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ABSTRACT

This research paper concentrates on evaluatinfpitigeterm post-merger performance
of Finnish mergers and acquisitions completed duii®95-2006. As the overall wealth
effects related to acquisitions are enormous, therformance and success has been
immensely studied both by researchers and corponateagers. This research though
has mainly concentrated on observing the announaepegiod returns while the long-
term studies have been scarce. The purpose o$tildly is to test how and if the pre-
merger valuation of the acquirer influences the nava three-year post-merger
performance.

Using an event study method, the aim is to find ibhigh-valuation “glamour” firms
are the primary cause of the long-term performaibe. effects of the chosen payment
method and acquirer size are also studied in dadeffer a more comprehensive view
of the factors affecting the mergers and acquisstiAttention is also given for recent
findings of the short comings of long-term eventeses and especially the problems
which might present themselves. These findings ymiilat measuring problems
associated to the use of the conventional t-testofoy-term event-studies might have
been a source of the negative underperformancenoé ®f the earlier studies.

The results clearly show that Finnish acquirers ciwhiundertake mergers and
acquisitions perform poorly afterwards, but a m&joof the poor performance can be
accounted for high-valuation “glamour” acquirerow-valuation “value” firms also
underperform but no statistical significance isrfduThe evidence also suggests that
the chosen method of payment affects the long-tperformance as acquisitions
financed using equity only fared considerably wdhsa those financed with cash only.
The acquirer size had also effect on the eventadbpnance of the merger. All size
groups underperformed but statistical significamezs only found for medium and
small acquirers.

KEYWORDS: mergers and acquisitions, pre-merger valuatimmg{term performance






1. INTRODUCTION

Every year billions change hands when corporaticmsplete mergers or takeovers.
The ongoing integration and the rapid developméntarldwide capital markets have

given companies access to new markets and grovgbriymities. This has also affected
the merger markets in a way that the number of erergnd their overall value has
constantly increased. When corporate executivesleléo acquire smaller competitors
or struggling rivals, they are making decisions ekhimight affect thousands of

employees, customers and owners around the woitis B why mergers, their

performance and overall results have been studiensively by researchers and
corporate management themselves. The aim has bedisdover specific factors or

determinants which could help to explain why certaiergers succee and others fail
completely.

In Finland, the deep recession in the turn of 1980d 1990s forced companies to
restruct or sell their unprofitable businessesgkeatompanies in metal, forest, banking
and technology sectors were unable to continueadge Iconglomerates, and had to
streamline their operations just to survive. AsYtkko (2002: 1) mentions, this started
a decade long merger wave in Finland. Kallunkitdteémi and Pyykko (2009) state
that especially the deregulation of capital markektéch allowed foreign investors to
buy and hold the stocks of Finnish companies leabshe development and the
liquidity of the markets and meant that the Helssthck exchange became one of the
most international stock markets in the world. $anly the increased liquidity and
therefore a more efficient flow of resources gawenish companies an opportunity to
expand their own businesses. Rising stock markenhglthe 1990s had also a positive
influence on the mergers and acquisition (later NJ&#arket. Evidenced by Ali-Yrkko
(2002 especially Figure 4.2) who shows that, winensize of the economy is taken into
consideration, Finland was the most active EU merstee during the 1990°s in the
M&A business.

Pike and Neale (2006: 545) point out the total atf worldwide M&A markets
dropped to 1,75$ trillion dollars in 2001, from 8 8illion in 2000. More recently, after
the economy started to recover from the tech bulddmpanies were again eager to
undertake new M&A. According to a M&A outlook (2007the worldwide M&A
activity was a staggering 4,06$ trillion in 2006heT report predicts that the M&A
activity will continue to rise in 2007 and 2008 tlnecause of the cyclical nature of the



M&A markets, a sharp decline in the world econogrnowth or a financial crises would
seriously affect the M&A markets in a similar fasihias in 2001.

In Finland, several large mergers valued over l@ohiE have been completed after the
turn of the millennium, the most notable mergerppeming in the energy, forest and
finance sectors. Currently as the world econonmgd®vering from the financial crisis,
low interest rates, increased liquidity and conagve firm valuations could be seen as
positive signs when anticipating an increase inftiigre merger activity.

Because of the enormous wealth effects associatatiet M&A, firm and manager
specific characteristics affecting the overall negrgoutcome have been studied
immensely. These merger motives have been ususdlycated to synergy gains where
two merging companies should function more effitiencompared to operating
individually. Similarly the merger performance hatiracted several researchers to
study and evaluate the market reactions and ovanedbmes of mergers.

While the short-term wealth gains for target ownease been observed in humerous
studies time and time again, the returns and hisrfefi bidders and more precisely their
long-run returns are still a bit of a mystery. Degi@g on the research period and the
studied market, results from the long-term perforoea of bidders have been

conflicting, and lately, the development of theirastion methods especially regarding

stock returns have shown that long-term tests alrgevable to serious biases depending
on the chosen methodological approach, thus cgeatimew problem for measuring the

overall M&A outcome.

1.1. Research problem and approach

The purpose of this paper is to study the long-testock performance of Finnish
companies undertaking acquisitions. This is doneevgluating the three year period
after the original deal announcement, in orderisoal’er how the acquirers” pre-merger
valuation affects the long-term stock performantbis paper also studies how the
chosen payment method and the acquirers’ sizetdfieceventual outcome of the
merger. The motivation for the study has two mamsons.



First, as the majority of research papers conctsiran the immediate stock market
reaction of both the bidders and targets shareegristudies focusing on the long-term
performance of these acquisitions have been ratemce. The announcement period
returns have been studied using Finnish data bisiothe long-term performance has
been somewhat neglected, so this paper aims toroffee information about the long-

term performance of Finnish acquisitions comparedother countries and provide

knowledge if similar return patterns exists als&inland.

Secondly, several influential research papers limgimented the effect of company
valuation to its future stock returns, an area thil quite recently hasn't been studied
in relation to M&A. While research papers studyitigs valuation effect has been

published concerning other nations, Finland haseen part of these countries. So this
paper looks to fulfil this gap in research, andleates how bidder valuation affects the
long-term results of M&A in Finland.

1.2. Research hypothesis

Studies have shown that pre-merger valuation affeoiv well or badly the acquirer
performs after the announced merger. Rau and Véem#&998) and Sudarsanam and
Mahate (2003) measure the pre-merger valuatiorgusimpany P/E and B/M ratios as
proxies. They show that in the US and in the UKpeesively, value companies (low
valuation) outperform glamour companies (high vatug on the following long-term
period after the merger. More precisely, the wetikramerger performance of the
glamour acquirers seems to be the primary sourddeofpreviously widely observed
and reported long-term underperformance.

The same studies also show that the method chogmaytfor the acquisition affects the
long-term performance of the undertaken M&A. Rad afermaelen and Sudarsanam
and Mahate report that cash bidders outperformtedpinlders. The effects of acquirer
size is tested because of findings by Fama andchréh992,1993) and Bauman,
Conover and Miller (1998) whom report that sizeamsimportant factor explaining the
variation of stock returns and that there is aifigant performance difference between
glamour and value firms. So, this paper aims tdysitipre-merger valuation, method
of payment and acquirer size affects the long-tparformance of Finnish acquirers,
and therefore the hypotheses for this study are:
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H1: Low P/E acquirers (value acquirers) outperfonigh P/E acquirers (glamour
acquirers)

H2: Low ME/BE acquirers (value acquirers) outpariohigh ME/BE acquirers
(glamour acquirers)

H3: Bidders using cash as a method of paymentouitherform bidders using equity as
a method of payment

H4: Value acquirers will outperform similar sizeldmour acquirers

1.3. The organization of the research paper

This research paper examines the long-term posgenestock performance of the
acquiring companies in Finland and how their pregaevaluation affects the success
of the completed M&A. To sufficiently cover the aref long-term performance the rest
of the paper is organised in the following way. ptea 1 offers insight on the economic
importance of M&A, and also the motivation, reséanggroblem and the testable
hypotheses for this research paper. Chapter 2dasldefinitions associated with M&A,
explains different merger types and reviews the tmoportant motives for M&A.
Chapter 3 is devoted to the previous studies cdaeduabout the long-term performance
of M&A while Chapter 4 explains the most common @@ehes available when
conducting long-term post-merger performance stjdi@end also reviews recent
developments and findings that could cause diffiesilwithin these studies. Chapter 5
presents the data selection and explains the @ssénch methods and the theoretical
background of the hypotheses, followed by Chapter&h reports the results of the
study and finally Chapter 7 includes the conclusidrawn from this research paper and
recommendations for future study.
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2. MERGERS & ACQUISITION THEORY

In this paper all reported acquisitions are congiddo be similar with oneanother, but
in reality there are differences with the typesvidA. As Pike and Neale (2006: 542—
543) clarify, amergerhappens when two companies combine their inteeggtsform a
new company. This action has to be accepted byekbhters of both companies. A
takeoverin the other hand is an acquisition by a singlegany offering cash, shares or
some combination of these, to acquire the sharé&atapi another company. If a
takeover is completed, the acquiring company alsstbrb target but in this case, no new
entity is created. Halpern (1983) states tteatder offersare offers to purchase a
proportion of available stock on specific termglates while Loughran and Vijh (1997)
further explain thatender offersare usually made directly to target shareholdBys.
doing this, acquirers try to avoid the possiblastasice of incapable managers and are
looking for greater efficiency gains.

Especially when public companies propose and uakiet1&A decisions, Bean (1975:
1) explains that they are immediately carefully gggsed by market participants.
Details, like costs and future profits, are extrmeteresting for lenders and buyers
and could drastically affect the future of the anoqg company. Also, companies may
have some sources of value e.g. labour skillsahmieal excellence which isn't directly
reflected in companies balance statements andithtieeir stock price, but could be
very valuable (Bean 1975: 2). A good example of thas the hostile takeover of Partek
by Kone in 2002. Partek that had previously bedivain the acquisitions market was
a target of Kone but also KCI Konecranes. Konemdtely won the bidding contest,
and shortly after the acquisition, Kone sold sev@arts of old Partek while re-
acclaiming a substantial share of the original @paid or was suggested by Partek’s
stock value that time.

2.1. Merger Waves

It's been well documented that M&A cluster and appa waves. So far five merger
waves have been documented and studied by finamsahrchers: in early 1900s, the
1920s, the 1960s, the 1980s and the 1990s. Thenasbeing particularly important
because of it's size and geographical dispersimvidusly focused in the US markets,
the last merger wave included an emergence of Earopand UK companies
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participating in the M&A. The overall M&A activityn the euro area increased sharply
after 1997 and reached an all time high in 2000emwkransactions involving EU
companies were almost 2000€ billion. (Martynova &ehneboog 2008; Campa and
Hernando 2006.)

Economic booms are usually behind the increasedenexctivity as conditions in the
financial markets are pleasant for undertaking eiions. Takeovers coincide with
times of rapid credit expansion, high stock maskatiation and changes in legislation
or deregulation of markets. Similarly, M&A markdend to slow down quickly after
stock market declines or during times of recessibme first merger wave in the
beginning of the 1900s can be attributed for large industry mergers, triggered by
technology and industrial innovations. Second (£92for the creation of several
oligopolies, third (1960s) was the wave of congloses as companies were looking to
reduce their cyclical risks and therefore acquinatrelated companies or new
businesses. The wave of 1980s started when stocketsarecovered from their
previous decline, and simultaneously several changethe regulation of financial
markets were introduced. Finally the last mergevenvgl990s) can be seen as a first
global merger wave, as for the first time, companieem Europe and Asia also
participated in several billion dollar M&A. (Martgwa and Renneboog 2008; Ali-
Yrkkd 2002.)

While previous research has shown that M&A appeawaves, they also seem to
cluster sector-wise. Mitchell and Mulherin (199®&)denced that intra industry shocks
are important factors for the increases in mergévity on a specific sector. They list
e.g deregulation, innovations in financing techggland input cost changes as sources
for these shocks, and to counter these shockssewtar level, corporate takeovers are
an economical way to react to them. Mitchell andiidtin studied the 1980s merger
wave in the US and report that there appeared tsubstantial sector variation in the
number of undertaken mergers and to which sectag toncentrated. Although all
industries experienced takeovers during the 1a8@shighest number of M&A activity
was completed in industries experiencing the gstdtemdamental shocks. Andrade and
Stafford (2004) show that in their research, hdlfobserved intra industry mergers
clustered to a five-year span and resulted fromsirg shocks.

Mitchell and Mulherin (1996) state that in a ca$e.g. an intra industry technological
shock that creates an expansion in firm sizes,beacountered internally or externally
in that sector. Companies could achieve the siaestty through an outside takeover or
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an inside expansion. Andrade and Stafford (2004d)thdt firms might try to increase

their size and scale in order to afford major @pitvestments. Intra industry mergers
could also be caused by corporate restructuringratonalization of operations or

excluding of overlapping functions. Halford (20Q&rees with Mitchell and Mulherin

and Andrade and Stafford with their findings butdsdhat a sufficient increase in
capital liquidity i.e. low transaction costs andeemic motivation is imperative for

industry shocks to become merger waves.

Rhodes-Kropf, Robinson and Viswanathan (2005) fimat increases in average sector
valuation error, increase the merger activity aat gpecific industry compared to other
sectors. They also report that while sector-levissmaluation is a crucial component of
merger waves, it explains only 15% of them. Orriaievel, miss-valuation is integral
of explaining who participates in merger waves. fofar (2005) finds a somewhat
differing result, he reports that intra industryrket-to-book ratio has some predictive
power of merger waves but when including additicg@nomic values to the model it
becomes insignificant. Harford also reports of someeidence of bidder
underperformance after a merger wave.

2.2. Different types of acquisitions

Pike and Neale (2006: 549) list three differenetypf acquisitions:

Horizontal integration— an acquisition where a company acquires insihge same
industry and the target company is at the sames sihthe production process. Fee and
Thomas (2004) studied horizontal acquisitions agport that the main reason why
managers undertake such acquisitions is the exmectd higher productive efficiency.
Fee and Thomas note that horizontal acquisitionesgalso more buying power to the
merged entity, thus decreasing supplier cash flamg ultimately their profits,
especially on more concentrated sectors. AndradeSsafford (2004) show that on an
industry-level, excessive product capacity increate likelihood of mergers while
peak product capacity leads to increased intemadstments by firms. Capron (1999)
studies the long-term performance of European a’d manufacturing companies
conducting horizontal acquisitions. He reports thadt savings, market coverage and
innovation capabilities as the main reasons afigdtieir post-merger performance.
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Vertical integration— is similar to horizontal integration but the ger company
operates on a different stage of the productiocgss. Fan and Goyal (2006) state that
vertical mergers give acquiring companies more robrdf the production processes.
They also report that between 1962 and 1996, ang-tf the US sample mergers
where vertical by nature and that the number ofpletad vertical mergers was on the
rise regardless of what sector they were undertaken

Conglomerateor unrelated diversification the target corporation may operate in an
entirely different sector, but they may share soawtivities e.g marketing or
administration. Capron (1999) mentions that sharadgjivities enables merging
businesses to achieve cost reduction based onirigacarve economics. Without the
merger, the businesses alone might not have thessaxy cumulative production
volume to fully take advantage of them. Fan angab¢2006) report that in the US,
conglomerate mergers peaked during the 1960s dmd tlaey became more focus
related i.e were more industry specific. Shleifad a/ishny (2003) suggest that the
conglomerates wave was triggered by owners of tighation bidders trying to claim

a substantial share of long-term capital.

Ross, Westerfield and Jordan (2006: 801) offer eptesnof other types of mergers.
They explain that @roxy contesbccurs when a group tries to obtain enough vdigs (
using proxies i.e. a right to vote with someone’slsights) to get a controlling seats in
the corporate board of directors. The aim is tongeathe current directors. Company
directors and outside investors may choose to adnaleveraged buyou(LBO), i.e.
buying all the available equity. A LBO purchaseissially heavily leveraged, hence the
name.

Ross et al. also report that companies don't nadgsseed to conduct mergers while
increasing their level of co-operation.sfrategic alliancemight be formed in an effort
to create e.g. new products or pursuit some othiet goal. Also goint venturecould
be formed, where two or more firms invest moneycteate a new firm which to
operate. Pike and Neale (2006: 549) conclude thatality acquisitions are rarely so
easily classified because of the complexity assedito them.
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2.3. Motives for M & A

Shareholder wealth maximization is considered anfthance literature as the number
one priority for company management. They shouldtinaously search and exploit
new opportunities, when trying to improve their gany value. Bean (1975: 2) adds
that even when the economy isn't doing well, thisusdn't stop firms from looking for
new investment opportunities, but instead requirthgm to make better capital
investment decisions with more limited resourceslpern (1983: 299) adds that for the
acquirers there should be an expectation of aipeséconomic gain and thus the
acquiring firm should earn at least a normal rditesturn.

The finance literature in general states that cangsaundertake acquisitions because
they are trying to generate more profits or act emefficiently as a new entity,
compared to separate companies. Andrade and Staffl04) add that one must
evaluate the pros and cons of the choice to mergevest internally, as they both are
ways to increase firm’'s assets and productive ddss.so called value-additivity is an
important reason behind corporate acquisitionsisigually illustrated as:

Va+b> Va + Vb

where, entities a and b together are worth mone #ghand b separately.

The aforementioned description is called the nesatal theory of mergers where
managers act to maximize shareholder wealth, sseta are redeployed to a more
efficient use. In contrast, if increased mergeivégtis attributed to periods of financial

market miss valuations or managers having inforonatiot available to other market
participants, this could signal that overvaluatiofluences merger activity. Some
believe that the staggering equity price dropsofeihg recent merger waves support
this view. (Rhodes-Kropf et. al 2005; Rosen 2006.)

2.3.1. Synergy

Synergy is constantly mentioned as the main remdgnmanagers decide to undertake
corporate mergers. The financial literature feaunemerous studies concerning the
synergy effects that may or may not be achievedi byerger. Synergy benefits are
thought to be obtainable when two separate entitiesye, forming a new corporation

which is more valuable than two separate compdunmsally presented as 2+2=5). Pike
and Neale (2006: 549) clarify that synergy gaires raot related to economics of scale
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and might emerge from some specific way of utiliggcombined resources. Ross et al.
(2006: 806) state that an important factor for equasition is the thought that the new
firm would generate higher revenues, which couldcbeated by marketing gains,

strategic benefits or an increase in market power.

There's three different synergy effects distingedsh financial, operational and
managerialFinancial synergiesesult as a lower cost of capital, what could lespby
investing to unrelated business or increasing thepany size. They can also be
attainable if a company creates an internal capitatket, where operating using
superior information could lead to more efficieritoeation of capital. Operating
synergiescan rise from combining separate units or fromwedge transfer. Both
could lead to lesser costs of business units, ugtrbe weighted against the cost of
acquiring the assets or unitManagerial synergiesdepend on the superiority of
acquirers planning and supervisory abilities, whiate beneficial for the target
company. (Trautwein 1990.)

A study by Devos, Kadapakkam and Krishnamurthy &@®ncentrated on measuring
the eventual effect that synergies create. Thaj/that in a sample of 264 large mergers
during 1980 — 2004, the measured average syneigyiggé0,03% of the total value of
the newly combined entities. They further decomptise results and show that
operating synergies consist for 8,38% of observaid gnd the rest comes from tax
savings. Devos et al. also find supporting evideiocee.g. Rau and Vermaelen (1998)
study that value acquirers undertake better megerpared to glamour acquirers.

2.3.2. Managerial motives

This section reviews studies concentrating on difie managerial motives related to
M&A. Some overlapping does exists concerning thibseries. The agency theory (see
Jensen and Meckling 1976) argues that corporatagess and their own interests may
be vastly different from the views and interestscofporate owners or shareholders,
thus creating an agency problem. Managers mighinbkned to e.g. expand the
company beyond its sustainable or rational levelthey might try to obtain more
profitable positions from other companies when utadéeng mergers. Rosen (2006)
notes that many of the defensive mergers duringd499here caused by managers
protecting their own interests.
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The free cash flow (FCF) that companies are abctoimulate is available money that
could be e.g. paid to owners. Jensen (1988) mentioat if the FCF that a company

produces is substantial, the possibility of irratibactions, i.e. investing at projects at a
lower than the cost of capital rate, by corporatmagers could even severe the conflict
of interests of the two parties. Jensen also coledlihat it's somewhat paradoxical that
a higher amount of available resources could leaddre in-efficiencies and thus result

as a lower company value.

Draper and Paudyal (2008) investigate if informat@msymmetry between corporate
managers and financial markets is a source for M&Hey hypothesize that

undervalued companies might undertake M&A in ortterincrease the attention of
market participants, and to make them to re-evalti@m, in a view to increase their
stock price and valuation. Managers of undervalt@dpanies could be inclined to use
such a method in order to fight possible takeowerd at the same time project their
own benefits. Draper and Paudyal find supportiniglenxce from the UK mergers for

their hypothesis, i.e. when there is higher infarora asymmetry between managers
and outside investors this leads to higher annoueoé period returns. The result is
even more apparent for infrequent bidders thanutiphe bidders.

2.3.3. Economies of scale

Walker (2000) gives various reasons which could ifeah as economies of scale.
Companies could expand geographically to new markibiey could broaden their
product line by acquiring a rival whose successiulsome another product sector,
increase their market share or choose to diverBilye and Neale (2006: 549) add that
larger size should create economies of scale inufaaturing, marketing or give the
corporation a chance to negotiate better terms théh capital markets associates. Ross
et al. (2006: 807) give an example of Cingularsugition of AT&T Wireless, where
although the combined firm was much larger afterabquisition, the company saved a
lot of money streamlining its operations, and asslt the operating and capital cost
per customer was much lower.

Lambrecht (2004) offers additional information afjaisitions that happen because of
economies of scale. He provides evidence that tlesists a positive correlation

between merger gains from economies of scale aodupt market demand. These
acquisitions are more likely to appear during gsproduct markets. Lambrecht also
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shows that friendly mergers tend to happen at #ginming of a merger wave and
speculates that hostile acquisitions should talkeepllater on, because of the time
needed for the merger approval and restructuring.

2.3.4. Hubris

One of the major hypotheses for merger activitthes Hubris hypothesis presented by
Roll (1986). This theory suggests that acquirimghnfmanagers when making takeover
decisions overestimate the possible gains from essfal acquisitions and thus pay
more of their targets on average. Even if therdlyraa a chance for the entities to
achieve financial gains, Roll argues that the takeopremium for the target
shareholders includes a valuation error and hubiRisll also concludes that the
existence of hubris means that corporate managedos&sin't always act with the best
interests of the shareholders in their mind. Mo&kleifer and Vishny (1990) go as far
as claiming that “...managers will overpay for tagyeith high private benefits. p.32”
Rosen (2006) speculates that if managers are reddod short-term performance they
might undertake bad acquisitions in order to imprakre stock price, which in turn
could explain the positive announcement periodrnstand also the long-run reversal.

Berkovitch and Narayanan (1993) conduct a studyewleey test synergy- and agency
motives as well as the hubris simultaneously, ideorto measure the correlation
between the target and total gains. They hypotkesiat the correlation should be
positive for mergers conducted because of synerggative if done for management
(agency) reasons, and zero if hubris is the mofite. results suggest that synergy is the
main reason (positive correlation between targetl aotal gains) but there is
considerable differences between the studied sytdeanmwere the agency theory is the
dominating motive, and the likely cause of valugu@ng acquisitions instead of
hubris.

Hayward and Hambrick (1997) also study the CEO Kubnd the effects it has on
corporate takeovers. They find evidence of foufedént factors which are attributable
for CEO hubris. They identify acquiring companyesent performance, recent media
exposure of the CEO, a measure for CEO's self-itapoe and a composite factor of
the previous as sources for CEO hubris. Their sjuayides evidence that a higher
level of CEO hubris leads to higher bid premiumd &nally results as lower long-term
returns. Moeller, Schlingemann and Stultz (2004x fsupporting evidence for this,
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reporting that the paid acquisition premiums graattee size of the acquirer increases
leading them to sum that the hubris effect is mafr@a problem for large firms than
small.

2.3.5. Stock market driven acquisitions

Shleifer and Vishny (2003) introduced a new theofyacquisitions where they are
driven by stock markets and their miss valuatioflsey argue that markets aren't
completely efficient, so companies might be missued, but also that company
managers are completely rational and are able ¢othis knowledge for their own
benefit when making merger decisions. Companieddvoave an incentive to use their
own overvalued stock as they purchase new corpoatiLike Shleifer and Vishny
(2003) study, Rhodes-Kropf and Viswanathan (200ésent a behavioral explanation
for stock market related acquisitions. Their modssumes that managers from both
companies (acquirer and target), have private mébion about their own company and
also are aware that the observed company valuenderrect. Target company
management is forced to make a decision to acaegject the offer with incomplete
knowledge of the true value of the acquirer. Stiky know that the acquirer (using
stock as method of payment) is overvalued (bectheseare too) and therefore are able
to adjust the incorrect valuation, and hence, cgraye they re able to make the right
decision about the acceptance of the acquisititar.of

Rhodes-Kropf et al. (2005) tested the aforementotteeories and their empirical
implications, more precisely if there is a link\Wween merger waves and miss valuation.
Rhodes-Kropf et al. use the Market-to-Book meagtlrey decompose it to firm and
sector level component and also to a componentntlegisures firms long-run growth
opportunities) to test if and when companies chdosendertake mergers or become
targets of such. They find that acquirers and targkister on highime-seriessector
errors, meaning that they both have a similar miss vadnatomponent. On a sector
level, the time-series error also seems to incréasesquity financed merger activity.
They also note the acquirer valuations are usadiyificantly higher than their targets,
and finally that the observed miss valuation ex@aioughly 15% of the sector level
merger activity acting as important factor explagithe merger activity along with e.g.
sector productivity shocks.



20

Rhodes-Kropf et al. also report that when contgllfor the firm-specific and time-
series sector errors, they find that low long-raue-to-book companies surprisingly
buy the high long-run value-to-book targets. An aural finding regarding the merger
activity, the researchers speculate that it coddcéused by managers buying targets
with a higher long-run valuation or perhaps by mpeatent managers who might be
acquiring companies with more skilled managers, teth trying to adapt their own
organization to learn from them.

2.3.6. Other reasons for mergers and acquisitions.

There exists also wide array of other motives #taidemics have been able to discover
and study. Jensen and Ruback (1983: 24) metdoneasonsas a stimulant for M&A,
although Devos et al (2008) report that tax consititens aren't as important source for
M&A as previously thought. Jensen (1988) mentidret torporate managers have an
incentive to createew debtas a substitute for dividends, and this way are &b
reduce the available FCF. Morck et al. (1990) fewidence thatmanagerial motives
cause managers to buy growth and to diversifyraeioto gain more personal benefits.
Rosen (2006) offerierger momenturas source for increased merger activity. He finds
evidence that if the markets have reacted favoyratd previous merger
announcements; it will continue to perceive themrenpositively. Petmezas (2009)
arrives to the same conclusion when studying UKgeex. He finds evidence that
managers rushed merger decisions during the haeneeriod, but the lack of proper
evaluation about the merger had a negative impath® post-merger returns. Pike and
Neale (2006: 550) includenarket power acquisitions, risk reductiamdstock market
listing also as possible reasons for M&A.
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3. PREVIOUSRESEARCH RESULTS

Because the purpose of the thesis is to concerdoééy on the long-term performance
of mergers, | don't review research papers whickehatudied the immediate
(announcement period) returns for acquiring angetacompanies. Jensen and Ruback
(1983), Loughran and Vijh (1997), Agrawal and J4ff899) sum that researchers have
found that during the announcement period targetpamy owners earn significant
returns from all acquisitions, and that acquirignpanies earn little or no abnormal
returns for tender offers and negative abnormaknstfrom mergers.

The majority of the research concerning the lomgiteeturn of mergers have studied
the US and UK markets. For this reason Dutta amgd(4009) claim that some studies
suffer from overlapping US data and data miningtlfesnumber of previous US studies
is high compared to other countries, US studiesravéeewed separately from other
countries.

3.1. Results from long-term studies in US

One of earliest studies that study the long-ternfiop@mance of takeovers was conducted
by Asquith (1983). He studies the merger proceswlasle, and argue that previous
studies neglecting to do so, miss some of thenmstassociated with mergers. The idea
was to study the pre-merger period to observe cakets anticipate the coming merger
and also to study the stock returns after the nmmexgeouncement. The research sample
included successful and unsuccessful mergers fromeperiod of 1962 to 1976, and
Asquith uses an estimation period starting 480 inigaddays before the merger
announcement and ending 240 days after. The reshdis that as predicted by efficient
markets, market participants were able to antieiplaé upcoming mergers and suggest
that previous studies were unable to measure tia teturns of the merger process
correctly. They also show that after 240 tradingsdhidder firms had a statistically
negative returns of 7.2 percent, a result that neesbpuzzling.

Jensen and Ruback (1983) review thoroughly the tiegisliterature concerning
corporate takeovers. They mention that previousltesuggest that on average bidding
firms announcement period returns are approximatelp, i.e. no abnormal returns.
The authors note that bidding firm returns are éatd estimate, and because stock
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prices reflect expectations, a merger news shoulirenge the observed price. Like
Asquith (1983), Jensen and Ruback wonder why bgldéock price fall one year

following the merger, concluding that this is agaithe market efficiency and suggest
overestimation of merger gains as a reason behiad t

An important study by Franks, Harris and Titman9IPwho concentrate solely on the
post-takeover issue, offers a comprehensive viewdiffierent testing methods and
several factors that could affect the long-termfqrerance of corporate acquisitions.
Agrawal and Jaffe (1999) use the Franks et al. X1 88search paper as a divider in the
research done on the M&A field, and give them dréali their valuable work in the
post-takeover issue.

Franks et al. study examines 399 acquisitions fi@wW5 to 1984 and they e.g. form
comparable eight —and ten-factor portfolio benclkwmato measure the long-term

performance of the acquirers, while trying to avibid known biases with the traditional
benchmarks. They find contrasting evidence aboeatldimg-term performance of the

acquirers depending on the used benchmark. Wheparamy single-factor benchmarks
to multi-factor benchmarks, it appeared that thétinfactor models showed statistically

insignificant post-merger performance while the evleed results for single-factor

benchmarks where the opposite. This lead Fran&bk & conclude that previous studies
findings were due to benchmarking errors.

Agrawal, Jaffe and Mandelker (1992) study US merdeosm 1955 to 1987 in NYSE
and AMEX stock exchanges. Their sample includesr@@rgers and 227 tender offers
and they use two different kinds of research methodevaluate the long-term returns
and factors affecting them. Agrawal et al. tak® iatcount the firm size and company
beta and test how they affect the merger outcorhey Teport a robust statistically
significant negative return of about 10% for thédwing five—year post-merger return
using several different methods. But they don'tl favidence that a change in the beta
factor causes the result. Fama and French (1998memt that the negative results
could be a result of the book-to-market effect. avgal et.al also repeat the Franks et.al
(1991) study and report that their findings arectffzeonly for the research period and
the results are influenced by the fact, that timejuide mergers and tender offers in the
same sample.
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Loughran and Vijh (1997) study US mergers for aqueof 1970-1989 from NYSE
and AMEX stock exchanges. Their research methderdifrom Franks et al. (1991)
and Agrawal et.al (1992) as they measure the fea-pbnormal returns using matching
stocks to control for size and book-to-market dff@dey report that the post merger
abnormal returns depend on the type of the acansitnerger or tender offer) and the
method of payment (cash or stock). The reportedomrbal returns vary from
significantly negative -25 % to significantly pogé 61,7 % depending on the
aforementioned factors. Loughran and Vijh staté tha observed large abnormal post
acquisition results are against the market effiyen

Rau and Vermaelen (1998) conduct an interestinglystabout the long-term
performance of US mergers. They take into accdumbtdder size and book-to-market
factors and study separately mergers and tendersoffhe authors also separate, on
basis of their book-to-market valuation, high “glaum’ and low “value” bidders from
each other. Their study includes 3169 mergers d8deénder offers from 1980 to 1991.
When adjusting for size and book-to-market ratimsiders (mergers) underperform
their equally weighted control portfolios, but tender offers the results show that they
earn a statistically significant abnormal return986. When comparing the value and
glamour bidders, Rau and Vermaelen report thatevaldders earn significantly higher
abnormal returns than glamour bidders and alsothigatesult is unchanged even when
events are excluded. This leads the authors to emnhmhat glamour bidders make
poorer acquisition decisions altogether.

Mitchell and Stafford (2000) study mergers, seadamuity offerings (SEO) and share
repurchases from 1958 — 1993. They also discusteiail the recent developments
concerning the long-term event study tests and exdnate especially on the Buy-and-
hold abnormal return (later BHAR) method as it bagn the most common method
when studying the overall effects of corporate mesgThey use a three-year period for
the long-term testing and measure the overall effasing the BHAR method. Their

results show that the BHAR method has statistizaltdtions, and when these are
accounted for, Mitchell and Stafford are unablefital evidence of any abnormal

returns contrary to many other studies.

Rosen (2006) studies how and if merger momentumimvektor sentiment influence
the long-run returns for acquiring companies. Rostenlies how mergers undertaken
during a “hot merger” market compare to those #natannounced some time else. The
study sample includes US mergers from 1992 to 280d Rosen uses the BHAR
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method but also investigates long-run results usingprtfolio approach. The results
show that mergers announced during hot merger rsaskéfer from long-run reversal,

and that their announcement period returns areehigpmpared to mergers which are
announced outside of “hot merger periods”. Roseplagxs that investors react

positively to merger announcements but revise #agiectations later on.

An exhaustive research paper by Betton, Eckbo amorblirn (2008) reviews the
research done in different phases of the acquispiimcess. As a part of their review
paper they conduct a long-term testing for a saropl&5,298 completed US mergers
during 1980-2003. They study three-year post-mergemrns and also compare the
returns to matched firms of corresponding size BAd ratio. The results show that
acquirers underperform significantly. The obserB&tARs for acquirers using equal or
valueweights are respectively -21,9% and 17,1%toBe¢t.al also measures the long-
run returns using a modified Fama-French (1993) ehadd a portfolio performance
estimation. The results are strikingly differemdashow that there doesn't appear to be
any significant underperformance. Betton et akestiaat differences between event and
matched firms may partly cause the differencingultesut still conclude that they
cannot reject the hypothesis that merging firmseuperform.

3.2. Results from long-term studies from other ¢oes

Gregory (1997) studies large UK mergers over aopleoif 1984—-1992. He uses several
benchmarks and research methods to minimize emawused by the long research
period. The sample consists of 452 mergers anddiega of the research method, the
reported results show clearly that acquirers loghe two year post merger period. The
findings are similar to other studies conductedhi@ UK and Gregory also notes that
company size or their book-to-market values dorpilan the negative post merger
returns.

Sudarsanam and Mahate (2003) follow the Rau anth&elen (1998) study and test if
there are similarities to be found using a UK sanfludarsanam and Mahate examine
both short- and long-term performance of value glainour acquirers (measured by
P/E ratio and market-to-book value, MTBV) and alseir method of payment and pre-
and post-merger performance. The study measures RBiH&urns and uses four
different benchmark models: The mean-adjusted madtiel market-adjusted model,
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size-adjusted model and the market-to-book valyastetl model. Sudarsanam and
Mahate find that long-term returns depending on libachmark index differ from -
21,9% to -8,7%. When comparing high P/E acquirertow P/E acquirers, the results
show that BHARs for high P/E acquirers ranges frdim to -17% but for low P/E
acquirers only from -9% to -2%. The results areilsimwhen comparing high MTBV
(glamour companies) acquirers to low MTBV (valuenp@nies) acquirers. Sudarsanam
and Mahate conclude that the results are simildredrau and Vermaelen (1998) study.

Gregory (2005) tests the FCF hypothesis (see Jer8&8) and how it might affect the
long-run post-merger returns. Gregory uses UK mergeom January 1984 to
December 1992 and a five-year post-announcemeitdotr test the FCF hypothesis.
Gregory measures the abnormal returns by size ao#-to-market matched returns,
and also creates specific reference portfoliogHem using the methodology suggested
by Lyon, Barber and Tsai (1999). The results shbat aacquirers earn significantly
negative returns for the post-merger period, aifigpdsimilar as reported in Gregory
(1997). Gregory doesn't find evidence supportirgRRF hypothesis for UK acquirers
and their long-term returns, although reporting kveapport for the announcement
period. And an interesting finding is though thetquirers with high FCFs tend to beat
acquirers with low FCFs in the post-merger periastadictive of what the FCF
hypothesis suggests.

Campa and Hernando (2006) examine the long-rumn®tun the European financial

sector. They use a one year post-merger period sandy acquiring and target

companies. A small majority of their sample firmspday negative returns for the post-
merger period, but there doesn't appear to be tatistgal significance. Later, the

authors further modify their sample and divide ithduded mergers based on their size
and if the merger is a domestic one or internatioflae results show that acquirers
completing smaller deals had significant negatiwegtrun returns, while acquirers

making large deals earned positive abnormal retoir686.

Antoniou, Arbour and Zhao (2006) conduct a longrdest using UK mergers from
1985 to 2001, and also concentrate on the staistiethods and problems related to
long-term testing. (detailed discussion in chapte?) They adopt a similar testing
method as Mitchell and Stafford (2000) i.e. “coteel BHAR returns but Antoniou et
al. include multiple bidders in their sample, aickahey consider more appropriate as
“... multiple bids constitute a large part of mergepulation p.3” Antoniou et al. first
report statistically significant underperformancging “uncorrected” BHAR returns,
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when using the corrected BHAR returns the repaestresults become less significant
or lose their significance all together.

Antoniou et al. also conduct several statisticatseconcentrating on previously
observed determinants of long-term underperformamtey test for the method of
payment (Loughran and Vijh 1997, Rau and Verma&®98), diversification, book-to-

market effect (Rau and Vermaelen 1998) and sizey Taport that when adjusting the
original t-statistics, observed BHAR results seermmdlisappear almost entirely and
displayed only weak significance. Antoniou et anclude that all conventional t-test
statistics are overstated when discarding the igesitoss-correlation of stock returns.
This results in over-rejection of null hypotheses no abnormal returns.

Bogdanova (2007) studied in a master's thesisahg-ferm performance of domestic
and foreign acquisitions made by Finnish companiés. research period is from 1995
to 2000, and includes 12 domestic and 21 crosseb@chjuisitions made by companies
in the OMXH main list. The reported results showtatistically significant negative
long-term BHAR return of — 33 % for the whole samphnd when further divided to
domestic and foreign acquisitions, they are — 9nth-a 47 % respectively. Bogdanova
mentiones that the results are similar of what lbeen reported in previous research
papers about domestic and foreign acquisitions.

Petmezas (2009) studies the short —and long-terforpeance (one to three years) of
public and private UK acquirers between 1984 anaB2®etmezas studies both high —
and low valuation time periods measured by theaV&YE ratio of the value-weighted
market index and how investor sentiment affectsaberall merger return, a similar
study was conducted by Rosen (2006) using US datmezas employes a calendar
time portfolio method to avoid the problem of creestional dependence of sample
observations. Petmezas finds evidence of similestor over optimism as reported by
Rosen (2006) and also long-run revearsal whereigsitiqns announced during rising
stock markets cause a poor bidder performanceeitotig-run.

Dutta and Jog (2009) study the long-term perforreaint Canada. Their sample
includes 1300 M&A and span from 1993 to 2003. Theg both event —and calendar-
time approaches (suggested by Kothari and Warn@é)2@nd several benchmarks to
test the long-term stock and operating performafbe. researchers state that they are
using an out-of-the-sample study and the most nmoded precise statistical methods.
Like in Betton et al. (2008) for US, Dutta and Jogl very conflicting results. When
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using reference portfolios (indexes) as benchmahes BHAR returns are reported to
be statistically negative at a 1 %-level, but usgamtrol firms as a benchmark, the
results are not statistically significant anymdpeitta and Jog report that these results
for acquiring firms are also robust when they aotdar different factors. Finally they
comment that the contrasting results to US studtdsh report underperformance may
be due to regulatory or capital market differencies
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4. EVENT STUDY METHODOLOGY

The event study methodology is useful when meagtthe impact that some specific
event has on asset prices. Rationality in the miaksures that asset prices will change
accordingly when new news becomes public. It caafdpdied to studies with a short or
long observation period and for observing the lamg+esults, like for instance M&A.
Event studies focusing especially on measuringtdtmizon effects provide additional
information about corporate policy decisions antp e better understand them. Also,
for short-period studies the results are thoughbeamore reliable compared to long-
horizon studies. (Campbell, Lo and MacKinlay 19949; Kothari and Warner 2006.)

The event study method has its roots in the 193flisseminal studies were done in
1960's (see Ball and Brown (1968) and Fama, Fislezisen and Roll (1969)). Ball and
Brown studied the information content of earning$iereas Fama et al. studied the
effects of stock splits. The event study methoakjyiestablished itself, and ever since
has been used extensively for measuring sevefalelit corporate events e.g corporate
mergers and their effects.

The existence of efficient capital markets cre@i@blems when trying to evaluate and
interpret results of residual analyses i.e evamtlysapproach. An announcement of a
merger or tender offer provides considerable amof@inbformation regarding e.g the

event itself, the identity of the acquirer or thethod of payment. Even the information
about the acquisition could allready be incorpatate the security prices because of
information leaks or insider trading. The separatamd evaluation of the reasoning
behind the merger announcements may thereforeffimutli (Halpern 1983: 298.)

4.1. Models for estimating abnormal returns

Several models have been developed for the testirgonormal returns. The most
commonly used are, the Constant-Mean-Return-Mo@®RT) or the market model.
Brown and Warner (1985) find that despite the sempture of the mean-return-model
it yields similar results to those of more comphtbesign. Campbell et al. (1997:154)
explain that this is attributable to the fact tha variance of the abnormal return isn't
reduced much by choosing more sophisticated methods
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Fama (1998) explains that the market model is, wagdide of the event window to
estimate the stock’'s expected returns conditiomaharket returns for the specific event
period. And because these estimations are donewtittonstraining the cross-section
of expected returns, thus can be used to study-dpetific events e.g mergers.
Campbell et al. (1997) recommend the market model the CMRT, because the
market model can reduce the variance of the abriawhan and therefore yield better
results.

The market model is usually defined as:
(1) Ry = o; + BiRyy + €ir

where R and Ry are period-t returns for securitynd the market portfolio respectively.
& IS the error term and and; are parameters of the market model. When rearranged
abnormal returns can be calculated:

(2 ARy = Ry — (a; + BiRpy)
Where AR; is the observed abnormal return for stook dayt.

Brown and Warner (1985: 4-5) report some problesss@ated to the use of daily data
in event studies. They summarize them as non-ndagmabn-synchronous trading and
market model parameter estimation, and variancenason. Kothari and Warner
(2006) mention, that the use of daily data is prefébecause it provides more accurate
measurements of abnormal returns and thus moremato/e studies.

Extensive testing has also been done on a coupéhef well known models, like, the
Capital Asset Prising Model (CAPM), the Arbitragasphyg model (APT), and with
several multifactor models e.g. the Fama-Frenc®3)L¢hree factor model. The Fama-
French model in particular has been used on sexesabrch papers studying the long-
term performance of M&A.
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Fama-French three factor-model is defined as:

(3) Ry — RFyy = a+ B1|RMy) — RF )| + B,SMB, +
BgHML(t) + E(t)

where, Ry—RFRy is the portfolios excess return, [RM- RFRy] is the excess market
return, SMB, is the excess return of small — big firms (madaggitalization), HMlg is
the excess return of high-book-to market — low-btmknarket firms and, is the error
term.B,,B2 andps are estimated from the regression.

Also an important factor affecting the estimationdatesting is the choice of the
benchmark index. Dimson and Marsh (1986) reportnuegng capitalisation weighted
indexes, they can be expected to underperform lguaighted portfolios of event

securities in case of powerful size effect, andilamy, an equally weighted index will

produce biased results if event securities diffieratly in size from typical companies
included in the index. The researchers also reg@ious problems when using CAPM-
type models.

4.2. Long-run event studies

The long-horizon event study for specific samplefiohs tests, if one-to-five year

returns following a specific event are non-zeraeystically. The basic thought behind
this, is that markets over- or under-react aftespacific event because of human
judgements or behavioral biases. A systematic coipoin e.g. behavioral biases
doesn't cancel them out, but appear in the secpries which continuously differ

from the underlying fundamentals. (Kothari 20018;1Bothari and Warner 2006.)

Fama (1998) challenges the behavioral explanatiguirgg that the existence of
efficient markets, presents and creates naturalgr eand under-reaction by chance,
and also that the frequency for both is about #mes Fama also adds that if long-term
returns can't be attributed to chance, i.e. thermetare too large, then the existence of
over —and under-reaction is a victory for the maediciency. Finally, Fama argues
that studies for long-term returns usually negtedeest or offer any suitable alternative
to market efficiency, but instead relax on markefficiency. Instead Fama states that if
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the market efficiency is rejected, it should be eldyy some better model for price
formation, and one that can be tested by empitesds.

Compared to short-event studies, long-horizon stutkquire an appropriate adjustment
for risk. While inadequate risk adjustment doestféct the test results in short event
testing (or the effect is minimal), risk adjustmast usually the main reason for

difficulties in long-term testing. A small error sk adjustment could be economically
substantial also the choice of return model is @seaof errors. (Kothari and Warner

2006.)

4.2.1. Models for testing long-run performance

Recent studies measuring the long-term performaheequiring companies have used
mainly the Cumulative Abnormal Returns (later CA&d BHAR returns to measure
the post-event returns. Fama (1998) explains ttegmwmeasuring returns on a longer
time period than one month, the monthly averageabal returns can be averaged or
summed (CAR). Kothari and Warner (2006) add thathbtestes provide also

information about market efficiency, as systemdijcamon-zero abnormal returns

suggests inefficiency, and therefore a possibititya trading rule. The CAR and BHAR

methods can be presented in a following way.

@ CAR =Z R -E(R]

where, R is the simple return for month t for a sample fiEaR;) is expected return for
the sample firm at time t, and AR the abnormal return in month t. When cumulated
across ) periods yields CAR.

The return for a buy-and-hold investment for a senfipn (BHAR) is illustrated as

5)  BHAR, = |‘l 1+ AR)-1

t=

where, BHAR is the buy-and-hold abnormal return for companyer the time period
T.
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Rosen (2006) explains that the choice of usingréf@m approach or BHAR method

leads to different trade-offs between type 1 oetgperrors. The use of BHAR method
gives a lot of power for the hypothesis testingt iputurn may reject too many nulls
(type 1 errors). On the other hand, the use ofptiréfolio method fails to measure all
relevant information when aggregating individuakets to calendar time portfolios.
This reduces the power of the hypothesis testen{ype 2 errors.)

Lyon et al. (1999) study improved methods for thegtterm testing. The first method
is constructed around the basic BHAR method, buinLgt al. improve the estimates by
controlling for the reported biases (a detaileccdlssion follows) in order to decrease
the misspecifications of test statistics. The sdcorethod is based on calendar-time
portfolios where abnormal retuns are calculatedstimple firms. The first model for
calendar time-returns for a portfolio is estimatsthg a regression of the Fama-French
three factor model (equation 3). The estimatgdnterceptdenotes a test for null
hypothesis that the mean monthly excess retura faortfolio is zero.

The second method employed by Lyon et al. is farutating Mean Monthly Calendar-
Time Abnormal Returns. For an event period of thoefve years, abnormal returns for
portfolios are calculated first. Then for each nder monthi mean abnormal returns
(MARy) across firms in the portfolio is calculated:

(6) MAR, = Z Xy AR
i=1

Wheren is the number of stocks in the portfolio, anddescribes the weight when
abnormal returns are equal -or value-weighted. @itend mean monthly abnormal
returns (MMAR) can be then calculated as:

-
(7) MMAR :le MAR,
t=1

A very contemporary study by Jegadeesh and Karcgki9) states that methods
suggested by Lyon et al. (1999) are now commondy uis studies concentrating on the
long-term performance of corporate events. Theydwaw are concerned about some
misspecifications and limitations in the Lyon etfaldings and suggestions. Therefore
Jegadeesh and Karceski develop improved methodwrigrterm testing designed to



33

overcome the problems in Lyon et al. They perfoha testing using the same data
sample employed by Lyon et al. and their modelslasigned to take into consideration
the similar characteristics of sample companieg @me industry) and also the
possibility of multiple inclusions in the samplee(overlapping returns). Jegadeesh and
Karceski propose two models for autocorrelationsistent test statistics. These models
are presented as:

_ ARsample (H)
JW'SC _ vw

(8) SC _t

©) HSC = ARsample (H)
- JWHSC _vw

where SC _t is the Hansen and Hodrick (1980) estimalich allows correlation across
monthly cohort results but assumes heteroskedgstithe other estimator is HSC t
which allows heteroskedasticity and serial corretat (See Jegadeesh and Karceski
2009 for a detailed presentation of the estimabastruction.)

4.2.2. Problems with long-run event studies

Because the aim of this study is to concentratehenlong-run performance of the

acquirers it's imperative to consider some methmgloal problems that may arise.

Lately, there has been vivid discussion about hbe lbng-term testing should be

conducted and which methods should be used.

Dimson and Marsh (1986) show that discarding the sffect when conducting a long-
horizon event study causes distortion in the tesults, and therefore should be
controlled as part of the testing. Later studiesFayna and French (1992, 1993) and
Barber and Lyon (1997) confirm this. A conflictimgsult is reported by Lyon et al.

(1999) who find that controlling for size and theok-to-market isn't enough to

produce well-specified test statistics.

As reported in Kothari and Warner and Barber andnLy1997) long-horizon event
studies tend to produce biased test results. Rdtteobiases is caused by using the
conventional t-statistic to measure the statistgighificance of the abnormal returns.
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Rau and Vermaelen (1998) report that the t-statistiffers from assumptions of:

normality, stationary and time independence of olamns. Jegadeesh and Karceski
(2009) state that in their tests of long-term perfance of conventional t-statistics, their
results imply that the in the case of industry t@tgag or overlapping returns the t-tests
are miss-specified. They suspect that the reasdhaisthe “...standard errors in a
random sample understate the true standard errot%” To avoid these problems
Lyon et al. (1999) advocate the use of bootstrappsthtistics in favor of the

conventional t-test. (See Lyon et al. 1999 for #aitkd discussion of the bootstrap

measure)

Kothari and Warner (1997) and Barber and Lyon (1396w that, the use of the CAR
method alone for testing the long-horizon perforogars susceptible for biases which
can lead to flawed test results and indicate dgoamal returns where they don't exists
compared to the BHAR method. They report thatiavivor biasis possible in long-run
event studies, where sample firms are trackedni®pbst-event period but firms which
are included in the reference portfolio might staeding after the event month.
Rebalancing biasrises when the compounded returns are calcuthtiedently for a
weighted market index and the sample firms. Ad@wness bias caused by positive
skewness in the distribution of long-run abnornedilims. Lyon et al. (1999) addoss-
sectional dependancanda bad model of asset prisiras causes for misspecification
and add that the choice of methods for the calicuiadf the abnormal returns will
determine if and how these factors affect the neisigation. Finally, Kothari (2001)
lists three problems with the long-horizon evendss:risk estimation, data problems
andlack of a market theory of market inefficiency

Fama (1998) critizes both models for being susbkptior bad-model problems
especially for long-term studies, because when dhierage abnormal returns are
calculated over a long-horizon (compounded) it @vally becomes statistically
significant. Antoniou et al. (2006) add that cresstional dependance is caused by
companies which undertake several acquisitionsngutihe long observation period,
causing their measured monthly returns to beconmeimsependent because of the
overlapping of monthly returns.

Because of findings by e.g Gregory (1997), Bettorale (2008) and Dutta and Jog
(2009), who report that the choice of the comparabénchmarks -or portfolios
significantly influence the test results and ultiedg the conclusions drawn from them.
Antoniou et al. (2006) show that in their researasults for BHAR returns were
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restricted only to equal-weighted results but thewldn't find any underperformance
using value-weighting. Kothari and Warner (20069l @ldat despite the problems with
comparable return benchmarks, their use is stitesgary in order to isolate the
increment effect a single event has on a securitg performance.

As a conclusion it can be noted that Kothari andnia(1997) and Barber and Lyon
(1997) strongly favour the BHAR method and sugdeat for future studies the use of
nonparametric procedures like the bootstrappinghatetas ways to reduce the
misspecification of long-term testing. Fama (1988% Lyon et al. (1999) recommend
that for long-run studies, researchers should apfflg BHAR-method with
bootstrapping and also use calendar-time portfolaysthe calculation of abnormal
returns.

Antoniou et al. (2006) and Jegadeesh and Karce2RD9) comment that the
bootstrapping method is also susceptible for eramsit assumes that sample firm
abnormal returns are independent. But becauseeofybtlical and clustering nature of
M&A, stock returns become positively cross-corretaand thus, test statistics which
assume observation independence become overstdteckfore they strongly advocate
that future long-term studies would take the cromselation of sample stocks in to
consideration in order to obtain reliable statati@sults.

In the end, much is known on how to make long-twrievent studies more accurate
but so far a method that could be completely tadisteesn’t exist. Also compared to
short-event studies long-horizon studies lack tbevgy to succesfully measure the
abnormal returns inside and outside of the eventdaw. The longer the horizon, the
worst are the results. (Kothari and Warner 2006.)
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5. DATA DESCRIPTION AND METHODOL OGY

This chapter presents the methods used in therobspaper, the sample for the study
and also the hypotheses for the study of the leng-performance of Finnish publicly
traded companies from January 1995 to June 2006wdamplete acquisitions. As this
research paper uses the event study method, aitedglefinitions are presented next.

Event study method is usually applied to study sstesm abnormal returns where the
observed event period could be really short, uguddinoted by e.g. [-5, 5], and the
studied event is included in the observation peridds research paper uses the event
study method to evaluate long-term performanceadsa the market model to estimate
the average returns for the observation period. mheket model that is used in this
study is by definitions similar to equation numg2y.

The average returns from the market model are atoifrom the time period of [-360,
-30] i.e. 360 days before the first announcemete tta30 days before it. This is done
to obtain reliable estimates for the company alphe beta estimates and also to avoid
the possible build-up (e.g. Halpern 1983 mentiorisrmation leaks) related to stock
returns. To minimize data lost some firms which m@duded in the data set have a
shorter estimation period.

This study concentrates on the long-run post-meggnformance and this event
window is denoted by [40,750] i.e. beginning 40<glafter the first announcement date
to 750 days after. The three year period is chdssrause the majority of studies
assessing the long-term performance uses it, ansl ibng enough to sufficiently

evaluate the effects of the M&A.

After the interesting event and the observatiomogeare both determined, a data set for
the study must be obtained. For this study, tha dateceived from the Thompson One
Banker Deals thorough the Department of Accountind Finance of University of
Vaasa. Additional data is gathered from the datda$ Helsinki School of Economics
(Helecon) and Kauppalehti Online and also from HWE_A database to obtain the
necessary accounting information.
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5.1. Portfolio formation

After the interesting event has been chosen andteeriods have been determined,
criteria for streamlining the original data sampiest be chosen to determine which
companies are included in the study or why they lafe out. Depending on the

completed long-term studies, researchers use eliffeexcluding methods of factors
when refining the original data. Loughran and i§f®97) discard target or acquiring
companies which are trading at less than threeadothn the effective date. Gregory
(1997, 2005) Sudarsanam and Mahate (2003) excladeirars that have a market
value less than 10M£. Dutta and Jog (2009) excludes from the financial sector

from their sample but include all acquisitions melygss of their size. Campa and
Hernando (2006) leave out acquisitions where thebalready owned at least 50% off
the target company (a toehold). Similarly, Roséd06) doesn't include toeholds where
acquirers gradually increase the size of theirihglénd also includes only acquisition
valued at least 10% relative to the acquirer. Rasen requires that afterwards the
acquirer owns at least 90% of the target to beidensd as a merger.

In this study, the following requirements are a@adpt

—The acquisition is listed @®mpletedn the original data sample.

—Sufficient stock return data must be availabletifigr estimation purposes of the market
model and also companies must have available atogunformation for the gathering
of their P/E and P/B values. If the bidder has twanl or stock series listed, the one with
a higher liquidity is included in the sample.

—The acquisition has to be valued at least 10% eoedpto the acquirers book-value.
This is required to study acquisitions of greaignificance. The 10 % cut-off rate is
also included in the OMXH Harmonized Disclosure ¢3ul2008) and as Ali-Yrkko
(2002) reports a majority of acquisitions made bynsh companies have been of small
targets so this limitation ensures that econonycsilijnificant acquisitions are studied.
Although the 10% cut-off rate might be somewhatitealy, e.g. Rosen (2006) mentions
that his main research results hold also for adipns valued 5% to 25% relative to
acquirers’ size.
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—Toeholds are allowed, if the acquirer doesn 't r@dmiver 50 % of the target before the
acquisition, but does own at least 50 % afterwaadsd, at the same time the acquisition
is at least 10 % relative to the acquirers bookwwaRgain, this limitation is required for

the purpose of studying acquisitions of greatenificance, as usually the acquirers just
increases their overall holding to just over 50 .% usually the required level for a
majority ownership, but the acquisition itself midge insignificant.

An un-necessary exclusion of firms that do not srthe full post-merger period could

lead to survivorship bias. An elimination of nomsguors with negative returns would

bias the sample performance estimates upwards.bldssmay affect both the acquirers
and also control samples used as benchmarks. iS$llynclear what kind of an effect

the survivorship bias might have, in case of a meay acquisition it could be positive

and in case of a bankruptcy or liquidation negatifeboth samples have similar

elimination rates, the effect could be possiblyosded out. (Barber and Lyon 1997:356;
Sudarsanam and Mahate 2003.)

For this data set, the elimination rate is only98where as Sudarsanam and Mahate
(2003) report a 15,2% exit rate for non-survivasnpumber previously shown to be

normal with UK acquisitions. In the case where equéirer itself becomes a target, the

missing stock data for the three-year period idacgu by relevant benchmark return

following the reasoning in Mitchell and Staffordd@).

After the data selection is completed, all surjvdompanies are assigned to portfolios
and from the original sample, 117 M&A survive tlatestion criteria when allowing for
multiple acquisitions and 87 acquisitions survive tMitchell and Stafford (2000)
selection process i.e. only one acquisition per gamy is allowed for the three-year
post-merger period. In table 1 is shown the detedpstatistics from the formation of
the P/E and P/B portfolios.

The pre-merger valuations are calculated three nsobéfore the announcement date
and companies are included to portfolios based hos valuation. If the required
accounting information is unavailable the closegsicoanting release to the
announcement date is used to minimize data logt.slinviving sample of companies is
then divided to three equal parts based on thehinpgrger valuation. These portfolios
are labelled glamour, neutral and value. Again ioimze data lost when forming
portfolios based on their P/E ratio, companies tlegtorted negative earnings are
gathered to a separate portfolio denoted by ndfy. &9 in total, four P/E portfolios and
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three P/B portfolios are formed and after the fdramano rebalancing is conducted
following the reasoning in Mitchell and Staffordd@).

Table 1. Descriptive statistics of P/B and P/E portfolios.

P/B portfolios (allowing multiple bids) P/E portfol ios (allowing multiple bids)

N Median Low High N  Median Low High
Value 39 1,10 0,28 1,56 Value 33 21,37 4,9 35,4
Neutral 39 2,16 1,57 2,95 Neutral 33 70,4 37,0 1951
Glamour 39 5,30 3,00 8091 Glamour 33 501,4 202

12220
(Neg P/E) 18

All acquirers 2,14 All acquirers 73,3
(N=117) (N=99)

As can be seen from table 1, for the P/B portfollee median P/B value for the

glamour portfolio is 2,45 times the median of nabportfolio and almost five times the

median of the value portfolio. Even higher deviatis observable in the P/E portfolios.
There, the median of the glamour portfolio is ogeven times the median of neutral
portfolio and astounding 23,46 times the mediarthef value portfolio. The reported

absolute high and low values in the P/E are alsemely high. Although the P/E ratio

doesn't have any theoretical (positive) limitaticthe low value of 202 and a high value
of 12220 are very unprecedented, and are a diescitrof the baseless valuation that
several companies had in the turn of the millenniirren the reported P/E ratio for the
neutral portfolio is unfamiliarly high.

Table 2. includes more descriptive statistics far full sample. The merger activity for
the study period seems to increase towards theaiuthe millennium, where almost
40% of the total M&A is completed between 1999 ana1l.
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Table 2. Descriptive statistics of method of payment ard.s

Method of Payment Descriptive statistics
Year of N Cash  Mi- Equi- Portfolio N Median Low  High €
Acquisition xed ty Size € €
1995 7 1 3 3
1996 4 3 - 1 Small 39 490M€ 104 120M€
1997 6 5 - 1 M€
1998 9 3 2 4 Medium 39 308M€ 121, 772,7ME€
1999 10 5 1 4 2M€
2000 21 7 1 13 Large 39 1,89B€ 812, 12,78B€
2001 14 9 1 4 8ME
2002 9 8 - 1
2003 7 6 - 1
2004 8 6 1 1
2005 10 4 2 4
2006 (June) 5 1 4 -
Z 117 65 15 37

After the global economic downturn the number ofuasitions quickly drops, and
again, after the economy started to recover the Ma&Aivity seems to be on the rise.
Table 2 also shows the statistics for the sizefgars. The sizes for the bidders vary a
lot, ranging from 10,4 M€ to 12,78 B€ measured laykat capitalization.

In this sample, over a half of the M&A are finanagsing cash only, about one third
using equity only and 15 M&A are financed by th@uicer using both cash and equity
(denoted by mixed). Faccio and Masulis (2005) refiat for their European sample a
majority of deals is financed using cash only (al®@?0) with the lowest procentages
reported in Finland (66%) and Norway (69%). For B&ton et al. (2008) report that
the mixed form of payment is the most used follovegdall equity deals and all cash
deals, and for the UK Sudarsanam and Mahate (2988 that over 60% of the deals in
the sample are financed using the mixed methodwinent and the rest spread between
all equity and all cash deals. The uneven deviatreates also problems for the present
study when drawing the statistical inferences fmteof the portfolios.
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5.2. Calculation of abnormal returns

The abnormal returns for each stock in the podfalie done by firstly calculating their
daily abnormal returns:

i) AR =R, -(@i+f,R,)

where AR is the abnormal return for the stock in the pdidf@on day t, R is the
observed daily return and andpi parameters respectively are estimators calculated
using the market model. After the abnormal retdonsndividual stocks are calculated,
the long-run BHAR returns for stocks are then dalea using equation (5).

The performance of the portfolios is then compai@dhe OMXH25 and OMXH
general indexes, as many studies (e.g. Gregory 39@97Rosen 2006) compare the
long-term performance of the portfolios to the gahstock indexes. The performance
of an individual portfolio is then compared to tinelex using average abnormal buy-
and-hold returns, calculated as:

(1) ABHAR = %ZN: BHAR

where, ABHAR: is the average abnormal return across a portédlmompanies during
a holding period'.

5.3. Statistical significance

In order to draw reliable conclusions about thecwated abnormal returns and their
meaningfulness, a statistical method must be emfotest the null hypothesis. A
standard t-test is used to observe if the BHARrnstware significantly different from
zero and also if the calculated means differ sigaiitly from one another. Although its”
reported limitations, the t-test is and long hasrbesed as the method for testing short —
and long-horizon post-event abnormal returns. s study the following measure for
testing the t-value is employed:

BHAR,
(0BHAR, /+/N)

12) BHAR =
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13 erag = | S(AR R,

i=40

where, BHAR is the portfolios average ABHAR return as8HARIt is the cross-
sectional standard deviation of 36-month mean ababreturns.

5.4. Theoretical background

This section presents the theoretical backgrounth@ftestable hypotheses. The main
hypotheses tested in this study are constructegbbas findings by Rau and Vermaelen
(1998) in the US, and Sudarsanam and Mahate (2003)e UK, who find that
acquirers pre-merger valuation affects the longitperformance of M&A. As proxies
of the valuation, these studies use acquirers Bfid B/M-ratios, which are also chosen
for this research paper. Also hypotheses for ththoaakof payment and size are tested.
The method of payment hypotheses was also testeRdawy and Vermaelen and
Sudarsanam and Mahate who show that cash finaraspadséions outperform those
financed with equity. Because of findings by Baunedral. (1998) whom show that
value firms generally outperform similar sized gtamfirms, | also test if acquirer size
affects the long-term post-merger performance.

5.4.1. P/E ratio

The price-earnings ratio (later P/E) is a simpld aruch used performance ratio. It's
the current share price divided by most recent ntedoearnings per share. In a sector
level it is the current market value of all sectmmpanies divided by total sector
earnings. A high P/E ratio implies that investoevdn high growth expectations for a
specific company, although irregular events affertihe share price naturally affects
the P/E ratio. A divergence of a sector averagerfiffit mean that a company is under
—or overvalued. Also and evident problem usingRHAe ratio is that it uses accounting
profits instead of expected cash flows. The P/korabuld also be considered as a
payback period, where e.g a P/E value of 18.7 woudén that it will take 18 or 19
years to recover the initial investment back. (Rikd Neale 2006: 45, 97.)
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Basu (1977) was one of the first to study how mg$iP/E ratio affects its performance.
Basu formed portfolios consisting of firms with dian P/E ratios and compared their
risk-return performance. Also the return of the |BME portfolio was compared to a
portfolio constructed with random stocks to tes #ificient market hypothesis. Basu
shows that portfolios with the lowest P/E ratiogpauformed portfolios with a higher
P/E ratio, a result generally robust when adjustiog the risk accordingly. Basu
concludes that the information concerning the Rftorwasn't completely assessed in
the security prices as quickly as it should havenbat least not during the studied time
frame. This result implies that the semi-strongrfasf the efficient market hypothesis
didn't hold but couldn't been completely denied.

Booth, Martikainen, Perttunen and Yli-Olli (1994sted the E/P anomaly using US and
Finnish data for the period of 1976 — 1986. Thesuits confirm the existence of the
E/P anomaly in the US and also confirm the simélgistence in Finland. Booth et al.
conclude that the results are interesting considettie major differences between the
Finnish stock market and other major stock markBtari and Leivo (2009) also
examine how portfolios constructed using e.g the Etios perform against a market
portfolio in Finland. They report that a value polib constructed on the basis of the
E/P ratio outperforms the market portfolio statigliy significantly during the
observation period from 1993 to 2008, but conclild¢ when a more precise measures
for kurtosis and skewness are used, the resuttsggnificant no more.

Anderson and Brooks (2006) offer additional evideno performance of the P/E ratio.
Studying UK firms from 1975 to 2003, Anderson antbdks are able to show that
increasing the number of years from which the B/Eaiculated, significantly increases
the predictive power of the P/E ratio. When usiighkeyears of returns compared to
one, the observed value premium between glamouralue deciles is almost doubled.
Anderson and Brooks note that predictive powethefR/E ratio isn't linear (years two
and three perform badly) and also mention thathideask spread and liquidity had
effect on the value premium although marginal.

Welch and Goyal (2008) study several factors whithihe financial literature have
been suggested as predictors for the equity premama being the E/P ratio. They
employ a conventional ordinary least squares (Gi@pyoach but statistical significance
of the variables is computed using bootstrappeal&es. Using the S&P 500 index
returns from 1926 to 2005, Welch and Goyal stast for the E/P ratio, the general
results show insignificant predictive performancad aonly vaguely significant
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performance on certain specific time periods. Oljemémost all models based on these
predictors are unstable and perform badly. Welech@ayal do admit that their analysis
are simple but nevertheless offer additional infation of the validity of these models
and how to improve them in the future.

A very recent study by Barnhart and Giannetti (90€i9dies also the predictive power
of E/P ratio (earnings yield) and its™ predictivengr in the US. The research divides
the E/P ratio to winner and loser components basegluarterly earnings releases from
companies, and measures the future stock returabdaies of these. Barnhart and
Giannetti find that the E/P ratio has predictivevpo for S&P 500 quarterly returns but
report that the negative earnings component (ddn&eLOS) is the main reason
behind this. They also report that when implementmarket-timing strategies for

assessing the forecasting capabilities of the egsnimeasures, only the EPLOS
measure is able to generate excess returns whats |IBarnhart and Giannetti to
conclude that “... the negative earnings componerhesdriving factor behind the

aggregate earnings-price yield and in our abilitysignificantly predict future market

returns p. 83 ".

Firms considered as glamour acquirers are thoselwtave high values as result from
a prior stock market performance. These stocks hagre P/E and high market to book
value ratios. Inversely companies with low P/E amdrket to book values are
considered as value stocks. They could be undesgabwt may offer positive value
gains in the future. More precisely, glamour firlmsve high growth rates and value
firms have low growth rates (Sudarsanam and MaBaf3.) Rau and Vermaelen
(1998) state that for glamour firms, the ultimaéeidion makers (i.e large stock holders
or a board of directors) are more likely to accagquisition proposals from company
management than value firm owners, whose comparnyhaae have suffered from a
poor track record and thus are more careful atapyg major transactions. Rau and
Vermaelen report that this means that company Wirecaren't suffering from the
hubris and therefore these acquisitions “...shouéhter shareholder value rather than
destroy it p.226".

International evidence of the performance for valsegrowth is provided by Bauman
et al. (1998). They study the performance of vaisiegrowth stocks in 21 countries, to
test if value stocks outperform growth stocks im téS-markets also. The study period
is from 1986 — 1996 and stocks are placed intof@ars based on four different
valuation methods one being the P/E ratio. Theltedar the full sample show that
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value stocks (measured by the P/E ratio) outperfglamour stocks on a 1%
significance level.

As an explanation for the underperformance of M&&auRand Vermaelen (1998)
propose gerformance extrapolation hypothesighere market participants would give
too much weight for the previous success of a bgldcompany concerning the
announced M&A bid. More specifically, Rau and Vesilem argue that bidding

company managers are overoptimistic about their afailities to manage the

forthcoming acquisition, and so, would be infecteg hubris. They find evidence

supporting the hypothesis and show that markets oaexly optimistic about the

prospects of glamour bidders and vice versa, oveglysimistic about value bidders
whom aren't infected by hubris. Sudarsanam and Malf2003) test the same
hypothesis for the long-term performance of M&Athe UK and find also supporting

evidence for it. While Rau and Vermaelen (1998) tlose the P/E ratio as a proxy for
the glamour/value status, Sudarsanam and Mahateatdvthe use of it as “since P/E is
more widely used as a valuation tool in acquisitratuation...p.303". This leads to the

first hypothesis, stated as:

H1: Low P/E acquirers (value acquirers) outperfdrigh P/E acquirers
(glamour acquirers)

5.4.2. B/M ratio

The book-to-market ratio (B/M) has become a faaa determinant of future expected
returns. It has been shown that the B/M ratio @rpla significant portion of cross-
sectional variation in average returns. This cdaddbecause the B/M ratio proxies for
future cash flows, and thus is a proxy of cash fildar the current price level. More
specifically, holding expected cash flows constanpositive increase in discount rate
leads to a lower market value but to a higher Bdtior Still, the observed effects have
been weaker on larger firms and the results mitgat been somewhat affected by data
mining. (Kothari and Shanken 1997; Pontiff and Hch208.)

The Price-to-Book (P/B) value is calculated as rearkalue of a company’s market
value of its assets divided by their book value.measure of the current valuation, the
higher the P/B value the higher is the appropwataation used by investors. A relative
high market valuation, high profitability etc. af@ctors which increase the observed
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market value but don't affect the book-value. TH Rtio follows the development of
the return of assets (ROA), i.e. the higher is R@A the higher is the value of P/B
value. Companies with high P/B ratios are consuiémehave high levels of profitability
and growth or those that have intangible assetsctray growth potential. (Kallunki et
al. 2009.)

An influential study by Fama and French (1992) repdhat BE/ME factor has a
stronger relation to average returns than the eftext. For the research period from
July 1963 to December 1990 portfolios formed on ltlasis of BE/ME ranks, show
strong positive relation between average returnBBM/IE. The reported effect is twice
as large as the difference between average retfribe smallest and largest size
portfolios. Furthermore, the combination of ME aié BE/ME factors include the
apparent roles of leverage and E/P ratio in avereigens. Also an important finding is
that on average, low BE/ME companies have contislyokhigh earnings compared to
high BE/ME firms which tend to have persistentlwlearnings.

Fama and French (1993) expand their earlier rekeard test how time-series
regressions especially their slopes (i.e. “facb@dings that unlike size or BE/ME have
a clear interpretation as risk factor sensitivifiesbonds as well as for stocks” p.4) and
R? values show if size and BE/ME risk factors captsiared variations of stocks and
bonds that other factors can't explain. The requits’e that portfolios made to mimic
risk factors related to size and BE/ME capture #aisation, depend less of what else is
included in the time-series regressions. A resutittwFama and French consider as
evidence that size and BE/ME are proxies for thesisigity of common risk factors in
stock returns. The researchers do however pointtlwait these factors alone can't
explain the substantial difference of average retwf stocks and the one-month bills,
this is attributable for a market factor.

Kothari and Shanken (1997) test the predictive psveé B/M ratio and the dividend

yield on the US market. They use a bootstrap siiamdo test the null hypothesis i.e
no predictive power, and also to test the econaignuificance of its determinants, i.e
the B/M ratio and the dividend vyield. For a timeripgd from 1926-91, they find

evidence that both ratios track the time-seriegatian in expected real one-year stock
returns. Still, Kothari and Shanken state that degpe success of the B/M ratio in
explaining cross-sectional variations of stock mesy it appears that the forecasting
power varies from time to time, and therefore stidoé remembered when making
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future investment decisions. Welch and Goyal (2068prt that the B/M had excellent
predictive power until the oil shocks of the 1970st perform indifferently afterwards.

Also motivated by the Fama and French (1992) stiRntiff and Schall (1998)
investigate how an aggregate B/M ratio forecastsketareturns on Dow Jones
Industrial Index (DJIA). They report a similar résas Kothari and Shanken (1997) i.e
the B/M ratio predicts market returns, but addisitbyr report its™ capability to predict
the excess returns of small firms over large firRentiff and Schall find also evidence
of a cross-sectional relationship between the BalNbrand cash flows and recommend
that future research should be conducted on thagioe in order to better understand
the relation of B/M and returns.

On an international level Bauman et al. (1998) reguat portfolios constructed using
the P/B value and dividing the sample companiesaloe and growth firms, value
portfolios outperform glamour firms on a statistigasignificant 1%-level, a result
consistent with previous US studies. On a courdvell value stocks performed best in
Australia, France, Germany and Japan whereas grionvil outperformed in the UK.
In Finland, Patari and Leivo (2009) report thatidgrtheir study period neither the
glamour nor value portfolios constructed using BiB values, statistically differ from
the returns of the market portfolio which is an smai finding. They do report that
value portfolios nevertheless perform better thenglamour portfolios.

Cohen, Polk and Vuolteenaho (2003) study what phadross-sectional dispersion in

book-to-market ratios is caused by variation ofemted stock returns, and how much is
caused by variation in expected cash-flow growtheylexamine the US markets for a
long time period and also study international pategh. Cohen et al. report that their
findings suggests that 20 to 25 % of the book-toketadispersion is due to dispersion
in expected stock returns, and rest due to dispeisi expected profitability. Cohen et

al. also report that for value strategies (longvafue stocks, short on growth stocks),
the expected return on value-minus-growth coincudigés times when the value spread
is high and the market is cheap i.e. it's time wayy

Eleswarapu and Reinganum (2004) also study theigbabdity of stock returns
focusing on value and growth stocks. They repat #imnual excess returns of the stock
market (over the risk-free rate) are negativelyatesl with past returns of glamour
stocks. While Eleswarapu and Reinganum are unablimd any predictive power for
value stocks, a glamour stock portfolio continuegptedict future stock returns. This
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finding implies that the probability of a major skomarket decline increases following
periods when glamour stocks have performed exasgitio well. Welch and Goyal
(2008) also suggests further research on e.g. qimeglidisaggregated returns of value
and growth stocks. They speculate that value stooks$d respond more strongly to
dividends, while growth stocks could respond morbdok-to-market factors.

As discussed earlier, Rau and Vermaelen (1998)Sarthrsanam and Mahate (2003)
both use B/M proxy as a valuation method for valod growth acquirers. Both studies
report that value firms clearly outperform glamaagquirers, thus | construct the
following hypothesis:

H2: Low ME/BE acquirers (value acquirers) outpariohigh ME/BE
acquirers (glamour acquirers)

5.4.3. Method of payment

The chosen method for the payment of the M&A isnaportant one for the acquirer, as
they can make a decision to use either cash oe issw equity to finance the M&A.
Several studies have examined the reasons thaendé the choice of payment and also
how it affects the overall outcome of the M&A aftards. Also the current valuation of
the acquirer has been shown to influence the chosthod, e.g. overvalued companies
have an incentive to use their stock to financeattguisition and use cash otherwise.
Sudarsanam and Mahate (2003) describe this asvansadselection problem where the
acquirer and the target have a problem on how &m@ately value the counterpart if
one or the other has private information of the tvalue of their company.

Several studies have also examined if the typbefrierger (a merger or a tender offer)
and how it has been has financed affects the leng-performance of the acquirer. For
US e.g. Agrawal et al. (1992) find but don't repthidt tender offers completed using
equity fare worse than those financed with cash ey find a similar result for

mergers also. Loughran and Vijh (1997) show thaigers completed using equity earn
a statistically significant negative returns of %2%ompared to similar sized reference
stocks, and also that tender offers financed wakhcearn statistically significant

positive returns of 61,7% compared to referencekstoThey though are a bit cautious
when interpreting the results, as they could beatdidhto the type of the acquisition or
caused by overoptimistic beliefs of markets or ngans. In the UK e.g. Gregory (1997)
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reports that equity financed M&A perform worse cargd to cash financed and the
initial findings by Antoniou et al. (2006) confirthis but when they apply the corrected
t-test method the observed underperformance otyefjoanced M&A disappears.

Faccio and Masulis (2005) study also European M&arkats, stating that European
markets offer an excellent opportunity to examieeesal factors related to M&As

which don't exists in the US markets. Faccio andsila argue that when making

M&A finance decisions, the bidder is facing a cleoletween cash —or equity finance
and their different implications. Cash offers egpaily require more debt financing

leading to possible distress problems and equigniting in the other hand to corporate
control issues. These corporate control issuestnighelated to stock holding changes
or the ultimate power to control a firm. Faccio adasulis show that corporations
prefer to use cash financing when there is a piisgibf surrendering shareholder

voting power. On the other hand, bidders’ frequettcyse equity finance increases if
the measures of their financial conditions get wors

Rau and Vermaelen (1998) test a means of paymeuitigsis that long-run abnormal
returns for acquirers will be on average negativequity-financed and positive in cash-
financed deals. They find some supporting eviddocehis hypothesis, reporting that
in the merger sample bidders typically pay usingitggand cash in the tender offers.
More presicely glamour bidders pay with stock miveguently as compared to value
bidders but the means of payment hypothesis cagredict the significant difference in
the tender offer sample were glamour acquirers fiameh worse than value bidders.
Sudarsanam and Mahate (2003) conduct a similairtebte UK reporting supporting
results. They find that in high P/E portfolios thes higher tendency to use equity as a
source of financing the bid than cash, and an ampossult in the low P/E portfolio.
They also report evidence that for the long-ternstyoerger period, cash bidders
generally statistically outperform equity biddefhese findings lead to the following
hypotheses:

H3: Bidders using cash as a method of paymentowmiiperform bidders
using equity as a method of payment
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5.4.4. Size

An observable size effect would have important ingtions to both practioners and
academics. For asset management purposes the ribabrsmall firms could yield
higher returns is particularly interesting, and &mademics too, because a finding of a
risk-based explanation for the size effect woulicifthe standing academic view of
alternative asset prising models and thus impaetctirrent research methods like the
event-study method and fund performance evalualiaalso of importance to study if
the size effect exists on international level, asious factors and characteristics like
corporate finance decisions or the level of marditiency varies from country to
country. (van Dijk 2007.)

Banz (1981) is one of the earliest studies conaénty on the size effect and how it
affects average returns. Banz studies stocks listel¥ SE in the 1936-1975 period and
finds that small firms had, on average, higher-adjusted returns than the stock of
large firms. He shows that size effect isn't linearies over time (it has a negative
value in 1946 — 1955) and it's most pronouncedttier smallest firms in the sample
while the differences between medium and large ine insignificant. In the UK
Dimson and Marsh (1986) show that a size effecsesulistortions in long-run event
studies, and thus produce different results depgnidian equal —or a value-weighted
performance method is used. They strongly advatattesize-adjusted methods should
be used in event studies.

The Fama and French (1992, 1993) studies whichrréipat company size (measured
by a stock’s price times shares outstanding, MEnismportant factor explaining the
cross-sectional variation in stock returns. Whenstcting portfolios based on size
only and observing their performance the Fama aeddh (1992) study confirms the
findings in Banz (1981) i.e there seems to existrang negative relationship between
size and average return. Fama and French also #taiwhe smallest decile of firms
outperforms the largest firms by 0,74% per montig ¢hat small companies have
higher returns in all stock indices which they stuth Fama and French (1993) they
expand their previous study by testing stock amudb@turns. The results confirm that
portfolios designed to mimic size and BE/ME factoepture the normal variation in
stock returns and therefore size and the BE/MEofacproxy for the sensitivity to
common risk factors in stock returns. Fama and dfrerte that, in almost all BE/ME
quintiles, average returns tend to diminish wherving from small —to bigger-size
portfolios.
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Fama and French (2008) paper discusses severabysbvobserved anomalies, their
causes and empirical shortcomings when studyingn.tiehey argue that e.g. when
studies are reporting results for equal-weighteturns for different size decile
portfolios, the researchers usually are focusedanparing the extreme size deciles
(large vs. micro cap) which Fama and French merdaarid be a problem as micro cap
stocks account only for roughly 3% of the overalliex values but 60% of the total
number of stocks. Fama and French show that whersumeg equal-weighted returns
micro cap stocks increase the average equal-weagintn considerably. The opposite is
observed when comparing the value-weighted retwish are dominated by large cap
stocks, now the observed average value-weight seaanoss all stocks is close to
average large cap portfolio return. Fama and Freepbrt that their results imply that
the size effect itself is strongest among the miaps and has some effect on small and
large companies and their average returns.

Patari and Leivo (2009) examine if the size (Famenéh SMB factor) effect has any
impact on the observed value premiums when it deddo the regression models.
When comparing value and glamour portfolios P&#d Leivo report that although
size does create changes to the originally obseresdlts, they aren't statistically
significant leading them to conclude that the siremaly does not explain the value
premium in Finland

Moeller et al. (2004) focus on company size and hibwaffects the observed
announcemenperiod returns of M&A. For a large US sample trshypw that small
acquirers make profitable acquisitions, althouglalsm absolute dollar value, whereas
large firms in the other hand make large acquis#tibut also suffer large losses. Also,
regardless of the payment used in the acquisitioralls firms display higher
announcement period returns, results which areeuarsed over time (tested for
different subsamples).

Moeller et al. also study the reasons behind theeled size effect. They state that
small firms use cash more likely than equity taafine the acquisitions and also that
small and large firms have different charactersstidich could help to explain the size
effect. The authors also report that in their sanmggjually-weighted abnormal returns
and similarly weighted abnormal dollar returns happosite signs, an inclination of a
size effect. In the UK, Antoniou et al. (2006) st#hat the significant long-run BHAR
underperformance is observed only on equal-weightind not in value-weighting
leading them to suspect that small firms are céursihe underperformance.
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Although studies which account both acquirer size the valuation effects are scarce,
international evidence is provided by Bauman e(1#198) whom report that small non-

US companies fared considerably better than ldigas but that the observed quartile

returns decrease as the quartile size increasesrefiorted return spread between the
smallest —and largest cap is 11,2% (significarit%tlevel) but Bauman et al. note that
the sample median for the smallest portfolio isyvemall and the standard deviation

very large. (See Fama and French 2008 for impbaoat)

Bauman et al. further examined how value and grdikins performed in similar size
deciles. They report that both the value —and the sffects influence the observed
average returns in all size deciles. The smallaktevfirms when measured by their P/B
value had the highest average returns in all sexdles (27,5%), and the largest value
firms outperformed their glamour counterparts bg tiighest margin (7,4%). To test if
similar value —and size effects are observableiimifh M&A, | test the following
hypothesis:

H4: Value acquirers will outperform similar sizgihmour acquirers
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6. EMPIRICAL FINDINGS

This section presents the empirical findings of therent study. This study has
concentrated on the long-term post-merger perfocmanf Finnish acquirers. The
empirical tests have been done for 117 and 87 compdor a three-year post-merger
time period starting from the original announcemedate of the merger. Previous
chapter has described the methodological approaghlee statistical tests which have
been used.

6.1. Do acquirers underperform?

In table 3 is shown the empirical results for tHeole sample, the results are presented
for multiple —and single bids. The results for twhole sample show that acquirers
underperform following their merger bids. Also ttieoice of leaving multiple bids out
of the sample doesn't alter the reported resulttheg also underperform on a 5%-
significance level. Multiple bidders have negatreturns of -73,44% and -71,76% and
single bidders -51,42% and -49,23%. All reporteglties are significantly negative at
the 5%-level and appear to be very similar for dmthchmark indexes, the differences
between means aren't significant for multiple agk bidders.

Table 3. The long-term performance of single —and multiptiders.

Buy and Hold Abnormal Returns for Acquirers
OMXH OMXH25
index index
T-
ABHARpf Std. T- ABHARDpf Std. statistic
N % ABHAR  statistics N % ABHAR S
Multiple 11 117
bids 7 -73,44 3,304 -2,055** -71,76 3,281 -2,022**
Single bid 87 -51,42 2,473 -2,229** 87 -49,23 2,442 -2,162**

* ¥ +xx denotes statistical significance at 1%, 5%nd 10% levels, respectively.
ABHARPpf% is the sum of the portfolios BHARIt anddSABHAR denotes the standard
deviation of the portfolio calculated from equatid?).
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The results are also very similar to other inteomatl studies. In the US e.g. Agrawal et
al. (1992) and Rau and Vermaelen (1998) report thedquirers significantly
underperform, and in the UK the same is reportedelry Gregory (1997) and
Sudarsanam and Mahate (2003). Overall the resulggest that acquirers clearly
underperform, but it could be too premature to monfthese results. As has been
discussed earlier, several problems and biasest dffe outcome of long-term event-
studies and ultimately the conclusions drawn frtvent. Next, a more detailed look is
provided of the reported results as | further estduifferent causes affecting the long-
run results.

6.1.1. Results for P/E portfolios

This section presents the empirical findings of Fmenish post-merger performance for
both samples when portfolios are constructed basethe company pre-merger P/E
ratio.

Table 4 presents the empirical findings of valusytral, glamour and the negative P/E
portfolios compared to the OMXH general- and OMXHB&8exes. The results clearly
show that on a 1% confidence-level, the neutragmglur and the negative P/E
portfolios underperform while the value portfolieesns to perform in a very similar
way as both indexes. Only the value portfolios haveositive sign and abnormal
returns of 0,96% and 1,35% although either isrose&lto being statistically significant.
The negative abnormal returns for glamour, newainal neg. P/E portfolios range from -
38,61% to -11,73%. Although the number of stockthamnegative P/E portfolio is less
than in the others and thus not really an exactpawable to the other portfolios, the
neg. P/E portfolio exhibits high negative abnormeturns and thus, high negative t-
values of -6,436 and -6,574 indicating that thigfotio (and the stocks included) suffer
immensely after completing M&A. The performance tbe neg. P/E portfolio is
actually very similar to the glamour portfolio.

The reported results also are very similar to thegp®rted in e.g Rau and Vermalen
(1998) for the US and in Sudarsanam and Mahate3{2fi) the UK. None of the
portfolios seem to positively outperform their blemark indexes, a similar result as in
th UK, but Rau and Vermaelen report that value megaihad positive abnormal retuns
(7,4% for mergers). Bauman et al. (1998) finds #hst on an international level, when
portfolios are constructed using the P/E ratiougdirms outperform growth firms on a
1%-significance level.
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Table 4. P/E portfolios long-term performance.

Buy and Hold Abnormal Returns for Acquirers

OMXH index
N ABHARDPf% Std. ABHARpf T-statistics
Value 33 0,96 0,029 0,209
Neutral 33 -11,73 0,772 -2,646*
Glamour 33 -38,61 0,990 -6,789*
Neg.P/E 18 -20,75 0,744 -6,574*

OMXH25 index

N ABHARDPf% Std. ABHARpf T-statistics
Value 33 1,35 0,784 0,301
Neutral 33 -11,88 0,769 -2,691*
Glamour 33 -37,99 0,987 -6,697*
Neg.P/E 18 -20,26 0,742 -6,436*

* % *x% denotes statistical significance at 1%, 5%nd 10% levels, respectively.
ABHARpf is the sum of the portfolios BHARIt and SdMBHARpf denotes the standard
deviation of the portfolio calculated from equatidr).

In table 5 is reported the empirical findings usihg Mitchell and Stafford (2000)
portfolio formation. The number of companies drep87 from 117 as multiple bidders
are excluded from the sample. The overall resuéisstikingly similar to table 4. Value
firms don't display any statistically significamturns but neutral, glamour and the neg.
P/E portfolios all earn statistically negative abmal returns. Compared to table 4 the
observed negative abnormal returns are now loveeging from -27,76% to -5,49%.
Similar results are reported by Loughran and Vija97). When they exclude multiple
bidders from their sample, the results are simakfor the whole sample i.e acquirers
underperform.
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Table5. P/E portfolios long-term performance (single aikbwed).

Buy and Hold Abnormal Returns for Acquirers (P/E)

OMXH index
N ABHARpPf% Std.ABHARpf T-statistics
Value 25 -0,71 0,596 -0,239
Neutral 25 -10,34 0,581 -3,558*
Glamour 25 -27,76 0,727 -7,377*
Neg. P/E 12 -14,23 1,095 -3,750*

OMXH25 index

N ABHARpPf% Std. ABHARpf T-statistics
Value 25 0,83 0,594 0,279
Neutral 25 -8,23 0,579 -2,844*
Glamour 25 -20,16 1,316 -3,063*
Neg. P/E 12 -5,49 0,737 -2,149**

* xx kxx denotes statistical significance at 1%, 58&nd 10% levels, respectively.

In table 5 is reported the empirical findings usthg Mitchell and Stafford (2000)
portfolio formation. The number of companies drep87 from 117 as multiple bidders
are excluded from the sample. The overall resuéisstikingly similar to table 4. Value
firms don't display any statistically significamturns but neutral, glamour and the neg.
P/E portfolios all earn statistically negative abmal returns. Compared to table 4 the
observed negative abnormal returns are now loveeging from -27,76% to -5,49%.
Similar results are reported by Loughran and Vija97). When they exclude multiple
bidders from their sample, the results are simakaffor the whole sample i.e acquirers
underperform.

Some peculiar changes though are worth mentiokifigen comparing the performance
of value firms in tables 4 and 5, it seems thdulhsample they had positive signs for
both benchmarks but in table 5 and compared to OMxdéx they have a negative
sign. What is also interesting is that reported #bmormal returns for glamour
portfolios differ significantly from each other atl%-significance level, ranging from -
27,76% (OMXH) to -20,16% (OMXH25). Similar deviatiovasn't observed when
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allowing multiple bids for acquirers. There is alao interesting difference with the
standard deviations of these two. The Std.ABHARpfthe glamour portfolio is a lot

lower when compared to OMXH index than OMXH25 ind&ke latter is also higher

than what was reported in table 4 although thd tatmber of stocks in the portfolio is
lower. This finding implies that some stocks hav@gher correlation with the OMXH

index than with the OMXH25, but also that usingesal benchmarks is recommend,
although it doesn't alter the reported results. Fhalues for the neg. P/E portfolio
seem to vary also, but the result could be moe moduct of the low number of stocks
(N=12) which affects the statistical inferences.

In the end, when using the P/E ratio as the valnatnethod, leaving multiple bidders
out of the sample doesn't change any of the prelyjaeported results and based on the
findings in tables 4 and 5, the results show tlyabtheses H1 is strongly supported.

6.1.2. Results for P/B portfolios

This section presents the empirical findings of Fmenish post-merger performance for
the full sample when the portfolios are construdiaged on the company P/B ratio.

Table 6 presents the performance of the P/B pawfatompared to the OMXH and
OMXH25 indexes. The reported results show that otilg glamour portfolio
underperforms statistically significantly and thesult is similar for both benchmarks.
The glamour portfolios have very high negative abrad returns of -53,37% and -
51,34%. These ABHARpf values for the glamour pdidf are six or seven times
higher than those of value or neutral portfoliogscAthe standard deviation of the
glamour portfolio is the highest of the portfolid$he neutral portfolio has a t-value of -
1,45 which is close of being statistically sigrfint at the 10% level when comparing to
the OMXH index, but becomes only -1,356 for the ONRS index. An interesting
result compared to P/E portfolios is the negatiga $or the value portfolios. Although
not statistically significant, it implies that vaufirms were unable to undertake
profitable acquisitions, while e.g Rau and Vermae{2998) reported a statistically
significant positive performance for value acqsrer
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Table 6. P/B portfolios long-term performance.

Buy and Hold Abnormal Returns for Acquirers

OMXH index
N  ABHARpf% Std. ABHARpf T-Statistics
Value 39 -6,84 0,948 -1,155
Neutral 39 -8,21 0,907 -1,45
Glamour 39 -51,34 1,415 -5,808*

OMXH25 index

N  ABHARpf% Std. ABHARpf T-Statistics
Value 39 -8,78 0,967 -1,45
Neutral 39 -7,67 0,905 -1,356
Glamour 39 -53,37 1,383 -6,180*

* xx *xx denotes statistical significance at 1%, 5%&nd 10% levels, respectively.

In table 7 is shown the results when multiple brddare left out of the sample. The
results are quite similar to table 6 but some chamdp appear. The value portfolios
again don't show any statistically significant pemiance and the original signs remain
the same. Neutral portfolios in the other hand, rappear to underperform on a 5%-
significance level, the t-values being -2,332 aRd5. The reported ABHARpf value

for the neutral portfolio is almost identical withble 6 but the standard deviation is
lower for single bidders. This result is a bit plurz as it suggests that neutral valuation
multiple bidders could actually fare better thang& bidders. An opposite result is
observable in the glamour portfolio where the régbrunderperformance becomes
much lower but the reported t-values actually beztigher than in table 6.

The reported result for P/B portfolios comparetath indexes are very similar to those
reported in Rau and Vermaelen (1998), Bauman e{19098) and Sudarsanam and
Mahate (2003). A different result is found by Petam (2009) who reports that mean
differences between high —and low valuation bidderbe insignificant for the three-
year post-merger period.
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Of course, the reported results could again bectaffeby measurement problems and
other biases. Still, like in table 6 the origingiplbtheses H2 is supported, although all
reported signs in tables 6 and 7 are negative stiggethat companies undertaking
M&A underperform, the results clearly support thetesd hypotheses H2 i.e. value firms
outperform glamour firms when their P/B values ased.

Table 7. P/B portfolios long-term performance (single aitbwed).

Buy and Hold Abnormal Returns for Acquirers

OMXH index
N ABHARDPf% Std.ABHARpf T-statistics
Value 29 -3,71 0,733 -0,939
Neutral 29 -8,82 0,703 -2,332**
Glamour 30 -43,01 0,961 -8,172*

OMXH25 index

N ABHARpPf% Std. ABHARpf T-statistics
Value 29 -3,47 0,731 -0,881
Neutral 29 -8,10 0,700 -2,15%*
Glamour 30 -45,16 0,893 -9,224*

* % *x% denotes statistical significance at 1%, 5%nd 10% levels, respectively.

6.1.3. Results from Method of payment

The results from the empirical tests of method afrpent and it's effects to the long-
term post-merger performance are shown in tablEh8.observed results show clearly
that acquirers using only equity or a mixed finangederperform the benchmark
indexes on a statistically significant 1% level.r fFbe M&A which were completed
using cash to finance them, the results aren'tlyess conclusive. Acquisitions
completed using cash only perform also poorly witdgative abnormal returns of -
20,5% and -19,96% compared to the benchmarks. Tégarted t-statistics (-1,545 and
-1,570) are very close to being statistically digant at the 10% -level (a t-value of
1.645).
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Table 8. The effect of method of payment to long-term perfance.

Buy and Hold Abnormal Returns, Method of Payment
OMXH index
N ABHARpPf% std.ABHARpf T-statistics
Cash 65 -19,96 1,603 -1,545
Mixed 15 -16,76 0,448 -9,657*
Equity 37 -39,98 1,222 -5,381*
OMXH index
N ABHARDP{% std.ABHARpf T-statistics
Cash 65 -20,50 1,619 -1,57
Mixed 15 -16,66 0,439 -9,801*
Equity 37 -27,60 1,149 -3,950*

* xx *xx denotes statistical significance at 1%, 58&nd 10% levels, respectively.

The high number of stocks in the cash portfolio dagcrease the validity of the
observed t-value while the results for the mixedfpbo with a low number of stocks
might remain inconclusive despite its" high t-valuehe differences between the
benchmark indexes are also minimal as only in tipaty portfolio happens sizable
changes. When comparing the reported ABHARpf valisgsequity portfolio, it is
significantly smaller when the performance is coragao the OMXH25 index than to
OMXH index. The difference between reported t-valtgr equity portfolio differs from
one another at the 1%-significance level.

The reported results are broadly similar when caeghdo other international studies.
For US Loughran and Vijh (1997) report that equihancedmergersunderperform
statistically significantly but mixed or cash firmad merger deals don't. Fander
offersthey report that cash deals underperform. Moelleal. (2004) on the other hand
don't report any statistical abnormal performararethieir long-run sample. In the UK
Sudarsanam and Mahate (2003) report that cashracgjalearly outperform equity
bidders. For the post-merger period, cash biddans &bnormal returns ranging from -
2% to 14% compared to equity bidders -2% to -57¥%e Tesults by Petmezas (2009)
also show that almost all deals (cash, equity oeed)i underperform the following three
year post-merger period. He also reports that thsemwed magnitude of the
underperformance increases from the first post-ereygar to the third-post merger
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year. Overall though, the reported results in tablsupport the H3 as cash bidders
although having a negative sign, outperform edpiigers.

6.1.4. Results for Size

Table 9 shows the results of acquirer performanoenwportfolios are constructed using
market capitalization as a measure of size. Thdtseare very clear, showing that both
medium and small acquirers clearly underperforra statistically significant 1%-level.
And also what is notable is that medium acquirensehan ABHARpf value about twice
higher than the small firms and over five timeshieigthan large firms. The large
bidders also have a negative sign suggesting liest fare worse than the benchmark
indexes, but the negative abnormal returns of 9%,@hd -7,32% and the reported t-
values (-1,175 and -1,22) are far from being stasiy significant.

Table 9. Long-term performance of large, medium and saeaduirers.

Buy and Hold Abnormal returns
Acquirer size OMXH index OMXH25 index
N ABHARpPf% T-values ABHARpPf% T-values
Large 39 -7,62 -1,175 -7,32 -1,22
Medium 39 -42,98 -5,89* -41,24 -5,68*
Small 39 -21,71 -3,00* -21,81 -3,01*

* xx *xx denotes statistical significance at 1%, 58&nd 10% levels, respectively.

The results imply that a measurable size effeeicéd] the Finnish M&A at least during
this observation period, but at the same time diselts are somewhat inconsistent with
other earlier studies. This finding might be caussdthe fact that the employed
benchmark indexes do not sufficiently control fampany size. Another plausible
reason might be that the managers of large companémore capable than their small
firm counterparts or that small firm managers migataffected by hubris. (Confirming
tests for these possibilities are left for fututedses). Bauman et al. (1998) show, that
small firms had the highest overall returns and #® highest standard deviation each
year. They also report that the reported returnssgualler as the size decile grew.
Moeller et al. (2004) state that for their full galen they were unable to find any
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statistical differences between large and smallimecs, but the results show that when
they acquire private companies large firms outparfemall bidders significantly.

In table 10 is shown the calculated t-values faheadividual size portfolio which are
further decomposed to value, neutral and glamodddss. It must be immediately
mentioned that the low number of stocks in an iidial portfolio (N=13) affects the
measurements and therefore also the validity o$ethfiendings. Still, the results are
largely what to be expected, as several portfoliaplay severe underperformance
regardless of the size or valuation level.

Table 10. The long-term effects of size and valuation.

Buy and Hold Abnormal Returns
OMXH index
Size
Valuation Large Medium Small
ABHARPpf(%) -0,35 -33,30 -17,63
Glamour (-0,235) (-17,637*) (-10,611%)
-7,44 -10,27 -1,40
Neutral (-7,650%) (-8,318%) (-1,160)
-0,32 0,58 -2,67
Value (-0,312) (0,537) (-2,045**)
OMXH25 index
ABHARPpf(%) 0,15 -32,81 -17,49
Glamour (0,101) (-17,478*)  (-10,544%)
-7,27 -9,14 -1,60
Neutral (-7,522%) (-7,400%) (-1,318)
-0,20 0,70 -2,72
Value (-0,194) (0,651) (-2,082**)

* xx *xx denotes statistical significance at 1%, 58nd 10% levels, respectively. In this
table is shown the ABHARpf values for every siz&faion portfolio and also their t-
values in parentheses.

It appears again that glamour firms are the pringoyrce of the poor post-merger
performance, but the magnitude is very differemosg the size groups. The highest
observed ABHARpf% difference (-33,88%) is betweemdmm sized value and
glamour firms, and the smallest between large vaha glamour firms only 0,03%. In
the large portfolio, a majority of it's poor penfioance reported in table 9 appears to be
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caused by neutral valuation companies which perfoaaly while glamour and value
bidders do not show any over —or underperformance.

Additional comparison reveals that the tested hygsis H4 isn't supported, as on an
intra portfolio level, value firms do outperformeih glamour counterparts in the small
and medium portfolios, in the large portfolio thbutipe hypothesis is rejected. Large
value firms are unable to outperform large glamiums, although as mentioned, the
number of stocks per portfolio is low and therefareery poor performance by a single
bidder could cause the results to be biased.

Even so, a more detailed discussion of some ofdbelts is in order. Firstly, it appers
that, a size -and a valuation effect does seemffextathe long-term post-merger
performance, and the effects are observable in stlmat individual size/valuation
groups. Small value firms fare worst when compaoeshedium —and large value firms.
The small firms underperform on a statisticallynsiigant 5%-level while no under —or
overperformance is found for medium and large vdiuas. The opposite is evident
when comparing neutral portfolios. Regardless efdize of the acquirer, they all have
a negative sign and the observed t-value for smaaljuirers is the only one
unsignificant. Again for glamour acquirers, a coetplreversal is notable.

Large glamour companies clearly outperform theidimme& —and small counterparts
which both perform poorly. Bauman et al (1998) mgptthat in their study the largest
difference between glamour and value companiesmte largest size group while the
smallest difference was between small value anavitrstocks. They also state that
among medium and large companies value stocks oitpegrowth stocks.

Secondly, as was reported in several tables befloeechoice of the benchmark index
doesn’t appear to be significant. All results appeavery stable regardless of which
benchmark is used as only change in the reporg Isetween benchmark indexes
happens in the portfolio of large glamour firms awen the magnitude for this change
remains statistically un-significant.
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7. CONCLUSIONSAND RECOMMENDATIONS

The present study has studied how pre-merger vafyatize and the chosen method of
payment affect the long-term performance of theuaoty companies in Finland. A
time period from 1995 — 2006 was studied and th#opwance of 117 mergers and
acquisitions evaluated using an event study method.

The event study results were very convincing anterastable regardless of which
benchmark index was used to measure the post-mgmgdormance. The results
showed that all acquirers underperformed on a S#tsstly significant level, but most

of the underperformance was later shown to bebatable for glamour acquirers which
fared very poorly. The complete sample had negatbreormal returns of -73,44% and
—71,76 for multiple bidders and -51,42% and —49,28f0single bidders, and the

removing of multiple bidders from the sample didmalve any statistical effect on the
observed results. The reported abnormal returnggthare extremely high compared to
many other similar studies, as previously have beported abnormal returns ranging
from -25% downwards.

As a majority of the sample firms cluster to thentwf the millennium, the large

difference with previous studies and their repor@tg-term returns could be partly
caused by a “peripheria’” syndrome. As discussed, riajority of the long-term

performance studies have been conducted in thendSJ&, but Finland as a remote
financial market is more thinly traded as compat@dnany other markets and this
might cause more extreme variation in stock retufaseign investors particularly are
more eager to pull their investments out in an eeéeconomic downturn and therefore
facilitating excess variation to stock returns.

When further dividing the sample based on individsiacks pre-merger valuation, the
poor performance of high valuation companies besoewident. Almost all portfolios,
discarding the value i.e. low valuation portfolisad negative abnormal returns and
underperformed on a one or a five percent sigmfiealevel. The reported results are
very similar as what has been found on other iat@wnal studies. Rau and Vermaelen
(1998) reported for a US sample that value firmperdormed glamour firms, but | was
unable to find any significant positive abnormé&lras for value firms as reported by
Rau and Vermaelen. On an international level, dyosithilar results were reported by
Bauman et al. (1998) and in the UK by SudarsanaihMahate (2003).
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When testing the effects of chosen method of paytienresults remained very robust.
Cash —or equity only and the mixed finance porfalil had negative abnormal returns
ranging from -39,98% to -16,76%. Acquisitions fioad using cash only, didn't
underperform on a statistically significant levigel the other portfolios thus supporting
reported findings from other countries. The verymp@erformance of the equity
financed deals implies that high valued acquireesewusing overvalued stock to
complete their M&A.

Finally, when evaluating if acquirer size affectse toutcome of the M&A, sample
companies were divided to size portfolios basetheir market cap. Again all acquirers
underperformed but interestingly large firms fated best. While medium and small
firms underperformed poorly, the reported negatiwalue for large firms was un-
significant. A size effect did indeed appear fas ttime period but it suggests that large
firms could be better acquirers than medium andldmdders. van Dijk (2007) reports
in his review paper that several studies show tthatsize effect is time varying and in
this paper size adjusted benchmarks weren't usdtestonfirmation of these results is
left for future studies.

When each size portfolio was further decomposededamn company pre-merger
valuation, several interesting results appearedhust be noted that this lead to very
small individual portfolios casting a doubt on tieported results and the validity of the
findings. For the large portfolio, majority of tipeeviously reported underperformance
was caused by neutral valuation companies which Higld negative returns, while
glamour and value firms fared fairly well. In thase of the large portfolio, hypothesis
H4 was rejected as no statistical significance feamd between value and glamour
firms. Medium sized value firms outperformed othienilar sized companies easily, but
opposite results were again found for small acgsilrBlow, while the glamour firms
again had very high negative returns neutral fiwmese able to outperform value firms.
The results reported in table 10 especially areesamat susceptible as each portfolio
had only 13 stocks in them.

Overall, the results clearly imply that acquisiSoaundertaken by Finnish companies
where very unsuccessful. While the three-year pusiger period might not be
sufficient enough to fairly judge the acquisitiomotces or their eventual success, at a
first glance they seemed to destroy shareholdelevather than maximize it.
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Several possibilities for future research havenridaring this study. First of all, more
sophisticated research methods should be usedepisted by Antoniou et al. (2006)
and Dutta and Jog (2009) the use of the “correctediues suggested by Mitchell and
Stafford (2000) when measuring BHAR returns is higlecommend. Antoniou et al.
state that several previously reported abnormalidisappeared entirely or the reported
results became less significant when more predeestical methods were employed.
The results found in this study might also be affeior corrected by using the
“corrected” t-values.

Another path that could be taken is the evaluatbmultiple bidders and how they
fare. While leaving multiple bidders out of the gdendidn't alter the reported results, it
doesn't really give an idea how they perform ang hauch and if they actually over —
or underperform in the long-term. And as has beetedhin several studies M&A
cluster in time and by sector, so a choice to le¢heen out doesn't represent the true
reality of the markets.

Future studies could also try to employ a more detepacquisition sample. As nearly
two decades have passed since Finnish financidtetsabecame more open and more
efficient, a more thorough investigation of the qdeted mergers could be in order, e.g.
dividing the full sample to sub-samples, concemgaon the turn of the millennium etc.
While Kallunki et al. (2009) examine the reasond aansequences of foreign bidders’
acquisitions of Finnish companies; similar studgareling domestic acquisitions could
be insightful. These might ver well offer more gisis about the M&A markets of
Finland. Also some additional explanatory factooald be tested, like the relative
bidder/target size, is the merger diversifying an+diversifying or does acquiring
public or private companies produce different amoament period or long-term
results.

As almost all of the threats described in the M&#étlook (2007) became reality very
soon after, somewhat ironically even, the M&A maskexperienced a rapid halt. The
worldwide economic disaster caused firms to stremmbhnd cancel or delay their
ongoing projects. Now, two years later the currémtv interest rate-level and
expansionary monetary policies are again offerifgpast to faltering economies and
businesses. In light of the events of last few ggeiaiis therefore interesting to see if the
probable resurrection of the acquisition marketspigroached by bidders and managers
in a more careful way. Do they continue to makestjoaable acquisitions or are we
going to see companies concentrating more on iatgnowth instead?
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