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Chapter |

Introduction

1.1 Backgrounds and Problem Review
The worldwide economic depression of the 1930s and subsequent Second

World War prevented the emergence of an M&A wave for several decades, it is a

well-known fact that mergers aigs #/1&A) come in waves; each wave was

of si‘é 'haracteristics (Martynova and

particularly remarkable

Renneboog, 2008). W -ueet regime in 1950, US M&A

changed to the new patt~ \ to the development of large

conglomerates’. By b ses intended to benefit from

growth opportunities in 4 o their primary business. This

allowed them to achieve » consequence of risk reduction

— by pooling of imperfectl} o rec®n, then, their earnings volatilities

. . J I
will be less. Lower_earnina "‘J '*

2

gacted default costs. Leverage can

potentially be increl 78 ') and greater tax benefits,

as first suggested by i! wellen (19/1). Copeland and Liton (1979) give a review of

e 03 gt g8 YRR g e

considered as tid variability of returns and other rlsks such as the risk of bankruptcy
o QAR AN N Y o
that dlversmcatlon ceteris paribus, can lead to a reduction in the variability of
operating earnings if the returns are negatively correlated, furthermore, given positive

correlation, the lower the level of correlation the lower the variability of the sum of

1 In 1950, the Celler-Kefauver Act amended Section 7 of the 1914 Clayton Act to prevent

anticompetitive mergers.



returns. Therefore, financial synergy provides a unique rationale for conglomerate
acquisitions.

On the other hand, related mergers are likely to be unable to achieve financial
synergy by the definition, merger with the firm in the same industry or high
correlation industry. However, managerial literature suggests that the benefits of

related mergers are operational synergy, market power, resource complementarities,

208\\1// /atron sharing from upstream or to
downstream business unit: _— —, “ ,éese benefits, related mergers can
manage the business um e i, ~ T ~or example, upward vertical
integration can control ‘", | -y | TR shortage of raw material or
supply, downward verti #1'4 § F - - \ Ciihe bullwhip effect, or demand
fluctuation® (Chen et 2’ : - ion can gain market power,
which lead to pricing ab ., : A [Uu8om market shocks (Moyer and
Chatfield, 1983). Conseque#il mcy achieve risks reduction and then
financial synergy as.\ eII =27 "'
Whilst othe‘ ..*:'J‘ Melicher and Rush,
1974; Mueller, 1977, J an Kim ana wvicconnell, 19773 r scott, 1977; and Thompson,

1984) are exalﬂr u Ejepj ﬂaﬂ me]gy]ariﬁted with conglomerate

mergers to argu@lwhether conglomerate mergers can really produce financial synergy
o QIRARIRTRH WAV e i
behind conglomerate mergers but the results are mixed, we are trying to fill the
literature gap of financial synergy as well in different way. Nevertheless, previous

literature has not examined the financial synergy associated with non-conglomerate

2 Downward vertical integration, merger firms have a better ability to access to the demand information

that can forecast demand explicitly.



acquisitions. We hypothesize that if related merger or non-conglomerate mergers can
achieve financial synergy then we can imply that financial synergy is not longer as a
unique rationale behind conglomerate merger. The literature gap of financial synergy
may be filled by the study.

To fill the above gap in the literature, this study investigates the financial

synergy associated with related M&A to present the empirical evidence whether

related M&A can achieve fi 'he main research question is “can

related mergers achieve fii

1.2 Statement of Prob!-,
Despite the comrg : sthat financial synergy is the
only theoretically plausi 4 Ciyglomerate acquisitions, which

is the outcome of loweri, y pooling of income streams.

However, non-conglomera# afiEaes -

EEL R

arle to lower volatility of income

streams and achieve, finag focusing on its core business
_ e T
through their operat{Z A
To fill the gar il n the literawre wat discussefdabove, the problem to be

Wmmm%‘w gLk

s a related merger able to achleve financial synergy‘?”
1.3 Objectlves
The objective of this study is to examine the existence of financial
synergy associated with related mergers in order to provide empirical evidence that

financial synergy is not a unique rationale behind conglomerate mergers.



1.4 Scope of the Study

This empirical research examines the existence of financial synergy in related
mergers. The research investigates and focuses on whether related mergers can
achieve financial synergy by using the mergers and acquisitions data in US during

1991-2005.

1.5 Limitations !
Our study include: vlicly t./éi. But, as long as the nature of

Y
financial synergy does* ok omnisted companies, our findings
should also hold for un': : L e “*\ only US market, our results

should also hold for oth 4

1.6 Contributions

h - =
This study provides err

_-*’*"' AJ

on tne existence of financial synergy

that literature addresugs ngfamerate mergers in related
mer LY ) iti
gers and acquise £ the additional aspect of

financial synergy to lite ature that asserts that not only ¢onglomerate mergers but also

related mergeﬂaucﬁj\q Fﬂcﬂ %Wﬂrﬁ]nﬁﬁ | demonstrate and will

serve as the nea)| evidence in reachjng the conclgon about flnaagal synergy in the
major armatasﬁtmsirmrum;c]lmtmsﬂvaaeﬂthls study will
give the‘I new and important aspect of financial synergy metric as a desirable
management tool in creating shareholders value by evaluating the value of firm

engaged in mergers and acquisitions event.



Chapter 11

Literature Review and Research Hypotheses

2.1 Literature Review
Financial synergy refers to financial benefit (i.e. increase in borrowing

capacity, lower cost of capital) that corporate can realize when it merges with or

v hat mergers may achieve financial
éincome stream, or practically,
et p y

acquires another firm. Lewelle

Sty c
acquiring another firm== ey v _ oesically, this is the Markowitz
portfolio diversification _ DN utcomes in one business can
be offset by good outce (] - ' X u lower earnings volatilities

to merger firms. Lower VU % lower risk of default because

f each merging firm, which is

called as “coinsurance of c#ip« @

TR

- ridk of default leads lower expected

default costs and thereb ”’ or.‘borrowing ability” of the

combined firm. The\’Z RY' Jsing its financial leverage
in order to achieve te i! deductibility ori penalt of its Lhireholders. Hence, financial

ore s o 0 e gy o o o

McConnell, 1987; Scott, 1977) as the unlque rationale behlnd conglomerate
QRN TUUNIINGA Y

owever, the doubt that conglomerate mergers can really achieve financial
synergy is still mixed. Levy and Sarnat (1970) first argue that the principle of risk
pooling can be achieved more efficiently by portfolio diversification than by merger
(R.S. Thompson, 1984: 98). Thompson (1984) also argues that the empirical studies

in the US indicate that conglomeration may increase and not decrease risk, whether



the latter is measured by accounting or market based data®. These studies are of two
kinds. The first type compares the risk characteristics of conglomerate and non-
conglomerate firms. The second looks at the impact of conglomerate mergers on risk
levels. In each case diversification does not appear to reduce risk. Melicher and Rush
(1974) report higher levels of systematic risk in conglomerate firms: “the beta

measures of non-diversifiable risk clearly indicate that conglomerate companies are

characterized by higher levels han comparable non-conglomerate

companies and that congi /—ﬂre volatile than the market as a
P . e —

whole”. And Mueller (** iSiemneasure concludes: ... There

is no evidence that conr ior risk spreading performance.

Indeed, to the extent ° U their merger activities, the

conglomerates becom- " : ,""‘\ that a comparable non-

3

conglomerates”.
An additional ev. n ior® of risk reduction inexistence
. AT IR _
associated with conglomasas e Ve gz and._Singh (1984) address the

relationship betwee{ 7% R ) risk (beta). Beta values

are examined for six ¢ il arsification categories, which a i single businesses, dominant,

related Constraﬂaﬁﬁﬁrﬂi ﬂﬂf%sjwrﬁﬁ ﬂﬁio, and overall. And it

is found that b@as for unrelated dlversmers are S|gn|f|cantly hlgher than those of
e QR ARG B VIR Y o o
(Lewellen 1971) and they tend to have higher percentages of debt in their capital
structures than non-conglomerate firms (Weston and Mansinghaka, 1971 and

Melicher and Rush, 1974), the debt financing magnifies a firm’s intrinsic operating

® The explanation why conglomerate merger may increase or not decrease risk is in the next paragraph,
Montgomery and Singh (1984)



risk as measured by an unleveraged beta (Hill and Stone, 1980). In addition, there is a
positive relationship between a firm’s debt level and its systematic risk (Hamada,
1969). Therefore, to the extent that different levels of debt motivate merger strategies,
leverage could be a factor in explaining any observed variance in systematic risk.
Firms pursuing unrelated diversification rely largely on highly general financial or

managerial/control competences which are not directed specifically to the critical

success factors of a given mag

)wrelated diversifiers will have low
market power in their res| ./__ﬂow market power, conglomerate
p |- — P g

mergers will experience™®< narose of other firms®.

While the liters sions of risks reduction in
conglomerate mergers Sramanvam and Thomadakis,
1908; Moyer and Chat Neill, 1987) address that risks
reduction can also be o mergers. Related mergers will
achieve the higher market # fiv&¥markets though their operational

synergy, economies_of scales 2opoly. theory (Sharkey, 1982) —

. p C— e 7 .. ]
with more market p§ 74 P ' Jsystematic risk, according
to Subramanvam and .omadakis (LYov). Subramanval 3and Thomadakis (1980) find

that market pﬁﬂﬁ%WﬂIW%{w mﬂmﬁof systematic risk and

they also sugge®lthat more monopollstlc firms are also users of more capital-intensive

o QYRS RIUNA N 1 s

competltlve firms and low beta stocks with firms that have market power in their

output markets. Moyer and Chatfield (1983) also address one explanation for a

* Montgomery & Singn (1984) hypothesize that unrelated diversifiers would have low market power in
their respective markets.
® Subrahmanvam & Thomadakis (1980) define degrees of monopoly power as degrees of demand

elasticity, argue that more monopoly power implies lower beta (risk).



hypothesized link between market power and systematic risk may lie in the use of
limit pricing as a barrier to entry. In the case of unfavorable market shocks, potential
entrants into the market are more likely to be affected than existing firms because of
their small size and attendant cost disadvantages. In short a risky entry into a
concentrated industry will seem all the more risky under adverse market conditions.

In this case some of the unliquidated monopoly gains may be taken by existing firms

without significantly increasin ' entry. Favorable market shocks, on

the other hand, make enta — é)otential competitors. The gains
- — | — P 9
experienced by existing™® » emavorable market shocks must

be passed along to cust g#fc ' W, continue to discourage new

entry into the market. 7, o s A\ UM in a concentrated industry

supported the notion th oy 7 SO NIGAd with related mergers. They
examine changes in risk as Jré¥ p of acquiring firms, grouped by
the degree of relatedngess g i0gs show that risk reduction may

be a valid rationald{ BX Jten cited. By controlling

market condition, the_ rind that on e average merg 1) tend to be associated with

increased Ievﬁoﬁrﬁﬁlm Erﬂ%{w IE]\t]efThjfindings show that at

least one type ¥F merger, that releged mergers demonstrates the ability to reduce
S RRARA FURRAIINYIA Y

T e findings of Montgomery and Singh (1984) also find that the mean
systematic risk associated with single businesses, dominant, related mergers
approximates the market portfolio, whereas the systematic risk of unrelated
diversifiers is significantly higher than that of the market portfolio. They address the

debt position and lower market power of conglomerate mergers as the explanation of



this situation. This evidence also suggests that risk reduction may exist in and provide
an incentive for firms to make non-conglomerate mergers. To this extent, it is unlikely
that financial synergy provide unique rationale behind conglomerate mergers as has
been suggested in the existing literature. Our study examines financial synergy in
related mergers and compare to conglomerate mergers in order to provide empirical
evidence that financial synergy is not a unique rationale behind conglomerate

mergers.

A firm’s syster A 3 L A /WX its returns to the aggregate
tal. The lower systematic risk,

the lower the required rate#of ‘
LT

tn¥nt and the greater the number of

potential investment_proisg

3

a-value, of the firm under ceteris

paribus (Van Hor -\yil‘ A Jease the wealth of their

stockholders by pursu=z actions that lower a tirms’ sy Whnatic risk.

™ BN YT e o

resource compfmentarities, and managerlal ynergy) that most likely occurs in
relatecQ ﬁ"nﬂ lﬂﬂlﬁ{u &Iﬁqu%q ﬂ E}etlcally, related
mergers ?hat is most likely to be able to achieve economies of scales so that they can
achieve higher market power. Although antitrust law prevent such a merger that affect
the market competitiveness, antitrust law still has some room to do related mergers —
Wasserstein (2000) addresses in his book that the antitrust law has exceptions for

some related mergers by concerning cost saving and industry efficiency as key
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considerations rather than anticompetitive effect (Exxon and Mobil merger case, 1998
— the number one and number two oil companies in the U.S.). Then, related mergers
can become the dominant firm or big player in the industry (horizontal integration),
which has bargaining power to negotiate with its suppliers, or be the price leader.
With the ability to influence prices of outputs and costs of inputs through market

power, related mergers are likely to achieve systematic risk reduction, according to

Subrahmanyam and Thomaggs Moyer and Chatfield (1983).

Subrahmanyam and Thows s s :qrees of monopoly power as
y ' S — poly p
degrees of demand elas®&T™ u L remower beta associated with the
more higher monopoly “g#c" . \ ver and Chatfield (1983) also
support the notion that * 4T’ T - ‘ Lt uacan achieve lower systematic
risk. They give an e§<p' ¥ o A% NG ymarket power is more easily
transfer cyclical risk to e . Shd quality changes instead of
causing an increase in the ici®educes the firm’s systematic risk
and investors’ risk.

L.

Additional -‘V;" R Jk reduction, Lubatkin and

O’Neill (1987) argue 1I 't the corporate ievel ot a firm & 1) affects levels of systematic

risk by nnk.rﬁuﬂxﬂfﬁxﬂrﬂﬂ%’wgq ﬁuﬁon core technologies.

Corporate prod@ikt-market portfollo decisions establlsh the context in which single
busmeﬂ W’}Mﬂ @NHM ria@t%{ii ﬂ(ﬁ (El’etter achieve a
competltlve advantage if a corporate strategy provides opportunities to draw on
common corporate resources. Support for that notion comes from, among others,
Porter (1985), Lubatkin (1983), and Rumelt (1974). The operational synergy
associated with related mergers can be used to attain competitive advantage. For

example, a vertical acquisition might lower supply costs through increasing the
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efficiency of scheduling and eliminating redundant inventories — avoid them from
short of raw material (backward vertical integration), therefore, related mergers may
achieve lower levels of systematic risk.

Lewellen (1971) requires an aversion by both borrowers and lenders to the
risks and costs of default as a main assumption in the paper. With this assumption,

borrowers are avoiding the undesirable liquidation of basically sound business

activities because of short-ru A\, /nd lenders are avoiding the non-
performing loan as well. Foms ,ti w.ée increase in borrowing capacity
to related mergers; lene®™ * lower risk borrower, who is
avoiding the undesirable mergers may achieve financial
synergy through risks re Wit hypothesis as:
Hypothesis 1: Followir h‘ Nic risk of the combined firm is
lower than the sum o ' with the pre-merger firms.
And we assume in the sam #valiaes -‘ / 710 that

I

Assumption I: both horrowa azersion and also have low costs

,_,.2; 4
of default preferencZ A

..l i
i i¥

wezrane are Ay SO g

Related §hergers can be sklllful in multl areas if related mergers do create
= QRAGIA %fﬂ's‘*"&d AN AR B 0 ari
when comblnlng two firms with strength in different areas. This should bring
efficiency in management and better performance to merger and lead to residual risk
reduction. For example, management may intervene in positive ways, introducing
more effective control systems, technological advances, and improved sources of

capital that may reduce the business risk of a newly acquired business. Instances of



12

positive intervention are more likely to occur when corporate management is familiar
with the product, market, and technical characteristics of a newly acquired business,
as when firms pursue related diversification (Bettis and Hall, 1982). Moreover, related
mergers are not only better to control the supply of raw material, quality of raw
material and service in backward vertical integration, but also better to manage their

customer (i.e. distribution management, inventory management, and quality of service

control) in forward vertical in 0 _ #°r. 1977). Related mergers in vertical
Znological intelligence in order to
improve its efficiency & N ~ oW related mergers to achieve
the competencies that ca . | ‘ \ L Waaective business more stabilize
_-n._ reduction to the mergers.
Although unsyst g ; A\ h‘\\ \pact on the merger’s cost of
equity capital, it may . ' firm’s investment decisions.
Unsystematic risk refers #o J"_ﬂ > Wsk that makes cash flows on

{ﬁp" i ,’-*,"_ At

investments being differep Income streams uncertainty is

one of the two factc{ 7% R Jner one is debt obligation.
Under ceteris paribus: il Hw level of INCOMNIE Streams Uit 'rtainty might lead to lower

default risk, Wﬁ)ﬁﬁspj WHW{W ﬂ’fﬁﬁlated mergers that can

improve its opefidting performance and operating management by operational synergy
ooy QIR TN PRI e o
leads to :Le lower default risk, finally. We hypothesize this as:

Hypothesis 2: Following a related merger, the unsystematic risk of the combined firm

is lower than the sum of the unsystematic risk associated with the pre-merger firms.
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In the way that related mergers could reduce the systematic risk and
unsystematic risk, we also hypothesize that related mergers have ability to reduce its
total risk. We hypothesize this as our:

Hypothesis 3: Following a related merger, the total risk of the combined firm is lower

than the sum of the total risk associated with the per-merger firms.

2.2.3 Related mergers and earn;

In addition to the

> ofa zl flows, the default risk is also

affected by the volatilicg™" C@bility there is in cash flows;

the lower is the default . \ ate in predictable and stable

businesses will have 104 syise similar firms that operate

in cyclical or volatile bi g . Ne traditional benefit of related

mergers are the informz, 2t and acquirer, which brings

efficiencies and accuracie! |n er:nt, manufacturing management,

distribution management. aa “"J "“ seement. (Andel, 1996). With these
benefits, related mE74 A Jof ordering, lack or raw
material in manufactu il g process, or aistrioution delay®dne, then related mergers can

o 0 o) R T TS Ay s o e

volatilities. Thi§buggests us to hypotheS|ze as:

o QRARTF IRV AU e e

firm areTower than the sum of the earnings volatilities associated with the per-merger

firms.
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2.2.4 Related mergers and Debt capacity

Subsequently, if related merger can reduce its risks and earnings volatilities by
operational synergy (i.e. market power), resource complementarities and managerial
synergy (i.e. information sharing), a direct implication of a reduction in the earnings
volatilities is a reduction in its expected bankruptcy costs®. The net result is an

increase in the debt capacity of related mergers compare to the pre-merger debt

capacity of target and acquirin' ' \\/}/

An increase in |om J||O‘Min/4) might enhance shareholders’
wealth through an 0 , L wondholders. An immediate
consequence of higher = _ \ IS the co-insurance effect —
existing bondholders l ‘
Shareholders can appror "“*-\ om bondholders by financing
the merger with debt an¢  of the merged firm (Kim and

McConnell, 1977). A firm',n fir® value by increasing its financial
LT

leverage because of the jiarest _payments generated from

additional debt (Gh‘ V. ‘..*"'J dvantage of debt must be

balanced against ban i! ptcy and agericy Costs In deteri i 1ing the optimal maturity of

oo s (R AP BIYTE B e e v

financial levera@k to the optimal Ievel if there |s an increase in debt capacity, which

R RN TUHRIINIA Y

Hypothe3|s 5: Following a related merger, the financial leverage of the combined

firm is higher than the sum of financial leverage associated with the per-merger firms.

® See in Hypothesis 1, 2, 3 and 4 that how related merger can reduce systematic risk, unsystematic risk

and earning volatilities.
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2.2.5 Related mergers and market reaction

According to efficient market hypothesis, we expect that market can realize
the all benefits associated with merger activities in the merger announcement period.
Then the market is most likely to react in the proper way to each merger transaction.

We assume this as;

Assumption |l: The market is efficient market

A more powerful test of SEREERY ssouated with related mergers is to
arkat té: that implies the wealth gains to
p ot p g

owe proxies of financial synergy

correlate the merger-relatews
shareholders of relatec™™®

(i.e. systematic risk, urz l, N\ aings volatilities, and financial
leverage) around relater gfie & 4 = ' ‘ efficient market will react
responsively to the fut 4 i\ "“‘a | synergy) following merger
activities. In summary, i ‘

expect to see market react! DOJEEE: -
LZH) T

ks™i.e. systematic risk, unsystematic

risk, and total risk) redu ad mergers. Negative relationship

between changes ing 78 ‘..*"'d rger activities and market

reaction that represe i! market reacls positively to %de less earnings volatilities

o oy 103 ST EIVT PRSI o oo

obtain the posifi¥e relationship between changed in leverage assouated with related
e QRARATFUNRATNHAR B e
risk, total risk, and earnings volatilities and an increase in debt capacity, which signal
the future benefits of financial synergy, then an efficient stock market will be able to
capitalize expected benefits from future benefits of financial synergy at the time of the

merger announcement.



Chapter 111

Data and Research Methodology

3.1 Data
The sample of acquisitions comes from the Securities Data Company’s (SDC)

U.S. Merger and Acquisition Database. We select domestic merger and acquisition

with announcement dates betwe both of target and acquirer are only

traded in Nasdaqg, NYSE, acquisitions in which acquiring
firms end up with all ti7e®&s 7. 18 L orsubsidiary, and we require the
acquiring firm to contr, AR\ \\ the target firm before the
announcement for onr vyl s o Wnership acquisition (100%
shares) rather than exc 4 : 7 \ "\, W% strategic decision or partial
acquisition because thes, #4 1% 8 ze gains from acquisition (for
example, operational syne oesource complementary) so they
accept the risk and ke 3
Our additional requ‘.
1) The transaction m "‘l #0e completed,

2) Al data of ﬁrﬂﬂﬁrﬂaﬂwﬁfﬂrﬂﬁﬁﬁdmame for data of 1-

year previous nfrger announcement year (-1 year) and data of 1- year to 3-year post
merge@%’ﬁ@@ﬂ‘itm HN1INYAY
3) Both of target and bidder use US dollar currency

After collecting these acquisitions, we use a SIC code to classify the relative

of bidder and target. The bidders and targets that have the same primary SIC 4-digit

" To reach our assumption of efficient market assumption, we use the bidder and target data that are
only traded in Nasdag, NYSE, or AMX.
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are defined as related mergers. As financial synergy is most likely to occur if bidder
and target are completely in the different industry, hence, we define conglomerate
mergers as the mergers that bidder and target have different in first 2-digit of primary
SIC. We expect that the financial synergy is most likely to occur in these both
scenarios.

Finally, our sample includes 391 deals for related mergers and 335 deals for

conglomerate mergers.

Year |___ Eruers/ merate Mergers
1991 Jsﬂm
.Ca 0.30%

: ' ' NG | 0.60%
1.49%
2.39%
2.09%
6.57%
13.73%
14.33%
17.01%
11.04%
9.85%
8.06%
6.27%
5.97%
1

Table 1: San§ " Y J argers and 335 conglomerate

mergers between 1991 anc, 05.

3.2 Methodol@uﬂq 7| Ejﬂ‘jw Ejflﬂj'
SRR e ek 1T

corporat§ transaction. These subjects matter in and take a part of the hypothesis
testing which are examined in the role of dependent variables. Lewis et al (2002)
examines risk changes around convertible debt offerings. The paper examines
idiosyncratic risk, systematic risk, and total risk for 1 year prior to and years 1
through 3 after the announcement date to provide risk changes evidence conveyed by

merger activities. The paper estimates betas, residual variances, and total risk over the
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500-trading day period surrounding the announcement date and do the industry
adjustment by using industry-matched firm. Then, the paper computes t-statistics to
test our hypotheses. As we study the financial synergy, which is the consequence of
risk changes by merger and acquisition, we follow the Lewis et al (2002)’s study

methodology to provide the risk changes evidence around merger and acquisition

event.
In our study, systemat; _risk, total risk, earnings volatility,
financial leverage, and mzsm édtes are estimated for the related
g . —
mergers, conglomerate™® o it tdian. We do the industry-

adjustment for both rela: \ ergers in order to eliminate

industry effect by usvirv , results will allow us to
compare the consequer 4 wyes of conglomerate mergers.
Thus, we can detect the f, pted with related mergers.
3.2.1 Systematic Risk, Unsyg LA isk

The three ¢ ;r .*:i 1 standard two parameters

market model (Lewis ] al, 2002), as tonowing form: 4

ﬂumwﬂ‘w%‘wmm

Where t date t
ﬂmmmmumwma ¢
rii= the daily rate of return on the common shares of firm i in date t

and is based on daily closing stock prices adjusted for stock
splits, stock issues, and dividends,
rme= is the average daily rate of return of US datastream-market in

date t
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a,, B, = firm-specific parameters, and
eir=  a stochastic error term assumed to meet the assumptions of the
linear regression model.
We use the United States - Datastream market return index as a market return
index to calculate stock returns and betas.

We compute the residual variances by the standard error of the predicted rj; for

: )2
residual var ia: - 7, (r mt)(r,t )';n) ]}
mt

We estimate beta \ jance over the 500-trading day

period surrounding the mcd @ W so that year -1 (+1) is the 250-

trading days immediately predc® AJ

he merger announcement date and
we also estimate .!f'- : iy jh year 3 after merger

announcement date. J [(imated Lo esTliL systediftic risk, residual variances

represent unsy: nﬁ ij?] ﬂw?j %‘wngj jj ﬁ ﬁmerger firm.
We mﬂ tic riskK reduction o us ng estimated beta of 1

= RWA NanTni wwmrﬂra d

Changein systematic risk; = Beta ,,;, — Beta _;

We note that for all pre-merger (-1) variables are weighted by the total assets
of bidder and target.
Hypothesis 1 testing: Tests for change in systematic risk

Ho: Change in systematic risk following related merger is equal to zero
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H;: Change in systematic risk following related merger is not equal to zero
As well as residual risk reduction, we subtract the residual risk following
mergers by residual risk of pre-mergers:
Changeinresidual Risk; = residual Variance ,,; — residual Variance
Hypothesis 2 testing: Tests for change in unsystematic risk

Ho: Change in unsystematic risk followina related merger is equal to zero

Hypothesis 3 testing:
Ho: Change in total risl
Hi: Otherwise

To control for change' unsystematic, and total risk for the

bidder firms® indugMg d 2tf5y divided by the industry

\,
)

: Y J :
beta, residual varlan . —>vel 4 (datastream industry

classification level 4) n .pe same period of each merger [ransactlon that calculated by

fewmfma“'ﬂuﬁa’l‘VIEW]‘?WEJ’]ﬂi
32251&'1@%5?“111’1‘1’37]?_1’]63

We defined earnings per share as:

Pr ofit;

Earnings per Share, =
Number of CommonShares,
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We calculate the difference score of earnings volatilities by subtracting the
variance of 3-pre-merger-year earnings per share (-3 to -1) from the variance of 3-
post-merger year (+1 to +3):

Changein EarningsVolatiliti es; = EPS Variance,,, — EPS Variance
The difference score that results should represent the change in each merger’s

earnings volatilities characteristics that is due to merger activity.

Hypothesis 4 testing: Tests fozs & avolatilities

Ho: Change in earnings vo — 0]|[¢ 'ingdrger is equal to zero

H;: Otherwise N
And again, to C o " ustry adjustment in order to

investigate changes ir Wer activity. We use industry

standard deviation earr 4 K"‘, Hod and same industry (INDC

level 4) for each acquirir g stry & ment.

3.2.3 Financial Levesage

We examin Vﬁ' ) ‘ er activity using financial

leverage ratio estimat® for 1 year prior to and years = through 3 after the merger

a””°“”ceme”ﬂtﬂﬂ’?%ﬂﬂﬁ% BINI

Book\/&ue of Long ter

fwma FASERANER Y

T e total asset is the fiscal year total asset value from Datastream database.

Debt is defined as the book value of long-term debt in the balance sheet, based on

Datastream database. We do not examine market values of debt since it is difficult to
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obtain reliable measures. However, we do not expect our results to be biased for this
reason because the book and market values of debt are likely to be highly correlated®,

The change in financial leverage is defined as the difference between the
merged firms’ financial leverage and the pro-forma financial leverage of the target
and acquiring firms prior to the merger:

— Financial Leverage

+1i

Changein Financial leverage, = Financial Leverage

Hypothesis 5 testing: Tests T ﬁverage
e

Ho: Change in financial ' =ger is equal to zero

Hi: Otherwise

We do industs sty effect computing for each

N

firm as the ratio of th M aiinouncement year divided by

-vel 4).

3.2.4 Difference Tests
f:@

The difference tests fou = ,,u and changes in financial leverage are

based on two-tails , - == .0xon-test for equality of

medians. For change 1 in T8 ngesylin variance are changes in
L

i

earnings volatilities diffesepge tests are basaglon f-test.

AULINENINGINT
“Wﬁ*‘f‘e‘ii‘iﬂﬁfﬁ“ﬂﬁ‘ﬁﬁma

T® examine the market reaction due to merger activity, we observe the 3-days
event window of stock price reaction surrounding the merger announcement date,
which is represented by the excess return (ER) of bidders using following equation

that controls for market movements. We use the market-adjusted model to capture

& We use the definition of debt as same as a study of financial leverage changes associated with (A.
Ghosh & Jain, 2000).
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market reaction due to merger activity for both of bidder and target. According to
Brown and Warner (1980), market adjusted model takes into account marketwide
movements that occurred at the same time that the sample firms experienced event®.
Implementation of the market-adjusted returns procedure involves a comparison of
firm returns during the event period with the return of an appropriate market index.

Any difference between the security return and the market return is labeled the

abnormal or excess return cugais! # 4_question (Dennis and McConnell,

1983)™. So we define excom

Whereas; 7« is the ret: datastream-market return in

date t
AT
° Fuller et al. (2002), F& p <4 1se this approach to estimate
y A )

excess returns. Given V;‘ flanged due to institutional and

regulatory changes, param I estimales nonrenepenou may not I484-alid in a subsequent (event)

period. Therefore, we calcula? excess returns (ER) ach bidder and target firm by controlling for

e 0 L1ON 112 Tt B
% Dennis & Mc 3) ¥e ts ns procedure and market-

adjusted returns are similar, but not ident#al. The compasison period used g#compute the average
normaQ Wrﬁrﬁsﬁ ﬁp%o&1w\%tge] ’%sﬂoﬂ ﬁq ﬁgﬂnnouncement and
ending fivg days prior to the merger announcement and the period beginnin’g four days after the merger
announcement and ending twelve days after the merger announcement. In three samples leakage of
information prior to the announcement date appears to have affected security returns over the
comparison period. In those samples, the comparison period mean appears to be an upward biased
measure of the ‘normal’ daily return. This ‘bias’ reduced the magnitude of ‘excess’ security returns
around the merger announcement date, but the ability to reject (or not reject) the null hypothesis
appeared to be unaffected. That is, in those cases in which the market-adjusted returns procedure leads
to statistical rejection of the null hypothesis, the mean adjusted returns procedure also permitted

rejection of the null hypothesis.
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The short-term effects of merger activities are calculated by using the
cumulative three-day event window excess return surrounding the merger
announcement date (from t=-1 to +1)*.

CER, =ER, + ER, +ER

We also weight CER; of each merger deal by total asset of bidder and target.

Because the synergy associated with merger activities may be transferred to target as

well. Then we have to N P4 ie excess return during merger

.CER

itarget

whereas; Wividder> Wi prage of bidder and target
respectively.

We use cross# Lreg ~" Mexamine if the changes in
financial synergy proxiea. 7 It7 effects associated with related
merger. CER is the dependen anges in systematic risk, changes in

unsystematic risk, (o

4 L0y volatilities, and changes
17

- - ! ‘ I\ ‘
In Ieverage ratio are ov ..! A, -
iy i¥ |

We also need a set g control variab@ to make a proper regression analysis on

the market r%iu &Le’ﬂe%ﬁﬂ%@w&s’]rﬂ @al characteristics (i.e.

payment method, relative_size anfl acquirer_chlesacteristics (i.&facquirer size and
acquin%m:!ta-Me |§H1M mr;]i;tnﬂsflaeﬂd firm excess

return during acquisition announcement period. Our controlled variables are:

1 The estimated cumulative ERi will be less likely biased by extraneous events in shorter horizon
(Chatterjee & Lubatkin, 1990). Denote ri is the bidder’s return and rm is the market return.
12 Martynova et al (2008) cite that merger activities are expected to create value for the target and

bidder shareholders combined (as reflected in the announcement abnormal returns).
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1. Payment method — We use two dummy variables representing method of
payment (1. Cash 2. Stock 3. Mixed) that are
i. Cash
ii. Stock
Travlos (1987) find the significant differences in the excess returns

between equity and cash offer, acquisitions of public firms paid for with

equity are accon _announcement returns than cash.

Because cash may bz\j to generate relatively higher
Y
returns to teeCT meoonice the receipt of cash is less
risky than t+ [ L LN, by an exchange of shares™
Payment by 8o [ e \ " Ridder firms and consequently
i rice drop. Heron et al. (2002)

pay for their acquisitions with

stock when thes |rr

_-*’*"' AJ

'hd%, the average market reaction to

the announcems goative resulting in bidder’s stock

price .yil R Joeriod™*. We control for

payment r J .hod that has tie 1mpact on acc&sition announcement excess

BRI e

excés return and our flnanC|aI synergy variables.

AR PFREH W AR AN ot o

value) of bidder of one-year prior merger announcement year.

deal value,

total asset;, ,

relative size, =

13 See Heron et al. (2002)
Y Draper & Paudyal (1999) and Hansen (1987) find the same that market react negatively to acquirers

when the method of payment is stock rather than cash
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We also control for relative-size in order to account for difficulties in
measuring abnormal returns due to the larger size of bidders relative to the
size of their deal. Asquith et al (1983) find a positive and statistically
significant relationship between the acquirer’s cumulative excess return
and the relative size. They reason that, if acquisitions benefit bidder firms,

large acquisitions should show up as having larger return effects on bidder

firm returns. Theref, #elative size as deal value divided by

—
3. Firm size =" _ v S OOCK value of bidder of one-year

Moeller P RN \evidences that firm size does
take a signi 4 v k) "W\ to acquisition event. They

Acquisition announcements for

small firms is #r J‘m

by A

s Wturn associated with acquisition

announceme

2

offer Ia.' V.

e an explanation that large firms
R Jirms because managerial
hubris pla‘_ more of a roie 1N the decisitds of large firms. Then, we

expef Eiﬁ iddg A . aenificant shareholders’
R TEITI Ny TN T

wedlth gain more than Iarger bidder flrms

RN ‘iﬂwm ARGy o
December of t-1 (one-year prior merger announcement year), divided by
book common equity of bidder for the fiscal year ending in calendar year

t-1 (one-year prior merger announcement year)*®

1> We define Market-to-book ratio in the same way that Fama and French (1993) define book-to-market

ratio
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marketvalue;, ,,

Martket —to —book ratio; =
book value;, ,,

Dong et al. (2002) argue that firms with low book-to-market ratios are
more likely to be overvalued. Small firms are more likely to have higher
book-to-market ratios rather than large firm. They give an explanation that

this could be because highly values acquirers communicate to the market

that these high valu towarranted by fundamentals, perhaps

é}uire less overvalued assets with

because they a2

MOTE OVET ) AN 7 irer’s market-to-book equity

it de e sl

1991 to 2005 s v

to 2004.

jummy variables should be 1991

Then we rul| v

| 'e market reaction among

AULINENINYINS
PRI TUAMINYAE



Chapter 1V

Results

4.1 Changes in Systematic risk
After we measure beta by using two parameters market model, we find
insignificant increase in median of beta (6.74%) associated with related merger™.

Even we do the industry adjus #n changed of beta following related

mergers are still higher in the first year after merger
announcement year but ure not significant either. Yet,
the changes in beta in o, year (year + 2 and year +3)
are still reported signif: E The results are far from

examines changes in risk s I% ="
the degree of relatedness (#F thije&ess - &

. . T -d"
ability to reduce systema T

' sihw that related mergers have the

at.conditions. But our findings are
inconsistent with thE7% B increases associated with
related merger. For c il Jlomerate mergers, we do not Ud the significant changes in

redn ot ] B ) Y gy g e e e

with Subrahmafiyam and Thomadakis (1980) and Moyer and Chatfield (1983) that

o Q PN ERTFRANA PN B e

market power (apparently be occurred in related merger).

18 Wwith the high value of Jarque-bera that is reported in table 2, the distribution of beta is not normal
distribution. Then we decide to use median to compare the difference between pre- and post-merger

activities instead of mean.
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We suggest an increase in industry concentration as the explanation for this
case'’. Related mergers may experience larger systematic risk due to the more
concentration in the industry that they belong to.

However, our finding is consistent with Thompson (1984) that fails to find a
general relationship between diversifying mergers and reductions in systematic risk.

As Bettis and Hall (1982) have pointed out, it may be not diversification per se which

may reduce systematic risk. T /)ossible explanation of this result is
I__’d_merates. From our findings, we

conclude here that bot}= 7 W ‘"1‘-!;- Cystematic risk.

!
i

AuEINENINEINS
ARIAINTANMINGAE

17 Significant increase in systematic risk following related mergers but insignificant changes in
systematic risk associated with conglomerate mergers.



Descriptive statistics on the averaga

Table 2

Related (391 Observations)
Year Relative to Acquisition

335 Observations)
*U Acquisition

-1 +1 +2 +2 +3
Panel A: Estimates of Beta (Raw Values)
Mean 0.8577 0.9094 0.9359 0.9783 1.0034
Median 0.7750 0.8272 0.8685 0. 0.8595 0.9360
Std. Dev. 0.5437 0.5879 0.5966 0.6468 0.5999
Jarque-Bera  206.4398 192.5808 228.7216 114.8698 20.9006
Percentage change comparing with year (-1)
Mean Change 6.03%  *** 9.11%  *** 9.94% 12.61%  *** 15.49%  ***
Median Change 6.74% ** 12.07% * 16.76% 5.55% 14.93%
Panel B: Estimates of Beta (Industry adjustment) ::a d
Mean 0.8408 0.9914 1.0234 : 1.0068 1.1393
Median 0.8770 0.9095 0.9421 oU 0.9576 0.9913
Std. Dev. 3.5229 1.0558 1.0198 0.8124 1.1768 0.6226 1.4587
Jarque-Bera  568689.40 89964.88 739366.80 85590.678 F-% 60791.66 §LI¥563.80 3396.66 139593.70
Percentage change comparing with year (-1) ﬂ u El ’J ' I ﬂ ﬂ 5 w H '] r ﬁ
Mean Change 17.91% ** 21.72%  ** “ 26.58% * ¢ 9.42% 11.67% 26.37%
Median Change 3.71% o/ 15.05% *

LRINNT
L

gﬂ..l'%‘yf I
L= ag
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Table 2: Systematic risk over the 500-trading day period surrounding the mer 4fent date for 1 year prior to and years 1 through 3 of both related merger and

‘é INDC level 4) of each firm at same period. Year relative to acquisition

-1 (pre-merger) variables are weighted by total assets of bidder and @ . S ncli—r\ations for related merger and 335 observations for conglomerate

conglomerate merger. Industry adjustment is calculated by using the ind
merger. With high Jarque-Bera values, we consider to use median in 0 \ shanges associated with merger activities instead of mean changes. T-
test of mean equal to zero versus not equal to zero is applied to exar a wsystematic risk. Wilcoxon signed-ranks test for the significance of

the median difference. ***, ** and * indicate statistical significance - 3 | anaf Wilcoxon-statistic at the 0.01, 0.05 and 0.1 level respectively.

]

¥

AULINENINYINg
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4.2 Changes in Residual risk

We find a statistical and economic significant reduction of unsystematic risk
in related merger (24.81 %, comparing with pre-merger as reported in table 3).
Comparing with conglomerate (reduction in unsystematic risk of 30.03%), related
mergers are likely to have same capability to reduce unsystematic risk. Industry

adjustment results also report the strong significant reduction in unsystematic risk

associated with both types of. and conglomerate merger. F-statistic

/—ﬂuction in related mergers that is
ot g

shows that there is a signi
consistent to what we %2 oy industry-adjustment, we find
that both of related me; S have a capacity to reduce
unsystematic risk better \iistry on average. We can say
that related mergers are xh""a isk 38.44% better than other
firms in the same indu ymerate mergers are likely to
reduce unsystematic risk a o ha® other firms in the same industry
LT

on average. Therefare, o iglence of economic and statistical

significance of unsyL "z R Jolated merger.
We can conc il e in the same way with Lub. in and O’Neill (1987) that

o oy FEF PRI TG e

risks, or businékk-specific risks. The explanatlon of these flndlngs is according to
Salter ajwfqtﬁ(ﬂaﬂ iﬂ%ﬁ %ﬁq %)% El’ '}ﬁtﬂ such very real
company-specmc risks. It is not surprising, therefore, that managers often justify
mergers on the basis of their potential to reduce such unsystematic risk factors as
dependence on a single product or service and seasonal and cyclical fluctuations in

their present business.

32
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Our finding is also contrast with previous literature that conglomerate merger
is the only type of mergers that can reduce unsystematic risk by pooling risk of
unrelated business. It turns out that related mergers are able to reduce unsystematic
risk as well. Then our hypothesis 2 is hold. The operational in related merger is our
explanation for the unsystematic risk reduction by related merger as we have

discussed in chapter 2.

AU ININTNEINS
IR TN TN
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Descriptive statistics on the avergs tematic risk

alomerate (335 Observations)
- Relative to Acquisition

Related (391 Observations)
Year Relative to Acquisition

-1 +1 +2 +2 +3
Panel A: Estimates of Residual Variance (Raw Values)
Mean 0.001146 0.000862 0.000855 0.000815 0.000733
Median 0.000501 0.000453 0.000427 0.000437 0.000397
Std. Dev. 0.000985 0.001213 0.001213 0.001196 0.001106
Difference from year (-1)
Mean Change -24.81%  *** -2542%  *** il -25.17%  *** -32.70%  ***
Panel B: Estimates of Residual Variance (Industry Adjustment)
Mean 13.983552 8.608663 9.066325 9.736787 8.699845 9.160478 10.358400
Median 7.337362 5.044123 4.781802 4,50 b 82030 4.681091 5.243587
Std. Dev. 18.3628 11.9144 17.7871 ! 13.5909 22.23279

';"; ]

Difference from year (-1) il
Mean Change -38.44%  *** -35.16% ***  LI§).37% ** -35.6008 -32.49%  *** -23.66% **

L (7
Table 3: Residual variance over the 500-trading day perﬁ Wﬁnﬁ}nWWprior to and years 1 through 3 of both related merger and

conglomerate merger. Industry adjustment is calculated byqlsmg the industry remdgal variance of same industry (at INDC level 4) of each firm at same period. Unsystematic

risk year-1 (pre-merger) is weighted average b@ %ﬂoﬁd@ ﬂﬁgm %Jr%ﬂiﬁg %Ejaq a ﬂls are very small, 6-digits reports are required to
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compare the difference. F-test of the equality of two variances is applied to ~Jnificance of changes in unsystematic risk. ***, ** and * indicate statistical

significance of the f-statistic at the 0.01, 0.05 and 0.1 level respectively.

AULINENINYINg
AR TN TN
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4.3 Changes in Total Risk

We find that related mergers have a statistical and economic significant
reduction in total risk by the reduced in mean of 19.45% (results report in table 4).
Obviously, total risk can be reduced significantly in both of related merger and
conglomerate merger activity. By doing industry adjustment, the results still show that

related merger experience better total risk reduction than conglomerate mergers. The

results on industry-adjusted carg /m average related mergers are likely
to reduce total risk 32.03 - o, iléms in the same industry that is

better than conglomer& — : ;\'.‘" g0 the results, related mergers

Lubatkin and O’/ £ £ . ate mergers do not pursue the
total risk reduction; hov e W “aly one type of mergers that is
associated with a signifi aip s \'“ t our findings find significant
reductions in total risk in #ot .a W conglomerate mergers. We can
imply that the unsyste G ath of related and conglomerate

mergers are big .y: R Jhesis 3 is also hold.

] U
AULINENINYINS
IR TN TN
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Table 4
Descriptive statistics on the aver

Related (391 Observations)
Year Relative to Acquisition

> (335 Observations)
auve 0 Acquisition

-1 +1 +2 +2 +3
Panel A: Estimates of Residual Variance (Raw Values)
Mean 0.0013 0.0010 0.0010 0.0010 0.0009
Median 0.0006 0.0006 0.0005 0.0005 0.0005
Std. Dev. 0.0020 0.0014 0.0014 0.0014 0.0012
Percentage change
comparing with year (-1)

Mean Change -19.45% ***  -19.61% *** . 1 o -19.86% *r* -27.51%  ***

Panel B: Estimates of Residual Variance (Industry Adjustment)

Mean 6.0154 4.0887 4.4939 4.2620 4.6972
Median 3.2967 2.6496 2.7373 ;" 2.4541 2.6360
Std. Dev. 16.3967 4.5405 8.3282 42875 10.35488

Percentage change
comparing with year (-1)

Mean Change -32.03% ***  -25.29% a qjii?f' ﬁﬂ_ﬂﬂfﬂﬁéjl;’iﬂ %% Hoex -12.31% 7
LI = 11TV

Table 4: Variance over the 500-trading day period surrﬂmding the merger angpuncement datgor 1 year prior vnd years 1 through 3 of both related merger and

conglomerate merger. Industry adjustment is cﬂuﬁ'bq acﬂﬂdﬁrm% %a‘r;} auﬂ &I@(ﬁvﬂ) of each firm at same period. Year relative to
" i | ari Nl 1
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acquisition -1 (pre-merger) variables are weighted by total assets of bidder and t “dhe equality of two variances is applied to examine the significance of changes

in unsystematic risk. ***, ** and * indicate statistical significance of the 0.1 level respectively.

AULINENINYINg
AR TN TN


mook
Typewritten Text
39


39

4.4 Changes in Earnings volatilities

We find a slightly significant increase in earnings volatilities in related
mergers (at confidence level at 90%), however, the results of increased in earnings
volatilities associated with conglomerate mergers is not significant that is reported in
table 5. Doing Industry-adjusted, we find a significant reduction of 59.79% in

earnings volatilities in related mergers (at 95% confidence) but the results reports a

slightly significant earnings 20 ! |on in conglomerate mergers at
confidence level of 909 — T finrénificam reduction in earnings
volatilities associated "% g with other firms in the same
industry, but the results art almost 1 time increase in
earnings volatilities dus NN hen comparing with others,
the results turn out th g ‘ 4\ .‘j“‘-\ volatilities reductions. Our
results on changes in ez . ‘

. . —
model on earnings volatiliffcs JEaEas <<
LT

nomic significance. Since our

itid] because of omitted some data,

we interpret the results withk

According t§78 ‘..*"'d Js volatilities increases in

conglomerate merger: s‘! inconsistent witn what Lew#dan, (1971) assert about the

o v BT SR g o e

earnings volatifilies by pooling th‘e income streams of unrelated businesses that
o QRORIRTURNATNYIRE romonas
mergers. Our findings cast a doubt on the existence of income streams pooling by
conglomerate merger as Lewellen, (1971) has addressed as the rationale behind

conglomerate mergers. Our findings support that our hypothesis 4 cannot be hold.
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Table 5
Descriptive statistics on the average differences in earnin

Related Merger

Year Relative to Acquisition

-1 +1
363 Observations 312 Obs
Panel A: Estimates of Earnings Volatilities
Mean 0.9668 1.9359
Median 0.1567 0.1900
Std. Dev. 2.946916 5.682878

Percentage change comparing with
year (-1)

Mean Change 100.25% *

Panel B: Estimates of Earnings Volatilities (Industry Adjustment)

Mean 30.4971 122627 000 e
Median 3.4809 1.7965
Std. Dev. 127.737 33.28885

Percentage change comparing with
year (-1)

‘a [V
o T A UHANENINYINT

Table 5: Earnings Volatilities surrounding the merger affouncement year for 3 to -1 year prlor to and years +1 to +3 post of both related mergers and conglomerate

mergers. There is likely to be data error then wﬁ Wﬂ'ﬁqmrﬂ%%fa«ﬁ ETﬁ]cﬂ Errate mergers). Table 9 in appendix B show that

raw data before we eliminate the error firm data. I§dustry adjustment is calculated by using the industry Earnings Volatilities of same industry (at INDC level 4) of each firm
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at same period. Year relative to acquisition -1 (pre-merger) variables are weig! “jets of bidder and target. F-test of the equality of two variances is applied to

examine the significance of changes in unsystematic risk. ***, ** an icance of the f-statistic at the 0.01, 0.05 and 0.1 level respectively.
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4.5 Changes in Debt capacity

We find a significant increase in median of financial leverage associated with
related merger in the second year after merger announcement year'. But for the
results of changes in financial leverage associated with related mergers in the first
year are insignificant reduce while conglomerate mergers may increase their financial

leverage in the following year after merger announcement year (at confidence level of

and effective merger date is our

é lime to complete the merger deal
..—_--,'l'I p g

then they can increase ey, ' S IS The results show that the

90%); the lag of merger an:

median of leverage ra2 g4 ORI, related mergers as well as
| - LY

Our findings pro (o N "\ glomerate mergers are not the

only one type of mergers level in their capital structures

than the others as Lewell joivery (1984) assert. The financial

leverage represents_the daid

increases in financ{ 7%

discussed above, the significant
R J creases in debt capacity
associated with relate ] \ergers. i

T R T S e e

to have an increlibe in debt capacity gs well as conglomerate mergers
PRI P T FPRIVR B v 0 o

srgnrfrcant changes in financial leverage associated with merger activities (both of

related mergers and conglomerate mergers). We get conflicting results on industry-

adjusted changes in financial leverage. We can imply that industry might take impacts

18 With the high value of Jarque-bera that is reported in table 6, the distribution of financial leverage is
not normal distribution. Then we decide to use median to compare the difference between pre- and

post-merger activities instead of mean.
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on financial leverage changes associated with merger activities. Ghosh and Jain
(2000) also report the same when they do industry-adjustment that there are no
significant changes associate with merger activities. We interpret the results with
caution that there is weak evidence that financial leverage will be increased following
merger activities. Our results are consistent with Berger and Ofek (1995). They report

that there are no economic significant changes in financial leverage due to merger

)I leverage due to merger activities.

activities. They find just a smal:

AuEINENINEINS
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Table
Descriptive statistics on the averan

ﬁial leverage

‘erate (335 Observations)
tive to Acquisition

Related (391 Observations)
Year Relative to Acquisition

-1 +1 +2 +2 +3
Panel A: Estimates of Beta (Raw Values)
Mean 0.2061 0.2199 0.2210 0.1934 0.2036
Median 0.1703 0.1679 0.1781 0.1569 0.1690
Std. Dev. 0.1819 0.1917 0.1883 0.1590 0.1750
Jarque-Bera 58.8272 124.7939 97.5851 202.0735 833.6287
Percentage change comparing with year (-1)
Mean Change 6.66% ** 7.22% ** 7.5 b bl ST B, faleied -6.16%  *** -1.26%  ***
Median Change -1.40% 455% ** 5.600 #F * ;@ i 11.49%  ***  20.14%  ***

LR\ T

Panel B: Estimates of Beta (Industry adjustment)
Mean 4.5400 8.0981 6.4262 ) ;, .:-‘[ 4.9165 3.4300
Median 1.1425 1.1229 1.1397 2 : 1.0101 1.0483
Std. Dev. 15.7435 45.4429 46.9630 _ .I 603 50.63¢ r 29.3891 11.1956
Jarque-Bera  25486.95 90867.69 1218745.00 1244y 5 00 209853. 30 163189.4 168150.20 20474.76
Percentage change comparing with year (-1) ﬂ u ﬂ’; V'I ﬂ 7] 5 w EJ ’] ﬂ ﬁ
Mean Change 78.37% ** 41.55% 969 16.37% -18.81%
Median Change -1.71% -0.24% -2.85% 5 50% -4.55% -0.94%

Table 6: End year leverage ratio surrounding thﬁm ! [ ( poth related mergers and conglomerate mergers.

Industry adjustment is calculated by using the industry median leverage ratio of other firms in the same industry (at INDC level 4) of each firm in the same year. Year relative
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to acquisition -1 (pre-merger) variables are weighted by total assets of biddel 'th high Jarque-Bera values, we consider to use median in order to compare

systematic risk changes associated with merger activities instead of mear ful to zero versus not equal to zero is applied to examine the significance

of the changes in systematic risk. Wilcoxon signed-ranks test for the = f tI me 2. *** ** and * indicate statistical significance of the t-statistic for

two-tails test, and of Wilcoxon-statistic at the 0.01, 0.05 and 0.1 level r

Cd
-

!‘ "

AULINENINYINg
AR TN TN


mook
Typewritten Text
46


4.6 Market reaction

Table 7
Tests of the financial synergy

Total return (value-weighted average of acquirer return and target return cumulative excess return) as

Dependent Variable

Related Conglomerate

No. of Observations 391 335

Predicted
Explanatory Variables sign Coefficient  Std. Error Coefficient  Std. Error
Constant 0.0169 0.0403  0.0129 ***
Lower Systematic risk Hypothesis
Change in Beta 0.0551  0.0234
Lower Unsystematic risk Hyp
Change in Residual Variance 15448  2.4930
Lower Total risk Hypothesic
Change in variance -7.1267 23.3566 **
Debt Capacity Hypothesis
Change in Leverage 0.0400  0.0591
Lower Earnings Volatilities Hyiy
Change in Earnings Volatilities -0.0001  0.0011
Controlled Variables:
Relative Size ‘ N 0.1201 13.1195 *
Size ~A 4>J 00000 0.0000
Market-to-Book \7 B} 00005  0.0002
Cash (dummy) 0.0063 0.0108 *
Stock (dummy) - ooalo 00112 4 0.0074  0.0120
Y1991 (dummy) 0.0472 0.0549 ** -0.0208  0.0140
Y1992 (dummy) ;0.0209 0.0145 =
1583 oy ﬂ U g q N¢ 7[ w a’]«ﬂ Yoouzs  oczr
Y1994 (dummy) 0575 O 0235 0.0271
Y1995 (dummy) 0.0272 08283 0.0203
Y1996 0.0238
@ 10N N YINY B
Y1998 (d my) -0.0165 0.0159 -0.0102  0.0203
Y1999 (dummy) 0.0083 0.0178 -0.0266  0.0147
Y2000 (dummy) -0.0095 0.0212 -0.0299 0.0179
Y2001 (dummy) -0.0141 0.0206 -0.0556  0.0189 ***
Y2002 (dummy) 0.0452  0.0309 -0.0079 0.0218
Y2003 (dummy) -0.0432 0.0198 ** -0.0358  0.0187 *
Y2004 (dummy) -0.0144  0.0172 0.0081  0.0293
R-squared (%) 34.42% 28.35%
Adjusted R-squared (%) 29.76% 22.20%
F-statistic 7.3920 4.6152

Prob(F-statistic) 0.0000 0.0000

46
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Table 7: cross-sectional regression analyses of cumulative excess returns

The dependent variable is the three-day cumulative excess return measured using the market-adjusted
model. Acquisition year and payment method are dummy variables. Changes in beta are the difference
between post-merger beta and weighted average (by total asset) beta of target and bidder. Changes in
residual variance are the difference between post-merger residual variance and weighted average (by

total asset) residual variance of target and bidder. Changes in variance are the difference between post-

1), variance of target and bidder. Changes in

I, //led average of bidder and target financial
d

S £l \cia m— o ond of y+1. Changes in earnings

merger variance and weighted averac(
financial leverage are the differeriy
leverage in the end of y-1 an®

volatilities are the difference ad_weighted average (by total asset)

earnings volatilities of taroe’ alue divided by total asset value of

bidder. Market-to-book ratin € -n..\ end of December of t-1 divided

L\

L A

by book common equity ot b} “‘\ enaar year t-1. Significance is based
"\

on White-adjusted standaré er 4 e cach coefficient. The t-statistics is

applied in testing the significanc
!

significance at the 0.01, 0.05 and 0.1 . % a two-tails test. F-statistics shown at the end
‘:ﬁ-"_ ,-*,“_

of the table for each iger ' i intly gast of null hypothesis that each

i viith *** ** and * denoting statistical

. . U —
independent variable ar§ "8 Y )

According to ‘l CrOSS-SConomammgERession res 5, we find strong significant
negative coeffigjent with related mergers
that may be ﬁe{ at mﬂﬁiﬁﬁjﬂim the reduction in
unsystﬂaﬁaﬁ)ateqmm N%a@rf}%&f’ﬁrﬁﬂcted This also
means thiht reduces in unsystematic risk will increase shareholders’ wealth following
related merger. However, we do not find any other significant relationship between
market reaction and other risks reduction proxies (changes in systematic risk and

changes in total risk) following related merger activities. For changes in leverage,

results turn to opposite from our expectation to see positive sign on it because
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shareholders can be better off if there is an additional debt capacity associated with
related merger because shareholders will enhance their wealth through an
expropriation of wealth from bondholders by increasing financial leverage (Kim et al,
1977) but the result of negative coefficient of change in leverage is not significant.
For controlled variables, we find significant positive relationship between relative size

and market reaction that is consistent with Asquith et al. (1983). And we also find

significant positive relationshs 1 payment acquisition and market

4 célegaﬂve relationship with stock

reaction as same as Herg‘_

payment as well. Accc™T oeniclude that only unsystematic

\.

risk reduction associats 1 J 1 tacrease shareholders’ wealth,

‘\\

moreover, relative siz-gfn 4 £ §F = MINN positively to sharcholders’

wealth. Hence, we can Ncase shareholders’ wealth by

reducing unsystematic t results provide the empirical

/

evidence that financial sy# /e by related mergers. Operational

synergy associated with rg etical link of how related mergers
achieve financial sy§7 2 ")

__ - .
Even the resu! 1I show a signiricant negative si%d of coefficient of change in

‘ _
variance assoﬁuvg] e?W%’cjwaﬁljm‘eﬂﬁ/e have expected that

means market ch realize the benefi }s from the reductlon of total rlsk associated with
o QRAREATU UV IR AN ES oo
risk and market reaction turn out opposite from what literature addresses that only
conglomerate can reduce unsystematic risk by pooling incomes stream, which lead to
financial synergy (Lewellen, 1971) supposing us to find the significant negative
relationship between market reaction and changes in unsystematic risk. For change in

leverage and change in earnings volatilities, the results are insignificant. From our
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standpoint of view, it is likely to say that the decrease in total risk suggests the large

increase in shareholders’ wealth (coefficient of 7.1267).

AULINENINYINS
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Chapter V
Conclusions and Areas for Future Research
5.1 Conclusion
This research tried to examine the existence of financial synergy in related
mergers. Despite we find significant results in systematic risk increase associated with

related mergers that is inconsistent with Subrahmanyam et al (1980) and Moyer et al

significant results of residual risk

éence on increases in financial
| —

oo the existence of financial

(1983), we still find the econ
reductions, total risk recwms :
leverage ratio (represe™®.
synergy. Our results fr2 istent with the results from
conglomerate merger t* e érgers are likely to achieve
risk reductions.

However, the cr

reduction can affect shaleh J’&

TR

5 that only unsystematic risk

igi*ficantly (for related mergers).

risk_reduction associated with

related mergers bri§ 78 R )\ that represents financial

Therefore, we may_con

synergy. Comparing s‘! h conglomerate merger, total 144 reduction takes the impact

to shareholderﬁ\ﬁlgﬁeﬂ:ﬂl‘ﬂ %{wmﬁrﬁction on our financial

synergy proxiedilre inconsistent W|th the literature (| e. Lewellen (1971) Han Kim et
s o RHRAN FREHNAINE e i
behind conglomerate acquisitions supposing us to capture a significant negative
relationship between market reaction and changes in unsystematic risk.

In conclusion, our research provides empirical evidence of risks reduction in
both related mergers and conglomerate mergers. However, market reacts positively to

only unsystematic risk reduction following related merger. Unsystematic risk
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reduction following related mergers may bring an increase in shareholders’ wealth
that we can imply as a financial synergy achievement associated with related merger.
Therefore, we can answer our research question that financial synergy can be also
achieved by related mergers. The findings of this research are inconsistent with what
Lewellen (1971) have addressed that financial synergy is a unique rationale behind

conglomerate merger.

Future Research Area

The results show that bow énglomerate merger can achieve

2d mer
financial synergy, the/e#& AN .at be used to determine the
achievement of financi>' __.o future research, the results

suggest a need of invest 48U " \ Sjieristic of the merger activities

that leads to financial <gfe: e 5 Nistic that lead to the financial

Y
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Appendix A: Sample reported by Industry

Table 8

Sample Industry

This table reports the number of sample firms in each industry.

Related Mergers Conglomerate Mergers

Aero/Defence
Alt. Energy
Auto & Parts
Banks
Beverages
Chemicals

Con & Mat
Electricity
Eltro/ElecEq
Fd& Drug Rtl
Financial Svs(4)
Fd Producers
Forestry & Pap
General Inds
Gen Retailers
Gs/Wt/MulUtil
H/C Eq&Svs
H/H Gds,Home Con
Inds Eng

Ind. Met & Mines
IndsTranspt
Leisure Gds

Life Insurance

7 1.79% 15 4.48%
0 0.00% 0 0.00%
1 \ 0.60%
56 14.03%
2 0.00%
1.19%

0.90%

1.49%

4.48%
2.39%
19%
0.90%
0.30%
2.39%
3.28%
0.60%
5.37%
2.69%
2.69%
1.79%
9%
Ry o
00%

Media £.0170 9 '] 2.69%
Mining 0.26% 0 0.00%
Nonlife Insur ‘Eli .98 g P 9
Oil/EqSvs/Dst ﬂ u EJG w Ejy;l j H,] ﬁﬁ);ﬁ
Oil&GasProd ] 29| 7.42% 5 1.49%
Personal Goods ) 2 6.51% 7 2.09%
=R WIANDIUH NI NS
REITs . . . -09%
Real Estlnv%vs 0 0.00% 0 0.00%
S/W & Comp Svs 46 11.76% 17 5.07%
Support Svs 12 3.07% 18 5.37%
Tch H/W &Eq 30 7.67% 39 11.64%
Fxd Line T/Cm 10 2.56% 2 0.60%
Mobile T/Cm 0.77% 1 0.30%
Tobacco 0.00% 1 0.30%
Travel & Leis 15 3.84% 16 4.78%
Total 391 1 335 1
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Appendix B: Table 9:

Table 9

Descriptive Statistic - Earnings Volatilities before eliminating error data (Related Mergers)

Panel A: Related

61

Mergers

. A . N Earnings Volatilities ~ Earnings Volatilities

Earnlngs(_\{;)latllltles Earnlngs(l/ltilatllltles (-1) Industry- (+1) Industry-
Adjusted Adjusted

Mean 129.9467 1006.1940 2992.6290 6203.5740
Median 0.1982 0.2155 3.7282 1.9293
Maximum 20315.3700 122635.8000 701059.6000 741842.4000
Minimum 0.0011 0.0004 0.0192 0.0026
Std. Dev. 39657.7800 56410.1700
Skewness 15.7167 9.8484
Kurtosis 261.9527 106.2390
Jarque-Bera 1105724.0000 179501.6000
Probability 0.0000 0.0000
Sum 1167125.0000 2419394.0000
Sum Sq. Dev. 0000000.0000  1240000000000.0000
Observations 391 391

zarnings Volatilities

Earnings Volatilities

(-1) Industry- (+1) Industry-

Adjusted Adjusted
Mean 23686.17 19920.53
Median 2.816354 2.097093
Maximum 2430858 1859673
Minimum e 0.01299 0.000609
Std. Dev. 187786.9 168589.7
Skewness 9.330491 9.647141
Kurtosis 83.8503 100.2672 98.4909
Jarque-Bera ‘ 59657 1000 M?BO 2000 136919. 3 132475.5
3056812.0000 12802842.0000 7934867 6673378
1970000000000.0000 ‘65800000000000&0 9.49E+12
ObservﬁwanﬂimuﬁqQﬂﬂqaﬂ 335
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