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ABSTRACT

This thesis examines the results of merger and acquisition (M&A) activities of
Indian corporates related to Outward Forejrect Investment (OFDI). The key
issue is the extent to which these M&As create value for the shareholders of the
Indian acquiring firms. There are two components to this question relating to the
short and longer term impacts$irst, how does the marketeact to the
announcements of OFDI related M&As by Indian corporates in the short term?
and second,how successful are the Indian companies in creating value to the
shareholder in the long run? The research further considers the firm specific level
using asample of M&A companies and how media material may have contributed

to the market impacts experienced by the corporates.

The liberalisation investment policy initiations by the Indian government lead to
rapid growth in outward foreign direct investmehttween 2000 and 200B.is
interesting to note thandia experienced annual average growth of 1399% in
OFDIs during the period 2062008. Encouraged by the financial reforms, an
increase in large scale mergers and acquisitions (M&As) by Indian corporate
occurred. e present study examines the performancdndfan corporates

involved in the OFDI related M&As.



The research is important because it is the first to assess the success of Indian
corporates involved in outward foreign direct investments fiogrshort term and

long term perspective and across sectohe thesis fills the gap in the literature

in which it examines the aggregate performance and also looks into firm specific
level performance. The study links the ownership, location and
internatonalisation (OLI) theory to the strategies of Indian corporates and
discusses how they are aligning with international brands to stand in the

international market

The shorrun performance is assessed using an event method utilising @#yree
shortevent window surrounding the acquisition announcement period. Various
metrics including abnormal returns (AR), cumulative abnormal returns (CAR) and
standardised cumulative abnormal returns (SCAR) are analijgedstudy adopts

event approach to maae the long term performance and includes: CAR, and

Buy and Hold Abnormal Returns (BHAR). The study considers parametric and
nonparametric tests. The other measures |
also used. The study considers a maximum 36 mdotlmsving the acquisition

event month.

The empirical results showed positive wealth effects to stockholders in the short
and longterm periods and the empirical results supported rejection of the null
hypotheses. However, specific fitevel empirical indings showed mixed results

in the short term. The variations in the outcomes, such as why one M&A should
receive an initial positive market reaction while another adverse market reaction,
relate to the individual contexts and how the market assessekahging return

and risk parameters.



The study proposed explanations for the variations in outcdragsd on prior

findings and OLI theory. Drawing on secondary information the study offers
explanations for the share market reacti@@mmentaries fromiriancial analysts

and commentators, and media releases from the company concerning a mooted

M&A may i mpact investorsd assessments of
each companyContext is important and the specific characteristics of the Indian

companies affect the outcomes.

Prior studies undertaken from the context of Indian Internationalisation viewed
thatIndian firms have the capacity and the ability to compete in the world market.

The attributes of Indian firms, which created such capacitiesahiliies, are
embedded in the past and have emerged over a much longer period of time. The
motivations for | ndi an f i ganmgaccessteer s e as
international markets, firmpecific intangiblessuch as technology and human

skills, and benefits from operational synergies, to overcome constraints from
limited home market growth, and to survive in an increasingly competitive
business environmenthe rationale for OFDI related M&As by firms is to create

value to their investments(Pradhan & Abrahan2004 Kumar 2006; Deepak

2009.

The study examinedive cases ofindian corporates. It identified that Indian
corporates acquired competitive ownership advantages through the OFDI related
M&As. For instance, through acquisitions the Indian corporates had the advantage
of being localin foreign destinations and avoided the disadvantages of being
foreigners in European, UK & US markets. Likewise, by undertaking integrated
production networking, the Indian corporates linked the-éod players with the



high-end players and were able doaw synergies and deliver value. In other

words, the initial processing of raw materials was carried out in India closer to
source and then the remaining processes were carried out in the acquired
companyb6s country whi ch atethmologydndaldobem t o
interface with the customers of the acquired compaifies.study shows how the
synergies occur due to disintegrated model of operations subsequent to the
acquisitions.The explanations of the present study are in line with the prior

findings.

By adding to the prior studies and by integrating empirical research of aggregate
results with explanations of the specific firm level, the thesis opens up

possibilities for future research.
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CHAPTER 1. | NTRODUCTI ON

1.1 Introduction

This chapter presentsframeworkfor the thesis. It includea backgroundo the
study, its significance, research questions, research hypotheses, research methods,

organisation of the study amdsummary of findings and conclusions.

Following liberalisation ofits policy regime by the Indian government, the
country experienced a rapid growthaatward foreign direct investments between
2000 and 2008. Encouraged by the financial reforms, an increase in large scale

overseasnergers and acquisitions (M&As) by Indian corporate occurred.

In India, he per capita GNP which was US$ 430 in 2000 iremddo US$ 1270

in the year 20111 Encouraged by the financial reforms, an increase in large scale
cross border mergers and acquisitions (M&As) by Indian corporate occlilved.

total value of outbound dealsy Indian acquiring companies outside India, in
February, 2011 was $441 million (5 deals) as against $206 million (11 deals) in
2010 (ET, 12th, March, 2012 The economic effects of these overseas ventures
have received little evaluation. This thesis undertakes an analysis and evaluation
of the economic consequences of the outward foreign direct investment (OFDI)
related M&As by Indian corporates. The methgdtd evaluatethirty overseas

acquisitionsby large scaléndian corporates

! Source: World Investment Report (availabldine).



Chapter 1i Introduction

The thesis examines the reactions of the shareholders in the stock markets to the
strategic decisions made by the Indian corporates in going gldhal.study
assesses the sucsasf OFDI related M&As by Indian corporates by examining
shortterm performance effects in terms of the stock market reaction to the
announcement of OFDI related M&A$he study analyses th@ostacquisition
corporate performance anaealth creation by Indn corporates in the pest
acquisition period following OFDI related M&AsThe study addresses the
questios. (1) How does the market react amnouncementsf OFDI related
M&As by Indian corporatesand (2How successful are the Indian companies in
creaing value to the shareholder in the long run? The thesis examines the
particular results of companies and provides tentative theoretical explanations for
observed differences. The theorisation opens up possibilities for future empirical

research.

With globalization, many nations have liberalized their trade policies and
removed trade barriers. The transaction costs decreased and the integration of
economies has contributed to increases in foreign direct investment((feidfo,

2010. As referredby Rugman and Verbek@&Rugman & Verbeke, 2008FDI is

one channel for the globalization of world economy. Multinational enterprises
(MNESs) specifically acquire news markets, because these firms have specific
advantages, or they want to acquire localizaidvantagesiccording to Caselli,

Gatti and Visconti(2006§ mergers and acquisitions aim to achieve a strategic
transformation of the buyer and target companies, with the expectation of creating

significant shareholder valu®uring the last two decadesconomic activities
2



Chapter 1i Introduction

have become increasingly global. Multinational Corporations (MNCs) have

played a major role in this process of globalisatigdanjan, 199y The

globalisation of business has initiated a search for worldvadmpetitive

advantage in séa The growth in FDI has been particularly marked since the
mid-1980s with the world economy witnessing a suigesconomic activities

with FDI being the most common means of serving foreign markets. A key
characteristic of the growth in FDI since the mi@B0s is the form it has taken.

FDI can take a variety of f oHmselidrbc Isudiers
and joint ventures. However, theost prevalent form of FDI is via crot®rder

mergers anacquisitiongGregory & McCorriston, 2005

The topic ismportantbecausehe majority of Indian corporatethatwere hitherto
protected and limited to their domestic environmemé now exposed to
international markets Owing to the changes in the global investmantiscapge
Indian economic policy reforms and the deregulatory FDI policy of the
Government of IndiaGOl), the Indian corporates had to position themselves to

face therisks andchallengesnot just at home but internationally as well.

The approachaken byindian corporatetowardsO F D lisddgferent from their
earler approach (traditional)where ther main focus was cost reduction,
operational synergies, anshortterm goals,whereas the more recent Indian
acquisitions reflect a strategic and letegm focus (Lawrence, Locke, &
Geeta.Duppati, 2030 The key issue to examine is whether the change

approaclby Indian corporatearelikely to create value for the shareholders of the



Chapter 1i Introduction

acquiring firm. What matters is whether the stock market reacts positively to the
news of an OFDI related M&A transaction announcement in the short run and,
more importantly, whether tHadian acquiring firms add value to thstock in the

long run.

12 Value creation and changes 1in

The free flow of capital, technology and goods continues to drive an increasingly
integrated world market. Value creation rests on the efficient contmnaf
research, design, production, distribution, marketing, and support whereser th
functions are located. Investors, too, are increasingly willing to invest in industry
leaders no matter where they are domiciled. The fundamental trend toward
globalisation remains very much intact and continues to favour consolidation to
achieve global economies of scale. Against this backdrop, M&A can be an
effective tool for accomplishing major corporate objectidamdani & Noah,

2004).

The large number of overseamergers and acquisitionsf the 19908 have
fostered a view in the popular press that acquisitions destroy shareholder value,

and the new, stricter corporate governance environment has led to greater calls for

’In the decade of the 1990s (through June 1997), 96,020 companies have come under new
ownership worldwidgUS corporates)n deals worth a total 0JS$ 3.9 trillion - and

that's just counting acquisitions valueds$ 5 million and ove(Mamdani& Noah,

2004)

t

h e



Chapter 1i Introduction

companies to return cash to shareholders through dividends and share repurchases
to eliminate the risk that the cash will be used unwisely. Diversifying acquisitions
in particular have fallen almost completely out of favour, reflecting in part the
view of academic research that the potential for value creation lies mainly with

more focused acquisitiorfslamdaniet al 2004)°

It is interesting to see the responses of the investors to the survey conducted by
Mamdani et al in the US, 2004. Relating to a quest on the corporate
redeployment of cash, nearly 60% of the investors expressed a preference for
either share bubacks or dividend increases instead of reinvestment in the
company. In response, companies in 2004 have announced the highest levels of
future share buypack programmes since 1997. The preference for the return of
cash to shareholdeesnphasisesvestor reluctance to entrust management teams
with the decision to deploy casBubsequentlythe majority of investors preferred
smaller vertical agui si ti o080 0 R c G laimdféeweri tam 5% of

investors favoured major acquisitions.

SFor a comprehensive review of the academic
entitled AWhere M&A Pays and WhieMamdanti Strays
& Noah, 2004)

*A bolt on acquisition is a term in private equity thafiere to when a private equity
backed company acquires another company as a "bolt on" to enhance the private equity
backed company's value. This method has gained popularity particularly in down markets
when private equity firms need another source to eséhdine appeal of the company
prior to sale
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The question facing todayds executives
sense in an environment in which shareholders would rather have their money
back and investors claim that major diversifying acquisitions have little
credibility. Acquisitions for the sake of spreading risks are perceived as having
almost no value to investors, who, if the theory holds, can generally manage such
risks simply by divesifying their own portfolios. But there is little doubt that
acquisition capabilities remain a critical component of sustainabletésng

growth and profitability(Mamdani & Noah, 2004)Furthermore, investors assign
premium valuations to companies thedirn aboveverage returns through a
combination of internal investment and judicious acquisition sper(agndani

& Noah, 2004)

It is evident from finance tley thatthe goal of financial management is to
maximise the current value per share of thestag stock(Ross, W.Westerfield,
Jaffe, & Jordan, 2008 Driven by this, it isexpeced that common stockholders

buy and retain stosgkthat adds value.

1.3 Significance of the study

The focus of the study is to examiifethe Indian acquiring firmsnvolved in

thirty OFDI related M&Asareableto createvalueto their shareholders as a result

of OFDI related M&A s. The present studyakes a finance perspective and
believesthat corporate decisions are made to benefit and add value to the

stockholders. It is obvious from the finance theory that good decisions will
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increase the value of stock and poor decisions decrease the value of stock. Hence,
the study examines the impitons of OFDlIrelated Indian corporates involved in
M&As by looking at the stock performance in the stock markets. In other words,

the success of M&A transactisareassessed by measuritigg outcomes.

The positive shoftun market return performancedasnsideredgsanindication of

the expectations and confidence vested by the sharehalderanagement. This

is in line with the views expressed in literature. According to Kotradi Warner
(2004, though short run event studies are relatively straight forward and trouble
free, it should be appreciated that they are at risk, since announcement returns
tend to reflect the expectations of the investors. So, this study exawtiedser

the expectatios of investorsas pronounced through the shart market returns

are attained in the long term.

It is evident from the review of literature presented in Chaptkatthe Majority

of the Indian studies documented in the literature are focused on é@xgurttie
trends and patterns of OFDI in India, regulatory issues, motives and magnitude
and composition of Indian OFDI. Notable among them istherging pattern of
India's outward foreign direct investment under influence of state policy: a macro

view (Singh & Jain, 2009Nayyar, 2008Rajan, 2000 & Kumar 2008

The study of Kale (2009) considered only small scale companies which involved
the investments less than USD$48 million. The study of Gubbi, Aulakh, Ray, &
Chittoor (Gubbi, Aulakh, Ray, & Chittog 2010 examined the postcquisition

performance for a sample size of 412. Their study did not examine the short term
7
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announcement effecthe study of Zhu & Malhotra, (2008) considered short term
and long term performance of Indian acquiring firms. Big limited in scope in
which it considered only service sectopss border mergers and acquisitions by

Indian corporates in the US only.

The study is important because it is the first to assess the success of Indian
corporates involved in outward foge direct investments from the short term and
long term perspective and across sectors.stiny fills the gap in the literatune

which it examineghe aggregate performance aaldo looks into firm specific

level performance.

1.4 Research Questions

Basedon the details presented above, the present study formulates the following

research gquestions:

1 How does thestockmarket react tannouncementsf OFDI related

M&A s by Indian corporatés

1 How successful are the Indian companies in creating value to the

shaeholder in the long run?

The present study examines wealth effects of OFlldted M&As from short
term and longerm perspectives considering the stock performance in the stock

markets of the Bombay Stock Exchange (BSE). This wilbbe ofthe earliest
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studies in India conducted frometltontext of OFDI related M&As by Indian

corporates.

1.5 Research Hypotheses

Based on the research questions stated alibedyackground of the study in
Chapter 2 and the review of literature presented in Chdptbe study proposes

to test the null hypotheses presented below:

The research hypotheses are formulated from the-sfrantperspective and long
term perspective (more details in ChagerFrom the short term perspective the
study examines and tests tkbortrun stock market reactions following the

announcement of the OFDI related M&As by the Indian corporates.

From the longun perspective the study examines and tests wealth effects and
value creation to the shareholders following the OFDI relatedAM&y the

Indian corporates.
1.5.1 Hypotheses of the study (Short term and Long term perspectige

The following hypotheses will be tested to assH#ss stock market reactions to

OFDlI-related Indian M&A announcementserthe threeday event window:

1) Ho: There a@ no abnormal returns on the announcement day (0) following

the announcement of the OFi2lated M&As.
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The following hypotheses will be tested to assedse postacquisition

performance following OFDielated M&As with the following hypotheses:

2) Ho: There ae no abnormal returns to the acquiring firradsequent tthe

acquisition activity in the long run.

3) Ho: Operating performance in the p@stquisition period is no greater

than the operating performance in the-acguisition period.

1.6 Research Method

Theresearch methods usgtthe study to test the reseattypothese$rom short
term and longun performance perspects/are given below.Likewise, the
approach for explaining the variations in outcorné€mpirical resultsat firm-

specific levelis alsobriefed below:

1.6.1 Research Methodi Short-term perspective

The study uses event method to analyse sghiortshare price performance of
Indian acquiring companies engagedthirty OFDI related M&As.This study
will concentrate ora shortrun event study metldp restricting analysis to three
day short event window (closely surrounding the announcement @hg)event
date for the study is set to be the date of announcememtaspective M&A
event. This provides the best comparison of the various methodsubecthe

shorter the event window, the more precise are the Hwsestimation period of

10
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the market model is 100 days. It includes returns on each security in the sample

for 100 dayswhich starts from five daygrior to the announcement of the event.

The datais obtained from theCMIE data Prowessnd Thompson Bankem.he
announcement dates obtained fr@&MIE are cross examined witthe daily
newspapersn India. The data used involves the firm stock returns and market

returns on the Bombay Sto&kchange (BSE).

1.6.2 Researchmethodsfrom long-run perspective

Postacquisition performance is critical to the success of OFdldted M&A
transactions. Hence, the study considers the-femg perspective. The present
study measures the lomgn performance of théhirty OFDI related M&Asby
Indian companies. The study considers a maximum 36 months following the
acquisition event month.RE period of the study signifies acquisition activity and
coversthirty OFDI related M&As by Indian corporatesiuring 20062008 The

estimation period is 24 months prior to the event month.

The present study pursues two different approaches to taéssthaill hypothesis

and assess the loitgrm performance of the OFDRélated M&A firms.They are
Buy-andHold Abnormal Return EHAR) and Cumulative Abnormal Return
(CAR) methods. The results obtained are appraised by parametric tests and non
parametric ¢sts.The method chosen is in line with tpeor studies(lkenberry,

Lakonishok, & Vermaelen, 1995(Kothari & Warner, 199y, (Lyon, Barber, &

11
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Tsai, 1999 and(Zhu & Malhotra, 2008 The market returns of the Bombay Stock

Exchange (BSE) Index and the monthly returns of the firm are used.

The second approach calculates long abnormal returns considering the Buy
andHold strategy. The study uses a control firm approach and mateh&4-DI
related I ndian companydés abnor mal mar ket

chosen from the BSE Index based on a set critertae details irChapters).

Thepresenstudye mp | oy s T ¢ebt the sSecondQypathesedating tothe
operating performance of the sample firms. The study usesitexand eyost
approacks and considerghree years pre v e n't and thevene years
periods. This isin line with prior studiegZhu & Malhotra, 2008) The study also
examines and $ts the changes in operating performance in the qgrd post
acquisition periodFor this purposehie study considersSales, Profit after Taxes
(PAT), Dividends and Total Assets. The study also employs the wealth relative
method proposed by Ritt¢t991) to explain the performance of the firms in the
long term. The data for the study are collected from the Centre for Monitoring
Indian Economy (CMIE), Thomson Banker, Data Strekaxtiva, and the BSE
website. The test results ra processed using-Bews aml Sata software

applicatiors.

1.6.3 Researchmethodsfor explaining the empirical results

The explanations fovariations in outcomes ithe empirical results are presented

in Chapter7. Understanding the corporate strategy is important in order to

12
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explain he empirical findings. For this purpose the drivers behind OFDI related
M&As by the Indian corporates will be identifidéhsed on theecondary sources.
The qualitative datawill be obtained from the secondary sourcesich as
corporate reports, corporatefficial media releasesdaily newspapers and

company online websites.

The possible reasons for variations in outcomes atdpetificlevel will be given

from the shorterm and longerm perspective based on the secondary data
released into the market at the time of the proposed OFDI related M&ASs.
Towards the endf the studya comparison is madbetweenthe empirical
findingsandthe prior findings fronmaturemarkets.This isto show how context
situation and environmentor OFDI related M&As by Indian corporates are

different from those omaturemarkets.

1.7 Organisation of the study

The study is made up efghtchapters as shown below:
Chapter 1. Introduction

This chapter outlines and presents dtrecture otheresearch thesis andcludes
the backgroundto the study, its significance research questions, research
hypotheses, research methods and organisation of the study.cAdpteris

considered as the basis for the chapters that follow.

13
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Chapter 2: Background of the Study

This chapter presents an overview of the changing investment patterns across the
globe and the shift in the Indian Foreign Direct Investment (FDI) dynamics. The
study examines the changes in the Indian government padeying to FDI
issues, their impact on Outward Foreign Direct Investm@iDI) related
activities with special reference to mergers and acquisitions by the Indian
corporates. This chapter will be of prime consideration and a building block for
Chaptes 6 and 7 which analyses andxplains the empirical findingsand

variations inoutcomes.

Chapter 3: Internationalisation: A Theoretical Perspective

This chapter presents the theories relatingnternationalisatiorirom the global
perspective. From theontext of OFDI related M&As this chapter briefs five
theories. These theories will elucidate how some compqgrertk apwnership
competitive advantagemstitutionalenvironmentstockholders alueenhancing
activities browrfield investments andabsorptive capacity will influence the
corporates when making considering OFDI related M&As. It helps in
understanding the emerging Indian corporate dynamics relati@f-Ri related

M&As.

14
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Chapter 4: Review of Literature

This chapter presentsraview of literature relating to Mergers and Acquisitions
(M&As). The literature review focuses on the empirical research findings in
M&As from the maturemarkets and emerging markets (with a special focus on
Indian findings). It includes various studiesdertaken to examine the effects of

M&As in terms of value creation frohort term and long term perspectve

This chapteris important because it helge identify the gaps in the literature
raises someesearch questions and develogsearch hypothesis. It also helps in
understanding and explang the empirical findings from the short alothg term
perspective following the acquisition announcements and sagjuisition
performancedollowing the OFDI related M&As by Indian corpoestas covered

in Chaptes 6 and 7.

Chapter 5: Research Method

This chapter presents and discusses the approaches and methods used to measure
the announcement effects of OFRlated M&Asby Indian corporatem terms of

value creation from the sheterm perspectivelt also presents and discusses the
approaches and methods used to measure the effects ofrélafed M&As in

terms of value creation from the lotgrm perspective following the acquisitions.

This chapter is significant because gtertterm andlongterm performance of

the OFDI related M&As by Indian corporates will be tested and examined using

the models and approaches presented in this ch@pisrchapterlso outlines the

15



Chapter 1i Introduction

approach foexplainingthe variations in outcomeat firm-specificlevel based on
the empirical findingslt also presents the approach to identify the drivers behind

OFDI related M&As.

Chapter 6: Empirical findings from short-term and long-term performance

This chapter analyses the market reactiontheannouncements @FDI related
M&As by Indian corporatedt examines the shoterm stock performance for a
sample ofthirty OFDI related M&As bylndian companies involved in cress

border mergers and acquisitions in the pe#6d0i 2008

This chapter also presents theempirical results for longerm stock return
performance of the OFDklated Indian corporates, subsequent to an acquisition
event. This chapter addresses the question: How successful are the Indian
companies in creating value ttee shareholde? It presents the results of tharty

OFDlI related Indian corporates involved in acquisition activity assksesthem.

This chapter also explains the empirical findings.

Chapter 7: Theoretical Explanations of the Empirical Findings at Firm-

Specific Level

This chaptergives theoretical explanations for the differing outcomes in the
empirical findingsat firm specific levelbased on prior findings and theoryhis
approachis consistent with positivistic methodology ahélpsto explainthe
firm-specificempirical findings in a better wawhich isnot otherwise possible

by quantitative analysis and hypothesis testing. This approach dgden the

16
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underlying facts of certain elements in the empirical results by linking theory with
the prior findings. By giving possible theoretical explamans to the differing
outcomes the chapter als@rovidestestablepropositions for future empirical

researchers.

Chapter 8. Conclusions

This chapter outlines the major contributions of the thesis, its limitations and

provides recommendations for future research.

Thus, having presented the structure of the thesis, the next chapter will provide

backgroundo the study from the Indian comnxte

17
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2.1 Introduction

This chapter presents some background information to the empirical study of
Indian companies engaged in Outward Foreign Direct Investment (OFDI).
Context is importanto understandhe changing dynamics of overseas direct
investment. The chapter illustegt the emergence of global organisations in India
and how the forces of globalisation have changed the merger and acquisition
activity of Indian companies. India is becoming a substantial new player in the
globalised economy and the growth in overseasstmvent activity by Indian

corporates is documented.

Importantly, the chapter examines the changes in Indian government policy
relating to the FDI issues, indicating their impagctiowards and outward flows of

FDI. In particular, the chapter illustratdse impact of government liberalisation
policies on the overseas investment activities with special reference to mergers
and acquisitions by the Indian corporate3he thirty cases of mergers and
acquisitions are introduceaind which are the subject of epirical analysis (in
Chapter 6). Some details are provideon the size of the investmemlus
informationon the acquirer and the acquired comparaesl the location of the
investment.Such information will assist the explanation of the empirical results

later in the thesis (Chapt@é).

18
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2.2 Regulatory framework of Indian government policy relating

to OFDI

According to Ranjan(1997, the new economic policy adopted by the
Government of India in mid991 was based on the twin principles: First,
deregul ation of the governmentdds economi
encouraging competition. The main thrust of this policy wangure free flow of

investment, product, technology amdnagerial personnel across national borders

leading to greater integration of the Indian economy with the rest of the world.
Various Indian regulationshave beenchanged extensively to facilitate
liberalisation and deregulation. The areas in which changes are made effective
include: industrial licensing, monopoly and restrictive trade practices, foreign
exchange regulation, import and export, capital markets, external commercial

borrowing, theCompaniesAct and convertibility otherupee in current accounts.

The Indian policy regime, guided by national development priorities, allows
Indian enterprises to invest abroad for attaining economies of scale and also to
remain as competitive as their counérparts in other nations. Three stages are

identified in terms of Indian OFDI policy.

The first phas€19741990) of Indian economic development under a restrictive

policy regime (to invest abroadyas aimed at boosting domestic investment,

19
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which enabledindian enterprises to learn adaptive capabiltieShe policy
encouragedhe formation of joint ventures with international companies. But the
policy stated that Indian enterprise equity participation should be in the form of
exporting indigenous plant drmachinery and also technical kndmw from the
existing Indian joint ventures. Due to the scarcity of foreign exchange, the cash
remittance of capital to overseas joint ventwesdiscouraged but provision was

made to allow in exceptional cagdayyar, 2009.

This policy increased Indian investment flows abroad in the second half of the
1970s. India emerged as the third largest exporter of industrial OFDI among the
developing countrieglLall, 1986. The import substitutiona( national economic
strategywhich emphasizes the replacement of imports by domestically produced
goods)regime enabled Indian companies to adapt to the technology, capital goods
fabrication capability and human resources. This policy provided opportunities to
Indian companies to ead their business abroad, which boosted Indian outward
foreign direct investment. The magnitude of Indian investment abroad declined in
the early 1980s and turnaround in OFDI occurred again towards the -80d.

Indian overseas investment largely remdineoncentrated in the developing

countries in the 1970s and 1986&wever, some change has been noticed since

® Adaptive capacity is the capacity of a business firm to adapt to the changing
environment.

20



Chapter 2 Background of the study

the mid80swhere there has beamcrease ininvestmentoy Indian corporates

the advanced industrial countrigd. Kumar, 1995

Thef i rst phase of I ndiads outward foreighn
1974 to 1990, was quite restrictive as outward foreign investment was possible

only in the form of minority owned joint ventures.

The second phasél991i 1999) of Indian economidevelopment encouraged
Indian companies to invest abroad. An automatic foigte Indian investment
abroad was adopted and overseas investments up to US$2 million were permitted.
The restrictions on cash remittances and minawyership were removed. &h

limit on overseas investment through the automatic route was increased to US$4
million in 1995. An important change with regard to the approval of proposals of
overseas investment was shifted from the Ministry of Finance to the Reserve Bank
of India (RB). The RBI was vested with approval of amounts up to US$15
million and the approvals beyond US$15 million remained under the purview of

the Ministry of FinancéNayyar, 2008

® Procedure under automatic routdDI in sectors/activities to the extent permitted under
automatic route does not require any prior approval either by the Government or RBI. The
investors are only required to notify the Regional OfficéhefRBI within 30 days of receipt

of inward remitances and file the required documents with that office within 30 days of issue
of shares of foreign investofSource: www.rbi.org.in)
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The third and most recent phag€0002008) of fast economic growth saw
expanson of Indian enterprises in domestic and international markets while
competing with the global brands and multinational enterprises. In the years 2000
and 2002, the upper limit for automatic overseas investment approval was raised
to US$50 million and USEID million respectively. The prior approval from RBI
was dispensed with and firms were also allowed to obtain the remittances through
any authorised foreign exchange dealer. In 2005, banks were permitted to lend
money to Indian companies for acquisitiotlgough equity in overseas joint
ventures, wholly owned subsidiaries or other overseas companies as strategic
investment. In the year 2007, the Ilimit of overseas investment of Indian
companies was increased to 300% of net worth in June 2007 and fursleer tai

400% of the net worth of a company in September 2007.

The policy changes with regard to Indian overseas investment from the year 2004
onwardsare described as liberdNayyar, 2008 The liberal phase of the policy

changes are described in Appentdiklel.

The overseas investment policy was aimed to bring transparency to overseas
investment processes and also to help Indian conglomerates analyse their rights

and opportunities in the international markets.
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2.3 Trends and Patterns of Indian Outward Foreign Direct

Investment

Although Indian corporates have been investing overseas for decades, there has
been a marked jump in such investments since the 1990s. While India continues to
maintain controls on most types of capital outflows for prudential redBwasad

2007)it has been steadily liberalising overseas investments by Indian companies.

It is evident from Table 2.1 that both outward and inward flows of investment in
the Indian economy increased quite rapidly. The average foreign direct investment
inflows during the 1992007 period werdJS$6,771.23million. The foreign
direct investmeninflows increased during the period under consideration with the

exceptions of 1998, 1999 and 2003.

I ndi ads outward push -lkeraisatiore (befbre 199@)e d i nt
period and the podiberalisation (after 1990) period. Pradh@®04) rationalises

the initial OFDI push by Indian firms as follows: in therf® 9 06s peri od,
were mainly two push factors that | ed 1In
the stagnant domestic market gbdvidson, Garrison, & Hendersd®87 policy
restrictions on | arge fir ms-Owneglrlaogest h . Du
Indian corporates which were desperate to grow found themselves in
disadvantageous situations created by the Indian policy regime that included the
Monopolies and Restrictivérade Practices Act, Foreign Exchange Regulation

Act, licensing regulation and reservation policies for pubWiced and small
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scale sectar A slow growing domestic market further added to the drive of these

Indian firms to seek new markets in developamgl developed countries.

Table 2-1: | n d iFaréigh Direct Investment Inflows and Outflows (US $

Millions)
Year Inward FDI Outward FDI
1995 2125 119
1996 2525 240
1997 3619 113
1998 2633 47
1999 2168 80
2000 3585 509
2001 5472 1397
2002 5627 1669
2003 4323 1879
2004 5771 2179
2005 7606 2978
2006 19622 12842
2007 22950 13649
2008 27300 20947

Source: UNCTAD (2008)yand RBI report (2009)

It is evident fromTable 2.1 that India experienced annual average growth rate

of
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1399% in outward foreign direct investments between12@9 20@. It is also
evident that growth in OFDI in M&As in India is partly attributable to factors
implicit in the liberalisation of theolicy regime by the Indian government as

discussed above.

The information in Table 2.Xurther revealsthat a wide gap which is seen
between thdnward FDI and OFDI flowsefore 2000has narrowedrom 2001
onwards The period 2002008 has been described as the arrival of Indian
companies in developed countries and expanded Indian investment @broad

Singh & Jain, 200p

2.4 Top 30 Foreign Acquisitions by Indian Firms 20062008

Until the year 2000, the incidence of Indian entrepreneursiraeg foreign
enterprises (in developed countries) was not so common. The situation has
undergone a remarkable changace 2002.A growing number of Indian
enterprises are beginning to see outward investments as important aspects of their
corporate stragy and are emerging as multination@& Kumar, 200%. The

Indian corporates acquired a number of strategically significant companies like
Corus, Novelis, and Betapharm, etc. Table 2.2 presen@&0thmajor crossborder

M&A transactionsby Indian corportes The striking feature of these M&As

that the majority of the target companies are from developed countries. It is

observed that a substantial portion of the total M&A activity in India was during
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2006. Another notable feature is that almost 99%aafuisitions are settled in

cash.

Table 2.2provides information on the toghirty foreign acquisitions by Indian
firms during 200008. Out of the toghirty foreign acquisitions by Indian firms,
nine foreign acquisitions belonged to the Tata group of games andhree

belonged to the Indian public sector companies (OMBB&zil; ONGGSudan and

HPCL) and the remainingighteercorporates belorggito private sector.

Table2-2: Top Thirty Foreign Acquisitions by Indian Firms from 2000 to 2008

S.No | Acquirer Target Sector Country | Year Year of
Establish
ed Acquiri
ng
1 Tata Steel Corus Steel UK 1907 2007
2 DRL Betaphar Pharma & | Germany| 1984 2006
Arzneimttel | Healthcare
GmbH
3 Ranbaxy TerapiaSA Pharma Romania| 1961 2006
4 Hindalco Novelis Aluminium | US 1958 2007
5 ISPAT Finmetal Steel Bulgaria | 1984 2005
Holdings
6 Tata Tea Tetly Group | Food & UK 1983 2000
Beverages
7 Wipro UNZA IT Services | Singapor| 1945 2007
Holdings Ltd e
8 MATRIX DocPharma | Pharma Belgium | 1984 2005
NV &Health
Care
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9 Ballarpur Sabah Forest Pulp & Malaysia | 1932 2006
Industries Paper
10 Opto Circuits | Eurocor Gmb| Medical Germany| 1992 2004
H Equipment
11 United Spirits| White & Spirits UK 1951 2007
Mickey
12 HPCL Kenya Petroleum | Kenya 1952 2005
Petroleum
Refinery
13 Tata Financial IT Services | Australia | 1968 2005
Consultancy | Network
Service Services
(TCS)
14 United Cerexagri Fertilizers | Europe | 1969 2006
Phosphorous
15 Tata Coffee |Ei gh't Food & us 2000 2006
Clock Coffee | Beverages
16 M&M Stokes Groug Forging UK 1945 2006
Ltd
17 ONGCi Petrobas Petroleum | Brazil 1989 2006
Videsh
18 ONGCi Greater Nile | Petroleum | Sudan 1989 2002
Videsh Oil Project
19 Videocon Thomson SA| Consumer | Europe, | 1987 2005
International | (CRT Goods China
business)
20 M&M Schoneweiss| Forging Germany| 1945 2007
& Co.GmbH
21 Sasken Botania IT Finland | 1989 2006
Hightec
22 VSNL (Tata | Teleglobe Telecom us 1986 2005
Communicati | International

ons)
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23 Tata Motors | Daewoo Automotive | Korea 1945 2004
24 Wochdardt Negma Pharmaceuti France | 1977 2007
Laboratories | cals
25 Lupin Kyowa Pharma & | Japan 1968 2007
HealthCare
26 Piralmal Morpeth Pharma & | UK 1933 2006
Healthcare HealthCare
27 Tata Steel Millennium Steel Thailand | 1907 2006
Steel
28 Tata Motors | Jaguar & Automotive | UK 1945 2008
Land Rover
29 Sun Pharma | Valeant Pharma & | Hungary | 1983 2006
Pharmaceutiq HealthCare
als
30 Tata Bruner Mond | Chemicals | UK 1939 2006
Chemicals Group

Sources: Compiled from Indian Business Reports and Busieggapers

Table 2.2 further reveals that out of the tbpty foreign acquisitions by Indian
companies,twenty threeacquisitionsare in developed countries anskven
acquisitionsare in the other parts of the globe. The sectoral distribution of the top
thirty foreign acquisitions by Indian companies shows that the largest number of
foreign acquisitions belong to pharmaceutical & healthcare (8); and metals and
mining and automobiles (8); information technology and telecommunication (4);
oil, gas andenergy (3); food & beverages (3); chemicals and fertilisers (2); and
manufacturing and processing (2). Furthermore, the table also rédveatansfer

of ownership (or effective control) contriobm thesdoreign acquisitions.
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Table 2-3: Transaction Settlement of 30 OFDI related AcquisititaysIndian

corporategrom 2000 to 2008

S.No| Acquirer Target Stake Settlement
(US$
Million)

1 Tata Steel Corus 100 12100

2 DRL Betaphar Arzneimttel | 100 570.3

GmbH

3 Ranbaxy Terapia SA 97 324

4 Hindalco Novelis 100 6000

5 ISPAT Finmetal Holdings 71 400

6 Tata Tea Tetly Group 100 431.2

7 Wipro UNZA 100 246

8 MATRIX Doc Pharma NV 95.5 234.7

9 Ballarpur Sabah Forest Industrig 77.8 209

10 Opto Circuits Eurocor GmIH 60 600

11 United Spirits White & Mickey 100 595 million
Pounds
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12 HPCL Kenya Petroleum 67 500
Refinery
13 Tata Consultancy Financial Network 100 26
Service (TCS) | Services
14 United Cerexagri 100 NA
Phosphorous
15 | Tata Coffee Ei ght OCoftee | 100 220
16 M&M Stokes Group Ltd 98.6 12 million
Pounds
17 ONGCI Videsh | Petrobas 15 1400
18 ONGCI Videsh | Greater Nile Oil Projec] 25 766.1
19 | Videocon Thomson SA (CRT 100 100
International business)
20 M&M Schoneweiss & 90.47 NA
Co.GmbH
21 Sasken Botania Hightec 100 210
22 | VSNL Teleglobe International 100 254.3
23 Tata Motors Daewoo 100 102
24 | Wochdardt Negma Laboratories | 100 265
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25 Lupin Kyowa 100 248 crs
(INR)
26 Piralmal Morpeth 100 na
Healthcare
27 Tata Steel Millennium Steel 100 167
28 Tata Jaguar Jaguar & Land Rover | 100 2.3 billion
29 Sun Pharma Valeant 100 NA
Pharmaceuticals
30 Tata Chemicals | Bruner Mond Group | 63.5 508

It is evident from Table 2.3 that among the tbpty foreign acquisitions, 100%
ownership was reported @ighteerforeign acquisitions, followed by 97% to 51%
in nine foreign acquisitions, anthreecorporates have less than 30% in the joint

ventures.

2.5 Conclusions:

It i's evident from the above presentatio
towards OFDI underwent drastic changeish a shift froma regulatory OFDI

policy environment toa deregulated policy environment. The transformation

from the restrictive potly regime in the first phase to the liberalised policy regime

in the third phase is noteworthy. The policy changes enabled the Indian corporates

31



Chapter 2 Background of the study

to revise their investment strategies. This resultednaneasd OFDI related

M&As by Indian corporates.

This study examines the effects of the OFDI related M&As by Indian corporates.
The chapter that follows will present the theories and prior findings relevant to

internationalisationThis helps to understand the Indian corporate strategies

32



CHAPTER3: | NTERNATI ONALIASATI ON

THEOH | CAL PERSPECTI VE

3.1 Introduction

This chapter presents the theories relatinghternationalisatiorirom the global
perspective. From the context of OFDI related M&Ass chapter briefs five
theories. These theories will elucidate how some components like: ownership
competitive advantagemstitutionalenvironment;stockholders \alueenhancing
activities; ma n a g eetfidterested motives browrfield investments and
absorptive capacity will influence the corporatelsen making decisions about
OFDI related M&As. The theories assist oumderstandingdf the emerging

Indian corporate dynamics relating@-DI related M&As.

The rationale for OFDIrelated M&As by firms is to create value to their
investments. In the context of an open market economy, the competitiveness of
firms refers to their ability to survive and grow while attaining their ultimate
objective of maximising profits (and retainingiorproving market share), and to
adapt to changes in their internal and external environment in a way that
guarantees their loAgrm operation.As per the UNCTAD (2006 report,
developingcountrie® multinational companies (MNCs) are able to acquire
compditive advantages, including proprietary expertise and technology, which
allow them to operate in overseas environments and compete effectively with
foreign firms. Many of these MNCs possess sophisticated and distinctive
advantages that they have creatad aurtured over many years. There are also

complementaritiesi n MN C &dsevelomefl and developixmpuntries For
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example, in some electronics industries develamrtry MNCs have retained
R&D, product design, branding and sales of a product, but harded
production to contract manufacturers. Finally, a number of develaaugtries

MNCs are able to benefit from horseuntry locational factors, including access

to natural resources such as oil (often allied to state ownership) and access to
cheap f@inds, which translate into significant advantages for these firms

(UNCTAD, 2008.

Firms often use acquisitions to reconfigure their mix of products and services
and/or to expand their product offerings to boost gro@hpron, Dussauge, &
Mitchell, 1999, (Krishnan, Joshi, & Krishnan, 20R4When two firms merge,
they can combine and reconfigure their products to create a combination of

product portfolios that neither firm could create al@darim & Mitchell, 2000.

3.2 Theories relating toInternationalisation

3.2.1 Ownership, Location andInternationali sation resourcebased view

The theory of the international operation of the firm posits that the ownership of
some unique advantages having a revenue generating potential advead
combined withthe presence ahternalsation and locational dvantages leads to
outward FDI(Caves, 1971)Enterprises based in timdustrialsed countries have
emerged as multinational enterprises on the strength of ownership advantages
derived from innovatory actity that is largely concentrated in these countries.

According to Ownership, Location and Intetinadisation theory, a prerequisite
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for a firm becoming international is the ownership of unique advantages (such as
accumulated learning and managerial skiltechnological effort, product
differentiation, cost effectiveness of processes, firm size, export orientation,
technological dependence and local ownership) that outweigh the disadvantages

of being foreign in overseas markets.

Dunning (981 2001)draws together elements of previous theories to identify
ownership, location and internationalisation advantages that motivate
internationalisation. Ownership advantages are -fipacific factors such as
superior proprietary resources or managerial céipaebithat can be applied
competitively in a foreign countryBarney, 1991 Location advantages can
account for decisions to invest in foreign countries that offer superior market or
production opportunities to those available elsewhere or opportutotisscure
valued inputs. Internationalisation may accrue to firms that can reduce transaction
costs by investing abroad so as to undertake transformation or supporting
processes more effectively that can be achieved through market transactions. The
benefis of internationalisation depend on ownership capabilities and in general
this has been a dominant explanation for the emergence of internationalisation by
firms. FDI occurs when a firm chooses to exploit the monopolist advantages of its
intangible assetthrough direct production rather than exporting from its home
country or licensing the advantages to a third party abroad. The existence of
impediments to a free flow of products between natiensh as tariffs and nen

tariff barriers and market failurés n  t h dength rtram8astions in intangible
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assetstends to decrease the profitability of exporting licensing relative to FDI.
This influential perspective is mainly developed on the basis of studies of large
western Multinational  Enterprise (MNEs), which suggests that
internationalisation I s motivated by a f
advantagegChild & Rodrigues, 2006 The rise of MNC enterprises has been
attributed to efficiency advantages in the management of-def@endencies
concerning knowhow, reputation, the value chain and marketing through
internationalisation. Thus conventional view of mainstream theory of
internationalisation focuses on overseas possibilities of assets exploitation. The
mainstream perspective in intenogial business assumes that firms will
internationalise on the basis of a definable competitive advantage that allows them
to secure enough to cover the additional costs and risks associated with operating

abroad(R.E. Caves, 1971

The ownership advantagefor firms stem from better or newer technologies
embedded managerial capabilities and established brand names. The location
advantages for firms arise from market opportunities, cheaper inputs and trade
barriers in host countries. The international quasfirms reflects a decision to
source inputs or capture markets through ownership or control rather than trade.
In sum, this literature argues that theternationaksation of firms through
investments, mergers or acquisitions is driven by the mondpadisoligopolistic

power of these firm@Nayyar, 2008.
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According to Mathews(2006, the seeking ownership advantages through
ownership, location and internationalisation approach may not be entirely
appropriate for an analysis ofternationalsation of firms from developing
countries that often seek to invest abroad to secure a competitive advantage they
do not possess. Recent explanations of outward foreign direct investment from
latecomers tondustrialsationin East Asia stress this dimensionisltargued that

firms from developing countries invest abroad to develop linkages with the world
market in order to leverage strategic resources that in turn promote learning within
the firm. In other words, firms from developing countries may use outward
foreign direct investment not as a means of exploiting existing competitive
advantage, but as a meansreglising and augmenting potential competitive

advantage.

Latecomer firms do not possess many intangible strategic resources relative to
their global ivals and therefore are eager to access superior resources and skills in
order to compete successfulfRui & Yip, 2008. These companies want to
combine their own advantages developed at home with other new assets available
in foreign countries. Their owadvantages lie mostly in smaitale and labour
intensive production and in the ability to adapt quickly to changes in products and
production processé€Makino, Lau, & Yeh, 200R Since required complementary
inputs, such as more advanced products aclkntdogy, belong to the mature

firms in advanced countries, latecomer firms tend to prefer developed economies
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as their asseseeking location These assets can only be accessed through a

takeover of these firm@®unning, 200L

In addition, through an acquisition, a firm can gain access to intangible as well as
tangible assets and thus is able to buy not only a single asset banhasire

knowledgesystem under a unified contr@ui & Yip, 2008.

3.2.2 Institution -based view

The nstitutionbased view of strategy research adopts the core proposition of
institutional economics, that variation in national institutional environments

enables and constrains different strategic choices such as product and geographic
diversification (Peng & Delios, 200§. The compani eso i nter
strategies are also shaped by the home institutional environirt@athas been

shown by Buckley(2007) in recent research on the determinants of Chinese

Outward Foreign Direct Investment (OFDI). Ingtibnal constraints in emerging

economies tend to be much stronger than those in developed countries and include

the substanti al i nfl uence of goyYer nment ¢

Deng, 2008

Active government involvement in business via owhgr or through the
regulatory framework is a rather common phenomenon in most of the latecomer
and transition economies, especially in A$@hild & Rodrigues, 2006 In
contrast to the marketriented model of the West, the emergence of Japan and

South Korea was much more related to the intervention of their governments,
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which orchestrated oligopolistic competition among lssgale companies
(Sutherland, 2003 The developmernstate model of the newly industrialised
economies (NIEs) in East Asia incorptgs development oriented policies and

applies an interventionist set ofdustrial policy instrument¢Liu, 2005 Nee,

Opper, & Wong, 200)¢ The experience of the Asian latecomer firms shows that
gover nment support has been a decisive
internationalisationHoskisson, Lau, & Wright, 2000Furthermore, the role of
government in transition economies relates the definition, diffusion, and
enforcement of the norms and requirement
The government can restrain or facilitate the internationalisation of firms through

different policies.

3.2.3 Economic Theory view

Economic theory gemally offers two competing thoughts about the efficacy of

M&As as corporate restructuring strategies. First, the neoclassical theory or the
valuema xi mi sing theory assumes M&Asd conse
M&As, and views corporate M&As as vakemhancing activities in which
managers work to achieve the sharehol del
firm. (Franks & Hariss, 1989 Second, in contrast, it is managerial theory or non

value maximising theory, which views mergers as the extension ofgmeamas 6 0 wn
potential interests, undertaken for the purpose of increasing their own wealth or

prestige by managing a larger postrger entity(Roll, 198. The market for
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corporate control is best viewed as an arena in which managerial teams compete

for therights to manage resourcgensen & Richard, 1983

Whil e outward FDI related M&As can contr
also subject to risks inherent in projects undertaken abroad. First, a newly
established foreign affiliate has the disadtage of being foreign, compared to
established enterprises in a host econghgfstede, 198@& Roth & O'Donnell,

1996) Second, companies face higher levels of complexity as they establish their
presence in an increasing number of locations. Additioeaetis to integrate and

coordinate actities and concomitant orgawriBonal and environmental

requirements may eventually exhaust managerial cageilly 1986.

3.2.3.1 Free cash flow theory and CEGhubris theory.

Jense{ 1986) proposes a theory of oOfree cas
undertake projects which yield negative benefits to shareholders. According to

this theory, free cash flow (FCF), which is cash flow in excess of that required to

fund t he tive Net Pngsent VialoadFV) projects, should be paid out to
shareholders. This will in turn reduce the resources controlled by management,

and therefore increase the amount of monitoring necessary for the firm to acquire

new capital.

Jensen (1988) args that takevers benefit both shareholders and society.
Central to this view is the claim that acquiring firm shareholders earn positive

returns on hostile takeovers anaughly zero in mergers. This view of acquiring
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firm wealth gains has been underndrigy the findings of recent research into the
long-run performance of acquiring firm&grawal & Jaffe, 200P These results

pose a major question for finance and management researchers: why is it that
firms, on average, undertake negative NPV acquisitialensen (1988, p. 34)
makes a specific and testable claim for this theory: Free cash flow theory implies
that managers of firms with unused borrowing power and large free cash flows are

more likely to undertake lowsenefit or even valudestroying mergers

Roll (1989 presents the theory of Huhrighe hubris hypothesis posits that
acquisitions ar e motivated by manager s
synergistic gain. Berkovitch and Narayana (1993) find support for this argument

in their study by analysgq the target, acquirer and total gain from the deal.

Hayward and Hambrick (1997) have also identified CEO hubris as one of the

major motives behind an acquisition and have shown that CEO hubris leads to

higher acquisition premiums.

The hubris hypothesisaddresses the behavioural explanation for corporate
acquisitions. Roll (1986) argues that management of the acquiring firm are
infected by overweening pride and arrogance (hubris) and thus persist in a belief
that their own valuation of the target is catredespite objective information that

the targetébés true economic value is | owel
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3.2.4 ResourceBased View

According to the resourdeased view, posdcquisition resource redeployment

and the resulting product mix are important sources of value creation in
acqusitions, and complementary differences in product strategies between
merging firms can enhance the consolidat
portfolio that may not be easily replicated by otliems (Karim & Mitchell,

2000) The theory also views h a't a firmds internationa
performance depend on the existence of unique tangible and intangible resources

in its home country which give it a competitive advantage compared to firms in

the host country. Intangible resources such asagement knoskow, research

and development (R&D) capability, brand names, and proprietary technologies

are cruciallyimportant (Barneyl991 Teece, D., Pisano, G., & Shuen, A. (1R97

Companies with strong competitive advantages often try to éxpkr strength

by creating alone of the parent in the host counfiathews, 2005 According

to Mathews, greenfield investment is the preferred mode of entry as it is the most
effective way to transfer the irketsesting
and to introduce the firmdbs best practic
a market penetration. Transnational Corporations (TNCs) consider this option

when their firmspecific advantages are strong enough to cover the additional
transactio costs arising from the operation in the foreign market, and when

location advantages are abroad. Nevertheless, the fact remains that the additional

costs of the liability of foreignnegZaheer, 199pstill have a negative impact on
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the performance of ehgreenfield venture. Slangen and Hen(2008 argue that
greenfields, unlike acquisitions, increase substantial external conformity costs
(due to the need to adapt to the local environment) because they suffer from both

a liability of newness and a lidity of being aforeigrer.

According to Pennings, J.M., BarkenH, and Douma, §1994, greenfield
investments are riskier than acquisitions, because as new projects they start at the
beginning of the learning curve (the liability of newness argumehg.sltuation

might change for the better if the TNCs, instead of practising greenfield FDI,
acquire an existing local firm that is weltablished in the maek [e.g.,
Demirbag, Tatoglu, & Glaister(2008]. They may then try to combine the

S ub s i ddvantage$ withtheir own core abilities, thereby augmentitige

overall Firm Specific Advantagesystem(Dunning, 200). The new combined

entity may then be able to use these synergies to better overcome the transaction
cost barrier and to improve ifgosition on the local markgAnand & Delios,

2002 & Dunning, 2000. In the case of Greenfield FDI, the parent company is
relying entirely on its own capabilities. As such, the typgrakenfieldsubsidiary

is determined by the psaargamsational sootimesny 6 s

(Barkema & Vermeulen998& Hennart & Park, 1998

Mamdhani and Noal{2004 investigated the pathways to success in M&As
through a survey approach by collecting the views of investors relating to cash
deployment and preferences of size related isJines/ concluded that there is no

single definition of a successful M&A strategy, although discipline and control
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are clearlyessential elements. Their study states that investors araisiet by
acquisitions undertaken for purposes of empuigding. The investors are
sceptical of managementds ability to use
would rather have their omey back unless it can be demonstrated that the cash
will be used only to purchase targets with appropriate-agjiasted projected
returns. But these returns do not have to be delivered the next quarter. Even in this
new era of strong corporate governarand enhanced transparency, successful
acquirers will be able to justify acquisitions on strategic as well as financial
grounds. While a strategic operating vision is essential, sound execution is also
critical and requires an uncompromising financial rapph to portfolio
management. A reputation for effective postrger integration is key to gaining
investor acceptance of M&A activity. In general, acquisitions must be treated as
commitments of scarce investor capital and, as with any capital investments

should not be pursued when prices exceed projected valuations.

Companies with weak competitive advantages, by contrast, must acquire new
resources that they cannot generate themselves. Under these circumstances, a
foreign acquisition is more effective #@sallows the firm to extract such assets

from the acquired companyHomburg & Bucerius, 2005 Crossborder
acquisitions, by taking advantage of firen-specific advantagesf the local firm,

might also be able to react more quickly to changing marnetlitons and to
strategic moves of the competitdh&na greenfield venture could. At the time of
market entry, in particular, greenfield investments need more time for planning,
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construction and market positioning than takeovers. Consequently, thelpseay
precious time in relation to cro®rder acquisitions before they can develop their
operations(Anand & Delios 2002 Carow, Heron, & Saxtqr2004 Hennart &
Park 1993 & Larimo, 2003). Thus, foreign rivals opting for cro$srder

acquisition gain tne to react and to challenge market entry of competitors.

The internationalsation of firms from developing countries is driven by a wide
range of factors such as market access for exports, horizontal or vertical
integration, delivery of services, captugi international brand names, access to
technology, sourcing raw materials and global leadership aspiraficmges,

1989.

3.2.5 Organisation Theory View

According to the literature obrgangation theory, the absorptive capacity is
largely a function of the level of prior related knowledge, which takes the forms
of basic and recent scientific and technological developments in a given field
(Cohen & Levinthal, 1990 Such related knowledge is uslega firm to further

develop capability.

For successful strategic asseeking OFDI, firms from the newly industrialised
economiegMarkides & Oyon 1998 need to possess related expertise prior to
engaging in FDI indeveloped countriesThe asseseeking prspective of FDI
suggests that such expertise would work as an absorptive capacity that facilitates

further development of capabilities. In support of this perspective, Van Hoesel
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(1999 found that NIE firms that invested gteveloped countrgetend to pssess
superior technology and marketing advantages over other domestic firms.
Similarly, Chen and Che(1999 found that Taiwanese firms investing in the
USA tended to have a greater R&D intensity and a higher rate of sales growth
than those investing itess developed countrie§he firms might differ in their
capabilities to evaluate, acquire, and integrate strategic assets from external
sources. This difference would lead to a varying degree of the likelihood that the
firms would engage in strategic asseeking FDI in developed countri@¢dakino,

et al., 2002

3.2.6 AssetExploitation and AssetExploration Perspective

According to Makino, Lau and Yeh(2002, from the assetxploitation
perspective, FDI is viewed as the transfer of a firm's proprietasgts across
borders. They argue that firms from newly industrialised economies engage in
FDI in developed countries (DC) when they possess certain forms e$ieaific

advantages exploitable in developed countries.

According to Makino & et a(2002, the asseexploration perspective of OFDI is
viewed as a means to acquire strategic assets (i.e., technology, marketing, and
management expertise) available in a host country. NIE firms are motivated to
invest in developed countries when they lack some coet of technology that

IS necessary to compete in mature markets which is available in the developed

countries. In other words, they intend to seek technebagped resources and
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skills in developed countries that are superior or not available in tbene h
countries in a particular product market domalimose that have the capability to
absorb this technology form the intent to do so, and hence, invest in developed

countries.

According to March(199]) exploration involves gaining new information about
alternatives and thus improving future returns, and exploitation involves using the
information currently available and thus improving present returns. Both
exploitation and exploration involve different aspectafansational learning,

yet are equallyessential fororgangational survival and prosperity. Building on

the organsatioral learning perspective, Hedlund and Ridderstrdl997)
suggested that dominant theoretical perspectives in international business research

adopted the exploitation rather than the exploration (creation) perspective.

3.3 Related and Unrelated acquisitions

Research on corporate diversification is an important a@medhe strategic
management literature. As this research developed, some appealing
operationakations of diversification have emergegdRumelt, 1974 These have
resulted ingeneralsationsabout the linkage between diversification strategy and
profitability. Notable among this research is Salter and Weinh¢1®39 work

on the strategic relationships between acquiring firms and target firms. These
authors classified acquisitions into the broad groups of related and unrelated
transactionsAn importart contribution of the Salter and Weinhold work was a
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link drawn between the acquisition of key skills or product market positions and
the potential for value creation. These authors asserted that value waukhbed
through the reinforceemt of skills @ positions critical to the sgess of the
combined businesséisrough related acquisitions. Value in this context should be
reflected in the stock price of the firms (and specifically in the change in stock
prices as the market adjusts its expectation fudfire earnings from the
businesses). This concept of economic value is consistent with that of financial

economists.

Theoverall criterion for relatedness lay in the key success factor of the acquiring
and acquired firms. Relatedness was reflectetthentransfer of functional skills
between businesses (functional skills could be subdivided into research and
development, production, marketing and distribution)According to prior
findings (Rumelt, 1974 on diversification strategy, businessee undestoodto

be related if they (1) serve similar markets using similar distribution channels, (2)

use similar production technologies, or (3) exploit similar scientific research.

According to Singh and Montgomer§d987, in a related acquisition, value
credion can arise from three sources: economies of scale, economies of scope,

and market power. Economies of scale are present when efficiencies arise from

" Salter and Weinhold further divided relatedness acquisitions into relareplementary
and relateesupplementary ctsification. That level of distinction is not used in the
present analysis.
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the expanded production of a specific product. In a resource framework this
would mean that a given bdie of resources is being more fulljilised Scale
economies can occur in specific functional areas, i.e. manufacturing, research and
development, selling and distributiohe traditional areaare used to identify
related acquisition§Salter & Weinhatl, 1979; (Rumelt, 1974, as well as in the

more general areas of administration and financial management. Economies of
scope arise when a given bundle of resources are used in the joint production of

two or more products.

For example, when some of thesesbly facilities in an automobile plant (body
manufacture) are usebfoth for cars and light trucks, scope economies may be
operating. The indivisibility of the resource provides scale economies when
capacityutilisationis increased through increased guotion of a single product.
When capacityutilisation is increased through the production of two or more
products, scope economies are provided throughutiieation of the indivisible
shared resource. It is important to note that scope economiesaaroatside of

the production area. Distribution systems and intangible assets like brand names

can be the source of scope economies if they are used for more than one product.

The sharing ofspecialsed know-how is another important source of scope
economiesDue to market imperfections this kndvow may be unavailable at the
same cost to other firms in the market place. This idea is similar to Rumelt
(1974 concept of diversifying around a core sciehesed resource. Market

power effects, in théraditional framework of industriadrgansation economies,
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are operating when a market participant has the ability to influence price, quantity,
and the nature of the product in the market p(&teeperd, 1970 In turn, market
power may lead to excessums. In related acquisitions a firm's market power
may be increased through horizontal acquisitions (where the acquiring and the
acquired firm are operating in the same product market) or through product or
market extension acquisitions where a firmfedive size is increased relative to

its competitors. Overall, Singh and Montgomd®987 argue that in related
acquisitions there are several mechanisms available for the combination of the

two firms to be potentially more valuable than the sum of fireiacquisition.

3.4 Prior research relating to motivation for the growth in the

outward FDI

Deng(2004) investigated the motivation for outward investment€hinese firms
and identifies five motives for Chinese investmentamely, resoureseeking,
techrology-seeking, markeseeking, diversificatioiseeking and asseeeking.
Deng noted @me special characteristipsesent inChinese firms making outward
investment including the monopolistic position of the investing firms in the
domestic markets and staownership. Chinese government policy plays a great
role in boosting foreign investments. Of the large firms making outward
investments, only one is privately owned and 25 are goverrowamtd (Deng

2004). This situation is differefitom India
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Zhan(1995) suggests marketeeking as an important motif@ Chinese outward

FDI, as there is excess production capacity available in the manufacturing sector
for textiles and clothing, bicycles, footwear and electric appliances. Another
dominant motive as identifiedy Zhan (1995) is the resourseeking motive as

the per capita availability of natural resources is relatively low in China.
Efficiency-seeking is not a domamt motive as China has abundant supply of low
cost labour. In yet another study about the determinants of Chinese outward FDI
during 19842001, Buckley et a{2007 found three factors having significant
impact on outward FDI, namely the hastuntry marlet size, cultural proximity

and policy liberalisation. Asssieeking and resoura®eking were not found to be

significant determinants of the outward FDI.

Wang and Wong2007) examined the effect of business cycle fluctuations on FDI
outflows. The resultsuggest that these fluctuations would have more negative
impact on FDI outflows when the general economic conditions are not good.
Antaloczy and Elteta2000 investigated the motives for Hungarian firms to
invest inCEE countries. The results of th&gudy suggest that marks¢eking is

the most important motive for outward investments by Hungarian firms, followed

by strategic asseteeking

Mazerolle(2006§ compared the effect of enlargement or addition of pre®snor
countries in two regionshe Pa Pearl River Delta Region (P&RD) and EU 25,
whenattracting foreign investment. The results revealed that the additeigtaf

provinces to the PaRRD region attracted about 1% of total world FDI stocks,
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whereas the addition eééncountries to th&U helped to attract 2.7% of the world
FDI stocks. This difference was attributed to the cultural geographical ties
between the Central arteast European countrieand West European countries
which helped to attract the FDI. On the other hadiham M., Martey, E. and
Yawson, A(2008 examined the motives for UK firms to invest in less developed
countries. The results suggest that the firms with high liquidity but rather low

growth rate are more likely to invest in emerging markets.

Kyrkilis and Pantkdis (2003 investigated the relationship between outward FDI
and certain macrtevel factors such as income, exchange rate, technology, human
capital and openness of economy using the data from five European Union (EU)
and four norEU countries during # period 19771997. The results suggested
countrywise differences, and also differences between the developed and
developing countries. However, generally speaking, a significant positive
relationship between real GNP and FDI outflows was found, wheredmmrge

rate showed a significant negative relationship.

Instead of focusing on a country, Kreitl and Oberndai2€04) surveyed 100 top
European engineering consulting firms to investigate the motives behind mergers
and acquisitions. The dominant motivas suggested by the findings were
diversification and marketeeking. To a lesser extent, increase in firm's market
share was another motive. However, tax reasons and excess liquidity with the

firms were not important while making acquisition decisions
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Dunning (1998 (1981) identified certain motivating factors for the firms
investing in foreign countries such as resource seeking, market seeking and
efficiency seeking. According thlagesh(2008 another motivation for strategic
asset seekings not only access to brands and customers, but sometimes also

proprietary technology.

Kumar (1998 investigated a recent trend in strategic asseking FDI conducted

by firms from newly industrialised\sian economies. The study found that the
amount of the outflowof FDI from Asian newly industrialised economies to
developed countries has been rapidly increasing over the past decade and
suggested that the NIE firms investing in developed countries tended to use
outward FDI to strengthen their nqnice competitivenef, whereas firms from
newly industrialised economies investing in LDCs used FDI primarily to
strengthen their price competitivenés€hen and Che1998 found a similar
pattern in outward FDI of Taiwanese firms and supported the findings of Kumar
(1998. Research also suggests that many of the firms from newly industrialised

economies investing in developed countries have gained access to established

® Non-price competitionis a marketing strategy in which one firm tries to
distinguish its product or service from competing products on the basis of
attributes like design and wananship” BrueeMcConnell(2002 p. 43.743.8).

° A price lower than that offered by theompetitors or a price made more
attractive because of addemhcentives such as longerpayment terms
http://www.businessdictionary.com/definition/competitive
price.html#ixzz10BX7S6cE
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brand names, novel product technologynd extensive networks of distributors,
typically throughaggressie acquisitions of developed couesifirms in the host

countrieg Kumar, 1998.

As per the prior findinggKumar, 1999, the drivers behind Indian corporates
OFDI (1970s and 1980syere marketseekingin natureandaimed to exploit the
revenue productivity othe technology and capital goods adapted to developing
country situations. Hencelpdians wereprimarily concentrated in relatively
poorer countries in Asia and Africa and focussed on relatively matureoteglyn
areas of manufacturing (metal products), edible oil refining, paper and light
engineering. The mosprefered form of investment was greenfield or joint
venture. India enjoyed competitive ownership advantage in Africa and hence
preferredgreenfieldmode. During 1990s, the emergence of Indian corporates in
generic pharmaceuticals and in IT software services in global markets required
local presence to support their exports. Hence, the OFDI pattern was characterised
as trade supporting and was subjertoverseas investment regulations. From
2000 onwards the focus was towards globalisation of operations and increasing
scales Therefore, to derive competitive advantggéise Indian corporates
preferreda brownfield investment strategy by acquiring theyédrcompanies from

the developed countries in Europe, UK and US which emerged as principal
markets for the Indian corporates going global pravidedthem with immediate

scale and global prints.
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It has been argued that outward investment activity prid®8i was the market
seeking type (greenfield investment) where Indian enterprises established
presence in developing countries on the basis of their intermediate technologies in
relatively low technology industries such as light enginee(iogjl, 1986 &

Kumar, 1996. In the 1990s, however, outward investments weaken upby

Indian enterprises to improve their global competitiveness with local presence in
major markets, acquiring strategic assets, and strategic access to markets in
emerging trading blac in the context of increased emphasis on outward
orientation as a part of refornfKumar, 1998. Therefore, outward investment is
clearly concentrated in the countries that are key destinations for Indian exports

(viz. EU and the North America) and in tbectors of Indian strength.

According to Lall (1986, the main source of advantage enjoyed by Indian
enterprises is their ability to absorb, adapt and build upon the technologies
imported from abroad rather than developing completely novel technologies.
Kumar (1996 takes theview that Indian enterprises have accumulated
considerable learning and technological capability, managerial and technical
expertise under the strategy of import substituting industrialisation pursued during

the first four decades afidependence.

According to Sathy€2009, all the Indian corporates that are involved in overseas
acquisitions in the steel sector belonghe private sector and not a single public
sector steel company has gone for foreign acquisition. This emphalseses

relevance of firmspecific advantages of the individual firms, rather than an
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incentive in the form of favourable government paliag in the case of China.
Sathye(2009suggests that rather than foll owin
a nation, Indian FDI outflows exhibit a rather uneven and sporadic pattern. The

reason for this pattern can be attributed to the -fipmcific advantages and

individual decisions of theriins in contrast to that of neighbouring China.

3.5 Internationalisation Model

Agarwal and Agmon(1990 developed a new modeA three stage dynamic

comparative model of governmepisiness relationshipsand examined its

implications as a conceptual framewdk address how the government macro

policies interface with business micro considerations as a given economy
develops and internationalse The study | ooks into the m
the experiences of a few Newly Industrialised Countries YNi@nely Singapore,

India and South Korea. The study howewwesnot present a formal empirical

verification of the model

The assumption of thegarwal and Agmorstudy is that in NICs the firms operate

in a competitive market but with the market structure in the home country heavily
influenced by the government of the NIC. The nature of the specified market
structure has an effect on the policies followed by firegardingtheir strategies

for dealing with markets for their products. Thus, the proposed model is

influenced by two major forces: the first is the government policy and the second
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Is profit maximising behaviour by firms. The distribution of the weightvieen

these two forces changes as the process moves from one stage to the next.

The model identifies three phases in the multidimensional process of the interface
between the internationalisation and the buskgesernment relations in NICs.
They include:Import substitution, Export Promotion and Investment in Foreign
Markets. The multidimensional process includes: Status of Comparative
Advantage, Government Role, Corporate Role, Market Structure and Macro

Policy.

The Import Substitution Phase: The governmnt takes a lead role in the early
stages of this phase. The government decides on the nature of the desired long
term comparative advantage, and how to get there. The governhsrges the
relative changethrough taxation, tariffs and by quantitaivestriction on imports,

and determines the market structure in the domestic market. This phase is
characterised as the period in which the government takes the&lgeat and the
corporate sector followsThis isalso referredo as the bureaucraticrgress of

decision making.

The Export Promotion phase: The second phase ithe internationalisation

process is the export promotion stage. There is duality in terms of market
structure. Production is carried out in a protected market, but export saes tak
place in a competitive market. This is a transition phase in terms of

government/corporation relationships. As exports increase in importance, the
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ability of the government to control the corporate sector decreases. Another aspect
of this stage in the delopment of international business activities is a sharp
increase in the level of savings. This aswell-known export led growth

phenomenon.

The FDI Stage: In this phase with NIC investments in target marketthe
corporaesarethe driving force.The government acts as a reluctant partner. The
primary motivation of the NIC firm is to maintain and expand the export market,
and to reduce the risk associated with changes in trade policies in the target
markets. Direct investment in target marketshbatmarketing related activities
(pre- and postsale services) and in production facilities, are usually undertaken
primarily for risk reduction rather than for maximisation of profits. As more
investment flows across borders, and more resources aréetradsfrom the
country of origin to the target market (resources which include human capital), the
NIC companies become more international. This may maximise the value of the
shareholders of the company, but it may not necessarily maximise the comributio

of the company to its home economy from the governéngnint of view.

This phases the stabilisation period in terms of the dynamics of the comparative
advantage. It is also a phase where the comparative advantage becomes more firm

specific. The m@nning shifts tvardsthe companyndaway from the government.

The study concludes that the government may initiate the process of

internationalisation and control its initial stages, but the role of government

58



Chapter 3 Internationalisation: A Theoretical Perspective

diminishes as the country and the corposstetor move successfully through the

three stage The three stage dynamic comparative model of governmesibess

relationships is specifically found consistent with the development experience in

India, Singapore and South Korea and it helps in expigithe inconsistencies

bet ween NICO0s domestic factor proportion

of activities of their firms in foreign markets.

3.6 Conclusions

The studies suggest that outward foreign direct investmentgféwenced by
certain fators like: competitive advantage, institutional investments, managerial
capabilities and absorptive capacifyne most widely used approach attributes
such competitive advantage to three factors: ownershigatit;m and
internationalisationlt is evidentfrom the above discussion that the corporates
involved in OFDI fromdevelopingcountries are able to acquire competitive
advantages, including proprietary expertise and technology, which allow them to
operate in overseas environments and compete effgctvigh foreign firms.
Many of thesdirms tend to possess firspecific competitive advantageshich

they have createdcquiredand nurtured over many yeanstheir home countries

Given the changes in the global economic environment, regulatory framework and
the time frames, the present study investigates if the Indian experience would be
in any way different from the earlier empirical experiendée following chapter
presentsa review of literaturefrom overseasnergers and acquisitions mature
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markets andalso fromemerging markets with special reference to India. It helps
in understanding and identifying the gaps in the literature based on the prior

findings.
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CHAPTER 4. REVI EW OF LI TERATURE

4.1 Introduction

This chapter reviews the literature relatingrtergersandacquisitions(M&As). It
focuses on the empirical research findings for M&Asmature markets and
emerging economies. The literature discussed below presents various studies
initiated to examine the effects of M&As in terms of value creation from short
and longterm perspective Table 4.1 presents a summary of short term prior
findings and Table 4.2 presents a summary of letegm performance prior
findings. The literaturereview also examines issues relating to methomsl in

prior studies andhe challenges inestimatingthe expected returns in the long

period horizonsLiterature reléing to India is reviewed

4.2 Prior Studies Categorisation

The observed research domain (as shown below) for M&As to date includes
studies from mature markets, transition economies and emerging markets. They
involve event study methods: sheetm priceperformance of the shares of the
bidding firms; market reactions to M&A announcements; @rgn performance

of the bidding firm;, emerging marketsoé ||

)) Two approachewhich dominate in the prior studies (mature markats)

1 Shortterm effect of acquisitions Event Studies
1 Longterm effecti Value Added Studies

1)) The literature review also considers the following:

 Research methods and models
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1 Emerging and Transition Market Studies
1 Empirical findings from Indian context

4.3 Short-Term Event Studies

The first major merger wavef 1900 has been described as a wave to create
monopolies; the second a wave to create oligop{Bégler, 1950; and thethird
wave to create conglomerates (1960s onwards). The distinguishing fefithes
mergers occurring in the 1960s was to diversify or extend the acquiring
compani es o (Mualal 1977. Thenpresensstudy considers the prior
findings in the literature from 1970 onwards because tsas#ies used event

study methods to asss the abnormal returns to the acquiring firms.

The evidence from shetérm event studies, conducted primarily in mature

markets on theutcomeof mergersand acquisitionss both extensive and mixed.

Mandelker(1974) conductedone of the first merger studies in the US using an
event study approach and found no abnormal returns for the bidders. Dodd and
Ruback (1977 observe that in the announcement month, the bidders earned
significant positive abnormal returns of 2.83% anel thirgets earned significant
positive abnormal returns of 20.58%. Likewise, Cof989, Jensen and
Rubback(1983 and Jarrell, Brickley and Nett¢t988 concluded that acquiring

firms tend to enjoy positive performance. Conversely, R3I89 found sane
evidence that the value of the bidding firm decreases at or after the announcement

of an acquisition event.
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A number of subsequent studies examitiedreturns of the merger participaints

the US. Studies by Bradley1980, Bradley, Desai, and Kin(.982), Jarrell and
Poulsen (1989, and Jarrell, Brickley, and Nett¢i988, analysecorporate
takeovers made through tender offers. With the exception of Jarrell and Poulsen
(1989) all studies covering the piEO80 era find that successful bidders edrne
significant positive abnormal returns in the range of426 and the successful
targets earned significant positive abnormal returns in the range3#%0Jarrell

and Poulsen (1989), however, suggest that successful bidders (between 1980 and

1985) earnd statistically insignificant negative abnormal returns.

Asquith (1979 employed the Black1972 two-factor model as a benchmark for
normal monthly returns. The study focuses on the first public annoemtetate
concerning mergers in US firmsThis techniquewas first used by Dodd and
Rubback (1977). Their studyfound statistically significant gains accruing to the
shareholders of both firms in the announcement month, though these are small in
percentage terms for acquiring firms. Significant negative performance for
acquired firms is observed during the period mibi@n six months prior to the
announcement. In the several months just before the announcement, however,
acquired firms earn substantial positive abnormal returns. For acquiring firms,

premerger performance is generally positive.

Dodd (1980 examined unstcessful as well as successful merger attempts. The
study computes daily market model forecasting errors and averages them cross

sectional for given relative dates to obtain average forecasting errors. For acquired
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firms, around thefirst public announcenm¢ date the study documents large
positive abnormal returns. In the case of acquiring firms, the announcement

period is marked by small, but significantly negative abnormal returns.

Masulis (1980 and Vermaeler{1981) document positive announcement pério
abnormal returns for tender offer stock repurchases. These researchers argue that
share purchase announcements convey information about the performance of the

firm.

Asquith (1983 examined the merger process and considers whether mergers
result in reabains. The sample is drawn from New York Stock Exchange (NYSE)
listed firms. The study period is 194376 and includes 480 trading days before a
merger bid to 240 trading days after a merger bid. Asquith uses daily common
stock returns for two years beéothe press date until one year after the outcome
date. Daily excess returns are calculated and the average daily cumulative excess
returns are found to be positive throughout thepoess period for all bidding
firms. His findings show little or no redion on the press day to a merger bid for
both successful and unsuccessful bidding firms. Thedsyoexcess returns are
positive at0.2% for successful acquiring firms. The bidding firms appear to have
small but insignificant positive excess returns atphess day. All firms involved

in merger bids have negative excess returns in the post outcome period.

Harris and Gurel (1986 found the announcement of adding stockshe S&P

500 index can generate temporary positive abnormal returns. The announcement
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does not contain any information about

empirical evidence only suggesiprice pressure effect.

Mathur, Chhachhi and Sundara(®992 supports the hypothesis that target
shareholders receive abnormal positive returns. These returns are explained by the
biddersdéd willingness to pay a premium
capture perceived advantages associated with ii@nhaation of markets. They

view the argument that returns to bidder stockholders should be positive due to
the capture effects of location and because certaindpetific factors are not

borne out. It may be that stockholders do not positively price tlaesars. They

conclude that the acquisition effects associated with managerial perquisites, the

winneros curse and free cash flows may

outweigh the positive effects of OFDI.

Mathur et al (1994, Datta and Puig1995) reported significant negative
performance for bidders. Danb@1t995 analysed bidders from different countries
that acquired UK firms using both market and index models and reported that
acquirers earn significant negative abnormal returns. Similaclusions were
drawn by Eun, Kolodny and Schera@®96 and Aw and Chatterje€004) in

their studies of acquirer firm returns using the mean adjusted return model and
market model. Their studies find that foreign acquirers earn significant negative
abnomal returns ranging between 21.20% and 28.07%. In addition to the studies
that have reported positive and negative performance for bidding firms, a number

of studies also reported insignificant bidder returns around the announcement time
65
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of crossborder M&As (CBM&As) [see Gregory and McCorriston(2005);

Campa and Hernand2004); and Yook and McCabe(1996)].

A number of studies examined the sham performance of UK acquiring firms
and reported statistically significant positive return in shertrun for the UK
acquirers[see Conn et al.,(2009 (2001 ; Goergen and Rennebodg003,
(2004)]. However, Aw and Chatterjg2004), Mathur et al. (1994) and Eun et al.
(1996) reported statistically significant negative abnormal returns. In a more
recent study, Gregory and McCorrist@@005 reported negative bidder returns

but the result was not statistically significant.

The studis of Andrade(200))a nd T uc h a n2007QlioBad hdgativea n
performance to acquiring firms in the shast in the US. Bruner(2002 reported

that ofthe 44 studies on acquiring firm performartbathe reviewed, 20 reported

negative returns for éhbidders and 24 studies reported positive returns. Of the 20
studies that produced negative performance for the acquiring firms, 13 reported
significant and negative performance. In the case of positive return studies, 17 of

24 studies showed significamositive performance of acquiring firms. These
results make the conclusions regarding

complex and confusing.

Marta (2002 used a sample of 72 global alliances formed between 1987 and 1997
by Spanish firms listed on theddrid Stock Exchange. Their study used the event

study method to examine shoerm stock price reaction to global alliance
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announcements. Their findings showed that the Spanish firms gained an average

abnormal return of 0.2%, on the day of the announcemen

Antoniou and Zhadq2004 report from a sample of 179 successful British bids
that equity bids tend to underperform significantly in the first and second years
following the bid. Moeller et al (2004 take into account the size effect when
comparing theannouncement effect of equity and cash bids. Laoggirersof
public targets lose2.45% if paying with equity and lose on.75% if paying

with cash. Small acquirers gain 2.84% if they pay with cash and-0042% if

they pay with shares. Conn et(2D09 find that bids financed with any payment
method othethan cash losé).47% over 36 months following the announcement.
Bids financed with cash experience insignificant losses. Overall therefore, the

available evidence suggests that cash acquisitions perform better than equity bids.

Elango (2009 studied the mpact of international acquisitions on shareholder

wealth. The study was based on 52 international acquisitions in 24 countries
undertaken by US firms in the insurance industry during 288)3. Evenistudy

method was used to verify the impact of inteioval acquisition announcements

on an insurance firmdéds sharehol der weal't
firm during the announcement period (1 day prior to and 20 days after) were
compared with a prior control period (22 to 247 trading days befloee
announcement). Crosectional regression analysis was used. Overall results of

this study show that the firms undertaking overseas acquisitions face statistically

insignificant negative market returns.
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Kirchhof, Schiereck & Ment42006, examinedhe value implications of 69 US
domestic and crodsorder merger and acquisitio€NI&A) deals of exchange

listed real estate finance institutions between 1995 and 2002. To assess the value
implications of M&A a standard event method was used, which relieghe
market adjusted model and the market model. Cumulative abnormal returns
stemming from the market model and the market adjusted model were calculated
for four different event windows witt80 and+80. The estimation period was 252
days and the event imow was 161 days. Their results document that
shareholders of targets earn, at least in the closest analysed interval, significant
positive abnormal returns. There were no significant abnormal returns accruing to
the shareholders of the bidders in anytleé analysed intervals. CARs were
slightly negative in two of the four event windows, and positive in the remaining

two.

RieckandCanh(2006 employed the event study methtmdinvestigateM&As in

the telecommunicationindustry and analysed the condittounder which M&As
could be considered successfullThey considered companies listed on European
and US stock exchanges (NASDAQ and NYSE). Their findings show that there is
an overall positive shareholder wealth effect associated with M&A
announcementsnithe telecommunication industry. This is especially true for
telecommunication operators engaged in clossler M&As. The crosborder
M&As experience positive abnormal returns and outperform firms that expand
domestically. In addition, when investigalinservice diversification and
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international diversification, mergers that are both-oonglomerate and cross
border are found to add value to the acquiring telecommunications operator,
whereas no significant stock reactions are found when acquirers engage

conglomerate domestic mergers.

Hassan & Patro2007) examined 405 US companigsolved inM&A activities

in the US market as well as ntd§ marketdfrom 1981to 2004. They used the
event study method to examine shierm stock price reaction to M&A
announcements. They used both the market model with value weighted market
index and the FamBrench thredactor model (also with value weighted market
index) to adjust for risk and estimate abnormal return. Their findings do not show
abnormal returns tocguiring companies. An important finding of their research is
that when pharmaceutical acquisitions are analysed separately from mergers, the
results indicate a statistically significant positive abnormal return for acquiring

companies for both short ammhiger terms.

Cummins & Xie(2009 analysed the market response to US propkatyility (Pi

L) insurer acquisitions and divestitures. The maxkatie response to acquisitions

and divestitures is estimated using a standseht studymarket model. They

usal regression analysis to measure the relationship between firm returns
(dependent variable) and market returns (independent variable), along with a set
of control variables. Their results show that acquirers, targets and divesting firms

all have significahpositive abnormal returns around announcement dates.
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Uddin & Boateng2009 examined the shorun stock price performance of 373

UK acquiring firms engaged in crebsrder mergerandacquisitions (CBM&AS)
between 1994 and 2003 using a univariateysmsl The study found that the UK
acquirers do not earn positive abnormal returns on the announcement ef cross
border acquisition decisions. Although the daibpnormal returnsAR) show that

the acquisition announcement created some positive responskeoday of
announcement and immediately after the announcement, the positive returns
disappear as the event window increases. Even though the abnormal returns for
the whole sample become negative in the wider event windows, none of them is
statisticallysignificant. This indicates that the UK acquirers neither create value
nor lose value by the announcement of acquisitions abroad. Their study results
also suggest that selected transaesipacific, firmspecific and geographic
characteristics (in this cas form of target, acquisition strategy, geographical
origin of target firm and the payment methods) do affect the abnormal returns of
acquiring firms. The implicationsuggestthat attention should be paid to these
four factors when undertaking mergers audgjuisition abroad. However, size of

the deal appears not to have a positive bearing on the wealth gains of the UK

acquirers.

Ben & Alex (2010 examined M&A activity in Australia for the period 1999
2004. They studied the share returns of bidders agdttrcontrolling for method
of financing, hostility and the Fanfaench factors. They used the event study
method to examine sheterm stock price reaction to M&A announcements. A list

70



Chapter 4i Review of literature

of 417 M&A transactions involving at least one publicly listed firmsweompiled

from the Aspect Huntley databases. Targets accrue significant positive returns,
and this happens at the expense of bidders, who fail to capture the majority of
economic benefits created from M&As. There is no significant evidence that

overall bdder returns are different from zero over a trading window greater than

ten days, except for the window (0.60). Their findings suggest that target

companies are receiving a transfer of wealth at the expense of the bidder

companies.

Spyrou and Siougl€2010), investigated whether shedrm reversal/continuation
patterns were present in security returns following M&A announcements, for
stocks listed on the London Stock Exchange. News items are sorted into
categories: whether the firm is a bidder or a targfee level of information
disclosure, the size of the firm, whether the announcements generate a positive or
negative reaction, and whether the initial reaction is of a strong magnitude. They
used event study methodology. The results suggest that irs/gstoerally react
efficiently; however, there is also evidence of shierin return reversals

following the arrival of M&A information.

4.3.1 Secondarylnformation and Stock market reactions

The literature reviewed below winableto understand the impact of secondary
information on the stock markets. This part of the studly be useful while

explaining the differences in outcomes at firm specific level.
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Evidence of inefficient analysts' forecaddy Mendenhall(1991), DeBondt ad
Thaler (1990 raises the question of whether investor reliance on analysts might
explain anomalous stock pridehaviour The analysts' earnings forecasts and
recommendations could be an originating source of stock price under or

overreaction.

Mortangesand Rad 1998 examined the effect of marketing strategy on market
value and found that negative publicity led to a negative respofite study
examined a new laundry detergent Omower launched by Unileveon the
European market in 1994Unilever's rval Proctor and Gamble claimed that the
product was harmful to clotheSonsequentlyUnilever had to modify the product
and launch an advertising campaign to regain consumer confidénese events
caused Unilever's stock price to fall by 9.45% in urfilex months, indicating

that investors perceived the basic flaws in Unilever's markstratggy.

Zhang and Aldridgg1997 analysd the effects of merger and foreign alliance
possibilities in the Canadian airline industry awodnid that news regarding the
merger/foreign alliance possibilities had a significant impact on the stock prices of
the companies concerned. Some research
recommendations can be profitable (e.g. Womd&06; Barber et al (2000,

while more recent studies question their investment value. Indeed, evidence
suggests that anal yst recommendati on |
price discovery process, and these studies show a negative stigtibaetween

anal y somméndations and future stock performar({@adshaw 2004
72
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Barniv et al.,2009 & Drake et al 2011). One rationale for this negative
relationship is analystsdé conflicts of i

compensation structures.

According to Hackbarth and Erwa(2006, when there is competition for the

target andf asymmetric informatiorprevails then theabnormal announcement

returns arise for two reasons. First, market participants have incomplete
information regarding the takeover slug The management of the bidding firm

has complete information regarding the potential benefits of the takeover, but
cannot communicate this information to shareholdas<itedin Carlson, Fisher

& Giammarino2005a Morellec & Zhdanoy 2005. Outside stockholders have
imperfect information and decide to accept or reject takeover bids based on the

i nformed managerdés recommendation. Thus,
set of uninformed investors. In such an environment, participatinglstiders

face two sources of uncertainty. If the uncertainty in market beliefs is high, then
the marketdés expectation of the merger
Therefore, the market overestimates the benefits of the mergehandgative

abnornal announcement returase observeébr bidding shareholders.

Theoretical studies posit that when analysts lack sufficient private information to
produce accurate forecasts or recommendations, either through lack of effort or
ability, they will tend to mimic outputs from strong analy§tsueman,1994
Arya, A., Glower, Mittendorf, Narayanamoorth005. This herding behavig

among analysts is an attempt to alleviate the observable effects of their lack of
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information and has beenocumented in empirical studiggiong, Kubik, &
Solomon 200Q Clement& Tse 2005 Mensah & Yang, 2008 Bloomfield and
Hales (2009 provide evidence that in some situations, analysts may use the

consensus forecast as a substitute for individual effort.

Rosen(200ge x ami ned the effects of mergers on
found evidence of merger momentum: bidder stock prices are more likely to

increase when a merger is announaedhe time whemecent mergers by other

firms have been o emerngerd mwardket()a oirhoitf 1
market is doing better. However, the study also found-tangeversal. Longun

bidder stock returns are lower for mergers announced when either the merger or

stock markets were hot at the time of the merger fiathose announced at other

times.

According to Malmendier and Shanthkum@007), analysts tend to positively
bias the information they provide to investors, as evident in the very low number
of sell and strong sell recommendations. While large invesidigst their
reaction to hold and buy recommendations downwards, small investors take
recommendations literally. Small investors also fail to account for the additional
distortion due to underwriter affiliation. Potential explanations are higher costs of
informationandnaivetéabout distortions in analyst recommendations. Their study
found it hard to explain in a standard framework why only large traders but not
small investors adjust their trade reaction to the general upward bias of analyst

recommendatins, given that there seem to be some conditions under which it
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would be more profitable to make that adjustment and given that the general
upward bias is visible to any trader reacting to recommendations. It is also striking
that small traders do not fogwn analysts from independent brokerages. The
latter findings suggest that small investors are naive about the distortions and trust

analysts too much.

Twedt and Reef012), examind whether two qualitative attributex financial

anal yst sdeailramdfgooe dressignificant in explaining how the market
responds to analystsodé reports, after con:
reportsd quantitative summary measures.
the level of effort expendelly the analyst in preparing the report, and therefore

the usefulness of their intrinsic firm value estimates. Report tone is predicted to
signal the anal ystdés wunderlying senti men
assess the ext eonflictstofanterest interfere with theé ngapping 6 ¢

of firm value estimates into stock recommendations. Consistent with these
hypotheses, they found that the tone of financial analyst reports ontain
significant information incrementalt o t he r exgsoforécasts angla r n
recommendationsand report complexity (one component of report detail) helps

explain cross ecti onal variati on i n t he mar k et

recommendations.
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4.4 Long -Term Studies

The prior findings are reviewed from the contekpostacquisition performance.

This review enablessto understand thprior experiencegelating to longterm
performance and wealth effects to the stockholders of the acquiring companies. It
will be interesting to see if thexperiences documented in titeraturewill bein

any waysimilar to the experiences dfhdian corporates involved i80 OFDI

related M&Asthat are considered in this study

Hogarty (1970 studied 43 firms between 1953 and 19&#ese43 acquiring

firms were selected from the population of firms listed in the 1965 edition of
Moody's Industrial ManualThe accounting measurase subjeced to univariate
statistical analysignd include investmenperformance and earnings per share
(EPS). The findings ohis study show that the investment performance of firms
involved in acquisitions is generally worse than the average investment
performance of firms in their industries. EPS also indicates ypetéormance for

the merged firms. Philippatos, Choi and Dmgl (1985 examine 119 firms
between 1978 and 1981, applying the univariate analysis. The accounting

measures examined included operating expense ratio.

Mandelker (1974 examined the impact of mergers on the returns to the
stockholders of the constituefitms. The study employed the twactor market
model, following BlackJenserScholes and FamdlacBeth, which considers
changes in risk when analysing the impact of mergers on stock prices. The results
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of the study are consistent with the hypotheses heatrtarket for acquisitions is
competitive and that information regarding mergers is efficiently incorporated in
the stock prices. Stockholders of acquiring firms earn returns from mergers
commensurate with other investmgmobduction activities of similarisk levels.
Stockholders of acquired firms earn abnormal returns of approximately 14% on

average in the seven months preceding the merger.

Langetieg(1978 re-examined the prenerger and poshnerger stock performance
from the perspective of a thréacta performance index. The sample was drawn
from NYSE for a period of 72 days before the event and 72 days following the
mergers during 1929 and 1969. The study concluded that thenpogér excess
returns (net of control group influence) are found noteaignificantly different

from zero, providing no support for merger benefits.

Schipper and Thompsgi983 measur ed t he i mpact of acqu
firm value by differentiating between specific merger events and programmes of
acquisition activig. Based on a sample of 55 firms listed on NYSE, they found
significantly positive abnormal performance associated with the announcement of
acquisition programmes and significantly negative performance associated with

certain institutional changes durii§67#1970 relating to acquisition activity (the

Williams Amendments, the 1969 Tax Reform Act, and APB Opinions 16 and 17).

Jensen and Rubag¢k983 concluded, based on an analysis of 16 studies in US,

that the return to bidders in successful mergers was zero, and in successful
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takeovers was +4.0%. Their evidence indicates that corporate takeovers generate
positive gains, while the target firm shartteys benefit and the bidding firm

shareholders do not lose.

Malatesta(1983 examined the net effects of the lenm sequence of events
leading to merger, and of merger per se, on shareholder wealth. The period of
study was from 1969 1974 and the san®size comprised 256 acquiring firms

and 85 acquired firmgom the US. The appropriate measure of the wealth effect

iIs shown to be the abnormdbllar return cumulated over time. Using this
measure, the longun wealth effect of the event sequence cuétiiig in merger

Is significantly negative for acquiring firms. For acquired firms, the effect is
negative, but not significant. The evidence also reveals that measured abnormal
rates of return to acquiring firms are sensitive to a slight variation in model
specification and dependent on firm size, with smaller firms earning significantly

negative posmerger returns.

Weidenbaum and Stephen Vodi987 concluded, based on an analysis of 10
studiesfrom the US, that negative returns to shareholders for adipns are
more prevalent. Clearly, there are winners and losers in the takeover game. Most

studies confirm that, in general, target firm shareholders are winners.

Singh and Cynthig1987 investigated the conceptual argument that acquisitions
which are elatedto product/marketor technological termsreate higher value

than unrelated acquisitions. Related acquisitions are found to have greater total
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dollar gains than acquired firms in unrelated acquisitions. These findings indicate

that related targdirms benefit more from acquisition than unrelated target firms.

Cave® (1989 surveyof US firms contrasts the favourable appraisal of mergers
derived from exante event studies to the increasingly negative findings based on
ex-post evaluations. Thex-ante literature recognses managerial behaviour in
target firms as an inefficient deterrent to mergers, but managerial behaviour by

bidders at least as clearly promotes excessive mergers.

Harris and Ravenscraf(1991) examined foreign direct investmeny studying
shareholder wealth gains for 1273 US firms acquired during the period1P870

and suggest three findings. First, crbssder takeovers are more frequent in
research and developmantensive industries than are domestic acquisitions;
furthernore, in threequarters of crosborder transactions the buyer and seller are
in related industries. These industry patterns suggest that costs and imperfections
(information asymmetry) in product markets play an important role in foreign
direct investmentSecond, targets of foreign buyers have significantly higher
wealth gains than do targets of US firms. This ctomsler effect is comparable in
size to the wealth effects of alhsh and multiple bids, two effects receiving
substantial attention in thenfince literature. Third, while the crelssrder effect

on wealth gains is not well explained by industry and tax variables, it is positively
related to the weakness of the US dollar, indicating a significant role for exchange

rate movements in foreign daeinvestment.
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Franks, Harris and Titmafi991]) investigated share price performance following
corporate takeovers. They used the mulppeachmarks from the portfolio
evaluation literature that overcome some of the known miesance
inefficiencies of nore traditional singléactor benchmarks. Studying 399 US
takeovers consummated in the 19[@B4 period, they conclude that previous
findings of poor performance after takeover are likely due to benchmark errors

rather than mispricing at the time of thkaaver.

Jaffe and Mandelkef1992 use an exhaustive sample of mergers from 1955 to
1987 between NYSE acquirers and NYSE/AMEX targets, measuring post
acquisition performance after adjusting for the firm size effect as well as beta risk.
They find that shareholders of the acquiring firm#esua statistically significant
wealth loss of about 10% over the five years following the merger completion.
Their results are robust to a variety of specifications and do not relate to changes
in beta following the merger. Therefore, they conclude thatefficientmarket
anomaly of negative posterger performance highlighted in Jensen and Ruback

(1983 does exist.

Datta, Pinches, and Narayan@®92 considered 41 studies, and concluded that
bidders earn a return of less than-twadf of 1%. Theycondude thatthe synthesis

of ex-ante event studies presented in this paper provides robust evidence that, on
average, shareholders of bidding or acquiring firms do not realise significant

returns from mergers and acquisitions
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Healy, Palepu and Ruba¢k992, examine posacquisition performance for the

50 largest US mergers between 1979 and-18i84. Merged firms show
significant improvement in asset productivity relative to their industries, leading
to higher operating cash flow returns. This performanc@ronement is
particularly strong for firms with highly overlapping businesses. Mergers do not
lead to cuts in longerm capital and R&D investments. There is a strong positive
relatiorship between posinerger increases in operating cash flows and abnormal
stock returns at merger announcements, indicating that expectations of economic

improvements underlie the equity revaluations of the merging firms.

Polasky and MasofSpring 1998 analysed the shaerand longrun profitability

and welfare consequences afrizontal mergers, where the equilibrium responses

to a merger can differ over time. Although firms can anticipate the merger, they

can only adjust their capacity in the long run. They found a greater range of
profitable mergers than in static models. Fomerger to raise welfare, it is

sufficient that the shomun welfare effects are positive, and necessary that the
longr un ef fects are positive. They rel ate

market shares and the Herfindahl index.

According to Mauleh (18 April, 2003 earnings drive the price of a stoakd the
study illustrateghat the real (inflatioradjusted) earnings growth for the period
19651982 being roughly the same as for 198899. Yet the S& 500 had

significantly different results. The first period was one of no stock price growth,
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and the latter saw growth of ov&000% Why the difference in results? The
suggestion is that the investors perceived the relative value of the earnings. In a
period of high inflation, earnings growth of/8% is not all that impressivaut in

todayss low inflation environment imakes a difference

Ismail Ahmad (2008 studied shareholder returns using 16,221 US takeovers
between 1985 and 2004. Tistudy foundthat single acquirers oyerform
multiple acquirers by 1.66%, and that the gap widens to 5% in equity exchange
offers. In contrast to multiple acquirers, single acquirers generate higher returns in
equity deals than in cash and mixed offers, due to tjfe figiturns earned through

the acquisition of nopublic targets. Unsuccessful first time acquirers lehut
successful first time bidders suffer from hubris behaviour in subsequent
acquisitions. The study finds that size, relative size, and valuatiteretites

could explain the higher returns for single acquirers, and that the toehold presence

leads to paying lower premiums.

Fung, Joand Tsai(2009, examined the ways in which stock market valuation
and managerial incentives jointly affect merger aogugsition (M&A) decisions

and postM&A performance of US firmsTheir finding suggests that market
driven acquisitions could be value destroying when managers engage in
opportunistic acquisitions for reasons of gsterest. Managerial myopia,

overconfieence, misaligned incentives, empbeilding motives and poor
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corporate governance can all exacerbate the agency problem of -ohvarkat

acquisitions.

Dutta and Jog(2009 examine the longerm abnormal returns and operating
performance of Canadian acqng firms by using a comprehensive sample of
1300 acquisitions during the period 199802. They use evetitme and
calendaitime methods and improved benchmarks to detect-temg abnormal
returns. Consistent with the viewpoint of Fa(i898 and Mitchel and Stafford
(2000, they did not find any significant negative letegm abnormal returns for

Canadian acquirers, when they accounted for method discrepancies.

Further, they found that their result®rerobust across factors such &$:mode

of acqusition target type (public or private), related or unrelated talget,
payment type (shares, cash or mixed), (v) growth or value acquirer, (vi) board
independence, (vii) level of managerial ownership, and (viii) relative size of the
deals. They also note that the Canadian market corrects for its overreaction to an
acquistion announcement event within a short period of time and this is
consistent with the lonterm operating performance results in the faxsjuisition

period.

Savor and Lu (2009 examined 1773 US firms listed on the NYSE between
19782003. Theirfindings support the hypothesis that overvalued firms create
value for longterm shareholders by using their equity as currency. They found

that unsuccessful stock bidders significantly underperform successful ones. This
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underperformance increases with the lengtithe holding period. Over a one
year horizon, the mean abnormal return of failed acquirers is 13.6% lower than
that of successful acquirers, and this differential grows to 22.2% for -ge®ro
horizon and 31.2% for a thrgear horizon. Moreover, unswEssful acquirers
continue performing poorly even after merger failure is announced, by which time

any information related to the bid presumably became public.

45 Literature on Research Methods

It is important to understand the research methods and moaelsrughe prior
studies. A review of the research methods and modelsheil in choosing an
appropriate methodr modelto assess the performance of the Indian corporates
involved inthirty OFDI related M&Asin the present studydence, the literature

relating to the research methodsesiewedbelow:

Beaver(1968 pioneered the use of the variance of abnormal returns as a measure

of information content, and the method was later refined by Hag¥6.

According to Yada\{1992, event studies typicallg e f i ne an O6event 6 wi
which potential abnormality in the everglated returns distribution is analysed.
Abnormal ity is measured with reference t
determine the benchmark value of the parameters of the nspeelfied for

generating ex ante returns. The model most commonly specified to generate ex

ante returns has been the market model, which aims at eliminating market wide
influences from price changes.
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Brown and Warner (1980) point out that an event studgtrolearly define what
Aabnormal 0 performance i s. There are thr
abnormal performance: market model (OLS model), market adjusted model and
average mean model. The market model (OLS model) is the most widely accepted
appoach reported in research studies to calculate abnormal returns because the

risk is adjusted.

Brown and Warnel(19895 examine how the particular characteristics of daily
stock return data affect event study methods. Using simulation procedures with
actual daily data, their paper investigates the impact of a number of potential
problems of concern in the literature. These include (1}nmwmality of returns

and excess returns, (2) bias in OLS estimates of market model parameters in the
presence of nesynchronous trading, and (3) estimation of the variance to be
used in hypothesis tests concerning the mean excess return, and specifically the
issues of autocorrelation in daily excess returns and of variance increases on the
days around an event. In additicdhe effect of crossectional dependence of
excess returns on variance estimation, which is an issue even with monthly data,

is also investigated.

Dimson and Marsh (1986 studied 862 press recommendations which
demonstrated that the size effect can didtwrgerterm performance measures,

and hence event studies. Relative to similar sized companiespyimisation
performance is neutral. They found that the market adjustments, the capital asset

pricing model (CAPM) and market model, with equallgr captalization
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weighted indexes, all produce biased results. Event studies are most exposed to
such bias when the measurement interval is long, event securities differ
systematically in size or weighting from the index constituents, the size effect is
large awl/or volatile, and when CAPMype methodologies are used. These

distortions are avoided by explicitly controlling for size.

Maynes and Rumsef1993 examine the procedures for measuring abnormal
performance around events when securities do not trade diby.empirical
frequency distributions of the rank test statistic and a conventional test statistic are
assessed under different rules for handling missing stock returns. The results
suggest that the traditional procedures are reasonably well specifiduicidy

and moderately traded stocks but specified for thinly traded stocks. The rank
test, however, performs well for all trading frequencies and t@ttade returns

are the best way to handle missing returns.

As pointed by Andrade.G, Mitchell.Mynd Stafford.§2001) and Moeller(2003,

the threeday window is one of the two most commonly used event windows for
merger studies. The other window most commonly used starts before the
announcement and ends with the completion of the mdMeeller.S, et al.,
2003. According to Schwer2000, the longer window makes it possible to take
into account bid revisions and other actions taken by the bidder in reaction to
defensive actions taken by the target. However, a longer window would increase

the posdility of the integration of a confounding effect.
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According to Bruner (2004), one of the two main research approaches which help
form a view of M&A profitability is the event study. It examines the abnormal
returns to shareholders in the period surrongdihe announcement of a
transaction. These studies are based on the assumption that stock markets are
forwardlooking and that share prices are simply the present value of expected
future cash flows to shareholders. Since the 1970s, these studies havateldm

the field.

McWilliams and Siegel (1997) gave a good rea&wnconducting event studies:

The event study method has become popular because it obviates the need to
analyse accountingased measures of profit, which have beeticised because

they ae often not very good indicators of the true performance of firms.
Therefore, it is expected that event studies will continue to be a valuable and

widely used tool in economics and finance.

According to Brune(2004), before looking at the findings, we edto define the

testsThe benchmark for measuring perfor man:
commonly defined as the return investors could have earned on other investment
opportunities of similar risk. Three possible outcomes can be seen against the
benchmark, they include(@) Value is destroyedn this case, investment returns

are less than those required by investors. Investors are justifiably unhappy because

they could have done better investing in another opportunigmafar risk (b)

Value is created.The investment earns a rate of return higher than required.

Investors should be hapand €) Value is preservedlhe investment just earns
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I ts required rate of return. Economical
returns. They should bsatisfied. Judgments about the success or failure of M&A
transactions should be linked to these measurable economic outcomes. In
economic ter ms, an investment I's fsucce

destroy value.

According to Bruner (2004), one tiie basic conclusions of economics is that
when markets are reasonably competitive, players will earn a fair rate of. return
The intuition for this is simple: when information is ffé@wing and entry is
easy, a firm earning very high returns will drawmgetitors. The entry of these
other firms will drive returns down to the point where the marginal investor earns
just a fair rate of return. This idea, which has been tested extensively in financial
markets, leads directly to the concept of market effjewhich says that prices
incorporate all publicly available information quickly and without bias. With tests
of capital market efficiency, the hypothesis can be tested using one of three
classes of measurdd) Weak form.Did the share price rise? Areet shareholders
better off after the deal than they were before? Such a beafokafter
comparison is widespread, especially in the writings of journalists and securities
analysts. But it is a weak test in the sense that it fails to control for factors
unrelated to the deal that might have triggered a price chd@y)&emistrong
fom.Di d the firmbés returns exceed a bencht
compared to the return on a comparable investment? The introduction of a
benchmark, such as the netwon the S&P 500 index, or the return on a matched
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sample of peers that did not merge, strengthens the analysis. This kind of test,

which is commonly used in academic research, is more reliable thanfeveak

tests because it controls for the possibilitst the observed returns were actually

driven by factors in the industry or the entire economy, rather than by the merger.

But this kind of test is at besemistrong because benchmarks are imperfaod

(3) Strong form.Are shareholders better off aftthe dealthan they would have

been if the deal had not occurredhis is the true test of the cost of lost
opportunity, the economistsd figold stan:t
course, is that stroAfprm results are unobservable because ther® igvay to

know for certain what would have happened in the absence of the deal.

According to Ahern (2009), the simplest method used to predict a normal return is

to simply subtract a securitydés time se
(meanadjusted raurn) and the most commonly used prediction method is the

market model, where the fil@® returns are regressed on a constant term and a

market index. In other words, the return on the shares is adjusted by subtracting

the expected return from the presestiurn, so that any significant difference is

considered as an abnormal excessive return or residual.

Ahern (2009 conducts simulations of event studies where sample securities are
grouped by the common characteristics of market equity, prior returns;t@ook
market, and earning®-price ratios using daily returns from 1965 to 2003. A
battery of prediction models and test statistics are compared for possible null

rejection biases when returns are expected to have zero abnormal performance,
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when returns arartificially increased and decreased, and when variance is
artificially increased. In support @rown and Warner (1985jvhen samples are
randomly drawn, all the prediction models generate abnormal returns with only

minor differences from zero with corteejection rates in general.

4.6 Issues relating to methods and models used in M&As studies

Roll (1978 argued that estimates of abnormal performance can be sensitive to the
choice of benchmark, and that estimates generated with inefficient benchmarks
are not generally meaningful. In his view, the results of earlier studies of post
merger performance aréedrefore suspect, since they use benchmark portfolios
(e.g., the Chicago Research in Security Prices (CRSP) equailijnted or value
weighted indexes) that are known to be inefficient and hence are not appropriate
for judging performance. In particularhagse benchmarks generate abnormal
performance that is related to firm size and dividend policy and thus are likely to
generate negative performance measures for kingeraverage acquiring firms

even if their actual performance is favourable.

Brown and Warner(1980 concl ude t hat 0 Haetgronarklet a s i mg
model, there is no evidence that more complicated methodologies convey any
benefits. Dimson and Marsh (1986), demonstrated that the size effect can distort
longerterm performance measures anehte event study results, unless it is

explicitly taken into account in research design. Zhu and Malhotra (2008) tested

the announcement effect on the Indian firms involved in US -dosser
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acquisitions. They used CAR and BHAR methods to estimate abh@tuans in
the long run. They stated that the FaRmanch three factor model cannot be easily

applied in the Indian stock market.

Shanken(1989 developed a crossectional regression test (CSRT) of the Capital
Asset Pricing Model (CAPM) and explored itonnection to the Hotelling test

of multivariate statistical analysis. Algebraic relations between the CSRT, the
likelihood ratio test and theagrangemultiplier test were derived and a useful
smaltsample bound on distribution function of the CRSaswobtained. An
application of the CRST suggested that the CRSP equallyhted index is
inefficient, but that the inefficiency was not explained by a firm-sitect from
February to December, 1985. This application illustrated the value of the
multivarate test as a tool to be used in conjunction with more traditional methods

and not necessarily as an alternative to those methods.

Franks et a[1991]) focused on posmerger performance and examined whether
the negative abnormal returns found in priordgts were due to an incorrect
adjustment for risk. Their study is based on the viewpoint of the portfolio
performance evaluation literature which emphasises that correctly adjusting
returns for risk requires a benchmark that is raemmnce efficient. The
evaluated posterger performance with efficient muftictor benchmarks. Past
studies of posierger performance have generally used sipglfolio
benchmarks that are now known to be inefficig&hanken, 1985 Hence, Franks

et al used twanultiple-portfolio benchmarks in addition to usi@RSPequally
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weighted index and the CRSP valveighted index as singladex benchmarks.
Their study included 399 acquisitions made by NYSE and AMEX firms and
measured over 36 months after takeover during theogpetfanuary 1975 to
December 1984. Their findings show that different benchmarks generate very
different measures of abnormal performance for the same given sample. The
performance measures against the equadlyd valueweighted indexes are
significantly dfferent from each other and have opposite signs. The value
weighted index generates significant positive postger abnormal performance

of over 0.3% per month whereas the equalBighted index generates monthly
abnormal performance of abolt0.2%. Onthe other hand, the tdactor and
eightfactor benchmarks yield no evidence of abnormal-pustger performance.
Their conclusions are consistent with Jensen and Ruli®83d, and the results
indicate that the prior findings of negative pastrger shar@rice performance

for bidders are more likely due to benchmark errors than to mispricing at the time

of announcement.

Agrawal, et al (1992 concluded that existing literature on the posrger
performance of acquiring firmis divided and hence they-examined the issue

by considering an exhaustive sample of mergers between NYSE acquirers and
NYSE/AMEX targets. They found that stockholders of acquiring firms suffered a
statistically significant loss of about 10% over the fys&ar postmerger period, a

result robust to various specifications. They concluded that the issue was by no
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means resolved, because of methodological problems and conflicting results of

prior studies.

Lindenberg and Ross (1981) investigated the relationshiploh'sQ to indugry
market structure. Lindenberg and Ross (1981) find that the Tobin's ratios of firms
are stable over time and that firms with high Tobin's ratios tend to have unique
products and factors of production, all of which contribute to earnings in excess of
theminimum necessary to induce the firm to produce in the short run. Firms with
low Tobin's ratios are typically in relatively competitive or tightly regulated
industries. Lindenberg and Rod®981)find a high correlation between pricest
margins and Toli's, but a low correlation between g and concentration ratios.
Even if the estimate of Tobin's is biased due to measurement errors, it may be
possible to analyse the relationship between Tobin's and market structure in a
regression, as long as one adjufis the measurement problems by adding
variables like the advertisirgples ratio and research and development costs. This

procedure is similar to that used in the piaserage variable cost regressions.

Kothari and Warner (1997) used four modeisarketadjusted model, market
model, capital asset pricing model (CAPM), and Farench three factor model
(FF). Ikenberry Lakonishok and Vermaeleil1995 used CAR and BHAR
methods to study long term performance. Hazelkorn, Zenne§h&dasini
(2004) calculated for industgdjusted longerm excess returns. The
methodologythey used is similar to the one they used for the stewrh

calculation of markeadjusted excess returns except that they substituted the
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return on an approptigly chosen industry index for the S&P 500. The estimation
period is one year prior to announcement and ends 30 days prior to the
announcement date. The alpha (intercept) and beta (slope) are estimated from this
regression. Theorday e x p e c tegud toralpha plusrbéta, times the
return on the market index. The eday excess return for a stock is equal to the

stockds actual return | ess its expected |

4.7 Challengesin estimating expected returns forLong Term

periods

There are many studies fimance and financial economics analysing the {ony
behaviour of stock returns following major corporate decisions like mergers and
acquisitions, stock splits, and dividend declaration. It is evident from the literature
that estimating abnormal returms the long horizon is a challenging isstoe

researchers.

Over a long horizon, the variations in expected return estimates across different
benchmark models can be lar@all, 1978, (Fama, 1992 Thus, longhorizon
results are potentially very sengé to the assumed model for generating biases
and misspecificatiofEugene & French, 1993although the market model could,

in principle, circumvent this problem(Schwert, 1988 The degree of
misspecification is not highly sensitive to the model employKothari &
Warner, 1997). Kothari and Warner (1997) studied the distributional properties of

long-horizon abnormal returns and concluded that the skewness exists but it does
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not drive to test misspecification. Procedures that do not requirevpre
pammeters, e.g., matchgdrtfolio procedures are also found to be-specified
(Ikenberry, et al., 1995). Care must be taken when calculating-riong
performance, because the findings can be sensitive to the procedures used

(Chopra, Josef, & Jay, 19p2

According to Kothari and Warner (2006), in long horizon tests, appropriate
adjustment for risk is critical in calculating abnormal price performance. This is in
sharp contrast to shenbrizon tests in which risk adjustment is straightforward
and typicallyunimportant. The error in calculating abnormal performance due to
errors in adjusting for risk in shelbrizon tests is likely to be small. Daily
expected returns are about 0.05% (i.e., annualised abdiB%p Therefore, even

if the event firm portfoli®@ s b et a -estimatekl byi58% (end., €stimated beta
risk of 1.0 when true beta risk is 1.5), the error in the estimated abnormal error is
small relative to the abnormal return of 1% or more that is typically documented
in shortwindow event studiesNot surprisingly, Brown and Warner (1985)
conclude that simple risadjustment approaches to conducting shondow

event studies are quite effective in detecting abnormal performance.

Kothari and Warner (2006) discussed the problems of risk adjustréarigih

and stated that the problem of risk adjustment error is exacerbated-ndongn

event studies because the potential for such error is greater for longer horizons. In
many event studies, (1) the event follows unusual prior performance (edl., st

splits follow good performance), or (2) the event sample consists of firms with
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extreme (economic) characteristics (e.g., low market capitalisation stocks, low
priced stocks, or extreme botdmarket stocks), or (3) the event is defined on
the basis bunusual prior performance (e.g., contrarian investment strategies in
DeBondt and Thaler, 1985, and Lakonishok, Shleifer, and Vishny, 1994). Under
these circumstances, accurate risk estimation is difficult, with historical estimates
being biased becauseéqr economic performance negatively impacts the risk of a
security(Binder, 1998. Therefore, in londgnorizon event studies, it is crucial that
abnormalperformance measurement be on the basis ofquasit, not historical

risk estimates (see Ball, Kothaand Shanken, 1995, and Chopra, Lakonishok,

and Ritter, 1992).

The prior literature shows evidence that for a particular benchmark, the results
using the evertime and calendaime (portfolio) approaches are similar.
However, different benchmarks magenerate very different measures of
abnormal performance (Franks, et al., 1991). The standard event study
methodology invole s t h e u s el96d) markethnedelp ar 6f alterative
adjustments for market movements such fes éxpost forms of the Shpe
(1964) Black (1972) CAPM. Issues were raised in prior literature questioning the
integrity of the CAPM approach, since it is recognised that event studies entail a
joint hypothesis about market efficiency and the validity of the benchmark
employed (Dinson & Marsh, 1986). However, most research in this area suggests
that simple adjustments for market movements are usually adequate. In simulated
event studies, the gains from using more complex models appear small. Most
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event studies therefore continue use CAPM or market model Alternative
benchmarks are used only in studies where the stocks come from a single

industry, e.g., Collins and De(®978 and Dyckmarand Smith(1979.

Dutta and Jod2009 acknowledged that there are still controversies sading
long-term performance methodologies that may distort empirical results. For
example, it is argued that BHAR lacks statistical power (Kothari and Warner,
2006), and that the Fardarench three factor approachffsus from model
specifications There are two unpublished papers by Connor and Shegal (2001)
and Bahl (2006) who tested the relationship between thHdddel and CAPM in

an Indian context. Their empirical results suggested that tkierE€ factor model

has a higher explanatory powbaah the CAPM. Kothari et al (S P Kothari, Jay, &
Sloan, 1995) cast doubt on the explanatory power of bmokarket equity and

see evidence of size effect in explaining the average returns. Loughran and Ritter
(2000) worry that the calendéime portfolio approach is not well suited for
detecting abnormal performance associated with events, such as mergers, that are

clustered across time.

Barber & Lyon (1997) evaluated three approaches for developing a benchmark to
estimate abnormal returns. They includ®) a reference portfolio, (2) an
appropriately matched control firm, and (3) an application of the Hamerach

three factor model. They argue that the long-aogthold abnormal returns
should be calculated as the leng+buy-andhold return of a samplem less the

long-run return of an appropriate benchmark, which is referred to as BHAR. Most
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importantly, they identified a method of measuring loag abnormal returns that
yields wellspecified test statistics. They document that matching sampletbrms
control firms of similar size and bodk-market ratios yield welspecified test
statistics. By matching sample firms to control firms on specified firm
characteristics, they could alleviate the new listing bias (since both sample and
control firms arelisted in the identified month), the rebalancing bias (since the
returns of the sample and control firms are compounded in an analogous fashion),
and the skewness bias (since abnormal returns calculated using this control firm

approach are reasonably syetnic).

4.8 Estimation period usedin the prior findings

Brown and Warne(1985) employed simulation procedures using actual stock
return data to investigate the distribution of excess returns and the empirical
properties of the test statistics. They examip®d samples of 50 securities which

had been randomly selected. The data is obtained from Center for Research in
Security Prices at the University of Chicago (CRSP). Each time a security is
selected, a hypothetical event day is generated. Events areedeleth
replacement and are assumed to occur with equal probability on each trading day
from July 2, 1962, through December 31, 1979. The estimation period is 239 days
prior to the event period. The condition for the security to be included in a sample
is that it must have at least 30 daily returns in the entire 250 day period, and no

missing return data in the last 20 days. The event period is 11-8dgst’).
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Markides and Oyorn(1998 tested the valuation consequences of international
acquisitions withthe total sample of 236 acquisitions consisting of 47 Canadian
and 189 European acquisition announcements. Standardstwdptmethodology

was used to assess the impact of acquisitions announcement on shareholders
wealth. The estimation period was six o (alternatively, expressed as 126

days). The event window is two days (0, +1).

Liang (1999, investigated if the analystso6é re
column of the Wall Street Journal have an impact on stock prices and whether this
impact is terporary or longived. The period of study is from January 1990 to
November 1994 and included 54 contests. The estimation period used was 100

days €125 through day26).

Ruiz, Gonzalbezand Moreno(2002 examined the determining factors of firm
performane in Spain as a direct consequence of its diversification strategy in its
expansion into foreign markets, considering factors like the market, the product
and the company itself. The period of study was 1992 to 1996 and included 35
news releases of 11 commpes. They used the event study methodology to
estimate the excess of returns. They employed the market model, the event
window they considered was, 0, +5 and the estimation period was 75 da88 (

to -6).

Ruiz, Gonzalbez and Moren2002, examined the determining factors of a

firmds performance, as a direct conseque
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expansion into foreign markets, considering certain factors like the market, the
product and the company itself. They used ewtudy method to estimate the
excess returns generated by its shares on the stock market, based on a sample of
35 expansion announcements into external markets corresponding to 11
diversifying companies in Spain. They also carried out a regression analysis to
examine the impact of these factors, market, product and company, on the
excesses in returns observed. They concluded that positive and significant returns
are detected on the day following publication of the event (t=1) as well as CAR on
two days (0; +1)They suggested that, on average, the market reacts positively to

the announcement of a companyds diversifi

Hazelkorn, Zenner, & Shivdasin2004 used the market model to test the
announcement effect. The mareed j ust ed fexcess return
announcement date is equal to the total return adjusted for general market
movements over a pigpecified window surrounding the announcement. They

first determined a stockébés fAbetaodo by regre
against the returns of a market indewe(use the S&P 500) over a period that

begins one year prior to the announcement and ends 30 days prior to the

announcement.

Goergen andRennebood2004 analysed the sheterm wealth effects of large
intracaEuropean takeover bids for the period 129®0. They found
announcement effects of 9% for the target firms compared to a statistically

significant announcement effect of only 0.7%tloe bidders. They concluded that
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thetype of takeover bid has a large impact on the gsieomt wealth effects, with
hostile takeovers triggering substantially larger price reactions than friendly
operations. When a UK firm is involved, the abnormal retusre higher than
those bids involving Continental European targets and bidders. They found
evidence that the means of payment in an offer has an impact on the share price. A
high marketto-book ratio of the target leads to a higher bid premium, but nsgge

a negative price reaction for the bidding firm. They also investigated whether the
predominant reason for takeovers was synergies, agency problems or managerial
hubris. Their results suggest that synergies are the prime motivation for bids and

targets ad bidders share the wealth gains.

Martynova, Oosting and Renneboo(006§ investigated the lonrterm
profitability of corporate takeovemshereall acquiring and target companiegre

from Continental Europe or the UK. Their study found that the acquant
target companies significantly outperfaththe median peers in their industry
prior to the takeovers, but the raw profitability of the combined fieorease
significantly following the takeover. However, their study found that the decrease
beameinsignificant after controlling for the performance of the peer companies
which were chosen in order to control for industry, size and-grent
performance. None of the takeover characteristics (such as means of payment,
geographical scope, and industgfatedness) explain the p@astquisition
operating performance. Still, they found an economically significant difference in
the longterm performance of hostile versus friendly takeovers, and of tender
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offers versus negotiated deals: the performaleterorated following hostile bids

and tender offers. The acquirero6s | evera
on the posmer ger performance of the combined
cash holdings are negatively related to performance. This sudgast®mpanies

with excessive cash holdings suffer from free cash flow problems and are more

likely to make poor acquisitions. Acquisitions of relatively large targets result in

better profitability of the combined firm subsequent to the takeover, whereas

acquisitions of a small target lead to a profitability decline.

Zhu and Malhotra2008 used standard event analysis method to examine the
impact of crosb or der M&As on the I ndian acquiri
used the meaadjusted return model to Icalate the abnormal returns and the
estimation period was 120 to 30 days prior to the M&A announcement. The event

period was five days before the announcement and 20 days after the

announcement date. The period of study was P0b.

Ahern (2009 performed simulations to compare a battery of shornt event study
prediction and testing methgdsmulaing 1000 samples of 250 securities each by
random selection with replacement from a-sebof securities in the CRSP Daily
Stock dataset between Janua®63 and December 2008he abnormal returns

are generated and tested by the introduction of artificial performance and variance
on event date returnhe estimation period is 489 day244, +244) where the
pre-event estimation period is defined a&44, -6), the event period isg, +5),

and the posevent estimation period is (+6, +244). However, if a firm has at least
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50 nonmissing returns in the prevent estimation period, at least 50 foissing
returns in the postvent estimation period, and nassing observations in the

period €15, +15), then it is included in the sample.
4.9 Emerging™®and Transition Market Studies

Emerging markets are entering the global markets following the economic
reforms initiated in their respective countries. The followliteyature unfolds the

empirical evidence

According to Cartwright and Coop€r993, effective acquisitions have been used
to achieve rapid entry into high growth markets, acquire expertise, technology,
products, brands, market presence, experiencedgearsnt, reduce exposure to
risk, and to complement on going internal product development. They minimise
the costly time lag associated with the internal development of products, markets,

and their required supporting structures; and are particularly wsbése product

% An emerging market econonfZlement & Ts¢is defined as an economy with low to middle per capita
income. Such countries constitute approximately 80% of the globalai@m, and represent about 20% of
the world's economie§he term was coined in 1981 by Antoine W. Van Agtmael of the International
Finance Corporation of th&/orld Bank

Although the term "emerging market" is loosely defined, courttnisfall into this category, varying from

very big to very small, are usually considered emerging because of their developments and reforms. Hence,
even though China is deemed one of the werktonomic powerhouses, it is lumped into the category
alongside much smaller economies with a great fdsedr resources, like Tunisia. Both China and Tunisia
belong to this category because both have embarked on economic development and reform nodgrams,
have begun to open up their markets and "emerge" onto the global scene. EMEs are considered to be fast
growing economieévww.investopedia.com)
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life-cycles are short or the danger of a profitable market window closing is high

(Cartwright & Cooper1993 Haspeslagh & Jemisph991).

Kumar and Alka Chadh&008 examined the case of the steel industry that has
become an important dec of overseas activity for Chinese and Indian companies
with a string of major acquisitions of foreign MNEs for acquiring footprints and
natural resources in order to identify the sources of ownership advantages and
strategies of outward investments fremerging countries. The study pointaat

that Indian and Chinese enterprises have emerged as important outward investors
in recent times with their involvement in a number of prominent greenfield

investments and acquisitions.

Ma, Pagan and Ch(R009 studied abnormal returns to shareholders of bidder
firms around the day of M&A announcement for ten emerging Asian Markets:
China, India, Hong Kong, Indonesia, Malaysia, the Philippines, Singapore, South
Korea, Taiwan, and Thailand. Using a sample of 1,4&AMleals in the ten
emerging Asian markets, they found positive cumulative abnormal returns in three
different event windows: a twday (0,1) window, a threday ¢1, +1) window,

and a fiveday (2, +2) window. The findings suggest that the investors reap

benefits associated with M&A deals.

Matej Lahovnik(2011) examined the factors that influenced the performance of
acquisitions in Slovenia and found that the strategicoagansationalfit between

companies involved in M&A play an important role in imyireg the operational
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performance of the acquired companies in the-poguisition period. Successful
acquirers not only had a background in detecting bealegrage or less than full
potential performance, but they also had some skills and competenicrgs doe

the performance of an acquired firm.

Bertrand and Betschinge(201l) compared the effect of domestic and
international M&Asin a Russian context. They found rather negative effects
associated with acquisitions. However, their study shows that firm resources are
of relevance and can be leveraged in domestic deals to improve the impact of
acquisitions. Furthermore, their findings gegt that emerging market firms
suffer from the inability to leverage value due to low M&A experience and
capabilities, especially when making international acquisitions. Also-thigh

firms seem to be able to draw larger benefits from ebosder tranactions than

domestic ones, taking advantage of new market opportunities abroad.

4.10 Empirical findings from Indian context

Literature reviewed in this section is differefitom earlier empirical studies

because it deals with the prior literature framindian context.

Kumar (1995 examined the trends and patterns in FDI inflows into India over the
postindependence period as well as the emergence of Indian enterprises as direct
investors abroad in the background of a changing regime. Their findings revealed
a shift in the sectoral pattern of FIN India inward and outwardnoving in

favour of more technology and skifitensive industries as the country
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industrialised itself. The study states that the Indian government policies played a
significant role in baping the pattern of FDI by affecting relative configuration of
ownership, internalisation and locational advantages of foreign investors in the

country.

Ranjan(1997 looked at the growing economic power of emerging nations and the
implications so far asvorld-wide strategies of MNCs are concerned. The study
identified a range of strategic choices that MNCs can initiate to exploit
opportunities that are opening up in newly liberalising economies, as well as
factors that influence such choices. The studp @rovides a framework which
describes a set of fAdefensived strategi e
adequately to the offensive strategies of MNCs. The study gives details about the
managerial implications of the findings and also providesctions for future

research.

Beena(1998 analysed the significance and characteristics of mergers following
the liberalisation movement. The study suggests that acceleration of the merger
movement in the early 1990s was accompanied by the dominancergémn
between firms belonging to the same business group with similar product lines.
The patrticipation of foreigiwontrolled firms in the merger process has increased
significantly since 1993®3. The study argues that the merger wave in the early
1990s wa more a means of internal restructuring rather than an instrument to

furtherthe product market or asset share.
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Pradhan & Abrahanf2004 examined the patterns and motivations behind the
overseas M&As by Indian enterprises. The study found that a largeitypagf
overseas M&As originated within the services sector, led by the software industry
and were directed towards developed countries. The main motivations for Indian
firmsd overseas acquisitions wspecife t o
intangibles such as technology and human skills, benefits from operational
synergies, to overcome constraints from limited home market growth, and to

survive in an increasingly competitive business environment.

Kumar (2009 analysed the trends, patterns and determinants of outward
investments by Indian enterprises that have increased notably since the onset of
economic reforms. He developed an analytical framework for explaining the
probability of an Indian enterprise invesg abroad using a large dataset of Indian
enterprises. The findings of the study suggest that Indian enterprises draw their
ownership advantages from their accumulated production experience, cost
effectiveness of their production processes and other ada® to imported
technologies made with their technological effort, and sometimes with their
ability to differentiate product. Firm size exerts a positive but alinear effect.
Enterprises that are already in export markets are more likely to berdutwa
investors. Finally, policy liberalisation during the 199Bas pushed Indian

enterprises abroad.

Prasad(2007 analysed the trends, direction and composition of doosder

M&As in India. The study throws light on certain issues and examines the
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prepaedness of the regulatory authorities in India to frame suitable guidelines for
M&As. M&As have emerged as a natural process of business restructuring
throughout the world. In India, the early M&As were arranged either by
government agencies or by the figat institutions within the framework of a
regulated regime. However, since 1991, Indian industries have been increasingly
exposed to both domestic and international competition. This has forced the

Indian corporate sector to restructure andmgineerm order to be competitive.

Indian industries have undergone significant structural change due to changes in
the regulatory policies in the post liberalisation periithough the liberalisation
programme has progressed considerably, overseas investmew@dehe degree of
openness to be low. The recent upsurge in M&A in India coincides with a current
wave of international M&A. Prasad (200%kes the viewthat the regulatory/
policy framework in India needs to be modulated carefully to preaduerse

effectsassociated with M&A.

Deepak (2008 analysed the rapid expansion in outflows of foreign direct
investment from India and the spurt in foreign acquisitions by Indian firms, in the
decade to 2007, situated in the wider context of international investment from
developing countries. Much of thevestment is in manufacturing activities and
most of the acquisitions are in industrialised countries. The economic stimulus
and the strategic motive for the internationalisation of firms from India are
provided by a range of underlying factors driviihg forocess, which differ across

sectors and firms. The rapid growth in investment and acquisitions by Indian
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firms are partly attributable to factors implicit in the liberalisation of the policy
regime and the greater access to financial marketspak(2008)also feels that it

must be recognised that Indian firms cannot have become international without
the capacity and the ability to compete in the world market. The attributes of
Indian firms, which created such capacities and abilities, are embedithedpast

and have emerged over a much longer period of time.

Sayantan. G2008, presents an overview of the Indian crbssder mergers and
acquisitions. They presented the procedural aspects as to the applicable laws
relating to crosdorder mergers angcquisitions by Indian firms. The study also
presents overseas direct investment which had been playing a part for the cross
border mergers and acquisitions. Further, the study concludes by summing up the
reforms recommended by the Irani Report and by udisiag the various

transactional issues required for finalizing an acquisition.

Kumar & Bansal(2008 studiedclaims made by théndian corporate sectathat

they weregoing fordomesticM&As to generate synerggnd examined whether

or not ,these synergies were being achievétie study assumed that while going

for mergers and acquisitions, management expect financial synergy or/and
operating synergy in different ways. This empirical studgbased on secondary
financial data and used tahtibn, ratio analysis and correlation techniques for
analysis. The results indicat¢hat in many cases of M&A, the acquiring firms
were able to generate synergy in the long run in the form of higher cash flow,

more business, diversification, cost cuttingts.
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Kumar(200@ exami ned the sources of Il ndi an corr
and trends, patterns and implications. He argues that the source of their ownership

or competitive advantage lies in their accumulation of skills for managing large
multi-location operations across diverse cultures in India and in their ability to

deliver value for money with their frugal engineering skills honed while catering

to the larger part of the income pyramid in India.

Zhu & Malhotra(2008 examined theshortterm stock performance of a sample

of Indian firms acquiring US firms in the period 192805. Their event study
showed that the Indian stock market reacts positively to the acquisition
announcement. However, they found that the positive returns last forhoaby t
days, after which the returns become negative. They concluded that
announcement returns in credssrder M&As are mainly driven by the pressure

effect rather than the informational effect.

Kale (2009), examined if the smabized overseas acquisitidoy an Indian

company created value for its shareholders, in terms of abnormal stock market
gains following acquisition announcement. The study considered overseas
acquisition deals closer to $ 48 million only. Their sample included 412 overseas
acquisitiors done by publichlisted Indian firms during 1999008. The findings

show that, on average, created a value of +1.76% (in terms of abnormal stock
returns) for shareholders of the Indian acquirer firms. The average value creation

in the first 5 years of ik period (1992003) was +2.89%, whereas in the latter 5
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years (2004008) it was downto +1.51%. Acquisitions of companies in
developed economies, which account for almost tfoeghs of the total number,
created more value (+2.26%) for Indian compantBan of companies in
developing economies. The value creation in the latter case was statistically not

different from zero.

According to Rajan(2009, OFDI by Indian corporates has been aiming at
accessing higlgrowth markets, buying brand names, adqgirtechnology,
processes, management knbaw and marketing and distribution networks,
consolidating existing markets and seeking new ones. Their outward push has
been facilitated by policy reforms. While the first wave of Indian OFD} pre
liberalisation vas made by a handful of firms and concentrated largely on Asian
and African developing countries, the second wave of Indian OFDI- post
liberalisation, especially since 2000, has been to developed countries primarily in
the form of M&A, as opposed fgreenfield"! establishments, with participation by

many Indian firmgRajan, 2008

Athukorala (2009 examined emerging patterns and economic implications of

Indian foreign direct investment against the backdrop of the evolving role of

! Greenfield strategy is to establish a business from the start. This strategy is more appropriate
to the firms which have competitive advantage. It is also referred as organic growth. Brownfield
strategy is opposite to Greenfield strategy (Lawrence et al, 2010).

111



Chapter 4i Review of literature

developing country firms (emerging multinational enterprises) as an important

force of economic globalisation.

Kumar (2009 examined the posterger operating performance of Indian

acquiring companies involved in merger activities during the period-2992.

The study is intended to identify synergies, if any, resulting from mergers. The

study compares the preerger and posherger performance of companies using

accounting data (ROCE) to examine merger related gains to the acquiring firms. It

is observedhat postme r ger profitability, assetso t
acquiring companies, on average, show no improvement when compared with
premerger values. It appears that, contrary to common beliefs and expectations,
mergers usually do not lead to anmpr ovement in the acqui

performance.

Sharma (2009) tested the efficiency of the Indian stock market by considering
open offer as an event, using the madjusted abnormal return model. The
study considered domestic mergers and acquisitiThe focus of the studyas

to examine the efficiency of the capital market for open offers as they frequently
take place in India. The Securities and Exchange Board of I(&8iBI)
Regulation Act of 1997 clearly specified the requirements for makingpen
offer. This made it obligatory on the part of the acquirer to make an open offer for
at least 20% of the issued capit®iheir study concludes that markets are not

efficient in the semstrong form.
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Singh and Jairi2009 e x ami ned | n d eign@isect mvestmaeatrindan f o r
evolutionary perspective. Besides tracin
foreign direct investment, the study hints at the facilitating role of state policy to
encourage the outflow of foreign direct investment. Thig\stprovides insights

into the achievement of the Indian economy and provides a review of theory and

practice of emerging multinationals from developing countries.

Rajan(2009 presented data on the magnitude and composition of Indian outward
foreign dire¢ investment (FDI). While India has become an attractive destination
for foreign capital, the country is also becoming a significant source of outflows.
Many Indian enterprises view outward investments as an important dimension of
their corporate strategg. The study discussed the rationale for and the empirical
determinants of overseas acquisitions by Indian companies and concludes with a
broader discussion of the impact of the global rise of Indian companies on the

Indian economy.

Beena(2010 examinedthe nature, extent and structure of cross border mergers
and acquisition (CBMA) deals in India and found that the current surge in cross
border deals involves the push factors from home country such as market
constraint, need for low priced factors of puwotion, increasing global
competition as well as the pull factors from foreign firms such as the wider market,
technology and efficient operation and suggests that CBMA should be viewed

from a multifactor dimension.
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Sinha and Kaushik(2010 examined the impact of mergers and acquisitions on
the financial efficiency of the selected financial institutions in India. They used
two approaches. First, by using the ratio analysis approach, they calculated the
changes in the position of the companauring the period 208B008. Second,

they examined changes in the efficiency of the companies during thare
postmerger periods by using a nonparametric Wilcoxon signed rank test. They
found a significant change in the earnings of the shareholleisno significant
change in the liquidity position of the firms. The result of the study indicates that

the acquiring firms are able to generate value.

Gubbi, Aulakh, Ray, & Chittoor(2010, conducted an event study of 425 cross
border acquisitions byntian firms during 200@007. Their study examined, (1)

if the International acquisitions by Indian firms generate positive abnormal
returns/value for acquiring firmsd sharel
that are made by emerghagonomy fims, those that involve target firms in more
advanced economies (characterized by higjuality complementary resources
and developed institutional environment) will generate greater abnormal
returns/value. Their findings show positive abnormal returnshéo acquiring
firms in the postacquisition period. Theywrgue that international acquisitions
facilitate internalization of tangible and intangible resources that are both difficult
to trade through market transactions and take time to develop intertmally
constituting an important strategic lever of value creation for emesginogomy
firms. Furthermore, the magnitude of value created will be higher when the target
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firms are located in advanced economic and institutional environments: country
marketsthat carry the promise of higher quality of resources, and therefore,

stronger complementarity to the existing capabilities of emerging economy firms.

4.10.1 Indian Stock Market Studies

Srivastava(1984) examined the relationship between earnings and dividends
stock market performance. They examined 327 companies for the yeaB3982
and concluded that high dividend rates are associated with higher market prices of
securities. The study found that the Modiglidiller modelis not applicable in

the Indian catext.

There are several studies from Inthathavecommented upon the Indian capital
market in generaland trading systems in the stock exchanges in partjcutar

which suggest that the systems therein are rather antiquated and ine#ictent
suffer from major weaknesses and malpractices. According to most of these
studies, significant reforms are required if the stock exchanges are to be geared up
for the envisaged growth in the Indian capital market. The studies include: Sahni
(1985, Kothari (1986, Lal (1990, Chandra(1990b), Francis(1991), Ramesh
Gupta (1992 (1991, Raghunathan, Varm#1992, Gupta (1992 and Sinha

(1983.

The investment decision making process of individuals has been explored through
experiments by Barua and Srinivagd886 (1991 (198%. They concluded that

the risk perception of individuals is significantly influenced by the skewness of
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the return distbution. This implies that while taking investment decisions,
investors are concerned about the possibility of maximum losses in addition to the
variability of returns. Thus the mean variance framework does not fully explain

the investment decision makipgocess of individuals.

Bhat (1988 studies the relationship between the regional market indices in the
Indian stock market over the period 1993 using monthly data. He finds that the

regional price indicators respond immediately to the all India index, but cautions
that his study is notdeequate to conclude the existence of an integrated national

market.

Subramaniam(1989 found that in the case of political events, the market
appeared to respond more efficiently to evemitere thempact on share values
wascharactesed by low complexity and high clarity. The market seemed to have
difficulty with ambiguous and complex events. Ramachand/#85 and
Srinivasan(1988 found that the market was by and large efficient in responding

to the information content of bonus issa@sl rights issues respectively.

4.11 Boards and Performance

The literature relating tboardsof directorsis reviewed inorder to understand the

dynamics oboardsin decision making and value addition.

Yermack(1996 found a negative relationship between board size and firm market

value, using a sample of large US public companies. Similar results were reported
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using European data. Eisenberg, Sundgren & W&R98 studied small non

listed Finnish firms and found aegative correlation between firm profitability

and the size of the board. The study by Conyon and @888 showed inverse
relationships between return on shareho
European countries. Expanding the number of direqioosides an increased

pool of expertise because larger boards are likely to have more knowledge and

skills at their disposal. Besides, large boards may be able to draw on a variety of
perspectives on corporate strategy and may reduce dominatiagheb@EO

(Forbes & Miliken, 1999 (Goodstein, Gautam, & Boeker, 1994owever,

increasing board size might significantly inhibit board processes due to potential
problems withgroup dynamics associated with large groups. Larger boards are

more difficult to coordaate and may experience problems with communication

and organgation Furthermore, large boards may face decreased levels of
motivation and participation and are prone to develop factions and coalitions.

Finally, boards may have difficulties to further eslveness and may suffer from

a diffusion of responsibility or Asoci a
Consequently, these group dynamic problems may hinder boards of directors in
reaching a consensus on important decisions and may put a barrer alility

of the board to contrahanagemenfJudge& Zeithaml, 1992; Goodstein et al.,

1994; Eisenberg et al., 1998; ForlgeMilken, 1999;Golden & Zajac, 20011

The number of directors is a relevant feature that can have much to do with board
monitoring and control activity. Irfact, the ability of the board to monitor can
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increaseas more directors are adddulit the benefits can be outweighed by the
costs in terms of poor communication and decisi@king associated with larger
groups(Lipton & Lorsch, 1992, (Jensen, 1993along with the fact that the CEO

may be more likely to control the board of directors. There are number of studies
focusing on the role and proportion of inside, outside and independent directors.
In general, two theories for the basis for the reliance on insider or outsider
dominated boards. Agency theory focuses on the conflicts of interest that occur
among the shareholders (principals) and the managers (agents), stemming from
the separation of ownership and control. Mamagého gain control may have the
potential to pursue actions that maximize their-sefrest at the expense of the
shareholders. The board of directors is one of the mechanisms designed to
monitor these conflicts of intere§lensen & Meckling, 1976ana & Jensen,

1983. Thus, from an agency perspective, boards should be able to act
independent of management and therefore must include a preponderance of

outside directors.

The opposite perspective is grounded in stewardship theory. According to
stewardshp theory, managers are good stewards of company assets. Managers do
not misappropriate corporate resources at any price because they have a range of
nonfinancial motives, such as the intrinsic satisfaction of successful performance,
the need for achieveme and recognitionetc. Reallocation of control from

shareholders to management leads to maximization of corporate profits and hence,
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shareholders returfMuth & Donaldson, 1998 Following this reasoning, boards

of directors dominated by insiders gmeferable.

Academic research provides evidence that suppath perspectives. The effect

of outsiderdominated board on performance is indeed contradictory. Greater
representation of outside directors on the board has a negative impact on firm
performarc e , as measur @Adrawhl & Kioeberi 1086send @n
Market Value AddedColes, McWilliams, & Sen, 2001In contrast, Rosenstein

and Whyatt (1990 found that a clearly identifiable announcement of the
appointment of an outside director leads toirarease in shareholdéra/ealth.
Baysinger and Butle(1995 alsoreported that firms with higher proportions of
independent directors ended up with superior performance records. Wagner et al
(1998 conclude that both greater insider and outsider reptatsen can have a
positive impact on performance, while other studies conclude that there is
virtually no relationship between board composition and firm performance

(Dalton, Daily, Elilstrand, & Johnson, 1998ermailin & Wiesbach, 2000

Evidence suggestthat board composition is also related to strategic decisions
taken by the board and to the monitoring of management. Outkidanated
boards are more involved in restructuring decisi¢hshnson, Ellstrand, & Daily,
1996 and positively influence diversification strateg{@aysinger & Hoskisson,
1990. Similarly, higher insider representation has a negative effect on overall
board involvement in the strategic decisiaking procesg¢Judge & Zeithaml,

1992. The presenceof outside directors has a negative implication for the
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intensity of R&D (Baysinger and Hoskisson, 1990). The inclusion of insiders in
the board may be useful because they have access to information relevant to
outside directors in assessing both strategwtiatives and managerial

performancéFamag& Jensenl983 Baysinget& Butler, 1995.

CEO duality has been the dominant board leadership structure of US corporations,
in which 7080% of them combine the roles of chief executive officer (CEO) and
chairpeson (Rechner & Dalton, 1991 However, the prevalent corporate
governance practice in Europe separates the CEO and chairperson, while only
10% of UK publicly-listed companies combine these two rol€sles, et al.,

2001 Higgs, 2003 Kang & Zardkoohi, 208). On the other side of the world, the
board leadership structure of Asian companies lies in the middle of these two
extremes. Hong Kong is a former British colony and has a-desiloped
regulatory framework and capital market. Hong Kong companies are
characterged by their concentrated ownership, and most have a major shareholder
or controlling family (HKSA, 1995 Claessens, Djankov, & Lang, 2000dahe
proportion of CEO duality for public companies in Hong Kong w&% &# 1996

(Gul & Leung, 200%, and52% from 1995 t01998 (Chen, Cheung, Stouraitis, &
Wong, 200%. India and Hong Kong companies do not have the same corporate
governance structure #% US and Western companiesythe empirical findings

for US companies may not apply to Hong Kong an@iofsian companies.

Most of the research suggests that paying high premiums is likely to result in

negativefirm performance, due to an inability to earn adequate returns beyond the
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premiums paidDatta, et al., 1992 A large premium places a major bunden

managers of the acquiring firm to recoup those costs and extract sufficient
synergies from the merged firm. Research suggests that about 70% of acquiring
firms fail to deliver the necessary results to recoup the premium payment

(Sirower, 1997.

One rason for high premiums is executive huljfi®oll, 198§. In this context,

hubris iIs executivesd overconfidence tha
when the firm is acquired and integrated. Yet, firms acquired where hubris is a

major factor are uriiely to achieve the needed synergy. As a result, firms may

pay too high a premium and are unable to earn adequate returns to compensate for

the premium and also produce a positive reiiitayward & Hambrick, 1997).

When hubris is instrumental in the acquisition, it is not uncommon for the CEO to

do a less than adequate job of due diligence or to ignore negative information

provided by the due diligence proce@dditt, Harrison, & Ireland, 2001

4.12 Conclusions

It is evdent from the literature reviewed above that most of the studies conducted
are from mature markets and the findings reveal varied results relating to the
abnormal returns around the event window. The outcomes of the empirical
findings are mixed. There i unanimity in their findings in shetérm and long

term studies.
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The review of the literature also reveals various issues relating to benchmarking
and shows how the use of various benchmarks might produce different results
given the same sampl€he literature reviewed the experiences of mature markets

and emerging markets with special reference to Indian studies. The study also

reviewed the methods used in prior studies and identified the gaps in the literature.

Majority of the Indian studies documented the literature are focused on
examining the trends and patterns of OFDI in India, regulatory issues, motives
and magnitude and composition of Indian OFDI. Notable among them is the
emerging pattern of India's outward foreign direct investment unflaemce of

state policy: a macro vieSingh & Jain, 2009Nayyar, 2008;Rajan, 2000 &
Kumar 2008. The study of Kale (2009) considered only small scale companies
which involved the investments less than USD$48 million. The study of Gubbi,
Aulakh, Ray, & Qittoor (Gubbi, et al., 20I0examined the postcquisition
performance for a sample size of 412. Their study did not examine the short term
announcement effecthe study of Zhu & Malhotra, (2008) considered short term
and long term performance of Indiaoquiring firms. But it is limited in scope in
which it considered only service sectopnss border mergers and acquisitions by

Indian corporates in the US only.

The study is important because it is the first to assess the success of Indian
corporates involved in overseas investments from the short term and long term
perspective and across sectofdie study now proceeds to look into the

experience of the Indian quorates involved in OFDI related M&As. The
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following chapter will present research methods to assess the performance of the

Indian corporates involveid OFDI related M&As.
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Table4-1: Evidence from Shoitun Event Studies

Author(s) Period of | Details of Country Event Main findings
(year) sample window
study
Firth (1980) | 196975 642 UK Announcem | Average cumulated e si dual s
takeovers ent during the announcement mon
(statistical significance not reported).
Month
Dodd (1980) | 197077 151 us -40 to +40| Bidders earn0.23% (insignificant) at
takeovers days theannouncement date from completg
bids.
241
Bradleyet al. | 196280 successful | US -20 to +20| Unsuccessful bidders gain, on avera
(1983) bidders and days 2.32% over-20 to +1 day, but losg
targets, 94 2.96% as soon as the bid failure
unsuccessfu revealed (+2 to +20 days). Bo
| bidders statistically significant.
Unsuccessful bidders exhib
insignificant gains 0f0.64% over-20
to +20 day period.
1058
Franks and 195585 bidders, UK -4t0+1 Bidders earn around 1% avera
Harris 1898 target] months abnormal returns during th
firms announcement month (significant).
(1989 (all
successful) During the period-4 to +1 month,
bidders gain between 2.4% and 7.9
depending on the abnormal retur|
measure (both significant).
87 targets
Langet al. 196886 and bidders US -5to+5 Negative impact on bidder returns wh
(1989) from days the bid is maddémb
successful
tender offers Acquirers earn 0.8% from unoppos
bids and-0.14% from opposed bid
(neither is significant).
228 hostile
Mitchell and | 198088 targets, 240 US -1to +1 Abnormal returns of -1.66% to
friendly acquiring firms that are restructurg
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Lehn targets, 232 days following the bid and 0.70% td
bidders acquiring firms that are not restructur
(1990) in the postbid period (both significant)|
87 tagets
Langet al. 196886 and bidders| US -5t0+5 Negative abnormal returns rangir
(1991) from days from -6% to-7% from single, oppose
successful bids (significant).  Insignificant
tender offers abnormal returns to multiplegpposed
bids.
177 bidders
Smith and 198086 and targets | US 5 days Bidders lose0.23% over1 to 0 days
Kim (1994) before the | (significant).
initial bid
and 5 days
after the
final bid
178
Holl and 197989 successful | UK Oto +2 Negative abnormal returns ef.25% to
Kyriazis bids months bidders two months after the big
(1997) announcement (significant).
1660
Higson and 197590 acquirers UK 0to+3 Insignificant gains betwee
Elliot (1998) and targets months announcement until completion.
Negative acquirer
(significant) from the acquisition of
|l arge targets (i
market capitalization).
278
Walker 198096 acquisitions,| US -2t0+2 Negative market adjusted abnormal
(2000) 230 days returns of T1T0.8409
mergers,
48  tender No significant abnormaiketurns based
offers on the industry and size matched
benchmark portfolios.
519 listed
Sudarsanam | 198395 acquirers UK -1to +1 day | Bidders earn abnormal returns
& Mahate between -1.39% and -1.47% (all
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(2003) significant) using a variety o
benchmarks.
285 mergers
Gupta & 198098 and us -10 to +10 Bidders lose a significant 1.57% ov
Misra acquisitions days the -1 to 0 day period. Returns for th
T 10 -2tdays or +1 to +10 days a
(2004) insignificant. The returns are calculat
from a market
model, based on an equally weightg
market index.
A regression of the suiamples of bidg
with positive returns and those wil
negative returns shows that in t
negative return regression, relative s
does not
matter. In the positive return regressig
bids fa targets with relatively high
transaction values impact positively
announcement returns
5726
Song & 198501 mergers and US -1 to 0 days | Acquiring firms with a period of mor¢
Walking acquisitions than a year of 0
receive apositive abnormal return o
(2004) about 1 %. Acquir ¢
period of less than a year eq
insignificant returns.
262
Campa & 199800 European EU -30 to +30 Regul at ed EU acq
mergers and days over 60 days around the bi
Hernando acquisitions announcement. Bidders fro
(2004) unregulated industries do not eq
significant returns for the same period
238 mergers
BenAmar & | 199800 and Canada -lto+1 Acquiring firms earn 1.6%ver 3 days.
acquisitions days Returns are calculated using the mar
Andre (2006) by 138 model.
Canadian
firms

Source: Compiled from prior studies
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Table4-2: Evidence from Longun Event Studies

Author(s) Period Details of Countr Event Main findings
(year) of sample y window
study
Firth (1980) | 196975 | 642 takeovers| UK -48 to + 36| -1.0% to unsuccessful anet.8% to
months successful bidders over 84 mont
around the announcement da
(statistical significance not reported).
Asquith 196276 | 285takeovers | US +1 to +240| Losses of-7.2% to successful bidde
(1983 days and -9.6% to unsuccessful bidders
the  postoutcome  period  (bot
significant).
Bradleyet al. | 196280 | 241 successfu| US -6 to +60| No significant gains to unsuccessfy
(1983) and months bidders over the period20 to +180
days following the bid announcement.
94
unsuccessful
bidders
256 acquiring
Malatesta 196974 | firms us -60 to +12 0.043% average abnormal return fren
(1983) months 60 months until the announceme
month (significant).-0.054% average
abnormal return (significant) fron
month 1 after the bid until 6 month
afterwards.
Franks and 195585 | 1058 bidders, | UK 0to +24 -12.6% significant average abnorm
Harris 1898 months return
(1989) target  firms, from the market model. +4.5% avera
all successful abnormal return (significant) from th
CAPM.
529 mergers
Limmack 197786 | and UK Oto +24 Insignificant -1.66% from month 0 tg
(1991 acquisitions months 12 months after the bid an

insignificant -4.67% over 24 month
(CAPM).

- 5.55% (significant) after 12 month
and

-14.96% (significant) after 24 month
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(Market Model).

Agrawalet al. | 195587 | 937 mergers | US Oto +5years | Abnormal returns of -10.26%
and 227 (significant) to acquirers 5 yea
(1992) tender following the bid.
offers Mergers exhibit significantly negativ
abnormal returns ofl0% while tende
offers show insignificant abnorma
returns up to 5 years after the bid.
Gregory 195585 | 420 UK UK 0to +24 Different benchmark method
(1997) takeovers with months controlling for firm size, risk and
bid values growth opportunities reveal significa
abnormal returns from-8.15% to -
>£10 million 11.25% over the 2#onth post
acquisition period. Between 31% a
37% of firms earn positive abnorm
returns.
434 mergers
Loughran and| 197089 | and  tender| us Oto+5years |Average acquirer
Vijh offers (insignificant) 5 years after the bid.
(1997)
1660
Higson and | 197590 | acquirers ang Uk Oto+3 Insignificant gains 0£0.74% over +1 tq
Elliot targets months +12 months,-0.14% after 24 monthg
+0.83% after 36 months (g
(1998) insignificant).
519 listed
Sudarsanam | 198395 | acquirers UK +1to +750 Significant abnormal returns of betwe
and days -8.71 and -21.89% (all significant)
basel on size and MTB ratio portfoli
Mahate return adjustment, market return a
(2003) mean adjustment.
Gregory and | 198492 | 197 bids by| US,EU, | Oto +5 years | Significant abnormal return 0f9.36
UK Acquirers | Non- and -27% over years +3 and +
McCorriston on US targets| US/EU respectively in the US.
(2005) 97 bids by UK
acquirers  on No significant abnormal returns frof
EU  targets EU bids, but positive gains from big

and 39 bids by
UK acquirers
on targets

from countries

other than EU countries or the US.
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other than US
or EU

Connet al. 198498 | 131 cross| UK 0to +36 Public domestic bidders l0sd9.78%
(2005) border public months on average over 36 months. The BHA
targets, 1009 returns are control firm adjustg
cross border (matched by size and MTB ratios).
bids on
private
targets, 2628
bids on
domesic
private targets
Alexandritis | 199198 | 179 successfu| UK 0to +36 Abnormal loss of betweer0.55% to
et al. public months 1.02%
acquiring
(2006) (all significant) from the CAPM ang
firms Fama and French models. Both bag

on equally weighted and valu
weighted portfolios.

Source: Compiled from prior studies
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CHAPTERS5: RESEARCH METHODOLOGY

5.1 Introduction

This chapter presentie researcmethods useth the study From theshortterm
perspective the research measures tla@mnouncement effects of OFDélated
M& As by Indian corporates-rom the longterm perspectivehe effects of OFDI
related M&As in terms of value creation following the acquisitiares measured
The chaptealso outlines the approatdéiken to explaithe variations in outcomes
at firm-specific level and presents the appach taken to identify the drivers

behind OFD{ related M&ASs.

The chapter is organised intureeparts:

Part A dealsvith methods used to examigeort termperformance

Part B deals witmethods used to examitengtermperformance

Part C outlines thapproach for theoretical explanations

5.2 Part A: Short Term Methods

This chapter presents the models and approaches used to investigate the market
reactionsto the announcements dtfe thirty outward foreign direct investment

(OFDI) relatedmergers and acqui®ns (M&As) by Indian corporates
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Research Questions

It is evident fromChapter4 that the majority of the prior research relates to
M&As from mature marketsThe study is important because it is the first to
assess the success of Indian corporates involved in overseas investments from the
short term and long term perspective and across settwrsstudy fills the gap in

the literature in which it examines thggregate performance and also looks into
firm specific level performancdBesides, e present study is wider in scope and

the sample considered for the study includes Indian corporates involved in OFDI
related M&As across seven sectoree studywill addressthe followingresearch

questionfrom short term perspective

- How does the market react amnouncementsf OFDI relatedM&A s by

Indian corporate

5.2.1 Research Hypothesis

The study uses the event method to test the stock market reactions toe@kdl
M&A announcementdy Indian corporatesvith the following hypothesi®ver

the three day event window:

Ho: There are no abnormal returns on the announcement day (0) following the

announcement of OFDI related M&As.
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5.2.2 Research Method

The research metll is categorised into three. First, the study presents the
relevance of event studies from the shertn perspective. Second, the study
deals with the event window framework and its taxonomy. Third, it deals with the

procedures involved in measuring #teck value and test statistics.

5.2.3 About Event Study Methods

Event studies have been ussdce the early 193Q8/ackinlay, 1997. The event

study method is a widely used procedure for assessing the economic impact of
new information on equity value. It is a commonly employed research method
which is used as an attempt to separate
return br some posevent estimation period. This method is applied to a variety

of situations ranging from firrspecific to economyvide. Some examples include

earnings announcements, initial public offerings, share repurchases, mergers,
acquisitions, stock sp#i, and macre&conomic variables such as the trade deficit,

etc. Bruner (2002 points out that of the four research approaches that are
employed to measure M&A profitability (event studies, accounting studies,

surveys, and clinical studies) event studiesuty dominate in the literature.

The event study method is based on the assumption that capital markets are
efficient for estimating the impact of new information on anticipated future profits
of firms. The core assumption of event study methodologlasit information

communicated to the market contains any useful and surprising content an
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abnormal return will occur. In a capital market with satnong efficiency one
can assess the impact of the event in question on the market value of the company
by calculating the abnormal return, i.e., the difference between the actual post

event return and the return expected in the absence of the(\aakinlay, 1997.

The procedure involved in conducting an event study is sequenced as follows:
Define the evento be tested, define abnormal returns, define theepeat, event,

and postvent observation windows, collect a set of events from an unbiased
dataset, measure and test aggregate abnormal performanesgmistHowever,

one need to be cautious abouhé assumptions used in the event method
McWilliams and Siege(1997 presented a vigorous discussion on this issue. The

main points of their concerns are presented below:

1 An important assumption of an event study is that markets are efficient.
Market eficiency implies that stock prices incorporate all relevant
information that is available to market traders and any new information
(such as an M&A announcement) will be immediately reflected in the

stock price. This assumption is more appropriate for & sient window.

1 The second assumption is that the event is totally unanticipated and traders
gain information from the announcement only. However, it is possible that
an event will have been anticipated or information leaked to the market in
advance of a formal announcemeln such situations an event study will

beinappropriate.
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1 The third assumption is based on the claim that a researcher has isolated
the effect of an event from the effects of other events. It is assumed that

there are no confounding effects from othezres?.

1 Finally, in event studies, it is generally assumed that there is no- cross
sectional dependence among different events. Brown and WAI9%H
investigated this issue and concluded that there is no substantial impact on
the outcome. However, Brown and War(E985)maintainadjustment for
crosssectional dependence is not always necessary for reasonable test
statistic specification. If the degreof dependence is small, as in studies
where event dates are not clustered, ignoring the dependence induces little
bias in variance estimates. Furthermore, dependence adjustment can

actually be harmful compared to procedures which assume independence.

5.2.4 Event Window Framework and Taxonomy

According toMcKinlay (1997, an event study can be roughly categorised into the

following five steps:
1. Identifying the events of interest and defining the event window size

2. Selection of the sample set of firms to includehie analysis.

? Confounding events can include the declaration of dividends, announcement of
an impending merge announcement of a new product, announcement of
unexpected earnings, change in key executates
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3. Prediction of a Anormal o return duri ni

the event

4. Calculation of the abnormal return within the event window, where the
abnormal return is defined as the difference between the actual and

predicted returns.

5. Testing whether the abnormal return is statistically different from zero.

To facilitate the measurement and analysis of the abnormal returns the study
defines some notations. Returns will be indexed in the event timef uBi@ining

t=0 as the event gaf=T; + 1=Tb represents the event window, and
t=Tot 1tot Tsconstitutes the estimation window. Ugt=T; T ToandL, =T,

I T1 be the length of the estimation window and the event window respectively. It
is important to note that ispite of the event being considered on a given date it is
typical to set the event window length larger than one (McKinlay, 1997). This
makes possible the use of abnormal returns around the event day in the analysis.
When appropriate, the post event windowl Wwé from ¢ = Tzand of lengthLz =

T31 T,. The timing sequence is illustrated with a time line in Figure 1.

Figure 1: Time line for event studies
[estimation window] [event window] [postevent window]
I | I I I

To T1 0 T T3
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It is importantthatthe estimation window and the event window do not overlap.
This design provides for the parameters of the normal return model which are not
influenced by the returns around the event. Including the event window in the
estimation of the normal model parameters could lead to the event returns having
a large influence on the normal return measure. In this situation the normal and
the abnormal rerns would contain the event impact. This would be problematic
because the methodology is built around the assumption that the announcement
effect is observed through the abnormal returns on the announcement day. The
intention of this approach is to incesathe robustness of the normal market return

measure to gradual changes in its parameters.

McWilliams and Siega(1997)suggest that the length of the event window is the
most crucial research design issue in an event study. In deciding the length of the
event window, it is important to understand that the event window should be short
enough to increase the power of the test and at the same time it should be long

enough to capture the full (considerable) effect of the event under consideration.

5.2.5 Event StudyApproaches

In the literature, a variety of models have been proposed, analysed and/or used to
measure the expected rate of return and then calculate the abnormal return
estimates. Abnormal returrsse measuredased on any of the following given

models:

1 Meanadjusted returnsiodel
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1 Marketadjusted returnsiodel
1 Market model returns

This section analyses and appraises the three models mentioned above.

1) Mean-adjusted returns

This is calculated by subtracting the average return for stock i during the
estimation period from the stock returns during the event periods. This method
does not explicitly control for the risk of the stock or the return on the market
portfolio duringeventperiods. This approach is simpler because it estimates only

one parameter andarket returns are not required.

=f« J 6 31 -7 (1)

From the expression given abowg can be defined as the excess return for
security i at day tYy, is the observed arithmetic return for security i at day t and

'Y "QB expected average return.

2) Market Adjusted Model (MAR):

Under the markeadjusted return model, the return on market index is subtracted
from the return of firm security. Thisiethod is simpler than estimating market
mo d e | abnor mal returns because it is

this model is used, no statistical parameters are estimated.

137



Chapter 51 Research Methodology

The abnormal return for securityn month t is
-2 2 2 o
WhereRiisthe monthly et ur n f or s ecur2i tsyhemonthly n mont

return on the market index.

3) Market Model (MM)

The market model approach is straidotward and relatively easy to use
(Binder, 1998. Parameters are estimated using agwet period sample with
ordinary least squares regression. The parameter estimates and the event period
stock and market index returns are useccdatcubte the abnormal returns. It
involves two steps to estimate the abnormal returns. In the first step perame

are estimated and in the second step abnormal returns are estimated. This method
controls for the risk (market factor beta) of the stock and movement of the market

during the event period.

The normal expected return using the market model is

i1 N €
Where ;and b are market model par ameter es
mont hly returns f or -waghtedunraikdt seturdsioder tien t h e

estimation period.

5.2.6 Measuring AR under OLS Market Model

The market eaction to short run sentiment of acquisition performance is

measured by calculating the Abnormal Returns (AR), Cumulative Abnormal
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Returns (CAR) and Average Abnormal Retuth&ind Standardise@umulative

Abnormal Returns (SAR).

Measuring Abnormal Retos (AR), Cumulative Abnormal Returns (CAR)
Average AbnormalReturns and StandardisedCumulative Abnormal Returns

(SCAR).

1) Abnormal Returns
According to the market regression model abnormal returns are defined as the
returns over the event window mintise normal returns, i. gthe returns that
would be expected if the eveniddnot take place(Campbell, Andrew, &
Mackinlay, 1997. Intuitively, abnormal returns indicate the market response to

the announced eve(dnand & Singh, 199y

Anm im0 N ATCTHTETT
Under null hypothesis (§ the distribution of abnormal returns in the event
window is assumed to be normally distributed with zero mean and constant

variance, as shown below:

An lE X CECER AR ATTHTE T T
2) Cumulative Abnormal Returns

The daily abnormal returns are summed up over the event window to derive the

cumulative abnormal returns (CARS).
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—_
—_—

AAR I AR AT CTHTE T
-

3) Average Abnormal Returns
Average Abnormal Returns are obtained by averaging the residuals across firms
on adayt.

E

AAR = O ATTTHTE T
[

|

Where Nis the number of companies under consideration with a return in event

window t. The AAR minimises the impact of other information, except the

announcement about the OFi2lated M&As, because they are calculated across

the sample for the given day.

4) Standardised Abnormal Returns:

The wealth effects following the announcements are also teststhiyardising

the abnormal return3hat is, through standardising the abnormal returns with the
estimated standard deviation. This approach provides robust resudesthis
method assumes that the evartuced increase in the variance is proportional for
each firm. Portfolio abnormal returns are standardised in order to produce
independent and identically diguted abnormal return@aul. Asquith & Kim,

1982.

The procedure is as follows:
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AR obtained from (7) above should be divided by its estimated standard deviation
to yield a standardised abnormal retur's;.

A s  Angd Ang AT THTETT
Where

AR UB Ahx Al AT CTHTE 1T

The sum of the standardised abnormal returns (throughstmes) is referretb

as standardised cumulative abnormal returns (SCAR).

5.2.7 Approaches of the Present Study

The study adopts an event study method and aisesket model involvinghirty
OFDI relatedM&A s by Indian corporatebetween 2000 and 2008 from seven
sectors (1) Metals & Mining; (2) Oil, Gas & Energy(3) Chemical/Fertilisers(4)
Food & Beverages; (5) Information Technology; (6) Healthcare &

Pharmaceuticajsand (7) Manufacturing & Processing

To capture the effect of trade following the announcement, the study extends the
interval to preevent day {1). (0) event day (announcement day) aodtevent
day (+1). The study tests the value effects of the Gelted M&As firm
securities transacted on the Indian Bombay Stock Exchange @&@®&©unding

the event window
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The study follows the method adopted by Scholg872 to examine the
announcemeneffect relating to the acquisitions by the OFElated Indian
corporates in the stock market on the event day. The method used by Scholes is
an adaptation of the method used by F&b®69. According to Scholes (1972), a
secondary distribution (evenistribution) is an infrequent event for any particular
company** Brown and Warne¢1985) conclude that a simple methodology based

on the market model is both walpecified and relatively powerful under a wide

variety of conditions, and in special casesresimpler methods also perform well.

Movements in security prices are associated with mavicgg information that
differentially affects the value of securities. The market model proposed by
Sharpe(1963 and tested by Blumé¢l968 provides a particularly simple and
effective way to do s&! The model assumes that individual security returps, R

are linearly related to the returns on a market portfolig; &d that the usual
assumptions of the regression model are satistiigis assumed to be zerbhe

market model asserts that

“Eugene Fama, Lawrence Fisher, MichaelJé€nsen, and Richard Rolised a
similar approach in their study but used the logarithmic or continuously
compounded rate of return on securities.

“See William F. Sharpgl963).

> Extensive tests of this model by Blume and by Fama et al. indicate that the

assumptions of linedsi, stationarity, and serial independence of the residuals are

not violated. The estimated residuals, however, appear to be more closely
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Ni1 0 i €
Where,
Rit= Returns for firm i for the day t, measured

Rmt: = Market portfolio return for the dayt,

U =It is the constant return on the share price

b= Sensitivity of the return on the share i to the varratim the return of the
market

U= Residual or random disturbance

The advantage of the shorter window is thhé results will be typically

insensitive to the model choseor the expected returrfMoeller.S, et al., 2003

Following the literature, his study will concentrate only on a shaih event

study method, restricting analysis to a short event window (closely surrounding

the announcement dayJhe event date for the study is set to be the date of
announcement of a respective M&A evehhis provides the best comparison of

the various methods because the shorter the event window, the more precise the
tests. The three da}y6, 6élinevhichtne eventiwmdooww i nc |
is made up of one day prior to the announcement day, the announcement day and

a day following the announcement day.

approximated by a member of the stable class of distributions with a characteristic
exponent of less than two.
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5.2.8 How is the present study different from the prior studies?

The present study is different from the extant literaturéhen following given

ways: First, it has no problems with missing data and therefore eliminates the
need forrebalancing which is prominent among the issues identified in the prior
studies. This idecause the sample size in this study is smalltadirms chosen

are listed on the BSE for the entire study period. Hence, the problem of
rebalancing is ot an issue in contrast to tipeevious studies of mature markets
where the sample size was laayel the period of study was vast, extending three

to four decades, and where the data was drawn from data bases like CRSP. The
length of the estimation period was more than 250 days unlike this present study

which is 100 days.

Most of the prior studies clbse more than 100 hundred dasan estimation
period because of the rebalancing problem. But after making adjustments to
ensure continuity in the time series of the data, the number of days is normally
reduced closer to 100. The estimation period ofpilesent study is 100 dayis.
spite of these variations, the estimation period chosen for the present study is in

line with the literature.

It is evident from thditerature presented i@hapter4 thatthough the estimation
period is 250 days, 100 days is considered to fit the selection criteria. Hence, the

period of the present study is intact with the literature.
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5.2.9 Sample and Data

The present study measures the shamt performance othirty OFDI relged

M&As by Indian companies. The study considers a tal@e shortevent window
surrounding the acquisition announcement period. It includes a day prior to the
announcement and the event day (announcement day) and a day following the
announcement he stuly will concentrate only on a shenin event study method,
restricting analysis to a short event window (closely surrounding the
announcement day)The event date for the study is set to be the date of
announcement dherespective M&A eventThis provices the best comparison of

the various methods because the shorter the event window, the more precise the

tests.

The coefficients of the market model are estimated using 100 days of stock return
data on each security in the sampletlfty OFDI related Imlian corporates
involved in acquisitions from the BSE Index (Bombay Stock Exchafge)U &

b are the OLS parameter estimates obtained in the regressions for the fieeod t
dayspreceding the eventhe method of estimation period is the samadispted

by Scholes (1972with the exception that the presstidydoesnot include post

event data in the estimation periodhe estimation period excluddise days

prior to the event dayhe estimation period of the market model is 100 days.

Returrs are calculated as the difference in natural logarithm of two consecutive

daily stock pricesl t estimates each securityo6s
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market portfolio. The Bombay Stock Exchange (BSE) Price Index is used as a
proxy for the market paoialio. It controls for marketvide variations through the
independent variable ) Any variation due to factors not present in the market

portfolio wildl be campmtured in the disturl

The data is obtained from the CMIE data Prowessporatedocuments,and
Thompson Banker The announcement dates are obtained from the daily
newspapersThe data used involves firm stock returns and market returns on the
Bombay Stock Exchange (BSH)he test results will be processed using STATA,

e-views softwareapplications.

5.3 Part B: Long term Methodology

It is evident from part A that the approaches and methods used to estimate
abnormal returns from shortterm perspective are quite straight forward meaning
there are not many issues relating to the models udelike the shorterm
studies the approaches and methods employed in-teng studies to estimate
abnormal returns are varied in the extant literature and pose challenges to

researchers.

5.3.1 Introduction

It is evident from the prior studie€kapter4) tha over the last two decades
merges and acquisitioa related issues have drawn considerable interest from

practitioners and academics. As a result, scores of empirical studies have
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documented various aspects of M&Ancluding trends in M&A activity, and
characteristics of the transactions and corresponding gains or losses to
shareholders. This chapter presents the methedd to examine the lofgrm
performance of OFDielated Indian corporates following merger and acquisition

activity.

While a majorityof the existing empirical evidence focuses on stock returns
immediately surrounding announcement dates, a smaller body of research has

examined longun postacquisition returngMartynova & Renneboog, 20D8

According to Malkiel (2003 the stock marketni the short runis a voting
mechanismwhile in the long run it is a weighing mechanism. True value will win
out in the end. And before the fact, there is no way in which investors can reliably
exploit any anomalies or patterns that might exi$t. is scepticalabout the
predictable patterns that have been documented in the literature were ever
sufficiently robust so as to have created profitable investment opportunities and
after they have been discovered and publicized, they will certainly not allow

investors to earn excess returns

The majority of the londnorizon studies examined US data and concluded that
acquiring firms experience significant negative abnormal returns over-amne
threeyear period after the mergéAgrawal, et al., 1992 & (Moeller.S, et al.,
2003. It was pointed out by Fan{@998 and Mitchell and Stafford2000 that

many empirical studies employ different methodological choices (¢wveatvs.
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calendaitime approach) and that various factors (such as payment methods,

merger, or tender offer) may affect the conclusions of these papers.

Besides, it is evident from the extant literature from the Indian context that the
majority of studies examined the trends and patterns of foreign direct investments
involving crossborder nergers and acquisitions. Thexee fewstudies that have
examined the posicquisition performance of Indian firms which they
examineddomestic acquisitionsnly. The present study will fill the gaps of the
prevailing Indian literature and examinehet postacquisition longterm
performance of the OFDrelated Indian acquiring firms. It examines the
shareholders wealth effects as a consequendbirtf OFDI related M&Asby

Indian corporatesThe study raises the following research question basdteo

reviewof literature presented in Chapter

1 Is there any value creation to the shareholders in theapgsisition

period following OFDlIrelated M&A activity?

5.3.2 Hypotheses of the Study:

The study proposes to test the following two null hypotheslesing to the long

term performance of OADelated M&As by Indian corporates

1) Ho: There are no longun abnormal returns to the acquiring firms following

acquisition activity
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- This hypothesis is tested by considering the stock mpgtédrmance in
the postacquisition period
2) Ho: Financialperformance in the pesicquisition period is no greater than
thefinancialperformance in the pracquisition period.
- This hypothesis is tested dagd consi der

postevent period

5.3.3 Approaches andmethodsfor estimating abnormal returns in the long

term studies

There are two approaches identified in the literature for estimatingriong

performance. They are: (a) evdimhe approach and (b) calendar time approach.

In the event appixch, the methods used to estimate the-teng abnormal stock
returns can be categorised as: (i) Cumulative Abnormal Returns (CAR) and Buy
andHold Abnormal Returns (BHAR). CAR can be estimated by employing four
models. They are markatjusted model, mket model, mean model and capital
adjustedpricing-model. Like CAR, BHAR is calculated in two ways: by using (i)

a reference portfolio return, and control firm return.

The calendatime portfolio approach was first used by Jaff£974 and
Mandelker (1974)and is advocated bEugene(1998). Further, there are three
calendaitime portfolio methods that are evident in the literature. They include the
Fama and Frenclil993 three factor model, the Mitchell and Stafford (2000)

adjusted intercept approach, ahd Fama French four factor model.

149



Chapter 51 Research Methodology

The models used to estimate the long horizon abnormal returns are presented

below:

1) Market Adjusted Model (MAR)

The abnormal return for securityn month t is
-12 2 2 p
Where2 is the monthlyr et ur n f or securiRyisthe o i n m

monthly return on the market index.

2) Market Model (MM)
The abnormal return using the market model is
12 2 1 12 q
Wheree and b are market model par ameter es

mont hly returns f or -weghtedunraiket seturdsioder tien t h e

estimation period.

3) Cumulative Abnormal Returns
The monthly abnormal returns are summed up over the event period to derive the

cumulative abnormal returns (CARS).

60°Y 0'Y o

4) Capital Asset Pricing Model (CAPM)

=« 1 < =||< 740 < =||<
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Wh er e it CAPM regression model (i.e. slope from a regressiorivof (
Y )on (Y 'Y for the estimation period ard is normally91 days Treasury

bill used as a proxy for the ridkee return.

5) Fama French Three Factor Model
FamaFrench (1992 (1993) provided evidence that the extensively documented
inadequacies of the CAPM model in describing the esession of expected
return are remedied by an expanded form of the CAPM that includes size and

bookto-market factors. Some recent event stsdidjust for both these factors.
A i A 1 Nir N EEE (NER

Where 5. ha: HT H AOtAhe OLS coefficients estimat.
monthly excess returns on the monthly marketesgcreturns, boeto-market,
and size factor returns for the estimation perfod., and 3 - "are the Fama
French booko-market and size factor returr§s- , is the highminuslow book
tomar ket portfoli o r3et"isthe smalminughignsizeh @At 0 a

portfolio return in month Ato.
Factor Portfolios:

The Fama and French model uses three explanatory variables for explaining the
cross section of stock returns. The first is the excess market return-fdcabis
the markéindex return minus the riskee return. The second is the risk factor in

returns relating to size small minus big (SMB). The simple average of the monthly
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returns of the three big size portfolios (B/L, B/M, B/H) is subtracted from the
average of the tee small size portfolios (S/L, S/M, S/H) to get the monthly
return of the SMB factdf This factor is free from BE/ME effects as it has about
the same weightedverage BE/METhe third factor is related to valuehigh

minus low (HML). Each month, the dgrence between the simple average of the
returns on the two high BE/ME portfolios (S/H and B/H) and the two low BE/ME

portfolios (S/L and B/L) is calculatéd It is free of size effects.

6) Buy-and-Hold Abnormal Return (BHAR)
This approach has become ingiegly popular since the end of the 1990s. Barber
and Lyon(1997 and Lyon, Barber, and Ts@i999 propose the use of btgnd
hold abnormal returns. They argue that this method captures investor experience
accurately. In contrast to the CAR method, blag-andhold return (BHAR) has
been defined as the return on karnydhold investment in the sample firm less the
return on a bwandhold investment in an asset/portfolio with an appropriate

expected return, or:

(2 p 2 p 2 0

18 (S/L+S/M+S/H)/3i (B/L+B/M+B/H)/3

Y (SIH+BIH)/21 (SIL+B/L)/2
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To test the null hypotheses that the mean cumulative abnormal returns are equal to

A0o for a sample of fANO, the common par al

A

o) (v axa (! 2r . X
Whered "00 "Yis the sample average anad "06-o¥is the crossectional sample

standard deviations of abnotmal returns |

Like CAR, the expected returns EfRor BHAR (equation 5) is calculadl in two
ways: by using (i) aaference portfolio return, ar{@®avidson, et a).control firm

return.

7) Reference Firm Approach
Under this approach, all the firms listed on a stock exchange are categorised into a
number of groups (generally 25 to 50) ba
Aiboto-lnar ket val ue i nthese groafs iseovasoas a referente o f
portfolio and BHAR is calculated by taking the difference between theabdy
hold return of a sample firm and the bayd-hold return of the closest reference
portfolio in tertwmamKeth sy adbianeld refbrieiddro o k
by Barber and Lyon (1997), BHAR with a reference portfolio is subject to a new

listing bias and a rebalancing bias.

8) Control Firm Approach

¥ In the case of a valueeighted BHAR, the markatalueweighted average BHAR and
corresponding standard deviation in thsatistics.
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As an alternative to the use of reference portfolios for the calculation of abnormal
returns, acontrol firm return is used in the BHAR calculation. In this approach,
sample firms are matched to a control firm on the basis of specified firm
characteristics. Three methods are identified in the literature. They include
matching a sample firm to a cooltifirm closest in size (as measured by market
value of equity), matching a sample firm to a control firm of similar size and
bookto-market ratio, and matching a sample firm to a control firm of similar

bookto-market ratio.

Barber and Lyon (1997) show idence about the efficacy of a control firm
approach for detecting lorgin abnormal stock returns. They document that
matching sample firms to control firms of similar semed bookto-market ratios
yields test statistics that are well specified in almghng situations they

considered.

As per Barber and Lyon (1997he control firm approach eliminates the new
listing bias (since both the sample and control firm must be listed in the identified
event month), the rebalancing bias (since both the samnpleontrol firm returns

are calculated without rebalancing), and the skewness problem (since the sample
and the control firms are equally likely to experience large positive returns).
Finally, the crossectional dependence problem in the test statistécs be

alleviated by the methodology provided by Mitchell & Staff@2600).

9) Wealth Relative Method
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Ritter (1991) proposed the wealth relative model as an alternative to the
cumulative abnormal returns method. This method implicitly assumes monthly

portfdio rebalancing and computes a thggar holding period return as, below:

—

Y P Y

Where i is the return on firm in event month t. This measures the total return
from a buyandhold strategy where a stock is purchased at the first closing
market price after going public and held until the earlier of its three years. Wealth

relative (WR) is a performance measure sndefined as follows:

WR =

A wealth relative of gr &sedcusdtyoutpeffoamingl i s |
the benchmarking firm; a wealth relative of less than 1 indicates that the sample

firm underperformed.

10) T o b i n-& sneaQure to assess the operating performance
Tobin's is aneasure of performance. It is the ratio of the markktevaf a firm's
assets (as measured by the market value of its outstanding stock and debt) to the
replacement cost of the firm's assets (Tobin 1969). If a firm is worth more than its
value based on what it would cost to rebuild it, then excess profitbeang
earned. These profits are above and beyond the level that is necessary to keep the

firm in the industry.
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The advantage of using Tobimss that the difficult problem of estimating either

rates of return or marginal costs is avoided. Ontheotherd, f or Tobi nds
meaningful, one needs accurate measures of both the market value and
replacement cost of a firm's assets. Market capitalisation is the market value of a
company's issued shardisis calculated by multiplying a company's issuedrsh

by the current share price.

It is usually possible to get an accurate estimate for the market value of a firm's
assets by summing the values of the securities that a firm has issued, such as
stocks and bonds. It is much more difficult to obtain atimege of the

replacement costs of its assets, unless financial reports use current value.
Moreover, expenditures on advertising and research and development create

intangible assets but these tend not to be capitalised in balance sheets.

5.3.4 Issues relatingto the methods used in estimating abnormal returns in

the long-period studies

It is evident from the extant literature that the question of which mixdel
appropriate to assess tle@pected returns remains an unresolvedes$ama
(1998) concludes thatll models for expected returns are incomplete descriptions
of the systematic patterns in average returns which can lead to spurious
indications of abnormal performance in an event stuslyues relating tdhe
methods used to assess the lamgn performane are presented below:

1) Market Adjusted Model
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Issues: This model is intuitive and relatively easy to use. However, as Barber
and Lyon (1997) have pointed out, it suffers from three types of biases. First,
the new listing bias arises because in event studfelongrun abnormal
returns, sampled firms generally have a long 4eesiht history of returns,
while firms that constitute the index (or reference portfolio) typically include
new firms that begin trading subsequent to the event month. Second, the
rebdancing bias arises because the compound returns of a reference portfolio,
such as an equally weighted market index, are typically calculated assuming
periodic (generally monthly) rebalancing, while the returns of sample firms
are compounded without rebatang. Third, the skewness bias arises because
long-run abnormal returns are positively skewed. Moreover, this model does
not consider the fAsizeo and the fAbook

determining the abnormal returns.

2) Market Model

Issues: Sioe this model uses the market index return, this would also suffer

from new listing bias and rebalancing bias as discussed above. Another issue

is that this model uses the gr@l period for the identification of and

i parameters, whereas the chagacti st i ¢cs of bi ddersd secu
result of the bid. Post outcome returns would reflect these changes and bias

the resultgLimmack, 199).

3) Capital Asset Pricing Model (CAPM)
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Issues: Issues mentioned for the market model are again applicable for CAPM.
Moreover, this model assumes the stationarity of thefresk rate(Loderer &

Martin, 1993. The risk free rate could be driven up if the acquisition intensity

increases in a ped of time and alternatively, it could decline if the acquisition
activity subsides. I n addi tion, t he CAF
problem, i.e., it assumes that the CAPM truly represents the expected return of the

security(Dutta, 2008.

4) Fama French Three factor Model
Issues:lkenberry, Lakonishok and Vermaeldti999 made two observations
against this approach. First, returns are rebalanced monthly, thus the abnormal
performance measured under this approach is less representative of a realistic
investment strategy. Second, this procedure assumes that the coefficients are
stable over time, which implies that the characteristics of the portfolios are not

changing.

Barber and Lyon (1997) identified two disadvantages of the -flacter model.
They are: First, given four parameters in the regression, it requires at least five
observations of monthly returns pastent. This creates a survivor bias among

remaining sample firmt? The second, observation is similar to lkenberry,

9 |t is not clear, ex ante, what effect this survivor bias tia tests for longun abnormal returns.

The direction of the bias depends on the returns of firms in the months immediately prior to
delisting. In the cas of a merge acquisition, or private transaction, these returns are likely
positive, while in thecase of a bankruptcy or liquidation these returns are likely negative.
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Lakonishok and Vermaele(l995) and further explains that in contrast to the
size/lbookto-mar ket portfoli os, i n which a fir mgd
to change once per year, the regression

size, and booko-market characteristicsastable over tim&

5) Buy-and-Hold-Abnormal Return (BHAR): Reference Firm Approach
The BHAR approach and the characteribi@sed matching approach (BHAR)
have been in use widely following the works of Ikenberry et al. (1995), and
Barber and Lyon (1997), lon et al. (1999). Mitchell and Staffo(@000) termed
BHAR returns aghe average multiyear return from a strategy of investing in all
firms that complete an event and selling at the end of apweified holding
period versus a comparable strategy usitigerwise similar nomvent firms. An
appealing feature for using BHAR is that barydhold-returns better resemble
i nvestorso actual Il nvest ment experience
entailed in other approaches to measuringaidjisted performece? The joint
test problem remains in that any inference on the basis of BHAR hinges on the

validity of the assumption #t event firms differ from thetherwise similar non

%0 Barber and Lyon, considered an alternative application of the FF three factor model, which is
analogous to a traditional market model appro&dstevent abnormal returns can bectdhted
using a sample firmbds r e afjeferendandcentraimethods.ess an e X

2t Apart from similarity with the actual investment experience, the BHAR approach also
avoids biases arising from security microstructure issues wbgfolio performance is
measured with frequent rebalancing (see Bland Stambaugh, 1983, Roll, 1983, and
Ball, Kothari, and Shanken, 1995).
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event firms only in that they experience the event. The researcher implicitly
asumes an expected return model in which the matched characteristics (e.g., size
and bookto-market) perfectly proxy for the expected return on a security. Since
corporate events themselves are unlikely to be random occurrences, i.e., they are
unlikely to ke exogenous with respect to past performance and expected returns,
there is a danger that the event and-eeent samples differ systematically in

their expected returns notwithstanding the matching on certain firm
characteristics. This makes matching amabservable) expected returns more
difficult, especially in the case of event firms experiencing extreme prior

performance.

Issues:Barber and Lyon (1997) present two insights. First, it is problematic to
calculate the abnormal returns using referencdfgims, such as an equally
weighted market index or size decile portfolios. The abnormal returns calculated
using reference portfolios yield test statistics that arespégified (empirical

rejection rates exceed theoretical rejection rates).

The threaeasons identified for the observed biases include:

1) New listing bias, which arises because in event studies of-rlomg
abnormal returns, sampled firms generally have a longgu@stt history
of returns, while firms that constitute the index (or referepadfolio)
typically include new firms that begin trading subsequent to the event

month;
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2) Rebalancing bias, which arises because the compound returns of a
reference portfolio, such as an equally weighted market index, are
typically calculated assuming (genally monthly) rebalancing, while the
returns of sample firms are compounded without rebalancing; and

3) Skewness bias, which arises because -lomg abnormal returns are

positively skewed.

5.3.5 Rationale behind choosing models for the study

The present study measures the lamg performance of 3QFDI related M&As
by Indian companies. The study considers a maximum 36 months following the
acquisition event month. The period of the study signifies acquisition activity and

covers selected Indidirms involved in OFDlrelated M&As during 200008.

The present study pursues two different approaches to test the null hypothesis and
assess the loAgrm performance of the OFDélated M&A firms. The method
chosen is in line with the studies conthet and documented in the literature
(Ikenberry, et al., 1995{Kothari & Warner, 1997a)Lyon, et al., 1999and (Zhu

& Malhotra, 2008). The first is one of the most commonly used techniques in the
literature. i.e., CAR using the market model (see egue above). The market
returns of the Bombay Stock Exchange (BSE) Index and the monthly returns of

the firmon BSEare used.

The coefficients of the market model are estimated u2#hgnonths prior to

acquisition event month. Thaonthly stockreturn d&a for each security in the
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sample of 30 OFDtelatedM&As by Indian corporateand the monthly market
returnsfrom the BSE Index (Bombay Stock Exchange$ used to estimate the
expected returnsThe U & ;fare the OLS parameter estimates obtaibgd
regressing the firm returns with the market returBSE Indej. The alpha
(intercept) and beta (slope) are estimated from this regression. The expected
return is equal to alpha plus beta, times the return on the market index. The excess

returnforastock s equal to the stocketwmmact ual

Returns are calculated as the difference in natural logarithm of two consecutive
monthly stock pricesl t esti mates each securityos
market portfolio. The BomlyaStock Exchange (BSE) Price Index is used as a
proxy for the market portfolio. It controls for markeide variations through the
independent variable ;R Any variation due to factors not present in the market
portfolio will be captured in the disturbare t g Thm evént period is 36
months following the acquisition montfhe excess of firm returns over the

estimated returns are abnormal returns.

The second approach calculates loag abnormal returns considering the buy
andhold (BHAR) strategy.Under BHAR, the study usescontrol firm approach
to avoid the issues relating teew listing bias rebalancing bias and skewness

bias Following the control firm approach, trstudy matches the OFDI related

Sy

Il ndi an companyds abnor mal mar ket return

from the BSE Index based on a set criteria. To be considered, the control firm

should be of the same size, belong to the same sector and shobéinevlved
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In acquisition activity. The selection criteria is in line wlBarber and Lyon
(1997) who document that matching sample firms to control firms of similar size
yields test statistics that are well specified in all sampling situations. Futiker,
study uses the performance suggested by Ritter (1991) i.e., wealth relative
method. The wealth relative model also uses the control firm (which is used under

theBHAR method) as benchmarking firm.

The study tests the second hypothesis by assessimpénating performance of

the sample firms. The study uses-a@xe and exyost approach and employs
Tobinds Q and conevaretr sandrteleverdielny sadr P e
with prior studies (Zhu & Malhotra, 2008). The significance of the meangds

in the two periods is tested by usingest. The study also employs the wealth

relative method proposed by Ritter (1991) to explain the performance of the firms.

The data for the study is collected from the Centre for Monitoring Indian
Economy (CME) databaseThonpson BankerBSE portaland FactivaThe data

is processed usirgjata ana-views software application to obtain ttest results.

5.3.6 Tests used in the study

The long run performance of the OFRlated Indian corporates involved in
acquisiton activity is assessed using two methods. They are BHAR and CAR.
The present study uses parametric tests andpammetric tests to decide
whether or not to reject null hypotheses. This is in line with prior studies (S P

Kothari & Warner, 1997b) (lkenlbey, et al., 1995) which recommended
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consideration of nonparametric procedures as they have been used in few studies
and seem likely to reduce misspecifications. Zhu and Malhotra (2008) used
parametric tests and ngrarametric tests (such as Wilcoxon rashlsggn test and

sign test) to check the robustness of the findings of the abnormal returns on Indian
international acquisition of US firmdJnder a parametric approach the study uses
the test statistic of-test, and Anova fest. The dvalue, pvalue andf-value are

used to decide whether or not the null hypotheses should be rejected in the

hypotheses test.

The ttest assesses whether the means of two groupstatistically different

from each other. This analysis is appropriate whenever the means graups

are compared. Undethe BHAR approach, the-test is used to assess the
significance in the relationship between the fibmsturns of the OFDtelated

Indian corporates involved in acquisition activity with the matching.fimthe

CAR approah, the risk adjusted firm returns are compared with the benchmark

returns (BSEIndex) I n the case of Tobinds Q, t he
acquisition and the three yearsod mean o

compared and tested.

The critical value(s) for a hypothesis test is a threshold where the values of the
test statistic are compared to decide whether or not the null hypotheses should be
accepted or rejected. In the present study the mean cumulative abnormal market

returns ofthe OFDtrelated Indian corporates involved in acquisition activity are
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compared with the critical values to determine whether or not the null hypothesis
is rejected. The level of significance at which the test is carried out is at 1%, 5%

and 10%.

The Ftest commonly used in orveay ANOVA is based on the assumption that

al | of the groups share a common, but
practice, this assumption rarely holds true, which leads to problems controlling

the Type | error rate. Type | erras the probability of incorrectly rejecting the

null hypothesis (concluding the samples are significantly different when they are
not). To have robustness in testing the null hypséls the present study considers

the Anova Fest.

The pvalue is compax with the actual significance level of test results and, if it
is smaller, the result is significant. That is, if the null hypothesis were to be

rejected at the 5% sigicance level, this will be reported as "p < 0.05".

Small pvalues suggest that thelhlnypothesis is unlikely to be true. The smaller
it is, the more convincing the rejection of the null hypothesis. It indicates the
strength of evidence for say, rejecting the null hypothesis HO, rather than simply

concluding "Reject HO' or "Do not rejeldD".

The Wilcoxon ManAWhitney test is one of the most powerful nonparametric tests
for comparing two population#. is used to test whether two independent samples

of observations are drawn from the same or identical distributions. An advantage
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with thistest is that the two samples under consideration may not necessarily have

the same number of observations.

5.3.7 Tests for assessing the performance of Indian corporates involved in
the OFDI related M&As in the pre-acquisition and postacquisition

period

For the purpose of academic analysis the study examines the relationship between
OFDI 6s by | n aithahe size amd perforamdneesdrivers during the
period20007 2008 (they include: the total assets (size), sales, PAT, PBDIT and
Dividends). Fo this purpose correlation matrix is used. In statisticsrrelation,

(often measured as a correlatiomefficient), indicates the strength and direction

of alinearrelationshipbetweertwo random variables. In general statisticahge,

correlation refers to the departure of tweariablesfrom independenceThe

correlationis linthecas¢an i ncreasing |inear relatio
decreasinginear relationship, and some value in between in all other cases,
indicating the degree ofrlear dependence between tlagiables.The closer the

coefficient i s to either 11 or 1, the st |

If the variables are independent then the correlation is O, but the converse is not
true because the correlatiopefficient detects only linear dependencies between

two variables.

The study also looks into the annual percentage growth rate of change in sales,

dividends and profit after taxes in the pm@nd posiacquisition period and
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compares the change in annusdwgth rate between the prand postacquisition
periods. For this purpose it uses the following equation: percentage change =
[(latestpast)/past *100]/N, where N represents the number of years between the

two values i.e. latest and past periods.

While calculating the change in growth rate in the-peguisition period the
period considered is four years prior to the acquisition event yéar.arlier
period in preacquisition period is denoted as pasie later period of the pre
acquisition period is ehoted as latest. Likeise the period considered while
calculating the change in growth rate in the gsjuisition period is also four
years following the acquisition event yedhe arlier period of posacquisition
period is denoted as pashe period closer toof the postacquisition period is
denoted as latest. The change in growth rate is exartoriedk into the changes

in performance drivers after the OFDI related M&Ay the Indian corporates.

5.4 Part C: Research methods for explaining theempirical

results

For the purpose of giving explanations tifferences in outcomef empirical
findings a firm-specific approach is adoptethe study presents the approach for
describing the variations in outcomes of the empiricadings at firmspecifc
level. The study considers discussion of the empirical findings significant for the

following reasons:
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- Theoretical discussionhelps to understand thediffering outcomes in
empirical findings For a reasonable discussitime firmlevel specific
empirical findings are linked to the following: (1) the secondary
information released at the time of OFDI related M&A announcements by
Indian corporateg2) related theories like value maximising theory, OLI
and resource based theories as presente@hapter 3 ard (3) prior
findings as presented iBhapter4. This approach helpt® explainthe
underlying facts of certain elements in the empirical results.

- Theoretical explanations to the differing outcomel$ provide a base for
testable propositions for futurengirical researchers.

The studyselectsfive companiedor explaining the variations in outcomekhe
selection criteria include: the companies should have a minimum of three decades
of history in the domestic market; the companies should have ableasmique
feature from the rest of the sample: in terms of bid amount, sector they represent,
identified driver, outcome/end result from short term and -kemngn perspective.

Long experience ithe domesic market is considered vitainore from a long-

term perspective than from shoaerm As such there are possibilities that the
stock market results may vary in the short term lang term and they may give
scope for a bettatiscussionTherefore, the study considelse Indian corporates
chosen basedn the above criteria agpropriate to describe them to understand

the competitive advantages of Indian corporates in the domestic market.
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To further understand the firmt#he study identifies the drivers behind OFDI by
obtaining information relatingo the OFDI related M&Ady Indian corporates.
Obtaining the required data is a challenging issndact, the Reserve Bank of

India, which is the primary source of data on foreign direct investment, does not
show the specific details of the OFDI relatd&As in India. The other sources

for obtaining data includéhe Federation of Indian Chamber of Commerce and
Industry (FICCI) and Centre for Monitoring the Indian Economy (CMIE) which
has the |l isting of O F D Otherr aftdrnativee strcesM & A's 0
include media reports relating to firgpecific official corporate press release
statements, information on the internet, company annual repoutsness

periodicals, previous empirical evidence and daily newspapers.

Towards the end, the study undertakes comparative analyses of the performance
of the OFDI related Indian corporates involved in acquisition with the reported

empirical findings in the literature relating nmaturemarkets.

5.5 Conclusions

To examine theeffeds of OFDI related acquisition announcements of Indian
corporates on the shemin stock performangethis chapter presented the
theoretical framework and approaches relating to the event study mefinads
chapter presented different approaches and metfordestimating the abnormal
returns in the longun. It also outlined the approach fotpéaining thediffering
outcomes oempirical findingsat firm-specific level.lt is evident from the above
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discussion that the methods and models used are divehge.réBults are
influenced by the methods chosen which pose challenges to the researcher for
choosing a particular approach and method. The method chosen to test the
hypotheses is in line with the prior literature and relates specifically to the study
condiwcted froman Indian context. The research results obtainedisigg these
methods (from shoiierm and longerm perspectiv@ are presented and analysed

in Chapter6 and used ifChapter7.

It will be interesting to examinehether or nothe Indian corporates deliver and
create valudor the firms and shareholders through the changes in strategic

investmentpproaches.
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CHAPTERG6: EMPI RI CAL | NV BENT IOGAT
SHORT TERM ANDERMNG

PERFORMANCE

6.1 Introduction

From a shortterm perspectivethis chapter presents the empirical findings of the
stock market reactions in terms of retufodowing the announcements of OFDI
related M&As by Indian corporates. It examineshié tstock market in any way
reacts differently tathe announcements dhirty OFDI related M&As by Indian

corporates.

Fromalongterm perspectivehis chapter presents the empirical findimgisting

to the stock market performancef the Indian corporates involved i®FDI-
related M&As in the postacquisition period. The key issue examined in this
chapter is whether ththirty OFDI related M&As by Indian corporates deliver

value to their shareholders in the pasguisition period.

The details of the sample size, models and appesacsed in this chaptexere

explained irthe previous chapter

This chapter is organised into two parts:

Part A deals witlshort-term performance and

Part B deals withongterm performance
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6.2 Part A: Short Term Performance

The empirical findings of the study fromshortterm perspective are presented

below:

6.2.1 Stock market reactions following announcement ofthirty OFDI

related M&As by Indian Corporates

The results obtained through the OLS marketdel arepresengéd in Table6.1.
The average abnormal retugn€umulative Abnormal Returns (CARand
Standardised Cumulative Abnormal Return€AR) returnsthroughout the event
window, along with theresults relating taests of significanceof the Indian
corporates involved in OFDElated M&As are presented. The abnormal returns
are positive throghout the event window1, 0, +1). The AAR is statistically
significant at 1%level on the day prior to announcementit is statistically
significant at5% level on the announcement dastatistically significant afl0%
level on the postannouncementday. The 1% significant AAR before the
announcemerdaycould be due to the media hype closer to the announcements of
the OFDI related M&As by the Indian corporates. The market corrette ipost
event day.The AAR results supporthe rejection of thenull hypothesisat 5%

level of significance on the announcement day

The CAR and SCARver the event window1, 0,+1) are statistically significant
at 1% level. The results suppthe rejetion of thenull hypothesisat 1% level of

significance.The empirical results are providing evidemderalue additiorto the
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stockholders of the bidding firms followintpe announcements @FDI-related
M&As by the Indian corporatesThe results indicat that the stockholders
remained positive to the announcements relating to @€Rated M&As by

Indian corporates.

It is evident fromTable 6.1 that OFD}related M&\ announcements have a

positive effect in the stock market.

the managemedtdecision in general.

Table6-1: Average Abnormal Returns and Cumulative AbnormdlRes

Event Window Mean p-value
PreEvent DayAAR | 0.01@ 0.03*
Event DayAAR 0.0229 0.05*
PostEvent Day 0.0113 0.06**
AAR

Event Window (-1,0,+1)

CAR 0.0147 0.0
SCAR 0.6982 0.0

Note: * 1% Significant level** 5% Significant leveland *** 10% Significant
level

Table 6.2 presentsthe results offirm-wise abnormal returns (AR) to the
shareholders on the announcement dathiwfy OFDI related M&Asby Indian

corporateslt is evident from the table that out the total @BDI-related M&As
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by Indian corporatesl9 M&A transactionsshow positive AR and 11 M&A

transactionsisw negative AR.

Table6-2: Firm-wise abnormal returns (AR) on tleent announcement day

S.No| Companies AR Result
1 | TataSteel -0.1017| N
2 | DRL 0.0861| P
3 | Ranbaxy 0.0297| P
4 | Hindalco -0.1281| N
5| Ispat -0.0175| N
6 | Tata Tea -0.0289| N
7 | Wipro 0.0228| P
8 | Matrix -0.0017| N
9 | Ballarpur 0.0251| P
10 | Optic 0.0138| P
11 | United Spirits 0.0869| P
12 | ONGC -0.0042| N
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13| HPCL -0.0251
14 | PiramalNicholas 0.1118
15 | United Phophorous 0.0208
16 | Tata Coffee 0.2091
17 | M&M 0.0086
18 | SunPharmaeuticals 0.0337
19| ONGC -0.0135
20 | Videocon -0.0051
21| Lupin 0.0789
22 | SaskerCommunications 0.0944
23 | VSNL 0.0205
24 | Tata Motors 0.0265
25 | Wochardt -0.0091
26 | M&M -0.0009
27 | Tata steel 0.0210
28 | TataMotors 0.0168
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29| TCS 0.0789| P

30 | Tata Chengals 0.0379| P

Although the empirical resultshow positive stock market reactiomsthe short
run following the announcemeri$ OFDI related M&Asby the Indian corporates
there are fewompanieghatshowed negative abnormal returns. Hence, there are

differing outcomes in the shadrm at firmspecific level

6.2.2 Pre-Acquisition performance

To understand the stock market behaviollowing the announcements by Indian
corporates about the OFDdlated M&As, the study examines the qa@quisition

performance of the Indian corporategolved in OFDirelated M&As

Details of the canges in the sales, dividend®ofit after Tax (PAT) and total

assets in the pracquisition periocregiven below inTable6.3.

Table6-3: Paired #test results showing changesSales,Dividends PAT & Total

Assetsin thepre-acquisition period

Variables Mean SD t-values P-values

(Beg-End) | (Beg-End)
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Sales 4853 5859 4.53 0.000
Dividends 348 666 2.71 0.005
PAT 900 1232 3.93 0.00

Total Assets 2882 3175 4.97 0.00

Table 6.3 presents the change in Sales, Dividends, PAT & Total Assets for four
years before acquisition. It is evident frdrable6.3 thatthe changgobserved in
early and later pericdof pre-acquisitionfinancial performanceis statistically
significant with respect to all four variables used i.e., the sales, dividends, profit
after tax andotal assets The results indicate a progress in the performance of the
Indian corporates involved in OFbielated M&Asin the domestic masgk prior

to overseas acquisitions.

6.2.3 Describing the Short Term Empirical Results

It is evident from the empirical results treibckholders ar@ositive tonews of
OFDI related M&As announcemerity Indian corporateslhe positive short run
results indicateexpectations vested by stockholders for the long rumogber
According to the finance theqrihe established maxim is that the motive behind
any busines®rgansation with a commercial objective is wealth maximization.
This objective is attained when tirevestment decisions made in the figarna

return higher than the costs and sw#dlue to investments. In other wordgpod
177



Chapter 61 Empirical Investigation

investment decisions will add value and bad investment decisions will decrease
the value of stock. It alsmdicatesthat the inestors in the stock markets are
satisfied as long as they earn a reasonable return on their investments. The stock
markets will react positively if they are convincetl the rationale behind the

investment decisions

The overall understanding is that the Indian corporates have been performing well
in the preacquisition period. It is evident froifable6.3 that the growth irsales

PAT, dividends and total assetswhen compared four years prior to acquisition
with the period closer to acquisitiors significant at 1% level. The increase in
sales indicates the growth in the market share operations of the Indian corporates
in the domestic markgthe increase in the profits after tax indicates the efficiency

of the Indiancorporates in organising resees and generating profitand the
increase in the total assets indicate the growth of the corporate size. The increase
in dividends indicates that the Indian corporates are generating réurtieeir
shareholders and henthose shareholderare likely to be positiveabout the
performance and the managerial decision making of the Indian corpoitites.
performance of the firms in the domestic market might have also driven the stock

prices. This is in line with the priomiding of Mauldin, (2003).
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6.3 Part B: Long Term Performance

6.3.1 Introduction

This part of thechapter presents and analyses the results of long term performance
of the OFDtrelated Indian corporates following acquisition activity. The positive
shortrun market return performance is consider@sl an indication of the
expectations and confidence \ext by the shareholders in the company
management. The study therefeseminesvhetherthe expectations of investors

as pronounced through the significant positive shamt market returnsare

attained in the long term.

This chapter assesses therformance of thirty OFDI relatedM&As by Indian
corporatesn the postacquisition period. For this purpgdbe period considered
is 36 months followingacquisition. The study evaluates the lang post
acquisition performance on the stock market by testirg ftsllowing null

hypotheses:

1) Ho: There are no abnormal returns to the acquiring firms following the

acquisition activity in the long run

2) Ho: Financialperformance in the posicquisition period is no greater than

thefinancial performance in the pracquisition period.

6.3.2 Findings of the study

The findings of the study are presented below:
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6.3.3 Results of Parametric and NorParametric Tests

Table6.4 presents parametric test results of theOBDI related M&Asby Indian

corporatesnvolved in acquisitiorevents. The set of results presented includes:

(1) BHAR using matching firm model, (2) CARar ket Model and
The table summarisewt test results t-testand Anova Rest. It also presents the

t-value, Pvalues and fvalues to test the nuhypotheses.

Table6-4: Parametric Tests

Method t-test Anova Ftest
t-value P-value F-value P-value

BHAR i Matching 5.38 0.000 27..21 0.000

Firm

CAR-Market Model 2.22 0.08 4.90 0.08

Tobinds Q 1.74 0.08 3.05 0.08

It is evident from Tablé.4 that the observed BHARMalue issignificantat 1%
level of significanceThe probability of committing a Type | error when the t
value is 538 is 0.000. The Anova F-value BHAR reslis are significant at 1%
level. The probability of committing a Tyl error when thé&-value is 2721 is

0.00Q It is also evident fronTable 6.4 that the observed CARwalue is higher
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than the critical value at 5% level of significancéikewise, the Fvalue CAR

results are sigfficant at 5% level.

ti s also evident from t he-valuaibhigherthdnat t he
the critical tvalue at 10% level of significance. In other words, the probability of
committing a Type | error when thevalue is 1.74 is 0.08. ikewise, the Fvalue

Tobinds Q results are significant at 10%

The test results adbnormalreturnsunderthe two approacheBHAR and CAR
showevidenceof theabnormal returns to the acquiring firdshareholders in the
postacquisition period. Therefore, the results supp@jection of the null
hypotheses at 1% level of significance in the casta®@BHAR approach, and a

5% level of gynificance in the CAR approach

The second null hypothesis @perating performance in the postcquisition
period is no greater than the operating performance in thacprgsition period.
The test resul ts whi c hsuppatsheraedtiontohtbte me an ¢

null hypothesisat 10% level of significance.

Table6.5 presents noparametric test results of the 30 Indian corporates involved

in acquisition events. The set of results presented includes (1) BHAR using the
matching firm model, (2) CARMar k e t Model sa&ndhe(tablg Tobi n
summarises théest resultsof the Wilcoxon/ManAWhitney test results and -P

values.
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Table6-5: Non- Parametric Tests

Method Wilcoxon/Mann-Whitney
Value Probability
BHAR 1 Matching Firm 4.98 0.0000
CAR-Market Model 2.03 0.0421
Tobinds Q 2.35 0.0187

It is evident from Tables.5 that the observed BHAR Wilcoxon/MaWhitney
value is higher than the critical Wilcoxon/Mahivhitney value at 1% level of

significance.

It is alsoevident from Tablé.5 that the observed CAR Wibxon/ManaWhitney
value is higher than the critical Wilcoxon/Mahivhitney value at 5% level of
significance. In other words, the probability of committing a Type | error when

the Wilcoxon/ManAWhitney value is 4.98 is 0.0421.

Therefore, thawo testsresults undeBHAR and CAR approachesupport the
rejection ofthefirst null hypothesis of no abnormal returns to the acquiring firms
following the acquisition activity in the longeriod following OFDirelated

M&As by Indian corporatesat 1% level of significanceunder the BHAR
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approachand %6 under CAR. The test results indicate wealth effects to the

stockholders in the posicquisition period.

It is evident from the results ifable6. 5 t hat trheanislsgrbficant@ts Q
1%. Assuch thetest results do natupportthe null hypothesis and therefore the
study rejects iat 1% level of significanceThis indicates performance operating

improvement in the postcquisition period.

6.3.4 Relating to wealth relative and summary performanceof the OFDI-

related Indian corporates involved in acquisition activity

Ritter (1997 proposed a wealth relative model as an alternative to the cumulative
abnormal returns method. This method implicitly assumes monthly portfolio

rebalancing andomputes a@hreeyear holding period returné. wealth relative of

greaterthan1 s i nterpreted as f i roodrslfims,acurity
weal th relative of | ess than 1conmodi cat es
firm.
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S.No | Firms Wealth Firms Wealth
Relative Relative

1 Tata Corus | >1 17 | VSNL >1

2 DRL >1 18 | Tata Motors | >1

3 Ranbaxy >1 19 | Wochardt's <1

4 Hindalco >1 20 | TCS >1

5 ISPAT >1 21 | Tata Coffee |>1

6 Tata Tea >1 22 | Tata Steel >1

7 Wipro >1 23 | Tata- Jaguar | >1

8 Ballarpur >1 24 | Tata >1
Chemicals

9 Opto Circuits| >1 25 | Videocon >1

10 United >1 26 | Lupin-Japan |>1

Spirits

11 HPCL >1 27 | Piralmal >1
Healthcare

12 M&M -UK <1 28 | Sun Pharma |>1
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13 ONGGCG >1 29 | Matrix >1
Petrobas

14 ONGGC >1 30 | United >1
Sudan Phosphorous

15 M&M - <1
Germany

16 Sasken >1

Table 6.6 summarises the loAgrm performance of the OFDElated Indian
corporates involved in acquisition activity. The performance metric used is wealth
relative. It is evident from Tablé.6 that out of the total sample of 3DFDI

related M&Asby Indian corporategshe wealth relative 027 companis showed

resuls greater than one, indicating outperformance when compared to the
benchmarkingcontrol firm. In contrast, the wealth relative result fihwee
companies showed less than one, indicating underperformance when compared to
the benchmarkingontrolfirm. When the longerm performance using the wealth
relative metric is expressed in termspafrcentagethe outperformed companies
comprise 90% of the total size, and underperformed companies comprise 10% of

the total sample size.

Table6.7 presentshe summary of longterm performance in terms of positive and
negative performance of the Indian corporates under the three appraisal models. It

is evident from the table that under the BHAR approach, otheofotal of 30
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companies 27 companies showed poséiperformance andhree companies

showed negative performance in terms of abnormal market retWhen

expressed in percenta@% of the 30 Indian companies showegabsitive results

while 10% showed negative results.

Likewise, under the CAR approach, aiftthe total of 300FDI related M&Asby

Indian corporates24 companies showed positive performance @edmpanies

showed negative performance in terms of abnormal market returns.

In terms of

percentage 80%f the thirtylndian companieshowed positiveesultswhile 20%

showednegativeresults.

In case ofT o b i nibis eviQent fromTable 6.7 that of the total of 3@FDI

related M&Asby Indian corporates29 showed positive results amthe company

showed negative results. In terms of percent@@eéo of the total sample showed

positive results and 3% of the tos@imple showed negative results.

Table 6-7: Summary of performance of the OFRdlated IndianM&As under

three approaches

Sample BHAR CAR Tobinds
Size

Positive | Negative| Positive | Negative | Positive | Negative
30 27 3 24 6 29 1
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The changes in the sales, dividends and profit after tax in theapgsisition
period over the pracquisition period are shown in tali® below. The change in
growth of sales, dividends and profit after tax is obtained by applying the growth
formulae as mentioned in the methodoldgyapter4. The figures are expressed

in percentage

Comparing the changes in the performance in thegmepost acquisition

periods

Table 6-8: Growth (postpre) in Sales, Dividends and Profit After Tax (PAT) in

the postacquisition of the OFDI related Indian corporates involved in

Acquisitions.

Sales (%) Dividends (%) PAT (%)
Change | Result | Change | Result | Change | Result

1 | Tata Steel Corus 66 I 98 I 68 I

2 DRL 162 I 87 | 221 I

3 Ranbaxy 12 5 I -73 D

4 | Hindalco 74 9 I 43

5 ISPAT 62 I 47

6 | TataTea 30 I 48 I 180 I
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7 Wipro 143 101 117
8 Ballarpur -48 -36 -55
9 Opto Circuits 407 577 692
10 | United Spirits 199 55 134
11 | HPCL 88 -46 -33
12 | M&M -UK 117 180 175
13 | ONGGCPetrobas| 52 43 40
14 | ONGCSudan | 89 123 95
15 | M&M -Germany | 116 60 141
16 | VSNL -5 -39 -26
17 | Tata Motors 68 72 29
18 | Wochardt's 70 14 -234
19 | Tata- Jaguar 48 37 1
20 | Tata Chemicals | 104 62 105
21 | Videocon 69 623 358
22 | Lupin-Japan 102 251 254
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23 | Piralmal 63 67 I 87
Healthcare

24 | Tata Coffee 67 65 I 8

25 | Sun Pharma 117 281 I 207

26 | Matrix 132 46 I -48

27 | Tata Steel 90 258 I 174

28 | United 109 180 I 84
Phosgorous

29 | TCS 308 281 I 307

30 | Sasken 97 194

Note: IT indicates Increase andiDndicates Decrease

It is evident fromTable 6.8 above that the change in the growth of sales,

dividends and profit after taxes is obvious in the famsfuisition period when

compared to the pracquisition period.However, here are two companies

Ballarpur and VSNLat firm-specific levelthat experienced a decline in sales in

the postacquisition period. Likewise, in case of dividends there are three

companies that experienced decline. They are Ballarpur, HPCL and VSNL. In

profit after tax there ar six companies that showed a decline in the-post

acqui sition

and Matrix.

peri od

and

t hey

ar

e

Ranbaxy,
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Table6-9: Paired ttest results for the changes in sales, dividemdsPAT in the

postacquisition period.

Variables | Mean SD t-values | P-values

(PostPre) | (PostPre)

Sales 7268 10459.61 3.994 0.0002
Dividends | 320 734.60 2.306 0.0145
Profit 915 309.97 2.952 0.0031
After Tax

(PAT)

It is evident from Table 6.9 that the change in the poesterger operating
performance is statistically significant with respect to all three variables used i.e.,
the sales, dividends and profit after tax. All calculatedlties are greater than the
critical value and are significamt 1% level. In other words the probability of
committing a Type | error when the sales (pos) t values is 3.99 is 0.0002,
when dividends (pogtre) tvalues is 2.30 is 0.0145 and PAT (ppst) tvalue is

2.95 is 0.003. The result shows that the OF8lated M&As by the Indian

corporates lead to change in the operating performance of acquiring companies.

During the period of the study i.e., 2008, the study found a direct correlation
between the OFDIs by Indian corporates, the Sales, Total AgS&Ts, PBDIT

and Dividends.
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Table6-10: Correlation Matrix of OFDd, Sales and Total Assets (202007)

OFDI Total Sales PAT | PBDIT | Dividends
Assets
OFDI 1.000
Total 0.928 1.000
Assets
Sales 0.902 0.976 1.000
PAT 0.846 0.943 0.989 1.000
PBDIT 0.859 0.958 0.994 0.996 | 1.000
Dividends| 0.823 0.913 0.949 0.962 | 0.953 1.000

Sources: Financidiguresdrawn from CMIE data base and OFDI from empirical

evidence

Table 6.10 indicates a correlation between the OFDI flows and performance
indicators of the Indian corporates involved in the OFDI related acquisitions. The
results show a direct correlation between the OFDI flows and the performance

indicators which include: Totalssets, Sales, PAT, PBDIT and Dividends.

The direct positive correlation between the OFDI activity and Total Assets
indicates the increase in the size of the firm following the OFDI related M&As.
Likewise, the direct correlation between tb&al assetsand sales indicate that the
growth in the size of the corporates following OFDI related M&As also resulted
in increasd in sales. Likewise, the positive correlation between sales and the
PBDIT, PAT anddividends suggests that the increase in sales followiimg

growth in the size of the Indian corporates involved in OFDI related M&As
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eventually resulted in increaseé PBDIT, PAT anddividends The correlation
betweensales total assets PBDIT, PAT andlividendssuggests that the expected
synergies from thedentified drivers behind the OFDI related M&As by Indian

corporates are working.

6.4 Conclusions

Short term perspective

It is evident from the shoterm results presented above that the cumulative
abnormal results are positive and show evidence of statisignificance at the
1% level. This indicates that investorsnaned positive to the news dghe OFDI
related announcements by the Indian corperate signals the confidence
investors have in management. Tiesults of thestudydo not support thaull

hypothesisandhence thestudy rejectshe null hypothesis.

There are positive growth ratein the sales, dividends and profits in the post
acquisition period when compared to the-aoguisition period The findings of

the studyare significant anghow evidence of significantly positive reactions by
investors to the news of OFD¢lated acquisitions by Indian corporates. The
experiences and influencing factors in international acquisitions by Indian
companies are different from those in developedntries.Possible reasons for

the difference in outcomese explained in the following chapter.

However, thefirm-specificempirical results did reveal that some corporates did

relatively well, while others did relatively pdgr These differences inhé
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outcomes need explanation. The following chagteespossible explanations for
the poor performance of some companies from the short term announcement

effect and also from the long term performance aspect.

Long Term Perspective

The empirical results lsow evidence of wealth creation to the acquiring firms in
the postacquisition period. In other wordshere are abnormal stock returns
created to the stockholders in the long run period following the acquisition
activity. Under both approachethe resuli indicate positive wealth effects to the
stockholders of the acquiring companies. It is evident that the confidence
expressed by the stockholders in the short run period following the announcement
of the OFDI related M&s by Indian corporate is maintained and sustained in the
long run postacquisition period.The results indicate that the market return
performance of Indian corporates involved in acquisition activity created value in
the postacquisition period. In othewords, the performance improvement is

evidert in the postacquisition period.

The positive empirical results in the posicquisition periodindicate low risk
perception of the shareholdei@vardsthe Indian corporatesvolved in OFDI
related M&As and asuchthe expected returns of the shareholders are lower than
the actual firm returns. Hence, the abnormal returns to the Indian firms involved
in OFDI related M&As in the postcquisition period. The positive stock market
performance of the Indian corptea in the posacquisition period indicatethat

they are able to perform well ithe changednstitutional environmenbf the
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global arena Theempirical resultsndicatesignificant growthin the performance
drivers of sales, dividends and PAT in thesgacquisition period when compared
to the preacquisition periodThe chapter that follows will explain the possible

reasons for the differing outcomes at the fspecific level.
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CHAPTER7: THEORETI CAL EXBPIRANAT

THEMPI RI CAL FIANDENSBECI FI C

LEVEL

7.1 Introduction

In Chapter6, the shortterm and long term market reactions to the OFDI related
M&As were reported.The empirical results showed positive wealth effects to
stockholders n the shortand longterm period and te empirical results
suppored rejection of thaull hypothesesHowever, specifidirm-level empirical
findings showed mixed resulta the short termFor instance, out of thinirty

OFDI related M&As by Indian corporates 11 companies reported negative
market reactions in the short term following the announcements of OFDI related
M&As by Indian corporatesand the long term results shothree companies

failed tooutperform the benchmarking company

The variatios in the outcomesuch as why one M&A should receive an initial
positive market reaction while another adverse market reaatsaie to the
individual contexts and how the market assesses the changing return and risk
parameters. In this chapter a saenpf five companiesare chosen because of

thar differing outcomes These casesre examinedmore closely in terms of
secondary data released into the market at the time of the proposed M&A. The
companiesare Tata SteelHindalco and ONGEVL (all of which had negative
shortterm market reactions but positive pasguisition returns); DRLwhich

had positive results in o the shorterm and longerm more typical of the
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majority of the companies; and finally Wockhardthich experienced negative
marketreactions in both the shednd longterm. Commentaries from financial

analysts and commentators, and media releases from the company concerning a
moot ed M&A may I mpact i nvestorso asses

parameters for each company.

The aim is talluminate information being released into the market that may have
influenced investorabout the meritef an M&A undertakingThe study willalso
identify the strategiesbehind OFDIrelated M&As by Indian corporatesgo
identify the strategiesbehind OFDI related M&Asthe study considersecondary
datacomprisingcompany records, documents, media reports and the regulatory
policy issues of the Government of India and the Ministry of Trade and
Commerce reports. The objectives and aimghef corporates relating to their
strategic decisionare obtained through the vision and mission columns of the
company annual reportsThe general features of Indian OFDI activity are

summarised in a table towards the end of the chapter.

7.2 Explanations for differing outcomes

Case 1 Thefirst case to be examined the biggest overseas acquisitererby
an Indian companyTata Steel acquired Corurmerly known as British Steel.
Corus was three times the size of Tata StEafa Steel was established in India
under British rule in 1907. Its domestic experierscextensiveandits presence
in 26 countrieslsoindicatesconsiderablenternational experience. Bpite of the
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vast experience of Tat&teel the markets reacted advelg following the

acquisition announcement of Cordde acquisition followed a bidding contest

with Brazilian and Russian steel companies. The resulting valuation of $US 12.11
billion was settled in cash. dcamech 6s deb

at a time when there was a recession and excess capacity in the steel industry.

Short-term empirical findings: The market reacted adversely to the OFDI

related acquisition announcement of Corus by Tata Steel

It is evident fromTable6.2 of Chapter6 of thisstudy t hat Tata Steel 0s
dropped following the acquisition announcement. This indicates that the market

took a shorterm view of the economic consequences.

Reasons:The possible reasoffsor adverse market reactions followifiga t a 6 s

acquisition announcement of Corus include:

Deal settlement and ihancial risk: Tata Steel acquired the Anglo Dutch steel
producer Corus Group Plc (Cor y.sAfter f or UsS:
acquiring CorusTata Steel emerged as the fifingest steel producer in the world

and second largest in Europe (Business lif8,F2b, 2007). According to S.

??Based on secondary information
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Mukherji, Managing Director, ICICI Securities, (February 2687this deal was
referred as the first milestone for India Inc, for crosshmgy$10 billion mark. It
was a landmark deal since an Indian company teken over an international
companywhich was three times its size. The deal was settled in cash which is
different from maturemarketswhere M&A transactionsare typically settled at
least partiallythrough equity (se€hapterd). However, the size of acquisition and
the potential cash outflow of abo@L2 billion had an adverse impact on its
financial risk profile (as per S&P reports presertbetbw). This deal resudtd in

an increaseof 2.5:1 debtequity ratio, which is much higher than the current

industry average of 1:1 (Business line, 2007).

Standard and® o o IRaétisg Services issued warnings following Tata Steel's
announcement ots nonbinding offer to acquire 100 per cent equity Corus
Group.lt is observed that th&ata Steel had two negativeffects from the media
reportsof Standard & Poor's Ratings Services. First, Tata $takbeen put on

Credit Watch* with negativeimplications andsecond S&P also placed its

% Tata Win Booster for Corporate India's Confidence," The Economic Times, February
01, 2007.

* Credit watch is a notice from a credit rating agency to a bond issuer that a negative
factor has arisen in the agency's review of the issuer's credit ratthg.iffsuer does not

take steps to explain or alleviate the factor, the credit watch may be the first step toward a
reduction in the issuer's rating. For example, a credit rating agency may discover a
dramatic drop in an issuer's liquidity ratio, whichremses the likelihood of default on a
debt. It would then send a credit watch to the issuer. Alternatively, the credit watch is also
re-evaluation of the credit quality of a firm's debt obligations by a rating agency. Being
the object of a credit watch gemally indicates the credit quality of a firm's debt has
detriorated and may be downgraded.
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BBB® foreign currency rating on the steel company's senior unsecured bank
loans of $750 million and $500 million on Credit What with negative
implications. Earlier, the company enjoyed a BBB letegm corporate credit

rating by S&P.

Acquisition price: According to Business Line (2007), TaBteel had first
offered to pay 455 penaeshare, to close the deal at US$ 7.6 billion on October
17, 2006, Companhia Siderurgica Nacional's (CSN) the Brazilian steel maker then
offered 475 pence share on November7] 2006. Finally, an auctiGhwas
initiated on January 31, 2007, and after nine rounds of bidd@iag Steel could
finally clinch the deaby outbidding Companhia Siderurgica Nacional's (CSN)

final offer of 603 pencashare by offering 608 pena@usiness Line, 2006T.he

(source: http://financial dictionary.thefreedictionary.com/Credit+Watch).

% According to Standard and Poor credit rating agency definition BBB refers to adequate
capacity of a firm (borrowing) to meet financial commitments, but more subject to
adverse economic conditions.

(source: ttp:/lwww.standardandpoors.com/ratings/definitions).

*®Since Tata Steel and CSN could not declare their final offer by January 31,a2007

auction had to be initiated by The Takeover Panel which oversees mergers and
acquisitions in the UK.

(Source:http://lwww.icmrindia.org/casestudies/catalogue/Finance/Tata%20Steel's%20Acq
uisition%200f%20Coruginance%20Case%20Studies.htm).
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competition among the bidders increased the bidding prieémost 34% higher

thanT a t fasblsd of 455 pence per share

Performance issuesThough the potential benefits of the Corus deal were widely
appreciated, thereare also doubts about the outcome and effects on Tata Steel's
performance For instance, Corus' EBITA (earnings before interest, tax,
depreciation and amortizatignyhich stood at %, was much lower than that of

Tata Sted 80% in the financial year 20067%".

Moreover there were concerns expressed abagacity undattilisation. There

were media reports saying 40% of Corusbo
the first six months of 2007 and job losses close to 10,00@ wepected

(Business Line, 2007). Consequently, the stockholders might reacted

negativey as theidle capacity indicatda weak network distribution channel and

thedeclining market sharef Corus.

The share mar ket 6s f oc bhave colouredstheoinitel t er m
reaction of the market to the proposed takeoVes.t a St eel 6 s managem
long-term strategic view, possibly reflecting asymmetric understanding of

available information betweermanagement and stockholdefSiven thelong

industry experienceof TataSteeb s ma n a g e mghh Haveputt ahgeegter

%" Source:http://www.icmrindia.org/casestudies/catalogue/Finance/Tata%20Steel's%20Ac
quisition%200f%20Corufinance%20Case%20Studies.htm#The Pitfalls
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weight on longterm synergiesthat could be drawn from acquiring Corus.
Stockholders might haveeen more influenced bpformation expressing short
term concernseleased from the secondary sourddss explainghe variations in
market reactions in the shaegrm and miekerm. This observation isniline with

the prior findings Hackbarth and Erwan (2006), and Morellec and Zhdanov

(2005].

Long term empirical findings: Market remained positive in the post

acquisition period.

The shorterm adverseesults inthe case ofstockholderswere undersandable
given the circumstancesyhereasTat a0s vi ew wa Steelhalng tern
foreseera shortage of steel supplg ilong term to meet global demand. It wanted

to take advantage of the opportunities available.

After acquiring Corus, Tata gained accesanestablished brand name, superior
technology, and extensive networks of distributors in western markets. The
empirical findings showing positive performance in the famsjuisition period
indicaing TataCorus Steel had obtained the expected synergies bykimg
primary metad in markets closeto raw materials and establishing finishing
(valueadding) facilities in the endser marketqAthukorala, 200R In other
words, the acquisition of Corus enabled Tata to link their Firm Specific
Advantages (FSA¥uchaslabaur intensive production, access to raw materials,

accumulated managerial skills coupled with the advantages of access to the high
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margin markets and high technology in t&est through Corus. Ineant the
companycould leverage in western marketg ttost advantage of operating from
India, and differentiae in Asian markets due toetter technology from Corus
These findings are in line with the ass&ploitation perspective of Makino, Lau
and Yeh (2002)details inChapter3). This acquisition pabled Tatao acquire
competitive advantage in terms of local presence in high growth markets and
compete with other international players with synergies drawn from €ost
efficiency due toits deintegrated operationsit could leverage the cost
advantages immature markets. In emerging markets it had the advantage of
product differentiation occurring due to superior technology. This is in line with

the OLI theory (inChapter3).

This acquisition demonstrates the competitiveaatizge to Tat&teel in making
long-term strategic decisionsenvisioningthe synergiesand being prepared to

face negative market reactions in the short term.

For instancethechairmanof Tat a St eel Ratan Tata saic
Annual Generalmeeting in response to criticism of the timing of the Corus
acquisition: AYou cannot gauge the |ife
we are able to look back over time and say that we took the right degision

(Business Line, 28 August, 2009 ader).

Tata Steelsynergised its operations in the long term by acquiring Cdtus.

obtained competitive advantage in the form of technology, brand, distribution
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networking and cost efficiency througihe acquisition. Therefore, he firm-
specific advantageof TataCorus Steel are evident andn line with the prior
findings of Lall (1986) and Kumar (1998); Hoesel (1999) and Chen and Chen

(1998).

Case 2:Hindalco Industries Limited, a flagship company of the Aditya Birla
Group was established in 58. It acquireda 100% stake of Novelis for US $6
billion in 2007. Novaliswasa large lossnaking entity In settling theacquisition
Hindalcoincurred a huge level of debthere aresimilarities with the previous
case of Tata Steel. The achievemefitlang-term strategic besfits was
dependent @ the company managing teurvive in the shorterm. The share

mar ket did not share manage memtucsessconf i d:

Short term empirical findings: Market reacted adversely in theshort term.

Deal settlement and ihancial risk: The mountain of debt that Hindalco inherited
with Novelis ($2.4 billion) in addition tothe huge debt obtained to settle the
acquisition transaction, weighed on the Indian comp@hgnet worthof Novelis
was $322 millionwhile its debtwas $2.33 billionand the debtequity ratiowas
7:2 (Business line, 2009). Consequently, tharket reacted cautiously and the

market share price fell following the acquisition.

Performance issues The secondary information about Novebging a loss
making entity mightalso have influenced theegative stock market react®n

following the acquisition announcemeiitie cost inefficiencies occurring due to
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fixed term contracts withl 0 v e duppkeiBhad negative implications. The losses
incurred by Noveliswere attributed to longterm contracts ihad entered intp
especially the fixed price contracts with top clients, which accounted for o%er 40
of sales. In order to attract more business from drafik manufacturers, Novelis
promised four customers not to increase product prices even if raw material prices
went up beyond a poifft A few months after Novelis signed those contracts, raw
material prices shot up 382 Novelis was forced to sell its gutucts at lower
prices than raw material costs to these four customers.of the four customers

were Coca Cola and General Motorghich accounted for 2% o f Novelisos
billion revenue. Thedecision not to increase product price for the four major
cusbmersled to losses of $350 million in 2008. Prasad, Nov 2007 As the

input costs startethcreasingin 2006, even as realisations remained fixed, the

companyadnsreabed s s e s

It is understood from theory that the emerging markets can draw synergies when
theper f or ma n c eof tife Taogét ifirm & $igh€r than the bidding firm. So
the news of Novelis as a loss making efligt the time of acquisition might have
discouragedthe stockholdersfrom being positive. The stockholders were
therefore not convinced that Hindalco would deliver value by acquiring Novelis

and hence, reacted negatively.

% SeePrasad, Nov 2007

#Business Line (2009).
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Information asymmetry among the analyst knowledgeVariations in market
reactions wi arise due toinformation asymmetries among analysts. Upon the
announcement of Hindalcob6s acquisition o

variety of ways: Asit Mehta Intermediates and UBS Investment Research gave a

ABuyo recommendat itomart | Lg&aFvSe lannv e sii Ac c u
recommendati on; SSKI gave a fANeutralo r
gave a fAReduceo recommendati on; Citigrolt

recommendation.

According to Vishwanath (2010he Indian market reaetl negativey to the

acquisition as investors considered the deal to be overpriced and the acquisition

was expected to be a drain on the profitability of Hindalco due to the high

leverage of NovelisBesidesNovelis beinga loss making company also worked

against Hillal cobds prices. Stock price %f Novel

on the New York Stock Exchange following the news ofpifegosedacquisition.

This explanation is in line with prior findings. Clement (1999) finds that financial

analyst forecasaccuracy is associated with variables that proxy for ability (i.e.,
experience), extent of resources available to the analyst (i.e., broker size), and the
complexity of the task (i.e., number of firms and industries followed by the

analyst). Variation inlese factors can lead to information asymmetries among

anal ysts, which in turn causes some ana

investors than others.
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Asymmetric information between the management and the stockholders:
Given the vast experience, Hinda might havewell understoodhe synergies it
could draw by acquiring Novelis (though it was a loss making compdimg.
losses of Novelis were incurred due to sudden market downturfixaaketerm

price contractsnot due to inefficiencies in operatiortdowever,the stockholders
might havereacted to shotierm concerns expressed ircendarysources of
information resuling in stock price declines following the announcement.

Long term empirical findings: Market remained positive in the post

acquisition period.

Results:

Though the markets reacted adversely following the acquisition announcement of
Novelis they corrected and showed positive results in the long term period i.e., in
the postNovelis acquisition period. Hencéhis is a case of showing redge
value effect in the short run, but positivesalth relative in the long run. This

acquisition was a good strategic move for Hindalco.

The competitive advantage acquired through vast domestic experience enabled
Hindalco to be alow cost and integrated producer of aluminiubiindalco
emerged as a global player in the aluminium market, with a presence in countries
on five continents lorth and South Amerig&Europe,Australiaand Asig. Its

scale of operations increased after agag Novelis which is ten times the size of
Hindalco. The combination of Hindalco and Novelis is a case of bringing together
a global integrated aluminium producer with toast alumina and aluminium
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production facilities combined with higénd aluminium rolled product
capabilities. Hindalco is able to ship primary aluminium from India and make
valueadded products in the higind market place. The complementary expertise
of both these companies is showing results through performance in the post
acquisiton period. This is in line with the prior findinglsahovnik & Malenkovig

2011).

The competitive advantage to Hindalco is also evident in the strategy it designed
to decrease its deburden. The bridge loan taken to finance the Novelis
acquisition wasdtally paid through rights issti&(BusinessLine, Friday, 12,
April, 2009). This reduced the interest burden to Hindand the fixed price
contractual obligations of Novelis esdlon Jaruary 1, 2010. (Businessine,

Friday, 12 April, 2009).

Theempirical findings show positive operating performance in terms of growth in
sales, free cash flows (dividends) and profit after taxes. However, in8)07
Hindalco saw a manifold expansion in its consolidated sales, from Rs 191 crore to

Rs 600 crorg(10 million = 1 crore) attributable to the acquisition of Novelis

%0 A rights issue is a way in which a company can sell new shares in order to raise capital.
Shares are offered to existing shareholders in proportion to their current shareholding,
respecting their premption rightsThe price at which the shares are dadters usually at

a discount to the current share price, which gives investors an incentive to buy the new
sharesd if they do not, the value of their holding is diluted

(Sourcehttp://moneyterms.co.uk/rightssue.
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(Source: Business Line, Sunday, July 19, 2009, ePaper). Thegbéstmance

results indicate that the combination of the two fiteygotentially more valuable

than the sum of their pracquistion (Novelis, a loss making uniand Hindalco a

profit making unit)and this is in line with Singh and Montgomery (1987). It is
evident from Hindal cods acdeumvewofthen t hat
existing conditions and hence the negatresults but the longterm post

acquisition performance shows wealth relative greater than one.

Case 3:ONGGOVL acquired al5% stake of Petrobdrazilia. The settlement
amount was USD $ 140@illion. ONGC was established in 1956 to make India
energysufficient. Over the years, the company has discovereaf the seven
producing basins in India and added 6.4 billion tonnesilond gas reserves.
Today, according to Platts Top 250 Global Energy Ranking, ONGC rwuthber

one explorationand productioncompany in the world. The company aims to
explore newer avenues for a greener planet, excel in its exploratory endeavours

and evolve into a complete energy solution provitder

According to Saravanaf2006), inthe case of ONGCdomestic competition grew
after liberalisation policiegnplemented byhe Indian Government in 1991. The
Governmentpr epar ed a plan call ed Al ndi a Hy d

suggested ONGG@o global. The competition in domestic business and the hike in

¥ Source: ONGC, Annual Report 2410
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oil prices motivated ONGC to create ONGC Videsh Ltd (OVL) for overseas
operations. By 2006, ONGC was present in 14 countries and had-@ding

projects.

The market reacted negatively in the sHertn. Explanations relate mainly to

government ownershimd corporate governance issues.

Short-term empirical findings: Market reacted adversely in the short term
Reasons The following are the possible reasons for negative reactions from the

stock markets foll owing the +Bemmls of ONGC

Corporate governancé” model and minority interest The issues raised by the

media in connection to the minority shar
the stockmarkets to react negatively. TiBovernmenbf India holds 74.14% of

shares Govanmert companies hold 10.09% sharasd the remainind 5% are

heldby the general public and others.

There were secondary repotisaying the minority interestsvere not well
protected. Goldman Saclpsoduceda reportthat pointed out various corporate
governance issues with the company. The report raised issues like minority

shareholders of ONGC being shohanged as the governmeméd forced a

%2 Source: ONGC, Annual Reporo2a0

*Source: Reuters: ONGC acquired 43 assets overseas over last six years, Tue Mar 10, 2009
1:06pm IST
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subsidy on the firmas with other oil and gas firm#hich wastantamount tohe
government (also its promoter) taking out cash from the firm. Goldman Sachs
had also criticised ONGBOadcomposigonaed a s

International Growth stratedfy

As of March 2010 the board had 13 members comprisisgvenfunctiond
directors (includingthe chairman & managingdirector (CMD)) and six non
executive directors (comprisirig/o parttime official nominee directors arfdur
parttime nonofficial directors) nominated by the Government of Indiais
evident from the bodr mix that there is no international representation on the
boarddespiteONGC going global The board mix is local and its operations are
international, and this might not be an effective balance. This is consistent with
the World Bank report. For instand®@NGC does not seem to attract as large a
proportion of FDI as its competitors in India. This may reflbet views about
corporate governangstrategy, behaviour or other management attributes (World

Bank Report, 2011).

One reason for the negativeaction from the stock markets could be that
O N G G core expertise is in production of shallow water and onshore fi€hs

joint venture of BC10 with Brazil involves exploration and production in deep

* Increased international represaian on boards seems to correlate positively initheased
international revenues: over the past three years, S&P 500 compéeiesforeign nationals
represent 30% or more of the board performed bettegverage, than the overall S&P 500
on key finamrial metrics(Egnon, 2008
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waterswhich is a divergencéom | n d iexasting core expertiseThe fact that
ONGC is a new comer in the international oil and gas ameeans itfaces

considerable learning curve costs and risks.
Subsidy burden

From an international perspective, it has been observed that ONGC bears the
largest petrolem product subsidies burden amongtional owned countries
which include: PDVSA, Venezuela, PEMEX, Mexico, Petrobas, Brazil, Petro,
China, Petronas, Malysia, Petro, South Africa, PTT Thailand, Sonatrach, Algeria,

StatoilNorway (Silvana, Brandon, &oora, 201}

Bureaucracy blocks growth strategies Thedelays caused in making decisions

due to bureaucratic intervention hindkelN GC6s strategy i n deal
Indian Gabinet famously blocked its bid for Nigeria's Akpo field in late 2005.

China dfers a simpler process: Sinopec's parallel takeover of Syria producer
Tanganyika Oil required an extension to secure Beijing's approval, but advanced
without any of the public fuss that surrounde@NGC's acquisition. (EC

Apr.25,p6).

*Norwegian oil major ftoil and Brazil's Petrobras have quit Oil and Natural Gas

Corporati on'-& basi®Na hibsk) overKgovernment delays in

*Source: Statoil, Petrobras quit ONGC gas field, Press Trust Of India / New Delhi Apr
03, 2010, 00:44 IST
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approving their participation in the deep water acreage. ONGC will now have to
do it alone and shoulder added risks in develgpghe acreage 46 DWN-98/2
which is estimated to have-place gas reserves of 14 trillion cubic feet. The
stateowned firm does not have the production technology to produce gas from

such water depth in the geologically hostil€basin.

ONGC chairmanand managingdirector R S Sharma wrote to the oil secretary

saying red tape was making international oil majors apprehensive over sharing
exploration risks in acreages. ONGC in 2007 had farmed d4tidterest in the

block to Petrobras and #to Norsk Hyao (now Statoil Hydro). "This was done

by ONGC as a part of its strategy to capitalise on the technological experience of
international companies of repute in the development of deg@d er di scover.i

Sharma wrote.

The block now has 10 discoveries amgpiaisal drilling is now required to be

carried out to assess the potential before finalising development of gas fields.
AAl t hough the farm out agreements with
August/September, 2007, Joint Operating Agreement (JO&y awt be signed

with both these companies, initially, due to 9 months taken in obtaining approval

on assignment of participating interest, and then one year in signing amendment

to the Production Sharing Contract (PSC) from various parties, including the

government,” he wrote.
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Sharma also pointed out delays in other blockgshécase of deemvater block
CY-DWN-2001/1 inthe Cauvery basin, amendment to the P8&sduly signed

by ONGC, Oil India and Petrobramdwas submittedo the Indian Gvernment

for signing in January 2009. "The same is yet to be signed by the government,” he
said. "It would kindly be appreciated that such delays lead to doubts and
uncertainties," he wrote. "International oil companies have been expressing
anxieties and apprehensgfor such delays.”" Withdrawal by the majors without
participating in any activity in the block is bound to send ripples in the industry

and jeopardise the initial gains of India in the NELP erards& P destination.

Sharmaalso said Petrobras quithe block because of uncertainties about gas
pricing and tax holidayy "ONGC is making all needed efforts to adjust to the
competitive business environment and level playing format. But, fact remains that
it is very difficult to maintain business leaddgshvith such deterrents. In fact,

the element of delay in decision/ approvals, including rig moratorium, has
factored in some amount of uncertainty in steering drilling activities in large

number of deewvater blocks operated by ONGQe adde(EC Apr.25p6)..

According to World BanlReport( 201 1) , I ndi ads governance
the regional averages and have been fairly stable over the perio@@084But

regulatory quality and control of corruption remain key concerns.

Long term empirical findings show favourable results
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With high economic growth rates, India is a significant consumer of energy
resources. But it lacks sufficient domestic resources and is a net importer of oil

and natur al gas. A central nalae mesntdemferlg
di pl omacyod6, which relates to the need to
growing industrial and consumer demand. The petroleum sector is dominated by

SOEs, and reforms to reduestate control have been slgWorld Bank Report,

2010

The O N G G étrategy to enhance domestic production and to find equity oil
abroad hel ped to stabilise its oil and ¢
core expertise is in the production of shallow water and onshore fields (World
BankReport 2011). Hencethe ONGC had to go overseas to ensure that a stable

and secure supply of resourcesntensise avail a
growth. This has been the primary motivation behind overseas acquisitions by Oil

& Natural Gas. This is in line with fr findings of Dunning (1998) (1981) and

Homburg and Bucerius (2005).

The competitive managerial advantages accrued to ONGC from its vast
experience are evident in the strategy it adopted in relation to overseas ventures.
For instance, ONGOVL had set aarget of producing 6illion metric tonnes

per annum(MMTPA) in 2025, but its output in 2006 was only 6.34 MMTPA. Its
strategy for expansion was based on three entry meth¢als wholly owned
projects acquired during bidding of oil blocks in differecbuntries, (b)

production sharing contracts and (c) participation interests. It had established
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presence in major oil producingpuntries including Russia, Qatar, Libya, Iraq

and Iran. Even then, the output from major projects was insufficient to support
Indiad srude requirements. To overcome the limitations, OVL had initiated
expansion through acquisition of new projects during 2006 (Source: Business

Line, Saturday, January 20, 2009, ePaper).

It is evident that the BQO, Brazil is showing results. Acating to CMD-ONGC
(2010Y°, the growth vehicle of ONGC Videdhimited (OVL) with 40 projects in

15 countries sourced 8.8idillion tonne oil equivalenMTOE of oil and gas in
FYO10,; t-éver. The Bl e Brazil, where OVL has 15% participating
interest beganproductionon 12th July, 2009 and is currently producing 72,500
bopd International production accounts for about%l#4f total production.
Operates in 4% of its international projects and is a joint operator in an
additional 12 per cenCurrently, has internationglroduction in Sudan, Vietnam,
Syria, RussiaColumbigVenezuelaRB; and Brazil and exploration projects in

Myanmar, Egypt, and Iran.

ONGC, the countryob6s biggest oil expl orer
in terms of consolidated profits, has said that it acquired 43 overseas oil and gas
land assets over the last six yeaBNGC Videsh has been acquiring one asset

every one and half morglover the last six yearsThe staterun oil and gas major

% Source: ONGC Annual report, 202910
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ONGC hasheaten the likes of Tatas, Birlas, and Mahindras, among other private
business groups, in striking overseas acquisit{@&@t®nomic, 9th March, 2009

The deals were struck through its overseas arm ONGC Videsh Ltd (OVL).
Compare this to OVL having just oseich property in 2003. This translates into
an average of seven deals a yearOVL acquiring one asset every one and half

montls over the last six years.

According to an ONGC statement, "Investments in some of the properties have
been paid back much lwe€ the evaluated payback period." The contribution of
overseas production to total production of ONGC group has moved up from 7.23%
in 20022003 to 15.42% in 20008. ONGC has added 255.01 MTOE of reserves
through overseas acquisition since FY04. Thd&JR# and gas major has
compared its performance with global peers: ONGC's average lifting cost (2002
06) is $4.83/barrel oil equivaleriGoodstein, et gl.as against the global peers
average of $5.37/boe and ONGC's average finding cost {2002 $2.2%oe as

against the global peers average of $3.05(Batta & Jog, 200Q

The concerns expressed by the secondary reports (Goldman Sachs) regarding the
interests of minority shareholders interest were properly addressed by ONGC
through its corporate gowvasnce practices in the long term. For instance,

according to A.K.Hazarika, CMDONGC ( 2 @gddrorppratdggovernance
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has been the focus areatb& companyo . ONGC was condferred 6
status by the President of India in April, 2011, and another significant
achievement has been the recognition by the Transparency International. As per

the APromoting Revenue Transparency (PR
International and Revenue WatéNGC occupies th&op rank among 44 global

oil and gas companies in the world as faommnizationatdisclosurepracticesare

concerned (AnnudReport, 2011).

It is evident from the cases of ONGC, Tata steel and Hindalco that their focus was
on longterm prospects and not on the short term. It is further observed that these
companiedstocks performed poorly following the announcement of OFDI related
M&As, but showed positive results in the long run. This reflects the ownership
advantages to the Indiazorporates in managerial decision making skills which

has been acquired through their vast proven experience. The preparedness of

The Indian Union Cabinet approved introduction
Sector Enterprises (CPSESs) in December 2009. A CPSE is eligible to become a Maharatna, when

fulfills the following conditionsapart from being a Navratna company: it should be listed on

Indian stock exchange with minimum prescribed public shareholding under SEBI regulations; it

should have an average annual turnover of more than Rs.25,000 crore during the last 3 years; it
shouldhave average annual nebrth of more than Rs.15,000 crore during the last 3 years; it

should have an average annual net profit after tax of more than Rs.5,000 crore during the last 3

years and it should have significant global presence/internationatimmer

Powers of the Boards of Maharatna CPSEs:

The boards of Maharatna CPSEs will be able to exercise all powers to Navratna CPSEs and in
addition, exercise enhanced powers in the area of investment in joint ventures/subsidiaries and
creation of below Bard level. The powers include: To make equity investment to establish
financial joint ventures and wholly owner=d subsidiaries in India or abroad; to undertake mergers
and acquisitions, in India or abroad, subject to ceiling of 15% of the net worth obticerned

CPSE in one project, limited to an absolute ceiling of Rs.5,000 crore (Rs.1000 crore for Navratna
CPSEs).
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facing the shortun downturns in the stock market for better and sustainable
results in the long term manifests their coafide. This indicates that teeudy of
shortterm effects cannot capture the full effect of the M&As. Hence, theramg

studies are significant to look into the consequences of the M&As.

Case 4:DRL Indian Pharmaceutical Company acquired Betapharm, the fourth
largest generipharmaceuticatompanyin Germanyin Felruary 2006, with 100%
stake. The bid price wadS$ 570 million. The M&A transaction was settled
through cash payment. The acquisition waa&led as the biggest overseas
acquisition made by an Indian pharmaceutical company. The synergies from the
acquisition were expected to benefit both DRL and Betapharm according to Satish

Reddy, Chief Operating Officer at Dr. Reddy's Laborat3f{EsRL).

The keystone f or apastenperencgstroogirack eecordmRL 6 s
its international profile. Dr. Reddy's Laboratories is India's leading
pharmaceutical company with presence in over 100 counrleks.manufactures

a range of products such astige pharmaceutical ingredients, genesand
branded finished dosages, speciality pharmaceuticals, and biopharmaceuticals

(The Financial Express, Friday, February 17, 2006).

Unlike the previous casdsatured in this chaptethema r Kk imittaldesctionto a

takeover was positivend the share pricdsoimproved over the longer term.

® Business line, July 192008
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Short term empirical findings: Market reacted positivelyto the OFDI related

acquisition announcement of Betapharm by DRL
Performance issues:

Betapharm - a profitable unit: At the time of acquisition the operating
performance of Betapharm was highly profitable and showed ddidite
operating profit margirs. The stock markets might have been convinced with the
performance of Betapharm and believed that the acquisitaarid add value to

their stocks in future. According to organisation theory of asset exploration and
prior findings (in Chapter3) companies inemerging markets acquire overseas
target companies in order to acquire new technological capabilities tsthélya

can augment their existing potential skills and be more competitive in
international markets. This is possible when the target company is superior in
technology and performance. Hence, the markets reacted positively to the

announcement sadquisitbelly ®RLh ar mo

History of international performance and acquisitions The competitive
advantage acquired through managerial and professional experience is evident in
the case of DRL. Within a year of its inception, DRL became the first Indian
company to export active pharmaceutical ingredients to Europe. In 1987, Dr.

Reddy's obtained its first USFDA approval for lIbuprofen API and started its

% Source: Business line, July"12008.
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formulations operations. In 1988, Dr. Reddy's acquired Benzex Laboratories Pvt
Limited to expand its Bulk Acotes business. In 1990, Dr. Reddy's entered new
territory when for the first time in India,it exported Norfloxacin and
Ciprofloxacin to Europe andhe Far East. In 1993, Dr. Reddy's Research
Foundation was established and the company started its dregvelig
programme. In 1994, Dr. Reddy launche@BR issue of US$ 48 million. In
1995, the company set up a joint venture in Russia. In 1997, Dr. Reddy's became
the first Indian pharmaceutical company to-begnse an original molecule when

it licensedantidiabetic molecule, DRF 2593 (Balaglitazone) to Novo Nordisk. In
1998, Dr. Reddy's licensed autinbetic molecule, DRF 2725 (Ragaglitazar) to
Novo Nordisk. In 1999, the company acquired American Remedies Limited, a
pharmaceutical company based in &din 2000,DRL became the first Asia
Pacific pharmaceutical compaoutside Japan to be listed on the New York Stock

ExchangdKale.D, 2010.

Information symmetry: The medi a reports and the
before acquisition were positive. Likewise, the media was effective in releasing
news relating to the performance of DRL in the gaxjuisition period. Therefore,
the information released through the didewas positive and the stock market

reacted positively to the announcement of DRL acquisition of Betapharm.

Long term empirical findings: Market remained positive in the post

acquisition period.

221

ana



Chapter 71 Theoretical explanations of the Empirical Findings at Firm Specific Level

DRLOs vVvice c¢haiViPrasadsaida n d W& E Heliet® thag thiy

strategic investment will generate substantial opportunities for-tkmng value
creation for b orhehFindntiad Expressn prigay,i Felsuarg 17 (

2006). The acquisition scored high on synergidfie vicechairman of DRL

further said that the frorend presence oB et a p hia iGendas market
complemereDRL6s domestic manufacturing advant
generic and innovative products. For DRL, it meant ready access to the German
generics business the secondargest generic market in the world after the. US
Added to that, the deal was also a good
was then under pressure. By the acquisition of Betapharm, DRL was able to
expand its presencen ithe European market. Betapharm markets high quality
generic drugs and has a strong track record of successful product launches. With a
current portfolio of 145 marketed products, the company is one of the fastest
growing generics companies in GermanyisTacquisition strateggnabledDRL

to gain an entry platform for the European generics markets and achieve a
significant scale in the global market. The acquired firm is in turn expected to

|l everage DRLO6s product devel opohevet and
further international growth and expansion. This acquisition also includes a

research centre which focuses on applied health management.

G V Prasadexplaired therationale fortheBet aphar m acqui siti on:
has contributed 20% of our rewees. German market is more challenging as even
the government wants to decrease prices of generics. But it is different from the
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US. Branded generics have a longer lifecycle and price realisation is better. So it

is good market to be in (Kale.D, 2010).

Therefore, the identified driver behind DBRLacquisition of Betapharm is not to
exploit existing competitive advantage, but nealise and augment potential
competitive advantage. It is evident frgonior findings in Chapter3 that the
Indian corporates tehto invest inmature markets in order to seek superior
technology and other resources which they lack iir th@mestic marketsthis is
referredto as asset exploration strate@iis strategy will push them up the value
chain. This strategy is appropedor those corporates who have the fispecific
advantage with the similar technology (though not as superitvedsgh growth
market). Thisstrategy willmake thelndian corporatesompatible to seek and
upgrade the superior skills. DRL could augment its existing potentialities by
acquiring Betapharm. It is evident frofifable 2.3 that DRLwent global and
invested inthe US just seven years after its inception. This indicates the
technology fitness of the company. It is evident from the empirical findings that
DRL had positive stock market results in the short and longs.rlthe investors
expressed confidence by remaining positive in the stock market in thetesinort
following the aquisition announcement of Betapharm and also in the- post
acquisition period. The empirical results also demonstrate the absorptive capacity

of DRL.

DRLO sipproach is in line with the views of Mathews (2006), that firms from

developing countries invest aad to develop linkages with the world market in
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order to leverage strategic resources that in turn promote learning within the firm.

In other words, firms from developing countries may use outward foreign direct
investment not as a means of exploitingserg competitive advantage, but as a

means ofrealising and augmenting potential competitive advantage. Therefore,

the information released through the media was positive and the stock market

reacted positively to the announcement of BRiacquisition of Betapharm.
Likewise,theomgoi ng corporate news aboutd DRLOS
earnings following theacquisition of EBtapharm had given positive signals.

Coupled with the performance and growth in sales, BAddi vi dends, DRL ¢

stock market remined positive.

Case 5: Wockhardt
This is the case of Wockhardt acquisition of 100% stake of Negma Laboratories

in France for US$ 26illion.

Short term empirical findings: Market reacted adversely in the short term

Performance issues:

Product diversification: The market might have reacted negatively because of

the product diversification strategy of Wockhardt. According to Kalg€010),
Wockhardt has diversified into other bus
product portfolio includestmrmaceuticals (bulk drugs and formulations), medical

nutrition, Agri-sciences and hospitals. This diversified portfolio of products also

makes the position of Wockhardt quite different from wiaDRL andRanbaxy.
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As with the prior findingsthe compaies may fail to add value when they drift

from theircore business

Business Strategy and Domestic Experiencedt is evident fromTable 2.2 of
Chapter2 that it is established in 197&8nd in 1997 it had a joint venture in
Botswana. It had taken 3@ars from its inception to go overseas. This indicates
that Wockhardi business strategy to go overséasxpand its marketwas slow

when compared to other companies in the same sector. For inst&nce,
counterpart DRL could internationalise withirufoyears ofts inception (evident

in the above case). This indicat¥8o ¢ k h alowd ¢cometitive advantages
acquired through domestic experience. Hence, the stock markets might have not
been convincedboutthe overseas acquisition of Neginaboratoriesannounced

by Wockhardt.

Absorptive Capacity: Wockhard®d dirst joint venture overseas in 1997 with
Botswana before it spread its operations to UK in 2002 indicates (as per prior
findings) that it did not possess superior technology and hence, invested in
BotswanaThis is in line with prior studiegakino, Lau and Yeh, 2002As per

the international organisation theory and prior findings it is undersioqubrates
thatinvest in developed countries tend to possess superior technology and have

absorptive capacif). This might have been one of the resstor the negative

“The prior studies generally suggest that firms that possessricu firm-specific
advantages are more likely to engage in strategic-assking FDI and hence invest in
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reactions from the stock mar ket s f ol

acquisition by Wockhardt.

Long term empirical findings: Under performed in the postacquisition

period.

It is evident from the long term results (wealth relative measure and CAR) that
Wockhardt did not create wealttor its stockoldes. The empirical results
indicate that Wockhardt is the only companytle pharmaceuticakector with
negative CAR in the gt term and long term. The possible explanations can be
drawn fromthe OLI theory. These empirical results leadttee question: Whydid
Wockhardt receivea negative stocknarketreactionwhen it acquiredNegma
Laboratories from France while DREceiveda positive reactiomwhen itacquired
Betapharm from GermafAccording to KaleD (2010), Wockhardt was started

by the Khorakiwala family in 1959 as a small pharmaceutical distribution and
selling entity. The company set up its first formulatidanp in 1977 and soon
established a bulk drug plant in 1983. In particular, the existence of a thriving
hospital business makes it potentially possible for the company to be a fully

integrated companyundertakingclinical trials andmanufacturingdrugs. he

Developed Countries (DC), than those firms that do not possess such advantages (who
tend to prefer investing in less developed countries).. Bedmtesn asseseeking FDI to

occur in a developed country, the newly industrialised enterpfigdaskides & Oyon)

firms should possess related technological capabilities that are advanced enough to absorb
the superior technological capabilities owned by the source firms in the DC (Makino, Lau
and Yeh, 2002).
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company was privately held and listed thhe Mumbai Stock Exchangein 1992

and followed that with listings in Luxemburg in 1994 and the US in 2003. It is
evident fromTable 2.3 in Chapter2, that DRL andWockhardt share some
similarities: First, thi host country isin Europeand second, they are ithe

pharmaceutical sectdn spite of the similaritiesvhy the variations in outcomes?

A possible explanation is that the variations occurred because of absorptive
capacity difference in the shareholding pattern and product diversification
strategy. It is evident that though DRL was a-latener compared t@/ockhardt

in the domestic market, it wdswever,the first company to invest ia mature
market. Therefore, thmarkets might have considered the absorptive capacity as

an important indicator for the future success for DRL \Afmtkhardt.

The shareholding pattefrof Wockhardtsuggests 73.64% of shamesreheld by
promotersand the remaining 26.36% held by financial institutionstaedeneral
public. On the contrary, DRL shareholding pattern suggests that 25.62% of the
total sharesvere held by promoters and the remaining by financial institutions
and the general public. Té concentration of majority shares by the promoters
might hinder then when making strategic decisionBecause of rislaversion
motive. For instance, prior findings indicate that concentrated shareholding may

create entrenchment effects in addition to itiees effects(McConnell &

* Source: Bombay Stock Exchange.
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Servaes, 1990 (Mikkelson & Partch, 19809 (Morck, Shleifer, & Vishny, 1988
and, instead of imposing an efficient monitoring and control on managerial
discretion, the largblock shareholders may produce their own set of ageostp

(Roe, 199D

The markets might have considered the absorptive capacity as an important
indicator for the future success for DRL awébckhardt Likewise, aswith the
prior findings corporates involved in diversified product mix did not delivaue

when compared to the naonglomerates. Hence, the variagam outcoms.

7.3 Identified drivers behind the OFDI related M&As by Indian

Corporates

The study adopta firm-specific approach to exane the underlying factors from
evidence available on OFDI related M&As of Indian companies at firm level. It
briefs the intentions of the 30 selec®@&DI related M&As byindian corporates

based on the secondary data.

Based on the secondary information faetors underlyingOFDI relatedM&As
by Indian corporateare shown inTable7.1. The discussion that follows in the

study is drawn primarily from the above mentioned secondary sources.
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Table7-1: Identified Drivers behind OFDI relatdd&As by Indian Corporates

Sector Companies [ Underlying factors Driver

steel Tata Steel Horizontal and in part vertical | Asset seeking
integration,costadvantages and| andMarket
strong distribution network in | seeking
Europe

phamaceutical | DRL Marketaccessproduct Strategic
portfolio, marketing asset
infrastructure and long term seeking
value creation

IT TCS Delivering services throughout | Efficiency
sourcingsharedservices, seeking
productportfolio and securing
markets

phamaceutical | Ranbaxy Marketaccessproduct Strategic
portfolio, patents lowering asset
coststechnologyandbrand seeking

aluminium Hindalco World class technology, wide | Strategic asse

clientele base, cost reduction,
synergies by combining higénd
player with the lowend players

seeking
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steel ISPAT Resource seekinglobal Market
presence, cost advantages, Seeking
technology

steel Tata Grow from domestic player into| Market
a regional player in the East an{ Seeking
South East Asian markets and
capacity utilisation

phamaceutical | Matrix Marketaccess into Strategic
underrepresented, high growth | Market
generic pharmaceuticals marke| seeking
of Belgium and Southern Europ
brand, marketing and distributio
productportfolio, patents, and
technology

paper Ballarpur Expand globally the paper and | Market
pulp operations, capacity Seeking
enhancement, technology
transfer, product portfolio,
developing ancillary industry an
access to resources

medical Opto Circuits | Marketaccessproductportfolio, | Strategicasset

equipment patentstechnology andbrand seeking

automotive Tata Motors | Brand,technologyglobal Strategic asse

(Jaguarand
Land rover)

presence, wide clientele base,

seeking

230




Chapter 71 Theoretical explanations of the Empirical Findings at Firm Specific Level

automotive Tata Motors | Synergies in marketing, researd Efficiency
(Daewo0) and product development, seekingand
operational areatirough their | Market
complimentary fit seeking
IT Sasken Delivering services, Shared Efficiency
Communicati| servicesproduct portfolio and | seeking
on securing markets
oil HPCL Resource seekinglobal Natural
presence, cost advantages, resource
technology seeking
oil ONGC Resource seeking, to overcome Natural
Videsh domestic competition and hike if resource
prices and to explore seeking and
opportunities further technology
food Tata Tea Brand,access to raw materials, | Strategic asse
global presence, wide clientele | seeking
base, deriving efficiencies of
integration and aggression in
market place to gain market shé
food Tata Coffee | Brand, global beverage player, | Strategic asse

seeking
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phamaceutical | Wochdardt | Marketaccessproductportfolio, | Strategic asse
patentstechnology andbrand seeking
consumer Videocon Brand,technologyglobal Strategic asse
Thompson presence, wide clientele base | seeking
SA
telecom VSNL Global presence, shared servicq Efficiency
wide clientelebas seeking
forging Mahindra & | World class technology, wide | Efficiency
Mahindra clientele base, cost reduction, | seeking
synergies by combining higénd
player with the lowend players,
brand and value creation
beverages United Spirits| Brand,global presence, wide Strategic asse
clientele base, product portfolio| seeking
phamaceutical | Lupin Marketaccessproduct Strategic
portfolio, patentstechnology asset
andbrand seeking
fertilizers United Product portfolio, networking Strategic
Phosphorus | synergies leading to global asset
Ltd presence and to seek research | seeking
development capabilities
phamaceutical | Sun Pharma | Marketaccessproduct Strategic
portfolio, lowering costs asset
patentstechnology andbrand seeking
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chemicals Tata Mutual learning through Efficiency
Chemicals [ technology and market expertis| seeking
sharing, geographical networkir]
through global presence

Source: Compilation of the secondary data (media,publications, empirical

evidence and official reports)

It is evident from the above table that one common feature of all the OFDI related
M&As is that they are all nediversifying acquisitionsThedriversareidentified

based on the secondary souréasthe Indian corporates going global through
acquisitions include synergiedrawn by combining high-end player with low

end players, resource seeking, global presence, technology, product portfolio,
brand, patents, cost advantages, research and gprathvelopment, shared

services, access to resources and horizontavenidal integration.

The present study considers investments in production facilities situated in other
than developed countries as a proxy for market seeking, investments made in
production facilities in developed countries as a proxy fi@ategic asset seeking

and nvestments made for acquiring relevant resources as a proxy for resource
seeking This is in line with prior studies as presentehapter3 (Deng (2004,

Buckley(2007) and Sathy€2009).

The asseexploitation perspective of FDI commonly posits that firms that possess
firm-specific advantagesitilise these advantages to operate abroad to seek

markets or lowcost natural resources or lalboforce. The example of ala
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Motors outlines the assetxploitation perspective of the Indian corporates
involved in OFDI related M&AsThis is in line with prior studiesMakino, Lau

and Yeh(Makino, et al., 2002

Tata Motos is a good example of asset exploitation strategyahylndian

corporate. For instanceccordingto Kumar (2008, Tata Motors is the first

Indian company to be listed on the New YoBkock Exchange Tata Motos is a

well-known automobile producen India, which proved its unique ability to

deliver value for monegsrepresented in the developmentltdkwo r | ddés cheape
cari the Nano (Kumar,2008. Tata alsodevelopedindia's first sports utility

vehicle, the Tata SafagindIndia’s first indigenously manufactured passeruge,

the Tata Indica. The company also makes the Tata Indigo and the Tata Sumo.
Additionally, it markets and distributes Fiat cars in India. Tata Motor
manufactures a wide range of buses as well as light, medium and heavy

commercial vehiclegwww.tatamdors.con). The company also manufactures and

sells passenger buses in the light, medium and heavy sedgrhentempetitive
ownership advantage to Tata Motors lies in its new technologies combined with
its managerial capabilities. It is evident from the\abthat Tata Motors possess
firm-specific advantagesin developing cars and other utility vehicles
economicallyand intendgo utilise these advantages to operate abraadseek
markets Tata Motors acquirethe two iconic brandSaguar and Land Rovéo

improve its growth prospects worldwide. This acquisition enatileccompanyo
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operate its headquarters from Britaifihis acquisition provides a significant

expansion of camaking capability for Tata Motors.

The case of DRland Piramalare exampla of pharmaceuticalndian corporates

with assetexploration perspectige Accordingto Kale.D (2010, Indian firms

are moving up the value chain by acquiring specific skills and technologies in

advanced markets. Inthe high volume low cost activepharmaceutical ingredient

(API) market Indian firms are now facing competition from Chinese firms which

can manufacture bulk drugs at a cheaper rate than Indian firms. Indian firms are

using access to technology as a differentiating factor where coropetiti the

basis of cost has limitatsn Ni chol as Piramal 6s acqui si't
acquisition of Trigenesis show Indian firdefforts to move up the value chain by
augmenting existing capabilities t hrou
acquisition, makestoxic products and other high value drugs such as hormones

and owns fermentation equipment to make drugs more efficiently. These drugs

require a high quality of safety and containment and therefore they are-highly

priced making them more profitabke t o i nnovator s. DRLO6s acc
gives the company access to certain products and proprietary drug delivery
technology platforms to develop a pipeline of drugs in the dermatology segment.

One of Trigeneisi s®s qanmeofpmajorehallanges faceé c hn ol
in the formulation and delivery of drugs in the areas of oral, injectables, inhaled

and topical delivery. The above empiridaidings show the motive of asset
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exploration by thdndian pharmaceutical companiesich is in line with prior

findings (Makino et al, 2002).

7.4 Nexus between the OFDI Indian governmenpolicy and the
identified drivers behind OFDI related M&As by Indian

corporates

It is evident fromTables2.1 and2.2 of Chapter2t hat t he I ndi an
approach towards OFDI underwent drastic changes wherewasr shift from
restrictive policy regime to the liberalised policy regime. These policy changes
provided opportunites for Indian corporates to go global through @FAelated
M&As. The outcomewas anincrease in the amount of overseas investments by
Indian companies. In other worde policy changes adopted during the third

phase triggered a sharp increas®kDI relatedVI&As.

This indicates that the corporate #uns are affected by the legal framework
governing international capital flows as well as by proactive policy measures to
assist companies in their internationalisation process. Theretbeze is

conducive scope for the government in India to eithBuence OFDI flows by

creating a competitive business environment or to restrict through regulations.

The nexus betweeovernment of Indigolicy andstrategies adopted by Indian
corporatessupport the three stage dynamic comparative model of govetnmen
business relationshipshé period considered was from 198990) proposed by

Agarwal and Agmon, 199(Chapter3), with a slight difference i.e., the difference
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in the period under observation. The present study looked into the government
policy changedrom 19741 2008 and the contextual difference is much wider
The terminternationalgationincludes the OFDIs taking the form of M&Aghile

in the Agarwal and Agnon model (1990) internationalisation was restricted to

foreign exports, export markets and export promotion activities.

It is evident from theabove discussion that the IndiaGovernmend OFDI
policies impact the strategic dsions ofbusinessorganisations. It supportshe
institution-based view (Buckley, 2007; Remand Delios, 2006) which states that

the international strategies are shaped by the home institutional envirbantent
theinstitutionalconstraints in emergg economies tend to be much stronger than
those in developed countries and include the substantial influence of governments
on compani esd &tDeagt 2008y Likewese, iit 3si understood

from the literature that active government involvetrierbusiness via ownership

or through regulatory framework is a rather common phenomenon in most of the
latecomer and transition economies, especially in f&ng, 2000 cited in Child

and Rodrigues, 2005)

The present study develops and propodes emeging approach of Indian
corporates inTable 7.2 tased on the prior findings i@hapter4 and discussion
presented abovelhe traditional Indian approach signifies the approach of the
Indian corporates prior t@000 and the emerging approachcomes after the

liberalisation of OFDI policy.
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Table7-2: : Changes in Approaches of Indian Corporates involved in OFDI

related M&As

Traditional Indian Approach Emerging Indian Approach
Rationale Lower costs Add value to the stocks
Operations Integrated De-Integrated/Disintegrated
model
Approach Market Seeking with existing | Strategic AsseBeeking with

firm-specific advantages

existing firmspecific advantages
coupled with acquired competitive
advantageto effectively compete
in global markets

Synergy Levels

Drawn from Cost controls

Drawn from combination of low
cost commodity player and value
added (branded) high end
commodity player, Brand,
Technology, Product differentiatiol
Shared services aradso cost
controls

Investment Greenfield or Joint Venture | Brownfield Investments & Joint

Type Ventures

Destination Developing countries Developed Countries

Networking Limited in scope Sophisticated and widely distributg

Product type SemkiFinished goods SemiFinished goods & Finished
goods

Regulatory Restricted Liberalised

Environment

Technology Labourintensive and less Sophisticated and efficiency

sophisticated

Transactions Technology Services Technology Transfers and Shared
services

Value-Chain Start point of the value chain

Moving up the value chain
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Indian corporates have changed their approach over time and as a result of
governmentpolicy changes. It is evident from the table above that under the
traditional approachindian corporate activity was narrow in scofi@jited in
terms of technology, production, position in vatiain and business focus. The
type of investmentvas Greenfieldor joint venture. On the other hand, under the
emerging approach the corporate &gy has awider focus The corporates try to
increase thie market share through strategic asset seekitgch includes the
existing firmspecific level advantages coupled with the acquired competitive
advantages. This approach enables the corporatesffaotively compete in
international marketsThe corporates expect to draw synergies through their
complementary fit in terms of superior technology, network distribution and
product differentiation. Unlike the organic growth untie traditional approdu

the current preference of Indiancorporates isinorganic growth through

Brownfield investments.

7.5 Comparison of Empirical Findings with Prior findings from

Mature markets

The following comparisoshowshow the contextsituation and environmeifior
Indiancrossborder M&Asdiffer from M&As in mature marketsThemajority of
the prior findings documented in the literature (Chapter #9m the mature
markets shoed negative wealth effects to stockholders in the short term

following announcements and the long term subsequent to the mergers and

239



Chapter 71 Theoretical explanations of the Empirical Findings at Firm Specific Level

acquisitions. Likewise, the global landscape changed over the period and
phenomenon identified in mature markets relating testimt term andong term

performance following M& acti vity doesnot remain t
context. These differences which lead tbe possibilitiesfor variatiors in the

empirical findingsare presented below:

.Ownership structures: The institutional environment in Asian countries is
different from the US and various researchers have suggested that agency
problems may be less severe in Asian countries (e.g., Claessens et al., 2000),
partly because they have a more concentrated ownership structure (i.e., wealth
controlled by a few family growgor by central government). According to Ma et

al., (2009) agency theory is not suitable to explain M&A activities in Asian
emerging markets because of the differences in ownership structures between
developed and developing countries. For instance, thalthe majority of

corporates that went for overseas investments are fawilyed companies.

First, the US has a welleveloped legal system to protect the interests of
shareholders and the welfare of consuméhss is differenfrom many emerging
econonies that suffer from poor legal environmerind weak enforcement of
existing laws(LaPorta, Lopezle-Silanes, & Shleifer, 1999Second, cultural and
governance differences between developing and developed markets lead to

differences in thergansationalstructue of firms(Dennis & McConnell, 1986
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Conglomerate Mergerét is evident from the literature that conglomerate mergers
were central from the period 1960 onwanmddJS. The distinguishing feature of
the mergers occurring in the 1960ssvto diversify or extend the acquiring
compani es o (Mualet le/§. Whie, dndiad s @lateeeQFDI
related M&As by Indian corporates belong to the same sector and ttalihia
category of nordiversifying M&As. This difference could ado variations in the

results.

Mode of Settlement: Most of the research focuses on whether cash offers or
equity offers are valuemaximising. There is reasonably consistent evidence that
cash bids are associated with better performance in both the shdiong,
Hirshleifer, Richardson, & Teoh, 20p®t al. 2005; Draper and Paudyal 1999;
Travlos 1987; Walker 2000) and the long run (Cosh @uoést 2001; Linn and
Switzer 2001; Loughran and Vijh 1997he prior findings show evidence that
stockbased deals are associated with significantly negative returns at deal
announcements, whereas cash deals are zero or slightly positive (see Asquith,
Bruner and Mullins (1987), Huang and Walkling (1987), Travlos (1987) and

Yook (2000).

One reason for this may be that acquirers decide on their payment method,
depending on whether they expect higher or lower performance in the
forthcoming periods. Hence, acquirers will pay in cash if they believe their shares
are undervalued, and they withoose equity if they think their shares are

overvalued. Cash payments might serve as a signal to the marketheéhat
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acquiring firmnd gnanagement expect an increase in firm value over the post
acquisition period (Myers and Maijlut984). Transactions hwith equity will

result in a dilution of the share price, as the number of outstanding shares
increases, while the value of the firm remains the same until expected synergies

take effect (Mitchell et al.2004).

As documented in the literature, the modesettlement for majority of the
companies involved in M&A activity in thematuremarkets wagquity settlement.
It is evident from th&able2.3 inChapter2 that all Indian corporates involved in

thirty OFDI related M&As settled thieM& A transactions in cash.

Regulatory Issues:US reported empirical findings suggest M&A regulation is
costly to investors. Weif1983 finds evidence suggesting that Federal Trade
Commission antitrust actions benefit competitive rivals of the buyer anet.targ
Jarrell and Bradley(1980 and AsquithBruner and Mullins(1983 find that
returns to merging firms were significantly higher befaether than after
implementation of the Williams Amendment in October 1969. Schipper and
Thompson(1983 consideedfour regulatory changes between 1968 and 1970 and

found wealth reducing effects associated with increased regulation.

More recently, the rules and regulations governing the international firms have
been dramatically altered to facilitate operations of the foreign firms (UNCTAD,
2008). Opening up of capital marketss been made easier (than before) for

emerging multinatinal enterprises from developing countries to raise equity
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capital and debtbesides facilitating their listing of shares on foreign stock

exchanged.Ramamurt{2008; RBI (2009)].

Asset Exploitation: It is evident fromthe literature that firmsra drivenby an
assetexploitation perspective when they possess fspecific advantages. They
tend to expand and internationalise and use their scale of operations to the fuller
extent. These corporates possess-Bpacific advantages in the form of superior
tednology and brands They haveextensivedistribution channelsin mature
markets and try to exparnteir market horizonsAccording toMathews (2006),

asset exploitation is not appropriater corporates from emerging markets
because they often seek to invest abroad to secure a competitive advantage they
currentlydo not possesst is true from Indian contexevidenced byTata Steel

and Hindalco. By combining their finspecific skills with tle competitive skills
acquired through OFDI related M&As, Indian corporates are able to compete in
international marketsThey also draw synergies through complementary fit

occurring due to disintegrated model of operations subsequent to the acquisitions.
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Table7-3: Comparison between mature market and emerging market studies

Details

Mature Market Studies

Indian Studies

Settlement of

Equity settlements

Cash settlements

M&A

transaction

Asset Corporates are driven by Asset exploitation is possible

Exploitation asset exploitation because | only when the corporates
they possess firmpecific acquire the competitive
advantages which enables | advantages and combine thé
them to compete in to their firm specific
international markets advantages such that they c

compete in the global marke
Motive Asset Exploitation Asset Exploration and Asset

Exploitation

Performanceof |[Acqui ri ng Fi r{AcquiringFi r moés T (

Bidding and Q > Target Fi|< Target Firmn

Target firm

Agency More Severe because of the Less severe because the

Problems diffused ownership structure| ownership structures are
concentrated and majority o
them are either family owne(
or Government owned

Regulations IncreasedRegulaitons Liberalised/Unregulated

Legal Systems

Well-developed

Not-well developed
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Diversification Conglomerate Mergers Non-diversifying acquisitions
Acquired and Developed to Developed Emergingto Developed
Target group 1 countries countries

Geography

Table 7.3 presents the possibilities for differences in the outcomes of the studies
from mature markets and Indian context due to underlying differences behind

initiating the M&A transaction.

Fromthe review of literature presented ©hapter4 it is evident thauntil 2000,
the majority of M&A studies focussed amature markets OFDI- related M&As
are a recent phenomenon in emerging markets amgdstudiesundertakerabout
themhave beemecent.Howe\er, the studies undertakennmtureand emerging
markes is that with reference t@FDI related M&Ashave examined two issues
in common. Theyare: (1) Short term market reactions following the
announcements ar(@) Long term performance following the M in the post

acquisition period.

It is evident fromSection7.4 that the context and situatidor M&As initiated in
mature markets are different from thoseemerging marks, specifically India,

and therefore outcomes are different too.
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7.6 Conclusions

Theoretical explanation®r the differing outcomesf the firm-specificempirical
findings have been offeredand given a basis fathe development ofestable
propositions for future empirical researchers. For instance, the short term results
supported the prior studies that the Indian corporates involved in OFDI related
M&As performed well domestically prior to acquisitions. Through their
performance they have established and consolidated overtime and proved
themelves in the domestic marketsHowever, thefirm-specific empirical
findings are contradictory to the overall empirical findings. It is understood that
the stock markets reacted negatively to the OFDI related announcements by
Indian corporates in spite of their pogéi performance in the pigcquisition
period in domestic markets. The study provided explanations for the variations in

outcomes

The studyfurther examired the Indian corporates based on the prior findings and
theory. It identified that Indian corporateacquired competitive ownership
advantages through the OFDI related M&As. For instance, through acquisitions
the Indian corporates had the advantage of being local in foreign destinations and
avoided the disadvantages of being foreigimeEuropean, UK & & marketsBy
undertaking integrated production networkirige Indian corporagelinked the
low-end players with the higand playersand were able to drawsynerges and

deliver value. In other words, the initial prodegsof raw materials \as carried
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out in India closer tasourceand then the remaining processes were caaugch
the acquired companyos country whioch

technology and also interface with the customers of the acquired companies.

Considering the Indian cesit is evident from the identified drivers that most of
the acquisitions fall in a pattern that involves bringing together the low cost back
end of an Indian company withe front-end having an interface with customers

in developed countries. The empal results indicate that the OFDI related
M&As by Indian corporates are able to fully exploit the synergies and are
delivering value to the shareholders. Though there had been differing outcomes in
the short term performance following the announceme@Fkid| related M&As

by Indian corporateshe performance improved in the long term in the three year

period following acquisition.

The study has given theoretical explanations for competitive advantages occurring
to Indian corporates as a result of vastezignce in domestic business. From this
perspective, the study offers testable propositions for future empirical researchers
in the area of financingmplications on the capital structure of the OFDI related
M&As by Indian corporates, the impact of intational borrowings on the cost of

capital changes in cost structuresd so on.

Likewise, in order to understand the linkage between the strategic investment
decisions,boards corporate governancevariables andperformance the study

proposes a need for further empirical analysis to examine competitive advantages
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arising from boards and effective corporate governano® further empirical
analysis can be undertaken to examine corporate goverichacacteristicof

Indian caporates.

The study has given theoretical explanation for the empirical findargs
variations of outcomes in the short term and long term periods. The study also
showed differing underlying factors behind initiating M&Asonsidering the
studies from m@re markets and India. By doing so, the study, thus, opens up

possibilities for future empirical research.
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CHAPTER8: CONCLUSI ONS O®BKDN¥YHE S

8.1 Introduction

This chapter concludes the major findings of the stadylinescontribution and

presentsts limitations.

Encouraged by the financial reformsitiation by government of Indjaan
increase in large scale mergers and acquisitions (M&As)ndiamh corporate
occurred. Thenajority of the Indian corporates which were hitherto protected and
limited to their domestic environmeand investments in developing countrége

now exposed to international markeigh the maturity markets as prime te
There could be risks and challenges to the Indian corporates in the globaltarena.
is important to see how the Indian corporates perform in the international markets.
The present study therefore examines the performanckdin corporates

involvedin the OFDI related M&As.

It is evident from the literature théthte majority of studies in the area of cress
border M&As reported from 1952000 are dominated by developed countries.
This is because M&A activity was popular in US, UK and Europe duriag th
period. Crossborder M&As in emerging nationsare relativelyrecent so the
empirical findings are limitedThis study is built orthe wealth maximisation
theory and Ownership, Location and Internationalisation thdergm an Indian
context it is evident fronChapter4 thatthe majority of Indian studies examined
the patterns of the outward foreign direct investmermgbie among therarethe

emerging pattern of India's outward foreign direct investment under influence of

249



Chapter 8Conclusion of the Study

stae policy: a macro viewSingh & Jain, 2009Nayyar, 2008;Rajan, 2000 &
Kumar 2008. The study of Kale (2009) considered only small scale companies
which involved the investments less than USD$48 million. The study of Gubbi,
Aulakh, Ray, & Chittoor (Gubh, et al., 201) examined the posicquisition
performance for a sample size of 412. Their study did not examine the short term
announcement effecthe study of Zhu & Malhotra, (2008) considered short term
and long term performance of Indian acquiringnit But it is limited in scope in
which it considered only service sectwyoss border mergers and acquisitions by

Indian corporates in the US only.

The study is important because it is the first to assess the success of Indian
corporates involved in overas investments from the short term and long term
perspective and across sectdrse study fills the gap in the literature in which it
examines the aggregate performance and also looks into firm specific level
performance. The study provides possible tetcal explanations at firm specific

level for the variations in outcomes observed in the stock market performance
following the announcement§his approach of theorisation opens up possibilities

for future empirical research.

Thepresenstudy addresskthe following two basic issues:
1 How does the market react to the news of an Gielited M&A?

- Shortterm announcement effect
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1 Does corporate performance improve as a consequence of arr€&ted

M&A?

- Long-term share price movements

8.2 Short term

The studyusedevent study method to observe the behaviour of the investors in
the stock market to the news of an OFDI related M&A. The study indl@0e
companies which are involved @FDI relatedM&A transactions between 2000
and 2008 from seven sector§ he study used market model to capture the effect
of trade following the announcemeand extendethe interval to preevent day {

1), (0) event day (announcement day) and post event day (+1).

8.2.1 ResearchHypothesis

The study uses the event method to thethypothesis relating to the shaun

share price performance of OFDI related Indian corporates involved in M&As.

Ho: There are no abnormal returns on the announcement day (0) following the

announcement of the OFDI related M&AS.

8.2.2 Methodsi short term

The present study measures the shamt performance othirty OFDI related
M&As by Indian companies. The study considers a tala@e shortevent window

surrounding the acquisition announcement period. It includes a day prior to the
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announcement and theent day (announcement day) and a day following the
announcement. The study concensairly on a shortun event study method,
restricting analysis to a shestent window (closely surrounding the
announcement day). The event date for the study is sétetthe date of
announcement of the respective M&A event. This provides the best comparison of
the various methods because the shorter the event window, the more precise the

tests.

8.2.3 Analysis of Results

It is evident from the empirical results that the stowkkets reacted positively in

the short run following the announcements of the OFDI related M&As by Indian
corporatesThe empirical findings of the study shedpositive results following

the announcements of the OFDI related M&As by the Indian corporates
abnormal returns are positive throughout the event winddwO(-1). The AAR

is statistically significant al% a day prior to announcement, significant at 5%
level on the announcement day, and significant at 10% on the post event day. The
Cumulative Abnormal Returns over the event window, (0,-1) are statistically
significant at 1% level. It indicates the creation of wealth to the stockholders of
the bidding firms following OFDlrelated M&As. The empiricaltest results
supported the rejectionf ahe null hypothesisat 5% level of significance
However, inthe case of a few companiethe empirical results also showed

negative abnormal returns following the news of OFDI related M&As by the
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Indian corporates. Hence, there are differing outcomekershort term at firm

specific level

8.3 Long term

The present study measures the lomg performance of the Indian companies
involved in thirty OFDI related M&As. The study considers a maximum 36
months following the acquisition event month. In this wayminimises the
possible econometric problems arising from the use of longer horizons. The
period of the study signifies acquisition activity and covers selected Indian firms

involved in OFDlIrelated M&As during 2002008.

It examines the shareholders Wwkaeffects as a consequence of OFDI related

M&As of Indian corporates.

8.3.1 Hypotheses of the study (Long term perspective)

The study tests the peatquisition performance following OFDI related M&A
with the following hypotheses: (1jlo: There are ncabnormal returns to the
acquiring firms following the acgsition activity in the long run and (Zjo:
Financial performance in the posicquisition period is no greater than the

operating performance in the paequisition period.
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8.3.2 Methods used

The presenstudy pursues two different approaches to test the first null hypothesis
and assess the longrm performance of the OFDElated M&A firms. The
method chosen is in line with the studies conducted and documented in the
literature(lkenberry, et al., 1995(S. P. Kothari & Warner, 199/(Lyon, et al.,

1999 and(Zhu & Malhotra, 2008 The firstis one of the most commonly used
techniques in the literature. i.e., CAR using the market model. The market returns
of the Bombay Stock Exchange (BSE) Index amal honthly returns of the firm

are used.

The second approach calculates loag abnormal returns considering the buy

andhold strategy. The study attempts to overcome the issues relating to the
BHAR. The study usea control firm approach and matches ®&DI related

I ndi an companyds abnor mal mar ket return
from the BSE Index based on a set criteria. To be considered, the control firm
should be of the same size, and belong to the same sector and should not be
involved in acquisition activity. The selection criteria is in line wighrber and

Lyon (1997) who document that matching sample firms to control firms of similar

size yields test statistics that are well specified in all sampling situations.

The second hypothesis tested by assessing the operating performance of the
sample firms. The study uses-ate andep ost approach and empl

Q and consi de reventtahdrtieesy e ya postéerd in [ine with
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prior studiegZhu & Malhotra, 2008 Thesignificance of the mean changes in the

two periods is tested by usingetst.

The study also employs the wealth relative method proposed by Ritter (1991) to

explain the performance of the firms.

8.4 Analysis of Results

Long term: The empirical findings of the study show positive results in theipost
acquisition period following the OFDI related M&As by the Indian corporates. It
is evident from the empirical results ththe BHAR t value is higher than the
critical tvalue at 1%édvel of significance while CAR is higher than the critical t
value at 5% | evel of s i -gafue i§ highex thanghe L i k e w
critical tvalue at 10% level of significance. Therefore, the first null hypothesis of
no abnormal returns toehacquiring firms following the acquisition activity in the
long-run is testedThe empirical results supported tiegecton of null hypothesis

at 1% level of significance in the casetbé BHAR approach and a 5% level of
significance in the CAR approacfihe second null hypothesishich assumes
operating performance in the peastquisition period is no greater than the
operating performance in the paequisition periodis rejected athe 10% level of
significance The empirical test results indicatethat there are abnormal stock
returns created to the stockholders in the Inngperiod following the acquisition

activity.
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These results under both the approaches indicate positive wealth effects to the
stockholders of the acquiring companies. It is evidéhat the confidence
expressed by the stockholders in the shamtperiod following the announcement

of the OFDI related M&As by Indian corporate is maintained and sustained in the
long-run postacquisition period.The results indicate that the marketturn
performance of Indian corporates involved in acquisition activity created value in
the postacquisition period. In other words, the performance improvement is

evidenced in the positcquisition period.

8.5 Explanation for variations in outcomes of the empical

findings

In Chapter6, the aggregate empirical resutisl not support the null hypotheses
and hence, was rejected. The empirical findisgswedevidence ofpositive
wealth effects to the stockholders. However, tine-specific level empirical
findings showed mixed results. The empirical results revealed that some
companies did relately well while others did noin Chapter7 the study offered
some plausible explanations for the empirical findings of the short term
performanceand long term performance of the OFDI related Indian corporates

involved in M&As at firm-specific level

The differing outcomes at firrapecific level were observed following the
announcements of OFDI related M&As by Indian corporates. The study chose

five companies and considered the secondary information released closer to the

256



Chapter 8Conclusion of the Study

announcements in order to understand the market reaclibascompanies are
Tata SteelHindalcg ONGCGOVL (all of which both had negative shaerm
market reactions but posigvpostacquisition returns DRL (which had positive
results in both the shetérm and longerm, more typical of the majority of the
companie} and finally Wockhard{which experienced negative market reactions

in both the shorand longterm). Commataries from financial analysts and
commentators and media releases from the company concerning a mooted M&A
may | mpact i nvestorso6 assessments of

company.

It is evident from the literature that firms are driven agsetexploitation
perspective when they possess the fpecific advantages. They tend to expand
and internationalise and use their scale of operations to the fuller extent. These are
those corporates which possess fapecific advantages in the form of superior
technology, brands and extensive networks of channels of distributions in the
mature markets and they try to expand the horizons of their markets. This is
relevant to mature markets. According to Mathews (208€3¢et exploitation is

not appropriatdor corporates from emerging markets because they often seek to
invest abroad to secure a competitive advantage ¢hegntlydo not possess.
This is true froman Indian context and evident frothe cases of Tata Steand
Hindalco. By combining their firrspecific skills with the competitive skills
acquired througleross border mergers and acquisitiath® Indian corporates are
able to compete in the international markets.
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For instance, froman Indian context,the @ase of TataCorus Steel is a good
example ofan Indian corporate with assekploitation perspectiveln fact, by
acquiring Corus, Tata gained accessato established brand name, superior
technology, and extensive agbrks of distributors in the westemarkets. The
empirical findings showing positive performance in the famsjuisition period
indicates that Tat&orus Steel obtained the expected synergies by making
primary metal in markets close to raw materials (India) and establishing finishing
(value-adding) facilities in the endser market¢Athukoralg. In other words, the
acquisition of Corus enabled Tata to link th&m specific advantagegFSA) like

labaur intensive production, access to raw materials, accumulated managerial
skills coupled with the advantages of access to the high margin markets and high
technology in the west through Corus. western marketst icould therefore
leverage the cost advantage operating from India and product differentiation
based on better technology from Corus in Asian markets. This acquisition enabled
Tata to acquire competitive advantage in terms of local presence in high growth
markets and compete with the internatigolalyers with the synergies drawn from
costefficiency due to the dmtegrated operationsand also leverage the cost
advantages in the mature markets. In the emerging markets it had the advantage of

product differentiation occurring due to superior texbgy.

It is understood from the above case tlaasetexploitation by the Indian

corporates is possible only through acquiring firms in mature markets
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The asseéexploration perspective obutward foreign direct investments is
appropriate to the emerginmarkets because they try to expand into the-high
growth markets by acquiringtrategic assets (i.e., technology, marketing, and
management expertisejhich areavailable inmature marketsThe corporates

from mature markets are not driven thye assetexploration perspective because
they already possess the required infrastructure for innovation and further
development of new products. This perspective has more relevance to the
corporates from emerging economies. As discuss&hapter7, the case of DRL

is a goodexample of Indian corporatéasking anassetexploration perspective.

Summary of Empirical Findings

Short term perspective

The shortterm results are positiveThe AAR (event day)and CAR (event
window) show evidence of statistical significance 8% and 1% levels
respectively They support the rejection of the null hypothe$isis indicates that
investors received the OFD¢lated announcements by the Indian corperate
positively. It signals the confehce investors have in management. &mpirical
findings of thestudy did not support the null hypothes@andhencethe study

rejected it

It is interesting to note thathé Indian corporates involved in OFDI related M&As
settled their M&A deals througlbash paymest The najority of them raised

funds from international banks or through rights is$miesome cases they created
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special purpose vehicles to raise funds from the country of the target company.
With this, it is obvious that the Indian corporatdemonstrated threabilities in
the international capital markets and raised funds for large acquisiubmsh

reflects their reputation in relation to successful performance.

It is understood that the stockholders are convirmetthe views expressday the
Indian corporates relating to OFDI related M&As and hence reacted positively to
news of OFDI related M&AsThe short run resultendicate faith, hope and
expectations vested by stockholders in the long run performance of the Indian

corporates invaled in OFDI related M&As.

Long term perspective

The empirical findingsevealthat the Indiarcorporateshaveshown performance
growth inthedomestic markeprior to acquisitions.But in orderto operaten the
international market thindian corporatefiad toalign with international brands
Thereforethe Indian corporategreferedthe OFDI related M&As because they
providedan opportunity to draw synergies from th&mm specific advantages
(FSA), such adabaur intensive production, access to raw materials, accumulated
managerial skills coupled with the advantages of the acquired/target companies
through Brownfieldnvestmenstrategies. This is in line with the prior findings of
Makino (2002). Withthe intention to understandhe OFDI strategies of Indian

corporatesthe study identifieddriversbehindtheir OFDI related M&As
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The success of OFDI related M&Asms been assessed by their outcomes through
the empirical results. The study indicates that the OERted M&As by Indian
corporates enabled them to acquire the hitherto missing competitive ownership
advantages and operate in the higltue growth markets of theaturemarkets. It

Is evident from the study results that there are positive wealth eftdldwihg

the postacquisition period. This indicates that the strategic rease OFDI
related M&As by Indian corporates are workindpat managers have rightly
undertaken the positiveet present valuprojects and the stockholdeapprove of

Indian corporates investmeit OFDI related M&As.

8.6 Contribution of the study

Thecontributions othe studytowardsthe literature e presented below

New Empirics: This study is thdirst among Indian studies to considée 36-
month postacquisition periodo assess the performance of the Indian corporates
involved in 30 OFDI related M&AsThis study includes four mega deals in which
the M&A transaction amount exceeds USD$ 1000 million (1 billid)s study

is comprehensive and includes companies from rsesextors: (1) Metals &
Mining; (2) Oil, Gas & Energy; (3) Chemical/Fertilisers; (4) Food & Beverages;
(5) Information Technology; (6) Health and Pharmaceuticals; and (7)

Manufacturing & Processing

New Methods This study used different approachesCAR, BHAR, Wealth

Rel ative measur e and -riingperiformé@nce aif) toisre as s e s s
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robustness of the resultshd study addressed the question: How successful are
the Indian companies in creating value ke tshareholder in the long run? In
addition to reviewing the market reactiorexplanations as to why the market
reacted the way it did based on financial reports, company disclosures and other
informed comments are proposdthe study supports the viewathwealth effects
cannot capture the full effect of M&As in the short term and hence, therlong
studies are significant to look mtthe consequences of the M&Adrom an

Indian context, this study is unique becaus@dopteda wider approachand
consdered quantitative data for assessing the outcomes and secondary data for
explaining the variations in outcomes. In other woitss approach provided
tentative theoretical explanations for observed differences. The theorisation

opened up possibilitie®f future empirical research

New Findings The study identified the drivers behind OFDI related M&As by
Indian corporates and provided plausible ways to interpret and contend the
underlying factors. For this purpose the study adoat@tn-specific appoach to
identify the underlying factors behind OFDI related M&As of Indian companies
based on secondary informatiofhis approach enablethe study to synthesise

the identified drivers behind OFDI related M&As by Indian corporates into two
main classificions - asset exploration and asset exploitation. This simpliet

the understanding of the corporate strategythedexplanation fothe variations

in outcomes. Gupled with the prior findings, identified drivers and empirical
findings the study preented the reasomshy mature markeDFDI related M&As
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differ from the Indian context. Those reasons were context, situation and
environmentThe studyalsoshowed differing underlying factors behind initiating
OFDI related M&Asby considering the studigsom maturemarkets and India. It
has outlined reasons for the differences in the outcomes oflmoodsr M&AS
based on prior findings frormature markets and empiricdindings of Indian
corporatesBased on prior findingsthe theory and secondanmpformation the
study presented changes in the approatdiemn byindian corporates before and
after thel ndi an Go liberalisatioa mefoidnsin particular changes to

OFDI policy.

Before policy liberalisation, Indian corporategere involved in epanding
markets with the existing capacity in the developing countries whexkas
liberalisation, theyexpanded into international markets by acquiring target
companies from mature markets. Their scale of operations exparusdelps

in understandig the dynamics relating to corporateovements following the
reforms. he study identified the contextual differences in OFDI related M&A
strategies between the developed countries and India and contends that agency
theoryand CEC-hubris theory may not ba&ppropriaten the Indian context tyen

the shareholding patternd’he studyalsoidentified that the Indian public sector
companies withthe Government of Indias majority stakeholder are slow

internationalise
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Of the thirty OFDI related M&A transawmns considered in the studgnly three
OFDI related M&As belong to the public sector and they are driven by natural

resource seeking as a prime motive.

8.7 Limitations of the study

The limitations of the study can be drawn from the scope of the Stih\scope

of the study is limited to examining th&hortterm market performance following

the announcements of OFDI related M&As by the Indian corporates and
examining thelongterm market performance in the p@squisition period
following the OFDI related M&As by the Indian corporates. The stdidlynot
examinethe shareholding patterns, characteristics of board of directors and other
corporate governance variabldee size $ructure and compositiobhecausehey

are out of the scopeFurther examination of these variabledl help in fully
comprehending the results. The study could have looked into the details of capital

structure changes following the acquisitions.

8.8 Suggesibns for future empirical researchers

The following are some of the areas identified by the study while examining the
outcomes of OFDI related M&As by Indian corporates. The study considers them

worthwhile to be examined and tested by future empiricabrekers.

- Corporategovernance has been much emphasised in recent years. One could
undertake a more comprehensive study to investigate the role of governance
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variables in the research domain of M&As. Further the issues relating to the CEO

hubris can beindertaken

- One could undertake a study to examine if the modenainGing the M&A

transaction andhode of settling the M&A transaction makes a difference

- There could be an extension to this study to examine the chemdegree of
riskandliquidy of an acquiring firmdés shares su
- One could undertake a stutty examinethe price pressure effect surrounding

the announcement days and look into the issues of informeitext versus price

pressure effect.

- One poswility is to look intothei mp |l i cati ons to taha@® <count
consequence of internationalisatidiow does internationalisation influence the

dynamics of lending institutions, competition, prices, quality of services,
innovation, society and thmuntry in gener&l

- One can test the linkages between the policy changes, motives behind cross
border mergers and acquisitions and performance

- With regard to methaj one can undertake and examine the empirical results by
changing the length of thestimation period under different approaches and

examine the implications on the outcomes.
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APPENDI X: A

Trends and Pattern of Indian Outward Foreign Direct Investment

The analysis of the changes related to overseas investment presented in Table
Appendix 1below bringsout the fact that the IndiaBovernmenthas eased the
difficulty arising for Indian companies in undertaking OFDI. The big boost of
Indian outbound investment since 2000 can be attributed to the policy changes
initiated by the Government of India to encourage Indian companies to go cross

border(L. Singh & Jain, 2009

Table Appendixl: Selected Changes to Indian Overseas Investment Policy

1 In 2004, Indian companiesvere permitted to undertake overse
investments by market purchases of foreign exchange without
approval of RBI up to 100% of their net worth; up from the previous
of 50%.An Indian company with a satisfactory track record is allowe
invest upto 100% of its net worth within the overall limit of US$100 ir

foreign entity engaged in any bona fide business activity from 2004.

2 In 2004, Indian companies in special economic zones are permit
undertake overseas investment up to any amouhbutithe restriction o

the US$ 100 million ceiling under the automatic route, provided
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funding is done out of the Exchange Earners Foreign Currency Ac
balances. The three years profitability condition requirement was ren
for Indian companiesnaking overseas investments under the auton

route.

In 2004, overseas investments were allowed to be funded up to 10
ADR/GDR proceeds up from the previous ceiling of 50%. Further
Indian firm that had exhausted the limit of US$100 milliom ipear could
apply to the RBI for a block allocation of foreign exchange, subject t

terms and conditions as may be necessary.

In 2004, overseasnvestments were opened up to registered partne
firms and companies that provided professionalises. The minimun
net worth requirement of Rs. 150 million for Indian companies engag
financial sector activities in India was removed for investment abro

the financial sector.

From 2004 onwards, Indian firms are allowed to undertake agnial
activities, which were previously restricted, either directly or throug

overseas branch; and are now permitted under the automatic route.

In 2004, the RBI further relaxed the monetary ceiling on Ing
companies' investment abroad. Indian companies can now invest

100% of their net worth without any separate ceiling even if
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investment exceeds the US$100 million limit. Furthermonagian
companies can now invest or make acquisitions abroad even in

unrelated to their business at home.

In 2005, banks were permitted to lend money to Indian companie
acquisition of equity in overseas joint ventures, wholly ow
subsidiaris (WOS) or in other overseas companies as stra

investment

10

In 2006, the automatic route of disinvestments was further libera
Indian companies are now permitted to disinvest without prior appro
the RBI in select categories. Bmcourage large and important exports
proprietary/unregistered partnership firms were allowed to set

JV/WOS outside India with the prior approval of RBI.

11

In 2007, the ceiling of investment by Indian entities was revised
100% of the net wdin to 200% of the net worth of the investing comp
under the automatic route of overseas investment. The limit of 200
the net worth of the Indian party was enhanced to 300% of the net
in June 2007 under automatic route (200% in case of raVisédgnershig
firms). In September 2007, this was further enhanced to 400 % of tf

worth of the Indian party.
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12

The Liberalized Remittance Scheme (LRS) for resident individuals
further liberalised by enhancing the existing limit of US$ 100
financial year to US$ 200 per financial year (Agviarch) in Septembe

2007.

13

The limit of portfolio investment bijsted Indian companies in the equ
of listed foreign companies was raised in September 2007 from 3§
50% of the net worth of the investing company as on the date of it
audited balance sheet. Furthermore, the requirement of reciprocal

shareblding in Indian companies was dispensed with.

14

The aggregate ceiling for overseas investment by mutual funds regi
with  SEBI was enhanced from US$ 4 billion to US$ 5 billion
September 2007. This was further raised to US$ 7 billion in April 2
The existing facility to allow a limited number of qualified Indian mut
funds to invest cumulatively up to US$ 1 billion in overseas Exch
Traded Funds, as may be permitted by the SEBI, would continug
investments would be subject to the teansl conditions and operation

guidelines as issued by SEBI.

15

Registeredtrusts and societies engaged in manufacturing/educatio
sector were allowed in June 2008 to make investment in the

sector(s) in a Joint Venture or Wholly Owned Subsidiariside India,
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with the prior approval of the Reserve Bank.

16 Registered trusts and societies that have set up hospital(s) in Indig
been allowed since August 2008 to make investment in the same se

in a JV/WOS outside India, with the prior approval of the Reserve Ba

Source: RB(2009; Jha(2006
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APPENDBX

1) Tata Steel Acquiresi Millennium

As per the Tata Companyds internal repo
strategic moves in order to capitalise the favourable environment for steel in the

global market through acquisition moves and dmsitioning itself in strategic

locations. Tata Steel's acquisitiof Millennium in 20042005is anexample of

how the company is implementing this growth strategy

Managing director B Muthuraman explains the company's strategy in pragmatic
terms: "In myview, globalisation is a method by which you put the right part of
the value chain in its right place in the world, and link itaifinishing facilities

in places where customers exist, and primary manufacturing facilities in places
where manufacturings competitive." The strategiermed as Asian beachhead
behind the acquisition of MillenniurBteel is to grow from domestic player to
East and South East Asiamrketplayer. In other words, the acquisition of these
two deals marked an effective traimit for Tata Steel from being a leading
domestic player to a strong regional player in the East and South East Asian
markets. The company's footprint now extends to every market in the region, big

and small.
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The acquisition of Millennium Steel, Thailanddominant steel producer,
consolidated Tata Steel's gaindgillennium's three operating units give the
company a cumulative capacity to produce 1.2 million tonnes of steel per annum
through the electric arc furnace routdong with a long products rollingapacity

of 1.7 million tonnes a year, geared towards the construction and automotive
sector, Millennium provides Tata Steel strategic space in the heart of the ASEAN

region, enhancing its market position in South East Asia.

2) Tate Tea acquires Tetley

When Tata Tea acquired the Tetley group last February, it was hailed as a
landmark deat the coming together of a company that was very strong on the tea
production side andhe othervery strong on the marketing side. According to
Chairman, Krishna Kuma, "I see us fusing all these entities into one super global
company- maybe with a listing on the New York Stock Exchange, the London
Stock Exchange, the Bomb&yockExchange and so erseamlessly operating as

one entity, deriving all the efficiencie$ imtegration and imparting the necessary
aggression in the marketplace to gain market shiawell be a very successful
global tea company, owned by the Tata Indian company and very successfully

run across the globe,"” he added.

The Tetley group haa strong marketing network in 35 countries across the world
while Tata Tea has a strong production base in India and Sri Lanka. It is also
looking at acquiring tea gardens in Africa. In addition to this, it is looking at large
scale sourcing of tea from aBgladesh. "The synergies between the two

companies are very strong and bringing them together does make sense. But this
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is only at a conceptualisation stage. It may take a while to happen,” Krishna
Kumar told The Economic Times. Tetley blends, packs, netskand distributes
tea products, principally in the UK and the US. It is presently the second largest
tea bag concern in the world, producing approximatelypi2@nn tea bags per

annum (February 01, 2001 | The Economic Times).

3) United Spirits acquires White & Mackay

United Spirits Limited, the flagship of The UB Group acquired on May 16th,
2007, a hundred percent of Whyte & Mackay for AE595m. Whyte & Mackay is a
leading distiller of Scotch Whisky, owning brands includirige Dalmore, Isle of
Jura, GlayvaFettercairn, Vladivar vodka and the eponymous Whyte & Mackay
blended Scotch. Theompanyalso owns several other Scotch Whisky brands such

as Mackinlays, John Barr, Cluny and Claymore amongst a host of others.

Whyte & Mackay is a key strategic acquisitidor The UB Group and its
chairmanDr Vijay Mallya, because of its premium branaisd perenniasource of
Scotch Whisky. For instanc#éhe Invergordon Distillery near Inverness is one of
the largest Scotch Whisky distilleries with a capacity of produdi@gnmillion

litres of alcohol per annum. This production resource will provide United Spirits
with a perennial source of Scotch Whisky to meet its global requirements in the
future. In addition, Invergordon will remain a key strategic provider of bulk

Scotd Whisky to industry majors.
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