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Companies in Russia

Abstract

This research paper studies the impact of domestic Russian mergers and acquisitions on the operating profit margin of
companies participating in deals. The goal of the research is to evaluate the changes in operating profit margin, and to
analyse the significance of factors affecting operating profit margin after deals have been concluded.

The main scientific contribution of this research is the development of a methodology to analyse the effect of mergers
and acquisitions on operating profit margins that takes into account the idiosyncratic features of the Russian market, and
which can be used with limited information for analysis of private companies. The proposed methodology is based on
benchmarking the operating profit margin of companies participating in a deal against the same variable for a portfolio
of similar companies.

Based on the analysis of recent studies, several explanatory variables were proposed to explain the changes in operating
profit margin after the deal. Among these were included real GDP growth, type and value of the deal, book value of
assets of the target company, as well as a number of control variables. A random effects model with robust standard
errors was used to test the significance of factors affecting operating profit margin. This methodology was applied to a
sample of 73 domestic Russian deals observed in the period 2012-2019.

This research makes several practical contributions to the literature. In the studied sample, deals lead to an increase of
operating profit margin by 4.6% relative to the period before the deal, and 2.5% relative to the benchmark portfolio. The
highest growth of operating profit margin relative to the benchmark portfolio is observed 2 years after the deal. This
growth is increased by the purchase of large companies in the same industry. There is a significant negative effect of the
deal value and a strong indication that buyers tend to overpay for the target companies relative to their fair value.

This research will be of practical use for persons in management positions to estimate the value of prospective deals, and
for academic researchers interested in the analysis of mergers and acquisitions in emerging markets.

Keywords: mergers; acquisitions; synergy; operating profit margin; market power, economies of scale; emerging markets
JEL: G34
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Figure 1. Russian M&A market in 2008-2019, billion USD
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Introduction

Every year, a significant amount of assets is involved in
mergers and acquisitions (M&A). In 2019, the global
M&A market amounted to USD 4.1 trillion (-0.5% y/y).!
Despite the decline in global M&A activity in 2019, com-
panies continue to use M&A to strengthen their business,
enhance the scale of their operations and better position
themselves in the global market.

The Russian M&A market stagnated in the last 5 years. The
economic sanctions against Russia adopted in March 2014
resulted in a decrease in domestic activity due to limited
access to capital for many Russian companies. Low oil
prices and the devaluation of the ruble at the end of 2014
further limited M&A activity. In 2019, the Russian M&A
market amounted to USD 62.8 billion (670 deals)? which
was over two times lower than in 2012 in terms of value.

The market is traditionally dominated by domestic deals,
which accounted for 64% of market value in 2019. 33% of
the market accounted for the purchases of Russian assets
by foreign companies, and only 3% were the purchases of
foreign assets by Russian companies.

For the ten year period preceding 2019, the Oil and gas
industry has remained the largest industry in terms of
value. This industry accounted for about a third of all Rus-
sian deals in 2019. Other major industries by the factor

of total deal value are banking, IT, metals and mining,
telecommunications, and media. More than 80% of all
such deals were between private companies.’

Due to uncertainty about the future of the Russian econ-
omy, many M&A initiatives are currently postponed. In
the current condition of the Russian M&A market, it has

2014 2015 2016 2017 2018 2019

become increasingly important to analyse the prospects of
potential M&A and, if possible, to better assess potential
synergy. A topical research issue is the development of
tools for empirical analysis of domestic deals, which takes
into account the features of the national M&A market

and which can be used with limited information about
companies.

This study is devoted to the development and applica-
tion of these tools on a sample of 73 domestic Russian
deals observed in 2012-2019. The study also attempts to
estimate the impact of several features of Russian M&A
on operating profit margin. In this context, significant
government involvement in the economy and high con-
centration of ownership in companies’ equity capital (with
control variables included in the econometric model), as
well as the high share of domestic deals with the corre-
sponding restriction are included within the sample.

Literature review

Shareholders expect the value of their company to in-
crease as a result of M&A. This additional value can be
driven by the improved performance of assets (higher
revenue, lower expenses, etc.), reduced discount rate for
future cash flows, or other reasons. Studying the perfor-
mance after M&A is a simple approach to determining
whether or not additional value was created.

In the existing literature, there are several ways to ex-
amine specific changes in performance after M&A: first,
examinations of ex-post stock price behaviour [1], [2];
second, studies of changes in specific characteristics of the
firms [3]; third, studies of changes in operating perfor-
mance [4], [5].

! J.P. Morgan 2020 Global M&A Outlook. Retrieved February 05, 2020, from https://www.jpmorgan.com/jpmpdf/1320748081210.pdf

2 KPMG Russian M&A review 2019. Retrieved April 18, 2020, from https://assets.kpmg/content/dam/kpmg/ru/pdf/2020/02/ru-ru-ma-survey-2019.pdf

* Author’s estimations based on Mergermarket.com data
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Figure 2. Structure of the Russian M&A market in 2008-2019 by type, % of billion USD
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This study focuses on the analysis of changes in operating
performance, in particular, changes in the operating profit
margin of companies involved in M&A. The research de-
sign was similar to the one proposed in the recent paper
by [5], which used return on assets and return on equity
as the relevant performance indicators for analysis after
the deal.

M&A can affect the profitability of companies involved

in a deal in two ways. First, increased revenue with stable
expenses indicates that a merged company strengthened
its market power, and is thus able to set prices higher than
marginal costs, or at another level allowed by the compe-
tition prior to the deal. Second, decreased expenses with
stable revenue indicate that cost reduction synergies were
achieved after the deal.

Market power in academic and applied research is usually
measured with a market share or market concentration
index (Herfindahl-Hirschman index).

Using market share as an indicator of market power,

the research at [6] (for deals in the United States in
1997-2007) and [7] (for deals in Europe in 1996-2010)
showed that a growth of market share leads to a signifi-
cant increase in ROI while maintaining the same level of
expenses.

Studies based on the PIMS database (Profit Impact of
Market Strategy) confirm a positive correlation between
profitability and market share. The first studies on this
topic, for example, [8] showed that a 10% increase in mar-
ket share leads to a 5% increase in profit margin before
taxes. The study of recent PIMS data by [9] also noted a
significant positive correlation between changes in market
share and earnings.

Expenses can decrease after a deal due to the optimisation
of production and duplicative business functions (HR,

IT, accounting, procurement, administrative and other).
The total output and revenue do not change. These cost
economies are estimated, with the average costs, output
elasticities, or cost elasticities considered.
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A majority of studies confirm that consolidation and
integration via M&A or other means lead to a cost reduc-
tion. This conclusion is supported by [10] in a study on
international airports, [11] in European banking, and [12]
for Russian natural monopolies.

This research attempts to estimate the significance of 4
variables that may explain the changes in operating profit
margin after a deal. These variables are: changes in real
gross domestic product (GDP), the type of deal (horizontal
or vertical), the deal value, and the size of a target company.

Real GDP growth is correlated with the value of the
national M&A market (see [13]), but may not affect M&A
synergies. For example, [14] showed, on a sample of 132
M&A deals in the banking industry, that GDP growth is
insignificant to the accumulated abnormal return of the
buyer company’s shares after M&A.

Horizontal transactions may increase operating profit
margin by gaining greater market share and creating
economies of scale. Vertical transactions aim to increase
control over the value chain and increase operating profit
margin by reducing the costs of products or services. Stud-
ies show that horizontal deals are more likely to increase
operating profit margin. The research at [15], on a sample
of 90 French listed companies M&A, and [16] on a sample
of 434 Chinese M&A, both concluded that horizontal
M&A lead to a cost reduction via economies of scale.

The increase in the deal value in most studies is associat-
ed with the destruction of synergy. For example, in [17]
authors found a negative correlation between the size of
the deal and the operating profit margin of the company
after the deal. This may be explained by the systematic
overpayment in the acquisition of large companies.

There are different views in the academic literature on the
impact of the size of a target company on improving prof-
itability after M&A. One hypothesis is that the acquisition
of a large company may create economies of scale, market
power, and other types of synergies. On the other hand,

large transactions may reduce the operating profit margin
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because of the complexity of integrating a large company
into the overall business.

In the existing literature on the subject, the Russian

M&A market is usually included in the samples of M&A
projects in BRICS countries. Among examples in recent
literature, [18] studies the impact of M&A on corporate
debt, [19] - on companies’ fundamental values, and [20] -
on bidders’ returns in financial sector.

Table 1. Research hypotheses

Research hypotheses

After the analysis of relevant academic literature, 5 hy-
potheses related to the impact of M&A on operating profit
margin were formulated and tested in this study (Table

1). The expected signs for hypotheses are based on the as-
sumption that signs of explanatory variables are the same
in the Russian M&A market as they are in other M&A
markets, as studied in the existing literature.

Hypothesis Variable Expected sign Literature
1. Operating profit margin increases Operating profit margin adjust-  Positive [17]
after M&A ed for a benchmark based on
matching companies
2. Economic growth increases operat-  Real GDP growth in Russia Positive [14]
ing profit margin
3. M&A between companies in the Dummy variable (1 for horizon-  Positive [15], [16]
same industry increase operating tal deals)
profit margin
4. More expensive M&A reduce oper-  Natural logarithm of deal value ~ Negative [17]
ating profit margin
5. M&A of larger companies increase  Natural logarithm of target com-  Positive [21]

operating profit margin pany assets value

Source: Author’s analysis

Data and methodology

In order to compile the sample for this research, infor-
mation was taken from several commercial databases
(Mergermarket, SPARK-Interfax, Bloomberg), open
government data (Rosstat, Central Bank of Russia), as
well as unstructured information from the websites of the
companies involved in the relevant transactions.

Initial data on domestic M&A transactions were provid-

ed by the Mergermarket database. The total number of
completed domestic transactions is 309. The initial sample
includes all domestic deals in the database completed in the
period under review. Transactions between companies in
regulated industries and the financial industry were exclud-
ed from the initial sample due to the features of reporting
and operating profit margin measures in these industries.

Data on the financial performance of companies in-
volved in M&A were collected from SPARK-Interfax and
Bloomberg databases. Financial data used to calculate
operating profit margin included revenue and operating
profit details. The primary sources of financial informa-
tion for the SPARK-Interfax and Bloomberg databases
were annual profit and loss statements.

The sample included financial indicators for 7 years: 3
years before M&A, in the year of M&A and 3 years after

73

M&A. If during the 3 years after the deal one or both
companies were involved in another M&A transaction,
terminated operations, or did not publish data needed
for the analysis, the time period was reduced to obtain
comparable data.

The time period under review was at least three years (a
year before M&A, a year of M&A and a year after M&A).
It was assumed that the operating profit margin is affected
within no more than three years from M&A completion
date.

M&A deals where the book value of the target company’s
assets in the year of M&A was less than 5% of the buyer’s
assets were also excluded. Following the example of [22],
it was assumed that M&A deals have a significant impact
on the buyer’s operating profit margin only under this
restriction. The final sample contains 73 deals and 446
individual observations of operating profit margin in
2012-2019.

A detailed description of all reasons for excluding M&As
from the general sample is provided in Table 2.

All deals included in the final sample involved an ac-
quisition of the controlling stake. 23 deals also involved
integration of businesses after a deal. The composition of
the initial and the final samples is provided in Table 3.

Higher School of Economics
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Table 2. Excluded deals and the final sample

Reasons of exclusion Number of deals

Initial sample 309
No financial statements 59
Deals do not change the holder of the controlling stake 57
Deals between companies in the financial industry 43
Target company asset value is less than 5% of the buyer’s assets value 24
Deals between companies in regulated industries 15
Cross-border deals 14
The buyer ceased operations within one year after M&A 9
Acquisition of separate assets 6
Other reasons (duplicates, lack of information about the buyer, etc.) 9
Final sample 73

Source: Author’s analysis

Table 3. The composition of the initial and the final samples

Initial sample Final sample

Total deals 309 73
Payment

Cash 128 28
Shares 9 2
No data 172 43
Primary industry

Consumer and agriculture 53 13
Banking and insurance 40 0
Oil and gas 32 7
Telecoms and media 28 9
Real estate and construction 26 14
Manufacturing 24 9
R&D and technologies 18 2
Transport 17 8
Metals and mining 13 4
Other 58 7
Deal value, million USD

Average 549 710
Median 112 133
Minimum 5 14
Maximum 11270 8411

Source: Author’s analysis
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The operating profit margin for every deal was measured
as the sum of operating profit margins of buyer and target
companies weighted by their revenue before and after the
deal.

nue of benchmark companies was 11.8% higher than the
revenue of companies involved in the deal. For 9 out of 73
deals in the sample, the control group included 3 compa-
nies due to the lack of sufficient number of comparable

EBIT. companies.

Operating profit margin,, = Lt buyer o . o
- If the companies involved in the deal operated in differ-
Hbuer ent industries, a benchmark portfolio of companies was

Revente; puyer n formed for both the buyer and the target for the most
Revenue; , ... + Revenue; , 4., relevant comparison. The operating profit margin of the
EBIT. Revenue. control portfolios was weighted according to the revenues
+ L Jargel Lt target of the companies involved in the deal. This approach to
Revenue; , 1o, Revenue;,p,... +Revenue;, ..o, benchmarking is similar to the method used in [23].

where i is the index of deals and t is the index of time
(years of observation for each deal). These data were
from the annual financial statements of buying and target
companies. After the deal, if available, the consolidated

For example, for a deal between a target company with 2

billion rubles revenue and a buyer company in a different
industry with 3 billion rubles revenue the control portfo-
lio consists of 8 companies. The first 4 control companies

will match with the industry of the target company and 2
billion rubles revenue. The next 4 control companies will
match with the industry of the buyer company and 3 bil-
lion rubles revenue. The weight in the portfolio of the first
4 companies will be (2 billion rubles / 5 billion rubles) =
40%, the second 4 companies (3 billion rubles / 5 billion
rubles) = 60%. This calculation is made for each year of
observation before and after the deal.

financial statements of the buyer were used to calculate
operating profit margin for both companies.

To account for the differences in operating profit margin
in various industries, the operating profit margin of the
benchmark portfolio of comparable companies for every
deal was also calculated.

The benchmark portfolio included 4 companies in the
same industry under the three-digit code of OKVED and
with the closest revenues to the companies involved in the
deal. On average, in the year of the deal, the average reve-

Summary statistics of explanatory variables are provided
in Table 4.

Table 4. Summary statistics of variables in the baseline model

Variable Mean Std. Dev. Min Max Observations
overall 0.107 0.117 -0.051 0.332 N =443
Operating profit margin - 0 0.100 -0.051 0332 n=73
of companies in M&A
within 0.064 -0.127 0.294 T-bar = 6.110
overall 0.011 0.020 -0.025 0.043 N =446
Real GDP growth in between 0.004 0.000 0.014 n=73
Russia
within 0.019 -0.029 0.039 T-bar =6.110
overall 0.706 0.457 0.000 1.000 N =446
Dummy variable for hori- B
sontal M&A between 0.470 0.000 1.000 n=73
within 0.000 0.706 0.706 T-bar = 6.217
overall 5.049 1.531 2.590 9.037 N =226
Natural logarithm of deal (oo 1.572 2,590 9.037 n=38
value in mln USD
within 0.000 5.049 5.049 T-bar = 5.947
overall 8.764 1.721 3.481 13.291 N =446
Natural logarithm of tar-
get company assets value  between 1.692 4.457 13.001 n=73
in mln RUB
within 0.395 7.301 10.332 T-bar = 6.041

Source: Author’s analysis. Note: 35 deals had no information about the deal value
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The significance of explanatory variables was assessed
with a random individual effects data model. This model
was chosen because of the presence of a time-independent
dummy variable and was recommended by Breusch-Pa-
gan and Hausman tests. Due to the presence of heterosce-
dasticity, the model was estimated using robust standard
errors. No multicollinearity was found in the model with
the variance inflation factor (VIF) test in Stata 14.

The general equation for the model is formulated as
follows:

Operating profit margin;, = o + [, x hypothesis;, +

+3, xcontrol;,, +u; + &,

Where hypothesis is the set of explanatory variables for
hypotheses testing, control is the set of control variables,
u is the set of individual effects and ¢ is the random
variable.

For robustness checks, the base model was estimated
separately with three groups of control variables: char-
acteristics of the deal, the target company and the buyer.
The characteristic of the deal is the share in the equity of
the target company after the deal. The characteristics of
the target company are operating cash flow and capital ex-
penditures. The characteristics of the buyer are operating
cash flow, capital expenditures, the presence of a foreign
shareholder in the equity capital and the presence of the
government in the equity capital. This approach to robust-
ness checks with groups of control variables is similar to
the one proposed and used in [24].

Results

Median operating profit margin of the companies in-
volved in the deal and the benchmark portfolio is provid-
ed in Figure 3.

Before the M&A, the operating profit margin of the com-
panies involved in the deal is lower than the benchmark
portfolio. The difference ranges from -5.1% 3 years before
the M&A to -2.2% in the year of the M&A.

M&A deals lead to a significant improvement in the op-
erating profit margin. Over 3 years after M&A, operating
profit margin increases from 7.7% to 12.3%. The greatest
effect relative to the benchmark portfolio is achieved 2
years after M&A.

The improvement of operating profit margin occurs
thanks to an abnormal increase in revenues in compari-
son to expenses. In the first year after M&A, companies’
revenues grew by 8.6%, while operating expenses grew
by 8.1%. In the second year, revenue grew by 7.0%, while
expenses decreased by 0.8%.

At a significance level of 5% this supports the hypoth-

esis that M&As create opportunities for the company

to receive excessive profit, in comparison to the control
group of companies. This hypothesis was tested with the
Wilcoxon test [25] for the operating profit margins of the
companies involved in M&A and operating profit margins
of the matched benchmark portfolios.

Figure 3. Median operating profit margin for the companies involved in M&A and the benchmark portfolio

EBIT margin, %
9 10 11 12
| | |

8
1

-3 -2 -1 0

1 2 5]

Years from the deal year

—&— Companies involved in M&A
—a&— Benchmark portfolio

Source: Author’s analysis
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The results of econometric testing of research hypotheses
2-5 are provided in Table 5.

The results show that M&A between large companies in
the same industry improve operating profit margin the
most. According to the base model, horizontal M&A lead
to 11.4% increase in operating profit margin compared to
vertical M&A (10% significance level). A 1% increase in
the target company book value of assets leads to a 5.7%

increase in operating profit margin (5% significance level).

The decrease of operating profit margin is associated with
the deal value: a 1% increase in the deal value leads to a
8.3% decrease in operating profit margin (1% significance
level). In addition, the negative effect of the deal value is
higher than the positive effect of the target asset value,

Table 5. Econometric testing of research hypotheses

Variable (1)

Baseline model

which may indicate overpayment relative to the fair value

by the buyers.

Models with three groups of control variables were ad-
ditionally evaluated to test the robustness of the results.
Robustness checks confirm the estimates obtained in the
base model: signs and impact of significant variables in
the base model do not change with the addition of control

variables.

Thus, from the perspective of improving operating profit
margin with domestic transactions, horizontal M&A
with large companies are the most attractive targets. At
the same time, it is necessary to accurately assess the fair
value of the target so that the deal value does not absorb

potential synergy.

)

First group of
control variables

3)

Second group of
control variables

(4)
Third group of
control variables

Baseline model with 4 explanatory variables

Real GDP growth -0.517 -0.515 -0.532 -0.378
(0.507) (0.506) (0.591) (0.594)

Horizontal M&A 0.114* 0.106* 0.109 0.149
(0.066) (0.063) (0.069) (0.094)

Natural logarithm of deal value -0.083*** -0.088*** -0.081*** -0.082***
(0.027) (0.028) (0.029) (0.027)

Natural logarithm of target company ~ 0.057** 0.059** 0.056** 0.040***

assets value (0.024) (0.025) (0.029) (0.015)

Control variable for the deal

Share in the equity of the target com- - 0,183 - -

pany after the deal (0,193)

Control variables for the target company

Natural logarithm of operating cash - - 0.014 -

flow of the target (0.009)

Natural logarithm of capital expendi- - - -0.005 -

tures of the target (0.006)

Control variables of the buyer company

Natural logarithm of operating cash - - - 0.022

flow of the buyer (0.019)

Natural logarithm of capital expendi- - - - 0.000

tures of the buyer (0.005)

Government in the buyer’s equity - - - -0.121*

capital (0.066)

Foreign shareholder in the buyer’s - - - -0.106

equity capital (0.077)
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Variable (1) 2) (€)) (4)

Baseline model  First group of Second group of Third group of
control variables control variables control variables

Control variables Not included Included Included Included
Constant -0,014 -0.171 -0,069 -0,027
(0,121) (0.203) (0.122) (0,087)
Observations 446 446 446 446
Deals 73 73 73 73
Significance (chi-squared) 0,033** 0,056* 0,000*** 0,000***
Overall R-squared 0,177 0,236 0,150 0,395

Source: Author’s analysis. Note: figures in brackets are the robust standard errors.
Significance levels: *** p<0.01, ** p<0.05, * p<0.10. Significance levels were calculated with t tests.
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