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Abstract

In reponse to fundamenta changes in regulaion and technology, the financid
industry around the world is undergoing an unprecedented wave of consolidation.
A growing body of empiricd literature has attempted to messure the efficiency
gains from M&As, however there is little sense of how the results might depend
on the country, indusry and time period andysed. In this paper we review
criticaly works that cover the main sectors of the financid industry (commercia
and investment banks, insurance and asst management companies) in the mgor
indudtridised countries over the last twenty years, searching for common paterns
that transcend nationd and sectora peculiarities. We find that consolidation in the
financid sector is beneficdd up to a rddivdy smdl sze in order to regp
economies of scde, but there is little evidence that mergers yiedd economies of
scope or gains in managerid efficiency.
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I ntroduction

The last fifteen years have witnessed an unprecedented number of mergers and
acquigtions (M&AS) in mogt countries, in maure and innovative sectors dike,
from retaling to tdecommunications. According to Thomson Fnancid, there
were 34,147 M&As between 1996 and 2001, compared with 19,996 between 1990
and 1995 (see Table 1). The totd vaue of transactions rose from $1,390 hillion to
$3,135 hillion.

M&A activity was especidly pronounced in the financid sector. Over 10,000
financid firms were acquired in the mgor industrid countries from 1990 to 2001,
including 246 deds in which the acquired firm had a maket vaue grester than $1
billion. The leve of activity increased toward the erd of the decade for dl types
of acquistions there were 93 deds worth more than $1 billion in the Sx years
from 1990 to 1996 and 153 between 1997 and 2001. Both within-industry and
cross-indugry deds increased in intendgty. The rate of consolidation has soared
both domedticdly and internationdly, but the gret mgority of M&A activity dill

involves firms from the same country.*

The man moaotivations for this unprecedented wave of consolidetion in the
financid sector ae common to most countries. In response to fundamenta
changes in regulaion and technology, financid inditutions have atempted to
improve ther efficdency and dtract new customes by incressng ther
geogrephicd reach and the range of products they offer. The dedre to presave
fdling margins by increesng market share and to dtract new cusomers is often

! See Group of Ten (2001), pp. 31-42.



Mergers and Acquisitions in the main industrial countries @

Table1

All Meraers and Acauisitions

1990-1995

1996-2001

Meraers and Acauisitions in the Financial Sector”

TOTAL 1990-95

of which:

Banks ©

nf which-

Insurance
Comnanies

TOTAL 1996-2001

of which-

Banks ©

of which-

Insurance
Comnanies

Number Total Value

Number _Total Value

Number Total Value

Number Total Value

Number Total Value

Number Total Value

Number Total Value

Number Total Value

$ billions % of GDP $ billions % of GDP $ billions $ billions $ billions $ billions $ billions $ billions

Australia 628 29,5 1,5 1.423 91,7 4,0 136 4,5 53 24 23 11 268,0 25,2 91 13,2 22 3,3
Belgium 251 7,1 0,5 354 57,8 3,9 67 4,5 21 0,8 18 2,7 70,0 32,9 34 28,1 12 1,0
Canada 1.421 41,6 1,2 2.888 287,4 7,3 156 3,9 52 16 19 0,9 321,0 36,0 112 15,0 42 8,8
France 1.663 81,9 1,0 1.563 269,6 3,2 314 25,5 148 11,8 21 29 227,0 73,7 96 44,6 42 21,0
Germany 1.913 37,3 0,3 3.039 437,0 3,5 234 11,0 123 24 39 6,2 379,0 82,6 229 68,6 46 12,7
Italy 852 55,0 0,8 1.048 198,2 2,9 251 24,8 147 19,2 33 49 236,0 97,6 138 80,4 44 13,4
Japan 216 56,1 0,2 2.291 234,5 0,9 46 45,4 29 44.4 2 0,2 491,0 138,1 236 119,1 48 15,3
Netherland 565 25,6 1,3 635 127,2 5,5 123 14,5 36 10,9 38 33 88,0 33,9 24 5,9 22 21,9
Spain 510 25,6 0,8 1.042 99,3 2,8 120 8,3 66 59 35 2,3 153,0 34,2 67 31,2 42 1,1
Sweden 473 33,8 2,4 793 126,0 8,9 84 4,1 44 2,8 7 81,0 21,2 38 16,9 6 2,8
Switzerland 412 14,6 1,0 485 85,9 5,6 111 4,9 81 3,3 9 1,2 87,0 35,2 43 24,2 14 9,7
United Kingdom 2.349 170,9 2,7 4.484 848,6 10,3 386 41,4 140 33,0 7 2,0 750,0 226,1 279 114,4 141 76,0
United States 8.743 811,2 2,1 14.102 5.272,3 9,7 2.341 205,3 1.691 156,6 275 256 2.902,0 1.138,2 1.796 754,9 364 192,5
Total Main Industrial
Countries® 19.996 1.390.2 1.3 34.147 8.135.5 6.1 4.369 398.2 2.631 295.1 596 533 6.053.0 1.974.9 3.183 1.316.6 845 379.4

of which: Euro Area 6.767 256,0 0,7 9.696 1.310,3 3,4 1.317 99,8 655 59,6 227 241  1.406,0 412,3 700 302,8 249 79,2
World 26.062 1.570.3 50.787 8.960.2 5.725 460.9 3.363 340.3 773 621 9.7770 2.2329 4.781 14949 1328 418.7

Sources: Thomson Financial and SDC Platinum.
(1) Mergers and acquisitions involving majority interests. (2) The sectors refer to that of the company being acquired (3) Includes: Commercial Banks, Bank Holding Companies, Saving and Loans,
Mutual Savinas Banks, Credit Institutions, Real Estate; Mortgage Bankers and Brokers. (4) G10 countries, Australia and Spain.



There are severd ways in which M&As can improve efficiency. Firdt, the larger
firms that result from consolidation may gan access to cost-saving technologies
or soread ther fixed costs over a lager base, thus reducing average cods.
Efficency gains may aso derive from the exploitation of economies of scope the
ded may dlow the merging paties to enter new makets and cross-sl their
products to a wider cusomer base Findly, consolidation may improve manegeriad
efficiency.

M&As on the scade witnessed by the financiad sector in the last decade have
profound effects on the firms involved, their competitors and their cusomers. Y,
the effect of consolidation on the peformance of the inditutions involved is not
wel understood. In particular, the extent of exploitable scde and scope economies
might be smdler than commonly thought, and efficency gans resuting from
better management might be dusive in large, complex inditutions.

These condgderations apply to most indudries that have undergone a wave of
consolidation in the ningties’ but they are paticulaly rdevant from a policy
perspective for the financid industry. Socid codts arising from M&As can take
three forms. Fire, for some financid products (in paticular deposits and smal
busness lending) markets are mainly local; therefore, M&As among operators
with large market shares might cause adverse price changes, harming consumers?®
Second, M&As might contribute to diverting the focus of some participants from
smdl business lending, which rdies on soft information a the locd levd, to less
cusom-made products that ae more essly managesble within  large
organizations’ Third, consolidation can incresse the risk of the operaors
involved, both a the individud levd (by generating large and complex inditutions
that may suffer from diseconomies of scale) and at the systemic level.” Therefore,

2 See Andrade, Mitchell and Stafford (2001).
*see Prager and Hannan (1998) and Focarelli and Panetta (2002) for deposits and Sapienza (2002) for loans.
‘5. Berger, Saunders, Scalise and Udell (1998) and Berger, Miller,Petersen, Rgjan and Stein (2002).

° Chapter |11 of the report by the Group of Ten (2001) discusses the effect of consolidation on risk.



quantifying efficiency gains from M&As for the financid sector becomes
extremdy important as a fird sep towards andyzing the trade-off between these
gains and the potential adverse effects.

In this paper we organize what is by now an esablished body of research on
M&As and efficiency in the financid sector dong industry and country lines in
order to shed light on common feetures and understand the main differences. This
review differs from others® in that, while not pretending to be exhautive, it
atempts to reach a levd of generdity by covering mogt indudridized countries
(the U.S, Europe, Jgoan, Audrdia and Canadd) and financid indudtries
(commercid banks, insurance and asset management companies and investment
banks). This way, we are able to confirm that some patterns are independent of
inditutional features and measurement techniques, while others may be industry
or country-specific.

The paper is organized as follows: in section 2 we review what is generdly meant
by efficiency improvement. We then gauge the impact of consolidation on the
performance of financid inditutions on the bass of a review of the evidence
avalable for the man indudridlized countries on the effect of M&As on the
efficiency of commercid banks (section 3), insurance companies (section 4),
investment banks and asset management companies (section 5). In section 6 we
describe  briefly the impact of crossborder and crossindudtry transactions.
Section 7 concludes.

1. How Do We M easure Efficiency?

Effidency is a broad concept that can be applied to many dimengons of a firm's
activities. In this section we review briefly the most commonly used indicators of
efficdency.

6 See, eg., Berger, Demsetz and Strahan (1999).



According to narrow technicd definitions, a firm is cogt efficient if it minimizes
cods for a given quantity of output; it is profit efficent if it maximizes profits for
a given combination of inputs and outputs These two definitions teke sze ad
technology a given and focus on how production factors are combined, by
comparing a firm's actua codts or profits with the costs or profits of the best
prectice inditution. Consolidetion may increese  efficiency, by trandering
superior managerid <ills from the bidder to the target. However, the opposte
may adso happen, for example when the managers of the bidder enter into new
geographic or product markets or when the merger is motivated by empire-
building strategies pursued by reaively inefficient managers.

A broader concept of efficiency condders scae and scope economies. an efficient
firm is one that reaches the optima sze for its industry (sca€e) and that produces
the optima mix of products given the prices of ther production fadors (scope).
Scde economies often arise from the ability of larger firms to alocate fixed codts,
such as advertisng expenses or the cost of technology, across a grester volume of
output. Revenue scde economies can aise if customers prefer to ded with large
banks, for example because of the convenience of one-sop shopping or because
of the importance of the branch network.” Scope economies may result from
sharing information, such as knowledge of cusomers habits, across product lines.
Beyond a certain scde or scope, diseconomies may appear s managers move
beyond ther areas of expertise or as 9ze and the internd hierarchicad dructure of
firms reduces the control of owners over managers. Minimum efficient sze and
optimal product mix vay with technology, regulaion and consumers tastes.
Therefore, there could be wide varidions in firm dructure across time, indudries

and countriesif firms fully exploit scale and scope economies.

Different definitions of efficiency cdl for different messurement methodologies.
The smplest gpproach condds of comparing baance sheet ratios tha describe
cods (eg., operaing costs over gross income) and profitability (eg., return on



assets or on equity). However, this methodology does not fully teke into account
differences in exogenous prices of inputs and outputs faced by different financid
firms (for example because their market power differs or smply because they are
located in different regions). More complex anadyses measure managerid cost and
profit efficiency by comparing firms to the best practice of the indudry, as
determined by datidicd methods, teking into account for eech inditution the
inputs, outputs and the prices it faces?

One mehod edimaes a dochadtic frontier (a combination of the factors just
mentioned) aong which al efficient firms would operate, and the distance of eaech
actud firm from the frontier is teken as a measure of its (in)efficiency. This
method should be conddered with a certain degree of caution, given that it is
based on the presumption that the residuds of the edtimated frontier are highly
correlated with the managerid inefficiency of the banks. Since edtimated resduds
ae, by ddfinition, the portion of the variaion in costs or profits that cannot be
explaned by the modd, usng thee resduds as messures of efficiency may be
problematic. Also, while the extreme vaues of cogt or profit digributions are
often truncated to an abitrary extent before dochestic frontiers are estimated,
these methods 4ill rdy on farly extreme observetions to determine the behavior
of efficient firms, and such observaions may be subject to measurement error to a
greater extent than other firms in the sample. Furthermore, many studies regress
resduds on factors that may explan differences in efficiency across firms.
However, it is not dear why such factors are not controlled for in the origind cost
or profit function esimation, likdy a more efficient way to cgpture ther effects

than through a second regresson on estimated residuds.

" The importance of abank’s branch network is documented by Kennickel, McCluer and Sunden (1997).
Consumers preference for one-stop shopping is documented in Kwast, McCluer and Wolken (1997).

8 Berger and Mester (1997) and Cummins and Weiss (2000) review most estimation techniques and provide a
comprehensive bibliography on the subject for banks and insurance companies respectively. Therefore, we
will just sketch out the most commonly used methods of estimating firm-leve efficiency and the drawbacks
of each method.



A soond method edtimates cost or profit frontiers non-parametricaly. This

method assumes that there is no random eror in the data; it ascribes dl residuds
from the estimation procedure to inefficiency.

In order to evaluate economies of scae and scope, the shape of the frontier, given
by the exising technologies, is invedigaed: if the performance of firms on the
frontier (i.e, firms that combine optimaly the exising resources) would improve
by changing ther dze or product mix, then there is dill room for exploiting
economies of scale or scope.

Given that both cost and profit functions are duds of the production function,® the
choice of which function to dudy depends on the avalability of data, on
congderdtions on whether input or output prices can be conddered truly
exogenous, on wha kind of reationships are condgdered more rdevant for the
economic andyss & hand. For example, when trade unions are negotiating the
terms of a new contract a relaionship of interest could be the sengtivity of totd
operating cods to labor cods, while in a recesson it might be more interesting to
know the sengttivity of banks profitsto adecreasein loans.

The impact of M&As on firm-levd efficiency can be gauged in different ways.
For example, sevad dudies invedigate the rdationship between sze and
efficiency. The results provide indirect evidence on the effects of mergers if
larger firms ae more efficient, then presumably mergers will  improve
performance. This methoddogy suffers, however, from a weskness it assumes
tha merged inditutions are largely comparable to other larger firms, but the fact
that firms are involved in a merger while others are not is an indication thet they
may be different in severd (possbly unobservable) ways. Andyses that focus on
the peformance of merged inditutions compared with the performance of non-

°To analyze efficiency the object of interest is the production function, i.e. how inputs combine to produce
outputs. However, the data required for its direct estimation are generally not available; moreover, there are
methodological issues pertaining to how to ded with differences in product quaity. Therefore, researchers
have generally estimated cost and profit functions, that, under rather general conditions on the properties of
the production function, contain all the relevant information, i.e they are duals of the production function (see
e.g. Diewert (1974)).



merged ones provide direct evidence on the redionship between M&As and
efficiency. Both types of research suffer from drawbacks other than those dreedy
mentioned. Neither controls much for differences in the qudity of output or the
riskiness of firms® Product or savice qudity differences would likdy be
attributed to differencesin efficiency.

Acknowledging these shortcomings no one has devised a fully saidfactory
measure of inefficency and these dudies are the only available evidence on the
subject. The direct and indirect goproaches are complementary; both provide
information on the consequences of the consolidation process on  efficiency.
Research usudly has been conducted by andyzing indirect evidence, manly
because databases on the direct effects of M& As are generdly not available,

Findly, for firms liged on a stock exchange, efficiency gains can be measured on
the bads of sock market peformance a firm is thought to be doing wel when its
shares outpeform a given benchmark (eg., the indusry average or an index of
firms of comparable sze). The ovedl efficiency gans from a merger ae
evauated in terms of the sim of the market vaues of the bidder and the target: if
the sum increases, the ded is supposed to creste vaue, and vice versa if it
decreases. By assumption, differences in firm risk are obsarved pefectly by the
cgpitd markets and incorporated in share prices, if this is not the case, these
modds would interpret the higher returns that typicadly result from incresses in
firm risk asincreasesin efficiency.

Differences in regulations, inditutions and markel dructure across countries mean
that condusons drawn from the andyss of one country should be generdized to
others only very carefully.™ On the positive side, this means that common patterns
that emerge from an internationd comparison are paticulally informative for a
policy debate.

©An exception is Mester (1996).

" Dietsch and Lozano-Vivas (2000) show that the influence of such environmental factors on measures of
firm efficiency can be significant.



2. Commercial Banks

Before andyzing the empirical evidence, we note three facts about the commercia
banking industry. Firg, the industry redly condsts of two product markets retall
and wholesde banking. Retall banking is oriented towards households and smal
firms, while wholesde banking caters to lager firms and other financid
inditutions. Of course, many banks provide both services, but this only adds to the
complexity of any empiricd andyss In generd, research has not digtinguished
explicitly between retal and wholesde banking, dthough the focus is implicitly
on real banking, where policy issues regarding competition, regulaion and
consumer protection are more relevant. The remainder of this section is mainly
concerned with retail banks.

Second, in countries with a heavily bank-oriented financid system, the banking
industry may evolve differently than in countries where there is more scope for
securities markets  activities, in teems both  of products offered and  risk
management. This should be kept in mind when meaking internationad comparisons
of cogt or revenue sructures or economies of scae and scope. In countries with
well-developed financid markets, banks provide more services than jugt loans and
depogts and are better able to offload risks, thus mantaining more liquid balance
dheets, they may behave differently from banks thet rely more on traditiond
intermedition activities

Findly, because of differences in regulation, in some countries commercid and
invesment banks are (or have been in the past) drictly separated (eg., the U.S.
until recently), while in others (such as Germany or Itdy) they can operate jointly
as universd banks and even have crossshareholdings with industrid companies.
These differences make for different market Structures and internd  organizations,
agan hampering internationd comparisons. All these warnings notwithstanding,
the banking indudries in the man indudridized countries share some dructurd
features that emerge from a careful andyss.

10



3.1 Aggregate Data

Smilaities and differences among North American, European and Jgpanese
banks emerge from the comparison of basic badance sheet ratios. Such an andysis
might seem naive a firg dght, but many sudies find that dmple accounting ratios
are highly corrdlated with econometric estimates of efficiency. ™

The relationships between the cost dructure and sze of North American and
European commercid banks show some common features: the ratio of operating
costs to gross income is higher for smdler banks (with tota assats bdow $5
billion) and it decreases from over 60 percent to around 55 percent for banks with
asets between $20 billion and $50 hillion (see Table 2).

The largest banks with assats grester than $50 hillion, present the highest cods
(more than 65 percent of gross income). This pattern suggests the existence of
economies of scae up to a certan Sze, followed by diseconomies for very large
banks. However, profitability rises with total asssts for North American banks the
return on equity increases from 11 to 14 percent from the smalest to the largest
size class, for European banks it increasss from 7 to 8 percent® Higher operating
cods ae compensted by a lower ratio of equity to totd assets probably an
indirect benefit of increased diverdfication, and by a higher share of non-interest
income (more than 50 percent of gross income for North American banks, more
than 30 percent for the others). For Jgpanese banks the picture is more
graightforward: the ratio of operaing cods to gross income decreases as firms
become larger; profitability is low or negdive because of the deterioraing
economic and financid conditions of the country since the mid 1990s.

Table 2
SIZE AND PERFORMANCE OF COMMERCIAL BANKS

Area Variables < $5 bill. $5 —$20 bill. $20-$ 50 bill. > $50 hill.

2 See, for example, Berger and Mester (1997) and Peristiani (1997).
3 Return on equity, unlike return on assets, is influenced by the capita structure of the bank; however, given

that the capital structure is endogenously determined by the bank’s management, it can also be considered as
part of the measurement of efficiency.
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No. Aveage No. Avearage No. Avaeage No. Averege

Nonnt. Income

GrossIncome 266 215 97 29.2 29 28.2 19 53.4
North . : : : ; ; ; ;
America Operding Codls

Grossincome | 266 | 609 | 9 | 598 | 20 i %4 | 19 | 678

Return on Equity P26 112 97 135 29 135 19 141

Nortint. Income
Grossincome : 539 ¢ 192 ! 169 ¢ 246 { 50 : 202 ! 64 ! 308

Europe Operating Codis

GrossIncome 43 63.1 183 61.6 55 55.6 63 65.5
Return on Equity 559 71 185 7.4 48 7.2 58 8.2
Nortint. Income
GrossIncome 15 4 63 9.2 29 8.9 26 30.0
Japan Operating Cods
GrossIncome 17 76.9 63 69.5 29 67.9 26 60.4
ReumonEouty ;| 17 | -13 | 63 { 01 { 29 i 05 | 26 | -32

Source Ftch-IBCA daia for commercid banks of G-10 countries banks are ranked by assts in hillion U.S dollas All vaiables are
averaged over the 1994-1997 period; the distribution is truncated at the top and bottom 10 percent.

As for managerid efficiency, the disperson of cost and profitability ratios can be
taken as a proxy for the distance between the best and the worst performers. In
North America, among banks with less than $5 hillion of assets, the costs of those
in the top quartile represent 55 percent of gross income and the return on equity is
above 15 percent (Table 3).

For banks in the bottom quatiles of the cos and profitability digributions, costs
are above 65 percent of gross income and the return on equity is less than hdf of
that of the best performers; the results are quditatively the same for European and
Japanese banks. The heterogeneity of results among banks of roughly the same
size is an indication that there is room for efficiency gans For the largest banks,
with assets above $50 hillion, there is less heterogenety, a least in North America
(except for the share of non-interest income, which varies widdy, perhgps due to
the dmultaneous presence of traditiond intermediaies and more innovative
banks). This could be due to the fact tha the largest banks largely operae in
wholesde markets where there is more compstition and less room for complacent
behavior. For European and Jgpanese banks, the differences between the top and
bottom quatiles ae Imilar to those recorded for the smdler banks agan,

heterogeneity indicates room for efficiency improvement.

12



Table3
DISPERSION OF PERFORMANCE MEASURES OF COMMERCIAL BANKS
Area Variables < $5 hill. $5 —$20 hill. $20 —$50 hill. > $50 bill.

i Bet | Wog | Bex ! Wort | Bet ! Worg | Bex i Word
fQat | Quat | Quat | Quat | Qut | Quat | Qat | Qat
Non-Int. Income 5 5 5 ! 5 5

Crossincome § 262} 253

342 0 244 37 26 745 381

Egg‘ica Operating Costs
Grosslncome | 551 i 657 | 555 645 | 552i 645 | 636 741
ReunonEquity | 152 i 7.7 174 i 101 | 165i 112 i 155 130
Non-Int. Income
Groslncome § 237§ 142 | 321} 151 | 319 133 | 373} 239
Europe Operating Cods
Groslncome | 5751 687 | 534! 704 | 344i 693 | 580 738
Retunon Equity | 8.8 54 97 47 90 5.6 9.9 48
Non-Int. Income
Goslncome | 136F 35 | 112 70 98 73 | 413} 249
Japan Operating Costs
Grossincome | 682 758 | 668 @ 722 | 631: 713 ! 558 647
ReunonEquity | 3.2 | 98 | 36 | -40 | 37 03 i -20; -43

Source: FitdHBCA data for commercid banks of GI10 countries; banks are ranked by assts in billion U.S. dollas. All vaigbles are
averaged over the 1994-1997 period; the distribution is truncated at the top and bottom 10 percent.

3.2 Cost and Profit Efficiency

Efficency is dmost dways measured relative to a domestic benchmark;
international comparisons of efficiency levels are problematic because the best
banks of each country operate with different technologies that are not directly
comparable.

For the U.S. and Europe most sudies of cost efficiency find that retall banks
operate on average a between 10 and 20 percent below the efficient cost frontier,
i.e, their costs are higher by 10 to 20 percent than those of the best ingtitutions.™

" See, for example, Berger and Humphrey (1997) for the U.S. and Altunbas, Molyneux and Thornton (1997)
and Schure and Wagenvoort (1999) for Europe. Schure and Wagenvoort study 2000 European banks during
the years 19931997 (i.e., after the implementation of the European Union's Second Banking Directive of
1988 and the adoption of the Single Market of 1992) and show that, on average, costs could be reduced by 16
percent; in the period examined, banks in some countries — such as the U.K., the Netherlands and Itay —

13



For Jgpanese banks, the gap between the best and the average practice inditution
(the average cost inefficiency) is around 5 to 7 percent;® this means that M&As
are likdy to bring about smdler efficiency improvements than in banking systems
with a higher disperson of efficiency scores, i.e. with a greater dfference between
the best practice banks (potentid acquirers, that could transfer their superior
management  kills) and the others. The reduction of this gap reative to the
eighties (when it was estimated to be gpproximately 14 percent, i.e. the same levd
of output could have been produced by Japanese banks with 14 percent fewer
resources)”® indicates that after the criss of the nineties Japanese banks operate
closer to therr efficient frontier. However it is important to bear in mind tha
effidency indicators are relative measures of performance, and say nothing on the
efficiency of the industry as awhole compared to banks of other countries.

The average efficiency of Audrdian banks is low (58 percent in 1996) compared
to best-practice banks” once more, this only means tha the distance of Austradian
banks from therr efficient frontier is higher than esewhere, and does not imply
that they are in worse shape, as it is impossble to compare directly indudtries thet
have production functions with different shapes. The efficiency ratios of
Audrdian credit unions have been found to be 80 to 90 percent. However, taking
into account the subddies recaeived by some credit unions such as volunteer
labor, free office space, etc., the efficiency ratios drop to around 60 percent.”®

achieved rapid cost-efficiency improvements, while in other countries — such as France and Germany —
banks had yet to start limming down.

5 see Altunbas, Liu, Molyneux and Seth (2000). However their definition of output (total loans, securities
and off-balance sheet items) is somewhat different from the traditional specification and makes their results
hard to compare to others.

10 see Fukuyama (1993).

v Sathye (2001) investigates the technical and allocative efficiency of Audralian banks using Data

Envelopment Analysis.

B See Esho (2001). Efficiency estimates of credit unions are usualy performed separately from those of

standard commercial banks, mainly because of differences in regulation and corporate objectives, athough
the same anaytical framework is usualy applied.
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As for banks profit efficiency, esimates are more dispersed. Their average is
aound 50 percent: the average bank could be twice as profitable™ However,
these etimates are more sendtive to the specification used to measure them then
ae edimaes of cod efficency and ae thus less robust. In generd, ther
disperson suggests that profits are more driven than costs by firm-specific factors
such as management qudity or unobservable charecterigtics of locd demand.
Therefore, there seems to be more potentiad for improving the overdl performance
of aninefficient target by increasing revenues than by reducing cods.

A caveat to this concluson comes from the fact that, according to the dudity
theorems briefly recaled in section 2, the cost and profit functions are both duds
of the production function. In fact, given the complexity of a bank’s production
function (a multiple inpt — multiple output firm with unobservable qudity of
some inputs and outputs and a degree of endogendty in the determination of
prices), efficiency edimaes based on manipulaion of regresson resduds ae
subject to both specification and messurement error. One sudy finds very little
corrdlation between cost and profit efficiency messures”® this may reflect
endogenous output prices. banks may differ in ther market power dther because
they operate in different markets or because they specidize in some product niche;
in this case they might have highe-thanaverage profits (thus seeming profit
efficient) but can dso afford some dack in cost control (thus seeming cos-
inefficient). Alternatively, banks with (unobsarvable) high-qudity products have
higher profits but aso higher production cods In any event, further joint andyds
of cost and profit efficiency would shed some light on estimation issues.

M& As and Cost Efficiency

The dtudies that analyze the direct effect of M&As on banks efficiency have been
performed on the bass both of badance sheet ratios and of multivariate cost and

B See, for example, Berger and Humphrey (1997), Berger, Hancock and Humphrey (1993), and Demsetz and
Strahan (1997).

D e Berger and Mester (1997).
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prdit functions. The evidence on the effects of the deds on cogt efficiency varies
by country.

For the U.S there is little evidence of any improvement in cost efficiency
following a merger. In paticular, there seems to be no decrease in norrinterest
expenses or totd costs and no improvement in operating income;, codt efficiency
aso shows very little improvement.”

The evidence for European banks is broady consgent with these reaults
domegtic mergers among banks of equa Sze improve codt efficiency, but this
result does not hold for dl countries” Simulation evidence suggess that cross-
border acquidtions may be associated with a reduction in the codts of the target,
while little effect is found for domestic M&As? The difficulties in improving
cost efficency may be reaed to the obstacles encountered, especidly in
continental  Europe, to reducing banks labor force. In fact, personnd reductions,
one of the man sources of savings ae hardly an option in countries with rigid
labor markets.”

The evidence of dudies that use more recent data is mixed. A number of studies
for the US finds that mergers produce no improvement in banks cost
efficiency,” espedidly for the deds that involve very large banks® This may be

2l See Siinivasan (1992), Berger and Humphrey (1992b), Linder and Crane (1993), Pilloff (1996) and
DeY oung (1997).

% See Vander Vennet (1996).

2 Altunbas, Molyneux and Thornton (1997) look at the cost implications of hypothetical crossborder

mergers, and find that most possible mergers yield no cost efficiencies. They estimate a cost function over the
exiging sample of banks, then artificially merge banks by adding the quantities and averaging the prices of
their inputs and outputs. This methodology does not alow for the payment of any premiums on the stock of
the acquired firm nor for any transactions costs associated with the merger. Neither does it alow for any
efficiencies or synergies that would arise from atering input or output levels, which are typicaly the principa
stated purpose for mergers.

* see Focarelli, Panetta and Salleo (2002) for an analysis of the Italian market for bank M&As.

® See Perigtiani (1997) which, unlike most studies, includes in its sample mergers that are essentialy
corporate reorganizations, e.g., mergers of two banks that are subsidiaries of the same bank holding company.
See a0, Berger (1998) and Rhoades (1998).

% See Akhavei n, Berger and Humphrey (1997) and Berger (2000).
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due to the organizetiond diseconomies of opeding larger enterprises —
diguptions from the M&A process may offsst most potentid efficiency gains.
However, another study finds cost reductions dso for very large U.S. banks” For
the UK. ggnificant productivity gains are associated with mergers semming
from reduced inefficiency;”? these results are consistent with the transfer of assets
to amore productive management.

M& As and Profit Efficiency

Akhavein, Berger and Humphrey (1997) find little change in cost efficiency but
an improvement in profit efficiency of large U.S. banks after M&As, especidly if
both merger participants were rdatively inefficient prior to the merger.® They
find that, dter merging, banks shift ther portfolios to take on more loans and
fewer securities. Their measure of profit efficiency does not account for changes
in risk likdy to result from such a portfolio switch; they assume that equity
markets would recognize and account for any such change. They attribute gans in
profit efficency to the benefits of risk diversfication: larger banks have more
diversified loan portfolios and lower equity-asset ratios® These results may come
from usng a sample of U.S. banks from 1980-90, a period that coincided with the
gradud lifting of the ban on interdate transactions, which dlowed banks from
different dates, each with geographicaly concentrated portfolios, to merge and
thus diversify ther holdings  In addition, their findings that there is littlle effect
on market power from large bank mergers may na trandate from the United

7 e Houston, James and Ryngeert (2001). Interestingly, this study finds that the effect of revenue

enhancement is not very important.
% See Haynes and Thompson (1999).

® Other relevant studies include Berger (2000), Berger, Hancock and Humphrey (1993), Berger, Humphrey
and Pulley (1996), Berger and Mester (1997) and Clark and Siems (1997).

% This paper has an unusud sample: it excludes M&As in which the banks involved remained separate
corporate entities after the consolidation, but includes mergers between banks that are subsidiaries of the
same holding company. It is not clear what effect the inclusion in the sample of these corporate
reorganizations has on the results.

3 Consigent with this view, Berger and DeY oung (2000) find that some banking organizations are efficiently
managed on acrossregiond basis
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States to countries with different antitrust regulations. Berger (1998) finds smilar
results in a sudy that indudes dl U.S. bank mergers, both large and smdl, from
the 1990 to 1995.

The evidence for Europe suggests that more efficient banks tend to acquire
ingtitutions in worse shape™ Vander Vennet (1996) finds that domestic mergers
of equas in EC countries have a pogtive impact on profitability, mainly driven by
improvements in operationd efficiency. However, he does not find performance
improvements in full or patid domedtic acquistions of one bank by another.
Vander Vennet's andyss does not control for the corrdation of many of the
baance sheet variables that he examines. Focardli, Panetta and Sdleo (2002) find
that Itdian deds that condst of the purchase of the mgority (but not al) of the
voting shares of the target appear to result in dgnificant improvements, mainly
due to a decrease in bad loans. For full mergers they observe tha Itaian banks
am to change ther busness focus towards providing financia services and thus
increese thelr norrinterest income, rather than to obtain efficiency gains. After the
merger, they observe an increase in profitability in the long run that is rdated dso
to amore efficient use of capita.

3.3 Scale and Scope Economies

Perhaps the most commonly quoted source of potentid gains from M&As is the
exploitation of scde economies. Banks that increese dgnificantly their sze by
merging with others may have the opportunty to access cost-saving technologies
or to gread fixed costs over a larger base, thus reducing average codts and
improving profitebility.

Mog research on the exisence of scade economies in retal commercid banking

finds a rddively flaa U-shgped average cost curve, with a minimum somewhere

% Berger and Humphrey (1992b) find similar results for the U.S.

® Notice, however, that many of the same gains could be achieved by outsourcing typica back office
functions.
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aound $10 hillion of assts depending on the sample country and time period
andyzed. Mogt of these dudies suggest that efficiency gains from the exploitation
of scale economies disgppear once a certain Size is reached and that there might be
dissconomies of scde aove some threshold, presumably due to the complexity of
managing large inditutions or to the difficulties that aise when a bak's
geographical coverage increeses. This reault is fairly robust and holds for the U.S,
Europe and Canada.® However, it rdies mainly on data from the 1980s and early
1990s and, because of the smdl number of very large banks rdies on data from
firms mogly bdow the sze of the average bank in many countries. Also, this
result might have to be revised due to recent technological changes that imply
large fixed costs and thus have the potentid for scde economies even for larger
banks®

On the other hand, studies of Jgpanese banks do find increasing returns to scae
for banks of dl dzes induding the laget banks One sudy found that
inefficiency in Japanese banks semming from the minimum efficient scade is less
than 2 per cent on average. Roughly 93 per cent of Japanese banks exhibited nort
condant returns to scale — 81 per cent of them were operatiing with increasng
returns to scae (the rest showed decreasing returns to scae). As for different size
classes, the mgority of the smdl and medium-Szed banks exhibited increesng
returns to scade and anywhere from one-third to one-hdf of the larger banks in the
aurvey dill displayed increasng returns to scde®  Another study found no
evidence of economies of scope in Jgpanese banking, but did find that Jgpan's
largest banks exhibited “gppreciable scade economies” This result is aitributed to
the universd banking modd in Jgpan, which provides banks with lower

¥ For the U.S, see Berger, Hanweck and Humphrey (1987), Berger and Mester (1997), Hughes and Mester
(2998), Hunter, Timme and Yang (1990) and Noulas, Ray and Miller (1990). European references include
Altunbas and Molyneux (1996), Salleo (1999) and Schure and Wagenvoort (1999); Mendes (1999) finds that
smaler Portuguese banks are less efficient but face economies of scae while larger banks are more efficient
but face diseconomies of scale. Lang and Welzdl (1996) find moderate scale economies for al size classes but

conclude that this cannot be generalized to the entire German banking sector given the small size of the banks
in the sample. For Canada, see Bredaw and Mclntosh (1997).
* See Berger, DeY oung, Genay and Uddll (2000).

% see Fukuyama (1993).
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monitoring cogts for ther lending portfolios because of their direct paticipation in

the ownership of many Japanese commercia businesses™

Hughes, Mester and Moon (2001) argue that most research finds no economies of
scade because it ignores differences in banks cepitd dructure and risk  taking.
They find evidence that smdl banks hold more capitd than the cost-minimizing
level, a result that they attribute to the protection of ther charter vaues while
large banks have less than the cost-minimizing levd of capitd, perhaps because
they exploit government subsidies to banks that are “too big to fal.” The authors
find tha scde economies ae pogdtively asociaed with bank sze and
diversfication and negatively associated with baance shest messures of risk.
They argue that scadle economies are present if risk is held congtant, but that these
economies are masked by increased costs associated with the greater risk of larger
banks. Evidence for Jgpan dso suggests that controlling for risk reverses the more
traditiond results on the exigence of scade economies in banking. Controlling for
risk and qudity factors, Altunbas Liu, Molyneux and Seth (2000) find that the
optima bank sze actudly decreases, suggesting that advantages can be redized if
the largest banks become smaller. This result probably reflects the fact that larger
banks have seemingly lower codts but (a lees in Jgpan) they teke on
proportiondly more risk; once this is accounted for, scde diseconomies may

appear.

The different results obtained for the U.S. and Europe on one side, and Jgpan on
the other ae perhaps not surprisng given the grest differences between their
regulatory frameworks and financid conditions in the lae 1990s. During this
period, American and European banks were in good financid conditions and were
exploiting legidation that expanded opportunities to diversfy geogrgphicdly and
across product lines. At the same time, most Jgpanese banks were in severe

financid draits and were in no condition to expand into new activities

¥ see McKillop, Glass and Morikawa (1996).
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Probably the second most quoted reason for M&As is the exploitation of
gynergies, or economies of socope by merging with inditutions specidized in
different market segments, it is clamed that banks can improve their production
process and crosssdl ther products to a larger customer base. Measuring the
exigence and extent of economies of scope is egpecidly difficult, given tha, in
theory, the benchmark should condst of single-product firms. The lack of such
firms casts doubts on the rdigbility of resultsin this particular field.

The andyss of universd banking, conducted on European daa, searches for
complementarities between loans and invesmentrelated services, however, no
grong evidence has been found in favor of or agang the joint provison of
different services, ®  but this might be due to messurement problems involving
economies of scope. Scope economies have, however, been idertified in smdler
inditutions® Research using American data has found find litle or no revenue
soope economies between bank deposits and loans® Some research has suggested
that financid conglomerates ae more revenue efficient than Specidized
inditutions, universd banks appear to be more cost and profit efficient than non
universd banks®  The true tes might be about to come, when a fully unified
European market will see specidized and universd banks compete againgt each

other.

3.4 Shareholders' Value

The lagt indicator of efficiency gains is the sock market performance of merging
banks. The main finding of U.S. event sudies that look a share prices around the
time that a ded is anounced is that, on average, totd shareholder vaue (i.e, the
combined vaue of the bidder and the target) is not affected by the announcement

% See Allen and Rai (1996) and Lang and Welzel (1998) )
¥ see Lang and Welzel (1996).
40SfEBerger, Humphrey and Pulley (1996) and Noulas, Miller and Ray (1993).

*! See Vander Vennet (1996).
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of the dedl since, on average, the bidder suffers a loss that offsets the gains of the
target.” Therefore, M&As imply a transfer of wedth from the shareholders of the
bidder to those of the target. Interestingly enough, these results are smilar to those
for nonfinencid firms™ this points in the direction of a more generd problem
associated with the corporate governance of M&As. The evidence for the nineties
is more favorable. Compared to the eighties, average abnormd returns have been
higher for both bidders and targets™®

One problem with event Sudies is tha the announcement of a ded mixes
informetion concerning the proposed merger with information on its financing.
Because investors consider the announcement of a stock issuance as “bad news’,®
the negative returns to the bidding bank could reflect the fact that mergers tend to
be financed with stocks Condgent with this notion, one sudy finds that the
returns to bidders are ggnificantly higher when mergers are financed with cash

relative to mergers financed with new equity.®

Some dudies have examined the stock market reaction to different types of deds.
However, even these papers find no clear cut evidence on the efficiency effects of
M&As. Houston and Ryngaert (1994) find that the combined gains tend to be
grester when the bidding firm is unusudly profitable or there is dgnificant overlap
between inditutions The fird result is condgtent with a market for corporate
control favoring competent over incompetent managers, the second result is
condgent with a market power hypothesis, according to which higher market
share leads to higher profits” On the other hand, Zhang (1995) finds results
conggent with a diversfication hypothess, according to which geographica

2 Rhoades (1994) and Pilloff and Santomero (1998) provide a survey of event studies. See also, Hannan and
Wolken (1989) and Houston and Ryngaert (1994). However, Cornett and Tehranian (1992) find positive
overall returns from banking M&As.

3 See Andrade, Mitchell and Stafford (2001).

“ See Houston, James and Ryngaert (2001).

* Seg, eg., Myers and Majluf (1984).

“® See Hougton and Ryngaert (1997).

22



diversfication leads to a lower varidbility of income he finds thet out-of-market
transactions create vadue for shareholders. Del.ong (2001) finds that mergers that
focus banks geogrephicdly or in product space create vaue while those that
divergfy them don't.

Higher market concentretion crested by consolidation is likdy to leed to an
increese in prices for retal financid services, leading in turn to an increase in
profits. However, it is dso true that firms operaing in more concentrated markets
ae gengrdly found to be less eficient® this might offsst the gans from an
increase in market power and thus leave unchanged the market vaue of the bank.

In the only event study of mergers in European banking markets, Cybo-Ottone
and Murgia (2000) find podtive and dgnificat gains in shareholder vadue from
domegtic bank mergers, but not from crossborder deds. They find gains both
from a subsample of 54 bank-bank combinaions and from a subsample of 18
mergers of banks and non-banks. However, their postive anorma returns do not
necessxrily mean that mergers improve efficdency; in fact, one posshble
explanation for the difference between the European and American markets is that

weeker anttitrus  enforcement in some European countries dlows gans in
monopoly power from in-market mergers.

3.5 Discussion of the Main Results

In concluson, the empirical evidence suggests that commercid bank M&As do
not dgnificantly improve cost and profit efficiency and, on average, do not
genaate dgnificat shareholder vaue. There is evidence in favor of exploiting
scae economies, but only up to a sze wdl bdow that of the mogt recent large
dedls. Economies of scope are harder to pin down; there is no dear-cut evidence

of their existence.

" See Houston and Ryngaert (1994) and Hawawini and Itzhak (1990).

® see Berger and Hannan (1998) on the relationship between market concentration and efficiency.
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Thee results seem to contradict the motivations given by practitioners for
consolidation — which are largely related to issues of scae and scope economies
and to improvements in management qudity — and could indicate that expected
efficdency gans canot be achieved: organizationd diseconomies of scde could
offset any gains in scde efficiencies arisng from technologies or scope economies
from divergfication. However, there ae other possble explandions for the
divergence between the econometric evidence and bankers' bdliefs.

One possihility is that the deds done in the past might have suffered from dricter
regulation. For example, the limitations imposed by the GlassSteagdl Act on the
range of U.S banks financid activities could have impeded the redization of
gans from cross <Hling. Smilaly, redrictions on bank  branching or to
geographic expandon could have hampered the exploitetion of scde economies.
This view suggests that the deregulaiion of banking under way in dl mgor
countries (eg., the Riegle-Neal Act or the GrammLeachBliley Act in the U.S)
might increese the potentid for scde and scope economies. The  evidence

avallable for the ningties is cond stent with thisview.

A second posshility is that the lack of dear-cut results on the effect of M&AS
could reflect difficulties in messuring the improvements in efficency. Firg,
during a merger wave the condruction of a sdisfactory control sample of non-
merging banks — which serves as a benchmark for comparison — could be very
difficult: in any given year there could be only a handful of banks not involved in
mergers in the previous years or in the next ones™ Moreover, even if such a
control sample could be condructed, the performance of the nonmerging banks
might be influenced indirectly by the consolidetion of their competitors The
former could react to M&As of ther rivas by improving ther efficiency, or by
widening the range of products offered to ther cusomers. Thus, measured gans
from mergers relative to the control sample could understate actual gains. Second,
mergers may be asxociaged with a redidribution of resources among various

* For adiscussion of this point see Caomiris and Karceski (2000).
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dekeholders. If M&As are associated with an increase in competition — as it was
the case in many countries in the ningties® — consumers could reap mogt of the
bendfits from consolidation.”™ This digributiondd change implies that the
profitability ratios or sock returns would not increase even when the efficiency of
the consolidating banks improves™ Given the difficulties in measuring efficiency
gans a promisng line of research could condst in andyzing case Sudies of
merging banks in grest deall, in order to sdect caefully the representetive deds
and control sample and capture industry-specific or firm-specific idiosyncrasies.®

A third dternative that has not been fully andyzed in the previous literaiure is that
the gains from mergers can only emerge fully after some time. This means that
dudies redricted to a short post-merger period might fal to account for the
effidency gains of consolidation.> Long lags in the improvement of performance
may reflect difficulties in refocusng lending policies, raiondizing branches,
integrating data processng systems and operations, and training the personnd of
the target to market the new owner's products.® Moreover, culture clashes may be

® For example, Angelini and Cetorelli (2003) show that the ltalian banking system has become highly
competitive in the 1990s. Shaffer (1993) finds that the Canadian banking system is highly competitive. Berger
and Humphrey (1992b) show that the relaxation of entry restrictions has considerably increased competition
among U.S. banks. A similar effect was determined by the relaxation of bank branching restrictions (see
Jayaratne and Strahan, 1997).

*! seefor example Jayaratne and Strahan (1997).

%2 On the dher hand, mergers could aso be associated with a redistribution of resources from the employees
to the bank through lower wages (see Shleifer and Summers (1988)) or from consumers to banks, owing to an
increase in market power (see Prager and Hannan (1998) for the U.S. and Focarelli and Panetta (2002) for
Italy). In this case, profit ratios of merged banks could improve even when efficiency is unchanged.

% seefor example Frel and Harker (1996), Caomiris and Karceski (2000) and Rhoades (1998).

*Inan analysis of the effects of M&As in the market for bank deposits, Focarelli and Panetta (2002) find
that in the short run the costs of restructuring the consolidated bank overlay the gains, which cannot fully
emerge for years. In the long run, however, the efficiency gains dominate over the market power effect,
leading to more favorable prices for consumers.

® Berger, Saunders, Scalise and Udell (1998) and Calomiris and Karceski (2000) mention three years as the
gestation period needed to restructure the merged bank. This squares with the results of the intaviews
conducted by the Federal Reserve Board saff with officias of banks involved in mergers (see Rhoades,
1998). In a study of U.S. bank mergers, Houston, James and Ryngaert (2001) find that cost savings ad
revenue gains take two to four years.
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egpecidly harmful in benking® as the reationships with cusomers depend
heavily on soft information, which is more difficult to tansfer than such objective
information as baance sheet data® The resignation of key executives or the
emergence of morde problems due to reassgnments or employee turnover may
cause the loss of information, especidly when the new management has little time
to develop customer information.

Ye another posshility is tha — in the presence of agency problems between
managers and shareholders — M&As could be manly driven by nonvaue
maximizing motives (such a manageaid hubris).  Non-vdue maximizing
motivations for M&As have been andyzed in recent papers that examine the
relation between executive compensation and M&A activity. According to these
sudies, the motivations for M&As could be traced back to managers desre to
increese  ther compensaion (CEOs of larger inditutions ean  higher
compensation). There is some evidence that CEOs with higher levels of stock-
based relaive to cashbasad compensation ae less likdy to lead ther inditutions
into meking acquisitions® Moreover, managers without a large steke in their
banks ae more likdy to get involved in nonvaue maximizing mergers”
Managerid hubris may be an important reason for the lack of conclusve evidence
on the benefits of M&As among banks. ©

4. Insurance Companies

The insurance indudry remans heavily regulaed, both in its life and
property/casudty segments, this could be a redtraining factor for the consolidation

% Practitioners indicate that differences in corporate cultures is one of the main obstacles to the completion of
bank mergersin all the mgjor industrial countries (see Group of Ten, 2001).

% See, for example, Rjan (1992).

% See Bliss and Rosen (2000). Similar results on the existence of agency problems in the banking industry
can befound in Gorton and Rosen (1995) and Ryan (1999).

% See Pdlia (1993).

% see Pilloff and Santomero (1998).
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process, decreasng the posshility of regping economies of scde and of
diverdficaion by discouraging in paticular crossborder deds. Differences in
socid security systems could dso contribute to the international segmentation of
the life insurance indudry, if countries differentiatle themsdves in such key
vaiables as the age of retirement or the mode of funding (defined benefits or
defined contributions). Furthermore, despite a trend towards deregulation, “cross
border trade in insurance services is limited by differences in culture, consumer
protection laws, taxaion, and the need to edtablish a locd presence to process
dams and handle administration”® However, in Europe there has been grester
crosshorder integration in the insurance sector then in commercid banking,
suggesting that European insurance managers may be better at deding with cross
border bariers and operating efficiently in many nations.

At lesst within domestic markets, there is a potentid for economies of scde and
scope, in particular with other financid products, such as those offered by banks
Thee bendfits may be obtained through joint ventures or through the combination
of banks and insurance companies, a growing trend, especidly in Europe. Findly,
the propogtion that there could be efficiency gans by letting the best firms take
charge of the others is even more true in a sector protected, at least to an extent,
from outsde competition. The following sections discuss the avalable evidence
on the insurance industry, distinguishing between the two main lines of busness —
life and property/casudlty.

4.1 Aggregate Data

The insurance industry seems to exhibit economies of scde, a least judging from
a cursory examination of firms baance sheet ratios. In the North American life

insurance segment, management expenses as a fraction of net premiums written

® oEcD (1998). See also Berger, DeY oung and Udell (2001).
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decrease from 16 percent for the smdler firms to 11 percent for the larger ones in
Europe the ratio decreases from 9 to 4 percent (see Table 4).* Asfor the

Table4
SIZE AND PERFORMANCE OF INSURANCE COMPANIES
Life InsuranceCompanies by Asset Size

Area Variables < $500 mill. $500 — $2000 mill > $2000 mill.

No. Average No. Average No. Avaage
Management Expenses
Net Premiums Written Yzl 16.2 102 14.0 134 10.9
North
America
Return on Equity s 34 104 106 135 13.0
Management Expenses
Net Premiums Written /86 f 86 ! 50 :142: 44
Eur(pe H H H H H
Return on Equity °] 13 76 10.6 134 11.8

Non-Life Insurance Companies by Asset Size

Area Variables < $100 mill. $100 —$500 mill > $500 mill.
No. Average No. Average No. Avaage

M nent Expenses 24 17.9 34 159 216 155
North Net Premiums Written : - .

America
Return on Equity 269 72 373 9.2 217 9.5

M anegement Expenses
Net Premiums Written 117 16.6 156 10.8 144 7.8

Retur on Ecity 631 72 {18 i 93 i M5 112

Source: Fitch-IBCA data for insurance companies;, firms are ranked by assets in million U.S. dollars. All varigbles are
averaged over the 19941997 period; the distribution is truncated at the top and bottom 10 percent.

property/casudty segment of the indudtry, the ratio decreases from 18 to 16
percent in North America and from 17 to 8 percent in Europe. In terms of
profitability, a condgtent patern emerges lager firms are more profitable than
gndler ones. In North America, the return on equity increeses from 3 to 13
percent for the life segment and from 7 to 10 percent for property/casudty firms

% The difference in cogt levels between North America and Europe might depend on different definitions of

the variables. Because of the small number of Japanese firms in the available sample, they are not
included in the andlysis.
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in Europe, it incresses from 1 to 12 percent for life companies and from 7 to 11
percent for the property/casudty firms.

If the digperson of cost and profit measures is used as a proxy of efficiency, then
North American insurance companies appear to differ subdtantidly in  thar
performance: for each Sze class and each segment of the indudry, the costs of
those in the worst quartile are more than double those in the best quartile and
profitability is haf as high (see Table 5). The European industry reflects more or
less the same pattern, suggesting that insurance companies in generd could
benefit from a consolidation process tha would dlow them to exploit scde
economies and tranders of high-qudity maenagerid <kills Of course, if the
consolidation process goes too far, offsating costs, such as those associated with
the exercise of market power, may arise.

Table5

DISPERSION OF PERFORMANCE MEASURES OF INSURANCE COMPANIES
Life Insurance Companies by Asset Size
Area Variables < $500 mill. $500 —$2000 mill > $2000 mill.

MagementExpensss | 108 | 206 ¢ 89 | 17.8 | 65 i 152
North Net Premiums Written |

America )
Return on Equity i 06 : 00 : M7 i 66 ; 173 i 91
Net Premiums Writen | 34 12.9 2.5 6.7 3.0 5.6
Europe

Return on Equity 6.7 0.0 13.9 6.2 16.2 6.7

NonLife Insurance Companiesby Asset Size

Area Variables < $100 mill. $100— $500 mill > $500 mill.
| I quat 4" quat } 1M quat | 4" quat § 1% quat | 4" qat

Manegement Expenses | 133 | 222 | 127 | 182 | 125 | 185
North Net Premiums Written ~ § i H
America

ReunonEquity | 101 | 44 | 129 i 55 | 125 i 61

MencoementExpenses | 100 i 232 | 44 ;i 161 i 18 | 127
Net Premiums Written  § i i

Europe
Return on Equity {183 { 00 i 132 i 52 ¢ 148 | 82

Source Fitch-IBCA data for insurance companies, firms are ranked by assts in million U.S. dollars. All variables are
averaged over the 1994- 1997 period; the distribution is truncated at the top and bottom 10 percent.
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4.2 Cost and Profit Efficiency

The increase in productivity observed for insurance companies in dl countries has
been atributed to technicd progress® However, efficiency scores vary widdy by
countries, the U.S. firms being on average the mog efficient, i.e. with the least
diperson — the usud caveast goplies on the non-comparability of efficiency scores
obtained from different cost (or profit) functions (in this case, from different
countries). Efficiency seems postively corrdaed with the reinsurance rate and
negativdly corrdated with the share of life insurance this might be explained by
the nationad characterigtics of the life insurance market, which deter foreign entry
and thus decrease competition, alowing domestic firms to grow complacent.

U.S. property/casudty insurance companies operate & an efficiency leve that
vaies from 80 percent of the best practice assessed for the medium-szed
companies to 90 percent for the large ones, suggesting that competition keeps
them from becoming too inefficent and that Sgnificant improvements from
M&As ae likdy only for the firms in the worst conditions. The average
inefficiency levd in the life ssgment of the insurance industry is higher, between
35 and 50 percent.”

Cummins, Tennyson and Weiss (1999) find that M&As improve the efficiency of
target insurance firms. Because there is no evidence of increases in concentration
in insurance product lines, they ague tha market power is unlikdy to be a
motivetion for mergers. Thus, the foreseesble consolidation process could benefit
the industry by, for example raiondizing the agency didribution sysem. As
noted by Ferier (1999, however, ther use of data enveopment andyss
commingles inefficency with dl other sources of eror in ther edimation, and
ther estimates of efficiency differences lack standard errors that would alow
them to measure the significance of ther results.

% See Donni and Fecher (1997), who use nonparametric estimation to messure the technical efficiency of the
insurance industry in the OECD countries.
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The evidence for other countries points toward a larger gap between the best
practice firms and the rest of the indudry: the average efficiency levd is around
50 percent for France and Begium, around 50 percent and growing in Germany
and a little higher in the British lifeinsurance industry.® Given tha effidency
seems to be higher in countries where the regulatory burden is lower, deregulation
could help dose the efficiency gap by introducing more competition.

4.3 Scale and Scope Economies

Scde economies in the U.S insurance indusry have been dudied extensvely.
Property/casudty insurance companies show evidence of scde economies for
gndl and intermediaie-Sze firms, suggesting that consolidation among them may
reduce average costs. On the other hand, larger firms exhibit diseconomies of
scde. Findly, there is no evidence of scope economies @ any Sze levd. As for the
life insurance indugtry, scde economies are found up to $15 hillion of assets, but

it is unclear whether the result holds for larger firms®

The evidence for European markets is more mixed, but in generd it is in favor of
the existence of scde and scope economies.”” Scale economies for life insurance
have dso been found for Jopanese and Canadian companies® However, most
dudies use data from the ealy 1990s the sweeping changes in regulation and

& See Cummins and Weiss (1993) and Gardner and Grace (1993) for property/casudty results and Yuengert
(2993) for life insurance results.

® See Delhausse, Fecher, Perelman and Pestieau (1995) for France and Belgium, Mahlberg and Url (2000)
for Germany, and Rees and Kessner (1999) for the U.K.

66 For property/casuaty results, see Cummins and Weiss (1993) and Hanweck and Hogan (1996). For life
results, see Yuengert (1993) and Cummins and Zi (1998). Grace and Timme (1992) find evidence of scde
economies throughout their sample of life insurance firms, but they do not control for differences in the
output of small and large companies.

% Focarelli (1992) finds evidence of scope economies for the life and property/casuaty segments in the
Italian industry; see aso Prosperetti (1991). Fecher, Perdiman and Pestieau (1991) find significant scale
economies for both segments of the French industry. Mahlberg and Url (2000) find significant scale
economies for the German market, and Kaye (1991) finds them for the British life insurance companies.

% see Fukuyama (1997) for Japan and Mclntosh (1998) for Canada. Given the small number of firmsin the
Canadian insurance industry, Mclntosh is forced to estimate a very restrictive model with one output measure
that incorporates all insurance products.
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technology that took place in recent years might have affected deeply the cost and
revenue gructure of the industry. Past results, therefore, should be consdered with
caLtion.

As in other financid indudries, scope economies ae more dudve  the
coexigence of specidized life and property/casudty insurance companies within
insurance conglomerates probably means that nether diversfying nor specidizing
is the dngle winning drategy. Diversfication between life insurance and
property/casudty insurance produces, on average, scope diseconomies and s
more suited to large insurers emphesizing persond lines of business and with
veticdly integrated didribution sysems then it is for amdl insurers specidizing
in commercid lines of business® These results may be reated to the desire of
those buying persond lines of insurance for the convenience of buying multiple
products from one supplier, but messures of convenience are not incuded in
edtimated profit efficiency equetions.

5. Investment Banks and Asset Management Companies

M&As involving investment banks as wel as joint ventures and drategic
dliances, are increesingly common, especidly between British and American
investment banks and continentd Europesn commercid banks that are trying to
edablish a globd presence. Cross-indusry M&As involving invesment banks and
securities deders have been plentiful, because within the financid services sector
the latter is perceived to be a growth business.

The wave of consolidation in the asst management industry has been widdy
diven by round-thedock trading, the Interngt, globdization, and other
technology-driven  advances™ Consolidation is dso resulting from  consumers
desire for the convenience of one-stop shopping. Japan and Europe are expected

® See Berger, Cummins, Weiss and Zi (2000) and Cummins and Weiss (2000).
7 See Barbash (1998).
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to be growth aress in the future because they have lagged behind the U.S
inditutiona asset management industry.

51 I nvestment Banks: Aggregate Data

The heterogergity of the invesment banking industry, broadly defined, makes it
difficult to organize a meaningful comparison across countries and 9ze groups.
The following is a tentative andyss that gives the flavor of the main differences

across operators.
Table 6
SIZE AND PERFORMANCE OF INVESTMENT BANKS
Area Variables < 100 employees é?ﬁoployees— 1.000 > 1.000 employees
Standerd Standard
Na Aveae Devidion Na Averege Deviaion No Avarage
Operdling  costtg 3% 13 45 314 3 13 2%2
per employee
North Net Income pe
AT Errioyes 3 25 04 15 171 04 13 39
Return on Equity 3 188 8.9 15 0.8 138 i3 6.2
e e
o onpayee 57 561 2117 52 210 88 9 156
Europe Net ' Income  peto7 353 1451 B2 01 Bl 09 a1
Employee
Return on Equity 57 108 179 B2 162 182 9 7.2

Source: Fitch-IBCA data for investment banks of G-10 countries; all variables are averaged over the
1994-1998 period; investment banks are ranked by their average number of employees over the
sample period. Operating costs and net income are in thousands US dollars, reutrn on equity is
expressed as a percentage value.

The invesment banking industry seems more oriented towards medium-szed and
larger firms (more than 100 employees) in North America, while in Europe small
and medium-sized firms (fewer than 1.000 employees) dominate; this is partly due
to the induson in the sample of organizations cresied mainly for tax optimization
purposes. In particular, many inditutions incorporate a subddiay (with very little
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daff compared to headquarters) in countries with a favorable tax trestment of their

typica sources of income.

While comparing costs and revenues across Size classes makes little sense, given
the vadly different horizons of firms beonging to different size brackets, for this
globalized sector interesting evidence can be drawn from crosscountry
comparisons. North American medium-gzed invedment banks seem to have
higher cods per employee than their European counterparts (respectively
$314,000 and $210,000), but their employess ssem more productive ($171,000 of
net income per worker versus $91,000 in Europe). In terms of return on equity,
European banks are ahead once agan (16.2 percent versus 10.8 percent for ther
North American competitors).

For large invesment banks, the picture is dightly different: North American
inditutions have higher costs per employee than European ones ($262,000 versus
$156,000), dightly lower net income per worker ($39,000 versus $41,000) but a
much higher return on equity (16.2 versus 7.2 percent). This could be due to
differences in cgpitd dructure (North American firms might be less capitdized
than European ones) or to inditutiond features such as differences induced by the
goecidization of American banks (due to lingering effects of the Glass-Steagdl
Act) versusthe universal bank approach of many European countries.

5.2 Efficiency and Economies of Scale and Scope

Unfortunately, there are no Sudies that examine rigoroudy the cost and profit

performance of investment banks or assst management companies before and after
mergers.

A survey of corporate srategies in the 1990s which includes case studies of recent
consolidation transactions involving  investment  banks suggests that  globdlization
is the main force underlying consolidation.”™ Quotes from managers of merging

"™ See Pearson (1998).



entities suggest that mergers creste busness synergies in areas of product
offerings, product development, didtribution and sarvice: Eanings growth is often
cted as an important reason for mergers, as is the need for globd industry
knowledge and globd didribution, which demands globd products sarvices and
intdligence.” In addition, some commentators have pointed to the increasing size
of deds in recent years and suggested that banks need to have large bdance sheets
in order to win busness and paticipate in vaious lage loan syndications and
equity and debot underwriting.”

Limited andyticd resesarch on scde and scope economies is avalable for the
securities indugtry.™ In the U.S. economies of scale seem to exist among smaller
securities firms, but they are exhaused when the firm reaches between $14
million and $36 million in totd revenue and a about $40 million in assts and H4
million in equity.” Lager firms demonstrate scae diseconomies® It appears,
therefore, that only very smdl firms can expand their product mix and levd of
output, in the aggregate, and lower costs. Similarly, research suggests that smaler
specidty firms exhibit economies of scope while large multi-product firms exhibit
dissconomies of scope The overdl concluson, however, is that economies of
scope do not gppear to be important in the securities indudtry. Neither diversfied
nor specidty firms above the minimum optimal scale seem to operate a a cost
disadvantege.

" See Cae Study #5, Swiss Bank Corporation, pp. 177-183, and Case Study #11, Merrill Lynch, pp. 251
257.

® See Merill Lynch, Banks, Brokers, and Asset Managers. Confronting the Mega-Forces in Financia
Savices Quarterly Review, September 2000, pp.7-8.

" Asa cautionary note, the following results are based on U.S. financia data from the 1980s. This is due to
the lack of research on the industry in other countries and to the fact that, where universal banking is alowed,
securities are often managed by divisons of commercia banks with no readily accessible separate baance
shests.

® see Gol dberg, Hanweck, Keenan and Y oung (1991).

76 However Fukuyama and Weber (1999) and found that Japan's four largest scurities firms were more cost
efficient than Japan's smaller securitiesfirms.
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The results outlined above might be outdated now, given the tremendous amount
of change that has occurred in this sector in recent years. As a consequence, the
efficient scde vaues found in past research, paticularly for securities firms, are
likdy to change. As in the case of commercid banks however, the pattern of
economies of scale up to ardatively smal sze threshold gpopearsto hold.

In the case of mutud fund companies, when the scde of activity expands a less
than proportiond increase in costs may be recorded both in the area of portfolio
management  (information technology and security turnover) and in shareholder
savicing (record keeping and didribution). However, this happens only if asset
growth is not accompanied by a large increase either in the variety of securities in
the portfolio or in the number of accounts.”

For a sample of U.S. mutud funds, economies of scde a the management group
levd are dgnificant, especidly for samdler groups. However, if a fund's dze is
measured by the number of accounts, holding assets per account congant, then
scde economies are far amdler. In generd, there are scde economies in
adminigering mutud funds in al sze caegories the average cost curve of a
typicd mutud fund is downward doping over the entire range of fund assts. For
the U.S, the ratio of operating expenses to fund assets, a proxy of the managerid
and adminigrative efficiency of a fund, dedines deadily as assets grow and
reeches a low of 70 basis points for the group of funds with over $5 hillion in
ass In genad, large equity funds display dSgnificantly lower operating expense
ratios than smdl funds the reductions in fund expenses from efficency and
productivity gains are passed on by service providers as they expand the scde of
their operations.®

Thexe reslts are patidly consgent with those found for a sample of French
open-end muud funds for which sgnificant scde economies are detected only

" See Baumol (1995).

" see Baumol, Goldfeld, Gordon and Koehn (1990), Latzko (1999) and Rea, Reid and Miller (1999).
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for smdl funds while larger inditutions tend to exhibit diseconomies of scde”
According to conventiond wisdom, many operating costs of asset management
companies are fixed (eg. research, trading technologies, back office) and
therefore offer the posshility of exploiting scde economies This might explain
why in generd companies with more assats under management given a fixed
number of accounts or of funds offered to customers have higher margins®
However larger companies suffer from a subtle diseconomy: as the size of a fund
grows, it becomes less liquid and less flexible: the average trade increaeses in dze
and becomes codlier, not to mention thet it might reved vauable informetion to
the market; this will affect negatively the portfolio performance and thus reduce
the appedl of the fund to customers®

There is dso some limited econometric evidence on the presence of economies of
scope in mutud funds. These results are quditaively the same as those presented
above for scale economies, with the exception that economies of scope were
found to be sgnificant for both smdl and large firms among French opentend
mutual funds.®

The evidence in favor of the existence of some scope economies squares with the
laet deveopments in the indusry. Assst management services ae often
digributed jointly with other types of finandd products, in order to regp the
benefits from cross sdling: in Europe mutud funds are sold by bank branches,
while in the U.S. fund digtribution is concentrated in broker-dedlers and discount
brokers® Also, life insurance companies tend to have a compitive advantage as
do other more specidized firms that have edablished cod-effective channes of
digribution by usng eectronic means. In order to gain access to digribution, fund

" See Bonanni, Dermine and Roller (1998) and Dermine and Roller (1992).

8 See Djelic and Sumpter (2001) for Europe and Investment Counsdling, Inc.as cited in Strategic Insight
(2001) for the U.S; both studies are based on surveys.

8 ee Beckersand Vaughan (2001).
8 See Bonanni , Dermine and Roller (1998).

 seeWalter (1999).

37



management expertise and a grester internationad presence, a number of cross
border M&As involving asset management firms have occurred in recent years™
As an dternaive to M&As, many mutud fund firms have opted for dSrategic

dliances with banks, securities broker-deders, and insurance companies.

6. Cross-Industry and Cross-Border Consolidation

Research on the efficiency effects of M&As across naiond boundaries and across
finendd indudries is scarce, largely because there have been rddively few such
acquigtions to date Mogst dudies are therefore based on smulations and indirect
evidence, such as differing efficiency leves across countries.

The importance of nationd inditutions and market dructure in an internationd
perspective is underlined by a sudy that compares efficiency for the financid
sector (banks and insurance companies) in the OECD; measures of competition
and regulaion ae found to be corrdated with both efficency levds and
changes® This implies that effident bidders active in cross-border acquistions
might find it difficult to replicate their domestic successin a different setting.

A sudy of European banks finds a U-shgped average costs curve and a disperson
of efficiency measures that suggests possible gains from M&As (at least up to a
catan sSze threshold); no didinction is made between (potentid) domestic and
cross-horder deds® Changes in maket sructure, deriving from deregulaion and
consolidation, seem likdy to affect manly inditutions operating in markets with
low concentration and low bariers to entry; once more, nationd differences are
shown to affect the potentid effects of consolidation. In a somewhat narrow
internationa  framework, a dudy of banking efficiency in the Nordic countries
(Fnland, Norway and Sweden) decomposes individud productivity scores into a

8 Examples are Mercury Asset Management (of the U.K.), purchased by Merrill Lynch, Dean Witter by
Morgan Stanley and Smith Barney by Salomon Brothers.

8 See Fecher and Pestieau (1993).
% see Ruthenberg and Elias (1996).
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within-country and an acrosscountry part. Based on data from 1990, Swedish
banks (in particular the larger ones) seem the mog efficient and Finnish ones the
leet  efficient; consolidation among Nordic banks could thus improve the
productivity of thar banking sysems®” However the countries considered are
rdativdy more dmilar than larger groups of countries (eg., the members of the
European Union) and therefore cross-country transactions are more likdy to
succeed. Because of alack of deds, there is no strong evidence yet on the results
of cross-country M&Asin the finandd indudry.

Findly, a comparison of Itdian and British investment firms (manly brokerages
and asst management firms) shows the importance of differences in the nationa
environment. When edimaed jointly, firms from both countries have smilar
levels of efficiency. However, once cross-country differences are dlowed, British
firms seem dgnificantly more efficient than their Itdian counterparts®  This is
more indirect evidence that theoreticd gans from cross-country consolidation
should be carefdly evduaed in the light of how nationd differences influence

cost and revenue structures.

The primary difference between within- and acrossindustry M&As is the greater
possbility of scope economies in mergers across indudtry lines — for example,
trough shaing physcd inputs, information sysems, or daabases or through
consumption  complementarities. There is dso grester room for scope
diseconomies — for example, from senior management straying far from its area of

core competence.

The evidence on the possble impacts of cross-indudry consolidetion is mixed.
Lown, e d. (2000) compute hypotheticd pro forma mergers between the ten
largest U.S. bank holding companies and the ten largest of three other types of
finendd inditutions life insurance companies, property/casudty  insurance

companies and securities firms. They find that bank-life insurance mergers lead to

¥ e Berg, Farsund, Hjalmarsson and Suominen (1993).
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lower profits but dso to subgantidly lower risk and conclude thet such mergers
have the grestest diversfication benefits (Boyd, Graham and Hewitt, 1993, find a
smilar result). This finding is compatible with the view that the risk of falure of
bank holding companies is likdy to dedine and dability to increese if they can
expand into non-bank financia activities®

However, this conduson does not hold for dl combinations between banks and
nontbank financid firms Lown, & d. (2000) find that bank mergers with
securities firms lead to dightly higher profits and dightly grester risk and that
bank combinations with property/casudty insurers would leed to lower profits and
higher risk. Moreover, while these results reflect the smal number of firms that
dominate the financid sector, they may not reflect the results of combinations
anong the large number of smdler firms in these indudries. As with dl
gmulations, they cannot anticipate changes in firm behavior that might result from
the combinations. In fact, other dudies have found little diverdfication gains from
bank-securities combinations® and incressed  voldility of returns and increased
risk of failure™

The little research that exists on the efficiency effects of actud universa-type
conolidetion finds evidence of organizationd diseconomies in unives  and
internationd integration but notes that gains from dverdficaion can be higher
than within country and within industry integration. *

There are factors that may make the efficiency consequences of internationd
consolidation different than those for domestic M&As.  Firg, there may be some
barriers that inhibit foregn finendd inditutions from operating efficdently and
competing againgd domediic inditutions. These barriers may include differences

% See Beocalli (2002).

% See dlso Santomero and Chung (1992).
% See Kwast (1989).

%! See Boyd and Graham (1988).

% e Berger (2000).



in language, culture, and regulaiory or supervisory dructures, and explicit or
implicit rules againg faeign competitors. Moreover, even if some competitors
gopear to have organizationd advantages a home, ther are unlikdy to be able to
aoply them abroad across the board. For example smal business lending is highly
information-sengtive and locad practices rdy heavily on informd mechanisms in
order to avoid adverse Hection foreign banks would have to rdy on locd
expetise, often losng ther competitive advantage. In some cases, the
organizaiond diseconomies of operating or monitoring from a distance may be
exacerbated by having to manage ingtitutions many time zones away.®

Second, the market conditions and policies of the home naion may afect cross
border efficiency. In paticular, the home market conditions (eg., the degree of
competition, the market for corporate control, or securities market development)
and home maket polices (eg., banking powers prudentid regulation and
supervison, and safety net guarantees) condition the environment within which
inditutions operate. To the extent that these differ across countries, inditutions
will have to adapt or they may find that the differences affect ther efficiency in
these internationd markets. Studies of cross-border efficiency usudly have found
that domedic banks are dgnificatly more efficient than foreignowned banks®™
In the most exhaudive study comparing the efficiency of domedic and foreign
banks, Berger, De Young, Genay and Uddl (2000) look & profit and cost
efficency differences in five countries They find tha domesic banks ae
generdly more efficient than foreign banks but differences are sgnificant only in
the U.S. When foreign banks are broken down by their country of origin, there are
a number of indances in which foreign banks appear to have an efficiency
advantage in some countries, with U.S. and German banks more often found to be

more efficient in other countries (however, such comparisons are based on very

# see Berger and DeY oung (2000). Berger, DeYoung and Udell (2001) hypothesize that operating efficiency
barriers of the kinds noted above offset potentid efficiency gains.

i See, for example, DeYoung and Nolle (1996), Mahgjan, Rangan, and Zardkoohi (1996), Berger, DeY oung
and Udell (2000) and Berger and DeY oung (2000).
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snal samples - between four and fourteen firms - with the results for German

banks sengtive to the excluson of one company).

7. Conclusions

There is a generd consensus that consolidation in the financid sector is beneficid
up to a cetain (rdaivey smdl) Sze in order to regp economies of scde this
holds in paticular for commercid banks and insurance companies. There have
been few studies on economies of scope, due to a lack of data and to measurement
problems, the results are inconclusve as to whether they exis and whether they
have been exploited by mergers.

As for improvements in managerid efficiency, there is no cdear evidence tha
M&As result in cost reduction. The most recent studies suggest that consolidation
may enhance revenues, dthough results vary with the countries and deds
andysed; moreover, the gains gopear limited in magnitude. Stock markets aso
seem scepticdl of M&As on average, a the announcement of a transaction, the
combined vaue of the firms involved does not vay much, as it should if
significant benefits were expected. Crossborder consolidetion is rdadivey new
and little sudied; so far there is no evidence of sgnificant gains.

However, these results are subject to an important caveet, due to the importance
of innovaion in shaping firms and makets On the one hand, innovation may
reduce the cost of accessing the new technology, and therefore decrease the need
for lager dze in ordear to meke its adoption profitable o0 tha even smadl
intermediaries could handle tasks that today are out of ther reach. On the other
hand, there might be cases in which new ysems are profitable only if goplied on
a large scde, for example in the fidd of risk management; in the latter case, the
differences between large and smdl inditutions might increase.

Ex post results of M&As seem to contradict the motivations given ly practitioners
for consolidation, which are largely reaed to issues of economies of scde and
scope and to improvements in management qudity. However to a certan extent
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this puzzle might be only gpparent. The lack of dear-cut results on the effects of
M&As could reflect difficulties in measuring efficiency improvements. Further,
studies redtricted to short post-merger periods might fail to detect vaue gains that
can only emerge dowly, after some years. Moreover, deds done in the past might
have suffered from dricter regulaion that prevented firms involved in M&As
from regping dl of the benefits of the ded. Findly, the fact that mergers often
happen in waves makes it had to sepaate the effect of single deds from
transformations undergone by theindustry asawhale.

More detaled data at the firm level are needed to measure accurately scae and
scope economies and to gauge the effects of changes in management. Internationa
compaisons are difficult due to differences in regulaion and technology, and the
consequent  differences in markets for financid products. However, changes in
regulaion and technology within countries have been going on for long enough
thet it should be possible to sudy their impact on the indudtry.

One issue that deserves more attention in future research is how M&As affect the
rik of the inditutions involved and of the indusry. Most sudies have dedt with
the potentid gains from M&As in terms of operating costs and profits, but, given
the nature of financid inditutions, the trade-off with risk is crucid for a generd
asessment of the effects of consolidetion. Finadly, an international coverage that
would apply broadly smilar methodologies to a wide range of countries for a
aufficient time span would help diginguish what are the deep parameters that
govern the evolution of the financid indusry from charecteridtics that stem from

nationa practicesor regulations.
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