Recent mergers and combinations

· BAA and Grupo Ferrovial
· BOC and Linde
· Transpetrol and Russneft
· Premcor and Valero
· Blackrock and Merrill
· Autostrade and Albertis
· Arcelor and Mittal Steel
· Archipelago and NYSE
· Euronext and NYSE/Deutsche Borse
Britain: Landing room; Britain's airports
The Economist. London: Jun 10, 2006.Vol.379, Iss. 8481;  pg. 32
Abstract: Airlines were jubilant last month when the Office of Fair Trading said it might investigate Britain's airport market, which many took to mean that BAA, owner of busy Heathrow airport as well as Stansted and Gatwick, might be broken up. But on June 6th BAA accepted a L10.1 billion offer from Grupo Ferrovial, 50% more than the company was worth when the takeover was launched in February. Ferrovial has said that it plans to keep together London's airports. It may change its mind, however. On June 7th Moody's, a credit-rating agency, responded to the debt-financed deal by downgrading some of BAA's bonds to junk. Ferrovial may need to sell assets to meet higher borrowing costs.

The fight for BAA may hasten its break-up 

"ONE big monopoly" is the term Michael O'Leary uses when he is being polite about BAA, which owns busy Heathrow airport as well as Stansted and Gatwick, two other London airports. The rest of the time the head of Ryanair, a big low-cost airline, hauls out phrases like "overcharging rapists". Nigel Turner, the chief executive of bmi, another British airline, says BAA has "effective monopolies" in London and Scotland, and Willie Walsh, who runs Heathrow's biggest user, British Airways, grumbles at BAA's slow investment, high charges and inefficiency. 

So it is no wonder that most airlines were jubilant last month when the Office of Fair Trading, a competition regulator, said it might investigate Britain's airport market, which many took to mean that BAA might be broken up. They were even happier to learn last week that BAA, fighting what was then a hostile takeover bid by Grupo Ferrovial, a Spanish company, was itself considering selling Gatwick airport to buy its shareholders' loyalty. 

But on June 6th the hostile bid became an agreed one: BAA accepted a pounds 10.1 billion ($18.8 billion) offer from Ferrovial, 50% more than the company was worth when the takeover was launched in February. Ferrovial has said that it plans to "keep together" London's airports. It may change its mind, however. On June 7th Moody's, a credit-rating agency, responded to the debt-financed deal by downgrading some of BAA's bonds to junk. Ferrovial may need to sell assets to meet higher borrowing costs.

It is not hard to see why BAA, together or dismembered, is attractive. Air travel in Britain is booming, with passenger numbers expected to more than double, to around 500m a year, by 2030 (unless restrictions on aircraft emissions were to dampen their enthusiasm ()see page 81. BAA holds the key to this market: Heathrow is Europe's most popular airport, in part because it was foolishly built next to a crowded and wealthy city that now resents the nuisance it causes. 

And in the airport business, success breeds success. Heathrow's popularity means that it benefits from a "network effect": it can match incoming passengers with a multitude of connecting flights. Airlines are also attracted by its fees, which are capped by a regulator. 

Despite the caps, BAA is making more money than it knows what to do with. Its directors revealed the true state of affairs when they were trying to fend off Ferrovial's first, lower bid. They promised, without obvious strain, to increase BAA's dividend by 40% and return pounds 750m to shareholders. Small wonder that BAA's Spanish suitor raised its bid.

More telling is the fact that Ferrovial remained keen after the OFT threatened to crack down on anti-competitive practices in the market. "Breaking up BAA would allow for a more relaxed regulatory regime," says David Starkie, an aviation expert. "The break-up value would be far greater than the value of the existing company."

The reason is that price regulation has created a mishmash of conflicting policies and perverse incentives. BAA has had little reason to strive for more efficiency in its London operations, as extra gains would be taken away from it in the next price-setting round. Nor has it made sense to invest where it would make the best return, for until recently prices were based on BAA's average return on regulated assets. 

So BAA has diligently siphoned income from profitable Heathrow and pumped it into creating more capacity at Stansted, an airport that has rarely made a profit. But because prices are capped at Heathrow, there has been little motivation for airlines there to move flights to less popular airports. The expansion at Stansted arguably fostered the low-cost airline industry by offering it cheap landing rights there but it failed to relieve congestion at Heathrow.

Breaking up BAA into competing airports would let Heathrow increase its fees to reflect its popularity. That would make its rivals more appealing--at least until they raised their own fees, giving Mr O'Leary something new to complain about.

___________________________________

According to WSJ:

Grupo Ferrovial, S.A.. The Group's principal activities are the construction of residential and non-residential buildings, roadways, and airports. The Group operates through four divisions: Construction division, Services division, Real Estate division and Infrastructure division. The Construction division includes civil engineering, residential and non-residential buildings, roadworks, hydraulic works, urban sewer systems, water treatment facilities, railway infrastructure, and airport construction. The Services division is involved in urban services like waste collection and disposal, water management, sewer systems, air-conditioning, electricity, gardening, security. The Real Estate division includes real estate, land and community's management, and housing developments. The Infrastructure division includes maintenance of toll roads, car parks, operation of airports. The other divisions provide cable communications, fixed telephony, optical fibre cabling.



Business: The gasman cometh; Corporate mergers
The Economist. London: Mar 11, 2006.Vol.378, Iss. 8468;  pg. 71
Abstract: Could Linde, a German producer of industrial gases, have clinched a takeover of BOC, its bigger British rival, for around euro12 billion ($14.4 billion) without the help of Deutschland AG? Three big German financial institutions, which are simultaneously Linde's main shareholders, and two other banks, will lend more than euro15 billion to bridge the BOC takeover. 

Linde buys BOC, with a little help from its friends

COULD Linde, a German producer of industrial gases, have clinched a takeover of BOC, its bigger British rival, for around euro12 billion ($14.4 billion) without the help of Deutschland AG? That is the name commonly applied to the cosy meshing of finance and industry that for decades gave corporate Germany its legendary strength.

Three big German financial institutions, which are simultaneously Linde's main shareholders, and two other banks, will lend more than euro15 billion to bridge the BOC takeover. It seems like a reversion to type in Germany, which has lately become more the hunting ground of private equity and other creative forms of finance.

But the story is more complicated than that. Deutsche Bank, Commerzbank and Allianz (which owns Dresdner Bank) together own 32% of Linde. All three institutions have been steadily selling their industrial holdings since 2001 when capital gains tax became more favourable. But they hung on to Linde, mainly because the complex conglomerate, with refrigerators, forklift trucks and gas-making in its portfolio, needed restructuring.

Wolfgang Reitzle, Linde's chief executive since 2003, sold the fridges, bought AGA, a Swedish gas specialist, and steered the firm towards becoming a "pure gas play". BOC and Linde had been talking for years, they even have a joint venture in America, but until last year the takeover could easily have been the other way round. At one point in 2003 Linde had a market capitalisation of a mere euro2.7 billion. Today it is worth euro8.6 billion.

But buying BOC still requires an ambitious piece of financing. Helpfully, financing of high-grade corporate debt is cheap at the moment. And selling Linde's forklifts division at a later date could raise euro4 billion. BOC rejected Linde's first approach in January, but accepted an improved offer that includes making good BOC's pounds 500m ($870m) pension deficit. 

The deal seems to make sense. The two companies fit together with almost no overlap, except in the United States, where they will merge headquarters, and in Poland. Linde is strong in continental Europe, BOC strong in Britain, America and Asia. The two firms, which have had difficulty serving their biggest customers at all points of the globe, will find it easier now they are in tandem. Although the merger is subject to antitrust scrutiny, few disposals are expected.

Linde will emerge from the deal with lots of debt. But its cashflow and the disposal of its materials-handling business should reduce that quickly, says Mr Reitzle. There remains the question of Linde's shareholder structure. The big three banks, which are both lenders and shareholders, and are represented on the supervisory board, will have the classical conflict of interest seen in the old Deutschland AG. Since their declared intention has been to sell their industrial stakes, they should do so sooner rather than later.


Corporate
Petroleum Economist. London: Mar 2006. pg. 1
Independent Russneft has bought a 49% stake in Transpetrol, the Slovakian oil-pipeline operator, from Yukos. The $106m deal follows a string of acquisitions by the country's fastest-growing integrated oil company. Independents do not usually thrive in Russia, if they survive at all. But Russneft has amassed an estimated 0.63bn tonnes of reserves since bursting onto the oil scene three years ago. Transpetrol operates the Slovakian extension of Russia's Druzhba oil-export system, which feeds crude to Europe.

Russia: Minnow turns major

INDEPENDENT Russneft has bought a 49% stake in Transpetrol, the Slovakian oil-pipeline operator, from Yukos. The $106m deal follows a string of acquisitions by the country's fastest-growing integrated oil company. 

Independents do not usually thrive in Russia, if they survive at all. But Russneft has amassed an estimated 0.63bn tonnes of reserves since bursting onto the oil scene three years ago. Production has risen rapidly, to 17m tonnes in 2005 from 8m tonnes in 2004 and under 5m tonnes in 2003. If this year's 25m tonnes output target is fulfilled, Russneft will overtake Yukos to become the country's seventh-biggest producer. 

Transpetrol operates the Slovakian extension of Russia's Druzhba oil-export system, which feeds crude to Europe. Russneft hopes its stake in the Slovakian transit route will compliment plans to enter a long-term contract to supply crude to central European refineries owned by Hungary's Mol. Yukos bought its stake in Transpetrol in 2002 for $74m. Proceeds from the sale of the pipeline company to Russneft will be gobbled up by the federal tax service, which has collected over $20bn of allegedly dodged payments from the oil major in the past 18 months. Yukos was Russia's biggest oil producer in 2004, but crippling tax claims have forced the firm into a production decline even speedier than Russneft's ascent (see p16). 

Russneft has already replaced Yukos as Mol's Russian partner in western Siberia. The company bought Yukos' 50% share in a venture tapping the 20m tonne West Malobalyk field last year. And Yukos' stake in the Geoilbent production venture, in western Siberia, was also acquired by Russneft in 2005. 

Not all Russneft's gains have been at Yukos' expense. Russia's big oil corporations used to pounce on any asset that moved. But recently they have begun divesting their smaller properties. Russneft's plan is to beat a path into the big league by consolidating the scraps cast off by the country's majors. In December, Russneft bought Saratovneftegaz from TNK-BP. Saratovneftegaz produces 2m tonnes of oil equivalent at fields in European Russia. TNK-BP also sold Russneft a network of gasoline stations controlled by retailer Orenburgnefteproduct and Orsknefteorgsintez, the owner of a 6.8m t/y refinery in Siberia. Russneft is looking for more assets. Rosneft's plan to sell Dagneft, a minor producer, should provide an opportunity. Russneft also wants to expand beyond Russia into the CIS and the Central Asia. 

Russneft's meteoric rise, like Yukos' fall, could not have happened without some measure of political support. The company's acquisition of Transpetrol was promoted by the Russian government. German Gref, the minister of economy, sent a letter to the Slovakian government approving Russneft's participation in bidding for the company. 

Mikhail Gutsereyev, Russneft's founder, is a prominent figure in the Russian oil industry. But his relations with the authorities have not always been cordial. In 2002, Gutsereyev lost his job as president of Slavneft when the prime minister complained that the then state-controlled company was badly run. But Gutsereyev is not a quitter. Shortly after his dismissal, the former Slavneft chief mounted an armed siege of the company's swish Moscow headquarters. Troops from the Ministry of Interior eventually dispersed the invaders. Gutsereyev bounced back to found Russneft. Exactly who owns the independent has not been disclosed, which may complicate the company's plans to list on a foreign stock exchange.




Refining and marketing
Petroleum Economist. London: Mar 2006. pg. 1
Abstract: Last year was the busiest year for downstream mergers and acquisitions activity since 2001. In a spate of deal-making to rival upstream M&A;, global downstream transactions hit a combined $61.7bn, according to estimates by US brokerage John S. Herold. That compares with just $34.8bn worth of deals in 2004. A Herold report shows 97 downstream deals took place in 2005. The biggest acquisition was US independent refiner Valero's $7.6bn purchase of Premcor. The biggest refining deal outside the US in 2005 was the acquisition of the state-owned Turkish refiner, Tupras, for $4.1bn by Royal Dutch Shell and Turkey's Koc Holding, followed by SK Corporation's purchase of fellow South Korean Inchon Oil for $3.1bn.

Downstream merger mania

LAST YEAR was the busiest year for downstream mergers and acquisitions (M&A) activity since 2001. In a spate of deal-making to rival upstream M&A, global downstream transactions hit a combined $61.7bn, according to estimates by US brokerage John S Herold. That compares with just $34.8bn worth of deals in 2004. 

A Herold report shows 97 downstream deals took place in 2005. The biggest acquisition was US independent refiner Valero's $7.6bn purchase of Premcor. The biggest refining deal outside the US in 2005 was the acquisition of the state-owned Turkish refiner, Tupras, for $4.1bn by Royal Dutch Shell and Turkey's Koc Holding, followed by SK Corporation's purchase of fellow South Korean Inchon Oil for $3.1bn. 

Together, refining and petrochemicals accounted for the biggest slice of downstream-asset market activity in 2005 in terms of deal volume. Refining saw a total of 18 deals, with a total value of $22.6bn, while the value of the 24 petrochemicals deals over the period exceeded $26.6bn. The other deals included 17 natural gas distribution transactions, worth $9bn, 20 terminals and storage deals worth $2.2bn, seven service station deals worth $0.63bn, eight retail/marketing deals worth $429m and three propane distribution deals worth $133m. 

Robust refining margins were the main reason for the surge in M&A activity. However, margins are now coming under pressure - since the start of the year, crack spreads have collapsed in the US and fallen in both the European and Asian markets.

There is also likely to be a slow-down in US M&A activity. Valero is unlikely to make large acquisitions until it has absorbed Premcor. In any case, there is a lack of obvious takeover targets. Regulatory issues too may stand in the way of mergers. Following the consolidation seen in the past few years, the US authorities are concerned that refining is becoming concentrated. 

As a result, the driving force behind downstream deal-making activity this year is likely to be the petrochemicals sector - especially in Asia. "In the Asian petrochemicals sector, a lot of big companies are consolidating to gain competitive advantage," says Herold analyst Aaron Johnson. South Korea is the most active M&A market, as the region's largest spot exporter of petrochemicals. Last year, Honam Petrochemical completed the acquisition of KP Chemical in a deal worth $0.7bn. 

The Middle East is also increasingly active. Kuwait's Al Qurain Petrochemicals Industries Company paid $252m in 2005 for 6% of Equate Petrochemical Company, a Kuwait-Dow Chemical joint venture. Saudi Arabia's state-owned petrochemicals giant Saudi Basic Industries Corporation, which joined the big league in 2002 when it bought the Netherlands' DSM Petrochemicals for Euro2.2bn, is also looking to grow via new acquisitions and mergers. It is also said to be looking at Chinese acquisitions as it targets the growing Asian market. "The Middle East will be a major competitor in petrochemicals because of its resource strength, and a lot of companies are gearing up and making their balance sheets stronger, because as things progress some companies will be eaten alive or will just disappear," says Johnson. 

The biggest petrochemicals deal in 2005 was BP's sale of its Innovene chemicals business to the UK's Ineos for $9bn, followed by the sale of the Basell joint venture (between Shell and BASF) to a consortium comprising the US-based Access Industries and India's Chatterjee group, for $5.7bn. 

The midstream is also likely to emerge as a significant market for asset shuffles over the next couple of years. The US natural gas sector will be a focal point for downstream M&A - gas demand is expected to remain strong, making access to the country's gas-gathering systems, pipelines and liquefied natural gas import terminals desirable. Indeed, there was a late burst of terminals acquisitions last year, with 20 deals taking place.

___________________________________

From http://www.offshore-technology.com 

Downstream, in the context of the oil and gas industry, applies to the refining and marketing sectors of the industry. 
From Wikipedia:

Premcor (formerly NYSE: PCO) was a Fortune 500 oil refinery group based in Greenwich, Connecticut. It operated four refineries, which are located in Port Arthur, Texas, Memphis, Tennessee, Lima, Ohio, and Delaware City, Delaware with a combined crude oil volume processing capacity of approximately 800,000 barrels per day.

Valero Energy Corporation NYSE: VLO is a Fortune 500 company based in San Antonio, Texas with approximately 22,000 employees and annual revenue of about $70 billion. The company owns and operates 18 refineries throughout the United States, Canada and the Caribbean with a combined throughput capacity of approximately 3.3 million barrels per day, making it the largest refiner in North America. Valero is also one of the USA's largest retail operators with more than 4,700 retail and branded wholesale outlets in the United States, Canada and the Caribbean under various brand names, including Valero, Diamond Shamrock, Ultramar, Shamrock and Beacon. Valero also owns 49 percent of Valero L.P., a publicly-traded limited partnership owning and operating several pipelines; the two companies share headquarters in San Antonio.
Long throughout its history, Valero Energy Corporation has been recognized as a leader in the production of premium, environmentally clean products, such as reformulated gasoline, California Air Resources Board (CARB) Phase II gasoline, low-sulfer diesel and oxygenates.




ButtonwoodMercurial Merrill
Economist.com / Global Agenda. London: Feb 16, 2006. pg. 1
Abstract: When Merrill Lynch bought Mercury Asset Management for $5 billion in 1997, it was one of many brokerage firms trying to get into the asset-management business. Given the benefit of hindsight, it probably overpaid for the purchase. Should its proposed merger with BlackRock, a big fixed-income fund manager, go ahead as expected, the Wall Street brokerage firm will in effect be disposing of its asset-management operations - now three times the size that Mercury was - for a mere $8 billion. When news of the proposed deal with BlackRock broke on Monday February 13th, the stockmarket seemed to think that Merrill was getting the short end of the stick. Its shares finished the day up 1%, while those of BlackRock soared 8%, extending a remarkable run that has seen its shares gain 61% since October. 

Merrill Lynch is dumping its fund business and keeping everything else.  Wrong way round?

WHEN Merrill Lynch bought Mercury Asset Management for $5 billion in 1997, it was one of many brokerage firms trying to get into the asset-management business. Given the benefit of hindsight, it probably overpaid for the purchase. Now the thundering herd, having charged in much like a bull in a china shop, is charging out again. This week Merrill Lynch struck yet another big asset-management deal, but this time as a seller. Under the terms of its proposed merger with BlackRock, a big fixed-income fund manager, the Wall Street brokerage firm will in effect dispose of its asset-management operations--now three times the size that Mercury was--for a mere $9.8 billion or so. Have valuations fared that badly or is Merrill making another thundering mistake?

When news of the proposed deal with BlackRock broke on Monday February 13th, the stockmarket seemed to think that Merrill was getting the short end of the stick. Its shares finished the day up 1%, while those of BlackRock soared 8%, extending a remarkable run that has seen its shares gain 61% since October (see chart). The merger creates one of the world's biggest asset-management firms, with about $1 trillion under management. It combines Merrill Lynch's asset-management business, which is particularly strong in equities, with that of BlackRock, which is strong in bonds, although this will continue to operate independently. Merrill will be paid in stock and gain ownership of just under half of BlackRock, a shade below a controlling stake.<block class="relateditems 

This is not the first such tie-up considered by BlackRock: Morgan Stanley had hoped to forge a similar deal, but talks foundered just weeks ago. Assuming the merger with Merrill is concluded successfully, the benefits to BlackRock are clear: it remains independent; acquires $540 billion-worth of fee-paying assets; a global network of offices and relationships; and (perhaps most importantly) access to Merrill's distribution system. Merrill will have an incentive to push BlackRock's long-term products and to park customer balances in BlackRock's money-market funds. An added bonus for BlackRock will be its access to Merrill's stable of investment managers, who are particularly strong in equities funds.

The gains for Merrill are less obvious. Investment management generates less than 7% of its revenues, and it may have lost patience with the slow pace of organic growth, particularly as assets under management have swung up and down over the past decade. BlackRock has defied this trend. As a fast-growing firm, it has seen assets pour in and revenues spiral upwards. This mystifies some market watchers, since its investment performance, at least in publicly available funds, is just above mediocre and its fees are not cheap. Some suggest that investment management is consolidating, particularly on the bond side of the business, and BlackRock has emerged as one of the main actors, along with Western Asset Management, PIMCO and Goldman Sachs. If so, Merrill may like the idea of joining this emerging oligopoly.

Distribution looks like another factor. Merrill's management has realised that it faces limits on increasing distribution for its own funds beyond its own sales network because of other brokers' reluctance to peddle anything with Merrill's name on it. BlackRock manages to circumvent that obstacle. Now it looks as if Merrill can scrap its questionable attempt to relabel its investment products under the "Princeton" brand (best known as a posh university town where its investment-management business is based). In past deals, BlackRock has rebranded newly acquired products with its own label.

Merrill is not alone in seeking a name for its investment products that is unencumbered by baggage. Citigroup recently swapped its investment-management arm for the brokerage operations of Legg Mason, a regional firm with a large presence in the south-eastern part of America. And Morgan Stanley badly wanted BlackRock for itself. 

Citi and Morgan Stanley, however, have far more pressing concerns than Merrill. Both suffered not only from lacklustre performances, but also from some jarring conflicts of interest. Under its previous regime, Morgan Stanley specialised in stuffing its proprietary products down its customers' throats. Citi's management favoured this strategy too, until a wave of investigations hit Wall Street. Investment advisers are supposed to provide objective advice, not push their in-house products.

If any firm could have survived this scrutiny on its own, it was Merrill. Despite having hundreds of proprietary funds, it has always permitted its brokers to sell products managed by outside firms and it was the single largest distributor for many of them. Its in-house products did well for quite a while, beginning in the 1970s (it launched its initial funds when the industry was in tatters) through to the mid-1990s. 

But the firm hit a patch of trouble in the late 1990s when its singularly independent managers resisted the technology hype. They were pilloried as the dotcom bubble swelled, only to surrender to the trend just as it was about to burst. It was a tough chapter in the firm's history, but Merrill's asset-management business survived and it has recently regained its footing. Performance is up and, inevitably, customers' money finds its way to firms that seem able to do something with it. Perhaps the management felt that such luck could not hold. 

Oddly enough, investors are far more confident about the future of investment managers than they are of investment banks. Fund operators are commonly valued at more than 20 times earnings, and BlackRock, remarkably, is valued at almost twice that level. Merrill, like most brokers, has an earnings multiple in the mid-teens. Instead of the deal now on the table, perhaps it would have been smarter for Merrill to keep the funds, and to have got rid of everything else.


 

	Business: Merging lanes; Toll roads

	The Economist. London: Apr 29, 2006.Vol.379, Iss. 8475;  pg. 72


Abstract: There are no synergies to be exploited and no overlaps to be tackled. Instead the merger agreed between Autostrade, an Italian toll-highway operator, and Abertis, its Spanish equivalent, announced on April 23rd, is about sheer size--as well as a tidy profit for some of the big shareholders involved. By far Italy's largest company in its industry, Autostrade operates around 3,400km of highway. The combination with Abertis will create a concern that operates around 6,700km of highway.

Italy's Autostrade and Spain's Abertis get together 

THERE are no synergies to be exploited and no overlaps to be tackled. Instead the merger agreed between Autostrade, an Italian toll-highway operator, and Abertis, its Spanish equivalent, announced on April 23rd, is about sheer size--as well as a tidy profit for some of the big shareholders involved.

By far Italy's largest company in its industry, Autostrade operates around 3,400km of highway. The combination with Abertis will create a concern that operates around 6,700km of highway. Together, the companies had euro6 billion ($7.45 billion) of revenues last year, on which they posted operating profits of euro3.8 billion. Italy and Spain will be giving birth to a world leader in infrastructure management, say the two chairmen, claiming that the resulting company will spur the Italian and Spanish economies into overdrive. 

But if the merger offers no economies of scale, and little scope for rationalisation, where are its advantages? According to Autostrade, the two companies will together have the industrial and financial weight to exploit global opportunities, like those in central and eastern Europe as countries there develop their toll-highway networks. 

However, cynics think that the merger's biggest benefit will be reaped by Autostrade's controlling shareholder, Schemaventotto, an investment vehicle in which the Benetton family has a 60% interest and Abertis itself has 13.3%. Under the merger agreement, Autostrade's shareholders will be paid a special dividend that will be worth about euro650m to the Benettons. 

Enrico Letta, the opposition industry spokesman in the last Italian parliament, complains that the merger was timed to take advantage of Italy's current political vacuum. "And it is presented as a merger of equals, but that is not true. This is the first step in an Italian sell-out to Spain," he says. The merged company will have its headquarters in Barcelona and its first managing director will be Abertis's boss. The Italians are sensitive to the idea that their slow-moving economy risks being overtaken by fast-moving Spain--which a generation ago was a much poorer and less-developed country.




Business: Treating shareholders as pig iron; Steel
The Economist. London: Jun 3, 2006.Vol.379, Iss. 8480;  pg. 76
Abstract: Like many investors in Arcelor, the biggest European steelmaker, Bernard Oppetit is upset about the shabby treatment of shareholders by Arcelor bosses, as they attempt to fend off a hostile bid for their company by India's Mittal Steel. He and others are not prepared to continue to suffer in silence. They are rallying to force Arcelor bosses to give them more of a say in the decision over the company's future. News of Arcelor's latest defensive move against Mittal Steel took many investors by surprise. On May 26th the company unveiled a plan to merge with Severstal, a Russian steelmaker, to create the world's biggest steel company by sales with an output of some 70m tonnes a year and an estimated euro46 billion ($58.9 billion) in annual sales. In the proposed deal Arcelor would buy the 90% stake of Severstal belonging to Alexey Mordashov, boss of Severstal, as well as all of his other steel and mining assets. Mr. Mordashov, in return, would receive Arcelor shares and buy more with cash. This will give him a 32% stake in the new Arcelor. 

Arcelor, the biggest European steelmaker, is trying to ram through a merger with Russia's Severstal

"THIS is the Chernobyl of corporate governance," says Bernard Oppetit at Centaurus, a hedge fund in London. Like many investors in Arcelor, the biggest European steelmaker, Mr Oppetit is upset about the shabby treatment of shareholders by Arcelor bosses, as they attempt to fend off a hostile bid for their company by India's Mittal Steel. He and others are not prepared to continue to suffer in silence. They are rallying to force Arcelor bosses to give them more of a say in the decision over the company's future.

News of Arcelor's latest defensive move against Mittal Steel took many investors by surprise. On May 26th the company unveiled a plan to merge with Severstal, a Russian steelmaker, to create the world's biggest steel company by sales with an output of some 70m tonnes a year and an estimated euro46 billion ($58.9 billion) in annual sales. In the proposed deal Arcelor would buy the 90% stake of Severstal belonging to Alexey Mordashov, boss of Severstal, as well as all of his other steel and mining assets. Mr. Mordashov, in return, would receive Arcelor shares and buy more with cash. This will give him a 32% stake in the new Arcelor. 

Jutta Rosenbaum of Commerzbank speaks for many investment analysts, when she argues that the planned deal with the Russians is inferior to the proposed merger with Mittal Steel. Severstal has similar assets to Arcelor, but Mittal has a more extensive distribution network, a wider geographic reach and more market power. Moreover, some argue that Severstal's unlisted assets have been over-valued. And although Mr Mordashov is an impressive businessman, his close relations with Vladimir Putin, the Russian president, could easily degrade into a weakness when a new man is in the Kremlin in 2008. Investors question the planned deal's industrial logic, too. In a letter to Joseph Kinsch, chairman of Arcelor, Colette Neuville, head of ADAM, a French lobby for minority-shareholder rights, says that Arcelor has to explain to shareholders why Severstal is a better partner than Mittal. Ms Neuville doubts that governance at a Russian conglomerate listed in Moscow is better than that of a company listed in Amsterdam and New York, where listing requirements are especially stringent. And why, she asks, does Arcelor consider Severstal's mines as an asset when they complain about the mining business Mittal would bring to the party? 

What upsets shareholders most is Arcelor's cavalier attitude towards their rights. If all goes according to the plan of Mr Kinsch and Guy Dolle, Arcelor's chief executive, shareholders will be able to veto the Severstal transaction only if at least 50% of the shareholder base votes against it. That is unorthodox: the majority is usually cast in terms of those who voted. It is also unlikely: only about one-third of Arcelor's widely dispersed group of shareholders usually attend such meetings. 

Arcelor's bosses shrug off these concerns. In fact they claim that they are already going beyond the call of duty. According to company by-laws they do not have to ask for shareholders' opinion on the Severstal deal at all. Still the company's bosses are making some effort to win over their shareholders--wining and dining big investors in London this week. They argue that Severstal is a better company than Mittal because it is more efficiently managed, more profitable and invests more. Arcelor and Severstal know each other well after launching some joint ventures in Russia. And Arcelor wants to continue to be predator rather than prey. With Severstal, the company will become bigger and richer, and so will be in a better position to swallow smaller steelmakers in China and other emerging economies.

Investors are unconvinced. Goldman Sachs is orchestrating a shareholder campaign to have a conventional vote on the Severstal deal. The bank has mustered support from almost a third of shareholders (considerably more than the 20% required by law), which will oblige Arcelor's board to call an extraordinary shareholder meeting to consider the rules for a vote on the Severstal deal. 

Some investors worry that Mr Mordashov might soon be in a position to take over the entire company. His 32% stake will increase to 38% after a buy-back of Arcelor shares (decided before the deal with Severstal was concluded), which will shrink the shareholder base. Under Luxembourg's law the owner of more than 33% of a company is obliged to make a full bid for the firm, but the duchy's regulator made an exception for Mr Mordashov. 

Arcelor says these worries are unfounded, because Mr Mordashov does not have the cash to take over all of the company. And under the terms of their agreement he had to pledge not to buy any more Arcelor shares in the next four years. Even so, things might change after Mr Dolle retires next year. As proposed chairman of the new Arcelor, the 40-year old Mr Mordashov would be an obvious candidate to take charge of the company. 

And what of Mittal Steel? Lakshmi Mittal, the firm's boss, says he remains determined to buy Arcelor. But he also says he will not sweeten his offer for Arcelor for a second time. Ten days ago he raised his offer from euro18.6 billion to euro25.8 billion.

If Messrs Dolle and Kinsch were simply manoeuvring to get a better price from Mr Mittal, they would be doing shareholders a favour. But many investors think the two bosses of Arcelor are now driven primarily by wounded pride to do whatever they can to repel Mr Mittal. The worst of all possible outcomes, says one investor, would be a carve-up of Arcelor between Mr Mittal and Mr Mordashov. This would be bad for shareholders, who would not get a good price, and bad for employees who would face a higher risk of being laid off. The only justice would be towards Arcelor's top managers, who would certainly lose their jobs.

___________________________________

Information from WSJ

Mittal Steel Company N.V. (Mittal Steel) is a global steel producer with an annual production capacity of approximately 75 million tones. The Company has steel-making operations in 15 countries on four continents, including 31 integrated, mini-mill and integrated mini-mill, steel-making facilities. It produces a range of finished and semi-finished carbon steel products, encompassing the main categories of steel products (flat products, long products and pipes and tubes). The Company produces hot-rolled and cold-rolled sheets, plates, electrogalvanized and coated steel, bars, wire rods, wire products, pipes, billets, blooms, slabs, tinplate, structural sections and rails. Mittal Steel sells these products in local markets and through its centralized marketing organization to customers in over 150 countries. The Company's products are used in a range of end-markets, including the automotive, appliance, engineering, construction and machinery industries.

Information from Mittal’s Steel Exchange Offer Prospectus

Mittal Steel is the world’s largest and most global steel producer with an annual production capacity of approximately 75 million tonnes. The Company is the largest steel producer in the Americas and Africa and the second largest in Europe. The Company has steel-making operations in 15 countries on four continents, including 31 integrated, mini-mill and integrated mini-mill steelmaking facilities. At December 31, 2005, we had approximately 224,000 employees. 

Mittal Steel produces a broad range of high-quality finished and semi-finished carbon steel products, encompassing the main categories of steel products (flat products, long products and pipes and tubes). Specifically, the Company produces hot-rolled and cold-rolled sheets, plates, electrogalvanized and coated steel, bars, wire rods, wire products, pipes, billets, blooms, slabs, tinplate, structural sections and rails. Mittal Steel sells these products in local markets and through our centralized marketing organization to customers in over 150 countries. The Company’s products are used in a diverse range of end-markets, including the automotive, appliance, engineering, construction and machinery industries. 

Our steel-making operations have a high degree of geographic diversification. Almost 41% of our steel is produced in the Americas, with the balance being produced in Europe (38%) and in other countries, such as Kazakhstan, Algeria and South Africa (21%). We are further increasing our geographic production diversification. In September 2005, we completed the acquisition of a 36.67% interest (subsequently reduced to 29.49% through the exercise of convertible bonds by other investors) in Hunan Valin, an 8.5 million ton steel producer in China. In October 2005, we signed a memorandum of understanding with the local government to construct a 12 million tonne steel-making operation in Jharkhand, India. In November 2005, we completed the acquisition of a 93% stake in Kryvorizhstal (since renamed Mittal Steel Kryviy Rih), the largest carbon steel long products producer in Ukraine. 
Information from Arcelor.com

Arcelor was created in February 2002 by three steelmaking companies, Aceralia, Arbed and Usinor, with the intention of establishing a company that would lead the global steel industry. 
   Arcelor operates in four key market sectors: Flat Carbon Steel, Long Carbon Steel, Stainless Steel and Arcelor Steel Solutions & Services.

   The group is a leading operator in all its key markets: the automotive industry, construction, household appliances, packaging and general industry.
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Rationale for Merger (according to Mittal)

Consolidation a key driver
The case for combining Mittal Steel and Arcelor is compelling. There are substantial benefits to be gained for all stakeholders by accelerating the process of consolidation in the world steel industry - and establishing a European-based global champion capable of serving its rapidly globalising customers. It is growth, not rationalisation, that drives the industrial logic of this deal.

Consolidation generates economies of scale, improved returns and a greater ability to sustain investment in research and development. Large producers can concentrate production of different steels at different plants, to the benefit of production efficiency, and better manage their supply chain.

Consolidation is helping to create a more sustainable steel industry by creating bigger players, in closer contact with their end-markets.

Consolidation also allows access to high-growth developing economies – where Mittal Steel has led the way with numerous acquisitions over the past 11 years.

Customers and suppliers far more consolidated
For all the corporate activity of recent years, the steel industry remains fragmented. The combined global market share of the top five producers is less than 20 per cent. By contrast, the industry’s major customers are globalising and concentrating at a rapid pace. In 30 years, the number of major car manufacturers has shrunk from 57 to 13. By 2010, only six to eight are expected to remain.

Most car manufacturers are pursuing global strategies, with increasing amounts of production outside their home markets. Similar changes have been taking place in the white goods industry, another important customer of the steel industry.

Global customers increasingly demand that their suppliers follow them into new regions to limit transport costs, inventory and risk. Many require global framework contracts stipulating consistency of products and services across geographies. As an example, Renault and Nissan have already merged their purchasing organisations and are reducing the number of suppliers they use in each product category. More customers will follow suit.

The concentration witnessed among the steel industry’s customers is still more marked among its suppliers. In the sea-borne iron ore trade, three companies control more than 70 per cent of the world market. In coking coal, five suppliers control nearly 60 per cent of all exports.

Creation of a global champion
The merged entity will immediately achieve industry leadership with a production capacity of approximately 130 million tonnes a year and around 10 per cent of world steel output. The new group will have leading positions in the high-end segments of North America and Western Europe with low-cost production in high-growth, developing economies. And with a footprint that is genuinely global, it will have unparalleled access to the high-growth markets of tomorrow.

Mittal Steel and Arcelor are highly complementary businesses and present a near-perfect geographical and product fit with minimal overlap. Mittal Steel is the leading supplier to the US automotive market with strong R&D capabilities; Arcelor enjoys similar leadership in the European marketplace with similarly strong R&D. Both are leading providers to the packaging and appliance sectors.

Mittal Steel has low-cost operations in the developing economies of Central and Eastern Europe, Asia and Africa; Arcelor has low-cost slab manufacturing in Brazil as well as other South American facilities. The combination will allow each company to fill its respective geographical gaps and join forces to develop in the high-growth markets of China and India.

Arcelor will bring to the merged group a successful distribution business (in A3S). Some 30 per cent of the products distributed by A3S are currently sourced from external sources. With its complementary footprint and product lines, Mittal Steel will be able to increase intra-group sourcing, thereby reducing costs and increasing margins.

For its part, Mittal Steel will contribute sizeable captive supplies of raw materials – enabling the combined entity to have strong positions at every step of the value chain. Mittal Steel is approximately 50 per cent self-sufficient in iron ore and coal and in 2004 produced more direct reduced iron (DRI) and coke than it consumed. It intends to invest to lift raw material production, particularly at its major mines in the Ukraine and Liberia.

The combination of Mittal Steel and Arcelor will result in a steelmaker more than three times larger than its nearest competitor and with every chance of reaching a production capacity of between 150 million tonnes and 200 million tonnes within ten years. It will not only accelerate the two companies’ combined growth plans but enable the merged entity to increase its technological edge by strengthening its R&D and make the scale of investments required to participate in fast-growing, new markets. The deal represents a step-change in the development of both companies – to the benefit of all stakeholders.

• Deep business relationships with increasingly global customers – delivering service through state-of-the-art downstream, product and distribution capabilities

• Multi-regional leadership positions to capitalise on R&D and process innovations

• A global footprint to capture the growth anticipated in emerging markets and benefit from low-cost production – not only in crude steel but in semi-finished products such as slab

• Vertical integration with mining operations to provide a hedge against fluctuating raw material prices

• World-class sustainable development practices and operational excellence



Finance And Economics: Listed at last; The New York Stock Exchange
The Economist. London: Mar 11, 2006.Vol.378, Iss. 8468;  pg. 81
Abstract: After 213 years as a member-owned institution, the New York Stock Exchange (NYSE) became a listed company on March 8th. Despite the celebratory mood, the day's opening bell might have tolled sombrely for traders on the exchange floor. A day earlier the world's biggest stock exchange had completed a merger with Archipelago, an all-electronic trading network. The new entity (to be known as NYSE Group) is a child of the electronic age. The floor traders' days may be numbered. In the year ahead, technology could have as much effect on the success of the new NYSE as a public listing does. The NYSE got off to a positive start. Its share price opened at $67, valuing the company at more than $10 billion, and was worth $80 at the end of the day.

Amid questions about its strategy, the NYSE celebrates its stockmarket listing 

AFTER 213 years as a member-owned institution, the New York Stock Exchange (NYSE) became a listed company on March 8th. Despite the celebratory mood, the day's opening bell might have tolled sombrely for traders on the exchange floor. A day earlier the world's biggest stock exchange had completed a merger with Archipelago, an all-electronic trading network. The new entity (to be known as NYSE Group) is a child of the electronic age. The floor traders' days may be numbered.

In the year ahead, technology could have as much effect on the success of the new NYSE as a public listing does. More than a billion shares are traded daily on the NYSE, which has clung to floor trading since its founding more than two centuries ago. Electronic trading should boost both volume and profits. That has been the experience of other big financial exchanges from Chicago to Frankfurt, which have done strikingly well since embracing screen-based trading and stockmarket listings in recent years.

The NYSE got off to a positive start. Its share price opened at $67, valuing the company at more than $10 billion, and was worth $80 at the end of the day. Unlike most others, the NYSE has merged with an exchange that was already public. The price of Archipelago's shares (now subsumed in the new group's equity) had already jumped to over $64 from about $17 when the deal was announced last April, suggesting that the market had factored a good deal of growth into the price.

For the moment, the NYSE's strategy is to let floor-based and electronic trading co-exist, in a system to be gradually deployed. But some market observers dismiss this "hybrid" approach, and predict that the exchange will be fully electronic within a couple of years. The hybrid system is "throwing sand in the gears of the marketplace," charges Benn Steil, an expert on exchanges at the Council on Foreign Relations in New York. He sees potential wrinkles in a system where the rapid flow of public electronic information mingles with the "private" market of floor traders. 

One of the difficulties facing the NYSE is that its customers, unlike those of the big futures exchanges, have a choice of places to trade. The exchange's share of the trade in the stocks it lists fell to about 72% last year. NASDAQ, which recently merged with the all-electronic INET, is the most vigorous competitor, but large investment banks are also backing upstart regional exchanges in Boston and Philadelphia as alternatives to the New York markets. Off-exchange trading is growing as well. 

Although the NYSE is known chiefly as a stock exchange, a growing demand for cross-asset trading has prompted it to unveil plans to go after more of the corporate-bond market. Here too, sceptics abound. The market is fragmented because companies may issue bonds of many different types--as they may not with shares. So far, no exchange has managed to capture a big chunk of the corporate-debt market, which is still dominated by dealers.

While all this is going on, an important regulation, known as Reg NMS, is looming. The rule, still being developed by the Securities and Exchange Commission (SEC), is highly technical, but its effect will be to increase transparency and efficiency in share trading, and it will undoubtedly change the way stocks are traded in America. It could also put slower floor trading at a disadvantage.

Some market observers suggest that, should the NYSE have problems getting its hybrid system up quickly, the SEC could delay the implementation of Reg NMS for the entire market. From the commission's standpoint, "it is appropriate public policy that transitional changes in the largest equity market in the world are done carefully and thoughtfully," says Brandon Becker, an attorney and former SEC official. While the commission would not necessarily favour one exchange, he notes, "tens of millions of investors are trading these shares every day." In other words, the SEC would be unlikely to threaten the stability of the system by pressing hard for rapid change.

For those with long memories, this tension between regulation and technology brings to mind the events of nearly 30 years ago, when the then SEC chairman, Harold Williams, was being pressed by Congress to implement a national market system. "We were over-enraptured with the use of technology at the time," recalls Mr Williams. He declined to move quickly, for fear the capital markets would be at risk. "After all," he says, in words that will resonate in both New York and Washington, "it's the confidence of the world that we're dealing with."

___________________________________

The Archipelago Exchange (ArcaEx) is a totally open, fully-electronic stock exchange with a daily trading volume that has exceeded 800 million shares. ArcaEx trades in all New York Stock Exchange®, NASDAQ®, and American Stock Exchange® stocks as well as securities with a primary listing on ArcaEx.

According to NYSE, (http://www.nyse.com/about/publication/1131536261135.html) 

the merger will help the Exchange achieve key strategic objectives. By linking up with Archipelago, the NYSE will gain a 25-percent share of trading in the over-the-counter market. The NYSE will acquire the options business of the Pacific Stock Exchange. It will deepen its business in the trading of exchange-traded funds, which are growing rapidly, and gain a new platform for trading bonds and other financial instruments. The Exchange will also build a new listings platform to expand its market share and to give companies that do not currently meet the NYSE's criteria a choice of where to list.  

What The NYSE Buys (http://www.tabbgroup.com/thought/is_intermarket_competition_dead_apr2005.pdf) 

What the NYSE buys from the Archipelago merger is a new governance model and front-end technology. The merger changes the exchange from a Self Regulatory Organization (SRO) to a “for profit”, publicly traded company (albeit listed on the ArcaEx or the Pacific Exchange – something that I am sure will change). While the 1,366 seat-holder member ownership model has benefited the NYSE over its 200 year history, the structure over the past few decades has become a challenge, as the seat holders have very different and competing interests. Some seats are held by competitors (Brut), some are held by brokers (whose livelihood is not commission-dependent), and many are held by retirees that lease seats to others. This makes it difficult to add new products, and services or to alter their market structure that may in the long run benefit investors, brokers, or the markets but disadvantage the seat holders. 

The new governance structure will enable the NYSE to be more flexible, more reactive to their customers needs, and generally align the interest of the NYSE to its customers and not its members.

The addition of Archipelago provides the NYSE with an expanding product set as it gives the NYSE entry into the listed options business. This allows some very interesting cross-derivative and cash product capabilities that could draw liquidity from the ISE, BOX, Amex, Philadelphia Exchange, and the CBOE. Derivatives may very well be the next battleground, as a combined cash and derivatives business provides interesting product, arbitrage, and profit possibilities.

The merger also provides the NYSE with very good front-end technology. Archipelago has good aggregation and direct market access technology allowing both buy and sell-side traders to better manage order flow, control new and flexible order types, route orders to multiple trading venues, and take advantage of trading opportunities. The NYSE has typically not had any front-end technology, preferring brokers to connect directly.

While the NYSE has not needed front-end technology, the OTC markets have. These platforms have allowed traders to aggregate a fragmented liquidity and better manage their trading. As the NYSE through Archipelago makes a broader play for OTC flow having a front-end becomes more important, without which the NYSE would be at a disadvantage to front-ends from Instinet and others. Also as order types become more complex and markets speed up, having front-end routing technology becomes more important and is a bigger factor in how and where orders are routed. 

Special Report: Battle of the bourses - Financial exchanges; Financial exchanges
The Economist. London: May 27, 2006.Vol.379, Iss. 8479;  pg. 83
Abstract: The desire to merge has never been stronger among the world's financial exchanges. This week the bidding intensified between the Frankfurt-based Deutsche Borse and the biggest of them all, the New York Stock Exchange (NYSE), to buy Euronext, itself the product of a series of mergers that, if talks go well, may soon absorb Milan's Borsa Italiana. Meanwhile, the London Stock Exchange (LSE) is once again the subject of unwelcome attention. Having fended off bids from Deutsche Borse and Macquarie Bank of Australia, the exchange is now stuck with a single suitor and few choices. NASDAQ, which had its previous approach rebuffed in March, has been busy building a 25% stake in the London exchange--enough to thwart, or at least complicate, any rival bid. Nor can NASDAQ quickly tie the knot. Strikingly, this picture of an industry in a corner is wildly at odds with the exchanges' declared rationale for merging. This is all about the efficiency of the infrastructure behind the world's capital markets.

Behind the mergers of financial exchanges lies not just a quest for size and scope, but also a fight for survival 

THE desire to merge has never been stronger among the world's financial exchanges. This week the bidding intensified between the Frankfurt-based Deutsche Borse and the biggest of them all, the New York Stock Exchange (NYSE), to buy Euronext, itself the product of a series of mergers that, if talks go well, may soon absorb Milan's Borsa Italiana. 

At Euronext's annual shareholder meeting in Amsterdam on May 23rd, Jean-Francois Theodore, its chief executive, was given a rough ride before eventually winning backing for his choice of partner, the NYSE. This would create the first transatlantic exchange capable of offering equities, options and futures. Many Euronext shareholders would prefer a more local marriage with Deutsche Borse, which is even now said to be preparing to raise its bid to top the American offer of euro8 billion ($10 billion) in cash and shares.

Meanwhile, the London Stock Exchange (LSE) is once again the subject of unwelcome attention. Having fended off bids from Deutsche Borse and Macquarie Bank of Australia, the exchange is now stuck with a single suitor and few choices. NASDAQ, which had its previous approach rebuffed in March, has been busy building a 25% stake in the London exchange--enough to thwart, or at least complicate, any rival bid. Nor can NASDAQ quickly tie the knot. Unless the LSE accepts its bid or receives a counter-offer, Britain's takeover rules prevent NASDAQ from either making another bid before October or increasing its stake beyond 29.9%. Still, shareholders cannot complain about the London exchange's froideur. Deutsche Borse said it would offer pounds 5.30 ($10) a share, Macquarie bid pounds 5.80 and NASDAQ offered pounds 9.50--and would have to pay still more if it bid now.

Such rises are partly the result of speculation by increasingly powerful hedge funds. But even though share prices of the listed exchanges have come off their record highs (see chart on next page), analysts are still hard pressed to explain why shares in Deutsche Borse, for example, are now worth about euro100, up from euro45 at the end of 2004.

These high valuations come at a time when the franchises held by exchanges seem ever more vulnerable. They face intensifying competition, fostered by technology that is rivalling the exchanges' traditional trading methods and by regulation that is increasingly permissive (if also still sometimes highly political). Commissions are declining fast and a growing volume of trading in financial securities of all sorts now takes place "off exchange", inside banks or across alternative networks.

Strikingly, this picture of an industry in a corner is wildly at odds with the exchanges' declared rationale for merging. This is all about the efficiency of the infrastructure behind the world's capital markets. From the exchanges' point of view, today's transatlantic battle is the latest step in an evolution that began in Georgian London's coffee houses and under a New York buttonwood tree.

The hundreds of exchanges, usually housed in grand buildings with spacious trading floors, which grew over the centuries out of those informal gatherings, have no place in today's world of global capital flows and high-speed electronic trading. The old-style exchanges were traditionally organised as mutual trading clubs that charged outsiders commissions and others fees to gain access to their liquidity. Their members mounted a lengthy rearguard action against the forces of efficiency, which promised to benefit their customers at the expense of their own traditional sources of profit. That has now ended in a series of demutualisations. Members have voted to turn their exchanges into for-profit public companies. Now the members have cashed out, the exchange can then be run--or, increasingly, sold--to maximise the value of the business rather than to serve the narrow interests of its members (by providing such benefits as jobs for floor traders, or a privileged look at the order flow from outside investors). The three big European exchanges--LSE, Euronext and Deutsche Borse--demutualised in 2001. The NYSE listed its shares in March.

With outside shareholders now in charge, consolidation of the world's exchanges can take place relatively easily. "The dream of this mating of dinosaurs is to create a global super-exchange that is a natural monopoly," says Andre Cappon of the CBM Group, a consultancy that specialises in exchanges. "Then they hope to raise prices--though, of course, no one will admit that this is their goal." 

Instead, exchange bosses prefer to dwell on the potential cost savings and economies of scale that they expect from integration. The technological demands on exchanges are growing rapidly, especially as hedge funds increasingly dominate trading--they account for about 40% of volume in America, for example. Many hedge funds use automated algorithmic trading methods that spew out vast quantities of electronic limit orders designed to exploit trading opportunities that may exist for only a fraction of a second. 

Building a trading platform able to handle this order flow is expensive. But most of these costs are fixed, so big economies of scale can be gained by adding more shares or other financial products to a trading platform. This, it is argued, reinforces a natural tendency to gravitate to a single exchange, as buyers of securities typically feel that they are likely to get the best price if they can deal with as many sellers as possible and vice versa.

The European Commission foresees vast gains from consolidating exchanges within Europe. According to a commission document released on May 23rd, Europe's aggregate extra cost of trading, clearing and settlement (the "paperwork", in pre-electronic jargon) is between euro2 billion and euro5 billion a year. Eliminating that would lop 7-18% off investors' costs. The commission is particularly exercised by the high cost of cross-border trading. Buying and selling shares in another European Union country can cost up to six times more than dealing at home.

On the face of it, big cost savings would flow from merging Deutsche Borse and Euronext, especially given the "spirit of true partnership" radiating from the German exchange's boss, Reto Francioni. In fact, that is a friendly-sounding way of saying that the merged exchange would be run out of Frankfurt, with Mr Francioni in charge, and the two businesses integrated as much as possible.

The silos of trading

But it is easy to pick holes in the exchanges' story. For a start, the savings assume that the promised benefits of integration can be secured--which, as in mergers of all sorts, is easier said than done. Euronext's boss, Mr Theodore, can testify to his own frustrations following the acquisition in 2002 of Liffe, the London International Financial Futures and Options Exchange.

One worry is that Deutsche Borse operates a vertically integrated trading "silo" in a way that makes it hard to identify the costs of trading, clearing and settlement. Although Deutsche Borse says it has the cheapest clearing and settlement, no one is entirely sure it is right. The fear--voiced especially loudly by Thierry Breton, the French finance minister--is that a hidden cross-subsidy between different parts of the business may distort competition. A European directive on clearing and settlement is likely to address this worry, but not for at least three years. 

American exchanges are not responsible for clearing and settlement, which is one reason why Mr Breton appears to favour the NYSE bid for Euronext--although he has not officially taken sides. But there may be other grubbier reasons behind the American preference of Mr Breton and Mr Theodore.

A nationalistic approach to business is in vogue in France, not least among its politicians. Mr Breton insists that any merger should preserve a strong share-trading operation in Paris, which must be regulated by the Autorite des Marches Financiers, the French regulator. He also wants to maintain Euronext's "federal" corporate governance. Happily, the NYSE intends to adopt just such a federal structure, with the European arm continuing to be run out of Paris by Mr Theodore. That should also please French banks.

Indeed, national pride and self-preservation ring as clearly in the exchanges' plans as the opening bell at the NYSE. Mr Theodore's acquisition of Liffe did not deliver the promised economic benefits, but it at least prevented the LSE from buying its domestic partner, a merger that would have created a combined London exchange capable of crushing the Paris, Amsterdam and Brussels exchanges that had together formed Euronext.

Other potential mergers have fallen foul of nationalistic politics, too. A first bid for the LSE by Deutsche Borse in 2000, and the German exchange's approach in 2004 to SWX, a Swiss stock and derivatives exchange group, both collapsed. A cautious eye also has to be kept on the powerful hedge funds. A year ago activist shareholders led by a hedge fund called TCI forced out the then boss of Deutsche Borse, Werner Seifert. The fund believed his bid for the LSE was too expensive, leading one prominent German politician to describe hedge funds as "locusts", even as other commentators praised them for introducing financial discipline into a business that had hitherto not given much thought to its shareholders' interests. 

Now TCI and Atticus, another hedge fund with shares in both Deutsche Borse and Euronext, are pressing for a fusion of the two. Political pressures probably rule out any last minute embrace between Deutsche Borse and the LSE--in many ways, the natural European combination--despite rumours that the German exchange is mulling a bid for NASDAQ which would bring with it a 25% stake in its London rival.

Politics and pride also help explain why the New York exchanges want to invest in Europe. John Thain, the boss of the NYSE, is hugely ambitious. He took charge at one of the lowest points in the Big Board's history. Scandals had driven out its former boss, Richard Grasso, the self-styled "CEO of capitalism". Mr Thain's move to the exchange was thought to owe as much to his desire to prove himself worthy of high public office by saving the NYSE as to his frustration at not getting the top job at his former employer, Goldman Sachs. He may have concluded that the American public will think more of him if the NYSE emerges from the dealmaking as one of the consolidators rather than the consolidated, regardless of whether its owners gain most from that strategy. 

And although you can take the man out of the investment bank, you cannot seem to take the investment bank out of the man. Mr Thain clearly has a taste for deals. He recently merged the NYSE with Archipelago, an electronic-trading exchange partly owned by Goldman. The deal benefited the investment bank in so many different ways that some Wall Street wags joked how Mr Thain had not left the firm after all. Apparently in part to silence such critics, Mr Thain has chosen Citigroup, not Goldman, as the NYSE's adviser for the Euronext deal. 

Another attraction of Euronext to the NYSE is that it caters for trading in both shares and derivatives, something the London exchange cannot offer. One way to maximise the value of a trading platform is to push more transactions through it, and although it is hard to invent new shares to trade, dreaming up new derivatives is a piece of cake.

Above all, through a European merger Mr Thain may hope to regain access to the new-listing business. This is clearly a goal of NASDAQ, too. In 2000 nine out of every ten dollars in the world's initial public offerings were raised in America. Last year nine out of every ten dollars were raised outside America--which Mr Thain bemoaned at a dinner last month with Silicon Valley luminaries. The flight of initial offerings, notably to the LSE's Alternative Investment Market, has been blamed on America's costly Sarbanes-Oxley law, introduced after the collapse of Enron. 

One of the biggest fears of investors in London is that if NASDAQ buys the LSE, it will bring with it the dead hand of Sarbanes-Oxley. "Whatever happens, the regulatory domicile must stay in London. Apart from that, we have no particular prejudice who owns the exchange," says Peter Montagnon, of the Association of British Insurers, whose members control about one-sixth of the shares on the LSE. "What makes London attractive is its regulation. One of the things we regulate well is listings." Although regulatory arbitrage may now be its main goal, NASDAQ has a long history of overseas expansion, little of it happy--a lesson worth pondering during today's merger frenzy. In the late 1990s the exchange struggled in both Europe and Japan. (How long before the Tokyo Stock Exchange gets caught up in merger mania, too, assuming its planned flotation goes ahead?) 

Thanks to regulatory arbitrage, the exchanges can gain from national regulators' determination to exercise their own market oversight. On the other hand, the exchanges' differing trading rules may limit the scope for efficiencies. Perhaps common trading rules can be developed between regulators in America and Britain, says Benn Steil, a financial economist at the Council on Foreign Relations in New York. But America's Securities and Exchange Commission is "in an exceptionally weak negotiating position, as American investors are increasingly going abroad to invest," he notes. 

In any case, regulators seem determined to prevent a single global trading platform with natural-monopoly power, says Mr Cappon. Indeed, he doubts that such a monopoly could arise even if regulators stood back. A few hedge funds may think they can profitably monopolise the trading infrastructure, but plenty of actors in the financial markets will do all they can to stop that happening. 

The power of traditional exchanges is likely to be curbed in three ways. The first is for big financial institutions to "internalise" their trades, netting off buy and sell orders against each other without passing them through an exchange. The big Wall Street firms have lately made great efforts to internalise trading through electronic alternative-trading systems, commonly known as ATSs. It is widely expected that these will eventually be linked together directly. The old members of the NYSE, in short, will create their own membership network. This cannot be good for the NYSE, something that will surely not have eluded Mr Thain. In Europe, fears that a pending directive over markets in financial instruments will hinder such internalisation have eased. 

Secondly, investors can trade "over the counter" via brokers rather than through an exchange--a business that is booming. The last curb on the big exchanges is a forthcoming wave of technological innovation, which will help America's regional exchanges, such as the Boston Equities Exchange. These only recently seemed doomed, but the Boston exchange is now being revived by Citigroup, Lehman Brothers, CSFB and others. 

In America, three firms provide a particularly promising and different way to trade: POSIT, Pipeline and, above all, Liquidnet. Each offers big institutions anonymous ways to trade large blocks of shares, something that has become increasingly difficult when using an exchange in the traditional way. Liquidnet has grown in five years to 45m trades a day, and Pipeline to 20m a day in two years. The three firms now account for some 5% of daily trades in America, and will surely soon be far bigger. 

Playing Monopoly

So much for the notion that liquidity and technology will inevitably make trading a natural monopoly. NASDAQ's overwhelming market share in stocks not listed on the NYSE and American Stock Exchange disappeared a decade ago. It has never returned, despite the acquisition of its largest competitor, Instinet. Up to two-thirds of transactions in British shares and perhaps 75% of German share trades now take place off-exchange, according to Hans-Joachim Voth, an economist at Barcelona's Pompeu Fabra university. 

As the exchanges lose market share, they may not be able to retain the lucrative business that some of them have selling price and trading data. And as liquidity moves away, too, can they also retain their traditional role of price discovery? Mr Steil, for one, is optimistic that even if their share of trades shrinks, not much trading need take place through the exchanges for their prices to be useful indicators of value to off-exchange traders. 

It amounts to another evolution from the traditional heart of the old exchanges: the floor on which traders once jostled as they called out their buy and sell orders. These floors have been dying out fast in the past decade, replaced by quieter electronic trading rooms. Mr Cappon reckons, plausibly, that the rest will go within maybe three years, with the possible exception of the famous NYSE trading floor. It might survive, he believes, in token form. It would primarily become a marketing tool, because "it makes such good television".

