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ABSTRACT

This study empirically examines the short- and long-term performance, and the
differentiating characteristics of acquiring firms by using a comprehensive sample of
1300 Canadian acquisition events during the period of 1993-2002. With respect to short-
term abnormal returns, we find that, overall, there is a positive and significant abnormal
return for Canadian acquiring firms’ shares around the announcement date. This finding
is different from the ones reported in most of the U.S. studies and we attribute this
observation to deal-specific characteristics and the regulatory environment in Canada.
However, these abnormal returns become statistically insignificant within 15 days of the
announcement. Thus, it appears that initially market participants overreact to acquisition
announcements. We also find that the stock market reacts more favourably to (i)
unrelated acquisitions; (ii) relatively larger deals; (iii) deals involving target firms from
outside Canada and the U.S.; (iv) deals involving private targets; (v) deals with higher
target premiums, and (vi) deals by acquiring firms with higher levels of managerial
ownership.

With respect to long-term stock return performance, we find that once we combine the
findings of an event-time approach and a calendar-time approach, there is no strong
support for positive long-term abnormal returns for acquiring firms that are robust across
all methodologies. Our findings suggest that buy-and-hold abnormal return (BHAR)
results vary significantly with benchmark choices, and Fama-French (F-F) regression
models fail to explain satisfactorily the stock returns in many instances. We also do not
find any improvement in long-term operating performance in general, once we adopt the
matching firm approach and results vary according to methodological choices. However,
we find that long-term operating performance increases significantly for the relatively
larger deals and the market reacts more favourably to those deals around the
announcement date. This implies that only relatively larger deals bring economically
significant benefits to the acquiring firms and the market recognizes this aspect.

Finally, we investigate the differentiating characteristics between acquiring and non-
acquiring firms. Our results show that with respect to “firm specific variables’, firms with
higher cash reserves, better past performance, and higher R&D focus (high-tech firms)
are more likely to be acquirers. With respect to the governance variables, we find that
acquiring firms have higher pay ratios ((option pay + option value) / by cash pay), lower
inside director ratios, higher board sizes and lower blockholder ownership. We also find
support for the conjecture that CEO hubris levels are significantly higher for the
acquiring firms.

1
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CHAPTER 1: INTRODUCTION

Over the last two decades, Mergers and Acquisitions (M&A) related issues have drawn
considerable interest from practitioners and academicians. As a result, scores of empirical
studies have documented various aspects of M&A activity including trends in M&A
activity, characteristics of the transactions, and corresponding gains or losses to
shareholders. The reasons for the continuing interest in this field are twofold. First, there
is still a lack of consensus on a number of issues such as long-term performance, short-
term gains to acquiring' firms, the impact of governance issues, and the relation between
performance and the characteristics of targets and bidders, etc. Second, there have been
significant changes in the Mergers and Acquisitions market over the last two decades,
including: a shift in focus from unrelated to related targets, gradual changes in modes of
payment, increasing evidence of friendly mergers as opposed to takeover bids,
deregulation in certain industries, increased levels of foreign competition, and renewed
focus on corporate governance issues. These changes have resulted in analysis with a

much broader focus (please refer to Appendix A for more details on structural change).

In addition, it must be noted that many of these studies have been in the U.S. context and
Canadian studies are very limited. The previous research using Canadian data include
studies by Eckbo (1986), Eckbo et al. (1990), and Eckbo and Thorburn (2000), who
investigate M&A issues during the 1964-1983 period, mostly focussing on the gain/loss

to the bidders and target companies subsequent to M&A, medium of exchange in

! In this study we use the terms “bidder” and “acquirer” interchangeably, as we consider only the completed
deals in the analysis.
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takeovers and related consequences, and gain/loss to the foreign bidder vis-a-vis a
domestic bidder. Smith and Amoako-Adu (1993) analyse the impact of exempt takeover
offers on shareholders’ wealth with a sample of 56 deals during the period between 1980
and 1989. St-Pierre (1994) investigates the takeover bid resistance and the managerial
welfare hypothesis by considering 101 cash tender offers during the period of 1978-1987.
Recently, Andre et al. (2004) investigate the long-term performance of Canadian
acquirers and report significant underperformance. However, the sample size in their
study is quite limited (143 events for non-overlapping stocks). Further, Yuce and Ng
(2005) investigate the short-term stock-return performance of targets and acquiring firms

around the announcement date and report significant positive abnormal returns for both

groups.

This study focuses on the Canadian mergers and acquisitions market and its purpose is
threefold: first, to investigate the short-term performance of acquiring firms and to
identify the factors affecting the short-term performance; second, to investigate the long-
term performance of acquiring firms and to identify the factors affecting the long-term
performance; and third, to identify the characteristics of an acquiring firm that separate it
from a non-acquiring firm, which in turn would shed light on the motives of M&A
activities. All the analyses are carried out considering the Toronto Stock Exchange
(TSE)-listed bidding firms only. A fourth and equally important contribution of this study
is our use of multiple methodologies as well as our use of different matching sample

techniques. This allows us to test the robustness of methodologies on results; we believe
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that this definitely contributes to the richness of our conclusions. We describe this more

thoroughly in chapter 3.

The motivation behind the study is as follows. First, results of previous long-term
performance studies need to be reviewed with the use of improved methodologies.
Second, there is no consensus in the literature on the short-term performance of acquiring
firms’ stock returns. Also, for both long-term and short-term performance analyses, there
is an opportunity to identify relevant factors that affect corresponding firm performance.
Third, there is virtually no comprehensive study investigating the characteristics of an
acquiring firm separate from a non-acquiring firm. An investigation of this issue would
be of importance to shareholders as a bidding firm’s stock returns are affected by such
characteristics. This would also shed some light on the motives underlying acquisition
activities. We not only look at performance characteristics, but also focus on governance
variables; we believe that the latter set of variables has not been tested as thoroughly in
the literature. Fourth, structural changes in the M&A market as outlined in appendix A

warrant a new study.

To conduct our analyses, we use a comprehensive sample of 1300 acquisition events
between 1993-2002. An overview of the results and contributions of this study in the
three areas of M&A (namely short-term performance, long-term performance, and

differentiating characteristics of an acquiring firm) is presented below.
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Since there have been relatively few studies investigating short-term abnormal returns of
acquiring firms with Canadian data, this study makes some significant contributions in
this area. First, except for Yuce and Ng (2005), other Canadian studies’ results are based
on pre-1990 data. Given the M&A boom in Canada in the 1990s, it is interesting and
important to revisit some of the earlier results. Second, this is the first comprehensive
study to investigate the implications of governance factors on short-term performance for
acquiring firms. Third, the study presents results from both univariate and multivariate
analyses in order to assess the robustness of the results. With respect to short-term
abnormal returns, we find that overall there are significant and positive abnormal returns
for the Canadian acquiring firm’s® shares around the announcement date. The results are
robust across single acquirers and multiple acquirers®. This finding is different from the
ones reported in most of the U.S. studies. The majority of the U.S. studies have reported
either negative or insignificant abnormal returns for the acquiring firms around the
announcement date (see Appendix C). However, the results observed in this study are not
surprising in a Canadian context, as all of the earlier Canadian studies have reported
significant and positive abnormal returns around the announcement date (Calvet and
Lefoll, 1987; Eckbo, 1986; Eckbo & Thorburn, 2000; Masse et al., 1990; Yuce & Ng,
2005). Possible explanations for the difference in results between Canadian and U.S.
studies are as follows: First, the majority of the Canadian acquisitions are made through
cash payments, whereas in the U.S., the majority of the deals are made through stock
payments (Eckbo & Thorburn, 2000; Loughran & Vijh, 1997). Due to information

asymmetry and valuation uncertainty surrounding a stock acquisition, it has been argued

2 We consider only Toronto Stock Exchange (TSX) listed firms.
3 Multiple acquirers make more than one acquisition in a calendar year.
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that stock- financed deals are likely to be viewed less favorably in the market (Fuller et
al., 2002; Myers & Majluf, 1984). Second, antitrust regulation is more strict and
developed in the U.S. than in Canada, which results in a less favorable reaction for U.S.
acquiring firms’ returns following an acquisition announcement (Yuce & Ng, 2005).
Further, it has been reported that U.S. firms more frequently adopt anti-takeover
strategies such as shareholder’s rights plan, poison pill, and shark repellent compared to
Canadian firms, and in Canada, anti-takeover plans are typically rendered ineffective by
the securities commission(s) at the request of the bidder. Due to the adoption of effective
takeover deterrents by the target firms, acquirers’ returns are lower in the U.S. (Brealey et
al., 2006). Third, the size of U.S. acquiring firms is significantly larger as compared to
Canadian acquirers. As a result, the relative size* of acquisitions is higher in a Canadian
context. Relatively larger deals carry more economic significance and lead to a more
pronounced reaction in the market (Eckbo et al., 1990; Eckbo & Thorburn, 2000). Fourth,
we find that unlike the U.S. market, the Canadian market reacts positively to unrelated
acquisition announcements recognizing diversification benefits (Eckbo & Thorburn,
2000). In our sample, approximately 60% of the deals are unrelated. Fifth, there was a
merger boom in Canada during the 1990s, when the market was taking a favorable note
of M&A activity (Crosbie & Co. Annual Report, 1993-2001). Since the majority of the
M&A cases in this study falls within this time period, the positive abnormal returns may
simply be due to the overall favourable reaction to large acquisitions in a buoyant market
period. In support of the above discussion, this study finds that the market reacts more
favorably for (i) unrelated acquisitions as compared to the related acquisitions, (ii)

relatively larger deals as compared to relatively smaller deals, and (iii) cash financed

# Ratio of target size and acquirer size.
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deals. Further investigation of various deal- and firm-specific factors reveals that the
Canadian market reacts more positively for (i) deals involving target firms from outside
Canada and U.S., — considers the diversification effect, (ii) private targets as compared
to public targets — considers the liquidity discount for the private targets and limited
competition (Fuller et al., 2002), (iii) deals with higher target premium’ — considers that
the targets are highly valued by the management, (iv) deals by acquiring firms with
higher levels of managerial ownership — considers that management interest is aligned
for such deals (Morck et al., 1988), and (v) announcements made by value firms
compared to the growth firms — considers that a growth firm’s management is arrogant

and overpay for target firms (Hayward and Hambrick, 1997; Roll, 1986).

With respect to long-term stock return performance, this study makes an important
contribution to the ongoing debate on the validity of existing long-term performance
methodologies by carefully investigating different approaches® employed to detect long-
term abnormal returns. The results of our analyses are quite interesting as they expose the
unreliability of earlier findings, which were heavily driven by methodological choices.
Once we combine the findings of event-time approach (buy and hold abnormal return —
(BHAR)) and calendar-time approach (Fama-French (F-F) three factor regression) we do
not find any strong support for long-term abnormal returns following an acquisition

event.

3 We view this result with caution as the sample size for target premium was low (92). Target premium was
obtained only for the TSE listed target firms.

® In the Canadian context, only Andre et al. (2004) have investigated the long-term stock return
performance for acquiring firms. However, the sample size was limited (143 non-overlapping cases) and
they have used only the calendar-time approach.
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Given the controversy surrounding the long-term performance studies, we take several
steps to check the robustness of the results. With respect to the buy and hold abnormal
return (BHAR) approach, we use matching firm return as a benchmark (Barber & Lyon,
1997) along with other benchmarks’. We also use skewness adjusted ¢ statistics (Lyon,
Barber, & Tsai, 1999); and we make adjustment for cross-sectional dependence in the test
statistics (Mitchell & Stafford, 2000). In the case of the F-F three factor regression
approach (calendar-time), we take the following steps: first, we use three different
samples with (i) all cases, (i) non-overlapping cases®, and (iii) overlapping cases’ to
isolate the effect of cross-sectional dependence (Lyon et al., 1999; Mitchell & Stafford,
2000). Second, we use the weighted least square (WLS) procedure to account for'
acquisition activity weights in different months and to mitigate the potential
heteroskedasticity problem (Andre et al., 2004; Franks et al., 1991)10. Further, we
investigate a series of deal- and firm-specific and governance variables’ impact on long-

term stock abnormal returns, and report both univariate and multivariate results.

" Benchmarks such as market index and reference portfolios are subject to rebalancing and skewness biases
(Barber & Lyon, 1997). Moreover, these benchmarks ignore the size and book to market value factors
(Fama, 1998).

8 If a firm makes acquisitions within three years of a previous acquisition, the cases are considered
“overlapping” and were deleted from this sample.

% Considered the cases when a firm makes one or more acquisitions within three years of a previous
acquisition.

1% However, there is no significant difference in result whether or not we consider WLS methodology while
using value weight returns. Further, Mitchell and Stafford (2000) have shown that WLS methodology is not
efficient in mitigating the heteroskedasticity problem.
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Our results do not demonstrate any strong support for negative long-term performance as
reported in some of the earlier studies'’. This interesting and significant finding leads us
to the conclusion that the earlier studies reporting long-term underperformance should be
viewed with caution for the following reasons: (i) investigations are generally carried out
using one of the two approaches (event-time or calendar-time) and various adjustments
discussed above are not considered, (ii) in case of the investigation of the deal-specific,
firm-specific, and governance factors only univariate results are presented, which ignores
the confounding effect, and finally, (iii) there still are controversies surrounding the long-
term performance methodologies that may distort empirical results. For example, it is
argued that the BHAR method lacks statistical power (Kothari & Warner, 2005), and that

the Fama-French three-factor approach suffers from a model specification problem>.

We further investigate the long-term operating performance of the acquiring firms using
various methodologies. Like long-term stock return studies, operating performance
results also depend on the choice of methodology. Following Healy et al.’s (1992)
“industry adjusted operating performance” methodology, we observe a positive and
significant long-term abnormal operating performance for acquiring firms. However, as
Ghosh (2001) points out, the “industry adjusted operating performance” approach is
flawed (as discussed in the subsequent chapter) and suggests using the “matching firm

adjusted operating performance” approach. Following the matching firm approach, we do

" This finding reinforces the views of Fama (1998), and Mitchell and Stafford (2000). They argued that the
long-term negative abnormal returns reported in the literature are “chance” results and are highly dependent
on methodological choices.

2 If the factors used in the model cannot explain fully the variation in stock returns, the validity of
considering “alpha” or “intercept” as a measure of abnormal return is questionable. In other words, to
validate the abnormal return results of the Fama-French three-factor approach (or the similar Jensen alpha
approach), the model should show a very high R-square value.
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not find any strong support for long-term positive abnormal operating performance for

Canadian acquiring firms"’.

Subsequently, we investigate the differentiating characteristics between acquiring and
non-acquiring firms. To the best of our knowledge, this is the first systematic and
comprehensive study that investigates the differentiating characteristics of an acquiring
firm. Our results show that with respect to “firm specific variables,” firms with higher
cash reserves, better past performanqe, and higher research and development (R&D)
spending (high-tech firms) are more likely to be acquirers. This implies that a firm with
more financial resources is more likely to be an acquirer. Moreover, hi-tech firms are

more likely to make acquisitions in order to stay innovative and to preempt competition.

With respect to the governance variables, we find that acquiring firms have higher option
pay ratios (option pay plus option value dividend by cash pay), lower inside director
ratios, and lower blockholder ownerships. Higher levels of option pay allow the
management to take the extra risks involved in the corporate acquisition activity. It
appears that inside directors are more conservative with respect to an acquisition
decision. Possibly they are unsure about the changes within the organization following a
successful acquisition deal. It is not uncommon to see a major change in the management
team after a significant acquisition by a firm (Martin & McConnell, 1991). A significant
level of blockholder ownership in a firm’s ownership structure acts as a governance

control mechanism, whereby the blockholders with significant ownership watch the

1 We further investigated the effect of relative size on the long-term operating performance. Results show
that deals with higher relative sizes have better long-term operating performances.
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management actions more closely. Absence of any significant level of blockholder
ownership gives more power and opportunity to the management team to make an
acquisition decision. As expected, we also find support for the conjecture that the CEO
hubris levels are significantly higher for the acquiring firms (Roll, 1986). We use CEO
excess pay as a proxy for CEO hubris. As explained in Appendix L, CEO excess pay
considers an integrated perspective of governance related weaknesses in a firm that leads
to CEO hubris. None of the earlier studies have used any integrated measure to

investigate the effect of CEO hubris on a firm’s M&A decision-making process.

Further, the results from analyzing differentiating characteristics shed light on M&A
motives and highlight at least two reasons behind an acquisition decision. First, we find
strong support for an “empire building” motive behind M&A. Our results indicate that
firms with higher levels of cash reserves and CEO hubris are more likely to be acquirers.
In other words, firms with more CEO discretion and excess resources tend to grow in size
through acquisition. Second, we find that high-tech firms make more acquisitions that
may have strategic implications. These firms are more likely to make an acquisition in

order to stay innovative and to preempt competition.

Last but not the least, since the study investigates the short-term and long-term
performance of the acquiring firms using the same dataset, we gain some unique and
integrated perspectives on M&A activities. For example, our results show that there are
significant and positive cumulative abnormal returns around the announcement date.

However, the market corrects its overreaction within 15 days and there are no long-term

10
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abnormal stock returns in the next 3-year period. Further, we find a consistent and
integrated view of the relative size, market reaction, and long-term operating
performance of acquiring firms. We find that the market reacts more positively to the
larger relative size deals as recognition of their economic significance; this is reflected in
higher and significantly positive long-term operating performances for the same category

acquiring firms.

The remainder of this thesis is organized as follows. In the next chapter, the existing
literature that is dominated by U.S. studies is reviewed to provide further context for this
thesis. Chapter 3 presents the hypotheses and the sample and discusses relevant
methodologies. Chapter 4, 5, 6, and 7 describe the empirical results pertaining to the
short-term performance, long-term stock return performance, long-term operating
performance, and acquiring firms’ differentiating characteristics respectively. Chapter 8
presents the summary and conclusions. Finally, Chapter 9 outlines the major
contributions of the thesis, its limitations and provides recommendations for future

research.

11
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CHAPTER 2: LITERATURE REVIEW

The conventional research domain for M&A issues includes the following: (i) short-term
price performance of the shares of the target and the bidder and related factors
influencing the performance, (ii)) long-term performance of bidding firms, (iii)
characteristics of target firms and bidding firms, (iv) motives of takeover; (v) adoption of
anti-takeover measures and relevant impact, and (vi) industry shock and its impact on
M&A activity (see Appendix B for a summary). This study focuses on the first three
areas of the literature and the relevant issues, namely, short term performance, long-term
performance, and characteristics of bidding firms. Accordingly, the purpose of this
chapter is to discuss the relevant literature on M&A and to identify the different factors
affecting the short- and long-term performance of an acquiring firm, and the
differentiating characteristics of an acquiring firm. In the remainder of the chapter,
sections 2.1 and 2.2 discuss the short and long-term performance issues of bidding firms
and relevant empirical evidence. Section 2.3 presents the possible characteristics of a
bidding firm that separate it from a non-bidding firm. As short- and long-term

performance issues have a number of commonalities, these issues are presented together.

12
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2.1 Performance of Bidding Firms: Short and Long-Term Perspective

2.1.1 Background

Short-Term Performance

Over the last decades, there has been a considerable amount of research investigating the
short-term gains or losses pertaining to takeover activities. Although there are many
parties involved in takeover activity, empirical studies have focused mainly on the gains
and losses of two primary parties involved in a takeover transaction: the buyer and the
seller of the target company. Empirical evidence shows that the bidders’ shareholders
earn, on average, a zero abnormal return at the acquisition’s announcement, but there is
considerable variation in these results (Andrade et al., 2001; Bruner, 2003; Fuller et al.,
2002). Summary results of the relevant studies are presented in Appendix C — Part 1.
Table C.1 presents the studies with negative abnormal returns to acquirers and Table C.2

presents the studies with positive or zero abnormal returns to the acquirers.

The variation in short-term returns to bidding firms’ shareholders is puzzling and
researchers have been unable to explain successfully much of this variation (Fuller et al.,
2002). Prior studies have identified a number of difficulties in estimating bidders’ returns
(Eckbo et al., 1990; Fuller et al., 2002; Grinblatt & Titman 2002; Heitala et al., 2000).
First, if the target’s relative size is small, it will not cause any significant impact on the
bidder’s returns. Second, abnormal returns present only the surprise component of the

acquisition. If the acquirer’s motive is already known in the market from its past act, the

13
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stock price reaction would only refer to the perceived deviation of the announced deal
from the anticipated one. Third, when it takes a longer time to conclude a takeover
process, the uncertainty of the event is increased. Thus, it would be difficult to isolate the
market’s perception of the bid. Fourth, the stock returns of the bidder may tell us more
about how the market is reassessing the bidder’s business than it does about the value of

acquisition and it is difficult to isolate different implications.

Subsequently, a number of factors are analyzed in the literature to justify the nature of
acquiring (bidding) firm’s short-term performance. This issue will be discussed in the

following section.

Long-Term Performance

While the majority of the existing empirical evidence focuses on the stock returns
surrounding announcement dates, a smaller body of research has examined long-run post
acquisition returns. A summary of relevant studies is presented in Appendix D. It can be
seen that most of the long-term studies conclude that bidder firms experience significant
negative abnormal returns over one to three years after the merger (Agrawal et al., 1992;
Asquith, 1983; Andrade et al., 2001; Gregory 1997). However, as early as 1991, Franks
et al. (1991) point out that such negative abnormal returns could have resulted from
benchmark errors rather than systematic mispricing by investors. Loughrun and Vijh
(1997) have given impetus to this debate again by using the BHAR technique for the first
time in this area; they report significant negative long-run abnormal returns following an

acquisition. In a recent study, Mitchell and Stafford (2000) show that after correcting for
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methodological errors and considering cross-sectional dependence, no significant
abnormal returns are observed using BHAR methodology. Negative abnormal returns for
the acquiring firms are also viewed quite critically by practitioners and academicians for

the following compelling reasons:

First, neo-classical economic theory assumes that corporate management acts to
maximize the shareholders’ wealth (Limmack, 1991). Takeovers are seen as devices
through which inefficient management teams may be replaced, and this will facilitate the
redeployment of capital to more efficient users (Weston, 1970). It follows, therefore, that
if management pursues policies of shareholder wealth maximization, then shareholders

should not suffer wealth decreases as a result of their company acquiring other companies

(Limmack, 1991).

Second, assuming that the announcement-period stock price reaction fully impounds the
information effects of merger, most research on mergers examines returns surrounding
announcement dates and over a very short period of time. This approach implicitly
assumes that markets are efficient in immediately digesting the full impact of the

acquisition in a very short time period (Agrawal et al., 1992; Andrade et al., 2001).

Both the reasons stated above reinforce the argument that acquiring firms should not

show any systematic underperformance in the long run. Therefore, the long run

underperformance by acquiring firms as reported in most of the relevant studies leaves us

in a paradoxical situation. However, other researchers have argued that negative long run
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performance could be observed due to following reasons: (i) motives of merger could be
flawed or misrepresented (Andrade et al., 2001); (ii) operating performance following
acquisitions could have been deteriorated, and hence, acquiring firms show negative
performance in the long run (Herman & Lowenstein, 1988; Ravenscraft & Scherer,
1987). However, the evidence of underperformance in terms of operating activities is not
one-sided (Healy et. al., 1992); (iii) methodologies used in detecting long run abnormal
returns could be flawed and are sensitive to using different types of approaches (Barber &
Lyon, 1997; Fama, 1998; Ikenberry et al., 1995; Kothari & Warner, 1997; Kothari &

Warner, 2005; Lyon et al., 1999; Mitchell & Stafford, 2000).

Irrespective of the sign of the acquiring firm’s performance, in the literature a number of

factors are analyzed to justify the nature of acquiring (bidding) firm’s long run

performance; these are discussed below.

2.2 Factors Affecting the Acquiring Firms’ Short and Long-Term Performance

This section is organized into two parts. First, theories and conjectures are discussed for

the relevant factors affecting the bidding firm’s performance. Implications of these

factors on short and long-term performance are discussed together because of

commonality in the issues. Second, relevant empirical evidence is presented.
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2.2.1 Theory/Conjectures

Merger or Tender offer

Agrawal and Jeffe (2000) have argued that researchers should analyze mergers and tender
offers separately as they could have different implications for bidding firm performance.
Tender offers are different from mergers in that in the case of tender offers, acquiring
firms bid for target shares in the open market. On the other hand, mergers occur through
discussion between the management of the bidding firm and the target firm. In general,
tender offers are hostile and are usually done through a cash offer (Rau and Vermaelen,
1998). Merger offers are usually friendly and are generally done through a share offer

(Loughran & Vijh, 1997; Martin & McConnell, 1991).

Implications for short-term performance. There are competing arguments on how this
difference in the type of the offer would affect short-term stock performance of bidding
firms. The following two reasons have been put forward as explanations for a positive
impact for tender offers. First, tender offers, in general, are hostile and more efficient
managers are appointed for the acquired companies, which lead to wealth gains
(Loughran & Vijh, 1997; Martin & McConnell, 1991). Second, as stated earlier, tender
offers are generally done through a cash offer. The acquirer’s managers are likely to
choose stock payment when their stock is overvalued and cash payment when it is
undervalued (Loughran & Vijh, 1997; Myers & Majluf, 1984). As a result, in the case of
a tender offer, there is a possibility for short-term stock return gains for the bidding firm’s

shareholders. Opposite effects are expected for mergers. On the other hand, since tender
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offers are hostile in nature, bidding firms may be required to pay an extra premium to the
target firm’s shareholders and a tender offer may attract multiple bidders. This would
reduce the returns for the bidding firm’s shareholders. Therefore, it is not very clear what

would be the impact on short-term performance due to a merger or tender offer.

Implications for long-term performance. As discussed earlier, we expect that the market
would react to the deal around the announcement date and the stock price will be adjusted
accordingly in the short-run. As a result, there should not be any systematic

underperformance (or over performance) by the acquiring firm in the long run.

Type of Target Organization (Public or Private)

It has been pointed out that bidders acquire targets for a better price when they buy a
nonpublic firm as compared to a public firm, resulting in a better return for the acquiring
firms’ shareholders in the former case. The following reasons are cited to support this
observation.

a. Liquidity impact and limited competition. Private firms and subsidiaries cannot be
bought and sold as easily as publicly traded firms. This lack of liquidity makes these
investments less attractive and hence offers are generally less for private firms. This gives
a better return to bidding firm’s shareholders (Fuller et al., 2002).

b. Monitoring hypothesis. Firms acquiring privately held targets through common stock
exchanges tend to create outside blockholders because the targets are owned by a small

group of shareholders (Chang, 1998). The creation of outside blockholders can serve as
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an effective monitor of management and, in turn, can increase bidder value (Chang, 1998;
Fuller et al., 2002; Shleifer & Vishny, 1986).

c. Investors’ Portfolio Preference. Hansen and Lott (1996) hypothesize that since
investors are diversified, the goal of the manager of a firm is not to maximize shareholder
value, but to maximize the value of the shareholder’s portfolio. Thus, when a public
bidder acquires a public target, diversified shareholders will be indifferent to how the
gains from the acquisitions are divided, assuming they own stock in both firms. Hence,
there should not be any abnormal return for the bidding firm’s shareholders if a public

firm is acquired.

Implications for short-term and long-term performance. For the reasons stated above, it
is expected that the acquisition of a private company would lead to positive short-term
abnormal returns. However, there should not be any systematic long-term abnormal

return as we expect the market to react around the announcement date.

Related (non-conglomerate) and Unrelated (conglomerate) Acquisitions

A merger is defined as non-conglomerate if an acquirer and its target are in the same
industry. It is generally claimed that conglomerate mergers are less likely to succeed
because managers of acquiring firms are not familiar with the target industry or they
waste free cash flow on bad acquisitions (Agrawal et al., 1992; Jensen 1986). Also,
shareholders do not prefer that the bidding company managers diversify their operations

as shareholders can rebalance and diversify their portfolio by themselves by investing in
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different types of assets. Therefore, diversification through acquisition is likely to be

viewed negatively in the market.

Implications for short-term and long-term performance. Based on the reasons stated
above, it is expected that the acquisition of a related company would lead to positive
short-term abnormal returns. However, there should not be any systematic long-term

abnormal return as we expect the market to react around the announcement date.

Methods of Payment

Myers and Majluf (1984) argue that a bidder firm will use stock as the medium of
exchange if the board believes that its own shares are overvalued. Alternatively, if the
firm is convinced with its current valuation, they may offer cash in order to send a
positive signal to the market (Eckbo et al., 1990; Fishman, 1989; Fuller et al., 2002).
Also, if the bidder is uncertain about the target’s value, the bidder may not want to offer
cash since the target will only accept a cash offer greater than its true value and the

bidder will have overpaid (Fuller et al., 2002).

Implications for short-term and long-term performance. Because the usage of stock
indicates an overvaluation of the bidding firm and because a cash payment indicates a
certainty of target valuation, it is expected that the choice of a cash payment would lead
to a better short-term performance. However, there should not be any systematic long-

term abnormal return as we expect the market to react around the announcement date.
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Growth and Value Firms

Rau and Vermaelen (1998) argue that in companies with high market—to-book ratios
(termed “glamour” firms), managers are more likely to overestimate their own abilities to
manage an acquisition, i.e., they will be infected by hubris (Roll, 1986). Indeed, glamour
firms are firms with high past stock returns and high past growth in cash flow and
earnings (Lakonishok et al., 1994); this should presumably strehgthen the management’s
belief in its own actions. Moreover, other shareholders in these firms, including the board
of directors and large shareholders, are more likely to trust the management’s decision
and approve its acquisition plans (Rau & Vermaelen, 1998). On the other hand, in the
companies with low market-to-book ratios (“value” firms), managers, directors, and large
shareholders may be more prudent before approving a major transaction that could
determine the survival of the company. In contrast to the above argument, Lang et al.
(1989) argue that well-managed firms are rewarded positively in the market, which
subsequently leads to a higher market-to-book value ratio. For such firms, a positive

reaction in the market is expected following an acquisition announcement

Implications for short-term and long-term performance. As the value firms make more
prudent decisions in selecting a target company, it is expected that there will be a positive
market reaction (short-term performance) if a value firm makes the acquisition. However,
there should not be any systematic long-term abnormal return, as we expect the market to

react around the announcement date.
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Governance Characteristics (Board Independence and Ownership Structure)

In recent years, corporate governance issues have attracted considerable attention of both
practitioners and academicians. It has been argued that governance mechanisms can
contribute towards better firm performance — although we do not see any definitive
consensus in empirical results presented in different studies. Commonly cited governance
mechanisms that may influence abnormal returns of the bidding firms around the
announcement period include board independence (more outsider directors, and
separation of CEO and board chairperson position), managerial ownership, and
blockholder ownership. Possible impacts can be summarized as follows: (i) board
independence and increased level of blockholder ownership would lead to greater
monitoring of the bidding firm’s management which would lead to better acquisition
decisions, and (ii) increased level of managerial ownership would align management’s
interest with that of shareholders’ (Fama & Jensen, 1983; Subrahmanyam, Rangan, &
Rossenstein, 1997). This would lead to better managerial decisions. However, some
studies have argued and showed that such relationship might not be monotonic (Morck et

al., 1988).

Implications for short-term and long-term performance. As board independence, the
presence of blockholder ownership and increased managerial ownership would lead to
better monitoring and alignment of managerial interest, there is likely to be a better short-
term reaction. However, there should not be any systematic long-term abnormal return as

we expect the market to react around the announcement date.
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Takeover Premium

In order to take over a firm, bidders generally need to pay a premium to the target firm’s
shareholders. A takeover premium is often justified with the potential value creation from
the acquisition deal due to a synergistic effect. However, as pointed out by Roll (1986),
there is always a possibility of a margin of error in valuing an acquisition deal and
consequently, bidders might end up paying an excessive premium to target shareholders.
Because of the information asymmetry, it would be difficult for the shareholders to know
about the extent of mispricing or overpricing. It is likely that shareholders would interpret
an acquisition of a target with a high premium as good news as management is highly
interested in acquiring the target firm. Alternatively, if the acquiring firm pays an

excessive premium to the target shareholders, it will be viewed negatively by the market.

Implications for short-term and long-term performance of bidding firm shareholders.
If the percentage takeover premium is higher, it is expected that the short-term market
reaction will be positive. However, there should not be any systematic long-term

abnormal return as we expect the market to react around the announcement date.

Long-run Operating Performance

In addition to studies that investigated performance based on the stock market
parameters, there have been a few studies that have investigated the impact on long-term
operating performance for acquiring companies following the acquisition event. If a
merger truly creates value for shareholders, the gains should eventually show up in the

firm’s cash flows (Andrade et al,, 2001). Moreover, because of synergistic effect,
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operating performance should improve for the combined firm following an acquisition.
On the other hand, if the acquisition is made because of CEO hubris or if the motive of
the acquisition is flawed, bidding (or combined) firms would experience negative

operating performance in the long run.

Earlier studies have shown that results of long-run operating studies depend on
methodological choices. For example, Healy et al. (1992) use industry mean adjusted
cash flow to total assets in the pre- and post-event period to investigate the improvement
on operating performance of an acquiring firm. They compare the mean and median of
industry mean adjusted operating performance for the pre- and post-event period in their
study. Ghosh (2001) argues that from an economic standpoint, the methodology
employed by Healy et al. (1992) is flawed for at least two reasons. First, Ghosh argues
that larger firms generally make acquisitions within an industry segment and they are
likely to be more profitable compared to the industry average benchmark just because of
the size effect (Fama and French, 1995). Second, acquiring firms generally make
acquisitions following a period of above industry average performance. Consequently,
Ghosh (2001) recommends the use of matching firm benchmarks in the spirit of Barber

and Lyon’s (1996) arguments.
Implications for short-term and long-term performance. Long-run operating results
would not have any direct impact on the short-term stock market performance of bidding

firms. However, if we see a positive relationship between short-term returns and long-run

operating performance, it can be argued that an expectation of a future economic
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performance by the bidding firm following an acquisition is truly reflected in the short-
term market price reaction around the announcement date. From the long run perspective,
it is expected that positive long-run operating performance would lead to a positive signal
in the market and, hence, it should be reflected in positive long-run stock return
performance. In other words, long-term operating performance and long-term stock

return performance should be positively correlated.

It should be noted that the relative size of the target company could influence the
magnitude of short-term and long-term performances of the bidding firm. This issue is

briefly discussed below.

Relative Size

The acquisition of a relatively large target is likely to be a more important economic
event for the acquirer than is the acquisition of a relatively small target (Eckbo et al.,
1990). Higher relative size could bring in more synergy (positive effect). Alternatively, it
could be more difficult to manage a larger target company (negative effect). A number of
studies have considered this aspect. For example, Loderer and Martin (1992) have
excluded all acquisitions that are smaller than ten percent of acquirer size whereas
Moeller et al. (2003) have used a cut-off point of one percent. Some other studies have
used absolute value of the bid for an acquisition to be considered in-the analysis. For
example, Malatesta (1983) considers 10 million USD or greater deals and Gregory (1997)

considers 10 million £ or greater deals.
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Agrawal et al. (1992) examine the issue more scientifically. They rank all the mergers by
relative size and form quintile portfolios. Next, they calculate the long-run abnormal
returns of each portfolio individually but fail to detect any monotonic relationship.
Moeller et al. (2003) report a positive effect whereas Fuller et al. (2002) find that the
effect of relative size is negative for public targets and positive for private targets.
Overall, they report a positive relationship between the relative deal size and the
acquiring firm’s short-term abnormal returns. However, none of these studies have

discussed the implications of relative size on the acquiring firm’s long-term performance.

Based on the arguments discussed above, a summary of the expected impact of the above
factors on bidding firm’s short-term performance has been presented in Figure 2.1 below.
As discussed above, we do not expect any systematic long-term abnormal return due to
any of the factors discussed above other than the acquiring firm’s operating performance
in the post event period. Empirical evidence on short-term and long-term performance of

acquiring firms has been presented in Table 2.1.
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Figure 2.1 Expected Sign of Various Factors’ Influence on a Bidding Firm’s Short-
term Abnormal Performance

Short-term Stock Performance

As a function of

I . |

Merger (-} Private (1) Related (+) Cash (+) Growth Board Premium
or or or or (-)or independence )
Tender Public (-) Unrelated Stock (-) Value (+) (+) and
offer (+/-} Target (-) Target Payment Firm Ownership(+)

2.2.2 Empirical Evidence for Acquiring Firms’ Short- and Long-term Performance

Key empirical evidence for bidding firm performance with respect to the factors

discussed above is summarized in Table 2.1.

Table 2.1 Factors Affecting Bidding Firms’ Return: Summary of Empirical

Evidence
Factor Short-Term Performance Long-Term Performance
Merger or Empirical evidence is inconclusive in this | Generally, long-term stock return performance is
Tender offer context. Jensen and Ruback (1983) show | better for tender offers (Agrawal et al.,, 1992;

positive abnormal returns for bidding and | Loughran & Vijh, 1997; Rau & Vermaelen, 1998).
target firms for both tender offer and merger.
Lang, Stultz, and Walking (1989) and Jarrell
and Poulsen (1989) report positive significant
returns to bidder in tender offers. Other
studies report insignificant returns to bidders
in tender offers (Ghosh & Lee, 2000; Travlos,
1987; Walker, 2000).

Private or Public | Generally higher return is reported for private | No empirical study found.
Target target acquisition (Hansen & Lott 1996;
Moeller et al.,, 2003; Yuce & Ng, 2005).
Chang (1998) examines bidder returns to
firms acquiring 281 privately held targets (131
cash offers and 150 stock offers) and
compares them to bidder returns for 255
public targets (101 cash offers and 154 stock
offers). Chang finds no abnormal return for
bidders in the case of cash offers. However,
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Factor Short-Term Performance Long-Term Performance
for stock offers, Chang reports a 2.64%
abnormal return for privately held targets and
—2.46% abnormal return for publicly held
targets.
Related or Empirical evidence generally supports the | Agrawal et al. (1992) examine this issue by
Unrelated hypothesis that related acquisitions would | calculating the cumulative average abnormal return
Acquisition result in better stock retumns for the bidding | of acquiring companies for conglomerate and non-
firms® shareholders (Maquieira et al., 1998; | conglomerate acquisitions after adjusting for both
Moeller et al., 2003; Morck et al., 1990). | firm size and beta. In contrast to popular belief,
However, Chang’s (1998), and Fuller et al.’s | they find that the underperformance of acquirers is
(2002) results show that there is no significant | worse in non-conglomerate mergers than in
difference in the bidder’s abnormal return due | conglomerate mergers. Similarly, with Canadian
to this factor. However, in a Canadian context, | data, Andre et al. (2004) report long-term
Eckbo and Thorburn (2000) report opposite | underperformance for related acquisitions but not
results. for unrelated acquisitions.
Methods of Fuller et al. (2002), Moeller et al. (2003), | Loughran and Vijh (1997), Dodds and Quek
Payment Fishman (1989), and Martin (1996) have | (1985) and Franks et al. (1991) have found that the
found that bidder firms earn higher abnormal | long-run abnormal return is higher for bidding
returns when they use cash as opposed to | firms’ shareholders in the case of cash offers in
stock for acquiring a target. However, Eckbo | comparison with stock offers.
(2000) does not find any significant difference
in a Canadian context.
Growth or Value | Lang et al. (1989) and Servaes (1991) describe | Rau and Vermaelen (1998) find that value
Firms positive effects for value firms and Dong et al. | acquirers earn statistically significant positive
describe negative effect for value firms. In | abnormal returns of 8% in mergers and 16% in
contrast, Moeller et al. (2003) show no | tender offers, while glamour acquirers eam
significant effect. Further, Rau and Vermaelen | statistically significant abnormal returns of 17% in
(1998) show that glamour bidders in mergers | mergers and insignificant abnormal returns of 4%
pay more frequently with stock than do value | in tender offers.
acquirers.
Governance Byrd and Hickman (1992) report that bidding | No direct study found.
Characteristics firms with a majority of independent directors
enjoy higher announcement-date abnormal
returns than others. Cotter et al. (1997) report
similar results for target firm shareholders.
Takeover No direct study found No direct study found
Premium
Operating Not relevant There is mixed evidence in the literature. Some of
Performance the earlier studies report negative long-term
operating performance (Herman & Lowenstein,
1988; Ravenscraft & Scherer, 1987). Others have
reported an improvement in long-term operating
performance (Andrade et al., 2001; Healy et al.,
1992; Jog & Riding, 1988). However, Ghosh
(2001) finds no evidence for long term operating
performance improvement.

In line with the main focus of this study, only issues related to short and long term

performance of bidding firms are discussed above. However, there have been numerous
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studies on the performance of target firms’ shareholders, which support the argument that
shareholders of target firms enjoy positive returns around the takeover announcement
date. Though this issue is not investigated in this research study since the results are a
natural consequence of the target firms receiving a premium, a short discussion is
presented in Appendix C (Part 2) simply to have a holistic perspective of performance

1ssues.

2.3 Firm Specific Characteristics and Governance Characteristics of Bidding Firms

2.3.1 Motivation

As stated earlier, besides investigating the short- and long-term issues of the bidding
firm’s shareholders, the other important research question of this study is to identify what
characteristics of an acquiring firm differentiate it from a non-acquiring firm. The

motivation for investigating this issue is described below.

First, although there have been a few studies that investigate the characteristics of a target
firm'*, there is virtually no comprehensive study that examines the characteristics of an

acquiring firm".

1 A summary of the studies that investigate the characteristics of a target firm is presented in Appendix E.
13 Only Harford (1999) has looked into this issue of bidder characteristics by considering 487 bids over a
period of 1977 to 1993. Though Harford’s main concern was to investigate the impact of cash richness on
the probability of a firm being bidder, other factors such as average abnormal return, sales growth, non-
cash working capital, leverage, market to book ratio, price-to-earnings ratio, firm size and ownership
variables were considered in the model. However, Harford does not offer any theoretical justification for
the consideration of various variables in the model other than the impact of cash richness.
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Second, as presented in the earlier section, the characteristics of bidder firms may have
implications for the short-term and long-term stock return performance of their
shareholders. Consequently, knowing the characteristics of a bidding firm would give
some valuable information to the stockholders in terms of their expected stock return

following an acquisition announcement (Bae, Kang, & Kim, 2002).

Third, a revelation of the differing governance characteristics (if any) between the
bidding and non-bidding firms would tell us about the role of governance mechanisms

(such as board independence and ownership structure) in making an acquisition decision.

Fourth, an identification of the bidding firms’ characteristics would also shed some light
upon the motives underlying the acquisition activities (Powell, 1997). For example, we
would know whether a growth firm or a technologically oriented firm would be more

involved in takeover activities or not.

Accordingly, this study attempts to identify the characteristics of an acquiring firm that
separate it from a non-acquiring firm. The following section presents justifications for the
consideration of various firm-specific and governance-related variables that may

represent the characteristics of a bidding firm.

Probable characteristics of a bidding firm are divided into two groups: (i) firm specific

characteristics — that include cash reserves, leverage, market-to-book value ratio, past
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performance, firm size'®, sales growth, and R&D intensity; and (i1) governance
characteristics — that include managerial ownership, blockholder ownership, CEO pay,

board size, and board independence. These are discussed in the next section.

2.3.2 Firm Specific Characteristics

Cash reserves

Cash reserves can provide a valuable source of funds for investment opportunities. Firms
often accumulate much more cash than they require. Jensen (1986) argues that a firm’s
agency problem can get compounded with the presence of large free cash flows.
Excessive cash reserves insulate managers from being monitored by the external market
forces and give them the opportunity to invest in value-decreasing investment decisions
such as non-productive acquisitions (Harford, 1999). Therefore, it is expected that cash-
rich companies would make more acquisitions in comparison with cash-depleted

companies.

Leverage

An increase in leverage increases the likelihood of financial distress, which in turn
increases the cost of inefficient decisions to managers. Debt service forces managers to
distribute cash rather than invest in value-decreasing investments (Byrd et al., 1998;
Jensen, 1988). Moreover, higher debt levels would induce more monitoring by the debt
providers (creditors). The creditors would try to ensure that management services the

debt in a timely fashion which, in turn, would reduce the agency cost of free cash flow by

16 Unless otherwise stated, market value has beed used as a proxy for firm size.
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reducing the discretionary cash flow spending by managers (Jensen, 1988). Thus, it can
be argued that with the increase in leverage level, the probability of making an

acquisition would decrease.

Market-to-Book Value Ratio

This issue has been discussed in an earlier section. Considering the management’s extra
“confidence” in a growth company, it can be argued that the firms with high market-to-
book ratios are more likely to make an acquisition than are the firms with low market-to-

book ratios.

Past Performance

Positive performance in previous years would give more confidence to the management
about their operations. Hence, it is expected that past positive performance would
increase the probability of a firm to become an acquirer. Harford’s (1999) results show
that the probability for a firm to become an acquirer increases with positive past
performance. Healy et al. (1992) have shown that bidder firms had a positive
performance (on average) up to five years prior to the acquisition year. Palepu (1986) and
later studies (for example, Harford, 1999) have used two different measures to represent
past performance. First, they incorporated the excess stock return of a firm by using the
market model and daily stock return data and they calculated the average value over a
period of four years. Second, they used the firm’s return on equity as the measure of past

performance.
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Firm Size, Sales Growth and R&D Intensity

Other firm-specific factors also bear further investigation. Firm size can play an
important role in the event of an acquisition. Generally, larger firms would have
appropriate resources to make an acquisition. However, the relationship is not expected to
be monotonic. If a firm becomes too large, it may not be interested in making further
acquisition as, it would be increasingly difficult to manage a larger firm, and the
acquisition of a new firm might not add any net value to existing operations.
Alternatively, positive sales growth over the past years might prompt a firm to make
further acquisitions in order to support its future growth. Finally, rapid technological
developments, increasing developmental costs and shorter life cycles of technological
products would prompt firms in technological sectors to acquire new technology through
appropriate means (Narula & Hagendoom, 1999; Narula & Sadowaski, 2002). One way
to achieve this is to acquire other innovative companies. Therefore, we may expect that
firms with greater technology intensity'’ would acquire more companies to avoid
developmental costs, to preempt competition, and to remain competitive in a particular

sector.

Based on the arguments presented above, a summary of the bidding firms’ firm- specific

characteristics that separate them from non-bidding firms is presented in Figure 2.2.

7 R&D intensity, expressed as the total R&D expenditure to total firm sales, is a very widely used measure
for measuring technological intensity in a firm that is free of inflation effects (Lee & O’Neill, 2003).
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