CON-TEXTO * REVISTA DE DERECHO Y ECONOMIA * N.© 31

Concentration, competition

and selectiveness: a
deconstruction of the
grounds for selective
corporate governance in
the banking sector”

FERNAN RESTREPO CARDONA
fernan.restrepo@uexternado.edu.co

ABSTRACT

In "Does corporate governance matter in
competitive industries?”, MUELLER and GlI-
ROUD find that firms in non-competitive
industries, defined in function of the Her-
findahl-Hirschman Index, experience a sig-
nificant drop in operating performance after
the passage of anti-takeover laws, while
firms in competitive industries experience
virtually no effect. As explanation for this,
they argue that when competition fails to
enforce discipline over managers they tend
to enjoy a “quite life" and that, by insu-
lating firms still more from competition,
anti-takeover laws increase the opportuni-
ty for managerial slack. Accordingly, they
propose that efforts to improve corpora-
te governance should focus selectively on
“non-competitive” (concentrated) indus-
tries. This paper examines this proposal in
the particular case of the banking sector,
and specifically the assumption that there is
an inverse relation between concentration
and competition. In view of the rather am-

biguous character of this relation, this paper
examines also an alternative criterion for
applying corporate governance standards
selectively: the impact of concentration on
financial stability.

Since the empirical evidence seeking
to ascertain the direction of this relation is
inconclusive as well, this paper holds that
using the level of concentration of the rele-
vant market to create distinctions in terms of
corporate governance standards is proble-
matic. This does not imply per se, however,
a rejection of the principle of selectiveness
in corporate governance. In fact, a review
of the equally unclear evidence on the gains
from governance rules such as those contai-
ned in the Sarbanes-Oxley Act (as well as
certain NASDAQ and NYSE rules) suggests
that even if distinctions cannot be grounded
on market structure differences, they can
still be justified on the basis of a cost/benefit
analysis. Due to the spread across borders of
SARBANES OXLEY and the NYSE and NASDAQ
rules dealing with corporate governance,
the conclusions drawn in the work are not
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limited to the United States, but are rather
generally applicable across jurisdictions that
have adopted similar rules.

JEL Classification: G14, G32, G3, K22.
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1. INTRODUCTION

Corporate governance rules have tradi-
tionally been thought to address the pro-
blems of asymmetric information, moral
hazard and adverse selection that arise in
firms where ownership and management
are segregated. From this perspective, go-
vernance standards gain relevance with the
size of the firm1 or lack of "proximiny” bet-
ween shareholders and managers?. MUELLER
and GIROUD, however, offer an alternative
pattern to assess the relevance of corporate
governance: competition.

In particular, using a sample of 10,960
firms from the United States during the
period from 1976 to 1995, they hold that
the passage of anti-takeover laws tends to
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reduce the returns on assets of the sample
firms by an average of 0.6%, but that most
of this effect is driven by companies with a
higher Herfindahl-Hirschman Index (HHI),
which they categorize as non-competitive
industries. For example, breaking down the
sample into HHI quintiles (being the mean
HHI in the lowest and highest HHI quintile
0.067 and 0.479, respectively), they find
that while return on assets (ROA) drops by
1.5 percentage points in the highest HHI
quintile, it only drops by 0.1 percentage
points in the lowest HHI quintile.

As explanation for these patterns, they
argue that competition mitigates managerial
agency problems, that when competition
fails to enforce discipline over managers
they tend to enjoy a “quite life”, and that, by
insulating firms still more from competition,
anti-takeover laws increase the opportu-
nity for managerial slack. In other words,
although there may be a "positive baseline
level of slack” in all firms, those in competiti-
ve industries may already operate at this mi-
nimal level, while firms in non-competitive
industries may only be driven drown to this
level if there is a threat of hostile takeover.
Accordingly, they suggest that efforts to
improve corporate governance should fo-
cus selectively on “non-competitive” (or
non-concentrated) industries, rather than
be applied indistinctively?.

This paper reviews one of the bases of
this proposal (particularly in the context of
the banking sector): the assumption that a
concentrated industry is less competitive
than more dispersed industries. For this
purpose, it looks at whether increases in
the extent of concentration in the banking
industry through mergers and acquisitions
lead to higher interest rates, lower deposit
rates and less credit availability. In view of
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the heterogeneity characterizing the evi-
dence on these questions, this paper exa-
mines an alternative criterion for selective
governance standards, that is, the relation
between concentration and financial sta-
bility. Under this perspective, if a more
concentrated industry is more fragile, then
concentration is a legitimate ground for
establishing distinctions in the strictness of
corporate governance standards. As further
discussed below, however, in this case again
the evidence does exhibit a homogenous
pattern. These results (competition and
stability effects), nonetheless, do not mean
there is no basis for selectiveness, particu-
larly in light of the equally heterogeneous
evidence regarding the effects of governan-
ce requirements on performance and the
market for the shares of the firms subject
to such requirements, a topic that has been
particularly analyzed in the case of securities
issuers (not necessarily banks) after the pas-
sage of the Sarbanes Oxley Act. From this
perspective, even if a more concentrated
market is not necessarily less competitive
or stable, a selective scheme of corporate
governance can still be desirable (although
probably based on a distinction measure
different from market concentration).

According to the above, this paper is
organized as follows: Sections 2 and 3 re-
view the competition and stability effects
of concentration in the banking sector, res-
pectively; Section 4 sketches some of the
reasons why, even if a more concentrated
industry is not necessarily less competitive
or stable, those facts do not imply per se a
rejection of the principle of selectiveness in
corporate governance; and, finally, Section
4 concludes.

2. BANKING CONCENTRATION AND
COMPETITION

2.1. General aspects

The Mueller and Giroud's argument that
a concentrated market is less competitive
than a less concentrated market is reminis-
cent of the structure-conduct performance
(scp) hypothesis, under which changes in
the market structure through mergers and
acquisitions lead to upward pressure on pri-
ces (especially when a dominant market po-
sition is created or strengthened), insofar as
each merging party internalizes the impact
of its own prices' changes on the demand
of all other merged firms. Under this pers-
pective, further, concentration increases the
potential for oligopolistic behavior and re-
duces the incentives of firms to innovate (or,
even if there is innovation, the incentives to
pass on its effects to consumers). Therefore,
the more concentrated the market, the less
competitive it is*.

The scp hypothesis has been traditio-
nally opposed by the efficient-structure (ES)
hypothesis (although they are not mutually
exclusive), under which concentration gives
rise to greater efficiencies, particularly as a
result of economies of scale (lower average
costs associated to increasing the product
scale) and scope (lower average costs de-
rived from increasing the range of goods
produced), which have the ultimate effect of
exerting a downward pressure on prices and
therefore eventually offsetting any potential
anticompetitive effect®. In fact, as an infor-
mation and distribution-intensive industry
with relatively substantial high fixed costs,
financial institutions are considered to be
especially prone to economies of scale®.
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MOREOVER, this view raises specific ways
in which the market benefits from concen-
tration, such as enhanced innovation’, in-
creased buying power vis-a-vis suppliers?,
and, in some cases, synergies (that is, the
ability of consolidated firms to differentiate
themselves from rivals through complemen-
tary assets, thus potentially giving rise to
gains higher than the sum of the gains that
could be obtained by each of the involved
parties independently)°.

However, even if offsetting efficiencies
emerge, as predicted by the ES hypothesis,
it does not mean necessarily that managerial
t' or that management
is not less constrained by competition in

slack does not exis

concentrated industries. In any case, as dis-
cussed infra, the evidence supporting this
hypothesis is inconclusive.

Apart from this criticism, the SCP hypo-
thesis is also criticized on the basis that a
market with only three participants could
be competitive if one of the firms were an
aggressive competitor, at the same time that
an industry with ten participants may ope-
rate with minimal competition because of
coordinated pricing and marketing practices
by the participants''.

In view of this, other formulations of
the competitive effects of market concen-
tration, particularly in the context of games
with Nash, non-cooperative equilibria, dis-
tinguish between unilateral and coordinated
effects.

In particular, unilateral effects arise if
mergers cause the merged firms to act less
intensely competitive than the merging
firms, while non-merging rivals do not al-
ter their competitive strategies. In contrast,
coordinated effects arise if a merger induces
rivals to alter their competitive strategies,
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resulting in some form of coordination or
reinforcement of ongoing coordination!?.

These effects are determined by the
game defined by the competitors, the ac-
tions they take (setting prices or setting
quantities), and the equilibrium that deter-
mines the results of the game (Nash, non-
cooperative equilibrium).

Among other possible games with Nash,
non-cooperative equilibria, anticompetitive
effects arise in Cournot and Bertrand oli-
gopoly industries'? . Both the Cournot and
Bertrand oligopoly models predict that mer-
gers without offsetting efficiencies produce
unilateral anticompetitive effects (which
is not necessarily the case of coordinated
effects), insofar as mergers internalize the
strategic behavior between the merging
competitors and thereby cause them to alter
their quantities/prices actions. What makes
this anticompetitive effect “unilateral” is
that the actions of firms are determined by
the same Nash-equilibrium, best-response
functions before and after the merger. The
term “unilateral” thus applies even though
the non-merging firms do not take the sa-
me actions after the merger, and even if the
changes in their actions increase the merged
firm's profit. In a Bertrand industry, for exam-
ple, a merger combining two competing
brands of a differentiated consumer product,
absent cost reductions, leads to unilateral
price increases, as long as the merged firm
accounts for the increase in sales of either
of the two brands resulting from an increase
in the price of the other, and therefore finds
it in its unilateral self-interest to raise the
prices of both'*.

As discussed below, although the em-
pirical evidence tends to show that con-
centration is in effect positively associated
with less competitive markets in terms of
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loan rates, credit availability and deposit
rates (consistent with the SCP hypothesis,
the MUELLER and Giroud's assumptions and
the post-merger non-cooperative equilibria
unilateral effects roughly described above),
such evidence is nonetheless substantially
heterogeneous.

2.2. Empirical evidence
2.2.1. Loan Rates

The evidence regarding loan rates shows in
some cases increases as a result of greater
concentration, and, in other cases, qualified
increases (for certain types of markets or
transactions) and even reductions in other
instances'.

In particular, HANNAN, using loan-spe-
cific information for a sample of over 300
banks during the period between 1984 and
1986 in the United States, finds a posi-
tive relation between concentration and
small business and consumer lending rates.
SPECIFICALLY, he analyzes three phases in
this period: the interest rate peak of 1984,
the stable interest rate period of late 1985,
and the interest rate depression of 1986.
Although the relationship between loan
pricing and market concentration for lar-
ge and small loans originated during 1984
is found to be weak (except in the case of
floating-rate unsecured small loans), this
relationship is significantly positive for all
loans under USD100,000 (“small loans”) in
1985 (which holds for different measures of
concentration). Regarding the magnitudes
of the concentration coefficient in this sub-
period, they estimate that small borrowers
would pay annually an additional 50 basis
points for floating-rate unsecured loans, 159
additional points for floating-rate secured

loans, 221 more basis points for fixed-rate
unsecured loans and an additional 144 ba-
sis points for fixed-rate secured loans if the
market structure is to change from that of
the least concentrated to the most concen-
trated market in the sample. On the other
hand, coefficients of concentration for loans
over USD100,000 are significantly positive
only for secured loans (the coefficient of
concentration is significantly negative in the
case of fixed-rate unsecured loans), and the
positive coefficients tend to be smaller than
those found for small loans. The support for
the structure-performance hypothesis in
this case, therefore, is not as consistent as
in the case of smaller loans.

With regard to the regressions for No-
vember 1986 (where interest rates reached
the lowest level after a long decline), the
results were essentially the inverse of those
of 1984: the coefficients of concentration
for loans less than or equal to UsD100,000
are positive and significant at the 1% level of
significance in all the types of loans, and the
coefficient magnitudes are actually greater
than those reported in 1985. For example,
the coefficient of concentration in the case
of fixed-rate secured loans indicates a 239
basis point difference comparing the most
concentrated with the least concentrated
market in the sample. Also, similarly to the
1985 sample, the concentration coefficients
for loans greater than USD 100,000 are signi-
ficantly positive only for secured loans, and
magnitudes are smaller than those found
for small loans. In sum, the results point to
the conclusion that, overall, concentration
appears to be associated with higher interest
rates (although the differences in this rela-
tionship over the three periods examined
are considered intriguing)'®.
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BERGER and HANNAN, using a 1985 sam-
ple, similarly find that in the regression
explaining deposit rates and loan rates, the
coefficients of concentration are statistically
significant and bear the signs implies by the
SCP hypothesis. Also, they find decreases of
bank X -efficiency as a result of concentra-
tion, which they argue is consistent with
the “quiet life” hypothesis. Further, they
do not find a significantly positive effect
of concentration on bank profitability, and
further argue that this is illustrative of the
fact that profits may be determined, in ge-
neral, by factors other than market power:
while a bank may increase prices as a result
of such power, efficiency can fall and costs
rise as a result of "quiet life" effects, therefore
preventing higher profits'”.

With mixed results, KAHN, analyzing
the period between 1989 and 1997, finds
that while unsecured personal loan rates
increased in the sample, the rates of other
particular credits actually decreased as a
result of mergers's.

Also with mixed results, SAPIENZA,
drawing on a sample during the period bet-
ween 1989 and 1995, finds that in-market
mergers (mergers involving banks that pre-
viously operated in the same geographical
area) benefit borrowers in the form of lower
interest rates when such mergers involve
the acquisition of banks with small market
shares. However, large banks that acquire
small banks tend to reduce the supply of cre-
dit to small borrowers. In addition, in small
out-ofmarket mergers (involving banks pre-
viously operating in different geographical
areas), the decrease in interest rates was not
as significant as in comparable in-market
mergers'.

Confirming some of these conclusions,
EREL, using a 1999-2000 sample, finds that,
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on average, mergers reduce loan spreads,
and that such result is stronger for acquirers
with larger than median declines in post-
merger operating cost ratios (suggesting
that the after-merger reductions in spreads
can be related to efficiency gains that are
passed on to borrowers). The decline in
spreads after the merger is substantial for
small loans (loans with sizes of less than
usbD1 million), and larger acquirers were not
found to impose less favorable pricing terms
for small businesses.

HOWEVER, while the reduction in
spreads was larger if the acquirer and the
target had some degree of geographical
market overlap and, consequently, more
potential for cost savings, spreads increased
when there was significant market overlap
and, therefore, increased post-merger mar-
ket concentration.

From the out-of-market mergers’ pers-
pective, acquirers significantly reduced
spreads on relatively large loans after the
merger only if the new markets entered
were dominated by large banks (which can
suggest that in a market dominated by small
banks, relatively large acquirers that enter
the market do not seek to increase market
shares by reducing loan spreads, possibly
because those markets are more competi-
tive)29.

2.2.2. Credit availability

Apart from the potential for a general reduc-
tion of quantities as a result of market power
exploitation, bank mergers can also lead to
reductions of credit available especially to
small businesses because, in theory, small
banks possibly tend to focus on small loans
(due to balance sheet limitations) while large
banks tend to focus on large businesses (as
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monitoring costs potentially increase with
the number of customers)?'.

Consistent with this approach, PEEK and
ROSENGREN find, for a sample between 1993
and 1994, that when a large bank takes over
a small one, the small business lending by
the target is lower than before (being a small
part of this effect offset by new entrants in
the local market)?2.

SIMILARLY, SAPIENZA finds, as mentio-
ned supra regarding loan rates, that while
in-market mergers benefit borrowers in the
form of lower interest rates, when such
mergers involve the acquisition of banks
with small market shares by a large bank,
the acquirer tends to reduce the supply of
credit to small borrowers?3.

NEVERTHELESS, STRAHAN and WESTON,
comparing the average change in the ratio
of small business loans (commercial and
industrial loans under usb1 million) to as-
sets at sample banks involved in mergers
between 1993 and 1994, find that the post-
merger small business lending is, on average,
actually higher than before. While mergers
between relatively small banks yielded sig-
nificant increases in small business lending,
no significant change was found for larger
banks (using UsD300 million as a cutoff for
the definition of small banks). Moreover,
although relatively small banks held more
small business loans as a percentage of total
assets than large banks, the largest banks in
the sample accounted for roughly more than
one-third of all small business loans.

HOWEVER, small banks owned by large
banking companies held fewer small busi-
ness loans than independent banks?*.

Indicating neutral results, EREL finds
that, on average, the post-merger ratio of
small business lending to total assets of the

acquirer is not significantly different from
the pre-merger ratio.

MOREOVER, in respect of qualitative fea-
tures of acquirer's loans portfolios, he finds
no significant change in the acquirer's pro-
portion of non-performing loans after the
merger?,

Other type of evidence shows that mer-
ged banks reduce small lending, but that
this effect is offset by a loan expansion by
incumbent rival banks or by entry of diffe-
rent competitors in the same local market.
In particular, BERGER, SAUNDERS, SCALISE
and UDELL, examining the period between
1979 and 1994, find a significant relation
between mergers and increased small busi-
ness loans by competitor banks. In addition,
they find that small and medium size bank
mergers are associated with an increase in
business lending, while larger bank mergers
are generally associated with a decrease.
However, for acquisitions, the opposite
results are obtained (with large holding
company acquisitions apparently increasing
small business lending, but with smaller
acquisitions tending to decrease such type
of credits)?°.

This result is confirmed by SEELING and
CRITCHFIELD, who, using a sample between
1995 and 1998, find that merger activity
triggers de novo entry in urban banking
markets. HOWEVER, they also find that this is
not the case for out-of market merger activi-
ty (acquisitions by firms outside the market
were not related to de novo entry)?”.

FURTHER, GOLDBERG and WHITE, using a
sample of mergers between 1984 and 1994,
show that de novo banks have a larger por-
tfolio of loans to small businesses (measured
as the percentage of a bank's total assets that
are devoted to such loans) compared to in-

cumbents of roughly comparable size?®.

CON-TEXTO * REVISTA DE DERECHO Y ECONOMIA = N.© 31 = PP. 55-93 « 2008

ANALISIS ECONOMICO

DEL DERECHO



62

Consistent with these positions, BERCER,
ROSEN and UDELL, using a 1993 sample, find
that while loan interest rates depend on the
size of the market rather that on the size of
the bank providing credit, in any case, in
markets with a higher share of large banks,
small businesses faced a higher likelihood
of receiving a credit line, and even at lower
interest rates, than in markets composed of
smaller banks?’.

AVERY and SMOLYK also confirm this
thesis, but with mixed conclusions depen-
ding on the period analyzed. Specifically,
they examined how bank mergers affected
small business lending in local U.S. banking
markets between 1994 and 2000, focusing
on the role that community banks played
in determining the ultimate effects of con-
solidation. For the 1994-1997 period, they
found that consolidation involving relati-
vely large banks was associated with lower
loan growth, whereas community bank mer-
gers and a greater presence of community
banks in the market were associated with
higher loan growth. During the 1997-2000
period, consolidation activity was either
unrelated to small business loan growth or
associated with higher loan growth. In any
case, overall, the share of small business
lending funded by community banks rose
during both periods, especially in markets
undergoing consolidation?®.

2.2.3. Deposit rates

As regards this part of the evidence, there
seems to be a more consistent pattern ex-
hibiting a negative relation between con-
centration and competition. For instance,
BERCER and HANNAN, using a sample bet-
ween 1983-1985, find that banks in the most
concentrated local markets in the sample
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paid lower deposit rates (ranging from 25
to 100 basis points) than those paid in the
least concentrated markets, depending on
the period examined. This conclusion is
applicable to different types of deposits,
including short-term CDs. However, the
effect on longer-term CD rates was found
to be marginal, which is attributed to the
fact that such products can be competed
for on a broader basis than local banking
markets3!.

MOREOVER, NEUMARK and SHARPE, using
asample between 1983 and 1987, show that
banks in more concentrated markets are
slower to raise interest rates on deposits
in response to rising market rates, but are
faster to reduce them in response to decli-
ning market interest rates, and that, further,
downward price rigidity and upward price
flexibility are a consequence of market con-
centration32.

For Europe, CORVOISIER and GROPP,
using a sample between 1993 and 1999, rea-
ch a similar conclusion, finding that increa-
sing concentration leads to higher interest
margins for loans and demand deposits. This
is not the result, however, for savings and ti-
me deposits. More specifically, average rates
on customer loans in a banking market with
a HERFINDAHL index of 300 were estimated
to be about 120 basis points higher than in
a market with a HERFINDAHL index of 100,
and demand deposits were estimated to be
remunerated with an interest rate that was
140 basis points lower in the more concen-
trated market. In contrast, higher concen-
tration in savings and time deposits resulted
in 280 basis points higher remuneration of
savings deposits and 100 basis points for
time deposits.

As an explanation for these differences,
they suggest, similarly to BERGER and HAN-
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NAN regarding certain long-term CDs, that
demand for demand deposits is determined
by geographical proximity, and thus is mo-
re prone to be negatively affected by con-
centration. HOWEVER, as savings and time
deposits are, at least in theory, determined
to a lesser extent by geographical proximity,
there is higher contestability33.

2.2.4. Efficiencies

As mentioned before, one of the criticisms
generally raised against the SCP hypothesis
is that efficiencies can offset any anticompe-
titive effect resulting from market concen-
tration. However, as also mentioned supra,
efficiencies do not necessarily imply lack
of managerial slack, as management can be
insulated from competition even if the firm
it manages enjoys, for example, scale or
scope economies. However, even assuming
that efficiencies were a valid proxy for com-
petition, particularly under the notion that
they depend upon the managerial incentives
to generate them (and, therefore, on the
competitive character of the market), the
empirical evidence is inconclusive.

Efficiency effects relating to bank mer-
gers are generally examined from two pers-
pectives: operating performance (looking
at pre and post-merger changes in profit
rates, cost ratios or both) and event studies
(looking at stock returns of acquiring banks,
targets or both, before and after a merger,
compared to a portfolio of stocks represen-
ting the market).

Results using the operating performance
suggest that there are no efficiency impro-
vements following a merger, although there
are exceptions to that pattern.

For instance, examining the impact of
mergers on income-to-assets and non-in-

terest expenses to assets for a sample bet-
ween 1968 and 1978, Rhoades finds that
neither income nor non-interest expenses
were affected on average by the sample
mergers3*. SIMILARLY, LINDER and CRANE,
analyzing the operating performance of a
sample of bank mergers between 1982 and
1987, including mergers of subsidiaries ow-
ned by the same holding company, found
that mergers did not result in improved
operating income, as measured by net in-
terest income plus net non-interest income
to assets3>.

From a cost-frontier approach36, BERCER
and HUMPHREY, examining “large mergers"
(mergers in which the organizations con-
cerned exceed USD1 billion in assets) from
1981 to 1989, and based on data aggregated
to the holding company level, find that, on
average, mergers did not lead to significant
gains in X-efficiency (the average X-effi-
ciency improvement was less than 5% and
was not statistically significant), and that
the difference between acquirer and tar-
get X-efficiency did not affect post-merger
gains. In addition, the scale diseconomies
created by the “megamergers’ were found
to be more than large enough to offset the
slight X-efficiency gains found, so total cost
efficiency actually declined. Also, drawing
upon returns on assets and total costs to as-
sets, they found no average gains®”.

De Young reaches similar conclusions
under the same methodology for a sample
between 1986 and 1987. NONETHELESS, he
finds that when both the acquirer and target
were relatively inefficient banks, mergers
resulted in improved cost efficiency?®.

Representing a still more negative result,
PERISTIANI, analyzing the period between
1980 and 1990, finds significant declines
in X-efficiency in the sample mergers and
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only moderate improvements in scale effi-
ciency®.

HOWEVER, the SPONG and Shoerhair's
results exemplify a contrasting conclusion,
as long as they find not only slight improve-
ments in overhead costs efficiency, but also
significant improvements in return on assets
and equity*®. This in turn contrasts with
other cases finding partial improvements in
these aspects. This is the case of the SPINDT
and Tarhan's results, who find improvements
in return on equity, but no improvement in
return on assets or cost efficiency*!.

From a different perspective, AKHAVEIN,
BERGER and HUMPHREY argue that profit effi-
ciency is a more inclusive concept than cost
efficiency for measuring bank efficiency, as
it takes into account the costs and revenue
effects of the choice of the output vector
(which is taken as given in the measurement
of cost efficiency). THEREFORE, a merger can
improve profit efficiency without impro-
ving cost efficiency if the rearrangement of
outputs associated with the merger increa-
ses revenues more than it increases costs,
or if it reduces costs more than it reduces
revenues. In their particular sample, they
found that banks on average significantly
improved profit efficiency after mergers.
HOWEVER, rankings based on RoA and ROE
measures did not change significantly after
consolidation*?.

For mergers in Europe, using a sample
between 1992 and 2001, ALTUNBAS and
MARQUES IBANEZ also find post-merger ove-
rall improvements in performance (with
the especial characteristic thatsuch impro-
vements were triggered in the context of
cross-border transactions)*3.

Notwithstanding these exceptions, as
mentioned before, the general pattern is
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that greaterconcentration does not lead to
improvements in efficiency**.

From the event studies viewpoint, results
are more heterogeneous and do not exhibit
any evident general pattern. In some instan-
ces, results refer only to one of the parties
involved in the transaction. For example,
MADURA and WIANT find, for a sample of
mergers between 1983 and 1987, negative
cumulative abnormal returns to acquirers
during the thirty-six months period after
the merger announcement. Furthermore,
they argue that while acquirer losses around
the time of the merger announcement may
be due to the price perceived to be high,
losses over a longer period can be attributed
to other factors such as disparities between
projected and realized benefits*’.

Accounting for the effects of both the
acquirer and the target, BARADWAJ, FRASER
and FURTADO, find that target firms have
positive abnormal returns during five days
before and after the merger announcement.
In addition, targets of hostile bids have
higher returns than targets of non-hostile
targets. However, acquiring firms exhibit
negative significant abnormal returns du-
ring the period from five days before an-
nouncement to five days after, with hostile
bidders having smaller negative returns than
non-hostile bidders. In addition, they did
not find any significant difference between
successful and unsuccessful hostile bidders
and targets. The overall effect for targets
and bidders was a positive net benefit from
hostile takeover announcements, but no
significant effect from non-hostile announ-
cements®®.

In other cases considering both the tar-
get and the acquirer, no net aggregated be-
nefits appear to arise except under particular
circumstances. For example, HANNAN and
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WOLKEN find that target firms have positive
cumulative abnormal returns both before
and after the merger announcement, and
that acquiring firms have negative cumula-
tive abnormal returns both before and after
announcement of the merger. HOWEVER,
when calculating the total change in stock
prices, no significant net change in value
of the two firms combined is found. These
results do not differ significantly between
large and small bidders or targets. NOTWI-
THSTANDING, net effects are significantly
positive for acquisitions involving less capi-
talized targets and significantly negative for
those involving more capitalized targets (in
other words, the target capital is negatively
related to the change in total value)*”.

A similar result is found in other cases,
with the ultimate effects being in function
of the geographical or product similarities
or overlaps between the merging banks.
For instance, Houston and RYNGAERT find,
for a sample of mergers between 1985 and
1991, that while acquirers suffered a loss
in value and targets obtained higher value,
the overall gains from the transactions (the
weighted average of gains to the bidder
and target firms) were not substantial, and
that, in any case, merger returns were po-
sitively related to the degree of overlap
between bidder and target firms' operations
and high prior levels of profitability for the
bidder*®.

This argument, however, is in other
cases contested by evidence showing that
the degree of overlap of the merging firms
is not associated with an improvement in
efficiency relative to that of non-merging
firms*°.

For Europe, Cybo-Ottone and Murgia,
with a sample of mergers taking place by
European banks between 1988 and 1995,

confirms the finding of average abnormal
returns to targets (while changes of returns
to acquirers' shareholders are not significant
in the sample)?°.

In sum, as mentioned before, the dispari-
ty of the empirical evidence does not reflect
any clear pattern and therefore makes it pro-
blematic to draw any conclusion about the
competitiveness of the market by drawing
on a relation between mergers and efficien-

cies’!.

2.3. Summary

According to the above, although higher
loan rates, reductions in quantities and lower
deposit rates tend to be associated with mar-
ket concentration, the evidence supporting
these relations appears to be heterogeneous,
especially in the case of loan rates and credit
availability. This implies that even though
this evidence tends to support the MUELLER
and Giroud's premise that concentration is
inversely related to competition, such pre-
mise is not fully consistent.

MOREOVER, under the hypothesis that
efficiencies bear some relation with compe-
tition (which further assumes that efficien-
cies depend on the managerial incentives to
generate them), the evidence is nonetheless
unclear: although operative performance
studies tends to undercut the idea that more
concentrated markets are more efficient and
therefore can eventually be characterized by
less managerial slack and better competition
conditions, there are exceptions to this con-
clusion, and, furthermore, event studies are
still more heterogeneous.

Accordingly, if it is not possible to
clearly conclude that a more concentra-
ted market is less competitive than a less
concentrated one, establishing differing
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corporate governance standards under the
premise that dispersion equals competition
turns out to be problematic.

3. BANKING CONCENTRATION AND
FINANCIAL STABILITY

3.1. General aspects

In view of the lack of ambiguity in the re-
lation between concentration and com-
petition discussed above, an alternative
factor linking market concentration to va-
riations in corporate governance standards
can be the relation between stability and
concentration. Under this view, if a more
concentrated industry is less stable, then
concentration can still be a legitimate divi-
ding line for setting forth differing corpo-
rate governance standards.

The hypothesis that concentration is di-
rectly related to fragility is based roughly on
three arguments. FIRST, according to BOYD
and DE NICOLO, as competition declines,
banks increase their loan rates, which imply
higher default (and even bankruptcy) risk
for borrowers. This effect is reinforced by a
moral hazard problem related to borrowers,
who, confronted with higher interest rates,
can actually increase their own risk of fa-
ilure?2.

Second, from the supervisory perspec-
tive, as long as banks' size can be related
to internal complexity, more concentrated
banking systems composed by a reduced
number of institutions can correlatively be
more complex to supervise and therefore be
more prone to failure®3.

Third, it is generally argued that there
is a positive relation between bank size and
the incentives of the relevant authorities
to bail out an institution in case of risk of
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insolvency (as a means to prevent systemic
risk), and, as a result, banks have greater
incentives in more concentrated markets to
take higher risks (“too-big-to-fail” doctrine).
In other words, negative macroeconomic
externalities resulting from failure increase
with the size of the failed institution, and
therefore, whether formally insured or not,
banks are not symmetrically treated®*.

HOWEVER, these hypotheses are not
undisputed, given the arguments stressing
a direct relation between concentration and
stability (which can arguably even offset
losses in consumer’s surplus resulting from
less competition®®). These arguments come
from both sides of the balance sheet.

From the asset side, the concentration/
stability relation is based on the argument
that, as long as the potential for diversi-
fication generally increases with the size
of a portfolio, a relatively greater amount
of funds held by each individual bank in a
relatively concentrated market facilitates di-
versification and therefore reduces not only
individual risks, but also systemic risks>.

A second argument is that, as long as
concentration can imply higher market
power and thus higher profits by indivi-
dual banks, which in turn gives rise to a
supplementary buffer in case of liquidity
breakdowns, concentration enhances stabi-
lity. In addition, by increasing the franchise
value of market participants (that is, the
capitalized value of expected future profits),
concentration reduces the incentives of
banks to take risks. In other words, insofar
as competition erodes profits, moral hazard
problems are intensified by the incentives of
banks to add risk to their loans portfolios®”.
EDWARDS and MISHKIN, for example, argue
that the significant risk-taking observed in
the eighties in the United States was the
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banks' response to the erosion of profits
due to competition from the capital mar-
kets, as such competition decreased their
cost advantages in the acquisition of funds
and undermined their position in the loan
market$.

In a framework of relationship banking,
BESANKO and THAKOR endorse the assertion
that increased competition induces banks
to choose riskier portfolio strategies. This
is because, in the course of the relationship
with their borrowers, banks acquire private
information that generates informational
rents. As long as banks appropriate at least
part of these rents, they have an incentive
to limit their risk exposure so as to enjoy
the value of the relationship. HOWEVER, as
soon as there are more competitors are in
the market, relationship banking decreases
in value and banks take more risk®’.

From the liability side, the concentra-
tion/stability position is based on the argu-
ment that not only risks relating to loans
can be higher if there are more competitors,
but also risks relating to deposits. In parti-
cular, competition for deposits can drive
up deposit rates, which may in turn prompt
banks to add risk on the asset side of the
balance sheet. In fact, some crisis (such as
those occurred in 1857, 1873 and 1884 in
the United States) have been attributed to
the use of deposit interest rate payments to
compete for deposits®.

Further to these balance sheet argu-
ments, concentration can also reduce mo-
nitoring costs by the relevant supervisor,
under the assumption that a relatively re-
duced number of banks can be easier to
monitor than a dispersed sector. From this
view, supervision is relatively more effective
and the risks of contagion less severe in a
concentrated banking system®’.

It is worth mentioning that, notwiths-
tanding the above, still other perspectives
question the existence at all of any relation-
ship between concentration and fragility or
stability. MATUTES and VIVES, in particular,
hold that bank vulnerability and runs emer-
ge independently of competition and thus
can occur in any market structure. Under
this view, the crisis probability of a bank is
endogenously determined by depositor's ex-
pectations, which are self-fulfilling: a bank
perceived to be less prone to runs has higher
margins and a larger market share; this, in
turn, reduces its own likelihood to fall into
insolvency because of higher diversification.
Accordingly, systemic crisis arise out of co-
ordination problems between depositors,
irrespective of the market structure®.

3.2. Empirical evidence

In support of the concentration/stability
relation, KEELEY shows that the erosion of
market power during the nineteen seventies
and eighties, as measured by a decline in
an institution's market-tobook asset ratio
(Tobin's q), led to a higher risk premium that
banks had to pay on certificates of deposit
and to lower capital-to-asset ratios, which
triggered higher failure risks.

MOREOVER, during the nineteen six-
ties, both market and book capital ratios of
the twenty five (25) largest bank holding
companies in the sample already had fallen
significantly below their midnineteen-fifties
ratios (when a limited number of banks fai-
led each year), and, beginning 1974, market
values of such companies had fallen below
book capital ratios. According to Keeley,
one of the reasons why these values fell
during this period was the change in the
degree of competition faced by banks: in

CON-TEXTO * REVISTA DE DERECHO Y ECONOMIA = N.© 31 = PP. 55-93 « 2008

ANALISIS ECONOMICO

DEL DERECHO



68

the nineteen-fifties and early sixties banks
were protected from competition by re-
gulatory barriers such as higher chartering
restrictions until the mid-sixties, state laws
that prohibited branching, restrictions on
multi-bank ownership and interstate bank
expansion, and deposit rate regulations that
protected banks that relied on non-price
competition.

HOWEVER, as such rules were liberalized,
banks' charter value was eroded. This ero-
sion was thereafter reinforced in the eighties
by the expanded permitted activities given
to thrifts (which enabled them to compete
more actively with banks), higher compe-
tition by non-banking financial institutions,
and the emergence of money market mutual
funds, cash management accounts, and the
increased use of commercial paper. With
these declining market values (which in-
corporate the capitalized amount of charter
value), risk taking was enhanced®.

SIMILARLY, CRAIG and SANTOS, compa-
ring the pre-merger and post-merger risk
characteristics of two hundred fifty six (256)
acquisitions by bank holding companies in
the United States between 1984 and 1993,
find that mergers reduced overall risk in
the sample. In particular, both the standard
deviation of the return on assets and of the
returns on equity of the new institutions we-
re lower than the pre-acquisition deviation
of the acquirers' returns and the returns of
a hypothetical institution that would result
from the mere aggregation of the pre-mer-
ger acquirer and the target.

The deviation from returns decreased
over time for both the acquirer and the tar-
get, but was more pronounced for the tar-
get. In addition, based on the banks' Z-score
(which measures a company'’s probability
of bankruptcy)®*, they found that the new
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institution arising out of acquisitions had a
lower probability of failure than the hypo-
thetical organization resulting from the sim-
ple aggregation of the pre-merger entities,
and that this improvement increased over
time. Targets followed roughly the same
result, but, however, acquisitions did not
affect the Z-scores of acquirers in a statisti-
cally significant way. As explanation for this
difference, they argue that the capitalization
of target companies is generally lower than
the capitalization of acquirers®’.

HOGGARTH, MILNE and WOOD reach si-
milar conclusions by comparing the relative
performances of the United Kingdom and
the German banking systems during 1971
and 1997. In the comparison, banking pro-
fits in the U.K. were consistently higher than
in Germany but also significantly more va-
riable (similar to asset prices). HOGGARTH,
MILNE and WOOD explain higher U.K. pro-
fitability by higher non-interest income and
lower staff costs, whereas greater German
stability is explained by less competition,
particularly from foreign entrants (apart
from lower and more stable inflation)®.

Also in the European context, CIPOLLINI
and FIORDELISI examine in six jurisdictions
(Austria, Belgium, France, Germany, Italy
and Spain) the impact of concentration,
as measured by the Herfindahl-Hirschman
Index, on bank financial distress, defined
as a switch to the bottom five percentile
of the Economic Value Added (EVA) em-
pirical distribution in a given country (an
indicator of shareholder value). For this
sample, they find that, on average, there is
a negative effect of bank concentration on
financial distress. HOWEVER, the impact of
bank consolidation turns out to be positive
(relative to the average) when considering
either commercial or listed banks®”.
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Drawing on a wider sample, Beck,
Demirgiic-Kunt and Levine, using data
on seventy-nine countries over the period
1980-1997, conclude that crises are less
likely not only in more concentrated ban-
king systems, but also in countries with
fewer regulatory restrictions on bank com-
petition and activities, controlling for diffe-
rences in deposit insurance regimes, capital
regulations, restrictions on bank entry, res-
trictions on bank activities, differences in
(domestic/foreign) bank ownership, and
overall institutional variables, economic
and exchange variables. Accordingly, both
concentration and competition are consi-
dered to reduce bank fragility. In addition,
they find no evidence supporting the claim
that concentrated systems are easier to mo-
nitor and weak evidence for the claim that
concentrated banking systems are better
diversified®s.

From a reverse causation standpoint,
BESTON, HUNTER and WALL, on the basis
of pre-merger earning volatility, argue that
the motivation for mergers in the first half
of the eighties must have been risk reduc-
tion through diversification. Specifically, by
observing the bid prices to acquire target
banks in the early and mid eighties, they
examine two contrasting hypotheses: the
earnings diversification hypothesis, under
which banks would bid more for merger
partners that offered the potential for cash
flow enhancements as a result of earnings
diversification, and, on the other hand, the
deposit insurance put-option hypothesis,
under which acquirers would bid more for
targets that offered more opportunities to
increase risk and/or to become “too-big-
to-fail".

For this purpose, they assume that if
acquirers seek to exploit diversification

gains, the variance of the target's returns
to assets must be inversely related to the
purchase premium (purchase price less pre-
consolidation market value) paid by the
acquirer. Also, assuming that the change
in the net cash flows of the combined en-
tity (target and acquirer) depends on the
acquirer'’s ability to reduce the costs of pro-
ducing the combined organization’s existing
product mix by achieving economies of
scale, then an inverse relationship is ex-
pected between the relative assets of the
parties (as measured by the target's assets/
acquirer's assets ratio) and the premium paid
by the acquirer. MOREOVER, this negative
relationship is expected because changes
in the overall operations of the target are
considered to be relatively more difficult
to attain as the target's size increases, and
because if the target has a similar size, it is
presumed to be likely to be already offering
products similar to those of the acquirer.

Under these assumptions, confirming
the earnings diversification hypothesis, the
coefficient of the variance of the target's
return on assets was negatively related to
the premiums paid by the acquirer, while
the coefficient of the acquirer's book value
equity to assets ratio was positively related
to such premiums®’.

Focusing particularly on mergers bet-
ween banks in scenarios of financial crisis,
Elsas finds for a 1993-2001 sample in Ger-
many that mergers involving a prospective
risk of insolvency for one of the merging
parties led to reductions in credit risks, as
measured by the amount of loan loss provi-
sions (attributing this fact to greater diver-
sification)”°.

In contrast to the claims holding a con-
sistent positive relation between concentra-
tion and stability, DEMSETZ and STRAHAN

CON-TEXTO * REVISTA DE DERECHO Y ECONOMIA = N.© 31 = PP. 55-93 « 2008

ANALISIS ECONOMICO

DEL DERECHO



70

find results consistent with diversification
but also countervailing effects by exami-
ning, for a sample of mergers between 1987
and 1993, the relationship between size
and each of the two components of equity
risk (systematic and firm-specific risk). In
particular, since diversification is conside-
red to reduce only firm-specific risk, size is
expected to be negatively related to such
risk, while no relationship should exist with
systematic risk. The end result, nonetheless,
would be an inverse relationship between
size and total equity risk. However, if, as
mentioned supra, larger banks are not only
a scaled-up version of smaller companies,
but rather reorganize their portfolio, the
relationship between size and total equity
risk is ambiguous.

In their sample, firm-specific risk is
highest for the smallest size group (but
otherwise bears little relationship to size).
On the other hand, the mix between sys-
tematic and firm-specific risk at large bank
holding companies (those with assets of
more than UsD25 billion) is significantly
different from the mix at small companies
(those with assets of less than usD5 billion).
In particular, firmspecific risk makes a big-
ger contribution to total equity risk at small
companies than at large ones (that contri-
bution falls from 73% to 53% as asset size
increases from one group to another). THE-
REFORE, these facts support the statement
that greater size enhances diversification.

HOWEVER, size also leads in the sample
to greater engagement in higher risk: sys-
tematic risk (unaffected by diversification)
increased by 70% from companies with
assets between USD5 billion and usp10 bi-
llion to those with more than usp25 billion.
Specifically, throughout most of the period
examined, large companies, although mo-
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re diversified, operated with a lower capi-
tal ratios and were involved in relatively
riskier activities such as holding assets in
their trading accounts, participating to a
greater extent in derivatives markets and
generating a larger percentage of income
from non-interest revenues. These results
therefore also confirm that if the portfolio
of relatively large banks is allowed to vary
(that, as mentioned, they are not scaled-up
versions of smaller banks), then their portfo-
lios, characterized by greater leverage and
riskier activities, can offset the diversifica-
tion advantage of size”".

Also with mixed results across time,
BoYD and GRAHAM find that, on average,
large banks in the United States failed more
often than small banks during the seventies
(1970s) and the first half of the eighties
(1980s), but not during the late eighties
(1980s) and early nineties (1990s). As expla-
nation of this result, they argue that better
diversification of larger banks does not redu-
ce failure risk systematically, potentially as
an implicit too-big-to-fail protection”?.

For cross-border mergers, AMIHUD
finds neutral results, and, in particular, that
the sample of mergers between 1985 and
1998 had no systematic effects on acquiring
bank’s total stock price risk. Moreover, they
explain this result on the basis that diversi-
fication benefits can be offset by particular
monitoring problems associated with fo-

reign operations’>.

3.3. Summary

Both the arguments and evidence above
show that, similarly to the competition
effects of different market structures, there
is no clear relation between concentration
and financial stability: although arguments
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from both sides of the balance sheet, mo-
nitoring arguments and empirical evidence
point to a direct relation, moral hazard, cre-
dit risk and monitoring aspects, also suppor-
ted by empirical evidence in certain cases,
contribute to, at least, raise doubts about
such direct relation. These results in turn
imply that, as in the case of competition, it
is equally problematic to draw distinctions
in terms of corporate governance regulation
based on this stability criterion.

4. RELEVANCE OF SELECTIVENESS: COSTS
OF CORPORATE GOVERNANCE RULES

Despite the problematic character of setting
dividing lines in terms of corporate gover-
nance based on the extent of concentration
of the relevant market, it does not imply per
se a rejection of the idea of selectiveness,
especially in light of the equally unclear
evidence with regard to the net benefits that
attach to rules seeking to impose special and
more strict standards. This theme has been
particularly (but not exclusively) analyzed
in the context of securities issuers after the
passage of the SARBANES OXLEY Act of 2002
(hereinafter also "SOX").

In particular, the evidence tends to ques-
tion the net benefits of having in place in-
dependent boards, a requirement adopted
by the New York Stock Exchange and NAS-
DAQ. The costs to companies associated to
board liability insurance have more than
doubled (for S&P 500 firms, the median
directors and officers’ premium increased
from UusD675,000 in 1998 to USD3 million
in 2004) and director fees have increased
for small firms from usD1.21 per usp1,000
of netsalesin 1998 to USD3.19in 2004. The
increase for large firms, however, is modest,
a 10 cent increase over the same period”*.

Further to that, the evidence seeking
to show that independent boards enhance
shareholder value or improve operative per-
formance is not consistent”>. Specifically,
Vance finds a positive correlation between
the proportion of inside directors and ope-
rative performance”®, ROSESTEIN and WYATT
find that stock prices increase by about
0.2%, on average, when a company appo-
ints an additional outside director, and BAy-
SINCER and BUTLER find that the proportion
of independent directors in 1970 correlates
with 1980 industry-adjusted return on equi-
ty””. However, this result is criticized on the
basis that their ten-year lag period is too
long for any effects of board composition
on performance to persist’®. Apart from
that, there is also evidence finding no signi-
ficant same-year correlation between board
composition and operative performance or
changes in market value to book value”.
FURTHER, there are some results showing
that firms with a high percentage of inde-
pendent directors may actually perform less
efficiently. YERMACK, for example, finds a
significant negative correlation between
the proportion of independent directors
and Tobin's g, although no significant co-
rrelation for other performance variables
(sales/assets, operating income/assets, and
operating income/sales)®®. AGRAWAL and
KNOEBER similarly find a negative corre-
lation between the proportion of outside
directors and Tobin's q®!, while Fosberg
finds that majority-outside boards have a
significant lower sales/asset ratio®?.

Setting aside the issue of independent
boards under NYSE and NASDAQ rules, one
way to assess the effects of Sarbanes-Oxley
is by examining its impact on the U.S. listing
premium, as measured by the difference
between the market-to-book value of as-
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sets of U.S. cross-listed firms and non-U.S.
cross-listed stocks (and which is generally
regarded as a measured of competitiveness).
In this case, the evidence seems to point to
negative effects especially in the case of
small companies.

For example, Litvak finds that from year-
end 2001 (pre- SOX) to year-end 2002 (after
SOX adoption), the Tobin's q and market/
book ratios of foreign companies subject
to SOX (crosslisted on levels 2 or 3) decli-
ned significantly, relative to market/book
ratios of both (i) non-crosslisted foreign
companies from the same country, the same
industry, and of similar size, and (ii) cross-
listed companies from the same country that
are not subject to SOX (listed on levels 1 or
4), whose Tobin's g and market/book ratios
declined only slightly and increased in some
cases. From this standpoint, the premium
associated with trading in the United States
was roughly constant, while the premium
associated with being subject to U.S. regu-
lation declined. The biggest impact was for
companies that were more profitable, riskier,
and smaller, companies with a higher level
of pre- sOX disclosure (based on Standard
and Poor's disclosure ratings), and compa-
nies from “well-governed countries” (using
as proxies Europe, the median S&P disclosu-
re score for all firms from each country, and
each country's GDP per capita)®3.

This particular impact on small com-
panies is also emphasized by PIOTROSKI
and SRINIVISAN, who examine the foreign
listing behavior in U.S. and U.K stock ex-
changes before and after the enactment of
sOX. Using a sample for the period between
1995 and 2006, they find that listing prefe-
rences of large foreign firms choosing bet-
ween U.S. exchanges and the London Stock
Exchange's Main Market did not change
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following the enactment of Sarbanes-Oxley,
but that, in contrast, the likelihood of a
u.s. listing among small foreign firms did
decrease®*.

Consistent with these results, ZINGALES
finds that the share of global 1POs the u.S.
equity markets attract has dropped subs-
tantially from 2000 to 2005. However, he
further argues that these results cannot be
explained by one single factor, but that ra-
ther they are probably the result of multiple
factors, including reductions in the liquidity
advantage of the U.S. equity market compa-
red to other markets, reductions in analysts
following the U.S., increases in liability risks,
especially as perceived by directors, and
increasing costs of compliance®’.

Other evidence is concerned specifi-
cally with Section 404 of Sarbanes-Oxley,
which imposes the obligation on manage-
ment of reporting annually the firms' inter-
nal controls. One way in which the benefits
derived from this provision are intended to
be measured is by estimating the impact
of accounting restatements on the price of
a company's shares (the more impact, the
greater the benefits). Based on this measure,
the benefits brought about by SOX 404 have
been estimated to amount to approximately
usp14.5 billion in 2004. However, these
apparent benefits are offset by the costs as-
sociated to that provision, which accrue to
approximately USD15-20 billion®. Further,
restatements by exchange-listed companies
have actually grown substantially since the
passage of Sarbanes-Oxley, from 69 in 1997
to 594 in 2006. Nonetheless, while the mar-
ket reaction to restatement announcements
is negative, beginning in 2001, the magnitu-
de has fallen over time, which further points
to the lack of any potential benefit from
restatements driven by SOX 40457
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MOREOVER, llieve finds that the market
reacted positively on news of delays in SOX
implementation and negatively to news of
the regulator's determination to carry on
the implementation process (thus sugges-
ting that compliance reduced firm value).
Also, the fraction of management's report
filers that have negative earnings-per-share
(EPS) is larger than the fraction of non-filers
that report negative EPS (a 19% higher pro-
bability of reporting negative EPS is found
for filers, statistically significant at the 1%
level)88.

Finally, another perspective seeking to
assess the impact of SOX looks at the overall
market reaction following its passage (that
is, not limited to foreign issuers or SOX 404).
In this case, results are also mixed. REZAEE
and JAIN, for example, analyze S&P 500
index returns around the events leading to
SOX (using as events committee votes and
presidential statements), and find that the
abnormal returns are positive around the
final legislative events before the passage
of the Act and negative around prior events.
As explanation for this, they argue that the
market reacts positively as uncertainty is
resolved, but that, overall, SOX is value in-
creasing®. This result is partially confirmed
by AKHINGBE and MARTIN, who find a posi-
tive reaction of the stock of financial firms
to the passage of SOX, except in the case of
securities firms”°.

ZHANG, however, also analyzing the
market reaction to the news about the en-
actment of SOX (committee votes and presi-
dential statements), concludes that market
losses attributable to its enactment were
about UsD1.4 trillion®!. This is consistent
to a certain extent with the evidence exa-
mining firms that have deregistered but
have continued to trade off-exchanges af-

ter the passage of SOX. LEuz, Triantis and
Wang, in particular, find that the number
of these firms increased from 43 in 2001,
before the passage of SOX, to 183 in 2003.
However, they also find that the decision
of deregistering but continuing to trade
off-exchanges results in negative abnormal
returns of about 8% for such firms, arguably
because the market perceives them to be
less transparent and to have less liquidity®2.
These results, however, can be different
for firms of different size. KAMAR, KARACA-
MaNDIC and TALLEY, in fact, found that only
small firms had an increased tendency to
go private after SOX, especially during the
first year of its passage (again reflecting the
particularly high cost that such regime for
small companies)?3.

These contrasting results actually resem-
ble operative performance studies seeking to
link generally corporate governance and
firm performance. For example, GOMPERS,
ISHII and METRICK estimate that firms with
strong shareholder rights (as measured by
the Governance Index they build by relying
on twenty-four different governance provi-
sions) have future risk-adjusted stock returns
around 8.5% per year higher than those of
firms with weak shareholder rights. From a
different standpoint, an investment strategy
that purchased shares in firms in the lowest
decile of the Governance Index (considered
to have the strongest shareholder rights)
and sold shares of firms in the highest decile
of the index (weakest shareholder rights)
would earn abnormal returns of 8.5% per
year. MOREOVER, the GOVERNANCE Index is
highly correlated with firm value: in 1990, a
one-point increase in the index is associated
with a 2.4 percentage-point lower value for
Tobin's q, and, by 1999, a one-point increa-
se in the index is associated with a 8.9%
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percentage-point lower value for Tobin's
q. Besides these aspects, they also find that
weaker shareholder rights are associated wi-
th lower profits, lower sales growth, higher
capital expenditures, and a higher amount
of corporate acquisitions®.

BEBCHUK, COHEN and FERREL, in con-
trast, find that only a small subset of cor-
porate governance aspects (none of them
associated to the corporate governance re-
forms of SOX) are directly related to per-
formance. Specifically, they construct an
entrenchment index based on six provisions:
four provisions that restrict the ability of
a majority of shareholders to take certain
decisions (staggered boards, limits to sha-
reholder bylaw amendments, supermajority
requirements for mergers, and supermajori-
ty requirements for charter amendments),
and two takeover readiness provisions that
boards put in place to be ready for a hostile
takeover (poison pills and golden parachu-
tes). They find that increases in the level
of this index are monotonically associated
with economically significant reductions
in firm valuation, as measured by Tobin'’s q,
and that the entrenching provisions cause
lower firm valuation. Also, they find that
firms with higher levels of the entrenchment
index were associated with large negative
abnormal returns during the 19902003 pe-
riod, and that the provisions in the entren-
chment index fully drive the correlation
that prior works have found between the
provisions that the Investor Responsibility
Research Center IRRC considers beneficial to
management without being harmful for sha-
reholders and, on the other hand, reduced
firm value and lower stock returns during
the 1990s. FURTHER, they argue that there
is no evidence that the other eighteen IRRC
provisions are negatively correlated with

FERNAN RESTREPO CARDONA

either firm value or stock returns during the
1990-2003 period”?.

In fact, still other results point to rever-
se causation. From this perspective, rather
than corporate governance causing a firm
to perform one way or another, corporate
governance standards are considered to
depend on firm performance®®.

To summarize, based on the evidence
discussed above, there are not clear benefits
arising out of the intensification of corporate
governance requirements through rules such
as those contained in Sarbanes-Oxley and
certain NYSE and NASDAK provisions (while
the costs associated to such rules seem to
impact especially small firms). Specifically,
there is no consistent evidence showing that
SOX 404 or independent boards enhance
shareholder value or improve performance,
and actually firms with more independent
boards are found to perform less efficiently
in some instances. Also, SOX appears to exert
a negative impact on the U.S. cross-listing
premiums of foreign issuers (harming par-
ticularly small firms) and at the same time
seems to have decreased the share of the U.S.
in global 1POs. Further, studies seeking to
assess the overall impact of SOX are equally
mixed, but possibly biased toward showing
a negative effect in the particular case of
small firms.

Therefore, even if market concentration
is considered to be, as argued before, a pro-
blematic pattern for creating distinctions
in terms of corporate governance rules (in
light not only of the inconclusive relation
between concentration and competition,
but also between concentration and finan-
cial stability), the MUELLER and GIROUD'S
case for selective corporate governance still

holds.
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In particular, if reducing the corporate
governance burdens in those cases where
benefits seem most unclear can improve the
overall cost/benefit relation of such burdens,
there is a legitimate case for selectiveness.

5. CONCLUSION

The principle of selectiveness in corporate
governance advocated by MUELLER and
GIROUD'S relies heavily on the assumption
that market concentration is inversely re-
lated to competition. As discussed in the
foregoing sections, however, there are facts
that raise doubts about this assumption in
the banking sector. In particular, greater
market concentration tends to be actually
associated to higher loan rates, reductions
in quantities and lower deposit rates, as pre-
dicted by the sCP hypothesis and consistent
with the MUELLER and GIROUD'S premi-
se. However, the evidence is not homoge-
neous and this, in turn, makes the relation
between concentration and competition
ambiguous.

MOREOVER, assuming that efficiencies
have some connection with the degree of
competitiveness of the market (that is, assu-
ming that efficiencies depend on the mana-
gerial incentives to generate them, and that
these incentives in turn depend on market
competition), again the relevant empirical
evidence is inconclusive: although it seems
to generally lend support to the MUELLER
and GIROUD'S premise of an inverse relation
between concentration and efficiencies,
the evidence is not homogenous and event
studies are actually substantially heteroge-
neous. In view of these results, this paper
looks at an alternative basis for establishing
distinctions in terms of corporate governan-
ce: the relation between concentration and

financial stability. From this perspective, if
amore concentrated market is more fragile,
then financial stability provides a legitimate
basis for more rigorous corporate governan-
ce in more concentrated markets. The empi-
rical evidence on the concentration/fragility
relation, however, does not exhibit any clear
pattern, therefore undercutting this basis for
selectiveness. Nonetheless, these problems
do not suggest abandoning the idea of se-
lective corporate governance: they only
question the use of market concentration as
selecting parameter. The rather conflicting
evidence on the benefits of implementing
governance standards such as those contai-
ned in Sarbanes-Oxley, in fact, highlights
the need of selectiveness, specifically as a
mechanism to reduce the costs associated to
such rules when the underlying purported
gains seem especially unclear (notably in the
case of small companies).
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