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Abstract: In America the ten biggest commercial banks control 49% of the country's banking assets, up from 29% a decade ago. They are pausing for breath now, after a long merger binge encouraged by the deregulation of interstate banking and the removal of barriers between banks, insurance companies and securities firms. Non-financial companies are not meant to own banks, but even that is now being tested by America's biggest retailer, Wal-Mart, which wants a restricted banking licence. This survey of commercial banking around the world is much preoccupied by questions of size and of ownership. Almost everywhere, big banks have been getting bigger through mergers and acquisitions as well as through organic growth

Banks the world over are scrambling to become larger, whether by organic growth or by mergers and acquisitions, says Robert Cottrell. But how much does size matter?

BORROWING and lending has become a fairly well-understood line of business, and a fairly well-managed one most of the time in most of the world. It is the banks themselves that are volatile, shifting shapes and strategies as furiously as their regulators will allow them in their efforts to win markets and market share. In China they are escaping state captivity by selling shares to foreigners and stockmarket investors. In Russia they are running wild, with balance sheets growing by 30-40% a year. In Japan three new "megabanks" have eaten 11 old banks and are now digesting them. In central Europe foreigners have bought or built 80% of the top local banks since the fall of communism. 

In America the ten biggest commercial banks control 49% of the country's banking assets, up from 29% a decade ago. They are pausing for breath now, after a long merger binge encouraged by the deregulation of interstate banking and the removal of barriers between banks, insurance companies and securities firms. Non-financial companies are not meant to own banks, but even that is now being tested by America's biggest retailer, Wal-Mart, which wants a restricted banking licence. 

This survey of commercial banking around the world is much preoccupied by questions of size and of ownership. Almost everywhere, big banks have been getting bigger through mergers and acquisitions as well as through organic growth. Is there a natural limit to this process of bank-eat-bank? Could the biggest bank of tomorrow be two or three or even ten times the size of a Citibank or an HSBC today, and if not, why not? And who benefits? It is not always the surviving bank's shareholders. One-half of recent bank mergers around the world have destroyed shareholder value, says Philippe De Backer, a partner in Bain & Co, a consulting firm. In America it is medium-sized banks that are prized most highly by the stockmarkets, partly because investors expect them to be bought dearly by the big banks. 

One argument commonly used in favour of mergers, in banking as in many other industries, is the pursuit of economies of scale in areas such as procurement, systems, operations, research and marketing. But the gains from that in the mass production of financial services, though not necessarily illusory, can be elusive. There is a sizeable literature of academic papers claiming that economies of scale can be exhausted by the time a bank reaches a relatively modest size. A study of European banks in the 1990s, published by the European Investment Bank, put the figure for savings banks as low as euro600m ($760m) in assets. More recent studies suggest far higher thresholds, up to $25 billion. 

Big banks might even dispute that there is a limit at all. But at some point diseconomies of scale will also start creeping in. Management will find it harder and harder to aggregate and summarise everything that is going on in the bank, opening the way to the duplication of expense, the neglect of concealed risks and the failure of internal controls. Something of that last problem afflicted the world's biggest bank holding company, Citigroup, in 2002-05, when it was rocked by a string of compliance problems. America's Federal Reserve reacted by telling Citigroup to suspend large acquisitions, but lifted the order in April this year when it judged that the company had got better controls in place. 

Another argument commonly made for mergers is based on economies of scope, the proposition that related lines of business under the same ownership or management can share resources and create opportunities for one another. The basic economy of scope common to almost all banks is the taking of deposits on one hand and the making of loans on the other. The bank gets to re-use its depositors' money profitably. The skills and information useful on one side of the business tend to be useful on the other side too. 

But does the same hold good when a retail bank is paired with, say, a corporate bank, an investment-banking division, a credit-card processor, an asset-management operation, private banking (for rich people), an insurance business or a foreign branch network? These businesses all overlap with one another to some degree, but so do lots of other businesses. The fashion for industrial conglomerates came and went 30 years ago. Will financial conglomerates be any more enduring? The bank holding companies that are building them clearly believe so. 

A third reason for banks to pursue growth through mergers and acquisitions is one that is never used as an argument at the time, but is universally recognised as a factor. It is managerial ambition (which includes managerial error). Chief executives want the gratification of running a bigger company, or they fear that their own company will be taken over unless they grab another one first. 

Managers can argue that the business environment is changing rapidly and that banks must seize the new market opportunities created by new technology or national deregulation or economic globalisation. Thus there is much talk in Europe now of a fresh wave of cross-border mergers and acquisitions within the 25 countries of the European Union, encouraged by the single European currency, the deepening Single European Market and the enlargement of the EU into central and eastern Europe. Shareholders may be the more easily persuaded because a takeover tends to look good at the time. The buyer books the new revenues immediately and cuts some overlapping costs. The acquisition premium goes straight to goodwill. It is only later that you find out whether the businesses are a good long-term fit. 

And perhaps growth-hungry CEOs are wiser than their students and their critics know. The very big banks created in America over the past ten years have not been stellar stockmarket performers recently, but they may just be taking time to bed down and knit their management and computer systems more closely together. Their future results may transform the current wisdom about economies of scale. 

Bigness may also have benefits not easily captured in studies of financial performance. One is the ability to place strategic bets on future markets, such as China, without putting the whole bank at risk. Another is regulatory capture, or the ability of the regulatee to influence the regulator. The bigger the bank, the more likely its home-country regulators and legislators will be to take its interests into account when drafting new rules, and the more likely they will be to judge it "too big to fail" in the event of a crisis. 

Wait for it

Not, of course, that banks these days fold as often as they used to, which is another reason why strong banks go shopping. Weak banks no longer fall into their laps, at least in Europe and America. Banks fail less often, partly because external conditions have been kinder. Developed economies around the world have become more stable over the past 20-30 years, save for Japan in the 1990s. Big shocks in the financial markets have become rarer and better managed. Recent medium-sized shocks, such as the downgrading of General Motors' credit rating last year, have been relatively easily absorbed. The financial markets have moved, you might say, from being a source of shocks to being shock absorbers too.

Such stability may engender its own instability if it encourages everyone to take on more risk in the belief that disasters are less likely to happen. But give credit, until then, where credit is due. Benign economic conditions have encouraged stable banks, and vice versa. Bankers and regulators in much of the world have arrived together at a pretty good model of how commercial banks ought to be run. Pressured by the demands of the capital markets for efficiency and predictability, they have also been pretty good about sticking to the rules and so avoiding catastrophic mistakes. 

A version of that modern banking model is enshrined in a new set of rules, running to about 700 pages, that tell banks how they should weigh their risks, and how much capital they should keep on hand in case things go wrong. Big banks in most developed banking markets will be adopting the new rules, known as Basel 2, starting with the European Union next year. But America is hesitating. Some critics there think that the Basel 2 rules are at once too lax and too complicated; others think they discriminate too much between big and small banks. 

One safe prediction is that Basel 2 and its risk-modelling methods will make banks even harder to understand than they are already. Ask a banker to explain risk management or credit derivatives or capital allocation to you, and the algebra will soon be spilling off the blackboard. The opacity of banks may count against them with investors. Mercer Oliver Wyman, a strategic and risk-management consultancy, says that publicly listed financial-services companies around the world were valued last year at an average of 14 times their profits, against a multiple of 18 for non-financial companies. But the discount has been shrinking, suggesting both that investors have got more optimistic about relative growth prospects for financial services, and that they think bankers have got better at banking, turning it into a generally less risky business. 

This survey broadly agrees on both points. It considers the state of competition and consolidation in the developed markets of America, Europe and Japan. It looks at the big emerging markets of China, India and Russia, where the global winners and losers of the future may be decided. (China alone may account for over 25% of new global demand for financial services in the coming five years, says Alain LeCouedic, a partner at Boston Consulting Group.) It pauses to consider the intricacies of Basel 2, the virtues of pure investment banks and the cost of a Brazilian overdraft before drawing a conclusion which can be briefly summarised here: better banks tend to get bigger, but bigger banks are not necessarily better.


Survey: Calmer waters
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Abstract: In the America of the past decade or so bank managers were more than usually free to pursue empire-building ambitions because there was so little certainty where the industry was heading. Claims that they would increase shareholder value were hard for outsiders to dispute. Only now, after 30 years of bone-shaking structural change, during which the total number of bank holding companies and thrifts (or mortgage companies) has halved, has the pace of consolidation slowed. More banks are being created to take the place of some of those eaten up in mergers and acquisitions. 
After decades of wrenching change, American banks are now mastering new business models

THE introduction to this survey suggested two basic reasons why banks merge. The first was the hope of increasing shareholder value through economies of scale or scope. The second was to gratify managers who wanted to build an empire, or wanted to avoid being taken over in another bank's empire-building. In the America of the past decade or so bank managers were more than usually free to pursue empire-building ambitions because there was so little certainty where the industry was heading. Claims that they would increase shareholder value were hard for outsiders to dispute. 

The strategic bets were being placed by guesswork because four big structural changes threatened to make earlier models of commercial banking obsolete: first, the growth of the capital markets, gathering pace through the 1980s; second, the arrival over the same period of powerful new information technologies; third, the deregulation of interstate banking by the Riegle-Neal act of 1994; and fourth, the removal of barriers between banks, insurance companies and securities companies by the Gramm-Leach-Bliley act of 1999, allowing the formation of diversified financial groups. These changes produced a wave of big mergers among American banks from the mid-1990s onward. The bigger the bank today, the more likely it is to be wildly different from what it was ten or 20 years ago. JPMorgan Chase, America's third-biggest bank by market capitalisation, is the product of mergers among 550 banks and other financial institutions, including 20 in the past 15 years. 

Only now, after 30 years of bone-shaking structural change, during which the total number of bank holding companies and thrifts (or mortgage companies) has halved, has the pace of consolidation slowed. More banks are being created to take the place of some of those eaten up in mergers and acquisitions. The total number of banks seems to be stabilising at around 8,000, more than 90% of them small local ones with assets of less than $1 billion. No bank has failed since June 2004, an historic record, says the Federal Deposit Insurance Corporation (FDIC), which insures deposits at banks and savings associations. One reason is that 2005 was the fifth consecutive year of record profits for American banks. Last year they made $134 billion, 9.6% more than they did in 2004. Return on equity, or profit as a percentage of capital--the key measure of a bank's profitability for its shareholders--fell slightly, but remained close to 60-year highs. It was down mainly because banks were making so much money that they could afford to plough capital back into their balance sheets, boosting their capital-to-asset ratios to the highest levels seen since 1939. 

The capital markets have proved a containable threat. They did take market share away from the banks: between 1974 and 1994, the proportion of non-financial debt advanced by America's commercial banks declined from 30% to just over 20% (see chart 3). But since then the banks' share has held steady. And because American borrowing and lending was increasing sharply over that period, the amount of credit provided by the banks kept growing in absolute terms at roughly the same speed as the economy as a whole, even while their market share was shrinking. 

The growth of capital markets also created new opportunities for the commercial banks. They could securitise and sell off loans, taking arrangement fees without tying up capital. By 2001 roughly 18% of their non-interest income came from selling and servicing securitised assets. With the collapse of the wall between commercial banking and underwriting in the late 1990s, commercial banks could plunge into investment-banking markets. 

Predictions in the 1990s that banks would lose their retail customers to internet-based competitors were also wide of the mark. Branch networks have proved to be indispensable as the place where customers go to open accounts and where they can most easily be charmed into buying more services. In America the number of branches grew by 2.5% last year, and banks have also been spending heavily to improve existing branches. The biggest internet-only deposit-taker in America, ING Direct, positions itself explicitly as an add-on service for people who already have a conventional bank account elsewhere. Investment in branches may get less attractive if the yield curve stays flat, reducing the profit a bank can make by lending its depositors' money on to long-term borrowers. Even so, any American bank with branches to sell has been finding a queue of willing buyers.

The next lot of worries

There are still fears that new competitors will eat the banks' lunch. The use of mobile telephones for payments might open the way for telephone companies to compete with banks in holding balances and running payments systems. But that would be a big departure for the phone companies. They would need to take on and manage much more financial risk, and accept new regulatory burdens. That may yet happen; but more likely, they will turn to banks to do the job.

Another current worry among American banks is the effort by Wal-Mart, the world's biggest retailer, to get a licence for an industrial loan company, a state-chartered institution which is a bank in all but name. Small banks fear that a Wal-Mart bank would put them out of business. Big banks fear losing big companies' payments business if Wal-Mart gets its way and other firms follow suit. 

The big banks are right to worry about Wal-Mart. The small banks may be overdoing it. Most Americans already have a choice of banks, big and small, within driving distance. They might use a small local bank because they value the proximity, the personal service and the local roots, and are unlikely to turn to Wal-Mart for those qualities. In any case, Wal-Mart should have the chance to compete. The historic separation in America between banking and commerce reflected the fear that an industrial company would drain the money from any bank allowed to fall under its sway, and manipulate its lending. But that is what regulators are there to prevent. And if securities houses and insurance companies are free to tie up with banks, as they have been since 1999, it is hard to see why supermarkets or anybody else should be treated less favourably. 

A third worry for American banks is the flattening of the yield curve, which is another way of saying that short-term interest rates have risen almost to the level of long-term ones. That makes it much harder for banks to extract a profit from their basic strategy of borrowing short from their depositors and lending long to companies and housebuyers. Worse still, a flat or inverted yield curve often presages a recession. That would mean demand for loans would grow more slowly, existing borrowers would have less money for repayments, and assets used as loan collateral might fall in value. Banks would have to make more provisions against their loans, cutting into profits. 

Not like the bad old days

Yet these are trifles when compared with business conditions of 15-20 years ago. The sky above the banks may not be a perfect blue, but the clouds are smaller and the visibility is better. 

Each of the big banks at the top of the industry has its own distinctive mix of businesses; all have moved some distance from the traditional banking strategy of holding assets on the balance sheet. They securitise loans and sell them on in the capital markets, or syndicate them to other banks, blurring the distinction between bank as lender and bank as trader. Ken Lewis, chairman and chief executive of Bank of America, says that he and his colleagues are "marrying our huge distribution network for originating loans with capable capital-markets distribution, or, to put it more simply...saying 'yes' to more customers, and getting those loans that would not otherwise fit our risk parameters into the hands of investors who accept that risk at an appropriate yield." 

In the past decade big commercial banks have also become buyers and sellers of derivatives, such as credit-default swaps and interest-rate swaps, sometimes in terrifying volumes, both for profit and to hedge their other assets and liabilities. The billions and trillions involved in derivatives trading are liable to worry outsiders, though the banks claim to be in control of the situation. True, the net position of a bank in the derivatives market may not be a very big number by the standards of its balance-sheet totals at any one time. The real danger here is that, given the volume of gross trading over time, any managerial or operational failing could very quickly snowball into a much bigger problem. 

The big banks have learnt to love their retail customers, all the more so because their big corporate borrowers have moved so much of their borrowing to the capital markets. Between 1984 and 2004 commercial and industrial lending shrank from 38% to 18% of American banks' loan books. Over the same period, residential mortgage lending rose from 12% to 31%. 

Retail banking customers, including small businesses, provide just over half of commercial banks' revenues. Getting and holding a customer's demand deposit account is only the start of a long campaign to sell other products and services, ranging from asset management and credit cards to mortgages and safe-deposit boxes. Wells Fargo, widely considered to be among the best of America's big retail banks, pushed up the average number of products it sells each customer from 4.6 at the end of 2004 to 4.8 at the end of 2005, and in the longer term hopes to sell each of them at least eight. Online banking has become a new and more profitable way for the banks to serve their existing customers, rather than a threat to their existence. 

By selling products for which they can charge fees, rather than merely making loans and holding them, banks can reduce their reliance on interest income, generated by charging more to lend money than they pay to borrow it. The bigger the bank, the more fee income it usually has. At Citibank, fee income amounts to almost half of all revenues; for a one-branch savings bank, the figure will be tiny. That ought to be working to the big banks' advantage. The difference between the average cost of a bank's funds and the average return on its loans and investments is low by historic standards, and getting lower.

A puzzle here is that the size of a bank, and the diversity of its income, impresses the stockmarkets less than you might expect. Roughly speaking, the bigger and the more complicated the bank, the smaller the premium over book value which it commands in the stockmarket. Citigroup and JPMorgan Chase have underperformed the Dow Jones Industrial Index over the past five years. Bank of America has outperformed it, but still trades at "a 30% discount to the sum of its parts", says one expert. 

One reason may be that the financial engineering which produced these very big banks is taking time to bed down, and that in a few more years the economies of scale and of scope will come through. There are patchwork quilts of inherited and incompatible computer systems to integrate; huge workforces to rationalise and motivate; and research to be done on which products and services will cross-sell to which new customers. 

Why investors hold back

But even then, two basic problems will remain. One is that investors tend to shun opacity, and big diversified financial institutions will always be intrinsically hard to understand. A second problem is that non-interest earnings, especially those from trading, are seen by investors as more volatile than interest earnings, and, as a general rule, the more volatile the earnings, the lower the valuation of the company. JPMorgan Chase's chief executive, James Dimon, hopes he can bring down the volatility of trading earnings. That would be quite a trick to pull off. 

It is hard to imagine further mega-deals that would make the biggest American banks even bigger--but then the same was true ten years ago. And besides, as of April, Citigroup has been back in the game. Its chairman, Charles Prince, bantered at a conference in February that "we are more likely to be ready to do JPMorgan in a few years than JPMorgan will be ready to do Citigroup," although, he insisted in his next breath, "it's not likely that either one will happen." 

Alternatively, you might think that JPMorgan Chase would be better balanced with a global retail network, in which case a merger with HSBC would be the possible big-bang solution. Or that the pure investment banks are relatively cheap, and that sooner or later a commercial bank is going to experiment with buying one. 

But far more likely, in the near term at least, is that America's big banks will aim to go on growing by buying small and medium-sized banks, extending their branch networks and capturing more of the retail customers that they have learnt to serve so profitably. In the meantime, they can be fairly sure that nobody else is going to take them over against their will. To that extent, they have won their strategic bets.


Finance And Economics: Once more unto the breach, dear clients, once more; Mergers and acquisitions
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Abstract: White knights, suitors, raiding parties, poison pills--the mergers and acquisitions (M&A) boom is in full swing, with all the usual swashbuckling imagery. This week alone, there was plenty of action. Alcatel and Lucent, two telecoms-equipment makers, ended five years of dallying with a Eu30 billion ($36 billion) Franco-American deal. General Motors offloaded 51% of its financing arm, General Motors Acceptance Corporation, to a consortium led by Cerberus, a distressed-debt fund turned private-equity firm. And Sir Richard Branson may net about L700m ($1.2 billion) in cash and shares from selling his stake in Virgin Mobile, a mobile-phone company, to NTL, a cable operator. The pace of dealmaking in the first quarter of 2006 was feverish. Globally, the value of M&A averaged $10 billion a day, the highest for six years (in other words, since the height of the dotcom frenzy). This time, Europe accounted for more activity than America. 

Takeovers are booming--with the usual hyperbole 

WHITE knights, suitors, raiding parties, poison pills--the mergers and acquisitions (M&A) boom is in full swing, with all the usual swashbuckling imagery. This week alone, there was plenty of action. Alcatel and Lucent, two telecoms-equipment makers, ended five years of dallying with a euro30 billion ($36 billion) Franco-American deal. General Motors offloaded 51% of its financing arm, General Motors Acceptance Corporation, to a consortium led by Cerberus, a distressed-debt fund turned private-equity firm. And Sir Richard Branson may net about pounds 700m ($1.2 billion) in cash and shares from selling his stake in Virgin Mobile, a mobile-phone company, to NTL, a cable operator.

The pace of dealmaking in the first quarter of 2006 was feverish. Globally, the value of M&A averaged $10 billion a day, the highest for six years (in other words, since the height of the dotcom frenzy). This time, Europe accounted for more activity than America (see chart). According to Dealogic, a data provider, purchases of European companies added up to $418 billion, the most ever in a first quarter and more than twice as much as at the start of 2005. In America the total was $311 billion, up by 5% on a strong quarter last year.

Globally, the deals were big and brass-knuckled: led by AT&T's $67 billion acquisition of BellSouth, 14 were worth more than $10 billion; and many more bids were hostile than in the recent past. But in contrast to the last merger boom, deals were far more likely to be financed by cash than by shares. Two-thirds of all M&A in the quarter was cash only.

It is partly this use of cash that encourages bankers to claim, as they so often have in the past, that this time is different--that these transactions will not end up destroying value for everyone (or almost everyone: the bankers themselves always seem to come out ahead). Cash, indeed, is abundant, debt is cheap and equity markets so far have applauded many mergers, so the bankers have half a point. But it is human, as much as financial, frailty that has undermined many deals in the past--and it may be only a matter of time before once again, fear and greed trip corporate chiefs into a new cycle of excess (see box overleaf).

For now, however, the financial underpinnings of the takeover boom appear more solid than at comparable times in the late 1980s and late 1990s. Companies in America and Europe have been through a long period of cost-cutting and balance-sheet repair since the dotcom boom ended. This has helped generate bumper profits and cash, which shareholders have decided they can trust companies to spend wisely--through either capital expenditure or acquisitions. "In the last 18 months, the equity markets have done a 180-degree flip," says Anthony Burgess, head of European M&A at Deutsche Bank. "They've become very positive about giving management the licence to do M&A."

By way of illustration, consider how stockmarkets have taken the rare step of rewarding predators for their bravery, as well as pushing up the share prices of their prey. Frank Yeary, global head of M&A at Citigroup, notes that the share prices of companies in the S&P 500 that have recently launched takeover bids worth $1 billion or more have outperformed the market in the 90 days after deals are announced. One reason for this unusual performance, he believes, is that takeover premiums have been modest. The difference between an offer price and the target company's previous share price is averaging around 20%, compared with 35-40% at past peaks of merger activity, he says. "It's a good environment to do deals."

Another reason for encouragement from shareholders is the cheap, plentiful debt that companies are, for the moment, able to use for deals, thereby lowering the cost of capital and increasing earnings per share. Although bankers are reluctant to say that there is a credit bubble, there are certainly signs of one.

For a start, it is easy to raise money even if the leverage cuts a borrower's credit rating. Credit quality is thus starting to slip. For example, Standard & Poor's, a rating agency, notes that the number of AA-rated (ie, very creditworthy) issuers has slid from 39 to 23 since 2001, while the number of much riskier BB credits has doubled.

Listed acquirers are having to dig deeper to compete against private-equity rivals flush with debt. Already, there are signs that the listed buyers are starting to gain the upper hand, as they should with the cost savings they can expect to make. According to Dealogic, the value of private-equity-backed M&A shrank to 14% of the total in the quarter just completed, compared with more than 25% in 2004.

Companies are being told that they have too little debt on their balance sheets. Last month analysts at Goldman Sachs estimated that European companies alone could draw upon euro630 billion of funds, partly by raising their ratio of net debt to equity to the long-run average of 43%. That is equivalent to more than 8% of the value of Europe's stockmarkets.

Companies that might otherwise balk at taking on more debt are being told by silver-tongued bankers that there are good reasons to do so. One such was Linde, the German chemicals company which made an agreed euro11.6 billion takeover of Britain's BOC that will, if not blocked on antitrust grounds, create one of the world's top industrial-gas companies. The takeover will enable it to remove overlapping costs, and its increased size may also give it pricing power.

Bankers say such "horizontal integration" is a prime reason why dealmaking is busier in Europe than in America. In the United States, industries such as telecommunications and defence have already been consolidated and now contain only a few enormous companies. In Europe, only now is cross-border integration happening with the zeal that had been expected at the birth of the euro.

For the moment, the bulk of cross-border activity in Europe has been in utilities and energy, two industries that have raised the hackles of protectionist politicians, especially when the bidders come from abroad. In a few instances activist shareholders, too, have voiced opposition to transactions. VNU, a Dutch business-information group, is facing its second shareholder rebellion in less than six months.

But generally, as long as deals look as if they will create industrial powerhouses, cost synergies or pricing power, the markets are still supportive. They will stay that way until money gets tighter, profits ebb or managers lose their heads. The trouble is that, on past form, it wouldn't be surprising if all those things happened at once.

