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Shareholders’ Wealth Effects of Corporate Takeovers in the UK

By Huainan Zhao

Abstract

This thesis investigates many 1ssues regarding the financial performance of corporate
takeovers. Firstly, we test the validity of the control firms approach (advanced by
Barber and Lyon 1997) in the countries such as UK where the listed firms have
various accounting year endings through examining target and bidding firms’ long-
run stock returns both before and after takeovers. We find that the differences of the
accounting year endings of UK firms do not significantly affect the validity of Barber
and Lyon’s control firms approach. Secondly, we investigate the long-run post
acquisition underperformance puzzle, test the impact of overlapping returns to the
conventional t-statistics, and also examine the effect of takeover premiums, methods
of payment to the shareholders’ long-run stock returns. We do not find any
statistically significant three-year post acquisition abnormal stock returns for the UK
bidding firms 1n the 1990s, which 1s consistent with the EMH. We do find that
overlapping returns inflate the test statistics through inflating the long-run post
acquisition average stock returns. Furthermore, we find an optimal premium region
for the bidding firms and reject the overpricing explanation to the post acquisition
underperformance puzzle. Moreover, we report that stock offer underperforms the
other three methods of payment in two years after the takeover. Finally, we test the
monitoring role of institutional funds through a new framework of corporate takeover
by examining and comparing bidding firms’ (with large level of institutional funds
ownership or with low or without this ownership) three-year pre- and post takeover
stock returns. We do not find any evidence in supporting the monitoring role of
institutional funds both in three years pre- and post acquisition period, and even some
evidence against it has been detected. Put together, we cast our doubt on the

monttoring role of institutional funds to the firms in which they hold large stakes.
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Chapter One: Introduction

Mergers and acquisitions 1s one of the most researched areas in finance. It first became a
topic of public policy debate during the greater merger waves in the U.K. and the U.S.
at the end of the 19" century. Most research on the financial pertormance of mergers
and acquisition has focused on stock returns surrounding the takeover announcement
dates. Virtually all researchers have reported large significant positive average abnormal
returns to target firms, a result that 1s not surprising given the significant premiums
typically offered by the bidding firms. Conversely, these researchers have found small
abnormal returns to bidding firms over the announcement period. In fact, while some
papers have reported significant small positive performance, quite a few others have
found either zero performance or even negative performance to the bidding firms at the

time around the takeover announcement.

Parallel to the research on announcement period returns, a smaller body of work has
investigated long-run post acquisition stock returns of bidding firms. Researcher often
pay little attention to the results on long-run stock returns, perhaps because the strong
belief in market efficiency indicated what the results should be. However, a large
number of previous papers reported significant negative long-run post acquisition
abnormal stock returns to the successful bidding firms, and why merged companies on
average suffer significant wealth loss is still an anomaly to us. As Jensen and Ruback
(1983, p.20) writes: “These post-outcome negative abnormal returns are unsettling
because they are inconsistent with market efficiency and suggest that changes in stock

prices overestimate the future efficiency gains from mergers.”



In Chapter 2, we provide a comprehensive review of these previous studies on Mergers
and acquisitions, especially the shareholders’ wealth effects of corporate takeovers. We
firstly review some key issues in the M & A literature, such as motives for takeovers,
the impact of methods of payment to the shareholders’ returns, and the size effect to the
long-run stock returns of corporate takeovers. Secondly, We turn to review a few key
papers ot the past three decades that contribute a lot to the development of the M & A
literature. This provides us a clear picture regarding the evolution of studies in the
corporate takeovers. Thirdly, we critically analyze the stock returns of both target and
bidding firms in the entire acquisition process (i.e., from several years prior to the
takeover announcement to a few years after the completion of the takeover). Finally, we
present a detailed review of the methodologies applied in these previous studies. In a
word, Chapter 2 provides readers a broad view of the studies in M & A, and helps them

to the further understanding of the following empirical chapters.

As mentioned above and concluded from Chapter 2, why bidding firms suffer a
statistically significant negative abnormal returns in several years after the completion
of takeover 1is still a puzzle to us. One primary explanation for this anomaly is that the
phenomena are caused by methodological errors in calculating and interpreting the
long-run stock returns. These errors may arise through choice of inappropriate control
models and also the use of mappropriate test statistics. Indeed, the application of test

statistics that reflect the non-normal properties of distributions of long-run returns do

reduce the significance of results based on parametric tests.

Attempts to provide what are deemed to be more appropriate models have been made 1n



recent papers by Franks, Harris and Titman (1991), Agrawal, Jaffe and Mandelker
(1992), and Rau and Vermaelen (1998) by using US data; and Gregory (1997) by using
UK data. In addition to potential errors arising from the inappropriate choice of control

models, a number of researchers have most recently pointed out that the process used in

the calculation of long-run stock returns 1s itself biased.

Recent papers by Kothari and Warner (1997) and Barber and Lyon (1997) address
biases 1n long-horizon event studies. Both document that for randomly chosen firms, the
traditional t-test of abnormal performance i1s misspecitied and indicates abnormal
performance too frequently. Kothari and Warner (1997) examine a variety of abnormal
return models, i.e., Market-Adjusted Model, Market Model, CAPM, and the Fama-
French three-factor Model. They find that all four models are severely misspecitied
regardless the use of CARs or BHARS, (all four models significantly over-reject the null
hypothesis), and the degree of misspecification is not highly sensitive to the models
applied. Based on these findings, Kothari and Warner argue that parametric long-
horizon tests will often indicate abnormal performance when none is present, thus the

interpretation of long-horizon tests requires extreme caution.

Barber and Lyon (1997) in an independent simulation study argue that many of the
common methods used to calculate long-run abnormal stock returns are flawed and lead
to biased test statistics. They evaluate three approaches for detecting the long-run
abnormal stock returns, i.e., Reference Portfolio Approach, Control Firms Approach,

and Fama-French three-factor Model. Barber and Lyon argue that using Reference

Portfolio Approach (size portfolios, book-to-market portfolios, size/book-to-market



porttolios, and equally-weighted market index) and the Fama-French three-factor Model
to calculate long-run abnormal returns yield mis-specified test statistics (empirical
rejection rates exceed theoretical rejection rates). Barber and Lyon point out that
misspecification arises from three possible biases: the new listing bias, the rebalancing
bias, and the skewness bias. The new listing bias arises because sample firms usually
have a long pre-event return record, whereas the benchmark portfolio includes firms
that have only recently begun trading and are known to have abnormally low returns
(Ritter (1991)). The rebalancing bias arises because the compounded return on the
benchmark portfolio implicitly assumes periodic rebalancing of the portfolio weights,
whereas the sample firm returns are compounded without rebalancing. The skewness
bias refers to the fact that with a skewed-right distribution of abnormal returns, the
student t-distribution 1s asymmetric with a mean smaller than the zero null. They
advocate that a more appropriate approach would be a comparison ot buy-and-hold

returns with an appropriate firm matched on size and book-to-market ratios.

Barber and Lyon (1997) find that the Control Firm Approach yields well-specified test
statistics in virtually all-sampling situations they considered. They argue that this
control firms approach yields well-specified test statistics because 1t alleviates the new
listing bias (since both the sample firm and control firm must be listed in the identitied
event month), the rebalancing bias (since both the sample firm and control firm returns

are calculated without rebalancing), and skewness biases (since the sample firm and

control firm are equally likely to experience large positive returns).
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In a following up paper, Lyon, Barber, and Tsai (1999) find that using size/book-to-
market control firms approach yields well-specified test statistic for the conventional t-
statistic 1n all random samples. They also find that in random samples the control firm
approach yields well-specified test statistics either for using CARs or BHARS to

calculate the abnormal returns. We discuss in details about these methodological issues

in Chapter 3.

We construct Chapter 3 as our methodological chapter; it presents all the methodologies
that we are going to apply in this thesis. In this chapter, we firstly discuss and analyze
the misspecification problems associated with previous methodologies in detecting the
long-run abnormal stock returns. We then introduce the control firms approach
advanced by Barber and Lyon (1997). Since the control firms approach minimizes the
chances that the test statistics are misspecified, we set this approach as our main method
to calculate the CARs and the BHARS in the following empirical chapters. In addition
to the control firms approach, we also present the Fama-French three-factor model as an
alternative to calculate the CARs. Finally, Chapter 3 describes both the conventional
parametric t-test and the nonparametric Wilcoxon Signed-Rank test; both of them will

be used as the test statistics throughout the following empirical chapters.

According to the discussions above, the control firms approach have so far seemed as a
very promising way in the studies of detecting long-run abnormal stock returns.
However, the control firms approach advanced by Barber and Lyon (1997) may not be
without questions while applying to the out-of-sample studies. In their approach, Barber

and Lyon use June of year ¢ to find the market value (size), and December of year ¢-1 to
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calculate the book-to-market ratio. The use of December to calculate the book-to-market
ratio 1s because that US firms have the same fiscal year ending in December. Thus, 1t 1s
reasonable and convenient to calculate the book-to-market ratio at the same accounting
year ending, 1.e., December. However, the accounting year endings of UK firms are
different months across the whole year, if we introduce the same approach into UK, we
are not able to calculate the book-to-market ratios at the accounting year ending for
most of the firms. Due to UK firms accounting year endings vary from January to

December; the Barber and Lyon’s control firms approach will not be exactly the same

when we apply it in the UK. But, how should we apply it in the UK?

In Chapter 4, we empirically test the validity of Barber and Lyon’s control firms
approach under various accounting year endings. We apply both CAR and BHAR to
calculate the long-run abnormal stock returns for both target and bidding firms under
two different ways. First, we follow Barber and Lyon (1997) by calculating the book-to-
market ratio at December of year t-1 and size at June of year t by ignoring the difference
of the accounting year endings of UK firms, we call 1t as the control firms approach
under the December-June model. Second, we calculate the book-to-market ratios at
different months according to sample firms accounting year endings and find their size
In six month after, we name it as the control firms approach under Various-Accounting-
Year-Ending model. Finally, we test whether the long-run abnormal stock returns
calculated under these two approaches are significantly different, and hence to test
whether Barber and Lyon (1997)’s control firms approach can be directly applied 1n the

countries, such as UK, where their firms do not have the same accounting year endings.
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We have so far discussed one possible explanation to the post acquisition
underperformance puzzle, i.e., the methodological errors: the other possible
Interpretation to the long-run significant negative post acquisition stock returns is that it
represents a delayed market reaction to overpriced takeovers. That is bidding firms
might have overvalued and paid too much premiums to the targets that leads to a
delayed correction in their post acquisition period. There are two common reasons about
it. One is that bidding firms might overestimate the value of the targets and have paid a
higher price than their true values. The other is that managers of bidding companies
might be too optimistic to think that they could improve the performance of the

acquired firms sufficiently to recoup the higher premiums they paid for them. Is this the

case that leads to bidding firms post acquisition underperformance?

Furthermore, apart from the explanations for the post acquisition underperformance
anomaly, previous studies have consistently reported that bidding firms shareholder
returns are methods of payment dependent. Almost all these papers have reported that
cash financed bidding firms consistently outperform the equity financed bidding firms.
However, these studies have only concentrated on two kinds of methods of payment, the
cash offer and the stock offer; few papers have investigated the other two alternative
ways: alternative offer and combined offer. Alternative offer means that bidding firms
deliver a choice to the targets, target firm shareholders can either choose a tull cash
offer or a full equity offer, it all depends on the preference of target firms’ shareholders.
Combined offer means that the payment terms are neither pure stock nor pure cash; both

stock and cash are jointly used. Thus, the alternative and combined offer should not be

13



ignored in the empirical studies; the impact of all four kinds of methods of payment

should be examined.

Moreover, based on the work of Barber and Lyon (1997) and Kothari and Warner
(1997), Lyon, Barber, and Tsai (1999) conclude that misspecification of test statistics

can be traced to (1) the new listing bias, (2) the rebalancing bias, (3) the skewness bias,

(4) cross-sectional dependence, and (5) a bad model of asset pricing.

The control firms approach advanced by Barber and Lyon (1997) can not only avoid
using a bad asset price model, but also eliminates the new listing, the rebalancing, and
skewness biases. Thus the only problem left to the control firms approach is the cross-
sectional dependence 1n sample observations. Cross-sectional dependence inflates test
statistics because the number of sample firms overstates the number of independent

observations. Two extreme sample situations of the problem of cross-sectional

dependence are:

Calendar clustering. It is reasonable to assume that the contemporaneous returns of
firms are more likely to be cross-sectionally related than returns from different periods.
If true, the problem of cross-sectional dependence will be most severe when all sample

firms share the same event date. Lyon, Barber, and Tsai (1999) find that the control

firms approach control well for calendar clustering of event dates.

Overlapping return calculation. A common problem 1n event studies that analyse long-

run abnormal returns is overlapping periods of return calculation for the same firm.
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Because these returns share several months of overlapping returns. This is the most
severe form of cross-sectional dependence in the event study of long-run abnormal
returns. Lyon, Barber, and Tsa1 (1999) find that the lack of independence generated by

overlapping returns yields misspecified test statistics, and suggest the only solution to

this problem 1s to remove the sample of observations of overlapping returns.

As we know most of bidding firms have different takeover event dates, they of course
do not share the same event date, this makes the calendar clustering little problem for
the takeover studies. Thus, the most severe problem 1s the overlapping return
calculations. Previous studies have failed to take the overlapping returns problem into

account; however, we argue that this 1s a severe problem and demands full attention.

In Chapter 5, we fully investigate the two explanations regarding the post acquisition
underperformance puzzle. We apply the control firms approach to eliminate the
observed methodology problems, and we also use the Fama-French three-factor model
as an alternative to test whether the previous reported anomaly i1s due to the
methodological errors. We then turn to examine the impact of takeover premiums to the
bidding firms long-run post acquisition stock returns, and intend to answer the question
whether the underperformance is due to a delayed market reaction to overpriced
takeovers. We also examine the impact of methods of payment to shareholders returns
based on all four kinds of takeover financing methods, and it would be a complete
investigation on this topic. Finally, we take the overlapping returns problem into full
account throughout the whole investigation process, and intend to find out whether

overlapping returns do lead to a misspecified test statistics.
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Finally, we are going to examine the monitoring role of institutional funds through a
brand new framework of long-run stock returns of corporate takeovers. Institutional
funds have become increasingly prominent in the UK over the past two decades. In
1999, nstitutions held Pounds 2,477bn of funds, nearly three times the 1990 total, and
accounted for over 85% of total identified funds under management. In the UK, a
substantial proportion of institutional funds are invested in equity. As a result,
Institutional investors account for a large proportion of shares in the UK than in most
industrialized countries, nearly 60% in 1999 (IFSL 2001). UK institutional funds have
traditionally favoured investment in equity since the 1960s, given the generally good

long-term returns reflecting the higher growth of equity markets relative to other asset

classes.

Being the largest shareholder in the UK, institutional funds are expected to play a
significant role in the corporate governance and that may well enhance corporate
etticiency. However, the 1ssue of involvement of institutional funds in the running of
companies 1s controversial. There are two main hypotheses regarding this issue. One 1is
the “active monitoring hypothesis”. Institutional funds hold substantial stakes 1n
individual companies. The size of these stakes renders them particularly sensittve to the
performance of firms in their portfolios, and provides them powerful incentives to
monitor firm management, ensuring that managers choose investment strategies to
maximize long-run value rather than to meet short-term earnings goals. This vigilant
institutional monitoring enhances managerial efficiency and the quality of corporate
decision making. Such institutional monitoring may involve holding discussion with

management on corporate plans and performance, supporting (opposing) the
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management’s wealth enhancing (reducing) policies and decisions, and actjve

participating in board elections and other voting issues.

However, on the other hand, it is well argued that institutional funds are incapable to

monitor corporations due to their passivity, myopic goals, legal constraints and conflict
of interests. Some argue that institutional funds are passive investors who are more
likely to sell their holdings in poorly performing firms than to expand their resources in
monitoring and improving their performance. It is further argued that institutional funds
are short-termists, because fund managers are under considerable pressures from their
clients to perform. For instance, nearly all of the pension schemes set target for their
fund managers, 1t 1s commonly to beat one specific benchmark by one or two percent.
Moreover, many funds are also concerned that they might incur some legal hability if
they take on active roles. There is also free-rider problem associated with institutional
funds activism or monitoring. This problem arises because small and passive
shareholders realize the benefits of monitoring done by large institutions but they incur
none of the costs. Thus monitoring will be possible only when the monitoring 1s
sufficient to cover all the associated monitoring costs. In addition to that, institutional
funds themselves may be subject to agency problems, because the vast majority of
funds are externally managed by fund managers (in 2000, self-managed pension funds
accounted for around only 2% of total identified UK funds under management, IFSL

2001), there are possible conflicts of interests between the private and institutional
clients and the fund managers. Thus they either always vote with management or sell

their shares to avoid voting. This is referred to as the “passive voting hypothesis’.

17



In summary, previous studies have provided us contradictory evidence on the
monitoring 1ssue. These mixed results make us difficult to judge the monitoring role of
stitutional funds. If we can find a new approach to examine these two controversial
hypotheses, it will create and add fresh evidence on the existing findings. Thus, we

believe that the testing of these hypotheses under a different framework is called for.

In Chapter 6, we will test the active monitoring and passive voting hypotheses through
the corporate takeover markets by examining the bidding firms’ (with large level of
institutional ownership or with low or without this ownership, say 3%) long-run stock
returns. It 1s long argued that institutional funds are finance professionals with expertise
in the area of investment management, if they are indeed monitoring corporations, then
takeovers undertaken by bidding firms with high level of institutional funds ownership
may be expected to be more wealth enhancing (higher stock returns) than those with

low or without institutional funds ownership.

Finally, this thesis concludes with Chapter 7, where the empirical findings ot the

previous chapters are summarized and also with some suggestions for the topics that

demands further investigation.
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Chapter Two: Literature Review

2.1. Merger and Acquisition Theories

2.1.1. Definition

Globe merger and acquisition activities have experienced their largest and busiest
period 1n the 1990s. The daily newspapers are filled with a series of case studies of
mergers and acquisitions. The value of mergers and acquisitions worldwide picked up
again from 1991 and followed a clear and strong increase thereafter. The globe value of
mergers and acquisitions notched up $3.5 trillion record in 2000, up from $3.3 trillion in
1999 (Acquisition Monthly 2001). Apart from the unresolved puzzles in the past
decades, mergers and acquisitions today raise many new i1ssues that needed to be
explored. However, first of all, we will review some fundamentals of merger and

acquisition theories.

Acquisitions are investment decisions by acquiring firms. The expected benetits of
acquisitions are the incremental cash flows generated by the combination of the
previously independent firms or by the achievement of control over the operations ot
acquired firms. The overall cost of this investment decision is equal to the search and

negotiating costs plus the actual amount paid or the equivalent amount of the securities

issued to the shareholders of the target firm.
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2.1.2. Mode of Acquisitions

Mergers are one form of corporate acquisitions. Merger is an agreement to combine two
or more corporations under procedures established by the state of incorporation of each
of the participating firms. These state regulations typically require a favorable vote by at
least two-thirds of the target shareholders in general meeting and all shareholders are
bound if the required vote is obtained. Furthermore, the merger proposal must be
approved by the board of directors of the target firm who then puts the proposal to
stockholders vote. In effect, the board has the power to veto all merger proposals and
can refuse to put any proposal to stockholder vote. The subsequent of the veto power of
incumbent management 1s that merger proposals become discretionary decisions
delegated to management by stockholders. Stockholders must vote to approve or reject
any merger proposals that the incumbent management recommend but do not get an

opportunity to approve merger proposals that management reject.

An alternative form of corporate acquisition is a tender offer. A tender offer 1s a cash or
stock bid by one company (the bidder) for a block of another (the target) company’s
outstanding common stock. The stockholders accept the offer by tendering their shares,
and those not tendering retain their ownership claims to the target firm. A successtul
tender offer is frequently followed by a merger proposal. However, tender offers do not
involve the veto power of incumbent management. The decision to accept or reject the
offer is made by each individual shareholder and the success or failure of the offer

depends upon the proportion (normally two-thirds or more) of shareholders tendering

their shares.
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2.2. Motives for Takeovers

2.2.1. Value Maximization

One general motive for takeovers is value maximization motivations in which the
acquisition should meet the same criteria as any other investment decision. Thus there
should be a positive expected economic gain from the acquisition and depending on the
competitiveness of the acquisitions market, some proportion of the economic gain will
accrue to the target firm’s shareholders. Regardless of this state of competition, the

acquiring firm should at least earn a normal rate of return.

2.2.1.1. Financial Motivation

There are a number of acquisition motivations that are consistent with the goal of value
maximization. The first 1s financial motivation. One argument presented 1s that an
acquisition permits a redeployment of excess cash held either by the acquiring firm or
the target firm. Another argument is that the diversification benefits provided by an
acquisition can reduce the probability of default thereby reducing expected bankruptcy
costs and increasing the debt capacity of the new entity. The idea of the co-insurance
effect is first advanced by Lewellen (1971). He argues that the combinations of two or
more firms whose earning streams were less perfectly correlated would reduce the risk
of default of the merged firms and therefore increase the debt capacity of the combined
firms. Furthermore, the use of underutilized tax shields and other types of tax

advantages are also included in the financial motivation. All of these influences would
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Increase the market value of the equity after the acquisition relative to the sum of the

market values prior to the takeover.

2.2.1.2. Synergy

Another set of economic motivations is captured by the term synergy in which the
acquisition results in an increase in the expected cash flow over their sum as
iIndependent firms. These gains can occur from economies of scale for horizontal
mergers, vertical integration, adoption of more efficient production or organizational
technology, excess capacity in some factors of production such as managerial or
financial control, or economies of scope which generate cost advantages when output 1s
increased by the post-acquisition entity not in one product but in a vector of products. In
sum, the gains in synergistic takeovers are generated by efficiencies that result from

combining the physical operations of the bidder and target firm.

Asquith (1983) finds that target firms have unique resources that provide synergy when
combined across firms. Bradley, Desai and Kim (1983) suggest that a permanent
positive revaluation of the unsuccessful target shares requires the target resources be
combined with those of an acquiring firm. That 1s, the gains to the stockholders ot
unsuccessful targets stem from the anticipation of a future successful acquisition and
not simply from the revaluation of new information regarding the true value of the
target resources. Thus, they conclude that the synergy hypothesis 1s more consistent

with the evidence than the information hypothesis.
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Dennis and McConnell (1986) find that mergers, on average, are value-creating
activities for combined bidding and target firms. This result is consistent with the
synergy hypothesis of mergers. Bradley, Desai, and Kim (1988) investigate a nearly
exhausted sample of successful tender offers between 1963 and 1984. They find that the
average synergistic gain of the sample is 117 million dollars, and that represents a 7.4%
Increase in the combined wealth of the shareholders of the target and acquiring firms.

This is once again consistent with the synergy hypothesis. Berkovitch and Narayanan

(1993) study the motives for corporate takeovers, their evidence indicates that synergy

1s the primary motive in value maximization acquisitions.

2.2.1.3. Information

Another motivation is an attempt by the acquiring firm management to take advantage
of asymmetric information. This information hypothesis postulates that the acquiring
firm has information concerning the target firm that is not available to other participants
1in the market and is not reflected 1n the current share price of the target firm. There are
two forms of this information hypothesis. First, the information may be that the target
shares are undervalued based on publicly available information. The second argues
there are more efficient operating strategies that could be used by the target’s

management and if the existing management knew these strategies they could become

more efficient and the stock price would increase.

Dodd and Ruback (1977) find shareholders of unsuccessful target firms earn large

positive abnormal returns in the event month and normal returns thereafter. This
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evidence is consistent with the information hypothesis and inconsistent with the synergy
hypothesis. Since the information hypothesis predicts positive returns for unsuccessful
targets as the information of future potential gains from elimination of the source of the

inetficiency 1s revealed by the tender offer, and the synergy hypothesis predicts negative

performance for the unsuccessful offer.

2.2.1.4. Competitions in Corporation Control

Another takeover motivation 1s based on the attempt by acquiring firms to obtain
control of targets. In 1ts most general form the acquiring firm desires control to replace
an 1ncompetent management or to force existing management to follow a profit
maximizing strategy. Under either situation it 1s expected that the shareholders of target

firms would be earning below normal returns in some period preceding the acquisition.

Mandelker (1974) investigates the market for acquisitions and the impact of mergers to
stockholders of participating firms. The evidence for the acquired firms 1s consistent
with the hypothesis that mergers act as a mechanism by which the market system
replaces incompetent management. Jensen and Ruback (1983) conduct a comprehensive
survey on the market for corporate control. They conclude that corporate takeovers
create positive gains. Target firm shareholders benefit, and bidding firm shareholders do

not loss. They point out that the market for corporate control is best viewed as an arena

in which managerial teams compete for the right to manage corporate resources.
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Martin and McConnell (1991) examine the hypothesis that corporate takeovers act as an

important role to discipline the top managers of poorly performing target firms. Their
findings indicate that corporate takeovers played an important role in controlling the
non-value maximizing behavior of top corporate managers. This finding is consistent
with the competition for corporate control hypothesis. Kennedy and Limmack (1996)
investigate the CEO turnover in the acquisition activities. They compare the CEQ
turnover rate from five years prior to the bid announcement date to two years after the
completion date. The result reveals a significant rate in CEO turnovers in the two years
atter the takeover and target companies that change their CEO in the two years after the
bid experience lower returns before the takeover than other targets. This evidence once
again provides the support for the hypothesis that takeovers result in the replacement ot

inefficient management.

2.2.2. Non-value Maximization

Acquisitions are attempts to maximize growth in sales or assets or to control a large
empire. Acquisitions of this type have no economic gains to be divided among the
corporations and given the costs of negotiating and the potential problems of
coordination of the expanding corporate empire, it is likely that there would be an

overall economic loss. Thus, any positive gains obtained by the target shareholders

would be offset by a loss to the bidding firm’s shareholders.
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2.2.2.1. Agency Motive - Size Maximization

This theory holds that beyond achieving a certain satisfactory level of profits,
incumbent managers will attempt to maximize their own self-interests, and these do not
necessarily correspond to maximizing shareholder wealth. Management self-interests
are likely to include the factors such as reducing the risk of losing their jobs, increasing
their salary levels, and increasing their power and job satisfaction. These self-interests

can be aided by growth 1n size, and takeovers are the quick way of growing.

In previous studies, Newbould (1970) and Singh (1975) find that the percentage chance
of small firms being taken over is greater than that of large firms. Firth (1980) carries
out a regression analysis to examine whether the percentage increase in management
remuneration is associated with the percentage growth in assets of the acquiring firm.
His finding indicates that the larger the increase in the firm’s assets, the greater the

increase in directors’ remuneration. Furthermore, while takeovers have resulted 1n loss

to shareholders, they have result in monetary benefits to directors.

Malatesta (1983) shows that acquiring firm shareholders sutfer significant wealth loss
both immediately before and well before a merger. Based on this result, he point out
that merger is a negative net present value project for acquiring firms, and this result

appear to support the non-value maximizing hypothesis. Berkovitch and Narayanan

(1993) investigate the motives for corporate takeovers, they find that agency is the

primary motive for non-value maximization takeovers.
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2.2.3. Summary

Many of these hypotheses reviewed 1n this section appear to be reasonable explanations
of merger and tender offer activities. However, a number of these hypotheses have
similar implications for the impact of acquisitions on security prices of atfected firms.
Thus, it may be quite difficult to distinguish among these competitive hypotheses.

Perhaps the best for us is to identify whether the value or non-value maximizing

behavior 1s the dominant explanation.
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2.3. The Efficient Capital Market Hypothesis with respect to Information on

Acquisitions
2.3.1. Definition

An efficient market is defined as one in which a share price fully incorporates all
available information on that security and that share prices provide accurate signals for
optimal resource allocation. Further, any new items of information are speedily
Incorporated in the share price and in an unbiased manner. In a word, the efficient
capital market hypothesis says that stock prices adjust instantaneously to new
information and provide unbiased signals for efficient resource allocation. Hence, the
efticient market theory states that the price of a security at any time is correct and

represents the combined best judgment of the economic value of the share.

[t the capital market 1s efficient with respect to the acquisition, then any information
about the acquisition should be incorporated instantaneously into the corresponding
stock prices, the stock prices will then correctly reflect any economic gains or losses of
the acquisition. Thus the efficient capital market hypothesis states that the stock market
reacts efficiently to information about the acquisition activity. Assuming an etficient
market, we can measure the movement of share prices around the time ot the takeover

event, and this provides us the economic impact of that event and gives a direct measure

of the increase or decrease in shareholders wealth.
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2.3.2. Studies Review

Mandelker (1974) find that anticipatory price movements preceding the effective date of
a merger exhaust all valuable information in mergers. Thus, the stock prices of the
participating firms at the time of the merger already reflect all economic gains expected
from the acquisition. Franks, Broyles and Hecht (1977) find that capital market priCes
fully reflect relevant information of acquisitions. Langetieg (1978) reports that the
evidence regarding the post-merger abnormal returns is consistent with the efficient
capital market hypothesis. Firth (1979) applies an efficient market framework to

examine the profitability of takeovers. His finding shows that the stock market is

etticient with respect to reacting to takeover information.

As we know, 1n an efficient capital market, increases in the probability of merger should
cause prices of target firms to adjust in one direction and decreases in the probability of
merger should cause prices of target firms to adjust in the opposite direction. Asquith
(1983) finds that target firm returns exhibit precisely this pattern and the evidence of the
excess returns for bidding firms is also consistent with the hypothesis that the market

efficiently evaluates uncertainty.
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2.4. The Competitive Acquisition Market Hypothesis

2.4.1. Definition

In a perfectly competitive market, competition will equate the expected rates of return
on assets ot similar risk. If the acquisition market offers higher expected returns than
equivalent activities of similar risk, more resources will be directed to this activity until
expected rates of return are reduced to a competitive level. In a competitive acquisition
market, competition among potential acquiring firms will raise the price of the target

firms; consequently, the acquiring firms should earn a normal rate of return.

2.4.2. Studies Review

Mandelker (1974) tests the competition in the acquisition market. His findings are
consistent with the hypothesis that the acquiring firms operate in a perfectly competitive
acquisition market, in that the prices they pay for the acquired firms’ stocks enable their
stockholders to earn normal returns on the acquisitions, i.e., they earn a rate of return
equal to other investment-production activities of similar risk. Franks, Broyles and
Hecht (1977) find evidence that is consistent with the perfectly competitive acquisition
market hypothesis that the value of all expected net benefits from a merger are paid to
the acquired firm shareholders. Asquith (1983) argues that the lack of significant

positive abnormal performance on average for bidding firms was consistent with pertect

competition in the acquisition market.
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In Ruback (1983) study of assessing competition in the market for corporate
acquisitions, he defines that competition in the acquisition market is characterized in
terms of gains that accrue to potential bidding firms: in a competitive acquisition market
the stock price of the target firm rises until the acquisition is a negative net present value
mvestment for all unsuccessful bidders. Ruback also point out that Mandelker and
Asquith’s tests are not a direct test of competition in the acquisition market since the
potential gains to unsuccessful bidders are not examined. Mandelker (1974) and
Asquith (1983) studies do not testify that the successful offer price exhaust the potential
gains for unsuccessful bidders. The results of Ruback (1983) are consistent with the

competitive acquisition market hypothesis; the successful offer price, on average,

exhausts the potential gains for unsuccessful bidders.

Travlos (1987) argue that the lack of statistically significant positive abnormal returns
to the bidding firms is consistent with the hypothesis that a competitive markets for
corporate control forces the bidding firms to pay the target firm stockholders a fair price

for any shares they obtain from the acquisition.

Bradley, Desai, and Kim (1988) provide an empirical analysis of competitions among
bidding firms for control of the target firms. Their evidence indicates that competitions
increase the returns to target firms and decease the returns to acquiring firms. They find

that competitions reduce the bidding firm shareholders returns to a level that is not

significantly different from zero. This finding once again gives support to the

competitive acquisition market hypothesis.
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2.5. Method of Payment

2.5.1. Definition

In early studies of mergers and acquisitions, especially prior to 1983, there is little effort
to be made to explore the role played by the method of payment 1n the acquisition.
However, we think it is possible that takeovers consummated by different types of
payments stem from quite different motives and hence that firms acquired by different
forms of payment have quite different financial characteristics. Thus, shareholders

returns of participating firms may differ from different methods of payment.

Previous studies show that there has been steady increasing in the cash payment as
opposed to security exchanges as a means of financing takeovers since 1970s. A
number of reasons have been suggested for the increased use of cash as a means of
financing takeovers. In the 1960s, many mergers were consummated with convertible
bonds. The interest payments on such convertible bonds were tax deductible. However,
interest payments on convertible debt issued for acquisitions have not been allowed as

tax-deductible expenses since 1969, thus reducing their desirability as a means of

financing takeovers.

Other possible explanations for the increased use of cash rest on market impertections
or agency considerations. It was often alleged that in the 1960s acquired firm
shareholders did not understand the true value ot convertible securities used as payment

in mergers, since there was no requirement that earning figures be reported to reflect the



diluting eftect upon conversion. Whether such market inefficiency existed then or not

accounting regulations now requires that earnings per share must be reported on a fully

diluted basis adjusting for potential conversion.

Another factor that may contribute to the increased use of cash is the increase in the
number of hostile takeovers. Wansley, Lane and Yang (1983) argue that in stock offers
a bidding firm must obtain approval from the Securities and Exchange Commission
(SEC) before target shareholders begin to tender their shares. This process could take
several months. In contrast, a bidding firm paying cash could start to acquire target
shares within several weeks. Thus, cash offers facilitate speedy acquisition transactions.
Faster transactions could be crucial for the success of a hostile offer. Longer processing
time for a stock offer gives target management more opportunity to implement a
defense. Additional bidders favored by target management also could be induced to join
the competition. For example, target management can selectively reveal nside
information about the target firm’s value to preferred bidders. This information may
result in an upward revision of cash flow estimates or reduction in uncertainty faced by
such bidders. As a result favored bidders could offer higher premiums. Consequently,

hostile stock offers may have a lower probability of success than those for cash.

Finally, the increased use of cash may be further understood by looking at current
differences between the taxes and accounting consequences of cash and security
payments. Acquisitions can be treated as a pooling for accounting purposes and as a tax-
deferred transaction if there is a continuity of ownership on the part of the shareholders

of the acquired firm. An acquisition of one company by another may be ruled either
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taxable or tax-free. The method of payment used in acquisitions is directly related to
whether a takeover is ruled as taxable or tax-free. Generally speaking, a tax-free
acquisition can result only if the owners of the acquired firm maintain a continuity of
ownership after the takeover. As a result, acquisitions consummated by a cash payment

would necessarily be taxable; an exchange of securities on the other hand would result

In a tax-free takeover. There are two methods for accounting for an acquisition:

purchase and pooling. Cash takeovers will be taxable acquisitions accounted for as

purchases. Security exchanges, on the other hand, will be tax-free acquisitions that can

be treated for accounting purposes as pooling of interest.

In viewing different methods of payments employed to finance corporate acquisitions, it
1S reasonable to argue that these differences may lead to a different valuation effect to
the participating firms’ common stock prices. First, in a world of asymmetric
information, the method of payment may signal valuable information to the market. If
the bidding firms’ managers possess information about the intrinsic value of their firms,
independent of the acquisition, which 1s not fully reflected in the pre-acquisition stock
price, they will finance the takeover in the most profitable way for the existing
stockholders. In the context of the Myers and Majluf (1984) model, the managers will
prefer cash offers if they believe that their firms are undervalued, while a common stock
exchange offer will be preferred in the opposite case. Accordingly, the market
participants interpret a cash offer as good news and a common stock exchange offer as
bad news about the bidding firm’s true value. Furthermore, cash offers allow the

bidding firm’s current shareholders to retain all of the future (positive) returns.
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Conversely, stock offers shift part of the (possible negative) future returns to the new

shareholders.

Hansen (1987) and Fishman (1989) argue that a stock offer benefits the bidder when the
target has private information about its assets. Since the target only accepts cash offers
that exceed its private valuation, cash offers subject that bidder to adverse selection and
result in overpayments to the target. Stock offers reduce overpayments, because target
shareholders share in any subsequent decrease of the merged firm’s stock if the bidder
overpays. Therefore, other things being equal, the returns to the merging firms in cash
ofters will be higher than in common stock offers. Furthermore, since most tender offers
are financed via cash, whereas most merger proposals call for the exchange of common
stocks, the information effect argument implies that returns in tender ofters will be

higher than 1n mergers.

Second, cash offers and stock exchange offers have different tax implications. The
taxability of gains to target shareholders is determined largely by the method of
payment. In general, a tax-deferred acquisition requires target shareholders to continue
ownership in the combined firm after acquisition. A stock transaction that involves
exchange of voting shares is tax-deferred. Since a cash acquisition requires target
shareholders to exchange ownership for cash, the transaction is necessarily taxable.

According to the tax argument, cash offers have higher returns than stock ofters to

compensate target shareholders for the immediate payment of taxes.
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2.5.2. Studies Review

Carleton et al (1983) might be the first study to examine the role of the medium of
exchange in mergers. They argue that cash takeovers might be sutficiently different
from security exchange takeovers. In this study, they provide evidence of the mid 1970s
and poimnt out that cash takeovers and stock exchange takeovers are motivated by
different considerations. Lower dividend payout ratios and lower market-to-book ratios

increase the probability of being acquired in a cash takeover relative to being acquired

through a stock exchange.

Travlos (1987) examines the effect of the method of payment to the bidding firms’
common stock returns at the announcement of takeover bids. The result on the pure
stock exchange bidding firms indicates that their shareholders experience significant
loss at the announcement of the takeover proposal. On the other hand, the result on the
cash financing bidding firms indicates that their stockholders earn normal rate of return
at the announcement period. Moreover, the difference in the abnormal returns between
these two groups is statistically significant and independent of the type of takeover
studied (i.e., mergers versus tender offers). In addition, the evidence based on
unsuccessful bids indicated that stock exchange offers are associated with negative
abnormal returns regardless of the outcome of the bid. These findings are consistent
with the signaling hypothesis, which implies that financing a takeover through exchange

of common stock conveys the negative information that the bidding firm 1s overvalued.
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ruang and Walking (1987) find that target firm abnormal returns related with cash
offers are significantly higher than those associated with stock offers. T'hey argue that

this effect are consistent with a tax explanation, shareholders demand higher premiums

to offset the immediate tax payment on their gains.

Amihud, Lev, and Travlos (1990) examine the relationship between corporate control
(1e., the extent of managerial ownership of corporations) and the means of financing
corporate acquisitions. They find that the higher the managerial ownership fraction of
the acquiring company the larger the probability of the acquisition being financed by
cash rather than by a stock offer. This finding is consistent with the hypothesis that
managers who value control and hold a significant ownership fraction of their firm’s
stock will be reluctant to reduce their holdings and take the risk of loss of control by
1ssuing stock to finance investments. In this study, they also examine the information
effect of the method of takeover financing in conjunction with managerial ownership.
They find that stock financing 1s not associated with significant negative abnormal
returns for firms with relatively high managerial ownership, although the evidence, 1n
general, shows that announcement of stock financing 1s associated with negative
abnormal returns. In addition, the evidence indicates that negative abnormal returns

associated with stock financing are concentrated mainly in firms with low managenial

ownership.

Loughran and Vijh (1997) observe significant relations between stock returns and

method of payment. Their result reports, on average, acquiring firms stock returns are

greater than matching stock returns In cases where a tender offer i1s made and where
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cash 1s used for payment. Acquiring firms stock returns are smaller than matching stock
returns 1n cases where a merger is made and where stock is used for payment. The
difference 1s statistically significant, ranging from -25.0% for stock mergers to 61.7%
for cash tender offers. Gregory (1997) reports that cash offers are associated with pOst-

merger performance that is not significantly different from zero, while stock offers are

associated with significant negative post-merger performance.

Thus, so far, almost all the previous studies have tried to examine the impact of method
of payment to the common stock returns of bidding firms that acquire the publicly
traded targets, however, few studies have examined this impact when the target firm is
privately held. Chang (1998) finds that the method of payment also plays an important
role in acquiring privately held firms. Bidding firms shareholders experience a positive
abnormal return in stock offers, which contrasts with the negative abnormal return
typically found for bidders acquiring a publicly traded target. On the other hand,

bidding firms shareholders do not earn any significant abnormal returns in cash ofters.

Draper and Paudyal (1999) examine the impact of the method of payment on common
stock returns of both target and bidding firms. Firstly, their finding 1s consistent with
previous studies that common stock returns of both target and bidding firms are method
of payment dependent. Secondly, they find that the trading activities on the

announcement of bid proposals are also dependent on the method ot payment.
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2.6. Size Effect

2.6.1. Definition

Size effect in the share price studies of takeover event is regarded as the effect

generated by the relative size of bidding to target firms. The size effect can distort long-

run performance measures and hence affect the event study results, unless it is explicitly

taken 1into account in the research.

2.6.2. Studies Review

Asquith, Bruner and Mullins (1983) point out that previous merger studies of bidding
firm returns have ignored the size effect (i.e., the relative size of bidding to target
firms). They argue that if bidding firms’ share prices are affected by the merger, the
observed abnormal return should be related to the relative size of the bidding and target
firms. In this study, they apply regression analysis by taking into account of the size.
The finding indicates that the relationship between the bidding firm’s cumulative
abnormal return and the relative size of the target firm’s equity to the bidders is positive
and statistically significant. On average, a bid for a target firm half the bidding firm’s

size produces a cumulative abnormal return 1.8% greater than a bid for a target one

tenth of the bidder’s size.

In analysis of abnormal rates of return, Malatesta (1933) finds that acquiring firm

<shareholders earn negative abnormal returns in the post-merger period, and the
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magnitude of post merger abnormal returns is related to the acquiring firm’s size.

Smaller firms suffer significant loss. In percentage terms, post merger abnormal returns
to large firms are trivial. Dimson and Marsh (1986) provide fresh insights into the
impact of the size effect on event studies. Based on their findings, they conclude that an

adjustment for firm size is quite important in studies of long-run stock pertormance; the
long-term performance measures that ignored the size effect might be of no value to

researchers. This adjustment is likely to be particularly important in studies of takeovers

since acquiring firms are usually large firms.

Franks and Harris (1989) find that when targets are relatively large in comparison with
bidders, there is no evidence that bidders lose. In contrast, target firms abnormal returns
do appear higher when the target is small in relation to the bidder. Loughran and Vijh
(1997) examine the influence of the relative size of target to bidding firms within stock
mergers. They find that abnormal returns became smaller and eventually negative as the
relative size of target to acquiring firm increase. In the top quartile of target to acquiring

size ratio, they earn negative excess return.
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2.7. Main Steps in the Studies of Takeover Returns

2.7.1. Early Studies (pre-1974)

Early empirical studies of mergers and acquisitions (pre-1974) applied comparative
studies of firm performance to test for synergy in mergers and acquisitions. Kelly
(1967) might be the first study to investigate merger profitability using measures
including security price changes. His sample consists of 42 firms matched in 21 pairs of
one merging and one non-merging firm. He compares pre-merger and post-merger
performance based on five measures of profitability (percentage changes in stock price,

P/E ratios, earnings per share, sales per share, and profit margin) and concludes that

mergers have little impact on acquiring firm shareholders.

Hogarty (1970) constructs indices of investment performance based on changes 1n stock
prices. His sample consists of 43 acquiring firms whose indexes are compared with
similarly constructed indexes of their respective industries. He concludes that mergers
have a negative effect on the profitability of the acquiring firms; Investment
performance of acquiring firms is 5% less (significant at a 10% level) than their

industries’ performance, and a neutral etfect on the sum of acquired plus acquiring

firms.

Lev and Mandelker (1972) face a similar problem of selecting a standard against which
to compare merging firms’ performance. Measuring profitability by the annual stock

market return on each of 69 acquiring firms, they calculate the average return for the
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five pre-merger and five post-merger years for each firm; they then deduct the
respective pre- and post-merger average returns of 69 matching firms to control for
factors presumed to identically affect each pair of firms. They find that the market value

of acquiring firms rise an average of 5.6% (significant at the 10% level) more than that

of the matching control firms.

To this point the evidence on security price changes resulting from mergers is
conflicting, and these studies suffer from various shortcomings. Most employ small
sample sizes and used rather primitive models, i.e., they neither adjusted for risk nor do

they take into account of changes in risk. To solve these problems, the study of

Mandelker (1974) appears.

2.7.2. Studies in 1970s (post-1974)

Mandelker (1974) and Ellert (1976)

Mandelker (1974) 1s generally considered the first modern treatment of the financial
consequences of mergers, with merger completion dates being precisely determined and
abnormal returns being calculated relative to a benchmark. Mandelker applies the Fama
and MacBeth (1973) methodology to examine the profitability of mergers. He argues
that betas of individual stock might be influenced by specific company-connected
events. An acquisition might influence risk through a change in the mix of products
produced by the acquiring firm. It might also indicate changes in its investment and

erowth policy. Mandelker estimates the betas for individual firms involved in mergers
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by using the ex post form of the CAPM and measures the time period from months prior

to the merger to months following the merger.

Mandelker (1974) tests two hypotheses. One is the perfectly competitive acquisition
market hypothesis. The other 1s the efficient capital market hypothesis with respect to
information on acquisitions. His findings are consistent with the hypothesis that the
acquiring firms operate 1n a pertectly competitive market. The competition in the
market for acquisitions resulted in competitive prices for the acquired firms. The
acquiring firms thus earn normal rate ot returns on the acquisitions. (The CAR of
acquiring firms 1s 2.8% at month -1, and there 1s no increase in CAR during the period -
7 to -1). They earn a rate of return equal to other investment or production activities of
similar risk. The average residuals for the acquiring firms are generally positive but not
statistically significant. However, He finds that stockholders of the acquired firms
receive positive cumulative abnormal returns, (the CAR of the acquired firms rise by
13.1% during the seven-month period prior to the merger), indicating that they eamn
abnormal returns from the mergers. This evidence suggests that the acquired firms may
have had some unique resources whose potential values are realized at the time of
merger. Alternatively, the acquired firms may have been operating at below their
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