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Pre-Acquisition Profile of Privately

Held Companies Involved in

Take-Overs: An Empirical Study

Jan Camerlynck
Hubert Ooghe
Tine De Langhe

ABSTRACT. This study addresses the pre-acquisition
financial characteristics of privately held, rather small
acquiring and acquired companies involved in 143 Belgian
take-overs between 1992 and 1994, Specifically, the research
examines the profitability, liquidity, financial structure, added
value and failure risk using statistical analysis of industry-
adjusted variables. Our findings show that acquisition is not
an alternative to bankruptcy since acquired companies do not
report high failure risk, but exhibit higher than industry
liquidity and solvency. The acquirers achieve a higher growth
rate in total assets and sales than the acquired firms but
experience a negative industry-adjusted liquidity and are
highly levered, suggesting evidence for a growth-resource
mismatch within, but a financial fit between acquirers and their
targets.

1. Introduction

The economic consequences of mergers and
acquisitions have been studied in a large number
of studies. The empirical literature on the finan-
cial effects of take-overs has drawn on two prin-
cipal sources of statistical evidence: stock market
data and accounting-based data. However, the vast
majority of the take-over literature deals with the
impact of merger and acquisition announcements
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on the share price of the bidding and the target
company.

Relatively few studies have addressed the
operating performance of companies involved in
take-overs, due in part to both lack of data avail-
ability and methodological problems. A further
drawback of almost all studies of operating per-
formance in mergers and acquisitions (both pre-
and post acquisition), is that these studies are
usually restricted to samples of very big com-
panies with publicly traded securities (e.g. Healy
et al., 1992: Higson and Elliott, 1994; Parrino and
Harris, 1999).

Our paper attempts to fill some of the gaps
described above. First of all, we focus on the
pre-acquisition financial profile of acquiring and
acquired companies, using accounting-based data.
The principal aim of this paper is to investigate if
acquiring and acquired firms do have a specific
pre-acquisition financial profile. We do not only
study the pre-acquisition profitability (like in most
studies), but our analysis also includes liquidity,
leverage, added value and failure risk. Secondly,
our sample only contains privately held, rather
small companies, that were involved in a take-
over. The nature of the acquisition process is
substantially different between large companies
with quotations on a stock exchange and small
privately held companies.

Moreover, since our sample contains both larger
and smaller privately held companies, this allows
us to compare the pre-acquisition characteristics
of both larger and smaller targets and acquirers.
Few studies addressed the performance of the
smaller unquoted companies involved in take-
overs. Nevertheless, Da Silva Rosa et al. (2001)
note that the majority of take-over bids are for
private targets. Furthermore, most accounting
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studies were carried out in the U.S. and the U.K.
and are usually restricted to samples of very big
companies with publicly traded securities. Little
is know about the performance of target and
acquiring companies in the take-over market in
Continental European countries such as Belgium
— a market that is dominated by take-overs of
small, privately held companies. Theories devel-
oped to explain public bids, do not necessarily
apply to private bids (Chang, 1998; Da Silva Rosa
et al., 2001).

The paper is organised as follows. Section 2
gives a brief overview of previous pre-acquisition
performance research and also states the research
hypotheses of this study. In Section 3 we describe
the methodology used in this paper. This includes
the data collection, the accounting-based perfor-
mance measures and the methodology. The
empirical results from our pre-take-over research
are presented in Section 4. Section 5 contains the
discussion of the empirical results and the paper
ends with our conclusions in Section 6.

2. Evidence from previous research and
research hypotheses in this study

Before analyzing the pre-acquisition profile of
acquiring and acquired companies, we briefly
review what we know from prior studies. In the
past, pre-take-over operating performance has
been studied in three different types of research.

1. First, a number of empirical studies have
attempted to construct statistical models using
publicly available financial information to
predict acquisition targets. These acquisition
likelihood models compare financial features
of companies that were acquired with those of
non-target companies. In this way they try to
find the discriminating characteristics of
potential targets to predict which companies
are probable take-over targets. (Stevens, 1973;
Dietrich and Sorensen, 1984; Palepu, 1986;
Barnes, 1990; and Higson and Elliot, 1993).
Generally these studies do not address the
pre-take-over performance of the acquirers.

2. A second type of studies that address pre-take-
over performance issues, are the post-take-over
performance studies. Most accounting studies
address both the pre-take-over performance of

the target and the acquiring company, and the
post-take-over performance of the acquiring
company. This type of research seeks to
determine whether on average take-overs are
followed by changes in profitability. To begin
with, these studies investigate the profit
potential of the acquired companies, as mani-
fested in their pre-take-over earnings. By
means of a so-called before-after-comparison,
they assess the impact of acquisition by com-
paring the acquirer’s post-acquisition perfor-
mance with an asset-weighted average of the
performance of the acquirer and its target in
the pre-acquisition period (e.g. Ravenscraft and
Scherer, 1987a, b, 1989; Healy et al., 1992;
Higson and Elliot, 1994, Cosh and Hughes,
1994).

3. Third, a number of studies have tried to link
the post-take-over performance of the acquirers
to the pre-take-over characteristics of the
acquirer and their targets. In this way they try
to identify the factors that drive post-acquisi-
tion success or failure (Cosh et al., 1990;
Parrino and Harris, 1999).

Other studies explore the hypothesis that
mergers can create value through purely finan-
cial means such as the use of excess cash and
of unused debt capacity. They suggest a
specific financial motive for merger based on
a complementary fit between targets and
acquirers (Myers and Majluf, 1984; Bruner,
1988; Smith and Kim, 1994).

With regard to the pre-take-over performance of
acquired companies, Pastena and Ruland (1986)
point to the fact that a lot of acquired firms are
financially distressed and that for these firms a
merger or acquisition is often the only alternative
to bankruptcy. Therefore one could expect that
take-over targets are mainly companies that have
performed badly or had a weak financial position
in the years prior to take-over. This hypothesis
constitutes one of the main reasons why take-over
target prediction models give great importance to
measures of profitability and leverage. However,
contrary to what is suggested, few evidence is
found on the claim that take-over targets are
mainly poor performing companies. For instance
Higson and Elliott (1993) don’t find a significant
link between poor operating performance in terms
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of profitability and the likelihood of being a take-
over target.

According to Higson and Elliott (1993) firm
size is an important discriminator between
acquired and non-acquired companies. However,
the importance of size in determining acquisition
likelihood can be attributed to the fact that it is
mainly proxying the much lower propensity to be
acquired of the very largest firms.

Another feature of take-over targets is presented
by Palepu (1986). The latter finds that take-over
targets are often characterised by a mismatch
between growth and resources. Companies that
experience an important growth (as measured by
sales growth), but don’t have enough resources to
support this growth are often take-over targets.
Alternatively, companies with a great availability
of financial and other resources but with a lack
of profitable investment opportunities to allocate
these resources, are also attractive take-over
targets.

Palepu (1986) measures the availability of
financial resources with liquidity and solvency
ratio’s (net liquid assets to total assets and debt
to equity). Liquidity however doesn’t seem to have
a strong explaining power and doesn’t differ
significantly between acquired and non-acquired
companies. Solvency on the contrary seems to be
an important feature to predict take-over targets.
These findings are confirmed by empirical
research of Clark and Ofek (1994). However, it is
important to state that the leverage of the target
company should not be too high, for this has a
significant negative impact on the acquirer’s
financial structure after the acquisition
(Theodossiou et al., 1996).

As we stated before, pre-take-over performance
is also studied in post-take-over studies. However
the findings of this research are inconclusive. On
the one hand, some studies have shown acquired
companies to be appreciably less profitable on
average than their acquirers or control groups,
whereas other studies report acquisition targets to
be extraordinarily profitable pre-take-over. These
differences in performance levels seem to be
correlated with the size of the companies under
investigation (e.g. Ravenscraft and Scherer, 1987a,
b, 1989; Healy et al., 1992; Higson and Elliot,
1994; Cosh and Hughes, 1994).

Myers and Majluf (1984) demonstrate that

undervalued firms, lacking financial slack, some-
times forgo investments to avoid transferring
wealth to new investors. Conversely, Jensen
(1986) argues that managers of firms with free
cash flow sometimes invest unprofitably to avoid
payouts to shareholders. In both cases there is a
resource misallocation that can be solved by
combining slack-poor firms and firms with free
cash flow. Thus, acquisitions can avoid under-
investment with the slack-poor firm and unprof-
itable investment with the slack-rich firm.

Complementarity in financial slack between
merging firms would mean: either slack-rich
acquirers buy slack-poor targets, or vice versa.
However, there is no consensus on whether the
financial slack is in the acquiring firm or in the
acquired firm. Bruner (1988) argues that the
external financing, necessary to finance the
acquisition, would preclude a cash-poor firm from
buying a cash-rich firm. A slack-rich firm on the
contrary can supposedly finance the deal and the
target’s prospective investments, and therefore
Bruner (1988) contends that only mergers in which
slack-rich firms acquire slack-poor firms create
value. Smith and Kim (1994) however argue that
the Myers-Majluf model applies to slack-poor
acquirers as well.

In this study, we attempt to answer the two
fundamental questions, raised in the literature.

Are mergers and acquisitions alternatives to
bankruptcy? The hypothesis related to this
question, is that acquired firms show poor perfor-
mance in the pre-take-over period, so we want to
investigate whether acquired firms are under-
performers and acquirers have superior pre-
acquisition performance?

The second question concerns the growth-
resources mismatch. The hypothesis related with
this question is as follows: do slack rich — low
growth firms take over high growth — poor slack
firms with valuable investment opportunities or
vice versa’

3. Data and methodology

3.1. Data

Our main data come from the CD-ROMs of the
National Bank of Belgium and from the Belfirst
CD-ROM for the years 1989-1994. It concerns
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published annual accounts of non-financial
Belgian companies.

In Belgium companies are bound to deposit
their annual accounts in a prescribed form depen-
dent on their size. A distinction can be made
between companies that have to prepare their
annual accounts in a complete form and small
companies that prepare their annual accounts in an
abbreviated form. The first group of companies
has more than 100 employees or satisfies at least
two of the following criteria: number of
employees (yearly average) of at least 50; turnover
(VAT excluded) of at least 200 million Belgian
francs and total assets of at least 100 million
Belgian francs.” Companies that do not meet these
criteria, are allowed to prepare their annual
accounts in an abbreviated form. These companies
do not have to apply the full disclosure require-
ments and e.g. do not have to report sales-figures.
It should be clear that definitions of “large” and
“small” are very relative (e.g. Cosh and Hughes,
1994). In other surveys small and medium sized
companies are often defined as firms employing
less than 500 workers. In Belgium the number of
companies employing more than 500 workers is
only about 300 in the 1990’s, relative to a total
number of more than 200,000 companies that
deposit their annual accounts with the National
Bank of Belgium. However, there are much more
(between 13,000 and 14,000 in the 1990°s) com-
panies with complete form annual accounts.’ This
means that the population of companies with
complete form annual accounts, the so-called large

companies in Belgian accounting terms, includes
both “large” and “small” companies.

All companies with complete form annual
accounts acquired in 1992, 1993 or 1994, were
selected. (Companies that are taken over, adopt the
legal status of “Absorption by another company™.)

The acquiring companies were traced with the
help of the National Bank of Belgium. The popu-
lation consists of 143 acquisitions. Because we
include multiple take-overs in our study (i.e. take-
overs in which the acquirers acquire more than one
company), the number of acquired companies
(143) is larger than the number of acquirers (123).

3.2. Accounting measures of performance

To evaluate the operating performance of the
target and the acquiring companies, the different
basic elements of the financial situation of a
company are investigated: profitability, liquidity,
financial structure or solvency and added value.
We use four different profitability measures to
evaluate the performance of acquiring and
acquired companies, two liquidity measures, two
solvency measures and two measures of added
value. These 10 financial ratios which are pre-
sented in Table I. provide a comprehensive view
of a company’s financial situation.

Some studies show a preference for cash flow
measures and for “fundamental” measures because
the researchers are concerned about the reliability
of accounting data (Higson and Elliott, 1993). We
added the cash flow return of shareholders’ equity

TABLE 1
Overview of the performance measures used (Ooghe and Balcaen, 2002)

Variable Description Definition

NSM Net sales margin before taxes Net operating income/Sales

NRTA Net return on total assets before taxes Earnings before interest and taxes/Total assets
NRSE Net return on shareholders” equity after taxes Profit after taxes/Shareholders’ equity

CFRSE Cash flow return on shareholders’ equity after taxes Cash flow after taxes/Shareholders’ equity

FIR Financial independence ratio Shareholders’ equity/Total liabilities and equity
CFCD Cash flow coverage of debt Cash flow after taxes/ Total liabilities

CR Current ratio Current assets/Short term liabilities

NCR Net cash ratio Cash and short term investments/Current assets
GAVE Gross added value per employee Gross added value/Number of employees

PEE Personnel expenses per employee

Personnel expenses/Number of employees
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as our fourth profitability measure and the cash
flow coverage of debt as a second solvency ratio.
We also included two more ‘fundamental’
measures to our analysis: gross added value per
employee and personnel expenses per employee
(both in thousands of Belgian Francs). Value
added (= output — input) per employee is a good
proxy for a company’s labour productivity and
therefore in Western European countries a good
measure for its overall economic performance,
especially in comparison with the personnel
expenses per employee (Ooghe and Van
Wymeersch, 2003).

Take-overs are often seen as a means of restruc-
turing distressed firms. Therefore, we include the
scores of a short-term and long-term multivariate
logit model. These two models, that were esti-
mated on a large sample of Belgian annual
accounts by Ooghe, Joos and De Vos, have proven
to be reliable predictors of company failure (see:
Ooghe et al., 1995).

3.3. Methodology

We use data of 17 industry classes to calculate
industry-adjusted performance of the acquirers and
the acquired companies (Ooghe and Balcaen,
2002) in order to investigate the pre-acquisition
characteristics of the acquired and the acquiring
companies. All values presented in our study are
calculated relative to their industry medians
(unless mentioned differently). This is achieved by
first calculating the values of each variable for a
sample company and then subtracting from each
the median value of the same variable for the
industry in which the sample company falls (both
measured over the same years). The formula used
to calculate industry-adjusted values is:

Xﬁ = Q:‘—{mi’uwr_\ v

with
X, = firm value of firm i

Qs intusir » = median of industry y of firm i

It might be relevant to standardize the industry-
adjusted values by dividing them by a measure for
the dispersion of the industry values around the
median. Joos, Ooghe and Sierens (1998) present
the following method in which the difference
between the firm value and its industry median is

divided by the difference between the third and the
first quartile (or the interquartile range) of that
industry:

X Q?—Jndm‘.’rr v
Yl Q
J-industry v — X |-industry v

with
X, = firm value of firm i
Qs initusy v = median of industry y of firm i
Q5 indusiry y = Qinausiry y = interquartile range or
(3rd quartile — 1st quartile) of industry v of
firm i.
This information was collected for the acquisition
years 1992-1994 for the three-year period, prior
to acquisition. This implies that industry infor-
mation had to be collected from 1989 until 1993,

4. Results concerning the pre-acquisition
characteristics

The results of the empirical research are reported
as follows. First, we examine the size and growth
characteristics of the acquired firms and their
acquirers. Second, we compare both the acquired
firms and their acquirers with their industry per-
formance as to determine whether acquired firms
are underperformers and acquirers have superior
pre-acquisition performance. Third, we compare
the industry-adjusted values of the acquired firms
and their acquirers. Since we examine the corpo-
rate performance for a period of three years prior
to take-over, it is possible to investigate whether
these differences in performance change over
time.

4.1. Size and growth characteristics of the
acquiring and the acquired companies

In our pre-acquisition analysis we divide our
sample of 143 acquired firms in large and small
companies. We define small companies as com-
panies having total assets of less than 100 million
BEF in the year prior to acquisition and large
companies having total assets of more than 100
million BEF. Based on this division point of 100
million BEF in year(-1), 57 of the 143 acquired
companies in our sample are small and 86 are
large. The number of small companies among the
acquirers is, as expected, much lower: 22 acquirers
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have total assets of less than 100 million BEF in
year(—1) and 121 acquirers are large.

Table II shows the size and growth character-
istics of the acquired firms and the acquiring firms
for the three years prior to acquisition. Total
assets, sales and number of employees are
reported, both in absolute levels (medians and
means) for the three years separately and in
growth (medians and means) over the three-year
period. We also report the percentage of firms
having positive, and having negative growth. This
is done for the whole sample and for the two
subgroups: large firms and small firms.

The big differences between the mean levels
and the median levels suggest outlying observa-
tions. We therefore prefer to discuss the median
levels and median growth percentages. It is clear
that the acquiring firms are much bigger than the
companies acquired, as well in terms of total
assets, sales and number of employees. The
median number of employees of the acquirers in
our sample is only 44 in year(-1) versus 17 for the
acquired firms. The median growth values reveal
interesting differences between acquiring and
acquired firms. The median growth in total assets
and in sales is significantly greater for the
acquiring companies than for their targets, with a
median growth in total assets of 8.39% for the
acquired versus 13.47% for their acquirers and a
median growth in sales of 4.90% versus 9.16%.
Also the percentage of companies having positive
growth is bigger for the acquirers and significantly
higher with respect to the median growth in sales
(54% positive growth versus 62%). These results
seem to confirm the results of some previous
studies that acquired firms are less dynamic than
their acquirers.

The distribution of these growth values between
large and small firms provides some interesting
results. We find the larger firms, both the large
acquired firms and the large acquirers, to have
higher growth percentages prior to acquisition than
the smaller companies. This result is in contrast
with earlier studies that have found small acquired
firms to be faster growing (and more profitable)
than the larger ones (e.g. Ravenscraft and Scherer,
1987a; Cosh et al., 1993). This might be due to
the definitions of large and small companies. Our
group of bigger firms, in fact, contains a lot of
relatively small ones.

4.2. Pre-acquisition performance of the
acquired firms

The pre-take-over characteristics of the acquired
sample of 143 companies are shown in Table III.
All values in the table are medians. The values
presented in the first column of the table are the
medians of 143 values for 12 variables, measured
over a three-year pre-take-over period. First, we
calculated the values of these 12 variables for the
143 sample companies. For each company we
identified the industry class. Next, we subtracted
the median industry value from the company
value. Both the company and industry values were
measured over the same years. This resulted in
industry-adjusted values for each company.
Finally, we calculated the medians of the sample
companies’ industry-adjusted values and these
figures are reported in Table III.

Table III contains two parts: a left part with
medians of industry-adjusted values and a right
part with medians of industry & size-adjusted
values. Our database of industry values does not
only consist of general industry values but also
contains industry values by size class: industry
quartiles for the larger companies (with complete
form annual accounts) that fall within the same
industry and the same for small companies with
abbreviated form annual accounts. In the left part
of Table IIT we use the general industry medians
to adjust for industry effects. In the righter part
of Table III, we use the industry medians of the
companies with complete form annual accounts.
In this way, we do not only adjust for industry, but
also for the form of the annual accounts (which
is correlated with size).

As Kolmogorov-Smirnov tests show that the
variables are not normally distributed, non-para-
metric statistical tests have to be used to compare
the variables (Siegel and Castellan, 1988). Our
choice of statistical test should take the related-
ness of our samples into account. Since we
compare financial ratios of acquired companies
with their industries (Table III) and of acquiring
companies with their industries (Table IV), tests
for two-related samples are recommended:
Wilcoxon signed rank test.

We find the acquired companies in our sample
to be somewhat more profitable than their industry
medians. The differences are highly significant
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TABLE III
Pre-acquisition characteristics of the acquired companies

Acquired companies

Relative ~ Medians of industry-adjusted values Medians of industry & size-adjusted values
year
All firms Large firms  Small firms  All firms Large firms  Small firms
Number of companies 143 86 57 143 86 a7
Profitability
Net sales Margin (%) (-3) -0.12%* 0.449%** -1.55% -0.46% 0.51%** -1.45%
(-2) —0.66% 0.15% -2.05%***  —0.35% 0.00% ~1.80%***
(-1) -0.53% ~0.54% —0.19% —0.59% -0.53% -0.83%
Net return on total (-3) 0.43%*** 0. 20> 2+ 0.86%** 11555 %%% L.02%*%% 215Nk
assets (%) (-2) L2T%*** 1.48%*** 0.76%*** 1.63% *%x 1.67%*** 1 33%%*#
(=1) 1.96%*** 1.49%*** 3.10%p%** 2.62%*** 1.69%*** 4.28%***
Net return on (-3) 3. 28 ek 5.81%*** 1.04% 2. 18% " * 4.309%*** 0.28%
shareholders” equity  (=2) 4.13%*** 4.55%H** 2.919%** 2.40%*** 3.67%*** 1.37%*
(%) (-1) 4.04G%** A JAgpnr* 4,745 ** 2.02*** 1.44 %% ** 2.20G% %%
Cash flow return on (-3 -5.53% 1.96%**  —13.50%*** 1599 %+ 6.29%***  _6.93%
sharehodlers’ equity  (-2) -3.35% 4.19%** -9.53% .11t e 10.71%*** -3.72%
(%) (1) 0.48%** 9.57 % ** =5.70% [T 85 11.68%*** -6.46%
Liquidity
Current Ratio (x) (-3) -0.07 =0.15** 0.18 0.0g%e* 0.02 LUB5ATH
(=2) Q. eas 0.00 0.42%%* 0.15%** -0.06 (0.34%**
(-1) Q.07%e% —-0.03 0,32 (L3 ¥h* -0.07 Q. 28>
Net cash ratio (%) (-3) -5.96%** —6.71%*** -4.29% 0.12% -1.13% 1.82%
(-2) =5.32%* —5.32%** -5.35% —0.90% -1.32% 1.79%
(-1) -3.84% —4.83%** 0.51% 0.70% —0.86% 4.03%**
Solvency
Financial (=3) 9.89%*** 5:31%* 23.02%***  —0.07%** -1.43% 11.01%
Independence Ratio  (-2) 1.949%** -5.58% 0.35%% 4.22%**%*%  -2.65% 12.07%***
(%) (-1) 1.73%***  -9.20% 18.17%*** 4.57%***  —6.48% 19.17%***
Case Flow Coverage (-3) -0.06%***  -0.17%** 0.01%* 3.06%*** 2.00% " SN Gaeae
of Debt (%) (=2) 24790 ** 0.95%*** 5.85Fex 4.91%*** 3.36% 13.01%%**
(-=1) D2 ~0.10%>* 14.03%*** 8.48Gp*** 2,199 ¥ 2% 16.07%***
Added value
Gross added value (=3) . 2B2.44%*= 674.91%** 82.07 -120.59 0 s -323.618*
per employee (-2) 419.67%** T21.16%** 172.26 -90.74 ST =313.977**
(000 BEF) (-1) G118 3pee 523.30% %% 238.00** —223.00 -39.83 -374.581*%
Pesonnel expenses (-3) 391 L1%%% 417.03%%* 36201k 35.23 74.60 -33.550
per employee (=2) 419.38%%% 431 [[*%*%  4]2.57*** 60.79 90.30%* ~23.000
(000 BEF) (-1) 419.04*** 461.37+*%* 329 55%%* -37.98 62.33 -121.203
Failure risk
Short term logit (-3) 0.0066* 0.0446%* -0.0219 -0.0044 0.0340* -0.0411
score (=2) 0.0084 0.0108 0.0008 -0.0155 -0.0084 -0.0299
(-1) -0.0155** 0.0116%* -0.0795 -0.0158* 0.0283** -0.0773
Long term logit (=3) —-0.1116%**  —0.1050***  —0.1205***  _0.0608** —0.0546** -0.0715
score (-2) =0.1143%%%  _0,0945%**  _0.1286%**  —0.0653*%*  _0.0556%* —0.0755**
(-1) —0.1266**%*  —0.1077***  _0.1460***  —0.0622%**  _0.0438** —0.0836%*

Notes: A positive value indicates that more than half of the sample companies have values higher than their industry medians.
A negative value indicates that more than half of the sample companies have values lower than their industry medians.

#%* Indicates that the non-adjusted firm value is significantly different from the industry median at the 1% level.

** Indicates that the non-adjusted firm value is significantly different from the industry median at the 5% level.

* Indicates that the non-adjusted firm value is significantly different from the industry median at the 10% level.
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with respect to the NRTA and the NRSE. The
acquired companies’ CFRSE is only significantly
different from its industry when using industry &
size-adjusted values. The NSM is the only variable
that is systematically below its industry median,
though not significantly.

These results confirm the results of other
studies focusing on take-overs of smaller, privately
held companies. Ravenscraft and Scherer (1989)
found that the acquired firms’ pre-merger prof-
itability exceeded their home industry and the
more so0, the smaller their size. The division of our
sample between large and small firms, however
does not indicate that the pre-acquisition prof-
itability increases with decreasing size of the
target. The profitability picture of the small
acquired firms is mixed. On the one hand, the
smaller companies exhibit below industry median
CFRSE (though not significant) and significant
negative industry-adjusted NSM in year(-2). On
the other hand, their NRTA and NRSE is sub-
stantially above their home industry norms and
improves as the acquisition date approaches.
Ravenscraft and Scherer (1987a) report similar
findings of rising profitability.

In terms of liquidity, we find a significantly
higher (than industry) CR in the three pre-acqui-
sition years for the medians of industry & size-
adjusted values. The other measure of liquidity is
the NCR and for this measure we find lower than
industry values, however only significant in com-
parison with the general industry medians in
year(—3) and year(-2). Furthermore, the medians
for the NCR indicate an improvement of the cash
balance as the acquisition date approaches. The
difference between large and small acquired firms
is quite obvious based on the medians for the
liquidity ratios reported in Table III. The small
targets exhibit in almost every year of the pre-
acquisition period higher medians of industry-
adjusted values than their larger counterparts. This
is in contrast with findings by Cosh et al. (1993)
who make a distinction between large and small
acquired firms with a division point of £1 million
net assets. Using similar measures of liquidity, the
small acquired firms in their 40 companies —
sample on average have lower relative liquidity
than the large acquired ones.

The industry-adjusted and industry & size-
adjusted values for the two measures of solvency

are all significantly different from zero. In general,
acquired companies are less leveraged or finan-
cially more independent than their industries. We
stress however the different movement from
year(-3) to year(—1) with respect to FIR when
using the median of industry-adjusted values or
the median of industry & size-adjusted values. The
industry-adjusted median of FIR decreases from
9.89% in year(-3) to 1.73% in year(-1), whereas
the industry & size-adjusted median increases
from —0.07% to 4.57%. So, addition of the size
effect to the industry adjustment makes the change
from year(-3) to year(—1) go in the opposite
direction (increasing in stead of decreasing). This
indicates an important size effect, in addition to
the industry effect, in the leverage change in the
1989-1993 observation period.

Another illustration of the importance of size is
the clear difference in leverage and cashflow
coverage between large and small acquired firms.
The small acquired firms show substantially
higher financial independence rates than their
larger counterparts. The other solvency measure,
the CFCD, shows a positive trend in the pre-
acquisition period. In year(-3) we find a slightly
but significantly negative industry-adjusted
median (-0.06%) and in year(—1) the median value
for this variable has climbed to a significant
positive difference of 5.52%. A similar positive
evolution is found for the industry & size-adjusted
values. Again the small acquired firms display
higher medians than the larger targets.

The fourth dimension of the financial situation
we study is added value. On the one hand, we find
a significantly positive median of industry-
adjusted GAVE and PEE. On the other hand, the
GAVE and PEE of the acquired companies are not
significantly different from the median of the
companies with complete form annual accounts
within their industry (industry & size-adjustment).
This difference is quite logical since the results
of our industry study (Ooghe and Balcaen, 2002)
have indicated that bigger companies, i.e. with
complete form annual accounts, have higher
GAVE but also higher PEE than Belgian com-
panies in general.

Finally, we also calculated industry-adjusted
failure scores using the logistic regression failure
prediction model by Ooghe, Joos and De
Bourdeaudhuij (1995). For the long term logit
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scores, the sample company values are signifi-
cantly (at the 1% level) lower than their industry.
This means that the long term failure risk is
smaller for the acquired companies in our sample
than for the companies in their industry as a
whole. Furthermore this failure risk decreases
from —0.1116 (or —0.0608) in year(-3) to —0.1266
(or —0.0622) in year(-1). For the short term logit
score we find less significant differences from
zero. In year(-1) however, a significantly negative
(at the 5% level) industry-ajdusted median
(<=0.0115) was found, whereas this variable was
not significantly different from zero (0.0084) in
year(-2) and significantly positive (at the 10%
level) in year(-3). This suggests that the short term
risk of failure decreases as the acquisition date
approaches. Similar conclusions can be drawn
from the medians for the industry & size-adjusted
values. These results suggest that acquisition is not
an alternative to bankruptcy for the acquired firm.

4.3. Pre-acquisition performance of the
acquiring firms

The acquiring firms show a similar profitability
profile relative to their industry medians as the
companies acquired by them. The NSM is not
significantly different from their industry contrary
to the NRTA and the NRSE (Table IV). Acquiring
firms have significantly positive industry-adjusted
NRTA and NRSE. Especially the large firms have
above NRTA and NRSE. The smaller number of
small acquirers (22) show below average NRTA
and NRSE in year(-3) and year(-2). CFRSE is
only systematically different from zero when
compared with the industry & size medians. We
also notice a similar marked improvement of the
small acquirers’ CFRSE in year(-1) as with their
NRTA and NRSE.

We find negative, though not significant
industry-adjusted CRs. The liquidity picture of the
acquirers seems even more negative when looking
at NCR. This variable gets increasingly and sig-
nificantly more negative for the acquirers as the
year of acquisition approaches, especially for the
large acquirers. As with the acquired firms, the
small acquirers display a better overall liquidity
position.

Table IV shows negative industry-adjusted
values for the FIR indicating that acquirers are

more levered than their industry averages, though
not significantly. What emerges most clearly is the
big difference in financial independence between
large and small acquirers. The larger acquirers
report negative, though not significantly different
from zero, industry-adjusted medians for the FIR,
whereas the small acquirers are much less levered
than the large acquirers, showing industry-adjusted
median far above zero. This substantial difference
between large and small acquirers is remarkable,
especially because of the low number of small
acquirers (22) compared to the number of large
acquirers (121). We stress that 8 of the 22 small
acquirers have acquired a large company. It is
therefore not surprising that these smaller
acquirers are somewhat less levered before
acquisition in order to be able to lever up so they
could finance the acquisition of a much larger
entity using debt. Despite the “high™ industry-
adjusted medians (positive for the small acquirers
and negative for the large firms), they are not
significantly different from zero. This is in
contrast with the highly significant industry-
differences of the CFCD. Relative to the com-
panies with complete form annual accounts within
their industry (industry & size adjustment), the
acquirers have a significantly higher CFCD. Again
the better position of the small acquirers is
marked.

The results in Table IV reveal higher GAVE for
the acquiring companies than their industry
medians of the companies with complete form
annual accounts. As was expected, the PEE are
also higher than for their industry counterparts, but
when compared with the PEE of their industry
counterparts with complete form annual accounts
(industry & size adjustment), their PEE are lower
though not significantly. This means that acquirers
add more value per employee than their counter-
parts, but have equal or even lower PEE.

The short term logit score is significantly dif-
ferent from zero, indicating that the short term
failure risk of the acquiring companies is higher
than for their industry counterparts. Especially the
small acquirers report high industry-adjusted short
term failure scores two and one year prior to take-
over. The results for the long term logit score yield
a somewhat different picture. Similar to the short
term risk is that the small acquirers are riskier than
the large acquirers, but relative to their industries
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TABLE IV
Pre-acquisition characteristics of the acquiring companies

Acquiring companies

Relative  Medians of industry-adjusted values Medians of industry & size-adjusted values
year
All firms Large firms  Small firms  All firms Large firms  Small firms
Number of companies 143 86 a7 143 86 57
Profitability
Net sales Margin (%) (=3) 0.05% 0.08% -2.19% —0.45% -0.09% -2.50%
(-2) —0.19% 0.01% -1.09% 0.00% 0.11% -1.76%
(1) 0.73%* 0.87%** -2.23% 0.47% 0.81%** —-1.85%
Net return on total (-3) 0.17%*** 0.40%** -0.28% 1.13%%%* ;1370 0.81%
assets (%) (-2) 0.23%*** 0.65%***  -0.74% 1.515% %> 1.60%*** 0.30%
(-1) 1. 12096%%% 1.69%*** 2.70%** 2.09%*%* 1.94%*** 3.00%***
Net return on (-3) 3.41%*** 4.80%*** 0.63% 2.95% %% 3.24%%*+ 1.11%
shareholders’ equity  (-2) 1.55%6%%% 1.55%***  -0.12% 2.395%** 0,39 9% £ 1.49%
(%) 1) 3.53%*** 31154 6.249%** AT it 1.56% "% 4.92%***
Cash flow return on ~ (-3) -2.57% -2.57% —4.27% 3.05%** 4.73%***  -1.84%
sharehodlers” equity  (-2) 1.66% 4.29%* —-6.31% 4.49G*** 1.22%*** - =2.65%
(%) (-1) 3.439%*** 32T Rr*x 4.55% S35% S5t 8.45%
Liquidity
Current Ratio (x) (-3) -0.06 -0.08 -0.05 -0.11 -0.12 -0.03
(-2) -0.14 -0.12 —0.16 -0.12 -0.12 -0.10
(=1) -0.11 =0.11 —0.05 -0.10 -0.10 0.04
Net cash ratio (%) (=3) —6.10%*** ~6.329%*** 4.30% 0.19% -4.76% 10.51%
(-2) —8.73%** -8.62%* —9.45%* =2.75% —0.53% —4.10%
(-1) —9.21%*** —11.98%*** 0.34% —=5.04%** —7.21%*** 4.02%
Solvency
Financial (=3) —4.33% -4.93% 18 SRS ek -2.67% —4.76% 16.63%**
Independence Ratio  (-2) -2.59% -3.15% 3.23% —0.90% -1.26% 8.38%
(%) (-1) -1.91% -2.11% 9.03% —0.91%* -0.98% 12.38%**
Case Flow Coverage (-3) -0.17%* -0.17% 10.32%** 3.02 Gk 2.67%%* . 157 T1%***
of Debt (%) (-2) 1.06%* 1.25%* -2.14% 3.40%*** 3355 4.30%*
(=1 0.54%***  —0.18%** 4.86%** 4.13%*** 31005+ 9. 115w
Added value
Gross added value (-3) 80671 *+* LR 351.81 45.00* §5.36%%* -145.29
per employee (-2) 602.36%** GOZ2.36%** 168.81 25.88 68.26* —481.19
(000 BEF) (-1) 683.46%*+* a3 SEks 81.55 2101,288» 309.38 ¢+ —548.42
Pesonnel expenses (-3) 286.22%»* 286.22 %4 30421 %> —42.10 -33.41 -198.48
per employee (-2) 403.00%** 457.26%** 272 917" -12.00 373 -139.09
(000 BEF) 1) 360 27w 373354 %% B3390 wm -9.92 8.11 —199.08**
Failure risk
Short term logit (-3) O:1185%%% 0.1519%x* 0.0556% 0.0736%%% 0.0760%** 0.0301
score (-2) 0.0813%** 0.0564*x* - (.2249*** 0.0467** 0.0415%** 0.1958***
(1) 0.1018%** 0.0974%** {.1619%* 0.0823*** 0.0806*** 0.I520%*
Long term logit (-3) —0.0892%**  —0.0838***  —0.1025% —0.0333** ~0.0250**%*  —0.0347
score (=2) —0.0675%**%  —0.0734*%**  -0.0118 -0.0242 —0.0300*** 0.0363
(=1) —0.0674***  —0.0786***  -0.0002 —0.0308 —0.0412%** 0.0634

Notes: A positive value indicates that more than half of the sample companies have values higher than their industry medians.
A negative value indicates that more than half of the sample companies have values lower than their industry medians.

### [ndicates that the non-adjusted firm value is significantly different from the industry median at the 1% level.

*#* Indicates that the non-adjusted firm value is significantly different from the industry median at the 5% level.

* Indicates that the non-adjusted firm value is significantly different from the industry median at the 10% level.
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the acquirers display below average long term
failure risk whereas the short term risk is above
the level of their home industry.

4.4. Pre-acquisition performance of the
acquired firms versus the acquiring firms

In Table V we compare the industry-adjusted
values of the acquired firms with those of their
acquirers. Two slightly different techniques are
used to calculate the industry-adjusted values (see
3.3 methodology). For both industry adjustments,
Table V reports the number of targets having
higher values than their acquirers and vice versa,
i.e. the number of acquiring firms having higher
values than their targets. The highest number in
the comparison between targets and acquirers is
printed in bold. We also report the p-value of the
Wilcoxon signed rank test that was used to test the
statistical significance of the differences between
the industry-adjusted values of acquired and
acquiring firms.

What emerges most clearly from Table V are
the few significant differences between the targets
and their acquirers. We find more or less equal
results based on our two different approaches for
industry adjustment. Significance however, is more
pronounced when using the first approach.

The profitability picture is rather mixed, with
targets and acquirers showing similar profitability
records, though with the acquired firms showing
some improved profit performance. Targets have
higher NSM in year(-3) and year(-2) than their
acquirers, though not significantly. During the
three years pre-acquisition, targets have higher
NRTA than their acquirers though only significant
in year(-3). The NRSE is more or less equal for
the acquirers and their targets. In year(-2) the
number of targets with higher NRSE than their
acquirers is equal to the number of acquirers
having a higher NRSE than their targets. On
average CFRSE are higher for the acquirers than
for the acquired firms in the pre-acquisition
period. However, in the year before the acquisi-
tion, the number of acquired firms having higher
cashflow returns than their acquirers is higher and
the situation is reversed. As with NRSE however,
the differences are not significant. Nevertheless,
the results for the CFRSE suggest that the target
firms have increased their financial resources

substantially. This is also confirmed by the results
of the comparison of the liquidity and solvency
measures between target companies and their
acquirers.

Contrary to the quite similar profitability
record, we find marked differences in liquidity
between targets and their acquirers. The CR is
significantly higher for the acquired firms (at the
1% level) in year(-2) and year(-1). Equally the
acquired firms display systematically higher NCR
than their acquirers in the pre-acquisition period
(though only significant at the 5% level in
year(—1)).

Analysis of the results for the solvency ratios
yields similar results. The number of acquired
firms having higher solvency ratios than their
acquirers is systematically greater than the number
of acquirers with higher solvency ratios, though
only significant in year(-3) for the CR.

In terms of added value, a higher number of
acquiring companies have a bigger GAVE, but
also greater PEE in the two years prior to the
acquisition. This result could be expected since the
acquiring companies are mainly large companies
that, as we stated earlier, generally have bigger
GAVE, but also greater PEE.

However, the clearest and most significant
difference between target companies and their
acquirers in the pre-acquisition period involves the
failure risk as measured by the short term and the
long term logit scores. We find the acquiring firms
to be riskier, both in the short and the long term,
than the acquired companies. This is quite remark-
able since the study of Ooghe and Balcaen (2002)
about the financial situation of the Belgian com-
panies has shown that smaller companies have
significantly higher logit scores than the larger
firms. Since the acquired firms in our sample
contain a large number of smaller companies, one
could expect those companies to exhibit a higher
failure risk than their bigger acquirers. The results
for the failure scores are also a manifestation of
the fact that the target companies in our sample
are not potentially failing companies. Their pre-
acquisition profitability (with respect to the NRTA,
NRSE and CFRSE) is significantly superior
relative to their industries and so is their liquidity
and solvency.
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5. Discussion of the results

We find the acquired companies in our sample to
be somewhat more profitable than their industry
medians, highly liquid and lowly levered (based
on the above industry CR and FIR). The two other
measures of liquidity (NCR) and solvency (CFCD)
show a positive trend in the pre-acquisition period.
The long term logit scores are significantly lower
than their industry, indicating that the long term
failure risk is smaller for the acquired companies
in our sample than for the companies in their
industry as a whole. For the short term logit score
the results are less pronounced. We do find
however a decreasing short term risk of failure as
the acquisition date approaches. In summary, these
results suggest that acquisition is not an alterna-
tive to bankruptcy for the acquired firm. On the
contrary, the acquired companies are financially
healthy firms.

The acquiring firms show a similar profitability
profile relative to their industry medians and to the
companies acquired by them. We find negative,
though not significant industry-adjusted CR’s. The
liquidity picture of the acquirers is more negative
when looking at the NCR. This variable gets
increasingly and significantly more negative for
the acquirers as the year of acquisition approaches.
Similar to their bad liquidity position, we find the
acquirers to be highly levered, compared to their
home industry. Remarkable is also that, relative to
the large companies within their industry, the
acquirers add more value per employee (GAVE)
than their counterparts but have equal or even
lower personnel expenses per employee (PEE). In
this respect the acquiring companies are highly
performant.

The short term logit score is significantly dif-
ferent from zero, indicating that the short term
failure risk of the acquiring companies is higher
than for their industry counterparts. The higher
short term failure risk of the acquirers is undoubt-
edly a manifestation of the low liquidity and high
leverage of these firms The results for the long
term logit score yield a somewhat different
picture. Relative to their industries, the acquirers
display below average long term failure risk.

The results of the logit scores for the acquiring
firms are in contrast with the results of the
acquired firms’ logit scores. Both in the long term

and the short term, the acquirers display signifi-
cantly more failure risk than their targets. Thus,
the hypothesis that acquired firms are mainly
financially distressed firms and are underper-
forming in their pre-acquisition years does not
hold. Conversely, the acquiring firms show normal
and slightly above industry profitability, but low
liquidity and bad solvency reflected in a substan-
tially higher failure risk.

Do these results provide a rationale for the take-
overs in our sample? We believe they do. We have
found multiple manifestations of the rule that high
growth (as measured by growth in sales and total
assets) and financial slack (as manifested in high
liquidity and low leverage) do not go hand in hand
with each other. Both the acquirers and the target
firms seem to experience a growth-resource imbal-
ance. On the one hand, the acquiring companies
showed substantial growth over the pre-acquisi-
tion period, both in total assets and in sales. On
the other hand, they had lower liquidity and higher
leverage than their industry. Within the group of
acquiring firms differences were found between
the subgroups of large and small acquirers. The
large acquirers had higher growth rates than the
smaller ones and they also showed lower liquidity
and higher leverage.

The acquired firms showed reverse character-
istics compared to their acquirers. The target
companies displayed lower growth figures (in
comparison with the acquirers), but were far more
liquid and had lower leverage than their home
industries. As with the acquirers however, we
found that the large acquired firms had higher
growth but lower liquidity and unused debt
capacity than the small firm targets.

Thus, it seems that acquirers try to solve their
own growth-resource imbalance by acquiring com-
panies with complementary financial characteris-
tics.

In our analysis we found slack-poor, high
growth firms with valuable investment opportu-
nities acquiring slack-rich, low growth targets.
This seems to be in line with Smith and Kim
(1994), who stated that “a firm that is slack-poor
in terms of its ability to finance certain real asset
investments need not be slack-poor for acquisition
of financial claims on existing assets with estab-
lished market values™.
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6. Conclusion

In this paper, we analyze the pre-acquisition finan-
cial characteristics of privately held companies
involved in take-overs. Previous research on pre-
acquisition operating performance of acquired and
acquiring companies is sparse, especially of small,
privately held companies and has produced rather
conflicting results. Our pre-take-over research was
aimed at testing wether mergers and acquisitions
are alternatives to bankruptcy and wether there is
a growth-resource mismatch. Our approach in
testing these hypotheses was twofold. We did not
only compare the acquiring and acquired firms'
performance with their industry performance but
also with each other, thereby trying to detect
possible matches in financial profiles.

We do not find that acquired firms are mainly
financially distressed firms or that they are under-
performers in the pre-acquisition period. On the
contrary, we find the target companies in our
sample to be somewhat more profitable than their
industry medians. We also find substantially lower
than industry long term logit scores, indicating that
the long term failure risk is smaller for the
acquired companies than for their industry as a
whole. Similar to the acquired firms, the acquirers
showed above industry profitability and this is also
the case for the long term failure risk, which is
significantly below industry levels.

Contrary to the quite similar profitability
record, we find significant differences between
acquirers and their targets with respect to their
liquidity and solvency. Relative to their home
industries, target companies are highly liquid and
lowly levered, whereas the acquirers show bad
liquidity and solvency positions. The excellent
liquidity and solvency of the target companies
confirms our rejection of the hypothesis that
acquisition is the only alternative to bankruptcy
for these companies. This is also manifested in the
highly significant difference in failure risk (as
measured by the short term and the long term logit
scores) between target and acquiring companies.
We find the acquiring firms to be riskier, both in
the short and the long term, than the acquired com-
panies.

We have also looked at the importance of size
for the pre-acquisition profile of the acquired and
acquiring companies, since previous research had

indicated that there might be some size effect
accounting for the differences in research results
between studies focusing on large, public com-
panies involved in take-overs and those studying
the private take-over market. The division of our
sample between large and small firms, however
does not indicate that the target’s pre-acquisition
profitability increases with the decrease of it's
size. The smaller targets in our sample do not
exhibit higher profitability than the larger targets,
on the contrary. Another remarkable finding is that
the smaller targets have both lower short term and
long term failure risk than the larger targets,
whereas the smaller acquirers display higher short
term and long term failure risk than the larger
ones.

The results described above provide evidence
that target and acquiring companies have a com-
plementary financial profile in the pre-acquisition
period. Both the acquirers and the target firms
seem to experience a growth-resource imbalance.
It appears that slack-poor, high growth firms with
valuable investment opportunities acquire slack-
rich, low growth targets. The acquirers try to solve
their own growth-resource imbalance by acquiring
companies with complementary financial charac-
teristics.
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Notes

" For an excellent summary of post-acquisition studies using

accounting data, see Chatterjee and Meeks (1996).

200 million Belgian francs = 4,957,870 Euro; 100 million
Belgian francs = 2,478,935 Euro.

Source: Ooghe and Balcaen (2002) and the CD-ROM's of
the National Bank of Belgium.
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