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Abstract

Bidders have an incentive to pay with stock whesirtbhares are overvalued, but target firms
should be reluctant to accept such overvalued pagrirea sample of 2,978 acquisitions, we
find that stock payment is readily accepted onlgwlthe bidder can justify the financing
decision in terms of such economic fundamentatspéisnal capital structure. Yet even when the
fundamentals justify stock payment, paying withhcescommon. In that way, firms can
preclude paying with undervalued stock and are rike®/ to experience positive long-term

excess returns.
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1. Introduction

Stock-financed acquisitions coincide with periofifigh market valuation (Rhodes-Kropf et al.,
2005; Dong et al., 2006) and negative long-termrret (Asquith, 1983; Agrawal et al., 1992;
Loughran and Vijh, 1997; Rau and Vermaelen, 19883.easy to conclude that overvalued
acquirers have an incentive to pay with stock,itigtless obvious why target firms should
accept stock payment if it provides a clear sigfi@vervaluation. Possible explanations range
from investor irrationality (Shleifer and VishnyQ@3) and correlation in valuation errors
(Rhodes-Kropf and Viswanathan, 2004) to sharehofdstia (Baker et al., 2007) and
governance problems in the target firm (Hartzelllet2004). However, most of these arguments
are better suited for transactions with disper$ededholders (e.g., equity issues) than for
acquisition transactions, in which the acquirer rmegjotiate with the target’s management and
financial advisors.

Acquisition finance can be driven by motives ottiian market timing (i.e., paying with
overvalued stock). Harford et al. (2009) and Uy28at11) show that, when a bidder’s leverage is
higher than “optimal”, it is less likely to finaneebid with debt than with equity. Other factors
affecting acquisition finance include the taxatafrcash and stock offers (Gilson et al., 1988),
risk sharing (Hansen, 1987), and differences in &tfQirements (Martin, 1996). We argue that
target firms will be less concerned about the hiddeotential overvaluation in stock-financed
acquisitions when that payment choice can be axgibby such “rational” motives. For
example, an overlevered bidder can justify equitgricing in terms of moving to an optimal
capital structure. But if the bidding firm propogegay with stock in the absence of such a

rational justification, the target's management vg¢asonably) conclude that the stock is



overvalued. In that case the target will demandenstiares (i.e., the acquiring firm must pay a
higher premium) to compensate for the implied distpwhich eliminates the bidder’s
advantage in such a financing strategy.

In short, we expect that bidders can pay with ocakered stock only if they can justify
doing so. In contrast, there should be no problaging with cash even if prediction models
forecast equity financing. The choice of cash paymeay indicate that the bidder’s stock is
undervalued, but that would be irrelevant to thigeafirm because a cash transaction price is not
sensitive to the acquirer’s stock price. Technjgalle estimate a model that aims to predict
acquisition finance using a variety of variableggwsed in the literature. Any such prediction
model will make errors, and if these errors arelosm then we should observe stock acquisitions
where cash was predicted and cash acquisitionsevateck was predicted. However, if the
target's management views deviations from that rhasl@vidence of bidder overvaluation, then
we should see fewer unexpected stock-financed tlemhsunexpected cash-financed deals.

In line with this intuition, we find that only 1% our sample acquirers make stock
financing decisions that cannot be justified byredpction model—a conclusion that is robust to
various model specifications. Issuing stock wheraitnot be justified (e.g., in terms of moving
to an optimal capital structure) is nearly impoksil closer look at the rare cases in which this
does occur reveals that nearly all involve tendfare made directly to the shareholders. Many
such offers are viewed as hostile, and target fimag well seek to defend themselves by
attracting competing bids (“white knights”).

In contrast, acquirers are able to pay with oversdlstock (and they experience long-
term negative excess returns, which is consistéhtavervaluation) when that payment choice

can be justified. The stock-financed bid of a yoang high-growth firm, for instance, is



unlikely to attract suspicion even if its stocloservalued. In other words, acquirers can benefit
from market timing if they can convincingly explaime equity payment method. The target's
management is less reluctant to accept unexpeastdpayment, which is consistent with the
argument that the value of cash is not sensitiveftomation. Cash payment when the model
instead predicts stock payment occurs in about @D&tir sample. We find that these
transactions are driven by undervaluation, as ith@eln’s stock experiences significant positive
excess returns during the two years after the aitogui announcement.

This paper makes three principal contributionssti-ive develop a model that predicts
acquisition finance, based on empirical and thémaktontributions from the capital structure
and acquisition finance literature, which takeshbatquirer and target leverage into account.
The model predicts the acquisition financing chaic89% of the cases examined and improves
the Pseudo-Rby 38% compared to previous models that only ctershe acquirer’s leverage.
Second, the prediction errors are clearly asymmdtrms are 10 times as likely to pay cash
when the prediction model forecasts equity finagc¢han to issue equity when the model
predicts cash payment. Hence timing acquisitions +eflected by long-run negative excess
returns after equity-financed acquisitions—is naggble unless the bidder can convince the
target firm’s management that equity finance maamomic sense. Finally, the extensively
documented evidence that cash-financed acquisiticm$ollowed by long-term positive excess
returng must be qualified: this generalization holds omhen the economic fundamentals
predict equity financing. In other words, firms tla@eexpectedo pay cash do not exhibit such

positive returns.

& See, for example, Asquith (1983), Loughran andh ¥1j997), Rau and Vermaelen (1998), Agrawal ef1£192),
and Dong et al. (2006).



Many empirical studies investigate acquisitionsr @aper primarily builds on three
strands of this literature. Harford et al. (20089 &Jysal (2011) document a link between the
acquirer’s capital structure and acquisition firand/e extend their prediction model with
information on the target firm and use it as a $&wi our analysis on deviations from predicted
leverage, the focus of our paper. In particular)inke such deviations to information asymmetry
and show that undervalued acquirers succeed inghanking while overvalued acquirers only
succeed if they have fundamental reasons to pdyemtity. This result not only extends the
analysis of the capital structure literature, dsbgrovides an explanation why rational target
managers accept overvalued shares. In doing smvtdes a framework that reconciles the
market timing literature (e.g., Rhodes-Kropf et 2005, Dong et al., 2006, Shleifer and Vishny,
2003) with the non-behavioral side of the literatUfinally, our methodology builds on the
literature on expectations in merger announcen®etatesta and Thomson, 1985, Eckbo et al.,
1990, Cremers et al., 2009, and Cornett et al.1 R(Ihese papers predict merger candidacy and
link subsequent returns to the surprise effechefannouncement. We adapt their methodology
to a different topic, the payment method in M&A: medict the financing method and link
subsequent returns to the information effect ineexgd and actual payment method.

The rest of the paper is organized as follows.dati®n 2 we formulate testable
hypotheses. Section 3 describes the data. In Settiwe describe in detail our predictions of the
acquisition finance method. Section 5 document®ancement returns. Section 6 examines the
extent to which long-term stock price behavioraggistent with our theory’s predictions. In

Section 7 we summarize our conclusions.



2. Hypotheses development

2.1. The acquisition process

Consider the following stylized acquisition proceBse bidder makes an offer and specifies
whether it will be paid in cash or stock. The tdiggenanagement either accepts or renegotiates
the price. If the deal is closed then the acquesss the agreed-upon price in the agreed-upon
structure, and the two entities are combined im® frm. The capital structure of the combined
firm depends on the leverage of acquirer and taagstell as on the payment method. The
resulting capital structure may be suboptimal,dbgts of which are incurred by the combined
firm.

The bidder's management seeks to minimize not th@ytransaction price but also the
subsequent costs of deviating from an optimal edpttucture. The target's management,
however, seeks mainly to maximize the transacti@epThis assumption is realistic if the
target's management acts on behalf of long-termesiwdders and/or is incentivized with equity
compensation or takeover-related bonuses (seedflatal., 2004 for a description of the
prevalence and effects of related governance pomss

To derive predictions on market timing, we consigetential information asymmetry
concerning the bidder’s value. In particular, tiddier may be over- or undervalued by the
market but has superior knowledge about its ownatan. The target firm naturally knows less
about the bidder than does the bidder itself, hémeenformation asymmetry. In contrast, the
potential costs of a suboptimal capital structuee@mmon knowledge. We will use this
information scenario to predict the “expected paymmethod” using a variety of variables

proposed by the literature.



We now make two types of predictions. The firsta@amns financing behavior; the second

deals with long-term, post-acquisition stock ptedhavior.

2.2. Predictions about financing behavior
We consider four possibilities based on the contlmna of two payment methods and two stock
valuations; see Table I. Market participants usseolable information to predict the choice of
payment method; in the empirical tests, we repdi¢his prediction by regressing the payment
method on firm and transaction characteristics. ddwlirer, in contrast, has private information
about its own valuation. Hence market timing coaesations can either validate or refute the
predictions, since acquirers have incentives tovpiety overvalued stock and to avoid paying
with undervalued stock.

[[ INSERT Table I about Here ]]

We predict that bidders are likely to pay with cagten this decision is forecast by the
prediction model. To see why, consider the two sadenisvaluation. When cash is predicted
and the bidder’s shares are undervalued, the mankieg recommendation is consistent with
the prediction model and so there is no reasomv@ate from either. In contrast, when cash is
predicted and the bidder’s shares are overvalhedyidder may prefer paying with equity.
However, such a financing proposal (against thé pasdiction) will reveal to the target firm
that the bidder is overvalued, which makes maitkanht impossible: the bidder is forced to
increase the consideration and thus fails to ol@aough benefit to compensate for the cost of
deviating from the predicted choice of financing &consequence, the bidder may decide to

pay with cash or to cancel the bid. So one strardiption we make is that no equity-financed



acquisitions will transpire when the fundamentaliigate that it is optimal to pay with cash. Our

first formal hypothesis is thus as follows.

Hypothesisl (H1). If the prediction model recommends cash paymean bidders will pay

with cash.

In cases where the model predicts that the bidumuld pay with stock, bidders whose
shares are sufficiently undervalued may well payhwash. The reason is that a transaction price
paid in cash is not affected by the bidder’s stealkie, to which the target's management is
indifferent if being paid with cash. Indeed, targeareholders can even use their cash payment
to buy the bidder’s shares. In contrast, firmswbich the model predicts payment via stock will
use equity if it is correctly valued or overvaluéuthis case, the target’s management cannot
presume that market timing has determined the attiun financing choice and so cannot
reasonably request additional compensation. Thexgfoarket timing becomes feasible when
the bidder can “hide behind” the prediction mod#lis leads us to propose the following

hypothesis.

Hypothesis2 (H2). If the prediction model recommends equity paynibat) valuation motives
may outweigh concerns about fundamentals; hendedasth- and equity-financed acquisitions

will be observed.

2.3. Predictions about long-term excess returns
Table Il summarizes our predictions on long-terroess returns. Arguments based on the trade-
off theory predict that there will be no signifitdang-term excess returns; that is, anything

affecting the firm’s value will have already ocaedlrby the time of announcement. Long-term



excess returns are instead an effect of markenginwe expect positive (resp. negative) long-
term returns if the firm was undervalued (resp.reakied).
[[ INSERT Table Il about Here ]]

In the presence of both market timing and capttalcture concerns, predictions are
different from these stylized ones described soHgpothesis 1 predicts that most firms pay
with cash if they are expected to do so; this idekiundervalued, correctly valued, and
overvalued firms. Overvalued firms prefer to payhwovervalued stock, but they cannot without
revealing to the target’s management that the stokervalued and thus inducing it to ask for a
higher premium. In other words, observed cash payimecongruence with the prediction does
not provide any additional information about valoatand so cannot predict any significant

long-term excess returns. This notion is formaliasdollows.

Hypothesis3 (H3). If bidders pay with cash and if such payment isipted by the model, then

long-term excess returns will not be significarifferent from zero.

Even when the publicly available data predicts gggsuance, some heavily
undervalued firms may want to pay with cash. If merket underreacts, we should observe
positive long-term returns for these undervalueddi That dynamic is captured in our next

hypothesis.

Hypothesis4 (H4). If the model predicts that bidders pay with stool & bidders instead pay

with cash, then long-term excess returns will beitpe.

Overvalued firms that should pay with stock (acawgdo the prediction model) have
two reasons to issue stock: fundamentals and mankietg. Therefore, such a firm can always
cite fundamentals as justification for its choiégpayment, which means that the target firm

cannot infer the bidder’s true motivation on thsibaf that choice alone. Consequently, market



timing is possible. We expect that some overvafiurets will use this opportunity to issue
overvalued stock, which means that we should oleseegative long-term returns after equity-

financed acquisitions.

Hypothesis5 (H5). If bidders pay with stock in accordance with thedelts prediction, then

long-term excess returns will be negative.

3. Data

Our sample of mergers and acquisitions is drawm fitee Securities Data Corporation (SDC)
mergers and acquisitions database. To be includedrisample, a transaction must have been
completed; the first announcement date must lizdet 1 January 1980 and 31 December 2005;
both acquirer and target must be US public comatie acquirer must not operate in the
financial or real estate sector; and at least 50%eotarget must be acquired by the bidder. This
last criterion is necessary to ensure that theismgeonsolidates the target firm’s balance sheet
after the transaction. Accounting data come frorm@uastat and stock market data from the
Center for Research in Securities Prices (CRSPjedoce noise created by data errors, we
Winsorize all variables at 1% and 99% levels unteey have a natural bound (as with
percentages). Appendix A gives an overview of atiables and their definitions.

Taking the restrictions into account generateswpsaof 2,978 acquisitions. This is
comparable with numbers reported in the literathetter et al. (2011) document that 3,100
acquisitions between 1992 and 2009 were betwearniracs|and targets that are both public and
on CRSP. Our sample is more restrictive becauseequére certain data for both target and
acquirer. This is because we want to predict thef@ma balance sheet—and subsequently the

pro-forma “optimal” leverage—as accurately as gassiOur analysis is therefore most

10



applicable for mergers between firms with high mifation quality, and the reader must be
careful in extrapolating our results to acquisiiovhere information on the target firm is scarce
or not available. In fact, our analysis is liketylie less relevant outside our sample, where cash
payment is more prevalent: target firms outsidestraple are often smaller and therefore have
less impact on the subsequent capital structureshwhakes cash financing easier. They are also
often less liquid or even private, which makes thess likely to demand payment in equity.

Our sample contains 787 cash transactions, 1,3%i6/dcpnsactions, and 795 hybrid
transactions. A summary of the statistics is givehable Ill. The transactions were paid with a
median of 82% in stock (mean of 61%) and with aiamegremium of 30% (mean of 38%). The
acquirer’'s median market capitalization of equétypd57 million (mean of $8,775 million). The
target’s median market capitalization is $307 mill{mean of $3,931 million), which is
comparable to the median of $386 million reportdiie sample of Hartzell et al. (2004).

[[ INSERT Table Ill about Here ]]

To compare the total size of target and acquirerdj we compute their respective
enterprise value as the sum of net debt and thkenaealue of equity. The ratio of the target’s
enterprise value divided by the buyer’'sefative siz&) has a median of 51% (mean of 62%).
This nontrivial relative size means that the bidckemnot simply look at its own capital structure
when deciding on the payment method; rather, itroosipute pro forma post-acquisition
(combined) leverage ratios to judge whether equityash payment is appropriate. Overall,
target firms are more levered than are acquirargets have a median market leverage ratio of
35% (mean of 55%) whereas acquirers have a mediaketrieverage ratio of 22% (mean of

41%).
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We also report the median characteristics for thesamples of all-cash, all-stock, and
hybrid transactions. Of the 2,978 transactionsuinsample, 1,396 (47%) were paid entirely in
stock and 787 (26%) were paid entirely in cash. dlkeash acquisitions commanded a higher
premium (median of 35%, versus 27% for all-stodiugsitions) but were similar in relative size
(median of 48%, versus 52% for all-stock acquisgio Targets of all-cash transactions are
smaller than targets of all-stock transactions (aredf $256 million, versus $315 million for
all-stock acquisitions). The hybrid payment tratigexs characteristics are intermediate

between those of the all-cash and all-stock traitsae

4. Predicting acquisition finance

Is acquisition finance driven by fundamental regs@n do acquirers sometimes finance
transactions in an unexpected way consistent wattket timing? To test for these possibilities,
we develop a prediction model for the choice ofuasitjon finance. As a first step, we introduce
a measure of the equity-versus-cash payment’sibatitn to an optimal capital structure. We
then develop our prediction model using this measmd other drivers of payment methods

proposed in the acquisition finance literature.

4.1. Acquisition finance and capital structure: aasure

In an acquisition, two independent entities—eadi Wieir own capital structure and set of
characteristics—are combined into one single enfitys emerging firm is likely to be quite
different from either of its predecessors. The$ectf would be unaccounted for if we focused
on the effects of the acquisition financing metloodore-acquisitiotvidder leverage, as is

common in the acquisition finance literature (ektarford et al., 2009; Uysal, 2011). Instead, we
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build pro forma balance sheets based on both gasktack payment and then compare the

pro forma leverage to the optimal leverage spetifig empirical models of capital structure.
This approach allows us to identify which financimgthod is expected to be better, and to what
extent, for the resulting capital structure. Oum &iere is simply to identify the expected
financing choice from the perspective of marketipgrants at the time of the announcement;
that is, we advance no opinion as regards whatdvactually constitute an optimal capital
structure.

First, we follow Kayhan and Titman’s (2007) approaa predicting optimal leverage;
see Appendix B. This cross-sectional leverage ptiedi model has been widely used in related
literature as the basis for leverage predictiog.{€hang and Dasgupta, 2009; Harford et al.,
2009). To demonstrate the robustness of our resudtsepeat the analysis with a series of
alternative models. In essence, our meaktiref optimal leverage is estimated as the fitted
value of a “firm characteristics” regression usatigfirms listed on Compustat.

Second, we build hypothetical balance sheets tacambinedirm to calculate the
consequences of the acquisition financing choiceeStimate the combined firm’s optimal
leverage ratio, we build its pro forma balance shasing the methodology described in
Appendix B. We calculate the post-acquisition lexggr ratios of the combined firm conditional
upon paying with equity.(Equity), and upon paying with cadi{Cash), as follows:

Debt, + Debt

L(Equity)= , : )
Debt, + Debt + Equity, + Transaction valu

(1)

Debt, + Debt + New debt issued
Debt, + Debt + Equity + Transaction valu

(@)

L(Cash)=

here the subscrip&s andT denote (respectively) acquirer and target

13



Third, we calculate thieverage deviatiomas the absolute difference betwé&rand
L(Cash), which we calA\(Cash), and betwedrt andL(Equity), which we cal\(Equity).

Finally, we create a variable that compares thecesfof cash and stock payment directly; this
variable is denoted b¥ and calculated a&(Cash) -A(Equity). WhenA is positive (resp.
negative), equity (resp. cash) payment is bettethi® subsequent capital structure.

Three notes are in order. First, we calculate dslbitet debt—that is, after adjusting for
excess cash. Normal (non-excess) cash is estimateg average ratios of cash to assets in the
acquirer industry (see Appendix B). Second, wehgs¥ values for our base-case scenario (and
show later that our results are robust to usingketaralues instead). Our results are robust also
to calculating debt with or without deducting cashird, A is correlated with the relative size of
the target: larger targets are likely to have d&aé&igmpact on the subsequent capital structure. It

is therefore important that we control for targeesn our subsequent analysis.

4.2. Predicted and actual leverage
We report statistics for our leverage predictian®anel D of Table Ill. For the target—acquirer
combinations in our sample, we obtain a predictathl leveragd.* for the combined firm
with a median of 39% (mean of 34%). Median pro fafleverage ratios assuming cash and
equity paymentl_(Cash) and_(Equity), are respectively 65% and 38% (mean of @b 37%).
Initial confirmation that such capital structurencerns could be critical for the choice of
acquisition finance method is that the optimal tageL* is higher (median of 43%) for deals
paid in cash than for deals paid in equity (mediaf 29%).

Actual leverage after completion of the acquisiti®im line with our pro forma leverage

calculations. We report post-transaction mediaerage ratios in Table IV. Acquirers who pay

14



with cash have a median book leverage of 49% (n#ekerage of 30%) after the acquisition
becomes effective, compared with the pro forma Hew&rage ratio of 58%. Acquirers who pay
with equity have a median book leverage of 36% keideverage of 16%), compared with the
pro forma ratio of 32%. In the subsequent two yezash acquirers gradually pay down their
debt, while equity acquirers stay on a similar lerencrease their leverage.

[[ INSERT Table IV about Here ]]

The magnitude of the deviations from optimal legeraesulting from cash versus equity
payment {\) suggests that capital structure concerns areaeldor the choice of payment
method. The meaf is 5% (median of 2%). Recall thatdenotes the extent to which the
leverage resulting from cash payment deviates fsptimal as compared with equity payment.
A positive/A means that, ceteris paribus, more firms shoultepegjuity payment. Consistently
with this prediction, equity represents 47% anchc6% of the acquisition payment in our

sample.

4.3. Selection to become an acquirer

Uysal (2011) shows that deviations from optimakl@ge affect the probability to become an
acquirer. Because acquirer leverage also affeetprib-forma deviations from optimal leverage
of the combined entity, we use a Heckman (1979qxare to control for the selection into the
acquirer sample. We use a specification based @alldyselection estimation but with a twist:
we argue that not only the acquirer’s leverage ensitbut also the leverage of potential targets.
On the one hand, acquirers may prefer underlevdregget firms because they have a greater
debt capacity that allows for the financing of ttensaction with cash. On the other hand,

acquirers that deviate from optimal leverage cantasyet firms with the opposite deviation to

15



move closer to optimal leverage. Like Uysal, we ‘liseerage deficit”, the difference between

actual and optimal leverage, to measure deviafimns optimal leverage, and identify firms in

the upper and lower quartile of the deficit as ‘ilevand “underleveraged" firms. We use the

industry average of these measures for the avéiyabi over- and underleveraged target firms.
[[ INSERT Table V about Here ]]

We report results in Table V, with a baseline regi@n without interactions in column 1.
Acquirers that deviate more from optimal leveragesagnificantly less likely to become
acquirers. The coefficients on the under- and everlaged acquirer dummies are both negative
and significant. The availability of target firmsthe same industry also affects the probability of
becoming an acquirer significantly: firms in indies$ with more underleveraged firms are more
likely to become an acquirer. We control for therage leverage in the industry, which has
significant negative impact, consistent with thgusnent that higher leverage makes it harder to
finance acquisitions.

In column 2, we replace the acquirer leverage dtaratics with interaction terms of the
firm and industry over- and underleverage dumniregustries with more underleveraged
potential targets are more likely to attract unelegtaged acquirers, and industries with
overleveraged targets are less likely to do sos $hggests that acquirers do not necessarily look
out for targets that are complimentary to thenemmis of leverage deviation. On the contrary,
underleveraged targets are generally more popeNan with underleveraged acquirers.

Extreme leverage deviations may matter more fouiaecs than potential targets. We
replace the industry dummies with a continuous mnegashe leverage deficit, in columns 3 and
4. In column 3, we interact the deficit with thegazer over- and underleverage dummies, and in

column 4 with the acquirer deficit. The results emasistent with the results reported in column

16



2. Underleveraged firms are significantly more ljki® become acquirers if the average industry
leverage is below the optimal level (column 3), #&melinteraction of acquirer and industry
deficit is significantly positive (column 4). Weaighe specification reported in column 4 to
compute the Inverse Mills ratio to control for sgien in the analysis below.

Overall, our estimations improve upon the explanapower, with a Pseudo?fn the
range between 7.6 % and 7.9 % compared to 5.4%sally2011). This indicates that target

leverage indeed plays a role for the decision totyee an acquirer.

4.4. Other Control Variables

The Kayhan and Titman (2007) model is designededipt capital structure in general and
abstracts from other acquisition-specific consitlens. Eckbo (2009) provides an overview of
the acquisition finance literature. Based on tiesdture, we introduce a number of control
variables that make our tests more specific to ia¢epn finance.

First, tender offers and hostile transactions yoeally financed with cash. This choice
reflects the more straightforward nature of makirgd offers directly to investors. If the offer
is in stock, the SEC registration process is mede&us slows down the speed of the offer
process. In the meantime, the value of the biddiates with the bidder’s stock price and
possible declines makes investors more reluctaatt¢ept the bid. In addition, rival bidders may
emerge in the meantime. So if the bidder is interes completing the transaction quickly and
is worried about possible failure, it will prefer pay with cash. Speed may be important in
tender offers (Martin, 1996) and in hostile offafe include indicators for both tender offers

and hostile transactions.
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Second, according to Hansen’s (1987) risk-sharyppthesis, the bidder can share the
post-acquisition performance risk with the targephying with stock. This strategy can be
especially beneficial when the transaction valdange. Hence we control for the size of the
target relative to the bidder and also controltifigr premium.

Third, managers and other shareholders that ovgnéisant share of the target firm
may want to retain control over the resulting fiamnd therefore prefer stock payment (Ghosh and
Ruland, 1998). Baker et al. (2007) argue that iddial investors are inert and hence more
willing than institutional shareholders to accepg@rer stock as a form of payment. We control
for these hypotheses by including dummy variabée®gqual to 1 for (respectively) insider
ownership, institutional ownership, and block ovatgp amounting to more than 5% of the
target’s stock. Another ownership related hypothéSilson et al., 1988) involves tax
considerations: if a firm pays with cash, thengbling shareholders are subject to capital gains
taxes; if it pays with stock, then shareholdersaeafier their gains. To the extent that bidders
must compensate (via a higher bid price) targetestudders for higher capital gains taxes,
bidders will prefer stock payment. However, thisissue is more relevant for individuals than
for institutional shareholders; hence we prediat,tlvhen individuals (resp. institutions) own
more shares, they will prefer stock (resp. cash).

Fourth, the governance structure of the target firay affect its management’s attitude
toward the negotiation. Hartzell et al. (2004) digscgovernance provisions that affect target
management’s willingness to accept acquisitionrsffand Gompers et al. (2003) provide an
index (the so-called G-index) of such provisiomsparticular, classified boards will make it
difficult for the acquirer to win a hostile bid. Ate other extreme, “golden parachutes”™—

management severance agreements that are trigggeedhange in control—incentivize the
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target's management to accept takeover offers. &stioned previously, it is typical for a hostile
bidder to pay with cash because doing so facitéte negotiation process. We therefore expect
more stock offers in the acquisition of firms wihigh G-index (more insulated management),
with classified boards, and without golden paraebut

Fifth, target shareholders may be reluctant to ptatlequid acquirer stock. We control
for this factor by using Amihud’s (2002) illiquigitmeasure. All else equal, the likelihood of
cash being used to finance the transaction isasang in the illiquidity of the bidder’s stock.

Sixth, Eckbo (2009) and Sudarsanam (1995) desthdeelation between transaction
structure characteristics and the choice of paymmthod. When multiple bidders participate in
a contest, an acquirer may prefer cash paymentbedbtfacilitates the filing process. That
being said, an acquirer that already owns somesludrthe target (a so-called toehold) before
the bid probably enjoys a smoother negotiation ggs@nd is less concerned about speed.
Lockup periods and termination fees could alsocattee need for a faster process. In order to
test for the relevance of these characteristicsaaeeseveral dummy variables to control for the
existence of competing bidders, toeholds, lockupods, and termination fees.

Seventh, maximizing shareholder value may be aploarity for some managers—
namely, those who prefer equity financing to détricing because the latter prevents them
from spending free cash flow on negative-NPV prgjédensen, 1986). In particular, Harford
(1999) shows that acquirers with excess cash are prone to conduct value-destroying
acquisitions. We control for agency costs by addioguirer cash in excess of the industry
average (normalized by assets) as an explanatagbl@ Assuming that excess cash adequately

captures agency costs, we expect that firms witlessccash will prefer equity financing.
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Finally, macroeconomic factors (Harford, 2005) &éintk-specific sentiments (Zhang,
2009) could affect the target’s willingness to qataauity as payment. To control for such

effects, we include year fixed effects with theastbontrol variables.

4.5 Predicting acquisition finance: results

To predict the method of payment, we regress theepéage of stock used as paymenf\on
while controlling for all other variables that haveen shown to affect the method of payment.
The term/\, our measure for the capital structure effectitsécent payment methods, is
constructed as the difference between the deviition optimal leverage after stock- versus
cash-financed acquisitions. That is, if we holdrgireng else constant then equity payment is
optimal if A > 0 and cash payment is optimalik 0. Hence there should be a positive relation
betweem\ and the percentage of stock paid.

We find support for the hypothesis that firms viggquisition finance in terms of moving
toward an optimal capital structure (as describethb/A measure). Column 1 in Panel A of
Table VI reports the coefficients for the Tobit regsion of the percentage of stock paid on
A\ and for the control variables. The coefficient fois positive and is both statistically and
economically significant: increasingby one standard deviation increases the probabifit
paying with stock by 13%z(= 5.15).

[[ INSERT Table VI about Here ]]

Of all the control variables considered, tendeersfhave the greatest explanatory power.
With all other variables set at their means, aeemndfer raises the predicted probability of cash
payment to 100%z(= —21.57). This finding is consistent with the wamgent that the speed

required in tender offers motivates acquirers tpwih cash. In some specifications, bidders
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with institutional ownership are significantly mdieely to pay with cash, in line with the notion
that such investors prefer that their shares naliloéed. Acquirers with more liquid shares are
more likely to pay with stock—their stock is likely be more appreciated by the target
shareholders. Transactions involving multiple biddere more likely to be paid in cash,
consistent with the argument that doing so fatégahe negotiation process. Transactions with
lockup agreements are more likely to be paid irtgpthis accords with the idea that such
clauses protect targets from large movements istithek price (and hence in the premium). The
coefficient on the Inverse Mills ratio is signifitidy negative, which suggest that the selection
into becoming an acquirer is relevant for the ca@tpayment method.

Panel B of Table VI reports the classification af sample into anticipated cash and
equity transactions and compares the predictioh thi¢ actual payment method. We predict a
stock or cash payment if the Tobit model estimatpsobability of 1 that the payment will be in
stock or cash (respectively); otherwise, we predlioybrid offer. For example, if the prediction
is 100% stock and the actual payment method wds wasclassify the transaction as
unpredicted cash. If the prediction is 100% ca$h §fock) and the actual payment was in cash,
we classify the transaction as predicted cash payriée do not report hybrid predictions or
actual hybrid payments, for which the predictionwacy is not binary and not the focus of this
paper. For example, an actual cash transactionanpttediction of 45% stock classified as
predicted hybrid transaction and therefore not riggplo We repeat the analysis as a Probit
estimation to check that our results do not depemndssigning acquirers with a 100%
probability of paying stock (cash) as predictedktrash) payers—rather than some other, less
conservative cutoff level that would still workanProbit model. We find little difference in the

prediction for nonhybrid cases.
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Overall, the Tobit specification with control vasias correctly predicts the payment
method in 89% of our sample. The PseudasR.8.6%, an improvement compared to the
previous literature: for example, Uysal (2011) iep@a Pseudo-Fof 13.5%" In only 1% of the
transactions in which the cash payment is predidieédirms pay with stock, or 12% of the
transactions in which the prediction differs frootual payment. This means that 82% of all
unanticipated payment decisions involve paying catier than following the prediction to
issue stock. Thus the two types of deviation framdaptimum financing method are highly
asymmetrical. When the model predicts cash paymaémpst all firms follow the
recommendation. These results are consistent wijotdesis 1 and 2.

It is important to show that our results do notrad@when we control for acquirer
overleverage, as suggested in Uysal (2011), or wreechange the manner of
constructing\. Column 2 of Table VI controls for acquirer overleage in the manner
constructed by Uysal (2011). The coefficient of vaeable is not significant, and it does not
improve the prediction power of the model. Coluring of Table VI provide robustness checks
of our payment method regressions, using alteraatigthods to estimate In particular,/\
varies with the relative size of the transactioms iarger for larger target firms and smaller for
small target firms. This is because smaller tafigets are less relevant for the acquirer’s capital
structure, and therefore it is important to contoolthe relative size of the target among the

control variables. In column 3, we explicitly rengothis size effect from\ by normalizing it

® The power of our test may be reduced if many fiissse shares—in a separate transaction—to refnamash
offer. Of the 2,978 firms in our sample, 269 anmmdha secondary equity issue in the same yeaedd&A
announcement, of which 43 were classified by Ddalag “use of proceeds for acquisitions”. Only ¢ighthese
transactions were made by sample firms that wesifled as making cash-financed acquisitions. Disiors with
practitioners suggest that some potential acquisste equity welbeforebidding, which would mean that we have

already incorporated their (well-equipped) postiés®xe capital structure in our analysis.
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with relative size (in other words L(cash)-L(eqyjtyThis reduces the effect 6fby a factor of 5
and decreases the accuracy of the model to a P$¥unfal 8.4%, but does not change the
baseline results. Our conclusions also do not charten we use the leverage prediction models
of Fama and French (2002) (see column 4 of thefalwhen we use market values instead of
book values of leverage (column 5), or when we atodeduct excess cash when computing
leverage (column 6). Finally, our conclusions remaialtered when we exclude hybrid
transactions (column 7). For this last regressieruse a Probit specification and define an
anticipated stock (cash) transaction as one fochvtiie predicted probability of paying stock
(cash) exceeds 50%. Overall, the significance efathher control variables is similar across
specifications (the results for other specificasi@ne available upon request).

Panel B shows that, regardless of the specificati@nfraction of unanticipated stock
payment never exceeds 4%. In fact, it is as low%asn all specifications that include hybrid
transactions. When we exclude hybrid transactiooki(nn 7) the prediction is less precise,
which results in a greater number of unanticipatesh transactions (14%, versus 10% in the
other specifications). These results are cleamsistent with hypotheses 1: almost no acquirer

pays with stock if they are not expected to do so.

4.6 Characteristics of transactions with unantidge financing

We find that very few—24 out of 2,978—firms succeéegaying with stock when they were
expected to pay with cash. Yet we predicted to finde: if there is no apparent reason to pay
with equity, should the decision to do so not conigethe target's management that the acquirer
is overvalued? And should the target managementefisge to sell unless the bidder changes its

method of payment?
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Table VII compares the transaction characteristfiesxpected and unexpected
transactions. Panel A reports the comparison faitg¢ransactions. Note that most of the
univariate comparisons are not statistically défégrowing to the small number of unexpected

equity bids’ If equity payment was not expected then 11.8%ds bre revised, compared with

¢ Given the very small sample, a more in-depth disiomsof examples may be illustrative. One examgple i
Johnson & Johnson’s $1.6 billion acquisition of sy a manufacturer of cardiology devices. A majawyer in its
own market, Cordis was still so small comparedoindon & Johnson that it “would not even make & dethe
bottom line for the prosperous healthcare compéRgbin Sidel, “Cordis Reports Record Earnings, Mafm
Takeover Bid,” Reuters, 20 October 1995). Undes¢hgrcumstances, it was not obvious why Johnsdolg&son
made a stock-swap bid rather than a cash offein@tine negotiations, the payment method was teamjbpr
changed to cash—albeit at a discount ($100 peestmmpared to $105 in the stock bid). The manageofen
Cordis resisted publicly, introduced poison pilbyisions, and searched for white knights. It didhsih added
desperation when a rare acquirer candidate promkkely owing to antitrust concerns. In the ends thck of other
bidders and another increase in the bid put tochnpuessure on Cordis, and the deal closed at $5bar@ (in
Johnson & Johnson stock).

Another example of an unanticipated equity trarisaavas May Department Store’s bid for Associated
Dry Goods, which mirrored the negotiations betwéeinnson & Johnson and Cordis in many ways. Assat’mt
management publicly resisted May'’s stock bid, myia increase the price and “sweeten the merger aifinclude
cash as well as stock” (Isadore Barmash, “May Bl Part of Project in WestNew York Timesl2 July 1986). It
also introduced a poison pill and searched for éiedmight, and it promised a restructuring anddbking off of
certain assets to improve shareholder value. Mapgéd its bid to a cash tender offer (for 51% efghares)—at a
discount of 10% to the stock bid. The tender offas not successful, in part because of the disamohthe newly
introduced poison pill. After a month of negotiaisy the deal closed with an exchange ratio up By édmpared to
the initial bid. Yet in the meantime the price ok stock had fallen from $88 to $59, so the rasglpremium
was only marginally higher than the initial bid gigs the higher exchange ratio. May did try to explwhy stock
was better than cash—namely, the firm could thentlis “pooling of interests” accounting method, ethin turn

would allow it to postpone depreciating the valfidssociated to its book value (Scott Kilman, St&¥Veiner,
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10.5% for expected equity bids. Unexpected equdy bre revised by an increase in the bid
price of on average 3.3%, compared with 1.7% fqeeked ones. Unexpected equity bids are
significantly more likely to be hostile: SDC cld#ss 11.8% of them as hostile, compared with
0.4% for expected equity deals. Almost all (94%)he&f unanticipated equity bids involve tender
offers, whereas none of the anticipated equitysiations does. This need not mean that the
tender offer was successful. However, almost allildders that unexpectedly bid with stock do
make an offer directly to shareholders in lieu efatiating with the target’'s management.
Multiple bidders were involved in 5.9% of unantiaipd equity bids, compared with only 1.2%
of anticipated equity bids.

[[ INSERT Table VII about Here ]]

These results suggest that target firms resistyepayment when the bidder cannot
justify it on the basis of publicly available da¥hereas some bidders respond by paying cash
or revising their bid upward, others try to circuent managerial opposition via hostile tender
offers. Our results are consistent with the hypsiththat the managers of target firms correctly
interpret economically unjustified equity bids &gnals of overvaluation and thus, in resisting
unanticipated equity bids, are acting in the irger®f long-term shareholdéts.

For comparison, we report transaction charactesigtir cash transactions in Panel B.
Much of the univariate statistics mirror the chagastics of our prediction model. Because cash

transactions are faster to close, they are ofteptaferred method in difficult negotiations.

Hank Gilman, and Daniel Hertzberg, “Associated Bigods Expected to Seek Other Suitors or Higher Stayes
Bid,” Wall Street Journal24 June 1986). This argument fared better wighgéneral public than with the target’s

management, however. Indeed, why should such anremgt be valid for May but not for other acquirers?

4 And in their own interests, if they must agreatockup after the acquisition.
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Therefore, we predict cash payment for hostilersff€his is also apparent in the univariate
statistics: anticipated cash transactions are edvigore often, more likely to be hostile, often
tender offers and often involve multiple bidderst&lthat the two subsamples of predicted stock
transactions—unanticipated cash transactions aticigated stock transactions—are similar in
their characteristics. It is the subsample of uicgdted stock that stands out most, both

compared to anticipated stock transactions andipated cash transactions.

5. Announcement returns

Before we move on to the long-term returns, ihigfiesting to have a brief look at short-term
announcement returns. Our hypotheses on long-ttums, motivated by the findings of the
previous literature, assume that mispricing wikdme evident in the long-term. However, it is
possible that investors anticipate some of theseldpments. This should be reflected in
announcement returns. In contrast to long-ternrmsflannouncement returns should also reflect
any direct effect of the payment method choiceion ¥alue. In particular, if acquirers deviate
from the payment method predicted under optimaitabgtructure considerations, the market

should penalize them for the perceived suboptirhaice.

We therefore report the results of an event stidythis purpose, we compute the
cumulative abnormal returns (CAR) over a periothoée days, starting on the day before the
announcement and ending on the day after the agement. CARs are calculated using the
standard event study methodology of Brown and Wgi1#85), employing the market model
with the equally weighted Center for Research iou8gy Prices (CRSP) index as the market

portfolio. The parameters of the market model aterated over 255 trading days, ending 42
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days before the announcement. We then regressAReo@ dummy variables that indicate the
payment decision.

[[ INSERT Table VIII about Here ]]

Table VIII reports the results. Column 1 indicatiest anticipated cash payment
generates positive and anticipated stock paymegdtive excess returns. This is in line with the
previous literature which reports higher announagmeturns for cash compared to equity
transactions (for example, Andrade et al., 200handicipated cash transactions are not
associated with significant abnormal returns. Adowy to our hypothesis, these transactions are
made by undervalued acquirers and therefore shmmufdllowed by positive long-term returns.
However, these transactions are also suboptimiad &@apital structure point of view: these
acquirers chose to pay with cash although equiyneat would have resulted into a better
capital structure. These effects may offset eabbrofThe coefficient on unanticipated stock

payment is not significant, not surprising consiagthe small number of observations.

In column 2, we add control variables commonly useithe literature, for example Uysal
(2011). Adding the control variable removes theigance of the anticipated cash dummy: the
difference between cash and stock payment is nonapity driven by the anticipated stock
transactions. The other results remain similarefot®. The sign of the control variables is
comparable to the ones reported in the literatareolumn 3, we increase the return window to
41 days before and 126 days after the transadits.only marginally alters coefficients, but
not the significance. In columns 4 and 5, we addrage deviations introduced by Uysal (2011)
to the list of control variables: acquirer overlelage in column 4 and dummies for under- and

overlevered acquirers in column 5. Controlling tteese variables only marginally changes our
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results, not surprising since these variablesrapoitant determinants of anticipation dummy

variables.

It may be tempting to conclude that markets alw@yssider issuing equity worse than
cash, regardless of the predictions of the trafl&hebry. So, although target management may
be aware of the trade-off prediction, the markey mat be aware of this decision framework.
However, this interpretation should be qualifiedthg fact that announcement returns reflect the
market’'s assessment of the NPV of the acquisiaod,there is no reason why the NPV should
be identical in all subgroups. For example, th&/MPthe acquisition will depend on the
relative bargaining power of bidder and target {@&tEckbo and Thorburn, 2009; Boone and
Mulherin, 2008) and managerial motives for the a&itjan (Morck, Shleifer, and Vishny, 1990;
Roll, 1986). Negative announcement returns in gdinaanced acquisitions could also be the
result of the fact that arbitrageurs tend to sti@tbidder’s stock short, as shown by Mitchell,
Pulvino and Stafford (2004). It is therefore impmitt that we also discuss the long-term post-

acquisition returns.

6. Long-term post-acquisition returns
If bidders deviate from the predicted financing Inoet because of market timing considerations
then we expect that, at least in some subsamptigens will experience long-term significant
abnormal returns. In this sense, the market tirtliegry is a behavioral theory: it assumes that
markets may underreact to company-specific everts a&s acquisitions.

We employ the “returns across time and securiiB&TS) methodology proposed by

Ibbotson (1975) while assuming that normal retamesgenerated by the Fama and French
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(1993) three-factor model. Specifically, we run tbkkowing regression for every mongh
relative to the event month Q € 1, ..., 24):

(R;—Ri) =3 +b(R, —R(,)+¢,;SMB+d ,HML, +¢,, 3)
HereR,  is the monthly return on securityn montht; R; ; andR,, ; are (respectively) the risk-
free rate and the return on the equally weighte@Ehdex; and SMnd HML; are the month-
t return on size and book-to-market factor, respelti The numbers reported are sums of the
intercepts of cross-sectional regressions overdlewant event time periods. The advantage of
this methodology is that it takes into account de&anin the stock’s riskiness both before and
after the acquisition—a consequence of the poataitipn factor loadings being allowed to
change from month to month.

[[ INSERT Table IX about Here ]]

Panel A of Table IX reports the long-term abnorpe&lirns for the bidder 24 months
after the announcement month. Figure 1 shows thriladive abnormal returns during that
period for the subsamples of unpredicted cash papeedicted cash payers, and predicted stock
payers. (We omit unpredicted equity transactiortaibse the small number of observations
induces too much fluctuation in the graph.) Whetdbrs follow the model prediction and pay
with cash, long-term abnormal returns are —1.78%-0.67) after 24 months; as expected, this
value is not significantly different from zero. Sernidders may be undervalued and others
overvalued, but on average there is no reasonrtdwde that managers are timing the market. If
the bidder is overvalued then it cannot issue sbedause choosing that mode of payment will
reveal the overvaluation. Hence it is preferabléotiow the prediction and pay with cash.

[[ INSERT Figure 1 about Here ]]
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However, when bidders were expected to pay witbkstout decided to pay with cash
(unanticipated cash payers), it must be that tledigved that their stock was undervalued. The
significant 24-month post-announcement return 42% ¢ = 3.67) is consistent with this
hypothesis. Finally, when bidders pay with stocl aere expected to do so, 24-month post-
acquisition abnormal returns are —13.23% (-8.98); this finding is consistent with our
hypothesis that overvalued firms can time the ntasecessfully—even when seeking to
acquire a sophisticated target—if their paymeniahoan be justified via publicly available
data.

As an additional test we implement the Fama anddfr¢1993) calendar-time portfolio
approach as advocated by Fama (1998) and MitchélBsafford (2000). The results when
employing this approach are given in Panel B ofl@&X. Much as with the RATS method, we
find significantly positive long-term returns fonpredicted cash payers of 11.100& .72).
Predicted cash payers have significantly positetarns of 3.18%t(= 2.13) after 12 months, but
they fall to —0.15% after 24 monthis< 0.73). For anticipated stock payers we find isicantly
negative abnormal returns of —7.5484-2.13). Overall, the calendar-time approach confirms

our findings from the RATS approach.

7. Conclusions
In this paper we examine the extent to which acgmnsfinance can be explained by market
timing or by fundamental reasons proposed in tieediure on capital structure and acquisition
finance.

Consistently with the literature, we find that 998 of the transactions acquirers make

financing decisions that can be explained by varjonediction models. Even so, some acquirers
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deviate from the payment method predicted by suatiels. These deviations are not symmetric:
whereas many predicted stock payers deviate bywgayash, hardly any predicted cash payers
deviate by paying stock—and, when they do, thels laire often hostile and usually fail. This
finding is consistent with the hypothesis thattdrget firm’s management identifies stock-
paying deviators as overvalued. Hence overvaluedens are unable to compensate for the cost
of deviating from the model prediction by payingwovervalued stock, although they might
take advantage of their overvaluation by (falselg)ming that their choice of payment method
is driven by fundamental economic motives.

Long-term abnormal returns after the announcemeavige further support for the
influence of both trade-off and market timing argunts. In the two years after the
announcement of unpredicted cash payment, abnoeteihs are significantly positive; this
finding supports the view that these acquirers wadervalued and thus chose to deviate from
the trade-off model. Long-term abnormal returnsraxrepositive after the announcement of
predicted cash payment, however. Finally, abnoretarns are significantly negative for
anticipated stock payers—in line with our hypotedbkat heavily overvalued firms in this group
attempt to hide behind explaining stock issuanderims of economic fundamentals.

Our principal conclusion is that market timing @spible in an acquisition context if it is
driven by fundamental economic motives. Furtheeaesh should examine whether this

conclusion holds also for other events that chanfijien’s capital structure.
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Appendix A. Variable definitions

AMIHUD ILLIQUIDITY

Amihud is for acquirer during quartet is defined as:

Amihud = mm[ii(m MH

Mit d=1 d\{d ,0'3Q—1

Here,Ryq is the return of stockduring dayd, dvy is its dollar
volume in millions of dollars (number of sharesizd
during dayd times the stock price at the end of dgand
M;; is the number of valid observations during quartéx.;
is the total market capitalizationtat divided by the total
market capitalization at the end of July 1962. Maigable is
Winsorized at 1% and 99% levels.

CLASSIFIED BOARDS

...equals one if the target firm’'s boards of dioestis
divided, for the purpose of election, into sepacddsses and
zero otherwise.

DEFICIT

Difference between actual and predicted leverage.

DIVERSIFYING

...equals one if acquirer and target are in differedustries.

EXCESS CASH

Value of the sum of acquirer and target cash iregxof the
industry average.

GOLDEN PARACHUTES

...equals one if the target firm has a severanceeagent
with its executives contingent upon a change ipcmte
control and zero otherwise.

GOVERNANCE The index by Gompers, Ishii and Metrick (2003) meed
for the target firm.

HERFINDAHL Herfindahl index.

HOSTILE ... equals one if the board officially rejects théeobut the

acquirer persists with the takeover and zero otiserw

INSIDER OWNERSHIP

... equals one if more than 5% of the target firnfiarges are
held by insiders who have to file the SEC form4,3 or
144, as reported by Thomson Reuters.

INSTITUTIONAL OWNERSHIPFraction of target firm ownership by institutionsovfile the

SEC form 13F.

/1 (LAMBDA) Difference between predicted and optimal leverageiaing
cash payment minus the difference between predasdd
optimal leverage assuming equity payment, |L(cadtf) -
|[L(equity) — L*|.

LEVERAGE ...equals net debt over assets in the year pridreo t

announcement. Net debt is calculated as the swuaroént
liabilities and long-term debt minus cash aboveitideistry
average level (normalized by assets). If curretilities or
long-term debt are not available, net debt is dated as
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total debt less other liabilities, deferred taxed mvestment
tax credit, and cash. Both nominator and denomiret®
Winsorized at 1% and 99% levels.

LN SALES Natural logarithm of sales. Sales is Winsorizeti%tand
99% levels.

LN ASSETS Natural logarithm of total assets. Assets is Wiizsat at 1%
and 99% levels.

LOCKUP ...equals one if the transaction includes a locgeement
and zero otherwise.

MARKET/BOOK (Market value of equity + book value of assets ekoealue

of equity)/book value of assets. This variable im&rized
at 1% and 99% levels.

MARKET CAP ($)

The average of the closing prices 42-30 days poithe
announcement times the number of shares outstarbing
variable is Winsorized at 1% and 99% levels.

MARKET LEVERAGE

Book net debt divided by the average market vaftessets
42-30 days prior to the announcement. Net dehdlsutated
as the sum of current liabilities and long-termtdaimus
cash above the industry average level (normalizeasbets).
If current liabilities or long-term debt are notagable, net
debt is calculated as total debt less other ligdslj deferred
taxes and investment tax credit, and cash. Bothmaior
and denominator are Winsorized at 1% and 99% levels

MULTIPLE BIDDERS

...equals one if other bidders also seek to acqo@earget
firm and zero otherwise.

OVERLEVERED

...equals one if deficit is in the highest quartile.

NET DEBT

Sum of current liabilities and long-term debt mimmash
above the industry average level (normalized bgtagslf
current liabilities or long-term debt are not aahik, net debt
is calculated as total debt less other liabilittiferred taxes
and investment tax credit, and cash. This varieble
Winsorized at 1% and 99% levels.

PREMIUM

Transaction value less the average of the targaiket
value four weeks prior to announcement dividedhey t
latter. This variable is Winsorized at 1% and 99%els.

R&D/SALES

Research and development expense divided by &uds.
nominator and denominator are Winsorized at 1%999d
levels.

R&D DUMMY

...equals one if the firm has R&D expense and zero
otherwise.

RELATIVE SIZE

Average of the target’s enterprise values 42-3Gs gaior to
announcement divided by the acquirer's enterprigkiev
Both nominator and denominator are Winsorized ataltfd
99% levels.

REVISION

...equals one if the percentage change from tla fince
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paid per share to the initial price offered perrsheuals
zero.

REVISION BY (%)

Average revision in percent of the total transactialue.

ROA

Return on assets. This variable is Winsorized abah%h99%
levels.

RUNUP Cumulated abnormal returns 42-30 days prior to the
announcement. This variable is Winsorized at 1%389%)
levels.

SGA/SALES Sales and general administrative expenses divigesles.
Both nominator and denominator are Winsorized aahth
99% levels.

STOCK PAID Reported percentage of equity in payment accordir®DC.

STOCK RETURNS Annual stock returns, Winsorized at 1% and 99%l&ve

TANGIBILITY Property, plant, and equipment divided by saleshBo
nominator and denominator are Winsorized at 1%9%8%d
levels.

TAXSHIELD Depreciation and amortization over total assetshBo

nominator and denominator are Winsorized at 1%999d
levels.

TENDER OFFER

...equals one when a tender offer is launched fotaiget
and zero otherwise. A tender offer is a formal offe
determined duration to acquire a public companyses
made to equity holders.

TERMINATION ...equals one if the transaction includes a tertiana
agreement and zero otherwise.

TOEHOLD ...equals one if the acquirer owns more than 0.5%e0
target prior to the transaction, and zero otherwise

TOTAL ASSETS Book value of the firm (in million US dollars). Thvariable

is Winsorized at 1% and 99% levels.

TRANSACTION VALUE

The total value of consideration paid by the acgir
excluding fees and expenses, in million US$. Theado
value includes the amount paid for all common stock
common stock equivalents, preferred stock, delitpog,
assets, warrants, and stake purchases made wkhirosths
of the announcement date of the transaction. Litedsl
assumed are included in the value if they are plybli
disclosed. Preferred stock is only included iibeing
acquired as part of a 100% acquisition. If a porodthe
consideration paid by the acquirer is common sttiek,
stock is valued using the closing price on thefialstrading
day prior to the announcement of the terms of theks
swap. If the exchange ratio of shares offered chane
stock is valued based on its closing price on disefull
trading date prior to the date of the exchange @tange.
This variable is Winsorized at 1% and 99% levels.
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UNDERLEVERED ...equals one if deficit is in the lowest quartile.

35



Appendix B. Leverage prediction

We adopt the methodology of Kayhan and Titman (200 predict leverage, and we check for
robustness using the methodology of Fama and Fr@@€2). The cited literature constructs a
proxy for an “optimal” leverage ratio as the preddtvalue from a regression of debt ratios on
variables shown to be relevant for leverage. Opeddent variable, the leverage ratio, is based
on net debt adjusted for operating cash. Becawskt¢hature uses both debt including non-
operating cash and debt excluding all cash, weotunegressions for each measure. In the
following paragraphs we describe the independeriaivizs.

Profitability. As Graham (2000) points out, firms that are npdditable pay more taxes
and so benefit more from debt tax shields. Thisnse&t odds with the empirically documented
negative relation between between profitability éwkrage (as reported, e.g., in Friend and
Hasbrouck, 1988; Titman and Wessels, 1988). Suwgative relation can be explained by
profitable firms using retained earnings to finane& projects because they need not issue debt
(Kayhan and Titman, 2007). A strategic argumentissussed by Bolton and Scharfstein
(1990), suggests that a more profitable firm prefew leverage ratios because they deter the
entry of potential rivals. Myers and Majluf (19&how that the negative relation is consistent
with a “pecking order” theory whereby firms prefeternal to external funds. Hovakimian et al.
(2001) and Strebulaev (2007) demonstrate thategative relation is consistent with adjustment
costs: firms that become profitable can adjust tleserage only with some delay; meanwhile
the increasing profitability increases firm valwdich in turn reduces leverage.

Investment opportunitiedlyers (1977) argues that firms with larger growatid
investment opportunities should avoid debt bec#usie expected costs of financial distress are

relatively higher. We include the market-to-bookiaand also the R&D expense (as a ratio of
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sales) to proxy for growth and investment—as suggesor example, by Long and Malitz
(1985) and Bradley et al. (1988). Because R&D egpsrare not reported by all firms, we
include a dummy variable to indicate when theyaaailable.

Potential collateral valueFirms offering more collateral have easier anglagier access
to debt and so are expected to have higher levefagethers have explained (see Long and
Malitz, 1985; Titman and Wessels, 1988), such ted#d is more valuable thegheris the value
of tangible assets, total assets, and sales arovileis the advertising (or selling) cost as a
fraction of sales: the former factors can themsesezve as collateral, and the latter makes the
firm’s assets more unique (or less deployable &nkls). Uniqueness is also associated with the
market-to-book ratio and R&D expenses.

Tax shieldsFirms may be able to forgo interest tax shieldisey can instead use
depreciation deductions to save taxes. Followingd&and French (2002) and Flannery and
Rangan (2006), we use the ratio of depreciationaanoltization over book assets as a proxy for
tax shieldsotherthan leverage for their respective specifications.

Firm size.Larger firms should have more debt capacity (Lomd Balitz, 1985; Titman
and Wessels, 1988).

Year effects and Fama—French industry fixed eff@ttese variables account for, inter
alia, the time-varying cost of debt, market prefiees for leverage, and economic conditions.
The Fama—French industry classification is codisan the Standard Industrial Classification
(SIC) system, which allows us to avoid some industeasurement problems (as identified by
Hoberg and Phillips, 2010).

The results given in Table Al are consistent withse reported in the previous literature.

In particular, leverage is significantly negativegjated to proxies for growth opportunities (e.g.,
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market-to-book ratio, R&D expenditures) and posityrelated to the importance of tangible
assets. Return on assets—a measure of profitabityegatively related to leverage, which
goes against the prediction that profitable firrag ore taxes and therefore issue more debt.
However, the negative association we find is caestswith the pecking order theory (Myers
and Majluf, 1984): highly profitable firms prefarternal to external finance. Strebulaev (2007)
shows that this preference is in accordance witdgmamic trade-off theory with adjustment
costs: if leverage cannot be increased instantafgdhen an increase in profitability will raise
the firm’s value and thus lower its leverage. Boltmd Scharfstein (1990) suggest that a more
profitable firm prefers low leverage ratios becatisy deter the entry of potential rivals.

[[ INSERT Table Al about Here ]

Moreover, in the leverage regression there is athagcoefficient for selling expenses.
These expenses are also associated with more ynmigdects, which are less suitable as
collateral and are therefore associated with Idesgrage levels. Sales and total assets are
positively correlated with leverage, which is catsnt with the argument that larger firms have
more debt capacity. The coefficient for deprecrai®positive, against the conjecture that it may
serve as an alternative tax shield to debt. Farddraench (2002) also document positive
coefficients for depreciation (and negative coédfits, too, with a different sample); they
remark that depreciation is a poor proxy for tareksls. Our results are not significantly different

when calculating debt net of all cash versus ndudgng cash at all.
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Appendix C. Pro forma balance sheets

We illustrate the methodology used for the pro f@tmalance sheets with the following example.
On 11 November 2005, the media company McClatcimpanced its takeover of Knight

Ridder, the second-largest newspaper publishéaatitne. Although Knight Ridder had been
publicly searching for a potential buyer, McClatshinterest was surprising: not only was
McClatchy viewed as being too risk averse for takes on that scale, it was also half the size of

Knight Ridder (Lieberman 2006).

Calculating pro forma variables: Example of McClatchy—Knight Ridder transaction

Variable Bidder Target Pro forma assuming payme nt with...

(in $ milions) (McClatchy) (Knight Ridder) Equity Cash

Debt 656 2,751

Book equity 1,216 1,447 1,216+4,572= 5,788 1,216
Book assets 1,872 4,198

Cash 3 24

Non-operating cash 0 0 max (27 - 9% * 9,195; 0) = 0 (B3 9% * 9,195; 0)= 0
Market value equity 1,323 4,279 1,323+4,572 = 5,895 1,323
Transaction value 4,572

Net debt 656 2,751 656+2,751 = 3,407 656+2,751+4,572 = 7,979
Book value of assets 1,872 4,198 1,872+2,751+4,572 = 9,195 9,195
Enterprise value 1,979 7,030 1,979+2,751+4,572= 9,302 9,302
Leverage 35% 66% 3,407/9,195 = 37% 7,979/9,195 = 87%
Market leverage 50% 64% 3,407/9,302 = 37% 7,979/9,302 =6% 8

We begin by describing how leverage is calculaBsdh firms are in the “printing and
publishing” industry (Fama—French industry 8), whitas an average cash-to-assets ratio of 9%.
This means that neither McClatchy nor Knight Riddas much non-operating cash, and their

leverage is simply debt over assets (i.e., debt enterprise value).
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For the pro forma sums, we assume that the biddeClatchy) seeks to acquire the
target (Knight Ridder) using either 100% cash d?%QG=quity. Let us consider the effect of each
payment method, first on the bidder and then onahget. The value of the bid (i.e., the amount
of value paid for the target) is represented bytthesaction value—here, $4,572 million.

If the bidder pays with equity, then it will funbe transaction value through the
exchange of its own shares to acquire the tardpt.résult will be an increase in both the book
value and the market value of McClatchy stock bgotly the amount of the transaction value.
When the balance sheets of the two companies ambined (or “consolidated”) upon
acquisition, the target’s equity is replaced with bidder’s equity payment. The bidder must
likewise take on the acquired target’s debt. Is tiample, the target’s capital structure features
a large amount (66%) of debt; hence the bid geesm@post-acquisition book leverage ratio that
is higher than the bidder’s pre-acquisition leverag

Suppose instead that the bidder chooses to padacquisition with cash. In this case,
the bidder must first raise debt in order to firattee purchase and then also assume the target
firm’s debt. This dynamicis reflected in the sigeéint additional debt held by the combined
entity and the reduction in the target’s equitytiiy amount of the transaction value—thus, its
shareholders have been “bought out”. An importéieceof such transactions is on the leverage
structure of the combined entity: its debt as aeslbétotal book value rises to 87% in book
terms or 86% in market terms (as compared with a6%50%, respectively, for the pre-
acquisition bidding firm).

In reality, McClatchy paid a mix of cash and stotkinanced the cash payment by
raising bank debt, and it announced plans to retheeesulting high debt level by selling more

than a third of Knight Ridder’'s 32 newspapers.
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Table 1. Predictions for the choice of payment methd

Optimal financing predicted

with public information

Private information about

Payment method

acquirer valuation prediction
Cash Undervalued Cash
Cash Overvalued Cash
Equity Undervalued Cash or Equity
Equity Overvalued

Equity
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Table Il. Predictions for long-term announcement reéurns

Payment method

Return prediction

Predicted Actual Trade-off Market timing | Combined
Cash Cash 0 + 0
Cash Equity 0 - -

Equity Cash 0 + +
Equity Equity 0 - -
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Table 1ll. Descriptive statistics

This table reports descriptive statistics. Pangives transaction characteristics, while Panelsad@ report
(respectively) acquirer and target characterisiesel D reports statistics for leverage ratios/aifidambda),
whereL* is the predicted leverage for the combined firncasulated using the methodology described in
Appendix A. The term&(Cash) and.(Equity) are the pro forma leverage ratios of tbmbined firm if we assume,
respectively, cash and equity payment. Lambdagglitierence between predicted and optimal leveesgeming

cash paymemmninusthe difference between predicted and optimal lyermssuming equity payment:
|L(Cash) —L*| = |L(Equity) —L*|.

All transactions Subsample median
Variables Mean Median S.D. Min. Max. Cash Equity Hybrid

Panel A: Transaction characteristics

STOCK PAID 61% 82% 43% 0% 100% 0% 100% 53%
PREMIUM (%) 38 30 43 -50 229 35 27 28
RELATIVE SIZE 62% 51% 42% 5% 117% 48% 52% 53%
Panel B: Acquirer characteristics
LEVERAGE 45% 40% 34% -40% 100% 32% 53% 42%
MARKET LEVERAGE 41% 22% 54% -45% 100% 17% 34% 23%
MARKET/BOOK 291 1.42 491 0.57 39.20 1.56 1.27 1.47
MARKET CAP(m US$) 8,775 957 12,405 166 38,611 1,290 865 953
TOTAL ASSET$m US$) 9,261 1,484 23,453 5 165,493 1,668 1,466 1,410
Panel C: Target characteristics
LEVERAGE 48% 44% 33% -40% 100% 35% 55% 50%
MARKET LEVERAGE 55% 35% 103% -103% 100% 24% 40% 37%
MARKET/BOOK 2.54 1.19 5.52 0.30 46.53 1.30 1.13 1.23
MARKET CAP(m US$) 3,931 307 5,653 48 17,039 256 315 347
TOTAL ASSET$m US$) 6,674 612 20,414 4 151,067 468 624 737
Panel D: Leverage ratios and Lambdas

L* 34.0% 39.3% 18.3% -6.0% 71.5% 43% 29% 44%
L(Cash) 63.7% 65.2% 18.5% 32.2% 90.1% 58% 69% 69%
L(Equity) 36.6% 38.3% 19.9% 3.8% 65.6% 44% 32% 39%
LAMBDA 4.9% 2.3% 15.2% -41.9% 83.0% 2% 2% 5%
Observations 2,978 787 1,396 795
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Table 1V: Post-acquisition leverage development

This table reports the median leverage ratio inthinee years after the acquisition becomes effectiv

Median post-acquisition leverage Predicted leverage
Book values Market values L(Cash) L(Equity) L*
Year relative to effective year 0 1 2 0 1 2
ALL 44.4% 43.2% 43.0% 26.9% 24.7% 26.6% 65% 38% 39%
CASH 48.9% 46.1% 44.6% 30.1% 29.8% 28.6% 58% 44% 43%
EQUITY 36.0% 36.3% 36.5% 16.3% 16.7% 19.4% 69% 32% 29%
HYBRID 50.0% 46.8% 46.7% 345% 34.0% 34.1% 69% 39% 44%
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Table V. Predicting acquisitions

This table shows the results for prediction ofdkquisition decision. All columns report Probit regsions in which
the dependent variable equals 1 if a firm undegaleacquisition in that year. The Table reporeffaments andz-
statistics for the regression (adjusted for stash@arors clustered by firm and year) as well asiln@ber of
observations. ***, ** and * stand for statisticsignificance at the 1%, 5%, and 10% level, respelsti

Fim Industry (1) (2) 3) (4)
Firm leverage UNDERLEVERAGED -0.16 ¥+ -0.17 rhx
(-5.35) (-5.43)
OVERLEVERAGED -0.15 -0.15 rhx
(-4.43) (-4.57)
DEFICIT -0.01
(-0.24)
Industry leverage UNDERLEVERAGED 0.01 wkk 0.00 hid
(3.37) (1.97)
OVERLEVERAGED 0.00 0.00
(0.2) (1.57)
DEFICIT -0.17 -0.30
(-0.7) (-1.45)
AVERAGE LEVERAGE -0.40 ** -0.41 *x -0.40 * -0.41 *
(-2.07) (-2.12) (-1.76) (-1.81)
Interactions UNDERLEVERAGED x OVERLEVERAGED -0.02  wx
(-3.95)
OVERLEVERAGED x UNDERLEVERAGED 0.00
(-0.78)
UNDERLEVERAGED x UNDERLEVERAGED 0.01 Hohk
(3.04)
OVERLEVERAGED x OVERLEVERAGED 0.00
(-0.6)
UNDERLEVERAGED x DEFICIT -0.81
(-2.54)
OVERLEVERAGED x DEFICIT 0.25
(0.75)
DEFICIT x DEFICIT 1.08 *x
(2.15)
Firm characteristics SALES 0.00 rork 0.00 ok 0.00 ik 0.00 wxk
(8.4) (8.66) (8.4) 9)
STOCK RETURNS 0.04 ¥ 0.05  *** 0.04  x+* 0.05 ¥
(6.91) (7.14) (6.82) (7.4)
MARKET/BOOK 0.00 0.01 0.00 0.01
(0.4) (0.54) (0.37) (0.83)
ROA 0.41 i 0.44 rhx 0.40 rrx 0.47 i
(5.69) (5.99) (5.53) (6.42)
Industry characteristics MERGER # -0.15 **  .0.15 **  -0.16 *** -0.16 ***
(-4.85) (-4.85) (-4.96) (-4.97)
HERFINDAHL -0.95 -0.97 rhx -1.37 rorx -1.35
(-2.85) (-2.91) (-4.41) (-4.36)
INTERCEPT -2.52 -2.45 rhx -2.53 rorx
(-10.58) (-10.05) (-10.4)
Year fixed effects Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes
Pseudo R-squared 7.87 7.78 7.86 7.57
Observations 41,530 41,530 41,530 41,530
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Table VI. Payment method prediction

This table shows the results for prediction ofpgment method. All columns (except for column Hjck
excludes hybrid transactions) report Tobit reg@ssin which the dependent variable is the pergentd stock
used as payment; in column 7, we use a Probit segne in which the dependent variable equals pdioe stock
payment and O for pure cash payment. Panel A reposifficients and-statistics for the regression as well as the
number of observations. ***, ** and * stand foasistical significance at the 1%, 5%, and 10% |eredpectively.
Panel B reports the fraction of anticipated anchtiogpated cash and equity transactions. For tiodiPr
specification in column 7, we classify a predictamcash (stock) if the predicted probability dhgghe observed
payment method exceeds 50%. For the Tobit spetidita we classify a prediction according to thedicted
percentage of stock. Predictions for hybrid tratieas are omitted.

Panel A: Main regression (dependent variable = peentage of equity used in payment)

@ @ ®) @ ®) (6) @)
Main Acquirer overleverage Relative Lambda ~ Fama-FrenchMarket values Gross debt Excl. hybrids
Tobit Tobit Tobit Tobit Tobit Tobit Probit
LAMBDA 0.83 ok 0.78 il 0.15 e 0.49 ok 0.52 b 0.94 ok 1.39 il
(5.15) (4.35) (4.12) (5.82) (6.34) (5.73) (5.43)
ACQUIRER OVERLEVERAGE 0.06
(0.59)
TENDER OFFER -1.74 -1.74 -1.74 -1.70 e -1.67 -1.73 -2. 63
(-21.57) (-21.57) (-21.48) (-21.12) (-20.79) (-20.96) §-18)
HOSTILE -0.10 -0.10 -0.06 -0.13 -0.07 -0.17 0.49
(-0.53) (-0.53) (-0.29) (-0.65) (-0.36) (-0.81) (1.35)
PREMIUM 0.00 0.00 0.00 0.00 0.00 0.00 0.00 *
(-0.93) (-0.94) (-0.69) (-0.55) (-0.46) (-0.97) (-1.85)
RELATIVE SIZE 0.04 0.05 0.03 0.00 -0.05 0.00 0.07
(0.68) 0.7) (0.38) (0.02) (-0.69) (0.01) (0.76)
INSIDER OWNED 0.07 0.07 0.05 0.09 0.06 0.09 -0.01
1.2) (1.19) 0.77) (1.52) (1.06) (1.42) (-0.15)
INSTITUTIONAL O. -0.11 -0.10 = -0.07 -0.07 -0.04 -0.11 ** -0.03
(-2.08) (-2.02) (-1.45) (-1.29) (-0.75) (-2.15) (-0.4)
BLOCKHOLDERS 0.00 0.00 0.00 0.00 0.00 0.00 0.01 *
©0) (0.02) (0.38) (0.44) (0.64) (-0.06) (1.71)
G-INDEX 0.02 0.02 0.02 0.02 0.02 0.01 0.04
(1.34) (1.32) (1.41) (1.55) (1.25) (0.99) (1.58)
CLASSIFIED BOARD -0.19 -0.18 -0.20 -0.22  * -0.22  * -0.17 -0.25
(-1.45) (-1.44) (-1.56) (-1.72) (-1.7) (-1.33) (-1.28)
GOLDEN PARACHUTE -0.08 -0.08 -0.09 -0.10 -0.08 -0.05 -0.30
(-0.66) (-0.65) (-0.74) (-0.85) (-0.66) (-0.37) (-1.58)
ACQUIRER ILLIQUIDITY -0.39 ** -0.40 -0.41 = -0.46 -0.43 -0.41 -0.72
(-2.28) (-2.29) (-2.36) (-2.65) (-2.49) (-2.41) (-2.8)
MULTIPLE BIDDERS -0.36  ** -0.36  * -0.35  * -0.35 * -0.35 * -0.31  * -0.65  **
(-1.97) (-1.96) (-1.93) (-1.94) (-1.94) (-1.69) (-2.23)
TOEHOLD -0.09 -0.09 -0.09 -0.08 -0.06 0.00 -0.21
(-0.48) (-0.47) (-0.5) (-0.43) (-0.32) (-0.01) (-0.79)
LOCKUP 0.46 b 0.46 i 0.44 i 0.42 ok 0.37 b 0.45 i 0.58 i
(4.73) (4.66) (4.52) 4.24) (3.73) (4.57) (3.56)
TERMINATION FEES 0.04 0.04 0.06 0.08 0.08 0.01 0.19 ok
(0.65) (0.67) 1) (1.36) (1.31) (0.11) (2.02)
EXCESS CASH 0.04 0.04 0.04 0.04 0.03 0.05 0.04
0.82) (0.88) (0.76) (0.8) (0.54) (1.12) (0.58)
MILLS -0.39 A -0.39 -0.33 -0.31 -0.22 -0.45 A -0. 43
(-5.02) (-4.98) (-4.19) (-3.94) (-2.7) (-5.68) (-3.76)
INTERCEPT 0.49 ok 0.49 i 0.43 i 0.36 ok 0.29 ki 0.47 i 0.24
(3.91) (3.96) (3.42) (2.86) (2.27) (3.8) (0.68)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes
Observations 2,978 2,978 2,978 2,978 2,978 2,978 2,183

Panel B: Predicted and realized payment method

Prediction Actual

CASH CASH 23% 22% 22% 22% 22% 21% 22%
STOCK STOCK 66% 66% 66% 67% 67% 68% 60%
STOCK CASH 10% 10% 10% 10% 10% 10% 14%
CASH STOCK 1% 1% 1% 1% 1% 1% 4%
Pseudo R-Squared 18.58 18.59 18.42 18.71 18.82 18.60 38.33
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Table VII. Descriptive statistics by prediction

This table reports means for the characteristidsamfsactions grouped by predicted outcome. Theegajjiven are
the means and thestatistics for when the means differ.

Panel A: Average transaction characteristics by prdiction - Stock
Anticipated Unanticipated

Stock Stock t -statistic
REVISION 10.6% 13.6%  (0.45)
...BY (%) 2.06 2.19 (0.01)
HOSTILE 0.4% 9.1%  (5.48) ***
TENDEROFFER 0.0% 72.7%  (52.76) ***
MULTIPLE BIDDERS 1.2% 45%  (1.35)
Observations 1,450 30

Panel B: Average transaction characteristics by prdiction - Cash
Anticipated Unanticipated

Cash Cash t -statistic
REVISION 10.8% 45%  (-2.32) **
...BY (%) 15.23 490 (-1.25)
HOSTILE 8.3% 0.0%  (-3.74) ***
TENDEROFFER 67.5% 0.0%  (-120) ***
MULTIPLE BIDDERS 12.0% 3.8% (-2.9)  ***
Observations 486 216
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Table VIII. Acquirer announcement returns
This table reports the results of OLS regressionsrerthe dependent variable is cumulative annoueneraturns
for the acquirer. The returns are estimated féreg-day-window around the announcement date touaicolumn
3. In column 3, the returns are estimated for 4k deefore up to 126 days after the transaction.t@ble reports
coefficients and-statistics for the regression as well as the nurabebservations.

1) (2) 3) (4) ©)
Window (-1,1) (-1,1) (-41,126) (-1,1) (-1,1)
ANTICIPATED CASH 0.008 **  0.005 0.003 0.004 0.004
(2.05) (0.65) (0.48) (0.62) (0.6)
ANTICIPATED STOCK -0.02 % -0.015 *** -0.012 *** -0.014 ** -0.014 ***
(-9.71) (-4.12) (-3.32) (-3.84) (-3.84)
UNANTICIPATED CASH 0.002 0.003 0.002 0.004 0.003
(0.33) (0.47) (0.26) (0.57) (0.57)
UNANTICIPATED STOCK -0.02 -0.018 -0.021 -0.018 -0.019
(-1.4) (-1.24) (-1.44) (-1.25) (-1.27)
ACQUIRER DEFICIT -0.008
(-1.49)
UNDERLEVERED ACQUIRER 0.006 *
(1.8)
OVERLEVERED ACQUIRER 0
(0.02)
TENDER OFFER 0.008 0.008 0.009 0.009
(1.27) (1.34) (1.3) (1.29)
RELATIVE SIZE -0.019 = -0.018 ** -0.02 *  -0.02 *
(-8.78) (-8.02) (-8.84) (-8.87)
HOSTILE 0.014 0.011 0.015 0.015
(1.26) (1.05) (1.29) (1.3)
DIVERSIFYING -0.003 -0.003 -0.003 -0.003
(-1.28) (-1.24) (-1.23) (-1.22)
ACQUIRER LN SALES -0.003 ** -0.003 ** -0.003 ** -0.003 **
(-4.37) (-4.41) (-4.27) (-3.99)
ACQUIRER LEVERAGE 0.012 0.011 0.015 *  0.013 *
(1.61) (1.57) (1.95) (1.73)
ACQUIRER MARKET/BOOK 0 0 0 0
(-0.19) (-0.71) (0.15) (-0.01)
ACQUIRER ROA 0.009 0.022 *  0.008 0.007
0.7) (1.74) (0.61) (0.59)
ACQUIRER RUNUP 0.008 *  0.001 0.008 *  0.015
(1.91) (0.37) (1.93) (1.26)
HERFINDAHL -0.018 -0.024 -0.02 -0.022
(-0.84) (-1.13) (-0.96) 1)
YEAR F.E. YES YES YES YES
R-SQUARED 3.7 9.3 8.4 9.3 9.31
N 2,546 2,546 2,381 2,546 2,546
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Table IX. Post-acquisition long-run abnormal returns

This table reports cumulative long-run abnormalmes for the merged firms—at 6, 12, and 24 monttes the
announcement month—for the subsamples of acquireospaid with cash or stock and were (respectively)
predicted or not predicted to do so. The subsawofplepredicted stock payers is suppressed owitigetdimited
number of observations. Panel A reports returnsutatied using the Ibbotson (1975) returns across &nd
securities (RATS) method as well are returns cated using the Fama and French (1993) three-fanbolel. See
the text for details. Reported values are sumbefritercepts of cross-sectional regressions dnerelevant event
time periods; the standard error for a window &ghuare root of the sum of the squares of thehmhostandard
error.

Panel B reports monthly average announcement metfraqually weighted calendar-time portfolios gsin
the Fama—French (1993) three-factor model. Inrtfosglel, acquirers who have announced an acquisititire past
6 (12, 24) calendar months form the basis of thenckar-time portfolio. A single time-series regiesss run with
the excess return of the calendar portfolio ad#@endent variable and the return on the threerfaets the
independent variables (the excess market retuerhalok-to-market and size factors). The table tepoeans (and
t-statistics if the means are different from zero).

Payme nt method Panel A: Ibbotson RATS Panel B: Calender-time
(in months) (in months)
Prediction  Actual (1,6) (1,12) (1,24) (1,6) (1,12) (1,24)
CASH CASH 2.49% 4.54% ** 2.90% 2.16% 3.00% * -0.52%
(1.51) (1.98) 0.9) (1.25) (1.9) (0.53)
STOCK STOCK 0.90% 0.09% -4.41% * 0.39% -0.88% -7.10% *
(0.87) (0.06) (-1.94) (0.11) (-0.21) (-1.77)
STOCK CASH 577% ***  12.52% ***  24.48% ***  3.22% * 8.47% ** 16.19% ***
(2.65) (3.79) (5.07) (1.81) (3.08) (3.84)
CASH STOCK NA NA
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Table Al. Predicting leverage

This table reports coefficients and (in parenthegescorresponding statistics used for leveratie prediction.
The reported numbers are derived using a Tobitifspeston in which the predicted value of the leage ratio is
restricted to be below 1. Columns 1, 2, and 5-8vsfegression results based on the specificatiod imsEayhan
and Titman (2007); columns 3 and 4 show regresssults based on the specification used in Fama-esrtth
(2002). Columns 1-4 give results based on levei@gehen debt is net of cash above the industryagelevel
(normalized by assets); columns 5 and 6 are baséglverage calculated with total debt; and columiasid 8 are
based on leverage net of all cash. Columns 1, &)&,7 use book values whereas and columns 2 aHd63 use
market values. The sample consists of all firmedisn Compustat between 1979 and 2005. All inddpeh
variables are from the yeprior to observation of the dependent variable. Théssitz for year and industry
dummies are suppressed.

Dependent variable: Leverage

1) 2 ®) (@) ®) ~©) Q) - ®
Kayhan & Titman Fama & French KaéhriZf d'l(;lt)nt;an ((lfez{h:(; ilenc]:zrs]h)
Book Market Book Market Book Market Book Market
ROA -0.40 ** -042 ¥ -0.15 **.0.11 ***-0.38 *** -.0.44 ¥+ .0, 54 ** 049
(-40.63) (-43.18) (-19.08) (-14.8) (-43.52) (-47.54) (48 (-44.42)
MARKET/BOOK  -0.01 ** -0.05 ** -0.03 **-0.05 **-0.01 **-0.06 **-0. 02 **.0.04 **=*
(-9.21) (-57.97) (-29.19) (-56.99) (-7.99) (-63.77) (‘1. (-35.99)
TANGIBILITY 0.10 *** (.08 xkk 0.08 *** (.05 **x 0,21 **x (0,18 ik
(14.12) (10.94) (11.55) (7.55) (24.14) (21.32)
R&D/SALES -0.17  **-0.16 ** -0.17 ***-0.15 ** .0.06 *** -0.07 ***-0. 28 *¥* 021
(-15.88) (-14.09) (-28.23) (-25.74) (-6.22) (-6.85) (-28) (-17.79)
R&D DUMMY -0.04 **-0.04 ** 0.00 -0.01 -0.04 **-0.04 **-0.05 **-0.04 =
(-12.03) (-13.88) (0.66) (-1.53) (-12.45) (-14.42) -4 (-11.1)
SGA/SALES -0.09 ** -0.12 -0.06 *** -0.08 ** -0.12 ** -0.15 ***
(-13.89) (-18.68) (-9.87) (-13.74) (-17.46) (-22.09)
LN SALES 0.03 *** 0.00 0.03 *** 0.01 *** (0.04 *** 0,01 Fkk
(43.08) 1.17) (47.6) (14.05) (50.49) (13.37)
LN ASSETS 0.01 *** (0,02 ok
(12.25) (22.64)
TAXSHIELD 0.91 *** 0,70 ik
(21.88) (18.19)
INTERCEPT 0.21 ** (.42 *** .60 *** (.33 **x (0,23 *** 0,64 *x (0,13 *x 0, 34 ok
(5.39) (10.21) (17.96) (8.37) (6.69) (18.61) (2.94) (7.62)
Industry fixed effects  Yes Yes Yes Yes Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes Yes Yes Yes Yes
Observations 41,530 41,362 50,414 50,267 46,934 46,934 9346, 46,934

*p<0.1, * p < 0.05, ** p < 0.01
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Figure 1. Long-run abnormal returns after acquisition announcements

Cumulative abnormal returns based on the Fama—Fkitbnee-factor model and RATS; see text for detiorpof
the methodology.
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