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Foreword

This thesis takes up a very acutely relevant topic: ,,Do M&A transactions in the
European insurance sector create value in the short- and long-term? After
national consolidation of the European banking and insurance markets had pro-
gressed in the 2nd half of the 1990s, the recent years showed an increasing
amount of cross-border M&A especially in the banking sector. This development
is surprising in light of the M&A paradox, according to which the rate of
successful bank transactions is very low, yet the number of size of completed
transactions constantly increases.

The current empirical evidence gives reason to devote a comprehensive aca-
demic analysis to M&A in the European insurance industry. Furthermore,
research to this topic area shows a significant industry-specific gap and largely
an absence of respective empirical studies. Research concerned with the overall
success of European M&A transactions are extremely rare to date, and the state
of knowledge on the success of cross-border transactions in the European in-
surance industry are very limited.

The primary objective of this thesis was therefore to determine the success
of European insurance transactions not only on a short-term basis on market
data, but also to analyze the success in the mid- and long-term based on market-
oriented performance studies. This cross-sectional analysis is deepened by case
studies of insurance transactions, which allow for a detailed analysis of value
creation and of the underlying success factors. Only this integrated perspective
through a combination of methodologies could answer the question of the actual
value creation through M&A transactions in the European insurance industry and
derive profound recommendations for action for the insurance practices.



VI Foreword

Mr. Schertzinger exceeds the high aimed aspirations in this thesis. His
thesis contains a plenitude of highly interesting results and is written so that
readers will enjoy reading it. I wish the thesis a wide distribution.

Prof. Dr. Dirk Schiereck
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1 Introduction

The European insurance sector went through a radical transformation, which
began in the 1990s and is still continuing. Deregulation, implementation of the
EMU, progress in information and communication technology, and economic
forces such as favorable financial markets, highlighted solvency concerns and
soft insurance markets drove the transformation process.' Regulatory harmoniza-
tion took a quantum leap with the introduction of the Third Generation Insurance
Directives for life and non-life insurance in 1992, which for example eliminated
price and product regulations, ensured cross-recognition of licenses and restrict-
ted host country control to solvency requirements.’

European insurers reacted promptly. Dealogic reports 779 completed insur-
ance M&A transactions with European acquirers in the years 1995 to 2005.
While the number of insurance companies operating in the EU-25 decreased only
slightly from 5,083 in 1993 to 4.933 in 2004, the market share of the 10 largest
life and non-life insurers increased remarkably from 49.5% to 75.1%, and 59.0%
to 80.6% respectively.’

M&A activity of European insurers reached its peak in 1999 with 102 trans-
actions and a total disclosed transaction volume of USD 38 bn,* but was con-
tinuously declining thereafter. Beginning in 2005, the M&A market gained mo-
mentum again. Although the number of transactions increased only slightly
compared to the previous year, the average transaction volume per deal rose
from USD 0.3 bn to USD 0.8 bn. But is this pickup in activity merely a blip in

Swiss Re (1999a and 2000), and OECD (2000a).

OECD (2000b). Later directives brought European operating environment further into line, e.g.
the Insurance Group Directive in 1998 (OECD, 1998), and the Reinsurance Directive in 2005
(European Commission, 2005). Reformation of EU regulation affected Switzerland and Nor-
way as well, since both adopted elements (OECD 2001a, p. 126 and 172).

CEA (2000).

4 Transaction volume available only for 51 out of 102 transactions.
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the market, or does it mark the entry into the next cycle of transactions? In order
to answer this question, chapter 2 identifies drivers and hurdles of further con-
solidation in the European insurance industry, and builds hypotheses on the
direction of future M&A activity. The analyses show that although concentration
especially in the European primary insurance sector is already high, again M&A
is likely to catalyze investors’ pressure on management to create value.

This finding confronts with a paradox: Empirical studies of M&A in the
financial services industry frequently doubt value creation, in particular in the
banking industry.” Despite the current relevancy for the European insurance
sector, little empirical research addressed the question of value creation by M&A
in this industry. Firstly, prior research on short-term cumulative abnormal returns
(CARs) of investors in acquirers or targets indicates that value creation by U.S.
and European insurance M&A differs substantially.® Thus, findings of U.S.-fo-
cused event studies with respect to abnormal returns of combined entities
(CERs)” may not hold for European markets. Unfortunately, the only studies on
the European insurance market either do not analyze CERs at all® or cover
Europe only as one of many regions with insufficient observations for detailed
market-specific analyses.” Secondly, these studies limit their analysis on deter-
minants of value creation on few univariate comparisons of cross-sections, and
do not carry out a multivariate analysis, which is necessary to properly separate
effects of several determinants on abnormal returns. Thirdly, further on, long-
term value creation for European insurers has — to the best of the author’s knowl-
edge — never been investigated before.

For the industry, investors but also regulators, this gap in empirical evi-
dence reinforces the pressing question: Does M&A in the European insurance
industry create value, and what are major determinants of success? Chapter 4
answers this question by analyzing short- and long-term capital market reactions

5 See overviews in Beitel and Schiereck (2003), and Pilloff and Santomero (1998).

6 Cummins and Weiss (2004) obtain significantly negative acquirer CARs on their European
sample, whereas all other studies on the U.S. or global market report significantly positive
acquirer CARs.

7 Akhigbe and Madura (2001) and Cummins and Xie (2005) observe significantly positive
CERs.

8 Cummins and Weiss (2004) only present evidence on acquirer and target CARs.

9 Floreani and Rigamonti (2001) include N = 16 transactions of European bidders in their analy-
sis of CERs and thus do not analyze the European market in detail.
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and their determinants to announcements of M&A by European insurance com-
panies between 1990 and 2005. Chapter 3 reviews the required event study me-
thodology.

For the industry, it is of additional relevance to understand whether the in-
fluence of determinants of value creation depends on the time horizon of the
analysis. If this is the case, management needs to either choose a strategy accord-
ing to its strategic time horizon, or invest further into adequate capital market
communication. For investors, it is of further importance to understand whether
long-term value creation depends on short-term capital market reactions. If this
is the case, investors could derive insights for their mid-term investment strategy
from announcement effects.'® Chapter 4 concludes with an investigation of these
questions.

A comparison of the outcome of the above analyses on determinants of
value creation by M&A with previous studies points out that further research is
indispensable. Previous research mostly examines different sets of determinants,
and often obtains contradictory results for those determinants included in several
studies. For example, Floreani and Rigamonti (2001) find on their U.S.-domi-
nated sample that in the short-term, fully diversifying transaction strategies pay
off for investors in the combined entity, but Cummins and Xie (2005) find on
their U.S. sample that any geographical or industry diversification is signifi-
cantly worse than full geographical and industry focus.

Therefore, recent studies on value creation in M&A turned from analyzing
large samples to studying individual cases'' in search for a rationale. The case
study methodology enhances event study approaches by attaching greater impor-
tance to a “process perspective”.'” The term “process” refers to the transaction
parties’ conduct during transaction and post-acquisition integration, which is
thought to influence realization of value potential."> However, previous research
on value creation by insurance M&A does not apply case study methodology to
transactions.

10 Further on, inference on adequacy or stickiness of investors’ initial assessment of M&A
announcement can be drawn.

11 Calomiris and Karceski (1998), Pilloff and Santomero (1998), Calomiris (1999) employ case
study techniques to analyze efficiency gains of and value creation from bank mergers.

12 See Jemison and Sitkin (1986).

13 See Pablo et al. (1996).
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Chapter 5 fills this gap by examining the question: How do motives for
M&A manifest in individual transactions, and how does the conduct of these
transactions influence realization of associated benefits? Two prominent cases,
Munich Re’s acquisition of American Re (1996), and CGU’s merger with Nor-
wich Union to form Aviva (2000), are selected due to their focus on long-tail
business, exceeding the time horizon even of long-term event studies, and diame-
trically opposed value creation. The case studies test hypotheses for sources of
value creation, identify process-related determinants of value creation and dis-
cuss these in light of determinants isolated in the event study.

In summary, this study analyzes value creation by European Insurance
M&A. Chapter 2 provides evidence for the relevancy of this subject. The Indus-
try is about to enter a new M&A cycle. Chapter 3 reviews event study method-
ologies for analysis of capital market reactions to M&A announcement. Chapter
4 utilizes selected methodologies to analyze value creation by M&A and its de-
terminants based on the previous M&A cycle between 1990 and 2005. The asso-
ciation between short- and long-term value creation is examined from an in-
dustry and an investor perspective. Chapter 5 studies two transactions to test
occurrence of motives of M&A and analyze determinants of success in greater
detail from a process perspective. Chapter 6 summarizes the findings on value
creation by European insurance M&A, and proposes subjects for further research
on an industry and a firm level.



2 Overview of M&A in the European
Insurance Industry

2.1 Objectives

M&A activity in the European insurance sector increased sharply in the early
1990s. Dealogic reports 49 completed insurance M&A transactions with Euro-
pean acquirers for the year 1995, with a total disclosed deal volume of USD
7.4 bn." For the next four years, the number and disclosed volume of trans-
actions rose by 20% and 50%, respectively. Regulatory harmonization, particu-
larly the introduction of the Third Generation Insurance Directives for life and
non-life insurance in 1992"° was the major driver'® behind this pickup in M&A
momentum.

After reaching its peak in 1999, the European insurance M&A market enter-
ed a phase of depression. In 2004, number and volume of transactions had re-
turned to 1995 level.'” However, momentum was building up again in 2005,
indicated by a strong increase of average transaction volume from USD 0.3 bn in
the two previous years to USD 0.8 bn. The objective of this chapter is to investi-
gate whether this pickup in activity should be considered a blip, or whether it
marks the entry into the next cycle of transactions in the European insurance in-
dustry. The chapter is structured as follows.

14 Transaction volume available only for 20 out of 49 transactions.

15  These directives for example eliminated price and product regulations, ensured cross-recog-
nition of licenses and restricted host country control to solvency requirements, see OECD
(2000b).

16  Other factors include implementation of the EMU, progress in information and communication
technology, and economic forces such as favorable financial markets, highlighted solvency
concerns and soft insurance markets, see Swiss Re (1999a and 2000), and OECD (2000a).

17 Dealogic records 56 transactions and a disclosed transaction volume of USD 6.5 bn (based on
22 transactions).
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Section 2.2 provides a brief summary on types of M&A and the typical
transaction process. The discussion shall familiarize the interested reader with
basic aspects of M&A. Further on, the presented frameworks provide the basis
for the analysis of the transaction structure and the transaction process in the case
studies in chapter 5. Section 2.3 gives an overview of the M&A market in the
European insurance industry. Further on, evidence on current market consolida-
tion is presented, and drivers and hurdles for European insurance M&A are sys-
tematized. Section 2.4 employs this framework to develop hypotheses on sources
and direction of further M&A activity. Section 2.5 summarizes the above find-
ings to conclude on the question whether the observed upswing indicates a new
wave of transactions.

2.2 Overview of M&A

2.2.1 Definition

This section provides a brief introduction on the topic of M&A in general; read-
ers familiar with the topic may continue with section 2.3. The term M&A refers
to transactions in the market for companies, portfolios of companies’ assets,
shares in companies and participations, and to the business segment of profess-
sional services firms or banks who consult transaction parties.'® Academic litera-
ture provides a variety of definitions in the context of the former notion.
Khemani and Shapiro compiled definitions in OECD (1993) and character-
ize a merger as “an amalgamation or joining of two or more firms into an exist-
ing firm or to form a new firm”, and an acquisition as “obtaining ownership and
control by one firm, in whole or in part, of another firm or business entity”.
Thus, an acquisition does not necessarily entail combining operations of the tar-
get with the operations of the acquirer. The European Union Merger Regulation'’
picks up Khemani and Shapiro’s notion that acquisition refers only to increasing

18  Achleitner (1999, p. 141).
19 European Council (2004, Art. 3 (1)).
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control, whereas merger emphasizes additionally the combination of opera-
tions.”’

In the context of this study, M&A is interpreted in a narrower sense.”’ The
data sample underlying the empirical analyses of value creation in chapter 4 in-
cludes only those M&A transactions which lead to a change of control, i.e. the
initial stake of the acquirer in the target before the transaction was smaller than
50%, and the final stake after the transaction is higher than 50%. Further on,
portfolio transactions™ are excluded from the analyses. Both definitions of M&A
give rise to the question on how individual transactions can be systematized
along few, most relevant dimensions. The following section discusses typical
categorizations of transactions.

2.2.2 Types of transactions

Prior academic literature discusses a variety of systematizations for types of
M&A. Figure 1 summarizes typical dimensions for classification of transactions.
It shall be noted, that some of the dimensions are not mutually exclusive. For
example, direction and industry focus are interdependent.

The most relevant dimensions for this study are direction, geographic focus,
industry focus, and instruments of transactions. With respect to direction, trans-
actions can be classified into horizontal, vertical and lateral (or conglomerate)
deals.” If the acquirer and the target operate in the same industry and production
stage, a transaction involving both parties is considered horizontal. An example
from the insurance industry is an acquisition of a life-insurer by another life-
insurer.

20  The corresponding U.S. horizontal merger guidelines (U.S. Department of Justice and the Fed-
eral Trade Commission, 1997) do not provide a definition.

21 Picot (2002, p. 19) even extends the definition of M&A by further corporate events such as
IPOs, Joint Ventures and Cooperations. Beitel (2002, p. 8) provides an overview of typical de-
finitions.

22 Section 2.2.2 defines and discusses portfolio transactions in detail.

23 See e.g., Achleitner (1999, p. 142).
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Dimension Characteristics

Competitive impact Beneficial, neutral, limiting

Direction Horizontal, vertical, lateral

Duration Temporary, indefinite

Geographic focus Within-country, cross-border, transcontinental

Industry focus Within-industry, cross-industry

Institutionalization Without own operations, with own operations

Instruments Contract, linkage of personnel, equity deal,
asset deal

Intensity Limited independence, eliminated independence

Mode Friendly, hostile

Payment Cash, shares, other

Range Sub-function related, function related, company
related

Relation of partners Co-ordinated, subordinated

Status Announced, pending, completed, withdrawn

Source: Pausenberger (1993, Sp. 4438), own research.

Figure 1:  Typical dimensions for classification of M&A

Transactions across industries but in the same production stage are referred
to as lateral or conglomerate transactions.”* Settnik (2006, p. 37) emphasizes that
certain insurance sectors may only operate in independent legal entities, so that
conglomerate M&A transactions in these sectors are only indirectly feasible
through a holding company acquiring insurers operating in different industries.

If the acquirer and the target conduct business in the same industry but
operate in directly succeeding (forward-integration) or preceding (backward-
integration) production stages, a transaction between both parties is named verti-
cal. An example for forward-integration from a primary insurer’s perspective is

24 Issues with respect to exact demarcation of these transactions exist especially with respect to
the distinction between horizontal and conglomerate mergers, since classification heavily de-
pends on the precise definition of the industry classes, see e.g., Paprottka (1996, p. 11).
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its acquisition of a reinsurer. Besides economies of scale for the reinsurer, this
transaction internalizes margins of reinsurance coverage bought by the direct
insurer. An example for backward-integration is the acquisition of a distribution
channel by a direct insurer in order to secure and better steer product distribution.

The direction of a transaction is relevant for this study, since it is an impor-
tant indicator for transaction motives: Horizontal transactions are a potential
source of economies of scale, and lateral transactions may give rise to economies
of scope. Vertical transactions are typically conducted for strategic reasons. Sec-
tion 2.3.2 discusses drivers of transactions in detail.

Besides direction of a transaction, the geographic focus and industry focus
are important dimensions for empirical analyses of value creation by M&A,
since they are closely linked with the direction of a transaction. Thus, previous
research on value creation frequently analyzes these dimensions: Four out of five
short-term event studies on insurance M&A analyze geographical strategies,
three out of five short-term studies examine industry strategies, and the only
long-term study discusses both dimensions. This study implements a cross-sec-
tional analyses on both dimensions as well, see chapter 4.

The dimension instrument captures how control is acquired. Transactions
where the acquirer buys shares of the target are referred to as equity deals. Trans-
actions where assets of the target are transferred are called asset deals.”> The
third type of instrument, “portfolio transaction”,* is specific for the insurance
industry. Koch and Weiss (1994) define a portfolio transaction as a contract un-
der which the entire or part of the in-force business is transferred from an in-
surance company to another insurance company. In-force business in this context
is understood as all underwritten and still running policies, i.e. including related
technical provisions, provisions for unearned premiums, and investments allo-
cated to these policies. Settnik (2006, pp. 61) discusses general conditions, such
as regulatory aspects of portfolio transactions in the German jurisdiction in de-

25  See Berens (1998, p. 23), and Picot (1995, p. 10).
26  Other common terms are e.g., closed-book or run-off portfolio acquisition.
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tail. Motives for carrying out portfolio transactions differ from motives for other
transactions,”’ therefore these deals are excluded from the empirical analyses.

Beyond these structural properties of M&A, recent empirical research on
the success of such transactions attach ever greater importance to aspects regard-
ing the M&A process.” For this reason, this study explicitly includes case study
research into the range of utilized empirical analysis approaches, see chapter 5.
The following chapter lays out a basic framework to systematize transaction pro-
cesses into their typical elements.

2.2.3 The transaction process

The M&A transaction process can be subdivided into three phases: Planning,
transaction, and integration, whereas transaction may be further separated into
first round bid, second round bid, and closing. Figure 2 presents major buy-side
activities in the individual stages of this process, based on discussions by Toole
and Herget (2005, pp. 27) and Achleitner (1999, p. 153).

In the planning phase, an insurance firm firstly determines its growth strate-
gy based on geographical, industry or product growth targets. Secondly, it de-
cides whether to grow organically or through M&A. In the latter case, the poten-
tial acquirer identifies preliminary targets and assembles a deal team comprised
of financial advisors, legal counsel on corporate law and taxation, accountants
and actuaries. Based on outside-in information, it carries out a rough valuation of
the stand-alone target and synergy effects from a possible combination of the tar-
get’s with its own operations.

The transaction phase begins with the first round bid. The potential acquirer
contacts its potential targets” and the involved parties agree on the modus oper-
andi, establish operative working arrangements, and sign confidentiality agree-

27  Acquirers seek to maximize run-off profits by efficiently managing the remaining book of
business. The choice between equity and asset deal however should not influence value crea-
tion of a transaction, see Beitel (2002, p. 13).

28  See Jemison and Sitkin (1986).

29  In case of an active selling strategy, targets or their divesting parent companies would identify
and contact potential acquirers.
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Figure 2:  Overview of the transaction process

ments. For acquirer and target it is equally important to prepare contingency
plans in case information is leaked. Afterwards, the seller provides the potential
acquirer with a confidential information memorandum, a rather fact based, de-
tailed report on the seller and the industry it operates in. Financial advisors of the
target prepare an accompanying bid process letter, laying out the general bidding
process (e.g., mode and timeline) and preliminary aspects of the deal structure.
Afterwards, the acquirer develops a non-binding offer, containing a more de-
tailed valuation of the stand-alone target entity, estimate of synergy potentials,
and assessment of restructuring costs. The acquirer then conducts a first review
of financing options, and develops core aspects of the deal structure, e.g., gov-
ernance after transaction, acquiring vehicle, legal, taxation, and accounting is-
sues. Already at this point in time, involved parties may initiate a dialogue with
regulators, especially if concerns regarding antitrust or insurance regulation
exist. This phase is concluded with the preparation of the non-binding offer, in-
cluding the proposed deal structure, indicative valuation, underlying assump-
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tions, and core questions to be resolved through due diligence in the second
round bid. Simultaneously, the seller begins to build a data room for the due
diligence and, especially in case of long-tail business, involves independent
actuaries for appraisal and reserve review.

Due diligence is the first step of the second round bid.*® Based on the more
detailed information available in the data room, the acquirer’s deal team revises
first round estimates and proposals, especially their assessment of value and risk.
After board approval of the revised offer, the deal financing is detailed, and core
aspects of post-merger integration, e.g., organization, compensation and other
personnel topics, are outlined. The second round bid phase concludes with the
creation of the binding offer, comprising a bid letter, financing letter, and a sale
and purchase agreement.

In the last step of the transaction phase, the closing, involved parties firstly
setup negotiation teams, prepare the negotiation content (e.g., value of strategic
options for involved parties, sensitivity of valuation to assumptions), and nego-
tiation tactics. At the same time, sell and buy-side start to setup the governance
and the timeline for the post-merger management. If negotiations are closed
successfully, the transactions partners discuss the transaction and specific condi-
tions with regulators, e.g., the responsible insurance supervisory authorities, anti-
trust authorities, and exchange supervisory authorities. As a result, the trans-
action may be accepted as proposed, may be subject to further obligations or
conditions, or may be rejected entirely. After acceptance of regulators, the deal is
announced to the public, detailed information is provided to employees, and
agreement of shareholders is advertised.

As a final step, the post-merger management process is initiated. Strict con-
trolling of achievement of milestones and realization of benefits, and early iden-
tification and management of integration risks are of particular importance. After
this brief conceptual overview on M&A transactions in general, the following
section shall now begin the analysis of the European insurance M&A market by
examining current consolidation levels in the insurance industry, systematizing
rationale for insurance M&A and developing hypotheses on further transactions
in the European insurance market.

30  Seee.g., Pack (2002) for a detailed discussion of due diligence.
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2.3 M&A in the European insurance industry

2.3.1 Status of consolidation

Consolidation of an industry may be analyzed from different perspectives. A
review of related literature in the insurance industry shows that consolidation and
the related terms integration and concentration can be defined as a process or a
status

e  Process: OECD (1993) state that consolidation generally refers to the pro-
cess of combination or merging. The European Council (2004, Article 3)
defines concentration as mergers of previously independent undertakings or
acquisitions of indirect or direct control, where control changes on a lasting
basis.

o Status: OECD (1993) defines concentration as “the extent to which a small
number of firms or enterprises account for a large portion of economic acti-
vity such as total sales, assets or employment.” They distinguish aggregate,
market (seller), buyer and ownership concentration. With respect to integra-
tion, the European Commission (2007b) mentions “level of penetration of
the EU insurance markets by foreign (EU) insurers and the corresponding
possibility for consumers to access foreign insurers” as one important indi-
cator. CEA (2006, p. 21) discusses integration based on concentration mea-
sures.

This section focuses on the status of consolidation and its development in recent
years, and presents evidence on concentration and integration of the European
insurance industry. Both are equally relevant to gain insights on current and
future M&A activity in the market: Transparency on market concentration
allows assessing general potential for further M&A within or across markets,
possibly limited by antitrust concerns. Analysis of market integration provides
insights on the particular importance of M&A across markets.

A clear definition of the relevant market, measurement methodology and
underlying measure is crucial for adequately capturing market concentration and
integration. The U.S. Department of Justice and the Federal Trade Commission
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(1997) emphasize the importance of the geographical and product dimension to
demarcate markets for the analysis of concentration in the context of antitrust
regulation. In the insurance industry, both dimensions are interdependent: Pri-
mary insurance shows a strong national tendency, whereas reinsurance is a
global business. The European Commission (2007b, pp. 39) in their recent sector
inquiry®' on primary business insurance® discusses prominence of primary in-
surers on the country level, despite the emergence of “European insurers”.”” In
contrast, Cummins and Weiss (2000) and Swiss Re (2003) analyze consolidation
of reinsurance providers in the “global reinsurance market”, and Standard &
Poor’s annually publishes a report on the “global reinsurance sector”. This study
follows these market definitions for the analysis of concentration and integration.

For the measurement of market concentration, industrial organization eco-
nomics provides a multitude of approaches, which can be classified into distribu-
tion curves, quantile measures, indices and other measures. Distribution curves
are a widely used visual instrument to analyze concentration, and the most im-
portant type is the Lorenz curve.”® The Lorenz curve shows the proportion of a
given total amount (e.g., total market output) assumed by the smallest x% of the
values. Quantiles of the Lorenz curves are frequently used to further aggregate
information. A prominent example is the concentration ratio, which OECD
(1993) define as “the percentage of total industry output [...] which a given
number of large firms account for”. Thus, the concentration ratio is equal to 1
minus the respective upper quantile of the distribution function. A prominent
index measure is the Herfindahl-Hirschmann-Index (HHI), which, in contrast to
quantile measures, accounts for the total number of firms on the market. It is de-

fined as HHI = Z?Ils 12 , where s; is the output proportion of the i-th firm. Other

index measures, such as the Gini-Coefficient,” are less relevant in the context of

31  The European Commission may start sector inquiries if “circumstances suggest that competiti-
on may be restricted or distorted within the common market”, see http://ec.europa.eu/comm/
competition/antitrust/sector _inquiries.html; accessed May 5, 2007.

32 European Commission (2007b, p. 7) defines “business insurance” for the purpose of the inqui-
ry as “provision of insurance products and services to any type of business, irrespective of its
size, form of organization or legal structure.”

33 Swiss Re (2000).

34 Bosch (1998, p. 36).

35  E.g., Bosch (1998, p. 40).
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economic theory.”® Other measures such as number of firms operating in one
market are typically only used either as preliminary indicators or if more granu-
lar data is unavailable.

Application of concentration measures varies amongst regulators and Indus-
try organizations. The U.S. Department of Justice and the Federal Trade Com-
mission (1997) assesses post-merger market concentration based on the post-
merger HHI of all transaction participants. The European Council (2004) does
not introduce explicit measures to assess concentration in the EC Merger Regula-
tion. However, in their recent sector inquiry on primary business insurance, the
Directorate General for Competition (DG Competition) of the European Com-
mission reverted to concentration ratios for the 5, 10 and 15 largest insurance
groups and development of number of firms to assess prevailing market concen-
tration, following the approach of CEA (2006). For the reinsurance market,
Standard & Poor’s (2006) also uses concentration ratios. With respect to the
underlying measure, OECD (1993) suggest to use “output” in general, and total
premiums specifically for the insurance industry. CEA (2006) and European
Commission (2007b) use turnover.”’

Similar to market concentration, several approaches to measure market inte-
gration are discussed in literature. Chen and Knez (1995) and Kiranand (2004)
review frequently utilized measurement methodologies, but agree that more
recent definitions share the notion that markets are integrated if the law of one
price holds across them. However, European Commission (2007b) and OECD
(2007) revert to simpler measures of integration: They utilize cross-border sales
in percent of total premiums written, market share of branches/agencies of for-
eign undertakings in total domestic non-life business, and overall non-life market
share of foreign companies as proxies to assess market integration in the insur-
ance industry within Europe.

This study follows the approaches utilized by the CEA, the European Com-
mission, Standard & Poor’s and the OECD for concentration and integration.
Firstly, these sources provide the most granular data available for the European

36 See OECD (1993, p. 25) for detailed references to literature discussing mathematical and eco-
nomic properties of these and further indices.
37  CEA does not provide a definition of the term turnover.
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insurance industry. Secondly, their measurements and derived conclusions are
major determinants for regulatory actions and changes to jurisdictions.

Concentration and integration of the European primary insurance industry

Figure 3 illustrates the development of number of insurance firms operating in
the Euro-12 zone and the EU-25 as a first indicator for concentration. The overall
effect indicates a slight concentration by 3% (150 firms) between 1993 and
2004. In comparison to the insurance sector, the European banking sector under-
went a much stronger concentration in the recent years: The number of credit
institutions decreased from 9,363 firms in 2001 to 8,613 firms in 2004, corres-
ponding to an annual concentration of 3.7% compared to 0.3% in the insurance
sector.

The indicated concentration was driven by Euro-12 zone countries. The
number of firms operating within this region decreased by 15% (—495 firms) bet-
ween 1993 and 2004, where the number of firms increased by 20% (+345 firms)
in other EU-25 countries.”

Figure 4 presents concentration ratios for non-life insurance groups in
Europe.*’ In 2004, the 5 largest insurance groups held a market share of 69% in
the average, up from 52% in 1993. Except for Hungary, Switzerland and Greece,
concentration increased in all markets (where data is available), especially in
Italy, where the market share of the 5 largest insurance groups increased by 35
percentage points.*' At the same time, concentration across European markets
balanced: The standard deviation of concentration decreased from 22% points in
1993 to 16% points in 2004. Slovenia, Finland, Sweden and Slovakia were the
most concentrated markets: The 5 largest insurance groups held a turnover mar-

38  See ECB (2005, p. 48).

39  Considering the growth of total direct premium income in the same time frame, concentration
also increased in other EU-25 countries: Premium income per insurance firm increased by
149% in the Euro-12 zone, but only by 84% in these other EU-25 countries.

40  EU-25, Norway, and Switzerland.

41  The merger between Fondiaria Assicurazioni SpA and Societa Assicuratrice Industriale SpA,
and Assicurazioni Generali SpA and Istituto Nazionale delle Assicurazioni, as well as acquisi-
tions by Istituto Nazionale delle Assicurazioni may have contributed significantly to the con-
centration of the Italian market.
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Number of firms

5083 5,093 5149 5138 5,121 5151 5126
o T T T T 4898 4787 4732 450 2933

Other EU25 (1,742 (1,783 [1,842 (1,846 [1,884 [1,891 [1,892
1858 11,810 [1,783 |1,729 |2.087

Euro-12" 13,341 (3310 (3,307 (3292 13,237 (3260 3234 |304q |po77 [2949 [2.924 |2 sad

1993 94 95 96 97 98 99 2000 01 02 03 2004

Total direct premium income (EUR ftrillion)

Total 404 432 456 491 542 576 652 755 77 807 821 867
Other EU 25 123 118 114 131 163 187 221 296 273 278 263 271
Euro 12* 281 314 342 361 379 390 432 458 499 530 558 596

*Austria, Belgium, The Netherlands, Denmark, France, Germany, Ireland, Italy, Luxembourg, Portugal, Spain, Greece
Source: CEA (2006)

Figure 3:  Development of number of primary insurers and their total direct
premium income in Europe

ket share of above 90%. The most fragmented markets were Greece and Spain,
where the 5 largest insurance groups only accounted for 39% of the total market
turnover.

Concentration ratios for life insurance groups in Europe are illustrated in
Figure 5. The average concentration in 2004 is comparable to non-life insurance
groups: The largest 5 life insurers covered 71% of the market (up from 62% in
1993), compared to 69% of the largest 5 non-life insurers. Diversity of concen-
tration measured as standard deviation of market share of 5 largest groups is also
similar for life and non-life, with 16% points and 13% points (20% and 16% in
1993), respectively.

However, the development of concentration across time differs notably be-
tween non-life and life markets. Whereas most countries in the former industry
concentrated between 1993 and 2004, in the latter industry deconcentration oc-
curred almost as frequently (7 out of 16 countries) and severely (average of —9
percentage points compared to +12 percentage points) as concentration. This fact
may be explained by a stronger tendency of deconcentration in the life industry



2 Overview of M&A in the European Insurance Industry

18

E/N a8l

E/N

Sl e |

E/N

E/N
e/N

E/N
e/N

e/N ETZT T

L

e/N 9 ]

[

E/N

E/N

E/N

ge

Ll

cl-

e
clb

6l
E/N

4 Elvl ]

E/N

e/N il

¥8

¥l (Il cc ] (52

€- [z 1

99

8 [0z ]

09

6 Esr]

9

sjuiody, A
G isuy abueyd (oL

JUCIIER

€L
820°'L
658'9
Sig'y
cle'e
E/N
e/N
141
/81
e/N
102
L'se
890y
454"
G68°L
112'89
68825
¥€8°C
28292
E/N
VAN
E/N
€Lz
8¢
zeTel
92s'8
608'L
suoljilq ¥nd
1ejoL

e/N
e/N
Eor] 78
161 4| B
e/N
qFr] T8
oL I g
e/N
e/N
e/N
e/N
61 1
EE_0g 05
— 76
09 Mer] 6e
A[Sr] 0
i 770 61 ] 52
6] 88
@ oz
e/N
BT 85
e T ve |
e/N
Eer 68 |
EIl st 65
1T 25
[ 11 A GG
A Jusgiad
00L

(9002) Y30 :e0inog
w39 Aq papiroid Jou Jeaouiny jo uomuyad ,

91 eneno|s
B/N BIUBAOIS
9s¥'e uspams
9e8'} |ebnpod
e/N puejod
v.8'C KemioN
¥90°LL SpuepayleN ayL
e/N ejeN
e/N elne
e/N BinoquiaxnT
e/N eluenyy
86€'8l Aley
09%'L puejau|
00S Arebunpy
GZ9 809019
6EL' LY wopBury papun
Ll'ee eouely
989°L puejuiy
£G6°LL ueds
Be/N ejuoysg
6962 Newusq
11€°29 Aueunen
e/N alignday yoszo
86 snudAp
Lvl'L puepszImg
866'G wnibjeg
2€9's eusny

suol||iq ¥N3 Anunog

lejo)

(#00Z) +49AOUIN]} UO OljeJ UOIIBIJUIDUOD

Gl - 0} Siaunsu| . 0l - G steInsu| _H_

sJainsul G 1sJ14 _H_

(£661) »I@AOUIN} UO OlJEI UOHEBIJUBIUOD

Development of concentration in the European primary non-life

insurance industry

Figure 4:



19

2.3 M&A in the European insurance industry

B/N
e/N

e

B/N
B/N
8l

B/N
B/N
B/N
B/N

sjulodoy,

G isay abueyn

Gl - 0} sJainsu| . 0l - G slainsu| _H_

817 G. 98y
¥8 (Y44
WHR I 0z riezh
Berl 8L 0s2'9
il 8/ 8117
69 £82'9
[ ] v/ 9el'se
/N gel
e/N oL
e/N e/N
06 89
PACoz T €9 129'69
Hzz T 69 0£6'L
lor g2 |22 896
sz T ¥9 62.°L
[Cse T os ¥€9°1G'L
oz T 95 LYE's0‘L
G8 1S€°0L
[Ere T ev | zi6'8l
e/N e/N
Ier T 65 | 6000k
e/N e/N
6l | SL 98¢€’L
a 98 992
217 8. G856
BT €/ 168'61
i [EiCeeT____<s 99L‘9
A Jusolad  suolig ¥NI
001 lejo

(9002) v30 :00in0g

'v3D Aq papiroid jou Jaaouiny Jo uoniulaq

: e/N
1 e/N
'EC6LT €L
CEAC e T vsT |
! /N
: eN
: 20 8l | 95
' /N
m e/N
! /N
; BN
m 16 =5 I
Ezz 1 zl

4 ¥6

09, 161 =T 89
m v B9 T oe |
v ECvel ]
l g6
m [OF KT
m /N
o T GL
: s T e
: e

% | 68
161512 I Y
C [er T 29
b e T e
A Jueoled
001

€g enjeno|s
e/N EIVENNIIS
vev's uspams
zv8 |eBnuod
Gl€ puejod
e/N AemioN
SL2'LL SpuepsyieN 8y L
B/N EleiN
B/N elneT
B/N Binoquiexn
B/N eluenyy
GE6'L Key
€10 pueja
961 Arebuny
08% 828919
78829 wopBury pajun
€59'8Y soueld
z6E'e puejui4
116G ureds
B/N eluoys3
058°¢ Yewusq
116°8E Auewssn
9/l dliqnday Yoz
6 snudAo
6v¥'LL pueazimg
Yre'e wnibjog
L¥6'C eusny
suol|iiq ¥N3 Anunod
|ejol

(#002) «Jd@A0UIN} UO OljE UOIJBIIUIDUOD

sJaInsul G 1sil4 _H_

(£661) s49A0UIN} UO OljEI UOIJBIJUIIUOD

Development of concentration in the European primary life insuran-

ce industry

Figure 5:



20 2 Overview of M&A in the European Insurance Industry

1993 100 2004 100 Change
Country Percent 4 Percent 4 %points
Austria | ]34 | 23 -11
Czech Republic |]7 ] 84§ 78
Denmark [ ]8 | N/a N/a
Germany [ ]11 111 0
Hungary oo | &7 3
Italy N/a [ |24 N/a
Luxembourg N/a [ ]es | N/a
Netherlands | 23 )23 0
Norway 2 1 [ ]8 6
Poland N/a | [ 156 ! N/a
Portugal [ ]29 1 BE) -20
Slovakia N/a | |99 N/a
Spain | o7 ]5 22
Sweden N/a ] 15 N/a
Switzerland |3 N/a N/a
United Kingdom |N/a : | )37 N/a
Source: OECD (2007)

Figure 6:  Market share of foreign controlled insurance companies and their
branches or agencies in selected European countries (percent of total
domestic gross premiums)

compared to the non-life industry, unless insurers invest in expansion of their
market share: The most attractive markets* concentrated both in the life and the
non-life industry, probably due to dominant players seeking further growth. In
less attractive markets, where insurers are less incentivized to invest in market
share expansions, only the non-life industry concentrated weakly, whereas the
life-industry deconcentrated. A possible explanation for the deconcentration
tendency in the life industry may be the fact that new business in non-life insur-
ance is largely driven by renewals of existing policies, whereas life premium
turnover is mostly determined by new acquisitions.

In contrast to concentration, integration of markets is more difficult to as-
sess due to lack of data. Figure 6 depicts the market share of foreign controlled

42 Fastest growing national markets in terms of absolute turnover between 1993 and 2004.
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insurance companies and their branches or agencies in total domestic gross pre-
miums for all European countries where OECD (2007) provides data. In 2004,
foreign undertakings accounted for 39% of total gross premiums in the average,
up from 22% in 1993. Foreign companies especially dominated the markets
Slovakia, Hungary, Czech Republic, Luxembourg and Poland. However, their
influence decreased in all of these countries except for the Czech Republic.

Concentration of the global reinsurance industry

The global reinsurance market is less concentrated than European primary insur-
ance markets. In 2005, the 5 largest reinsurance providers achieved a market
share of 47% in terms of net reinsurance premiums written compared to about
70% in the life and non-life primary insurance sectors. Still, a notable concentra-
tion is recorded between 1994 and 2005, where the market share of the 5 largest
reinsurance providers increased by 15%.

Summary

Compared to the European banking sector, the European primary insurance mar-
ket is rather concentrated. The 5 largest non-life and life insurers accounted for
69% and 71% of revenues in 2004, respectively. However, the 5 largest credit
institutions only carried 59% of total assets in 2004, down from 60% in 2001.*
The reinsurance market is less concentrated with 47%.** The integration of
European primary insurance is also higher than integration in the EU banking
industry. Foreign primary insurance undertakings accounted for 39% of total
gross premiums, whereas ECB (2005, pp. 58) presents evidence that foreign
credit institutions from EEA countries only accounted for 17% of total assets in
2004, up from 16% in 2001.%

In contrast with these findings, the European anti-trust authority never ruled
a requirement to dissolve concentration,*® a refusal of concentration*’ or a condi-

43 Average across EU-25 member states (ECB, 2005, p. 50).

44 2005 figure.

45  Data on integration of the reinsurance market is not available.

46 According to European Council (2004), Art. 8(4) (Powers of decision of the Commission;
Decision to require the undertakings concerned to dissolve concentration).

47  According to European Council (2004), Art. 8(3) (Powers of decision of the Commission;
Decision that concentration is incompatible with the common market).
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tional acceptance of concentration* against merged entities or filed transactions
with respect to insurance M&A between 1990 and 2006.* Still, the DG Compe-
tition initiated a sector inquiry on primary business insurance in June 2005,
accounting for “indications that in certain areas of insurance to businesses, dis-
tortive forms of cooperation may take place between insurers and that certain
arrangements for distribution of insurance products and services to businesses
may give rise to competition concerns.” From interim results published in Jan-
uary 2007 they conclude that the EU non-life markets, which are dominated by
multi-domestic competition by cross-border entities,”’ become more concentra-
ted. However, concrete issues confirming previous competition concerns>® were
not detected.

In summary, further consolidation of primary insurance markets may be re-
stricted by already high concentration of national markets and related antitrust
concerns, and could therefore again involve either cross-border transactions in
the primary insurance sector, possibly after disengagement of acquirers in their
home markets, or transactions in the reinsurance industry. However, examination
of the consolidation status of the industry only gives a first indication why Euro-
pean insurers could or would choose to pursue further M&A transactions. The
following section thus analyzes transaction momentum in greater depth by sys-
tematizing hurdles and drivers for future M&A in the European insurance in-
dustry.

48  According to European Council (2004), Art. 8(2) with (conditions & obligations) (Powers of
decision of the Commission; Decision that concentration is compatible with the common mar-
ket with conditions and obligations).

49  Data provided by European Commission on European Commission (2007a).

50  European Commission (2007b, p. 7).

51  European Commission (2007b, p. 39 and p. 45).

52 European Commission (2004) notes that “average market share of the 5 largest institutions in
EUI1S5 countries comes close to 60% in both banking and insurance sectors”, raising concerns
of the responsible competition authorities.
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2.3.2 Drivers and hurdles for further consolidation

2.3.2.1 Overview drivers and hurdles

Recent academic work discusses a variety of frameworks to classify motives for
M&A transactions, e.g.,

e  Beitel (2002, p. 17) draws a distinction between economic and strategic
motives for M&A, and subdivides economic motives further into value
maximizing™ and non-value maximizing motives.

e Achleitner (1999, pp. 142) introduces a classification into strategic, finan-
cial and personal motives. Lorenz (2006, pp. 17) adopts this classification.

e  Settnik (2006, pp. 73) discusses drivers for M&A from the perspective of
neoclassical theory and institutional economics, and develops an integrating
model based on socio-economic exchange theory.™

e  BIS (2001) extensively discusses “causes of consolidation”, i.e. motives that
lead to either cost reduction or revenue increase, and “forces of change”,”

understood as changing external factors that encourage consolidation.

In contrast to these possible systematizations of drivers, reviewed academic work
does not introduce a classification for hurdles of M&A transactions. Figure 7
presents a possible integrated systematization for drivers and hurdles, whereas
Figure 8 provides further details. Drivers are structured following the approach
of Beitel (2002), further separating economic drivers by their source into produc-
tion and financing according to Settnik (2006). With respect to hurdles of M&A,
factors indicated in recent academic work are separated into legal, financial,

53 Beitel (2002) argues that strategic motives are also value maximizing in their core, but that
their impact is more difficult to quantify than the one of economic motives.

54 In the model, actors (acquirer insurance companies) are interested in resources (material or im-
material production factors) to satisfy their needs. Other actors (target insurance companies)
control these resources, see Settnik (2006, p. 198).

55  Examples are technological progress, deregulation and harmonization of European supervisory
standards, increased expectations of shareholders with respect to increase of performance and
shareholder value, implementation of Euro, progressing globalization, and increase of competi-
tion. These factors are included in the discussion of specific drivers and hurdles later in this
section, and in section 2.3.2.2.
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Figure 7:  Possible systematization of reasons for M&A

market, and execution hurdles. The framework integrates the elements of “forces
of change”.*

The following subsections provide detailed, but general (i.e., not insurance
industry-specific) descriptions of the individual drivers and hurdles. The reader
familiar with the cited reasons for M&A may skip these subsection and continue
with section 2.3.2.2, which discusses the identified drivers and hurdles specifi-

cally in the context of the European insurance industry.

56  See BIS (2001). For example, the force of change “deregulation” is discussed under the hurdle
“regulation”.
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Drivers Hurdles
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Figure 8:  Details on possible systematization of reasons for M&A

2.3.2.1.1 Drivers

Synergies

Jensen and Ruback (1983) define synergies as potential savings, which can only
be achieved through M&A, but not by stand-alone entities themselves. Synergies
are the most frequently cited reason for M&A.”” There are two types of syner-
gies. Firstly, economies of scale™ exist, if a transaction leads to a reduction of
unit cost. Settnik (2006, pp. 85) further distinguishes economies of scale by their
sources production, procurement, distribution, research and development and
administration. Secondly, economies of scope exist, if the cost of merged entities
is lower than the sum of the cost of the individual entities.” Beitel (2002, p. 19)

57  E.g., Paprottka (1996, p. 39), and Ebert (1998, p. 5).
58  E.g., Chandler (1990).
59  E.g., Panzar and Willig (1981).
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distinguishes procurement, production, distribution, and financial diversification.
The definitions for scale and scope economies are not mutually exclusive. How-
ever, cost degression of economies of scope is generally understood to stem from
increasing diversity (e.g., geographies, products), not from increasing size. For
example, Achleitner (1999, p. 144) argues that economies of scale are realized
through horizontal transactions, and economies of scope from lateral trans-
actions.

X-efficiencies

Efficiency measures output relative to required inputs for an individual firm.
Efficiency is assessed against an analogously measured benchmark (“best prac-
tice”). In recent academic work, several approaches to estimate efficiency exist,
e.g., financial ratio analysis, and frontier efficiency methodologies.”’ The latter
defines the efficient frontier as all combinations of minimum inputs required to
produce given outputs, i.e. the efficient frontier is the benchmark. Efficiency of
an individual firm is defined as some distance measure between the combination
of actual input and output of an individual firm and the efficient frontier. Berger
et al. (2000b) discuss five types of efficiencies from consolidation, which are
partly overlapping with synergy effects: Scale efficiency (economies of scale
from increased cost or revenue efficiency), scope efficiency (economies of
scope), X-efficiency of geographic diversification (improved cost or revenue
efficiency from diversification of risks), X-efficiency of managing from distance
(negative efficiency effects due to difficulties of monitoring and conducting
business from a distance), and X-efficiency of the M&A process (efficiency im-
provement of the target company, if the acquirer is more efficient than the target
and achieves to bring the target up to its own level of efficiency).

Disciplining
The disciplining hypothesis postulates that M&A is an effective instrument of

corporate control.”’ Through aligning incentives or replacement of management,
it corrects failure of current management of the target company caused by lack of

60 E.g., Klumpes (2006).
61  Easterbrook and Fischel (1991, p. 171).
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skills or maximization of personal motives. Settnik (2006, p. 125) notes that the
disciplining hypothesis requires an information efficient capital market, where
valuation of the target suffers from ineffectiveness of current management.

Capital market access

Sautter (1989, p. 137) argues that M&A may improve access to external capital
markets due to cost degression of fixed fees for capital market transactions. In
addition, given a sufficiently large volume after M&A transactions, external
capital markets may partially be substituted by an internal capital market, e.g. for
liquidity and capital pooling, so that the cost differential between the external
and internal capital market are earned.”

Co-insurance effect

Seth (1994, p. 432) defines the co-insurance effect as an increased debt capacity
of merged entities (or reduced probability of insolvency given same financing
structure). Levy and Sarnat (1970, p. 801) mention diversification of firm returns
as the major source. In this respect, the co-insurance effect may be understood as
a source for economies of scope. The co-insurance effect assumes, that capital
markets measure solvency and price capital according to the entire risk (specific
and market risk) of a company, and not only un-diversifiable market risk.*

Risk reduction

Related to co-insurance is the effect of risk reduction. It assumes that conglom-
eration leads to diversification of specific risk.”* Besides increased debt financ-
ing capacity (comparable to the co-insurance effect), Paprottka (1996, p. 63)
argues that higher precision of liquidity planning due to lower return volatility
may be a source of additional value.

62  E.g., Perin (1996, p. 36).

63 The combination of two correctly priced companies under CAPM still lie on the security mar-
ket line, and thus do not increase value for shareholders compared to the standalone entities.
See e.g., Copeland/Weston (1988, pp 193).

64  Seee.g., Jennings (1971, p. 131).
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Tax optimization

Jensen and Ruback (1983, p. 24) define tax optimization as the increase in share-
holder profit through a decrease of tax load or a more effective utilization of tax
shields. Tax optimization is thus not necessarily value generating from a global
perspective, since value is redistributed from tax authorities to transaction part-
ners. Tax optimization as a source of value is discussed controversially in litera-
ture. BIS (2001) even refers to taxation as a “force discouraging consolidation”,
arguing that proper estimation of tax impacts in an M&A transactions is a very
complex issue, and potential benefits may not outweigh related direct and indi-
rect costs.

Market power

Achleitner (1999, p. 143) argues that merged entities in horizontal transactions
have greater market power through reduction of competition. The increased mar-
ket power is utilized to achieve higher prices for products and services, thus
transferring wealth from customers to shareholders. Thus, the market power
hypothesis is — similar to tax optimization — a redistribution hypothesis, because
value is generated from the shareholder perspective, but not necessarily from a
global market perspective.

Vertical integration

Achleitner (1999, p. 143) defines vertical integration benefits as synergy effects
from combining entities in the same industry and successive steps in the value
chain. She identifies two sources of value. Firstly, economies of integration can
be derived from reduced communication cost across the value chain. Secondly,
safeguarding supply with inputs and distribution of outputs reduces risk.

Exploitation of information inefficiencies

Preuschl (1997, p. 102) assumes that temporary market inefficiencies exist, i.e.
not all information relevant for valuation are reflected instantaneously in share
prices. However, if few market participants have access to this kind of informa-
tion, they can take advantage of resulting misvaluation and extract value through
M&A. Examples for such relevant, but publicly not available information may
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be unrealized gains® and possibility for strategy improvements or synergies.® In
contrast to these temporary inefficiencies, the market-myopia-hypothesis is
based on the assumption of systematic (i.e. persisting) market inefficiencies as a
result of short-term profit focus of shareholders. Romano (1991, p. 26) finds that
companies heavily invested in costly long-term projects, e.g., research and deve-
lopment with high upfront investments, are systematically undervalued and thus
become takeover targets.

g-ratio

The g-ratio is defined as the ratio of the market value of equity of a firm divided
by the replacement value of its assets.”” Weston et al. (1990) argue that compa-
nies with a g-ratio higher than 1 can create value from buying companies with a
g-ratio multiplied with acquisition premiums of smaller than one. In this case,
organic growth would be more expensive for the acquirer than a direct purchase
of the assets of the target.

Hubris and overpayment

Roll (1986, p. 213) defines Hubris as an excess payment for targets, even in an
information efficient market environment, due to the believe of the acquirer’s
management, that they can add value through their superior capabilities com-
pared to the target’s management. Hubris is mostly driven by previous perform-
ance of managers, appraisal by public opinion and media, and experience and
self-assessment of managers.® Black (1989, pp. 624) defines overpayment more
broadly as the result of intransparency on the true value of the target, competi-
tion with several bidders, overly optimistic acquirer management, and agency
conflicts between managers and shareholders of acquirers.

Empire-building

Preuschl (1997) argues that M&A produces agency costs, in that management
pursues personal interests such as increase in personal income, power, prestige,

65  See Halpern (1983, p. 300).

66  See Bradley et al. (1983, p. 184).
67 E.g., Beitel (2002, p. 20).

68  E.g., Gaughan (1999, p. 160).
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and job security. Expansion strategies are one possibility for managers to realize
these benefits, especially in the context of M&A as a defensive strategy for hos-
tile takeovers of the own company.®” Swiss Re (1999a) argues analogously for
the existence of a “bandwagon effect”: If there is lots of activity on the M&A
market, management is more likely to carry out M&A transactions itself, even in
case of doubtful rationale, because it seeks to maintain its relative market power.

Free cash flow

Jensen (1986) observes that managers with high free cash flow”” at their discre-
tion are more likely to carry out M&A transactions than returning accumulated
capital to shareholders. This bias towards M&A as one of several strategic op-
tions can be explained by management’s desire to maintain power and may lead
to value destroying transactions.

2.3.2.1.2 Hurdles

Production

Positive synergies are believed to be a major driver for M&A. Analogous, nega-
tive synergy effects are assumed to present an obstacle to consolidation. Dis-
economies of scale may arise when institutions become too large and complex,
leading to a dilution of control.”’ Diseconomies of scope may result from manag-
ing from distance’” or customer preferences for specialized service providers
instead of large conglomerates.”” OECD (1999a) adds that consolidation across
currency regimes results in currency risk which may offset positive diversifica-
tion effects in other risk drivers.”*

69  E.g., Marris (1963, pp. 186).

70  Jensen (1986, p. 323) defines free cash flow as “cash flow in excess of that required to fund all
projects that have positive net present values when discounted at the relevant cost of capital”.

71  E.g., Amel et al. (2003) and BIS (2001).

72 Berger et al. (2000b).

73 Berger et al. (2000a).

74  OECD (1999a) argues that the implementation of the Euro reduced currency risk for compa-
nies, and thus drove consolidation in the late 1990s.
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Legal

Differences and discrimination across jurisdictions, especially in heavily regu-
lated industries such as financial services, are discussed extensively in literature.
Corporate law, supervisory rules and regulation, and tax and accounting law are
cited as reasons. Berger et al. (2000b) note that corporate law may implicitly or
explicitly impose constraints on competition, and thus present a deal breaker for
M&A transactions. BIS (2001) additionally observes existence of new entry
conditions for financial service providers which plan to extend their outreach
into foreign markets, paired with case-by-case court rulings on cross-border
M&A transactions.

Amongst other authors, Beckmann (2002), and BIS (2001) discuss local
regulation of financial services as a major obstacle for cross-border consolida-
tion. On the other hand, deregulation is often seen as a major catalyst to drive
M&A.” Taxation may also pose difficulties to M&A. BIS (2001) refers to taxa-
tion as a “force discouraging consolidation” due to complexity of tax regimes, an
argument which proves valid also for accounting rules given the manifold local
accounting standards.

Market

Market entry hurdles are highly industry specific, and thus discussed specifically
for the European insurance industry in section 2.3.2.2.

Execution

BIS (2001) mentions that the target’s capital structure may present an obstacle,
e.g., if few large investors or bondholders exert their influence on management
or supervisory board in transaction negotiations. In extreme cases, especially if
target is largely held privately, owners may even have implemented defensive
strategies in manager contracts or ownership structure. Additionally, Berger et al.
(2000b) and BIS (2001) mention cultural barriers between companies, and lan-
guage barriers between companies and between countries as important obstacles
to successful execution of M&A transactions.

75  E.g., BIS (2001) and Cummins et al. (2006).
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2.3.2.2 Identification of drivers and hurdles for further consolidation in the

European insurance industry

2.3.2.2.1 Drivers

Synergies — Economies of scale

Economies of scale in insurance can result from a variety of sources. Swiss Re

(1999a) assumes that M&A transactions will increase efficiency of information

technology, distribution, asset management, insurance portfolio management,

and research and innovation. Further on, they argue that a “flight to quality” in-

creases revenue scales, since especially corporate clients may favor large insur-
ance groups. BIS (2001) emphasizes the importance of technological advances as

a major force encouraging consolidation. Their survey’® results indicate that es-

pecially IT and communications are very important for domestic consolidation

within a certain industry (62% of respondents), but less relevant for diversifying

transactions. Key examples for technology driven benefits are

Entering new markets through electronic distribution channels prior to phy-
sical pre-existence. However, Beckmann (2002) argues that insurance is a
trust-based and thus naturally local business. Nevertheless, few examples
exist in the recent past, e.g., Standard Life’s direct-only presence in Ger-
many.

Increased distribution capacity through direct channels or direct insurers.
The marginal cost of required technology platforms decreases strongly with
the number of customers. M&A is an opportunity to acquire necessary tech-
nological know how or to scale the customer base.

Product differentiation or tailoring through data mining. Pricing sophistica-
tion, e.g., inclusion of further risk factors’” or application of modern non-
linear statistical models (GNLMM) can be increased. M&A allows to

76

77

Exact specification of the survey, e.g., number of respondents, is not documented in the publi-
shed report.

E.g., pricing motor insurance based on place of residence, pricing life annuity insurance based
on health characteristics.
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quickly acquire relevant knowledge and data. Settnik (2006, p. 177) empha-
sizes the importance of information for insurance M&A.

e  Creation of new financial products through tailored products, e.g., fund
wrappers on life insurance contracts, life insurance wrappers on funds, and
securitization of insurance portfolios. Financial engineering and risk man-
agement capabilities are required in combination with respective data proc-
essing technology to provide these services.

However, Katrishen and Scordis (1998) hypothesize that especially large inter-
national groups may suffer from diseconomies of scale due to their organization-
al complexity.

Empirical evidence on the existence of economies of scale in the insurance
industry is moderate and mixed. A significant amount of studies find scale econ-
omies only for small U.S. and European insurers.”® Swiss Re (1999a) do not find
empirical evidence to support the hypothesis of economies of scale in UK and
U.S. life insurance industry at all. Cummins et al. (1998) provide evidence for fix
cost degression effects at U.S. life insurers, probably resulting from centraliz-
ation of services such as information systems, investment operations, and poli-
cyholder services. It shall be noted that major factors, such as recent technolo-
gical advances, may not be adequately represented in the rather old samples of
the above mentioned research. This hypothesis is underlined by findings of Amel
et al. (2003, p. 21), who observe on their more recent global data sample that
large insurers show a better ratio of management cost to net premiums, indicat-
ing existence of economies of scale.

Synergies — Economies of scope

Swiss Re (1999a) assumes that M&A lets insurers reap scope benefits from en-
tering foreign markets, utilizing different distribution channels, taking higher or
more complex risks, and expanding their product portfolio. Cummins et al.
(1998) assume that extending the scope of operations leads to diversified earn-
ings and thus increased predictability and reduced volatility of results. BIS

78  For the U.S. market, see e.g., Cummins and Weiss (1993), Hanweck and Hogan (1996), Yuen-
gert (1993), and Cummins and Zi (1998). For the European market, see e.g., Focarelli (1992),
Fecher et al. (1991), Mahlberg and Url (2000), and Kaye (1991).
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(2001) points out that technological advances and deregulation encouraged lat-
eral M&A, allowing financial institutions of all types to offer products which
were typically only offered by other types of institutions (“blurring of distinc-
tions”). This type of conglomeration is referred to as Bancassurance or Assur-
banking. Examples for assimilation of products are life-cycle funds offered by
banks, and unit-linked life insurance products offered by insurers. Examples for
cross-selling of products are property insurance offered to mortgage customers,
and motor insurance to car financing customers.

Cummins and Weiss (2000) find in their empirical study that global consol-
idation increases reinsurance capacity due to diversification. For the U.S. market,
Berger et al. (2000a) document that significant profit scope economies only exist
for some types of firms, especially large, efficient, vertically integrated and per-
sonal line oriented insurers. They attribute these benefits to cost economies of
scale from shared production. Revenue diseconomies of scope only partially off-
set these benefits, and Berger et al. (2000b) assume that these diseconomies re-
sult from greater ability of specialists to tailor products to their customers’ needs,
thus invalidating the hypothesis of large benefits from one-stop shopping. Cum-
mins et al. (2006) detect significant positive value creation for banks pursuing a
bancassurance strategy.

X-efficiencies

Klumpes (2006) reviews literature on efficiency measurement in the insurance
industry and provides an overview of insurance-specific definitions for inputs
and outputs. He agrees with the arguments put forward by Cummins and Weiss
(2000) to define efficiency for insurers following the value added approach,”
either before cost of financial capital (gross value added) or after cost of finan-
cial capital (net value added), and suggests concrete measures for inputs® and

79  For the banking industry, Berger and Humphrey (1992) discuss two additional approaches, the
asset approach, and the user cost approach. Cummins and Weiss (2000) argue that both ap-
proaches are not suitable for the insurance industry, because especially P&C insurers many ser-
vices beyond financial intermediation (asset approach not suitable), and product revenues and
opportunity costs are typically not available in the insurance industry due to product bundling
(user cost approach not suitable).

80  Klumpes (2006) uses labor, business services, debt and equity capital as major inputs.



2.3 M&A in the European insurance industry 35

outputs.®’ Cummins and Weiss (2000) categorize outputs into risk-pooling and
risk-bearing, financial services related to insurance, and financial intermediation,
and choose different measures than Klumpes (2006).

Recent literature gives only few examples for specific sources of efficiency
gains in the insurance industry. Amel et al. (2003, p. 21) assume that consolida-
tion may lead to rationalization of the agency distribution system, thus increasing
efficiency. Further on, they argue that regulation protected European markets® to
outside investors, so that further efficiency potential may be left untapped. Donni
and Fecher (1997) refer to technical progress as a possible source of efficiency
gains. Beitel (2002, p. 51) argues that technical progress may increase M&A
activity, because some players may have missed the optimal point in time to
invest in new technology, and thus decide to acquire capabilities from outside.
Concrete examples of technical advances are given above in the paragraph “Syn-
ergies — Economies of scale”.

Cummins, Tennyson and Weiss (1998) find that M&A improves the effi-
ciency of target insurance firms in the U.S. life insurance industry. Cummins and
Xie (2005) observe on their U.S. P&C sample that more cost or revenue efficient
acquirers create more value around announcement than other acquirers. Both
results support the benchmarking hypothesis, i.e. that efficiency level of targets
is raised through acquisition by more efficient acquirers. In contrast, Klumpes
(2006) finds that acquiring European life insurers are more likely to benefit from
efficiency gains associated with takeover activity than their target firms. For the
Spanish insurance industry, Cummins and Rubio-Misas (2006) argue that M&A
increased efficiency because inefficient firms exited the market, acquirers sought
out more efficient target firms, and total factor productivity increased.

Finance

Swiss Re (1999a) states that life insurers can reduce earnings volatility and thus
cost of capital, and improve their capital market access through consolidation.
Reviewed empirical research on the insurance industry has not yet directly exam-

81  Klumpes (2006) chooses “actual premiums earned in the period plus income from the invest-
ment of the insurance technical reserves less claims which become due for payment during the
accounting period less changes in actuarial reserves and provisions for with profits insurance”.

82  Amel et al. (2003) give Belgium, France, Germany, and UK as examples.
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ined these or other financial drivers. Nevertheless, several of these studies con-
firm the general importance of solvency aspects for M&A which are closely
related to the co-insurance effect and risk reduction. Chamberlain and Tennyson
(1998) find financial synergies (only) after industry capital shocks on their P&C
sample. BarNiv and Hathorn (1997) present evidence that U.S. P&C insurers
more frequently acquire distressed targets compared to acquirers from other
industries. However, although acquirers carefully select™ distressed targets, they
show inferior capital market performance compared to insurers that are not in-
volved in distressed acquisitions.

Strategy

Berger et al. (1999) conclude from their literature review that market power is —
besides efficiency improvements — a major reason for M&A in the financial ser-
vice industry. With respect to vertical integration, Cummins et al. (2006) argue
that insurers may improve revenue and cost control by acquiring agencies or
brokerages. Their empirical analysis for the U.S. market however does not yield
significant abnormal returns for those insurers that pursued a vertical integration
strategy®’ through M&A..

Personal

Two studies discuss empire building as a motive for insurance M&A. Berger
et al. (2000b) assume that empire building may occur in case of weak corporate
control, encouraged through healthy financial condition.® Settnik (2006,
pp- 180) argues that such issues of control exist for mutual insurers. Firstly, prin-
cipals of mutual insurers are policyholders, and exercise direct control only on
their invested money. However, part of the invested funds stem from previous

83  BarNiv and Hathorn (1997) find significantly different characteristics between acquired dis-
tressed targets and insolvent insurers. The former are smaller, carry more invested assets and
more cash relative to liabilities, are less but more successfully invested in equity, generate less
premiums, carry fewer liabilities, and have a higher net income and surplus.

84  They define vertical integration as “M&A transactions between insurance carriers and insur-
ance agency, broker or service firms”.

85  See also Free Cash Flow hypothesis.
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policyholder generations, and management exerts sole control on these funds.®
Secondly, policyholders of mutual insurers cannot withdraw their money as easy
as shareholders of public companies, thus weakening their influence. Besides
issues of control, Settnik discusses issues of conflict of interest. Management of
mutual insurers is less disincentivized to carry out non-value generating actions
than exchange listed companies. They can neither participate in share price deve-
lopment, nor do they seek to avoid share price drops and thus the danger of be-
coming a takeover target. Additionally, in some jurisdictions the management
board of mutuals may assert influence on the composition of the supervisory
board.

The free cash flow hypothesis is taken up by Swiss Re (1999a). They argue
that excess capital, built up through previous capital market upswing, and cheap
financing conditions drive M&A transactions in the insurance industry.®” ING
(2006) see capital cushions (“corporate firepower”) as a major driver for a new
wave of insurance market consolidation in Western Europe. Again, mutual in-
surers may be more prone to pursue this personal motive: Wells et al. (1995) find
that mutual insurers have more free cash flow at their discretion than other in-
surers.

2.3.2.2.2 Hurdles

Production

The implementation of the Euro in 1999 harmonized the currency regime in
EMU countries, and may have reduced currency risk of insurers.*® BIS (2001)
assumes existence of further benefits especially for large insurers, such as an in-
tegrated money market (e.g., one interest rate), and integrated capital markets
(e.g., only large groups may have the required knowledge to act on a European
market).

86  In contrast, funds of non-mutual companies are entirely controlled by either shareholders or po-
licyholders.

87  Their study is concerned primarily with the life insurance industry, however their argumenta-
tion in this case is unspecific to the insurance industry.

88  Assets backing European policyholders reserves for long-tail business (e.g., life insurance) are
typically invested in Euro to match currency and thus interest rate environment.
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Legal

Berger et al. (2000b) note that implicit or explicit constraints on competition
exist in corporate law in some jurisdictions, which may especially prevent cross-
border M&A transactions. BIS (2001) observes case-by-case court rulings
against cross-border transactions, and notices new entry hurdles for geographi-
cally expanding financial service providers.

Besides corporate law, regulation is considered to be a major hurdle for in-
surance M&A transactions. Amel et al. (2003, p. 20) assume that differences in
regulation make it more difficult for insurers to realize potential synergies by
discouraging in particular cross-border deals. Berger et al. (2000b) agree that the
difference in the supervisory structure in Europe is a barrier for consolidation.
Inversely, prior research mostly agrees that deregulation drove M&A activity in
the recent past:

e  For the U.S. market, Cummins et al. (1998) give the implementation of a
nationwide solvency regulation, especially the risk based capital (RBC) re-
quirements, as an example. Firstly, RBC unified state-specific NAIC re-
quirements, and thus contributed to the harmonization of U.S. insurance
market regulation. Secondly, these RBC rules put insurers under pressure to
strengthen their capital base or restructure their asset portfolio to reduce in-
vestment risk. As a result, some insurers were left with reduced solvency.
Cummins et al. (1998) find evidence that the latter effect of RBC imple-
mentation drove M&A as well, since financially vulnerable insurers are
more likely to be acquired.

e  In the European market, regulatory harmonization took a quantum leap with
the introduction of the Third Generation Insurance Directives for life and
non-life insurance in 1992, which for example eliminated price and product
regulations, ensured cross-recognition of licenses and restricted host coun-
try control to solvency requirements.*” Later directives brought European
operating environment further into line, e.g. the Insurance Group Directive
in 1998.” and the Reinsurance Directive in 2005.”" European insurers reac-

89  Seee.g., OECD (2000b).
90  See e.g., OECD (1998).
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ted promptly with increasing M&A activity, in particular in cross-border
transactions.

e  However, despite these observations, BIS’ (2001) survey in the general fi-
nancial services industry yields the result that deregulation is considered a
very important factor for domestic within-segment and cross-segment con-
solidation for roughly 36% of respondents, but less so for cross-border con-
solidation. Still, roughly 60% of respondents state that legal and regulatory
impediments are very important discouraging factors for cross-border trans-
actions.

Despite recent deregulation efforts, regulatory obstacles for further cross-border
consolidation within Europe remain. Beckmann et al. (2002) observe that consu-
mer protection regulation still differs substantially across Europe, imposing
country-specific product design criteria on insurance contracts. Further on, pub-
lic reporting of accounts’ and policyholder profit allocation are dominated by
local accounting standards.

Besides regulatory barriers, taxation may be a “force discouraging consoli-
dation” according to BIS (2001) since it induces difficulties to properly estimate
tax impacts of M&A transactions. Beyond these issues of intransparency, Beck-
mann et al. (2002) document discriminatory taxation in Europe: In 1999, fiscal
tax advantages prevailed in ten European countries,” and the European Commis-

sion observes that “taxation remains an obstacle to the insurance Single Mar-
ket” 94

Market

Consumer preferences may present an obstacle to cross-border insurance M&A.
Beckmann et al. (2002) argue that insurance is a trust-based business, and thus
especially retail customers show a strong preference for local providers. Further
on, customers in European countries are likely to have deviating preferences due

91  See e.g., European Commission (2005).

92  E.g., building and taxation of equalization reserves.

93 OECD (1999a, p. 40).

94  Beckmann et al. (2002) quote the internet link “http://europa.eu.int/comm/internal market/en/
finances/ insur/87.htm#11”; this link has been removed in the meanwhile.
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to differences in social security systems’ (e.g., retirement age, funding model)
and personal taxation.”

BIS (2001) discusses market intransparency (“information inefficiencies”)
as another market entry hurdle for financial service providers, and gives lack of
comparability of accounting reports, difficulties in appraisal of asset and liabili-
ties, and lack of transparency as sources of inefficiencies as examples. Beck-
mann et al. (2002) further on argue that information asymmetries may occur due
to geographical and cultural distance and result in pricing difficulties for insur-
ance contracts. However, this qualitative reasoning is only moderately reflected
in the survey results of BIS (2001): Most respondents do not view information
inefficiency as an important factor discouraging consolidation.

Execution

The ownership form “mutual company” of an insurance company poses difficult-
ies for M&A?” due to diversity and complexity of regulations. Firstly, AISAM
(2006a) reports that three different models for mutual societies exist in Europe,
ranging from openness with respect to industry, restriction to some industries
such as insurance, and entire prohibition. Further on, AISAM (2006b) finds that
governance of mutual insurers may also be determined by law applicable to
joint-stock companies, insurers or specifically mutual insurers, but specific regu-
lations differ across Europe.

Secondly, Barry and Walsh (2000) illustrate actuarial complexities involved
for life insurers, e.g., determination of surplus, determination of the initial fund-
ing level of segregated funds for with-profit policies, and determination and
justification of an appropriate share allocation formula. Viswanathan and Cum-
mins (2003, p. 403) argue for the U.S. market that “given the actuarial, account-
ing, and regulatory considerations involved, demutualization [of an insurance
company is] a significant endeavor”. Swiss Re (1999b) gives the demutualization
of Old Mutual, a British life insurer, as an example. Old Mutual had to collect

95  Amel etal. (2003, p. 20).

96  E.g., Swiss Re (1999a), Beckmann et al. (2002).

97  Mutual insurers may be involved into M&A through sponsored demutualization (direct acqui-
sition by public insurer), mutual holding company conversion (acquisition of portfolio of
mutual insurer by public insurer) or merger between mutual insurers, see Swiss Re (1999b).
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votes from more than 3 mn policyholders in 42 countries before applying for de-
mutualization to courts and other authorities. These hurdles are vitally important
for European insurance M&A, since 68% of insurers in the EU-25 are mutual
insurers, representing 27% of gross direct domestic premiums written.”®

Besides execution hurdles related to the ownership structure, Berger et al.
(2000b) argue that large differences in language and culture may be a barrier for
cross-border transactions in Europe. BIS’ (2001) survey identifies cultural dif-
ferences between countries and between corporations, with over two third of
respondents agreeing that cross-border consolidation is discouraged by cultural
constraints.

2.4 Momentum in the European insurance M&A
market

The starting point of the analyses presented in this chapter is the overarching
question, whether the observed pickup in M&A activity beginning in 2005
should be considered merely a blip in the market, or whether it marks the entry
into the next cycle of M&A transactions in the European insurance industry.
Based on the systematization of drivers and hurdles of M&A transactions, this
section identifies concrete sources of further consolidation along the developed
framework and builds hypotheses on the direction of consolidation.

Sources of further consolidation

Swiss Re (1999 and 2000) and OECD (2000a) identify several sources for the
wave of M&A transactions during the 1990s, which can be interpreted in the
context of drivers and hurdles of M&A as systematized in section 2.3. Progress
in information and communication technology may have promised insurers to
realize economies of scale at lower diseconomies of scope from managing from
the distance. Favorable financial markets increased the fiee cash flow of insurers
especially from their investment management activities. Highlighted solvency
concerns may have urged insurers to seek improvement of their capital basis by

98  AISAM (2007), 2004 figures.
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reaping diversification benefits according to the co-insurance effect or risk re-
duction hypothesis. Soft insurance markets could have been countered by insur-
ers through increasing their market power. Regulatory harmonization, parti-
cularly through the introduction of the Third Generation Insurance Directives for
life and non-life insurance in 1992°° was considered a major reason for the
pickup in M&A momentum, since it considerately lowered legal hurdles.

Today, M&A is again likely to catalyze increased shareholder pressure for
insurers to create value,'” and major drivers and lowered hurdles identified as
most relevant forces behind the M&A cycle between 1990 and 2005 prevail.
ING (2006) assumes that margins are likely to decline again: The reinsurance
market continues to be firm, but especially the non-life cycle is expected to sof-
ten again, i.e. insurers may need to reduce rates and thus suffer from reduced
earnings. Consequently, PWC (2006) argues that revenue and margin enhance-
ment is likely to be a motive for future transactions. Insurers may withstand this
margin pressure by increasing their market power, but also by reaping further
economies of scale. ING (2006) notes that insurers nowadays are more likely to
realize especially technical synergies due to “shared service centers initiatives
and more flexible operating systems”. Further on, large acquirers could focus on
smaller targets in order to reap economies of scale by transferring capabilities,
and possibly by saving Solvency II capital due to roll-out of an internal model
approach. This view is supported by PWC’s (2006) hypothesis, that bolt-on
acquisitions will dominate transformational deals due to execution risk and mar-
ket skepticism inherent in the latter.

Although future profitability of European insurers is under pressure, in-
creasing earnings, recovering equity markets, and rising interest rates'®' led to a
currently rather comfortable capitalization of major European insurance compa-

99  These directives for example eliminated price and product regulations, ensured cross-recog-
nition of licenses and restricted host country control to solvency requirements, see OECD
(2000b).

100 BIS (2001) notes that shareholder pressure increases through wider application of professional
investments (e.g., ROE driven allocation decisions), driven by institutionalization of pension
savings of retail investors into hands of professional large-scale fund managers.

101 Especially life insurers invest with asset liability mismatch. Increasing interest rates thus leads
to stronger devaluation of policyholder liabilities compared to investments. Additionally, re-
invested bonds yield higher coupons, increasing the likelihood to cover contractual guaranteed
interest rates.
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nies'”. According to the fiee cash flow hypothesis, insurers are more likely to
invest this excess capital in growth rather than to return it to shareholders. Insur-
ers” desire for quick growth'” makes M&A the more likely strategy than in-
organic growth.

In addition, further harmonization of jurisdictions are likely to reduce pre-
vailing legal hurdles in the insurance industry. Firstly, the EU and the EMU are
continuously extending their outreach especially to Central and Eastern Europe,
thus further spreading harmonized regulation. Secondly, further changes of regu-
lation and legislation are approaching: Solvency II is expected to be imple-
mented between 2009 and 2012."™ Although precise effects on the industry are
yet unclear, analogies to earlier changes of regulation can be drawn. Solvency II
explicitly accounts for investment risk. This very circumstance is assumed to
have driven consolidation in the U.S. market after introduction of RBC.'” In
addition, insurers may be incentivized to use internal risk models instead of stan-
dard risk formulae and parameters in order to reduce capital requirements. Small
insurers could merge to exploit scale economies for developing and implement-
ing required know how and technology, or large insurers could buy small insur-
ers to transfer know how and technology.

Further on, implementation of IFRS 4 at around 2020'"

will not only
abolish intransparencies and complexities resulting from the diversity of local
accounting standards, but bring along major methodological and technical diffi-
culties such as fair valuation of policyholder liabilities. Both effects may drive
M&A, following the argumentation in the previous paragraph. In addition, ING
(2006) mentions that introduction of the legal form of European public compa-
nies (European Societas, SE) simplifies cross-border mergers between local pub-

lic companies, and simplify further restructuring as soon as SE is built. Recent

102 ING (2006) estimates “corporate firepower”, i.e. funds available for M&A without recourse to
the equity market, at EUR 74 bn for the 13 covered insurance companies.

103 ING (2006) reports that large European insurance companies state growth ambitions especially
in Central and Eastern Europe, Asia and Latin America. Management will probably desire
quick growth to increase value soon.

104 E.g., ING (2006) assumes 2012, Towers Perrins Tillinghast (2006) assumes at the beginning of
2010, and CEA (2007) assumes during 2009.

105  See section 2.3.2.2.2.

106 ING (2000).
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positive reports of converted insurers'”” may support this direction. Lastly,
AISAM (2006a) advocate that a European Mutual Society Regulation, harmoniz-
ing country-specific laws that affect mutual insurers, should be central part of the
European Commissions’ Action Plan on the Modernization of Company Law
and Corporate Governance. Few European countries already seek reforms of
corporate law affecting governance of mutual companies.'® Harmonized legisla-
tion could abolish complexities of demutualization through M&A or merger bet-
ween mutuals.

Direction of further consolidation

From the above discussions, it may be concluded that cross-border transactions
are again'® likely to constitute a major part of future M&A transactions in the
European insurance industry. Harmonization of jurisdictions already drove cross-

border consolidation in the 1990s,'"

and expected further alignment of regula-
tion may have the same effect. In addition, already high average national primary
insurance market concentration and cross-border integration lead to increased

alertness of antitrust authorities''!

and may thus even require insurers to seek
inorganic growth across national or even European borders. ING (2006) supports
this view by quoting senior management of major European insurers stating their
desire to expand geographically.

Further hypothesis on the direction of consolidation can established with re-

spect to the transaction instrument, method of payment and transaction intensity:

e  Prominence of portfolio acquisitions may rise further due to acquirers’ desi-
re to further leverage their business model,'' and sellers seeking to free up
underwriting capacity for growth, immediately stop a long-tailed business

107 Allianz SE reports that conversion saved the insurer up to EUR 1 bn in the minority buyout of
RAS Holding (Dow Jones International News, 23 April 2007).

108 AISAM (2006b).

109 Between 1990 and 2005, two thirds of the transactions in the long-term deal sample are either
cross-border EU or cross-border world deals, see section 4.2.2.

110 Third Generation Insurance Directives were implemented by the EU in 1992. The volume
share of cross-border M&A in the long-term deal sample increased from 37% in 1991 to 96%
in 1993.

111 See discussion in section 2.3.1.

112 E.g., their ability to achieve higher investment returns or cutting costs through economies of
scale, see discussions above.
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line, or separate continuing business and run-off due to changes in market

strategy or desired re-branding.'"”

e  Minority buy-outs are more likely to occur in the near future for two rea-
sons. Firstly, the introduction of European Societas simplifies buy-outs and
comes with significant financial benefits.''* Secondly, majority stakeholders
are incentivized to buy-out minorities before required margin improvements
increase the value of minority stakes and thus make the buy-out effort more
expensive. Demutualization through M&A, and mergers between mutual in-
surers could gain importance, if either individual countries simplify or har-
monize their regulations, or if a European Mutual Society Regulation is
indeed introduced in the near future.

e Due to estimated high excess capitalization of insurers, the proportion of
cash deals in the next wave of M&A transactions is likely to increase.
However, especially large international insurance groups may find it diffi-
cult to pool and liquidate the necessary funds across legal entities in the
holding company.

Taking all the different aspects into consideration, there are clear indications for
a next wave of M&A transactions. These transactions are likely to be driven by
motives that already triggered M&A in the 1990s. Again, cross-border trans-
actions may constitute a major share of future deals due to already high concen-
tration of primary insurance markets and related antitrust concerns.

113 E.g., Major (2005).
114 See case example of Allianz’ minority buy-out of RAS above.
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2.5 Summary

Especially the national primary insurance markets in Europe are relatively con-
centrated and integrated:

e  The number of insurance firms decreased by 3% (—150 firms) between 1993
and 2004, mostly driven by firms operating in the Euro-12 zone (-15%
equivalent to —495 firms). This corresponds to an annual concentration of
0.3%, compared to 3.7% in the EU banking sector.

e  However, absolute concentration in the insurance markets is high compared
to the banking sector. The 5 largest insurance groups accounted for roughly
70% of market turnover (2004 figures, life and non-Life), whereas the 5
largest credit institutions only held 60% of total assets. Although concentra-
tion increased especially in the non-life market (+15 percentage points non-
life, +9 percentage points life) between 1993 and 2004, some markets are
still fragmented, e.g., the Spanish life and non-life, and the Greek non-life
market.

e  Similarly, the European insurance market is more integrated than the Euro-
pean banking sector. The market share of foreign controlled insurance com-
panies is at roughly 39% in 2004 (22% in 1993), whereas foreign EEA-
based credit institutions only account 17% of assets in 2004.

e  Still, the European Commission did not detect concrete issues with respect
to market concentration, and no actions against market concentration were
taken between 1990 and 2006.

However, the global reinsurance market is less concentrated than the European
primary insurance markets. The 5 largest reinsurance firms only accounted for
47% of total net reinsurance premiums written in 2005, up from 32% in 1994.
Although especially primary insurance markets already seem moderately concen-
trated, evidence is found that the current rise in M&A activity is likely to con-
tinue, thus marking the entry into a new cycle of transaction in the European
insurance industry. The fundamental drivers for further consolidation resemble
those motives identified for the M&A cycle between 1990 and 2005. Insurers
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may withstand increased margin pressure by increasing their market power and
by reaping economies of scale. Free cash flow from advantageous financial mar-
kets may serve as a convenient source of funding of transactions. Further har-
monization of jurisdictions is likely to further reduce existing legal hurdles.
However, further M&A transactions may raise antitrust concerns of the Euro-
pean Commission. Especially national primary insurance markets are already
closely observed by the DG Competition. Thus, further M&A may again strong-
ly involve cross-border activities, possibly even in combination with prior disen-
gagement of acquirers in their local markets.

In conclusion, the observed increase in M&A activity should not only be
considered a short-term development, but could indeed mark the beginning of
the next cycle of transactions in the European insurance sector. This finding con-
fronts with a paradox: Empirical studies of M&A in the financial services indus-
try frequently doubt value creation, in particular in the banking industry.'” As
only little empirical research addressed the question of value creation by M&A
in the insurance industry in general, and specifically transactions of European
insurers are only insufficiently examined,''® chapter 4 analyzes short- and long-
term capital market reactions and their determinants to announcements of M&A
by European insurance companies between 1990 and 2005. The following chap-
ter 3 reviews the required event study methodology.

115 See overviews in Beitel and Schiereck (2003), and Pilloff and Santomero (1998).
116 A detailed description of the identified gap in previous research is given in chapter 1 and the
first paragraphs of chapter 4.



3 Recent Studies on the Success of
Insurance Transactions

3.1 Objectives

This chapter reviews and selects event study methodologies for application in
chapter 4. Section 3.2 provides an overview of recent success studies on the in-
surance industry. Section 3.3 reviews event study methodologies for analysis of
short- and long-term value creation after announcement of M&A. Section 3.4
discusses and selects methodologies in the context of previous research.

3.2 Overview of recent studies on the success of
M&A in the insurance industry

Twelve recent studies on the success of insurance M&A are identified, about half
of which are event studies on the announcement effects of insurance M&A. The
latter studies focus almost entirely on the U.S. insurance industry and P&C
acquirers. Only three studies deal with either worldwide or European insurers.
Four out of the five event studies on the insurance industry conduct short-term
analyses (Akhigbe and Madura, 2001, Floreani and Rigamonti, 2001, Cummins
and Weiss, 2004, and Cummins and Xie, 2005), and the only long-term analysis
is focused on the U.S. market and P&C acquirers (Boubakri et al., 2006). Cum-
mins and Xie (2005) utilize the most recent data sample of prior research, includ-
ing transactions until 2003 for the U.S. P&C market. The only data sample with
purely European focus for either acquirer or target, assembled by Cummins and
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Weiss (2004), spans the years from 1990 to 2002.""7 Figure 9 provides an over-
view of these recent studies on the success of insurance M&A.

The reviewed prior research on short-term cumulative abnormal returns
(CARs) of acquirers or targets indicates that value creation by U.S. and Euro-
pean insurance M&A differs substantially. Cummins and Weiss (2004) obtain an
acquirer CAR of -0.61% and a target CAR of 7.50% (both significant at 1%
level) on their European sample, whereas all other studies on the U.S. market
report significantly positive acquirer CARs and notably higher target CARs.
Akhigbe and Madura (2001) observe an acquirer CAR of 2.21%, and a target
CAR of 20.78% (both significant at 5% level). Cummins and Xie (2005) detect
acquirer and target CARs of 0.94% and 24.33%, respectively, both significant at
1% level. Thus, findings of U.S.-focused event studies may not apply for Euro-
pean markets.'®

However, only Cummins and Weiss (2004) focus on the European market,
but neither study combined entity returns (CERs) short-term around the an-
nouncement of transactions, nor do they analyze long-term value creation after
announcement. Further on, they restrict their analyses of determinants of value
creation to two univariate cross-sections,'”” and omit multivariate analyses en-
tirely. Floreani and Rigamonti (2001) cover Europe only as one of many regions
with insufficient observations for detailed, market-specific analyses.'*

Further on, long-term value creation for European insurers has — to the best
of the author’s knowledge — never been investigated before. Only Boubakri et al.
(2006) analyze long-term abnormal returns, but restrict their analyses to the U.S.
insurance market and P&C acquirers. Thus, the objective of this study is to fill

117 Floreani and Rigamonti’s (2001) global sample contains only 16 transactions of European
bidders in their analysis of combined entity returns.

118 Possible reasons may be structural differences in the insurance markets leading to lower value
creation potentials (e.g. already higher level of efficiency) and higher hurdles for realization of
these potentials (e.g. stricter labor legislation), or disparities in capital markets (e.g., informa-
tion efficiency, investor preferences and behavior).

119  Geographical focus (domestic vs. cross-border), and change of control (no change of control
vs. change of control).

120 They examine the U.S., Australian and European market. However, their data sample contains
only N = 16 transactions of European bidders, and they consequently do not analyze the Euro-
pean market in detail.
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this gap by analyzing short- and long-term value creation and its determinants
for European insurers in depth. The following sections review and select relevant
methodology.

3.3 Event studies on value creation

Throughout the history of event study research, a variety of methodologies have
been developed. Figure 10 provides an overview of common methodologies and
categorizes them along three dimensions:

e  Time horizon of analyses.

e  Abnormal return model: Measurement of abnormal returns, and benchmark
construction.

e  Tests for significance of abnormal returns.

Dependencies and thus general practice exists across these dimensions. Specifi-
cally, analyses shortly around announcement of transactions are usually con-
ducted based on the cumulative abnormal return model.'”*' Long-term analyses
typically assess value creation based on buy-and-hold abnormal returns or calen-
dar time portfolio abnormal returns.'*? Other, less common approaches such as
econometric,'”® Bayesian'>* or nonparametric models'* are generally universally
applicable.

Benchmarks, against which cumulative returns and buy-and-hold returns are
evaluated, range from single firms (or indices), reference portfolios to market
regression models.'*® Returns of calendar time portfolios are typically compared
to multi-factor market regression models, such as the Fama-French-Three-Factor
model or the Carhart-Four-Factor model.'”” Besides specification of the bench-

121 E.g., Dodd and Warner (1983).

122 E.g., Lyonetal. (1999).

123  E.g., Acharya (1993), Cyree and DeGennaro (2002), and Solibakke (2002).

124 E.g., Anderson et. al. (2004).

125 E.g., Dombrow (2000).

126 E.g., Barber and Lyon (1997).

127 E.g., Loughran and Ritter (1995), Brav and Gompers (1997), and Brav et al. (1995).
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Figure 10: Landscape of event study methodologies
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mark model itself, the estimation method for regression models may differ as
well. However, simple ordinary least squares regression dominates recent acade-
mic work.'?®

Finally, the significance of these returns needs to be assessed. Two hypo-
theses are tested: Firstly, abnormal returns in one sample are different from zero.
Secondly. abnormal returns in one sample differ from returns in another sample.
Nonparametric tests gained popularity since they rely on fewer assumptions than
parametric tests. However, several adjustments to parametric tests have been
developed'® in order to align these assumptions with biases of event study data
samples. The following sections present specifications of typical methodologies
of short- and long-term event study.

3.3.1 Short-term value creation

3.3.1.1 Measurement of abnormal returns

In short-term event studies, abnormal returns are typically measured as cumula-
tive abnormal returns (CARs)."** The abnormal return 4R;, of an individual firm
i (acquirer or target) at time t is defined as the difference between the daily total
return to shareholder R;, of this firm i and a benchmark return E(R;,) for this firm
i as a proxy for the expected return of firm 7 in the absence of the event at that
point in time

AR; =Ry —E(R;;) (M
With A4R;,  Abnormal return of firm 7 at time 7

R; Simple daily return of firm i at time #

E(R;,) Benchmark return for firm i at time ¢

128 Regression methods applied in recent event studies on insurance M&A are summarized in
Figure 12.

129 E.g., Dodd and Warner (1983), Boechmer et al. (1991), and Lyon et al. (1999).

130 E.g, Brown and Warner (1985).
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The abnormal return of the combined entity of an acquirer and its target is de-
fined as the market value weighted average of the acquirer abnormal return
AR yequireriy and the target abnormal return AR ;,ge; . ¢

AR My, acquirer;it + ARtarget;i,t MV, target,it

acquirer;it ’
ARtransaction;i,t = MV 1Y% (2)
acquirer,i,t + target,it
With ARy, psaction:iy Abnormal return of transaction i
AR gequirer;iy ~ Abnormal return of acquirer / at time ¢
MV yequirer;iy ~ Market value of common stock of acquirer i at time ¢
AR grget;is Abnormal return of target 7 at time ¢
MV iargersie Market value of common stock of target i at time ¢

The cumulative abnormal return for firm i (CAR; ) across a specified event win-

dow from time 7, to time 7., is defined as

ten
CAR; = 3 AR;, 3)

1=l

With CAR; Cumulative abnormal return for firm i

t Beginning of event window

el

ley End of event window

Cumulative abnormal returns for the combined entity of acquirer and its target
(CER) are computed analogously from abnormal returns of the transaction
AR ansaciion-i- These cumulative abnormal returns of individual firms are
aggregated across all firms in a sample in order to test for significance of the ob-
served abnormal returns. The aggregation method needs be chosen in accordance
with the type of test applied. Parametric test statistics check for significance of
the mean, i.e. an equally-weighted average of CARs is computed, and nonpara-
metric tests for significance of the median, i.e., the 50% quantile of CARs is
calculated.



56

3 Recent Studies on the Success of Insurance Transactions

3.3.1.2 Benchmark construction

Specification of benchmark model

Short-term event studies typically rely on simple specifications of the benchmark

return E(R;,) such as an ordinary least squares fitted market regression mode

131
1.

Within this class of models, the standard market regression model is commonly
applied'*?

Ri,=a;+pi Ry +éi; 4)

E(R;;)=a;+p; Ry,
With R/, Simple daily return of market portfolio at time ¢

Eit Regression residuals

a;,.a;, B, /}i (Estimated) regression coefficients

Examples for other market models are:

Market-adjusted model: The benchmark return is defined'** as E(R;,) = Ry,
Beitel (2002, pp. 76) discusses further simple non-regression models, such
as the mean adjusted return model. In this model, the benchmark return is
defined as the average stock price return of the firm under investigation
during the estimation period.

CAPM: The benchmark return is defined as E(R;) = Ry + ﬁA’I- (R M~ Ry ),

Wlth IBA — COV(Ri,l "RM,I)
: var(Ry ;)

ner (1997) discuss properties of this model.

,and R fi the risk-free return. Kothari and War-

131
132

133

E.g., Cable and Holland (1999b).

The standard market regression model is applied by half of recent event studies on insurance
M&A, see Figure 12.

See e.g., Kothari and Warner (1997).
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Cable and Holland (1999b) conduct a simulation study regarding the explanatory
power of these and further market models and find that the standard market
model is well suited for these types of studies. They add that finally the data
sample at hand determines which model will give the best fit.

Besides these single-factor models, multi-factor models such as the Fama-
French Three-Factor model or Carhart’s Four-Factor model are utilized in the
context of event studies. However, these models are typically used for medium
and long-term analyses, since analyses on longer time horizons require a better
benchmark model and thus justify a higher model complexity. These models are
specified in section 3.3.2.1.2. A detailed discussion of advantages and disadvan-
tages of market model is provided by Coutts (1994), and Beitel (2002). Other
modeling approaches are less common in the context of event studies. Few au-

thors utilize econometric time-series models such as ARMA-GARCH models,'**

. 135
or Bayesian models.

Estimation of the benchmark model

Selection of an estimation method depends heavily on the model specification.
For simple linear regression models, such as the standard market model, the
benchmark approach for model estimation remains ordinary least squares'®
(OLS). OLS finds the set of parameters, which minimizes squared deviations
between model predictions and actual data. Normality of regression residuals is a
major prerequisite for the application of OLS. Although Cable and Holland
(2000) find pronounced skewness and kurtosis in the course of their analysis.
However, they argue that aggregation over time (i.e. computation of firm cumu-
lative abnormal returns) and averaging across firms (i.e. computation of sample
cumulative abnormal returns) restores normality for portfolios with sixty or more
observations.

134  ARMA and GARCH models are extensions of simpler regression models. ARMA models ad-
just for conditional means, GARCH models for conditional volatility in the time series; see
e.g., Acharya (1993), Cyree and Deegnnaro (2002), and Solibakke (2002).

135 E.g., Anderson et. al. (2004).

136 Greene (2003), p. 19.
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Other, less frequently applied methods for estimation of simple linear re-
gression models include general least squares,"*’ maximum likelihood, or gener-

alized method of moments.'*®

3.3.1.3 Tests for significance of abnormal returns

After computation of cumulative abnormal returns, two hypothesis need to be
tested:

e  Cumulative abnormal return of a data sample is significantly different from
Zero.

e  Cumulative abnormal return of one data sample is significantly different
from cumulative abnormal return of a second data sample.

Several parametric tests and nonparametric tests are available to test these hypo-
theses. A major difference between these two classes of tests is that the former
test for significance of mean returns, the latter for significance of median returns.
Further on, parametric tests require more assumptions to hold than nonpara-
metric tests, e.g., normal distribution of the data sample under examination.
Thus, especially for small samples, several authors suggest adjustments to the
conventional test statistics in order to correct for biases in the data sample.

Tests for significance of abnormal returns in one sample

In order to test for significance of abnormal returns in one sample, Dodd and
Warner (1983) suggest to standardize abnormal returns

1
Zpws =—="2S4R;,

v 5)

1 le2

Zpw =———= 2. Zpw,
'\”62 —1, +1 1=tp]

137 See e.g., Backhaus et a.l. (2006), pp 368.
138 See e.g., Greene (2003).
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With Zpp, Dodd-Warner two-sided Z-statistic at event time ¢ with
Zpw, ~NO0,1)

Zpw  Dodd-Warner two-sided Z-statistic for cumulative abnormal

returns with Zpy ~ N(0,1) if SAR standard normal inde-

pendent identically distributed
n; Number of firms in sample at event time ¢

t, Beginning of event window

t

= End of event window

SAR;,  Standardized abnormal return of firm at time ¢

The null hypothesis that the observations have mean zero is rejected if

|Z DW| > N(01;1— % ). Standardized abnormal returns are defined as

AR;,
SAR; ;, =—"" (6)

Git

o 2

X 2 1 (Ry,e — Ry )
cit= |07 J1+—+

’ S, Ty Is2 — v

> (R ~Ror)

S:tSl

With &;; Estimated standard deviation of firm i at time ¢
os; Sample standard deviation of returns of firm / during estima-
tion period
T Days in estimation period, i.e. fgp —#g; +1
t51.ts> Beginning and end of estimation period
Ry, Simple daily return of market portfolio at time ¢ in event

window
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Ryss  Simple daily return of market portfolio at time s in estima-
tion window

Ry Average simple daily return of market portfolio across esti-
mation window

When analyzing cumulative abnormal returns of combined entities, the estimated

standard deviation is computed as follows

My, acquirer,t 2

: O-acquirer,t +

MV, acquirer,t + MYV, target,t

MVigrgert 2
‘Otargett +

My acquirer,t + MYV, target,t

2 2
M Vacquirer,t M Vtarget,t (7)

MV, acquirer,t + MV, target,t My, acquirer,t + MV, target,t

2.

Otransactiont =

Pacquiror,target

Jacquirer,t ’ O-target, t

With pacquiror,targes Estimated correlation coefficient between acquirer

and target abnormal returns in estimation period

Boehmer et al. (1991) introduce further modifications to the conventional #-sta-
tistic in order to adjust for skewness of abnormal returns

1 {2

—— 27y (3)
\/teZ,i _tel,i +1 1=t ;

Zp =
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1 %
— > S4R;
ZBi = s >
L nz’ SAR; —nz'SARi”
ng(ng=1)7 b i=1 Mt

With Zp, Boehmer two-sided Z-statistic for event-date t Zp, ~ N(0,1)
Zp Boehmer two-sided Z-statistic for cumulative abnormal returns
withZp ~ N(0,1)

n,  Number of firms in sample

t

The null hypothesis that the observations have mean zero is rejected if
25| > N(oL1 —%) :

Nonparametric tests evaluate whether the hypothesis of zero median abnor-
mal returns can be rejected. Typical tests are the Generalized sign test, and the

Wilcoxon signed rank test."*’ The Generalized Sign Test is defined as follows'*’

z v, Ly L s
GST = T T————= > == it
Nrp(1-p) niTs t=tg] l

With Zggr  Generalized one-sample two-sided Sign Test statistic Z g7

)

approximately ~ N(0,1)
Ty Days in estimation period, i.e. fgy —fg] +1

ts1,t5o Beginning and end of estimation period

n Number of firms in sample

w Number of firms with positive CAR in the event window
1 if AR;, >0

Sis it = :
0 otherwise

139  See e.g., Lorenz (2006).
140 Cowan (1992).
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The null hypothesis that the observations are symmetrically distributed around
zero is rejected if |ZGST| > N(0,1,1 _%) .

The Wilcoxon signed rank test is carried out as follows'*': Firstly, sort
observations ascending by their absolute value and assign ascending ranks R;,
beginning with rank 1. Secondly, apply the sign of the observation to the rank

figures to obtain ﬁi .

Then, compute the test statistic 7 *

T+—%n~(n+l)
T

= 5 T+ :ZCI"RI' (10)
\/21471-(“1)(2%1) !

With 7* Asymptotic Wilcoxon one-sample two-sided signed rank test
statistic; 7* ~ N(0,1) for n > 20

¢, Lif 1?,- >0 ; otherwise 0
The null hypothesis that the observations are symmetrically distributed around
zero is rejected if [T ¥ > N(0,L;1 —% ).

Corrado (1989) suggests to apply a traditional t-test on the ranks of abnor-
mal returns. To implement the test, firstly transform abnormal returns of each

firm into ranks K;, % Secondly, compute the average rank for each firm as

K; =0.5+0.5-(Tg +Tr ) with Tg and Ty the number of days in the estimation

and event period, respectively. Then, compute the Corrado rank statistic C as
follows

141 Bosch (1998), pp. 695 and pp. 703.
142 The ranks are computed for each firm individually and across the abnormal returns in the esti-
mation and event window.
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) 1 —
Z Z(Ki,t_Kl)
t:tSl TS +TE i=1
C )
teZ
xs?
t:tSl
t
2 1 e2 1 n o)
ST = o > —ZZ(Ki,t—Kz)
E t=t, n” i=l

With C  Corrado one-sample two-sided rank test statistic; C asymptoti-
cally ~ N(0,1)
n  Number of firms in sample
T Days in estimation period
tg; Beginning of estimation period
tg Days in event window

t., End of event window

The null hypothesis that the observations are symmetrically distributed around
zero is rejected if |C| > N(0,1,1 —%) .

MuBhoff (2007) discusses advantages and disadvantages of parametric and
nonparametric test statistics except for the Corrado rank test. For the latter test,
Cowan and Sergeant (1996) detect a misspecification if abnormal return variance
is increasing. In this case, the Boehmer test and Generalized Sign Test are supe-
rior. Higgins and Peterson (1998) confirm in their simulation study that the
Boehmer test is superior to the Corrado rank test.
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Tests for significance of difference between abnormal returns in two samples

The conventional t-statistic provides a simple test for significance of difference
of abnormal returns in two samples

CAR; = CAR, (12)
1 1
—CAR| ——CAR,

n n
. 1 2

2 2
(”1 9 +”2“72) np+ny

n1+n2—2 ny-ny

With ¢ Two-sided z-statistic for equal average abnormal returns;
t ~ student-#(n, + n,—2) assuming equal variance of samples
ny,ny  Number of firms in the two samples
nj -
Z(CARij - CAR,’)

. =1
0'12,65 Sample variance O'iz =7

n; -1
The null hypothesis that CAR; = CAR, is rejected if |t| > t[nl +ny—21 —%j.

Adjustments for biases in the data sample are not common in the context of
event studies.

The nonparametric counterpart is the Wilcoxon two-sample rank sum
test.'”® For testing the null hypotheses, that observations of two independent
samples are identically distributed with unknown distribution, firstly combine
the observations of the two samples, sort the combined sample ascendingly, and
assign ranks ascendingly starting with 1. Afterwards, compute the sum of ranks
T,1.m of all observations from either the first sample or the second sample. Then,
the define the test statistic T*

143 Bosch (1998), pp. 711.



3.3 Event studies on value creation 65

T _}11(7/11+}’l2+1)
ny,np ni

2 Ty = 2r(X12;) (13)
\/’71”2(”1 +ny+1) -l

T* =
12

With 7*  Asymptotic Wilcoxon two-sample two-sided rank sum test
statistic, 7'* ~ N(0,1) for n,, >4 and n+ 1, > 30

The null hypothesis that the two samples have identical medians is rejected if

T* < N(o,l,%) or T* > ny(ny +my +1)— N(o,l,%).

3.3.2  Medium- and long-term value creation
3.3.2.1 Eventtime

3.3.2.1.1 Measurement of abnormal returns

Barber and Lyon (1997) advocate buy-and-hold abnormal returns (BAHRs) for
evaluating abnormal performance in event time over a long time horizon rather
than CARs. BAHR; for acquirer i is computed from monthly acquirer TRS R;,
and the expected TRS of a benchmark E(R;,) based on the model

le2 le2
BAHR; = H(1+Ri,t)_H(1+E(Ri,t)) (14)
=1 (=1

With BAHR; Buy-and-hold abnormal return of firm i across entire event

window

R;, Simple daily return of firm i at time t
E(R;,) Benchmark return for firm i at time t

) End date of event window
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Lyon et al. (1999) discuss properties of BAHRs in detail. Major advantages of
this measure are that it reflects investor experience'*!, and that it is not prone to
the “hot market”'*

BAHRSs are their right-skewness as well as sampling biases'*® and cross-sectional

issue of calendar time approaches. Major disadvantages of

correlation of returns'*’ in non-random samples of firms. The right-skewness is
eliminated by applying bootstrapped test statistics. The selection biases are miti-
gated by using a control firm benchmark with size and book-to-market ratios as
control firm selection criteria, and by controlling for size and pre-event return
performance in multivariate analyses of BAHRs.

3.3.2.1.2 Benchmark construction

Due to the long time horizon of these analyses, benchmark construction is of
higher importance than for short-term analyses. Consequently, a wider variety of
benchmark models was developed, ranging from control firm models, reference
portfolios to multi-factor market regression models.

Barber and Lyon (1997) and Lyon et al. (1999) argue that the control firm
approach with successive selection of control firms by firms size, then by book-
to-market ratio shows the most favorable statistical properties'*. Firm size
is defined as market value of common equity in June of year ¢ for the period
1.7.t =30.6.z + 1. Book-to-market ratio is defined as book value of common
equity in year ¢ — 1, divided by market value of common equity end of year 7 — 1
for the period 1.7.£—30.6.7 + 1. The selection proceeds as follows:

144 BAHRs can be interpreted as the total performance of an investor’s stock portfolio with a long
position in the acquirer’s stock and a short position in the benchmark portfolio.

145 Abnormal returns in periods of high M&A activity are probably higher than abnormal returns
in other periods. However, abnormal returns in both periods are equally weighted for deriva-
tion of calendar time abnormal returns, see discussion by MuBhoff (2007, pp. 149).

146 E.g., driven by firm size, market-to-book ratio, pre-event return performance, and industry
clustering, see Lyon et al. (1999, pp. 181).

147 E.g., due to calendar clustering of events or overlapping return calculations, see Lyon et al.
(1999, pp. 188).

148 Using control firms as benchmarks eliminates the new listing bias (i.e., firms added to the in-
dex after an event, thus biasing index development), the rebalancing bias (i.e., portfolio returns
typically assume some form of portfolio rebalancing), and size and book-to-market biases due
to non-random samples of firms, see Barber and Lyon (1997) and Lyon et al. (1999). The issue
that tests for abnormal returns jointly test for actual abnormal returns and correct specification
of the benchmark (“bad-model problem”) remains, see discussion in MuBhoff (2007, pp. 150).
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e  For each acquirer and each period in the event window, a short list of index
constituents with firm size between 70% and 130% of the acquirer is crea-
ted.

e  For each acquirer and each period in the event window, a single control firm
from this short list based on the lowest difference in book-to-market ratio
between the firms contained in the short list and the acquirer is selected.

3.3.2.1.3 Tests for significance of abnormal returns

As for short-term analyses, two hypotheses need to be tested:

e  Buy-and-hold abnormal return of a data sample is significantly different
from zero.

e  Buy-and-hold abnormal return of one data sample is significantly different
from buy-and-hold abnormal return of a second data sample.

Lyon et al. (1999) firstly utilize the conventional two-sided z-statistic to test for
the former hypothesis

\/— BAHR

Lconv m (15)
With 7., Conventional t-statistic
Lcony ~tn—1)"*
n Number of firms in sample
BAHR Sample mean of BAHR;

o(BAHR) Sample standard deviation of BAHR;
The null hypothesis of that the observations are symmetrically distributed around

zero is rejected if |tconv| > t(n -11 —%). However, Lyon et al. (1999) recom-

mend to adjust for skewness of BAHRs

149  Bosch (1998), p. 411.
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n 3n 6n

) .
tsq =n ~[—’“”W L lcomy +l] (16)
sa — x/—

With ¢, Skewness-adjusted two-sided t-statistic
ty, ~t(n—1)according to Johnson'’
n  Number of firms in sample
n _
> (BAHRi - BAHR)3
i=1
n-o(BAHR )

7 Estimated coefficient of skewness with y =

The null hypothesis that the observations are symmetrically distributed around

zero is rejected if |tsa| > t(n -1 —%j . Additionally, Lyon et al. (1999) argue

that bootstrapping almost eliminates the skewness bias in the data sample. They
devise the following bootstrapping procedure

From the original sample, draw 1,000 bootstrapped resamples with size

np = n/4 and recompute tfa in each of these resamples.

Compute lower critical value x,* and the upper critical value x:; as the

lower and upper «/2 quantile of the distribution of tsba, where o is the

level of significance.
Reject the null hypothesis that the observations are symmetrically distrib-

. . * *
uted around zero if either 7, < x; or fy, > X, .

Tests for significance of difference between abnormal returns in two samples are
defined as for short-term analyses in section 3.3.1.3.

150 Johnson (1978).
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3.3.2.2 Calendar time

3.3.2.2.1 Measurement of abnormal returns and benchmark construction

The calendar time approach differs from the event time approach, in that it exam-
ines whether a portfolio of firms, which recorded an event in a specified period
in the past, shows abnormal returns compared to a benchmark portfolio. Thus, it
does not mirror investor experience, is prone to the “hot market” issue, and vul-

151

nerable to biases from non-random sampling of firms. > However, Lyon et al.

(1999) identify favorable statistical properties, such as elimination of cross-
sectional dependence, mitigation of the bad-model problem, and more robust test
statistics.

Fama and French (1993) suggest a three-factor regression model (Fama-
French-Three-Factor model) to measure abnormal returns. Total returns of ac-
quirers show abnormal performance, if the following regression of the market
portfolio excess return R,,,— R, the return differential between small stocks

and big stocks SMB, , and the return differential between high and low book-to-

market stocks /ML, against the calendar time portfolio excess return R, ,—

Ry, yields an intercept which is significantly different from zero
Ry ~Rypp=a+pBRyy—Rp)+s-SMBy +h-HML, + &, (17)

With R,,  Simple monthly return of calendar time portfolio at time

Ry,  Risk-free rate

Simple monthly return of market portfolio

a Regression intercept
B,s,h Regression slopes
SMB, Difference of simple monthly returns of value-weighted port-

folio of small stocks and big stocks at time ¢

151 See section 3.3.2.1.1 for a brief explanation, and Lyon et al. (1999) for a detailed discussion of
these effects.
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HML, Difference of simple monthly returns of value-weighted port-

folio of high book-to-market stocks and low book-to-market
stocks at time t

&y Error term

The regression intercept is interpreted as a monthly abnormal return which can
not be reached by neither holding the market portfolio, a risk-free portfolio, a
SMB portfolio nor an HML portfolio. Thus, the regression intercept defines the
monthly abnormal return. Fama and French construct the SMB and HML port-
folios as follows:

e  The constituents of an index are partitioned into small stocks and big stocks
at the size median.

e  The constituents are partitioned into stocks with low, medium, and high
book-to-market ratio at the 30% and 70% quantile of the book-to-market
distribution.

e  The value-weighted returns for the six intersecting portfolios are computed.

e  The equally-weighted average returns on the small stock, big stock, high
book-to-market ratio, and low book-to-market ratio portfolios are computed.

e  SMB is calculated as the difference between the average small stock and big
stock portfolio returns.

e  HML is calculated as the difference between the average high book-to-mar-
ket ratio and low book-to-market ratio portfolio returns.

Other major multi-factor models include the CAPM, and Carhart’s (1997) Four
Factor model, which — in addition to the Fama-French-Three-Factor model — in-
troduces the return differential between stocks with high and low past returns as
a fourth regression factor. MuBShoff (2007, pp. 119) elaborates on the properties
of these models.
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3.3.2.2.2 Tests for significance of abnormal returns
The two hypotheses of significant abnormality or significant difference of abnor-

mality need to be tested:

e  The calendar time abnormal return (i.e. regression intercept) is significantly
different from zero.

e  The calendar time abnormal return of one data sample is significantly dif-
ferent from the calendar time return in a second data sample.

The conventional z-statistic tests for the first hypothesis'**

b
to = ——— (18)
S -4/C00
With ¢, Two-sided t-statistic with ¢, ~ #n — p — 1) for n observations,

and p independent variables
by Regression intercept

. . . 1 n . .
s Estimated variance with s = — Sy -7 )2 with y; the
n=r=1ti=
dependent variables and y; the expected dependent variables
1 X1 . xlp
-1 I x X

cop (1,1)-element of C = (XTX) with X =| . ?1 . 2:p

L oxy o Xy

The null hypothesis that the regression intercept is zero is rejected if
a

to|>tln—p-11-—|.

fol>{n-p-11-2 )

In order to test the second hypothesis of equality of intercepts of two multi-

153
1

ple regressions, an indicator variable model ™ can be utilized

152 Bosch (1998), pp 627.
153 E.g., Larsen (2006), pp. 6.
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y:a1+ﬁ1-x+a2-z+ﬁ2~x><z+5 (19)

With z the indicator variable (0 for the first sample, 1 for the second
sample)

The intercepts are significantly different, if the null hypothesis a, = 0 can be
rejected according to the standard #-statistic.

3.4 Summary

Previous event studies develop, refine and apply numerous methodologies for
assessing abnormality of returns over a short- and long time horizon. Most of the
studies with a focus on the insurance industry carry out short-term analyses (see
section 3.2). All of these studies utilize cumulative abnormal returns to measure
abnormal performance, see Figure 12. Half of these studies draw on the standard
market model as the benchmark, whereas the other half reverts to a simple index
as the benchmark. Cable and Holland (1999b) advocate to use a standard market
regression model. With respect to tests for significance, three studies utilize non-
parametric tests. Furthermore, only Cummins and Xie (2005) use bias-adjusting
parametric tests, although Dodd and Warner (1983) and Boehmer et al. (1991)
discuss the importance of bias correction, especially for inference on few obser-
vations.

This study pursues the objective to obtain meaningful results even on small
data samples, but yet to ensure comparability of results with prior academic
work. Thus, for short-term analyses, abnormality of returns is assessed based on
cumulative abnormal returns. Following the approach of half of prior event stud-
ies on insurance M&A and the argument of Cable and Holland (1999b), the
standard market regression model defines the benchmark. Significance of abnor-
mal returns is evaluated with parametric and nonparametric tests. The rank test
according to Corrado (1989) is not implemented due to its inferiority compared
to the Boehmer test. Two sample bias adjustments for the former types of tests
are implemented to improve their properties on samples with few observations.
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O No issue ‘ Severe issue

Root cause  Issue BAHR (event time) CTAR (calendar time)

Non- ¢ Sampling biases ¢ Mitigated by benchmark * Yes

random specification and
samples multivariate analysis*
* Cross-correlation * Yes . * No O
Inadequate * Bad-model * Yes . ¢ Mitigated by benchmark O
benchmark problem specification***
* New listing bias ¢ Mitigated by benchmark O * No O
specification**
* Rebalancing bias  * Mitigated by benchmark O * No O
specification**
¢ Heteroskedasticity * No O ¢ Minor issue O
Definition of * No investor * No O * Yes .
abnormal experience
returns * Hot marketissue  * No O * Yes .
¢ Right-skewness ¢ Mitigated by boot- O * No O

strapped test statistics

* Control firm approach reduces bias from size and market-to-book. Size and pre-event return performance are
controlled for through multivariate analyses of BAHRs. An industry bias is inherent (if not intended) in this study
since it focuses on the insurance industry

** Biases eliminated through control firm approach even when applying standard t-statistics
*** Market model controls for three factors
Source: Own research

Figure 11: Comparison of statistical properties of BAHR and CTAR approa-
ches

Only Boubakri et al. (2006) analyze long-term value creation. They measure
3-year BAHRs relative to the S&P 500 index, but do not mention which particu-
lar test statistic they employ to assess significance of abnormal returns or signifi-
cance of difference between abnormal returns. Barber and Lyon (1997) agree
that BAHRs, especially when based on a control firm benchmark, are the prefer-
able abnormal return model for long-term studies compared to CARs. However,
a clear recommendation with respect to application of either BAHRSs or calendar
time abnormal returns (CTARs) cannot be given. Lyon et al. (1999, p. 198) con-
clude from their extensive simulation study that “though both [abnormal return
measures] offer advantages and disadvantages, a pragmatic solution for a re-
searcher who is analyzing long run abnormal returns would be to use both.” Fig-
ure 11 summarizes their discussions of comparative advantages and disadvan-
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Floreani and
Akhigbe and Boubakri et C insand C ins and Rig i, BarNiv and
Madura, 2001 al., 2006 Weiss, 2004 Xie, 2005 2001 Hathorn, 1997
Abnormal return
model
* Measurement of | * CAR, CER * BAHR * CAR * CAR, CER * CAR, CER, * CAR
abnormal returns BAHR
* Benchmark * Standard * S&P 500  Standard * CRSP ¢ Daily value- ¢ Standard
construction market model; BAH 3-year market model  equally- weighed market
estimation pe- (log re-turns); weighted total average of model;
riod [-220; -20] estimation index return; Datastream estimation
period estimation life insurance period
[-250; -30] peri-od [-150; world and [-500; -251]
-31] Data-stream
insurance
world
* t-statistic * (not explicitly < t-statisticon * Patell Z- * t-statistic * t-statistic
stated) standardized statistic
CARs * Boehmer et. al. * Wilcoxon sign
Test for * Cowan SCS Z-statistic  statistic
significance generalized ¢ t-statistic
sign statistic ¢ Cowan
generalized
sign statistic
¢ Various in * 3 years ¢ Various in * Various in ¢ Various in * [-250; +250]
Time horizons [-11; +10] [-15; +15] [-10; +15] [-40; +40]
(event window)
Source: Own research

Figure 12: Methodology applied in recent event studies

tages of both approaches and illustrates that neither approach is clearly dominant
by its fundamental statistical properties.

Thus, this study analyses both buy-and-hold abnormal returns, and calendar
time abnormal returns. BAHRs are implemented as suggested by Boubakri et al.
(2006). However, the benchmark and tests for significance are defined following
the control firm approach and skewness-adjusted bootstrapped t-statistics favour-
ed by Barber and Lyon (1997), and Lyon et al. (1999) in order to mitigate samp-
ling, new listing, and rebalancing biases. Following discussions in the latter
article, the CTARs are computed based on Fama and French’s (1993) Three
Factor market model as the benchmark. Figure 13 summarizes the BAHR and
CTAR approaches applied in this study.

Although neither approach is to be favored by its basic statistical properties,
this study shall rather draw on BAHRs for the analysis of determinants of value
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Short term analysis

Long term analyses

Event time

Calendar time

Abnormal return

model

* Measurement of
abnormal returns

* Benchmark
construction

Test for
significance

Time horizons
(event window)

Source: Own research

* CAR, CER, value generation

* Standard market model;
estimation period [-270; -21]

Significance of abnormal
returns
¢ Parametric
— Conventional t-statistic
— Dodd-Warner t-statistic
— Boehmer t-statistis
* Non-parametric
— Generalized sign test
— Wilcoxon signed rank test

Significance of difference
between abnormal returns
¢ Parametric
— (Conventional) t-statistic
* Non-Parametric
— Wilcoxon two-sample rank
sum test

* Various in
[-20; +20]

* BAHR, value generation

* Control firm approach

Significance of abnormal
returns
* Parametric
— Conventional t-statistic
— Skewness-adjusted t-
statistic
— Bootstrapped skewness-
adjusted t-statistic

Significance of difference
between abnormal returns
* Parametric

— (Conventional) t-statistic

¢ [0; +1 years]
¢ [0; +2 years]
* [0; +3 years]

* Value generated is defined as the relative cumulative abnormal return in the event window

* CTA (equally-weighted, value-
weighted)

* Fama-French-Three-Factor
model

Significance of abnormal
returns
* Parametric

— Conventional t-statistic

Significance of difference
between abnormal returns
* Parametric
— (Conventional) t-statistic on
indicator variable regression
model

¢ [0; +3 years]

Figure 13: Methodology applied in this event study

creation: Only the BAHR approach allows for a multivariate analysis of ab-
normal returns, which is necessary to accurately separate simultaneous influence
of several determinants. A multivariate analysis is not applicable to the CTAR
approach since it adopts a portfolio perspective on all firms that record an event
in a certain month; thus, differentiation of firms and their abnormal returns by
control factors is not feasible. For the examination of overall value creation on
the entire data sample, this study shall assign equal relevance to results of either
methodology in the final assessment. The following chapter applies the presented
approaches to assess short- and long-term value creation and its determinants.



4 Value Creation by M&A in the
European Insurance Industry
— an Empirical Investigation

4.1 Objectives

M&A activity in the European insurance sector increased sharply in the early
1990s. After reaching its peak in 1999, several years of depression followed.
However, in 2005, momentum built up again. Analyses in chapter 2 provide evi-
dence that this pickup in M&A activity should not only be considered a blip, but
that it marks the entry into the next cycle of transactions in the sector. Besides
upcoming reformation of legal, accounting and supervisory regimes, investors’
pressure on management to create value is identified as major motive for further
consolidation of the European insurance industry. This finding confronts with a
paradox: Empirical studies of M&A in the financial services industry frequently
doubt value creation, in particular in the banking industry.'**

Despite the current relevancy for the European insurance sector, little em-
pirical research addressed the question of value creation by M&A in this in-
dustry. Firstly, prior research on short-term cumulative abnormal returns (CARs)
of investors in acquirers or targets indicates that value creation by U.S. and Euro-
pean insurance M&A differs substantially."® Thus, findings of U.S.-focused
event studies with respect to abnormal returns of combined entities (CERs)"

may not hold for European markets. Unfortunately, the only studies on the Euro-

154 See overviews in Beitel and Schiereck (2003), and Pilloff and Santomero (1998).

155 Cummins and Weiss (2004) obtain significantly negative acquirer CARs on their European
sample, whereas all other studies on the U.S. or global market report significantly positive
acquirer CARs.

156 Akhigbe and Madura (2001) and Cummins and Xie (2005) observe significantly positive
CERs.



78 4 Value Creation by M&A in the European Insurance Industry

pean insurance market either do not analyze CERs at all'"®’ or cover Europe only
as one of many regions with insufficient observations for detailed market-spe-
cific analyses."”® Secondly, these studies limit their analysis on determinants of
value creation to few univariate comparisons of cross-sections, and do not carry
out multivariate analyses at all, which is necessary to properly separate effects of
several determinants on abnormal returns. Thirdly, long-term value creation for
European insurers has — to the best of the author’s knowledge — never been in-
vestigated before. For the industry, investors but also regulators, this gap in em-
pirical evidence reinforces the pressing question: Does M&A in the European in-
surance industry create value, and what are major determinants of success? The
purpose of this chapter is to fill this gap and examine short- and long-term value
creation by M&A in the European insurance industry.

This chapter is structured as follows. Section 4.2 describes the generation of
the data sample and presents descriptive statistics on its characteristics. Sections
4.3 and 4.4 examine short- and long-term value creation and its determinants.
The short-term study analyses capital market reactions shortly before and after
announcement of the transactions using the cumulative abnormal return (CAR)
methodology. Long-term value creation up to 3 years after announcement is exa-
mined according to the buy-and-hold-abnormal return (BAHR) and calendar-
time abnormal return (CTAR) measures. Both approaches are applied since a
clear recommendation for either one cannot be given based on their fundamental
statistical properties.'” Sections 4.3 and 4.4 firstly discuss overall value genera-
tion in the entire transaction data sample. Secondly, a multivariate analysis on
determinants of abnormal returns is conducted. Thirdly, the multivariate analysis
is complemented by further examination of major cross-sections in univariate
analyses. The final assessment with regard to determinants of value creation
shall draw on the multivariate analysis since it accurately separates simultaneous

influence of several factors.'®

157 Cummins and Weiss (2004) only present evidence on acquirer and target CARs.

158 Floreani and Rigamonti (2001) include only N = 16 transactions of European bidders in their
analysis of CERs and thus do not analyze the European market in detail.

159  See section 3.3.2 for a detailed discussion, and section 3.4 for a brief summary of the rationale.

160 A multivariate analysis of long-term abnormal returns is only applicable to the BAHR ap-
proach, but not to the CTAR approach, see argumentation in section 3.4. Thus, conclusions
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Section 4.5 reviews these findings in the context of prior research. Further
on, the interdependence of short- and long-term value creation is examined from
an industry and an investor perspective. Relevant for the industry is the question
whether the influence of determinants on value creation depends on the time
horizon of the analysis. This section examines which factors historically lead to
value creation in the short run, and how these factors compare to those driving
value creation in the long run. The results may support management in choosing
the appropriate strategy depending on its strategic time horizon or in enriching
its capital market communication. Relevant for investors is the question whether
long-term value creation depends on short-term capital market reactions. If this
is the case, investors could leverage information from short-term capital market
reactions for their mid-term investment strategy. Further on, one could either
infer that investors’ initial assessment of announced M&A is adequate, or that
their originally established opinion is “sticky”.

4.2 Data sample

4.2.1 Generation of the data sample

European insurance M&A transactions between 1990 and 2005 are identified
based on two primary data sources, Thomson Financial SDC Platinum, and Dea-
logic Merger & Acquisition database. The Dealogic database only covers trans-
actions from 1995 onwards. Both deal lists are integrated, verified and amended
through extensive press research. Capital market data and company account data
is obtained primarily from Datastream, and complemented by Bloomberg and
annual report data for early transactions. Figure 14 presents an overview of re-
quired data fields and respective data sources.

with respect to determinants of value creation on the long-term horizon are only drawn on re-
sults of the BAHR analysis.
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Sources of data
Data field Primary Secondary
« Announcement date N N
* Deal status
¢ Deal value
¢ Change of control* SDC,
9 Dealogic, Bloomberg, Datastream
Deal data | °* Acquirer and target own press
— Name research
— ISIN**
— Country a
— Industry classification ] S&P Global Reinsurance
Highlights
* Total return to —
Market
e Iatner shareholders index
. Datastream
company | ° Market value of equity Bloomberg
data * Book value of equity Bloomberg, annual reports,
other databases
¢ Total return to _
Bench- shareholders index
mark ¢ Market value of equity Datastream Bloomberg
data * Book value of equity Bloomberg, annual reports,
o T-bills Bloomberg other databases
* Initial stake before transaction < 50%, final stake after transaction > 50%
** Alternatively, Datastream code or SEDOL
Source: <___>

Figure 14: Overview required data fields and data sources for the event studies

The following filter criteria are employed to identify the relevant M&A
transactions:

e  The transaction was announced between 1.1.1990 and 31.12.2005.

e The transaction has been closed (i.e., the transaction status is indicated as
“completed”).

e The transaction volume was equal to or larger than USD 100 mn.''

161 Transactions with missing transaction volumes are included in the downloads and accepted or
rejected based on the volume obtained through press research; transactions with undisclosed
financial terms are excluded.
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e A change of control occurred through the transaction, i.e. the initial stake of
the acquirer in the target before the transaction was smaller than 50%, and
the final stake after the transaction is higher than 50%.

e The acquirer was member of EU-25 or Switzerland or Norway. The location
of the target country is not restricted.

e  The acquirer SIC and the target SIC were 63* (Insurance Carriers). Addi-
tionally, targets include SICs 6282 (Investment Advice), 6411 (Insurance
Agents, Brokers, and Service), 6719 (Offices of Holding Companies, Not
Elsewhere Classified), 6722 (Management Investment Offices, Open-End),
and 6726 (Unit Investment Trusts, Face-Amount Certificate Offices, and
Closed-End Management Investment Offices).

e  The acquirer was a listed company.

e  The acquisition object were the shares, not only the assets or policyholder
liabilities of a target company.

Transactions with multiple bidder activity are not dropped from the sample, fol-
lowing the proposal of Pilloff and Santomero (1998). Further on, the industry
classification “Reinsurance” is introduced, which is not distinguished by SIC,
based on the Top-150 reinsurance provider lists published by Standard & Poor’s
in their Global Reinsurance Highlights reports.

4.2.2 Characteristics of transactions

Figure 15 presents an overview of the N = 176 transactions between 1990 and
2005 that satisfy the set of criteria. Clearly, implementation of the Third Genera-
tion Insurance Directives in 1992 set the starting point for steadily increasing
transaction numbers and volumes, culminating in 1999, when the stock market
boomed and the EMU was implemented, with 27 transactions (15% of all trans-
actions between 1990 and 2005) worth USD 51.6 bn. Cummins and Weiss
(2004) observe a similar pattern in their data. The strongest pickup of deal vol-
umes is observed in 1996 (USD 26.7 bn up from USD 5.3 bn in 1995), and 2005
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Figure 15: Development of transactions 1990-2005
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(USD 19.3 bn up from USD 2.3 bn in 2004), both driven by significantly in-
creased average deal volume, and risen number of deals. There are only slight,

but insignificant linear trends'®

eminent in the data sample with respect to num-
ber of transactions (0.4 more transactions p.a., p-value of 35%'®), volume of
transactions (USD 0.9 bn more volume p.a., p-value of 38%), and average trans-
action volume (USD 61.9 mn more p.a. and transaction, p-value of 15%).

The aforementioned events clearly drove the geographical distribution of
M&A activities. Between 1990 and 2005, national, cross-border within and out-
side of Europe'® transactions accounted each for about a third of the total trans-
action numbers and volumes. After the implementation of the Third Generation
Insurance Directives however, volume share of cross-border transactions within
Europe rose from 43% in 1992 to 94% in 1994. The introduction of the Euro
produced a less pronounced effect: Volume shares of cross-border transactions
rose from 17% in 1999 to 52% in 2000. A linear trend with respect to geographi-
cal distribution of transaction numbers or volumes is not detected (p-values
above 85%).

With respect to industry activity, Figure 16 illustrates that life insurers were
the most frequent acquirers (131 transactions worth USD 203.9 bn), accounting
for 80% of the total transaction volume between 1990 and 2005."® Further on,
life insurers were the preferred target (103 transactions worth USD 177.0 bn).
Consequently, life-life transactions dominated M&A activities in general (85
transactions worth USD 162.5 bn, 63% of total volume).

The regional focus of the transactions for the long-term analyses is docu-
mented in Figure 17. The majority of the transactions were carried out by EU-15
based acquirers (141 deals or 80% of deals; deal volume USD 185.9 bn or 73%
of the total deal volume). However in average, largest transactions were com-
pleted by Swiss acquirers with an average deal size of USD 2.0 bn. Likewise,
insurance companies from EU-15 countries were the most popular targets

162 The linear trend test is based on a linear univariate OLS regression model.

163 p-value of two-sided t-test of null hypothesis that slope of linear regression line is zero.
164 Europe is defined as member states of EU-25, Norway, and Switzerland.

165 The utilized industry classification is an aggregation of SICs.
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Number of deals
Deal volume (USD bn)
Average deal volume (USD bn)
Target Reinsur- Agents/ Investment
Acquirer Life P&C ance brokers management Other Total
Life 85 18 2 9 11 6 131
160.7 6.9 1.7 23.3 10.0 1.4 203.9
P&C 7 7 1 0 1 0 16
12.0 7.8 0.5 0.0 3.3 0.0 23.6
Reinsurance 11 8 9 0 0 0 28
4.2 9.5 11.8 0.0 0.0 0.0 25.5
Agents/ 0 0 0 0 0 1 1
brokers 0.0 0.0 0.0 0.0 0.0 0.2 0.2
Other 0 0 0 0 0 0 0
0 0 0 0 0 0 0
Total 103 33 12 9 12 7 176
177.0 24.2 14.0 23.3 13.3 1.6 253.3
Source: Thomson Financial SDC platinum, Dealogic M&A database, press research

Figure 16: Industry focus of transactions

(106 deals or 60% of deals; deal volume USD 174.1 bn or 69% of the total deal
volume). Norwegian insurers were the largest in average to be acquired, with
average deal size of USD 2.2 bn. Altogether, transactions within the EU-15
member states built the largest portion of all transactions (90 deals or 51% of
deals; deal volume USD 129.7 bn or 51% of the total deal volume).

Figure 18 documents the distribution of transactions by country. British in-
surers were most active acquirers (49 transactions worth USD 70.4 bn), and the
second most popular targets (34 transactions worth USD 93.8 bn). Only U.S.
insurers were acquired more frequently (39 transactions), however with a notably
smaller volume (USD 61.0 bn). Swiss acquirers were almost as active as British
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Number of deals
Deal volume (USD bn)
Average deal volume (USD bn)
Target
Other
Acquirer EU-15 EU-25 Norway Switzerland World Total
EU-15 90 3 1 2 45 141
129.7 2.0 3.8 1.4 49.0 185.9
Other 0 0 0 0 0 0
EU-25 0 0 0 0 0 0
Norway 0 0 1 0 0 1
0.0 0.0 0.5 0.0 0.0 0.5
Switzerland 16 0 0 2 16 34
44 .4 0 0.0 2.4 20.0 66.9
Total 106 3 2 4 61 176
174.1 2.0 4.4 3.8 69.0 253.3
Source: Thomson Financial SDC platinum, Dealogic M&A database, press research

Figure 17: Regional focus of transactions

insurers with 34 transactions worth USD 66.9 bn, but only involved 4 times as
target. The leading role of British insurers in European M&A is also reflected in
the data sample of Cummins and Weiss (2004).

Figure 19 presents the relative transaction volumes compared to the market
value of the acquirers at announcement. On average, transactions amounted to
10.8% of the acquirers’ market capitalization. Large acquirers tend to focus on
cross-border world deals, while small players mostly concentrate on national or
cross-border EU deals. Only recently, between 1998 and 2005, large players
were more involved in cross-border EU transactions than in cross-border world
deals.
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Figure 18: Number and volume of transactions by country
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——1 cross-border world
. — =[] Cross-border EU
Transaction volume/market

value of acquirer = = =[] National
Percent _— Total
200

180
160
140 [
120
100
80
60
40
20

0
1990 91 92 93 94 95 96 97 98 99 2000 01 02 03 04 05

Average  Cross-borderworld 88 n/a 1.9 20 47 43 76 185 20.8 39.3 32.1 372 n/a 20.5 109 20.8 23.3
market Cross-border EU* 2.4 32 12 34 56 n/a 49 172 277 176 13.0 189 24 83 6.0 21.3 123

value of  National 03 12 02 08 01 31 30 41 56 81 6.1 80 22 49 na 12 43
acquirers* Total 53 22 11 24 48 38 44 115 187 225 19.2 299 23 8.7 73 13.6 134
in USD bn

* Total market value of acquirers at announcement date in the respective year,
divided by number of transactions in this year
Source: Thomson Financial SDC platinum, Dealogic M&A database, press research

Figure 19: Characteristics of acquirers and transactions

However, with respect to relative deal volume, national transactions were the
largest: In few instances, the transaction volume even exceeded the acquirer’s
market capitalization. Further on, the relative deal volumes reveal a strong cycli-
cality: Years with high ratios are typically followed by a short period with lower
size ratios, whereas changing acquirer size is not the major driver. A possible
interpretation is that insurers tend to carry out deals in years where others do, and
that they collectively require an integration period with lower activity afterwards.

This sample of transactions provides the basis for examining the question
whether M&A in the European insurance industry creates value over a short-
term horizon, discussed in section 4.3, and over a long-term horizon, discussed
in section 4.4. These analyses shall not only provide insights into average value
creation across all firms in the sample, but also identify explanations for varia-
tion of value creation between firms in the sample. Consequently, the following
sub-section presents characteristics of several potential determinants of value
creation derived from the deal sample.
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4.2.3 Determinants of value creation

Cross-sectional analyses of value creation shall provide insights into determi-
nants of short- and long-term value creation. Sections 4.3 and 4.4 examine the
following determinants:

e  Transaction strategy and properties: Geographical and industry focus
(STRATEGY), timing of the transaction (7TIMING).

e Acquirer properties: Region of origin (ACQREGION), industry (ACQIN-
DUSTRY), natural logarithm of size'®® (LNSIZE), growth'®’ (GROWTH),
transaction experience'®® (EXPERIENCE).

e  Target properties: Region of origin (TARREGION), industry (TARINDUS-
TRY), natural logarithm of relative transaction volume'® (LNRELVOLU-
ME), listing (TARNOTLISTED).

The categorical variable STRATEGY is introduced to test the hypothesis of rela-
tive importance of economies of scope or risk diversification through geographi-
cal or industry diversification, compared to economies of scale through industry
focus or increase in market power through geographical focus.'” If cross-border
or cross-industry transactions generate more value than national or within-in-
dustry transactions, economies of scope or risk diversification are assumed to be
larger than regional market power effects or scale economies.'”' STRATEGY is

166  Size is measured as market value at announcement date.

167 Growth is measured as relative change of market value over the estimation window. If market
value data is not available at the beginning or the end of the estimation window, growth com-
puted from available data is scaled to the length of the estimation window.

168 Number of transactions of the same acquirer in the long-term deal sample during the last
3 years. This measure thus restricts experience rightfully to targets within the insurance in-
dustry or asset management industry.

169 Transaction volume divided by acquirer size. Absolute transaction volume is not modeled be-
cause its logarithm is perfectly linear in the logarithms of transaction volume and acquirer size.

170 This is the most commonly analyzed cross-section in prior research. Cummins and Xie (2005)
include geographical and industry focus in their multi- and univariate analyses, Floreani and
Rigamonti (2001) examine the geographical dimension in their multi- and univariate analyses,
and Cummins and Weiss (2004) analyze geographical univariate cross-sections. Boubakri et al.
(2006) introduce two separate independent variables for geographical and industry focus in
their multivariate analysis.

171 The current level of geographical or industry diversification is not controlled for, see Cummins
and Xie (2005).
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implemented as a polytomous dummy variable,'”* carrying the parameter values
national/within-industry,'” national/cross-industry, cross-border within EU'"/
within-industry, cross-border within EU/cross-industry, cross-border world/with-
in-industry, cross-border world/cross-industry. Fully focused transactions (natio-
nal/within-industry) are chosen as the dummy reference so that superiority of
diversification strategies can be tested against them.

The categorical variable TIMING controls for the timing of the transaction
with regard to the phase in the M&A cycle.'” If transactions in the peak phase of
the M&A cycle generate less value than transactions in other phases, evidence
for the “bandwagon effect” is provided. 7IMING is operationalized by categoriz-
ing the announcement years into several phases. The typical 2-phase classifica-
tion into positive growth and negative growth (e.g., Hamilton, 1989) is extended
by further differentiating between peak and bottom phases due to superiority of
the respective regression model.'” The resulting classification is bottom (years
1990-1995, 2001-2005), upswing (1996), peak (1997-1999), and downturn
(2000). The bottom phase is chosen as the dummy reference to test peak phase
abnormal returns against it.

The categorical variables ACOREGION'”’, TARREGION, ACQINDUS-
TRY'”®, and TARINDUSTRY'” control for differences in value creation across

172 E.g., Backhaus (2006, p. 8). A polytomous variable with m parameter values is implemented as
m-1 dichotomous (indicator) variables.

173 The industry dimension is defined based on the industry classification as discussed in section
4.2.2.

174 EU is not further separated into EU-25, Switzerland and Norway in order to keep degrees of
freedom small. The independent variables ACOREGION and TARREGION control for country-
specific variations.

175 Cycle effects are not examined in prior research. However, Floreani and Rigamonti (2001) in-
clude the announcement year in their regression analysis and thus test for a linear trend in ab-
normal returns across time, but obtain insignificant results.

176 Alternative classification techniques (e.g., two or four phases, by quartiles or relative amount
to peak) are evaluated based on the fit of the respective multivariate short-term and long-term
models. The chosen classification technique, four phases relative to peak volume, results in re-
gression models with superior average and ranked R-square, adjusted R-square and F-test sig-
nificance across tested event windows and time horizons.

177 Floreani and Rigamonti (2001) analyze cross-sections of the acquirers’ regions (U.S., Europe,
Australia).

178  Akhigbe and Madura (2001) introduce an indicator variable to distinguish between life vs. non-
life acquirers in their multivariate analysis.
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regions and industries. The variable region of origin distinguishes between West-
ern European countries (EU-15), Central and Eastern European countries (other
EU-25), and Switzerland and Norway as the two European countries which are
not member of the EU and thus operate in different jurisdictions. The industry
variable differentiates life, P&C, reinsurance, agents/brokers, investment man-
agement and other industries, following the classification introduced in section
4.2.2.

The metric variable LNSIZE is introduced to test whether large institutions
are better at identifying synergy potentials, negotiating the transaction, and real-
izing synergy potentials."® The hypothesis is supported if the estimated coeffi-
cient is significantly positive.'®" The metric variable GROWTH is used to exam-
ine whether fast growing acquirers are better or worse at generating value from
M&A transactions than slowly growing acquirers. If transactions of fast growing
acquirers generate less value than transactions of other acquirers, this indicates
difficulties at integrating the target.'®

The categorical variable EXPERIENCE is incorporated into the regression
to test for an experience effect of acquirers in successfully choosing, negotiating
and executing takeovers of insurers or investment managers. If transactions by
more experienced acquirers yield higher abnormal returns, existence of a positive
experience effect is supported. Due to its superior statistical properties'® com-
pared to other frequency or volume based measures,"™* EXPERIENCE is mo-
deled as a polytomous variable with quartiles of transaction volume as parameter
values.

179 Floreani and Rigamonti (2001) compare sub samples where acquirer and target are both a life
insurer, both a reinsurer and other transactions. Boubakri et al. (2006) separate agencies/
brokers and other targets.

180 A test of the narrower hypothesis whether large acquirers are better at integrating targets, i.e.
realizing synergy potential, would require controlling for synergy potential and transaction pre-
mium.

181 Size is logarithmized before introduction into the regression model, see e.g., Floreani and Riga-
monti (2001) and Cummins and Xie (2005).

182  This test does not control for existing synergy potential and transaction premium.

183  This measure yields superior R-Square, adjusted R-Square and F-test significance across ana-
lyzed short- and long-term event windows.

184 Similarly, Cummins and Xie (2005) include bidder frequency as an indicator variable in their
study. They distinguish between acquirers which buy more than once in a year and those that
do not. Boubakri et al. (2006) include number of transactions of the acquirer in the same year
as a metrical independent variable.
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The metric variable LNRELVOLUME is introduced to examine whether in-
stitutions are better at handling transactions with relatively smaller targets.'® A
significantly positive regression coefficient would support this hypothesis.'*® The
dichotomous variable TARNOTLISTED controls for differences between the
short- and long-term data samples in the long-term analyses.'®” Descriptive sta-
tistics on the variables are presented as part of the multivariate analyses in sec-
tions 4.3.2.2 and 4.4.2.2.

The deal sample and these determinants of value creation are the basis for a
profound analysis of value creation through M&A in the European insurance
industry. The following chapter discusses in detail value creation across a short-
term period before and after announcement of these transactions, whereas section
4.4 examines value creation through these transactions on a long-term horizon.

4.3 Analysis of short-term value creation

4.3.1 Methodology

4.3.1.1 Measurement of abnormal returns and benchmark construction

The short-term event study model follows the methodology devised by Dodd and
Warner (1983), and Brown and Warner (1985), who compute cumulative abnor-
mal returns (CARSs) relative to a market benchmark model. A detailed specifica-
tion of the approach is given in chapter 3.3.1.1 and chapter 3.3.1.2.

The abnormal return AR;, of firm i at time t is measured as the difference
between daily total returns to shareholder R;, of firm 7 and the benchmark return
E(R;,) for firm i

AR;; =R;; —E(R;;) (20)

185 Akhigbe and Madura (2001), and Floreani and Rigamonti (2001), and Cummins and Xie
(2005) also control for relative transaction volume in their multivariate analyses.

186 The natural logarithm is applied to the relative transaction volume, see e.g., Floreani and Riga-
monti (2001).

187 Akhigbe and Madura (2001) control for target listing in their multivariate analyses, too.
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Abnormal returns of the acquirer AR cquirer,, and the target AR, q.,, are weighted
with their market values MV, to compute the combined entity return AR ,uusacrion,s.

ARacquirer,t MV, acquirer .t + ARtarget,t 'MVtarget,t

MV, acquirer t + MV, target,t

e2))

ARtransaction,t =

Benchmark returns are defined as the OLS-regression estimate of the standard
market model on the estimation window at times ¢ between [-270; —21] trading
days before announcement, following Lorenz (2006)

Rir=ai+Pi Ry +éir (22)

The market return Ry, is defined as the daily TRS of the Datastream European
Insurance Index. The CARs are the equally-weighted average of the abnormal
returns on a specified event period from times £, to 7, between [-20; +20] trad-
ing days around announcement
1 &1 le2
CAR=—=73 > AR;, (23)

Mi=lt=ty

Figure 20 illustrates the applied time periods for regression model estimation and
measurement of value creation. The models are calibrated to the following data:

e  Daily market values in EUR for acquirers and targets.

188

e Daily simple'® TRS in local currency'® for acquirers and targets.

e  Daily simple TRS in EUR for market portfolio (Datastream European In-
surance Index).

188 Total return to shareholders is computed as the simple return, i.e. index value at time # divided
by index value one trading day earlier, not as the continuously compounded return, following
the methodology applied in prior studies (e.g., Lorenz, 2006).

189 Return data is generated based on a local currency TRS index in order to eliminate overnight
exchange rate effects from the analysis.
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Estimation period Event period
Tg = 250 days Te max = 41 days
I
F---- | | |
t=-270 t=-21 t=-20 t=0 t=+20
announce-
ment date

Figure 20: Estimation and event windows for short-term analyses

4.3.1.2 Tests for significance of abnormal returns

The significance of mean cumulative abnormal returns is tested with the para-
metric Dodd-Warner Z-statistic (Equation (21)), and the Boehmer test-statistic
(Equation (22))."° All tests are briefly introduced here, and discussed in detail in
section 3.3.1.3.

R | (4)
pw =— | — — . -
N Vie2i —leli t=t,,; it

.2

T 1 R -R
Wlth O-if: 0'2 . 1+_+ ( M,t M)
! S, TS tSZ _ )
Z(RM,S _RM>

S:tSl

The null hypothesis that the observations have mean zero is rejected if

Zpw|> N1 —% ).

1 te2,l
— 2 Zpy (25)
\/teZ,i —leli +1 t=t,;

190 Corrado’s (1989) statistic is not implemented, see section 3.3.1.3.

Zp =
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1 %
— ZSAR”
. ng i1 '
Wlth ZBt =
’ 2
ny " SAR;
LS sary, -y
n(ny =1)75 i=1 "t

The null hypothesis that the observations have mean zero is rejected if
|Z B| > N(0,1,1 —% ). Additionally, the significance of median abnormal returns

and cumulative abnormal returns are tested with the nonparametric Wilcoxon
signed rank test (Equation (23)), and the Generalized sign test (Equation (24))).
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The null hypothesis that the observations are symmetrically distributed around

zero is rejected if |T *| > N(0,1,1 —% ).
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The null hypothesis that the observations are symmetrically distributed around
zero is rejected if |ZGST| > N(O,1,1 —%) .

The significance of the difference between mean cumulative abnormal re-
turns of two samples is tested with the parametric two-sample #-test (Equation
(25)), and between median abnormal returns and cumulative abnormal returns
with the Wilcoxon rank sum test (Equation (26)).
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The null hypothesis that CAR, = CAR, is rejected if |¢| > t(nl +ny =21 —%) .
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The null hypothesis that observations of two samples are identically distributed

is rejected if T*<N(0,l;%) or T*>ny(n +ny +1)—N(0,1;%).

4.3.2 Results
4.3.2.1 Results on entire data sample

Market model regression results

The market model is estimated on N = 250 observations for acquirers and targets.
Missing acquirer data limits observations of the transactions between Old Mutual
PLC and United Asset Management Corporation to N = 225. Missing target data
limits observations of the transaction between Brit Insurance Holdings PLC and
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Table 1:  Market model regression statistics for acquirers

Mean Bottom 20 Top 20

Observations 250 248 250

Unknown variables 2 2 2

Regression statistics Statistic p-value Statistic p-value Statistic p-value
R-Squared 0.2213 - 0.0213 - 0.5162 -
Adjusted R-Squared 0.2181 - 0.0174 - 0.5143 -
F-statistic 103.4423 42% 5.5016 20.8% 323.4438 0.0%

Coefficient estimates Coefficient Standard error Coefficient Standard error Coefficient Standard error
Constant 0.0005 0.0011 - 0.0016 - 0.0006
Beta(l) 0.7545 0.1022 - 0.1601 - 0.0570

Coefficient t-statistics Statistic p-value Statistic p-value Statistic p-value
Constant 0.4779 53.6% - 87.9% - 15.8%
Beta(1) 8.3094 4.2% - 20.8% - 0.0%

PRI Group PLC to N = 185. The OLS fitted market model explains the return
variance well (average R-square of 0.22). Table 1 and Table 2 present averages
as well as bottom and top 20% quantiles of further regression statistics. The high
F-statistic and the low average p-values indicate significant estimates for the beta
coefficient.

Table 2:  Market model regression statistics for targets
Mean Bottom 20 Top 20

Observations 249 244 250

Unknown variables 2 2 2

Regression statistics Statistic p-value Statistic p-value Statistic p-value|
R-Squared 0.0858 - 0.0010 - 0.2501
Adjusted R-Squared 0.0821 - -0.0031 - 0.2471 |
F-statistic 26.7589 17.1% 0.2488 67.6% 83.9687 0.0%

Coefficient estimates Coefficient Standard error Coefficient Standard error Coefficient Standard error
Constant 0.0005 0.0012 - 0.0020 - 0.0007]
Beta(1) 0.4068 0.1234 - 0.2243 - 0.0583

Coefficient t-statistics Statistic p-value Statistic p-value Statistic p-value
Constant 0.5608 46.3% - 90.0% - 5.2%)
Beta(1) 3.7633 17.1% - 67.6% - 0.0%)

Normality property of abnormal returns

The hypothesis tests for abnormality of returns are based on the assumption, that
the average abnormal returns on the estimation window are normally distributed.
Table 3 shows that this assumption cannot be rejected: The Kolmogorov-Smir-
nov test yields high p-values.
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Table 3:  Distribution of abnormal returns

Acquirer Target  Combined Entity

Observations 250 250 250
Normal parameters 0 0 0
Mean 0.000002 0.000002 -0.000003
Sigma 0.002501 0.003139 0.002184
Most extreme differences 0.0000 0.0000 0.0000
Absolute 0.008747 0.010792 0.006221
Positive 0.008747 0.010792 0.006221
Negative 0.006092 0.010158 0.005981
Kolmogorov-Smirnov test 0 0 0
Statistic 0.0323 0.0442 0.0365
Asymptotic p-value 95.4% 70.3% 88.8%

Value generation and abnormal returns

The M&A transactions in the entire short-term deal sample generated a total net

value of USD 1.8 bn (1.7%)191 for investors. 26 deals generated value of USD
5.3 bn, whereas 28 deals destroyed value of USD 3.5 bn, see Figure 21. The
overall positive net value is thus driven by higher average value generation for
successful deals (USD 0.2 bn) than average value destruction by unsuccessful
deals (USD 0.1 bn).

Although mean CERs are positive on all analyzed event windows, signifi-
cant value creation is only observed shortly around the announcement date in the
event windows [-5; 0] with 1.22%, [0; +10] with 1.45%, and [-10; +10] with
2.06% at the 10% level. Especially around announcement, the CERs are strongly
right skewed.

The detailed results are documented in Table 4. In this table, “CER%” pre-
sents the mean and median CERs across firms. A higher mean than median indi-
cates a right skewed distribution of firm CERs, i.e. there are few firms with high
CERs. The further analyses focus on mean CERs as the predominant measure of
prior academic work. “Sign of CERs” gives the number of observations in the

191 The computation of net value generated is based on the cumulative abnormal returns in [-20;
+20] days around the announcement day and the market value of acquirers and targets at the
end of the estimation period [-21].
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Figure 21: Distribution of value generation in short-term deal sample

sample with positive and negative CER. A large difference between both figures
indicates qualitatively that the null hypothesis of zero CER could be rejected.
The following columns display parametric and nonparametric tests of the null
hypothesis that the mean and median CER are zero, respectively. If test statistics
are high and p-values are low, the null hypotheses can be rejected.

In contrast, capital market reactions for targets were significantly positive at
1% level in all analyzed event windows except for the mean CAR in [0; +20]
with a Boehmer p-value of 1.5%. The abnormal returns are strongest around the
announcement date (maximum at mean CAR of 14.02% in [-20; +20] at 1%
level), and lowest on the day of the announcement (mean CAR of 6.26% at 0.1%
level). The distribution of the CARs is strongly right skewed. Table 5 presents the
detailed results.

Acquirer CARs are mostly statistically insignificant; the only statistically
significant result at 10% level or better occurs in [-2; +2] with CAR of —0.93%
according to the Boehmer test. CARs in all other event windows are insignificant
by any of the used test statistics. A detailed overview of the results is presented
in Table 6.
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Developing of CARs across the event window

At the announcement date, the target CAR jumps notably by 6.26%, probably
due to high takeover premiums offered to target shareholders, see Figure 22. The
fast reaction of targets’ shareholders indicates efficiency of capital markets.

Mean CAR
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Figure 22: Developing of mean CAR on short-term deal sample

Comparison of results to prior research

This study finds that CERs are significantly positive on most analyzed event
windows, reaching a maximum in [—10; +10] with 2.06% at the 10% level. Other
studies on insurance M&A also find positive CERs, whereas those in the U.S. or
global market are notably higher even in smaller event windows. Akhigbe and
Madura (2001) observe positive significant CERs of 13.11% in [-1; 0] at 5%
level for the U.S. market. Floreani and Rigamonti (2001) report a CER of 5.27%
in the event window [-20; +2] on their sample comprising U.S., European, and
Australian insurers. Cummins and Xie (2005) find significant positive CERs of
3.71% in [-1; +1] at 1% level for the U.S. market.'?

192 Cummins and Weiss (2004) do not examine CERs on their Western European sample.
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Further on, the analyses in this study show that target CARs are significant-
ly positive in all analyzed event windows, with a maximum of 14.02% across the
entire event period. This outcome is in line with prior research, but again ab-
normal returns in the U.S. and global markets are higher. Akhigbe and Madura
(2001) and Cummins and Xie (2005) detect significantly positive abnormal re-
turns for the U.S. market above 20%.'”* Floreani and Rigamonti’s (2001) analy-
ses on the U.S., European, and Australian market yield positive and mostly signi-
ficant CARs with a maximum CAR of 18.80%. For Western Europe, Cummins
and Weiss (2004) report consistently positive and significant CARs with a maxi-
mum 8.85%.

Acquirer CARs in this study are mostly statistically insignificant. The re-
sults of prior event studies are inhomogeneous in this respect. For the U.S. mar-
ket, Akhigbe and Madura (2001) detect significantly positive and negative CARs
depending on the event window, but Cummins and Xie (2005) obtain consistent-
ly positive, and partially significant CARs with a maximum of 1.19%. BarNiv
and Hathorn (1997) observe mostly insignificantly positive CARs on their U.S.
P&C sample. Floreani and Rigamonti (2001) find mostly positive CARs with a
maximum of 3.65% for across U.S., European, and Australian transactions.
Cummins and Weiss (2004) analyses yield mostly insignificantly negative CARs
for the West European market.

4.3.2.2 Results of multivariate analysis

Determinants of value creation are identified based on a multivariate regression
analysis of abnormal returns. The linear regression model is fitted following the
ordinary least squares (OLS) approach. Three major assumptions of the OLS me-
thod are tested:

e  The model specification is tested with Ramsey’s (1969) Reset test. If intro-
duction of squared and cubic predicted dependent variables as independent
variables into the regression equation leads to a significant change in the

193 BarNiv (1997) find significantly positive CARs in [-250, +250] at 1% level for distressed tar-
gets, and insignificantly negative or positive CARs for financially sound targets for the U.S.
P&C market. The height of the CARs for these sub samples depends on the chosen classifica-
tion methodology.
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F-statistic, the null hypothesis that the model is well specified can be rejec-
ted.

e  The absence of or weak multicollinearity is assessed based on Variance In-
flation Factors (VIF). Small VIFs indicate weak multicollinearity, whereas

5 or 10 are typically assumed as critical values.'*

e  The normal distribution of regression residuals is examined with the Kol-
mogorov-Smirnov (K-S) test. If the K-S test statistic is significant, the null
hypothesis of normal distribution can be rejected.

The explanatory power of the model is evaluated based on unadjusted and adjus-
ted R-squares. An F-test and #-tests are used to assess joint and individual sig-
nificance of the coefficients of independent variables.

Equation (27) specifies the full regression model with CERs, acquirer
CARs, and target CARs as dependent variables, and the determinants of value
creation introduced in section 4.2.3 as independent variables.

CER / CAR = constant + ﬁSTRATEGY -STRATEGY + ﬂT[MING -TIMING +
Bacorecion - ACOREGION + B ycompustry - ACOINDUSTRY +

Binsize - LNSIZE + Borowrs - GROWTH + Bpxperience - EXPERIENCE (30)
+ﬂTARREGION -TARREGION + ﬂTARjNDUSTRY -TARINDUSTRY +
Binrervorume - LNRELVOLUME

The categorical independent variable STRATEGY is modeled as five dichoto-
mous variables with reference “national/within-industry” to test diversification
against focus, TIMING is modeled as three dichotomous variables with reference
category “bottom phase” in order to test peak time against bottom time trans-
actions, ACOREGION and TARREGION as four dichotomous variables with re-
ference “EU-15”, ACQINDUSTRY and TARINDUSTRY as four dichotomous va-
riables with reference “P&C”, and EXPERIENCE as three dichotomous variables
with reference “no experience” to test transactions of experienced acquirers
against those of inexperienced acquirers. Table 58 in the appendix shows the

194 E.g., Chatterjee and Price (1991).
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detailed coding of the categorical variables and presents descriptive statistics for
metric and categorical variables.

Table 7 presents the regression results of the full model on abnormal returns
in the event window [-5; +5] days around announcement. The CER and acquirer
CAR model are well specified according to the Ramsey Reset test. Only weak
multicollinearity is present between independent variables: All VIFs are below
the critical value of 10."” The hypothesis of normally distributed regression re-
siduals cannot be rejected. In the chosen event window, CERs and CARs are
well explained compared to prior research. The regression yields an R-square of
0.67 and an adjusted R-square of 0.43 on N = 54 observations,'”® which is high
compared to prior research.'”’ The independent variable coefficients are jointly
significant for CERs and acquirer CARs at 1% and 10% level respectively ac-
cording to the F-test.'”® Most indicators variables of STRATEGY and TIMING
are significant for CERs, acquirer CARs and target CARs.

Before interpreting these results, two robustness tests shall be conducted.
Firstly, a model with weaker multicollinearity is tested. The model is set up by
omitting the independent variables ACOREGION and STRATEGY," which
yields a maximum VIF below 5. The adjusted R-square is reduced by .0115, but

model and coefficient significance remains strong. Secondly, a reduced model*”

195 The VIFs of LNSIZE and EXPERIENCE3 are above 5. A linear OLS regression of all indepen-
dent variables except for LNSIZE against the dependent variable LNSIZE reveals that multicol-
linearity is driven by EXPERIENCE, STRATEGY, and ACOREGION (R-square of 0.8444, ad-
justed R-square of 0.7339, and an F-test significance of 0.0%).

196 Explanation of other tested event windows for combined entity returns yield similar model fit
and overall significance. The worst fit is achieved for CER [-1; +1] with an R-square of 56%
and an adjusted R-square of 25%. Given the uncertain date of actual information leakage be-
fore announcement to certain market participants and time lagged reaction to information
amongst market participants, the chosen 5-day event windows seems reasonable.

197 Akhigbe and Madura (2001) obtain an R-square of 0.05 (N = 61), Cummins and Xie (2005)
report between 0.49 and 0.57 (N between 103 and 107), and Floreani and Rigamonti (2001)
achieve between 0.27 and 0.30 (N = 56).

198 The indicator variable TARREGION4 is omitted because its is perfectly linear in STRATEGY4
and STRATEGYS.

199 Amongst the suspects LNSIZE, EXPERIENCE, STRATEGY, and ACOREGION, stepwise re-
moval of ACOREGION and STRATEGY shows least significant reduction of F-statistic, and
yields a model with all VIFs below 5.

200 Based on the full model, coefficients with change of F-statistic less significant than 10% are
excluded stepwise. The following independent variables are excluded (in order): LNREL-
VOLUME, ACQINDUSTRY , ACOREGION, EXPERIENCE, GROWTH, LNSIZE, STRATEGY.
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is examined. This model has higher explanatory power according to the adjusted
R-square than the full model, but notably lower R-square. The independent vari-
ables are jointly significant, and individual significances for the remaining inde-
pendent variables change only slightly.®' In both models, coefficients change
compared to the full model, but the order of coefficients remains constant
amongst indicators for categorical independent variables. Thus, interpretation of
results shall be generally based on the full model, taking into account addition-
ally significant variables in the robustness test models. Table 59 in the appendix
presents detailed regression results of both robustness tests.

The results of the full model show that capital markets appreciate diversify-
ing transactions from a combined entity perspective. Relative to focused trans-
actions, most value is created through cross-border transactions within the Euro-
pean Union and across industries (coefficient 0.0671, significant at 10% level),
and cross-border world transactions within the acquirer’s industry (coefficient
0.0646, significant at 5% level). The coefficient of an indicator variable is inter-
preted as additional (or fewer) abnormal return of the respective type of trans-
action relative to the reference type of transaction. The above reported coef-
ficient of 0.0671 thus means that cross-border within EU/cross-industry trans-
actions obtain 6.7% higher abnormal returns than fully focused transactions.
Overall, investors thus believe that economies of scope or risk diversification™”
outweigh economies of scale or regional market power effects.

These results are consistent with Floreani and Rigamonti’s (2001) observa-
tion that cross-border transactions within Europe have negative impact on the ac-
quirers” CARs, whilst cross-border world deals by European acquirers positively
affect their CARs. However, Cummins and Xie (2005) find on their P&C U.S.
sample that any geographical or industry diversification is significantly worse
than full geographical and industry focus with respect to CARs of acquirers.

Afterwards, independent variables more significant than 10% would be included stepwise. No
variable fulfills this criterion.

201 In the model with weaker multicollinearity, EXPERIENCE!I and TARINDUSTRYI are addi-
tionally significant. In the reduced model, TARREGION4 and TARINDUSTRY1 are addition-
ally significant.

202 Results for acquirers and targets are not interpreted because only one STRATEGY indicator
variable is significant.
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Table 7.  Results of short-term multivariate regression model (full model)

CER CAR Acquirer CAR Target VIF
Model specification DF  sig DF DF  sig DF DF  sig DF
Ramsey Reset 0.0279  97.3% 0.0702  93.2% 8.5751 0.1%
Normality of residuals Z  asysig Z  asysig Z  asysig
K-S 0.5882  88.0% 0.8644  44.4% 0.5206  94.9%
Adj. R- Adj. R- Adj. R-
Model fit R-square  square R-square  square R-square  square
R-square 0.6686  0.4145 0.5592  0.2213 0.4707 _ 0.0650
Model significance Coeff. Fit Coeff. Fit Coeff. F/t
Entire model 2.6313 *** 1.6549 * 1.1601
(Constant) 0.0610  0.7823 -0.0101 -0.1086 0.7179  1.8283 *
STRATEGY1 -0.0144  -0.5953 -0.0166  -0.5725 0.0903  0.7429 22
STRATEGY2 0.0479  1.9539 * 0.0501  1.7043 * 0.1838  1.4891 3.1
STRATEGY3 0.0671  1.7142 * 0.0326  0.6947 0.2639  1.3385 3.6
STRATEGY4 0.0646  2.2481 ** 0.0558  1.6200 03173 2.1928 ** 42
STRATEGYS 0.0446  1.7624 * 0.0181  0.5958 0.1508 1.1818 3.8
TIMINGI 0.1126  4.1876 **** 0.0616  1.9093 * 0.3455 25502 ** 2.8
TIMING2 0.0526  2.6292 ** 0.0571  2.3795 ** 0.2480  2.4586 ** 3.4
TIMING3 0.0605  2.4905 ** 0.0407  1.3986 0.2053  1.6778 2.0
ACQREGION2 -0.0223  -1.0837 -0.0064 -0.2605 -0.0942  -0.9083 22
ACQINDUSTRY 0.0128  0.6250 0.0071  0.2900 -0.1601  -1.5470 3.2
ACQINDUSTRY2  -0.0148 -0.5119 -0.0260 -0.7504 -0.3119 -2.1407 ** 3.9
ACQINDUSTRY3 0.0233  0.4583 0.0318  0.5226 -0.1103  -0.4309 1.6
EXPERIENCE1 -0.0663  -1.4705 -0.1270  -2.3494 ** -0.1028 -0.4523 2.5
EXPERIENCE2 -0.0003  -0.0146 -0.0352  -1.4483 0.1105  1.0820 2.4
EXPERIENCE3 0.0335  1.1316 -0.0135  -0.3800 0.2136  1.4300 6.0
LNSIZE -0.0150 -1.6740 -0.0046  -0.4299 -0.0492  -1.0907 6.4
GROWTH -0.0250 -1.2676 -0.0217 -0.9195 -0.3476 -3.5044 *** 19
TARREGION2 0.0521  0.7705 0.0483  0.5960 0.1040  0.3054 2.8
TARREGION3 0.1382  2.5827 ** 0.1185  1.8467 * -0.2120  -0.7864 1.8
TARINDUSTRY1 0.0344  1.6601 0.0248  0.9958 0.0321  0.3076 3.6
TARINDUSTRY3 0.0059  0.1977 0.0351  0.9756 -0.1606 -1.0619 1.6
TARINDUSTRY4 0.0101  0.3913 0.0125  0.4016 -0.0840 -0.6433 39
LNRELVOLUME 0.0010  0.1824 -0.0004  -0.0643 -0.0245  -0.8476 3.2

DF: Change in F-statistic between initial and extended regression model according to Ramsey Reset test.

sig DF: Significance of change in F-statistic DF. Z: Kolmogorov-Smirnov Z-statistic.

asy sig: Asymptotic significance of Z-statistic Z. F/t: F-statistic for entire model, t-statistics for coefficients.

VIF: Variance Inflation Factors for coefficients.

STRATEGY indicates the geographical and industry focus of the transaction (national, cross-border EU, and cross-
border world transactions, further separated into within- and cross-industry transactions; reference case is national
within-industry), TIMING categorizes bottom (reference case), upswing, peak and downturn phases of the M&A
market, ACQREGION and TARREGION distinguishes transactions into EU-15 (reference), Swiss and Norwegian
acquirers and targets, ACQINDUSTRY and TARINDUSTRY separates transactions into P&C (reference), Life, Re,
Agents/Brokers and other acquirer and target industries, EXPERIENCE indicates transaction experience of the acqui-
rer (reference case no; then little, extensive, and most experience), LNSIZE and GROWTH the size and growth of
the acquirer, and LNRELVOLUME the relative volume of the target compared to the acquirer. See section 4.2.3 for
detailed descriptions of the explanatory variables.

*H¥xx Statistically significant at 10%, 5%, 1% or 0.1% level according to t-test.
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Further on, capital markets valued transactions in the upswing, peak or
downturn phase of the M&A cycle highest compared to the M&A market bot-
tom. Highest abnormal returns are observed during the upswing (additional CER
of 11.3%, significant at 1% level). These results imply that investors do not be-
lieve in the “bandwagon effect” or the overpayment hypothesis during market
peaks, but rather highly appreciate transactions during these phases. These re-
sults are also valid for acquirer and target CARs. The latter experience a 34.6%
higher CAR during market upswing than during the bottom phase of the cycle.
Reviewed prior research in insurance M&A does not analyze this determinant.

In addition, the model with weaker multicollinearity indicates that trans-
action experience of the acquirers has a significant effect on CERs. Acquirers
with little experience achieve an 8.6% lower CER, significant at 10% level, than
acquirers without any transaction experience. Transactions by extensively or
most experienced acquirers yield only insignificantly lower CERs than those of
inexperienced acquirers. Seemingly, capital markets do not assume existence of
an experience effect according to their short-term reactions.*”

The two control variables TARREGION and TARINDUSTRY proved signifi-
cant for CERs. Norwegian targets yield significantly higher CERs than trans-
actions with targets within the EU-15 in the full model, and transactions with
targets operating in the life insurance industry obtain significantly higher CERs
compared to transactions with P&C targets in the reduced model. Prior research
does not address these determinants.

Three further determinants proved insignificant in this study, but significant
in previous research: Acquirer size (LNSIZE), acquirer industry (ACQINDUS-
TRY), and relative transaction volume (LNRELVOLUME). For the former deter-
minant, this study finds that acquirer CARs and CERs insignificantly decrease
with increasing market value of the acquirer. These results are consistent with
prior research. Floreani and Rigamonti (2001) and Cummins and Xie (2005) find
that acquirer CARs decrease with the size of the acquirer. With respect to ac-
quirer industry, the results of this study show that transactions carried out by
acquirers operating in life insurance create insignificantly more value in terms of

203 Similarly, Cummins and Xie (2005) observe that acquirers’ abnormal returns are significantly
lower (more than 1%, depending on the regression model), if they carry out more than one
transaction within a year.
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acquirer CARs and CERs than transactions by P&C insurers. Akhigbe and Ma-
dura (2001) observe the opposite. Acquirers’ CARs in their analysis are higher
for nonlife acquirers compared to life acquirers. For the relative transaction vol-
ume, the coefficient is only insignificantly different from zero. Cummins and Xie
(2005) and Akhigbe and Madura (2001) obtain the same results. Only Floreani
and Rigamonti (2001) find that CARs of acquirers increases significantly with
the relative transaction volume.

The following section presents further descriptive analyses on the signifi-
cant, hypotheses-related dimensions geographical and industry focus (STRA-
TEGY), timing of the transaction (7/MING), and transaction experience (EXPE-
RIENCE). STRATEGY is analyzed separately for geographical and industry focus
of transactions in order to obtain sufficient observations in each sub sample for
interpretation. The independent variable acquirer growth (GROWTH) is included
due to its significance in the long-term analyses. The obtained results are only in-
dicative with respect to the actual influence of these determinants on value crea-
tion; the final assessment on the importance of these determinants draws on the
results of the multivariate analysis.

4.3.2.3 Results of descriptive analyses on major cross-sections
4.3.2.3.1 Geographical focus

Value generation in sub samples

Highest transaction volumes were recorded for national (USD 55.5 bn) and
cross-border world (USD 54.8 bn) transactions, see Table 8, which were mostly
driven by the number of deals. The average deal sizes for national and cross-bor-
der EU transactions reach about USD 3 bn, and the slightly lower average size in
cross-border world transactions of USD 2.5 bn is compensated by higher number
of transactions.

National and cross-border EU deals generated value (each USD 1.1 bn), and
cross-border world deals destroyed value (USD -0.5 bn). The reasons for this dif-
ference in value creation are twofold: Firstly, successful cross-border world deals
only generated little average value in comparison to national and cross-border
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Table 8:  Overview CARs depending on geographical focus of transactions

National Cross-border EU Cross-border world

Descriptive statistics

Deal volume (USD bn) 55.5 42.0 54.8

Number of deals 18 14 22

Average deal volume (USD bn) 3.1 3.0 2.5
Value generation (USD mn) Value Deals V/D Value Deals V/D Value Deals V/D

Total value 1,127 18 63 1,134 14 81 -496 22 23

Value generation 2,621 10 262 1,753 8 219 926 8 116

Value reduction -1,493 8 -187 -619 6 -103 -1,422 14 -102

Mean  Boehmer Mean  Boehmer Mean  Boehmer

CAR analysis CAR% p-value CAR% p-value CAR% p-value
Mean CER

[-1;+1] 0.50% 77.0% 1.40% 21.0% 0.84% 24.6%

[-2; +2] -0.16% 70.9% 0.81% 74.3% 0.90% 27.1%

[-5; +5] -0.38% 92.7% 221% 45.9% 1.53% 7.1%

[-10; +10] 1.32% 47.5% 4.42% 16.4% 1.16% 28.3%

[-20; +20] 1.52% 96.4% 4.71% 25.2% -0.10% 93.1%
Mean CAR target

[-1;+1] 5.27% 12.6% 8.33% 4.3% 13.40% 0.0%

[-2; +2] 6.33% 6.9% 12.07% 1.9% 14.29% 0.0%

[-5; +5] 7.08% 4.4% 13.95% 11.8% 15.03% 0.1%

[-10; +10] 11.70% 0.0% 13.58% 17.3% 15.70% 23%

[-20; +20] 9.78% 16.4% 11.79% 97.5% 18.90% 0.3%
Mean CAR acquirer

[-1;+1] -1.19% 68.1% 1.17% 38.2% -0.29% 45.8%

[-2; +2] -2.87% 3.4% 0.55% 69.7% -0.28% 73.5%

[-5; +5] -3.16% 17.7% 1.92% 50.4% -0.07% 86.0%

[-10; +10] -1.99% 46.5% 4.72% 6.3% -0.23% 89.6%

[-20; +20] -0.56% 74.3% 4.66% 19.5% -1.90% 49.4%

EU deals. Secondly, almost twice as many deals destroyed value as generated
value.

The combined entities in cross-border EU deals showed highest, yet insig-
nificant mean CERs with 4.71% in [-20; +20] and 4.42% in [-10; +10]. The only
significant mean CER is achieved by cross-border world transactions at 1.53% in
[-5; +5] at 10% level > Targets always showed positive and for most event win-
dows even significant abnormal returns. Acquirer mean CARs in national and
cross-border world transactions were always negative, in [-2; +2] even signifi-
cantly negative for national transactions. In contrast, acquirers achieved a consis-

204 Analysis of Dodd Warner and nonparametric test statistics results in higher number of signifi-
cant event windows, see further below.
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tently positive abnormal return in cross-border EU transactions, in [-10; +10]
even significant at 10% level **>**

Developing of CERs across the event window

The CERs developed quite differently across the event window for the three sub
samples, see Figure 23. Only cross-border EU transactions showed almost stead-
ily increasing cumulative abnormal returns throughout the event window, reach-
ing their maximum at day 15 after announcement with 5.70%. Seemingly, inves-
tors were informed early and had a positive view on the announced transactions.
On the contrary, capital market reactions to cross-border world deals were nega-
tive shortly after announcement, indicating investors’ disbelieve in anticipated
synergies.

Mean CER

10%

7 N
5% /= “*N Cross-border EU

National

0% Cross-border world

Event window

Figure 23: Developing of mean CER depending on geographical focus of trans-
actions

205 Table 60 to 62 in the appendix present further test statistics.
206 In contrast, Beitel (2002, pp. 177) found significantly negative CARs for acquirers in the
banking sector.
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Comparison of CERs between sub samples

Cross-border EU transactions yield significantly higher mean abnormal returns
than national transactions around the announcement date in [-1; +1] and [-5; +5]
at 10% level, and also a significantly higher mean abnormal return than cross-
border world transactions in [-20; +20] according to the t-statistic at 10% level.
However, there is no significant order of value generation between national and
cross-border world transactions. The latter generate significantly less value than
national transactions in [0; +20], but partially more value than national trans-
actions in [-5; +5]. Table 9 illustrates both findings.

Table 9:  Significance of difference between CERs depending on geographical
focus of transactions

Cross-border EU Cross-border world
dCER dCER dCER dCER

mean% t-stat. p median% Wilcox. p mean% t-stat. p median% Wilcox. p

National [ -20; +0] 2.65% 29.7% 1.41% 29.6% 1.57% 48.5% -1.45% 96.7%
[-10; +0] 1.82% 36.6% 1.15% 24.7% 1.54% 39.6% 2.03% 19.7%
[-5;+0] 0.37% 82.6% 1.91% 23.1% 0.57% 68.1% 2.77% 8.4%
[-2;+0] -0.96% 58.5% 0.00% 98.5% -0.34% 81.0% 0.99% 63.4%
[-1;+0] -1.21% 47.5% -0.06% 92.4% -0.90% 51.8% 0.01% 71.4%
[ +0; +0] -1.08% 52.6% -0.35% 83.4% -0.13% 92.5% -0.38% 79.6%
[+0; +1] 1.02% 63.1% 0.83% 48.2% 1.10% 50.5% 0.96% 22.6%
[ +0; +2] 0.86% 68.9% 0.84% 53.1% 1.26% 44.2% 1.32% 28.3%
[+0; +5] 1.14% 63.8% 4.41% 26.2% 1.21% 52.5% 3.43% 14.6%
[ +0; +10] 0.21% 92.9% -0.30% 92.4% -1.83% 31.6% -1.25% 32.1%
[ +0; +20] -0.54% 83.1% -0.51% 69.0% -3.33% 7.8% -2.33% 17.8%
[-1;+1] 0.89% 66.0% 3.09% 7.1% 0.34% 82.9% 3.30% 10.0%
[-2;+2] 0.97% 65.7% 1.90% 37.2% 1.05% 51.8% 2.36% 24.8%
[-5;+5] 2.59% 27.0% 3.84% 7.7% 1.91% 28.6% 2.21% 8.4%
[-10; +10] 3.11% 26.7% 0.95% 26.2% -0.16% 94.4% 0.09% 98.9%
[ -20; +20] 3.19% 38.4% 1.58% 35.2% -1.63% 56.7% -5.78% 57.7%
Cross-border [ -20; +0] - - - - -1.07% 57.6% -2.86% 22.4%
EU [-10; +0] - - - - -0.29% 85.1% 0.87% 93.5%
[-5;+0] - - - - 0.19% 84.1% 0.86% 91.0%
[-2;+0] - - - - 0.62% 40.6% 0.99% 37.2%
[-1;+0] - - - - 0.31% 69.5% 0.07% 75.8%
[+0; +0] - - - - 0.94% 232%  -0.03% 54.8%
[+0;+1] - - - - 0.08% 94.4% 0.13% 70.9%
[+0;+2] - - - - 0.40% 73.1% 0.48% 30.7%
[+0; +5] - - - - 0.08% 95.9% -0.98% 88.4%
[ +0; +10] - - - - -2.03% 21.8% -0.96% 33.8%
[ +0; +20] - - - - -2.80% 15.2% -1.82% 32.2%
[-1;+1] - - - - -0.55% 61.8% 0.21% 100.0%
[-2;+2] - - - - 0.08% 94.1% 0.47% 35.5%
[-5;+5] - - - - -0.68% 61.1% -1.63% 70.9%
[-10; +10] - - - - -3.26% 12.7% -0.86% 21.2%
[-20; +201 - - - - -4.81% 9.3% -7.36% 11.6%
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Comparison of results to prior research

The results indicate that capital markets believed in value creation by cross-
border transactions within Europe, since these created most value per deal and
achieved significantly higher abnormal returns than national transactions. How-
ever, capital markets did not support further geographical diversification through
worldwide transactions. Investors seem to value increasing market power higher
than economies of scope or risk diversification. Prior research obtains similar re-
sults. Floreani and Rigamonti (2001) show that within country transactions have
in average higher CERs than cross border transactions. For acquirer CARs, there
is no clear difference between the sub samples. Cummins and Weiss (2004) iden-
tify that within country transactions perform slightly worse than cross border
transactions. The former yield partially significant negative acquirer CARs
around the announcement date (e.g., —0.63% in [0; +2] at 0.1%) , whereas the
latter transactions only realize insignificant positive and negative CARs. How-
ever, their analysis of target CARs draws a different picture. Within country
transactions have higher CARs than cross border transactions on 15 out of 16
analyzed event windows. Cummins and Xie’s (2005) analyses show that geo-
graphically focused transactions have high CERs, e.g., insignificant 4.08% in [—
1; +1], whereas geographically diversified transactions have somewhat smaller,
but still positive CERs, e.g., insignificant 3.64% in [-1; +1].

4.3.2.3.2 Industry focus

Value generation in sub samples

Transactions were highly focused on within-industry deals with a total deal vol-
ume of USD 129.5 bn compared to USD 22.8 bn for cross-industry deals, see
Table 10. Major driver for the difference is the significantly larger deal volume
of within-industry transactions (USD 4.2 bn vs. USD 1.0 bn). Within-industry
transactions created value (USD 3.6 bn) while cross-industry transactions des-
troyed value (USD —1.8 bn). Two factors drive this outcome: Firstly, the success
ratio of within-industry deals is higher (60% vs. 35%). Secondly, successful
within-industry transactions created almost 3 times the value destroyed by un-
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Table 10: Overview CARs depending on industry focus of transaction

‘Within-industry Cross-industry

Descriptive statistics

Deal volume (USD bn) 129.5 22.8

Number of deals 31 23

Average deal volume (USD bn) 4.2 1.0
Value generation (USD mn) Value Deals V/D Value Deals V/D

Total value 3,592 31 116 -1,827 23 719

Value generation 4,936 18 274 364 8 46

Value reduction -1,344 13 -103 -2,191 15 -146

Mean Boehmer Mean  Boehmer

CAR analysis CAR% p-value CAR% p-value
Mean CER

[-1;+1] 1.44% 10.0% 0.10% 75.5%

[-2; +2] 1.48% 21.2% -0.76% 6.2%

[-5; +5] 1.90% 12.5% -0.05% 57.2%

[-10; +10] 3.39% 1.5% 0.26% 73.3%

[-20; +20] 3.74% 5.4% -1.07% 23.1%
Mean CAR target

[-1;+1] 7.72% 0.2% 11.61% 1.5%

[-2; +2] 10.72% 0.0% 11.51% 18.2%

[-5; +5] 12.27% 0.0% 11.87% 28.4%

[-10; +10] 14.09% 0.0% 13.45% 12.0%

[-20; +20] 14.06% 1.2% 13.97% 32.4%
Mean CAR acquirer

[-1;+1] 0.79% 31.0% -1.56% 9.2%

[-2; +2] 0.23% 85.1% -2.50% 0.5%

[-5; +5] 0.48% 76.7% -2.02% 16.0%

[-10; +10] 2.10% 9.2% -1.74% 28.2%

[-20; +20] 2.38% 19.7% -2.62% 23.8%

successful transactions, whilst successful cross-industry transaction only created
a third of the value destroyed by unsuccessful transactions. Mean CERs in with-
in-industry transactions are significantly positive in [-10; +10] with 3.39% at 5%
level and in [-20; +20] with 3.74% at 10% level. On the contrary, cross-industry
transactions mostly showed negative CERs, in [-2; +2] even significantly nega-
tive with —0.76% at 10% level. The positive combined entity results of within-
industry transactions are driven by positive CARs of targets and acquirers.””’

207 Table 63 and Table 64 in the appendix present further test statistics.
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Developing of CERs across the event window

The consistently positive development of mean cumulative abnormal returns in-
dicate a positive view of investors on within-industry transactions, see Figure 24.
In contrast, cross-industry yielded negative and decreasing mean CERs almost a-
cross the entire event window.

Mean CER
5% [
Within-industry

3%

1%

1% - \ I~ "~ Cross-industry

Event window
-20 -10 0 10 20

Figure 24: Developing of mean CER depending on industry focus of trans-
actions

Comparison of CERs between sub samples

Table 11 provides evidence that within-industry transactions generate significant
more value than cross-industry transactions in [-20; +20] at 5% level, and for
[-10; +10] and [-2; +2] at 10% level.
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Table 11: Significance of difference between CERs depending on industry
focus of transaction

Cross-industry
dCER dCER

mean% t-stat. p median% Wilcox. p

Within- [ -20; +0] -4.13% 1.9% -3.04% 0.7%
industry [-10; +0] -2.12% 13.6% -3.71% 7.3%
[-5;+0] -0.16% 88.4% -1.00% 86.8%

[-2;+0] -0.43% 69.4% -1.10% 43.6%

[-1;+0] -0.34% 75.3% -0.28% 58.2%

[ +0; +0] 0.61% 57.5% 0.24% 44.7%

[+0; +1] -0.40% 76.6% -0.03% 69.4%

[ +0; +2] -1.21% 36.3% -0.57% 19.2%

[+0; +5] -1.18% 44.6% -1.29% 37.7%

[ +0; +10] -0.40% 79.5% 0.33% 80.0%

[ +0; +20] -0.07% 96.6% -1.22% 69.4%

[-1;+1] -1.34% 28.6% -1.59% 15.4%

[-2;+2] -2.24% 8.7% -2.63% 3.7%

[-5;+5] -1.95% 18.6% -1.01% 12.2%

[-10; +10] -3.13% 9.8% -3.09% 3.8%

[ -20; +20] -4.81% 5.0% -6.39% 4.5%

Comparison of results to prior research

Investors seem to value economies of scale through industry focus higher than
potential synergies from economies of scope or risk diversification through in-
dustry diversification. Within-industry transactions achieved significantly posi-
tive CERs, cross-industry deals partly significantly negative CERs, and the dif-
ference between both is significant on part of the analyzed event windows.
Again, these results are comparable to the outcome of prior research. Floreani
and Rigamonti (2001) show that CERs and acquirer CARs of Reinsurance com-
panies are positive and higher than those of life and other insurance players.
Cummins and Xie (2005) find positive CERs for within-industry transactions
(e.g., insignificant 5.01% in [-1; +1]), and small, mostly negative CERs for
cross-industry transactions (e.g., —0.20% in [-1; +1]).
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4.3.2.3.3 Timing of the transaction

Value generation in sub samples

Acquirers were most active in the peak and bottom phase of the M&A market
(56% and 20% of deals, respectively), see Table 12. The sub samples of trans-
actions during the upswing and downturn shall not be interpreted because less
than 10 transactions were carried out during these two phases. During the peak
phase, the largest transactions were announced with an average deal size of USD
2.6 bn. Only these transactions generated value, driven by higher value creation
of successful deals (USD 146 mn) than value destruction of unsuccessful deals
(USD —81 mn) compared to the bottom of the M&A cycle (USD 27 mn and USD
—141 mn, respectively). Consistent with these results, CERs in the peak phase are
(insignificantly) positive, while CERs in the bottom are partly significantly nega-
tive. In the event window [-5; +5], the abnormal return of the combined entity is
—3.1%, significant at 5% level. Again, target CARs are positive across all event

Table 12: Overview CARs depending on timing of the transaction

Bottom Upswing Peak Downturn
Descriptive statistics
Deal volume (USD bn) 15.9 19.8 773 39.2
Number of deals 11 7 30 6
Average deal volume (USD bn) 1.4 2.8 2.6 6.5
Value generation (USD mn) Value Deals V/D Value Deals V/D Value Deals V/D Value No. deals V/D
Total value -878 11 -80 -571 7 -82 521 30 17 2,693 6 449
Value generation 107 4 27 536 4 134 1,901 13 146 2,756 5 551
Value reduction -984 7 -141 -1,107 3 -369 -1,380 1781 -63 1 -63
Mean  Boehmer Mean  Boehmer Mean  Boehmer Mean  Boehmer
CAR analysis CAR%  p-value CAR%  p-value CAR%  p-value CAR%  p-value
Mean CER
[-1;+1] -1.33% 17.8% 5.40% 9.5% 0.83% 40.4% -0.14% 96.6%
[-2:+2] -2.25% 8.9% 5.26% 24.5% 0.31% 58.3% 1.16% 36.8%
[-5; +5] -3.10% 1.8% 5.99% 57.0% 0.97% 39.1% 3.47% 0.8%
[-10; +10] -3.26% 14.5% 6.33% 35.1% 1.98% 36.4% 7.23% 12%
[-20; +20] -3.80% 32.3% 2.94% 36.3% 1.81% 64.1% 9.68% 5.3%
Mean CAR target
[-1;+1] 5.18% 4.0% 8.86% 4.1% 10.76% 0.1% 10.76% 52.1%
[-2;+2] 4.83% 22.8% 11.05% 4.9% 13.02% 0.0% 12.68% 15.1%
[-5: +5] 5.54% 31.6% 11.65% 19.9% 13.89% 0.1% 15.69% 8.7%
[-10; +10] 4.49% 87.7% 15.59% 0.3% 16.01% 1.3% 17.91% 5.0%
[-20; +20] 3.83% 69.5% 14.44% 33.2% 16.89% 15.3% 17.83% 13.3%
Mean CAR acquirer
[-1: +1] -2.19% 2.5% 1.64% 72.4% 0.22% 71.6% -0.91% 75.9%
[-2: +2] -3.06% 5.5% -0.15% 32.4% -0.49% 20.5% -0.15% 87.8%
[-5: +5] -3.33% 4.5% -0.56% 19.6% 0.08% 85.6% 1.08% 9.6%
[-10; +10] -2.13% 49.0% -1.66% 24.9% 0.89% 78.7% 5.57% 12%
[-20; +20] -1.17% 97.6% -4.67% 3.5% 0.61% 86.8% 6.77% 1.6%
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windows, and significantly positive up to 10 days around announcement for
transactions during the peak of the M&A cycle. Even acquirer CARs are (insig-
nificantly) positive in this phase.**®

Developing of CERs across the event window

CERs of transactions during the bottom and the peak phase develop quite differ-
ently. The former show increasingly negative CERs almost persistently through-
out the event window, while the latter increasingly generate value. Figure 25 pre-
sents the evidence.

Mean CER
4% |
2% Peak
0%
-2%

-4% Bottom

-6%

_80/0 1 1 1 1 1 1 1
-20 -10 0 10 20

Event window

Figure 25: Developing of mean CER depending on timing of the transaction

Comparison of CERs between sub samples

The superior abnormal performance of combined entities for peak-phase acquisi-
tions compared to acquisitions during the bottom is significant in many of the
tested event windows, and for mean and median CERs, see Table 13.

208 Table 65 and Table 66 in the appendix present further test statistics on bottom and peak phase
transactions.
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Table 13: Significance of difference between CERs depending on phase of

M&A cycle
Peak
dCER dCER

mean% t-stat. p median% Wilcox. p

Bottom [ -20; +0] 4.28% 3.2% 1.66% 16.2%
[-10; +0] 4.01% 1.3% 2.70% 6.2%
[-5;+0] 1.26% 22.3% 1.65% 17.1%

[-2; +0] 0.42% 66.3% 0.12% 60.7%
[-1;+0] 0.55% 56.4% -0.20% 94.1%

[ +0; +0] 0.76% 44.0% 0.51% 27.0%

[ +0; +1] 2.36% 9.2% 1.82% 2.4%

[ +0; +2] 2.91% 4.6% 1.17% 9.6%

[ +0; +5] 3.57% 3.0% 3.27% 1.3%

[ +0; +10] 1.99% 21.3% -0.23% 35.4%

[ +0; +20] 2.10% 24.2% -1.39% 33.9%
[-1;+1] 2.15% 11.0% 0.84% 8.5%
[-2;+2] 2.56% 9.8% 0.55% 35.4%
[-5;+5] 4.07% 0.8% 2.67% 0.6%

[-10; +10] 5.23% 1.6% 3.49% 2.4%

[ -20; +20] 5.62% 5.7% 1.86% 12.2%

Comparison of results to prior research

The results show that capital markets valued transactions during the peak phase
higher than those during the bottom: The former generated positive CERs, the
latter significantly lower and negative CERs. Prior research does not study his
cross-section.

4.3.2.3.4 Growth of acquirer

Value generation in sub samples

The fastest growing acquirers achieved an average growth®” of 74.9%, medium
growing insurers of 19.8% and slowest growing acquirers shrank by 8.1%. The

209 Growth is measured as relative change of market value over the estimation window. If market
value data is not available at the beginning or the end of the estimation window, growth com-
puted from available data is scaled to the length of the estimation window.
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Figure 26. Distribution of acquirer growth

histogram in Figure 26 documents the growth distribution for all acquirers. Me-
dium growing acquirers carried out the largest deals with an average deal volume
of USD 3.5 bn compared to USD 2.0 bn for fastest growing companies and USD
2.4 for insurers with slowest growth, see Table 14.

Slowest growing acquirers created more than double the value compared to
medium growing insurers (USD 2.5 bn vs. USD 1.2 bn), and top growth compa-
nies even destroyed USD —1.9 bn of value. This result is largely driven by the
fact that almost all deals carried out by fast growing companies turned out to be
unsuccessful, whereas slowest growing acquirers achieved a 70% success ratio.
They also generated the highest value on a per deal basis (USD 179 mn). Mean
CERs confirm these results. Slowest growing acquirers achieve a significantly
positive mean CER of 3.75% in [-20; +20] at 5% level, whereas fastest growing
companies show a significantly negative mean CER of —3.28% in the same event
window at 5% level. This outcome is explained by several factors. Firstly, targets
of slowest growing acquirers accomplish significant positive CARs on all analy-
zed event windows around the announcement day of above 17% at 1% level. Se-
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Table 14:  Overview CARs depending on growth of acquirer

14 fastest growing 26 medium growing 14 slowest growing
acquirers acquirers acquirers

Descriptive statistics
Deal volume (USD bn) 27.7 90.3 342
Number of deals 14 26 14
Average deal volume (USD bn) 2.0 35 24
Average performance 174.9% 119.8% 91.9%

Value generation (USD mn) Value Deals V/D Value Deals V/D Value Deals V/D
Total value -1,945 14 -139 1,199 26 46 2,511 14 179
Value generation 48 2 24 2,587 14 185 2,665 10 267
Value reduction -1,994 12 -166 -1,388 12 -116 -154 4 38

Mean Boehmer Mean Boehmer Mean Boehmer

CAR analysis CAR% p-value CAR% p-value CAR% p-value

Mean CER
[-1;+1] 1.50% 81.9% 1.47% 10.1% -0.86% 61.2%

[-2; +2] 0.41% 9.2% 1.29% 37.4% -0.78% 92.7%
[-5; +5] 1.35% 59.3% 1.72% 46.8% -0.42% 42.5%
[-10; +10] 0.31% 31.4% 3.23% 4.9% 1.62% 14.4%
[-20; +20] -3.28% 1.2% 3.26% 23.7% 3.75% 3.1%

Mean CAR target

[-1; +1] 6.03% 2.9% 7.05% 1.9% 17.05% 0.9%
[-2; +2] 5.43% 55.8% 9.72% 0.4% 19.17% 0.2%
[-5;+5] 7.10% 5.7% 10.30% 2.5% 20.45% 0.2%
[-10; +10] 8.32% 12.6% 12.38% 0.5% 22.00% 1.0%
[-20; +20] 5.11% 49.8% 12.49% 8.7% 25.75% 0.4%

Mean CAR acquirer
[-1;+1] -0.41% 353% 0.85% 29.5% -1.98% 11.1%
[-2;+2] -1.57% 0.9% 0.13% 83.8% -2.27% 19.3%

[-5; +5] -1.33% 8.8% 0.90% 80.4% -2.60% 48.9%
[-10; +10] -2.55% 83% 2.48% 14.1% -0.26% 74.8%
[-20; +201 -6.11% 0.4% 3.14% 21.7% 1.22% 25.2%

condly, acquirer abnormal returns on the entire event window are significantly
negative with —6.11% mean CAR in [-20; +20] at 1% level."

Developing of CERs across the event window

Further investigation of the development of mean CERs across time gives an ex-
planation of these results. Capital market reactions to deals of fastest growing ac-
quirers were strongly negative already around 10 days before announcement, and
not compensated afterwards. However, slowest and medium growing acquirers
almost steadily increased mean CERs across the event window, see Figure 27.

210 Table 67 to 69 in the appendix present further test statistics. The results are comparable.
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Figure 27: Developing of mean CER depending on growth of acquirers

Comparison of CERs between sub samples

Consequently, both slowest and medium growing acquirers achieve significant
excess CERs above fastest growing insurers only in the event intervals [-20; 0]
and [-20; +20] at 5% level. Shortly after and shortly around the announcement
day, fastest growing companies even generate higher value than other sub sam-
ples, see Table 15.

Comparison of results to prior research

The results give no clear indication whether or not fast growth leads to difficult-
ies in integrating the target. Prior research does not study this cross-section.

4.3.2.3.5 Transaction experience

Value generation in sub samples

Inexperienced acquirers carried out most transactions in terms of number of
deals, whilst transactions of most experienced acquirers were the largest in aver-
age (USD 4.4 bn). The sub sample of acquirers with little experience is dis-
regarded due to its sample size below 10 observations. More experienced acquir-
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Table 15: Significance of difference between CERs depending on growth of

acquirer
26 medium growing acquirers 14 slowest growing acquirers
dCER dCER dCER dCER
mean% t-stat. p median% Wilcox. p mean% t-stat. p median% Wilcox. p
14 fastest [ -20; +0] 4.60% 5.0% 5.06% 1.1% 3.89% 3.3% 5.02% 3.3%
growing [-10; +0] 1.88% 33.1% 3.02% 17.8% 0.32% 81.5% 1.61% 80.0%
acquirers [-5;+0] 0.28% 84.7% -0.83% 83.2% -1.10% 37.2% -0.02% 42.1%
[-2;+0] 0.43% 76.5% 0.78% 66.0% -0.79% 56.4% 1.00% 98.2%
[-1;+0] 0.01% 99.2% 0.24% 72.3% -1.62% 20.7% 0.12% 47.6%
[ +0: +0] -1.20% 39.2% -0.20% 47.0% -2.63% 5.3% -0.25% 24.1%
[ +0;+1] -1.25% 45.4% -0.35% 23.9% -3.37% 4.4% -0.20% 26.0%
[ +0; +2] -0.75% 66.4% -0.28% 72.3% -3.04% 5.7% -0.50% 16.1%
[ +0; +5] -1.10% 58.9% -0.92% 60.0% -3.31% 11.7% -1.58% 17.5%
[ +0; +10] -0.16% 94.1% 0.14% 96.6% -1.64% 40.1% -0.67% 80.0%
[ +0; +20] 0.74% 74.8% 2.06% 47.0% 0.52% 83.0% 3.46% 28.0%
[-1;+1] -0.03% 98.3% 0.85% 87.6% -2.36% 10.1% 0.17% 26.0%
[-2;+2] 0.88% 62.1% 2.17% 31.4% -1.19% 41.1% 0.81% 83.6%
[-5;+5] 0.37% 85.0% 1.44% 70.2% -1.78% 34.6% -0.14% 53.5%
[-10; +10] 2.92% 25.5% 2.86% 16.0% 1.31% 50.5% 2.39% 19.0%
[ -20; +20] 6.54% 4.2% 8.43% 2.1% 7.03% 1.2% 9.70% 0.6%
26 medium [ -20; +0] - - - - -0.72% 75.0% -0.04% 68.1%
growing [-10;+0] - - - - -1.56% 40.2% -1.41% 21.7%
acquirers [-5;+0] - - - - -1.37% 31.6% 0.81% 66.0%
[-2;+0] - - - - -1.22% 35.5% 0.22% 72.3%
[-1;+0] - - - - -1.64% 19.9% -0.12% 56.1%
[ +0; +0] - - - - -1.43% 26.4% -0.06% 54.2%
[ +0;+1] - - - - -2.12% 19.3% 0.15% 78.8%
[ +0; +2] - - - - -2.29% 15.6% -0.22% 26.3%
[ +0; +5] - - - - -2.20% 20.6% -0.66% 43.5%
[ +0; +10] - - - - -1.48% 41.1% -0.81% 70.2%
[ +0; +20] - - - - -0.22% 90.6% 1.41% 62.0%
[-1;+1] - - - - -2.33% 13.2% -0.68% 26.3%
[-2;+2] - - - - -2.07% 20.9% -1.36% 13.7%
[-5;+5] - - - - -2.15% 22.0% -1.59% 19.7%
[-10;+10] - - - - -1.61% 50.5% -0.46% 43.5%
[ -20; +20] - - - - 0.49% 87.1% 1.27% 94.3%

ers generated USD 1.1 bn value through their M&A transactions, driven by
higher value creation of successful deals compared to value destruction of un-
successful deals. This imparity even offset the low success ratio of merely 30%
of most experience acquirers. Inexperience acquirers destroyed value, driven
by large average value destruction of unsuccessful deals. Combined entity re-
turns and target CARs are positive, whereas extensively experienced acquirers
achieved highest CERs, with a maximum of 4.0% in [-10; +10], significant at
10% level, but targets of most experienced acquirers obtained highest CARs
above 17% and significant at 5% level in event windows shortly around



4 Value Creation by M&A in the European Insurance Industry

124

Table 16:  Overview CARs depending on transaction experience of acquirers
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announcement. Abnormal returns for acquirers are insignificantly different from

zero, independent of their transaction experience.”'' Table 16 presents an over-

view of the results.

Table 70 to 72 in the appendix present further test statistics. The results are comparable.

211
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Developing CERs across the event window

Abnormal returns of combined entities develop similarly across the event win-
dow independent of their transaction experience, see Figure 28.

Mean CER
5% |
4%
3% Extensive
experience
2%
No experience
1%
Most experience
0% N P
-1%
2% : : : : : : : Event window
-20 -10 0 10 20

Figure 28: Developing of mean CER depending on transaction experience of
acquirers

Significance of sub sample CERs

Acquirers without transaction experience achieve positive mean CERs in all ana-
lyzed event windows, but negative median CERs shortly after announcement and
on the entire event window [-20; +20]. Thus, a left skew is present in the distri-
bution of CERs. The parametric and the generalized sign test agree that CERs in
[-1; +0] are significantly positive at 10% level or better, see Table 70. Exten-
sively experienced acquirers destroy value shortly after announcement in the
average, but mostly generate value in all other analyzed event windows. All tests
agree that the CER of 1.3% in [-10; +10] is significant at 10% level or better, see
Table 71. For most experienced acquirers, significantly positive CERs are ob-
served shortly around and particularly before the announcement date, depending
on the applied test statistic. The results are presented in Table 72.



126

4 Value Creation by M&A in the European Insurance Industry

Table 17: Significance of differences between CERs depending on transaction

experience of acquirer

Extensive experience Most experience
dCER dCER dCER dCER

mean% t-stat. p median% Wilcox. p mean% t-stat. p  median% Wilcox. p

No [ -20; +0] 0.42% 87.1% 1.63% 63.8% 1.35% 55.7% 1.42% 75.9%
experience [ -10; +0] 1.29% 53.4% 1.90% 40.8% 0.96% 61.2% 1.43% 50.3%
[-5;+0] -0.15% 92.3% 0.37% 75.8% 0.24% 85.7% 1.53% 26.4%

[-2;+0] -0.11% 94.2% 0.54% 54.8% -0.25% 85.7% 0.45% 50.3%

[-1;+0] -0.84% 58.6% -0.43% 59.2% -0.67% 62.7% -0.28% 95.5%

[ +0; +0] -1.62% 29.2% -0.26% 46.5% -0.20% 87.6% 0.21% 41.8%

[+0; +1] -2.04% 28.7% -0.33% 59.2% -0.38% 81.0% 0.23% 41.8%

[ +0; +2] -1.23% 52.8% 0.17% 100.0% -0.10% 95.1% 0.36% 59.6%

[ +0; +5] -1.73% 42.3% 1.19% 91.0% -0.57% 77.6% 0.36% 71.6%

[ +0; +10] -0.31% 88.9% -0.18% 83.3% -0.92% 65.2% -0.96% 73.7%

[ +0; +20] -0.51% 83.2% 0.37% 83.3% -2.42% 28.3% -1.34% 45.1%

[-1;+1] -1.27% 48.9% -0.86% 85.8% -0.84% 60.4% 0.84% 65.5%

[-2;+2] 0.28% 88.4% 1.27% 54.8% -0.15% 93.4% -0.30% 75.9%

[-5;+5] -0.26% 90.3% 0.17% 91.0% -0.12% 95.1% 0.02% 82.3%

[-10;+10] 2.60% 34.6% 3.24% 14.9% 0.24% 92.2% -1.14% 75.9%

[ -20; +20] 1.53% 65.9% 6.35% 46.5% -0.86% 78.2% 0.14% 93.3%

Extensive [ -20; +0] - - - - 0.93% 63.4% -0.21% 94.2%
experience [ -10; +0] - - - - -0.33% 82.1% -0.47% 67.8%
[-5;+0] - - - - 0.39% 74.6% 1.15% 71.4%

[-2;+0] - - - - -0.13% 88.1% -0.10% 100.0%

[-1;+0] - - - - 0.17% 85.4% 0.15% 54.2%

[ +0; +0] - - - - 1.41% 21.5% 0.47% 15.0%

[+0;+1] - - - - 1.67% 26.3% 0.56% 15.0%

[+0; +2] - - - - 1.12% 44.4% 0.18% 54.2%

[ +0; +5] - - - - 1.16% 47.6% -0.83% 94.2%

[ +0; +10] - - - - -0.61% 69.0% -0.78% 51.0%

[+0; +20] - - - - -191% 289%  -1.71% 29.4%

[-1;+1] - - - - 0.42% 70.0% 1.70% 44.9%

[-2;+2] - - - - -0.42% 704%  -1.57% 75.1%

[-5;+5] - - - - 0.14% 91.9% -0.15% 98.1%

[-10; +10] - - - - -2.36% 24.0% -4.38% 23.2%

[ -20; +201 - - - - -2.39% 42.4% -6.21% 34.1%

Comparison of CERs between sub samples

The differences in cumulative abnormal performance of combined entities de-

pending on the transaction experience of acquirers are not significant, see Table

17.

Comparison of results to prior research

The results indicate that capital markets do not significantly value transaction

experience in the short-term. Prior research does not study this cross-section.
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4.4 Analysis of medium- and long-term value
creation

4.4.1 Methodology
4.4.1.1 Event time approach with control firm benchmark

4.4.1.1.1 Measurement of abnormal returns and benchmark construction

The basic methodology of analyzing long-term value creation according to con-
trol firm buy-and-hold abnormal returns is presented in section 3.3.2.1. This sec-
tion discusses the specific application the methodology in the context of this
study. Buy-and-hold abnormal returns BAHR; for individual acquirers are com-

puted from monthly firm TRS R;, and benchmark TRS E(R;,) based on the

model

4

7 e2
BAHR; = [1(1+R;,)-[1(1+E(R;,)) 31)
=1 =1

The benchmark TRS E(R;,) is defined as the control firm TRS. Control firms

are selected annually from the historical constituents of the Datastream European

Insurance Index*'? (DEII) based on firm size,”"* and book-to-market ratio*'*

e  For each acquirer and each period in the event window, a short list of DEII
constituents with firm size between 70% and 130% of the acquirer®" is cre-
ated.”'

212 According to Datastream, the exact historical composition of the DEII cannot be traced back.
However, it can be assumed that the current constituents, including currently zero-weighted
firms, were included into the index at the point in time when market data became available in
Datastream.

213 Firm size is defined as market value of common equity at 30.6. in year t for the period 1.7-7 —
30.6:¢+ 1.

214 Book-to-market ratio for the period 1.7-1 — 30.6-#+1 is defined as book value of common equity
end of year 7 — 1, divided by market value of common equity at 31.12. of year t-1.

215 If there is no benchmark firm in the original size range, lower and upper bound of the size
range are extended by 10 percentage points until a benchmark firm can be identified.
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Figure 29: Event window for long-term BAHR analyses

e  For each acquirer and each period in the event window, a single control firm
from this short list based on the lowest difference in book-to-market ratio
between the firms contained in the short list and the acquirer is selected.

Value generation is studied in the event window for times ¢ between [0; +1
years], [0; +2 years], and [0; +3 years] after the announcement date, see Figure
29. Following the approach of MuBhoff (2007), deals from the long-term data
sample are only included in the analyses, if capital market data is available until
3 years after announcement.”'” Thus, 18 transactions are excluded from the event
time analysis, reducing the sample size from 176 to 158 firms. The model is cali-
brated to monthly simple TRS in local currency for acquirers, and monthly sim-
ple TRS in local currency for control firms.

4.4.1.1.2 Tests for significance of abnormal returns

The utilized tests follow the methodology presented in section 3.3.2.1.3. The
significance of BAHRSs is tested with the two-sided #-statistic (Equation (29)),
and the skewness-adjusted two-sided #-statistic (Equation (30)).

«/_ BAHR

teony o(BAHR) (32)

216  Acquirers which are also represented in the DEII are removed from the list of constituents
before selecting a control firm.

217 All transactions announced at or after 1.7.2003 are excluded from the analyses. The date is
chosen consistently with the validity period of control firms.
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The null hypothesis that the observations have mean zero is rejected if

ltcomv| > z(n ~1;1 —%) .

A2 .
t, '
te :\/;. conv_ | Y 3u)nv +L (33)
n n 6n

With 7 the estimated coefficient of skewness

The null hypothesis that the observations have mean zero is rejected if

lra| > t(n 11— %j :

Further on, a bootstrapped version of the skewness-adjusted two-sided #-
statistic is implemented, following the procedure devised by Lyon et al. (1999).
From the original sample, draw 1,000 bootstrapped resamples with size
b

n, =n/4 and recompute 7,

in each of these resamples. Compute lower critical
value x7 and the upper critical value x: as the lower and upper «/2 quantile of
the distribution of tsba, where a is the level of significance. The null hypothesis

is rejected if either 7y, < x}k or ty, > x: . In order to test for significance of dif-

ference between mean abnormal returns of two samples, the parametric two-
sample t-test, see section 3.3.2.1.3, is applied.

4.4.1.2 Calendar time approach based on Fama-French-Three-Factor model

4.4.1.2.1 Measurement of abnormal returns and benchmark construction

Analyses of long-term value creation in this study shall draw both on the BAHR
and the calendar time approach, since a clear recommendation for application of
either one cannot be given based on their fundamental statistical properties.*'®
The examination of overall value creation on the entire sample assigns equal
relevance to the result of either approach in the final assessment of value crea-

tion. However, the analysis of determinants of value creation shall attach greater

218 See section 3.3.2 for a detailed discussion.



130 4 Value Creation by M&A in the European Insurance Industry

importance to the results of the BAHR approach, since the CTAR approach does
not allow for a multivariate analysis of several influencing factors.

The calendar time methodology follows the Fama-French-Three-Factor
model approach presented in section 3.3.2.2. Total returns of acquirers show
abnormal performance, if the regression of the market portfolio excess return
R, — Ry, the return differential between small stocks and big stocks SMB,, and
the return differential between high and low book-to-market stocks HML, against
the calendar time portfolio excess return R,, — Ry, yields an intercept which is
significantly different from zero

Ry ~Ryy=a+f-(Ry; —Ry )+ SMB; +h-HML, + ¢, (34)

The calendar time portfolios for the 3-year event period study are constructed
from the long-term deal sample, and contain all acquirers which announced a
transaction in the calendar month or in any of the 35 months prior to announce-
ment, see Figure 30. The following data is used to calibrate the model:

e  Monthly simple TRS in local currency for acquirers.
e  Market values in USD of acquirers.

e  Monthly simple TRS in EUR of market portfolio, small stocks, big stocks,
high book-to-market stocks, and low book-to-market stocks.

e Average 3-month FIBOR in percent to represent the risk-free rate.”"’

The SMB and HML returns are computed following the approach described by
Fama and French (1993). The market portfolio is defined as the constituents of
the Datastream European Insurance Index (DEII). The procedure for each calen-
dar month can be summarized as follows:

219 Event studies use different approximations to specify the risk-free rate, typically 3-month
Treasury bills. Since Treasury bills are issued on an European level, and the EURIBOR does
not cover the entire calendar time period, this study utilizes the FIBOR as the predecessor of
the EURIBOR.
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Beginning of Calendar Calendar End of calen-
calendar period month t-35 month t dar period
Calendar | L ___l L] | |
months [ I [ I [ [ |
Deals announced in
Deals to | months t-35 and t I
be included I |

Figure 30: Calendar time and calendar time portfolio specification

e  The DEII constituents are partitioned into small stocks and big stocks at the
size median.

e The DEII constituents are partitioned into stocks with low, medium, and
high book-to-market ratio at the 30% and 70% quantile of the book-to-mar-
ket distribution.

e  The value-weighted returns for the six intersecting portfolios are computed.

e  The equally-weighted average returns on the small stock, big stock, high
book-to-market ratio, and low book-to-market ratio portfolios are computed.

e  SMB is calculated as the difference between the average small stock and big
stock portfolio returns.

e  HML is calculated as the difference between the average high book-to-mar-
ket ratio and low book-to-market ratio portfolio returns.

Following the approach of MuBBhoff (2007), the regression models are calibrated
to CTA portfolio returns between 1.12.1992 and 31.12.2005 only, since 3-years
of transaction history is required to form complete CTA portfolios. Thus, the
eleven transactions between 1.1.1990 and 30.11.1992 are excluded from the
analyses.
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4.4.1.2.2 Tests for significance of abnormal returns
The applied test statistics follow the methodology laid out in section 3.3.2.2.2.

The regression model intercept is tested for significant difference from zero with
the two-sided t-statistic

by
f=—0e (35)
S4/€00
based on the regression intercept by, the estimated variance s, and cq the (1,1)-
element of the inverse squared design matrix C = (X’X)"'. The null hypothesis

. . L . a
that the intercept is zero is rejected if |t0| > t(n -p—-11 _Ej . In order to test

for equality of intercepts of two multiple regressions, an indicator variable

1220

model“” is utilized

yv=a1+px+ay -z+fr -xxz+¢ (36)

where z is the indicator variable (0 for the first sub sample, 1 for the second sub
sample). The intercepts are significantly different, if the null hypothesis &, = 0
can be rejected according to the standard t-statistic.

4.4.2  Results in event time
4.4.2.1 Results on entire data sample

Value generation and abnormal returns

The transactions in the long-term BAHR sample generated a total net value of
USD 20.6 bn**' for the investors, equivalent to USD 130 mn per deal. 49% of the
deals were conducted successfully, creating a value of USD 350.9 bn over a
3-year horizon. Thus, the overall positive effect is mostly driven by a slightly
higher average value generation of successful deals (USD 4.6 bn) compared to un-

220 Larsen (2006), pp. 6.
221 The computation of the net value generated is based on the buy-and-hold abnormal return over
3 years, and the market value of the acquirer one day before the announcement day.
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Figure 31: Distribution of value generation in long-term BAHR deal sample

successful deals (USD —4.1 bn). Figure 31 presents the distribution of the value
generated.

Although total value generated is positive, observed BAHRs are negative on
all analyzed event windows, and even significantly negative one year (—4.73%)
and two years (-9.98%) after announcement at 10% level, see Table 18. BAHRs
and value generation differ due to equal-weighting of BAHRSs across acquirers as
opposed to value-weighting of abnormal performance when analyzing value gen-
eration. Thus, larger acquirers are able to extract more value from transactions
than small acquirers. Only Boubakri et al. (2006) analyze value creation of insur-
ance transactions on the long-term horizon, however restricted to U.S. P&C
acquirers. In contrast to the results of this study, they find a strongly positive
market-return adjusted BAHR of 57.3% on a 3-year horizon based on 177 obser-
vations.

Compared to short-term CARs, long-term abnormal returns are more likely
to result from an overlay of several effects, especially multiple M&A activity of
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Table 18:  Significance of BAHRSs on long-term BAHR deal sample

Sign of BAHR conventional t skewness adj. t bootstrap s.a. t
Event window BAHR% Pos Neg Statistic p-value Statistic p-value p-value
[0; +1y] -4.73% 73 85 -1.6956 9.2% -1.6943 9.2% 41.6%
[0; +2y] -9.98% 75 83 -2.0692 4.0% -2.0478 4.2% 44.4%
[0; +3vy] -6.57% 78 80 -1.0924 27.6% -1.0898 27.7% 62.6%

acquirers in the event window. In order to separate multi-bidder effects, Anto-
niou and Zhao (2006) filter their deal sample for single-bidders and clusters of
multiple-bidders. The long-term BAHR data sample contains 72 deals from sin-
gle-bidders, and 86 deals from multiple-bidders, whereas most multiple-bidders
carried out two deals over a 3-year horizon. The difference between BAHRs of
the entire sample, the multiple-bidder and the single-bidder sub sample are statis-

tically insignificant.*

4.4.2.2 Results of multivariate analysis

A multivariate analysis is conducted to examine the cause-effect relationship bet-
ween transaction strategy and properties, properties of the acquirer and the tar-
get, and buy-and-hold abnormal returns. The model is estimated and tested based
on the statistics laid out in the multivariate short-term analysis in section 4.3.2.2.
Equation (37) specifies the full regression model, with BAHRs as dependent
variables, and the determinants of value creation introduced in section 4.2.3 as
independent variables.

BAHR = constant + BSTRraTEGY - STRATEGY + Briyung - TIMING +
BacoreGION - ACOREGION + B 4coinpuUsTRY - ACOINDUSTRY +

BINSizE - LNSIZE + BgrowTh - GROWTH + BryperIENCE - EXPERIENCE (37)
+ BraRREGION - TARREGION + BrarinpUSTRY - TARINDUSTRY +
BLNRELVOLUME - LNRELVOLUME + BrsrNOTLISTED - TARNOTLISTED

The categorical independent variable STRATEGY is modeled as five dichoto-
mous variables with reference “national/within-industry” to test diversification
against focus, 7/MING is modeled as three dichotomous variables with reference

222 p-values above 70% on the three year horizon.
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category “bottom phase” in order to test peak time against bottom time trans-
actions, ACOREGION and TARREGION as four dichotomous variables with re-
ference “EU-15", ACQINDUSTRY and TARINDUSTRY as four dichotomous
variables with reference “P&C”, and EXPERIENCE as three dichotomous varia-
bles with reference “no experience” to test transactions of experienced acquirers
against those of inexperienced acquirers. Table 73 in the appendix shows the de-
tailed coding of the categorical variables and presents descriptive statistics for
metric and categorical variables. Additionally, the dichotomous variable TAR-
NOTLISTED is included to distinguish between listed (N =51, TARNOTLISTED
= 0) and non-listed targets (N = 107, TARNOTLISTED = 1), i.e. to control for
differences between the short- and long-term deal sample.

Table 19 presents the regression results of the full model and the reduced
model’” on 3-year BAHRs.”** Both models are well specified according to the
Ramsey Reset test. The independent variables are only weakly multicollinear.
The hypothesis of normally distributed regression residuals cannot be rejected.

Both models explain BAHRs well, but slightly worse than prior research.”
All independent variables are jointly significant above 5% level. However, the
only individually significant independent variables are acquirer growth, target
industry, and transaction experience. The reduced model additionally indicates
significance of the transaction strategy and the regression constant.**’

With respect to the transaction strategy, acquirers pursuing a full diversifi-
cation strategy (STRATEGYS) are rewarded according to the reduced model.
They achieve a 38.3% higher BAHR, significant at 10% level, compared to in-
surers conducting a full focus transaction. However, insurers which executed a
cross-border EU/within-industry transaction (STRATEGY?2) destroyed significant

223 Based on the full model, coefficients with change of F-statistic less significant than 10% are
excluded stepwise. The following independent variables are excluded (in order): LNREL-
VOLUME, ACQINDUSTRY , ACOREGION, EXPERIENCE, GROWTH, LNSIZE, STRATEGY.
Afterwards, independent variables more significant than 10% would be included stepwise. No
variable fulfills this criterion.

224 2-year BAHRs are similarly well explained. However, the regression on 1-year BAHRs yields
an R-square of only 18%.

225 Boubakri et al. (2006) obtain an R-square between 0.30 and 0.51 (N between 152 and 177).

226 These results are mostly consistent with regressions on 1-year and 2-year BAHRs. The former
additionally obtains significant target region of origin, the latter phase of the M&A cycle.
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Table 19: Results of multivariate regression analyses

BAHR BAHR (Reduced)

Model specification DF  sig DF DF sig DF
Ramsey Reset 0.0028 99.7% 0.0317 96.9%

Normality of residuals Z  asysig Z  asysig
K-S 0.8467  47.0% 0.8781 42.4%

Adj. R- Adj. R-

Model fit R-square square R-square square
R-square 0.2645  0.1125 0.2486  0.1626

Model significance Coeff. F/t VIF Coeff. F/t VIF
Entire model 1.7405 ** 2.8902 ****
(Constant) -0.9090  -1.4860 -0.8520  -2.8610 ***
STRATEGY1 0.1820  0.7170 1.88 0.1510  0.6410 1.72
STRATEGY2 -0.3190  -1.5580 1.82 -0.3390  -1.8130 * 1.61
STRATEGY3 -0.1030  -0.3800 225 -0.1020  -0.4290 1.83
STRATEGY4 -0.1150  -0.4990 2.04 -0.1250  -0.5980 1.80
STRATEGY5 0.3880  1.5280 2.94 0.3830  1.6710 * 2.55
TIMING1 -0.2160  -0.9100 1.49
TIMING2 -0.1060  -0.6220 2.08
TIMING3 -0.0330  -0.1400 1.38
ACQREGION2 -0.0830  -0.4560 1.54
ACQINDUSTRY 0.2810  1.2150 3.01 0.1930  0.9300 2.59
ACQINDUSTRY2 -0.0880  -0.3090 3.21 -0.2380  -0.9850 2.47
ACQINDUSTRY3 0.8980  1.1160 1.18 0.8650  1.1250 1.14
EXPERIENCE1 -0.5740  -1.5800 1.26 -0.6460  -1.9410 * 1.12
EXPERIENCE2 -0.3160  -1.8660 * 1.45 -0.3260  -2.0880 ** 1.30
EXPERIENCE3 -0.0280  -0.1230 3.04 -0.0900  -0.5560 1.65
LNSIZE 0.0190  0.2590 3.83
GROWTH 0.3830  2.5140 ** 1.51 0.3700  2.9190 *** 1.11
TARREGION1 0.3940  0.6680 1.26
TARREGION2 -0.1960  -0.4760 1.21
TARREGION3 -0.2430  -0.4430 1.09
TARINDUSTRY1 0.4640  2.3870 ** 2.69 0.5040  2.7860 *** 2.46
TARINDUSTRY3 -0.1840  -0.6050 1.45 -0.1710  -0.5940 1.37
TARINDUSTRY4 0.2320  1.0650 2.06 0.2690  1.3660 1.79
LNRELVOLUME 0.0430  0.7220 2.99
TARNOTLISTED -0.0340  -0.2210 1.48

DF: Change in F-statistic between initial and extended regression model according to Ramsey Reset test.

sig DF: Significance of change in F-statistic DF. Z: Kolmogorov-Smirnov Z-statistic.

asy sig: Asymptotic significance of Z-statistic Z. F/t: F-statistic for entire model, t-statistics for coefficients.

VIF: Variance Inflation Factors for coefficients.

STRATEGY indicates the geographical and industry focus of the transaction (national, cross-border EU, and cross-
border world transactions, further separated into within- and cross-industry transactions; reference case is national
within-industry), TIMING categorizes bottom (reference case), upswing, peak and downturn phases of the M&A
market, ACQREGION and TARREGION distinguishes transactions into EU-15 (reference), EU-25, Swiss and Nor-
wegian acquirers and targets, ACQINDUSTRY and TARINDUSTRY separates transactions into P&C (reference),
Life, Re, Agents/Brokers and other acquirer and target industries, EXPERIENCE indicates transaction experience of
the acquirer (reference case no; then little, extensive, and most experience), LNSIZE and GROWTH the size and
growth of the acquirer, and LNRELVOLUME the relative volume of the target compared to the acquirer, TARNOT-
LISTED for listing of the target. See section 4.2.3 for detailed descriptions of the explanatory variables.

*Hxxk Statistically significant at 10%, 5%, 1% or 0.1% level according to t-test.
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value (coefficient of —0.3390, significant at 10% level) compared to players with
a full focus strategy. These results support the hypothesis that economies of
scope or risk diversification outweigh economies of scale or benefits from
increased regional market power. These results are contrary to findings of
Boubakri et al. (2006), who observe significantly lower BAHRSs for cross-border
transactions on their U.S. P&C-focused sample.”’

Further on, strongly growing acquirers generate significantly more value
than weakly growing or shrinking acquirers. The additional BAHR over acquir-
ers with zero growth is between 37.0% and 38.3%, significant above 5% level.
The presumption that acquirers looking back on a history of fast growth are
worse at integrating targets can thus be rejected. The reviewed prior research
does not analyze this determinant.

For transaction experience, both the full and reduced model indicate that
acquirers with little transaction experience generate significantly less value than
insurers without transaction experience: Acquirers with only little experience
destroy value of 64.6% (significant at 10% level) in the reduced model compared
to insurers without a transaction history. However, most experienced acquirers
generate similar value compared to inexperienced acquirers.””® Thus, successful
acquirers may be separated into two classes: Insurers with a focus on organic
growth, and insurers with a strong tendency to inorganic growth. Insurers only
carrying out few transactions may suffer from difficulties to choose or integrate
the target. The findings of Boubakri et al. (2006) are directionally consistent:
They report that BAHRSs increase significantly with the number of transactions
by the acquirer in the same year.””

Finally, acquisitions of life insurers are significantly more successful than
P&C acquisitions. The additional BAHRs in both regression models are above
46% and significant at 5% level or better. The reviewed prior research does not
analyze this determinant.

The following section presents further descriptive analyses on the signifi-
cant, hypotheses-related dimensions geographical and industry focus (STRAT-

227 The estimated coefficients depend considerably on the applied regression model.

228 The null hypothesis that EXPERIENCE3 is zero cannot be rejected.

229 All regression models yield results of above 4% increase of BAHR per additional acquirer
transaction in the same year.
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EGY), acquirer growth (GROWTH), and transaction experience (EXPERIENCE).
The dimension announcement year (7/MING) is included due to its significance
in the short-term analyses. The obtained results are only indicative with respect
to the actual influence of these determinants on value creation; the final assess-
ment on the importance of these determinants draws on the results of the multi-
variate analysis.

4.42.3 Results of descriptive analyses on major cross-sections
4.42.3.1 Geographical and industry focus

Value generation and abnormal returns in sub samples

National within-industry transactions dominated European insurance M&A (22%
of deals, 34% of total deal volume). Only these fully focused and cross-border
world deals created value, whereas the latter proved to be most successful with
an average value creation between USD 1.4 bn and USD 1.6 bn per deal. How-
ever, only fully diversifying transactions achieved a significantly positive BAHR
(14.0% over a 3-year horizon, significant at 10% level). Fully focused trans-
actions also showed positive, yet insignificant BAHRs over 3-years.

Table 20:  Overview BAHRs depending on geographical and industry focus of
transaction (1/2)

National National Cross-border EU
Within-industry Cross-industry Within-industry
Descriptive statistics
Deal volume (USD bn) 77.4 12.2 50.3
Number of deals 36 18 29
Average deal volume (USD bn) 2.2 0.7 1.7
Value generation (USD bn) Value Deals V/D Value Deals V/D Value Deals  V/D|
Total value 13.8 36 0.4 -18.2 18 -1.0 -58.0 29 2.0
Value generation 36.7 22 1.7 6.1 6 1.0 46 8 5.7
Value reduction -22.9 14 -1.6 -24.3 12 -2.0 -103.7 21 -4.9)
skew. (boot- skew. (boot- skew. (boot
BAHR analysis BAHR% adj.p str) BAHR% adj.p  str) BAHR% adj.p  str.
[0; +1y] -4.51% 51.4% 724%  -2.02% 82.3% 92.6%  -2.93% 74.0% 97.4%)
[0; +2y] -10.99% 32.4% 56.4% -24.82% 12.2% 32.6% -10.84% 21.9% 56.8%)
[0; +3y] 9.40% 55.5% 85.8% -12.96% 64.6% 64.6% -26.18% 0.6% 0.6%
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Table 21: Overview BAHRs depending on geographical and industry focus of
transaction (2/2)

Cross-border EU Cross-border World Cross-border World
Cross-industry Within-industry Cross-industry
Descriptive statistics
Deal volume (USD bn) 29.8 37.5 21.6
Number of deals 19 25 31
Average deal volume (USD bn) 1.6 1.5 0.7
Value generation (USD bn) Value Deals V/D Value Deals V/D Value Deals  V/D|
Total value -0.2 19 0.0 40 250 1.6 44 310 1.4
Value generation 322 9 3.6 132 140 9.4 99  18.0 5.5
Value reduction -32.3 10 -3.2 92 110 -8.4 =55 13.0 -4.2]
skew. (boot- skew. (boot- skew. (boot
BAHR analysis BAHR% adj.p str) BAHR% adj.p  str) BAHR% adj.p  str.
[0; +1y] -16.37%  6.0% 23.6% 1.12% 79.8% 88.8%  -5.84% 18.4% 43.2%)
[0; +2y] -37.95%  0.4% 17.2% 2.86% 79.6% 81.4% 7.38% 27.4% 57.0%)
[0; +3v1 -29.51% 5.7% 17.8% -10.26% 53.8% 90.4%  13.98% 8.5% 48.0%)

Acquirers with cross-border EU transactions within their own industry de-
stroyed most value (USD 2.0 bn per deal), driven by a low success ratio of
merely 28%. Their abnormal return of -26% is significant to 1% level. Industry-
diversifying cross-border EU transactions show an even worse significant
BAHR. The results are presented in Table 20 and Table 21.

Developing of BAHRSs across the event window

While the overperformance of full focus or full diversification strategies begins
to materialize two years after announcement, capital markets penalize acquirers
for European industry-diversifying strategies already one year after announce-
ment. The evidence is presented in Figure 32.

Comparison of BAHRs between sub samples

The overperformance of national within-industry transactions over cross-border
EU within-industry transactions is significant at 10% level over a 3-year horizon.
Fully diversifying transactions are significantly superior to cross-border EU
transactions. Table 22 and Table 23 present the evidence.
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Figure 32: Developing of BAHR depending on geographical and industry focus
of transaction

Table 22:  Significance of difference between BAHRs depending on geogra-
phical and industry focus of transactions (1/2)

National Cross-border EU Cross-border EU
Cross-industry ‘Within-industry Cross-industry
dBAHR% t-statisticp dBAHR% t-statisticp dBAHR% _t-statistic p|

2.48% 82.9% 1.58% 87.9% -11.87% 32.4%|
-13.84% 49.9% 0.15% 99.2% -26.97% 15.2%)
-22.35% 42.1% -35.57% 6.8% -38.91% 11.6%)
National - - -0.90% 94.0% -14.35% 28.7%|

National [ 1
[ ]
[ 1
[ ]
Cross-industry [0; +2y] - - 13.98% 43.5% -13.13% 54.8%)
[ 1
[ ]
[ ]
1

Within-industry

- - -13.22% 57.0% -16.56% 58.0%)
- - - - -13.45% 29.0%|
- - - - -27.11% 8.6%
- - - - -3.34% 85.9%)

Cross-border EU
Within-industry
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Table 23: Significance of difference between BAHRs depending on geogra-
phical and industry focus of transactions (2/2)

Cross-border World Cross-border World
Within-industry Cross-industry

dBAHR% t-statisticp dBAHR% t-statistic p
National [0; +1y] 5.63% 53.4% -1.33% 87.7%
Within-industry [0; +2y] 13.85% 46.0% 18.36% 19.6%
[0; +3y] -19.66% 39.0% 4.58% 80.3%
National [0; +1y] 3.14% 72.5% -3.82% 67.3%
Cross-industry [0; +2y] 27.69% 23.5% 32.20% 5.2%
[0; +3y] 2.70% 92.4% 26.93% 22.4%
Cross-border EU [0; +1y] 4.05% 66.4% -2.91% 74.6%
Within-industry [0; +2y] 13.70% 42.3% 18.22% 11.7%
[0; +3y] 15.92% 39.7% 40.15% 0.4%
Cross-border EU [0; +1y] 17.49% 8.9% 10.53% 29.1%
Cross-industry [0; +2y] 40.81% 5.6% 45.33% 0.2%
[0; +3y] 19.25% 42.6% 43.49% 1.6%
Cross-border World [0; +1y] - - -6.96% 29.1%
Within-industry [0; +2y] - - 4.51% 77.4%
[0; +3y] - - 24.24% 17.4%

Comparison of results to prior research

These results support the hypotheses of economies of scope or risk diversifica-
tion, since acquirers pursuing a full diversification strategy generate most value.
Nevertheless, fully focusing acquirers prove similarly successful, suggesting that
economies of scale or market power effects may offset scope or diversification
benefits.In contrast, Boubakri et al. (2006) find that focused transactions are
superior to diversifying transactions in separate analyses on the geographical and
industry dimension. National transactions generate a BAHR of 63.1%, which is
significantly higher at 5% level than the BAHR of 28.5% of international trans-
actions. Acquirers involved in within-industry transactions achieve a BAHR of
76.3%, compared to 37.1% for those carrying out cross-industry transactions,
while the difference is significant at the 5% level.
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4.4.2.3.2 Timing of the transaction

Value generation and abnormal returns in sub samples

Most transactions were carried out in the peak and bottom phase of the M&A
market (69 and 58 deals, respectively). The highest total deal volume was
achieved in the peak phase (USD 123 bn), but largest transactions took place
during the downturn (USD 2.8 bn). Transactions in the latter phase created most
value per deal (USD 3.8 bn), driven by a high success ratio of almost 70% and
the fact that successful deals created more than double the value unsuccessful
deals destroyed. The only significant abnormal returns are observed for trans-
actions during M&A market upswing with BAHR of —15% over the one year
horizon, and in the peak phase with BAHR of —13% over the two year horizon.
The results are presented in Table 24.

Developing of BAHRSs across the event window

BAHRs of acquirers which carried out a transaction in the upswing phase of the
M&A cycle develop notably worse than BAHRSs of other acquirers. They experi-
ence negative abnormal returns almost consistently across the entire 3-year time
horizon, as illustrated in Figure 33.

Comparison of BAHRs between sub samples

The underperformance of acquirers in the upswing phase is significant at 10%
level relative to acquirers that announced a transaction during the bottom phase,
see Table 25.

Comparison of results to prior research

In summary, the “bandwagon effect” or the overpayment hypothesis are weakly
supported by these results. Acquirers carrying out transactions in the upswing or
peak phase destroy value but generate only insignificantly negative BAHRs.
However, their BAHRs are significantly lower than those of acquirers which
announced deals during the bottom of the M&A cycle. Prior research does not
analyze this determinant.
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Figure 33: Developing of BAHR depending on timing of the transaction

Table 25:  Significance of difference between BAHRs depending on timing of
the transaction

Upswing Peak Downturn

dBAHR% t-statisticp dBAHR% t-statisticp dBAHR% t-statistic p

Bottom [0; +1y] -13.67% 9.3% -2.94% 64.0% -4.16% 61.0%
[0; +2y] -32.83% 9.6% -12.16% 19.7% -0.68% 96.0%

[0; +3y] -15.24% 55.6% 4.20% 75.4% 14.46% 51.4%

Upswing [0; +1y] - - 10.73% 34.9% 9.52% 48.6%
[0; +2y] - - 20.66% 30.2% 32.15% 33.0%

[0; +3y] - - 19.44% 37.0% 29.71% 33.9%

Peak [0; +1y] - - - - -1.21% 91.7%
[0; +2y] - - - - 11.48% 45.8%

[0; +3y] - - - - 10.26% 56.3%
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4.4.2.3.3 Growth of acquirer

Value generation and abnormal returns in sub samples

The 40 fastest growing acquirers™ achieved to increase their market value by
91.5% across the estimation window, the 78 medium growing insurers realized a
growth of 22.1%, and the 40 slowest growing companies shrank by 22.5%. The
histogram in Figure 34 presents the distribution of growth.

The medium growing insurers carried out the largest deals in average (USD
1.8 bn), closely followed by the fastest growing companies (USD 1.6 bn), see
Table 26. Only medium growing acquirers achieved to generate value (USD

Number of ]
acquirers

11
9 8
3 2
T L lrjo o 0o o o 1.

T T 1 1 T 1 1
-75% -50% -25% 0% 25% 50% 75% 100% 125% 150% 175% 200% 225% 250% 275% 300%

Growth in estimation window

Figure 34: Distribution of acquirer growth

230 Growth is measured as relative change of market value over the short-term analysis estimation
window. If market value data is not available at the beginning or the end of the estimation win-
dow, growth estimated from available data is scaled to the length of the estimation window.
The acquirers are classified according to their quantile in the distribution of growth in the data
sample. Those acquirers with a growth rate in the upper quartile are labelled “fastest growing
acquirers”, and those ones with a growth rate in the lower quartile “slowest growing acquirers”.
All other acquirers are allocated to the class of “medium growing acquirers”.
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Table 26:  Overview BAHRs depending on growth of acquirer

40 Fastest growing 78 Medium growing 40 Slowest growing
acquirers acquirers acquirers

Descriptive statistics
Deal volume (USD bn) 62.5 136.8 29.7
Number of deals 40 78 40
Average deal volume (USD bn) 1.6 1.8 0.7
Average performance 191.5% 122.1% 77.5%

Value generation (USD bn) Value Deals V/D Value Deals V/D Value Deals V/D
Total value -33.0 40  -0.8 108.1 78 1.4 -54.4 40  -14
Value generation 76.6 19 4.0 240.7 45 53 33.6 13 2.6
Value reduction -109.6 21 -5.2 -132.6 33 -4.0 -88.0 27 -33

skew. (boot- skew. (boot- skew. (boot-

BAHR analysis BAHR% adj.p str) BAHR% adj.p str) BAHR% adj.p  str.)
[0; +1y] -1.77% 76.7% 88.4%  -517% 19.2% 71.0%  -6.84% 20.7% 48.6%
[0; +2y] -3.03% 70.1% 90.0% -11.06% 14.9% 71.2% -14.83% 13.7% 51.4%
[0; +3y] 13.75% 13.5% 47.4%  -9.17% 25.8% 61.4% -21.81% 12.2% 45.8%

108.1 bn), driven by both a high success ratio of 58% and higher value creation
per deal of successful deals than of unsuccessful deals. Slowest growing acquir-
ers destroyed most value on a per deal basis (USD —1.4 bn). However, BAHRs
for medium growing and for slowest growing acquirers are continuously nega-
tive. Only top growth companies achieved a positive BAHR on the 3-year hori-
zon, although all BAHRSs are insignificant. Again, the discrepancy to the exam-
ined value generation is rooted in the equal-weighting of the BAHRs.

Developing of BAHRs across the event window

Capital markets reacted negatively to the announcement of transactions for all
acquirers. Only top performing acquirers again gained confidence of the inves-
tors in the 2™ year after the announcement, and created value thereafter. Figure
35 illustrates this development.
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Figure 35: Developing of BAHR depending on growth of acquirer

Comparison of BAHRs between sub samples

On the 3-year horizon, the over-performance of top performers compared to
bottom performers is significant at the 5% level, see Table 27. These results
counter the hypothesis that fast growing insurers face difficulties at integrating
takeover targets. The 40 fastest growing acquirers are the only ones to achieve

Table 27:  Significance of difference of BAHRs depending on growth of ac-

quirer
78 Medium 40 Slowest
growing acquirers growing acquirers

dBAHR% t-statisticp dBAHR% t-statistic p
40 Fastest [0; +1y] -3.40% 62.4% -5.07% 54.9%
growing [0; +2y] -8.03% 49.0% -11.80% 37.2%
acquirers [0; +3y] -22.93% 10.4% -35.56% 4.2%
78 Medium [0; +1y] - - -1.67% 80.2%
growing [0; +2y] - - -3.77% 76.6%
acquirers [0; +3y] - - -12.63% 40.8%
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positive BAHRs 3 years after announcement, which are significantly higher than
abnormal returns generated by the 40 slowest growing acquirers.

Comparison of results to prior research

These results counter the hypothesis that fast growing insurers face difficulties at
integrating take over targets. Prior research does not analyze this determinant.

4.4.2.3.4 Transaction experience

Value generation and abnormal returns in sub samples

Most transactions are carried out by acquirers without M&A experience (46% of
deals). The sub sample of acquirers with little experience contains only five
transactions and shall thus not be further interpreted. Acquirers with most ex-
perience carried out the largest deals (USD 2.1 bn per deal). They also created
most value per deal (USD 2.3 bn), driven by a higher value creation of success-
ful deals compared to value destruction of unsuccessful deals. Together with
inexperienced acquirers they are the only ones to achieve positive, but insignifi-
cant BAHRs 3 years after announcement. Only the underperformance of acquir-
ers with extensive experience is significant over a 2-year horizon (BAHR
—23.5% at 5% level). Table 28 presents the evidence.

Developing of BAHRs across the event window

While BAHRs of acquirers without and with most experience develop similar
over time, acquirers with extensive transaction experience consistently destroy
value over almost the entire 3-year time horizon, see Figure 36.

Comparison of BAHRs between sub samples

The abnormal performance of acquirers with extensive experience is signifi-
cantly worse than BAHRs of most experienced acquirers already 2 years after
announcement, see Table 29. These results imply that possibly existing positive
experience effects are at least partly offset by other factors not controlled for in
the univariate analysis.
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Figure 36: Developing of BAHR depending on transaction experience of ac-
quirer
Table 29:  Significance of difference between BAHRs depending on trans-
action experience of acquirer
Extensive experience Most experience
dBAHR% t-statisticp dBAHR% t-statistic p
No [0; +1y] -7.10% 39.5% -2.90% 68.7%
experience [0; +2y] -20.32% 17.3% -1.31% 91.5%
[0; +3y] -29.62% 12.6% 0.71% 96.1%
Extensive [0; +1y] - - 4.20% 59.3%
experience [0; +2y] - - 19.01% 9.0%
[0; +3y] - - 30.33% 4.0%
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4.4.3  Results in calendar time

4.4.3.1 Results on entire data sample

In the previous subsection, long-term value creation is assessed following the
BAHR methodology. In order to round off the perspective on long-term value
creation, this section presents the results of the calendar time analyses. The final
assessment of overall value creation on the entire sample assigns equal relevance
to the result of the BAHR analysis in the previous section and the CTAR ap-
proach in this section. However, the analysis of determinants of value creation
shall attach greater importance to the results of the BAHR approach, since the
CTAR approach does not allow for a multivariate analysis of several influencing
factors.

Market model regression results

The market model for the entire sample is estimated on N = 157 observations.>
A low standard error of regression, and high (adjusted) R-square show, that the
Fama-French-Three-Factor model explains the excess returns of the CTA portfo-
lio well, see Table 30. Additionally, the low p-values of the F-test and the #-tests
indicate mostly significant estimates for the intercept and the beta coefficients.

Table 30: Fama-French-Three-Factor model regression results on entire

sample
Entire sample Entire sample
(equally-weighted)  (value-weighted)
Regression model Statistic  p-value  Statistic  p-value
R-Squared 0.8168 0.8484
Adjusted R-Squared 0.8132 0.8454
F-statistic 227.3503 0.0% 285.3611 0.0%
Coefficients Coeff. p-value  Coeff. p-value
Intercept -0.0037 15.9% -0.0039 14.4%
Index excess return 0.7884 0.0% 0.8144 0.0%
SBM return -0.1600 21%  -0.3366 0.0%
HML return 0.1424 1.4% 0.0290 62.3%

231 In the CTA analysis, observations are the number of calendar months included in the regres-
sion model.
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Table 31: Normality tests of residuals of Fama-French-Three-Factor model

Entire sample Entire sample
(equally-weighted)  (value-weighted)
Observations 157 157
Normal parameters
Mean 0.0000 0.0000
Sigma 0.0272 0.0281
Most extreme differences
Absolute 0.0884 0.0850
Positive 0.0884 0.0669
Negative 0.0766 0.0850
Kolmogorov-Smirnov test
Statistic 0.0369 0.0319
Asymptotic p-value 98.1% 99.7%

Normality property of regression residuals

The hypothesis tests for abnormality of returns are based on the assumption, that
regression residuals are normally distributed. Table 31 shows that this assump-
tion cannot be rejected according to the Kolmogorov-Smirnov test.

Abnormal returns

Table 32 presents the findings on the entire sample and the sub samples accord-
ing to the bidding frequency of acquirers. The entire sample shows insignificant
negative CTARs of about —0.4% per month, i.e. the excess return on the calendar
time portfolio is insignificantly lower than the return on a combination of the
market, SMB and HML portfolios. These results are comparable to the findings
in event time, which yield an insignificantly negative BAHR of —6.57% on a
3-year horizon.”* Following the discussion for the analysis in event time, over-
lay effects of multiple-bidding is examined. The performance differential bet-
ween the entire sample, multiple-bidders and single-bidders is again not signifi-

cant.m

232 BAHRSs on 1- and 2-year horizons (—4.73%, and —9.98%, respectively) are significantly nega-
tive according to the conventional and skewness-adjusted #-statistic, but not according to the
bootstrapped version of the latter.

233 p-values above 55% for equally- and value-weighted CTARs.
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Table 32:  Significance of CTARs on long-term CTA sample

Descriptive statistics
Deal volume (USD bn) 2533
Number of deals 176
Average deal volume (USD bn) 1.4

CTA analysis Intercept  p-value
Equally-weighted -0.37% 15.9%
Value-weighted -0.39% 14.4%

4.43.2 Results of descriptive analyses on major cross-sections

Geographical and industry focus

National within-industry transactions dominated European insurance M&A bet-
ween 1990 and 2005, both in terms of number and volume of deals. The analyses
yield significant CTARs only for fully diversified transactions. Theses deals
achieve a negative abnormal performance of —0.67% per month in the average,
significant at 5% level, which is significantly lower than the insignificant posi-
tive abnormal performance of cross-border world within-industry transactions.
Table 33 to Table 36 present the respective evidence. These results indicate,
contrary to the analyses in event time, that potential benefits from economies of
scope or risk diversification do not outweigh scale economies or benefits from
increase in market power: Fully diversifying acquirers perform worse than ac-
quirers pursuing other strategies, while the comparative underperformance is
partly even significant.

The outcome of the calendar time analysis is contrary to the results of the
event time analysis in section 4.4.2.3.1. There, fully diversifying transaction
yield a significantly positive 3-year BAHR of 13.98%, whereas cross-border
world within-industry transactions achieve a negative (yet insignificant) 3-year
BAHRs of —10.26%. The deviations may occur due to differences in the under-
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Table 33:  Overview CTARs depending on geographical and industry focus of
transaction (1/2)

National National Cross-border EU
‘Within-industry Cross-industry ‘Within-industry
Descriptive statistics
Deal volume (USD bn) 81.8 12.6 58.9
Number of deals 40 20 32
Average deal volume (USD bn) 2.0 0.6 1.8
CTA analysis Intercept p-value Intercept p-value  Intercept p-value
Equally-weighted -0.56% 25.0% -0.41% 40.9% -0.11% 76.2%
Value-weighted -0.76% 12.6% -0.22% 65.6% -0.56% 17.6%

Table 34: Overview CTARs depending on geographical and industry focus of
transaction (2/2)

Cross-border EU Cross-border World Cross-border World
Cross-industry Within-industry Cross-industry
Descriptive statistics
Deal volume (USD bn) 31.0 39.6 29.4
Number of deals 23 29 32
Average deal volume (USD bn) 1.3 1.4 0.9
CTA analysis Intercept ~ p-value Intercept  p-value  Intercept p-value
Equally-weighted -0.23% 59.5% 0.18% 63.5% -0.67% 4.9%
Value-weighted 0.04% 92.9% 0.24% 54.6% -0.53% 13.0%
234

lying transaction sample,”" or different statistical properties of both ap-
proaches.”>> However, as argued in the introduction of this chapter, this univari-
ate cross-sectional analysis delivers only indicative, descriptive results. Final
conclusions with respect to the influence of individual determinants, such as
geographical and industry focus, on value creation can only be drawn on the
results of multivariate regression analyses. Only these multivariate studies allow
for accurately separating the simultaneous influence of several determinants. The

respective results are discussed in section 4.4.2.2.

234 For the long-term analysis according to the BAHR approach, the last 18 transactions need to be
dropped (see section 4.4.2.1), whereas for the CTAR analyses, the first 11 transactions need to
be disregarded (see section 4.4.3.1).

235 See section 3.4 for a detailed discussion.
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Table 35: Significance of difference between CTARs depending on geogra-
phical and industry focus of transaction (1/2)

National Cross-border EU Cross-border EU
Cross-industry ‘Within-industry Cross-industry
dintercept% t-stat. p__dIntercept% t-stat. p _dIntercept’% t-stat. p
National Eq.weight. 0.15%  82.6% 0.45% 45.9% 0.32%  62.1%
Within-industry Val.weight. 0.54%  43.8% 0.20% 75.6% 0.79%  22.2%
National Eq.weight. - - 0.30% 62.7% 0.17%  79.4%
Cross-industry Val.weight. - - -0.34% 59.5% 0.26%  69.3%
Cross-border EU Eq.weight. - - - - -0.12%  82.7%
Within-industry Val.weight. - - - - 0.60% 31.1%

Table 36:  Significance of difference between CTARs depending on geogra-
phical and industry focus of transaction (2/2)

Cross-border World  Cross-border World
Within-industry Cross-industry
dIntercept%  t-stat. p dIntercept% t-stat. p
National Eq.weight. 0.74%  23.5% -0.11% 85.5%
Within-industry Val.weight. 1.00%  12.0% 0.23% 70.3%
National Eq.weight. 0.59%  35.0% -0.26% 66.4%
Cross-industry Val.weight. 0.46%  47.1% -0.31% 60.6%
Cross-border EU Eq.weight. 0.29%  58.1% -0.56% 26.1%
Within-industry Val.weight. 0.80% 16.5% 0.03% 95.5%
Cross-border EU Eq.weight. 041%  47.7% -0.43% 43.2%
Cross-industry Val.weight. 021%  72.3% -0.57% 29.8%
Cross-border World  Eq.weight. - - -0.85% 9.3%
Within-industry Val.weight. - - -0.77% 14.6%

Timing of the transaction

Acquirers achieve the highest positive, yet insignificant CTARs in the upswing
and peak phase of the M&A cycle. Nevertheless, the former perform signifi-
cantly better than acquirers, which carry out a transaction during the bottom of
the M&A market. Table 37 and Table 38 present the respective evidence. These
results counter the “bandwagon effect” and the overpayment hypothesis. Acquir-
ers carrying out transactions during the upswing or peak phase of the M&A cycle
show the best performance, even compared to acquirers that announce deals
during the bottom.
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Table 38:  Significance of difference between CTARs depending on phase in

M&A cycle
Upswing Peak Downturn

dIntercept%  t-stat. p dIntercept% t-stat. p dIntercept% t-stat. p

Trough  Eq.weight. 0.51%  452% 0.81% 28.0% -0.63%  38.6%
Val.weight. 1.33% 6.3% 0.82% 28.7% -0.22%  76.4%

Upswing Eq.weight. - - 0.30% 78.3% -1.14% 18.3%
Val.weight. - - -0.51% 65.2% -1.55%  10.1%

Peak Eq.weight. - - - - -1.44%  21.5%
Val.weight. - - - - -1.04%  38.3%

Again, the event time analyses yield contrary results: The only significant
BAHRs are obtained for transactions during the upswing (BAHR of —15.34% on
a 1-year horizon) and the peak phase (BAHR of —13.45% on a 2-year horizon).
As argued in section 4.4.3.2.1, deviations between these indicative univariate
results may occur due to differences in the underlying transaction sample or
different statistical properties of both approaches, but final conclusions with
respect to the influence of determinants of success on value creation may only be
drawn from multivariate analyses presented in section 4.4.2.2.

Growth of acquirer

The results presented in Table 39 suggest, that the faster an acquirer grew before
a transaction, the less abnormal return it generates thereafter, while the differ-
ence is not significant.”*® However, from a value-weighted perspective, the 44
slowest growing acquirers™’ performed worst with a significant negative CTAR
of —0.90% at 5% level. The difference to their equally-weighted CTAR indicates
that especially large and slowly growing or shrinking acquirers destroyed most
value compared to fastest, medium or other slowly growing acquirers.

236 See Table 40.

237 The number of acquirers in each of the categories fastests, medium and slowest growing acqui-
rers deviate from bin sizes in the respective event time analysis in section 4.4.2.3.3, because the
number of transactions in the underlying data samples differ. The event time analyses excludes
the 18 transactions announced after 1.7.2003 (see section 4.4.1.1.1), whereas the calendar time
analyses excludes the 11 transactions before 30.11.1992 (see section 4.4.1.2.1).
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Table 39: Overview CTARs depending on growth of acquirer

44 Fastest 88 Medium 44 Slowest
growing acquirers  growing acquirers  growing acquirers
Descriptive statistics
Deal volume (USD bn) 63.8 158.9 30.6
Number of deals 44 88 44
Average deal volume (USD bn) 1.4 1.8 0.7
Average growth 188.0% 119.9% 77.6%
CTA analysis Intercept ~ p-value Intercept  p-value Intercept  p-value
Equally-weighted -0.71% 102%  -0.48% 151%  -0.47% 32.5%
Value-weighted -0.67% 152%  -0.38% 24.5%  -0.90% 5.0%

Table 40:  Significance of difference between CTARs depending on growth of

acquirer
88 Medium growing 44 Slowest growing
acquirers acquirers
dIntercept%  t-stat. p dIntercept% t-stat. p
44 Fastest Eq.weight. 022%  67.9% 0.24% 70.8%
growing acquirers Val.weight. 0.29%  60.3% -0.23% 72.3%
88 Medium Eq.weight. - - 0.02% 97.9%
growing acquirers Val.weight. - - -0.52% 34.7%

The results are ambivalent with respect to the hypothesis that fast growing
acquirers face difficulties at integrating takeover targets. On the one hand, slow-
est growing acquirers show worse abnormal performance than fastest growing
acquirers, but the difference is insignificant. On the other hand, medium growing
acquirers destroy less value than fastest growing acquirers, but again the differ-
ence is not significant. The corresponding event time analyses only yields insig-
nificant results.

Transaction experience

The abnormal performance of inexperienced acquirers is significantly negative,
while large acquirers even perform worse: The value-weighted CTAR of —0.68%
per month is significant at 5% level. However, the CTARs of inexperienced
acquirers are not significantly lower than the abnormal performance of acquirers
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Table 41: Overview CTARs depending on transaction experience of acquirers

No experience Little experience Extensive experience Most experience
Descriptive statistics
Deal volume (USD bn) 77.0 11.7 67.8 90.2
Number of deals 71 5 41 42
Average deal volume (USD bn) 1.0 2.3 1.7 2.1
CTA analysis Intercept  p-value Intercept  p-value  Intercept p-value Intercept  p-value
Equally-weighted -0.51% 9.8%  -0.63% 37.6% -0.24% 574%  -0.28% 54.6%
Value-weighted -0.68% 4.9%  -0.73% 36.5% -0.50% 19.4%  -0.27% 57.0%

with more experience. The results weakly support the hypothesis that positive
transaction experience effects exist, and that these effects may even offset other
negative effects of frequent transactions: Most experienced acquirers achieve
higher abnormal returns than other acquirers, but the difference is insignificant.
Table 41 and Table 42 present the results of the respective analyses.

In contrast, the event time analyses yield significantly negative BAHRs for
acquirers with little experience (BAHR of —18.18% over a 1-year horizon), and
those with extensive experience (BAHR of —23.50% over a 2-year horizon). As
argued in section 4.4.3.2.1, deviations may occur due to differences in the under-
lying transaction sample or different statistical properties of both approaches.

Table 42:  Significance of difference between CTARs depending on transaction
experience of acquirers

Little experience Extensive experience Most experience

dIntercept’% t-stat. p dIntercept% t-stat. p dIntercept’% t-stat. p
No Eq.weight. -0.12%  85.9% 0.28% 59.7% 0.23%  68.2%
experience Val.weight. -0.04%  95.3% 0.19% 71.5% 0.42%  47.3%
Little Eq.weight. - - 0.39% 61.4% 0.35%  67.9%
experience Val.weight. - - 0.23% 76.7% 0.46%  60.0%
Extensive Eq.weight. - - - - -0.05%  93.9%
experience Val.weight. - - - - 0.23% 70.4%
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4.5 Summary

4.5.1 Results of short-term analysis in the context of recent academic work

4.5.1.1 Results on entire data sample

The completed transactions generated a total net value of USD 1.8 bn equivalent

to USD 32.7 mn per deal for investors. This study finds that CERs are significant

and positive on most analyzed event windows, with a maximum CER of 2.06%

in [—

10; +10], significant at the 10% level. These results are generally consistent

with prior research:

Akhigbe and Madura (2001) observe positive significant CERs of 13.11%
in [-1; 0] at 5% level, and insignificant positive abnormal returns in the
event windows [—11; —2] and [+1; +10] for the U.S. market.

Only Floreani and Rigamonti (2001) report significantly positive abnormal
returns in all studied event windows at 5% significance level except on the
announcement day, with highest CER of 5.27% in the event window [-20;
+2]. They analyze the U.S., European, and Australian market.

Cummins and Weiss’ (2004) study on the Western European market does
not include analysis of the combined entity. They document small positive
returns around the announcement date for acquirers, and strong positive re-
turns (CAR above 20%, at 0.1% level of significance) around announce-
ment for acquirers, so that CERs are likely to be significantly positive for
these event windows, too.

Cummins and Xie (2005) find significant positive CERs of 3.71% in [-1;
+1] at 1% level for the U.S. market.

Further on, the analyses in this study show that target CARs are significant and

positive in all analyzed event windows. This outcome again is typical for prior

research:

The analyses of BarNiv and Hathorn (1997) on the U.S. P&C market result
in significantly positive CARs in [-250, +250] at 1% level for distressed
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targets, and insignificantly negative or positive CARs for financially sound
targets.”*

Akhigbe and Madura (2001) compute significantly positive abnormal re-
turns, with a maximum at 20.78% in [-1; 0] at 1% level.

Floreani and Rigamonti’s (2001) analyses yield positive and mostly signifi-
cant CARs, with a maximum CAR of 18.80% in the event window [—40;
+40], significant at 1% level.

Cummins and Weiss (2004) also report consistently positive and significant
CARs in all analyzed event windows between [—15; +15], with a maximum
8.85% in [-15; +15] at 1% level.

Cummins and Xie (2005) also find significantly positive CARs in all event
windows between [-15; +15], mostly significant at better than 0.1% level.
The highest abnormal return is achieved in the event window [—15; +15]
with 24.98%.

However, acquirer CARs in this study are mostly statistically insignificant. The

results of prior event studies are inhomogeneous in this respect:

BarNiv and Hathorn (1997) observe negative abnormal returns only for one
classification of distressed acquirers, with an outlier-driven CAR of
—138.63% at 10% level. CARs for either financially sound or differently
classified distressed acquirers are insignificantly positive.

Akhigbe and Madura (2001) report small negative returns (-0.28% in [-11;
2] at 10% level, and insignificant —0.23% in [+1; +10]), and significant
positive abnormal returns (2.21% in [-1; +0] at 1% level).

Floreani and Rigamonti (2001) discover positive CARs for all analyzed
event windows between [—40; +40]. The only exception is found in [+3;
+40] with an insignificantly negative CAR of —0.76%. The largest positive
CAR is recorded between [-20; +2] with 3.65%, significant at 1% level.

238

The height of the CARs for these sub samples depends on the chosen classification methodo-
logy.
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Cummins and Weiss (2004) analyses yield mostly small, but insignificantly
negative CARs (lower than —0.5%) with the exception of 0.02% CAR in
[-1;0].

Cummins and Xie (2005) obtain consistently positive CARs with a maxi-
mum of 1.19%. However, only abnormal returns in the event windows [0;
+1], [-1; +1] and [-5; +5] are statistically significant at 1% or 5% level.

Figure 37 summarizes these findings for the entire data sample.

4.5.1.2 Results of multivariate analysis

Three hypothesis-related determinants have significant influence on the com-

bined entity performance: Geographical and industry focus of the transaction
(STRATEGY), timing of the transaction (7/MING), and transaction experience of
the acquirer (EXPERIENCE):

Geographical and industry focus (STRATEGY): With respect to the first de-
terminant, this study finds that acquirer CARs and CERs in geographical or
industry diversifying transactions are significantly higher than acquirer
CARs and CERs in fully focused transactions. Capital markets thus believe
that economies of scope or risk diversification outweigh economies of
scale and regional market power effects. These results are consistent with
Floreani and Rigamonti’s (2001) observation that cross-border transactions
within Europe have negative impact on the acquirers’ CARs, whilst cross-
border world deals by European acquirers positively affect their CARs.
However, Cummins and Xie (2005) find on their P&C U.S. sample that
any geographical or industry diversification is significantly worse than full
geographical and industry focus with respect to CARs of acquirers.

Timing of the transaction (TIMING): This study find that transactions dur-
ing upswing, peak or downturn phase generate significantly higher ab-
normal returns for acquirers and combined entities. The results imply that
investors do not believe in a “bandwagon effect” or the overpayment hypoth-
esis in hot markets, but rather appreciate transactions during these phases in
the M&A cycle. The reviewed prior research does not analyze this factor.
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Transaction experience (EXPERIENCE): In addition, a reduced regression
model indicates that transaction experience of the acquirers has a significant
effect on CERs: Acquirers with little experience achieve significantly
smaller CERs than acquirers without any transaction experience. The hy-
pothesis of a positive experience effect is thus not supported. Prior research
does not address this determinant.

Two control variables are significant for explanation of CERs:

Target region of origin (TARREGION): Norwegian targets yield significant-
ly higher CERs than transactions with targets within the EU-15. Prior re-
search does not address this variable.

Target industry (TARINDUSTRY): Transactions with targets operating in
the life insurance industry obtain significantly higher CERs compared to
transactions with P&C targets in the reduced models. Prior research does
not address this variable.

Three further determinants proved insignificant in this study, but significant in
previous research: Acquirer size (LNSIZE), acquirer industry (ACOINDUSTRY),
and relative transaction volume (LNRELVOLUME). The results compare as fol-
lows:

Acquirer size (LNSIZE): With respect to the acquirer size, this study finds
that acquirer CARs and CERs insignificantly decrease with increasing mar-
ket value of the acquirer. These results are consistent with prior research.
Floreani and Rigamonti (2001) and Cummins and Xie (2005) find that

acquirer CARs decrease with the size of the acquirer.”*’

Acquirer industry (ACQINDUSTRY): The results of this study show that
transactions carried out by acquirers operating in life insurance create insig-
nificantly more value in terms of acquirer CARs and CERs than trans-
actions by P&C insurers. Akhigbe and Madura (2001) observe the opposite.
Acquirers’ CARs in their analysis are higher for nonlife acquirers compared
to life acquirers.

239

The effect in Cummins and Xie’s (2005) analysis is significant.
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Relative transaction volume (LNRELVOLUME): This study observes that
the effect of the relative transaction volume is only insignificantly different
from zero. Floreani and Rigamonti (2001) find that CARs of acquirers in-
creases significantly with the relative transaction volume.

4.5.1.3 Results of descriptive analyses on major cross-sections

Four significant, hypotheses-related dimensions are examined further in univari-

ate descriptive analyses: Geographical and industry focus (STRATEGY), timing

of the transaction (7IMING), and transaction experience of the acquirer (EX-
PERIENCE). STRATEGY is analyzed separately for geographical and industry
focus of transactions in order to obtain sufficient observations in each sub sam-

ple for interpretation. The independent variable acquirer growth (GROWTH) is

included due to its significance in the long-term analyses.

Geographical focus of transaction: Only national and cross-border EU
deals generated value (each USD 1.1 bn). Cross-border EU deals generated
the highest value on a per deal basis (USD 81 mn). Cross-border EU deals
yielded highest, but insignificant mean CERs above 4%. However, these
CERs are significantly higher than the CERs of national and cross-border
world transactions. Seemingly, investors were informed early and had a
positive view on cross-border EU deals. These results are comparable to
prior research. Floreani and Rigamonti (2001) show that within country
transactions have in average higher CERs than cross border transactions.
For acquirer CARs, there is no clear difference between the sub samples.
Cummins and Weiss (2004) identify that within country transactions per-
form slightly worse than cross border transactions. The former yield par-
tially significant negative acquirer CARs around the announcement date
(e.g., —0.63% in [0; +2] at 0.1%) , whereas the latter transactions only real-
ize insignificant positive and negative CARs. However, their analysis of
target CARs draws a different picture. Within country transactions have
higher CARs than cross border transactions on 15 out of 16 analyzed event
windows. Cummins and Xie’s (2005) analyses show that geographically
focused transactions have high CERs, e.g., insignificant 4.08% in [-1; +1],
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whereas geographically diversified transactions have somewhat smaller, but
still positive CERs, e.g., insignificant 3.64% in [-1; +1].

Industry focus of transaction: Within-industry transactions created tremen-
dous value (USD 3.6 bn), whereas cross-industry transactions destroyed
value (USD —1.8 bn). CERs in within-industry transactions are consistently,
and partially significantly, positive; even acquirer mean CARs are partially
significantly positive. Cross-industry transactions mostly showed partially
significant negative mean CERs. The over-performance of within-industry
transactions is partially significant. Investors seem to value economies of
scale from industry focus higher than economies of scope from industry di-
versification. Again, these results are comparable to the outcome of prior
research. Floreani and Rigamonti (2001) show that CERs and acquirer
CARs of reinsurance companies are positive and higher than those of life
and other insurance players. Cummins and Xie (2005) find positive CERs
for within-industry transactions (e.g., insignificant 5.01% in [-1; +1]), and
small, mostly negative CERs for cross-industry transactions (e.g., —0.20% in
[~1; +17).

Timing of the transaction (TIMING). Transactions in the trough of the
M&A cycle destroyed value, while those in peak of the cycle generated
value (USD —0.9 bn vs. USD 0.5 bn). Consistent with these results, CERs in
the trough were significantly negative shortly around announcement (e.g.,
—3.5% in [-5; +5]), and insignificantly positive during the peak phase. The
performance differential between both phases is significant. Thus, investors
did not believe in the existence of a “bandwagon effect” or the overpayment
hypothesis during M&A market highs.

Growth of acquirer (GROWTH). Slowest growing acquirers generated more
than double the value compared to medium performers (USD 2.5 bn vs.
USD 1.2 bn), and fastest growing insurers even destroyed USD —1.9 bn of
value. The former also generated the highest value on a per deal basis (USD
179 mn), and achieved a significantly positive mean CER of 3.75% across
the event window, whereas the latter showed a significantly negative CER
of —3.28%. The negative overall CER of fastest growing acquirers is caused
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by strongly negative CERs between 20 days before announcement and 11
days before the announcement which are not compensated for thereafter.
However, even reduction of the event window to [-10; +20] does only miti-
gate, but not neutralize the value destruction of their transactions.

e Transaction experience (EXPERIENCE): Inexperienced acquirers destroyed
value of USD —1.1 bn, while extensively and most experienced acquirers
generated value of USD 1.1 bn. The latter also generated most value on a
per deal basis (USD 73 mn). However, only extensively experienced ac-
quirers achieved a significant CER of 4.0% at 5% level in [-10; +10]**.
The difference of abnormal returns between sub samples are not significant.
Thus, capital markets do not value transaction experience in the short-term.

4.5.2  Results of medium- and long-term analysis in the context of recent
academic work

4.5.2.1 Results on entire data sample

Overall, the analyzed transactions created a total net value of USD 20.6 bn, or
USD 130 mn per deal. This study finds that acquirers achieved an insignificant
and negative BAHR of —6.6% on a 3-year horizon. CTARs are insignificant and
negative at about —0.40% per month. Only Boubakri et al. (2006) analyze value
creation of insurance transactions on the long-term horizon, however restricted to
U.S. P&C acquirers. In contrast to the results of this study, they find a strongly
positive market-return adjusted BAHR of 57.3% on a 3-year horizon based on
177 observations.

4.5.2.2 Results of multivariate analysis

Three hypothesis-related determinants show significant influence on the buy-
and-hold abnormal returns of acquirers: Geographical and industry focus of the
transaction (STRATEGY), acquirer growth (GROWTH), and transaction experi-
ence of the acquirer (EXPERIENCE). The results are:

240 Sub sample of acquirers with little experience excluded from analysis due to small sample size
(N=2).
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o Geographical and industry focus (STRATEGY): This study finds that ac-
quirers pursuing a full diversification strategy create significantly more
value than fully focusing acquirers. Further on, acquirers executing a cross-
border EU transaction within their industry destroyed significant value com-
pared to fully focusing acquirers. Thus, economies of scope or risk diversi-
fication outweigh economies of scale or benefits from increased regional
market power. These results are contrary to findings of Boubakri et al.
(2006), who observe significantly lower BAHRs for cross-border trans-
actions on their U.S. P&C-focused sample.

o Acquirer growth (GROWTH): Acquirers with a history of strong growth
achieve significantly higher BAHRs than weaker growing acquirers. The
hypotheses that strongly growing acquires may face difficulties integrating
targets can thus be rejected. The reviewed prior research does not analyze
this determinant.

o  Transaction experience (EXPERIENCE): Acquirers with little experience
generate significantly less value than acquirers without transaction expe-
rience. Acquirers with most experience create similar value compared to
these inexperienced acquirers. Thus, there may be two distinct classes of in-
surers: Those focused on organic growth and those “in the M&A game”.
The findings of Boubakri et al. (2006) are directionally consistent: They re-
port that BAHRs increase significantly with the number of transactions by
the acquirer in the same year.

The control variable target industry also proved significant in the multivariate
model. Acquisitions of life insurers were significantly more successful than ac-
quisitions of P&C insurers.

4.5.2.3 Results of descriptive analyses on major cross-sections

Three significant, hypotheses-related dimensions are examined further in uni-
variate descriptive analyses: Geographical and industry focus (STRATEGY),
acquirer growth (GROWTH), and transaction experience (EXPERIENCE). The
independent variable announcement year (7/MING) is included due to its signifi-
cance in the short-term analyses.
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Geographical and industry focus of transactions (STRATEGY): Value was
only created by national within-industry transactions (USD 13.8 bn), and
cross-border world deals (USD 40 bn within-industry, and USD 44 bn
cross-industry). The latter transactions created the highest value per deal
(USD 1.6 bn, and USD 1.4 bn, respectively), and yield significantly better
BAHRs than cross-border European transactions, which suffer from
BAHRSs below —26%, significant at 10% level or better. These results sug-
gest that economies of scope or risk diversification may or may not out-
weigh economies of scale and regional market power benefits in the long
run. It seems to be more important for insurers to pursue an “all-or-nothing”
strategy of either full or no diversification. However, the calendar time anal-
yses yield different results.”*' Only fully diversified transactions achieve
significant CTARs, but they are significantly negative with —0.67% abnor-
mal return per month at 5% level. These results indicate that potential bene-
fits from economies of scope or risk diversification do not outweigh scale
economies or benefits from increase in market power. Both results are con-
trary to the findings of Boubakri et al. (2006), who report superiority of fo-
cused transactions in separate analyses on the geographical and industry
dimension. National transactions generate a BAHR of 63.1%, which is sig-
nificantly higher at 5% level than the BAHR of 28.5% of international
transactions. Acquirers involved in within-industry transactions achieve a
BAHR of 76.3%, compared to 37.1% for those carrying out cross-industry
transactions, while the difference is significant at the 5% level.

Timing of the transaction (TIMING). Transactions in the downturn and bot-
tom phase of the M&A cycle were the only ones to generate value (USD
56.8 bn, and USD 51.2 bn, respectively), whereas the former achieved larg-
est value creation per deal (USD 3.8 bn). The only significant BAHRs are
observed during the market upswing (—15.3% after one year), and peak
(-13.5% after two years), whereas the former is significantly worse than
one and two year BAHRSs in the bottom phase. These results weakly support

241

The deviations may occur due to differences in the underlying transaction sample or different
statistical properties of both approaches. A final assessment of the influence of geographical
and industry focus of the transactions shall be based on findings of the multivariate analysis in
the previous section.
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existence of “bandwagon effect” or overpayment during hot market phases.
Again, the calendar time analysis yields different results. Acquirers only
achieve positive (yet insignificant) CTARs in the upswing phase (value-
weighted 1.03% per month), and the peak phase (value-weighted 0.52% per
month) of the M&A cycle, whereas the former are significantly higher than
CTARs of transactions in the bottom phase of the market (value-weighted
CTAR of -030% per month).*** These results counter the “bandwagon ef-
fect” and the overpayment hypothesis. Prior research does not analyze this
determinant.

Growth of acquirer (GROWTH): Only medium growing acquirers created
value (USD 108.1 bn equivalent to USD 1.4 bn per deal). However, fastest
growing acquirers were the only acquirers to achieve positive BAHRs. On
3-year horizon, their BAHR is significantly higher than the BAHR of slow-
est growing acquirers. The only significant abnormal returns are achieved
by slowest growing acquirers with a value-weighted CTAR of —0.90%, sig-
nificant at 5% level. Both results counter the hypothesis that fast growing
insurers face difficulties at integrating takeover targets. Results from the
calendar time analysis are similar. Prior research does not analyze this de-
terminant.

Transaction experience (EXPERIENCE): Most experienced acquirers are
the only ones to create value through their M&A transactions (USD 96.3 bn,
equivalent to USD 2.3 bn per deal). However, the only significant BAHRs
are achieved by extensively experienced acquirers, with —23.5% significant
at 5% level two years after announcement. The superior performance of
most experienced acquirers compared to extensively experienced acquirers
is significant at 10% level or better after two and three years. These results
suggest that other factors than experience effects may ultimately determine
value creation of transactions. In contrast, the calendar time analysis sup-
ports the hypothesis that experience increases value extraction from M&A,

242

The deviations may occur due to differences in the underlying transaction sample or different
statistical properties of both approaches. A final assessment of the influence of geographical
and industry focus of the transactions shall be based on findings of the multivariate analysis in
the previous section.
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since the only significant results are obtained for inexperienced acquirers
with a value-weighted CTAR of —0.68%, significant at 5% level.**’ Prior re-
search does not analyze this determinant.

4.5.3 Comparison of short- and long-term results

4.5.3.1 Industry perspective

Previous event study results in this study indicate that the influence of determi-
nants of value creation may depend on the time horizon of the analysis. This
section examines which factors historically lead to value creation according in
the short run, and how these factors compare to those driving value creation in
the long run. The results may support management in choosing the appropriate
strategy depending on their time horizon or in communicating strategies more
effectively to investors. The analysis draws on three regression models.

e A CER model as presented in section 4.3.2.2.**

e  An analogous regression model on acquirer CARs, but with the deal sample
extended to all deals, which are included in the long-term BAHR analysis.
Additionally, the target listing (TARNOTLISTED) is introduced in order to
control for difference between the short- and long-term deal sample.

e A BAHR regression model as presented in section 4.4.2.2.

The regression results are presented in Table 43. All three models are well speci-
fied according to the Ramsey Reset test. The hypotheses that the regression re-
siduals are normally distributed cannot be rejected. The models show good ex-
planatory power for the variance of the dependent variables with an R-square of
0.66 for the CER model and R-squares above 0.22 for the CAR and the BAHR

243 However, the difference of CTARs to more experienced acquirers is not significant. The devia-
tions may occur due to differences in the underlying transaction sample or different statistical
properties of both approaches. A final assessment of the influence of geographical and industry
focus of the transactions shall be based on findings of the multivariate analysis in the previous
section.

244 Three transactions which are not part of the long-term deal sample for BAHR analysis are ex-
cluded from the short-term deal sample.
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Table 43:  Results of multivariate regression models on industry perspective

CER" CAR Acquirer” BAHR®
Modlel specification DF  sig DF DF  sigDF DF  sig DF
Ramsey Reset 0.0158  98.4% 0.9204  40.1% 0.0028  99.7%
Normality of residuals Z  asysig Z  asysig Z  asysig
K-S 0.6593  77.8% 0.6463  79.8% 0.8467  47.0%
Adj. R- Adj. R- Adj. R-
Model fit R-square  square R-square  square R-square  square
R-square 0.6625  0.3749 0.2228  0.0622 0.2645  0.1125
Model significance Coeff. Fit VIF Coeff. F/t VIF Coeff. Fit VIF
Entire model 2.3040 ** 1.3872 1.7405 **
(Constant) 0.0486  0.5596 -0.0127  -0.2497 -0.9090  -1.4860
STRATEGY1 -0.0124  -0.4862 23 0.0132  0.6261 1.9 0.1820  0.7170 1.9
STRATEGY2 0.0505  1.8717 * 3.1 0.0222  1.3075 1.8 -0.3190 -1.5580 1.8
STRATEGY3 0.0597  1.3527 3.1 0.0107  0.4755 22 -0.1030 -0.3800 22
STRATEGY4 0.0659  2.1351 ** 4.0 0.0224  1.1759 2.0 -0.1150 -0.4990 2.0
STRATEGYS 0.0448  1.6711 3.8 0.0033  0.1575 2.9 0.3880  1.5280 2.9
TIMING1 0.1103  3.3579 *** 37 0.0437 22134 ** 15  -0.2160 -0.9100 1.5
TIMING2 0.0512  1.8913 * 52 0.0475  3.3404 *** 2.1 -0.1060 -0.6220 2.1
TIMING3 0.0564  1.7859 * 3.0 0.0429  2.1976 ** 1.4  -0.0330 -0.1400 1.4
ACQREGION2 -0.0216  -0.9743 22 -0.0075 -0.4992 1.5 -0.0830 -0.4560 1.5
ACQINDUSTRY 1 0.0133  0.5345 4.1 0.0156  0.8152 3.0 0.2810  1.2150 3.0
ACQINDUSTRY2  -0.0144 -0.4231 49  -0.0110 -0.4654 32 -0.0880 -0.3090 32
ACQINDUSTRY3 0.0222  0.4134 1.6 0.0462  0.6913 1.2 0.8980  1.1160 1.2
EXPERIENCEI -0.0705  -1.4649 25 -0.0595 -1.9691 * 1.3 -0.5740 -1.5800 1.3
EXPERIENCE2 -0.0069 -0.2747 3.1 -0.0274 -1.9463 * 1.4 -03160 -1.8660* 1.4
EXPERIENCE3 0.0264  0.7599 7.3 -0.0027 -0.1423 3.0  -0.0280 -0.1230 3.0
LNSIZE -0.0132 -1.2910 74 -0.0030 -0.5129 3.8 0.0190  0.2590 3.8
GROWTH -0.0245  -1.1670 1.9 -0.0102 -0.8044 1.5 0.3830  2.5140 ** 1.5
TARREGION1 -0.0237  -0.4828 1.3 0.3940  0.6680 13
TARREGION2 0.0514  0.7242 2.8 -0.0421 -1.2343 1.2 -0.1960 -0.4760 1.2
TARREGION3 0.1332 2.2576 ** 1.9 0.0550  1.2100 1.1 -0.2430 -0.4430 1.1
TARINDUSTRY 1 0.0361  1.6232 3.6 0.0019  0.1160 2.7 0.4640  2.3870 ** 2.7
TARINDUSTRY3 0.0079  0.2496 1.6 -0.0138 -0.5465 1.4 -0.1840 -0.6050 1.4
TARINDUSTRY4 0.0102  0.3691 3.8  -0.0062 -0.3403 2.1 0.2320  1.0650 2.1
LNRELVOLUME 0.0015  0.2368 3.1 -0.0002 -0.0478 3.0 0.0430  0.7220 3.0
TARNOTLISTED 0.0083  0.6565 1.5 -0.0340 -0.2210 1.5

DF: Change in F-statistic between initial and extended regression model according to Ramsey Reset test.

sig DF: Significance of change in F-statistic DF. Z: Kolmogorov-Smirnov Z-statistic.

asy sig: Asymptotic significance of Z-statistic Z. F/t: F-statistic for entire model, t-statistics for coefficients.

VIF: Variance Inflation Factors for coefficients.

STRATEGY indicates the geographical and industry focus of the transaction (national, cross-border EU, and cross-
border world transactions, further separated into within- and cross-industry transactions; reference case is national
within-industry), TIMING categorizes bottom (reference case), upswing, peak and downturn phases of the M&A
market, ACQREGION and TARREGION distinguishes transactions into EU-15 (reference), EU-25, Swiss and Nor-
wegian acquirers and targets, ACQINDUSTRY and TARINDUSTRY separates transactions into P&C (reference),
Life, Re, Agents/Brokers and other acquirer and target industries, EXPERIENCE indicates transaction experience of
the acquirer (reference case no; then little, extensive, and most experience), LNSIZE and GROWTH the size and
growth of the acquirer, and LNRELVOLUME the relative volume of the target compared to the acquirer, TARNOT-
LISTED for listing of the target. See section 4.2.3 for detailed descriptions of the explanatory variables.

*-%xkk Statistically significant at 10%, 5%, 1% or 0.1% level according to t-test.

* CERs in event window [-5; +5]. Data sample: Transactions of short-term deal sample included in BAHR analysis.

® Acquirer CARs in event window [-5; +5]. Data sample: Transactions which are included in BAHR analysis.

“ BAHRs across 3-year time horizon.
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model. The coefficients in the CER and the BAHR model are jointly significant
according to the F-test. However, none of the independent variables is significant

in all three models. For this reason, interpretation of coefficients shall rely on

both significant and insignificant variables, keeping in mind that coefficients of

insignificant variables may not necessarily be different from zero or might even

carry different signs on a data sample with more observations.**®

For hypothesis-related independent variables with significant coefficient

estimates, the regression results imply:

Geographical and industry focus (STRATEGY): In the short-term, any di-
versification strategy created value compared to full focus strategies, but in
the long-term, only full focus or full diversification strategies created value.

Timing of the transaction (TIMING): In the short-term, transactions in the
peak phase of the M&A market were rewarded by investors compared to
transactions during the bottom, but in the long-term, transactions in the bot-
tom phase proved superior.

Acquirer growth (GROWTH): In the short-term, value creation decreased
with speed of acquirer growth, but in the long-term, faster growing acquir-
ers generated more value than slower growing acquirers.

Transaction experience (EXPERIENCE): In the short-term and the long-
term, medium experienced acquirers destroyed value compared to inexperi-
enced and most experienced acquirers.

These findings are summarized in Figure 38.

245

Reduced models are not tested for two reasons. Firstly, stepwise reduction of independent va-
riables would result in different remaining variables in the three models. Secondly, the applied
regression models prove robust with respect to included variables as tested in section 4.3.2.2
and 4.4.2.2.
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Figure 38: Comparison of influence of determinants on value creation depend-
ing on time horizon of the analysis

4.5.3.2 Investor perspective

Long-term value creation may be related to investors’ initial assessment of an-
nounced M&A transactions. If this is the case, one could argue that the initial
assessment of the capital market is adequate with respect to value creation poten-
tial and its realization. However, one could also argue that the initial assessment
is “sticky” and actual potential and its realization only have minor influence on
capital markets assessment in the long run.** Still, important recommendations
for investors’ mid-term investment strategy can be derived.

In order to test the relationship between short- and long-term value creation,
the BAHR regression model as presented in section 4.4.2.2 is extended by short-

246 In other words, the direction of the cause-and-effect relationship is unclear.
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term value creation as another independent variable. Application of this regres-
sion model to CERs, restricted to those transactions in the short-term deal sample
which are also included in the BAHR analysis, does not yield significant esti-
mates for the CER variable for any long-term horizon against any short-term
event window. This also applies to regressions with acquirer and target CAR as
dependent variable. However, application of the BAHR regression model to
acquirers CARs on the long-term BAHR sample does yield significant coeffi-
cient estimates against the event window [-20; +20] days.**’ The regression re-
sults of the full model excluding acquirer CARs (the “base model”), the full mo-

del and the reduced model**®

including acquirer CARs (the “extended models”)
are presented in Table 44.

All three models are well specified according to the Ramsey Reset test. The
hypotheses that the regression residuals are normally distributed cannot be re-
jected. The extended models show even better explanatory power than the base
model according to unadjusted and adjusted R-squares. The coefficients in all
models are jointly significant according to the F-test. Significance of independ-
ent variables (other than acquirer CAR) in the extended models changes only
slightly compared the base model: The reduced extended model also indicates
significance of a STRATEGY indicator variable, and a TARINDUSTRY indicator
variable. However, directions of coefficients are comparable in all models.

The extended models show that the acquirer CAR is a strong indicator for
long-term value creation. With each percentage point increase of short-term
acquirer CARs, the BAHRSs after three years increase two to four percentage
points, depending on the regression model. The relation between both variables
is significant at 1% level.

In summary, shareholders may appreciate that European insurance M&A
created value in the average on a short-term horizon, and that the expected next

247 This event window is chosen as independent variable since its introduction into the regression
model most significantly changes the F-statistic. It is not necessary to include further short-
term CARs in other event windows, because the respective change in F-statistic is worse than
10% in all cases.

248 Based on the full model, coefficients with change of F-statistic less significant than 10% are
excluded stepwise. The following independent variables are excluded (in order): TARNOT-
LISTED, TARREGION, LNSIZE, ACOREGION, LNRELVOLUME, TIMING, and ACQINDUS-
TRY. Afterwards, independent variables more significant than 10% would be included step-
wise. No variable fulfills this criterion.
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Table 44: Results of multivariate regression models on capital market perspec-

tive
BAHR incl. CAR BAHR incl. CAR
BAHR (base model) Acquirer (full model) Acquirer (reduced model)
Modlel specification DF  sigDF DF  sig DF DF  sig DF
Ramsey Reset 0.0028  99.7% 0.1139  89.2% 0.9368  39.5%
Normality of residuals Z  asysig Z  asysig Z  asysig
K-S 0.8467  47.0% 0.7427  64.0% 0.7586  61.3%
Adj. R- Adj. R- Adj. R-
Model fit R-square  square R-square  square R-square  square
R-square 0.2645  0.1125 0.3353  0.1913 0.2770 _ 0.2063
Model significance Coeff. Fit Coeff. Fit Coeff. Fit VIF
Entire model 1.7405 ** 2.3283 *** 3.9189 *x*k
(Constant) -0.9090 -1.4860 -0.8857 -1.5161 -0.7874  -3.0877 ***
STRATEGY1 0.1820  0.7170 0.0820  0.3362 0.0605  0.2644 1.7
STRATEGY2 -0.3190  -1.5580 -0.3235  -1.6568 -0.3454  -1.8980 * 1.6
STRATEGY3 -0.1030  -0.3800 -0.0953  -0.3687 -0.1283  -0.5609 1.8
STRATEGY4 -0.1150  -0.4990 -0.1173  -0.5351 -0.1371  -0.6757 1.8
STRATEGY5 0.3880  1.5280 0.3379  1.3933 0.3225  1.4839 24
TIMING1 -0.2160  -0.9100 -0.2884  -1.2671
TIMING2 -0.1060 -0.6220 -0.2305 -1.3814
TIMING3 -0.0330 -0.1400 -0.1998  -0.8718
ACQREGION2 -0.0830 -0.4560 -0.1144  -0.6597
ACQINDUSTRY1 0.2810  1.2150 0.1419  0.6342
ACQINDUSTRY2 -0.0880 -0.3090 -0.0955 -0.3522
ACQINDUSTRY3 0.8980  1.1160 0.6701  0.8690
LNSIZE 0.0190  0.2590 0.0237  0.3479
GROWTH 0.3830  2.5140 ** 0.4764 32267 *** 03829 3.1127 *** 1.1
EXPERIENCE1 -0.5740 -1.5800 -0.7314  -2.0904 ** -0.7856  -2.4232 ** 1.1
EXPERIENCE2 -0.3160 -1.8660 * -0.2259  -1.3817 -0.2232  -1.4782 13
EXPERIENCE3 -0.0280 -0.1230 0.0381 0.1755 -0.0799 -0.5130 1.6
TARREGION1 0.3940  0.6680 0.4023  0.7147
TARREGION2 -0.1960 -0.4760 0.1315  0.3266
TARREGION3 -0.2430  -0.4430 -0.5515  -1.0413
TARINDUSTRY'1 0.4640  2.3870 ** 0.4421 23796 ** 0.5369  3.1006 *** 24
TARINDUSTRY3 -0.1840  -0.6050 -0.1781  -0.6126 -0.0576 -0.2116 13
TARINDUSTRY4 0.2320  1.0650 0.2620  1.2596 0.3206  1.7165 * 1.7
LNRELVOLUME 0.0430  0.7220 0.0439  0.7654
TARNOTLISTED -0.0340 -0.2210 -0.0443  -0.3038
CAR Acquirer [-20; +20] 2.2723  3.5756 *H** 2.1135  3.7095 **** 1.1

DF: Change in F-statistic between initial and extended regression model according to Ramsey Reset test.

sig DF: Significance of change in F-statistic DF. Z: Kolmogorov-Smirnov Z-statistic.

asy sig: Asymptotic significance of Z-statistic Z. F/t: F-statistic for entire model, t-statistics for coefficients.

VIF: Variance Inflation Factors for coefficients.

STRATEGY indicates the geographical and industry focus of the transaction (national, cross-border EU, and cross-
border world transactions, further separated into within- and cross-industry transactions; reference case is national
within-industry), TIMING categorizes bottom (reference case), upswing, peak and downturn phases of the M&A
market, ACQREGION and TARREGION distinguishes transactions into EU-15 (reference), EU-25, Swiss and Nor-
wegian acquirers and targets, ACQINDUSTRY and TARINDUSTRY separates transactions into P&C (reference),
Life, Re, Agents/Brokers and other acquirer and target industries, EXPERIENCE indicates transaction experience of
the acquirer (reference case no; then little, extensive, and most experience), LNSIZE and GROWTH the size and
growth of the acquirer, and LNRELVOLUME the relative volume of the target compared to the acquirer, TARNOT-
LISTED for listing of the target. See section 4.2.3 for detailed descriptions of the explanatory variables.

*wkE Statistically significant at 10%, 5%, 1% or 0.1% level according to t-test.




5 Case Studies on Value Creation by M&A
in the European Insurance Industry

5.1 Objectives

Empirical studies on insurance M&A conclude that completed transactions creat-
ed value over a short- and long-term horizon. The empirical analyses in this
study find that European transactions between 1990 and 2005 created an average
value of USD 30 mn per deal in the short-term,”’ and USD 130 mn per deal in
the long-term.”' Prior research, mostly focused on the U.S. P&C insurance in-
dustry and short-term effects around announcement of transactions, found even
stronger value creation.”*

However, the question of determinants of success has not yet been answered
satisfactory. Prior research analyzes mostly different sets of determinants, and
obtains contradictory results for those determinants included in several studies.
For example, this study and Floreani and Rigamonti (2001) observe that in the
short-term, fully diversifying transaction strategies pay off for investors in the
combined entity, but Cummins and Xie (2005) obtain the result that any geogra-
phical or industry diversification is significantly worse than full geographical
and industry focus.*”

Consequently, recent research on value creation in M&A in general turned
from examining large samples of transactions to analyzing individual cases, in
order to better account for specifics of transactions.”>* This study shall thus

250 Event window [-20; +20] days around announcement, see section 4.3.2.1.

251 3-year time horizon, see section 4.4.2.1.

252  For a detailed overview and comparison to findings of this study, see section 4.5.1 and 4.5.2.

253 See section 4.5.1.2.

254 E.g., Calomiris and Karceski (1998), Pilloff and Santomero (1998), Calomiris (1999) employ-
case study techniques to analyze efficiency gains of and value creation from bank mergers.
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broaden the perspective of prior research on value creation in insurance M&A>>
by employing case study techniques to individual transactions by European in-
surers. Specifically, two cases shall be analyzed on the level of the transactions
partners. The objectives for these case studies are twofold: Firstly, occurrence of
drivers and hurdles for M&A?*® shall be tested. Secondly, the influence of the
transaction conduct (“process perspective”) on value extraction shall be further
investigated.

Section 5.2 develops an analysis approach that supports both objectives
based on quantitative™’ and qualitative evidence®* along motives, conduct and
outcome of the transactions. Hypotheses of sources of value creation are tested
by identifying M&A motives, linking these motives to concrete performance
measures where possible, and comparing pre- and post-transaction performance
to the market median. Theory on the influence of the transaction conduct on
value creation is elaborated and extended by identifying root causes for (under-)-
achievement of planned M&A benefits in the pre- and post-acquisition process.
Jemison and Sitkin (1986) introduced this “process perspective” to the field of
M&A success studies in the mid-1980s, and Pablo et al. (1996) argue that “al-
though better outcomes [of transactions] are associated with choosing a better
target, negotiating a better financial deal, or expertly identifying and successfully
sharing key strategic complementarities, the degree to which these events are
likely to occur depends upon characteristics of the process used to make and im-
plement acquisition decisions”.

Section 5.3 selects cases following a theoretical sampling approach.”” The
cases shall include extreme transaction types such as “long-term value creating”
vs. “long-term value destroying”, and replicate insurance industry specifics
through focusing on long-tailed businesses reinsurance and life insurance (as
opposed to P&C insurance). Further on, a short overview of the selected cases is
provided. Section 5.4 and section 5.5 present evidence on the two transactions,

255 Prior case study research in the financial institution industry focuses on bank mergers.

256  See chapter 2.3.

257 E.g., capital market reactions, market share, financial performance.

258 E.g., management reports, comments of financial analysts, statements of rating agencies.

259 Eisenhardt (1989) argues that for theory-building case study research, statistical sampling is
not preferable. In fact, theoretical sampling allows to “fill theoretical categories and provide
examples of polar types”.
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and analyze case data along the approach laid out in section 5.2. The findings are
reviewed in the context of prior research. Section 5.6 summarizes determinants
of value creation identified in the case studies, and discusses these in the context
of the event study results.

5.2 Analysis approach

5.2.1 General approach

The transactions shall be discussed following the four-step approach illustrated
in Figure 39. Firstly, motives for the transactions are derived from an analysis of
the general market environment and the specific position and development of the
transaction partners. The general market environment is captured through exami-
nation of the market concentration, the momentum in the M&A market, and
fundamental drivers for M&A. After a short review of the history and organiza-
tion of the transaction partners, their business model and financial perform-
ance’® is discussed in detail. The utilized financial performance measures are
developed in section 5.2.2. From these descriptive analyses, drivers and hurdles
of the transaction are derived along the framework presented in chapter 2.3.2.
The potential M&A benefits are linked to concrete performance levers which
they seek to address.

Secondly, the conduct of the transaction is described in three sections. The
first section portrays the transaction process along the framework developed in
chapter 2.2.3, compares it with the evolution of market rumors, and draws infer-
ence on the pursued transaction strategy. The second section discusses core ele-
ments of the deal structure. The third section presents core aspects of the post-
merger integration process.

Thirdly, value creation by the transaction is examined. This step begins with
an analysis of short- and long-term capital market reactions to the announcement

260 The analysis includes the stand-alone performance of the transaction partners, as well as their
performance compared to their industry peers (“market-adjusted performance”).
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Figure 39: Case study analysis approach

and execution of the transaction. These reactions are discussed in light of major
events during the conduct of the transaction. Afterwards, the event study results
of chapter 4 for the particular transactions are examined to gain insights into
abnormal returns and value creation. Finally, the development of the acquirers’
and targets’ financial performance is studied.

As the fourth and last step, the core findings of each previous step are re-
viewed. Hypotheses on M&A benefits (derived in step 1) are tested through
comparing linked pre- and post transaction financial performance (presented in
step 3). Process-related determinants of value creation are identified in the light
of the conduct of the transaction (“process perspective”, illustrated in step 2).

5.2.2 Measurement of financial performance

The analysis of the transaction partners’ financial performance is a central ele-
ment of the case studies. Planned M&A benefits are linked to drivers of financial
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performance where possible. Thus, comparison of pre- and post-merger perform-
ance drivers allows to objectively assess the transaction success.

The measurement of financial performance shall be derived from a capital
market perspective. According to McKinsey & Company (2005, p. 55), company
value can generally be decomposed into the drivers cash flows to shareholders,
expected growth of these cash flows, and cost of capital reflecting the riskiness
of a business. For insurance companies, the common valuation basis are earnings
minus excess capital accumulated in the respective period of time (not cash

flows).>!

Due to limited data availability, this study shall analyze several profit-
ability measures derived directly from earnings as reported.* Further on, riski-
ness is assessed based on several insurance specific measures. Discussion of
these solvency measures is additionally important since they also capture capital
strength from a company perspective (going concern) or a narrower™® policy-
holder perspective (ability to meet obligations) according to Pentikdinen (1967).
The following subsections review and select measures of solvency, profitability,
and growth for assessment of the financial performance of the transaction part-

ners.

Solvency

O’Neil (1984) defines solvency as a state of an insurance company where the
surplus®® satisfies a certain condition, e.g., being larger than a certain level of
minimum required surplus or larger than zero.”®® Concrete definitions of sol-
vency differ by stakeholders such as supervisors and rating agencies, by jurisdic-

261 The Actuarial Standards Board (1991, p. 7) requires to use earnings, not cash flows, for actu-
arial appraisal. Toole and Herget (2005, p. 112) base their appraisal methodology on after-tax
earnings minus increase in required capital. Tremblay (2006, p. 5) reviews a methodology to
compute embedded value and employs an analogous approach.

262  Accumulation and decumulation of (excess) capital is also visible in the solvency analyses, see
further below.

263 The policyholder perspective is narrower since it allows for liquidation of the company.

264 Surplus is the statutory term for the difference of the long-term value of assets and liabilities.
Accounting term would be capital.

265 Other terms typically used in the context of capitalization of insurance companies are solidity
and solvency margin. O’Neil (1984) defines the former as a state where the insurer additionally
has long-term capacity to pay claims, expenses, sufficient dividends, retain earnings for growth
and continue its operations. Pentikdinen (1967) uses the latter term interchangeably with sur-
plus. However, nowadays solvency margin is typically understood as the ratio between current
surplus (available capital) and minimum required surplus (required capital).
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tion, and by time period. For example, current European regulatory requirements
(“Solvency 1) are merely a function of premiums, claims, reserves, sum at risk
and capital. Investment risk is not accounted for explicitly.”*® However, the cur-
rent U.S. American regulation with respect to capitalization, Risk Based Capital,
includes three types of investment risks.””” The European Solvency II measure,

2,268 offers an even

with expected implementation date between 2009 and 201
more sophisticated factor-based model, linked to company specific risk exposure
and diversification.” The current rating model of Standard & Poor’s already
includes detailed breakdown to risk drivers, both on the investment and insur-
ance side. However, even simple solvency measures such as Solvency I are nei-
ther published nor computable from public account data.””® Thus, alternative,
simpler measures need to be selected.

For P&C insurance, Settnik (2006, pp. 279) proposes to use equity plus
equalization reserves divided by gross premiums earned. McKinsey & Company
(2006a) additionally increases equity by unrealized investment gains, and uses
the sum of a factor-based estimate for insurance, investment and general risk as
the denominator. Standard & Poor’s (1996, p. 23) defines the reciprocal value
(net premiums earned divided by shareholders’ equity) as “operating leverage”.
In addition, they report reserves leverage (technical reserves divided by pre-tax
net income), and reserves ratio (technical reserves divided by net premiums
earned). For life insurance, Settnik (2006, pp. 279) use equity divided by gross
technical reserves (“equity reserves ratio”). McKinsey & Company (2006b)
additionally increases equity by unrealized investment gains, unallocated provi-
sions for premium refunds and terminal surplus shares. The sum of the estimated
investment, mortality and general business risk is the denominator.

This study reports all of the above mentioned ratios and additionally in-
cludes the equity ratio (shareholders’ equity divided by total assets) as the stan-
dard measure of capitalization of financial institutions for the sake of complete-

266 See European Council (1973, 1979, 2002a, 2002b).

267 See Zeppetella (2002).

268 E.g., ING (2006) assumes 2012, Towers Perrins Tillinghast (2006) assumes at the beginning of
2010, and CEA (2007) assumes during 2009.

269 European Commission (2002a, 2002b).

270 Sum at risk and other significant input factors are not publicly reported.
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ness. The granularity of each measure is limited due to unavailability of detailed
industry peer data. Figure 40 presents the detailed definitions.

Profitability

This study utilizes relative profitability measures as opposed to absolute profit-
ability measures in order to ensure comparability between the acquirer, the tar-
get, and their industry peers. The following discussion of applicable measures is
focused on accounting measures, since value based measures (e.g., present value
of profits divided by present value of future premiums) are not publicly reported.
Major relative, accounting based measures comprise return on equity and return
on premiums.

e  Return on equity: Amel et al. (2003) use return on equity to measure per-
formance for insurance companies.”’' The Geneva Association (2004) finds
that large European insurance groups typically use return on equity to mea-
sure profitability, whereas definition of equity ranges from risk adjusted ca-
pital, IFRS equity, economic capital to embedded value.”’” Standard &
Poor’s (2007a, 2007b) uses return on equity besides return on assets and re-
turn on revenues, but with less emphasis due to its dependency on the capi-
tal structure of the company.””” McKinsey & Company (2006a, 2006b) uses
after tax return on equity”’* for P&C and life.

e Return on premiums: Settnik (2006, p. 289) measures profitability as return
on revenue, which relates profit’” to gross earned premiums. Standard &
Poor’s (2006) uses return on revenue defined as pretax operating income
divided by the sum of net premiums earned, net investment income, and
other income. McKinsey & Company (2006a, 2006b) uses return on gross
earned premiums for P&C*'® and life.?”” Standard & Poor’s (2007a, 2007b)

271 Detailed specification of the used return and equity measures is not given.

272  The return measure is not specified further.

273 Neither the return nor the equity measure is specified further.

274 Return including change of equalization reserves (P&C only). Uncalled capital is subtracted
from equity.

275  Settnik (2006, p. 289) uses unadjusted profits after tax for life and health insurance, and profits
after tax for P&C. Unadjusted profits equal profits plus cost of premium refund.

276 Return is before change of equalization reserves and before tax. Earned premiums are adjusted
for change of premium refund provisions.
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argue that return on revenues best measures operating profit because it is
independent of leverage and includes underwriting and investments results
as sources of value.

o Other measures: Standard & Poor’s (2007a, 2007b) additionally draws on
return on assets.”” They note that return on assets is their principal measure
for life insurance companies, because many life insurance segments (except
for risk lines such as term life or annuities) are asset accumulation business.
Another popular profitability measure for life insurance companies is return
on reserves. Technical reserves are regulated and thus not as prone to man-
agement decisions as equity or earned premiums. Further on, technical re-
serves are less sensitive to the life insurance business mix between single
and recurring premium contracts than return on premiums.>”

This study shall analyze profitability based on all of these measures except for
return on assets since profitability of the investment management function is cap-
tured separately, see further below. The granularity of return, equity and pre-
mium definitions is limited due to unavailability of detailed industry peer data.
Figure 40 presents the chosen profitability measures and their detailed defini-
tions.

Profitability shall be further decomposed into its drivers to capture effec-
tiveness and efficiency of the insurance company. Major drivers of the common
nominator return are premiums, losses and loss adjustment expenses (LAE),
operating expenses, and net investment result.*’

For P&C insurers and reinsurers, underwriting effectiveness is measured as
losses and LAE relative to premiums, and typically referred to as “claims ratio”
or “loss ratio”. Underwriting efficiency is measured as operating expenses™' re-

277 Return is unadjusted profit plus cost of premium refund plus direct refund. Settnik (2006,
p- 289) uses a similar definition.

278 Return is after tax and after policyholder dividends.

279 Increased sensitivity to business mix traditional vs. unit-linked contracts of this measure is not
an issue, because the latter contracts are of minor importance for transaction partners in the life
study at the relevant point in time.

280 See Rockel et al. (2005), pp. 220.

281 Operating expenses exclude investment expenses and thus only relate to underwriting business,
see Rockel et al. (2005), pp. 221.
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Figure 40: Definitions of financial performance measures
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lative to premiums, and typically referred to as “expense ratio”. The sum of both
ratios is known as “combined ratio”. Calandro and Lane (2002) and Swiss Re
(2006) define the relevant premium basis for the claims ratio as earned premi-
ums, and for the expense ratio as written premiums. McKinsey & Company
(2006a) consistently uses earned premiums for both ratios,™ but introduces
further adjustments.®* Swiss Re (2006) further on suggests to use an economic
combined ratio based on net present values of claims, expenses, and policyholder
dividends. Klumpes (2006) summarizes further, more granular efficiency mea-
sures for utilization in data envelopment analyses.

For life insurers, McKinsey & Company (2006a) uses an analogous defini-
tion for claims and expense ratios. Correctly, they do not explicitly compute the
combined ratio as a result since measures should be interpreted with care (if at
all) for life insurers. Major pitfall of the claims ratio as a measure of under-
writing effectiveness in life insurance is that incurred losses relate to contracts
originated many years ago, but premiums mostly relate to new business.”** Most
important shortcomings of the expense ratio are that acquisition costs are mostly
driven by sum of premiums as the major component of the provisioning model,
and administration costs are mostly driven by number of contracts in the in-force
book.

This study utilizes combined ratio, claims ratio, and expense ratio as indica-
tors for underwriting effectiveness and efficiency. Due to unavailability of de-
tailed industry peer data, earned premiums are chosen as the reference basis for
these ratios. In addition, net investment result divided by total assets is reported

285
)

(“net investment yield”)* to capture effectiveness and efficiency of the invest-

ment management. For consistency with assessment of the underwriting func-

282 The rationale is to use earned instead of written premiums in jurisdictions where acquisition
costs are deferred.

283 The “extended combined ratio” for P&C insurers is defined as claims ratio plus expense ratio
plus other expenses/revenues ratio. Claims are defined as claims payments plus change of
reserves minus direct credit, divided by earned premiums.

284 Earned premiums include annual premium payments of in-force recurring premium contracts.

285 Total assets include non-operative investments such as strategic participations and receivables.
Due to unavailability of detailed industry peer data, the indicator cannot be adjusted for these
non-operative investments. Further on, “fair” assessment of investment management perform-
ance may consider restrictions imposed by underwriting or ALM, and riskiness of the asset al-
location. Required data for respective adjustment is not publicly reported.
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tion, net investment result divided by earned premiums is also shown (“net in-
vestment result ratio”). Figure 40 presents the chosen profitability measures and
their detailed definitions.

Growth

In McKinsey & Company’s (2005, p. 55) discussions, growth as a driver for
company value refers to annual percentage change of cash flow. Since insurance
appraisal is based on earnings, not cash flows, this study reports percentage
change of earnings. Further on, growth of premiums is additionally included as a
flow measure, and growth of total assets, technical reserves, and sharcholders’
equity as stock measures. Growth of premiums is included because it is the basis
for market share comparisons. Growth of total assets is reported to account for
the importance of investment management especially for life insurers, but also
for reinsurers.”*® Technical reserves are reported because they indicate the size of
the in-force business. Sharcholders’ equity complements the balance sheet. Addi-
tionally, the respective bases to measure growth are reported in a separate cate-
gory “size” for the sake of completeness. Figure 40 presents the detailed defini-
tions.

5.3 Overview of selected cases
5.3.1 Selection of case studies

The case studies are selected from the long-term data sample®®’ along the five
criteria acquirer and target industry, value creation, announcement date, trans-
action volume, and acquirer and target country.”® They should fulfill the follow-
ing characteristics:

286 The mere underwriting function of reinsurers is often unprofitable: Market average combined
ratios between 1989 and 1996 are well above 100%, see Figure 46.

287 See section 4.2.

288 These are all data sample filter criteria (complemented by value creation), which allow obser-
vations with multiple parameter values to remain in the deal sample. E.g., acquirer country in-
cludes all European countries, Switzerland and Norway.
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e Acquirer and target industry: The case studies should include a reinsurer
and a life insurer transaction due to their long-tailed business.”*’

e Value creation: The case studies should include a long-term value creating,
and a long-term value destroying deal.

e Announcement date: The two case studies should capture different phases of
the M&A cycle. The empirical analyses in section 4.2.3 defined the bottom
phase to range from 1990 to 1995 and from 2001 to 2005, the upswing
phase as the year 1996, the peak phase from 1997 to 1999, and the down-
turn phase as the year 2000.

o  Transaction volume: The transaction volume should be sufficiently large
compared to the acquirer size in order to ensure visibility of M&A effects in
capital market reactions and financial performance measures.

o Acquirer and target country: The case studies should include a cross-border
transaction.

Figure 41 presents a short list of transactions that satisfy the criterion “acquirer
and target industry is reinsurance”. Munich Re’s acquisition of American Re is
selected as the first case study, since it presents the largest transaction ever in
this industry for European acquirers between 1990 and 2005. Further on, it
marks the starting point for European involvement in the transatlantic reinsur-
ance consolidation wave beginning in 1995. Finally, it fulfills the “transaction
volume” criterion with a relative transaction volume of almost 30%.

Figure 42 presents a short list of transactions, which satisfy the criterion
“acquirer and target industry is life insurance”. Further on, “announcement date”
is restricted to transactions in the peak of the M&A market in the life insurance
industry (1999) and the year of the downturn (2000), since the first case study
examines a transaction in the upswing, and five years of operative performance
data should be available after the transaction given the long-term nature of the
life insurance business. The merger between CGU and Norwich Union is selec-

289 The characteristics of these business lines are highly specific for insurance companies, and may
be only partially captured even through long-term even study analyses.
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Figure 41:
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[] selected

Acquirer/ AXA Colonia Generali CGU buys ERGO buys
Target buys Albingia buys INA Norwich Union Bayerische Vita
Announcement 1999 1999 2000 2000
date
Transaction  Absolute 1.0 10.2 11.9 0.6
volume (USD bn)

Relative 44 34 71 5

(Percent of

MV acquirer)
Country DE - DE IT-IT GB-GB DE-IT
Industry Life - Life Life - Life Life - Life Life - Life
Long-term BAHR 3.2 211 251 18.5
value creation (Percent)

Value 0.1 6.6 4.2 2.0

(USD bn)
Short-term CER -3.5 -4.8 5.6 19.3
value creation (Percent)

Value -12.0 -392.4 697.8 147.9

(USD mn)

Figure 42: Short list of possible transactions for life insurance case study

ted for the second case study, since the relative transaction volume is the highest
amongst the presented transactions. Further on, this transaction built the nucleus
for the highly successful UK life insurer Aviva.

5.3.2 Overview of case studies

The first case study examines Munich Re’s acquisition of American Re, an-
nounced on 14 August 1996.° In that year, M&A momentum was picking up,

290 The first case study focuses its analyses on the two transaction partners Munich Re and Ameri-
can Re. Two other bidders were shortly involved, but their identity remained undisclosed.
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possibly due to stagnating premium growth in the reinsurance market and strong
margin pressure from underwriting and fixed income markets. Munich Re
(“Miinchener Riickversicherungsgesellschaft A.G.”) is a public company estab-
lished in 1880, and by the time of the acquisition the world’s largest reinsurance
provider by premiums. Although it had begun international expansion in 1886,
its business was still strongly dependent on the European traditional reinsurance
market. In the late 1990s, Munich Re came under pressure: Capital markets ex-
pressed high growth expectations in its valuation, but Munich Re’s market share
was declining for several consecutive years. American Re (“American Re-
Insurance Company”’) was a private equity owned company established in 1917.
It embarked on international expansion only in the 1970s, but remained focused
on the North American traditional but also nontraditional reinsurance market. In
1996, American Re was the 11" largest reinsurer in the world and 3™ largest
reinsurer in the U.S.*"!

On 14 August 1996, Munich Re announced to acquire American Re for
USD 3.3 bn cash-only at 11% premium to previous day’s closing. Munich Re
negotiated the acquisition in a short controlled auction process, and reached
agreement with American Re’s Board of Directors and its controlling share-
holder, KKR, for the equity acquisition through a reverse triangular merger. The
post-acquisition integration can be separated into three phases: Integration of
staff, integration and streamlining of the organization, followed by restructuring
of the U.S. business. The latter became necessary after reserve issues of the U.S.
liability business, partly written after the acquisition between 1997 and mid-
2002, required total reserve strengthenings of USD 5.4 bn (equivalent to 2.6
percentage points of Munich Re’s loss ratio). Capital markets lost faith in Mu-
nich Re’s growth story, and Munich Re’s market valuation spiraled downwards.
Consistently, the event study finds CER of 6.4% in the event window [-20; +20]
days around announcement, but a BAHR of —179.6% over three years. However,
the post-transaction financial performance of Munich Re does not entirely sup-
port this reaction: Profitability improved slightly compared to the market me-

291 Whether or not there would have been strategic alternatives for Munich Re to grow inorgani-
cally besides American Re is difficult to assess from today’s perspective. Given the depen-
dence on Europe, international diversification was probably an adequate decision. In the U.S.
market, American Re was the only reinsurer left for acquisition, see arguments above.
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dian, premium growth picked up significantly, however solvency and credit
ratings worsened notably.

The second case study examines CGU’s merger with Norwich Union (NU)
in the year 2000, which built the nucleus for the successful life insurer Aviva.
The M&A cycle in the European insurance industry entered a downturn phase
after having reached its peak in 1999. CGU was a public company, resulting
from the mergers of Commercial Union, Hand-in-hand, and General Accident,
and by the time of the merger Britains second largest life insurer and third largest
non-life insurer, with a focus on the UK and European life insurance markets and
a non-life orientation beyond Europe. NU converted from a mutual society to a
public company in 1997, and was focused on the UK life market.

On 21 February 2000, CGU and NU announced that the Boards of both
companies have agreed on a nil-premium all-shares merger on 18 February 2000
after week long negotiations. Post-merger integration began immediately after-
wards, whereas three work streams can be distinguished: Retention and integra-
tion of staff, realignment of lines of businesses and distribution, and integration
of operations. The integration process was reported as completed at the end of
2001. After a short share price drop of both transaction partners, capital markets
reacted positively to the merger. The event study finds a CER of 5.6% in the
event window [-20; +20] days around announcement, and a BAHR of 25.1%
over three years. Indeed, the transaction partners realized economies of scale,
although less so than planned, to improve their overall profitability and gained
market share in the UK and European life markets. Figure 43 presents an over-
view of both case studies.
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Figure 43: Overview of case studies
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5.4 Case study A: Munich Re acquires American Re
(1996)

5.4.1 Motivation for the transaction

5.4.1.1 Market environment

The acquisition of American Re by Munich Re marked the starting point for the

1292

consolidation of the global™* reinsurance market. The 5-firm concentration ra-

tios®”

between 1994 and 1998 were still rather low compared to the European
primary non-life insurance market (average of 52% across European countries),
and the European primary life insurance market (average of 62% European coun-

s 294
tries),”

see Figure 44. However, market concentration rose notably in 1999: The
5-firm concentration ratio increased by 8 percentage points from 52% to 60%.
The consolidation process was driven by largest insurers, as the 10-firm and
especially 15-firm concentration ratios only increased marginally in these years.
M&A was a major driver for the observed reinsurance market concentra-
tion: The transaction data sample presented in Figure 45 shows an increasing
M&A market momentum beginning in 1996 for the European reinsurance indus-
try,* despite contradictory expectations for the global market.”*® Societe Com-
merciale de Reassurance was the first European reinsurer in the 1990s to pursue
an M&A strategy by announcing the acquisition of The Allstate Life Insurance
CO, a U.S.-based life primary insurer, on 23 July 1996 for USD 0.5 bn. Munich

Re followed on 14 August 1996 by announcing its acquisition of American Re

292 The geographical scope of the reinsurance market is global: Swiss Re (1998) and Cummins and
Weiss (2000) analyze consolidation of reinsurance providers on a global basis.

293 This section discusses market concentration following the methodology applied in section
2.3.1. The concentration of the global reinsurance market is measured by concentration ratios,
defined as “the percentages of total industry output [...] which a given number of large firms
account for”, see OECD (1993). The total industry output is defined as net reinsurance premi-
ums written, as provided by Standard & Poor’s (1995-1999).

294 Section 2.3.1 provides detailed information on the status of consolidation of the respective
markets.

295 Analysis based on long-term deal sample, see section 4.2.

296 Standard & Poor’s (1997, p. 33) expects pace of consolidation to slow down compared to
1996.
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Year of
transaction
I:l First 5 reinsurers I:I Reinsurers 5 - 10 - Reinsurers 10 - 15
84 0
Percent 77 78 “ n
47 [ e 21
[Es 2
20 21 “18%
Ik ] N | pts
60
42 48 49 52
Total net re-
insurance
premiums 1994 95 97 98 1999
written
USD billions 70.3 82.5 77.6 80.9 77.3
* Net reinsurance premiums written of top consolidated groups divided by total net reinsurance premiums
written of top 100 unconsolidated reinsurers
Source: S&P Global Reinsurance Highlights (1995-1999)

Figure 44: Development of global reinsurance market concentration

for USD 3.3 bn, the largest reinsurance-focused transaction recorded between
1990 and 2005 in Europe. Consolidation beyond Europe already began two years

earlier when General Re, the third largest™’

U.S. based reinsurer, and Employers
Re, the largest U.S. based reinsurer, announced to acquire Cologne Re and
Frankona Re in June 1994 and March 1995, respectively.

The increase in momentum of the global reinsurance M&A market was
driven by fundamental changes in underwriting markets.”®® Firstly, reinsurers’

profitability was under pressure. Although their underwriting performance im-

297 Based on net written premiums 1994 according to Standard & Poor’s (1995) list of world’s 20
largest consolidated reinsurance groups.

298 By the time of the transaction, capital markets partially reflected these changes. In 1993, re-
insurance carriers achieved a 22 percentage points higher TRS than the S&P 500 Composite
index (10 percentage points higher TRS than the MSCI world index), but in 1995 a 10 percent-
age points lower TRS (8 percentage points higher TRS).
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Figure 45: Development of M&A transactions® between 1990 and 2005
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Year of
Percent transaction
115 14,2
1129 1124

110,5

110
107,6
1058 05,1

105
100
95
90

1989 90 91 92 93 94 95

Source: Standard & Poor’s Global Reinsurance Highlights (1995, 1997)

Figure 46: Development of global combined ratios (percent)

proved notably since 1992, see Figure 46, particularly traditional reinsurers were

urged to strictly control combined ratios for three reasons:

Bermudan reinsurers achieved significantly better underwriting perfor-
mance. For 1994, Standard & Poor’s (1996, p. 22) reported a combined ra-
tio of only 69.2% (5-year weighted average of 83.7%), compared to com-
bined ratios of 106.0% (110.2%) in Germany, and 106.0% (108.0%) in the
United States. As a result, the pressure on renewal pricing increased in an
already softening market: U.S. and European players needed to lower rates
to be able to avoid losing volume to Bermudan reinsurers.

Renewal rates decreased since the reinsurance market entered the soft phase

of the underwriting cycle.”” While a hard market prevailed between 1986

299

Rubin (2000) defines underwriting cycle (also known as price cycle) as the “tendency of pro-
perty and liability insurance premiums, insurers’ profits, and availability of coverage to rise
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Figure 47: Development of insured losses (USD mn, 2005 prices)

and 1993,° anew falling prices in 1995/1996 renewals confirmed softening
of the reinsurance cycle,”®' especially for the U.S. and European property
market, and the South American catastrophe market. Standard & Poor’s
(1996, p. 15 and 25) additionally predicts increasing international competi-
tion in motor insurance’® and large commercial risks,’” leading to higher
pressure on reinsurance pricing.

Insured catastrophe losses increased strongly after 1988 (see Figure 47),
adding to uncertainty but possibly also necessity to re-estimate expected

300
301
302

303

and fall with some regularity over time.” The market phase of high premiums, high profits, and
lower coverage are called “hard market”, the opposite situation “soft market”, see e.g., Leng
and Meier (2002).

See World Insurance Report (16 June 1995).

See Reactions (26 February 1996).

Direct (phone) sales became increasingly popular in the primary insurance market. Direct phy-
sical presence in the target market was not required, thus increasing international competition.
German “Konsortialkommissionen” for evaluating large commercial risks were abolished, thus
increasing openness of the market to international players.
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losses as more data becomes available.*™ Besides increasing catastrophe
losses, Standard & Poor’s (1996, p. 10) expects further reserve strengthen-
ing for environment and asbestos liability for primary insurers, with signifi-
cant spill over to reinsurance carriers.

At the same time, especially American reinsurers may not have been able to
compensate rising loss ratios through an increase in investment performance:
They were invested by two thirds in fixed income instruments, and only by one
fifth in shares’® in an environment of sharply declining interest rates®” but fa-
vorably equity markets, see Figure 48 and Figure 49. The situation is less severe

—— US2year = = = GER2year
10,0% = = US 10year* = * = GER 10 year*

Year of
9,0% =\ s r"‘ transaction
8,0%
7,0%
6,0%
5,0%
4,0%
3,0%
2,0%

1.0%

0,0%
Jan-91 Jul-91 Jan-92 Jul-92 Jan-93 Jul-93 Jan-94 Jul-94 Jan-95 Jul-95 Jan-96 Jul-96 Jan-97 Jul-97 Jan-98 Jul-98 Jan-99 Jul-99 Jan-00 Jul-00

* Swap rates
** Government bond rates
Source: Bloomberg

Figure 48: Development of U.S. and German fixed income rates

304 Reinsurers acknowledged this fact by signing a co-operation pact to help arrest global warming
after voicing concerns over worsening trend in storm damage and global warming leading to
increased volatility of weather conditions on inter-governmental climate summit in Berlin/Ger-
many (Reactions, 16 January 1996).

305 Standard &Poor’s (1996, p. 23).

306 In times of falling interest rates, the asset-short duration mismatch leads to faster increase of
liability value than increase of fixed income instrument value.
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Figure 49: Development of equity market total return to shareholders (indexed,
31.1.1991 = 100)

for German reinsurers, which were invested only by one fourth in fixed income
instruments but by almost 50% in equity.

Secondly, premium growth rates were declining since 1986, see Figure 50.
Nevertheless, Standard & Poor’s predicted growth from three sources in 1996:

e Nontraditional reinsurance (“financial reinsurance”) was to become more
popular, and reinsurers would see themselves more and more as “providers
of capital” instead of providers of reinsurance.*”’

e Increasing volume and complexity of primary life insurance markets would
lead to an increase in demand for experienced reinsurers.*”®

e  Primary insurance cover picked up in Southeast Asian and Latin American,

thus increasing total reinsurance demand in these markets.**

307 Standard & Poor’s (1996, p. 8).
308 Standard & Poor’s (1996, p. 17).
309 Standard & Poor’s (1996, p. 8).
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Figure 50: Development of real reinsurance premium growth rates (percent)

Thirdly, solvency margins were likely to deteriorate. Available capital of re-
insurers could decline as profits were under pressure, but also because reinsurers
may have been forced to increase dividend payout ratios: Standard & Poor’s
(1996, p. 15) argue that increasing investor sophistication and international
transparency would increase pressure on dividending, and lead to declining capi-
tal adequacy ratios and decreasing run-off profits. Secondly, the cost of equity
increased with rising risk free rates, see Figure 48. The two following sections
illustrate that these market conditions generally applied to Munich Re, and dis-
cuss the specific situation of Munich Re leading to its bid for American Re.

5.4.1.2 The transaction partners: Munich Re

Munich Re was established in 1880 by Carl Thieme, who was then employee of
Cologne Re, the worldwide first reinsurance company, founded 34 years earlier.
Already 6 years after its foundation, Munich Re opened offices across Europe,
and went to the stock market only 8 years later. In 1899, it opened an office in
the United States, and further expanded its international activities even through-
out difficult times of the first and second world war. In 1955, Munich Re opened
a P&C reinsurance subsidiary in New York, closely followed by a life subsidiary
in Atlanta in 1959. Although growth in North and Latin America strengthened
afterwards, management was not yet satisfied and consequently decided in 1996
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Figure 51: History of Munich Re
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to pursue the landmark acquisition of American for USD 3.3 bn. Figure 51 pre-
sents the history in further detail.

Munich Re is a publicly listed German company (“Aktiengesellschaft”).
Five block holders held 60% of its paid-in capital of DM 813 mn (USD 535 mn)
as of 30 June 1996.>'° The remaining 40% of share holdings were free float. The
consolidated Munich Re Group embraces the Munich Reinsurance Company,
which is writer of the largest part of the reinsurance business, and 13 major’"'
reinsurance and primary insurance subsidiaries, see Figure 52. With a global
market share of 14% of total net written premiums in 1995, Munich Re was the
largest reinsurance group worldwide,”'? but strongly dependent on the European
market as 69% of its gross premium income was written in this region. The busi-
ness lines aviation, motor and life dominated Munich Re’s portfolio, each ac-
counting for about 20% of total gross premium income.

Despite its leading position in the global reinsurance market and strong
capital market performance, Munich Re came under pressure in the mid 1990s.
After outperforming its industry peers’” in 1993 and 1994 on the capital mar-
ket,*"* Munich Re suffered from a TRS of -17% compared to a TRS of the re-
insurance market of 5% in 1995. Three fundamental factors drove the devalua-
tion of Munich Re. Firstly, investors expected high growth from Munich Re:
*15 at the

beginning of 1996. However, Munich Re lost 1.9 percentage points market share

82% of its market valuation was driven by earnings growth expectations

between 1994 and 1996 (down from 15.2%) in a global reinsurance market that
grew by 7.7% CAGR in the same period of time.’'® Further on, the valuation

310 Allianz held 25%, Bayerische Vereinsbank, Deutsche Bank, and Dresdner Bank each held
10%, and Commercial Union Assurance Company held 5%.

311 Subsidiaries of Munich Re with consolidated equity above DM 100 mn in 1995.

312 Standard & Poor’s (1996) list of world’s 20 largest consolidated reinsurance groups.

313 Market median computed based on account data of 42 major worldwide reinsurance providers,
as reported by Research Insight/GV.

314 1In 1993 and 1994, Munich Re achieved a TRS of 13% and 46% compared to a TRS of -7% and
32% of its industry peers.

315 Computed as 1 minus (3-year average of after tax earnings / (cost of equity x market value)).
Cost of equity calculated with 5% risk premium, risk free rate as average of 10 year U.S. go-
vernment bond rate and 10 year German Sovereign rate, and beta based on 3-year covariance
with MSCI world index.

316 Based on total net written premiums as reported by Standard & Poor’s (1995-1997).



5 Case Studies on Value Creation by M&A in the European Insurance Industry

206

9/G661 1Modal [enuue Auedwo) :80inog

KaupAs ‘paywi] :

‘14 Auedwo) H

JusW)SaAU| ojuolo] ‘Auedwo) m

Aynb3 elensny aouelinsuley H

Jo auyounpy saye jeal ay | m

BinqueH ‘ov ojuolo ] m
-sBuniayoisianyoes usyouniy ‘ov b “p)7 sBuIp|OH | oposo] || jues ‘yeyosjesen [ i
JawiByuuely uniayolsioniasuley aouelInsuley ‘py7 sBuipjoH -sBuniayoisionyony m

-Bunquiey ayosiedoingy soye] jesl yolunpy EEN] m

ARsupAs H

BinquieH 0juolIo] ‘epeued ‘pajiwI eljelisny SMIOA “

BinquieH/ulleg aynisey] ‘oy ‘Oy sbuniayoisiop J0 Auedwo?) | Jo Auedwo) | MaN ‘AuedWo)) |ud |
‘9y-sbunisyoision Buniaydisiansusga] JawiByuuey souelInsuiey souelInsuisy soueInsuley m
-}Ipaly| sauwlaH Jaynisey Jsbinquiey yolunpy younpy ueosuawy younp | !

ay younpy

Subsidiaries of Munich Re with consolidated equity over DM 100

mn

Figure 52:



5.4 Case study A: Munich Re acquires American Re (1996) 207

Table 45:  Financial performance of Munich Re (1991-1995)

MUNICH RE Unit 1991 1992 1993 1994 1995
Size

Earnings USD mn 103.9 104.6 110.3 1775  346.7
Premiums USD bn 8.9 13.7 14.4 16.7 18.2
Reserves USD bn 23.0 52.8 54.5 64.6 75.0
Assets USD bn 27.6 60.7 62.8 75.7 88.2
Shareholders' Equity USD bn 1.8 2.2 2.5 29 3.7
Solvency

Equity ratio % 6.7% 3.7% 3.9% 3.8% 4.2%
Equity reserves ratio % 8.0% 4.2% 4.5% 4.4% 5.0%
Operating leverage times x 4.9 6.1 5.8 5.8 4.9
Reserves leverage times x 96.6 151.3 142.6 138.0 95.0
Reserves ratio times x 2.6 3.8 3.8 3.9 41
Profitability

Return on reserves bp 103.6 66.1 701 72.4 105.2
Return on equity % 13.0% 15.6% 155% 16.3% 21.1%
Return on premiums % 2.7% 2.5% 2.7% 2.8% 4.3%
Combined ratio % 118.7% 128.1% 123.8% 119.8% 116.9%
Loss ratio % 86.6% 99.5% 96.2% 93.1% 91.3%
Expense ratio % 321% 286% 27.6% 26.7% 256%
Net investment result ratio % 20.3% 27.8% 25.0% 24.2% 30.2%
Net investment yield % 6.6% 6.3% 5.7% 5.3% 6.3%
Growth

Growth of earnings % 73.4% 0.6% 54% 61.0% 95.3%
Growth of premiums % 7.8% 53.9% 48% 15.9% 9.6%
Growth of reserves % 7.9% 129.3% 32% 18.7% 16.0%
Growth of assets % 7.0% 120.3% 3.5% 20.5% 16.5%
Growth of equity % 51% 21.9% 9.8% 16.6% 30.5%

317

implied growth rate” " of 8.6% ranged well above the long-term market average

premium growth of 5.4%.>"® Munich Re’s ability to increase its earnings, premi-
ums and assets by more than 30% CAGR between 1991 and 1995, see Table 45,
could not countervail its long-term negative revenue outlook. Secondly, Munich

Re only achieved by 1995 to return to its profitability levels of 1991 as measured

317 Computed as (combined market value x cost of equity — combined earnings) / (combined mar-
ket value + combined earnings).
318 Average between 1980 and 1995 based on Swiss Re (2006).
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Table 46: Market adjusted financial performance of Munich Re (1991-1995)

MUNICH RE (market adj.) Unit 1991 1992 1993 1994 1995
Size

Earnings x times market 12 1.7 1.9 2.7 6.3
Premiums x times market 3.5 6.6 5.0 5.5 6.3
Reserves x times market 3.8 6.8 6.2 6.3 9.8
Assets x times market 3.2 5.8 5.1 59 9.6
Shareholders' Equity x times market 1.8 1.9 1.8 2.0 4.4
Solvency

Equity ratio A%pts to market 27% -59% -62% -65% -6.3%
Equity reserves ratio A%pts to market -35% -6.6% -75% -7.7% -8.0%
Operating leverage Atimes x to mark« 20 3.9 34 3.6 2.6
Reserves leverage Atimes x to mark« 321 70.3 71.5 75.3 45.2
Reserves ratio Atimes x to mark« -0.3 0.4 0.6 0.7 1.2
Profitability

Return on reserves Abp to market -50.7 -57.1 -67.7 -86.9 -85.2
Return on equity A%pts to market -1.1% 4.5% 2.5% 2.8% 5.9%
Return on premiums A%pts to market A7%  17%  -17% -21% -1.8%
Combined ratio A%pts to market  13.0% 27.5% 28.8% 30.5% 25.4%
Loss ratio A%pts to market 83% 255% 26.2% 27.0% 22.2%
Expense ratio A%pts to market 4.7% 2.0% 2.6% 3.6% 3.2%
Net investment result ratio A%pts to market -1.2% 2.6% 0.0% 1.4% 8.7%
Net investment yield A%pts to market  -0.1% 05% -06% -0.3% 0.2%
Growth

Growth of earnings A%pts to market n/a*  30.9% 9.7% 50.5% 111.4%
Growth of premiums A%pts to market 106.8% 48.9% -30.3% 8.7% 6.7%
Growth of reserves A%pts to market 3.0% 106.7% -16.2% 11.4% 12.4%
Growth of assets A%pts to market 25% 986% -151% 124% 16.6%
Growth of equity A%pts to market n/a* 9.9%  -5.5% 9.1% 71.1%
* Market figures not available for 1990.

by return on reserves, while its industry peers continuously improved their per-
formance in this period of time. The profitability gap widened from —51 bp re-
turn on reserve in 1991 to —85 bp in 1995, see Table 46. In the same period of
time, Munich Re’s already below market underwriting effectiveness worsened to
a loss ratio 22 percentage points above the market median, which it could only
partly compensate by reducing expenses and increasing the investment yield.*"”
Thirdly, Munich Re’s capitalization weakened. Its equity ratio declined by 2.5

319 Munich Re only improved return on equity compared to the market. However, this effect was
driven by the eroding capital base, see further below.
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percentage points to 6.3% percentage points below the market median, while its
leverage increased compared to the market median by all measures.

In summary, the mid 1990s brought dramatic change to Munich Re, as it
stepped from comfortably holding the position of the global market leader to
being under strong pressure to grow profitably. Munich Re’s management con-
sidered M&A as a prompt solution, and did this probably rightfully so. Firstly,
organic growth may realize too late compared to M&A-driven growth of Munich
Re’s competitors, or it may come at high cost as the market power of its com-
petitors increases with accelerating consolidation of the global reinsurance mar-
ket. Secondly, coming from a history of purely organic growth, Munich Re may
have hoped for enthusiastic reactions of investors, since the decision to pursue
M&A emphasized their eagerness to change pace and to secure its position as the
world market leader.

5.4.1.3 The transaction partners: American Re

American Re was founded in 1917. Besides two national acquisitions in 1950
and 1963, American Re remained a rather quiet player until the 1970s, when it
eventually began international expansion. In 1979, the acquisition of American
Re by Aetna Life and Casualty Insurance Company for USD 340 mn heralded a
time of frequent ownership changes. On 30 September 1992, the private equity
firm Kohlberg Kravis Roberts (KKR) invested USD 1.43 bn in American Re.
The newly created holding company American Re Corporation was owned by
91% by KKR and American Re senior management, with 9% remaining in hands
of Aetna. Only four months later, on 29 January 1993, KKR successfully placed
24% of American Re Corporation on the capital market. KKR remained control-
ling shareholder with roughly owning 70% of share holdings. After further inter-
national expansion especially into the eastern hemisphere, already three years
later in August 1996, KKR sold American Re to Munich Re for USD 3.3 bn.
Figure 53 presents the detailed timeline.

Before its acquisition by Munich Re, American Re was publicly listed with
KKR as a dominant sharecholder controlling 64% of the paid-in capital of USD
711 mn (31 December 1995). Further 20% were in private hands, and 16%
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American Re Corporation

American Re-Insurance
Company

[ | Delaware (1937)
Reinsurance

American Alternative
Insurance Corporation

[ | New York (1923)

Alternative Market Insurance

American Re Asset
Management, Inc.

[ | Delaware (1995)

Investment Management

AM-RE Managers, Inc
Delaware (1988)
[ | Alternative Markets

AM-RE Services, Inc
Delaware (1980)

[~ | Consulting Services

American Re Holdings, Ltd
England (1988)

[ | Holding Company mainly

for UK and Lloyd’s

Lines Insurance
[~ | Delaware (1995)
Surplus Lines Insurance

Princeton Excess and Surplus

Princeton Eagle Nest Holding
Inc.

— | Delaware (1995)

Holding Company for Captive

Princeton Eagle Holding
(Bermuda) Limited

—_ | Bermuda (1994)

Holding Company

American Re Capital
Delaware (1995)
— | Business Trust

Source: Company annual report 1995

Figure 54: Direct subsidiaries of American Re in 1995

dominated by institutional investors. American Re held 10 subsidiaries, thereof
two foreign subsidiaries incorporated in Bermuda and the UK, see Figure 54.
With a global market share of 2% of total net written premiums, American
Re was the 11™ largest player in the global reinsurance market, and the third
largest reinsurance carrier in the U.S. in 1995.3% Its portfolio was dominated by
liability lines and workers’ compensation, which contributed a third and a fourth
to the total net written premiums in 1995, respectively. American Re wrote 82%
of its business in North America, and was acknowledged as an experienced un-
derwriter of nontraditional reinsurance,’”' a product market gaining importance
according to Standard & Poor’s (1996). Figure 55 and Figure 56 illustrate the

320 Standard & Poor’s (1996) survey on world’s 20 largest consolidated reinsurance groups.
321 Munich Re (14 August 1996).
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Premium volume Munich Re* Premium volume American Re*
Line of business Percent Absolute Percent Absolute
Other 12 1,460 11 173
Earthquake 0 0 J 1 24

Fire [ o 1,200 o 170
Aviation [ 2o 2,355 0
Marine j 4 444 j 5 88
Motor :18 2,123 :19 313
Personal Accident j 11 1,360 0 0
Liability j 7 786 : 32 523
Workers' compensation | 0 : 21 338
Life : 19 2,300 0 0

* Gross premium income
** Net premiums written
Source: Company annual reports

Figure 55: Complementarity of Munich Re and American Re business mix by
lines of business (USD mn, 1995)

complementarity of American Re’s and Munich Re’s business mix, promising
product and especially geographical diversification benefits from a combination
of the portfolios by reducing the strong dependency of both reinsurers on their
home markets.

Superficially, American Re’s operations looked healthy by its fundamental
account data. It grew in line with the global reinsurance market by slightly ex-
tending its market share from 2.2% in 1994 to 2.3% in 1996.%** Further on, in the
five years prior to the transaction, American Re outgrew the market median by
increasing its premiums by 13% CAGR, growing its asset base by 20% CAGR,
and increasing its reserves by 29% CAGR, see Table 47.°* However, American
Re bought growth through relaxation of its underwriting discipline. Between

322 Standard & Poor’s (1996) survey on world’s 20 largest consolidated reinsurance groups.
323 Only shareholder equity shrank by 3% CAGR due to an increase in gearing after refinancing
by KKR in 1992.
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Premium volume Munich Re* Premium volume American Re*
Geography Percent Absolute Percent Absolute
Middle East, Far East, 1,027 54
Australia, New 9 3
Zealand
Africa, Near East }4 474 1 21
Latin America 2 225 ]6 98

North America 17 2,030 82 1,275
Europe 69 8,271 ] 7 102

* Gross premium income
** Net premiums written
Source: Company annual reports

Figure 56: Complementarity of Munich Re and American Re business mix by
geography (USD mn, 1995)

Table 47:  Financial performance of American Re (1991-1995)

AMERICAN RE Unit 1991 1992 1993 1994 1995
Size

Earnings USD mn 158.1 94.8 98.4 97.5 -87.6
Premiums USD bn 0.9 1.0 1.2 1.5 1.5
Reserves USD bn 21 41 43 4.7 56
Assets USD bn 3.8 55 5.4 6.7 7.8
Shareholders' Equity USD bn 1.0 0.4 0.8 0.8 0.8
Solvency

Equity ratio % 25.3% 7.0% 147% 11.8% 10.8%
Equity reserves ratio % 46.8% 9.5% 18.4% 16.8% 15.0%
Operating leverage times x 1.0 25 1.6 1.9 1.8
Reserves leverage times x 10.2 345 30.0 39.0 -35.4
Reserves ratio times x 22 4.2 3.5 3.2 3.7
Profitability

Return on reserves bp 983.0 289.8 333.2 256.6 -282.4
Return on equity % 21.0% 30.7% 181% 153% -18.8%
Return on premiums % 21.8% 123% 11.5% 8.3% -10.4%
Combined ratio % 100.4% 103.3% 96.0% 99.2% 117.1%
Loss ratio % 729% 69.9% 63.8% 69.2% 87.5%
Expense ratio % 275% 334% 323% 301% 29.6%
Net investment result ratio % 237% 171% 151% 152% 16.2%
Net investment yield % 5.8% 3.0% 3.5% 3.3% 3.2%
Growth

Growth of earnings % 4.5% -40.1% 38% -0.9% -189.8%
Growth of premiums % 11.8% 3.6% 29.7% 16.9% 4.8%
Growth of reserves % -1.0% 98.0% 5.8% 88% 20.1%
Growth of assets % 18% 443% -12% 229% 17.0%
Growth of equity % 10.0% -60.0% 106.4% -1.0% 7.3%
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Table 48: Market adjusted financial performance of American Re (1991-1995)

AMERICAN RE (market adj.) Unit 1991 1992 1993 1994 1995
Size

Earnings x times market 1.8 1.5 1.7 1.5 -1.6
Premiums x times market 0.4 0.5 0.4 0.5 0.5
Reserves x times market 0.3 0.5 0.5 0.5 0.7
Assets x times market 0.4 0.5 0.4 0.5 0.9
Shareholders' Equity x times market 0.9 0.3 0.6 0.5 1.0
Solvency

Equity ratio A%pts to market  15.9%  -2.5% 4.5% 1.6% 0.3%
Equity reserves ratio A%pts to market  35.3%  -1.4% 6.4% 4.6% 2.0%
Operating leverage Atimes x to mark: -1.9 0.3 -0.9 -0.4 -0.5
Reserves leverage Atimes x to mark« -54.3 -46.5 -41.1 -23.8 -85.2
Reserves ratio Atimes x to mark: -0.7 0.8 0.3 0.1 0.8
Profitability

Return on reserves Abp to market 828.8 166.6 195.4 97.2 47238
Return on equity A%pts to market 6.9% 19.6% 5.0% 1.8% -34.1%
Return on premiums A%pts to market  17.4% 8.0% 71% 3.3% -16.6%
Combined ratio A%pts to market  -5.3% 2.7% 1.1% 9.9% 25.6%
Loss ratio A%pts to market  -5.4%  -4.1%  -6.2% 3.0% 18.5%
Expense ratio A%pts to market 0.2% 6.8% 7.3% 6.9% 7.2%
Net investment result ratio A%pts to market 23% -81% -99% -76% -54%
Net investment yield A%pts to market -08% -27% -28% -23% -2.9%
Growth

Growth of earnings A%pts to market n/a*  -9.8% 81% -11.4% -173.8%
Growth of premiums A%pts to market 110.8%  -1.4% -54% 9.8% 1.9%
Growth of reserves A%pts to market  -6.0% 754% -13.6% 1.6% 16.5%
Growth of assets A%pts to market  -2.6% 22.6% -19.8% 14.7% 17.1%
Growth of equity A%pts to market n/a* -72.0% 91.1%  -85% 48.0%
* Market figures not available for 1990.

1991 and 1994, it was more profitable than the market median in terms of return
on reserves, return on equity and return on premiums, but the profitability gap
between American Re and the market median narrowed ever more, Table 48.
Although American Re was strongly exposed to rather long tailed lines of busi-
ness such as liability and workers compensation, its loss ratio rose above market
median level already in 1994. At the same time, relative expenses increased and
investments only yielded weak returns. Accordingly, American Re’s solvency
compared to the market median declined strongly.

Thus, warning signs with respect to the sustainability of American Re’s re-
sults and risk comprised in the portfolio were clearly observable, emphasized by
Standard & Poor’s (1996, p. 10) statement that they expect further reserve
strengthening for environment and asbestos liability for primary insurers, with
significant spill over to reinsurance carriers. Its growth combined with worsening
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relative loss ratios indicated a top-line focus of top management already three
years after American Re’s acquisition by KKR.

5.4.1.4 Benefits of the transaction

In the mid 1990s, Munich Re came under pressure to grow significantly faster
and profitably. In these years, market growth was expected to mainly come from
traditional reinsurance in Latin America and South-East Asia, and non-tradition-
al reinsurance in global markets.”** Munich Re believed to achieve geographical
expansion in traditional product lines organically, because it was experienced in
the business, or may not have found reasonable, “right-sized” takeover targets in
these geographies. However, the profitable but heavily expertise-based business
of nontraditional reinsurance was more difficult to develop for Munich Re based
on internal resources and capabilities. Following this argumentation, the acquisi-
tion of an experienced U.S. carrier was a rationale step.”” However, Munich Re
reached out to the U.S. market rather late, because the largest U.S. reinsurer Em-
ployers Re and second largest U.S. reinsurer General Re acquired Frankona Re
and Cologne Re two years earlier, and thus became too large to be taken over by
Munich Re. Further on, smaller U.S. reinsurers suffered from low ratings, pub-
licly known portfolio issues (environmental and asbestos exposure), or insignifi-
cant size (below USD 1 bn premium volume), leaving American Re as the only
rational takeover candidate.

Munich Re stated as main motives for the acquisition of American Re the
above average growth, sustainable high profitability, closeness to customers,
highly specialized expertise in the areas of financial reinsurance and alternative
markets, and managements’ reputation for its extraordinary professionalism.**®
As the discussion in section 5.4.1.3 show, the first to reasons may be doubted as
American Re grew at the expense of lowering its underwriting discipline. Mu-
nich Re did not attach concrete financial targets to the acquisition, but expected

324 Standard & Poor’s (1996, p. 8).

325 U.S. and Bermudan carriers dominated the market of nontraditional reinsurance, but Bermudan
carriers were considered intransparent.

326 Munich Re (14 August 1996).
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Figure 57: Merger benefits and obstacles
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that 1997 earnings would be hurt, synergies would be visible in 1998 results,*?’

and future earnings per share would be positively affected.’”® In the following,
Munich Re’s motives are discussed in the context of drivers and hurdles for
M&A as identified in section 2.3.2.°*

Value creating motives. The empirical analysis on value creation by M&A in
section 4.4.2.2 indicates that in the long-term, transactions in the peak phase
create less value than transactions in the through phase.”” Since the reinsurance
M&A market was just picking up but has not yet reached its peak, Munich Re
may have chosen the transaction timing well. Whether or not the acquisition ge-
nerated value is examined based on its CARs and BAHRs.

Profitability. The acquisition of American Re promised Munich Re to realize
economies of scope from skill transfer in traditional reinsurance. Through the
transaction it would obtain access to the underwriting skills of American Re:
Munich Re’s underwriting effectiveness as measured by the loss ratio was 21
percentage points lower in the average between 1991 and 1995.%*' On the other
hand, Munich Re may hope to increase American Re’s underwriting efficiency
and net investment yield up to its own level. Due to the nature of these econo-
mies of scope it is imperative for Munich Re during the integration process to
retain senior management of American Re, as they carry underwriting expertise
and own the client contact, and to ensure rapid capability transfer to its own un-
derwriters, e.g., by rotating staff or building integrated underwriting centers. The
realization of these economies of scope shall be tested through examining pre-
and post-transaction claims ratios, expense ratios and investment yield indicators
compared to the market. If claims ratios fall relative to the market but Munich
Re’s premium market share remains constant or increases, underwriting skills of

327 Dow Jones International News (4 September 1996), Reuters News (4 September 1996).

328 Munich Re (14 August 1996).

329 The analysis of motives is focused on Munich Re’s perspective The clear benefit for American
Re’s controlling shareholder is the sevenfold increase in value of its stakes over merely 4 years
together with the all-cash compensation proposed by Munich Re.

330 However, relevant coefficient estimate s in regression model are not significant.

331 However, although American Re’s historically achieved a loss ratio 5 percentage points better
than the market median, the gap between American Re and the market was narrowing for con-
secutive 5 years and in 1995, American Re’s loss ratio even exceeded the market median by
18.5 percentage points.
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Munich Re are advancing. If expense ratios decrease relative to the market, un-
derwriting efficiency of Munich is improving. If net investment yields pick up
without increasing investment risk compared to the market,”*> Munich Re’s un-
derwriting efficiency and effectiveness is developing positively.

Growth. The acquisition of American Re may lead the combined entity back on
the path of growth for three reasons. Firstly, Munich Re strengthens its market
power in the U.S., where it sees strong growth opportunities,® as the acquisition
of American Re drives up their combined market share to 15.6%. Secondly,
Munich Re may realize revenue economies of scale. As a consequence of Hurri-
cane Andrew in 1992, a “flight to quality” emerged in the global reinsurance
market,”** describing the effect that buyers of reinsurance contracts are attracted
by well capitalized reinsurers with large balance sheets especially in times of
higher losses.*> Both market power effects and revenue economies of scale
would be indicated by an increase in Munich Re’s premium market share after
the acquisition, if profitability remains at the same level compared to the market
median or even improves.

Thirdly, Munich Re may realize economies of scope from skill transfer in
nontraditional reinsurance. Standard & Poor’s (1995, p. 24) say that competition
is increasing from nontraditional reinsurance sources such as capital market hed-
ging instruments (cat ILS) and cat-triggered surplus notes (cat bonds), where in-
vestment banks enter the field as natural competitors. Additionally, new entrants
especially from the U.S. and Bermuda, offer to unbundle risk (i.e. tailoring cov-
erage to the specific risk) and thus increase competition.”® American Re’s un-
derwriters distinguished themselves through closeness to clients due to their
direct sales approach and highly specialized know how in the profitable areas of

332 If investment risk for Munich Re and the market would be available, combined risk-return
measures (e.g., Sharpe ratio) were preferable. However, investment risk is neither available for
Munich Re nor its industry peers.

333  Munich Re (14 August 1996).

334 E.g., European Commisson (2007b, p. 78) and Standard & Poor’s (1997, p. 10).

335 Standard & Poor’s (1995, p. 24) argues that reinsurers with larger capital bases outperformed
their smaller competitors and are better able to meet the challenges presented by natural catas-
trophes and competitive forces.

336 Standard & Poor’s (1996, p.8).
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financial reinsurance and alternative markets.>>” Munich Re may hope to further
expand American Re’s acknowledged skills to bundle both players’ competitive
power against new entrants in the U.S. market, and transfer American Re’s skills
to the still less sophisticated European market and beyond. Again, it is crucial for
Munich Re to retain senior management and facilitate early skill exchange to
foster realization of these economies of scope. An increase of Munich Re’s pre-
mium market share in nontraditional markets after the acquisition at constant or
improving underwriting effectiveness would indicate successful exploitation of
these economies of scope. This hypothesis cannot be tested, since a premium
split into traditional and nontraditional reinsurance is neither available for
Munich Re nor the market.

Solvency. The prevalent market environment exerted pressure on earnings and
thus capitalization of reinsurance providers. Munich Re may be especially affect-
ed due to its already weak capitalization compared to its competitors, so that a
combination with the historically strongly capitalized American Re seems advan-
tageous. This strengthening of the available capital base is assessed by compar-
ing those solvency measures, which include sharcholders’ equity in their defini-
tion,® against the market. Further on, an acquisition of American Re may lead
to a reduction of required capital, or risk reduction, due to the especially geo-
graphically, but also product-wise complementary business mix of Munich Re
and American Re. In addition, combination of the business may lower the ratio
of proportional business in Munich Re’s portfolio, thus immunizing Munich Re
to some extent against primary insurance price cycles. The effect of risk reduc-
tion cannot be tracked based on available financial performance measures, since
required risk computations (e.g., based on internal models) are unavailable.

Other (non-value generating) motives. After the acquisition of Frankona Re and
Cologne Re by world number two and three reinsurers Employers Re and Gen-
eral Re in 1995, Munich Re may now be urged to secure its position in the mar-
ket, relating to the motive of empire building.

337 Munich Re (14 August 1996).
338 le., equity ratio, equity reserves ratio, and operating leverage.
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In summary, numerous motives and potential benefits — value generating and
non-value generating — can be identified for Munich Re’s acquisition of Ameri-
can Re. However, realization of hypothesized acquisition benefits put forward
several requirements towards the transaction process and the post-acquisition
integration process. Firstly, Munich Re needed to pick up warning signals with
respect to American Re’s current underwriting issues, and consequently seek to
gain further transparency on American Re’s in-force book of business, especially
in risky liability lines, and to initiate an independent actuarial appraisal of these
lines during due diligence. Secondly, Munich Re was required to ensure trans-
parency on and control of underwriting of new business in these lines, although
it is significantly less familiar with the type of product and geographical specif-
ics of the North American market. Thirdly, key success factor for integration is
the retention of senior management and rapid facilitation of skill transfer in order
to realize economies of scope. An analysis of the conduct of the transaction re-
veals that these three important points were not achieved.

5.4.2 Conduct of the transaction

5.4.2.1 Transaction process and strategy

Munich Re acquired American Re in a four-week controlled auction. Figure 58
summarizes the major steps of the transaction along the process framework laid

3.3% After rumors that Munich Re and less so American Re

out in chapter 2.2.
may be interested in acquiring National Re on 1 July 1996,**" the CEO of one of
American Re’s principal U.S. based competitors (Company 1) opened the first
round bid by contacting the Chairman of the Board of American Re to explore
the possibility of a strategic combination. American Re decided to get in the
lead. In the middle of July, American Re’s financial advisor, Goldman Sachs &
Co., contacted five possible buyers, including Munich Re and Company 1.

American Re entered into confidentiality agreements with Munich Re, Company

339 Most of the information is drawn from the Schedule 14A Statement (23 October 1996), unless
other sources are stated explicitly.
340 Dow Jones International News (1 July 1996).
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Figure 58: Transaction process of Munich Re’s acquisition of American Re
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1 and an unnamed Company 2. All three potential buyers were granted access to
certain confidential business information such as premiums by division, pro-
jected results and pro forma expense analyses.

During late July and early August, the second round bidding was initiated.
Munich Re required an exclusivity agreement to complete its due diligence re-
view and negotiate the transaction, but on 5 August 1996, the Board of Directors
of American Re countered by making the auction public. In a press release, it
stated that is in the best interests of the company and its stockholders to explore
strategic alternatives, including the possible merger or sale of the company.**' At
the same time, it notified the three prospective bidders that it would consider
entering into exclusivity agreements with any bidder offering USD 65 per share
or higher subject to confirmatory due diligence and acceptable exclusivity condi-
tions.** Company 1 and 2 indicated interest in due diligence but did not commit
to a price, and their prospective indicative offers did not exceed USD 65 per
share.

On 7 August 1996, American Re, Munich Re and KKR Associates reached
an exclusivity agreement, aiming at agreeing on the terms of a definite merger
agreement by 15 August 1996 pursuant to which Munich Re would acquire
American Re at a price of USD 65 per share in cash and other terms. In accor-
dance with the exclusivity agreement, American Re did not provide further con-
fidential information to other potential bidders and terminated discussions. On 13
August 1996, the Board of Directors of American Re Corporation unanimously
approved the merger. Amongst other reasons for its decision, the Board said that
it appreciated Munich Re’s indication to be willing to enter into the merger
agreement immediately. At that time, an independent actuarial appraisal of
American Re’s reserves had not yet been conducted, nor were terms of the trans-
action linked to the outcome of such a reserve review in the near future.**

341 Business Wire (5 August 1996).

342 Munich Re’s indicative offer at that time was USD 60 per share. American Re, whose common
shares were valued at USD 57.25 per share at that time, declined.

343 According to Select Federal Filings Newswires (24 October 1996), Goldman Sachs reviewed
loss and loss adjustment reserves, but no independent actuarial appraisal was made.
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On 14 August 1996, the transaction was announced, but still subject to ap-
proval by shareholders of American Re, German®** and U.S. cartel officials, the
Department of Insurance of the State of New York, and the Insurance Depart-
ment of the State of Delaware, and certain other customary conditions and ap-
provals.**® The controlling shareholder KKR had already agreed to vote in favor
of the transaction®*®, and common stockholders of American Re voted to approve
and to adopt the amended®*’ Agreement and Plan of Merger on 21 November
1996. In the meanwhile, the approval of the Delaware and the New York insur-
ance departments were obtained,”*® as well as the approval of the German Cartel
Office. As expected by Munich Re,** the transaction was closed on 25 Novem-
ber 1996. One day later outstanding shares of American Re were unlisted.

Munich Re entered the auction with the strategy to achieve exclusivity early
through a high non-binding offer compared to other bidders.*" Its reason to seek
a fast closing probably was it’s angst of losing the last attractive opportunity to
tap new sources for growth through M&A, or its fear of being forced into a pos-
sibly expensive bidding contest. American Re interpreted Munich Re’s situation
properly and responded smartly. Firstly, it increased pressure on Munich Re by
publicly announcing its interest in a merger or sale of the company.>' Secondly,
at the same time, American Re offered Munich Re immediate exclusivity at a
higher price than its original non-binding offer. Not only did Munich Re accept

344 The German Federal Cartel office said it was informed in advance and will probably handle the
transaction, not the European Union cartel officials (Reuters News, 14 August 1996b).

345 Dow Jones News Service (14 August 1996a).

346 Busines Wire (14 August 1996).

347 On 23 October 1996, the Board of Directors of American Re approved an amended version of
the merger agreement, and recommended shareholders to vote for approval and adoption. Ma-
jor amendments included introduction of the walkaway date 28 February 1997, i.e. termination
of the merger if it is not completed by this date, and a reduction of the termination fee from
USD 32.5 mn to USD 26.0 mn, which American Re was to pay if it accepts a third party offer
commenced after 13 August 1996 and either company fails to obtain shareholder approval
(Select Federal Filings Newswires, 24 October 1996).

348 Business Wire (21 November 1996).

349 On 11 November 1996, Munich Re said that it expected the merger to be completed by the end
of November, but American Re will not be consolidated into the Group until its 1997/1998
business year (Reuters News, 11 November 1996).

350 Generally, the price for American Re was considered hefty, see discussions in section 5.4.2.2.

351 On the one hand this move signals to existing bidders that none of the non-binding offers is
considered adequate, but on the other hand it would also attract additional bidders to contact
American Re.
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American Re’s offer prior to carrying out a thorough independent actuarial ap-
praisal especially of the risky liability lines, but it also abandoned any linkage of
results of such an actuarial appraisal in the near future to the terms of the trans-
action. It is American Re’s in-force business in these liability lines which will
cause major value and performance issues for Munich Re between 2001 and
2005, see section 5.4.2.3.

5.4.2.2 Structure of the transaction

Munich Re acquired American Re through an equity deal: All assets vested into
the merged entity, and all liabilities were to be assumed by the merged entity.’**
The merger itself was structured as a reverse subsidiary merger: Puma Acquisi-
tion Corporation, a wholly owned subsidiary of Munich Re, is merged with and
into the American Re Corporation on the effective date. Puma Acquisition Cor-
poration’s separate corporate existence ceased after the merger.””® American Re-
Insurance Company was maintained as separate legal entity and continued opera-
tions from its headquarters in Princeton, New Jersey.*>*

On 23 August 1996, Munich Re acquired an option on 63.9% of common
shares of American Re Corporation, i.e. KKR’s stake of 30,236,000 shares. The
option was structured to terminate if the merger was not approved by American
Re’s shareholders, if American Re’s board withdrew or modified its recommen-
dation of the merger, or American Re breached its representations and warranties
under the agreement.”” Munich Re paid all-cash, thus immediately cutting
strings to KKR without affecting its own shareholder structure. All shares issued
and outstanding prior to the effective date were cancelled and converted into the
right to receive USD 65 in cash per share.”® Munich Re said that financing of
the cash consideration would largely come from internal sources.””’ However,
about 2 years later on 31 August 1998, Munich Re announced plans to raise USD

352 Schedule 14A Statement (23 October 1996).

353 Schedule 14A Statement (23 October 1996).

354 Bloomberg Business News (15 August 1996).

355 Select Federal Filings Newswires (23 August 1996).

356 Schedule 14A Statement (23 October 1996).

357 Reuters News (14 August 1996a) quoted a company spokesman on the announcement day that
“the financing will be primarily bottom liquid assets. There is a possibility of a small element
of external financing”.
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1.74 bn in capital in order to increase underwriting capacity, and to come in
advance of stricter Solvency requirements.”® Analysts however suppose that the
capital increase may have been linked to insufficient free cash flow for full inter-
nal deal financing.*”

Although KKR and the likewise participating senior management of Ameri-
can Re were not to receive a package premium,*® it certainly was a good deal for
them.”" In September 1992, they invested USD 302 mn in cash, and were to
receive back USD 2.1 bn for their remaining 64% stake in the year of the trans-
action, a sevenfold increase of the initial investment equivalent to an annual
return of 63%. Consequently, both groups of sharcholders expressed their appre-
ciation of the deal. KKR general partner Saul Fox considered the merger to be
“right move at the right time” for both companies, allowing American Re to con-
tinue as an industry leader.>®? Paul H. Inderbitzin, then Chairman, President and
CEO of American Re commented that he is “delighted to have American Re be-

come part of the Munich Re organization”.***

But markets considered the price to be hefty for Munich Re,**

which paid
4.3 times book value of American Re’s equity,”® thus valuing American Re
much higher than other targets in the same phase of the M&A market cycle: Em-
ployers Re paid only 2.7 times book value for its acquisition of Frankona Re in
1995, and Swiss Re even acquired Société Anonyme Francaise de Reassurances
for only 1.6 times its book value in 1997.%°° Stockholders of American Re earned
an immediate 11.3% premium over 13 August 1996 closing share price of USD
58.375. The actual premium for Munich Re however is notably larger, as illus-

trated in Figure 59. Compared to the share price of USD 46.13 on 1 July 1996,

358 Equity stakes in other insurance companies cannot be counted towards solvency available capi-
tal anymore (effective 1999).

359 Reactions (31 August 1998).

360 Reuters (14 August 1996).

361 Bloomberg Business News (15 August 1996).

362 Business Wire (14 August 1996).

363 Business Wire (14 August 1996).

364 Dow Jones News Service (14 August 1996a).

365 Based on pre-transaction market-to-book ratios as reported by Thompson Financial Datastream
and takeover premiums.

366 However, Swiss Re’s paid 4.2 times book value for its acquisition of U.S.-based Life Re in
1998.
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Figure 59: Development of American Re share price (USD)

when first rumors on American Re’s involvement in M&A activity started, the
“true premium” is 40.9% or USD 892 mn.**’

5.4.2.3 Post-acquisition integration

The post-merger integration activities can be separated into three phases: Integra-
tion of staff, integration and streamlining of the organization, and restructuring
of the U.S. business, see Figure 60.

Munich Re initiated integration of staff not until half a year after the an-
nouncement of the transaction, although being a major prerequisite for realizing
economies of scope: On 5 February 1997, 23 executives, partly from Munich

367 However, since Munich Re’s valuation is strongly based on earnings growth, it can easily cre-
ate the market value equivalent for the “true premium” by slightly increasing its earnings base
or growth. At current implied growth rate, Munich Re needs to its increase earnings base, e.g.
through synergies, by only USD 16 mn. Alternatively, it could increase growth by 0.1 percen-
tage points, leaving its earnings base unchanged.
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14 Aug 1996 End of Q2 97 End of Q2 2001 Today
v v v v
Integration Post integration ——

Phase 2: Integration and Phase 3: Restructuring of
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* Senior management changes * Munich American Reinsu- * Munich Re streamlines holding
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Source: Press research, company annual reports

Figure 60: Post-acquisition integration process

American Reinsurance Company, were appointed Senior Vice Presidents of
American Re-Insurance Company.**® However, Munich Re was not able to retain
top management of American Re, possibly impairing transaction prospects due
to the loss of underwriting capabilities and threat of losing major client accounts:
On 28 February 1997, James R. Fisher, CFO of American Re and president of
American Re Financial Products, resigned,369 and Paul H. Inderbitzin, Chairman,
President and CEO of American Re Corporation followed his foothold, and re-
signs to pursue personal business interests on 15 March 1997.°"

Organizational measures were launched even later, further putting realiza-
tion of targeted economies of scope through skill transfer at risk. It was not until
7 July 1997 that Munich Re consolidated its U.S. businesses by merging Munich
American Reinsurance Co. (MARC) and Munich Re’s existing U.S. branch into

American Re,””'*"* and that it set up a Center of Competence at American Re to

368 Business Wire (5 February 1997).

369 However, he would remain as a consultant to American Re until January 1999 (Review,
28 February 1997).

370 Edward J. Noonan, President of American Re-Insurance Company’s Domestic Insurance Com-
pany Operations, succeeds as President, CEO, and Director of the Company. Dr. Hans-Jiirgen
Schinzler, then CEO of Munich Re, assumes the position of the Chairman (Business Wire,
15 March 1997).

371 Bestwire (7 July 1997).
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provide know how for the entire Munich Re Group on alternative markets for
risks of large industrial and service companies. More than two years after an-
nouncement of the transaction, on 2 November 1998, Munich Re and American
Re combined their alternative risk transfer units: Am-Re Managers and some
members of Munich Re’s Oil and Gas unit were merged to form Munich Ameri-
can RiskPartners with headquarters in Princeton.””> On 1 July 2001, Munich Re
announced to restructure its governance from the top by replacing the historically
grown matrix organization with 15 organizational units responsible for lines and
products, and 15 organizational units responsible for markets and clients with a
simpler organizational structure of seven operative divisions (4 regional, among
those North America, and 3 supraregional, among those Special and Financial
Risks).”” On the one hand, this fundamental reorganization may be seen as the
final step of the post-merger integration, but on the other hand, it could indicate
that serious issues in the U.S. business had already come to Munich Re top man-
agements’ attention.

In late 2001, Munich Re’s painful spiral of reserve strengthenings for its
U.S. liability business initiated the restructuring phase of the post-merger inte-
gration process. In less than four years, Munich Re was required to strengthen
reserves four times, mainly for its U.S. business.”> On 15 November 2001,
Munich Re spent USD 1.1 bn to strengthen capital base of American Re.’”® On
10 July 2002, Munich Re again boosted American Re reserves by USD 2 bn after
reviewing especially liability and workers’ compensation lines, and additionally
strengthened reserves by USD 495 mn for potential losses from 11 September
2001.77 On 6 August 2004, Munich Re reported to further push American Re
reserves by USD 100 mn in the first half of 2004, and another USD 80 mn in the

372 Through this transaction, Allianz became minority shareholder of American Re when its stock-
holdings in MARC were converted into stockholdings of American Re after their merger (Best-
wire, 7 July 1997). Only on 18 December 1998, Munich Re became full owner of American Re
again after an equity stake swap with Allianz (Reuters News, 18 December 1998).

373 Business Wire (2 November 1998).

374 Munich Re (2000, p. 72).

375 National Post (11 July 2002a). Standard & Poor’s (2005, p. 10) reported that reserve additions
by Munich Re’s American Re and Employers Re alone amounted to more than $5 billion in
2002, but that these companies were not the only ones affected.

376 Bestwire (15 November 2001).

377 Munich Re announced a capital increase by USD 1.4 bn subject to regulatory approval whereas
financing would come from own resources, see Munich Re (30 September 2002).
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second half of 2004.”7® On 19 July 2005, Munich Re announced a so far final
reserve strengthening of USD 1.6 bn particularly for liability, workers’ compen-
sation, asbestos and environmental claims. Quite surprisingly, this most recent
addition to reserves addressed liability and workers’ compensation business
written after American Re’s acquisition between 1997 and mid-2002." Thus,
not only did Munich Re pay heavily for its failure to conduct a thorough review
of reserves for in-force business written prior to the transaction, but also it did
not achieve to gain transparency and to exert control on the underwriting of risky
liability lines in the four years thereafter.

Munich Re tried to break the spiral of reserve strengthenings by exchanging
management and deepening its ties with American Re. On 10 January 2002, John
P. Phelan, then President and Director of Munich Reinsurance Company of Can-
ada, succeeded Ed Noonan as President and CEO of American Re Corpora-
tion.”™ Three months later, Mr. Phelan was additionally appointed to the Board
of Management of Munich Re.**' On 27 May 2002, Mr. Schinzler said that
American Re had been successful in “doing all [it] can to write reinsurance busi-
ness at significantly improved prices and conditions.” Subsequently, American
Re was to focus on profitable business in the U.S. market,”® leading to several
sell offs of non-core and non-U.S. subsidiaries, and stricter underwriting.***

Although Munich Re took these corrective organizational measures relative-
ly promptly, its communication to investors was not convincing. Until mid 2005,

378 This estimate proved too conservative: Eventually, American Re’s reserves were increased by
USD 195.4 mn in 2004 (Dow Jones International News, 6 August 2004; Munich Re, 8 Novem-
ber 2004).

379 Additionally, Munich Re planned to inject capital of USD 1.1 bn from existing resources, and
to convert USD 1.6 bn of existing internal group financing into equity (Munich Re, 19 July
2005a).

380 Munich Re (10 January 2002).

381 Munich Re (10 July 2002).

382 Munich Re (27 May 2002).

383  On 20 October 2003, American Re announced the sale of Becher + Carlson Risk Management,
a retail broker, risk management consultant and captive manager for large organizations and
groups (Business Wire, 20 October 2003). The transaction closed on 17 November 2003 (Busi-
ness Wire, 17 November 2003). On 3 November 2003, American Re reported to sell ARB In-
ternational Ltd, its Lloyd’s brokering house with headquarters in London. On 26 February
2004, American Re divested its 50% stake in its UK-based joint venture Risk Management
Partners Ltd., which offered innovative insurance and risk management products to public
companies in the UK (PR Newswire, 26 February 2004).
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top management of American Re or Munich Re confirmed the healthy constitu-
tion of American Re’s book of business and successful implementation of appro-
priate counter measures after each single strengthening of reserves.”™ Conse-
quently, after the second such incidence, rating agencies doubted Munich Re’s
announcements in this respect. Standard & Poor’s considered to lower Munich
Re’s AAA rating, reflecting “heightened concerns about American Re’s earnings
and capital adequacy”.”® Also A.M. Best anticipated further issues, reviewed
Munich Re’s rating, and posted a negative outlook without ruling out a down-

3% Munich Re assumed a more concise communication only in 2005. On

grade.
15 February 2005, a Munich Re spokesman did not rule out the necessity to
further strengthen reserves of American Re particularly due to asbestos claims,*®’
and on 9 May 2005, Jorg Schneider, member of the Munich Re Board of Man-
agement, says that uncertainties regarding risks involved in calculating reserves
for prior-year losses, particularly in the area of liability business, remain.”® Fur-
ther on, Munich Re failed to communicate the negligibility of reserve strengthen-
ings compared to its total premium volume: The invested USD 5.4 bn between
2001 and 2005 increased the loss ratio by merely 2.6 percentage points in the
average per anno. Given the doubtful communication and explicit concerns ex-
pressed by rating agencies, capital markets reacted with a strong devaluation of
Munich Re, as discussed in the next section.

384 E.g., in July 2002, Mr. Phelan, CEO of American Re at that time, confirmed that realignment
of American Re with respect to senior management, organization, cost reduction and target
markets was then concluded. Munich Re’s CEO, Mr. Schinzler, expected that American Re
produced profits immediately. Mr. Schneider, another member of Munich Re’s Board of Ma-
nagement, said he expected no extra capital injections into the ailing U.S. business in the fore-
seeable future (Reuters News, 10 July 2002; Munich Re, 10 July 2002; National Post, 11 July
2002a). Further on, in April 2003, Munich Re said that regular reserve reviews confirmed ad-
equacy of reserves, e.g. for asbestos and environmental lines (Munich Re, April 2003).

385 National Post (11 July 2002b).

386 Siiddeutsche Zeitung (14 July 2005).

387 Dow Jones-VWD Unternehmen Deutschland (15 February 2005).

388 Munich Re (9 May 2005).
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5.4.3 Value creation by the transaction

5.4.3.1 Capital market reactions

Initial analyst reactions to the acquisition announcement were only partially po-
sitive. One analyst said that Munich Re needed American Re due to their under-
writing expertise, as European contracts will become more similar to American
contracts.’® Another analyst acknowledged that *The purchase has filled one
large hole in Munich Re’s worldwide network.“*° A third analyst asked rhetoric-
ally: ”Does this mean the “M” factor will now be replaced with the ”’S” fac-

391
tor?”,

where “M” refers to Swiss Re’s aggressive Chairman Mr. Miithlemann,
and “S” to the Munich Re’s less dominant Chairman Mr. Schinzler. However,
most analysts were rather critical. The Economist (17 August 1996) comments
that “Global reinsurance takes capital and expertise to where it is most needed.
And it is clearly not needed in the United States”. Another analysts is quoted
saying that ”The two companies have a difference of mind-set and culture and
write very dissimilar books of business. [..] It won’t be easy to merge that over-
night.”*> Some other analysts downgrade Munich Re shares to “sell” due to fear
that deal may be financed through rights issue, diluting the value of Munich Re
shares.*”

Capital markets reacted quite positively shortly before the acquisition an-
nouncement, but in accordance with analysts’ comments rather cautiously short-
ly after the announcement, as depicted in Figure 61. After market rumors that
American Re may be interested in acquiring National Re on 1 July 1996,
American Re’s share price declined by 8% until 16 July 1996.>> From this date
onwards, coinciding with American Re’s financial advisors beginning to solicit
potential bidders, American Re’s share price and share price volatility almost

389 Dow Jones News Service (14 August 1996a).

390 Dow Jones News Service (14 August 1996a).

391 Reactions (31 October 1996).

392 National Underwriter Property & Casualty-Risk & Benefits Management Edition (19 August
1996).

393 Dow Jones News Service (14 August 1996b).

394 Dow Jones International News (1 July 1996).

395 Negative (abnormal) short-term returns are typical for acquirers, see section 4.3.2 and 4.5.1.
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Figure 61: Short-term capital market reactions to events in transaction process

steadily increased. Munich Re’s share price rose as well, although the company
came into play as potential bidder for National Re on 1 July 1996 and American
Re on 25 July 1996. After the announcement of the acquisition on 14 August
1996, the share price of American Re increased slowly from USD 63.88 to the
takeover price of USD 65.00 at closing on 25 November 1996, indicating that
investors did not expect termination of the acquisition. Munich Re’s share price
firstly declined from USD 84.99 to USD 79.74 after announcement, but started
to pick up on 3 September, and again after a short setback on 22 September 1996
(two days before the Board of Directors of American Re approved the amend-
ment to the merger agreement) to finally reach USD 88.54 on at closing. In the
long run, Munich Re’s TRS continued to develop positively compared to the
reinsurance market, until the spiral of reserve strengthenings started in Novem-
ber 2001: Whilst the reinsurance market recovered after bearish times between
2001 and 2003, Munich Re’s TRS stagnated, see Figure 62. Investors punished
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Figure 62: Long-term capital market reaction to acquisition announcement

Munich Re strongly for its reserving issues. In the time period between an-
nouncement of the first and so far last boosting of reserves, Munich Re market
capitalization shrank by USD 43.8 bn, while total reserve strengthenings
amounted only to USD 5.4 bn. Clearly, investors lost confidence in Munich Re’s
growth prospects, as implied by the steadily declining P/E ratio after 2000, drop-
ping below market average in September 2002 and remaining there since then.

5.4.3.2 Event study results

In chapter 4, short- and long-term value creation is analyzed for European Insur-
ance M&A transactions between 1990 and 2005. Figure 63 presents the results
for Munich Re’s acquisition of American Re. Investors’ appreciated the an-
nounced transaction in the short-term: The combined entity achieved an abnor-
mal return of 6.4% in the event window [-20; +20] days around announcement
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Short-term* Long-term
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CER 6.4% BAHR 1 year -153.8%
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Figure 63: Event study results for Munich Re’s acquisition of American Re

(corresponding to the 68% quantile of CERs of all transactions), and even Mu-
nich Re’s CAR turned out positive. The development of short-term abnormal
returns support the hypothesis of early information leakage to the market. Me-
dium-term abnormal returns show that investors were uncertain about the value
added by the transaction as the BAHR was strongly negative with —153.8% one
year after announcement, but turned positive in the course of the following year.
However, long-term abnormal returns turned out disastrous. The acquisition
destroyed value of USD —20.8 bn, with a 3-year BAHR of —179.6%.*”® Thus,
Munich Re did not achieve the overarching objective to generate value from the
transaction as measured by BAHRs.

396 This is the 3rd worst BAHR of all transactions examined in the long-term event study in chap-
ter 4.4.
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5.4.3.3 Impact on financial performance

In the 10 years after the transaction, Munich Re roughly doubled its size in terms
of premiums, reserves and assets, and even increased its earnings nine fold. In
this respect, the prognosis of Mr. Schinzler, Chairman of Munich Re at the time
of the transaction, that “the transaction is also expected to have a positive effect

on the Munich Re’s future earnings per share™®’

came true. Overall, Munich Re
improved its comparative profitability but remained below market level. The
average return on reserve differential went down from —70 bp (1991-1995) to
=77 bp (2002-2006), but improved adjusted for the troubled U.S. portfolio to
about 32 bp (2002-2006). The average return on premium differential increased
from —1.8 percentage points to —0.7 percentage points, and even +1.3 percentage
points adjusted for U.S. reserve strengthenings in the respective time periods.
However, Mr. Schinzler’s expectation that synergies would be visible in 1998
group profits, did not materialize: The average loss ratio differential to the mar-
ket median increased from 21.8% (1991-1996) to 24.8% (1996-2001). Only
thereafter, it improved to 16.1% (2002-2006), still remaining notably above the
market median.**® At the same time, Munich Re extended its market share in the
U.S. and globally, see Figure 64. Thus, economies of scope through underwriting
skill transfer in traditional reinsurance cannot be rejected, but the effect became
visibly only late after the transaction.

However, Munich Re and American Re lost underwriting efficiency com-
pared to the market: Munich Re’s expense ratio differential went up from 3.2%
in (1991-1995) to 8.0% in (2002-2006). American Re’s expense ratio differential
increased from 5.7% (1991-1995) to 12.2% in (1997-2000°""). Nevertheless,
both companies gained investment efficiency and effectiveness. Munich Re’s
investment yield differential went up from —0.1% (1991-1995) to 0.5% (2002-

397 Munich Re (14 August 1996).

398 The effect of American Re’s troubled liability business on Munich Re’s performance is negli-
gible. American Re’s loss ratio worsened by more than 10 percentage points compared to the
market median between 1999 and 2000 (see Table 75 in the appendix), but successive reserve
strengthenings by Munich Re hit the groups’ loss ratio “only” by 2.6 percentage points in the
average per anno (USD 5.4 bn against aggregated group premiums of USD 206.1 bn between
2001 to 2005).

399 More recent data for American Re not available.
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Munich Re acquires American Re (1996)

5.4 Case study A

Market adjusted financial performance of Munich Re before and

after acquisition of American Re
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Figure 64: Development of market share (percent of total net reinsurance
premiums written)

2006), while American Re’s differential improved from —6.0% (1991-1995) to
~3.8% (1997-2000).*

With respect to growth, Munich Re achieved its major objective to extend
its market share in the U.S., but also globally. Figure 64 illustrates, that the com-
bined U.S. market share of Munich Re and American Re increased from 14.5%
to 21.2% between 1996 and 2004 due to an annual premium growth rate of
4.2%.%" In the same time period, their global market share increased by 2.4 per-
centage points. In addition, Munich Re may have achieved to increase its market
power and realize revenue economies of scale, since its loss ratio differential

400 Not adjusted for possible change of riskiness of asset allocation.
401 Estimates based on Reinsurance Association of America (2004), Munich Re (1996/97, 2004),
and Standard & Poor’s (1996, 1997).



5.4 Case study A: Munich Re acquires American Re (1996) 239

improved marginally by 1.2 percentage points in the same time period. The re-
alization of economies of scope from transfer of American Re’s expertise in
financial reinsurance and alternative market to the European market cannot be
assessed since a split of results into both types of reinsurance contracts is not
publicly reported.

Munich Re has not strengthened its available capital base compared to the
market. Although its average equity reserves ratio increased from 12% (1991-
1995) to 24% (2002-2006), lack of profitability lead to a decrease of the market
differential from —7% to —11%.*"* Only in terms of operating leverage, Munich
Re achieved to improve compared to the market, from average differential 3.1
down to 0.3.*” Rating agencies assessment of Munich Re’s solvency confirm
these results. After initially careful, but positive reactions to the acquisition of

American Re,**

all rating agencies lowered Munich Re’s and American Re’s
ratings shortly after the second round of reserve strengthenings became public

mid of 2002, see Figure 65.°”°

402 It should be noted, that these measures are not risk adjusted, i.e. Munich Re might have carried
less risk than the market median even before the acquisition of American Re, and may further
reduce riskiness through geographical or product diversification, thus requiring less capital.

403 The finding does not change when estimating the effect of U.S. reserve strengthenings.

404 A.M. Best said it views the acquisition as a long-term positive business development for both
organizations because it combines a leading U.S. market direct reinsurer with a global reinsur-
er. Still, it puts the rating of both companies and affected subsidiaries under review (Bestwire,
14 August 1996). Standard & Poor’s argues that American Re would benefit via balance sheet
strengthening because it carries less debt, and extends to global market with non-life faculta-
tive, finite risk, and alternative risk reinsurance. (Lloyd’s List International, 17 August 1996),
nonetheless it puts Munich Re on credit watch due to the “significant price, expected high level
of goodwill and uncertainty regarding the complete financing arrangements of the transaction,
and how it will affect the Munich Re balance sheet” (Post Magazine, 22 August 1996).

405 A.M. Best, Moody’s and Fitch rating classes are mapped to Standard & Poor’s rating classes in
order to make them comparable, see mapping Table 76 in the appendix.
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Figure 65: Development of Munich Re and American Re ratings

5.4.4 Conclusion

This section examines the case of Munich Re’s acquisition of American Re in
August 1996. This particular transaction is chosen for three reasons. It repre-
sented the largest reinsurance transaction of a European acquirer between 1990
and 2005, it marked the starting point for European involvement in the trans-
atlantic reinsurance consolidation wave beginning in 1995, and it badly dis-
appointed investors’ initially high expectations with respect to value creation.

Motivation, conduct and value creation

In 1996, M&A momentum was picking up in a stagnating and less profitable
global reinsurance market. Munich Re, a public company with a long-standing
history and a focus on European traditional reinsurance contracts, was at that
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time still the world’s largest reinsurance provider by premiums. Munich Re
faced a severe issue: Although its valuation was strongly based on earnings
growth expectations, its market share was declining for several consecutive
years. Munich Re came to the conclusion that reviving growth and profitability
must build on inorganic growth given the increasing market consolidation and
resulting competition. American Re, a private equity firm-owned company with
focus on the North American market and strong footprint in nontraditional re-
insurance, was the 11™ largest reinsurer in the world and 3™ largest in the U.S.
market. On 14 August 1996, Munich Re announced to acquire American Re for
USD 3.3 bn at 11% premium to previous day’s closing. Munich Re hoped to
create value primarily by fostering growth particularly in the U.S. traditional and
European nontraditional reinsurance markets, by improving especially its under-
writing profitability, through skill transfer and strengthening of its solvency
position.

Munich Re negotiated the acquisition in a four-week controlled auction
process, but obtained exclusivity already after two weeks for agreeing to pay
USD 65 per share. However, it failed to carry out an actuarial appraisal espe-
cially of risky liability lines or to link the outcome of such an actuarial appraisal
to the terms of the transaction. Further on, the price was considered hefty by
markets, as it valued American Re at 4.3 times its book value and thus notably
higher than transactions in the same phase of the M&A market cycle (between
1.6 and 2.7 times book value of the target). The all-cash equity acquisition was
structured as a reverse triangular merger, thus maintaining the separate existence
of American Re Corporation as a subsidiary of Munich Re.

The post-acquisition process can be separated into three phases. Integration
of staff was initiated not until half a year after announcement of the transaction,
and Munich Re failed to retain part of American Re’s top management. Integra-
tion of the organizations (e.g., merging U.S. branches, setting up underwriting
competence centers) was only implemented one year after announcement. Re-
structuring of the U.S. business became necessary after reserve issues of U.S.
liability business, partly written after the acquisition between 1997 and mid-
2002, required total reserve strengthenings of USD 5.4 bn (equivalent to 2.6
percentage points of loss ratio). Although Munich Re implemented organiza-
tional counter measures quickly, it failed to gain transparency and control on
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these business lines and did not communicate the extent and impact of the re-
serving issues concisely to investors. Capital markets reacted swiftly, leading to
a downward spiral for Munich Re’s market valuation. The event study results
confirm: The transaction yielded a CER of 6.4% in the event window [-20; +20]
days around announcement, but a BAHR of —179.6% over three years.

Realization of merger benefits

Value: Munich Re’s market value developed worse than the reinsurance market
beginning with the reserve strengthenings in late 2001. The event study results
indicate that value was even destroyed over a 3-year horizon after announcement
(BAHR of —179.6% over 3-year horizon, equivalent to USD —21 bn); only short-
term results are positive (CER of 6.4% in [-20; +20], equivalent to USD 77 mn).
Considering that the acquisition took place during the peak of the reinsurance
M&A cycle, in particular with respect to the U.S. market, existence of a “band-
wagon effect” cannot be rejected.

Profitability: The improvement in underwriting effectiveness from loss ratio of
21.8 percentage points (1991-1996) to 16.1 percentage points (2002-2006) above
market while extending its market share may not be attributable to economies of
scope through underwriting skill transfer from American Re to Munich Re due to
its time-lagged occurrence after the acquisition. Economies of scope through
skill transfer from Munich Re to American Re did not realize with respect to
underwriting efficiency (expense ratio increased from 3.2% (1991-1995) to 8.0%
(2002-2006) above market), but may have realized*”® with respect to investment
efficiency and effectiveness (investment yield went up from —0.1% (1991-1995)
to 0.5% (2002-2006) above market).

Growth: Munich Re achieved to revive organic growth by extending its U.S.
market share from 14.5% to 21.2%, and its global market share from 15.6% to
18.0% of net written premiums between 1996 and 2004. However, it is difficult
to assess whether Munich Re actually increased its market power and realized
revenue economies of scale, since its loss ratio differential improved only margi-
nally by 1.2 percentage points in the same time period. The realization of

406 Investment yield measures not adjusted for riskiness of asset allocation.
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economies of scope from transfer of American Re’s expertise in financial rein-
surance and alternative market to the European market cannot be assessed based
on public information.

Solvency: Munich Re did not improve its capitalization: Its equity reserves ratio
increased from —7% (1991-1995) to —11% (2002-2006) below market, and rating
agencies lowered ratings after the second round of reserve strengthenings. The
potential benefit of risk reduction cannot be assessed based on public informa-
tion.

Identification of process-related determinants of value creation

In the pre-acquisition process, Munich Re acted hasty. Although being relatively
inexperienced in reinsuring asbestos and environmental risks, and despite wide-
spread awareness of reserve issues in these lines in the U.S. market, Munich Re
pushed for exclusivity early in the transaction process, and before actuarial ap-
praisal of American Re’s book.

This phenomenon of increasing desire to rapidly complete (or terminate) a
transaction is known as escalating momentum®’. Pablo et al. (1996) argue that
once the acquirer chose the desired target (objective is to “avoid risk™), it there-
after focuses merely on achieving the best possible outcome (objective is to
“manage risk”).**® In this case, Munich Re locked into its target early after being
contacted by the financial advisors, and afterwards focused on reducing the risk
of entering a bidding contest or entirely losing the target. Closely related is the
notion of ambiguous expectations of acquirer management with respect to the
outcome of a transaction, resulting in deferral of difficult issues to the post-
acquisition phase.*”” In this case, proper appraisal of American Re’s long-tailed
businesses certainly would have imposed process and content issues.

Both drivers for fast closing are rather typical for risk-seeking decision
makers, in that they perceive risk as opportunity,’'® whereas Munich Re top

407 See e.g., Jemison and Sitkin (1986).

408 Pablo et al. (1996) acknowledge supporting and contradicting empirical evidence for this hypo-
thesis.

409 See e.g., Jemison and Sitkin (1986).

410 March and Shapira (1987).
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management was considered rather conservative by the time of the transaction.*"!
Even given Munich Re’s priority of quick agreement, it could have either carried
out a focused actuarial appraisal of the most risky (and publicly discussed) busi-
ness lines, or it may have incorporated the right of termination into the merger
agreement, in case issues significantly affecting American Re’s valuation
emerge. In harsh contrast, it seems that Munich Re not even sought transparency
on American Re’s book of business until 2003, since doubtful underwriting prac-
tices continued until mid-2002.

During the post-acquisition process, Munich Re failed to better control un-
derwriting of risky liability lines between 1997 and mid-2002, and to properly
communicate negligibility of related issues to external stakeholders.*'* Five rea-
sons may explain the first shortcoming. Firstly, different management styles may
result in M&A outcome to fall short of expectations.*'® This effect may occur in
this case, given the conservative history of Munich Re and the more risk-affine,
private equity-dominated governance of American Re. Secondly, Munich Re
may not have carried out the postponed actuarial appraisal even after signing of
the merger agreement or closing of the deal. Thirdly, differences of reward
schemes may make M&A less successful, especially if they differ in terms of
leverage and bonus.*'* Munich Re may have just not aligned American Re’s in-
centive scheme with targeted acquisition benefits. Fourthly, ineffective imposi-
tion of reward schemes on the target may impair M&A performance.*”” Even if
Munich Re aligned American Re’s incentive scheme, management may still not
have acted accordingly. Finally, Munich Re may have exercised too little control

on American Re’s operations.*'®

411 Reactions (31 October 1996).

412 It is not questioned whether or not Munich Re should have warned investors at all. Firstly,
avoiding a timely publication would cast future doubt on Munich Re’s credibility, negatively
impacting its valuation, see further below. Secondly, Tucker (2007) finds that openness of
firms with respect to warning on earnings shortfalls is not penalized by investors.

413  Buono and Bowditch (1985).

414  See Diven (1984) and Hayes (1979). However, Datta (1991) did not find respective empirical
evidence based on 173 transactions in the U.S. manufacturing industry.

415 Jemison and Sitkin (1986).

416 The fact that American Re is notably smaller than Munich Re in terms of premiums (9% of
group net premiums written in 1995; liability lines contribution merely 3% to group net pre-
miums written) may have deceived from the inherent risks.
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The second shortcoming of low disclosure quality can be attributed to two
drivers. Firstly, Munich Re failed to adequately position the negligibility of its
reserve strengthenings, which impaired its loss ratio by only 2.3 percentage
points. The fundamental improvement of Munich Re’s profitability compared to
the market (although at the expense of growth in 2001 and 2002, see Table 50)
remained unaffected. Secondly, several times it had to contradict its previous
statements, that anew reserve strengthenings would be the ultimate ones. Al-
though value relevancy of corporate disclosure quality is controversially dis-
cussed in prior research,”” Gelb and Zarowin (2002) find that better disclosure
as measured by AIMR-FAF annual corporate disclosure ratings is associated
with greater share price informativeness.

Summary

Despite the flawed pre- and post-acquisition process, Munich Re achieved some
of its targeted acquisition benefits, indicating that it reached a good level of inte-

418
gration,

see Figure 66. One may even argue that pressure from shortfalls dur-
ing the acquisition process, culminating in a spiral of reserve strengthenings,
eventually served as a catalyst for fundamental transformation of Munich Re’s
operations, which it may not have achieved otherwise. Still, earlier realization of
acquisition benefits would have allowed Munich Re to participate more actively
in the strong reinsurance and reinsurance M&A market until 1999 and after
2003. The loss of its position as the world’s largest reinsurer to Swiss Re after
acquisition of GE Insurance Solutions in 2006, which constitutes Munich Re’s
failure to achieve its possible motive of empire building, could potentially have
been avoided. Ultimately, Munich Re might have been even better off entering
the U.S. M&A market at least one year earlier, when acquisition options were
broader and takeover premiums may have been lower.

417 Core (2001) reviews literature on disclosure quality and its effect on cost of capital, but empha-
sizes measurement problems and problems of joint hypotheses tests linking disclosure quality,
information asymmetry and cost of capital.

418 Zollo and Singh (2004) argue that previous research found that a high level of integration may
increase or decrease value extracted from M&A, but find a significant positive relation bet-
ween integration and acquisition performance on their U.S. banking sample (N = 228).
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Figure 66: Achievement of merger benefits
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5.5 Case study B: CGU merges with Norwich Union
(2000)

5.5.1 Motivation for the transaction

5.5.1.1 Market environment

CGU merged with NU in a period of increasing consolidation of the European
and UK primary insurance markets.*'® The largest insurers were forerunners of
the increasing concentration® in the UK life and non-life primary insurance
market between 1993 and 2004: The 5-firm concentration ratios rose by roughly
20 percentage points, whilst the 10-firm and 15-firm concentration ratios in-
creased notably only in the life insurance sector. A similar development is ob-
served across Euro-12 countries, where the rising concentration was mostly
driven by the 5 largest market participants, who increased their market share by
15 percentage points between 1993 and 2004. Figure 67 presents the respective
evidence.

M&A was a major driver for the observed primary insurance market con-
centration in the UK and Europe. Momentum in the European insurance M&A
market picked up in the early and mid 1990s, reaching its peak between 1997
and 1999, see Figure 68. CGU and NU merged in the first year of a downturn of
the M&A market in the European primary and reinsurance industry: The overall
M&A volume decreased from its peak at USD 51.6 bn in 1999 (27 deals) to
USD 41.6 bn in 2000 (15 deals), and declined almost steadily for the successive
four years. Transaction activity in the life insurance sector, which dominated the
business of both insurers and was the strategic direction of the combined en-

419 The European Commission (2007, pp. 39) discusses prominence of primary insurers on a
country level. However, Swiss Re (2000) argues that “European insurers”, covering several
European countries, are gaining importance in the primary markets. Thus, concentration is ex-
amined for CGU and NU’s home market, the UK, but also for Europe.

420 This section discusses market concentration following the methodology applied in section
2.3.1. The concentration of the global reinsurance market is measured by concentration ratios,
defined as “the percentages of total industry output [...] which a given number of large firms
account for”, see OECD (1993). The total industry output is defined as net reinsurance premi-
ums written, as provided by Standard & Poor’s (1995-1999).
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* Concentration of 10 - 15th largest insurers not available for UK in 2004
Source: CEA (2006)

Figure 67: Development of UK and European primary insurance market con-
centration

#! was also slowing down. Most transactions (10 deals) and the highest total

tity,
transaction volume (USD 32.6 bn) were recorded in 1999, but numbers and vol-
umes of transactions were declining thereafter.

The M&A momentum in the primary life insurance market was driven by
fundamental factors in underwriting markets, urging the industry to seek value
creation by M&A. Firstly, a significant profitability gap between top and worst
performing life carriers opened in the late 1990s. The development of return on
reserves of major European life insurers presented in Figure 69 shows their me-
dian increased almost steadily until 1998. However, Standard & Poor’s (4 Au-

gust 1998) prediction that the European Union’s move towards a single market

421 Compare sections 5.5.1.3.
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Figure 69: Development of return on reserves of major European life insurers
(bp)

in financial services would reduce barriers for competition and lead to greater
returns for policyholders and shareholders of life insurers realized only for few
players in the industry: The median return on reserves fell sharply by 100 bp
after 1998, but the profitability spread*** opened strongly from roughly 220 bp in
1998 to 460 bp in 2000.

This loss of profitability of the life insurance industry may be partially attri-
buted to the constant decline of interest rates in the UK and Europe from 1995
onwards, because life insurers were heavily invested in fixed income assets*?,
and these assets had significantly shorter duration than the respective insurance

liabilities. Depending on a life company’s specific asset allocation in this period

422  Defined as the difference between the 75% quantile and the 25% quantile.
423 CEA (20006) reports for 1998 that in average, European life insurers allocate 39% of their assets
to fixed income instruments, and invest 36% of their assets in equity.
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Figure 70: Development of life and non-life premiums (indexed 1.1.1993 =
100)

of time,"* favorable equity markets may have contributed to the compensation
for losses in the fixed income portfolio. Figures 71 and 72 present the develop-
ment of relevant capital market indices.

Secondly, premiums grew only in the life primary insurance market. For the
non-life market, CEA (2006) reports stagnating UK and EU-15 premiums since
1993 until the year of the transaction. In contrast, life primary markets achieved
a CAGR of 13.9% in the UK and 10.7% across EU-15 countries in this period,
see Figure 70. Investors preferred life insurance carriers to non-life carriers since
an ageing population and progressing privatization of pensions markets promised

424 Company specific asset allocations are likely to differ significantly from the European average,
e.g. for regulatory reasons: German life insurers’ equity holdings are limited to 25% of their se-
gregated funds.
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Figure 71: Development of UK and European fixed income rates

continuation of this growth trend for the foreseeable future.*”® Thirdly, solvency
margins were threatened to deteriorate. Although increasing profits until 1998
lead to a comfortable capitalization of European insurers,"® competition for
market share in a stagnating non-life industry, and strong exposure of life insur-
ers to unfavorable fixed income markets lead to an increasing spread in profit-

425 Standard & Poor’s (4 August 1998). However, Life insurers were most prone to regulatory
changes, such as France’s introduction of a 7.5% tax on life products with terms of eight years
and more on 1 January 1998 (Standard & Poor’s, 4 August 1998). However, multi-national life
insurers could diversify well against these legal risks due to their limited geographical scope.
At the same time, reinsurance and primary non-life insurers showed strong volatility and future
uncertainty of profits due to increasing natural catastrophes (compare section 5.4.1.1.).

426 Especially large German players were assumed to carry significant available capital (Standard
& Poor’s, 4 August 1998).
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Figure 72: Development of equity market TRS (indexed 1.1.1995 = 100)

ability. At the same time, transparency for investors was increasing and they
accordingly raised their dividend expectations.

Life insurers utilized M&A as a strategic tool to improve their profitability
and their capital base, but also to secure their share in a growing market, espe-
cially against non-life insurers extending their outreach into the attractive life
segment.*”’ The discussions in the following sections illustrate that the trans-
actions partners NU and especially CGU were also hit by the difficult market
environment, and that a combination of both enterprises, in conjunction with a

427 Sources for profitability improvements (e.g., cost synergies, risk diversification) and growth
(market power, revenue economies of scale) by M&A are systematized in section 2.3.2. and
discussed specifically for the merger between CGU and NU in section 5.5.1.4.
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reorientation of their business strategy, promised to mitigate most pressing issues
and came to the advantage especially of NU’s top management.

5.5.1.2 The transaction partners: CGU

CGU was created by two mergers between three insurance companies: Commer-
cial Union, Hand-in-hand, and General Accident. Commercial Union was
founded on 28 September 1861 by London merchants after a devastating fire in
London warehouses resulted in insurance companies to announce premium in-
creases. Commercial Union quickly expanded geographically, opening its first
branch in December of the same year in Germany, and swiftly extended its prod-
uct coverage, starting life operations only one year later in 1862, and Marine
operations in 1863. Established in 1696, Hand-in-hand was the world’s oldest
fire insurance company, founded in London as a mutual society. In 1905, Com-
mercial Union merged with Hand-in-hand. General Accident was founded in
1885 in Perth, Scotland, as a P&C insurance company, underwriting liability,
burglary, fire, accident and motor insurance. In 1998, Commercial Union merged
with General Accident, and changed its name to CGU. Figure73 illustrates that
especially Commercial Union, but also General Accident gained significant ex-
perience in M&A transactions in their long standing history.

In the years prior to their merger, CGU was a dominant player in the UK
primary insurance market, see Figure 74. In 1999, CGU held a market share of
4.7% in the UK life market, making it the third largest life insurer in terms of
new business sales, and 6.3% in the UK non-life market, making it the second
largest non-life insurer.** The European premium income outside of the UK was
roughly as large as CGU’s domestic business, see Figure 75.**

CGU may have decided to pursue an M&A strategy for three reasons.
Firstly, a decomposition of CGU’s market valuation into its drivers earnings and

428 CGU (1999).

429 The dominance of worldwide non-life activities is driven by CGU’s U.S. subsidiary with a to-
tal premium income of USD 4.2 bn. This subsidiary was to be sold according to the merger
plan of CGU and NU.
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Further acquisitions

Hand-in-
hand
(1696)
Commercial * West of England Fire Insurance Company
Union (1894)
(1864)
* NZI (1989; New Zealand, Australia)
General * Provident Mutual (1996)
Accident
1905
,,,,,,, " » Scottish County & Mercantile Insurance
Commercial Company (1907)
Union * Edinburg Life Assurance Company
(1918)
| I ' * North British & Mercantile Insurance
1998 Y Company (1959)
i * Delta Llyod (1973, Netherlands)

\ * Groupe Victoria (1994, France)
CcGU |15

Source: Aviva web page, accessed August 7, 2007

Figure 73: Major mergers and acquisitions in the history of CGU

growth®” shows that 20% of its value can be attributed to growth expectations.
The implied growth rate of 1.2% per annum®' ranges at average premium
growth rates in the UK and European non-life market, but well below the aver-
age premium growth rates of the respective life insurance markets, making the
latter segment an attractive growth opportunity. However, CGU’s prospects for
future profitability and growth were endangered due to the rapid concentration of
its home market between 1997 and 1999: In this period of time, all 12 recorded
acquisitions of UK insurers*” targeted life carriers, and 11 of these transactions

430 Computed as 3-year average of after tax earnings / (cost of equity x market value). Cost of
equity calculated with 5% risk premium, risk free rate as average of 10 year UK government
bond rates, and beta based on 3-year covariance with MSCI world index.

431 Computed as (combined market value x cost of equity — combined earnings) / (combined mar-
ket value + combined earnings) as of 3 January 2000 based on previous year’s earnings.

432 Based on long-term deal sample, see section 4.2, excluding the acquisitions of CGU (General
Accident in 1998) and NU (London & Edinburgh Insurance Group Ltd in 1998).
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Figure 74: Development of market share of CGU (percent)

Life Non-life
Geo- Absolute Absolute
graphy Percent USD mn  Percent USD mn
UK 24 7,017 ]14 4,217
EU
(non-UK) 26 7,766 ] 10 2,924
World
(non-EU) 2 509 24 7,147
Total 52 15,292 48 14,288
Source: Annual reports, Regulatory News Service

Figure 75: Business mix of CGU by geography (1999)
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Table 51: Financial performance of CGU (1995-1999)

CcGU Unit 1995 1996 1997 1998 1999
Size

Earnings USD mn 679.8 601.8 593.0 870.8 784.0
Premiums USD bn 13.2 12.5 13.5 274 271
Reserves USD bn 70.4 771 82.4 150.3 157.0
Assets USD bn 83.9 91.6 98.2 177.5 188.1
Shareholders' Equity USD bn 6.9 7.3 7.9 16.0 16.3
Solvency

Equity ratio % 8.2% 8.0% 8.0% 9.0% 8.6%
Equity reserves ratio % 9.8% 9.5% 9.5% 10.7% 10.4%
Operating leverage times x 1.9 1.7 1.7 1.7 1.7
Reserves leverage times x 57.2 86.4 91.0 111.5 127.7
Reserves ratio times x 5.3 6.2 6.1 5.5 5.8
Profitability

Return on reserves bp 174.8 115.8 109.9 89.7 78.3
Return on equity % 17.8% 12.2% 11.5% 8.4% 7.6%
Return on premiums % 9.3% 71% 6.7% 4.9% 4.5%
Combined ratio % 107.7%  117.9%  1205%  132.9%  137.9%
Loss ratio % 102.0% 93.3% 97.2%  103.1%  130.1%
Expense ratio % 5.7% 24.7% 23.3% 29.8% 7.7%
Growth

Growth of earnings % 24.8% -11.5% -1.5% 46.8% -10.0%
Growth of premiums % 25.6% -5.0% 8.3%  102.3% -1.2%
Growth of reserves % 22.0% 9.5% 6.8% 82.5% 4.5%
Growth of assets % 20.4% 9.2% 7.2% 80.7% 6.0%
Growth of equity % 31.2% 6.3% 6.9% 103.9% 1.6%

were carried out by British insurers.*”® Capital markets reflected concerns re-
garding future growth, valuing CGU with a P/E ratio of 16.2 compared to the life
insurance industry average of 22.7. Thus, increasing dominance and growth
prospects in the life insurance sector through a strategic combination with an-
other insurer with a strong UK life franchise was both an opportunity but also a
necessity for CGU given the market environment in the late 1990s.

Secondly, CGU’s profitability declined notably on an absolute basis (see
Table 51) and compared to its industry peers (see Table 52). Its return on re-
serves fell from 79 bp above the market median in 1995 to 137 bp below market

433 On a European level (including Norway and Switzerland), 27 out of 45 acquisitions in this pe-
riod of time targeted life companies.
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Table 52: Market adjusted financial performance of CGU (1995-1999)

CGU (market adj.”) Unit 1995 1996 1997 1998 1999
Size

Earnings x times market 10.5 5.8 2.2 5.3 2.6
Premiums x times market 6.2 5.0 3.1 5.8 5.0
Reserves x times market 4.8 5.8 3.9 6.9 10.0
Assets x times market 41 4.0 3.2 6.1 4.2
Shareholders' Equity x times market 10.4 8.7 41 9.1 71
Solvency

Equity ratio A%pts to market 4.1% 3.4% 2.9% 4.5% 2.6%
Equity reserves ratio A%pts to market 4.2% 4.0% 0.0% 2.0% -0.8%
Operating leverage Atimes x to market -1.5 -0.8 -0.5 -0.7 -0.2
Reserves leverage Atimes x to market -42.5 0.0 11.1 74.6 81.2
Reserves ratio Atimes x to market -2.4 0.0 0.6 -0.2 -0.1
Profitability

Return on reserves Abp to market 79.2 10.5 -14.2 -180.7 -137.0
Return on equity A%pts to market -0.1% -5.1% -9.3% -171% -16.0%
Return on premiums A%pts to market -2.4% 2.4% -0.4% -7.4% -4.9%
Combined ratio A%pts to market -26.8% -21.0% -29.1% -20.8% -7.9%
Loss ratio A%pts to market -4.9% -21.0% -28.5% -31.6% -4.3%
Expense ratio A%pts to market -21.9% 0.0% -0.5% 10.9% -3.6%
Growth

Growth of earnings A%pts to market 34.9% -71.4%  -159.6% 84.8% -91.5%
Growth of premiums A%pts to market 62.0% -22.8% -64.3% 94.3% -17.8%
Growth of reserves A%pts to market 14.8% 19.6% -51.1% 77.9% 32.5%
Growth of assets A%pts to market 11.7% -1.4% -25.0% 84.4% -46.7%
Growth of equity A%pts to market 43.2% 21.3%  -1174%  111.7% -29.2%
* Median of EU-15 peers.

level in 1999, and its return on equity and return on premiums already lied below
market level in 1995 and dropped further. Investors penalized CGU for its lack
of profitability: CGU was devalued to an average market value of 1.3 times its
book value in 1999 (implying an return on equity of 8.0%), whereas its industry
peers were valued at 3.1 times their book (return on equity of 13.4%). This low
market valuation posed a threat for CGU management to fall prey to major
European groups seeking to strengthen their UK presence. CGU’s (still) healthy
capitalization further increased its attractiveness as a takeover candidate.**
Thirdly, CGU may have hoped to improve its profitability, e.g., through realiza-

tion of cost synergies.

434 The increase of reserves leverage between 1995 and 1999 was driven by growing reserves, not
declining earnings.
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Based on improved profitability and anew growth fantasies, CGU hoped to
regain investors’ confidence to lift its market valuation back to industry level or
above. Conversely, NU represented an attractive target for CGU as it was a simi-
larly large insurer in their home markets with a strong focus on UK business and
a powerful brand in life insurance. The next section presents an overview on NU
and its strategic rationale for the negotiated merger with CGU.

5.5.1.3 The transaction partners: Norwich Union

NU was established in Norwich in 1797 by Thomas Bignold, a wine merchant
and banker. The mutual insurance company started as a provider of fire insur-
ance for houses, stock, and merchandise, and operated its own fire brigade.
Eleven years later, in 1808, Mr. Bignold founded Norwich Union Life Insurance
Society, after a particularly severe winter claimed many lives. NU was less
active in M&A than CGU. It acquired Amicable Society in 1866, Norwich &
London Accident Insurance Association in 1908, Scottish & National Insurance
Company in 1959, and London & Edinburgh in 1998.

NU held a strong position in the UK life and non-life market with a market
share of 4.1% and 6.3% in 1999, respectively. However, it lost 0.7 percentage
points of market share in a growing UK life market (21.1% CAGR between 1997
and 1999). In the stagnating non-life market, NU gained 1.9 percentage points of
market share in the same period of time. NU’s and CGU’s combined market
position was strong in both markets with a life market share of 8.8%, and non-
life market share of 12.6% in the UK in 1999, see Figure 76. However, NU
added little to the market power of CGU on a European level, since 81% of its
gross premiums were written in the UK. On an overall level, the merger with NU
was designed to strengthen the life focus of the combined entity, since life busi-
ness dominated 2/3 of NU’s gross premiums, and the divestment of CGU’s U.S.
non-life activities (total premium income of USD 4.2 bn in 1999) as proposed in
the merger plan would result in 61% of the combined premiums to come from
life operations.
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Figure 76: Development of market share of CGU and NU (percent)

In the three years prior to the merger, NU achieved solid financial results.
Its capital base was strong with an equity ratio of above 9% between 1997 and
1999, see Table 53, and its leverage even improved further compared to the mar-
ket median, see Table 54.

However, investors did not appreciate the fact that NU was additionally
slightly more profitable than its industry peers based on most measures: Its re-
turn on equity as implied by average M/B and P/E ratios in 1999 was 8.8%, and
thus considerably lower than the implied return on equity of 13.4% for its indu-
stry peers. Since investors doubted NU’s growth perspectives (P/E ratio of 16.2
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Line of business
[ Life
CGU* NU* [ Non-Life
Geo- Absolute Absolute
graphy Percent USD millions  Percent USD millions
24 7,017 48 6,015
UK
14 4,217 33 4,208
EU 26 7,766 9 1,157
(non-UK) 10 2,924 3 394
World 2 509 4 551
(non-EV) 24 7,147 2 237
52 15,292 ‘ 61 7,723
Total
48 14,288 39 4,839
* Premium income incl. investment sales
** Gross premiums written
Source: Annual reports, regulatory news service

Figure 77: Complementarity of business mix by geography and lines of busi-
nesses (1999)

compared to market P/E ratio of 22.7), the life insurer was valued at merely 1.4
times its book value in 1999, whereas the life insurance market achieved an
average M/B ratio of 3.1. The relatively low market valuation made NU vulner-
able to hostile takeover bids in these times of strong M&A market momentum,
especially by large foreign groups who seek to strengthen specifically their UK
operations. Thus, the agreement of NU’s top management to merge the company
with CGU was to a lesser extent driven by operative performance issues,”’ but
mostly welcome as an opportunity to renew growth prospects and a defensive
strategy to prevent hostile bids and to secure their position and power. The next
section reviews the transaction motives of both transaction partners and summa-
rizes potential benefits along the framework laid out in section 2.3.2.1.

435 NU and their investors may benefit from the merger since the market power of both companies
may allow the combined entity to outgrow the market again.
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Table 53:  Financial Performance of NU (1997-1999)

Norwich Union Unit 1997 1998 1999
Size

Earnings USD mn 427.2 953.0 866.2
Premiums USD bn 53 9.3 1.1
Reserves USD bn 55.6 65.9 66.5
Assets USD bn 86.9 100.4 107.0
Shareholders' Equity USD bn 8.5 9.7 9.8
Solvency

Equity ratio % 9.8% 9.6% 9.2%
Equity reserves ratio % 15.3% 14.6% 14.8%
Operating leverage times x 0.6 1.0 1.1
Reserves leverage times x 73.8 36.8 44.9
Reserves ratio times x 10.6 71 6.0
Profitability

Return on reserves bp 135.6 271.8 222.8
Return on equity % 8.9% 18.6% 15.1%
Return on premiums % 14.3% 19.3% 13.3%
Combined ratio % 164.2%  175.8%  166.4%
Loss ratio % 158.7% 170.3% 161.5%
Expense ratio % 5.5% 5.5% 4.9%
Growth

Growth of earnings % 123.0% -9.1%
Growth of premiums % 76.6% 19.9%
Growth of reserves % 18.4% 0.9%
Growth of assets % 15.4% 6.6%
Growth of equity % 13.3% 1.8%

5.5.1.4 Benefits of the transaction

Robert Scott, Group Chief Executive of CGU, stated as main reasons for the
transaction in an interview with BBC, that a merger of both companies would
improve their market position, products, and capabilities to the customers in an
environment of worldwide rapidly changing financial services.”*® The overall
objective for the merger was to become leader in the UK as a core market, and
one of the leaders in the European financial services industry.*’ But even more

importantly, the merger served as a catalyst to transform both organizations fun-

436 Agence France Presse (21 February 2000b).
437 Regulatory News Service (21 February 2000).
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Table 54: Market adjusted financial Performance of NU (1997-1999)
Norwich Union (market adj.*) Unit 1997 1998 1999
Size
Earnings x times market 1.6 5.8 29
Premiums x times market 1.2 2.0 2.0
Reserves X times market 2.7 3.0 4.2
Assets x times market 2.9 3.4 24
Shareholders' Equity x times market 4.5 5.5 4.3
Solvency
Equity ratio A%pts to market 4.7% 5.1% 3.1%
Equity reserves ratio A%pts to market 5.8% 6.0% 3.6%
Operating leverage Atimes x to market -1.6 -1.5 -0.7
Reserves leverage Atimes x to market -6.2 -0.1 -1.6
Reserves ratio Atimes x to market 5.1 1.4 0.1
Profitability
Return on reserves Abp to market 1.4 1.4 7.5
Return on equity A%pts to market -12.0% -7.0% -8.5%
Return on premiums A%pts to market 7.3% 6.9% 3.9%
Combined ratio A%pts to market 14.6% 221% 20.7%
Loss ratio A%pts to market 33.0% 35.5% 27.1%
Expense ratio A%pts to market -18.4% -13.4% -6.4%
Growth
Growth of earnings A%pts to market 161.1% -90.6%
Growth of premiums A%pts to market 68.6% 3.3%
Growth of reserves A%pts to market 13.9% 28.9%
Growth of assets A%pts to market 19.1% -46.1%
Growth of equity A%pts to market 21.1% -28.9%
* Median of EU-15 peers.

damentally: NU was to become an important player in the league of Europe’s top
5 insurers, and CGU would shift and sharpen its strategy from profitability orien-
tation to aggressive portfolio management of its country subsidiaries with a focus
on the attractively growing life markets, see Figure 78. In the following, these
transaction partners’ motives are discussed in the context of drivers and hurdles
for M&A as identified in section 2.3.2.

Value creating motives. The long-term event study results in section 4.4.2.2 in-
dicate that transactions in the peak of an M&A cycle create less value than those
in the bottom phase. CGU and NU announced their merger in the downturn
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Source: CGU (1998), Regulatory News Service (21 February 2000)

Figure 78: Strategic shift of CGU along with NU merger

the nature of phase of the market, and only one year prior to the beginning of the
bottom phase.**® From this perspective, the transaction timing was chosen well.

Profitability. CGU was under pressure to improve its performance, as it was less
profitable than its industry peers by all examined measures. CGU may have
assumed to benefit from economies of scope through underwriting or investment
management skill transfer, because NU operated more profitable than its industry
peers by most measures. Due to these merger benefits, retention of senior man-
agement is a crucial determinant of post-merger integration success. The realiza-
tion of these economies of scope shall be tested through examining pre- and
post-transaction profitability measures: If return on reserves and return on eq-

438 See section 4.2.3 for identification of the respective phases.
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uity** increase relative to the market, and the combined entity achieves to main-
tain or even extend its market share, underwriting and investment efficiency and
effectiveness are advancing. Further on, management estimated substantial
economies of scale mainly from integration of UK insurance operations. For UK
life, it rather imprecisely stated that projected unit costs would fall as a result of
improved sales and significant cost reductions. For UK non-life, it assumed that
sources for lower unit costs would be synergies in claims management, product
purchasing, reinsurance cover, and electronic distribution channels. They origi-
nally estimated to realize cost savings of GBP 250 mn (corresponding to 21% of
1999 aggregated net administrative operating expenses) within 18 months after
completion of the merger and one-off restructuring cost of GBP 350 mn. In order
to meet these explicit targets, it is thus imperative for post-merger integration
that restructuring of operations, e.g., redefinition of processes, decision on loca-
tion and organization of central functions and systems, and streamlining of the
IT, is planned well and tackled immediately. The realization of economies of
scale is assessed by comparing planned cost savings with realized cost savings in
2002, the first year in which full merger benefits were to be reflected in the com-

bined entity’s annual results.**

Growth. Further on, management believed that value would be created from the
increased market power of the combined entity as it would become UK’s largest
insurer, its second-largest writer of new life and pensions business, its second-
largest fund manager, and Europe’s fifth-biggest insurance player.**' More spe-
cifically, the merger plan announced revenue growth in the companies’ life busi-
ness from an enhanced market profile, a larger share of the long-term savings
market and further acquisitions especially in Europe,*** and in asset management
through a focus on UK and European retail markets under the Morley Brand.
Analysts additionally believed that the combined entity may be able to realize

439 Return on premiums is not examined because denominator is strongly dependent on new busi-
ness mix between single and recurring premium contracts.

440 The first case study compared pre- and post-transaction underwriting efficiency, measured by
the expense ratio. This approach cannot be applied in this case study, because reliable operat-
ing expense data is unavailable.

441 Reactions (1 March 2000).

442 Acquisitions beyond Europe were to focus on markets such as South East Asia, India, and
China (Dow Jones Newswire, 21 February 2000).
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significant revenue economies of scope through the merger from cross-selling,
e.g. from combination of its two diverse client bases in the Australian market.**’
Post-merger integration thus needs to quickly integrate brands, channels, channel
support and products in order to bring hypothesized advantages of a combination
of both businesses to the market. Further on, post-merger integration must drive
extension to other markets through organic growth, M&A, distribution partner-
ships or joint ventures in order to achieve the planned strategic focus on the life
segment and on markets where the combined entity could become a top 5 player.
Realization of market power and revenue economies of scope would be indicated
by an increase in the combined entity’s premium market share, if profitability
remains at the same level or improves compared to the market median.

Solvency. CGU may benefit from the merger, since the insurers available capital
base is worse than that of its industry peers, while NU’s capitalization ranges
above market level. This strengthening of capitalization is assessed by compar-
ing pre- and post-transaction solvency measures. From NU’s perspective, geo-
graphical diversification associated with the merger results in risk reduction.***
The effect of risk reduction cannot be tracked based on available financial per-
formance measures, since required risk computations (e.g., based on internal
models) are unavailable.

Other (non-value generating) motives. CGU and NU may hope that by entering
the league of European insurance giants as their new number five, they will “join
the hunters, rather than the hunted”.*** Thus, empire building is most definitely a
further motive for management to proceed with the merger. In this respect, espe-
cially NU management benefits from the merger: An otherwise soon to be ex-
pected takeover by a large European insurer would most likely result in a signifi-
cant loss of power for NU top management since they would probably be offered
executive positions only on a country level. The merger with CGU promised
NU’s chairman and CEO the position of Deputies in the new organization im-
mediately, with a fixed succession scheme as part of the plan of merger.

443 Australian Associated Press (22 February 2000).

444  The increased industry focus of the combined entity on the life segment, especially after exit-
ing U.S. non-life business, may still result in a net risk reduction, as non-life business is con-
sidered more volatile than life business.

445 Financial Times (21 February 2000).
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In summary, several value generating and non-value generating drivers can be
identified for the merger between CGU and NU. Due to the nature of the targeted
merger benefits, post-merger integration needs to well be prepared and quickly
executed in order to retain senior management, realize operative cost savings,
and realign distribution. But most importantly, both insurers needed to assure
that the implicit organizational transformation would be pursued without com-
promises. The following section illustrates that these preconditions for the reali-
zation of merger benefits were achieved to a high degree because the transaction
was negotiated privately between both transaction partners, thus freeing up sig-
nificant capacity for a detailed preparation and early launch of post-merger inte-
gration. As a secondary effect, top management had more time to ensure smooth
development of the post-announcement transaction process until completion of
the transaction.

5.5.2 Conduct of the transaction

5.5.2.1 Transaction process and strategy

In the year prior to the announcement of the merger, NU was frequently involved
in M&A rumors, fuelled by top management statements that they were consider-
ing M&A.*** On 20 May 1999, the bank Lloyds TSB publicly announced their
interest in NU,*” and on 4 August 1999, NatWest Bank said it wanted to acquire
the life insurer. However, Mr. Harvey, CEO of NU, insisted that a merger with a
bank brought no advantages, and that NU remained interested in acquisitions
itself.**® Although proving his point by announcing the acquisition of Royal
London Insurance’s non-life business on 11 August 1999,* takeover talks bet-
ween NatWest Bank and NU’s competitor Legal & General in early September,

446 E.g., Mr. Harvey, the chief executive of NU, said on 3 March 1999 that the insurer would be
keen on acquisitions given that they added value for shareholders (Financial Times, 3 March
1999).

447 The Independent (20 May 1999). As a consequence, NU’s share price rose by 4.7%, and Lloyd
TSB’s share price went up by 3.4%.

448 The Guardian (4 August 1999). Analysts’ supported Mr. Harvey’s view that NU would rather
be an acquirer than a target, as NU’s share price contained no premium for a takeover (The In-
depenedent — London, 4 August 1999).

449 The Evening Standard (11 August 1999).
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and Generali’s bid for INA caused NU’s shares to jump again amid speculation it
could be the next life insurer to be targeted by either a British bank or a Euro-
pean insurer. %!

Although still in the process of post-merger integration with General Acci-
dent, M&A rumors surrounded CGU as well, but the insurer was rather seen as
the acquirer than the target, supported by top management statements that the
insurer “would be predator rather than prey in industry consolidation across
Europe”.**” In early 1999, speculations persisted that CGU would be interested
in fully acquiring Hibernian Group, an Irish non-life insurer, of which it already
owned around 28 percent.*”> On 2 June 1999, CGU announced takeover talks of
its wholly-owned Dutch subsidiary Delta Lloyd with Dutch insurer Nuts Ohra.**
On 5 August 1999, Royal & Sun Alliance Insurance countered speculations that
it was a potential target for CGU.*”

However, rumors of a transaction between CGU and NU were only leaked
to markets on 18 February 2000, immediately following Board approval of the
merger plan after week-long talks.**® The course of the transaction until comple-
tion of the merger, Figure 79 presents an overview, and during post-merger inte-
gration shows that the private and exclusive negotiation as opposed to an open
auction came as a great advantage to the insurers. Firstly, integration could be
prepared in great detail and launched immediately after shareholders’ approval.
Secondly, a bidding contest was avoided, which could have led large European
insurance groups to offer NU shareholders more attractive transaction terms than
CGU, e.g., a higher takeover premium and cash components to the consideration.
Such a takeover was against personal interests of NU management as they would

450 Reuters News (3 September 1999).

451 Reuters News (14 September 1999).

452 The Herald (12 August 1999). On 11 November 1999, Peter Foster, CFO of CGU, re-empha-
sized Mr. Scotts statements, saying that the firm wants to continue to grow its life and savings
business, possibly through more acquisitions (The Asian Wall Street Journal, 11 November
1999).

453 The transaction was announced on 4 November 1999.

454 Reuters News (2 June 1999). Agreement on the acquisition was reached on 30 September 1999
(CGU, 30 September 1999).

455 Reuters News (5 August 1999).

456 Reuters News (20 February 2000a). Information on the negotiations is not published.
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Figure 79: Overview of the transaction process

have most likely lost power. Thirdly, top management had more time to focus on
external communication to solicit merger approval, which was uncertain due to
unattractive conditions for NU shareholders and the danger of a merger break-up
by French insurer Axa, as if additionally burdened with integration planning.

The official merger announcement on 21 February 2000 rendered leaked in-
formation on the planned merger more precisely, e.g., correcting cost savings to
GBP 250 mn to be achieved after 18 months after completion, half of which
would be realized through 5,000 jobs being cut*’ in asset management, public

457 Agence France-Presse (21 February 2000b). Information leaked prior to official announcement
stated that CGU and NU aimed at GBP 200 mn cost savings and 4,000 jobs cut within 3 years.
This came as a shock to CGU employees, since CGU had already shed 5,000 staff over the pre-
vious two years as a consequence of the merger between General Accident and Commercial
Union. George Paul, chairman of NU, apologized that “the staff who work for our companies
had to learn about it this way.”
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relations, IT and technical divisions, with the remainder expected to come from
integrating computer networks, selling property and other sources.”™ At that
time, investment banks were known to be working out proposals to Axa and
Allianz on a “bearhug” combined bid for CGU and NU.** Mr. Scott dismissed
speculations that a foreign hostile bid may break-up the planned transaction, and
predicted closing of the transaction for early June*®’. However, on 1 March 2000,
Axa was reported to consider breaking up CGU’s merger with NU with a coun-
terbid for either company. It was believed that both boards would not reject an
*! and that NU is the more likely tar-
get.”” Axa had to withdraw its counter bid after CGU’s and NU’s top manage-
ment succeeded in soliciting institutional investors’ support for the merger*® by
15 March 2000.**

Obtaining merger approval of stakeholders turned out hard work for the

offer comprising a major cash element,
462

CEOs of CGU and NU. Their initial external communication focused on the stra-
tegic rationale of the merger, but shareholders criticized that there was no cash
element comprised in the merger, and that CGU as the larger transaction partner
refused to pay a premium.*®® Further on, policyholders were worried on the sur-
plus distribution from with-profit funds of both companies, and the broad public
expressed its anger at the careless communication of planned job cuts.*® CGU
and NU swiftly switched to a double tracked communication strategy and de-
cided to sweeten conditions for shareholders of NU. Firstly, they continued an

458 Associated Press Newswires (21 February 2000).

459 Financial Times (22 Febraury 2000b).

460 Agence France-Presse (21 February 2000b). Surprisingly, a spokesman of NU told a newspa-
per that a third party could disrupt the transaction (Associated Press, 21 February 2000).

461 The Independent — London (1 March 2000).

462 Evening News — Scotland (1 March 2000). Although Mark Wood, the chief executive of Sun
Life & Provincial Holdings, Axa’s British subsidiary, commented the report as “speculation”
(Reuters, 1 March 2000), he added that if Axa would make a transaction, it would rather target
a life company (The Times, 2 March 2000). Axa’s shares fell by 1.4% and CGU’s and NU’s
shares rose by 2% at the same time.

463 Reuters News (15 March 2000).

464 Axa’s chairman told a news conference on annual results that the merger between CGU and
NU “will go ahead without outside intervention” (Agence France-Presse, 16 March 2000).

465 Financial Times (26 February 2000Db).

466 A British union asked the London Stock Exchange to investigate whether information leaks
prior to the merger announcement violated the stock exchange’s takeover code, see Reuters
News (22 February 2000a).
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extensive road show for institutional investors stressing the strategic rationale of
the merger, after which Mr. Harvey told a news conference in Dublin on
15 March 2000 that “the basic reaction from institutions is that they see undeni-
able commercial value in this merger. They are indicating they will vote for
it.”**" Secondly, the insurers appealed to British patriotism through extensive
communication to the British public in popular media. On 27 February 2000, Mr.
Scott gave a presentation to tabloid press, arguing that “France, Germany, Italy
and Switzerland all have massive insurance groups that are winning customers
across the globe, including from Britain. We must have the same here”.*®® On 24
March 2000, only one week prior to shareholders’ voting on the merger plan,
Mr. Scott and Mr. Harvey countered a last-minute campaign of a rebel NU share-
holder*®” by wrapping themselves into the Union Jack, asking investors for their
support to create a British insurance giant.*’® Thirdly, Mr. Harvey announced on
5 March 2000, that NU shareholders would receive an extra dividend conditional
upon completion of the merger.*’”! Clearly, as top management was less tied-up
in preparation of post-merger integration activities than it would have been the
case in an open auction, their communication was not only well prepared, but
they also reacted flexibly to feedback from their stakeholders, and were able to
invest a significant amount of time personally.

The communication effort paid. On 31 March 2000, shareholders of both
companies approved the merger,*’* allowing the companies to begin implementa-
tion of major integration measures. On 22 May 2000, the UK court sanctioned
the scheme of arrangement relating to the proposed merger, after all outstanding
regulatory and antitrust approvals had been received.*”> The merger became

467 Reuters News (15 March 2000).

468 The Mail on Sunday (27 February 2000).

469 Investors Chronicle (24 March 2000).

470 The Times (25 March 2000) quotes Mr. Scott asking “Do people want to see a British company
that can compete on the level of the big European insurers or not? That is what this is about.”

471 The Mail on Sunday (5 March 2000).

472 NU reported an approval ratio of more than 91%, based on counting of 83% of shareholders’
votes, and CGU announced approval of its shareholders without releasing further details. With
their votes, shareholders also agreed to the planned job cuts (Associated Press Newswires, 31
March 2000).

473 Regulatory News Service (22 May 2000). The European Commission approved the merger on
14 April 2000 (Agence France-Presse, 14 April 2000). The New Zealand antitrust commission
approved the merger on 9 May 2000 (New Zealand Press Association, 9 May 2000). The
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effective on 30 May 2000. Shares of NU were delisted,*’”* new shares of the com-
bined entity CGNU*" were distributed to NU shareholders and to be included in
the FTSE life assurance index.*”°

5.5.2.2 Structure of the transaction

The transaction was structured as a nil-premium all-share merger: CGU and NU
proposed to issue 48 new CGNU shares for every 100 NU shares to NU share-
holders.*’”” Following the merger, CGU and NU shareholders held 58.5% and
41.5% of CGNU, respectively. CGU remained the listed holding company of the
combined group, and was renamed to CGNU. In addition, CGU shareholders re-
ceived a final dividend of 23.75 pence per share,”’® and NU sharcholders were
entitled for a final dividend of 9.35 pence per share in respect of the year ended
31 December 1999.

CGU’s offer valued NU at USD 14.4 bn corresponding to a market-to-book
ratio of 1.59 on the effective day 30 May 2000, which is low compared to the
prevailing market average of 2.60, but in line with other acquisitions of UK life
insurers in that period of time: Axa bought Guardian Royal Exchange PLC on
1 February 1999 at 1.22 times book value,””” and The Royal London Mutual In-
surance Society acquired United Assurance Group PLC for GBP 1.5 bn in

cash®® corresponding to 1.42 times book value on 22 February 2000.*' How-
ever, the latter deal came at a very high premium of 56% compared to the closing

price on 18 February 2000, and was structured as an all cash acquisition.

Polish Supervisory over Pension Funds allowed NU to keep shareholdings in its Polish pension
fund for a period of up to six months following the completion of the merger (Regulatory
News Service, 11 May 2000), although exceeding a combined market share of 33% (Interfax
Poland Business Service, 22 February 2000).

474 Reuters News (15 May 2000).

475 Regulatory News Service (22 May 2000).

476 CGU was listed on the FTSE non-life insurance index, but Norwich Union on the higher-rated
FTSE life assurance index.

477 Regulatory News Service (21 February 2000). The actual takeover premium for NU share-
holders was -3.6% at announcement (+2.7% for CGU shareholders), and +0.2% at effective
date (-0.1% for CGU shareholders) excluding dividend top-up.

478 The new CGNU shares issued to NU shareholders did not carry the right to receive CGU’s
1999 final dividend.

479 Dow Jones Business News (1 February 1999).

480 Associated Press Newswires (22 February 2000).

481 Dow Jones Business News (22 February 2000).
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The deal consideration was thus heavily criticized by NU shareholders and
analysts. An analyst estimated a 30-40% chance of a deal breakup if the hostile
bidder would be willing to pay a cash component.”*> Another analyst criticized
that CGU as the larger partner doesn’t pay a premium, thus putting the deal at
risk.*® Consequently, as laid out in section 5.5.2.1, CGU and NU top manage-
ment had to invest heavily into investor communication and to promise a 30%
increase of dividends for NU shareholders conditional upon completion of the
merger in order to gain their approval for the merger against Axa’s counter bid.

5.5.2.3 Post-merger integration

Since the merger was privately negotiated (not auctioned), post-merger integra-
tion could be neatly planned and launched early in the transaction process, both
most likely well ahead of the announcement of the transaction. First concrete
integration measures were announced immediately after shareholder approval,
supporting the hypothesis that integration teams were already operating success-
fully in the background. The post-merger integration activities can be separated
into three work streams: Retention and integration of staff, realignment of lines
of business and distribution, and integration of operations, see the overview pre-
sented in Figure 80.

The first work stream, refention and integration of staff, began with the in-
tegration of the top management team immediately after sharecholder approval.
Already on 6 April 2000, shortly after having received shareholder approval on
31 March 2000, CGU and NU cemented the merger by appointing key positions
across the group. Former NU executives were appointed to head CGNU’s non-
life and life business, despite the fact that NU was smaller than CGU in terms of
premiums.*® Directors of the new company could only be appointed on the
effective date of the merger, and former CGU staff initially assumed the lead but

482 Financial Times (22 February 2000b).
483 Daily Mail (22 February 2000).
484 Reuters News (6 April 2000).
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Apr 6, July/Aug Oct 2, Dec.
2000 2000 2000 2001
v v v v

Retention and integration of staffl > ‘
I
Realignment of lines of business and distribution I >
I I
Integration of operations | >
* Appointment of top managementl * Integration of UK business l * Integration projects for UK groupl
positions — Revision of product portfolio office and central services
* Appointment of senior — Establishing joint brands 2lnehed

Introduction of common IT
platforms and concentration of
data centers

Integration of business unit
— Focusing of other international support operations

opleratlons X X Implementation of integration
— Alignment of international incentive plans
distribution arrangements

management in insurance and

* Realignement of international
fund management

business portfolio
— Sale of U.S. non-life business

Source: Press research, company annual reports

Figure 80: Overview of the post-merger integration process

a fixed replacement plan for former NU staff was put in place.*®® Beginning one
week after appointment of the top management, the board members communi-
cated further appointments across the group to ensure retention of their senior
management team, such as staffing of the UK life office,”®® UK non-life office,*’
and the combined asset management business. The loss of few key employees,
former CGU staff, in the latter unit became public in the beginning of June after
they were beaten to top jobs by NU fund managers.*® Later, more NU managers

were to secure high-profile position in the combined asset management arm,**’

485 The former chairman of CGU, Mr. Gyllenhammar, took over as Chairman of CGNU, and his
counterpart of NU, Mr. Paul, was appointed Deputy Chairman. CGU’s Group Chief Executive
Director, Mr. Scott, became CGNU Group Chief Executive Director. Mr. Harvey, his NU
counterpart, took the role of Deputy and succeeded Mr. Scott on 24 April 2001 (Regulatory
News Service, 24 January 2001).

486 Four former CGU managers, and two former NU managers were selected (Money Marketing,
13 April 2000).

487 Insurance Brokers Monthly & Insurance Advisor (1 May 2000).

488 The Financial News (5 June 2000).

489 E.g., head of investment, head of property, head of pan-European and UK equities, centralized
dealing desk, head of corporate research and quant analyst, head of strategy (The Financial
News, 3 July 2000).
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so that it can be assumed that CGNU top management factored risks and advan-
tages of NU-biased promotions into their decisions.

The second work stream, realignment of lines of business and distribution,
began with the integration of UK insurance and fund management business.
CGNU consolidated advertising and creative accounts already in May 2000*”° to
ensure a common branding for its UK non-life insurance and life insurance arm
for its launch on 2 October 2000 under NU’s brand.”’' By that date, sales forces
should be fully trained on the integrated product portfolio. In order to simplify
transition to the new products, CGNU decided to keep CGU’s commercial lines
and NU’s personal lines, instead of pursuing a best-of-breed selection.**** On
the same date, CGU’s and NU’s Irish business were integrated under CGU’s
Hibernian brand.*”* Besides restructuring its UK and Irish operations, CGNU
acted immediately to realign its international business portfolio according to the
new strategic focus on the life insurance industry and on markets where it could
achieve a top 5 position, see Figure 81 for an overview.

Already on the day of the merger announcement, a spokeswoman for
CGU’s U.S. operations confirmed that bidders are solicited for the U.S. non-life
business, " and analysts assumed that CGU could realize up to USD 3 bn billion
from the planned sale, but that potential buyers may be scarce.*”® CGNU’s firm
conviction of its strategy is reflected in its acceptance of a GBP 1,376 bn post tax
loss on the sale of its U.S. non-life insurance operations to White Mountains
Insurance Group for GBP 1.4 bn (USD 2.1 bn), announced on 25 September
2000. Further transactions followed soon to emphasize the strategic focus.
Within one year after the announcement of the merger, a total of 11 deals were
announced:

490 Marketing (18 May 2000).

491 Completion of integration was expected in June 2002. (Post Magazine, 8 June 2000).

492  Professional Broking (1 September 2000).

493 However, on 8 November 2000 the company stated the opposite, saying that its life and general
businesses “now offer improved product ranges, reflecting the best of breed from the merged
CGU and Norwich Union businesses”, see Regulatory News Service (8 November 2000).

494 Regulatory News Service (8 November 2000).

495 Boston Herald (22 February 2000).

496 Reuters News (22 February 2000a).
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Life ¢ Joint-venture with Bancaja ¢ Sale of CGU and NU life
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Source: Press research
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Figure 81: Realignment of CGNU’s lines of business in the year after announ-

cement of the merger

497

2 investments in the life insurance segment,” and 4 divestments in Cana-

dian and Polish life insurance operations.*”® Additionally, CGNU won the

497

498

CGNU acquired a 50% stake in Bancaja’s life insurance subsidiary on 19 May 2000 (CGNU,
19 May 2000). On 8 November 2000, CGNU announced to buy a 65% stake in Vseobecny
vzajemny pensijni fond, Czech Republic’s ninth-largest pension fund (Reuters News, 8 No-
vember 2000; Interfax Czech Republic Business News Service, 10 November 2000). CGNU
further on joined the bidding contest for Equitable Life, a UK mutual insurer (Dow Jones Inter-
national News, 1 September 2000), but pulled out (The Sunday Telegraph, 12 November
2000).

Manulife Financial, Canada’s biggest insurance company, announced on 23 December 2000 to
buy CGNU’s Canadian life insurance operations for USD 93 mn (Financial Times, 23 Decem-
ber 2000). On 27 December 2000, CGNU announced the sale of Norwich Union Holdings Ca-
nada to American International Group for GBP 71mn (Financial Times, 27 December 2000).
On 20 September 2000, Sampo Insurance Company, Finland’s largest insurance group, an-
nounced that it acquires PTE Norwich Union S.A., the pensions provider, and Norwich Union
Towarzystwo Ubezpieczen na Zycie S.A., the life insurance company.
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bidding contest for one of three licenses granted by the Chinese government
to sell life insurance in China.**

1 investment in non-life insurance,”® but heavy divestments in non-life

business besides sale of U.S. business operations through exiting Lloyd’s

market™', and divesting in South African, German and New Zealand gener-
al markets.>”

The strengthening of fund management proceeded at lower pace: NU’s intended

takeover of Gartmore, Royal Bank of Scotland’s fund manager,’” was outbid by
Nationwide Mutual, a U.S. insurer.’® However, on 15 November 2000, CGNU
announced the acquisition of a medium-sized asset management company in the
U.S.>® Additionally, CGNU extended its international distribution arrangements

at a fast pace by signing agreements with Tesco, Royal Bank of Scotland and
NatWest in the UK,* and Banca Popolare di Lodi in Italy.”®’

499
500

501

502

503
504
505
506

507

Insurance Information Institute Database (10 November 2000).

Acquisition of Friends First Group’s personal lines general business in Ireland through its sub-
sidiary Hibernian Group, leading to a 26% market share (Regulatory News Service, 26 June
2000).

CGNU closed its entire global risk division (The Mail on Sunday, 6 August 2000), put its cata-
strophe and property syndicates into run-off (Post Magazine, 20 July 2000; Post Magazine,
24 August 2000), and sold its Lloyd’s insurance market managing agency Marlborough Under-
writing Agency to Berkshire Hathaway Group at undisclosed terms (Agence France-Presse,
1 November 2000).

CGNU sold its 51% shareholdings in CGU South Africa to Mutual & Federal Insurance Com-
pany on 30 June 2000 (Regulatory News Service, 30 June 2000). On 25 July 2000, CGNU had
agreed to sell its German non-life insurance business to German insurer Gerling (Agence
France-Presse, 25 July 2000). On 19 October 2000, CGNU announced to sell one of its two
insurance business in New Zealand, State Insurance. (Financial Times, 27 October 2000).

Dow Jones International News (15 March 2000).

The Times (31 March 2000).

Reuters News (15 November 2000).

On 4 April 2000, CGNU announced a life and pensions alliance with Tesco Personal Finance,
a joint venture between Tesco, a British supermarket group, and Royal Bank of Scotland. As
part of the alliance, CGNU buys Tesco Personal Finance Life, Tesco’s joint venture with Scot-
tish Widows (Reuters News, 4 April 2000). On 26 April 2000, CGNU announced a distribution
agreement with Royal Bank of Scotland, enabling it to sell through the bank’s branches. Fur-
ther on, CGNU agreed with Royal Scottish Assurance and NatWest Life to acquire 50% stake-
holdings of the banks subsidiaries on 17 July 2000 (The Scotsman, 27 April 2000; Regulatory
News Service, 17 July 2000).

Corriere della Sera (27 July 2000).
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In the third work stream, integration of operations, CGNU setup integration
projects for the UK group office and central service units early in the transaction
process to ensure that benefits from economies of scale through common service
platforms, centralized facilities management and IT infrastructure are achieved
for its UK businesses.’” Already on 20 April 2000, CGU and NU announced
centralization of their UK locations. life insurance functions were to reside in
York, non-life functions to operate from Norwich, and group corporate functions
to be based in London.>® In July, the front office structures of UK fund manage-
ment were reportedly integrated.’'® In August, the integration of business unit
support infrastructures was mostly complete.’'' In February 2002,”'* CGNU an-
nounced that the integration process was completed, and operations of CGU and
Norwich Union were successfully merged by the end of 2001, including consoli-
dation of UK data centers in Norwich, and movement of non-life operational

platforms to a common system.’"

An integration incentive plan conditional
upon fulfillment of integration targets was put in place,”'* and CGNU raised its
original estimate of annualized pre-tax cost savings of GBP 250 mn and integra-
tion cost of GBP 350 mn to savings of GBP 275 mn and integration cost (to be
fully included in annual results in 2002) of GBP 425 mn (to be fully accounted
for in 2001).°"* The ramp-up of planned and achieved cost savings and integra-

tion cost as reported by CGNU is presented in Figure 82.

508 Regulatory News Service (8 November 2000).

509 Money Marketing (20 April 2000).

510 Regulatory News Service (2 August 2000).

511 Regulatory News Service (2 August 2001).

512 Regulatory News Service (27 February 2001).

513  Regulatory News Service (2 August 2001).

514 Regulatory News Service (27 February 2001). As a consequence, GBP 49 mn bonus payments
for staff of certain business units and senior management were included in 2001 accounts
(CGNU, 2000 and 2001).

515 Regulatory News Service (2 August 2000).
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Source: Regulatory News Service (21 February 2000, 2 August 2000, 27 February 2001, 2 August 2001, 27 February 2002),
CGNU annual reports, own analysis

Figure 82: Reported planned and realized cost savings and integration cost
(GBP mn)

5.5.3 Value creation by the transaction

5.5.3.1 Capital market reactions

The merger announcement sparked off considerable momentum in the UK M&A
market.’'® Still, analysts mostly disapproved the deal, saying that the strategic
rationale is unclear and that there is a 30-40% change of a break up if hostile

bidders would offer cash component,”’'™”'® whereas major European insurers

516 On 22 February 2000, The Royal London Mutual Insurance Society announced to acquire
United Assurance Group PLC for GBP 1.5 bn (Associated Press, 22 February 2000). Five days
later, Royal & Sun Alliance said to solicit a buyer willing to pay more than GBP 6 bn (USD 10
bn) for its business (Reuters News, 27 February 2000). On 28 February 2000, Prudential, the
British insurance company, was considering a bid of as much as GBP 4 bn (USD 6.4 bn), for
its rival Equitable Life Assurance Society (The New York Times, 28 February 2000).

517 The Independent (21 February 2000).

518 Financial Times (22 February 2000b).
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such as Allianz, Axa, Aegon, Generali, Fortis, ING or Zurich Financial were

considered potential buyers of NU.>"” Amongst the few positive assessments, a

Scottish fund manager appreciated that “all-share offers are not ideal but here are

two management teams trying to realize shareholder value”,”*® and an analyst

considered the deal to be sensible, but remarked that previous insurance mergers
haven’t delivered value.”!

The TRS development in the short-term after the announcement reflected
analysts’ criticism. As they labeled the deal “defensive” and “unexciting”,****
CGU’s and NU’s shares dropped by —7.3% and —12.5% during the first two

trading days after board approval (life insurance market —3.8%), see Figure §3.
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Figure 83: Short-term capital market reactions to events in transaction process

519 Reuters News (21 February 2000a).
520 Financial Times (22 February 2000a).
521 Reuters News (21 February 2000b).
522 The Times (23 February 2000).

523 Reuters News (21 February 2000b).
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Figure 84: Long-term capital market reactions to merger announcement

Share prices of both transactions partners briefly rose by 5.4% and 6.0% (life
insurance market 3.3%) on the day Axa publicly announced its possible hostile
counter bid. Only after CGU and NU reported on 15 March 2000 that institu-
tional investors approved the merger and Axa withdrew its plans to break up the
transaction, share prices of both companies began to follow the generally posi-
tive trend of the life insurance market.

In the long run, the combined entities TRS developed quite similar to the
life insurance market, see Figure 84. Thus, CGNU was not able to close the stock
market performance gap to the life insurance market that opened in 1998 and
widened until 2000.°** Further on, after a history of below market level market-

524 CGU and NU increased their TRS index by 25.3% and 23.8% between 1.1.1998 and 3.1.2000,
whilst the life insurance market index increased by 78.6% in the same period of time.
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to-book valuation of CGU and NU,*> CGNU’s market-to-book ratio converged
back to market level in 2002 and thereafter,”?® but at the same time its P/E ratios
dropped below market level,”” implying that investors began to appreciate the
earnings level of CGNU, but (still) doubted their growth.

5.5.3.2 Event study results

Figure 85 presents the results of the analyses of short and long-term value crea-
tion in Chapter 4 for CGU’s merger with NU. Capital markets reacted positively
in the event window [-20; +20] days around announcement of the merger. The

Short-term* Long-term

Value generation USD 698 mn Value generation USD 4.2 bn
CER 5.6% BAHR 1 year -12.1%
CAR acquirer 7.7% BAHR 2 years 31.4%

CAR target 2.7% BAHR 3 years 25.1%

Development of short-term abnormal returns
Percent

Event window

* Event window [-20; +20] trading days
Source: Own research

Figure 85: Event study results for CGU’s merger with NU

525 E.g., on | January 1998, the M/B-ratio of the life insurance industry was 2.6, the one of CGU
was 0.7, and the one of NU was 1.34.

526 E.g., on 1 January 2002, the M/B ratio of the life insurance industry and CGNU was 2.0.

527 E.g., from M/B-ratios of the life insurance industry and CGNU of 17.7 and 18.3 on 1 January
2002 to 15.1 and 10.3 on 1 January 2003, respectively.
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combined entity achieved an abnormal return of 5.6% (corresponding to the 66%
quantile of CERs of all transactions), and CARs of CGU (7.7%) and NU (2.7%)
turned out positive as well. However, abnormal returns shortly after announce-
ment are strongly negative, e.g., with —8.2% for the combined entity in the event
window [0; +5] days. In the long run, the merger created value of USD 4.2 bn,
with a 3-year BAHR of 25.1% (corresponding to the 82% quantile of all transac-
tions). Thus, the hypothesis that the transaction timing was chosen well cannot
be rejected.’*®

5.5.3.3 Impact on financial performance

Table 55 and Table 56 present the absolute and market adjusted financial per-
formance of CGNU/Aviva™ three years before the merger™*” until the third year
of full realization of operative merger benefits.”>' Between 2001 and 2004,
CGNU/Aviva increased its size in terms of premiums, reserves and assets by
more than 50%. Its overall profitability decreased by most measures, but less so
than profitability of its industry peers.”> CGNU’s/Aviva’s return on reserves
dropped from an average of 129 bp between 1997 and 1999 to 61 bp between
2002 and 2004, but its performance differential to the market improved but re-
mained worse than the market median: The 3-year average improved from —74
bp (1997 to 1999) to —43 bp (2002 to 2004). At the same time, CGNU/Aviva
achieved higher growth than the market in terms of premiums and assets (9 per-
centage points above market growth in 2002 to 2004), and the market share of

528 It could be argued that a merger announcement during the peak of the M&A cycle could have
led to a hostile breakup of the merger, whereas the potential benefits of the eventual transaction
may have been smaller or the final acquirer may have destroyed value through overbidding for
NU. Since the merger was announced during the downturn of the M&A cycle, decreasing mar-
ket momentum may have allowed potential hostile bidders to abstain from transaction propo-
sals with doubtful rationale or at excessive considerations.

529 Shareholders of CGNU agreed on the 2002 general annual meeting to change CGNU’s name to
AVIVA, thus consolidating more than 50 trading names under one brand in order to increase
awareness and earn marketing synergies (CGNU, 1 July 2002). For commercial reasons five of
the strongest brands will not change.

530 Based on a pro-forma aggregation of financial performance measures.

531 Cost synergies were to be fully reflected in 2002 results (Regulatory News Service, 2 August
2000).

532 Its return on equity improved due to worsening capitalization.
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Financial performance of CGNU/Aviva before and after the merger

Table 55:
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5.5 Case study B

Market adjusted financial performance of CGNU/Aviva before and

after the merger
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Figure 86: Development of the market share of the combined entity (percent)

the combined entity increased steadily after the merger in the UK and European
life insurance segment, see Figure 86.*° The strategic shift from a multi-line
insurer to a life insurer is further emphasized by increasing share of life premi-
ums to total premium of the combined entity, see Figure 87. Thus, realization of
market power and revenue economies of scope from skill transfer and cross-
selling cannot be rejected.

However, an analysis of realized cost savings indicates that economies of
scale may not have been realized as planned. Due to hypothesized sources of
these cost savings,* the effect should largely be reflected in a reduction of unit

535

costs™” based on net administrative operating expenses before one-off restructur-

533 The declining market share in non-life insurance reflects CGNU’s announced shift in strategic
focus to life insurance and according divestments in non-life business in the U.S. and other
geographies.

534 According to the merger plan (Regulatory News Service, 21 February 2000), estimated sources
of cost savings were staff 48%, property 6%, IT 19%, and other 27%.

535 According to the merger plan (Regulatory News Service, 21 February 2000), economies of
scale should reflect in a reduction of unit costs, not absolute costs.
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Figure 87: Development of premium share of the combined entity (percent)

ing cost. Full cost savings were to be visible in 2002 results.”*® Table 57 presents
a computation of unit costs based on net earned premiums and reserves, and
respective cost savings in 2002 normalized on level of business in 1999. Al-
though CGNU states in its 2001 annual result filings that GBP 317 mn of cost
savings were realized,”’ the presented analyses provide only support for cost
savings ranging between GBP 47 mn and GBP 113 mn at the maximum.’*®

Further on, Aviva did not achieve to strengthen its capitalization. Its equity
ratio and equity reserves ratio worsened notably. E.g., its 3-year average equity
ratio declined from 9.1% between 1997 and 1999 (3.9 percentage points better
than the industry) to 4.4% between 2002 and 2004 (0.6 percentage points below
the industry). A series of rating downgrades beginning at the end of 2002, see
Figure 88, provides further support for these observations.

536 CGNU (27 February 2002).

537 CGNU (27 February 2002).

538 It shall be noted that utilization of different bases for unit cost computation may yield different
results.
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Figure 88: Development of CGU and NU ratings

5.5.4 Conclusion

This section analyzed CGU’s merger with NU in February 2000. This trans-
action is chosen for three reasons. Firstly, the merger was announced during the
downturn of the M&A market, thus capturing a different phase of the market
cycle than the Munich Re’s acquisition of American Re. Secondly, among other
transactions also fulfilling this criterion, the examined merger carried the largest
relative transaction volume with 71%, thus supporting visibility of M&A effects
in capital market reactions and financial performance measures. Thirdly, the
transaction built the nucleus for the highly successful UK life insurer Aviva.
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Motivation, conduct and value creation

In the 1990s, European insurance industry giants drove an intense process of
market concentration, and it was not before 2000 for the European insurance
M&A market to enter a downturn phase. In contrast to non-life business, life
insurance premiums showed healthy growth, a trend which was likely to con-
tinue. However, life insurers’ results were under pressure especially from falling
interest rates, leading to a widening profitability gap between top and worst per-
forming carriers. As a consequence, life insurers sought M&A to improve their
profitability and their capital base, but also to strengthen their footprint in the
growing segment.

The public company CGU was the outcome of the mergers of Commercial
Union (established 1861) with Hand-in-hand (established in 1696) in 1905, and
Commercial Union with General Accident (established in 1885) in 1998. In
1999, CGU was Britain’s third largest life insurer and second largest non-life in-
surer with a roughly equal global premium share of both business lines. CGU de-
cided to pursue M&A primarily because it sought to increase participation in the
attractive life insurance markets through a transformational strategic shift. NU
with its strong life franchise in CGU’s home market promised a good basis from
where to rejuvenate international expansion in the life segment.

NU was established in 1797 as a mutual insurance company, and converted
and floated not before 1997. In 1999, NU was similarly strongly positioned in
the UK compared to CGU with a market share of 4.1% and 6.3% in the life and
non-life market, respectively. Further on, it achieved solid financial results with
above market capitalization, and slightly higher profitability. However, capital
markets valued NU notably below the market average, doubting its current earn-
ings level and its ability to grow earnings. As a consequence, NU was frequently
involved in rumors of a potential takeover by large European insurers in the year
before the transaction, threatening its management to lose its position and in-
fluence. The merger with NU promised its management to secure their power
due to a fixed succession scheme in the merger plan, giving rise to the non-value
generating M&A motive of empire building. Further on, value could be created
based on economies of scale from integrating UK operations, revenue economies
of scope through skill transfer and cross-selling, increase in market power, and
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strengthening of capitalization. Over and above, the merger was designed to
serve as a catalyst for a major organizational transformation.

On 21 February 2000, CGU and NU announced that both boards approved
the companies plan to merge after week long negotiations. The fact that the
merger was privately negotiated (not auctioned) allowed the transaction partners
to prepare integration in detail, to begin with integration immediately after share-
holders’ approval, to avoid a bidding contest which could have led to a foreign
insurance group breaking up the merger, and to free up capacity for external
communication. Due to the extensive communication effort, top management of
CGU and NU gained shareholder approval, despite the fact that the nil-premium
all-share structure of the merger was rather unattractive for NU investors, urging
Axa to withdraw its plan of a potential counter bid. First concrete post-merger
integration measures became apparent already few days after shareholder appro-
val. CGU and NU announced integrated top management positions and appoint-
ments of senior staff in the respective departments, and thus achieved retention
of most key staff as a prerequisite for realization of economies of scope through
skill transfer. Further on, CGU and NU proceeded right after announcement with
the realignment of their UK and international lines of business and distribution.
The U.S. non-life insurance operations were sold in September 2000, UK insur-
ance and fund management functions and products were integrated by October
2000, and a total of 4 investments and 8 divestments were carried out across all
business segments to further push organizational transformation towards the new
strategic focus. Lastly, CGNU achieved to integrate operations quickly, as the
new location strategy was announced already in April 2000, most business unit
support functions integrated by August 2000, and full integration completed by
the end of 2001. The realization of planned merger benefits and determinants of
failure and success are discussed in the following. Figure 89 presents an over-
view.
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Figure 89: Achievement of planned merger benefits
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Realization of merger benefits

Value: Although analysts disapproved the deal shortly after its announcement,
the transaction created value in the short-term with a CER of 5.6% in the event
window [-20; +20] (corresponding to a value creation of USD 0.7 bn) and in the
long-term with a BAHR of 25.1% over three years (corresponding to a value
creation of USD 4.2 bn).

Profitability: Profitability of CGNU improved, but remained below the market
median: The average market adjusted return on reserves increased from —111 bp
(1997 to 1999) to —43 bp (2002 to 2004). However, planned economies of scale
were most likely only partly realized. Against a first target of GBP 250 mn, re-
vised to GBP 275 mn at announcement of 2000 interim results, the company
reported to have achieved annualized cost savings of GBP 317 mn in 2001. A
unit cost analysis however yields a maximum normalized cost saving of GBP
113 mn.

Growth: Revenue economies of scope or market power effects were realized. The
market share of the combined entity remained at 8.8% (1999 and 2004) in the
UK life insurance market, but increased from 2.1% (1999) to 3.1% (2004) in the
European life insurance market, while overall profitability improved compared to
CGNU’s industry peers.

Solvency: CGNU’s capitalization deteriorated, as its average equity ratio dropped
from 3.3 percentage points above market (1997 to 1999) to 0.6 percentage points
(2002 to 2004) below the market median. Further on, Aviva suffered from a
series of rating downgrades after the end of 2002, providing additional evidence
that strengthening of capitalization was not realized.

Identification of process-related determinants of value creation

Three major determinants of value creation relating to the conduct of the trans-
action can be identified from the conduct of the transaction. Firstly, the merger
was negotiated privately (not auctioned), which allowed management to plan
integration in detail, launch integration early, and free up top management capac-
ity to actively steer the post-announcement transaction and integration process.
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Prior event study research on the comparative benefits and pitfalls of negotia-
tions vs. auctions in the context of M&A obtains mixed results:

e  Dasgupta and Hansen (2007, p. 33) summarize results of empirical research
on short-term value creation by auctioned vs. negotiated transactions that
“auctions tend to yield great results [i.e. abnormal returns] for targets but
[...] competition in the auction tends to ensure that gains to bidders are at
best minimal”.

e Roll (1986) attributes this inferiority of bidder gains in auctions to over-
bidding, following the notion of the winner’s curse in auction theory.”*’

e  However, Boone and Mulherin (2007) do not detect significant differences
between short-term wealth effects for shareholders depending on whether
transactions are negotiated or auctioned on their sample of 400 transactions
between major U.S. corporations.>*’

It shall be noted that the reviewed prior research does not actually test the pre-
sented hypotheses that private negotiation leads to detailed planning and early
launch of integration, which in turn increases success™" of the transaction. The
presented event studies focus on short-term value creation after announcement,
whereas superior value extraction by smooth integration are likely to become
apparent only in the mid to long-term after announcement.’* Further on, they
test the joint hypothesis of existence and realization of value creation potentials
in their transaction sample. By doing that, these studies do not separate out
effects of further possible determinants of success related to the decision to either
auction or negotiate a transaction. Consequently, the above hypothesis cannot be
rejected, but is also not confirmed by prior research.

539 Bulow and Klemperer (1996) provide support for Roll’s (1986) hypothesis in their theoretical
research by concluding that under reasonable assumptions in their transaction model, a firm
should always put up itself for an auction if it is contacted by a bidder in private and if at least
one further serious bidder exists.

540 Analyzed event windows are [-1; +1], [-20; +20], and [-63; +126] days around announcement.
A long-term study is not conducted.

541 l.e. degree of realization of existing value potentials.

542 Assuming that investors are unlikely to anticipate superiority of negotiations vs. auctions in
transactions already around announcement.
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The second determinant of success during the conduct of the transaction is
the extensive external communication in order to gain shareholders’ approval,
and to ensure transparency on the progress of integration. Heldenberg et al.
(2006) identify several key characteristics of successful financial communication
to external stakeholders in their case study of three Belgian bank mergers. The
growing demand for information should be satisfied with temporary structures,
drawing on the full set of means of communication. Rapid reaction to informa-
tion requests is important to avoid diffusion of misleading information to volatile
financial markets. Further on, the general manager needs to assume an active role
in communication to raise the level of importance and ensure unified messages.
Toole and Herget (2005, p. 362) emphasize the difficulty to communicate opti-
mally to all stakeholders at the same time, and agree with Heldenbergh et al.
(2006) that communication should be timely and frequent.>*

Thirdly, the transaction partners achieved to aggressively drive integration
of CGU’s and NU’s staff and operations at high pace, while pursuing realign-
ment of their business according to the new strategic direction. Toole and Herget
(2005, p. 361) identify “maintaining business continuity and generating momen-
tum during the integration stage [as] the single most important factor in the ulti-
mate success of the transaction”. Further on, they argue that integration success
increases with speed of integration, because uncertainty is avoided and synergies
are achieved earlier. Gerds (2006) points out that overly fast paced integration
processes endanger success of the integration, e.g., due to excessive demands to
employees, only partial fulfillment of activities, the risk of wrong decisions, and
difficulties to stay in full control of the complex process.

Summary

CGU and NU achieved most of the planned merger benefits due to integration
excellence: Top management positions were integrated at a very early stage of
the transaction process, key senior management was appointed and thus retained
immediately thereafter, lines of business and distribution arrangements were
realigned rapidly according to the new strategic orientation, and operations were
integrated according to the timeline. As a consequence, most planned merger

543  Empirical research on the importance of external communication could not be identified.
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benefits were achieved. Detailed integration planning already during the private
merger negotiations enabled the rapid and successful implementation. Freed up
capacity of top management was imperatively required to react flexibly to arising
issues as the merger proceeded, such as hesitance of NU shareholders to approve
the nil-premium all-share deal and Axa’s hostile counterbid. In summary, the
merger between CGU and NU catalyzed a transformational change of the trans-
actions partners strategy, thus creating the nucleus for Aviva, one of Europe’s
most successful life insurers.

5.6 Summary

Event studies on value creation through M&A in the insurance conclude that
completed transactions created value over a short and long-term horizon. How-
ever, the question especially of process-related determinants of success has not
yet been answered satisfactory. Thus, recent research on value creation through
M&A and its determinants turned to analyzing individual transactions in case
studies, but insurance transactions have never been investigated before.

This research analyzes two prominent transactions. Munich Re’s acquisition
of American Re in 1996 is chosen because it presents the largest reinsurance
transaction by European acquirers between 1990 and 2005. Further on, it is one
of the most heavily criticized transactions in the same period of time, causing
Munich Re severe issues with its business portfolio, operative performance, and
valuation on the capital market. CGU’s merger with Norwich Union in 2000 is
selected since it enabled a fundamental transformation of both large but under-
valued insurers and built the nucleus for Aviva, one of the most successful life
insurers in Europe, which dominates the UK life market and aggressively man-
ages it portfolio of country businesses.

The specific objectives of the case study analyses presented in this research
are twofold: Firstly, occurrence of drivers and hurdles for M&A shall be tested.
Secondly, the influence of the transaction conduct (“process perspective”) on
value extraction shall be investigated. With respect to the former objective, both
transactions were primarily driven by growth aspirations of the larger transaction
partner. Benefits were assumed to come from an increase of market power, and
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revenue economies of scope through skill transfer in product development and
cross-selling of products. CGNU clearly realized these benefits as its market
share and profitability increased, but the realization in the case of Munich Re can
be doubted at best. The secondary motive for the two examined transactions was
a lack of profitability of the larger transaction partner, which was speculating on
improvement through M&A from two sources. Firstly, underwriting effective-
ness was assumed to improve due to economies of scope from skill transfer.
Munich Re did not achieve this. Secondly, cost synergies in operations were
believed to exist due to economies of scale. CGNU achieved to reduce unit costs,
but most likely failed to meet its initial cost savings targets. Further motives for
M&A, assumed benefits through M&A, and the respective degree of achieve-
ment in the two case studies are summarized in Figure 90.

The results of the case studies with respect to the second objective, identifi-
cation of process-related determinants of value creation, are summarized in Fig-
ure 91. Munich Re acted hasty in the pre-acquisition process, seeking for early
exclusivity in the transaction process, and did not carry out a proper actuarial
appraisal of American Re’s book. During the post-acquisition process, Munich
Re lost experienced top management, failed to gain control on underwriting of
risky liability lines, and did not achieve to properly communicate negligibility of
relatd reserving issues externally. In the case of Aviva, as major success factors
emerged private negotiation, allowing management to prepare the merger proc-
ess in detail and to launch integration early, extensive external communication to
gain shareholders’ approval and to convince markets of integration success, and
aggressive implementation of integration plans while retaining top management
and maintaining business continuity. Sections 5.4.4 and 5.5.4 discuss these fac-
tors in detail in the context of prior research.

The findings emphasize the importance of process-related determinants for
the realization of value creation potential from a transaction. Certainly, further
case study research on the matter is required. An enlarged case study repository
would provide a better empirical basis for conclusions, and would allow to build
a more comprehensive model of value creation through insurance M&A.
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Figure 90: Overview of motives, expected benefits, and degree of achievement

of these benefits in the presented case studies
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announcement)

* Private negotiations (no
private/ public auction)

¢ Early planning of inte-
gration, and launch of
integration "in the
background"

¢ Hastyness in bidding
contest (escalating
momentum)

¢ Superficial due diligence
(no actuarial appraisal)

Source: Own research

¢ Extensive external
communication by top
management

¢ Immediate launch of
integration and external
communication of major
measures

/
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* Retention and integration
of key staff

* Maintaining business
continuity (according to
strategic direction)

¢ Effective external
financial communication

* Loss of top management
in people-driven business

¢ Failure to gain transpar-
ency on and to manage
risk

* Ineffective external finan-
cial communication in
distress

Figure 91: Overview process-related determinants of value creation in the pre-

sented case studies




6 Conclusion

The European insurance sector went through a radical transformation since the
1990s, causing a strong pickup especially in cross-border M&A activity after in-
troduction of the Third Generation Insurance Directives in 1992. After reaching
its peak in 1999, the European insurance M&A market calmed down for several
consecutive years, but gained momentum again in 2005. Therefore, this study
analyzes the three research questions:

e I[s this pickup in M&A momentum merely a blip in the market, or does it
mark the entry into the next cycle of transactions in the European insurance
market? (section 2)

e Does M&A in the European insurance industry create value, and what are
major determinants of its success? (methodology in section 3, analyses in
section 4)

e How does value creation materialize in individual transactions, and how
does the conduct of the transaction influence extraction of potential bene-
fits? (section 5)

The analyses show that the current rise in M&A activity is likely to continue,
thus marking the entry into a new cycle of transactions in the European insurance
industry. The fundamental drivers for further consolidation resemble those mo-
tives identified for the M&A cycle between 1990 and 2005, e.g., necessity of
insurers to withstand margin pressure by increasing market power and reaping
economies of scale and scope, utilizing currently high free cash flow for funding,
and reduction of hurdles due to further harmonization of jurisdictions. However,
since antitrust concerns of the European Commission are likely due to an already
high level of primary insurance market concentration, further M&A may again
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strongly involve cross-border transactions, possibly even in combination with
prior disengagement of acquirers in their local markets.

In the light of these findings, stakeholders of insurance M&A will appre-
ciate the fact that European insurance transactions in the previous M&A cycle
created value in the average on a short-term horizon (highest significant CER of
2.06% in [-10; +10] based on sample size N = 54), and that these results may
hold for future transactions due to the resemblance of underlying motives and
types of expected benefits. Nevertheless, insurers should pursue further inorganic
growth with particular caution, since these past transactions did not create value
in the average on a longer term horizon (insignificant BAHR of —6.6% on a
3-year horizon based on sample size N = 158, and insignificant CTAR of —0.4%
per month based on sample size N = 157). Obviously, some insurers achieved to
create notable value through their transactions (see e.g., case study of CGU
merging with Norwich Union in 2000 further below), raising the question which
factors influence value creation. An analysis of major hypothesized determinants
yields the following results:

e In the short-term, industry or geographical diversification created value
compared to full focus strategies, but in the long-term, only full focus or full
diversification strategies created value.

e In the short-term, transactions in the peak phase of the M&A market were
rewarded by investors compared to transactions during the bottom, but in
the long-term, transactions in the bottom phase proved superior.

e In the short-term, value creation decreased with speed of acquirer growth,
but in the long-term, faster growing acquirers generated more value than
slower growing acquirers.

e In the short- and the long-term, medium experienced acquirers destroyed
value compared to inexperienced and most experienced acquirers.

These results are relevant for regulators, management and shareholders. Regula-
tors need to carefully choose timing and scope of their decisions to harmonize
jurisdictions in order to limit irrational transaction decisions in overheated M&A
markets. Management of insurers should align their investor communication
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with their transaction timing and strategy: In the bottom phase of the M&A mar-
ket cycle, communication should emphasize strategic rationale and resulting
value added for investors, whereas potential benefits from economies of scale
and increased market power should be highlighted in fully focused transactions.
In addition, strongly growing insurers could use their momentum to cement their
success through further inorganic growth. Conversely, shareholders of insurers
should more carefully assess transactions announced in periods of high M&A
activity and more thoroughly evaluate benefits of focused transactions.

Certainly, these empirical analyses provide a solid perspective on the aver-
age transaction and its major determinants of success, but they do not account for
detailed specifics of individual transactions. Therefore, the two transactions
Munich Re acquires American Re (1996), and CGU merges with Norwich Union
(2000) to form Aviva are analyzed to provide further insights into root causes for
the success or failure of individual transactions, especially with respect to
aspects related to the conduct of a transaction. Both transactions were primarily
driven by growth aspirations of the larger transaction partners, which speculated
on increasing market power, and revenue economies of scope through skill trans-
fer in product development and cross-selling of products. The secondary motive
in both transactions was the larger transaction partner’s ambition to improve its
profitability from economies of scope and cost synergies. In addition, top man-
agement teams sought to secure their power through empire building especially
in the case of the CGU/NU merger.

Munich Re destroyed value in the long-term, as it acted hasty in the bidding
contest, and failed to have an independent actuarial appraisal of the risky busi-
ness lines carried out, although indications of top-line orientation of underwriting
and resulting portfolio issues at American Re were recognizable from published
financial data. Clearly, potentially risky portfolios should be assessed by actuar-
ies during due diligence, or transaction terms should be linked to the outcome of
such an assessment in the near future. Further on, Munich implemented integra-
tion measures quite late, lost key staff of American Re, failed to gain transpar-
ency and control risk in American Re underwriting, and ineffectively communi-
cated Munich Re’s actual situation to external stakeholders when reserving
issues appeared. The result was disastrous, as Munich Re destroyed USD 20.8 bn
value in the first three years after transaction announcement. In contrast, CGU
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and NU achieved to transform their business entirely through the merger. Private
negotiations allowed a detailed planning of integration, early launch integration
“in the background”, and freed up top management capacity for steering of the
merger process. Further on, CGU and NU achieved to retain and integrate key
staff, to realign their business according to the new strategic direction through a
massive firework of investments and divestments, and to effectively communi-
cate the progress of integration to external stakeholders. The merger created
USD 4.2 bn value in the three years following its announcement.

Future research could extend the presented empirical analyses and case
studies. In particular, further event studies should compare value creation by
transactions of the observed new wave of transactions in the European insurance
M&A market with the findings of this study as soon as sufficient data becomes
available. These analyses are important to assess whether results are indeed com-
parable, to provide further evidence for or modify the above conclusions, and to
examine the rationale for possibly occurring differences. Further on, the reasons
for observed differences in value creation between geographies™** and sub-indus-

tries within financial services®®

should be examined. If they were caused by
structural differences, governments or regulators should assess whether factors
preventing value creating M&A should be tackled in future legislation. Other-
wise, financial service providers should share “M&A best practice” across sub-
industries in order to improve value creation in their sector. Additionally, case
study research should be pursued further. A growing repository of transaction
cases would provide a better empirical basis to cover all types of structurally
different transactions, and to derive conclusions from the observations despite
random fluctuations in otherwise equal transactions. Based on the extended em-
pirical analyses and case study research, a more comprehensive model for value
creation through M&A could be built to better capture determinants of success-
fully identifying value potential, extracting value through proper conduct, and
negotiating adequate terms of transactions.

544  Boubakri et al. (2006) observe strong positive value creation in U.S. insurance M&A, but this
study detects insignificant negative value creation in European insurance M&A.

545 Empirical studies of M&A in the financial services industry frequently doubt value creation, in
particular in the banking industry, see overviews in Beitel and Schiereck (2003), and Pilloff
and Santomero (1998).
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7.1 Event Study — Additional details on short-term

analyses

Table 58:

Descriptive statistics for metric and polytomous variables

Metric variables

CAR CAR

Statistics CER*  Acquirer* Target* LNSIZE GROWTH LNRELVOLUME
Mean 1.1% -0.6% 12.1% 8.9781 1.3072 -1.8792
St.dev. 52% 5.4% 20.8% 1.5536 0.3803 1.7021]
Min -8.9% -17.1% -9.8% 4.6958 0.3193 -5.7228
Max 17.0% 20.9% 91.4% 11.6487 3.8566 1.2295]
N 54 54 54 54 54 54
Polytomuous variables

Cat. TIMING Freq. STRATEGY Freq. EXPERIENCE Freq.
0**  Bottom 11 National/within-industry 11 No experience 25
1 Upswing 7 National/cross-industry 7  Little experience 2
2 Peak 30  Cross-border EU/within-industry 10 Extensive experience 12
3 Downturn 6  Cross-border EU/cross-industry 4 Most experience 15
4 Cross-border world/within-industry 10

5 Cross-border world/cross-industry 12

N total 54 total 54 total 54
Cat. ACQREGION _ Freq. TARREGION Freq. ACQINDUSTRY Freq. TARINDUSTRY Freq.
0**  EU-15 44  EU-15 30 P&C 8 P&C 9
1 EU-25 0 EU-25 0 Life 36 Life 30
2 Swiss 10 Swiss 1 Re 9 Re 0
3 Norway 0  Norway 1 Agents/Brokers 1 Agents/Brokers 3
4 World 0 World 22 Other 0 Other 12
N total 54 total 54 total 54 total 54

* Event window [-5; +5].
** Reference category.
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Table 59: Results of robustness tests of short-term multivariate regression

model
CER (Full model) CER (Weaker multicoll.) CER (Reduced)

Model specification DF sig DF DF sig DF DF  sig DF
Ramsey Reset 0.0279 97.3% 2.1109 13.7% 0.0228 97.7%

Normality of residuals Z  asysig Z asy sig Z asy sig
K-S 0.5882 88.0% 0.7713 59.1% 0.7226 67.3%

Adj. R- Adj. R- Adj. R-

Model fit R-square square R-square square R-square square
R-square 0.6686  0.4145 0.6058  0.4030 0.5400  0.4459

Model significance Coeff. Fit VIF Coeff. Fit VIF Coeff. Fit VIF
Entire model 2.6313 *** 2.9877 *#* 5.7387 **% 0.0
(Constant) 0.0610 0.7823 -0.0426  -0.7066 -0.0683  -3.9555 ##*% 0.0
STRATEGY -0.0144  -0.5953 22
STRATEGY2 0.0479 1.9539 * 3.1
STRATEGY3 0.0671 1.7142 * 3.6
STRATEGY4 0.0646  2.248]1 ** 4.2
STRATEGYS 0.0446 1.7624 * 3.8
TIMING1 0.1126 4.1876 **** 28 0.0955 3.8045 ¥k 23 0.0899 4.6490 **** 15
TIMING2 0.0526  2.6292 ** 3.4 0.0433  2.4360 ** 2.6 0.0336 23792 ** 1.8
TIMING3 0.0605  2.4905 ** 2.0 0.0548 23738 ** 1.8 0.0534  2.6443 ** 1.4
ACQREGION2 -0.0223  -1.0837 22
ACQINDUSTRY 1 0.0128  0.6250 32 0.0181 0.9369 2.7
ACQINDUSTRY2 -0.0148  -0.5119 3.9 -0.0009  -0.0328 32
ACQINDUSTRY?3 0.0233 0.4583 1.6 0.0243 0.4990 1.4
EXPERIENCEI -0.0663  -1.4705 2.5 -0.0858  -1.9397 * 2.3
EXPERIENCE2 -0.0003  -0.0146 2.4 -0.0149  -0.8208 1.9
EXPERIENCE3 0.0335 1.1316 6.0 -0.0064  -0.3098 2.8
LNSIZE -0.0150  -1.6740 6.4 -0.0038  -0.5141 4.3
GROWTH -0.0250  -1.2676 1.9 -0.0092  -0.5386 1.4
TARREGION2 0.0521 0.7705 2.8 0.0076 0.1278 2.1 -0.0574  -1.3834 1.1
TARREGION3 0.1382  2.5827 ** 1.8 0.1796  3.7841 **** 14 0.1716  4.0809 **** 12
TARREGION4 0.0199 1.3548 1.7 0.0201 1.7818 * 1.1
TARINDUSTRY | 0.0344  1.6601 3.6 0.0519  2.8227 *** 28 0.0461 2.8907 *** 22
TARINDUSTRY3 0.0059  0.1977 1.6 0.0129  0.4364 1.5 0.0173  0.6393 1.4
TARINDUSTRY4 0.0101  0.3913 3.9 0.0307 13695 2.9 0.0266  1.4481 2.1
LNRELVOLUME 0.0010 0.1824 3.2 -0.0027  -0.5168 2.6

DF: Change in F-statistic between initial and extended regression model according to Ramsey Reset test.
sig DF: Significance of change in F-statistic DF. Z: Kolmogorov-Smirnov Z-statistic.

asy sig: Asymptotic significance of Z-statistic Z. F/t: F-statistic for entire model, t-statistics for coefficients.
VIF: Variance Inflation Factors for coefficients.

*xrkx Statistically significant at 10%, 5%, 1% or 0.1% level according to t-test
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7.1 Event Study — Additional details on short-term analyses
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7 Appendix

7.2 Event Study — Additional details on long-term

analyses

Table 73:  Descriptive statistics for metric variables
Statistics BAHR* LNSIZE GROWTH LNRELVOLUME
Mean -6.6% 8.5095 1.2836 -2.1693
St.dev. 75.6% 1.6172 0.4751 1.6956
Min -246.2% 4.6958 0.3193 -5.7228
Max 284.6% 11.6487 3.8566 1.2295
N 158 158 158 158
Cat. TIMING Freq. STRATEGY Freq. EXPERIENCE Freq.
0* Bottom 11 National/within-industry 36  No experience 67**
1 Upswing 7  National/cross-industry 18  Little experience 5
2 Peak 30 Cross-border EU/within-industry 29  Extensive experience 33
3 Downturn 6  Cross-border EU/cross-industry 19 Most experience 42
4 Cross-border world/within-industry 25
5 Cross-border world/cross-industry 31
N total 54 total 158  total 147%*
Cat. ACOREGION _ Freq. TARREGION _ Freq. ACQINDUSTRY _ Freq. TARINDUSTRY _ Freq.
0* EU-15 125 EU-15 94 P&C 15 P&C 30
1 Other EU-25 0  Other EU-25 2 Life 116 Life 90
2 Swiss 32 Swiss 4  Re 26 Re 0
3 Norway 1 Norway 2 Agents/Brokers 1 Agents/Brokers 9
4 World 0  World 56  Other 0 Other 29
N total 158 total 158  total 158  total 158
* 3-year horizon.
**  Reference category.
*#% st quartile overrepresented due to large amount of acquirers with no transaction in last three years.
*#4% Only transactions after 31.12.1992 allocated due to lack of transaction history.
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7.3 Case Study A — Additional details on Munich Re and American Re

7.3 Case Study A — Additional details on Munich Re

and American Re

Supervisory Board and Management Board of Munich Re in 1995
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Board of Directors of American Re in 1995

Table 75:
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7.3 Case Study A — Additional details on Munich Re and American Re

Senior management of American Re in 1995

Table 76:
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7.3 Case Study A — Additional details on Munich Re and American Re

Market adjusted financial performance of American Re before and
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326 7 Appendix

Table 79: Mapping of rating classes

Rating agency Rating classes

Standard & Poor's, Fitch AAA AA+ AA AA- A+ A A-
Moody's Aaa Aa1 Aa2 Aa3 A1 A2 A3
A.M. Best A++ A+ A+) A A=)  A-

Source: Rating agencies, own research
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