Mergers and Acquisition in Singapore’s Financial Industry(
Abstract

The enormous pace of consolidation in the financial industry has been a centre of attention in recent studies. Drawing from Singapore’s experience in the financial M&A activity, we will examine specifically cross-sector domestic acquisition in banking and insurance industry. An event study analysis is performed as an empirical assessment of whether this cross-sectoral takeover will be beneficial for both institutions or otherwise. It is found that the predicted results from our event study analysis are inline with the recent developments and decisions about the cross-sector M&A in Singapore’s financial industry. 

1.
Introduction

Mergers and acquisition (M&A) can be generally defined as activities involving takeovers, corporate restructuring, corporate control as well as changes in the ownership structure of firms in any industry. The past few decades have witnessed the fact that worldwide merger activity has increased dramatically. Individual transactions in terms of M&A are becoming larger and many of them are cross-border in nature. Many factors are affecting the M&A activities such as technological change, deregulation, and efficiency operations. In terms of efficiency operations, reasons such as economies of scale by spreading the large fixed costs over large number of units, economies of scope by reducing costs of operations in related activities, and synergy among activities such as research and marketing are the main driving factors for M&A activity
. Arguments in favor of M&A include critical step to healthy expansion of business firms, increase in value and efficiency of firm(s), and the opportunity to move resources to optimal use. On the other hand, arguments against the M&A activities include reasons such as no improvement were made subsequent to the acquisition, a mere redistribution of wealth from labor and other stakeholders, and speculative activities.
Specifically, the banking industry has experienced an enormous level of consolidation due to reason that gains can accrue through expense reduction, enhanced efficiency, increased market power, reduced earnings volatility, consolidated services, and scale and scope economies. A review of the literature suggests that the alleged gains have not been verified and they should be unique on countries or markets under study. In this paper, we will examine particularly the merger and acquisition activities in the Singapore’s financial industry as the emerging financial hub in Asian region. Furthermore, we will examine the banking regulations in the Singapore’s market in relation with the M&A activity and provide a summary of the existing case of M&A in Singapore’s domestic banks. The specific goal of this paper is to look at the recent acquisition attempt by one of the local bank, Overseas Chinese Banking Corporation (OCBC) to take over Great Eastern Holding (GEH), one of the leading life insurance companies in the Asian market. Saunders and Walter (1996) argued that the M&A activity in the financial industry can involve at least 12 types of transactions. We would like to draw special attention on the type of transaction whereby domestic bank, as an acquiring institution, is targeting domestic insurance company, as the target institution. The example that we are going to look at is clearly in the Singapore’s financial and insurance industry in the light of OCBC’s attempt to acquire GEH. The paper is organized as follows. Section 2 will review the literature and empirical evidence in the world financial industry M&A deals. Section 3 will discuss in detailed about the Singapore’s domestic banking M&A activities and the recent acquisition attempt from the domestic bank to the domestic insurance company. The mere contribution to the literature can be found in Section 4 by conducting an event study analysis with OCBC and GEH as the financial institutions under study. The aim is to verify the fact whether consolidation of services in the banking and insurance industry will be more likely to be value-enhancing or value-degrading. Assuming efficient market hypothesis, this information is reflected through the movement of stock prices. Section 5 will then conclude our discussion about the cross-sector (banking and insurance) domestic acquisition in Singapore and highlights key developments up to date.    
2.
Empirical Literature on Banks Merger
A large literature on the empirical work examining the benefits of mergers focuses on the changes in the cost efficiency using accounting data. For example, Berger and Humphrey (1992) examine mergers occurring in the 1980s that involved banking organizations with at least $1 billion in assets, using frontier methodology
 and the relative industry rankings of banks participating in mergers. They found that, on average, mergers led to no significant gains in X-efficiency and also conclude that the amount of market overlap and the difference between acquirer and target X-efficiency did not affect post-merger efficiency gains. 
Apart from frontier methodology, the literature also contains several papers that employ standard corporate finance measures to analyze the effect of mergers on performance. For example, Srinivasan and Wall (1992) examined all commercial bank and bank holding company mergers occurring between 1982 and 1986. They found that mergers did not reduce non-interest expenses. Srinivasan (1992) reached a similar conclusion. Both of these studies focused solely on non-interest expenses resulting in inaccurate predictions since it did not acknowledge the cost savings associated with mergers. In order to gain a complete view of bank costs, the total of interest and non-interest expenses must be examined. Various funding and investment strategies have different impacts on the two cost components. For example, an increase in purchased funds raises interest costs, but lowers non-interest costs. Therefore, to avoid attributing efficiency gains to changes in funding methods or investment choices, total costs must be evaluated.

The work of Linder and Crane (1992) is also noteworthy. They analyzed the operating performance of 47 bank-level intrastate mergers that took place in New England between 1982 and 1987. Of the 47 mergers in the sample, 25 were consolidations of bank subsidiaries owned by the same holding company. The authors aggregate acquirer and target data one year before the merger and compare it to performance one and two years after consolidation. The performance of merged banks was adjusted by the performance of all non-merging banks in the same state as the merging entities. The results indicated that mergers did not result in improved operating income, as measured by net interest income plus net non-interest income to assets.

Rhoades (1993) conducted a thorough examination of in-market mergers taking place between 1981 and 1986. He performed regression of the change in several performance measures on control variables and dummy variable differentiating banks that engaged in an in-market merger from those that did not. He also conducted several logit analyses where the dependent variables measure whether the efficiency quartile of a bank increased, decreased, or remained unchanged. He found, in both model, cost reductions and efficiency gains were not significantly related to horizontal mergers. In his earlier study, Rhoades (1987) examined the impact of mergers on the ratios of net income before extraordinary items to assets and non-interest expenses to assets. He ran probit analyses with dummy variables distinguishing non-acquired banks from banks acquired by multi-bank holding companies as the dependent variable. Performance measures and several control variables serve as the independent variables. He found that neither income nor non-interest expenses were affected by merger activity. In Rhoades (1990), a similar study to Rhoades (1993) is conducted with 13 acquisitions involving billion dollar banks. Based on all his study, Rhoades concluded that no performance effect due to mergers.

Akhavein, Berger, and Humphrey (1997) analyzed changes in profitability experienced in the same criteria of large mergers as examined by Berger and Humphrey. They found that banking organizations has significantly improved their profit efficiency ranking ex post mergers. However, rankings based on more traditional ROA and ROE measures that exclude loan-loss provisions and taxes from net income did not change significantly following consolidation. DeYoung (1993) also utilized frontier methodology to examine cost efficiency and reached similar conclusions as Berger and Humphrey. In addition to similar findings as Berger and Humphrey, he argued that improvements were unrelated to the difference between acquirer and target efficiency. However, DeYoung found that when both the acquirer and target were poor performers, mergers resulted in improved cost efficiency.

Several studies found evidence of merger gains. Spindt and Tarhan (1993) found gains in their sample of 192 commercial bank mergers completed in 1986. They performed non-parametric tests comparing the performance changes of merged banks with a group of matched pairs indicating that mergers led to operating improvements. Spindt and Tarhan's results were based on a sample that is dominated by mergers involving banks of a relatively smaller size. Because the results may be driven by economies of scale at small institutions, it is unclear whether their findings are relevant to larger M&A case, which drastically transforming the banking and financial industry.

Houston and Ryngaert (1994) examined abnormal returns from four days before the target was initially declared a takeover candidate (by any bank) to the announcement day. In their sample of 153 mergers announced between 1985 and 1991, acquirers suffered a loss in value and target firms enjoyed gains. However, there was no significant aggregate effect on the overall value of the two organizations. The amount of value that was created was reaching its highest when acquirers were strong ex ante merger performers and when substantial overlap existed. This relationship of value creation with the degree of overlap is consistent with the market expecting mergers best suited for improved efficiency or increased market power to experience the greatest level of ex post merger benefits.

Madura and Wiant (1994) studied abnormal returns of acquirers over a long period of time following the merger announcement. They find that average cumulative abnormal returns of acquirers in a sample of 152 deals taking place between 1983 and 1987 were negative during the 36-month period following the merger announcement. Moreover, abnormal returns were negative in nearly every month. Acquirer losses around the time of the announcement may reflect a loss of wealth from an overly generous acquisition price. Negative abnormal returns in months after the announcement, however, are not likely to be due to the price. They seem more attributable to either the merger achieving fewer benefits than projected, or the market revising downward its expectations for the merger.

The empirical work on the European market regarding this issue is the recent work by Cybo-Ottone and Murgia (1996). They analyzed 26 mergers of European financial services firms as a whole and not just banks taking place between 1988 and 1995 in 13 European banking markets. Their results are qualitatively similar to much of the analysis conducted on American banking organizations. Average abnormal returns of targets were significantly negative and those of acquirers were essentially zero. This pattern suggested that there was a transfer of wealth from acquirers to targets. Also comparable to mergers of American banks, the change in overall value of European financial firms at the time of the announcement was small and not significant. This pattern continued for at least a year. In the year following the merger, the combined value of the acquirer and target did not change significantly. 
The findings of Zhang (1995) on U.S. data contradicted most abnormal return studies. Among a sample of 107 mergers taking place between 1980 and 1990, he found that mergers led to a significant increase in overall value. Although both merger partners experienced an increase in share price around the merger announcement, target shareholders benefited much more on a percentage basis than the acquiring shareholders. Cross-sectional results suggest that increases in value were smallest when improved efficiency and increased market power were expected to have their greatest potential impact. Changes in value has also decreased as targets got larger relative to acquirers and as the amount of geographic overlapped between acquirers and targets increased. The latter finding is consistent with diversification creating value. Recently, several papers incorporate both approaches in the literature
. 
Pilloff (1996)
 combined both approaches found in the literature to analyze a sample of 48 mergers of publicly traded banking organizations that merged between 1982 and 1991. Pilloff obtained results that are consistent with the bulk of the merger literature. In general, mergers were not associated with any significant change in performance, suggesting that managers were unable to generate benefits from deals on average. This results apply as well in the banking and financial industry. Moreover, the mean overall change in shareholder value was also quite small. Although there was no average change in either operating performance or shareholder value, there was a great deal of variation among banks. Some mergers proceeded successfully and others might show mixed evidence or unsuccessful results.
3.
Stylized facts about Singapore’s domestic banking M&A

In Singapore, two major areas of liberalization are in the banking sector and the capital markets took place. Specifically, liberalization has brought about major changes in the local banking scene. From six local bank groups (excluding POSBank)
 in 1997, Singapore is now down to three through mergers and acquisitions. More importantly, the local banks have rationalized their operations, upgraded their risk management systems, and introduced new products and services. The recent housing loan price war is an example of how consumers can benefit from more and intense banking competition. But fiercer and tougher competition has also inevitably meant that small accounts enjoy fewer cross-subsidies, and have to bear higher charges and tighter usage limits. The Basic Banking Account scheme will help reassure consumers that necessary reforms will not leave them without banking services.

Overall, Singaporean banks face tougher challenges than before–fiercer domestic competition, greater uncertainties in the region, more complex operations, and stronger pressure to improve returns. However, the local banks have built up their size and regional footprints. They are now the three largest banks in Southeast Asia. But will this be enough for them to hold their own stance against bigger players? Our largest bank, DBS, is only ranked 86th in the world in terms of assets
. Australia, for example, has a “4-pillars” policy that discourages consolidation amongst its major banks. But Singapore has not established its own “3-pillars” policy, and most probably cannot afford one. Of course, whether further consolidation actually takes place, and if it is indeed the case the question is when, is for the players and the market to decide. But further opening up of the banking sector is inevitable. We have built FTAs with Australia and the US. Singapore’s FTA partners expect to be given greater access to our financial sector. The local banks must brace themselves for further liberalization, by upgrading themselves and keeping pace with international best practices.

Singapore’s major banking groups have now become three. United Overseas Bank (UOB) gained control of Overseas Union Bank (OUB) to become Singapore's biggest bank, overtaking DBS Group. Meanwhile, OCBC Bank completed its takeover of Keppel Capital Holdings, the smallest local lender. “The deals follow government efforts to promote consolidation within the industry to create fewer, but stronger, anchor banks more capable of withstanding foreign competition as the market is gradually opened,” said the Financial Times. “With Singapore gradually opening the sector to foreign competition, the government recently said it would expand the number of foreign "qualifying full banks" from four to six. However, their operations will remain limited because of restrictions on the number of branches and the inability of customers to access local cash machines. 

In November 1998, DBS Bank announced the completion of its acquisition of the business undertaking of POSBank and its subsidiaries for S$1.6 billion, consolidating DBS Bank’s position as Southeast Asia’s largest bank and the largest retail bank in Singapore. With the completion of the acquisition, POSBank is now a new retail division of DBS Bank. Operations of both banks will be integrated in phases. Customers will then have access to a wider branch and ATM network and enjoy a wide range of financial products and services. In February 2002, Overseas-Chinese Banking Corporation Limited ("OCBC Bank") announced that OCBC Bank and Keppel TatLee Bank ("KTB") have legally and operationally merged, and all customers can now enjoy full access to an expanded network of OCBC Bank branches and ATMs, as well as unified Internet banking, call center and phone banking services. OCBC Bank acquired Keppel Capital Holdings Ltd and all its subsidiaries, including Keppel TatLee Bank Limited, Keppel Securities Private Limited and Keppel TatLee Finance Limited. In January, 2002, UOB and OUB became one legal entity. Let us now look at the center issue of this paper: to assess the prospect of cross-sectoral acquisition and in the case of Singapore it is between OCBC and GEH.
OCBC and GEH: An Overview

OCBC Bank was incorporated in the Republic of Singapore on 31October 1932. OCBC Bank carries on the business of banking and finance in Singapore under a banking license granted by the Monetary Authority of Singapore (“MAS”). OCBC Bank and its subsidiaries (the “OCBC Group”) are engaged in a wide range of commercial banking and financial services.

The principal activity of GEH is that of a financial holding company. The principal subsidiaries of GEH engaged in the insurance business are GE Life (established in 1908), and OAC (established in 1920) in Singapore, GELM and Overseas Assurance Corporation (Malaysia) Berhad (“OACM”) in Malaysia (togetherwith GEH, the “Group”). The life insurance business is undertaken by GE Life, OACand GELM and the general insurance business by OAC and OACM. GEH, which is listed in Singapore, is one of the largest public listed insurers in Southeast Asia, with two successful distribution channels, namely, the tied agency force (of about 20,000 strong for the Group) and banc assurance. The Group is the market leader in the life insurance industry in both Singapore and Malaysia. Through its subsidiary Straits Lion Asset Management Limited, GEH also engages in the business of asset management.
OCBC and GEH: Analysis of M&A
According to a study by Price-water-house-coopers, in terms of sector breakdown of Malaysian targets, the financial sector topped the list of deals involving domestic acquirers and Malaysian target companies, accounting for more than one quarter or 28% of the total number of M&A deals announced in 2002. This was followed by the industrial sector (24%) and the consumer-cyclical sector (16%).

This aspect of the study seems to be in consonance with the recent talks of GEH (Malaysian firm) being taken over. Moreover, structural composition of this (OCBC-GEH) likely merger also falls in line with PWC’s study. According to PWC, over the medium term, more M&A deals are expected in the domestic insurance and stock broking sectors, as consolidation in these sectors has been relatively slow. The insurance consolidation exercise is expected to see a reduction in the number of insurers to 41 from 52 in view of increasing competitive pressures and the implementation of the various recommendations under Malaysia's "Financial Sector Master plan". Within the stock broking industry, mergers have resulted in a reduction from 66 to 33. According to a study by Boston Consulting Group, ‘Winning in a Challenging Market’ (Global Wealth 2003), Wealth Management Business in the Asia Pacific region can achieve growth rates in excess of the asset growth because Asia is a relatively new market with a fast growing group of wealthy investors.

OCBC is taking over GEH in order to focus on its wealth management capabilities. It will also diversify its earnings stream and will complement its interest and fee income with more life insurance earnings .Moreover, OCBC will be able to address a wider market and increase its customer base.

OCBC and GEH: Strategic Rational behind the offer
Some of the strong reasons behind such an offer by OCBC will be mentioned and analyzed in this sub section. First and foremost, it is very clear that growth in the area of wealth management has induced OCCB to enhance and integrate all the financial related products and services under one roof. The next reason will be that the 86 OCBC branches and 27 GEH branches (offices) in Singapore and Malaysia that will also lead to 670 consumer sales force of OCBC and 20,000 agency force of GEH. By expanding its exposure to Malaysian market; it will be better positioned to pursue its regional growth strategy. In relation to that, OCBC will enhance growth profile of core financial business and increase diversity of earnings. A more efficient and complete delivery of integrated product, marketing and delivery platform could be the main result from this merger between OCBC and GEH. Delivering seamless integrated solutions for all asset classes and integrating production and distribution of insurance and investment products will also be the specific goals and rationale for OCBC in making her move to acquire GEH. Last, but not least, OCBC is positioned to fully leverage and respond to any shift in asset classes. It is clear to us that post merger OCBC will be the largest investment manager in Singapore in term of assets under management.
OCBC and GEH: Details of the Proposed Transactions

There has been tentative schedule being chalked out for this deal. This deal was announced on 24February2004.The GEH shareholders’ meeting (“EGM”) is scheduled to be held in the end March – early April 2004 while the OCBC shareholders’ meeting (“EGM”) is scheduled for 15 April 2004.The offer will be launched on 3 May 2004 and the earliest closing of the offer is scheduled for 31 May 2004.The offer is extended through two routes-ordinary shares & preference shares. Subject to regulatory and OCBC Bank shareholder approvals, OCBC Bank will make a voluntary offer (the "Offer") for all the ordinary shares of GEH that it does not already own, amounting to 240.6 million GEH shares. OCBC Bank will offer 0.976 new ordinary OCBC Bank shares for each GEH share on an ex-dividend basis. 

OCBC Bank has obtained a conditional irrevocable undertaking from the Lee Group to accept the offer in respect of their 15.7% shareholding in GEH. As an alternative to ordinary shares, OCBC Bank will also offer, for the election of all GEH shareholders, irredeemable non-cumulative convertible preference shares ("INCCPS") in exchange for GEH shares.  The offer of INCCPS would allow the Lee Group, prior to the completion of the SCR or the sale of the 6.3% stake by GEH, to accept the Offer under the Preference Share Alternative without triggering a general offer for OCBC Bank.   As in the case of the Ordinary Share Alternative, OCBC Bank will offer 0.976 INCCPS for each GEH Share. 

The intention is that the INCCPS will carry the same dividend as ordinary shares, and their conversion will be mandatory, on a one-for-one basis, into ordinary shares between two and three years from the date of issue. The INCCPS will also be convertible anytime at the option of the holder or at the discretion of OCBC Bank if the outstanding INCCPS falls below one million. An Example: A GEH shareholder who holds 1,000 Offer Shares and who accepts the Offer will receive 976 new OCBC Shares, fractions of a new OCBC Share to be disregarded. If he accepts the INCCPS Alternative, he will receive, for his 1,000 Offer Shares tendered in respect of the Offer, 976 new INCCPS, and fractions of a new INCCPS to be disregarded. If the necessary approvals are obtained and the Offer is launched, OCBC Bank’s stake in GEH is expected to cross 50%, whereby GEH will become a subsidiary of OCBC Bank. Under the Companies Act, this requires GEH and its subsidiaries to divest their 6.3% stake in OCBC Bank within 12 months. Accordingly, OCBC Bank has entered into an agreement with GEH to cancel this block of 80.2 million OCBC Bank shares for cash via a Selective Capital Reduction ("SCR").The SCR allows OCBC Bank to buy, and GEH to sell, a significant block of OCBC Bank shares at close to market price. It benefits OCBC Bank shareholders through its positive impact on OCBC Bank’s earnings per share and return on equity. It is in line with OCBC Bank’s previously announced capital management objective, of using surplus capital for share buybacks. At the same time, the SCR allows GEH to save transaction costs in the required disposal of those shares. Thus, it naturally follows the core aim of this paper: to provide an empirical prediction of whether the effort from OCBC to take GEH private is likely to be successful or not, or to say it will be value-enhancing or otherwise.
As part of the methodology used in the corporate finance literature, we will employ an event study analysis to understand better about the impact of merger and acquisition in the Singapore’s financial industry. In the next section, we conduct event study analysis and draw inferences based on previous merger cases whether mergers in the Singapore’s financial industry is likely to be value–enhancing or value–decreasing. 

4.
Event Study Analysis

The event study analysis relies on several methods to determine the abnormal returns, namely the mean adjusted returns, the market models, and the market adjusted returns. Thus far, one can be assured that market models provide much better estimates by leveraging to the regression method, namely ordinary least squares (OLS) that minimize that sum of squares of residuals. In comparison, the other two methods do not take into account the possibility of non–normality in the distribution of returns; hence they are very prone to some outliers or extreme return values. This is because both mean adjusted and market adjusted returns simply use arithmetic averages (in the clean period, or in the period whereby no major “events” occurred) as a benchmark to calculate the abnormal returns. In a typical event study analysis, OLS is utilized in the form of single equation least squares (SELS)
. The abnormal returns can implicitly tell us whether the events such as merger, acquisition offers, etc are indeed affecting the performance of the companies under study. Assuming efficient market hypothesis, if they indeed affect the performance of institutions of interest, then this information will be captured directly through the movement in stock prices. Thus, it naturally follows that we use the stock returns as the independent variable (and at the same time, the variable of interest).
In a usual setting of event study using the market model, we typically use a single market index as an explanatory variable. MacKinlay (1997) has pointed out the fact that the gains from employing multi–factor models for event studies are limited. However, he also mentioned that the variance reduction will typically be greatest in cases where the sample firms have a common characteristic, for example they are all members of one industry or they are all firms concentrated in one market capitalization group. In these cases, the use of multi–factor model warrants consideration. Firstly, we will perform an event study analysis on the overall financial industry in Singapore with the focus on domestic banks and insurance company. It will then be followed with the cross-sectoral event study analysis in the banking and insurance industry in Singapore, namely the proposed merger between OCBC and GEH. In this paper, we are considering five SELS regression equations to estimate the parameter values in calculating the abnormal return using the market model. The equations are as follow:
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RET is the stock return of the corresponding financial institution with 4 explanatory variables for each firm which are the return of Singapore Straits Times (STI) composite market index, FTSE market index, HSBC index, and Singapore DS Life Assurance index. We make the usual least squares assumptions about the errors:
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and the errors in each equation are homoskedastic and they are not correlated over time. Under these assumptions, we would expect OLS to be the best (minimum variance unbiased) estimation technique
. Such is indeed the case if we estimate each equation separately, i.e. SELS. All series are stationary as the augmented Dickey-Fuller test rejects the null hypothesis of the presence of a unit root. We present the event study analysis by calculating the abnormal returns (AR) given in the event window, and then subsequently calculate the cumulative abnormal returns (CAR). We use t-statistics to test whether the events affect the stock returns or otherwise, with the null hypothesis being the event does not affect the returns of banks and insurance institutions under study.
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The results of our study are consistent with the stylized facts and observations in the movement of stock prices during times near to the event date. The evidence supports the hypothesis that merger announcements (and the actual merger itself) only marginally convey useful information for the valuation of firms. The sample average cumulative abnormal return using the market model (SELS) is 0.071049 with the standard errors of 0.019157, thus giving us the t–statistics of 3.708859 in absolute term and we found sufficient evidence to reject the null hypothesis at 1% level
. It means that we have 90% level of confidence to be (i.e. 10% level of significance) to conclude that the events do affect the returns of banks and insurance company in Singapore as a whole.

 
In the case of GEH, the sample cumulative abnormal return using the market model (SELS) is -0.000009 with the standard errors of 0.000003, thus giving us the t-statistics of 2.765705 in absolute term and we found sufficient evidence to reject the null hypothesis at 1% level. On the other hand, the sample cumulative abnormal return for OCBC using the market model is -0.08312 with the standard errors of 0.05311, thus giving us the t–statistics of 1.56504 in absolute term and we found insufficient evidence to reject the null hypothesis even at 10% level.
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Nevertheless, the cumulative average return for GEH shown negligible returns, i.e. the returns around the event date is actually 0%. If we refer to the actual stock price for GEH around 25th February 2004, it is relatively stable at S$12.2 to S$12.5. However, the returns for OCBC shown a slightly higher return of 1%.


The implication of these results is that the overall domestic financial and insurance industry in Singapore benefited from the merger and acquisition activities. This is plausible since there are only six local banks that are highly regulated by the government and moreover, by merging they are in a much stronger position to compete with other qualifying foreign banks in Singapore. Thus, efficiency gain from streamlining the banking institutions in Singapore has mainly resulted from M&A activity. However, our domestic cross-sectoral study has shown that the M&A activity in Singapore, i.e. between OCBC and GEH, is not likely to affect the performance of each institution. This prediction is inline with the recent development whereby the proposed merger by OCBC to GEH failed to materialize. We will review the reasons behind this unsuccessful takeover of OCBC on GEH in the former effort to privatize the latter in the next section
. 

5.
Empirical Analysis and Discretions

Thus far, we have shown econometrically that there are mixed evidences of benefits in the merger and acquisition activities in the Singapore’s financial industry. However, looking at the predicted cumulative abnormal returns, we can see that there are slightly decreasing trends in returns ex-post merger or takeovers activities for the overall domestic financial institutions. These results are very much inline with previous event study analysis (for example Weston, Siu, and Johnson 2001). They found that the bank sub-samples exhibits a significant drop in the predicted success rate. Arguably, Singapore’s domestic banks M&A has resulted in a much different way because there are limited number of players in the domestic bank institutions and government put a great deal of attention, through banking policy and regulations, to ensure the efficiency of these banks. Nevertheless, Weston et al’s (2001) results have supported our empirical findings whereby post mergers and takeovers activities in banking and insurance industries tend to have high possibility of negative returns. The message is rather clear for GEH shareholders: their valuable market shares and position in Singapore and Malaysia will be transferred to OCBC and hence brings out the adverse impact on GEH shareholders. The reverse is true for the OCBC shareholders that this merger will be more likely to improve the value of OCBC given GEH position as a leader in the insurance industry in the Singapore and Malaysia market. 

Hence, we believe that discretionary “rule” should be used in suggesting further steps for OCBC and GEH to take. Several quantitative market research studies have shown (in which they do not use the event study method) that OCBC’s assets will increase in the Malaysian Market from 13.7% to 19% should this merger took place. In addition to that, substantial contribution towards fee based & insurance income will be due to OCBC if they could successfully acquire GEH and thus adding more portfolio in OCBC’s banking activities to embrace insurance sector as well. The calculation showed that 33.60%+11.70% = 45.30% will be the total percentage point in the fee based and insurance income. Increase in earnings to S$ 1024 M, based on Dec – 2000 figures, from earlier S$ 954 M should be an evident benefit that we could notice without even engaging in any formal analysis for OCBC and GEH.

OCBC will also be likely to have an increase in asset base from S$ 84Billion to S$ 113Billion should they acquire GEH and this will make OCBC to be the largest assets holder in Singapore-Malaysia Assets (S$ 105Billion, whereby close contender DBS S$ 104 Billion). Finally, it is estimated that ROE will increase from 11.1% to 11.7%. In the end, it can be concluded that the alliance of the two major players may eventually form a financially integrated firm that will provide almost all investment avenues or solutions to satiate the risk appetite of the investors and consumers in the ever increasing integrated financial markets. OCBC, if they could succeed with this merger, will then be the solution of “one–stop–financial–services” provider.


Recent developments validated our findings further. It happened that OCBC's general offer for Great Eastern has expired with the result of the banking group increased its shareholding in the insurer up to 81.7 percent, short of the 90 percent level that would allow it to take GE private
. In the market on 30th June 2004, Great Eastern shares closed 0.8 percent down at S$11.80 on a volume of just 630,000 shares. The attention is now centered on whether OCBC could up its stake above the 90 percent threshold that would allow the bank to take Great Eastern private. In spite of a two-week extension to its offer, OCBC has failed.

Some analysts argued that the effort of taking GEH private does not really make much of a difference from a financial perspective since there is no foreseeable significant advantage of a privatization. They argued that because as long as there is control over Great Eastern via their subsidiary status, OCBC can derive a lot of synergies, for example in the cross-selling of insurance and banking products; being able to leverage on the bigger exposure to Malaysia of Great Eastern and helping its interest income and core banking business
. Market observers, however, viewed that from a management perspective there would certainly be advantages to OCBC if it takes Great Eastern private such as with a de-listing, Great Eastern would then no longer need to have an independent board of directors and OCBC's board will be able to make all the decisions for the merged entity. Some also argued that the move by the four Great Eastern directors to reject OCBC's offer could be seen as an internal power struggle of some sort by the old guard. OCBC could certainly do without such problems, which could be why it will continue buying Great Eastern shares to cross the 90 percent threshold.

6.
Conclusion and Further Recommendations

In this concluding section, we would like to reiterate some of our empirical findings and the implications of our study. Market reaction is an observation to be drawn. If we were to look at all the post merger days stock returns, almost all of the firms in the financial industry shown a lower return as compared to the event date itself (and several days before the actual merger took place). Secondly, we have shown that the overall M&A activity in Singapore’s domestic financial industry is likely to be beneficial. These results, however, may be due primarily to economies of scale. The existing evidence in the literature suggests that scale economies do exist for institutions holding less than $100 million in assets
. However, cross-sectoral M&A activity is unlikely to affect the performance of each institution. This might be due to the on-going effort from the Singapore government to advocate competition policy including in the financial sector. This cross-sectoral merger proposal, if successful, might arguably decrease the competition since it will enable OCBC to provide all financial-related services under one roof especially given the large consumer base that GEH has already have in place. Thirdly, using a good judgment and some simple discretionary rules, we have put up the arguments of why GEH should not take the offer of OCBC
. Nevertheless, OCBC remains as the highest shareholders in GEH but events might still unfold in times to come of whether OCBC’s effort to privatize GEH will be successful or not.

Considering the event study analysis method that we employ, we would like to acknowledge some shortcomings. Firstly, the number of events considered here are perhaps too few such that we might not be able to argue convincingly whether the merger events do not affect the stock returns significantly. As MacKinlay (1997) pointed out that testing of null hypothesis in conducting the event study analysis is rather suboptimal if we were to use only a few firms with only a few events in the study.
 Nevertheless, the main aim of our study is to show the usefulness of market model as compared to the other two methods in determining the abnormal returns. Secondly, the use of multi–factor SELS means that we have to come up with several market proxies. This requirement points out the need for us to obtain several market proxies (e.g. market indices) for Singapore’s financial industry. This is a requirement that is not easy to be met in ensuring the cohesiveness of information. At best, we are hoping to obtain the information of Singapore–specific financial industry to estimate the multi–factor SELS method, but it is rather a luxury for us than what we can do actually. Nevertheless, if we could obtain better information regarding these Singapore–specific indices, we believe that multi–factor SELS method will make a tremendous improvement in the event study analysis. 
Furthermore, according to the statistical properties of the law of large numbers, we expect that out estimates and statistical results to be more credible given a larger sets of firms and recording more events in our study, such as earnings announcement, mergers announcement, government initiatives and proposal, market capitalization, and perhaps the macroeconomic decision made by central bank such as interest rates and exchange rates policies that directly affect the financial industry. As a proposal for future research in the area of event study, we encourage the use of SUR with White’s heterocedasticity consistent estimates (HCSE) —the so called “Park’s estimates”— that could provide us with better estimates in calculating the abnormal returns
. White’s HCSE takes into account the possibility of having the problems of heterocedasticity in estimating the parameters for the market models. By doing so, we could weigh each and every observation with the variance – covariance matrix and hence yielding weighted least squares that are deemed to be more reliable in terms of parameters estimation results. In addition to that, we need to take into account the high degree of volatility in the return of stock prices in estimating the parameter values for event study analysis. Hence, we propose such method as (generalized) autoregressive conditional heterocedasticity (ARCH / GARCH) to tackle the issue of volatility in the stock returns. 


By gaining more robust estimates, the credibility and predictions of our empirical study might be more convincing. This will be in our best interests to draw further policy implications based on all possible improvements especially in this rapidly developing financial hub such as Singapore. It is highly hoped that this paper will pave the way to spur the interest for further and deeper study on Singapore’s financial market, especially in the area of merger and acquisition.

BOX 1)
On 25th February 2004, Great Eastern Holdings' (GEH) shareholders have been asked to decide if they want to give up 1,000 of their shares in the company in return for 976 OCBC Bank shares. Based on OCBC's 25th February’s closing price, the exchange ratio values GEH shares at $12.10 each. The offer was put on the table by major shareholder OCBC, which announced on Tuesday its intended $2.9 billion voluntary offer for all the ordinary shares of its insurance associate GEH that it does not already own.

OCBC currently owns 48.9% of GEH and the Lee group, which has a 15.7% holding, has given an irrevocable undertaking to accept the offer. The Lee group is also the controlling shareholder of OCBC. In other words, OCBC will end up with at least a 64.6 per cent stake in GEH, making it a subsidiary.

As part of the exercise to consolidate cross-holdings between the two companies, OCBC is also proposing a $1 billion selective capital reduction to cancel all the 80.2 million of its shares or 6.3% of its share capital currently held by GEH. This values OCBC shares at $12.46 a share. OCBC's primary aim in the deal is to take control of GEH and create more synergies when it comes to product development, marketing, distribution and customer services. And equally important, the deal allows the Lee family to convert its huge block of GEH shares into OCBC shares, and thus consolidate its holdings in the banking group. There are a number of reasons why it doesn't make sense for GEH shareholders to take the offer.

First, GEH is a leading insurer in Singapore and Malaysia and its strong franchise will be very difficult to replicate. Currently, it has a 26.5% weighted share of the premium market in Singapore and 23.2% in Malaysia. And the outlook is upbeat with the recovery of the economy, insurance sales will pick up, thus adding fuel to its earnings growth. Second, the insurer has hidden reserves not taken into account in the OCBC offer. Over time, as the equities market improves, these surpluses will surface. Third, OCBC is not pricing in any revenue or cost synergies in its offer to GEH shareholders. Fourth, by swapping out of GEH into OCBC, a shareholder is in effect switching from a leader in the insurance market into just another competitor - albeit a relatively big one - in the cut-throat banking market. 

Perhaps all these points can be captured succinctly in the potential return analysts expect from GEH shares versus that of OCBC. Daiwa Research pegged OCBC's fair value at $12.84 a share, DBS Vickers at $15 and Merrill Lynch at $13.80, while Kim Eng thinks it's fairly valued now. So the average works out to a target or fair value estimate of $13.51. On the other hand, the average target price of GEH is $13.60, based on GK Goh's and DBS Vickers' forecasts.

In other words, taking the average target price as a consensus, it appears that GEH potentially has an 11.5% upside. This compares with OCBC's 9%. Of course, there is a chance that the combined entity will do so well that the market eventually re – rates OCBC and accords it a higher valuation. Or, the bank may undertake some capital maneuverings which may boost its share price. Or, the increased weighting of OCBC in the MSCI Singapore Free index may lead to OCBC shares being chased up.

To hedge one's position so as not to miss any of these 'ifs' that might become reality, those who own a substantial amount of GEH shares may want to swap a small part of their holdings into OCBC shares. Barring that, most will be content to hang on to their GEH shares. That perhaps is the intended outcome of OCBC, going by the less-than-generous offer it has put on the table. With the Lee family's stake, it will have control over GEH however minority shareholders decide.
.
(BOX 2)

SHAREHOLDERS of Great Eastern Holdings (GE) who have so far resisted selling their stock to OCBC Bank may rue their stance after the latter's general offer for the remaining shares it does not own ends tomorrow. As the deadline ticks closer, there are two factors they should be weighing up before entrenching themselves in the 'hold' camp: The share price of the listed insurer might fall after then, compared to what it has been fetching in the open market, or even from OCBC for that matter .As well, the stock will become tightly held, and, consequently, lose its lustre with institutional investors. If shareholders are still sitting on the fence, wondering what to do, they might want to take stock of last Friday's announcements of corporate insiders selling shares in the open market. 

GE chief executive Tan Beng Lee, who has publicly stated that he plans to reject an offer by OCBC to buy the GE shares that he owns, sold 80,000 GE shares last Thursday. That's about two-fifths of his holdings. Other insiders such as Mr Tan Hock Lye and Mr Joachim Toh, who are directors of GE subsidiaries, have also been paring their holdings. Trades by corporate insiders are a useful guide for the small investor, the logic being that insiders ought to be better placed than ordinary investors about the goings-on in a company. On the surface, it may look odd for Mr Tan Beng Lee to reject OCBC's offer and yet - to all intents and purposes - apparently act to accept the offer. The biggest buyer of GE shares on the open market is OCBC, which bought 1.51 million GE shares at $12 apiece last week. However, the buyer of Mr Tan Beng Lee's shares could not have been OCBC, though, as they were transacted at $12.10 a piece. Therefore, he did not contradict himself as he managed to reject OCBC's offer yet get a better deal in the market. 

However, the sale by the directors is a wake-up call to investors that they should not be too enamoured of their GE shares. Under the terms of OCBC's offer, GE shareholders will get 976 OCBC shares for every 1,000 GE shares they own .Morgan Stanley, which was appointed adviser to GE's independent directors, had noted that OCBC's offer was 'fair, but not compelling'. Four key GE shareholders - Mr Tan Beng Lee, GE chairman Michael Wong Pakshong, and GE directors Peter Husum and Shaw Vee Meng - have all stated earlier that they plan to reject the offer. Some small shareholders might have taken this as a signal for them to keep their shares. But they may be in for a rude shock if they have not considered the possibility that GE will become a tamer investment after OCBC's offer ends tomorrow. 

Consider this: At the last count, OCBC has tucked away 80.21 per cent of GE. That's a big jump from the 51 per cent stake that the bank held before it announced the general offer in April. While this is short of the 90 per cent threshold that could allow the bank to delist GE and take it private, it also means that GE's free float - the number of shares that are not in the control of OCBC - can be no more than 93.5 million shares. 

The eventual free float may even be smaller, depending on the final tally that OCBC gets. A small free float is bad news for investors because it usually means that the stock will, over time, become illiquid, with little or even no activity on the stock market. Illiquid stocks are often ignored by institutional investors such as mutual funds. As a result, such stocks will normally trade at a discount to their intrinsic value. 

And because they are sparsely traded, their price will have little volatility. GE's share price has more than doubled since the start of 2001. As an illiquid investment, the stock is unlikely to be able to match that performance looking ahead. The bottom line is: There is no guarantee that OCBC will continue buying GE shares at $12 apiece once its offer expires tomorrow. Without that support and given the small free float, GE's stock will struggle to get on investors' radar screens in future. If GE shareholders recognise these risks and find them acceptable enough to keep their shares, so be it .If not, there's still time to accept OCBC's offer or sell their shares in the open market while it is still being supported at the $12 leve
l. 

(BOX 3)

GEH buy propels OCBC ahead of UOB in assets 

Eastern Holdings (GEH) has turned out to be a sizeable growth spurt for Oversea-Chinese Banking Corp, which may no longer be the smallest member of the big three local banks. 

OCBC proudly proclaimed in full-page print advertisements yesterday that its current 81.1 per cent stake in GEH has swelled the bank's total assets by 39 per cent to more than $117 billion, from $84.5 billion previously, based on end-2003 audited figures. 

That lifts OCBC just above United Overseas Bank's (UOB) total assets of $113.4 billion as at end-December and into the second spot in terms of assets. DBS Bank continues to be the largest local bank, with $159.6 billion in assets, according to its latest annual report. The growth goes beyond assets. OCBC also said that its investment in GEH - the bank increased its stake from 48.8 per cent through a general offer that closed last month - makes the group one of the largest investment managers in Singapore and Malaysia with total assets under management of $21 billion and more than four million customer accounts in those two countries. 

OCBC now also counts Raffles Investments Ltd and Specialists' Services Pte Ltd as subsidiaries as a result of its GEH investment. The bank's deemed stake in Robinson and Co was also raised. 

But bigger does not necessarily mean better, note some industry watchers. Kim Eng's Seah Hiang Hong said asset size did not mean much compared to other indicators such as profitability, which are a better reflection of a bank's strength. 

Analysts are more interested in the potential for collaboration between OCBC and GEH, and see the deal as a firm move by OCBC into wealth management and away from interest income. 'Wealth management is important for all the banks,' Mr Seah said. 'The lending business is matured, margins are falling.' 

OCBC couldn't have disagreed. The investment is about creating 'an even more compelling proposition for our wealth management business', said OCBC spokesman Peter Zheng. The bank and the insurer can offer customers more products that are also more innovative, and can benefit from cross-selling, he added. 

Citigroup Smith Barney was optimistic about the revenue opportunities from such a bancassurance model, but said in a June 9 report that meaningful cost savings in the near term are unlikely because the bank will continue to run the insurance business independently. 

But both companies would have to work together to make the new model work, said Goldman Sachs in its report. Its analysts said they sensed 'an underlying tension between both parties on the issue of final say' and the possibility of 'channel conflicts' in Singapore, with single-premium products tending to be more popular than annual-premium products here. 

'Ultimately, the onus is on OCBC's management to find a way to work more closely with GEH and incentivise its agency force while retaining GEH's culture and strengths,' Goldman Sachs wrote. 

Goldman Sachs retains DBS as its top pick among banks, and sees a 14 per cent upside on UOB shares compared to a 10 per cent upside potential for OCBC, although the firm may rerate OCBC when it sees 'clear signs of a closer and better collaboration with GEH'
. 

(BOX 4)

SINGAPORE (BestWire) - Singapore's OCBC Bank said it boosted its financial-services market share in the Singapore-Malaysia region by acquiring a majority stake in multiline insurer Great Eastern Holdings Ltd. 

OCBC boosted its stake in Great Eastern to 81.1% from 48.8% with an equity-swap offering through which OCBC issued 136.2 million of its own new shares to acquire 152.9 million shares of Great Eastern. The offer boosts OCBC's total assets 39% to S$117 billion (US$1 = S$1.72), the bank said. "We are now one of the largest financial institutions in the Singapore-Malaysia market in terms of assets," OCBC said in a statement. "OCBC will also have the most complete wealth management platform to meet the needs of its customers. In Singapore and Malaysia, OCBC now has the largest combined bank and agency sales force of over 20,000. With the addition of Great Eastern's policyholder accounts, customer accounts for OCBC have doubled to more than 4 million." 

For the first quarter of this year, Great Eastern had S$1.28 billion in gross premiums, up 33% from the previous year. Pretax profit for its life insurance segment rose to S$76.4 million from S$32.2 million. Nonlife insurance pretax profit rose to S$11.3 million from S$3.6 million. 

The insurer claims to be the market leader in life insurance in Singapore, with 28% market share in terms of weighted premium. According to OCBC Bank, Great Eastern in the largest insurer in both Singapore and Malaysia, in terms of both assets and market share. 

SINGAPORE) The acquisition of insurer Great Recently, Great Eastern signed a letter of intent with Chongqing Land Properties Co. Group to establish a 50-50 joint venture life insurer in Chongqing, China. Negotiations on the final terms and conditions of that venture are ongoing, the insurer said. The new joint venture is expected to have registered capital of 300 million renminbi (US$1 = 8.28 renminbi). 

OCBC Bank has operations in 13 countries, including Singapore, Malaysia, Indonesia, China, Hong Kong, Japan, Australia, the United Kingdom and the United States. It operates through 110 branches worldwide. 

Among recent market moves in Singapore, Zurich Financial Services Group completed the sale of its Singapore unit to Australia's QBE Insurance (International) Ltd. (ASX:QBE). The sale of general insurer Zurich Insurance (Singapore) Pte. Ltd. to QBE, for an undisclosed amount, first was announced in May. According to Zurich Financial, Zurich Singapore had gross written premium of S$59 million and net written premium of S$29 million in 2003. Zurich Financial said the two parties agreed to keep the purchase price confidential (BestWire, July 1, 2004)
. 
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� See Cabral (2000) for stylized facts discussion.


� Frontier methodology involves some econometrics estimation on an efficient cost frontier for a cross-section of banks. For a given institution, the deviation between its actual costs and the minimum cost point on the frontier corresponding to an institution similar to the bank in question measures X-efficiency.


� See for example Cornett and Tehranian (1992).


� See Pilloff (1997) as well for great and exhaustive survey on the value effects of M&A in banking sector.


� Those banks are DBS, OCBC, OUB, UOB, Keppel Bank and Tat Lee Bank. We excluded POSBank as it was technically not a bank


� The Banker, Jul 2002


� There are, plausibly, other methods that we can rely upon to tackle autocorrelation and collinearity problem, such as the implementation of seemingly unrelated regression (as one form of conducting a generalized least squares). However, the implementation of such method is still in progress and we are unable to present the preliminary results at this moment. Having said that, the implementation of ordinary least squares method in the form of single equation least squares will not, by any means, reduce the credibility of our results and conclusion.


� However, under certain conditions we can improve on separate OLS estimation by combining both equations into one single model and applying a GLS or ML estimation procedure (or even an un-weighted least squares).





� t statistics for 1% level of significance is 2.326, for 5% level of significance is 1.96, and for 10% level of significance is 1.645.


� Refer to Box 1 as well about the reasons why GEH shareholders should not succumb to the OCBC’s offer.


� By the time when offer lapsed, Singapore's third-largest lender by assets garnered only an additional 3.1%, after getting a 78% stake at the June 16 close. The bank owned 49% of Great Eastern before launching its all-stock offer valued at 2.9 billion Singapore dollars (US$1.69 billion) in February.


� Channel NewsAsia, 30th June 2004.


� Refer to Pilloff (1997), as well as Clark (1988) and Humphrey (1990) about the summary of literature regarding economies of scale in relation with M&A activities. 


� However, GEH shareholders might regret this decision later on. Refer to Box 2 for complete article.


� In his study, MacKinlay used the sample of 30 firms with 20 announcements for each firm that was aggregated up to 600 event observations in total. 


� In progress at the time we write this paper.


� Business Times, February 26th 2004.


� � HYPERLINK "javascript:NewWindow(%20'FIISrcDetails','?from=article&ids=stimes');void(0);" \o "Straits Times" �Straits Times�, Money section, 29th June 2004


�Business Times Singapore, 6 July 2004� 
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