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ABSTRACT: As nowadays mergers & acquisitions are becoming more and more prevalent, this paper con-
cerns the impact of mergers & acquisition on shareholders’ wealth and efficiency. Choosing mergers & acquisi-
tions events in bank industry, we apply literature analysis to see what previous scholars have found and CAPM
model to calculate their CAR, which reflects the change of shareholders’ values (positive CAR means sharehold-
ers gain positive returns from mergers & acquisitions and vice versa). And finally, we find that bank mergers and
acquisitions do create shareholder wealth for the target bank acquired and that in many cases the acquiring firm’s
shareholders tend to lose out because their ownership in the newly formed bank is severely diluted and the same
is with the efficiency. What’s more, when we take the financial crisis into consideration, mergers are seen to be a
safe haven. Besides that, senior management must be skilled at corporate restructuring within the newly merged
banks for merged banks to survive post-merger activity.
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1 INTRODUCTION

This paper highlights motives for mergers and acqui-
sitions within the banking industry in order to deter-
mine whether it increases the overall wealth of share-
holders and whether a company’s overall efficiency is
improved. Empirical research analysis has been pro-
vided to indicate whether the effect of the Financial
Crises of 2007 has positively caused merger activity to
increase shareholder wealth and company efficiency.

For this paper we will use the definition of mergers
and acquisitions as outlined by Arnold (2013). Mer-
gers are ‘the combining of two business entities under
a common ownership’. The term for mergers and ac-
quisitions is used interchangeably but acquisitions can
be described as the coming together of roughly equal
sized firms on roughly equal terms in which share-
holders remain as joint owners. A takeover on the
other hand is, ‘the process whereby an acquiring firm
makes a bid for a target company’. These terms will
be used interchangeably throughout and will be re-
ferred to as ‘mergers’.

mergers & acquisitions; shareholders’ wealth and efficiency; financial crisis

2 LITERATURE REVIEW

2.1 General empirical view

Many empirical studies suggest that the general view
is that mergers tend to increase shareholder wealth but
decreases efficiency for the target firm. Inversely
shareholder wealth is decreased for an acquiring firm
as an excessive bid premium is paid over the pre-bid
price in order to persuade target shareholders to sell
their shares to the acquiring firm. This being said the
acquiring firm is more likely to see an overall increase
in efficiency. This is largely due to substantial cost
cutting by removing duplicate processes when firms
have merged (Glen Arnold, 2013).

Each bank has a different motive for participating in
merger activity. For example, due to unforeseen eco-
nomic circumstances in 2007 it was seen as a strategic
move for banks to merge so that smaller banks could
operate within the foreseeable future and avoid bank
runs (Sharma, 2009). An example of this is Bear
Stearns Bank acquired by JP Morgan and Chase Co in
2007.
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Table 1.0verview of efficiency study results

Reference (year) Period Sample size Regional Focus Overall Cost Efficiency Profit Efficiency
Shaffer (1993) 1984-1989 20,503 USA Mixed Mixed NA

Fixler and Zieschang (1993) 1986 160 USA Negative Negative NA

Berger and Mester (1997) 1990-1995 NA USA Positive  Positive Positive

Source: EDITED. By Kolaric and Schiereck, 2014

2.2 Bank motives for mergers and acquisitions

Oladipupo and Okafor (2011) explain that increasing
shareholders’ wealth is the fundamental purpose of
mergers and acquisitions. Nonetheless there are many
more motives.

(1) Synergy. Synergy is the most common motive
whereby the value of two firms combined is greater
than one. Synergy amalgamates duplicate costs by
replacing identical processes acquired from the target
firm and can be considered that the merged organiza-
tion could exceed the profits of the original company
by reducing costs or increasing the average income
(Shaver 2000).

(2) Tax benefits. Companies can reduce taxes when
merged. Tax benefits can accrue at both the corporate
and at shareholder levels (Auerbach and Reishus,
1987). For example, acquiring firms can claim back
their earnings losses when used to offset against the
taxable profits from obtaining a target firm (Ghosh, A
2004) and shareholders can benefit by receiving prof-
its when selling their shares during the process of the
merger.

(3) Cost savings. Cost saving motives also drive the
merger activity according to Badik (2007). For exam-
ple, having a diversified production strategy will re-
duce operational costs. This diversification leads to
new sources of cash flow because the merger will by
nature increase and enhance the range of bank prod-
ucts and services available to customers as new mar-
kets are entered.

2.3 Legal restrictions and cross border mergers and
impact on efficiency

Legal restrictions can also impact the efficiency of
banks and limit competition. A country’s characteris-
tic is an important determinant of cross border mer-
gers and acquisition activities. They suggest that cost
inefficient banks are more prone to being cross-border
acquired by foreign firms. Banks which suffer from
geographic limitation will have higher cost efficiency
and lower profit efficiency than other banks according
to Berger and Mester (1997).

Legal restrictions play a key role in the international
merging activity of banks and are becoming a more
common means of accomplishing financial goals. Due
to its success an increasing number of countries are
adopting competition laws (Fugina, 2005) to reduce

the monopolistic effects of mergers on the economy.
Every country has different regulations and legal
frameworks, which could affect the success of merger
and acquisition activities. According to the empirical
research, many mergers and acquisitions are concen-
trated in the United States of America and United
Kingdom (Dilshad, 2013).

2.4 The influence of bank mergers and acquisitions
on shareholder wealth and efficiency

Empirical evidence shows the effect on cost and profit
efficiency.

Table 1 shows the results of many efficiency studies
which links improvement opportunities for banks cost
and profit efficiency. The majority studies focus on
bank’s cost efficiency and show little cost efficiency
improvement from mergers in the 1980s. On average
mergers in the 1980’s show 5% of cost efficiency or
less (Berger and Humphrey, 1992; Rhoades, 1993; and
Peristiani, 1997).

Further studies according to Fixeler and Zieschang
(1993) show that the cost efficiency is negative and
have been deteriorated in the study of 160 mergers in
the period 1986 in the USA. This result might be due
to the methodology that Fixler and Zieschang (1993)
used where they used Tornquist productivity indices to
describe the results of M&A operations. On the other
hand, the studies of Berger and Mester (1997) and
Al-Sharkas et al. (2008) show a positive result in cost
efficiency during 1990-1995. This could be due to
technological advances which lead to improvements in
cost efficiency for the combined entity. In addition to
the study of Shaffer (1993), more than 20,000 hypo-
thetical mergers shows a mixed result in the period of
1984-1989, but there are still some positive results for
smaller bank mergers which achieved significant im-
provements in cost efficiency despite mostly negative
results according to Fixeler and Zieschang (1993).

Aside from the studies above, banks might find it
more difficult to achieve performance -efficiency
through mergers if they cannot diversify into mature
banking markets within developed countries. There-
fore banks tend to be more successful when they deal
in emerging markets as they can diversify the product
range and obtain new potential customers (Kolaric and
Schiereck, 2014).
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3 EMPIRICAL ANALYSIS

3.1 Establishment of Model

Theoretically a successful acquisition will increase
both acquiring and target banks share price. According
to Fama et al. (1969), the shareholder’s wealth in val-
ue change or abnormal return is the excess return of
the expected one. Using the market model (Brown and
Warner, 1985; Fama and French, 1993), the expected
return that can be calculated for shareholder’s wealth
post-merger is:

Re=Rriskfree+p(Rmarket-Rriskfree)

Where R(market) is industry average return on eq-
uity, B is model parameters.

Abnormal return: AR=Rreal-Re

Where Rreal is actually return.

3.2 Specific Analysis

This section of the essay examines a few different
studies with different sample selections and time ho-
rizons using the CAPM model to calculate the
culumative abnormal return (CAR) to reflect the
change of shareholders’ value.

In practice, Finkelstein (2009) states that the CAR
of acquiring shareholder value in 2004 from US
banking M&A cases in the period of 1989-2001 is
-0.003%, which means the investors of acquiring firms
obtain negative returns from M&A deals. This may be
due to moral hazard whereby managers are likely to
pay a higher premium to stimulate a greater operating
efficiency, which may decrease the share value
(Chronopoulos and Girardone, 2012). In addition, the
increase of share value may be offset by the adding of
complex organizational processes or blooming
management cost (Greve, 1999).

However, the studying of Choi et al., (2010) shows
a positive average CAR of acquiring shareholder in
worldwide banking M&A from 1995-2002. The
difference between these two studies indicate that
geographic specialization may lead to a gain or loss
for acquiring banks in M&A. For emerging countries,
acquirers may need to add a high-risk premium to
avoid solvency risk; for industrial countries a restric-
tive legal environment may increase the transaction
cost resulting in a negative CAR (Berger et al., 2000).

For the target banks shareholders, 27 out of 28
event studies suggest that the CAR is poisitive
(Kolaric. and Schiereck, 2014). This is due to higher
market value evalution of the target’s assets and a
higher premium paid for good will of the target, thus
the share wvalue of target company will gain
significantly in the short term when the merger or
acquisition annouced. As for the long term the CAR of
a target bank is positively related to size differences,
potiential asset growth, bidding premium and
complementary product, while negative CAR is

related to a high capital ratio which indicates that
management are not using capital efficiently and the
potential cost increases (Ismail and Davidson, 2007).
Addtionally, according to Chuang (2014), the gain of
share value for a target bank is limited by information
asymmetry. A perceived merger has little effects on
stock market value while a slow market reaction can
contribute to potential stock value increases.

However in the case of a hostile takeover Baradwaj
et al., (1990) point out that a hostile takeover CAR of
30.32% is higher than a non-hostile takeover target
CAR of 14.35% within a 60 day period. Nevertheless
the acquiring bank will receive a value that is no more
negative than the CAR gained from a normal M&A.
This reflects a more positive net wealth effect when
selling the target assets at a lower price, which reduces
the potential gain.

Also, in and post the crisis period, the CAR of bank
merger may not be positive in emerging countries
where the financial market is not fully liberalized.
From Soussa and Wheeler (2006), the bank M&A
show the CAR is not significant from zero in Asia.
And after that, the result becomes negative (-0.41%).
Because banks M&A in and post 1997 in less regulat-
ed banking systems are mainly led by government
(Crouzille et al., 2008), the first priority of banks
M&A is reducing ripple effect of bank bankrupt and
saving the credit of banking sector rather than consid-
ering about CAR.

Overall, studies suggest a positive CAR from 10%
to 15% in target banks and a mixed result for acquir-
ing shareholders. In addition, unusual M&A like hos-
tile buyout and M&A in a crisis may result in a dif-
ferent change in shareholder value.

3.2.1 The Financial Crisis 2007 and empirical
studies and journal evidence to support positive
shareholder efficiency and wealth

The Financial Crises has been the most dramatic fi-

nancial event to occur since the 1929 Great Depres-

sion. In Europe and the United States banks faced an
approximate loss of $4.5 trillion in their market capi-
talization. Merger activity increased after the crisis in

2007 by more than $500bn in order to save banks

from financial ruin. In some cases it was thought that

this was the only option for banks to operate within
the financial market.

(1) Public authorities were obliged to save financial
institutions in order to avoid a colossal breakdown of
the worldwide banking industry. Large banks consid-
ered ‘too big to fail” were aided by government funds
in order to maintain market stability and prevent fur-
ther market collapse.

(2) Bank mergers survived the crisis because many
banks realized that geographical diversification would
increase their services offered and thus introduce new
sources of cash flow. Thus new markets opened up
new sources of cash flow for banks.

(3) An effective way to reflect the valuation of a
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Table 2.0verview of changes in shareholder value from M&A

. . Average CAR
Reference (year) Period Sample Size | Area Acquirer (%) | Target (%) | Combined Unit (%)
Finkelstein (2009) 1989-2001 | 2,204 USA Negative N/A N/A
Choi et al (2010) 1995-2002 | 140 Worldwide | Positive N/A N/A
Kiymaz (2013) 1989-1999 | 207 USA Positive Positive N/A
Baradwaj et al. (1990) | 1980-1987 | 23 USA Positive Positive N/A

Source: EDITED. By Kolaric and Schiereck, 2014

bank is price-to-tangible book value multiple (P/TBV).
As can be seen in Figure 1, in the US, the P/TBV mul-
tiple of large cap bank decreased significantly from
3.34x in 2007 to 1.61x in 2014. The low P/TBV mul-
tiple gives banks a better opportunity to acquire high
value target assets at lower expense, which stimulates
bank M&A. Therefore, it can be seen that the M&A
number and value increase significantly in post crisis
period.

Index: SNLULS.

PTBY
multiples

Year

source: SNL Financial, data as of February 5, 2014

Figure 1. Financial data of P/TBV values from 2007 to 2014

3.2.2 The winners and losers in mergers and
acquisitions

Warren Buffet describes the effect of M&A as ‘a bo-
nanza for the shareholders of the acquirements; they
increase the income and status of the acquirer’s man-
agement; and they are a honey pot for the investment
bankers and other professionals on both sides. But,
alas, they usually reduce the wealth of the acquirer’s
shareholders, often to a substantial extent’ according
to Berkshire Hathaway Annual Report 1995.

An acquiring firm is said to lose out because it must
pay a bid premium in order gain control of the target
company and so its shareholders receive little or no
gain. However the acquiring bank obtains a higher
level of overall efficiency compared to the target bank
because duplicate activities are eliminated according
to Peristian (1997).

Third party winners include advisors, lawyers and
investment bankers. They benefit by charging sub-
stantial fees to the acquiring banks in need of their
professional and legal services in the smooth running
of this business transaction.

3.3 What makes a successful merger and why?

In many cases mergers do not survive the extensive
process. This is caused by differences in corporate
culture and management styles, the excessive bid price
paid, fail to take into account the new and existing
customer base as well as a lack of strategic fit.

In order for mergers to be successful, acquiring
banks must have extensive knowledge on the target
firm and analyze the new markets that they will enter.
Acquiring banks should also be prudent and assess
their financial standing within the current financial
climate before any acquisitions are made. Managers
must make use of effective communication channels
within the merged firm, which will enhance corporate
culture and maximize efficiency.

4 CONCLUSION

There is a great deal of debate as to whether the topic
of mergers and acquisitions creates shareholder value
and increases efficiency in banks post-merger. The
evidence and empirical studies outlined above show
that bank mergers and acquisitions do create share-
holders’ wealth for the target bank acquired and that in
many cases the acquiring firm’s shareholders tend to
lose out because their ownership in the newly formed
bank is severely diluted. However the opposite is true
for efficiency whereby the target bank will lose effi-
ciency when acquired and the acquiring bank will gain
efficiency due to synergy.

After the financial crisis, studies suggest that bank
mergers play a pivotal role on the global financial
system and its stability. The cause of the crisis and the
impact of it have meant that mergers still continue to
increase and that merger activity has increased instead
of decreased. We have come to conclusion that for
many banks to survive the initial period, mergers were
the option of last resort.

The increase directly after the crises shows us that
in order for banks to operate in the best interest of
their clients and avoid a bank run like Northern Rock
in 2007 to avoid bankruptcy, means that mergers were
seen to be a safe haven especially when bailed out by
government funds although this might have caused
moral hazard problems.

We can also conclude that for merged banks to sur-
vive post-merger activity like JP Morgan Chase Co
that senior management must be skilled at corporate
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restructuring within the newly merged bank. This is so
that costs may be recovered through synergy and cost
reducing techniques to enhance future efficiency and
shareholder wealth for shareholders.
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