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Abstract 

This thesis addresses the issue of the coexistence of mutual and stock financial 

intermediaries in the UK. 

In "The Choice of Organisational Form: The Case of Mutual and Stock Long- 

Term Insurance Companies, " we investigate the causes and the consequences of the 

choice of organisational form of long-term insurance companies. Our analysis is based 

on the different characteristics of the residual claims issued by mutual and by stock 

organisations. We find that the characteristics of the residual claim of mutual 

organisations make them more suitable to handle agency conflicts whereas the 

characteristics of the residual claim of stock organisations, common stock, make them 

more suitable to handle risk. However, organisation specific benefits are offset by 

organisation specific costs: mutual and stock long-term insurance companies have the 

same performance. 

In "The Comparative Performance of Mutual Building Societies and Stock 

Retail Banks, " we investigate the comparative performance of mutual building 

societies and stock retail banks. Our results indicate that mutual building societies 

appear to have outperformed stock retail banks, suggesting that the benefits of mutual 

organisations may outweigh those of stock organisations. These benefits stem from 

the merger of the owner and of the depositor functions and from their homogenous 

clientele: costs related to conflicts between different classes of claimholders and 

conflicts within the single class of claimholders are thus avoided. However, the low 

performance of banks may be temporary and separate regulations may have had an 
impact. 
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Summary 

We analyse the causes and the consequences of the choice of organisational form of 

long-term insurance companies in the UK. Specifically, we analyse if the agency 

conflict generated by free cash flow [Jensen (1986)] and risk can be controlled 

through organisational form. By organisational form, we mean the specific structuring 

of the liability side of a firm's balance sheet implying different contractual 

relationships between the firm and its stakeholders. The organisational forms under 

consideration are mutual and stock organisations. The hypothesis regarding the 

control of agency conflicts is based on Fama & Jensen (1983a, 1983b) and on Mayers 

& Smith (1981,1988,1992). They suggest that the mutual organisational form has 

benefits in controlling agency conflicts as compared to the stock organisational form: 

these are the threat of redeemability of residual claims [Fama & Jensen] and the 

absence of the owner-policyholder conflict [Mayers & Smith]. In line with Fama & 

Jensen (1983a, 1983b), the hypothesis on risk exposure is based on the beneficial 

characteristics of common stock as residual claim. Common stock allows better 

pricing of risky future cash flows than the residual claim of mutual companies. Given 

the arguments of Fama & Jensen and Mayers & Smith, we hypothesise that mutual 

companies are more efficient in controlling the agency conflict generated by free cash 

flow, whereas stock companies are more efficient in controlling risk. 

Our results suggest that the potential to control agency conflicts generated by free 

cash flow and risk may be determinants of organisational form. We find significant 

parameter estimates supporting the hypothesis on agency conflicts. The parameter 
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estimates of all risk measures are not significant. This only partially supports the 

hypothesis on risk handling. We also analyse the relationship between organisational 

form and size but we do not find any significant parameter estimate for the size 

variable. Thus, these results indicate that the mutual organisational form appears to be 

more efficient in handling agency conflicts: the benefits of the threat of redeemability 

of residual claims and the absence of the owner-policyholder conflict in mutual 

organisations appear to offset the costs of diffuse ownership. The threat of 

redeemability may contribute to discipline managers and the absence of the owner- 

policyholder conflict seem to allow mutual organisations to bond their promise of 

paying out the free cash flow more effectively than stock organisations. These results 

also suggest that stock long-term insurance companies seem to be more suitable to 

handle risk. In line with Fama & Jensen, we argue that the specific characteristics of 

the residual claim of stock companies, common stock, allow a more efficient handling 

of risk. The non-significant parameter estimates of the size variable suggest that there 

is no gain to concentrated ownership in contrast to the inverse relationship between 

firm size and ownership concentration found by Demsetz & Lehn (1985). 

Finally, we find that the choice of organisational form does not have any 

consequences on firm performance as measured by the risk-adjusted returns on the 

surplus attributable to policyholders, supporting Demsetz (1983) and Fama & Jensen 

(1983b). This indicates that organisational form appears to be chosen to maximise 

wealth creation. This finding also contributes to explain the coexistence of both 

organisational forms as firms do not appear to have incentives to change 

organisational form to improve their performance. 
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1. Introduction 

One important characteristic of large firms is the virtual separation of the ownership 

of residual claims from the control of corporate decisions. Although this separation 

allows specialisation in risk-bearing and management respectively, it may also 

generate agency conflicts. The interests of managers are not necessarily perfectly 

aligned with those of the owners of a firm (residual risk-bearers, shareholders). If 

contracts between owners and managers cannot be written and enforced without cost, 

managers may have incentives to serve their own interests before those of the firm and 

ultimately of its owners. One important consequence is that managers may have 

incentives to enter risky investments that are not in line with the risk preferences of 

the owners. Therefore, the control of agency conflicts and risk matters. 

Jensen (1986) suggests that one source of the agency conflict between owners and 

managers is the allocation of free cash flow. Free cash flow is cash flow in excess of 

that required to fund all positive net present value projects. Managers may use free 

cash flow for value reducing investment decisions instead of paying it out to the 

owners. Jensen proposes two solutions to control this problem: high leverage and 

take-overs. Through high leverage, managers effectively bond their promise to pay 

out free cash flow to claimholders. Furthermore, Jensen predicts that firms with high 

free cash flow and low growth become take-over targets. In this case, the threat of 

hostile take-overs has a controlling effect: to remove this threat, managers will reduce 

free cash flow by paying it out to claimholders. In another line of argument, Demsetz 

& Lehn (1985) suggest that a firm's risk exposure is related to its ownership 
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concentration. As the operational environment of a firm becomes riskier, Demsetz & 

Lehn argue that the benefits of controlling managers increase. They analyse ownership 

concentration as a mean to control management. They find a positive relationship 

between a firm's risk exposure and their ownership concentration. 

We shall analyse another way of controlling the agency conflict generated by free cash 

flow and risk exposure, namely organisational form. By organisational form, we mean 

the specific structuring of the liability side of a firm's balance sheet implying different 

contractual relationships between the different stakeholders of the firm. One industry 

where we observe varying organisational forms is the insurance industry, where 

mutual and stock insurance companies coexist. We shall analyse the importance of the 

potential of different organisational forms to control agency conflicts generated by 

free cash flow and of the potential to control risk. Then, we shall investigate the 

consequences of the choice of organisational form on company performance. 

Fama & Jensen (1983a, 1983b) recognise the difference in the potential to control 

agency conflicts and to handle risk across organisational forms. They analyse the 

effects of the differences in the residual claims issued by mutual and stock companies 

involved in financial activities. Because customers of mutual organisations are their 

owners as well, Fama & Jensen note that mutual organisations have diffuse ownership 

in the sense that ownership cannot be concentrated as in stock companies. An unusual 

characteristic of the residual claim of mutual organisations is its redeemability at 

predetermined prices. ' A redemption is a partial liquidation of the firm as it amounts 

I The British term corresponding to redemption is surrender. 
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to withdrawing assets from managerial control. Redeeming a residual claim can be a 

reaction by claimholders to bad managerial performance. In stock companies, the 

corresponding action would be the sale of equity by the company's equityholders. In 

principle, this does not oblige managers to sell assets as equity is transferred between 

investors, in general, external to the firm. In the view of Fama & Jensen, the threat of 

redeemability may contribute to discipline the managers of mutual companies. If 

managerial performance is good, residual claims will not be redeemed. Partial 

liquidation will thus be avoided. In a different line of argument, Mayers & Smith 

(1981,1988,1992) also examine the coexistence of mutual and stock insurance 

companies. One important characteristic of mutual organisations is the merger of the 

owner and of the policyholder functions, as opposed to stock organisations where 

these functions are separated. In Mayers & Smith's view, this is a major benefit of 

mutual organisations engaged in long-term business because policyholders cannot be 

expropriated by owners. 2 Thus, mutual long-term insurance companies may have an 

advantage in controlling agency conflicts. 

Furthermore, Fama & Jensen (1983b) note that because of their redeemability, there is 

no secondary market for the residual claim of mutual companies. To avoid arbitrary 

and/or costly pricing of their residual claims, they argue that mutual companies should 

have assets that are easy to price and that are tradable. Stock companies should be 

associated with the pricing of more uncertain future cash flows, because the claims to 

these cash flows (equity) can be priced in capital markets. The general interpretation 

of this hypothesis is that stock insurance companies are more likely to be associated 

2 By long-term insurance, we mean life, pension and annuity business. 
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with riskier activities than mutual insurance companies [e. g., Lamm-Tenant & Starks 

(1993)]. 

One general problem in this kind of analysis is that exogenous factors may affect the 

conduct of business and the choice of organisational form. Two important factors are 

regulation and large stakeholders. Their potential effects motivate the sample choice. 

Regulation may treat mutual and stock companies separately and/or may vary with the 

geographical location of the company. This is the case in the US. Results from 

previous studies on the US insurance market depend on different regulatory 

environments. We avoid the effect of regulation by analysing UK data. In the UK, the 

same regulatory framework governs mutual and stock insurance companies. The 

effect of large stakeholders is more difficult to deal with. Mutual companies are 

widely held by definition whereas stock companies may have concentrated ownership. 

Mayers & Smith (1988) argue that policyholders of stock insurance companies face 

similar incentive problems to those of debtholders of industrial stock companies as 

these both groups can be expropriated by stockholders. Large policyholders may 

influence managerial decisions as can large debtholders, e. g., through an over- 

investment in the enforcement of debt covenants as pointed out by Smith & Warner 

(1979). In our view, large policyholders are more likely to occur in property and 

casualty insurance than in long-term insurance because very large risks can be insured. 

Therefore by analysing long-term insurance, we mitigate the effect of at least one 

group of large stakeholders. By avoiding the effects of regulation and partially those 

of large stakeholders, we believe that we capture more of the behaviour of each 

organisational form per se. Another important motivation for analysing long-term 
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insurance is that most previous work comparing mutual and stock insurance 

companies has examined property and casualty insurance. By analysing long-term 

insurance, we hope to provide new insights about the coexistence of various 

organisational forms, specifically mutual and stock long-term insurance companies. 

Our results indicate that the potential to control the agency conflict generated by free 

cash flow may be a determinant of organisational form. We also find that risk appears 

to be a determinant of organisational form as well, although this result is weakened as 

we do not find significant parameter estimates for all risk measures. Our results taken 

together indicate that mutual long-term insurance companies appear to be more 

suitable to handle agency conflicts, whereas stock companies appear to be more 

suitable to control risk. However, the choice of organisational form has no 

consequence on firm performance as we do not find significant relationships between 

performance and organisational form: organisational form appears to be chosen to 

maximise wealth creation. 

The remainder of this paper is organised as follows. In Section 2, we give a historical 

background of the evolution of mutual and stock long-term insurance companies and 

conclude with some remarks on the current situation. Section 3 describes the 

theoretical framework of our analysis. In Section 4, we describe the sample and 

discuss the proxies for the agency conflict generated by free cash flow and the risk 

measures. Section 5 analyses the two potential determinants of organisational form: 

agency conflicts and risk. In Section 6, we analyse the consequences of the choice of 

organisational form. Finally in Section 7, we draw our main conclusions. 
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2. Historical Evolution3 

In this section, we retrace the historical developments of long-term insurance business 

in mutual and stock companies in the UK. Although our main concern is the 

development of long-term insurance companies, we shall make some references to 

friendly societies as well. Indeed, many mutual long-term insurance companies were 

founded as friendly societies. 4 

Until 1824, the creation of insurance institutions was slow because of the Bubble Act 

that forced shareholders to accept unlimited liability and restricted the transfer of 

shares. 5 Cockerell & Green (1994) point out that all insurance companies were mutual 

with the exception of three chartered companies. 6 In 1762, the Society for Equitable 

Assurances on Lives and Survivorship was founded.? This company started the 

development of modern insurance by using for the first time mortality tables and a 

scientific approach to value and to price risks. This allowed the Equitable to enter 

permanent contracts and value more types of risks than previously possible, making 

its products unique for almost 30 years. Not until the end of the 18th century did new 

3 Unless otherwise stated, this section is based on Cockerell & Green (1994). The years in brackets 
appearing after company names indicate their year of foundation. 
4A friendly society is a small mutual organisation. Whereas mutual insurance companies have a 
more commercial aspect, friendly societies are voluntarily mutual organisation. Some friendly 
societies complement their business activities by social activities and care for individual members. 
s After the introduction of this Act in 1720, incorporation, i. e., the obtention of a Royal Charter was 
very difficult and expensive, partially because of the opposition of the chartered companies. 
6 The three chartered long-term insurance companies were: the mutual Amicable Society for a 
Perpetual Assurance Office (1706) and the proprietary companies Royal Exchange (1720) and 
London Assurance (1720). The Amicable was amalgamated by Norwich Union Life (mutual) in 
1866. Royal Exchange and Guardian Assurance formed Guardian Royal Exchange in 1968. London 
Assurance was amalgamated with Sun Alliance in 1965. 
7 This mutual society still operates today under the name Equitable Life Assurance Society. 
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companies appear. All of these were stock companies, with the exception of the two 

mutual companies London Life (1806) and Norwich Union Life (1808). 

In this context, it is important to consider the development of friendly societies. 8 

Starting in 1793, a series of regulations (Friendly Societies Acts) was introduced to 

control and supervise the activities of friendly societies. These Acts gave friendly 

societies many advantages over other types of insurance institutions, such as legal 

status and freedom from stamp duties [Raynes (1964)]. In particular, any limit on the 

size of policies friendly societies could issue was removed in 1829, and from 1834 on, 

friendly societies could be formed with the object to grant life insurance. 9 This 

prompted a fast increase in the number of friendly societies. Walford (1886) lists 18 

mutual insurance companies that were founded as friendly societies from 1829 to 

1844. This evolution was stopped in 1840, when a new Act prohibiting friendly 

societies to insure sums exceeding £200 was introduced. 

The Bubble Act was repealed in 1824. The subsequent period was characterised by 

heavy speculation and by numerous failures. By 1850,22 of the 40 companies (55%) 

established between 1821 and 1830 and 36 of the 53 companies (68%) established 

between 1831 and 1840 were amalgamated or wound up. To counter these failures, 

the Government took an increasing role in regulating companies. The first Joint-Stock 

Companies Act came in 1844, giving a legal status to joint-stock companies. This Act 

8 The development of friendly societies and mutual ownership should be seen in the wider 
perspective of the evolution of co-operative societies during the early industrial revolution. Mutual 
and/or co-operative ownership provided a possibility for the majority of the population to develop 
business activities independently of wealthy capital and land owners [Birchall (1994)]. 
9 Previously, friendly societies could only compensate their policyholders in case of sickness, 
unemployment, or retirement. 
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was replaced by the Companies Acts of 1856-8 and 1862. These latter Acts allowed 

new companies and companies formed since 1844 to register with limited or unlimited 

liability. Walford (1886) gives a detailed account of the companies created from 1805 

to 1844. From this period, he reports the creation of 121 insurance organisations, 

comprising 88 stock companies, 14 mutual companies and 19 friendly societies. He 

also reports that out of the 174 companies active in 1852,42 were mutual companies 

(friendly societies included). 

Up to the mid-19th century, mutual companies seemed to have an advantage over 

stock companies in terms of public confidence, innovation capacity and the possibility 

to register as friendly societies. 1° However, stock companies then took over the 

initiative in forming the structure of the insurance market through their dominance in 

subsequent amalgamations. A first period of amalgamations came in the mid-19th 

century. These amalgamations were mainly originated by stock long-term companies 

seeking to capture more business in order to increase profits. At the end of the 

century the character of insurance amalgamations had altered: its purpose was 

international and national business diversification. Most of the amalgamations of the 

19th century ended in the absorption of weak or specialist companies. Between 1844 

and 1883,1186 companies (mutual and stock) were projected; 612 were founded, but 

519 were wound up or amalgamated during the same period. II The high rate of failure 

was mostly due to failures of small speculative companies and fraud-12 

10 Jones (1849) and Robertson (1849) argued that mutual companies are more suitable for long-term 
insurance. They already recognised that policyholders in mutual companies cannot be expropriated 
by shareholders. However, Jones also recognised the advantages of stock companies, e. g., for the 
constitution of a company. 
II The business of 158 companies was either amalgamated or transferred between 1844 and 1859. 
12 As an example, the County Mutual Life was wound up in 1853 when its directors panicked at the 
prospect of the death of a major policyholder. In 1871, this policyholder was still alive. 

22 



In the first quarter of the 20th century, the amalgamations of large and strategically 

important companies were more common. Again, stock companies were the most 

active. Raynes (1964) reports that the large composite offices existing today were 

formed at this time. 13 Raynes also points out that mainly stock insurance companies 

amalgamated other stock insurance companies conducting other lines of business. 

Mutual companies were not targets because of the non-existence of outside 

shareholders. Raynes lists 29 proprietary insurance companies conducting long-term 

business only in 1899. In 1939, only seven were independent and transacted long-term 

insurance only. Of the 22 amalgamated companies, only one was amalgamated by a 

mutual company. 

A new period of amalgamations and of reorganisations of insurance firms occurred 

from 1957 to 1968.14 Raynes (1964) points out that although these reorganisations 

originated in property and casualty insurance that had to deal with ever increasing 

risks and large losses in North America, long-term insurance was affected because 

many companies were involved in both lines of business. Then, another type of 

reorganisation has been taking place since the beginning of the 1970s. Large stock 

insurance companies engaged in both property, casualty and long-term insurance tend 

to reorganise themselves in groups with a holding company as parent company. I 

13 Composite insurance companies conduct both long-term, and property and casualty (short-term) 
insurance business. 
14 In 1959, Sun Insurance Office Ltd (1710) and Alliance Assurance Company Ltd (1824) merged to 
form Sun Alliance. See also Footnote 6. 
15 Among the companies that reorganised were Commercial Union (1990), Guardian Royal 
Exchange (1984), Legal and General (1979) and Royal Insurance (1985). 
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Recently incorporated insurance companies have all been stock organisations. The 

only exceptions are the establishment of branches of foreign mutual insurers in the 

UK. In 1987,281 long-term insurance companies (including 61 composite companies) 

were active in the UK. In 1994, there were 248 long-term insurance companies 

(including 57 composite companies). Although the actual number of active companies 

has decreased during this period, 30 new companies were set up. 16 From this 

perspective, friendly societies should be considered as well. From 1987 to 1994, their 

number decreased from 421 to 355.17 But during the same period, 125 new societies 

were created. It should be noted that the creation of insurance companies and friendly 

societies includes different capital requirements. To be incorporated as long-term 

insurance company, a mutual company has to maintain a minimum guarantee fund of 

at least ECU100,000 if its annual premium income exceeds ECU500,000 for three 

consecutive years. ' 8 For small new mutual companies this capital requirement can be 

prohibitively high. However, a new friendly society does not have to fulfil this 

requirement unless the condition on premium income is met. 19 As mutual 

organisations are funded by the contributions of their members which are small 

compared to the potential investment of a large shareholder, the friendly society 

framework allows the creation of mutual organisations because of low initial capital 

requirements. In our view, it is therefore misleading to consider only insurance 

companies creations because insurance business is created as well under the friendly 

society framework. 

16 Source: DTI (1987-1994). 
17 Source: RFS (1987-1994). 
18 The full minimum guarantee fund for mutual long-term insurance companies is ECU600,000 and 
ECU800,000 for stock long-term insurance companies. Source: HMSO (1981). 
19 Source: HMSO (1992). 
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We noted previously that 191 long-term insurance and 57 composite insurance 

companies were active in the UK in 1994. Out of these, 26 were mutual long-term 

insurance and two composite mutual companies, i. e., 10.5% of all insurance 

companies were mutual companies. Walford (1886) reported that in 1852,42 out of 

174 companies, i. e., 24.1%, were mutual (including friendly societies). Also, 36 

Directive Friendly Societies were active in 1994.20 If we take into account these 

societies, mutual organisations still represent 22.5% of the total number of companies. 

Despite this majority of stock companies, mutual companies have retained an 

important market share. Over the period 1986 to 1991, their average market share 

based on net premium income was 45.2%. 21 

The historical evolution of mutual and stock long-term insurance companies suggests 

that before the precise legal definition of the joint-stock company in the mid-19th 

century, mutual companies had an advantage in terms of public confidence, innovation 

and because of the possibility to register as friendly societies. However since the mid- 

19th century, stock long-term insurance companies have taken over most of the 

initiatives in the evolution of the structuring of insurance companies and in the 

creation of new companies. Even though, taking into account Directive Friendly 

Societies, the proportion of mutual companies has dropped only marginally. Although 

the overwhelming majority of long-term insurance companies are stock companies, 

20 Directive Friendly Societies are large friendly societies whose premium income has been superior 
to ECU500,000 and consequently have to obey regulation very similar to insurance companies, e. g., 
in respect of solvency requirements. 
21 During that period, the average yearly market net premium income was £26,128.7m. Source: 
Carter (1993). 
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mutual companies retain an important market share. This suggests that the mutual 

organisational form has benefits. 

3. Theoretical Framework 

Our analysis is based on implications regarding agency conflicts, risk and size. The 

hypotheses are mainly based on Fama & Jensen (1983a, 1983b) and Mayers & Smith 

(1981,1988,1992). We derive the analysis of agency conflicts from Jensen (1986). 

Jensen suggests that high free cash flow generates an agency conflict between owners 

(shareholders) and managers. It is the allocation of free cash flow that may cause the 

agency conflict. Managers may have incentives to use this cash flow to finance growth 

of the firm beyond its optimal size serving their own interests, e. g., through higher 

private benefits, before those of the firm and ultimately of the owners. Claimholders 

would prefer the free cash flow to be paid out to them. Jensen suggests that managers 

could issue debt in exchange for stock to bond their promise of paying out the free 

cash flow through interest payments on debt. Enforcement is possible via bankruptcy. 

The agency cost of the owner-manager conflict is thus reduced. However, if leverage 

is increased then the agency cost of debt is higher. If Jensen's hypothesis is valid, the 

benefits of reducing the owner-manager conflict have to offset the costs of a more 

severe owner-debtholder conflict. In this case, we should observe a positive 

relationship between free cash flow and leverage. 

We shall examine if one determinant of organisational form may be the potential to 

control the agency conflict generated by free cash flow by examining the relationship 
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between this agency conflict organisational form. By analogy to Jensen (1986), we 

shall analyse if the free cash flow problem can be controlled through organisational 

form. In this case, organisational form may mitigate the agency conflicts generated by 

free cash flow: the organisational form being most efficient in controlling the agency 

conflicts should also have higher free cash flow. This hypothesis is based on Fama & 

Jensen (1983a, 1983b) and Mayers & Smith (1981,1988,1992). 

Fama & Jensen (1983a, 1983b) analyse the effects of the different characteristics of 

the residual claims issued by mutual and stock organisations. As a consequence of the 

merger of the owner and of the depositor functions, and of one member-one vote type 

of voting rules, mutual organisations have diffuse ownership. Moreover, the residual 

claim of mutual organisations is redeemable at anytime at predetermined prices. In any 

case, the residual claim is redeemed at maturity. The claimholder can choose to have 

his claim redeemed before the maturity date: this is a premature redemption. 

Redemption is a partial liquidation of the firm as it amounts to withdrawing assets 

from managerial control. In Fama & Jensen's view, redeemability contributes to the 

diffuseness of ownership in mutual companies as this right can be exercised 

individually by every policyholder. If such a right can be exercised individually, 

managers face an ownership group with potentially heterogeneous objectives. In 

contrast, common stock has in principle an infinite horizon. This residual claim creates 

unanimity among its owners (stockholders) as far as the investment horizon is 

concerned. Thus, the cost of diffuseness of ownership can be aggravated by the lack 

of precise managerial objectives. However, the threat of premature redemption may 

also have a disciplinary effect. This threat may force managers to act in the interest of 
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claimholders, e. g., by avoiding value reducing investments. If the investment policy is 

efficient, no premature redemption will occur. This avoids the loss of assets, i. e., the 

partial liquidation of the firm. In the limit, premature redemption could cause the 

complete liquidation of the firm. Redemption values are predetermined. If a 

sufficiently large number of claimholders choose to have their claims redeemed at a 

point in time when the value of the firm's assets are below the aggregate redemption 

value, the firm will be insolvent and subsequently file for bankruptcy. Thus, the threat 

of redeemability may be a disciplining mechanism of managers in mutual 

organisations. If mutual organisations have an advantage in dealing with the agency 

problem generated by free cash flow, the benefits of the threat of redeemability would 

offset the costs of diffuse ownership. 

Mayers & Smith (1981,1988,1992) provide additional insights about the control of 

agency problems in mutual and stock organisations through their "managerial 

discretion hypothesis. " This hypothesis is based on the difference in the costs of 

controlling incentive conflicts between owners and managers, and between 

policyholders and owners. 22 Mutual ownership merges the owner and the policyholder 

functions, removing the agency conflict between owners and policyholders. 23 More 

specifically, Mayers & Smith (1988) argue that the conflict between stockholders 

(owners) and policyholders should be more severe in long-term than in short-term 

22 Several mechanisms to control management have been recognised in stock companies: Manne 
(1965) and Jensen & Ruback (1983) recognise the disciplinary force of the market for corporate 
control; Fama (1980) argues that the managerial labour market has disciplinary effects on managers; 
Shleifer & Vishny (1986) recognise the disciplining effect of large shareholders; and as previously 
noted, Jensen (1986) sees high leverage as a way to control the owner-manager conflict. 
23 Policyholders face incentives that are similar to those of debtholders of an industrial firm as they 
can be expropriated by stockholders. In a stock company, debtholders are can be protected from a 
potential wealth expropriation by stockholders through bond covenants [Smith & Warner (1979)] or 
secured debt [Stulz & Johnson (1985)]. 
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(property and casualty) insurance. In long-term insurance, stockholders may have 

more opportunities to expropriate policyholders. In this respect, there may be a time 

inconsistency problem between stockholders and policyholders. Stockholders and 

policyholders do not necessarily have the same time horizon, and may thus have 

different incentives. This may result in the expropriation of policyholders by 

stockholders. Then, the cost of the conflict between stockholders and policyholders 

can be eliminated with mutual ownership as the policyholding and ownership 

functions are merged. In the view of Mayers & Smith, this gives mutual companies a 

comparative advantage in long-term insurance. The absence of this conflict may also 

allow mutual organisations to bond their promise to pay out free cash flow more 

effectively than stock organisations. Mutual organisations will pay out free cash flow 

to one single group of claimholders namely, the owner-policyholders. In this 

approach, if mutual organisations have an advantage in handling the free cash flow 

problem, they should have higher free cash flow than stock companies. In that case, 

the benefits of the absence of the owner-policyholder conflict would offset the costs 

of a more severe owner-manager conflict due to diffuse ownership. In view of the 

arguments of Fama & Jensen (1983a, 1983b) and of Mayers & Smith (1981,1988, 

1992), the first hypothesis is the following. 

" Hypothesis 1: The potential to handle agency problems is a determinant of 

organisational form. Mutual organisations have an advantage in handling the 

agency conflict generated by free cash flow in long-term insurance. Thus, they will 

have higher free cash flow than stock organisations. 
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Furthermore, Fama & Jensen (1983a, 1983b) note that consequently to its 

redeemability, the residual claim of mutual companies is not tradable. The redeemable 

claim is priced according to predetermined pricing rules. These pricing rules prevent 

the development of an outside secondary market: no-one will buy higher or sell lower 

than the predetermined future redemption prices. The absence of secondary markets is 

not a problem if redemption prices can be based on prices of financial assets quoted in 

capital markets. If mutual companies do not invest in securities traded on secondary 

markets, accurate and inexpensive external indexes of the value of these residual 

claims would not exist: internal redemption pricing rules would be costly and/or 

arbitrary. Therefore, Fama & Jensen argue that more of the business of mutual 

companies should be the management of portfolios of financial assets, whereas joint- 

stock organisations should be more involved in business activities requiring 

organisation specific assets generating more uncertain future cash flows. That is, 

mutual organisations should hold comparatively more securities (i. e., cash flow 

claims) that are traded on secondary markets, and rely comparatively more on the 

income form these securities. On their part, stock organisations can enter projects 

involving comparatively more uncertain future cash flows that are not priced on any 

secondary market, because these cash flows can be priced through the pricing of 

common stock in secondary markets. Therefore in the view of Fama & Jensen, joint- 

stock organisations should be more involved in activities requiring more non-financial 

assets that can be varied only with large costs and that are more difficult to price, 

generating more uncertain future cash flows. In the literature, the general 

interpretation is that stock companies should be associated with riskier activities than 
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mutual companies. 24 In other words, the residual claim of stock companies allow a 

more efficient risk handling in the sense that riskier cash flows can be priced through 

the pricing of the residual claim themselves. Thus, the aggregate mix of mutual 

insurers should be less risky than the one of stock insurers. In view of these 

arguments, the second hypothesis is the following. 

" Hypothesis 2: Risk handling is a determinant of organisational form. Stock long- 

term insurance companies are associated with riskier activities than mutual long- 

term insurance companies. 25 

Fama & Jensen (1983b) suggested to measure risk through the ratios of non-financial 

investments to total investments and of premium income to total income. The first 

ratio -would indicate the proportion of assets that are not priced in any secondary 

market. 26 The second ratio gives an indication of the proportion of income not 

generated by investments, i. e., premium income in the case of insurance companies. 27 

24 Previously, we noted that if a sufficiently large number of policyholders choose to have their 
policies redeemed when the aggregate redemption value of the policies exceeds the total asset value 
of the insurance company, the company would in fact be insolvent. Thus, another consequence of the 
redeemability at predetermined prices of residual claims might be the run of institutions thus 
financed. Consequently, the threat of redeemability at predetermined prices may also result in under- 
investments in risky assets. 
25 In view of Footnote 24, an alternate hypothesis might be: The threat of runs on mutual companies 
leads to their investment in less risky activities than those chosen by stock companies. I thank David 
Pyle for this insight. 
26 The fact that non-financial investments may be riskier implicitly assumes that, ceteris paribus, 
non-financial investments are riskier because they are more difficult to price. It is not certain that 
this assumption is valid. A non-traded asset is not necessarily riskier than a traded asset because of 
pricing difficulties. 
27 If the ratio of premium income to total income is a risk measure, and the higher this ratio the 
riskier is a given organisation, then higher ratios for stock organisations would indicate that their 
insurance business is riskier than that of mutual organisations. As an illustration the mean yearly 
premium income of the companies in the sample is £839.07m and the mean yearly investment 
income is £347.78m. (The sample is discussed in detail in Section 4. ) The mean standard deviation 
of the premium income is 333.93 and the mean standard deviation of investment income is 118.89. 
That is, variations represent 39.8% of the mean premium income and 34.2% of the mean investment 
income. 
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As previously discussed, stock organisations should be associated with riskier 

activities, and thus, have higher values of these ratios than mutual organisations. 

However, these risk measures are not standard risk measures commonly used to asses 

risk. Although other industry specific risk measures have been used, we are also going 

to perform the analysis with the standard deviation of the rate of return on the surplus 

available for distribution to policyholders. 28 

Mayers & Smith (1981,1988,1992) also point out a firm size implication of the 

managerial discretion hypothesis. Managing a large firm requires more managerial 

discretion than managing a small firm. Also, if it is less expensive to concentrate 

voting and control rights in smaller than in larger corporations, the potential for 

stockholders to expropriate policyholder wealth is greater in small stock insurance 

firms. In their view, these arguments imply that the smallest firms should be mutual 

organisations. 

However, Demsetz & Lehn (1985) present a different implication regarding firm size 

with arguments based on the effects of ownership concentration. Ceteris paribus, the 

larger a company's competitively viable size, the larger are this company's capital 

resources and generally the greater is the market value of a given fraction of 

ownership. A higher price of a given fraction of the firm should reduce the degree to 

28 As an example, Mayers & Smith (1988) examine line of business specialisation across 
organisational forms in property and casualty insurance, i. e., the proportion of premium income of 
each line of insurance to the total premium income of each company. They found that lines of 
insurance involving potentially high payouts represent a higher proportion of premium income for 
stock than for mutual companies. They conclude that if the size of the insured risk is a measure of 
risk exposure, then stock companies can be associated with riskier activities. The rate of return on 
the surplus attributable to policyholders is a performance measure that has a similar interpretation in 
both organisational forms. Its variation can thus be considered as being a standard risk measure. See 
Section 4 for further discussions of this issue. 
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which ownership is concentrated. Thus, a given degree of control generally requires a 

smaller share of the firm, the larger the firm is. These two effects imply greater 

diffuseness of ownership as firm size increases. As ownership becomes more diffuse, 

the incentives for the owner of the firm to neglect his responsibilities increase. 

However in Demsetz & Lehn's view, as the value-maximising size of the firm grows, 

the effects of larger firm size (cost of maintaining a larger fraction of ownership) 

should ultimately outweigh the cost of neglecting ownership responsibilities. Thus, 

Demsetz & Lehn expect an inverse relationship between firm size and concentration 

of ownership: the smaller the company, the more concentrated should ownership be. 

We consider mutual and stock organisations. Mutual organisations are by definition 

widely held, whereas the ownership of stock organisations can be concentrated at 

various levels. Thus, if there is a gain to concentrated ownership, stock companies 

would probably have concentrated ownership and therefore be smaller than mutual 

companies. 29 

We have presented two lines of arguments with different implications regarding the 

relative size of mutual and stock long-term insurance companies. At this stage, we 

have no indication of which hypothesis that will prevail. Therefore, we do not state 

any-specific hypothesis about firm size. Rather, we shall interpret our results in view 

of the line of argument of the hypothesis that we shall not reject. 

29 If Hypothesis 1 is not rejected, the larger the firm, the higher is the probability that the firm is 
mutual. Ownership in large stock companies is more diffuse than in small stock companies because 
of the cost of concentrating ownership. Thus, agency problems should be more severe in larger firms. 
That is, there is a greater advantage for large firms to control agency problems. If Hypothesis I is not 
rejected, the larger firms should be mutual. Harold Demsetz made this point. 
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4. Data 

This section describes the sample and the variables to measure agency conflicts, risk 

and size. We collect data for the period 1986 to 1994 from Carter & Diacon (1989, 

1990,1991) and Insurance Company Performance (1993,1994,1995,1996). Some 

of the data was supplied by Thesys Ltd. Appendix I lists the precise definition of all 

variables and Appendix 2 presents their summary statistics. Companies meeting the 

following criteria were included in the sample. 

" The company was at least once among the top 50 UK long-term insurers as 

measured by total premium income during the period 1986 to 1994.30 

" The company is either a mutual or a stock company and did not change status by 

mutualisation or demutualisation during the sampling period. 

" Data was available throughout the sampling period. 

The ranking was verified through Carter & Diacon (1989,1990,1991), and Insurance 

Company Performance (1993,1994,1995,1996). The final sample consists of 39 

companies, comprising 15 mutual and 24 stock insurance companies. 

30 This criterion ensures us to get mature companies with stable business. Otherwise we could get 
biases in free cash flow measures due to different maturities of insurance policies. As an example, a 
young company would have proportionally more premium income than payments to policyholders 
because its policyholders would be less likely to have made insurance claims given the long 
maturities of life insurance and pensions. 
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We use the indicator variable STA TUS, to indicate whether institution i is a mutual or 

a stock long-term insurance company. It takes the value 0 if the firm is a stock 

organisation and the value 1 if the firm is a mutual organisation. In practice, free cash 

flow is unobservable as positive and negative net present value projects of an 

organisation are indistinguishable to an outsider. We proxy free cash flow by net cash 

flow (the sum of investment and premium income, less expenses, less payments to 

policyholders, less taxation), as this represents the cash flow remaining after all 

projects (i. e., with positive and possibly negative net present value) have been 

funded. 31 To measure the potential of a firm to control the agency conflict generated 

by free cash flow, we normalise the yearly net cash flow by the total yearly income, 

i. e., the sum of investment and premium incomes (NCFT, ). The higher this ratio, the 

bigger is the potential to gain from controlling the agency conflicts generated by free 

cash flow. A similar free cash flow proxy was used by Chaplinsky & Niehaus (1993). 

As suggested by Fama & Jensen (1983a, 1983b), we measure risk by the yearly values 

of the ratios of premium income to total income (PI, ), and by the yearly values of the 

ratios of the value of non-financial investments to the total value of investments 

(NF, ). 32 Following Fama & Jensen, the higher these ratios, the riskier is the activity 

of the organisational form. As indicated in Section 3, these are not standard risk 

measures. Therefore, we also use the standard deviation of the rate of return on the 

yearly surplus available for distribution to policyholders as risk measure (a, (s, ) ). 

31 We are aware of the possibility that the net cash flow may be biased against the organisational 
form investing in comparatively more negative net present value projects. See Section 6 for a further 
discussion of this issue. 
32 For this second ratio, Fama & Jensen consider long-term assets. In the UK, these correspond to 
long-term investments of long-term insurance companies which we use. 
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We measure performance by the risk-adjusted rate of return on the yearly surplus 

available for distribution to policyholders (ARS, ). Mutual companies do not generate 

a profit in the same sense as stock companies. 33 They generate a surplus that is shared 

among policyholders. The rate of return on the surplus available for distribution to 

policyholders is a measure that has the same interpretation in both organisational 

forms. 34 As benchmark rate, we use the average yearly rate of return on the FT 

Actuaries Index for long-term (over 15 year) British Government securities. 35 Finally, 

as do Lamm-Tennant & Starks (1993), we measure size by market shares, i. e., 

premium income of a firm over total premium income of all firms (MS, ). We compute 

the variables for each year from 1986 to 1994 and take their mean over the period as 

the performance variables include variation and that one variable is a standard 

deviation. 

33 Mutual insurance companies in the UK do not have profit and loss accounts. 
34 If it is the case as discussed in Section 3 that mutual organisations hold more traded assets and 
stock organisations more non-traded assets, i. e., riskier assets, one might argue that ARS, , which is 
the ratio of the excess rate of return on a company's surplus available for distribution to 
policyholders to the standard deviation of the rate of return on the surplus available for distribution 
may be biased against the investment performance of stock organisations. Indeed, this surplus is 
generated by a specific portfolio strategy. However, the companies in the sample are large 
organisations whose investment portfolios can be expected to be well diversified. Therefore, ARS, , 
should not be biased against stock organisations. Another potential problem of ARS, is that its value 
is partially determined through actuarial valuation methods. However, the results in Appendix 3 
indicate that bonuses (i. e., distributed surpluses) of 25 year endowment policies seem to be equal 
across mutual and stock organisations. It is therefore unlikely that this measure is biased against 
either organisational form. 
35 Other authors have employed more sophisticated benchmarking. Grinblatt & Titman (1988) use 
the "Jensen Measure, " defined as "the intercept from excess return regressions calculated with a 
benchmark that is mean-variance efficient from the perspective of an uninformed trader. " Franks et 
a!. (1991) use a similar approach with several different benchmark portfolios. These works aimed at 
assessing abnormal performance of mutual funds [Grinblatt & Titman] and abnormal post-merger 
share price performance [Franks et al. ]. Although, measuring abnormal returns is not the primarily 
aim of our analysis, such an approach would certainly be of interest. However, the previous 
benchmarking techniques require more data points with a relatively high frequency. This data is not 
available for the companies in the sample. In any case, market values for residual claims of mutual 
organisations do not exist. 
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5. The Relationship between Agency Conflicts, Risk and Organisational Form 

In this section we analyse the relationship between agency conflicts, risk and 

organisational form. However, we start by examining if the threat of redeemability 

may contribute to discipline managers of mutual insurance companies. 36 If this is the 

case, one consequence should be that managers of mutual organisations act in the best 

interest of policyholders in order to avoid premature redemption. Therefore, 

redeemability should have lower impact in mutual than in stock organisations, i. e., 

redeemability should cost less in mutual than in stock organisations. To investigate 

this hypothesis, we compute the mean of the yearly values of the ratios of total 

redeemed amounts to total income, 4, and to total investments, R,, fdr the whole 

sample and for the sub-samples of mutual and stock companies. We compute the one- 

tailed t test for the null hypothesis that the average values of these variables are lower 

in mutual than in stock companies and the one-tailed Wilcoxon test for the same null 

hypothesis for the median. These results are reported in Table 1. 

36 One potential issue is to consider what level of bad managerial performance triggers redemption. 
As many policies include various types of profit-sharing schemes (with-profit policies), redemption 
can be expected to occur before the solvency of the company is threatened. 
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Table 1: The Effects of Redeemability 

R,. R, 

All Companies p 0.1901 0.0379 

Cr 0.1205 0.0301 

Median 0.1514 0.0323 

Mutual µ 0.1446 0.0243 

Q 0.1236 0.0185 

Median 0.1156 0.0209 

Stock µ 0.2184 0.0465 

a 0.1119 0.0329 

Median 0.1833 0.0367 

t test 
(p-values) 

1.8808 
(0.9647) 

2.7019 
(0.9948) 

Wilcoxon test 

-values 

3.0167 
(0.9987) 

2.6414 
(0.9958) 

We cannot reject the null hypothesis that redeemability is lower in mutual than in 

stock organisations. 37 Examining the variable PIT, we see that 19.01% of the average 

yearly total income of all companies is used to redeem policies. This figure is 14.46% 

and 21.84% for mutual and stock companies, respectively. Thus, the threat of 

redeemability appears to contribute to discipline managers of mutual companies. That 

on average 19.01% of total income is used to redeem polices suggests that 

37 We also computed the means for each year from 1986 to 1994. The Wilcoxon test did not reject 
the null hypothesis in any of the nine years. The t test rejected the null hypothesis only once for the 
yearly values of R,. and never for yearly values of R, 

. 
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redeemability is costly even if redemption values are comparatively low as suggested 

in Appendix 3, where we report some statistics on the benefits of 25 year endowment 

policies. The results in Table 7 of Appendix 3 also indicate that mutual organisations 

have higher redemption values than stock organisations. Even if this only concerns 25 

year endowment policies, it is not likely that the results in Table 1 are due to the fact 

that stock organisations pay higher redemption values on a per contract basis. 38 

We now analyse if the handling of agency conflicts and risk is a determinant of 

organisational form as outlined by Hypothesis 1 and Hypothesis 2 in Section 3. If 

these hypotheses are valid, we should be able to distinguish organisational forms on 

the basis of the potential to control agency conflicts and risk. If there is a size effect, 

the size variable should also distinguish between organisational forms. For this 

purpose, we investigate the relationship between the binary dependent variable, 

STATUS,, the indicator variable of organisational form, and the independent variables 

discussed in Section 4: NCFT, is the proxy measuring the potential to control agency 

conflicts; PI and NF,., the risk measures suggested by Fama & Jensen (1983a, 

1983b), are the mean of the yearly values of the ratios of premium income to total 

income and the mean of the yearly values of the ratios of the value of non-financial 

investments to the total value of investments, respectively; the other risk measure, 

Q; (s, ) 
, 

is the standard deviation of the rate of return of the surplus available for 

distribution to policyholders; finally, MS, 
, the mean yearly market shares based on 

premium income, measures size. We estimate the two following sets of models. 

38 Furthermore as indicated in Footnote 30, all companies in the sample are mature companies, 
suggesting that they can be expected to have wide and similar product ranges. Also given that the 
risk insured, i. e., human lives, is comparatively homogenous, a clientele effect is not likely to occur. 
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JSTATUS, 
=ß0+ßI NCFT. +ß2 PI; +ß3 NF, +ß, MS, +e, (L 1) 

STATUS, = ßo + ßI NCFT, + ß2 P1; + ß3 NF, + e, (L 2) 

JSTATUS, 
=ß0+ß1NCF7'+ß2a'1()+ß3MS1+ý1 , 

(L 3) 
1STAT(1s1ß0+ß1 NCFT. +(32 a; (s, )+ (L 4) 

We use logistic regressions because of the inability of ordinary least squares to deal 

with binary dependent variables. 39 Logistic regression results are reported in Table 2 

and in Table 3.40 

Table 2: The Determinants of Organisational Form 141 

L1 L2 

Independent variables Dependent variable: STATUS; 
0 if stock 

(p-values) I if mutual 

Intercept 9.2427 9.2729 
0.1584 (0.1558) 

NCFT. 13.8846 13.8515 
0.0169 (0.0163) 

pj1 - 17.9637 - 17.9890 
0.0393 0.0391 

NF - 13.2907 - 13.3745 
0.0861 (0.0769) 

MS; -0.6085 
0.9619 

Likelihood ratio test 16.732 16.730 
0.0022 0.0008 

Pseudo- R2 0.5261 0.5262 

39 As a robustness check, we compute the estimates using the probit specification. These results do 
not show any deviation from the results of the logistic regression and therefore we conduct the 
analysis with the results of the logistic regression. 
40 All logistic regressions are computed with a sample size of 39. 
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Table 3: The Determinants of Organisational Form II 

L3 L4 

Independent variables 0 if stock Dependent variable: STATUS, _ 
(p-values) 1 if mutual 

Intercept - 4.6724 - 4.7652 
0.0307 0.0277 

NCFT,. 12.6578 11.9537 
(0.0199) (0.0239) 

-3.6023 -3.0572 
0.2267 0.2779 

MS; -9.8356 
0.4426 

Likelihood ratio test 9.759 9.140 
(0.0207) 0.010a 

Pseudo- R2 0.6993 0.7162 

Our results indicate that mutual companies appear to be more suitable to handle the 

agency problems of free cash flow whereas stock companies would be more suitable 

to handle risk. The parameter estimates of NCFT, are positive and significant below 

the 5% level in all regressions. This indicates that mutual companies are associated 

with higher free cash flow. In line with Hypothesis 1, mutual organisations appear to 

have a better potential to control the agency conflict generated by free cash flow. 

Increases in NCFT, have positive effects on the dependent variable. As the values of 

this variable increase, the likelihood that the dependent variable will take the value 1, 

41 We also estimated the models with the nine yearly values of the independent variables. In 

regression L 1, the parameter estimates of the yearly values of NCFT, were significant six years out 
of nine, and seven years out of nine in regression L 2. In both regressions, the parameter estimates of 
PI, were significant in all years. The parameter estimates of the yearly values of NF, were 
significant only four times in both regressions. The parameter estimates of the yearly values of size, 
MS, , were never significant. The likelihood ratio test was significant eight years out of nine in both 
regressions. All parameter estimates of the agency and risk variables had signs consistent with the 
estimates of Table 2. 
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meaning that the company is a mutual organisation, increases. In this sense, we do not 

reject the hypothesis that the potential to handle the agency conflict generated by free 

cash flow is a determinant of organisational form, and that this agency problem can be 

handled through organisational form: mutual organisations seem to have a 

comparative advantage in handling the agency conflict generated by free cash flow in 

long-term insurance as suggested by Hypothesis 1, based on Fama & Jensen (1983a, 

1983b) and Mayers & Smith (1981,1988,1992). However, this result should be 

interpreted bearing in mind that NCFT is a free cash flow proxy. Similarly, the 

negative parameter estimates of the risk variables PIS , NF, and Q, (s, ) associate 

stock companies with the higher values of these variables. However, only the 

parameter estimates of the mean of the yearly values of the ratios of premium income 

to total income (P1, ) and of the mean of the yearly values of the ratios of the value of 

non-financial investments to the total value of investments (NF) are negative and 

significant. In regression L 1, these parameter estimates are significant below the 5% 

level and in regression L2 below the 10% level: an increase in the values of these 

variables indicates that the likelihood of the dependent variable taking the value 0, 

meaning the company is a stock organisation, increases. The parameter estimates of 

the standard deviation of the rate of return on the yearly surplus available for 

distribution to policyholders (a, (s; )) are not significant either in regression L3 or in 

regression L 4. However, their signs are negative. Even if these relationships are not 

significant, the effect of this risk variable is the same as the effect of the risk variables 

suggested by Fama & Jensen in regression L1 and in regression L 2.42 Thus, these 

42 We estimated the models in Table 2 excluding P1, and NF, 
, one at a time. When NF, was 

excluded, the parameter estimates of NCFT, and of P1, had the same signs and significance levels 
as the parameter estimates in Table 2. When we excluded P1, 

, the parameter estimates of NCFT, 

42 



results support, at least to some extent, Hypothesis 2 based on Fama & Jensen 

(1983a, 1983b), indicating that stock companies are more likely to be associated with 

riskier activities. Finally, we do not find significant parameter estimates of the size 

variable MS; . Thus, these results suggest that mutual organisations appear to have 

benefits in handling agency problems whereas stock organisations appear to have 

benefits in handling risk. 

We start by discussing the non-significant parameter estimates of the size variable. 

This result suggests that mutual and stock long-term insurance companies are equal in 

size. In our view, this result does not necessarily indicate that size does not matter. It 

is possible that mutual long-term insurance companies need to reach a critical size, 

i. e., the size of stock long-term insurance companies. Otherwise, mutual companies 

would not be able to compete efficiently and ultimately remain mutual companies. 

This result may to some extent be explained by the differentiation between friendly 

societies and insurance companies. In Section 2, we noted that insurance companies 

regulations outline capital requirements that could be prohibitively high for small 

organisations. Insurance companies, whether mutual or stock, have to be of a certain 

size to be able to comply with these requirements. In their study of US property and 

casualty insurance companies, Lamm-Tennant & Starks (1993) found that mutual 

companies were smaller than stock companies. Their sample included insurance 

companies from across the US. To the best of our knowledge, there is no separate 

treatment of small and large mutual organisations in the US as there is in the UK. The 

were positive with the same significance levels as in Table 2. However, the parameter estimates of 
NF, although negative, had p-values of 0.1475 (regression L 1) and 0.1358 (regression L 2). This 

suggests that P1, may be a stronger measure than NF, . 
In neither case were the parameter estimates 

of the size variable MS, significant. 
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small size of most friendly societies is not only due to the fact that they are clubs 

opened to individuals meeting certain criteria (e. g., employment and place of 

residence), but also to the fact that regulation limits growth by setting limits to 

premiums on policies. However, as the sample only includes the largest insurance 

organisations, smaller stock insurance companies have been excluded as well. 

Furthermore, the parameter estimates of the size variable decrease from - 0.6085 in 

regression L1 of Table 2 to - 9.8356 in regression L3 of Table 3. In Table 2, the two 

risk measures PI1 and NF,. are the mean of the yearly values of the ratios of premium 

income to total income, and the mean of the yearly values of the ratios of the value of 

non-financial investments to the total value of investments, respectively. In Table 3, 

the risk measure, Q; (s, ) 
, 

is a standard deviation of a rate of return. As the measures 

in Table 2 have denominators that measure firm size, i. e., total income and total 

investments, PI1 and NF,. may actually capture some size effect. This may explain 

why, when these measures are removed, the parameter estimate of the size variable 

increases in magnitude. Thus, the effect of size may have some economic 

significance. 43 

Demsetz & Lehn (1985) argued that there should be an inverse relationship between 

firm size and ownership concentration. They suggested that large stock companies 

should have lower ownership concentration than small stock companies. The larger 

43 Prudential Corporation, a stock organisation, is the largest long-term insurance company in the 
UK. In terms of size, it is an outlier. We did the estimations of Table 2 and of Table 3 without 
Prudential Corporation. The results were the same, except that the parameter estimates of the size 
variable were positive. 
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the company the higher is the cost of maintaining a large fraction of ownership, 

because a larger fraction of an investor's wealth will be exposed to firm specific risk. 

The non-significant parameter estimates of the size variable suggest that there may be 

no gain to concentrated ownership, in the sense that increased monitoring related to 

higher ownership concentration does not pay off. That is, the benefits of concentrated 

ownership seem to be offset by the benefits of mutual organisations. If Demsetz & 

Lehn's size implication held and there were a gain to concentrated ownership, stock 

companies would probably be smaller than mutual companies. 

The significant positive parameter estimates of the agency variable NCFT, indicate 

that the mutual organisational form has higher free cash flow than the stock 

organisational form. Even though NCFT, is a free cash flow proxy, this result 

suggests that the effects of the threat of redeemability of residual claims and the 

merger of the owner and of the policyholder functions seem to be important benefits 

of the mutual organisational form. The threat of a partial liquidation through 

premature redemption of residual claims may thus contribute to force managers of 

mutual organisations to act in the best interest of policyholders. This result also 

indicates that the benefits of the absence of the owner-policyholder conflict in mutual 

organisations may be important as well. By merging the owner and the policyholder 

functions, the time inconsistency problem between stockholders and policyholders, 

i. e., the possibility of the expropriation of policyholders by stockholders, is removed. 

The merger of these two functions also allows the mutual organisational form to bond 

its promise to pay out the free cash flow to claimholders by promising to make this 

payment to the single group of claimholders, the owner-policyholders. Thus, the 
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benefits stemming from the threat of redeemability, and from the merger of the owner 

and of the policyholder functions seem to offset costs due to diffuse ownership. 

Furthermore, Manne (1965) was the first author to suggest that the market for 

corporate control may discipline managers. Insurance companies have been active on 

the market for corporate control. Activities on the market for corporate control have 

included take-overs and mergers of insurance firms, as well as take-overs and 

association agreements between insurance firms and other providers of financial 

services such as brokers and building societies. If the market for corporate control had 

a disciplining effect on managers of insurance firms, we would expect stock long-term 

insurance companies to be more efficient in handling agency conflicts. In the view of 

Franks & Mayer (1995), the market for corporate control may be a market for 

business diversification and/or growth rather than a disciplining mechanism of 

managers. 44Given our results this view may apply to the insurance industry. In the 

historical discussion of Section 2, we indicated that stock long-term insurance 

companies had made more amalgamations than mutual companies. We have 

researched some historical elements of the companies included in the sample. Table 4 

summarises amalgamations of each organisational form in long-term insurance only. 

We found information for 10 mutual and 16 stock companies. 45 As five companies in 

the sample have changed organisational form, we take into account the organisational 

44 Franks & Mayer (1995) support the view that the market for corporate control may not be a 
disciplining mechanism of managers. They find little support for the thesis that take-overs are 
motivated by the correction of managerial failure. 
45 Source: A. M. Best (1993), Cockerell & Green (1994), The Insurance Directory 1993 and The 
Insurance Register 1993/94. 
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form under which the company undertook the amalgamations. 46 Therefore, the 

number of mutual and stock companies varies across the different periods. 

Table 4: Insurance Company Amalgamations 

Number of amalgamations 
(Average number of amalgamations er company) 

19th cent. Pre-war 20th cent. Post-war 20th cent. 
8 mutual, 18 stock 8 mutual, 18 stock 10 mutual, 16 stock 

companies companies companies 
Mutual 5 10 2 

(0.6) (1.25) (0.2) 

Stock 27 24 5 
(1.5) (1.3) 0.3 

On a per company basis, the average number of companies amalgamated is higher for 

stock companies than for mutual companies, especially during the 19th century. This 

reflects the previously described evolution. It also illustrates that from the time stock 

companies had a proper legal definition, they have led the organisational evolution of 

long-term insurance companies. The previous observation that stock companies have 

been more active in amalgamating companies is strengthened by the observation that 

both mutual companies which demutualised made all their amalgamations as stock 

companies. Conversely, all three stock companies which mutualised did their 

amalgamations as stock companies as well. This suggests that an important reason for 

46 Britannic Assurance demutualised in 1927 and Refuge Assurance in 1881. Clerical Medical 
mutualised in 1961, Scottish Life in 1968, and Standard Life Assurance Company in 1925. 
Currently, the mutual Halifax Building Society has agreed to take-over Clerical Medical in a £800m 
deal, subject to the approval of Clerical Medical's policyholders (Financial Times dated 26 March 
1996). If this deal is completed, Clerical Medical will have to demutualise. It is also interesting to 
note that Halifax Building Society has decide to renounce its mutual status to become a publicly 
quoted bank next year. Another major conversion was the demutualisation of Scottish Mutual in 
1992. This company is not included in the sample. The purpose of the demutualisation of Scottish 
Mutual was its take-over by Abbey National plc. In 1989, Abbey National was the first mutual 
building society that demutualised to become a publicly quoted bank. 
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mutualisation is the independence of the company, i. e., the wish to be protected from 

take-overs. This is supported by the fact that both mutualisations in the sample 

occurred during a period of intense amalgamations. Similarly, an important reason for 

demutualisation appears to be the willingness of firms to grow through mergers and 

acquisitions. 

Even if the market for corporate control may not have contributed to discipline 

managers of stock companies, the larger involvement of stock companies is consistent 

with the previous result suggesting that stock companies seem to be associated with 

riskier activities. Indeed, merger and acquisition activity requires the pricing of a large 

amount of uncertain future cash flows, because all assets of an organisation are 

evaluated. We argued that one benefit of the mutual organisational form was the 

merger of the owner and of the policyholder functions. This allowed the mutual 

organisational form to bond its promise to pay out the free cash flow to claimholders 

more effectively than the stock organisational form, thus reducing agency problems. 

Similarly, the separation of the owner and of the policyholder functions, and the 

tradability of the residual claim of stock organisations, common stock, may be a major 

benefit to stock long-term insurance companies whit respect to risk handling. Fama & 

Jensen (1983b) argue that given the more restricted characteristics of the residual 

claim of mutual organisations as compared to the residual claim of stock 

organisations, it is rational for the owners (risk-bearers) of the restricted residual 

claim to attribute lower current value to uncertain future cash flows than is implied by 

capital markets. 47 One important reason is that the residual claim of mutual 

47 More generally, Fama & Jensen (1983a, 1983b) argue that common stock is the most unrestricted 
residual claim in the sense that it is freely tradable, has an unlimited horizon, and its owners are not 
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organisations does not allow risk adjustments to the same extent as common stock. 

Because of the merger of the owner and of the policyholder functions, a policyholder 

of a mutual company cannot adjust the riskiness of his claim. The policy in itself is not 

tradable and the residual risk component cannot be extracted independently. In 

contrast, a policyholder of a stock company holding equity in the same company can 

adjust the riskiness of his position by trading equity. Thus, the characteristics of the 

residual claim of mutual organisations give their managers fewer incentives to enter 

risky investments than managers of stock companies because these investments will be 

undervalued by the owner-policyholders (risk-bearers). Fama & Jensen (1985) also 

insist on the previous arguments related to the redeemability of the residual claims of 

mutual companies. To price accurately these residual claims, mutual companies have 

to hold securities of other organisations which are traded in secondary markets. 

However given the unrestricted characteristics of common stock, this residual claim 

can be priced in secondary markets. This allows stock companies to enter projects 

involving more uncertain future cash flows than mutual organisations. 

In this section, we suggested that the threat of redeemability contributes to discipline 

managers of mutual companies. We did not reject the hypothesis that the potential to 

control the agency conflict generated by free cash flow is a determinant of 

organisational form. We also suggested that risk was another determinant of 

organisational form although this result was weakened by non-significant parameter 

estimates of one risk measure and of the ambiguity of the others. We supported 

required to hold any other role in the organisation. In contrast, the residual claim issued by other 
types of organisations such as mutual organisations is restricted as it is not tradable, as it has a 
limited time horizon, and its owners have to be policyholders as well. In addition, it is redeemable. 
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Hypothesis 1, based on the benefits of the mutual organisational form brought 

forward by Fama & Jensen (1983a, 1983b) and Mayers & Smith (1981,1988,1992). 

The benefits of the threat of premature redeemability of residual claims [Fama & 

Jensen] and the absence of the owner-policyholder conflict in mutual organisatibns 

[Mayers & Smith] appear to be important. The threat of redeemability may contribute 

to discipline managers. The absence of the owner-policyholder conflict removes the 

possibility of owners to expropriate policyholders and may allow the mutual 

organisational form to bond its promise of paying out the free cash flow to 

claimholders more effectively than the stock organisational form. Thus, the benefits of 

the stock organisational form for the control of agency problems appear to be offset 

by the benefits of the mutual organisational form. We also found that stock long-term 

insurance companies may have an advantage over mutual long-term insurance 

companies in handling risk, but this result was weakened by the fact that we found 

non-significant parameter estimates of one risk measure. This result partially 

supported Hypothesis 2, that common stock as residual claim is more suitable to price 

risky cash flows than the residual claim of mutual companies as suggested by Fama & 

Jensen (1983a, 1983b). Consistent with this hypothesis, we showed some evidence 

indicating that stock long-term insurance companies have been involved in the pricing 

of larger amounts of risky cash flows as they have been involved in more 

amalgamations. These results taken together would indicate that the coexistence of 

mutual and stock long-term insurance companies could be explained through the 

handling of agency problems and risk. Mutual long-term insurance companies appear 

to have an advantage in handling agency conflicts whereas stock long-term insurance 

companies appear to have an advantage in handling risk. Thus, our analysis suggests 

50 



that the choice of organisational form could be seen as the outcome of a process in 

which the potential to control agency conflicts is traded off against the potential to 

control risk and vice versa. 

6. The Consequences of the Choice of Organisational Form 

We now turn to examining the consequences of the choice of organisational form. For 

this purpose, we consider implications of arguments related to both ownership 

concentration and organisational form. 

Berle & Means (1932) were the first to argue that diffuseness of ownership 

undermines the role of profit-maximisation as a guide to resource allocation. Shleifer 

& Vishny (1986) illustrate this thesis. In their model, the management of a firm does 

not optimally maximise the firm's profits. The firm is owned by a large shareholder 

whose stake is large enough that it pays off for him to monitor management. Thus, the 

large shareholder may benefit from monitoring managers and from eventually 

implementing changes to raise profits. These two lines of arguments imply a positive 

relationship between profit rates and ownership concentration. 

On the other hand, Demsetz (1983) argues that ownership concentration has no 

consequence on firm performance. He considers that monitoring costs (ownership 

concentration) should be treated as any other production cost of the firm. The actual 

ownership structure of the firm is an endogenous outcome of a competitive selection 

in which various cost advantages and disadvantages are balanced to create an 
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equilibrium organisation of the firm. The necessary monitoring costs to reduce 

shirking by management to an optimal level depends on the firm's specific 

organisation and on its production technology. Thus in making the choice of 

organisation, the firm (i. e., its owners) must consider how this choice affects the costs 

of monitoring, and whether high monitoring costs will reduce other production costs, 

making monitoring worthy. Therefore, Demsetz concludes that low profit rates are 

not only due to diffuse ownership. This hypothesis is tested by Demsetz & Lehn 

(1985) in a re-examination of Berle & Means (1932). Demsetz & Lehn do not find a 

significant relationship between mean accounting profit rates and ownership 

concentration, a size measure and industry dummies. This result indicates that given 

their specific situations, firms have the optimal level of ownership concentration. 

Consistent with the result of Demsetz & Lehn (1985) is the discussion about the 

coexistence of organisational forms of Fama & Jensen (1983b). They recognise that 

each organisational form has its specific benefits and costs. In their view, different 

organisational forms coexist and survive because each organisational form has found 

specific and efficient ways of dealing with agency costs. In other words, the benefits 

from monitoring management in each organisational form are balanced against 

organisation specific costs. Thus, by analogy to the results of Demsetz (1983), there 

should be no relationship between performance and organisational form. To 

investigate the consequences of the choice of organisational form, we regress the risk- 

adjusted rate of return on the surplus available for distribution to policyholders 

(ARS, ) on the dummy variable for organisational form and size. Using ordinary least 

squares, we estimate the following model. 
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ARS, = /30 + 01 STATUS, + 02 MS, + e, 

As previously, the variable STATUS, indicates whether the company is a mutual or a 

stock organisation (0 if stock organisation and I if mutual organisation) and the 

variable MS, measures size through the mean yearly market shares based on premium 

income. We report the results in Table 5.48 

Table 5: Performance and Organisational Form 

Dependent variable ARS; 

Independent variables 
(p-values) 

Intercept - 0.4619 
0.0002 

STATUS; 0.0169 
0.8929 

MS, 0.0540 
0.9798 

R2 (adjusted) - 0.0550 

p 0.009 
0.9906 

Consistent with Demsetz (1983) and Fama & Jensen (1983a, 1983b), we do not find a 

significant relationship. This result suggests that mutual and stock companies balance 

organisation specific costs against organisation specific benefits. That is, firms seem to 

be organised optimally in the sense that performance enhancing effects are offset by 

48 We estimated this models using the average yearly rate of return on the FT Actuaries Index for 

short term (five year) and for medium term (five to 10 year) British Government securities as 
benchmark rate for the dependent variables. We did not find significant relationships either. 
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performance decreasing effects: organisational form appears to be chosen to maximise 

wealth creation. This finding suggests that the level of wealth creation is equal across 

organisational forms. The same amounts of wealth are created independently of the 

chosen organisational form which redistributes this wealth to its claimholders. Also as 

performance and size are unrelated, it can either indicate that firms choose optimally 

their value maximising size or that there is no relationship between performance and 

size. 

In Footnote 31, we suggested that the free cash flow proxy, net cash flow, might be 

biased against the organisational form investing comparatively more in negative net 

present value projects than the other. The results in Table 2 and in Table 3 indicated 

that mutual organisations have higher free cash flow. The results in Table 5 indicate 

that mutual and stock organisations have the same performance. Thus, even if they 

have lower free cash flow, stock organisations do not appear to have invested in 

negative net present value projects, at least not to any larger extent. This may also 

indicate that the free cash flow proxy is not biased against any organisational form. 

These results also provide some insights about the coexistence of mutual and stock 

companies in long-term insurance. The results in Table 5 are consistent with the 

arguments of Demsetz (1983) and of Fama & Jensen (1983b), that firms are organised 

to balance organisation specific benefits against organisation specific costs, resulting 

in equal performance across organisational forms. Thereby, firms involved in long- 

term insurance do not have incentives to change organisational form with the 

expectation of improving their performance. In the framework of Demsetz (1983), a 
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company would change organisational form only if it is optimal given an evolution of 

its specific situation. 

In this section, we found that mutual and stock long-term insurance companies 

achieve the same level of investment performance. Considering the results of Section 

5 that the potential to handle agency conflicts and to some extent risk appear to be 

determinants of organisational form, long-term insurance companies seem to have 

chosen organisational form with the full awareness of the costs and the benefits 

inherent to their organisational form. Thus, organisational form appears to be chosen 

to maximise wealth creation. 

7. Conclusion 

We have provided some evidence that the potential to bontrol the agency conflict 

generated by free cash flow and risk handling appear to be determinants of 

organisational form. Our main result indicated that mutual long-term insurance 

companies appeared to be more efficient in handling the agency conflict generated by 

free cash flow, whereas stock long-term insurance companies appeared to be, at least 

to some extent, more efficient in handling risk. Indeed, the result on risk handling is 

weakened by non-significant parameter estimates of one risk measure. We also found 

that size does not distinguish mutual and stock companies. 

We found significant parameter estimates of the variables measuring the agency 

conflict generated by free cash flow. This led us to support the hypothesis on the 
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benefits of the mutual organisational form as suggested by Fama & Jensen (1983a, 

1983b) and Mayers & Smith (1981,1988,1992) (Hypothesis 1). We argued that the 

benefits of the threat of redeemability of residual claims and the absence of the owner- 

policyholder conflict in mutual organisations offset costs related to diffuse ownership. 

The threat of premature redeemability contributed to discipline managers, and the 

absence of the owner-policyholder conflict allowed the mutual organisational form to 

bond its promise of paying out free cash flow to claimholders more effectively than 

the stock organisational form. Furthermore, the parameter estimates of the risk 

variables indicated that stock long-term insurance companies seem to be more suited 

to handle risk (Hypothesis 2). However, the parameter estimates of the standard 

deviation of the rate of return on the surplus available for distribution to policyholders 

was not significant. This weakened the support for Hypothesis 2. In line with Fama & 

Jensen (1983a, 1983b), we argued that the characteristics of the common stock as 

residual claim allow a better pricing of risky future cash flows than the residual claims 

of a mutual company. The characteristics of some of the companies in the sample 

were consistent both with these results and with the general historical evolution of 

mutual and stock long-term insurance companies. We also showed some evidence that 

stock long-term insurance companies have been involved in more amalgamations than 

mutual long-term insurance companies. 

The parameter estimates of the size variable were not significant. This suggests that 

there may be no gain to concentrated ownership, in contrast to the inverse relationship 

between firm size and ownership concentration found by Demsetz & Lehn (1985). 

However we pointed out that size may matter in the sense that mutual long-term 
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insurance companies have to attain a certain critical size, i. e., the size of long-term 

insurance companies to be able to compete efficiently with them. Thus, our analysis 

contributes to explain the coexistence of mutual and stock long-term insurance 

companies through agency conflicts and risk handling. The choice of organisational 

form appears to be the outcome of a process in which the potential to control agency 

conflicts is traded off against the potential to handle risk and vice versa. 

The choice of organisational form had no consequence on firm performance. This 

result was in line with Demsetz (1983) and Fama & Jensen (1983b) and consistent 

with the finding of Demsetz & Lehn (1985) on the non-significant relationship 

between profit rates and ownership concentration. Thus, organisational form seems to 

be chosen to maximise wealth creation. In this sense, there may be an equilibrium 

among long-term insurance companies with respect to their organisational form as 

they have few incentives to change organisational form to improve their performance. 
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Appendix 1: Definition of Variables 

This Appendix lists the variables discussed in Section 4 

STATUS; Indicator variable of the organisational form of the institution. It takes 

the value 0 if the firm is a stock organisation and the value I if the firm 

is a mutual organisation. 

NCFT, The mean of the yearly values of the ratios of net cash flow (NCF,, ) to 

total income: 

94 

NCFT. =1N 
FI 

T t_86 
(Total Income),, 

PI1 The mean of the yearly values of the ratios of premium income to total 

income: 

1 94 (Premium Income),, 
P1; _-I T,.., (Total Income),, 

NF. The mean of the yearly values of the ratios of the value of non-financial 

investments to the total value of investments: 

94 (Value of Non -Financial Investments),, 
NF, =-I T t=86 

(Total Value of Investments),, 

0 
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Ql (S, ) The standard deviation of the rate of return on the yearly surplus 

attributable to policyholders: 

94 F7--11 

ai 
(Si) 

_- 
_g, 

where s, is the rate of return on the yearly surplus attributable to 

policyholders, and s, its mean. 

ARS; The risk-adjusted rate of return on the yearly surplus attributable to 

policyholders: 

ARS, =ä 
bc' 

where s, and a; (s; ) have the same definition as previously; br, is the 

average of the yearly rates of return on the FT Actuaries Index for long- 

term (over 15 year) British Government securities. 

MS; The mean yearly market share of each company: 

1 91 (Premium Income,, 
Ms; 1 

T t=86 1 
44 

(Premium Income)., 
; _I 
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Appendix 2: Summary Statistics 

Table 6 presents means, standard deviations and medians of the whole sample and of 

the two sub-samples of mutual companies and stock companies. We compute t tests 

for the null hypothesis that the means of the sub-samples of mutual and stock 

companies are equal, and Wilcoxon tests for the null hypothesis that the medians of 

the same sub-samples are equal. 

Table 6: Summary Statistics 

NCFT,. P1, NF, of (Sý) MS, ARS, 

All Companies 9 0.4002 0.7108 0.2143 0.3125 0.0256 0.4502 

a 0.0917 0.0777 0.0725 0.5414 0.0289 0.3681 

Median 0.4156 0.6946 0.2103 0.1562 0.0166 0.4446 

Mutual µ 0.4465 0.6771 0.1938 0.1810 0.0259 0.4606 

a 0.0739 0.0674 0.0489 0.1038 0.0253 0.3244 

Median 0.4768 0.6812 0.1863 0.1562 0.0211 0.4446 

Stock µ 0.3713 0.7318 0.2270 0.3947 0.0254 0.4437 

a 0.0910 0.0774 0.0825 0.6778 0.0315 0.3995 

Median 0.3603 0.7168 0.2227 0.1580 0.0163 0.4340 

t test 
(p-values) 

-2.8233 (0.0079) 
2.3267 
(0.0263) 

1.5789 
(0.1229) 

1.5164 
(0.1421) -0.0617 (0.9512) -0.1440 (0.8863) 

Wilcoxon test 
(p-values) 

-2.4104 (0.0159) 
2.0929 
(0.0364) 

1.8042 
(0.0712) 

0.3320 
(0.7399) -0.1299 (0.8966) -0.3319 (0.7399) 
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Appendix 3: The Benefits of 25 Year Endowment Policies 

We collect data on various benefits of 25 year endowment policies from various issues 

of Planned Savings over the period 1990 to 1994.49 Due to irregular reporting, the 

sample consists of only 18 companies, comprising 11 mutual and seven stock long- 

term insurance companies. It should also be noted that data was not reported for the 

same dates every year. S° The variables concern the following benefits of 25 year 

endowment policies: guaranteed benefits, bonuses and redemption (surrender) values. 

In the UK, with-profits policies have two types of bonuses: the reversionary bonus 

that is allocated to policyholders on an annual basis and cannot be subsequently taken 

away; the terminal bonus that is paid only when the policy comes to its maturity. We 

examine the following variables. 

GSA, The mean of the yearly values of the ratios of the guaranteed sum 

assured to total benefits: 

94 
GSA -1 

(Guaranteed Sum Assured),, 

T t=90 
(Total Benefits),, 

RB; The mean of the yearly values of the ratios of the reversionary bonus to 

total benefits: 

1 94 (Reversionary Bonus),, 
'L T 

. go (Total Benefits),, 

49 The benefits are computed for male aged 29 years and 11 months at outset who has been paying 
an annual premium of £100 for 1990 to 1992, and £30 for 1993 and 1994. We did the same 
computations for 15 year endowment policies and found similar results. 
50 The benefits were payable on 1 September 1990,31 August and 1 September 1991,1 July 1992,1 
July 1993 and I April 1994. 
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TB, The mean of the yearly values of the ratios of the terminal bonus to 

total benefits: 

1 94 (Terminal Bonus),, 

TB, = -I T r=90 
(Total Benefits),, 

RT20, The mean of the yearly values of the ratios of the redemption value after 

20 years to total benefits: 

1 94 (Redemption Value after 20 Years),, 
RT20; =- Tt 9o 

(Total Benefits),, 

RG20, The mean of the yearly values of the ratios of the redemption value after 

20 years to guaranteed benefits: 

1 94 (Redemption Value after 20 Years),, 
RG20; =7 T t=90 

(Guaranteed Benefits),, 

Table 7 presents means, standard deviations and medians of the whole sample and of 

the two sub-samples of mutual companies and stock companies. We compute t tests 

for the null hypothesis that the means of the sub-samples of mutual and stock 

companies are equal, and Wilcoxon tests for the null hypothesis that the medians of 

the same sub-samples are equal. 
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Table 7: Various Benefits of 25 Year Endowment Policies 

GSA, RB, TB, RT20, RG20, 

All Companies µ 0.1425 0.3357 0.05218 0.4253 0.9086 

Q 0.0134 0.0902 0.0899 0.0721 0.1809 

Median 0.1380 0.3150 0.5402 0.4234 0.8695 

Mutual µ 0.1423 0.3256 0.5321 0.4573 0.9868 

Q 0.0147 0.0589 0.0669 0.0652 0.1421 

Median 0.1363 0.3125 0.5482 0.4380 0.9306 

Stock µ 0.1428 0.3515 0.5056 0.3751 0.7858 

a 0.0122 0.1296 0.1222 0.0529 0.1743 

Median 0.1381 0.3293 0.5286 0.3965 0.7880 

t test 
(p-values) 

0.0727 
(0.9430) 

0.4990 
(0.6319) - 0.5252 

(0.6132) - 2.9328 
(0.0104) 

- 2.5576 
(0.0267) 

Wilcoxon test 
(p-values) 

0.0906 
(0.9278) 

0.0906 
(0.9278) 

- 0.0906 
(0.9278) - 1.9925 

(0.0463) 
- 2.7170 

(0.0066) 

The results in Table 7 indicate that the proportions of the various benefits (guaranteed 

benefits and bonuses) are similar across mutual and stock organisations. However, the 

terminal bonus represents over 50% of total benefits. Also, redemption values after 20 

years represent a much higher proportion of guaranteed benefits than total benefits. 

Even if redemption values are low compared to maturity values, this would suggest 

that insurance companies fear premature redemption as they allocate more assets to 

policyholders the longer they stay with the company. It is also interesting to see that 

mutual organisations have higher redemption values than stock organisations. 

i 

66 
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Summary 

We analyse the comparative performance of mutual building societies and stock retail 

banks in the UK, and attempt to determine the causes of differences in performance. 

Even though the main activity of building societies has been the provision of 

mortgages and related savings services, retail banks and building societies currently 

supply increasingly similar financial services. However, building societies have to be 

mutual organisations whereas retail banks may be either mutual or stock 

organisations. In practice, all retail banks are stock organisations. We analyse their 

comparative performance. 

Our results indicate that mutual building societies have higher returns on assets (risk- 

and non-risk-adjusted), net operating income and net income. In our view, the 

superior performance of building societies is due to benefits of the mutual 

organisational form as pointed out by Mayers & Smith (1988) and Hart & Moore 

(1995). The arguments of Mayers & Smith indicate that mutual organisations have 

benefits stemming from the merger of the owner and of the depositor functions: 

mutual building societies avoid costs due to agency conflicts between owners and 

depositors. Hart & Moore argue that mutual organisations are more efficient in 

servicing a homogenous clientele. This is an additional benefit to building societies as 

they avoid potential conflicts within their single group of claimholders, the owner- 

depositors. 
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One important explanation for the superior profitability of building societies is that 

banks have been more exposed to negative outcomes of risk. Indeed, our results 

suggest that building societies have higher risk- and non-risk-adjusted returns on 

assets even when we deduct the provisions to loan loss reserves. Also, banks have 

higher reserves for loan losses and make higher provisions to these reserves, but the 

standard deviation on the return on assets appears to be the same. These results taken 

together suggest that banks appear to have been less compensated for their risk-taking 

than building societies. As noted by Rasmusen (1988), managers of mutual 

organisations cannot own the net assets of their organisations consequently to the 

merger of the owner and of the depositor functions. Therefore, they cannot fully 

benefit from an increased variability of returns and thus, an important incentive for 

risk-taking is taken away. Another important explanation of the superior profitability 

of building societies is that the number of building societies has significantly decreased 

over recent years through mergers and acquisitions. The accompanying decrease in 

the number of job opportunities may have acted as a disciplinary mechanism in line 

with Fama (1980). 

In view of the higher performance of building societies, we would expect at least 

some banks to mutualise. However, Llewellyn (1993) suggested that that the low 

performance of banks is temporary. Banks thus remain stock organisations because 

they may have more future growth opportunities in the long run: the cost of foregoing 

these growth opportunities is higher than the cost of a temporary low performance. 
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1. Introduction 

To the best of our knowledge, Nicols (1967) was one of the first authors to examine 

the coexistence of mutual and stock financial intermediaries. He analysed US mutual 

and stock savings and loan associations (S&Ls). In his view, mutual S&Ls had "more 

in common with the monolithic Soviet dictatorship than with the benevolent and 

democratic cooperative societies of 19th century America. "' 

Among financial intermediaries, various organisational forms occur. 2 In particular, 

mutual and stock organisations coexist and compete in providing personal financial 

services. 3 In the UK, this includes mutual and stock long-term insurance companies, 

and stock retail banks and mutual building societies. Carter (1993) reported that from 

1986 to 1991, the average yearly market share based on net premium income of 

mutual long-term insurance companies was 45.2%. From 1989 to 1993, building 

societies provided on average 71.2% of new mortgage loans each year. 4 Yet, despite 

their importance, mutual organisations are often considered as being an ownership 

structure of the past. One frequent argument is that managers of mutual organisations 

are virtually unaccountable to owners. 5 As large firms are characterised by the 

separation of the ownership of the firm from the control of corporate decisions, 

1 As is suggested by this quotation, Nicols was supportive of stock organisations. 
2 By organisational form we mean the specific structuring of the liability side of the firm's balance 
sheet implying different contractual relationships between the different stakeholders of the firm. It is 
the same definition as in the analysis of mutual and stock long-term insurance companies of Valnek 
(1995). 
3 By stock organisations we mean organisations where ownership and debtholding are separated. By 
mutual organisations we mean organisations where ownership and debtholding are merged. 
Debtholders face similar incentives to policyholders of insurance companies [Mayers & Smith 
(1981)] and to bank depositors [Rasmusen (1988)]. 
° Source: Key Note (1994). 
5 See, e. g., Smith (1994). 
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controlling managers is important: managers may have incentives to serve their 

interests before those of the owners. 

Thus, there is a discrepancy between the opinion on the ownership structure and the 

importance of mutual organisations. This makes it relevant to study the comparative 

performance of mutual and stock organisations, in particular in view of the different 

incentive structures implied by different types of organisations as suggested by Fama 

& Jensen (1983a, 1983b). In Valnek (1996), we examined UK mutual and stock long- 

term insurance companies. This paper will examine the case of mutual building 

societies and stock retail banks. 

Our results in Valnek (1996) suggested that mutual and stock long-term insurance 

companies had the same performance. 6 We based our arguments on Demsetz (1983). 

He argued that there should be no relationship between ownership concentration and 

profit rates. In his view, monitoring costs should be considered as any other operating 

cost of the firm. In equilibrium, cost advantages of high monitoring will be offset by 

related cost disadvantages and vice versa. By analogy, we argued that cost 

advantages of being a mutual or a stock organisation will be offset by related cost 

disadvantages and vice versa. Whereas mutual and stock insurance companies coexist 

within the same operational environment, banks and building societies are separately 

regulated but offer increasingly similar financial services.? Results concerning US 

6 We measured performance by the risk-adjusted return on the surplus available for distribution to 
policyholders. 
7 Building societies are legally obliged to be mutual organisations with the main purpose of 
providing mortgage loans. Although there is no legal obligation with respect to the organisational 
form of banks, all retail banks are stock organisations. Retail banks can choose freely the 
composition of their asset portfolios, allowing them to enter potentially riskier activities. 
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mutual and stock S&Ls, organisations that do not necessarily operate in the same 

environment either, do not unilaterally suggest that one organisational form has 

outperformed the other. 8 Therefore, we do not expect banks and building societies to 

have the same performance either. 

We shall conduct the analysis with the respective benefits and costs of stock and 

mutual organisations as standpoint. Indeed, stock organisations have several 

recognised benefits to implement owners' utility maximisation. Managers of stock 

organisations can be compensated with shares of their company. Owners thus exercise 

control as managers' decisions have direct repercussions on their personal wealth. 9 

Many stock organisations apply the one share-one vote rule to allocate dividend 

claims and voting rights. 10 Such a rule allows the creation of large ownership stakes 

with high voting power. Large shareholders have more incentives to control 

management than small shareholders: the behaviour of self-interested managers will 

have larger potentially negative effects on the wealth of large than small 

shareholders. " Managerial performance in stock organisations can be assessed 

continuously through the information in publicly traded common stock. Thus, 

inefficient managers may be disciplined by the market for corporate control. 12 

Furthermore, Fama & Jensen (1983a, 1983b) argue that stock organisations are more 

suited to handle and to price risk because of the tradability of their residual claim, 

Consequently, building societies have only personal customers, whereas retail banks have both 
corporate and personal customers. 
9 As an example, Mester (1991) found that mutual S&Ls are less efficient whereas Mester (1993) 
found that mutual S&Ls are more efficient than stock S&Ls. See Section 3 for further details. 
9 Jensen & Meckling (1976) were the first to analyse this control mechanism. 
10 See Grossman & Hart (1988) for a discussion of the optimality of the one share-one vote rule. 
II See, e. g., Shleifer & Vishny (1986). 
12 Manne (1965) was the first to suggest this control mechanism. 
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common stock: risk can be priced through the pricing in a secondary market of 

common stock. 13 Thus, if stock organisations are associated with riskier activities 

than mutual organisations, they should also have the benefit of higher returns. 

Because of its potential to engage in risky activities and the previous control 

mechanisms, the stock organisational form is expected to outperform other types of 

organisations such as mutual organisations. 

However, mutual organisations have benefits that are specific to them. Even if mutual 

organisations forego the benefits of stock organisations, their specific benefits may be 

equally important. Fama & Jensen (1983a, 1983b) argue that the redeemability of 

their residual claim may be a benefit to mutual organisations. In their view, the threat 

of redeemability is an important control mechanism of managers in mutual 

organisations. A redemption amounts to a partial liquidation of the firm because 

resources are withdrawn from managerial control. Furthermore, the ownership and 

the debtholding functions are merged in mutual organisations, i. e., the ownership and 

the deposit-holding functions in building societies. 14 The benefits of the merger of 

these two functions have been recognised by Mayers & Smith (1988) for mutual 

insurance companies-15 By analogy to the arguments of Mayers & Smith, building 

societies avoid costs related to agency conflicts between owners and depositors. As 

another consequence of the merger of the owner and of the depositor functions, 

Rasmusen (1988) argues that managers of mutual banks have fewer incentives to 

13 Fama & Jensen (1983a, 1983b) note that the residual claim of mutual organisations is not tradable 
as a consequence of its redeemability. This redeemable residual claim is priced according to 
predetermined rules. Consequently, this claim is not tradable as no-one will buy higher and/or sell 
lower than the predetermined redemption price. 
14 See Footnote 3 for the similarity of incentives of debtholders, depositors and policyholders. 
15 Mayers & Smith recognised that the absence of the owner-policyholder conflict was a benefit to 
mutual insurance companies. 
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enter risky projects because they cannot own the net assets of their organisation. 

Therefore, they cannot fully benefit from an increased variability in returns. This may 

be a benefit to mutual organisations because they may avoid costs related to negative 

outcomes of risk. 

In another line of argument, Hart & Moore (1995) suggest that mutual organisations 

are comparatively more efficient if they have a homogenous clientele. They analyse 

stock exchanges operated with an outside owner (stock organisation) and as co- 

operative (mutual organisation). An outside owner will set profit-maximising prices 

that could exclude some traders from the exchange. The owner-traders (members) of 

the co-operative have two effects to consider: the shareholding (dividend) and the 

trading (consumption) effects. High dividends decrease consumption and vice versa. 

When consumption and dividend decisions are taken, the median (pivotal) member 

has the decision power. If the clientele is homogenous, the preferences of the median 

member are likely to be close to the preferences of the average member: members are 

less likely to be excluded from the exchange because of inappropriate consumption 

and dividend decisions. Therefore, mutual organisations avoid conflicts within their 

single class of claimholders because their clientele is more homogeneous. Thus, 

mutual building societies may have a double benefit because they only have one class 

of claimholders. They avoid costs due to conflicts between different classes of 

claimholders [Mayers & Smith (1988)] and to conflicts within their single class of 

claimholders [Hart & Moore (1995)]. 
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To examine which organisational form that prevails, we compute a set of performance 

measures to asses which organisational form has been more efficient and profitable. 

The more efficient organisation will create more wealth to be shared among its 

claimholders. Our first set of results indicates that mutual building societies have 

higher returns on assets whether risk-adjusted or not. 16 Hence, the benefits of mutual 

organisations [Mayers & Smith (1988) and Hart & Moore (1995)] appear to 

outweigh the benefits of stock organisations. That building societies have higher risk- 

adjusted returns on assets suggests that banks have been less compensated than 

building societies for their risk-taking. To further examine this issue, we compute risk- 

and non-risk-adjusted returns on assets after having deducted the provisions to loan 

loss reserves. Even in this case, building societies have higher returns. We also find 

that banks have higher reserves for loan losses and make higher provisions to these 

reserves. However, banks and building societies appear to have the same standard 

deviation on their returns on assets. Thus, these results indicate that although banks 

and building societies engage in activities of similar riskiness, banks have not been 

compensated for their risk-taking as they have incurred higher cost related to negative 

outcomes of risk. 

Indeed, we find that the cost of the negative outcomes of risk is important. We find 

that banks have higher earnings after interest payments, but before provisions to loan 

loss reserves and taxes. However, when provisions to loan loss reserves and taxes are 

deducted, building societies have higher net operating income and higher net income, 

respectively. In our view, one important factor contributing to this result is that the 

16 By return on assets, we mean all earnings (interest receivable and other income) less managerial 
expenses, but before interest payments, provisions to loan loss reserves and taxes 
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market for corporate control has been more active for building societies than for retail 

banks. Whereas the number of retail banks has remained relatively stable, the number 

of building societies decreased from 206 to 83 between 1983 and 1993. The results of 

Thompson (1995) indicated that this merger and acquisition activity excluded loss- 

making institutions. Thus, the market for corporate control may have acted as a 

disciplining mechanism to managers of mutual building societies in the sense of Fama 

(1980) as managerial job opportunities have become more scarce. 

As our results suggest that building societies have higher performance, we would 

expect at least some banks to mutualise to gain the benefits of the mutual 

organisational form. However, Fama & Jensen (1983b) suggest that the stock 

organisation is the better organisational form for banks. They note that commercial 

banking relies heavily on transaction services generating uncertain cash flows. Then, 

the stock organisation is more suitable because these uncertain cash flows can be 

priced through the pricing of common stock. » A mutualised bank would incur costs 

not only due to the mutualisation as such, but also due to the loss of clients 

consequent to an inefficient pricing of transaction services. Moreover, Llewellyn 

(1993) suggested that the low performance of banks is temporary. In our view, this is 

the most important fact explaining why banks remain stock organisations. The cost of 

foregoing future growth opportunities, i. e., the cost of losing customers subsequently 

to a mutualisation is higher than the cost of a temporary low performance. 

17 We noted previously that the residual claim of mutual organisations is redeemable and therefore 
not tradable. 
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The remainder of this paper is organised as follows. We start by making a brief 

description of the regulatory framework and the current environment of banks and 

building societies. In Section 3 and in Section 4, we discuss the theoretical framework 

and present the data set, respectively. We present our results and conduct our analysis 

in Section 5. Finally, we make some concluding remarks in Section 6. 

2. Banks and Building Societies's 

In this section, we describe the operational environment of banks and building 

societies. The traditional role of building societies has been the provision of mortgage 

loans and associated savings services to personal customers as mutual organisations. 

Banks have been assigned the role of providing transaction services and various types 

of loans to both corporate and personal customers. These institutions are separately 

regulated. Banks in the UK are regulated by the Banking Act 1987 and are supervised 

by the Bank of England. Building societies are regulated by the Building Societies Act 

1986 and are supervised by the Building Society Commission (BSC). Important 

regulatory elements regard the control of capital adequacy and solvency, and liquidity. 

A first important regulatory aspect is the control of capital adequacy and solvency. 

' The Bank of England has measured solvency by evaluating the various risks attached 

to banks' assets and by weighting these assets according to their riskiness. A riskier 

asset will have a higher weight attached to it, i. e., it will require more capital. 

Solvency requirements have been implemented with flexibility as the Bank of England 

18 The discussion in this section is based to a large extent on Goacher (1993) and IBCA (1993a, 
1993b, 1993c, 1994). 
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assigned capital to risk weighted asset ratios on a case-by-case basis. Building 

societies obeyed similar rules. Their capital (reserves) had to represent a percentage of 

the value of their assets. 19 This percentage varied with the type of asset. On I January 

1993, the European Solvency Directive was implemented covering both banks and 

building societies. 20 This Directive specifies risk weights for categories of assets and 

the minimum value of capital that remains at 8% of total risk-weighted assets. 21 

A second important regulatory aspect is the control of liquidity. 22 Banks have to 

maintain an adequate liquidity level to meet their withdrawal and lending obligations. 

For this purpose, banks may choose combinations of different portfolio strategies, 

such as holding cash or other liquid assets and immunising asset portfolios so as to 

ensure appropriate cash flows on relevant maturity dates. The Bank of England only 

establishes broad guidelines for the evaluation of the quality of assets and for the 

classification of liabilities. 23 Banks may select the combination of assets and liabilities 

they believe to be optimal given their own commercial objectives. Similarly, building 

societies may individually select their liquidity policies, and operating levels and ratios. 

19 The BSC establishes with each society two measures of capital adequacy: the "minimum 
acceptable capital" and the "desired capital. " The former is the level of capital below which a society 
would be at risk. The latter is the capital requirement which should be the basis for planning, 
budgeting and expansion. If the capital would approach the minimum level, the society would have 
to take action immediately to restore its position. The desired capital is generally a, margin of around 
0.5% above the minimum level. 
20 Council Directive of 18 December 1989 on a solvency ratio for credit institutions (89/647/EEC). 
This Directive is supplemented by the Council Directive 93/6/EEC of 15 March 1993 on the capital 
adequacy of investments firms and credit institutions. This latter Directive should be operational by 1 
January 1996 and is known as the Capital Adequacy Directive. 
21 The Solvency Ratio Directive, Article 6 and Article 10, Paragraph 1, respectively. It should be 
noted that the Bank of England and the BSC retain the discretion of setting higher requirements on a 
case-by-case basis. 
22 There is no harmonised EU regulation for liquidity. Regulation of liquidity is the responsibility of 
each member State. See Second Council Directive of 15 December 1989 on the coordination of laws, 
regulations and administrative procedures relating to the taking up and the pursuit of the business 

of credit institution and amending Directive 77/780/EEC, (89/646/EEC), Article 14, Paragraph 2. 
23 There are no generally applicable liquid asset ratios. 
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These have to be submitted to the BSC and there is no minimum required level of 

liquid assets. 24 

If the regulation of solvency and of liquidity is to a large extent similar for banks and 

building societies, the operational environment of building societies is more regulated 

than for banks. Competition between these institutions started in the early 1980s. 

When direct monetary controls were removed in 1980 and 1981, retail banks entered 

the mortgage market on a large scale starting the competition with building societies 

for personal customers. 25 In 1981, building societies obtained the permission to raise 

wholesale funds allowing them to diversify their sources of funding and to compete on 

more equal terms with retail banks. 26 Even if the main activity of building societies is 

mortgage lending and related deposit-taking, the Building Societies Act allows them 

to undertake banking and non-banking activities such as payment services, unsecured 

loans and fund management. 27 However, building societies must supply these financial 

services as mutual organisations. Should they wish to undertake activities not 

specified in the Building Societies Act, they have the option to demutualise and 

become publicly quoted banks. 28 In this respect, the Banking Act does not require 

24 However, the Building Societies Act stipulates that aggregate liquid assets must not exceed one 
third of a society's total assets. 
25 Goodhart (1984) reported that UK authorities attempted to control monetary supply through 
pressure on short-term interest rates and by the use of direct controls on bank lending. The direct 
controls were abandoned because bank lending proved difficult to control over the operationally 
relevant time period. Important reasons for this were the slow reaction and the difficulties to forecast 
the effects of the control measures. At the time, corporate and sovereign lending had been more 
lucrative than mortgage lending. However, the general deterioration of the economic environment 
made the mortgage market more attractive. 
26 Building societies are allowed to fund themselves only up to 40% of total outstanding deposit 
liabilities. 
27 The Building Societies Act initially required that 90% of building society assets should be 
mortgages. This limit was subsequently lowered to 75%. 
28 The Building Societies Act has the unusual characteristic that every activity which is not 
specifically listed is prohibited. To this day, only one building society has completed a 
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banks to be mutual or stock organisations. In practice, all banks authorised in the UK 

are stock organisations with few exceptions. 29 Nothing in the Banking Act prevents a 

new bank from being incorporated as a mutual organisation or an existing bank to 

mutualise. The Act is silent on this issue suggesting that should such a case occur, the 

Bank of England would retain a large discretionary power. 

Thus, building societies and retail banks supply increasingly similar financial services. 

Miles (1994) collected evidence suggesting that building societies had lower expenses 

and higher post-tax profits than the four major clearing banks. 30 Documentation of 

UBS (1994) was consistent with this evidence. Building societies appear to have 

managed this competitive evolution more efficiently. 

3. Theoretical Framework 

In Valnek (1996), we analysed the comparative performance of mutual and stock 

long-term insurance companies. We based our analysis on Demsetz (1983). In his 

view, ownership concentration has no consequence on firm performance. Monitoring 

costs related to ownership concentration should be treated as any other operating cost 

of the firm. If the ownership structure of the firm is an endogenous outcome of a 

competitive selection where cost advantages and disadvantages are balanced to create 

an equilibrium organisation, cost advantages of high monitoring will be taken out by 

demutualisation and become a publicly quoted bank, namely Abbey National in 1989. See Section 5 
for further details. 
29 To the best of our knowledge, the only mutual bank in the UK is the Airdrie Savings Bank. This is 
a savings bank and is not classified as retail bank by the Bank of England. Some 
investment/merchant banks are partnerships. 
30 The four major UK clearing banks are Barclays Bank, Lloyds Bank, Midland Bank and National 
Westminster Bank. 
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related cost disadvantages, and vice versa. By analogy to Demsetz, we investigated if 

the (dis-) advantages of being mutual or stock long-term insurance company 

influenced firm performance. Consistently with Demsetz (1983) and the results of 

Demsetz & Lehn (1985), we did not find a significant relationship between 

performance and organisational form. 31 These results suggest that within each 

organisational form, organisation specific benefits appear to be balanced against 

organisation specific costs. 

We shall base our analysis on the different benefits and costs of the stock and of the 

mutual organisational forms. In this respect, stock organisations have several 

recognised benefits to implement owners' utility maximisation. Managers of stock 

organisations can be compensated with equity of their organisations. Agency costs 

(e. g., lower firm value) can thus be reduced by managerial share ownership as first 

suggested by Jensen & Meckling (1976). The results of Morck et al. (1988) and 

McConnel & Servaes (1990) support partially this hypothesis. According to their 

results, there is a positive relationship between the market valuation of the firm 

measured by Tobin's Q and segments of managerial share ownership fractions. 

Managerial share ownership is a control mechanism in the sense that managers bear 

the full impact of their decisions on their personal wealth. Furthermore, ownership in 

stock organisations can be concentrated and a large shareholder can implement his 

decisions through the existence of the one share-one vote rule. 32 As argued by 

Shleifer & Vishny (1986), a shareholder will only monitor managers if he is so large 

31 We measured performance by the risk-adjusted return on the surplus available for distribution to 
policyholders. 
32 See Grossman & Hart (1988) for an analysis of the optimality of the one share-one vote rule. 
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that the benefits of increased monitoring will exceed its costs. Moreover, the 

performance of managers of stock organisations can be continuously monitored 

through the information in the publicly traded common stock. Inefficient managers of 

stock organisations may be disciplined by the market for corporate control, as first 

suggested by Manne (1965). Jensen & Ruback (1983) support this hypothesis. In their 

review article, Jensen & Ruback report positive abnormal stock price changes of 

target firms associated with successful take-overs. 33 

Moreover, Fama & Jensen (1983a, 1983b) argue that the residual claim of stock 

organisations, common stock, makes this organisation more suitable to handle risk. 

They argue that stock organisations should be more involved in business activities 

requiring organisation specific assets that are expensive to trade and generate more 

uncertain future cash flows. These uncertain cash flows generated by these activities 

can be priced through the pricing of common stock. Thus if stock organisations are 

associated with riskier activities, they should also have the benefit of higher returns. 

Because of their better potential to engage in risky activities and the previous control 

mechanisms, the conventional wisdom is that stock organisations are more likely to 

outperform other types of organisations such as mutual organisations. 

However, mutual organisations, even if they forego the benefits of stock 

organisations, have their organisation specific benefits. These benefits are analysed by 

Fama & Jensen (1983a, 1983b), Mayers & Smith (1988) and Hart & Moore (1995). 

Fama & Jensen (1983a, 1983b) base their analysis on the characteristics of residual 

33 The abnormal stock price changes vary with the take-over technique. Jensen & Ruback report a 
30% positive change for tender offers, 20% for mergers and for 8% in proxy contests. 
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claims of mutual and stock organisations. They note that the residual claim of mutual 

organisations is redeemable. In their view, redeemability of residual claims may be a 

major benefit of mutual organisations. A redemption is a partial liquidation of the firm 

as it amounts to withdrawing resources from management. In Fama & Jensen's view, 

the threat of redeemability has a disciplinary effect. This threat forces managers to act 

in the interest of depositors, e. g., by avoiding value reducing investments. If the 

investment policy is efficient, redemption will not occur. This avoids partial 

liquidation. 

In their analysis of insurance companies, Mayers & Smith (1988) note that one benefit 

of mutual insurance companies is the merger of the owner and of the policyholder 

functions. They argue that the longer the contractual arrangements between the 

insurance company and the policyholders, the larger are the incentives for an external 

shareholder (owner) to expropriate policyholders. As previously noted, Mayers & 

Smith (1981) and Rasmusen (1988) recognised that policyholders and depositors, 

respectively, face similar incentives to debtholders. By analogy, the merger of the 

owner and of the depositor functions eludes building societies from costs related to 

agency conflicts between owners and depositors. 

Consequently to the merger of the owner and of the depositor functions, one potential 

benefit of mutual organisations is that their managers have fewer incentives to enter 

risky projects than managers of stock organisations. This is pointed out by Rasmusen 

(1988). He argues that stock banks should be associated with riskier activities than 
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mutual banks. 34 As managers of mutual banks cannot own the net assets of their 

organisation, they cannot fully benefit from an increased variability of returns. Thus, 

risky investments attract less managers of mutual banks than managers of stock 

banks. 35 Rasmusen assumes that managers of mutual banks are not subject to any 

external controls and are therefore safe from being fired. Then, managers can only 

lose their perks by following a risky policy that could bankrupt the bank. 36 Therefore, 

depositors can trust managers of mutual banks to make safe investments. If depositors 

realise that mutual banks will take less risk than stock banks, Rasmusen argues that 

more risk-averse depositors will open accounts with mutual banks. This is an 

advantage of mutual banks because risk-averse depositors will not incur any 

monitoring costs. On the other hand, they may forego higher expected returns. 37 

Furthermore, as another consequence of the merger of the owner and of the depositor 

functions, mutual organisations can in principle not issue externally held equity 

34 gasmusen's analysis concerns mutual and stock banks in general, i. e., deposit-taking institutions. 
35 The merger of the owner and of the depositor functions also removes the "asset substitution effect" 
as described by Harris & Raviv (1991). Because of limited liability, equityholders in stock 
organisations have incentives to enter risky projects. Bankruptcy costs are borne by debtholders, i. e., 
depositors. If this behaviour exists, the gain in equity value captured at the expense of debtholders 
has to exceed the loss in equity value due to poor investment performance. However if depositors 
correctly anticipate this behaviour, deposits will be more expensive. Thus, the cost of investing in 
value-decreasing projects financed by deposits is borne by equityholders, who originate the deposit- 
taking business. This is an agency cost of debt financing that mutual organisations avoid. 
36 Rasmusen defines perk to be the difference between a manager's compensation and his market 
wage. The compensation is not necessarily pecuniary only. 
37 Rasmusen points out that this advantage of mutual banks disappears when deposit insurance is 
introduced. With their deposits insured, depositors lose the incentive to monitor the bank whether 
mutual or stock In the UK, depositors in both banks and building societies are protected by separate 
deposit protection schemes. The scheme for bank depositors is financed by a levy on all authorised 
institutions, set in relation to the size of their deposit balances. It covers the first 75% of all sterling 
deposits up to £20,000 made with an institution's UK office. The scheme for building society 
depositors is not funded. It covers the first 90% up to a ceiling of £20,000 made in a building society. 
Thus, the maximum compensation for bank account holders is £15,000 and £18,000 for building 
society account holders. As a comparison, deposit insurance in the US covers deposits up to 
$100,000. As the scheme for building societies is not funded, depositors still have an incentive to 
monitor mutual building societies. Indeed, they could incur substantial losses due to ex post 
negotiations over the funding of their compensation in the event of a bankruptcy. 
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capital. Thus, mutual organisations such as building societies operate under capital 

rationing. In contrast, stock retail banks may finance growth by issuing equity. Thus, 

they may potentially fund a wider variety projects than building societies. Indeed, 

because of capital rationing, mutual building societies will only fund projects with the 

highest net present values. On their part, stock banks will potentially fund any project 

whose marginal rate of return is higher than their cost of capital. This may be an 

advantage to mutual building societies as they may avoid low performance projects. 

In another line of argument, Hart & Moore (1995) analyse the efficiency of stock 

exchanges operated with an outside owner (stock organisation) and as co-operative 

(mutual organisation). They assume that the outside owner sets trading prices to 

maximise his profits. The owner-customers of the co-operative will set comparatively 

lower prices than the outside owner because they have to consider two effects: 

shareholding (dividends) and trading (consumption). A higher price will yield higher 

dividends but lower consumption. Thus, lower consumption possibilities partially 

offset their motive to maximise profits. Hart & Moore argue that outside ownership 

will become more efficient than co-operative ownership as the exchange faces more 

competition and/or as membership becomes more skewed (the preferences of the 

median member are not equal to those of the average member). Competition gives an 

outside owner incentives to lower price and/or to match the quality level of the 

provided service to the competitors' level. This will not occur with co-operative 

ownership because of the existence of the previously described two opposite effects. 

Under co-operative ownership, decision power rests with the pivotal (median) 

member. The less skewed the distribution of membership, the more likely are the 
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decisions to be efficient. 38 These arguments suggest that mutual organisations are 

more likely to have a homogenous clientele. As small personal and large corporate 

customers have most probably different preferences, this is another benefit of mutual 

organisations: they avoid costs related to conflicts between different groups of a 

heterogeneous clientele. However in this case, mutual organisations may forego the 

benefits of competition. 

Thus, the arguments of Mayers & Smith (1988) and of Hart & Moore (1995) suggest 

that mutual building societies may have benefits over stock-retail banks. By the 

arguments of Mayers & Smith, they avoid costs related to conflicts between different 

classes of claimholders (depositors and owners). Then, they avoid conflicts within the 

remaining class of claimholders (depositors) because of their homogenous clientele 

[Hart & Moore]. However, these benefits of mutual organisations stem from the 

specific characteristics of their residual claims and from their specific capital structure, 

excluding them from the benefits of stock organisations. 

O'Hara (1981) analysed operational differences between mutual and stock S&Ls in 

the US. 39 One central element of her analysis is that stock associations are under the 

control of outside owners. In her view, it is therefore reasonable to assume that 

management acts as to maximise shareholders' (owners') utility. O'Hara does not 

recognise any control mechanisms of managers in mutual associations guaranteeing 

38 For instance, if membership is skewed towards small traders, decisions will be taken relatively 
more in accordance with the preferences of small traders rather than large traders. Small traders will 
be interested in extracting rent from the large members, because the smaller the trader, the smaller 
will the consumption effect be comparatively to the shareholding effect. 
39 In the US, mutual and stock S&Ls compete in the same market, but are not necessarily governed 
by the same regulation. 
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the implementation of the utility maximisation of owners. Thus, managers of mutual 

associations can operate these associations for their own benefit rather than for the 

benefit of their owners. This does not lead to profit-maximising behaviour. If 

managers receive utility from other non-income factors, they will pursue profit- 

maximisation only to the point where the utility of profit-maximisation is equal to the 

utility of the other non-income factors. More specifically, as managers of mutual 

organisations cannot own the net assets of their organisations, they may have 

incentives to extract profitability through expenses to maximise their own utility. 

Therefore, O'Hara argues that mutual associations should have higher expenses and 

lower profitability than stock associations. 

The results of O'Hara (1981) supported to a large extent her hypotheses on the 

superior performance of stock S&Ls. As suggested by O'Hara, one important opinion 

is that managers of stock S&Ls are more likely to implement profit-maximising 

behaviour than managers of mutual S&Ls . who are more likely to operate the 

association for their own benefit. Several analyses of mutual and stock S&Ls have 

been carried with "expense-preference theory" as standpoint. 40 In this framework, 

managers maximise utility through the pursuit of non-profit-maximising policies, e. g., 

high personnel expenditures. Verbrugge & Jahera (1981) found support for expense- 

preference behaviour. According to their results, mutual S&Ls have higher personnel 

expenses. 41 Using a similar approach, Blair & Placone (1988) did not find any support 

for expense-preference behaviour. 42 However, these results were derived using a test 

40 "Expense-preference theory" was originally formulated by Williamson (1963). 
41 Verbrugge & Jahera also found that stock S&Ls have higher returns on assets. 
42 Blair & Placone even found that small stock S&Ls were more likely to have expense preference 
behaviour. It should also be noted that Verbrugge & Jahera used a sample of S&Ls operating in 
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developed by Edwards (1977) assuming the same Cobb-Douglas production 

technology and cost structure for both mutual and stock organisations. Mester (1989) 

examined these assumptions and found that mutual and stock S&Ls do not have the 

same cost structure and have non-Cobb-Douglas production technologies. Having 

estimated different cost structures for mutual and stock S&Ls, Mester (1991) found 

that mutual S&Ls have an inefficient output mix which she attributes to more severe 

agency problems of this organisational form. However, Mester (1993) found the 

reverse result, i. e., that mutual S&Ls are more efficient than stock S&Ls. In her view, 

one important explanation was that Mester (1991) used pre-deregulation data 

whereas Mester (1993) had post-deregulation data of the S&L industry. 43 

The different hypotheses discussed in this Section do not clearly suggest which 

organisational form should prevail. Furthermore, we indicated that the results 

regarding US mutual and stock S&Ls seem to be inconclusive and depend at least to 

some extent on regulatory frameworks and the sampling period. We are examining the 

case of UK banks and building societies. Given the previous discussion, we shall not 

formulate a hypothesis on a prevailing organisational form. Instead, we are going to 

conduct our analysis and interpret our results in line with the benefits of the 

organisational form that prevails. 

California between 1974 and 1976 whereas Blair & Placone used a sample of S&Ls operating 
throughout the US between 1977 and 1982. 
43 There were also differences in samples and methodologies. Mester (1991) estimated translog cost 
functions from a sample of S&Ls operating in California in 1982. Mester (1993) estimated stochastic 
cost frontiers from a sample of S&Ls operating throughout the US in 1991. 
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4. Data 

The data set consists of seven retail banks and the 17 major building societies. The 

sampling period spans from 1983 to 1993. A substantial part of the data set has been 

supplied by the rating agency IBCA. The number of retail banks in the UK is limited. 

Only 11 retail banks were active in the UK during the whole sampling period. 

However, all these institutions did not report all necessary relevant variables for our 

analysis. 44 Thus, we had to reduce the bank sample to seven. The building society 

sample consists of the major building societies. All building societies reported all 

necessary variables for our analysis. Appendix 1 lists the precise definition of all 

variables. 

We use the indicator variable STATUS, to indicate whether institution i is a stock 

bank or a mutual building society. If the institution is a stock bank, this variable takes 

the value 0. It takes the value 1 if the institution is a mutual building society. To 

measure performance, we use returns on assets, i. e., all earnings (interest receivable 

and other income) less managerial expenses, but before interest payments, provisions 

to loan loss reserves and taxes. We use this measure on a non-risk-adjusted (ROA; ) 

and risk-adjusted (AROA; ) basis. As benchmark rate, we use the average yearly rate 

of return on the FT Actuaries Index for medium term (five to 10 year) British 

Government securities. We also use returns on assets net of the loan loss reserve 

(non-risk-adjusted, ROPA, , and risk-adjusted, AROA, ). These measures correspond 

as Retail banks with international activities report more detailed information than retail banks whose 
activities are restricted to the UK. The reporting requirements of some foreign regulators may be 
more stringent. This concerns, e. g., banks having issued equity in the US. 
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to the previous ones except that the provisions to loan loss reserves have been 

deducted from the earnings figure in the numerator. 

To analyse potential differences in performance, we compute three other earnings 

measures. The comparison of these measures will not only indicate which 

organisational form appears to dominate, but also the origin of any differences. The 

measures are the following: all earnings after interest payments, i. e., interest 

receivable and other income, less managerial expenses and interest payments, but 

before provisions to loan loss reserves and taxes (ASIA, ); net operating income, i. e., 

AEIA, less provisions to loan loss reserves (NOIA, ); net income, i. e., NOIA; less 

taxes (NIA, ). We take the ratios of the yearly values of these variables to the yearly 

values of assets and average the ratios over the sampling period. In Appendix 2, we 

report the value of these variables with equity as denominator. The last letter A, 

denoting assets as denominator, has been substituted for E, denoting equity as 

denominator. Furthermore, we measure risk exposure by the average of yearly values 

of the ratio of loan loss reserves to assets (BAD; ) and by the average of the yearly 

values of the ratio of the provisions to loan loss reserve to assets (PBAD, ). The first 

measure gives us an indication of the amounts of assets of bad quality. The second 

measure gives us an indication of the cost of the negative outcomes of risk exposure 

as it measures the sums that are allocated to loan loss reserves. We also compute the 

standard deviation for the returns on assets (a, (ROA, ) 
, and Q, (ROPA; ) when loan 

loss reserves have been deducted). 

90 



5. Results 

We start by investigating the relationship between risk- and non-risk-adjusted returns 

on assets, and institutional type. For this purpose, we regress the performance 

variables on STATUS, , the dummy variable for the firm being a bank or a building 

society. The two following models are estimated. The results are presented in Table 1. 

JROA, 
= ßo + ß, STATUS; + e; 

AROA =ßo+ß, STATUS; +e, 

Table 1: Returns on Assets Ias 

Dependent variables ROA, AROA, 

Independent variables 
(p-values) 

Intercept 0.0859 4.0391 
(0.0001) 0.0001 

STATUS, 0.0145 1.0045 
(0.0001) (0.0017) 

RZ (adjusted) 0.6525 0.3375 

F 44.179 12.719 
(0.0001) 0.001 

The parameter estimates of the dummy variable for institutional type, STATUS, 
, are 

significant and positive. These results are consistent with the documentation of Miles 

(1994) and of UBS (1994), and indicate that mutual building societies appear to have 

as The variable STATUS, takes the value 1 if the institution is a building society and the value 0 if 
the institution is a bank. We did the same computations using the average yearly return on the FT 
Actuaries Index for short term (five year) and for long term (more than 15 year) British Government 
securities as benchmark. The results were the same. 
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outperformed stock retail banks. Thus, the hypotheses of Mayers & Smith (1988) and 

Hart & Moore (1995) on the benefits of mutual organisations prevail: the benefits of 

mutual organisations seem to outweigh the benefits of stock organisations. 

As discussed in Section 3, one important characteristic of mutual organisations such 

as building societies is that they only have one class of claimholders. 46 In this case, 

there are no agency costs due to conflicts between depositors and shareholders 

(owners) by analogy to the case of mutual insurance companies as discussed by 

Mayers & Smith (1988). For instance, depositors of building societies cannot be 

expropriated by large cash dividends to external shareholders. Also suggested by Hart 

& Moore (1995), mutual organisations are likely to have a more homogeneous 

clientele than stock organisations. Therefore, mutual building societies also avoid 

costs due to conflicts within their remaining class of claimholders, the owner- 

depositors. Thus, the efficiency losses due to conflicts resulting from different 

incentives and preferences of separate classes of claimholders, and due to conflicts 

within the remaining class of claimholders that mutual building societies potentially 

avoid appear to outweigh the benefits of stock organisations. Furthermore, we also 

noted that the higher performance of building societies may be due to capital 

rationing. However, this potential effect is mitigated by the fact that building societies 

may originate other securities such as subordinated debt and permanent interest 

bearing shares (preference shares) that count as capital. 47 

46 To obtain voting rights, i. e., membership, in a building society, an individual has to hold some 
kind of savings account in the society. These voting members are carry the rather confusing name of 
"shareholders. " 
47 BSA (1992) reports that building societies may increase their capital ratio by up to 50% by issuing 
subordinated debt. BSA states that "this has helped to reduce a constraint that otherwise might have 
existed, in that a society's plan for diversification, in particular through acquisitions, might 
otherwise have been frustrated because of inadequate capital. " At the end of 1991, over 25 societies 
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In view of these arguments and of the result in Table 1 indicating that building 

societies have higher risk-adjusted returns on assets, it may be the case that banks 

have been less compensated for their risk-taking than building societies. Indeed as 

noted in Section 3, one potentially beneficial consequence of the merger of the owner 

and of the depositor functions with respect to risk-taking was that managers of mutual 

organisations were deprived of risk-taking incentives. This may have been a benefit to 

mutual organisations as they potentially avoided adverse effects related to negative 

outcomes of risk. To investigate this issue further, we estimate two other models. 

5R0P4 
= ßa + ß, STATUS; + e; 

AROPA; _ /30 + (3I STATUS, + e; 

The independent variable is the same as previously, i. e., the dummy variable for 

institutional type. The dependent non-risk- (ROPA) and risk-adjusted (AROPA; ) 

variables are net, i. e., the provisions to loan loss reserves have been deducted. We 

present the results in Table 2. 

had raised approximately £2,300m through subordinated debt. By May 1992, eight societies had 
raised almost £500m in permanent interest bearing shares. 
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Table 2: Returns on Assets II48 

Dependent variables ROPA, AROPA, 

Independent variables 
(p-values) 

Intercept 0.0769 3.5101 
0.0001 (00001) 

STATUS, 0.0217 1.0788 
(0.0005) (0.0002) 

R2 (adjusted) 0.8274 0.4435 

F 111.248 19.333 
0.0001 0.0002 

As in Table 1, the parameter estimates of STATUS, 
, the dummy variable for 

institutional type, are significant and positive. Thus, even when the provisions to loan 

loss reserves has been deducted, mutual building societies appear to outperform stock 

retail banks. Furthermore, Table 3 shows the ratios of loan loss reserves to total 

assets, and of provisions to loan losses to the same denominator. In both cases, banks 

have higher ratios. We also report the standard deviations of the returns on assets. 

49 The variable STATUS, takes the value I if the institution is a building society and the value 0 if 
the institution is a bank. We did the same computations using the average yearly return on the FT 
Actuaries Index for short term (five year) and for long term (more than 15 year) British Government 
securities as benchmark. The results were the same. 
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Table 3: Risk Exposure49 

BAD, PBAD, a; (ROA, ) a, (ROPA, ) 

Whole sample p 0.0090 0.0039 0.0157 0.0164 

a 0.0119 0.0036 0.0027 0.0024 

Median 0.0031 0.0022 0.0153 0.0161 

BS µ 0.0025 0.0018 0.01568 0.0168 

0.0011 0.0009 0.0027 0.0026 

Median 0.0023 0.0016 0.0153 0.0163 

Banks µ 0.0247 0.0089 0.01572 0.0154 

a 0.0115 0.0022 0.0029 0.0017 

Median 0.0194 0.0083 0.0140 0.0158 

t test 
(p-values) 

5.0986 
(0.0022) 

8.4171 
(0.0001) 

0.0339 
(0.9736) - 1.4879 

(0.1550) 

Wilcoxon test 
(p-values) 

3.7471 
(0.0002) 

3.7471 
(0.0002) 

0.0000 
(0.9999) - 0.9527 

(0.3408) 

The results in Table 3 suggest that banks have been more affected by negative 

outcomes of risk. Their loan loss reserves are larger than those of building societies, 

and they make higher provisions to loan loss reserves. As reserves are built up over 

long periods of time, the result that banks have higher reserves for loan losses 

suggests that they have been affected by negative outcomes of risk for a long time. 

That banks make higher provisions to their loan loss reserves indicates that they still 

are more exposed to negative outcomes of risk. However, the equality of the standard 

49 The sample consists of 24 institutions, comprising seven banks and 17 building societies. 
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deviations of the returns on assets cannot be rejected. Thus, banks and building 

societies appear to engage in activities of similar riskiness. Because of the difference 

in the nature of their activities, banks have been more exposed to negative outcomes 

of risk. Given this and the significant positive parameter estimates of STATUS, in the 

regressions with risk-adjusted returns on assets reported in Table I and in Table 2, 

banks do not appear to have taken undue risk, but rather not to have been 

compensated for their risk-taking. 

The result that building societies have incurred less costs related to negative outcomes 

of risk suggests that the absence of risk-taking incentives may have been a benefit to 

mutual building societies in line with Rasmusen (1988). One risk-taking incentive 

absent in building societies is the asset substitution effect as described by Harris & 

Raviv (1991). The fact that projects undertaken by stock retail banks had poor 

performance may reflect the consequences of the asset substitution effect. 

Equityholders may have had incentives to enter risky investments with positive effects 

on equity only, but bad effects on the firm as a whole, because potential bankruptcy 

costs would have been borne by depositors. S° Thus, the absence of risk-taking 

incentives and the fact that the residual claim of mutual organisations is not suited to 

handle risk [Fama & Jensen (1983a, 1983b)] may have been a contributing factor for 

the higher performance of building societies as it precluded them from entering low 

50 This interpretation is inspired from Hermalin & Wallace (1994). They found that stock S&Ls were 
more efficient and likely to survive when they controlled for lines of business. However, Hermalin & 
Wallace also found that stock S&Ls were more likely to enter lines of business positively correlated 
with insolvency and inefficiency, effectively making them more likely top go bankrupt than mutual 
S&Ls. In their view, this was due to the asset substitution effect. 
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performance projects. 5' Thus, even if the Building Societies Act restricts building 

society activity, the absence of risk-taking incentives [Rasmusen (1988)] and the 

characteristics of residual claims [Fama & Jensen (1983a, 1983b)] suggest that 

building societies would not have entered risky projects even if they could. 52 

The importance of the costs of the negative outcomes of risk-taking can be seen in 

Table 4. Returns on assets, ROA, , 
i. e., all earnings before interest payments, 

provisions to loan losses and taxes, are higher for building societies than for banks. 53 

Once interest payments have been made (AEIA, ), banks have higher earnings. 54 But 

when provisions to loan loss reserves are accounted for, building societies have higher 

51 It should be noted that the capital rationing argument is mitigated by the fact that building 
societies may issue preference shares accountable as capital for capital adequacy purposes. 
52 In Footnote 25, we observed that banks entered the mortgage market only when corporate and 
sovereign lending deteriorated. Also, Goacher (1993) documented and analysed the evolution of 
retail banks. In his view, the slowdown of UK and Western economies meant that there were fewer 
opportunities to expand low risk corporate lending business. Many companies withdrew from debt 
financed capital investment projects, instead wishing to strengthen their financial position. Banks 
were approached because of cash flow problems effectively forcing them into distress lending. The 
results from Table 3 that banks have higher costs related to risk-taking indicates that these lending 
opportunities were not profitable, at least over the sampling period. But, the effects of 
disintermediation should also be recognised. An easier access to capital markets for corporate 
borrowers and large investors allowed raising funds outside traditional banking channels. The high 
degree of competition on capital markets reduced the cost of raising funds and made available new 
products. Banks improved their service to corporate customers, but these improvements were limited 
by the high credit rating of many corporate borrowers. Rose (1992) reported that the Bank for 
International Settlements estimated that in 1986, commercial papers outstanding in the UK 
represented 0.7% of bank credit to non-financial companies. In 1990 this figure was 2.5%. To take 
advantage of this disintermediation trend, many banks acquired firms involved in capital markets. As 
an example, Barclays de Zoete Wedd (BZW) is a subsidiary of Barclays and NatWest Markets is a 
subsidiary of National Westminster Bank. 
53 Building societies also have higher interest rate earnings. The mean of the yearly value of the 
ratios of interest earnings to assets is 0.0875 for the whole sample. The corresponding figure is 
0.0950 for building societies and 0.0691 for banks. The two-tailed t test rejects the null hypothesis of 
equal means with a p-value of 0.000 1, and the two-tailed Wilcoxon test rejects the null hypothesis of 
equal medians with a p-value of 0.0002. 
54 Indeed, our results also indicate that banks have a higher net interest income. The mean of the 
yearly value of the ratios of interest income to assets is 0.0212 for the whole sample. The 
corresponding figure is 0.0182 for building societies and 0.0286 for banks. The two-tailed t test 
rejects the null hypothesis of equal means with a p-value of 0.0002, and the two-tailed Wilcoxon test 
rejects the null hypothesis of equal medians with a p-value of 0.0002. 
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net operating income (NOIA, ). This is also the case when taxes have been paid as 

their net income is higher ( NIA, ). 55 

Table 4: Earnings and Profitability, Ratios to Total Assets56 

ROA, AEIA, NOIA, NIA, 

Whole sample µ 0.0961 0.0134 0.0095 0.0063 

Q 0.0082 0.0024 0.0025 0.0018 

Median 0.0989 0.0129 0.0095 0.0066 

BS A 0.1004 0.0124 0.0106 0.0072 

a 0.0029 0.0015 0.0017 0.0010 

Median 0.1010 0.0122 0.0101 0.0069 

Banks µ 0.0859 0.0159 0.0069 0.0042 

Q 0.0079 0.0026 0.0023 0.0017 

Median 0.0827 0.0152 0.0073 0.0045 

t test 
(p-values) 

-4.6930 
(0.0026) 

3.4491 
(0.0093) 

-3.7268 
(0.0049) 

-4.1148 (0.0036) 

Wilcoxon test 
(p-values) 

- 3.4296 
(0.0006) 

3.3026 
(0.0010) - 3.3026 

(0.0010) - 3.6201 
(0.0003) 

The results in Table 4 indicate that building societies have higher net operating income 

and net income. These results are not consistent with the results of O'Hara (1981) 

regarding US S&Ls. O'Hara found that stock associations had a superior profitability. 

ss Both banks and building societies are subject to the same corporate tax rates. It should be noted 
that both institutions currently pay interest to individual depositors net of the basic tax rate. See BSA 
(1992) for further details. 
56 The sample consists of 24 institutions, comprising seven banks and 17 building societies. 
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In her view, one important explanation was that the disciplinary effects of the 

managerial job market as discussed by Fama (1980) were not effective for two 

reasons. First, US S&Ls had an interest rate ceiling on deposits, effectively precluding 

competition for deposits. Second, managers of mutual S&Ls were safe from take- 

overs. The situation among UK building societies is different. There is currently no 

interest rate ceiling, and as previously noted, numerous mergers and acquisitions have 

occurred among building societies. 57 

Because of this merger and acquisition activity, building society managers may have 

been exposed to a more competitive environment than bank managers. The number of 

building societies has decreased sharply in recent years whereas the number of banks 

classified as retail banks has remained comparatively stable. 58 The report Key Note 

(1994) projects that by the year 2005, fewer than 40 independent building societies 

will remain. Important reasons for this decline are the current low demand for 

mortgages and the fact that home ownership is close to its saturation point. According 

to the Key Note report, 67.5% of the UK population owns or is in the process of 

purchasing a home. Key Note reported that Halifax Building Society forecasts that 

this figure will grow to 75% by 1999. In such a market, new business is largely in 

second and replacement mortgages and gains are most likely to come from economies 

of scale, i. e., mergers and acquisitions. 

57 In Section 2, we noted that an interest rate cartel among building societies previously existed. 
58 In 1970, there were 481 building societies. This number diminished to 206 in 1983, to 122 in 
1987 and to 83 in 1993. This evolution is mostly due to mergers and acquisitions. As noted in 
Section 4, only 11 banks have been active all years between 1983 and 1993. The largest recent take- 
over of a bank was Hong Kong Shanghai Banking Corporation's (HSBC) take-over of Midland Bank 
in July 1992. 
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However, there is little support for the view that the market for corporate control 

enhances the performance of building societies. Barnes (1985) examined gains from 

mergers among building societies. He found that building societies created through 

mergers had higher unit costs than the pre-merger independent building societies. 

Moreover, the results of Hardwick (1989) were inconclusive. He found that only 

small building societies may achieve economies of scale, either through internal 

growth or mergers. Larger building societies did not achieve economies of scale, and 

the largest even showed tendencies to diseconomies of scale. More recently, 

Thompson (1995) found that a major characteristic of acquired building societies was 

not profitability as compared to an industry average, but loss-making. In his view, this 

suggested that the market for corporate control was driven by regulators who 

encouraged the acquisition of loss-making institutions to avoid further inefficiencies 

due to bankruptcies. 59 Yet, even if the main function of this market for corporate 

control is the exclusion of loss-making institutions from the industry, the disciplinary 

effects of this market should not be discounted. As poorly performing organisations 

disappear, the market for corporate control among building societies may be a 

disciplinary mechanism in the long run. 60 Because of their friendly character, 

59 Moreover, Thompson (1995) suggests that building society mergers have a friendly character in 
the sense that they require the participation of the incumbent management. In Thompson's view, the 
absence of ownership concentration and of secondary markets for the residual claims of building 
societies contributes to prevent hostile take-overs. Participation of the incumbent management is 
required, e. g., to send out information about a proposed merger to the building society's members. 
See BSA (1992) for further details. 
60 In Section 3, we reported that Mester (1991) found that stock S&Ls were more efficient than 
mutual S&Ls, whereas Mester (1993) found the opposite result. Her first sample was pre- 
deregulation and her second sample was post-deregulation of the US S&L industry. Mester suggested 
that the increased competition resulting from deregulation meant that managers of mutual S&Ls had 
fewer incentives to take out high private benefits. In the limit, high private benefits increase the 
probability of bankruptcy and the consequent loss of managerial job opportunities. Mester (1993) 
suggested that this result may also be explained by the fact that inefficient mutual S&Ls ceased their 
activities. Mester (1993) suggested that this evolution meant that the benefits from remaining a 
mutual organisation was reduced potentially emphasising the benefits of demutualisation. Mester 
reported that 550 demutualisations had occurred since 1980. A demutualisation is the more attractive 

100 



inefficient managers may not lose their jobs in the immediate aftermath of mergers or 

acquisitions. However, fewer building societies equates to fewer managerial job 

opportunities. Over a longer time span, current inefficient managers will be replaced. 

In this sense, the arguments of Fama (1980) on the disciplinary effects of the 

managerial job market may apply. 

Our results taken together suggest that mutual building societies have outperformed 

stock retail banks. In view of this, we would expect at least some banks to mutualise. 

Even if banks are allowed to be mutual organisations, the analysis of Fama & Jensen 

(1983a, 1983b) suggests that the stock organisational form is the better organisation 

for banks. As discussed in Section 3, Fama & Jensen noted that the residual claim of 

mutual organisations is redeemable and consequently is not tradable. Thus, the pricing 

of risk on secondary markets is not possible with this residual claim. More 

specifically, Fama & Jensen (1983b) note that an important part of retail (commercial) 

banking is the provision of transaction services. 61 Predetermined internal pricing rules 

of redeemable residual claims cannot exactly price the uncertain net cash flows 

generated by transaction services. If depositors do not hold residual claims on net 

cash flows from these services, redemption of deposits does not require 

predetermined pricing rules for these cash flows. In stock retail banks, the rights to 

residual net cash flows are assigned to common stock. The tradability of common 

stock allows the development of a secondary market. Then, these uncertain future net 

cash flows are priced through the pricing of common stock. Thus should a bank 

as Masulis (1987) reported that managers of mutual S&Ls generally realise large wealth gains from 
initial public offerings of the equity of their demutualised S&Ls. 
61 According to the documentation of UBS (1994), the same type of behaviour applies to UK retail 
banks. 
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mutualise, it would probably lose customers because of an inefficient pricing of 

transaction services. 

Hart & Moore (1995) suggest that mutual organisations need more homogenous 

clienteles than stock organisations to be efficient. UK stock retail banks have both 

corporate and personal customers. Given the analysis of Hart & Moore, banks are 

likely to be more efficient if they are stock organisations. Their clientele consists of 

larger corporate and of smaller personal customers. It can therefore be considered as 

skewed. Accordingly, should a retail bank mutualise, it would lose some customers 

because a mutual organisation is less efficient in servicing a heterogeneous clientele. 

This argument suggests that a mutualised bank would converge to servicing one 

homogenous clientele for specific purposes, such as building societies which service 

personal customers mainly for the provision of mortgage loans and related savings 

products. 62 Conversely, a demutualised building society would converge to banking 

type of activity. 63 

62 This predicted behaviour is supported by the documentation of UBS (1994). UBS documented the 
new activities of 20 major building societies as authorised by the Building Societies Act 1986. Out of 
these 20 societies, 10 offered cheque books with guarantee cards and only four offered debit cards. 
Out of the 10 offering cheque books, only one (Nationwide Building Society) stood for the entire 
processing of cheques. The nine others had the clearing processed by retail banks. Out of the same 
group, 17 societies offered unsecured loans. However, only six offered unsecured loans with own 
money. The remaining 11 offered this service with other institutions' funds. Thus, even though 
building societies may offer banking type of services, many societies choose not to do so. 
63 To this date only one building society has demutualised, namely Abbey National. This operation 
took place in 1989. Today, Abbey National offers a full range of banking services such as payment 
services and unsecured loans. In this respect, it also interesting to consider the Trustee Savings 
Banks (TSB). This banking group was gradually formed by the association and/or amalgamations of 
independent savings banks throughout the UK. On 21 March 1965, TSB obtained the authorisation 
to open cheque accounts. This was the start of the diversification of a business that was previously 
restricted to savings. This diversification move included both commercial and mortgage loans and 
was enhanced by the competition of retail banks and building societies. After lengthy discussions on 
the organisation of TSB, the TSB Bill was published on 20 November 1975 ending up in the 
flotation of the whole group on 10 October 1986. Today, TSB is classified as retail bank by the Bank 
of England. See Moss & Russell (1994) for further details. 
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Furthermore, we indicated that the UK mortgage market was close to saturation. 

Also, Llewellyn (1993) suggests that the low performance of banks is temporary. 

Llewellyn reports that the post-tax profits of the four major UK clearing banks 

decreased from £2,875m in 1988 to £764m in 1991. He analyses this evolution in 

terms of "stock-adjustment" factors. These factors represent the process through 

which financial institutions and borrowers adjust the structure of their portfolios to a 

new equilibrium following some identifiable shocks. 64 Such shocks can alter an 

existing equilibrium. Llewellyn points out that these shocks have repercussions until a 

new portfolio equilibrium has been attained. During this adjustment period, their 

impact may be substantial. Thus, Llewellyn argues that the current low profitability of 

banks is temporary because they have not yet adjusted to a new equilibrium. In this 

context, banks remain stock organisations because the cost of foregoing future 

growth opportunities by becoming mutual organisations exceeds the cost of a 

temporary low performance. 

Instead, building societies tend to demutualise to become banks. To this date, only 

one building society has effectively become a publicly quoted bank, namely Abbey 

National plc. 65 The most recent proposed demutualisations and conversions to 

publicly quoted banks are those of Woolwich Building Society and of Northern Rock 

Building Society. 66 Other major demutualisations of building societies have included 

64 As identifiable shocks, Llewellyn cites, e. g., the entry of building societies into the wholesale 
funding market as a shock to the financial system and, e. g., the sales of local authority houses as a 
shock to the personal sector. 
65 Abbey National demutualised and became a publicly quoted bank in 1989. See also Footnote 63. 
66 See Financial Times dated 12 January 1996 and 4 April 1996 respectively. 
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take-overs of building societies by banks. This was the recent case of Lloyds Bank's 

take-over of Cheltenham & Gloucester Building Society. The most recent bid for a 

building society is the demutualised Abbey National's friendly £1.35bn bid for 

National & Provincial Building Society. 67 That stock banks take over mutual building 

societies and that building societies demutualise to become publicly quoted banks 

strengthens the argument that banks have access to more growth opportunities in the 

long run. That is the cost of losing foregoing growth opportunities through a 

mutualisation exceeds the cost of a temporary low performance. 

In this section, our results suggested that mutual building societies have outperformed 

stock retail banks. We found that building societies had higher returns on assets, net 

operating income and net income. The benefits of mutual organisations as suggested 

by Mayers & Smith (1988) and Hart & Moore (1995) appear to have outweighed the 

benefits of stock organisations. These benefits stemmed from the absence of the 

owner-depositor conflict [Mayers & Smith (1988)] and from the homogeneity of their 

clientele [Hart & Moore (1995)]. One important explanation was that banks had been 

more affected by negative realisations of risk. This was due to another consequence of 

the merger of the owner and of the depositor functions. In this situation, Rasmusen 

(1988) noted that managers of building societies are deprived of an important risk- 

taking incentive as they cannot own the net assets of their organisation. We also 

indicated that the numerous mergers and acquisitions among building societies had 

provided a disciplining mechanism of building society managers. The superior 

profitability of mutual building societies may give stock retail banks an incentive to 

67 See Financial Times dated 11 July 1995. 
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mutualise. However, the arguments of Fama & Jensen (1983b) suggested that the 

stock organisation is the better organisation for banks. But, Llewellyn (1993) 

suggested that the low performance of banks was temporary. In our view, this was the 

most important fact explaining why banks remain stock organisations. The cost of 

losing a part of their clientele subsequently to a demutualisation, i. e., the cost of 

foregoing future growth opportunities, may exceed the cost of a temporary low 

performance. 

6. Conclusion 

Nicols (1967) concluded that "mutuality is an euphemism which has effectively 

shielded powerful monopolistic forces from the public scrutiny. " However, we have 

provided evidence that mutual building societies have outperformed stock retail banks 

during the sampling period. 

In our view, the higher performance of building societies stemmed essentially from the 

benefits of the mutual organisational form. The benefits of mutual organisations as 

discussed by Mayers & Smith (1988) and Hart & Moore (1995) appear to have 

outweighed the benefits of stock organisations. The arguments of Mayers & Smith 

(1988) indicated that an important benefit of mutual organisations was the merger of 

the ownership and of the depositor functions. Hence, mutual building societies avoid 

costs due to agency conflicts between owners and depositors. Hart & Moore (1995) 

argued that mutual organisations are comparatively more efficient with a homogenous 
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clientele. This was an additional benefit to building societies as they avoid potential 

conflicts within their single group of claimholders, the owner-depositors. 

One important explanation was related to risk exposure as banks had been more 

exposed to negative outcomes of risk than building societies. In this respect, one 

important benefit of mutual organisations appeared to be the lack of risk-taking 

incentives. Rasmusen (1988) argued that managers of mutual banks have fewer 

incentives to enter risky projects than managers of stock banks. As a consequence of 

the merger of the owner and of the depositor functions in mutual organisations, they 

cannot own the net assets of their organisation. Therefore they cannot fully benefit 

from an increased variability of returns and an important risk-taking incentive is taken 

away. 

Another potential explanation for the higher performance of building societies was 

that they had been more exposed to merger and acquisition activity than banks. The 

number of building societies had significantly decreased over recent years through 

mergers and acquisitions, whereas the number of retail banks has remained more 

stable. Thompson (1995) found that one important characteristic of target building 

societies was not low profitability but loss-making. In his view, mergers and 

acquisitions among building societies were essentially driven by regulators wishing to 

remove loss-making institutions from the industry. This merger and acquisition 

activity may have has a disciplinary effect on building society managers. Fewer 

building societies equates to fewer managerial job opportunities. In the long run, 
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current inefficient managers will be replaced. In this sense, the arguments of Fama 

(1980) on the disciplinary effects of the managerial job market may apply. 

As our results indicated that building societies are more profitable, we would expect 

at least some banks to mutualise. However, we argued that the stock organisation is 

the better organisation for banks. By the arguments of Fama & Jensen (1983b), a 

mutualised bank would lose customers because of inefficient pricing of transaction 

services. The arguments of Hart & Moore (1995) suggest that a mutualised bank 

would lose customers because they are inefficient in servicing a heterogeneous 

clientele. Indeed, we also reported that the mortgage market was close to saturation. 

Thus, banks do not have incentives to mutualise because they would forego future 

growth opportunities. Furthermore, Llewellyn (1993) suggested that current state of 

low profitability of banks may be temporary. Banks thus remain stock organisations 

because the cost of foregoing future growth opportunities, i. e., the cost of mutualising 

and'thereby losing a part of their clientele exceeds the cost of a temporary state of low 

profitability. Instead, building societies are in the process of demutualising. 
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Appendix 1: Definition of Variables 

STATUS, Indicator variable: takes the value 0 if the institution is a stock bank, 

and the value 1 if the institution is a mutual building society. 

ROA, The mean return on assets: the mean of the yearly values of the ratios of 

all earnings to assets. All earnings are interest receivable and other 

income less managerial expenses but before interest payments, 

provisions to loan loss reserves and taxes ( AEA; ): 

ROA, 
93 A 17 

=1 I t, 
T t=83 Assets,; 

a, (ROA, ) The standard deviation of ROA; : 

93 

Q; (ROA, ) =1 (ROA;; 
- ROA; )2 

7 -1 t=83 

where ROA, are the yearly values of ROA;. 

ROPA, The mean return on assets net of loan loss reserves: the mean of the 

yearly values of the ratios of all earnings (AE 
,) 

less provisions to loan 

loss reserves, to assets: 

1 93 AE1r - (Provisions to Loan Loss Reserves),, 
ROPA, =-I T t-93 Assets,, 

Qi (ROPA, ) The standard deviation of ROPA, : 

I 93 Z 

a, (ROPA, ) = 7, -1 
(ROPA; 

r- ROPA) 
r=ss 

where ROP4 
t are the yearly values of ROPA,. 
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AROA, The risk-adjusted return on assets: 

AROA, = 
ROA, - bc, 

a, (ROA, ) 

where E is the average yearly rate of return on the FT Actuaries Index 

for medium term (five to 10 year) British Government securities. 

AROPA, Same definition as AROA,, but the value of loan loss reserves has been 

deducted. 

AEIA The mean of the yearly values of the ratios of all earnings net of interest 

payments to assets. That is interest receivable and other income less 

managerial expenses and interest payments, but before provisions to 

loan loss reserves and taxes (AIE,, ): 

1 93 AE, 1 - 
(Interest Payments),, 

AEIA, _- T t=93 Assets,, 

NOIA; The mean of the yearly values of the ratios of net operating income to 

assets. This is the previous variable where provisions for loan loss 

reserves have been deducted from the numerator: 

1 93 AIEH, - (Provisions to Loan Loss Reserves),, 
NOIA; = -I T t-83 Assets,, 

NIA; The mean of the yearly values of the ratios of net income to assets. This 

is the previous variable (NOIA; ), where taxes have been deducted from 

the numerator less taxes: 

1 93 NOIA; - (Taxes),, 
NIA, _ T l=83 Assets,, 
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BAD, 

PBAD, 

The mean of yearly values of the ratios of the loan-loss reserve to 

assets: 

1 93 

BAD, 1: 
Tt=83 

(Loan Loss Reserve),, 

Assets,; 

The mean of the yearly values of the ratios of provisions to the loan loss 

reserve to assets: 

1 93 

PBAD; =-I T t=R3 

(Provisions to the Loan Loss Reserve),, 

Assetst, 

The variables ROE, , AEIE;, NOIE; , and NIE; correspond to ROA, , AEIA, , 

NOIA, and NIA; , respectively, except that the denominator is equity. 
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Appendix 2: Ratios to Equity 

Table 5 corresponds to Table 4 except that the ratios are taken to the value of equity 

and not to assets. 

Table 5: Earnings and Profitability, Ratios to Equity68 

ROE; AEIE; NOTE; NIE, 

Whole sample p 2.0893 0.2889 0.2017 0.1336 

Q 0.2804 0.0523 0.0522 0.0398 

Median 2.0841 0.2738 0.2056 0.1407 

BS µ 2.1923 0.2664 0.2268 0.1538 

6 0.2578 0.0376 0.0318 0.0203 

Median 2.2031 0.2497 0.2261 0.1548 

Banks µ 1.8395 0.3437 0.1409 0.0843 

Q 0.1461 0.0423 0.0406 0.0315 

Median 1.8164 0.3358 0.1549 0.0955 

t test 
(p-values) 

-4.2292 (0.0004) 
4.1944 
(0.0018) - 5.0003 

(0.0007) - 5.3990 
(0.0006) 

Wilcoxon test 
-values 

-2.9215 (0.0035) 
2.9215 
(0.0031) -3.6836 (0.0002) -3.7471 (0.0002) 

As can be seen, these results correspond to those in Table 4. The observations that 

building societies have higher interest earnings but that retail banks have higher net 

69 The sample consists of 24 institutions, comprising seven banks and 17 building societies. See 
Appendix 2 for the corresponding values when the variables are normalised by total assets. 
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interest income (Footnote 53 and Footnote 54) hold in this case as well. The mean of 

the yearly values of the ratios of interest earnings to equity is 1.8988 for the whole 

sample. The corresponding figure is 2.0749 for building societies and 1.4711 for 

banks. The two-tailed t test rejects the null hypothesis of equal means with a p-value 

of 0.0001, and the two-tailed Wilcoxon test rejects the null hypothesis of equal 

medians with ap-value of 0.0003. The mean of the yearly values the ratios of interest 

income to equity is 0.4551 for the whole sample. The corresponding figure is 0.3904 

for building societies and 0.6123 for banks. The two-tailed t test rejects the null 

hypothesis of equal means with ap-value of 0.0002, and the two-tailed Wilcoxon test 

rejects the null hypothesis of equal medians with ap-value of 0.0002. 
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