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Abstract.

Purpose — The banking and financial sector is a dynamic sec-
tor that regularly goes through a series of structural chang-
es. Global bank consolidation and concentration processes
have prompted a lively discussion on the part of scholars and
practitioners regarding the influence of concentration on the
efficiency and competition levels in the banking system, the

financial and macroeconomic stability of countries and the
growth of economies. It has been noted that the banking sec-
tor tolerates high levels of concentration rather well compared
to other business sectors, thanks to the apparent benefits of
concentration on the increasing stability of the financial sys-
tem. The aim of this article is to identify underlying causes af-
fecting the mergers and acquisitions in banking and to assess
their effect on the domestic financial system.
Design/methodology/approach — The authors used qualitative and quantitative methods of study in an-
alysing the impact of bank mergers and acquisitions on the country’s financial system. The qualitative
analysis has allowed the authors to present their own interpretation of the issue at hand, and has given
them a chance to approach the problem of the study holistically. The quantitative study has provid-
ed a basis for analysing dynamic regularities, performing and comparing calculations, assessing data
interrelation and reliability. The article includes logical analysis and synthesis of studies dealing with
bank mergers and acquisitions. To identify the potential elements that lead to stability in the financial
system, and the possible impact that the on-going consolidation process might have on the banking
sector, the authors have carried out expert analysis.

Findings — Mergers and acquisitions in banking take place to enhance the wellbeing of shareholders and
to attain an economic effect; the aspect of stability in mergers and acquisitions is short-lived and is usually
inspired by the government. Lithuania’s modern banking market has evolved through mergers and acqui-
sitions; strategic investors have helped countries with transitional economies ensure the stability of their
banking systems and capitalise on economies of scale. Several large banks operating in a small open econo-
my (and a transitional economy in particular) provide the backbone for the stability of its financial sector.
Practical implications — This research enriches and enhances the potential of Lithuanian science dealing
with the topic of banking operations and risk management in the context of the financial system stabil-
ity. The results produced by this research could be applied to analyse and assess consolidation processes
that could take place on the markets and in particular, in small open economies.

Originality/Value — This article dealing with the impact of mergers and acquisitions of banks on the
country’s financial system is a new and original piece of scientific work that evaluates the mutual ties
of banks’ mergers and acquisitions, as well as their effect on the domestic financial system. The authors
have conducted an in-depth study of the impact of mergers and acquisitions on the country’s financial
system, revealing potential problems involved in merger and acquisition transactions.
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Introduction

Global mergers and acquisitions processes in banking have prompted a lively discussion
on the part of scholars and practitioners regarding the influence of concentration on the efficien-
cy and competition levels in the banking system, the financial and macroeconomic stability of
countries and the growth of economies. According to the World Bank, a survey of 72 countries
has revealed banking concentration in more than half (57 per cent or 41 countries) of them to
have exceeded 71 per cent in 1990-2009.

In recent years, studies of the effects of concentration on the financial system have be-
come particularly important for several reasons, one of the most significant of them being the
rapid processes of banking concentration and consolidation that are taking place on the global
or national level, posing questions about the influence of the growing concentration on financial
stability.

The purpose of this article is to identify underlying causes affecting the mergers and
acquisitions in banking and to assess their effect on the domestic financial system.

The authors used qualitative and quantitative methods of study in examining the impact
of bank mergers and acquisitions on the country’s financial system. The article includes logical
analysis and synthesis of studies dealing with bank mergers and acquisitions. To identify the
potential elements that lead to stability in the financial system, and the possible impact that the
on-going consolidation process might have on the banking sector, the authors have carried out
expert analysis.

Theoretical Concept of Mergers and Acquisitions in Banking

The concentration of banks on the market is growing thanks to consolidation processes
that are taking place in the banking sector. Consolidation typically occurs as a result of mergers
or acquisitions between market players. Such mergers and acquisitions are usually driven by
an ambition to gain as much weight as possible in the international banking space, to eliminate
competition from profitable areas of business, to procure added financial benefits for the share-
holders, to expand the range of services, and to effectively manage the resources available.

Such consolidation processes inevitably affect the financial system of a country or re-
gion. The concern with the constitution of the banking system and its stability stems from the
exclusive role that banks play in the financial system and economy. The line between the tradi-
tional banking and other types of financial brokerage activities has been growing thin over the
past few decades, with banks expanding the boundaries of their business to cover the areas of
securities, fund management, and insurance. On top of that, the rapid growth of assets of banks
operating on a global scale further advances their role both on the national and global level.

In the light of globalisation processes, the success of banking operations relies directly
on the choice of the business strategy and business model, on how banks are able to turn their
market advantages into account and to reinforce their position on the market. The importance
of the banking sector in the economy supports the relevance of the issue at hand and allows
probing into the consolidation processes within the banking sector, as well as their impact on
the financial system.
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Furthermore, Vaskelaitis and Deltuvaité (Deltuvaité & Vaskelaitis, 2007; Deltuvaiteé,
Vaskelaitis, & Pranckevicitité, 2007; Deltuvaité, 2012; Deltuvaité, 2009) analysed the influence
of concentration on the efficiency and stability of the banking sector, and systematic risk man-
agement in the same. Jasien¢ and Novickyte (2011) studied the consolidation processes of the
banking sector, as well as the role that they play in and the potential impact they have on the
stability of the financial sector.

The intercourse between concentration in the banking sector and the stability of the
financial system has been broadly covered in the scientific literature. However, this particular
scientific medium is still ridden by contradicting views that are distinguished by researchers
Beck, Demirgli¢-Kunt, Levin (2003; 2006), Ruiz-Porras (2008), Uhde, Heimeshoff (2009). The
“concentration-stability” approach, supported by the scientists Boyd, Prescott (1986), Boot,
Thakor (2000), Boyd, De Nicol6, Smith (2004), Park, Peristiani (2007), Allen, D. Gale (2000;
2004), Beck, Demirgii¢-Kunt, Levin (2006), Méon, Weill (2005), Novickyté (2010), Matutes,
Vives (2000), posits that banking systems possessed of a higher degree of concentration are
more stable, while another approach supported by Mishkin (1999), Uhde, Heimeshoftf (2009),
Caminal, Matutes (2002), Boyd and De Nicol6 (2005), Beck, Demirgiic-Kunt, Levin (2006),
Cetorelli, Hirtle, Morgan, Peristiani, Santos (2007), De Nicol6, Bartholomew, Zaman, Zephi-
rin (2003) hold that higher levels of concentration in a banking system lead to its greater vul-
nerability (the so-called “concentration—fragility” approach). However, there are also scholars
(Ruiz-Porras, 2008; Deltuvaité, 2009) who argue that there is no direct relationship between
concentration and banking system stability.

The first attempts to analyse the topic of mergers and acquisitions in banking were made
quite recently. In their research, scholars address transactions taking place in the banking sector
not just in terms of the benefit derived or value created by one party of the transaction, but rather
in the light of stability of the financial system. The most recent works of the authors (Davis,
2000; Fiordelisi, 2009; Walter, 2004; Dermine, 1999; Ayadi & Pujals, 2005; Pilloff & Santome-
ro, 1997; Amihud, DeLong, & Saunders, 2002; Schmautzer, 2006; Dermine, 2000; Méon &
Weill, 2005; Altunbas & Marqués, 2008; Pozzolo, 2008; Valkanov & Kleimeier, 2007; Vennet,
2002; Beitel, Schiereck, & Wahrenburg, 2004; Huizinga, Nelissen, & Vander Vennet, 2001;
Cornett, McNutt, & Tehranian, 2006; Novickyté, 2010; 2012; Novickyté & Jasiené, 2011) that
analyse the issues of mergers and acquisitions in the banking sectors, the impact of banking
consolidation processes on the stability of the financial sector, and operating efficiency manage-
ment in banks deserve a special mention. In the process of banking mergers and acquisitions,
identifying the value of the assets and liabilities of the bank becomes of particular importance,
and therefore the scientific papers that deal with the methodologies and the topic of assessing
banks’ value should be noted specifically. This problem has been given a lot of attention and
analysis by Dermine (2009; 2010), Koller, Goedhart, Wessels (2010), Adams, Rudolf (2010),
Halaj (2012), Strumickas, Valanciené (2006), Caprio, Laeven, Levined (2007), Geretto, Maz-
zocco (2010) and Novickyte (2012b).

As the essential element of the financial brokerage system, banks perform a unique role in
conducting indirect financing operations. On top of that, being part of the financial system, they
can substantially cut the costs of transactions, diffuse risks, and assess information coming from
financial markets. Nonetheless, even though the exclusive role that banks play in the financial sys-
tem has been broadly covered by many authors, it should be noted that, according to Mavrotas and
Vinogradov (2007), a bank-dominated financial system can adopt different courses of action: (a)
for want of a regulation and supervision mechanism, the bank system may collapse, (b) liquidity
injections from the central bank might postpone the collapse of banks for some time, (c) operating
restrictions that are imposed on the bank system (such as a ceiling on deposit interest rate) allow
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banks to raise capital and distribute the negative consequences of a crisis in time (by carrying them
forward for future generations), (d) capital adequacy requirements (and those for Tier 2 capital in
particular) allow absorbing the negative effects of economic shocks. Ergo, in order to boost their
market value, banks could become irresponsible in their actions, leading to higher systematic risk.
This is of particular importance as the EU financial system rests on a model of banking activity.

The analysis of scientific theories that explain the factors behind mergers and acqui-
sitions prompts that identifying theory and a set of factors that cause merger and acquisition
transactions to be made in the market is a difficult thing to do. The authors opine that the dif-
ferent economic situations and levels of development of countries result in various motives to
enter into this kind of transaction. In spite of that, it can be said that recently the occurrence of
merger and acquisition transactions has been driven by factors pertaining to neoclassical and
behavioural theory. The authors believe that, in addition, to rationally valid financial motives,
the making of transactions is mainly affected by a variety of behavioural deviations, as well.

In retrospect, there have been a few cases over the past decades where banks would ac-
quire other banks, thus earning new opportunities to expand their business. By acquiring their
competition, banks would reduce the level of competition on the market; increase their market
share and, cut down service costs, thanks to the effect of the economy of scale.

The causes of bank mergers and acquisitions that many authors have identified could
be put into three categories: maximisation of the bank’s assets/return, seeking to satisfy selfish
ambitions of the bank’s management, and factors that create a favourable environment for such
transactions to take place.

Having analysed and systematically arranged their resources, the authors suggest that the
factors should be grouped by types of synergy that cause mergers and acquisitions (see Fig. 1).

K NEOCLASSICAL THEORY \

* Increasing income

* Increasing sales of
services

* Financial

diversification

* Cost efficiency
« Cost economy
+ X-efficiency

Income
synergy

Cost synergy

Market
power
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brand ~ + Defence and market
* Role and size in the power

market

+ The "quiet life" or

J : hubris hypotheses
\ AGENCY AND BEHAVIOURAL THEORY j

Figure 1. Types of synergy that cause mergers and acquisitions on the market

Source: made by the authors based on (Bottiglia, Gualandri, Mazzocco, 2010; Dermine, 1999; 2002).
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Notably, individual synergies could be attributed to the predominant theories of cor-
porate management that are used to account for the motives of mergers and acquisitions. The
synergy of income and costs is considered part of neoclassical theory, which explains the caus-
es of mergers and acquisitions that are usually caused by economic disorders. Agency and
behavioural theories cover the reasons of intangible and the market power synergy, which are
generally initiated by a variety of psychological divergences.

There is yet another way to break down the factors, one that has been proposed by Lamb-
kin and Muzellec (2008). They maintain that consolidation processes are driven by factors both
macroeconomic and microeconomic. Macroeconomic factors include factors like growing glo-
balisation and international financial systems, liberalisation of movement of capital, interior
financial regulation, technological advancement, and higher levels of competition. Microeco-
nomic factors include decisions from the bank management to merge with or to acquire another
company to raise or maintain the value of the undertaking and to effectuate higher competitive
pressure on other market players.

While analysing motives of banks and other participants in the financial sector, authors
(Bottiglia, Gualandri, & Mazzocco, 2010) split them into the interior and international motives.
Still, it should be said that this type of classification does not always precisely define the under-
lying causes, as identifying transactions that could be attributed to the domestic or international
market can sometimes be hard on a market affected by globalisation.

The analysis of factors that cause mergers and acquisitions in banking implies that merg-
ers and acquisitions in banking are driven by different motives, which shift in line with cycles
of the economy. It has been noted that, at times of recession or crisis, banks are apt to merge,
driven by the motive of financial stability (albeit it might be presupposed by a regulatory body
or the government), yet when the economy is on the rise, bank mergers and acquisitions are
usually caused by an ambition to increase the return for and the wellbeing of the shareholders.
It can be said that the goals of a bank’s shareholders typically never coincide with the overar-
ching aim of the country to have a stable banking system. Mergers of smaller banks could be
just an initial phase to generate added value for a potential new (and bigger) investor (bank) to
establish itself on the market. Small bank consolidation allows reaching economy of scale and
expanding the chain and generating additional profits.

It may be said that mergers and acquisitions carry a tangible value in today’s global
market. Thanks to such transactions, banks can aim for a full array of synergy effects, offer
competitive financial brokerage services to the market, and boost the wellbeing of their share-
holders. However, this type of transaction leads to financial conglomerates and other financial
formations of systemic importance, significantly affecting the stability of the financial system
of the country or region. This outcome of bank mergers and acquisitions might have negative
consequences as well, as it leads to big banks becoming “too important for the market” and
potentially abusing their market position and negatively affecting financial stability.

When it comes to analysing mergers and acquisitions in banking, it is important to iden-
tify and evaluate potential relationships between the consolidation of the sector and the stability
of the financial system. One indicator of the financial system’s stable performance is the activity
of the banking sectors, because banks, as some of the most active participants in the financial
systems, redistribute a significant portion of free moneys in search for a higher yield. Also, as
commercial entities, they look for possibilities to manage their resources in the most efficient
way possible, and to obtain more benefits for their shareholders at lowest possible cost, which
may again bring about adverse consequences for the entire financial sector. One of the goals of
optimisation of banking activities is to attain an economy of scale in different fields of business.
This objective is, as often as not, the main reason for consolidation to take place in the banking
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sector. The exceptional rate at which the number of mergers and acquisitions has been growing
in Europe justifies saying that this was one of the chosen options to consolidate business. The
changes that have taken place in the global environment over the past few decades (such as
market globalisation, liberalisation of finances and investments, as well as technological de-
velopments) provided grounds for certain conditions to emerge, which facilitated the process
of consolidation within the financial system. Global markets became integrated and closely
interrelated with financial, social, legal, and other ties. United to create an integrated alliance,
the European Union is a major case in point. Nevertheless, the more integrated the market is,
the easier it is for the “contagion effect” (or systematic risk) to spread. This fact poses an es-
pecially big threat in highly integrated markets; the negative consequences of integration and
the “contagion effect” was clearly visible during the global financial crisis, when a shortage
of confidence in financial markets rapidly spread to other markets, resulting in many adverse
consequences for the economies of countries, complete with collapsing banks, liquidity issues
in the financial system, deteriorating expectations in financial markets, growing national debts,
and so on.

As aresult, financial stability goes hand in hand with systematic risk, which can result in
a loss of economic value or confidence in the financial system, and, consequently, a significant
negative impact on the economy.

Hence, the future outlook for mergers and acquisitions to take place in the banking
sector is obscure. We can say that concentration of operating functions aiming for efficiency,
development of technology and management skills, business diversification, harmonisation and
integration of the retail payments market could be the underlying reasons for the integration and
consolidation of banks in the future. By contrast, all economic and political discussions per-
taining to any restrictions of the size of the bank within the limits of the too-big-to-fail concept
could encourage dissolution of such financial groups, leading to a process that is the opposite
of consolidation.

However, banks wishing to raise their market value might behave irresponsibly (espe-
cially if they have big financial leverage), thus increasing the systematic risk on the market.
As a result, financial integration can create conditions for this risk to spread unless domestic
or regional financial players support the development of a smooth regulatory and supervisory
system. It is, therefore, important to develop a regulatory and supervisory system that will en-
sure the development of a sustainable and safe banking sector, where key participants of the
financial system could efficiently allocate their available funds. And it is, therefore, critical to
manage the process of bank consolidation efficiently and to clearly define the management of
financial conglomerates, thus kerbing the potential spread of “contagion” (systematic risk) in
the market.

However, consolidation has another side to it: will banks, while trying to generate ben-
efit for themselves, be able to guarantee the right conditions for the stability of the financial
sector to develop?

The EU’s ambition to establish a Single Market seems to be promoting competition,
yet in their quest for return, financial institutions are looking for ways to minimise their expen-
ditures and are trying to gain a competitive edge by merging with other institutions or by just
acquiring them, striving for operating efficiency in that way. However, this goal of a financial
entity — the bank — may not always coordinate well with the objective of the market or of sep-
arate institutions - to guarantee financial stability. This matter becomes particularly relevant in
the light of the too-big-to-fail concept (Mishkin, 1999). For this reason, this kind of consolida-
tion can have an opposite effect by reducing the efficiency of the market itself and promoting a
counter-competitive environment (Sood & Ahluwalia, 2009).
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As a result, market supervision adjustments applied on the pan-European level could
significantly affect consolidation processes in banking. Notably, centralised supervision can, to
some extent, pose a threat of moral risk, as large bank supervision would be vested in interstate
bodies, which could create a conflict of interests between state and regional supervisory bodies.
Still, a single supervisory system should be considered necessary, as large banking groups op-
erating in different European states strengthen the mutual relationship of such countries.

To sum up, it can be said that the financial system stability is a crucial prerequisite for
efficient moneys redistribution among savers and borrowers, the role of banks. The stability of
the system is closely related with the business strategy of the bank, market concentration levels
and the local economic landscape. It should be stressed that the global financial crisis has pro-
vided conditions to rethink and improve the banking supervisory and regulatory system. New
bank operating requirements instruct banks to modify their business strategies. These develop-
ments could be tied with banks’ opportunities to expand and seek better integration into new
markets through mergers and acquisitions with entities that are present there.

Research methodology

Authors used expert analysis methods in order to determine the ongoing consolidation
in the banking sector and the possible effect of this process on the country’s financial system
stability (see Appendix 1 for questionnaire).

Research was involved by 9 experts; each expert’s weight is equal: there is no separate
group of experts or expert assigned greater weight or more dedicated / lower proportion. De-
termining the number of experts guided by methodological assumptions formulated in classical
test theory. Libby (1978) argues that a small group of experts to evaluate precisely the same
problem as the large group of experts. Classical test theory justifies that the sum of reliability
and the number of experts linked fading fast nonlinear relation, so the aggregated small group
of experts with equal weights decision accuracy assessments are essentially similar to a large
group of experts’ decision accuracy evaluations. According to classical test theory and regard-
less of other statistical indicators, it can be stated that 9 experts reliability is almost 90 per cent.

Given the fact that the expert research method depends heavily on the competence of the
experts involved in the investigation, this study included the academic community, the banking
system and the banking market representatives who have experience and knowledge in the area
of expertise related to the subject.

The questionnaire used a Likert scale, when asked to select from 1 (disagree strongly /
not necessary) ... to 5 (very agree / relevant).

Expert evaluation is based on the assumption that the solution can be obtained only if
the expert opinions align.

One of the most commonly used test in the compatibility criteria for assessing the com-
patibility of expert is the Kendall concordance coefficient. To calculate this coefficient of con-
cordance the expert’s evaluations must be ranked.

The concordance coefficient W is calculated according to the formula (1) (Kendall,

1970):
128
W=——-7—-—. 1
r2><m(m2—1) )

Here: r is the number of expert’s m - number of evaluated criteria.
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Assessing internal consistency the scale of the questionnaire is usually used Cronbach’s
alpha coefficient. Cronbach’s alpha coefficient is calculated by the following formula (Pukénas,

2009; Cronbach, 1951):
k
S?
oc:(—k jx 1——Zi_21’ ) (2)
k-1 S,

Here: k is the number of elements of the scale; S? — i-th element of the variance of the
scale; S i — the total variance of the scale.

The standardized alpha coefficient is intended to evaluate the answers to individual
questions and the heterogeneity of variances. It is also known as the Spearman-Brown stepped-
up reliability coefficient and is calculated by the following formula:

kxr
oc_m. 3)

Here: 7 jg the average pair correlation coefficient of all the answers to the questions.

To be able to present analysis of mergers and acquisitions that had occurred in the Lith-
uanian banking sector, the authors had chosen the case study method that imbued the analysis
of the issue with a holistic aspect and allowed addressing the issue in a wider context. The case
analysis method enabled the authors to select samples of mergers and acquisitions (restructur-
ing arrangements) that had taken place in Lithuania’s banking sector, affecting the financial
system of the country. A theoretical assumption prompted this kind of choice that the consolida-
tion happens when several market players merge, this type of merger or acquisition producing
a single market player: in this case, a single bank.

Results and findings of the impact of bank mergers and acquisitions on the domestic
financial system

The questionnaire was designed to determine the factors and expert advice on the on-
going consolidation in the banking processes and the potential impact of this process on the
domestic financial system stability. The questionnaire consisted of three main issues that have
been detailed. To summarize the experts answers to the first question of whether the ongoing
consolidation (mergers and acquisitions) in the banking market processes the stability of the
financial system it is concluded that in the short and medium term banking consolidation pro-
cesses could stabilize the domestic financial system, but on the other hand this process can form
high concentrations and can damage the market; also it may limit the development of smaller
banks and may increase the risk of moral hazard. As well, consolidation may have adverse so-
cial aspects leading to job losses in the banking sector. In addition, it should be noted that the
country’s financial system becomes more stable, if acquired a bank which has an experiencing
operational difficulties, but an increased risk of a merger between two higher-risk entities, inte-
gration and operation of cultural differences can have an adverse effect on their business after
the merger.

The second question (see Table 1) was composed of factors that potentially affect the
stability of the banking sector. Experts were able to rate and certified alternatives by giving
them a different number of points. The statistical reliability of responses to the question (“Fac-
tors contributing to the stability of the banking sector”) is presented in Appendix 2.
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Tablel. Descriptive statistics results of the experts answers

Top of Form  Top of

Top of Form The experts Form
The experts
. from banks The experts
of academic . Mean
. regulation from bank- Standard . .
community .. (all . Kurtosis Skewness Min Max
and supervi- ing market Deviation
(average) . expert)
Bottom of SO (aver-  (average)
age)Bottom Bottom of
Form
of Form Form
ncentration in
Concentratio 333 4,00 433 380 0928 1354 -0944 2 5
the banking sector
Competition in the
3,33 4,00 3,67 3,67 0,707 4,000 -2,121 2 4

banking sector
Banking supervi-
sion system in the 3,67 4,00 433 4,00 0,866 4,000 -1,485 2 5
country / region
Deposit insurance

2.33 433 433 367 1,118  -0800 -0537 2 5
system
The size of the 2,67 433 233 3,11 1054  -0546 0552 2 5
banking sector
Market access 2,67 4,67 3,67 367 1,000 -0,643 0,107 2 5
restrictions
Banks operating 4,00 4,00 3,67 380 0928 1354 -0944 2 5
restrictions
Regulations and

4,00 433 3,67 400 1,000 0,78  -0964 2 5

standards system
Sanctions system 3,67 4,00 3,67 3,78 0,833 2,427 -1,166 2 5

Profitable and effi-
cient banking

» T0oo big to fail”
concept

Bank of indirect
activities (eg., an in- 2,67 4,00 3,33 3,33 0,707 -0,286 -0,606 2 4
vestment) taxation

The actions fore-

seen in the case of 3,67 433 3,67 3,89 0,928 1,354 -0,944 2 5
bank insolvency
Government
involvement in the
management of the
country’s banks
(the existence of
state-owned banks)
One country /
region domination
of capital in the
banking sector

A country’s eco-
nomic freedom
National / regional
economic stability
Assets quality re-
quirements

The bank’s capital
structure

The application of
international ac- 3,00 433 433 3,89 0,928 1,354 -0,944 2 5
counting standards

3,33 4,33 4,33 4,00 0,866 4,000 -1,485 2 5

2,67 4,33 2,67 3,22 0,972 -0,009 0,502 2 5

3,67 3,67 4,00 3,78 0,833 2,427 -1,166 2 5

2,67 3,67 3,33 3,22 0,667 -0,040 -0,254 2 4

1,67 3,33 3,33 2,78 0,972 -0,009 -0,502 1 4

2,00 4,00 4,33 3,44 1,130 -1,390 -0,492 2 5

2,33 4,33 4,00 3,56 1,014 -0,425 -0,655 2 5

3,00 4,67 3,33 3,67 1,000 -0,643 -0,107 2 5

Source: own calculation.
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Expert answers to this question varied. Distinct differences were observed among the
academic community and experts from the banks (mostly deviant from the mean). However, the
panel’s opinion can be summarized as follows: it is claimed that the main factors that determine
the stability of the banking sector are:

— The banking supervision system in the country.

— Subjectivity to a system of standards.

— A profitable and efficient operation of the banks.

These factors have a positive impact on the stability of the banking sector.

The academic community has identified the most important factors of bank activities
and restrictions applicable to the reference system. In addition to these factors, professionals
releases, and other factors that determine the stability of the banking sector: the deposit insur-
ance system, the size of the banking industry, entry restrictions, “too big to fail” concept, the
actions of banks in case of insolvency, asset quality, the bank capital structure and the applica-
tion of international accounting standards. All these factors ensure the stable operation of the
system. The banking market experts, the concentration of the banking sector and the economic
stability of the country are also lead factors in determining banking sector stability. It is clear
that experts from the banking market regulation system identified factors that are related to
banking activities restrictions and promote transparency of banking activities. Market experts
had a holistic assessment of the problem and said that stability depends on the stability of
the region or country, and the concentration of banking. Experts did not detail their view of
whether the concentration of the market provides stability or vulnerability. It should be noted
that the researchers do not have the same opinion: the proponents of “concentration-stability”
Boyd, Prescott (1986), Boot, Thakor (2000), Boyd, De Nicold, Smith (2004), Park, Peristiani
(2007), Allen, Gale (2000; 2004), Beck, Demirgiic-Kunt, Levin (2006), Méon, Weill (2005),
Novickyté (2010), Matutes, Vives (2000) argue that higher levels of concentration in the bank-
ing system is characterized as a more stable, whereas the proponents Mishkin (1999), Uhde,
Heimeshoft (2009), Caminal, Matutes (2002), Boyd and Nicol6 (2005), Beck, Demirgii¢-Kunt,
Levin (2006), Cetorelli, Hirtle, Morgan, Peristiani, Santos (2007), De Nicolo, Bartholomew,
Zaman, Zephirin (2003) argue that the higher concentration of the banking system, the more
vulnerable it is; some researchers (Ruiz-Porras, 2008; Deltuvaité, 2009) argue that there is no
direct concentration-stability relationship.

The last question allowed the experts to identify measures that would allow a small
open economy to achieve financial stability and security. Experts agreed that the promotion of
competition in the banking sector and active foreign financial institutions in the capital of local
banks ensure, or at least keep a small open economy and financial system stable. Academic
experts added that mergers and acquisitions among domestic banks and (or) between foreign
banks and domestic banks also contribute to the stability of the financial system. Based on this
result, it can be stated that the academic community support “concentration-stability” view.

The analysis of the Lithuanian banking market' (see Table 2) shows that the market was
held in various banking restructuring processes in order to strengthen the sector. Commercial
bank Ancorobank, when faced with operational difficulties was acquired by the group of entre-
preneurs and changed its name. JSC Industrijos Bank and AB Vystymo Bank were purchased
by Latvian and Finnish banks. Finally, the Government of the Republic of Lithuania, in order to
modernize the banking sector and ensure its continuity, tried to attract strategic investors in this
sector. For this reason, the Lietuvos Taupomasis Bankas and the Lietuvos Zemés Ukio Bankas

! The more detailed analysis of mergers and acquisitions in Lithuania banking market is presented in Novickyte,
L.; Pedroja, G. 2014. Banking consolidation as value creation to the buyer and the financial system (case of Lithuania),
Journal of Security and Sustainability Issues 4(2): 159—173. DOI: http:/dx.doi.org/10.9770/jssi.2014.4.2(5)
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were sold to strategic investors: in the first case - Estonian bank Hansapank, and in the second
- German NORD/LB Bank.

Table 2. Mergers and acquisitions in the Lithuanian banking sector

Data Acquired bank Bank-buyer

Group of entrepreneurs. Changed

December 1995 Commercial Bank Ancorobank name to UAB Medicinos Bankas

AB Lietuvos Valstybinis Komercinis

March 1998 AB Lietuvos Taupomasis Bankas
Bankas

December 1999 AB Bank HERMIS AB Vilniaus Bankas

January 2000 JSC Industrijos Bankas AB Parex Bank

December 2000 AB Vystymo Bankas AB Sampo Bank

2001 AB Lietuvos Taupomasis Bankas AB HANSA-LTB (Hansabankas)

2002 AB Lietuvos Zemés Ukio Bankas AB NORD/LB Bank

September 2009 AB Bank Finasta AB Bank SNORAS

February 2013 AB Ukio Bank AB Siauliy Bank

Source: made by the authors based on (Lietuvos banko mety ataskaitos, 1996-2002)

AB Vilniaus Bankas and AB bank HERMIS case of a merger in Lithuania’s banking
sector, which resulted in an acquisition deal, is both unique and intricate. The joint bank made
up of AB Vilniaus Bankas and AB bank HERMIS significantly increased market concentration
levels, established a monopoly in the market and was in a position to take advantage of this
situation, creating added value for itself. Also this merger deal was important that it secured the
stability of the financial sector. The transaction to restructure AB Lietuvos Valstybinis Komer-
cinis Bankas is both unique and particular to its features. That deal by definition was not a
typical merger and acquisition. However, the transaction played a critical role in Lithuania’s
economy by assuring sustained operation of the financial sector. This outcome of the transac-
tion — the breaking break down of the bank — helped even out stability fluctuations in the Lith-
uanian financial sector. The recent restructuring arrangement of AB Ukio Bankas in Lithuania
showed that giving out a bank’s business (by splitting its assets and liabilities into “good” and
“bad”) might be a proper instrument to guarantee the stable running of the financial system. The
authors argue that the transactions to acquire AB bank HERMIS and AB bank FINASTA were
made with the purpose of creating value for the acquirers, AB Vilniaus Bankas (and SEB as its
strategic investor), and AB bank SNORAS. At the same time, we cannot disregard the “too big
to fail” concept because new banks expanded their market share to gain weight in the financial
system (AB Vilniaus Bankas). To sum up, it should be noted that the acquisition of AB bank
HERMIS was also driven by the willingness to guarantee the stability of the financial system.
Nonetheless, one should not forget that even though it is an institution of systematic import, the
bank is also a profit-making company, and therefore the goal of strategic shareholders to derive
financial benefit is always met (the result of this transaction was, in the short term, financial
system stability, and in the long term, return for the shareholders).

Most of the mergers and acquisitions which have taken place in the Lithuanian banking
sector were inspired by the desire to ensure the financial stability of the system. Is possible
identify factors that affect these transactions: acquired bank‘s market share (or specific areas
of activity), loan portfolio growth and the quality of the target bank, the bank’s interest margin
and the target bank’s capital ratios, the size of the banking sector in the country and the market
concentration and “too big to fail” concept.
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Nowadays Lithuania’s banking sector, just like that in other European states, is possessed
of a high level of concentration, which could significantly affect financial system stability.

Conclusions

Mergers and acquisitions in banking are driven by factors of tangible and intangible
synergy. The key motives, for entering into this type of transaction, fluctuate depending on the
economic situation of each country. Notably, at times of recession banks tend to merge driven
by the promise of financial stability, yet usually deals are made in pursuit of economic bene-
fits, which constitute return for and wellbeing of shareholders. It should be concluded that the
aspect of financial stability in mergers and acquisitions makes an appearance in the short term,
most commonly as a consequence of some actions on the government’s part, with the motive of
financial benefit predominant in the long run.

The theoretical analysis allows identify the underlying factors that drive mergers and
acquisitions: the goal to minimize risks through diversification of the financial structure and to
reach economy of scale through financial service transactions (attaining a synergy of income
and costs), and the desire to procure market power and security.

The result of mergers and acquisitions in banking is a local or international bank. Some-
times, a merger of providers of different financial services results in a financial conglomerate
that significantly affects the stability of the financial system, as operations of such a group
might have an impact on the stability of the country’s financial system. The authors believe that
the establishment of financial conglomerates creates a conflict between the country of origin
and country of operation, and especially so when the financial conglomerate is apt to run into
financial difficulties. Also, financial conglomerates can take advantage of their significance in
the market and become an institution that is “too big to fail”, thus accepting relatively higher
risks, which leads to a danger of moral damages.

Analysis showed that mergers and acquisitions in banking are an appropriate instrument
to ensure sustainable domestic financial system development. Also, a string investor gives the
bank an opportunity to tackle its liquidity and capital issues; the residual joint bank has a bigger
capital base, allowing it to extend credit to large-scale projects and issue syndicated loans. Nev-
ertheless, mergers and acquisitions sometimes may have their negative aspects: sometimes the
value of the bank can be miscalculated in a merger/acquisition; the bank’s goodwill resulting
from a merger/acquisition can be depreciated with the bank establishing a term for such depre-
ciation, which grants the bank an opportunity to manipulate its profits, a joint bank significantly
increased market concentration levels, established a monopoly in the market and was in a posi-
tion to take advantage of this situation, creating added value for itself.
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Appendix 1. Expert survey questionnaire

— In your opinion, the consolidation processes (mergers and acquisitions) in banking
market providing the stability of the financial system, and why:
— Factors contributing to the stability of the banking sector:

Concentration in the banking sector

Competition in the banking sector

Banking supervision system in the country / region

Deposit insurance system

The size of the banking sector

Market access restrictions

Banks operating restrictions

Regulations and standards system

Sanctions system
Profitable and efficient banking
,» 100 big to fail” concept

Bank of indirect activities (eg., an investment) taxation

The actions foreseen in the case of bank insolvency
Government involvement in the management of the country’s banks (the existence
of state-owned banks)

One country / region domination of capital in the banking sector

A country’s economic freedom

National / regional economic stability

Assets quality requirements

The bank’s capital structure

The application of international accounting standards

* In your opinion, the small open economy country seeking financial system stability, it should
be (there may be more options):

— Promote the concentration of the banking sector.

— Promote competition in the banking sector.

— Seek foreign financial institutions active in local banks.

— Limit foreign financial institutions active participation in local banks.

— Promote mergers take place and (or) acquisition transactions between the local banks.

— Promote mergers take place and (or) acquisition transactions between foreign and

local banks.
— Raising one country / region dominance of capital in the banking sector.
— Other (expert can give their opinion):
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Appendix 2. Statistical reliability results of the experts answers to the second question

Sum of the = Degreesof @ Mean  Friedman Chi

squares freedom square criteria Reliability
Between the experts 72,211 8 9,026
VB;:XSIE’; 19,644° 19 1,034 39,015 004
Errors 66,456 152 437
Total: 86,100 171 ,504
Total: 158,311 179 ,884

a. Kendall coefficient of concordance W =,124.
Reliability statistics

Cronbach alfa 1i}c)ieeallr‘inan—Brown stepped-up reliability coef-

952 ,955 20

The sample size
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