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Abstract

The aim of this study is to present the pertinent theories underlying the mergers and acquisitions (M&A)
deals. M&As are an important business strategy and a vehicle for firm’s growth. Each M&A deal differs
in the strategic intent for which it is undertaken. Researchers have explained these different motives behind
the M&A deals by theories which are developed based on the repeated examination of the empirical
evidence. This study makes an attempt to present a detailed view of such different set of principles
explained by theories of M&A. It was found that the major theoretical foundation in the domain is built
on the market power theory, efficiency theory, resource-based theory, agency theory, hubris hypothesis,
free cash flow theory, synergy theory and diversification theory. Each theoretical framework offers a
different perspective on the strategic, financial, and behavioural motivations behind the M&A deals. It
was observed that the primary strategic intent behind M&A deals is synergy realisation whereas, other
leading objectives are market power, resources and diversification. Further, this study presents the relevant
industry cases where corporates either undergo merger or acquisition with respect to their theoretical
motives. The practical implication of the study is that managers must understand the key causes of the
M&A deals which will help them in better strategic actions after the deal according to its core motivation.
This will help the managers in efficient use of resources, effective integration and higher likelihood of
synergy gains.

Keywords: Mergers, Acquisitions, Market Power, Efficiency, Resource-Based, Agency, Hubris, Free cash
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Introduction

Mergers are a legal agreement that unites two existing companies into one new company (Piesse et
al.,2022). On the other hand, acquisitions involves purchase of one company by another often for
restructuring the operations of the acquired entity (Leepsa & Mishra, 2016). These activities are driven by
the pursuit of synergies, market presence, new technologies or markets, and the generation of long-term
value for stakeholders. Each M&A deal is unique in characteristics and is impacted by different strategic
intent. Previous studies indicate that companies pursue diverse objectives when engaging in M&A:s,
particularly in the context of domestic and inbound M&As (Dogan & Ugurlu, 2024). The objectives of
one company engaging in M&A may differ from those of another company.

Over the years, various theoretical frameworks have emerged which tried to explain the reason for the
firms using external restructuring strategy for growth. These theories suggest the underlying reasons
behind M&A. According to the efficiency theory, mergers are done to achieve operational synergies and
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cost savings, which will ultimately enhance the overall performance of the combined entity (Leepsa &
Mishra, 2016). On the other hand, mergers are seen by the market power theory as a deliberate strategy
meant to reduce competition and improve industry pricing control, thereby, improving its market share
(Bain, 1951). The role of managerial self-interest is highlighted by the agency theory, which suggests that
individual incentives may have a greater influence on some merger decisions than shareholder value
(Eisenhardt, 1989). The hubris theory attributes merger activity to managers' overconfidence, which
frequently leads to the target companies being overvalued (Weston et al., 2014). Diversification theory,
behavioural theory, and the resource-based view offer insights based on cognitive biases, distinct
organisational capabilities, and the strategic goal of risk mitigation. Together, these theories provide a
comprehensive understanding of the behavioural, economic, and strategic elements that affect M&A
choices.

Understanding the theoretical foundations of M&A is crucial for researchers, industry professionals and
decision makers. The theories offer a structured framework as to the reasons attributed for why firms
choose to merge with other entity. The efficiency theory focusses on cost savings and synergies, whereas
the market power theory underscores the strategic aim of gaining competitive advantage. In a similar way,
agency theory and managerial hubris theory investigate the internal motivations of management, such as
self-interest or overconfidence, which may not necessarily align with the interests of shareholders.

This study reviews the literature and discusses the different M&A theories that explain why businesses
engage in M&A. Using pertinent M&A theories, this study investigates the impact of M&A on
performance in more detail. This conceptual paper is based on earlier research that were carried out in
both Indian and foreign settings. Market power theory, efficiency theory, resource-based/growth theory,
agency theory, hubris hypothesis, free cash flow theory, synergy theory and diversification theory are
among the theories about M&A that are covered in the paper. The study also provides real-world examples
of various theories in the context of M&A. The following section of this study presents the literature
review which focuses on the theories of M&A, which is then followed by a concluding section.

Literature Review

Market Power Theory

According to the theory of market power in mergers, the consolidation of firms through M&A can improve
a company’s capacity to control the market dynamics such as control of market power. This allows the
firms to control the prices prevailing in the market by setting the prices above the competitive levels. Other
advantages as described by the theory are that firms can reduce the output and influence the conditions of
the market to their favour. It is important to note that this theory is based upon the antitrust analysis because
it helps in determining whether a consolidation should be allowed or prohibited based on how it might
affect the competition and the consumers. A number of factors support this theory, including the
concentration of the market, elasticity of demand in the market and the presence of the entry barriers. One
important indicator of market power is market concentration, which is frequently measured using the
Hirschmann-Herfindahl Index (HHI). More market power is usually indicated by higher concentration
(McAfee & Hendricks, 2000).

It is important to recognise the efficiencies that can arise from mergers, even though their effect on market
power emphasises the potential for increased market dominance and the negative effects on competition.
Consumers may ultimately benefit from lower prices or better products as a result of mergers™ ability to
reduce costs and increase efficiencies. Additionally, the possibility of increased market power can be
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reduced by the presence of strong rivals or low entry barriers, preserving competitive dynamics in markets
even when consolidation occurs. As a result, a careful analysis of mergers must balance the potential for
increased market power against the market's efficiencies and competitive dynamics.

The goals of mergers are to gain pricing power, increase market share, and reduce competition. Companies
in the same industry band together in horizontal mergers in an attempt to increase their market share,
which frequently results in antitrust issues.

Efficiency Theory

According to the efficiency theory of mergers, the chance to increase efficiency through cost savings,
economies of scale, and synergies is the primary driver of M&A. Mergers can help businesses perform
better operationally and have a stronger competitive position. This theory emphasises on the potential for
synergies, which might emerge as reduced expenses and better opportunities for revenue. The theory of
efficiency emphasises the need to make the best use of resources, while the theory of agency adds depth
by looking at the behavioural inefficiencies that make this optimisation more challenging. Efficiency is a
key criterion in agency because it tries to lower the costs of the principal-agent relationship, like the costs
of monitoring that the principal has to pay and the costs of bonding that the agent has to pay (Dhir & Mital,
2012). In the context of M&A, the idea of agency theory appears at potential conflicts of interest that could
arise between a company's managers (agents) and shareholders (principals). According to this theory,
decision-makers may put their own interests such as increasing their wealth or power above maximising
shareholder value (Leepsa & Mishra, 2016). The idea of empire-building, which is linked to entrenchment,
means that managers want to grow the company's assets or revenues in order to get more power and money.
Resource Based Theory

The resource-based of M&A says that businesses are made up of different types of resources and skills,
both tangible and intangible. The main goal of a business owner or manager is to get, put together, and
improve these resources so that they can give their company a competitive edge, which will help it do
better and stay in business. This theory says that M&A are ways to close "resource gaps" by getting new
resources and skills. The resources of the acquiring and target firms should work together to create
synergies that neither firm could achieve on its own for a merger to be beneficial. The best mergers for
business are when both the acquiring and target companies have unique, strategically valuable, and
"cospecialized" resources. This means that they are dependent on each other and that their combined value
is greater than the sum of their individual values. The resource-based view posits that organisations consist
of diverse combinations of both tangible and intangible assets. This indicates that companies begin with
varying types of resources, and certain entrepreneurs possess a greater ability to obtain supplementary
resources as the company evolves (Coleman et al., 2013). The primary responsibility of the entrepreneur,
as outlined by the resource-based view, is to strategically cultivate, obtain, and integrate these resources
and capabilities to create a competitive edge. This benefit is anticipated to result in enhanced performance
and improve the organization's likelihood of enduring success.

Agency Theory

In context of M&A, agency theory looks at the issues that can come up when a company's managers (the
agents) and its stockholders (the principals) have different interests. According to this theory, managers
may put their own goals ahead of those of shareholders, like getting more power, money, and status (Dhir
& Mital, 2012). This can lead to strategic decisions, such as M&A, that might not put the interests of
shareholders first in some cases. The idea behind the agency theory is that the objectives pursued by the
agents and the principals do not always align. This can cause the agent to act in a way that is
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"opportunistic", which is seen as rational for the individual manager but not for the company as a whole.
To reduce these conflicting interests, principals can set up the rewards and approaches to monitor the
systems. The costs involved in these incentive and monitoring measures are the agency costs. Agency
costs are the costs of these actions, like monitoring and bonding costs, as well as any losses that happen
because of the agent's decisions (Dhir & Mital, 2012). The theory deals with two main challenges: (1) goal
conflict, which happens when the principal and agent have different goals, and (2) information asymmetry,
this occurs when the principal encounters difficulties or must incur costs to monitor the agent's behaviour
(Eisenhardt, 1989). This could lead to problems like moral hazard, which means not putting in enough
effort, or adverse selection.

Hubris Theory

The hubris theory, often referred to as the managerial overconfidence hypothesis, provides a behavioural
perspective on M&A. Initially suggested by Roll in 1986, this theory asserts that the managers of acquiring
companies tend to overrate their own skills in assessing and overseeing potential acquisition targets
(Ikponmwosa & Erimife, 2018). This type of managerial overconfidence can result in suboptimal
decision-making, such as excessive payments for target companies, ultimately eroding value for the
shareholders of the acquiring firm (Dhir & Mital, 2012). Weston et al. (2014) emphasises that executives
may possess an excessive level of confidence regarding their capacity to oversee a target company, which
could result in them overpaying for an acquisition. This phenomenon is frequently associated with the
'winner's curse' in auctions, wherein the successful bidder misjudges the asset's value and ends up paying
more than its true worth. According to the hubris hypothesis, the acquiring firm's shareholders are expected
to lose wealth in a merger because the premium paid reflects the acquirer's overestimation of the target's
value, rather than true synergistic gains (Weston et al., 2014). This contrasts with other theories that
suggest M&A creates value for the acquiring firm.

Free Cash Flow Theory

Michael C. Jensen came up with the idea of free cash flow in mergers, which is often called the free cash
flow hypothesis. This means that there is disparity between the goals of managers shareholders especially
in companies with large free cash flow, which is cash flow that is more than what is needed to pay for all
projects with positive net present values (Jensen, 1996). The theory is based on the costs of agency.
Managers, who work for shareholders, may put their own interests ahead of maximising shareholder value
and they might want to make more profits, which is often linked to the size of the company, or they might
want to build corporate empires (Khan & Bin Tariq, 2023). Due to this reason they might invest the excess
cash in the low return projects or wasteful organisational efficiencies (Jensen, 1996). One way to lessen
the agency costs related to free cash flow is to create debt. Debt restricts managers' access to discretionary
cash flow by requiring the company to regularly pay interest and principal, which helps to prevent
potentially unnecessary spending (Chandera & Atmaja, 2014). This duty, which goes beyond a simple
promise to pay dividends, forces managers to improve operational effectiveness to meet debt service
obligations, thereby reaffirming their commitment to paying out future cash flows. Although Jensen's
theory suggests a negative correlation between a bidder's free cash flow and shareholder returns, certain
studies have observed a contrary outcome. Analysis of Chinese, SAARC and ASEAN acquirers indicates
that companies with higher levels of free cash flow generally achieve better performance compared to
those with lower levels. This implies that, in certain situations, free cash flow can serve as a valuable
financial resource rather than contributing to agency issues (Chandera & Atmaja, 2014). The theory posits
that agency issues may be alleviated through the enhancement of leverage, compelling managers to release
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cash and function with greater efficiency. Nonetheless, the empirical evidence for the theory presents a
different picture, with certain studies suggesting that free cash flow may prove advantageous for acquiring
firms under specific market conditions (Jensen, 1996; Chandera & Atmaja, 2014; Khan & Bin Tariq,
2023). The theory is based on the premise of market efficiency and posits that even when a merger
generates value, an overly confident acquirer may relinquish a significant portion of the synergy gains to
the target by overbidding (Ikponmwosa & Erimife, 2018). A complete list of theories of M&A is provided
in Table 1. Table 2 provides the list of M&A cases with their underlying motives.

Diversification Theory

Diversification through mergers is a business strategy in which a company buys other companies to grow
its business, usually to enter new markets or product lines. This strategy is often used instead of internal
growth because it allows a company to get new resources, technology, and market positions faster. The
main idea is that the whole will be worth more than the sum of its parts, which is called synergy (Janiuk,
2017). Mergers that are more diverse are a way for companies to look for new investment opportunities.
Companies, especially those that expect their profits to go down or that aren't growing much in their
current activities, may buy other companies to get better projects. This is especially true when companies
that aren't making as much profit buy the companies that are (Cable, 1977; Janiuk, 2017). The motivation
for diversifying mergers could be product related or industry related. Product diversification is the process
of increasing the variety of goods that a business offers within its present industry. Dairy companies might,
for example, buy out smaller rivals to expand their line of dairy products, including various cheeses,
yoghurts, and milk (Pekar, 1985). And, industry related diversification occurs when a firm tries to enter
other sectors of the economy that are organisationally or technologically related to its core activities.
Synergy Gain Theory

The synergy theory in the context of M&A says that the combined value of the firms is greater than the
individual values of the firm’s involved pre-merger. This concept is often captured by the simple equation
“2+2 =15 (Bauer & Friesl, 2024). The idea behind this synergy realisation is the combination of the firms
with respect to their assets, which reduces the costs and increases the revenue (Feldman & Hernandez,
2021). Feldman & Hernandez (2021) has proposed a list of five different sources of synergy based on the
two dimensions which are governance orientation and the level of analysis. Traditionally, the M&A
literature focused on the operational and the market power synergies which emphasised on the assets that
the merging companies own and control. Now, the concept of synergy has evolved from the market and
internal synergy to three new sources which are relational, network and non-market. This can be attributed
to the changes in the structure of the network and working with the stakeholders outside of the market.
Later, the idea of the synergy lifecycle builds the theory by suggesting that the timing of the realisation
and the length of gains which vary across the five types of synergy. This may be explained by how the
merging companies need to work together after the merger and how much control the acquirer has over
the assets of the combined entity. Finally, the theory examines how different types of synergy can operate
jointly to create "co-synergies" or "dis-synergies" when they replace each other. This offers deeper insight
into how total value is created in M&A.

The main objective for the M&A 1is synergy realisation which is based on the idea that the two separate
entities can create value by combining. This signifies that the combined firm's performance will be better
than what the two firms are already expected or required to do as separate companies and to make a M&A
deal successful, the synergies that come from it must be more than the price of the target which includes
the premium, financing costs and other expenses (Bauer & Friesl, 2024).

IJFMR250452172 Volume 7, Issue 4, July-August 2025 5



https://www.ijfmr.com/

m International Journal for Multidisciplinary Research (IJFMR)

ILJFMR E-ISSN: 2582-2160 e Website: www.ijfmr.com e Email: editor@ijfmr.com

The merger of HDFC Bank and HDFC Ltd. has led to synergy through a number of important means,
making the combined entity robust and more competitive. One of the main benefits of the merger is that
it has created extensive opportunities for cross-promotion. Since 70% of HDFC Ltd.'s customers are not
customers of HDFC Bank, the new combined entity can now offer banking products to this large,
previously untapped customer base (Saha, 2024). After the HDFC bank and HDFC Ltd. merger, the
combined entity has become the seventh most valuable company in the world with a market value of $154
billion. Also the combined entity became the number one bank in India in terms of market capitalisation
(Saha, 2024). Also, Saha (2024) report that the merger brought together HDFC bank and HDFC Ltd. with
a combined balance sheet of about Rs. 17.87 lakh crores and a net worth of about Rs. 3.3 lakh crores which
made the merged company almost twice in size as its closest competitor, ICICI Bank. Further, it was
expected that the merger would "earnings-accrete from year one”. A linear multivariate regression analysis
showed that the merger raised both the market capitalisation of the combined entity and the market price
per share suggesting that the merger created synergy and was beneficial for the shareholders. Deshmukh
(2023) report that the HDFC bank has a strong presence in the urban cities and the semi urban cities
whereas, the HDFC Itd. has a broader presence in both the cities and the rural areas. This growth in terms
of access to the market in geographical terms has allowed the merged entity to reach areas which it could
not before and now, serve a wider base of the customers.

Table 1. Theories of Mergers and Acquisitions

Theory Source Core Idea

Market Power Theory | Bain (1951) Mergers increase market share and reduce
competition.

Efficiency Theory Williamson (1972) Mergers achieve cost savings, synergies, and
economies of scale/scope.

Resource- Penrose, (1959); | M&A is a strategic move to acquire resources

Based/Growth Pfeffer & Salancik | for growth.

Theory (1978)

Agency Theory Jensen & Meckling | Managers pursue M&A to maximize their own

(1976) utility, not shareholder wealth.

Hubris Hypothesis Roll (1986) Overconfident ~ managers  overpay  in
acquisitions, reducing firm value.

Free Cash  Flow | Jensen (1986) Firms with surplus cash may invest in poor

Theory acquisitions rather than return funds to
shareholders.

Diversification Montgomery & | Firms merge to diversify risk across industries

Theory Wernerfelt (1988) or geographies.

Synergy Theory Sirower (1997) M&A creates greater combined value through
operational and financial synergies.

Source: Authors’ own
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Table 2. Cases of M&A mapped to Theoretical Motives
M&A Deal M&A Motive Theory
Adani Group and | Adani Group acquired a controlling stake of over | Market power
NDTV (2022) 60% in the media company. Adani Group, a large | theory and
industrial conglomerate with interests in energy, | diversification
infrastructure, and logistics, had no prior direct | theory

Zomato and Blinkit
(2022)

Primarily to diversify product offerings into
grocery delivery, realize operational synergies,
enhance competitive advantage, and quickly scale
in the fast commerce sector by leveraging
complementary resources.

Synergy theory and
efficiency theory

IDFC FIRST Bank
and IDFC Limited
(2024)

The Bank is likely to benefit from the merger
through a simplified corporate and shareholding
structure, streamlined regulatory compliances, and
stronger capabilities to grow with the vast
opportunities India offers. The merger aimed to
consolidate financial services by combining IDFC
Limited’s infrastructure finance expertise with
IDFC FIRST Bank’s retail banking operations.

Synergy theory and
resource-based
theory

HDFC Bank and | The motivation was to enhance customer reach, | Synergy theory and
HDFC Limited | cross-sell products, and improve capital allocation | resource-based
(2023) efficiency. theory
Tata Steel and Corus | Tata Steel wanted to grow its business around the | Resource-based
Group (2007) world and improve its production capabilities by | theory and market
buying a company that already had a strong | power theory
business in Europe.
Vodafone—-Idea To establish a more robust and competitive | Synergy theory and
Merger (2018) presence in the Indian telecom sector to deal with | market power
the challenges posed by fierce competition. theory
Reliance Retail | Reliance Retail Ventures Ltd finalised a joint | Diversification
Ventures and Ed-a- | venture agreement to acquire a 51 per cent stake in | theory
Mamma (2023) Ed-a-Mamma. To grow the brand into new areas,
like personal care, baby furniture, children's
storybooks, and animated show.
Adani Group | Adani Group acquired controlling stakes in both | Market power
acquired Ambuja | Ambuja Cements and ACC from Holcim for a | theory

Cements and ACC
(2022)

combined value of $10.5 billion. This single
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transaction catapulted them to become the second-

largest cement producer in India.

Source: Authors’ own compilation from various online sources

Conclusion

The study presents a comprehensive review of the fundamental theories which elucidates the motivations
and strategic foundation of M&A. This paper shows the development of various theories from market
power theory, efficiency theory, resource-based theory, agency theory, hubris hypothesis, free cash flow
theory, synergy theory to diversification theory. The theoretical framework of each theory offers different
perspectives into the various objectives pertaining to M&A deals. The goals involve strengthening market
power, attaining operational efficiencies, acquiring strategic resources, addressing the agency issues and
achieving diversification advantages. This paper attempts to show the pertinent industry cases to
understand the different motivations that drive companies to pursue M&A strategies. Examining the
evolution of these theories over time reveals that no singular framework comprehensively accounts for all
merger activity. M&A decisions are frequently shaped by a blend of various factors strategic, financial,
managerial, and contextual. The evolution of economic justifications, beginning with Market Power and
Efficiency Theories and progressing to behavioural frameworks like the Hubris Hypothesis and Agency
Theory, highlights the increasing complexity of corporate strategies and market interactions in the realm
of M&A. The objectives outlined here establish benchmarks for evaluating performance after a merger or
acquisition, focussing on the motives that drive these at initial stages.

The present study has explored market power theory, efficiency theory, synergy theory, resource-based
view, diversification theory, agency theory, free cash flow hypothesis, and hubris hypothesis to explain
the strategic intent behind the M&A deals. It is observed that each theory is different with respect to the
rationale and drive to purse M&A. These theories which are based upon repeated empirical evidence offer
economic, managerial and corporate governance explanations to the deals. The M&A deals are also led
by multi theoretical motives. To enhance the practical relevance, this study offers insights of the practical
industry cases with respect to their theoretical foundation. The HDFC Ltd. and HDFC Bank merger
indicated the efficiency and synergy motives whereas the Adani Group acquiring Ambuja Cements and
ACC 1n 2022 highlights the deal driven by market power. The findings of the study reveals that synergy
is the dominant theoretical motive for which M&As are undertaken. On the other hand, market power,
resource based and efficiency driven motives lead the deals after synergy goal. The hubris hypothesis is
often cited in the deals and requires future attention by researchers in order to understand how executive
bias and overvaluation of the deals influence the deal outcomes.

The motive behind M&A will guide companies in executing the deals, ultimately enhancing their
performance post-M&A. The examination of multiple studies has provided guidance to investigate
empirical evidence regarding pre and post M&A performance in the cases, aiming to determine whether
managers are pursuing value-enhancing M&A. These frameworks facilitate the evaluation of the reasoning
underlying transactions, the assessment of potential risks, and the prediction of performance following
M&A. With a continued rise in M&A activity, it is essential to apply these theories with an integrated
strategy for effective policy formulation, investment analysis, and integration planning.
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