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Abstract

By adapting Abadie et al’s (2010) synthetic control method, this paper uses a more accurate
control group to evaluate the cumulative abnormal returns for acquiring firm share price
between 2000-2014. An examination of acquisition-related outcomes informs both corporate
strategy and investor arbitrage opportunity. The results indicate that M&A activity is effective
in improving the long-term performance of the acquiring firm’s share price and that the market






return and is commonly calculated using the formula = — ( ).Where isdefined
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find statistically significant abnormal returns beginning two days prior to the announcement
day—providing evidence of information leakage surrounding the announcement of an
acquisition. Correcting for this leakage, Ma et al. find slightly positive, statistically significant
abnormal returns for bidding firms around the announcement date.

[l B. Long-Term Effects

The reference portfolio assumes that the expected return of the stock should be





















deals in this dataset. | then break down the number of acquisitions by time period in Table 2. As
expected, the number of acquisitions drops dramatically during the financial crisis period.

The synthetic control method uses weighted averages of the underlying firms’ daily
share prices to generate share prices for the synthetic match—both before and after the
intervention. This output can then be used to compare the performance of an acquiring firm to
its synthetic counterpart as illustrated in Figure 1. The vertical dotted line represents the
completion date of the acquisition in question. As evident in the figure, the synthetic control

method successfully creates a strong pairing in the pre-intervention period—allowing for

12



performance of the firm, investors will bid up the price of the stock. Conversely, if investors are
skeptical of the synergies of the merger, the ensuing sell-off will deflate share price.

In this study, | follow Ma et. al (2009) in defining the announcement period starting two
trading days prior to the announcement of the acquisition and ending two trading days after
announcement. This window reduces potential bias on abnormal returns, as it accounts for any
shift in price due to information leakage before the acquisition is announced publically.

Cumulative abnormal return data during the announcement period are summarized in
Table 3. While results differ by individual industry, this sample suggests that, on average, the

market g0.000T/i(v)-(em) TIETQg0.00000912 0 612 792 reW* nBT/F1 12 Tf1 0 0 1 107.440003,

13









firm to go into bankruptcy and therefore drop out of the dataset—leading to inflated
cumulative abnormal returns. However, it seems unlikely that a bad acquisition would have
such drastic implications on a company’s stock performance without a large number of
moderately bad acquisitions driving the overall average into the negatives.

Since the compiled data focus on large acquisitions, |
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acquisition is announced. However, | find that investors’ increased skepticism of the synergies
of mergers and acquisitions in light of the 2008 financial crisis are unfounded, as modern
acquisitions lead to the largest increases in a firm’s long-term performance.

While my findings to this point show that using the synthetic control methodology yields
substantially different results than the control groups utilized in previous literature, it is
possible that these differences are driven by the fact that this study focuses on a modern,
previously unstudied time period. To account for this possibility, | use my dataset to calculate
abnormal returns through both the reference portfolio method, as presented by Asquith (1983)
and the Fama-French Model, as used in Dube and Glasscock (2006). Since the synthetic control
method is merely an improved derivation of the control-firm approach, | do not find it
necessary to use a traditional control-firm approach in this exercise. The results are
summarized in Table 8.

This process illustrates two important contributions of this paper. First, the findings for
both the reference portfolio and the Fama-French model differ from previous literature, as they
each suggest that acquisitions lead to positive cumulative abnormal returns in the long term.
These results imply that the nature of returns to mergers and acquisitions have improved over
time; modern acquisitions lead to larger returns than their previous counterparts. However, In
the short-term, | find that the Fama-French Model mirrors the previous literature, as it yields
statistically insignificant negative abnormal returns in the short-term. Secondly, this breakdown
demonstrates the importance of methodology in examining M&A related outcomes. While all
three approaches have some similarity in that they yield positive cumulative abnormal returns

in the long run, the magnitudes of those returns differ greatly depending upon the approach. In
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firms who pay a higher price for the target firm—both in terms of raw asking price and in terms
of a percentage of their overall market capitalization. When it comes to method of payment,
the initial regression results indicate that all-stock acquisitions yield highest cumulative
abnormal return. Next, to determine whether particular industries typically produce larger
returns, | examine the coefficients on each individual industry dummy and find that, the market
tends to be pessimistic about financial firms around the announcement of an acquisition, as
each of the industry dummies is positive and statistically significant in comparison to the
excluded financial industry.

Next, | run a year fixed-effects regression to determine whether investors were more
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acquisitions lead to larger abnormal returns, as the coefficients on Invalue and valuemarketcap
remain negative, and stock acquisitions remain the most successful method of payment.
However, during the crisis, the market responds more favorably to acquisitions from large firms
and switches their preference to all-cash deals. Furthermore, the coefficients on the industry
dummies increase in magnitude during the crisis—suggesting that investors are particularly
weary of financial firms during this tumultuous time period. In the years after the crisis, 2010-
2014, the market seems to bid up the price of acquiring firms in block-buster deals, as the

coefficient on Invalue becomes positive and statistically significant. While investors
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as a 100% increase in short-term abnormal return yields only a 0.002 percent increase in long-
term returns. The coefficients for the industry dummies in column (1) suggest that arbitrage
opportunities still exist in long-term investments, as the market’s overall skepticism of the
financial firms is not representative of long-term performance in the industry.

Including a fixed effects specification, as shown in column (2), does not change the
direction or significance of the acquisition characteristic variables on long-term abnormal

returns. However, year-fixed effects illustrate the fact that 2008 and 2009 yield two of the
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trading days prior to the announcement and ending two trading days post. | find that, on

average, investors bid up the acquiring firm’s share price to account for the expected benefits
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Figure 1: Treated vs. Synthetic Firm Share Price
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*Note: The treated firm illustrated in the figure is in the consumer cyclical industry. Completion
date in figure is May 15, 2001
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Table 3: Announcement Effect Cumulative Abnormal Returns by Industry

Industry Two Days Prior  One Day Prior Announce Day One Day Post Two Days Post
Basic Materials -0.412 -0.716 -0.692 -0.241 0.525
Communications 0.391 0.849 1.057 1.145 1.239
Consumer, Cyclical 0.676 0.803 0.31 0.322 0.494
Consumer, Non-Cyclical 0.705 0.872 1.19 1.557 0.785
Energy -0.372 -0.58 0.531 0.995 -0.015
Financial 0.171 0.03 -0.535 -0.242 0.246
Industrial 0.225 0.488 0.189 -0.265 0.078
Technology 0.271 0.712 0.96 1.16 1.203
Utilities -0.284 -0.569 -0.317 -0.055 -0.345
Total 0.515 0.999 1.193 1.034 0.756
Total Excluding Financial Firms 0.576 1.173 1.382 1.188 0.894

*Note: Table presents daily cumulative abnormal returns during the announcement window-- defined as the period of time beginning to days
prior to the announcement of an acquisition and ending two days after the announcement.
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Table 5: Long Term Cumulative Abnormal Returns by Industry

Industry Six Months Oneyear  Two Year Three Year

Basic Materials 0.0632 0.0766 0.2005 0.2402
Communications -0.0211 -0.0063 0.4915 1.8975
Consumer, Cyclical 0.0026 0.045 0.083 0.2947
Consumer, Non-Cyclical 0.0703 0.1185 0.2271 0.3439
Energy -0.0398 -0.1105 -0.1995 -0.2718
Financial -0.5176 -0.7271 -4.5964 -4.9994
Industrial -0.0135 0.0749 0.1948 0.3397
Technology 0.0619 0.0821 0.2978 0.5268
Utilities 0.103 0.2322 0.2658 0.3596
Total -0.0671 -0.0754 -0.5798 -0.3613
Total Excluding Financial Firms 0.022 0.053 0.213 0.545

*Note: Table presents long term cumulative abnormal returns broken down by industry at four different cross sections: six

months, one year, two year
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Table 6: Long Term Cumulative Abnormal Returns by Industry and Year

2000-2005

Industry SixMonths  Oneyear  Two Year

Three Year
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Table 8: Differences in Cumulative Abnormal Return by Control Group

Short Term Cumulative Abnormal Returns

(1) (2) ©) (1-2) (1-3)
Time Period Sythetic Control Reference Portfolio  FamaFrench  Synth v. Ref Synth v. FF
Two Days Prior 0.515 0.001 -0.074 0.514 0.589
One Day Prior 0.999 0.002 -0.084 0.997 1.083
Announce Day 1.193 0.004 -0.219 1.189 1.412
One Day Post 1.034 0.01 -0.134 1.024 1.168
Two Days Post 0.756 0.011 -0.055 0.745 0.811
Average Difference 0.894 1.013
Long-Term Cumulative Abnormal Return
(1) (2
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Table 11: Determinants of Short Term Cumulative Abnormal Return by Year
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