CHAPTER 2 T

LITERATURE REVIEW ON MERGERS AND ACQUISITIONS @5)

2.1 Introduction q

This chapter reviews the existing literature of M&As in two banking sectors, i.e.,

conventional and Islamic banks, to provide context for th ec study. This chapter

is divided into seven sections. The following secti rovi SWW of the
]

background of M&As. Then the theoretical, and ope al framew: efe @nted
in Section 2.3, and 2.4. Section 2.5 states re ypoth@s' le I\@s in the
Islamic banking sector are discussed in SeeJt '\discué;qhe research
gap, while the last section concludes tw r.
(—)

2.2 Background of Mergerséquisﬂions

The growth of M&A ﬁeiv gnificant ﬁ\ion in the last sixteen years
(i.e., 2000 to 2016). T@WS \I/orl ide As based on regions in terms of

‘2 5

both size and VOI@ highi acti\/é occurred in 2015 (i.e., 34,838 deals)

with the Iarges% uUs ' Iioncj%'ﬁle the lowest was in 2002 (i.e., 21,737
¢

deals) and %Nas SD8, 46ill'ér-1."ln terms of volume, M&As was the highest

tES
\
in Europe (i.e.,"2,07,617d Whil!%sia- pacific was the lowest (i.e., 1,24,235 deals).

In tm&ct of M&As size, t dggv:ecords the highest (i.e., USD19,684 billion) while
\cific region (the region chosen for this study) is the lowest (i.e., USD7,465
illion). In 2016, the M&As deals reduced in the US and Asia Pacific region while
urope showed positive growth. Notably, in 2008 and 2009, during and after the

financial crisis the volume and values significantly reduced. In 2008, the growth volume
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decreased to 24%, while values reduced to 45%. In 2009, the volume reduced to 16%
and values reduced to 15%. In addition, M&As have declined in terms of VOIUW
values for Asia-Pacific in 2008 and 2009. This shows that the financial cfisi had
significant impacts on global M&As trends. The graphical presentatio#&lume and
values are shown in Figure 2.1 & Figure 2.2 respectively. Ina nutshelmain purpose
of showing Table 2.1 is to show the world-wide M&As trend scemario in terms of
volume and size globally, especially in the US, Europe a emﬂffic. It is shown

that there is an increasing trend of M&As in terms of vo and s zeWhe Globe,

especially the US, Europe and Asia-Pacific. é l _\C-}
4
%3
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Table 2.1: M&As Based on Region from 2000 te};&.

Global us !%)pé Asia-Pacific
Year Vol Growth (U\S/?)ILE)eiII) Growth Vol Growth (U\S/?)Ilé)eill) Growth Vol Gro@. (U\S/a[‘)ll:)ﬁll) Growth Vol Growth (U\S/?)Iléei") Growth
2000 26030 0 2658 0 13103 0 1631 0 13042 0y 1316 0 1902 0 184 0
2001 23000  -12% 1358 -49% 9596 27% 838 -49% 12143 \OI 639 -51% 2727 43% 107 -42%
2002 21737 -5% 981 -28% 8564 -11% 497 -41% 1013 Yﬂ% 510 -20% 3800 39% 90 -16%
2003 23663 9% 1021 4% 9140 7% 569 14% 1034 2% 441 -14% 4892 29% 142 58%
2004 29815  26% 1570 54% 10932  20% 816 43% 1 11% 618 40% 8268 69% 271 91%
2005 32879 10% 2112 35% 11732 7% 1208 48% 132 é%o\d ., 883 43% 9098 10% 296 9%
2006 31833 -3% 2755 30% 12224 4% 1466 21% 33 -6% | 8 32% 8807 -3% 481 63%
2007 32610 2% 3174 15% 11551 -6% 1733 18% 734 Ai?471 26% 9410 7% 551 15%
2008 24655  -24% 1748 -45% 8609 -25% 836 -52% 452 2 " 843 -43% 7083 -25% 404 -27%
2009 20808  -16% 1271 27% 7278 -15% 627 -25%?10 N 3%%’ 401 -52% 6338 -11% 320 -21%
2010 28320  36% 1744 37% 9518 31% 835 33%\, 120{51 509 666 66% 8304 31% 469 47%
2011 30600 8% 2021 16% 10072 6% 1119 9 567 13% 732 10% 8799 6% 531 13%
2012 29055 -5% 1833 -9% 10190 1% 882 19 118 @/o 740 1% 8848 1% 500 -6%
2013 27952 -4% 1880 3% 9637 -5% 1020 16% 11 3% 601 -19% 8368 5% 445 -11%
2014 32933  18% 2996 59% 12243 21% 1702 %7%;& \& 17% 1147 91% 9452 13% 704 58%
2015 34838 6% 3640 21% 13211 8% 2046 ?, 0% 4657 10% 1262 10% 9444 0% 1057 50%
2016 34191 -2% 3057 -16% 11968 -9% 18 9%, }’ 1‘%4392? 6% 1104 -13% 8695 -8% 913 -14%
Total 484,919 35,819 179,568 | o\ 20,7647 14,542 124,235 7,465

Source: M&As Report (2017)
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Table 2.2 shows M&As deals in specific sectors, namely technology, life science,
finance, and telecommunication. In terms of volume, the highest was in technolo%m,
72,371 deals) followed by finance (i.e., 25,012 deals) and the lowest was in li ience
(i.e., 17,812 deals). In the finance sector, in terms of volume, the higﬂ&umber of
deals was in 2005 (i.e., 1,862 deals) and the lowest number of dealsw 2009 (i.e.,
1,072 deals) with the highest size recorded in 2007 (i.e., USD4 4M) and the lowest
in 2013 (USD95 billion). Overall, finance came second in X;s '/vithin the scope
of this study. Notably, based on Table 2.2, it is shown t inancial Mnificamly

"Ax
impact M&As activity. In 2008 and 2009, the volu d values e }iq@amly

reduced. More specially, in 2008, the growth of olumé ucez@g~ 16% and
values decreased to 60% for the technolog " M&As Imlife sci@;rsectors show
growth of volume and values reduce N n the fina sect@rowth of volume

reduced to 28% whereas value r@sd to \F%al @Iume and values in
N
nd

telecommunication sectors re 32%°a re ively. Accordingly, the

&

growth of volume and valu md i] . Mentio , M&As in terms of volume
and values have signifi reduc'e‘ ME' lI‘ima@al sector compared with other
\exa d tel Mmunication sectors. The graphical

sectors, i.e., tech%life s‘c é
presentation of secto r repoé‘fn Figure 2.3, Figure 2.4, and Figure 2.5.
G ;
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Table 2.2: M&As Based on the Industry from 2002}\3;6

Technology Life Science aeyé Telecommunications
Year Vol Growth (U\g?)l L;)ei") Growth Vol Growth (U\é?)l l;)el Il Growth Vol Gro (U\ée[\)l l:)el Il Growth Vol Growth (U\ézl?)h;)eill) Growth
2000 6573 0 343 0 771 0 129 0 327 0 1852 0 535 0
2001 4148 -37% 58 -83% 796 3% 74 -43% 206 -37% 1279 -31% 108 -42%
2002 3138 -24% 48 -17% 736 -8% 83 12% 126 -39% 856 -33% 61 -16%
2003 3024 -4% 66 38% 845 15% 63 -24% 196 56% 866 1% 76 58%
2004 4043 34% 87 32% 1087 29% 126 100% 7 272 39% 1200 39% 220 91%
2005 4576 13% 106 22% 1143 5% 121 -4% ZQ;S -13% 1192 -1% 227 9%
2006 4364 -5% 123 16% 1108 -3% 142 17% C@ 56% 1153 -3% 229 63%
2007 4317 -1% 221 80% 1169 6% 174 23% A‘404 10% 1121 -3% 189 15%
2008 3612 -16% 89 -60% 954 -18% 142 -18% 229 -43% 758 -32% 127 27%
2009 3105 -14% 90 1% 821 -14% 175 23% 106 -54% 670 -12% 67 21%
2010 3981 28% 104 16% 1065 30% 153 - $ﬂ\/ 109 3% 833 24% 145 47%
2011 4235 6% 115 11% 1081 2% 176 ﬁ% 120 10% 771 -7% 88 13%
2012 4182 -1% 133 16% 1082 0% 96 -45% 122 2% 724 -6% 105 -6%
2013 3977 -5% 142 7% 1138 5% 137 3% 95 -22% 820 13% 232 -11%
2014 4865 22% 253 78% 1358 19% 387 8280 130 37% 823 0% 240 58%
2015 5348 10% 282 11% 1375 1% 32 %} 218 68% 864 5% 153 50%
2016 4883 -9% 321 14% 1283 -71% 282 152 -30% 865 0% 223 -14%
Total 72,371 25,81 17,812 P ZT D { 3,415 1,6647 3,025

Source: M&As Report (2017)
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Globalization and financial deregulation of the banking sectors have seen a lot of
M&As in the 1990s. The financial world has experienced the downside of fi fal
innovation and deregulation, especially during the global financial crisi(‘h\shg to
massive bank failures in developed economies. Moreover, this effe spread in
developing countries as well. This chapter presents the literature on M&As from several
aspects. \,

Mergers and Acquisitions (M&As) for this stu mﬁred as a bank

amalgamation of bidder and target banks. The terminological definit he merger
X

is the combination of two or more banks to forma ne ity or @ combinatiog-ef both.

o% the\tgﬁet banks
nvessme in wh@x; ownership
of banks is transferred or combined. M;)art and p of c@ rate finance. The

motive of M&As is to generate valuﬁﬁer than bei %a individual stand. Nicholas
N
et al. (2015) stated that mergers is'ti&s (M&AS) reiéao the aspect of corporate

&
strategy with the buying, s ies that enable a company in

Whereas acquisition implies the combination o

cease to exist. M&As are also called as an

With‘g t ha r;g'tm@ate another business entity.

te entities (usually companies of equal size)
K : ne@v(/nership, management structure, a joint
organizatioE hhich theo icﬁly@ h are equal partners. Moreover, it is

N
eupherr% called ° ‘ﬁr of 655315”_ Whereas, in an acquisition or takeover, one

busin&uys a second and g@ly smaller company that may be absorbed into the

p%\tganization or ran as a subsidiary. Legally bigger banks acquire smaller banks.
nk can acquire another bank with cash, stock, or a combination of both. Due to the
ompetitive business arena, financial enlargement, technological innovation, structural

modification of the financial system, and demands for financial products, financial

28



institutions have to face numerous problems and change their business approach

accordingly. Financial institutions need to espouse a strategy to survwew

competitive business world to keep pace with the changing trends. (’}
Yudistira (2003) highlighted that the global financial crisis froﬂ%&ﬁ to 1999

badly affected the performance of Islamic banks. Small and mede -sized Islamic

banks faced diseconomies of scale and M&As in the Is mg sector are
warranted. At the other end, other papers have voiced so- b'g to fail” which
implies that the presence of the larger banks makes thegbanki ulnerable

(Ibrahim, & Rizvi, 2017). Moutsianas & Kosmido 16) sugges t]lat the

entr\eﬁ' nt t@t up into
be .@;ed through

diversification and this favourably aﬁN& stem’s SO ess. N
The government and central %policies\bxe?ec t,l(\M&As. For example,

M&As contributes to the dev%t onhe econemy hance the government
&
e a

should take care M&As activities: Mo’e er, @tated that shareholders also

invite government to %I M&‘A‘\ de r{ce@nager do M&As deal for their
F &

-
personal benefits (McCarthy, 201 ).~The stu Bittlingmayer (1985) said that the

concern of too big to fail, there is a much-need

small entities. As lbrahim & Rizvi (

government an Ilcy ect gregate merger and acquisition activity

depending on ﬁ)type e|’ (Sapozhnlkov 2006). While government policy

uncertalnty could be an |mportant source of risk to the M&As and hance the outcome

Would%e the negative (Bonalme Gulen & lon, 2018). Therefore, government policies
—=2 ~°

a lations related to business cultures, work ethics, etc. needs to be flexible and
Q table. As also reported by Straub (2007), inefficiencies or administrative problems
re a very common occurrence in a merger which often nullifies the advantages of the

mergers.
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Furthermore, central bank policy also indicates significant impact on the M&As
activity. As stated by Horn, & Fischer (2021), aggregate M&As activity de

significantly following central bank policy shock. Contractionary mon@y}olicy

lowers aggregate M&As activity both in terms of the total number oﬁﬂkand their

total values. Y .

2.3 Theoretical Framework of M&As z l
The theoretical framework of M&As is designe ed on s nderlying
X
theories. Details of the discussions are as followsé J I .S
' 4
&y

2.3.1 Underlying Theories of M&As \,: %\Y.
Theories of M&As are divided iwa\mely sha der’éﬁue maximization

ion (value reduction

2y
&

(value creation strategy) and share ’S non- %

o N
strategy) (Weitzel & McCarthy,\ZOll). Fﬂstly, relzzél?r’s value maximization
theories required that merg@aclﬂ%{a; Q“\%creased profitability for the
acquirer and the tar% he mergers Pd a@isitions to be justified, either
&

4
operational, financ'wmani ial~Ma
creation, for e@efﬁ i 'ory,

¢
effect theorE:&%ger d de caﬁa(at}//, tax benefit theory, agency theory, resource

depend% ry, fr ‘b flo \pothesis, and financial intermediation theory
asy ic information the%\"perfectly competitive theory, acquisition market
@market power theory, monopolistic theory of acquisition, raider theory,
& rbance theory, process theory, valuation theory, (Daniya, Onotu,

Abdulrahaman, 2016; Weitzel & McCarthy, 2011; Mitchell & Mulherin, 1996;

ny ries explained shareholder’s value

(d-j%érsification of risk theory, coinsurance

Polemis & Paleologos, 2014; Petmezas, 2009; Shleifer & Vishny, 2003;
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Polemis & Paleologos, 2014; Scholtens, & VVan Wensveen, 2000; Allen, & Santomero,
1997; Andries, 2009; Garland, 1985; Nurwati, Achsani, Hafidhuddin, & Nur;?nu
2014; Sahul Hamid, 2017 and Abdul Majid & Fadzlan, 2007D). (’}
Secondly, shareholder’s value reduction strategy implies that does not
always bring benefits rather have negative impact as well. This strate&;xplamed by

managerial entrancement theory, managerial discretion theo emplre building

theory (Shleifer & Vishny, 1989; Weitzel & McCarthy, 2

1997; Malmendier & Roll, 1986; Tate, 2008; Shanmuga

and lddrisu, Ang, Lee., Loo, & Ong, 2017). S\

This study applies theories those are related to the value creation of the
o ~
o . S G
shareholders since this is one of the main motives of having M&A. Moreover, those

LY (o

selected theories are in according to the research objectives and questions. And hance

N aA (M
the theories are selected over other theories. The theories are resource dependency

NI LTy A

theory, efficiency theory, the theory of financial internlediation, free cash flow
RN\
hypothesis and relative market power hypothesi's. %\
A A S
2.3.1.1 Resmjmendein% ry (iéy

Resource dependency theory (RDT) is based on the principle that an organization,

N e DU Y

such as a business firm, must engage |n transactions with other actors and organizations
-
Qe | )) &
inits enwronment in order to acquire resources. It was developed in the 1970s by Jeffrey
ﬁ&i Gerald R. Salanmk @T is underpinned by the idea that resources are key
|zat|onal success and that access and control over resources is a basis of power.
Q resource dependency theory (RDT) explains how resources like assets, deposits,
p

erating income, skilled workers, money, technology, raw materials, etc. of an

organization affect the behaviour of the said organization. Nicholson (2003) and Pfeffer,
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& Salancik (2003) argued that internal & external resources can maximize a firm’s

performance. Enterprises use their own ability to transfer resources and cap?ﬂ!s

inside the merged firms and their competitive advantages (Lu, 2018). Smi@OM)

posited that the merger enabled to integrate banking experiences, how: ikms absorb
B A B h

and integrate resources by dint of merges (Haleblian, Devers, McNamara, Carpenter, &

Davison, 2009). RTD posited that the organization's outhQmﬁpacted by the

resources through the effect of the environment in terms ergers fnd acquisitions

while they are interconnected (Narayana, 2012). ResourcCesdepen nw suggests
B

es_ wit ther. sSimilar or

re\res ces aw@gi.lable to the
new entity (Peters, 2014). \% é‘ﬁ

Resources of a firm consist of@s'ble asse%(%n p;@l' and other intangible
assets that are put to productiv%anne@ by the firm Q@ovabhotla, 2012). This
study uses the level of ba % na arge, m@n, and small, based on total
assets, total deposits, %rmnk'} [per T‘d inb’ne as a proxy for the resource
dependency theory.Q \.Q} %CJQ

In additien, urc e p@i@iéal assets purchased by firms, hire

(Morris, 2004). The organization may joi

o

complementary organization, there are thaw

i
¢
agreements %@atio | ex tié, @ killed personnel (Penrose, 1959), however
% NN
and the% ces @nom_‘ziibut
Y-v

\

% (2018) emphasized that resource relatedness, i.e., human capital, market
trategy,

and functional departments have a positive impact on easing the M&As
tegration process and generate positive value creation. He also posited how

enterprises can use their ability to transfer resources and capabilities inside the merged

32



firms and their competitive advantages. Organizations can establish relationships with
others to obtain potential resources and maximize others’ dependency on them :
2010). Therefore, it is shown that there is an interconnection between Iﬁ}j the
study. Since M&As integrate several resources that impact the outcom banks, it

is in line with the theme of RDT. ?

This theory has been selected according to the study's pr Iwement, research
objective, and question. Bank sizes and the level of bank si e easljred total assets,
total deposits, and operating income are selected base the estendency

| ]
Y
theory. é | .iq

b 4 \)‘Z‘
2.3.1.2 Efficiency Theory \,: \ é\‘r

Efficiency theory defines meNED planned, ert@ to achieve and

generate enough realizable perforrrﬁggsto make %I enef ial to both involved
ﬁt N
parties, namely bidder and tar%dulza{é\ei?a (20@ Heffernan Wadhwa &
N &

Syamala (2015); Daniya, Onotu, Abdulrahman, & Muhammed (2016); and Weitzel &

S
McCarthy (2011) men% t according ‘t‘h‘e e@iencytheory, the main motive of

’ &
M&As is to gen'e{%etter ') \ran and gumcial performance. The symmetric
expectations of gains result ‘in_a~ 'dly' @ﬁer being proposed and accepted. If the
¢

gain in valu %arge is not sfivi(t;ﬁg target bank's owners may not sell or submit
: N
to the a% :

Simmilarl ?the bi&a'er owners expect negative gains, the bidder may
not ete the deal. N
N

\ﬂs theory is selected based on the theorem of merger and acquisition that
Q ies the benefits of having M&As, i.e., better performance. Better performance
ould be achieved by generating and exploiting economies of scale (minimization for
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cost) and economies of scope (market expansion). Moreover, this is one of the core

X
A0

Financial intermediary defines by the fact that they mobilize\funds from the

theories of M&As.
2.3.1.3 The Theory of Financial Intermediation

money holders (savers), registering a debt (liability) towards thm,Nthey issue their

A
own assets towards fund users (Andries, 2009). It was introduced in 1960 by Gurley
A v ] { y

and Shaw based on information asymmetry theory and agency theory.YThis theory
B

& VI o7 X
indicates the function (i.e., taking a deposit from the household agent and advancing

- I T TS

loan to an economic agent) of financial intermediaries (i.e., bank) in the economy.
~ w

V
Moreover, banks provide an essential service facilitating parti ipatio.@x;e sector. A
Y ¢

S~
financial intermediary is an important institution that contributes to the optimal

N

o/
allocation of resources. The dev@sent 0 \aﬂcx:l,)ﬂk{ ediaries means the
0 S
\j &

development of the financial ’

~ \

Allen & Santomero (1997) stated that intermediation has increased although

- V1 ¥ <

transaction costs and asymmetric information have declined. Moreover, they have

~—

stated that it is c@he Otf \d\b havig&.‘bf the institutions. They can easily
blemyro

overcome the p& fa 'c inf tion by acting as a delegated monitor.
¢
Risk mana as becom léy e.rze?of intermediary activity. In the traditional
NN

Arro-D% deIpLDrJ rce a%&ation, firms and households interact through
Y—-

markets®and financial interm d.’@ﬁes play no role. As stated by Scholtens, & Van
N
Wensveen (2000), financial intermediaries are agents between savers and investors.
\ Mat Nor, Shaharuddin, Nawai, Marzuki, & Abdullah (2018) suggested that

conventional banks have more comparative advantages, especially in managerial
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efficiency, as its intermediary role performances are not affected by bank size and not

based on Shari’ah compliance. Y'
~

It is known that a bank works as an intermediary (either financial or non-financial)
\7J

between depositors and economics agents. Based on this theory, the study includes the

h
following variables: the financial intermediary role proxied by economies of scale (cost

o Y
to income) and economies of scope (loan to deposit). The non-financial intermediary
A
role is proxied by non-interest cost to non-interest income. The study puts efficiency
{
i B

theory and the theory of financial intermediation together since the variables are the

v v ¢ Y‘
same (see Figure 2.6). !:\ I l .\C}

, ’ &y
2.3.1.4  Free Cash Flow (FCF) Hypot% 0\ \ g

Free cash flow hypothesis (Fc@nts that ger @%vailable cash to

\ess%x @n however, there are
N
agency costs associated with co%etwe& managers a@areholders over the pay-

out of free cash exist. The FCF hy SIS Yoest §i§i;s the concept of M&As

Abdulazeez, Suleiman%’m(zg‘%nhe@ Atmaja (2014) mentioned that

a bidder’s free cas %positiv \ﬂ'npacts@

are lower with hqh\ cas gru, t(jfﬁdag, Ozdemir, & Erdogan, 2020). Banks
¢

i
with negative @sh flow are o£ li gI‘Q to be targets and therefore are taken over by

acquwer% free casti flg }Beccaﬁl\,& Frantz, 2010).

agers are the agent shareholders, and because both parties are self-
iy i

i d, there are serious conflicts between them over the choice of the best corporate

oy

invest. It is a one kind source of fi ing for

utcome. Similarly, Acquirer’s gains

strategy (Jensen, 1987). The free cash flow hypothesis is likely to reduce the
erformance of M&As rather than to create value, it shows how takeovers are both

evidence of the conflicts of interest between shareholders and managers, and a solution

35



to the problem. Lang, Stulz, & Walkling (1991) observed that the free cash flow
hypothesis posits that cash flow increases the agency costs of firms wﬁYﬁm
investment opportunities. It assumes that management values investments (%Mlons
more than investments in financial assets. Acquisitions are one-wa gers can
spend cash instead of paying it out to shareholders. Therefore, the theory implies that
firms with unused borrowing power and large free cash f more likely to
undertake low-benefit or even value-destroying mergers. %n.gli free cash flow
has negative impact on the performance (Wang, 2010).

Dogru, Kizildag, Ozdemir, & Erdogan (2020 ed that fir w'th free
his ests that

s@s;lnvestment

, this hypothesis

cash flows gain lower returns than firms with
acquisitions can both reduce underinvestment proble
problems. Since free cash flow is the EDrce of

is selected because it suits the stud
[

‘% N

}! &

2.3.1.5 Relative MarkiE r [ e (R@
r )

The relative-ma% (R parad fg IS where firms with large market
’ &
share can exerC| arket [io ing polistic in nature, have a well-
differentiated p ng S p%'ﬁormal profits (Mirzaei, Moore, & Liu,
2013). Accordlngly, et )Q}t esis argues that large banks can influence
profits (Sahul Hamid, 2017) As said by the RMP hypothesis, higher the market power
Y4
through M&As, results in hlgher concentratlon and lower competitions as well as firms
"" \J

with well-differentiated products and higher profits. Furthermore, Ayadi & Ellouze
05;3) explain that the RMP hypothesis states that banks with a large market share and
iversified products might exercise their market power to determine prices and make

profits. As a result, individual market shares accurately determine market power and
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market imperfections. Furthermore, the RMP hypothesis states that the banks with
relatively larger market share and a range of differentiated product lines are?!o
better exercise their market power to gain superior profit. The RMP emph@cess
profit deriving from larger banks market share but not necessarily collusive

—
behaviours (Pradhan & Gajurel, 2011; Mensi & Zouari, 2010; and Kun%var, 2018).

The market structure in the banking industry is estimate uWarket share, CR
and HHI (Shepherd, 1982 and Sahul Hamid, 2017). CR i dXe.a‘s the percentage
of total assets of the five largest banks in a country to to sets fa mmerC|aI
banks in a country. This measure only focuses on the t sharg of tc]p .@anks
in a country and does not account for the size disti ng b%‘r On the

v

other hand, HHI is estimated as the sum o e S ares:i)ft ark res of all the

banks in a country, in which the maw es are d @ttlons The HHI

measure accounts for the size dlst n of a gnk country. It provides
heavier weightage to larger ba ha3|z githe z@lve importance. Higher
CR ratio and HHI reflect on (me lower competition) in the
banking sector. % Z] l

Market po nifican s wit (a.vge relative target size, intra-industry
mergers, and i & centr , suggesting a substantial lessening of
competition u M A. T m&k@ wer hypothesis is based on anticompetitive
effects from® actlw&\Accordmg to the market power hypothesis, all
mar rt|C|pants profit frorrr.@h&As because a lower number of players decreases
c |on and boosts future profits (Hankir, Rauch, & Umber, 2011).

: Anginer, Demirguc-Kunt, & Zhu (2014) measure bank-market concentration as

e fraction of bank assets held by the five largest banks in a country. The degree of

concentration of a market is expected to exert a negative influence on competition,
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hence it is likely to raise the banks’ profits. In the MP paradigm, the direction of

causality between concentration and profitability runs from the market structuyan
industry to behaviour that affects its performance. A concentrated structure %\ucive

to using market power in ways that may enhance bank profitability‘!Mirz'aei et al.,

2013). Based on the theories and hypothesis, this study suggethhe following

theoretical framework in Figure 2.6. V
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Resource Dependency Relative Market Power Hypothesis
Theory (bank size): Market structure
-Total assets -Herfindahl-Hirschman Index
-Operating Income (HHI)
-Total deposits g -Concentration ratio (CR)

Efficiency Theory & the \ Bz

Theory of Financial

Intermediation

1. Bank’s Operational
Performance

a. Financial Intermediary
Role:

. a. Return on Asset (ROA)
- Economies of scale: Cost to b. Return on Equity (ROE)

income ) C. Net Interest Margin (NIM)
- Economies of scope: Loan to

deposit \ 2. Bank Stability

~
b. Non-financial Intermediary N
"-'
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-Non interest cost/non-interest
income
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%
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N
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2.4 Operational Framework of M&A
The operational framework is designed and developed based on prewous
This section discusses the impact of M&As on bank performance and @y for

Islamic and conventional banks. Several factors affecting M&As and t jating role

of market structure are reviewed and discussed below. ?

2.4.1  Impact of M&As on the Bank’s Operational P Knce

The main purpose of M&As is to generate better performan e.Wes wealth
B

creation, value maximization, and minimization of c d risk-shari s'ra@ This
is also supported by the efficiency theory si As are to b@ﬁg better

performance. However, the extensive Iite%e, oV

con\@mnal banking

sector in the following paragrap eveals contradietory, @%nsistencies and

inconclusive results of the mpact%\&As t\go%g @he efficiency theory.
N

Therefore, this study aims to re% thl@theo to dIS the impact of M&As on
entiona

operational performance in x [ I ﬁlslamlc banks. The literature
pera onﬁl

eﬂfg

ormance is discussed.

of
o‘

(lgsﬁ}/re former-Governor of Bank Negara
rs progtam for domestic’s banks and said that
merger exer uId t, in yXNaq?\Beaken the financial strength of the merged
entities. Jsing'data og' Mal ?'an Ba&%, Sufian & Habibullah (2014) and Jatkar (2012)
OQ t the acquiring ban@ére relatively more productive than the target banks.

Iso generated increased positive abnormal returns for the target due to investor

d ctation for better utilization of their (target) resources (Antoniadis et al., 2014).

The reason for having M&As is to achieve economies of scope rather than

economies of scale (Sufian, 2011), however, it (M&AS) reduces earnings volatility
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through economies of scale and scope (Piloff & Santomero, 1998), therefore, to have
economies of scale and scope, bigger banks are needed through M&As (Ibrahim &
Rizvi, 2017). Focarelli, & Pozzolo (2001) stated that acquisition could @?

quality of the portfolio of acquired banks. In addition, the banks %sny gain
economies of scale and scope by reducing manpower, shrinkmg operations, having

portfolio diversification, and reducing cash and securities (L| er ane, 1993). The

role of diversification is the main motive for the bank (B nal-Estafiol, &

Ottaviani, 2007), when the value of diversification is s w‘ate better

welfare for depositors and borrowers. l .S
Abbas Hunjra, Azam, ljaz, & Zahid (201 a postti tlo between

M&As and bank performance. The study fﬂ@ n the U nkm or and found

a positive relationship between produwaofltablllt sh@‘blder value. Rani,

'}et al. (2016), and Al-

Sharkas et al. (2008) observed %d an robu In f|n I performance and cost-

efficiency owing to merger@U|s,| S, é increase financial efficiency
[

in Nigerian banks.

4 ¢ &
Other studies %examin N evea hat M&As have had less impact on
the performanc & bankifgei

(2018), Jall azm , & Basit éo ‘Kandll & Chowdhury (2014), Gattoufi, Al-
)

Muharrami, & Shamas (2_01£‘1K), Ko & Saba (2011) and Ismail et al. (2011) stated

that@s activity had no s@i’cant impact on the operational performance of the

banks udied involved. Goyal & Joshi (2011) and Piloff & Santomero (1998) argued

0 acquisitions often negatively impacted employees’ behaviour, resulting in
ounterproductive practices, absenteeism, low morale, and job dissatisfaction. It

Yadav, & Jain (2016), Rehan, Kha ha (2 u
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appears that an essential factor affecting the successful outcome of acquisitions is the

top management’s ability to gain employee trust (Amihud, DeLong, & Saunders, 2002).

NY
t

M&As also contribute to abnormal returns and have shown a negati

profitability, efficiency, liquidity, leverage, size, and employee béﬂ%r in the

banking industry (Banal-Estanol & Ottaviani, 2007). Malatesta (19?5 early studies

on

showed that shareholders of the acquiring firm suffered valqewtion during the
period of both announcement time and over the following S fth«i merger. Sufian
& Habibullah (2014) revealed that banks' efficiency re e sh Wignificam

"

differences between post-merger and pre-merger peri

R. Rao-Nicholson et al. (2016) used info
in ASEAN countries and found the negativsgffei of I\ﬂ& n ban@ery;ormance. If
' tuti@‘l‘hat are dissimilar

banks integrate it can be quite costly to“integr

4

a@ies (Antoniadis et al.,
o S

2014). .% “
\ &
Throughout the litera it'is sh a acroé@nomic conditions also play a
ks. Macto

significant role inthe o f the banks. @nomic conditions affect the post-
’ 4 f &

merger performance™JIse & j::}\z 01).$a|!, Jang, Minton, & Weisbach (2017)

found that mackoeconemic iti 's po '<Vely affect the likelihood of making an
¢
M&As. Ch 'bon (2011 sfred(tﬂ macroeconomic variable (GDP) plays an
NN

in terms of their loan, earnings, andc%deposit,

essentia% ggregati &Asactivity. An increase in growth of GDP reduces the

probability of bankruptcy Whi@ignificantly increases the merger activity (Buehler,
o~

Kaiser, & Jaeger, 2006). Athanasoglou, Brissimis, & Delis (2008) noted that
G;oeconomic condition (inflation) on bank profitability depends on whether banks’
ages and other operating expenses increase faster than inflation. In this vein, Perry

(1992) stated that the effects of economic conditions depend on the power of the
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management how they anticipate the economic conditions. If they could predict the
economy correctly, the banks can appropriately adjust interest rates to increav
revenues faster than their costs and thus acquire higher economic profi@e 2.3

provides a summary of the impact of M&As on performance. A

N3
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4%

Table 2.3: Summary of Studies Associated with the Impact of M%ﬁg:the Performance

Author(s) Sample of the study Variables Methodolog%’ Findings
Rao-Nicholson, Salaber, ASEAN Countries, Operating performance: ROA,  Cross-sectional OL The industry-adjusted operating performance tends to
& Cao (2016) Firms, Sales margin model.ﬁ~ decline in the 3 years following an M&As deal.
2001-2012 Y,
Abdulazeez, Suleiman, Nigeria, Banks, 2002-  Financial performance: ROA & S Bank  witnessed improved and robust
& Yahaya (2016) 2008 ROE (Desc stat'stics) financial performance.
Antoniadis, Greek, banking sector

Alexandridis, &
Sariannidis (2014)

2014

s however, displayed negative returns and was not

N d
Financial and corporate Event $tudyy = ° \Whe share prices of the bank have risen for the period
governance characteristics é\etho | | A‘? after the day the proposal took place. ATE bank,
¥
R - %, influenced by the proposal.

R
/4

Gattoufi, Al-Muharrami,
& Shamas
(2014)

GCC countries, Banks
2003-3007

ROE, Capitalization ratiosenet,/ Average of Matket  No significant impact on operational performance.
financial margin (NFM %a) d wi

loss provision to total assets, \T erged

Loan loss provisi ne $
interest revenue, %ost u (3_
income ratio. .
- - - ; <
Sufian goqit;lbu”ah Maigz;s:;(l:)a;ks ;:bour' physicd § Banks’ revenue efficiency has not significantly
posit i d during the post-merger compared to the
Pre-merger (1995- Price of labor, pric h |car‘é$/ Improve _g P g P
1996) capital& ice df deposit. ((/% DEA pre-merger period.
Post-merger (2002- N
2009) (} l ‘?;' "3(/
) ) &
&ficﬁrﬁ/’ 3
Al-Sharkas, Hassan, & US, Banks r The merger has improved the cost and profit

Lawrence (2008).

:P fit efficiency c.}’
1987-2000 \ re and post-merger cost &

SFA, DEA efficiency of the banks.

rofit efficiency)

Rani, Yadav, & Jain
(2016)

India, Fi %

p
Financial Performance: ROA, Paired T-test Performance has increased after the M&As deal

ROE, NPM, NIM
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Table 2.3, continued '\q

Author(s) Sample of the study Variables Methodology ‘U)V Findings
Rehan, Khan, & Pakistan, banks Profitability: ROA, ROE, NIM, Paired T-test “=A\The analysis suggests that all the banks in Pakistan
Khan (2018) OPM, should minimize their gross profit margin to improve
\) financial performance and efficiency.
Kouser & Saba Pakistan, banks Financial performance: OPM, Paire T-w." No improvement in financial performance after M&A
(2011) 1999-2010 GPM, ROIC, NPM, etc. |
Larasati, Indonesia, Financial performance: NIM, Purp sampli o significant differences before and after M&A
Agustina, Istanti, companies EPS, ethod ‘ N
& Wijijayanti 2010-2014 & Q)
(2018) \)‘2‘
Jallow, Masazing, UK, Companies Financial performance: d 4.5 Net profit margin is not affected by mergers while
& Basit (2017) 2011 ROE, EPS, NPM gzé\ return on asset return on equity and earning per share
O are affected by mergers and acquisitions.
Kandil & UK, Islamic Banks, ROA, ROI, bank size (b i %del Differences in the performances of the Islamic
Chowdhury 1999 to 2009 revenue), Financial |EV% banking sector between pre-post M&As.
(2014) \
Banal-Estafiol & UK, Banks Introduce  frame atical series When the value of diversification is sufficiently
Ottaviani (2007) 2006 depositors  al \Y: strong, bank mergers increase the welfare of
welfare % borrowers and depositors. If depositors have more

correlated shocks than borrowers, bank mergers are
relatively worse for depositors than for borrowers.

\ :
Jatkar India, banks, NA (') / ?" (j’ NA The need for large investment banks is the primary
(2012) Q’ P $ factor for further consolidation in India's banking
(Q v

sector and other Asian economies.
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Table 2.3, continued ’\Q

Author(s) Sample of the study Variables Methodology “’)‘ Findings
Erel, Jang, European Union (15 GDP growth rate, the Descriptive statistics-\Tﬁe regulatory body of the target firm is extremely
Minton, & European countries), Unemployment rate forbidden foreign M&A but influences the local one.
Weisbach (2017) Merger Waves, T
1997 to 2006 Y4
Goyal & Joshi India, Banks Human Resources Management Y. Motives behind the MA deal.
(2011) and Organization Behaviour |
Linder & Crane  Bank, New England, ROA, operating income, Matched palf ap roa\dﬂ]sbank that merged with the newly acquired
(1993) 1982-1987 é j@ltution, difficult to have performance.
¥ SIntra-holding company was likely to yield an overall
Y’ \ Y\'J performance gain.
\, °\ %\ It is difficult to reduce operating expenses in the first
c) & 2 years of the merger.
Sufian & 331 bank year Factor productivity changes, ) i@ The acquiring banks have been relatively more

Habibullah (2013)

Sufian (2011)

Ibrahim & Rizvi
(2017)

observations,
Malaysia, 1996-2008

Korian 31 Banks,
1992-2003

45 Islamic banks
from 13 countri

0
efficiency, total loan/tota >\;? \& productive compared to the target banks and banks in
0 Y
n_

assets, log pf total asse <£_’> the control group.
loss provision/total Io& &Q
3

interest income/tota S, I
non-interest ex;{%ﬁil S
assets, d
Inefficiency of the Korean banking sector was largely
{Q due to scale rather than pure technical under the

Efficiency, Nvestrteh
interest i%no i 'te:g;
income, eppsit, capital, & operating approach, while scale inefficiency seems to
inter&nse,;o in re&t(/ outweighs pure technical inefficiency under the
ex;% ’V) Q\ value-added approach. Under the intermediation

: " \)Y" approach, the Korean banking sector’s inefficiency
\c., stems largely from pure technical, rather than scale
k stability, total assets, Panel techniques; static  Larger Islamic banks are more stable

gross loan to total assets, return model and dynamic
on average assets, liquid assets model
to total assets, GDP, inflation
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Table 2.3, continued

N

Author(s) Sample of the study Variables Methodology “’)‘ Findings
Focarelli & 2500 banks from 29  ROA, ROE, total assets, net NA -\Efﬁciency is the main important than overall degree
Pozzolo (2001) OECD countries interest income, non-interest

Abbas, Hunjra,
Azam, ljaz, &
Zahid (2014)

Ismail, Abdou, &
Annis (2011)

Amihud, DeLong,
& Saunders
(2002)

Tse & Soufani
(2001)

Choi & Jeon
(2011)

Buehler, Kaiser,
& Jaeger (2006).

10 banks, Pakistan

income, GDP, population, bank
credit, inflation,

Profitability & Efficiency,
Leverage, and Liquidity

Egyptian companies, Performance, efficiency,

1996-2003 liquidity, solvency, and cash
flow position,
Total risk (variance of firms

stock return)

General, Banks,
1985 to 1998

124 cases in UK, Wealth effects of shareho

of economic integration, size is the kye determinants
\3 of to expand in abroad

no positive improvement in the financial performance
f the banks in Pakistan after Merger and Acquisition.

OLS | Performance does not improve in post M&A
A
2 ¥
znel i uesg Acquirers’ risk neither increases nor decreases.
o
ttﬁy wealth effects to shareholders in the different

(} transactions is related to the prevailing performance

1990-1996
43- of the economy
Firm merger, US, GDP, currency in circu P Series long-run equilibrium relationship between the set of
C

1980-2004

3-month Tre | raté;
year Treasufy bo rlz

corporat cash fl
Firms, 1994 to Life tlmé-a’ f m',
u

December 2000 fallu ; V} Bébb
40 .

M1, M2, Produ T ; ﬁnetncs tools,
(PPI), eﬁectlve% g ‘. oregressive
ry 0

macroeconomic variables and various alternative
measures of aggregate merger activity
egrated Moving

Q%Average (ARIMA)
O

NA large firms tend to have lower hazard rates than small
firms—is inappropriate for mergers. In fact, the
opposite seems to be true: large firms are more likely
to merge than small firms

3
N



8y

Table 2.3, continued \2

Author(s)

Sample of the study Variables

nd

Methodology ¢ ™) Findings

Athanasoglou,
Brissimis, & Delis
(2008)

Greeks commercial  bank-specific, industry-specific

banks, 1985-2001 and macroeconomic
determinants of bank
profitability

GMM ~=profitability of Greek banks is shaped by bank-
specific factors and macroeconomic, control variables
that are not the direct result of a bank’s managerial

E ? Profitability persists to a moderate extent, indicating

structures may not be that large.

I
1S

\/ decisions.
hat departures from perfectly competitive market
|



2.4.2  Impact of M&As on Bank Stability

Bank stability represents banks’ soundness which signals that the Ts
financially stronger and less prone to any systematic shocks. There s rong
connection between M&As and bank stability. For instance, being mefgkbanks can
integrate several resources, e.g., human capital, technology, policies mgles assets
etc. Efficient and expert personnel know-how eases financi de ons and deposit

collection. Therefore, skilled personnel can manage the ba

and effectively while positively impacting the perfor e. Ul imw helps the
B \Y‘

|5

S r@ er @r\g from

-
diversification, leading to higher stability4(Paroush, 1995). Therefos based on the

~ r &
study of Paroush, it is concluded that M&As of banks lead to diversifications, more

N JNE S W
market share that generates more market power Iowerlng the rlsk and then higher bank

NI Ly

stability. Similarly, increase market power through M&A§ Iead to higher financial

ON N W
stability (Benston, Hunter, & Wall, 1995). In line with the findings of Benston et al.

PO il I JAe -y

(19995), and Tan, & Hooy (2004) the merger brmgs stability for banks. Merger policy

1tions efficiently

bank to be more financially stable and less fragile.

Being involved in M&As, the bank i

encourages to tak rs of fal \iﬂSFltu g..bhat contribute to banking stability
£ T >

(Perotti, & Suarez, 2002) (ﬁ*’
Large &)\re rfre%ef(lbrahlm & Rizvi, 2018) with higher Z-score and

lower earnlngs volatlllty ( ?utsm , & Kosmidou, 2016; De Haan, & Poghosyan,
ﬂ&large banks can eaml@fange and are able to enhance diversification benefits
omles of scale in information production, monitoring and transaction cost

yen, Skully, & Perera, 2012). Meanwhile, it would be able to achieve total gains
e.g., cost efficiency, risk sharing, revenue enhancement, performance, and

diversification of resources along with increasing market power and bank stability)
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(Piloff & Santomero, 1998). Bank Negara Malaysia (BNM) statement on 5 February
2020 supported having large banks to maintain financial stability and economlcw
since the contributions of these banks know no bound. Therefore, BNM h ched
that the country's three largest banks (in terms of capltallzatlorﬂ';g domestic
systematically important banks (D-SIBs). Meanwhile, Cihak, & H&(ﬁOlO) found
mixed results, small Islamic banks are more stable than small Wnal banks while
large Islamic banks are less stable than large conventional &7

ahid, & Dar, 2016).

Diaconu & Oanea (2015) found that the most important rs that wh stability
B

and profitability are internal determinants (e.g., capit i iCi aﬂo@dity,

als@bends on
: N
Bank stability is measured by Z\ 2(@ Ibrahim & Rizvi,

2018; Nguyen et al., 2012; Wahld, r, 2016; ea, 2015; Khaddafi,

and lending activity) and external determinant

interest and non-interest activities (Nguyen

Heikal, & Nandari, 2017; Li, A & alon ThIS study uses Z-score as

the proxy for bank stability. % TI @lcates greater bank stability,
om

reflecting the bank’s d 1n“ lven. “a‘n -versa (Li et al., 2020).

The econom m@ stabll Good economic conditions lead to

smother econo tlon d to ort for financial stability. Karim, Al-

|
Habshi, & Abduh (2016) stat at &%’stablllty (Z-score) of Islamic banks is not

affecte kcroe(ﬂ xvarla . There is a trade-off between inflation and
=
finang&tability (Criste, & Lupu 2014). Accordingly, there is a non-linear negative
\J

N
relationship between inflation and financial stability (Boyd, Levine, & Smith, 2001).

ag——

Similarly, Diaconu, & Oanea (2014) stated that GDP has a significant impact on

nancial stability.
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2.4.3  Factors Associated with M&As

Apart from the impact of M&As, this study is concerned with severalw
related to M&As that influence the bank’s performance and stability. Pre@dles
have yielded few, inconclusive, and mixed results on the impact of M&éﬂhe banks’
performance and stability. This study re-examines selected factors sueh as operational

performance (motives), bank size, level of bank sizes (large, mg iumand small) modes

of financing, and time effect. Table 2.4 presents a sumr‘nirN Iiter‘ature review.

P
Factors associated with M&As can strongly influence the performance of M&As.

&« VI o7 X
George et al. (2012) stated that the factors include characteristics of the banking sectors
x 1T >
and the size and activity of the financial markets. Kwenda, Oyetade, & Dob\r{eva (2017)
Y~ \NY (v
studied factors that impacted the cross-border mergers and acquisiti&ns (CBM&AS)

~ r &
performance in Brazil, Russia, India, China, and South Africa (BRICS). Five factors

N JFEPS. g
were analyzed: lagged profit, asset growth, asset size, Ieverage and payment method.

NI .Yy

Based on previous studies, the followmg factors that are related to M&As are reviewed

¥ S

2431 Bank Sizes and Level of Bank SlzesJ
AN ' ) <
Bank size is an important factor affecting banking sectors. Throughout the

N e DU Y

literature review, bank size continues to posit a dilemma to the sectors. Some studies

Qe | )) &

declare “too big to fail” while others suggest that some banks are “too small to succeed”.
L :

N/

Therefore, this study looks bank size as a general for Islamic and conventional banks
‘ \J

and discussed.

while level of bank size is seen as a whole for banking sectors. The rational is that latter
\$W€ can see effects of bank size on general basis for Islamic bank and conventional
\banks meanwhile by dint of level of bank sizes (large, medium and small) able to know

which types of banks are the potential.

o1



With regards to M&As, bank size is another essential explanatory factor.

Concerning the announcement time of the size-adjusted combined performance of both

N
the bidder and the target, Cybo-Ottone & Murgia (2000) found that this factor is

\7J
essential in M&As and it is economically relevant. They argued that the combined value
of domestic deals creates shareholder values. Studies argue that th% IS a negative

relationship between size and post- merger performance (Ramaswamy and Waegelein,
2003). Meanwhile, other studies defend a positive relationshi wee'n size and post-
M&As performance (Mantravadi & Reddy, 2007). The s f the arWared with
‘X
the large bidder which impact on the costs structuringibureaucrati ajonj@ency

cost, and other cost related to managing Iarvag s. For thi ason\‘}‘\’- negative
\\

&

relationship between size and performance exists (De Matos, 2018; Al-Sharkas, Hassan,

& Lawrence, 2008). Accordingly, Mk Onvura ) s@ts that bigger is

only better up to a point, and beym@jﬂ poinﬁo‘al g@\s not associated with
\ a C_\

performance. Moreover, Naseri, Bacha, & Masih (202Q) said that larger banks

w &
experience problem in pnﬁress 1 in atio “}.e., qualitative information

),'re@t)nship lending (principal-agent
o

associated with providi ncial

2

problem). It also(%) the ion ﬁwengaging more into market-based
activities that Irw igher i oIatE‘iJ&’
rN e D

Kosmidou, Pasiouras, Doumpos, & Zopounidis (2006) suggested two types of

Qe | )) &

bank sizes, i.e., big and srpaILbased on the total assets. The findings showed that small

A .
banks performed better compared to large banks. Furthermore, the results are supported
~ j

by high regulatory capital ratios and the majority of small banks earn high assets quality.
\ Aladwan (2015) showed that profitability increases as asset size decreases.
\Meaning that small banks are better for having good performances. Small banks benefit

from fewer liquidity problems, less bureaucratic costs, less research and development
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costs and fewer political costs. Furthermore, bank size had an inverse relationship with

profitability. Meanwhile, Micco et al. (2007) showed that bank size does not matt‘er in
determining bank profitability. \
\

It is said that Islamic banks gain economies of scale and scope through M&As.

=
Ibrahim & Rizvi (2017) and Igbal (2008) emphasized that in order to be a megabank,

a Y
there is no alternative except through M&As and problems of economies of scale and

scope operation can be resolved and managed. Economie c;e caf be achieved if

banks with similar operations find it beneficial to elimi overlappi nches and

Yw
consolidate back-office operations including sysﬁ@d techn qui}acﬁn@ation

and marketing functions. They concluded that Islamic banks are “too small to succeed”.
— ~
| | o M SONY v
In this study, the impact of bank size is examined based on three dimensions, i.e., total

LY (o 2

assets, total deposits, and total operating income. In line with the previous studies, this

N aA M
study divided bank size into three- levels namely large, medium, and small based on

N LTy A

bank sizes in terms of total assets, total dep05|ts and operatlng income.

Ibrahim & Rizvi (2017) nte’ t Iarge banks are needed to ensure
\;E s g

consistent financial grg_v_\ith and solvency. ngher I|qU|d|ty, greater diversifications,
d Il
equipment of new technology, Ilower systematic risk help to boost financial growth and

- 3
solvency. Greater size is required for better diversification while large institutions have

N e DU

substantial scale economies Imked to dlversmcatlons (Gamra, & Plihon, 2011).
Slmllarly@;anka‘p%%ed be@due to economies of scale and scope (Fithria, &
Sh0|lhln 2018; Beck, Demlrg\(;%(unt & Merrouche, 2010; Amene, & Alemu, 2019).
‘m\/hne, other studies showed that medium-sized banks are more efficient than large

\b}anks (Katib & Mathews, 2000). Kosmidou, Pasiouras, Doumpos, & Zopounidis (2006)

\and Aladwan (2015) found that small banks can outperform larger ones since they do
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not have high start-up costs, lower bureaucratic cost, and lower cost of operations along

2432 Intermediary Role of The Banks (Financial and Non-Frﬁ%@l)

=
Since the study is on M&As of banks, the study includes the intermediary role of

A\
banks. It is known that banks works as an intermediary (either financial or non-

A
financial) between depositors and economic agents. Based on this theory, the study
) ) ) ) o A v ] { R
includes the following variables: the financial intermediary role that is proxied by
| | A Y I oYX
economies of scale (cost to income) and economies of scope (loan to deposit). And the
S

non-financial intermediary role is proxied by non-interest cost to non- mterest income.
\V
- S

Allen & Santomero (1997) stated that intermediation has increased although

with the research and development.

transaction costs and asymmetric mformatlon have‘Ee,\‘cIII over, they have
stated that it is one of the observ aV|0urs gv)lm{ ns. They can easily
overcome the problem of as yr%mfoﬁnatlo by acthé)as a delegated monitor.
Risk management has bec \e 0 term@y activity. In the traditional
Arro-Debreu model e aIIo tio fl" d households interact through

markets and flnarkmrmed .aﬁ%ptay no %

Nor, Shaharuddln Nawali, Marzukl &Abdullah (2018) said that bank margin of

convention E! Iaml bankg Jenﬂtjc% to the efficiency of the bank management

as the r nt efﬁf’ency increases, the bank margin also increases.
Furmﬁre, the paper conch@s\i‘hat the non-interest income to total assets ratio has
S tht positive relationship on bank margin of conventional bank while Islamic
& s are relatively very low to have relationship and give an impact on bank margin.

n the contrary, higher the non-interest income lowers the profit of the banks (Lepetit,

Nys, Rous, & Tarazi, 2008).
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2.433  Modes of Financing T
~

Modes of financing are one of the important issues of M&As deals. M&As deal
\7J

is either financed by cash or stock. Works of literature are reviewed and discussed.

Modes of financing, i.e., cash, stock, or a combination of both, significantly impact

L\
performance (Kwenda, Oyetade, & Dobreva, 2017). According to the findings of Healy,

A
Palepu, & Ruback (1992), the post-M&As performance of acquirers is influenced by
A v ] { y
the modes of financing. lankova (2014) stated that using cash, stock, or both of them
&« VI o7 X
depends on the value of the stock of the acquirer. If the stock of the acquirer is
wx~ 1T >
overestimated in the market, then it is better to offer stock otherwise in cath. André &
Y™ N\' .v
L’Her (2004) investigated the relationship between post-M&As p&rformance and

~ r &
modes of financing. Generally, M&As financed by stocks performed poorer in the long

o/

run. Some studies that examine @)ﬁ ﬁ%ﬂ\?ba,@e that cash-financed

transactions outperform stock-% oneg1 (Ra Ve(z@en, 1998; Andre et al.,

2004; Megginson et al., 20 mﬂe, hﬂagfg\}no evidence that the method
]

of payment influences%o rted p I & Russell, 2004; Yook, 2004;

Heron & Lie, ZOOZAwngftl % : C/Q

¥ 3
In most cases, the use of cash had a positive impact on the performance of the

N e DU Y

target and acquirgr compared to stock. Inversely, Nor & Ismail (2006) found that

(kv ) N
Malays% tors dppe to no&ivour bidding companies using cash to acquire
D N | |
tar panies. This is de@rated by significant negative results on the bidder's
a
i

@residuals after the announcement date. An acquirer may not want to use cash to
Q ce a M&As deal if the acquirer is uncertain about the target firm's value. When the

cquirer is uncertain about the value of the target firm and the target firm accepts a cash

o
=
>
o
D™=
@

A

offer greater than its true value, the acquirer would have overpaid (Fuller, Netter, &
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Stegemoller, 2002). Cash payments may signal market participants to interpret a cash
offer as good news, that is, the acquiring firm’s management expects an increase
value over the post-acquisition period, and to interpret a common stock@ bad

news (Ramaswamy & Waegelein, 2003; Tuch & O'Sullivan, 2007). A

2434 Time Effect
Most literature reviews analyzed the time effect b 'ng three-time horizons

such as an average of five years, three years, and two be and eWFew have
]

dy. It Is expectgd .Qaj\‘tzr:ese

looked into combining all three-time horizons into t

three-time horizons can significantly affect per

e andstahili .Th'@ﬁudy tries
iffi entb‘ Heneg, the @13/;5 considers
&

all the three three-time horizons in thi&% O

A study showed that in fi\%rs b%y%a @&As, there was no
improvement after M&As for %icly ﬁsted mpag;:'?\ Malaysia (Mat Nor &
Ramlee, 1995). Meanwhil %er tNie C&/erse results, pointing to a

significant relationship%g M&AI and

to identify the period that affects performan

nk p&)rmance (Al-Sharkas, Hassan, &

o

%

’ Ny
Lawrence, 2008). S{\/Qstava' \.t& also %&bServed a longer period in better

performance. & &
f\ 1 o DI CA('}

Said, Mat Nor, Low & Rahman (2008) looked into the period of three years before

Qe | )) &

and three years after the M&As. Their estimation results showed similar results before

LY/ P o
and after M&As, meaning that M&As did not improve performance. However, Sufian
——— \,

& Habibullah (2009) showed that post-merger performance was better than pre-merger

Qperformances for the same period.
Meanwhile, Yener & Ibafiez (2004) showed that two years is sufficient to avoid

alteration and inaccurate results. They explained that longer periods might negatively
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affect the accuracy of outcomes due to the effects of other external economic factors.
This is supported by Achtmeyer (1994) who argued that the benefits of M&As
take more than two years to materialize. Abbas et al. (2014) looked into %\)d of
two years before and two years after M&As. Their results showed an ement in
the financial performance after M&As. Y.

Therefore, consistent with previous studies, this study divides the sample into five
years before and after the M&As and expects a positive res x.corsistent with the

efficiency theory namely that M&As yield better perfo ce. bWesents the

summary of previous studies of factors associated @&A& l _\(—}
4
%3
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Table 2.4: Summary of Studies Associated with the Impact of Factors of M@ggn the Performance of Banks

Author(s)

Sample of study Variables

MethodologA

4 Findings

Aladwan (2015)

Jordan, bank,
2007-2012

ROE, bank sizes, bank specific
variables

Simple
Regression z

Profitability tends to increase with the decrease of bank
size.

Sufian & Habibullah Malaysia, Bank, technical Total deposits, Capital, DEA Economic reasons drove the merger program among the
(2009) efficiency, 1997-2003 Personnel Expenses, Loans, ' Malaysian domestic commercial banks.
Investments, Non-Interest
Income ) \d
Igbal General, Islamic  General discussion. NAI L%E'must expand the scope of their products and services
(2008) Financial Institutions ~to0 meet the challenges of domestic and international
(IFls) J\, Vmarkets.

" Due to the small size of the economy, larger banks are

j

unable to efficiently use resources and minimize the cost.

Micco, Panizza, & Yanez

Developing and industrial ROA, interest margin,

<
d ‘gres@‘ﬁ
is

State own bank in developing countries tends to be lower

(2007) countries, banks, 179 cost, employment, pelitics T profitability and higher cost than their private
countries around the 0 c} counterparties. Moreover, there is no strong correlation
world, 1995-2002 43- between ownership and the performance of the bank

___\ \A located in the industrial area.
Kosmidou, Pasiouras, UK, Banks Loan loss es&f?/Gr s 1o % §PAIRCLAS Small banks exhibit higher overall performance compared
Doumpos, & Zopounidis  1998-2002 Equity/T ssets,‘. C ankw Multicriteria to large ones.

(2006)

funds/Lsabili es
ma\r;&K

methodology

Amihud, DeLong, &

General, Banks,

Panel techniques.

Acquirers’ risk neither increases nor decreases.

Saunders (2002) 1985 to 1998 Y ck retu
Abbas, Hunjra, Azam,  Pakistan, Isl Total accrual, t@t‘al accounts Regression The target firm manager significantly manages earnings
ljaz, & Zahid Financial Insti s receivable, o~ analysis upward by cutting discretionary expenses during earn-out
(2014) (IFls), $ Total inventories, Total taxes periods.

payable, and, Total other current
liabilities.

1984-2014 0’
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Table 2.4, continued

NS

Author(s)

Sample of study

Variables

Findings

Al-Sharkas, Hassan, &
Lawrence (2008)

US, Banks
1987-2000

Metgmgy
@ DEA

Cost efficiency

Profit efficiency

(Pre and post-merger cost & profit
efficiency)

The merger has improved the cost and profit
efficiency of the banks.

Ibrahim & Rizvi (2018)

25 Islamic banks, 114
conventional banks, 10
dual banking countries,
2000-2014

Growth rate of gross loan/financin
growth rate of deposits, bank spegifi
macroeconomics, regulatory variables,

VI)y amic panel

ec que system
G &
\

Moutsianas & Kosmidou

Bank UK, 2000-2012

Financing growth of Islamic banks is higher
than the lending growth of conventional banks

Volatility, size, cost to income,

Size negative affects to earning volatility,

(2016) diversification, concentratlonv O MM
De Haan & Poghosyan ~ Non-investment  banks, ROA, ROE, Bank size, m et struc chnlques Negative impact of size on the earning volatility
(2012) US, 2004Q1 —2009Q4 cost to income, leverage sifi e.gatlc model
Nguyen, Skully, & South  Asian  markets; NIM, Market power, col fra% GMM Greater market power focus more on traditional
Perera (2012) Bangladesh, India, non-interest inco s interest income generating activities.

Pakistan & Sri Lanka),
1998-2008

ank;hgy
~J

efficiency, capltall

Kwenda, Oyetade, &
Dobreva (2017)

listed firms from Brazil,
Russia, India, China and
South Africa (BRICS) that
engage in cross-border
mergers and acquisitions,
2000-2012

X
Performanc "Ievr e, growthi~. GMM

{:\15'

acquirers continue to make profits as they
engage in CBM&A:s.

Wahid & Dar (2016)

Islamic & conventional
Banks, Malaysia,

scare,
%e tapistics
<Q)arlables total asséts, equity to total

rk (gtructure (Panser POLS

arco economic

N -
assets, credit I’ISk)COSt to Income,

large Islamic banks are less stable than large
conventional banks

small Islamic banks are found to be more stable
than small conventional banks
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Table 2.4, continued

X

C

Author(s)

Sample of study

Variables

Findings

Karim, Al-Habshi, &

5 Islamic and 58

Bank stability, GDP, INF, CPI,

Metgmgy

long run relationship between the stability of

Abduh (2016) conventional banks, T commercial banks and macroeconomic factors.
Indonesia, \’ no evidence of long run relationship between
the stability of Islamic banks and
Y. i macroeconomics factors
Boyd, Levine, & Smith 64 countries over the Inflation rate, Negative implication for the long run economic

bank size, liqui '\D namig;GMM
private credit, inflation, GDP, liability, , Ka,

(2001) period 1960-1995 o performance
Cybo-Ottone, & Murgia  European banks from 14 Performance, domestic vs cross-border, ’ O’.%\c}‘ positive and significant increase in value for the
(2000) markets, 1988-1997 size types of deal P . average merger at the time of the deal's
Al Y announcement.
Mitchell & Onvural Banks, 1986-1990 Cost efficiency, loan deposits;~, é@LS Bank becomes cost efficient
(1996) &

deposits, price of labour ‘priceof capi
price of deposits, p& purcha

Naseri, Bacha, & Masih
(2020)

12 emerging countries of
dual banking

i SN
Bank efficiency, profitability, siz ] " &5"Two steps dynamic
43_ system GMM

Size is really matter for bank efficiency
Size produces same impact for the both types of
banks

Fithria & Sholihin (2018)

Indonesian Islamic rural
banks from Q12011 to
Q42016 with total 3,222
observations

ROA, Bank size, financing ratio, capital
ratio, nonperforming financing, GDP
growth rate and inflation rate as control

. v ~
variables. © o &0

Panel techniques;
Static model

Small size has positive impact on the

performance

Allen & Santomero
(1997)

General

Intermediation theory, assets pricing
- 7

&P s

NA

trading in financial markets asset pricing
theories and intermediation theories need to
become better integrated.

AV
N
N

i<
&
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Table 2

.4, continued

Author(s) Sample of study Variables Met%%Dgy Findings
Healy, Palepu, & Ruback 50 large firm, US, 1979- Operating characteristics (Cash flow Sensi nalysis  Asset productivity has improved relative to
(1992) 1084 margin on sales, Asset turnover, their industries, leading to higher operating

Employee growth rate, Pension expense

/employee)

and

characteristics (capital expenditure ra

assets sales rate; cash & book vi

R&D rate)

Y~
investment \/
T
A

cash flow returns.

Rau & Vermaelen (1998)

3169 mergers and 348
tender offers, firms, 1980-

1991

EPS, modes of payment, size, é ISta

harizo
¥

d Johg-

Long-term underperformance of acquiring
firms in mergers is predominantly caused by the
poor post-acquisition performance of low book-
to-market. Since market and the management
over extrapolate the bidder’s past performance
when they assess the desirability of an
acquisition

Said, Nor, Low, &
Rahman (2008)

10 Banks Malaysia, -3, +3,

1998-2004

Mergers did not seem to enhance the productive
efficiency.

The banks are becoming more focussed on their
intermediation activities to generate high net
interest income.




2.4.4  Mediating Role of Market Structure

The term ‘mediation’ is a hypothesized causal chain in which one variable?us
a second variable that, in turn, affects the third variable. Market structure @kd as
level of competition that simultaneously influences corporate activities. ediating
role of market structure in the present study looks into how market stgticture mediates
the relationship between M&As and banks’ operational perfor. Md stability. The
banking sectors act as the lifeblood of modern trade and &r-ce 'o provide them

with a major source of finance, however, its activitie als ahbctdoy market
]

\
structure. A change and significant impact in the mar ucture due M&&(Goetz,

2018; Mahesar, Kalhoro, & Jariko, 2016). It cavg ig% ratec@?grket ora
- "

A

low competitive market and vice-versa. Al-Muharrami & Matthews (2009) posited that
~

firms with greater market power may adawtage oft ins @"rnon-competitive

pricing in a more relaxed environr%in WhiC\SS?ffO ,4'§\\put into the rigors of

minimizing cost. High concentrati he b&wkin eator<<'/ particular country posits
that it is difficult for forei }k to in ens$ operate in that country. The
F

previous study showed that there is a higher gr!}eﬂboncentration in the GCC banking

) F 5
sectors, which i@forep

restrictions. \
r _ R & Da

Abdul Majig& Fadzlan (2007a), and Sufian & Habibullah (2013) observed that

£ 1) X

concentration increased in the post-merger period. In line with that Abdul Majid &
0 _

N

Fadzlan (2007b) stated that a mérger has increased concentration in the conventional
"‘ \4’

~

banking sector with the application of oligopoly theory.

arg.ubject to strict licensing rules and

\ Section 2.4.4.1 and 2.4.4.2 show the mediating role of market structure on
\operational performance and bank stability while Section 2.4.4.3 measures the market

structure.
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2441 Mediating Role of Market Structure on Operational Performance
Wang, Huang, & Lin, studied the mediation effects involving 50 com?’ul
banks in Taiwan. The research examined internationalization, performa@s}d the
mediating role of operational efficiency. The findings indicated that intd%nallzation
(independent variable) did not enhance financial performance (dmnt variable)

directly without improvements in operating efficiency (meQiW/ariable). Yulia
0

(2017) conducted a study of Jordanian commercial banks d that financing and

investment decisions partially mediate the significant™and po itths on the
B

Yw
ance in t lfarl@amli

while’ capital str c‘&-e as an

enda“nt variable f&e sample of
Malaysia and Indonesia. She found t!\éhge had a mﬂ@le for Malaysian

relationship between capital structure the corporate

(2014) used firm leverage as a mediating

independent variable and firm performanceas a

™
firms but was not significant for esmnﬂﬁ?»Khan ‘A\hmad & Chan (2018)
\ a ' C_\
demonstrated that bank conduct partlally mediated the relatlonshlp between market
structure and bank performanc yf ra uedt nks in concentrated markets
earn higher profits % gh anflc@etltlve behaviour. Therefore,
consolidation actlv must b? ed/scr |zed to prevent banks from creating
market power I ahl &S 6) s d the mediation role of access to finance

i
to the firm ES r ance the S y&h@\jea that the strategic orientations (i.e., market

NN
orientat n;leaening grient jm;an hnology orientation) indirectly explained firms’

erf ce \C.}'Y.

% hul Hamid (2017) showed that market power theory explains the relationship
e

een market structure and performance. He explained the market power theory in

Qms of the structure conduct hypothesis and relative market power hypothesis by
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measuring these hypotheses using concentration ratio (CR) and Herfindahl-Hirschman
Index (HHI). Y-

Guan, Tian, & Tian (2019) analyzed the listed companies in China a@ that
CSR played a mediating role in the relationship between governmeﬁ;wcture and
investment efficiency. Ruslan, Pahlevi.,, Alam, & Nohong (ZOMamined the
mediating role of bank efficiency on the relationship betw eM size and bank
profitability. Their findings posited that bank efficiency Y.

inc'irect impact on

explaining the relationship between bank size and bank itabili .‘Bw&e affected
B

huge amount of assets and is managed properly cientlf t

k beé&?\es more
role gediation of

profitable. Ganiyy, Ahmad, & Zainol (2015)
profitability on the relationship betwe 'quiat i te any in 28 Islamic
banks from 10 countries. Their findi indica \'hagli i@' risk had an indirect

N
effect on cost efficiency throu%edia ng rale of r&@bility. Ramada & Chen

(2012), Wahba & Khaled ( hndr I GiIb; 016) have also explored the
S

working of selected W% variat‘)‘l #‘X’cmahded that the mediating role had
ial p :

partial and weak e &relatin?

Bank eff'lw me
@
profitabili'@, Pafevi7

Nasiru, P'opoola, Muhammad, & Kura (2013) stated that firm size does not fulfil the
NV NP

condition of mediating effects on the performance. Similarly, Akinyi (2019) found that
—— ~N7

<
—

e re ship between bank size and bank

i
ar{, 8([_\1?10ng, 2019). Inversely Shehu, Ibrahim, Mat,
N

f leverage negatively mediates the relationship between firm size and financial
W rmance. Diantimala (2018) indicated that there is no indirect relationship between

\firm size and liquidity on the firm values
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Mergers and acquisitions of banks help them to integrate potential resources (i.e.,
financial and non-financial resources). It helps the bank to expand its operatlw
large scale to increase market share. Increased market share generates @rket
power. Ultimately, more market power has a significant impact on M tributing

to the performance and stability of Islamic and conventional banks. ?

a .
Various studies have vyielded conflicting results using structure conduct

A
performance (SCP) hypothesis and efficiency hypothesis (EH), such aic, Khan, Ahmad,
X
& Chan (2018); Katib (2004); and Molyneux, & Forbes:V (1995), whgjgued that
L

structure conduct performance (SCP) hypothesis pr that bank ¢o@rated

markets collude to charge higher loan rates, r d% and\g- rn higher

profits. Similarly, Abdul Kadir, Habibullah, Siong Hook, & Mohamed (2014) posited

that banking concentration mfluencewaa of mteﬁ%o@ch as the rate of

A & 4

financing and cost of deposits. Meanwhile, Goldberg & Rai (1996) Samad (2008), and

N LTy

Seelanatha (2010) suggested that bank performance dependg on the level of efficiency

S"
but neither market concentration not market power

Studies also showed that mergers |n concentrated industries are primarily

T2 Il

motivated to achieve productive efficiency gains. In fragmented industries, productive

- ¥ 3
efficiency and monopolistic collusion can both be motives for firm mergers (Geiger, &

£ e DU

Schiereck, 2014). They found that merger motives depend on industry concentration.

Qe | )) &

Market structure can be used to measure competitive performance is used in the
WV e X
banking sectors (Bikker, & Haaf, 2002). They found that 72% or above concentration
~ Bl

level was directly correlated with less bank failure in sectors. There are three benefits
\%high concentration, such as large banks can easily diversify. This allows them to

\focus on other sectors of the market when one sector takes a turn for the worse, high
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concentration levels increase profits for the dominant banks within the industry. Larger
banks are also easier to monitor than many small banks. T

Abdul Majid & Fadzlan (2007a) and Hakim, & Chkir (2014) foq_g'hhat the
conventional banking industry is more concentrated than the Islamic bantingv gdustry.

—
Meanwhile, Majid, Zulkhibri, & Sufian (2007) demonstrated that Islamic banks in

oY
Malaysia operate in a monopolistic competition. Abdul Kadir et al. (2014) mentioned
A
that Asian banks moving from a high concentration to a modiate co'ncentration. Al-
: y
Muharrami, Matthews, & Khabari (2006) noted that Kuwalt UAE, and gludl Arabia
]
N
are moving from concentrated to less concentrated. .iq
N
2.44.2 Mediating Role of Market St BTnk bllltxé\
Mirzaei (2011) analyzed a total@anks co @%Iamlc banks and
143 conventional banks from 12 e Easter 3”6 @‘e analysis found that
N
market concentration had a ne pactQ)n ba etabllttéz%md did not contribute to

the profitability of Islamic ks gge% at M&As are discouraging

amongst Islamic banks% Heim Tgﬁ @9%&ued that large banks can increase

stability in five w, capltall chart Iue easy control of small banks,
diversificatlon Ioa ortf nd ¢ monltoring.

o% etition. Sahul Hamid (2017) stated that concentration stabilizes the banking
rs. Meanwhile, Gonzalez, Razia, Bua, & Sestayo (2019) observed that the banking
ectors in MENA can perform under competitive conditions rather than being highly

concentrated. Schaeck, Cihak, & Wolfe (2006), Fuetal (2014), Kasman & Kasman
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(2015), and DeNicolo, Bartholomew, Zaman, & Zephirin (2004) observed that less
competition and/or more concentration decreases stability. T

Meanwhile, Albaity, Mallek, & Noman (2019) demonstrated th@ased
competition can be associated with low bank stability and proﬁtabﬂ&wd higher

insolvency risk. Their findings imply that stable banks in MENA coUmtries operate in

less competitive markets. \,

A
Repon & Islam (2016); Bod’ a (2014); and Gajurel (2010)‘argued that the banking

i »
industry has become less concentrated. If one subscribes to the concentration-stability

v , T e Y—-
_ _ _ A 1 o -
point of view, a concentrated banking system with a few large institutions seems to be
B .
more stable. Here, banks may be more profitable, better diversified and easier to
Y \\ A V-'

monitor and therefore more resilient to shocks (Rinkeviciute & Martinkute Kauliene,
(«\

&
2014).

\ \T Py

O, S

> =,

: vad Q

24.43  Measurement of the Market Structure AQ/

There are several measurement techniques to measure the market structure

(Q? a\'l T 'O
namely, the Herfindahl-Hirsehman | HHI), Concentration ratio, Gini coefficient
U\dﬁ"‘ 05

A\ | A
(GD), Rosenbluth' index (ROS), Entropy index (ENT), Linda index, Lorenz curve,

ANy NS N
Lerner index, Horwath Index (HOR),J Hannah Keys Index (HKI), Industrial

3 I . .X*y

Concentration Index (CCI), (Barra \&'Zotti, 2019; Galeti¢, & Obradovi¢, 2018;

LSS 2 /.
Ginevi¢ius, & Cirba, 2007; Bikker, & Haaf, 2002; Lloyd-Williams, Molyneux, &
a\ &Y

Thornton, 1994) (see for example Table 2.5). Mohammed, Ismail, & Muhammad
#(2016) applied two types of measure, i.e., relative measure and absolute measure. For

N
vstance, an absolute measure of concentration emphasized on the number of firms and

the market share that the firms have in a particular market that is called an absolute
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measure. Meanwhile, relative concentration measures focus on the disparities in the
sizes of the firms operating in the industry. HHI is the most widely used for market
concentration (Rinkeviciaté, & Martinkute-Kauliene, 2014). \

\

The U.S. Department of Justice considers a market with an HHI of equal to or less

e
than 1,500 to be a competitive marketplace, an HHI from 1,500 to 2,500 to be

oY
considered a moderately concentrated marketplace, and an HHI of 2,500 or greater to

be a highly concentrated marketplace. } z l
X y:

Furthermore, the U. S. Justice Department also uses the HHI to decide whether
_ o &« T I o7 X
a merger is good for competition in the marketplace or not. A market with an HHI under
N I "
1,000 is considered competitive. The Justice Department is likely to scrutinize a merger
o _ Y~ N\NY v
in an industry with a post-merger HHI of between 1,000 and 1,800, and it is almost

LY o .

certain to decline mergers that result in a post-merger HHI exceeding 1,800.

 APENP U

Market structure can also be measured based on total assets, total deposits, and
— =T
total loans. Galeti¢, & Obradovi¢ (2018) measured market concentration based on total

O N W
assets, Al-Muharrami, & Matthews (2009) measured MC based on total deposits while

- V1 ¥ <

Khan, Ahmad, & Chan (2018); Mohammed, Ismail, & Muhammad (2016); Hakim &

T Inl

Chikr (2014); Abdul Ka\dir et all. (2014); Sufian & Habibullah (2013); Gajurel (2010);

A 1;
Turk-Ariss (2010); Abdul Majid & Fadzlan (2007); and Pawlowska (2005) measured

rN e DU Y

market concentration based on total assets, total deposits and gross loan. All these

Qe | )) &

studies found consistent results for market concentration. Turk Ariss (2010) implied

NV i

that banking in MENA countries is highly concentrated. According to Katib (2004), the
T .

relationship between market structure and performance is based on several variables

\%ch as concentration measure; CR & HHI, market share; total assets & total deposits,

\performance measure; net interest margin to total assets, control variable; operating
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expenditure to total assets, total loan to total assets, total loan to total deposits, the log
of total assets.

Throughout the literature, market structure is discussed by thre ting
hypotheses: structure conduct performance (SCP), relative market pow}r hypothesis,

and efficiency hypothesis (EH). Figure 2.7 shows the operational fraWk of M&As

based on the above discussion. V

Table 2.5: Summary of Studies on Mark

Author(s) Countries Measurement
Repon & Bangladesh CR and HHI a) Low concentration Y'
Zahidul Islam [ c}
(2016) =\
Bod’ a Slovakia CR HHI, HTI, CClI, a) Lower concentra@r
(2014) and CV for Loan and (”
™ . \ \\ g
Rinkeviciute & Lithuania CR and HHI for TA °\a) Higher concentration
Martinkute % & b
Kauliene (2014) \ £\

Bikker & Haaf 23 industrialized CR and HHI for TA ‘a) Higher concentration

(2002b) countries \ associated with large banks.
b) Low concentration associated
\ Py with small banks.

Gajurel Nepal CR and HHI for TA, ¥  a) Lower concentration; growing
(2010) \ TD,and T “dcompetition

Hakim & Chikr Arab GCC CR, HHI, and Entropra) IBs is less concentrated
(2014). countries for TA, TL,and TL compared to CBs

Turk-Ariss 13 countriesy  CR and HHI for TA, a) Concentration higher in the I1Bs
(2010) operate the dual TD, and loan 4(/ Vs. CBs
banking system\\' U ¢

Abdul Majid & "“Malaysia l CR and HHI for T a) A decreasing trend of
Fadzlan &‘ and TL 425_ concentration in the Islamic
(2007a) ] ’ banking market

Abdul Kadir,g Malaysia CR and HHI for TA, a) Malaysian banks are operating
Habibullah, Siong B JTD, and TL under perfect competition.

Hook, &"y
Mohamed (2014)™ I ) \él

Sufian & |V fMaIaysiap CR and HHI for TA, a) greater competition in the
Habibullah/’ v ®  YTDandTL. overall market segment, which
(2013) © C.) comprises operating income
Al N from fee and commission-based
\ products than the traditional
interest-based market.

Abdul Majid & Malaysia CR and HHI for TA, a) Concentration has increased
Fadzlan TD,and TL for CBs
-, (2007b)
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2.5

Hypothesis Development

The following research hypotheses are designed and developed basedv'ﬂle

extensive theoretical and empirical literature review. ('}

H2:

H3:

H4:

H5:

H6:

H7:

I&% d cogVenti ?I bar;ng

for Islamic and conventional banks Q

there is a significant impact of the intermediary role of the (financial and
non-financial intermediary role) on operational pe ce 1nd stability for

Islamic and conventional banks
@

Y-v
there is a significant impact of modes of f@bon operational pe@ance

and stability for Islamic and conventiona 4 \‘T

variables ]@rcredit risk,

1
Q.
=

there is a significant impact of Kk

capitalization, and liquidity) on atignal perfo

and conventional banks CO \>Y A
\
there is a significant imp%cro-@cono imva%@s (i.e., GDP & inflation)

on operational perfor %ﬂd 1a ity for Isl and conventional bank

there is a signifi impact of the level of b@sizes (large, medium and small)
4 f &

on operation Wrman‘; \*st iIit&ybanking sectors

the mediating r uchCj&HHI & CR3) has a significant impact on

of
B ! Qa
the re ship between JAsCijn operational performance and stability for

N
\C-,



1.

Resource dependency theory
Bank size & level of bank sizes (large, medium and small)
based on;

-Total assets
-Total deposits
-Operating income

JUN

Relative market power hypothesis
Market Structure
1. Herfindahl-Hirschman Index (HHI)
2. Concentration Ratio (CR) Based on;
-Total assets
-Total deposits
-Gross loan

\ 4 £
<

Efficiency theory & theory of financial intermediation
a. Financial intermediary role
- Economies of scale: (cost/income)
-Economies of scope: (total loan /total deposits)
b. Non-financial intermediary role
-Non interest cost/non-interest income

1. Operational Performance

v

Free cash flow hypothesis:
Modes of financing (cash or stock)

a. Return on Asset (ROA)
b. Return on Equity (ROE)
c. Net Interest Margin (NIM)

2. Bank Stability
Z-score

\ 4

Bank specific Variables.
Liquidity (liquid asset/total assets), Capitalization (total
equity/total assets), Credit risk (loan loss reserve to gross loan),

Macro-Economic Variable.
Gross domestic product (GDP) and Inflation

Figure 2.7: Operational Framework of M&As



2.6 M&A:s in the Islamic Banking Sector

The following number of studies shows the motives for Islamic banks to
in M&As. Dar (2004) stated that demand for Islamic banking services and @hﬁ has
increased in the UK such as of loan and mortgage or house fin income,
occupation, and education. Kahf (1999) stated that merger andy’expansion are
compulsory for the survival of Islamic banks in an era of high comp

Shari’ah-based products and services have drawn Y tion from both

Muslims and non-Muslims. Kaakeh, Hassan & Van He Amazo W observed
rtant factors) tht @t the
. % awag&'ss, some

findings showed that highly educated pe reluctantsto us&ic banking

products and services, however, Dar@und that ate <prle have shown
[ @e demand for Islamic

\
banking services is due to both%s belfefs anc econ factors. Religious belief

&
does not limit preferences t NSII 4 lim @( are indifferent about having
Islamic banking servi er no
G

Malaysia as a sign'fnqt nu@ th C e and Indians use Islamic banking
products and se &

that norms, religious motivation, and awareness are

intention to use Islamic banking products and

<
c

preferred Islamic banks like in

é‘

e
The D ove or 0 aﬁralc;aggested that Islamic banks are expected to
‘\
achleve onomi aIe scope through M&As activities. Jatkar (2012)

arg t M&As resulting |r®ér banks should not affect agility. The aim should be

t a nimble giant rather than a clumsy dinosaur.
Q Diseconomies of scale is another catalyst to promote M&As in the Islamic
anking sector. Islamic banks suffer from diseconomies of scale due to the size of
smaller assets being lower compared to conventional peers. Piloff & Santomero (1998)
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pointed out that when the bank becomes larger, they reach the level of scale economy
and offer more products and services to the market. Furthermore, it is worth
study M&As in the Islamic banking sector since the percentage of M&AS init slim

majority, countries have increased significantly compared to non-Nﬂkcountries

(Table 2.6). Y*
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Table 2.6: M&As Activity in Islamic and Non-lslamEG\o,Entries

Panel A. M&As deals in Islamic and non-Islamig,cotintries

Islam is 1°* — Islam is 1 or 2"
All CBO RS CBO
Islamic  Non-Islamic  Islamic  Non-Islamic slamdic Non-Islamic Islamic Non-Islamic
%8;84) 5,382(16) 11,092(88) 1,570(12)
583(69) 68,708(31) 54,537(78)  15,740(22)

1980-1991 823(2)  32,367(98)  412(3)  12,250(97)
1992-2003 13,448(6) 209,843(94)  5,278(8) 64,999(92)%,
2004-2015 26,387(7) 369,969(93) 11,676(11) 97,084(89) “229656(56), 166,700(42) 78,522(72)  30,238(28)
Total M&As deals 40,658(6) 612,179(94)  17,366(9) 174,333@\ 41,2047(63) ©240,790(37) 144,151(75) 47,548(25)
s A

rf

Panel B. Total valueSor M&As Gealse

All ,“Q%C 1 <> All CBO
Islamic  Non-Islamic | Islami¢**yNon= ic-t Islamic  Non-Islamic | Islamic  Non-Islamic
1980-1991 21.3 799.3 7?\' 2 4 658.7 161.8 219.5 35.1
1992-2003 249.5 4,118 \k_\_ 0 ,(\ 2,990 1,377 1,048 247.1
2004-2015 626.1 8,725 : 78_} 4,939 4,412 2,037 783.2
Total deals value (USD bill) 896.9 13,642 | 8,588 5,951 3,305 1,065
ine Islamic country. Islam is 1st is a more restrictive definition at which

Notes: This table describes M&As activity in Islamic majority countries. ol
a country is defined as Islamic only if more than 50% of its pop Iawwe aiher t oésb%m. Islam is 1st or 2nd is a less restrictive definition at which a country is
defined as Islamic if Islam is either its first or second religion. A&j M&AS ac ‘_lfy mestic as well as cross-border). CBO is a cross-border deal only.

&
%(J Source: Elnahas, Hassan and Ismail (2017, p. 227)



Elnahas, Hassan & Ismail (2017) state that M&As are intuitive enough to study

M&As in the Islamic banking sector. They found that the growth of M&As in M{slim
N

countries has increased with the opposite happening in non-Muslim countries. Table 2.7

= J
shows the details.

h
Table 2.7 shows the calculation of the growth of M&As in Muslim and non-

o Y

Muslim countries. The calculations are under two headings: the number of the deals and

A
the total value of the deals. The total number of deals was 652837, 40658 (6%) deals

J v | { »
were in Muslim countries and the remaining 94% in non-Muslim countries from 1980
@& 7 I o7 X
to 2015. The rate of M&As growth in Muslim countries was higher than that of non-
S 1T D
Muslim countries, although the percentage of M&As in the non-MuinLn, countries
Y N\NY w
exceeded the percentage of M&As in Muslim countries on years 1992;3003 and 2004-

~ ‘ ﬁ, L,
2015. Hence it is worthwhile to study M&As in the Islamic banking sector.

NS
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Table 2.7: Growth of M&As in Muslim and Non-Muslim Coun&;‘m 1980 to 2015

Number of M&As deal otal M&As deal value (USD bil)
Year Total no.  Islamic 1 Non-Islamic lamic Non-Islamic
of deal country Growth country Growth Total Valuev~Country Growth country Growth
652837 40658 612179 145339%, )" 896.9 13642
1980-2015 (6%) - (94%) - T (0.62%) - (9.38%) -
823 32367 ? ' 21.3 799.3
1980-1991 (2%) - (5.3%) - 4%) - (9.86%) -
13448 209843 24 4118
1992-2003 (33%) 15.34 (34%) 5.48 % J | (28%) 10.71 (30%) 4.15
26387 369969 P 1 8725
2004-2015 (65%) 0.96 (60%) . 0%) 1.51 (64%) 1.12

A

0.76 Y
! Growth is calculated as = (value of current year — value of previous year@ﬁf jOus )@F‘) *100

9/



2.6.1  The Benefit of Having M&As in the Islamic Banking Sector

M&As have great potentiality in the Islamic banking sector. As discu?vy
practitioners and academicians, the size of the Islamic banking sector is small ared
to its peers. Thus, Islamic banks are commercially hampered due to its@&xd M&As
a solution to resolve the problems. Islamic banks are too small to monomies of
scale and scope, meaning that diseconomious compared to conventional peers (Ibrahim
& Rizvi, 2017; Garbois, Gourp, Von Pock, Bhatnagar, m ile The Deputy
Governor of Bahrain suggested that Islamic banks shou age inWo achieve

‘X
both economies of scale and scope (Maraj, 2016). e same ti F‘tc&@tings

(2019) suggested that M&As can benefit the Is nk'n\ y cr@?ﬁg larger,

stronger, and more efficient Islamic banks. \, é\‘r
Samat (2017) highlighted thatﬁzaition of IS@JR banks through

amalgamation could reveal the c%lslamic\nkgsw ;@e “Giants” from the

a

N
conventional side. Larger Islami ompet@ markets, boost industry

<
D
=

\’5 &
growth, have huge potentia% cr thl eryand @ a global hub for the Islamic

banking sector. With t%l S of‘rl ing ardes@: Qatar Central Bank (2018) has

F &
planned to merge Ewocal tia \na ely gaxraf Al Rayan, Barwa Bank, and the

International BQ atar: e sa@ﬂrpose, the Central Bank of Iraq (2018)
¢

i
has also pla omerge 17 fi nd'al @(H?fer companies to form six (6) Islamic banks.
NN

Io% 8) ediphasi ?1 thasir?centives are necessary to increase size through

conselidation to lower the c@ﬁ funding and increase the value of shares. It is

i t to distinguish how M&As activities in the Islamic finance sector. This study

d ests that two elements should be considered regarding the consolidation of Islamic

nancial institutions. Firstly, benefits that arise out of economies of scope and scale,

secondly, benefits from enhanced risk management or risk-sharing strategy through


https://www.alrayan.com/
https://www.barwabank.com/
http://www.ibq.com.qa/

diversification. These two factors are possibly the main driver for consolidation in the
Islamic financial industry. A well-diversified bank has better-expected return-ris -
offs resulting in lower variability of profits and higher security for deposit%\

As stated by Kandil & Chowdhury (2014), there are two main re r M&As.
Firstly, in terms of increased operational efficiency due to increaSing the better
performance of the IBs. Secondly, IBs can also potentially generate Righer profits from
increased market power. Sufian & Habibullah (2009) me rmt‘he central bank
of Malaysia has always encouraged domestic banking institutions WQ efficient
bank is assumed to be well organized and has more ble manag rﬁ iﬁwg'less

efficient banks have room for improvement a ta m% icient ba@zan bring
Yw

better management quality into the inefficiént bapks. This will, in tu.@tead to a more

a s@ary of studies on

efficient and better performing merge |i. anble 2.8

M&A:s in the Islamic banking sectoc) :\
% %
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6.

Table 2.8: Summary of Conceptual Studies on M&As in the Is ‘Ngz;anking Sector

7

Author(s) Sample of the study Variables Methodaﬁgy Findings
Ibrahim & Rizvi Bangladesh,  Egypt, Z-score (a measure of stability), GMM, cr untry Larger Islamic banks are more stable, at
(2017) Indonesia, Jordan, bank size (total bank asset), (dyn miczanel) least when they surpass a certain
Malaysia,  Pakistan, regulations, \/ threshold size.
Tunisia, Turkey along Control  variable  lending Y'
with GCC countries, activity, bank profitability, bank é | Benefits of having bigger Islamic banks
Banks, liquidity, economic growth, and \d or mega Islamic banks. Improving
1993 to 2004. inflation. ’ o ", regulations.
Kandil & UK, Islamic Banks, ROA, ROI, bank size (bank’s {\?egreisi modéP™  differences in the performances of the
Chowdhury 1999 to 2009 revenue), Financial leverage. § X Islamic banking sector between pre-post
(2014) A" i M&AS.
Igbal (2008) General, Islamic General discussion. \,' °\ Nﬁ&V IFIs must expand the scope of their
Financial Institutions Q) & products and services to meet the
(IFls) \ O challenges of domestic and international
C—) \§T '{\ markets.
? () 4 C} Due to the small size of the economy,
\ Aj &3_ larger banks are unable to efficiently use
1 5 resources and minimize the cost.
Pinter Banking and General dis SS&_ ,bj . 5 General discussion Banks need to broaden their activity to
(2011) insurance companies t) 2 5 (theoretical) be competitive, but success depends on

several factors, on aligning the people,
organizational, cultural, and financial
assets




2.7 Research Gap

Extensive studies have conducted to analyse the operational performaw

N
M&As (Yeh, & Hoshino, 2002; Liargovas, & Repousis, 2011); Rao-NichoIsgrl, Salaber,

& Cao, 2016; Cabanda, & Pajara-Pascual, 2007) On the other hand, thAgstudies of

=
M&As on the bank stability (Tan, & Hooy, 2004; Leary, 2002; Paroush‘,1995).

Being relatively new and niche, there is no concern abo tMto fail contracts
to being too small to succeed for Islamic banks (Naseri, c Ma]sih, 2020). This

small size then causes these banks to becomes dise mies o,\c@md scope

(Yudistira, 2003). Larger Islamic banks are requir@ﬁthelr tteﬁrfﬁrx&ke and

sustainable financial growth (Fithria, & Houlihan, 2018; Ibrahim & Rizvi 2017; and

Y- O\ ~
Barth et al., 2006). Therefore, M&As are warranted for Islamic banks istira, 2003).

LY (o .

Inversely, there is no concern for too small to succeed rather too big to fail for

conventional banks (Kaufman, 201‘@5&“6@6%3 )@ﬁﬂeld 2008). Studies

argue that there is a negative r ip Wlae a%nd{p st- merger performance
(Ramaswamy & Waegelei |\/|ICCO et al. 2007) ereas other studies supports

a positive reIannsNM n size L;:(J)sf I\A@\s performance (Mantravadi &

Reddy, 2008; Cybo Ottone & Murgla 2000) efore size is a dilemma for Islamic

and conventlon

In ext o bank &R &ere!j(ths study uses levels of bank sizes namely

large, n% nd small. Ibrahlm & Rizvi (2017) pointed out that large banks are
A

needed to ensure consistent fl\na}nmal growth and solvency. Similarly, large banks
‘& d better performance because of economies of scale and scope (Fithria, &
\%ollhm 2018; Beck, Demirgiic-Kunt, & Merrouche, 2010; Amene, & Alemu, 2019).
\Meanwhlle other studies showed that medium-sized banks are more efficient than large

banks (Katib & Mathews, 2000). Kosmidou, Pasiouras, Doumpos, & Zopounidis (2006)
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and Aladwan (2015) found that small banks can outperform larger ones since they don’t

have high start-up costs, lower bureaucratic cost, and lower cost of operations along

AN

with the research and development. Based on the mixed findings of the previous studies,
\7J
this study takes into consideration of the re-examining the levels of bank sizes.
Several other factors associated with M&As of banks are conceRed as well. For

instance, intermediary roles (financial and non-financial), des financing, time

effects, and control variables, namely bank-specific var Tacroeconomlcs
variables. Although a number studies conducted M&As e ba s none of
the studies include the function of intermediary role o sinthe a SI‘ T@fore
this study also considers the intermediary r y findneialand q\/mmanmal

intermediary role) of the banks towards the of g
Modes of financing (e.g., cash toc also |mp &@(Various literature

have studied modes of financing, w to pay r

'l%*or both. For example,
oK,
\

some studies that examine the payrﬁent argue t% sh-financed transactions
outperform stock-financed es Ra %r{elgém% Andre et al., 2004,
Megginson et al., 200% otherl);y fo o0 evidence that the method of
manc

payment influence Weportf h0| & Russell, 2004; Yook, 2004;
z

Heron & Lie, 2002; et Heale/)Palepu & Ruback (1992), the post-M&As
[ g D v

performance of acquirers is mfluenced by the modes of financing but payment of M&As

Qe | )) &

is dependent on the stock_val‘ue of the acquirer (lankova, 2014). The use of cash had a

Y4

positive impact on the perforr}]ance of M&As compared to stock (Liargovas &
-~ .
Repousis, 2011). Inversely, Nor & Ismail (2006) found that Malaysian investors did not

& ur bidding companies through cash to acquire target companies. Therefore, this

udy gives further efforts to re-examine modes of financing.
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M&As periods may significantly influence performance and stability. Based on
the studies, there are contradictory findings among them. For example, timlnm
transaction does not affect post-merger performance (Choi & Russell, Oo@nson
et al., 2004). There is a significant relationship between M&As and b formance
in long periods (Al-Sharkas, Hassan, & Lawrence, 2008 and Srivastavaf2018). A study
showed that in five years before and after M&As, there w. rovement after
M&As for the public listed companies in Malaysia ( 3YT&lRamlee, 1995).

Meanwhile, another study reported inverse results, pointing,to a si nWIationship

"X
between M&As and bank performance (Al-Sharka ssan, r{ng@OOS).
Srivastava (2018) also observed and suggeste longer period is tg? to have

|tthe preyvious ;@X; this study
considers five years before and after V\&) O

Extensive studies have cond M&AS %to ,ez\‘Cept M&As of banks

N
(Ramli, 2014; Ganiyy, Ahmad, I, 20 95 K?n«Ar@?& Chan, 2018; Garland,

1985; and Garland, & Adkl% 87) ilethe st medlatlon effects of M&As

medllglr} !:t arket structure on the event of

$

O
2.8 Chap u maf ? C«)
L\

In conclu5|on an extenswe Ilterature review (i.e., theoretical and empirical) has

expected performance of M&s. Therefore, W

of banks is lacking.

M&As of bank is ¢ rned as'

been conducted on the issue of M&As in the banking sectors. Based on previous studies,

T .
the theoretical framework has been identified and an operational framework has been
———

&veloped to address research objectives and questions.

82



