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ABSTRACT

A great number of studies discuss mergers and acquisitions (M&A) and bank performance.
We find that majority of such studies use US and European samples, and the results between
bank performance and M&A are mixed. In contrast, little literature are available on M&A in
Japanese banks, which have undergone quite a-number of M&A since 1990. Therefore, we
gather M&A data, with periods ranging from 1998 to 2008, from Japanese commercial banks.
We then use univariate analysis and regression model to-investigate the relationship between
bank performance and M&A. The result shows-that Japanese banks cannot use M&A to
improve profit performance. What M&A can 'do is create cost synergy, which is consistent
with previous literature. Bank performance cannot be improved because M&A cannot expand

revenue.
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1. Introduction

Between 1960s and 1980s, Japan experienced rapid economic growth, which is often
referred to as the Japanese post-war economic miracle. The average growth rates were 10% in
the 1960s, 5% in the 1970s, and 4% in the 1980s. By the 1980s, Japan was ranked as the
world's second largest economic power after the US. The banking sector plays a prominent
role in the Japanese economy. For much of the post-war period, banks were the predominant
source of external financing for Japanese firms (Aoki et al., 1994).

However, the Japanese financial system experienced significant changes in the 1980s and
1990s. In particular, the globalization of capital markets and the liberalization of Japanese
bond markets in the 1980s prompted many prominent corporations to borrow directly from
the capital markets, bypassing banks, which were formerly the primary suppliers of capital
(Anderson and Makhija, 1999; Hoshi and Kashyap, 2001). Individual savers did not enjoy the
parallel liberalization that promoted widespread access to non-bank savings vehicles. In
addition, the complex web of regulations that restricted banks to segmented regions and
product lines was not dismantled (Sibbitt, 1998; Hoshi-and Kashyap, 1999). Thus, Japanese
banks faced an exodus of prominent borrowers, retained a captive deposit base, and were
restricted to traditional markets for bank services.

Confronted by this change in the ‘operating environment, Japanese banks shifted the focus
of their lending practices to risky borrowers, relying heavily on real-estate collateral as
security (Hoshi and Kashyap, 1999).

Responding to the changes in their operating environment in the 1980s, Japanese banks
altered their lending practices, exposing themselves to risks. These changes subsequently
manifested in the banking crisis of the 1990s. The shift in lending strategies proved to be
disastrous as collateral values collapsed and recession ensued. Indeed, the Japanese banking
crisis is often associated with the collapse of asset prices in the early 1990s (Andersona and
Campbell 11, 2004). Figures 1 and 2 show the evolution of land prices and Japanese bank
stock prices from 1982 to 2009. The correlation coefficient between land price and bank price
indices is 0.7. We suggest a significantly high relation between bank performance and land
price.

The drop in asset prices substantially decreased both the collateral values against banks that
made commercial loans and the value of equity positions held by banks, eroding their hidden

capital reserves. The decline in asset prices, the ensuing recession, and the poor performance


http://en.wikipedia.org/wiki/Japanese_post-war_economic_miracle

by corporate borrowers are considered the proximate causes of the banking crisis (Andersona
and Campbell 11, 2004).
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Figure 1. Urban land price index in Japan, end of March 2000=100. Source: Japan Real
Estate Institute.
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Figure 2. Japan Banks Price Index. " ‘Source: Datastream

In Japan, various banks have been consolidated since the 1990s, when most banks suffered
numerous non-performing loans (Hosono, Sakai, and Tsuru, 2007). Table 1 shows number of
Japanese commercial banks by year. The number of Japanese banks decreases every year.
This decrease is not due to banks becoming bankrupt. We suggest that mergers within the

industry are the reason for the yearly decrease in the number of banks.



Table 1 Number of Japanese commercial banks

year number of commercial banks
1980 147
1990 145
1995 140
2000 133
2002 127
2003 124
2004 121
2005 119
2006 117
2007 116
2008 115
2009 114

Sources: Japanese Bankers Association; Hosono, Sakai, and Tsuru (2007)

Table 2 shows the frequency of bank-acquisitions by year. Evidently, M&A increased
significantly after 1999. Figure 3 reveals that bank sizes remain constant before 2000, and
increase significantly after 2000. These results indicate that, in recent years, Japanese banks
have been undergoing a phase‘of M&A, thereby-increasing bank sizes.

Table 2 Number of bank acquisitions by year

Year Frequency % of sample
1993 0 0
1994 0 0
1995 1 S
1996 0 0
1997 0 0
1998 1 S
1999 4 20
2000 6 30
2001 2 10
2002 3 15
2003 1 S
2004 0 0
2005 2 10
total 20 100

Source: Securities Data Corporation (SDC)
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Figure 3. Size of Japanese banks in terms of total assets (million). Source: Compustat

Studies in the US and Europe relating to M&A and bank performance reveal several trends.
Several studies agree on the positive relation between. M&A and bank performance (Cornett et
al., 2006; Huizinga et al., 2001; Diaz et-al., 2004; Kapopoulos and Siokis, 2005; Campa and
Hernando, 2006; Altunbas and-Marques, 2008; Fritsch, 2007; Houston, James, and Ryngaert,
2001). Furthermore, three factors play an important role in the M&A of banks: size,
geographical relatedness, and cost cutting. Cornett et al. (2006) find that the M&A of a large
bank produce greater performance gains than the-M&A of a small bank. They also find that
domestic M&A produce greater performance gains than cross-border M&A. Houston, James,
and Ryngaert (2001) find that most of the estimated value gains from bank’s M&A stem from
cost cutting. Other studies find a reduction in cost after M&A (Kwan and Wilcox, 2002;
Huizinga et al., 2001; Houston, James, and Ryngaert, 2001; Rhoades, 1998; Piloff, 1996).

Some studies, however, disagree that M&A are able to improve bank performance
(Hagendorff and Keasey, 2009; Beccalli, 2009; Piloff, 1996). Beccalli (2009) bears witness to
the importance of geographical relatedness and size in the M&A of banks. He finds
cross-border M&A have worse bank performance than domestic M&A. He also finds a “big”
size for both the acquirer and the combined bank determines a negative impact on profit
efficiency.

We find that majority of the studies on M&A of banks are based on US and European
studies. The results between bank performance and M&A are mixed. In contrast, there is little
literature about the M&A of Japanese banks, although Japanese banks have been dealing with

quite a number of merger and acquisition activities recently. Therefore, we want to investigate



the relation between M&A and Japanese bank performance.
2. Empirical models and variables

2.1 Data source
We identify all Japanese bank acquisitions between 1993 and 2008 reported in the

Securities Data Corporation (SDC) M&A database. Twenty-four Japanese commercial banks
engaged M&A from 1993 to 2008. The accompanying individual accounting data for each of
the merged companies were taken from Compustat. Referring to Table 1, there are 114
commercial banks in Japan, but only 96 are available in Compustat.

The sample M&A announced between 1993 and 2008 are majority acquisitions, which
resulted in the acquirer having a stake of at least 50% in a target institution.

To be included in the sample, the acquirers must have been involved in only one merger or
acquisition activity. Four banks involved more than one merger or acquisition between 1993
and 2008 were deleted. Thus, our effective sample total comprises 92 commercial banks in
Japan and 20 banks that participated in one merger or.acquisition during the data period, all of
which are domestic M&A.

2.2 Variables

Univariate analysis and regression model-are-applied to investigate how M&A affect bank
performance. The three different bank performance.measures in our model are return on assets
(ROA), Tobin’s Q, and Costs/Assets. All variables are defined and shown in Table 3.



Data Corporation (SDC).

Table 3 variable definition
This table presents descriptions of variables used in this study. The sample period is from 1993 to 2008. All the
financial data computed for the variables are from Compustat (GV). The market premium comes from Securities

Dimension Variable Definition

bank performance

measures

ROA ROA return on asset

Tobin's Q Q (the book value of total assets minus the book
value of equity plus the market value of equity) to
the book value of total assets

Costs/Assets Costs/Assets total expenses to total assets

M&A indicator M&A dummy  Dummy indicating the years following a bank’s

bank attributes

Capitalization
Credit risk
Loan activity

Fee-based activity
Technology and

innovation

Size
Market share

post-merger 13

post-merger 3

EIA
BADL/NH
LOAN/DEP
NINT
OE/A

Size
Market share

M&A. Equals 0 before the bank's M&A and 1
following the M&A.

Dummy variable that equal 1 from first to third
year after M&A

Dummy variable that equal of 1 in all years after
the third

Total capital to total assets

LLoan.loss provisions to net interest revenues
Customer loans to customer deposits
Nan-interest income to total assets

Other expenses to total assets

natural log of total assets in t-1 for each bank
market share in t-1 for each bank

We employ a regression method to determine how M&A affect bank performance. We

construct a dummy variable (M&A dummy) that equals to 0 before M&A of banks, and

equals to 1 following M&A. The dummy is equal to O for all period for banks that did not

undergo M&A. To distinguish short-term effect and long-term effect of M&A, we construct

two dummy variables, post-merger 13 and post-merger 3 (Focarelli, Panetta, and Salleo,

2002). The former equals to 1 from first to third year after M&A and the latter equals 1 in all

years after the third year, otherwise the two dummy variables are equal to 0. The two dummy

variables are equal to O for all period for banks that did not undergo M&A. The post-merger

13 measures the adjustments made during the transition which is short-term effect. And the



post-merger 3 shows the long-term effects of mergers and acquisitions.

We also use a variety of bank attributes to define the features of banks. These indicators
include measures of capital structure, risk exposure, type of activities, and financial
innovation. Among the explanatory variables, size and market share are included because
these variables are expected to be important determinants of bank performance. The summary
of statistics is reported in Table 4.

Table 4 descriptive statistics

mean median Max min
ROA 0.048 0.128 3.461 -5.805
Q 51.259 47.136 860.576 5.531
Costs/assets 0.030 0.028 0.132 0.007
E/A(%) 4,512 4.330 21.504 0.857
BADL/NII 0.279 0.138 28.887 -1.972
LOAN/DEP 0.812 0.754 5.513 0.000
NINT(%) 0.580 0.425 17.063 -1.553
OE/A(%) 0.069 0.006 2.389 -0.584
Size 7.827 7.743 12.140 5.075
Market share 0.010 0.004 0.303 0.000

We use ROA and Tobin’s Q to measure bank value, which is calculated from the annual
accounting data of Compustat. ROA is income before extraordinary items divided by total
assets. We calculate Tobin’s Q (hereafter, Q) as the market value of equity plus the book value
of debt (computed as the book value of assets minus the book value of equity) divided by the
book value of total assets. This definition of Q has been used in various studies (La Porta et
al., 2002; Doidge, Karolyi, and Stulz, 2004).

We use ROA and Q to measure profit performance and Costs/Assets to measure cost
performance. The variable Costs/Assets is total interest plus noninterest expenses divided by
assets. Both interest and noninterest expenses are included because bank management may
substitute between providing depositor services and interest payments in attracting funds and
because both contribute equally to the goals of the organization (Berger et al., 2005).

The capital adequacy level is measured as the ratio of equity to total assets (E/A).
Practitioners, analysts, and regulators have attached great importance to this variable in recent

years. From a prudential regulatory perspective, bank capital has become the focal point of



bank regulation (Vives, 2000).

The effect of changes in the capital adequacy level on performance depends on the theory
of the banking firm. According to the “signaling hypothesis,” commercial banks specialize in
lending information to problematic borrowers (Berger, Herring, and Szego, 1995). Because
bank managers usually have a stake in the capital of the bank, “it will prove less costly for a
‘good’ bank to signal better quality through increased capital than for a ‘bad’ bank.”’
Therefore, banks can signal favorable information by merging with banks with larger capital
ratios, indicating a positive correlation between capital and earnings, and suggesting a
positive relationship between capital structure dissimilarities and performance (Acharya,
1988). Conversely, Ross (1977) argues that lower, rather than higher, capital ratios signal
positive information because signaling good quality through high leverage would be less
onerous for a “good” bank than for a “bad” bank.?

Credit risk strategy is measured as the level of loan loss provisions divided by net interest
revenues (BADL/NII). Regarding loan and deposit profiles of banks, the ratio of total loans to
total customer deposits (LOAN/DEP)-1s included because it provides a proxy for the use of
relatively low-cost deposits in relation to_the amount of outstanding loans (Altunbas and
Marques, 2008).

Traditionally, banks rely on interest income as their primary revenue source. Today, rather
than traditional core deposit business, banks have other activities that generate non-interest
income, This non-interest income‘includes fees-from the sale of mutual funds and insurance
policies, fees from securitization activities, income from loan servicing, fees from providing
trust services, and income from providing cash management services. Thus, the ratio of
non-interest income to total operating income (NINT) indicates the importance of
fee-generating activities versus more traditional lending (DeYoung and Rice, 2004).

Finally, the strategy of banks in terms of technology and innovation is measured as other
costs (i.e., total costs excluding interest, staff, and other overhead costs) to total assets (OE/A)
(Altunbas and Marques, 2008).

We include the natural log of lagged assets and the market share to account for differences

in bank size and market power.

! Berger (1995, p.436).

Another argument regarding changes in the capital structure and performance relates to agency problems
between shareholders and managers. Some corporate finance studies suggest that increasing financial leverage
could reduce this type of agency problem because leverage may increase pressure on bank managers to become
more efficient owing to short-term pressures arising from debt-servicing needs (see Berger et al., 1995; Jensen,
1986).



2.3 Empirical models

First, we use univariate analysis (t-test) to compare pre-merger and post-merger bank
performance variables.

We take the pre-merger average of the bank over the five years prior M&A. If the
pre-merger data available is for less than five years, we take the pre-merger average over the
maximum years for which data are available. Focarelli and Panetta (2003), Focarelli and
Pozzolo (2005), and Rhoades (1998) show that a 2-3 year post-merger period is needed to
determine whether there are any post-merger gains. We take the average of the post-merger
bank performance measures over the (at most) five years after M&A and take the difference
between the pre-merger 5-year average and the post-merger 5-year average.

We perform the t-test for the null hypothesis, where the differences between pre-merger and
post-merger bank performance measures have a mean equal to zero.

We then run two stage regressions to examine how M&A influence bank performance. The
bank performance measures specified as the dependent variables are ROA, Tobin’s Q, and
Costs/Assets.

The regression model includes only:size-and market share in first stage, which is shown in
Equation (1). In second stage, we add bank attributes-to regression model. We use bank
attributes to represent bank characteristics, including capital structure, risk exposure, type of
activities, and financial innovation.  Bank attributes include E/A, BADL/NII, LOAN/DEP,
NINT, and OE/A, which are defined. in Table 3. Equation (2) is a complete regression model,
which includes bank attributes, size, and market share.

Finally, we run regression analysis to identify short-term and long-term effect on bank
M&A. The post-merger 13 exhibits short-term effect, which measures the adjustments made
during the transition. And the post-merger 3 shows the long-term effects of mergers and

acquisitions.

Bank performance measures = a + 1 * M&A dummy + B2 * Size + 3 * Market share (1)

Bank performance measures = a + 1 * M&A dummy + B2 * bank attributes + 33 * Size + B4
* Market share 2

bank performance measures = o + Bl * post-merger 13 + 2 * post-merger 3 + 3 * bank
attributes + p4 * Size + 5 * Market share 3)



3. Empirical results

3.1 Univariate analysis

Table 5 shows the results of t-test, which was used to compare pre-merger and post-merger
bank performance. Results show that both the mean value of difference between pre-merger
and post-merger ROA and Tobin’s Q are not significantly different from zero. This means that
Japanese banks cannot use M&A to gain profit, which is consistent with prior studies
(Hagendorff and Keasey, 2009; Beccalli, 2009; Piloff, 1996).

We also examine whether M&A can improve cost efficiency, and find that the mean value
of difference between pre-merger and post-merger Costs/Assets is significantly smaller than
zero (-0.0113). This shows that the M&A of the bank can create cost synergy, which is also
consistent with previous literature (Kwan and Wilcox, 2002; Huizinga et al., 2001; Beccalli,
2009).

Table 5 Paired t-test of bank performance measures

The data consists of 20 Japanese commercial banks-that have M&A activity. We run paired t-test and take
pre-merger and post-merges average over—five year bank performance measures. If the pre-merger and
post-merger data are available for less than five years; we take the average over the maximum years for which
we can observe the data. Bank performance measures include ROA, Tobin’s Q, and Costs/Assets. ROA is
income before extraordinary items divided by total assets. The Tobin’s.Q is (Total assets - Book value of equity +
Market value of equity) divided by book value of total assets. Costs/Assets is total interest plus noninterest
expenses divided by assets. *, **, *** indicate significance at 10%, 5%, and 1% levels, respectively.

ROA Tobin's Q Costs/Assets
Mean 0.2401 -4.7999 -0.0113***
t value 1.0800 -1.2900 -8.3400
p-value 0.2949 0.2137 <.0001

3.2 Regression result

We run two stage regressions to examine how M&A influence bank performance. The
results are shown in Table 6. In first stage, the regression model includes only size and market
share. Then, we add bank attributes to regression model in second stage. We use bank
attributes to represent bank characteristics, including capital structure, risk exposure, type of
activities, and financial innovation. This is a complete regression model, which includes bank

attributes, size, and market share.
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Table 6 Regression on bank performance measures

This table reports regressions results for Equation (1) and Equation (2). The dependent variables are bank
performance measures. Bank performance measures include ROA, Tobin’s Q, and Costs/Assets. ROA is income
before extraordinary items divided by total assets. The Tobin’s Q is (Total assets - Book value of equity + Market
value of equity) divided by book value of total assets. Costs/Assets is total interest plus noninterest expenses
divided by assets. M&A dummy is a dummy variable that equals 0 before the bank’s M&A and 1 following the
M&A. The dummy equals O for all period for banks that did not undergo M&A. The bank attributes include E/A,
BADL/NII, LOAN/DEP, NINT, and OE/A. E/A is capital ratio of equity to total assets. BADL/NII is credit risk
measured by loan loss provisions divided by net interest income. LOAN/DEP is the ratio of total loans to total
customer deposits. NINT is the ratio of non-interest income to total operating income. OE/A is other costs (i.e.,
total costs excluding interest, staff and other overhead payments) to total assets. Size is natural log of bank’s total
assets in t-1. Market share is natural log of bank’s market share in t-1. *, **, *** indicate significance at 10%,
5%, and 1% levels, respectively. The values of t-statistics are in parentheses.

Model excluding bank attributes

Model including bank attributes

ROA Tobin's Q  Costs/Assets ROA Tobin's Q  Costs/Assets
M&A dummy  0.035 -7.580 *** -0.008 ***  -0.008 -7.590 ***  -0.006 ***
(0.77) (-3.78) (-7.24) (-0.22) (-3.86) (-6.25)
bank attributes
E/A 0.001 *** 3. 773 ***  -0.004 ***
(3.46) (6.57) (-14.87)
BADL/NII 0.106 ***  -0.025 ***  0.000 ***
(11.28) (-4.06) (11.64)
LOAN/DEP -0.003 ***  37.454 ***  (.005 ***
(-23.71) (6.13) (5.89)
NII/A <0.041 -2.773 ** 0.007 ***
(-1.38) (-1.98) (16.99)
OE/A 0.150 ***  -2.853 -0.002
(9.64) (-0.79) (-1.27)
Size -1.027 *** 9.695 *** -0.003 ***  -0.930 *** 8.902 ***  -0.002 ***
(-12.4) (11.47) (-5.93) (-14.44) (10.31) (-4.95)
Market share 0.003 -153.936 ***  0.172***  (0.008 -126.482 ***  (0.056 ***
(0.23) (-4.64) (9.16) (0.69) (-3.69) (3.43)
Observation 1255 1205 1255 1255 1205 1255
R-squared 0.1102 0.1196 0.1033 0.4881 0.1750 0.4123
Adj R-squared 0.1081 0.1174 0.1012 0.4848 0.1694 0.4086

Results show that both ROA in two models have no significant change after M&A.
However, we can see both Q in two models decreases significantly after M&A. We find that
Japanese bank’s profit performance may remain the same or even get worse after M&A.
Besides, results also show that Costs/Assets decrease significantly after M&A. We find
mergers and acquisitions can improve Japanese bank’s cost performance. Therefore, we

conclude that Japanese banks cannot improve their profit performance through M&A but can
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create cost synergy. This finding is consistent with previous literature.

Then we run regression analysis to identify short-term and long-term effect on bank M&A.
The post-merger 13 exhibits short-term effect, which measures the adjustments made during
the transition. And the post-merger 3 shows the long-term effects of mergers and acquisitions.
The regression results are shown in Table 7.

Results show that the coefficients on post-merger 13 and post-merger 3 are insignificant on
ROA, indicating ROA does not significantly change both in short-term and long-term period
after M&A. However, the coefficients on post-merger 13 and post-merger 3 are negative
significantly on Q. We find that mergers and acquisitions have not only short-term effect,
which is the adjustments made during the transition, but also long-term effect on Q. From
aspects of ROA and Q, we find that mergers and acquisitions cannot improve Japanese bank
profit performance or even make it worse both in short term and in long term.

Results also show that the coefficients on post-merger 13 and post-merger 3 are negative
significantly on Costs/Assets. We find that_mergers and acquisitions have short-term cost
cutting effect. At the same time, we expand bank’s:size and have long-term cost reduction
effect through M&A,; thus, achieve economic scale.

In addition, results show that a significantly positive relation exists between capital ratio
(E/A) and bank profit performance. It shows that banks with high capital ratio have better
performance, which is consistént with “signaling hypothesis.”® We also find that banks with
higher credit risk (BADL/NII) “have. better -performance (higher ROA and Q; lower
Costs//Assets). And banks with higher loan activity (LOAN/DEP) have worse performance
(lower ROA and Q; higher Costs//Assets). Besides, banks with a more fee-based activity
(NINT) have positive effect on bank performance (for Q). The finding is consistent with a
previous study that states that increases in non-interest income have been associated with
higher profits (DeYoung and Rice, 2004). The coefficients on technology and innovation
(OE/A) have mixed performance results.

Smaller banks, as measured by natural log of lagged assets, are generally associated with
better performance than larger banks (statistically significantly lower ROA). This negative
association is consistent with the results of EU bank efficiency studies.” In contrast, banks

with larger market share have better performance results (statistically significantly higher Q

% Because bank managers usually have a stake in the capital of the bank, “it will prove less costly for a ‘good’
bank to signal better quality through increased capital than for a ‘bad’ bank.”( Berger, 1995) Therefore, banks
can signal favorable information by merging with banks with larger capital ratios, indicating a positive
correlation between capital and earnings (Acharya, 1988).

* Beccalli (2009) finds that a “big” size for both the acquirer and the combined bank determines a negative
impact on profit efficiency.

12



and lower Costs/Assets).

Table 7 Regression on bank performance measures
This table reports regressions results for Equation (3). The dependent variables are bank performance measures.
Bank performance measures include ROA, Tobin’s Q, and Costs/Assets. ROA is income before extraordinary
items divided by total assets. The Tobin’s Q is (Total assets - Book value of equity + Market value of equity)
divided by book value of total assets. Costs/Assets is total interest plus noninterest expenses divided by assets.
Post-merger 13 is a dummy variable that equals to 1 from first to third year after M&A and post-merger 3 is also
a dummy variable that equals 1 in all years after the third year, otherwise the two dummy variables are equal to
0. The two dummy variables equal 0 for all period for banks that did not undergo M&A. The bank attributes
include E/A, BADL/NII, LOAN/DEP, NINT, and OE/A. E/A is capital ratio of equity to total assets. BADL/NII
is credit risk measured by loan loss provisions divided by net interest income. LOAN/DERP is the ratio of total
loans to total customer deposits. NINT is the ratio of non-interest income to total operating income. OE/A is
other costs (i.e., total costs excluding interest, staff and other overhead payments) to total assets. Size is natural
log of bank’s total assets in t-1. Market share is natural log of bank’s market share in t-1. *, **, *** indicate

significance at 10%, 5%, and 1% levels, respectively. The values of t-statistics are in parentheses.

ROA Tobin's Q Costs/Assets
post-merger 13 -0.020 -1.247 ** -0.004 ***
(-0.39) (-2.46) (-2.81)
post-merger 3 0.001 -8.000 *** -0.007 ***
(0.02) (-3.17) (-5.81)
bank attributes
E/A 0.001 *** -0.020 0.000 ***
(3.47) (-1.37) (5.21)
BADL/NII 0.106 *** 4.216 *** -0.004 ***
(12.28) (7.5) (-15.76)
LOAN/DEP -0.003 *** -0.026 *** 0.000 ***
(=23.7) (-4.07) (12.11)
NINT <0.041 35.882 *** 0.005 ***
(-1.38) (5.77) (5.63)
OE/A 0.150 *** -3.148 ** 0.007 ***
(9.63) (-2.24) (17.72)
size -0.930 *** -3.874 -0.001
(-14.43) (-1.07) (-0.59)
market share 0.008 6.772 *** -0.001 ***
(0.7) (10.2) (-3.39)
Observation 1255 1205 1255
R-squared 0.4881 0.1669 0.4209
Adj R-squared 0.4844 0.1606
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4. Conclusion

Can M&A improve bank performance? A number of studies have explored this question.
Studies on M&A of banks mostly use US and European data, and have produced different
answers. Japanese banks have engaged in many M&A activities since 1990. However, very
few studies are available about such activities. Therefore, we want to investigate the relation
between bank performance and M&A using data from Japan commercial banks during the
periods between 1998 and 2008. We use univariate analysis and regression model to find
answers.

Results from univariate analysis and two stage regression show that Japanese banks
cannot improve profit performance through M&A. These results are consistent with prior
studies. However, M&A can help Japanese banks to create cost synergy. This finding is also
consistent with previous literature. Furthermore, we run regression analysis to identify
short-term and long-term effect on bank M&A. We find that mergers and acquisitions cannot
improve Japanese bank profit performance or even make it worse both in short term and in
long term. We also find that ‘mergers-and: acquisitions-have short-term cost cutting effect.
Moreover, we have long-term-cast reduction effect by expanding bank size through M&A and,
thus, achieve economic scale:“In addition,-smaller banks-are generally associated with better
performance than larger banks.”This negative association is consistent with the results of EU
bank efficiency studies.

In conclusion, Japanese banks cannot use M&A to improve performance; however M&A
generate create cost synergy. The results of this study also imply that bank performance
cannot be improved because M&A cannot expand revenue. Investment income is an important
part of revenue for bank; however, Japanese banks invest heavily in real estate and real-estate
collateral as security, whose values decrease following the decline in asset prices. Figure 1
shows that land price index substantially decreases from 1992 to 2009. Therefore, Japanese

banks experience major losses on investment and, as a result, cannot expand their revenue.

14



Reference

[1] Acharya, S., 1988. “A generalised econometric model and test of signalling hypothesis

with two discrete signals.” Journal of Finance, 43, 413-429.

[2] Altunbas, Y., and Marques, D., 2008. “Mergers and acquisitions and bank performance in

Europe: The role of strategic similarities.” Journal of Economics and Business 60,
204-222.
[3] Anderson, C., and Makhija, A., 1999. “Deregulation, disintermediation, and agency costs

of debt: evidence from Japan.” Journal of Financial Economics 51, 309 339.

[4] Andersona, C. W., and Campbell II, T. L., 2004. “Corporate governance of Japanese
banks.” Journal of Corporate Finance 10, 327— 354.
[5] Aoki, M., Patrick, H., and Sheard, P., 1994. “The Japanese main bank system: an

introductory overview.” In: Aoki, M., Patrick, H. (Eds.), The Japanese Main Bank

System: Its Relevance for Developing and Transforming Economies. Oxford Univ. Press,
Oxford, pp. 1 -50.
[6] Beccalli, E., 2009. “M&A operations and performance in banking.” Journal of financial

services research 36, 203-226.
[7] Berger, A. N., Clarke, G. R.G. Cull, R.; Klapper, L., and Udell, G. F., 2005. “Corporate
governance and bank performance: A joint analysis of the static, selection, and dynamic

effects of domestic, foreign, and state-ownership.” Journal of Banking & Finance 29,
2179-2221.
[8] Berger, A. N., Herring, R. J., and Szego, G. P., 1995. “The role of capital in financial

institutions.” Journal of Banking and Finance, 19, 393-430.

[9] Campa, J. M., and Hernando, 1., 2006. “M&As performance in the European financial
industry.” Journal of Banking & Finance 30, 3367-3392.
[10] Cornett, M.M., McNutt, J.J., and Tehranian, H., 2006. “Performance changes around

bank mergers: revenue enhancements versus cost reductions.” Journal of Money, Credit

and Banking 38,1013-1050.

[11] DeYoung, R., and Rice, T., 2004. “Noninterest Income and Financial Performance at U.S.
Commercial Banks.” The Financial Review 39, 101-127.

[12] Diaz, B. D., Olalla, M. G., and Azofra, S. S., 2004. “Bank acquisitions and performance:

evidence from a panel of European credit entities.” Journal of Economics and Business
56, 377-404.

15



[13] Doidge, C., Karolyi, G. A., and Stulz, R. M., 2004. “Why are foreign firms listed in the
U.S. worth more?”” Journal of Financial Economics, 71(2), 205-238.

[14] Focarelli, D., and Panetta, F., 2003. “Are Mergers Beneficial to Consumers? Evidence
from the Market for Bank Deposits.” American Economic Review 93, 1152-1172.

[15] Focarelli, D., and Pozzolo, A. F., 2005. “Where Do Banks Expand Abroad? An
Empirical Analysis.” Journal of Business 78, 2435-2463.

[16] Focarelli, D., Panetta, F., and Salleo, C., 2002. “Why Do Banks Merge?” Journal of
Money, Credit and Banking 34, 1047-1066.

[17] Fritsch, M., 2007. “Long term effects of bank acquisitions in central and Eastern Europe.”
Available at SSRN: http://ssrn.com/abstract=1008838.
[18] Hagendorft, J., and Keasey, K., 2009. “Post-merger strategy and performance: evidence

from the US and European banking industries.” Account Finance (in press).

[19] Hoshi, T., and Kashyap, A., 1999. “The Japanese banking crisis: where did it come from
and how will it end?” In: Bernanke, B., Rotemberg, J. (Eds.), NBER Macroeconomics
Annual 1999, vol. 14, pp. 129-201.

[20] Hoshi, T., and Kashyap, A.,2001.*“Corporate Finance and Governance in Japan: The
Road to the Future.” MIT Press, Cambridge, MA.

[21] Hosono, K., Sakai, K., and Tsuru, K.;2007. “Consolidation of Banks in Japan: Causes

and Consequences.” RIETI Discussion Paper Series 07-E -059.
[22] Houston, J. F., James, C. M., and Ryngaert, M. D., 2001. “Where do Merger Gains Come

From? Bank Mergers from the Perspective of Insiders and Outsiders.” Journal of
Financial Economics 60, 285-331.
[23] Huizinga, H.P., Nelissen, J.H.M., and Vennet, R. V., 2001. “Efficiency effects of bank

mergers and acquisitions in Europe” Ghent University Working Paper No 106.

[24] Kapopoulos P., and Siokis, F., 2005. “Market structure, efficiency and rising
consolidation of the banking industry in the euro area.” Bulletin of Economic Research
57,67-91.

[25] Kwan, S., and Wilcox, J., 2002. “Hidden cost reduction in bank mergers: accounting for
more productive banks.” Res Finance 19:109-124 edited by Andrew H. Chen, Elsevier
Press.

[26] La Porta, R., Lopez-de-Silanes, F., Shleifer, A., and Vishny, R., 2002. “Investor
protection and corporate valuation.” The Journal of Finance, 57(3), 1147-1170.

[27] Piloff, S. J., 1996. “Performance Changes and Shareholder Wealth Creation Associated

with Mergers of Publicly Traded Banking Institutions.” Journal of Money, Credit, and

16


http://ssrn.com/abstract=1008838

Banking 28, 294-310.
[28] Rhoades, S. A., 1998. “The Efficiency Effects of Bank Mergers: An Overview of Case
Studies of Nine Mergers.” Journal of Banking and Finance 22, 273-291.

[29] Ross, S. A., 1977. “The determinants of financial structure: The incentive-signalling

approach.” The Bell Journal of Applied Corporate Finance, 8, 23-40.

[30] Sibbitt, E., 1998. “A brave new world for M&A of financial institutions in Japan: Big
Bang financial deregulation and the new environment for corporate combinations of
financial institutions.” University of Pennsylvania Journal of International Economic
Law 19, 965- 1027.

[31] Vives, X., 2000. “Lessons from European banking liberalization and integration.” In S.
Claessensy & M. Jansen (Eds.), The Internationalization of Financial Services (pp.
177-198). Kluwer Law International.

17



