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Abstract
In this paper we try to give a systematic overview ofr the possible motives and outcomes for mergers between different types of bank  The paper argues for a case study approachin analyzing the value effectsof mergers and acquisition. We present a number of methods which have been employed by practicioners and researchers to identify efficiency and profitability gains and review existing empirical evidence. We develop a framework to assess value creation in the context of M&A operation. The framework was used to analyze the BNP and Parbas merger.The analysis found that there was synergy in cost and profitability efficiency as well as an improvement in risk profile of the bank following the merger. On the other hand the stock returns of BNP Parbas indicated a fairly weak correlation with the operating performances. The finding of BNP-Paribas’s abnormal returns aree with most empirical studies conducted in the field which show that the gains of the targets’ shareholders are at the expense of the acquirers’ shareholders; the BNP, Société Générale and Paribas . 
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1. Introduction

In the US, the liberalization of state geographic restrictions on branching and holding company acquisitions has enabled the banking industry to consolidate at a rapid rate over the last 15 years. Cornerstones of the deregulation were the the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994, which allows essentially nationwide branching and the Gram Leach Bliley Act of 1999 which has removed the last remaining barries between commercial banking, investment banking,  merchant banking and insurance activities. As a consequence the number of banks has plummeted, and larger banks spanning ever wider geographic areas have become prevalent. 

For different reasons the European banking sector has also witnessed tremendous M & A activity in the last few years (1993-2000). The merger wave seems to have been triggered by the deregulation of financial services in the European Union (EU) and the launch of the Euro. Surprisingly, however, so far, mergers among banks have been mostly within national markets. Cultural differences and regulation have made international mergers the exception. The new and old giants such as Deutsche Bank, UBS, HSBC and Crédit Agricole are all still mostly active in national markets. It seems that the recent mergers have mainly been motivated by the anticipation of increased competition on an European level. Banks have tried to position themselves for the shakeout which will be unavoidable if European markets become truely integrated. Major changes in the European banking industry are therefore still lying ahead.

Table 1 gives the largest European Banks by Market Capitalization in 2002.

	Rank
	Bank
	Country
	Maret cap (€bn)

	1
	HSBC Holding
	UK
	125.37

	2
	Royal Bank of Scotland
	UK
	94.48

	3
	Lloyds TSB Bank
	UK
	72.79

	4
	UBSC
	Switzerland
	68.36

	5
	Barclays
	UK
	66.51

	6
	BNP Paribas
	France
	51.52

	7
	BSCH
	
	48.45

	8
	Deutsch Bank
	Germany
	47.08

	9
	BBVA
	
	42.56

	10
	ABN Amro
	Holland
	35.20


The ranking was based on the market capitalization before the merger of Crédit Lyonnais and Crédit Agricole-Indo Suez. On a global ranking the American banks; Bank of America and City Bank are much bigger.

The table 2 gives the merger and acquisitions in the European banking industry since 1995. The total number of M&As seems to have increased., but it is too early to speak of a trend. The most striking feature is that more than 80 % of the operations are domestic. Of the foreign M&As, the majority are with third countries outside the European Economic Area. 

Table 2 (Mergers and acquisitions in the banking sector in Europe)

	
	1995
	1996
	1997
	1998
	1999
	First half 2000

	Total bank M&As
	326
	343
	319
	434
	497
	234

	Of  which domestic
	275
	293
	270
	383
	414
	172

	Of which within EEA
	20
	7
	12
	18
	27
	23

	Of which with third country
	31
	43
	37
	33
	56
	39


Source: ECB M&As involving banking industry December 2000

In summary:

· Domestic M&As mainly occur between smaller institutions, indicating a mop-up of excess capacity;

· Consolidation of smaller institutions has been a general phenomenon during the whole period.

· M&As of large institutions are increasing both in absolute and relative terms, thereby affecting the market structures in some member states.

2. Reasons for the recent activity of mergers in the Banking sector

We will classify the motives for bank mergers in efficiency related and strategic reasons and then further detail possible sources of efficiency gains and the strategic reasons.

Efficiency gains

Economies of Scale 

Size does matter. By consolidating their activities with others , banks hope to gain economies of scale. These economies of scale become particularly important for investments in information technology systems. Installation of IT systems is becoming extremely important in this new era of technology. The IT systems will enable banks to offer better products to their customers in the face of increased globalisation in today's financial markets. Increased size and the associated economies of scale enable banks to offer more products.

Cost Cutting

Often there are overlaps in the operations of two banks especially in terms of the geographic area covered. By merging, the size of the bank increases, but tremendous cost savings are to be had by closing redundant retail branches, dealing rooms, expensive IT systems, and of course by laying off employees. For example when Bank of Scotland launched a hostile $36 billion bid to take over National Westminster Bank, Bank of Scotland promises to deliver savings worth $1.67 billion in a period of three years by cutting costs at National Westminster Bank which was considered the country's least efficient bank.

Diversification

The financial risks that banks have to be able to master become more and more important. Larger and larger companies demand larger and larger credits and equity offerings. A bank servng these clients should be able to shoulder the firm’s risk at least temporarily if it doesn’t want to share the market with outsiders through syndication. At the same time sophisticated and precice credit risk management becomes more and more important as the Basel 2 regulations will ask banks to poove that they can correctly identify and absorb risks. Size is an enourmous advantage.

Economies of Scope

Apart from simple size effect it is often argued that opffering a broad range of financial services is more efficient than offering these services in separate units. This aspect is especially important if the merging banks have different activities – for example in the case of an investent bank merging with a commercial bank as in the case of the BNP-Parisbas merger discussed below. There are a number of reasons for why it may be cheaper to provide a large range of products and services than only highly specialized services:

Reusability of Information

A major souce of efficiency could be the reusability of informations. Banks are essentially information intermediaries (Diamond 84) and information produced in a lending relationship will be also useful if the company wants to issue debt or equity . Hence, universal banks should be able to operate more efficiently than each pre investment and pure commercial banks. For example when underwriting equity they will be able to draw on the experience from lending and their information from providing payment facilities to the firm. This detailed knowledge will be very difficult to obtain for an putside investment bank and may convince investors that the offer is an attractive one.

Reputational spillovers

A good reputation with firms as well as with investors is a crucial asset for any bank. Companies have to be sure that the bank will not exploit market power stemming from their  informational advantage (Rajan 92) and that they will put all their effort in obtaining good conditions and prices if issuing equity. Similarly investors will trust an underwriter with a succesful track reckord more than un upstart who would have incentives to sell overpriced equity. Recent empirical studies have shown that mispricing of issues in indeed more frequent for small and relatively unknown investment banks than for the bulge bracket firms. A merger could help to transfer reputation form the acquirer to the target. Clients can reasonably expect that the procedures and prudence applied at a well known  acquirer will be transfered to the target. 

Better product mix

The product mix argument is similar to the “economies of scope” argument. Howver, whereas economies of scope only concern the cost factor the product mix argument concerns the revenue side: In fact simultaneous offering of a broad product range could make the bank’s prodcts more attractive for custumers and therefore enable the bank to charge higher prices. Some companies may prefer a one shop policy. It makes things mucgh easier if fthe same bank is able to provide the same service in al countries in whuich the company operates. In addition compatibility between products may 

Strategic reasons

Increased Competition

The banking industry is very fragmented across the world. For example, in Germany, the four largest banks hold less than 20% of the retail market. Whereas traditionally banks acted and competed regionnaly, over capacity in the banking sector has led the banks to compete interregionally. This increased competition in the banking sector has put a pressure on the marginsand raised concerns about insufficient risk coverage. Thus although banks wish to increase their size, they do not want to add capacity to the industry. Thus, the best option is to have a merger or an alliance. 

Some banks are using alliances and mergers as a strategic method to establish a platforn in previously untapped markets. An excellent example is the take over of Bankers Trust by Deutsche Bank. Through this move, Deutsche Bank hopes to make inroads into the American Investment Banking sector. between developed and developing countries. 

Domino Effect

Finally, another reason that banks are merging is simply because everyone else is doing it! The formation of Citigroup, the continuous expansion of Deutsche Bank, and the collapse of the Japanese financial sector, triggered the merger involving Dai‑Ichi Kangyo Bank, Fuji Bank and Industrial Bank of Japan. 

Too big to fail

Whereas this argument is rarely advanced by the bank managers themselves it has been discussed exensively in the academic literature. Indeed the fauilure of a very large bank would cause such a disruption of a county that it makes goverment intervention almost unavaoidable. The events around the failure of LTCM seem to confirm this view. 

Empire building

As with all industries a primary reason for mergers may be the egos and the compensation of top management. It is well known that executives remuneration depends less on the companie’s performance than on its size – therefore even if there are no likely efficiency gains, bank lanagers may be inclined to merge simply because they anticipate an increase in their revenues. Thuis may be particularly imprtant for comercial banks acquiring investment banks. Typically the salaries in investment banks are in an enjtirely different ragnge and commercial bankers may hope that they will bbe able to align their compensation on the remuneration  of their counterparts from Investment banking. 

But pure thirst of power may alos play a role. The successive chairmans of the Deutsche Bank have repeatyedly stated their ambition to become the largest unviersal bank in the world without really explaining why this would also be a good thing for shareholders. 

3. Some possible causes for failures

Why do very often bank merger fail: either by not taking place at all: The anounced merger between deutsch and dresdner beeing a famous example, or by not creating the efficiencies and anticipated benefits for shareholders. Again there is no simple answer to this questions but a number of reasons which apply in lrger or smaller extend to different mergers. 

Orgaizational diseconomies

Integrating two different banks poses a formidable organizational task. Procedures, internal regulations, traditions and last not least computer systems, which have evolved and been optimized druring decades have to be integrated. These tasks can become so complex and costly that they may outweigh the long run efficiency gains or even interrupt the functioning of the everyday busness. An example is again (large Japanese Bank) where the attempt to integrate the computer systems led to a complete breakdown of the bank’s business and a huge loss of data. Similar effects on a less dramaitc level take place during every bank merger. Even the best planning cannot avoid unforseen consequences of changes within an organization as complex as a bank.

Conflicts of Interest

A more theoretical argument for diseconomies of scale in particular between investment and commercial banks are conflicts of interest or at least conflicts of interest anticipatedby clients. Take the asset management and the private client businesses. Universal banks will have the tendency to sell their own investment prodct to the clients even if they are not the best performing on the market. Similarly there may be a problem if underwriting and asset management coexists in the same corporation: Companies may mistrust the “chinese walls” that banks supposedly build between these units to avoid information exchange. The infromation from the preparation of a merger or an equity issue can be potentially hugely profitable for the bank and if this information is exploited intelligently it is almost impossible to detect or even proove misuse. Of course these gains come at the expense of the client. 

Cultural/ Managerial differences

This is the most frequently cited reason for the failure of mergers to produce shareholder wealth. Of course it applies mostly to international mergers bu aso to mergers between investment and universal banks with their very different business culture. 

4. Measuring Performance: Approaches and empirical evidence

According to financial theory, an acquisition of another company is a capital investment like any other investent decision and the basic principles of capital budgeting apply. The acquisition decision should contribute to the shareholders’ wealth. The difference, between a classic capital budgeting and an acquisition decision is that in the second case the shareholders of two separate firms are involved and henceforth the wealth of the shareholders of both the firms is increased.  In other words the synergy gains from the merger operation should be shared between the shareholders of the two firms (Myers).

The economic gain of a merger is obtained by adding the present values of the excess cash flows of the merged firm as compared to the cash flows of the two firms if they operated as independent firms. The discount rate should be the cost of capital of the merged firm. Therefore, a merger operation is only justified if the two firms together are worth more than apart. The economic gain is given by:
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The economic gain sould be shared between the shareholders of the two firms. The synergy gains can be due to increased cash flows or decrease in the cost of capital or eventually a combination of both. 

The key question is now, whether or not bank mergers actually achieve the expected performance improvement.

The primary cause of this gain in value is supposed to be due to the performance improvement following the merger. The past research has essentially conentrated on the value creations through improvements in the following areas; efficiency improvements, increased market power and risk diminution through diversification leading to lower earnings volatility. The objective of this paper is twofold, firstly we look at the different indicators that can be used to measure the gains from the merger operation; and secondly we discuss the reasons evoqued for justifying these operations. 

We feel that each M&A operation is to a certain extent unique, because the econometric studies over a period of time do not capture properly the specific factors linked to the economic environment and more specifically the importance of the behavorial and domino effects. We feel that an in-depth case study approach is useful to capture the different dimensions of a M&A operation ( Ruback 1983). We therefore analyse the takeover battle involving BNP ( Banque National de Paris), Société Générale and Paribas, three French Banks during the year 1999. The information and data were obtained from published sources and also through interviews of the actors involved in the operation. It should, however be stressed that most of the information in M&A operations are confidential and the parties are often reluctant to provide them. The paper is divided into four sections, the first section discusses the indicators of performance , the second section analyses the reasons for the recent activity of mergers in the banking sector, the third part discusses the reasons for mergers in the European banking sector, the fourth section carries out a critical analysis of the BNP, Société Générale and Paibas operation, the fourth section comments on the proposed synergies and finally we draw some conclusions. 

We will give a breif overwiev the different performance measures applied by practitioner and academics to evaluate a merger.  

Shareholder vaue based methods

Tobin’s Q

Tobin’s Q is defined as follows:

Q = (Market Value of the firm) / ( Replacement Value of the Assets)

In practice, however, the Tobin’s Q is approximated by the ratio of Market Value of Equity to the Book Value of the Equity. Since these data are easily available, it is an useful indicator of creation of shareholder value. In the case of a bank merger on can compare the Q vlues before and after the merger to measure any synergy gains.  

Event Studies

Event studies are used to measure the abnormal returns in the M&A operations. The structure of an event study includes the folowing steps:

The first step is to define the event and identify the period over which the stock prices of the firms involved will be examined or the event window. Three windows need to be specified; the estimation window ( T0-T1), Event window (T1-T2) and the post event window (T2-T3). The event is situated in the middle of the Event window.

Secondly, we need to define a measure of abnormal return. The abnormal return is the actual ex-post return of the security over the event window minus the normal return of the firm over the same period. The normal return being is the expected return if the event did not take place. The CAPM model is commonly used to determine the expected return.

The cumulative abnormal returns (CAR) are used to accomodate multiple sampling intervals within the event window. 
[image: image8.wmf]
Accounting return based

There  are several ways of measuring annual profitability starting with accouning data. The indicators that are most commonly used to compare profitabilities are ROE (return on equity) and  ROA (return on assets). The main drawbacks of these indicators are, firstly they are both accounting returns and secondly these measures are not risk adjusted and lastly they do not take into account the NPV or the concept of value creation for the shareholders.. Another accounting based criteria that is used to justify the synergy gains within the context of M&A operations in the banking sector is the evolution of the cost to revenu ratio before and after the operation. This indicator measures the ability of the bank to limit cost growth to below the revenues growth. 

To overcome these shortcomings, we suggest two alternative measures, the risk adjusted after-tax return on equity (RAROE) and the Tobin’s Q. In addtion the concept of EVA can also be used to measure any synergy gains. One has to ensure that the EVA is calculated based on the market value of the capital employed.

Risk Adjusted Return on Equity (RAROE)

Firstly, one should determine the After-Tax Return on Equity (ROE). This is the ratio between the Net Income and the Book Value of the Bank Equity. Net income is obtained after depreciation, amortization, provisions and exceptional items and tax. As long as the depreciation and provisions accurately measure the changes in the value of the assets, they are equivalent to the losses incurred by the investors in the bank’s equity, the ROE is a good measure of the returns to the shareholders. In reality, this measure is far from satisfactory. The loss provisions on existing loans do not accurately reflect the losses on the bank’s loan portfolio. Provisioning standards in most countries are usually backward looking and do not take into account the expected deterioration (or improvement) in the credit quality of the counter-parties. The provisions are based on materiaization of deteriroation of the credit quality., in most cases, when their is a default of payment. Secondly, the fact that Net Income takes into account the exceptional items also, does not reflect the banks ability to generate profits. This can obviously be corrected by ignoring the exceptional items in calculating the Net Income.

Another problem with this indicator is that the Return is based on the Book Value of  Equity. It does not therefore reflect the market based return. This is not an handicap in reality; as we know that the market value of the equity adjusts to reflect the return expected by the shareholders. When the ROE is different from the expected return, the share prices will change such that the Return based market value of equity is the same as the ROE.  

An additional problem of ROE is that it ignores any changes in the risk of the new entity.  The new entity created by the merger of two banking institutions may have a different risk level. In fact, one of the reasons given for margers is diversification (see next section), this should lead to lower risk. We know that the expected return by the shareholders is determined by the perceived risk, and any lowering of risk should lead to a reduction in the expected return. We therefore feel that a risk adjusted return should be used to measure performance. 

The usual way of computing a cost of capital, which takes into account the business risk, is to use the Capital Asset Peicing Model (CAPM). The main idea behind CAPM is that investors will demand to get compensated for higher business risk by higher expected returns. The CAPM model, states that the portion of risk which is compensated by the market is the systematic or market risk and not the total risk. The expected return is given by the Security Market Line (SML), it is represented by the following equation:
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Volatility of the Asset I, Beta measures the systematic risk of the Asset I.

Beta varies cosiderably between banks. In the case of an universal bank, the beta for the different segments of the banking business will be different. For instance, the beta of the business loan segment could be significantly different from the consumer loan segment or the mortgage loan business. The value of beta of a bank is determined by the bundle of business activities undertaken by the bank. It can therefore be said that the beta of a bank is a choice veriable, as a bank can modify its beta value and as such the expected return of the shareholders by changing its business profile. The beta of a merged bank can be different from the beta values of the individual banks before the merger operation.

The indicator of profitability should therefore take into account the return after adjustment for risk. The risk adjusted return could be computed as follows:
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the beta of the Bank I before the merger, bank I being the acquiring bank in the M&A operation. RAROE takes into account any change in the systematic risk of the acquiring bank due to the merger. It should however be underligned that RAROE could lead to erroneous conclusions as its value is dependent on accounting data and the value of beta is difficult to estimate and subject to large standard errors. 6. The BNP – Paribas merger

5.Profiles of BNP, Societé Générale and Paribas
 (pre‑merger situation)

BNP

BNP was and still is France’s most profitable bank. Since its privatisation in 1993, BNP has been successfülly carrying out a modernisation program for the benefit of its stockholders, customers and employees. Since 1993, the net income attributable to the bank has increased sevenfold to about FF 7.3 billion and earnings per share by a factor of 5, to FF 33.86. Its return on equity has increased from 2.2% at the end of 1993 to 11.8% at the end of the year 1998. This has made BNP France’s most profitable non mutual bank.

Nature of activities 

Retail banking
Within France
This core business comprises the retail banking activities of BNP and Banque de Bretagne, as well as logistics, marketing, collection, and other support functions provided to those entities. Serves 6 million individuals.

Outside France
The core business outside France, comprises BancWest (the fifth‑largest bank in California and the second largest in Hawaii, with 220 branches and 800,000 customers) and BNPI‑SFOM  (330 branches and 500,000 customers in Africa, the Middle East, and the Indian Ocean). BNPI, another subsidiary also handles the BNP Group's business in France's overseas areas.

Private banking and Asset management

The private banking wing of BNP is involved in designing portfolios according to the needs of both individuals and companies. It uses the information and resources of their economic research wing to analyse the investments of its clients and to recommend alternate and better investments. Asset management at BNP involves centralising the management of assets, achieving optimum tax efficiency and shielding assets from possible exchange controls.

Investment banking

Banexi, a fully owned subsidiary of BNP carries out the investment banking activities of the group. These activities include : Mergers and acquisitions, Financial engineering, Privatisation of companies and Valuation.Banexi is present in fifteen countries outside France. BNP Banexi is the world's largest merchant bank in number of transactions and is the fourth largest bank in terms of value of transactions.

Electronic banking

This activity, known as BNP Geolink teletransfer is presently focussed on Centralising of accounts worldwide, Centralised funds transfer and e-banking.

Export finances / Trade services OR wholesale banking with structured Finance

The structured finance division of BNP is involved with the design of financial instruments to reduce risk. These risks arise from two sources, namely interest rate variation and exchange rate variation. They are involved with the design of SWAPs, FRAs, collars and other options.

Specialised financial services

BNP Lease a fully owned subsidiary of BNP has been organised as the BNP World‑wide line of Business for leasing in December 1998. The International Division of BNP Lease has been set up to that effect, and it is fully operational since the beginning of 1999. It has 20 branches in 15 countries. It provides lease services in capital goods and real estate except those required by the aeronautics and shipping industry that is done by other group companies.

Economic research

The economic research wing of BNP is like the R&D division of a manufacturing organisation. The results of this unit are used for their activities in structured finance, export finance and merchant banking. 

Income growth of BNP

As mentioned earlier, the income of BNP has grown sevenfold from 1993. The details of income, EPS and return on equity growth of BNP in millions of Euro are given in Table 4.

Société Générale

Société Générale is a prominent French bank. Société Générale is the largest private sector bank in France, with assets of about $412 billion, BNP is number two at about $349 billion. While Pariabs has assets worth $284 billion. The figures correspond to year 1999. Société Générale had the sixth largest market capitalisation on the Paris Stock exchange amounting to 22.25 bn Euros at the end of November 1999. It has a good presence abroad with as many as 500 branches outside Fance though most of its activities are concentrated in France. ( 2,600 branches).

Nature of Activities

Société Générale's business is broadly divided into Retail Banking, Asset Management and Private Banking, Corporate and Investment Banking, and Corporate Centre. The division of Income across these areas for the first half of 1999 is indicated in the Table 3:

Table 3 Division of income across varions activities

Area


Income (EUR Million)
Percentage of Total (%)

Retail Banking


93


30.7

Asset Management and

88


6.9

Private Banking

Corporate and Investment
3 467


36.4

Banking

Corporate Center

333


26,0

Total:



1 281


100.0

Société Générale offers a wide range of financial services both to individuals and to institutions: 

For small and medium sized businesses, the bank offers Equipment Finance, International Trade Finance, Electronic Banking Services, Employee Benefit Plans, Capital Markets Services, Working Capital Management and Finance, Corporate Finance, and Investments and Deposits.

SG aims to act as a focal point for multinational firms and provides services in commercial, transaction and investment banking. More specifically, it provides advisory services for Mergers and Acquisitions, consulting for primary and secondary equity linked transactions, and the whole gamut of services related to raising finance for businesses.

SG also act as an interface to the financial markets, including equity based derivatives, fixed income securities, commodities, and currencies. It is also active on the futures markets.

SG Asset Management has more than 35 years of experience in securities with more than FF 865 billion in assets under management.

SG also provides international cash and liquidity management services.

For institutional investors, SG has a department, comprising of specialists in key fields such as insurance, pensions and fund management.

For high net worth individuals, SG has wealth management and private banking service.

Société générale is actively involved in developing financial instruments for hedging and arbitraging. It is also active in the for ex and interest rates markets. Its capital market activities employ as much as 4500 people representing almost 15 % of its total workforce. The key figures of the bank Société Générale (SG) are given in table 4.

Paribas

Paribas was founded in 1872. It had started of, as a bank with an industrial focus. It had been a major player during the two world wars. It started penetrating the world market in the 60s. It was subsequently nationalised and then privatised in the 80s. Paribas then took up a restructuring exercise in the 90s with a focus on core areas. It has 220 branches in 60 countries worldwide.

Paribas has a shareholders' equity (1998) of FRF 56.4 billion (USD 8.6 billion) and a Cooke solvency ratio of 9.1%. Paribas’s aim is to strengthen return on equity ‑ currently at 12% ‑ to 15% by the year 2000.

Nature of activities

Paribas is a specialised international bank with a strong European base. Its strategy is focussed on selective growth in expanding markets with emphasis on technological innovation, creativity and world‑wide presence ( presently active in 60 countries) and distribution.

Paribas is organised around four core businesses:

Corporate and Investment Banking
Asset Management and Banking Services

This includes the Institutional and Private Asset Management activities of the various subsidiaries of Paribas such as Banque Paribas, Cardif, Cortal, Global Securities Services, and Banque Directe.These have recently been combined within single asset management and services sector.

Its clients continually recognise Paribas's position as the leading provider of securities services in Europe. In the annual Agent Bank Survey for Major Markets published by Global Custodian magazine, Paribas received a "Top Rated" or "Commende » status in all markets where it operated.

Banque Direct, a home Banking system , is an innovation by Paribas which enables clients to conduct their banking business at the most convenient time, in absolute safety, and under competitive terms.

Retail Financial Services

Within Paribas, dedicated subsidiaries like UFB Locabail, Arval, Cetelem, and UCB provide specialised financial services to individuals and businesses.

UFB Locabail provides capital good financing and factoring services to a clientele of European businesses. Arval, a subsidiary of UFB Locabail, provides long‑tenn rental of vehicle fleets. The European consumer finance leader, Cetelem and its subsidiaries offer durable goods, automobile and home‑improvement loans through 102 branches, direct marketing, and the outlets of its retailing and financial partners, including Carrefour, Conforama, Darty, the French savings banks and Banques Populaires networks. 

Proprietary Investments and Real Estate

This includes: Paribas Principal Investments (PPI), one of the largest and most active equity in Europe (with a portfolio of EUR 6.5 billion), Klépierre (one of the largest listed commercial real estate investment companies in France), Ségécé (major player in the development and management of shopping centers in France) and Sinvim (a real estate development company).

The comparison of key statistics of the three banks is given in table 4.

Table 4: Comparison of key statistics

	
	BNP
	SG
	PB
	BNP
	SG
	PB
	BNP
	SG
	PB

	Total Assets (bil Euro)
	283.7
	271.1
	232.1
	310.2
	374.9
	210.2
	324.8
	383.5
	248.5

	Net Income (M Euro)
	588
	693
	663
	909
	993
	1002
	1114
	1073
	1002

	EPS  (Euro)
	2.85
	7.94
	-
	4.31
	9.67
	3.90
	5.16
	10.73
	3.92

	ROE  %
	7.4
	8.7
	-
	10.40
	10.6
	13.0
	11.8
	11.2
	12.0

	Pruden-tial Ratio %
	9.1
	10.22
	-
	9.9
	11.11
	8.9
	10.4
	11.15
	11.0


Source: Annual reports

Chronology of events

Presented below is a sequence of events that led to the culmination of the take‑over battle between BNP, SG and Paribas.

1998‑1999: SG & Paribas had plans of a merger. These plans however, were not shared with the public.

Feb 1, 1999: SG announced that it will buy Paribas for a share exchange for 15.1 billion Euro. Such a merger would lead to the creation of France's largest bank.The details involved were as follows:

Exchange ratio of 5:8 for every Paribas Share

17% premium for Paribas

Feb 15 , 1999: An attack by major European banks especially BNP was predicted by the market.

March 9, 1999: BNP announced its plans of creating SBP by taking over SG & Paribas for $37 billion Euro's. the market response to this offer was favorable. This would lead to the creation of the worlds largest bank with assets in excess of 1 trillion USD. The other details were as follows:

11:8 for Paribas (18.2% premium) and 15:7 for n (14% premium)

SG & Paribas termed the offer as 'unfriendly' and 'hostile'

BNP's Chairman, Michel Pebereau said that he was ready to merge with Paribas alone

There was a fear of thousands of job losses

March 1 Oth ‑ June 14th , 1999: All along, a counter offer from other European banks was expected.

June 14, 1999: SG sweetened its bid for Paribas 

5:8 + 75 Euros OR 3:2 (for first 30%)

June 21, 1999: The Commission for Lending Institutions (CECEI) denied authorisation for SG saying it required more deliberation.

June 23, 1999: A meeting of the CEO's of the three banks with Chairman of Bank of France, Mr Trichet

Mr Trichet proposed splitting Paribas 50:50 through a holding company

June 29, 1999: No solution was found. There was a total collapse of talks.

July 1, 1999: BNP improved its offer for both SG and Paribas. The increase figure amounted to $41 billion.


July 7, 1999: CECEI gave BNP authorisation to "take control of 50.01% or more. It also authorised a higher bid for SG too.

July 8, 1999: SG hinted at increasing its bid for Paribas for a second time.

July 12, 1999: SG rejected the improved offer of BNP

July 22, 1999: Axa, Europe's largest insurer said that it will tender 7.4% in Paribas and 0.4% in SG to BNP. AGF, French insurer with 5.09% and 2.4% rejected BNP offer.

Aug 13, 1999: BNP gets 65% share in Paribas but only 31.5% (significant minority) in SG. This lead to chaos; however, SG stock soared.

Aug 16, 1999: The regulator was to decide the three‑way deal after SG shareholder's rejected the BNP offer. The merger between BNP and Paribas goes through.

Aug 19, 1999: Trichet proposed that SG and BNP hold comparable stakes in each other.

Aug 22, 1999:SG was not averse to working an alliance with BNP in strategic areas but refused any stake.

Aug 23, 1999: Pebereau said that SG will be allowed to continue as a separate entity for three years, with BNP maintaining its stake. SG rejected this offer.

Aug 24,1999: Chairmen prepare to meet with the CECEI ;

Aug 25, 1999: Paribas chief, Levy Lang quit after failure of merger with SG.

Sept 21, 1999: BNP decided to launch bid for the rest of Paribas. Chairman Michel Pebereau said that a merger with Dresdner bank of Gernany was possible in the future.

6. Analysis and Findings

6.1 Data

The data were obtained from the following sources:

· Accounting data: 

The primary sources for these data are from the Bureau van Dijk Electronic Publishing and Euronext websites. We also obtained data from the bank’s annual reports. The sample for French banking industry  includes BNP Paribas (BNP), Société Générale (SG), Crédit Lyonnais (CL), Crédit Agricole SA (CASA), Dexia and CIC Banqes (CIC). These banks represent a significant part of Euronext’s SBF-120 index. The data is available over a five year period.

· Stock prices

 The daily prices were obtained from Datasteam. The timeframe used in our analysis covers the period 1997- 2003. However, we have used some secondary data from Hongkong and Shanghai Banking Corporation (HSBC). As regards the Market Index, we have used CAC-40 as a proxy for the French Stock Market. This was downloaded from Datastream.

· Risk free rates

 We have used the French Government 3 month T- Bill rate as the basis for the risk free rate. These are published by the Banque de France.

6.2. Key efficiency ratios
Three ratios were used to measure the performance , namely ROE, ROA and Cost to income ratio. In addition, we also analyzed the PER and the Price to Book ratio (MV/BV).

ROE (%)

	
	2002
	2001
	2000
	1999
	1998

	BNP
	11.38
	15.39
	17.89
	6.91
	9.41

	SG
	8.46
	11.67
	15.94
	6.91
	5.52

	CL
	9.01
	9.41
	6.79
	2.74
	3.91

	CASA
	
	7.78
	7.82
	7.23
	6.54

	Dexia
	7.4
	7.37
	7.4
	10.28
	9.58

	CIC
	8.39
	9.07
	5.98
	2.53
	6.78

	Average
	8.93
	10.12
	10.30
	7.78
	6.96


It appears ROE of BNP improved significantly after the merger (1999). Since 2000, the performance was well over the sector average.

Table 3. (ROA %)

	
	2002
	2001
	2000
	1999
	1998

	BNP
	0.46
	0.49
	0.59
	0.21
	0.34

	SG
	0.28
	0.42
	0.59
	0.57
	0.18

	CL
	0.35
	0.40
	0.37
	0.32
	0.08

	CASA
	
	0.22
	0.28
	0.23
	0.20

	Dexia
	
	0.31
	0.39
	0.31
	0.31

	CIC
	
	0.22
	0.22
	0.17
	0.06

	Average
	0.36
	0.34
	0.41
	0.30
	0.19


As regards the ROA, we see the same trend as ROE. BNP’s ROA increased steadily after the merger year (1999) and it has outperformed the industry.

IT seems that in 1999, both ROE and ROA fell below the industry average, this is probably due to the restructuring costs involved during the operation.

Table 4 ( Cost to income ratio %)

	
	2002
	2001
	2000
	1999
	1998

	BNP
	62
	59
	61
	63
	64

	SG
	67
	68
	66
	68
	69

	CL
	66
	67
	74
	69
	70

	CASA
	
	61
	64
	59
	69

	Dexia
	
	41
	47
	41
	50

	CIC
	
	65
	65
	71
	71

	Average
	65
	60
	63
	62
	65


The cost efficiency as measured by the  Cost to Income ratio indicates an improvement after the merger till 2001. BNP has performed better than the sector and the results are consistent with the two other indicators ROA and ROE.

Market based performance indicators

Table 5 (Price Earnings Ratio)

	
	2002
	2001
	2000
	1999
	1998

	BNP
	10.3
	10.8
	9.9
	16.4
	13.6

	SG
	16.3
	11.8
	9.8
	11.8
	12.7

	CL
	21.5
	15.8
	18.1
	26.9
	

	Dexia
	
	12.9
	16.8
	16.5
	16.1

	Average
	16.0
	12.8
	13.6
	17.9
	14.1


 Table 6 (Price To Book Ratio)

	
	2002
	2001
	2000
	1999
	1998

	BNP
	1.3
	1.9
	1.9
	2.1
	1.5

	SG
	1.4
	1.6
	1.9
	2.0
	1.4

	CL
	2.2
	1.6
	1.7
	2.4
	

	Dexia
	
	2.4
	2.8
	2.4
	2.2

	Average
	1.7
	1.9
	2.1
	2.2
	1.7


Contrary to the accounting based performance ratios, the PER and the Price to Book Value ratio show that BNP has sytematically underperformed compared to the market. This could be explained by the risk adjusted required rate of return. In other words, although the ROE increased, it was still the required rate, given the level of the sytematic risk.

Analysis of the merger effect on the stock returns

To assess the impact of the merger on the stock returns we use the event study framework. We carried out the analysis both for BNP and Société Générale. The normal returns are estimated from the market model expressed as
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To estimate the parameters of the model we used the data in the estimate window. The estimate window in our analysis is defined as the one year period preceding the merger, and in order to normalize we have taken the whole year of 1998. We chose the CAC-40 as the reference for the market index. The regression of the daily stock stock returns against the CAC-40 returns in 1998, provides the parameters. For BNP, the summary of the results were as follows:

Estimated value of Beta  1.54 (significantly different from 0, t statistics 20.04

Estimated Alpha value   -.000003 (not significantly different from 0

These values were used to estimate the abnormal returns based on the equation
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One should note that the alpha and beta used here are the estimators as obtained from the regression. The single abnormal returns are then aggregated along the timeline in the event window to calculate the cumulative abnormal returns (CAR).

To test the significance of abnormal returns we need to estimate the variance CAR.  Since CAR is the sum of single abnormal returns, which are assumed to be uncorrelated, the Var(CAR) is equal to the sum of the variances of the constituent abnormal returns. This can be shown to be:
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Where MSE is the error mean square or residual mean square. N is the number of observations, and 
[image: image21.wmf]mt

R

 is return on the market at time t in the event window. 
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 is the average return on the market over the event period. From the regression characteristics it is easy to show that the variance of the abnormal return is given by
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Note that MSE and SSR are obtained from the regression.

The test statistics is defined as follows:
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Where SCAR is the standardized cumulative abnormal return CAR 
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. The periods are of course within the event window.

Because the BNP Paribas merger involved three parties and actually contained two merger events; SG with Paribas and BNP and Parbas. We therefore measured the value effect of the merger on BNP in the two cases: firstly the value effect as a result of BNP announcement event alone and secondly taking into account the preceeding SG/Parbas event.

The abnormal returns were calculated for the following windows: (-5,+5); (6, 20); (-30 +5); for BNP. As regards SG, the abnormal returns were calculated for the following windows (-5,+5); (21, 31). 

As regards the BNP abnormal returns, in the (-5,+5) window the CAR was statiscally significant positive. Immediately after the announcement the abnormal return of BNP was 3.61 %. It seems that the first reaction of the market was positive. When we look at the abnormal returns for the window (6,20), the daily abnormal returns fell rapidly. This might be attributed to the heightened skeptisism and doubts of investors as the battle with SG went on. This reflected the view that the over determination of BNP management to win the deal might destroy the shareholders wealth by its willingness to pay too high a premium to the targets. When we look at the window (-30, +5), we found that the announcement of SG to merge with Parbas had a negative impact on the returns of BNP. This could be explained by the fact the competitive position of BNP might be threatened by the merger of SG and Paibas. Investors in BNP felt certainly insecured by the impact that SG Paribas merger might have on the performance of BNP, if it went through.

As regards, the abnormal return pattern of SG. The case of SG provides an interesting example since it played both roles as an acquirer and as a target. The results clearly indicate that when SG played the role as an acquirer, its CAR was negative, whereas, when it was target, its CAR was significantly positive.

The findings reconfirms the widely agreed conclusions by various empirical researches in the field that the target’s shareholders gain at the expense of the acquirer’s shareholders.

7. Conclusions

The analysis of the operation shows clearly that the two commercial/ universal banks BNP and Société Générale were keen to consolidate their position because they felt that they are likely to be targets for takeover bids given their relative sizes in terms of market capitalisation. The move on their part was more a defence mechanism rather than a proactive approach for value creation for the shareholders. This argument is reinforced by their very low market value to book value ratio; for both these banks it was around 1.7 when the average for the European banks was 2.7. In addition, the ROE of the two banks was well below the expected risk adjusted return.  The Beta values of the three banks before the merger operation were as follows:BNP = 1.63; Société Générale (SG) = 3.24; Paribas = 0.56.

The detailed analysis of the operation shows that the synergy gains are difficult to estimate, especially in a sector where the economic environment is changing rapidly, but what really matters, is the not the real gain but the markets perception. The market reaction to the successive announcements confirms the theory of asymmetric information. The decision by BNP to pay by shares indicates that the management of BNP were not convinced of the synergy gains. But the analysis shows the merger seems to have improved the efficiency both in terms of cost and efficiency.  ROE and ROA showed a significant improvement after the merger was completed. However, we know very little about the determinants of the synergy. 

In the case of M&A operations the monetary authorities tend to play a decisive role, this is particularly true in France. In this case the Commission for Lending institution (CECEI), the French authority overseeing the activities of the banks and financial institutions in France played an important role in the final decision. In fact, they denied autorisation when SG made the improved bid for Paribas. They also forced the two banks BNP and SG to get rid of their cross equity holdings, as they felt that it would have a negative impact on the future development of the two banks.

 Two other factors played an important role, firstly, the personal egos of the CEO’s and secondly, the trade-unions. In this particular case, the merger of the three banks was refused because the authorities were scared that it could lead to serious labour problems.

The value analysis shows that the merger event did exert an important value effect on stock prices of BNP and SG. The BNP announcement of merger with SG and Paribas  created a positive value on SG stock, but a negative value on its own stock returns ( we should however point out that BNP abnormal stock return was positive for a short period –18 days after the announcement, but then it became negative). Further the positive effect of SG more than offset the previous effect of merger announcement with Paribas. This finding is in line with the results of most of the empirical studies of merger effect on value of shareholders. The studies show that target shareholders gain at the expense of the acquirer’s shareholders.

The restructuring in the European banking sector is still continuing. The two British banks, Lloyd’s and Abbey National are negotiating merger opportunities. Credit Lyonnais and Credit Agricole Indosuez have also merged. This means that Société générale has to consolidate its position may be through trans border operations, which could include strategic alliances.
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� Information regarding the history and financial performance of banks has been taken from their internet sites


� Source : M&A Daily
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