
Chapter 2 Background 

2.1 Merger and Acquisition Motivation 

A number of explanations have been proposed to explain why merger and acquisition 

occur. Berkovitch and Narayanan (1993) suggest that motivations can be generally 

divided into synergy, agency, and hubris. Another explanation for motivations can 

generally be assorted into value-maximizing and non-value- maximizing (Seth 1990). 

Under value-maximizing theory, activities are motivated by enhancing the value of 

shareholders’, on the contrary, managers engage in merger and acquisition to make 

personal gains at the expense of shareholders under non-value-maximizing theory.  

I. General explanation 

Synergy motive implies that merger and acquisition take place only when the gains to 

acquirer and target’s shareholders are positive. It is assumed that managers would 

behave in the manner of maximizing shareholders’ wealth and engage in activities 

only when the economic value is positive. The value creation through synergy is 

derived from the financial synergy or operational synergy, such as an increase in 

market power (Seth 1990).  

Agency motive proposes that managers launch merger and acquisition to enhance their 

own welfare at the expense of the shareholders’. The interests of managers and 

shareholders conflict over issues such as the optimal size of the firm and the payment 

of cash to shareholders (Jensen 1986). Managers do not bear a major share of the 

wealth effect of their decisions. Payouts to shareholders will reduce corporate capital 

and make managers more likely to be monitored when they obtain new capital 

externally. Therefore, managers will prefer retaining more cash than profitable 



investment opportunities, results in large free cash flows. Managers have incentive to 

use the free cash flows to increase firm size beyond its optimal size. Because growth 

of firm usually associate with an increase in managers’ compensation which positively 

related to the growth in sales. 

The target firms will also endeavor to acquire some welfare from merger and 

acquisition. If the target has some bargaining power, either because it can oppose the 

acquirer or potential acquirer is more than one, they can negotiate a payoff as a fixed 

proportion to the total gain. Thus, severe agency problem is likely to result in higher 

target gain.  

Hubris motive proposes that managers fail to evaluate target firms precisely, and 

engage in merger and acquisition even when their valuation is inaccurate. Roll (1986) 

indicates that managers in acquiring firms payout too much for their targets. Potential 

merger and acquisition are rejected by acquirer managers when the valuation below 

the market price, on the contrary, accepted when the valuation exceeds the market 

price. The hubris assumes that the total gain is unchanged, and acquirer’s gains would 

decrease whereas target’s gains would increase.  

Table 1  Merger and Acquisition Gains Regarding to Different Motives 

Motive Total Gain Acquirer Gain Target Gain 
Synergy Positive Positive Positive 
Agency Negative Negative Positive 
Hubris Zero Negative Positive 

Source: Weaver and Weston (2002) 



II. Specific explanation 

The primary explanations of value-maximizing include economy of scale and scope, 

market power, earnings diversification, X-efficiency and financial performance. 

Among these motivations, economies of scale and scope is perhaps the most 

frequently rationale for merger and acquisition (Cummins and Xie 2008). It is 

hypothesized that firms expand their size to get optimal operation scale and reduce 

costs of production. For insurers, the basic principle of “the law of large numbers” is 

important for diversifying their earnings. Expected losses are more predictable as the 

insured pool increases. Insurers can expand the pool of insured more rapidly than 

organic growth via merger and acquisition. Economy of scope arises if firms can lower 

production costs by offering various types of products. Insurers are expected to have 

higher gains if they can diversify product lines through merger and acquisition. 

Non-value-maximizing motivations include various agency problem explanations 

such as managerial hubris, empire-building5, managerial compensation and expense 

preference behavior.  

Other than economies of scale and scope, merger and acquisition may also be 

motivated by improvements in technical efficiency of the target, increased market 

power, or access to distribution channels. Cummins et al (1999) found that target 

companies achieved greater efficiency gains than firms that were not acquisition 

targets in U.S. life insurance industry.  

These motivations are not necessarily independent. Several motivations may appear 

simultaneously and have similar implications for the effects of mergers.  

                                                 
5 Mergers are planned and executed by managers who only engage in maximizing self wealth. This 

approach roots from the separation of ownership and control. This theory is basically the same as the 
agency motive. 



Cummins and Xie (2008) propose that synergies are the primary motivations for U.S. 

property-liability insurance merger and acquisition activities since these activities are 

proved to be value enhancing by empirical evidences. That is, the essential motives 

for property-liability insurance mergers are value-maximizing motivations.  



2.2 Merger and Acquisition Type Classification  

Different theories have different definitions on types of merger and acquisition. The 

traditional strategic management theory classifies the framework for mergers as 

diversification strategies: horizontal, vertical and conglomerate merger. From U.S. 

federal trade commission’s (FTC) point of view, there have five types: vertical, 

horizontal, product concentric, market concentric, and conglomerate. In Taiwan, the 

Business Mergers and Acquisitions Law defines merger and acquisition include 

merger, consolidation, acquisition and division of company. I will briefly introduce 

the strategic and regulatory type classifications as follows. 

I. Strategic classification 

Horizontal merger and acquisition are the activities between the acquirers and targets 

which produce an identical product or they are close substitute and sell the product in 

the same geographic market. If the firms produce several products, the merger 

(acquisition) is said to be horizontal with respect to those products that meet the 

definition set forth separately. This merger can either have large or small impact on 

the market. Big horizontal merger and acquisition can stir wavelet effects throughout 

the market, while small ones are usually less noticeable. 

Vertical merger and acquisition are the activities between the acquirers and the targets 

that buy the product sold by the acquirers or that sell a product bought by the 

acquirers. Acquirers and targets occupy the vertically related market positions, and 

after the acquisition one of them will act as supplier or distributor to the other. A 

vertical merger can be viewed as an anticompetitive behavior. The classical example 

is when a manufacturer vertically integrates forward and locks up the available supply 



of some production inputs.  

Conglomerate merger and acquisition are the activities neither horizontal nor vertical. 

A conglomerate merger (acquisition) is the transaction between two corporations that 

have no related products or markets. One example is that one firm uses acquisition in 

order to extend its lines of product. Another example is the case of two firms that sell 

the same product in entirely different geographic markets. In that case, conglomerate 

merger and acquisition would be effective if the product has a short shelf life and the 

geographic markets are sufficiently far apart. 



II. Regulatory classification 

Merger and acquisition signify actions that companies combined into one company or 

one company buying another company that involve cash payments or stock swap to 

the target. The relevant laws and regulations of merger and acquisition by financial 

institution have: Company Act, Business Mergers and Acquisitions Law, The 

Financial Institutions Merger Act, and Financial Holding Company Act. Any merger 

and acquisition by a company shall be done pursuant to Business Mergers and 

Acquisitions Law; any merger and acquisition by a financial institute shall be done 

pursuant to the Financial Institutions Act and the Financial Holding Company Act, if 

not expressly provided in the said two Laws, Business Mergers and Acquisitions Law 

shall govern. 

According to the wordings in Business Mergers and Acquisitions Law, merger and 

acquisition include merger, consolidation, acquisition, and division of a company. The 

company here means a company limited by shares incorporated under Company Law.  

Merger and consolidation refer to an act that any and all companies involved merger 

pursuant to relevant laws and regulations are dissolved, and a new company is 

incorporated to generally assume all rights and obligations of the dissolved companies. 

Or by any company surviving the merger to assume all rights and obligations of the 

dissolved companies, with shares of the surviving or newly incorporated company or 

any other company, cash or other assets as the consideration. 

Acquisition means any company acquiring shares, business or assets of other company 

in exchange for shares, cash or other assets under relevant laws and regulations, such 

as Business Mergers and Acquisitions Law, Company Law, and Securities and 



Exchange Law.  

Share exchange means, by the resolution of the general meeting, a company 

transferring all its issued shares to another company in exchange for the issue to its 

shareholders of shares in that company. 

Division refers to an act wherein a company transfers all its independently operated 

business or any part of it to an existing or a newly incorporated company as the 

consideration for that existing company or newly incorporated company to issue new 

shares to that company or shareholders of that company. 

Table 2 lists the mergers and acquisitions transactions within Taiwan property-liability 

insurance industry during the time period 1995 to 2007. In most cases, the acquirers 

choose to acquire the targets via acquisition or stock swap rather than merge with the 

targets. For example, Millea Asia Pte. Ltd. and Mitsui Sumitomo Insurance both 

purchase 100 percent share of the targets, and the targets remain in business in stead 

of being merged. Cathay Financial Holdings and First Financial Holding both use 

stock swap acquiring Tong Tai and Mingtai, and transform the targets into one of the 

subsidiaries of financial holding groups pursuant to Financial Holding Company Act. 

Examples for merger, such as AIG acquires Central renamed it as AIG General then 

merged with AIU.  

 



Table 2  Merger and Acquisition in Property-Liability Insurance Industry 

Acquirer Target Type Date Amount (NT$) Note 
Zurich Insurance  Overseas Insurance  Acquisition 1995/12 0.23 billion Zurich Financial Services Group purchased 44.9% 

shares of Overseas, with totally 84.9% of stock 
shares. Overseas became one subsidiary of Group’s. 

Cathay Financial 
Holdings 

Tong Tai Insurance  Acquisition 2002/03 0.51 billion Tong Tai, with 100% of shares been converted, was 
transformed into a subsidiary of Cathay Financial 
Holdings with swap ratio of 4.5 on April 22, 2002. 

Union Insurance  China Mariners’ 
Assurance 

Merger 2002/10 0.67 billion It is the first merger case in property-liability 
insurance industry. China Mariners’ was transformed 
with stock swap ratio of 1.1. 

First Financial Holding Mingtai Fire and Marine 
Insurance 

Acquisition 2003/07 7.6 billion First Financial Holding issues shares in exchange for 
shares of Mingtai Fire and Marine Insurance at a ratio 
of 1.96 to 1. 

Millea Asia Pte. Ltd. Allianz President 
General Insurance  

Acquisition 2004/09 3 billion Millea Asia of Japan purchased nearly 100% (99.81%) 
share of Allianz President General Insurance, and 
renamed it as “Tokyo Marine Newa Insurance.”  

Newa Insurance Tokyo Marine Newa 
Insurance 

Merger 2005/04 N.A. Millea holds 30% share of Newa in 2002 through a 
joint venture with Yulon Group.  
Newa survived from merger and renamed as “Tokyo 
Marine Newa Insurance.” 

Source: edited by author 
 



Table 2  (Continued) 

Acquirer Target Type Date Amount (NT$) Note 
Mitsui Sumitomo 
Insurance 

Mingtai Fire and Marine 
Insurance  

Acquisition 2005/04 8.4 billion Mitsui Sumitomo Insurance pays for all of Mingtai’s 
220 million shares at NT$ 38.2 per share in cash. 

Taiwan Life Insurance  Kuo Hua Insurance  Acquisition 2006/04 1.05 billion Financial Supervisory Commission (FSC) ordered 
Kuo Hua cease writing new policies and 
commissioned Taiwan Insurance Institute (TII) to 
rehabilitate and clean up company assets.  
Taiwan Life Insurance buys Kuo Hua with action 
price NT$ 1.056 billion.  

AIG Direct Marketing Central Insurance  Acquisition 2006/08 6 billion The acquirer, operating under AIU Insurance Co, use 
stock swap at a ratio of 1.7 to 1 to obtain controlling 
stake of Central Insurance. Rename Central Insurance 
as “AIG General Insurance” at June 1, 2007. 

AIG General Insurance AIU Insurance  Merger  2007/10 N.A. AIG General Insurance is incorporated to generally 
assume all rights and obligations of the dissolved 
companies, AIU Insurance.  

Want Want Group  
(Tsai, Eng-Meng) 

Union Insurance Acquisition 2007/08 1.5 billion Tsai Eng-Meng from Want Want Group obtains 75% 
share of Union Insurance via private placement, with 
a share of NT$ 10. 

Source: edited by author 
 



2.3 Market Structure Hypotheses  

Industrial organization economists studied the relationships between market structure 

and performance. Concentration and market share are important facets of market 

structure. The SCP hypothesis suggests that concentration is positive related to 

performance, while the RMP hypothesis asserts that firm market share has positive 

relationship with performance.  

I. SCP hypothesis 

Scherer and Ross (1990) introduced analytical model for structure-conduct- 

performance paradigm. The industrial organization economics examines the market 

structure, firm behavior, firm performance, and the interrelationship between them. 

Market structure means the characteristics of a market, for example, concentration, 

product differentiation, and entry barriers etc. Firm conduct is the behaviors in 

accordance with market structure, including pricing, R&D, and collusion etc. Firm 

behavior may influence the market structure as well. For example, firms can improve 

their technology through R&D hence impact the product differentiation. Firm 

performance is the consequence of market structure and firm conducts.  

II. RMP hypothesis 

Another idea has also emerged in the industrial organization literatures. Under RMP 

hypothesis, market share is considered to be a source of market power that is distinct 

from concentration associated in traditional SCP hypothesis (e.g., Rhoades 1985; 

Berger 1995). It is expected that market share is positively related to performance.  

 


