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1 Introduction

In this paper we analyze the valuation of the mixed finhremaglomerate model on the stock
market. Are firms that combine banking and insurance wihgingle institution valued more or
less than the sum of their constituting parts? The gimhrronglomerate business model, mixing
banking and insurance, is not universally applauded. In many cssuittis a limited phenomenon,
oftentimes a mere temporary one as well. During the 1990saaeAllianz took over Dresdner
bank, ING was created in the Netherland, both DexiaFamtis in Belgium, and Citigroup in the
US. These mergers should be seen against the light ohwiogt consolidation. In the financial
sector in the EU a total of 935 billion euro M&A activityok place between 1990 and 2003,
minority of these mergers were across sectors, althstiljlaccounting for 130 billion euro. The
majority of take-over activity was limited within banking %80 billion euro) or within insurance
(£ 225 billion euro). Lately there seems to be a trend tasvdedonglomerisation. ABN Amro sold
its insurance leg (limited as it was), Credit Suisse Stinterthur Italia, and Citigroup sold its

Travellers insurance subsidiary.

More broadly, there is an ongoing debate whether a firm's fo®etes or destroys value. Earlier
literature (Lang and Stulz (1994), Berger and Ofek (1995), 8erfdD96)), has shown significant
diversification discounts: firms that engage in multipttivities are valued less. What drives the
discount is not clearly established, however, and varioo®rta have been highlighted. For
instance, Denis, et al. (1997) point to agency problems Bitenid and Walter (2006) highlight
geographic diversification. An important strand of theréture argues that the same traits that
induce firms to diversify, also lowers the firm valuekisTsample selection bias has been tackled
by Campa and Kedia (2002), Villalonga (2004) and Lamont and(P@{K.).

The extant literature generally focuses on non-financiakst Furthermore, the few papers that do
analyse financial firms (cf Laeven and Levine (2007) and Stlamd Walter (2006)) mainly focus
on banking. Branching across sectoral boundaries into insi(and vice versa) is only discussed

as an aside. Our paper will focus specifically on the vmln@®f bank-insurance conglomerates.

Our contribution to the debate is that this is the firstymmlof the valuation of cross-sectoral
groups, combining banking and insurance. Is there a premiurdisc@unt and, if so, what drives
this discount? We will investigate three possible explans: size, mixedness and risk. The set up
of the paper is straightforward. Section 2 will discussréievant literature. We will then discuss
the data used and offer some descriptive statistics tmose8. Sections 4 and 5 turn to the

empirical analysis of the key value measures and iis d&ierminants. Section 6 concludes.



2 Theory

The costs and benefits of diversification and firmubdave been discussed extensively. The
earlier literature was quite positive, pointing to econsmiescale and access to profitable business
lines (Chandler (1977)), debt capacity and debt tax shields (leem{@971)) and the creation of
internal capital markets, leading to increased investrafitiency (Stein (1997)). These earlier
papers were followed by less optimistic theories, highlightihe dark side of diversification.
Insiders may for instance expand the range of corporaiatiast for private gain (Jensen and
Meckling (1976)) or diversification might intensify agency peshé between insiders and small
stockholders (Stulz (1990)). It might also influence the volomactivities (Scharfstein and Stein
(2000)), it might lead to bargaining problems (Rajan, €2800)) or it might result in bureaucratic
rigidity (Shin and Stulz (1998)).

Given these theoretical reasons to love or hate corpdiragesification, there is a sizable empirical
literature estimating the discount. One of the firsthese being an article by Berger and Ofek
(1995). The authors argue that corporate diversificationledlll to inefficient investment because
of cross-subsidisation between business lines. Using SIC-emtiedties, they find a discount of
13 percent to 15 percerttins and Servaes (1999), however, find more mixed evidencééo
discount using a sample of firms operating in Germamyardaand the United Kingdom. Overall,

however, most authors find a sizable discount.

Most of the traditional literature focuses on the effemftsdiversification on cash flows and
consequent value of the overall firm. Recently, howeseme alternative explanations of the
equity price discount for conglomerate firms have been suggjekbmont and Polk (2001)
examine the possibility that diversified firms are faedth required future asset returns that are
higher than those of specialized firms. While the range e§ipte explanations for differential
expected returns also includes risk, taxes, and liquidity financial conglomerate setting it is
often attributed to mispricing by irrational investors. Fitial conglomerates are complex,
financial products opaque, and so investors and analystsabave-average difficulty in valuing

such firms (see for instance the discussion in Hadlde, €1999)).

Mansi and Reeb (2002) point to the classical conflict ofréstebetween shareholders and
debtholders when it comes to the determination of the riskilgorof the firm. Corporate

diversification leads to risk reduction and a lower defautmium, which increases debtholder
value. In a contingent claims framework, however, shadehalalue is the call option on the value

of the firm exercised in states where the value of #seta is greater than the debt claim (i.e. the

! See Dierick (2004).



residual value). The value of this option decreasesiamnaécreases its risk, so that in effect value

is transferred from shareholders to debtholders.

A radically different view is that it is not corporatevelisification that causes the discount but that
already discounted firms tend to diversify away from indesstexperiencing difficulties into more
promising industries (reverse causality). Using various ecomigntechniques, Campa and Kedia
(2002), Villalonga (2004), Whited (2001), Fluck and Lynch (1999), and Laammh Polk (2001)
all find that the discount can be at least partly erpldiby selection bias, endogeneity problems,
and measurement error. A similar argument is made bisivhovic and Phillips (2002): less

productive firms tend to diversify, but diversity is not cagghe discount.

Most of the literature uses data for non-financial firtdore specifically, financials are generally
excluded as for instance their leverage is of such erdiff magnitude. Exceptions are Laeven and
Levine (2007) and Schmid and Walter (2006). The former authorsstiuhg evidence of a
conglomerate discount using a sample of 836 banks from 43 diffawantries. They assign the
balance sheet data, taken from BankScope, to differpas tgf activities and compare the bank’s
Tobin’s q to a benchmark of focused firms. Laeven and Leatinbute the destruction of value to
agency problems with the conglomerate structure. They atsducte that the size of the discount
is such that it most certainly would wipe out any econormiescope these firms might have.
Schmid and Walter (2006) limit their sample to the US bututelall types of financial
intermediarie$. They find a substantial and persistent discount. THeoesiargue that it is driven
by diversification, not by troubled firms diversifying awaya more promising areas. For the very
largest of the firms in their sample, Schmid and Walter fisdl@stantial premium, pointing to the

existence of “too big to fail” guarantegs.

3 Data and descriptive statistics

A first decision needed before we can construct a ddtés svhat definition to use for financial
conglomerates. An obvious definition of a financial conglomerate igroup of firms that
predominantly deal with finance (that is, banks). Inrimal regulation, however, it has acquired a
slightly different meaning: a financial conglomerate has ctmmmean a group of firms that engage
in financial activities that have been kept separatdéalwyand regulation, for many years in many
countries. Combinations of some of these activities —bankiegyrities trading, and insurance—
are still forbidden in many countries. The Group of Ten gikiesollowing definition: “any group

of companies under common control whose exclusive or predomaeities consist of

2 Commercial banks and bank holding companies, insurgomopanies, asset managers and broker-dealers.



providing significant services in at least two differeimahcial sectors (banking, securities, and
insurance).* The European Commission has proposed a more precise idefiiit two steps: a
group only qualifies as a financial conglomerate if (a)ertban 50 percent of group activities are
financial and if (b) the shares of the banking sectoryding security activities) and the insurance
sector in the total of the financial activities arehivi the range 10-90 percent. In addition, if the
minority share has a balance sheet larger than €6 bitlhengroup also qualifies as a financial
conglomerate. We start our analysis below with the 45 darfg@ancial conglomerates that have
been published by the EU in 2006. Where in the remainder of ourieahginalysis we will focus
on the impact of diversification on market value (sectionand beyond), we will filter our
conglomerate sample for criteria a) and b), but ignore thendepart. This, together with data

availability, results in a list with 29 institutions, showm Annex 1.

To determine whether conglomerates are valued sufficientyalso need data for peers solely
active in either banking or insurance. To this end we haleeted the 45 largest listed banks
(based on balance sheet size, 2005), and the 45 largest irfbasgrd on Gross Premiums written,
2005). For all three groups, banks, insurers and conglomevateske balance sheet data from the
BankScope and ISIS databases, for banks and insurerstnedged-or the conglomerates we

chose the database with the best cover.

An issue is the treatment of IFRS reporting. Towal#sednd of the data set there are more and
more institutions that report based on the new IFRS dgone&einstead of, usually, local GAAP.
Visual inspection does not show big jumps as firms move fronreparting framework to the

other. We have chosen to use IFRS reports as soon ar¢hayailablé.

In addition to balance sheet data, we also need data anatket valuation of the firms in our
sample. Daily equity data (price index, market value ahdms) for the period 1990 to 2005 where
taken from Datastream. Finally, we need daily risk freerest rates to construct Sharpe ratio’s.
These come in two flavours: first, we have 10 year istel@es swaps. Second, we constructed a
dataset with the yield on 10 year government bonds. Both tkess are taken from Datastream
for the period 1990 to 2005.

# Schmid and Walter (2006) also analyse the effects of geogrdiphrsification which we will not discuss
as our focus is on diversification between banking asarance.

* Group of Ten (2001).

® That is, we ignore the financial stability induced regmient that even if the smallest sector is relatively
unimportant within the firm, it might still be systerally important. Our interest solely lies with the f@am

® To capture any undue effects of the change in reportimgeivork we will use an IFRS dummy, taking on
the value 1 for IFRS reports and O otherwise. As aitbeity test we estimated the empirical section using
local GAAP reports as long as possible. The resultguattatively similar.



We determined the percentage of insurance activity (irpaoison to banking) based on the annual
balance sheet data. In some cases this information waglemented or confirmed with

information from for instance websites. The sector eshawvere determined based on relative
balance sheet size,) and on relative salesv&,), where we took Total Revenue and Gross
Premiums Written as measures for sales in the banknog i@surance sector, respectively.
Although these measures focus on alternative aspects oéldire importance of sectors, their

correlation is high (0.87).

To give a broad brush characterisation of our data sehaw some descriptives in Table 1 below.
Looking at the size of the institutions included, we seé tha financial conglomerates are
relatively large compared to the included peers. Thistisrabas firms, both banks and insurers,
tend to pick up business across sectors as they grow. [fiamge will thus tend to fit our

conglomerate criteria.

Table 1 Summary statistics: total assets, 1995-2006, Billions €

Sector Mean Median Min Max
Banking 96 38 0.9 992

Insurance 50 14 0.4 374
Fico 280 116 3 1170
Total 105 32 0.4 1170

Source: BankScope, ISIS

How have the conglomerates performed over the years, espécialynparison to their peers?
Figure 1 shows the indexed daily stock prices since 1995 of3Beinstitutions in our basic
sample’ Each of the panes (ie banking, insurance and conglomerate) shewsean and the
median of the indexed price movement. Figure 1 shows that ihenmaterial co-movement
between the stock price movements of banks, insurers ancdowrgkes. For all three types there
is a steady rise until the second half of the ninetegwed by several years of stabilisation. The
worldwide stock market crash shortly after the Millenniismapparent, although a remarkable

recovery follows lasting to the end of the sample period.

" The selection of the 45 listed financial conglomerai@s based on the list of the “EU Mixed technical
group on supervision of financial conglomerates” as compmite13' July 2006. However, this list is based
on the EU-definition and is in two parts: the degree agsisector diversification and systemic relevance. A
our focus is on the effect of diversification on mankadtiation we will slightly amend the sample and only
consider those observations where conglomerates wouliflycheded on their degree of diversification
instead of financial stability impact.



Figure 1 Price movements for bank, insurers and congloerates, 1995-2006
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In addition to the stock price movement, investors are atsoested in the volatility of particular
shares. Figure 2 shows the average volatility within rolling wirsdofv265 trading days (ie. one
year). For the banking sector, it shows a clear increasweastor uncertainty right before the turn
of the century, a period where banks faced the Asia/Russig, the LTCM default, and the
bursting of the ICT bubble. For insurers, we see a lowet @veolatility, clearly linked to the
longer term focus of for instance life insurance. It sedmwever, that the period of relatively high
volatility persists somewhat longer. In particular, it lodk® it continues until well after the
creeping stock market crash at the start of the cenfinig.is not surprising in the light of insurers’
relatively high dependence on investment returns at the®tifirancial conglomerates seem to

combine developments in banking and insurance.

Figure 2 The volatility of bank, insurers and conglomerats, 1995-2006

Banks

o

s

8

2|

g

.

01jan1995 01jan2000 01jan2006

Insurers

01jan1995 01jan2000 01jan2006
Financial Conglomerates

T T T T T T T T
01jan1995 01jan2000 01jan2006
Average (red line), 10th and 90th percentile

100 200
L L

0

100 200
L

Source: Datastream

8 Most insurers in the EU have reduced their exposure tketsarisks significantly since 2002 by drastically
reducing their equity portfolios. See CEIOPS (2005) and CEIQPS5).



Following numerous authors (Berger and Ofek (1995), Lamadt Rolk (2001)), our main
measure of interest will be the benchmark market-to-bodkevaf financial conglomerates as

imputed from the weighted combination of their stand aloheatians, as given by:

Q :JZ:W%{( ZA )Z AthJ (1)

with wa as the weight for each sector wiklbeing either TA (Total Assets) or SA (Sales) an@
(banking and insuranced; stands for asset§, for the market-to-book value of each single sector
firm, and N=45, respectively. Thus, for each conglomerate in our sampleysgethe relative
weight of banking compared to insurance within the congloménsasured by assets or sales) to
combine the average market-to-book valuation of stand alone Badkasurers. We also compute
an alternative specification of (1) where we compute theanedstead of the average market-to-
book value for each of the two sectors (changing the p#ntnwthe brackets). These valuation
benchmarks will then be compared to actual conglomerate ntarkek valuation, and
subsequently tested for the various theories formul&te@xplain diversification benefits or

discounts such as riskiness, liquidity, mispricing.

Table 2 presents summary statistics. Within each pandaeve the summary statistics of the asset
weighed mean differences of the natural logQ@nd bothQ and Q,,., , using either the average
(Q) or median Q,,) value for the stand alones, and either assets os saeghts for the

construction of the benchmark valuatidns.

Table 2 The relative valuation of financial conglomerateshased on market value / total assets

Mean Median Standard Minimum Maximum
deviation
Q Asset weights (wara)
for g and U
q- ﬁ -0.0007 0.0008 0.0612 -0.2034 0.2608
q- qmed -0.0010 0.0011 0.0662 -0.1846 0.3271
Sales Weights (wasa)
for g and (o
q- q 0.0044 0.0014 0.0686 -0.2417 0.2316
q- qmed 0.0039 0.0007 0.0722 -0.2221 0.2489

The mean value of the relative discount measures gheeiby total assetg., g andg_, are natural logs of
Q, Q andg,,., - The total number of included observations is 142.

° Note that as this is a non-linear transformattomplies that the group means shown are not
straightforward weighed combinations.



What do the results tell us? Previous research on nomefaia firms tends to show clear and
significant diversification discounts. For financial congloates, most of the existing literature has
found more limited discounts. For our sample of 45 Etricial conglomerates we find no
evidence of a structural diversification discount. Theaye asset-weighed excess value is close to
zero and statistically insignificantly different from it is much more interesting to note that there
is sizable variation around these averages. As averagesrgigve to outliers the median might be
a better measure of the central effect; all the relewdatistics appear to be comparably
insignificant, however. Closer examination of the underlying datseals that 52% of the

conglomerates show a premium while in 48% of the cases aidiscaterialises.

4 Estimation approach and methodology

The large variation around the mean of the mean (and mea#n$ indicates that although on
average conglomerates are valued neutrally, this does notumbldrsally. This led us to

investigate whether we could determine specific groupsharacteristics that have a significant
influence on any discount (or premium). A natural candidiat such a discerning characteristic is
size as a proxy for the complexity of the firm. Another spicixy would be the degree to which
conglomerates are truly mixed. Finally, the associatdédprisfile might also be a candidate. We

will discuss each of these in turn.

The first discerning characteristic we will discussiize, proxying for the complexity of the firm.

In Figure 3 we have plotted the size of the conglomeratésded againsg —q , our measure of

relative valuation. In addition we have plotted a regoeskne, telling us that there seems to be a
negative relationship: while small conglomerates witnespremium on average, larger

conglomerates tend to face a discount.



Figure 3 Size versus the conglomerate discount, 1997-2006
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The R of the red line is 0.17.

The second candidate is the degree of mixedness. If, forpdgaa conglomerate has only 11% in
banking it is likely that market participants will view ghtonglomerate as an insurer with some
“other business”. Valuation should in that case be in lirth that of its insurance peers. A fully
mixed conglomerate (50%-50%) might however be seen as a fitns tifficult to manage and to
analyse. If this hypothesis holds, we would expect a stnrelationship sloping down to the
50%-50%-point. Figure 4 shows such a line fitted to our data,enherhorizontal axis depicts the
percentage of assets tied up in insurance. The fit is natyarly strong or robust for either the
balance sheetw§:,) or the saleswas.) measure of sector size. We experimented with differe

functional forms but these do not materially improve the fit.

Figure 4 “Mixedness” versus the conglomerate discount, 192006

0% 25% 50% 75% 100%

Percentage insurer

Estimated under the restriction that there should ferametrical linear relatic
around the 50% mixedness (measured/by,). Total assets were used as weigths
in the regression. The’Rf the red line is 0.03.



The final candidate for explaining the variation in the distas the riskiness of the firms, as a
possible measure for value transfers between sharet@ddrdebtholders. In Figure 5 we plot the

standard deviation againsf—Q , suggesting indeed that higher riskiness leads to slightly rhighe

stock market valuation on average.

Figure 5 Risk versus the conglomerate discount, 1997-2006
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Risk is measured as the standard deviation of eqeiitirns. The Rof the red line is 0.02.

An underlying assumption in the panel analysis in the nextogedithat the data are stationary.
We tested this assumption for all the right-hand side blesausing a number of tests. The overall
conclusion is that the variables are neither all statioftdagri (2000) test) nor are all series non-
stationary (Pesaran (2003) test). The Taylor and S4888j test indicates that the series are 1(0).
However, as the time dimension of our sample is limitiee,discriminating power of the tests is
limited as well. Furthermore, many of the tests regulre panel to be balanced. Forcing this

requirement implies dropping many of our conglomerates.
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5 Empirical results

We start our multivariate analysis with an analysighie vein of Berger and Ofek (1995), Lins and
Servaes (1999) and Mansi and Reeb (2002). These authotsaditesa relation between corporate
diversification and excess value. We estimate the follovpagel model, both with fixed and

random effects.

n p
EV, =a, + Z BPRIORS, , + Z B,CONTROLS ,, +¢,
k=m+1 I=n+l
where

01 1S an intercept term aril, are coefficient vectors

EV isexcess value, estimated loy-Q or 0 — 0,

PRIORS; is a matrix of variables to test our theoretical fgrior

CONTROLS; is a matrix of characteristics related to conglomerate
&, is the idiosyncratic errorg, ~ 11D (O,agz)
i=1,..., NwhereN is the number of conglomerates in the sample

t=1,..., Ty whereT,; is the number of years in the sample for conglomérate

Our PRIORS cover size, time, the degree of mixedness, and riskofedge firm. One important
starting point is that more complex firms might beueal less, an effect that pops up in two
manifestations. Our first prior relates to investors’r fdaat the “dark side” of diversification
(inefficient cross subsidization etc, Berger and Ofek (1988|)erase any economies of scale and
scope. We proxy this by using the size of the firm (therahiog of total assets) and expect a
negative sign (larger discounts). The second prior is basedhe argument that financial
conglomerates are inherently difficult to value, so thatstors require a higher rate of return
Lamont and Polk (2001). After all, the hybrid firm is a relally recent phenomenon and does not
represent the clear banking or insurance business modatv¥katars traditionally understand and
relate to Hadlock, et al. (1999). As both sectors within @mgtate firms become more balanced
in size, opacity increases and this ambiguity is likelyetode value. We therefore expect the
discount to reach its maximum when the share of theleshalector approaches its maximum at
50% (a negative sign omixen).”® As we would expect analysts to learn and better understand
conglomerates over time, we expect a positive sign forittaetrend also included. The third prior

has to do with the riskiness of the firm. As for instancgued in Mansi and Reeb (2002),

19 Note that the NKED variable employed here differs from the one depictedgarEi4.
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decreasing the riskiness of a firm through diversificatiolh lkead to a transfer of value from
equity- to debtholders. Equityholders reap the benefits inafdaege positive realisations but are
protected by their limited liability if bad states dfet world materialise. An increase in risk,
measured by either the yearly standard deviation of dalyn®iRisk) or theLeverace of the firm

can then be expected to diminish the discount (positiiiceat).

A first firm-specificCONTROL we include, is relative profitability measured by batturn on assets
(Roa) and return on equity (). We would expect a positive sign here. Second, we incdude
dummy variable with the value 1 in years that we use timial report under the new IFRS

reporting rules.

Table 3 Excess value estimatio — (

(3.1) (3:2) (3:3) (3.4) (3.5 (3.6) (3.7) (3:8)
FE RE FE RE FE RE FE RE
PrIORS
SizE -0.6708 -0.4444 -0.6725 -0.4483 -0.6710 -0.4438 -0.6726 -0.4479
(0.00)***  (0.00)***  (0.00)***  (0.00)***  (0.00)*** (0.00)***  (0.00)***  (0.00)***
TIME 0.0867 0.0706 0.0865 0.0703 0.0876 0.0711 0.0874 0.0709
(0.00)***  (0.00)***  (0.00)***  (0.00)***  (0.00)*** (0.00)***  (0.00)***  (0.00)***
MIXED -0.9328 -0.4765 -0.9097 -0.4756
(0.06)* (0.29) (0.06)* (0.31)
MIXED 2 -28.543 -13.017 -27.746 -12.942
(0.03)** (0.32) (0.04)** (0.31)
Risk 0.0004 0.0005 0.0004 0.0005 0.0004 0.0005 0.0004 0.0005
(0.03)** (0.01)**+*  (0.03)** (0.01)***  (0.02)** (0.01)***  (0.03)** (0.01)***
LEVERAGE 0.0498 0.0487 0.0467 0.0470 0.0514 0.0489 0.0485 0.0473
(0.04)** (0.03)** (0.07)* (0.06)* (0.04)** (0.05)** (0.06)* (0.06)*
CONTROLS
ROE -0.0277 -0.0221 -0.0249 -0.0212
(0.47) (0.57) (0.52) (0.59)
ROA -0.0148 -0.0012 -0.0130 -0.0004
(0.75) (0.98) (0.78) (0.99)
IFRS -0.0529 -0.1025 -0.0637 -0.1158 -0.0568 -0.1061 -0.0667 -0.1192
(0.53) (0.22) (0.46) (0.16) (0.50) (0.20) (0.43) (0.15)
Constant 76.982 51.246 76.982 51.246 76.799 51.020 77.183 51.735
(0.00)***  (0.00)***  (0.00)***  (0.00)***  (0.00)*** (0.00)***  (0.00)***  (0.00)***
Observations 135 135 135 135 135 135 135 135
Number of id 25 25 25 25 25 25 25 25
R-squared 0.28 0.28 0.28 0.28
Hausman 0.00 0.00 0.00 0.00

p values in parentheses, * significant at 10%;ign#ficant at 5%; *** significant at 1%
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All'in all, the results in Table 3 are quite encouragifige results forq—q are for both fixed and
random effects. We also estimated the models ithq, ., , but the results are very simifdrour

first prior, that larger conglomerates have more opporturiiiesiefficient cross-subsidization and
therefore face a larger discount, is strongly confirn@ad. second prior, that the discount would be
reduced as conglomerates become less opaque, is alsooborme the data, but somewhat less
unambiguously. Th&we trend is significantly positive, suggesting that investoay indeed have
increased their appraisal of financial conglomerates over. flineMixeo coefficient has the proper
sign but is only marginally significant for the fixed-effeganels. Efforts to test a nonlinear
inclusion(Mixeo squarep) yielded more robust results for the fixed-effects but opttie random-
effects model (columns 5-8). The third prior based on thestigling argument also seems to hold.
An increase in risk, measured by either the yearly stdndiaviation of daily returnsR(sk) or the
Leverace Of a firm positively affects the excess value. Thus, résks decrease through

diversification within a conglomerate, value shifts frormigg to debtholders.

Both the relative return on assets and the relative returgquity remain insignificant throughout

all specifications. The IFRS dummy is also not sigaific; indicating that our results are robust to
the change in reporting framework. This is corrobordtgdbroadly similar estimates using an
alternative construction of our data set where we usd (BAAP reports for as long as they are

available and only switch to IFRS if these are no longailahle.

A possible criticism of our approach is that the peerssemoare not the relevant ones. In

constructing the benchma@ andQ,,., we originally used all the peer banks and insurancesfirm

available in our EU sample. It might however be the das¢ valuation is more regionally
determined. The average effect would be filtered outbgrporating panel (or country) specific
fixed effects as in our regressions. Comparing the $pecific valuation with banks and insurance

firms that are geographically close is another approachthérefore computed the benchmapk

measures for a limited number of banks and insurersatieatlosest Replicating Tables 2 and 3

in this manner lead to materially similar results (e upon request).

! Note that comparing our results with similar analysesion-financial firms can be problematic. Tobin’s q
is measured by dividing the present value of future casistby the replacement cost of a firm’s tangible
assets. In a profitable, non-financial firm the reptaents cost would expected to be lower than the net
present value of cash flows. Financial firms, howetygically have monetary assets whose replacement
values will be in line with the net present valueutife cash flows. Tobin’s g for financial firms could thus
be expected to be lower (if assets are valued on a mar&riet basis).

12 \We started by determining the number of banks (insuirethle home country. If these did not tally up to
six we proceeded and included the nearest country andisafdail we had at least six peer banks (insurers).
The home countries of the peers can thus differ fordh&ibg peers and the insurance peers.

13



6 Conclusion

We have examined the valuation of financial conglomerate§iynes that are active in both
banking and insurance. Contrasting previous studies we findniv@rsal discount, but we do
observe considerable variability around the mean (and/aliame valuation. In a multivariate
setting we also report a positive time trend. It migpoistbe the case that stock markets have only
recently begun to better understand and appreciate f@haonglomerates.

We discussed three possible explanations for valuaticowiss that the existing literature has put
forth: inefficient cross-subsidization, opacity of the hylmichglomerate model, and value shifting
between shareholders and debtholders. Our first prior, thgérlaonglomerates have more
opportunities for inefficient cross-subsidization and theeeface a larger discount, is confirmed
for our sample of EU mixed financial conglomerates. Ooorse prior, that the opacity of financial
conglomerates would be the main source of observable dis¢casimiot unambiguously borne out
by the data. Our third prior, that value shifts fromigguo debtholders as risk decreases through

diversification, does seem to hold.
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Annex 1

Financial conglomerates

List of firms in sample

Country  Name Ave. Ave. Country  Name Ave. Ave.
Wara Wasa Wara Wasa
BE Fortis 0.14 0.31 IE Irish Life & Permanent 0.37 0.41
Plc

CH Credit Suisse Group 0.29 0.31 IT Banca Cariga S 0.09 0.08

DE Allianz 0.68 0.95 IT Banca Intesa SpA 0.05 0.04
Aktiengesellschaft

DE AMB Generali Holding 0.52 0.80 IT Gruppo Monte dei 0.06 0.08
AG Paschi di Siena

DE Wistenrot & 0.48 0.55 IT Mediolanum 0.66 0.78
Wirttembergische

DK Alm. Brand A/S 0.63 0.50 IT San Paolo-IMI 0.04 0.02

DK Danske Bank A/S 0.20 0.24 NL ING Groep NV 0.33 0.62

DK Sampo Plc 0.53 0.45 NL SNS Reaal Groep NV 0.16 0.25

ES Banco Bilbao Vizcaya 0.03 0.04 NO DnB Nor ASA 0.16 0.09
Argentaria SA

ES Banco Santander 0.04 0.04 NO Storebrand Group - 0.77 0.51
Central Hispano - Group Storebrand ASA

FR Crédit Agricole - Crédit 0.12 0.11 SE Nordea Bank AB 0.08 0.11
Agricole Group

GB Lloyds TSB Group Plc 0.21 0.07 SE Skandinaviskakilda 0.07 0.12

Banken AB
GB Old Mutual Plc 0.60 0.68 SE Svenska Handelsban 0.10 0.35
GB HBOS Plc 0.11 0.07

The full list was published by the EU Mixed TechaliGroup on Supervision of Financial Conglomeratesuly 13, 2006. See footnote
5 for our selection criteria. The reported weighis(total assets and sales, respectively) refera@tterage share of insurance in the
conglomerate.

Banks

Country Bank Country Bank

AT Bank Austria Creditanstalt AG GR Alpha Bank AE

AT Oesterreichische Volksbanken AG GR EFG Eurohargasias SA

AT Raiffeisen International Bank-Holding AG GR Rites Bank SA

CH Banque Cantonale Vaudoise IE Allied Irish Bapls

CY Bank of Cyprus Group-Bank of Cyprus Public IE Anglo Irish Bank Corporation Plc
Company Limited

DE Aareal Bank AG IE Depfa Bank Plc

DE Berlin Hyp-Berlin-Hannoverschen Hypothekenbank IS Kaupthing Bank hf
AG

DE Commerzbank AG IT Banca CR Firenze SpA-Cas$isparmio di

Firenze SpA

DE Deutsche Bank AG IT Banca Lombarda e Piemorfgge

DE Deutsche Hypothekenbank (Actien-Gesellschaft) IT Banca Nazionale del Lavoro SpA - BNL

DE Deutsche Postbank AG IT Banca popolare dell''|arRibmagna

DE Eurohypo AG IT Banca Popolare di Milano SCaRL

DE Hypo Real Estate Holding AG IT Banca Popolaatidha-Banca Popolare Italiana -

Banca Popolare di Lodi

DE IKB Deutsche Industriebank AG IT Banco Popoldir&erona e Novara

DE LBB Holding AG-Landesbank Berlin Holding AG IT apitalia SpA

ES Banco Espanol de Crédito SA, BANESTO IT Cre#itoiliano SpA

ES Banco Popular Espanol SA IT IFI - Instituto Fim&rio Industriale SpA

ES Bankinter SA NL ABN Amro Holding NV

Fl OKO Pankki Oyj-OKO Bank plc PT Banco BPI SA

FR Natexis Banques Populaires PT Millennium bepd®a@omercial Portugués, SA
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Country Bank Country Bank

GB Alliance & Leicester Plc SE Swedbank AB

GB Bradford & Bingley Plc

GB Northern Rock Plc

Insurance firms

Country Insurance firm Country Insurance firm

AT Wiener Stadtische Allgemeine Versicherung AG GB Amlin plc

CH Béloise-Holding GB Aviva Plc

CH Converium Holding Limited GB Beazley Group Plc

CH Helvetia Patria Holding GB Brit Insurance Haolgs Plc

CH Schweizerische National VAG GB Chaucer HoldiRgs

CH Swiss Life Holding GB Henderson Group Plc

CH Vaudoise Assurances Holding SA GB Hiscox Plc

DE DBV Winterthur Holding AG GB Legal & General @rp plc

DE ERGO Versicherungsgruppe AG GB Resolution Plc

DE Gerling Beteiligung Gmbh GB Royal & Sun Allianbesurance Group plc
DE Hannover Ruckversicherungs-Aktiengesellschaft B G Wellington Underwriting Plc

DE Kdlnische Ruckversicherungs Gesellschaft AG GR  'The Ethniki' Hellenic General Ins. Company SA
DE Munich Re Group IT Alleanza Assicurazioni SpA

DE Nurnberger Beteiligungs-Aktiengsellschaft IT rmMjeagnia Assicuratrice Unipol SpA

DK Codan A/S IT Fondiaria - SAl SpA

DK Topdanmark A/S IT Generali Assicurazioni SpA

DK Tryg Vesta AS IT Milano Assicurazioni SpA

ES Corporacién Mapfre IT Premafin Finanziaria SpA

ES Grupo Catalana Occidente SA IT Riunione Adréatli Sicurta SpA - RAS
FR AGF (Group) IT Societa Cattolica di Assicurazione coop. Arl
FR CNP Assurances IT Toro Assicurazioni SpA

FR Euler Hermes NL Aegon NV

FR SCOR SA
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