Size effects and integrated business
models in private banking

Private banking is a rarely-analyzed field in academia due to a gen-
eral lack of data. On the one hand, most institutions offering private
banking services are not listed on an exchange or they are busi-
ness units of a larger organization without business unit reporting,
which makes data collection prohibitive. On the other hand, more
and more institutions have recently started publishing company
data on a voluntary basis or have adopted accounting standards
that demand business unit reporting. For this study we were there-
fore able to collect, for the first time, an international dataset that
includes 253 financial institutions focusing on private banking.

Private banking as a business field has certain characteristics that
are structurally different from other classical banking business
fields. We define private banking as the business field or unit of
a bank that services wealthy individuals [other definitions can be
found in Tilmes and Schaubach (2006) or Atz (1999)]. Under this
definition private banking includes, among other things, personal-
ized services such as money management, financial advice, and
investment services for high net worth clients. Although high net
worth is not defined consistently, it is generally thought to refer to
clients having net worth greater than €500,000. Private banking
may be provided in a separate department of the bank or a sub-
sidiary. These are the most common arrangements seen in large
universal banks. Private banks may also be stand-alone entities in
the form of share companies, individually-owned firms, collective
and limited partnerships, or partnerships. Private banking services
always involve a high level of confidentiality regarding client infor-
mation and a focus on a high-level personal service.

We use the unique dataset mentioned above to explore size effects
and advantages of integrated business models — two issues that are
highly relevant from a theoretical but also practical point of view.
As more and more market players are following aggressive national
and international growth strategies, the question of potential size
effects justifies deeper analysis. Should a clear tendency towards
economies of scale be recognized it would call for a consolidation of
the highly-fragmented private banking sector. The adoption of inte-
grated business models by some of the market leaders also raises
questions of efficiency and synergies — are these models superior
to pure private banking models?

As such, the question of size effects in private banking is viewed con-

troversially — two standpoints are common among practitioners:

1. Private banking allows for limited scale effects because of the
nature of the client relationship. Clients demand a close relation-
ship with their banker and a highly-personalized service. Larger
business volumes can only be managed by the same number of
advisers or relationship managers to a limited extent. Customer-
centric businesses like these do not show high scale effects
[Selden (2007)]. Furthermore, the main cost components are
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variable in nature (such as salaries which today are also linked
to the revenues or profits generated by the client adviser) and
therefore do not allow linear profit increases from larger business
volumes.

2. The advancement in information technology and the standardiza-
tion of many investment products has led to an industrialization
of the product management cycle within the sector, unwinding
potential for efficiency gains and rationalization. An increasing
need of investment in IT and process chains and higher requla-
tory burdens have increased fixed costs of the business, thus
opening up potential for scale effects.

The literature and research on size effects in banking is extensive
but has so far not specifically addressed the question within the
domain of private banking. All past studies used datasets of retail
banks or included broader datasets with different bank types [Allen
and Rai (1996), Altunbas et al. (2001), Lozano-Vivas et al. (2002),
Casu and Molyneux (2003), Rime and Stiroh (2003), Fiorentino et
al. (2006)]. Other studies have focused more on the mutual fund
sector or more generally on asset management, thus focusing
more on the institutional side of the business [Latzko (1999), Walter
(1999), Beckers and Vaughan (2001)].

The second issue addressed in this article refers to the trend of
many larger players in the industry to systematically explore syn-
ergies between private and investment banking. Organizations that
include sizable activities in these distinctive business areas are
applying a so-called integrated business model. The synergies they
are attempting to exploit are the following: (1) diversification of rev-
enue streams and therefore a smoothing of earnings, (2) cross-sell-
ing and client referral (i.e., private client needing corporate advice
or offering private investment services to a CFO of a corporate
client), and (3) product innovation and development by transferring
know-how across the business lines. The integrated business model
— as opposed to the pure private banking players — has come under
pressure recently. Major players such as the UBS, Credit Suisse, and
Citibank, which made the integrated business model a cornerstone
of their strategy, have had substantial losses in their investment
banking activities due to their involvement in the sub-prime mar-
ket in the U.S. This has drawn attention to the potential pitfalls of
the integrated business model: (1) negative reputational spillover
effects, (2) cultural misfit, (3) conflict of interests when the client
adviser has incentives to sell in-house products, and (4) increased
complexity, which places a greater demand on management skills. A
lot of research will be necessary to investigate this highly relevant
issue to larger players in the banking world. We start with a first
approach, based on the analysis of the data collected. It must be
stressed that the data used refers to a time period preceding the
sub-prime crises. Therefore the questions could not yet be tested
throughout an entire business cycle.



Data

Size Effects

Profitability Efficiency Growth
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COM_A 0.901
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(Constant) -0.247 0.198 -1.249 0.228
LN_NNM_A 0.065 0.017 0.843 3.768 0.002
over_rel_S5y 0.036 0.019 0.320 1.887 0.076
Cost_income_A -0.440 0.252 -0.318 -1.749 0.098
GROUP 0.113 0.037 0.684 3.013 0.008
Dependent R=0.731 | Adjusted R? =

variable: ROE_A 0.424

Figure 5 - Regression analysis®

This analysis finds moderate evidence for economies of scale in
private banking, which is consistent with the special character of
the sector. Private banking is a business that demands a close rela-
tionship with the client. Such interpersonal activity is time-consum-
ing and demands investments in client-specific knowledge, which
cannot easily be used in another client relationship (economies of
scope are therefore also limited). The extent to which scale effects
can come into play is very limited — a client adviser cannot increase
his or her efficiency by attracting more and more clients. On the
contrary, economies of scale will, in some cases, only be achieved
by advising fewer clients with larger assets. A size effect can there-
fore be observed on the client side. This explains why competition
for ultra high net worth individuals has increased substantially.
Bank size can be a differentiator in the quest for these clients, but
in two very distinct dimensions. On one hand, very small private
banks that position themselves as ‘boutiques’ on the market have
great expertise in building long-lasting client relationships. On the
other hand, they lack the extensive product range of a private bank-
ing unit of a large bank. Depending on the specific clients needs,
both competitors will certainly find their clientele.

A factor that further weakens the importance of size is the trend
towards a disintegration of the value chain in private banking.
If more and more players evolve that bundle certain back-office
services where they achieve economies of scale and offer them
to other market participants, smaller players do not have to fear
potential size disadvantages and are even able to combine a wide
range of products through open architecture solutions with very
high-touch personal services. Following this logic, the long-expect-
ed consolidation process will not take the form of large acquisitions
and mergers of entire banking institutes, but rather be realized with
more outsourcing or the sale of individual sections of the value
chain which are significant for economies of scale. Smaller players
would then be part of networks where they insource parts of their
value chain. Certainly, it will be fundamental who can capture the
knots of the network with the highest margins. By controlling the
client relationship smaller players should be able to secure their

5 The variables in Figure 5 are defined as follows: ROE_A (return on equity, in %),
Cost_Income_A (cost/income ratio), LN_NNM_A [Ln(net new money, in CHF)], over_
rel_5y (overall relative five-year performance, in %), GROUP (dummy variable: 1 =
pure private bank, 2 = subsidiary, 3 = private banking unit in a universal bank), Ln(x)
is the natural logarithm of x.

margins long-term while focusing on their advisory competences.

Interestingly, growth in private banking does not depend on size.
This means that banking organizations with a larger and therefore
geographically more diversified network do not attract more new
business than smaller ones (in relative terms). Growth opportuni-
ties exist not only in emerging markets where the large players are
gaining most of their growth but also in local niches where smaller
players take their chances.

Performance is often cited as a key to client satisfaction. Does net
new money flow reflect past investment performance of a bank's
mutual funds? This study provides for the first time empirical evi-
dence that it does. What is common for institutional money flows
seems to be increasingly applicable also to the field of private
wealth. We do not expect that private banking clients will start
moving their assets to the best performing competitor every year
but it can reasonably be expected that banks which have perfor-
mance problems will see stronger money outflows than in the same
situation in the past. Private banking clients are certainly becoming
more performance-oriented and increasingly mobile.

The view that integrated business models bring consistent advan-
tages in private banking finds some support. However, we merely
find some indication that for a specific point in time, private banking
operations of integrated business models did perform better than
their pure private banks. This suggests that some synergies can be
extracted from an integrated business model. We would certainly
be cautious in making any far-reaching conclusions based on our
results. Nevertheless, the following comments should be adopted in
reference to the likely implications for private banks:
As a private bank it is not necessary to own an investment bank,
but access to investment banking products and know-how is
needed. The huge increase in complexity of many investment
products has led to a convergence between investment banking
and private banking. Investment banking is the area where new
products are developed and specific know-how is stored. Private
banking acts as the distribution platform for these products. A
close link between these two banking fields seems to be emerg-
ing. This does not imply that it is necessary to acquire an invest-
ment bank to be able implement this strategy on the institutional
level. What appears important is to ensure access to these pools
of innovation and know-how through institutional solutions such
as cooperation and networking.
Investment banking or corporate finance services seem an
attractive area to find and target new clients. This should be kept
in mind when planning the next marketing campaign or when
exploring new potential partners for the bank. Entrepreneurs are
private banking clients with special needs in corporate finance
advice. Private banks therefore need to think about ways to sat-
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isfy this need by also including partners in their network that can
offer these services on demand unless it is offered in-house.

As recent history has demonstrated, there can be serious disad-
vantages in having an investment bank closely linked to private
banking operations. The cyclical nature of investment banking
periodically leads to severe market crashes that not only cause
bank losses but also hurt the brand and image of a bank. Private
banking rests on the values of stability and conservatism which
do not have the same appeal in investment banking. Integrated
business models carry the risk of reputational losses because of
the inclination of investment banking to follow aggressive and
risky strategies. Moreover, a certain potential conflict of inter-
ests cannot be neglected. Especially if products of the invest-
ment bank are placed in the portfolios of private banking clients
belonging to the same group — maybe not always in the client’s
best interests.

Stock markets seem to value integrated business models with
a discount compared to pure private banks [Schmid and Walter
(2007)]. Conglomerate discounts demonstrate the lack of confi-
dence that the markets have in the integrated model. Integrated
banks will therefore have to convince their shareholders of the
value that can be created through synergies. The best way to
achieve this would be by regularly quantifying and publishing the
synergy effect.

Private banking is a business field which needs extensive scientific
work and investigation into the underlying business dynamics. This
has been a first attempt to meet the discussion among practitioners
and scientists with some empirical data. Future research will have
to test these results over the length of an entire business cycle.
Thus exploring if integrated business models show signs of outper-
forming pure private banking models because of the sustainable
synergies they are exploiting or just because they capture some
sort of windfall profits in good market conditions. As the sub-prime
crisis is evolving and hurting both investment banking and private
banking revenues, data will be at hand sooner than one might have
hoped.
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