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Multiple Acquisitions, Market Valuations and Managerial
Overconfidence: The Wealth Effects of the UK Merger Activity

By Dimitris Petmezas

Abstract
In this thesis we investigate shareholders’ wealth effects of UK acquiring firms engaged in
Mergers and Acquisitions and potential factors that affect their performance. More
specifically, we analyse bidder gains and losses for acquisitions of firms with different
ownership status (i.e. public, private and subsidiaries) and when alternative methods of
payment are used in the transaction. We also place emphasis on the performance of firms
that conduct a substantial number of acquisitions during a short span of time (i.e. frequent
bidders). These firms constitute a large proportion of the entire UK takeover activity and
therefore an examination of their share price performance reveals significant and
interesting conclusions. We further seek to examine a potential source for the results
obtained for bidding firms and we find that market conditions (i.e. stock price valuations)

affect stock performance and drive acquisitions. Moreover, when comparing whether the

stock market or the merger market is responsible for the return patterns obtained, we

conclude that high or low market valuations lead bidders’ reiums. Finally, we offer a
behavioural explanation (i.e. overconfidence) for the differing performance exhibited
between casual acquiring firms and bidders carrying out many acquisitions (1.e. frequent
acquirers). In particular, we empirically examine whether psychological biases of the
acquiring managers play an important role in merger activity. We use the high
acquisitiveness of bidders as a direct proxy of overconfidence and compare their stock

performance to casual bidders. On the whole, we suggest that overconfidence 1s strongly

related to merger activity and conclude that aggressive acquisitions lead to lower abnormal

returns.
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Chapter 1 Introduction

Chapter 1: Introduction

The central purpose of this thesis is to examine acquiring firms’ stock performance and
potential factors that affect shareholders’ wealth. Existing literature has identified several
determinants that drive bidders’ performance and some of the most pronounced ones are

related with the method of payment used in the transaction, the target ownership status or

market valuations during an acquisition announcement.

A small body of literature has recently emerged that examines the performance of
acquiring firms engaging in many acquisitions. The use of a multiple acquirers’ sample to
examine major return determinants 1s novel as it allows looking into the wealth effects of
merger characteristics within a largely homogeneous group of acquirers. Within this
context, the performance of acquirers buying unlisted firms that behave differently to
public acquisitions has been barely examined, especially in the UK. Further, there is a
growing body in the literature suggesting that market valuations determine bidder’s
performance, while no evidence is provided for UK acquisitions on this matter. Very
recently, some studies have tried to link managerial “overconfidence” with corporate
acquisitions. However, there 1s not much information on what is the effect on
shareholders’ wealth of acquisitions initiated by overconfident bidders, and, most

importantly, on the way managerial overconfidence could be measured. We attempt to fill

these gaps in Chapters 2, 3 and 4.

In Chapter 2 we examine shareholders’ wealth effects of bidders initiating many
acquisitions during a three-year period. In general, the largest body of the literature
regarding short-run abnormal returns suggests that target firm shareholders experience

gains (i.e. positive abnormal returns) around the acquisition announcement. However, we
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argue that no clear conclusion can be made about the potential gains or losses of bidding
firms. Due to the existence of a large amount of information surrounding merger
announcements, we seek to isolate bidder characteristics by applying a sophisticated
research design suggested by Fuller, Netter and Stegemoller (2002). More specifically, we
use a sample of bidders who make three or more bids within a three-year period acquiring
public, private and/or subsidiary firms, and we observe how returns vary by target
ownership status and method of payment. Fuller et al. (2002) argue that multiple bidders
enjoy significant profits (i.e. positive abnormal returns) when acquiring private firms or
subsidiaries. While Fuller et al. (2002) provide evidence of bidders’ performance with
respect to certain characteristics (i.e. method of payment, target public status), it cannot be
ruled out that this result is sensitive and limited to the short-run performance. It is likely
that stock prices temporarily deviate from their fundamental values due to investors’
systematic over- or under-reaction to acquisition announcements. In such case, serious
doubts arise towards the short-run window’s ability to distinguish real economic gains
from market inefficiency. We thus believe that Fuller et al.’s (2002) conclusion needs to

be addressed with certain caution. As a consequence, we proceed to a complementary

long-run analysis in order to reach a relatively thorough inspection of shareholders’ wealth

effects.

We examine the largest feasible period (1985-2004) that Securities Data Corporation
(SDC) has data available for the UK merger market of multiple bidders. Such a
comprehensive sample has not been studied before and it provides an updated insight of
the merger activity covering also the takeover booming wave of the 1990s. The UK
market appears to have a significant proportion of multiple acquisitions during this period.

In our sample the firms that acquired three targets within a three-year period constitute
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more than 40% of all the large, non-financial, non-utility takeovers in the UK as reported
by SDC, providing a reliable testing ground for bidders’ returns analysis. Another
noticeable point is that we include in our sample private targets or subsidiaries, which are

major components of the takeover market (more than 90% in our sample), but very few

studies have taken this into account.

We use a sample of 4,173 UK acquisitions and we confirm Fuller et al’s (2002) results.
Namely, we {ind that bidders significantly gain when buying private firms or subsidiaries,
but experience losses when undertaking public acquisitions. When we further partition our
results on the basis of the method of payment used in the transaction (cash, stock or
combination of cash and stock), we find that acquisitions of public targets have
significantly negative Cumulative Abnormal Returns (CARs), irrespective of the method
of payment, while the worst performance is detected for those bidders using stock as the
means of payment. Nevertheless, cash and mixed offers for private firms and subsidiaries

generate significantly positive returns while insignificant returns are obtained when stock

1s used as the means of exchange.

Moreover, when we examine acquirers’ returns according to the relative size of the target
to the bidder, we conclude that the larger the target relative to the bidder, the larger the
abnormal returns experienced by the acquirer (i.e. the more negative abnormal returns for
public acquisitions, the more positive CARs when they acquire private targets or
subsidiaries). In contrast to the literature, the negative return is not so much driven by

stock offers to public targets, as we also identify negative abnormal returns for cash offers.

Another interesting observation is that unlike public targets, as the relative size increases,
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bidders who acquire private targets or subsidiaries with stock experience greater abnormal

returns than bidders who acquire private targets with cash.

Subsequently, we explore whether target origin (domestic/foreign targets) plays a
significant role to shareholders’ wealth. The UK has been one of the leading takeover
markets over the last decades and therefore examining this issue could lead to remarkable
conclusions. We are also interested in checking whether the results obtained above remain
similar when we control for the target domicile. Diversifying/non-diversifying acquisitions
are also investigated to confirm whether our above main patterns are altered. Overall, the

general return pattern holds even when target domicile and industry are taken into

consideration.

Further, we examine whether our patterns stand when we control for bidders’ book-to-
market ratio. Such analysis is also used to further confirm the robustness of our initial
hypothesis (i.e. the research design we follow allows us to control for much of the
information about bidder characteristics contained in the returns at the acquisition
announcement). Therefore, we examine the announcement returns of bidders with low
book-to-market ratio against bidders with high book-to-market ratio. We detect that low
book-to-market ratio acquirers significantly outperform high book-to-market acquirers for
private targets and subsidiaries, while the opposite patterns are reported for bids of public
targets. The overall results enhance our assumption that announcement market returns are

not affected by bidders’ characteristics and also that the general patterns stand when we

control for book-to-market ratio.
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However, when we employ a long-run investigation of bidder returns we come up with a
completely different picture regarding shareholders’ wealth. More specifically, we find
negative abnormal returns irrespective of the target ownership status (i.e. public, private or
subsidiary) or the method of payment used in the transaction. This is very likely to be
assoclated with market overreaction experienced by private targets and/or subsidiaries at

the merger announcement, which subsequently leads to negative abnormal returns. In

addition, we find consistent with the literature that stock acquisitions lead, on average, to

worse share price performance of bidding firms.

Furthermore, we underline and provide evidence of the impact of method of payment on
bidders’ returns. For public targets our results are not driven by the use of stock as a form
of financing as the related literature suggests, since we obtain negative abnormal returns
for both cash and stock offers. On the other hand, we encounter an opposite pattern for
private targets and subsidiaries, since the bidders exhibit positive performance for both

cash and mixed payments (insignificant returns are obtained for share exchanges).

In Chapter 3 we seek to identify whether some factors, namely market conditions (market
valuations or merger waves) affect bidder performance and consequently shareholders’
wealth. A large body of the literature documents that mergers occur when the stock market
has an upward trend. Particularly, recent studies connect takeover activity with stock
market performance. Jovanovic and Rousseau (2001) correlate high merger activity with
high market valuations, while Rhodes-Kropf and Viswanathan (2003) develop a model in
which firm-specific and market-wide misvaluations can cause merger waves. Shleifer and
Vishny (2003) suggest that the impact of market valuation depends on method of payment,

the performance of acquirers, and the occurrence of merger waves. Finally, Rosen (2005)

10
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suggests a merger momentum in prices, providing evidence that acquirer stock prices are
more likely to increase when the merger is announced in high valuation markets as
compared to low valuation markets (hot versus cold markets). Hence, we explore whether

stock market valuations or merger waves drive the performance of the acquiring firm’s

shareholders.

We employ a sample of 3,512 domestic acquisitions announced between 1 January, 1934,
and 6 May, 2004, and investigate short- and long-run bidder returns. We classify the
market into high-, neutral- or low-valuation periods based on the P/E ratio of the
TOTMKUK index and, for robustness reasons, on the TOTMUK index itself. Each month
is classified as high (low) valuation when it lies in the top (bottom) half of month with P/E
ratios above (below) the past five-year average P/E. All other months are classified as
neutral. In addition, we examine the share price performance of acquiring firms according
to the level of merger activity they experienced. We classify each month as a hot or cold
merger month respectively, after ranking each month according to the number of mergers,
and identifying whether this month lies in the top or bottom 30% quartile with the largest

or smallest number of mergers respectively.

Overall, acquirers enjoy significant profits during the five-day window surrounding the
event announcement. Consistent with the literature, we find significant gains for cash
acquisitions, while negative CARs are obtained when stock is used in the transaction.
When we split our sample on the basis of target type, we find that bidders experience
positive abnormal returns when purchasing private firms or subsidiaries, but loss is
experienced when public targets are acquired. On the whole, the return pattern is

qualitatively similar to the one obtained in Chapter 2 for frequent acquirers. When we

11
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partition the sample by the market’s valuation at the acquisition announcement, we obtain
positive and significant abnormal returns in high-valuation periods, while insignificantly
positive CARs are obtained during low-valuations periods. Results are robust when we use
both the P/E TOTMKUK index and the TOTMKUK index itself to characterize market
valuation and also when a different event window (-20, +20) is engaged. Such a finding
indicates that the market is likely to reward acquisitions undertaken during a bullish
market, while 1t appears indifferent to acquisitions initiated when stock prices are low.
Moreover, when we explore bidder performance taking into account the merger activity,
we find that cold markets (i.e. markets with a small number of successful acquisitions)
lead to larger positive abnormal returns than hot markets, reflecting that acquirers are more
careful in the evaluation of synergies before they decide to proceed to the completion of an
acquisition during cold merger periods. Finally, when we investigate the interrelationships
between the overall state of stock market valuations and merger activity, we identify that
during high valuation periods more positive abnormal returns are enjoyed regardless of the
number of mergers completed, while an inverse relationship is not the case. As a

consequence, we argue that stock prices and not merger activity drive bidder performance,

although a link 1s likely to exist between them.

Subsequently, we examine bidder returns in the long run. We find consistent to the results
obtained in Chapter 2 that acquirers experience negative and significant abnormal returns.
Nevertheless, we report a worse performance on average for acquisitions conducted during
high-valuation periods than low-valuation periods. In general, when we control for
payment method used or target public status, low-valuation acquisitions outperform on
average high valuation acquisitions. This pattern stands after acquirer’s market valuation

(B/M) is taken into account. The initial generally positive reaction of the market to high-

12
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valuation acquirers reflects that the market learns only gradually that many of the mergers
undertaken during boom periods were imprudent and careless. In contrast, when stock
prices are low, acquisitions lead to insignificantly positive announcement returns but, in
the long-run, these acquisitions exhibit better performance. This indicates that the market
learns over time that, despite its initial skepticism, these acquisitions can have better
potential. For both high- and low-valuation acquisitions the market reaction at the

announcement stands in contrast to the market’s long-run view of the firm’s performance.

Further we confirm that our results are not just capturing long-run stock price reversals by
calculating the pre-event performance of each acquirer in the high and low-valuation
period for the six-month period preceding the acquisition announcement. High-valuation
acquirers are ranked in order of their pre-event abnormal returns and placed into two
groups. The same procedure 1s followed for low-valuation acquirers. We document that
high valuation acquirers who generated high pre-event returns have negative abnormal
returns consistent to long-term reversal. However, high-valuation acquirers who
experienced negative pre-event returns also do poorly in the long-run, suggesting that the
negative average abnormal returns cannot be attributed to long-term reversals of stock
returns since the acquirers had negative returns prior to the merger announcement. We

conclude that high-valuation acquirers underperform relative to low-valuation acquirers in

the long-run because managers are making poorer acquisition decisions during high-

valuation periods.

Finally, we seek to identify a plausible reason for the underperformance of high-valuation
acquirers relative to low-valuation acquirers in the long run. In particular, we suggest that

managers are likely to engage in herding behaviour. This means that managers are likely

13
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to follow a created herd during a merger for personal prestige reasons and because they do
not want to be considered as players out of the “merger game”. We document empirical
evidence consistent with herding. More specifically, early movers, defined as the earliest
10% of all acquisitions announced during a high-valuation wave, have significantly worse
performance than late movers (the remaining 90% of high-valuation merger waves), as
suggested by the significant difference reported when employing a zero investment

portfolio. This finding constitutes a reasonable explanation for the return pattern obtained

in the long-run.

In Chapter 4, we argue that psychological biases function as deterministic factors of a
manager’s corporate decision to get involved with M&As. Managers’ acquisitiveness (1.e.
propensity to acquire companies) within a short span of time is used as a proxy of
overconfidence in order to examine whether mergers serve the interests of the acquiring
firm’s sharcholders when managers are overconfident. In general, the main intuition lying
behind our conjecture is that overconfident managers overestimate their abilities to select
profitable investments and the synergy gains between their company and a target. In

addition, they are less likely to negotiate efficiently and realize decisions that are in a great

contradiction to rational managers’ beliefs.

We classify managers as overconfident when they are frequent acquirers (i.e. conduct five
or more acquisitions within a three-year period) according to the exact definition provided
by Fuller, Netter and Stegemoller (2002). Intensive acquisitiveness is a direct measure of
overconfidence and consistent with Heaton (2002) who argues that overconfident
managers undertake more corporate investment projects. A larger number of transactions

is suggested by the asset pricing literature to characterize overconfident traders. In the

14
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corporate Investment context, we expect overconfident managers to undertake a
significantly greater number of acquisitions. In addition, overconfidence is related to lower

abnormal returns and therefore overconfident managers acquiring many firms during a

short period of time experience less profits.

Using merger data from SDC and DataStream and employing standard event study
methodology we find that overconfident CEOs exhibit worse performance than rational
bidders after controlling for several effects (i.e. method of payment, target origin, core
industry, M/B value, relative size). Our finding is also enhanced when we investigate the
difference in returns within a multiple-acquirer sample and more specifically between the
first and fifth-and-higher deals. Since the market reacts to first-deals of multiple acquirers
just as it would do to casual acquisitions, our result shows that first-in-order deals behave
like casuals and outperform significantly subsequent acquisition attempts providing a

robust interpretation for the existence of overconfidence as reflected by our proxy (i.e.

frequent acquirers).

Due to the fact that the dynamic acquisitiveness of frequent acquiring firms could be
associated with a number of different reasons other than overconfidence (e.g. growth
opportunities via a merger deal), we proceed with several robustness checks to provide
evidence that various components characterizing the overconfidence notion go together
with the behaviour of frequent bidders. In particular, consistent with the literature,
overconfident managers exhibit proportionally higher debt capacity and strongly prefer
cash or debt-financed mergers to stock deals. In addition, the bulk of the empirical

evidence suggests that overconfident managers conduct diversifying acquisitions, a fact

that is also strongly approved by our results.
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Further, multiple acquirers are likely to be influenced by aggressive investment strategies,
which lead them to overinvestment and lower future stock returns. Our findings approve
that high capital expenditures characterize frequent bidders prior to their corporate
transactions. Finally, acquiring firms that make many acquisitions within a short-time
interval are likely to be governed by less efficient managers than those of casual-rational
bidders. Our finding supports the hypothesis that frequent acquirers exhibit weaker

corporate governance than casual bidders, providing one more plausible explanation for

the return patterns obtained.
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Chapter 2: Bidder Gains and Losses of Firms Involved in Many

Acquisitions

2.1. Introduction

In this chapter we examine shareholders’ wealth effects (value creation or destruction) of
bidding firms that make many acquisitions over a short time horizon (three-year period).
In general, the examination of merger participants’ performance has been one of the most
controversial researched areas in finance. Whereas the view that dominates the literature
regarding the short-run perspective is that target firm shareholders enjoy significant
positive cumulative abnormal returns (CARs) around the merger announcement, the effect
of merger announcements on acquiring firms’ share prices is far from clear.! On the one
hand, some studies have reported that zero or small significant abnormal returns accrue to
acquiring firm shareholders while. On the other hand, some other researchers have found

that acquirers experience significant but small negative abnormal returns during the same

period. 2

At the acquisition announcement there is a very high variation and it is not feasible to
completely attribute the stock returns to the expected effect of the acquisition on
profitability, since the stock market is more about reassessing the bidder’s business plan

than it does about the value of the acquisition (Grinblatt and Titman, 2002).° In other

! Note that the terms bidder and acquirer are used interchangeably for the purpose of this study because all the
bids in our analysis lead to a completed acquisition.

2 For evidence on acquirers’ short-run stock returns see, for example, Dodd and Ruback (1977), Asquith, Bruner
and Mullins (1983), Dennis and McConnell (1986), Bradley, Desai, and Kim (1988), Franks and Harris (1989).
For evidence of combined firms see, for example, Bradley, Desai, and Kim (1988), Mulherin and Boone (2000),
Andrade, Mitchell, and Stafford (2001).

> In the literature the concept ‘mergers’ differs to the concept ‘acquisitions’, since the first is usually described
as representing a ‘friendly’ union of two firms of roughly equal size, while the latter implies a more hostile
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words, the announcement of an acquisition appears to contain information about numerous
issues. For instance, according to Hietala, Kaplan and Robinson (2003), a merger
announcement reveals information about the bidder’s overpayment, the stand-alone values
of the bidder and target or potential synergies in the combination. Hence, it is often

impossible to isolate the above effects from the observed abnormal returns.

Fuller, Netter, and Stegemoller (2002) applied a sophisticated research design to control
for (much of) the information about bidder characteristics contained in stock returns at the
acquisition announcement.’ They investigated the returns to US frequent bidders making
five or more bids within a three-year time horizon. As they argue, the sample of frequent
bidders allows holding bidder characteristics constant when examining the pattern of
announcement returns.’ In general, the authors conclude that bidders experience
significant wealth loss when buying public targets, while they earn substantial gains when
private and subsidiary targets are purchased. This is, however, a premature conclusion as
short-run event study conclusions rely strictly on the assumption of market efficiency.
Nevertheless, it is possible that stock prices temporarily deviate from their fundamental
values due to investors’ systematic over- or under-reaction to acquisition announcements.
In such case, serious doubts arise towards a short-run window’s ability to distinguish real
economic gains from market inefficiency. Accordingly, Healy, Palepu, and Ruback (1992)
posit that: “From a stock price perspective, the anticipation of real economic gains is

observationally equivalent to market mispricing”. This view indicates that, indeed, short-

character of a takeover. Note, however, that we use the terms ‘mergers’ and ‘acquisitions’ interchangeably in
our analysis.
* Fuller et al. (2002) is the first major attempt in examining takeover announcement returns of multiple bidders

involved in acquisitions of public, private, and subsidiary targets with alternative methods of payment between
1990 and 2000.

* Fuller et al. (2002, p. 1792) argue, “Since we control for acquirer characteristics in that the same bidder will

often choose to acquire targets with varying ownership status, and with different payment methods, we can
examine the variation in acquirer returns as a function of these bid characteristics.”
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run systematic under- or over-reaction to an event has gradually become accepted in the
literature. Fama himself, the father of the efficient market hypothesis, has recently
conceded that stock prices could become “somewhat irrational”.® In a nutshell, the
voluminous literature related to behavioural finance emphasizes that results generated by

short-run event studies need to be interpreted with further scepticism.

We thus believe that Fuller et al.’s (2002) conclusion needs to be treated with a certain
caution. In this case, we argue that a complementary long-run analysis in this context 1s
considered essential in order to reach a relatively thorough investigation of shareholders’
wealth effects. If the long-run results mirror the short-run findings, we can then be more
confident in accepting their short-run conclusions. However, if the short-run evidence is
not supported by the long-run results, we can then cast doubt on whether Fuller et al.’s
(2002) suggestion is economically sound and intuitive or merely a potential product of

short-run market inefficiency. In addition, of course, such findings have not been tested in

other countries apart from the US.

We examine the largest feasible period (1985-2004) that Securities Data Corporation
(SDC) has data available for the UK merger market of multiple bidders. Such a
comprehensive (near exhaustive) sample has not been studied before and it provides an
updated insight of the merger activity, also covering the takeover booming wave of the
1990s. The UK market appears to have a significant proportion of multiple acquisitions
over this period. In our sample the firms that acquired three targets within a three-year

period make more than 40% of all the large, nonfinancial, nonutility takeovers in the UK

® ‘As two economists debate markets, the tide shifts. Belief in efficient valuation yields ground to role of
irrational investors Mr. Thaler takes on Mr, Fama’, The Wall Street Journal, October 18, 2004.
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as reported by SDC, providing a reliable testing ground for bidders’ returns analysis.
Another noticeable point is that we include in our sample private targets and subsidiaries,

which are major components of the takeover market (more than 90% in our sample), a fact

that very few studies have taken into account.

We use a sample of 4,173 takeovers and we show that bidding firms experience
significantly negative abnormal returns when acquiring public targets, while they exhibit
significantly positive abnormal returns when buying private or subsidiary targets. When
we differentiate our results on the basis of the method of payment used in the acquisition
(cash, stock or combination of cash and stock), we find that acquisitions of public targets
have significantly negative CARs irrespective of the method of payment, while the
performance worsens when stock is used as form of financing. Nevertheless, for subsidiary
and private targets, bidders’ returns are significantly positive for cash offers but
insignificantly positive when stock is used as medium of exchange. Interestingly, acquirers
exhibit better share price performance when buying subsidiary targets. In addition, there 1s

weak evidence that diversified parents will sell subsidiaries at a discount relative to non-

diversified parents.

Furthermore, when we portion acquirers’ returns dependent on the relative size of the
target to the bidder we find that for public targets, the larger the target relative to the
bidder, the more negative the acquirer’s CAR. In contrast to the literature, the negative
return is not driven by stock offers to public targets, as we identify negative abnormal
returns for cash offers as well. However, for both private targets and subsidiaries the return

becomes more positive as the target size increases. Noticeably, unlike public targets, as the
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relative size increases, bidders who acquire private targets with stock experience greater

abnormal returns than bidders acquiring private targets with cash.

We then examine whether target origin plays a significant role to the shareholders’ wealth.
The UK has been one of the leading participants in international takeover markets over the
last decades and therefore stressing this issue could provide some motivating conclusions.
In addition, and most importantly, the literature suggests that cross-country acquisitions
have a significant impact on bidders’ returns and in general affect their performance. We
find that multiple bidders conducting foreign acquisitions outperform the performance of
companies acquiring domestic firms. Another remarkable result is that stock payments for
foreign targets offer outstanding returns to bidders’ shareholders. Moreover, we examine
whether corporate diversification affects shareholders’ wealth. According to the literature,
acquisitions of firms belonging to different industries than those of the bidder have an
impact (positive or negative) to the acquiring firm’s shareholders. Putting both together,
we conclude that our findings are robust even after cross-country and cross-industry

effects are taken into consideration.

In order to further confirm the robustness of our initial hypothesis (that the research design
we follow allows us to control for much of the information about bidder characteristics
contained in the returns at the acquisition announcement) and also that our above patterns
hold when we account for book-to-market ratio, we examine the announcement returns of
glamour bidders (firms with low book-to-market ratio) versus value bidders (firms with
high book-to-market ratio). We find that glamour acquirers significantly outperform value
acquirers for private targets and subsidiaries, while the opposite patterns are reported for

bids of public targets. The overall results enhance our assumption that announcement
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market returns are not affected by bidders’ characteristics, while similar to previous

analysis patterns are obtained when we control for book-to-market ratio.

In brief, the very different and relatively opposite performance of bidders acquiring private
targets or subsidiaries compared to bidders buying public firm can be charged to the
problem of liquidity that the former targets confront, meaning that they cannot be bought
and sold as easily as public firms. Therefore, in order to create an incentive to the market
as a profitable investment opportunity, they offer their shares at a discount. This strategy
of liquidity discount becomes even more essential due to the lack of an auction-like
atmosphere that is common for public targets. Moreover, managers of private firms are
relatively more open than public firms to sell their company due to their desire to cash out.
As a result this drives them to lose a large part of their advantage of effective bargaining

position, and therefore to sell their companies at a lower value, rather than under different

circumstances.

Nevertheless, in the long-run analysis, we find that abnormal returns reverse over time
since bidders experience negative share price performance regardless of the public status
of the target or the method of payment employed. Consistent with the vast majority of the
literature, we confirm the significant underperformance of bidding firms that acquire
public companies over a long-time horizon, while bidders who buy unlisted targets exhibit
on average less negative abnormal returns. In addition, with respect to the method of
payment used in a takeover, we provide evidence that stock as a means of exchange for

public targets leads on average to the most damaging post-acquisition share performance

of bidders. Moreover, we show that our results are not simply a manifestation of

momentum and therefore the results are not just capturing long-run stock price reversals.
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In general, our results demonstrate that positive abnormal returns are present only in the
short-run (i.e. at the acquisition announcement). Bidders gain when buying private or
subsidiary targets and lose when purchasing public targets. This finding is fully consistent
with Fuller et al. (2002). In addition, we provide further evidence to the short-run study by
taking into account bidders’ book-to-market ratio (value/glamour), core-industry
(diversified/non-diversified), and target origin (foreign/domestic). On the other hand, our
long-run results show that bidders experience significant losses regardless of the type of
target acquired. This finding implies that the stock market may overreact in the short-run
and its prices are gradually corrected in the long-run. Hence, our evidence raises a big
question mark about Fuller et al.’s (2002) conclusion as the short-run economic gains (1.€.,

the reflection of the acquisition synergies) of buying private and subsidiary targets cannot

be materialized in the long-run.

Moreover, we underline and provide evidence of the impact of the method of payment on
bidders’ returns. For public targets, surprisingly, our results are not only driven by stock
acquisitions as the related literature suggests, since we obtain negative abnormal returns
for both cash and stock offers. On the other hand, we draw exactly the opposite picture for
private targets and subsidiaries, since the bidders exhibit positive and significant

performance for cash (higher returns in this case), even in the case of almost simultaneous

public and private bids.

The remainder of this chapter is organized as follows: the next section reviews the related
literature. In section 2.3 we describe the data and the methodologies we follow. Section
2.4 reports the empirical evidence of our research and the interpretations of the results,

while in section 2.5 we provide a summary and conclude our chapter.
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2.2. Literature review

2.2.1 Bidder Returns: Public Targets

One of the most extensively researched, but at the same time argumentative, areas in
finance has been whether mergers create value for the shareholders of the bidder and target
firms. A clear conclusion in both US and UK studies proves that shareholders of target
firms receive economically large and statistically significant wealth gains. However,
reported returns to bidder firm shareholders are quite ambiguous, since either small

positive, negative (the largest body in the literature) or zero returns have been recorded.

[n their widely cited survey of the share price consequences of takeover bids, Jensen and
Ruback (1983) review the evidence on returns to acquiring firms over the immediate bid
announcement period and draw the conclusion that bidders’ shareholders do not lose from
acquisitions. Subsequent studies document considerable divergence in announcement

period returns that is systematically associated with method of payment, as predicted by

Carleton et al. (1983).

Jarrell, Brickley and Netter (1988) examined the data on returns to shareholders of
acquiring companies for a sequence of decades. For the 1960s, they obtained quite similar
results to Jensen and Ruback (1983). For a window of 15 days [-10, +5], the excess returns
to successful bidders in tender offers were 4.4%. When the window was extended to 20
days after the event date, the Cumulative Average Returns (CARs) rose to 4.95% and were

statistically highly significant. For the 70s, the excess returns dropped to approximately

2%, while for the 80s they became negative at about 1%, but were not statistically

significant.
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In another study for US companies participating in a merger activity, Bradley, Desai and
Kim (1988) documented similar results for tender offers. In numbers, they reported that
for subperiods approximating the 1960s, the excess returns to acquiring firms were slightly

over 4% and 1n general the abnormal returns to acquiring firms for the total period 1963 to

1984 were positive and significant.

The first major study of UK acquisitions by Firth (1980) examines bidders in 434
successful bids and 129 unsuccessful bids over the period from 1969 to 1975. It uses a
market model with parameters estimated using pre-event data, and finds that bidding firms
experienced statistically significant negative residuals (-6.3% for the announcement
month). Limnack (1991) examines the post-acquisition performance of acquirers in 448
successful and 81 unsuccessful bids announced during 1977-1986, where abnormal
performance i1s measured relative to the market index (a market model using London
Business School (LBS) beta and alpha values is applied). He finds that CARs for
completed bids for the period from the beginning of the bid month to the end of the

completion month are an insignificant -0.2% for bidders.

A very interesting study was presented by Higson and Elliott (1993), who used the simple
Dimson and Marsh (1986) size-decile control method (performance was measured by a
‘zero-one’ market adjusted model) to consider size effects. The study covers 726
acquisitions between 1974 and 1990 and concludes to announcement returns of -4.4% (-
3.90% on a ‘zero-one’ basis). Sudarsanam, Holl and Salami (1996) investigate
announcement period returns associate;i with 429 UK bidders over the period 1980-1990.
Overall, they find significant CARs of -4.04% over the period [-20, +40] days around the

bid announcement date. Gregory (1997) presents a rather exhaustive work on returns (six
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models are used: CAPM, Dimson and Marsh Risk and Size Adjustment (DM), Simple
Size control portfolio (SS), Multi-Index model (SML), Value-Weighted Multi-Index
Model and Fama-French three-factor model). His sample has a maximum of 452
acquisitions for models which do not require market capitalization, and a minimum of 403
(for the Dimson-Marsh, 1986, size and risk control model). In all cases, announcement
returns are significantly negative varying from -0.30% to -0.71%. Similarly, Holl and
Kyriazis (1997) display significantly negative average residuals for the announcement
month (-1.7%) for a sample of 178 bids covering the period 1979-1989. On the other hand,
Higson and Elliott (1998) find positive bidders’ announcement returns (0.43%), by using a
sample of 30 successful takeovers during the period 1975 to 1990. In addition,
Sudarsanam and Mahate (2003) use a sample of 519 acquirers over a 1983-1995 period.
The study applies the Buy-and-Hold Average Residuals (BHARs) model, using four
different benchmark models, and concludes that the whole sample of acquirers experiences
statistically significant negative abnormal returns of about -1.4%. Finally, in the most
recent UK M&A study, Draper and Paudyal (2005) report that acquirers of listed targets
do not experience any substantial change in their share price around the announcement of

bids; they either break even or suffer a small loss, depending on the excess return metric.

2.2.2. Bidder Returns: Private Targets

There is very little evidence on sharecholders’ wealth effects when the target is a private

company and also the impact of its relationship with the method of payment used in the

transaction.
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Chang (1998) examines the announcement returns (two-day window) of bidding firms
acquiring 281 privately held targets during the period from 1991 to 1998 and compares
them to bidder returns for 255 public targets from 1981 to 1988. The main findings are the
positive abnormal returns (2.64%) in stock offers (in contrast to the results in which the
target is publicly traded) and also the zero abnormal returns when the method of payment
is cash, consistent with the studies of Wruck (1989) and Hertzel and Smith (1993). One
explanation, given by Chang (1998), for the above results is the information hypothesis.
Although the bidding firm’s managers disclose private information to the shareholders, in
the case of a private target, its shareholders appear to be extremely careful in the
evaluation of information and their final decision, because they will end up holding a large
amount of bidding stock. One way to avoid the “double lemons” impasse is through the
exchange of information among bidders and targets that reduces their joint information
asymmetry.7 As a consequence, the acceptance of a stock offer conveys to the market
favourable information on the prospects of a bidding firm and a signal that the deal 1s
expected to create value (positive NPV of bidders) or, more weakly, that the bidder’s
shares are not overvalued. Furthermore, in general, the positive performance of bidders
when the acquired firms are private is supported by the limited competition hypothesis. 1f
the market is competitive, the acquisition will be a zero NPV project (no abnormal returns
for acquisitions with cash). However, if competition is limited then positive returns are
exhibited for bidders because the likelihood of underpayment is high. Finally, Chang

(1998) suggests the monitoring hypothesis. By using stock as a means of payment,

acquirers tend to create outside blockholders because the targets are owned by a small

group of shareholders. These can increase the firm’s value because they can serve as

" Both the ‘double lemons’ problem and information asymmetry are explained in section 2.2.4.
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effective monitors of managerial performance or facilitate takeovers.® More specifically,
he finds 4.96% and 1.77% announcement abnormal returns if a new blockholder is formed
or not respectively. Large blockholders can be created for public firms as well, however,

in fact these firms have less concentrated ownership’ and therefore higher agency conflicts

than private firms.

Hansen and Lott (1996) also examine the announcement returns to bidders acquiring both
public and private targets. They show that bidders earn on average 2% higher returns when
they acquire a private firm. The explanation they offer, in turn, for this result 1s that since
investors are diversified the aim of the manager of a firm is not to maximize shareholder
value but, instead, to maximize the value of the shareholder’s portfolio. Hence, when a
publicly traded firm acquires a public target, diversified shareholders will be indifferent to
the way the gains from the acquisitions are divided, assuming they hold stock in both
firms, a condition which is unlikely to be met for private firms. However, the opposite will
happen in the case of a private target, since the bidder’s shareholders will capture part of

the gains of the acquisition, assuming the bid is value increasing.

Da Silva Rosa et al. (2001) document more or less similar results (signalling implications
of the method of payment are likely to differ across bids for public and private targets) in
their research concerning a sample of private and public Australian bids. Cash based bids

generate a significantly positive return of 3.26%, but share bids earn an insignificant

® On the other hand, increase in managerial ownership can decrease firm value if it allows managerial
entrenchment or makes takeovers more costly.

” However, this differential may to some extent be offset if we take notice that the relative size of public targets

is generally larger than the private target’s one. Therefore they either hold a larger ownership stake in the
bidder, or private managers may not be interested in becoming effective monitors, since they may use the

takeover activity as an exit strategy. In addition, private deals are almost all completed, while the public deals
may not be completed.
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average return of 1.65%. In addition, in both cases the excess returns to bidders of private
targets are significantly higher than the excess returns to bidders of public targets. Da
Silva Rosa et al. (2001) argue that it 1s likely that the level of competition in the market for
corporate control 1s lower for private targets and this can also be expected to affect
acquiring firms’ returns from acquisitions. Auction-style takeovers (which are mainly
accompanied by decreasing returns for acquiring firms) is a common phenomenon 1n
public targets since there is no cost for obtaining information and more is known about the
target. On the other hand, privately held firms are not obliged to release relevant valuable
information to the public. Therefore the higher cost of obtaining information on privately
held firms is very likely to be associated with higher returns for the acquiring firms since

they capture a greater proportion of the expected gains, particularly if there are only few

firms with whom the target may reap synergistic gains.

Ang and Kohers (2001) use a sample of 7,070 US acquisitions from 1988 to June 1992
and document substantial gains for bidders regardless of the method of payment (positive
and statistically significant for both cash and stock). Two main interpretations are
provided: First, it appears, as already discussed above, that private firms have concentrated
ownership which enables them to have lower agency conflicts, while public firms
generally have more dispersed ownership. Second, bidders avoid the public pressure from
outside investors and therefore they have the opportunity to avoid hubris-motivated
takeovers. This gives them the ‘privilege’ to stop any negotiations without incurring high
‘prestige’ costs. In addition, the nature of bidding private targets ‘auto-protects’ the

acquiring company by the managers’ empire building incentives, since in most cases such

acquisitions do not offer them the prestige they pursue.
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2.2.3. Bidder Returns: Subsidiary Targets

There are three papers that we are aware of in the literature which examine bidding returns
when the target is a subsidiary firm and which at the same time take notice of the method
of payment. Fuller et al. (2002) use a sample of 539 US bidders that make many
acquisitions (3135) within a three-year period. They provide evidence that acquiring firms
exhibit significantly positive returns (2.75%) when purchasing subsidiary firms, and these
returns become higher (3.23%) when stock is used as a method of payment. Moeller,
Schlingemann and Stulz (2004) also find positive and significant abnormal returns for
acquisitions of subsidiary targets. According to Fuller et al. (2002), one reason why a firm
sells a subsidiary is to gain from increased focus, and therefore diversified firms might
accept a relatively lower price for an asset sale than a non-diversified firm. However, there

is poor evidence that diversified parents will sell subsidiaries at a discount relative to non-

diversified parents.

In addition, Faccio and Masulis (2005) posit that when a subsidiary acquisition takes place
cash is preferred as a method of payment. Bidders are likely to prefer cash, given the
illiquid and concentrated nature of their portfolio holdings and the often-impending
retirement of a controlling shareholder manager. Similarly, corporations selling
subsidiaries are often motivated by financial distress concerns or a desire to restructure
towards their core competency. Consequently, there is strong preference for cash
consideration in order to realize these financial or asset restructuring goals and also due to

the fact that bidders are frequently motivated to divest subsidiaries to finance new

acquisitions or to reduce their tax burden.
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2.2.4. Method of Payment in Mergers and Acquisitions

2.2.4.1. Empirical Findings

Fishman (1989), Berkovitch and Narayanan (1990), Brown and Ryngaert (1991) document
higher returns for cash offers than stock offers at the bid announcement. Travlos (1987),
among others, by using a sample of US public targets, finds negative returns because of
stock financing regardless of the outcome of the bid (successful/unsuccessful) and positive
returns for cash offers. His results are also independent of the type of takeover (merger,
tender offer). In sum, generally the stock (or mixed) offer retlects negative information
about the bidder, whereas zero returns are displayed for cash offers. Therefore, 1t scems

that a crucial issue concerning the determinants of acquiring firms’ returns is the means of

payment that is used at the acquisition.

2.2.4.2. Determinants of Method of Payment

2.2.4.2.1. Asymmetric Information — Signalling Hypothesis

Bidding companies pay the shareholders of the target firms using a variety of means.
Common practices include payment in cash, exchange of shares, and a combination of
both (shareholders may be given a choice). The most common argument for the choice of
cash or stock, as the method of payment, is the information asymmetry-signalling
hypothesis that arises. In the absence of full information regarding the value of a merger

(for example, the estimated value of potential benefits to be achieved through synergy) the

mode of payment conveys a signal to investors. Myers and Majluf (1984) and Leland and
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Pyle (1977) argue that the premise of information asymmetry raises the proposition that
managers with private information that their firm’s shares are overvalued offer these
shares in takeover bids. Outside investors, recognizing the adverse selection problem,

consequently revise their estimate of the offer’s value downwards. The target’s

shareholders also demand a higher premium to compensate for the ‘lemons’ problem in

share-based bids, and therefore this seems a plausible explanation for the negative share

price performance of bidders when they use stock in takeovers.

Hansen (1987) and Fishman (1989) enrich the asymmetric information hypothesis by
considering the case where the target firm’s managers are better informed about their
firm’s value. Hansen (1987) posits that when bidders and targets have private information,

then a ‘double lemons’ problem is set up, since bidders do not offer stock when they

believe their shares are undervalued and targets only accept cash when their share value
(based on their private information) is less than the offer. In other words, the double lemon
problem sources from both bidders’ and targets’ managers recognizing the adverse
selection bias in the other’s decision. Hansen’s (1987) model addresses the issue of
uncertainty in target valuation, and therefore in this case a stock offer is suggested as it has
‘a contingency pricing effect’. In such a case, targets are forced to share part of the risk
that the stock is overvalued.'” In any case, Hansen’s (1987) model predicts that cash offers
always send a credible signal that the bidder’s shares are undervalued and also they should
be selected when there is high uncertainty on their own firm’s value, while a stock offer

should be made when there is high uncertainty on the target’s value.!' This uncertainty

(asymmetry) is likely to rise as the targets’ assets rise in value relative to those of a bidder

(Faccio and Masulis (2005)).

' In cash offers the bidder bears the entire cost of overpayment (Eckbo et. al., 1990).
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In Fishman’s (1989) analysis, bidding firms decide between cash and share offers on the
basis of their private information about the value of the merger. Bidders who estimate a
high value make high preemptive cash bids to deter potential competing bidders, assuming
that the bidder’s expected pay off is decreasing in the initial bidder’s valuation of the
target. However, targets with private information about their own value make cash
exchange risky for the bidders because of the adverse selection problem. In sum, a cash
offer has the advantage of preempting potential competing bidders, while the advantage of
a share offer is that it induces the target to make an efficient accept/reject decision and
thereby reveal its private information about expected future cash flows. Fishman (1989)
predicts that an initial bidder’s expected pay off is higher if cash is offered rather than
shares. Similarly, Berkovitch and Narayanan (1990) argue that bidders whose private
information is more favourable regarding either their own pre-merger values or the

synergy use cash and this explains why bidders’ prices react more favourably to cash

rather than stock offers.

2.2.4.2.2. Relative Size Proposition

Numerous studies have also been launched with regard to the impact of relative size of
target-to-bidder on payment methods. According to Jensen and Ruback (1983), the return
of bidders depends on the relative size of targets. The main findings are: i) the larger the
relative size of targets to bidders, the higher the CAR will be (Asquith et al. (1983), Jarrell

and Poulsen (1989) and Kang, (1993)). This is linked to the suggestion made by Loderer

and Martin (1990) who claim that large firms seem to pay too much for their targets and

large bids seem to be overpriced on average- facts that deteriorate the share price

'! Berkovitch and Narayanan (1990) and Eckbo et al. (1990) show that higher valued bidders will use cash or a
higher proportion of cash to signal their value to the market.
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performance. Ang and Kohers (2001) proceed to a further analysis concerning relative
size, supporting first that the relative size of target to bidder is critical to the bidder’s
performance, and second that the acquiring return when bidding for a public target is
significantly smaller than the return when bidding for a private target. ii) The larger the
size of the target firm, the more likely the acquirer is to use share financing in M&A deals
(Myers and Majluf (1984) and DeAngelo et al. (1984)). Grullon, Michaely and Swary
(1997) examine 146 mergers during the period 1981-1990 to explore the determinants of
payment methods by testing the capital position of the merged companies, the relative size
of targets, and the return on equity of both parties. They find that share exchange 1s more
likely to be used in mergers where targets have a high capital adequacy relative to the

bidders as indicated by the higher ratio of share-to-cash, which is equal to 2.12%.

2.2.4.2.3. Managerial Ownership Proposition

The choice of financing alternatives in corporate acquisitions must be related to the
managerial ownership fraction of both parties (acquirer and target). It is often viewed that
the greater the management’s share of the acquiring or target firm, the more likely cash
financing is adopted. One explanation of this strategy in M&A deals 1s that the managers
of both parties offer (or accept) cash as the medium of exchange in order not to dilute their
already existing control after the acquisition. Stulz (1988) examines the relationship
between the choice of payment methods and the managerial ownership of acquiring firms.
His study shows that the larger the fraction of the ownership held by the acquiring firm,
the less likely an acquisition is financed by using a share exchange. Under such a
circumstance, the management of the bidder is reluctant to offer shares in order to avoid

diluting their original control after the acquisition.
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Amihud, Lev and Travlos (1990) use a sample of 209 US acquisitions during the years
1981-1983 and document negative returns for bidders that use stock financing, as a means
of exchange, and have low managerial ownership. They find that in cash financing deals
the top five officers and directors of the firm hold about 11% of the company’s shares,
while in share financing, less than 7% are held by them. This result indicates that
managers with relatively higher shareholdings in their firms prefer financing acquisitions
with the use of cash to share, because, as Amihud et al. (1990) point out, they do not want
to increase the risk of losing control after the acquisitions..12 However, given the above

argument, the use of stock may signal to investors that the acquisition i1s not value

decreasing.

Finally, Faccio and Masulis (2005) argue that cash is the method of payment that should
be preferred when preserving control is important for bidders, especially under
circumstances where continued corporate control is threatened. The corporate control
incentives to choose cash are likely to be strongest when a target’s share ownership 1s
concentrated. On the other hand, stock financing would have better effects 1if the
shareholder has supermajority voting rights because, in this case, it would not have the

opportunity to threaten the continued control of shareholder.

2.2.4.2.4. Taxation Implication Proposition

It 1s well known that any capital gains must be realised immediately for tax purposes due

to higher depreciation tax shields (Carleton et al. (1983)). Therefore, a cash offer in M&As

could, in theory, bring about higher premiums when compared with a share exchange. In

other words, due to the existence of different tax treatments, the acquirer must pay a

'? The same view is analyzed by Martin (1996).
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higher acquisition price in the case of the cash offer to offset the tax burden of the target
shareholders, while many stock exchanges will be treated as tax-free transactions. This

proposition has long been addressed and confirmed by earlier studies.

Wansley, Lane and Yang (1983) link their study to the relationship between the tax status
and payment methods. They find that targets’ returns are higher when financed by cash
(33.54% by cash versus 17.47% by stock) and contribute this result to the taxation
implication theory. They conclude that the fact of the substantially higher returns to target
shareholders when financed by a cash offer indicates that acquirers need to pay the
additional tax burden for the targets under such a circumstance. In this respect, a share
exchange will defer the tax consequences until the share is eventually sold. If this is

valuable, they may accept a discounted price and therefore, due to the lower price, bidders

will perform higher returns under a stock offer.

According to Harrs, Franks and Mayer (1988), however, there seems to be no clear
evidence showing that the capital gain taxes are the main concern of the acquisition
financing when cash is used in this circumstance. As they show, cash financing in the
period 1965-1969 declines (with a percentage of 18.6%) when compared with that of the
previous period 1960-1964 (29.2%). However, this trend was reversed from 1975 to 1979
with the proportion of cash financing rising to 33.6%. Consequently, this empirical

evidence does not show a strong linkage between the capital gain tax and the use of cash

as the medium of exchange.
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2.2.4.2.5. The Growth Opportunity Proposition (Glamour Vs Value Acquirers)

Glamour acquirers are those firms that are highly valued as a result of their prior stock
market performance. Their stocks receive premium ratings in the form of low B/M value.
In contrast, firms with high B/M value ratings are undervalued, but they may have the
potential for subsequent value gains (high growth opportunities). In other words, glamour
stocks are high growth firms and value stocks are low growth firms. Rau and Vermaelen
(1998) suggest that glamour acquirers outperform value acquirers after merger,
irrespective of the payment method used.” In some ways the market fails to understand
that past managenial performance is not necessarily a good indicator of future
performance, at least in the case of acquisitions.'* This result is in contrast to their findings
for the long-run performance of bidding firms. They also report a significant tendency ot

glamour acquirers to finance their acquisitions with their own stock'® and this tendency is

stronger in mergers than in tender offers. '

Taking the above into consideration, the alternatives for payment methods used in M&A
deals depend, to some extent, upon the acquiring firm’s growth opportunities. Martin
(1996) uses a sample of 846 US acquisitions for the period 1979-1988 and finds, in
contrast to Rau and Vermaelen (1998), that acquiring firms with greater growth

opportunities (value acquirers) are more likely to use share exchange in acquisitions. A

'> The main argument here is the extrapolation hypothesis that explains the differential performance of glamour
and value acquirers. Acquirers commanding a high market rating due to their recent performance and expected
future performance (glamour acquirers) may act out of overconfidence or hubris in making acquisitions. The
stocks of such companies may also be overvalued and although the managers may be aware of such
overvaluation, the stock market may be not.

' However, Sudarsanam and Mahate (2003) find, by using a sample of UK public firms, that overall value
acquirers outperform glamour acquirers at bid announcement.

' Consistent with the information asymmetry argument, glamour acquirers tend to have high past share price
returns, while the opposite is true for value acquirers. Hence, it seems plausible for glamour acquirers to use
their ‘overvalued’ equity as a method of payment and value acquirers to use cash for the opposite reasons. This
view is also supported by Dong et al. (2005).

37



Chapter 2 Bidder Gains and Losses of Firms Involved in Many Acquisitions

possible interpretation of this result is that acquiring firms would need more cash (if

available) under such a circumstance to satisfy their growth opportunities, while they

would also aim to mitigate the possibilities of overpayment (especially when the target’s

B/M value is also high).

2.2.4.3. Joint Method of Payment

The form of cash-share combination has most commonly been used in the UK rather than
in the US. The literature provides ambiguous results with regards to the empirical evidence
from acquiring firms’ abnormal returns when they select to use both cash and stock as the
method of payment. For example, Eckbo et al. (1990) find significantly positive abnormal
returns for mixed offers, which are also higher than for either all stock or all cash bids. On

the other hand, Travlos (1987) and Asquith, Bruner and Mullins (1983) find negative

excess returns for combined cash/stock offers.

According to Eckbo et al. (1990) it appears that there is a relation between mixed payment
and the bidder’s private information about its value and the value of the synergy, as well
as that only mixed payments contain signalling information and synergy revaluation
components. As they suggest, two-sided information asymmetries between the bidder and

the target firms can lead to an optimal mix of cash and stock as payment in the transaction,

while the value of the bidder’s residual claim increases with the size of cash offer.
Blackburn et al. (1997) argue that the joint method of exchange functions as a viable

mechanism for overcoming the information asymmetry dilemmas (pure cash or stock). In

'* In our study, we will not investigate the differential performance of mergers and tender offers, since in the UK
the vast majority of offers are tender offers.
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addition, the combination of cash with stock payment may represent the only instance in

which both signalling and re-evaluations exist.

2.2.5. Domestic Vs Foreign Targets

The growth of Foreign Direct Investment (FDI) has been one of the most remarkable
features of the worldwide economy. A key characteristic of this growth is the form it has
taken. FDI can take a variety of forms including the establishment of ‘green-field’ sites
and joint ventures. Nevertheless, the most dominant form of FDI is via cross-border
acquisition activities, which have been, to an extent, extreme both in the US and UK. For
example, in the US, on average over the 1984-1995 period, cross-border acquisitions
accounted for over 90% of US FDI inflows, while in 1998 in the UK,!” cross-border
acquisitions accounted for around 80% of FDI outflows. Moreover, cross-border
acquisitions have risen substantially in recent years; Gregory and McCorriston (2001)

report that in 1995 the value of acquisition purchases by the UK was almost 30 million

dollars, while in 1999 this had risen to 209 million dollars.

Results from prior research are ambiguous. Some studies suggest that returns to cross-
border M&As are generally negative, confirming that FDI is inherently risky (Lee and
Caves (1998)) while others provide evidence that there is no wealth effect to shareholders.
Doukas and Travlos (1988) found by using a US sample that, on average, there is no
significant impact on returns of bidding firms. Other US studies focusing on returns to

bidders include Fatemi and Furtedo (1998) and Markides and Ittner (1994) who reported

"’ This data comes from World Investment report 2000: Cross-Border Mergers and Acquisitions and
Development, UNCTAD (2000).
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non-significant positive abnormal returns, and Datta and Puia (1995) who suggested
negative abnormal returns for acquirers buying foreign targets. For non-US countries,
Kang (1993) concluded that positive abnormal returns to Japanese bidders buying US
firms were most probably due to the weakness of the US dollar. In addition, for UK
bidders, Eun et al. (1996) obtained considerable negative abnormal returns, while Cakici et
al. (1996) found significantly positive abnormal returns around the event date for acquirers
whose gains are more likely to be affected by the presence of hostile bidders. Moreover,
Gregory and McCorriston (2001) report insignificantly negative returns. Finally, Goergen

and Renneboog (2004) provide evidence of higher CARs for UK bidders (1.5%) than the

CARs of bidders coming from the Continental Europe (0.9%).

With respect to the method of payment, until very recently, foreign acquisitions by UK

companies almost universally involved cash as the targets were frequently unwilling to

accept foreign equity (Gaughan (2002)). Therefore, a positive signal from paying with

cash might be diminished or non-existent for cross-border transactions. Most studies in the
US and the UK document that domestic acquisitions financed by cash exhibit returns not
significantly different from zero.'® The dominance of cash form of financing may also
occur due to corporate governance issues. Bidders coming from countries with poor
corporate governance are forced to conduct a merger more expensively when they use
stock as the medium of exchange rather than cash. However, common sense would
indicate the use of equity when the target is assumed to have proprietary information about
its value. In this way, acquirers would be able to take the opportunity to make the pay off

to the target sharcholders contingent on the overall value created by the acquisition

'* However, Gregory (1997), in a study of UK domestic acquirers for 1984-1992, provides weak evidence that
cash acquirers may underperform. He finds that returns are just significantly negative under some benchmarks.
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(Hansen, 1987), reducing the cost of adverse selection. Finally, according to Moeller and

Schlingemann (2004), cross-border acquisitions often involve fewer private targets.

2.2.6. Multiple Acquirers

Numerous studies -especially recently- have examined the performance of multiple
bidders. Asquith, Bruner and Mullins (1983) find that most bidding firms make multiple
bids: 45% of their sample made four or more subsequent bids during the period from 1963
to 1979. By analyzing the abnormal returns for successive merger bids (up to four) of 156
firms that initiated merger programmes, they find that bidder returns remain positive at

roughly 2.5% through the fourth bid. They also suggest that the market’s reaction to

mergers may differ at various times in a merger programme.

Schipper and Thompson (1983) examine bidder returns for 55 firms that engaged in
acquisition programmes between 1952 and 1968. They report positive abnormal returns of

13% in one year up to and including the announcement of the acquisition programme.

However, they find little stock price reaction'’ to subsequent acquisition announcements=’

because, as they argue, most of the benefits of a merger programme are capitalized at or

before the announcement of the programme (in contrast to Asquith et al., (1983), who find

conflicting evidence).

"% Stock price reactions reflect both the economic importance of events and the extent to which events are
surprises. Economic_impact: Capitalized value of future net cash flows resulting from the event’s occurrence.
Hence, it is the difference between the firm value given that the event occurs now and the firm value given that
the event does not and will never occur (NPV of the event). Event announcement: Event occurrence.
Announcement resolves uncertainty concerning the event’s timing. An effect is the change in firm value
%tributable to this resolution and uncertainty.

Malatesta and Thompson (1985) use Schipper and Thompson’s (1983) data to test a model of stock price
reaction to partially anticipated events. They find significant bidder returns at the acquisition announcement
even by firms that had previously announced an acquisition programme. They also claim that the investor’s lack
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Loderer and Martin (1990) use a sample of 1,538 bidders acquiring 5,172 targets from
1966 to 1984 to explore the impact on short-run returns of acquirers. They show that first
acquisitions lead to significantly larger announcement returns®' than other acquisitions and
are more positive when they are the only acquisitions in the series than when they are the
first of two acquisitions. They conclude that acquisitions are profitable and that partial
anticipation causes estimation bias, because frequent acquirers experience a positive

revaluation while announcing the first acquisition in a series, and then weaker positive

revaluation’s when announcing subsequent acquisitions.

Past literature predicted positive relationship between acquisition experience and
performance based on: 1) acquisitions similar to each other and ii) past acquisition
experience is generalized from one organizational acquisition to another.”* With regards to
the above arguments, Haleblian and Finkelstein (1999) posit that the greater the extent to
which two targets are from the same industry, the more likelihood the positive outcome.
This is because multiple bidders generalise past acquisition knowledge, which is consistent
with the findings of Hayward (2002). In addition, a negative relationship might be

expected between first and subsequent acquisitions when the programme announcement

and the announcement of the acquisition occur tt::agether.23

Rovit and Lemire (2003) examine the performance of 724 large US companies that made

7,475 acquisitions from 1986 to 2001. They reported that acquirers carrying out more than

of perfect foresight regarding the timing of acquisitions’ attempts and that previous attempts do not convey
much information about future attempts.

*! Rosen (2002) examines a sample of US bidders over a three-year period and finds that the short-run reaction

is independent of whether the announcement is the first by a firm in the previous three years, but the first time
bidders do better than subsequent ones in the long run.

* For example, see Lubatkin (1983).

1:3 This i; in contrast to the findings of Schipper and Thompson (1983), suggesting that positive abnormal return
is assoclated with the announcement of acquisition programmes.
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twenty deals in 15 years outperformed firms that made one to four deals. Furthermore,

they suggest that those acquirers that buy in specific parts of the economic cycle

(recession, growth, and in between) lag behind constant buyers in performance.

Fuller, Netter and Stegemoller (2002) investigate the short-run returns to 539 acquirers

that carry out at least five acquisitions over a three-year period from 1990 to 2000. They

find that first bids are associated with significantly positive returns, whereas returns to
fifth and higher bids are insignificant and sometimes negative. As they claim, this finding
stems from the fact that after making many quick acquisitions,** bidders either negotiate
less efficiently or create less synergy in later deals. In addition, they find that the shorter
the time period surrounding acquisitions, the lower the acquirer’s return, which is
consistent with their above explanation. Finally, they posit that the method of payment

used or the public status of the target firm may actually be key issues in explaining the

acquiring firm’s performance.

2.3. Data and Methodology

2.3.1. Sample Selection

We identify a sample of successful acquisitions by UK public companies that acquired

both domestic and foreign targets, announced between 1 January, 1985 and 6 May, 20047
The sample acquisitions are drawn from the Thomson Financial Securities Data

Corporation’s (SDC) Mergers and Acquisitions (M&A) Database and the period selected

o However, Hayward (2002) argues that very long intervals increase the likelihood that inferences from prior
experiences are ‘unavailable, inaccessible and unapplicable’.

“ Fuller et al. (2002) find that the SDC announcement date is within two days of the announcement date found
by a search of other sources for each of the 500 mergers they examined.
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1s driven by the total availability of SDC Database and the definition of multiple bidder we

set (acquiring three targets within a three-year period).’® The following criteria are used in

selecting our final sample:

- Acquiring firms are UK firms publicly traded on the London Stock Exchange (LSE) and
have five days of return data around the takeover announcement listed on the Datastream

Database.

- The acquirer completes bids for three or more targets in any three-year window during the

sample pertod.

- The bidder acquires at least 50% of the target’s voting shares as a result of the takeover.

- The target is a public firm, a private firm, or a subsidiary. 27

- The deal value is one million dollars or more.”® The definition of value of transaction is
the total value of consideration paid by the acquirer, excluding fees and expenses. The
dollar value includes the amount paid for all common stock, common stock equivalents,
preferred stock, debt, options, assets, warrants, and stake purchases made within six
months of the announcement date of the transaction. Transaction values in foreign

currencies were converted to sterling using the exchange rate at the end of the

announcement month.

- We delete financial and utility firms (following Fama and French (1992)) for both bidders

and targets.

% SDC is a commercial database that includes information on UK takeover bids since 1980. However, the first
?_}ultiple bidder appears to do the first bid in 19835.

We examine subsidiary targets, as they are one of the three main categories of the market for corporate
control. All subsidiary targets are unlisted companies after checking the Target Public Mid Code from the SDC
database.

* We employ a one million dollars cut-off point to avoid results being generated by very small deals. Similarly,

studies like Fuller, Netter, and Stegemoller (2002), Moeller, Schlingemann, and Stulz (2004) in the US use a
cut-oft point of one million dollars.
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Finally, we exclude from the main analysis clustered acquisitions where the bidder
acquires two or more firms within a five-day period, as under such a circumstance we are
unable to isolate the bidder’s return for a particular target. Therefore, we only include the
first of the clustered bids. Eventually, our sample that satisfies all the above restrictions
consists of 618 unique bidders acquiring 4,173 targets. As we use Dimson, Nagel and
Quigley (2003) UK three-factors to account for UK book-to-market peculiarities, we
include in our long run analysis bids carried out between 1985-1998 for three-year
analysis (2,607 firms), bids up to 1999 for two-year analysis (2,995 firms), and

acquisitions from 1985-2000 (3,383 firms) for one-year analysis respectively.

Similar to Ang and Kohers (2001), we group the method of payment into three categories:
(1) cash financing includes transactions made solely in cash, or cash and debt;*’ (2) stock
offers are defined as transactions made solely in common stock; and (3) combination

financing comprises offers consisting of both cash and stock and/or convertibles, and

methods classified as “other” by SDC.

2.3.2. Sample Description

We display the summary statistics for the firms making multiple acquisitions and their
targets in Table 2.1. In Panels A, B, C, and D we report the annual mean and median
bidder and target size for all bids, only public bids, only private bids, and only subsidiary
bids, respectively. The mean and median size for each bidder and each target are presented

in the year of bid announcement. A particular bidder is represented only once per year, but

29 : Co
We examine a sample of 100 random companies with same average MV to the overall sample and we exclude
loan notes from cash payments. Our results are robust to this exclusion. We also investigate whether the cost of
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may be represented multiple times over the 20-year period. The acquirer’s market
capitalization equals the price per share one-month prior to the bid announcement times
the number of common shares outstanding. For public targets market, capitalization is
defined similarly to the acquirer’s one, whereas for private and subsidiary targets, the
market capitalization is assumed to be the value of the deal when announced. The final
row of each panel represents the mean and median size for each unique bidder and target,
counted only once. Hence, for the entire sample in Panel A, the mean (median size) of the
bidder is 488.19 million sterling (77.335 million sterling) for 618 unique acquirers, while
for 4,173 unique targets the mean (median) size is 37.213 million sterling (6.16 million
sterling). Panel A also provides a general trend in M&A activity; after the mid-80s there

was a gradual increase in the number of takeovers for public, private and subsidiary

targets, dropping slightly by 2000.%°

In Panels B, C, and D we provide the mean and median size based on the distinction of
whether the target is public (Panel B), private (Panel C), or a subsidiary of a public firm
(Panel D). In sum, Panel B provides that the mean (median) size is 159.058 million
sterling (42.33 million sterling) for 195 unique public targets. Panel C shows that the
private target mean (median) size is much smaller than for public targets (15.807 million
sterling (4.75 million sterling) for 2,459 unique private targets). Panel D reports that the

1,519 unique subsidiary targets are also smaller than public targets (mean (median) size of

56.23 million sterling (8.7 million sterling)).

debt contaminates the results we get on cash payments and we find that it has no effect enhancing the validity of
our results,

*® Despite the decrease in number of deals after 2000 the total value of transactions has significantly increased.

As an indication of the latest data evidence, the total value of takeovers in the first quarter of 2004 is almost
double than that of the first quarter of 2003.
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2.3.3. Methodologies

2.3.3.1. Short-Run Event Study

Event studies, introduced by Fama et al. (1969), produce useful evidence on how stock
prices respond to information. Many studies focus on returns in a short window (a few
days) around a dated event. An advantage of this approach is that because daily expected
returns are close to zero, the results are typically insensitive to the model chosen for
expected returns and therefore the model does not have a big effect on inferences about
abnormal returns. Hence, in the short-run, different event study methodologies provide
approximately consistent abnormal returns. Andrade, Mitchell and Stafford (2001) refer to
short window event studies as: ‘The most statistically reliable evidence on whether
mergers create value for shareholders.’ Literature also provides evidence that, in the short-

run, the choice of benchmark used is not important (in contrast to long-run studies) for the

measurement of abnormal returns.

Event study analysis provides a direct measure of value created for investors and a
forward-looking measure of value creation. In theory, stock prices are the present value of
expected future cash flows. However, this requires significant assumptions®® about the
functioning of stock markets: efficiency, rationality, and absence of restrictions on

arbitrage. Research suggests that for most stocks these are not unreasonable assumptions,

on average and over time.

m

*! The basic assumption in studies that focus on short return windows is that any lag in the response of prices to
an event is short-lived.
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A substantial amount of evidence can be assembled to support the market efficiency
argument. If markets were not efficient they would adjust slowly (or not at all) to new
information. Results from over 100 studies carefully documented by Elton and Gruber
(1987) show that the market responds rapidly to new information. In fact, the typical result
in event studies using daily data (as we do) is that, on average, stock prices seem to adjust
within a day to event announcements. As Jensen (1988) notes, ‘although the evidence is
not literally 100 percent in support of the efficient market hypothesis, no proposition in

any of the sciences 1s better documented.” Thus, there is ample evidence for the market

efficiency assumption underlying event study methodology.

2.3.3.1.1. Our Approach

For the purpose of our study, we follow the standard event study employed by Fuller et al.
(2002) and Dong, Hirshleifer, Richardson and Teoh, (2005) to calculate Cumulative

Average Returns (CARs) for the five-day period [-2, +2] around the announcement date as

supplied by SDC. We estimate the abnormal returns by using a modified market-adjusted

model:

where,

R, is the Return on firm 1 and

R, is the Value Weighed Market Index Return (FT-All Share)

Briefly analyzing our approach, the model used provides that the residual represents the

abnormal return, which is part of the return that is not predicted, and it is therefore an

estimate of the change in firm value on that day, which is caused by the event. Then, we
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cumulate the average returns for each firm over the five-day period to produce the

Cumulative Abnormal Return CAR, where

The final step is to average the CAR in order to get the Cumulative Average Residual or

Return, which represents the average total effect of the event across all firms over a

specified time interval (five days in our circumstance).

The market adjusted return method can be thought of as an approximation to the market

model where a,= 0 and B,=1 for all firms. Because «, is usually small and the average

J; over all firms 1s 1, this approximation usually produces acceptable results.

We do not estimate market parameters based on a time period before each bid since, for
frequent acquirers, there is a high probability that previous takeover attempts would be
included in the estimation period, hence making beta estimations less meaningtul.
Additionally, it has been shown that for short window event studies, weighting the market

return by the firm’s beta does not significantly improve estimation (Brown and Warner
(1980)).
2.3.3.1.2, Conventional Parametric Student t-test

The t-statistics are estimated using the cross-sectional variation of abnormal returns. More
specifically, the test statistic of the null hypothesis that the mean CARs is equal to zero for

a sample of n firms is as follows:
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f.,. = CAR, / o(C4r,) | Vn)

where CAR, is the sample average and o(CAR,) 1is the cross-sectional sample standard

deviations of abnormal returns for the sample of n firms.

2.3.3.2, Long-Run Event Study

We are interested in examining the long-run performance of frequent acquirers within a
maximum 36-month post-acquisition period. It is obvious that in our analysis a subsequent
acquisition will occur within less than 36 months after a previous acquisition, since our
sample consists of multiple acquirers. Therefore, for the purpose of our study we use the
‘rolling portfolio approach’ (or Calendar Time Analysis as it is more commonly known),
which sidesteps the problem of cross-sectional dependence of observations.”* The
Calendar Time Approach was originally used by Jaffe (1974) and Mandelker (1974),
advocated by Fama (1998), and later applied by Loughran and Ritter (1995), Brav and
Gompers (1997) and Mitchell and Stafford (2000). Instead of computing abnormal returns,
for example for three years after an event, all firms that have had an event in the last three
years are collected into a portfolio. Time series regressions of monthly returns on this
portfolio based on factors that determine expected returns are estimated, yielding point
estimates of abnormal returns and significance levels. However, Loughran and Ritter

(2000) strongly oppose the calendar time approach and argue that it is the least powerful
test of market efficiency as it weights each month equally. But usually there will be more
events in some months than others due to firms picking periods of misvaluation to
announce corporate events such as takeovers. According to Mitchell and Stafford (2000),

due to the number of firms being different for each month, heteroscedastic residuals are
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likely to be present when regressing calendar time average portfolio returns in excess of
the risk free rate against the factors of an asset-pricing model. Hence, when performing
our regressions we control for heteroscedasticity using Andrews’ (1991) heteroscedasticity

and autocorrelation consistent standard errors. The same procedure is followed for the one

and two-year period after the event respectively.

2.3.3.2.1. Our Approach

For each calendar month, a portfolio is formed by including all qualifying takeovers
during the last three (one and two as well) years. On the first month only takeovers with
effective dates on this particular month are included.®> Each month we rebalance our
portfolio to include all acquirers that have just completed an event and to disregard all the
ones that have just completed 36 (12 and 24 as well) months in our calendar approach.
Equal weighted returns are used to average the performance of individual returns in our
sample following the suggestion of Loughran and Ritter (2000), who prove by using
simulation and sensitivity analysis that value weighted returns tend to underestimate

abnormal returns to managerial choice variables such as takeovers.

Our next step looks at the estimation of the calendar time return by using the well-known,

and commonly accepted in the UK, three-factor regression model, as identified by Dimson

3 Cross-sectional dependence caused by overlapping observations drives standard errors downwards and
therefore causes t-statistics to be biased upwards.

3 Price data for each acquirer are downloaded starting from the effective month of the takeover in each case.

Consequently the returns data generated for each acquirer are available from the month following the effective
month and for 12, 24 and 36 subsequent months (i.e. t+1..t+12....t+24...t+36). This approach is preferable in
our case as we are more interested in whether slow information diffusion generates overpricing and subsequent
long-run underperformance.
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et al. (2003) to account for the UK B/M ratio peculiarities®® (originally used by Fama and

French (1993)):

R,-R,=a,+B (R, —R,;)+sSMB, + h, HML, + ¢,
where R, is the simple average monthly return on the calendar-time portfolio, R, is the

monthly return on three-month Treasury bills, R is the return on a value weighted

mt

market index, SMB, 1s the zero-cost portfolio capturing the difference in the returns of a

value weighted portfolio of small stocks and large stocks, and HML, is the difference in

the returns to a value-weighted portfolio of high book-to-market stocks and low book-to-

market stocks. In addition, B,, s, and A, are regression parameters specific to the portfolio

and ¢, is the error term. The intercept is interpreted as the average of the individual, firm-

specific intercepts. A positive (negative) intercept indicates that after controlling for
market, size and book-to-market factors in returns, a sample firm has performed better
(worse) than expected. The above procedure is repeated three times (for one, two and three

years respectively) for all seven portfolios identified.

** Dimson et al. (2003) use different breakpoints to those of Fama-French (1993) to construct size and book-to-

- market portfolios mainly due to size and value being negatively correlated in the UK and large firms (small
firms) being concentrated in the low (high) B/M quartile.
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2.4. Empirical Evidence

2.4.1. Abnormal Returns by Target Type and Method of Payment

We present (in Tables 2.2, 2.3, 2.4, and 2.5) the five-day cumulative average returns
(CARSs) to multiple bidders classified by type of target and method of payment. In Table
2.2 (Panel A) we report the CAR for the full sample of bidders, where several patterns are
identified. In numbers, for all bids, the CAR is statistically significant and positive
(0.74%). However, when we differentiate the returns on the basis of whether the target
was public or not, we obtain significantly negative CARs of —1.95% for public targets, but
significantly positive CARs for private and subsidiary targets of 0.73% and 1.09%
respectively. This is consistent with the UK studies of Firth (1980), Draper and Paudyal
(1999, 2004), Sudarsanam, Holl and Salami (1996) and Sudarsanam and Mahate (2003)
who find negative and significant bidder abnormal returns surrounding the announcement.
We observe that for public targets the CAR is, surprisingly, significantly negative
irrespective of the method of payment (cash,” stock or combination), while the
performance worsens when stock is used as the method of payment (-4.05% relative to -
1.16% for cash financing). This is consistent with Myers and Majluf’s (1984) hypothesis
which suggests that the greater information asymmetry associated with stock payments
leads to more negative performance.”® The negative returns we obtain for cash payment

may be due to higher offers (premium) for cash exchanges to compensate target

shareholders for the immediate payment of taxes.

*> Draper and Paudyal (1999) find insignificant returns for cash payments. They argue that this is consistent with

the competitive takeover market hypothesis suggesting that the acquisition of a firm is a zero net present value
transaction.

* Myers and Majluf (1984) argue that the premise of information asymmetry raises the proposition that
managers with private information that their firm’s shares are overvalued offer these shares as consideration in
takeover bids. Outside investors, recognizing the adverse selection problem, consequently revise their estimate
of the offer’s value downwards, a plausible explanation for the negative performance of stock deals.
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If the target is private, overall bidder returns are significantly positive, insignificant if the
bid 1s made with stock but positive and significant if the bid is made with cash or
combination (0.46% and 1.02% respectively). In addition, the market views acquisitions of
substdiaries positively, regardless of the method of payment: more specifically, we obtain
a positive and significant CAR of 0.98% and 1.26% for cash and combination financing
respectively. For stock acquisitions insignificant returns are realized. It is interesting that
subsidiary targets offer acquiring firms the largest abnormal returns.>’ Another noticeable
point is that when comparing the frequency of payment types by listed targets, we find a
‘balanced picture’, since the frequency of cash deals for listed targets (48%) is almost the
same as the frequency of stock and mixed deals (52%). Nevertheless, unlisted targets
exhibit substantially lower levels of stock financing (3.5% and 1.8% respectively). Note
that private companies are very closely held. Consequently, according to Martin (1996),
since stock-financed acquisitions typically reduce the wealth of the acquiring firm’s

shareholders, the likelihood of acquisitions being financed in this manner should be lower

when blockholdings are higher.

In Panels B and C of Table 2.2 we differentiate our results on the basis of whether the
acquisition return reflects the first bid or the third and higher bids. We expect that bidder
returns on the third and higher bids will contain relatively less information about the
bidder than the first bid since the market has learned about the bidder, and correspondingly
contain relatively more information about the synergies and division of gains in the deals

than earlier bids. Consistent to Asquith et al. (1983), our results suggest that the market

reaction to later deals is different than the reaction to the first bid. For public targets, we

*” Note that more than half the acquisitions are made with cash. Hence, especially when one includes private

targets and subsidiaries, the comment of Andrade et al. (2001) that mergers in the last decades are dominated by
a friendly stock swap negotiation is not consistent with our data.
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find significantly negative abnormal returns (-2.29%) to the first bid, interestingly, for
both cash and stock (-2.39% and -2.17% respectively), although the sample sizes are quite
small. Similarly, we obtain significantly negative abnormal returns (-1.95%) for the third
and higher bids for public targets. Public targets acquired with stock (-5.13%)
impressively drive this result. This greater (more than double) negative return for later
deals may be due to the dilution of ownership from offers made for large public firms. The
CAR for the first bids for private and subsidiary targets is positive and significant (1.12%
and 1.46%), regardless of the method of payment. Consistently, returns are also
significantly positive for the third and higher bids for private and subsidiary targets.
However, the magnitude of the positive reaction is less for the later bids and insignificant
for stock financing for both private and subsidiary targets. According to Loderer and
Martin (1990), the evidence of higher abnormal returns for first bids is consistent with the
notion that acquisitions are beneficial to bidding firms and that partial anticipation makes
it more difficult to observe supporting evidence. In addition, Roll (1986) sets the
hypothesis that hubris may cause managers to bid too much for acquisition targets and that
they may not get to do a sufficient number of acquisitions in their career to fully
understand the winner’s curse problem. The tendency to overbid should be particularly

acute for ‘novice’ bidders that, according to previous empirical evidence, do not fare badly

at all.

We could also interpret these results for later bids for private firms and subsidiaries, as a
consequence of the less favourable price that bidders receive when they acquire multiply

private firms and subsidiaries in a short period of time. Another possible explanation is
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that bidders who proceed to quick (i.e. many in a concentrated period) acquisitions seem to

create a relatively small amount of synergies or to negotiate less efficiently.”®

We test these ideas by examining a sample of clustered bids (two or more bids for private
firms made on the same day). The average size of these bids (and the target’s relative size
compared to the bidder) 1s essentially the same as in the full sample in Table 2.2. In Table
2.3 we display the five-day CARs for all bids (238 bids) for clustered private targets,
which is a significant 1.43%, an insignificant 0.92% for 140 cash bids, an insignificant
0.51% for 14 stock bids, and a significant 2.45% for 84 combination bids. Since these
targets are of a similar size to those in the our original sample and there are two or more
targets acquired on the same day, these CARs are smaller in magnitude on a per bid basis
than if only one private firm was acquired on that day. Therefore, according to Fuller et al.
(2002), we can support that bidders do not do as well, per acquisition, either because they

pay too much or create less synergy when they buy multiple private firms in a short period

of time.

2.4.2. Empirical Evidence on Subsidiary Acquisitions

In Table 2.4 we provide the results of subsidiary acquisitions. According to Fuller et al.
(2002), a reason why a firm sells a subsidiary is the gain from increased focus. Therefore,
we assume that diversified firms might accept a relatively lower price for an asset sale

than a non-diversified firm (a diversification discount). We divide our sample of

** Acquisition fieldwork and laboratory experiments show that managers cannot carefully evaluate acquisitions
that occur in quick successton (Haunschild et al. (1994)). Managers often experience an adrenaline rush or over-

exuberance to acquire (Jemisson and Sitkin (1986)) and hence they ignore inferences from prior acquisitions,
particularly if those inferences raise doubts about the merits of the focal acquisition.
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subsidiary targets based on whether their selling parent was diversified or not and we find
that the returns to acquirers buying subsidiaries from diversified or non-diversified parents
are relatively similar for all bids and first bids. First of all, we observe that cash financing
is the significantly dominant method of payment in acquisitions of subsidiaries consistent
with Faccio and Masulis (2005). Another noticeable result is the very high positive and
significant CAR for stock offers to non-diversified firms for all and first bids (9.75% and
13.63% respectively). A possible explanation in the case of non-diversified parents 1s that
targets have sufficient information regarding the fundamental value of bidders’ shares and
therefore they avoid being ‘victims’ of overvaluation, or bidders offer stock at a discount
price for tax reasons. For third and higher bids, only acquisitions made using cash or
combination provide the bidder with significantly positive returns. However, stock
financing provides insignificant results to diversified bidders for all, first, and third and
higher bids respectively, while cash and combination offers exhibit more positive
performance for diversified than no-diversified subsidiaries. Therefore, there 1s weak

evidence that diversified parents will sell subsidiaries at a discount relative to non-

diversified parents.

2.4.3. Bidders Acquiring Both Public and Private Targets

The above results indicate that the market views bids for private firms and subsidiaries

from a different point than those for public firms. As we have already suggested,
consistent with Fuller et al. (2002), this is due to either a difference in the synergies
between acquisitions of public, private, and subsidiary targets or in the division of gains
from the bid. However, one could also argue that these results are due to differences in the

characteristics of bidders for public and private targets. Hence, we examine the returns to
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acquirers separated by those made bids for only private, only subsidiary, and those
acquired both public and non-public targets. Unfortunately for our examination, there is no
bidder in our sample that acquired only public targets. This may be due to the fact that
bidding firms that are involved in merger programmes are very careful in their first
acquisition attempt. A successful completion of an acquisition is a ‘necessary prerequisite’
for the bidders in order to resolve the uncertainty that exists in the market with regards to
the value of their firm (Asquith et al. (1983)). Therefore, it seems plausible that we have
no bidder that acquired only public firms within a three-year period, since the acquisition
of private targets or subsidiaries would have more possibilities for success, due to their
smaller size or if we take notice of the agency problems that exist in public companies. In
Table 2.5 we present the returns to bidders that purchased public, private and subsidiary
targets and we observe very similar results to those of the main sample in Table 2.2. As in
Table 2.2, the average CARs for bidders are significantly negative if the target is a public
firm but significantly positive if the target firm is a private firm or a subsidiary. We could
argue by saying that it is the characteristics of the target firm and its potential relationship

with the bidding firm rather than the bidding firm itself that determines these results.

In Panels B and C of Table 2.5, we examine the returns to multiple acquirers for bids of
only private or only subsidiaries in order to confirm the above results. The CARs to a
bidder that only acquired private firms (Panel B) are positive and significant (0.99%)
similarly to the result we got in Panel A for private acquisitions when the bidder acquires
both public and private firms. However, when we partition the sample according to the
method of payment we obtain insignificant abnormal returns. The same pattern with Panel
A is presented in the CARs of bidders that acquired only subsidiary targets (significant

positive 1.35% CAR compared to significant positive 1.07% CAR of Panel A). Due to this
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consistency between Panel A and Panels B and C, we suspect that bids for only public
firms are likely to exhibit the same picture with those engaged in bids of firms acquiring
both public and private firms. The fact that there are no acquisitions made for only public

firms enables us to conclude that most acquirers prefer to purchase both public and non-

public targets.

In sum, Table 2.5 ofters the opportunity to enforce one of our main arguments, which is a
positive market reaction to acquisitions of private and subsidiary targets, while negative
returns are suspected for acquisitions of public targets. Therefore, whether the market

views positively or negatively the same bidder depends on the type of target, even after

controlling for the method of payment.

2.4.4. Abnormal Returns by Relative Size and Method of Payment

A very important component affecting bidder returns is the target size. Since private
targets are, on average, much smaller than public targets we expect the impact on the
bidder of a private acquisition to be smaller than a public acquisition. Therefore, we
control for the effect of target size on bidder returns in order to be able to compare in a
relatively better manner public and private acquisitions. We use the relative size of target
to bidder by defining it as target market value (when the target is public) or the deal value

(when the target is a private firm or subsidiary) divided by the bidder market value.
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First of all, in Panel A of Table 2.6 for the full sample, we observe that, consistent with the

39

previous empirical evidence,” as the target size increases the CAR also increases. In Panel

B, for public targets, the larger the targets relative to the bidder, the more negative the
acquirer’s CAR. Once again, and in contrast to the literature, the negative return is not
driven by stock offers to public targets, as we identify negative abnormal returns for cash
offers as well. However, for private targets and subsidiaries (Panels C and D) there 1s a
positive relationship between the target’s relative size and the acquirer’s positive abnormal
returns.”’ Interestingly, we observe that, unlike public targets, as the relative size
increases, bidders that acquire private targets with stock have, on average, larger CARs
than bidders acquiring private targets with cash.*! This pattern of higher returns on average
for stock offers than cash offers does not hold for subsidiary targets except for the larger
than 20% relative size level. Finally, in all panels (A, B, C, and D)* we observe that for
relative size lower than 5% cash is used in greater amount than all the other higher size
levels. This occurs because for 5% relative size level most of the larger bidders are
included. Larger firms are more diversified and, thus, have proportionally lower expected
bankruptcy costs. They also have lower flotation costs and are likely to have better access
to debt markets, making debt financing more readily available. Hence, Faccio and Masulis
(2005) suggest that cash financing should be more feasible in the case of larger firms. In
addition, larger firms prefer to use cash financing in small deals, due to its ease of use,
provided they have sufficient unused debt capacity or liquid assets. Further, the use of cash

allows the bidder to avoid the significant costs of obtaining shareholder approval of pre-

3 Asquith et al. (1983) found greater abnormal returns for larger public targets in the 1970s.

* Consistently to Ang and Kohers (2001), bidder return results are robust to size differences between private
and public target takeovers.

*! Fuller et al. (2002) identified a similar pattern for a sample of US takeovers.

*2 Percentage of cash of the sample with relative size lower than 5% compared to relative size levels 5%-9.99%,
10%-19.99% and higher or equal than 20%: (Panel A): 66.24%> 54.95%, 53.24%, 44.44%, (Panel B): 72.72%>

60%, 43.47%, 32.5%, (Panel C): 57.6%> 42.53%, 46.36%, 34.54%, (Panel D): 81.12%> 74.39%, 67.24%,
59.27%.

60



Chapter 2 Bidder Gains and Losses of Firms Involved in Many Acquisitions

emptive rights exemptions and stock authorizations and the higher regulatory costs of

stock offers.

2.4.4.1. Explanations for the Identified Patterns of Acquiring Returns

There are several possible explanations for the deteriorating performance of bidders
completing many acquisitions in a short period of time. As already discussed, one possible
reason is that they are unable to integrate subsequent acquisitions, due to the short interval

among them, and hence each subsequent acquisition results in a worse performance than

the previous one.

According to Conn et al. (2004), the Diminishing Returns Hypothesis applies the
diminishing efficiency of investment schedule to a firm’s acquisition programme. As it
suggests, the best opportunities are taken first and therefore the value derived from
subsequent takeovers follows a declining performance over time. It does not have to be
static, but it does require that the dynamic creation of new investment opportunitics does
not keep up with the speed of the acquisition programme. It predicts that the longer the

gap between subsequent acquisitions, the lower the fall in acquisition performance. 43

The Hubris Hypothesis takes the view that worsening performance is high owing to less
care being taken with the next takeover due to overconfidence drawn from the success of
the previous one. This could manifest in several ways: a less careful choice of targets leads
to a higher price paid for those targets, or a higher leverage being taken on to pay for

subsequent acquisitions. Under this hypothesis, it seems plausible that a decline is much

¥ However, Hayward (2002) suggests a U-shaped relationship between the acquisition performance and the
intervals between acquisitions, which means that the performance is worse either when acquisitions occur in
quick succession or in very long intervals.
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more acute for acquirers whose initial acquisition is successful. Furthermore, the

subsequent acquisitions may sometimes tend not only to create less synergy, but could

also be of destructive value.

In addition, the Merger Programme Announcement Hypothesis explains the decline by
saying that on the announcement of the first acquisition the market both reacts favourably
to that event and also that because the first acquisition is part of a merger programme. This
leads to the first acquisitions being looked on very favourably. When a second acquisition
is announced then there is some announcement gain since it is now a known event, but
part of the value was already discounted in the share price. While this theory predicts a

zero effect on share returns of later acquisitions, it makes no prediction about a decline in

profitability associated with subsequent acquisitions.

The Accounting Manipulation Hypothesis suggests that the market may only imtially
(short-run) be fooled by the accounting manipulations associated with mergers. In simple
words, one accounting explanation for the declining performance is the P/E game that
focuses on increasing Earnings Per Share (EPS) through purchases of targets with
relatively low P/E ratios (compared to the bidder’s P/E). This motive, which has been in

fashion lately, has the qualities of being completely irrational, shortsighted and

unsustainable.

There are several possible interpretations for the negative performance of large public

firms. One could argue that the larger the target is relative to the bidder, the stronger the
target’s negotiating position and ability to extract more of the gain from the transaction. Or

alternatively, bidding firms may find it more difficult to integrate larger public targets into
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their business. However, neither of these explanations clarifies the different relationship
between the returns to bidders and the relative size of the target for bids for private targets
and bids for public targets. Finally, another explanation is that there are fundamental
differences in the division of gains and/or synergies between acquisitions involving public
and private targets, and these differences are magnified by greater the relative size of the

merger. According to Fuller et al. (2002), this may be partially due to a liquidity effect.

Private firms and subsidiaries confront the problem of liquidity, meaning that they cannot
be bought and sold as easily as public firms. Therefore, in order to create an attractive
image for their company and a plausible incentive as a profitable investment opportunity
for potential acquirers, they offer their shares at a discount (liquidity). This strategy of
liquidity discount becomes even more essential due to the lack of an auction-like
atmosphere within private firms, which is in opposition to the auction-like nature and,
obviously, liquidity of public firms, enhanced by the presence of risk arbitrageurs. Risk
arbitrageurs are professional investors that take position in both target and bidder stocks to

provide liquidity to the market and more specifically to public companies (both bidders

and targets).

Takeover bids and substantial acquisition of shares are governed in the UK by the City
Code on Takeovers and Mergers (the City Code), by non-statutory regulation issued by

the City Panel on Takeovers and Mergers (The Panel), and by the Rules Governing
Substantial Acquisitions of Shares (SARs). The entire structure of the regulation

framework of takeovers** favours public targets more in the bidding process than a private

“ The Companies Act (1985) (sections 198 and 199) require that if a holding reaches or exceeds 3% of the
company’s capital, it must be declared. At the same time, the SARs restrict the speed with which a person may
increase his/her holding of shares in a company. Except under specific circumstances, Rule 1 dictates that ‘a

person may not, in any period of 7 days, acquire shares carrying voting rights in a company, or rights over such
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target. For example, Rule 3 of SARs requires a person to disclose, no later than 12 noon on
the business day following the day of the acquisition, the acquisitions and holdings if the
holding exceeds 15% or any whole percentage figure after that. These requirements apply
to public targets, but not to private or subsidiary targets. In addition, firm takeover
defenses apply, in fact, only in the case of public firms which have the ‘privilege’ to resist
any offer, something which sounds very difficult, if not impossible for a private firm that
is for sale.” One could argue that private firms, due to their concentrated blockholder
formation, could very easily reject any takeover offer. However, it has been proved that, in
fact, managers of private firms are relatively more open to the idea of selling the company,

either for reasons of retirement or ownership of illiquid stock options.46 As a result, this
drives them to lose a large part of their advantage in effective bargaining position, and

therefore to sell their companies at a lower value rather than under different circumstances.

However, the liquidity effect alone cannot explain why, as the relative size of the merger

increases, so does the disparity in returns between cash and stock bids for private targets as

shown in Table 2.6 (Panel C).

shares, representing 10% or more of the voting rights if such acquisition, when aggregated with any shares or
rights over shares which he already holds, would carry 15% or more, but less than 30%, of the voting rights of
that company’, According to the City Code (Rule 9) as soon as 30% or more of the voting rights are acquired,
the person acquiring those shares is required to make a mandatory offer. If the holding is just under 30%, under
certain circumstances, the holder may also be required to make a general offer.

* Holl and Kyriazis (1997) suggest that high director holdings (existing in the vast majority of private firms)
from target are more likely to accept the bid and therefore a discounted price should be expected.

** The examples of family firms selling out to conglomerates in the 1960s and of entrepreneurial firms selling
out to Cisco and Intel in the 1990s fit nicely with this view.
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2.4.5. Abnormal Returns by Domestic/Foreign Targets and Method of Payment

Since the UK is a leading player in international acquisitions, the study of UK acquisitions
abroad is an important aspect in determining the overall success of FDI by acquisition.“
Generally speaking, we would expect a worse performance for the acquisitions of foreign
firms. Firms engaging in cross-border M&As are faced with unique risks such as ‘liability
of foreignness’ (Zaheer (1995)) and ‘double-layered acculturation’ (Barkema et al.
(1996)). Differences in national culture, customer preferences, business practices, and
institutional forces, such as government regulations, can obstruct firms from fully realizing
their strategic objectives. Uncertainty and information asymmetry in foreign markets make
it difficult for firms to adjust and learn from both the local market and target firm (Kogut
and Singh (1988), Zaheer (1995)). As a consequence, liability of foreignness and double-

layered acculturation serve as barriers to learning new knowledge and capabilities in a

cross-border M&As.

In Table 2.7 we display the CARs of acquiring firms buying domestic (UK companies) or
foreign (non-UK companies) targets. Panel A reports the results for domestic acquisitions,
which mirror the previous finding obtained in the full sample of Table 2.2. The CARs for
public targets are significantly negative (-4.27%) under stock payment and marginally
significant for joined payment. However, CARs are positive and significant for private

targets and subsidiaries regardless of the means of payment. For cross-border acquisitions,

Panel B virtually reports the same pattern as Panel A although CARs for public targets are

not significant. Given that the sample size for public targets is small, it would not be

prudent to draw fruitful conclusions from these results. Domestic acquisitions outperform

*’ Healy and Palepu (1993) note that, during the late 1980s, the UK was the lead acquiring nation in

intqmational acquisitions accounting for almost 30 per cent of international corporate investments over that
period.
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on average foreign ones only for private targets, possibly due to more imperfect
information in non-domestic deals. The larger on average profits for stock versus cash
payments (4.80% vs 0.69%) in foreign acquisitions could be explained by the attempt of
bidders to offset the greater uncertainty connected with the information problems
associated with acquiring abroad. This comes along with the findings of Goergen and
Renneboog (2004), who imply that the choice of means of payment does not act as a
signal to the market about the over/undervaluation of the bidder’s equity. Overall, results
reported in Panel A and B confirm to a major extent the return pattern documented in
Table 2.2. This empirical evidence is considered critical since one could argue that our
results are contaminated by the initial selection of the sample including both domestic and

foreign targets. In a nutshell, the general pattern holds even after target origin is taken into

consideration.

2.4.6. Abnormal Returns by Diversifying/Non-Diversifying Acquisitions and Method of

Payment

Previous empirical evidence suggests that corporate diversification may indeed affect
shareholders’ wealth. Jensen and Ruback (1983) and Bradley, Desai and Kim (1988)
found that the announcement of a diversifying acquisition was generally associated with a
small positive impact on the shareholders® performance.*® However, there is a large body
in the literature providing evidence that diversification may diminish shareholders’ wealth

(e.g. Lang and Stulz (1994), Berger and Ofek (1995) and Servaes, (1996)). Doukas and

Kan (2004) argue that bidders who acquire unrelated targets experience greater excess

* For more recent evidence of positive abnormal returns from diversifying acquisitions see: Billett and Mauer
(2000) and Hadlock, Ryngaert and Thomas (2001).
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cash flow declines and valuation discounts than do bidders involved in related
acquisitions. In addition, Fuller et al. (2002) examine only the diversification wealth effect
of a bidder acquiring a subsidiary target that is core or non-core-related with the bidding
company. They argue that the reason why a firm sells a subsidiary is the gain from the

increased focus. However, they find weak evidence that diversified firms will sell

subsidiaries at a discount relative to non-diversified companies.

Table 2.8 reports the results of bidders acquiring public, private and/or subsidiary targets
that are diversified or non-diversified from the bidder’s industry. A diversified company is
defined as a firm whose three-digit SIC code is different from that of the target firm.*
Panel A presents, for diversifying acquisitions, a similar finding as the one obtained from
the overall sample in Table 2.2. The CARs are positive and significant for the full sample
(0.77%) and for private targets and subsidiaries (0.80% and 1.01% respectively), while
significantly negative abnormal returns are experienced for public targets (-1.32%).
Bidders buying public targets generate significant losses regardless of the method of
payment used (cash or stock), while private targets earn significant gains when they
purchase by cash. Panel B displays our results for non-diversifying acquisitions, which are
relatively similar to Panel A. More specifically, we obtain significantly positive abnormal

returns for the overall sample and for private targets and subsidiaries, and negative CARs

for public acquisitions. Therefore, as a whole, we conclude that our findings are robust

even after cross-industry effect is taken into consideration.

s e e

* Servaes (1996) points out that a straightforward examination of the four-digit SIC codes of the segments of
the firm does not necessarily reveal the degree of diversification of the firm. He argues that the use of the 4-digit
SIC code would be too wide to identify the industrial structure of the firm. Similarly, Kahle and Walkling
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2.4.7. Abnormal Returns by Book-to-Market Ratio and Method of Payment

In Table 2.9 we examine the announcement returns of glamour versus value bidders to
confirm our initial hypothesis that the research design we follow (selection of a sample
containing bidders that acquired three firms within three years) allows us to control for
much of the information about the bidders’ characteristics contained in the returns at the
announcement of the takeover. In addition, of course, we seek to identify whether the
return patterns obtained in Table 2.2 stand when we control for book-to-market ratio. We
define value acquirers as those with high B/M ratio (high-growth opportunities), while

glamour acquirers are the bidders with low B/M ratio (low-growth opportunities).

For the overall sample (Panel A), consistent with Rau and Vermaelen (1998), we
document that glamour acquirers significantly outperform value acquirers on average
(0.87% versus 0.75%). While the past performance of bidding firms may affect their share
price behaviour in the long-run,”® it seems that the market fails to initially (short-run)
understand that past managerial performance is not necessarily a good indicator -at least in
the case of acquisitions- of future performance. The same pattern is followed for private
targets and subsidiaries (Panel C, D). For public targets (Panel B) we report, consistent to
Sudarsanam and Mahate (2003),°' an inverse relationship, since glamour bidders
significantly underperform on average value bidders irrespective of the method of

payment (only for cash payment both value and glamour bidders exhibit insignificant

return). Results that are worth a comment are the significantly high returns of glamour

acquirers that select stock as method of payment (10.85%) and the fact that (apart from

(1996) demonstrate how a four-digit SIC code firm assigned to a firm might be misleading with regard to the
?gost reasonable two- or three-digit classifications.
Rau and Vermaelen (1998), by using a sample of US takeovers suggest that low B/M ‘glamour acquirers’

?lerfonn much worse than value firms.
Sudarsanam and Mahate (2003) use a sample of UK public acquisitions.
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subsidiaries) low B/M glamour acquirers exhibit better performance on average for cash

offers.

In sum, our findings are robust for all book-to-market groups of acquirers, enhancing the
full sample evidence (Table 2.2). In addition, we can conclude that announcement market
returns are not affected by bidders’ characteristics. Independently of the explanation given

for the above results (our sample selection or the nature of the market itself), they indicate

the robustness of our study.

2.4.8. Regression Analysis

So far, we have analyzed returns to acquirers on a univariate basis. In this section, we
examine the interaction of various determinants on the acquirer’s returns by performing
multivariate tests. In Table 2.4.10, we display the outcomes of regressing the bidder’s
CARs on factors that may impact its returns. As with all regressions that explain returns to
acquiring firms, results may not exhibit quite sufficient explanations, due to the low
explanatory power of the regression (R?). As we have shown above, our results suggest
that there are fundamental differences between public, private, and subsidiary targets.
Consequently, we regress CARs on factors that determine the performance of bidders for
each group separately. However, we should note at this point that there is an overlapping
effect between the bidders in the three regressions, since bidders were involved in all three

types of acquisitions (public, private, subsidiary targets).
The estimation of bidder returns is conducted on the basis of several bid characteristics,

such as whether the target is acquired with stock or with a combination of cash and stock.

We also include the log of the relative size of the target to the bidder, the log of the
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target’s size, and dummy variables to indicate if the target and the bidder belong to the
same Industry, if the bid is the first bid or if the bid is a third or higher bid. In addition,
other variables include interaction variables between the method of payment (cash, stock

and combination of cash and stock) and the relative size of the target, and if the target is

foreign or if the subsidiary is from a diversified firm.>*

We incorporate these specific explanatory variables into our model due to the literature,
suggesting that they are determinants of the market’s perception of an acquisition. For
example, we have already provided evidence that the larger the target compared to the
b_idder, the greater the abnormal returns that the bidder enjoys. Interaction variables
between the method of payment used and the relative size are included to capture the
interaction that may exist between the relative magnitude of the acquisition and any news
conveyed by the choice of the bidder’s method of payment. We also use dummy variables
for whether a bid was a first bid or a third and higher bids to confirm the results we
obtained from the univariate analysis. Bidder returns in later acquisitions may contain
relatively less information about the bidder than the first deal, since we assume that the
market has learned about the bidder, and correspondingly contain relatively more
information about the synergies and division of gains in the deal than in earlier
acquisitions. The foreign dummy accounts for the potential that bids for non-UK targets
are different than bids for UK firms. Finally, we examine whether industry effect (bidder

and target belong in the same industry) may account for the bidder’s return.

Generally speaking, we achieve similar results to what we have found by using a

4

univariate analysis. For subsidiary targets, the coefficient on the interaction between stock
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and relative size is positive and significant. This suggests that, similar to the univariate
results, the larger the relative size of the target for private firms, the greater the positive
abnormal returns to the bidder who makes a stock offer. The coefficient on the relative
size 1S also positive and significant. This indicates that as the size of the target to the
bidder increases, the bidder’s CARs are also affected. In addition, we confirm the
interesting result of significantly positive CARs for acquisitions of foreign targets as we
have found in univariate regressions. This result provides evidence that UK public firms
exhibit positive share price performance after acquiring foreign subsidiaries. Finally, the

variables appear to have joint significance, as the F-statistic is positive and significant.

There are fewer variables that have significant coefficients in the sample of acquisitions of
public or private firms. For public firms, we notice that they experience significantly
negative CARs when they acquire a target within the same industry. This may be due to
the fact that, in the case of share exchange, a target’s firm managers have sufficient
information about the fundamental value of the bidder’s shares and do not accept
overvalued shares or, in the case of cash exchange, their bargaining power is better than,
for example, private firm’s managers, and therefore require a higher premium from the
bidder. All other variables are insignificant. Finally, for private firms the relative size of

the target to bidder is positive and significant. This result can be explained by the fact that

the market views larger deals even more favourably. Similarly here, all other variables are

insignificant.

52 ‘ . . ‘ . ‘ . . .
The interaction variables may cause multicollinearity so we run 3 regressions excluding these variables. Our
results remained similar to the results we got with interaction variables included in the regressions.
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2.4.9. Post-event Stock Price Performance

Up to this point, we have assumed that the market incorporates information in stock prices
efﬁciently, so that the announcement return is an unbiased estimate of the impact of an
acquisition on wealth of the acquiring firm shareholders. Our aim is to obtain a more
spherical and complete view concerning the profits that acquiring firms experience when
they proceed to a takeover of a target. This can only be achieved if we examine the
abnormal returns both in the short-run and long-run. Such a process seems necessary
insofar as one could argue that the returns we report for the five-day interval may easily
represent market inefficiency, and therefore the wealth gains observed for private targets
and subsidiaries are actually equivalent to market mispricing. So far, we have shown that
in the short-run (five-day window) bids for private targets and subsidiaries lead to larger
on average returns than bids for public targets. In order to be confident to accept short-run
conclusions and reach a relatively thorough investigation of shareholders’ wealth effects,

we examine the long-run performance of bidding firms over one, two and three years after

the acquisition event respectively.

Although the issue is clearly unsettled, the long-run underperformance gains a support
from the bulk body in the literature. The literature provides evidence that long-run event
studies exhibit some problems in the calculation of accurate abnormal returns.> First of
all, the methodological problem associated with long-run event studies arises, such as the
bad model problem (CAR/BHAR) and biases™ in calculating long-run abnormal stock

returns (i.e. the new listing bias, the rebalancing bias, the skewness bias, and the cross-

sectional correlations) which lead to biased test statistics and obviously flawed long-

> In Chapter 3 (Section 3.4.2) we present analytically the problems and biases concerning long-term event study
methodologies.
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horizon test results. Secondly, the benchmark against which we calculate our abnormal
returns 1s usually a controversial issue, as in the long-run studies the use of a different
benchmark leads to controversial results. Further, on a more general framework,
Viswanathan and Wei (2004) provide a mathematical proof that the usual abnormal return
(CAR/BHAR) calculated in event studies has a negative expectation. They prove that, in
any finite sample, the expected event abnormal returns will invariably be negative and
become even more negative as the event window is lengthened. Apart from the
methodological errors discussed above, an alternative explanation for the long-run
underperformance 1s that returns represent a delayed market reaction to overpriced
acquisitions. In other words, an acquiring firm might have overvalued and paid too much
premium to the target, and this leads to a delayed price correction in their post-acquisition
period. Finally, previous studies have consistently found that acquiring firms’ shareholder
returns are a ‘method of payment’ dependent. Almost all studies have reported that cash

financed bidding firms consistently outperform their equity-financed counterparts.’ :

2.4.9.1. Empirical Results

OLS estimates of monthly average, abnormal returns (AARs) in excess of the Fama and
French (FF) three-factor model for one-year calendar time portfolios formed on the basis
of target public status are displayed in Panel A of Table 2.11. Jensen’s alpha that measures
the degree of mispricing, assuming that the model may accurately capture abnormal

returns, 1s negative (-0.70%) and significant for the first portfolio comprising of all 3383

> See, for example, Barber and Lyon (1997) and Kothari and Warner (1997).
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