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The Economics of Bank Mergers in the European Union,
 a Review of the Public Policy Issues

 Summary

A very large merger wave in the banking sector has taken place in Europe and the United States
over the last ten years. This raises a set of questions to different parties. Banks’ shareholders and
managers need to identify the potential sources of economic gain derived from a merger or an
acquisition. As concerns public policy makers, they need to assess how bank mergers -be they
domestic intra-industry, across- industry, or cross-border- affect their mission of protecting
investors and ensuring financial stability, an appropriate level of competition, and the
competitiveness of national firms in international financial markets. Moreover, as the banking world
is becoming increasingly international, there is a need to reassess the structure of bank regulation
and supervision which has been historically assumed by each nation State.
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Introduction

A very large merger wave in the banking sector has taken place in Europe and the United States

over the last ten years. For most observers, it is expected to continue and even take a more global

dimension. This merger wave raises a set of questions to different parties. Banks’ shareholders and

managers need to identify the potential sources of economic gain derived from a merger or an

acquisition. In this respect, a vast empirical literature evaluates the size of these gains. As concerns

public policy makers, they need to assess how bank mergers -be they domestic intra-industry,

across- industry, or cross-border- affect their mission of protecting investors and ensuring financial

stability, an appropriate level of competition, and the competitiveness of national firms in

international financial markets. As a recent illustration of the lively debate, the Minister of Finance of

Canada has blocked in the Fall 1998 two proposals to merge the four largest banks of the country

into two. Moreover, as the banking world is becoming increasingly international, there is a need to

reassess the structure of bank regulation and supervision which has been historically assumed by

each nation State. 

The report is structured in three main sections. In the first one, the major forces of change in the

banking world are identified, and data on the level of  merger activity in banking are presented. In

the second section, the various arguments put forward to justify bank mergers are systematically

analyzed and confronted to a large empirical literature on the gains of bank mergers. Finally, in the

third section, the economic rationale for public intervention in banking is reviewed and the public

policy issues raised by mergers in Europe are evaluated, centering on investor protection, systemic

stability, concentration, lending to small and medium size firms, and competitiveness of national

financial institutions.
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1The deregulation of banking markets in Europe has been partly driven by the creation of the
single market and competitive deregulation, that is the desire of each country to make their home
banking market attractive  (European Commission, 1997).

Section 1. Forces of Change in the Banking World and M&A Activity

1.1 Forces of Change in the Banking World

Six major forces driving the change in the banking industry are identified : National deregulation,

international integration, demographics, information technology, entry of new competitors, and the

creation of  the euro.

National deregulation

Since the early 80's, all European countries, embracing  free market principles for the banking

industry, have abandoned the various types of ‘conduct’ regulations, such as control on interest

rates paid on deposits, limits on credit growth, or control on access to the money markets1.

International Integration

The  worldwide acceptance of the benefits of free trade, illustrated by the World Trade

Organization accord on services (GATS), the North American Free Trade Agreement (NAFTA)

or the European single market of 1992, and the economic growth prospects in countries of Asia,

Latin America and Eastern Europe help to explain the trends in globalization, not only in terms of

exports and imports, but also in terms of foreign direct investment and cross-border acquisitions.

Globalization  has four  implications for financial institutions : the first one is that their corporate

clients in search of economies of scale operate increasingly on an international basis ; a second

implication is that new opportunities for growth arise in emerging markets ; a third implication is that

free trade can allow banks to reach an optimal scale by expanding international operations. A fourth

implication is the threat of foreign firms’ entry in their own domestic market. 

Demographics
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2Asset allocation into equities is often put forward as the prime reason that explains a lower
equity risk premium and the rise in the value of stock markets.

3Other arguments for the entry of supermarkets is the alleged preference of consumers for one-
stop shopping.

Table One indicates that the elderly ratio, that is the number of persons over the age 65 as a

percentage of the population aged 25-64, will grow by fifty percent over the years 1990-2020 in a

number of European countries and in Japan.  The rapid aging of population has three direct

implications for financial institutions. The share of savings invested in pension funds and life insurance

policies will rise at the expense of bank deposits. Walter (1999) reports a strong correlation

between long term asset accumulation and the “prime saver ratio” (percent population in the age

40-60 bracket). This shift in asset allocation will make bank funding more difficult, increasing

liquidity risk and the incentives for banks to securitize assets to reduce their funding needs. A

second implication is that this form of savings has a long term horizon, being invested in equities for

which long term returns have been historically high2.  A third implication is that the change in

demographics and the inability of the public pay-as-you-go pensions schemes to supply adequate

revenues in the future will increase the savings rate at the expense of consumption. This last

argument explains partly the recent entry of supermarkets into the financial arena with a supply of

financial products to compensate a reduced purchase of consumption goods3.

Information Technology

Progress in information technology has three dimensions : The speed of transmission of information

on a global basis (progress in telecommunication with fiber optic and compression), the ability to

manipulate quickly very large amount of data, and the ability to  reach consumers of financial

services with new delivery channels. For instance, in 1982, microprocessors with a capacity of one

million instruction per second (1 MIP) cost almost $1,000. Today the cost is estimated to be $ 1.3.

In Canada, the share of retail telephone banking  transactions moved from 1 % to 10 % in the last

four years and  PC-based clients represent already ten percent of the retail client base at Bank of

America (MacKay, 1998). Familiarity with computers and the control of security (such as the SET

transaction standard) will no doubt accelerate the use of these new delivery services. 

Progress in information technology will accelerate competition through the so-called ‘information

integrator’. An information integrator provides a common access point or gateway to various

information-based services. It allows to bring together or integrate information on a range of
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4See Dermine (1996,  1999) and Dermine-Hillion (1999).

services into one place, saving the consumers search cost. Internet and Home Banking will allow the

delivery of financial services at home, although the process has been slowed by  lack of familiarity,

issue of security and uncertainty as to which  legal jurisdiction would apply. 

Entry of New Competitors

Industrial corporations have developed powerful finance subsidiaries. An example is that of GE

Capital. As mentioned earlier, retail supermarkets, such as Tesco and Sainsbury in the United

Kingdom or Carrefour and Promodes in France, have initiated the distribution of financial products.

On the investment side, new brokers have been created, such as CharlesSchwab which allows to

choose a vast array of mutual funds, managed or not by the broker. Quite specific to the equity

markets, new trading platforms have been created such as E*Trade, TradePoint or Optimark to

challenge established national equity markets. Finally, specialized financial firms have succeeded to

make inroads into new territories. Two examples include MBNA the US credit card company in

the United Kingdom, or ING Direct the Dutch bank in Canada.

The euro4

The creation of a common currency, a unique event in financial history, demands to identify carefully

the various ways in which banking markets will be affected and why domestic or cross-border

mergers might become relevant strategies.  A careful analysis of the impact of the euro is necessary

as historical  empirical studies might not be entirely relevant for a very different future. Seven

impacts of the euro are identified and analyzed. The first five concern capital markets, including the

government bond market, the corporate bond and equity markets, institutional fund management, 

the foreign exchange market, and the competition between the euro and the US dollar as

international reserve currencies. The last two effects concern commercial banking with the impact of

the single currency on credit risk and on bank profitability in a low inflation environment.

 The Government Bond Market, Underwriting and Trading

One observes that the government bond market in Europe was very fragmented  with domestic

players capturing a large market share of the underwriting and secondary trading business. This

raises the question of the sources of competitive advantage for local banks.
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As concerns the underwriting and trading of government bonds,  the dominance of local players is

the result of three main factors. The first is historical with local players having a privileged access to

the public debt issuer ; the second is domestic currency denomination which facilitates the access to

a large investor home base, providing a significant advantage not only in placing, but also in

understanding the demand/supply order flows. Finally expertise in the domestic monetary

environment provides essential information to operate on the secondary bond market. 

As domestic currency denomination, the main source of competitive advantage identified for local

banks in the literature,  disappears, it is quite likely that we shall observe the emergence of a truly

integrated European bond market. If access to a Europe-wide investor base does facilitate

placement and if access to information on the supply/demand order flows seems essential for

secondary trading, then very likely operations on a large scale and at a European-wide level will

become a necessity and one will observe a consolidation of the government bond underwriting and

trading businesses. For instance, both the European Investment Bank and the Kingdom of Belgium

have come in the market in 1999 with large jumbo issues that can only be underwritten by large

banks with a large equity base. Bishop (1999) reports that issues of more than euro one billion have

increased from 15 percent to 34 percent of all euro-denominated  issues from the first quarter 1998

to the first quarter 1999.

The Corporate Bond and Equity Markets, Underwriting and Trading

As is the case for government bonds, a key issue concerns the sources of competitive advantage of

local institutions in corporate bond and equity underwriting and secondary trading. As explained

earlier, customer relationship, assessment of credit (business) risk, and currency denomination are

critical sources of competitive advantage. The Eurobond market presents an interesting case, as one

observes a strong correlation for non-dollar issues between the currency denomination and the

nationality of the lead bank manager. This is illustrated in Table Two which shows that, for instance,

French banks were the lead managers 86 percent of the time for French francs-denominated

eurobonds issued by French companies, and 75 percent of the time for similar bonds issued by non-

French borrowers. The domestic currency denomination facilitating the access to an home-investor

base was a key-source of competitive advantage for placement but also for secondary trading.

Indeed, an understanding of local monetary policy would give a competitive advantage to forecast

interest rates and  price movements. 

A single currency in Europe changes fundamentally the competitive structure of the corporate bond

and equity markets as one key-source of competitive advantage, namely home currency,
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5Some of these, such as Morgan Grenfell, have been purchased by continental firms.

disappears. Indeed, savers will diversify their portfolio across European markets, the exchange rate

risk being eradicated. Moreover, a single currency suppresses the secondary trading advantage for

domestic banks derived from a better understanding of order flows and monetary policy in the

domestic country.  Therefore, the two main sources of comparative advantage remaining for local

players will be historical customer relationship and the understanding of credit (business) risk

through a better knowledge of the accounting, legal, fiscal (not to mention language) environment.

Whenever the business risk embedded in corporate securities can be better assessed by domestic

banks, these players will control underwriting and secondary trading.  Local expertise would be

particularly valuable for smaller companies, venture capital or the real estate market. However, for

larger corporations, worldwide industry expertise will most likely dominate any national advantage.

For instance, to serve a Volvo corporation, it is unlikely that Swedish expertise is of great help to

local institutions. What is needed is expertise in the global automobile industry.

To conclude this analysis of the impact of a single currency on the corporate bond and equity

markets,  it seems that  placing power and trading across Europe coupled with global industry

expertise are forces that lead to consolidation in a major part of the securities industry. As a

tentative base for comparison, it is symptomatic to observe in Table Three that the top five

American underwriters of investment grade debt control 65 percent of the US market.

Fund Management

An important segment of capital markets business is the fund management industry, pensions funds

or mutual funds.  As Table Four illustrates for France and the United Kingdom, it is symptomatic to

see the total dominance of the fund management industry by local firms5.  In view of this extreme

fragmentation, specially in comparison with other segments of the capital markets, one is wondering

about the impact of the single currency on the fund management industry. In this case too, an

understanding of the main sources of competitive advantage needs to be developed. They concern

the retail distribution network, the home-currency preference, research expertise,  and the existence

of economies of scale. The first source of competitive advantage in the retail segment is the control

of the distribution network, in the hand of local banks in several countries. Domestic control of

distribution is even protected under current European legislation framework which gives national

authorities the right to regulate the marketing of funds into their own territory. Obviously the

advantage derived from the control of the distribution network applies to retail investors only, as it

will not be a barrier of entry in the institutional market. A second source of competitive advantage
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was the customer preference for home-currency assets, often imposed by regulation. A single

currency will of course eliminate this factor and reinforce the need for European-wide portfolios. A

large part of these will be provided by index-tracking investment funds. A third source of success is

excellence in research-based management and international sectoral expertise.  As to the existence

of economies of scale and scope in the fund management industry, it is still a subject of debate

(Bonnani, Dermine and Röller, 1998). If scale seems important for index-tracking funds, it could be

less relevant for actively-managed funds.

A single currency will eliminate the obstacle to international diversification.  One will observe quite

likely very large low cost European index-tracking funds competing with smaller research-based

funds. On the retail distribution side, domestic banks will keep their competitive advantage as long

as the branch network remains a significant channel of distribution.

Foreign Exchange Markets

A direct effect of the single currency is that not only intra-European foreign exchange transactions

disappears, but that the competitive advantage of a particular bank in its home currency vis-à-vis

third country currencies changes as well. As an example, a Belgian bank operating in New York is

not any more the Belgian franc specialist, but competes with other European banks on the

euro/dollar business. As is the case for the government bond markets for which an understanding of

the supply/demand order flows is important to predict  the direction of price movements, one is

likely to observe a consolidation of the commodity-type low cost spot foreign exchange business.

This conjecture is consistent with the analysis by Tschoegl (1996) of the sources of competitive

advantage in the currency market, namely size and the international status of the home currency.

Differentiated products based on quality of service or innovations such as options will be another

source of competitive advantage.  In the American derivative market, the five largest banks control

84 % of the market (as measured by the notional value of derivative positions).

Euro as an International Currency : Which Benefits for the Banks ?

What are the implications for European banks of having euro as an international currency ? Three

benefits can be identified. The first one is that an increased volume of euro-denominated assets or

liabilities will ease the foreign exchange risk management of bank equity. Indeed, a large part of

bank assets will be denominated in the same currency as the equity base, easing the control of

currency-driven asset growth and capital management. Secondly, access to a  discount window at
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the European Central Bank will make the liquidity management of euro-based liabilities marginally

cheaper. Finally, if third countries issue assets denominated in euro or use the European currency as

a vehicle, European banks will be well positioned in secondary trading for the reasons mentioned

earlier. Early data for 1999 do confirm this conjecture with the success of European investment

banks in the eurobond markets.

EMU and Credit Risk

Many of the channels which have been identified did concern  the money and capital markets. An

additional impact of the euro is its potential effect on credit risk. There are reasons to believe that

the nature of credit risk could change under a single currency. The argument is based on the theory

of Optimum Currency Areas and on the objective of price stability inscribed in the Treaty on

European Union.

There is an old debate on the economic rationale that leads a group of countries to adopt a common

currency. The story is the following. The more countries are subject to asymmetric economic

shocks, the more they would appreciate monetary autonomy to cancel the shock. Indeed, with a

symmetric shock there would be a consensus among the members of a currency union on economic

policy, but with asymmetric shocks the policy run from the center may not be adequate to all the

members of the union.  Recent economic developments have strengthened the argument. For

instance, one can wonder whether the rapid recovery enjoyed by British banks in 1994 has not

been helped partly by the 1992 devaluation which has reduced somewhat a bad debt problem.

Similarly, the devaluation of the Finnish markka of 42 % in the early 90's has helped the

restructuring of the country after the real estate crisis and the collapse of one of its major trading

partner, the  Soviet Union. A case of fixed exchange rates which prevented a smooth adjustment is

that of Texas. The decrease in oil prices in 1986 affected not only the oil industry, but also

unemployment, real estate and the Texan banking industry. Had the Texan dollar been allowed to

devalue, the severity of the recession would have been lessened. How could the introduction of a

single currency affect credit risk ? If a bank concentrates its business in its home country, and if that

country is subject to asymmetric shocks, it is quite possible that a central monetary policy will not be

able to soften the shock. Some have argued that the adverse consequences of such shocks could be

dealt with at European level and that in any case, these shocks would be quite rare. Indeed, severe

asymmetric shocks could in principle be mitigated by fiscal transfers across Europe. But, this is only

a  possibility that remains to be verified. As to the argument  that asymmetric shocks are rare

events, it is indeed the case, but a fundamental mission of any bank risk management system is to

ensure the solvency of the financial institution in precisely those rare but significant events. 
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6Note that Danthine et al (1999) offers an opposite view. Building on the 1979-1992 regional
employment study by Fatas (1997), they argue that diversification of credit risk at the national level will
be sufficient and that not much has to be gained by international diversification. We disagree with their
conclusions for four reasons. The first one is that historical data might not be a good guide for the future
as we move into a new single currency regime. The enlarged market could induce corporate firms to
specialize, thereby increasing the level of domestic  correlations. Secondly, the concern with credit risk
is with very large (quite rare) domestic shocks that can not be mitigated by national monetary policies.
The 1982 devaluation of the Belgian Franc, the 1990 devaluation of the Finnish Markka, and the 1992
devaluation of Sterling and the lira have no doubt reduced the extent of severe recessions. This policy
tool will not exist under a single currency regime.  Thirdly, the volatility of domestic loan losses of banks
in Finland, Sweden, France, or Switzerland (ECB, 1999) does indicate substantial potential for risk
reduction through international diversification.  Fourthly, employment data could be a very poor proxy
for credit risk.   

7 Although an argument can be made that non-inflationary policies will reduce the amplitude of
business cycles.

8A tool could be the creation of securities indexed on regional prices

 An indirect and interesting corollary of the Optimum Currency Area theory is that for banks

operating in a single currency area, the need to diversify their loan portfolio increases the more their

home country is likely to be subject to asymmetric (uncorrelated) shocks. This can be achieved

through international diversification of lending or with the  use of securitization and credit

derivatives6. Which techniques will dominate is still an open issue. Ceteris paribus, diversification of

lending should be cheaper as the trading of credit risk is costly due to the asymmetric information on

the quality of loans. 

A related effect of EMU on credit risk is that the statute of the European Central Bank will prevent

inflationary policies. Ceteris paribus, this could increase the potential for losses resulting from

default, as one cannot count anymore on a predictable positive drift for the value of collateral

assets7. The inability of a country to devalue and the very strict  anti-inflationary policy of the ECB

imply that, whenever a need to restore competitiveness will arise in a particular region, the only tool

available in the short run will be a reduction of nominal wage and prices. This will change

fundamentally the nature of credit risk as firms and individuals cannot rely any more on the nominal

growth of their revenue to reduce the real value of their debt. This new world calls for innovative

techniques to handle potential deflations8.

Banking in a Low Inflation Environment
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The last effect of a single currency concerns the impact on bank profitability of doing business in a

low inflation environment. Indeed, in the last twenty years, inflation and higher interest rates have

provided substantial interest margins on price-regulated deposits. For instance, as is documented in

Table Five for the 1980-1985 period, interest margins on demand deposits were above ten percent

in Belgium, France, Denmark or Spain. If new products, such as money market funds competed

with these deposits, it is important to notice that these demand and savings deposits still represent

more than forty percent of client resources collected by banks in Belgium or France. As Table Five

documents, margins on these products have been seriously eroded with the overall decrease in the

interest rate level in recent years.  One can safely conclude that an objective of monetary stability

and low inflation pursued by an independent European Central Bank will reduce the source of

profitability on the deposit funding business.  However, if this effect is quite significant in a large

number of countries, two additional effects of a low inflation environment might soften the impact of

lower margins on deposits : Margins on loans and the so-called inflation tax.

 The first is that a low interest rate environment leads usually to much higher margin on personal

loans because of the relative inelasticity of interest rate on personal loans. For instance, in France,

loan rate stickiness has  raised the margin on hire purchase (consumer) loans from 6.3 % in 1990

to 10.1 % in 1996, a period of rapidly declining market rates.  This effect is well known on the

credit card markets in which margins are known to be permanently higher in a low interest rate

environment. A second positive impact of a low inflation environment is that the so-called ‘inflation-

tax’ will be much smaller. A simple example will give the intuition beyond the inflation tax. Consider

a case with no inflation in which equity is invested in a 3 % coupon bond. After a thirty percent

corporate tax is deducted, the revenue is 2.1 % ((1-0.3) x 3%). The full profit can be paid as

dividend as there is no need for retained earnings and higher capital since there is no growth of

assets. If because of a 10 % inflation, the same equity is invested in a 13 % coupon bond, the profit

after tax is only 9.1 % ((1-0.3) x 13%), a figure too small to finance a necessary equity growth of

10 %. No dividend can be paid in this case and equity holders have suffered from an ‘inflation-tax’. 

Therefore, the impact of a low inflation environment on the profitability of banks will depend on the

relative importance of reduced margins on deposits, higher profit on personal loans and on the

significance of the ‘inflation-tax’.

To summarize, all these changes have the following implications. On the retail market, the branch

network which has been the main vehicle to distribute products is increasingly challenged by new
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distribution channels. On the capital markets, large size and European coverage are two sources of

competitive advantage. A premise of the above analysis has been that size will be important to

operate on some segments on the markets and that a European coverage will be necessary. This

premise demands  identification of the major competitive difference between large domestic size

versus large size at the European level. Indeed, one could argue that two large banks of an equal

size (one domestic and the other one European) could have the same leverage on the bond or

currency markets. That question is indeed quite relevant as, no doubt, it will be much more difficult

to create an international institution than a domestic one. It is the author’s belief that European

coverage dominates a domestic one for two major reasons. The first is that some corporate clients

become increasingly international, giving preference to banks with an international coverage. The

second, more significant, argument in favor of a European coverage is that it provides a most

welcome source of diversification. This is of course necessary to reduce overall credit risk, but is

also relevant to stabilize the demand for services in capital markets. Indeed, if because of a

recession or change in the legal-fiscal environment, the demand for foreign exchange services for

instance, or investment in bonds by pension funds change dramatically, a large domestic bank would

rapidly lose what was deemed necessary to compete : size to analyze the supply/order flows or to

have the placing power. A European coverage would be a way to stabilize business flows, allowing

an adequate size to be retained permanently.

  

A related effect of deregulation, international integration and technology is that their impact on

unbundling and specialization. In the past, lending by banks was a bundle of three

services : originating the loan, funding the loan (with bearing of credit, liquidity, and foreign exchange

and interest rate risks), and servicing (collection of cash flows, recovery in case of financial

distress). Today, these services can be unbundled with origination by one party, securitization with

the help of credit insurance from a third party, and a swaps to transfer the foreign exchange and

interest rate risks. This unbundling process gives room to specialists who can take advantage of

large markets to reach operating efficiency (Brennan, 1997). Some often use this argument to talk

about the end of banking in a disintermediated world. This is exaggerated for three reasons. The

first is that banks keep the loan origination function. The second is that many of the claims (bond

and equity) are held by institutional investors (pension fund or mutual forms). We face therefore a

new type of intermediation in which assets are traded and priced by the market. A recent report by

the European Central Bank (1999) confirms that mutual funds are mostly managed by banks in

European countries.  The third reason is that the special role of banks in gathering asymmetric

information will remain essential, as much as their role in providing risk management services (Rajan,
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1998 or Boyd-Graham, 1998).

1.2 M&A Activity in Europe and the United States

The level of Merger & Acquisitions in Europe and the United States has been quite large in the last

ten years. In the European Union, the number of credit institutions fell from 12,256 in 1985 to 9,285

in 1997 (ECB, 1999). In the USA, from 1950s to 1980s, the number of commercial banks was

quite stable with a number between 13,000 and 15,000 ; between 1980 and 1992, that number fell

to 11,500, and between 1992 and 1997, the number fell to 9,200. With the advent of nationwide

banking, that number is expected to fall to 4,000 (Mishkin, 1999). 

Detailed data on Merger&Acquisition activity are provided in White (1998), Walter (1999), ECB

(1999) and Berger et al (1999). Table Six is reproduced from Berger who reports M&A activity

not only between banks, but also between banks, securities firms and insurance cies. Panel A of

Table Six reports the flow of domestic M&A activity within the US (column 1-3) and within

individual European countries (columns 4-6). The values shown are the sum of the market values of

all target institutions over 1985-1997, and the percentages of US or European activity they

represent. The US intra-sector M&A volumes is almost three times the European volume in

banking, four times as large in securities, and twice as large in insurance. In the US, 51.8 % of

financial M&A activity came from banks consolidating with other banks. Consolidation across

sector in the US (the off-diagonal elements in the matrix in the first three columns) has been

relatively uncommon, only 13.4 % of the activity. In Europe, consolidation across sector was more

important, 37.7 % of  domestic M&A activity, vs 36 % for banking consolidation. Boyd-Graham

(1998) report that most of the M&As in the United States did involve very large banks acquiring

smaller institutions. That is, it is not smaller banks wanted to join to become bigger, but large banks

attempting to become even larger. A similar pattern is emerging in Europe.

Panel B of Table Six  reports international M&A activity between US and non US institutions

(column 1-3), between institutions operating in different European nations (columns 4-6), and

between European and non-European financial institutions (columns 7-9). As was the case for the

domestic M&As, international M&As within sectors exceeds M&As across sectors, but the across

sectors M&As  are relatively more important for European institutions. A comparison of panel A

and B indicates that for US institutions, domestic M&As dominate international M&As for banks,

securities firms and insurer by large margins. For Europe, domestic banking M&As dominate

international M&As, but this is not true for the securities and insurance industries. For these two
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industries, the combination of intra-Europe and Europe-non-Europe M&As in panel B exceeds the

within-nation M&As in Europe in 

panel A.

The most significant M&A banking deals in Europe are reported in Tables Seven and Eight. In 

most countries of Europe, one has observed a large ten year-long consolidation of the banking

sector. On the cross border deals, besides a significant purchase of merchant banks mostly in

London to acquire corporate finance and asset management skills, there has been few major

transactions. Three significant deals in smaller countries include the merger between Merita Bank of

Finland and Nordbanken of Sweden, the acquisition of the Belgian BBL by the Dutch ING Groep,

and the creation of the Belgian-Dutch Fortis. Also, one will notice the creation of an international

bank specialised in services to local authorities, Dexia with operations in Belgium, France, Italy and

Luxembourg.

Section 2 . Economics of Bank Mergers

A complete review of the various arguments put forward to justify bank mergers is followed by a

critical review of the empirical evidence.

2.1 The Economic Rationale for Bank Mergers

A large literature has reviewed the various motives for bank mergers or acquisitions (Hawawini-

Swary (1990), Spillof-Santomero (1997), MacKay (1998),  Berger et al (1999)). In principle, the

decision to merger or acquire a firm should be motivated by the desire to increase the wealth of

shareholders of the acquiring firm. But agency conflicts between shareholders and managers could

also lead to situations in which the decision to acquire is motivated by the managers’ self interest.

Eleven arguments are reviewed.

1.Cost-based Economies of Scale : Cost efficiency is achieved by lowering average cost per unit
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of output through expanding a single line of business.

2.Brand-based Economies of Scale : Large size will allow to obtain brand recognition at a lower

cost . This is a special type of cost-based economies of scale, related to marketing costs per unit of

product sold. The strategic importance of brand (which does not yet exist in banking ; there is no

equivalent to Coca Cola, Adidas or Intel) is often recognized as a potential key source of

competitive advantage in the future, when consumers of financial services will shop on the Internet,

facing a large choice of products with the help of the new ‘integrators’. In this respect, it is worth

mentioning the dispute  between Citigroup and the credit card company Visa. Citigroup wants to

issue cards showing solely its brand name, not anymore the brand name of that credit card

company.

3.Revenue-based Economies of Scale. Size and a large capital base will allow to underwrite

large loans or securities issues, having a positive impact on the demand for underwriting services. In

the context of the euro and integrated capital markets, size will be one source of competitive

advantage on capital markets.

4.Safety net-based Economies of Scale.  As a bank becomes very large, it is more likely to be

qualified as ‘too big too fail” by the public authorities. This would provide a competitive advantage

in terms of both a lower funding cost for a given level of capital and risk, and larger positions

accepted by counterparties. White (1998) reports the two ratings provided by Moody’s : the bank

financial strength ratings (BFSR) measured solely on the intrinsic safety and soundness on a legal

stand-alone basis, and the ordinary long term deposit ratings factoring in credit support from

owners, industry group and/or official institutions. The quasi-systematic bailing out of insolvent

banks in Europe is documented in Goodhart-Schoenmaker (1993). Boyd-Graham (1998) have

expressed great concern that many of the bank mergers in the United states were creating large “too

big too fail” banks.

5.Cost-based Economies of Scope  : Cost efficiencies achieved by offering a broad range of

products or services to a customer base. They could originate from the large fixed costs incurred in

gathering an information data base or a computer equipment which can be used to provide a large

set of services.

6.Sales (revenue)-based Economies of Scope . The hope of cross-selling new products to a



15

9In this respect, it is worth mentioning that the reduction of excess capacity in the steel industry
was coordinated by the European Commission, while downsizing of the banking industry is left to
market forces, mainly through mergers.

existing customer base. This relies on the assumed preference of investor for one-stop shopping.

The case of banking and insurance products is often quoted. It must be noted that doubts have been

expressed about the preference of consumers for one stop shopping in the case of the merger

between Citibank and Travelers (Hamel (1998) and Authers (1998)).

7.Financial diversification-based Economies of Scope  : Standard portfolio theory shows that a

portfolio of  imperfectly correlated risks will reduce the overall volatility of profit. According to

Spilloff-Santomero (1997), lower volatility may raise shareholder wealth in several ways. First the

expected value of bankruptcy costs may be reduced. Bankruptcy costs refer in large part to the loss

of franchise value resulting from a default. Second, if the firm faces a convex tax schedule, then

expected taxes paid may fall. Third, earnings from lines of business where customers value bank

stability (the case of long term customer relationship) may be increased. Finally, levels of certain

risky activities, barely profitable, could be increased because the necessary amount of capital would

be reduced. The argument is that a business exhibiting a low correlation with an existing portfolio of

business will have a  low  marginal risk, therefore creating the need for a lower capital requirement

and a lower threshold of acceptable earnings.  Financial diversification can be obtained through the

offering of a range of products, to servicing different customers groups, or through spreading credit

risk across industries or regions. The assumption here is that firm-based diversification is more

efficient than diversification purchased on the market (such as credit derivatives, loan sales, Froot

K. and J. Stein, 1998). 

8.X-Efficiency.  X-efficiency refers to the fact that given a current volume of output, a firm is not

operating with maximum cost efficiency, ie it has a too high cost structure. This source of efficiency 

is often cited as the prime motivation for domestic merger, as two banks merging can more easily

coordinate the reduction of  the size of a too large branch network9.

 

9.Market Power : Horizontal merger which reduces the number of firms operating into one market

may lead to less competition and higher margins. Mergers across industries may allow higher profit

due to tying strategies which allow the firm to package a bundle of goods.
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The first nine motives were discussed from a perspective of increasing the value of shareholders’

wealth. One notice that, in some cases, the increase in wealth of shareholders does not correspond

to a social optimum. Exploiting the benefits of a public safety net or market power will create

economic inefficiencies. Moreover,  agency conflicts between management and shareholders could

lead managers to attempt to increase their own expected utility. Two arguments are as follows :

Merger to avoid being taken over, or attempt to increase own benefits.

10. Defense-based Economies of Scale : Achieving size (capital clout) that acts as a defensive

measure against takeover

11.The ‘quiet life’ or hubris hypotheses. The argument is that higher profit driven by economies

of scale or market power can be captured by management in the forms of higher salaries, perks or

reduction of risk (the ‘quiet life’ hypothesis). A special case is the hubris hypothesis according to

which management because of arrogance (hubris) or overweening pride will overstate the gain from

a merger, ending up by overpaying target firms  (Roll, 1986). 

2.2 The Gains from Bank Mergers, the International Empirical Evidence

A very large empirical literature in banking has analyzed the degree of cost-based economies of

scale, revenue-based economies of scale, cost-based economies of scope, diversification-based

economies of scope, and the degree of X-efficiency. A related  literature  has analyzed on an ex

ante basis and on an ex post basis the economic benefits from bank mergers. If a large part of the

empirical evidence is based in the USA, there has been a few very complete studies in Europe. An

interesting observation is the high degree of convergence of these studies. A summary of the results

is followed by a critical analysis. The presentation attempts to match the eleven motives for bank

mergers identified in the previous section  

1. Cost-based Economies of Scale.

US studies on the existence of cost-based economies of scale with multiple products have

traditionally used a translog function.  It has the advantage to allow different economies of scale or

scope at different level of outputs. The wide consensus is that only very small banks have a potential
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to achieve scale economies, and that the average cost curve become quickly more or less flat for

larger firms. The scale-efficient point in recent studies ranges from $100 million to $ 10 billion of

assets, with a larger efficiency point found in those studies which include large banks. Almost all of

these studies conclude that there are no significant scale economies to be gained in M&A involving

very large banks. However, a more recent study (Berger-Mester, 1997) relying on data of the early

1990's (1990-1995) do observe economies of scale for banks up to $ 25 billion of assets. They

justify the sudden change of view by progress in information technology or deregulation in interstate

banking which does allow new forms of organization with larger size.

In Europe, estimates reproduced in the review of the impact of the single market (European

Commission, 1997) report the existence of economies of scale up to an asset size of euro 25 billion.

Van der Vennet (1998) provides the most complete study, with an estimation of optimal size in the

range of euro 10-100 billion, interestingly a figure not far from those reported in most recent US

studies. Two studies  have analyzed a specific segment of the financial services industry : Mutual

funds (Dermine-Röller, 1992 ; Bonnani, Dermine and Röller, 1998). They observe that economies

of scale are exhausted in France for asset under management of euro 500 million.

2.Brand-based Economies of Scale.

To the best of the author’s knowledge, there has been no published study on the linkage between

size, brand recognition, and interest margins.

3. Revenue or profit-based Scale Economies 

Akhavein et al (1997) report that US mergers do allow banks to transfer assets from low earnings

securities to higher earnings loans. They find these data consistent with the hypothesis that

megamergers help to diversify the portfolio and reduce risk, which allows the consolidated banks to

issue more loans for the same amount of equity capital.

4. Safety net-based Economies of Scale

To the best of the author’s knowledge, there has been no published studies on the impact of size on

the probability  of being deemed ‘too-big-too-fail’ and on the size of the benefits.

5.Cost-based Economies of Scope

Scope efficiencies in US studies were measured by comparing the total cost of a firm with what

would be the cost if that firm was broken into a set of firms offering a smaller set of products. The
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overwhelming evidence points out to the lack of economies of scope. However, serious

methodological doubts have been expressed (Dermine-Röller, 1992). On the empirical side, we do

not observe specialized institutions so that scope economies have to be estimated out of sample.

Moreover, the translog specification is ill suited to study economies of scope.

Some authors have used the estimated cost functions to analyse whether hypothetical mergers

between pairs of institutions would lead to a lower cost structure. In Europe, Molyneux, Altunbas

and Gardener (1996) and Altunbas, Molyneux and Thornton (1997) have taken a sample of 124

large banks (assets over euro 5 billion) from France, Germany, Italy and Spain), created a total of

7,626 possible mergers between pairs of banks, and analyse whether the total cost of a merged

bank would be smaller than the sum of the costs of the separate banks. They fail to trace any

significant cost benefit from hypothetical cross-border mergers of pairs of large European banks.

These results are hardly surprising since it was known that the estimated cost functions did not

exhibit major economies of scale , nor major economies of scope. Moreover, this type of studies

assumes that the cost function would be unchanged by the merger. But it seems quite possible that

the merged entity could move to a lower cost function through the use of new technology. For

instance in Finland, domestic consolidation has helped the banks to reduce the branch network from

3,507 in 1986 to 1,708 in 1996, while expanding the number of Cash dispensing ATM’s from 798

to 2,292 over the same time period. 

6. Revenue-based Scope Economies

Berger et al (1996) attempts to evaluate whether the revenue of banks selling a large range of

services is higher than the revenue of specialised banks offering a smaller range of services. They

report the absence of revenue-based economies of scope. They interpret their results as indicating

that either the consumers do value one-stop shopping but that competition does not enables banks

to increase the prices, or that consumers do not value one stop shopping.  One should be cautious

with these results for two reasons. The first is that US banking law does not allow the joint offering

of banking and insurance services. Secondly, as discussed in Dermine-Röller (1992), the sample is

unlikely to include firms offering only one service, so that economies of scope have to be estimated

out of sample.

 

7. Risk, Size and Financial Diversification
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Boyd ad Runkle (1993) and Hughes, Lang, Mester and Moon (1999) do report that large banks

able to diversify credit risks across many states do exhibit a lower variance of profit. Other studies

(Santomero and Chung, 1992 ; Boyd, Graham and Hewitt, 1993) ) simulating a merger between

banks and insurance companies do come with similar conclusions (a quite obvious result as low

correlation can only lead to more stable profits). Simulation results indicating the benefits of

diversification  must be taken with caution for two reasons. There is first an implicit assumption that

the combined firm can be managed as efficiently as the separate firms. The second one, emphasized

in an empirical study by Boyd-Runkle (1993), is that lower volatility of asset return is often

combined with a lower equity base (higher leverage) so that the probability of default of large

diversified institutions appear to be as high as that of smaller less diversified but less leveraged firms

8. X-Efficiency

Berger-Hanweck (1997) have shown using various techniques and in a survey of 130 studies in 21

countries that inefficiency, that is to operate with too high cost relative to the best bank, was in the

order of 20-30 %, and that operating efficiency was a much more relevant issue than that of  scale

economies. Berger and Hannan (1994) also demonstrates that banks in more concentrated markets

tends to exhibit a lower degree of efficiency, an observation consistent with the ‘quiet life’ and

market power hypothesis.

In an international study, Allen and Rai (1996)  also report a significant degree of inefficiency (25

%) for European banks. Dietsch and Weill (1998) using a sample 661 commercial and savings

banks apply DEA technique to study the evolution of efficiency over the period 1992-1996. They

observe large inefficiencies but few improvement over time. Van der Vennett (1998) with a sample

of 2,375 EU banks in 1995-1996 concludes again that X-efficiency is a key determinant of

profitability and that universal banks exhibit both higher efficiency and higher profit.  Van der

Vennett, in line with US studies,  conclude that operational efficiency is the main determinant of

profitability. 

9. Market Power

A large set of studies have attempted to study the impact of market concentration on margins on

deposits and loans. Most of the early studies rely on the structure-conduct and performance

paradigm (SCP) according to which concentration would facilitate collusion, leading to higher

margins on loans or deposits. In these studies (as well as in antitrust regulation in the United States),
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the level of concentration is measured by the Herfindahl-Hirschman Index, the sum of squared

market shares. As the empirical evidence on the impact of concentration is mixed  (Cetorelli, 1999),

a new methodology based on the ‘new empirical industrial organization’  literature (NEIO) attempts

to model explicitly oligopoly behavior. These studies do report some oligopolistic behavior,

however not far from that of perfectly competitive behavior. Vesala (1998) analyses the pricing

behavior of banks in Finland, a most interesting test case given the merger of the two largest banks

and the sharp reduction in the number of branches from 3,507 in 1986 to 1,708 in 1996. He

observes that, over time, the mark ups on loans (corporate and household ) have been reduced.

This is being attributed to competition from other channels such as phone banking. However, he

observes that the pricing of deposits is affected by collusion. This evidence is consistent with Bikker

and Groeneveld (1998) who report some form of monopolistic competition in European banking

markets.

Analyzing megamergers in the United States, Akhavein, Berger and Humphrey (1997) do report a

small decrease in loan margins after the merger, and a small increase in deposit margin. In a different

context, Neven (1993) did show  that European banks operating in countries with high deposit rate

margins were paying higher wages. That is, bank employees were able to capture the rent.

 

10. Defense-based Economies of Scale

To the best of the author’s knowledge, there has been no study on the linkage between size and the

probability of bank mergers. However, Boyd-Graham (1998) do report that most mergers in the

United States involves large banks buying smaller ones. As an anecdote, 

M. Pébereau, President of Banque Nationale de Paris has used systematically the argument of size

and national independence to justify the planned merger between three French 

banks : BNP, Société Générale and Paribas.

 

11. The ‘quiet life’ or hubris hypothesis

Berger-Hannan (1997) do observe that the higher margins caused by concentration often lead to

less efficient firms, an evidence of the ‘quiet life’ hypothesis. Evidence on the hubris hypothesis

follows hereafter.

Empirical evidence on the potential source of economic benefits (ex ante expected gains) derived

from bank Mergers&Acquisitions has been reviewed. Additional empirical evidence follows on the

realized effects of bank mergers (ex post dynamic analysis).
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The Benefits of M&As, a Dynamic Analysis

Van der Vennett (1996) analyze 492 takeovers in EU over the period 1988-1993. The results

indicate that domestic mergers among equal size partners significantly improve the performance of

the merged banks to reach X-efficiency. A series of studies in the US analyze how M&As have

helped  banks to improve X-efficiency in addition to reaching a better scale or scope. These studies

do generally report no improvement in the efficiency. However, more refined studies have shown

that mergers that involve inefficient banks do lead to substantial improvement in efficiency (Berger et

al., 1999).

Studies that have focused on profit have been able to observe improvement in profitability. In a

study on megamergers, Akhavein, Berger and Humphrey (1997) do show that these mergers help

to improve profitability. This is not caused by an improvement in efficiency but rather by a change in

the output mix in favor of more loans and less securities holdings. They can not trace any impact of

market power on prices. Also, the larger gains are obtained when the inefficiency of one of the bank

was the highest. At a more micro level, Zollo (1998) does document the importance of merger

experience and codification as key determinants for future success in merger.

An other strand of the literature has been to analyze the impact of mergers on the stock market

value of firms and the benefits accruing to both the acquiring and the acquired firms (Hawawini-

Swary (1990) or Pilloff-Santomero (1997)). Most studies fail to find a positive relationship between

merger activity and stockholder wealth. Most often, what is observed is a wealth transfer from the

acquiring firm to the acquired firm. These results are consistent both with manager-utility

maximization and the hubris hypothesis. DeLong (1999) attempt to discriminate between focused

mergers (same geography and activity) from non-focused mergers (different geography and/or

activity). She reports that focused mergers create on average a gain of three percent in the

combined value of the target and the bidder, while non-focused mergers destroy value.

One can summarize the overall convergence of the literature as follows. Economies of scale (or at

least the absence of diseconomies of scale) appears to exist up to euro 100 billion, but the most

significant factor of competitive advantage is not scale but operating efficiency. Indeed, in most

studies one does observe at all output range inefficiencies of the order of 

25-30 %. In this respect, one has shown that the acquisition of banks by efficient ones can lead to

improvement in efficiency.  A first critical observation is that, because of availability of data, the

studies refer to basic banking transactions, loans, deposits, securities, but have not attempted to
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study the existence of scale economies for specific activities, such as credit cards, derivatives, or

custody of securities.  Secondly, the evaluation of the benefits of financial diversification are difficult

to evaluate. Indeed economic crises are very rare events, and there are therefore few data points to

evaluate the benefits of diversification. But diversification across businesses, such as insurance and

banking, do provide diversification benefits. Two key-issues include the ability of management to

control a large complex organization, and whether the benefits of diversification might not lead to a

reduction in the capital base, so that the risk of insolvency would remain unchanged. The third point

is that empirical studies can only be relevant if they are a good guide for the future. The arrival of the

euro can create the need for larger size to operate on capital markets. Larger size, with a large

capital will facilitate underwriting and trading in specific segments of the capital markets. Advance in

technology may require larger size as well. 

Section 3. Public Policy Issues

The economic literature has identified several potential market failures which explain the

need for banking regulations. The objective in this section is first to review the nature of these

market failures. The second part evaluates the public policy issues linked to bank mergers in the

context of the above discussion.

3.1 The Economics of Banking Regulations, a Review

With respect to banking services, three independent explanations have been advanced for the

existence of potential market failure : Imperfect (asymmetric) information which prevents the proper

functioning of unregulated private markets, the potential for bank runs and the related fear of systemic

crises, and excessive concentration. 
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10see Kay-Vickers (1986)

11Merton (1977).The underlying intuition is that an increase in risk (variance of asset return)
allows the shareholders of a firm to reap potentially large gains, while limiting the downside risk to zero
because of the limited liability characteristic of shares.

Imperfect (Asymmetric) Information and Investor Protection

The analysis which follows is rooted in imperfect information in banking markets, and the

potential need to protect consumers of financial services. 

The first and most important case of asymmetric information concerns the imperfect knowledge

about the solvency of a banking firm. Depositors find it costly to evaluate the solvency of their bank.

Additional sources of asymmetric information concern the potentially fraudulent character of

management, the nature of the legal contract (for instance, the exact nature of a loan covenant), and

problems related to conflicts of interest between different departments in a bank. For instance, an M&A

advisor should not inform a fund manager about the likelihood of a transaction, otherwise the fund

manager will purchase securities of the 'target' firm, the price of shares will increase, making the

acquisition more expensive. 

The economics literature10 recognizes that the inability of consumers to properly evaluate the

quality of a product can create a market failure. This literature distinguishes three types

goods : search goods, whose quality is apparent before purchase, experience goods, whose quality is

apparent after consumption, and 'trust' goods, whose quality is not always apparent even after

consumption. An inefficiency may arise because the  quality of a service is not valued properly by the

market and reflected into higher prices so that there is insufficient incentives for firms to produce quality.

Regulation (such as minimal qualifications in the legal or medical professions) is a way to ensure a

minimum level of quality. In the context of banking, quality refers in part to the degree of solvency of

an institution. When depositors are uninformed, there are fewer incentives to  limit the riskiness of the

assets of a financial institution or its degree of financial leverage (deposit to equity ratio). Indeed, finance

theory11 has shown that, whenever depositors are not properly informed, shareholders of banks do

benefit from an increase in risk.  With perfect information, depositors would react by requesting an

interest rate increase to offset the transfer going to shareholders. With imperfect (asymmetric)

information, this would be difficult, raising a well identified and documented moral hazard problem.

However, the potential existence of imperfect information per se does not yet justify public intervention.

It has to be shown that private mechanisms cannot succeed.
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The solutions to the imperfect information problem are threefold : Information disclosure,

reputation to protect the long term value of the franchise, and the supply of risk-free deposits. 

Regulation on information disclosure will reduce the degree of information asymmetry.

However, it has been argued that the evaluation of bank risks is a costly activity which could create a

'free rider' problem. Individually, each customer may prefer not to engage in information search and

analysis on the assumption that other investors will do it. In such a situation, the provision of private

information could be too low. I do not share this view. Indeed, since information once produced is

available to investors at a very low transfer cost, the evaluation of banks should not be undertaken by

each depositor but could be delegated to a public agency or a private rating firm. The cost of

information gathering by the individual investor would be small.

A second solution to the asymmetric information problem is that firms have commercial

incentives to protect their reputation. Firms who care for the value of their franchise and long run profits

have strong incentives to build internal control systems to reduce risks and fraud. However, a tradeoff

will always exist between (potentially high) short term fraudulous profit and the benefits of long term

reputation. 

A third solution to information asymmetry is to create risk-free deposits. Since small account

holders may find the cost of interpreting the rating high and/or since they care about risk free deposits

only, two alternatives could be developed. The first is to have deposit insurance. This could be

organized publicly or by the industry which guarantee the quality of the services offered. Peer monitoring

or industry self-regulation prevent deviant behavior. The second mechanism is to create risk free

institutions, that is intermediaries investing all deposits in risk free securities (the so-called 'narrow bank'

proposal). Depositors would have the choice between institutions offering a higher but risky return and

those providing quasi-risk free deposits. It would appear that the evaluation of risks is not inherently

more difficult in banking than in other industries. A main difference is that it is quite likely that a large

fraction of depositors care for risk free deposits, but these could be provided by the markets. One has

to be extremely careful to avoid permanent regulatory interference which can create the 'raison d'etre'

of public intervention. For instance, the creation of a safe and publicly insured deposits market reduces

the incentives for information gathering and the creation of risk free funds. A laissez-faire policy should

not imply that there is no ground for public intervention to compensate the unlucky or imprudent

investors. The argument is that discretionary and transitory transfer policies should be used in these

cases rather than direct and permanent interference with the functioning of private markets (Mishkin,

1999).

 

This analysis has shown that the information problem can be solved privately on the market in
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12Evidence is a strong word. In most cases, there is a social-political belief of the need to
protect investors.

several ways : information disclosure, reputation, and insurance. However, whenever there is evidence

that the market cannot discriminate among firms12, then there is a case for the government to regulate

entry and ensure a minimal quality, as is done for instance in the medical and legal professions.

The possibility of competitive deregulation raises immediately the question of the need to

harmonize regulations at the international level. The answer is again related to imperfect information.

Competition among national regulators or private clubs is desirable whenever the parties can evaluate

the quality of regulatory systems. For instance, competition among regulators in Tokyo, Paris, Frankfurt,

London and New York will shape the developments of local stock exchanges and the outcomes will

be optimal if participants can discriminate among different regulatory systems. Harmonization of rules

to ensure minimal quality would be necessary only if the market cannot discriminate. This suggests that

the degree of international harmonization could vary for different activities and classes of investors, the

'informed' and the 'non-informed'. An alternative to the harmonization of prudential regulations is to

grant some supervisory powers to the host state, whenever it is felt that investors are not adequately

protected by foreign regulation or supervision.   

 The economics literature has identified a first potential market failure rooted in imperfect

information. It is legitimate to let countries design prudential regulations to protect the 'uninformed'

investors. The implication for international trade in banking is as follows. Either, there is an

harmonization of prudential rules to protect the 'uninformed', or each host country keep prudential

supervision on all banking services offered locally. This is precisely the approach adopted by the

European Union which leaves to each host country the right to control foreign branches for reason of

'public interest'. No doubt, these interventions by the host state would be challenged at the European

Court of Justice which will have to define the scope of application of the 'public interest' criterion. 

 Bank Runs and Systemic Risks 

The second market failure is the potential for bank runs and systemic crisis. Banks are special

because the financial contract that emerges -illiquid loans funded by short-term deposits- creates a

potential market failure and a need for public intervention (Rajan, 1998). The financial contract creates

the risk that depositors run to withdraw their funds. A run can be triggered by a bad news about the
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13It is well known that the Bank of Italy did not intervene to prevent the collapse of the
Luxembourg-based Banco Ambrosiano Holding, because it created little disturbance on the Italian
financial markets.

14Bailing out would occur if the failure of a branch of a foreign bank leads to a run on domestic
banks.

value of bank assets or by any unexplained fear. In both cases, there may be a loss since illiquid assets

will be sold at a discount. Moreover, a bank failure could eventually trigger a signal on the solvency of

other banks, leading to a systemic crisis. Here, a distinction should be drawn between 'domino' effect

and systemic crisis.

 A 'domino' effect exists if the failure of one bank would directly endanger the solvency of other

banks. This risk is substantially reduced today since banks are systematically measuring and controlling

their counterparty exposure through, for instance, netting arrangements. A pure case of systemic run

could occur if, lacking information, there is a run by depositors on a significant number of banks. 

This market failure explains banking regulations and the establishment of safety nets to guarantee

the stability of banking markets. They have taken the form of deposit insurance, lender of last resort

interventions, and public bail outs. Deposit insurance funds are unlikely to contribute much to reducing

systemic risk because they cover small deposits  only. Runs are likely to be initiated by large firms or

financial institutions. Therefore, lender of last resort interventions by central banks or public bail out

remain the most likely tools to avoid bank runs and systemic crises (Goodhart-Schoenmaker, 1993).

Safety nets with deposit insurance or lender of last resort create raise three issues in the

European Union. They concern a fair level playing field when deposits are subject to different insurance

coverage, the potential liability of the insurer, and the well-identified moral hazard problem.

 

Firstly, since national deposit insurance coverage differs from counties to countries, they can

be destabilizing if investors start to chase the best coverage.

Secondly, since  lender of last resort will be concerned primarily with their domestic markets

and banks operating domestically13,  it is legitimate that the insurers keep some supervisory power on

all institutions (branches and subsidiaries) operating domestically. That is, host country regulation could

apply to limit the risks taken by financial institutions and the exposure of the domestic central bank in

cases of bailing out14. The problem is well illustrated by the January 1992 winding up order made for

Bank of Credit and Commerce International, a bank chartered in Luxembourg with significant activities

in Great Britain. It automatically created a liability for the British Deposit Protection Board. A first
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15Guttentag-Herring (1987), in their analysis of the lender--of-last-resort function in international
banking, have recommended the public identification of  which central bank would provide emergency
liquidity. However, such a proposal would increase the moral hazard that discretionary interventions
are trying to mitigate. Moreover, bailing out is not only be the responsibility of the central bank, but
often that of the Ministry of Finance. 

alternative to host country control is to harmonize completely the solvency standards of different

countries, but experience has shown that it would be very difficult to reach an agreement on

harmonization of regulations and supervisory practices. Moreover, I do not believe that centralized

regulation is necessary, or even desirable. Competition between national regulators should produce

efficient standards and prevent regulatory capture by the regulatees as has happened so often in banking

in the last sixty years. A second alternative solution adopted by the European Union is to organize

deposit insurance on a consolidated basis, matching the insurance coverage with the home country

supervision. But this leaves open the bailing out responsibility for a central bank on its home market.

It thus seems reasonable to let domestic supervisors keep  some host supervisory powers on

international banks (subsidiaries and branches) having substantial funding at risk in their own country.

In the context of international trade in banking services, this view is consistent with the General

Agreement on Trade in Services (1994), i.e. the right for local authorities to enforce prudential solvency

standards on both local and foreign firms offering services. This view is fully in line with the ruling of the

Basle Committee on Banking Supervision accepting host country control for international solvency

rules15. 

The 1993 deposit guarantee directive is illustrative of two policy issues raised by public

protection. The first, well illustrated by the German  opposition to the draft directive, is that foreign

banks can join the German scheme, but the German deposit insurance system has no power to monitor

the risk taken by branches of foreign institutions. There is an accountability problem mentioned earlier.

The second is that deposit insurance contributes further to reduce private incentives for monitoring the

solvency of banks. 

Two proposals have been advanced to reduce these market failures. The first proposal suggests to alter

the nature of the insured deposit contract. The second one suggests how to reduce the cost incurred

with bank failures.

Baltensperger-Dermine (1987) recommended to change the nature of the liquid deposit contract by

allowing regulators to go after depositors even if they had run. As losses due to bank default would be

shared by both current depositors and by those who had run, the incentives to run would be

substantially reduced. An alternative way to modify the deposit contract is as follows. It proposes to
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16Deposit insurance with a rapid access to insured deposits could mitigate the impact of bank
closure on consumption. 

render insured deposits first order claim. The ordering of bank liabilities would reduce substantially

the cost of deposit insurance, putting the burden on uninsured deposits (Dermine, 1996). The

assumption is that large uninsured corporate or interbank depositors should be in a better position to

assess the solvency of their bank. 

The second proposal attempts to reduce the costs inherent with bank failures. As the recent financial

distress cases of Crédit Lyonnais in France or of the major Swedish banks have shown, it appears very

difficult to put a large bank into default. The issue is not so much the fear of a domino effect whereby

the failure of a large bank would create the failure of many smaller 

ones ; strict analysis of counterparty exposures has reduced substantially the risk of a domino effect.

The fear is rather that the need to close a bank for several months to value its illiquid assets would

freeze a large part of deposits and savings, causing a significant negative effect on national

consumption16. The proposal is to accelerate the bankruptcy process for large financial institutions

quoted on a stock exchange. Since the valuation of illiquid assets will take time, it suggest to close a

bank for very few days and force an exchange of X % of deposits for equity shares (debt for equity

swaps). The bank would be reopened and the shares would be priced on financial markets. The shares

being tradable, investors will have the choice to keep their shares or to sell them. As the correct

valuation of assets would take time, shareholders could have incentives to hold to their position, but

illiquid investors could sell to resume consumption. The need to scrutinize more carefully the bankruptcy

process for large financial institutions appears timely as a major restructuring trend has reduced the

number of banks to very few in a large number of European countries.

 As I have discussed earlier, the creation of risk free deposits could be organized by the market (the

'narrow bank' proposal), or alternatively, it would be preferable to make insured deposits 'first order'

claim. The uninsured deposits bearing larger losses in case of bank failure would have additional

incentives to monitor the solvency of financial institutions.

The analysis of the second type of market failure, bank runs and systemic crises, leads to the

following conclusion. Since domestic central banks will be primarily concerned with the stability of their

domestic markets, they should have the right to control the solvency of banks (subsidiaries and

branches) operating in their domestic market. Since in many cases, the solvency would depend on the

solvency of an entire group, I recommend joint supervision by the home and host country authorities.
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The case for sole 'home country' supervision is weak as long as sovereign countries remain responsible

for the stability of  their national financial markets. As the EU Second Banking Directive has delegated

the solvency supervision of  branches to the supervisor of the parent bank, the relevance of the above

discussion should apply in those sole cases when the supervision of solvency by the parent regulator

is deemed inadequate by the host country, a principle fully in line with the ruling of the Bale Committee

on Banking Supervision.

 Concentration

The third source of market failure, which is not specific to banking, is the issue of concentration and the

fear that products would not be priced at their marginal cost, creating a well identified welfare loss.

Moreover, as has been discussed, concentration can lead to a lack of efficiency of managers under the

‘quiet life’ hypothesis (Berger-Hannan, 1997). However, recent studies have put into question the

structure-competition-performance paradigm (SCP) on the ground that concentration might not lead

to oligopoly profits if, for instance, the markets are contestable.  If deposits can be replaced by money

market funds and loans to large corporations by bond or commercial paper issues, access to the

payment system and access to loans might be more limited for households and small and medium size

firms. This issue is addressed in the next section.

To summarize the debate on public policy issues, three potential sources of market failure calling

for public intervention and harmonization have been discussed : Imperfect information, bank runs, and

concentration. As concerns imperfect information, I have argued that in many cases a market for

private information will be developed so that regulations, if necessary, should apply to very specific

activities and classes of investors. At the international level, banks can deliver freely services if

prudential rules are harmonized. If this is not the case, countries should retain host country power on

all services offered domestically. As sovereign countries will wish to protect the stability of their

domestic markets, it seems reasonable that they keep some supervisory powers on financial institutions

operating domestically. It has been suggested to modify the nature of the contract or the bankruptcy

proceedings. As concerns concentration, the potential concern is more an issue of inefficiencies as

compared to a price-led misallocation of resources.
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3.2 Mergers and Acquisition in Europe, Five Public Policy Issues

Five public policy issues raised by bank mergers in Europe will be analyzed in the light of the above

review. These include protection of investors, safety and soundness (systemic stability), concentration,

impact on lending to small and medium size firms (SME), and international competitiveness of financial

firms

3.2.1 Investor Protection

A first potential source of public concern is investor protection in case of the acquisition of a Dutch

bank by a foreign bank. A problem could arise if  the Dutch component becomes integrated as a branch

of the new group. Indeed, it could  be that the new entity supervised by the foreign regulator (home

country control) does not meet the Dutch prudential standards. According to the earlier discussion, such

a case would provide an argument for the Dutch regulator to step in for reason of protection of the

‘uninformed’ investors (public interest argument). Regulations on conduct of business (such as

disclosure of information, liquidity ratios, application of contract law, marketing practices ...) being

regulated by host countries, the issue concerns essentially the solvency regulation of branches of foreign

banks. Although, this issue is not very relevant today as foreign banks have a very small market share

of domestic business (ECB, 1999), it could change in the future and investor protection needs  therefore

to be monitored.

3.2.2 Systemic Risk

Systemic risk could occur because a single bank is deemed too large to fail. Fears of contagion to other

banks (systemic risk) or fear of negative impact on consumption or investment could create an argument

for a bail out. In the specific context of  bank Merger&Acquisitions, three separate cases need to be

analysed.

1. A Dutch bank becomes very large with a significant portfolio of risks located abroad. This situation

raises first the difficulty of supervising and assessing the solvency of this international bank. Secondly,

in case of bank failure and partial or complete bail out, this could entail a very large cost for the Dutch

treasury or the Dutch deposit insurance. A  recent study by the ECB (1999) documents that the assets

located abroad represent 29.4 percent of domestic assets of French banks as compared to 15 % for

Italian banks.  With globalization, these numbers which capture only on balance- sheet figures are

bound to increase in the near future. To assess the potential cost of a bail out, we report in Table Nine

the level of  equity (book value) of the largest fifteen European banks as a percentage of the GDP of

the home country.  Not surprisingly, the highest figures are found in Switzerland and the Netherlands.
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17An additional issue not discussed in this paper  is the ability of the ECB to coordinate a central
bank-led bail out in case of a liquidity crisis (Prati-Schinasi, 1998).

The equity to GDP ratio is 9 % for the recently merged United Bank of Switzerland, 4.81 % for ABN-

Amro and 1 % for Deutsche Bank-BT. For sake of comparison, the equity of Chase and Bank of

America represent 0.3 % and 0.7 % of US GDP. If one takes as a reference point that the bailout of

Crédit Lyonnais will cost the French tax payers  twice the book value of its 1993 equity (admittedly an

arbitrary case), the cost of bailing the largest Swiss bank could amount to 18 % of Swiss GDP, as

compared to 2 percent of GDP in the case of a Deutsche Bank-BT case. 

2. Creation of a Dutch financial conglomerate as a bank decides to expand domestically into a set of

other financial services. Financial conglomerate of this type creates potentially two problems. The first

one is that in case of bail out it could again create a large cost for the Dutch treasury. The second is that

it can distort competition if the newly acquired business  benefits from the implicit bailing out guarantee.

In principle, these effects can be mitigated by creating effective fire walls between the entities, through

for instance the creation of separate legal entities owned by a holding company. However, this type of

separation could prove difficult to implement in case of the failure of one of the subsidiary as, in a world

of imperfect information,  a reputation effect could lead to run on other parts of the group, forcing the

bailing out of the entire group.

In the first two cases discussed above -cross-border expansion or domestic across-sector move-,

diversification of risk could reduce the probability of a (costly) bail out as long as the level of equity is

not reduced and the efficiency of management is not hampered by complexity. Adequate control of risk

management systems (ex ante supervision) and frequent and conservative valuation of the equity of the

group (ex post supervision) would facilitate early intervention and minimize the cost of a bail out.

3. The third case involves one large foreign bank buying a Dutch bank. The Dutch treasury could be

forced to bail out for internal stability reason, but would not have the right to supervise the branch of

a foreign bank because of home country control. As in this case, the  Dutch treasury would keep

financial responsibility, it should be able to keep some supervisory control. That is to say, home country

control or even ECB control has to be complemented by some form of host control as long as a the

cost of bailing out remains domestic17. In this last case, since the default of a large international bank

could affect many countries, the decision to bail out would demand coordination among these countries.

These arguments - the decision to bail out and the sharing of the cost of a bail out- suggest the need for
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further fiscal and supervision European integrationl, a state of the world that can not be reached as long

as nations want to retain full control of their public spending.

3.2.3 Concentration

The third public policy issues concern concentration and the fear of a lack of competition. Data on

market shares for deposits and loans are reported in Table Ten. Not surprisingly, they show relatively

high concentration in small countries such as Sweden and the Netherlands with the five largest banks

capturing more than 80 percent of the market, as compared to 14 percent for the case of Germany.

However, one has to be careful with concentration figures as they might not be a good predictor of

market power and large interest margins.  According to MacKay (1998), margin on personal loans

over the years 1990-1996 have been close to 400bp in Germany as compared to 100 in the

Netherlands.  Margins on mortgage loans have been on average

 373 bp in Italy as compared to 127bp in the Netherlands. Finland is an interesting test case as

concentration has increased substantially over the last ten years due to domestic mergers. One observes

that margins on  deposits have decreased form 8 % in 1986 to 1.4 % in the last two years, while

margins on household loans have increased form 0 % in 1990 to 2. 7% in the last two years (Vesala,

1998).

To assess the impact of concentration on margins, one must take into account two factors : The

presence of co-operative banks and the degree of contestability. As Table Eleven indicates, several

European countries have a very large segment of non-profit oriented financial institutions, savings banks

or co-operative banks. It is well known that in Germany, France or Spain these institutions competing

for size tend to reduce the margins charged by private profit-oriented banks. This situation could be

evolving as these institutions could change their legal status, a case observed in the United Kingdom

with large building societies becoming plcs. Secondly, one has to analyze the degree of contestability,

i.e. the ease for a new player to enter a profitable market segment. For instance, the creation of money

market funds has reduced the ability of banks to raise margins on deposits. Similarly, access by large

firms to the capital markets with commercial paper or bond issues reduces also the potential impact of

concentration on loan margins. However, some specific financial services appear to be less open to

contestability.  Both the  review of the financial services sector in Canada (MacKay, 1998) and in

Australia (Wallis, 1997) point out that the demand for cash and payment services and the access to

credit by small-medium size enterprise is primarily served by local branches of banks. Moreover,

although diminishing, there is evidence of clustering, that is consumers acquire products in bundle rather
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than individually (for instance, 70 % of Canadians  buy mortgage and credit cards from the institution

in which they do their primary banking services). In the United States (Kwast, 1999), the primary

financial institutions for 93 % of household is a local depository institution. For small businesses, the

primary institution is local for 88 %. This leads to the conclusion that the fear of excessive concentration

should focus on very specific banking services such as payment and credit to small and medium size

firms.  Vesala (1998) reaches similar conclusions in the case of the highly concentrated market of

Finland. An interesting corollary of this analysis (and a proposal in the Canadian MacKay review) is

the suggestion to open payment services not only to banks but also to insurance firms and fund

managers as a way to reduce concentration and increase competition. Such a move would blur the

remaining differences between banks and other providers of financial services

3.2.4 Lending to SME

In several countries, such as the United States, Canada or Australia, there has been the fear that the

creation of large banks would have a negative impact on the access to bank credit. Although the

argument runs against common economic logic according to which any profitable services would be

provided by the market, the perception is that large banks would concentrate their activities on large

corporate firms at the expense of small and medium size firms. Three empirical studies document the

impact of bank merger on small business lending in the United States. They reach a similar conclusion

that the impact is unlikely to be significant, but with different arguments. Berger et al. (1998) in a large

scale study over the period 1970s-1990s conclude that although the static effects of merger is

associated with a  decline in small business lending by the merged entity, there are significant offsetting

impacts, mostly from other banks. Their conclusions is that as long as other providers of credit-such

as specialized finance companies or other banks- exist, the supply of credit will be available as one

would expect from a dynamic, profit-orientated market place. Peek-Rosengren (1999) and Strahan-

Weston (1999) use a 1993-1996 data set of mergers to demonstrate that in many mergers the level of

small business lending actually increase.  In view of this empirical evidence, with competitive products

offered by non-bank financial companies or simply trade credit, and in view of the fact that more and

more banks are using credit scoring models to evaluate small business loans (69% of US banks in

1997), one can take the view that the impact of bank merger on small business lending will not be so

significant. To the best of my knowledge, no such study exists in Europe, and a task of central banks

should be to monitor both the quantities and prices of services to retail and small medium size

companies.
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3.2.5 Competitiveness

A final role for public authorities is to facilitate the creation of competitive domestic firms. This is

sometimes refer as the National Champion strategy.  Two strategies can be adopted.  The first one

allows concentration on its domestic market and large domestic profits which can be used to subsidize

operations abroad. This strategy would of course impose severe costs on the domestic economy. The

second strategy allows domestic firms to reach an optimal size and European coverage. In this case,

there appears to be a trade off between the benefits of large successful domestic firms and the ‘low

probability’ event of a very costly bail out. As discussed above, this trade-off appears particularly acute

in smaller countries. 

In the consulting literature, the key drivers of competitive advantage are identified as follows (MacKay,

1998). In retail banking, they include : Operational excellence, a distinctive customer offer, a strong

customer franchise, size, a broad product and distribution scope, and an international presence/skills.

In corporate/investment banking, the sources of competitive edge include : Operational risk

management, financial risk management, deployment of people and capital, partnership-like

organization. The sources of competitive advantage identified by consultants do match our earlier

analysis, in that both size and international coverage seems to be important success factors.

Section 4. Conclusions

In  European countries, mergers have allowed banks to increase efficiency. Mergers do facilitate the

coordination of the closing of branches. An alternative way to decrease the excessive size of the

distribution network would have been a State-led reduction of capacity as was done in the steel

industry. If scale or scope economies do prevail, mergers would be a better way to achieve both

efficiency and appropriate scale. But the very large empirical literature on the many potential sources

of economies of scale or scope identified in the report raises some doubt as to the significance of these

benefits, in particular for banks larger than euro 100 billion. A legitimate question concerns the existence

of  economies of scale and scope in the future as both new technology and the single currency are

transforming rapidly the banking industry. There is clear evidence that size is important to operate on

several segments of the capital markets (such as bond and equity underwriting, or custodian activities).

On the retail markets, it is the author’s opinion that size and European coverage will be important to
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develop a brand and to diversify credit risk.  In view of these potential gains to be achieved by mergers,

policy makers  have to consider the social cost of these mergers. 

Mergers &Acquisitions in banking are raising policy issues for three major reasons. The first one is

concentration, market power and too large interest margins which hurt the real economy. Since many

financial services are contestable, the worry about concentration should focus on lending to small

&medium size firms and on the supply of payments services. As concerns the latter, payment services

could be open to new financial players, such as mutual funds or insurance companies. Moreover,

competition from the co-operative mutual banking sector in some countries can reduce the impact of

concentration. Secondly , there is the concern that large banks will devote less attention to lending to

small &medium size firms.  Recent US evidence puts this argument into doubt by showing that, if larger

banks focus less on the retail sector, this opens opportunities to other financial services providers. The

third and more significant  issue in the author’s view is systemic stability, in particular in small

countries that have generated very large institutions, namely  the Netherlands and Switzerland. Under

the premise that the default of a large bank would be costly (or that a costly bail out would be

necessary), it would appear that small countries are facing a comparative disadvantage, as the cost of

public bailout will be spread among a smaller population. With a similar degree of risk aversion, one

would find it more efficient to spread the bailing cost across a larger European population base.

Moreover, since the default of a large international bank could affect many countries, the decision to

bail out should be coordinated. These arguments suggest the need for both a European bail out

authority and a European banking supervisor. However, this state of the world cannot be reached as

long as nations want to retail full control of  their public spending. In this second best world, smaller

countries will have to carefully balance the benefits of large and competitive financial groups with low

probability costly default. To improve the odds, they will need to develop superior supervisory systems

in three directions. The first will be to check the ability of financial instiutions to control risk ex ante.

Secondly, they will need to be able to value frequently and conservatively the solvency of financial

institutions to be able to step in before a large shortfall arises.  Finally, they will need to improve their

bankruptcy proceedings to facilitate the closing of financial institutions in those very rare cases of

insolvency. 
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Table 1 : Elderly Dependency Ratio

(Number of Persons Aged 65 & Over as Percentage of the People Aged 25-59)

1990 2020

Austria 24 % 33 %

Belgium 31 43

Denmark 33 45

Finland 27 48

France 30 43

Germany 29 40

Ireland 28 38

Italy 30 45

Netherlands 26 40

Portugal 29 37

Spain 30 38

Sweden 38 48

United Kingdom 34 40

USA 27 36

Japan 24 55

Source : Poortvliet and Laine, 1994 (author's calculation).
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Table 2 : Currency and home-country relationship in the choice of the bond 

                bookrunner (1996)

Percentage market share won by bookrunners of indicated nationality

German bookrunners French  bookrunners

Borrower Currency Borrower Currency

Mark Other French

Francs

Other

German 44 16 French 86 10

Other 37 2 Other 75 2

All 39 4 All 77 2

UK bookrunners Dutch bookrunners

Currency Currency

Borrower Pound Other Borrower Guilder Other

UK 40 21 Dutch 83 26

Other 48 3 Other 85 2

All 44 4 All 84 2

US bookrunners Japanese bookrunners

Borrower Currency Borrower Currency

Dollar Other Yen Other

US 86 46 Japanese 75 46

Other 54 13 Other 87 6

All 64 16 All 84 8

Source : McCauley-White (1997)



38

Table 3 : Top Underwriters of Investment Grade in USA (January-July 1998)

Manager 1996 euro bn Market Share

Merrill Lynch 102 17.4 %

Morgan Stanley Dean

Witter

83 14.1

Goldman Sachs 77 13.1

Salomon Smith Barney 75 12.7

CSFB 44 7.5

Source : Securities Data Co.
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Table 4a : Mutual Funds (OPCVM) Managers in France (December 1996)

euro bn Market Share (%)

Société Générale 31.3 7.4

Crédit Agricole 25.1 5.9

Crédit Lyonnais 24.1 5.7

BNP 23.96 5.68

CDC-Trésor 18.5 4.4

La Poste 16.3 3.9

CIC-Banque 14 3.3

Caisses d’Epargne 12.9 3.1

Banques Populaires 12.3 2.9

Paribas 8.2 1.95

Source : EuroPerformance, AFG-ASSFI.

Table 4b : UK League of Fund Managers

Total Assets Under Management

euro bn (Market share %)

Prudential 123.4 (9.6 %)

Schroder 119.3 (9.3 )

MAM 116.6 (9.1)

Morgan Grenfell 93.6 (7.3)

Commercial Union 92.2 (7.2)

Fleming 78.6 (6.1)

Invesco 78.6 (6.1)

PDFM 77.3 (6)

Gartmore 69.2 (5.4)

Standard Union 65 (5)

Excludes the assets managed by Wells Fargo Nikko, the US fund management arm of

Barclays.
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Table 5 : Interest Margins  of Commercial Banks

Belgium Denmark France Germany NL Spain UK

Average margin on

demand deposits1

(1980-85) (%)

(1987-92) (%)
(1994-95) (%)
(1996-98) (%)

11.2

8.7
5

3.0

16.2

9.0
NA
NA

11.7

9.7
6.1
3.5

6.5

7.2
4.8
3.4

5.6

6.8
4.3
3.4

14.5

6.0
3.6
0.6

10.8

7.0
3.6
3.6

Average margin on
savings deposits1

(1980-85) (%)
(1987-92) (%)

(1994-95) (%)
(1996-98) (%) 

5.6
3.9

1.9
0.65

8.9
7.0

NA
NA

4.3
5.2

1.6
0

2.8
2.2

2.9
0.62

2.8
4.7

2.8
1.5

10.7
9.0

5
1.4

2.5
2.0

NA
1.5

                        1Current short-term rate minus interest rate paid on deposits.

                         Source : OECD
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Table 6
Values of Target Institutions in M&A Activity in Financial Services from 1985 to 1997

Panel A : Domestic M&As

Target Institution

USA Europe

Acquiring
Institution

Banks Securities Insurance Banks Securities Insurance

Commercial
Banks

241
(51.8 %)

15
(3.2 %)

0.2
(0.1 %)

89
(36.0 %)

9
(3.6 %)

20
(8.1 %)

Securities
Firms

6
(1.2 %)

74
(15.9 %)

27
(5.8 %)

23
(9.3 %)

19
(7.7 %)

24
(9.7 %)

Insurance
Companies

0.3
(0.1%)

14
(3.0 %)

88
(18.9 %)

11
(4.4 %)

6
(2.4 %)

46
(18.6 %)

Table 6 (cont.) Panel B : International M&As
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Target Institution

U.S.-Non U.S. Intra-Europe Europe-Non Europe

Acquiring
Institution

Banks Securities Insurance Banks Securities insurance Banks Securities Insurance

Commercial
Banks

9.5
(13.6 %)

4.4
(6.3 %)

0.2
(0.3 %)

15
(17.9 %)

8.7
(10.4 %)

0.4
(0.5 %)

14.5
(14.5 %)

4.3
(4.3 %)

0.3
(0.3 %)

Securities 
Firms

3.0
(4.3 %)

14.7
(21.0 %)

7.7
(11 %)

4.3
(5.1 %)

5.8
(6.9 %)

1.1
(1.3 %)

15.6
(15.6 %)

15.9
(15.9 %)

12.9
(12.9 %)

Insurance
Companies

0.6
(0.8 %)

3.9
(5.6 %)

25.9
(37.1 %)

11.2
(13.4 %)

0.3
(0.4 %)

37
(44.2 %)

1.0
(1.0 %)

3.1
(3.1 %)

32.7
(32.6 %)

  Source : Berger et al (1999). The first figure is the dollar value (in billions) of M&A activity and the second number in parentheses is the
percentage of the total (these sum to 100 for each 3x3 matrix). Figures reported are the sum of the equity values of the target institutions.
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 Table 7 Domestic Mergers in Europe (Not complete. For illustration only).

Belgium 1992

1995

1995

1997

1998

CGER-AG (Fortis)

Fortis-SNCI

KB-Bank van Roeselaere

BACOB-Paribas Belgium

CERA-Indosuez Belgium

KBC (KB-CERA-ABB)

Denmark 1990

1999

Den Danske Bank

Unibank (Privatbanken,

Sparekassen, Andelsbanken)

Unibank - TrygBaltica

Finland 1995 Merita Bank (KOP-Union Bank of

Finland)

France 1996

1999

Crédit Agricole-Indosuez

BNP-Paribas

Germany 1997 Bayerische Vereinsbank-

Hypo-Bank

Italy 1992

1995

1997

1998

Banca di Roma (Banco

di Roma, Cassa di

Risparmio di Roma,

Banco di Santo Spirito)

IMI - Cariplo

San Paolo- Crediop

Credito Romagnolo (Rolo)-Credit

Italiano

Ambroveneto-Cariplo

San Paolo-IMI

Netherlands 1990

1991

ABN - AMRO

NMB-PostBank-ING

Portugal 1995 BCP-BPA

Spain 1988

1989

1992

1994

1999

BBV( Banco de

Vizcaya-Banco de Bilbao)

Caja de Barcelona-La Caixa

Banco Central-Banco

Hispano

Santander-Banesto

Santander-Banesto-BCH

Sweden 1993 Nordbanken-Gota Bank

Switzerland 1993

1997

CS-Volksbank-Winterthur

SBC-UBS
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United Kingdom 1995 Lloyds-C&G-TSB
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 Table 8a :International Mergers in Europe 2 

BUYER TARGET

Deutsche Bank Morgan Grenfell

ING Bank Barings

Swiss Bank Corp Warburg, O’Connor, Brinson, Dillon

Read

Dresdner Kleinwort Benson

ABN-AMRO Hoare Govett

UNIBANK ABB Aros

Merrill Lynch Smith New Court (UK)

FG (Spain), MAM

CSFB BZW (equity part)

Société Générale Hambros (UK)

2 Not complete. For illustration only.

 Table 8b : International Mergers in Europe 

BUYER TARGET

DEXIA (F, B, L,I) Crédit Communal, Crédit Local, BIL,

Crediop

BACOB (B) Paribas (NL)

GENERALE BANK (B) Crédit Lyonnais (NL), Hambros   (UK,

corporate) 

ING (NL) BBL (B)

FORTIS (B, NL) AMEV+Mees Pierson (NL) /

CGER/SNCI (B)/ Generale Bank

NORDBANKEN (S) MERITA BANK (F)
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 Table 9 Bank Rankings

Country Bank Equity (book value)

USD Billion, 1997

Equity/GDP

UK HSBC 26,405 2.8 %

CH UBS 19,491 9 %

F Crédit Agricole 19,432 1.7 %

F SG-Paribas 19,345 1.7 %

G Deutsche Bank-BT 18525 1.0 %

CH Crédit Suisse 14287 6.6 %

NL ABN AMRO 13960 4.8 %

G Bayerische Hypo 11,945 0.7 %

UK NatWest 11,442 1.2 %

Spain Santander-BCH 11,227 2.1 %

UK Barclays 11202 1.2 %

NL Rabobank 10,868 3.7 %

NL INGbank+BBL 10,275 3.5 %

UK Halifax 10,227 1.1 %

F BNP 10,109 0.9 %

USA Bank of America 46,800 0.7 %

USA Chase 22,000 0.3 %

Source Fitch IBCA, author’s calculations.
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Table 10 : Market Concentration (C5, five largest firms)

LOAN DEPOSIT

1985 1990 1997 1985 1990 1997

SE 62.65 64.89 87.84 SE 57.9 61.4 86.9

NL 67.1 76.7 80.6 NL 85 80 84.2

GR 93.16 80.75 76.9 GR 89.2 87.6 79.6

DK 71 82 75 PT 64 76 79

PT 60 73 75 DK 70 82 72

BE 54 58 66 FR 46 58.7 68.6

FI 49.7 49.7 56.2 BE 62 67 64

Fr 48.7 44.7 48.3 FI 54.2 64.2 63.1

IE 47.7 47.5 46.8 IE 62.6 52.6 50.2

ES 35.1 43.1 42.1 AT 32 36.4 39

AT 28.9 34 39.3 ES 35.1 39.2 38.2

LU 28.6 IT 19.9 18.6 36.7

UK 26 LU 28.02

IT 16.6 15.1 25.9 UK 26

DE 13.5 13.7 DE 11.6 14.2

EU 52.6 EU 55 55

Source : ECB (1999)
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Table 11 Market Shares (%) in the Credit Market (1995)

Institutions France Germany1 Spain

Private Commercial

Banks 64 % 24 % 62 %

Savings Banks 7 % 37 % 38 %

Co-operative Banks 29 % 14 %

Mortgage Banks 20 %

Others 5 %

 

1 1997 data for Germany

Source : OECD, Financial Times (Dec. 9, 1998)
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