POST-MERGER PERFORMANCE: DO MARKET-BASED PERFORMANCE MEASURES HOLD FOR OPERATING-BASED PERFORMANCE MEASURES? A NEW INVESTIGATION
Sal Kukalis, Mgmt/Hrm Dept.,California State University, Long Beach, California. skukalis@csulb.edu

Kris Mirzayan, Marketing Dept., California State University, Long Beach, California.  kmirzayan@cox.net
ABSTRACT
Market-based post-merger studies have been criticized by upper management echelon for their use of share prices as the primary measure of success or failure of such transactions in their investigations (Business Week, October, 2002 and Wall Street Journal, December, 2002). Consequently, Using a random sample of 1000 M&A transactions, this study  examines if using operating performance measures result in better post-merger performance if the acquirer buys private firms, uses cash as method of payment (instead of debt , equity, or combination), buys small target firms, and if post-merger performance differs under different time frames (acquiring firms during periods of economic contraction vs. acquiring during periods of normal economic conditions).
INTRODUCTION

Corporate strategists have long used mergers and acquisitions (M&A) as one of their primary strategic tools for fostering growth and prosperity.  While there are many studies on post-merger performance, our knowledge on this important issue is still limited and confounded by the ambiguity in the interpretation of those studies’ mixed and unconvincing results, among other things. Whether an M&A strategy is used to achieve real economic gains or simply for empire building purposes, an unresolved issue facing practitioners and scholars, in corporate finance and strategic management, today is post-merger performance of the newly combined entity (Kukalis 2007). 

Mergers & acquisitions transactions have reached an impressive level and have seen a return to the mega-deal transactions in recent years.  Despite the rising popularity of M&A, post-merger performance of many acquisitions has been called into question. Why do M&A transactions continue to surge despite their lukewarm performance? The motives behind M&A are diverse and intriguing (Agrawal and Jaffe 2003).

This proposed study aims at contributing to the post-merger’s stream of research by specifically focusing on investigating if the well-established findings of the “event studies” (studies that employ market-based performance measures such as change in share price) hold for operating-based performance measures in evaluating post-merger performance of the merged company (acquirer company and acquired company combined). Post-merger performance will be examined and compared to results of “event studies”, using operating measures such as return on sales (net profit/net sales), under four different variables as explained in the next section.   This study is part II of a research project on post-merger performance, which I started a few years ago. A study based on part I of this project got published in the International Journal of Finance (December 2007- a refereed and ranked as a quality journal in the CBA’s list of accepted journals). 
POST MERGER PERFORMANCE
  In general, the picture that emerges from an extensive review of post-merger research reveals that most post-merger performance studies have concentrated mainly on the events leading up to and immediately following an acquisitions or merger--that is reporting the stock market reactions to announcements of a M&A announcement (e.g., Berkovitch and Narayanan, 1993; Weston and Johnson, 1999; Houston and Ryngaert, 1994; and Mitchell and Lehn, 1990).  These studies and others have found that the initial market reactions to merger announcements are mostly positive for the target company’s (seller) investors, but negative for the acquiring company’s (buyer) investors.  Those “event studies” are generally based on the assumption that financial markets are forward-looking and the sudden rise in stock prices generally reflect the present value of expected future cash flows to stockholders (Bruner, 2004).  
Previous research based on the event study (market-based) methodology has found that i) contrary to the well-established findings on acquisitions of public firms, acquirer of private firms enjoy positive abnormal returns (Chang, 1998; Fuller, Netter, and Stegemoller, 2002; cf. Capron & Shen, 2007); ii) using cash as the method of payment is critical for M&A returns; iii) small target firm size is one of the most important factors influencing acquirer performance (Moeller, Schlingemann and Stulz, 2004), and iv) post-merger performance differs under different time frames (Bouman et al., 2006).  Given this well established findings based on the event study methodology, This study examines if the event study’s findings hold for the long-term operating performance (accounting-based) measures.
METHODOLOGY
A random sample of 1000 M&A transactions, which occurred between 1995 and 2001, will be selected to investigate post-merger performance for each of the four variables: private vs. public company; method of payment; small vs. large firm size; and different time frame.  Thus, the overall sample will consist of the following 10 sub-samples as follows: 1) a sample of 100 M&A where the acquired firm is a private entity; 2) a sample of 100  M&A transactions where the acquired firm is a public company; 3) a sample of 100 M&A transactions where stock-for-stock was the method of payment for the acquisition; 4)a sample of 100M&A transactions where cash was the method of payment; 5) a sample of 100 M&A transactions where debt was the method of payment; 6) a sample of 100M&A transactions where a combination of cash, debt, and/or stock was the method of payment; 7) a sample of 100 M&A transactions where the acquired firm is small (value of transaction less than $300 million); 8) a sample of 100 M&A transactions where the acquired firm is large (value of transaction over one billion); 9) a sample of 100 transactions where the acquisition during a period of economic recession (transactions that occurred in 2001); and 10) a sample of 100 acquisitions that occurred in between 1995 and 2000 (a non-recessionary period). The 1000 M&A transactions will be drawn from Mergerstat Review Reports, which publishes M&A information such as: announcement and completion date for each merger, price offered, method of payment, premium offered, P/E offered, Seller’s annual revenues, and other relevant information. Return on  Assets (ROA),  Return on Sales (ROS), and EBITDA divided by net sales (earnings before interest, taxes, depreciation and amortization as a percentage of net sales) will be used to measure post-merger operating performance for the merged company over a three year period (adjusting for a three-year grace period) after the deal was completed. To control for impact of industry variance (effects) on company performance and to make company performance comparable across different industries, industry ROA, ROS and EBITDA medians for each of the three relevant years under study will be used to adjust each company’s ROE, ROS and EBITDA. Industry definition will be limited to two digit SIC (Standard Industrial Classification) code. Archival data from Standard & Poor’s Compustat Database will be used to collect and compute all performance data on ROE, ROS, EBITDA, and industry medians for the three operating measures. The Wilcoxon signed ranks test and OLS regression will be performed to determine whether there were any significant differences between the sample firms for each of the four variables of this study (e.g., differences among the four types of method of payment). Finally, the overall results of this study (based on operating performance measures) will be compared to results of the “event studies” (market-based measures) for each of the four variables. 
   Previous research in strategic management has shown that the two forms of performance (operating and market measures) are negatively correlated with one another (Keats & Hitt, 1988). Thus, I suspect that the results of this study will invalidate the results of the popular “event studies” on post-merger research. 
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