs”.

Datamonitor suggests real opportunity for 
financial service providers in the packaged 
account space, observing that “while still 
in its early stages and largely untapped, 
Australia’s packaged account market is set 
for growth”, estimating the potential size of 
the packaged account market in Australia 
to number 2.0 million accounts (there are

Why did you choose this lender for 
your home loan? 

Mutuals Major Banks Online Banks Total

They were my Main Financial Institution for 
personal banking

42% 35% 8% 28%

They were recommended by my broker 11% 21% 32% 24%

They were offering the most competitive interest 
rates

33% 16% 44% 21%

They offered good customer service 35% 18% 24% 20%

They offered mortgages with product features 
that were most relevant to me

26% 18% 26% 20%

They were the easiest/simplest to deal with 28% 15% 22% 18%

They had the lowest fees 31% 12% 37% 17%

I already had a mortgage with them 21% 20% 10% 17%

I could negotiate with them 15% 14% 6% 13%

Online Banking / internet site 19% 11% 21% 12%

Family/friends recommended them 14% 10% 12% 11%

They offered me the best advice 15% 10% 9% 10%

They approved my loan when other financial 
institutions didn’t

8% 7% 6% 8%

Dedicated relationship manager 10% 7% 6% 7%

They were my Main Financial Institution for my 
business banking

3% 9% 1% 6%

They always seemed to be advertising good 
loans

8% 4% 6% 5%

Call centre located in Australia 10% 4% 7% 4%

I already have a business loan with them 4% 3% 1% 2%

I found them on a comparison website e.g. 
Canstar Cannex and Infochoice

3% 2% 4% 2%

Other 3% 6% 6% 6%

Significantly higher than total 

Significantly lower than total 
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approximately 828,500 accounts at present 
– source: Datamonitor).

According to Datamonitor’s 2012 Financial 
Services Consumer Insights Survey, only 
14.9 per cent of Australian consumers 
are aware that packaged accounts are 
offered in their country. Moreover, 31.3 per 
cent of Australians who have heard about 
packaged accounts indicated that they 
do not have one because they have never 
thought about it. In its Australian Mortgage 
Report 2013, Deloitte also observed a 
number of areas that will help define the 
competition for mortgage funds.  
These include: 

EFFICIENCY

Turn-around has always been important 
to mortgage customers (e.g. those 
attending an auction). Deloitte suggests 
that “most efficiency gains will be from loan 

establishment and document handling as 
well as front-end distribution processes” 
(including both branch and brokers). See 
NAB example above.

SERVICE

Mutual ADIs have long been accredited 
for service strength on a regular basis 
via Roy Morgan Research and much 
anecdotal evidence supporting this. Deloitte 
observes however that “servicing and value 
add to existing customers, not just new 
customers, will be important” in addition to 
an increasing need for debt advice support. 
The CBA property guide app is an example 
of value added service in the mortgage 
product space (see above).

PRICE

Again RFi and other research confirm the 
importance of price in decision making 
around mortgage products. Deloitte 

suggests “borrowers in 2013 will seek 
the (perception of) lowest price and 
increasingly need debt advice support”. 
While competing on price in the long-
term will be challenging for many service 
providers, the mutual sector’s long history 
of low delinquency and genuine concern 
for members’ well-being also demonstrably 
supports the view of the role mutuals 
typically play as “trusted adviser” in  
this space.

While the mortgage market looks likely to 
remain slow, there are arguably options 
for mutuals to differentiate, be more clever 
in their approach to current and potential 
members segments, and to further align 
their product and marketing strategies 
towards those areas in ways that could 
potentially influence those mortgage holders 
who may be choosing to vote with their feet 
or simply to look for a better deal.
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In the past few years, we have seen a 
growing number of financial service 
providers re-evaluate the way 

they do business. In an increasingly 
digital age, financial institutions too 
are looking at ways to engage and 
service their banking customers more 
efficiently than before.

Two decades ago, all banking 
transactions were completed either in 
person at branches or agencies, over  
the telephone, or at ATMs. Internet 
banking, and now mobile banking, 
however has significantly transformed  
the way most Australians interact with 
their banking institution(s).

As such, financial service providers 
that operate a traditional branch-based 
model have been forced to reconsider 
the role, relevance and cost benefits of 
their branch network. In response to this, 
many banks and mutuals have undergone 
branch transformation projects in recent 
years to modernise and digitalise  
their branches.

At the same time, some banks have also 
gone down the route of the ‘online-only 
model’. In some ways, these so-called 
‘challenger’ brands are becoming an 
increasing threat to the traditional brick-
and-mortar model as more consumers 
embrace the digital world.

CHALLENGER BRANDS  
IN AUSTRALIA
In Australia, names such as ING Direct, 
RaboDirect, UBank, Virgin Money and ME 
Bank are all challenger brands in the sense 
they have all made the strategic decision 
to focus on remote delivery channels only. 

None of these have any physical branch 
presence in Australia. These challenger 
brands operate on a different model where 
their only interaction with customers is via 
internet banking, mail, phone, SMS, social 
media and Skype. In essence, branchless 
banking is very much tied to the idea of 
self-service banking.

As their names suggest, ING Direct and 
RaboDirect provide direct banking access 
to its customers. Launched in 1999, ING 
Direct introduced the idea of branchless 
banking to Australia and built its brand 
around its popular high interest Savings 
Maximiser account. ING Direct continues 
to offer one of the best rates around for 
high yield online savings accounts, as well 
as competitively priced home loans. Over 
the years, ING Direct has also extended 
its product range to transaction accounts, 
debit cards and superannuation.

RaboDirect has a similar history to ING 
Direct in that it entered the Australian 
market with a focus on savings, but has 
since developed a fuller product portfolio. 
RaboDirect was launched in Australia in 

2008 under its previous name RaboPlus, 
however two years later changed its name 
to RaboDirect to better communicate its 
proposition as a direct banking provider.

In 2008 NAB launched an online brand 
called UBank, which has been highly 
successful in winning deposit market 
share. By way of example UBank now 
holds $15bn in deposits and accounts for 
an estimated 17 per cent of NAB’s total 
household deposits. Similarly, UBank’s 
foray into direct channel banking was 
centred on savings products, and it has 
gradually expanded its retail product suite 
to include home loan and self-managed 
super funds.

While ING Direct, RaboDirect and UBank 
all entered the Australian market by 
focusing on high yield savings products, 
the Virgin Money brand first became 
synonymous with a lending product – the 
low rate credit card. In 2003, Virgin made 
a splash in Australia when it launched the 
Virgin low rate credit card in conjunction 
with its financial services partner Westpac. 

The credit card forced other issuers to play 
in the low rate, no frills space. Although the 
product was popular with consumers, it 
was apparently unprofitable and Westpac 
ended its five-year agreement with Virgin 
in 2008, buying out Virgin Money’s 
remaining card portfolio and brand 
licence. In 2009 Virgin signed an exclusive 

THEONSETOF 
CHALLENGER BRANDS
Rebecca Lo, Senior Industry Analyst, Research & Advisory
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10-year agreement with Citibank, and in 
the following year re-entered the market 
with the relaunch of its Virgin credit card. 
Virgin has since launched its Virgin Saver 
account and will soon add a home loan to 
its portfolio. Like ING Direct and UBank, 
Virgin plans to roll out full banking services 
via a branchless model.

ME Bank too is worthy of mention given 
its recent decision to divest its traditional 
branch network in favour of a workforce-
based banking strategy. While ME Bank 
is not strictly an online-only bank in the 
sense of the earlier examples provided, 
it similarly does not have a conventional 
branch network.

In the first half of 2012, ME Bank closed its 
13 conventional branches nationwide and 
(not unlike many industry based mutual 
ADIs) has since been building a number of 
‘branches’ at various offices, factories and 
building sites. Some of these are ‘pop-ups’ 
while others have more permanent fixtures. 
Given ME Bank’s strong relationships 
with industry super funds and unions, this 
would appear a logical extension of the 
ME Bank model. ME Bank has previously 
said it aims to acquire 15 per cent of the 
workforce at any of its sites – the bank 
is reportedly on track to meet this target. 
Barclays Bank also is now undertaking a 
similar approach in Europe.

All in all, these challenger brands highlight 
a very different operational model and 
a very different way of thinking about 
customer service delivery.

CHALLENGER BRANDS  
AS PRICE LEADERS
The emergence of these online-only 
brands has made it difficult for established 
players to compete on price alone. But by 
no means is this trend towards online-only 
models limited to financial services.

Kogan for example has become a key 
player in the consumer electronics and 
home appliances sectors in recent years, 
undercutting the dominance of brick-and-
mortar brands like Harvey Norman and 
Dick Smith by offering the convenience of 
online shopping and cheaper prices.

Other examples include car insurance 
providers Progressive and Bingle. Both 
have been very aggressive with their 
marketing messages that link buying online 
to savings for customers. The Progressive 
TV ads put it simply: “We are 100 per cent 
online which means less overheads for us 
and more savings for you”.

Challenger brands generally offer highly 
competitive rates. Analysis from rate 
comparison site Canstar shows challenger 
brands offer SVRs that are around a full 
percentage point below that of the major 
banks. As at the end of February 2013, 
UBank was offering 5.12 per cent on its 
standard variable refinancer home loan for 
example, which includes a promotional 0.25 
per cent upfront discount. In comparison, the 
average mutual SVR was 6.01 per cent and 
the average major SVR was 6.42 per cent.

UBank’s parent company NAB was 
offering the best SVR of the major banks 
at 6.38 per cent. However, this is still a 
considerable 126 basis points higher than 
UBank’s headline rate of 5.12 per cent. This 
gap gives us a fair indication of the price 
differential between the parent company 
and its online brand in this instance.

Challenger brands are also price leaders 
in the deposits space. Challenger brands 
offer consistently higher rates across 
popular 3-month, 6-month and 12-month 
terms. When analysed in aggregate, 
Canstar data reveals that on average, term 
deposits offered by challenger brands are 
44 basis points higher than mutuals and 
60 basis points higher the major banks.

POPULARITY OF 
CHALLENGER BRANDS
Challenger brands have been very 
aggressive in the high interest online 
savings space. Although they have made 
significant inroads in this space, they have 
struggled to convert their online price-
conscious depositors into loyal everyday 
banking customers who would nominate 
them as their main financial institution.

According to research from RFi, just 
3 per cent of Australian consumers 
consider a challenger brand as their 
main financial institution. This is largely 
because challenger brands have been 
so synonymous with high interest online 
savings products that consumers have 
struggled to consider them as everyday 
banking providers. The other key reason 
is that many challenger brands do not yet 
offer transaction accounts – a key basis 
for a main financial institution relationship, 
explaining why such a small proportion of 
consumers have nominated a challenger 
brand as their main financial institution.

Having said this, challenger brands 
have drawn very attractive customers to 
their competitively priced products. RFi 
research reveals that challenger brands 
tend to attract younger and more affluent 
customers. The average challenger brand 
customer is aged 43.8 years while the 
average mutual member is 51.6 years old.

Challenger brand customers are also 
more likely to be from higher income 
households. The average challenger 
brand customer has an average annual 
household income of $91,400  
compared with $65,000 for the average 
mutual customer, based on RFi research.

These younger and more affluent 
customers appear to be very satisfied with 
their challenger brand, and very likely to be 
promoters of their brand. Like 
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mutuals, these challenger brands perform 
very well in key satisfaction and advocacy 
measures – in fact, both segments are 
placed significantly ahead of their major 
and foreign bank rivals.

Mutuals and challenger brands have high 
proportions of Brand Promoters in their 
customer base i.e. likely to recommend 
and spread positive word of mouth about 
the brand. Respectively, around 49 per 
cent of mutual members and 35 per cent 
of challenger brand customers can be 
classified as Brand Promoters.

At the other end of the spectrum, just 18 
and 23 per cent of mutual and challenger 
brand customers are Brand Detractors 
respectively i.e. likely to spread negative 
word of mouth about the brand or  
defect altogether.

A simple subtraction of these percentages 
(i.e. Promoters minus Detractors) produces 
a single number known as the Net 
Promoter Score, which has become a 
key metric for customer advocacy and 
business performance. A positive NPS 
(greater than 0) is considered good while a 
negative NPS (less than 0) is poor. Mutuals 
scored an NPS of +31, which is well ahead 
of the industry average of -12. Online-only 
brands also performed favourably, with an 
NPS of +11.

Both these segments are strong in the 
areas of satisfaction and advocacy, 
outperforming their major and foreign bank 
rivals with NPS of -21 and -40 respectively.

In terms of key satisfaction drivers, it 
appears that pricing is very important 
among both mutual members and 
challenger brand customers. RFi’s research 
found that interest rates and fees were the 
top reasons for borrowers to refinance with 
either a mutual or a challenger brand.

Meanwhile, the top reason for borrowers 
switching to a major bank was the need 
for additional finance. This is likely due to 
a widely held perception that it is much 
easier for consumers to be approved for 
additional finance if they approach a major 
bank than other lenders. In reality, major 
banks do tend to have a greater lending 
and credit risk appetite than mutuals or 
regional banks.

What is different between the typical 
mutual and challenger brand customer 
is the extent to which pricing governs all. 

Challenger brand customers for example 
attract rate chasers who are financially 
savvy, do their research, and choose their 
product providers based largely on price. 

This is why challenger brands attract 
many customers who make their choice 
based on bonus rebates, rewards and 
other promotional offers. In fact, it has 
become commonplace for many ADIs to 

offer bonus rates for a promotional period, 
or ongoing bonus rates provided that 
certain ‘good behaviour’ conditions are 
met e.g. maintaining a minimum balance, 
depositing a minimum amount per  
month etc.
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RESPONDING TO  
THE THREAT OF  
CHALLENGER BRANDS
By and large, challenger brands have 
gained many attractive customers to their 
brands over the years through competitive 
pricing. These customers tend to be 
younger, high income earners, financially 
fluent, technologically savvy and willing to 
shop or switch providers for the best deal.

In this sense, it would be unsustainable 
for mutuals to compete on price alone, 
especially as these challenger brands 
operate on a very different cost model. 
There will arguably always be a segment 
of the population that will only chase rates. 
In a way, these customers are undesirable 
as they are not particularly sticky or loyal, 
leading to higher ‘churn’ rates resulting in 
higher costs to their financial institution.

In responding to the threat of these 
challenger brands, mutuals could do  
well to learn how some of these challenger 
brands communicate, engage and  
reach out to their target customers  
via remote channels.

Getting the online channel experience right 
is immensely important. Challenger brands 
have invested heavily in building online 
and remote banking experiences that are 
intuitive, simple to use, transparent and 
above all, trustworthy.

In a recent paper, the Council on Financial 
Competition (CFC) singled out UBank as 
delivering a superior branchless customer 
experience. UBank’s website is very  
much focused on rates, transparency  
and connectivity.

Knowing its potential customers do their 
research online, UBank publishes real-
time rate comparison tables across all its 
retail products, incorporating customer 
reviews and star ratings on all its product 
information pages. UBank also has a 
USaver rate reassurance, which promises 
to offer at least the same rate as the 
highest offered by competitor accounts 
covered by the rate reassurance. UBank is 
also transparent about the fact it is wholly 
owned by NAB, tying its brand with NAB – 
‘UBank backed by NAB’.

In terms of connectivity, UBank’s website 
is supported by other channels such as its 
call centre, Twitter and Skype – all of which 
are operational 24/7. The bank engages 
with its customers via various social media 
channels including YouTube, Google+ and 
Facebook. UBank even has a Pinterest 
account – a popular photo-sharing site – 
which includes regularly uploaded photos 
of the UBank office and staff!

UBank’s focus on simplicity, transparency 
and trust is similar to the strategy used 
by another highly successful online bank, 
First Direct in the UK. The bank is highly 
progressive and innovative, and was one 
of the first banks to embrace social media 
by including live Twitter feeds on its  
official website!

First Direct consistently tracks well in 
customer satisfaction indicators and has 
been innovative in the way it reaches out 
to and engages with its customers. So 
confident is First Direct that it offers a 
Satisfaction Guarantee – “We’ll give you 
£100 if you like us, £200 if you don’t.”

One of the bank’s interesting initiatives is 
First Direct Lab, which is a separate site 
that’s all about getting customers involved 
in sharing new ideas and testing product 
innovations before the bank goes to 
market e.g. credit card designs, QR codes, 
e-newsletter designs, etc.

This is a great tool for First Direct to gauge 
customer sentiment and realign their 
services accordingly. For example, the 
bank recently decided to discontinue its 
free restaurant recommendation service 

Little Black Book after it received a lot of 
negative feedback. The comments page 
received more than 3,000 ratings with an 
average of 2 stars – ‘I don’t like it’. First 
Direct backs up its marketing efforts with 
highly competitive rates across its deposit 
and lending products.

SUMMARY
The digital world has transformed the way 
consumers do their everyday banking 
and organise their finances. The online 
and mobile banking channels are more 
popular than ever, and financial institutions 
will need to deliver excellent service via 
these channels as consumers become 
increasingly attracted to self-service.

As consumers move online, mutuals will 
need to ‘speak’ the language of online 
to stay relevant. Younger consumers are 
no longer discouraged by the idea of 
branchless banking and are happy to shop 
online for the best deal. 

In fact, as the mobile channel grows it 
will arguably be a matter of time before 
banking is conducted to a large extent via 
the mobile. 

Moven, formerly Movenbank, is slated 
for launch in the US and its co-founder 
Brett King has plans to bring his mobile 
direct banking proposition to Australia. The 
start-up is understood to be talking with 
two of the major banks about a possible 
partnership. The bold vision is for Moven to 
be a mobile-only, cardless and branchless 
bank – and this would be a big shake-up 
of the industry as we know it.

UBANK USAVER

- Headline 4.91%
- Bonus rate 0.95% 

if $200 is deposited 
every month

ING DIRECT SAVINGS 
MAXIMISER

-  Welcome rate 5.00% 
(for 4 months)

-  Ongoing 3.25%

VIRGIN SAVER

- Headline and ongoing 
rate 4.25% 

ME BANK ONLINE 
SAVINGS ACCOUNT

- Headline 5.10% 
(includes 1.60%  
for 12 months)

-  Ongoing 3.50%
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In 2013 the majority of mutuals within 
Australia will make the investment to 
move to faster and smarter banking 

on-the-go by offering or updating their 
mobile banking channel. Some will do 
this through the launch of custom built 
banking applications (apps). A number 
will use mobile banking applications 
designed and integrated into their core 
banking system, and others will deploy 
applications from third party vendors.

In the 2013 Abacus CEO Survey, 65 per 
cent of respondents put mobile banking  
as their top priority over the next 12  
months along with security concerns for  
electronic banking.

Common factors in the strategy decisions 
and deployment considerations will be 
ease of use, the member experience 
and security of the application, and its 
back-end interface. Mobile banking and 
device applications on-the-go also offer 
considerable opportunities for marketing 
and opt-in communications (subject to 
regulatory application) as we see some 
member segments engaging wholly in an 
online environment.

Across the Australian finance industry 
there is consensus that the pace of 
mobile banking uptake is only going 
to increase in the future. This renewed 
interest in technology-enabled banking is 
not confined to just mobile apps and is 

prompting a shift towards the automation 
of banking services that have traditionally 
been processed manually, such as 
account opening and lending applications.

There are already over 6 million 
Australians now using mobile  
banking facilities.

This is also being driven by consumer 
expectation for faster, slicker and more 
convenient banking. In February 2013 the 
Australian Payments Clearing Association 
(APCA) released a document outlining 
proposals for a new industry payments 
platform that will enable real-time 
payments between financial institutions 
and customer accounts.

MOBILE DEVICE GROWTH
A recent report by global networking 
company Cisco has forecast that by the 
end of 2013 there will be more internet-
connected mobile devices in use than 
people in the world. (Source: SMH 
08/02/13, ‘Smartphones to outnumber 
humans this year’).

In the Australian market alone there 
are currently 10 million smartphones in 
use (Source: SMH 12/12/12, ‘Android 
overtakes Apple in Australia’) and 
though the sale of smartphones still 
increases each year, the pace has slowed 
noticeably. Industry analysts believe this 
is indicative of a market that is reaching 

saturation, with consumer focus now 
turning towards tablets which are, of 
course, still mobile devices and use the 
same mobile banking applications.

MOBILEBANKINGIN 
THE MUTUAL SECTOR TODAY

OPERATING SYSTEMS
There are a number of operating systems 
available – Apple iOS, Google Android, 
Microsoft, Blackberry – but in reality the 
market is dominated by Apple iOS and 
Google’s Android.

In Australia the split between the major 
players has just moved in favour of 
Android.

Android – 44 per cent 
Apple – 43 per cent

Apple
•	 Apps	only	available	via	Apple	App	

Store, with all apps carefully vetted by 
Apple.

•	 Over	700,000	apps	available.

•	 As	at	June	2012	–	over	25	billion	app	
downloads.

Android
•	 Release	of	apps	via	Google	Market	(with	

some degree of vetting by Google); 
available anywhere on the internet.

•	 Apps	created	in	‘open	developer	
environment’.

•	 Just	under	700,000	apps	available.

•	 As	at	September	2012	–	also	hit	25	
billion app downloads.

Leanne Vale, Senior Manager, Fraud and Financial Crimes; Rob Crawford, Senior Analyst, Financial Crimes

http://www.smh.com.au/digital-life/mobiles/mobile-devices-to-outnumber-humans-this-year-20130208-2e26g.html
http://www.smh.com.au/digital-life/mobiles/mobile-devices-to-outnumber-humans-this-year-20130208-2e26g.html
http://www.smh.com.au/digital-life/mobiles/android-overtakes-apple-in-australia-20121212-2b8q2.html
http://www.smh.com.au/digital-life/mobiles/android-overtakes-apple-in-australia-20121212-2b8q2.html
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MALWARE RISKS
Mobile devices, be they smartphones or 
tablets, are vulnerable to compromise by 
malicious software in exactly the same 
way as traditional desktop PCs.

Thankfully, as mobile devices operate on 
newly developed operating systems, cyber 
criminals have not been able to use any 
of the existing malware written for PCs to 
target mobile devices – i.e. new malware 
has to be written. During the early days 
of mobile device growth, criminal efforts 
in this area were minimal. However, as 
device popularity has increased and power 
and functionality continually developed, 
authors of malware are inevitably turning 
their attention and efforts to these new 
opportunities.

The single biggest consideration when 
developing apps is the difference between 
the Apple and Android platforms. Apple 
operates what is known as a “Walled 
Garden”. This means the architecture of 
iOS on Apple devices tightly controls the 
functionality the apps can use. Also, Apple 
apps are available only from their own App 
Store, guaranteeing 100 per cent control 
over the approval and distribution of 
‘Apple apps’.

Android, on the other hand, operates an 
‘open platform’. While the device OS does 
operate a ‘sandbox’ process for newly 
downloaded apps, this is not nearly to 
the extent of the Apple system. Ultimately 
apps can be written and released by 
anyone and made available for download 
anywhere online. It is very much a ‘buyer-
beware’ situation.

The additional means by which mobile 
devices are vulnerable to infection by 
malware is another key difference. 
Without adequate security software, both 
are exposed to risk from compromised 
websites and unsolicited emails. Mobile 
devices however can receive input from 
others sources such as malicious apps, 
SMS, unsecured Wi-Fi and Bluetooth.

Supporting the robustness of Apple’s 
Operating System and device architecture, 
Australian Defence Signals Directorate 
authorised use of Apple devices running 
the iOS.5 version of their operating system 
during 2012 to communicate and store 
information up to the ‘protected’ level in 
Federal Government. 

DEVICE SECURITY 
•	 Android	OS – There are many off-the-

shelf security software solutions for 
Android OS (i.e. combination packages 
for PC, smartphone, and tablet). While 
none are 100 per cent ‘bulletproof’, 
base level protection remains critical.

•	 Disable	Bluetooth – Disable Bluetooth 
should only be activated if it becomes 
necessary to use it. This practice 
increases security and saves battery life.

•	 Secure	Wi-Fi – Only secure Wi-Fi 
should be used. Note that some mobile 
banking apps will not allow Wi-Fi use 
with an unsecured network. Switch off if 
not needed.

•	 Browser	security	settings – Users 
should ensure browser security settings 
are enabled – (i.e. as would also be the 
case with a home PC).

•	 Enable	auto-lock	and	use	passcode 
– While these provide protection only 
against an ‘opportunistic thief’, they are 
a deterrent nonetheless.

•	 Enable	‘erase	data’	– Available for 
iPhone and iPad. Enable erase data 
automatically wipes data after 10 failed 
access attempts.

•	 Enable	Find-My-iPhone - Allows lost 
or stolen iPhones to be located and/
or remotely wipe all data. Most security 
software for Android devices enables a 
similar functionality.

MEMBER EDUCATION
There are a number of factors that 
significantly increase the vulnerability of 
mobile devices (e.g. ‘smartphones’) as 
compared to desktop PCs, not the least 
of which is the public perception of what 
a smartphone actually is. The common 
use of the term ‘smartphone’ is somewhat 
unfortunate, perpetuating the idea that 
mobile devices are just telephones with 
added functionality. They might be more 
accurately described as “hand-held 
computers which also double as phones”.

Raising member awareness as the 
measures they can take to protect their 
mobile devices is a practical and affordable 
way in which mutuals can lessen the risk 
of mobile banking compromise before 
it occurs. This is beneficial both from a 
fraud prevention and cost perspective as 
it does not require expensive systems and 
can be dovetailed into existing member 
education initiatives. As users’ personal 
details are also at risk, it can be a useful 
member care exercise also. It therefore 
becomes essential to get the message out 
to members using a variety of channels:

•	 Provide	security	information	at	the	point	
of application for mobile banking.

•	 Include	security	articles	in	newsletters	
and statement inclusions.

•	 Utilise	websites	–	i.e.	most	now	have	
dedicated security pages. If possible 
include security message prompts after 
login to internet banking.

•	 Provide	links	to	Government	and	
commercial awareness/education 
websites.

Above all, it is important to encourage 
members to think about mobile device 
security in the same way they have 
become accustomed for their conventional 
desktop PC. Again, it is important to 
emphasise there is more at risk than 
simply ADI system security, it is clearly in 
the member’s best interest too!

IMPLEMENTATION 
CONSIDERATIONS
Despite the risks from malware and other 
vulnerabilities of mobile devices, the 
Australian finance industry is arguably in a 
strong position to roll out well planned, risk 
averse mobile banking services. Indeed, 
there is a perfect opportunity to revisit 
the lessons learned from the introduction 
and implementation of traditional internet 
banking over the last decade.

In 2011 alone, Google removed more than 100 malicious applications from 
its app store. Google discovered 50 applications infected by a single piece of 
malware known as Droid Dream, with the capability to compromise personal data. 
Google hasn’t always been proactive in preventing infections. Users for example 
downloaded one harmful app more than 260,000 times before Google removed 
it from the app market. The prolific nature of threats—especially on the Android 
platform—continues to increase. In 2011, Sophos Labs observed 81 times the 
Android malware earlier detected in 2010. In 2012 Sophos Labs has already seen 
41 times the malware than in 2011. (Source: Sophos white paper “Malware Goes 
Mobile”, October 2012
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So, what needs to be considered when 
developing a mobile banking application? 

As with all new products, there has to 
be a balance between something that 
is dynamic and will appeal to customers 
both – i.e. one that does not present  
risk to either customers or the  
financial institution.

By way of example, mobile banking is 
all the rage both appealing to younger 
generations while also influential in 
attracting new members. Clearly ADIs 
would not wish to detract from the ‘mobile 
experience’ with overly intrusive security 
measures. In other words, fraud detection 
and security controls need to be silently at 
work in the background.

Given the different risk factors between 
the Apple and Android operating systems, 
it is helpful to examine what this means 
in practical terms. With Android devices 
now equally as popular as Apple, mobile 
banking has to be made available for both 
platforms. How should ADIs respond 
to the higher risk for Android or other 
platforms, say over Apple? Limiting 
functionality for Android Mobile Banking 
for example would significantly change the 
customer experience between the two OS, 
a hardly desirable position!

Ideally, mobile banking functionality should 
be identical across both platforms and 
seamless when it comes to transactions 
and basic functionality. For mutuals this 
translates to an urgent need to ensure 
vendors deliver security features that 
maximise the capability of the smartphone 
basics and integrate the necessary  
security measures at the core banking 
platform level.

WORKING WITH VENDORS
Most mutuals have already engaged with 
vendors to create their mobile banking 
applications. It is indeed imperative to 
work with vendors to ensure the adequate 
‘smarts’ are built in to the app security 
from the outset.

Some options in the early stages of 
development include; digital certificates, 
biometrics, device electronic fingerprinting 
and geo-matching. Drawing from previous 
experience with internet banking, it is 
important to avoid implementing products 
that subsequently need to be rolled back 
to stop fraud (e.g. rolling back limits from 
as high as $50,000 per day in early 2000s 
to under $5,000 in 2013). With the mobile 
banking market set to continue to evolve 
over the next two to three years – mutuals 

need to invest now in the security and 
functionality to safeguard against inevitable 
malware activity.

THE FUTURE
Mobile banking is here to stay and likely 
the first step towards further financial 
products and services ‘going mobile’. 
The first service available from the new 
APCA payments platform for example 
will be a “convenience service” optimised 
specifically for mobile payments. 

Cyber criminals are doubtless working 
hard to find the ways and means of 
exploiting the software and security 
vulnerabilities of mobile devices. With the 
banking industry set to embark on mobile 
payments using personal identifiers and 
social media notifiers (combined with 
the speed and sophistication of recent 
cybercrime attacks for card data), it will 
be critical to ensure mutuals ADIs avoid 
becoming ‘soft targets’.

The critical thing for mutuals to consider 

is that Mobile Banking is just another 

form of internet-enabled banking, a key 

business risk that has required careful 
management for now over a decade.
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It’s difficult to avoid prompts to “like” 
organisations on Facebook, follow 
them on Twitter, etc. As Sam Plowman, 
Executive General Manager Direct Banking 
at NAB observes, “social’s just become 
mainstream; it’s part of our everyday 
society now”. He is arguably right. In the 
Abacus 2013 CEO survey, interestingly 
53 per cent of respondents indicated 
they would be increasing their focus on or 
investment in social media this year. Social 
media is reaching out to financial services 
– or perhaps the other way around?

A general internet search suggests 
Facebook has now passed 1 billion active 
users (including well over 600 million 
mobile users), 800 million YouTube users at 
4 billion views a day and over 500 million 
Twitter users, over 200 million of whom are 
active (source: www.expandedramblings.
com). As the figures suggest, world-
wide adoption of social media is huge, 
with usage statistics now exceeding the 
population of some countries.

In considering this new aspect of people’s 
lives, Datamonitor suggests 72 per cent 
of global social media users now do so on 
a weekly basis, with 57 per cent visiting 
social media sites daily. A further 29 per 

cent visit Facebook several times in a day. 
A recent UK study suggests the number 
of consumers engaging with brands 
via social media almost doubled in a 
year – increasing from 19 to 36 per cent 
over 2011-12 (source: Fishburn Hedges, 
2012). Datamonitor research also indicates 
that over one in three people surveyed 
globally would be “very interested or 
quite interested” in speaking to a bank 
representative via social media.

If social media has become “mainstream” 
as the usage statics support, it’s 
reasonable to assume this continues to 
present both implications and opportunity 
for financial service providers – indeed 
mutuals. Opportunity in the sense 
that social media has arrived as a 
channel offering tremendous access 
and empowerment to consumers, and 
implication – whereby organisations 
simply waiting to “back the right horse” 
on the right social media strategies 
risk “missing the race” in this analogy 
and being left behind. That said there 
is also risk per se – e.g. the risk of 
mismanaging social media by ignoring the 
need to ensure social media programs 
complement strategic intent rather than 

“knee jerk” reactions, reputation risk from 
adverse public commentary, staff failings, 
etc. If nothing else, the pace of change in 
social media continues to be rapid.

As knowledge and competency around 
the execution of social media strategies 
continues to mature, Datamonitor 
suggests the following benefits can  
be achieved from well planned and  
integrated social media strategies  
within organisations.

1. MORE EFFECTIVE 
MARKETING

Use of social media to create content 
that resonates with and engages social 
communities, and (arguably more so for 
larger entities), use of “big data analytics” 
favouring social media marketing “pull” 
vs. “push” strategies, with better informed 
and empowered consumers approaching 
organisations for more information.

Cas Scott from Community CPS 
observes that, “credit unions wondering 
what content their members will engage 
in should seek close alignment and 
integration with their overall corporate 
strategy, and consider what people will find 
interesting and want to share with their 

SOCIALMEDIA IN 2013
AND BEYOND
EXPLORING THE OPPORTUNITIES FOR MUTUALS
Tony Schesser, Senior Manager, Research & Advisory

http://expandedramblings.com/
http://expandedramblings.com/
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personal networks”. This is an  
excellent point.

In a working example of engaging specific 
social communities, the Encompass 
Credit Union “Regret Nothing” program 
has been in place for some years. Regret 
Nothing aims to grow ‘financial literacy’ 
and ultimately financial decision making 
attributes of younger Australians – think 
Gen Y – filling a need for this group while 
“putting their brand out there”.

NAB provides an example of “big data 
analytics”, with the announcement of a 
social media “command centre”. As ZDNet 
comments, the centre will be supported 
by 7 staff from NAB’s digital, marketing, 
& corporate affairs team. According to 
NAB, the centre will help “listen, learn, and 
correct…in real-time”.

2. IMPROVED SERVICE 
BY RESPONDING TO 
CONSUMER NEEDS

Prompt and personal responses via social 
media are increasingly critical to “building 
engagement and delivering excellent 
customer care” – helping organisations 
become more customer-centric. Social 
media can be particularly effective in 
crisis situations. Opportunity also exists 
to integrate social media with customer 
relationship management.

On Sep 5, 2012, NAB’s internet banking 
site crashed.

As Datamonitor comments, NAB’s social 
media response was to immediately 
acknowledge the problem and provide 
regular updates. Notwithstanding the 
service failure, a single Facebook post 
by NAB explaining the situation received 

105 likes. In this example, social media 
facilitated a positive customer service 
experience even in a crisis situation – 
customer funds were unavailable for 3 
hours. That said, such open dialogues 
allow visibility of criticism, an important 
point for banks and mutuals alike.

3. INNOVATION AND TRUST
While trust remains problematic for many 
financial institutions such as the ‘big 
banks’, social media offers the opportunity 
to engage with communities and build 
trust – still a competitive advantage – “by 
opening up their brand and their products 
for consumer reviews and feedback…to 
increase transparency and foster a greater 
degree of trust” – empowering consumers 
to drive product and service innovation.

This is arguably one area of social media 
of significant benefit to financial service 
providers. The Community CPS “we’re 
listening” platform engages with members 
through regular credit union updates 
and financial advice, including online 
contact centre staff responding directly to 
member service queries. The channel also 
supports the many CPS community and 
volunteering activities.

Engagement is a key priority as 
Community CPS continues to seek growth 
in this space. The platform also includes 
‘Fee Whisperer’ - an online chat where 
Facebook users can discuss their  
views on fee changes and participate  

in competitions to drive increased  
member engagement.

As Datamonitor points out, CBA is the 
only major Australian bank to be actively 
seeking customer feedback to products 
and services through social media by 
posting feedback to the “Ideabank” 
webpage on where CBA might improve 
their products and services (see below). 
ANZ has also been running a Facebook 
campaign aimed at immigrants planning a 
move to Australia.

4. INCREASED BRAND VALUE
Financial and other service providers are 
“building brand value by demonstrating 
their individuality in order to stand out from 
the competition”. Where members are 
confident in “self-service channels”, they 
are likely to “feel more connected to  
the provider”. Brand identity can then  
be targeted to deepen relationships

Source: YouTube, Feb 2013Source: YouTube, Feb 2013 Source: Source: www.encompasscu.com.au, Feb 2013
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with a particular member and/or 
community group – e.g. employer  
based memberships where physical 
network access is challenging.

Service has long been a mainstay for 
mutuals and the B&E YouTube story built 
around Debbie — the ‘Queen of Customer 
Service’ — is one of many examples of 
mutuals using social media to make this 
point. In this case positioning the B&E call 
centre and encouraging people to “get 
personal” and follow Debbie’s story.

The CUA 3 wishes campaign is interesting 
in that is utilises Facebook to reach out to 
member communities to provide examples 
of causes worthy of financial support from 
CUA. Members vote using Facebook for 
their “favourite” or most deserving cause, 
with those three receiving the highest 
number of votes receiving a $25,000 grant 
from the mutual – again building brand 
recognition through a very popular social 
media tool.

Description Advantages Drawbacks

Organic Social efforts 
bubble up from 
the edges of the 
company. This 
model is typical in 
large companies 
where control is 
difficult to enforce.

Solutions & initia-
tives can be decid-
ed & implemented 
at department level, 
which makes the 
message seem 
authentic. Greater 
responsibility is 
given to experts in 
business units and 
product teams.

Social media efforts 
are uncoordinated 
which leads to 
an inconsistent 
customer 
experience.

Centralised One central hub  
controls all social 
efforts (usually cor-
porate communica-
tions). Everything 
outside of the hub 
supports central 
unit.

Centralisation  
ensures the great-
est control & allows 
a rapid response. 
Coordination is 
easy and there is 
little room for am-
biguity, which leads 
to a consistent cus-
tomer experience.

The model does 
not scale very well. 
Tends to favour a 
corporate style of 
communication 
which makes it 
seem inauthentic  
to customers.

Hub & Spoke Business units and 
product teams 
are allowed to act 
nearly autono-
mously from one 
another while re-
maining connected 
to a central, less 
command-focused 
hub.

The model can 
be scaled to meet 
growing demand. 
Decentralization 
allows the exper-
tise of individual 
business units and 
product teams to 
shine. Provides a 
holistic customer 
experience.

Decentralized 
control increases 
risk. The model 
is costly to oper-
ate and requires 
cross-departmental 
buy in.

Multiple hub  
& spoke

For large multi-na-
tionals with multiple 
product lines. Each 
brand, geographical 
location, or product 
line is allowed to 
deploy their own 
social efforts, but 
still operate under 
one unifying global 
brand.

Offers flexibility 
to providers that 
operate across 
markets that cover 
different languages, 
cultures, and social 
networks.

Coordination 
requires constant 
communication 
between all teams, 
which can result in 
excess ‘noise’. It  
requires consider-
able cultural buy-in.

Holistic Everyone is in 
customer service 
and support and 
any employee who 
wants to be social 
is enabled.

Leverages the en-
tire workforce. Any 
employee can use 
social media and do 
so in a consistent 
and organised way.

Very few companies 
will ever achieve 
this as it requires 
very dedicated 
social culture.

BUILDING SOCIAL MEDIA STRUCTURES AND PROGRAMS
Council on Financial Competition and Datamonitor research suggest contemporary 
perspectives on social media programs and structures reflect models incorporating 
centralised vs. disbursed accountability for social media. Approaches are typically based 
on organisational resourcing, scale, core competencies etc. and are ideally scalable as an 
organisation’s social media approach, access to resources etc matures. See below:
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In this example smaller, regional mutuals 
may achieve greater value from a 
centralised model, whereas larger mutuals 
with multiple business units or brands 
may be better served by the Multiple or 
Hub and Spoke models. Similarly, risk 
averse or ‘newcomers’ to social media 
may again prefer the centralised model 
given the greater level of control it offers. 
Organisations would clearly need to 
consider any limiting factors that could 
narrow their choice of model such as 
resources, budget, organisational culture 
etc. (Source: Datamonitor). The Holistic 
model arguably presents high risk for an 
industry such as financial services.

Thinking ahead, it’s likely that clever and 
well thought out approaches to the use of 
social media will continue to help mutuals 
specifically to engage with member and 
other relevant communities and in  
doing so help:

•	 Implement	more	effective	marketing	
strategies 

•	 Improve	customer/member	service

•	 Build	trust	within	communities	(e.g.	
more innovative products and services)

•	 Increased	and	improved	brand	
recognition

In considering the opportunities for 
mutuals, the examples provided show 
again that many mutuals are already well 
underway on the “social media curve”. 
To a certain extent social media options 
present “level-playing field” opportunities 
for mutuals who by their very definition 
are often comprised of a rich and diverse 
collection of community groups around 
Australia be they employer groups, 
regional communities, metropolitan 
centres, and so on. Clearly social  
media speaks to communities in very 
similar ways.

As the banking4tomorrow website 
observes, “the very sense of community 
that binds the individuals who support 
such financial institutions is also a core 
element in the success of social media… 
So all these community-led institutions 
need to do is tap into that same sense 
of community online as they do in the 
real world. Instinctively they’ll find it much 
easier to participate in the conversations 
and interactions that take place in the 
social media space. Mainstream banks 
are used to a tight control over their 
brand and related communications – in 
this environment many of them still feel 
threatened by the way social media 
empowers the voice of consumers” 
(Source: www.banking4tomorrow.com, 
Feb 2013). 

http://www.banking4tomorrow.com/
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Islamic finance is becoming a new 
growth market for financial service 
providers both internationally and 

within the Australian financial  
services market. 

INTRODUCTION
Islamic finance was introduced about 
1,400 years ago by the Prophet 
Mohammad. The roots of its recent 
evolution go back to the 1960s during 
which it rapidly grew in countries that 
included the Middle East, Pakistan, 
Malaysia, and Indonesia.

Since then Islamic finance has grown 
tremendously, with its financial assets 
growing globally at over 10 per cent per 
annum over the past ten years.

Today, around US$1 trillion globally is 
managed under Islamic compliant finance 
models. Islamic finance has also been 
growing rapidly in western countries such 
as the UK and other European countries. 

The UK government for example 
comments that “the Government’s 
objectives for Islamic finance are clear. 
First, we value the contribution it makes 
to London’s position as an international 
financial centre and the benefits that this 
confers to all UK taxpayers. Second, 

we value the role it plays in expanding 
consumer choice and ensuring that 
nobody in the UK is denied access to 
competitively priced financial services 
due to their religious beliefs.” (The 
development of Islamic finance in the UK: 
the Government’s perspective, Dec 2008).

ISLAMIC FINANCE IN 
AUSTRALIA
Islamic finance was first introduced in 
Australia in the 1990s. In response to 
the growing population of Muslims in 
the country, the Muslim Community 
Cooperative Australia (MCCA) Limited was 
created – the first known mutual Islamic 
financial service provider in Australia. 
Notwithstanding the success of MCCA, 
Islamic finance in Australia has failed to 
grow substantially due to various problems 
faced by this industry (e.g. regulatory 
restrictions).

However, similar to the UK and other 
international models, the Australian 
financial sector is now similarly positioned 
to capture this growing sector of the 
domestic financial services market. Muslim 
populations in Australia are growing 
rapidly both by the increased number of 
immigrant intake quotas, maritime arrivals, 

and the birth rates of Muslim residing 
communities.

The near half million Australian Muslim 
population has potential to reach the 1 
million mark in the next few years given 
the rapid growth projections of Islam in 
Australia (note: assumption based on 
the past trends of the Muslim population 
growth in the past 10 years). Muslim 
Australians are fairly young, mostly 
between the ages of 29 - 40. Current ABS 
data confirms that Muslim Australians 
comprise 2.25 per cent of the Australian 
population. After Hinduism, ABS also 
records Islam as the second fastest 
growing religion in Australia over 2011, 
with an increase of 69 per cent in that year.

ISLAMICFINANCE
Mahir Momand, Project Manager - Research



46   MARKET SCAN 2013

At present there are nearly half a million 
Muslims living in Australia, 50 per cent 
of whom reside in NSW followed by 33, 
7 and 5 per cent in Victoria, WA and 
Queensland respectively. Like other 
Muslims (as alluded to in the UK example), 
Muslims Australian similarly need access 
to financial services and at present 
are arguably underserved by financial 
institutions and banks generally. This is 
primarily due to Muslims in the majority 
refraining from engaging in any sort of 
transactions that are not allowed by Islam 
or are not Halal (permissible). Specifically, 
the more “conventional” banking and 
financial industry practice of charging 
Interest rates, where Islam strictly prohibits 
the receiving and paying of interest in any 
form – referring to this as Riba (Usury).

ISLAMIC FINANCE 
PRINCIPLES
Islamic finance is based on Shariah or 
Islamic Law that are the teachings of 
the Quran and the sayings of Prophet 
Mohammad. Shariah governs all aspects 
of a Muslim’s life including economic 
activities. Islamic finance is an ethical form 
of financing in that it promotes fairness 
and social responsibility amongst all 
parties and the community at large. The 
key principles that form the basis of Islamic 
finance are as follows:

1 PROHIBITION OF  
INTEREST (RIBA):

Payment or receipt of interest is prohibited 
in Islam. Riba refers to the consumption 
of usury or interest that is derived out of 
money without the beneficiary participating 
in any trading, sharing risk, or putting in 
“a fair amount of effort” towards a return. 
In Islam, money itself is considered to 
have no intrinsic value and is only a 
medium of exchange, with the exception 
of certain special cases. Thus, Islam 
prohibits interest but allows non-interest 
transactions and profits generated by the 
same. In Islamic financial transactions, 
profits are earned instead of receiving 
interest.

2 PROHIBTION OF FINANCING 
CERTAIN ECONOMIC 
ACTIVITIES (MAISIR):

Islamic finance forbids investment in what 
is seen to be socially detrimental activities. 
These include gambling, pornography, 
alcohol, weapons, gossip media etc. 
Maisir is strongly forbidden due to the 

harm it poses to the community members. 
By way of example, the game of chance, 
although beneficial in certain situations 
where chance is in the recipient’s favour, is 
to be avoided as it poses an extreme risk 
to the loser.

A person may enjoy large winnings but 
could similarly suffer from crippling losses. 
This means the winning person gets large 
sums of money without putting labour into 
it which is similar to the receipt of interest 
without a fair amount of effort. In early 
2009, the Vatican published in its official 
Daily newspaper, ‘L’Osservatore Romano 
that “the ethical principles on which Islamic 
finance is based may bring banks closer 
to their clients and the true spirit which 
should mark every financial service”.

3 PROHIBITION OF 
UNCERTAINTY OR 
SPECULATION (GHARRAR):

Gharrar is generally defined as uncertainty. 
Islamic finance requires that everybody 
participating in a financial transaction 
must be adequately informed and not be 
cheated or misled. Gharrar is exemplified 
by a particular sale of any item whose 
existence or characteristics are not certain 
(i.e. birds in the sky or fish in the ocean), 
due to the vague and uncertain nature 
which makes the trade similar to gambling. 

4 IMPORTANCE OF PROFIT 
AND LOSS SHARING:

Some Islamic financial products can be 
developed purely on the principle of profit 
and loss sharing. As per this principle, the 
investor and investee must share the risk 
of all financial transactions. This means 
that customers of financial institutions can 
deposit or save funds and expect a return 

only if the financial institution makes profit 
by investing the funds. Should a loss be 
incurred, it is shared amongst the financial 
institution and the customer. Evidence 
exists that the majority of Muslims who are 
paid interest on their savings don’t accept 
receiving it, and that such amounts are 
then ultimately transferred to charities or 
simply not withdrawn from the account 
given the funds are not Islamic-compliant.

5 ASSET BACKING 
PRINCIPLE:

Islamic financial transactions are 
underpinned by an identifiable and 
tangible underlying asset. The asset-
backed characteristic of Islamic financing 
is attractive to investors as it protects 
financial parties from the risks involved with 
financing non asset-backed transactions.

The conventional concept of financing is 
that banks and financial institutions deal 
in money and monetary papers. Islam 
however does not recognise money as a 
subject-matter of trade, except in certain 
special cases, such as exchange of one 
currency for the other.

1. Prohibition 
of Riba

Islamic 
Finance

2. Prohibition 
of Gambling 

& Alcohol

3. Prohibition 
of Uncertainty

4. Profit 
& Loss 
Sharing

5. Existence 
of underlying 

Asset
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Money therefore has no intrinsic utility and 
is only a medium of exchange with each 
unit of money being 100 per cent equal 
to another unit of the same denomination. 
Therefore, there is no room for making 
profit through the exchange of these 
units. Profit is made when something 
having intrinsic utility is sold for money, or 
when different currencies are exchanged 
– i.e. one for another. The profit earned 
through dealing in money (i.e. of the same 
currency), or the papers representing them 
is interest, hence prohibited. Therefore, 
unlike conventional financial transactions, 
financing in Islam is always based on 
illiquid assets which create real assets and 
inventories. Many non-Muslim customers 
in the West are now buying these types of 
financial products as they are considered 
safe and stable in comparison to more 
conventional (indeed “Western”)  
financial products.

ISLAMIC FINANCE PRODUCTS
A diverse range of Islamic products have 
been introduced to financial markets in 
recent years. Almost all of these products 
are tailored to the needs of today’s 
financial markets while also adhering to  
the principles of Islamic finance.

The two broad categories are Islamic 
loans and Islamic savings. Amongst the 
most famous and important ones are 
Murabahah (cost-plus), Musharakah 
(partnership), Ijarah (leasing) and a 
particular form of Ijarah called Ijarah 
Muntahia Bittamleek (lease-to-buy). 
A short introduction to some of these 
products is provided below.

MURABAHAH  
(COST-PLUS PROFIT):
Murabahah refers to the sale of goods 
(assets) at a price which includes a profit 
margin as agreed by both parties (i.e. 

the seller and the buyer). Such sales 
contracts are valid on the condition that 
the price, other costs and the profit margin 
of the seller are stated at the time of the 
agreement of sale. Using the Murabahah 
mode of financing, financial institutions 
buy assets and earn profit by selling them 
back to customers at a profit, instead 
of providing money to customers for 
financing and charging interest.

MUSHARAKAH 
(PARTNERSHIP):
Musharakah is a partnership or joint 
venture in a specific Shariah-compliant 
investment or business, whereby the 
distribution of profits is managed in 
accordance with an agreed ratio (i.e. 
based on the percentage of capital 
contributed by the participating parties). In 
the event of losses, both parties therefore 
share the losses on the basis of their 
capital participation. The Musharakah 
arrangment is most commonly used for 
financing property. Financial institutions 
partner with their customers in buying 
properties in a co-owned arrangement and 
generate profits by selling such properties 
– either to the custormer or to third parties.

IJARAH (ISLAMIC LEASING):
Islamic leasing is an arrangement under 
which the lessor leases building or other 
facilities to a customer at an agreed rental 
fee(s) or charge(s), as agreed by both 
parties. Ijarah financing is commonly used 
in the form of Ijarah Muntahia Bittamleek 
(lease-to-buy) Islamic products whereby 
the customer who leases the property or 
facility ends up buying the leased asset.

USING OF AGENTS (WAKIL):
As Islamic finance requires the financial 
institution to procure the assets that are 

financed, the organisation may be required 
to have specially trained staff to deal with 
such procurements. However, use of 
agents makes this easy given Islam allows 
Wakil (an Islamic agent) to conduct such 
procurement on behalf of the financial 
institution. Indeed most advanced Islamic 
finance industries assign the customer 
as the agent in procuring the assets to 
be financed, which again makes it very 
easy and similar to conventional financing. 
However, the customer is not considered 
as ‘the customer’ per se during the period 
of procurement, instead the customer 
acts on behalf of the financial institution 
in this first instance; and it is the financial 
institution that retains the title of procured 
assets until such time as the asset is 
transferred to the customer sense of the 
customer definition.

The recent launch of Crescent Wealth 
Management in Sydney is one example 
of the growing interest in the provision of 
Islamic compliant financial services. Given 
approximately half a million Australians 
are of Islamic faith (source: ABS Census 
data), this arguably represents a significant 
growth opportunity for the Australian 
mutual sector.

In response to this, Abacus recently 
initiated a project to develop and introduce 
Islamic Compliant Financial Services (ICFS) 
to its members in line with Shariah law 
requirements.  This will be the first time 
that Islamic finance loans and savings 
products are introduced to the Australian 
mutual industry that will not only result in 
increased revenues for mutuals but will 
expand financial inclusion as well. 

Abacus members who are interested 
in this initiative, or would like more 
information, should contact Mahir 
Momand at mmomand@abacus.org.au



48   MARKET SCAN 2013

Social Return on Investment (SROI) 
Reporting can provide unique 
communication opportunities 

for all types of organisations and 
offers another dimension to traditional 
financial reporting. In 2012, CUFA 
compiled a report detailing the social 
value of their work in poor communities 
in the Asia Pacific region in dollar terms, 
which has provided a unique way of 
both evaluating and communicating the 
value of CUFA’s work. SROI Reporting 
can be a valuable tool for mutuals 
when reporting and communicating 
their difference to members over 
competitors.

In May 2012, the development agency for 
the Australian mutual movement, CUFA, 
released their Social Return on Investment 
Report with the headline finding for every 
$1 donated to CUFA, an average of 
$5.13 of social value is created by CUFA’s 
development programs - announcing 
over a 500 per cent return on donors’ 
investment in CUFA’s work.

CUFA’s SROI Report has allowed CUFA to 
calculate the social value of their work in 
dollar terms and provided a unique form 
of reporting on CUFA’s operations. It has 

provided an opportunity to go beyond 
traditional financial reporting and evaluate 
the social impact of CUFA’s work within 
a financial framework – an aspect of 
financial reporting that traditional methods 
often miss. It has provided CUFA with the 
opportunity to evaluate the organisation’s 
programs to show how both efficient and 
effective CUFA is with the funding  
they receive.

Value creation reporting serves as a 
planning and assessment tool to evaluate 
the effectiveness of products and 
services; and is valuable to all types of 
organisations, not just not-for-profits. The 
value of SROI Reporting is that it allows 
social value to be taken into account, 
which is useful for both decision making 
and devising community engagement 
strategies. It can be particularly useful 
for mutuals, where financial performance 
is only part of the value story they are 
creating and communicating to their 
communities. Mutuals clearly exist for the 
benefit of their members and are inherently 
grounded in the communities in which 
they operate, therefore the social impact 
they have on their community is something 
that is worth calculating. SROI Reporting 

provides mutuals with the opportunity to 
speak beyond financial benefits and speak 
of the social benefits their organisation  
has provided.

As a result, SROI Reporting provides 
organisations such as mutuals, with the 
ability to clearly communicate the impact 
they have on people’s lives in quantitative 
terms, rather than simply describing to 
people the benefits their organisation 
provides. Mutuals may find this 
particularly useful in their marketing and 
communications strategies. The findings 
from an SROI Report can arguably act as 
a point of differentiation from alternative 
financial institutions, such as the major 
banks and other competing financial 
service providers, clearly highlighting their 
social value in the communities within 
which they operate.

So, how does SROI Reporting work 
and how is the value created by the 
organisation determined?

Value creation is determined along the 
principles of Social Return on Investment 
(SROI) by recognising, measuring and 
monetising changes that have resulted 
from the organisation’s work. This 

SOCIAL RETURN ON
INVESTMENT (SROI) 
REPORTING
Stephanie Brown, Project Officer, CUFA
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methodology directly links outputs (i.e. 
resources and effort) to impacts and 
measures expressed in financial terms 
to aid understanding of the real benefits. 
CUFA’s SROI Report identifies the return 
on each dollar donated for each of CUFA’s 
international programs.

In CUFA’s SROI Report, the organisation 
has now taken the next step on SROI 
analysis and extended CUFA reporting 
from the fulfilment of goals to identifying 
the extent of CUFA’s reach within the 
communities and areas in which it 
operates. Specifically, CUFA measured the 
impact on individuals living in communities 
centric to CUFA’s work with a view to 
determining the actual value created – 
helping create a greater understanding 
of how CUFA’s work impacts local 
communities. By way of example, the 
SROI analysis revealed that CUFA has now 
reached close to 4 million people in the 
Asia Pacific region who are living in poor 
communities.

In addition, CUFA has used SROI 
Reporting to evaluate the effectiveness of 

programs as well as adding further weight 
to other CUFA program reporting. This in 
turn, has helped to improve stakeholder 
communications and understanding of the 
organisation’s work. Furthermore, CUFA 
has been able to pull a number of key 
headlines from SROI reporting which has 
been useful in promoting CUFA’s work and 
again demonstrating its effectiveness in the 
Asia Pacific region.

Impressively, all of CUFA’s programs 
throughout the Asia Pacific region far 
exceed the dollar value provided via 
donations and other key funding sources. 
For instance, CUFA’s Village Entrepreneur 
program, which operates in Cambodia 
and Timor Leste, has identified a social 
return on investment ratio of 3.36:1, which 
indicates that for every $1 invested in a 
villager by a Community Investor, $3.36 in 
social value is created. This means in effect 
that for every $1 that goes to the Village 
Entrepreneur Program, there is over a 300 
per cent return on that initial investment.

In terms of communication to donors 
and other funding agencies, this finding 

has been invaluable in demonstrating the 
real effectiveness of donations to those 
supporters who currently invest the $37 
a month toward a villager in either Timor 
Leste or Cambodia. In other words, the 
$37 a month is creating $124.32 in social 
value for the villager and their community.

The report has also been valuable for 
CUFA when communicating to CUFA’s 
core constituency, the Australian mutual 
movement. Notwithstanding the long 
history of support from Australian mutuals 
for CUFA driven initiatives, the value of 
their contributions to helping develop 
the mutual movements of the Asia 
Pacific region has now become even 
clearer, further contributing to an even 
greater understanding of the efficiency 
and effectiveness of CUFA’s operations, 
maintaining the confidence in the 
organisation to help fight poverty in the 
Asia Pacific Region.

CUFA’s Social Return on Investment 
Report is available at http://www.cufa.
com.au/service/about-us/reporting. 

Photos courtesy of Claudio Raschella

http://www.cufa.com.au/service/about-us/reporting
http://www.cufa.com.au/service/about-us/reporting


Asset Band

2011 2012 Growth 2011 2012 Growth 2011 2012 Growth
$'000 $'000 % $'000 $'000 % $'000 $'000 %

Over $1bn 15 39,116,971     40,855,999     4.4% 32,182,115     33,561,718     4.3% 30,141,278     32,383,910     7.4%
$500m - $1bn 11 7,052,425       7,514,340       6.5% 5,816,279       6,125,186       5.3% 6,015,397       6,356,193       5.7%
$300m - $500m 7 2,458,256       2,571,914       4.6% 2,066,814       2,111,551       2.2% 2,208,803       2,321,761       5.1%
$200m - $300m 14 3,170,772       3,432,182       8.2% 2,452,385       2,586,034       5.4% 2,736,813       2,994,198       9.4%
$100m - $200m 16 2,163,221       2,423,559       12.0% 1,621,280       1,780,989       9.9% 1,846,373       2,091,661       13.3%
$50m - $100m 16 996,097         1,099,161       10.3% 744,107         794,646         6.8% 844,135         934,956         10.8%
$30m - $50m 6 253,805         257,276         1.4% 180,596         183,027         1.3% 215,107         222,301         3.3%
$20m - $30m 5 121,806         128,885         5.8% 90,422           94,095           4.1% 99,954           107,236         7.3%
Under $20m 6 56,578           55,752           -1.5% 24,744           23,755           -4.0% 45,938           44,099           -4.0%
All CUs 96 55,389,931   58,339,069   5.3% 45,178,743   47,261,002   4.6% 44,153,797   47,456,316   7.5%

Mutual BSs 8 27,326,468   28,590,814   4.6% 22,162,776   23,161,487   4.5% 20,040,242   21,468,057   7.1%

Total Assets Total Net Loans Outstanding Total Deposits

Asset Band* No. 
(2012)

2010 2011 2012 2010 2011 2012 2010 2011 2012 2010 2011 2012
Over $1bn 15 2.85% 2.79% 2.59% 1.33% 1.23% 1.16% 3.02% 2.88% 2.81% 1.15% 1.13% 0.94%
$500m - $1bn 11 2.90% 2.82% 2.65% 1.03% 0.96% 0.91% 3.16% 2.94% 2.81% 0.77% 0.84% 0.75%
$300m - $500m 7 2.87% 2.86% 2.77% 1.03% 0.95% 0.92% 3.21% 3.12% 3.11% 0.69% 0.68% 0.58%
$200m - $300m 14 2.94% 2.98% 2.79% 0.92% 0.88% 0.80% 3.26% 3.12% 3.02% 0.59% 0.74% 0.57%
$100m - $200m 16 3.21% 3.24% 3.09% 0.93% 0.87% 0.82% 3.39% 3.33% 3.23% 0.75% 0.77% 0.68%
$50m - $100m 16 3.69% 3.83% 3.63% 0.94% 0.88% 0.77% 3.98% 4.01% 3.85% 0.65% 0.71% 0.55%
$30m - $50m 6 3.54% 3.57% 3.33% 0.70% 0.62% 0.53% 3.33% 3.25% 3.12% 0.92% 0.95% 0.74%
$20m - $30m 5 3.79% 3.90% 3.73% 0.96% 0.89% 0.88% 4.00% 4.08% 4.00% 0.76% 0.70% 0.61%
Under $20m 6 4.13% 4.52% 4.66% 0.70% 0.68% 0.67% 4.25% 4.56% 4.87% 0.57% 0.64% 0.46%
Total CUs 96 2.68% 2.65% 2.51% 1.21% 1.14% 1.04% 2.95% 2.84% 2.76% 0.94% 0.95% 0.79%
Mutual BSs > $1bn 4 2.76% 2.05% 1.97% 0.45% 0.34% 0.35% 2.11% 1.65% 1.63% 0.87% 0.74% 0.70%
Mutual BSs < $1bn 4 2.51% 2.56% 1.94% 0.40% 0.42% 0.33% 2.09% 2.05% 1.65% 0.82% 0.93% 0.62%
Total BSs 8 2.13% 2.04% 1.92% 0.35% 0.35% 0.35% 1.62% 1.64% 1.59% 0.85% 0.75% 0.68%

Margin (Net Interest 
Income / Av. Assets)

Non-Interest Income / Av. 
Assets

Operating Expenses / Av. 
Assets

Operating Return Before Tax 
/ Av. Assets

Asset Band* No. 
(2012)

2010 2011 2012 2010 2011 2012 2010 2011 2012 2010 2011 2012
Over $1bn 15 0.83% 0.82% 0.69% 9.72% 9.47% 7.80% 69.57% 68.86% 71.97% 28.72% 27.21% 26.78%
$500m - $1bn 11 0.55% 0.61% 0.55% 6.33% 6.94% 6.20% 77.04% 75.31% 77.31% 25.21% 24.82% 24.78%
$300m - $500m 7 0.50% 0.49% 0.42% 6.44% 6.42% 5.13% 80.42% 80.64% 82.73% 25.97% 24.57% 24.72%
$200m - $300m 14 0.43% 0.54% 0.41% 4.67% 6.02% 4.65% 82.01% 79.40% 83.22% 23.21% 21.90% 21.30%
$100m - $200m 16 0.54% 0.56% 0.49% 4.91% 5.04% 4.56% 79.63% 79.55% 81.21% 21.68% 20.52% 20.30%
$50m - $100m 16 0.48% 0.51% 0.40% 4.56% 4.75% 3.78% 84.74% 82.34% 85.40% 18.92% 17.50% 16.40%
$30m - $50m 6 0.65% 0.68% 0.53% 5.91% 5.71% 4.45% 77.63% 77.03% 79.69% 16.35% 14.61% 13.93%
$20m - $30m 5 0.58% 0.52% 0.47% 4.38% 3.34% 3.52% 79.79% 81.03% 82.53% 17.35% 16.18% 16.45%
Under $20m 6 0.52% 0.60% 0.46% 3.87% 3.91% 2.09% 83.38% 82.79% 84.98% 10.70% 10.19% 9.49%
Total CUs 96 0.67% 0.69% 0.58% 8.06% 8.24% 6.85% 74.00% 73.38% 76.17% 31.03% 30.03% 29.37%
Mutual BSs > $1bn 4 0.78% 0.52% 0.49% 11.53% 9.64% 8.76% 63.62% 67.26% 68.42% 14.24% 14.63% 15.52%
Mutual BSs < $1bn 4 0.58% 0.65% 0.43% 9.39% 9.47% 6.35% 68.43% 69.37% 72.47% 13.41% 13.97% 14.74%
Total BSs 8 0.61% 0.53% 0.48% 10.29% 8.68% 7.56% 64.23% 67.37% 69.16% 14.05% 14.58% 15.49%

Return on Average Assets 
(After Tax)

Return on Net Assets (After 
Tax)

Expenses / Income Non-Interest Income / Total 
Operating Income

Source: Annual Reports; financial data for some organisations was not available at the time of printing

Source: Annual Reports; financial data for some organisations was not available at the time of printing. * Each asset segment ratio is calculated as the average of the ratios 
calculated individually for each entity within the asset group. These averages are reweighted to account for any substantial distortion caused by outliers.

ADDITIONAL DATA

FINANCIAL PERFORMANCE INDICATORS BY ASSET BAND
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LIQUIDITY - MUTUALS RETURN ON AVERAGE ASSETS AFTER TAX

Source: CUFSS Source: APRA

Range (%) Top Performer Range (%) Top Performer Range (%) Top Performer
Credit Unions

Over $1bn 15 0.31 - 1.09 Queensland Country 4.29 - 10.27 Police Financial Services 57.68 - 84.09 Qantas Staff
$500m - $1bn 11 0.22 - 0.73 Maritime, Mining & Power 1.93 - 9.20 Maritime, Mining & Power 67.33 - 86.99 Railways
$300m - $500m 7 0.07 - 1.03 Southern Cross 1.14 - 9.60 Southern Cross 65.32 - 96.26 Southern Cross
$200m - $300m 14 0.14 - 1.06 Goulburn Murray 1.33 - 9.16 EECU 66.03 - 94.62 Goulburn Murray
$100m - $200m 16 0.02 - 1.06 South West Slopes 0.26 - 8.51 AWA 67.16 - 97.45 Queensland Professional
$50m - $100m 16 0.09 - 0.79 Macquarie 1.20 - 6.40 Macquarie 71.95 - 97.42 Cairns Penny Savings
$30m - $50m 6 0.09 - 1.12 First Choice 0.90 - 8.80 First Choice 66.51 - 97.01 First Choice
$20m - $30m 5 0.19 - 0.72 Swan Hill 1.25 - 6.00 Swan Hill 81.98 - 95.15 Swan Hill
Under $20m 6 -3.09 - 1.44 Newcom Colliery -13.96 - 5.86 Old Gold 75.27 - 94.26 The Gympie

Mutual Building 
Societies

Over $1bn 4 0.38 - 0.63 IMB Limited 5.45 - 12.04 IMB Limited 59.03 - 78.19 IMB Limited
Under $1bn 4 0.20 - 0.67 B & E Limited 2.62 - 8.69 B & E Limited 65.19 - 79.25 B & E Limited

Institution Group No. ROA ROE Costs / Income

Source: Annual Reports

CAPITAL ADEQUACY

Mutual ADIs       Major banks

QUARTERLY CAPITAL ADEQUACY - MUTUALS

Source: CUFSS

TOP PERFORMERS FOR SELECTED INDICATORS - 2011-12

Source: KPMG
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Measuring Share of Wallet 
 
Speaker: Lerzan Aksoy, Fordham University 
 
Lerzan Aksoy's research interests include consumer satisfaction and its relationship to customer 
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also selected "Best Reviewer of the Year" among the editorial review board members of both the 
Journal of Service Research and Journal of Service Management. 
 
Professor Aksoy is a keynote speaker at academic and industry conferences and has presented in 
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Fordham, Professor Aksoy was an associate professor at Koc University in Istanbul, Turkey. 
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Deeply embedded in the credit union tradition is an ongoing 
search for better ways to understand and serve credit union 
members. Open inquiry, the free flow of ideas, and debate are 
essential parts of the true democratic process.

The Filene Research Institute is a 501(c)(3) not-for-profit 
research organization dedicated to scientific and thoughtful 
analysis about issues affecting the future of consumer finance. 
Through independent research and innovation programs the 
Institute examines issues vital to the future of credit unions.

Ideas grow through thoughtful and scientific analysis of top-
priority consumer, public policy, and credit union competitive 
issues. Researchers are given considerable latitude in their 
exploration and studies of these high-priority issues.

The Institute is governed by an Administrative Board made 
up of the credit union industry’s top leaders. Research topics 
and priorities are set by the Research Council, a select group 
of credit union CEOs, and the Filene Research Fellows, a blue 
ribbon panel of academic experts. Innovation programs are 
developed in part by Filene i3, an assembly of credit union 
executives screened for entrepreneurial competencies.

The name of the Institute honors Edward A. Filene, the “father 
of the US credit union movement.” Filene was an innova-
tive leader who relied on insightful research and analysis when 
encouraging credit union development.

Since its founding in 1989, the Institute has worked with over 
one hundred academic institutions and published hundreds of 
research studies. The entire research library is available online 
at www.filene.org.

Progress is the constant 
replacing of the best there 

is with something still better!

— Edward A. Filene
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by Ben Rogers,
Research Director

What Is the Research About?
In this report, Lerzan Aksoy, PhD, draws on a new tool—the Wallet 
Allocation Rule—to investigate how credit union managers can do a 
better job of translating high customer satisfaction and Net Promoter 
Score (NPS) levels into improved share of deposits.

The findings of the research by Dr. Aksoy and her coauthors with 
regard to the satisfaction and NPS metrics that credit union manag-
ers typically measure and manage are sobering. Satisfaction and Net 
Promoter explain less than 10% of the variation in members’ share of 
deposits. This in large part explains why, despite the fact that credit 
unions hold the highest satisfaction levels for any industry tracked 
by the American Customer Satisfaction Index (ACSI), the share of 
deposits held by credit unions substantially lags that of their bank 
competitors.

It’s not that satisfaction and Net Promoter levels are not important. 
Rather, it is the way these metrics are analyzed that is the overriding 
source of the problem. Analyzing member satisfaction using the Wal-
let Allocation Rule, Dr. Aksoy is able to explain 55% of the variation 
in members’ share of deposits.

The key distinction of this approach is that instead of relying on the 
absolute satisfaction score or NPS, the Wallet Allocation Rule focuses 
on two critical factors in linking these metrics to share of deposits:

The relative rank that this score represents vis-à-vis the other 
financial institutions that members also use.
The number of different financial institutions that members use 
(i.e., “number of brands”).

The good news for credit unions is that they are highly ranked by 
members. Sixty percent of members classify their credit union as 
their exclusive first choice (i.e., no other financial institution received 
an equal or higher satisfaction score out of all institutions used).

The number one driver of credit unions’ high rank is the competi-
tiveness of fees. This differs significantly from the most important 
driver of satisfaction, which is the in-bank service experience. 
Fortunately, competitive fees are a strong feature of credit unions 
compared to banks.

The bad news is that 65% of members also feel the need to use one 
or more competing financial institutions. The most important driver 
of a competing bank’s ranking for credit union members is Inter-
net banking services. Two prominent market barriers contribute to 
the reason that members feel the need to use banks: (1) perceived 

Executive Summary and Commentary
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inconvenience of credit union locations and (2) perceptions of weak 
credit union ATM networks.

Implications for Credit Unions
Getting credit union members to move their deposits from banks 
will require directly addressing the reasons they use other financial 
institutions. In particular, credit unions—perhaps in partnership 
with Credit Union Services Organizations (CUSOs)—must seek to 
minimize banks’ advantages in Internet banking, branch locations, 
and ATM networks.

The size of the problem makes this an issue that credit union manag-
ers must take seriously. Of those members who use more than one 
financial institution, each has on average about $25,414 in deposits 
going to competing institutions.
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Introduction: About This Research

The purpose of this study was to investigate the multi- institution 
behavior of credit union members. The goal was to gain insight into 
how and why members allocate their deposits among competing 
financial institutions. Specifically, it was designed to measure attitu-
dinal and behavioral loyalty at both the brand and respondent levels 
(i.e., institution and member levels).

The focus on deposits (as opposed to loans and other credit union 
offerings) was twofold. First, deposits reflect an area of relatively high 
multi- institution usage. This represents polygamous loyalty, therefore 
making the data amenable to Wallet Allocation Rule analysis. Sec-
ond, they typically reflect members’ perceived relationships with the 
various financial institutions with which they conduct business. By 
contrast, loans tend to be situation- or need- driven discrete events. 
As such, they tend to be monogamous purchase decisions and there-
fore the data are not amenable to Wallet Allocation Rule analysis.

The study was undertaken in mid-2012. Respondents were current 
credit union members. Surveys were sent to members of the follow-
ing 10 credit unions to ensure a wide variety of institutions under 
investigation: Central City Credit Union, Local Government Federal 
Credit Union, McGraw- Hill Federal Credit Union, Mountain Amer-
ica Credit Union, Neighborhood Credit Union, Northeast Credit 
Union, Pen Air Federal Credit Union, St. Mary’s Bank, Truliant 
Federal Credit Union, and Tyco Federal Credit Union.

In total, 4,712 current credit union member depositors were inter-
viewed. Respondents were asked questions regarding all deposit insti-
tutions used, and this resulted in 8,799 total institution evaluations 
(i.e., credit unions plus competing institutions used by members).

To link member perceptions and attitudes to their share of depos-
its, this study applied the Wallet Allocation Rule, a powerful tool 
designed to link customer satisfaction (and other common survey- 
based loyalty metrics) to the share of business that customers give to 
the brands they use. The Wallet Allocation Rule was introduced in 
the Harvard Business Review and was awarded the Next Gen Disrup-
tive Innovation in Marketing Research Award.



Tracking satisfaction is just a start. The Wal-
let Allocation Rule shows a better way to pull 
ahead of competitors.

CHAPTER 1
Wallet Allocation Rule Overview



SATISFACTION AND NET PROMOTER ARE POOR PREDICTORS OF SHARE OF DEPOSITS

By using simple spreadsheet software 

(e.g., Microsoft Excel), credit union man-

agers can easily see that the correlation 

between satisfaction/Net Promoter and 

share of deposits is very weak. If your 

credit union is collecting satisfaction and/or 

Net Promoter data, simply record custom-

ers’ satisfaction ratings (or Net Promoter 

classifications) in one column and their 

share of deposits in another. Next, com-

pute the correlation between satisfaction/

Net Promoter and share of deposits.1 

Finally, to determine how much of the vari-

ance in share of deposits is explained by 

satisfaction/Net Promoter, simply square 

the correlation.2 The percentage of vari-

ance explained will almost always be less 

than 10%—oftentimes far less—meaning 

that 90% or more of the variation in share 

of deposits is completely unexplained by 

satisfaction or Net Promoter.

2

Credit unions spend a great deal of time and money trying to 
improve member loyalty by measuring and managing metrics like 
satisfaction and Net Promoter Scores (NPSs). As a result, credit 
unions have far higher satisfaction and Net Promoter levels than 
their retail banking competitors. In fact, the American Customer 
Satisfaction Index (ACSI) reported that in 2011 credit unions set an 
all-time record satisfaction level.

Paradoxically, despite having consistently higher satisfaction and 
Net Promoter levels over time, credit unions hold a small percentage 

Share of depositsSatisfactionCustomer ID
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5
6
7
8

B C D

60%8
10
10
10
9
8
5

1
2
3
4
5
6
7

40%
100%
100%
100%
100%
100%

Correlation 0.3
% variance explained 9%

Satisfaction explains only 9% of how credit union
members allocate their share of deposits

Figure 1: Weak Correlation between 
Satisfaction and Share of Deposits
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of total deposits relative to their retail banking competitors. As the 
ACSI scores clearly demonstrate, higher brand-level satisfaction 
scores do not result in correspondingly higher market shares for 
credit unions versus their lower- scoring retail bank competitors.

Part of the reason for this is that metrics like satisfaction and Net 
Promoter correlate poorly with the share of deposits that members 
allocate among the financial institutions they use. This fact runs 
counter to what most credit union managers believe. Much of the 
business press touts a positive relationship between satisfaction/Net 
Promoter and share of wallet (e.g., share of deposits). While this is 
technically true, the relationship is so weak that it is managerially 
irrelevant (see sidebar “Satisfaction and Net Promoter Are Poor Pre-
dictors of Share of Deposits”).

The reality is that knowing members’ satisfaction or Net Promoter 
levels explains very little of the variation in their share of deposits. 
In other words, the overwhelming reason for what drives a member’s 
deposits with your credit union is completely unexplained by satis-
faction or Net Promoter! As a result, changes in customer satisfaction 
or Net Promoter levels are unlikely to have a meaningful impact on 
the share of deposits that members allocate with your credit union.

This is not to suggest that these metrics are not important. The 
problem lies not in the metrics per se but in how these metrics are 
collected and analyzed.

The overriding issue is that it is not the absolute “score” that a mem-
ber assigns that matters. What matters is a member’s perception of 
performance relative to competitive alternatives that he or she also 
uses (see sidebar “Why Simple Metrics Do Not Work Well”). An 
easy way to think about this is to imagine that a member has rated 
your credit union a “9” (with 10 being the highest score possible). 
Most managers would consider this to be a good score. But suppose 
that this same member also uses another institution that he has rated 
a “10.” Despite management classifying this customer as a Promoter, 
your credit union is his second choice.

Now imagine that another member rated your credit union an “8.” 
Few managers would consider this a good score. Suppose, however, 
that the next highest rating this member gives any competitor is a 

It is very important for credit union managers to understand that correlations at the group level 
are typically much higher than at the individual level. This occurs because positive and negative 
extremes at the individual level cancel themselves out at the group level. As a result, aggregate- 
level correlations that differ dramatically from individual- level correlations should be treated with 
suspicion.



WHY SIMPLE METRICS DO NOT WORK WELL

Satisfaction is relative to competitive 

alternatives. As a result, absolute satis-

faction levels are poor indicators of the 

share of deposits that credit union mem-

bers allocate among the various financial 

institutions they use. Instead, what matters 

is the relative ranking that a member’s sat-

isfaction level represents vis-à-vis competi-

tors also used.

4

“6.” With this member, you’re her first choice. As these examples 
demonstrate, we would clearly expect a member’s relative ranking of 
competing institutions to be more strongly related to share of depos-
its than the absolute score given to each financial institution.

What is needed is a way to meaningfully tie these relative rankings to 
members’ share of deposits. This can be done using a newly discov-
ered, simple formula called the Wallet Allocation Rule. The discovery 
of the Wallet Allocation Rule is the result of an intensive investiga-
tion conducted between industry and academia.3 It was introduced 
in the Harvard Business Review and received the Next Gen Disruptive 
Innovation in Market Research Award.4

From company to company and industry to industry, the correlation 
between a brand’s Wallet Allocation Rule score and its share of wallet 
is remarkably consistent—the average is greater than 0.9 (a perfect 
correlation is 1.0). Even more important, the strength of the rela-
tionship is very strong at the individual (as opposed to brand) level, 
typically above 0.7—in this study, the correlation is 0.74.

It is very important for credit union managers to understand that 
correlations at the group level are typically much higher than at the 
individual level. This occurs because positive and negative extremes 

Member A

Member B

Same scores for
two members

9

9

My rating

Credit union

Different performance
relative to competition

9

6

Competition ratings

Bank B

10

7

Bank C

9

8

Bank D

Very different
share of deposits

15%

40%

My outcome

Share of deposits

Figure 2: Ratings Are Better with Competitive Context
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at the individual level cancel themselves out at the group level. As 
a result, aggregate- level correlations that differ dramatically from 
individual- level correlations should be treated with suspicion.

When individual- level and aggregate- level correlations differ sig-
nificantly, it is likely that the analyses will result in what researchers 
call the ecological fallacy—specifically, an aggregate- level correlation 
is incorrectly assumed to apply at the individual level. Therefore, 
researchers must first model what occurs at the individual level and 
then model how the individual and group levels are related. Only 
after this has been done should there be an examination of whether 
the group-level information provides additional insight into the 
relationship.

An overly simplified example should help demonstrate the problem 
of ecological fallacy. National Geographic produced a video designed 
to show the world’s most “typical” person.5 What National Geo-
graphic found is that the typical person is a 28-year-old Chinese man 
who makes less than $12,000 per year and has a cell phone but not 
a bank account. While that insight makes for fun trivia, it clearly 
isn’t very useful when thinking about the best way to understand the 
needs and wants of individuals. That is because people vary dramati-
cally from the average. For group-level information to be manageri-
ally relevant, the individuals within the group need to reflect the 
average—otherwise, the average gives wrong information about the 
people within the group.

Therefore, when presented with averages (e.g., the average Promoter 
holds XX% in share of deposits), credit union managers need to 
insist that their research partners provide them with the individual- 
level correlations corresponding to these averages so that they can 
gauge the usefulness of this information. Individual- level correla-
tions from a credit union’s survey research are typically very easy for 
researchers to provide. Furthermore, as research professionals know 
about the ecological fallacy, they will naturally want to minimize the 
possibility that managers will draw incorrect conclusions from their 
research.

Designing Research the Wallet 
Allocation Way
The essential distinction of the Wallet Allocation Rule is that it 
takes into account both rank—Is your credit union a customer’s first 
choice? Second choice?—and the number of financial institutions 
in the set the member uses. Knowing these two values allows you to 
confidently predict share of deposits. (For a step-by-step demonstra-
tion of the calculation, see the sidebar “Using the Wallet Allocation 
Rule.”) For example, if your credit union is one of only two financial 



USING THE WALLET ALLOCATION RULE

Calculating a financial institution’s share 

of wallet requires just three steps and the 

application of a straightforward formula.

6

institutions a member uses for a given purpose, the rule shows that 
the difference between being the first choice and being the second 
can have a major financial impact. In such a situation, even being 
tied has grave consequences: Half of each dollar you could be col-
lecting from the member is going to your competitor instead. The 
flip side is that the negative impact of being second diminishes as the 
member’s choice set increases.

Capturing the data necessary to apply the Wallet Allocation Rule is 
simple, and credit union managers need not completely overhaul 
their member measurement systems to gain insight into share-of- 
deposit dynamics. In fact, the Wallet Allocation approach may be 
used with any of the most commonly used loyalty metrics, including 
satisfaction and NPS. The key is to ensure that all members are asked 
to rate each of the financial institutions they use for their credit 
union and retail banking needs.

You can’t assess brand performance as if it exists in a vacuum. 
That seems obvious, but in reality it’s exactly what most manag-
ers do—measuring satisfaction, NPS, or other metrics that are 
based on members’ perceptions of their brand alone. By gathering 
ratings across the usage set, we are able to apply the Wallet Alloca-
tion Rule. To see the benefits of the Wallet Allocation techniques 
typically requires little revision of current credit union member 
questionnaires.

Rank
(1 –

Establish the number of brands (i.e., !nancial 
institutions) that members use for their credit 
union and retail banking needs.

1
Obtain satisfaction or other loyalty scores for each
brand used, and convert the scores into ranks.2
To arrive at a !nancial institution’s share of wallet
for a given member, plug the brand’s rank and the
number of brands used by the member into the
Wallet Allocation Rule formula:

3

Number of brands + 1
) !

2

Number of brands

Figure 3: Using the Wallet Allocation Rule
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Wallet Allocation Analysis
Once we have surveyed customers across their usage sets, we con-
vert member ratings into ranks. In the case of a tie, we take the 
average— for instance, if two institutions tie for first place, we assign 
each a rank of 1.5. We repeat the calculation for each member and 
financial institution. To obtain a brand’s overall share of deposits, we 
take the average of all members’ share of deposit scores. From there 
we are able to conduct driver analyses and simulations that explain 
how member experiences and attitudes affect share of deposits. That 
is to say, we can determine how much improvement is required in 
member experiential touch-points to drive increases in satisfaction, 
recommendation, and other traditional loyalty scores that are suffi-
ciently high to change rankings and therefore share of deposits. What 
distinguishes a Wallet Allocation driver analysis is that it identifies 
what attracts members not only to your credit union but also to the 
competing institutions that they use. If the goal is improved share 
of deposits, managers cannot simply enhance what they are already 
doing well. They must give members less of a reason to use the 
competition.

Using the Wallet Allocation Rule, we can now have a clear under-
standing of what is driving share of deposits. That means we can 
move from looking at simply what drives satisfaction and NPS to 
what drives real-world outcomes.



CHAPTER 2
Satisfaction with Credit Unions 

and Banks

Credit unions consistently outscore banks in 
satisfaction, so why do banks surrender so little 
market share?



9

Long after their US origin in the early 1900s, modern credit unions 
retain their cooperative principles and have expanded beyond just 
the company- based credit unions of the past to include community- 
based credit unions, military credit unions, government- based 
groups, and state employee credit unions.

Today, credit unions remain focused on their principled beginnings. 
This discipline has ensured both financial security and a reasonable 
source of financing (if not modest financial investment) for their 
membership.

Despite strong growth late last year and a small public movement 
toward credit unions, credit union managers are rightfully concerned 
that the momentum is not enough. Clearly, many Americans have 
simply decided to bear out fees and waning service with their larger 
traditional banks.

Undertaken in mid-2012, this investigation was initiated to study 
the sentiments and financial behaviors of current credit union mem-
bers, in particular to see how they divide their deposits among the 
various financial institutions that they use, and to measure how they 
feel about these institutions.

This study interviewed 4,712 current credit union member deposi-
tors, resulting in 8,799 total institution evaluations (i.e., credit 
unions plus competing institutions used by members). It was 
designed to measure attitudinal and behavioral loyalty at both the 
brand and respondent levels (i.e., institution and member levels). 
First, this study successfully validated the use of the Wallet Allocation 
Rule. Second, the study succeeded in determining not only general 
behaviors and attitudes but also the critical factors that drive them.
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Sentiment and Size: Credit Unions 
versus the Competition
As a result of their historical role in the banking market and their 
unified ambition to serve their constituency above themselves, credit 
unions enjoy very positive perceptions in the minds of their mem-
bers. Credit unions are often regarded as community partners that 
conduct their banking both honestly and conservatively.

This is very easy to see in the relative NPSs members assign to their 
credit unions relative to the banks with which they also conduct 
business. Clearly, in terms of Net Promoter levels, this investigation 
finds that credit unions have an incredibly strong advantage over 
their retail bank rivals.

These findings appear comparable to those reported annually by the 
ACSI. Therefore, it appears that credit union members hold similar 
opinions toward credit unions and retail banks as the general US 
market (although it is important to note that credit union members 
are much harsher on banks than the market at large).

Net Promoter and satisfaction are widely reported in the business 
press to track the market performance of companies.6 Net Promoter 
leaders are said to “outgrow their competitors in most industries by 
an average of 2.5 times.”7 Similarly, customer satisfaction data are 
reported to be linked to firm performance metrics such as corporate 
revenue growth, earnings growth, and stock market performance.8 
In fact, given that credit unions recorded the highest satisfaction 
level of all industries tracked by the ACSI since its inception, the 

NPS
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Bank of America
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Figure 4: NPS by Credit Union Members for Their Credit Unions vs. 
Different Banks Also Used
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organization reported that the “challenge” 
for credit unions will be dealing with the 
“major influx of new customers.” Specifi-
cally, the ACSI writes:

Because of their size, both small banks and 
credit unions benefit from an ability to 
provide more personalized service. . . . The 
challenge for these smaller institutions will be 
how best to maintain high levels of customer 
service with minimal or no fees amid a 
major influx of new customers.9

Even assuming that there was a meaning-
ful increase in new credit union members, 
credit union managers would no doubt 
have difficulty classifying the situation as 
a “major influx” that taxed their ability to 
maintain service levels.

The reality is that even with very high satisfaction and Net Promoter 
levels, in terms of deposits, credit unions lag behind their retail 
bank competitors. Credit unions hold less than 10% of US deposits 
despite representing more than 29% of the US population.10

This raises the question: Given that credit unions do a much better 
job of satisfying their members, why is it that retail banks hold the 
vast majority of deposits?

It is important to note that this does not mean that member satis-
faction is not important. No credit union will last for long without 
satisfied members. It does mean, however, that if the goal of credit 
union managers is improving share of deposits, simply striving to 

improve satisfaction (or Net 
Promoter) levels is unlikely to 
significantly change members’ 
deposit shares.

Instead, credit union managers 
need to understand where their 

institutions fit in fulfilling their members’ total banking needs. This 
requires understanding exactly what drives members to credit unions. 
But it also requires understanding exactly why members also use 
competitors. Winning share requires reducing members’ need to use 
the competition.

ACSI

Small bank average

All bank average

Citigroup

Wells Fargo

Chase

Bank of America

Credit unions

60 65 70 75 80 85 90

Figure 5: Market-Level Comparison of Credit Union 
and Bank Satisfaction Levels

 

Given that credit unions do a much better job of satisfying 
their members, why is it that retail banks hold the vast majority 
of deposits?



CHAPTER 3
Members’ Wallet Allocations 

and the Money at Stake

Credit unions always win the member satisfac-
tion battle, but the Wallet Allocation Rule can 
help a credit union turn satisfaction insights 
into growth insights.
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CEOs across industries consistently rank customer loyalty as one 
of the top five challenges that they face.11 Given this, managers are 
keenly interested in gauging the loyalty of their customers.

For credit unions, gauging member loyalty is typically done through 
customer surveys. Traditional metrics like satisfaction and Net 
Promoter are collected and reported with great interest. Scientific 
research, however, consistently demonstrates that the relationship 
between these metrics and members’ loyalty- related behaviors is very 
weak.12 In other words, these metrics (at least as they are currently 
analyzed) do a poor job of gauging members’ actual loyalty. Loyalty 
is not simply an attitude. Loyalty manifests itself in an individual’s 
behavior. In the case of credit unions, the ultimate demonstration 
of loyalty is the share of wallet (e.g., share of deposits) that members 
allocate with their credit union.13

This issue represents the core problem facing credit unions with 
regard to member loyalty. Members clearly hold very positive percep-
tions of their credit union, but they do not hold correspondingly 
high deposit levels with these same credit unions.

Measuring Loyalty as Both Attitude 
and Behavior
Real loyalty, then, is measured not just in what people say or feel but 
in what they do—specifically in how they allocate their money and 
with whom they allocate it. Now, this is not to say that members’ 
perceptions and attitudes are not important. On the contrary, they 
are critical to understanding share of deposits. They must, however, 
be examined in the context of alternatives and other existing relation-
ships that members have.

The Wallet Allocation Rule provides insight into where they allocate 
their money (see formula below). First, instead of relying on the 



14

absolute satisfaction score or the NPS, the Wallet Allocation Rule 
focuses on two critical factors in linking these metrics to share of 
deposits:

The relative rank that this score represents vis-à-vis the other 
financial institutions that members also use.

 ! The highest- rated firm/brand based on the overall 
satisfaction/ loyalty question would be ranked 1, the next 
highest 2, etc.

 ! In the case of a tie, take the average of the places the brands 
would have occupied had they not been tied. For example, 
if two brands are tied for first place, they would occupy 
spots 1 and 2. As a result, each brand’s rank would corre-
spond to 1.5. The next potential rank, assuming no other 
ties, would be 3.

The number of different financial institutions that members use 
(i.e., “number of brands”).

Rank
(1 –

Number of brands + 1
) !

2

Number of brands

Examining satisfaction (or Net Promoter) in this way provides a 
strong correlation to the share of deposits that credit union members 
allocate to the various financial institutions they use. Specifically, this 
investigation finds that using the Wallet Allocation Rule provides a 
0.74 correlation (the maximum possible is 1.0) with share of deposits, 
which corresponds to approximately 55% of the variation in custom-
ers’ share of deposits being explained (i.e., 0.742 = 55%). By contrast, 
commonly used metrics such as satisfaction or NPS explain less than 
10% of the variation in customers’ share of deposits (i.e., 0.302 = 9%).

At the financial institution level (i.e., brand level), 
the correlation between the Wallet Allocation Rule 
and average share of deposits is an extremely strong 
0.95. At the institution level, NPS (at 0.82) and 
satisfaction (at 0.84) provide misleadingly high 
correlations. Correlations at the group level are typi-
cally much higher than at the individual level due 
to positive and negative extremes at the individual 
level canceling out at the aggregate level. As a result, 
aggregate- level (i.e., brand level) correlations that 
differ dramatically from individual- level correla-
tions should be viewed with suspicion. It is highly 
likely that these aggregate correlations suffer from 
what researchers refer to as the ecological fallacy (i.e., 
incorrect assumptions are made about individu-
als based on aggregate data). Therefore, research-
ers must first model what occurs at the individual 

0.74

0.0

0.2

0.4

0.6

0.8

1.0

0.30

0.30

0.30 0.30

Wallet
Allocation

Rule

M
em

be
r-

le
ve

l c
or

re
la

tio
n 

to
sh

ar
e 

of
 d

ep
os

its

Satisfaction NPS
classi!cations

Recommend
intention

Figure 6: Relationship of Various Metrics to 
Members’ Share of Deposits
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level before assuming that group level data will accurately 
reflect individuals within the group.

Given that both the member- level and institution- level 
correlations are strong for the Wallet Allocation Rule—
which is not the case with satisfaction and Net Pro-
moter—we can be confident that the Wallet Allocation 
Rule measures tracked at the overall credit union level 
reflect reality for individual credit union members.

Given the very weak correlations between satisfaction/
recommend intention/NPS and share of deposits at the 
member level, correlations at the brand level are unlikely 
to reflect individual credit union members. Therefore, if 
credit union managers wish to effectively measure and 
manage these metrics in the pursuit of greater deposit 
share, they will need to be transformed via the Wallet 

Allocation Rule (or another power law found to link these metrics to 
share of wallet).

The New Benchmarks
Given that the Wallet Allocation Rule focuses on rank as opposed 
to the absolute score, it is important to monitor performance in a 
way that corresponds to this new perspective. The issue for manag-
ers is how to do this in a way that is both simple for everyone in the 
organization to grasp and reflective of the way members allocate their 
deposits with the credit union.

An easy way to do this is to track the percentage of customers who 
give your brand their highest satisfaction rating among all brands 

that they use. In other words, is your brand really a customer’s 
first choice, or do members view your credit union as being 
the same as or worse than competitors? Looking at the percent-
age of members who rate a financial institution higher than all 
other competitors used correlates strongly with share of deposits. 
While it is not quite as strongly correlated to share of deposits 
as the complete Wallet Allocation Rule calculation (in this case 
0.93 vs. 0.95), using first choice percentage allows for an easy-
to- understand and easy-to-use metric while keeping the focus on 
where the credit union ranks vis-à-vis the competition.

The good news for credit unions is that approximately 60% of 
their depositors classify their credit union as their exclusive first 
choice (i.e., no other financial institution received an equal or 
higher satisfaction score out of all institutions used by a mem-
ber). This high percentage reflects the very high satisfaction levels 
credit unions have enjoyed vis-à-vis their retail banking competi-
tors for many years.

0.0

0.0 0.2 0.4 0.6 0.8 1.0

0.2

0.4

0.6

0.8

1.0

Wallet Allocation Rule score

Av
er

ag
e 

sh
ar

e 
of

m
em

be
rs

’ d
ep

os
its

Figure 7: Relationship between the 
Wallet Allocation Rule and Share of 
Wallet (at the financial institution level)

 

0.0

0.0 0.2 0.4 0.6 0.8 1.0

0.2

0.4

0.6

0.8

1.0

Exclusive !rst choice percentage

Av
er

ag
e 

sh
ar

e 
of

m
em

be
rs

’ d
ep

os
its

Figure 8: Relationship between 
First Choice Percentage and 
Share of Wallet

 



16

The other metric that is of importance for 
linking to share of deposits is the number of 
competing financial institutions that credit 
union depositors use. In this case, however, over 
65% of credit union depositors use one or more 
competing financial institutions.

This raises several issues. First, despite high 
first-choice numbers, credit union deposi-
tors feel the need to spread their deposits over 
multiple institutions. Members have logical 
reasons for using every institution that they do. 
Therefore, these multi- institution users must 
have certain needs that they perceive to be bet-
ter fulfilled by competing institutions. Second, 
while the percentage of depositors who classify 
their credit union as their exclusive first choice 

is high, for those members who feel the need to use more than one 
institution, only around 32% rank their credit union as their first 
choice.

This makes clear that the real opportunity for credit unions to 
increase their share of deposits lies with reducing members’ perceived 
need to use competing institutions, with the goal of eliminating 
competitors from members’ usage sets entirely.

The Financial Impact
Because multi-bank deposit behavior is quite common among credit 
union depositors, it’s only natural to consider the financial impact 
of this split behavior. As part of this investigation, the study col-
lected information regarding the size of deposits members held with 
the various financial institutions they used. The results indicate 
that there is a significant opportunity from consolidating members’ 
deposits.

Of those credit union depositors who use more than one financial 
institution, each member has on average about $25,414 in deposits 
going to competing institutions.

Three institutions
16%

Four institutions
4%

Two institutions
34%

Credit union only
44%

Five or more institutions
2%

Figure 9: Number of Institutions Used by Credit 
Union Depositors

 



Understanding the elements that drive rank is 
useful for managers, but it requires gathering 
ratings for yourself and your competitors.

CHAPTER 4
Driving Satisfaction versus 

Driving Rank



18

As noted earlier, credit union members are far more satisfied with 
their credit unions than they are with the banks with which they also 
conduct business. This holds true regardless of whether the credit 
union is relatively large or small, or whether the bank represents a 
large money center or a more traditional retail operation.14

The most important driver of satisfaction for credit unions with less 
than $1.5 billion (B) in assets is in-bank service. Similarly, for credit 
unions with more than $1.5B in assets, in-bank service is the second 
most important driver of satisfaction—resolution of complaints is 
the most important for members in this group.

In-bank service is not the most important driver of rank for credit 
union members, however. In fact, it does not even land among the 
top three drivers of being members’ first choice for either small 
or large credit unions. As a result, efforts to improve service levels 
within the credit union are unlikely to result in major changes in 
members’ share of deposits.

Small credit unions (<$1.5 billion in assets)

NPS

Large credit unions (>$1.5 billion in assets)

Retail banks (<$1 trillion in assets)

Money center banks (>$1 trillion in assets)

–40% –20% 0% 20% 40% 60% 80%

Figure 10: NPS for Banks and Credit Unions (by credit union members)
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Relative importance of attributes on satisfaction/share

Financial advice quality
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Internet banking

Deposit interest

Resolution of complaints

Fee competitiveness
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Drive-thru service
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SatisfactionFirst choice First choice importance
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Figure 11: Drivers of First Choice vs. Drivers of Satisfaction 
for Small Credit Unions (<$1.5 billion in assets)

 

Rather, the most important reason for credit unions to be the first 
choice for members relative to the other financial institutions that 
they also use is the competitiveness of their fees. Fortunately for 
credit union managers, this is something on which their institu-
tions typically perform much better than their bank competitors. 
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Unfortunately, this also means that there may be very little upside (or 
even opportunity) to reduce fees further.

As a result, for credit unions to gain shares from their bank competi-
tors, they must first understand precisely why their members feel the 
need to use these institutions. This requires understanding both the 
drivers of rank for banks and the market factors that impact demand. 
Only then can credit unions adequately address members’ total 
credit union/banking needs and thereby minimize their need to use 
competitors.

Relative importance of attributes on satisfaction/share

Financial advice quality
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Drive-thru service
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SatisfactionFirst choice First choice importance
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Figure 12: Drivers of First Choice vs. Drivers of Satisfaction 
for Large Credit Unions (>$1.5 billion in assets)

 



Understanding the competition leads to strate-
gies for gaining deposit share. Money center 
banks, retail banks, large credit unions, and 
small credit unions all have different barriers.

CHAPTER 5
Competitive Analytics for a 

Competitive Landscape



22

Satisfaction (and Net Promoter) is always relative to competitive 
alternatives. Therefore, before embarking on any strategy to improve 
business outcomes through satisfaction, managers need to under-
stand exactly where their firms’ offerings fit within customers’ total 
needs in the category.

Figure 13 is a map of how credit union members perceive the various 
financial institutions that they use. The four sides of the map— 
service, financial competitiveness, coverage, and products—indicate 
the overarching dimensions by which all financial institutions are 
categorized in the credit union members’ minds. The subdimen-
sions described inside the box and labeled with small bullets indicate 
specific attributes that are important in forming image perceptions 
of financial institutions. The closer the subdimension bullet is to 
the side of the square, the more indicative it is of that overarch-
ing dimension. For instance, the attributes “branches” and “ATM 

network” are close to the right side of the 
square, labeled “coverage.” Thus, these 
attributes are seen as part of an overall 
dimension that can be labeled “coverage.” 
Finally, small credit unions, large credit 
unions, retail banks, and money center 
banks are placed on the map in proximity 
to the attributes or subdimensions that 
credit union members use most strongly 
to describe these four categories of finan-
cial institutions. Not surprisingly, given 
what drives first choice for credit unions 
(discussed in Chapter 4), credit unions 
are seen as being more competitive on 
fees, complaint resolution, and deposit 
interest (and hence are closer to these 
attributes on the map). On the other 
hand, banks are seen by credit union 
members as being superior in providing 
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coverage through their branch and ATM networks and through 
Internet banking.

Interestingly, if you simply looked at the drivers of satisfaction for 
banks, you would find that in-bank service is very important. In fact, 
for money center banks, it is the most important driver of satisfac-
tion. (It was similarly number one or two for credit unions depend-
ing on asset size.)

Looking at what drives rank for credit union members who also 
use banks, however, offers a very different picture. The number- one 
driver of first choice for these members is Internet banking, for both 
money center and retail banks. This is an area where credit unions 
are typically weaker than their larger bank competitors. If the goal is 

gaining members’ share back from 
the banks that they also use, then 
it is an issue that should not be 
ignored.

Figures 14 and 15 show the 
relative importance of the various 
attributes investigated on changes 
in a brand’s rank vis-à-vis compet-
itors. When looking at the drivers, 
however, it is important to under-
stand that linking these metrics to 
share of deposits (via the Wallet 
Allocation Rule) is driven by two 
things: (1) the relative ranking of 
the brand and (2) the number of 
competitors used by members. 
Thus, understanding precisely 
what will happen when focusing 
on a driver is not quite as simple 
as saying “improving my rank by 
X% results in Y.”

As a result, managers need to work 
with their research partners to 
model how increases in rank and 
reductions in usage set work in 
tandem. This is because a credit 
union’s improvement on key attri-
butes would not only be expected 
to increase the share of deposits 
within a member’s current usage Relative importance of attributes on satisfaction/share
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Figure 14: Drivers of First Choice vs. Drivers of Satisfaction 
for Retail Banks (<$1 trillion in assets)
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set but could also lead some members to discontinue using a com-
petitor entirely.

In this investigation, the primary lever for increased share of depos-
its results from eliminating competitors from the usage set. For 
example, getting 10% of members who use multiple institutions to 
drop their lowest- rated institution increases the average share of their 
deposits by 1.5 points.

Relative importance of attributes on satisfaction/share
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Figure 15: Drivers of First Choice vs. Drivers of Satisfaction 
for Money Center Banks (>$1 trillion in assets)
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Market Barriers
It is important for credit union man-
agers to realize that there are market 
factors that influence members’ 
deposit allocation decisions that are 
distinct from the drivers of satisfac-
tion and first choice. These market 
barriers can dramatically impact 
members’ willingness to do more 
business with their credit union.

For banks, the greatest barrier to their 
gaining greater share of credit union 
members’ business is their relatively 
high fee structures. Credit unions 
have successfully exploited this weak-
ness, which helps explain why fee 
competitiveness is the most important 
driver of credit unions being perceived 
as members’ first choice.

However, credit union managers must 
recognize that they, too, face their 
own equally difficult market barriers. 
The most pernicious barrier to greater 
share is the member perception that, 
in general, credit unions lack con-
venient locations and have relatively 
poor ATM networks.

This should not be taken as a call for 
credit unions to embark on a massive 
branch and ATM network develop-
ment effort. It is first and foremost a 
reminder that no effort to improve the 
member experience will offset what 
members perceive to be real barriers to 
their ability to do more business with 
your credit union.

Addressing market barriers is often 
one of the most difficult tasks for 
managers—but that is precisely the 
job of management. Fortunately, 
technology can provide credit union 
managers with greater opportuni-
ties for minimizing the psychologi-
cal barriers of convenience. In fact, 
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Figure 16: Barriers to Using More—Retail Banks  
(<$1 trillion in assets)
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(>$1 trillion in assets)

 



26

if addressed properly, this may very 
well dovetail with the most important 
driver of first choice for members 
with regard to their bank (as opposed 
to credit union) relationships: Inter-
net banking.

Addressing these issues may require 
greater resources than is feasible, par-
ticularly for smaller credit unions, so 
credit union executives should unite 
in their call for the Credit Union 
Services Organizations (CUSOs) 
with which they conduct business 
to offer services and strategies that 
will directly address these structural 
barriers (e.g., branch locations, ATM 
networks) and Internet banking (the 
number one driver of first choice for 
banks by credit union members). By 
doing so, credit unions will truly be 
able to translate their substantially 
better member satisfaction into busi-
ness results.
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Figure 18: Barriers to Using More—Small Credit Unions 
(<$1.5 billion in assets)
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Figure 19: Barriers to Using More—Large Credit Unions 
(>$1.5 billion in assets)

 



Changing the focus of your metrics can improve 
your market share strategy. It’s more useful to 
focus on competitive rankings than on absolute 
scores.

CHAPTER 6
Summary and Conclusions
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The current study provides further evidence that credit unions offer a 
superior member experience vis-à-vis their bank competitors. Credit 
unions have significantly higher satisfaction scores and NPSs than 
the bank competitors that members also use.

Unfortunately, this has not translated into increased share of deposits 
relative to banks. Credit unions hold less than 10% of bank deposits 
despite representing almost 30% of the US population.

Part of the problem is that satisfaction and Net Promoter levels are 
poor indicators of the share of deposits that members hold with their 
credit unions, explaining less than 10% of the variation in mem-
bers’ share of deposits. This is because it is not a member’s absolute 
satisfaction score or NPS that matters. Instead, what matters is the 
relative rank that this score represents when compared with other 
financial institutions that members also use.

Examining satisfaction (or Net Promoter) data in this way via the 
Wallet Allocation Rule allows credit union managers to strongly 
link their member satisfaction data to the share of deposits that 
their members give to their credit unions. In this study, the Wallet 
Allocation Rule explains 55% of the variation in members’ share of 
deposits.

Given that rank is superior to the absolute satisfaction score or NPS, 
credit union managers need to add a rank-based metric to the cus-
tomer measures they track. To keep the metric simple while remain-
ing aligned with the “rank matters” philosophy, it is recommended 
that credit union managers track the percentage of members who 
would classify the credit union as their exclusive first choice.

The good news for credit unions is that the exclusive first-choice 
score for members is 60%. The most important reason for members 
to select their credit union as their first choice is the competitive 
fee structures the institution offers. This differs significantly from 
the primary driver of satisfaction with credit unions, which is the 
in-bank service experience. As this makes clear, efforts designed to 
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simply improve satisfaction are unlikely to drive changes in share of 
deposits.

The bad news for credit unions is that 65% of their members also 
use one or more competing financial institutions. (It is important to 
remember that the Wallet Allocation Rule focuses on both rank and 
the number of competitors that a member uses.) The opportunity 
cost associated with this is very high. As reported in this study, of 
those credit union depositors who use more than one financial insti-
tution, each member has on average about $25,414 in deposits going 
to competing institutions.

Members use competitors for different reasons than they use their 
credit unions. While an important driver of satisfaction for both 
credit unions and banks is in-bank service, the most important driver 
of rank for both money center and retail banks is Internet banking. 
This is an area where credit unions are generally viewed as being 
weaker than their bank competitors.

There are also market barriers that credit union managers need to 
recognize and address where possible. Two of the most prominent 
structural barriers will likely be no surprise to credit union managers: 
convenience of locations and ATM network. Nonetheless, until these 
are addressed, many credit union members will continue to feel the 
need to use a bank in addition to their credit union. As the Wallet 
Allocation Rule makes clear, the use of more institutions will dra-
matically lower the share of deposits available to credit unions.

Addressing the most important reasons that credit union members 
feel the need to use an additional financial institution may require 
greater resources than most credit unions can afford. Therefore, it 
may require that credit union executives call for the CUSOs with 
which they conduct business to work with them to provide strategies 
and services that will allow them to mitigate banks’ advantages in 
these areas.

Credit unions have done a superb job in servicing their members. In 
fact, few industries can approach the level of satisfaction that credit 
unions enjoy (as demonstrated by credit unions receiving the highest 
satisfaction rating by the ACSI since its inception). Translating that 
satisfaction level into higher share of deposits, however, will require 
focusing not only on what credit unions currently do well, but also 
on mitigating banks’ advantages in areas important to credit union 
members. Fortunately, this is doable. And the financial rewards for 
doing so are worth the effort.
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Appendix

Wallet Allocation Rule 
Quick Start Guide

What Is the Wallet Allocation Rule?
At its core, the Wallet Allocation Rule says that a customer’s share of 
wallet is expected to equal one minus the inverse of a customer’s rank 
of the firm/brand relative to the competitors the customer uses.

This simple formula would be all we need if all customers used 
exactly two firms/brands in a category. But since many customers use 
one or more than two, we need to weight this based on the number 
of firms/brands used to make them comparable. This weight equals 
two divided by the number of firms/brands used by a customer.

Mathematically, the formula we use to do this is:

Rank
(1 –

Number of brands + 1
) !

2

Number of brands

The steps for using the Wallet Allocation Rule to predict share of 
wallet are:

1. Establish the firms/brands in a product category that customers 
use.

2. Ask an overall satisfaction/loyalty question to gauge performance 
for each firm/brand a customer uses.

3. Assign a performance rank for each firm/brand for each cus-
tomer (i.e., the highest- rated firm/brand based on the overall 
satisfaction/ loyalty question used would be ranked 1, the next 
highest 2, etc.).

4. Calculate a customer- level Wallet Allocation Score (i.e., the cus-
tomer’s predicted share of wallet) using the rank and number of 
brands used by the customer.

5. If firm- or brand-level scores are desired, simply average the Wal-
let Allocation Scores for each firm’s/brand’s customers.

The ramifications of the Wallet Allocation Rule are profound. Using 
this simple formula, managers can easily and strongly link their cus-
tomer metrics with share of wallet. These findings also point to the 
need for a new approach for identifying opportunities designed to 
enhance the customer experience and share of wallet simultaneously.
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Using the Wallet Allocation Rule 
Formula: A Simple Example
Don’t let the math worry you. Using the Wallet Allocation Rule is a 
very simple process.

Figure 20 shows the satisfaction ratings for three financial 
institutions used by customers John, Jane, Mary, and Tom 
(1 = completely dissatisfied, 10 = completely satisfied).

Figure 21 shows the ranks of the three financial institutions 
based on the satisfaction scores provided by John, Jane, 
Mary, and Tom. In the case of a tie, as was the case for Tom 
with Brand Y and Brand Z, assign each a rank for the aver-
age of the two places they would have occupied had they 
not been tied. Brands not used are treated as missing and are 
not assigned a rank, as was the case for Jane with Brand Y.

To arrive at a brand’s share of wallet for a given customer, 
plug the brand’s rank and the number of brands used by 
the customer into the Wallet Allocation Rule formula. For 
example, calculating John’s share for Brand Z would be 
done as follows (see Figure 22).

Wallet Allocation Rule Strategy
Several important strategic implications flow directly from 
the Wallet Allocation Rule. First and foremost, managers 
cannot evaluate their firms without taking the competition 
into account. While this seems obvious, the reality is that 
managers typically evaluate their performance on the basis 
of customer perceptions of their firm only. As a result, the 
target objectives used to evaluate and compensate managers 
are almost never based on changing the perceived rank of 
the firm vis-à-vis the competition. Rather, they are based on 
achieving a particular score for the firm.

It is rank, however, that actually matters! Every manager 
knows that it is better to be number one than number two. 
The Wallet Allocation Rule makes it very easy for managers 
to determine the financial implications of that. The differ-
ence between first and second is typically quite large. Mak-
ing that jump can have a tremendous financial impact.

But the Wallet Allocation Rule also makes clear that it is not enough 
to be tied for first place. Parity hurts! There must be a reason for 
customers to prefer your firm. Otherwise, you evenly divide your 
customers’ share of wallet with your closest competitors.

Figure 20: Satisfaction Ratings for 
Three Financial Institutions

Brand X Brand Y Brand Z

John 8 9 10

Jane 7 Not used 9

Mary 6 9 8

Tom 7 9 9

Figure 21: Ranking the Three 
Financial Institutions

Brand X Brand Y Brand Z

John 3 2 1

Jane 2 — 1

Mary 3 1 2

Tom 3 1.5 1.5

Figure 22: Calculating Wallet 
Allocation

Brand X Brand Y Brand Z

John 3 2 1

Rank
= (1 –

= (1 –

Number of brands + 1
) !

= (1 – 0.25) ! 0.667

= 50%

2

Number of brands

1

3 + 1
) !

2

3

Brand X Brand Y Brand Z

John 16.7% 33.3% 50.0%

Jane 33.3% 0.0% 66.7%

Mary 16.7% 50.0% 33.3%

Tom 16.7% 41.7% 41.7%
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It is important to remember, however, that while rank is imperative, 
it isn’t the only thing that matters. The number of competitors that 
your customers use has a significant impact on share of wallet. Being 
first in a field of three is much better than being first in a field of six. 
That’s because every brand used by a customer gets some percentage 
of his or her wallet. So the more brands used, the lower the potential 
for everyone.

These strategic issues have practical implications for how we identify 
opportunities for improving share of wallet. The traditional approach 
for identifying opportunities can be thought of as trying to find the 
answer to “What can we do to make you happier?” Whether it is 
analyzing customers’ open-end survey responses or deriving impor-
tance through statistical analysis, the focus is virtually always on 
improving satisfaction with what the firm/brand currently offers.

Performance, however, is relative to competitive alternatives. Obvi-
ously, improving satisfaction is important. This is primarily because, 
at some point, increases in satisfaction make a brand more attractive 
to customers relative to competitors. But that is not enough. Manag-
ers also need to understand exactly why customers use each of the 
brands that they do. Customers have legitimate reasons for using 
multiple brands in a category. Therefore, efforts designed to improve 
share of wallet that do not address precisely why your customers also 
use your competitors are doomed.

One of the most common reasons that customers use multiple 
brands is that they perceive there to be unique benefits associated 
with each brand used. For example, credit union and retail bank 
managers often find that customers use one institution because of 
lower fees and another because of better Internet banking services. 
Therefore, reducing fees further for the fee- differentiated institution 
is unlikely to be the best opportunity to improve share of deposits 
despite it being the strongest driver of its customers’ satisfaction and 
loyalty—the competition is being used for another reason.

Another common reason that customers use multiple brands is struc-
tural barriers that distort demand. In other words, some market force 
causes people to buy something other than their preferred brand. 
The most common of these is a lack of access. The more difficult a 
brand is to find, the more likely it is to be substituted. So improving 
customers’ experience with the brand will have little impact on share 
of wallet until the barriers to purchasing it are removed.

Managers can gather this information as part of the Wallet Allocation 
Rule survey process. This process doesn’t have to be complex. It can 
be as simple as asking customers something like the following:
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When choosing between brands, what tends to be the deciding factor 
in choosing one over the other?
I choose [Brand 1] when …
I choose [Brand 2] when …

With an understanding of why their customers use their brand as 
well as competitive brands, managers can identify what it really takes 
to be the first choice of their customers. And because the Wallet 
Allocation Rule is tied to share of wallet, managers can prioritize 
their efforts by their potential impact on future revenues.

Identifying Opportunities for Improving 
Share of Wallet
Traditionally, managers have focused on understanding the drivers 
of satisfaction with their brand. The problem has been that these 
models tend to ignore the competition and focus on changes in the 
absolute satisfaction score instead of shifts in the relative ranking of 
the brand vis-à-vis the competition. As a result, while satisfaction 
scores may improve by focusing on the drivers uncovered in these 
models, share of wallet tends to show very little improvement.

To understand what drives changes in share of wallet, managers need 
to shift their focus from the drivers of satisfaction to the drivers of 
rank. Clearly, managers should work with their research teams to 
develop statistical models for identifying these drivers.

But managers do not need to wait for complex statistical models to 
begin using the Wallet Allocation Rule to identify opportunities. 
That is because at its core, improving your brand’s rank means mini-
mizing the reasons your customers have to use competitors. Below is 
an easy-to- follow six-step process that managers can use right away:

1. Survey a statistically valid sample of your customers.
2. Use the Wallet Allocation Rule to establish the share of wallet for 

each competitor used by your customers.
3. Determine how many of your customers use each of the various 

competitors.
4. Calculate the revenue going to each competitor from your 

customers.
5. Identify the primary reasons your customers use your 

competitors.
6. Prioritize opportunities by estimating the cost to address the 

reasons a specific competitor is used by your customers versus the 
potential financial return. (Don’t forget to consider the cumula-
tive impact for issues that span multiple competitors.)
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Figures 23–26 are a simplified example of some 
of the information that managers could use from 
a Wallet Allocation Rule approach to guide their 
strategy.

Managers first need to identify where they stand in 
the minds of their members. As the Wallet Alloca-
tion Rule uses ranks, it is recommended that credit 
union managers monitor the percentage of mem-
bers who consider the credit union their exclusive 
first choice.

The Wallet Allocation Rule also uses the number of 
competitors used by members as a key component 
in the calculation of share. As a result, managers 
need to understand how and with whom members 
allocate their deposits.

Credit union managers can then use this informa-
tion to calculate the share of deposits going to their 

credit union and to their competitors. The advantage of knowing 
share is that it is very easy to translate into dollars. To understand 
which competitors represent the greatest threat and the greatest 
opportunities, managers need to establish how much money is going 
to their competitors from their members.

The next step is to identify exactly what drives first choice not only 
for your credit union but also for your competitors. Members have a 
logical reason for using each institution that they do. Winning back 
share requires minimizing the reasons members have for using the 
competition.

Exclusive
!rst choice

41%

Tied with
one competitor
for !rst choice

20%

Tied with
two competitors
for !rst choice

11%

Competitor
!rst choice

28%

Figure 23: Percentage of My Members Who 
Consider the Credit Union Their First Choice

 

Only use
credit union

41%
59%

37% use one competitor

16% use two competitors

4% use three competitors
2% use four or more competitors

Figure 24: Percentage of My Members Holding Deposits with Other 
Financial Institutions
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In the case of Figure 26, first choice for the credit union is largely 
driven by its low fee structure. Competitors, however, are com-
peting on different aspects of coverage: Internet banking, ATM 

network, and branch locations. One of the important things about 
examining the drivers of first choice in this way is that it quickly 
becomes clear which competitors are easier and which are more diffi-
cult to address in the short term. In this example, competing against 
Brand C will be more difficult in the short term as it requires that 
credit unions address the convenience of branch locations.

Knowing this allows managers to focus on their greatest near-term 
opportunities—in this case either Internet banking or ATM net-
works. Brand A, however, is doing a much better job of captur-
ing members’ share of deposits. As a result, managers should first 
consider the feasibility of addressing Brand A’s point of competitive 
advantage.

Conclusion
The key to growth is improved share of wallet. While most manag-
ers instinctively know this to be true, the problem has always been 
how to do it. The Wallet Allocation Rule now makes it possible to 
understand what it really takes to be number one.

425

221

68

136

Total Brand A Brand CBrand B

Figure 25: Total Deposits 
Going to the Competition from 
My Members ($ millions)

 

My credit union

Low fees

Brand A

Internet
banking

Brand B

ATM
network

Brand C

Branch
locations

Figure 26: Primary Reason My Members Use My Credit 
Union and the Competition
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Businesses that 
thrive on social 
platforms don’t 
just sell stuff— 
they also help 
people connect.  
by Mikołaj Jan 
Piskorski

More than a billion people use social plat-
forms such as Facebook, eHarmony, Renren, 
and LinkedIn. What’s the attraction? They 

satisfy two basic human needs: to meet new people 
and to strengthen existing relationships. Fee-based 
dating websites, which collectively grossed $1 bil-
lion in 2010 by connecting strangers, now account 
for an estimated one in six new marriages. Facebook, 
which fortifies friendships, boasts a staggering 750 
million users and a valuation in excess of $100 billion. 

Numbers like those attract traditional companies, 
which have launched Facebook fan pages and Twit-
ter accounts in hopes of finding new customers and 
engaging existing ones. But few of those companies 
succeed in generating profits on social platforms, de-
spite collecting lots of “friends” and “followers.” 

Social Strategies 
That Work

hbr.org

November 2011 harvard business review 117



Social StrategieS that Work

To find out why some firms fail while others suc-
ceed in these venues, I studied more than 60 compa-
nies across industries ranging from manufacturing 
to consumer packaged goods to financial services 
as they ventured into online social realms. What 
the poorly performing companies shared was that 
they merely imported their digital strategies into 
social environments by broadcasting commercial 
messages or seeking customer feedback. Custom-
ers reject such overtures because their main goal on 
the platforms is to connect with other people, not 
with companies. That behavior isn’t hard to under-
stand. Imagine sitting at a dinner table with friends 
when a stranger pulls up a chair and says, “Hey! Can  
I sell you something?” You’d probably say no, prefer-
ring your friends’ conversation over corporate ad-
vances. Many companies have learned that lesson 
the hard way. 

In contrast, the companies that found significant 
returns devised social strategies that help people cre-
ate or enhance relationships. These work because 
they’re consistent with users’ expectations and be-
havior on social platforms. To return to our dinner 
analogy, a company with a social strategy sits at the 
table and asks, “May I introduce you to someone or 
help you develop better friendships?” That approach 
gets a lot more takers. (See the exhibit “Digital Strat-
egy vs. Social Strategy.”)

You Scratch My Back…
To explain successful social strategies, I find it use-
ful to characterize them in a simple statement with 
three components that all the strategies share:

Successful social strategies (1) reduce costs or 
increase customers’ willingness to pay (2) by help-
ing people establish or strengthen relationships  
(3) if they do free work on a company’s behalf.

This definition yields four types of successful 
social strategies that firms can pursue (see the table 

“Four Ways to Pursue Social Strategies”):
• Reduce costs by helping people meet.
•  Increase willingness to pay by helping people 

meet.
•  Reduce costs by helping people strengthen 

relationships.
•  Increase willingness to pay by helping people 

strengthen relationships.
The work people do on a company’s behalf can in-
clude customer acquisition, supplying inputs such 
as R&D and web content, and selling the company’s 
products or services.

To see how the strategy of reducing costs by help-
ing people strengthen relationships works, consider 
Zynga, a three-year-old company whose free social 
games, including FarmVille and CityVille, are on 
track to generate $1 billion in revenue in 2011. The 
games run inside the Facebook environment and 
have attracted more than 250 million users (the 
typical player is a middle-aged woman). The Face-
book platform allows the games to access the demo-
graphic data of players and lists of their “friends,” as 
well as to post status updates that those friends can 
see. In CityVille, players plant seeds on a virtual plot, 
cultivate the land, harvest crops, and sell them to lo-
cal virtual businesses. They then use the profits to 
buy more seeds, build businesses, or expand the city.

The game presents players with obstacles such as 
limits on the number of plots or businesses they can 
possess. To increase the limit, players can pay with 
virtual goods they buy from Zynga—a major source 
of the firm’s revenues. Or, to the social-strategy 
point, they can enlist friends, via Facebook status 
updates or Zynga’s messaging system, to help. And 
they can return the favor by sending virtual gifts to 
friends and by visiting their plots. 

The positive impact that Zynga’s games have on 
players’ social lives is clear. According to a survey 
done by Information Solutions Group, almost a third 
of players reported that the games helped them con-
nect with family and current friends; another third 
said games facilitated connections with old friends; 
and a third used the games to make new friends. My 
interviews with dozens of players revealed how. 
Many use the opportunity as an excuse to connect. A 
woman with two children told me, “When I am done 
with work and kids, I want to reach out to my friends, 
but it’s too late to call. So I go to play, and see if I can 
help them out with something. They notice it, which 
helps us stay connected.” Others consider posting a 
game-status update on Facebook as an invitation to 
contact them. A younger male player said, “I am not 
going to post on Facebook that I had a bad day, but I 
might mention something about it, when I post, that 
I need something in a game. My friends will see it 
and often someone will call or e-mail.”

To obtain these social benefits, people under-
take actions that help Zynga. In exchange for an op-
portunity to reestablish and maintain contact with 
friends, players encourage others to join or return 
to Zynga’s games. By my estimates, those social 
mechanisms slash Zynga’s customer acquisition and 
retention costs by half, improving its profitability by 

People’s main 
goal on social 
platforms is 
to connect 
with other 
people—
not with 
companies.
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approximately 20 percentage points. Hence, Zynga’s 
social strategy (1) reduces its acquisition and reten-
tion costs (2) by allowing people to reconnect with 
friends (3) if they invite them to return to the game.

The reviewing site Yelp uses a different type 
of social strategy: It reduces costs by acquiring its 
most valuable content for free by helping people 
meet. Advertisers provide Yelp’s revenues, but its 
content—18 million reviews of local establishments 
so far—is written by an educated cadre of volunteers, 
called Yelpers, mostly in their twenties and thirties. 
The site traffic, about 50 million visitors a month, at-
tests to the usefulness of the reviews; it’s the com-
pany’s social strategy that significantly accounts for 
that quality.

The most passionate and prolific Yelpers may be 
invited to join the Elite Squad, a select tier in the Yelp 
community. Squad membership gives them access 
to exclusive Yelp-hosted events that range from the 
refined, such as cocktail parties at museums, to the 
rowdy, like a Mardi Gras–themed bacchanalia at San 
Francisco’s Bubble Lounge, which attracted hun-
dreds of revelers in 2009. Such events commonly 
produce new friendships and other relationships 
that continue beyond the confines of Yelp.

To maintain these social benefits, Squad mem-
bers must continue to produce reviews, as the elite 
status is renewed—or not—every year. My inter-
views with elite Yelpers indicate that they will con-
tinue to write reviews specifically to maintain their 
status. The effects for Yelp’s business are substan-
tial. My research shows that an average elite Yelper 
will write reviews at a constant rate for nearly two 
years, whereas otherwise identical nonelite Yelp-
ers without such social benefits will reduce their 
contributions after about six months. Therefore, 
the average elite Yelper will produce about 100 
more reviews than a nonelite; without these elite 
contributions, Yelp’s review stream would fall by 
about 25%. Thus, Yelp’s social strategy (1) helps it 

obtain quality content for free (2) by allowing the 
best contributors to meet like-minded people (3) if 
they write reviews.

Business and Pleasure
Because Zynga and Yelp are online startups with in-
herently social products, devising their social strate-
gies is relatively straightforward. But companies in 
very different sectors are developing social strate-
gies as well.

Consider eBay’s Group Gifts online application, 
launched in late 2010, which people use to pool 
funds to buy gifts for their friends. A group organizer 
logs on to eBay and names a gift recipient, either di-
rectly or by picking the name from a list of her Face-
book friends. eBay then offers a set of general gifts, 
or the organizer can authorize an eBay application to 
access the recipient’s Facebook “about me” profile 
and base a gift recommendation on that. The orga-
nizer then selects a gift and issues an invitation to 
other contributors by posting a request to contrib-
ute on her Facebook page. The invitation contains 
a link to the eBay gift page, where contributors can 
contribute and write a note to the recipient. When 
the gift price is reached, eBay sends the gift and well-
wishers’ notes. The social benefits are clear: Group 
Gifts helps people purchase better-targeted and 
more-expensive gifts than they might otherwise. 
That not only strengthens relationships with the 
recipient but also can help enhance relationships 
among the joint gift givers. As one interviewee said, 

“If it wasn’t for the Facebook update, I would never 
know about the farewell gift for this guy, and no one 
asked me to contribute. But I saw this and chipped in, 
and just yesterday I got a thank-you note.…I think it 
will be easier to stay in touch with him.”

To obtain such social benefits, people must ad-
vertise Group Gifts to their friends and respond to 
their friends’ advertisements. Such friend-to-friend 
advertising generates dramatic results: A third of 

Idea in Brief
Most companies don’t succeed 
in online social platforms. 

That’s because they merely 
import their digital strate-
gies to these venues. But 
commercial messages and 
feedback opportunities 
are not what customers 
primarily seek. They want 
to connect with people, not 
companies.

Businesses that win in 
this arena adopt a social 
strategy that (1) reduces 
costs or increases custom-
ers’ willingness to pay (2) by 
helping people establish or 
strengthen relationships (3) 
if they do free work on the 
company’s behalf. 

Successful social strategies 
have all three components. 
They’re built, bit by digital 
bit, through helping people 
with the social challenges of 
connecting and interacting 
with friends and strangers.
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Group Gifts participants sign up for new PayPal ac-
counts, and a third return to eBay within a month to 
purchase other items. What’s more, the average price 
of Group Gifts goods is five times higher than that of 
an average eBay sale. Thus, eBay’s social strategy (1) 
increases willingness to pay (2) by allowing people to 
strengthen their friendships through gift giving (3) if 
they ask their friends to buy from eBay.

Social strategies can also be tailored to address 
the challenges of meeting people for professional 
purposes. American Express developed such a strat-
egy for its OPEN credit cards, which target small 
business owners. Customer churn is a challenge in 
the credit card business, so AmEx set about making 
OPEN cards stickier. Initially, the company hosted 
conferences focused on small business management 
for card members and then launched an online plat-
form, called OPEN Forum, to showcase conference 
content. The forum site was a hit, attracting more 
than a million visitors a month.

Management observed that cardholders were 
connecting with one another through the content 
and launched a members-only social network called 
Connectodex, which allows users to post profiles, 
list services they offer and need, and freely connect 
for business. More than 15,000 small businesses 
have joined the network. Although members could 
use other professional networks such as LinkedIn, 
they report preferring Connectodex, as small busi-
nesses with which they interact are already vetted 
by AmEx. A Forrester Research study confirmed 
this need when it found that nearly half of owners 
of small businesses with more than $100,000 in rev-
enues say they wanted to learn from other owners.

To reap social and networking benefits from Con-
nectodex, small business owners must obtain or 
continue holding an AmEx OPEN card. As a result, 
the service has effectively reduced customer churn 
and increased willingness to pay for the card. At the 
same time, platform users’ net promoter scores (a 
gauge of their likelihood of recommending the card) 
now significantly surpass nonusers’ scores. Thus, 
the American Express social strategy (1) increases 
willingness to pay (2) by helping professionals to 
meet others like them (3) if they maintain their card 
membership.

how to Build a Social Strategy
I have observed many companies seek to build so-
cial strategies, with vastly different outcomes. Those 
that failed in the effort focused on their business 

goals and paid less attention to customers’ unmet 
social needs. These strategies didn’t effectively help 
people with relationships, so they were unwilling 
to do jobs for the company. In contrast, companies 
with successful strategies first thought through how 
to address unmet social needs and then connected 
the proposed solutions to business goals. Because 
the process of identifying unmet social needs is of-
ten hard, I recommend that firms focus on helping 
people with four types of social challenges: connect-
ing with strangers, interacting with strangers, recon-
necting with friends, and interacting with friends.

Let’s look at how a major credit card company I’ll 
call XCard devised and tested a social strategy (the 
company requested that its name be disguised). The 
CMO assembled an eight-person team that included 
members from marketing, product development, 
and IT—plus consultants, myself included. The 
group ultimately reported directly to the CEO. We 
led the team in a structured strategy-development 
process in which team members devised at least 
one strategy for each of the four types of social chal-
lenges that card members may face. In each case, 
the goal was to increase card-member spending or 
retention, or acquire new customers, in exchange for 

Digital Strategy vs. Social Strategy
The primary advantage of a social strategy over a purely digital one is in 
tapping into how people really want to connect—with other people, not 
with a company. A business with a successful social strategy helps people 
form and strengthen relationships in ways that also benefit the company.

Digital StrategieS
broadcast commercial mes-
sages and seek customer 
feedback in order to facilitate 
marketing and sell goods and 
services.

Social StrategieS
help people improve existing 
relationships or build new 
ones if they do free work on 
the company’s behalf.

Company

TwiTTer FAcebook 
ADverTiSing

cuSTomerS

Company

120  Harvard business review November 2011



solutions to those challenges. Each of the four social 
strategies of course adhered to the core principle: 
They reduced costs or increased customers’ willing-
ness to pay by helping people establish or strengthen 
relationships if they did free work on the company’s 
behalf.

Social challenge A: Reconnecting with acquain-
tances and friends outside a core group can be 
awkward.

Social strategy A: Help people reconnect through 
shopping with friends. The team devised a program 
that would give cardholders an excuse to reconnect 
by inviting others who already had the card or who 
had agreed to sign up for one to join them for shop-
ping. Shopping together at the same retailer at the 
same time would yield additional reward points.

Social challenge B: People need help interacting 
with acquaintances and friends outside a core group.

Social strategy B: Help people interact through 
gift giving. The XCard team envisioned a gift pro-
gram in which, upon request, XCard would examine 
another member’s purchases or purchase locations 
(only if they had opted into the program) and recom-
mend gifts targeted to their purchase profile. The 
program would give members an incentive to use 
XCard more in order to build an accurate purchase 
history, resulting in well-targeted recommendations 
for friends.

Social challenge C: Finding strangers with whom 
you have something in common isn’t easy. 

Social strategy C: Connect executive women 
who have XCard’s high-end charge card. Many of 
these customers travel frequently and have few op-
portunities to socialize with women like themselves. 
The team devised invitation-only events at exclusive 
hotels in major cities to convene these cardholders 
when they traveled. 

Social challenge D: People find it uncomfortable 
to interact with strangers without first knowing 
more about them.

Social strategy D: Help moms with young chil-
dren learn something about one another. These 
customers have an appetite for information about 
child care products, but some have difficulty find-
ing trusted advice about them. The team conceived 
a branded card that would allow moms to access a 
dedicated social platform, search for other cardhold-
ing moms who had bought a particular product, and 
connect to them. Only moms who made themselves 
searchable and continued to make purchases with 
the card would be allowed to search.

First think 
through how 
to address 
customers’ 
unmet social 
needs; then 
connect the 
proposed 
solutions 
to business 
goals.

Theory into Practice
Having identified several potential strategies for 
helping people create or improve relationships, the 
team evaluated them using three tests.

Social utility test: Will the strategy help custom-
ers solve a social challenge they can’t easily address 
on their own? This test requires that you focus on 
an important—but unmet—social challenge for the 
target group. People doing such analyses often as-
sume that if they don’t personally experience a given 
social challenge, others don’t either. That is usually 
wrong. Social-strategy development requires an un-
prejudiced look at the target group’s social needs. 

The shopping-with-friends, executive-women, 
and moms strategies passed the test’s requirement 
to address an important, unmet social need. This 
evaluation required researching the demand for so-
cial solutions in each group—for example, executive 
women’s interest in networking opportunities. The 
research revealed that although networking groups 
are plentiful, invitation-only events for executive 
women that capitalize on their heavy travel sched-
ules are not. The team also confirmed that moms 
want to find other moms who have bought a specific 
product and that no existing tools allowed them to 
do so. Similarly, the research revealed a substantial 
appetite for shopping with friends. However, the 
team found that people would hesitate to use a pro-
gram that, by making gift recommendations based 
on their purchase patterns, in effect revealed their 
purchase preferences to others. For that reason, the 
team disqualified the gift-giving strategy.

Social solution test: Will the strategy leverage 
the firm’s unique resources and provide a differenti-
ated, hard-to-copy social solution? The team realized 
that the card’s leadership in an exclusive segment 
and its superior rewards program were distinctive. 
Those resources conferred a hard-to-replicate advan-
tage for the executive-women strategy and offered a 
better-than-alternatives option for that segment. 
Likewise, the shop-with-friends strategy continued 
to look promising, primarily because it leveraged the 
card’s superior rewards program. The moms strategy 
didn’t fare as well in this analysis because the firm 
lacked the detailed transaction data needed to cre-
ate a service that competitors couldn’t readily repli-
cate or even outperform. Concerns also surfaced that 
large retailers of children’s products, such as Toys 

“R” Us or Walmart, could create a more effective plat-
form. The team sought to address this concern, but 
ultimately the moms strategy was disqualified. 
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Business value test: Will the social solution 
directly lead to improved profitability? This test 
requires that the strategy directly lower costs or in-
crease willingness to pay. The executive-women 
strategy that had thus far survived stumbled here be-
cause of the small size of the target group—only 0.2% 
of cardholders. Although reducing defection among 
this small but disproportionately profitable segment 
could have a measurable bottom-line impact, the 
team determined that it was not as large as that of-
fered by the shop-with-friends option.

Before piloting this option, the team checked that 
the activities intended to improve relationships were 
directly related to jobs that help the company lower 
costs or increase willingness to pay. That was true, for 
example, in the Zynga and eBay Group Gifts strate-
gies, which allowed people to connect only if they 
posted status updates advertising the product. In-
deed, the shop-with-friends strategy tightly aligned 
social and economic benefits: The social act of invit-
ing a friend to shop is the very act that yields profits, 
by generating fees if the friend becomes a new card 
member, makes a purchase with the card, or both. 
Because each new customer recruited, for free, by a 
card member roughly halves customer-acquisition 
costs, the team calculated that the strategy had great 
economic potential. As this strategy performed best 
on all three tests, the team chose it as the one to pilot.

the Pilot takes off
By e-mail, XCard invited 10,000 customers in 
one metropolitan area to receive a pilot Facebook 
shop-with-friends application. Almost 45% of re-
cipients checked out the application; half of that 
subgroup signed up. Signatories were required to 
enter their credit card number for validation and 
then were asked to pick a time to go shopping with 
friends. Subsequently, they were prompted to post 
a Facebook status update announcing when they 
would like to shop and informing others that all in-
volved would receive additional XCard rewards for 
coshopping.

When friends clicked on the update, they were re-
turned to the application, where they could sign up 
for an XCard or register their existing card and con-
firm their attendance. During the two-month pilot, a 
fifth of those who had signed up posted a status up-
date, of whom three-quarters received at least one 
response (some received as many as six responses). 
A third of those who responded became new card-
holders, and 75% of invitations to shop together re-
sulted in purchases.

Pleased with the results, the CEO and CMO green-
lighted the social strategy for a full rollout in 2012. 
With changing corporate priorities and increased 
focus on the exclusive cards, the executive team 
also asked the group to pilot the executive-women 
strategy. Most important, the company established 
a permanent social-strategy unit that reports to the 
CMO and is tasked with developing and testing new 
social strategies. 

aS moSt BuSineSSeS are accustomed to helping 
people meet their economic rather than their social 
needs, creating social strategies will require fun-
damental changes in the way companies approach 
strategy development. As social platforms become 
even more central to consumers’ lives, companies 
that don’t figure out how to appropriate their value 
and create true social strategies will find it harder 
and harder to compete with those that do. Starting 
this process soon, even in small steps, is both a criti-
cal defensive and offensive move.   
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Four WayS to PurSue Social StrategieS
Here’s how four companies have successfully implemented their 
social strategies. Each firm reduces costs or increases custom-
ers’ willingness to pay by helping people establish or strengthen 
relationships if they do free work on the company’s behalf.

So
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l 
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Strategy imPact

Yelp  
acquires valuable 
content by helping 
people meet if they 
write reviews.

American Express  
helps professionals 
to meet others 
like them if they 
maintain their card 
membership.

Zynga  
helps friends stay in 
touch if they recruit 
new players and 
retain existing ones.

eBay  
allows people 
to strengthen 
friendships through 
gift giving if they  
ask friends to buy 
from eBay.

EstaBlisH 
RElationsHips 

stREngtHEn 
RElationsHips 

REducE costs
incREasE 
willingnEss to pay
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How to inspire value-laden collaborative
consumer-generated content
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1. The changing landscape of
marketing communications

From the onset of coordinated business practices
through the mid-1990s, marketing communications
was predominantly a hierarchical, one-way com-
munication system (Hoffman & Novak, 1996)
whereby companies imparted carefully-crafted
and persuasive messages to the marketplace.
Consumers were limited in their communicative

reciprocity, conveying their acceptance or rejection
of marketing messages through marketplace trans-
actions, or sales (Berthon et al., 2008). Increasingly,
marketing is evolving into true participatory conver-
sations, including two-way, many-to-many, multi-
modal communications. Indeed, the once-tidy,
controlled arena of marketing communications
with discrete, identifiable corporate spokespeople
has given way to a messy tangle of market-based
communications consisting of multiple authors
(Mangold & Faulds, 2009) including customers, com-
petitors, observers, employees, and interested col-
lectives.
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controlled marketing communications with distinct, identifiable corporate spokes-
people are giving way to amessy tangle ofmarket-based communications consisting of
multiple authors including customers, competitors, observers, employees, and inter-
ested collectives. Amidst this, we find consumer-generated content (CGC) that is
predominantly antithetical to previous studies, which assumed CGC to be inspired by
personal brand attachment and/or the desire to see discrete-authored CGC dissemi-
nated, or even motivated by monetary reward. Authorship of collaboratively-
produced CGC is virtually untraceable, unknown, and monetarily uncompensated.
The true reward is the process, and the outcome is not reliant on technical prowess
but rather semiotic manipulation, narrative manipulation, and complex brand char-
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The impetus behind this change, and the context
in which these conversations are taking place, is
global telecommunications: the Internet. These
market-driven, brand and product related conver-
sations are happening within brand-based sites (e.g.,
Harley-Davidson Forums, Threadless), special inter-
est forums and blogs (e.g., NorthAmericanMotoring,
GPS Review Forums), fan sites (e.g., Twilight, Glee,
Dexter), social networking sites (e.g., Facebook,
Twitter), online role playing games with embedded
consumption and real-cash marketplaces (e.g., Sec-
ond Life, Entropia Universe), customer reviews (e.g.,
Amazon, Epinions), mock markets (e.g., Hollywood
Stock Exchange), and video mash-ups (e.g., You-
Tube). Unmoored from the calculated, coordinated,
and pristine corporate-driven communications,
these sometimes riotous market-oriented conversa-
tions create, recreate, and disseminate multi-
vocal marketing messages and meanings (Berthon,
Holbrook, Hulbert, & Pitt, 2007).

2. Consumer-generated content
within consumer collectives

Brand communities are the site of a variety of value-
creating activities (Schau, Muñiz, & Arnould, 2009).
Many studies have demonstrated that members of
brand communities are capable of extensive crea-
tion of brand content (Brown, Kozinets, & Sherry,
2003; Muñiz & Schau, 2007; Schau & Muñiz, 2006).
Indeed, the ascendancy of communally-embedded,
empowered consumers is now a marketplace reality
(Flight, 2005; Ives, 2004; Morrissey, 2005). Such
customer evangelism goes bymany names, including
‘creative consumers’ (Berthon, Pitt, McCarthy, &
Kates, 2006; Kozinets, Hemetsberger, & Schau,
2008), ‘homebrew ads’ (Kahney, 2004), ‘folk ads’
(O’Guinn, 2003), ‘open source’ branding (Garfield,
2005), and ‘vigilante marketing’ (Ives, 2004; Muñiz
& Schau, 2007). While several marketers have
begun to actively solicit consumer-generated
content (CGC) for occasional, ad hoc use in adver-
tising campaigns (e.g., Doritos Super Bowl ads),
few have:

� Systematically employed consumer-created con-
tent in their long-term marketing campaigns;

� Considered the role of the firm in facilitating
prolonged CGC endeavors; or

� Actively encouraged collaborative CGC.

The main reason for firms’ reluctance to pursue
long-term, collaborative CGC is that it requires

relinquishing considerable control of brand mes-
sages and brand meanings. Part of the problem
centers on corporate uncertainty concerning the
professionalism of the resulting consumer-driven
advertising. Indeed, little work has examined:

� How successful consumers can be in their adver-
tising creation endeavors;

� How capable consumers are of creating content
that resembles—in form, function, and intent—
advertising;

� Whether CGC gains new persuasive traction sim-
ply by being consumer-created; or

� If the ideals of brand content shift with the emer-
gence of consumer-generated brand content.1

This leaves a lingering, critical question: Can CGC be
successfully integrated into larger firm objectives,
where brand content is harmoniously co-
produced, as recommended by proponents of the
new service-dominant logic (Vargo & Lusch, 2004)?
The research on CGC thus far has focused primarily
on consumers with advanced technical skills who
work independently or with a discrete set of known
partners on a single CGC project for which they most
often get explicit credit and even monetary re-
wards. A group of five consumers creating an ad
to enter an official CGC-soliciting competition
would be an example of this. Currently missing
are studies that examine the growing phenomenon
of prolonged collaborative CGC among relatively
unknown partners whereby the creative impetus
lies in complex and nuanced narrative and semiotic
analysis, rather than technological mastery.

Much CGC is produced within the confines of a
collective devoted to a particular brand. These
activities are often quite extensive and affect
every aspect of the brand experience. We have
each, collectively and individually, been studying
consumers and their consumption communities
for nearly 20 years. We have explored consumption
communities in a variety of product and service
categories, including cars, computers, software,
electronics, science fiction, musical acts, cosme-
ceuticals, beverages, office supplies, and toys.
Our methods have included observation, partici-
pant observation, depth-interviews, and other
ethnographic methods. We have spoken with
hundreds of members of brand communities and
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have followed several of these communities for
more than a decade.

Our data demonstrate effective CGC that is col-
laboratively created among a loose set of authors,
who may not be known to one another and who may
never be credited, and then disseminated and dis-
tilled within strong consumer-controlled collec-
tives. These collaboratively-created CGCs are
predominantly antithetical to previous studies
where CGC is assumed to be inspired by personal
brand attachment and/or the desire to see discrete-
authored CGC disseminated (Nuttavuthisit, 2010), or
even motivated by monetary reward. Authorship of
collaboratively-produced CGC is virtually untrace-
able, unknown, and monetarily uncompensated—
much like Wikipedia. The true reward is the process
and the outcome is not reliant on technical prowess
but rather semiotic manipulation, narrative manipu-
lation, and complex brand character development.
Like previous studies (Muñiz & Schau, 2007; Schau
et al., 2009), we find consumers quite adept at
appropriatingandmimicking the styles, tropes, logic,
and grammar of marketing communications. More
significantly, these collaborative CGC creators dem-
onstrate a sophisticatedmastery of advanced rhetor-
ical techniques. For example, consumers engaging
in vigilante marketing (Muñiz & Schau, 2007)
have been shown to have mastery of intertextuality
(O’Donohoe, 1997), utilizing the permeable bound-

aries between marketing communications and other
socio-cultural texts viaappropriation to investbrands
with the meanings they seek. They further demon-
strate mastery of polysemy (Kates & Goh, 2003;
Ritson & Elliott, 1999), creating artifacts with inten-
tionally different meanings for different groups. In
short, the consumer—when acting collectively—is
quite capable of becoming the marketer.

3. Creating and nurturing
collaborative CGC

Our research suggests that value-creating activities
occur with remarkable consistency in brand com-
munities and consumer collectives in a variety of
product and service categories. They tend to devel-
op even in the absence of marketer efforts to
produce or control them. That’s the bad news—
and it’s not really that bad. The good news is that
there is much the marketer can do to encourage and
cultivate these activities to create and harness
value. While the promise of absolute control is
illusory, skillful marketer involvement makes favor-
able outcomes far more likely. We will now highlight
some ideas regarding what marketers can do to
foster consumer value creation, specifically collab-
orative CGC, in brand communities and other con-
sumption-oriented collectives (Figure 1).
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3.1. My place or yours? Create a gathering
place

The first thing to do is create an environment where
your fans can congregate. You can’t have a commu-
nity without a place to commune and interact. You
want a place where users feel comfortable inter-
acting, empathizing, and sharing their experiences
and ideas. Sometimes this is pretty easy; your users
might be congregating, interacting, and creating
already in a user-created community site. If your
users have such a place to interact, maybe you’ll
just want to get involved. You can try to entice them
to move to an official community site, but they’ll
need lots of good reasons to do so. What will your
community site offer that theirs doesn’t currently
have? It should have at least as much freedom as
they have now, including freedom to criticize the
brand. Don’t worry about it becoming a place where
the worst kinds of people (like those who don’t like
your brand) hang out, doing the worst kinds of things
(like saying bad things about your brand). Commu-
nity rules and norms—which we discuss later—can be
established and should go a long way toward creat-
ing a civilized, value-added space for consumers
to congregate and engage. Critical words will be
spoken—or, more often, typed—but their invocation
won’t be modal. More significantly, when they are
uttered, critical words will likely reveal something
the marketer would like to know about.

When no organically-derived, consumer, or third
party initiates a communal space to discuss your
product category or your brand, things get a bit
tricky. You might have to create a forum for your
users and then attract them to participate. You’ll
have to sacrifice some control to do it right because
too rigid an administration can turn users off and
even erode your brand image, as consumers ponder
how and why the firm silences certain conversation-
al threads/topics or certain users.

In the Twilight brand community—a consumer
collective devoted to a series of books and the films
based on them—the producer actively encourages
consumer engagement with the brand content in
organic consumer spaces devoted to the brand,
third party resources to discuss young adult fiction
and vampire romance genres, and the creation and
maintenance of a brand-oriented space for consum-
ers to congregate and discuss the brand. In essence,
Twilight supports different types of consumer col-
lectives, adopting a ‘my place, your place, and their
place’ strategy.

Likewise, the consumer collective devoted to
Garmin—a GPS device—manifests on the brand site,
on a third party product category site for all GPS
devices, and on interlocking blogs (i.e., webrings).

In contrast, the Sharpie—a permanent marker—
brand community now gathers on the official brand
community site (sharpieuncapped.com), as well as a
collection of user-created sites (PR Newswire, 2010;
Quinton, 2009).

Regardless of your corporate strategy, the best
advice calls for fanning the flames of consumer
engagement by offering or supporting a gathering
location. Make it easy for your consumers to find
each other, and put out the proverbial milk and
cookies to make them feel welcome and at home.

3.2. Share the brand: Encourage
consumers to collaboratively create the
brand meaning

Both Jones Soda and Mozilla Firefox recognize the
potential of collaborative CGC and actively leverage
their loyal, evangelical users to create artifacts that
are woven into the fabric of their strategy for the
brand. Jones Soda relies heavily upon its community
of loyal users for the creation of branding content.
From product innovations (e.g., flavors) to packag-
ing (e.g., labels, cap quotes), promotions (e.g.,
stickers, Web content, price points), and advertis-
ing, Jones Soda gives its 12 to 24 year-old target
consumers considerable input into the brand’s at-
tributes and personality (Underwood, 2005). In
fact, it would appear that Jones Soda’s biggest
problems have stemmed from a divergence from
the community and its ethos. Losing touch can be
catastrophic.

Similarly, Firefox users are explicitly invited to
congregate and are encouraged to collaborate with
one another to promote the brand. In this case, like
other open source movements such as Ubuntu, Fire-
fox reminds its users that the value of Firefox
depends on a large user base. In essence, the firm
actively links collaborative use and market discus-
sion with the value of the brand, and collective
usability increases through adding more users to
the fold. This encourages current users to develop
their own brand meaning, defining the most salient
attributes of the product for themselves. Visit
www.firefoxflicks to witness this phenomenon.

At the center of the Twilight phenomenon is the
author’s clever use of consumers’ desire to close
narrative loops and the inability to achieve this
closure. These Twilight vampires are immortal,
but suspended in adolescence and perpetually com-
ing of age. This means their conflicts cannot be
entirely resolved. Fans universally find the vampires
and werewolves sympathetic, and their efforts to
exist without harming humans to be noble. The
vampire quest for legitimacy and acceptance, and
the werewolf desire to peacefully co-exist within
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human society, is intriguing; fan discourse readily
compares these to race, ethnicity, and class strug-
gles in contemporary society. Twilight is a platform
for fans to engage in these larger social issues.
Collaboratively-created CGC employs direct refer-
ences to larger macro-social plights such as the Civil
Rights Movement in the U.S. and abroad, U.S. and
global feminist issues, and peace activism. These
macro issues play out against the backdrop of a
popular melodramatic media brand with full approv-
al of the producer.

3.3. Structure matters: Provide
parameters that encourage and enable
collaboration

If you want to encourage a lot of user participation,
you will need to set up some kind of governing
architecture. Members will need to know the be-
havioral expectations in the community. Threadless
provides a nice example; it is, at once, a community
that is a brand and a brand that is a community
(Chafkin, 2008). Using simple prompts regarding
appropriate language and color use, Threadless in-
vites consumers to create t-shirt designs. Devising a
clear rating system, Threadless inspires consumers
to vote for their favorite designs. Providing easy and
intuitive Web navigation, Threadless encourages
members to blog about the designs and designers,
and to post and share pictures related to Threadless
merchandise and Threadless-inspired art (cake
decorating, quilts, etc.). Ultimately, through shop-
ping cart and payment systems, Threadless allows
interested parties to buy the consumer-designed
t-shirts.

Companies that utilize Facebook pages, as well as
consumer-created Facebook fan sites, are embed-
ded in a specific governing architecture. The Face-
book architecture is primarily a constructive space,
where the default participation is positively va-
lanced. ‘Like’ buttons appear on all status updates,
photos, friend and fan page additions, and wall
posts; ‘dislike’ or ‘hate’ buttons are nonexistent.
Within this architecture, the consumer has clear
participation guidelines; to express negative senti-
ments is much more difficult.

3.4. Set up the soapboxes: Create
evangelizing opportunities

One of the chief things members want to be able to
do is attract other people to the fold; indeed, this is
one of the most robust tendencies encountered in
brand community research (Muñiz & O’Guinn, 2001).
It also explains why so many brand devotees create
their own ads for the brand. Members want to share

the brand ‘good news’ and inspire others to join the
flock. Mozilla’s Firefox relies entirely upon users for
innovations, modifications, and promotion. Firefox
users are encouraged to be evangelical and to
get users of other browsers to switch to Firefox. As
part of these efforts, consumers are encouraged to
collaboratively create short television-commercial-
length videos and branded collateral material (e.g.,
Firefox pencils, t-shirts, other paraphernalia), and
distribute them among current users and potential
converts.

3.5. I’m OK, You’re OK: Provide justifying
norms

Brand community members devote a lot of effort to
activities that serve to reinforce their engagement
with the brand and the community. Much like dev-
otees of any hobby or pastime, members of brand
communities like to justify their devotion to those
outside the fold: those who ‘just don’t get it.’ Thus,
members develop and share rationales for the time
and effort they devote to the brand. These may
include jokes about obsessive-compulsive brand-
directed behavior and self-deprecating terms mak-
ing light of their devotion.

Lomo and Holga are so-called toy cameras which
have a devoted consumer base that reveres the
cameras for their idiosyncratic lens effects. Fans
have developed some very convincing explanations
as to why photography efforts with toy cameras
deserve respect and legitimacy as an artistic pur-
suit. Such explanations range from allowing for
serendipitous and unintended effects, to countering
the dominance of perfect—and, therefore, sterile—
images with the ascendancy of digital cameras.
These explanations pass from user to user and pro-
vide fodder for new users when they feel the need to
explain their devotion. Explanations like this serve
as a legitimizing function, making it easier for users
to create. A quick perusal of the creations by users
on lomography.com will reveal the extent of the
creativity that can be unleashed.

For Vespa, a motor-powered scooter with a long
brand history deeply rooted in popular culture,
consumer collectives have been part of the market-
ing strategy since its inception in 1946. Historically,
Vespa appealed to the luxury hipness of the stylish
motorized scooter, depicting romantic scenarios like
a bride and groom and members of the wedding
party departing the ceremony on their Vespas.
Vespa also famously featured iconic movie stars,
such as Audrey Hepburn and Gregory Peck in Roman
Holiday, on Vespas. Later, Vespa became integral to
the ‘mod’ or ‘ska’ music scene when it was appro-
priated by Doc Marten-wearing hipster musicians in
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videos and album shoots. These stylish and stylized
uses of the Vespa brand gave consumers reason to
use the brand and engage in consumption collec-
tives. Throughout its brand history, Vespa sponsored
consumption collectives and group rides. Now,
Vespa offers consumers clear environmental ration-
ales for product devotion, including reduction of the
carbon footprint while retaining the edgy coolness
of luxury items. Vespa also actively supports causes,
like fighting breast cancer, as a means to further
legitimize consumer engagement with this socially-
conscious brand. The updated Vespa events still
center on collective rides, but they also focus on
creating and building awareness for social causes
and highlighting the eco-friendly attributes of
commuting via Vespa—even while encouraging joy
riding.

3.6. Different is good: Encourage
members to stake their domains

Members are going to vary in their levels and types
of devotion and engagement; this is natural and to
be expected. These variances can be used to the
firm’s advantage, as they offer members a chance to
distinguish themselves. Members look for ways to
differentiate themselves regarding their knowledge
and effort levels, the specific brand content that
inspires their devotion, and the modes of engage-
ment that members opt to pursue. Activities like
this serve to mark intra-group distinction and
similarity; thus, they are powerful motivators.
The consumers also demonstrate a grasp of the
importance of oppositional brand loyalty (Muñiz &
O’Guinn, 2001), crafting advertising-like objects
that play up intra-brand rivalries.

Additionally, as with many groups, as the com-
munity persists over time, factions start to form.
Members seek to delineate their domain of partic-
ipation. For example, among Lomography enthu-
siasts, there are factions devoted to architectural
photography, abstract photography, and human
subject photography. Such divisions are natural
and are likely unavoidable. Still, the marketer
should endeavor to ensure that the overriding
sense of commonality persists. It can be a tricky
balance.

In the Twilight brand community, we find the
strategic use of open text branding to invite collec-
tive action, the deliberate encouragement of vigi-
lante marketing to promote the brand, and the
interplay of contrived heterogeneity within
the brand community—Team Edward versus Team
Jacob, two competing consumer subsets within the
larger collective—as an impetus for prolonged brand
community engagement and collaborative CGC.

3.7. Making mountains out of milestones:
Embed celebratory occasions

Many brands with devoted followings offer their
users a series of seminal events. For example, a
Garmin user might note the first cross-country trip
they took with the device. Saab and Jeep drivers like
to commemorate iconic odometer readings, such as
when the car reached 100,000 or 250,000 miles. A
select few celebrate when the odometer rolls over
to reach 1 million miles (Barrett, 2006). For Saab,
collaborative CGC crops up and is disseminated by
consumption collectives that tout these milestones,
educating consumers as to their special relationship
to Saab and which levels and modes of engagement
warrant accolades from the wider collective.

An astute marketer, perhaps working with a clev-
er and attentive consumer researcher, could easily
identify common milestones in a brand community.
These might be obvious, or they might be things that
grew out of community and took on special signifi-
cance. A little encouragement and dissemination of
these events could legitimize them and make them
important for a larger portion of users.

Vespa provides its community with milestones
that are predominantly participation- and collective
ride-based. Tom Petty and the Heartbreakers fans
have milestone concerts, milestone lengths of en-
gagement (e.g., 30-year fans), and interactions with
the band. Garmin consumers have milestones which
revolve around first-use scenarios—for instance,
road tripping or geocaching: a game similar to a
scavenger hunt, utilizing GPS to locate ‘hidden
treasures’—and new map updates. In all cases,
the firm and its consumers educate new participants
regarding appropriate uses and important use sce-
narios. This education often takes the form of col-
laborative CGC, whereby consumers share their
milestone celebrations and reveal the manner in
which these celebrations can be enacted.

3.8. Badges? Maybe we do need stinkin’
badges

Most devoted brand enthusiasts like tangible re-
minders of their experiences, particularly the mile-
stones. Many enthusiasts create symbols via a
practice called ‘badging.’ These may be virtual
badges, in the form of an image on a Facebook page
or in an email signature line; or physical badges, in
the form of a decal, sticker, or medallion glued to
the hood of a car. Thus, a Mini Cooper driver might
create a new hood ornament to replace the
one originally installed on the car. This new, custom
badge might commemorate their having driven
The Dragon—an 11 mile stretch of highway with
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382 curves (!) in the mountains of North Carolina—or
having attended a national rally. This is an easy
practice for a marketer to facilitate and encourage.
Give consumers the ability to create an official,
custom badge that commemorates a brand-specific
milestone.

Musical acts like Tom Petty and the Heart-
breakers use t-shirts as badges of concert experi-
ences. These t-shirt badges are frequent
collaborative CGC fodder. Similarly, Vespa offers
t-shirts and stickers that commemorate collective
rides. Vespa badges frequently appear in collabora-
tive CGC efforts to teach consumers about impor-
tant-use occasions. Likewise, Twilight offers
badges based on brand engagement, such as length
of fanhood and depth of fanhood in terms of modes
of engagement. The most sophisticated system of
badges in our repertoire of consumer collectives is
probably Threadless. The Threadless community
has an extensive array of badges for all kinds of
engagement types (e.g., designing, voting, blog-
ging, pilgrimages to the Chicago store, modeling
merchandise) and depth of engagement (number of
designs, votes, pilgrimages). Within Threadless,
collaborative communications educate consumers
on the array of badges offered and how to achieve
them.

3.9. For the record: Document everything

Most people like a good story, and members of brand
communities are no exception. Within these com-
munities, participants enjoy detailing the brand
experience in a narrative way. Such narratives are
often anchored by and peppered with milestones. In
other instances, members detail every step in cus-
tomization or creation processes. Accounts like
these make it easy for other users to do the same
things. A Mini driver might painstakingly detail his
efforts to install front control arm bushings, for
instance, or an Apple fan might explain her editing
technique for an iPod tribute video which other
consumers modify by adding their own stories. In
fact, there has been an explosion in collaborative
brand narratives including Twilight, Vespa, Chi (hair
appliances), Firefox, Apple Newton, and others.
These stories are collaborative, as they are passed
along with people adding onto them as they evolve.
They are widely distributed within the consumer
collective to inspire breadth and depth of consumer
engagement.

A smart marketer would encourage the tendency
to document and share, even if it means relinquish-
ing some control of the brand conversation. Tem-
plates could be provided to encouragemore users to
document their experiences and make the sharing

easier. Toyota is currently employing this tactic by
highlighting real-life family stories of brand use:
how many Toyotas a family owns, and when;
who used them; the ownership/use trajectory.
The company’s strategy seems to be centered
around winning consumer trust back through
authentic brand use stories. These can be highly
persuasive, powerful tools in the marketing com-
munications arsenal.

3.10. I do it my way: Allow for brand/
product customizing

Brand devotees are never short of ideas regarding
ways the product could be improved. Many times,
these improvements focus on customization. Users
want the product brand tailored to their particular
preferences and circumstances. Typically, this
involves modifying the brand to suit group-level or
individual needs. It includes all efforts to change the
factory specs of a product to enhance performance,
and fan fiction/fan art in the case of intangible prod-
ucts. It also encompasses all consumer-generated
advertising. Such creations are anattempt to custom-
ize the brand itself.

3.11. Cleanliness is next to godliness:
Solicit and distribute grooming tips

Members of brand communities typically develop
their own product care and ‘grooming’ procedures.
Sometimes they develop specific combinations of
cleaning and polishing substances, in effort to
create an alchemic solution that far exceeds the
manufacturer’s recommendations. For example,
Mini Cooper drivers have been known to concoct
a variety of cleaning products, varying their
combinations—as well as the order and frequency
of application—to maximize the shine and appear-
ance of their vehicles; proffered recommendations
can become quite detailed and involved. Those
that receive community support can become
normative solutions.

Within the Strivectin—a cosmeceutical which al-
leges wrinkle reduction—brand community, users
discuss and vlog (i.e., video blog) how to care for
the product: it should be refrigerated, and the
cream should be kept sterile via use of disposable
applicators to prevent fingertip contamination.
Consumers eagerly tell one another usage tricks,
and how to keep the product in tip-top shape for
maximum effectiveness.

The Chi hair appliance brand is doing this with
collaborative CGC related to keeping flat irons
clean; it has been advised that the irons be wiped
down with hydrogen peroxide and stored in cases.
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Both practices ensure that no residual residue
remains on the irons to damage hair. In this
way consumers collaborate to locate the most
salient attributes, the best way to use the product,
and step by step instructions for users new to
the fold.

3.12. Brother can I make a dime?
Encourage commoditization

Brand communities strive for a tricky and elusive
balance between the communal and the market-
place. They alternately seek to distance themselves
from the marketplace, and approach it. To do so,
they engage in valenced behaviors regarding the
marketplace. These may be directed at other mem-
bers (e.g., you should sell that/you should give that
away for free) and these may be directed at the firm
through explicit link or through presumed monitor-
ing of the site (e.g., you should fix this/do this/
change this). Consider Garmin brand community
members, who find the product’s ‘face’ to be overly
vulnerable to scratches. Users collaborated regard-
ing what could be done to remedy the problem. The
first suggestion was to buy a case; however, this
result was communicated as suboptimal. The second
suggestion, which gathered considerably more trac-
tion within the community, was to have some mem-
bers create ‘snugglies’ for the Garmin’s face. The
collaborative CGC focused on clarifying the need to
protect the Garmin’s face, as well as the inadequacy
of store-bought accessories. It educated consumers
as to the product’s important attributes, mile-
stones, badges, and how much community members
should—and even could—charge for consumer prod-
uct accessories and extensions.

Practices such as these don’t need to operate in
isolation; indeed, they frequently operate in con-
cert to achieve powerful effects. For example,
community engagement is heightened when the
marking of milestones is combined with badging
and documenting. Similarly, brand usage is en-
hanced when a user grooms the brand, customizes
the brand, and documents or commoditizes the
techniques for use by other members. Again, an
astute marketer working with a diligent consumer
researcher could identify and leverage the
best opportunities for coordinating community
practices.

3.13. Study, study, study!

All such communities need to be studied, fairly
extensively, before any of these actions can be
taken. Just as every city and neighborhood has its
own particularities and idiosyncrasies, each brand

community is different. Sometimes these differen-
ces stem from the brand (e.g., Apple); sometimes
they stem from the product category (e.g., Lomo
and Holga); sometimes they stem from the types of
people who have embraced the brand (e.g., Pabst
Blue Ribbon being embraced by bicycle messengers
in the Northwest). Thus, each community will have
its own priorities, values, symbols, and rules. A little
data can go a long way toward identifying oppor-
tunities for marketer intervention and involvement.
Ethnographic examination is a must. You need to do
this before you become involved so as to minimize
the risk of doing something incredibly stupid.

Our research suggests that if firms give consumers
the opportunity to construct brand communities and
the freedom to modify their products, they will.
Consumers, acting alone and in communities, are
creating significant value. Companies that want to
encourage CGC should foster a variety of value-
creating activities. Marketers should consider seed-
ing a range of practices. Examination of a brand
community might reveal only a few of the activities
we discussed here. A marketer could easily sponsor
contests and events to encourage a wider array of
CGC activities.

4. Harness the power of collaborative
CGC

It is clear from the examples provided that consum-
ers can mimic the conventions of advertising, and
produce consumer-generated ads comparable to
those turned out by professionals. Owing to cheaper
desktop audio, video, and animation software, con-
sumers can easily create promotional content that
rivals that which is produced professionally. More-
over, via the Internet, such creations can be quickly
and inexpensively shared with amultitude of others.

Consumers—especially those who are members of
brandcommunities andactiveconsumercollectives—
are more than able to be skillful, proficient, and
prolific in the creation of vigilante advertising con-
tent, even when collaborating with relatively un-
known others for no compensation or distinct
credit. Collaborative CGC is valuable, as it is a multi-
vocal marketing communication with resonance to
and among other highly-engaged consumers who
participate in consumer collectives. Likewise, we
show that some firms successfully outsource brand
content and persuasive marketing communications
to their consumers. We advocate harnessing collabo-
rative CGC efforts toward long-term marketing ob-
jectives. There is no reason todoubt that thepractice
of utilizing consumers as both operant and operand
resources in this way will spread and evolve, with
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potentially revolutionary implications for marketing
communication theory and practice.
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