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Abstract:

This research investigates the range of financial services offered by the main commercial banks in New Zealand and the rationale for choices made by small businesses.  The cost of information gathering by small business is likely to be an important factor, however, there are difficulties in empirically estimating the size of this burden.  The importance of the research lies in appreciating the extent of both price and non-price competition between banks and the potential lost opportunities faced by small business through their inability to filter the signals in a manner that leads to value adding changes. 

Introduction:
Research reported in this paper investigates the choice of bank(s) by small businesses in New Zealand.  The analysis incorporates the pricing structure of the banks for services offered and modelling these to determine for particular small businesses, given their transaction structure which bank is most cost efficient.  The analysis is extended with Monte Carlo type simulations using various stochastic distributions of small business transaction types to estimate the likelihood of small businesses not engaging with the least cost bank.

There are currently sixteen registered banks in New Zealand.  In Table 1 they are listed and several of the names are internationally recognised.  The international banks typically are involved in the corporate and public sector market segments.  There are credit unions, building societies, and friendly societies operating in the “banking” sector however, they constitute a relatively small proportion.  Small business banking, in New Zealand, is predominantly the domain of the 5 largest retail banks. viz., ASB Bank, Australia and New Zealand Bank (ANZ), Bank of New Zealand (BNZ),  National Bank, and Westpac Bank.  The system is one of branch banking and the majority of retail transactions now going through are electronic point of sales (EFTPOS) which covers both credit (e.g. Visa and Mastercard) and debit card.  Credit card transactions predominantly are handled through EFTPOS with a personal identification number (PIN) rather than signature.  All banks offer internet and telephone banking services which are increasingly used and appear to have points of excellence
.  As there is a generalized sales transaction tax (GST), which has very few exemptions, these electronic sales and GST remissions form the basis for a significant component of small business taxation returns to the Inland Revenue Department (IRD).

Table 1

Registered Banks in New Zealand

	Name of registered bank
	Registration Date
	Name of credit rating agency and rating

	(B) indicates foreign bank.
	
	S & P
	Fitch
	Moody’s

	ABN AMRO Bank NV (B)
	2-Mar-98
	AA-
	AA-
	Aa2

	ANZ National Bank Limited 
	1-Apr-87
	AA
	-
	Aa2

	ASB Bank Limited 
	11-May-89
	AA
	-
	Aa2

	Bank of New Zealand Limited
	1-Apr-87
	AA
	-
	Aa2

	Citibank N A (B)
	22-Jul-87
	AA+
	AA+
	Aaa

	Commonwealth Bank  Aust. (B)
	23-Jun-00
	AA
	AA
	Aa1

	Deutsche Bank A G (B)
	8-Nov-96
	AA-
	AA-
	Aa3

	Kiwibank Limited
	29 Novr 2001
	AA-
	-
	-

	Kookmin Bank (B)
	14-Jul-97
	A
	-
	A3

	Rabobank Nederland (B)
	1-Apr-96
	AAA
	AA+
	Aaa

	Rabobank N Z Limited 
	7-Jul-99
	AAA
	-
	-

	Bank of Tokyo-Mitsubishi  (B)
	1-Mar-04
	A+
	-
	A1

	HKSB
	22-Jul-87
	AA
	AA
	Aa2

	TSB Bank Limited 
	8-Jun-89
	BBB
	-
	-

	Westpac Banking Corp (B)
	1-Apr-87
	AA
	AA-
	Aa1

	Westpac N Z Limited
	31-Oct-06
	AA
	-
	Aa2


Source Reserve Bank of New Zealand (2007).

The numbers shown in Table 2 indicate that four, predominantly Australian owned banks, hold the major share of the market.  The BNZ is a subsidiary of the National Australia Bank while the National Bank is owned by ANZ, however, it continues to operate as a mostly independent entity because of its strong branding especially in the rural banking arena.

Table 2
[image: image7.jpg]sbe

Institute for Small Business
& Entrepreneurship




 With effectively only four banks occupying the SME banking market the lack of competitive forces may be a problem both at the national level and at the individual business unit level.  The concentration of banking may result in underperformance in the SME sector and in regional development.  Usai and Vannini (2005) study the impact of banking structure on regional economic growth in Italy finding that the overall size of the financial sector has a weak impact on growth.  However, some intermediaries are better than others: cooperative banks and special credit institutions play a positive role, banks of national interest (basically large private banks) and public law banks (government-owned banks) either do not affect growth or have a negative influence depending on how growth is measured.  They express empathy for the current worldwide concerns of a reduction in the availability of credit to SMEs resulting from consolidation and regulatory reforms in the banking industry.  

The extent to which the banks compete for small business clients and the means by which they distinguish themselves from other banks is of interest.  The extent to which the signalling to small businesses is clear and the conversion costs from one bank to another are minimalised may significantly influence decisions of small businesses.  Data are not available from the banks on the number of new accounts opened/new business written, or the extent of customer seepage, making it difficult to assess whether banks are advertising for the marginal customer or protection of the infra-marginal customers or both.  Data on the lending proportions of banks to the various sectors indicates a significant variation as shown in Figure 1.

Figure 1

Bank Lending by Industry and Sectors
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However, there may be factors other than price competition and clarity of messages that are important.  Government is concerned to achieve economic growth and increasingly is emphasizing the importance of a robust and expanding small business sector in achieving its economic transformational gains.  As part of this agenda the government has endeavoured to reduce compliance costs for small business and investigated the potential finance gap faced by small to medium size enterprises (SMEs).

The Ministry of Economic Development (2004) study of Bank Lending Practices to Small and Medium Sized Enterprises notes that during the course of discussions, the banks made a number of points regarding the market for lending to SMEs:

· The banks perceive there to be vigorous competition for market share in the SME sector. 

· Many of the banks are targeting this sector. A number of tools are being used to increase banks' focus on the sector including undertaking and publishing market research, a shift toward more emphasis on relationship management and greater use of performance measures at relationship manager level aimed at growing the SME loan book.
· Most, but not all, of the banks perceive the SME sector to be profitable and these banks are deploying more resources to capture greater market share.

· There is a renewed focus by banks on the SME market. This involves packaging different banking services into a combined service offering, providing more economic and business related information to their SME customers and renewed emphasis on relationship management.
· Banks are 'defending' existing client relationships. This includes more regular reviews of facilities and pricing reductions to match competitive offers.

Most of the banks lend to a wide cross-section of businesses in the SME sector in terms of industry, business size, and location, although some of the banks have a particular focus on parts of the SMEs’ market.

Figure 2
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The MED report is not of the probing form of the Cruickshank Report (2000) and the Competition Commission (2002) enquiries in the UK.  Nevertheless, the Cruickshank observation that SME's pay too much for their banking transactions is compatible with the tenor of the NZ report.  Similarly, the Competition Commission suggestion that the restriction and distortion in price competition has led to excessive prices and profits is compatible with the MED’s contentions.  However, there is no clear parallel with the Commission’s suggestion that, “Our preference is to remedy the adverse effects identified by encouraging competition.”

Prior Research:

The finance gap is suggested as a perennial issue for small business and is generally defined as a shortage of finance from the supply side for small businesses to fund growth, expansion and other core activities.  Keasy and Watson, (1993, p135) suggest  small businesses often experience difficulties in raising new finance and/or are dissatisfied with the terms and conditions attaching to bank finance.  Informational asymmetry is often stated as the cause of this frustration for small businesses as witnessed by a large body of research including Ang (1992) and Gregory et al. (2005). However, this conventional wisdom has been heavily criticised over the years culminating in the ‘contentment’ or ‘happiness’ hypothesis (Vos et al. 2007).  They hold that ‘gap’ studies are biased by a ‘world view’, assuming that like listed companies, small businesses are wealth maximisers or growth seekers, justifying the approach of rational risk-return models.  The contentment hypothesis stems from a reality, specific to SMEs, that money is a means to an end, not the end itself.  Independence and control are often given reasons for the difference in SME financial behaviour (Curran, 1986; Jarvis, 2000) compared to what might be expected of the publicly listed firm (Vos et al., 2007, p.21). Thus small businesses choose not to participate in the external capital markets out of a feeling of contentment in being independent, in control of the business and in sustaining the business (Vos et al., 2007).  This happiness hypothesis is supported by two sets of data from the USA and UK.

Further, Shen (2007), using the New Zealand Business Benchmarking 
Survey
, confirmed the contentment hypothesis refuting the finance gap, a result that is arrived at by an earlier study of Austin, Fox and Hamilton (1996) commissioned by the Ministry of Commerce.  The Austin et al (1996) study concludes that it is the preference of SME’s managers/owners not to grow that hinders the growth of bank lending to SMEs (demand side) not the other way around.  This suggests that getting a loan isn’t the primary consideration for SMEs in selecting a bank.

However, in the United States one approach, according to Enrich (2007a), followed by banks to obtain new SME clients is to take more risk in initial lending decisions.  He suggests that banks are extending credit to start-ups with practically no track records, are accepting lower-quality assets as collateral and are imposing fewer restrictive covenants on borrowers.  The size of the banks is suggested as being of importance in their attitude to lending.  Berger et al (2005) propose that large banks are less willing to lend to informationally "difficult" credits, such as firms with no financial records.  Moreover, after controlling for the endogeneity of bank-firm matching, they find that large banks lend at a greater distance, interact more impersonally with their borrowers, have shorter and less exclusive relationships, and do not alleviate credit constraints as effectively.  In New Zealand the issues around bank size and dealing with small business is potentially not as relevant.  There are five main banks and the remainder of the sector is very, very small by contrast.  Nevertheless, the approach followed by the five main banks in terms of branch versus centralised decision making may differ.  

US research by Berger et al (2007) indicates that a number of studies testing the effect of bank size on the supply of small business credit find that large banks allocate a much lower proportion of their assets to small business loans than do small banks (Berger et al., 1995, Keeton, 1995 and Strahan and Weston, 1996).  In addition, a number of studies note that the ratio of small business loans to assets declines after large banks are involved in mergers and acquisitions (M&A) (Berger et al., 1998, Peek and Rosengren, 1998 and Strahan and Weston, 1998).  Some of the M&A studies also suggest significant “external effects” or general equilibrium effects in the local market in which other banks respond by increasing their supplies of small business lending credit.  These increases come from both incumbent banks (e.g., Berger et al., 1998 and Avery and Samolyk, 2004) and from increased entry of newly chartered banks (Berger et al., 2004).

Recent research by Berger et al 2007 suggests that loan rate premiums on small business loans are significantly negatively affected by a greater market presence of large banks, but are not significantly affected by the size of the lending bank when the market presence of large banks is taken into account.  They find that the inclusion of market size structure in price regressions eliminates the significance of the lending banks’ size. This likely occurs because of the correlation between bank size and market size structure – large banks are more often in local markets with greater market shares for large banks.

Heffernan uses an econometric model to examine the pricing behaviour of British financial institutions with respect to key bank products/services offered to small and medium sized enterprises (SMEs) including current accounts, investment accounts, business loans, and mortgages.  She concludes that policies directed at improving information and making it easier for small businesses to change banks/accounts would reduce inertia and improve competition among financial institutions.  The inertia of SMEs to change banks is noted by Carey and Flynn. (2005).  Their study shows a high degree of Irish SME dependence on banks as a source of funding and evidence of increases in bank rates/charges over the past two years with limited switching between banks to avail of better rates.  They conclude that the key contribution of their paper is that it highlights the need for Irish SMEs to proactively manage their potential funding sources.  Chittenden and Daly (2006) comment that, it appears that government intervention in the form of the Cruickshank and Competition Commission reports has yet to deliver the benefits intended for the small and medium-sized businesses covered in this study.  Over the last two years it has become more difficult for business owners to find out how much they would pay in bank charges and interest if they changed banks.   

Schrooten (2006) shows that the lack of reliable information from small businesses leads to comparatively high interest rates from banks even if a long-term relationship between borrower and bank exists.  This is surprising given that relationship banking is often considered as the appropriate lending technique to overcome the problem faced by financial intermediaries concerning a lack of reliable information on SMEs.  Hernández-Cánovas and Martínez-Solano (2006) investigate the effect of banking relationships on interest rate charges.  They find that SMEs that work with fewer banks obtain debt at a lower cost, suggesting that concentrated banking relationships reduce the uncertainty of lending to risky firms, which translates into lower interest rates.   However, they also observe that SMEs that have longer-term relationships with their bank are more likely to be subject to the information monopoly of the lender.

Gill et al (2006) investigate the impact of “person-related” service characteristics (empathy, politeness, and similarity) and “offer-related” service characteristics (customisation, competence, and promptness).  This examination of business client trust with their current bank service representatives based on the length of the relationships with their banks indicates that all six factors are related to trust building in general.  Nevertheless, there are factors that are more salient at different periods of the SME’s relationship with their banks.  Customisation is found to be of particular importance at “crucial” periods in the business life cycle.  While the development of these relationship skills are key success factors it appears that with enhanced technology and a drift toward centralisation of decision making that many banks may be removing the discretionary lending decisions from the branches.  Lucas and Davis (2005) suggest that banks are consolidating their lending operations in remote locations, and rely more on heuristics that promote arms-length relationships, than on branch officers with access to vital private knowledge.  They argue that small businesses often have unique circumstances and the strong ties developed between branch officers and these business owners provide access to critical private knowledge that is otherwise unavailable.  On the other hand, Ergungor (2005) provides evidence supporting the view that competition reduces the benefits of bank-borrower relationships, making relationship loans more risky and less profitable.
Dorfman (2007) draws together the necessary success strategies for banks to acquire the loyalty of small business owners, suggesting four strategies:

· Use customer service as a strategic weapon.

· Create intimacy and trust by knowing your customer.

· Make banking easy, convenient and painless

· Differentiate value for your most profitable customers.

The drivers for small business bank selection remain unclear.  Financial journalist Enrich (2007), in an interview style piece, observes that, the banking industry's intensifying competitiveness and thinner profit margins, means that small-business owners have more to gain by doing their homework and choosing a bank wisely.  Many don't fully appreciate what's at stake when choosing a bank.  He notes that a recent survey by SurePayroll, finds that most small-business owners view banking as a commoditised industry where not much distinguishes one bank from the next.  He continues noting, other research suggests that business owners often choose a bank based on which branch is nearest their home or where they do their personal banking.  The Economist (2007) carries a similar view suggesting, that small businesses still make frequent use of bank branches.
The idea that small business owners/decision makers are entirely rational is not intuitively obvious.  Mazur (2007) finds that where the small business customer already has a personal account with the bank, chances are good that they will also open a small business account with that same bank.  Television advertisements for business banking that are currently being screened in New Zealand, suggest there are prompts that attributes of banking other than cost of services being promoted.  Some advertisements use cartoon characters with humour while other emphasise a large green sofa associated with comfort and service.  Presumably, unless the agencies are totally eschew on prospective client drivers these all appeal to some portion of the small business proprietor/manager community.

Data:

Two sources of bank information are accessed for the purposes of the study.  First, brochures on small business bank accounts are collected from each of the 5 main banks.  Second, the websites of the banks are searched for information on the services to small business and the charges associated with the various services.  As an initial observation, it is apparent that there is no standardised format for presentation that encourages simple comparisons.

The hard copy material is systematically searched for key information relating to charges on the business accounts and these tabulated for each bank.  An attempt to process the information through software designed to find similarities proves unsuccessful due in part to the different terminology including abbreviations and symbols different banks employ in the brochures and the distinctive way in which the charges and services are specified.  The electronic analysis while futile in determining useful and reportable findings, nevertheless, is of assistance in forcing clarity in the specification of search/comparison algorithms.

A manually prepared table of services and charges for each bank is prepared from the source material.  In Table 3 an extract from the larger spreadsheet is presented.  It is interesting to observe for the few headings shown that different banks have different and at times quite complex structures.  The master spreadsheet contains some cells, which are unique to a particular bank where there are no directly comparable services provided or charges levied by other banks.  

Table 3

Illustrative Extract from Bank Small Business Service Fees
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Business account fees $3.5 with five highest transaction 

fees per month free then:

Electronic and ATM transaction:     

35c per item

Manual: cheque and staff-assisted: 

50c per item

$5 if amb is between 2,999.99 in credit & 2,999.99 

overdrawn,

$3     "     is between 3,000 & 49,999.99 in credit or 

is between 3,000 & 49,999.99 overdrawn and,

$0     "     is ≥50,000 in credit or ≥50,000 

overdrawn.

Overdraft approval fee From $75 as approval fee payable on 

set-up.

1.00% with min $25.00

Overdraft facility fee. For amount≤ $2,000:          $36.00 

charged monthly 

$2,000<amount<$50,000:   1.8% 

p.a. of total limit  

amount≥$50,000:               1.4% p.a. 

of total limit

Arranged Overdrafts: 0.12% (min $5.00)

Unarranged Overdraft (exceeding $20.00): 0.12% 

(min $20.00)


The second source of information is from the web-pages of each of the banks.  Not surprisingly, there is a considerable degree of uniqueness in each bank’s website and information is placed at differing levels within these sites.  For the ASB it is relatively easy to find information on charges whereas for other banks it may take up to five levels of mining downwards to uncover.  The lack of transparency does make simple comparisons time consuming and a non-trivial matter for a businessperson.  Chittenden and Daly (2006) note it is likely to take up to three days for the small business owner to compare banks.  As the data are used in a computer-model the aim of providing live links from the banks’ websites to the model allowing real time updates of fees is appealing.  Unfortunately, such links are not stable as the banks rework their electronic information from time-to-time changing not only the numbers, such as fees or interest rates, but also the verbiage around the numbers.

Table 4

Banks’ Service and Fees

	1.  Overdraft approval fee
	24.  Honour fee: Image dishonour Re-presentation Fee
or simply re-presented cheque 

	2.  Overdraft facility fee: debit interest calculated daily on the outstanding amount
	25.  Inoperative Account Fee

	3.  Loan service fees: business borrowing:
	26.  Special answer on cheques

	4.  Business credit card service fees
	27.  Cash handling fees: 
    1: teller assisted deposit
    2: deposit box
    3: teller assisted withdrawal

	5.  Business credit card cash advance fees
	28.  Deposits to other banks and transfers (plus normal cash handling and clearance fees)

	6.  Debit Card
	29.  Bank ATM-EFTPOS/bank card

	7.  Automatic payments
	30.  Using other bank ATM fees

	8.  Automatic payments fees per transaction?
	31.  Statement

	9.  Bill payments
	32.  Document search

	10.  Unpaid bill payment (payment failed fee)
	33.  Certificate of balance

	11.  Bank loan payments- fees per loan payment
	34.  Auditor's confirmation report fee

	12.  Internet banking & internet banking for business
	35.  Privacy information

	13.  Internet Payroll
	36.  Faxing fee

	14.  Other online banking methods
	37.  Foreign exchange: Bank buys

	15.  Phone banking
	38.  Foreign exchange: Bank sells

	16.  Electronic transactions: EFTPOS, Direct Debits,
Direct Credits, Telephone Banking, self service transactions and Automatic Payments (outward  & inward), including internet banking for ANZ and Westpac.
	39.  Money transfer services

	17.  Manual transactions: Cheques written, Freepost 
deposits, Branch/staff assisted transactions,
Express Deposit Tower deposits and ATM. ANZ includes ATM in the electronic type whereas ASB on its own.
	40.  Safe Custody32

	18.  Clearance fee
	41.  Non bank customers

	19.  Deposit preparation fee
	42.  clean credit?

	20.  Government stamp duty
	43.  same day cleared payment

	21.  Bank cheque
	44.  Remittance processing

	22.  Stopped cheque
	45.  Partners in business mentoring for SB Success Association package:
range of special banking deals for members of some Industry Associations.(offered by 3 banks)

	23.  Dishonour fee
	


Due to the updating of the online information by the banks there are differences, from time-to-time between the services and charges in the hard copy material and the websites.  As each bank maintains a disclosure regime indicating that charges may change the website material is taken as the most recent.  The numbers used in this study are current at June 30, 2007.  An extensive range of services and fee types are recorded in two columns in Table 4.  Not all banks offer the same services.  When there are no corresponding services the basis, on which the fees are charged, may vary markedly.

Method:  

A comparative model, as an Excel spreadsheet, is developed, using the data collected covering bank services and charges.  Initially, five case studies of small businesses, based on size and transaction data supplied by a local chartered accountant as being typical of a range of small businesses are used to investigate the analysis of fee impacts.

This fist step in the analysis provides an opportunity to explore the impact of changing usage levels on the total fee paid, indicating potentially that a different bank may be more cost effective.  As the mixture and volume of transactions alter the bank which has the lowest overall cost for the particular “package” may change.  The fixed costs per month for having an account, before any transactions, differ between banks and as the schedule of fees for specific forms of transactions vary, it is not surprising that the overall charges differ for alternative packages.

A second step in the analysis is to consider the sensitivity of the five case firms by varying the volume of individual transaction types up and down.  The sensitivity analysis based on plus and minus 10% changes did little to vary the choice of a bank across the spectrum of typical transactions.  When the number of bounced cheques is increased or unauthorised use of overdraft is changed, then this may result in a change in which bank is the lowest cost provider.  These are typically unusual events and most businesses presumably do not get this wrong month after month.  If they do have poor financial management, then it should be included in their decision-making about the best bank, however, they are probably the least likely to do this analysis.

An increase in realism is obtained through the application of scenario analysis
, which allows for more than one transaction type to be varied at a point in time.  An increase in the number of cheques drawn, combined with more banking of sales’ monies and an additional number of staff salary payments for example can be considered.  The sensitivity and scenario analyses are both useful means of analysing the implications of changing transaction volumes on the total account cost for particular businesses.  These approaches support the exploration of the implications on the fee structures of a wide range of transaction change and volume change combinations.  In general the changes need to be very large to change the lowest cost bank except with the unusual transactions noted above.

The third step in the analysis is to recognise that on a nationwide basis there will be many similar businesses with differing levels of requirements.  These businesses taken together represent the small business sector.  With five major banks, providing the majority of services an initial hypothesis is to suggest that all small business types are equally attracted to each bank.  A comparison of the preference pattern with actual market share is unfortunately not possible due to the lack of information in the public domain.  Therefore, a working hypothesis is to assume that each bank will have the same mixture of small business types and run a simulation study of cost outcomes.  A common form of simulation, often referred to as Monte Carlo method, uses a normal distribution for the sample of what transaction mixes are involved in the portfolio of clients for each bank..  In the case of this banking study there is no prior expectation that the distribution of business types to banks is a normal distribution.  The allocation of businesses is purely random and given the large number a flat distribution is obtained for each bank.  This type of distribution, as presented in Figure 3, is modelled mathematically as a Beta distribution and then inputted to Excel for a simulation study.

Figure 3
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Findings:  

The model provides a calculation of the cost per month of a bank account for the five major banks given the small business’ activity levels.  In Figure 5, the initial account fees per month are shown without any transactions.

Table 5 

Bank fees per month with no activity level

	Result Ranking
	 
	Cost

	The lowest cost banking service is
	 NATIONAL 
	$35.00

	The second low cost banking service is
	 ASB 
	$40.00

	The third is
	 BNZ 
	$60.00

	The forth is
	 WESTPAC 
	$64.50

	The highest cost banking service is
	 ANZ 
	$70.00

	Difference per month
	 
	$35.00


A small retail business may have transaction as presented in Table 6 and the corresponding fees shown in Table 6A 

Table 6

Small Business Transactions

	Transactions
	

	EFTPOS/day
	100

	Credit Card/day
	50

	Cheques deposits/day
	67

	Cash deposited/day
	1500

	Wages/week
	2

	AP/week
	10

	Av daily OD
	5400


Table 6A

Cost comparison for hypothetical example

	Result Ranking
	 
	Cost

	The lowest cost banking service is
	 NATIONAL 
	$287.52

	The second low cost banking service is
	 ASB 
	$297.25

	The third is
	 ANZ 
	$323.77

	The forth is
	 BNZ 
	$328.69

	The highest cost banking service is
	 WESTPAC 
	$378.85

	Difference per month
	 
	$91.34


If the data are modified to introduce two or more dishonoured cheques per month while changing no other parameters, then the ASB moves into cheapest bank status.  Similarly, if there are six international drafts per month added to this base model then BNZ moves into second place and with  8 transactions per month the BNZ moves into first place.  As one further example, the ANZ has a lower processing fee for cheques written so increasing the number of cheques written moves the ANZ up the cost competitive ladder.

As alternative structures are chosen the ordering of the banks alter.  The analysis suggests that within broad ranges of activity the bank choice remains stable.  The caveat to this general comment is that when atypical transactions such as a number of dishonoured cheques occur or unplanned overdraft use is incurred the level of fees alters significantly.  Small businesses in a stable trading position may reasonably estimate the cost structure of bank choice.  To the extent that the pattern of activity remains stable, the choice remains appropriate.

Small businesses with similar levels of activities operating in the domestic market, the export market or both markets are likely to favour different banks.  While each bank offers similar services in terms of currency cover, trade finance, letters of credit etc, the fees vary significantly.  With varying activity levels, different banks appear preferable.

The use of scenario analysis confirms that varying the transaction levels does cause a bank preference change.  If there is volatility in the monthly activity levels, then this suggests regular account changing.  However, this is unrealistic and unhelpful if the decision is always to be made after the event.  In order to gain a better estimation of the cost structures a simulation process can be used.  The results again confirm that there is a typical ‘horses for courses’ situation emerging.  Given these typical distributions of small businesses apply across the banks they all likely to have around 80% of clients that would be better off elsewhere.

In the simulation analyses, the cost differences appeared greatest for businesses at the higher end of the number of particular transactions.  A beta distribution is used except for cash deposits where a normal distribution is applied.  In figure 4, which presents a hypothetical example, it can be seen that the there is some switching of the ordering of banks as the number of iterations in the simulation proceeds.  This indicates that given a random sampling the preferred bank will not always be the same for SMEs.
Figure 4
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Discussion:  

The likelihood that a small business owner/manager, no matter how rational they are, will go through an extensive search and analysis to make a comparison of charges appears, on the surface, to be very limited.  As changes in volume can alter the “preferred” choice, it would be necessary for the owner/manager to know what normal operating parameters they operate within to calculate a mean preferred bank.  Given the possibility of seasonal fluctuation in transactions, the cheapest bank may alter during the year.  Similarly, if the business is growing/declining, then the cheapest bank may alter at different levels.  The assumption that cost of services is the only parameter in the small business decision calculus is also unlikely to be reasonable.  Proximity to a branch, long standing family association, contact relationship and quirkiness of television commercials may also play a significant role in the determination of most preferred bank.

The aggregate picture, based on the hypothesis of random bank selection by businesses, suggests around 80% of small businesses could lower costs by changing banks.  Of course, such a wholesale change is likely to prompt pricing responses from other banks.  However, under the current regime there appears to be little incentive for banks to compete overtly on price.  If the full spectrum of small business usage types is relatively evenly associated with each bank, then there is little incentive to move for a change.  Normal profits are being made by each bank and a price war, while aligning customers more closely with the correct bank and lowering their cost, will synchronously lower the profits of the banks.

The lack of a clear best bank outcome, based on lowest cost, for small business implies that advisors need to be on their mettle when proffering an opinion on referring a client to a particular bank.  Research in New Zealand indicates that accountants are the most frequently nominated source of key information for small businesses.  Accountants recommending a bank are likely to be breaching their professional standards, unless they are experts in bank fee structures.  Recommendation of a bank, which is not the most cost competitive in addition to being professionally negligent would likely give rise to culpability for damages.  Advisors to small business need to be on the ball when it comes to banking matters.

Biz
 is the one-stop government portal for small business advice with links to key government services and private sector advisory services.  The sections dealing with finance cover a range of topics, including how to approach a bank for a loan.  However, there is no material posted on the matters to be included in the decision calculus of small businesses.

Further research is needed into the decision choices of small businesses, the advice given by accountants and the proximity of businesses to the closest branch of their preferred bank.  It is likely that there are the rationalist small businesses, which conduct their banking predominantly through the internet.  Others may enjoy the support of bank advisors and mentors and to address these matters further studies are required.  

The contribution of this research is that it does provide a tool for fee analysis and it does suggest that businesses are not choosing banks based on just lowest fees.
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