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TKG Perspective

Lessons from Management Reviews
By: George W. Millward, Managing Director

Over the past three years, TKG has been
engaged by a significant number of banks to
provide an assessment of the capabilities of
management to operate the bank in a safe and
sound manner. Most, but not all, of these
assessments have been required by regulatory
requirements, expressed either in formal
enforcement actions or through more informal
processes. Many of these reviews have also
included a review of the effectiveness of the
Board of Directors.

All of these studies have raised the “anxiety
quotient” within the banks and their boards.
At times their outside advisors suggested that
the requirement for a management review
should be interpreted as a “heads must roll”
mandate from the examiners. In those cases
where the Boards have engaged TKG without
an examiner mandate, management generally
perceived the review request as a “no
confidence” vote in their work.

When management has been deeply engaged
in attempting to address the bank’s issues, the
introduction of a management study is often
felt by the management team as an affront to
their efforts to turn the bank’s performance
around. Consequently, reducing this anxiety is
critical for the review to be helpful to the
Boards and management teams.

However, the most important and overriding
issue is how a bank can succeed in today’s
environment. Much has been written on the
strategic issues banks face. Clearly the work
required to operate a profitable institution in a
safe and sound manner is becoming much
more difficult given the pressing forces from
outside each individual bank and the industry
as a whole. But throughout the last five years,
some banks have not only just survived but
thrived. Others competing in the same markets
have purposefully laid the basis for their future
growth. But some banks — again, serving the
same markets — have not done either. So while
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external forces are important factors to
strategic success, they do not explain why
some banks succeed and others do not.

The management reviews suggest some
answers. In keeping with TKG’s advice to our
clients to focus on a few critical strategic
issues, the following are the top five
observations regarding factors for success
selected from our management reviews:

First, “Plan your work, work your plan.”
Many of the community banks that have been
the subject of our management reviews have
had a strategy of “just existing as a community
bank”. In other words, no one in the bank
(management or Board) knew why they are in
business or the type of business they wished to
run.

Setting a direction that is relevant to the
market and can be easily communicated within
and outside the bank is essential for any
community bank to survive. An annual review
of strategy enables the Board and management
to confirm the bank’s direction, scope and pace
of implementation. However, such a review
should not imply that strategy needs to change
annually.  But, realizing that the current
strategy will not work in a changing
environment  requires the Board and
management to have the courage to re-assess
and change.

Many of the banks we reviewed knew that
their direction was leading them into trouble,
but failed to make the difficult decisions to
change course. Finally, having a clear focus
on the key measurements for success is
essential.  Successful executives “manage
processes and measure results”. Some of the
banks that have experienced difficulty changed
this focus to “managing results” — especially
looking to manage the metrics of ROE, ROA
and EPS. Doing so led to “reaching for
earnings” either through purchasing more risky
investments, extending credit to marginal
borrowers and/or engaging in fee-based
businesses that were outside the bank’s core
expertise.
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Second, understanding the culture is critical to success. A key step in TKG’s process in conducting a management assessment is
developing an understanding of the corporate culture. “Corporate culture” is a pattern of shared beliefs and values that provide the
members of a bank the rules for behavior in their organization. Cultures drive where
responsibility and accountability for decisions rest, either with the CEO, executive Exhibit: Assessing Cultural Risk
management or within the organization. Examples include the dominant CEO; a “de
novo” environment where responsibility is not clearly delegated but rather everyone is _ m——
involved in everything; a personality-driven organization where a dominant Board High
member or executive is seen as the final arbiter of all activity; or a lender-centric bank
where credit decisions are the sole purview of the lending staff.

Medium

As displayed in the Exhibit a mismatch of strategy and culture can elevate risk. For
example, delegating the development of a new business to a third-level manager in a
personality-driven culture will fail. So will expecting lower level employees to call the

Importance to Strategy

bank’s “whistle-blower” hotline in a CEO-dominated bank. The desire of many banks Low

to develop fee-based businesses typically fails to account for the differences in the

cultures of those businesses as compared to the traditional community bank model. The High Medium Low
Exhibit provides a graphical approach to connecting the strategy and culture issues, but Compatibility with Culture

to make it useful will require the Board and especially the management team to be Source: Davis, Managing Corporate Culure, 1984

honest about the set of shared beliefs and values that characterize the organization.

Third, operating a solid bank takes skill, dedication and effort. Matching the leadership, manager and staff to the strategy and culture
is essential for a successful organization. Indeed, part of the Board’s assessment of the CEO should include a review of the CEQO’s
ability to attract and retain a team that can implement the strategy within the agreed-upon culture. A culture that values growing
leaders from within has a much greater chance of thriving. In addition, leaders, managers and staff need to “go to work” every day.
Going to work every day does not necessarily imply a sober, “no fun” atmosphere. It does imply that everyone within the bank
understands the bank’s strategic direction; knows how their skills, motivations, behaviors contribute to achieving the overall strategy;
and has confidence that their contribution will be rewarded.

Fourth, a risk oversight discipline will be essential for success. This is old news — experienced bankers have always had an intuitive
sense of the balance between risk and return across the various dimensions of risk. Perhaps this sense was developed through a long
apprenticeship or through structured management development programs. Neither exists in today’s banking world as they once did.
So now we have the emphasis on “Enterprise Risk Management” which documents a bank’s risk appetite and assesses the status of the
various categories of risk against the banks strategy and operations. This work seems to us as an attempt to make more explicit,
objective and quantitative the intuitive skill of experienced bankers. Implementing a risk oversight discipline is important, however,
many bank board members regret that they did not have a clear understanding of the risks — credit, interest rate, liquidity, price,
operational, strategic, reputation or compliance — that their management team had assumed. Board members will need to be able to
ask management (and expect informed answers) to the question: “if this or that happens, then what will we do?”

So, finally, board members have to apply themselves as well. A great deal of confusion around the appropriate role of the Board
remains despite the best efforts of the banking associations and other groups such as the American Association of Bank Directors
(*AABD”) and National Association of Corporate Directors (“NACD”) to help define Board roles and educate Board members.
Joining a bank Board for the local prestige and the need for only being “present” at Board meetings are both long passed.
Management processes that involve director action need to be reconsidered, for example, involving directors in the approval of loans.
The new imperative will be the investment of significant time and effort in both Board meetings and outside individual development
initiatives. Directors will need to hone their skills in the five crucial areas of board responsibility:

Selection, evaluation, compensation and success of the CEO;

Strategy development, implementation oversight and performance assessment;

Risk oversight;

Community involvement; and

Management of the Board or corporate governance (board membership, committee structure, and board culture).

There really is nothing new in all of this. A focused strategy, executed in a culture that supports the taking of considered risk,
performed by engaged, committed members of the Board, Management and Staff sets the stage for success. The new world of banking
will continue to be more difficult than that we have experienced, but it will also be capable of deep satisfaction in the delivery of
products and services which support the communities in which we operate.

TKG, as part of our consulting and advisory engagements, frequently evaluates our industry, its trends, successes, and challenges. We are m
pleased to share our thoughts with you, our valued clients and friends, in the form of this periodic newsletter. If you would like to HﬂFﬂFInN

discuss anything further, or learn more about our performance measurement, strategic planning, regulatory assistance, profit/process
improvement or financial advisory services, please call us at (973) 299-0300 or visit us at www.kafafiangroup.com. mou E
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