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MODELS FOR SUCCESS IN A DOWNSIZED INVESTMENT BANKING WORLD

While investment banking globally has suffered serious blows in recent decades, the current collapse in fee income dwarfs the impact of previous crises in 1987, 1991, 1994 and 1998. For a wide range of competitors as well as clients, the key issue is what business and operating models will succeed in a business considerably shrunken and reshaped from the peak reached in 2000. And in Italy, where locally-owned financial institutions are almost absent from the investment banking arena, is there a market opportunity in serving the needs of clients not met by the global investment banks who now dominate the battlefield?

The basis for our analysis is research conducted for a book by the author recently published by Macmillan/Palgrave in London and based on over 50 in-depth interviews conducted during the first half of 2002 with senior practitioners and independent experts across the globe. (footnote A). As no sign of a volume recovery has appeared since then, the likelihood of a drastic transformation of the business has increased.

SHAPING TODAY’S COMPETITIVE ENVIRONMENT

Before opining on the possible outlook for the sector, it might be useful to resume briefly how today’s competitive environment was shaped. What had been a geographically-based, national business was transformed in the 1990s by three US pure investment banks - Goldman Sachs, Morgan Stanley and Merrill Lynch - who invested heavily in a global model which has since taken the European and Japanese markets by storm (see Figure 1). Their business model is built around league-leading product capability across the full spectrum, along with distribution, client coverage, trading and research on a global scale. 

(a) “Investment banking: managing the issues”, published in November, 2002 by Macmillan/Palgrave, London
Less well known is the operational model designed to deliver this capability - what we term in our book the ‘Goldman Sachs’, or one-bank model. Espoused by competitors in all market segments, it calls for a single bonus pool across the bank, a single individual - the ‘investment banker’ - with overall responsibility for the client relationship and access to top decision-makers in the client company, total communication between this banker and the product units, and a commitment to maximising the bank’s lending and other resources to generate the highest return on capital committed to a given client.
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Figure 1: U.S. global bulge group wins market share in Europe
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Two categories of competitors have challenged the hegemony of these US houses: five universal groups shaped from mergers in the late 1990s (JP Morgan, Citigroup, Credit Suisse, Deutsche Bank and UBS) and a group of second tier, mid-sized European banks often espousing a pan-European strategy. The five universal banks have joined the three original US banks in a common commitment to winning a top three market share in the most attractive business segments - an indication of the level of potential overcapacity at the top end of the business. For the mid-sized European banks like BNP Paribas, ABN Amro and Dresdner Bank, the challenge has been to carve out a profitable role between the all-conquering globals and local specialists in their home markets. Finally, pure advisory firms like NM Rothschild and the Lazard group have been joined by a new wave of advisory specialists spawned by experienced deal-makers who have left the larger firms.

With fee income from issuance and M & A advisory roughly one-third below the peak reached in 2000 and no sign of a recovery  (see Figure 2), many of these competitors are being obliged to reshape their business model.  Top tier competitors have indeed fared better in a weak market, as market share has flowed in many businesses to the established leaders at the expense of the second tier players. The industry’s reliance on variable costs to cushion the shock of a revenue drought has proven insufficient to restore ROEs for many banks. Bonuses may be slashed, but fixed commitments to the technology base, plus a reluctance to cut back on highly valued professional client-facing and research staff, have sent cost/income ratios soaring. With fee income under massive pressure, the temptation to bolster sagging ROEs 

with proprietary trading has increased, thereby heightening investor concerns about the quality as well as level of earnings.

[image: image4.wmf]0

10

20

30

40

50

60

1993

1994

1995

1996

1997

1998

1999

2000

2001

2002E

2003E

Figure 2: Global investment banking fee pool (A)  1993 – 2003E

($Billions)

(A) Total advisory and issuance fees paid to investment bankers

Source: Freeman & Co (updated to 7/02)
TRENDS FOR THE FUTURE
What does this mean for the future shape of the business?  Barring an unexpected recovery of core revenues in the short term, we see the following trends:

· further strategic differentiation: when we interviewed for the book in early 2002, a noteworthy phenomenon was the similarity of the strategies not only of the eight acknowledged global bulge group but also aspirants such as Lehman Brothers. All sought a top three position in highly desirable businesses such as M & A advisory and equity issuance: Figure 3 summarises these common strategies. 
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Figure 3: Virtually identical business models for global leaders 

The hegemony in the US market of the three US leaders was under attack from the newcomers, all of whom targeted greater market share that key geography. In today’s market environment, however, competitors like JP Morgan may have to temper their aspirations to become leaders in M & A and equity issuance, while others such as Deutsche Bank and UBS may defer their hopes of winning share in the US. The example of Barclays - successful in debt after withdrawing from M & A and equities - is being increasingly cited as one attractive way forward.

· shrinking resources: as the peak year of 2000 recedes into the distance, management  increasingly acknowledges  that the TMT-led boom of the late 1990s was indeed a one-off experience and that they must adjust to a revenue stream more typical of the mid-1990s. One of the salient statistics gleaned from our research is the fact that perhaps three-quarters of the global fee income earned in 2000 was associated with this segment, whose prospects today are considerably more muted. 

Under the microscope in particular is the vast investment in equity research, which soared in response to the demand of investment bankers for ammunition for their marketing efforts. As equity trading volumes collapse and buy-side investors reduce the number of counterparts, research departments with hundreds of expensive professionals unable to achieve top rankings become increasingly redundant. Other candidates for the chop are units based in secondary markets such as Italy and Spain as well as businesses unlikely to generate an acceptable return in the next few years - essentially the reduced footprint successfully executed in the past few years by Merrill Lynch.

· the squeeze on mid-sized competitors in Europe: The widespread forecasts of contraction by a number of  mid-sized banks in markets like France, the Netherlands, Scandinavia and Germany are becoming reality. At issue is whether a ‘pan-European’ model is a viable one; pure physical size is a tertiary issue. With few exceptions, most European banks have core relationship, distribution and product strength in a single national home market. That market may be a small one in terms of capital market potential, such as the Netherlands, or a large one, such as Germany or France. Figure 4 profiles the relative size of individual European markets.

Figure 4: Geographic breakdown: corporate & institutional customers by region


Corporations
Institutions
% of total
% of GDP1

UK/Ireland
800
180
27
19

Germany/Austria 
600
100
20
24

France
400
 40
12
17

Benelux
350
 75
12
  8

Italy
300
 60
10
14

Scandinavia
250
 30
8
 7

Iberia
200
 20
 6
 9

Switzerland
100
 70
 5
 3

Total
3,000 (A)
570
100
100

1GPD is for 2000-01

(A) number of corporates with sales exceeding €250 million

Source: Oliver, Wyman & Company, Morgan Stanley Research

What is increasingly clear, however, is that the competitive advantage - and profitability - of these banks in other European markets is usually modest. Squeezed between the global bulge group on the one hand and strong national rivals on the other, their pan-European ambitions are proving illusory. There has much talk about merging such national champions to create a more powerful competitor. This may happen, but the obstacles in terms of cultural and managerial conflict are immense. Recent announcements such as Société Générale’s decision to focus on the French market are thus likely to be repeated by other banks in the months to come.

· the resurgence of specialist independents: While the problems of the big battalions described above have been the focus of most public attention,  local specialists  continue to  prosper. Many of these are pure advisory firms who have always offered a useful alternative to the larger, more diversified and structured competitors - not just the well-established Lazard and Rothschild but also newer firms like Hawkpoint in the UK and Greenhill in the US. Their ranks have been reinforced by a flood of seasoned professionals attracted by their focus, flexibility and lack of perceived conflicts. 

In addition, there is anecdotal evidence that the clients themselves are prepared to introduce a second or third advisor who can be counted on to offer an independent view. Thus in most European national markets there exist highly successful local firms, usually controlled by operating partners, who have won market share in the advisory and issuance segments. Such firms, which we discuss in more detail below, successfully compete with larger firms by leveraging their lower costs, local research and distribution, relationships with mid-sized clients, and collegiate working environment.

· difficulties in achieving the desired ‘one bank’ operating model: Both global and European-based banks are having extraordinary difficulty in executing the operating model established by Goldman Sachs and other former investment banking partnerships. In large part this is due to the underlying conflict between investment bankers driven by transaction-based compensation, and less well-paid commercial bankers reliant on lending to sustain relationships. Organisation charts can depict a seamless linkage between generalist investment bankers and product specialists, but the reality is often quite different. 

In some cases, the ‘investment banker’ responsible for the overall client relationship is a converted commercial banker without necessarily the CEO-level contacts needed for credibility in generating high-value mandates and thus reliant on the lending product to justify his existence. In others, such as the current Citigroup model, there is effectively dual coverage with an investment banker and commercial banker essentially sharing the relationship and collaborating to sell the full product range.  Progress towards the Goldman Sachs model is hindered by separate compensation systems, the shortage of qualified bankers able to manage a complex relationship, and the preference of product specialists to interface directly with the client.

The bottom line for many of these aspirants is a need to climb two mountains at the same time: the business mountain as well as the operational one. They thus face their US rivals such as Goldman Sachs on a battlefield of the latters’ choosing, with little competitive advantage.  The challenge is particularly difficult for the mid-sized European banks who must win or retain market share in the face of bitter competition but also effectively change their culture and ways of working in a short space of time. The conflicts they face were graphically demonstrated in September, 2002 in the decision of the head of the core investment banking business of Dresdner Kleinwort Wasserstein to resign in the face of resistance by the group’s commercial bankers to effective integration within the investment bank.

· mergers on hold for the time being: Earlier in 2002 our interviewees – and much press comment – focused on the likelihood of mergers, particularly between commercial and investment banks to blend their respective strengths.  Thus Merrill & Lynch and HSBC or Bank of America were touted as an ideal marriage, while a host of acquirers were nominated to absorb Lehman Brothers.  Quite apart from the massive cultural problems of blending such diverse institutions, the uncertainties in today’s market have made it even more difficult to agree on valuations.  Mergers in the sector will happen, but a wave of deals such as took place in 2000 is unlikely for the foreseeable future.

WINNING MODELS FOR THE FUTURE
Predicting winners and losers in investment banking is almost as difficult as forecasting the future recovery in the equity markets!  Retreating from well-advertised global strategies, withdrawing from businesses in which much has been invested, slashing client-facing and research staff - all require both courage and willingness to take tough decisions. And at any time the markets might recover and, as in the past, send fee earnings soaring once again! Looking back over the period since 2000, most competitors have been reluctant to revise strategies and capabilities in the hope of such a recovery, and future moves will be made only after much internal debate.

It is possible, however, to draw some conclusions on likely winners and losers whatever the timing of a market turn.

· the combined franchises of the three US bulge group leaders in advisory and equity issuance are unlikely to be severely impaired. Figure 5 depicts the remarkable stability - and even growth - of their market shares over the past decade.  Clearly relationships play a central role in this dominance, and it is difficult to see how that collective dominance can be threatened in the foreseeable future. 

Figure 5: Big three U.S. investment banks (A) win market share in key lucrative products
Source: Bernstein

(A) Goldman Sachs, Morgan Stanley, Merrill Lynch

Research by Greenwich Associates has confirmed that the typical Fortune 500 lead investment bank relationship endures on average for over eight years. During the period we interviewed for the book, the perceived threat to this hegemony took the form of competition by rivals with large balance sheets and the willingness to employ them to win profitable advisory and issuance mandates. The subsequent loss experience of those who have done so, including Credit Suisse and JP Morgan, has considerably dampened such enthusiasm - quite apart from the inherent marginal profitability of most corporate lending. The overall ROEs of the pure investment banks may drop considerably from the levels of 20-30% typical of the late 1990s, but they should easily exceed their cost of capital and remain competitive with the most attractive segments of the financial services business.

· other winners will focus on their strengths and exit other businesses. The example of Barclays Capital cited above should be followed by others. Being number 10 or 15 - or even five or seven - in a segment is unlikely to be a remunerative allocation of resources, whether product or geographic. Members of the global bulge group can drop businesses without necessarily damaging their more profitable bits – essentially the reverse of Lehman Brothers which successfully diversified in a bull market from essentially a debt specialist. While there is an internal momentum which drives management to diversify, outside investors are likely to be more pleased with a focus which sustains ROE.

The big issue is whether a formerly pan-European bank can shrink and refocus successfully on its home market or markets. This essentially occurred in the mid-1990s when the Scandinavian-based Carnegie Group sold off all its non-Scandinavian businesses in order to focus exclusively on Nordic businesses. Assuming the core market is sufficiently large to support the new focus, and costs can be cut sufficiently to produce acceptable returns, the strategy can be a valid one. 

Thus the UK brokerage Cazenove, which has thrived as an independent broker in the UK market, may be able to divest itself of its non-UK equity sales and trading activity and still continue as a UK leader. But for others, like Société Générale refocusing on the French market in the face of competition both from smaller specialists and the global firms, the cultural and market challenges may constitute formidable obstacles.

· specialists with a partnership model should continue to thrive. With media attention  focused on  the global and universal bank segments,  it is easy to forget the origins of today’s investment banks as specialist partnerships. This partnership model has survived both bull and bear markets and should continue to do well in the future.

As the ultimate ‘people’ business, the roots of successful investment banks have always been one or more talented individuals, usually organised as a partnership, with strong client relationships or product skills. During the 1990s, many firms such as Goldman Sachs and Morgan Stanley went public largely to be able to reward these talented individuals as well as to obtain acquisition currency, and other partnerships like Cazenove in London plan to follow in 2003. On the other hand, in today’s bear market the greed factor inherent in the investment banking culture may be less powerful as a driver, enabling partnerships or family firms such as NM Rothschild and Lazard Group to retain top talent without a public quotation.

The product focus of most of these pools of specialist talent is M & A/ advisory. Armed with close personal relationships with issuer CEOs, such boutiques  are winning business in today’s difficult market  because of  their perceived  lack of conflicts of interest.

Specialisation is inherently risky, as the experience of  the technology sector has proved since the market peak in 2000. Thus a former leading tech bank such as Robertson Stephens, for which two US banks paid a handsome acquisition price, had to be liquidated by Fleet Boston in 2002 for want of a buyer. On the other hand, a financial institution specialist like Fox-Pitt Kelton has survived because of the continued buoyancy of its segment.

In conclusion, diversity of players will continue to characterise the investment banking industry. The need to attract and retain uniquely talented and financially-motivated professionals will drive this structural diversity. On the one hand, the global giants as well as the European universal banks will attempt to balance the needs of these professionals as well as outside investors who provide the bulk of their capital. On the other hand, the pure partnership format can provide direct relationship between talent and financial reward within a unique investment banking culture.  Such a culture not only provides the high level of internal communication needed for success in the business but also minimises the conflicts  inherent in allocating profits to individual professionals.

The history of individual banks demonstrates the central role played by such key professionals. One of today’s most successful quoted banks, Lehman Brothers, has moved  from a long-standing partnership to ownership by a large diversified company (American Express) to its own flotation in 1994. Bruce Wasserstein, a leading M & A professional at First Boston, left to form his own company, sold it to Dresdner Bank, and now has assumed the leadership of Lazard Group. The continued success of former partnerships like Goldman Sachs and Morgan Stanley is in large part due to their ability to retain most of their talent by effectively replicating the old partnership culture.

Thus no single model will dominate the future investment banking profile. The current revenue drought will force individual banks to shrink in size as well as focus their product and geographic scope. A host of critical success factors will determine the respective winners and losers in this environment: capital strength, client relationships, innovation, and management quality. But underpinning the winners will be their ability to attract and retain superior talent, and this process will ensure continued mobility and diversity in the business.

THE IMPLICATIONS FOR THE ITALIAN MARKET

Italy is arguably unique among the major European markets for the virtual absence of domestic banking institutions with strategic ambitions in the investment banking sector. With the exception perhaps of Mediobanca, which one can argue is a very special case, the formerly independent Italian investment banks and brokers have been absorbed in larger domestic and foreign-owned entities. 

The major banks, led by UniCredito, have substantially shrunk their involvement with major corporates, whether for lending or investment banking products. Instead, their securities-related business now largely takes the form of equity derivatives which ultimately are sold to the retail client base which is the core of the bank’s strategy.

In contrast, in markets like France and Germany not only do the major domestic banks compete aggressively for investment banking business, but also strong independent local specialists often win accolades for research, advisory and issuance business. Thus in Germany three partnerships  (Metzler, Warburg and Sal Oppenheim) continue to thrive alongside much bigger universal banks, while in France Oddo and Exane earn competitive returns in competition with their larger rivals. Similar specialists exist in Belgium (Petercam), Sweden (Carnegie) and Portugal (Finantia).

One can argue that Italy’s profusion of dynamic mid-sized, family-owned firms should offer an attractive market opportunity for such banks alongside the major corporates and institutions which are the natural target for global investment banks. While one can congratulate the leading Italian national banks for having refocused their strategies away from competing with global rivals in investment banking as well as low margin corporate lending, there remains a notable absence of the specialist local firms present in other European markets.

Will this opportunity be grasped by Italian-owned banks, either the major national institutions or newly-minted specialists? The author is not qualified to address this question, but it is possible on the basis of our research to indicate what might be the defining characteristics of the future successful business and operational model. They would include:

· focus on client relationships in the Italian market.  Other markets would only be of interest as a necessary interface with such relationships - e.g. cross-border M & A, foreign buy side investors interested in Italian securities, global investment banks which require a local co-lead manager, etc. Issuance relationships would centre on the CEO or owning family rather than the CFO. With the benefit of 20-20 hindsight, one of the strategic errors of many ‘pan-European’ investment banks has been to dilute their domestic efforts by pouring scarce resources into other markets.   

· the product range would be driven by the needs of the issuance client base. It would certainly include M & A advisory and possibly also equity offerings. Other products, like equity derivatives, could be offered on an opportunistic basis, or bought in from third party suppliers as appropriate. Yet management must restrain the natural urge of successful investment bankers to expand the product range.  In striking the delicate balance between product stagnation and over-expansion, the critical variable should be the firm’s competitive advantage.  

· the issuance client base is likely to centre on small-mid-sized companies beneath the radar screen of the global competitors.  These banks - especially in today’s weak market - are increasingly drilling down to this segment; but a local competitor should be able to provide better coverage through its local strengths. At the same time, while giving priority  to the small and mid-sized client segment, local banks should not ignore the role they can play as co-lead manager or advisor along with global players in the large company segment. 

· equity sales and trading, together with the supporting research effort, should focus on mid-sized companies not heavily researched or traded by the global firms. One of the core competitive strengths of a local bank is its ability to provide a better research coverage and execution skills for less-well known names.  The likely retreat of some global and pan-European players from Italy should give an extra impetus for such efforts. 

· whatever lending is done would be in support of investment banking mandates. With particular reference to the large Italian national banks, it is clear that past corporate lending strategies – as in other markets – have been an unproductive use of scarce stockholder funds.  While it is not simple to mesh the interests of commercial and investment bankers in leveraging the bank balance sheet by selective lending to support investment banking products, this is one of the few successful strategic options open to such banks. 
Such a formula has worked well in other European markets. Competition from global and pan- European banks will certainly decrease as they pull back to London or their home markets.  As Figure 4 confirms, the Italian market should be large enough to support such newcomers. And the supply of experienced professionals should increase, along with less exotic compensation packages. Is the time ripe?
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