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Abstract: The purpose of this paper is tantamount to study whether mergers and acquisitions
(M&A) improve the financial performance of Chinese listed companies. We use panel data
regression to examine 434 completed M&A activities from 2012 to 2016 initiated by Chinese
companies listed on the Shanghai and Shenzhen Stock Exchanges. The evidence indicates
that, on average, the firm performed better after the M&A activities. We further divide all
sample enterprises into three different types of M&A. The results demonstrate that when other
conditions are unchanged, horizontal M&A and conglomerate M&A are positively related to
firm performance. Our results suggest that the firm can benefit from horizontal M&A through
economies of scale in operations while financial synergies following the conglomerate M&A
enhance the firm performance. The findings deepen our understanding of the consequences of
M&A and provide evidence that it is an important corporate growth strategy for the Chinese
capital market.
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Introduction

According to Bhabra and Huang (2013), mergers and acquisitions (M&A) contribute to the
efficient allocation of resources in an economy. M&A activities serve as an external
governance mechanism to reconfigure allocation of resources among enterprises. According



to National Statistics in 2008, China’s economy was the most prominent among high-growth,
international economic entities in terms of its involvement in M&A deals. Compared to 2007
in which China’s M&A activities set a record, the M&A volume reached US$167 billion in
2008. A survey conducted by Hu (2018) indicates that China’s business investors continue to
have high M&A demands and China will continue to be the top choice for the majority of
Chinese companies to conduct the M&A activities. M&A may affect the firm performance
directly and the shareholder wealth indirectly. However, the extant literature is unable to
provide answers on whether M&A create value for enterprises and improve firm performance
as a result of the theoretical synergy effect and economies of scale of larger operations.

This study revisits the impacts of M&A on firm performance. In order to deepen the
understanding regarding the financial impact of these activities, we further examine the
models according to three types of M&A. The findings contribute to the corporate governance
theories and also explain how different types of M&A might affect firm performance while
controlling other firm and corporate governance characteristics.

This paper provides unique research value by using the sample firms of Chinese stock market.
China is a typical emerging market that, compared with western markets, is characterized by
poor corporate governance, serious government intervention, and agency problems, which
lead to poor corporate performance and high operational risk (Fu, Xiong, Li, & Chesbrough,
2014).

There are various classification methods for corporate M&A, and the type of M&A depends
directly on the classification criteria. According to the industry relationship of the
participating companies, M&A could be classified into horizontal, vertical and conglomerate.
While the horizontal merger is merger between two firms in direct competition which share
the same product lines and markets, the vertical merger is between a supplier and a customer
in the same supply chain. On the other hand, conglomerate merger is between two companies
that have no common business areas, tantamount to the diversification strategy.

The samples in this study are selected from the Chinese listed firms from the year 2012 to
2016. The sample firms include both domestic and cross-border acquisitions. We measure the
accounting-based financial performance to make a scientific and reasonable evaluation of the
firm performance of the acquirer enterprises before and after the merger.

Literature Review and Hypothesis Development

Scholars have made a large number of theoretical and empirical analyses on M&A. Most of
the relevant studies focus on the changes in corporate performance and shareholder wealth
following the M&A activities. As for the research on the changes of shareholder wealth,
scholars pay close attention to the extraordinary returns of the stocks of M&A firms in a
period before or after the announcement date of M&A events. In the prior studies conducted
by Dodd and Ruback (1977), Asquith, Bruner, and Mullins (1983), Schwert (1996), Mei and
Sun (2008), Liargovas and Repousis (2011), and Bhabra and Huang (2013), the cumulative
abnormal return is used to measure the firm performance after the M&A and they found that
M&A can create wealth for the shareholders of the acquiring company. However, the findings
of Leeth et al. (2000), Chen and Young (2010) and Rahim and Pok (2013) on abnormal
returns, indicate that the M&A affects the shareholder wealth negatively.

In addition to the cumulative abnormal return, accounting-based financial indicators are also
used to measure the firm performance after M&A. Kelly (1968) found that the price-earnings
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ratio of merging companies is higher than non-merging companies. Similarly, Healy, Palepu
and Ruback (1990), and Ghosh (2001) discovered that M&A lead to higher operating cash
flow returns for the firm. On the other hand, Yeh & Hoshino (2002) found that M&A are
detrimental to profitability, sales growth rate, and the workforce. Fraser and Zhang (2009)
comparing the adjusted return on assets (ROA) and return on equity (ROE) of listed
companies, the results show that these financial ratios improved significantly within three
years after M&A.

Several studies have been conducted on the impact of different types of M&A on firm
performance. Han Kim and Singal (1993) observed that horizontal mergers are conducive to
improving enterprise performance, generating some form of synergy, realizing optimal
allocation of resources, and enhancing social benefits. Fee and Thomas (2004) investigated
large sample firms from the year 1980 to 1997 and found improved production efficiency and
buying power of firms after horizontal mergers. Similarly, Bhattacharyya and Nain (2011)
found that horizontal mergers create better buying power and impact the performance of
dependent suppliers. Fan and Goyal (2006) found that vertical mergers can produce positive
wealth effects, and their performance is not much different from horizontal mergers, but it is
significantly better than conglomerate mergers. However P. Chen, Xu and Zou (2017) found
that a vertical merger leads to a drop in the total profit of the supply chain. Elgers and Clark
(2010) found that compared to non-conglomerate mergers, conglomerate mergers showed
superior wealth effects for both buyer and seller shareholder. Wansley, Lane and Yang (2012)
research on 203 mergers and acquisitions in the US market from 1970 to 1978, documented
that during the 40 days prior, the abnormal return rate of conglomerate mergers samples was
higher than that of horizontal mergers and vertical mergers samples, and abnormal return is
significantly positive.

Due to the obvious difference in development stage and efficiency between Chinese capital
market and British and American capital market because Chinese stock market has not
reached the weak-form market efficiency. In other words, the fluctuation of stock prices does
not reflect the real operating performance of the company very well, as a result, most scholars
adopt the accounting based measures for China's M&A events. Changgi and Ningling (2010)
examined the cross-border M&A activities of the Chinese listed companies, it was reported
that the proportion of the state-owned shares has a positive impact on the performance of
acquiring companies. Similarly, G. Chen, Firth and Xu (2009) studied the M&A with
dissimilar ownership structure, the empirical results indicate that the operating efficiency of
firms varies across the type of controlling shareholder. In short, the empirical results of M&A
studies are still inconsistent based on both accounting-based performance as well as the firm
value.

In the 1960s, American strategic management scientist Igor Ansoff (1985) introduced the
concept of synergy into the field of corporate management. A group of scholars represented
by Jensen and Ruback (1983) believes that the main objective for M&A is to obtain synergies.
Synergy can be divided into three types: management synergy, operation synergy and
financial synergy. Management synergy refers to the transfer of management capabilities
between enterprises after mergers, which is mainly reflected in the improvement of enterprise
management efficiency. The operation synergy is embodied economies of scale, vertical
integration effect, market power and complementary resources. Financial synergy refers to the
improvement of the financial ability, expected effects and the reasonable tax avoidance
brought by mergers and acquisitions. Therefore, rooted in the synergistic effect, this paper
proposes the following hypothesis:



Hypothesis 1: Generally, M&A can improve corporate performance.

The transaction cost theory was proposed by Nobel Prize-winning economist Coase (1934),
argue that the cost of certain inputs in the market can be reduced by establishing an indefinite,
semi-permanent hierarchical relationship, or by combining resources to form an organization
like a company. Similarly, vertical merger connects producers with sellers or sellers with
buyers, which enables coordination between supplier and customer to remove the transaction
costs in the market. Through the vertical merger, enterprises can realize vertical integration,
which is conducive to strengthening the control of the whole process of raw material supply,
product manufacturing, distribution and sales, enabling enterprises to take the initiative in the
market competition, to increase the profits in each stage of business activities. Based on the
transaction cost theory, this paper proposes the following hypothesis:

Hypothesis 2: Vertical mergers can improve corporate performance.

The theory of economies of scale motivates the intention to engage in horizontal mergers. It is
argued that horizontal merger can reduce production cost and depreciation expense and hence,
achieve economies of scale for the firm (Mueller, 2012). George J. Stigler (2009) believes that
a small number of companies occupy a large market share in an industry. Once a merger is
made, it is easy to lead to collusion to obtain monopoly profits. Consistent with the theory of
economies of scale, this paper proposes the following hypothesis:

Hypothesis 3: Horizontal merger can improve corporate performance.

Firms choose to diversify when the benefits of diversification outweigh the costs of
diversification. In the conglomerate, two merger parties are belonging to different industries
with relatively different financial structures and the marginal efficiency of capital. As a result,
internal capital optimization can be conveniently realized and hence, able to reduce the cost of
capital and financial risks. Moreover, Conglomerate mergers can complement the advantages
of firms within the same group of companies. In a conglomerate, resources can be allocated
more effectively and capital can flow from projects with lower marginal returns to projects
with higher marginal rates (Mueller, 1967). In contrast, Va and Ofekb (1995) and Lang and
Stulz (1994) found that diversified firms trade at a discount relative to non-diversified firms in
their industries. Other findings also confirm the existence of this discount on diversified firms,
and this result seems to be robust to different periods and different countries (Kruse, Park,
Park, & Suzuki, 2007; Servaes, 1996). There is a growing consensus that the discount on
diversified firms implies destruction of value on account of diversification, that is, on account
of firms operating in multiple divisions. Therefore, conglomerate mergers may lead to
diversification discounts.. Jensen and Meckling (1976) reported that due to the differences in
the information held by different interest groups and the existence of incomplete contracts,
agency conflicts are caused.

Roll (1986) proposed he hubris hypothesis in 1986, the theory holds that in a strong and
efficient market, the company's market value has basically reflected its value, but the
management of the acquirer will overestimate the target company and conduct mergers and
acquisitions because of arrogance and blind optimism, lead to the income of the acquirer is
negative. Based on potential costs of agency theory and hubris hypothesis as well as the
benefits of synergy effects, this paper proposes the following hypothesis:



Hypothesis 4: Conglomerate mergers can affect corporate performance positively or
negatively.

Methodology

Based on the current situation of China's stock market, the fluctuation of stock price is more
influenced by manipulation and public policy changes, and the change of stock price may not
represent the change of shareholders’ value over all. Therefore, we use accounting
information informant instead in this study. The research method of this paper (panel data and
fixed effect model) is also consistent with Changgi and Ningling (2010), Marfo, Samuel, and
Agyei (2013).

The sample firms of this study are Chinese listed firms which involved in M&A activities
between 2012 and 2016. The data comes from the wind database, which sampled 434 listed
Chinese companies. In this study, the annual financial statements of the above 434 listed
companies from 2011 to 2016 will be collected from Sina financial database.

The firm performance measurements used in academic studies of M&A activities include
stock market indicators and operational performance. Return on Assets (ROA) and Return on
Equity (ROE) are main operational performance measurements, which reflect changes in
corporate profit as a result of M&A activities. This study adopts ROA as firm performance
indicator (Garcia-castro, Arin, & Canela, 2010) while the variable of interest is M&A event
and the control variables include cross-border merger, firm size of acquirer, state ownership
of acquirer, the independent board of acquirer and cash holding of acquirer. We further
examine the effect of horizontal merger, vertical merger and conglomerate merger on firm
performance.

The model that has been developed is as follows:

Model 1:

ROA;, =a+ ﬁlMergeriJr + HlFs;r'ze” + 6, Inter;, + = Buyerstatues; ,
+ 65ind_board,, + f;cash_ratio;, + ¢

Model?2:

ROA;, = a+ B,Ver_merger,, + 8, Fsize;, + 8,Inter;, + 8;Buyerstatues, ,

L.E

+ 6:ind_board,, + 8;cash_ratio;, + ¢

Model 3:
ROA;, = a+ B Hori_merger,, + 8,Fsize;, + 6, Inter;, + 8; Buyerstatues,,

L.E 3

+ 65ind_board,, + 8;cash_ratio;, + ¢

L

Model 4:
ROA;, = a+ B,Conglo_merger,, + 0, Fsize, + 8,Inter;, + 8;Buyerstatues, ,

I

+ 65ind_board,, + f;cash_ratio;, + ¢

where t indexes years, i indexes firms and ¢ is an error term.



The definitions of all the variables, including the experimental and control variables follow:

ROA Return on Assets is measured as the ratio of net profit after tax to
total assets of Firm i in time t

Merger Dummy variable of 1 for post-merger, otherwise 0
Ver_merger Dummy variable of 1 for vertical merger, otherwise 0
Hori_merger Dummy variable of 1 for horizontal merger, otherwise 0

Conglo_merger  Dummy variable of 1 for conglomerate merger, otherwise 0

Fsize Firm size is the natural logarithm of total assets
Inter Dummy variable of 1 for merger with a foreign firm, otherwise 0
Buyerstatues Dummy variable of 1 when the acquirer is a state-owned

enterprise, otherwise 0
Ind_board Independent board is the ratio of independent directors divided
by total number of board members

Cash Cash holding is measured as the ratio of cash to total assets

Findings of The Study

Table 1 shows the summary of the descriptive statistics for the variables used in this research.
The data cover a range of years from 2012 to 2016 based on the Chinese listed firms. The
mean of the Return on Assets (ROA) of sample firms is 0.045 with the minimum value of -
0.375 and maximum value is 0.590. The variable for merger (MERGER) shows that 37.30%
of firms are post-acquisition M&A within the period of study. The M&A is then further
broken down into vertical merger (VER_MERGER), horizontal merger (HORI_MERGER)
and conglomerate merger (CONGLO_MERGER). The horizontal merger is the most popular
merger with a mean of 0.255 while only 3.9% of M&A are vertical merger. The mean for the
foreign merger (INTER) indicates that 8.10% of M&A involved foreign firms. As for the
acquirer status, 10.8% of them are state-owned (BUYERSTATUES). The ratio of
independent directors (IND_BOARD) indicates that 38.50% of board members are
performing supervisory role. On average, 21.3% of total assets are held in cash
(CASH_RATIO).

Table 1: Descriptive Statistics

Standard
Variable Minimum Maximum Mean Deviation
ROA -0.375 0.590 0.045 0.057
MERGER 0 1 0.373 0.484
VER_MERGER 0 1 0.039 0.193
HORI_MERGER 0 1 0.255 0.436
CONGLO_MERGER 0 1 0.076 0.266
FSIZE 4.888 8.700 6.436 0.530
INTER 0 1 0.081 0.272



BUYERSTATUES 0 1 0.108 0.311
IND_BOARD 0.2 0.6 0.385 0.054
CASH_RATIO 0.002 2.608 0.213 0.163

Source: Wind Data Base

The Pearson Correlation for this research is tabulated in Table 2 which consists of the
dependent variable, independent variable and control variables. The results show that the
highest correlation between the variable is general merger firms (MERGER) and horizontal
types of merger (HORI_MERGER) with 0.760. The result is obviously due to 25.5% of M&A
activities involved companies within the competitors in the same industry, i.e. horizontal of
merger. Thus, these two variables are highly correlated since the horizontal merger is a subset
of the merger of the dataset.



Table 2: Pearson Correlation

Variable 1 2 3 4 5 6 7 8 9 10
1 ROA 1
2 MERGER -0.025 1
3 HORI_MERGER -0.003 0.760** 1
4 VER_MERGER -0.037 0.261 -0.118 1
5 CONGLO_MERGER -0.013 0.373** -0.169**  -0.058** 1
6 FSIZE -0.178**  0.443** 0.369** 0.082** 0.140** 1
7 INTER -0.034 -0.013 0.017 -0.001 -0.048** 0.068** 1
8  BUYERSTATUES -0.061**  0.030 0.034 0.058** -0.040* 0.246** -0.022 1
9 IND_BOARD 0.039* 0.023 0.011 -0.011 0.027 -0.093**  0.024 -0.079** 1
10 CASH_RATIO 0.276** -0.241**  -0.181**  -0.060**  -0.098** -0.326**  0.014**  -0.063**  0.058** 1

** Significant value of 0.01

*significant value of 0.05



Model 1 of the Table 3 shows the regression results of general merger (MERGER) and
control variables on firm performance. It is reported that firms performed better after general
merger. The results also indicate that higher cash ratio is related to better ROA. However,
larger firms perform poorer than smaller firms. As reported in the Model 2 of the Table 4, we
replace the independent variable with the vertical merger (VER_MERGER). The results
show that vertical merger is not significant to firm performance. Keeping all variables
unchanged, the results of Model 3 of the Table 4 shows that horizontal merger
(HORI_MERGER) is positively related to the firm performance. We used the conglomerate
merger in the Model 4, the results indicate that firm performed better when M&A activity is a
successful corporate diversification strategy.

Table 3: Linear Regression

Model 1 Model 2 Model 3 Model 4
MERGER 0.023 ***
VER_MERGER 0.005
HORI_MERGER 0.014***
CONGLO_MERGER 0.007*
FSIZE -0.016*** -0.010*** -0.013*** -0.011***
INTER -0.005 -0.006 -0.006 -0.006
BUYERSTATUES -0.004 -0.006 -0.005 -0.005
IND BOARD 0.019 0.018 0.018 0.018
CASH RATIO 0.047*** 0.046 *** 0.046*** 0.045***
CONS 0.147%** 0.112%** 0.128*** 0.114***
R-Square 0.0630 0.0634 0.0674 0.0639
F-Statistic 32.04 24.97 27.94 25.48
N 2604 2604 2604 2604

*** Significant value of 0.01
** Significant value of 0.05

* Significant value of 0.10

Discussion

On the one hand, the results show that the general merger is beneficial to the combined entity
after the M&A activity and the hypothesis 1 is supported. Consistent with the findings of
Jensen and Ruback (1983), Bhabra and Huang (2013), companies benefited from the synergy
effects after two firms are combined into a single entity.
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However, our results do not provide sufficient evidence that the vertical merger affect the
firm performance. Thus, the hypothesis 2 is not proven. The sample size of vertical mergers
is too small, another possible explanation for that result is that the decrease in transaction
costs cannot be reflected in the performance of the firm quickly. Most firms need to incur
tremendous amount of corporate restructuring expenses immediately after M&A.

We find that the horizontal merger is statistically positively related to the ROA and hence, the
hypothesis 3 is supported. As documented by the studies of Han Kim and Singal (1993) and
Fee and Thomas (2004), horizontal mergers companies can achieve economies of scale or
increase market power and hence, perform better than after M&A activity. Probably due to
expansion of the market through economies of scale, this could help to enhance operational
performance of the firm.

We report that the conglomerate merger improves firm performance and hence, the
hypothesis 4 is supported. Similar to the findings by Elgers and Clark (2010) and Wansley et
al. (2012), a firm can perform better after the M&A activity as a result of the financial
synergies. Moreover, obtaining businesses of different industries can help to diversify risks of
the firm.

The result shows that control variable FSIZE, an indicator for the size of the acquirer's assets,
is statistically significant negative, listed companies with relatively small scales have better
performance. The possible reasons are when the enterprise scale is large, the integration
process is jumbled, and the integration efficiency is low. The control variable CASH RATIO,
percent of total assets held as cash, is statistically positively related to acquisition
performance, show that companies with a high cash ratio can achieve better performance.
This could be due to sufficient cash flow is more conducive to the rapid integration of
enterprises

Conclusion and Recommendations

We provide evidence that M&A activities are beneficial to Chinese listed companies after
general merger, horizontal merger and conglomerate merger. This study fills the research gap
on M&A despite the rapid increases in both numbers and scale of such activities in the last
ten years. This study not only contributes to enrich the literature on M&A for Chinese listed
companies, it also generates some suggestions for corporate decision makers.

There are certain limitations in this study. First of all, we have only studied publicly listed
companies that account only a small number of firms, lots of M&A occur for no-listed
companies, which don’t have mandatory requirements for information disclosures. It’s
recommended that long-term tracking of M&A enterprises should be done in future research.
Additionally, the industrial effect could be controlled better in future studies. In several
industries, it appears that the frequencies of M&A are high (energy, machine tools,
automobiles, electronic products). We can continue our pursuit to have a better understanding
of this important issue.
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