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Abstract

Bank industry in China is experiencing dramatic changes nowadays. Bank merger
and acquisition (M&A) could increase the efficiency of allocating financial resources. It
is a very significant question about how to realize the value of bank M&A and how to
improve the bank efficiency through M&A. By adopting the method of general and
special dichotomy, this paper analyze the characteristics, costs, benefits and value creation
of bank M&A in mature market economies and in China transition economies respectively.
This paper also provides suggestions to boost the performance in efficiency improvement
of Chinese Bank M&A from four aspects: initial conditions, targets, restriction conditions .
and integration.

In the cost-benefit analysis of bank M&A in market economies, bank M&A can be
classified into two categories: efficiency improving M&A and non-efficiency improving
M&A. While the former indicates that the efficiency of the bank is improved through
M&A,; the later means that different interest groups reallocate the current interest through ‘
M&A. The costs of bank M&A include basic price, controlling premium, operation cost
and opportunity cost, etc. For personal welfare, M&A increases the profit of the banks
and the fortune of the shareholders. For social welfare, M&A can be classified into
Pareto efficiency, Caldor-Hicks efficiency, and Pareto non-efficiency. The former two
kinds of M&A could realize the optimal allocation of financial resources through the
transfer of controlling powers. This paper also analyzes the origin of M&A value creation.
The transfer of controlling power will result in a new contract structure, which relates

the production factors and production conditions, to replace the old one. The new contract



structure reconstructs the production factors and creates a new production function. Once
this new production method increases the present productivity, M&A creates value. The
nature of the M&A value creation is a procedure of dynamic optimization that bank
M&A creates new value through reconstruction.

By research on the history and cases of bank M&As in China, we find that, comparing
to the bank M&A in mature market economy which maximizes the profit with under the
government policies, bank M&A in China maximizes the government utility instead of
the bank profit. The profit of the bank is only one considering factor in the government
utility function. Moreover, financial stability is one important factor in the government
utility function. During the foundation, reconstruction and development of medium and
small financial institutions, M&A plays a very important role to resolve the systematic
risk, payment risk and potential risk as a financial stabilizer. Empirical analysis shows
that bank M&A in China increases the market share, creates the synergy effect comprised
of time-difference effect, learning effect and demonstration effect, and stabilizes the
finance situation. Through case study, we find that bank M&A in China could expand
the capital scale, commercial banks could expand to more developed areas and raise
their yielding rates by merging or acquiring local medium and small branches, but bank
M&A doesn’t save cost obviously.

Different initial conditions determine different characteristics of M&A. Then research
on bank M&A in China should pay attention to the special initial. This paper examines the
special benefit of financial stabilization through bank M&A by analyzing various ways to
deal with troubling financial institutions and also presents a M&A risk-allocation model by
extending the Bryant-Diamond-Dybvig model. It analyses the risk-allocation function of
M&A and proves that if the return of investments is too low, M&A won’t digest the risk.
The immature market system in China constrains the transaction and purchase means of
M&A. The lack of M&A law can’t standardize the transaction ways and thus increases the
transaction costs. Institutional background, policy environment, market condition and

property rights structure in bank industry affect the process of costs, benefits and values



creation of bank M&A in China, which is also “transitional”.

Further, this paper examines the objects, the constraint conditions of M&A and
their effects on the efficiency improvement. The research on the government utility
function in bank M&A in China and the extending of the “country model” of new
institutional economics show that government has motivation to improve the efficiency
through M&A, however, could also target to stabilize the financial situation on the cost
of efficiency. Besides, transaction constraint, competition constraint and influence of
interest groups also impede the efficiency improving bank M&A. The analysis of the
impact of bank utility in bank M&A show that financial reform in China reduces the
economic control of the government on the bank, but the administrative control of the
government on the bank doesn’t disappear. Therefore, this paper provides the
corresponding policy suggestion that the administrative reform is necessary.

This paper further examines the procedure of the reconstruction during M&A. The
object of M&A is to protect, transfer, expand and develop key competitive abilities of
the bank. The problems of bank M&A integration in China are: the risk management
ability of the acquirer has been improved during the M&A while the whole risk
management ability has not yet been strengthened; the degree of foreign involvement in
reconstruction and management is proportional to the owning shares, which transfer
limit management resources; local innovation significantly influences the synergy effect
and the development of core competency; there are no complete rules to prevent the
opportunism during the reconstruction and to improve the corporate governance; during
the M&A of medium and small banks, the transferable industry specific management
ability is limited; the lack of tools to reconstruct and transfer capital confines the resource
allocation of the bank. To solve these problems, this paper gives some suggestions.

Finally, this paper demonstrates that M&A of medium and small banks won’t cause
the conflict of efficiency and based on examining the structure of bank industry. Efficiency
improving M&A not only is the strategic choice of bank M&A in China, but also is cost-

saving development way for medium and small banks in China.
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