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ABSTRACT

Over the last several years (and especially since China’s admission to the
World Trade Organisation in 2001) merger and acquisition (M&A) activities in
China have increased significantly as a result of the rapid growth in the
Chinese economy and the measures which the Chinese government has
taken to modernise the laws and regulations which govern its securities
markets. Despite this, only a few researchers have studied M&A activities in
China in any depth. Moreover, such research as has been conducted on
Chinese M&A activities is mainly concerned with the laws and regulations
affecting the area and not with their economic consequences. Hence, the
particular concern of this dissertation is with the economic benefits that accrue
to the shareholders of Chinese acquiring and target firms from the M&A
activities that have occurred in the People’s Republic of China over the last
twenty years. In particular, our study encompasses a theoretical, institutional

and empirical analysis of Chinese M&A activities.

M&A activities in China are governed by a number of laws and regulations of
which the Takeover Measures, 2006, is undoubtedly the most important. Our
analysis in the early part of the dissertation summarises the legal framework
under which M&A activities are conducted in China. In particular, the
Takeover Measures, 2006 aim to make Chinese laws in the M&A area more
compatible with best international practice. Furthermore, a new Anti-
Monopoly Law, which addresses the anti-trust issues associated with mergers
and acquisitions came into force on 1 August 2008. Amongst other things,
this new Anti-Monopoly Law addresses issues of anti-trust and declaration
thresholds in M&A activities in China. Besides these issues, the early
chapters of the dissertation summarise the Chinese laws dealing with cross-
border mergers and acquisitions, the laws relating to the issue of new shares,
the laws relating to share swap transactions and the important provisions
affecting the regulation of special purpose companies (SPCs).

The dissertation then turns to an empirical analysis of the economic benefits



which accrue to the shareholders of Chinese target and Chinese acquiring
firms as a result of their M&A activities. Our analysis is based on the standard
market model methodology using both the Dimson (1979) and Ordinary Least
Squares (OLS) estimates of equity betas. We also employ an hitherto unused
nonparametric testing procedure based on the Corrado (1989) rank test in
order to enhance the robustness of our empirical analysis. Suffice it to say
that the empirical analysis summarised in the dissertation shows that there
are significant abnormal returns around the takeover announcement date for
the holders of equity securities in Chinese target firms. This is a result which
mirrors much of the empirical research conducted on M&A activities in
western economies. Interestingly, however, a significant proportion of these
abnormal returns decay away within a few weeks following the takeover
announcement date. In contrast, there are few, if any, economic benefits for
the holders of equity securities in Chinese acquiring firms from their M&A
activities. In this respect our results for Chinese acquiring firms are very
similar to those obtained by researchers for western acquiring firms, although
there are some important differences. In particular, there appear to be
statistically significant and positive abnormal returns for shareholders of
Chinese acquiring firms around the takeover announcement date but these
generally decay away over the next ten to fifteen trading days thereby leaving
the shareholders of Chinese acquiring firms with no significant benefits from
their M&A activities. We provide some possible explanations for this
phenomenon by linking our empirical results with the Chinese political,

economic and capital systems.

A fundamental decision the directors of acquiring firms must make is whether
the mode of consideration for takeovers ought to be in cash or some
alternative medium of exchange. Prior research in western countries shows
that the mode of consideration used in takeovers can have a significant impact
on the abnormal returns which accrue to the shareholders of both acquiring
and target firms. Our empirical analysis of this issue shows that when the
mode of consideration is purely in cash the abnormal returns which accrue to
the shareholders of Chinese target firms around the takeover announcement

date are positive and significantly different from zero. In contrast, there are no



economic benefits (and indeed, probably economic losses) for the
shareholders of Chinese target firms when the consideration for takeovers is
other than purely in cash. For Chinese acquiring firms there are significant
positive abnormal returns when the consideration for takeovers is other than
purely in cash. However, when cash is used as the sole mode of
consideration by Chinese acquiring firms there are very few, if any, economic

benefits for their shareholders.

The concluding sections of the dissertation note that our calculation of the
abnormal returns that accrue to firms involved in Chinese M&A activities is
based exclusively on the standard market model - which is empirical
counterpart of the Capital Asset Pricing Model (CAPM). In recent years,
however, Fama and French (1992, 1993, 1995, 1996) amongst other authors
have suggested that the CAPM has serious deficiencies and that these
deficiencies flow through to the standard market model on which the empirical
analysis of Chinese M&A activities summarised in this dissertation is based.
We show, however, that the Fama and French Asset Pricing Model (1992,
1993, 1995, 1996) has numerous deficiencies of its own and that to base the
calculation of abnormal returns upon this model has the potential to lead to a
seriously flawed analysis of the abnormal returns which accrue to the
shareholders of Chinese firms involved in M&A activities and on which our

empirical analysis is based.

Key Words: M&A activities, Modified Corrado test, Corrado test, Patell test,
average abnormal returns (AARsS), cumulative average abnormal returns
(CAARs), mode of consideration, A shareholders, B shareholders, H
shareholders, Chinese target firms, Chinese acquiring firms.
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Introduction

CHAPTER ONE
INTRODUCTION

In recent years the Chinese economy has experienced a prolonged period of
rapid expansion with a growth rate in Gross Domestic Product (GDP) which
far exceeds that of most western economies (Prasad, 2004). The vibrancy of
the Chinese economy has attracted significant investment from both domestic
firms and virtually every advanced industrialised country in the world (Fei,
2004). This investment takes a variety of forms, including merger and
acquisition (M&A) activities where firms grow by acquiring (or merging with)
other firms in order to reap the benefits which arise from a strongly expanding
economy. The Chinese government has recognised the benefits which flow
from M&A activities by modernising the laws and regulations which govern the
country’s M&A activities, by restructuring listed firms in the country's key
industries under the shareholding structure reform (Gugquan Fenzhi Gaige)
and opening new financing channels to allow qualified firms to fund their M&A
activities more easily. Over the last few years (and especially since China’s
admission to the World Trade Organisation in 2001) M&A activities in China
have increased significantly as a result of these measures implemented by the
Chinese government (Fei, 2004). Nevertheless, only a few researchers have
studied M&A activities in China in any depth. Moreover, such research as has
been conducted on Chinese M&A activities is mainly concerned with the laws
and regulations affecting the area and not with its economic consequences.
Hence, few empirical studies are available on the economic effects of Chinese
M&A activities (Fei, 2004). Furthermore, conclusions based on research
results from advanced industrialised countries like the UK and US do not
necessarily apply to China since the laws and regulations in these countries
are significantly different from those which prevail in China. Given this, there

is a gap in the research literature which this dissertation seeks to fill.

The particular concern of this dissertation is with the economic benefits
that accrue to the shareholders of Chinese acquiring and target firms from the

M&A activities that have occurred in the People’s Republic of China over the
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Introduction

last twenty years. In particular, our study encompasses a theoretical,
institutional and empirical analysis of Chinese M&A activities. We begin our
analysis in chapter two by summarising the prior Chinese and western
literature dealing with M&A activities and then draw out its implications for the
important issues which will be addressed in later chapters of this dissertation.
Thus, the principal brief of chapter two is to summarise the literature that
deals with such things as the motivation for takeovers and the wealth effects
that mergers and acquisitions can have for the shareholders of Chinese
acquiring and target firms, the reasons why a particular mode of consideration
(cash, shares or a combination of cash and shares) is used in a given merger
and/or acquisition and the effects which hostile as against friendly takeovers
can have on the long run profitability of acquiring and target firms, etc. Most
of the literature in these areas encompasses data and issues that arise in
western economies. However, there is a growing literature in China dealing
with the unique issues that arise in a Chinese M&A context and this is also
summarised in this chapter. Here, however, we have to emphasise that the
Chinese literature is mainly theoretical in nature. Moreover, the
methodologies employed in the few empirical papers which have been
published on Chinese M&A activities are normally very different to the market
model approaches for detecting abnormal returns that are applied in the
western literature. Given this, chapter two outlines the implications which the
western literature has for the empirical work on Chinese M&A activities that is
summarised in this dissertation. This enables us to identify any gaps in the
Chinese literature and any significant methodological issues which need to be

addressed in the empirical work conducted for this dissertation.

The focus of our analysis in chapter three is on the laws and regulations that
govern M&A activities in the mainland of China. We begin chapter three by
noting that China’s recent admission to the World Trade Organisation (WTO)
and its generally vibrant economy, has meant that M&A activities in China
have increased considerably over the last several years (Fei, 2004). The
Chinese government has responded to the increased volume of M&A activities
by establishing a legal framework which, on the one hand, is in line with best

international practice but also, meets the unique political and socio-economic
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considerations that have shaped the People’s Republic of China since its
formation in 1949. Hence, on 31 July 2006 China’s principal securities market
regulator, the China Securities Regulatory Commission (CSRC), promulgated
the Takeover Measures, 2006. The Takeover Measures, 2006 is a revised
version of the original Takeover Measures, 2002 and is designed to fill gaps
and loopholes which experience has shown existed in the laws and
regulations covering Chinese M&A activities up to that point in time. The
Takeover Measures, 2006 also aim to make Chinese laws in the M&A area
more compatible with best international practice. Furthermore, in order to
address the anti-trust issues associated with mergers and acquisitions, the
Standing Committee of the Tenth National People’s Congress of China
promulgated a new Anti-Monopoly Law which came to force on 1 August
2008. Amongst other things, this new Anti-Monopoly Law addresses issues of
anti-trust and declaration thresholds in M&A activities in China. Besides these
issues, chapter three also summarises the Chinese laws dealing with cross-
border mergers and acquisitions, the laws relating to the issue of new shares,
the laws relating to share swap transactions and the important provisions
affecting the regulation of special purpose companies (SPCs). In chapter
three we also note that shares listed on stock exchanges in China fall into
three broad categories; namely, A shares which are usually denominated in
the Chinese Yuan and until recently, could only be purchased by Chinese
nationals; B shares which are denominated in either the U.S dollar or the
Hong Kong dollar and normally can only be purchased by foreign investors;
and H shares which are listed exclusively on the Hong Kong Stock Exchange.

In chapter four of the dissertation, we assess the significance of the abnormal
returns earned by Chinese target firms involved in M&A activities over the
period from 1 January, 1990 until 31 December, 2008. Our analysis is based
on the standard market model methodology using both the Dimson (1979) and
Ordinary Least Squares (OLS) estimates of equity betas. We employ
nonparametric testing procedures in order to enhance the robustness of our
analysis. Here Corrado (1989) has introduced a nonparametric rank test for
assessing abnormal security-price performance which, it is claimed, is

preferable to the conventional parametric “t” tests employed in the area
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(Patell, 1976). The Corrado (1989) test is valid when applied to skewed
and/or lepto(meso)kurtic distribution functions and avoids many of the
limitations implicit in alternative nonparametric tests of abnormal security-price
performance (e.g. the symmetry assumptions on which the Wilcoxon signed
rank test is founded). Yet for all its virtues the Corrado (1989) test is
computationally cumbersome and lacks power in comparison to the Patell
(1976) “t” test which, as we have already noted, is the traditionally used
parametric test in the area. Moreover, little is known about the small sample
properties of the Corrado (1989) test. We address these issues by modifying
the Corrado (1989) test so as to increase its power relative to the benchmark
Patell (1976) “t” test. In particular, we employ a consistent estimator for the
variance of the ranks of abnormal security returns and then use it to obtain an
exact closed form expression for the Corrado (1989) test statistic. This
simplifies the computational procedures behind the Corrado (1989) test
considerably — to the point where they can be implemented using only a hand
held calculator. We also demonstrate how a second order Edgeworth
expansion can be employed to determine the small sample properties of the
Corrado (1989) test statistic.! Suffice it to say that the empirical analysis
summarised in this chapter shows that there are significant abnormal returns
around the takeover announcement date for the holders of A shares in
Chinese target firms. Interestingly, however, a significant proportion of these
abnormal returns decay away within a few weeks following the takeover

announcement.

Our review of the literature in chapter two shows that most research which
deals with Chinese M&A activities is restricted to a consideration of A shares.
In other words, M&A activities that involve B shares and H shares have
generally been ignored by Chinese researchers. In chapter five we seek to
address this gap in the literature by conducting an empirical analysis of the
wealth effects that M&A activities have on the holders of B and H shares in

Chinese target firms. That is, in chapter five we assess whether there are any

! Many of the analytical results summarised in chapter four are based on an article entitled “A
Modified Corrado Test for Assessing Abnormal Security Returns” jointly written by Ali Ataullah,
Xiaojing Song and Mark Tippett that is forthcoming in the European Journal of Finance.
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differences in the economic benefits which accrue to the holders of A shares in
Chinese target firms in comparison to the economic benefits which accrue to
the holders of B and H shares. Our general conclusion is that whilst there are
positive abnormal returns around the takeover announcement date for the
holders of B shares in Chinese target firms, they tend to be marginal at best
when compared to the economic benefits that accrue to the holders of A
shares. Moreover, the abnormal returns around the takeover announcement
date for the holders of H shares tend to be larger than those for B shares
though still less than those that accrue to the holders of A shares. However,
an important caveat here is that our sample of H shares is very small and

possibly not representative of the wider Chinese securities market.

Chapter six deals with the wealth effects which Chinese M&A activities have
on the holders of A shares, B shares and H shares in Chinese acquiring firms.
Our empirical results show that the shareholders of Chinese acquiring firms
obtain virtually no economic benefits from their M&A activities and this applies
irrespective of whether one considers the A shares, B shares or H shares of
Chinese acquiring firms. In this respect our results for Chinese acquiring firms
are very similar to those obtained by researchers for western acquiring firms,
although there are some important differences between the empirical results
for Chinese as against western acquiring firms. In particular, there appear to
be statistically significant and positive abnormal returns for shareholders of
Chinese acquiring firms around the first public announcement of the takeover
but these generally decay away over the next ten to fifteen trading days
thereby leaving the shareholders of Chinese acquiring firms with no significant
benefits from their M&A activities. We provide some possible explanations for
this phenomenon by linking our empirical results with the Chinese political,
economic and capital systems which, as we have previously noted, are

fundamentally different from those of western economies.

We begin our analysis in chapter seven by noting that once an acquiring firm
has decided to make a takeover offer for a target firm it must then make a
decision about the way in which it will finance the proposed takeover. The

fundamental decision the directors of the acquiring firm must make is whether
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the consideration for the takeover ought to be in cash, the shares of the
acquiring firm, convertible bonds in the acquiring firm, warrants issued by the
acquiring firm, the transfer of some of the acquiring firm’s assets to the
shareholders of the target firm, the repayment of some of the target firm’s debt
by the acquiring firm, or some combination thereof). The importance of this
issue stems from the fact that prior research in western countries shows that
the mode of consideration used in takeovers can have a significant impact on
the abnormal returns which accrue to the shareholders of both the acquiring
and target firms. Until recently the tradition has always been for takeovers in
China to be financed exclusively in cash. However, the Shareholding
Structure Reform (Guquan Fenzhi Gaige) which came into force in 2005 has
created incentives for Chinese acquiring firms to offer modes of consideration
that are other than in cash. There are as a consequence a fairly large
minority of Chinese acquiring firms which now conduct their M&A activities
using modes of consideration that are other than purely in cash. This has
enabled us to conduct an empirical analysis of the economic benefits that
accrue to the shareholders of Chinese target firms when the consideration is
in cash as against when the consideration is other than purely in cash. Our
empirical analysis of this issue shows that when the mode of consideration is
purely in cash the abnormal returns which accrue to the shareholders of
Chinese target firms around the takeover announcement date are positive and
significantly different from zero. In contrast, there are no economic benefits
(and indeed, probably economic losses) for the shareholders of Chinese
target firms when the consideration for takeovers is other than purely in cash.

In chapter eight the focus of our attention will be on the impact that different
modes of consideration for takeovers can have on the economic benefits that
accrue to the shareholders of Chinese acquiring firms. We ask in particular
whether the economic benefits that accrue to the shareholders of Chinese
acquiring firms are consistent with the economic benefits that accrue to the
shareholders of Chinese target firms when cash as against alternative modes
of consideration are used to finance takeovers. Our analysis of this issue
shows that the abnormal returns that accrue to the shareholders of Chinese

acquiring firms when alternative modes of consideration are used are positive
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and significantly different from zero in a statistical sense. In contrast, the
economic benefits for shareholders of Chinese acquiring firms where cash is
used as the sole mode of consideration tend to be insignificantly different from
zero and occasionally, negative. In other words, the economic benefits which
accrue to the shareholders of Chinese acquiring firms when alternative modes
of consideration are employed far exceed the economic benefits for
shareholders of Chinese acquiring firms when cash is used as the sole mode
of consideration. These results could arise because of the peculiar nature of
the Chinese capital gains tax and/or the information asymmetries that arise in
Chinese takeover procedures and which are compounded by the relatively

unsophisticated nature of the Chinese capital market.

We begin our analysis in chapter nine by noting that in this dissertation the
calculation of the abnormal returns that accrue to firms involved in Chinese
M&A activities is based exclusively on the empirical counterpart of the Capital
Asset Pricing Model (CAPM); namely, the one factor market model. However,
in recent years several authors have suggested that the CAPM has serious
deficiencies and that these deficiencies flow through to the market model as
well (Ashton and Tippett, 1998; Roll, 1977; Roll, 1978). In response to this
Fama and French (1992, 1993, 1995, 1996) have formulated an asset pricing
model which allegedly addresses the deficiencies of the market model and
therefore, which should be used in preference to the market model for
isolating the abnormal returns which accrue in event studies of the kind
employed in this dissertation. It is our view, however, that the Fama and
French Asset Pricing Model (1992, 1993, 1995, 1996) has numerous
deficiencies of its own and that to base the calculation of abnormal returns
upon this model has the potential to lead to a seriously flawed analysis of the
abnormal returns which accrue to the shareholders of Chinese firms involved
in M&A activities. Hence, in chapter nine we outline the reasons for not
employing the Fama and French Asset Pricing Model (1992, 1993, 1995,
1996) to isolate the abnormal returns associated with Chinese firms involved
M&A activities. Our analysis shows that even when the CAPM is descriptively
true it will still be possible for an empirical researcher to determine a Fama
and French Asset Pricing Model (1992, 1993, 1995, 1996) which is based on
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an inefficient index portfolio that leads to a set of betas which when taken in
conjunction with such other factors as the researcher stipulates are to be
important in the asset pricing process (e.g. firm size, market to book ratios,
etc.) will be perfectly correlated with the ex post average returns earned by
the firms on which the empirical analysis is based. However, the abnormal
returns obtained from the empirically determined Fama and French Asset
Pricing Model (1992, 1993, 1995, 1996) will be different (and invariably
substantially so) from those obtained under the (descriptively true) CAPM.
Indeed, our analysis shows that the empirical researcher will always be able
to choose a set of factors in conjunction with an inefficient index portfolio
which leads to a Fama and French Asset Pricing Model (1992, 1993, 1995,
1996) that is compatible with any hypothesis of the researcher’s choosing.
This in turn will mean that the Fama and French Asset Pricing model (1992,
1993, 1995, 1996) is never empirically falsifiable. Since all scientific theories
have to be potentially falsifiable this will mean that the Fama and French
Asset Pricing Model (1992, 1993, 1995, 1996) can never form the basis of a
scientific theory of the asset pricing process (Popper, 1963, p. 36). Given this,
we have elected to base our analysis on the CAPM and its empirical
counterpart — namely, the market model — since this procedure suffers from
fewer theoretical deficiencies when compared to using the Fama and French
Asset Pricing Model (1992, 1993, 1995, 1996) to isolate the abnormal returns

associated with Chinese firms involved in M&A activities. 2

The final chapter in the dissertation — namely, Chapter ten — summarises the
analysis of previous chapters and draws conclusions with regard to the issues
which arise in our empirical analysis of Chinese M&A activities. These issues
mainly include the wealth effects that M&A activities have on the holders of
shares in Chinese acquiring and target firms — although in this chapter there is
also significant discussion of the Chinese legal, institutional and cultural
framework and of the impact that these are likely to have on Chinese M&A

activities, especially in comparison to the M&A activities that occur in western

2 Many of the analytical results summarised in chapter nine are based on an article entitled
“Constructing Asset Pricing Models with Specific Factor Loadings” that is jointly written by lan
Davidson, Qian Guo, Xiaojing Song and Mark Tippett and which is forthcoming in the journal
Abacus.
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economies. Overall, our empirical analysis shows that whilst the holders of A
shares in Chinese target firms earn statistically significant abnormal returns
around the announcement date of the proposed takeover, these abnormal
returns decay away over the days and weeks which follow the takeover
announcement date. Moreover, the abnormal returns which accrue to the
holders of A shares in Chinese target firms are larger when cash is used as
the sole mode of consideration in comparison to the abnormal returns which
arise when alternative modes of consideration are used to finance Chinese
takeovers. In contrast, the abnormal returns that accrue to the holders of A
shares in Chinese acquiring firms are quite modest and arise only in a very
narrow window surrounding the takeover announcement date. However,
these abnormal returns are barely significant in a statistical sense and quickly
decay away within a few days of the proposed takeover announcement date.
Even here our empirical analysis shows, however, that the abnormal returns
that accrue to the shareholders of Chinese acquiring firms are marginally
larger when the mode of consideration is other than purely in cash. That is,
the abnormal returns that accrue to the shareholders of acquiring firms are
lower when the mode of consideration employed to finance the takeover is
purely in cash. Our empirical analysis also shows that the abnormal returns
that accrue to the holders of B and H shares in Chinese acquiring and target
firms are much more modest when compared to those which accrue to the

holders of A shares.
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CHAPTER TWO

SURVEY OF THE LITERATURE ON M&A ACTIVITIES:
WESTERN AND CHINESE ECONOMIES

2.1 Introduction

The objective of this chapter is to summarise the prior literature dealing with
mergers and acquisitions (M&A) and to draw out its implications for the
important issues that will be addressed in this dissertation. We will therefore
be concerned with the literature that deals with such things as the motivation
for takeovers and the wealth effects it can have on the shareholders of
acquiring and target firms, the reasons why a particular mode of consideration
(cash, shares or a combination of cash and shares) is used in a given takeover
and the effects which hostile as against friendly takeovers can have on the
future profitability of acquiring and target firms, etc. Most of the literature in
these areas encompasses data and issues that arise in western economies.
However, there is a growing literature dealing with the unique issues that arise
in a Chinese M&A context and this literature is also summarised in this chapter.
Here we would note, however, that the Chinese literature is mainly theoretical
in nature. The literature dealing with empirical issues in Chinese M&A
activities is to say the least, sparse. Moreover, the methodologies employed
in the few empirical papers which have been published on Chinese M&A
activities are normally very different to those applied in the western literature.
Given this, an important emphasis in this chapter will be on the implications
which the western literature has for the theoretical and especially, empirical

issues that arise in the analysis we conduct of Chinese M&A activities in this
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dissertation. In particular, this will enable us to identify any gaps in the
Chinese literature and any significant methodological issues which might be

addressed by the empirical work conducted as part of this dissertation.

The remainder of this chapter is structured as follows. Section 2.2 provides a
summary of the prior literature (in both western economies and China) which
deals with the wealth effects of mergers and acquisitions on the shareholders
of acquiring firms. Next, in Section 2.3 we move our attention on to the key
literature dealing with the impact that mergers and acquisitions have on target
firm performance in both western economies and China. Section 2.4
primarily focuses on the important literature dealing with the effect that the
motivation for takeovers has on acquiring and target firms not only in western
economies but also in China. Section 2.5 goes on to consider the impact that
different modes of consideration (e.g. cash, stock or a combination of cash and
stock) can have on the profitability of both acquiring and target firms in western
and Chinese economies. The literature that deals with the impact that friendly
and hostile takeovers can have on shareholder wealth is considered in Section
2.6. Finally, Section 2.7 provides a brief summary of this chapter, as well as
some concluding remarks regarding what needs to be done so as to fill the

gaps which exist in the Chinese M&A literature.

2.2 The Impact of M&A Activities on Acquiring Firm Performance

A considerable volume of research has been conducted in both western and
developing countries on the wealth effects of M&A activities for the
shareholders of acquiring firms. In western countries in particular the
empirical evidence on the wealth effects of mergers and acquisitions for the
shareholders of acquiring firms is mixed and often contradictory. For example,
Mandelker (1974) employs a sample of 241 U.S. firms involved in M&A

activities covering the period from 1948 until 1967 and concludes that
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acquiring firms earn only a normal rate of return from their M&A activities, with
any abnormal gains accruing primarily to the shareholders of the target firms.
Similarly, Dodd and Ruback (1977) employ a sample of 172 U.S. acquiring
firms involved in M&A activities covering the period from 1958 until 1976.
They use an event window which begins 60 months before the first public
announcement of the M&A proposals and concludes 60 months after the
announcement date; that is, (-60,60). They find that stockholders of
successful bidding firms earn positive abnormal returns in a narrow window
surrounding the takeover announcement date. Likewise, the recent studies of
Renneboog and Goergen (2003) using European data and Moeller,
Schlingemann and Stulz (2003) and Fuller and Netter and Stegemoller (2002)
using U.S data all find that shareholders of acquiring firms earn positive returns
from M&A activities. In contrast, Dodd (1980), who uses U.S. data, finds
evidence of small but significant negative abnormal returns at the date of the
first public announcement of the merger proposals. Moreover, the cumulative
average abnormal return (CAAR) from ten days before the public
announcement of the proposed takeover through to ten days after the directors
of the target firm approve of the intended takeover is a statistically significant
-7.22 percent. In similar vein, Langtieg (1978) finds evidence of negative
abnormal returns for U.S. acquiring firms over the six months before and the
twelve months after the merger date. Similarly, Agrawal, Jaffe and Mandelker
(1992) use an exhaustive sample of New York Stock Exchange (NYSE)
acquirers and NYSE/ American Stock Exchange (AMEX) targets over the
period from 1955 to 1987 and find that stockholders of acquiring firms suffer a
statistically significant (negative) cumulative abnormal return of about -10%
over the five year period following the consummation of the merger. Agrawal,
Jaffe and Mandelker’s (1992) findings are robust with respect to a variety of
specifications. In particular, their results do not seem to be caused by time

series changes in beta in either the run up to, or after the consummation of the
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M&A activities. Also, the most recent studies conducted by Mulherin and
Boone (2000), Mitchell and Stafford (2000), Walker (2000), Houston et al.
(2001) and Ghosh (2002) find similar results to those obtained by Agrawal,
Jaffe and Mandelker (1992); that is, M&A activities result in statistically
significant negative abnormal returns to the shareholders of acquiring firms.
In contrast to these results, Asquith (1983) finds that the stocks involved in
M&A activities that are listed on the NYSE show little or no reaction on the date
of the first public announcement of the merger and/or acquisition proposals
and this applies for both successful and unsuccessful bidding firms. Likewise,
Bruner (2003) concludes that in the aggregate, abnormal returns to
shareholders of U.S. acquiring firms from M&A activities are essentially zero.
A much more detailed summary of the wealth effects that M&A activities have
for the shareholders of acquiring firms in western countries is to be found in the

article by Martynova and Renneboog (2008).

In China, as in western countries, a great deal of research has been conducted
about the wealth effects of M&A activities on the shareholders of acquiring
firms. However, government restrictions have meant that M&A activities for
publicly listed Chinese firms only commenced in the 1990’s and so, there is
little published research on Chinese M&A activities prior to this time. One of
the earliest studies is that of Chen and Zhang (1999) who employed data for
Chinese firms involved in M&A transactions on the Shanghai Stock Exchange
covering the 1997 fiscal year. Using the classical event study methodology
Chen and Zhang (1999) determined the cumulative average abnormal return
(CAAR) for their sample of Chinese firms involved in M&A activities over an
event window which commenced ten days before the first public
announcement of the merger and/or acquisition proposals and concluded
twenty days after the public announcement date; that is, an event window of
(-10, 20) trading days. Chen and Zhang (1999) found that although the

CAAR of Chinese firms involved in M&A activities tends to drift upwards over
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this event window it is not significantly different from zero in a statistical sense
at any point over the event window. They conclude from this that the wealth
effects for shareholders of Chinese firms involved in M&A activities are

essentially zero.

Wong (1999) based his sample on all publicly listed firms involved in M&A
activities in Hong Kong from 1990 to 1998, irrespective of whether the mergers
and/or acquisitions were successful or not. Note that Wong’s (1999) analysis
covers only H shares (refer to section 3.2.3 of chapter 3 for further details) and
does not encompass the A and B shares traded on the mainland Chinese
Stock Exchanges. Wong (1999) uses an event window which starts 45 days
before the first public announcement of the merger and/or acquisition
proposals and concludes 45 days after the public announcement date; that is,
an event window of (-45, 45) days. A summary of the classical t statistics

associated with the CAAR’s over this event window are shown below:

Cumulative Period t statistic associated with CAAR
(-1, 1) -5.83
(-3, 3) -2.83
(-6, 6) -4.35
(-12, 12) -6.86
(-24, 24) -10.70
(-45,45) -23.32

Wong (1999) reports the interesting result that whilst the CAAR randomly
fluctuates around zero over the event window (-45,0) (that is, before the public
announcement of the merger and/or acquisition proposals), it becomes
negative and gradually drifts downwards over the event window (0,45) (that is,
after the public announcement of the merger and/or acquisition proposals).

This has the important implication that takeovers in Hong Kong have no
14
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economic benefits for the shareholders of firms involved in M&A activities.
Indeed, the evidence is that the shareholders of firms involved in M&A
activities in Hong Kong suffer significant economic losses. Wong (1999)
concludes that a possible reason for this is that the management of acquiring
firms in Hong Kong do not seek to act in the best interests of their shareholders

(the so called agency problems which arise in takeover activities).

Yu and Yang (2000) used a sample comprised of all mergers and/or
acquisitions which occurred on the two mainland Chinese stock exchanges —
namely, the Shanghai Stock Exchange and the Shenzhen Stock Exchange —
over the period from 1993 until 1995. They found that the CAARSs of acquiring
firms randomly fluctuate around zero over their event window. In other words,
there did not appear to be statistically significant economic benefits for the
shareholders of acquiring firms listed on the two mainland Chinese stock
exchanges over the period of Yu and Yang’s (2000) study (that is, from 1993
until 1995). Similarly Yang and Liu (2000) investigated the M&A activities on
the Shanghai Stock Exchange using shares swap transactions in 1998. They
showed that for the randomly selected sample of 28 listed firms used in their
empirical analysis, the CAARs were both significantly positive and increased
dramatically over the 40 days prior to the first public announcement of the
merger and/or acquisition proposals but then plummeted just as dramatically
immediately after the announcement date of the proposals They concluded
that the behaviour of the CAARs for these 28 firms was compatible with the

possible existence of insider trading activities.

Li and Chen (2002) investigated the M&A activities of firms listed on the
Shanghai and Shenzhen stock exchanges over the period from 1999 to 2000.
Their final sample consisted of 349 mergers and/or acquisitions. They used
standard market model procedures based on an event window which starts ten

days before the first public announcement of the merger and/or acquisition
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proposals and concludes 30 days after the public announcement date [that is,
(-10,30) days]. In contrast to most studies in this area, they find that there are
significant economic benefits for the shareholders of Chinese acquiring firms;
in particular, the CAAR was a statistically significant 3% by the end of the 30
day post announcement event window used in their study. Moreover, Li and
Chen (2002) find that the CAARs of acquiring firms are influenced by the
shareholding structure of the affected firms. In particular, acquiring firms
whose equity is principally comprised of legal shares and/or state owned
shares (see section 3.2.3 of this dissertation) tend to earn much larger
abnormal returns for their shareholders than firms whose equity is mainly
comprised of A shares. Interestingly, Li and Chen (2002) find that the CAARs
of target firms whose equity is principally comprised of legal shares tend to be
significantly negative; that is, firms whose equity is principally comprised of
legal shares tend to earn significant negative abnormal returns from their M&A
activities. Against this, the CAARs of target firms whose equity is principally
comprised of state owned shares and A shares are positive throughout the

post announcement event window used in their study.

Zhang and Gu (2002) also investigated M&A activities of Chinese firms which
are listed on the Shanghai and Shenzhen stock exchanges but for the period
from 1996 to 2000. Their sample consisted of 248 M&A transactions and they
used an event window which started 60 days before the first public
announcement of the merger and/or acquisition proposals and concluded 60
days after the public announcement date [that is (-60,60) days]. Zhang and
Gu (2002) find that the market reacts positively to M&A activities; in particular,
when the mode of consideration is comprised mainly of the assets of the
acquiring firm. This is in contrast to Li and Chen’s (2002) results which, as we
have noted above, did not show any significant abnormal returns for the

shareholders of acquiring firms.
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Zhang (2003) studied the M&A activities of Chinese firms listed on the
Shanghai and Shenzhen stock exchanges between 1993 and 2002 and
computed the abnormal returns using a standard market model methodology.
He found that over the event window (-60, 30) days the CAARs on the shares
of acquiring firms amounted to a statistically significant -16.76%. Zhang
(2003) concluded from this that the M&A activities of the acquiring firms
comprising his sample have a negative wealth effect for their shareholders.
Fei (2004) too focuses on the M&A transactions of acquiring firms listed on
Shanghai and Shenzhen stock exchanges which make takeover offers for
unlisted target firms. Fei (2004) identifies 14 instances over the period 1997
to 2003 in which listed acquiring firms make takeover offers for unlisted target
firms. He uses a standard market model methodology to determine the
abnormal returns accruing to acquiring firms as a result of such transactions.
He finds that the CAARs of the acquiring firms start to increase three trading
days before the first public announcement of the takeover offer and reaches a
(statistically significant) peak of 4.77% five days after the public announcement.
However, the CAAR then drifts downward untii 20 days after the
announcement date at which point the CAAR is negative but insignificantly
different from zero in a statistical sense. Further details of the behaviour of

the CAARs for Fei's (2004) sample are summarised in the following table:

17



CAARs for Chinese Acquiring Firms (1997-2003)

Survey of Literature

Window CAAR t-value
- y . 0 .
(-20, 20) 1.18% 0.25
(-10, 10) 5.47% 1.11
(-5, 5) 4.23% 1.17
L, . 0 .
(-2, 2) 3.89%p*** 2.89
(-1, 1) 1.91%* 1.73
- y . 0 .
(-20, 0) 2.50% 1.21
(-10, 0) 0.25% 0.11
=9, . 0 .
(-5, 0) 1.96% 1.20
L, . 0 .
(-2, 0) 2.70%** 2.12
(-1, 0) 1.48% 1.59
0,1 0.85% 1.30
0, 1)
©, 2) 1.61%* 1.95
0,5 2.69% 1.11
(0, 5)
0, 10) 2.33% 0.76
(
0, 20) -0.90% -0.28
(
0, 90 0.52% 0.07
( )

* Significant at 10%; ** Significant at 5%; *** Significant at 1%

Fei (2004) interpreted these results as showing that at first the stock market
reacts positively to the takeover proposals, but then on reflection takes a more
negative view of the potential profitability arising from the takeover. Hence,
whilst there might be positive abnormal returns before the takeover
announcement date, in the longer term these abnormal returns decay away
and there are no clear benefits for the shareholders of the Chinese acquiring
firms. The empirical results summarised in later chapters of this dissertation

are very much consistent with the results sumamrised in Fei's (2004) study —
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although there are some areas of significant difference.

Li and Zhu (2005) used standard market model methodology to analyse the
M&A activities of 1,672 firms listed on the Shanghai and Shenzhen stock
exchanges between 1998 and 2003. Their event window covered ten days
before the first public announcement of the M&A proposals until thirty days
after the announcement date [that is, (-10, 30) days]. They concluded that
shareholders of acquiring firms suffered significant losses for up to three years
following the M&A activities. They also confirm Li and Chen’s (2002) results
that the proportion of an acquiring firm’s equity comprised of state owned
shares has a significant association with the abnormal returns acquiring firms
earn for their shareholders from M&A activities. Finally, Li and Zhu (2005) find
that there is no association between the proportion of an acquiring firm’s equity
capital owned by the top management of the firm and the abnormal returns the
acquiring firm earns for their shareholders from M&A activities over the long

term.

Du and Nie (2007) employed a sample of 2,128 M&A transactions covering the
period from 1998 until 2003 for firms listed on the two mainland Chinese stock
exchanges; namely, the Shanghai and Shenzhen stock exchanges. They
again used a standard market model methodology based on a (-180,-31)
trading day estimation period and a (-30, 30) trading day event window. They
also use the Patell (1976) “t” test to assess the significance of the abnormal
returns they obtained from the market model. Their most important
conclusion was that the shareholders of Chinese acquiring firms do not benefit
from M&A activities. This is evidenced by the CAARs of the acquiring and
target firms for their sample which are shown in the following graph taken

directly from their paper:
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The CAARs of the target firms are denoted by the lighter (pink) square figures;
the CAARSs of the acquiring firms are denoted by the darker (blue) triangular
figures. Du and Nie (2007) conclude from this graph that whilst the
shareholders of target firms gain considerable benefits from M&A activities, the

shareholders of acquiring firms gain only marginal abnormal returns, at best.

Song, Zhang and Chu (2008) selected a sample of 23 M&A share swap
transactions which occurred on the Shanghai and Shenzhen stock exchanges
over the period from 1998 to 2007 in order to assess the abnormal returns
which accrued to the shareholders of acquiring firms. Their study was based
on two event windows; namely, a shorter event window of (-30, 30) trading
days and a longer event window (-120, -31) trading days. They find that
acquiring firms earned positive abnormal returns over the shorter event
window, although none of the classical “t” statistics associated with the CAARs
are significantly different from zero. Song, Zhang and Chu (2008) used a
pure Buy and Hold Abnormal Return (BHAR) strategy to assess the profitability
of M&A activities over the longer event window. This showed that
shareholders of acquiring firms experienced significant negative abnormal

returns over the longer term as a result of the M&A activities.

Wu (2008) examined 1,363 M&A transactions involving 1,086 firms listed on

the Shanghai and Shenzhen stock exchanges over the period from 2004 to
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2005. A standard market methodology was again used with an event window
that commenced 49 days before the first public announcement of the merger
and/or acquisition proposals and concluded 40 days after the public
announcement [that is (-49,40) days]. The CAARs obtained from the
event-study approach utilised in the study showed that in sum, acquiring and
target firms earned negative abnormal returns during 2004. Wu (2008)
reports CAARs separately for the acquiring and target firms in 2005. These
show that acquiring firms earned positive abnormal returns of 1.68% over the

(-49, 40) event window whilst target firms earned positive abnormal returns of

2.03% over the same period.

Zhu (2009) analysed the market reaction to 1,415 M&A transactions for
companies listed on the mainland Chinese stock exchanges over the period
from 1998 to 2002. His study was based on standard market model
methodology and an event window of (-60, 60) days. For acquiring firms Zhu
(2009) finds that the CAAR during the event windows (-60, -1) and (-10, -1)
reaches respectively 4.6% and 1.3%, both of which are statistically significant
at the 1% level. However, the CAAR for acquiring firms over the event
window (0,60) (that is, following the announcement date) is only (a marginally
significant) 0.7%. An abridged summary of Zhu’s (2009) empirical results

appears in the following table:

CAAR for Acquiring Firms before and after the Announcement Date

Event Window

N (-60,-1) | (-10,-1) (0, 10) (0, 60)
CAR 1397 0.046%* | 0.013%** 0.002 0.007*
“t” statistics | (11.08) (7.97) (0.90) (1.92)
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Zhu’s (2009) results are consistent with most of the prior empirical research in
the area and suggest that whilst shareholders of acquiring firms do make
abnormal returns from M&A activities, most of these abnormal returns are
earned before the public announcement of the merger and/or acquisition
proposals. Thus, for most investors, purchasing shares of acquiring firms
after the announcement of the merger and/or acquisition proposals will not
lead to abnormal profits. In this regard Zhu’s (2009) results confirm the
conclusion reached by Yang (2000); namely, that the behaviour of the CAARs
for the firms in his sample are compatible with the possible existence of insider

trading activities.

Wu and Zhang (2009) selected 238 Chinese acquiring firms listed on the
Shanghai and Shenzhen stock exchanges covering the period from 1999 until
2004. Wu and Zhang’s (2009) principal brief was to measure the short-term
and long-term wealth effects of M&A activities for the shareholders of acquiring
firms. To do this Wu and Zhang (2009) measured abnormal returns using the
CAAR and Buy and Hold Abnormal Returns (BHAR) techniques, respectively.
Their results showed that acquiring firms suffered significant abnormal losses
in both the short and long term periods and this applied irrespective of whether
the abnormal returns were measured in terms of the CAAR or the BHAR
technique. One can illustrate this from the CAARs for acquiring firms as

given in the following table:
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CAAR of Acquiring Firms in the Short-term

Time CAAR “t Sample Time CAAR “t Sample

(Day) value Size (Day) value Size

(-20, 20) | -2.49% | -2.53** 238 (-5,5) |-0.63% | -1.65* 238

(-20,0) | -0.55% | -0.84 238 (-3,3) |-0.62% | -0.87 238

(0,20) | -2.11% | -3.07** | 238 (-1,1) |-0.23% | -0.93 | 238

(-10,10) | 1.39% | -2.17** 238 0, 0) -0.17% | -0.95 238

* Significant at 10%; ** Significant at 5%; *** Significant at 1%

Further confirmation of this can be seen from the following diagram which
summarises the AAR and the CAARs of all acquiring firms over the short term

period:

From the Chinese literature regarding M&A activities summarised above, it is
important to note that generally, there are few benefits from M&A activities for
the shareholders of acquiring firms. Such benefits as do arise are normally
earned prior to the public announcement of the M&A proposals. However,
because China’s securities and capital markets are uniquely different from
those in other industrialised and developing countries, the reasons behind the
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losses and or absence of abnormal profits that accrue to shareholders of
acquiring firms from M&A activities are somewhat different to those which
apply in western economies. These reasons will be analysed in depth in the
section 6.6 (of chapter six) in this dissertation. For the moment, however, we
turn our attention to the impact that M&A activities have on the shareholders of

target firms in the Chinese economy.

2.3 The Impact of M &A Activities on Target Firm Performance

In western countries, a considerable volume of research has been devoted to
the issue of how M&A activities affect the wealth of shareholders of target firms.
Most of these studies find that M&A activities deliver significant positive
abnormal returns to the shareholders of target firms and this is so irrespective
of the time period in which the study is conducted, the nature of the M&A
transactions (shares as against cash) and the exact specification of the event
window. Specifically, by the end of their event windows, target firms typically
have positive and statistically significant cumulative abnormal returns of the

order of 20% to 30% (Jensen and Ruback, 1983).

Eckbo and Langohr (1989) employed a sample of 306 French M&A
transactions over the period from 1966 until 1982. They use a variant of the
standard market model methodology which allows for time varying expected
returns and an event window which begins eight days before the first public
announcement of the takeover offer and eight days after the end of the offer
expiration week. They find a median cumulative abnormal return for target
firms which totals 16.1% on the takeover announcement date and the day
following the announcement date, after which any additional abnormal returns
fluctuate around zero. Schwert (1996) employs a sample of 1,814 successful
and unsuccessful U.S. takeovers from 1975-91 based on an event window

which commences 126 days before the first public announcement of the
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takeover proposals and ends 252 days after the announcement. Using a
standard market model methodology, Schwert (1996) calculates a statistically
significant CAAR in excess of 20% for all (successful and unsuccessful)
takeover deals over his chosen event window. However, this splits into 37%
for successful deals and -5% for unsuccessful deals. An important aspect of
Schwert’s (1996) study is that positive abnormal returns for target firms begin
to emerge about 42 days prior to the first public announcement of the takeover
announcement date. This contrasts with the results reported by Echbo and
Langohr (1989) who find that positive abnormal returns for French target firms
occur only on the takeover announcement date and the day following the

announcement of the bid.

Langetieg (1978) employs a sample of 149 U.S. mergers selected from the
CRSP (Center for Research in Security Prices) covering the period from 1929
until 1969. He employs four market-industry models in combination with a
matched non-merging control group and finds that target firms have significant
negative CAARs over the event window (-72, -19) months. However, the
CAAR for target firms over the event window (-6,-1) is a significantly positive
10.7%. Thus, Langetieg (1978) argues that the negative return over the
event window (-72, -19) is an indication of inefficient management in the target
firms and therefore, inefficiency may have been a motivating factor for the

mergers examined in his study.

Dodd and Ruback (1977) employ a sample of 172 U.S. target firms involved in
M&A activities covering the period from 1958 until 1976. Using an event
window of (-60,60) months and a standard market model methodology they
report that shareholders of target firms, in the month of the takeover
announcement, earn large and significant abnormal returns of 20.58% for
successful offers and 18.96% for unsuccessful offers. In other words,

shareholders of both successful and unsuccessful target firms earn large
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positive abnormal returns from takeover (tender) offers, most of which occur in

the month of the offer.

Dodd (1980) uses a sample of 151 merger proposals for NYSE firms covering
the period between 1970 and 1977. His sample includes 71 completed and
80 cancelled (that is, unsuccessful) merger proposals. Importantly, Dodd
(1980) sets the announcement date (day 0) as the announcement of the
merger proposal as first published in the Wall Street Journal, rather than the
effective date of merger which is used by Mandelker (1974), Ellert (1976) and
Langtieg (1978). Dodd (1980) concludes that shareholders of target firms
earn large positive abnormal returns from the time of the announcement of the
merger proposals, irrespective of the outcome of the merger proposal.
Specifically, in both completed and cancelled (that is, unsuccessful) merger
proposals, the shareholders of target firms earn approximately 13% abnormal
returns on the day the merger offer is initially announced. However, target
firms involved in successful merger proposals earn CAARs (up to the point of
approval by stockholders) of 34%. Conversely, target firms involved in
cancelled (that is, unsuccessful) merger proposals earn CAARs (up to the

point of termination of the merger proposals) of marginally less than 4%.

Franks, Harris and Titman (1991) study 399 U.S. takeovers completed over the
period from 1975 to 1984 in order to investigate share-price performance
following corporate takeovers. They report that for the entire sample, the
shareholders of target firms experience substantial abnormal gains of 28% on

average around the bid announcement date.

Jensen and Ruback (1983) review 13 studies which document the abnormal
returns associated with merger and tender offers up to the year 1983 and find
that target firms o