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Abstract

We study the value of stock liquidity in the market corporate control and show that the target
firm’s liquidity has an impact on the transactiaself as well as on the resulting merged entity.
We use a sample of US M&A transactions 1987 thra2@bi/ to show that acquiring a more liquid
firm makes the stock of the acquirer more liquithisThas consequences on M&A activity and
pricing. Public acquirers are more likely than ptay acquirers to acquire more liquid targets. It
also translates into a greater likelihood of cortiptethe deal and higher compensation for the

target.

|. Introduction

In mergers and acquisitions (M&As), target shardad receive a substantial premium if the
acquirer is a public rather than a private firmrdgaon et al. (2008)). This phenomenon is hard to
reconcile with fundamental differences betweengtblic and private acquirers. Moreover, it is

puzzling that public firms agree to pay a highexmpium. Yet, there is one characteristic that is of

different interest to public versus private acquaréheliquidity of the target’s stock.

Shareholders of public firms value the option tuidate their position swiftly and without
adverse effects on the price. For example, son#utisnal investors — e.g., mutual funds — may
face investor withdrawals and therefore prefer kstothat guarantee them to exit from their
investment fast and with little capital loss: mdiquid stocks. The lower exit costs also make
liquid stocks more attractive to blockholders wlam encrease firm value by monitoring. In taking
over a firm with a more liquid stock (which we rete as a “liquid firm”) the acquirer also takes
over the underlying liquidity of its stock. Higiguidity will likely appeal to a broader base of

potential investors. A liquid target, by increasitige liquidity of the acquirer, will expand its



shareholder base and therefore should be moretatgdo public acquirers than otherwise equal

deals in which the liquidity of the target’s staattversely affect their own stock’s liquidity.

If stock liquidity is valued, then a public acquirghould be willing to pay more for liquid
target firms. That willingness should translateoi@ higher premium paid and thus a greater
probability of the bid’s success. In short, liqtéggets can gain more from selling to public than t

private acquirers and thus prefer the former, mgjdill other characteristics constant.

We test these hypotheses using 4,691 US M&A trdimsecinvolving publicly listed target
firms for the period 1987-2007. To ensure thatmoxies for liquidity do not capture other firm
characteristics, our estimations incorporate aa$dirm-specific and industry controls, which

include asset liquidity, size, as well as determisaelated to information and adverse selection.

We begin by explaining the rationale for desirimguidity — namely, the positive effect of
acquiring a liquid firm on the stock of the acquireiquidity differences between target and
acquirer affect the liquidity of the combined firdcquiring a more liquid firm makes the stock of
the acquirer more liquid. An increase of one stashddeviation in the target stock’s liquidity

translates into a 17% increase in the acquirek&dicjuidity.

We then show that liquidity affects the attractiess of a specific target in comparison to a
pool of otherwise identical targets. Public acquirprefer more liquid targets: the acquirer of a
target firm whose stock is one standard deviatiamentiquid is 27% more likely to be a public
firm. Among public firms, more liquid acquirers argore likely to buy more liquid targets.
Liquidity is also associated with a greater probgbof bid success. Public acquirers are 2.4%
more likely to complete a transaction when thedafgm’s liquidity is one standard deviation

higher.



These findings indicate that the liquidity of tlaeget firm’s stock plays a key role in the M&A
matching process. We argue that this phenomeneoalased to the presence of investors who
appreciate liquidity. Liquid stocks appeal to sfiectlienteles. As Uno and Kamiyama (2010)
show, more liquid stocks attract shorter-horizovestors. An institutional investor prefers liquid
stocks because he frequently needs to rebalangmiitfolios to meet redemption claims (for a
mutual fund) or capital requirement charges (for iasurance company). In line with this
hypothesis, we find that higher institutional owstep predicts the acquisition of a more liquid

target, and a greater willingness to pay for thditamhal liquidity.

Also, although most private acquirers do not vdlgaidity, some private firms appreciate
liquidity more than others. A typical case is tbéa firm planning to go public. We find that the
acquisition of liquid targets is positively relatemthe probability of the private firm going publi

via IPO.

Next, we look at the effect on the price of theldéathe presence of a public acquirer, one
standard deviation increase in the target’s stoguidity corresponds to a 10% higher offer
premium, a 2% higher return with respect to a 3-@ayouncement window and 5% higher return
with respect to a 169-day window. In contrast, wiige acquirer is private, the coefficient for
both the premium and the target announcement etarsignificantly smaller than in the case of a

public acquirer.

Our results persist in subsamples that excludeotdstor minor stakes as well as controlling
for the choice of the fraction acquired and the mseaf payment. There is no significant difference
between cash- and stock-financed transactions., Aspalan et al. (2012) argue that more liquid
assets (as measured by cash holdings) increadelisfoicity because they increase transparency.

Acquiring a more liquid firm thus improves the tsparency of a less liquid firm, and acquiring a



more transparent firm reduces the dispersion agstor opinion regarding a less transparent buyer
(Moeller et al. (2007), Chatterjee et al. (2011))e therefore explicitly control for cash holding
and dispersion of opinion. Finally, we control forear as well as non-linear size effects. None of

the controls change the main results.

Our findings contribute to different strands otfdture. First, they relate to the literature on
M&As and divestitures (Ritter (1984), Schlingemaatral. (2002), Harford (2005), Officer (2007),
Celikyurt et al. (2010), Almeida et al. (2011)), a=ll as to the one on firm exit decisions:
divestitures, the exit of private companies andtwencapitalists, and equity placements (Hertzel
and Smith (1993), Steiner (1997), Cumming and Masim (2003), Poulsen and Stegemoller
(2008), Martos-Vila (2011)). We contribute by shogihow market liquidity and firm-specific

preferences for target firm liquidity affect M&As.

Second, we relate to the literature on the “optimal of selling a firm”. Zingales (1995)
argues that the seller faces a trade-off betweetidhidity premium of selling in a public market
and the possibility of appropriating synergies lilisg the majority stake to a privately owned
firm. Bargeron et al. (2008) discuss the choiceveen public and private acquirers, and Boone
and Mulherin (2008) analyze the negotiation or @acprocess from the target firm’'s view. We

contribute by showing how the selling decision iwes a liquidity dimension.

Third, our results are related to the literatureglging time-series variations in the demand for
corporate assets. In the context of IPOs, Lowr@8&hows the substantial fluctuation in demand
as measured by transaction volume. On the sup@b; gieneral economic conditions influence
aggregate capital needs; on the demand side, mytttma availability of capital and investment
opportunities but also the diversification needsimvestors follow fluctuating business cycles.

Hence, there are periods, or “waves”, during wheehtain investments will command higher



prices (Lee et al. (1991), Harford (2005)). We shihat time-varying market-wide liquidity

affects acquisition preferences and valuation.

Finally, because we describe the M&A transactionaasevent in which firms can gain
liquidity, we contribute to the growing literatuom the interface between market microstructure
and corporate finance. Gopalan et al. (forthcomimgjue that asset liquidity can contribute to
stock liquidity, and Ellul and Pagano (2006) lifdQ underpricing to after-market liquidity. Stock
splits constitute another policy that can heighterestor attention (Baker and Gallagher (1980),
Muscarella and Vetsuypens (1996), Mukherji et H99(7)). Our focus on mergers and acquisitions

enables us to study the effect of liquidity on @ygte decisions and also on merger valuation.

The paper is structured as follows. In Sectionm, lay out the testable hypotheses and the
approach we shall follow. Section Il describes theta and how we construct an index of
liquidity, and in Section IV we demonstrate thatg&t liquidity matters for the subsequently
combined firm. In Section V, we assess the effédiquidity on the acquirer—target matching
decision, and Section VI explores the price impilaes in terms of the premiums and abnormal
returns. Section VII discusses why liquidity may peeferred, and Section VIII presents

robustness checks. We summarize our findings e donclusion.

Il. Hypotheses

In an acquisition, the acquirer buys the targenfand therefore inherits some of the target's
characteristics. We argue that one of them is digui The mechanism of this process may be

explained in terms of rational as well as behavitraory.

Rational theory suggests that liquiditylisectly related to fundamental characteristicshef

firm such as the degree of information asymmetnythis sense, merging with a less liquid firm



means merging with a firm that is perceived todss ltransparent by the market, perhaps because
its business is harder to evaluate. This reduce®verall transparency of the firm and therefore
lowers its liquidity. For example, if a stable cd&w firm with established technology merges
with a high-tech firm with a new technology, thansparency of the former will be negatively
affected by the uncertainty about the new technotifighe latter. In a related argument, Gopalan
et al. (forthcoming) suggest that stock liquidisyalso related to the liquidity and information
structure of the underlying assets. Using this eagut, acquiring a firm with liquid underlying
assets would make the combined firm’s overall ass®ire liquid — and increase the liquidity of

its stock.

In the case of behavioral theory, this @figould be reinforced if liquidity is also relatéa
investor attention. In economies populated by itorsswith limited attention, higher demand for
stocks to which the market pays attention can gegediquidity and returns that cannot be fully
explained by traditional asset pricing models (Mer{1987), Amihud et al. (1999), Hong and
Stein (1999), Shapiro (2002), Hirshleifer and T€2003)). Merging with a more liquid firm may
put a firm that was not previously considered by tiarket on the radar screen. This can make the

overall new entity more in demand and thereforeentiguid.

This effect is drastically reinforced irethase investors evaluate stocks on the basiswé so
behavioral bias such as “categorical thinking” (eMullainathan et al. (2008), Barberis and
Shleifer (2003)). Categorical thinking is a simigition of Bayesian thinking in which people can
only hold a finite set of posteriors rather tharergvpossible posterior (Mullainathan (2002)).
People who “think categorically” hold coarser (thrational) beliefs. They condition their choices
on a set of categories in which they partition post space. They choose in an optimal way, but

conditioning “on the category which is most liketyven the data.” (Mullainathan (2002)).



Investors “merely use the representativeness fomatistead of the probability function to predict
outcomes.” This theory is supported by empiricaidence (e.g., Mullainathan et al. (2008),
Barberis and Shleifer (2003), Massa and Zhang (§00®investors perceive more visible stocks
as belonging to a different category with respecthie less visible ones, they will interpret any
signal of the firm (dividend, cash flows, ...) dretbasis of the less visible category. This means
that any cash flow enhancing policy of the managérfail to make the firm react in the same
way as a more visible firm would do. However, therger with a visible firm will shift the
“category” used by the investors to evaluate thm fand will therefore make the market more

reactive to the policies of the manager.

Overall, these considerations suggest thattarget firm’'s stock liquidity can affect the

combined firm’s stock. This is our first hypothesis

H1: Acquiring a more liquid firm increases the liquiditf the acquirer’s stock.

If this is the case, then liquidity becomes an ingot variable in the choice of targets. Its
value depends on the type of shareholders of tigerbRublic shareholders will give a high value
to liquidity for two main reasons. First, highequidity allows shareholders to trade the stocks
more easily, more quickly, and with less price igtpaiquidity thus gives public shareholders the
ability to exit without much price impact (Kahn aWdnton (1998), Maug (1998)) or to rebalance
their portfolios cheaply. The second reason whglgtolders value liquidity is that it renders stock
prices more informative. Not only does this makeasier to assess the value of future investment
opportunities, but it also increases the accuracynanagement compensation and hence the
alignment of incentives (Scharfstein and Stein @98llen and Gorton (1993), Dow and Gorton

(1997)). Both motives are there only for publierfg. Indeed, public firms have shareholders who



have self-selected themselves there because preuwadue the ability to liquidate their stake.
This is not the case for private firms, mostly odrey investors who trade less frequently. They
usually own large fractions of the firm and therefdhave less need for additional incentive
alignment, which suggests that they should be ¢esserned about liquidity. Also, in private
firms, the need of an alignment of incentives betwenanagers and shareholders is lower as the

shareholders are more likely to be the managers.

Given the attractiveness of liquidity for publicqadrers, liquid target firms should be able to
extract a premium, especially if selling to a palacquirer and this should increase the probability

of completion of the deal. This leads to our sedoypbthesis.

H2: Public firms are more likely than private firms acquire more liquid target firms, to
complete acquisitions of more liquid target targedsd to pay a higher premium for more

liquid target targets.

The attractiveness of more liquid target firms stlalepend with time-varying preferences for
liquidity. In particular, liquidity may be more iroptant if overall market liquidity is low. Also,
attractiveness of liquidity should be related te ttharacteristics of the investors. Institutional
investors who manage their portfolio rotating gukarly have a stronger preference for liquidity
because it facilitates turning over a portfolio aselling to accommodate withdrawals without
moving the market (Chan and Lakonishok (1995), &adkein (1996), Shleifer and Vishny (1997),
Gompers and Metrick (2001)). Also, these investoitk expecially appreciate the exit option if
they hold a big stake. Kyle and Vila (1991) and M&L998) argue that liquidity makes it easier to
accumulate shares because of the discount assbevite the presence of liquidity traders, thus

circumventing the Grossman and Hart (1986) paraBokon and Von Thadden (1998a, 1998b),



Kahn and Winton (1998), and Noe (2002) link concgtietl shareholdings—and therefore better
monitoring—to stock liquidity. Falkenstein (1996jopides empirical evidence of mutual funds’

demand for liquidity. This leads us to our last bypesis:

H3: The effects suggested by H2 are higher in tiaidsw market liquidity and for firms with

high institutional ownership.
lll. Data and Main Variables

Before looking at our test results, we describesaumple and the variables that will be used.
A. Data

The transactions data come from the Thomson Sesubata Corporation (SDC) M&A database.
The base sample contains all completed transacteom®unced between 1987 and 2007
(inclusive) in which a public firm was sold: 4,694cquisitions. Information on firm
characteristics comes from the Center for Resdar8ecurity Prices (CRSP)-Compustat Merged
(CCM) database, and we use the CDA/Spectrum Itistital Holdings database for information
on institutional ownership. We rely on the SDC ¢yjissuance database for the identification of

IPOs.

Following the M&A literature (see, e.g., Chen et(@007), Bargeron et al. (2008)), we apply
the following filters: (1) we exclude self-tendesisd other transactions in which acquirer and
target are not distinguishable; (2) we excludedaations announced on the same date as a share
repurchase, and (3) we exclude reverse mergersttaasactions in which the value of acquirer

assets did not exceed half of the transaction yalife winsorize all nondiscrete and nontruncated

'We exclude incomplete transactions from our analpsicause they lack some information we need eagtion transacted). Our

results are unchanged when we repeat the analydis wcluding incomplete transactions.



variables at the 1% level—except for the markebaok ratio, which we winsorize at the 5% level
because it has more outliers. We consider dataateyly level when possible and at annual level

otherwise.

Table 1 presents summary statistics. The averagesaction is worth $303 million.
Acquisitions of public firms average 37% of the aicipg firm’s value® The average acquirer of a
public firm is worth $3,944 million in book valug@rior to the acquisition). Of all transactions
involving a public acquirer, 35% are paid for witAsh, 29% with stock, and the rest with a
mixture of both. Of all transactions involving avate acquirer, 71% are paid for with cash and
2% with stock. These statistics are in line wittuea reported in the literature (e.g., Bargeron et
al. (2008)). Panel C and D report the correlatioefiicients between transaction and target
characteristics, respectively. Note that the tretisa characteristics are highly correlated with

each other. In the robustness section, we will @&lpotential endogeneity issues.
B. Construction of a Liquidity I ndex

We use principal component analysis to create gposite quarterly index of liquidity for each
firm. We follow Baker and Wurgler (2006) and Bharat al. (2009). This approach maximizes
the informational content and minimizes the potdnsipurious correlation with variables not
related to liquidity. We proceed as follows. Fimgt identify variables that proxy for liquidity. We
normalize these variables by subtracting their naahthen dividing by their standard deviation,

which makes them homogeneous in terms of rangeanétion. Next, we extract the principal

2 In Section 9, we discuss potential biases dudeochoice of the fraction transacted. The resulisr@bust to the exclusion of

minority stakes.
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components of the normalized variablaale provide a detailed description in the Apperfdixa

description of all variables.

The variables we use for thiquidity index arevolume turnover, the illiquidity ratioAmihud
(based on Amihud (2002)), and thil-ask spreadEach of these six variables is measured as a
guarterly average of daily close prices. We definokimeas the logarithm of the average daily
number of shares traded, atinoveras the logarithm of volume standardized by the lmemof
shares outstanding. These measures are direceprokirading activity and are therefore directly
related to liquidity. To measure the price impaktrade, we include thbid-ask spreadnd the
Amihud (2002) illiquidity ratio. These measures captune ttransaction costs”. The bid-ask
spread directly measures the transaction cost,ewthi Amihud measures the indirect cost of
moving the market as the trade is placed, as telate price movement compared to trading
volume. More precisely, themihudratio aggregates (quarterly) the ratio of dailga@bte return
to daily dollar trading volume. For stockluring quartet, it is:

(1) Amihug = min{ii(M M’H

Mit d=1 dvid ,O'3Q—1

Here,Ry is the return of stockduring dayd; dvg is stocki’s volume in million US dollars — i.e.,
the number of shares traded during dayultiplied by the stock’s price at the end of dgy; is

the number of valid observations during quart@endC;-; is the total market capitalization at time

t — 1 divided by the total market capitalizationtla¢ end of July 1962. The time-varying upper
bound is aimed at avoiding the influence of daysafbich a stock has both a nonzero return and a

very low but positive volume (Acharya and Peder§2005)). We control for the correlation

3 As in Baker and Wurgler (2006), the coefficients ehosen so as to capture the most possiblejaiigtion across the series.
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between firm size and the index constituents biuging size,its logarithm and square in all the

regressions.

The first principal component captures a large drthe variation, 51% of the common
variation with an eigenvalue of 2.05 (the next amd.07). We therefore follow Bharath et al.
(2009) in focusing on the first component and ignibre other components. We call it tigidity
index supra. Table 2 gives the descriptive staisind factor loadings of the ind&Xhe loadings
are of the expected sign. Thauidity index increases with the volume measures and asese
with the price impact. Thbid-ask spreadcand theAmihudlambda enter the index with negative
sign whereasolumeandturnoverenter with positive sign. THequidity index loads primarily on

three of the four illiquidity measures: the bid-agkead, volume, and turnover.

Panel C of Table 2 presents the correlations betlee index and the constituents as well as
the market capitalization. As indicated by the daclbadings, the liquidity index is heavily
correlated (60-86%) with thbid-ask spread, volumend turnover The correlation with the
Amihudmeasure is low. Correlations between the indestiinents are low betweegkmihudand
all other measures and high among all measureéAriltud ranging from 30% to 76%. Because
some of our index constituents can be relatedz®, sve also check for their correlation with the
market capitalization. Firm size is correlatedtigatarly with volume(29%). Its correlation with
the liquidity index is 17%. As reported in PaneloDTable 1, the correlation betwesize and
liquidity is as high (20%) in the target firm sample. Thiakes it crucial to control for size
subsequentlyLiquidity is also highly correlated with thearket/bookratio (30%). Finally, Panel
D of Table 1 also shows that within the target fsample, the liquidity index is highly correlated

with institutional and insider ownership, consisteith the argument that institutional owners and

4 All the measures are de-meaned and then divideddiystandard deviatidpeforethe factorizing procedure.

12



blockholders prefer more liquid investments. In tidec VII, we discuss whether institutional

ownership also motivates a more pronounced preferar more liquid acquisitions.
C. Other Variables

We now define a set of variables used to controlttie other effects identified by the literature.
Given that public firms (when compared with privatens) tend to acquire a higher fraction of the
target firm and to pay an overall higher amounttfer acquisition, we control for the percentage
of the target firmacquiredand also for thaizeof the target firm (measured as its market value).
The inclusion of thesize control is important also because size is comdlavith the liquidity
index. Also, to control for a potential nonlineatationship between liquidity and size, we include
the logarithm and the square of size in our setasftrol variables. We also include the size
difference between acquirer and target (and itargjuamong our control variables. This latter
control cannot be used in the specifications theltide private acquirers, because size information

is not available for private firms.

Chatterjee et al. (2011) describe the effects @gpelision of investor opinion on M&A
transactions. Because dispersion of opinion isetyoselated to information asymmetry and
therefore liquidity, it is important to control foit. We use their main dispersion proxy,
idiosyncratic riskand measure it according to their definition asdfamdard deviation of acquirer
excess returns on the value-weighted CRSP indes. VEmiable has also been used by others as a
measure of asymmetric information (Dierkens (199N of demand elasticity (Wurgler and

Zhuravskaya (2002)).

13



Next, we control for overall activity in the takemvmarket. We follow Schlingemann et al.
(2002) in counting the number of corporate cortirahsactions at the industry level per y2ve
take the natural logarithm of it and call this meast transactions We use a measure based on
the number of transactions, not on their valueabse we want to isolate the price effects of the
average transaction values. To control for those calculate the average takeover premium per
quarter and call iavg. premiumFollowing Harford (2005), we also include an irdd economic

shocks ¢conshoclindexf and thespreadbetween commercial and industrial loan rates.

Another group of controls are firm characteristiesulsen and Stegemoller (2008) argue that
target firms with liquidity constraints, firms withigh leverage, and less profitable firms prefer
public acquirers because they increase accesoitalca o control for growth opportunities, we
include themarket/booktheleverageratio, thereturn on assetsand the year-on-yeaalesgrowth
Bargeron et al. (2008) point out that public acergrmight be more lax about agency problems.
Therefore, to control for existing agency problems, incorporate theash/assetsatio into the
regression. Cash also increases asset liquiditypdl@aa et al. (forthcoming)); however,
shareholders of dividend-paying firms might prdigure dividend payments to a one-time cash
payment, leading to a prejudice against privatauaers. Hence we include an indicator variable
set equal to 1 if the target firm paid dividendghe previous year (and set equal to O otherwise).

Targets in more concentrated industries might beenoonstrained in their choice of acquirer

5 They include all disclosed and completed leveramegbuts, tender offers, spin-offs, exchange offatmority stake purchases,
acquisitions of remaining interest, privatizatioasd equity carve-outs.

6 This is the principal component of the followingoeomic shock variables, sorted by industry: nebine over sales, asset
turnover, research and development (R&D), capitpbaditures, employee growth, return on assets (R@m#d sales growth. All

market activity indices are measured in the quantgrear of the announcement.

14



because the number of potential acquirers fronsémee industry is limited; we therefore include

theHerfindahlindex.

All firm characteristics are defined in the yeaatttends before the announcement. For the
analysis of offer premiums and announcement retuwes include several additional control
variables. Because Moeller et al. (2004) argue dlzat is a major driver of acquisition gains, we
control for the% acquiredin addition to our size controls. We also includemarket/bookatio,
which could affect the announcement returns aner gdffemiums either because it indicates high
growth potential—which could be fostered by a lasgguirer’'s available capital—or because it
indicates a high current market valuation (Bargezbal. (2008)). Leverage and profitability may
indicate the potential for synergy from optimizitihge combined firm’s financial leverage (Harford
et al. (2009)); to control for this, we include ttaeget’'sleverageratio and itSROA Hartzell et al.
(2004) show that governance problems can affegetananagement’s willingness to negotiate.
We control for potential governance issues usimgitidex of Gompers et al. (2003) and a dummy

variable for an insider ownership larger than 5%.

We control for transaction-specific variables, swashthe fraction of ownership before the
transaction % owned befole To control for the negotiation dynamics (Bettat al.
(forthcoming), Boone and Mulherin (2008)), we irtdudummy variables that indicabtestile
transactions,competing acquiretstender offers or a toehold Officer (2003) shows that
transaction-specific parameters (e.g., terminaé®s) affect target returns. Therefore, we include
an indicator variable for the existence of acquinetargetermination feesFinally, we control for
the means of payment because more liquid stockigimoake it easier to finance with equity. This
issue is also addressed in Section VI, where egasately consider equity- and cash-financed

deals.

15



To address sample selection issues, we adopt antdeckl979) specification when focusing
on the subsets of public or private acquirers olmyall the specifications, we include year fixed
effects. Standard errors are corrected for hetedssticity and are clustered at the industry level.
Note that our set of control variables differs asrgpecifications because, in regressions from the
perspective of the target that depict the choicthefacquirer, we cannot include characteristics of
the eventually chosen acquirer. Also, most acquilaracteristics are only available for public

firms and so cannot be used to explain a choiogdest public and private acquirers.

IV. Liquidity as an Acquired Characteristic

In this section, we show how a target’s liquidiffeats the liquidity of the merged firm. The first
hypothesis suggests that acquiring a more liquith fincreases the liquidity of the acquirer. Is

target liquidity indeed relevant for the combinedif or does it disappear after the merger?

To test this hypothesis, we regress the changéerliquidity index of the acquirer—the
difference between the acquirer’s liquidity 12 ntenéafter the effective date and 12 months before
the announcement date—on the difference betweggttand acquirer liquiditprior to the deal.

To improve the readability of coefficients, we ralgscthe dependent variables into percentage
points by multiplying it with 100. If the targetlguidity affects the combined firm’s subsequent
liquidity, then it should be positively related tte change in the acquirer’s liquidity. We control
for acquirer liquidity before the transaction, waantion-, acquirer-, and market-specific
characteristics (as described in Section Ill), dhd difference between target and acquirer
characteristics. To ensure that the effect is dribg liquidity and not by dispersion of opinions,

we repeat our analysis controlling fadiosyncratic risk Finally, we identify time-varying

16



differences by splitting the sample into transawi@announced during periods of low versus high

market liquidity.

Table 3 reports the results. The changdidnidity is significantly related to the liquidity
difference between the two parties. One standandatien higher difference inliquidity
corresponds to a 17% increase in the acquirensdity. The baseline result is significant and of
similar magnitude when we control fadiosyncratic risk in periods of high or low liquidity.
These findings are consistent with our hypothdsiget liquidity affects the subsequent liquidity

of the combined firn.

V. Acquirer’s Value of Liquidity

The main focus of this study is the effect of thpexted liquidity “inheritance” on the M&A

market. Does demand for liquid target firms diféer a function of the public status and liquidity
of potential acquirers? We expect that more ligtachet firms are more attractive to public
acquirers, holding everything else equal. We bdgntesting for a relation between target
liquidity and the acquirer being public; then wey dleeper, focusing on public acquirers, and

examine how their liquidity affects the choice afget firms.

A. Target Liquidity and Type of Acquirer

First, we relate the probability of the acquireingepublic to the target’s liquidity estimating a
probit model. The dependent variable is an indicedoiable set equal to 1 if the acquirer is public

(and to 0 otherwise). We include the set of contariables defined in Section Ill. Note that we

" In unreported tests, we also show that the adiprisif a liquid target firm is related to increase the combined firm's media
visibility and investor attention. Greater targiefuidity is also associated with lower fees paidl dnigher amounts raised in

subsequent public offerings of equity.
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cannot include acquirer characteristics/differentetween target and acquirer because the

acquirer is yet to be chosen.

Table 4 presents the results. They support oumskebgpothesis. More liquid target firms are
more likely to have public acquirers. Increasing liquidity index by one standard deviation
raises by 27% the probability of having a publiqucer. The result is robust also to including the
idiosyncratic risk While the coefficient for liquidity is significarat a 1% level in low-liquidity
periods, it is only significant at a 10% level imghtliquidity periods. However, the coefficient is
not significantly different between transactionsi@mced in times of high versus low liquidity.
This suggests that demand for more liquid targetdiis marginally lower in times of high market

liquidity, as suggested by hypothesis 3.

Among the control variables, the fractiaequired has the highest statistical significance: a
5% higher stake in the target firm corresponds 0% higher probability that the acquirer is
public. We will address the potential endogenergbfems related to this variable in Section VIII.
Larger firms are also more likely to be acquiredalyyublic acquirer, consistent with the argument
that public acquirers are usually larger themsebss better able to finance larger transactions.
The average market acquisitipremiumis positively related to choosing a public acquine line
with the findings of Bargeron et al. (2008) thatbfti acquirers pay a higher premium. The
cash/assetsatio is positively related to the choice of pabéicquirers. This is consistent with
Bargeron et al. (2008), who suggest that publicuaegs may be less concerned with agency
problems. Finally, there is a significant positivelation between the% owned before

announcement and the choice of a public acquirer.

B. Target and Acquirer Liquidity
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The public status is a rather crude measure ofdityupreferences. If potential acquirers worry
about lowering their current liquidity by acquiriagless liquid target, we should expect that more

liquid acquirers are also more likely to take owere liquid target firms.

To see this, we repeat the regression presentdteirprevious section, by replacing the
dependent variable — the choice between publicieergu- with the acquirer’s liquidity. Because
we can only measure liquidity for public acquirerge have to exclude the private ones and
control for the selection of a public acquirer wattHeckman (1979) procedure. Table 5 reports the
results. Consistent with the descriptive statistiogl in line with our working hypothesis, more
liquid acquirers buy more liquid targets. The efffisceconomically significant. Each unit of target
liquidity translates into 74% more (of the same uigqyidity of the acquirerldiosyncratic riskis
also associated with higher acquirer liquidity. c@nidiosyncratic risk is negatively related to
liquidity, this shows that it is important to cooitrfor it. The coefficients fotiquidity do not

significantly differ across periods characterizgddifferent degree of market liquidity.

VI. Liquidity and the Transaction

Now we focus on the transaction itself. As we ady(ieypothesis 2), if more liquid targets are
more attractive, acquirers — especially public aeys — should have a greater incentive to
complete and pay a higher price for them.

A. Transaction Completion

To test whether the preference for liquid firmseats the negotiation process, we regress the

probability of completing the transaction on tardjquidity separately for private and public

19



acquirers and then compare the coefficients. Farahalysis, we also include in the sample the

2,015 incomplete transactioh$Ve proceed as follows.

First, after dividing the sample between publid gmivate acquirers, we regress an indicator
variable for transaction completion separately both groups oriquidity and a set of control
variables (as defined in Section Ill). Note that ganot control for acquirer characteristics or
differences between target and acquirer charatitsrisecause they are not available for private
acquirers. We use the method of seemingly unrelatpéitions (Zellner (1962)) to control for
error terms that are correlated across the equatide then employ a Wald test to check whether

the sensitivity to théquidity index statistically differs between the two groups

Table 6 reports the results. When the acquiremuldip (Panel A), there is a significant and
positive relation between target liquidity and s of the transaction. One standard deviation
increase in targdiquidity corresponds to a 2.4% higher success rate. Imagtnprivate acquirers
are less likely to complete the acquisition of iduargets (Panel B). Panel C reports the
differences between public and private acquiretss Bmounts to a 4.2% higher probability of
completion per one standard deviation of liquiditire difference is statistically significant fot al
the specifications except in the case of acquisst@nnounced during high-liquidity times. This is
consistent with our hypothesis 3 and suggeststiieatdemand for liquidity is lower in times of
high overall liquidity. Then, public acquirers amet only less willing to acquire a more liquid

target in general, but also less willing to cldse ¢leal once announced.

8 We exclude incomplete transactions from our maialysis because they do not contain some informatiat we need (e.g.,
fraction acquired, premium paid). However, we showa robustness check that our main results hald f@r a sample containing

both complete and incomplete transactions.
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For a public acquirer, we find that deals are nlik&ly to succeed when the target is larger
and has more cash holdings. For both public andat@iacquirers, there is a positive relation

between completion and any previous holding byaitwiirer.

B. Target Announcement Returns and Offer Premium

This section analyses the potential value impadiadjet liquidity. So far, we have found that
target liquidity affects demand: public acquirers more likely than private acquirers to take over
more liquid target firms, and they are more willitggcomplete such takeovers. As we argued
above, such a preference should translate intdliagriess to pay more for more liquid firms. We
test for this possibility by relating both the offpremiums and the target’s market returns to
liquidity and comparing the relation between traieas involving public acquirers with the
corresponding values in transactions involving @evacquirers. We construct the offer premium
as the SDC transaction value over the target's etarélue 63 days prior to the announcement.
We calculate announcement returns as the cumulatwermal returns (CAR) over the CRSP
value-weighted market index, estimated over 258irigadays prior to the 46th day before the
announcement (Schwert (1996)). To make it easieretm the coefficients, we multiply the

dependent variables with 100 such that they apeinentage points.

Because we divide the sample into transactiondvingpa public versus a private acquirer, we
must control for selection. For this purpose, we tiee Heckman (1979) procedure, as discussed
previously. Because calculation of tieerage premiungontains the respectivéfer premiumwe
exclude the former from the first-stage specifmat(in whichoffer premiumis the dependent
variable). Our results show only marginal changéemaverage premiunis added in the first

stage.
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Tables 7 and 8 report the results for the offernjuen and announcement returns,
respectively. We report results on acquisitionsphbiplic acquirers in Panels A. They show that
offer premiums and announcement returns are batieasing in liquidity. One standard deviation
increase in targdiquidity translates into a 10% higher offer premium, a 28bér return over the
3-day window, and a 5% higher return over the 1&9-window. The magnitude is similar
regardless of whether we control for idiosyncraisk. Contrary to the drop in demand that we
found for times of greater market liquidity, thduwaimpact is even greater when market liquidity
is high ¢ = 4.24 for the premium and 3.39 for announcemetirns). This suggests that in times

of low overall liquidity, acquirers, even if theyed it, only afford to pay less for target liquydit

Panel B of each table reports the results for &etiens involving private acquirers, and Panel
C reports results of tests for differences betwientransactions involving public versus private
acquirers. Private acquirers pay a significant punemfor more liquid target firms. However, this
premium is significantly less than the one paidpumplic acquirers. This finding supports our
hypothesis that public acquirers are willing to pagre than are private acquirers for target firms
characterized by high stock liquidity. It is robtstthe inclusion of idiosyncratic risk, which has
significantly negative relation with the offer premm, but no significant relation to the

announcement returns.

Interestingly, private acquirers do not pay a dgigant liquidity premium (same for
announcement returns) in times of high liquiditync® these are the times of less demand for
liquidity, this result indicates that the liquidigremium paid by private acquirers is driven by
potential demand by other public bidders. In casttrim low-liquidity times, the liquidity premium

paid by private acquirers is not significantly dint from the one paid by public acquirers. This
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is consistent with higher overall demand and biddiativity in such times. We revisit the topic of

bidding activity in Section VIII.E.

The transaction-related control variables alsopldis coefficients in line with our
expectations. Larger target firms are associated smaller premiums and returns. Target firms
with a higher governance index command higher premiand returns. These firms have more
anti-takeover provisions in place that make it maifecult — and costly — to acquire theidostile
transactions lead to higher premiums and annountereturns, a finding that is also consistent
with hostile acquirers paying more to convince shareholders to sell. In the same spighder
offerslead to higher target announcement retufiesmination feesesult in higher premiums and
announcement returns. Stock-financed acquisitiams significantly negatively related to the

premium in most specifications.

In sum, this evidence is consistent with our hypsit (H2) that acquirers are willing to pay a
premium for more liquid target firms, particularigublic acquirers. Offer premiums and
announcement returns are both increasing in tlgetarliquidity, especially so if the acquirer is
public. The difference in the liquidity premium tseten public and private acquirer is particularly

pronounced during times of low demand for liquidity

VII. Determinants of the Liquidity Preference

In this section, we focus on the cases in whichntleginal value of liquidity is likely to be higher
As we argued, liquidity should particularly be agpated by firms with a high institutional
ownership as well as by firms seeking to raise tgcand planning to go public. We will discuss

each of these incentives in turn.

A. Institutional Shareholders
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Institutional shareholders prefer more liquid swdlalkenstein (1996)), as they value the
possibility of faster and cheaper exit. This shoailsb affect their preferences in the context of
acquisitions: we expect that the previous restttis jkelihood of acquiring and the willingness to
pay for a more liquid target) are stronger if thegurer is owned by a higher fraction of

institutions.

We begin with an analysis of the preferences dftit®nal investors. In Table 9, Panel A, we
present an investigation of the propensity to aegaivery liquid target (target firm’s liquidity is
above the median), including the control variabdescribed in Section Ill. As hypothesized,
institutional shareholders are associated with Higghdity targets. Firms with one standard
deviation (27%) higheinstitutional ownershigare 17% times more likely to acquire highly liquid

targets. In line with the other results, the efisatoncentrated in times of low liquidity.

Next, we repeat the analysis regarding deal comopleand premium focusing on three
subsamples: public acquirers witkstitutional ownershidower than 5%, between 5% and 25%,
higher than 25%. As expected, institutional owrdnige the tendency to complete acquisitions
with liquid targets (Panel B). The coefficient flaquidity is positive and significant for acquirers
with high institutional ownershipput negative for those with medium or low/irgstitutional
ownership These findings suggest that institutional shadgrs have a preference for liquid
targets. We see a similar pattern with the offenpum (Panel C). An acquirer with either high or
mediuminstitutional ownershigs willing to pay a higher premium for more liquidrget firms.
One standard deviation increase in tatggtidity translates into a 7.3% (respectively, 5.5% and
5.0%) higher premium for firms witmstitutional ownershipabove 25% (respectively, 5%—-25%

and below 5%).
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These results suggest that institutional invessbisy a higher preference for target liquidity
than other investors, while the results on comptetand offer premium even suggest that
institutional shareholders are the main drivingés behind the willingness to complete and pay a

premium for transactions involving more liquid targrms.

B. Going Public

So far, we have argued that shareholders of priuas have less need for an exit option than do
shareholders of public firms. However, this is mmcessarily true for all private firms. In
particular, any private firm that intends to go balvia an IPO is likely to care more about

liquidity than otherwise comparable private firms.

To test this hypothesisye examine whether acquiring a liquid target has rahgtion to the
likelihood or speed of the firm going public afteat acquisition. We identify all private firms tha
make an acquisition (of either public or privateg&s) and then track whether they go public
within the next five year$.This yields a sample of 6,965 firm-years for alvate acquirers and

970 firm-years for those that go public.

Panel A of Table 10 gives summary statistics. Oeraye, firms in this sample made 2.29
acquisitions per year that were worth $382 millidhe average transaction size is $167 million,
much smaller compared to the $396 million averagasiaction size in our baseline sample of
acquisitions (as of Table 1). Of the private acgpsr transactions, 64% involve a public target
firm. This sample therefore differs sharply fronr onain sample, which was restricted to public

target firms. Although this sample is larger, tle¢ af target firm characteristics for which we can

® To exclude reverse mergers, we delete all obdensafor which the target firm (i) is still publicllisted one year after the
effective dateand (ii) has increased its market capitalization byrenthan 50% between the announcement date andeame y

after the effective date.
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control is smaller because some of them are notaia for much of the sample. Also, the
subsample of IPO firms made fewer acquisitions3Ja@nually, on average) and spent slightly
less on them, with an average annual value of $3lbn. The averagéPO proceedwere $224

million.

To find out whether acquiring a liquid firm affedtse likelihood and speed of going public,
we regress the IPO decision on target liquidity. Wée industry (rather than target) liquidity
because individual information is not available fopst target firms. We weight the target’s
Industry liquidity by the respective acquisitionw@to ensure that larger targets receive a greater

weight than series of small acquisitions.

Panel B of Table 10 reports the results. Acquiangore liquid target firm is associated with a
greater likelihood of going public. This finding lisbust to whether we count acquisitions during
the prior five, four, three, or two years or ontythe previous year. Moreover, it is significanttbo
for the sample of all private acquirers and (in tadsthe specifications) for the subsample of all
private acquirers that make an IPO afterwards (“fir@s”). In the sample of all private acquirers,
one standard deviation of target liquidity makes élequirer 55% more likely to go public in the
subsequent year. This result is robust to restgdine sample to IPO firms only. In that case, one
standard deviation of target liquidity increaseslB$b6 the acquirer’s likelihood of going public in
the next year. Overall, these findings indicate tia all private firms are indifferent to liquiglit
Private firms that acquire liquid targets are mideely than other private firms to go public in the

subsequent years.

VIIl. Robustness

We now consider some robustness checks.
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A. The Fraction Transacted

It is easier to buy a large fraction of very liq@itck than a large fraction of an illiquid stodke
fraction acquired, in turn, may affect how muchuldijty is transferred from the target. This raises
the issue of whether our results on the preferdacdiquidity are driven by this relation. We
therefore explicitly control for the fraction tha acquired. In doing this, we employ two
alternative methodologies: a selection model ({dakman (1979)) and a two-stage simultaneous

approach.

In the Heckman specification, we model the choicthe fraction exchanged in the first stage
and adjust for selection bias in the second. We setmmy variable equal to 1 if the target sells a
significant stake (and to O otherwise). We defiseriificant stake” in terms of four different
thresholds: a stake exceeding 20%, 25%, 40%, or. BM%he interest of brevity, we only report
the results based on the 50% stake. However, tthesholds provide the same results, suggesting
that our results are not sensitive to the sizestiolel used. In the first stage, we run a probit
regression for our dummy on liquidity and the sketantrol variables described previously (see

Panel A of Table 11). We find that the relationviztnliquidity and% acquiredis not significant.

In the second stage, we repeat our main regresfoitise transactions in which a significant
stake % is acquired. To control for selection bias, compute the inverse Mills ratio of the
preceding probit regression and include it in thesgessions. The results confirm our previous
findings. Targeliquidity is significantly positively related to the choioéa public acquirer and

the offer premium.

As a further robustness check, we perform a simatias two-stage regression. In this
specification we control for the fraction acquirasl a continuous variable that is censored at 0

and 1. This allows us to control for effects of #ecquiredbeyond the 50% control threshold of
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the first specification. We instrument the fractiaoquired with theHerfindahl index and the
econshockvariable of Harford (2005). These variables—whprioxy for market structure and
economic conditions—are significant for the chaééhe fraction sold but irrelevant to the choice
of acquirer type (public versus private) in moseéa@fications. We report the results in Panel B.
They confirm the previous ones. All our results aobust to the instrumented two-stage
regression. As before, the coefficients for theeinaf liquidity are significantly positive in the
second stage. THetest statistic of 17.56 indicates that the insenis are not weak (Staiger and

Stock (1997))°

B. Toeholds

Another concern are toeholds. It is easier to aeqaitoehold with a liquid target, which in turn
makes it easier to ultimately gain ownership (Betod Eckbo (2000)). That could be one reason
why bidders prefer more liquid targets. On the othm@nd, acquirers may foresee difficulties in
acquiring an illiquid firm and for that very reasetart with a toehold first. To control for these
possible forces, we repeat our main analysis orstitsample without a toehold. To control for
selection, we employ a Heckman (1979) specificationilar to the one described in Section A.
We model the choice of a toehold as the first stage adjust for selection bias in the second

stage.

In the first stage, we use a probit regression mckv we regress an indicator variable for

toeholdonliquidity and the control variables already described (P@rafl Table 11). The relation

10 For transactions of minority stakes, we test fbether the results depend on the trading stattisedfarget after the transaction.
The results (available upon request) are similghentwo subsamples consisting of acquisitions aftdch the target firm either

ceasedr continuedtrading in the year after the transaction was deteg.
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betweenliquidity andtoeholdis significantly negative. It seems that acquiréosnot acquire a

toehold when it is easy to do so, but rather teggt takeovers of less liquid firms.

In the second stage, we repeat our main regreskiotise transactions without a toehold. The
results are similar to our base results. Evenrfamdactions without a toehold, tardiguidity is

positively related to the acquirer being public aitgb to the premium paid.

C. Payment Method

When the means of payment is equity the new shitehbase will contain previous shareholders
of both the acquirer and of the target (Faccio Btaulis (2005)). If liquidity is a function of
ownership, then stock-paid transactions may mech#yi retain more of the target firm’'s
liquidity. But if liquidity is primarily a functionof fundamental firm characteristics, then liquydit
retention should differ less across financing méghd o see which effect dominates, we compare
the relation between target and post-transactiguidity within two subsamples: stock-financed

deals and cash-financed deals.

In Panel D of Table 11, we present the resultsheansubsequent liquidity and the choice
between public and private acquirers for ancahsample of 368 public acquirers (2,944 target
firms). In Panel E, we present results on the sahméce for an alstocksample of 430 public
acquirers (644 target firms). We control for digien in columns 2 and 4. For the regression of
subsequent liquidity, we report the coefficients fioe target firm’s liquidity in excess of the

acquirer’s.

The results do not differ from subsamples basedhenpayment method. As for the base
sample, target liquidity is positively related toetconsolidated firms’ liquidity, the choice of

acquirer public status, and the offer premium ithbsubsamples. Thestatistic of difference
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between the two subsamples is 0.63, 0.02, and fe%fectively. This indicates that the liquidity

transfer is not mechanical and driven by stock paals.

D. Incomplete Transactions

Panel F of Table 11 reports results on the choateden public and private acquirers &b (i.e.,
including those not completed) 6,706 transactiom$ an the choice of target liquidity fel
1,476 transactions with a public acquirer. Our msults remain unchanged. The choice of

acquirer public status as well as the offer premisisignificantly increasing in liquidity.

E. Contested Transactions

The “choice” between private and public acquirergyrbe driven by the availability of either.
Bidding contests between public and private acgsiipgovide a setting in which we can isolate
the choice between public and private acquirems ftioeir availability. SDC provides data on 312
such transactions (as reported in Panel G of Tab)e Consistent with our base results, target
liquidity changes bidder behavior. Target firms hwitquidity above median, while not with
significantly more bids in general, attract sigeefintly more bids from public bidders. On average,
71% of all bids received by a liquid target arenfra public firm (versus 46% for less liquid
targets). We observe the same pattern with bidoougs: of the contests for a more liquid target,
65% conclude with acquisition by a public firm (ses 34% for less liquid targets). Contests for
more liquid targets also have a greater probabditysuccess, 57% versus 37% for less liquid
targets. In short, the results are in line with ganeral findings. More liquid targets attract more
bids from public than from private firms, publierfis more often win the contest and become the

acquirer, and the transaction is more likely tecbecluded.

IX. Conclusion
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We study the impact of stock liquidity in the marker corporate control. We argue that the
liquidity of the target’s stock is appreciated ditfntly by public and private acquirers. The
shareholders of public firms—Ilikely institutionahc professional investors—value the option to
liquidate their position swiftly and without advergffects on the price. Hence we claim that,
everything else equal, (i) transactions are mdracive for public shareholders if the liquidit§ o
the target’s stock does not adversely affect tbain stock’s liquidity or, even better, actually
increases it; and (ii) such shareholders are willto pay more for “liquid” targets. These
considerations argue for both a higher target puemand a greater likelihood of the bid’s success,

since liquid targets profit more when acquired bl than by private firms.

We test these hypotheses with reference to the &8 Market for the period 1987-2007. We
first show that differences in the degree of lidguyidbetween the target and the acquirer affect the
liquidity of the consolidated firm. Acquiring a neliquid target renders the acquirer’s stock more
liquid and also affects other firm characteristassociated with liquidity. We document that
liquidity affects the acquirer’s choice: public aogrs—and especially the more liquid ones—are
more likely to choose more liquid targets, all eéspial. Public acquirers are also more likely to
complete a transaction if the target firm is mageid. These effects are more pronounced in times

of overall low market liquidity, indicating thateldemand for liquidity is time-varying.

These findings have implications for the pricelod tleal. We show that—in the presence of a
public acquirer—greater target liquidity is related a higher offer premium and target
announcement return. Public acquirers are alsongilio pay more than private acquirers for a

more liquid target, in terms of both the premiund #me target announcement returns.
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We argue that these patterns are related to treemee of institutional investors. A greater
proportion of institutions among the acquirer’s reé@lders is associated with increased odds of

acquiring firms whose liquidity is above the median

Although most private acquirers value liquiditydakan do public firms, some private firms
appreciate liquidity more than others. A typicaseas a firm planning to go public. Indeed, we
find that acquiring liquid targets is positivelylated to the private firm’s likelihood of going

public.

Our findings also have implications for the optimaaly of selling a firm (Zingales (1995)) in
that they show how stock liquidity drives the cleomf sell-off form (public versus private) and
thereby the “matching of firms” in the market. Tea®sults imply that the choice between a
public versus private acquirer can be directlyteglado market fluctuations—not only because of
valuation but also because the desired level ofdity (and hence its value) fluctuates over time.
As a consequence, investors are more willing torpaye for certain investment types in certain

periods (Harford (2005)).

32



References

Acharya, V., and L.H. Pedersen. “Asset Pricing witquidity Risk.” Journal of Financial Economics,7 (2005),
375-410.

Allen, F., and G. Gorton. “Churning Bubble®&view of Economic Studid) (1993), 813-836.

Almeida, H.; Campello, M.; and D. Hackbarth. “Lidity Mergers.” Journal of Financial Economics, 1@®11),
526-558.

Amihud, Y. “llliquidity and Stock Returns: Cross@®n and Time-Series EffectsJournal of Financial Marketss
(2002), 31-56.

Amihud, Y.; H. Mendelson; and L. H. Pedersen. “lidity and Asset Prices.” Ikoundations and Trends in Finance
Vol. 1 (2009).

Amihud, Y.; H. Mendelson; and J. Uno. “Number of&holders and Stock Prices: Evidence from Jagaurnal of
Finance 54 (1999), 1169-1184.

Baker, H., and P. Gallagher. “Management View aic&tSplits.”Financial Managemen® (1980), 73-77.

Baker, M., and J. Wurgler. “Investor Sentiment ahd Cross-Section of Stock Returnddurnal of Finance61
(2006), 1645-1680.

Barberis, N., and A. Shleifer. “Style Investinddurnal of Financial Economic$8 (2003),161-199.

Bargeron, L.L.; Schlingemann, F.P.; Stulz, R.M.¢d &J. Zutter. “Why do Private Acquirers Pay sdleiCompared
to Public Acquirers?Journal of Financial Economic89 (2008), 375-390.

Betton, S., and B. E. Eckbo. “Toeholds, Bid Jungusl Expected Payoff in TakeoverRéview of Financial Studies,
13 (2000), 841-882.

Betton, S.; Eckbo, B. E.; Thompson, R.; and K.Sorbhrn. “Merger Negotiations with Stock Market Fbadk.”
Journal of Finance(forthcoming).

Bharath, S.T.; P. Pasquariello; and G. Wu. “Doeymisetric Information Drive Capital Structure Deoiss?”
Review of Financial Studie22 (2009), 3211-3243.

Bolton, P., and E. L. von Thadden. “Blocks, Ligtydiand Corporate ControlJournal of Finance53 (1998a), 1-25.

Bolton, P. and E. L. von Thadden. “Liquidity andr@ml|: A Dynamic Theory of Corporate Ownership 8twre.”

Journal of Institutional and Theoretical Economits4 (1998b), 177-211.

33



Boone, A.L., and J.H. Mulherin. “Do Auctions Indua&Vinner's Curse? New Evidence from the Corpofatesover
Market.” Journal of Financial Economic89 (2008), 1-19.

Celikyurt, U.; Sevilir, M.; and A. Shivdasani. “Gw@ Public to Acquire? The Acquisition Motive in IBOJournal of
Financial Economics96 (2010), 345-363.

Chan, L., and J. Lakonishok. “The Behavior of Stéukces around Institutional Tradesldurnal of Finance50
(1995), 1147-1174.

Chatterjee, S.; John, K.; and A. Yan. “Takeoverd Bivergence of Investor OpinionReview of Financial Studies,
25 (2011), 227-277.

Chen, X.; Harford, J.; and K. Li. “Monitoring: WHiclnstitutions Matter?"Journal of Financial Economics36
(2007), 279-305.

Cumming, D. J., and J. G. MaclIntosh. “Venture-cxits in Canada and the United Statésniversity of Toronto
Law Journal,53 (2003), 101-199.

Dierkens, N. “Information Asymmetry and Equity Iesu’ Journal of Financial and Quantitative Analysg (1991),
181-199.

Dow, J., and G. Gorton, G. “Noise Trading, Deledaortfolio Management, and Economic Welfardournal of
Political Economy 105 (1997), 1024-1050.

Ellul, A., and M. Pagano. “IPO Underpricing and éfmarket Liquidity.”Review of Financial Studie49 (2006),
381-421.

Faccio, M., and R. Masulis. “The Choice of Paymbtdthod in European Mergers and Acquisitionddurnal of
Finance60, (2005), 1345-1388.

Falkenstein, E.. “Preferences for Stock Charadiesiss Revealed by Mutual Fund Portfolio Holdifigiournal of
Finance,51 (1996), 111-136.

Frazzini, A., and O. A. Lamont. “Dumb Money: Mutlralnd Flows and the Cross-Section of Stock Retutlmirnal
of Financial Economics38 (2008), 299-322.

Gompers, P. A.; Ishii; J. L.; and A. Metrick. “Camate Governance and Equity PriceQUuarterly Journal of
Economics118 (2003), 107-155.

Gompers, P., and A. Metrick. “Institutional Investoand Equity Prices.Quarterly Journal of Economicsl16

(2001), 229-259.

34



Gopalan, R.; Kadan, O.; and M. Pevzner. “Asset idiqy and Stock Liquidity.” Journal of Financial and
Quantitative AnalysisA7 (2012), 333-364.

Grossman, S., and O. Hart. “The Costs and BenefitSwnership: A Theory of Vertical and Lateral Igtation.”
Journal of Political Economy94 (1986), 691-719.

Harford, J. “What Drives Merger Waves®urnal of Financial Economicg,7 (2005), 529-600.

Harford, J.; Klasa, S.; and N. Walcott. ,Do Firmaue¢ Leverage Targets? Evidence from Acquisitiodstirnal of
Financial Economics93 (2009), 1-14.

Hartzell, J. C.; Ofek, E.; and D. Yermack. “Whalt's There for Me? CEOs Whose Firms are AcquirdReview of
Financial Studies17 (2004), 37-61.

Heckman, J. J. “Sample Selection Bias as a Spatidit Error.”"Econometricad7 (1979), 153-161.

Hertzel, M., and R. L. Smith. “Market Discounts aBtlareholder Gains for Placing Equity Privatelydurnal of
Finance,48 (1993), 459-485.

Hirschleifer, D., and S. Teoh. “Limited Attentioimformation Disclosure, and Financial Reportingdurnal of
Accounting and Economic36 (2003), 337-386.

Hong, H., and J. Stein. “A Unified Theory of Undeaction, Momentum Trading, and Overreaction in Asse
Markets.”Journal of Finance54 (1999), 2143-2184.

Kahn, C., and A. Winton. “Ownership Structure, Sgation, and Shareholder Interventioddurnal of Finance53
(1998), 99-129.

Kyle, A., and J. L. Vila. “Noise Trading and Takews.” RAND Journal of Economic22 (1991), 54-71.

Lee, C.; Shleifer, A.; and R. Thaler. ,Investor Serent and the Closed-End Fund Puzzl#gournal of Finance46
(1991), 75-109.

Lowry, M. “Why Does IPO Volume Fluctuate so Muchiurnal of Financial Economic$7 (2003), 3-40.

Martos-Vila, M. “A Theory of Private vs. Public Rements in Public Firms.” Working paper, UCLA (2011

Massa, M., and L. Zhang. “Cosmetic Mergers: Theeéifof Style Investing on the Market for Corpor@tentrol.”
Journal of Financial Economic§3 (2009), 400-427.

Maug, E. “Large Shareholders as Monitors: Is Treefeade-Off between Liquidity and ControlPurnal of Finance,

53 (1998), 65-98.

35



Merton, R. C. “A Simple Model of Capital Market Eljorium with Incomplete Information.Journal of Finance42
(1987), 483-510.

Moeller, S. B.; Schlingemann, F. P.; and R. M. &tdFirm Size and the Gains from Acquisitiongldurnal of
Financial Economics/3 (2004), 201-228.

Moeller, S. B.; Schlingemann, F. P.; and R. M. &tdHow do Diversity of Opinion and Information Asynetry
Affect Acquirer Returns?Review of Financial Studie2p (2007), 2047-2078.

Mukherji, S.; Kim, Y. H.; and M. C. Walker. “The fetct of Stock Splits on the Ownership StructureFofms.”
Journal of Corporate Finance (1997), 167-188.

Muscarella, C. J., and M. R. Vetsuypens. “StockitSpSignaling or Liquidity? The Case of SDR “Sd@plits,”
Journal of Financial Economicg2 (1996), 3—-26.

Mullainathan, S. ,A Memory-Based Model of BoundedtiRnality.” Quarterly Journal of Economicd17 (2002),
735-774.

Mullainathan, S.; Schwartzstein, J.; and A. Shteifgoarse Thinking and PersuationQuarterly Journal of
Economics123 (2008), 577-619.

Noe, T. “Investor Activism and Financial Market &tture.”Review of Financial Studig$5 (2002), 289-318.

Officer, M. “Termination Fees in Mergers and Acdiiss.” Journal of Financial Economic$§9 (2003), 431-467.

Officer, M. “The Price of Corporate Liquidity: Acégition Discounts for Unlisted TargetsJournal of Financial
Economics83 (2007), 571-598.

Poulsen, A. B., and M. Stegemoller. “Moving fromivate to Public Ownership: Selling Out to Publigri$ vs.
Initial Public Offerings.”Financial ManagemenB7 (2008), 81-101.

Ritter, J. “The “Hot Issue” Market of 1980.Journal of Busines§7 (1984), 215-240.

Scharfstein, D., and J. Stein. “Herd Behavior anag$tment.’American Economic Revie&) (1990), 465-489.

Schlingemann, F.P.; Stulz, R.M.; and R.A. WalklinBivestitures and the Liquidity of the Market f@orporate
Assets.”Journal of Financial Economic$4 (2002), 117-144.

Schwert, G. “Markup Pricing in Mergers and Acquit.” Journal of Financial Economicgl (1996), 153-192.

Shleifer, A., and R.W. Vishny. “The Limits of Arlpétge.” Journal of Finance52 (1997), 35-55.

Shapiro, A. “The Investor Recognition HypothesiaiDynamic General Equilibrium: Theory and Evidehdeview

of Financial Studiesl5 (2002), 97-141.

36



Staiger, D., and J. H. Stock. “Instrumental Varg@bRegressions with Weak Instrumentsgbonometricap5 (1997),
557-586.

Steiner, T.L. “The Corporate Sell-Off Decision oiffvBrsified Firms.”Journal of Financial Researci20 (1997), 231-
241.

Teo, M., and S. Woo. “Style Effects in the Crosstm of Stock Returns.Journal of Financial Economics]
(2004), 367-398.

Uno, J., and N. Kamiyama, “Ownership Structure,uidity, and Firm Value.” Unpublished manuscript, $&da
University (2010).

Wurgler, J., and E. Zhuravskaya. “Does Arbitragatieh Demand Curves for StocksPSurnal of Business/5
(2002), 583-608.

Zellner, A. “An Efficient Method of Estimating Seémgly Unrelated Regressions and Tests for AggregaBias.”
Journal of the American Statistical Associatibid,(1962), 348-368.

Zingales, L. “Insider Ownership and the DecisioiGim Public.”Review of Economic Studié®, (1995), 425-448.

37



Variable

Appendix: Definition of Variables

Definition

# acquisitions

Count of acquisitions made by an acquirer.

# institutional

shareholders

Count of institutions who report (in their 13f filj) that they hold shares of the focal

firm.

# public acquisitions

Count of acquisitions involving public target firmsade by the focal acquirer.

# transactions (period)

The logarithm of the number of corporate contrahfactions at the industry level in
the year before the transaction. Corporate contesisactions include all disclosed
and completed leveraged buyouts, tender offergoffsi exchange offers, minority
stake purchases, acquisitions of remaining intepstatizations, and equity carve-

outs. Buybacks are excluded from the sample. Regamnt'000s for scaling reasons.

% acquired

Fraction of the target firm exchanged in the tratisa.

% owned after

Fraction of the target firm owned by the acquirfinmq after the transaction.

% owned before

Fraction of the target firm owned by the acquiriimn before the transaction.

acquirer public

Indicator set equal to 1 if the acquirer is listeda stock exchange.

acquisition value

Sum of values of the transactions made by an aequir

all cash Indicator set equal to 1 if the transaction is ctetgdy paid in cash.

all stock Indicator set equal to 1 if the transaction is ctetgdy paid in stock.

Amihuc llliquidity ratio from Amihud (2002); see equatidh) for details.

assets The book value of the target firm (in million USI@ws). Square assets is reported in

billions for scaling reasons.

avg. premium

Average takeover premium across all acquisitiomsyparter, where “premium” is the
transaction value less the target’'s market valu® éys prior to announcement)

divided bythe latter.

bid-ask spread

Difference between the bid and the ask pdisgded bythe close price.

cash/assets

The fraction of the cash over book assets (pergejita

competing bidders

Indicator set equal to 1 if a third party launchesd offer for the target while the
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original bid was pending (and to O otherwise).

dividend payer

Indicator set equal to 1 if a firm pays dividendghe previous year.

econshock

Principal component of the following economic shaekiables, sorted by industry:
net income over sales, asset turnover, R&D experedif capital expenditures,

employee growth, ROA, and sales growth.

Governance index

Index of Gompers et al. (2003).

Herfindah

Herfindahl index by sales.

hostile

Indicator set equal to 1 if the board officialljjeets the offer yet the acquirer persists

with the takeover (and to O otherwise).

idiosyncratic risk

Standard deviation of the acquirer excess retunrth® value-weighted market return,

measured over a quarter.

insider ownership

Indicator set equal to 1 if more than 5% of thenfs shares are held by insiders who

must file SEC form 3, 4, 5, or 144.

institutional ownership

Fraction of ownership by institutions who file SEZm 13F.

IPO proceed Total proceeds of IPO (in million US dollars).

leverage Ratio of net debt to assets.

liquidity index First principal component of the quarterly averagethe bid-ask spread, log of
volume, log of turnover, and the Amihud illiquiditatio—all measured per trading
day. For this index, all measures are normalizeduhtracting their mean and then
dividing by their standard deviation.

log assets Natural logarithm of book assets.

log market value

Natural logarithm of market value measured 63 daigs fo the transaction.

market cap ($)

Closing price multiplied by the number of sharetstanding.

market/book Market value of equity plus book value of assetausibook value of equitgivided
by book value of assets.
Mills public Inverse Mills ratio computed with the regressioowh in Table 4, Column 1.

public acquisitions

For a given firm, the ratio of public acquisitiotosall acquisitions (%).
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relative size The ratio between target and acquirer assets. Repar 1073 for scaling reasons.
Square relative size is reported x 10”6 for scalgagons.

R&D/sales Ratio of R&D expenses to sales.

R&D Indicator set equal to O if R&D expenses are migsinset equal to 1 otherwise.

ROA Earnings (before interest and taxes) divided bgtass

salesgrowth Year-on-year growth in sales, reported in ‘000ssfaling reasons.

size The target firm's market value (in million US doia Square size is reported in
quadrillions for scaling reasons.

spread Credit spreathetween commercial and industrial loan rates.

tender offer

Indicator set equal to 1 when a tender offer imt¢ded for the target (and to 0
otherwise), where “tender offer” is defined as anfal offer (of specific duration)

made to the target’s equity holders to acquire thieres.

termination fees

Indicator set equal to 1 only if the parties havedm a termination fee agreement
whereby failure to consummate the transaction t&sol a payment made by one

party to the other.

toehold

Indicator set equal to 1 if the acquirer owns mian 0.5% of the target prior to the

transaction.

transaction value

Total value of consideration paid by the acquiiarnfillion US dollars), excluding
fees and expenses. Includes the amount paid focoafimon stock (equivalents),
preferred stock, debt, options, assets, warrants,stake purchases made within six
months of the transaction’s announcement date. rAeduliabilities are included in
the value if disclosed; preferred stock only if aicgd as part of a 100% acquisition.
Common stock is valued based on the closing pmicthe last full trading day prior to

announcement or alteration date of the stock semps.

turnover

Logarithm of (trading volume divided by the numioéshares outstanding).

volume

Logarithm of trading volume.
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Table 1

Descriptive statistics: Transactions
This table provides summary statistics for the lmsesample of completed transactions involving ublie target firm and

announced during 1987-2007. Panel A (C) gives ¢tations of) transaction and market characteristRanel B (D) gives

characteristics (correlations) of the acquirer tredtarget firm in the last year that ends befbeeannouncement. Values reported

in Panel A and B are means, with medians in bracleetd before taking logarithms.

Panel A. Transaction and market characteristics

Variable All Acquirer public status

transactions Private Public
Acquirer public 36.40% 0.00% 100.00%
Transaction value (in USD milions) 302.77 [14.06] BP [4.99] 621.72 [112.12]
% acquired 36.90% [10.87%)] 17.75%  [5.89%] 70.35% [100.p0%
% owned after 42.19% [18.21%)] 23.37%  [9.40%] 75.07% [a0%)]
All cash 57.57% 70.60% 34.82%
All stock 11.93% 1.88% 29.49%
Tender offer 5.47% 2.28% 11.06%
Termination fees 17.42% 4.99% 39.15%
Toehold 34.85% 46.12% 15.16%
# transactions (period) 474 [314] 406 [269] 593 [437]
Avg. premium 4.83%  [3.83%] 4.78%  [3.76%] 4.92%  [4.07%]
Econshock 0.23 [0.12] 0.15 [0.07] 0.37 [0.24]
Spread 5.58%  [5.55%] 571%  [5.60%] 5.36%  [5.39%]
Panel B. Target and acquirer characteristics
Variable Target Acquirer

All transactions By a private acquirer By a publicjaicer

Assets (in USD milions) 1354 [163] 1192 [149] 1637 [185] 3944 [2,260]
Market cap ($) 4,122,252 [330,126] 713,786 [204,461] 2aMmP00 [1,002,235] 20,700,000 [1,829,587]
Market/book 3.50 [1.78] 3.17 [1.61] 4.07 [2.12] 4.87 [2.37]
ROA 6.99%  [1.62%] 6.81%  [8.88%)] 7.32%  [9.49%] 1.10%  [3.26%)]
Leverage 33.98% [38.88%] 34.26%  [39.46%] 33.48% [36.32%] 2.23%  [31.29%)]
Institutional ownership 25.61% [18.20%)] 23.27% [15.76%] 28.95% [21.78%]  25.77%  [21.90%]
Insider ownership 9.30% [0] 5.80% [0] 17.46% [0] 3.35% [0]
Governance index 9.05 [9] 8.95 [9] 8.92 [9] 8.84 [9]
Liquidity index 0.26 [0.23] 0.01 [0.15] 0.82 [0.37] 0.76 2]
Bid-ask spread 3.45% [2%)] 4.21% [3%)] 2.24% [1%] 1.74% [1%)]
Volume 622595  [59,244] 253490  [41,368] 1,276,394 [148)2 2,428,454 [213,373]
Turnover 6.75 [3.86] 6.43 [3.67] 7.32 [4.25] 6.90 [3.94]
Amihud 0.28 [0.00] 0.36 [0.00] 0.13 [0.00] 0.05 [0.00]
Idiosyncratic Risk 0.26%  [0.11%] 0.27%  [0.12%)] 0.26% @A) 0.10%  [0.40%)]
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Table 2

Descriptive statistics: Indices
This table provides summary statistics for the tarents of thdiquidity index and its principal component loadings. Thafsa

includes all Compustat firms with valid observatan the sample period. Panel A reports averagectaistics; Panel B reports
the means and medians (before taking logarithmsstamtiardization) and principal component loadiofghe constituents of the
liquidity index. In the index, all measures are normalizgdubtracting their mean and then dividing by ttstémdard deviation.

Reported values are means, with medians in bradRetsel C reports correlations (without transfoiore).

Variable Observations Mean Median Principal component loadings
Panel A. Firm characteristics

Assets (in USD milions) 661,408 1,388 [155]

Market/book 751,925 1.48 [1.48]

Panel B. Liquidity measures

Bid-ask spread 401,488 3.66% [2.20%] -0.33
Volume 506,952 283,883  [29,806] 0.43
Turnover 506,952 5.11 [2.60] 0.42
Amihud 534,165 1.98 [0.00] -0.13
Panel C. Correlation matrix

Variable Liguidity index Bid-ask spread Volume Turnover lliguidity
Bid-ask spread -67.44%

Volume 86.33% -38.82%

Turnover 83.00% -32.29% 76.26%

Amihud -0.12% 4.82% -0.03% -0.03%

Market cap 17.25% -8.50% 28.53% 4.79% -0.45%
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Table 3

Effects of target liquidity on the combined firm
This table reports results of cross-sectional i=goms. The dependent variable is the change fnemuarter 12 months before the

transaction’s announcement to the quarter 12 maftbsits effective date fdiquidity, in percentage points. ***, ** and * denote
significance at the 0.1%, 1%, and 5% level (respelgt) using heteroskedasticity robust standardrerclustered at the industry

level; t-statistics are given in parentheses.
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Dependent variable = change in liquidity

@

@)

©)

4)

Dispersion Low-liquidity High-liquidity

control period period
Liquidity difference (target - acquirer) 30.982*+* IUQ*+* 29.306*** 38.886***
(7.531) (7.554) A48 (4.478)
Liquidity (acquirer) 0.452 0.675 3.009 -7.494
(0.176) (0.257) .8@0) (-1.261)
Relative size -9614.415 -9636.708 -9348.645*  -12100
(-1.811) (-1.806) (-2.056) (-1.018)
(Relative size)"2 0 0 0 0
) () () )
Idiosyncratic risk (acquirer) -640.432
(-0.77)
% acquired -0.623 -0.596 -1.973 8.761
(-0.213) (-0.206) (-0.565) (1.054)
Log # transactions (period) -586.782 -399.141 4350.252 2640.289
(-0.115) (-0.078) (0.777) (0.109)
Avg. premium 22.433* 22.769* 26.393* 15.33
(2.427) (2.475) (2.208) (1.149)
Econshock -5.908 -5.953 -13.740* 0.228
(-1.525) (-1.521) (-2.499) (0.031)
Spread -3.615 -7.242 607.881 -1076.874
(-0.01) (-0.019) (1.673) (-0.811)
Log assets (acquirer) 2.036 1.737 1.914 5.565
(1.455) (2.137) .0a4) (1.305)
Assets”2 (acquirer) -14.649 -13.126 9.167 -134.168
(-0.36) (-0.316) (0.135) (-1.181)
Market/book (acquirer) -1.222%* -1.208** -1.162* -0A
(-3.832) (-3.734) (-2.426) (-1.926)
Leverage (acquirer) -10.343 -10.148 -7.554 -13.659
(-1.414) (-1.384) (-0.764) (-0.961)
ROA (acquirer) 14.105 11.638 19.08 -14.801
(1.213) (1.101) (1.393) (-0.442)
Cash/assets (target) 2.138 2.142 -0.101 6.491
(0.476) (0.481) (-0.013) (1.362)
Market/book (target-acquirer) -0.464 -0.455 0.162 -B.86
(-0.662) (-0.65) 0.192) (-0.613)
Leverage (target-acquirer) 1.936 1.925 9.516 -15.461
(0.199) (0.198) .945) (-0.721)
ROA (target-acquirer) -14.734 -15.255 -11.563 -33.11
(-1.568) (-1.66) (-1.026) (-1.979)
Cash/assets (target-acquirer) -0.167 -0.17 -0.109 20.36
(-1.065) (-1.08) (-0.56) (-1.295)
Constant -33.308 -30.608 -81.733 -109.788
(-0.898) (-0.83) (-1.585) (-0.654)
Year fixed effects Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes
R-square 26.2% 26.2% 32.0% 31.2%
N 1,033 1,033 691 342
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Table 4

Choice between public and private acquirers
This table presents results of regressions in whtiehdependent variable is the acquirer's pubBtust ***, ** and * denote

significance at the 0.1%, 1%, and 5% level (respelgh using heteroskedasticity robust standardrsrclustered at the industry

level; t-statistics are given in parentheses.
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Dependent variable = acquirer public status

(1) 2 3 4
Dispersion Low-liquidity High-liquidity
control period period
Liquidity (target) 0.200%+* 0.201*+* 0.183** 0.219
(4.416) (4.41) 633) (1.95)
Idiosyncratic risk (target) 5.307
(0.611)
% acquired 2.021%*= 2.020%** 2.172%** 1.578%*
(24.016) (23.969) (23.27) (11.624)
Size (target) 0.039** 0.037* 0.057* -0.008
(2.595) (2.541) (3.011) (-0.28)
Log size (target) 0.093*** 0.096*** 0.093** 0.110*
(3.864) (4.117) 1) (2.155)
Size”2 (target) -1.043* -1.017* -1.595%* 0.278
(-3.224) (-3.183) (-3.592) (0.424)
Log # transactions (period) -3.75 -5.022 31.513 97.693
(-0.047) (-0.063) (0.308) (0.654)
Avg. premium 0.026*** 0.026*** 0.015 0.040*
(4.857) (4.624) .6d1) (2.884)
Econshock 0.229 0.23 0.257 0.072
(1.4) (1.408) (28p (0.243)
Spread 0.188 0.187 0.117 0.199
(1.924) (1.918) .0aw) (1.29)
Market/book (target) 2.497 2.384 3.977 -3.209
(0.368) (0.351) 50) (-0.154)
Leverage (target) 0.021 0.021 0.053 -0.042
(0.268) (0.26) 6209) (-0.282)
ROA (target) -0.037 -0.022 0.018 -0.235
(-0.416) (-0.26) 0.138) (-1.227)
Cash/assets (target) 15.454* 15.462** 21.387** 9.845
(2.811) (2.802) .3EB) (1.533)
Salesgrowth (target) -10.758 -10.771 -15.639* 12.128
(-1.379) (-1.378) (-2.008) (0.624)
Dividend payer dummy 0.1 0.102 0.074 0.079
(1.494) (1.512) .0a1) (0.606)
Herfindahl -0.146 -0.144 -0.062 -0.45
(-0.692) (-0.676) (-0.229) (-0.87)
% owned before 1.381%* 1.380%* 1.489*+ 1.127%*
(6.55) (6.525) 4(31) (3.667)
Constant -4.238** -4.287*  -4.008*+* -3.749**
(-5.521) (-5.544) (-4.976) (-2.612)
Year fixed effects Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes
N 4,691 4,691 3,372 1,319
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Table 5

Choice between high- and low-liquidity acquirers
This table reports results of regressions in whitthdependent variable is acquiliquidity. ***, ** and * denote significance at

the 0.1%, 1%, and 5% level (respectively) usinglostkedasticity robust standard errors clustergdeaindustry levelt-statistics

are given in parentheses.
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Dependent variable = acquirer liquidity

1 2 ©) 4
Dispersion Low liquidity High liquidity
control period period
Liquidity (target) 0.742%+* 0.743*+* 0.843%+* 0.702**
(14.35) (14.523) 14Q97) (11.085)
Idiosyncratic risk (target) 14.713*
(1.993)
% acquired 0.038 0.037 0.136 -0.041
(0.664) (0.635) .g29) (-0.65)
Size (target) -0.007 -0.01 -0.003 -0.013
(-0.742) (-1.103) (-0.298) (-0.822)
Log size (target) 0.022 0.027 0.006 0.037
(1.557) (1.948) .3EB) (1.804)
Size"2 (target) 0.117 0.172 0.094 0.202
(0.556) (0.847) (0.443) (0.521)
Log # transactions (period) -34.983 -38.548 50.589 33B.
(-0.903) (-0.992) (0.782) (-0.645)
Avg. premium 0.01 0.009 0.005 0.009
(1.788) (2.738) ((62)] (1.323)
Econshock 0.045 0.041 -0.229 0.026
(0.657) (0.59) .61 (0.359)
Spread 0.034 0.029 0.046 -0.009
(0.925) (0.789) R (0] (-0.138)
Market/book (target) -9.085* -8.577 -11.175 -6.186
(-2.068) (-1.921) (-1.563) (-1.226)
Leverage (target) -0.036 -0.036 0.096 -0.113
(-0.465) (-0.467) (1.479) (-1.019)
ROA (target) -0.009 0.041 -0.182 -0.027
(-0.054) (0.274) -0.695) (-0.108)
Cash/assets (target) 0.055* 0.05* 0.050* 0.013
(2.109) (1.996) A4) (0.181)
Salesgrowth (target) -0.582 -0.296 -1.599 0.47
(-0.144) (-0.072) (-0.197) (0.113)
Dividend payer dummy -0.047 -0.036 -0.073 -0.037
(-0.982) (-0.774) (-1.322) (-0.619)
Herfindahl -0.188 -0.167 -0.312 -0.267
(-0.69) (-0.586)  -0.602) (-0.875)
% owned before -0.053 -0.048 0.104 -0.216
(-0.347) (-0.311) (0.83) (-1.172)
Mills P ublic 0.063 0.032 -0.011 0.049
(0.865) (0.447) (-0.125) (0.492)
Constant -2.065*** -2.127*  0.685 0.125
(-4.163) (-4.203) (1.12) (0.209)
Year fixed effects Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes
R-square 2% 73% 79% 69%
N 1,083 1,083 380 703
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Table 6

Deal completion
This table presents regression results, where éperddent variable equals 1 if the transaction ispdeted successfully, using an

extended sample of complete and incomplete traiosactPanel A (resp., Panel B) reports the redoltsthe subsample of
transactions with a public (resp., private) acquiRanel C reports on tests of differences betweefficieats for the regressions
reported in Panel A and those reported in PanelitB, chi-square statistics given in parentheses, ** and * denote significance
at the 0.1%, 1%, and 5% level (respectively) udieteroskedasticity robust standard errors clustatetthe industry levelt-

statistics are given in parentheses.
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Panel A. Acquisition by a public acquirer. Depenteariable = success

(€ @) (©) &)
Dispersion Low-liquidity High-liquidity
control period period
Liquidity 0.028** 0.029* 0.029* 0.017
(2.739) (2.834) .5@b) (0.677)
Idiosyncratic risk -6.016*+*
(-3.473)
Size 0.009* 0.011* 0.016** -0.01
(1.978) (2.488) @) (-1.221)
Log size 0.028*+* 0.022%+* 0.021* 0.054%+*
(4.734) (3.513) .16P) (4.097)
Size™2 -0.186 -0.232* -0.376* 0.225
(-1.79) (-2.211) (-3.001) (1.143)
# transactions (period) -25.796 -23.133 -22.173 -33.362
(-1.432) (-1.283) (-1.034) (-0.66)
Market/book (target) 0.006*** 0.006*+* 0.005* 0.007
(3.399) (3.664) .365) (1.89)
Avg. premium 0.076* 0.079* 0.038 0.203**
(2.187) (2.274) .9@56) (2.618)
Econshock 0.047* 0.046* 0.021 0.052
(2.397) (2.375) .88) (1.352)
Spread 1.214 1.115 2.16 -2.739
(0.647) (0.595) .0@4) (-0.454)
Leverage (target) -0.017 -0.017 -0.013 -0.007
(-0.886) (-0.892) (-0.619) (-0.148)
ROA (target) 0.070* 0.052 0.032 0.190*
(2.19) (1.594) IB;) (2.486)
Cash/assets (target) 0.363** 0.359%* 0.722%+* 0.206**
(7.101) (7.014) .844) (3.105)
Salesgrowth (target) -4.649* -4.402* -4.295* -6.3
(-2.715) (-2.57) -2.332) (-1.456)
Dividend payer dummy 0.042** 0.039** 0.029 0.077*
(3.146) (2.924) .936) (2.452)
Herfindahl -0.102 -0.107* -0.114* -0.118
(-1.912) (-2) 017) (-0.851)
% owned before 0.355%* 0.353%+* 0.347% 0.423%
(6.451) (6.415) .5@) (3.548)
Year fixed effects Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes
Constant 0.2 0.519 0 0
(0.477) (1.216) ) (. )
Panel B. Acquisition by a private acquirer. Depentieariable = success
Liquidity -0.021 0 -0.02 -0.022
(-1.795) ) (-33 (-0.941)
Control variables Yes Yes Yes Yes
Panel C. Test of differences in coefficients (publprivate)
Liquidity 0.049* 0.029** 0.049* 0.039
Chi-square (6.58) (6.72) (4.9) (0.79)
N 6,706 6,706 3,602 3,104
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Table 7

Offer premium
Panel A (resp., Panel B) reports regression refultacquisitions by public (resp., private) acetst The dependent variable is

offer premiumwhich is equal to the transaction vatasusthe product of the fraction acquired and the tiafige’'s market value

63 days prior to the announcement, divided by #teeil, in percentage points. Panel C reports as tefsdifferences between
coefficients for the regressions reported in P@nahd those reported in Panel B, with chi-squaatistics given in parentheses.
% and * denote significance at the 0.1%, 1%nd 5% level (respectively) using heteroskedagticbust standard errors

clustered at the industry leveélstatistics are given in parentheses.
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Panel A. Acquisitions by a public acquirer. Depenideariable = Offer premium

@ @ ©) @
Dispersion Low-liquidity High-liquidity
control period period
Liquidity 12.151%* 12.450%* 8.694*+ 27.976%*
(8.832) (9.059) .588) (6.434)
Idiosyncratic risk -1169.415%*
(-4.103)
% acquired -19.635%*  -18.787**  -20.550**  -8.282
(-6.268) (-6) (288) (-1.001)
Size (target) -2.361%* -1.983** -2.505*** -0.728
(-4.304) (-3.575) (-4.18) (-0.586)
Log size (target) -8.856* -9.695%* -6.699*** -15.242*
(-9.83) (-10.539) (-7.29) (-6.424)
Size”2 (target) 36.417* 28.990* 52.612%* -7.979
(2.818) (2.227) (3.657) (-0.284)
Market/book (target) 0.773%* 0.831%* 0.209 2.519%*
(3.51) (3.778) 96B) (4.016)
Leverage (target) -1.46 -1.886 -1.663 -4.553
(-0.583) (-0.754)  (-0.683) (-0.601)
ROA (target) 15.261%* 11.840* 7.827 49,782%+
(3.601) (2.75) 947) (3.48)
Cash/assets (target) -36.678**  -36.908**  -31.192**  9.272*
(-4.889) (-4.932) (-3.074) (-2.195)
Governance index 0.676* 0.622* 0.515* 0.709
(3.169) (2.919) (2.441) (1.168)
Insider ownership 4.185 4.213 4.213 3.531
(1.908) (1.926) (1.958) (0.551)
Hostile 35.166%* 35.405** 9.398 94.499%+
(3.832) (3.869) .98b) (4.692)
Competing bidders 14.872* 14.472* 10.96 36.081*
(2.413) (2.354) .7@3) (2.023)
Tender offer -6.672 -7.302* -8.679* -3.726
(-1.903) (-2.087) (-2.151) (-0.506)
Termination fees 11.665*** 11.233%* 8.341* 16.529**
(4.52) (4.361) 949) (2.761)
Toehold 2.1 1.849 1.231 78.4
(1.132) 1) (0.y13 (1.043)
All stock -8.227* -8.279* -13.486**  1.553
(-3.078) (-3.106) (-4.634) (0.257)
Mills Public 15.738** 17.415* 16.833* 51.629**
(2.576) (2.844) .646) (3.095)
Constant 0 97.302* 0 0
() (2.203) (O] (O]
Year fixed effects Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes

Panel B. Acquisitions by a private acquirer. Depentvariable = Offer premium

Liquidity 5.522% 5.283% 6.480%* 3.634
(4.693) (4.514) .981) (1.369)

Control variables Yes Yes Yes Yes

Panel C. Test of differences in coefficients (publprivate)

Liquidity 6.629% 7.167% 2.214 24,342+

Chi-square (11.05) (15.48) (1.13) (20.06)

R-squared 33.44% 33.81% 33.47% 46.21%
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Table 8

Target announcement returns
Panel A (resp., Panel B) reports regression refuritacquisitions by public (resp., private) acquir The dependent variable is the

target firm's CAR (in percentage points) over tim@dows of [-1, +1] (columns 1-4), [-42, +126] (ooin 5), [-42, O] (column
6), and [0, +126] (column 7), where, b] denotes the time window (in days) relative to #mouncement event for which the
abnormal return is measured. Panel C reports ds ¢éslifferences between coefficients for the esgions reported in Panel A
and those reported in Panel B, with chi-squarestitz given in parentheses. ***, ** and * dendtignificance at the 0.1%, 1%,
and 5% level (respectively) using heteroskedagtimbust standard errors clustered at the industrgl; t-statistics are given in

parentheses.
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Panel A. Acquisitions by a public acquirer. Depenieariable = Target announcement returns

Return window [-1,1] [-42,126] [-42,0] [0,126]
€] @ ©) @ ®) 6 ()]
Dispersion Low-liquidity High-liquidity
control period period
Liquidity 2.227%* 2.210%* 1.653** 5.207%* 6.107*  6.503** 1.529
(6.576) (6.515) .7@b) (5.375) (2.018) (4.23) (1.626)
Idiosyncratic risk 49.022
(0.701)
% acquired 47720 4,731 4.374% 6.050%** 13.536* 5398 9.665**
(6.225) (6.157) .0®) (3.295) (2.237)  (1.756)  (4.531)
Size (target) -0.309* -0.326* -0.271 -0.226 1.604 0.908 .720
(-2.233) (-2.323) (-1.709) (-0.761) (1.746) (1.944) (9BB
Log size (target) -2.406** -2.380%* -2.277%* -2.949% -15.119% -8.331** -4.413**
(-10.54) (-10.2) -9.143) (-5.332) (-8.985) (-9.753) (-6.941)
Size”2 (target) 5.216 5.57 5.513 3.247 -18.328 -13.76 088.8
(1.591) (1.681) (1.445) (0.476) (-0.897) (-1.324) (2.064)
Market/book (target) 0.166** 0.162** 0.125* 0.273 -0.299 0.650** -0.227
(3.041) (2.954) @) (1.882) (-0.636) (2.726) (-1.494)
Leverage (target) 0.24 0.26 -0.136 2.311 9.5 7.331*  1.037
(0.392) (0.425) 0.213) (1.368) (1.664) (2.526) (0.61)
ROA (target) 3.255** 3.382+ 1.731 8.714* -29.523* -589  -1.396
(3.137) (3.199) .642) (2.723) (-2.87)  (-1.012) (-0.485)
Cash/assets (target) -4.018* -4.063* -2.771 -1.878 @3+.0-3.302 -23.636™
(-2.11) (-2.134) (-1.004) (-0.6) (-2.387) (-0.647) (-4%6
Governance index 0.256*** 0.257%* 0.205*+ 0.371* 0.1 0.149 0.305*
(4.785) (4.803) (3.616) (2.646) (1.313) (0.702) (2.054)
Insider ownership 1.218* 1.212* 1.288* 0.78 12,995 3770 5.965**
(2.237) (2.227) (2.261) (0.528) (2.872) (1.612) (3.946)
Hostile 9.002%** 8.995%+ 4.628 20.370%* 9.149 0.943 1047
(3.816) (3.813) .6a1) (4.18) (0.69) (0.14) (1.517)
Competing bidders 0.542 0.56 -2.581 13.524* -1.865 2.5050.553
(0.331) (0.342) 1.467) (3.18) (-0.187) (0.493) (0.12)
Tender offer 4.740% 4.764*+* 4.076** 4.911* -1.156 059 -1.392
(5.073) (5.095) .668) (2.576) (-0.203) (1.397) (-0.537)
Termination fees 1.691* 1.710* 1.439 2.809* 1.465 1.389 880.
(2.545) (2.572) .849) (1.969) (0.374)  (0.698) (0.475)
Toehold -0.397 -0.394 -0.488 1.352 -10.273  -7.531** 0.492
(-0.888) (-0.88) -1.098) (0.809) (-1.854) (-2.674) (0.396)
All Stock 0.397 0.4 0.164 0.69 -3.486 -2.988  -1.524
(0.582) (0.588) (0.21) (0.468) (-0.878) (-1.479) (-0.803)
Mills Public -5.996*+* -6.193** -7.107%* 1.304 -24.269* -10.623* -1429**
(-3.71) (-3.821) -3.013) (0.332) (-2.283) (-1.971) (-3.216)
Constant 36.773%* 0 42.253** 8.371 0 141.920** 0
(4.161) () (4.609 (0.527) () (4.378) ()
Year fixed effects Yes Yes Yes Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes Yes Yes Yes
Panel B. Acquisitions by a private acquirer. Depentvariable = Target announcement returns
Liquidity 1.151 % 1.025%* 1.038* 1.732* -0.025 0.225 ®47
(3.924) (3.563) .2@) (2.451) (-0.037) (0.656)  (0.802)
Control variables Yes Yes Yes Yes Yes Yes Yes
Panel C. Test of differences in coefficients (publprivate)
Liquidity 1.076* 1.185* 0.615 3.475%* 6.132*  6.278** 0682
Chi-square (5.2 (6.38) (1.53) (7.54) (3.83) (15.35)  (®.23
R-Squared 19.78% 19.79% 15.97% 33.32% 19.17% 23.17% 7.61%
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Table 9

Institutional investors and investor horizon
Panel A reports a probit regression where the digranvariable is an indicator variable for targeith liquidity above median and

independent variables includestitutional ownership, liquidity, % acquired, tHeg # transactions, avg. premium, econshock,
spread year and industry fixed effects. Panel B (C) répthe regression from Table 6 (7) for subsampfgaublic acquirers with
varying percentages afstitutional ownershipvhile including the level of that term as an aiaial independent variable. ***, **,
and * denote significance at the 0.1%, 1%, and &%lI(respectively) using heteroskedasticity rolstiahdard errors clustered at

the industry levelt-statistics are given in parentheses.

Panel A. Dependent variable = target liquidity aleomedian

(1) 2 3 4)
Dispersion Low-liquidity High-liquidity
contro perioc perioc
Institutional ownership (acquirer) 0.637* 0.693** BB7* 0.599
(3.132) (3.519) .1(13) (1.299)
Liguidity (acquirer) 1.588*+* 1.602*+* 1.525%+* 2.313**
(5.747) (5.814) .OfL) (5.553)
Control variables Yes Yes Yes Yes

Panel B. Dependent variable = success. Coeffiaidniguidity
Institutional ownership

>25% 0.034%*  0.034** 0035  0.02
(4.342) (4.392) .295) (1)

5%-25% -0.025*  -0.025%*  -0.027*  -0.028*
(-5.316) (-5.298)  (-5.308) (-2.257)

<25% -0.009 -0.009 -0.004 -0.014
(-0.735) (-0.734) (-0.32) (-0.534)

Panel C. Dependent variable = offer premium. Caééfit of liquidity by institutional ownersk
Institutional ownership

>259% 850.479*  887.603*  52.568 2183.443%+
(2.877) (2.995) (0.162) (3.906)

5%-25% 630.854**  634.112%*  731.734*  806.294*
(3.448) (3.406) (3.213) (2.381)

<5% 583.352%*  613.370%  784.513*  -254.834
(2.692) (2.824) (2.986) (-0.693)
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Table 10

Private firms and IPOs
Panel A provides statistics for private firms thauired a public or private target during our stengeriod and for the subsample

of acquirers that conduct an IPO in the five yestsr the last acquisition they made. Panel B itspibie results of a regression in
which the dependent variable is an indicator seaktp 1 when the firm goes public in that yeard(&m 0 otherwise); columns 1-9
report results for the whole sample and columnsl2Cer the subsample. Standard errors are clustgrextquirer in columns 8

and 9. The targeliquidity average is weighted by transaction value in aliroms except for 6 and 7. All acquisition-related
variables are as of the previous years indicatethéynumber of lags. ***, **, and * denote signifince at the 0.1%, 1%, and 5%

levels (respectively) using heteroskedasticity sttsandard errorg;statistics are given in parentheses.

Panel A. Descriptive statistics

Variable All private IPO sample
acquirers

# Acquisitions 2.29 1.93

# thereof involving a public target firm 0.64 0.41

Acquisition value (annual, in milion $) 382.49 348.20

IPO proceeds (in milion $) 223.95

N 6,965 970

Panel B. Probit regressions. Dependent variablecguirer going public

Data Private acquirers Acquirers with IPO

) @ @ @ ®) ®) @) ®) © (10) @n (12)
Cluster N N N N N N N Y Y N N N
Weighted Y Y Y Y Y N N Y Y Y Y Y
Lags 1 2 3 4 5 3 5 3 5 1 2 5
Liquidity (target) 1.643* 1.617* 1.643* 1.599* 1.598* BE* 1.474* 1.643*  1.654* 0.534** 0.526** 0.521**

(2.484) (244)  (2.491) (2.421) (2.422) (2263) (2.193) 22B) (3.271)  (2772) (2739) (2.714)
Log # acquisitons (acquirer) 0.255  0.218  0.226 0.8 681  0.242* 0224  0.226* 0.208*  0.330** 0067  -0.011
(1.722)  (1.708) (1.851) (1.543) (1.478) (1.972)  (1.92) 9gm) (1.964)  (3.835) (0.915)  (-0.164)

Log Acquisition value 0.109** 0.106** 0.105* 0.103* 0.30 0.106** 0.106*  0.105** 0.105** 0.033 0.046 0.052
(2.687) (2.576)  (2.56) (2.509)  (2.506) (2.587) (2.576) 7(@) (2.77) (1.118) (1.578) (1.772)
# public acquisitions -0.4 -0.407 -0.413 -0.41 -0.409 410. -0.416 -0.413*  -0.408* -0.274%* -0.221** -0.204**
-1.7) (-1.725) (-1.749) (-1.731) (-1.732)  (-1.77)  (-12J6 (-2.019) (-1.989)  (-3.943) (-3.209) (-2.961)
Log IPO proceeds -0.302*** -0.307*** -0.306***
(-7.368) (-7.545) (-7.513)
Liquidity (acquirer industry) ~ -0.112 -0.054 -0.093 -840  -0.037 -0.053 -0.014 -0.093 -0.091 0.790*  0.823* 0.817*
(-0.135) (-0.065) (-0.111) (-0.041) (-0.044)  (-0.062) .¢D6) (-0.161) (-0.158)  (2.045) (2.13) (2.113)
Log # transactions (period)  0.302 0.295 0.304 0.291 10.29 0.317 0.319 0.304 0.299 0.038 0.081 0.102
(0.498)  (0.486) (0.5) (0.48) (0.481) (0.523) (0.529) (@y8 (0.78) 0.2) (0.424)  (0.534)
Avg. premium 0.3 0.318 0.318 0.303 0.3 0.312 0.303 0318 103 -0.601* -0.591* -0.582*
(0.48) (0.514) (0.513) (0.488)  (0.483) (0.498) (0.482) 882 (0.804) (-2.146) (-2.114) (-2.08)
Econshock 0.501 0.507 0.497 0.509 0.508 0.516 0.513 0.497*.4950 0.087 0.109 0.11
(1.705)  (1.713) (1.684) (1.728)  (1.725) 1.773) (@.772) 12 (2.106) (0.536) (0.676)  (0.679)
Constant -6.625 -6.655 -6.686 -6.604 -6.596 -6.735 -6.71 .68@* -6.650** 1.278 1.194 1.167
(-1.703) (-1.708) (-1.712) (-1.699) (-1.698) (-1.735) .tA7) (-2.749) (-2.755) (1.177)  (1.103) (1.076)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes Yes Yes Yes Yes Yes s Ye Yes Yes
N 6,965 6,965 6,965 6,965 6,965 6,965 6,965 6,965 6,965 970 970 970
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Table 11

Robustness
Panel A-F report coefficients of target liquidiBanel A (C) reports results for a Heckman modelhich transactions are selected

to the second stage if more than 50% are acquiredoghold was acquired). In the first stage, titeependent variables include
liquidity, size,logarithm and square of siz# transactionsavg. premiumeconshockspread targetmarket/book|everage ROA
cash/assetsalesgrowthdividend payerHerfindahl owned beforesimultaneous earnings announcemetd year fixed effects.
Column 1 reports the results of the first stagéyroos 3 and 4 for the second stage, where the depéewariables arpublic
acquirer (column 3) andffer premium(column 4). The control variables are as listedable 4 and 7. Panel B reports results of
an IV regression in which the first stage dependariible is one if at least 50% were acquired thednstruments areconshock
and theHerfindahl index; the second stage is as described for Faneanel D (E) reports results for the subsampfedlacash
(all-stock) transactions, where the dependent blrigs change in liquidity public acquirer and theoffer premium(for public
acquirers only), and the independent variablesaarksted in Table 3, 4, and 7. Columns 2 and fudeidiosyncratic riskas an
additional independent variable. Panel F reportgesssions for the sample of all transactions (ireluding those that were
incomplete); the variables are as in the regress@ported in Table 4 and 7. Panel G reports uratarstatistics for a sample of
contested transactions. *** ** and * denote siggance at the 0.1%, 1%, and 5% levels (respegfiveding heteroskedasticity

robust standard errors clustered at the industel;lestatistics are given in parentheses.
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First stag

Second stag

@ @

>50% acquired No toehold

(©) 4)
Offer premium

Public acquirer (public acquirers only)

Panel A. Heckman. Selection: >50% acqul

First stage -0.087
(-1.39)
Second stage 0.626** 31.020%**
(4.118) (9.189)
Panel B. IV. Instrumented variable: > 50% acquired
Second stage 0.268** 13.015*
(2.672) (2.556)
Panel C. Heckman. Selection: subsample withoutdlmeh
First stage 0.216***
(3.84)
Second stage 0.310%* 11.790%*
(4.182) (4.057)
Panel D. Cas Panel E. Stoc
1) @ ©) 4
Dependent variable Dispersion control Dispersionrobnt
Change in liquidity 0.413** 0.413%* 0.359%** 0.364**
(5.984) (5.909) (3.675) (3.781)
Acquirer public status  0.177* 0.175* 0.187** 0.187**
(2.81) (2.792) (3.379) (3.378)
Offer premium 22.094*** 22.701* 21.202%** 23.299**
(public acquirers only)  (3.788) (3.013) (3.646) (3.081)
Panel F. Robustness checks - Including incomptatestictions
@ @ @ ©)
Dependent variable Dispersion control Low-liquidigripd High-liquidity period
Acquirer public status  0.154* 0.153* 0.153* 0.093
(2.527) (2.494) (2.494) (1.761)
Offer premium 12.844** 13.118*%* 13.118*** 9.610***
(public acquirers only)  (8.875) (9.08) (9.08) (6.798)

Panel G: Robustness checks - contested deals

N Low-liquidity targets  High-liquidity targetst-statistic

Number of bids 312 1.26 1.37
% public bids 312 46.2% 71.0%
Acquirer public 232 33.6% 65.4%
Success 312 37.2% 57.1%

(1.46)
4.77)
(5.06)

(3.58)
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