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Abstract  
 

Denne afhandling analyserer 393 virksomhedshandler i perioden 1998-2016, med henblik på at 

identificere nogle karakteristika ved disse handler, der skaber rammerne for en overnormal værdi for det 

opkøbende selskabs aktionærer. Gennem et event studie analyserer vi 15 forskellige transaktionstyper 

og når frem til et signifikant overnormalt afkast ved 6 af transaktionstyperne. Signifikant positiv 

værdiskabelse findes ved diversificerende transaktioner, gælds finansierede transaktioner, internt 

finansierede transaktioner, relativt små handler i forhold til opkøbers størrelse, små opkøbere og for 

opkøbende virksomheder med en historisk market-to-book ratio på mellem 1-2.5. Derimod findes 

signifikant negativ værdiskabelse for opkøbende virksomheder med en historisk market-to-book ratio på 

mere end 5. Ud fra disse karakteristika har vi formuleret 5 specifikke investerings porteføljer, der 

historisk set har leveret et overnormalt positivt afkast til investorerne som er signifikant forskelligt fra 

det gennemsnitlige afkast i en transaktion. Afhængigt af investorenes behov, er vores investerings 

muligheder spredt over 3 forskellige tidshorisonter på op til 110 dage i og omkring 

transaktionsannonceringen. Vores porteføljer leverer et overnormalt positivt afkast på henholdsvis 

7,6%, 2,55%, 1,61%, 13,22% og 8,37% 
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Section 1 – Initial framework  

1. Introduction  
 

Mergers and acquisitions represent a significant part of the modern company’s strategic objectives of 

increasing their markets share, bargaining power and overall exposure. While these objectives are all 

achievable by the company internally, indulging in a company acquisition provides the management 

with a short cut to achieve results much faster than otherwise possible. However, a relevant question to 

this statement is, if this short cut actually creates value for the owners of the companies involved. Little 

disagreement can be made to the fact that target companies receive significant abnormal returns as a 

consequence of being acquired, because the shareholders in the target company typically receive a 

premium in order to motivate the shareholders to sell their stake in the company. However, the effects 

for the acquiring company’s shareholder are much more diverse. Scientific research has consistently 

presented evidence showing that the acquiring company’s shareholders, on average, only break even on 

their transactions when adjusting for their expected returns. In spite of this research, the global M&A 

market was responsible for over 3,2 trillion dollars changing hands in 2016 (Deloitte, 2017). A peculiar 

paradox is therefore created between the fact that companies continuously indulge in these type of 

transactions, in spite of the mediocre returns that follows.  

 

Assuming that management strive to fulfil their finest objective of creating value for the shareholders, 

abnormal returns for the acquiring firms must be possible as a consequence of a transaction. The same 

research that concludes an average 0% abnormal return for the acquiring company, also reveals that 

large fluctuations in the returns of the individual transactions occur on a consistent basis. Our analysis 

reveals that abnormal returns in the days around the announcement of a transaction fluctuate between 

+37,93% and -45,99%, supporting the assumption that some transactions are better executed than 

others. This thesis seeks to investigate these fluctuations in order to identify key characteristics that 

influence the returns from a deal in a positive and negative direction. By analysing the stock price 

movement of publicly traded companies that announce an acquisition of another company, we aim to 

identify what constitutes the best foundation for a good or a bad transaction from the acquirer’s point of 

view. As a consequence, this thesis will provide the reader with a deeper understanding of the value-

triggers in a corporate transaction, as well as provide a framework for how the market typically reacts to 

different types of M&A announcements. By using this framework, investors will be able to get a quick 

overview of the typical market reactions to certain transaction announcements, which in turn can help 

them in their evaluation of whether to buy, hold or sell a stake in a company.  
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1.1  Problem statement & sub-questions  
 
 
Based on the introductory notes, we wish to investigate the following problem statement:  

 

What characteristics constitutes a value creating or value destroying company acquisition from the 

acquiring shareholders point of view? And how can these characteristics help investors place their 

money? 

 

The amount of value triggers that can constitute a good or bad corporate transaction is overwhelming, 

and highly dependent on the scientific approach being employed. For this reason, we have formulated 7 

sub-questions, spread across 4 broader categories, that will narrow our scope to specific variables of 

interest, and guide us towards answering the main problem statement in a structured way. The following 

sub-questions will act as the overall scope of the thesis, as well as provide the necessary foundation for 

our hypothesis formulations in chapter 3.  

 

Strategic factors: 

 
1. Does the type of company integration affect the returns of an acquisition?  

 

Corporate Finance factors: 

 
2. Does the type of deal financing affect the returns of an acquisition? 

3. Does the amount of excess cash in a company affect the returns of an acquisition?  

4. Does the relative size of the transaction affect the returns of an acquisition? 

5. Does the absolute size of the acquirer affect the returns of an acquisition? 

 
Past financial performance of the acquirer: 

 
6. Does the past performance of the acquirer affect the returns of an acquisition? 

 
Macro factors:  

 
7. Does a hot or cold market affect the returns of an acquisition? 
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The 7 sub-questions have been chosen based on their expected level of impact on value creation for the 

acquiring company, as well as the ease of sourcing the necessary information used to perform the tests. 

Particular emphasis has been put on theoretical literature, in order for us to select the more promising 

questions for our analysis. 

 

1.2 Scientific approach  

 

In order to approach this type of analysis in a productive manner, a pre-defined scientific approach 

needs to be chosen. Categorically speaking, four different research approaches are available for testing 

M&A profitability; Event studies, Accounting studies, Clinical studies and Management surveys 

(Bruner, 2002). The employed method of analysing the problem, as well as the conclusions we reach, 

will be very different depending on the approach we use, marking a need to clarify it now. It is 

important to note that no research approach is fault-free, but certain methods are more relevant for 

specific surveys than others.  

 

Our primary research approach will take place in the form of an event study. Event studies focus on the 

abnormal returns attributed to shareholders in a predefined event window around the announcement 

date, and conclusions are based on the events observed in the financial markets. The choice of study is, 

among other things, chosen because event studies are regarded as forward looking, seeing as they 

evaluate the present value of all expected future cash flows to the shareholders. Event studies has been 

dominating the field of M&A profitability since the 1970’s due to its theoretically grounded, cheap and 

flexible approach, but certain care needs to be taken when using it (Caves, 1989). In particular, the 

quality of the large amounts of data used in our models is crucial for a solid analysis. Extreme caution in 

the data sourcing, and sound reasoning regarding the limitations, is necessary in order to provide the 

reader with proper understanding of our findings. 

 

The quantitative nature of the event study is good to make generalizations on a broad population, and 

works very well with our chosen type of logical reasoning. Based on the knowledge gathered from the 

literature, we formulate testable hypothesis’ which will be confirmed or rejected on the basis of our 

findings. As this thesis aims to enhance the readers understanding of how the financial markets interpret 

announcements of a M&A deal, the theoretical justifications for value-creation and destruction becomes 

secondary, in favour of our empirical results. It is a deductive research approach that tests the validity of 

the theories in order to lay the groundwork for further discussions. Due to the testable fact-based nature 

of the deductive approach, quantitative datasets follows as natural part of the approach. The 
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confirmatory deductive approach comes at the expense of the inductive approach, which is a more 

exploratory approach concerned about making sense of the observed information, and formulating new 

theory.  

 

Figure 1.1. Deductive research approach 

 
 

Alternative considerations involved the remaining three types of studies, Accounting studies, 

Management surveys and Clinical studies.  

 

Accounting studies are focused on a company’s historical performance through an analysis of their 

financial statements, whereby you compare the accounting effects before and after a transaction. The 

benefits of this study lies in the credibility of the data. Regulatory requirements ensure that the 

statements follow certain standards1, and the past financial performance is directly observable in the 

books. The reason for disregarding this method is, that it is a backwards looking approach. Judgements 

about the economic effect of an M&A announcement are only possible on the release of their quarterly 

statements. We argue that a significant part of a company’s share price stems from the information 

gathered from a company’s financial statements anyway, meaning that event studies are more suited for 

this type of research.  

 

Management surveys was a considered approach, where questionnaires and interviews with 

management would provide foundation for our data collection. In essence, the results generated would 

be aggregated across the sample to form a generalization of the managements view on acquisition 

profitability. The strengths of this type of data collection lies in the depth of information. Information 

that is unknown to external market analysts is valuable in the sense that we can prepare our analysis to 

focus on specific market reactions, prior to the news becoming public. A main weakness of this 

approach is the subjective nature of the data collection. It gives the perspective of a particular person 

who may have an incentive to leave out valuable information for own personal reasons. Furthermore, 

the estimation of value-creation to a manager may deviate from economically sound value factors – i.e. 

																																																								
1	With	the	exception	of	different	accounting	policies	accepted	by	the	IFRS	(EU)	and	GAAP	(US)	accounting	
standards	

Theory Formulation	of	
Hypothesis Test hypothesis Confirm/reject	

hypothesis
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empire building, employee satisfaction etc. As this paper strives to provide an objective view on the 

fundamental determinants of economic value of an acquisition, this approach was disregarded.  

 

A clinical study was our final consideration. This approach tends to focus on smaller sample sizes, but 

in greater depth. Through rigorous analysis of a company’s financials, interviews with senior 

management etc. they form an opinion about the value effects of a handful of companies. It is a more 

inductive reasoning approach that we find to be more relevant for company valuations. Seeing as we 

assume valuations by the market to be fair, this approach was disregarded as well.  

 

1.3 Limitations of Scope  
 

In order to provide the most comprehensive analysis on the subject as possible, certain limitations must 

be made. Already by focusing our analysis on the 7 sub-questions, clear limitations about the bandwidth 

of our analysis have been made. But further limitations need to be made for our results to be as 

comprehensive and structured as possible.  

 

We focus our attention on the acquiring company’s performance in the event of M&A announcement. 

Analysis of the target company would provide little substance to our paper, because the acquirer will 

ultimately absorb them, and previous literature has concluded that the existing shareholders of target 

companies receive significant positive abnormal returns as a consequence of an acquisition.  

 

We require at least the acquiring company to be publicly traded, meaning that the target company is 

allowed to be both private and publicly held corporations. The reason for this criteria is twofold. First, 

we need a reliable benchmark for what the company is worth before and after the announcement, in 

order to evaluate their returns. Secondly the accounting standards and obligations to notify the market of 

any price relevant news are stricter and more comprehensive for public companies, making both the 

availability and quality of our data higher.  

 

Our period of analysis has been limited to include transactions that have been made in the period 1998-

2016, because the database we use to source our deal information does not track deals prior to 1998. 

Also, a minimum deal value size of 100 million euros has been set in order to decrease the likelihood of 

deals being too small to make an impact on the acquiring company’s stock performance. 
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The geographical scope of the transactions has been limited to only include transactions performed in 

the EU. Cross boarder regulatory differences in terms of taxes, benefits etc. are considerable challenges 

in this type of limitation, but we need a large data sample to employ our test with reasonable quality. 

We argue that the EU trade agreements, and relatively similar political environment, limits the negative 

impact of this limitation.  

 

We have chosen to exclude all financial institutions and investment companies from our analysis. The 

reason for this is that their operations are very different from what we now will classify as a “typical” 

corporation. For instance, the balance sheet of a bank is reversed in the sense that their loans, which 

typically is a liability for a company, reflects an asset for banks. This makes the evaluation of the 

companies past financial performance in sub-question number 6 difficult to manage. Furthermore, heavy 

regulations, and the results of the financial crisis in 2008, have lead financial institutions to indulge in 

M&A activity for very different reasons compared to typical corporations.   

 

Finally, we have chosen to analyse the impact on the acquiring shareholders value in what we will later 

categorise as the short and medium term. This means that we will not evaluate the long term value 

effects of a company transaction in spite of the obvious relevance it may bring. As we will describe in 

chapter 5, we have been forced to choose either the short and medium term, or the long run.  

 

1.4 Thesis structure 
 

The structure of this thesis is divided into 3 sections and is illustrated below. The initial chapters 

provide the overall boundaries of the paper by explaining the subject, the problem statement and sub-

questions, our scientific approach, and the limitation of scope. To explain the sub-question’s relevance 

to the subject of shareholder value creation in M&A, arguments for their economic influence will be 

provided in the literature review. In order to evaluate whether or not the sub-questions can be used to 

characterise a good or bad transaction, we formulate 15 hypotheses that will be tested in chapter 6. Once 

the tests have been performed - and the results have been identified - a discussion of how they can be 

used in the world of investing begins. Based on this discussion, we formulate our conclusions.  
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Figure 1.2. Structure of the thesis 

 

2. Literature review  
 

The following chapter presents the theoretical foundation of the thesis. The chapter is included to 

provide the reader with a better understanding of why we have chosen to focus on the 7 sub-questions, 

by explaining the theoretical impact they can have on the profitability of a transaction. Theory and 

previous empirical research will be included to each of the 7 sub-questions, in order to provide the 

reader with a better understanding of the controversies between theory and practice, and why we find 

these questions particularly interesting to test.  
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2.1  Strategic factors 
 
 
The strategic and tactical motivations for a transaction is arguably the most critical consideration of all 

the themes. Careless takeovers with no regards to how the acquisition will enhance the company’s 

ability to successfully execute their mission- or vision statements makes little sense, and creates a solid 

foundation for future disaster. However, the strategic factors are also one of the most challenging factors 

to execute successfully because of their intangible and unpredictable nature. We have narrowed the 

scope of strategical considerations to focus solely on the potential value effects that arise from the type 

of company integration observed in the transaction. 

1. Does the type of company integration affect the returns of an acquisition? 

Common justifications for a takeover usually refers to the synergies that occur when combining two 

companies in the same industry, as well as the risk reducing effects from combining uncorrelated 

earning streams from companies in unrelated industries. These arguments have led us to split the type of 

company integration into two groups, namely horizontal integrations and diversifying acquisitions. A 

natural third consideration on this subject would be to include the vertical integrations as well, but as we 

shall argue in chapter 3, this was not possible.  

 

Horizontal integrations  

 

A horizontal integration appears when a company acquires another company that operates in the same 

business area as itself. David Besanko defines a company’s horizontal boundaries as the quantities and 

varieties of products and services that it produces, and state a company acquisition with industry-related 

companies as a way to expand the boundaries of the company in order to create more value. This type of 

transaction can impact the value creation of a company through an acquisition of market share 

previously owned by a competitor, expansion of their existing product portfolio in order to serve more 

customers, acquiring know-how, acquiring intangible assets etc. The theoretical justifications for these 

type of initiatives can be traced back to economies of scale and scope, and the accumulating effects of 

learning curves (Besanko, 2010).  
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2.1.1 Economies of Scale  

 

Economies of Scale refers to the fact that the average cost of producing a specific product or service, 

declines when the quantity of that output is increased. More specifically, if the marginal cost of 

producing one more unit of output is less than the average fixed and variable unit cost combined, the 

company is said to have achieved Economies of Scale. Typically, the cost saving effects arise due to the 

fixed- and overhead costs in the company being spread across more units. The value generating effects 

of this procedure arises from the gap between the increased revenue stream from more output sales on 

one hand, and the decreased costs from producing the output on the other hand. Conversely, if the 

average cost increases because of more output, the marginal costs must be higher than the average costs, 

and the company is said to exhibit diseconomies of scale. Indulging in a horizontal integration can 

enable the company to achieve Economies of Scale, because it allows for a company to access an 

established market, previously owned by a competitor, and almost instantly increase their output of the 

same product.  

 

2.1.2 Economies of Scope 
 

Highly related to the above mentioned Economies of Scale, is Economies of Scope. Economies of 

Scope refers to the situation where a company can realise costs reductions by increasing the variety of 

goods that it produces. In respect to the subject of acquiring other companies, economies of scope can 

be utilised when a company realises it can produce a certain output with a lower total cost if they 

combine the companies, than they can on a stand-alone basis. A simple example of this situation would 

be if a forestry company, who as a course of business creates sawdust as waste, acquires a company 

producing particleboards that have costs from buying sawdust for production externally. By merging the 

two companies together, they can leverage the fact that the forestry company produces saw dust as a 

natural course of business, and use it as input in the production of particleboards, hence eliminating both 

the costs of buying the saw dust externally, and the cost of throwing away the sawdust2.  

 

Unfortunately, Economies of Scale and Scope are not without risks. Both Economies of Scale and 

Economies of Scope utilises the fact that certain costs are fairly volume insensitive. But these fixed- and 

overhead costs are only volume insensitive to certain point. Production facilities, insurance policies, 

security personnel etc. are all subject to a so called step function, where a certain threshold of volume 

																																																								
2	𝑇𝐶 𝑄$%&'	), 𝑄$%&'	+ < 	𝑇𝐶	 𝑄$%&'	), 0 + 𝑇𝐶(0, 𝑄$%&'	+) 
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will breach their capacity and create a need for further investments - i.e. a bottlenecked production 

facilities that needs to be expanded (Rohde, 2014). Furthermore, significant value decreasing factors 

have been observed in transactions due to cultural and technical integration failures between the two 

companies. When physical employees are unable to work together because of various cultural barriers, 

or the IT systems in the two companies are unable to interact, significant integration cost will have to be 

assumed by the company, naturally lowering the value generated by the transaction (Sudarsanam, 2010). 

 

Empirical research:  

 

Robert F. Allen and Allan S. Hagin tested the effects of Scale economics by analysing the profits of a 

company in respect to their market share, and found minor support for the fact that companies with 

bigger market shares experience larger profits than its peers. These results are supported by David J. 

Ravenscraft, who also found that there appears to be a positive correlation between the profitability of a 

company, and their respective market share (Ravenscraft, 1983). Interestingly, Dennis C. Mueller 

nuanced the picture of scale economics by testing the relationship between a company’s profits and an 

increased market share after an acquisition such as a horizontal integration, but found no scientific 

support for this hypothesis (Mueller, 1985). The empirical results therefore seem to suggest that a larger 

market share will lead to greater profitability, but achieving it through a horizontal integration will not 

automatically make it happen. Instead, it seems that the financial markets await further notice from the 

integrated company, that proves a more valuable operation – i.e. by presenting stronger financial returns 

in their financial statements.  

 

2.1.3 Learning Curves  
 

Exploiting the learning curve of individual employees can generate value for a firm by increasing the 

efficiency and quality of products. Theoretically, the learning curve refers to the fact that the average 

costs (AC) of producing output (Q) will decrease as the accumulated total output increases through time. 

It is a “learning-by-doing” strategy where, employees learn from doing the process itself, but also learn 

from more experienced colleagues that can share tips and tricks to more efficient procedures. A 

horizontal merger can utilise this theory by merging two companies, where one of the parties have a less 

efficient production procedure. For instance, a company that has been producing headphones for 10 

years will be more experienced and cost efficient than a start-up, because of their previous experiences 

in minimizing waste, utilizing existing procedures for documentation and communication etc. (Besanko 
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et. Al, 2010). Whilst this example is focused on the acquiring company having the best know-how, 

target companies can just as easily be the ones with the superior know how.  

 

Empirical research:  

 

The value enhancing effects of the learning curve has been found to be more crucial for some industries 

than others. More complex production facilities seem to derive more value from a steep learning curve 

than other industries where the production is rather simple. For instance, empirical research found 

semiconductor and aircraft production facilities to receive particular benefits from learning curves, by 

tracing the decreased cost of output across time (Sudarsanam, 2010).  

 

Diversification 

 

Diversification refers to the fact that it can be beneficial to spread your investments across multiple 

assets, rather than relying solely on the performance of one. It is a more conservative approach to 

investing in companies, where you can reduce the volatility of your position by spreading the money 

across several uncorrelated investments. Whilst there is little disagreement between researchers and 

practitioners in the fact that investors will benefit from diversifying their portfolio, more criticism has 

been credited to specific companies – i.e. the actual investments – diversifying their operations. 

Arguments such as the fact that investors differentiate between the systematic and unsystematic risk in a 

company supports the arguments against diversifications as a risk reducing effort by the company, 

because investors have better options to do this themselves3. However, certain arguments about the 

benefits of expanding a company’s operations into unrelated areas do seem valid in terms of possibly 

generating value for the shareholders. We will focus on two arguments that we find to be some of the 

most popular theoretical justifications for diversifying a business. These can be defined as the utilization 

of cross-subsidization to fund other project internally in the company, and the ability to increase the 

company’s debt capacity and tax shields. 

 

It is important to note that we in this paper define diversification as the procedure of buying companies 

in unrelated industries. For this reason, situations where a company acquires a target in order to achieve 

a geographic diversification of similar products will not fall under this category. Instead, it will be 

characterised as a horizontal integration.  

																																																								
3	Better	investment	solutions	that	enables	them	to	tailor	their	portfolio	to	their	individual	risk	appetite		
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2.1.4 Internal cross-subsidization 
 

Internal cross-subsidization refers to the fact that a company, which has a profitable cash generating 

business unit, uses its proceeds to fund an unprofitable business unit somewhere else in the company. 

This strategy is beneficial for newly established business units that aim to introduce new products or 

services, but have yet to become profitable for the company. Through cross subsidisation, the profitable 

business unit can provide the necessary liquidity, rather than sourcing it from expensive external parties. 

The issue with this strategy is related to the management’s ability to differentiate between a failing 

business unit, and one that is just on the brink of becoming a success. Meyer, Milgrom and Roberts 

(1992) argue that unprofitable business units create a greater value loss in diversified companies, than 

on a stand-alone basis. They argue that companies with a strong cash flow from another business unit, 

will keep funding the losses from a failing business unit long after it should have been shut down. 

Further, they argue that diversified companies that cross subsidize their business units, run the risk of 

not incentivizing the profitable segments to perform to their potential, because a great proportion of 

their profits systematically gets distributed to failing business units (Meyer, Milgrom and Roberts, 

1992). 

 

2.1.5 Tax impacts of greater debt capacity. 
 

Another benefit from diversifying a business can occur when combining imperfectly correlated earning 

streams. By combining uncorrelated earnings, you theoretically decrease the risks associated with the 

firm’s cash flows, which acts as a co-insurance for lenders in their view on the firm’s ability to repay 

debt. Naturally, this enhances the lenders will to provide capital to the company, which leads to the 

conclusions that diversified companies will have a greater debt capacity than single lined businesses 

(Lewellen, 1971). The positive impact on shareholder’s wealth will occur from either cost savings on 

cheaper interest rates, or greater tax savings. The tax benefits become apparent when the diversified 

company is able to increase its overall debt capacity, and take further advantage of the tax deductibility 

of interest charges. It is important to note that the benefits of an increased debt-to-equity ratio comes at 

the expense of an increased financial risk in the company. In the following corporate finance section 

below, we will introduce more specific theoretical arguments for the value-effects of company’s capital 

structure.  
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Empirical research 

 

The value effects of diversifying a company’s operations into unrelated business areas have spawned a 

broad school of beliefs over the last 70 years. During the 1950’s and 60’s it seemed that the theoretical 

arguments for value creation through diversification programs, gained a certain currency amongst 

practitioners. Armed with limited empirical evidence on the subject of diversification at the time, 

companies undertook massive diversification programs in the period between 1950-1970, resulting in a 

decline of single-lined businesses comprising the “Fortune 500” from 30% of the total sample, to 8% in 

1970 (Salter & Weinhold, 1978). The period following 1970 was characterised by a bulk of empirical 

research that criticized the shareholder value effects of diversification. Philip Berger & Eli Ofek planted 

scepticism about the productivity of the employed capital in diversified corporations after showing an 

average of 13%-15% shareholder value loss relative to stand-alone companies in the period 1986-1991. 

They found that overinvestments and cross-subsidization were contributing factors to this loss, whilst 

the tax benefits from the diversified company reduced the loss modestly (Berger & Ofek, 1995). This 

was supported by the fact that other researchers found a positive relationship between the relatedness of 

business and their obtained financial returns, which in turn lead to corporations returning to a more 

specialized operation by selling off non-core operations (Comment & Jarrell, 1994).  

 
2.2  Corporate finance factors  

 

2. Does the type of deal financing affect the returns of an acquisition? 

There are three different ways to fund an investment opportunity such as a company acquisition. 

Internal funding through free cash flows, issuance of new debt, or issuance of equity. The choice of 

which depends on how the company wishes to balance their capital structure. The value effects of a 

company’s capital structure have been a popular topic in the past 50 years, with major theoretical 

breakthroughs that contribute to the way that practitioners think of capital structure. The following 

section will provide an overview of how the different types of financings are interrelated to one another, 

as well as explaining how they can influence the value of the firm.  
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2.2.1 Miller & Modigliani’s irrelevance proposition 
 

A natural point of entry to the capital structure discussion, is the pivoting arguments presented in the 

Miller-Modigliani’s irrelevance propositions from 1958. Miller & Modigliani (now MM) presented 

certain conditions under which the capital structure of the firm has no impact on the overall value. In 

“perfect market conditions” where interest tax shields, bankruptcy costs, market frictions and 

asymmetric information are absent, the enterprise value of a firm will not be affected by changes to the 

capital structure. More specifically, if the enterprise value of the company equals their total outstanding 

debt and equity, changing the debt-to-equity ratio will not affect the enterprise value, since there are no 

tax advantages for assuming debt in the company, and no bankruptcy costs from overleveraging. In 

effect, the required rate of return for debt and equity holders should be the same (Modigliani & Miller, 

1958). Formally, the weighted average cost of capital (WACC) used to discount the cash flows will be 

unchanged in any combination of the two (Brealey, Myers and Allen, 2014). The proposition received 

tremendous credit in the academic world because of the simple way to view the value effects from a 

company’s capital structure, and the foundation of many recent theories can be traced back to the 

conditions in the irrelevance proposition.  

 

The reason for including the MM proposition in this section lies in the fact that it explains the main 

variables that can influence the value of a company. By relaxing the very simplistic assumptions made 

by MM, we can begin to focus on the factors affecting the average cost of a company’s capital, namely 

the trade-off between the tax shield and bankruptcy costs.  

 

2.2.2 The trade-off theory of capital structure 
 

Naturally, the conditions proposed in the first MM proposition is a simplification of the real world 

where imperfect market conditions act as a constant force in the market. Building on the first MM 

proposition, new theories were developed to include the impact of the real world’s imperfect market 

conditions. Kraus and Litzenberger (1973) presented the trade-off theory of capital structure and argued 

for the benefits of leveraging a company to a certain point, when the existence of interest tax 

deductibility and bankruptcy costs were accounted for. They argued, that the imperfect market 

conditions presents managers with opportunities to explore an optimal capital structure by weighing the 

pros and cons of obtaining debt. The trade-off is based on the increased value in the present value of the 

tax deductible interest expenses, and the deteriorating effects associated with an overleveraged firm on 

the brink of realizing bankruptcy costs. Figure 2.1 illustrates the arguments proposed by the trade-off 
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theory, as well as the first MM proposition. The horizontal black line shows the value of the unlevered 

firm, as well as the value in the firm under perfect market conditions proposed by MM. As you will see, 

the value of the firm is unchanged under any combination of debt and equity. The red lines show the 

trade-off between debt and equity under imperfect market conditions. As the debt/equity ratio increases, 

the risk of bankruptcy follows to a point where the value generating effects of obtaining debt start to 

diminish. At a certain point, the risk of financial distress overshadows the tax benefits, which results in 

a decreasing value of the company. The optimal capital structure is right at this pivoting point, where 

the value of the firm is maximized. (Kraus & Litzenberger, 1973) 

 

Figure 2.1. Optimal capital structure where WACC is minimized  

 

 
 

In technical terms, the optimal capital structure occurs, where the company has minimized its WACC. 

This is because it is the WACC that is used to discount the future earnings potential of a company, 

meaning that the value will increase proportionally, with a lower discount rate4. Due to its very intuitive 

nature in rationalizing borrowing in a firm, the trade-off theory was well received by practitioners and 

theorists (DeANGELO & Masulis, 1978). It suggests that debt transactions in corporate acquisitions 

seem favourable up to a certain point, and provides an interesting foundation for the hypotheses in this 

paper.  

 

 

																																																								
4	𝑃𝑉 = $4$5

(678)44)5
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2.2.3 The Pecking Order Theory  
 

Myers and Majluf (1984) challenged the arguments by the trade-off theory, by suggesting that 

companies choose their financing needs based on a hierarchical order, ranging the different sources 

based on their attractiveness to the company5. Rather than adhering to a long-term optimal capital 

structure as the trade-off theory suggests, Myers and Maijuf argued that companies, above all, strive 

towards executing on real NPV positive projects, and then finding the finances to do so afterwards. 

Only in cases where the investment requirements exceed their internally generated funds, riskier 

external sources of financing will be assumed, arguing for debt being a less risky source of external 

funding compared to equity issuance. The pillars of the pecking order theory lie in asymmetric 

information, since managers are believed to know more about the future prospects of the company than 

outside investors. Particularly for publicly traded companies, market analysts are constantly looking for 

indications that will tell them how their investment is proceeding. Analysing and interpreting the 

management’s strategy for financing an acquisition can provide the market with valuable information 

about how profitable the management views the acquisition, as well as the overall health of the 

company. They found the pecking order of financing to be the following order, with number 1 being the 

most preferred option. (Myers & Majiuf, 1984) 

 

1. Internal free cash flows  

2. Debt issuance 

3. New equity issuance.   

 

According to the Pecking-order theory, companies strive to finance their acquisitions with their own 

cash if possible. Cash financing through internally generated free cash flows provides a quick and easy 

method of financing. It is the cheapest option of the 3 since it does not require any notable issue costs, 

and it eliminates the need for negotiating with external financers about the terms and potential 

covenants of the loan/investment. In effect, no particular negative signals are being sent to the market by 

using internal cash flows to finance an investment.  

 

If the investment requirements exceed the company’s cash reserves, external financing becomes an 

option. Based on the external financing options, debt is preferred above issuing equity because it is less 

risky for the existing shareholders. Debt financing can be evaluated from a return on invested capital 

																																																								
5	Donaldson	(1961)	developed	an	earlier	version	of	the	pecking	order	theory,	but	it	was	Myers	and	Majluf	who	
presented	empirical	evidence	of	the	theory	in	1984.	
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point of view (now: ROIC), where leverage acts as a catalyst for the obtained returns. More specifically, 

leveraging the investment will lower the amount of invested capital by the firm itself, since a portion of 

the money now comes from external financers in return for periodic interest payments. As long as the 

company can achieve returns from the project that exceed the interest rate, the overall ROIC will be 

higher than a 100% internally funded project. On the contrary, if the returns are lower than the interest 

rates, ROIC will be worse than a 100% internally funded project. Management is aware of the risks 

associated with debt issuance, so deciding to leverage a particular investment can act as a signal to the 

market that the company believes the acquisition will provide significant returns in the future, and 

therefore is willing to assume the extra financial risk it takes to leverage the investment6 (Plenborg, 

2012). We find it important to note the dangers of leveraging the investments as well. Apart from the 

increased financial risk of the company, debt issuance can include various covenants that limits the 

company’s freedom and manoeuvrability. Limiting the management’s ability to take necessary means of 

action on top of high fixed interest expenses can prove fatal to a company, concluding that debt 

financing should be done with caution.   

 

Finally, when the company’s financial slack becomes sufficiently limited, new equity issuance becomes 

an option. The pecking order theory states that management should issue equity with retention because 

of the negative signalling effects it has. Because management is assumed to have better information 

about the prospects and risks of the company, issuing equity as the means for payment could indicate 

that management find their share price overvalued, and that they wish to take advantage of this by 

selling off their expensive equity to other investors. Naturally, this will not be well received by the 

market, and a drop in the share price could follow. In essence, if the current owners believe that the 

proposed transaction is valuable enough to execute, why would they want to dilute their stake in the 

company? 

 

Empirical research  

 

Empirical research on the trade-off theory has spawned a group of critics, citing that companies would 

obtain higher levels of debt than observed, if the trade-off theory were to hold. The critics do not 

disregard the value generating aspects in the trade-off theory, but they provide evidence that show how 

practitioners do not necessarily align their financing needs based on the fact that they can utilise the tax 

benefits from assuming debt (Miller, 1923-2000). 

																																																								
6	Which	will	increase	the	market	capitalization	of	the	company		
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Michael C. Jensen actually views debt as a possible solution to eliminate the asymmetric information 

problems proposed by the pecking order theory. The use of debt in a company can act as a forceful 

incentive for managers to optimize the operations of the company. In essence, a company with sufficient 

financial slack can utilize their borrowing options by repurchasing their outstanding equity in exchange 

for borrowed money. In effect, the newly assumed interest obligations will act as a motivational factor 

for management to run a more streamlined business and eliminate corporate waste by optimizing the 

costs assumed and only invest in projects that propose significant positive NPV potential (Jensen, 

1989). 7 

 

An interview survey by Graham and Harvey (2001) revealed that 2/3 of the participating U.S executives 

found the level of over- and undervaluation of the company’s stock to be a significant factor in their 

decision to issue equity as a mean of funding (Graham & Harvey, 2001). This supports the concerns of 

the asymmetric information problem proposed in the pecking order theory. Interestingly however, 

Kenneth J. Martin (1996) provided evidence that nuances the critique of equity as type of financing. He 

shows how companies with higher growth opportunities are more prone towards financing their 

acquisitions with stocks, and that the likelihood of stock financing is a function of the company’s cash 

reserves, with cash rich firms being less likely to acquirer companies through shares (Martin, 1996). A 

growth stock can be categorized as a company with many available positive NPV projects, relative to its 

cash flow. Investors encourage these type of companies to take advantage of the investment 

opportunities at hand, and to use their available cash to do so, under the expectation that they will 

experience superior capital gains in the future (Parum, 2015). As a consequence, cash reserves of the 

growth company will suffer, leaving it with no other option than to turn to the external markets in order 

to finance its acquisitions. 

3. Does the amount of excess cash in a company affect the returns of an acquisition? 

Having a strong cash reserve on the balance sheet, provides investors with an appreciated security in 

respect to the company’s ability to fulfil their obligations in unforeseen downturns, as well as increasing 

its flexibility to execute on opportunities that need immediate investments. However, the same valuable 

																																																								
7	The	arguments	are	exemplified	by	the	$2,6b	loan,	issued	by	Goodyear	in	order	to	fight	off	a	hostile	
takeover.	Using	the	interest	rates	as	a	control	mechanism	to	run	a	more	streamlined	business	led	them	to	
sell	off	unnecessary	departments	and	focus	on	their	core	competencies.		



	 23	

aspects that can be derived from the freedom to finance the company’s activities without involvement 

from external financers, can also give rise to agency conflicts. Agency conflicts in the sense that 

investors can become concerned about whether or not management of a company is abusing its 

available cash reserves for personal benefits.  

 

2.2.4 The Free Cash Flow Problem  
 

Doing frequent trips to the capital markets for external financing is argued to be an effective control 

mechanism to reduce the agency problem over the distribution of a company’s money, because it 

requires the management to present factual evidence for their intended use of other people’s or 

institutions money. Having sufficient financing internally reduces the control mechanism because 

management no longer have obligations to external parties (Easterbrook, 1984). For this reason, having 

too much cash can be signs of inefficient operations and misaligned interests between owners and 

management.  

 
Michael C. Jensen theorized this conflict by, among other things, focusing on the relationship between a 

company’s free cash flow, and what is needed to meet various obligations and fund NPV positive 

investments. Deeming it one of the central weaknesses of the organizational structure of public 

companies, he argues that a clear inefficient governing of the company arises when some of the biggest 

companies in the world hoard an enormous pile of cash without outperforming the market on a 

consistent basis (Jensen, 1989). If the company has no economically sound reasoning for keeping the 

money in the company, they should distribute it to the owners for them to invest on their own discretion. 

In other words, if the company cannot use their available cash to generate higher future capital gains, 

why should they hold on to it?  

 

“Rare is the CEO who wants to be remembered as presiding over an enterprise that makes fewer 

products in fewer plants in fewer countries than when he or she took office – even when such a course 

increases productivity and adds hundreds of millions of dollars of shareholder value” 

 

- Michael C. Jensen 

 

The statement above describes the misaligned interests between the agent and principal in the sense that 

the CEO could be tempted to splurge money on excessive corporate perks, or overinvest in unprofitable 

ventures so he/she can be in charge of a larger “empire”. Naturally, this comes at the expense of paying 
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the money out as dividends or stock repurchases. Adding to the problem, in the event where a 

company’s cash reserve is viewed as excessive8, very few incentives can be put in place by the investors 

to compel the management to distribute the free cash reserves in alignment with the shareholders’ 

interests. Shareholders in large public corporations with thousands of shareholders essentially have little 

power over the pay-out policy in the firm, and it leaves them with no other option than to “vote with 

their feet” by selling their stake in the company (Jensen, 1989). The curious fact that the individual 

equity owners have little control of the distribution of their “own” money is a central weakness to the 

structure of public companies. Debt providers on the other hand would never allow for this type 

mismanagement. If the company does not fulfil their promised obligations to pay interests, they will be 

sued or declared bankrupt by their creditors. 

 

Empirical research 

 

Jarred Harford (1999) has tested the impact on a company’s abnormal returns from a transaction, as a 

function of their cash reserves. Aligned with the arguments presented by Jensen, he found cash rich 

firms are more likely to attempt acquisitions than other firms, and that these transactions are value-

decreasing for the acquiring shareholders. Furthermore, cash rich firms are more likely to make 

diversifying acquisitions, which, according to the research presented in sub-question 1 creates the 

foundation for less efficient utilization of the employed capital (Harford, 1999). The double negative 

effects from cash rich companies’ transactions leads to the expectation that we should find higher 

immediate returns in the share price of companies with more modest cash reserves, than in companies 

with very large cash reserves.  

4. Does the relative size of the transaction affect the returns of an acquisition? 

Standard corporate finance theory suggests that companies should execute on all NPV positive 

investment opportunities, as this will provide value for the owners. But this is only partially true. The 

question of how much NPV, relative to the acquiring company’s existing cash flow, is equally as 

important for the valuation of the company after the transaction. For instance, large multinational 

corporations with several billion dollars in yearly earnings are not likely to experience a change in their 

valuation as a consequence of an acquisition that will grant them an extra $5 million in yearly earnings. 
																																																								
8	Jensen	(1989)	exemplifies	Ford	Motor	Company’s	$15	billion	cash	reserve,	that	covers	more	than	any	cash	
requirements	they	may	have.		
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Rather, the size of the transaction needs to be of a scale that makes an impact on its future earnings 

notable, in order to observe a change in the value of the acquiring company. Furthermore, the relative 

size of the transaction is interesting to investigate, because it gives us an opportunity to analyse how 

much a company can absorb in one particular transaction, before the financial markets become sceptical 

about the future prospects of the integrated company. For instance, can small companies acquire larger 

targets and integrate them successfully, or should the acquiring company be larger than the target in 

order for the transaction to be executed successfully? The empirical literature on the subject reveal 

inconsistent conclusions, making the question even more interesting to test.  

 

Empirical research 

 

Some authors argue that the likelihood of a successful merger will peak when the acquirer and target are 

of the same size, because the chances of identifying the value of knowledge and skill in the target 

company is higher when the companies are more alike. In effect it enables them to streamline the 

business more efficiently by removing redundant business areas, and realising the synergies (Cohen & 

Levinthal, 1990). Other authors believe that the likelihood of a successful merger is highest when the 

companies are of different sizes. Confusingly, researchers find opposing results of whether it should be 

the target or the acquirer that should be largest. Seth (1990) finds that the chances of realizing a stronger 

market power and economies of scale will be highest when the target company is larger than the 

acquirer (Seth, 1990). Homberg et. Al on the other hand find that it is necessary for the acquiring 

company to be largest in order to realize planned synergies (Homberg, Rost, & Osterloh, 2009). The 

findings by Seth are further confused by evidence showing that acquisitions done on the basis to 

increase market power does not pay off for the acquiring shareholders (Eckbo, 1992). 

 

Based on this research, we are unable to define an expectation for our results. The variation in 

conclusions could however suggest that the relative size of the transactions do not tend to characterise 

whether or not the transaction will succeed or not. But it will be interesting to see in our results.  

5. Does the absolute size of the acquirer affect the returns of an acquisition? 

A natural course of business for successful companies is the fact that they grow in size over the years. 

Little disagreement can be made for the fact that lucrative opportunities, otherwise not available to the 

company, will appear as a result of an increase in size. We previously presented arguments for the 
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Economies of scale and scope in favour of this. Also, all things being equal, the external threats 

proposed by Michael Porter in the Porter’s five forces, become less significant as the company’s size 

increases because they become less dependent on single suppliers and customers, and their ability to 

cross subsidize their prices in the market makes their positioning stronger and more difficult to enter for 

new players (Porter, 1980). But scaling up the size of a company also increases the level of bureaucracy 

and complexity of operations, making a potential integration more difficult to execute successfully 

(Sørensen, 2007). This impacts the managerial challenges of integrating large multinational companies 

together. The task can be overwhelming for the management team, and the time consuming efforts such 

as communicating with departments in other time zones across the world, breaking through cultural 

barriers, grasping different complex IT systems etc. can result in the forecasted deadlines to be 

surpassed and the expected value benefits to be delayed.  

 

Empirical research  

 

Moeller et. Al found that large companies that indulge in a transaction tend to destroy value for 

shareholders. Conversely, they find that smaller companies performing an acquisition tend to create 

value for their shareholders (Moeller, Schlingemann, & Stulz, 2004). Authors that find similar results 

argue that larger companies tend to overpay for the acquisition (Gorton, Rosen, & Kahl, 2009), and that 

larger companies are more difficult to integrate with one another (Hackbarth & Morellec, 2008). 

Intuitively this would make sense, seeing as a potential bidding war will have the tendency to yield a 

higher price from the company with the highest financial means to do so (also referred to as the winners 

curse9). Assuming that cash rich companies have a tendency to be part of the larger segment of 

companies, we would expect to find that both large and cash rich companies yield a lower return, than 

observed in other transactions.  

 

Studies also show that the level of aligned interests between owners and management diminishes as the 

size of the company increases, citing personal incentives as being more influential in large corporations 

than smaller ones (Filipovic, 2012). 

 

																																																								
9	Efficient	market	theory	suggests	that	the	bidders	offer	the	market	price	for	the	company.	In	order	to	get	
the	deal,	the	”winner”	would	have	to	pay	above	market	price.	
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2.3 Past financial performance of the acquirer 

6. Does the past performance of the acquirer affect the returns of an acquisition? 

Companies acquire various assets in the hope that they can use them to achieve a cash flow that exceeds 

the price they paid for them. Whether it is machinery, employees or other production facilities, the goal 

is to utilize their potential to create value for the owners. Whether the management succeeds in this or 

not, depends on the skill and efficiency at which they run the company. 

 

2.3.1 Past performance as a benchmark for acquisition skills 
 

Disregarding the controversies between whether investors emphasise most value on the actual product 

that a company produces, or the team managing the company, we find it reasonable to assume that 

investors strive to put their money in companies with a strong management team10. This sub-question is 

included in order to understand whether or not the success of a management team can transfer into signs 

of their ability to propose value generating transactions. On one hand, one could assume that a company 

with a strong track record of creating value for their shareholders in the past, will have a better 

likelihood of proposing transactions that are in the best interest of the shareholders. Likewise, poor 

historical performances could be indications of poor management and misaligned interests between the 

agents and principals. On the other hand, it is unclear whether management’s skillset in running a 

particular business is directly transferable to its ability to execute a successful transaction. Since public 

companies’ financial earnings are easily accessible through their financial statements, testing for a 

relationship between the level of past financial performance and value-generating acquisitions, will be 

highly relevant.  

 

Empirical research 

 

Lang, Stultz and Walkling (1989) (now: LSW) studied abnormal returns in relation to the company’s 

past performance. They use the Tobins Q as a proxy for how firms performed, which is a ratio defined 

by dividing the market value of a company’s assets, with the replacement value of their assets11. They 

																																																								
10	The	article	”Should	investors	bet	on	the	Jockey	or	the	Horse?”	provides	interesting	arguments	about	the	
controversies	between	the	product	and	the	team.	(Kaplan,	Sensoy,	&	Strömberg,	2009)	
11	Tobins	Q	ratio = EFGHI	JHKLMG	NHIOM	FP	PQKJ

RSTUV	UWWXT	&XYVUZX'X[T	\UV]X
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found that abnormal returns to the acquiring firms are higher when they have a high Q ratio, meaning 

better performing companies experience more value from a transaction (Lang, Stultz, & Walkling, 

1989). Interestingly, Rau and Vermaelen (1997) investigate how the long term post acquisition 

performance of the acquirers evolve. Using similar metrics as LSW above, they find that investors tend 

to over-extrapolate a company’s past performance as indications of its ability to successfully execute a 

transaction, with evidence showing declining market-to-book ratios of historically successful companies 

in the period after the transaction (Rau, 1997). For this reason, our expectation is that we see an initial 

positive reaction by the financial markets in the event that a well performing company announces a 

transaction, but more with a declining trend from the initial jump in the long term. Conversely, 

companies with historically poor performance should exhibit lower returns, relative to the good 

companies, in the days following the announcement.  

 

2.4 Macro factors 

7. Does a hot or cold market affect the returns of an acquisition? 

The ability to time the market, is a controversial subject that has spawned a bulk of theoretical literature. 

For the purpose of our analysis, the essence of the question is whether or not a shift in demand for a 

particular asset can occur at a scale where it will affect valuations to an irrational level. 

 

2.4.1 Efficient market hypothesis 
 

The efficient-market hypothesis argues against the possibility of stock prices exceeding their 

fundamental value, by stating that the markets are fully rational and will always reflect a price that 

accounts for all available information12. As a consequence, it is impossible to beat the market, and 

euphoric conditions where prices deviate from their fundamentals should not exist (Fama, 1970). The 

revelation of the efficient market hypothesis was basically perceived as factual evidence of market 

behaviour in the decades following its inception. But it also spawned detractors such as the behavioural 

economist, Robert Shiller. Shiller argued that the volatility of stock prices was beyond what could be 

justified by rational decision-making on the basis of earnings and dividend pay-outs. He challenged the 

efficient market hypothesis by stating that irrational psychological behaviours by investors do exist in 

																																																								
12	This	quote	views	the	markets	as	being	efficient	in	the	semi-strong	form.	Weak	and	strong	form	of	
efficiency	is	also	explained	by	(Fama,	1970)	
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the market, at a scale where they can influence the stock prices (Shiller, 1990). Herd behaviour is listed 

as one of these irrational phenomenon’s. This is the situation where investors make their investment 

decisions on the basis of a past trend, and simply assume that it reflect the future. Several occasions in 

the market provide support for this theory, as will be described in the following empirical findings.  

 

Empirical findings 

 

Tangible evidence such as the Dot-Com bubble in 2001, and the Housing crises in 2008, provide strong 

support Shillers arguments of herd behaviour. Due to a massive capital inflow in the stock market, 

prices exceeded their fundamental values to record highs because investors believed that the trend 

would simply continue their past trend, with no regards to their fundamentals.  

 

Gompers and Lerner (2000) studied the impact on deal valuations in the U.S private equity market 

according to the flows of capital to the industry. By analysing the evolution of the historical returns in 

the private equity industry as a function of the amount of capital inflow to the industry, they provided 

evidence of how the returns on a private equity acquisition will suffer as a consequence of an increased 

market demand for participating in the investments. Further, they found that the market demand for 

placing funds in private equity funds was influenced by the industry’s ability to provide returns 

historically. It is a money chasing deal phenomenon where large capital inflows to an industry will 

follow after a period of positive abnormal returns. The increased cash in the industry will then act as a 

catalyst to drive up deal prices in bidding wars. Naturally, driving the prices up from their fundamental 

values will decrease the returns made on the acquisitions, and as a result, the overall profitability of the 

industry. When returns are decreased to unattractive levels, capital inflows to the industry will stop, and 

a cold market with lower valuations will begin to appear because the industry no longer have the same 

amount of money to spend on deals. When the valuations have dropped to a point where the prices are 

more “fair”, returns begin to increase once again, soon to be followed by new capital inflows, leading to 

a repetition of the entire process once again (Gompers & Lerner, 2000).  
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Figure 2.2. Capital inflows results in lower returns  

 
 

2.5 Conclusion of the literature review 
 

 
The purpose of the literature review was to present theoretical arguments for how our chosen sub-

questions could impact the profitability of a transaction. Based on the theories presented for the strategic 

factors of a transaction, we expect that the announcement of a horizontal integration between two 

companies will not impact the financial markets valuation of the acquiring company significantly. This 

is due to the fact that a horizontal integration has been proven not to be a guaranteed strategy to utilize 

the benefits of scale economics. Instead it is up to the individual companies to prove the value of the 

transaction through better future performance, once the companies have been integrated. The impact on 

a company’s valuations after the announcement of a diversifying transaction is expected to be negative. 

Whilst the theoretical benefits diversifying a company does seem to have its merits, empirical research 

on the subject seem to prove that the negative side effects of this strategy outweighs the positives. It 

seems that companies with a broad range of business-lines are less efficient in their utilisation of capital, 

leading them to waste money on unprofitable ventures. Even with respect to the positive wealth effects 

of the increased tax shields, shareholders in a diversified company still seem to experience a net value 

loss 

 

The corporate finance related theories have provided us with an expectation that debt financing should 

generate positive abnormal returns because it signals to the market that the company truly believes in 

the venture, and is willing to leverage the venture in order to utilise the higher ROIC that comes from it. 

The returns attributed to transactions that are being financed through issuance of equity is inconclusive 

at this point, due to the fact that growth companies typically get rewarded for executing on their NPV 
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positive ventures, whilst others companies may try to take advantage of their overvalued share price. 

The identification of growth and value stocks is beyond the scope of this thesis, but we do not expect 

the average returns generated from equity financed deals to exceed the returns from a debt financed 

deal. The value generated from a transaction that is financed through cash, seems to be dependent on 

available cash reserves. Cash rich companies are expected to create less value in the period following 

the announcement, due to overinvestments, and the fact that investors can begin to worry if 

managements motivation for the transaction is based on the investors best interest, or personal factors. 

The negative effects of a cash deal announcement may however be offset by the reassuring statement to 

the market, that the company has a strong enough cash flow to cover the transactions and all the future 

obligations.  

 

The theories focusing on evaluating the value effects of a transaction as a function of the involved 

companies size is very inconclusive. Empirical research slightly favours the fact that smaller companies 

tend to create value from transactions while larger companies tend to destroy value. Over paying for the 

acquisitions, and difficulties in integrating large companies were cited as the main reasons for this 

conclusion.  

 

We learned that investors have a tendency to over extrapolate the past financial performance of a 

company as an indication of their ability to create shareholder value from a transaction. This means that 

when companies who have been doing very well in the past, announce a transaction, they tend to be well 

received by the financial markets. But taking a long term view of how their operations are actually 

doing after the acquisition, such companies are found to have a declining market-to-book ratio. We 

expect to observe higher returns for the good performing companies, and low/negative returns for the 

poor performing companies in the short term. But a potential change in this trend as time passes.  

 

The theories focused on evaluating the returns in a hot or cold market are inconclusive. While a hot 

market does seem to suggest that returns continue to be positive up until the bubble bursts, evidence 

from the private equity industry seem to suggest that returns begin to narrow before the burst as a 

consequence of the higher prices being paid for the companies.   
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Figure 2.3. Summary of our 7 sub-questions  

 

 
 

By now the overall scope of the project has been defined. We have formulated 7 sub-questions that will 

guide us towards the conclusion of our main problem statement, which is to identify characteristics in a 

company acquisition that lead to a value creating or value destructing outcome for the acquiring 

shareholders, and how investors can profit from these characteristics. We have narrowed the scope of 

our sample size in terms of the geography, industries and deal size, as well the variables we wish to test 

the sample up against. Our scientific research approach was presented as an event study, and our 

motivations for this particular choice was presented based on the pros and cons of the alternative 

options. Based on our 7 sub-questions, we have formulated 15 testable hypotheses which are described 

below. Attached to each hypothesis is a paragraph that explains the way we measure and quantify the 

hypothesis to a testable product.  

3. Formulation of hypothesis and means of measurement 
 

Robert F. Bruner, 2002 has compiled a comprehensive list of previous studies that explain the value 

effects of company acquisitions. The paper summarizes 14 informal studies and 100 scientific studies in 

the period 1971-2001 in order to provide a strong overview of the shareholder wealth effects, seen from 

both the target and the acquirers point of view.  

 

Strategic factors
1. Does the type of company integration affect the returns in an acquisition? 
Corporate Finance factors:
2. Does the type of deal financing affect the returns in an acquisition?
3. Does the amount of excess cash in a company affect the returns of an acquisition? 
4. Does the relative size of the transaction affect the returns of an acquisition?
5. Does the absolute size of the acquirer affect the returns of an acquisition?
Past financial performance of the acquirer:
6. Does the past performance of the acquirer affect the returns of an acquisition?
Macro factors: 
7. Does a hot or cold market affect the returns of an acquisition 
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Almost unanimously, his research concludes that target shareholders earn considerable positive market 

returns, with cumulative abnormal returns of up to 45%13. He contributes the majority of this value to 

the premium required for buying the company’s operations from another owner. On the contrary, he 

concludes that the acquiring shareholders earn a 0% adjusted return on average, but cites interesting 

fluctuations in the individual returns. For instance, the amount of deals in the sample that post a positive 

return from the transaction amounts to 44%, with the remaining 56% distributed to either a value neutral 

or value destroying transaction. This fact represents an interesting aspect for further examination, and is 

at the very core of this thesis. If 44% of transactions post a positive return, but the overall average return 

is 0%, some transactions must be better executed than others.  

 

Based on the significant amount of previous research pointing to a market adjusting return of 0% to the 

acquiring shareholders, the following hypotheses are formulated with this particular assumption in 

mind. More specifically, the 7 sub-questions outlined in the section above will all be tested in respect to 

their positive or negative deviation from a market adjusted mean of 0%. Our null hypotheses will be 

what we aim to test. If our test results differ significantly from 0%, the alternative hypothesis becomes 

our conclusion. From here, we can examine the mean returns generated in order discuss whether the 

tested variable contributes to the creation or destruction of value for the acquiring shareholders.  

 

The following hypotheses are all formulated with respect to their market adjusted returns to the 

acquiring company’s shareholders, following a M&A transaction. A description of how we intend to 

measure the effects will follow each section.  

 

3.1 Sub question 1 – Type of company integration  

 

Hypothesis 1a – Horizontal integration: 

A horizontal integration does not affect the returns to shareholders: 

H0: µHorizontal integrations = 0% 

H1: µHorizontal integrations ≠ 0% 

 

 

 

																																																								
13	Measured	by	examining	the	largest	U.S	mergers	in	the	period	1979-84,	with	a	(-5,5)	day	event	window	
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Hypothesis 1b – Diversification:  

A diversifying acquisition does not affect the returns to shareholders: 

H0: µDiversifying transactions = 0% 

H1: µDiversifying transactions ≠ 0% 

The EU standard for industry classification of companies, is their respective NACE Rev. 2 codes. It is a 

four-digit classification system which is associated to all the deals in the following data sample. By 

sorting the deals based on whether or not they have the same NACE Rev. 2 code or not, we are able to 

identify what type of integration the transaction involved. We will classify the transactions as being 

either horizontal or diversifying based on the fact that the acquirer and target have identical or different 

NACE Rev. 2 codes, respectively.  

It is important to note that the way NACE Rev. 2 codes are structured does not give us a clear way to 

identify vertical integrations. One can imagine a situation where a company pursuing a vertical 

integration, wants to buy one of their suppliers who, on paper, is operating in an unrelated industry. In 

our dataset, this type of transaction would be classified as a diversifying effort of the acquirer, creating a 

small bias in the dataset. However, we argue that the overall effects of managing a company focused on 

other activities than they are used to before the transaction, creates the same type of challenges that a 

full diversifying transaction would, regardless of it being a vertical integration to unrelated products, or 

a full blown diversification strategy. Based on this argument, we assume that the data bias will have a 

minimum impact on the actual results obtained from the tests.  

3.2 Sub-question 2 – Type of deal financing 

 

Hypothesis 2a – Cash financing:  

Financing a transaction through cash does not affect the returns to shareholders: 

H0: µCash financing = 0 

H1: µCash financing ≠ 0 

Hypothesis 2b – Debt financing: 

Financing a transaction through debt does not affect the returns to shareholders: 

H0: µDebt financing = 0 

H1: µDebt financing ≠ 0 
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Hypothesis 2c – Equity financing:  

Financing a transaction through new equity issuance does not affect the returns to shareholders: 

H0: µEquity issuance financing = 0 

H1: µEquity issuance financing ≠ 0 

The database we have used to source our data, provides us with an option to evaluate how i) the 

transaction is being funded, and ii) how the acquirer actually paid the target company’s shareholders. 

The definitions below are constructed by cross referencing these two measurements. 

- If the acquirer negotiated new bank facilities to fund the investment, and the method of payment 

was cash, it is assumed to be a debt financed deal. 

- If the acquirer made a capital increase to fund the investment, and the method of payment was 

either cash or shares, it is assumed to be financed by issuance of new equity. 

- If no measure of funding is available, and the method of payment was with cash, it is assumed to 

be internally financed with the company’s free cash flows. 

A clear bias in this type of classification is the fact that some deals can be financed by a blend of 

different sources. For instance, one can imagine a situation where the acquiring firm pays the agreed 

value with 80% cash, and 20% shares in the new company. Unfortunately, the database only accounts 

for the largest influencer in the transaction. I.e. the hypothetical example above would be classified as a 

cash deal. We do not see the means of overcoming this problem without compromising the size of the 

sample, so we will assume that the financial market’s interpretation of the deal potential will be 

sufficiently influenced by the financing option that account for the majority of the deal value, even 

though other payment methods may be involved.  

3.3 Sub-question 3 – Cash reserves of the company 

	
Hypothesis 3a – Cash rich companies:  

The relative amount of cash reserve in a company does not affect the returns to shareholders: 

H0: µCash rich companies = 0 

H1: µ Cash rich companies ≠ 0 

Hypothesis 3b – Cash poor companies:  

The relative amount of cash reserve in a company does not affect the returns to shareholders: 

H0: µCash poor companies = 0 

H1: µ Cash poor companies ≠ 0 
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From an accounting perspective, the amount of free cash flow that has been generated in a given period, 

represents the excess cash on hand that can be used for dividend payments, reduction of debt, further 

investments or retained in the company for a rainy day. For the purpose of this test, however, the year 

on year production of free cash flows is not sufficient. We need to know how much of their earnings has 

been retained in the company for a rainy day in total – i.e. excluding all FCF that has been paid to 

investors or reinvested in other projects. By extracting the cash on hand and other highly liquid assets 

such as marketable securities, we get a good indication of their available cash reserves. But before we 

are able to consider their level of liquidity, we need to consider their short term financial obligations as 

well. By dividing their available cash with their short term obligations14, we arrive at a standardized 

ratio that can be used for further analysis of the relationship between cash reserves and returns on 

acquisitions. A liquidity ratio above 1 indicates that the company has sufficient available cash to cover 

all their short term obligations.  

Our definition of cash rich, and cash poor firms is divided into four brackets, with companies between 

0%-25% of the sample with the least available cash in the first bracket, 25%-50% in the second bracket 

and so on. All companies with a liquidity ratio in the top 50% of the sample will be characterized as 

cash rich firms, whereas the bottom half of the sample will be cash poor.  

3.4 Sub-question 4 – Relative size of the deal 

 

Hypothesis 4a - Relative large deals:  

The relative size of the transaction does not affect the returns to shareholders: 

H0: µLarge deals = 0 

H1: µ Large deals ≠ 0 

Hypothesis 4b – Relative small deals:  

The relative size of the transaction does not affect the returns to shareholders: 

H0: µSmall deals = 0 

H1: µ Small deals ≠ 0 

We will identify the relative size of the transaction in respect to a percentage size of the acquiring 

company. We will use the acquiring company’s market capitalization as a proxy for their size, and the 

price they paid for the target company as a proxy for the size of the target. Previous studies have used 

																																																								
14	𝐿𝑖𝑑𝑢𝑖𝑑𝑖𝑡𝑦	𝑟𝑎𝑡𝑖𝑜 = 4UWg74UWg	Xh]%\UVX[TW

igS&T	TX&'	SjV%kUT%S[W
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the company’s total assets, or the number of employees associated to the company as proxy’s for size. 

But seeing as we only require the acquiring company to be publicly traded, target companies are not 

necessarily required to disclose the same in depth information about their financials. Further, we find 

the company’s market capitalisation as a good proxy for this test because it accounts for the value of 

expected future cash flows, instead of the book value of their assets. In critique of this metric, it is 

important to note that the market capitalisation is prone to up and down swings in bull and bear markets, 

respectively, which could be avoided by the use of book values. However, as we are concerned with the 

financial markets valuation of the company following the announcement, and not specific financial 

returns, our best judgement will be that the markets’ interpretation of the value behind a specific 

transaction will follow the same up and down swing patterns as the fundamental valuations of the 

companies.  

The transactions in the bottom 50% of the sample will be characterised as small deals, whereas the top 

50% will be characterised as large deals. 

3.5 Sub-question 5 – Size of the acquirer 
 

Hypothesis 5a – Large acquirers:  

The absolute size of the transaction does not affect the returns to shareholders: 

H0: µLarge acquirers = 0 

H1: µ Large acquirers ≠ 0 

Hypothesis 5b – Small acquirers:  

The absolute size of the transaction does not affect the returns to shareholders: 

H0: µSmall acquirers = 0 

H1: µ Small acquirers ≠ 0 

This test is included to compliment H4 in the sense that we also want a better understanding of whether 

the company’s absolute size has an impact on their ability to acquire other companies. Instead of 

factoring in the size of the target company as we did in H4, we rank the companies based on their 

absolute market capitalisation at the day of the announcement, and investigate whether or not there are 

any significant observations worth noting for investors. 

The companies in the bottom 50% of the sample will be characterised as small deals, whereas the top 

50% will be characterised as large deals. 
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3.6 Sub-question 6 – Company’s past financial performance  

	
Hypothesis 6a – Good performing companies:  

The past financial performance of a company does not affect the returns to shareholders: 

H0: µGood performing companies = 0 

H1: µ Good performing companies ≠ 0 

Hypothesis 6b - Poor performing companies:  

The past financial performance of a company does not affect the returns to shareholders: 

H0: µPoor performing companies = 0 

H1: µ Poor performing companies ≠ 0 

The interpretation of a company’s financial performance can be done in various ways, depending on the 

goal of the analysis. Our purpose with this particular test is to understand how the company has 

performed historically in the eyes of investors, in order to see if its ability to satisfy investors in the past 

can be used as a benchmark for how well they execute M&A transactions. We will use a modified 

version of the Tobins Q ratio to investigate this ability, which essentially is a method of estimating the 

company’s market-to-book ratio15. In its purest form, the Tobins Q ratio takes the market value of a 

company and divides it with the replacement costs of its total assets. However, the replacement costs of 

all our company’s assets is very difficult to calculate, which has led us to use their book value as a 

proxy for this measure. By dividing the individual market capitalization of the company, with the total 

book value on their balance sheet, we get an idea about how the financial markets interpret the 

company’s ability to create value from their purchased assets. We define their book value as the total 

book value of the company’s assets, and not simply their tangible assets as it has been suggested by 

some researchers. The reason for this is that the tangible assets excludes the value of previously 

acquired intangible assets such as goodwill. We believe that goodwill such as brand value and a loyal 

customer bases acts as a significant part of company’s value creation, leading us to account for it in our 

analysis. The book and market value of the company is measured 1 trading day prior to their 

announcement.  

In short, if the market-to-book ratio is above 1, the markets find that they are creating value from their 

purchased assets. Conversely, if the ratio is below 1, the markets find that the company is not creating 

enough value from the assets that it has purchased, and therefore destroys value. The metric is chosen 

																																																								
15	𝑀𝑎𝑟𝑘𝑒𝑡	𝑡𝑜	𝑏𝑜𝑜𝑘	𝑟𝑎𝑡𝑖𝑜 = pU&qXT	ZUY

RSTUV	jSSq	\UV]X	
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based on the fact that we find it to be the most reliable and unbiased metric for evaluating value creation 

on a large and broad sample of companies. It is important to note that we do not necessarily find this to 

be the best metric for value creation in general, but simply the best metric given our circumstances for 

sourcing data. Optimally, we could use the Economic Value Added (EVA) metric as a proxy for value 

creation, which is what most researchers agree to have most substance, as well as being least susceptible 

to accounting manipulation (Plenborg, 2012). In short, EVA can be calculated by subtracting the return 

on invested capital (ROIC) from the company’s weighted average cost of capital (WACC), and then 

multiplying it with the invested capital16. Finding a proper benchmark to use for our WACC17 in this 

type of analysis presents a massive challenge because our sample of companies have completely 

different risk factors. We cannot justify the employment of a fixed cost of equity and debt, which are the 

cornerstones of the WACC calculation, because our company sample operate in various different 

industries, have different sizes and overall risk exposure. For instance, investors require dramatically 

different return on equity (Re) from a newly founded biotech firm, than for an established 

telecommunication provider, simply because the risks associated with their operations are different. 

Furthermore, the fact that we are evaluating companies across all of the EU, tax deductions on interest 

expenses becomes challenging to account for in the tax shield deduction of the WACC calculation.  

3.7 Sub-question 7 – Hot or cold market  
 

Hypothesis 7a (Hot or cold M&A market):  

The state of the general stock market does not affect the returns to shareholders: 

H0: µHot market = 0 

H1: µ Hot market ≠ 0 

Hypothesis 7b (Hot or cold M&A market):  

The state of the general stock market does not affect the returns to shareholders: 

H0: µCold market = 0 

H1: µ Cold market ≠ 0 

 

Our literature review suggested that there is an inverse relationship between the amount of capital 

																																																								
16	𝐸𝑐𝑜𝑛𝑜𝑚𝑖𝑐	𝑉𝑎𝑙𝑢𝑒	𝐴𝑑𝑑𝑒𝑑 = 𝑅𝑂𝐼𝐶 −𝑊𝐴𝐶𝐶 ∗ 𝐼𝑛𝑣𝑒𝑠𝑡𝑒𝑑	𝑐𝑎𝑝𝑖𝑡𝑎𝑙	
17	𝑊𝐴𝐶𝐶 = 𝑅Xh]%T� ∗

�h]%T�
��

+ 𝑅�XjT ∗
�XjT
��

∗ 1 − 𝑇𝑎𝑥	𝑟𝑎𝑡𝑒 	
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inflows to an industry or marketable security, and the realised returns from it. We have not been able to 

gather the actual capital inflow data necessary to compute a fundamental analysis of this theory, but 

believe that the price earnings ratio of the assets in question can act as a proxy for this metric. This 

belief is based on the arguments presented by Gompers et. Al, who state that an increased capital inflow 

of capital to an industry18 results in prices being bid up to higher levels, and vice versa. Using the price 

earnings ratio will therefore give us an indication of whether the market is in a hot or cold state, relative 

to their historical values. When the price earnings are relatively high, we interpret it as being indications 

of large amounts of capital in the sector, and when the levels are low, we interpret it as having low 

amounts of capital attributed to it. We will use the average yearly price earnings on the broad EU index, 

MSCI Europe, as a proxy for how much capital is being pushed in to European stocks, and test it against 

the abnormal returns that have been realised in the respective years. A thorough elaboration of our 

choice of index is reserved to the methodology section below, but comments about the limitations of 

this proxy are relevant for this section.  

We note that the use of this proxy has its limitations, simply due to the broad generalisation we make. 

The price earnings ratio can be influenced by a variety of factors, including the company’s expected 

growth rate, level of risk, profitability etc. It would have been interesting to analyse the abnormal 

returns of companies based on the individual P/E of the deal, but the fact that many of the target 

companies in our sample are private entities, means that their earnings are not necessarily public 

information, hence making the P/E unavailable for a great portion of our transaction sample. Another 

disadvantage for this measurement technique is the fact that there is no guarantee for all the companies 

in our sample being present the MSCI Index. However, as we shall come to explain in chapter 4, the 

MSCI Index covers a fair amount of the public companies in the EU.  

 

 

 

 

 

 

 

 

																																																								
18	In	their	case,	the	private	equity	industry	
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Section 2 – Analysis 

4. Methodology 
 

This chapter provides an explanation for how we source our data input, as well as how our model and 

analysis tool is built. The model we employ can be viewed as the engine that powers our results in 

chapter 6, and particular care has therefore been put on explaining the method. 

  

4.1 Data sourcing  

 
The two primary data providers we use to source our data is Zephyr and Bloomberg. Zephyr, provided 

by Bureau Van Dijk, collects a wide range of M&A specific data throughout the world. We will use 

Zephyr to provide the initial sample of transactions that has been executed within the EU19, by setting a 

list of criteria presented in the data presentation below. Zephyr provides the strategic and financial 

information that is attached to each deal, but after going through the guidebook that defines their 

financial measurement techniques, we concluded that the level of consistency and validity of the 

financial information could be enhanced by using alternative providers. Top level deal information 

about the parties involved in the transaction, their respective NACE Rev. 2 codes, deal type financing 

and total deal value will still be sourced from Zephyr.  

 

Bloomberg will be used to source the more advanced financial information that is used in our 

hypothesis tests. This includes the company’s stock prices, cash reserves, market cap, book value etc. 

The motivation to merge information from two independent data providers came from the fact that 

Bloomberg provides highly detailed company information on public companies, and Zephyr is focused 

on providing broad, less detailed, information for all type of companies, public and private. If we were 

measuring the effects on both public and private companies, Zephyr would provide the means for this.  

 

4.2 Event window  

 

The event window defines the range of days where the stock returns will be analysed. Aligned with 

previous research in the field we will denote this with respect to the announcement day, and define how 

many days we go back and forward in time. For instance, (-5,5) means that we will accumulate the 

																																																								
19	Great	Britain	is	included	in	our	EU	sample	because	Brexit	is	yet	to	be	effectuated.	
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returns generated from five days before the announcement, up until 5 days after the announcement. The 

reason for not simply analysing the returns generated on the announcement day are several. For 

instance, in spite of it being illegal, several studies show that leaks about a transaction can occur in the 

market prior to the announcement, making impacts on the stock prices before the announcement day. 

Furthermore, some transactions fail to convince the market about their value effects in the period around 

the announcement. This means that the company is forced to prove its value through improved 

operations in their financial statements “down the line”.  

 

Our hypotheses are broad in the sense that we could assume some factors to have an immediate effect in 

the market whilst others can be more difficult to interpret and need some more time to evaluate. For 

instance, the value effects of a horizontal integration might be slower to be reflected in the share price 

than an acquisition by a cash rich company being pressured to pay dividends in the first place. For these 

reasons, we found it relevant to structure our tests in a way that show the cumulated abnormal returns in 

3 different event windows: 

  

1. (-10,10) 

2. (0,10) 

3. (0,100) 

 

For reference, we have defined the first two event windows as the short term impact, and the third event 

window as the medium term effects. It would be interesting the see the impact of a transaction on the 

longer term as well – i.e. the first 2 years after the announcement – but the model we employ to measure 

value (described in the subsequent paragraph), is not suited for evaluating both short and long term 

effects. We argue that the level of specificity we require of our model makes it close to impossible to 

have a standardized model that can evaluate both short and long term effects, without compromising the 

quality of the assumptions being made. Specifically, the quality of the estimated expected return of a 

company will suffer when you employ similar assumptions for the short and long term. For this reason, 

we will reserve the long term shareholder value effects for further research.  

 

4.3 Measurement of value.  

 
In order to satisfy the requirements of our event studies, we need to have a predefined method for 

evaluating abnormal returns. Our research is based on daily price movements of individual companies’ 

stock prices, meaning that the broader market movements can create a significant data bias if not 



	 43	

accounted for. We want isolate the effects of the transaction announcement from the general market 

movements, by observing the difference between the realized returns and the expected returns. For this 

purpose, we need a specific metric that can be used as a benchmark for what investors could expect to 

receive on alternative investments of similar risk. We use the Market Model to estimate the abnormal 

returns, also known as alpha20, by factoring in the expected returns from the asset of that particular risk 

class (MacKinlay, 1997). The Market Model is an alternative to other expected return models such as 

the capital asset pricing model (CAPM)21, and has been chosen because of the alternative approach to 

account for the risk free rate. The closest proxy for a risk free rate would be to take the yield on 

government bonds from stable economies in the EU. But the monetary policies of central banks in the 

period we examine has experienced a lot of change, with relative high interest rates up until 2008 in an 

attempt to dampen the economy, followed by a sudden drop to near 0% in an attempt to stimulate the 

economy after the financial crisis (see appendix 2.a + b). These large fluctuations over the period have 

made it difficult to establish an appropriate risk free rate to use in the CAPM. For this reason, we 

decided to use the Market Model where the risk free rate is implied in the returns generated in the 

market. As we do not require a required rate of return for the future, this method is preferred.  

 

Equation 4.1. Market Model equation 

  

𝑟%,T = 𝛼% + 𝛽%𝑟p,T + 𝜀%,T	 

⇔ 

	𝛼% = 𝑟%,T − 𝛽%𝑟p,T − 𝜀%,T 

 

𝑅%,T refers to the “raw” return generated in the period of observation, and is a product of the expected 

returns generated by the asset of that particular risk class ( 𝛽%𝑅p,T) plus the level of alpha (𝛼%) 

achieved.	𝜀%,Trefers to the idiosyncratic risk of the particular asset, and is assumed to be 0 for our 

purpose22. By tweaking the Market Model to solve for 𝛼%, we get an estimate for the level of abnormal 

returns generated by the specific stock. Note that the alpha can be either positive or negative depending 

on whether the company created or destroyed value.  

 

To estimate how the asset would have reacted in the absence of the transaction announcement, the 

Market Model uses an estimation window to assess what the expected risk adjusted returns for the asset 
																																																								
20	Abnormal return and Alpha will be used interchangeably as an indication of shareholder value.	
21	𝐶𝐴𝑃𝑀 = 𝑟� + 	𝛽%(𝑟' − 𝑟�)	
22 Since the firm specific risk premium should be equal to 0, when you can diversify it away  
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would be	(𝛽%𝑅p,T). The risk adjusted return in the estimation window is then used as a proxy for the 

expected returns in the event window where we measure the value effects of our transactions. We use an 

estimation window of 150 days prior to the beginning of the first event window (10 days prior to the 

announcement). 

 

Figure 4.1. Timeline of the different windows  

 

 
 

The Beta (𝛽%) in equation 4.1 refers to the company’s stock price movement relative to the general 

market. For instance, if a company has a Beta of 2, and the market returns 2%, the company will return 

4%. We calculate the company beta through the following equation.  

 

Equation 4.2. Beta calculation 

 

𝛽% =
𝐶𝑜𝑣𝑎𝑟𝑖𝑎𝑛𝑐𝑒 𝑟%, 𝑟'
𝑉𝑎𝑟𝑖𝑎𝑛𝑐𝑒 𝑟'

	 

 

Where 𝑟% refers to the return on the particular company’s stock, and 𝑟' refers to the return in the general 

market. In response to finding a proper proxy for the market return (𝑟'), it is necessary to consider that 

our sample consists of transactions across all of the EU. This means that the companies are listed on 

various different stock exchanges, and attached to different index’. We found it necessary to limit our 

market benchmark to one index, and have chosen to use the broad EU index, MSCI Europe index. The 

MSCI Europe Index captures large and mid-cap companies across 15 developed market countries in 

Europe, and captures approximately 85% of the free float adjusted market capitalization across the 

European developed equity markets (MSCI.com). We do acknowledge the fact that this is not a 100% 

perfect measure of market performance for the total sample, seeing as deviations in index performance 

across countries occur on a daily basis. But we calculated the correlation coefficient between the MSCI 
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Europe index and the preferred country wide index23 for all countries represented in our sample, and 

arrived at an average of 72,68%. We believe these index movements to be sufficiently related to the 

MSCI Europe index in order for us to proceed with the EU index as a performance benchmark (see 

appendix 3 for calculation). 

 

The result of the Beta calculation gives us the realised Beta’s for the company, throughout the 

estimation window. By using it as a proxy for the expected beta in the event period, we can multiply it 

with the realized returns on the market in the event period (𝛽%𝑅p,T), and get an idea how the company 

should have performed relative to the movements in the overall market - i.e. what the investors would 

have gotten if the transaction had not occurred. 

 

Plotting the information into equation 4.1 we find the isolated wealth effects incurred by the transaction 

announcement. As we are using specific event windows to evaluate the performance, we calculate the 

cumulative abnormal return (CAR) in the event window. This CAR represents our proxy for whether the 

company created or destroyed shareholder value by announcing an acquisition of another company.  

 

Equation 4.3. Cumulative abnormal returns  

  

𝐶𝐴𝑅%(T6,T�) = 	𝛼%
T�

T6
 

 

The cumulative abnormal returns give us an understanding of how the individual companies have 

performed after the announcement of their transaction. In order for us generalise the value effects of the 

different transaction types, we need to average all the CAR’s observed in that particular transaction 

portfolio, which in turn will provide us with a proxy for the cumulative abnormal average returns, 

CAAR. We use the arithmetic mean to do so. The arithmetic mean is used, as opposed to the geometric 

mean, because the individual transactions are independent of one another – i.e. the performance of 

company A has nothing to do with the performance of company B.  

 

For definitions of whether or not the transactions have created value, very specific definitions will be 

used. Because we have accounted for the returns that investors are able to require from similar 

investments, we view value creation as the following:  

																																																								
23	Based	on	the	index	with	highest	trading	volume	
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- Value creation from a transaction occurs when the abnormal return is above 0%. The company’s 

stock price has exceeded the expected returns in the market, and the investors should be happy 

that they have outperformed the market. 

- Value neutral transactions occur when the abnormal return is 0%. The company stock price has 

performed the same as the market, and the investors should be indifferent between owning the 

stock or not – Note that this is what our null hypothesis claims all our tests will produce.  

- Value destruction from a transaction occurs when the abnormal return is below 0%. The 

company’s stock price has performed worse than the market, and the investors will be unhappy 

with the performance.  

 

4.4 Hypothesis test 

 
Once we have identified the value effects of the company transactions, we need an analysis tool in order 

for us to test our hypothesis. For our binary hypotheses, where there can be only one of two options, we 

will use a one-sample t-test with an alpha of 0,05 (or 95% level of significance) to explain the observed 

results. In essence, the t-test gives us indications of the probability that the observed phenomenon is due 

to chance. The alpha level represents the percentage possibility of the observed results being up to 

chance – i.e. with an alpha of 0,05, there is a 5% probability that the results are up to chance. Next step 

is to indicate how many sample values our mean is spread out on, by calculating the degrees of freedom 

through the formula: 𝑛 − 1, with “n” representing the amount of companies in the sample. The degrees 

of freedom are used to calculate the critical value that is used in the different tests. Based on our chosen 

alpha, and the degrees of freedom, we can either look up the specific critical values in a t-table, or 

calculate them using excel24. The critical values represent the range that we would expect our t-statistic 

(“t”) to fall between, in order for us to confirm the hypothesis (see equation 4.4). If they fall outside this 

range, we will have to reject the null hypothesis and use our alternative hypothesis. Figure 4.2 illustrates 

these statements. A critical value of 1,96 and -1,96 is used in this illustration, meaning that if the t-

statistic is above or below these values we cannot confirm our null hypothesis, leading us to the 

conclude the alternative hypothesis as our result.  

 

 

 

																																																								
24	=T.INV.2T(α,n-1)	
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Figure 4.2. Upper and lower bound of critical values  

 

 
 

We calculate the t-statistic from the formula in equation 4.4: 

 

Equation 4.4. T-statistic calculation  

𝑡 =
𝑥 − 𝜇
𝑠
𝑛

 

 

where x is the sample mean, µ is the hypothesized population mean in the null hypothesis, s is the 

standard deviation of the sample being tested, and 𝑛 is square root of the number of transactions in the 

sample. We can also derive a P-value in this type of test. This is the probability of observing a sample 

statistic as extreme as the test statistic, meaning it should be below our alpha of 0,05 in order to be 

significantly different from the hypothesized mean. 

 

This methodology works because we only have one sample in each test, namely the abnormal return 

generated from the different samples. From chapter 3 we learned that the acquiring firms on average 

earn an abnormal return of 0%25, meaning that our null hypothesis will always be that the abnormal 

returns on the chosen sample of companies do not differ significantly from our hypothesized mean of 

0%. If our observations on a given hypothesis turns out to fall outside the critical values, in either a 

positive or negative direction, we can conclude that the observed returns are strange, and most likely 

different from the theoretical interpretation that acquirers earn 0% abnormal returns. In order to identify 

factors that constitutes a creation or destruction of value in M&A transactions, we are interested in 
																																																								
25	Seeing	as	we	do	not	know	the	standard	deviation	of	the	sample	mean	of	0%,	t-test	is	used	instead	of	a		
					z-test	
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analysing transaction portfolios that are significantly different from the sample mean of 0%. If we 

succeed, we can formulate a general “rule of thumb” trading strategy of either buying or shorting 

acquiring companies that present these specific characteristics. Since we are interested in either positive 

or negative differences from the mean, we use a two-tailed test. It is important to note that the one 

sample t-test on a stand-alone basis is not necessarily an indication of economic materiality, but simply 

that our observations are either due to chance or not. In order for this type of analysis to have any 

practical relevance, the observed results need to be of such a scale that the wealth effects is something 

the shareholders should worry about (Bruner, 2002). As will be presented in the first part of our 

empirical findings, even small basis point deviations of the total sample mean results in billions of euros 

being created or destroyed in the market, marking a high material relevance for shareholders.  

 

A requirement for performing this type of test is, that the sample we are using to test against our null 

hypothesis follows a normal distribution. For this reason, we have included a diagram illustrating the 

normal distribution curve for every test we make in appendix 4-12.  

5. Data presentation 
 
From the Zephyr database, we found a total of 289.865 completed deals in the EU. This sample 

consisted of various deal types that are unwanted for the purpose of this analysis26, leading us to filter 

the sample on the following criteria:  

 

Figure 5.1. Filtering our deal sample  

 
 

																																																								
26	Share	repurchases,	minority	stakes	purchases,	private	company	transactions	etc.		

Search	criteria Number	of	deals
1.     Transaction	needs	to	be	completed	in	the	EU	 289.865
2.     Transaction	needs	to	be	completed	within	the	period	1998-2016. 288.729
3.     The	acquiring	firm	needs	to	be	listed	on	a	stock	exchange 63.466
4.     Only	completed	deals	–	i.e.	no	analyst	rumors	and	speculations	 51.675
5.     The	deal	value	must	exceed	100	million	euro	 3.789
6.     Transactions	that	does	not	involve	banks	and	other	financial	institutions. 1.157
7.     Transaction	must	result	in	majority	ownership	–	i.e.	min.	50,1%	ownership	 423
8.			Acquiring	companies	listed	on	a	exchange	throughout	the	period	of	analysis 393
Number	of	transaction	in	the	total	sample 393
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This leaves us with an initial foundation of 393 transactions to analyse. Minor adjustments to this 

sample may be made before the different tests commence, in the event that the necessary financial 

information is unavailable for that particular metric. For instance, there have been cases of companies 

where we are able to identify the type of company integration tested in H1, but unable to access their 

cash reserve for H3. We have chosen to exclude these companies in the particular hypothesis test where 

they occur, but not from the other tests. The reason for this is that the quality of the tests will be better 

with a larger population of samples, all else being equal. Also, the individual tests are independent from 

one another, meaning that whilst there may occur a minor data bias in the fact that a few companies are 

excluded in one test and not the other, they do not affect each other as long as the validity of our null 

hypothesis still in exists27.  

 

In figure 5.2 we see that France and Great Britain provide the majority of transactions included in our 

sample, with 89 and 81 completed deals within the period, respectively. Furthermore, aligned with what 

we could expect, we see exceptional spikes in the deal activities during the upswing towards the IT 

bubble in 2001, and the financial crises of 2008 (See the “moving average” bold line in figure 5.2). 

Interestingly enough, we do not see the same type of aggressive M&A activity in recent years in spite of 

recovery of the economy from the financial crises. Explanations for the lack of deals in recent years 

could be that we only focus on what we characterize as “corporate deals” – i.e. all deals related to bank 

mergers and private equity investments are excluded. In particular, the exclusion of private equity deals 

could impact the deal count under the “money chasing deals” arguments presented in sub-question 7. In 

times where the economy is suffering, and risky capital is a scarce resource in the market, experienced 

private equity firms with loyal limited partners28 pick up investments at a relatively cheap price in order 

to increase their returns when they exit 5-10 years down the line (Gompers & Lerner, 2000). The 

general partners in the funds know this trend, and we could therefore assume that a significant part of 

private equity investments were made in the years following the financial crises. 

 

 

 

 

 

																																																								
27	The	quality	of	the	tests	does	not	suffer	as	long	as	the	total	sample	size	used,	still	show	an	average	
abnormal	return	of	0%	after	excluding	the	necessary	companies.	
28	Limited	partners	(LP’s)	provide	the	majority	of	capital	that	is	being	invested	by	the	PE	firms.	In	times	of	
economic	downturns,	fund	managers	need	loyal	LP’s	to	provide	risky	capital,	in	spite	of	the	market	panic		
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Figure 5.2. Number of deals by geography and year 

 

 
 

The absolute € deal value in our sample has also experienced a declining trend since the flamboyant 

years leading to the IT-bubble. In figure 5.3 we see that the amount of € to change hands through M&A 

transactions has not been close to achieve the same heights that we experienced around the millennial 

change. Interestingly, we find a negative correlation between the absolute € value of GDP for the 

countries involved in the sample, and the € value of deals being made. This means that we should expect 

to see lower valued corporate M&A activity in times where the economy is growing29. This was 

surprising to us, as we were expecting a positive correlation between these two variables. An important 

note to this is the fact that there have been fewer transactions in the later years as stated in the section 

above, but we did not expect to see a relationship this dramatic. Perhaps changes in the corporate 

business model is viewed as less relevant when things are going well? We have not been able to find 

empirical research to support this claim, and further evaluations of this trend is beyond the scope of this 

paper. But we found the trend peculiar, and wanted to at least address the observation. Please refer to 

appendix 1 for a full overview of € value of transaction by country and year. 

 
																																																								
29	Source	for	GDP	data:	The	World	Bank	(Bank)	

Country/Year 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 Total
France 1 6 11 6 3 2 10 6 7 7 3 1 1 7 3 4 5 6 89
Austria 1 2 4 2 9
Belgium 1 2 1 1 1 1 1 8
Germany 2 4 5 1 3 2 4 1 3 1 4 2 1 1 1 2 4 1 42
Denmark 1 3 1 3 1 1 10
Spain 3 3 2 2 5 1 2 6 5 2 3 3 2 39
Finland 1 1 3 2 1 3 1 1 1 1 15
Great	Britain 2 4 9 5 3 4 7 8 7 5 2 1 3 4 1 3 1 8 4 81
Greece 1 1 1 3
Ireland 1 2 1 2 1 2 1 10
Italy 1 3 5 3 4 4 6 2 2 2 1 1 1 2 2 39
Luxembourg 1 1
Netherlands 1 1 3 1 2 1 1 2 1 1 1 1 2 3 21
Portugal 1 1 3 1 2 1 1 10
Sweden 1 2 1 1 1 1 1 2 2 1 1 2 16
Total 5 20 35 27 21 20 33 24 40 26 23 13 9 19 11 12 14 26 15 393

0
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1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Number	of	deals	pr.	year	
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Figure 5.3. Deal value, € pr. year (left) & Deal value, € pr. Level of GDP in € (right). 

 

 
 

Figure 5.4 illustrates how many transactions a specific industry is contributing to our sample. 

Immediately we see that the manufacturing and TMT sectors represent a large portion of our sample, 

with approximately 62% of all the transactions being related to either one or the other. Seeing as the 

chemical and biotech industry is one of the biggest industries in the EU, their placement as number 1 on 

the list seems plausible (European Commission, 2005). 

 

Figure 5.4. Industry representation overview 
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Concluding our methodology  

 

This section has provided the means for understanding how we intend to approach the investigation of 

our research question. Based on the sub-questions outlined in chapter 1 & 2, we formulated 15 

hypotheses and described how we will quantify the statements into the testable outcome presented in the 

following section. Strong empirical evidence for the fact that the acquiring shareholders, on average, 

only just break even on a company transaction was presented as support for our null-hypothesis. Our 

primary source of data providers was presented, and the means by which we define and measure the 

value effects of a transaction laid the foundation for how to interpret the outcome of our results. Critique 

and unavoidable data bias to this approach was also presented. The section ends with a top level 

overview of what our data sample looks like. Interesting relationships and trends were presented in 

order for the reader to get a better grasp of what the input used to generate our empirical results looks 

like.  

6. Presentation of results   
 
The purpose of this section is to present our findings, and to confirm or reject our hypotheses. By 

breaking down our presented data sample into different groups that follow particular characteristics, we 

aim to create various portfolios of transactions that show either a significant outperformance of the 0% 

mean, or significant underperformance of the 0% mean. The section initiates with a validation of our 

null hypothesis, by testing whether the cumulative average abnormal return of our total sample of 

transactions is actually 0%. 

 

A standardized figure for presenting the results will be presented for every test. In column 1, we indicate 

the different event windows, column 2 indicates the number of transactions that is represented in the 

test, column 3 represents the cumulative average abnormal return in the transaction portfolio, which is 

what our null-hypothesis states to be equal to 0%. The maximum and minimum column in 4 and 5 

represents the highest and lowest return observed by a single transaction in that portfolio. Finally, 

column 6-8 represents the sample standard deviation, critical value and t-statistic, which are used to 

confirm or reject our null-hypothesis.  
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6.1 Validation of the null hypothesis 
 

Before testing our 15 hypotheses, it is necessary for us to investigate whether our null hypothesis is an 

appropriate measure in our sample. We need to check if the alpha generated to the owners of the 

acquiring companies in our sample, is aligned with the conclusions made by Robert Bruner30. The 

validity check therefore acts as a control sample in the sense that returns generated from our overall 

sample needs to be aligned with our hypothesised mean in order for our upcoming tests to have any 

valuable information for investors. In the event that the CAAR observed is significantly different from 

0%, we can conclude that there will be some value to be achieved by investing in the particular area 

where the deviation occurs.  

 

We use the total sample of 393 transactions to perform this test. Below you will find figure 6.1 that 

outlines the relevant results under the given circumstances.  

 

Figure 6.1. Validity of null hypothesis 

 
 

We find that the cumulative abnormal average return for the total sample is 0,62% around the (-10,10) 

event window and that the populations t-statistic is within the critical value of ±1,966. This tells us that 

the average abnormal return is very close to 0%, and that they are not significantly different from our 

null hypothesis of 0%. This is similar to the observations in the (0,10) event window, although the value 

effects are even closer to 0%. As for the medium term event window that tracks the first 100 day post 

the announcement, it is significantly different from 0%, with a positive CAAR of 1,73% and a t-statistic 

that exceeds the critical value. This means that we can only confirm our null hypothesis in the short 

term, with the medium term effects of an acquisition being more value creating. This is an interesting 

observation because it shows us that the proclamations from various researchers about the negligent 

value effects of a company transaction only holds for the short term. Once the companies have been 

given some time to begin the integration, and quite possibly when the financial markets have been given 

the opportunity to evaluate the effects of the transaction, value that exceeds the company’s stand-alone 

expectation start to appear. Our best guess is that the average abnormal return generated to the 

																																																								
30	Namely	that	they	experience	a	0%	abnormal	return	on	average.	

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 393 0,62% 37,93% -45,99% 9,00% 1,966 1,374
(0,10) 393 0,24% 30,50% -24,43% 6,97% 1,966 0,679
(0,100) 393 1,73% 56,33% -92,91% 16,73% 1,966 2,051

Test:	All	completed	transactions
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shareholders in the medium term is the observed CAAR in the validity check. The 1,73% will act as the 

performance benchmark for our future tests in the medium term, in order for us to investigate if we can 

increase our abnormal returns even further, by investing in the acquiring companies that exhibit any of 

our proposed characteristics.  

 

In response to our remarks in the introductory notes of this paper, we can see that the largest positive 

abnormal return generated in the short term from a single transaction was 37,93%31, and the largest 

negative abnormal return was -45,99%32, indicating very large fluctuations in the individual deals. This 

fact represents the backbone of the whole thesis because it indicates that some deals may be executed 

better than others. If our observations had shown very mild fluctuations around 0% for all the 

transactions, chances are that we would not be able to identify any variables that have a significant 

impact on the returns.  

 

CAAR results in the area of 0 – 2% as observed above may seem small and insignificant from an 

investors point of view. This however is not the case. The sum of all the company’s market 

capitalization on the day of their announced transaction amounts to a total of 6 trillion euros, and 

changing their achieved abnormal returns from the transaction with ±1%, results in a change in 

valuation of ±59,5 billion euros. This is cash that is available for investors if they plan their investments 

correctly, and represents a significant economic materiality as referred to in chapter 4.  

 

The proof provided in figure 6.1 above, provides us with the foundation we need for further research. 

Seeing as the acquirers, on average, experience value neutral returns in the short term, we can set out to 

create different portfolios of transactions in an attempt to find returns that are significantly different 

from 0%.  

 

6.2 Hypothesis 1 - Value effects of different company integrations  
 

Figure 6.2. Testing horizontal deals  

 

																																																								
31	When	Pendragon	PLC	acquired	CD	Bramall	PLC	in	2004.	
32	When	Porsche	Automobil	bought	Suzuki’s	stake	in	Volkswagen	in	2015.	

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 159 -0,16% 37,93% -45,99% 9,59% 1,975 -0,215
(0,10) 159 -0,11% 30,50% -24,43% 6,89% 1,975 -0,203
(0,100) 159 1,15% 40,67% -48,20% 15,69% 1,975 0,925

H1.a:	Horisontal	deals
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In the literature review we presented evidence arguing for the fact that a horizontal integration is no 

guarantee for reaping the benefits of scale economics. Instead the financial markets will await the 

realized financial impact on their books before judging the value. This led us to conclude that we would 

not expect a company’s stock price to be significantly influenced in the days around the announcement. 

In support of (Mueller, 1985), the short term value effects from a horizontal merger is not significantly 

different from 0%. Referring to the CAAR in the short term event windows, companies actually slightly 

destroy value in the days around announcement, but create value in the next 100 days. However, the 

medium term returns from horizontal integrations is not above our performance benchmark of 1,73%, 

nor is it significantly different from 0%, meaning that we are not able to reject the fact that the value 

creation observed in the medium term is above 0% because of chance.  

 

Corporate M&A practice typically entails that the value effects of the expected synergies are divided 

evenly between the acquirer and the target (Plenborg, 2012). The fact that the companies are closely 

related, in terms of industry and operations, could give the target companies a better understanding of 

what synergies to expect from the transaction. Knowing the industry and operations well, will therefore 

enhance the targets ability to identify potential synergies and factor them into their price in order to 

reach a price as closely to NPV 0 from the acquirer’s point of view as possible. The fact that horizontal 

integrations do not tend to create value for the acquiring shareholders may therefore not be due to a 

poorer performance in the integrated company, but rather because of the higher price they pay for the 

transaction in the first place.  

 

One could argue for the fact that the benefits of a horizontal integration will not become evident in the 

short and medium term. The actual value lies in the fact that they can integrate two or more businesses 

together in order to become more powerful and efficient in producing their actual goods over time – As 

opposed to the benefits of diversifying a company, where the primary source of value lies in the 

financial engineering of changing the capital structure of the company etc. For instance, the effects of 

buying a competitor off the market is not likely to show in the company’s financial performance within 

the first 100 days of announcement. It is reasonable to assume that integrating the two company’s 

operations, as well as communicating and executing on a new strategy will take more than 100 days 

from the announcement of the deal, leaving the markets to await further action until the results have 

been realised.  
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Figure 6.3. Testing diversifying deals  

 
 

We concluded the literature review of diversifying transactions by stating that we expect to observe a 

destruction of value as a consequence of diversifying transactions. The primary arguments for this was 

the fact that diversified companies have been proven to be less efficient in their utilisation of capital, or 

tend to overinvest and fund unprofitable ventures longer than they should. Interestingly, we find the 

exact opposite result in our sample. In the (-10,10) event window, they create value for the shareholders 

with an alpha of 1,16%. Furthermore, the mean is significantly different from our hypothesized mean of 

0, meaning that there is a good chance that this result is not due to chance. Financial engineering was 

cited as one of the key drivers of value in diversifying transactions, with evidence showing that the 

increased tax shield does have positive influence on their value. While we cannot state the reason for the 

positive abnormal returns with certainty, the results do challenge the statement by (Berger & Ofek, 

1995), that the negative effects of a diversification strategy outweighs the positive effects from the tax 

shield. It also builds to our upcoming test of debt-financed deals, since debt transactions are highly 

dependent on the tax benefits from leveraging a company. For the theory to have any merits, we should 

observe significant positive value creation from the debt financed deals tested in H2 as well. 

 

We do not find any signs of significant abnormal returns in the (0,10) event window, indicating that any 

price adjusting factors have happened in the period prior to the announcement. Progressing 100 days 

after the announcement, the companies still seem to create value for the shareholders. However, this is 

not significantly different from 0% with a 95% confidence interval.  

 

In critique of our results, a possible explanation for the deviations from previous empirical findings 

could be the data bias of our classification method mentioned earlier. Seeing as we were unable to 

differentiate between vertical and diversifying transactions, all of them were classified as 

diversification. We find vertical transactions to be somewhere in between horizontal and diversifying 

transactions in terms of similarity, seeing as they are made in order to impact the efficiency of the 

production of goods or services (typical for horizontal transactions), but tend to have no direct 

relatedness of industry with the acquiring business (typical for diversifying transactions). Referring to 

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 234 1,16% 34,42% -28,31% 8,55% 1,970 2,074
(0,10) 234 0,48% 21,64% -19,57% 7,03% 1,970 1,037
(0,100) 234 2,13% 56,33% -92,91% 17,43% 1,970 1,865

H1.b:	Diversifying	deals	
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our deductive research approach presented in chapter 1, we will continue the analysis with these 

findings, and reject the null-hypothesis in this particular event window.  

 

6.3 Hypothesis 2 - Value effects of different financing methods   
 

Figure 6.4. Testing cash financed deals 

 
 

One of the cited values of having available cash in the company, is the freedom and manoeuvrability it 

provides to execute on opportunities when they present themselves – i.e. a positive NPV acquisition. 

Referring to the test in the (-10,10) event window, we confirm the fact that the market “allows” 

companies to finance their acquisitions through their internally generated free cash flows, seeing as they 

reward the companies with a CAAR of 1,70% that is significantly different from our hypothesized mean 

of 0%. In the first 100 days after the announcement, value is still created by cash based deals in this 

sample. But the returns are not significantly different from 0%, so we cannot reject the fact that this 

observation is due to mere chance.  

 

The pecking order theory suggests cash based financing as the preferred method by practitioners. 

Internal cash financing is quick and easy to execute, and the risk associated to this type of payment 

should, all else being equal, be less than turning to external cash providers in exchange for committing 

to various obligations. We confirm the fact that cash financing is a relatively low risk endeavour, by 

referring to the standard deviation of the portfolio. Looking at the standard deviation for all our 

financing tests, cash financing is the absolute lowest, deeming it the safest option. Aligned with 

traditional portfolio theory, low risk also results in lower returns. Looking at the maximum and 

minimum returns generated by the cash transactions, we find the potential up and down side by the low 

risk transactions to be more limited than the riskier transactions in test H2.b and H2.c below, that are 

financed externally. This is valuable information for investors looking to tailor their investments 

according to their degree of risk aversion. In this case, cash financed deal announcements should not be 

cause for concern for the very risk averse investor.  

 

 

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 126 1,70% 25,59% -12,70% 6,80% 1,979 2,811
(0,10) 126 0,79% 13,53% -13,89% 4,96% 1,979 1,798
(0,100) 126 1,81% 56,33% -36,04% 14,12% 1,979 1,443

H2.a:	Cash	financing
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Figure 6.5. Testing debt financed deals 

 
 

The fact that leverage can act as a catalyst to magnify returns was the primary reason for our conclusion 

that the market will view debt financed deals as a positive announcement. Because the management 

knows the risks associated with leveraging a venture, and the devastating effects it can have if things go 

south, announcing that it will leverage the venture signals to the market that they are highly confident of 

the fact that the transaction will have a positive impact on the company. We confirm this theory by 

referring to the short and medium term effects of debt financed transactions. In the (-10,10) event 

window, we observe a CAAR of 2,88% that is significantly different from 0%. We also observe one of 

the highest standard deviations of all our financing tests in that event window, aligned with the fact 

leverage includes risk, all else being equal.  

 

Once again, the effects in the (0,10) event window is less than the other two, marking the beginning of a 

trend that show most of the value changes being made in the days running up to the announcement.  

 

Continuing the observations 100 days after the announcement, a CAAR of 5,49% is generated, 

significantly different from 0%. This is also higher than our 1,73% benchmark discussed in the validity 

check, stating attractive opportunities for investing in debt financed deals in the medium term. The 

results support the arguments presented by Michael C. Jensen, that a company can increase the amount 

of debt they have in their capital structure in order to incentives the management of the company to run 

a more streamlined operation. Naturally, a more streamlined operation is appreciated by the financial 

markets, which leads to an increased valuation as a response. Finally, the results indicate that the market 

does not dedicate significant emphasis on the reduced manoeuvrability by the higher leveraged firm.  

 

Abnormal returns of 2,88% and 5,49% represents the highest level of value generation of all our tests 

(previous and upcoming). The fact that they are significantly different from the hypothesised mean, and 

that the economic materiality is of a level where investors should become intrigued, leads us to the 

conclusion that debt financed deals are strong opportunities to buy in on. Even after the transaction 

becomes public knowledge, money is still available on the table for the investors in the following 100 

days.  

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 58 2,88% 37,93% -16,31% 9,85% 2,002 2,228
(0,10) 58 1,61% 30,50% -15,11% 8,00% 2,002 1,534
(0,100) 58 5,49% 38,93% -37,20% 15,41% 2,002 2,713

H2.b:	Debt	financing
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The results also give support to the value impact of a company’s tax shield discussed in the test for 

diversified transactions. The fact that the two tests (H1B & H2B), which both are heavily dependent on 

the value effects of tax shield, show similar results independent of one another seems to suggest that the 

tax related value opportunities are worth considering when proposing a transaction.  

 

Figure 6.6. Testing equity financed deals 

 
 

Pros and cons were presented as theoretical arguments for how the financial markets will interpret the 

announcement of an equity financed transaction, but we were unable to state a specific expectation. 

While growth companies are cash restrained and may have justifiable reasons to finance an acquisition 

through equity, mature companies struggle to justify the need to dilute the current shareholders stake in 

order to finance an acquisition. We find that the transactions in our two short term event windows 

slightly destroys shareholder value, but not to a degree where we can reject our null-hypothesis. The 

results points to favouring the argument that the management is tempted to take advantage of an 

overpriced stock price, by selling it to other parties in exchange for assets. The observed standard 

deviation is around the same level as the debt finance transactions in the short term, but the large 

fluctuations in the standard deviation in the medium term particularly stands out.  

 

Looking over the 3 financing tests just presented, we can evaluate the hierarchical financing order 

pronounced by the pecking order theory. We can see that the most preferred financing method is 

through equity with 155 transactions, then cash with 126 transactions, and finally debt financing with 58 

transactions. This is not aligned with the proposed hierarchy of 1) cash, 2) debt and 3) equity. 

Conclusive evidence about the relative riskiness of the different sources of finance cannot be made 

either. Whilst cash financing clearly exhibits the lowest standard deviation in alignment with the theory, 

external sources seem to show the same level of standard deviation. This challenges the pecking-order 

theory’s arguments of linking the preferred method financing with their level of risk.  

 

We presented counterarguments for potentially observing more equity financed transactions than 

otherwise proposed by the pecking order theory, by including Kenneth Martin’s (1996) theory that we 

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 155 -0,20% 34,42% -32,50% 9,35% 1,975 -0,272
(0,10) 155 -0,51% 21,64% -22,16% 7,76% 1,975 -0,819
(0,100) 155 0,54% 45,23% -92,91% 19,40% 1,975 0,349

H2.c:		Equity	financing
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may experience a higher amount of equity financed transactions because of a high number of cash 

constraint growth companies executing on NPV positive investment opportunities. Our results do not 

seem to support this theory, seeing as we should expect to see a positive CAAR in response to the bulk 

of growth companies executing on growth opportunities.  

 

Combining the facts that we have no statistical foundation for the fact that the equity financed 

transactions will tend to generate either a positive or negative abnormal return, and that the fluctuations 

in either direction is relatively high (marked by the standard deviation), pursuing these type of 

transaction as a buy or sell strategy seems like more of a gamble, than calculated risks.  

 

6.4 Hypothesis 3 - Value effects as a function of a company’s cash reserves  
 

Figure 6.7. Testing cash rich and cash poor company returns  

 
 

During our literature review, we presented arguments for a central weakness to the structure of public 

corporations, as being the distribution of their free cash flow. In essence, when companies with large 

amounts of cash reserves announce that they will acquire another company, investors can become 

concerned about their motives, and whether or not they are in the owner’s best interest. Based on these 

arguments, we stated our expectations to be that companies with more modest cash reserves should 

experience higher abnormal returns in the short term. The figure above groups the cash reserves of a 

company, relative to their short term liabilities, into 4 brackets, with the most cash poor companies 

represented in the bottom 25%.  

 

We can see a clear trend supporting the free cash flow theory in the (-10,10) day event window. For 

every quartile increase in cash reserve, the abnormal returns generated shrink, and actually ends with the 

most cash rich firms destroying value in the short term. We note that none of these results are 

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 87 1,44% 24,96% -26,19% 8,05% 1,988 1,666
(0,10) 87 0,14% 17,42% -24,43% 6,54% 1,988 0,193
(0,100) 87 -0,60% 40,67% -48,20% 15,59% 1,988 -0,357
(-10,10) 88 0,77% 37,93% -19,37% 9,01% 1,988 0,797

25%-50% (0,10) 88 0,76% 30,50% -14,35% 6,67% 1,988 1,065
(0,100) 88 2,22% 38,93% -27,80% 13,69% 1,988 1,518
(-10,10) 91 0,72% 21,42% -20,24% 6,98% 1,987 0,982

50%-75% (0,10) 91 0,56% 20,21% -19,52% 6,63% 1,987 0,804
(0,100) 91 2,42% 39,78% -48,30% 14,54% 1,987 1,586
(-10,10) 87 -0,26% 25,59% -32,50% 10,39% 1,988 -0,234

Top	25% (0,10) 87 -0,53% 14,24% -22,16% 7,25% 1,988 -0,677
(0,100) 87 2,45% 31,33% -56,14% 16,70% 1,988 1,366

Bottom	25%

H3:	Cash	rich	vs.	Poor
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significantly different from 0% meaning that we cannot say for sure if these results are up to chance or 

not. However, the trend is still very clear. The results support the arguments presented by Michael C. 

Jensen in the sense that investors in public companies have little power over how the company is 

governed, leaving them no other option than to “vote with their feet” – I.e. by buying or selling shares in 

the company. Dissatisfaction about the transaction seems to increase as the companies become more 

cash rich, which according to Jensen could be due to the money not being paid out directly as dividends 

or stock repurchases.  

 

Unexpectedly, looking at the medium term returns generated by the transactions (0,100), it shows the 

exact opposite effect. Abnormal returns generated in the first 100 days after the announcement seem to 

increase as the company becomes more cash rich. An explanation for this could be that the cash poor 

companies have less resources to actually follow up on the necessary steps it takes to integrate the 

companies effectively, whilst cash rich companies have no trouble finding the necessary funding to 

create a more well run entity. This is an interesting observation because it shows a relationship between 

personal feelings, and rational economic decision making. Whilst investors can be unhappy about the 

fact that the company is using money on acquisitions instead of paying it out to them directly, the fact of 

the matter seem to suggest that they will create abnormal returns through capital gains if they stay. 

 

Figure 6.8.  Timeline of a company’s cash reserves and their returns from a transaction 
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6.5 Hypothesis 4 - Value effects as a function of the relative size of a transaction 
 

Figure 6.9. Testing relative size of the deal   

 
 

This test sets out to analyse the shareholder value creation based on the relative size of the transactions. 

The presented literature referred to the probability of achieving scale economics as a function of the size 

of the transactions, but opposing views from different researchers made our expectations about the 

effects limited. The figure above states the abnormal returns based on the targets size relative to the 

acquirers. Target companies representing 0%-25% of the acquiring companies market cap is presented 

in the top bracket, 25%-50% in the second bracket and so on. The majority of our transactions falls in 

the first bracket, with a total of 200 transactions creating an CAAR between 0,70% and 0,90% in the 

short and medium term, respectively. Interestingly, the smallest deals (up to 25% of the acquiring 

company’s market cap) post an abnormal return of 0,74%, statistically different from 0% in the (0,10) 

event window. This indicates that smaller transactions have a relatively stable economic benefit for 

investors in the short term after the announcement. Naturally, the abnormal returns of smaller 

transactions will be lower, given the fact that they represent a smaller portion of the total company size. 

For instance, a company representing 1% of the total size of the acquirer is unlikely to have large 

impacts in the markets. 

 

Looking at the trend in the two short term event windows, we find support for the fact that economic 

benefits can be achieved as the size of the transaction increases. But it seems that the market’s 

interpretation of these benefits is capped, when the size of the target company represents more than 50% 

of the acquiring company’s market cap. This observation is in favour of Homberg et. Al’s arguments 

about a company’s ability to realise synergies is most likely to occur when the acquiring company is 

larger than the target, and it rejects the arguments by (Seth, 1990) who states that the probability of a 

successful transaction in highest when the target is larger than the acquirer.  

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 200 0,70% 25,59% -28,31% 6,57% 1,972 1,518
(0,10) 200 0,74% 20,21% -17,77% 5,15% 1,972 2,031
(0,100) 200 0,90% 31,33% -92,91% 14,74% 1,972 0,860
(-10,10) 61 2,38% 24,96% -32,50% 10,50% 2,000 1,774
(0,10) 61 0,97% 21,64% -22,16% 8,40% 2,000 0,902
(0,100) 61 1,06% 39,78% -37,20% 16,90% 2,000 0,491
(-10,10) 71 0,74% 37,93% -31,00% 10,25% 1,994 0,608
(0,10) 71 -0,17% 30,50% -21,75% 8,66% 1,994 -0,169
(0,100) 71 2,91% 40,67% -43,20% 17,82% 1,994 1,377
(-10,10) 47 -0,73% 34,42% -26,71% 10,87% 2,013 -0,458
(0,10) 47 -1,12% 16,48% -24,43% 8,36% 2,013 -0,918
(0,100) 47 2,81% 45,23% -56,14% 21,86% 2,013 0,881

Over	100%	of	
acquirer	

Up	25%	of	
acquirer	

25%-50%	of	
acquirer	

50%-100%	of	
acquirer	

H4:	Relative	size	of	the	deal
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In the medium term it seems that value creation increases in tandem with the size of the transaction up 

until the target companies become larger than the acquirer. This is again in favour of Homberg et. Al. It 

also supports the theory by Cohen et. Al, who states that the benefits from a merger occurs when the 

companies are about the same size because they are more capable of identifying the valuable skills and 

knowledge as well as the redundant areas to sell off. We note that the small CAAR deviations between 

the final two brackets in the medium term (2,91% and 2,81%) could be a coincidence, and therefore not 

justifiable to conclude a support for Cohen et. Al. But looking at the 8 largest deals in our sample, we 

find CAAR of -13,63% in the short term, and -23,98% in the medium term, supporting the argument 

that the value of a transaction as a function of their size caps out at a certain point.  

 

6.6 Hypothesis 5 - Value effects as a function of the absolute size of an acquirer 
 

Figure 6.10. Testing absolute size of the acquirer   

 
 

Supplementing the test in H4 above, we test the companies’ abnormal stock returns based on the 

acquirer’s absolute market cap. Companies representing the smallest 25% of our sample is showed in 

the first bracket, and so on. We find mixed support for the arguments presented by Moeller et. Al, who 

state that larger companies tend to destroy value whilst smaller companies tend to create value.  

 

Looking at the 50% smallest companies in our sample, they all seem to post positive abnormal returns. 

However, the only test that show returns that are significantly different from 0% is the bottom 25% in 

the medium term, with CAAR of 4,30%. This is higher than the alpha achieved in our validity check, 

and supports the fact that smaller companies may be better at generating value from an acquisition. In 

the 25%-50% bracket we find that the CAAR is value creating, with the highest alpha achieved in the 

medium term once again. But none of these tests are significantly different from 0%. 

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 91 1,33% 37,93% -31,00% 11,27% 1,987 1,124
(0,10) 91 0,87% 30,50% -21,75% 8,87% 1,987 0,937
(0,100) 91 4,30% 45,23% -56,14% 18,60% 1,987 2,206
(-10,10) 91 1,69% 25,59% -32,50% 10,32% 1,987 1,559

25%-50% (0,10) 91 0,69% 21,64% -24,43% 7,69% 1,987 0,852
(0,100) 91 2,44% 40,67% -92,91% 18,07% 1,987 1,287
(-10,10) 91 0,66% 20,20% -45,99% 8,18% 1,987 0,771

50%-75% (0,10) 91 0,49% 20,21% -15,04% 5,86% 1,987 0,791
(0,100) 91 0,06% 26,65% -48,30% 14,96% 1,987 0,035
(-10,10) 88 0,07% 12,79% -13,01% 4,14% 1,988 0,156

Top	25% (0,10) 88 -0,16% 9,78% -11,62% 3,82% 1,988 -0,404
(0,100) 88 1,26% 27,16% -48,20% 12,00% 1,988 0,987

H5:	Size	of	the	acquirer

Bottom	25%
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In the bottom two brackets we find the results generated by the largest 50% of our sample companies. It 

seems that the returns balance around the value neutral territory, with no returns significantly different 

from zero. This rejects the arguments by Gorton et. Al, who argued overpayment as a reason for the 

value destruction by large companies, as this would result in the financial markets punish their post-

acquisition valuations. Rather, it seems that they balance just around the correct price that is believed to 

be achieved from the new cash flows of the integrated company.  

 

Looking at the overall trend of the returns, we find that our results are aligned with Moeller et. Al in the 

sense that the abnormal returns are declining as the size of the company increases. A factor worth 

mentioning in this type of test is, when the acquiring company reaches a size that is large enough to 

diminish most other companies that they buy. We cannot ignore the fact that the average deviations in 

the stock price of smaller companies will be higher than the larger ones simply because the target 

company represents a larger fraction of the smaller acquiring company’s books. As a consequence, it is 

riskier for investors to pursue investments in small companies looking to expand their presence through 

M&A transactions.  

 

6.7 Hypothesis 6 - Value effects as a function of past financial performance 
 

Figure 6.11. Testing returns based on past financial performance  

 
 

In order to evaluate whether a company’s past financial performance can be used as indications of their 

ability to create value from an acquisition, we look at the acquiring companies market-to-book ratio. 

The top bracket represents the companies that are destroying value in the sense that they are unable to 

create value from the assets they have purchased. As the ratio increases in the next 3 brackets, we go 

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 43 -0,96% 24,96% -45,99% 12,82% 2,018 -0,490
(0,10) 43 0,14% 16,20% -24,43% 7,82% 2,018 0,114
(0,100) 43 2,19% 30,27% -24,53% 12,74% 2,018 1,126
(-10,10) 143 1,82% 37,93% -19,37% 8,52% 1,977 2,559
(0,10) 143 1,51% 30,50% -14,48% 6,91% 1,977 2,619
(0,100) 143 3,08% 45,23% -48,30% 15,16% 1,977 2,430
(-10,10) 101 1,17% 20,20% -15,59% 7,11% 1,984 1,648
(0,10) 101 -0,31% 12,66% -15,29% 5,63% 1,984 -0,544
(0,100) 101 2,12% 29,88% -29,44% 12,56% 1,984 1,698
(-10,10) 42 -1,87% 15,59% -31,00% 8,99% 2,020 -1,347
(0,10) 42 -2,09% 11,31% -21,75% 6,60% 2,020 -2,056
(0,100) 42 -2,13% 31,50% -48,20% 17,80% 2,020 -0,776

H6:	Past	financial	performance

<1

1-2,5

2,5-5

>5
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from what we would characterize as well performing companies to potentially overpriced companies (A 

good fraction of the companies in the last bracket show Market-to-book ratios of more than 50) 

 

Based on the literature, we expected increasing abnormal returns to shareholders, as the company’s 

market-to-book ratio increased. The companies with a market-to-book ratio of less than 1 show value 

destruction in the (-10,10) event window, but slight creation in the (0,10). Surprisingly, the medium 

term of the worst performing companies seems to be exhibit a fair amount of value, which is 

inconsistent with our expectations. We note that none of these event windows show significant returns, 

meaning that it could very well just be a coincidence for this sample. But the fact that the worse 

performing companies are no worse at generating a value from a transaction than the total sample mean 

is surprising and does not support the arguments by Rau et. Al who state that investors tend over 

extrapolate a company’s past performance as indications of their ability to create value in a transaction. 

This is further confirmed as we evaluate the portfolios with higher ratios below. If Rau et. Al’s 

arguments were to hold, we should expect to see increasing returns on the days around the 

announcement date, as we increase the market-to-book ratio, and then see a drop as time passes.  

 

As the ratio begins to increase in the subsequent brackets, abnormal returns begin to increase. 

Companies with a ratio between 1-2,5 have a steady performance in their acquisitions, with significant 

positive abnormal returns in all the event windows. This bracket seems to reflect the most comforting 

area for the financial markets. As the ratio goes beyond 2,5, their returns begin to suffer as a 

consequence. Worse is when the company trades at a ratio above 5, where significant negative returns 

are found in the (0,10) event window. One could argue that companies with these relatively high ratios 

will have very high future expectations attached to them. So announcing that they suddenly need to 

acquire a company in order to realize these returns may be causes for concerns from an investor’s point 

of view, leading its share price to drop.  

 

Interpreting the results observed in the short term (0,10) event window, our test seems to suggest that 

there are opportunities for investors to buy companies with a market-to-book ratio of 1-2,5 on the day of 

announcement, and sell companies with a ratio above 5 on the day of announcement.  
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6.8 Hypothesis 7 – Value effects as a function of a hot or cold market  
 

Figure 6.12. Testing returns based on a hot or cold market  

 
 

In order to test the effects on abnormal returns as a function of the demand for the assets, we use the P/E 

of our performance index, MSCI Europe. The first bottom 25% bracket refers to the years in which the 

average yearly P/E of the index was at the lowest, relative to the period of examination (1998-2016) and 

so on. The included transactions in this bracket is thus the deals announced in those years.  

As we can see, there does not seem to be a clear relationship or trend from our test. We do observe 

abnormal returns that are significantly different from 0% in the (0,100) event window of the 25%-50% 

bracket, but this event window also showed to be significantly different in our validity check. 

Combining this observation with the fact there does not seem to be any other trends between the 

increasing P/E and the observed returns, we do not find it justifiable to reject our null hypothesis in 

either the hot or cold test (H7.a & H7.b). This is in support of the efficient market hypothesis by (Fama, 

1970), and not the arguments by (Shiller, 1990) and (Gompers & Lerner, 2000). This was surprising to 

us, as we firmly believe that euphoric conditions occur in the financial markets, evident by the historic 

bubbles and market crashes. We therefore reserve the right to question our method of measurement, 

rather than completely denying the arguments by Shiller and Gompers et. Al.  

We note that we have chosen to reject the null hypothesis on the basis of a significant abnormal returns 

in the (0,100) event window in previous tests, but this has only been done in the cases where we saw a 

more general trend supporting the decision in the other event windows.  

What can be derived from this test is, that if investors are at a pivoting point in their decision making 

process, but need slightly more information to be confident, then transactions that are made in a market 

Event	window	 Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics
(-10,10) 119 0,75% 37,93% -26,19% 7,73% 1,980 1,064
(0,10) 119 0,45% 30,50% -24,43% 6,48% 1,980 0,764
(0,100) 119 0,50% 38,93% -37,20% 14,13% 1,980 0,383
(-10,10) 86 1,08% 23,88% -31,00% 8,58% 1,988 1,164

25%-50%	(P/E:	15-20) (0,10) 86 0,17% 20,76% -21,75% 6,78% 1,988 0,234
(0,100) 86 3,12% 34,89% -37,32% 13,72% 1,988 2,110
(-10,10) 88 0,89% 24,96% -32,50% 9,08% 1,988 0,920

50%-75%	(P/E:	20-25) (0,10) 88 0,00% 18,17% -22,16% 6,18% 1,988 -0,002
(0,100) 88 0,14% 39,78% -92,91% 18,46% 1,988 0,072
(-10,10) 100 -0,16% 34,42% -45,99% 10,62% 1,984 -0,148

Top	25%	(PE:	25-56) (0,10) 100 0,25% 21,64% -19,57% 8,31% 1,984 0,304
(0,100) 100 3,40% 56,33% -56,14% 20,02% 1,984 1,700

H7:	Hot	/	cold	market	test

Bottom	25%	(P/E:	13-15)
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where the P/E is slightly below average tend to provide positive abnormal returns in the medium term. 

Basic intuition would also support this claim since an asset that is priced slightly below average appears 

to be cheap. It is not at an all-time low where one could worry that the asset class is in a recession and 

struggling to gain growth, and it is not at an all-time high where one could worry that the asset class is 

overpriced either.  

6.9 Concluding empirical findings  
 

Our empirical findings presented above are used in order to identify the characteristics of a value 

creating or destroying transaction. This is the first part of our problem statement, and the tests in this 

chapter reveal several trends that are worth considering. We have illustrated the results in figure 6.13, 

and a brief summary of the key findings is discussed below. The next chapter will discuss these key 

findings with respect to investor’s decision making. This is done as a response to the second part of our 

problem statement, where we wish to leverage our findings in a way that gives investors a better 

understanding of how to place their investments in the case of a transaction announcement.  

 

Our validity-check revealed that our null hypothesis only reflects reality in the short term before and 

after the announcement. Positive abnormal returns, significantly different from 0%, were observed in 

the medium term after the announcement of a transaction, indicating that there is value to be generated 

from an acquisition. For this reason, we tweaked our interpretation of our medium term tests to require 

an abnormal return above our performance benchmark of 1,73%.  

 

Testing on the value effects of the company’s strategic integration revealed statistically significant 

positive abnormal returns from the diversified transactions in the short term event window (-10,10). 

This was surprising results because our previous literature review suggested that the negative effects of 

a diversified transaction tend to outweigh the positives. Value effects from a greater debt capacity, and 

therefore higher tax shields, were cited as positive factors for a diversified transaction. The positive 

influence of the tax shield was supported by the fact that debt financed transactions, which is also highly 

dependent on the benefits of the tax shield, resulted in high abnormal returns significantly different from 

0%. The equity financed deals showed a high level of risk, but only generated abnormal returns of 0% 

on average. The high risk, and absence of statistical evidence for either value creation or destruction, 

makes it very difficult to formulate a generalized buy or sell decision, leading us to conclude that 

investors should stay away from equity financed deals.  
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The successfulness of a transaction as a function of the company’s available cash revealed an interesting 

trend. Whilst none of the returns were actually significantly different from 0%, an inverse trend between 

the short and medium term abnormal returns presented itself. In the short term, cash constraint 

companies enjoy an increase in their valuation, whilst cash rich companies suffer. But following their 

performance 100 days after the announcement show the exact opposite effect, with an increase in the 

valuation of cash rich firms, and a decreased valuation of cash poor firms. Dissatisfaction about the 

distribution of cash, and the irrational behaviour of investors was presented as potential reasons for this 

observation.  

 

In response to our tests of both the relative deal size and the size of the acquirer, we find that increasing 

the size provide economic benefits to a certain point. The scale benefits from the relative deal size seem 

to reach their optimal level when the target company is around 25%-50% in the short term, and 50%-

100% in the medium term. Once the target company becomes larger than the acquirer, returns start to 

decrease. Measured by their market capitalisation, small companies seem to be performing better than 

large companies in the short and medium term. We find significantly different returns in the medium 

term for the smallest 25% of our sample, with a CAAR of 4,30%, hence exceeding our medium term 

performance benchmark.  

 

The companies past financial performance seem to influence their ability to create value from a 

transaction in the event where their market-to-book ratio is at conservative levels of 1-2,5. All of our 

observed abnormal returns in this portfolio is significantly different from 0%, marking a sweet spot for 

where the financial markets prefer the acquiring company’s performance to be, when they take over 

another company. When the ratio exceeds 2,5, their abnormal returns start to decline. Significant 

abnormal returns of -2,09% is observed in the short term (0,10) of companies with a ratio above 5, 

marking opportunities to short these type of transactions.     
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Figure 6.13. Summary of our empirical findings  

 
 

Section 3 – Interpretation of results 

7. Alpha-generating portfolios 
 

The purpose of this chapter is to discuss our findings and provide an answer to the final part of our 

problem statement – I.e. how investors can utilize the characteristics we have found in the empirical 

findings, to place their investments more optimally. We formulate different risk weighted investment 

strategies that will outperform the average returns observed as a consequence of a transaction 

announcement. We propose strategies for each of the three event windows employed in this paper, 

hence supplementing the decision-making process for i) investors that believe a company will announce 

a transaction within the next 10 days (-10,10), ii) investors looking for a short term strategy after an 

announcement (0,10) and iii) investors looking for a medium term strategy after an announcement 

(0,100).  

 

Hypothesis Explanation (-10,10) (0,10) (0,100)
H1.a Horisontal	deals	influence	the	value	of	a	transaction	 ✖ ✖ ✖

H1.b Diversified	deals	influence	the	value	of	a	transaction	 ✔ ✖ ✖

H2.a Cash	financing	influence	the	value	of	a	transaction	 ✔ ✖ ✖

H2.b Debt	financing	influence	the	value	of	a	transaction	 ✔ ✖ ✔

H2.c Equity	financing	influence	the	value	of	a	transaction	 ✖ ✖ ✖
H3 A	company's	cash	reserve	influence	the	value	of	a	transaction:
H3.a Cash	rich	companies	 ✖ ✖ ✖

H3.b Cash	poor	companies	 ✖ ✖ ✖
H4 The	relative	size	of	the	deal	influence	the	value	of	a	transaction:
H4.a Large	deals ✖ ✖ ✖
H4.b Small	deals	 ✖ ✔ ✖
H5 The	size	of	the	acquirer	influence	the	value	of	a	transaction:

H5.a Large	acquirers	 ✖ ✖ ✖
H5.b Small	acquirers ✖ ✖ ✔
H6 A	company's	past	financial	performance	influence	the	value	of	a	transaction:

H6.a Good	performing	companies	 ✔ ✔ ✔
H6.b Poor	performing	companies	 ✖ ✖ ✖
H7 Does	a	hot	or	cold	market	affect	the	returns	of	an	acquisition	
H7.a Hot	stock	market ✖ ✖ ✖

H7.b Cold	stock	market ✖ ✖ ✖

Significantly	different	from	0%?
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The investment strategies are explained by taking either a long or short position. A long position simply 

refers to buying the company’s stock on an exchange. The short position refers to the situation where 

you borrow shares from a financial institution with the intention of selling it to another investor in 

exchange for cash. When a financial institution wants the stock you borrowed back, you simply 

purchase it in the open market at a (hopefully) lower price than what you sold it for to the investor, 

hence capitalising on the spread.  

 

It is important to note that our initial limitations from chapter 1 in terms of geography, industry, 

minimum deal size etc. all still apply to the following strategies as well.    

 
7.1 Proposed investment strategy -  Event window (-10,10) 

 

Information about the likely evolution of a company’s stock price in the (-10,10) event window will be 

valuable for an investor who believes that a public company is going to make an acquisition 

announcement within the following days. Based on our analysis, we found 4 particularly interesting 

characteristics to be aware of when evaluating this type of opportunity. The 4 characteristics all post 

positive abnormal returns that are significantly different from 0%, with a 95% confidence interval.  

 

1. Diversified transactions 

2. Debt financed transactions 

3. Cash financed transactions  

4. Acquiring companies with a Market-to-Book ratio between 1 - 2,5  

 

We will use this information to create two company portfolios that include elements of these 

characteristics, in order to see the level of risk weighted abnormal returns that have been achieved from 

these transactions in the past. For the purpose of the presented portfolios below, we have chosen to only 

include one of the significant deal financings, namely debt. The reason for this choice is that it posts the 

highest CAAR of the two. The strategy would also work for cash financed deals, but the returns would 

probably be slightly lower.  

 

The first portfolio looks at the abnormal returns generated by transactions that has all three 

characteristics. These are companies with a market-to-book ratio between 1-2,5, who announce that they 
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will do diversifying transaction, and finance it through debt. Since the 3 characteristics post positive 

abnormal returns, we construct the portfolio based on buying the stocks.  

 

Figure 7.1.a. First proposed investment strategy for (-10,10)  

 

 
 

This portfolio presents the best investment strategy from our findings in the (-10,10) event window, 

with a CAAR of 7,6% and a standard deviation of 7,55%. Looking back at our empirical findings, the 

highest CAAR observed in the (-10,10) event window is 2.88% with a standard deviation of 9,85%33. 

Hence our portfolio outperforms the best stand-alone option in terms of risk and returns, and marks an 

attractive investment opportunity for investors who expect a transaction announcement in the upcoming 

days.  

 

As we can see, these type of transactions has only happened 11 times in the period 1998-2016. The rare 

occurrence of this event means that investors that are looking to place their money will rarely have the 

opportunity to do it on the basis of this strategy. For this reason, we have constructed a second portfolio, 

which is similar to the one above, except for the fact that we only required the companies to have 2 out 

of the 3 main characteristics in order for them to be included.  

 

Figure 7.1.b. Second proposed investment strategy for (-10,10)  

 

 
 
																																																								
33	Debt	transactions	in	H2.b	

Alpha	portfolio	1	(-10,10)
Criterias:
Limitations	of	scope
And	3	out	of	3	below
1.	Diversifying	transaction
2.	Debt	financed
3.	Market-to-book	ratio	1-2,5
Investment	strategy Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics

Long	position	 11 7,60% 20,11% -3,70% 7,55% 2,228 3,341

Alpha	portfolio	2	(-10,10)
Criterias:
Limitations	of	scope
And	2	out	of	3	below
1.	Diversifying	transaction
2.	Debt	financed
3.	Market-to-book	ratio	1-2,5
Investment	strategy Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics

Long	position	 116 2,55% 37,93% -16,31% 9,33% 1,981 2,939
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Whilst the risk and returns are worse than the first portfolio, we now have 116 transactions in the same 

time period. This makes the occurrence of the event more regular, and seeing as the returns are still 

significantly positive, buying stock in these companies should provide the investors with an average 

positive abnormal return. Referring to figure 7.2 below, we see the average daily movements in the 

portfolio from -10 days before the announcement, to 100 days after the announcement. We find that the 

increase in returns is more severe in the (-10,10) event window, but that the climb seems to continue in 

the days after the event window. These findings tell us that investors are not necessarily in a rush to exit 

their long position in these type of transactions. Whilst the positive returns do seem to be diminishing as 

we move towards the medium term, the trend is still going up, leaving investors with a long position to 

still earn positive cash flows from holding the investment. Opportunity costs of keeping the funds 

placed in this portfolio after the event window should however be considered in order not to miss out on 

more profitable investments.  

 

Figure 7.2. Daily returns from Alpha portfolio 2 (-10,10)  

 

 
 

7.2 Proposed investment strategy -  Event window (0,10) 
 

Information about the likely evolution of a company’s stock price in the (0,10) event window will be 

valuable for an investor who wants to react to the news of a transaction announcement. The following 

portfolio will act as a supplement to their decision making process for the 10 days following the 

announcement. Based on our analysis, we found 3 particularly interesting characteristics to be aware of 

when evaluating this type of opportunity. 2 of the characteristics post positive abnormal returns, and 1 

of the characteristics post negative abnormal returns. All the characteristics are significantly different 

from 0%, with a 95% confidence interval.  
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1. Relative deal size up to 25% of the acquirer 

2. Acquiring companies with a Market-to-Book ratio between 1 - 2,5  

3. Acquiring companies with a Market-to-Book ratio above 5 

 

Companies with a Market-to-Book ratio between 1 – 2,5 was proven to provide positive abnormal 

returns in the short term event window (0,10). Furthermore, similar results were observed for 

transactions where the target company’s market cap did not exceed 25% of the acquiring company. 

Additional analysis of the acquiring company’s Market-to-Book ratio revealed that when the acquiring 

company trades at a ratio above 5, the abnormal returns generated from a transaction becomes negative 

and significantly different from 0%. For this reason, we have constructed a portfolio of companies that 

take a long position in the acquiring companies announcing a transaction with the characteristics 

outlined in point 1 and 2, as well as a short position in all the companies announcing a transaction with 

characteristics in point 3. 

 

Figure 7.3. Proposed investment strategy for (0,10)  

 

 
 

We find that the total abnormal returns attributed to this portfolio is 1,61%, with a standard deviation of 

5,74%. Looking back at our empirical findings, the largest CAAR observed in the (0,10) event window 

is -2,09% as observed by the included short position of companies with a Market-to-Book ratio above 5. 

Our portfolio has a lower abnormal return, but also a lower standard deviation and a more regular 

occurrence (118 transactions vs. 42 transactions). If the investors wish to assume more risk in their 

investments, they can choose to short the companies with the highest Market-to-book ratio. 

 

Referring to figure 7.4, we find the daily average movements by the two positions suggested in this 

strategy. We see that both the long and short position continues to follow their up and downwards trend 

Alpha	portfolio	3	(0,10)
Criterias:
Limitations	of	scope
And	Long	1	+	2	&	Short	3
1.	Deal	size,	up	to	25%	of	acquirer
2.	Market-to-book	ratio	1-2,5	
3.	Market-to-book	ratio	above	5
Investment	strategy Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics

Long	position	 76 1,34% 20,21% -13,89% 5,23% 1,992 2,234
Short	position 42 -2,09% 11,31% -21,75% 6,60% 2,020 -2,056

Total	portfolio	performance 118 1,61% 21,75% -13,89% 5,74% 1,980 3,045
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after the initial 10 days from the announcement, but flattens out around day 35. This tells us that 

investors can hold their position for a few days more than (0,10), but should start to consider alternative 

investments so they are prepared to exit their position when the curve flattens out.  

 

Figure 7.4. Daily returns from Alpha portfolio 3 (0,10)  

 

 
 

7.3 Proposed investment strategy -  Event window (0,100) 
 

Information about the likely evolution of a company’s stock price in the (0,100) event window will be 

valuable for an investor who wants a medium term strategy for reacting to the news of a transaction 

announcement. The following portfolio will act as a supplement to their decision making process for the 

100 days following the announcement. Based on our analysis, we found 3 particularly interesting 

characteristics to be aware of when evaluating this type of opportunity. All 3 characteristics post 

positive abnormal returns that significantly different from 0%, with a 95% confidence interval.  

 

1. Debt financed transactions 

2. Relative deal size up to 25% of the acquirer 

3. Acquiring companies with a market-to-book ratio between 1 - 2,5  

 

The explanations for the 3 characteristics above are similar to the ones presented in the previous two 

event windows. For the first portfolio below (alpha portfolio 4) we have included companies that 

announce transactions with all three characteristics. These are acquiring companies with a Market-to-
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Book ratio between 1 – 2,5, who announce that they will buy a target with a market capitalisation below 

25% of their own size, and finance it with debt.  

 

Figure 7.5.a First proposed investment strategy for (0,100)  

 

 
 

This portfolio presents a CAAR of 13,22% and a standard deviation of 14,29%. Looking back at our 

empirical findings, the highest CAAR observed in the (0,100) event window is 5,49% with a standard 

deviation of 15,41%34. This construction therefore outperforms the best stand-alone option in terms of 

risk and returns, and marks an attractive investment opportunity for investors who want a medium term 

investment strategy for companies announcing a transaction.  

 

Similar to the first portfolio in the (-10,10) event window (Alpha portfolio 1), we can see that these type 

of transaction only happened 10 times in the period of observation. Once again, this may be too rare of 

an event for investors to find the information valuable, leading us to relax our requirements to only 

require 2 of the 3 main characteristics in order for them to be included.  

 

Figure 7.5.b Second proposed investment strategy for (0,100) 

 

 
 

This reduces the CAAR to 8,37% and increases the standard deviation to 16,62. But we now have 57 

transactions in the portfolio, which means that an opportunity like this presents itself 3 times a year on 
																																																								
34	Debt	transactions	in	H2.b	

Alpha	portfolio	4	(0,100)
Criterias:
Limitations	of	scope
And	3	out	of	3	below
1.	Debt	financed	
2.	Size	of	the	acquirer,	bottom	25%
3.	Market-to-book	ratio	1-2,5
Investment	strategy Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics

Long	position	 10 13,22% 38,93% -12,60% 14,29% 2,262 2,927

Alpha	portfolio	5	(0,100)
Criterias:
Limitations	of	scope
And	2	out	of	3	below
1.	Debt	financed	
2.	Size	of	the	acquirer,	bottom	25%
3.	Market-to-book	ratio	1-2,5
Investment	strategy Observations	 CAAR Max Min Std.	Dev Crit.	Value T-statistics

Long	position	 57 8,37% 45,23% -33,30% 16,62% 2,003 3,803
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average. Seeing as the average abnormal return in the first 100 days of this type of investment is 8,37%, 

we define the information to be valuable enough for investors to consider. Referring to figure 7,6, we 

see the daily average movements of the portfolios returns in the -10 to 100 days around the 

announcement. We see that the largest impact happens in the first 10 days after the announcement, but 

that the trend steadily increases in the following days. Interestingly, the 50-80 days present a fairly flat 

return curve, followed by a sudden drop and quick rebound in the 80-100 days after the announcement. 

This tells us that there may be more risk involved in the later stages of this type of portfolio, and that 

very risk averse investors may be better off exiting the position after the first 50 days. Conversely, 

investors with more risk appetite can hold the position, and perhaps even longer than the proposed first 

100 days, in order to ride the positive trend that seems to be forming in the end.  

 

Figure 7.6. Daily returns from Alpha portfolio 5 (0,100)  

 

 
 

All the presented graphs in this chapter also shows that the market clearly does react to the 

announcement of a transaction. For every portfolio we have created, clear changes in the return trend 

happens around the announcement date (0). This proves that our initial scepticism about the paradox 

between the large scale of the M&A market and the limited economic gains that follow are in fact 

simple averages. The tests we have provided comes to show that some transactions are better executed 

than others, and that investors can capitalize on announcements of a transaction if they place their funds 

correctly.   
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8. Conclusion  
 

The goal of this thesis was to identify the characteristics about a M&A transaction that constitutes a 

foundation for success or failure, in order to provide investors with knowledge of how to place their 

investments in the event of a transaction announcement. By reviewing existing literature on the subject, 

we identified 7 sub-questions to act as our scope for answering this problem statement. 15 testable 

hypotheses were formed on the basis of our sub-questions, in order for us to transform the problem into 

a quantifiable product. Strong empirical evidence for the fact that acquiring shareholders earn value-

neutral returns as an effect of a transaction announcement provided the foundation for our null- 

hypotheses, which was that none of the 15 hypothesis we test would experience abnormal returns that 

were significantly different from 0%. We employed a one sample t-test with a 95% level of significance 

as our analytical tool, in order to measure the robustness of our observations. Using this method, 

allowed us to accept or reject our null-hypotheses on the basis that the observed cumulative average 

abnormal returns (CAAR) in our empirical findings was due to chance or not – again with a 5% level of 

confidence. Our identified characteristics are all a product of a rejection of the null-hypothesis, where 

we believe that value can be achieved from an investors point of view because the abnormal returns 

observed are significantly different from 0%. By analysing the historic abnormal returns generated by 

the acquiring shareholders during a M&A transaction, several interesting characteristics were identified.  

 

Debt financed transactions provide the strongest foundation for a successful transaction, with high 

CAAR in both the short and medium term, whilst cash financing seems to provide the acquiring 

shareholders with positive abnormal returns in the short term. Unaligned with previous literature on the 

subject, the diversified transactions in our test seem to provide the acquiring shareholders with positive 

abnormal returns. We cite the value enhancing benefits of the tax shield as a possible explanation for 

these findings, but note the data bias that vertically integrated transactions are included in the sample as 

well. Whilst we did not find any statistical foundation for the fact that a company’s cash reserve will 

result in abnormal returns significantly different from the hypothesised mean, an interesting trend still 

appeared. Our test showed that cash rich companies announcing a transaction seem to experience 

negative abnormal returns in the short term, but reversing the trend in the medium term. The exact 

opposite trend appeared in the cash poor companies, which showed an initial positive abnormal return, 

followed by lower abnormal returns in the medium term. It is an inverse relationship that we interpret as 

evidence of the free cash flow problem, and how to balance personal feelings against economic rational 

investment decisions. Evaluating the acquiring companies past financial performance as a proxy for 

their ability to execute a transaction, revealed that acquiring companies with a market-to-book value 
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between 1 and 2,5 seem to provide consistent positive returns for their shareholders, whereas the 

companies with a market-to-book ratio above 5 seem to destroy value for their shareholders. The size 

effects of the involved companies suggest that acquiring companies should not acquire a target that is 

larger than themselves. Supplementing this test, the smallest 25% of our companies, measured by their 

market capitalisation on the day of announcement, seem to be better at creating value from a transaction 

than larger acquirers.  

 

We use our empirical findings to form specific investment strategies for investors with different time 

horizons. Based on the findings for each of our three event windows, we construct portfolios of 

companies with the characteristics that experience either positive or negative abnormal returns that are 

significantly different from the sample mean of 0%. Risk, abnormal returns, and the times that those 

type of transactions occur were the primary focus for these portfolios. All of the portfolios outperform 

the sample mean in either risk or return, and sometimes both. The best performing portfolio is found in 

Alpha portfolio 4 (0,100), where we experience a CAAR of 13,22% and standard deviation of 14,29%, 

significantly outperforming the sample mean that post a CAAR of 1,73% and a standard deviation of 

16,73% in the (0,100) event window. For the (-10,10) and (0,100) event windows, we construct two 

additional portfolios, because the occurrence of the transactions included in the best performing 

portfolios are very rare, with the events only happening 11 and 10 times between 1998 and 2016. 

Reducing the requirements for what characteristics the companies need to have in order to be included, 

still outperforms the sample mean, but not as much as the initial ones. However, we increased the 

occurrence of the events by doing it.  

 

As a final concluding remark, we find that a company acquisition does tend to create value for the 

acquiring shareholders once time has passed. We prove this statement by observing positive returns in 

the (0,100) event window of our validity check, meaning that the empirical research about the value-

neutral returns for the acquiring shareholders only reflect reality in the short term event window. Once 

time passes, our findings suggest that the average company transaction tend to post positive returns that 

are significantly different from 0%.  
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10.  Appendix 
 

Appendix	1.	Deal	values	by	geography	and	year		
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Appendix	2.a	–	German	10Y	government	bond	rates	(1995-2017)	

 
Source: tradingeconomics.com 

 

Appendix	2.b	-	High	correlation	between	countries		
	

 
Source: ecb.europa.eu 
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Appendix	3.	Correlation	coefficient	between	the	relevant	country	index	and	MSCI	Europe	
(1998	–	2017)		

 
 

Appendix	4.	Normal	distribution	curve	-	All	deals	(-10,10)		
	

 
 

Appendix	5.	Normal	distribution	curve	-	Horizontal	deals	(-10,10)		
	

 
 

 

Correlation coefficient 
Country index MSCI Europe Index

Germany DAX INDEX 67,12%
Spain IBEX 35 65,30%
Ireland ISEQ Overall 68,27%
Sweden OMXS30 76,77%
France CAC 40 Index 93,38%
Denmark C20 index 87,98%
Netherlands AEX index 86,60%
Great Britain FTSE 100 93,46%
Italy FTSE MIB 55,43%
Finland OMX HELSINKI 25 78,59%
Belgium BEL 20 82,67%
Portugal PSI 20 50,61%
Greece Athens General (ASE) 38,62%

Average 72,68%
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Appendix	6.	Normal	distribution	curve	-	Diversifying	deals	(-10,10)		
	

 
 

Appendix	7.	Normal	distribution	curve	-	Debt	deals	(-10,10)		
	

 
 

Appendix	8.	Normal	distribution	curve	-	Cash	deals	(-10,10)	
	

 
 

Appendix	9.	Normal	distribution	curve	-	Equity	deals	(-10,10)	
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Appendix	10.	Normal	distribution	curve	-	Deals	based	on	cash	ratio	(-10,10)	
	

 
 

Appendix	11.	Normal	distribution	curve	-	Size	of	the	deal	test	(-10,10)		
	

 
 

Appendix	12.	Normal	distribution	curve	-	Past	financial	performance	test	(-10,10)	
		

 
 

 


