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Shareholders’ Wealth, Bank Control, and Large Shareholders:
An Analysis of Japanese Mergers

Yeh Tsung-ming Yasuo Hoshino®*

(The University of Tsukuba) (The University of Tsukuba)

ABSTRAC

This study analyzes 89 domestic mergers in Japan during 1981 to 1998. Japanese mergers are

associated with negative announcement period of abnormal returns. We find an average -1.01% 3-
day cumulated abnormal returns around the initial announcement. Announcement returns are
adversely related to the large financial shareholding, particularly by bank shareholding. Bank rela-
tion as creditors is not enhancing the bidders’ shareholder wealth. In general, Japanese corporate
cross-shareholding failed to monitor firms in a manner that maximizes shareholder wealth; howev-
er, financial institutional shareholders are behaving more active during the 1990s period.

Key words: Merger, Abnormal Returns, Main Bank, Large Shareholders.

1. Introduction

In the U.S,, important corporate governance mechanisms include incentive-compensation con-
tracts such as stock option plans and performance-related pay, management equity ownership,
monitoring by outside board directors, large shareholders and external market forces such as hos-
tile takeovers and proxy contests’”. In corporate Japan, where the governance mechanisms are
distinct from Anglo-American ones, it is worth asking the questions like how Japanese firms are
monitored and whether the monitoring system is effectively reducing the agency problems engen-
dered by the separation of ownership and control. Considerable work has been devoted to address-
ing these issues, with the attention most concentrated on the main bank or keiretsu’s governing

(2)

systems'’. While earlier ﬁrevious work argued that the main bank system plays an important

role in governing their client firms in Japan, some recent studies suggested alternative opposing

(%) The corresponding author. Yasuo Hoshino, Institute of Policy and Planning Sciences, The
University of Tsukuba, 1-1-1 Tennodai, Tsukuba 305-8573 Japan. Tel&Fax: 81-(0)298-535188
E-mail: hoshino@sk.tsukuba.ac.jp.

(1) See Jensen and Warner (1988); Shleifer and Vishny (1997); Weston, et al (1998).

(2) TFor instance, see Sheard (1989), Hoshi (1990), Aoki et al. (1994), Kaplan et al. (1994), and
Kang et al. (1995).
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views. A review of relevant literature is given in the next section.

This paper aims to provide empirical evidence on the monitoring roles of Japanese large
shareholders and bank creditors in the firms’ investment decisions. The large ownership by finan-
cial institutions and non-financial affiliated enterprises typically is embedded in the complex
Japanese keiretsu system and, in theory, serves as a potential monitoring force. We examine a
sample set of 89 Japanese merger events from 1981 to 1998 and investigate the effects of the
ownership structure on merger announcement-associated gains (or losses). We use mergers as the
investigation setting because merger is often an instance representing conflicts of interests
between the management and shareholders®. Besides, merger decisions are important corporate
events, requiring approval from the majority of shareholders. If effective monitoring by block
shareholders can reduce the agency conflicts, firms with better monitoring should, therefore, make
better merger decisions, that is, with higher abnormal returns. Therefore, by examining the rela-
tionship between merger-associated abnormal returns and the large shareholder as well as bank
creditors, this study provides some insights into Japanese corporate governance mechanisms.

An additional advantage of using such event-study approach is that it can resolve the prob-
lem of ambiguous causality between ownership structure and firm performance; that is, the firm
performance may be influenced by the firm’s ownership structure, but it is also possible that the
firm performance may cause changes in the firm’s ownership structure. Our study avoids this
causality problem because performance (measured by abnormal returns) is only observed over
very short periods.

The remaining parts of this paper are arranged as follows. Section two reviews relevant lit-
erature. Section three describes the sample and data sources used in the empirical tests. Section

four discusses the empirical results. The conclusions are given in the final section.
2. Relevant Literature

2.1 The effects of mergers

The U.S. evidence consistently found that M&As brought about either at best close to zero
positive abnormal returns to the bidders’ shareholders, while the targets’ shareholders gain sig-
nificantly high abnormal returns (Jensen et al. (1983), Asquith (1983), and Jarrell et al. (1988)).
The Japanese evidence showed that shareholders of Japanese merging firms gain positive abnor-
mal returns (Pettway et al. (1986, 1990), Kang et al. (2000), and Usui (2001)).’ In general M&As
enhanced the wealth of shareholders of Japanese firms more than that of shareholders of the

(3) For example, the managers may initiate merger proposals in pursuit of their own inter-
ests, such as empire building or “hubris” -- that managers are overconfident that they can
manage the target firm more efficiently (Roll 1986).

(4) All the studies except Pettway et al. (1986, 1990) found significantly positive abnormal
returns.
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U.S. firms.
On the other hand, the U.S. studies on mergers’ effects on operating performances produced

somewhat inconsistent results. For instance, Ravenscroft et al. (1989) found profitability declined
following a merger, whereas Lev et al. (1972), Smith (1990), Healy et al. (1992), and Cornett et
al. (1992) reported an improvement in profitability after the merger. The inconsistency is likely
to result from varying sampling firms, investigating period, and sophistication of methodology.
However, the studies on Japanese M&As generally indicated disappointing post-merger perfor-
mance. Hoshino (1981, 1982, 1992), Muramatsu (1986), Odagiri and Hase. (1989),and Yeh and
Hoshino (2001) all reported little or deteriorating changes in the merging firms’ profitability and

growth following mergers.

2.2 The Japanese corporate governance
The traditional view is that close relationships among banks, shareholders and business part-

ners associated with a keiretsu are effective in channeling the activities of corporate managers
in the direction of long-term growth and proﬁtability.(S) In theory, the powerful position of banks
as owners and lenders will lead to effective monitoring of business performance. The main bank,
a commercial bank from which Japanese firms obtain a substantial fraction of their debt financ-
ing, carries out an important monitoring role in Japanese companies (Sheard (1989), Aoki et al.
(1994), and Kang et al. (1995, 2000)). Lichtenberg et al. (1994) found that financial institutions’
shareholding and director ownership have a positive effect on the productivity and profitability
of Japanese companies, while inter-corporate shareholdings insulate firms from their own prob-
lems at the expense of firm performance. Prowse (1992) showed that the governance within a
keiretsu is a complex interaction of monitoring forces gimultaneously performed by shareholders,
debtholders, and (possibly) trading partners. Ferris et al. (1995) found that these arrangements
within a keiretsu provide an effective mechanism to mitigate the agency conflicts.

An alternative opposing view is that cross-shareholdings among keiretsu firms are devices to
entrench management. Nakatani (1984) highlighted some of the costs associated with these
arrangements. The reciprocal shareholdings within a keiretsu may lead to inter-locking direc-
torates and thereby dampen the discipline of market forces. Consequently it makes managers eas-
ier to make decisions that pursuit their own benefits. Consistent with this line of argument, Kang
et al. (1999) found that bank-affiliated firms are.less profitable than independent firms, and Jame-
son et al. (2000) found no support for the hypothesis that the keiretsu firms are more effective
at maximizing shareholder wealth than independents. Morck et al. (1999) presented evidence that
panks act mainly to prop up weak keiretsu firms, but their role is primarily to defend creditors’,

not necessarily shareholders’, interests.

(5) For instance, Hoshi et al. (1990) showed that the investments of keiretsu firms are less
liquidity-constrained because of their closer ties to a major creditor.
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3. Sample and Variables

Japanese merger events were mainly identified from the Nihon Keizai Shimbun (Japan Eco-
nomic Journal). We confine our sample to domestic non-financial Japanese companies. Also exclud-
ed are mergers between parent company and its subsidiary, since these cases typically represent
instances of internal reorganizations. In final we obtained 89 merger events ranging from 1981
to 1998. These firms are all publicly traded companies in the Tokyo Stock Exchange so that we
can acquire complete financial data. Stock price data are obtained from Tokyo Stock Exchange,
and Nihon Keizai Shimbun's stock price databases. Corporate information and accounting data
are obtained from Nihon Keizai Shimbun’s NEEDS database and Kigyo Keiretsu Soran. Draw-
ing on the data we compiled the following variables for each firm. The summary statistics are

reported in Table 1.

Table 1. The descriptive statistics for the 89 Japanese mergers and the bidding firms.

Panel A

N

Total merger events 89

Mergers announced in the 1981-1991 period 43

Mergers announced in the 1992-1998 period 46

Mergers for rescue purpose 20

Mergers among firms within the same keiretsu 47

Panel B
Variables N Mean Median
Total asset (billion Yen) 89 537 238
Market size (=book value of debt + market 89 794 297
value of equity) (billion Yen)

Pre-announcement cash flow ratio 89 1.56% 1.56%
Pre-announcement average excess returns 89 0.01% 0.02%
Bank loans/market size 89 19.11% 17.69%
Main bank loans/market size 89 2.97% 2.64%
Financial ownership 89 23.72% 25.35%
Bank ownership 89 15.15% 15.92%
Insurance ownership 89 7.59% 7.79%
Securities ownership 89 0.98% 0%
Corporate ownership 89 4.78% 4.35%
Individual ownership 89 2.59% 0%
Director ownership 89 1.43% 0%
CEO ownership 89 0.97% 0%
Foreigner ownership 89 1.71% 0%
Government ownership 89 1.66% 0%

*The ownership variables are the shareholding among the top 10 shareholders.
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As reported in the Panel A of Table 1, among the 89 merger events, 43 cases were announced
in the 1981-1991 period, and 46 cases were announced in the 1992-1998 period. 20 mergers were
initiated for rescue purpose. There are 47 mergers in which the merging and the merged firms
belong to the same keiretsu member®. Descriptive statistics for the bidders are reported in the
Panel B.

Firm size: We calculated the bidders’ book value and market value based size. First, the book
value of the total assets at the end of the year prior to the merger announcement averages 537
billion Yen. The market value based size variable is the sum of the book value of total debts and
the market value of equity. The market value of equity is computed as the product of bidder’s
outstanding shares and the stock price as of the 200th business day prior to the announcement.
The average of the market value based size is 794 billion Yen.

Pre-announcement performance: We use the level of cash flow to measure the bidders’ per-
formance before the merger announcement. Cash flow is calculated as the sum of the bidder’s net
income and depreciation at the end of the year prior to the announcement. The ratio of the bid-
ders’ cash flow to the market value based firm size is averaged at 1.56%. We also calculate anoth-
er measure, the bidders’ average excess returns over the period from 200 business days before to
30 days before the initial announcement. The excess returns are calculated as the bidders’ daily
returns minus the TOPIX-based daily returns'”. The average excess returns for bidders average
0.01%.

Bank borrowing: In theory, the debts restrain the amount of free cash flow that managers
would have expended in pursuing their own benefits, thereby reducing the agency costs (Jensen
(1986)). However, as discussed in the section of Relevant Literature, there were skeptical views
on the effectiveness of Japanese banks’ monitoring roles. The ratio of the amount of bank bor-
rowing to the bidder’s market value based firm size, is averaged at 19.11%. Among the creditor
banks, the main bank particularly possesses the strongest influence and is assuming the most
important role in monitoring the firm. Defined as a firm’s largest bank lender, the ratio of main
bank borrowing to the firm’s size averages 2.97%.

Financial ownership: The financial ownership variable is calculated as the percentage of the
bidders’ shares held by financial institutions (including commercial banks, security firms, and
insurance firms) among the top 10 shareholders as of the year prior to the announcement. This

measure represents the magnitude of the influence of large financial shareholders on the bidders’

important decision-making. Financial institutions among top 10 shareholders own an average

(6) The keiretsu here refers to the vertical groups such as NKK, Toyota, Toshiba and other
commonly known keiretsu groups.

(7) The Tokyo Stock Exchange’s Stock Price Index (TOPIX) is calculated as the total market
value of all stocks listed on the first section of the TSE at a specific point in time to their
total market value on the base date of January 4, 1968.

154

BEMBTRE21B¥25

23.72% of shares in the bidders. Among them, banks own 15.15%®, insurances firms own 7.59%,
and security firms own 0.98% shares in the bidders.

Corporate ownership: The percentage of shares held by non-financial corporations among top
10 shareholders averages 4.78%. Industrial firms typically own shares reciprocally among relat-
ed firms and trading business partners. Although it was argued that such mutual shareholdings
could insulate the firms’ management from outside pressure (such as hostile takeovers) so that
managers are able to make decisions form a long-term perspective, the interlocking shareholding
relationship could also provide the managers with greater power and discretion and lead to agency
conflicts.

Individual ownership: The percentage of shares held by individuals among top 10 share-
holders averages 2.59%. Among them, the directors held 1.43%, and the Chief Executive Officer
(CEO) held 0.97% shares"®. Firms with strong individual shareholders are more likely to be
owner-manager or family-run enterprises. Through the high level of personal stakes in the busi-
ness, the interests of these individuals are tightly aligned with the firms’, creating more incen-
tives to behave in the interest of the firms. On the other hand, too powerful owner-managers may
lead to management entrenchment, that is, they will pursue self-interest at the expense of other
shareholders’ interest.

Other ownership: The government institutions own an average 1.66% shares and foreign com-
panies own an average 1.71% shares among the top 10 shareholders. Only 2 bidders have gov-

ernment shareholders among the top 10 shareholders, and there are 19 bidders with foreigner
shareholders among the top 10 shareholders.

4. Empirical Results

In this section, we first compute the bidders’ abnormal returns associated with the initial
public announcement of the mergers. Then we investigate the relationships between the abnor-
mal returns and the bidders’ governance variables and other control variables. In the univariate
analysis, we separate the bidders into two groups according to these variables and compare their
abnormal returns. In the multivariate analysis, the bidders’ announcement-associated cumulated

abnormal returns are regressed on the bidders’ ownership variables and other control variables.

(8) By law the shareholding of other firms by banks is limited to a maximum of 5% after the
year 1987; before that, banks could hold up to 10% firm equity.

(9) Shareholding by the bidder’s parent company is excluded so that this variable only repre-
sents corporate cross-shareholding.

(10) The CEO refers to the chairman or the president of the bidder. In our sample, there are
many cases in which some large individual sharcholders are family members or relatives of
the CEO or directors but do not assume any position in the firms.
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4.1 The effect of mergers on the wealth of bidders' shareholders

A standard event study method is applied to calculate the merger-associated abnormal

« G
returns. The abnormal returns are the difference between the actual returns and the “norma

s firms would have gained if there were not the merger announcements. For

returns, the return ere ¥ . -
cach firm i, the “normal” return is calculated as &% +BiR; , where the R, is the TOPIX mar

ket returns at event date t, &; and [AL are the ordinary least squares estimates of the intercept

and slope of the market model regression for each firm I from 200 to 31 days prior to the

announcement date. The announcement date (t=0) is the day at which the news about the merg-

er was first reported by the press. Each firm’ abnormal returns are calculated as R;, —(6; + BRw ;)
where R. . is the firm i‘s daily returns at event date t. We calculated each firm’s abnormal returns
. t = 80. Cumulated abnormal return is the sum-

The results for abnormal returns are shown

for the event window from t = -30 to the day

mation of the abnormal returns over the event period.

in Table 2.

Table 2. Cumulated abnormal stock returns around the initial announcement date of the merger by

the 89 Japanese firms during 1981 to 1998.

Window period Mean cumulated Test statistic

abnormal return (Two-tailed)
CAR(-1~1) -1.01% -2'78**%
CAR(-2~1) -0.43% -1.02
CAR(-3~1) -0.38% -0.81
CAR(-3~3) -1.60% -2.8TH*¥
CAR(-5~5) 0.03% 0.04
CAR(-30~-2) 2.62% 2.32%*
CAR(2~30) -1.42% -1.25
CAR(-30~30) 0.19% 0.12

##p<0,05. ***p<0.01.

The mean 3-day cumulated abnormal returns (CAR), from t = -1 to t = 1, are -1.01%, which

is significant at 0.01 level. To account for the possibility that the news abo.ut mergers is likt?ly
to have been leaked to the market before the announcement, we also examlne(.i CAR for earlier
periods. The 4-day mean CAR for the interval from t = -2 to t =1 is .0.43 % (insignificant) and
the 5-day mean CAR for the interval from t = -3 to t =1 is -0.38 % (insigniﬁcant?. The 7-d‘ay .CA.R
(t=-3 to t=3) is -1.6% (significant at 0.01 level) and The 11-day CAR (t=-5 to t=b) is 0.03%‘ (insignif-
jcant). In generally the CAR around the initial announcement is close to zero or negative. Lool.i-
ing at the patterns of CAR, the CAR before the announcement interval (fro.m t=-30 to‘ t-—-.-2). f1is
2.62% (significant at 0.05 level); the post-announcement CAR (t=2 to t=39) 1.s -.1.42% (insignifi-
cant). The whole interval from t=-30 to t=30 shows an average of 0.19% (insignificant). Overall,
fnergers announcement failed to enhance the wealth of the bidders’ shareholders.

The results contradict with previous studies on Japanese M&A, which reported the merging
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firms gained positive returns. However, earlier studies analyzed M&A mainly during the 1970s
and 1980s, whereas this study used M&A in the 1980s and 1990s period. Although there are no
comparable Japanese studies, the 43 bidders during the 1981-1991 period produced positive CAR,
reported in Table 3, while 46 bidders during the 1992-1998 period produced negative CAR.

4.2 Univariate tests

We then stratify the sample according to the acquiring firms’ governance characteristics. Table
3 reports the cumulated abnormal returns from t=-1 to t=1 as well as from t=-3 to t=1 for each
stratified subgroup of bidders.

Mergers (n=20) that were motivated for rescue purpose have lower CAR than those that were
not, but the differences are not statistically significant. This result is consistent with Kang et al.
(2000). Although the mean CAR for the 47 bidders of keiretsu-related mergers are smaller than
the 42 bidders of non-keiretsu-related mergers, the differences are not statistically significant.
This result is partly consistent with Pettway et al. (1990).

For the 45 firms with large financial ownership higher than sample median (25%), the mean
CAR are negative, while the remaining 44 firms with large financial shareholders lower than
sample median gain positive CAR. The differences are statistically significant at 0.05 level. Firms
with larger financial ownership are associated with lower abnormal returns, implying that major-
ity control by financial institutions provide no benefit. When separated by bank shareholding, the
45 firms with bank shareholding higher than median (16%) produced negative CAR, while the 44
firms with lower bank shareholding gained positive CAR. The differences are statistically signif-
icant at 0.01 level. When separated by insurance firms, although firms with insurance firm share-
holders higher than median (8%) produced negative CAR, the differences are statistically insignif-
icant. When separated by security firms, firms with security firm shareholders higher than medi-
an (8%) produced positive CAR, and the differences are statistically insignificant. The results sug-
gest large bank shareholders are not effectively monitoring the firms.

For the 44 firms with large corporate ownership more than the sample median (4%) the CAR
are positive and higher than the remaining 45 firms with lower corporate ownership, but the dif-
ferences are statistically insignificant. It implies that Japanese corporate shareholders, mainly
serving as “stable” shareholders, have little effect in monitoring the firms.

The 45 firms with individual ownership among top 10 shareholders gained positive CAR,
while those without large individual shareholders generated negative CAR. The differences are
significant at 0.01 level. Higher individual ownership has a positive effect on the change in the
wealth of the firm's shareholders. However, although firms with CEO and directors sharehold-
ings among top 10 shareholders gained positive and higher CAR, the difference are statistically
insignificant.

The differences in the CAR are not statistically significant between the 19 bidders with large

foreign shareholders among top 10 shareholders and the 70 bidders without. Both groups show
negative CAR.
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Table 3. Cumulated abnormal returns for various sub

groups of bidders.

CAR P-value CAR P-value
N (-1~1) (two-tailed)  (-3~1) (two-tailed)
i . 0.06
Announcements in the 1981-1991 period 43 0.77% 0.05 11;3‘;2
Announcements in the 1992-1998 period 46 -2.6% R
Not rescue mergers 69 -0.91% 0.89 -g.ig‘;«; 0.88
Rescue mergers 20 -1.20% -0.
0.47
Not keiretsu related mergers 42 -0.40% 0.53 -g.giz
Keiretsu related mergers 47 -1.49% .
i -2. 0.04
Financial ownership higher than median 45 -2.88% 0.02 i;g‘;:
Financial ownership lower than median 44 0.97% .
- 0.00
Bank ownership higher than median 45 -3.55% 0.00 333‘;2
Bank ownership lower than median 44 1.66% .
i - 0.20
Insurance ownership higher than median 45 -2.01% 0.22 (l):zzz
Insurance ownership lower than median 44 0.09% X
i 0.19
Security ownership higher than median 23 0.91% 0.19 1?);‘;:;
Security ownership lower than median 66 -1.63% -1.
i 0.33
Corporate ownership higher than median 44 0.05% 0.24 (;gij/o
Corporate ownership lower than median 45 -1.97% -1.21%
i 0.01
Individual ownership higher than median 28 2.30% 0.01 3;(;(5)2
Individual ownership lower than median 61 -2.48% -1.
i 0.30
Director shareholding higher than median 15 0.47% 0.45 _(1)’; i‘;z
Director shareholding lower than median 74 -1.27% X
i 0.30
CEO shareholding higher than median 15 0.47% 0.45 é’;L;Z)
CEO shareholding lower than median 74 -1.27% -0.77%
i - 0.92
Foreigner shareholding higher than median 19 -0.58% 0.87 gg’; Z)
Foreigner shareholding lower than median 70 1.08% -0.28%
- 0.23
Bank loans higher than median 45 -2.18% 0.16 (1)?1?
Bank loans lower than median 44 0.25% 74%
i - 0.59
Main bank loans higher than median 44 -1.59% 0.48 gii‘f
Main bank loans lower than median 45 -0.37% 14%
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As creditors, Japanese financial banks also exert their control over their clients firms. The
mean CAR for firms with bank borrowing ratio higher than the sample median are negative,
while those with lower bank borrowing ratio gain positive CAR. However, the differences are not
statistically significant. Separated by main bank borrowing, the differences in CAR between the
two groups become less clear. The results failed to support the notion that main banks help mon-
itor the firms effectively.

Our univariate results indicate that the bidders’ abnormal returns are positively related only
to large individual shareholding, but are inversely related to large financial institution share-
holding, particularly bank shareholding. Other variables such as corporate ownership and (main)
bank borrowings have no effect on the acquirers’ abnormal returns.

4.3 Multivariate tests

We then regress the merging firm’s cumulated abnormal returns from t = -1 to t = 1 on the
bidders’ ownership variables and other control variables™®. All equations include the control vari-
ables for announcement period, and pre-announcement performance(lz), firm size, rescue merger,
and keiretsu-related merger. Table 4 reports the results for the cross-sectional ordinary least
squares (OLS) regressions.

In the first regression, the 3-day CAR are presented as a function of the above control vari-
ables, and variables for bank borrowings ratio and the main ownership among the top 10 share-
holders. The result shows that mergers announced in the 1992-1998 period produced lower abnor-
mal returns, and the shareholdings by financial institutions had an adverse effect on the abnor-
mal returns. The negative effect of financial shareholding confirms the univariate result and sug-
gests that the large financial shareholders’ inactive monitoring roles. Coefficients for other vari-
ables are insignificant, with results similar with those in the univariate test except bank bor-
rowing ratio. The coefficient for bank borrowing ratio is positive in the regression, but it is not
different from zero statistically (The result is similar when using main bank borrowing variable).

The second regression replaces the financial ownership variable with shareholding by banks,
insurance firms, and security firms. It is bank shareholding that shows a significant negative
effect on the bidders’ abnormal returns. As in the univariate test, shareholding by insurance and

security firms have no significant effect (the effect’s direction is also similar). Other ownership
variables remain statistically insignificant™®.

(11) To test the robustness, we also ran regressions using 5-day CAR from t=-3 to 1 as depen-
dent variable. The results are similar with regressions using 3-day CAR from t=-1 to 1 as
dependent variable.

(12) Regressions using pre-announcement cash flow ratio and average excess returns produced
similar results. We only report the results of analyses using pre-announcement cash flow
ratio.

(13) Instead of individual shareholding variable, using director or CEO shareholding produced
similar results.
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Table 4. The cross-sectional regressions of the CAR (t=-1 to 1) on ownership variables and control

variables.

(0.041)

1925 (0.044) 1.952

(0.029)

2.157

(0.096)

1.649

1.665 (0.092)

F. (significance)

160

1992-1998 period

0.036 -0.065 0.024

Log (market value firm size)

-0.010 0.565

0.641

-0.008

0455 0.289 0.469

0359 0372 0584 0378

Bank shareholding

Security shareholding

0.062 0.898 0032 0.949

-0.255 0.667

Insurance shareholding*1992-1998 period

0473 0.091

* indicates interaction with dammy variable.
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It is possible that main bank (creditor) only exerts its influence when the client firms expe-
rienced financial difficulty. In Japan, when the client firms experienced financial trouble, main
bank would come to rescue, for example, by providing more loans to the firms. The third regres-
sion adds an interaction term between the main bank borrowings ratio and a dummy for the bid-
der whose cash flow ratio is below the sample median. However this interaction is statistically
significant.

Gibson (1995) and Kang and Stulz (2000) argue that bank relations are unlikely to be valu-
able in circumstances when banks themselves perform poorly. The highly growing Japan econo-
my (the bubble) burst around the year 1991, and during the post-bubble decade, the banks have
been burdened with staggering non-performing debts. Japanese banks are particularly weak
regarding their magnitude in monitoring the firms in the 1992-1998 period for our sample. The
fourth regression includes an interaction term between main banks borrowings ratio and the
dummy for the 1992-1998 period. The result shows no significance for this interaction. As a fact
of fact, the main bank (as well as bank) borrowings are not significantly related to the bidder-
g'abnormal returns through the analyses. Our results present no supporting evidence for the main
bank’ roles in enhancing the shareholders’ wealth.

On the other hand, in the 1990s period, Japanese institutional shareholders are likely to
exert their influence more actively towards the firms through their large equity-holding, partly
due to the increasingly competitive business environment and the introduction of American-style
corporate governance. The fifth regression includes an interaction between financial shareholding
and the dummy variable for the 1992-1998 period. The interaction displays a significantly posi-
tive coefficient. While the financial shareholding variable shows a negative coefficient, our result
indicates the financial institutional investors are monitoring more actively in the later-than-1991
period.

Since the financial institutional shareholders include banks, insurance, and security firms,
we further examine their monitoring roles in the 1992-1998 period. The sixth regression includes
the interaction between bank shareholding and the dummy variable for the 1992-1998 period, but
the interaction is not significant (although the coefficient is positive). The seventh regression con-
tains the interaction between insurance firms’ shareholding and the dummy variable for the 1992-
1998 period. The significantly positive coefficient for the interaction demonstrates that insurance
shareholders are more active in the later-than-1991 period™®.

Our multivariate results are not supporting the notion that Japanese main banks (as well
as banks) are not acting in a way that enhances the bidding firms’ shareholder value. Our result
is inconsistent with Kang et al. (2000), whose findings support the main banks’ monitoring roles.

However our sample contains mergers from 1981 to 1998, while Kang et al. (2000) analyzed cases

(14) We also tested the interaction between security firm’s shareholding and the dummy vari-

able for the 1992-1998 period. However, the coefficient is insignificant and the results are
not reported here.
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from 1977 to 1993. More than half of our sample is occurring later than 1991, a period when
banks are weakened by the mounting bad debts. The difference in the sample structure may lead
to the inconsistent findings on the main banks’ monitoring roles.

Another important finding is that large Japanese corporate shareholders (financial or non-
financial), on average, are not active in monitoring firms in a manner that enhances the share-
holders’ value. Instead they are mainly serving as “stable” shareholders, insulating the managers
from outside pressure such as hostile takeovers. Bank shareholders are particularly detrimental
to the wealth of bidders’ shareholders. Boehmer (2000) found a similar negative effect of German
banks on the bidders’ firms. However, our study indicates signs of Japanese institutional share-

holders acting more actively in monitoring firms during the 1990s decade.

5. Conclusions

This study addresses issues regarding the monitoring roles of Japanese large shareholders
as well as bank creditors. Examining 89 corporate merger events from 1981 to 1998, the empir-
ical studies investigate the relationship between merger-associated returns and the shareholding
of the bidder’s large shareholders and the borrowings from the banks.

The announcement period abnormal returns are negative, contradicting with previous stud-
ies on Japanese M&A, which reported positive returns on the bidders. However, our study ana-
lyzes mergers in the 1980s and 1990s period, and there is no comparable Japanese study for this
period.

The variations in the bidders’ gains are mainly related to the level of large financial share-
holding; bidders with larger financial ownership, particular bank shareholders, are associated with
lower abnormal returns. Large corporate shareholders, financial or non-financial, are not active
in monitoring the firms, failing to enhance the wealth of bidders’ shareholders. The results sug-
gest that the corporate cross-shareholding arrangements are likely to lead to management
entrenchment. Besides, our results partly support the notion that director shareholding (includ-
ing indirect shareholding by their family or relatives) helps align their interests with the firm’s
interest, creating incentives for directors to increasing the firm value.

We find no relationship between the amount of bank or main bank borrowing and the merg-
er-associated abnormal returns. Bank creditors in Japan are performing poorer in the 1990s,
weakening their monitoring capabilities. Since this study contains more than half of merger sam-
ple during this period, it implies that Japanese main banks are likely to have become weaker in
monitoring the firms in the 1990s period.

Our evidence concludes that Japanese corporate cross-shareholding arrangements are not
effectively monitoring firms. To make matters worse, inactive large financial shareholders lead to
management entrenchment. We also find no evidence that main banks monitor firms in a man-
ner that enhances the shareholder wealth. However, we do find signs that Japanese financial

institutional shareholders, such as insurance shareholders, are becoming more active in moni-
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toring the firms in the later-than-1991 period.
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Appendix

List for the Japanese merging firms and the announcement dates.

Date Merging firms

1981/12/31 TOYOTA MOTOR AL

1982/3/11 MITSUBISHI RAYON 1988/5/28 OKURA

1982/4/20 SUMITOMO HEAVY INDUSTRIES 1988/11/12 NIPPON VALQUA INDUSTRIES

1982/4/22 KAKEN PHARMACEUTICAL 1988/12/8  NIHON YAMAMURA GLASS

1982/4/23 CO-OP CHEMICAL 1989/5/3 CHUETSU PULP & PAPER

1982/9/1 YOKOGAWA ELECTRIC 1989/5/18  FUJI HEAVY INDUSTRIES

1982/12/14 SHOWA SHELL SEKIYU 1989/9/20 SHIKOKU CHEMICALS

1982/12/25 KAWASHO 1989/11/2 SANKYU

983/3/31 KYOCERA

o KAWASAR STREL 1990/1/12 I};IlgACHI CONSTRUCTION MACHIN

1983/9/16 CHUETSU PULP & PAPER 1990/3/30 TOSOH

1322;10/25 COSMO OIL 1990/4/11 MITSUBISHI MATERIALS
5/29 TAITO 1990/7/6 NISSIN FOOD PRODUCTS

1985/5/29 TOMOKU 1990/8/31 GODO STEEL

1985/10/27 MINEBEA 1990/8/31 TOHO TITANIUM

1985/12/18 HONSHU PAPER 1990/10/3 TORAY INDUSTRIES

1986/2/6 SEC 1991/1/30 TELJIN

1986/5/3 SANYO ELECTRIC 1991/3/15 NIPPON YUSEN

1986/8/23 TODA 1991/4/26  ASAHI CHEMICAL INDUSTRY

1987/5/26 TOYO SHUTTER 1991/6/10 CALPIS

1987/5/26 MIYAKOSHI 1991/7/2 TOKAI CARBON

1987/8/31 MATSUSHITA ELECTRIC INDUSTRI  1991/9/18  YUASA TRADING
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1991/12/24 SUMITOMO METAL INDUSTRIES 1996/5/9 DAIO PAPER

1992/2/28 HANSHIN ELECTRIC RAILWAY 1996/9/9 MITSUI CHEMICALS
1992/8/1 JAPAN ENERGY 1997/1/31 JAPAN PAPERBOARD INDUSTRIES
1992/3/26 0SG 1997/2/5 KURAYA

1992/7/2 UNISIA JECS 1997/2/25 WELFIDE

1992/7/8 NIPPON PAPER INDUSTRIES 1997/3/12 JAPAN TELECOM

1992/7/9 DAIEI 1997/7/16 TOYOTA MOTOR

1992/9/2 DAIDO HOXAN 1997/7/25 SUZUKEN

1992/10/20 SHOWA 1997/10/3 TATHEIYO CEMENT
1993/1/29 0J1 PAPER 1997/11/19 KDD

1993/3/20 MITSUI 0.8.K. LINES 1997/12/5 JAPAN TOBACCO

1993/6/14 DAIEX 1997/12/19 SUMITOMO METAL INDUSTRIES
1993/9/18 TOSHIBA TEC 1997/12/23 MITSUBISHI RAYON
1993/11/12 TATHEIYO CEMENT 1998/1/30 NIHON YAMAMURA GLASS
1993/12/1 TOYO INK MFG. 1998/2/9 RENGO

1993/12/9 SUN-S 1998/2/27 INES

1993/12/24 MITSUBISHI CHEMICAL 1998/3/13 KAWASHO

1994/3/10 SUMITOMO OSAKA CEMENT 1998/7/30 ASATSU-DK

1994/7/27 TAIYO TOYO SANSO 1998/9/8 TOAGOSEIL

1994/7/29 HITACHI 1998/10/17 NIPPON LIGHT METAL
1994/11/26 UNIDEN 1998/10/28 NIPPON MITSUBISHI OIL
1995/3/23 MITSUI 0.8.K. LINES 1998/10/31 ATSUGI

1995/4/20 JUJIYA 1998/10/31 JAPAN TOBACCO

1996/3/30 0JI PAPER
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