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ABSTRACT

This paper extends the previous research on strategic transactions (M&A) and focuses on
the analysis of the relationship between the pre-event performance of acquiring companies
and value creation in strategic acquisitions for growth. It identifies the prerequisites of
successful transactions and tests empirically how the key fundamental determinants of
the acquiring companies influence investors’ reaction around the announcement and

acquirers’ financial performance in the years after. The results of the analysis confirm

that the intrinsic pre-event performance of the acquiring firm can significantly impact the
outcome and profitability of strategic M&A.

Keywords: Corporate growth, M&A, Strategic financial d ecision making, Shareholder
value, Value creation

INTRODUCTION

In both Corporate Finance and Strategic Management research, Mergers and
Acquisitions (M&A) are associated with the main strategy for the external
growth. In today’s past-changing environment, many executives recognise that
their companies cannot succeed without making acquisitions. The results of
academic studies state that corporate acquisitions contribute to one third of average
corporate growth rate (Baghai et al., 2009). Moreover, they enable a company to
respond to perceived opportunities in the marketplace more quickly and bring
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competitive edge in entering new markets (e.g., Danbolt & Maciver, 2012; Lee &
Lieberman, 2010) or extending the existing product portfolio (e.g., Sheen, 2014).
However, not all companies are able to react and seize the market opportunities
with such agility. The performance of strategic transactions and value they create
for acquiring companies remain rather disputable — the reported success rate of
corporate M&A is only 30%. The leading empirical research shows that striving
desperately for growth (Kim et al., 2011), executives focus mostly on the short-
term perspective without thinking about whether chosen strategy creates value for
their organisation.

Numerous empirical studies (e.g., Cefis et al., 2020; Adnan, 2018; Ishak et
al., 2017; Dell’Acqua et al., 2018; Damijan et al., 2015; Mortal & Shill, 2015; Li-
Yuetal.,2015; Brune et al., 2015) as well as newly developed dynamic theoretical
models (de Andrés et al., 2017; Arikan & Stulz, 2016; Hackbarth & Morellac,
2008; Margsiri et al., 2008; Berk et al., 1999) have not found an explanation what
factors determine the success of external growth, yet. In addition to that, they
often deliver highly contradicting results as they apply different determinants in
their analysis, which leads to an even stronger confusion rather than organised
knowledge how to grow externally. The current paper aims to close this gap. It
does not analyse a wide range of different variables, which are usually tested in
empirical studies (e.g., Lois et al., 2021; King & Irayanti, 2019; Alhenawi &
Stilwell, 2017; Martynova & Renneboog, 2011; Alexandris et al., 2012), nor it
evaluates the strategic decision of growing externally versus internally (Margsiri
et al., 2008). Based on the principles of valuation theory and the concept of
profitable growth, it focuses on core determinants for those firms, for which the
decision to grow creates the largest value (de Andrés et al., 2017; Mass, 2005) and
investigates the impact of pre-event financial performance of acquiring companies
on the transaction outcome. The choice of strategic growth transactions only
allows to reduce the inconsistences in results addressed by Halpern (1983), and to
minimise the agency problems (Fung et al., 2009; Jensen, 2005), supporting the
assumption that managers act completely in interests of shareholders.

The primary motivation for this article is driven by the statement that the
main focus of acquisition is not just to help company to grow fast, but to contribute
valuably to its strategy. In financial terms this means the ability of a company to
grow externally while creating value for its shareholders, which can be expressed
either through an increase in share price or improved financial performance in the
years following transaction. In other words, not any growth can be considered a
value-creating growth. So, Ramezani et al. (2002) showed that despite a common
assumption that growth in sales generally leads to a rise in earnings, an optimal
point exists beyond which additional growth effects adversely profitability
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and destroys shareholder value. For M&A case, Margsiri et al. (2008) analyse
dynamically the trade-off between internal growth and acquisition and suggest
that the value of growth options is constant up to a certain value of the asset to be
reacquired, but declines above that value. De Andrés et al. (2017) differentiate,
applying real option approach, between the “assets-in-place” and “growth options”
diversification and analyse the impact of different strategies on firm market value.
The authors conclude that diversification that increases future growth options is
more value-enhancing. Holder and Zhao (2015) claim that previous studies on
diversification did not take into consideration the impact of diversification on
future growth potential of the firm. They find that the diversification discount may
be the joint result of the increase in value in below-average performers exploring
new growth opportunities through unrelated diversification, and the decrease in
value in above-average performers exploiting their current growth opportunities
through related diversification. The ability of a firm to choose the write strategy,
depending on its current stage of development can be essential. In the recent years
some researchers (e.g., Vinogradova, 2018; Alhenawi & Stilwell, 2017), drew
attention to the importance of pre-event performance of acquiring companies for
the M&A success. From the managerial perspective, this is best explained by
Maksimovic and Philips (2007) who claim that acquirers vastly differ in their
ability to utilise acquired assets. Those with strong pre-event performance are
considered to be more competent and capable of utilising the declared synergies
more efficiently. At the same time, the firm’s pre-event performance expressed
through the financial ratios, can be seen as a predictor of its future stock returns
(e.g., Ou & Penman, 1989; Piotroski, 2000; Novy-Marx, 2013). In the field of
M&A, this was tested by Alhewani and Stillweel (2017), who claim that the
acquirers with lower debt ratios showed generally better results. Despite their
innovative approaches, most of recent studies investigate only M&A transactions
in general and do not address the issue of “strategic growth” acquisitions.

The study contributes to existing research from three main perspectives.
First of all, based on the principles of value-based-management it assumes that
M&A is an investment decision and is value-enhancing if it increases an overall
shareholder value of the acquiring company. Taking into account the studies of
relative importance of growth (Berk et al., 1999; Mass, 2005), this means that the
long-term post-acquisition performance is a function of pre-acquisition conditions,
including the acquirers’ readiness for a strategic transaction, expressed through its
financial performance. Compared to existing empirical studies, which are focused
on the financial analysis of post-event performance, the study investigates the
predictive power of the acquirers’ pre-acquisition performance indicators. Second,
to address the issue of distortion in the data samples because of different acquisition
purposes and as a result, different acquisition strategies (Halpern, 1983), this
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study focuses exclusively on the analysis of “strategic transactions for growth”
and implies that they will have similar patterns in their strategic decision making
and their expected performance. Third, the paper appreciates the statement that
analysis of value created through a transaction must also include the long-term
performance, because capital markets often underestimate the gains from synergy
(Barraclough et al., 2013) and as a result, short-term market-based performance
can be misleading. For these reasons, the study additionally analyses the long-
term financial performance of acquiring companies in three years following the
transaction and how it is influenced by the pre-event results.

LITERATURE REVIEW

One of the major challenges for researchers in the field of M&A remains the
identification of financial determinants influencing the M&A performance. This
must be mentioned for both post-event and pre-event determinants.

Over the last decades the ex-post financial studies using accounting-based
measures have enjoyed increasing popularity. According to Thanos and Papadakis
(2012), the number of studies using accounting-based measures in M&A research
has more than doubled over the last decades. The proponents of this approach
claim that short-term evaluation of market performance can be misleading because
market tends to underestimate the synergy gains (Barraclough et al., 2013) and the
true benefits of M&As materialise slowly over time as the value of the new entity
gradually moves towards its new equilibrium (Hund et al., 2010). Ex-post financial
studies focus on operating measures to evaluate results of acquisition performance
and their impact on the value creation potential of the company. Most of them
analyse the performance of the combined company one or three years following
the acquisition, looking whether the claimed synergies were really achieved.
However, although financial performance remains a central focus in management
research (Hult et al., 2008; Richard & Boyne, 2009), there is no agreement about
which measure exactly is reliable enough to fully reflect the company’s strength
and to be used for analysis. In the age of popularity of industrial organisation
economics, researchers mostly relied on the accounting-based profitability ratios,
such as Return on Assets (ROA), Return on Equity (ROE) and Return on Sales
(ROS). Also, nowadays there are a lot of studies that focus on the accounting
measures (Heron & Lie, 2002; Gugler et al., 2003; Koetter, 2008). From the
mid-1980s with the rise of shareholder activism and introduction of economic
value-added concept, the financial and market-based performance measures won
recognition. Many corporations started to adopt shareholder value maximisation
as their stated objective and use it in executive compensation. Some researchers
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in the M&A field tried to join this stream and applied EVA-concept for their
analysis (e.g., Yook, 2004). At the same time, many scholars support the use of
cash flow returns for assessing firm performance because “it represents the actual
economic benefits generated by the assets” (Healy et al., 1992, p.139). In addition,
using the cash flow performance has advantages compared with the accounting
return on book assets because it excludes the effect of depreciation, goodwill,
interest expense and taxes and is therefore unaffected by the method of accounting
and method of financing. Many studies apply both accounting measures and cash
flow measures (Sharma & Ho, 2002; Freund et al., 2007; Ismail et al., 2011).
Others (e.g., Kukalis, 2013) use EBITDA, which is considered to be the closest
approximation of cash using accounting information. An overview of recent
studies evaluating the performance of acquiring and combined companies after
acquisition and their performance measures used are summarised in Table 1.

The number of empirical studies which are concerned with pre-event
performance of acquiring companies and its impact on M&A success is rather
small. So, one of the earliest studies in this field was introduced by Campa and Kedia
(2002) who outline the necessity to consider firm-specific characteristics in the
analysis of diversification discount. Sudarsanam and Mahate (2003) differentiate
between “glamour” and “value” acquirers based on the pre-event MTBV and
P/E ratios and find out that value acquirers outperform the glamour acquirers in
the three-year-period followed the acquisition announcement. Maksimovic and
Philips (2007) who claim that acquirers vastly differ in their ability to utilise
acquired assets. Acquirers that show strong pre-acquisition financial performance
are supposed to be more competent and able to internalise synergies more quickly.
As aresult, their post-event performance will be stronger in early years. Alhenawi
and Stilwell (2017) investigate a wide range of financial ratios in the years
preceding the transaction and conclude that acquirers with low pre-event debt
ratios achieve better performance in M&A transactions. Several studies from the
field of financial economics strengthen the ability of firm’s performance captured
by financial ratio analysis to predict its future stock returns (e.g., Ou & Penman,
1989; Piotroski, 2000; Novy-Marx, 2013) and show that higher pre-acquisition
liquidity has a positive effect on M&A success, because it facilitates the creation
of internal capital markets (e.g., Stein, 1997; Shin & Stulz, 1998).
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The large number of alternative performance determinant means that many
researchers in the field of M&As puzzle which measure should be selected as an
appropriate performance variable. Stahl and Voigt (2004), who have performed
meta-analysis, claim that the inconsistent approach in selecting the appropriate
performance measures for analysis may held back the research results and cause
rather conflicting solutions. Based on the results of the literature review, it can be
concluded that prolific research in M&A have not found the variables that explain
the success of M&A yet. Therefore, the current paper starts with the theoretical
perspective of value creation and identification of major financial determinants,
which can affect the success of strategic acquisitions for growth.

THEORETICAL BACKGROUND AND RESEARCH FRAMEWORK

The valuation of the firm depends on its ability to grow. The “growth” companies
enjoy higher multiples and higher market values, which makes many executives
desperate to grow (Kim et al., 2011). Christensen at al. (2011) outline, however,
the importance of recognising different M&A strategies. So, decision to boost
current short-term company performance, acquire additional resources or sustain
the existing market position or financial performance, should not be confused with
the aim to grow the company. In the first case, the acquirer will search for a
company with the resources needed, usually overpay and integrate the resources
into own business, downsizing the target. In the second case, the acquirer will
focus on securing future growth through complementing, extending or even
transforming the own business model. An acquisition of a target for its resources
will not bring an unexpected growth, while transformation of a business model
can lead to the highest pay-offs. The M&A transaction that increase the growth
potential of acquirers are usually more valued by market and earn higher returns
(Mass, 2005). However, in order to achieve these positive results and sustainable,
compounding effect of growth, the acquirer must convince the market that their
future growth is reliable and is not associated with high risks (Fama & French,
2007; Novy-Marx, 2004).

The latest research in the field of corporate finance and market-based
financial accounting (Novy-Marx, 2013; Penman & Zhu, 2014; Fama & French,
2015) outlines the importance of firm’s fundamental characteristics instead of
beta analysis to explain stock returns. Following the principles of value-based-
management, a strategic move creates value if it increases the total value of a
company for its shareholders. In case of M&A this means that an acquisition is
value-creating when it increases the market value (MV) of the combined company,
or mathematically expressed:
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MV, > MV, + MV, (1)

Whether it happens, depends on the stage of the development of acquiring
company (Mass, 2005) and the changes in its overall risk profile (de Andrés et al.,
2017). If the diversification reduces risks that shareholders are able to diversify
in their individual portfolios at lower costs than acquiring company, M&A will
destroy value. However, diversification that, for example, provides firm with
growth opportunities that are not easily achievable, will result in a diversification
premium.

Following classical formula for description of market value of a firm, the
market value can be described as a sum of market value of a firm as a cash cow
and per share value of its growth opportunities or expressed through the classical
valuation formula.

V firm FCFtl FCF{Z

_ N FCF, |, FCF.
(I+r)  (1+r)7

+

o g - ©)

The first part of the equation—ability of the firm to earn cash—depends on firm’s
investment activity and ability to earn return on those investments or expressed in
terms of operating performance.

. » E«{(NOPAT.))
V! :IC‘+Zi:lW 3)

where IC,= Capital invested in the period t, E(NOPAT),,,; = expected net operating
profit after tax in the next period (as estimated by analysts), rWA“= required rate
of return. This relationship is similar to the forecasted M/B ratio, showing the
ability of the company to utilise its assets and earn positive shareholder returns.

Assuming that the expected NOPAT increases with additional invested
capital, which is the reinvested retained earnings at a constant reinvested rate (IR),
the expected operational profit can be presented as a function of growth in retained
earnings in the analysed period and return on invested capital. Putting it into the
Equation 3:

- . NOPAT(l — )
Vi =1C+)7 a +rWACC)R°K 4)

which describes the value capture from the existing assets. Only conditioning on
the existing ROIC it is possible to draw inferences about the future growth in
earnings. In case if there is no future growth in the expected profits, the value
equals to the market value of already invested capital. Assuming the constant
NOPAT and reinvestment rate, which is a function of NOPAT in the existing
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period, the increase in expected NOPAT can be understood as the sustainable
growth rate. However, the ROIC declines with time, when new competitors enter
the market and erode the firm’s long-term profitability. This development explains
why future growth opportunities often contribute to the largest part of the firm
value.

The relationship described in formula (4) presents the value created from
the existent assets, does not however take into consideration the value of future
growth opportunities, which can be achieved for example, through additional new
projects with positive NPV. Therefore, the valuation formula must be extended
in line with the concept suggested by Ross et al. (2003) and proven by recent
research (Berk et al., 1999) as follows:

NOPAT.(1 — w) , PV(GO)
(1 _|_rWACC) + r (5)

Vtﬁml = IC[ —+ Zil

where PV (GO) is present value of growth opportunities. Defining the term as a
number of future projects (n) multiplied by the present value of cash earned from
these projects, it can be re-written as follows:

NOPAT,(1 — wr) . PV(NOPAT), *n
(1 +179) r (6)

Vim=1C 47

where n is number of new projects. In fact, the empirical analyses prove that
investment in growth generates more shareholder value than cost-cutting. So,
Mass (2005) confirms that an increase in profitability has a linear effect on value
created, while an increase in growth shows a compounding effect and Anderson
and Garcia-Feijoo (2006) prove empirically that market value increases following
investment in projects with positive net present value and by more than the book
value. The major point remains however, that such “growth strategies” should not
destroy the existing profitability or the bottom line of the firm (Novy-Marx, 2013).
This means that increasing the growth potential through a number of future positive
investment projects without a negative impact on acquirers’ profitability should
result in the highest value created through the transaction. In other words, a firm’s
move for a strategic acquisition for growth is value-creating if it helps a strong
performing company with financial discipline to enhance its growth, without a
decrease in existing financial performance. If the market correctly evaluates the
decision about the acquisition, then it should reward the firms with strong pre-
acquisition performance and react negatively to the acquisition announcements
of the poorly performing firms. Moreover, if correctly chosen, such strategy
will help the acquiring company to sustain its financial performance in the years
following the transaction and realise the highest net value of the acquisition. This
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proposition enhances the existing M&A research and will be tested empirically in
the future chapters.

Market-based Performance

Based on the logic presented above, in the first step, I investigate whether pre-
event performance and growth rates are reflected in the market-based performance
of acquirers associated with external growth strategy. There are only few studies
that tried to analyse the link between pre-event performance and abnormal returns
of acquirers. So, Sudarsanam and Mahate (2003) analyse the relationship between
the pre-event financial performance of acquirers expressed in terms of P/E and
P/B ratios. Their findings state that “value” acquirers outperform “glamour”
acquirers in the three-year post-acquisition period and are more likely to pay with
cash. They also report that the investors seem not to distinguish between the pre-
event performance of acquirers around the announcement but quickly adjust their
reaction in the post-acquisition period. Grant and Trahan (2009) who analysed the
share returns of acquirers based on their pre-event economic value added (EVA)
performance state that the high performers still destroyed value at a large scale
around the day of announcement, although these results improved in the long-
term event window. Proponents of behavioral theory in finance outline the role
of fix attitudes of investors towards a specific company and its performance. So,
Shleifer (2004) introduces the “extrapolation hypothesis” and claims that investors
build their future expectations based on the previous performance of the company.
Following the principles described above, I can assume that:

H1: The fast-growing companies earn better abnormal returns on their
acquisition announcements than slow-growing companies.

H2: The companies with strong pre-event operating performance earn
better returns in strategic growth acquisitions than those with the
weak pre-event operating performance.

Post-event Financial Performance

The evaluation of short-term market-based abnormal returns may not fully present
the true value created in the strategic acquisition for growth. One of possible
explanation of this is that information included in the share price is not always
sufficient and investors often underestimate potential synergies (Barraclough et
al., 2013). Moreover, a newly formed company requires time to realise them (e.g.,
Hund et al., 2010). For this reason, I extend my analysis through an investigation
of post-event financial performance of acquiring companies for three years

137



Veronika Vinogradova

following the transaction. In the age of popularity of industrial organisation
economics, researchers mostly relied on the accounting-based profitability ratios,
such as ROA, ROE and ROS. Also, nowadays there are a lot of studies that focus
on the accounting measures (e.g., Kotter, 2008). At the same time, some influential
scholars outlined the importance of the use of cash flow returns for assessing
firm performance because it reflects the actual economic benefits generated
by the firm’s assets (e.g., Healy et al., 1992). The large number of alternative
performance measures means that many researchers in the field of M&As puzzle
which measure should be selected as an appropriate performance variable.

The present study focuses on the effect of fundamental operating
performance measures on the transaction outcome and relies on the principles of
value-based management. Following this approach, following hypotheses can be
developed:

H3: The overall performance of strategic acquirers does not deteriorate
significantly after the transaction.

H4: Acquirers with high pre-event growth rates, focus on their operating
performance and improve it.

HS5: Companies with strong operating performance continue to outperform
also after merger.

DATA SAMPLE AND METHODOLOGY

To test hypotheses, I built a unique data sample that includes 101 public companies,
which completed at least one transaction during the fifth and sixth merger waves
(from 2000 to 2010), using Thomson One SDC and Lexis/Nexis Databases.
The 5th (global merger wave) and 6th (emerging markets wave) merger waves
are known as “strategic growth” waves, and therefore, are the most appropriate
choice for the analysis of “strategic acquisitions for growth”. The performance of
market indices and individual share prices was analysed using Thomson Reuters
Datastream, the investigation of financial performance was performed on the
data from Thomson Reuters One Banker Worldscope Database. All transactions
included into data sample met following criteria:

1. The acquirer is a publicly traded company.

2. The transaction volume is higher than USD500 million.
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3. The acquirer owns 100% of the target company after the completion of
acquisition.

4. All acquisitions are friendly or neutral and were completed.

The acquisitions were completed with the intent of strategic growth
according to Thomson Reuters SDC database, which is also verified by MergerStat
databases.

The transactions in the data sample include both national and international
acquisitions from all industries, except from real estate and financial services. The
acquiring companies in the data sample originated from 13 countries. The largest
part of acquirers (63%) are American companies, 16% come from the U.K. and
Canada, 17% from Europe and 4% from Japan. The high representative number of
American companies, which mostly diversified to English-speaking countries, can
be explained by the availability of financial data in the databases. The European
companies preferred to diversify to the U.S. and the U.K. Table 2 summarises the
key statistics of final data sample.

Table 2
Descriptive statistics of data sample
Internationality Industry

Descriptive All National  International Same Different
properties industry industries
Number of 101 72 29 87 14
transaction
in % 100 71.29 28.71 86.14 13.86

Total value (USD 625,379.46 502,723.90  122,655.55 542,377.08 83,002.37
million)

in % 100 80.39 19.61 86.73 13.27
Mean value ($mn) 6,191.88 6,982.28 4,229.50 6,234.22 5,928.74
Median value ($mn)  2,294.52 2,173.64 2,294.52 2,495.68 1,731.46

The analysis of initial operating performance of acquiring companies before the
transaction shows that in general, companies in the data sample outperformed
their industries in all chosen financial ratios. Table 3 presents the results.
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Table 3

Pre-event operating performance of acquiring companies
Ratios EBITDA/SALES FCF/SALES CAPEX/SALES SALES/ASSETS
N 101 101 101 101
Average 25.59% 19.31% 10.60% 0.93
Standard 16.52% 14.58% 17.78% 0.67
Deviation
Minimum 1.44% —9.04% 0.33% 0.16
Maximum 76.61% 65.83% 131.69% 42
vs. Industry +6.55% +4.26% +11.87% +6.03%

The event-study methodology was used to analyse the short-term market
performance of acquiring companies around the transaction announcement. First,
the pre-announcement shareholder returns of acquirers were estimated for the pre-
event period, which started 180 days and ended 20 days before the transaction
announcement. To calculate the expected market returns (R,,,), MSCI (Morgan
Stanley Capital International) Index was used as the market return proxy for
acquirers in the sample. This study takes into consideration the geographical
distribution of the analysed firms and applies the appropriate national index.
To adjust for possible cross-sectional dependence, event-clustering as well as a
possible increase in the variance over the event period, abnormal returns were
standardised and tested using the adjusted z-statistic suggested by Mikkelson and
Partch (1986). Tests of statistical significance were calculated following Ismail
and Davidson (2005). To perform a mean-difference test in the univariate analysis,
t-statistics following Beitel et al. (2004) was calculated.

To analyse the pre- and post-event operating performance of acquiring
companies, I built the ratios based on the fundamental data from Thomson Reuters
DataStream and Worldscope. To control for impact of industry effects and to
make the data comparable through the different industries, the financial ratios
were adjusted following Kukalis (2013) and Healy et al. (1992). The variables
used for the analysis present the performance of acquiring companies compared
to their industry average. If analysed company outperforms its industry, it is
considered to be a strong performer; if its values are below the industry, it is called
a weak performer. Those participants, whose data was not available, are omitted.
Therefore, the number of companies in the subsamples is shown explicitly. For
operating performance, the three-year-average pre-event ratio of EBITDA/SALES
is considered, while for growth, the SALES growth ratio is applied.
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RESULTS AND DISCUSSION

Market-based Performance
Overall performance

The overall short-term performance of acquirers around the acquisition
announcement is summarised in Table 4.

Table 4
CAR of acquiring companies around the day of announcement
Event ALL (N =101) National (N =72) International (N = 29) Difference
window
CAR Z-statistic CAR Z-statistic CAR Z-statistic  (Nat-Int) t-statistic
(p-value) (p-value) (p-value) (p-value)
Panel A: Around the announcement
(-10;10) —0.256™"  =2.573 —0.244™ —2.071 —0.286 —1.538 0.040 0.175
(0.011) (0.039) (0.124) (0.861)
(-5;5) -0.312""  -3.132  -0.329""  -2.792 —0.268 —1.445 —0.061 -0.247
(0.002) (0.005) (0.148) (0.805)
(-3;3) -0.365"  -3.666  —0.395""  -3.353 —-0.289 —-1.557 —0.106 —0.409
(0.000) (0.001) (0.119) (0.683)
(-1;1) -0.515""  -5.179  -0.650""  —5.512 —0.182 —0.982 —0.468 -1.579
(0.000) (0.000) (0.326) (0.118)
Panel B: On the day of announcement
0) -0.757"  -7.610  —-0.904™"  -7.670  —0.393" —2.117 —0.511" —-1.677
(0.000) (0.000) (0.034) (0.097)
0;1) -0.515"  —6.111 -0.796"  —7.750 —0.143 —-0.769 —-0.653™ —-2.050
(0.000) (0.000) (0.442) (0.043)
Panel C: After the announcement
-1;3) -0.406"™"  —4.081 —0.493™ 4183 —0.190 1.025 —-0.303 -0.303
(0.000) (0.000) (0.305) (-1.121)
-1;5) -0.310""  -3.114  -0.388""  —3.289 —0.117 —0.629 —0.271 —0.271
(0.002) (0.001) (0.529) (-1.047)
(-1;10)  -0.278" 2794 -0.275™ -2.350 —-0.267 —-1.544 —-0.008 0.051
(0.005) (0.019) (0.123) (0.959)

Notes:The table shows the cumulative abnormal returns (CAR) of acquiring companies participating in the
strategic acquisitions for growth in the period form 2000 till 2010. The CAR are calculated based on market-
based model and using MSRI Index to measure market returns.* significance 10% level, using two-tailed test; **
significance 5% level, using two-tailed test; *** significance 1% level, using two-tailed test.

The results show that the bidders suffer negative abnormal returns, which are
statistically significant in all event-windows. On the day of the announcement,
they earn the strongest negative returns of —0.757%. This value improves slightly
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in the shortest event window (-1;1) to the fall in share price of —0.515%. The
number of acquirers who experience positive abnormal returns increases on the
first day after the acquisition announcement to 43 from 38 the day before, even
though this number remains still lower compared to those who experience negative
performance (58). These results support the findings of the existing literature
about the short-term market performance of bidding companies (Dell’ Acqua et
al., 2018; Kedia et al., 2011, Moeller et al., 2004).

Pre-event growth rates

The results of the analysis of the effect of pre-event growth rates of the acquirers
on their abnormal returns confirm the first hypothesis and state that the pre-event
growth rates indeed influence the market reaction. Table 5 presents the summary
of the results.

It is striking that especially in the short-event window the abnormal
returns of the companies with high pre-event growth rates are twice as better as
the abnormal returns of the companies with low pre-event growth rates. On the
day of the announcement the CARs are —0.498% and —1.027%, respectively. This
difference in performance is statistically significant at the 10% level. The gap in
performance is also observed in the event windows (—1;1) and (0;1) and remains
stable in the longer event window after the acquisitions’ announcement. So, in
the event window (—1;10) the high-growth companies perform almost three times
better than low-growth companies with—0.125% and —0.425%, respectively. These
results extend the existing literature in M&A field (e.g., Sudarsanam & Mabhate,
2003), but can probably relate to the perspective of behavioral finance, which
outlines a strong focus of investors on growth and their attachment to the recent
performance of the acquirers (Shleifer & Vishy, 2003), which they incorporate
also in their expectations of future returns.

If we look into international and national sub-group (the results are
provided in Table 6, we will find that pre-event growth rates are important for
both national and international acquirers. Nevertheless, national acquirers
experience statistically significant difference in their abnormal returns on the day
of the announcement and 2-days-event window (0;1). The CAR of high-growth
acquirers on the day of announcement are —0.611%, compared to CAR of -1.291%
of low-growth acquirers. The mean-difference test is significant at 5% level.
With the increasing length of event-window, the difference in the performance
diminishes. The international acquirers show the similar trend, however, the
difference between the abnormal returns of strong- and weak-performers do not
show significant results. The CAR of high-growth acquirers in the event window
(-1;1) are +0.124%, compared to —0.431% for low-growth acquirers.
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Pre-event operating performance

The impact of the pre-event performance of bidders on their abnormal market
returns around the announcement date is summarised in Table 7.

The results indicate that indeed, there is a difference in the investors’
reaction especially on the day of the announcement and in the short-term event
windows. The cumulative abnormal returns on the date of the announcement are
—0.676% and —0.911% for strong and weak performers respectively, with even
more striking difference for the event window (-1;1). Here the strong performers
have almost twice as better returns as the weak performers with —0.377% and
-0.753%, respectively. However, these differences diminish in the longer event
window and almost disappear in the event widow (-10;10). Here, both strongly
and weakly performing acquirers earn similar abnormal returns with —-0.218% and
-0.288%, respectively. Despite no significance in the mean difference tests, it can
be concluded that the pre-event performance of the acquiring company impacts
the investors’ reaction on the announcement and confirm that investors trail the
pre-event performance of acquirers. The investors are more positive about the
strategic moves of strong performers rather than weak performers. However, it is
striking that the difference in the reaction is not extreme and diminishes with the
prolonged event window in the days after the announcement, what suggests that
additional information that become available makes the investors to adjust their
first reaction on the transaction announcement and re-evaluate its impact on the
company’s strategy. This finding advances the current research and suggest new
determinants which must be included into the future analysis.

A closer look into the performance of national and international groups,
which is summarised in Table 8, reveals that the pre-event operating performance
is an especially important determinant for international acquirers. The acquirers
with strong pre-event performance earn positive abnormal returns in all analysed
event-windows, while the results of acquirers with weak pre-event performance
are strongly negative. The CAR on the day of the announcement are +0.113%
and —1.110% for strong- and weak-performers, respectively. The mean-difference
test shows significant results at 10% level. The statistically significant difference
in performance remains also for event windows (0;1) and (-1;5). The results for
national acquirers do not differ significantly. For the event window (—1;1) the values
for strong- and weak-performers are almost similar with —0.630% and —0.690%,
respectively. For larger event windows, the strong performers have even slightly
worse values, which allows the conclusion that there are other determinants that
have a stronger impact on the abnormal returns of national acquirers.
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Post-event Financial Performance

To analyse the impact of pre-event performance on the sustainability of value
created through transaction, I also investigate the long-term performance of
the acquiring companies three years after the completion of transaction. The
difference between pre-event and post-event performance is calculated based on
average numbers over 3 years before and after the transaction. In addition to this,
the results for each single years after the acquisitions are provided.

Overall performance

In general, the acquiring companies in data sample outperformed their industries
before the acquisition in all analysed ratios and could continue this trend after the
transaction as well. The detailed information about the performance of acquirers
is presented in Table 9.

The results show that although on average the financial performance
decreased after the transaction, it remained mostly positive. The largest decrease
the acquiring firms experienced in the first year after the acquisition in all ratios
analysed, over the following two years these values recovered even though did not
reach the pre-event levels. The only ratio that showed negative development in the
years following acquisition was SALES/ASSETS, which fell from 6.91% over
the industry average to —1.03%. This means that the increase in sales during the
first three years was not satisfactory. The value of CAPEX/SALES ratio remains
higher in the year 1, with 1.92% over the industry average and decreases slightly
till 1.63% in year 2, which can be explained with additional investments needed
in the first years of the implementation process and stronger focus on operations
in the following years.

To understand this trend better, [ investigate the performance of acquirers
involved in national and international transactions. The data for both sub-
groups in summarised in the second part of the Table 9. It is obvious that the
negative development of CAPEX/SALES and SALES/ASSETS ratios is driven
by international acquirers. While national acquirers experienced positive values
in terms of SALES/ASSETS before the acquisition, international acquirers were
below the industry average with —2.13%. This ratio deteriorated even further in
the years after the transaction, being 10.96% below the industry average. The
performance in terms of CAPEX/SALES decreased as well from 4.14% in the
years preceding the transaction to 2.10% in the years after the transaction. At the
same time, national acquirers experienced the largest decline in their performance
in the first year after the acquisition, when value of SALES/ASSETS dropped from
10.17% before the event to 1.80%, but then started to recover, reaching 4.35% in
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the year 3. CAPEX/SALES values showed an insignificant decline but recovered
to the pre-event values in year 3. The difference in the performance of national and
international acquirers can be explained with the fact that international transactions
experience more complex and resources-intensive implementation process and as
a result, the need of additional capital in the first year after the transaction can
be a good explanation for this trend. National acquirers in the sample, however,
do not experience such difficulties, the development of their post-event CAPEX/
SALES and SALES/ASSETS ratios are in line with other financial ratios. Overall,
the received results provide new insights for the strategic deals, which advance the
current research (e.g., Lois et al. 2021; King & Irayanti, 2019; Rao-Nicholson et
al., 2016; Daniliuc et al., 2014; Heron & Lie, 2002; Gugler et al., 2003; Koetter,
2008) and proves that the future long-term performance of strategic acquirers is
strongly affected by their pre-event financial results.

Table 9
Post-event finanical performance of acquiring companies
Ratios Average performance  Mean-difference test Post-event performance
improvement

Pre-event Post-event Difference #-statistics (p-value) Year+1  Year+2  Year +3

ALL (N = 101)

EBITDA/SALES 4.76%  2.69% 2.07%  -1.080 0.283 1.12%  3.80%  3.15%
FCF/SALES 6.06%  3.13% —293%  —0.996 0.322 242%  391%  3.08%
CAPEX/SALES  3.79%  2.12% ~1.67%  —0.806 0.422 1.92%  1.63%  2.80%
SALES/ASSETS 691%  -1.03%  -7.94%  -1.176 0.242 “1.69% -127%  -0.11%
GROWTHRATE 7.51%  9.39% 1.88% 0.523 0.602 268%  1.97%  0.98%
NATIONAL (N = 72)

EBITDA/SALES  5.54%  2.60% —2.94%  -1207 0.229 134%  3.95%  2.53%
FCF/SALES 3.62%  3.10% ~0.52%  -0.266 0.791 251%  3.61%  3.18%
CAPEX/SALES  3.43% 1.99% ~1.44%  -0.565 0.573 1.03%  1.80%  3.34%
SALES/ASSETS  10.17%  3.24% -6.93%  —0.788 0.432 1.80%  2.99%  435%
GROWTHRATE 9.28%  8.75% ~0.53%  —0.182 0.856 897%  827%  9.02%
INTERNATIONAL (N = 29)

EBITDA/SALES 2.74%  2.94% 0.20% 0.067 0.947 0.56%  341%  4.84%
FCF/SALES 11.98%  3.29% -8.69%  —0.936 0.353 2.18%  4.63%  3.05%
CAPEX/SALES  4.14%  2.10% ~2.04%  -0.558 0.579 4.00%  1.10%  1.21%
SALES/ASSETS -2.13%  -10.96% -8.83%  -1476 0.145 ~1025% —11.76% —10.87%
GROWTH RATE 3.11% 11.07%  7.96% 0.784 0.436 1321%  12.51%  7.49%

Notes: The table shows the change in performance ratios of acquiring companies before and after the completion
of acquisition. The average pre-event performance is adjusted by industry and is calculated as an average over
three years preceeding the transaction. The average post-event performance is an industry-adjusted average over
three years following the transaction. Post-event performance improvements are industry-adjusted. p-value for
the mean- difference test is calculated based on two-tailed test. * Significance at 10% level, using two-tailed test;
** Significance at 5% level, using two-tailed test; *** Significance at 1% level, using two-tailed test.
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Pre-event growth rates

The analysis shows that growth rate was one of the most important determinants
in the evaluation of transaction performance. The impact of growth rates on the
post-event ratios of acquirers is presented in Table 10.

Those companies that had strong growth rates before the acquisition
outperform the industry also after the transaction. Nevertheless, their relative post-
event growth rates are twice lower than pre-event ones, with 21.62% and 10.22%,
respectively, with the lowest value in the first year after the event (8.48%) and
the highest in the third year (12.84%). Similar trend is observed also for other
financial ratios.

Those acquirers that experienced week growth performance before the
event improve their growth rates significantly and in the first post-event year
outperform even the high-performing companies. So, while in the years preceding
the transaction, the performance of acquirers was 11.52% below industry average,
it reaches 8.27% above industry average in the post-event years, with even 12.48%
in year +1. Nevertheless, this trend is rather short-term and the performance
diminishes till post-event year 3, reaching 2.63%. EBITDA/SALES of these
participants slightly increases from 3.46% to 3.84% after the transaction, which
outlines the focus on operating profitability and ability of companies to reach those
results. The highest value of 6.89% was experienced in year 2 after transaction.
CAPEX/SALES increases as well from 0.91% to 2.05% after the acquisition, with
constantly growing trends towards the post-event year 3, when it reaches 3.58%.
The only ratio with a negative trend is SALES/ASSETS, which plummeted from
relative 3.01% in the pre-event years to —10.50% in the post-event years and
remains negative during all three years after the transaction announcement.

A closer look into the ratios of national and international acquirers shows
no significant difference in the performance development of two sub-groups. The
post-event financial performance of both national and international acquirers
follows the same patterns, which are similar to the trend presented for the entire
data sample. The growth rates of strong performers remain positive despite a
slight decrease in the post-event period with improving trend toward the third
year, while the growth rates of weak performers increase considerably in the first
year after the transaction, but decrease towards the third year. Interesting fact
here is that the weak performing companies pursuing international transactions
have both ratios—EBITDA/SALES and growth rates—below the industry values.
After the transaction the growth rates show steep increase in the first year, but the
EBITDA/SALES ratio improves at a slower pace in the past event period towards
the year 3.
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Table 10
Post-event performance of acquiring companies based on the pre-event growth rates
Growth rate Average performance Mean-difference test Post-event performance
improvement

Pre-event Post-event Difference t-statistics (p-value) Year+1 Year+2 Year +3

STRONG PERFORMER ALL (N = 58)

EBITDA/SALES 5.68% 1.81% -3.87% —-1.552 0.123 0.83% 1.51% 3.09%
FCF/SALES 3.94% 2.09% -1.85% —0.878 0.387 2.40% 1.62% 2.26%
CAPEX/SALES 5.66% 2.00% -3.66% —-1.251 0.213 3.46% 2.52% 4.12%
SALES/ASSETS 9.33% 6.32% -3.01% -0.299 0.765 2.63% 1.38% 1.98%

GROWTH RATE  21.62% 10.22%  —11.40%"™"  -2.847 0.005 8.48% 9.32%  12.84%
WEAK PERFORMER ALL (N =43)

EBITDA/SALES 3.46% 3.84% 0.38% 0.124 0.902 1.51% 6.89% 3.22%
FCF/SALES 8.81% 4.58% —4.23%* —-1.828 0.071 2.44% 6.99% 4.19%
CAPEX/SALES 0.91% 2.05% 1.14% 0.393 0.696 0.87% 1.89% 3.58%
SALES/ASSETS 3.01% —10.50% -13.51% -1.615 0.110  -10.94% —12.06% —9.66%

GROWTH RATE  —11.52% 8.27% 19.79%"" 14.383 0.000 12.48%  9.70% 2.63%

Notes: The table shows the change in performance ratios of acquiring companies before and after the completion
of acquisition. The average pre-event performance is adjusted by industry and is calculated as an average over
three years preceeding the transaction. The average post-event performance is an industry-adjusted average over
three years following following the transaction. Post-event performance improvements are industry-adjusted.
p-value for the mean-difference test is calculated based on two-tailed test. * Significance at 10% level, using two-
tailed test; ** Significance at 5% level, using two-tailed test; *** Significance at 1% level, using two-tailed test

Pre-event operating performance

General post-event performance of acquirers according to their pre-event
profitability (EBITDA/SALES) is shown in Table 11.

The high performers experienced a slight decrease in the value of their
ratio, from 10.63% in the pre-event years to 6.16% in the years after, even though
the results outperformed the industry and improved with time, reaching 7.09%
in the year 3. Similar trend is experienced also for other ratios. SALES/ASSETS
ratio is negative before transaction that is an obvious sign that these companies
were focused on profitability not growth before the acquisition and decreases even
further in the years following the transaction. The values are —8.94% and 16.94%,
respectively, with the lowest value in the first post-event year of —18,18%. The
numbers for low performers show that they focused on growth in the years preceding
the acquisition, had additional cash resources and decided to spend them on
acquisitions. The values for EBITDA/SALES and CAPEX/SALES were negative
in the years preceding the transaction, with —4.62% and —1.59%, respectively.
They remain negative also in the years following the transaction, reaching —1.59%
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and —1.94%, respectively. The performance in terms of FCF/SALES decreases as
well. While acquiring companies outperformed the industry in the pre-event years
by 2.88%, after the completion of transaction their performance is 1.61% below
the industry average, with the most significant drop in the first post-event year.
Growth rate increases, however, considerably and reaches 10.58% in the post-
event years, compared to 3.60% in the pre-event years.

If we look into two different sub-samples, the national high performer
showed both strong growth and operating performance, even though they were
less efficient that the industry average. In the years following the transaction, their
operating performance remained above the industry average, despite being a bit
lower than in the pre-event years, while growth rate increased further towards
the third post-event year. The weak performer had low EBITDA/SALES, FCF/
SALES and CAPEX/SALES ratios, but high growth rates and SALES/ASSETS
ratios in the pre-event years. After the transaction the operating and financial
performance of these acquirers remained below average in all years following
the event, even though their growth rate increased in the first post-event year with
positive but decreasing trend in the years after.

The performance of high performing international acquirers was similar
to those of the national acquirers. High performers outperformed the industry
average according to all ratios except from SALES/ASSETS before and after
the transaction. Low performers outperformed the industry in terms of CAPEX/
SALES and SALES/ASSETS, but underperformed in terms of EBITDA/
SALES, FCF/SALES and GROWTH RATES. Even though they could improve
significantly their growth rates after the completion the transaction, the operating
and financial performance remained low.

Table 11
Post-event performance of acquiring companies based on the pre-event operating
performance

Post-event performance

Average performance  Mean-difference test .
improvement

EBITDA/
SALES

Pre-event Post-event Difference f-statistic p-value Year+1 Year+2 Year +3

STRONG PERFORMER ALL (N = 62)

EBITDA/ 10.63%  6.16% —4.47% —1.648 0.102 3.78% 7.63% 7.09%
SALES

FCF/SALES 7.99% 6.15% —1.84% —0.851 0.396 5.53% 6.90% 6.01%
CAPEX/SALES  6.92% 4.51% —2.41% -0.753 0.453 4.40% 3.81% 5.31%
SALES/ -8.94%  -16.94%  -8.00% —-1.352 0.179 -18.18% —17.12% -15.50%
ASSETS

(Continued on next page)
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Table 11 (Continued)

Post-event performance

EBITDA/ Average performance Mean-difference test improvement
SALES

Pre-event Post-event Difference #-statistic p-value Year+1 Year+2 Year+3
GROWTH 16.04%  8.78% —7.26% —1.845 0.067 8.04% 10.37%  7.92%
RATE
WEAK PERFORMER ALL (N = 39)
EBITDA/ —4.62%  —2.88% 1.74% 1.813 0.074 -3.10% -2.29% -3.12%
SALES
FCF/SALES 2.88% -1.61% —4.49% -0.654  0.515 -2.53% -0.86% —1.58%
CAPEX/SALES -1.59% —-1.94% -0.35% -0.317 0.752 -2.12% -1.93% -1.54%
SALES/ 31.40%  24.86% —6.54% -0.507  0.614 24.61%  23.99% 24.37%
ASSETS
GROWTH 3.60% 10.58% 6.98% 0.986 0.327 1527%  9.37% 7.10%
RATE

Notes: The table shows the change in performance ratios of acquiring companies before and after
the completion of acquisition. The average pre-event performance is adjusted by industry and
is calculated as an average over three years preceding the transaction. The average post-event
performance is an industry-adjusted average over three years following the transaction. Post-event
performance improvements are industry-adjusted. p-value for the mean-difference test is calculated
based on two-tailed test. * Significance at 10% level, using two-tailed test; ** Significance at 5%
level, using two-tailed test; *** Significance at 1% level, using two-tailed test.

CONCLUSION

The aim of the article was to investigate the impact of pre-event financial
performance of acquiring companies on the value creation and their success in
“strategic acquisitions for growth”. While largest part of the existing studies
examines the impact of different non-financial factors on the M&A performance
and does not take into consideration the purpose of the deal and readiness of
acquirers to grow externally, this paper pays a special attention to the pre-event
performance of strategic acquirers bringing a new perspective into the analysis.
To offer a systematic approach, I built a unique data sample of solely strategic
acquisitions for growth completed during 5th and 6th merger waves, which are
officially known as strategic waves, and analysed both the short-term capital
market-based abnormal returns and the long-term financial post-event performance
of acquiring companies.

The most important finding of the study, is that the pre-event operating
performance of acquiring companies and their pre-event growth rates, indeed,
influence strongly the value created through strategic acquisitions for growth. A
striking result from the market-based analysis is that acquirers with higher pre-
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event growth rates experienced significantly higher abnormal returns around the
announcement than acquirers with lower pre-event growth rates. These results
are especially important and statistically significant for national acquirers. The
difference in the market reaction for acquirers with different financial performance
does not show statistically significant power for the entire data sample, but is
significant for international bidders in the short and mid-term event windows,
which implies that international acquirers were more focused on the enhancement
of growth potential and chose the strong performing targets to accelerate it.
These findings extend and advance the current M&A research that focuses on the
analysis of market-based performance (e.g., Cefis et al., 2020; Adnan, 2018; Ishak
et al., 2017; Dell’Acqua et al., 2018; Damijan et al., 2015; Mortal & Shill, 2015;
Li-Yuetal., 2015; Brune et al., 2015, Martynova & Renneboog, 2011; Alexandris
etal., 2012).

The most important result of the long-term analysis is that pre-event
financial performance of acquirers does not deteriorate/improve significantly.
Those companies that outperformed their industries before the acquisition perform
well also after the transaction — all their ratios remain above the industry average,
which contradicts some academic studies, highlighting the overall deterioration
of acquirers’ performance (e.g., Rao-Nicholson et al., 2016; Boateng et al., 2019;
Pazarskis et al., 2006; Huang et al., 2016). Those companies that experienced
week performance before the transaction continue to underperform after the event.
In terms of growth rates, an obvious result is that international acquirers could
improve their performance more that national acquirers. The strong-performing
international acquirers showed also better results in terms of post-event financial
performance compared to national acquirers. Moreover, they could quickly realise
the full potential of the M&A and increase their growth rates significantly in the
first and second years after the transaction, without deteriorating their operating
performance. Contrary to the international acquirers, companies participating
in national transactions could not improve their growth rates and operating
performance significantly, even though the M&A did not lead to the significant
decrease in their performance. These results advance the findings of the existing
studies (Lois et al. 2021; King & Irayanti, 2019; Rao-Nicholson et al., 2016;
Daniliuc et al., 2014; Heron & Lie, 2002; Gugler et al., 2003; Koetter, 2008)
and only partially confirm the works of Hund et al. (2010) and Barraclough et al.
(2013).

The results of current study have important implications for both academic
communities involved in the research of M&A as well as for top management
performing M&A for growth and striving to achieve the highest value for firm’s
shareholders. They allow the conclusion that M&A do not help companies to
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improve their financial performance, but rather enhance their ability to grow
profitably, especially in case of international diversification. Moreover, the strong
financial discipline before the transaction helps the acquiring company grow
further, creating value for its shareholders. This finding means that value creation
process in M&A follows the principles of value-based management presented in
this paper. They prove that the value creation in strategic acquisitions for growth
can be at least partially anticipated and executives should consider their pre-event
financial performance while planning their next strategic move.

In addition, the study does not only contribute to the current academic
discussion about the ability of financial performance to predict future abnormal
returns and the ways for achieving profitable growth, but it also brings a new
perspective into the classical M&A research. Further empirical works could
provide additional insights into different industries and analyse transactions of
other merger waves.
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