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Abstract 
 
 
This thesis examines how corporate governance mechanisms can facilitate value-destruction and value-

creation and can discipline managers for misconduct. I examine how anti-takeover provisions (ATPs), 

which facilitate managerial entrenchment, can enable managers to engage in self-interested investments 

that destroy shareholder wealth. Next, I show that the presence of ATPs is one explanation for the well-

documented ‘size effect’ in acquisitions, whereby large acquirers’ acquisitions are seen to create less 

shareholder wealth, on average. I then examine how such entrenchment could be used in some types of 

‘innovative’ corporation to encourage value-creation by insulating managers from the risk of 

precipitous, and opportunistic, hostile takeover threats. Finally, I look at how internal and external 

governance mechanisms can discipline managers for misconduct by examining disciplinary actions 

following shareholder class action suits. In so doing, the thesis contributes to the literature on how 

governance mechanism can enable shareholder wealth-creation and wealth-destruction and how they 

can enable managerial discipline following misconduct.  
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1 Introduction  
 
 
This thesis examines internal and external governance as a driver of value creation and value-

destruction in corporations. Prior literature shows that poor governance and managerial entrenchment 

generally destroy corporate value. However, there are several broad issues that remain outstanding: 

First, how and why does managerial entrenchment actually destroy value? What is it about deals by 

entrenched firms that harms shareholders? Second, does managerial entrenchment always destroy 

value? In particular, prior studies have focused on entrenchment and value-destruction. Instead, some 

types of entrenchment could create value by insulating managers from market forces and short-

termism, or by providing protection against government appropriation. Third, if a manager does act on 

agency conflicts, and does destroy shareholder wealth, is the manager subsequently disciplined? 

 

I focus on the over-arching issue of how corporate governance mechanisms can induce value-

destruction and value-creation in corporations. I examine three broad sub-issues. First, how and why 

does poor governance destroy value? Second, can mechanisms that are typically associated with poor 

governance, such as anti-takeover provisions, create value in some cases? Specifically, can these 

mechanisms achieve the original policy purpose that congress intended for them? Third, if managers do 

commit misconduct, can market-based mechanisms (such as securities class actions), hostile takeovers, 

and internal mechanisms (such as pay cuts or dismissal) function to adequately discipline managers? 

Below, I describe how this addresses gaps in the literature, why these issues are important, and how I 

contribute to the literature.  
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First, the literature has not indicated precisely ‘why’ and ‘how’ poor governance destroys value. Prior 

literature has established that poorly governed firms tend to destroy shareholder wealth (Masulis et al., 

2007, 2009). However, it remains unclear  (a) ‘how’ these poorly governed companies destroy value, 

and (b) ‘why’ it is that poor governance destroys value. The first set of papers addresses this issue.  

 

I show how and why entrenchment destroys value on average. Specifically, entrenched managers 

undertake investments for the purposes of increasing their level of entrenchment. Entrenched managers 

also over-pay for investments that create little corporate value. Moreover, I also show that 

entrenchment, in the form of ATPs, is a key driver of the well documented ‘size effect’ in acquisitions.  

 

Second, it is not clear if ‘poor governance’ or ‘managerial entrenchment’ is always harmful. The 

original policy purpose for entrenching provisions, such as anti-takeover provisions, was to shield 

managers from ‘opportunistic’ takeovers and encourage managers to focus on long-term value creation. 

The rationale is that high tech companies are difficult to value. These valuation difficulties might 

depress valuations and expose companies to hostile and opportunistic takeovers. This would create 

managerial myopia, where managers attempt to avoid depressed valuations. One rationale for ATPs is 

that they protect managers from these types of takeovers; and thus, promote long-term strategies. I test 

this hypothesis.  

 

I show that entrenchment can drive value in some situations. Specifically, I show that for innovative 

and hard-to-value firms, ATPs can create value by protecting firms from opportunistic takeovers. This 

enables them to focus on long-term strategic objectives. Further, I show that large corporate size can 

create value in poor-governance countries, likely by insulating firms from government-based 
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expropriation and corruption. This highlights that a nuanced approach to entrenchment is necessary: 

entrenchment can sometimes be beneficial.  

 

Third, it is not certain if market-based ways to discipline managers, who act on agency conflicts or 

commit misconduct, actually achieve this disciplinary purpose. I focus on one particularly disputed 

mechanism: securities class actions (SCAs) in the United States. The law on SCAs has received 

especial criticism for being vague, and imposing undue restrictions on access to damages. However, the 

law might still be effective if boards of directors use the announcement of a SCA to discipline 

managers and/or if SCAs induce hostile takeovers designed to remove inefficient managers. Thus, I test 

whether SCAs can be a catalyst for the discipline of managers through internal means (such as 

dismissal and pay cuts) and external means (such as disciplinary takeovers.  

 

I highlight that there can be some discipline if managers act on agency conflicts. I show that the CEOs 

that are behind securities class actions (SCAs) are more likely to be fired and suffer pay cuts. Further, 

SCAs harm a CEO’s future job prospects and increase the likelihood of a disciplinary takeover. This 

contributes to the literature by showing that exploiting managerial entrenchment and a lax governance 

can harm induce internal and external disciplinary measures.  

 

The introduction proceeds as follows. First, I outline the chapters that focus on the drivers of value-

destruction in entrenched firms. Second, I analyze how entrenchment can create value. Third, I 

consider the avenues through which managers are, or can be, disciplined for misconduct, especially 

misconduct that induces a shareholder class action.   
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1.1 How does managerial entrenchment destroy corporate value? 
 

Prior literature shows that managerial entrenchment is associated with lower values (Gompers et al., 

2003; Bebchuk et al., 2009). Further, the market reacts negatively to investments made by firms with 

poor governance (Masulis et al., 2007). However, this begs the question: how exactly does 

entrenchment destroy value or make investments ‘worse’?  

 

The main contributions are to show how managerial entrenchment destroys value. I divide this into two 

sub-chapters. The main contributions of each chapter are: (1) I show that entrenchment is self-

perpetuating. ATPs can destroy value because they facilitate further entrenchment and agency 

conflicts. (2) I show that removing ATPs can mitigate another source of agency conflicts – managerial 

entrenchment due to large firm size. The following sub-sections summarize the analyses:  

 

1.1.1 The	sources	of	value‐destruction	in	acquisitions	by	entrenched	managers	
 

First, in the following sub-section, Chapter 2, The Source of Value in Acquisitions by Entrenched 

Managers, the drivers of value destruction will be analyzed. This chapter is based on my article in the 

Journal of Financial Economics (Harford et al., 2012), which is co-authored with Jarrad Harford and 

Ronan Powell. The literature shows that entrenched managers make takeovers that create less 

shareholder wealth (Masulis et al., 2007). It is not clear why these acquisitions create less value. As a 

result, analyzing the source of value-destruction is an important step to preventing such takeovers.  
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 The main finding of this chapter is that ATPs can drive entrenchment. Specifically, high-ATP (HATP) 

firms are less likely to use stock to acquirer either an unlisted target or a listed target that has a large 

blockholder. This implies that HATP managers structure takeovers in order to avoid creating a 

monitoring blockholder in the subsequent corporation. Thus, they structure takeovers in order to 

preserve their position of entrenchment. Further, the paper shows that HATP firms are more likely to 

overpay for a target; HATP firms pay comparatively high premiums for comparatively low synergy 

targets.  

 

The methodology is to examine the takeovers that HATP firms make. The sample spans 1990 to 2005.  

First, the chapter examines whether HATP firms are less likely to use stock to acquire an unlisted 

target or a target that has a large blockholder (compared with non-HTP firms). The sample for this 

analysis is the set of all Compustat firms. Second, we confirm prior results that the market reacts 

negatively to takeovers that HATP firms make. The sample for this is the set of acquisitions that have 

all available data (around 3900 acquisitions). Third, the chapter analyzes whether the HATP acquirers 

make acquisitions that create less synergy. It does this by examining the post-acquisition operating 

performance of the subsequently merged firm. This is a smaller sub-sample for which we are able to 

obtain data on pre-acquisition operating performance for the target. Fourth, the study tests whether the 

HATP firms over-pay for these targets. We do this by examining the takeover premiums (and the 

market’s reaction to those premiums). Requiring takeover premium data reduces the sample to around 

1100 observations.   

 

The data yields the following main findings. First, consistent with prior studies, HATP firms make 

acquisitions that create less shareholder wealth. Second, HATP firms prefer to avoid paying stock to 
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acquire an unlisted target, thereby both avoiding capturing an illiquidity discount and side-stepping the 

potential governance improvements that can arise from grandfathering a monitoring blockholder into 

the merged company. Third, HATP firms prefer to avoid paying stock to acquire listed firms that have 

a large blockholder, thereby avoiding the potential scrutiny that a blockholder might impose. Fourth, 

while HATP firms tend to have lower market valuations, they also tend to acquire targets that are 

relatively over-priced which compared with the HATP firm. That is, the HATP acquirer will acquire 

relatively expensive targets. Fifth, the evidence on takeover premiums suggests that such acquisitions 

tend to be associated with over-payment, and when coupled with the low gains from such acquisitions, 

they appear to over-pay for low synergy targets.  

 

The main contribution of these results is to shed light on precisely how entrenched acquirers destroy 

value. While prior literature argues that ATPs enable value-destruction, the precise mechanism through 

which that destruction occurs has been relatively under-explored. Thus, we highlight that it is because 

entrenched acquirers tend to over-pay for low synergy targets and tend to avoid potentially value-

creating acquisitions that would otherwise improve corporate governance and reduce the acquirer’s 

level of managerial entrenchment.  

 

1.1.2 Removing	ATPs	reducing	agency	conflicts	
 

Chapter 3: Firm size, takeover profitability and the effectiveness of the market for corporate control: 

does the absence of anti-takeover provisions make a the profitability of acquisitions in Australia, a 

market where US-style ATPs are prohibited difference, analyses the profitability of acquisitions in 

Australia, a market where US-style ATPs are prohibited. This chapter is based on my article in the 
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Journal of Corporate finance (Humphery-Jenner and Powell, 2011), which is co-authored with Ronan 

Powell.  

 

Large corporate size is argued to be driver of value-destruction in acquisitions (Moeller et al., 2004, 

2005). The argued reason being that large size might entrench managers and enable them to act on 

agency conflicts. However, this ‘entrenchment’ might merely arise because larger firms are older and 

have more ATPs. Thus, the issue is whether a large amount of this ‘size effect’ might merely reflect the 

‘ATP effect’.  

 

This chapter examines role of ATPs as a driver of the ‘size effect’ in corporate acquisitions. Prior 

literature has shown that large acquirers tend to destroy value in acquisitions. This literature has largely 

derived from the United States. Many of these firms have many ATPs, with little variation in the level 

of ATPs (especially for large firms). Thus, it is difficult in a US setting to disentangle the ATP effect 

and the size effect.  

 

Chapter 3 aims to disentangle the ATP effect and the size effect. The chapter examines a different 

institutional setting in which ATPs are not allowed, Australia. It examines whether the size effect holds 

in this setting; and thus, whether it is (at least partially) due to the presence of ATPs. Using a sample of 

1900 acquisitions that occur between 1993 and 2007, the paper examines the relation between 

corporate size and takeover performance. The study focuses on the market’s reaction to the takeovers, 

the takeover premiums, and the post-takeover operating performance.   
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The results show that unlike their US counterparts, large Australian acquirers earn significant value for 

their shareholders, both in terms of announcement returns and long-run operating performance 

improvements. Takeover premiums are also substantially lower than those reported for the US and UK, 

and do not differ between large and small acquirers. Premiums are also positively correlated with long-

run operating performance, indicating that they reflect real synergies, as opposed to hubris or 

overpayment. The results also show that bidders who destroy value in takeovers are likely to be 

subsequently acquired. However, unlike US evidence, larger acquirers are just as likely to be targeted 

for takeover as smaller acquirers, indicating that size is not an effective impediment to the disciplining 

function of the market for corporate control in Australia. Overall, this suggests that large size might not 

destroy value in an institutional setting where there are no ATPs.  

 

The main contribution is to highlight ATPs as a driver of the size effect. Specifically, in the US, many 

older firms are larger and have more ATPs. The contribution is to disentangle ATPs and size by using a 

non-US institutional environment. By showing that large size can create value in Australia (an 

environment without ATPs), the result suggest that ATPs might be a key driver of the size effect. A 

tangential contribution is to provide further evidence of the sources of value-creation, and value-

destruction, in a relatively under-studied institutional environment.  

 

1.2 Could managerial entrenchment create value? 
 

Chapter 4: Takeover protection as a driver of innovation and value creation,  focuses on how sources of 

managerial entrenchment can create value in some circumstances. In particular, it focuses on how 
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entrenchment due to ATPs can drive innovation, and how entrenchment due to large size can improve 

performance in poor governance countries.  

 

There is significant evidence that managerial entrenchment (through ATPs) can destroy value. However, it is 

clear that legislators did not create ATPs in order to facilitate value-destruction. Instead, they must have had a 

public policy reason. One argued reason is that ATPs can insulate managers from ‘opportunistic’ takeovers; and 

thus, enable them to focus on long-term strategic objectives (Ribstein, 1989; Henry, 1999; Hamermesh, 2006). 

Of course, the issue is whether ATPs have actually achieved this public policy purpose. This chapter focuses on 

whether ATPs can enable managers to focus on long-term strategic objectives.  

 

The main motivation comes from two main sources: The first source is the literature on managerial myopia. One 

source of agency conflict between shareholders and managers is excess risk aversion (Amihud and Lev, 1981; 

May, 1995; Wiseman and Gomez-Mejia, 1998). The market for corporate control is one source of risk for 

managers. However, ATPs can insulate managers from the market for corporate control (Daines and Klausner, 

2001; Casares and Karpoff, 2002). This issue should concentrate in hard-to-value (HTV) firms, whose valuation 

difficulties might suppress market prices and render them susceptible to opportunistic takeovers. Thus, HTV-

managers might become ‘myopic’ and focus on short-term investments in order to ameliorate the risk of a hostile 

takeover. Therefore, ATPs might actually enable managers of HTV firms to focus on long-term value creation 

by insulating them from opportunistic takeovers.  

 

Second, some recent evidence suggests that ATPs may not destroy value, and suggests several alternative 

hypotheses. First, Lehn et al (2007) find that ATPs do not cause lower market values. Second, Johnson et al 

(2009a) suggest any negative relation between firm value and ATPs is merely an industry-effect. That is, it 

merely reflects the fact that industries that have more ATPs have lower firm value on average. Third, some 

evidence suggests that ATPs may improve firm-value for some firms. Frakes (2007) uses quantile regressions to 
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examine the relation between ATPs and firm-value, as proxied by Tobin's Q. Frakes (2007) finds ATPs reduce 

firm-value only if the firm is an ex-ante high-value firm. If the firm is ex-ante low-value, then ATPs increase 

firm value. This suggests that ATPs may actually encourage low value firms to improve their performance. 

Frakes (2007) suggests that this may be because ATPs enable managers to take a long-term approach to 

investment-decisions. Frakes (2007) does not test this hypothesis. Kadyrzhanova and Rhodes-Kropf (2008) find 

similar evidence, but indicate that the level of industry concentration determines the valuation-effect of ATPs, 

and that ATPs influence firm value only for firms in concentrated industries.  

 

The methods are as follows: I examine a sample of 3935 takeovers. For each takeover, I focus on the acquirer. I 

code whether the acquirer is ‘hard to value’ (HTV)1 and/or high-ATP (HATP).2 First, I examine whether HATP-

HTV firms make acquisitions that elicit a more positive market reaction (as proxied by the short-run CARs), and 

increase the acquirer’s Tobin’s Q. Second, I test whether HATP-HTV firms are more likely to make acquisitions 

that increase innovation in a value-creating way. That is, whether they make acquisitions that increase corporate 

value and either increase R&D or are for high-tech targets.  

 

The main contribution and results are to show that ATPs can create value in some companies. This contrasts 

with prior evidence that ATPs generally destroy value (or at best do not influence corporate value). I focus on 

the impact of having a high number of ATPs (HATPs) on hard-to-value (HTV) companies, who might be more 

susceptible to opportunistic takeovers. I call these HATP-HTV companies. I show: (1) HATP-HTV companies 

make acquisitions that create more value, as proxied by the firm’s Tobin’s Q after the takeover, and the market’s 

reaction to the takeover. (2) Acquisitions by HATP-HTV firms are more likely to create ‘value-creating’ 

innovation, as proxied by the likelihood of the acquisition both increasing ‘innovation’ (i.e. R&D or the target 

being high-tech) and eliciting a positive response from the market. (3) ATPs do actually insulate HTV firms 

                                                           
1 HTV firms are firms that are  in the ‘software’ or ‘medical industry’ (on grounds that these industries rely on patenting), or 
have an analyst forecast error, forecast dispersion (measured in two ways) in the top 25% of the sample.  
2 HATP firms are firms that have a Gompers et al (2003) index of at least 10. 
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from opportunistic takeovers. Specifically, ATPs reduce the likelihood that a HTV firm is acquired in general, 

but do not prevent the HTV firm from being acquired after it makes a bad investment. That is, ATPs do not 

entrench HTV firms from discipline for making bad investments. Overall, these results show that for some 

companies ATPs can create value. This is a significant contribution given that prior literature focuses on how 

ATPs can facilitate value-destruction.  

1.3 Discipline for managerial misconduct 
 

CEOs, CFOs, and the companies they manage, might mislead the market by issuing false statements or 

by concealing value-relevant information. The firm might be punished for this through a securities 

class action or through a SEC enforcement penalty. This monetarily harms the firm. The issue is 

whether there are any repercussions for CEOs & CFOs who enable this misconduct. This chapter, 

which is based on my sole-authored paper in the Journal of Financial Intermediation (Humphery-

Jenner, 2012a), examines whether and how CEOs and CFOs might be disciplined for such misconduct.  

 

Two legal ramifications for misleading the market are a `securities class action' (SCA) initiated by 

shareholders and a `regulatory action' initiated by the SEC. The difference between SCAs and 

regulatory actions important for two reasons: (1) The regulator initiates and funds a regulatory action. 

Shareholders initiate securities class actions, often at the suggestion of a lawyer. They often receive 

funding from an external litigation funder who funds the action in return for a share of the winnings.3 

Thus, SCAs may capture risker cases that the regulator might ignore.4 (2) The law on SCAs has 

received substantial criticism,5 Potential problems include the use of vague language, which allows the 

                                                           
3 An example is the DQE Inc litigation, in which the lawyers obtained 33.3% of a USD 12 million settlement. 
4 See Chen (2003) and Chen, Firth, and Gao (2006) . 
5 See for example (Langevoort, 1996; Fox, 2005, 2006; Humphery-Jenner, 2011). 
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court to change its interpretation of the law over time (Humphery-Jenner, 2009), and the imposition of 

unprincipled rules of causation (Fox, 2005, 2006), so it is unclear whether SCAs are currently an 

effective disciplinary mechanism. 

 

The literature suggests that SCAs should induce managerial discipline, but has not shown this: Some 

prior literature has examined the CEO characteristics that make securities class actions more likely 

(Peng and Röell, 2008; Johnson et al., 2009b; Griffin et al., 2010; Jones and Wu, 2010). Helland (2006) 

finds that directors suffer little reputational penalty if there is a SCA. However, Cheng et al (2010) 

show that institutional shareholders can use SCAs as a monitoring mechanism and indicate that SCAs 

can precipitate changes in the company's board-structure (although they do not examine the 

implications of SCAs for CEOs/CFOs or whether they induce disciplinary takeovers). Gande and 

Lewis (2009) show that the market reacts negatively to SCAs (although the market does partially 

capitalize this before the SCA is filed). Niehaus and Roth (1999) show that the market reacts negatively 

to SCAs and that they precipitate CEO turnover. Thus, while there is some evidence that SCAs might 

encourage disciplinary action, it remains unclear whether SCAs influence CEOs' salaries or future job 

prospects, or make the company a target for a disciplinary takeover.  

 

Chapter 5: Internal and External Discipline Following Securities Class Actions (“”Chapter 5”), 

investigates several gaps in the literature. In particular, I ask the questions: does the initiation6 of a SCA 

(1) induce internal discipline in the form of job-losses for both CEOs and CFOs, (2) harm future job 

                                                           
6 I focus on internal and external discipline following the announcement of a SCA. The focus on the announcement rather 
than the settlement is to (a) avoid any look-ahead bias, and (b) to avoid any contamination arising from the effectiveness (or 
lack thereof) of either party's legal representation.} 
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prospects, (3) precipitate falls in managerial compensation, or (4) induce external discipline in the form 

of a disciplinary takeover?  

 

I test these issues by examining a sample of 416 SCAs that occur between 1996 an 2007 and 

comparing them to a control sample comprising 11,767 firm-year observations. I examine whether 

receiving a SCA in year  makes it more likely that the firm is subsequently targeted for a takeover bid, 

whether the CEO’s/CFO’s salary subsequently decreases, whether the CEO/CFO are more likely to 

leave in the following year, and whether the SCA harms the CEO’s/CFO’s chances of obtaining 

another executive position.  

 

The results show that SCAs are met with a significant negative reaction from the market, significantly 

increase the likelihood that the CEO will suffer a pay cut or leave the company, and significantly 

increase the likelihood of receiving a disciplinary takeover bid. This implies that even if the law 

governing SCAs is sub-optimal, it does have tangible governance implications.  

 

These findings make several important contributions to the literature. First, they provide new insight 

into the internal and external governance following the initiation of a SCA. Second, they show that 

fraudulent conduct can induce disciplinary takeovers, highlighting the importance of the market for 

corporate control. Third, the results show that SCAs harm CEOs' job-prospects at other firms. Fourth, 

they show that boards are willing to perform their over-sight function by reducing CEOs' fixed salary 

compensation. Overall, the results help to further our understanding of the disciplinary implications of 

engaging in fraudulent conduct. 
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2 The Sources of Value Destruction in Acquisitions by Entrenched 
Managers 

 
 

 
Abstract 
 
Prior work has established that entrenched managers make value-decreasing acquisitions. In this study, 

we ask how exactly they destroy that value. Overall, we find that value destruction by entrenched 

managers comes from a combination of factors. First, they disproportionately avoid private targets, 

which have been shown to be generally associated with value creation. Second, when they do buy 

private targets or public targets with blockholders, they tend not to use all-equity offers, which has the 

effect of avoiding the transfer of a valuable blockholder to the bidder. We further test whether 

entrenched managers simply overpay for good targets or actually choose targets with lower synergies. 

We find that while they overpay, they also choose low-synergy targets in the first place, as shown by 

combined announcement returns and post-merger operating performance.  

 

JEL classification: G34; G32 

 

Keywords: Corporate governance; Mergers; Entrenchment; Blockholders; Overpayment  

 

 

2.1 Introduction 
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It is well known that one particularly costly manifestation of the agency conflict between 

shareholders and managers is a bad acquisition (see e.g. Jensen, 1986). Recently, Masulis, Wang and 

Xie (2007) present evidence that acquisitions that destroy the most bidder value are made by managers 

who can be considered partly entrenched. In this paper, we ask how partly-entrenched managers 

destroy value in their acquisitions.  Specifically, we study the types of acquisitions they make with 

respect to the target’s attributes, the method of payment, and the synergies created. 

We find that a significant portion of value-destruction comes from entrenched managers’ 

avoidance of private targets, and from their attempts to preserve their position of entrenchment. Prior 

research, such as Chang (1998) and Fuller, Netter and Stegemoller (2002), has shown that acquisitions 

of private targets are generally value-increasing, while those of public targets are more likely to be 

value-decreasing. Most evidence points to the capture of the illiquidity discount (see Officer, 2007) and 

to the creation of a monitoring blockholder in an equity-based transaction, as discussed in Chang 

(1998) and Fuller, et al. (2002). Additionally, an equity offer for a private company is effectively a 

large private placement, and carries similar scrutiny and certification effects (Moeller et al., 2007). We 

find that when entrenched managers do target private companies, they are more likely to use cash. 

While we can never perfectly assign motivation, paying cash has the effect of avoiding both scrutiny 

and the potential creation of a blockholder. We also find that entrenched managers prefer not to use 

stock when acquiring public firms with large blockholders. Nonetheless, even controlling for the form 

of the target, entrenched managers make worse acquisitions, so target form is not the whole 

explanation. 

We next examine synergies and overpayment across acquisitions. All value destruction involves 

overpayment. The question we ask is whether entrenched managers select low synergy targets in the 



22 
 

first place, or select high or normal synergy targets, but simply pay too much for them. The post-

merger operating performance for acquisitions by entrenched managers is worse than for others, 

suggesting that poor target selection, as opposed to simply overpaying for good targets, explains the 

value destruction.  

We also examine premiums paid by entrenched and non-entrenched managers. Notably, on 

average entrenched managers pay lower premiums than non-entrenched managers. Thus, the net effect 

of paying somewhat lower premiums for much worse targets is value destruction. Some evidence 

suggests that the higher premiums paid by non-entrenched managers are justified by greater synergy 

creation.  

We conduct a variety of robustness checks. We use the Bebchuk, Cohen and Farrell (2009) 

Entrenchment Index instead of the GIM-index. We also confirm that poor governance is not simply 

picking-up older, mature, low-growth firms. Finally, we address endogeneity concerns. Our results 

remain robust and our inferences are unchanged.   

The paper contributes to the literature in several ways. First, we show that entrenched managers 

select targets and methods of payments differently from non-entrenched managers in ways that are 

consistent with trying to preserve their entrenchment. Specifically, they are less likely to pay stock for 

private targets, or for public targets that have significant blockholders, implying an attempt to preserve 

entrenchment. Second, we show some collateral support for the idea that stock acquisitions of private 

targets create a monitoring blockholder. Specifically, we show that the benefits of stock acquisitions of 

private targets increase with deal size (and thus, increase with the potential size and power of the 

monitoring blockholder).  Third, we establish that the source of value destruction goes beyond simply 

overpaying for good targets—rather entrenched managers select targets that yield low synergies. 
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 The paper proceeds as follows. In the next section we develop the hypotheses. We follow with a 

description of the sample in section 3. Section 4 presents the empirical results and Section 5 describes 

some robustness tests. Section 6 concludes. 

 

2.2 Hypotheses development 

Acquisitions are a well-established point of potential agency conflict between managers and 

shareholders. The potential for value destruction will be greater when the agency conflict is not well-

controlled. In keeping with this, early work by Byrd and Hickman (1992) shows that firms with 

outsider-dominated boards make better acquisitions than those with insider-dominated boards. 

Recently, the GIM index (Gompers et al., 2003) has been proposed as a direct measure of managerial 

entrenchment because it aggregates antitakeover provisions. Further, even ignoring a direct entrenching 

effect of the provisions, a preponderance of these provisions at a firm likely indicates a generally self-

serving approach by management and an accommodating board (see e.g. Davila and Penalva, 2006).  

As such, the GIM index serves as an indicator of firms where agency problems are most severe. 

Masulis et al. (2007) provide evidence consistent with the hypothesis that high GIM-index firms (so-

called dictators) engage in value-destroying acquisitions on average, even controlling for a wide variety 

of firm and event characteristics. Our goal is to explore the source of this value destruction. In doing 

so, we test the following hypotheses. 

Target selection: There is a continuum of entrenchment. Even if a manager is relatively 

entrenched, that does not mean that there is no action he/she could take that would weaken his/her 

position. On the contrary, such a manager will actively seek to maintain his/her level of entrenchment. 
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Thus, ‘entrenched’ managers may promote investments that increase (or at least do not decrease) their 

level of entrenchment. Target selection is one way to do this.  

Avoiding private targets helps entrenched managers to preserve their entrenchment and avoid 

further internal scrutiny. When a bidder buys a private target with stock, particularly one that is non-

trivial in terms of relative size, it creates a large shareholder because the ownership of the private firm 

is concentrated. This large shareholder then has the ability and motivation to monitor bidding 

management going forward. Chang (1998) and Fuller et al. (2002) find evidence consistent with this, 

showing that, in contrast to the case of public targets, bidders using equity to buy private targets receive 

higher announcement returns on average. Entrenched managers prefer to avoid any additional 

monitoring and so would not acquire a private firm using equity. A solution is to effect the acquisition 

with cash. However, if they do not have sufficient cash on hand, they would need to turn to external 

capital markets for financing, at which point they would be subject to similar monitoring and/or 

scrutiny.  The net effect would be fewer private targets overall, with a preference for cash payment 

when private firms are targeted.   

Another, complementary hypothesis regarding private targets comes from the certification 

effect that a company receives when an informed investor accepts a large placement of the company’s 

shares. This certification effect is similar to that in the private placement literature by Hertzel and 

Smith (1993) and is confirmed in the case of acquisitions by Moeller, Schlingemann and Stulz (2007). 

Specifically, in the case of a private target, the target will only accept bidder shares if the CEO in the 

target has access to private information, and is comfortable with the bidder’s economic situation and 

with changes in the float. Such scrutiny would not be welcome by a dictator bidder and the resulting 

certification would be less valuable as well. 
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Under-targeting private firms has negative consequences for bidder shareholders as extant 

evidence shows that acquisitions of private targets are value-creating and those of public targets are 

value-destroying, on average (e.g. Chang, 1998; Fuller et al., 2002). Officer (2007)  shows that 

premiums for private targets are significantly lower than are those for similar public firms, owing to the 

value of providing liquidity to the private target’s owners. Specifically, acquisitions of unlisted targets 

involve an illiquidity discount. Here, the acquirer pays a lower acquisition premium (a) to compensate 

for the illiquidity of the asset, (b) to compensate for the opacity of the target, and (c) because the 

unlisted target takes liquidity as a form of non-pecuniary payment (following Faccio et al., 2006; 

Capron and Shen, 2007). Thus, under-targeting private companies would explain part of the average 

value-destruction by entrenched bidders.   

Avoiding public targets that have blockholders can also reinforce entrenchment. Prior literature 

suggests that large blockholders monitor managers through actions such as voting at shareholder 

meetings (Agrawal and Mandelker, 1990; Chen et al., 2007; Aggarwal et al., 2011). If managers use 

stock to acquire a target that has a large blockholder, then they may risk importing a large blockholder 

to the merged firm. Thus, entrenched managers would avoid using stock to acquire a target that has a 

large monitoring blockholder.    

Pure overpayment: Entrenched managers are more interested in completing the deal than in 

maximizing bidding shareholder value. Whether it is due to empire-building incentives or defensive 

acquisition incentives such as those described in Gorton, Kahl and Rosen (2009), entrenched managers 

interested in preserving and extending their private benefits of control would be willing to overpay for 

target assets. This leads to the overpayment hypothesis: entrenched managers overpay for their targets 

(which may otherwise be similar to targets of un-entrenched managers), thus destroying value. 
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Low synergies: A related hypothesis is that entrenched managers choose targets with which 

their firm has low (or no) synergies. This is still overpayment in the sense that any premium for a no-

synergy target is overpayment, but specifically focuses on the lack of synergies, as opposed to 

overpayment for a firm with an average amount of synergies. The lack of synergies could be due to a 

poor match because entrenched managers are more interested in empire-building than value creation. 

Alternatively, or in combination, it could be that entrenched managers lack the skill to exploit potential 

synergies that do exist.   

  

2.3 Sample 

The initial sample includes 3,935 takeovers made by US acquirers of public, private and 

subsidiary targets from 1990 to 2005. The sample includes 27 cross-border deals. The takeover sample 

is from SDC Platinum’s Mergers and Acquisitions database. We follow Masulis et al. (2007) by 

imposing the following sample requirements: 

(i) The acquisition must be completed;  

(ii) The bidder must own less than 50% of the target before the acquisition and 100% after; 

(iii) Transaction value must exceed $1 million and at least 1% of the bidder’s market capitalization 

11 days before the announcement; 

(iv) The bidder must have accounting data on Compustat and stock data on CRSP for 210 trading 

days before the announcement;  

(v) The bidder must have Investor Responsibility Research Centre (IRRC) governance data.  
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The IRRC database (now part of RiskMetrics) primarily contains large S&P 500 firms that 

constitute over 70% of US stock market capitalization (Bebchuk et al., 2009). However, post-1998 

IRRC publications now include smaller firms. The IRRC has published data in 1990, 1993, 1995, 1998, 

2000, 2002, and 2004. We assume that firms maintain the previous publication’s provisions in between 

publication dates (following Gompers et al., 2003; Masulis et al., 2007).7  

Because of our focus on the paths to value destruction for entrenched managers, we categorize 

our acquirers into democracy or dictator categories based on their GIM-index (where a firm with ≥ 10 

antitakeover provisions is a dictator). For robustness, we categorize democracy and dictator based on 

the extremes of GIM and find our inferences are unchanged (see Section 5). We also impose the 

condition that a firm must have a non-classified board to be considered a democracy. We also 

separately considered simply using the presence of a classified board to proxy for entrenchment and 

self-interest. While the classified board is a simple measure, it is also a blunt proxy for agency 

problems as it is present in approximately 63% of firms and only protects against one type of 

disciplinary action, a proxy fight. Nonetheless, we wanted to see how well a very simple, easily 

calculated measure would perform compared to the more complex GIM index. Using this simple, blunt 

measure produces results that are largely consistent with those reported in the paper, as well as usually 

significant, but they are also weaker (not tabulated). Table 1 presents the time series of mergers, 

broken-out by democracy and dictator acquirers.  

Table 1 shows a gradual increase in activity during the early to mid-1990s, with significant 

increases in both the number of transactions and the size of the acquiring firms in the late 1990s. The 

                                                           
7 The results are qualitatively similar if we use the subsequent publication’s data to back-fill the governance indices. The 
results also hold if we constrain our sample to include only larger firms for the full sample period, i.e., those that belong to 
the S&P 500 index. 
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mean and median relative transaction size does not decrease as the acquirer size increases, indicative of 

the large deals seen at the end of the 1990s. Notably, the large differences in mean and median values 

reflect the existence of some very large bidders and deals. While initially dictator bidders are larger on 

average than democracy bidders, the relation begins to reverse in 1994. Democracy firms were slower 

to join the 1990s merger wave than were dictator firms. The announcement returns for dictator bids 

turn negative earlier and are more consistently negative than for democracy bidders. However, the 

results for the 1999 to 2001 period do confirm conclusions from other studies such as Moeller, et al. 

(2005 Table I) that many bids made then were value-destructive. 

2.4 Results 

 

Table 2 presents summary statistics for the sample split according to the entrenched status of 

the acquirer. Panel A shows that dictators are more likely to have a classic free cash flow problem, 

showing higher free cash flow coupled with lower Tobin’s q. They are older firms as well. As 

mentioned in the introduction, we control for age in our subsequent analysis and specifically examine 

older, low-growth vs. younger, high-growth acquirers in our robustness section. Dictators are also more 

likely to have one person undertaking the dual role of CEO and Chairperson, and to have larger boards, 

lower CEO pay sensitivity, lower CEO equity ownership, and lower equity-based pay. Taken together, 

the results are certainly consistent with the proposition that a preponderance of ATPs is a reasonable 

proxy for managerial entrenchment (Yermack, 1996; Datta et al., 2001; Core and Guay, 2002; Goyal 

and Park, 2002). 

Panel C of Table 2 documents the deal characteristics, revealing several differences between 

dictator and democracy deals. Dictator deals are less likely to be high-tech, but are more likely to be 
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diversified or conglomerate in nature. Dictator managers are also much more likely to be serial 

acquirers. Nonetheless, the data on premiums shows that dictator firms actually pay lower premiums on 

average than do democracies.    

Table 3 provides some initial insight into the roots of dictator bidder value-destruction. In the 

first row, we confirm the general result, found in Masulis, et al. (2007), that announcement returns 

(CARs) are lower for dictator firms. Broken-out by target form, the data reveal several important facts.  

Compared to democracy firms, dictator firms earn positive, but smaller CARs on private and subsidiary 

targets. They earn negative, but similar CARs on public targets. While these findings may not provide 

convincing support for the monitoring or certification hypotheses, since arguably one might expect 

dictators to generate larger returns when they buy private targets, particularly with stock, univariate 

statistics tend to obscure underlying relationships with other characteristics. For example, the target’s 

size relative to the bidder is important in conveying additional monitoring benefits. There are many 

untabulated differences in the characteristics of dictator and democracy targets, including the fact that 

the average private target of a dictator is smaller than that of a democracy bidder. While multivariate 

CAR regressions are the appropriate place to sort-out these differences, we can confirm that returns to 

dictator private deals financed with stock increase in relative size. For example, increasing relative size 

from the 1st quartile to the 4th quartile increases CARs to dictators from -0.74% to 6.68% 

(untablulated). For democracies, the relevant increase is 1.74% to 4.52%. We show later in our 

multivariate CAR regressions that after controlling for other factors, dictators generate significantly 

higher CARs when they undertake larger private deals paid for with stock. The economic magnitude is 

also large, so while monitoring benefits are not the whole story, the market’s reaction is consistent with 

its importance.  
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The frequencies denoted in brackets also reveal that the targets of dictator firms are less likely 

to be private than are the targets of democracy firms (32% vs. 39%) and more likely to be public (34% 

vs. 31%). Thus, the general result that dictator firms destroy value on average is due to a combination 

of choosing generally value-decreasing public targets more often and to creating less value when 

choosing private and subsidiary targets. 

We can gain more insight by comparing the frequencies broken-out by target form and method 

of payment. One notable finding is that dictator firms are more likely to use stock for public targets, but 

are less likely to use stock for private targets. Fuller, et al. (2002) hypothesize that the generally higher 

returns for acquisitions of private targets with stock are due at least partly to the creation of a 

blockholder. Dictator bidders’ preference for cash is consistent with entrenched management’s desire 

to avoid creating a new monitor (but is not conclusive). It is also consistent with avoiding or not 

valuing the scrutiny and certification of what is effectively a large private placement. In later 

multivariate analysis, we further explore the facts that compared to democracy firms, dictator firms 

show a preference for public targets and are much less likely to use stock when paying for private 

targets. We further examine whether they show a preference for avoiding blockholders in general. 

Univariate results are at best suggestive, identifying characteristics that must be included in the 

multivariate analysis to come. The picture that emerges is that dictator acquirers tend to be more 

mature, with lower q’s, higher leverage, and higher free cash flows. Combined with their high 

antitakeover index and board and compensation characteristics, the potential for significant agency 

problems exist. Table 1 shows that dictator acquirers are more active in general, and Table 2 shows that 

they disproportionately under-target private firms. When they do target private firms, they are less 
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likely than democracy acquirers to use all stock as consideration. This has the effect, intended or not, of 

avoiding scrutiny and/or the creation of a blockholder through the transaction. 

 

2.4.1 Likelihood	of	bidding	

The univariate results in Table 3 suggest that the targets of dictator bidders are shifted toward 

public rather than private status. Here we examine target choice in a multivariate setting to explore that 

observation further. Specifically, we estimate a double-sided tobit (censored at 0 and 1) to explain the 

proportion of future targets that are public (or private or subsidiary) for a given bidder at a point in 

time. We control for bidder characteristics that should influence the decision as well as the public status 

of the bidder’s prior targets. We estimate the tobit as the second step of a two-step Heckman procedure 

that controls for the selection inherent in a bidder choosing to bid again at some point in the future.8 

The results are presented in Table 4. 

Column 1 shows that the observation from the univariate results does indeed carry-over to the 

multivariate setting; dictator firms have a significantly lower fraction of private targets, all else equal. 

Columns 4 and 5 shed some light on this result. The proportion of private targets paid for with cash is 

not abnormally low for dictator bidders, but the proportion paid for with stock is. While we cannot 

conclusively determine the motivations of dictator bidders, this set of results is consistent with the 

conjecture that entrenched managers pay stock for a private target so as to avoid creating blockholders 

                                                           
8  The selection equation controls for the dictator dummy (that the GIM index exceeds 10); the bidder’s industry 
concentration (Herfindahl-Hirschman index); cash holdings/assets ; the number of previous deals; the natural log of the 
firm’s market value of assets; book leverage; whether the prior deal was friendly; the bidders PRIV; and, the Officer (2007) 
proxy premium paid for the prior acquisition.  
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or undergoing scrutiny from the target owners. The results remain significant if we use higher values of 

GIM to identify dictator firms. 

To further examine whether entrenched managers behave as if they wish to avoid blockholder 

monitoring, in panel B we examine public targets with existing blockholders.  Even though the 

ownership of some of these blockholders could drop below the blockholder level after the acquisition, 

their willingness to become a blockholder reveals that they are more likely than other shareholders to 

be activist (see Aggarwal et al., 2011) , something an entrenched manager would prefer to avoid. In our 

tests in panel B we estimate the likelihood of targeting a firm with a blockholder.  The interaction 

variable for dictator paying with stock is negative and significant, indicating that entrenched managers 

are less likely to use a stock swap to acquire a target with a blockholder. Likewise, the interaction for 

dictator and all cash payment is positive and significant. Again, while it is impossible to assign 

motivation, we note that the results for method of payment in private targets and for public targets with 

blockholders is consistent with blockholder-avoidance. These results are broadly consistent with 

Bertrand and Mullinathan (2003)’s quiet-life hypothesis, characterizing part of the agency problem as a 

desire by entrenched managers to maintain their position of freedom-from-interference. 

 

2.4.2 Announcement	returns	

 

We move to an analysis of the value creation or destruction by different types of bidders by 

estimating a specification to explain the bidder’s stock price reaction to the acquisition announcement. 

We use 5-day CARs measured from days -2 to +2, where t=0 is the takeover announcement day. The 

CARs are measured as the return in excess of that predicted by a market model. Similar to Masulis et 
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al. (2007), we estimate the market model over days -210 to -11. 9  The announcement return 

specification includes an indicator variable for bidders we classify as dictators. Models 1 to 3 test the 

target selection hypothesis, and models 4 and 5 test the overpayment hypothesis, discussed at the end 

of this subsection. Model 1 is the base model, which includes no interactions. Model 2 includes 

interactions to capture target organizational status and method of payment (Private*All stock), and 

larger private-all stock deals (Private*All stock*Relative size). The latter interaction is included to 

account for the fact that monitoring potential is related to the relative size of the private target to that of 

the acquirer. Model 3 then includes interactions with our dictator dummy to specifically test if 

coefficient values differ across dictator and democracy acquirers. We also include a number of control 

variables that are standard to the literature (Travlos, 1987; Fuller et al., 2002; Moeller et al., 2004, 

2005; Moeller and Schlingemann, 2005; Masulis et al., 2007; Humphery-Jenner and Powell, 2011). 

Specifically, we include prior-year stock return (stock run-up), size, firm age, q, free cash flow, 

leverage, a measure of industry merger activity (Industry M&A), relative size of the target, abnormal 

trading volume, and indicator variables for deals in high technology industries, conglomerate deals, all 

cash, all stock, target organizational status (i.e., private or subsidiary), competed deals, friendly deals, 

crossborder deals, and acquirers involved in serial deals. Jensen (2005) proposes that the existence of 

overvalued or highly valued equity could give rise to value-destroying acquisitions. Following the 

approach in Dong et al. (2006), which is similar to that used by Rhodes-Kropf et al. (2005) and Lee et 

al. (1999), we also include a measure of overvalued equity, price-to-residual-income value (PRIV).10  

                                                           
9 The results are robust to different event windows (e.g., -3,+3, -1,+1). Further, the results are robust to alternative models of 
expected return, including a market-adjusted model with alpha equal to zero and beta equal to one, and GARCH or 
EGARCH estimations. 
10 For a detailed description of the computation of PRIV, see Lee et al. (1999) and Dong et al. (2006). 
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The results in Table 5 show that dictators have lower announcement returns, consistent with the 

results in Masulis, et al. (2007). In untabulated results, we also find that the dictator dummy is 

negatively significant in the public-only and non-public samples. As in prior literature, we also show in 

model (2) that the announcement returns for private acquisitions are higher when the bidder uses stock, 

consistent with a positive effect from a potential increase in monitoring from a new blockholder. Model 

(3) shows, however, that for dictators, the market perceives target size as an important factor in 

delivering monitoring or certification benefits, with only stock bids for larger private targets generating 

higher returns. This impact of relative deal size is economically significant. For dictatorship-firms 

acquiring an unlisted target with stock, a one standard deviation increase in relative deal size doubles 

CARs (holding all else constant). The calculation is: 

	 	 	 	 	 	 	

	 	 	 	 	 	 	

	 	 	 	 , where a .  term represents a 

regression coefficient from Column 3 of Table 6 and ‘Relative Deal Size’ represents the relative deal 

size for acquisitions by dictators. The average ‘Relative Deal Size’ is 0.137, and the standard deviation 

is 0.200. Thus, the CAR for the ‘average’ relative deal size (ignoring all other coefficients) is 2.518%. 

Increasing the ‘Relative Deal Size’ by one standard deviation to 0.337 induces a CAR of 5.172%.11 So, 

holding all else constant, increasing the relative deal size by one standard deviation doubles CARs for 

dictatorships that make acquisitions of private targets with stock. 

                                                           
11 This CAR is consistent with the high relative size quartile CARs reported earlier when discussing Table 3. The magnitude 
may create a concern that some of these large relative size deals are actually reverse takeovers where the private firm is 
effectively going public by buying a public company, paying a premium, but the public company survives as the official 
buyer.  We examine the sample carefully in section 5.2 and rule this out.  



35 
 

Consistent with extant findings on public samples, the results also show that higher bidder q, 

higher bidder leverage, and bids by smaller firms are greeted more positively by the market, while 

public and friendly bids, and those with overvalued equity (PRIV) are more value-destructive. 

One concern with using announcement returns is that they incorporate the stock market’s 

assessment of more than just the value of the acquisition to the acquirer. For example, they also include 

a reassessment of the standalone value of the bidder, possibly reflecting the implication that internal 

growth opportunities are not as valuable as had previously been believed. We take two approaches to 

mitigate this inference problem. First, we repeat the analysis excluding the first acquisition made by a 

given bidder. Although we try to control for the fact that high GIM-index firms also tend to be 

maturing firms, it is possible our controls are incomplete. Under the assumption that most of the 

information about the state of the bidder’s internal growth opportunities is revealed at the 

announcement of its first bid, dropping the first bid from the sample will provide a cleaner measure of 

the bid’s effect on the bidder’s value.  When we do so, the inferences are unchanged. 

The second approach we take is to examine the post-acquisition performance directly. This 

performance should be more specifically related to the advisability of the deal. We discuss those 

results, presented in Table 6, in the next section.  

In additional specifications (models 4 and 5) reported in Table 5, we include a measure of the 

premium using the method developed in Officer (2007), allowing us to include all targets, whether 

public or not. If we could completely control for potential synergies in our regressions, then a higher 

premium would always be bad for the acquirer, as it would unambiguously represent less value 

captured. However, assuming that we cannot perfectly control for synergies, then in the cross-section, 

higher premiums may also be associated with higher total synergies. In that case, the coefficient on 
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premium would capture the net effect of two opposing forces: a larger synergy pie to be divided and a 

smaller piece for the acquirer. If we find a uniformly negative coefficient on premium, then the synergy 

effect is either not present or too small. Alternatively, if we find that the coefficient on premium is 

negative for dictator firms and not for democracy firms, then it suggests that the effect is there in 

general, but that higher premiums are more often associated with loss of value for dictator bidders on 

net, than they are for democracy bidders on net.  

The coefficient on premium in model (4) is significantly negative, indicating that the market 

views higher premiums by managers as overpayment. Interacting the dictator dummy with premium 

(model 5) indicates that the market views premiums paid by dictators as overpayment. At the same 

time, the coefficient on premium in this model is insignificant, such that the market views higher 

premiums paid by democracy managers as appropriate compensation for higher synergies. Although 

there are problems with using the actual premium in announcement return regressions, we repeat the 

test with actual premium (rather than proxy premium) and our inferences are unchanged (untabulated). 

The negative relation between premiums and announcement returns is consistent with both the pure 

overpayment and low-synergy hypotheses. In order to distinguish between the two hypotheses, we will 

examine post-merger operating performance in the next section.  

2.4.3 Synergies	

 

In Table 6, we continue to examine the hypothesis that, despite paying lower premiums on 

average, dictator firms are still overpaying because they have low synergies with their targets.  In Panel 

A, we examine combined bidder and target announcement returns to assess total synergies (value 

creation) in the mergers. The results show that on average the public deals in our sample do create 
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value in that they have net positive synergies: the mean combined CAR is 0.9% and the median is 

0.4%.12  When we break these out by whether bidder management was entrenched or not, we see that 

combined CARs for dictator firms are much lower than those for democracy firms. In fact the median 

point estimate is negative for the dictator firms.  Conversely, democracy bidder combined CARs are 

positive and greater than 1%. The differences between the market’s assessment of the total synergies 

(combined CARs) for democracy bidder-led deals and dictator bidder-led deals are also significant. 

Again, if we drop the first acquisition by a bidder from the sample, the inferences are unchanged. 

The announcement return results should in part reflect an unbiased assessment of the merger’s 

effect on the future operating performance of the combined firm. Post-merger operating performance 

tests have inherently low power because the counterfactual (the bidder’s performance had it not 

completed the merger) is hard to proxy for. We follow extant literature and use industry performance as 

the counterfactual. Consequently, Panel B presents industry-adjusted changes in operating performance 

around the merger. The panel reveals generally worse performance for dictator firms in the first place 

along with a worsening of performance after the merger. 

Due to the pre-existing difference in performance between democracy and dictator firms, in 

Table 7 (Panel A) we control for pre-merger performance in a regression setting similar to Healy, 

Palepu and Ruback (1992). In Panel B we also include controls for the size and book-to-market of the 

acquirer, as well as the method of payment, attitude of the deal and whether the target and acquirer are 

in related industries. In this type of regression, the constant captures the abnormal performance change 

from before to after the merger. The democracy firms show a significant increase in performance 

                                                           
12 These figures are slightly smaller than those reported in Moeller, Schlingemann and Stulz (2004), who find a combined 
CAR of 1.352%. An explanation is that our acquirers must have IRRC data, and so are larger on average than acquirers in 
their sample. Supporting this, they report a combined CAR of 0.70% when they restrict their sample to bidders whose 
market capitalization is in the top 75% of NYSE firms. 
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following the merger. The performance of dictators is insignificantly different from that prior to the 

merger. When we nest the samples so that we can test for differences in post-merger performance in 

democracy vs. dictator firms, we find that the coefficient on the democracy indicator is significantly 

positive. Panel B reports the models with pre-merger industry-adjusted performance and other controls. 

Here the results indicate that dictator bidders significantly underperform post-merger, but democracies 

do not.  

While dictator firms overpay for their targets, the findings are also consistent with the low 

synergies hypothesis—dictator firms choose targets with below average synergies, but do not pay a 

low-enough premium for them. Both the announcement returns and post-merger operating performance 

reflect this. These results are also consistent with those found for overvalued-stock acquisitions by Fu, 

Lin and Officer (2010). Specifically, they find that when the bidder’s stock is potentially overvalued, 

the post-merger performance is poor, leading them to conclude that these acquisitions are characterized 

by a lack of synergies.  

2.5 Robustness 

 

2.5.1 Are	we	truly	picking‐up	a	governance	effect?	

 

We repeat our analysis substituting different measures in place of the dictator dummy variable: 

the continuous GIM index, the continuous “Entrenchment Index,” from Bebchuk, Cohen and Farrell 

(2009), and dummy variables set to one when the GIM index is greater than or equal to 11, 12, 13 and 

14, the entrenchment index is greater or equal to 3, 4 and 5, or the firm has a poison pill. In all cases, 
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the inferences remain the same. We also attempt to control further for the concern that entrenchment 

simply proxies for low growth in the announcement return models by splitting the sample using 

quartile and median Tobin’s q, market-to-book, and firm age. We find that the negative relation 

between entrenched management and acquirer returns is not simply a low-growth effect.  

 

2.5.2 Are	the	results	robust	to	backdoor	listings?	

 A backdoor listing occurs when a takeover deal is structured in such a way that the ‘true’ 

acquirer in a private equity deal is actually the private target and not the observed public bidder. The 

objective in such deals is to secure a public listing without dealing with the formalities and expense 

required for a formal listing. It is not clear whether such deals exist in our sample, but if they do, it 

might explain why private deals generate higher CARs because bidders (i.e., private target firms) 

would have to pay a (listing) premium. If dictators do more of these deals, it might also explain why 

they generate higher CARs for larger private stock swap deals, as reported in Table 5. It is likely that 

private firms undertaking these deals would be larger, so one way to control for this effect would be to 

exclude large relative size deals. The maximum relative size deal in our sample is 1.15, and only 57 

deals have a relative size of greater than 1. Of these 57 deals, dictator’s account for 26, however only 3 

of these are private deals, with none involving a stock swap. If we reduce the relative size requirement 

to 0.5 or 50%, this increases the dictator private deals sample from 3 to 20, however, only 2 of these 

are financed by stock.      
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2.5.3 Endogeneity	concerns	

 

One concern with using proxy or actual premiums in our announcement returns analysis is that 

premiums may be endogenous with respect to announcement returns and other variables in the 

regression model, including firm size, multiple bidders and method of payment. Also, there may be 

collinearity problems when premium is included in the model given that it is positively correlated with 

other variables, including firm size, relative size, Tobin’s q and overvaluation (PRIV). To address these 

concerns we employ instrumental variables using a generalized method of moments (GMM) regression 

approach (see Hansen, 1982). The results from the GMM regression models are consistent with those 

reported in Table 5. Specification tests related to over-identifying restrictions (Hansen’s J) and the 

validity of the instruments used (Stock-Wright S-statistic) indicate that these are not significant 

concerns for our GMM models.    

We also examine endogeneity concerns related to possible omitted variables in our acquirer 

announcement returns regression models. Endogeneity arising from omitted variables could be a 

problem if an omitted variable explains the correlations between premium and acquirer returns. 

Masulis et al. (2007) examine the impact of managerial quality on their findings, since conceivably the 

observed correlation between ATPs and returns could be driven by low quality CEOs, who adopt ATPs 

to entrench themselves. If low quality CEOs also overpay for acquisitions, this could explain the 

correlation between takeover premium and acquirer returns. For completeness, we re-estimate our 

models reported in Table 5, including a proxy for CEO quality, measured as industry-adjusted 

operating income growth over the 3 years prior to takeover announcement. In untabulated results we 

find a highly significant and positive correlation between CEO quality and acquirer returns, supporting 



41 
 

the contention that quality CEOs make more profitable acquisitions (Morck et al., 1990). The GIM 

dictator dummy remains negative and significant as reported in Table 5. Further, premium remains 

significantly negative for dictators only, indicating that CEO quality does not appear to drive the 

correlation between premium and acquirer returns. The other variables also remain largely unchanged 

to those reported previously.        

 

2.6 Discussion and conclusion 

 

We explain why acquisitions by entrenched managers destroy value. Masulis et al. (2007) show 

that the market reacts negatively to takeovers by entrenched managers. We examine the drivers of this 

negative reaction and find several.  

Dictators prefer to avoid acquisitions that risk reducing their level of entrenchment. Thus, they 

are less likely to acquire private targets using stock (thereby avoiding scrutiny and the creation of a 

monitoring blockholder). Further, when dictators acquire public targets they are less likely to pay stock 

for targets that have a significant blockholder, thereby avoiding the imposition of a monitoring 

institutional shareholder. Both results suggest attempts by dictators to reinforce their entrenchment and 

avoid additional monitoring. 

Dictators also tend to overpay and select low-synergy targets. Post-takeover operating 

performance is lower for dictators’ acquisitions, implying that dictators select targets that are less 

synergistic. Further, the market reacts negatively to the takeover premiums that dictators pay, implying 

that the premiums reflect overpayment for low-synergy targets.  
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These results highlight the avenues of value destruction in acquisitions by entrenched managers. 

Entrenched managers avoid acquiring firms that might reduce their level of entrenchment, fail to 

capture value-creating illiquidity discounts, make acquisitions that are less synergistic, and tend to 

overpay. We emphasize the importance of examining not just if, but why and how entrenched 

managers destroy value.  
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2.7 Appendix A 
Table AI: Variable definitions 
Variable Definition 

Abnormal returns and antitakeover provisions 
CARs 5-day cumulative abnormal returns (%), calculated using the 

market model. The paper estimates market model parameters over 
days (-210,-11) using an OLS model.  

GIM Gompers et al. (2003) governance index; aggregates 24 
antitakeover provisions.  

  
Bidder characteristics 
Firm size measures Log of total assets (item6); Log of market value (number of shares 

outstanding x price 11 days prior to announcement); Log of sales 
(item 12) 

Firm age Log of one plus the number of years a firm is listed on 
CRSP/Compustat database prior to current bid. 

Leverage Book value of debt (item34 + item9) over total assets (item6) 
Free cash flow Operating income before depreciation (item13) – interest expense 

(item15) – income taxes (item16) – capital expenditures (item128) 
over book value of total assets (item6): (item13 – item15 – item16 
– item128)/ item6 

Tobin’s q Market value of assets over book value of assets: (item6 – item60 
+item25 x item199)/item6 

Price-to-residual-
income-value 
(PRIV) 

Price 35 days before announcement over residual income 
valuation (see Appendix B for more details). 

Stock run-up Bidder buy-and-hold-abnormal return over days (-210,-11) using 
the CRSP value-weighted index as the market return  

Volume Abnormal volume over days (-30,-11). 
CEO-Chair Dummy: 1 if CEO is also the board’s chairman, 0 otherwise 
Board size Number of directors on bidder’s board 
Prop. independent 
directors 
Largest 
blockholder 
CEO wealth 
sensitivity 
CEO equity 
ownership 
CEO equity-based 
pay 

Dummy: 1 if over 50% of directors are independent, 0 otherwise 
Percentage holding of largest blockholder that holds more than 
5% of the bidder 
Change in value of CEO’s compensation per 1% change in stock 
price; utilizes Core and Guay’s (2002) methodology 
Bidder CEO’s percentage ownership of the bidder (includes stock 
and option holdings) 
Proportion of Bidder CEO’s pay that is equity-based. Equity-
based compensation includes stock options and restricted stock 
grants 

 
 
Table AI (continued) 
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Variable Definition 

Deal characteristics 
Transaction value Dollar value of deal reported by SDC Platinum 
Public Dummy: 1 for public targets, 0 otherwise 
Private Dummy: 1 for private targets, 0 otherwise 
Subsidiary Dummy: 1 for subsidiary targets, 0 otherwise 
All cash Dummy: 1 for deals financed with cash only, 0 otherwise 
All stock Dummy: 1 for deals financed with stock only, 0 otherwise 
Mixed Dummy: 1 for deals financed with a mix of cash and stock, 0 

otherwise 
Conglomerate Dummy: 1 where bidder and target are in a different Fama-French 

industry, 0 otherwise  
Relative size Transaction value over bidder’s market capitalization 11 days 

before the announcement date.  
Industry M&A Aggregate value of corporate control transactions over the 

aggregate book value of assets (item 6) for each prior year and 
Fama-French industry 

Friendly Dummy: 1 for friendly deals, 0 otherwise 
Serial 3, Serial 4, 
Serial 5 

Dummy: 1 for acquirers involved in 3, 4 or 5 or more deals over 
the sample period 

Competed Dummy: 1 for competed deals, 0 otherwise  
Crossborder Dummy: 1 for crossborder deals 
Premium Payment exceeding target’s price 3, 11 or 35 days before the 

takeover announcement. The calculation is is: (Payment)/(Target 
Market Value) – 1. The payment data is from SDC platinum. The 
target’s market value is the market value 3, 11, or 35 days before 
the acquisition as obtained from CRSP by multiplying the share 
price and the number of shares outstanding. 

Tech Dummy: 1 for high-tech acquisitions, 0 otherwise. An acquisition 
is high-tech if both the bidder and target are technology firms. 
Following Loughran and Ritter (2004), Faccio and Masulis 
(2005), and Masulis et al. (2007), tech firms involve computer 
hardware {SIC codes 3571, 3572, 3575, 3577, 3578}; 
communications equipment {3661,3663,3669}; electronics {3671, 
3672, 3674, 3675, 3677, 3678, 3679}; navigation equipment 
{3812}; measuring and controlling devices {3823, 3825, 3826, 
3827, 3829}; medical instruments {4812, 4813}; telephone 
equipment {4899} and software {7371, 7372, 7373, 7374, 7375, 
7378, 7379}.  
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2.8 Tables  
 

Table 1: Sample construction by announcement year and dictator/democracy groups 
Number of takeovers of publically listed targets completed between 1990 and 2005 by acquirer market 
capitalization, relative deal size, and 5-day cumulative abnormal returns (CARs). In this table, Dictators are firms 
with a GIM≥10. Democracies are firms with a GIM<10 and a non-classified board (CBRD=0). Median values are 
reported in parentheses.  

Dictator (GIM≥10) Democracy (GIM<10 & CBRD=0) 

Year 
Number of 

deals 
Market  

Capitalization ($m) 
Relative 
deal size 

5-day CAR 
(%) 

Number of 
deals 

Market  
Capitalization ($m) 

Relative 
deal size 

5-day CAR 
(%) 

1990 59 2,177 0.092 0.903 37 829 0.134 2.074 

(699) (0.042) (1.167) (486) (0.076) (1.710) 

1991 49 1,701 0.160 1.453 35 2,407 0.150 0.535 

(899) (0.052) (-0.201) (960) (0.075) (0.658) 

1992 56 2,094 0.112 -0.896 34 1,394 0.091 2.286 

(1,237) (0.044) (-1.111) (733) (0.066) (1.655) 

1993 109 2,646 0.105 0.182 53 2,042 0.090 2.283 

(1,538) (0.041) (-0.271) (1,007) (0.052) (0.708) 

1994 123 2,886 0.102 0.323 53 3,526 0.137 0.744 

(1,743) (0.044) (-0.369) (1,647) (0.041) (-0.395) 

1995 110 3,508 0.159 -0.280 61 4,002 0.125 0.822 

(1,741) (0.086) (-0.251) (1,312) (0.064) (-0.364) 

1996 125 4,061 0.171 0.798 64 5,134 0.123 2.470 

(2,366) (0.074) (0.691) (2,074) (0.057) (1.700) 

1997 141 5,104 0.152 -0.014 59 9,258 0.112 0.412 

(2,828) (0.070) (-0.495) (2,695) (0.052) (0.094) 

1998 166 6,116 0.140 -0.725 130 9,952 0.137 1.117 

(3,279) (0.067) (-0.792) (2,680) (0.054) (1.120) 

1999 162 8,205 0.137 -0.319 90 16,591 0.172 -0.238 

(2,522) (0.059) (-1.034) (2,081) (0.068) (-0.348) 

2000 124 9,580 0.188 -1.505 89 24,913 0.128 0.797 

(3,001) (0.079) (-0.542) (4,653) (0.051) (1.512) 

2001 113 8,578 0.124 -0.794 88 10,908 0.116 -0.373 

(3,282) (0.053) (-0.787) (2,381) (0.051) (-0.436) 

Table 1 (continued) 

Dictator (GIM≥10) Democracy (GIM<10 & CBRD=0) 

Year Number of Market Relative 5-day CAR Number of Market Relative 5-day CAR 
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deals Capitalization ($m) deal size (%) deals Capitalization ($m) deal size (%) 

2002 140 6,780 0.100 1.174 109 8,085 0.118 0.767 

(1,629) (0.054) (0.673) (996) (0.057) (-0.307) 

2003 131 3,862 0.136 -0.723 85 9,909 0.085 -0.976 

(1,993) (0.066) (-0.779) (1,054) (0.053) (-0.512) 

2004 152 5,317 0.149 0.837 88 5,323 0.154 1.156 

(2,141) (0.060) (0.675) (1,424) (0.070) (1.002) 

2005 145 9,929 0.136 -0.120 60 14,105 0.121 1.995 

(3,421) (0.057) (-0.145) (1,535) (0.057) (0.936) 

Overall 1,905 5,664 0.137 -0.036 1,135 9,320 0.126 0.837 

(2,199) (0.059) (-0.197) (1,655) (0.057) (0.628) 
Subsample analysis for different time periods 

1990-
1993

273 2,155 0.117 0.411 159 1,668 0.116 1.795 
1994-
1997

499 3,890 0.146 0.207 237 5,480 0.124 1.112 
1998-
2001

565 8,120 0.147 -0.836 397 15,591 0.138 0.326 
2002-
2005

568 6,472 0.13 0.292 342 9,356 0.12 0.736 
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Table 2 
Acquirer, target and deal characteristics 
Descriptive statistics for acquirer, target and deal characteristics as defined in Appendix A and B sorted by 
dictator/democracy portfolios. Dictators are defined as firms with a GIM≥10. Democracies are defined as firms 
with a GIM<10 and a non-classified board (CBRD=0). Median values are denoted in parentheses. Superscripts 
***, **, and * denote a statistically significant difference between dictator/democracy acquirers, using a two-
tailed test at the 1%, 5%, and 10% levels, respectively.  

 

 

 All Dictator 
GIM≥10 

 

Democracy 
GIM<10 

&CBRD=0 

 

Panel A: Acquirer characteristics 
Market value equity ($mil)  6,924 5,664*** 9,320  
  (1,845) (2,199) (1,655)  
Total assets ($mil)  12,154 11,996 15,477  
  (2,323) (3,520)*** (1,550)  
Tobin's q  1.793 1.635*** 2.021  
  (1.415) (1.354)*** (1.601)  
Free cash flow  0.017 0.020*** 0.016  
  (0.022) (0.023)** (0.021)  
Leverage  0.166 0.179*** 0.142  
  (0.143) (0.157)*** (0.105)  
Stock run-up  0.071 0.047*** 0.078  
  (0.018) (0.009)* (0.001)  
Industry M&A  0.022 0.021*** 0.025  
  (0.015) (0.014)*** (0.017)  
Relative size  0.134 0.137 0.126  
  (0.059) (0.059) (0.057)  
Volume  0.072 0.083 0.123  
  (-0.045) (-0.033) (-0.030)  
PRIV  2.137 1.840*** 2.432  
  (1.566) (1.469)*** (1.696)  
Age (in years)  22.392 26.841*** 19.475  
  (19) (24)*** (13)  
CEO Chair  0.808 0.836*** 0.780  
Board size  9.924 10.642*** 8.953  
Prop. independent directors  0.741 0.735* 0.757  
Largest block holder (%)  11.421 11.151 11.727  
CEO wealth sensitivity  0.118 0.062*** 0.182  
CEO equity ownership  0.030 0.022*** 0.035  
CEO equity-based pay   0.441 0.411*** 0.491  
 

 

 

Table 2 (continued) 
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 All Dictator 
GIM≥10 

 

Democracy 
GIM<10 

&CBRD=0 

 

Panel B: Target characteristics 
Total assets ($m)  4,343 3,214*** 8,378  
  (660) (1,046)*** (540)  
Market value ($m)  2,468 2,379 3,171  
  (297) (389) (354)  
Tobin’s q  2.076 1.910 2.404  
  (1.339) (1.231)* (1.576)  
Leverage  0.121 0.130 0.104  
  (0.082) (0.091) (0.034)  
PRIV  1.791 1.574 2.017  
  (1.133) (1.000) (1.410)  
Panel C: Deal characteristics      
Tech dummy  0.209 0.134*** 0.307  
Conglomerate  0.369 0.399** 0.358  
Competed  0.020 0.022 0.017  
Crossborder  0.007 0.002*** 0.016  
Friendly   0.989 0.987 0.989  
Serial 3   0.688 0.735*** 0.653  
Serial 4   0.532 0.585*** 0.470  
Serial 5   0.425 0.469*** 0.350  
Premium (3-day)  0.512 0.498 0.539  
  0.399 (0.385)* (0.444)  
Premium (11-day)  0.584 0.564 0.616  
  0.464 (0.426)** (0.500)  
Premium (35-day)  0.671 0.645** 0.725  
  0.549 (0.513)** (0.631)  
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Table 3 
Acquirer CARs by organizational status, method of payment, and interactions  
Descriptive statistics for acquirer characteristics as defined in Appendix A sorted by dictator/democracy 
portfolios. Dictators are defined as firms with a GIM≥10. Democracies are defined as firms with a GIM<10 and 
a non-classified board (CBRD=0). Median values are denoted in parentheses, followed by frequencies, in 
brackets. Superscripts ***, **, and * denote a statistically significant difference between dictator/democracy 
acquirers, using a two-tailed test at the 1%, 5%, and 10% levels, respectively Frequency differences are tested 
with a Chi-square test.  

 

 

 All Dictator 
GIM≥10 

 

Democracy 
GIM<10 

&CBRD=0 

 

All deals  0.301 -0.036*** 0.837  

  (0.118) (-0.197)*** (0.628)  

Public targets  -1.457 -1.531 -1.259  

  (-1.328) (-1.360) (-0.965)  

  [0.316] [0.342]** [0.307]  

Private targets  0.771 0.484** 1.438  

  (0.597) (0.304)*** (1.456)  

  [0.364] [0.316]*** [0.393]  

Subsidiary targets  1.493 0.940*** 2.192  

  (0.840) (0.544) (1.278)  

  [0.319] [0.337]** [0.294]  
All cash  0.960 0.498*** 1.562  

  (0.612) (0.309)** (1.171)  

  [0.553] [0.578]*** [0.518]  

All stock  -1.188 -1.156 -0.864  

  (-0.900) (-1.026) (-0.364)  

  [0.230] [0.214]** [0.251]  

Mixed   0.199 -0.368** 1.060  

  (-0.044) (-0.734)** (0.659)  
  [0.218] [0.208] [0.231]  

Public * All cash  0.297 0.145 0.443  
  (-0.022) (-0.204) (-0.635)  
  [0.094] [0.103] [0.093]  
Public* All stock  -2.340 -1.931 -2.823  
  (-1.885) (-1.672) (-2.737)  
  [0.136] [0.141]*** [0.135]  
Public * Mixed  -1.975 -2.724*** -0.603  
  (-1.498) (-2.263)*** (-0.175)  
  [0.086] [0.098]*** [0.079]  
Private * All cash  0.753 0.280** 1.526  
  (0.485) (0.315)* (1.483)  
  [0.191] [0.182] [0.190]  
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Table 3 (continued) 

 

 

 All Dictator 
GIM≥10 

 

Democracy 
GIM<10 

&CBRD=0 

 

Private * All stock  0.506 0.345** 1.808  
  (0.338) (-0.199)*** (2.379)  
  [0.081] [0.061]*** [0.098]  
Private * Mixed  1.041 1.109 0.933  
  (0.838) (0.605) (1.001)  
  [0.086] [0.098]*** [0.079]  
Subsidiary * All cash  1.327 0.716*** 2.046  
  (0.811) (0.439)* (1.562)  
  [0.266] [0.290]*** [0.231]  
Subsidiary * All stock  0.051 0.023 -1.313  
  (-0.907) (0.608) (-1.169)  
  [0.011] [0.011] [0.017]  
Subsidiary * Mixed  3.095 3.045 4.173  
  (1.779) (2.086) (2.885)  
  [0.038] [0.036] [0.047]  
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Table	4		
Predicting	the	target	type	
Panel	A	examines	the	types	of	acquisitions	made	by	acquirers	who	make	more	than	one	acquisition.	
The	dependent	variable	 in	 column	1	 is	 the	proportion	of	all	 deals	after	 the	 first	deal	 that	 are	 for	
private	targets.	Similarly,	the	dependent	variables	in	columns	2‐5	are	the	proportion	of	deals	that	
are	 for	 public	 targets,	 subsidiary	 targets,	 private	 targets	 paid	 for	 using	 cash,	 and	 private	 targets	
paid	for	using	stock.	All	models	use	a	Heckman	procedure	to	control	for	self‐selection	into	making	
more	 than	one	bid.	Dictator	 is	a	dummy	variable	 taking	a	value	of	1	 if	GIM≥10,	and	0	otherwise.	
PRIV,	leverage,	free	cash	flow	and	Tobin’s	q	are	defined	in	Appendix	A	and	B.	Panel	B	examines	the	
likelihood	using	logit	regressions	that	an	acquirer	bids	for	a	public	target	with	a	blockholder.	The	
dependent	variable	in	columns	1‐3	(4‐6)	is	equal	to	1	if	the	target	has	a	blockholder	with	holdings	
of	 5%	 or	 more	 (greater	 than	 the	 median	 blockholdings	 level).	 The	 independent	 variables	 are	
defined	 in	 Appendix	 A	 and	 B.	 Standard	 errors	 denoted	 in	 parentheses	 are	 adjusted	 for	
heteroskedasticity	and	acquirer	clustering.	Regressions	control	for	year	fixed	effects	(unreported).	
Superscripts	***,	**,	*	denotes	significance	at	1%,	5%	and	10%,	respectively.	
	
Panel	A:	Acquisition	type		
Variables	 Private	 Public	 Subsidiary	 Private	Cash	 Private	Stock	
	 (1)	 (2) (3) (4) (5)
Dictator	dummy	 -0.094* 0.005 0.044 -0.027 -0.284*** 
	 (0.057) (0.062) (0.062) (0.086) (0.083) 
Log	market	value	 -0.224*** 0.264*** -0.053** -0.248*** -0.139*** 
	 (0.024) (0.028) (0.024) (0.034) (0.031) 
Tobin’s	q	 -0.039 0.014 0.008 0.023 -0.088** 
	 (0.028) (0.031) (0.029) (0.041) (0.037) 
Free	cash	flow	 0.415 1.578 -1.502 2.383** -1.784 
	 (0.675) (1.086) (0.996) (1.099) (1.207) 
Leverage	 -0.470* -0.698** 1.256*** -0.246 -0.679* 
	 (0.257) (0.278) (0.251) (0.408) (0.349) 
PRIV	 0.007 -0.004 0.001 0.002 0.017* 
	 (0.005) (0.007) (0.005) (0.006) (0.010) 
Log	firm	age	 -0.061 0.016 0.044 -0.039 -0.097 
	 (0.044) (0.050) (0.051) (0.057) (0.060) 
Inv	Mills	 -0.806*** -0.222 0.608** -0.25 -1.128*** 
	 (0.210) (0.233) (0.248) (0.290) (0.292) 
Constant	 4.338*** -2.722*** -1.033* 3.016*** 3.414*** 
	 (0.515) (0.590) (0.584) (0.664) (0.657) 
No.	of	obs.	 2,299 2,299 2,299 2,299 2,299 
F‐statistic	 5.66*** 9.23*** 3.5*** 4.47*** 3.43*** 
Pseudo	R2	 7.50% 12.20% 4.10% 7.80% 5.10% 
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Table 4 (continued) 
Panel B: Likelihood of targeting a firm with a blockholder  

Target	blockholdings	≥	5%
	

Target	blockholdings	≥	
median	blockholdings	

(1)	 (2)	 (3)	 (4)	 (5)	 (6)	

Dictator	dummy	 -0.082 0.139 -0.236 -0.124 0.128 -0.280* 

(0.164) (0.181) (0.177) (0.146) (0.163) (0.161) 

Dictator*All	stock	 -0.524*** -0.605*** 

(0.185) (0.180) 

Dictator*All	cash	 0.521*** 0.521*** 

(0.201) (0.191) 

Log	market	value	 0.136** 0.155*** 0.150*** 0.115** 0.136*** 0.129*** 

(0.054) (0.054) (0.054) (0.050) (0.050) (0.050) 

Tobin’s	q	 0.367*** 0.360*** 0.359*** 0.204*** 0.204*** 0.201*** 

(0.089) (0.084) (0.085) (0.063) (0.061) (0.062) 

Free	cash	flow	 0.066 -0.303 -0.353 -1.006 -1.478 -1.488 

(2.321) (2.335) (2.324) (2.236) (2.241) (2.232) 

Leverage	 0.661 0.521 0.614 0.086 -0.064 0.046 

(0.631) (0.632) (0.631) (0.604) (0.605) (0.605) 

Stock	run‐up	 -0.283* -0.257 -0.269 -0.144 -0.119 -0.131 

(0.168) (0.165) (0.167) (0.153) (0.151) (0.152) 

PRIV	 0.001 0.002 0.002 0.003 0.003 0.003 

(0.011) (0.011) (0.011) (0.008) (0.008) (0.008) 

Log	firm	age	 0.107 0.094 0.099 0.059 0.042 0.05 

(0.091) (0.091) (0.092) (0.092) (0.091) (0.093) 

Constant	 -1.045* -1.201* -1.124* -0.747 -0.941* -0.838 

(0.612) (0.616) (0.617) (0.550) (0.553) (0.553) 

No.	of	observations	 1,245 1,245 1,245 1,245 1,245 1,245 

Wald	statistic	 54.43*** 65.26*** 61.19*** 53.42*** 63.07*** 60.28*** 

Pseudo‐R2	 4.34% 4.89% 4.80% 3.22% 3.97% 3.70% 
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Table	5	
Acquirer	announcement	return	regressions	
The	regressions	are	estimated	using	a	sample	of	completed	acquisitions	from	1990	to	2005.	The	5‐
day	OLS	market	model	CAR	(in	percentages)	is	the	dependant	variable.	Model	1	is	estimated	on	the	
full	sample	without	any	method	of	payment	or	target	firm	organizational	status	variables.	Dictator	
is	a	dummy	variable	taking	a	value	of	1	if	GIM≥10,	and	0	otherwise.	Regressions	(2)	and	(3)	include	
interactions	 between	 target	 organizational	 status	 (private),	 method	 of	 payment	 (all	 stock),	 and	
relative	 size	 to	 test	 the	 target	 selection	 hypothesis.	 Regression	 (3)	 specifically	 tests	whether	 the	
coefficient	 estimates	 on	 the	 interactions	 are	 significantly	 different	 between	 dictators	 and	
democracies.	Regressions	(4)	and	(5)	include	Officer’s	(2007)	proxy	premium	measure	to	test	the	
overpayment	hypothesis.	Regression	(5)	includes	the	interaction	between	the	dictator	dummy	and	
proxy	premium	 to	 specifically	 test	 if	 the	 coefficients	 are	 significantly	 different	 between	dictators	
and	 democracies.	 Other	 variable	 definitions	 are	 defined	 in	 Appendix	 A	 and	 B.	 Standard	 errors	
denoted	 in	 parentheses	 are	 adjusted	 for	 heteroskedasticity	 and	 acquirer	 clustering.	 Superscripts	
***,	**,	*	denotes	significance	at	1%,	5%	and	10%,	respectively.	All	regressions	control	for	year	fixed	
effects	(not	reported).	

Hypotheses	and	models	
Target	selection	 Overpayment	

Variables	 (1)	 (2)	 (3)	 (4)	 (5)	
Dictator	dummy	 -0.524** -0.518** -0.542** -0.635*** -0.341 

(0.210) (0.210) (0.219) (0.219) (0.300) 

Subsidiary	 2.059*** 1.862*** 1.857*** 1.933*** 1.766*** 

(0.327) (0.339) (0.339) (0.326) (0.336) 

Private	 1.495*** 1.131*** 1.127*** 1.340*** 1.007*** 

(0.278) (0.340) (0.340) (0.281) (0.339) 

All	cash	 0.313 0.341 0.342 0.31 0.34 

(0.310) (0.310) (0.310) (0.314) (0.314) 

All	stock	 -0.813** -1.244*** -1.244*** -0.928*** -1.345*** 

(0.345) (0.386) (0.386) (0.348) (0.382) 

Private*All	stock	 1.248** 1.423* 1.284* 

(0.623) (0.732) (0.772) 

Private*All	stock*Relative	size	 -2.081 -7.079 -7.187 

(8.442) (8.785) (9.144) 

Dictator*Private*All	stock	 -0.717 -0.345 

(0.798) (0.849) 

Dictator*Private*All	stock*Relative	size 20.184* 19.448* 

(10.951) (11.129) 

Proxy	premium	 -0.314** -0.139 

(0.142) (0.191) 

Dictator*Proxy	premium	 -0.423* 

(0.251) 

Log	firm	age	 -0.016 -0.014 -0.021 0.02 0.014 

(0.152) (0.152) (0.151) (0.156) (0.155) 
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Table 5 (continued) 

Hypotheses and models 

Target selection Overpayment 

Variables	 (1) (2) (3) (4) (5) 

Stock	run‐up	 0.977*** 0.966*** 0.973*** 1.014*** 0.996*** 

(0.340) (0.341) (0.342) (0.348) (0.349) 

PRIV	 -0.085*** -0.085*** -0.084*** -0.086*** -0.084*** 

(0.019) (0.019) (0.019) (0.020) (0.020) 

Log	market	value	 -0.318*** -0.327*** -0.324*** -0.319*** -0.325*** 

(0.083) (0.083) (0.083) (0.091) (0.091) 

Tobin’s	q	 0.292** 0.290** 0.287** 0.355*** 0.351*** 

(0.117) (0.118) (0.119) (0.125) (0.128) 

Free	cash	flow	 6.625* 6.677* 7.015* 7.310* 7.856* 

(3.892) (3.890) (3.865) (4.083) (4.040) 

Leverage	 3.187*** 3.218*** 3.253*** 3.844*** 3.941*** 

(1.041) (1.032) (1.034) (1.078) (1.068) 

Industry	M&A	 -0.156 -0.304 -0.526 0.136 -0.591 

(6.130) (6.137) (6.124) (6.170) (6.160) 

Relative	size	 0.146 0.157 0.163 0.053 0.112 

(0.793) (0.792) (0.791) (0.857) (0.850) 

Tech	 0.314 0.309 0.289 0.29 0.243 

(0.248) (0.249) (0.248) (0.255) (0.255) 

Conglomerate	 0.038 0.027 0.028 0.042 0.02 

(0.227) (0.227) (0.227) (0.236) (0.237) 

Competed	 -0.948 -1.047 -1.155 -0.712 -0.96 

(0.701) (0.705) (0.709) (0.673) (0.676) 

Volume	 0.124 0.117 0.114 0.161 0.154 

(0.098) (0.098) (0.098) (0.101) (0.102) 

Crossborder	 2.964** 2.916** 2.880** 2.880** 2.774** 

(1.160) (1.178) (1.188) (1.241) (1.273) 

Friendly	 -2.786*** -2.774*** -2.798*** -3.021*** -3.140*** 

(0.870) (0.866) (0.866) (0.933) (0.940) 

Serial_3	 0.092 0.095 0.114 -0.024 0.001 

(0.274) (0.273) (0.273) (0.287) (0.286) 

Constant	 3.626*** 3.916*** 3.965*** 3.954*** 4.250*** 

(1.269) (1.273) (1.275) (1.348) (1.369) 

No.	of	observations	 3,934 3,934 3,934 3,718 3,718 

F‐statistic	 8.31 8.26 7.97 8.22 7.97 

Adjusted-R2	 7.30% 7.40% 7.50% 8.10% 8.40% 
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Table 6 
Performance of mergers  
Panel A in the table reports the combined acquirer and target 5-day cumulative abnormal returns, where 
relative market values are used as weights, adjusted for toeholds held by the bidder. Panel B reports the 
industry-adjusted operating performance of merging firms from fiscal years -3 to +3. Operating 
performance is calculated as return on assets (ROA), defined as operating income before depreciation 
(Compustat data item 13) scaled by total assets. The operating performance before the merger is a 
weighted average of the acquirer and target, with the weights being their relative total assets measured at 
the beginning of the fiscal year. Dictator acquirers are defined as those with a value of GIM≥10. 
Democracy acquirers are defined as those acquirers with a value of GIM<10 and a non-classified board 
(CBRD=0). Superscripts ***, **, * denotes statistical significance at 1%, 5% and 10%, respectively. 

Panel A: Combined acquirer and target cumulative abnormal returns (CARs) 
 All Dictator/Democracy 

Mean CAR 0.86%**  
Median CAR (0.37%)  
Dictator  0.11% 
  (-0.25%) 
Democracy  1.68%*** 
  (2.23%) 
Mean difference  -1.57%** 
Median difference  (-2.48%)*** 

 

Panel B: Industry-adjusted operating performance 
     

Year relative to takeover All Democracy Dictator Difference 

T-3 5.66% 6.16% 5.25% 0.91% 
T-2 5.78% 6.23% 5.42% 0.81% 
T-1 5.60% 6.28% 5.05% 1.24% 
T=0 (announcement year) 5.58% 6.44% 4.88% 1.57%*** 
Pre IAOP mean  5.48% 6.26% 4.83% 1.43% 
T+1 5.20% 6.45% 4.17% 2.28%*** 
T+2 4.61% 5.88% 3.56% 2.32%*** 
T+3 3.96% 5.11% 3.01% 2.10%*** 
Post IAOP 3yr mean 4.59% 5.81% 3.58% 2.23%*** 
     
Post 3yr IAOP mean less 
Pre IAOP, T-1 -1.02%*** -0.49% -1.47%*** 0.97% 
Post 3yr IAOP mean less  
Pre IAOP mean -0.89%*** -0.49% -1.25%*** 0.76% 
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Table 7 
Operating performance regressions 
The table reports the result of Healy, Palepu and Ruback’s (1992) regressions for measuring the 
operating gains to mergers, where the mean industry-adjusted ROA over the 3-year post period is 
regressed on the combined acquirer-target industry-adjusted ROA for the fiscal year before the 
takeover (T-1). The regression intercept is an estimate of the operating gains to mergers. Dictator 
acquirers are defined as those acquirers with a value of GIM≥10. Democracy acquirers are 
defined as those acquirers with a value of GIM<10 and a non-classified board (CBRD=0). Panel 
B reports the regression models with additional controls for acquirer size, book-to-market, a cash 
payment dummy (=1 for cash), a friendly dummy (=1 for friendly) and a related dummy (=1 if 
the acquirer and target are in the same Fama-French industry). Standard	 errors	 denoted	 in	
parentheses	are	adjusted	for	heteroskedasticity	and	acquirer	clustering.	Superscripts	***,	**,	
*	denotes	significance	at	1%,	5%	and	10%,	respectively.	 
Panel A: Healy, Palepu and Ruback (1992) regression  

        
 All Dictator Democracy All + dummy    

Model (1) (2) (3) (4)    

IAOP pre, T-1 0.670*** 0.577*** 0.761*** 0.666*** 
 (0.064) (0.098) (0.067) (0.064) 
Democracy dummy    0.014** 
    (0.007) 
Constant  0.82%* 0.67% 1.01%* 0.22% 
 (0.004) (0.005) (0.006) (0.005) 
No. of observations 531 239 194 531    
F-statistic 110.92*** 34.98*** 129.67*** 58.4***    
Adjusted-R2 56.15% 46.39% 66.56% 56.70%    
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Table 7 (continued) 

Panel B: Healy, Palepu and Ruback (1992) regressions with controls  
 All Dictator Democracy All + dummy    

Model (1) (2) (3) (4)    

IAOP pre, T-1 0.600*** 0.555*** 0.569*** 0.592*** 
 (0.071) (0.098) (0.089) (0.071) 
Democracy dummy    0.017*** 
    (0.006) 
Log market value 0.002 0.003 0.000 0.002 
 (0.002) (0.002) (0.004) (0.002) 
Log book-to-market -0.017** -0.004 -0.042*** -0.018** 
 (0.009) (0.008) (0.012) (0.008) 
Related 0.009 0.017* 0.004 0.010* 
 (0.006) (0.009) (0.007) (0.006) 
All cash 0.010 0.007 0.012 0.009 
 (0.007) (0.009) (0.008) (0.007) 
Friendly 0.002 0.011* -0.003 0.003 
 (0.005) (0.007) (0.008) (0.005) 
Constant  -3.44%** -4.79%** -2.26% -4.72%*** 
 (0.017) (0.023) (0.027) (0.018) 
No. of observations 524 237 190 524    
F-statistic 34.14*** 6.75*** 64.96*** 31.97***    
Adjusted-R2 59.23% 48.94% 72.52% 60.01%    
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3 Firm size, takeover profitability, and the effectiveness of the 
market for corporate control: Does the absence of anti-takeover 
provisions make a difference? 

 

Abstract 

The market for corporate control is generally regarded as an important disciplinary 

mechanism in well developed economies. Entrenchment mechanisms commonly used by US 

firms in the form of anti-takeover provisions (ATPs) may offer some protection from 

disciplinary action, facilitating entrenchment and value-reducing behavior. One manifestation of 

entrenchment is poor acquisitions, with the literature reporting significant losses to large 

acquirers, and to acquirers with a higher number of ATPs. We examine the profitability of 

acquisitions in Australia, a market where US-style ATPs are prohibited. The results show that 

unlike their US counterparts, large Australian acquirers earn significant value for their 

shareholders, both in terms of announcement returns and long-run operating performance 

improvements. Takeover premiums are also substantially lower than those reported for the US 

and UK, and do not differ between large and small acquirers. Premiums are also positively 

correlated with long-run operating performance, indicating that they reflect real synergies, as 

opposed to hubris or overpayment. We also find that bidders who destroy value in takeovers are 

likely to be subsequently acquired. However, unlike US evidence, larger acquirers are just as 

likely to be targeted for takeover as smaller acquirers, indicating that size is not an effective 

impediment to the disciplining function of the market for corporate control in Australia. The 

findings are robust to several econometric issues common to the type of models used in our 

analysis.   
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3.1 Introduction  

It is well known that a well functioning market for corporate control helps to discipline 

poorly performing managers (Manne, 1965; Jensen, 1983; Morck, Shleifer, and Vishny, 1989). 

Mitchell and Lehn (1990), for example, show that bidders who reduce shareholder value through 

ill conceived takeovers (i.e., ‘bad bidders’) are likely to be later targeted themselves for takeover. 

More recently, Offenberg (2009) reports that even large US bidders who destroy shareholder 

value are not immune to the disciplining forces of the takeover market, suggesting that larger 

firm size is not an effective protection mechanism for bad bidders from the disciplining forces of 

the market for corporate control.13  

Another branch of the takeover literature with a focus on corporate governance argues that 

impediments to the efficient functioning of the market for corporate control in the form of anti-

takeover provisions (ATPs) may facilitate managerial entrenchment, and so undermine the 

disciplining or ‘settling-up’ function of the takeover market. Gompers, Ishii, and Metrick (2003) 

and Bebchuk, Cohen, and Ferrell (2009) argue that ATPs free managers to make value-

destroying investments, and so reduce firm value.14 Supporting this view, Masulis, Wang and Xie 

(2007) show that acquisitions by firms with entrenched managers, defined as those with a higher 

than average number of ATPs, are bad bidders since they destroy the most shareholder value. 
                                                           
13 Interestingly, they find that smaller bad bidders are unlikely to be disciplined by the takeover market. This is 
surprising, since the takeover prediction literature generally shows that smaller underperforming firms have a higher 
likelihood of takeover (see, e.g., Palepu, 1986; Morck et al., 1989; Powell, 1997). 
14  They identify 24 such ATPs, including, e.g., chartered board, poison pills, dual class stock and charter 
amendments. For a detailed description of all 24 ATPs see Appendix 1 in Gompers et al. (2003). 
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Harford, Humphèry and Powell (2010) further show that entrenched managers destroy value by 

overpaying for targets that have low or negative synergies.15  

Larger firm size has also been reported to induce value-reducing behavior by managers. For 

example Moeller, Schlingemann and Stulz (2004) report evidence of a significant size-effect in 

acquirer returns, indicating that larger acquirer firms are more likely to destroy value in 

takeovers, suggesting entrenchment. The relationship, however, between entrenchment induced 

by ATPs and entrenchment caused by larger firm size is unclear. One view is that because ATPs 

weaken shareholder rights (Bebchuk and Cohen, 2005) bad bidders are entrenched, and will 

engage in ‘empire-building’ behavior, including increasing the size of their firms through ill 

conceived and opportunistic takeovers. In support of this view, Masulis et al. (2007) report a 

positive and significant correlation between acquirer size and the number of ATPs, indicating 

that larger firms adopt more ATPs. Also, Harford et al. (2010) report that firms with more ATPs 

are more likely to be a bidder, indicating that ATPs encourage larger size through takeovers, 

which are also more likely to be value-reducing. Bauguess and Stegemoller (2008) similarly find 

that a higher number of ATPs increase bidder likelihood, but unlike Masulis et al. (2007) they 

fail to find any adverse wealth-effects for bidder shareholders.16  

If, as the literature suggests, that ATPs encourage empire-building behavior through 

takeovers, which increase firm size, we hypothesize that the absence of ATPs should, ceteris 

paribus, promote more value-enhancing behavior. This is because without ATPs, shareholders 

have stronger rights and so more influence over the CEO and the board’s actions. Further, the 

absence of ATPs is likely to expose the firm to the disciplining forces of the takeover market, so 
                                                           
15 In related research, entrenched managers defined using ATPs have also been associated with holding excess cash, 
which is typically wasted on projects that reduce firm performance. Cash holdings of entrenched firms also have 
lower marginal values (see, e.g., Dittmar and Mahrt-Smith, 2007; Harford, Mansi, and Maxwell, 2008) 
16 Since Bauguess and Stegemoller (2008) focus their analysis on S&P500 acquirers, whereas Masulis et al. (2007) 
examine all publically listed acquirers, they argue that the difference in the wealth effects is likely to be attributable 
to ATPs having a greater impact on small acquirers. 
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encouraging more value-enhancing behavior. To test this hypothesis, we examine the 

profitability of takeovers and whether a size-effect exists in the absence of ATPs. Specifically, if 

firms are not allowed to adopt ATPs, thereby removing a significant facilitator to entrenchment, 

does this promote value-enhancing takeovers?  

To test our hypothesis we need to identify a sample of acquiring firms that have no ATPs, 

and so are more vulnerable to shareholder pressure and the market for corporate control. Since 

the majority of US firms have adopted ATPs17 (Bebchuk and Cohen, 2005), it is difficult to 

empirically test if they impede the effectiveness of the market for corporate control. In fact, no 

firm covered by the RiskMetrics database (formally, IRRC), which collates ATP data for over 

4,000 US firms over the period 1990 to 2008, has zero provisions.18 One approach would be to 

use US firms from a time period when ATPs did not exist. This is commonly believed to be prior 

to 1980, since most US firms only adopted ATPs during the hostile merger wave of the 1980s. 

Consistent with the view that ATPs facilitate larger size and entrenchment, Bradley, Desai and 

Kim (1988) fail to find any evidence of a negative size-effect in acquirer returns for the pre-

1980s period, when ATPs were not used. In fact, they report that larger acquirers actually 

performed significantly better than smaller acquirers during the 1963 to 1980 period, and only 

performed worse during the 1981 to 1984 period in their sample, which happens to coincide with 

the introduction of ATPs.19  

Another US-focused approach is to analyse differences in the size-effect across states on 

grounds that different states allow different levels of ATPs. However, endogeneity is potentially 

                                                           
17 In fact, most US firms adopt or enshrine some form of ATP in their charter when first listed for public offering. 
For example, Bebchuk (2003) reports that 82% of IPOs in 2002 had a staggered board in place. 
18 Of the 4,000 firms covered by the database, the average number of ATPs adopted by firms over the 1990 to 2006 
time period is 9. The minimum (maximum) values are 1 (19). 
19 Another approach would be to compare US firms across states based on the severity of anti-takeover protection 
(following Shranz, 1993; Cumming and Li, 2010). However, this gives rise to a potential endogeneity issue in that 
firms can choose their home state in order to best match their corporate governance policies and firm performance 
(following Armour, Black and Cheffins, 2010).  
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problematic: it is unclear whether (a) manager-friendly states allow managerial entrenchment, 

which destroys value, or (b) agency motivated managers and the desire to extract managerial 

rents causes managers to incorporate their company in a given state (Subramanian, 2002), or (c) 

states want to attract managers, whether agency motivated or not, and so allow more ATPs in 

order to encourage firms to re-locate (Smith, 1991; Chertok, 2006; McCahery and Vermeulen, 

2005). Mulherin (2007) indicates that problems of this nature might confound the analysis of the 

ATP-size relationship, and might undermine the robustness of the results. This encourages the 

search for an alternative method-of-analysis.  

An alternative approach, and the one adopted in this paper, would be to use firms from a 

country with a similarly well developed takeover market as the US, but one that did not allow 

ATPs.20 This emphasizes the idea that the legal and regulatory environment influences a firm’s 

performance and behavior (see Gribnau, 2008; Fan, Wei and Xu, 2010).21 The Australian market 

meets the criteria of having a well developed takeover market and an absence of ATPs, as 

reported by Nevona (2006). She developed a takeover regulation index for 50 countries that 

reflects an average of 12 components characterizing takeover laws, including the use of ATPs.22 

She makes three relevant findings which suggest that Australia would provide an appropriate 

setting for our empirical tests. First, across 50 countries, Australia ranks as one of the highest in 

the takeover index, scoring 0.95 (with 1 as the highest score), compared to 0.76 for the US. 

Second, countries with a higher index score have higher takeover volumes, including hostile 

                                                           
20 Following a similar approach, Eckbo (1986) reports significant and positive returns for a sample of Canadian 
acquirers over the period 1964 to 1983. Using the same sample, Eckbo and Thorburn (2000) further show that 
Canadian acquirers generated significantly higher returns than US acquirers of Canadian targets. Unlike Australia, 
however, Canada does not have a unified Corporations Act, so states have different regulations relating to securities 
(Carnaghan and Gunz, 2007).   
21 This approach avoids the endogeneity associated with regulatory competition in the United States; Bratton and 
McCahery (1999) indicate that absent a regional economic block, the complex and interdependent nature of national 
regulation, governance, and law inhibits a United States style ‘race to the bottom’ in corporate law.  
22 See Nenova (2006) Table 2 for a detailed discussion of the 12 factors that comprise the index. 
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activity, consistent with a more disciplining takeover market. Third, Australia scores a value of 1 

in an ATP score, indicating that no ATPs are employed by firms, compared to 0.71 for US firms. 

Australia also has a unified national Corporations Act,23 which governs takeovers in all states. By 

contrast, the US has a myriad of state legislation, which governs takeovers in different ways. 

Bebchuk (1992) indicates that this induces legal barriers to takeovers, and may allow managers 

to opportunistically entrench themselves by incorporating in states that promote ATPs. Further, 

Macey (1988) argues that a unified federal law reduces barriers to takeovers by removing states’ 

capacities to impose anti-takeover legislation.  

We examine a sample of 1,900 Australian acquisitions between 1993 and 2007. The relevant 

results are as follows. First, similar to Moeller et al. (2004) we document a size-effect in acquirer 

returns in that small acquirers earn significantly higher cumulative abnormal returns (CARs) than 

larger acquirers. We find, however, that our sample of large acquirers make more profitable 

acquisitions, earning higher dollar returns of between $A5.56 and $A7.97 million, on average. 

This is in stark contrast to US evidence, where Moeller et al. (2004) reports large dollar losses of 

$25.2 million on average for large acquirers.24 Second, while large acquirers are more likely to 

acquire publicly listed targets, which have been found to destroy the most value in the US 

(Fuller, Netter, and Stegemoller, 2002), we find that Australian large acquirers earn positive 

abnormal returns on these deals. Further, large acquirers generate positive returns even if they 

pay with stock, which Travlos (1987) amongst others report should generally destroy the most 

value. Third, cross-sectional probit regressions predicting value destruction and controlling for 

firm and deal characteristics show that large acquirers are not more likely to destroy value than 

smaller acquirers. Fourth, the results suggest that large firms are not more likely to overpay since 

                                                           
23 Corporations Act 2001 (Cth) 
24 We confirm that large US acquirers continue to make significant dollar losses during the time period used in our 
study. This is discussed further in Section 4.6. 
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actual premiums or ‘proxy’ premiums calculated using Officer’s (2007) methodology for private 

targets do not differ significantly according to acquirer size. 25  Fifth, large acquiring firms 

generate higher long-run post-takeover operating returns. Further, there is a significant and 

positive correlation between proxy premium (and actual premiums) and long-run post-takeover 

operating returns, suggesting that premiums more likely reflect synergies as opposed to 

overpayment. Lastly, following the approach in Mitchell and Lehn (1990) and Offenberg (2009), 

we also find that bad bidders are more likely to be later acquired. However, unlike Offenberg 

(2009), we find that acquirer size has little influence on the disciplining ability of the takeover 

market in Australia. Our results are robust to a range of issues, including sample selection and 

other econometric issues related multicollinearity and endogeneity.  

Taken together, the results indicate that the absence of ATPs in the Australian market 

probably goes some way to promoting a more effective market for corporate control, which 

appears to ameliorate the effects of managerial entrenchment with respect to firm size. The 

results provide some support for Manne’s (1965) view that an efficient market for corporate 

control provides a useful check on managerial performance. They also complement related 

evidence on CEO turnover. For example, Lau, Sinnadurai, and Wright (2009) report that 

Australian CEOs have limited scope for hubris or agency conflicts since they find that poorly 

performing CEOs are significantly more likely to be dismissed, regardless of the level of CEO 

entrenchment, which they capture using CEO equity ownership.   

The remainder of the paper proceeds as follows. Section 2 outlines the data and sample 

construction and Section 3 reports some descriptive statistics to establish if a size effect exists in 

                                                           
25 We report average premiums of between 18% and 25%, with insignificant differences between large and small 
acquirers. Covering a similar time period to this study, Eckbo (2009) shows that US premiums averaged at about 
50%, whereas for the UK, Antoniou, Arbour and Zhao (2008) report an average of 45% - both substantially higher 
than in Australia. A cross-country analysis of takeovers during the period 1990-1999 by Rossi and Volpin (2004) 
shows average premiums of 30% for Australia, 33% for Canada, 46% for the UK, and 44% for the US. 
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our sample. Section 4 examines the profitability of takeovers, including testing for a size-effect 

in a multivariate setting using cross-sectional regressions. An analysis of US acquirers during the 

same time period and of comparable size to our Australian sample is also presented. The section 

also reports tests of the effectiveness of the takeover market in Australia at penalizing bad 

bidders, which are similar to those used by Mitchell and Lehn (1990) and more recently, 

Offenberg (2009). Section 5 tests the sensitivity of the results to some robustness tests and 

Section 6 concludes.  

 

3.2 Data and sample-construction 

The paper examines 1,900 acquisitions from 1993 to 2007 made by Australian acquirers. 

Returns data was provided by SIRCA and financial statement data was extracted from Aspect 

Huntley’s Finanalysis database. Takeover details, including deal terms, method of payment and 

premiums are extracted from Thomson Financials SDC Platinum Mergers and Acquisitions 

Database. The sample only includes acquisitions that are completed and for which SDC Platinum 

contains bidder and deal data. Large (small) acquirers are acquirers that have market 

capitalization in the year of the takeover in the top 75% (bottom 25%) of the population of 

Australian listed firms.26 Table 1 indicates that takeover activity in Australia has increased each 

year, peaking in 2006, before declining in 2007, which is consistent with the US and UK 

markets. There is some evidence of clustering by bidder market capitalization, particularly 

during the years 1995, 1997, 2000-2001, and again during 2005 to 2007. Defining large acquirers 

                                                           
26 Moeller et al. (2004) define large (small) as those acquirers with a market capitalization in the top 75% (bottom 
25%) of NYSE firms. We also adopt alternative cut-offs in defining size dummies as a sensitivity test, including the 
top 25th and 50th percentiles.  
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as having a market capitalization in the top 75% (or 25%) of all listed firms confirms that more 

takeovers are by large firms than are by small firms. 

  

3.3 Does the market react negatively to large acquirer acquisitions?  

The first issue we examine is whether large acquirers earn significantly lower abnormal 

returns on the announcement of a takeover. Cumulative abnormal returns (CARs) measure the 

market’s initial reaction to the takeover. A firm’s CAR is defined as the sum of its abnormal 

returns over a 3-day event window (t-1, t+1).27 The event date is the first announcement date of 

the takeover by the successful acquirer. Abnormal returns are defined as the firm’s actual stock 

return less the return that a market model predicts. The paper estimates the market model using 

OLS regressions over period of 200 days spanning day’s −11, −210 (consistent with Masulis et 

al. 2007).28  

The paper examines the average CARs for the full sample, and for sub-samples of ‘large’ 

acquirers and ‘small’ acquirers using the cut-offs defined in Section 2. We examine three 

measures of CARs for these sub-samples. First, CARs calculated as the equally weighted 

average, where every firm in the sub-sample has equal weight. However, Malatesta (1983) and 

Moeller et al. (2004) indicate that this ignores that a given percentage return has a greater dollar 

impact for a large firm. This motivates the second measure, DCARs (Dollar CARs). A firm’s 

DCAR is its equally-weighted CAR multiplied by its pre-acquisition market capitalization. To 

                                                           
27 The results are robust to alternative short-event windows, including (-1, +1), (-2, +2), (-3, +3) and (-5, +5). 
28 To address thin and non-synchronous trading concerns we also use market adjusted returns, as in Fuller et al. 
(2002). The results are comparable to those reported. We also estimate the market model using GMM in order to 
ensure unbiased and consistent estimators, and find similar results. Using trade-to-trade returns (e.g., see Maynes 
and Rumsey, 1993) to compute CARs or an AR (2) procedure also produces qualitatively identical results. This is 
not too surprising since acquiring firms are generally larger than the average firm, and so returns are less likely to 
suffer from this issue. 
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ensure comparison between acquisitions the paper inflates the DCAR to 2008 dollar values. The 

third measure is a value-weighted CAR (VWCAR). This computes the weighted-average CAR 

for each firm in the sub-sample, where the weight is the acquirer pre-acquisition market 

capitalization.  

The results reported in Table 2 indicate that large acquirers earn positive mean CARs of 

between 0.56% and 1.08%, but that these CARs are significantly lower when compared to small 

acquirers (3.13% to 9.46%), so supporting a size-effect in Australia. However, the mean DCARs 

for larger acquirer’s of $A7.97m (or $A5.56m) are positive and significantly greater than for 

small acquirers. This contrasts starkly with Moeller et al. (2004), who find that larger US 

acquirers generate significant dollar losses of $25.2 million, on average.  While the results 

reported in Table 2 provide some evidence of a size-effect, large acquirers do not lose in 

takeovers since equally-weighed CARs, DCARs and value-weighted CARs (VWCARs) are all 

positive. Lower median values indicate some skewness in the distribution, but generally confirm 

that large acquirers do not lose in takeovers. This suggests that large Australian acquirers are less 

likely to suffer from entrenchment related to firm size. Nevertheless, large acquirers still 

generate lower equally-weighted CARs. To examine whether this persists in the longer-run, 

Figure 1 plots the CARs by firm size over longer windows, starting 20 days prior to the takeover 

announcement to 210 days after the announcement. The positive run-up in acquirers CARs 

depicted in Figure 1 has been documented by prior studies (e.g., Schwert, 2000), suggesting 

acquirers time takeovers during periods of high stock-price performance.29 More importantly, the 

graph shows that larger acquirers continue to generate lower equally-weighted CARs in the 

                                                           
29 Not surprisingly, we show later in the paper (in Figure 2) that the run-up is primarily driven by stock financed 
deals. To control for the positive bias that the run-up would have on the intercept in market-model abnormal returns 
(resulting in higher expected returns, and a downward drift in abnormal returns), following Schwert (2000), the 
longer-run CARs depicted in Figure 1 are calculated as market-adjusted returns.  
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longer-run. This is also confirmed in tests (unreported) of longer-run buy-and-hold abnormal 

returns, starting either 2 days prior to the takeover announcement or 10 days after, to 500 days 

post announcement. To examine the robustness of the size-effect further, in the next section we 

use multivariate regressions to control for other firm and deal characteristics.  

 

3.4 Multivariate regressions 

The univariate results indicate that large acquirers make profitable acquisitions on average. 

However, larger acquirers make acquisitions that generate lower equally-weighted CARs. To test 

whether this is due to other firm and/or deal characteristics, we estimate regression models of 

CARs on measures of size, deal and bidder characteristics.30 Size is measure in five ways: the 

natural log of the bidder’s assets (lnTA), the natural log of the bidder’s market capitalization 

(lnMV), and a series of dummy variables that equal one if the bidder’s assets are in the top 25% 

(Top 25th), 50% (Top 50th), and following Moeller et al. (2004) 75% (Top 75th) of all listed ASX 

firms in the takeover announcement year.    

To specifically examine if large acquirers have a higher likelihood of making value-

destroying deals, we employ a second model estimated using a probit regression. The dependent 

variable is an indicator variable, which equals 1 if the acquirer’s CAR is positive, and equals 0 

otherwise. If large acquirers are more likely to make value-destroying takeovers after controlling 

for other bidder and deal characteristics, we predict a negative and significant coefficient on our 

measures of acquirer size.  

                                                           
30 To reduce the impact of extreme values we winsorize CARs, DCARs and all financial characteristics to within 1% 
and 99% of the distribution. Identifying outliers as those values that have a Cook’s D>4/n provides similar results.  
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The bidder characteristics used in the regression models, as defined in the appendix (see 

Table A1), are fairly standard to the takeover literature. Prior studies find that CARs are lower 

for firms that generate higher free cash flows, since free cash flows can induce managerial hubris 

and overpayment (Jensen, 1986). Cash rich firms are also more likely to make value reducing 

takeovers (Harford, 1999). Low leverage can reduce acquisition profitability since leverage 

disciplines managers and deters them from making value-destroying decisions (Maloney, 

McCormick, and Mitchell, 1993). We include return on assets to control for managerial quality 

as in Morck et al. (1990) and Masulis et al. (2007), predicting a positive correlation with CARs. 

Tobin’s q can also influence takeover returns (Dong, Hirshleifer, and Richardson, 2006), 

however, the literature reveals two competing predictions. Lang, Stulz, and Walkling (1989) and 

Servaes (1991) find that q increases takeover returns, indicating that q may reflect growth 

prospects. On the other hand, Moeller et al. (2004) find that q reduces takeover profitability, 

indicating that q could reflect bidder overvaluation. Masulis et al. (2007) find no significant 

relation between q and acquisition returns, highlighting the competing predictions. High tech 

bidders may have higher abnormal returns if the acquisition represents strong growth prospects 

through acquiring a smaller high tech target (Loughran and Ritter, 2004). The literature also 

indicates that serial acquirers earn lower abnormal returns (Fuller et al., 2002). Panel A in Table 

3 indicates that the bidder characteristics differ significantly between small and large bidders. 

Specifically, larger acquirers have higher leverage and return on assets, but lower q and cash-

holdings. Larger acquirers also acquire smaller targets, and are more likely to be serial acquirers. 

They are also less likely to be classified as high tech.    

Deal characteristics can also affect the market’s reaction to the announcement. Abnormal 

returns are predicted to be lower if the deal causes diversification across industry or across 
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country (Moeller and Schlingemann, 2005). Further, CARs may be lower if the deal is hostile 

(Schwert, 2000) and features multiple bidders (Bradley et al., 1988; Lang, Stulz, and Walkling, 

1989; Boone and Mulherin, 2003). Method of payment (Travlos, 1987), whether the target is 

public or private (Fuller et al., 2002), and the interaction thereof is also correlated with abnormal 

returns. We explore this further in Table 4 below. Premiums, which can reflect expected 

synergies, or potential overpayment may also be correlated with announcement returns (Eckbo, 

2009). The evidence in Table 3 (Panel B) indicates that large bidders are more likely to pursue 

diversified, cross border and hostile deals, potentially explaining lower CARs. Larger acquirers 

are also more likely to bid for public targets, and to pay with cash. Surprisingly, premiums do not 

differ significantly between large and small – one potential reason why Australian large 

acquirers do not lose in takeovers.    

Table 4 reports the CARs by acquirer size, method of payment and organizational status (i.e., 

public or private). The most noteworthy finding is that acquirers in Australia generate positive 

returns in stock deals, which at 3.72% is significantly higher than that generated in cash or mixed 

deals. While part of this can be explained by the higher returns on private deals financed with 

stock (4.53%), public deals financed with stock also generate positive and significant returns of 

1.71%, which appear to be greater (although not significantly so) for larger acquirers, at 2.25%. 

The prior literature in Australia generally fail to find any significant differences in acquirer 

returns by method-of-payment (e.g., Da Silva Rosa, Izan, Steinback, and Walter, 2000; Bugeja 

and Da Silva Rosa, 2010), although they do not interact method-of-payment with organizational 

status. Interestingly, using a sample of Canadian mergers completed during 1964-1983, Eckbo 

and Thorburn (2000) report a similar positive finding for acquirers who use stock to finance 

mergers. They cite possible lower adverse selection problems compared to the US market as one 



 

71 
 

explanation. However, like the prior Australian papers, they also do not interact method-of-

payment with organization status, so it is difficult to rule out the impact of stock-finance private 

deals as an alternative explanation for their result. Our multivariate regression models reported in 

Section 4.1 show, however, that only private deals financed with stock win after controlling for 

other deal and acquirer financial characteristics. This suggests that other factors probably drive 

the significant positive returns for public deals financed with stock as reported in Table 4.   

Also of interest are the differences in returns across large and small acquirers. While small 

acquirers generate higher returns with any method-of-payment in private deals, large acquirers 

perform better in stock financed public deals. The findings are different from those reported in 

the US, which show that large acquirers significantly lose when they acquire public targets 

financed with stock (Moeller et al., 2004).31 One possible explanation for the higher observed 

returns for stock finance public deals in Australia compared to the US is the impact of merger 

arbitrage, which Mitchell, Pulvino and Stafford (2004) show accounts for nearly half of the 

observed downward pressure on bidding firm announcement returns in US stock financed public 

deals. The downward pressure arises when merger arbitragers’ short-sell bidding firm equity in 

stock deals as a hedge against market risk. If Australia has a less active merger arbitrage market, 

this could explain the observed positive and significant CARs for our sub-sample of stock only 

financed deals directed at listed targets. To explore this further, Figure 2 plots the CARs by 

method-of-payment, starting 20 days prior to the takeover announcement to 20 days after.32 

Similar to Figure 1, we observe a run-up in returns, which is much more prominent in stock 

acquisitions. More importantly, we observe some immediate downwards pressure on the returns 

                                                           
31  Additional tests reported in section 4.6 confirm the findings using a comparable sample of US takeovers. 
Specifically, we show that US acquirers’ worse performance is not simply because US firms are larger on average 
than Australian acquirers.  
32 Extending the post-announcement period to 200 days, which would cover the merger closing period, does not alter 
our conclusions. 
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to stock acquisitions, starting from the announcement day, but which persists over the next 20 

days. Since we do not observe the same downward pressure in cash deals, this would suggest 

some evidence of merger arbitrage activity in stock deals, as also reported by Mitchell et al. 

(2004).33 Nevertheless, any downward pressure exerted by merger arbitrage is only temporary, 

since the short positions are reversed on takeover completion. Mitchell et al. (2004) show that 

even after accounting for merger arbitrage, US stock acquirers continue to generate negative 

equally-weighed CARs, albeit statistically insignificant. In our multivariate regression models 

we control for method-of-payment and public status by using three method-of-payment dummy 

variables (cash, stock and mixed) interacted with public and private dummies, giving six 

combinations (i.e., public-cash, public-stock, public-mixed, private-cash, private-stock, and 

private-mixed). To avoid the dummy variable trap, we exclude private-mixed. 

Table 5 reports a correlation matrix for the variables used in our study. Noteworthy is the 

negative correlation between CARs and measures of size (market capitalization and book assets). 

Relative size is positive and significant, suggesting that acquiring larger targets generates higher 

returns. Takeovers directed at private targets financed with stock also generate higher returns, 

consistent with Fuller et al. (2002), who claim that the market values the addition of a large 

shareholder, who has the ability and motivation to monitor acquirer managers going forward.     

 

 

                                                           
33 Unfortunately, we do not have access to short-interest data for our Australian sample, which would have provided 
clearer evidence of an increase in short-selling post-bid announcement. Maheswaran and Yeoh (2005) do, however, 
report similar results to Mitchell and Pulvino (2001) on the profitability of merger arbitrage using an Australian 
sample.   
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3.4.1 Multivariate	results	

The regression results reported in Table 6 confirm a size-effect for Australian acquirers. The 

coefficient values on all our acquirer size variables are negative (models 1 to 5), confirming that 

large acquirers generate lower CARs, even after controlling for acquirers’ financial and deal 

characteristics34. Interestingly, our results indicate that the size-effect is not concentrated in the 

largest acquirers, defined as those with a market capitalization in the top 25th percentile of ASX 

firms. While the coefficient value for the top 25th percentile size dummy is negative, it is not 

statistically significant. This would suggest that larger firms in general perform worse. The 

control variables are largely consistent with expectations, but two findings are noteworthy. First, 

relative size is positive and significant in all models, including regressions on small and large 

acquirers (models 6 to 9). Moeller et al. (2004) found similar results in a regression estimated on 

all acquirers in their sample, but reports a negative and significant coefficient for a sample of 

only large acquirers, which they argue suggests possible hubris and overpayment. For our 

sample, while the coefficient value on relative size is smaller in magnitude for large acquirers 

than small, it remains positive and significant, indicating that overpayment is unlikely to be an 

issue for large Australian acquirers. Indeed, the descriptive statistics reported in Table 2 confirm 

no significant differences in premiums paid by large versus small acquirers. The second 

noteworthy finding is that private deals financed with stock generate higher returns, confirming 

the benefits of acquiring a new large concentrated shareholder (Fuller et al., 2002).    

While the results reported in Table 6 indicate that large acquirers generate lower CARs, they 

do not tell us whether larger acquirers make value-destroying deals, after controlling for other 

factors. To address this question, we report probit regressions, where the dependent variable 

                                                           
34 Defining CARs using longer windows (i.e., -5,+5, -10,+10, to 50,+50) in the regressions does not alter our 
findings on the size-effect. 



 

74 
 

takes a value of 1 if the acquirer’s CAR is positive, and 0 if negative. The results reported in 

Table 7 indicate that the probability of a value-destroying acquisition does not significantly 

increase with the acquirer’s market capitalization or book-asset value. The results for the other 

financial and deal characteristics are consistent with those reported in the OLS regressions in 

Table 6.  

Taken together, the OLS and probit regression results suggest that large acquirers are not 

more likely to destroy value than small acquirers are. However, large acquirers’ acquisitions 

generate lower CARs than small acquirers’ acquisitions. Moeller et al. (2004) reports that large 

US-acquirers lose, which they attribute to possible overpayment. We show, however, that 

premiums in Australian takeovers are relatively small by international comparisons (e.g., Rossi 

and Volpin, 2004; Eckbo, 2009). More importantly, premiums paid by large and small acquirers 

do not differ statistically. Nevertheless, large acquirers could still overpay if the premiums they 

pay, while no different from smaller acquirers, are used to buy targets that produce low or 

negative synergies. We investigate this further in the next section. 

 

3.4.2 Do	large	acquirers	overpay?	

To examine overpayment we calculate takeover premiums. Premiums are calculated in two 

ways. First, it is calculated for all publicly listed targets as the transaction value as reported by 

Thomson’s SDC Platinum database relative to the target’s market capitalization, measured 1-

day, 1-week and 1-month prior to the takeover announcement. However, requiring takeover 

premium reduces the sample size significantly since it is only available for publically listed 

targets. Thus, the second method computes a ‘proxy’ premium for each acquisition that does not 

have premium data, i.e., private targets. This value is taken as the average premium for a 
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portfolio of listed targets from the same industry and year as the private target, consistent with 

Officer (2007).35  

We first examine whether firm size is correlated with premiums in a multivariate regression, 

after controlling for other financial and deal characteristics. The premium regressions reported in 

Table 8 confirm that larger acquirers do not pay higher premiums. In fact, the results suggest the 

opposite, although the coefficient values on size are not always significant. Interestingly, relative 

size is negative and significant, suggesting that premiums are generally lower when acquiring 

larger targets. Also noteworthy, is that higher premiums are required in overseas deals (cross 

border), those where there is more than one competing bidder (competed) and in hostile deals. 

On the other hand, conglomerate or diversified deals appear to cost the bidder less. These results 

are consistent with expectations, and the extant literature. 

Since premium is not positively correlated with larger size, it is unlikely to explain the larger 

returns to smaller acquirers. This is confirmed in unreported regressions similar to those reported 

in Table 6, but including either actual premium or Officer’s (2007) proxy premium. For all 

regressions, the coefficient value on premium is positive, albeit statistically insignificant.  

Further, our measures of firm size remain statistically significant, confirming that overpayment 

does not explain why the market reacts less positively to large firms’ acquisitions. This raises the 

issue of whether large acquirers select targets with low or negative synergies. To test this we 

examine the combined CARs to bidders and targets. The results reported in Table 9 (Panel A) 

indicate that all combined acquirer/target CARs are significant and positive, suggesting that the 

market expects synergies. Consistent with the acquirer CARs reported in Table 2, small acquirers 

appear to generate higher combined CARs. More importantly, however, large acquirers generate 

                                                           
35 Only 250 acquisitions in our sample have data to calculate takeover premiums. The proxy premium variable 
increases the sample to 900 acquisitions. Unfortunately, the remaining acquisitions in our sample did not have a 
sufficiently close comparable acquisition for us to calculate a proxy premium for them.  
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larger dollar CARs (DCARs), indicating that their acquisitions are predicted to be more 

profitable. Panel B of Table 9 reports the combined CARs and DCARs over longer windows (-

20, +20) through (-210, +210). The combined CARs are significant and positive for both small 

and large acquirers, which persists across all windows. While differences in combined equally-

weighed CARs are insignificant across longer windows, large acquirers continue to enjoy 

significantly greater dollar CARs (DCARs) across all windows.   

To further examine the determinants of combined CARs, we estimate regression models 

(unreported) similar to those reported for the acquirer in Table 6, where the dependent variable is 

the combined CARs to the acquirer and the target. 36  While the sample only contains 241 

observations for these models, the results confirm that acquisitions by larger acquirers generate 

significantly lower combined equally-weighted CARs (at the 1% level). Method of payment 

(cash only or stock only) has no significant impact on combined CARs, but leverage is positive 

and significant, indicating the presence of some financial synergies for acquirers and targets in 

public deals.   

The results overall indicate that while large bidders generate lower announcement CARs, 

their deals generate higher dollar CARs or net present values, and so are more profitable than 

smaller acquirers. This arises because large bidders neither overpay (i.e. do not pay higher 

premiums) nor make value-destroying takeovers (i.e. takeovers for which combined CARs are 

negative).   

 

                                                           
36 Since the sample contains only publically listed targets (for which we can calculate CARs), we drop the private 
method of payment interaction dummies from the models. Note that the public mixed dummy is also excluded to 
avoid the dummy variable trap. 
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3.4.3 Do	large	acquirers	have	worse	post‐takeover	operating	performance?		

The results so far indicate that large acquirers’ takeovers generate value. However, the paper 

has measured this using the market’s short-term reaction to the takeover announcement. In this 

section we examine if this manifests itself in long-term operating improvements. To assess this, 

the paper examines the relation between post-takeover return on assets and size, bidder, and deal 

characteristics. We estimate the following model:  

i i i i iIAROA size bidder deal                (1) 

 IAROA is the bidder’s average post-takeover industry-adjusted return on assets for the 3 years 

after the takeover. For a given firm and year, IAROA is the bidder’s ROA less the industry-

median ROA. ROA is measured as pre-depreciated operating profit scaled by book value of total 

assets. The variable size is the relevant size variable and bidder and deal characteristics are as in 

our CARs regressions. We retain pre-acquisition operating performance in order to control for 

auto-correlation in ROA.  

Table 10 reports the regression results, which indicate that post-takeover operating 

performance increases with acquirer size. This holds across all size definitions and is significant 

at the 1% level. Unsurprisingly, pre-takeover operating performance is positively correlated with 

post-takeover operating performance, indicating auto-correlation in ROA. In models (3) and (4), 

we include Officer’s (2007) proxy premium, which we find to be positively and significantly 

correlated with long-run operating performance.37 This indicates that premiums are more likely 

to reflect real operating synergies as opposed to hubris and overpayment. Taken together, the 

results confirm that large acquirers’ acquisitions do create real value, and further, the positive 

correlation with premium suggests that the market correctly anticipated these improvements.   

                                                           
37 In unreported regressions using a smaller sample of public only deals which have actual premium values we find 
similar results, although the explanatory power of the models are not as large as those reported in Table 10. 



 

78 
 

 

3.4.4 Are	 large	 acquirers	 less	 likely	 to	 be	 disciplined	 by	 the	 market	 for	

corporate	control?	

Our results indicate that in Australia CEOs and the boards of larger acquiring firms are less 

inclined to be entrenched. We have hypothesized that this is due to the absence of entrenchment 

mechanisms in the form of ATPs. Offenberg (2009) finds that large bidders in general are less 

likely to be targeted, suggesting that firm size is an effective anti-takeover mechanism. 

Following their approach, we estimate a regression model where the dependent variable is binary 

taking a value of 1 if an acquirer is targeted for a takeover within 4 years of its last acquisition, 

and zero otherwise. The independent variables include the announcement acquirer CARs, firm 

size and control variables for leverage, free cash flow and Tobin’s q. We also include a serial 

dummy variable and a dummy that identifies whether the acquirer belongs to a technology 

related industry. To test whether CARs of larger firms (as in Offenberg, 2009) provide any 

incremental predictive power we use interaction terms to denote CARs of large acquirers using 

our large size dummies.  

The results reported in Table 11 confirm that bad bidders are more likely to be targeted for 

takeover, supporting Manne’s (1965) view that the market for corporate control is an effective 

disciplining mechanism. Unlike, Offenberg (2009), however, firm size is not statistically 

significant for any of the models, indicating that larger firm size does not provide an effective 

takeover defense. Also, interacting acquirer CARs with different size measures (models 5 to 8) 

produces insignificant coefficients for all models, except model 6, which captures returns to 

firms in the top 25th percentile – the largest acquirers in our sample. The sign on the interaction 

term is positive however, indicating that the largest and most profitable firms are more likely to 
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be targeted. Clearly, these are not disciplining takeovers, but are probably motivated for other 

reasons. Since our results show that larger acquiring firms generate higher dollar gains on 

average in takeovers, the evidence points to synergy motivations. However, the positive 

coefficient on the interaction term combined with the negative coefficient on CARs does suggest 

that while small bad bidders are likely to be later acquired, some very large bad bidders may 

escape discipline. The marginal statistical significance (at 10%) of the interaction term and the 

fact that it becomes insignificant when we use at top 10th percentile to define large (unreported) 

suggests that size is unlikely to be a significant deterrent to takeover. Taken together, the results 

suggest that larger size on average plays no major role in determining takeover likelihood for bad 

bidders, and so does not influence the efficient functioning of a disciplining market for corporate 

control in Australia. 

 

3.4.5 Do	 large	 perform	 better	 because	 large	 Australian	 firms	 are	 not	 large	 by	

international	comparisons?	

One possible explanation for the better results reported for large Australian acquirers is that 

large firms in Australian are simply not large when benchmarked against international standards, 

particularly the US. Specifically, what we report as ‘large’ in Australia may merely be ‘medium’ 

in the US, suggesting that Australian firms simply do not become large enough to become 

significantly entrenched. To examine this issue we first extract a sample of US successful 

takeovers from SDC Platinum over the same time period (1993-2007) and that meet the same 

data requirements for inclusion in the sample as we applied to our Australian sample. Table 12 

(Panel A) reports the breakdown in asset values (taken from Compustat for US acquirers) using 

various breakpoints to define large and small acquirers. Asset values are in 2008 Australian 
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dollars, which we calculate using the USD/AUD exchange rate on the acquisition announcement 

date. As expected, large US acquirers are larger than their Australian counterparts by about a 

factor of 6, which holds across all definitions of large. However, when we compare the relative 

size of large acquirers to small within each market, Australian large acquirers are just as large as 

their US counterparts. For example, defining large (small) as the top 10% (bottom 90%), the 

relative ratios are 21 and 18, respectively for the US and Australia. Defining large (small) as the 

top 25% (bottom 75%) shows that on a relative basis, large Australian acquirers are actually 

larger than their US counterparts, with relative ratios of 25 and 21, respectively. Therefore, if 

size is an effective entrenchment mechanism in the US (which Moeller et al., 2004 shows), it 

should equally be effective in Australia. The results from our analysis so far suggest otherwise, 

indicating that the absence of ATPs may have a role to play in promoting value-enhancing 

behavior. 

To examine this further, we examine the CARs and DCARs for our US sample, and a 

comparable sub-sample, which we define as US acquirers whose total assets in the year of the 

takeover, in Australian dollar terms, are equal to or below the maximum assets of any Australian 

acquirer in our sample. If our results are due to the smaller absolute size on average of large 

Australian acquirers, then there should be no significant size effect in a sample of equivalent US 

acquirers. Panel B of Table 12 reports the CARs and DCARs. Consistent with Moeller et al. 

(2004), we report a positive equally-weighted CAR of 1.53% for the full sample of acquirers, 

which increases to about 1.66% for our comparable US sample. The increase in the CARs for the 

comparable sample is due to excluding some of the largest US acquirers from the sample, which 

are more likely to be loss making. In line with expectations, the CARs are lower for more 

extreme definitions of large, with significant differences in CARs between large and small, 
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confirming a size-effect. More importantly, the dollar CARs (DCARs) are negative and 

statistically significant for large US comparable acquirers, defined as those in the top 10th, 25th or 

75th percentiles. This confirms that comparable large US acquirers are, on average, value 

destroying. We also test whether the size-effect we observe in our comparable US sample holds 

after controlling for deal and financial characteristics, and estimate regression models similar to 

those reported in Table 6. The results (unreported) confirm that the size-effect is robust to the 

inclusion of deal and other acquirer financial characteristics.         

 

3.5 Additional robustness tests  

In this section we examine whether our key findings are robust to some econometric 

concerns related to multicollinearity and endogeneity.  

The results are robust to multicollinearity concerns. Multicollinearity is a live issue due to 

possible correlation between the variables. Eigenvalue, VIF, and condition index tests indicate 

that multicollinearity does not bias the results. The paper further assesses multicollinearity using 

principal components analysis. This condenses all control variables into six non-collinear 

principal components. Thereafter, it regresses size (and other applicable independent variables) 

on CARs, controlling for the principal components. The results are qualitatively the same as 

those reported in Table 6.  

While OLS regression results reported can establish correlation, they may not establish 

causation (Hayashi, 2000). OLS estimators are biased and inconsistent if the model exhibits 

endogeneity, omits variables that may explain CARs, or inaccurately measures explanatory 

variables (Wooldridge, 2002; Greene, 2008). Biased and inconsistent estimators motivate using 

2-stage least squares (2SLS) and GMM. Brown and Caylor (2006) suggest using 2SLS to resolve 
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reverse causality. However, 2SLS is inefficient due to heteroscedasticity and clustering and is 

vulnerable to weak instruments (Staiger and Stock, 1997; Wooldridge, 2002). This motivates 

using GMM, which is argued to be robust to non-normality and more robust to weak instruments 

(Cliff, 2003).38 Table A2 in the appendix reports the results of GMM regressions that control for 

potential endogeneity between the size variable(s) and CARs. Size coefficients remain negative 

and statistically significant, confirming that large acquirers make acquisitions that generate lower 

CARs.  

 

3.6 Conclusion 

The main purpose of this paper is to examine if a size effect in acquirer returns exists in a 

market where ATPs are prohibited, and so managerial entrenchment is more difficult. Using 

Australian data our results are consistent with the view that a competitive takeover market can 

ameliorate latent managerial entrenchment. The paper finds that while a size-effect exists, large 

acquirers actually make more profitable acquisitions, which is in stark contrast to the US 

literature and results reported in this paper for a comparable US sample covering the same time 

period as our Australian sample. We find that larger Australian acquirers are less inclined to 

overpay, and generate larger post-takeover operating performance returns. We also show that the 

market for corporate control appears to be effective in Australia at disciplining bad bidders. 

However, unlike US evidence in Offenberg (2009), firm size does not appear to overly influence 

the disciplining ability of the takeover market. While factors other than the non-existence of 

ATPs could account for the better performance in takeovers by large Australian acquirers, 

empirical evidence cited here suggests otherwise. For example, several papers provide support 
                                                           
38 The instrumental variables used include the acquirer’s depreciation expense, total debt, net cash from financing, 
property plant and equipment, and common dividends. 
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for the view that ATPs facilitate larger size by encouraging empire building behavior through 

takeovers, which the literature shows are typically value-reducing (see, e.g., Bauguess and 

Stegemoller, 2008; Harford et al., 2009; Masulis et al., 2007). Also, Bradley et al. (1988) fail to 

find any evidence of a significant size-effect in acquirer returns pre-1980, when ATPs did not 

exist. In fact, he reports that larger acquirers actually performed significantly better than smaller 

acquirers during this period. Our findings are consistent with the view that in the absence of 

ATPs, the Australian takeover market probably somewhat resembles the workings of the pre-

1980s (i.e., 1963-1980) market in the US – one that was clearly more effective in promoting 

value-enhancing takeovers by larger firms.  

The findings of the paper should be of interest to regulators and policy makers who are 

interested in the workings of the market for corporate control. Importantly, they at least suggest 

that a more efficient takeover market can be attained by regulating or prohibiting the use of 

provisions that may protect managers who are inclined to destroy shareholder value. The results 

provide additional support for Manne’s (1965) view that a well functioning market for corporate 

control serves a useful purpose by providing a useful ‘check’ on managerial performance.  

The findings in this paper suggest several avenues for future research. One avenue is to 

determine whether sovereign governance around the world causes changes in firm-behavior. This 

could focus on the relation between regulation and governance, and the size-performance 

relationship. This draws on the observation in Fan, Wei and Xu (2010) that regulation and 

governance impact corporate behavior, especially in emerging markets. Future research may also 

examine whether corporate mobility influences law reform, especially within regional economic 

blocks such as the EU (following McCahery, 2006; .Bratton, McCahery, and Vermeulen, 2008). 
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An alternative approach could examine whether actual or apparent corporate governance failings 

drive sovereign law reform, and whether these forms create value.  
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Appendix: Table A1 
Variable definitions 
Variable Definition 
Panel A: Size variables 
Book assets The natural logarithm of the bidder’s net assets (inflated to 2008 dollars). 
Market capitalization The natural logarithm of the bidder’s market capitalization 1 day before the 

acquisition. 
Top 25th, 50th, 75th  Dummy variable that equals 1 if the bidder’s book assets (inflated to 2008 

dollars) are in the top 10%, 25%, 50% and 75% of the sample, 
respectively.  

 
Panel B: Bidder Characteristics 
Leverage The bidder’s book debt over book assets. 
Tech Dummy variable that equals 1 if the bidder is in a SIC high tech industry 

and equals 0 otherwise. The high-tech industries relate to computer 
hardware (SIC codes 3571, 3572, 3575, 3577, 3578); communications 
equipment (3661, 3663, 3669); electronics (3671, 3672, 3674, 3675, 3677, 
3678, 3679); navigation (3812); measuring equipment (3823, 3825, 3826, 
3827, 3829); medical technology (3841, 3845); telecommunications 
equipment (4812, 4813); communication services (4899); or software 
(7371, 7372, 7373, 7374, 7375, 7378, 7379). 

Free cash flow 
 
Tobin’s q 
 

Cash flow from operating activities less capital expenditures scaled by 
book value of assets 
Market value of assets (market value at accounting year-end prior to bid -
book value of equity + total assets) scaled by total assets 

Return on assets Pre-depreciated operating profit scaled by book value of assets 
Cash holdings to assets Cash and marketable securities scaled by book value of assets 
Serial (>1 takeover) Dummy variable that equals 1 if the acquirer completed 1 or more 

takeovers during the sample period and 0 otherwise. 
Serial (≥5 takeovers) Dummy variable that equals 1 if the acquirer completed 5 or more 

takeovers during the sample period and 0 otherwise. 
Serial (≥2 takeovers in 
2 years) 

Dummy variable that equals 1 if the acquirer completed 2 or more 
takeovers within a 2 year period and 0 otherwise. 
 

Panel C: Deal Characteristics 
Relative size 
Public cash  
 
Public stock  

Transaction value scaled by acquirer market value year prior to takeover 
Dummy variable that equals 1 if 100% of the consideration is cash and the 
target is public; equals 0 otherwise. 
Dummy variable that equals 1 if 100% of the consideration is stock and 
target is public; equals 0 otherwise. 

Public mixed Dummy variable that equals 1 if consideration is cash and stock and target 
is public; equals 0 otherwise. 

Private cash Dummy variable that equals 1 if 100% of the consideration is cash and 
target is private; equals 0 otherwise. 

Private stock Dummy variable that equals 1 if 100% of the consideration is stock and 
target is private; equals 0 otherwise. 

Hostile Dummy variable that equals 1 if SDC classifies the deal as hostile or a 
tender offer and equals 0 otherwise.  

Public Dummy variable that equals 1 if the target lists on an exchange and equals 
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0 otherwise 
Private Dummy variable that equals 1 if the target is not listed on an exchange and 

equals 0 otherwise 
Cash only Dummy variable that equals 1 if 100% of the consideration is cash and 

equals 0 otherwise. 
Stock only Dummy variable that equals 1 if 100% of the consideration is stock and 

equals 0 otherwise. 
Mixed Dummy variable that equals 1 if consideration is cash and stock and equals 

0 otherwise. 
Cross border Dummy variable that equals 1 if the bidder and target are in different 

countries and equals 0 otherwise.  
Competed Dummy variable that equals 1 if the acquisition features multiple bidders 

and equals 0 otherwise.  
Premium (1-week) 
 

Transaction value scaled by the target’s market capitalization measured 1-
week prior to the takeover offer, minus 1. 

Premium (1-month) 
 

Transaction value scaled by the target’s market capitalization measured 1-
month prior to the takeover offer, minus 1. 

Proxy Premium Premium is computed following Officer (2007). The calculation involves 
two steps. First, calculate the actual 1-week or 1-month premium for each 
publically listed target firm, as defined above. Second, for each firm that is 
not listed (i.e. does not have a market capitalization), proxy the takeover 
premium as the average premium for that target’s industry in that 
acquisition year.  

 
  
Table A2 
GMM cross-sectional regressions of announcement abnormal returns (CARs) 
 Definition of acquirer size 

 Market 
Capitalization

(1) 

Book 
Assets 

(2) 

Large 
Top25th 

(3) 

Large 
Top50th 

(4) 

Large 
Top75th 

(5) 
Acquirer size -0.375*** -0.362*** -1.453** -2.057** -0.471 

 (0.131) (0.128) (0.657) (0.999) (2.896) 

Relative size 0.862** 1.048*** 1.074*** 1.077*** 1.159***

 (0.391) (0.380) (0.381) (0.379) (0.393) 

Leverage -0.405* -0.158 -0.208 -0.139 -0.25 

 (0.230) (0.227) (0.228) (0.227) (0.229) 

Free cash flow 1.314 1.258 1.265 1.25 0.62 

 (0.868) (0.865) (0.895) (0.893) (0.847) 

Tobin’s q 0.055* 0.016 0.023 0.017 0.035 

 (0.031) (0.033) (0.033) (0.034) (0.045) 

Return on assets 3.014*** 3.007*** 2.772*** 2.711*** 2.910***

 (0.666) (0.725) (0.752) (0.762) (0.772) 

Cash holdings to assets -1.153 -1.199 -0.983 -1.194 -0.852 

 (0.743) (0.750) (0.715) (0.760) (0.816) 

Public cash -1.542** -1.618** -1.634** -1.604** -1.764**
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 (0.704) (0.702) (0.701) (0.716) (0.709) 

Public stock 0.668 0.596 0.614 0.458 0.501 

 (1.599) (1.595) (1.587) (1.597) (1.607) 

Public mixed -1.594** -1.654** -1.654** -1.686** -1.782**

 (0.720) (0.721) (0.721) (0.726) (0.729) 

Private cash -0.152 -0.132 -0.189 -0.149 -0.316 

 (0.585) (0.589) (0.594) (0.587) (0.597) 

Private stock 2.284** 2.220** 2.328** 2.290** 2.650** 

 (1.108) (1.108) (1.105) (1.114) (1.157) 

Hostile -0.084 -0.059 -0.179 0.059 -0.039 

 (0.760) (0.758) (0.760) (0.766) (0.769) 

Tech 0.312 0.287 0.221 -0.174 0.023 

 (0.750) (0.758) (0.765) (0.768) (0.795) 

Cross border -0.151 -0.136 -0.202 -0.119 -0.367 

 (0.446) (0.447) (0.446) (0.466) (0.485) 

Competed -1.148 -1.093 -0.906 -1.199 -1.086 

 (0.896) (0.905) (0.917) (0.917) (0.896) 

Conglomerate -0.22 -0.174 -0.196 -0.281 -0.368 

 (0.414) (0.414) (0.417) (0.410) (0.409) 

Serial2 (≥ 5 takeovers) 0.048 0.015 -0.034 0.038 -0.461 

 (0.411) (0.411) (0.430) (0.448) (0.539) 

Constant -9.72 -9.863 -9.749 -9.224 -23.004 

 (21.582) (23.196) (22.757) (23.328) (31.756)

No. of observations 1,222 1,222 1,222 1,222 1,222 

Wald χ2 87.62*** 85.76*** 80.63*** 80.73*** 75.72***

The table reports General Method of Moments (GMM) regressions of CARs on bidder and deal 
characteristics. The dependent variable is the 3-day market model CAR (in percentages). The independent 
variables are variables representing size, bidder characteristics and deal characteristics. The instrumental 
variables used include the acquirer’s depreciation expense, total debt, net cash from financing, property 
plant and equipment, and the value of common dividends. The size variables in columns 1 and 2 are 
market capitalization and book value of assets. In columns 3 to 5, a large size dummy is used which 
equals 1 if the bidder’s market capitalization is equal to or greater than the market capitalization of the 
25th, 50th or 75th percentile of ASX firms in the same year. Other variable definitions are given within this 
appendix. Standard errors denoted in parentheses are adjusted for heteroskedasticity and acquirer 
clustering. All regression control for year fixed effects (unreported). Superscripts ***, **, * denotes 
significance at 1%, 5% and 10%, respectively. 
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3.7 Tables  
 
Table 1 
Sample composition 

Year Number of 
takeovers 

% of 
sample 

Average 
acquirer market 

value 
$A(m) 

Top25th  
(Large) 

Bottom75th  
(Small) 

Top75th  
(Large) 

Bottom25th  
(Small) 

1993 2 0.11 228 1 1 1 1 
1994 7 0.37 174 0 7 5 2 
1995 28 1.47 2,046 10 18 27 1 
1996 38 2.00 696 7 31 35 3 
1997 56 2.95 727 9 47 42 14 
1998 93 4.89 1,222 24 69 87 6 
1999 116 6.11 1,612 29 87 98 18 
2000 108 5.68 2,909 35 73 91 17 
2001 125 6.58 1,915 37 88 101 24 
2002 118 6.21 1,501 22 96 70 48 
2003 188 9.89 1,269 41 147 123 65 
2004 216 11.37 1,519 40 176 142 74 
2005 217 11.42 1,132 33 184 154 63 
2006 309 16.26 2,041 60 249 222 87 
2007 279 14.68 1,854 63 216 199 80 
Total 1,900 100% 1,390 411 1,489 1,397 503 

The table reports the number of completed takeovers over the sample period 1990 to 2007, the average 
acquirer size (converted to 2008 dollars), and the number of large (small) acquirers defined as having a 
market capitalization equal to or greater (less) than the market capitalization of the 25th or 75th percentile 
of ASX firms in the same year. 
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Table 2 
Announcement cumulative abnormal returns (CARs) for large and small acquirers  
 All Top25th 

(Large) 
Bottom75th 

(Small) 
Diff Top75th 

(Large) 
Bottom25th 

(Small) 
Diff 

CAR (-1,+1) (%) 1.516*** 0.561*** 3.130*** -2.570*** 1.082*** 9.459*** -8.378*** 
 (0.725)*** (-0.005) (0.948)*** (-0.953)*** (0.508)*** (2.512)*** (-2.003)*** 
DCARs ($A, millions) 5.302*** 7.965*** 0.802*** 7.163** 5.564*** 0.515*** 5.049 
 (0.598)*** (-0.035) (0.653)*** (-0.688) (0.782)*** (0.409)*** (0.373) 
VWCARs (%) 0.168 0.160 1.243 -1.083 0.168 9.430 -9.263 
        
No. of observations 1,900 411 1,489  1,397 503  

The table reports CARs, DCARs, and VWCARs for samples of all, large and small acquirers. Large (small) acquirers are defined as those having a market 
capitalization equal to or greater (less) than the market capitalization of the 25th or 75th percentile of ASX firms in the same year. CARs are 3-day (-1,+1) 
cumulative abnormal returns (in percentages) estimated using the market model with the All Ordinaries index used to proxy the market return. DCARs are the 
average inflation-adjusted (to 2008) abnormal dollar return, calculated for each acquirer as the 3-day CAR times acquirer market capitalization 4 days prior to 
the takeover announcement. VWCARs are the DCARs divided by the total market capitalization of all firms in the sub-sample. Median values are reported in 
parentheses. Superscript ***, **, * denotes value is significantly different from zero at 1%, 5%, and 10% levels, respectively. 
 
 
 



 

90 
 

Table 3 
Descriptive statistics by acquirer size 

All Top25th Bottom75th Top75th Bottom25th 

Firms (Large) (Small) (Large) (Small) 

Panel A: Bidder characteristics 
Total Assets ($A, millions) 1,319 4,812*** 152 1,753*** 13 

(139) (2,805)*** (71) (310)*** (12) 
Market capitalization ($A, millions) 2,788 9,586*** 517 3,644*** 217 

(299) (4,348)*** (153) (599)*** (31) 
Relative size 0.196 0.077*** 0.235 0.154*** 0.319 

(0.039) (0.010)*** (0.054) (0.028)*** (0.079) 
Leverage 0.537 0.633*** 0.345 0.518*** 0.074 

(0.113) (0.154)*** (0.043) (0.117)*** (0.014) 
Free cash flow -0.098 -0.071*** -0.142 -0.087*** -0.289 

(-0.027) (-0.015)*** (-0.065) (-0.024)*** (-0.225) 
Tobin’s q 4.289 2.075*** 5.028 3.141*** 7.734 

(2.109) (1.731)*** (2.339) (1.908)*** (3.206) 
Return on assets 0.098 0.211*** 0.060 0.210*** -0.239 

(0.177) (0.197)** (0.163) (0.201)*** (0.031) 
Cash holdings to assets 0.261 0.138*** 0.295 0.200*** 0.432 

(0.118) (0.074)*** (0.145) (0.093)*** (0.231) 

Panel B: Deal characteristics 
Public 0.204 0.276*** 0.179 0.237*** 0.104 
Private 0.796 0.724*** 0.821 0.763*** 0.896 
Cash only 0.189 0.255*** 0.168 0.209*** 0.132 
Stock only 0.125 0.045*** 0.151 0.095*** 0.214 
Mixed 0.686 0.700 0.681 0.696 0.654 
Public cash 0.081 0.129*** 0.065 0.099*** 0.026 
Public stock 0.035 0.022 0.039 0.039** 0.024 
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Public mixed 0.088 0.125*** 0.075 0.099** 0.055 
Private cash 0.108 0.125 0.103 0.109 0.106 
Private stock 0.090 0.024*** 0.112 0.056*** 0.191 
Private mixed 0.598 0.575 0.606 0.598 0.599 
Hostile 0.075 0.082 0.073 0.090*** 0.029 
Tech 0.067 0.022*** 0.083 0.046*** 0.130 
Cross border 0.220 0.343*** 0.179 0.241*** 0.159 
Competed 0.012 0.016 0.010 0.014** 0.004 
Conglomerate 0.717 0.776* 0.697 0.725 0.692 
Serial1 (>1 takeover) 0.839 0.963*** 0.798 0.907*** 0.635 
Serial2 (≥ 5 takeovers) 0.459 0.800*** 0.345 0.553*** 0.177 
Serial3 (≥ 2 takeovers in 2 years) 0.565 0.773*** 0.495 0.650*** 0.308 
Premium (1-Day) 0.183 0.187 0.181 0.176 0.242 

(0.117) (0.114) (0.120) (0.114) (0.158) 
Premium (1-week) 0.218 0.230 0.212 0.210* 0.290 

(0.156) (0.152) (0.159) (0.149) (0.239) 
Premium (1-month) 0.248 0.231 0.257 0.240 0.325 

(0.178) (0.164) (0.198) (0.164)* (0.295) 
Officer’s (2007) proxy premium 0.242 0.220 0.250 0.227 0.295 

(0.199) (0.176) (0.213) (0.180) (0.270) 
The table reports summary statistics for acquirer financial and deal characteristics. Variable definitions are given in the appendix. Large (small) are defined as 
those having a market capitalization equal to or greater (less) than the market capitalization of the 25th or 75th percentile of ASX firms in the same year. 
Median values are given in parentheses. Superscripts ***, **, * indicates that the difference between large and small for each variable is statistically different 
from zero at the 1%, 5%, 10% level, respectively.  
  



 

92 
 

Table 4 
Announcement abnormal returns (CARs) by acquirer size, method of payment and target organizational status 
 
Panel A: All Cash only Stock only Mixed Cash-Stock Cash-Mixed Stock-Mixed 

All 1.516*** 0.658*  3.722***  1.364*** -3.063*** -0.706 2.357*** 
Large (Top25th) 0.561*** 0.177 2.186*** 0.463** -2.009*** -0.286 1.723*** 
Small (Bottom75th) 3.130*** 1.759* 5.116*** 2.944*** -3.357* -1.186 2.171* 
Large-Small -2.570*** -1.582* -2.930* -2.482*    

Panel B: Private targets       

All 1.806*** 0.941 4.528*** 1.569*** -3.587*** -0.628 2.960*** 
Large (Top25th) 0.593*** 0.314 2.142** 0.505** -1.827* -0.191 1.636** 
Small (Bottom75th) 3.638*** 2.230 6.090*** 3.294*** -3.860 -1.064 2.796** 
Large-Small -3.044*** -1.915 -3.948* -2.789***    

Panel C: Public targets  

All 0.395 0.278 1.711* -0.020 -1.433 0.298 1.731 
Large (Top25th) 0.457 0.005 2.251* 0.227 -2.246** -0.222 2.024 
Small (Bottom75th)  0.225 1.001 0.583 -0.795 0.417 1.796 1.379 
Large-Small 0.231 -0.996 1.667 1.022    

        
 

The table reports 3-day cumulative abnormal returns (CARs) based on size method of payment and organization form. Large (small) acquires are defined as 
those having a market capitalization equal to or greater (less) than the market capitalization of the 25th percentile of ASX firms in the same year. Variable 
definitions for method of payment types are given in the appendix. Panel A reports the analysis for all firms, and Panel B does likewise for acquirers who 
target only private targets. Panel C presents the result for acquirers who target only publically listed targets. Superscripts ***, **, * indicates that the value is 
statistically different from zero at the 1%, 5%, 10% level, respectively.  
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Table 5 

Correlation matrix  

Variable A B C D E F G H I J 

A. CARs 1 

B. Market cap -0.19* 1 

C. Assets -0.17* 0.83* 1 

D. Relative size 0.19* -0.36* -0.14* 1 

E. Leverage -0.05 0.19* 0.41* 0.19* 1 

F. Free cash 0.01 0.12* -0.01 -0.09* -0.38* 1 

G. Tobin’s q -0.01 0.07* -0.32* -0.09* -0.15* 0.12* 1 

H. ROA -0.02 0.16* 0.23* -0.03 0.05* 0.09* -0.27* 1 

I. Cash to assets 0.05* -0.18* -0.30* 0.01 -0.14* 0.03 0.26* -0.43* 1 

J. Public cash -0.05* 0.09* 0.13* 0.00 0.05* 0.03 -0.05 0.03 -0.02 1 

K. Public stock 0.00 0.01 0.00 0.06* -0.04* 0.01 -0.02 0.00 0.00 -0.06* 

L. Public mixed -0.06* 0.10 0.10* -0.02 0.06* -0.01 -0.03 0.03 0.02 -0.09* 

M. Private cash -0.02 0.02 0.04 -0.03 0.01 -0.01 0.00 -0.01 0.00 -0.10* 

N. Private stock 0.11* -0.22* -0.25* 0.02 -0.10* -0.06* 0.03 -0.11* 0.06* -0.09* 

O. Hostile -0.06* 0.08* 0.08* 0.03 -0.04 0.05* -0.02 0.02 -0.04 0.35* 

P. Tech 0.05* -0.12* -0.17* 0.01 -0.09* 0.03 0.10* -0.07* 0.12* -0.04* 

Q. Cross border -0.01 0.18* 0.16* 0.01 0.05* 0.03 0.06* 0.02 0.01 -0.02 

R. Competed -0.02 0.00 0.03 0.06* 0.04 0.02 -0.03 0.01 -0.01 0.13* 

S. Conglomerate -0.06* 0.07* 0.06* -0.07* 0.06* -0.04* 0.00 -0.03 0.00 0.03 

T. Serial2 -0.09* 0.45* 0.44* -0.11* 0.20* -0.03 -0.02 0.10* -0.11* 0.07* 

  K L M N O P Q R S T 

K. Public stock 1 

L. Public mixed -0.06* 1 

M. Private cash -0.07* -0.11* 1 

N. Private stock -0.06* -0.10* -0.11* 1 

O. Hostile 0.29* 0.15* -0.05* -0.04 1 

P. Tech 0.01 -0.04 -0.02 0.10* -0.03 1 

Q. Cross border -0.07* -0.02 0.09* -0.06* -0.05* 0.03 1 

R. Competed 0.05* 0.08* -0.02 -0.03 0.25* -0.01 -0.01 1 

S. Conglomerate -0.08* 0.03 0.01 -0.08* -0.02 -0.14* -0.03 0.02 1 

T. Serial2 -0.05* 0.04* 0.01 -0.08* 0.04 -0.04 0.07* 0.00 0.02 1 
The table reports Pearson pair-wise correlations. Variables are defined in the appendix. Superscript * denotes 
significance at the 5% level using a two-tailed test. 
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Table 6 
Cross-sectional regressions of announcement abnormal returns (CARs) 

Definition of acquirer size 

Variables 

Market  
Capitalization 

(1) 

Book 
Assets 

(2) 

Large 
Top25th 

 (3)   

Large 
Top50th 

(4)  

Large 
Top75th 

(5) 

Large 
Top25th  

(6) 

Small 
Bottom75th 

(7) 

Large 
Top75th 

(8) 

Small 
Bottom25th 

(9) 

Acquirer size -0.424*** -0.423*** -0.405 -1.151*** -1.768*** 
(0.145) (0.145) (0.422) (0.427) (0.682) 

Relative size 2.648*** 2.808*** 3.047*** 2.976*** 2.898*** 0.836* 3.437*** 1.312*** 4.651*** 
(0.553) (0.524) (0.527) (0.518) (0.514) (0.494) (0.564) (0.479) (0.947) 

Leverage -0.985*** -0.735** -0.943*** -0.852*** -0.845*** -0.201 -1.641*** -0.341 -1.551 
(0.300) (0.300) (0.297) (0.292) (0.288) (0.225) (0.451) (0.226) (1.598) 

Free cash flow 1.429 1.314 0.810 0.971 1.103 1.815 0.465 0.870 1.499 
(1.131) (1.141) (1.135) (1.132) (1.114) (1.248) (1.391) (0.842) (3.252) 

Tobin’s q -0.008 -0.051 -0.021 -0.030 -0.040 -0.218 -0.012 0.034 -0.032 
(0.039) (0.041) (0.040) (0.040) (0.040) (0.182) (0.041) (0.045) (0.059) 

Return on assets 0.152 0.130 0.096 0.072 0.120 -1.148 0.043 1.185 -0.251 
(0.253) (0.250) (0.232) (0.233) (0.245) (1.621) (0.252) (0.951) (0.348) 

Cash holdings to assets 0.106 0.104 0.301 0.184 0.182 4.247*** -0.291 0.880b -1.475 
(0.593) (0.584) (0.558) (0.563) (0.572) (1.238) (0.595) (0.403) (1.497) 

Public cash -1.024 -0.975 -1.137* -1.033 -1.006 -0.842 -1.276 -1.046* -0.818 
(0.706) (0.709) (0.706) (0.711) (0.698) (0.835) (0.940) (0.631) (3.555) 

Public stock 0.139 0.144 -0.073 0.021 0.142 -0.023 -0.071 0.215 -0.809 
(1.173) (1.167) (1.165) (1.165) (1.153) (1.396) (1.345) (1.226) (3.227) 

Public mixed -1.190* -1.178 -1.337* -1.323* -1.279* -0.092 -1.999** -0.880 -4.912* 
(0.735) (0.734) (0.727) (0.730) (0.730) (0.566) (0.988) (0.705) (2.697) 

Private cash -0.343 -0.298 -0.324 -0.293 -0.382 1.197** -0.866 0.116 -1.707 
(0.686) (0.688) (0.695) (0.688) (0.693) (0.577) (0.893) (0.622) (1.976) 

Private stock 2.012** 1.995** 2.341** 2.204** 2.079** 0.069 2.291** 1.779*** 2.242 
(1.033) (1.032) (1.038) (1.040) (1.0250 (0.885) (1.108) (0.705) (1.998) 
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Hostile -1.618** -1.669** -1.759** -1.683** -1.655** -0.226 -2.302** -1.080 -3.095 
(0.829) (0.824) (0.820) (0.820) (0.815) (1.101) (1.055) (0.789) (3.141) 

Tech 0.237 0.223 0.459 0.273 0.281 1.719** 0.159 -0.160 0.848 
(1.156) (1.163) (1.138) (1.148) (1.143) (0.877) (1.252) (0.785) (2.375) 

Cross border 0.488 0.478 0.248 0.370 0.343 0.267 0.141 0.030 1.461 
(0.537) (0.537) (0.540) (0.527) (0.526) (0.482) (0.730) (0.416) (1.867) 

Competed -0.673 -0.564 -0.457 -0.529 -0.494 -0.613 0.307 -0.383 -0.531 
(0.992) (0.977) (0.970) (0.979) (0.980) (1.361) (1.192) (0.838) (4.846) 

Conglomerate -0.567 -0.573 -0.598 -0.598 -0.611 -0.484 -0.602 -0.664* -0.822 
(0.481) (0.481) (0.484) (0.481) (0.481) (0.567) (0.584) (0.395) (1.423) 

Serial2 (≥ 5 takeovers) -0.220 -0.218 -0.695* -0.524 -0.416 1.432** -0.995** -0.547 0.668 
(0.431) (0.418) (0.428) (0.412) (0.387) (0.667) (0.493) (0.368) (1.446) 

Constant 7.237*** 7.440*** 5.288*** 5.519*** 5.834*** -0.755 8.484*** 0.812 7.049** 
(2.251) (2.078) (2.123) (2.083) (1.929) (1.330) (1.512) (0.765) (3.277) 

F-statistic 3.22*** 3.23*** 3.24*** 3.23*** 3.2*** 1.9** 4.36*** 3.13*** 2.37*** 
Adjusted-R2 8.59% 8.57% 8.07% 8.32% 8.55% 11.88% 8.85% 5.27% 13.17% 
No. of observations 1,900 1,900 1,900 1,900 1,900 411 1,489 1,397 503 
The table reports OLS regression of CARs on bidder and deal characteristics. The dependent variable is the 3-day market model CAR (in percentages). The 
independent variables are variables representing size, bidder characteristics and deal characteristics. The size variables in columns 1 and 2 are market 
capitalization and book value of assets. In columns 3 to 5, a large size dummy is used which equals 1 if the bidder’s market capitalization is equal to or 
greater than the market capitalization of the 25th, 50th or 75th percentile of ASX firms in the same year. Other variable definitions are given in the appendix. 
Standard errors denoted in parentheses are adjusted for heteroskedasticity and acquirer clustering. All regression control for year fixed effects (unreported). 
Superscripts ***, **, * denotes significance at 1%, 5% and 10%, respectively. 
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Table 7 
Probit regressions predicting value-enhancing takeovers 
 Definition of acquirer size  

 Market 
Capitalization

(1) 

Book  
Assets 

(2) 

Large 
Top25th 

(3) 

Large 
Top50th 

(4) 

Large 
Top75th 

(5) 
Acquirer size -0.03 -0.02 -0.117 -0.094 -0.04 

 (0.018) (0.019) (0.080) (0.068) (0.085) 

Relative size 0.233*** 0.253*** 0.254*** 0.257*** 0.264***

 (0.066) (0.065) (0.065) (0.065) (0.066) 

Leverage -0.064 -0.053 -0.052 -0.054 -0.062 

 (0.042) (0.043) (0.043) (0.042) (0.042) 

Free cash flow 0.424*** 0.401*** 0.399*** 0.393*** 0.381***

 (0.142) (0.140) (0.140) (0.138) (0.138) 

Tobin’s q -0.003 -0.006 -0.005 -0.005 -0.005 

 (0.004) (0.004) (0.004) (0.004) (0.004) 

Return on assets 0.028 0.027 0.022 0.023 0.026 

 (0.033) (0.032) (0.031) (0.031) (0.031) 

Cash holdings to assets 0.063 0.069 0.073 0.069 0.078 

 (0.074) (0.073) (0.073) (0.073) (0.073) 

Public cash -0.248* -0.249* -0.248* -0.247* -0.255* 

 (0.134) (0.134) (0.134) (0.134) (0.132) 

Public stock -0.045 -0.05 -0.058 -0.053 -0.056 

 (0.176) (0.175) (0.175) (0.175) (0.174) 

Public mixed -0.299*** -0.303*** -0.303*** -0.308*** -0.310***

 (0.112) (0.112) (0.112) (0.112) (0.111) 

Private cash -0.029 -0.027 -0.026 -0.025 -0.029 

 (0.097) (0.097) (0.098) (0.097) (0.097) 

Private stock 0.222** 0.230** 0.241** 0.234** 0.241** 

 (0.110) (0.110) (0.108) (0.108) (0.109) 

Hostile 0.022 0.016 0.009 0.018 0.014 

 (0.134) (0.133) (0.134) (0.133) (0.133) 

Tech -0.06 -0.054 -0.051 -0.06 -0.046 

 (0.125) (0.123) (0.123) (0.122) (0.123) 

Cross border 0.01 0.003 0.005 0.004 -0.007 

 (0.074) (0.074) (0.073) (0.073) (0.072) 

Competed -0.432 -0.422 -0.415 -0.423 -0.419 

 (0.288) (0.287) (0.287) (0.288) (0.287) 

Conglomerate -0.127* -0.128* -0.126* -0.129* -0.129* 

 (0.069) (0.069) (0.069) (0.069) (0.070) 

Serial2 (≥ 5 takeovers) 0.005 -0.008 -0.007 -0.013 -0.027 

 (0.072) (0.071) (0.068) (0.067) (0.066) 

Constant 0.36 0.321 0.241 0.241 0.229 

 (0.871) (0.866) (0.861) (0.866) (0.868) 
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No. of Observations 1,900 1,900 1,900 1,900 1,900 

Wald χ2 81.09*** 79.79*** 81.17*** 80.97*** 78.65***

Pseudo R2 3.16% 3.10% 3.13% 3.12% 3.06% 

The dependent variable is a dummy variable that equals 1 if the acquirer’s 3-day CAR is positive (i.e., 
value-enhancing), and 0 if negative (i.e., value-destroying). The independent variables are variables 
representing size, bidder characteristics and deal characteristics. The size variables in columns 1 and 2 
are market capitalization and book value of assets. In columns 3 to 5, a large size dummy is used 
which equals 1 if the bidder’s market capitalization is equal to or greater than the market 
capitalization of the 25th, 50th or 75th percentile of ASX firms in the same year. Other variable 
definitions are given in the appendix. Standard errors denoted in parentheses are adjusted for 
heteroskedasticity and acquirer clustering. All regression control for year fixed effects (unreported). 
Superscripts ***, **, * denotes significance at 1%, 5% and 10%, respectively. 
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Table 8 
Premium regressions 

Definition of acquirer size 

Variables 

Market  
Capitalization 

(1) 

Book 
Assets 

(2) 

Large 
Top25th 

 (3)   

Large 
Top50th 

(4)  

Large 
Top75th 

(5) 

Acquirer size -0.881 -0.872 -1.541 -1.535 -6.157** 
(0.576) (0.585) (2.948) (2.309) (2.762) 

Relative size -2.411** -2.004* -1.589 -1.578 -1.991* 
(1.190) (1.223) (1.264) (1.162) (1.137) 

Leverage -0.946 -0.410 -0.704 -0.726 -0.557 
(0.885) (0.970) (0.990) (0.893) (0.885) 

Free cash flow 3.147 3.014 2.418 2.331 3.099 
(3.390) (3.290) (3.357) (3.371) (3.242) 

Tobin’s q 0.323** 0.226 0.296* 0.293* 0.234 
(0.167) (0.171) (0.177) (0.178) (0.170) 

Return on assets 1.790 1.742 1.672 1.689 1.802 
(1.552) (1.583) (1.655) (1.650) (1.623) 

Cash holdings to assets 0.687 0.782 1.095 1.003 0.783 
(1.402) (1.412) (1.513) (1.464) (1.461) 

Public cash 1.952 1.965 1.613 1.646 2.155 
(3.369) (3.314) (3.340) (3.342) (3.308) 

Public stock -2.146 -2.287 -2.729 -2.622 -1.888 
(3.828) (3.769) (3.772) (3.789) (3.738) 

Public mixed -5.080 -5.163* -5.444* -5.481* -4.963* 
(3.135) (3.113) (3.144) (3.125) (3.074) 

Private cash -1.871 -1.842 -1.856 -1.819 -1.846 
(3.261) (3.257) (3.236) (3.229) (3.297) 

Private stock -1.110 -1.238 -0.473 -0.587 -1.389 
(3.414) (3.452) (3.486) (3.477) (3.461) 

Hostile 9.174*** 9.069*** 8.960*** 8.994*** 9.152*** 
(2.671) (2.681) (2.677) (2.673) (2.638) 

Tech -2.666 -2.715 -2.270 -2.377 -2.875 
(4.258) (4.237) (4.301) (4.287) (4.097) 

Cross border 10.192*** 10.158*** 9.879*** 9.889*** 10.100*** 
(2.699) (2.677) (2.639) (2.679) (2.662) 

Competed 17.837*** 17.955*** 18.221*** 18.153*** 18.301*** 
(7.058) (7.041) (7.050) (7.028) (6.818) 

Conglomerate -3.586* -3.584* -3.590* -3.624* -3.545* 
(2.063) (2.067) (2.095) (2.065) (2.054) 

Serial2 (≥ 5 takeovers) -1.438 -1.432 -2.244 -2.226 -1.191 
(2.186) (2.258) (2.108) (2.126) (2.187) 

Constant 27.166*** 26.714*** 22.511*** 23.281*** 26.675*** 
(8.125) (8.038) (7.573) (7.717) (7.710) 

F-statistic 4.37*** 4.51*** 4.35*** 4.49*** 4.57*** 
Adjusted-R2 11.21% 11.19% 10.94% 10.96% 11.67% 

No. of observations 900 900 900 900 900 
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The table reports regressions of proxy premiums on acquirer financial and deal characteristics. Proxy 
premiums are calculated for private targets using Officer’s (2007) comparable industry transaction 
method. The value is taken as the average 1-week premium for a portfolio of listed targets from the 
same industry and year as the private target. Actual 1-week premiums are used for publically listed 
targets. The independent variables are variables representing size, bidder characteristics and deal 
characteristics. The size variables in columns 1 and 2 are market capitalization and book value of 
assets. In columns 3 to 5, a large size dummy is used which equals 1 if the bidder’s market 
capitalization is equal to or greater than the market capitalization of the 25th, 50th or 75th percentile of 
ASX firms in the same year. Other variable definitions are given in the appendix. Standard errors 
denoted in parentheses are adjusted for heteroskedasticity and acquirer clustering. All regressions 
control for year fixed effects (unreported). Superscripts ***, **, * denotes significance at 1%, 5% and 
10%, respectively. 
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Table 9 
Combined acquirer and target abnormal returns over different windows 
  
Panel A: Short-window 

All Large 
Top25th  

Small 
Bottom75th 

Difference Large 
Top75th 

Small 
Bottom25th

Difference 

CARs (-1,+1) 2.224*** 1.881*** 3.36*** -1.486** 2.126*** 6.385*** -4.259** 
 (1.160)*** (0.969)*** (2.806)*** (-1.837)*** (1.152)*** (3.982)*** (-2.830) 
        
DCARs ($A, millions) 30.978*** 40.708*** 4.854** 35.854*** 31.751*** 10.958** 20.793 
 (10.351)*** (13.045)*** (1.917)*** (11.128)*** (10.691)*** (0.970)*** (9.721) 

Panel B: Longer-windows        

 CARs (days relative to t=0)        
-20,+20 17.519*** 19.570*** 16.784*** 2.786 17.133*** 21.889*** -4.756 
-50,+50 18.786*** 21.228*** 17.910*** 3.318 18.571*** 21.216*** -2.645 
-125,+125 25.592*** 20.335*** 27.477*** -7.142 25.705*** 24.311*** 1.394 
-180,+180 25.724*** 18.629*** 28.269*** -9.640 24.757*** 36.663*** -11.906 
-210,+210 26.851*** 19.256*** 29.575*** -10.319 25.531*** 41.777*** -16.246* 
DCARs ($A, millions)        
-20,+20 46.544*** 108.518*** 25.025*** 83.493*** 49.348*** 15.350*** 33.998*** 
-50,+50 57.588*** 127.812*** 33.204*** 94.608*** 61.321*** 16.052** 45.270*** 
-125,+125 60.046*** 102.472*** 45.315*** 57.157 63.786*** 18.438** 45.348*** 
-180,+180 62.141*** 108.341*** 46.099*** 62.243 65.495*** 24.823*** 40.672** 
-210,+210 64.545*** 106.469** 49.988*** 56.481 67.948*** 26.685*** 41.263** 

The table reports the combined short-window (Panel A) and longer-window (Panel B) CARs and combined dollar CARs (DCARs) for acquirers and targets 
over different windows relative to the takeover announcement day, t=0. Combined CARs are calculated as the weighted average of the acquirer’s and the 
target’s CARs, where the weight is the relative market capitalization of the acquirer/target the day prior to the window start date. DCARs are the average 
inflation-adjusted (to 2008) abnormal dollar returns, calculated as the combined CARs times the sum of the market capitalization for the acquirer and target 
the day prior to the window start date. Numbers in parentheses are medians. Superscripts ***, **, and * denotes statistical significance at 1%, 5%, and 10%, 
respectively.  
 



 

101 
 

Table 10 
Cross-sectional regressions of acquirer post-takeover operating performance 

Definition of acquirer size 

Variables 

Market 
Capitalization 

(1) 

Book 
Assets 

(2) 

Market 
Capitalization 

(3) 

Book 
Assets 

(4) 

Acquirer size 1.107*** 1.043*** 1.215*** 1.125*** 
(0.289) (0.314) (0.380) (0.390) 

Relative size 0.035 -0.531 1.182* 0.434 
(0.999) (0.942) (0.663) (0.569) 

Leverage 0.580 -0.151 0.814 -0.097 
(0.549) (0.465) (0.629) (0.524) 

Free cash flow 2.718* 2.909* 4.106* 4.097* 
(1.534) (1.565) (2.133) (2.146) 

Tobin’s q 0.075 0.180*** 0.088 0.212** 
(0.048) (0.051) (0.086) (0.086) 

Return on assets 11.425*** 11.630*** 11.187*** 11.429*** 
(2.202) (2.242) (2.729) (2.813) 

Cash holdings to assets -0.939 -1.022 4.242 4.010 
(1.698) (1.772) (3.352) (3.479) 

Public cash 1.175 1.189 2.826* 3.069* 
(1.650) (1.640) (1.656) (1.646) 

Public stock -1.759 -1.865 -0.780 -0.647 
(2.179) (2.204) (2.401) (2.407) 

Public mixed 0.705 0.730 0.891 1.097 
(1.385) (1.393) (1.905) (1.929) 

Private cash 1.837** 1.766** 0.895 1.072 
(0.793) (0.788) (1.319) (1.323) 

Private stock -0.443 -0.444 0.180 0.190 
(1.427) (1.439) (2.691) (2.656) 

Hostile -2.449* -2.335 -2.302 -2.200 
(1.480) (1.472) (1.597) (1.606) 

Tech -0.921 -0.930 -0.514 -0.679 
(1.555) (1.562) (2.484) (2.458) 

Cross border -1.098 -0.978 -1.692 -1.330 
(1.027) (1.025) (1.473) (1.457) 

Competed 3.197 2.812 4.209* 4.001* 
(2.383) (2.329) (2.354) (2.330) 

Conglomerate -2.067** -1.995** -1.152 -1.144 
(0.865) (0.868) (1.062) (1.074) 

Serial2 (≥ 5 takeovers) -1.494 -1.423 -2.683** -2.632** 
(1.026) (1.025) (1.371) (1.337) 

Proxy premium 0.015*** 0.015*** 
(0.005) (0.005) 

Constant 7.262*** 6.370** -4.384 -3.728 
(2.634) (3.149) (3.315) (3.358) 

F-statistic 7.00*** 6.37*** 4.90*** 4.28*** 
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Adjusted-R2 24.45% 24.20% 32.77% 32.44% 
No. of observations 969 969 417 417 
The table reports OLS regressions of post-takeover operating performance on bidder and deal 
characteristics. The dependent variable is the 3-year post-takeover average industry-adjusted 
operating performance (in percentages), measured as acquirer operating profit to total assets less the 
industry median. Operating profit is measured as pre-depreciated profit. The independent variables are 
variables representing size, bidder characteristics and deal characteristics. The size variables in 
columns 1 (3) and 2 (4) are market capitalization and book value of assets, respectively. Other 
variable definitions are given in the appendix. Standard errors denoted in parentheses are adjusted for 
heteroskedasticity and acquirer clustering. All regression control for year fixed effects (unreported). 
Superscripts ***, **, * denotes significance at 1%, 5% and 10%, respectively. 
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Table 11 
Probit models of the likelihood of an acquiring firm becoming a takeover target 
  Definition of acquirer size 
 Market  

Capitalization 
Large 

Top25th 
Large 

Top50th  
Large 

Top75th 
Market  

Capitalization
Large 

Top25th 
Large 

Top50th  
Large 

Top75th 

 (1) (2) (3) (4) (5) (6) (7) (8) 

CARs -0.029*** -0.029*** -0.029*** -0.030*** -0.023*** -0.032*** -0.030*** -0.019** 
 (0.007) (0.007) (0.007) (0.007) (0.009) (0.007) (0.008) (0.008) 
Acquirer size -0.016 -0.096 -0.217 0.246 -0.017 -0.093 -0.216 0.222 
 (0.046) (0.186) (0.173) (0.223) (0.046) (0.189) (0.172) (0.212) 
CARs * Acquirer size   -0.002 0.034* 0.004 -0.019 
     (0.002) (0.018) (0.015) (0.013) 
Return on assets 0.244 0.22 0.234 0.164 0.23 0.242 0.238 0.145 
 (0.211) (0.186) (0.190) (0.211) (0.211) (0.190) (0.190) (0.208) 
Tech -0.264 -0.263 -0.311 -0.231 -0.264 -0.269 -0.313 -0.243 
 (0.239) (0.235) (0.239) (0.238) (0.239) (0.236) (0.238) (0.233) 
Leverage 0.037 0.039 0.048 0.024 0.037 0.039 0.048 0.023 
 (0.049) (0.050) (0.044) (0.058) (0.049) (0.050) (0.044) (0.055) 
Free cash flow 0.404 0.409 0.452 0.332 0.411 0.395 0.45 0.344 
 (0.299) (0.299) (0.294) (0.302) (0.300) (0.300) (0.294) (0.301) 
Serial2 (≥ 5 takeovers) 0.189 0.197 0.223 0.12 0.19 0.187 0.222 0.115 
 (0.185) (0.163) (0.171) (0.162) (0.185) (0.165) (0.170) (0.163) 
Tobin’s q -0.049 -0.049* -0.054* -0.041 -0.049 -0.049* -0.054* -0.041 
 (0.030) (0.028) (0.030) (0.025) (0.030) (0.029) (0.030) (0.025) 
Constant -6.045*** -6.097*** -6.000*** -6.351*** -6.032*** -6.096*** -6.002*** -6.319*** 
 (0.448) (0.381) (0.394) (0.445) (0.449) (0.468) (0.393) (0.493) 
No. of observations 1,837 1,837 1,837 1,837 1,837 1,837 1,837 1,837 
Pseudo R2 10.29% 10.33% 10.71% 10.58% 10.32% 10.58% 10.72% 10.80% 

The table reports probit regressions. The dependent variable is an indicator variable that equals one if the acquirer was acquired within four-years of acquiring 
the original target. The independent variables are variables representing size, bidder characteristics and deal characteristics. The size variable in columns 1 
and 5 is the natural logarithm of the acquirer’s market capitalization. The size variables in columns 2 to 4 and 6 to 8 are dummy variables that equal one if the 
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acquirer’s market capitalization is equal to or greater than the market capitalization of the 25th, 50th, or 75th percentile of all ASX firms in the same year. 
Models 5 to 8 include an interaction term (CARs*Acquirer size). Other variable definitions are given in the appendix. Standard errors denoted in parentheses 
are adjusted for heteroskedasticity and acquirer clustering. All regression control for year fixed effects (unreported). Superscripts ***, **, * denotes 
significance at 1%, 5% and 10%, respectively. 
 



 

105 
 

Table 12 
A comparative analysis with US acquirers  
Panel A: Size-based analysis US ($A, millions) Australia ($A, millions) 

Top 10% 29,857.72 4,758.94 
Bottom 90% 1426.06 267.67 
Top 10% / Bottom 90% 20.94 17.78 
   
Top 25% 14,931.19 2,566.87 
Bottom 75% 716.91 101.84 
Top 25% / Bottom 75% 20.83 25.20 
   
Top 75% 5,654.82 952.25 
Bottom 25% 111.49 10.45 
Top 75% / Bottom 25% 50.72 91.12 

Panel B: CARs and DCARs 
 Average 

Size ($A, millions) 
Average  
CAR (%) 

Average 
DCAR ($A, millions) 

 Number 

All acquirers 6,704.98  1.53***  -5.96**  12,599 
Comparable acquirers 1,843.74  1.66***  0.02  11,232 

Size-based (for comparable acquirers) 

Bottom 25th (Small) 102.65  2.401***  1.077***  2,848 
Bottom 75th (Small) 559.56  2.032***  3.018***  8,424 
Bottom 90th (Small) 978.47  1.848***  4.943***  10,109 
Top 75th (Large) 2,425.01  1.357***  -0.201**  6,983 
Top 25th (Large)  5,717.41  0.585***  -8.479***  2,846 
Top 10th (Large) 9,632.68  0.300  -32.38***  1,137 

Differences in CARs and DCARs between large and small   

Top 10th less Bottom 90th   -1.54***  -37.32***   
Top 25th less Bottom 75th   -1.45***  -11.41***   
Top 75th less Bottom 25th   -1.05***  -1.27**   

Panel A reports the mean total assets for all acquirers in the US and in Australia. The assets are inflated to 
2008 $A. Panel B reports 3-day CARs and DCARs for all US acquirers and a comparable size based 
sample, defined as US acquirers with total assets equal to or below that of the largest Australian acquirer 
in the takeover year. Differences in mean CARs and DCARs are also reported. Superscripts ***, **, * 
denotes significance at 1%, 5% and 10%, respectively. 
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Figure 1 
The graph plots the average acquirer market-adjusted CARs from 20 days before the announcement to 
210 days after. The CAR on day t is the cumulative abnormal return between day t-20 and day .  
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Figure 2 
The graph plots the average acquirer market-adjusted CARs from 20 days before to 20 days after the 
announcement. CARs are grouped by method of payment - all acquisitions, acquisitions paid for with 
stock only, and acquisitions paid with cash only.  
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4 Takeover Protection as a Driver of Innovation and Value 
Creation 

 
 

Abstract 
 
A contentious issue is whether legislators should allow, and shareholders approve, anti-takeover 

provisions (ATPs). ATPs might enable managerial empire building by insulating managers from 

disciplinary takeovers. However, some companies, such as ‘hard-to-value’ (HTV) companies, 

might have depressed prices due to valuation difficulties, rather than managerial under-

performance, thereby exposing HTV companies to opportunistic takeovers, and creating agency 

conflicts of managerial risk-aversion. I hypothesize that ATPs can ameliorate such managerial 

risk aversion. I study the impact of entrenchment on the acquisitions by HTV firms. I focus on 

whether the acquirer (not the target) is entrenched in order to examine the impact of 

entrenchment managerial decision-making. I show that HTV firms who are entrenched make 

acquisitions that generate more shareholder wealth and are more likely to increase corporate 

innovation.  

 

Keywords: Innovation, Takeovers, Entrenchment, Governance, Anti-takeover provisions  

JEL Classification: G34, G38, K22, O31, O32 

 
 

4.1 Introduction 

The desirability of anti-takeover provisions (ATPs) is a vexed issue. Prior literature shows that 

ATPs can lead to shareholder wealth-destruction by insulating managers from disciplinary 

takeovers and enabling them to engage in empire building (Masulis et al., 2007; Harford et al., 
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2012). However, this sits poorly with the public policy reason for allowing ATPs: to enable 

companies that might be at risk of an a ‘opportunistic takeover’ to resist such takeovers, thereby 

ameliorating the agency conflicts of managerial risk aversion that could otherwise arise in such 

companies. Subsequently, I test whether ATPs can encourage value-creating innovation within 

‘hard-to-value’ (HTV) companies, which might have depressed stock prices due to valuation-

difficulties; and thus, might be exposed to opportunistic takeovers. I examine the impact of 

entrenchment (as proxied by a preponderance of ATPs) on the investments that a firm makes. I 

examine a major investment: an acquisition. That is, I focus on entrenchment in the acquiring 

firm on grounds that entrenchment influences managerial behavior; and thus, should influence 

the value created by the acquirer’s acquisitions. I show that entrenched-HTV firms (as compared 

with non-entrenched-HTV firms) make acquisitions that generate more shareholder wealth and 

are more likely to increase innovation. The results suggest that ATPs can induce value-creating 

innovation in some companies.  

 

Managerial entrenchment in the acquirer is typically seen as a driver of self-interested takeovers; 

however, the results are not clear-cut. Managerial entrenchment arguably protects managers from 

an important disciplinary mechanism, the ‘disciplinary takeover', thereby reducing the risk of job 

loss, enabling managerial empire building. Some literature indicates that firms with more ATPs 

may make worse investments in general (Gompers et al., 2003; Bebchuk et al., 2009). 

Importantly, Masulis et al (2007) and Harford et al (2012) show that if an acquirer is entrenched, 

then the acquirer makes worse takeover decisions. The stated rationale being that managerial 

entrenchment worsens corporate governance and enables self-interested managers to pursue 

value-destroying acquisitions. However, some literature suggests that part of this may merely 
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reflect industry effects (Johnson et al., 2009a), or that ATPs might benefit firms who would 

otherwise have difficulties resisting a takeover attempt (Straska and Waller, 2010). Further, 

Frakes (2007) indicates that ATPs can actually increase value for low-value firms, hypothesizing 

(but not showing) that this may be because ATPs enable managers to take a long-term approach 

to investment-decisions.  

 

One reason for the mixed results may be that ATPs actually increase value in some firms by 

ameliorating agency conflicts of managerial risk aversion, thereby encouraging managers to 

undertake value-creating strategic investments and acquisitions. The rationale proceeds in five 

steps. First, if cash flows are risky, then assets are harder to value, implying that stock prices 

may be lower (Park and Park, 2004) and more volatile (Irvine and Pontiff, 2009; Campbell et al., 

2010).39 Second, if prices are lower, then the firm is exposed to ‘opportunistic' takeovers, which 

occur when a bidder believes that the target is ‘low-priced' (Hasbrouck, 1985; Palepu, 1986; 

Powell, 1997). Third, managers typically lose their jobs after such hostile takeovers (Martin and 

McConnell, 1991; Franks and Mayer, 1996). Thus, fourth, managers could take steps to reduce 

risky cash flows by focusing on short-term, ‘safe’, projects, which might not maximize firm 

value or innovation (Stein, 1989; Cazier, 2011; Brochet et al., 2012a, 2012b). Therefore, fifth, 

ATPs, which managers believe will insulate them from takeovers (consistent with Daines and 

Klausner, 2001; Casares and Karpoff, 2002), should reduce managerial risk aversion. Fortunately 

for the firm's shareholders, this only requires managers to be insulated from opportunistic 

takeovers, not from disciplinary takeovers following agency-motivated investments.  

                                                           
39 I note that this is consistent with market efficiency. If the market has difficulties valuing cash flows, then it will value them 
less. These valuation difficulties can arise due to problems valuing high-tech investments, which have uncertain and long-dated 
pay-offs. Uncertainty implies risk. A risk averse investor will value risky cash flows less than he/she will value certain cash flows 
(Weitzman, 1998). Therefore, difficulties undertaking valuation will reduce project values. This is part of the reason for the 
market myopia theory proposed in Wooldridge (1988)  and recently analyzed in Barua and Mani (2011). This means that the 
stock price can be depressed even in an efficient market. 
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The prior literature has not fully examined whether ATPs can be used to create value and 

stimulate innovation. I use an event-study set-up, similar in ethos to that in Masulis et al (2007) 

and Harford et al (2012), to test whether acquirer-level entrenchment can stimulate value-

creating innovation. I examine the impact on acquisition-outcomes of whether the acquirer is 

HTV and/or entrenched. I focus on whether the acquirer is entrenched (not whether the target is 

entrenched) in order to examine the impact of entrenchment on the investments that a firm 

makes40 I examine five definitions of being ‘hard-to-value'.41 This creates four types of acquirer: 

entrenched HTV; non-entrenched HTV, entrenched non-HTV and non-entrenched non-HTV. 

The event-study approach has been criticized for failing to capture the long-run value-

implications of an investment (Oler et al., 2008; Zollo and Meier, 2008; Cording et al., 2010). 

However, the use of an event-study is important because it addresses one causality concern by 

focusing on a situation in which there is new news about which ATPs might convey 

information. 42  Further, I ameliorate the criticism that event studies fail to capture long-run 

performance-impacts by examining long-run post-takeover increases in market values in addition 

to short-run returns. 

 

I hypothesize and show that entrenched HTV acquirers (compared with non-entrenched HTV 

acquires or entrenched non-HTV acquirers) feature the following characteristics: (1) the market 

                                                           
40 I do not focus on entrenchment in the target because: (1) I am interested in the impact of entrenchment on investment 
decisions; and thus, acquirer-level entrenchment is appropriate as the acquirer makes the investment decision; and, (2) requiring 
target-level ATPs would automatically exclude any unlisted targets from the sample, thereby imposing a sample selection bias. 
41 These are: (1) high-tech software firms, which are typically difficult to value (see Park and Park, 2004); (2) medical companies, 
which typically rely on hard to value research and development (see Desyllas and Hughes, 2010); (3) firms with a high average 
per-period analyst forecast dispersion, (4) firms with a high yearly standard deviation of analyst earnings forecasts, and (5) firms 
that have a high analyst forecast error. 
42 This contrasts with studies that just focus on the relation between firm value and entrenchment using a mode of the form Value 
= f(Entrenchment, Controls). Such models run into the problem that in even a moderately efficient market investors should have 
largely priced the impact of entrenchment (Core et al., 2006). This makes it difficult to draw causal conclusions from such a 
model. 
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reacts more positively to entrenched HTV firms' acquisitions. (2) These acquisitions lead to 

higher long-term post-takeover valuations. (3) The acquisitions are more likely to induce value-

creating innovation. (4) ATPs do not induce HTV firms to overpay for acquisitions. These results 

are robust econometric issues and to endogeneity.  

 

The paper contributes to the literature in several ways. First, it contributes to the literature on 

managerial incentives and innovation. Prior literature shows that risk-aversion is a source of 

agency conflicts between shareholders and managers and this might induce value-destroying 

decisions (Amihud and Lev, 1981; May, 1995; Wiseman and Gomez-Mejia, 1998; Carpenter, 

2000). This paper suggests that firms might use ATPs to resolve this conflict. 

 

Second, it contributes to the literature on anti-takeover provisions. I show that ATPs and 

managerial entrenchment can be beneficial in some firms. This suggests that a more nuanced 

analysis of the relation between firm value and ATPs is necessary, and indicates that calls to 

forbid ATPs might not benefit all firms. The finding that ATPs may benefit some types of firm 

suggests that future literature could examine the types of firm for which ATPs destroy value. 

Such findings are especially important given that some regulators have relaxed restrictions on 

ATPs and some regulators are considering doing so. For example, Canada is considering 

relaxing its tough restrictions on ATPs,43 and both Korea and Japan have recently allowed forms 

of poison pills (Kim et al., 2010).  

 

                                                           
43 The relevant Canadian regulator (the Ontario Securities Commission) discussed this at the end of 2011. For a useful summary 
of this discussion see Adkins et al (2012). 
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Third, the paper contributes to the literature on valuation difficulties and managerial decision-

making. The literature suggests that the fear of a depressed stock price could induce managerial 

myopia. I show that one way to avoid this problem is to protect managers from the opportunistic 

takeovers that might arise due to depressed valuations.  

 

4.2 Prior literature, hypotheses, and relevance to management 

This section contains a discussion of the prior literature and formulates the hypotheses. First, I 

describe how entrenchment via anti-takeover provisions might encourage managers to pursue 

innovation and subsequent value-creation. Second, I present a set of empirical hypotheses.  

 

4.2.1 Entrenched‐HTV	acquirers’	acquisitions	corporate	value	and	innovation	

Motivations for takeovers broadly include (a) value-creation, and (b) managerial self-interest. 

One type of value-creating takeover is a takeover that generates value by increasing corporate 

innovation. Managerial entrenchment is typically associated with managers pursuing self-

interested takeovers. To foreshadow the following discussion, I argue that it could also enable 

managers to pursue innovation in takeovers. To position this paper within the framework of 

Haleblian et al (2009, Figure 2), I argue that managerial entrenchment is a ‘contingency 

condition’ that can enable differently motivated takeovers depending on the nature of the 

acquiring firm. I argue that managerial entrenchment plus ‘entrenchment moderators’ can drive a 

takeover motivation (such as managerial self-interest or innovation). Next, takeover moderators 

(such as deal factors and other firm-level factors) can influence the takeover outcome. Figure 1 

represents this in the form of a modified version of the flowchart in Haleblian et al (2009, Figure 2). 
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Innovation is one potential motive for acquisitions. The literature shows that acquisitions 

sometimes enable managers to increase corporate innovation. Hitt et al (1991) indicate that R&D 

can fall after a takeover. However, other studies indicate that the innovation/takeover 

relationship depends on corporate characteristics. Ahuja and Katila (2001) examine the largest 

100 chemical companies and find that the acquisition/innovation relation depends on the firm's 

size and acquirer-target relatedness. Kapoor and Lim (2007) reach similar conclusions in the 

semi-conductor field, and Makri et al (2010) make similar findings using a sample of 96 

acquisitions. However, Desyllas and Hughes (2010) find that acquisitions reduce innovation in 

the pharmaceutical industry. Overall, this suggests that acquisitions can drive innovation; 

however, it depends on the nature of the acquirer/target. 

 

Managerial self-interest is another motive for acquisitions (Haleblian et al., 2009). This could be 

because takeovers sometimes lead to increases in equity-based pay (Harford and Li, 2007; 

Ozkan, 2012), and bonuses (Grinstein and Hribar, 2004). Alternatively, managers might aim to 

increase corporate size. This could increase CEO power and managerial entrenchment; and thus, 

reduce employment risk (Gomez-Mejia et al., 1990; Haleblian and Finkelstein, 1993).44 

 

                                                           
44 Note that the evidence on the size/entrenchment relationship is not clear-cut; Offenberg (2009) finds that larger size does not 
per se entrench managers. 

Figure 1: Takeover and entrenchment process 

Takeover 
Outcome 

Takeover 
Moderators 

Takeover 
Motivation 

Entrenchment 
Moderators 

Entrenchment 
 + +
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Managerial entrenchment is typically associated with self-interested takeovers.45 Masulis et al 

(2007, 2009) indicate that entrenched managers make worse takeover decisions. Subsequently, 

Humphery-Jenner and Powell (2011) argue that the entrenching force of ATPs enables managers 

to make firms sub-optimally large; and thus, that the presence of ATPs at least partially explains 

why large firms appear to make worse takeover decisions. Similarly, Humphery-Jenner (2012b) 

suggests that the increased managerial entrenchment after the EU takeover directive enabled 

managers to engage in self-interested takeovers and empire building.46 Harford et al (2012) 

support this and find that entrenched managers are more likely to make acquisitions that 

strengthen existing managerial entrenchment. The negative relationship between entrenchment 

and value also holds in emerging markets (see e.g. Morey et al., 2009; Jiang et al., 2011; 

Connelly et al., 2012), regardless of the regulatory environment (Becher and Frye, 2011), and 

regardless of whether the firm is a ‘general industrial’ firm or a ‘financial institution’,  such as a 

bank (see Hadlock et al., 1999; Westman, 2011; Aebi et al., 2012) or a mutual fund (Navone, 

2012). 

 

Managerial entrenchment could also be a driver of innovation-through-acquisitions in some 

firms, particularly in ‘high-tech’ firms and ‘hard-to-value’ (or ‘HTV’) firms. High-tech/HTV 

firms have investments that are difficult to value and strategies that can be difficult to quantify. 

                                                           
45 This discussion does beg the question of precisely why a board would allow the adoption of ATPs in situations where ATPs 
can induce value-destruction. Boards could allow ‘inefficient’ entrenchment for several reasons: (1) Boards tend to be replaced 
after a disciplinary takeover, meaning that they would often prefer to avoid one . (2) Directors can be insider-dominated. This 
especially arises if there is a preponderance of insiders on the board and/or the ‘independent’ directors are relatively more absent 
(Masulis et al., 2012). This has been covered amply in prior literature and is not directly on-point for my study (which concerns 
‘efficient’ entrenchment), so it is not presently in the paper. However, I can easily insert it if you feel that readers would want to 
know it. (3) Imperfectly informed directors might sometimes be reluctant to ‘second-guess’ managers (Shleifer and Vishny, 1989 
p134). (4) There is a ‘market’ for directorships, in which directors search for directorship positions. It is more difficult to secure a 
directorship if a director gets a reputation for being ‘difficult’. This knowledge might deter directors from challenging managers 
(Masulis and Mobbs, 2011). 
46 The EU Takeover Directive is an attempt to harmonize and reform takeover laws across Europe. It applies to the acquisition of 
companies listed on a European stock market. The directive contains rules relating to matters such as mandatory bid rules, 
minimum price considerations, and (some) frustrating actions. The directive tends to use quite broad language that requires 
judicial interpretation.  
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This is because their investments can be long-term, rely on intellectual capital, and/or depend on 

key personnel. However, the market is often ‘myopic’ and penalizes firms with these traits 

(Woolridge, 1988; Ali et al., 2012), often placing especial emphasis on the possibly of 

‘disastrous’ outcomes in long-dated investments (Weitzman, 2009; Martin, 2012). The risk of an 

‘artificially’ depressed stock price might deter managers of tech/HTV companies from 

undertaking risky and innovative strategic investments for fear that the stock price might 

decrease. While properly structured incentive contracts would insulate managerial compensation 

from such market myopia (Thanassoulis, Forthcoming; see e.g. Makri et al., 2006), they cannot 

protect managers from ‘predatory’ or ‘opportunistic’ takeovers, which aim to purchase relatively 

underpriced targets. If managers are not protected from these ‘opportunistic’ takeovers, then they 

might be deterred from undertaking innovative investments. Takeover protection removes this 

risk. Therefore, in high-tech/HTV companies, takeover protection (i.e. managerial entrenchment) 

might actually encourage a company to make investments that induce value-creating innovation.  

 

This process has the following implications for acquisitions by HTV firms. If the acquirer is 

HTV and is not entrenched, they the fear of a negative market reaction to an innovative 

acquisition might deter it form making such an acquisition. However, if the acquirer is both HTV 

and entrenched, then the acquirer’s managers might feel less sensitive to the market’s reaction to 

innovative acquisitions, so might feel more inclined to make them.  The process through which 

ATPs could encourage long-term value-creation is in Figure 2. Here, a HTV company might be 

more subject to market myopia due to the difficulties valuing the company's investments. The 

impact of market myopia depends on whether the company has ATPs (i.e. whether the managers 

are entrenched). If they are entrenched, then managers are insulated from opportunistic takeovers 
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and can focus on long-term value creation. If they are not entrenched, then managers are exposed 

to opportunistic takeovers and subsequently might engage in short-term focused investments. 

 

 

 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
There is some supportive, albeit inconclusive, evidence on point. Spra et al (2009) find a U-

shaped relation between external and internal governance measures, and the level of innovation. 

However, these papers do not indicate if patents increase value. Becker-Blease (2011) indicate 

that ATPs can encourage patent creation. However, it is not entirely clear if these patents create 

value (as there is the potential for over-investment when managers are shielded from ATPs).47 

Straska and Waller (2010) indicate that ATPs may benefit some firms that are likely to have low 

bargaining power in takeovers, some of whom may be HTV or high-tech firms. Chemmanur and 

Tian (2010) show that ATPs may increase the use of patents and that this may increase a firm's 

Tobin's Q. However, there may be endogeneity between Tobin's Q and ATPs (Core et al., 1999, 

                                                           
47 The present study address this by focusing on both value creation and innovation in HTV companies. 
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Figure 2: Entrenchment and managerial incentives 



 

118 
 

2006); Tobin's Q can deviate for long-periods from accounting-measures of firm-value (Lee et 

al., 1999; Curtis and Fargher, 2003); and, many firms have had ATPs since inception (Daines 

and Klausner, 2001); and thus, the presence of ATPs conveys no `new' news to the market 

without a new event. Further, while focusing on patents provides valuable insight into 

innovation, not all hard-to-value firms have many patents, and not all patent-intensive firms are 

hard-to-value. Therefore, I build upon this prior literature to connect ATPs, innovation, and 

value-creation within an event-study setting, in which there are the following empirical 

implications.  

 

4.2.2 Empirical	Implications	

4.2.2.1 Entrenched-HTV acquirers’ acquisitions and short-run returns 

First, I hypothesize that the market will react more positively to entrenched-HTV acquirers’ 

acquisitions. That is, the acquirer’s cumulative abnormal returns (CARs) around the acquisition 

announcement will be higher if a HTV acquirer is entrenched than if it is not entrenched. This is 

premised on (a) the expectation (from above) that entrenchment enables HTV firms to make 

value-creating investments, and (b) the assumption that the market is correctly able to value 

whether entrenched-HTV acquirers’ acquisitions create more value than do non-entrenched-HTV 

acquirers’ acquisition.  

 

I note that it might be anomalous to both (a) assume that the market is myopic vis-à-vis high-tech 

investments, and (b) analyze the market’s reaction to the takeover, and implicitly assume that the 

market can correctly predict if a takeover will create value. However, the natural response is that 

I predict that entrenched HTV managers are more likely to engage in value-creating investments. 
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The track-record of value-creation should be observable and should feed into the market’s 

reaction to the present takeover. Subsequently, the market should be able to predict if an 

entrenched-HTV-managers’ acquisitions will create value simply be observing a past track 

record. Subsequently, I make the following hypothesis: 

 

Hypothesis 1: The market reacts more positively to entrenched HTV acquirers' acquisitions than 

it does to non-entrenched-HTV acquirers’ acquisitions. 

 

4.2.2.2 Entrenched-HTV acquirers’ acquisitions and long-term firm value 

The next hypothesis relates to entrenched-HTV acquirers’ acquisitions and long-run value. The 

above explanation indicates that entrenched-HTV acquirers’ acquisitions should increase long-

run firm value more than non-entrenched HTV acquirers’ acquisitions. This is premised on the 

idea that entrenched-HTV acquirer’s acquisitions create (acquirer) shareholder wealth (as 

explained above) and that such acquisitions should increase a firm’s long-run market value. A 

relatively common proxy for the firm’s market value in this context is the firm’s Tobin’s Q (e.g. 

Gompers et al., 2003, 2010; Bebchuk and Cohen, 2005; Bebchuk et al., 2009, 2012). Thus, I 

expect entrenched-HTV acquirers’ acquisitions to lead to higher post-acquisition Tobin’s Q 

values. 

 

Hypothesis 2: Entrenched HTV acquirers' acquisitions improve long-term acquirer valuations 

more than do non-entrenched HTV acquirers’ acquisitions. 
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4.2.2.3 Entrenched-HTV acquirers’ acquisitions and value-creating innovation 

The third hypothesis relates to entrenchment and innovation in HTV firms.  From the above 

analysis I expect that entrenched HTV acquirers will be more willing to undertake investments 

that are ‘risky’ or ‘innovative’ than will non-entrenched HTV acquirers. This is based on the 

expectation that entrenchment reduces the likelihood of an opportunistic takeover bid, thereby 

enabling entrenched-HTV firms to focus on long-run value-creation through innovation. 

However, not all innovation is valuable, and engaging in value-destroying, but innovative, 

projects is not in shareholders’ best interests. Subsequently, I test the hypothesis that entrenched 

HTV acquirers are more likely to engage in acquisitions that increase corporate innovation and 

increase firm value. I focus on innovation inputs (i.e. R&D) rather than innovation outputs (i.e. 

patents) because it is unrealistic to expect a takeover to produce innovation outputs within a short 

period of time and I need to focus on a (relatively) short window after the takeover in order to 

avoid contamination due to non-takeover-related factors. 

 

Hypothesis 3: Entrenched HTV acquirers' acquisitions are more likely to increase innovation in 

a way that creates value. 

 

4.2.2.4 Entrenched-HTV acquirers and the market’s reaction to takeover premiums 

An additional prediction relates to takeover premiums. Managerial hubris can induce high 

takeover premiums (Haleblian et al., 2009). However, if the target conveys high synergistic or 

strategic value, then it may warrant, and demand, a high takeover premium (Laamanen, 

2007).This coheres with evidence that target bargaining power increases takeover premiums 

(Straska and Waller, 2010). Thus, while every additional dollar spent on acquisition premiums is 
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a dollar lost (to the acqurier’s shareholders), this is incrementally less problematic if the 

premium is used to buy a valuable target. Subsequently, if the premium is used to buy a value-

creating target, then acquirer’s shareholders will react less negatively to the acquisition premium. 

Given that I predict entrenched HTV acquirers' acquisitions to yield higher synergistic value, I 

predict the market will react less negatively to their takeover premiums.  

 

Hypothesis 4: The market reacts less negatively to the premiums that entrenched HTV acquirers 

pay (compared with premiums that other firms pay). 

 

4.2.3 Summary	

To summarize: The theory that entrenchment encourages HTV acquirers to make value-creating 

and innovative takeovers has five main implications: (1) The market reacts more positively to 

investments (takeovers) made by HTV firms that have more ATPs (compared with those by 

HTV firms with fewer ATPs). (2) These acquisitions generate more long term value. (3) The 

acquisitions induce value-creating innovation. (4) The market reacts less negatively to the 

takeover premiums that entrenched HTV acquirers pay.  

 

4.3 Sample and variables 

I analyze the acquisition decisions of acquirers who are hard-to-value and/or entrenched. The 

goal is to assess the impact of [acquirer] managerial entrenchment in HTV firms. That is, the 

sample-of-interest is the set of acquirers who are hard-to-value (i.e. HTV acquirers). The 

`control' sample is the set of non-HTV acquirers. The `treatment' is whether an acquirer is 

entrenched (i.e. has a preponderance of ATPs). I am not per se interested in whether the target is 
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entrenched. This is because (a) I want to assess the impact of entrenchment on investment 

decisions, and (b) there is limited data available on target ATPs.48  

 

It is important that the sample comprise HTV and non-HTV firms and entrenched firms and non-

entrenched firms. This is for similar reasons to why it is important to have a control sample in a 

difference-in-difference model. That is, having a sample of non-HTV allows me to compare the 

impact of entrenchment on HTV and non-HTV firms; and thus, to draw conclusions about the 

impact of entrenchment on different types of firms.  

 

This sample comprises 3935 acquisitions by companies listed in the US and made between 1990-

2005. I focus on US firms because ATPs are more available in the US than in other countries, 

data is available for the US (but not generally for other countries), and prior ATP-related studies 

have focused on the US, implicitly allowing me to compare my findings to those in the literature. 

I focus on acquisitions after 1990 because governance data is only available after 1990. I focus 

on acquisitions no later than 2005 so that I can examine post-takeover disciplinary acquisitions 

(to test Hypothesis 4, above). I use data-sources that are standard in the literature (see e.g. 

Moeller et al., 2004, 2005; Masulis et al., 2007, 2009; Harford et al., 2012).  Acquisition data 

comes from SDC platinum, which provides the most complete data on acquisition characteristics 

and acquisition announcements. Stock price data is from CRSP, which provides complete and 

reliable stock-market data. Firm-level data is from Compustat, which provides a comprehensive 

set of corporate data for North American companies. IBES analyst forecasts are from the IBES 

                                                           
48 Some targets are in the relevant IRRC database; however, IRRC does not cover all listed firms and covers no unlisted firms. 
Thus, requiring target-level IRRC data would impose a clear sample selection bias by excluding any non-public firm. 
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database on WRDS. Governance data is from RiskMetrics (formerly, IRRC).49 Consistent with 

Masulis et al (2007), the sample only comprises completed acquisitions where the acquirer 

controls 100% of the target after the acquisition, and for which the bidder and target have the 

necessary data. The sample excludes companies with dual class shares (consistent with Gompers 

et al., 2003; Masulis et al., 2007) because (a) such companies are demonstrably different from 

non-dual-class companies, and (b) I want the results to be generalizable to countries that do not 

allow dual-class share structures.50  

 

I also address the concern is that the presence of serial acquirers might bias the results. 

Specifically, it is possible that a small number of innovative firms engage in serial acquisitions in 

order to generate value-creating growth. This could enable them to ‘learn’ from the acquisition 

experience (Vermeulen and Barkema, 2001; Aktas et al., 2011); and thus, to experience a more 

positive performance in subsequent acquisitions purely by virtue of this experience. I address this 

in the main models through the serial-acquirer indicator. However, the results are robust to 

excluding firms that make more than one acquisition during the sample period, and to retaining 

only the first acquisition that any firm makes. 

 

The sample yields a set of proxies for whether a firm is HTV, a set of entrenchment variables, 

and a set of dependent variables. I also use the sample to obtain a set of control variables for 

multivariate analysis. Table 6 defines the HTV variables, entrenchment variables, and 

                                                           
49 IRRC only reports data for every second or third year during the sample-period. For years with missing data, the article 
backfills data from the previously available year. The results are robust to forward filling with data from the next available year. 
50 For example, Australia disallows both ATPs and dual-class share structures. If I examine a sample that comprises dual class 
companies, then it limits the ability to draw generalizable conclusions that might be appropriate for Australia. This logic applies 
mutatis mutandis to other countries that disallow dual class structures.  
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dependent variables. Table 7 both defines and explains the control variables; I leave a discussion 

of the control variables (and the relevant prior literature) to Table 7 for the purposes of brevity. 

 

4.3.1 Proxies	for	Hard	to	Value	Companies	

I use five proxies for HTV firms. These are (a) ‘I(Software)’, a dummy that equals one if the 

firm is in the software industry,51 (b) ‘I(Medical)’, a dummy that equals one if the firm is in the 

medical industry,52 (c) ‘I(High Dispersion)’, a dummy that equals one if the firm's yearly average 

analyst forecast dispersion is in the top 25% of the IBES population, (d) ‘I(High Variability)’, a 

dummy that equals one if the standard deviation of analyst forecast errors is in the top 25% of the 

IBES population for that year, and (e) ‘I(High Forecast Error)’, a dummy that equals one if the 

firm's analyst forecast error is in the top 25% of the IBES population for that year, implying 

some difficulty valuing the company. I generically denote the HTV indicators as ‘I(HTV)’. 

 

The rationale for the proxies is as follows. For the two industry-based proxies: Software 

companies and medical companies are typically seen as `high-innovation' companies in general 

(Danzon et al., 2007; Desyllas and Hughes, 2010; Makri et al., 2010). These firms typically rely 

more on complex technologies, patents and R&D; and thus, might be more difficult to value  (as 

indicated in DiMasi and Grabowski, 2007; Giaccotto et al., 2011). Further, I focus on software 

and medical companies because they have featured in tangentially relevant strands of literature; 

the software industry in the myopia literature (Woolridge, 1988; Im et al., 2001; Barua and Mani, 

                                                           
51 Following Loughran and Ritter (2004) these have the 4-digit SIC codes: 7371, 7372, 7373, 7374, 7375, 7378, 7379. 
52 Loughran and Ritter (2004) define these as firms with 4-digit SIC code of 3841 or 3845. The paper extends this to include 
firms as being classified as as optical (SIC code 3827), surgical (SIC code 3841), orthopedic (SIC code 3842), dental (SIC code 
3843), electromedical (SIC code 3845), opthalmic (SIC code 3851), or pharmaceutical (SIC code 2834). 



 

125 
 

2011; Powell et al., 2012), and the medical/pharmaceutical industry in the innovation/acquisition 

literature (Pisano, 1991; Schweizer, 2005; Paruchuri et al., 2006; Desyllas and Hughes, 2010).  

 

For the analyst forecast dispersion variables: The idea behind ‘I(High Dispersion)’ and ‘I(High 

Variability)’ is a high dispersion in earnings forecasts implies a high dispersion in valuations. 

But, if a company is ‘easy to value’ then analysts should agree on the company’s value. Thus, a 

high dispersion in valuations implies that a company is ‘hard to value’. Part of this could relate to 

the well-documented difficulties in obtaining relevant costs of capital and predictions for high-

tech-focused companies (Weitzman, 1998; Giaccotto et al., 2011). Subsequently, analyst 

disagreement has been linked to difficulty valuing R&D and patents (Pacher, 2011). For the 

analyst forecast error variable, the rationale is that high levels of forecast error, or of dispersion 

in forecasts, might suggest some difficulty predicting earnings; and thus, in valuing the firm.  

 

I also ensure that the results are  robust to the definition of HTV firms (in unreported robustness 

tests).  

1. I address the possibility that entrenchment mainly protects HTV firms' managers when 

their corporation is undervalued (rather than when the firm is overvalued). This suggests 

that entrenchment is most effective during periods of undervaluation. Thus, I also run 

tests that focus on firms that are HTV and are undervalued. Specifically, I create new 

HTV dummy variables that equal one if the firm is both HTV and if the firm's P/RIV (a 

measure of overvaluation/undervaluation that Table 7 describes) is in the bottom 25% of 

the sample. The results are stronger when using these dummy variables (likely because 

overvalued bidders tend to make worse acquisitions on average).  
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2. One concern is that some companies in the `software' industry are relatively large and 

might not be difficult to value. I address this by developing new dummy variables that 

equal one if the firm is in the software industry and if the firm's log assets are in the 

bottom 50% of the sample. The results are qualitatively the same when using this dummy 

variable.  

3.  One issue is that negative forecast error is more important than positive forecast error, so 

focusing on the `absolute forecast error' (as the main results do) might be misleading. I 

address this by replacing the `absolute forecast error' variables with variables based on 

negative forecast error (i.e. analysts under-predicting the firm's earnings). The results are 

qualitatively the same when using these variables.  

 

4.3.2 The	Entrenchment	variables	

The goal is to examine the impact of entrenchment in HTV companies. The main measure, and 

the one that features in the reported multivariate tests, is ‘I(GIM≥10)’, a dummy variable that 

equals 1 if the firm has a Gompers et al (2003) index53 above 10 (following Harford et al., 2012). 

The rationale for using a dummy variable is several-fold: (1) it is easier to interpret double and 

triple interactions that feature dummy variables; and (2) Harford et al (2012) suggest that 

managers are sufficiently entrenched if there is a `critical mass' of ATPs. That is, having a small 

number of ATPs is ineffective. (3) Following the second point, there is non-linearity in the 

impact of ATPs. This supports the use of a non-linear  indicator variable. (4) In the data, as 

illustrated in Figure 3, there is a clear change in acquirer-returns after a firm has more than 10 

ATPs, suggesting that ATPs start to influence investment decision-making when the firm has a 

                                                           
53 The Gompers et al (2003) index has seen significant use in the literature. It is an index of 24 anti-takeover provisions. These 
ATPs can be state-based (i.e. derived from the laws in the firm’s home state) or firm-based (i.e. in the firm’s charter). The ATPs 
include the presence of a golden parachute, poison pills, classified boards, limits to amending charters and limits to amending by-
laws. The GIM index is constructed by counting the number of anti-takeover provisions that a firm has.  
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preponderance of them. Nonetheless, the results are robust to other ATP-measures. Specifically, 

the results hold in models that use ‘I(CBOARD)’ and ‘I(PPILL)’, dummies that equal 1 if the 

firm has a classified board or has poison pills, respectively. The results also hold in models that 

use the Gompers et al (2003) index or the Bebchuk et al (2009). 

[Insert Figure 3 about here] 

4.3.3 Takeover	Premiums		

The takeover premium is the transaction value divided by the target's share price 3, 11, or 21 

days before the acquisition. However, the premium paid for a transaction is endogenous with the 

market's reaction to that transaction. Thus, following Officer (2007) and Harford et al (2012), I 

examine a `Proxy Premium', defined as the average takeover premium paid for companies in the 

target's industry in the year of the acquisition. This is consistent with prior assertions that there 

are time-effects in takeover bidding strategies and premiums (Huizinga et al., 2008; Eckbo, 

2009). Further, since so few acquisitions of public targets are made by entrenched-HTV firms, 

using a proxy-premium avoids the issue of having to draw conclusions from small sample sizes.  

 

4.3.4 Dependent	Variables	

4.3.4.1 Reaction Variable:  

This proxy for the market's reaction is the firm's cumulative average abnormal return (`CAR') 

surrounding the takeover announcement from day -2 to day +2 (a five-day event window). I base 

it on an OLS estimation of the market model over the period 11-days to 210-days before the 

acquisition announcement (following Masulis et al., 2007). I ensure that the results are robust to 

other approaches to calculating CARs (see the robustness section). I use a five-day window in 

order to capture the bulk of the pre-announcement leakage and to allow the market some time to 
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digest the value-implications of the takeover. The literature suggests that such a window is 

sufficient to capture the majority of the market’s reaction to a takeover announcement (see 

Cumming and Li, 2011; Humphery-Jenner and Powell, 2011); and thus, best balances the need to 

capture the market’s reaction to the announcement without contaminating the announcement-

returns with other extraneous market movements. 

 

It is worth noting that using a market-based measure of value is consistent with the examination 

of HTV companies. The use of market-based measures of value implicitly assumes that the 

market is efficient. I hypothesize that HTV companies may have depressed stock prices due to 

valuation-difficulties. Superficially, this appears inconsistent with market efficiency. However, 

the depressed price is consistent with efficiency: the market will rationally decrease the value of 

distant and uncertain cash flows (Weitzman, 1998), as could occur in tech companies, or 

companies that are difficult to value. This would induce lower stock prices in an efficient market.  

 

I also ensure that the results are robust the definition of acquirer CARs in several ways (although 

I suppress these additional results for brevity):  

1. The results hold when using different event-horizons, holding in models that use the 

event windows (-1,1), (-2,2), and (-5,5).  

2. The results are robust to examining longer event horizons. There is some evidence of pre-

event information leakage and a subsequent run-up in acquirer stock price (Cumming and 

Li, 2011). Further, there is some evidence that short-run CARs might not perfectly reflect 

long-run performance (Duso et al., 2010). Subsequently, I also examine longer time 

horizons over the periods (-60, 0), (-60, 2), and (-60,5), and (0,60), (-2,60), (-5, 60). In 
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these models I exclude the run-up based control variables in order to mitigate 

endogeneity concerns. The results vis-a-vis entrenchment in HTV firms are qualitatively 

the same in these models.  

3. I take steps to address issues of time-changing systemic risk. The main CARs models 

cumulate abnormal returns over the event window. The abnormal return on day t is the 

actual return less the predicted return. The predicted return is the return predicted by a 

market model whose parameters are estimated using the acquirer’s stock price data over 

the period 11 days to 210 days before the acquisition. This approach accounts only for the 

acquirer’s systemic risk and not for the targets. This could be an issue due to prior 

evidence that acquisitions can change the level of systemic risk in the combined firm. It is 

possible that the change in systemic risk drives the returns CARs such that any relation 

between CARs, entrenchment, and being HTV is spurious. In unreported robustness tests, 

I address this by estimating a market model for listed targets over the period 11 days to 

210 days before the acquisition.  I then calculate the weighted average beta of the bidder 

and the target (with weights based on the market values 11 days before the 

announcement). I then use this weighted average beta to compute CARs. The 

performance of entrenched-HTV acquirers is qualitatively the same in these models as in 

the reported models. 

4. The results are robust to how I compute the market model. The baseline results use an 

OLS estimation of the market model over the period 210 days to 11 days before the 

acquisition announcement. The results are also robust to using the Scholes and Williams 

(1977) and Dimson (1979) adjustments for non-synchronious trading and thin trading and 

to using either a GARCH or EGARCH approach.  
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4.3.4.2 Long Term Value Variable 

The proxy for the firm’s long-term value is the industry-adjusted Tobin's Q (‘Ind Adj Tobin's 

Q’). This is the firm's Tobin's Q less the average Tobin's Q for all firms in its 3-digit SIC 

industry.54 Industry adjusting controls for systemically higher or lower levels of Tobin's Q in 

different industries (following Gilchrist et al., 2005). A higher Tobin’s Q reflects a higher market 

value of assets to book value of assets, implying that the firm has been able to create value from 

its assets in place. It has seen significant use in studies that examine long-term value-creation 

(Jose et al., 1986; Chirinko, 1987; Lang et al., 1989; Servaes, 1991; Megna and Klock, 1993; 

Lang and Stulz, 1994; Bharadwaj et al., 1999).  Subsequently, prior studies have used Tobin’s Q 

when examining the role of corporate governance in long-term value-creation and value-

destruction (Gompers et al., 2003; Bebchuk et al., 2009). In unreported robustness tests, I also 

ensure that the results are robust to examining Tobin’s Q (rather than Industry Adjusted Tobin’s 

Q), to industry adjusting based upon 2-digit or 4-digit SIC industry, and to adjusting by 

subtracting the industry’s median Tobin’s Q rather than its mean Tobin’s Q. 

 

4.3.4.3 Value Creating Innovation 

I use two main proxies for whether a takeover induces value-creating innovation. `Value-creating 

innovation' contains two components: (1) value-creation, and (2) innovation. I classify a takeover 

to be value-creating if the market reacts positively to it (i.e. if the CAR > 0). I examine whether a 

takeover produces innovation in two ways: (1) by looking at whether the takeover is of a high-

tech target, and (2) by examining whether the takeover produces an increase in R&D. I  describe 

these measures below. 

                                                           
54 The results are robust to subtracting the industry median Tobin's Q and examining SIC 2-digit, 3-digit and 4-digit industry 
classifications. 
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The first way to look at whether a takeover is ‘innovative’ is to examine whether it is of a high-

tech target. The variable ‘I(Target Tech)’ equals one if the target is in a high-tech industry, as 

defined in Loughran and Ritter (2004).55. The Loughran and Ritter (2004) classification is based 

upon the company’s SIC industry, with companies in high-tech industries being deemed to be 

high-tech companies.  I note that there can be many reasons for acquiring a high-tech target. For 

example, the acquisition could be to reduce product market competition (say by acquiring a 

competitor in the same industry), or could be to gain access to the firm's internal R&D processes. 

Thus, I use another proxy.  

 

The second way to examine whether a takeover produces innovation is to examine whether it 

produces an increase in the acquirer’s R&D expenditure.56 I classify a takeover as ‘innovative’ if 

it increases the acquirer’s R&D. I examine both whether the acquisition increases the firm’s 

R&D one year after the acquisition and two years after the acquisition. I also note the following: 

(1) R&D can be a messy measure of innovation. However, (2) R&D is a key pre-requisite for 

innovation, and it would be unrealistic to expect a takeover to immediately produce innovation 

outputs (such as patents). And, (3) I examine an increase in the acquirer’s R&D. That is, I test 

whether the acquirer’s R&D in year t+i exceeds that in year t-1. I do not examine whether there 

is an increase in ‘combined’ bidder and target R&D. This is to allow me to define an acquisition 

as innovative if a low R&D acquirers a high R&D target, thereby increasing the acquirer’s R&D. 

 

                                                           
55 They define high tech firms as firms in the industries: computer hardware (SIC codes: 3571, 3572, 3575, 3577, 3578); 
communications equipment (3661, 3663, 3669); electronics (3671, 3672, 3674, 3675, 3677, 3678, 3679); navigation equipment 
(3812); measuring and controlling devices (3823, 3825, 3826, 3827, 3829); medical instruments (3841, 3845); telephone 
equipment (4812, 4813); communications services (4899); and software (7371, 7372, 7373, 7374, 7375, 7378, 7379). 
56 R&D expenditures have received substantial use as a proxy for innovation (Hagedoorn, 2002; Hagedoorn and Cloodt, 2003; 
Cloodt et al., 2006; Roijakkers and Hagedoorn, 2006; Desyllas and Hughes, 2010). 
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I capture whether the innovation creates value by interacting the innovation variable with an 

indicator that equals one if the market reacts positively to the acquisition announcement. Thus, 

the two `value creating innovation' variables are ‘I(Target Tech) x I(CAR>0)’  and 

‘I(R&D(t+i)>R&D(t-1)) x I(CAR>0)’. The first variable captures whether the acquisition 

increases the acquirer’s share price and is of a high-tech target. The second variable captures 

whether the takeover increases the acqurier’s share price and increases the acquirer’s R&D 

expenditure. 

 

4.3.5 Control	Variables	

The control variables are standard in the literature (see e.g. Moeller et al., 2004, 2005; Masulis et 

al., 2007; Humphery-Jenner and Powell, 2011; Harford et al., 2012; Humphery-Jenner, 

2012b).For a useful summary of the literature on moderating variables see Haleblian et al (2009). 

Because there is a considerable literature on these variables, in the interests of brevity, I discuss 

both the theory and calculation of the control variables in Table 7.The control variables are in 

two classes: (a) general control variables that I use in the base-line regressions, and (b) other 

governance variables that I use in robustness tests. I analyze the ‘other governance variables’ 

separately because requiring these variables significantly reduces the sample size and risks 

exposing the baseline results to sample-selection biases.  

 

A potential issue in all the models that the control variables are similar in nature and some 

control variables are based on the same sub-variable ‘assets’, potentially causing collinearity. 

This can make the variables difficult to interpret and might bias the results (Wiseman, 2009). 

Despite this concern, the VIF does not exceed two for any variable in the models. Nonetheless, 

the relation between the HTV variable, ATPs and the dependent variables holds in models that 
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replace the bidder and deal control variables with principal components that reflect the bidder 

and deal characteristics. They also hold when I replace the continuous variables that are based on 

the ‘assets’ sub-variables with indicators that equal one if that variable is in the top 25% of the 

sample. I suppress the results for brevity. 

[Insert Table 7 about here] 

4.4 Analysis 

4.4.1 Sample	Description	and	Univariate	Analysis	

The sample contains 3935 acquisitions. Table 8 contains the sample description by year. 

Software companies make 408 of these acquisitions and Medical companies make 164 

acquisitions in the sample. The sample reveals some takeover clustering. In particular, there 

appear to be ‘waves’ in takeover activity. Spikes in activity occur around 1998 and 1999 

(coinciding with the tech-boom) and in 2004 (coinciding with an increased availability of capital 

with which to make takeovers). These spikes in activity are consistent with those documented in 

prior studies (Maksimovic et al., Forthcoming; Powell and Yawson, 2005, 2007). 

[Insert Table 8 about here] 

Table 9 contains summary statistics. Column 1 contains statistics for the full sample of 3935 

firms. The statistics are largely in line with those reported in prior literature (Moeller et al., 2004; 

Masulis et al., 2007). Columns 2-6 contain summary statistics for sub-samples of HTV firms. 

There is significant variation in the variables across the HTV sub-samples. 

[Insert Table 9 about here] 

Table 10 contains univariate statistics for HTV companies sorted by whether they have a GIM 

index of at least 10. Panel C compares high-ATP HTV companies with low-ATP HTV 

companies. The key results are: First, HTV acquirers tend to experience higher acquirer CARs. 
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Second, the acquisitions have a less-negative impact on industry-adjusted Tobin's Q. Third, HTV 

companies are also more likely to make acquisitions that create value and increase R&D 

expenditure. While ATPs reduce the likelihood that a ‘High Dispersion’ firm or ‘High 

Variability’ firm makes a value-creating acquisition of a high-tech target, the difference-result in 

Panel C is not significant and (in unreported analysis) reflects the lower probability of acquiring 

a high tech target.57 Fourth, if the initial acquisition destroyed value (had a CAR<0), then ATPs 

increase the likelihood that the HTV will be acquired. Overall, these results are largely consistent 

with the predictions.  

[Insert Table 10 about here] 

Table 11 analyzes the CARs in further detail. It examines the relation between CARs and 

various definitions of being a high-ATP company. Panel A contains the results for all bidders, 

the results suggest that bidders in general make profitable takeovers (as documented in Moeller 

et al., 2004; Humphery-Jenner and Powell, 2011; Harford et al., 2012), but that ATPs encourage 

takeovers that are less profitable (as per Masulis et al., 2007; Harford et al., 2012).Panels B to E 

suggest that ATPs enable managers of hard to value companies to focus on long-term value-

creation. Several results are notable: First, if the firm is HTV and has more ATPs, then the 

market reacts significantly positively to its acquisition announcements. Second, if a HTV firm 

has GIM<10 then the market will react insignificantly negatively to its takeovers. Third, if the 

firm is not HTV, but has more ATPs (GIM ≥10); that is, is an entrenched-non-HTV firm, then 

the market reacts significantly negatively to its takeovers. Overall, the results show that 

entrenched HTV acquriers’ acquisitions tend to perform better than do non-entrenched HTV 

acquirers’ ones. 

                                                           
57 Note that the regression models also control for the possibility that some acquirers are less likely to acquire a high-tech target 
by examining the probability that a bid creates value conditional on it being for a high-tech target. 
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[Insert Table 11 about here] 

4.4.2 Market‐Reaction	Analysis	

The first key issue is whether the market reacts positively to acquisitions by HTV firms who 

have more ATPs. The multivariate model is in Equation (1).  

CAR HTV GIM 10 I HTV x I GIM 10 Control  
(1) 

Here, CAR is the 5-day cumulative abnormal return based on an OLS estimation of the market 

model over the period 11 days to 210 days before the announcement; ‘I(HTV)’ is one of the five 

proxies for being a hard-to-value company; ‘I(GIM≥10)’ is an indicator that the firm's GIM 

index is at least 10; and, ‘Controls' denotes the control variables. The model uses standard errors 

clustered by 3-digit SIC industry and includes year-dummies (consistent with Petersen, 2009).58 

Hypothesis 1 suggests that there should be a positive coefficient on the interaction term ‘I(HTV) 

x I(GIM≥10)’.  

 

The results suggest that the market is more likely to react positively to entrenched-HTV firms’ 

acquisitions. Table 12 contains the OLS regression results. The first key result is that the market 

responds negatively to bidders that are entrenched (i.e. have more ATPs). This is consistent with 

findings in prior literature (see Masulis et al., 2007; Harford et al., 2012). The second key result 

is that the market reacts positively to the acquisitions by entrenched HTV acquirers, on average. 

This supports the hypothesis that entrenched-HTV companies are more likely to make value-

creating acquisitions than are non-entrenched-HTV companies. Figure 4 illustrates the results. 

The figure contains the predicted CARs by whether the firm is HTV and/or has a GIM index of 

                                                           
58 I ensure the results are robust to various types of clustering and to the inclusion of industry dummies (See the robustness 
section) . 
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at least 10. The figure illustrates that entrenched-HTV firms earn significantly higher CARs than 

do non-entrenched-HTV firms. The figure also indicates the economic significance of the results: 

compared with their non-HTV counterparts, CARs are 1.1, 1.2, 0.2, 0.5, or 2.5 percentage points 

higher for software firms, medical firms, high-dispersion firms, high-variability firms, or high-

forecast-error firms.59  

  

The results vis-à-vis the control variables are largely consistent with the prior literature. They 

key findings are: (1) larger firms (proxy: ‘ln(Assets)’) earn significantly lower CARs, consistent 

with the idea that large firm size can induce diseconomies of scale and can facilitate managerial 

entrenchment (Moeller et al., 2004; Humphery-Jenner and Powell, 2011). (2) Overvalued firms 

(Proxy: ‘P/RIV’) earn significantly lower CARs, consistent with the idea that overvaluation can 

give self-interested managers a currency with which to engage in empire building through 

acquisitions (Dong et al., 2006). (3) Financial leverage (Proxy: ‘Debt/Assets’) increases CARs, 

reflecting the possibility that debt has a disciplining effect on managers and forces managers to 

be more assiduous about value-creation (Maloney et al., 1993). (4) Acquisitions of publicly listed 

targets with stock (Proxy: ‘(Public Target) x I(Stock payment)’) tend to perform worse, 

consistent with the idea that paying stock for a target symbolizes a lower degree of confidence 

about the synergies to arise from the acquisition. (5) Acquisitions in which there are multiple 

bidders (Proxy: ‘I(Multi Bidders)’) feature lower acquirer-CARs, possibly because the presence 

of multiple bidders forces the eventual acquirer to pay a higher takeover premium, thereby 

inducing a winner’s curse (Varaiya and Ferris, 1987; Giliberto and Varaiya, 1989; Boone and 

Mulherin, 2008). (6) Friendly acquisitions (Proxy: ‘I(Friendly Deal)’) experience lower acquirer-

                                                           
59 I calculate the economic significance as follows: The net effect for entrenched HTV acquirers is HTV 	 + GIM 10 		+ 

I HTV 	 GIM 10 	. The effect for non-entrenched HTV acquirers is HTV . Therefore, the difference between entrenched 
HTV acquirers and non-entrenched HTV acquirers is GIM 10 		+ I HTV 	 GIM 10 	. The relevant coefficients are in Table 12. 
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CARs, possibly reflecting the fact that deal-friendliness indicates excessive friendliness between 

the bidder/target managers, thereby facilitating higher takeover premiums and reducing acquirer 

CARs.  

[Insert Table 12 about here] 

[Insert Figure 4 about here] 

I take several steps to mitigate endogeneity concerns. There are two sources of endogeneity: (1) 

between ATPs and the dependent variables. The issue here is that the anticipation of lower CARs 

might drive a firm to adopt ATPs, rather than the presence of ATPs driving the firm to make a 

value-increasing/value-decreasing acquisition (2) Endogeneity between the controls and the 

dependent variables. I address both. The results are unreported (for space reasons).  

1.  I instrument firm-specific ATP variables with the average level of ATPs in the firm's 

home-state. The rationale is that managers may take advantage of all the takeover 

protection they can get in their home state. Thus, they may tend towards the mean level 

of ATPs. However, there is no reason to per se suspect that the state’s mean level of 

ATPs should be correlated with corporate performance. Therefore, the state-average level 

of ATPs should satisfy by the relevance requirement and the exclusion restriction. The 

full first stage model predicts whether a firm has a GIM index of at least 10 in a given 

year as a function of its size, leverage, free cash flow, and the average GIM index in the 

firm's home state. I also include state dummies, SIC 2-digit dummies, and year dummies, 

and cluster standard errors by 3-digit SIC code. The key result is that the coefficients on 

the interaction term ‘I(HTV) x Predicted I(GIM≥10)’ are significant and positive in all 

models. 
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2. I address endogeneity by replacing the ATP index with a `Residual ATP' index that is the 

residual from a first-stage regression that predicts the level of ATPs (following Pagan, 

1984; Murphy and Topel, 2002). The `Residual ATP' represents that proportion of the 

ATP index that is not due to other firm and governance characteristics.60 For brevity, I 

only report the second stage regression that examines acquisition CARs. The key findings 

are that (1) the coefficient on the `Residual ATP’ variable is negative and significant 

whereas (2) the coefficient on the interaction of the ‘Residual ATP’ variable with the 

`HTV' variable is positive and significant in all models. This supports the hypothesis that 

ATPs can create value in HTV companies. There is similar support for the other models 

in the paper.  

3. I ensure robustness to endogeneity between the dependent variables and the non-ATP 

controls. Masulis et al (2007) indicate that there might be endogeneity between the 

controls and takeover performance. They address this by replacing the firm-specific 

variable with the industry average for the control variables. Similarly, I replace the 

controls with industry-averages. The results are qualitatively robust to using the industry 

averages variables. 

4. I employ a method similar to that in Arping and Sautner (Forthcoming): Method 1, 

above, only instruments the variable ‘I(GIM≥10)’. However, Arping and Sautner 

(Forthcoming) indicate that it may be better to instrument both ‘I(GIM≥10)’ and its 

interaction terms (i.e. ‘I(HTV) x I(GIM≥10)’). The results are qualitatively the same as 

for Method 1.  

                                                           
60 These characteristics are: a dummy that equals one if the firm was sued under a shareholder class action in the last 12 months, 
the proportion of inside directors, a CEO-chairman duality indicator, the log of the CEO's age, the log of the CEO's tenure, the 
proportion of incentive pay to total pay, the level of insider ownership, a high-tech dummy, the natural log of assets, the firm's 
tobin's Q, the industry-adjusted operating performance over assets, and the HHI. 
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5. I ensure robustness by focusing on firms that listed before 1990. One way to address 

endogeneity is to use the observation that it became more difficult for existing firms to 

implement ATPs after 1990. Subsequently, if the firm was listed before 1990, then it is 

unlikely to have changed its level of ATPs significantly over the time-period. Thus, I 

ensure that the results are robust to reducing the sample to only contain firms that listed 

before 1990 (following Gompers et al., 2003; Masulis et al., 2007; Bebchuk et al., 2009). 

 

The results are also robust to controlling for other CEO and board characteristics. I control for 

several variables, which I detail in the ‘Other Governance Variables’ panel of Table 6. I do not 

include these in the main models because requiring these variables roughly halves the sample-

size, thereby inducing fears of sample-selection bias. The results for models that control for 

additional governance factors are unreported (for space reasons). Requiring additional 

governance variables significantly reduces the sample size (to 1832 observations). However, the 

main result is that the interaction term ‘I(HTV) x I(GIM≥10)’ is positive and statistically 

significant in most models. This suggests that entrenchment improves HTV acquirers' 

acquisitions even after controlling for additional governance variables.  

 

4.4.3 Long‐term	post‐takeover	valuation	

The second key issue is whether these acquisitions improve long term value. Equation (2) 

contains the OLS regression model  

Ind	Adj	Tobin’s	Q	 t j HTV GIM 10 I HTV x I GIM 10 Control  
(2) 

Here, the dependent variable is the industry-adjusted Tobin's Q estimated j years after the 

announcement. The tables report the results for 1 year after the announcement. This is because 
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the immediate hurdles of acquisition integration and fees impose immediate pressure on 

corporate values, thereby reducing Tobin’s Q values and making it harder for an acquisition to 

improve performance in such a short time-frame. Subsequently, focusing on a short time-frame 

imposes an even more stringent test by requiring entrenched-HTV firms to improve performance 

notwithstanding the clear impediments to doing so. ‘I(HTV)' is one of five hard-to-value proxies, 

‘I(GIM≥10)' equals one if the firm has a GIM index of at least 10, and ‘Controls' denotes the 

controls. The model uses fewer controls than in the CARs regressions (in Equation 1) because 

some deal-based variables should not logically influence the acquirer's long-term value; 

however, the models in Equation (2) also control for pre-announcement industry adjusted 

Tobin’s Q.61. The models use robust standard errors clustered by 3-digit SIC code and include 

year dummies. The results are also robust to the examination of Tobin's Q, and industry adjusted 

Tobin's Q, 1, 2, or 3 years after the acquisition. The industry adjusted Tobin's Q is also robust to 

the subtraction of either the industry mean or median, and for industry being defined as the firm's 

2-digit, 3-digit, or 4-digit SIC industry. Hypothesis 2 suggests that there should be a positive 

coefficient on the interaction term ‘I(HTV) x I(GIM≥10)’.  

 

Table 13 contains regression results where the dependent variable is the industry-adjusted 

Tobin's Q one year after the acquisition. Entrenched acquirers perform worse on average 

(consistent with Gompers et al., 2003; Bebchuk et al., 2009). However, the interaction ‘I(HTV) x 

I(GIM≥10)’  is positive and significant at 1% . Thus, while HTV acquirers tend to make worse 

acquisitions, on average, entrenchment appears to encourage managers of HTV firms to make 

acquisitions that create more value. The control variables do yield some interesting results, but 

some caution is required in interpreting the control variables. The dependent variable is ‘Tobin’s 
                                                           
61 The results are qualitatively the same if the model includes all control variables. 
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Q’ (in year t+1), which will by definition be inversely related to the firm’s book assets. 

Subsequently, while some of the assets-based control variables (‘FCF/Assets’, ‘Debt/Assets’, 

‘TV/Assets’) are statistically significant, it is important to not draw too many conclusions about 

the relationship of these variables with firm values.62 

[Insert Table 13 about here] 

4.4.4 Value	creating	innovation	

The third issue is whether entrenchment encourages HTV acquirers to make acquisitions that 

generate value-creating innovation. Thus, I examine whether ATPs increase the likelihood that 

HTV firms (1) acquire a high-tech target and the market responds positively to this and (2) the 

firm's R&D expenditure increases following the acquisition and the market responds positively. I 

also examine whether ATPs increase the chance of a positive market reaction conditional on the 

acquisition being for a high-tech target. This test examines whether high-tech acquisitions by 

entrenched HTV acquirers are more likely to create value. The regression specifications are 

below:  

I Target	Tech I CAR 0 	 HTV GIM 10 I HTV x I GIM 10 Control  
(3) 

I R&D t i &D t 1 I CAR 0

HTV GIM 10 I HTV x I GIM 10 Control  

(4) 

CAR 0 	 HTV GIM 10 I HTV x I GIM 10 Control  
(5) 

Here, R&D is the acquirer’s expenditure on R&D; ‘I(Target Tech)’ equals one if the target is in a 

high tech industry as defined in Loughran and Ritter (2004); ‘I(HTV)’ is one of five hard-to-

value proxies; and, ‘I(GIM≥10)’ is an indicator that the firm has a GIM index of at least 10. The 

                                                           
62 The results vis-à-vis entrenchment and HTV firms still hold even after omitting these asset-based control variables, so 
endogeneity between the control variables and Tobin’s Q is unlikely to drive the results vis-à-vis entrenched-HTV companies.  
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control variables are as in the CARs models except that they omit ‘I(Both Tech)' and ‘I(Both 

Tech) x TV/Assets’ to avoid endogeneity. Equation (5) restricts the sample to the sub-sample of 

1016 acquisitions that are for high-tech targets as defined in Loughran and Ritter (2004). The 

models are logit models, use robust standard errors clustered by 3-digit SIC code and include 

year dummies. Hypothesis 3 indicates that there should be a positive coefficient on ‘I(HTV) x 

I(GIM≥10)’. 

 

The results are in Table 14. The control variables are suppressed for brevity. Looking at Panels A 

- C. The key result is that the coefficient on ‘I(HTV) x I(GIM≥10)’ is positive and significant 

across all HTV specifications in Panels B and C and across four HTV specifications in Panel A. 

Unsurprisingly, there is a negative coefficient on ‘I(GIM≥10)’, confirming that ATPs can reduce 

value in non-HTV firms. Overall, this implies that ATPs encourage HTV firms to increase 

innovation and this innovation creates value. Looking at Panel D, the coefficient on ‘I(HTV) x 

I(GIM≥10)’ is positive and significant for four HTV specifications. Thus, conditional on the 

acquisition being for a high-tech target, ATPs increase the probability that a HTV firm will make 

an acquisition that creates value. Overall, these results indicate that ATPs encourage HTV firms 

to make acquisitions that generate value.  

[Insert Table 14 about here] 

4.4.5 The	reaction	to	takeover	premiums	

 
The prediction is that the market should react positively to the takeover premiums that HTV 

firms pay. The regression specification is:  
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CAR 1 HTV 2 GIM 10 3 Proxy	Premium	 D	Days 4 I HTV x I GIM 10

5 HTV Proxy	Premium	 D	Days 6 Proxy	Premium	 D	Days GIM 10

7 HTV GIM 10 Proxy	Premium	 D	Days Control

1

 

(6) 

Here, CAR is the 5-day cumulative abnormal return surrounding the announcement of the 

takeover; ‘I(GIM≥10)’ indicates if the firm has a GIM index of at least 10 and ‘I(HTV)’ is one of 

five HTV indicators. The proxy premium (denoted `Proxy Premium (D days)’) is the average 

premium paid for firms in the target's SIC 2-digit industry in that year, where the takeover 

premium is variously the transaction value divided by the target's stock price D-days before the 

acquisition announcement, where D-days is variously 3-days, 11-days, or 21-days . The controls 

are as in the CARs models in Equation (1) and include the appropriate two-way interactions. The 

models use robust standard errors clustered by 3-digit SIC industry and include year dummies. 

Hypothesis 5 implies that there should be a positive coefficient on the triple interaction term 

‘I(HTV) x I(GIM≥10) x Proxy Premium (D days)’. 

 

The results are in Table 15. The key result is that the coefficient on ‘I(HTV) x I(GIM≥10) x 

Proxy Premium (D days)’ is positive and significant for four of the five HTV variables for all 

proxy premium specifications. The coefficient on `Proxy Premium' is positive. This appears 

surprising; however, reflects the inclusion of `Proxy Premium' in several interaction terms, and 

`Proxy Premium' has a significant negative univariate correlation with CARs. The table omits 

control variables for brevity, although they are largely consistent with the results reported in 

Table 12. These results imply that entrenched HTV firms use takeover premiums productively to 

acquire high-value targets.  

[Insert Table 15 about here] 
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4.5 Conclusion 

This paper examines whether ATPs can ameliorate agency conflicts of managerial risk aversion, 

thereby enabling managers to focus on long-term strategic objectives. I test the impact of 

managerial entrenchment on the takeover decisions of HTV firms. I show that if an acquirer is 

both (a) high-tech or is hard-to-value and (b) entrenched, then its acquisitions receive a more 

positive market response, and are more likely to involve value-creating innovation. Overall, the 

results tend to suggest that entrenchment can be beneficial in high-tech and innovative firms. 

 

These results contribute to several bodies of literature. First, they contribute the governance 

literature by clarifying the relation between ATPs and firm value. Second, they contribute to the 

managerial incentive literature by showing one way to reduce agency conflicts of managerial 

risk-aversion. This suggests that regulators might want to consider allowing ATPs in some types 

of firms where there is a strong argument that ATPs could create corporate value. Future 

research could focus on other types of firm that might benefit from the presence of ATPs. 

Further, additional work could examine the appropriate regulatory mechanism through which 

regulators can encourage value-creating uses of ATPs while deterring value-reducing uses of 

ATPs.  
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4.6 Tables 

Table 6: Variable definitions 
This table contains the variable definitions. All continuous variables are winsorized at 1% unless otherwise indicated. 
 
Variable Definition 
Dependent Variables  
CAR The cumulative abnormal returns accruing to the bidder for the five days surrounding the 

announcement (from days -2, to +2). Abnormal returns are the difference between actual 
returns and predicted returns. The predicted return is based on an OLS estimation of the 
market model with parameters computed over the period 11 days to 210 days before the 
announcement. 

Ind Adj Tobin’s Q The bidder's industry adjusted Tobin's Q i years after the acquisition. The paper reports the 
results for i=1. The bidder's Tobin's Q is its market value of assets over its book value of 
assets. The market value of assets is the firm's market capitalization plus book assets less its 
book equity. In Compustat terms this is (at - ceq+csho x price)/(at). The firm's industry 
adjusted Tobin's Q is its Tobin's Q less the average Tobin's Q in the firm's SIC 4-digit industry. 

I(CAR≥0) x I(R&D(t+i)>R&D(t-1)) The interaction of (a) an indicator that equals one if the CAR is positive, and (b) an indicator 
that equals one if the R&D expenditure in year $t+i$ exceeds that in year $t-i$, where year t is 
the acquisition year. 

I(CAR≥0) x I(Target Tech) The interaction of (a) an indicator that equals one if the CAR is positive and (b) an indicator 
that equals one if the target is in a high-tech industry as defined in Loughran and Ritter (2004). 

HTV Variables  
I(Software) A dummy variable that equals 1 if the acquirer is in the computer software industry. These 

have the 4-digit SIC codes: 7371, 7372, 7373, 7374, 7375, 7378, 7379. 
I(Medical) A dummy variable that equals 1 if the acquirer is in the medical industry. Loughran and Ritter 

(2004) define these as firms with 4-digit SIC code of 3841 or 3845. However, the results also 
hold in an extended definition of medical firms as being classified as optical (SIC code 3827), 
surgical (SIC code 3841), orthopedic (SIC code 3842), dental (SIC code 3843), electro-
medical (SIC code 3845), ophthalmic (SIC code 3851), or pharmaceutical (SIC code 2834).  

I(High Dispersion) A dummy variable that equals one if the average of the standard deviation of analyst forecasts 
is in the top 25% of the IBES population. The calculation is as follows. For each forecast 
period IBES reports the standard deviation of the analyst forecasts. I compute the average of 
the standard deviations over the course of the year. I(High Dispersion) equals one if the 
average of the standard deviations is in the top 25% of the IBES population. 

I(High Variability)  This is based upon the 1-period ahead analyst forecasts made over the 12 months before the 
acquisition announcement. Here, each forecast period, IBES reports the mean one-period-
ahead analyst forecast. Compute the standard deviation of the mean analyst forecasts over the 
course of the year. The variable I(High Variability) equals one if the standard deviation of the 
mean analyst forecasts is in the top 25% of the IBES population. 

I(High Forecast Error) A dummy variable that equals one if the firm's average absolute forecast error is in the top 
25% of the IBES population. For each forecast period, the absolute forecast error is the 
absolute value of the difference between the earnings forecast and the actual earnings. An 
acquirer is a I(High Forecast Error) firm if the average absolute forecast error over the year 
before the acquisition is in the top 25% of the IBES population. 

Governance Variables 
GIM The index of 24 ATPs used in Gompers et al (2003). A firm's GIM score is the number of 

these 24 ATPs that the firm has.  
I(GIM≥10) An indicator that equals 1 if the firm has a GIM score of at least 10 and has a classified board, 

and equals 0 otherwise. The reported models use this as the key governance variable. 
BCF The index of 6 ATPs used Bebchuk et al (2009). A firm's BCF score is the number of these 6 

ATPs the firm has. 
I(CBOARD) An indicator that equals 1 if the firm has a classified board. 
I(PPILL) An indicator that equals one if the firm has a poison pill.  
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Table 7: Control Variables 
Variable Prediction and literature Computation 
General Control Variables 
ln(Assets) Large firms’ acquisitions tend to create less value, possibly reflecting 

the entrenching effect of large corporate size (Moeller et al., 2004, 
2005; Shaver and Mezias, 2009). 

The natural log of the acquirer's total 
assets (Compustat code: at). 

P/RIV Overvalued equity gives managers a currency with which to make self-
interested investments, so should reduce takeover profitability (Jensen, 
2005). 

The firm's stock price (`P') to a measure 
of its true value (Residual Income Value, 
`RIV'). The computation of RIV is as in 
Harford et al (2012). 

FCF/Assets High free cash flows give managers greater discretion to make self-
interested investments, so should reduce takeover returns (Jensen, 
1986). 

The firm's free cash flow scaled by the 
market value of assets. In Compustat 
codes, the free cash flow is (oibdp-xint - 
txt-capx)/(at - ceq+csho x price), and the 
market value of assets is (at - ceq+csho x 
price), where `price' is the firm's share 
price 35 days before the announcement. 

Debt/Assets Higher levels of debt connote additional monitoring, which should 
encourage managers to create more value in acquisitions (Maloney et 
al., 1993; Zwiebel, 1996; Arping and Sautner, 2010). 

The long-term debt (Compustat: dltt) 
scaled by the market value of assets 
(Compustat: at - ceq+csho x price, where 
`price' is the firm's share price 35 days 
before the announcement sourced from 
CRSP). 

Tobin’s Q A high Tobin’s Q might connote a past track-record of value-creation 
(Gompers et al., 2003), so might increase acquisition returns.  

Tobin's Q is the market value of assets (at 
- ceq+csho x price, where `price' is the 
firm's share price 35 days before the 
announcement) scaled by the book value 
of assets (Compustat: at). 

I(Serial Acquirer) The prediction is ambiguous. Serial acquirers sometimes engage in 
acquisition programs that destroy corporate value (Moeller et al., 2005). 
However, there is some evidence that acquirers learn from acquisition 
experience, enabling them to improve acquisition performance 

(Vermeulen and Barkema, 2001; Barkema and Schijven, 2008).
63

 

An indicator that equals one if the 
acquirer has previously engaged in three 
or more acquisitions. This data is from 
SDC platinum. 

Run-Up A strong stock-price run-up should represent anticipation of the 
market’s reaction to the takeover, so should be positively related to 
takeover performance.  

The Run-Up variable is the firm's buy-
and-hold-abnormal-return (BHAR) 
earned over the period 210 days to 11 
days before the takeover. The abnormal 
returns are based on an OLS estimation 
of the market model computed over 200 
days before this period. 

Volume Run-Up Similarly to the presence of a stock-price run-up, a volume run-up 
might indicate market expectations of a takeover. However, a volume 
run-up does not imply that the market thinks the takeover will create 
value (and indeed could be associated with strong sell-pressure). 
Subsequently a volume-run up proxies more for the presence of 
liquidity, thereby controlling for the market conditions that might 
influence acquirer CARs.  

The measure of abnormal volume on day 
t is the turnover on day ‘t’ less that 
predicted by an OLS estimation of a 
turnover-based market-model (computed 
over a prior 200 day period). The 
`Volume' variable is the cumulative 
abnormal volume over the window from 
10-days to 30-days before the 
announcement. 

TV/Assets Large deals tend to involve greater integration difficulties, so might 
reduce takeover returns.  

The transaction value divided by the 
bidder's market value 11 days before the 
announcement. 

I(Both Tech) Deals where the bidder and target are both high-tech could induce 
higher returns by increasing market power.   

I(Both Tech) equals one if both the 
bidder and target are in high-tech 
industries as defined in Loughran and 

Ritter (2004).
64

 
I(Diversifying) Diversifying deals likely  perform worse due to integration difficulties 

and the possibility that the motivation is managerial self-interest 
(Moeller and Schlingemann, 2005). 

An indicator that equals one if the bidder 
and target are in different Fama-French 
48 industries. The results are 
qualitatively the same when defining 
diversifying acquisitions as those in 

                                                           
63 This also follows the literature on organizational learning, which suggests that experience (such as in acquisitions) can 
managerial knowledge , which should improve performance (Argote and Miron-Spektor, 2011). 
64 They define high tech firms as firms in the industries: computer hardware (SIC codes: 3571, 3572, 3575, 3577, 3578); 
communications equipment (3661, 3663, 3669); electronics (3671, 3672, 3674, 3675, 3677, 3678, 3679); navigation equipment 
(3812); measuring and controlling devices (3823, 3825, 3826, 3827, 3829); medical instruments (3841, 3845); telephone 
equipment (4812, 4813); communications services (4899); and software (7371, 7372, 7373, 7374, 7375, 7378, 7379). 
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which the bidder and target are in 
different 2-digit, 3-digit, and 4-digit SIC 
codes. 

I(Cross-border) Cross-border deals may perform worse due to the difficulties of 
integrating companies in different countries and due to information 
asymmetries of distance (Moeller and Schlingemann, 2005; Vaara and 
Tienari, 2010). 

An indicator that equals one if the bidder 
and target are based in different 
countries. 

I(Friendly Deal) Friendly deals may perform better if friendliness streamlines the 
integration process. However, it could also induce poor performance if 
the friendliness arises from paying an excess takeover premium. 

An indicator that equals one if SDC 
codes the deal as neither hostile nor 
unsolicited. 

I(Multi Bidders) The presence of multiple bidders can force up takeover premiums and 
induce a winner’s curse (Giliberto and Varaiya, 1989). 

An indicator that equals one if there was 
more than one bidder. 

Method of Payment and 
Target Status 
Interactions 

Method of payment can influence takeover returns. For example, paying 
stock to an unlisted target can create a monitoring blockholder, who 
might improve monitoring (Chang, 1998; Fuller et al., 2002).  

The indicators `Public', `Private', 
`Subsidiary' represent an acquisition of a 
listed target, an unlisted target, a 
subsidiary. The terms `Cash' and `Stock' 
equal one if the bidder paid with some 
cash, or with only stock, respectively. 
The models control for the interactions of 
the variables. 

Industry M&A High levels of M&A activity in the target’s industry might represent 
increased competition for targets, thereby driving up takeover premiums 
(McNamara et al., 2008). 

The total value of the takeover 
transactions in the target's industry in the 
past year 

Other governance variables used in unreported robustness tests
65

 
I(5% Blockholder) Large blockholders have an incentive to monitor companies. Thus, a 

large blockholder in the acquirer should improve governance and 
encourage managers to maximize shareholder wealth (McCahery et al., 
2012).   

An indicator that equals one if Thomson 
13f filings indicate that a shareholder 
owns more than 5% of the company. The 
5% threshold follows Hillman et al 
(2011). 

Discretionary 
Accruals/Non-
Discretionary Accruals 

Large amounts of discretionary accruals can indicate earnings 
management. Earnings management connotes poor governance (Ahn 
and Choi, 2009; Chi and Gupta, 2009; Hochberg, 2012). Poor 
governance implies worse takeover returns and possibly less innovation. 

I calculate it using Compustat Data 
following the balance sheet method in 
Hribar and Collins (2002). 

CEO Percentage 
Ownership 

Higher levels of CEO equity ownership can help to align CEO and 
shareholder incentives (Matta and McGuire, 2008). This could 
encourage value-creation in acquisitions 

The percentage of the firm’s stock that 
the CEO owns, as reported in 
Execucomp.  

CEO Equity 
Compensation/Total 
Compensation 

Higher levels of equity based compensation could encourage managers 
to act in shareholders’ interests.  

The proportion of equity based pay to 
total pay in Execucomp (in Execucomp 
codes: rstkgrnt/tdc1). 

ln(CEO Age) Older CEOs might become more entrenched, possibly enabling them 
undertake self-interested investments or engage in empire building. 

The natural log of the CEO’s age, as 
reported in Execucomp. 

ln(CEO Tenure) Long serving CEOs can become ‘entrenched’, possibly enabling CEOs 
to become over-confident ‘star’ CEOS, and enabling them to reduce 
shareholder wealth (Sinha et al., 2012) 

The natural log of the time that the CEO 
has served at CEO, as reported in 
Execucomp.  

I(CEO is Chair) Having a chairperson who is also the CEO might connote poor 
corporate governance and reduce value-gains from acquisitions 
(Rechner and Dalton, 1991). However, there is some evidence that 
CEO-Chair duality is sometimes useful if it helps the CEO convey 
expertise, and there is mixed evidence on whether CEO-Chair duality 
harms performance (see e.g. Baliga et al., 1996). 

An indicator that equals one if the CEO 
is also the chairperson of the board, as 
indicated in IRRC’s directors database.  

Num Directors A larger board might harm performance due to the difficulties of 
coordinating myriad interests (Goodstein et al., 1994). However, there is 
some evidence that larger boards could improve governance through 
institutional learning , monitoring, or diluting CEO power (Changanti et 
al., 1985). 

The number of directors on the 
company’s board, as reported in IRRC’s 
directors database. 

Prop Exec Directors Having more executive directors on the boards may emphasize agency 
conflicts and harm performance/innovation (Masulis and Mobbs, 2011). 
However, there is some evidence of a curvilinear effect (Wagner et al., 
1998), reflecting the role of insiders in information provisioning (Coles 
and Hesterly, 2000). 

The proportion of directors who are 
‘executive’ directors (as opposed to 
independent or ‘grey’  directors) as 
reported in IRRC’s director’s database. 

Prop Bad Attendance Poor attendance at board meetings might reflect a lack of attention/ 
monitoring and might harm performance 

The proportion of directors that attended 
under 75% of the board meetings, as 
indicated in IRRC’s directors database. 

Prop Female Directors Adams and Funk (2012) argue that female directors have different goals 
and preferences to male directors. Greater diversity on a board can 
improve governance and board-attendance, although appear not to 

The proportion of the board who are 
female as indicated in IRRC’s directors 
database. 

                                                           
65 I use these variables as additional controls in unreported robustness tests. The tests are unreported because requiring these 
variables significantly reduces the sample size.  
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improve performance (Adams and Ferreira, 2009). 
Prop Exec on Audit 
Committee 

The audit committee should independently monitor managers. More 
insiders on the committee would worsen governance. 

The proportion of the insiders on the 
audit committee, as indicated in IRRC’s 
directors database. 

Prop Exec on 
Governance Committee 

The governance committee should set governance mechanisms to 
prevent agency conflicts. Insiders on the governance committee would 
undermine this process. 

The proportion of insiders on the 
governance committee, as indicated in 
IRRC’s directors database. 

I(Delaware 
Incorporation) 

Delaware has a reputation for allowing manager-friendly governance 
arrangements, possibly harming corporate governance and reducing 
performance (Macey, 2002; McCahery and Vermeulen, 2005). 

An indicator that equals one if the 
company is incorporated in Delaware.  

 
Table 8: Sample composition by year 
The sample comprises a total of 3935 acquisitions made between 1990 and 2005. Column 1 contains the total number of acquisitions in a given 
year. Column 2 (Column 3) contains the number of acquisitions that are by a software (non-software) company. Column 4 (Column 5) contains 
the number of acquisitions that are by a medical (non-medical) company). Column 6 contains the average of the standard deviation in analyst 
forecasts. Column 7 contains the standard deviation of the mean analyst forecast. Column 8 contains the average forecast error. 

Year Total Software Non-
Software 

Medical Non-
Medical 

High 
Dispersion 

High 
Variability 

High Error 

 [1] [2] [3] [4] [5] [6] [7] [8] 
1990 119 11 108 2 117 0.090 0.157 0.338 
1991 109 5 104 2 107 0.281 0.319 0.736 
1992 121 12 109 3 118 0.064 0.101 0.159 
1993 201 14 187 10 191 0.077 0.150 0.188 
1994 225 11 214 10 215 0.063 0.099 0.161 
1995 225 26 199 8 217 0.083 0.144 0.180 
1996 232 17 215 11 221 0.069 0.121 0.156 
1997 236 13 223 4 232 0.066 0.123 0.925 
1998 382 40 342 15 367 0.079 0.212 0.331 
1999 322 18 304 16 306 0.084 0.227 0.243 
2000 279 31 248 8 271 0.125 0.330 0.430 
2001 252 22 230 11 241 0.071 0.324 0.281 
2002 319 55 264 12 307 0.058 0.197 0.338 
2003 289 52 237 14 275 0.063 0.207 0.179 
2004 336 40 296 18 318 0.058 0.169 0.173 
2005 288 41 247 20 268 0.059 0.162 0.172 
Overall 3935 408 3527 164 3771 0.087 0.190 0.312 
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Table 9: Summary statistics 
This table contains summary statistics for the sample. All figures are sample means. Table 6 contains the variable 
definitions. Column 1 examines all firms in the sample. Columns 2-6 examine sub-sample of firms that are HTV. 
The HTV definition is in the column title. 

  All Firms Software Medical High Dispersion High Variability High Error 
Panel A: Dependent and Related Variables 
CAR 0.301 0.035 -0.017 0.122 -0.006 0.500 
Ind Adj Tobin's Q(t+3) 0.155 0.190 0.300 -0.043 -0.100 -0.099 
Ind Adj Tobin's Q(t+2) 0.173 0.334 0.284 -0.032 -0.060 -0.115 
Ind Adj Tobin's Q(t+1) 0.192 0.406 0.339 -0.060 -0.043 -0.067 
I(Tgt Tech) 0.258 0.806 0.421 0.216 0.309 0.277 
I(R&D(t+2) > R&D(t-1)]) 0.915 0.902 0.872 0.814 0.840 0.848 
I(R&D(t+1) > R&D(t-1)]) 0.910 0.868 0.848 0.827 0.840 0.857 
I(Acquired) 0.133 0.211 0.116 0.188 0.144 0.089 
Proxy Premium (3 days) 1.139 1.526 1.178 1.139 1.267 1.202 
Proxy Premium (11 days) 1.196 1.586 1.273 1.191 1.329 1.256 
Proxy Premium (21 days) 1.228 1.662 1.303 1.214 1.354 1.293 
Panel B: Governance Variables 
GIM 9.418 8.137 9.220 9.288 9.164 8.946 
BCF 2.270 1.730 2.018 2.161 2.146 1.929 
I(CBOARD) 0.629 0.458 0.640 0.583 0.588 0.473 
I(GIM ≥ 10) 0.484 0.270 0.439 0.487 0.455 0.473 
I(BCF≥ 3) 0.450 0.260 0.360 0.386 0.391 0.295 
Panel C: Control Variables 
Assets (USDm) 12154 2121 4643 18025 14777 25662 
Ind Adj Tobin's Q(t-1) 0.426 1.001 0.886 0.143 0.345 0.235 
Tobin's Q(t-1) 1.972 3.115 3.353 1.580 1.934 1.618 
P/RIV 2.137 3.652 3.198 1.699 1.759 0.591 
FCF/Assets 0.017 0.020 0.032 -0.001 0.004 -0.009 
Debt/Assets 0.166 0.057 0.110 0.205 0.183 0.221 
Run-up -0.071 -0.098 -0.086 -0.073 -0.128 -0.073 
Ind M&A 0.022 0.038 0.036 0.020 0.023 0.017 
TV/Assets 0.133 0.090 0.113 0.170 0.148 0.195 
I(Diversifying) 0.369 0.328 0.372 0.363 0.407 0.438 
I(Cash Paymebt) 0.552 0.525 0.579 0.565 0.572 0.580 
I(Stock Payment) 0.448 0.475 0.421 0.435 0.428 0.420 
I(Private Target) 0.364 0.500 0.305 0.277 0.367 0.268 
I(Public Target) 0.317 0.297 0.378 0.343 0.290 0.348 
I(Subsidiary Target) 0.314 0.201 0.317 0.371 0.337 0.384 
I(Multi Bidders) 0.020 0.017 0.037 0.030 0.027 0.036 
Volume Run-up 0.072 -0.105 0.163 0.057 0.120 0.120 
I(Cross-border) 0.007 0.005 0.006 0.013 0.006 0.009 
I(Friendly Deal) 0.989 0.988 0.976 0.983 0.987 0.991 
I(Serial Acquirer) 0.200 0.201 0.116 0.124 0.160 0.071 
HHI 0.154 0.106 0.091 0.144 0.152 0.120 
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Table 10: Univariate statistics for HTV firms 
This table contains univariate statistics for HTV firms sorted by whether they have a GIM index of at least 10. All 
figures are sample means. The column title denotes the HTV measure. Panel A examines firms with GIM ≥ 10; 
Panel B examines firms with GIM< 10; and, Panel C takes the difference between Panel A and Panel B. The 
variable definitions are in Table 6 Superscripts ***, **, and * denote a significant differences from zero in Panel A 
and Panel B and denote a significant differences in means in Panel C. 
  Software Medical High Dispersion High Variability High Error 
Panel A: GIM ≥ 10 
CAR  1.146 0.679* 0.231*** 0.295* 1.737*** 
Δ Ind Adj Tobin's Q (t+1, t-1) -0.117 -0.541*** -0.117*** -0.230*** 0.071 
Δ Ind Adj Tobin's Q (t+2, t-1) -0.290 -0.603** -0.092*** -0.181** 0.113*** 
Δ Ind Adj Tobin's Q (t+3, t-1) -0.416 -0.866** -0.080*** -0.210* 0.130*** 
Δ Ind Adj Tobin's Q (t+1, t-1) x Δ R&D (t+1, t-1) -0.169 -0.930 0.007* -0.095 0.007 
Δ Ind Adj Tobin's Q (t+2, t-1) x Δ R&D (t+2, t-1) -0.439* -0.774* -0.026 0.014* -0.186** 
Δ Ind Adj Tobin's Q (t+3, t-1) x Δ R&D (t+3, t-1) -1.279* -2.291** -0.064 -0.064 -0.192* 
I(Bid For) 0.164*** 0.083** 0.080*** 0.084*** 0.038 
Pane B: GIM < 10 
CAR  -0.375 -0.562 0.018 -0.257 -0.611 
Δ Ind Adj Tobin's Q (t+1, t-1) -0.765*** -0.436*** -0.310*** -0.643*** -0.601** 
Δ Ind Adj Tobin's Q (t+2, t-1) -0.975*** -0.516*** -0.306*** -0.676*** -0.648** 
Δ Ind Adj Tobin's Q (t+3, t-1) -1.149*** -0.489** -0.295*** -0.711*** -0.615** 
Δ Ind Adj Tobin's Q (t+1, t-1) x Δ R&D (t+1, t-1) -0.569*** -0.791* -0.497* -0.814*** -1.279 
Δ Ind Adj Tobin's Q (t+2, t-1) x Δ R&D (t+2, t-1) -0.930*** -1.828** -0.354* -1.152*** -0.794 
Δ Ind Adj Tobin's Q (t+3, t-1) x Δ R&D (t+3, t-1) -1.570*** -0.987*** 0.089 -0.714*** 0.879 
I(Bid for) x I(CAR ≤ 0) 0.057*** 0.065** 0.058*** 0.041*** 0.000 
Panel C: Difference: GIM ≥ 10 - GIM < 10 
CAR  1.521 1.241** 0.213* 0.552* 2.347* 
Δ Ind Adj Tobin's Q (t+1, t-1) 0.648*** 0.105 0.193** 0.413*** 0.672** 
Δ Ind Adj Tobin's Q (t+2, t-1) 0.685*** 0.087 0.215** 0.495*** 0.760** 
Δ Ind Adj Tobin's Q (t+3, t-1) 0.732** 0.377 0.215** 0.501*** 0.745** 
Δ Ind Adj Tobin's Q (t+1, t-1) x Δ R&D (t+1, t-1) 0.400*** 0.140*** 0.504** 0.720* 1.285** 
Δ Ind Adj Tobin's Q (t+2, t-1) x Δ R&D (t+2, t-1) 0.492** 1.054** 0.328* 1.166 0.609** 
Δ Ind Adj Tobin's Q (t+3, t-1) x Δ R&D (t+3, t-1) 0.292* 1.305** 0.154 0.651 1.071 
I(Bid for) x I(CAR ≤ 0) 0.107*** 0.018 0.022** 0.043*** 0.038 

 
Table 11: CARs by HTV classification 
This table contains CARs sorted by whether the acquirer is HTV. Table 6 contains the variable definitions. All figures are sample 
means (or differences thereof). Superscripts ***, **, and * denote significance at 1%, 5%, and 10%, respectively.  
 All GIM ≥ 10 GIM< 10 Difference 
All 0.301*** -0.036 0.617*** -0.653*** 
Software 0.035 1.146* -0.375 1.521 
Non-Software 0.332 -0.108*** 0.788 -0.896*** 
Difference -0.296 1.254** -1.162*  
Medical -0.017 0.679*** -0.562 1.241** 
Non-Medical 0.315*** -0.064 0.673*** -0.737*** 
Difference -0.332 0.743** -1.235  
High Dispersion 0.122 0.231* 0.018 0.213* 
Low Dispersion 0.330*** -0.078 0.712*** -0.790*** 
Difference -0.208 0.309** -0.694***  
High Variability -0.006 0.295*** -0.257 0.552* 
Low Variability 0.381*** -0.115 0.862*** -0.977*** 
Difference -0.387 0.410** -1.119***  
High Forecast Error 0.500 1.737* -0.611 2.347* 
Low Forecast Error 0.295*** -0.086 0.654*** -0.740*** 
Difference 0.205 1.823** -1.264  
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Table 12: CARs regressions 
This table contains the results of regressions that examine the determinants of acquirer CARs. The dependent 
variable is the 5-day acquisition CAR. The models are OLS models that include year dummies and cluster standard 
errors by the acquirer’s 3-digit SIC industry. Table 6 contains the variable definitions. Superscripts ***, **, and * 
denote significance at 1%, 5%, and 10%, respectively. Brackets contain p-values.  
 
HTV Variable Software Medical High Dispersion High Variability High Forecast Error 
 [1] [2] [3] [4] [5] 
I(GIM≥ 10) -0.758*** -0.665** -0.714** -0.857*** -0.678** 
 [0.005] [0.026] [0.026] [0.007] [0.022] 
I(HTV) -0.930*** -1.464*** -0.442 -0.744** -1.261 
 [0.005] [0.000] [0.355] [0.035] [0.201] 
I(GIM≥ 10) x I(HTV) 1.858*** 1.858*** 0.929* 1.316** 3.128** 
 [0.000] [0.002] [0.095] [0.010] [0.013] 
ln(Assets) -0.373*** -0.376*** -0.373*** -0.368*** -0.372*** 
 [0.000] [0.000] [0.000] [0.000] [0.000] 
Tobin's Q 0.304** 0.310** 0.298** 0.286** 0.299** 
 [0.021] [0.016] [0.021] [0.031] [0.019] 
P/RIV -0.080*** -0.082*** -0.081*** -0.082*** -0.082*** 
 [0.000] [0.000] [0.000] [0.000] [0.000] 
FCF/Assets 5.946 6.535 6.081 5.727 6.185 
 [0.152] [0.120] [0.144] [0.172] [0.150] 
Debt/Assets 3.017*** 3.252*** 3.223*** 3.099*** 3.130*** 
 [0.009] [0.006] [0.006] [0.008] [0.007] 
Run-up 0.059 0.057 0.066 0.012 0.073 
 [0.874] [0.878] [0.860] [0.975] [0.846] 
Ind M&A 2.542 1.901 1.363 1.848 1.064 
 [0.642] [0.715] [0.790] [0.720] [0.834] 
TV/Assets 0.574 0.546 0.588 0.589 0.585 
 [0.517] [0.538] [0.512] [0.505] [0.512] 
I(Both Tech) 0.514 0.45 0.504 0.49 0.482 
 [0.118] [0.137] [0.118] [0.121] [0.136] 
I(Both Tech) x TV/Assets -7.158*** -7.307*** -7.509*** -7.446*** -7.641*** 
 [0.000] [0.000] [0.000] [0.000] [0.000] 
I(Diversifying) 0.01 -0.003 0.002 0.006 -0.003 
 [0.963] [0.988] [0.992] [0.977] [0.991] 
I(Public Target) x I(Cash Payment) 0.304 0.306 0.287 0.261 0.32 
 [0.447] [0.438] [0.469] [0.515] [0.414] 
I(Public Target) x I(Stock Payment) -2.011*** -1.993*** -1.998*** -2.011*** -2.003*** 
 [0.000] [0.000] [0.000] [0.000] [0.000] 
I(Private Target) x I(Cash Payment) 0.387 0.373 0.397 0.37 0.388 
 [0.187] [0.201] [0.175] [0.206] [0.190] 
I(Private Target) x I(Stock Payment) 0.238 0.222 0.198 0.217 0.206 
 [0.647] [0.657] [0.692] [0.662] [0.678] 
I(Subsidiary Target) x I(Cash Payment) 1.071*** 1.073*** 1.085*** 1.072*** 1.092*** 
 [0.002] [0.002] [0.001] [0.002] [0.001] 
I(Multi Bidders) -1.578** -1.582** -1.595** -1.610** -1.551** 
 [0.013] [0.013] [0.012] [0.011] [0.015] 
Volume Run-up 0.159 0.165 0.157 0.161 0.161 
 [0.156] [0.140] [0.153] [0.142] [0.144] 
I(Cross-border) 2.879** 2.834** 2.944** 2.863** 2.922** 
 [0.023] [0.024] [0.023] [0.024] [0.020] 
I(Friendly Deal) -2.617*** -2.565*** -2.471*** -2.522*** -2.507*** 
 [0.002] [0.002] [0.003] [0.002] [0.003] 
I(Serial Acquirer) 0.201 0.169 0.192 0.175 0.184 
 [0.428] [0.486] [0.436] [0.480] [0.450] 
Constant 4.973*** 4.920*** 4.784*** 4.971*** 4.835*** 
 [0.000] [0.000] [0.000] [0.000] [0.000] 
Observations 3,935 3,935 3,935 3,935 3,935 
R-squared 6.60% 6.50% 6.50% 6.60% 6.60% 
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Table 13: Post-acquisition Tobin's Q regressions 
This table contains OLS regression models that examine the determinants of post-takeover industry adjusted Tobin’s 
Q values. The dependent variable is the acquirer’s industry adjusted Tobin’s Q one year after the acquisition. The 
models are OLS models that include year dummies and cluster standard errors by the acquirer’s 3-digit SIC industry. 
Table 6 contains the variable definitions. Brackets contain p-values. Superscripts ***, **, and * denote 
significance at 1%, 5%, and 10%, respectively.  
HTV Variable Software Medical High Dispersion High Variability High Forecast Error 
  [1] [2] [3] [4] [5] 
Ind Adj Tobin's Q (t-1) 0.198*** 0.195*** 0.196*** 0.196*** 0.197*** 
 [0.003] [0.003] [0.003] [0.004] [0.003] 
I(GIM≥ 10) -0.091 -0.109*** -0.08 -0.109 -0.074 
 [0.122] [0.009] [0.195] [0.100] [0.176] 
I(HTV) -0.175** -0.374** -0.194** -0.292*** -0.158 
 [0.014] [0.028] [0.012] [0.000] [0.114] 
I(GIM≥ 10) x I(HTV) 0.200*** 0.876*** 0.052* 0.168* 0.096** 
 [0.008] [0.000] [0.062] [0.077] [0.046] 
ln(Assets) -0.019 -0.016 -0.012 -0.012 -0.015 
 [0.232] [0.314] [0.450] [0.447] [0.313] 
P/RIV 0.007 0.006 0.006 0.005 0.006 
 [0.189] [0.244] [0.249] [0.326] [0.235] 
FCF/Assets 0.930** 0.989** 0.668* 0.545 0.886** 
 [0.033] [0.016] [0.076] [0.148] [0.034] 
Debt/Assets -1.130*** -1.070*** -1.067*** -1.089*** -1.076*** 
 [0.000] [0.000] [0.000] [0.000] [0.000] 
TV/Assets -0.199*** -0.193*** -0.184*** -0.191*** -0.189*** 
 [0.003] [0.002] [0.003] [0.004] [0.003] 
I(Both Tech) -0.013 -0.028 -0.04 -0.038 -0.023 
 [0.778] [0.494] [0.401] [0.417] [0.609] 
I(Both Tech) x TV/Assets -0.265 -0.333* -0.315 -0.275 -0.361* 
 [0.178] [0.086] [0.100] [0.136] [0.068] 
I(Diversifying -0.009 -0.008 -0.009 0 -0.007 
 [0.846] [0.854] [0.847] [0.994] [0.871] 
I(Cross-border) -0.175 -0.207 -0.149 -0.181 -0.169 
 [0.163] [0.122] [0.220] [0.162] [0.173] 
I(Serial Acquirer) 0.06 0.056 0.046 0.051 0.054 
 [0.304] [0.318] [0.408] [0.366] [0.336] 
Constant 0.420** 0.388* 0.376* 0.425** 0.372* 
 [0.048] [0.058] [0.066] [0.038] [0.065] 
Observations 3,709 3,709 3,709 3,709 3,709 
R-squared 21.80% 22.30% 21.90% 22.30% 21.70% 
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Table 14: Post-takeover innovation 
This table examines the determinants of value-creating innovation. All models are logit models, include year 
dummies, and cluster standard errors by the acquirer’s 3-digit SIC industry. Table 6 contains the variable 
definitions. Superscripts ***, **, and * denote significance at 1%, 5%, and 10%, respectively. Brackets contain p-
values.  
 
HTV Variable Software Medical High Dispersion High Variability High Forecast Error 
  [1] [2] [3] [4] [5] 
Panel A: Dependent Variable: I(CAR≥ 0) x I(Tgt Tech) 
I(GIM≥ 10) -0.444** -0.403** -0.435** -0.425*** -0.425** 
 [0.037] [0.019] [0.016] [0.004] [0.012] 
I(HTV) 0.652** -0.702 -0.122 0.254 0.098 
 [0.027] [0.107] [0.523] [0.198] [0.819] 
I(HTV) x I(GIM≥ 10) 0.551** 0.476** 0.474* 0.234 1.218** 
 [0.012] [0.035] [0.066] [0.350] [0.011] 
Controls Yes Yes Yes Yes Yes 
Constant -1.781 -1.132 -1.171 -1.221 -1.244 
 [0.119] [0.321] [0.310] [0.287] [0.267] 
Observations 3935 3935 3935 3935 3935 
Pseudo-R2 20.20% 19.20% 19.00% 19.20% 19.20% 
Panel B: Dependent Variable: I(CAR≥ 0) x I(R&D(t+1) > R&D(t-1)) 
I(GIM≥ 10) -0.237*** -0.191** -0.236** -0.287*** -0.208** 
 [0.001] [0.031] [0.014] [0.001] [0.014] 
I(HTV) -0.293*** -0.473*** -0.394** -0.351*** -0.506* 
 [0.000] [0.000] [0.016] [0.008] [0.068] 
I(HTV) x I(GIM≥ 10) 0.568*** 0.248 0.380* 0.505*** 0.880*** 
 [0.000] [0.169] [0.055] [0.005] [0.003] 
Controls Yes Yes Yes Yes Yes 
Constant 0.866** 0.823** 0.818** 0.883** 0.806** 
 [0.035] [0.039] [0.041] [0.033] [0.045] 
Observations 3935 3935 3935 3935 3935 
Pseudo-R2 3.59% 3.56% 3.62% 3.67% 3.56% 
Panel B: Dependent Variable: : I(CAR≥ 0) x I(R&D(t+2) > R&D(t-1)) 
I(GIM≥ 10) -0.223*** -0.192** -0.211** -0.257*** -0.194** 
 [0.001] [0.024] [0.022] [0.003] [0.018] 
I(HTV) -0.254*** -0.461*** -0.349** -0.280** -0.423* 
 [0.001] [0.000] [0.022] [0.026] [0.094] 
I(HTV) x I(GIM≥ 10) 0.555*** 0.502*** 0.28 0.417** 0.778** 
 [0.000] [0.003] [0.181] [0.023] [0.019] 
Controls Yes Yes Yes Yes Yes 
Constant 1.071*** 1.052*** 1.039*** 1.085*** 1.024*** 
 [0.005] [0.004] [0.004] [0.004] [0.005] 
Observations 3935 3935 3935 3935 3935 
Pseudo-R2 3.63% 3.60% 3.64% 3.65% 3.59% 
Panel D: Dependent Variable: I(CAR≥ 0); sample only contains acquisitions of high-tech targets 
I(GIM≥ 10) -0.317** -0.159 -0.237 -0.274 -0.14 
 [0.035] [0.398] [0.215] [0.165] [0.379] 
I(HTV) -0.255*** -0.726** -0.456* -0.15 0.286 
 [0.007] [0.048] [0.060] [0.232] [0.599] 
I(HTV) x I(GIM≥ 10) 0.678*** 0.504* 0.999*** 0.691** 0.12 
 [0.000] [0.051] [0.002] [0.030] [0.896] 
Controls Yes Yes Yes Yes Yes 
Observations 1016 1016 1016 1016 1016 
Pseudo-R2 6.08% 6.04% 6.12% 6.06% 5.80% 
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Table 15: Takeover Premium Regressions 
This table contains models that examine the market’s reaction to the takeover premium. The dependent variable is 
the 5-day announcement CAR. The models are OLS models that include year dummies and cluster standard errors 
by the acquirer’s 3-digit SIC industry. Table 6 contains the variable definitions. Brackets contain p-values. 
Superscripts ***, **, and * denote significance at 1%, 5%, and 10%, respectively.  
 
HTV Variable Software Medical High Dispersion High Variability High Error 
  [1] [2] [3] [4] [5] 
Panel A: 3-Day Premium 
I(GIM≥ 10) -0.616* -0.581 -0.541 -0.548 -0.549 
 [0.094] [0.134] [0.167] [0.152] [0.158] 
Proxy Premium (3 Day) 0.214 0.205 0.238 0.252 0.22 
 [0.224] [0.197] [0.157] [0.118] [0.174] 
I(HTV) -1.118*** -0.205 -0.412 -0.302 0.628 
 [0.002] [0.851] [0.257] [0.384] [0.510] 
Proxy Premium (3 Day) 0.21 -0.641 -0.197 -0.309 -0.665 
 [0.456] [0.331] [0.290] [0.336] [0.194] 
I(GIM≥ 10) x Proxy Premium (3 Day) -0.149 -0.086 -0.215 -0.256 -0.124 
 [0.513] [0.670] [0.322] [0.145] [0.537] 
I(HTV) x I(GIM≥ 10) x Proxy Premium (3 Day) 0.860*** 1.050*** 0.840** 0.767** 1.263 
 [0.000] [0.000] [0.021] [0.022] [0.157] 
Controls Yes Yes Yes Yes Yes 
Observations 3,169 3,169 3,169 3,169 3,169 
R-squared 6.60% 6.50% 6.60% 6.60% 6.50% 
Panel B: 11-Day Premium 
I(GIM≥ 10) -0.594 -0.551 -0.512 -0.523 -0.521 
 [0.103] [0.154] [0.190] [0.172] [0.179] 
Proxy Premium (11 Day) 0.227 0.222 0.252 0.264* 0.236 
 [0.168] [0.137] [0.114] [0.081] [0.125] 
I(HTV) -1.129*** -0.189 -0.433 -0.332 0.628 
 [0.002] [0.870] [0.229] [0.335] [0.510] 
I(HTV) x Proxy Premium (11 Day) 0.206 -0.595 -0.189 -0.278 -0.631 
 [0.432] [0.367] [0.295] [0.364] [0.182] 
I(GIM≥ 10) x Proxy Premium (11 Day) -0.161 -0.107 -0.235 -0.274 -0.142 
 [0.450] [0.577] [0.250] [0.100] [0.454] 
I(HTV) x I(GIM≥ 10) x Proxy Premium (11 Day) 0.839*** 0.925*** 0.844** 0.772** 1.201 
 [0.000] [0.000] [0.013] [0.013] [0.165] 
Controls Yes Yes Yes Yes Yes 
Observations 3,169 3,169 3,169 3,169 3,169 
R-squared 6.60% 6.50% 6.60% 6.60% 6.50% 
Panel C: 21-Day Premium 
I(GIM≥ 10) -0.576 -0.534 -0.501 -0.511 -0.512 
 [0.115] [0.169] [0.203] [0.185] [0.192] 
Proxy Premium (21 Day) 0.213 0.211 0.228 0.247* 0.22 
 [0.193] [0.153] [0.149] [0.096] [0.146] 
I(HTV) -1.310*** -0.239 -0.478 -0.356 0.475 
 [0.000] [0.837] [0.186] [0.296] [0.623] 
I(HTV) x Proxy Premium (21 Day) 0.31 -0.551 -0.141 -0.253 -0.55 
 [0.256] [0.399] [0.421] [0.387] [0.233] 
I(GIM≥ 10) x Proxy Premium (21 Day) -0.184 -0.13 -0.253 -0.298* -0.162 
 [0.390] [0.489] [0.204] [0.074] [0.386] 
I(HTV) x I(GIM≥ 10) x Proxy Premium (21 Day) 0.806*** 0.947*** 0.868*** 0.814*** 1.34 
 [0.000] [0.000] [0.009] [0.007] [0.110] 
Controls Yes Yes Yes Yes Yes 
Observations 3,177 3,177 3,177 3,177 3,177 
R-squared 6.50% 6.50% 6.50% 6.60% 6.50% 
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4.7 Figures 

Figure 3: Average acquirer CARs by GIM index value 
This figure contains the average acquirer CAR by GIM index value. The variables are defined in Table 6. 

 
Figure 4: Predicted CARs by whether a firm is HTV and/or has a GIM index of at least 10 
This figure contains the predicted CARs from the regressions in Table 12 by whether the firm is HTV and/or has a GIM index of at 
least 10.  
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5 Internal and External Discipline Following Securities Class 
Actions 

 
 

Abstract 
 

Companies are sometimes accused of misleading the market. The SEC can punish this with 

enforcement actions. Alternatively, shareholders can seek redress through a shareholder class 

action (SCA).  Thus, using a sample of 416 securities class actions, this paper shows that 

SCAs are a catalyst to promote disciplinary takeovers, CEO turnover and pay-cuts, and harm 

CEOs’ future job-prospects.  

 

Keywords: Securities Class Actions, Securities Law, Governance, Ethics, Takeovers, 

Managerial Turnover, Fraud, Disclosure 

JEL classification: G28, G34, G38, K22, K41 

 

 
 

5.1 Introduction 
 
This paper examines what happens to the managers of companies that are accused of poor 

disclosure and of issuing misleading statements. CEOs, CFOs, and the companies they 

manage, might mislead the market by issuing false statements or by concealing value-

relevant information. I hypothesize that a SCA highlights poor managerial ethics and 

governance. I predict that this signal elicits a negative reaction from the market, and induces 

internal discipline in the form of managerial job losses and pay cuts, and external discipline 

in the form of diminished managerial job-prospects and a susceptibility to disciplinary 
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takeovers designed to remove inefficient managers.  I find support for these predictions using 

a sample of 416 SCAs.  

 

Two legal ramifications for misleading the market are a ‘securities class action’ (SCA) 

initiated by shareholders and a ‘regulatory action’ initiated by the SEC. The difference 

between SCAs and regulatory actions is important for two reasons: (1) The regulator initiates 

and funds a regulatory action. Shareholders initiate securities class actions, often at the 

suggestion of a lawyer. They often receive funding from an external litigation funder who 

funds the action in return for a share of the winnings.66 Thus, SCAs may capture riskier cases 

that the regulator might ignore.67 This problem is not unique to SCAs (see e.g. Hertogh, 2010; 

Weyers, 2010). (2) The law on SCAs has received substantial criticism (Langevoort, 1996; 

Fox, 2005, 2006; Humphery-Jenner, 2011). Potential problems include the use of vague 

language, which allows the court to change its interpretation of the law over time 

(Humphery-Jenner, 2009), and the imposition of unprincipled rules of causation (Fox, 2005, 

2006) so it is unclear whether SCAs are currently an effective disciplinary mechanism. There 

is some empirical evidence on the ramifications of regulatory actions. The literature on 

regulatory actions shows that (1) the market reacts negatively to regulatory actions (Karpoff 

and Lott, 1993; Bhagat et al., 1998); and, (2) regulatory actions (as opposed to SCAs) can 

induce CEO turnover and pay cuts (Agrawal et al., 1999; Karpoff et al., 2008). 

 

The literature on SCAs suggests that they may be an effective disciplinary mechanism. Some 

prior literature has examined the CEO characteristics that make securities class actions more 

likely (Peng and Röell, 2008; Johnson et al., 2009b; Griffin et al., 2010; Jones and Wu, 

2010). Interestingly Helland (2006) finds that directors suffer little reputational penalty if 

                                                           
66 An example is the DQE Inc litigation, in which the lawyers obtained 33.3% of a USD 12 million settlement. 
67 See especially Chen (2003) and Chen et al (2005). 
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there is a SCA. However, Cheng et al (2010) show that institutional shareholders can use 

SCAs as a monitoring mechanism and indicate that SCAs can precipitate changes in the 

company’s board-structure (although they do not examine the implications of SCAs for 

CEOs/CFOs or whether they induce disciplinary takeovers). Gande and Lewis (2009) show 

that the market reacts negatively to SCAs (although the market does partially capitalize this 

before the SCA is filed). Niehaus and Roth (1999) show that the market reacts negatively to 

SCAs and that they precipitate CEO turnover. Thus, while there is some evidence that SCAs 

might encourage disciplinary action, it remains unclear whether SCAs influence CEOs’ 

salaries or future job prospects, or make the company a target for a disciplinary takeover.  

 

This paper addresses several gaps in the literature. I address four main gaps by analyzing 

whether the initiation68 of a SCA (1) induces internal discipline in the form of job-losses for 

both CEOs and CFOs, (2) harms managers’ future job prospects, (3) precipitates  falls in 

managerial compensation, or (4) induces external discipline in the form of a disciplinary 

takeover. I also confirm prior findings that SCAs elicit a negative market reaction.  I test 

these issues by examining a sample of 416 SCAs that occur between 1996 and 2007 and 

compare them to a control sample comprising 11,767 firm-year observations. 

 

The results show that SCAs are met with a significant negative reaction from the market, 

significantly increase the likelihood that the CEO will suffer a pay cut or leave the company, 

and significantly increase the likelihood of receiving a disciplinary takeover bid.  

 

These findings make several important contributions to the literature. First, they provide new 

insight into the internal and external governance following the initiation of a SCA. Second, 
                                                           
68  I focus on internal and external discipline following the announcement of a SCA. The focus on the 
announcement rather than the settlement is to (a) avoid any look-ahead bias, and (b) to avoid any contamination 
arising from the effectiveness (or lack thereof) of either party’s legal representation. 
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they show that fraudulent conduct can induce disciplinary takeovers, highlighting the 

importance of the market for corporate control. Third, the results show that SCAs harm 

CEOs’ job-prospects at other firms. Fourth, they show that boards are willing to perform their 

over-sight function by reducing the CEO’s fixed salary compensation. Overall, the results 

help to further our understanding of the disciplinary implications of engaging in fraudulent 

conduct.  

 

 

The balance of the paper proceeds as follows. Section 5.2 develops hypotheses and empirical 

predictions. Section 5.3 discusses the sample construction. Section 5.4 tests the threshold 

issue of whether the market reacts negatively to SCAs. Section 5.5 determines if turnover 

increases following litigation. Section 5.6 tests whether CEO and CFO compensation falls 

following securities litigation. Section 5.7 examines whether securities class actions make 

disciplinary takeovers more likely.  Section 5.8 contains robustness tests, and Section 5.9 

concludes.  

 

 

5.2 Hypothesis Development and Empirical Predictions 
 
 
The goal is to examine whether SCAs encourage internal or external discipline.  A threshold 

issue is whether the market reacts negatively to the announcement of a SCA. This induces 

several predictions.  

 

The threshold prediction is that securities class actions should  be met with a negative market 

reaction. Prior literature shows that the market reacts negatively to shareholder class actions 

(Niehaus and Roth, 1999; Gande and Lewis, 2009), prosecutions for criminal fraud (Karpoff 
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and Lott, 1993) and SEC regulatory actions (Bhagat et al., 1998). The rationale is that poor 

disclosures and governance imply agency conflicts and poor managerial ethics. Thus, SCAs 

can signal both that the stock price is inflated and that the firm suffers from agency conflicts, 

poor governance, and lax ethics (Bailey et al., 2006). Securities fraud implies inadequate or 

misleading disclosure (Fox, 2005). This suggests that the market should react negatively to 

the announcement of a SCA.  

 

The market should react negatively to a SCA even if the manager is likely to be disciplined. 

This is because (1) future disciplining is uncertain, (2) the occurrence of a SCA sheds doubt 

on the firm’s reported performance and governance, and (3) the SCA implies that the current 

market value is based on false information; and thus, that the stock might be over-priced. 

Therefore, the threshold prediction (in Prediction 1) is that the market reacts negatively to the 

announcement of the securities class action.  

 

Prediction 1: The firm’s stock price decreases upon announcement of the securities class 

action.  

 

I predict that SCAs will also encourage disciplinary actions.69 The over-arching theory is that 

the occurrence of a SCA implies poor governance and managerial malfeasance. If the board 

(or the market for corporate control) functions properly, then it should discipline managers 

for this malfeasance. This induces several discipline-related hypotheses. First, securities class 

actions should increase the likelihood of CEO and CFO turnover. Boards are less likely to 

remove strong-performing managers than they are to remove poorly performing managers 

                                                           
69 I note that Helland (2006) finds that board-members suffer no reputational penalty following a SCA. However, 
I focus on CEOs/CFOs, who are arguably more likely to be blamed for poor performance and malfeasance 
(following Boeker, 1992; Haleblian and Rajagopalan, 2006). Thus, it is foreseeable that CEOs/CFOs might be 
disciplined even if standard board members might not be. 
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(Murphy and Zimmerman, 1993; Kang and Shivdasani, 1995). Subsequently, Lehn and Zhao 

(2006) find that CEOs who make value-reducing takeovers are significantly more likely to be 

fired. Further, Kang (2008) and Tillman (2009) suggest that fraud-actions harm the firm’s 

reputation. This implies that managers whose conduct invites SCAs should be more likely to 

be fired.  

 

 
CFOs should also be more likely to be fired following securities class actions.  This is for two 

reasons. (1) The two parties mainly responsible for financial disclosure are the CEO and the 

CFO (Arjoon, 2005). Both, CEOs and CFOs have fiduciary responsibilities vis-à-vis the firm 

(Indjejikian and Matejka, 2008). Subsequently,  Tillman (2009) shows that (a) law suits name 

CFOs in 78% of cases and name CEOs in 90% of cases; and (b) 94% of cases that name the 

CFO also name the CEO.  (2) CEOs and CFOs generate close working ties. These ties might 

make it difficult to maintain a co-operative relationship with the CFO if the board dismisses 

the CEO in acrimonious circumstances (Kesner and Dalton, 1994; Shen and Cannella, 2002; 

Buettner et al., 2010). , SCAs should increase the likelihood of CFO dismissal, but should 

mainly do so when the CEO is also dismissed. This induces the prediction: 

 

 

Prediction 2: A CEO and/or a CFO is more likely to leave a company in year 1 if there 

was a securities class action in year t. Firing should harm the manager’s future job prospects.  

 

Further, securities class actions should reduce CEO and CFO pay. The compensation 

literature indicates that CEO pay should be sensitive to performance (Jensen and Murphy, 

1990; Crawford et al., 1995). Conduct inviting a regulatory action or a SCA is some evidence 

of poor performance. Subsequently, Persons (2006) suggests that SEC regulatory actions 
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induce CEO pay cuts. This indicates that SCAs should similarly sound in pay reductions. To 

the extent that CFOs are also held responsible for releasing false information to the market, 

CFOs should also suffer pay cuts. A well-functioning board should especially target 

reductions in fixed salary-based compensation, rather than stock-linked compensation, in 

order to avoid further misaligning shareholder-manger incentives (Mehran, 1995; Kang et al., 

2006). This induces the following prediction. 

 

Prediction 3: Litigation in year  should increase the likelihood that the CEO’s (and CFO’s) 

pay is lower in year 1.  

 

 

Third, securities class actions should increase the likelihood of a ‘disciplinary’ takeover. A 

disciplinary takeover is one whose purpose is to remove inefficient managers or to address 

agency conflicts (Scharfstein, 1988; Martin and McConnell, 1991; Offenberg, 2009). While 

Agrawal and Jaffee (2003) find little evidence to support the claim that under-performing 

targets are subject to takeover bids, other literature finds that poor internal governance 

encourages disciplinary takeovers (Shivdasani, 1993; Kini et al., 1995, 2004; John and 

Senbet, 1998). Behavior that induces a securities class action could evidence agency 

conflicts. Subsequently, firms that are subject to a securities class action in year  should be 

more likely to sustain a ‘disciplinary’ takeover bid in year 1. This induces the following 

prediction. 

 

Prediction 4: A securities class action in year  increases the likelihood of a disciplinary 

takeover bid in year 1. 
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I note that there are two alternative hypotheses. First,  (a) poorly performing managers are 

more likely to inspire a SCA, (b) poorly performing managers are more likely to be 

disciplined even if there is no SCA; and thus, (c) any SCA/discipline relation is merely a 

performance/discipline relation. I examine this alternative hypothesis in robustness tests by 

ensuring that the results hold in a propensity score matched sample and across industry 

adjusted ROA quartiles. Second, CEOs/CFOs may become scape-goats. I examine this in 

robustness tests by focusing on SCAs that induce a negative market reaction.70 

 

5.3 Data and Sample Construction 
 
The paper analyzes 416 securities class actions (SCAs) that occur between 1996 and 2007  

and compares them to a control sample of non-litigated firms. I examine managerial turnover, 

paycuts, and disciplinary takeovers in year 1 conditional on whether a class action is 

initiated against the firm in year . I focus on disciplinary action within one year of the 

litigation announcement (if any) in order to avoid contamination from unrelated disciplinary 

actions. Using a control sample ameliorates any sample-selection bias that would arise if the 

sample only included firms that suffered a SCA. The class actions are law suits for issuing 

statements that the shareholders claim were false. The litigation data is from the Stanford 

Securities Class Action Clearing House. Firm-level data is from Compustat. Executive 

compensation data is from Execucomp.  The sample excludes firms that lack Compustat or 

Execucomp data. I winsorize continuous variables at 1% to prevent outliers driving the 

results. Table 16 defines the variables. The subsequent sections explain the variables in detail.  

 

 

                                                           
70 I note that the results hold in the propensity score matched sample, the ROA sorts, and in models that only use 
negatively received SCAs. 
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The sample construction is as follows. For each year  there is the sample of all firms for 

which there is data in Compustat and Execucomp. For each firm ,  the dummy variable 

I(SCAit) equals one if a securities class action is initiated against it in year . I typically 

suppress the subscripts except where it may cause confusion. In each year, there are two sets 

of firms: (1) those that sustain a securities class action; and (2) those that do not. The models 

do not require the SCA to be successful. This is because the models analyze the relation 

between the initiation of a SCA in year  and disciplinary action in year	 1. Many SCAs 

settle several years after initiation.71 Thus, focusing on successful SCAs imposes  look-ahead 

bias and model-misspecification. Further, extending the window for disciplinary action from 

1 to (say) 4, to give the litigation time to conclude, increases the risk of spurious 

correlation and contaminating factors driving the results. 

 

 

The sample excludes any observations for which the CEO’s age exceeds 70. This is because 

the literature generally classifies a departure as forced if the CEO is below a certain age, 

usually between 60 and 70 years old (Murphy and Zimmerman, 1993; Huson et al., 2001; 

Jenter and Kanaan, 2010). I impose this restriction on all models in order to promote stability 

in the sample size.72 

 

The total sample comprises 12,183 firm-year observations. This comprises 416 firm-years 

where there is a SCA, and 11,767 firm-year observations where there is no SCA. Table 17 

contains sample composition by year. The number of class actions per year has increased 

over time. Class actions increased the most between 2001 and 2002, corresponding with the 
                                                           
71 For example, the class action filed against Health South Corporation (ticker: HRC) in October 1998 settled in 
February 2006. Similarly, the action initiated against Xerox (ticker: XRC) in August 2000 settled in March 2008. 
72 Relaxing this assumption does not qualitatively change the results. 
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end of the tech-boom, and with the introduction of the Sarbanes-Oxley Act (SOX). This 

suggests that regression models should include year dummies to control for year effects, and 

should explicitly control for the introduction of SOX.  

 

 

The key issues are then whether the market reacts negatively to SCAs, and if so, whether 

SCAs induce internal or external discipline. Thus, the following sections consider whether 

class actions (a) receive a negative market reaction, (b) increase the likelihood of CEO, (c) 

reduce CEO pay, and (d) induce disciplinary takeovers. These sections discuss the dependent 

and independent variables in more detail.  

 

 

5.4 Does the market react negatively to SCAs? 
 
The threshold issue is whether the market reacts negatively to the announcement of a SCA. I 

predict that the market should react negatively to the announcement of a SCA even if SCAs 

precipitate disciplinary action on average. The main reasons are: (1) disciplinary actions are 

not certain, (2) even if the CEO/CFO is certain to be replaced, the CEO’s/CFO’s successor is 

not certain, (3) the SCA is a signal of some poor internal governance and management, this 

may signal poor managerial ethics and indicate that the firm’s current price is based on 

inaccurate disclosure.  

 

I analyze both the short-run and long-run price implications of a SCA. The proxy for the 

market’s short-run reaction to the announcement is the cumulative abnormal return  

surrounding the announcement. The abnormal return on day , denoted ARit, is the firm’s 

return on day  less the return predicted by an OLS estimation of the market model computed 



 

166 
 

over the period 11-days before the announcement to 210 days before the announcement.73 

The cumulative abnormal return from  days before the announcement to  days after the 

announcement (denotedCAR , , ,) is the sum of firm ′  abnormal returns between days  

and .  

 

The proxy for persistence of any negative reaction is the buy and hold abnormal return. This 

is the compound actual return less the predicted return. The predicted return derives from an 

OLS estimation of the market model. The compounding occurs from day  to day . The 

buy and hold abnormal return over the interval is denoted BHAR , , . 

 

The results suggest that litigated firms have significantly negative CARs and BHARs. Table 

18 contains the CARs and  BHARs in Panel A and Panel B, respectively. The results show 

that the market reacts significantly and negatively to the announcement of a securities class 

action and this reaction persists long-term. This is consistent with the findings in Gande and 

Lewis (2009). 

 

This negative reaction to securities class actions holds both before and after the 

implementation of SOX. CARs and BHARs are significant and negative in the pre-SOX and 

post-SOX subsamples. However, the CARs are insignificantly more negative, and BHARs 

are significantly more negative,  before the introduction of SOX than after the introduction of 

SOX.  

 

There are two key explanations for the impact of SOX. First, the number of SCAs increased 

after 2002. Many of these are (arguably) frivolous (Coffee, 2006; Choi, 2007). Thus, the 

                                                           
73 Section 5.8 ensures the results are robust to abnormal return specification. 
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market might expect the SCA to yield minimal damages. This might reduce the market’s 

reaction to the announcement of the SCA. Second, and alternatively, it may be that SOX 

improves firms’ internal governance mechanisms (Ashbaugh-Skaife et al., 2007; Coates, 

2007) . This enables boards to discipline culpable managers. Thus, the board can limit value-

destruction. Further, if SCAs precipitate a disciplinary takeover, they might imply the 

possibility of a takeover premium. The market might realize this; and thus, the market might 

react less negatively to SCAs that occur after SOX. This motivates further analysis of the 

implications of class actions for CEOs and CFOs.  

 
 

5.5 Do securities class actions induce CEO and CFO turnover? 
 
Dismissal is one way to punish CEOs and CFOs. Thus, the issue is whether litigation 

increases the likelihood that the CEO or CFO will leave the company immediately following 

the instigation of a securities class action.  

 

5.5.1 Methodology	
 
 

The first issue is whether securities class actions induce managerial turnover. The CEO is the 

key manager of interest. However, class actions might also induce turnover of other 

executives, such as the CFO.  

 

There are two sets of models. The first set examines whether SCAs increase the likelihood 

that the CEO/CFO will leave the company. This induces three key models. The first two 

models, in Equations (1) and (2), are logit models that examine the log-likelihood of the 

CEO, or the CFO, leaving the company within a year of the class action.74 The third model, in 

                                                           
74 The results are robust to the choice of logit or probit model. 
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Equation (3), is a multinomial logit model whose dependent variable examines the likelihood 

of neither the CEO nor CFO leaving, only the CEO leaving, only the CFO leaving, or both 

the CEO and CFO leaving. The study estimates the models for the full sample-period and for 

sub-samples both before and after the imposition of SOX. The model has the following 

general form:  

 
CEO	Leaves SCA Controls  (1) 
CFO	Leaves SCA Controls (2) 
Departure SCA Controls  (3) 

 
The variables are defined in Table 16 and discussed below. The models control for year 

fixed-effects and cluster standard errors by 4-digit SIC code (following Petersen, 2009).  

 

The second set of models set examines the likelihood that a CEO/CFO who leaves the 

company will fail to obtain another board or executive position. The issue is whether 

dismissal following a SCA harms the manager’s job prospects. It does this if a manager who 

is fired is less likely to hold a board or CEO position in the future. These models replace the 

dependent variables in Equation (1) and Equation (2) with a dummy  that equals one if (a) the 

CEO (or CFO) is leaves the company, and (b) the CEO (or CFO) falls out of the Execucomp 

database. This is under-inclusive because CEOs and CFOs can obtain non-Execucomp 

employment (such as in private equity funds). Nonetheless, even if the fired manager obtains 

non-Execucomp employment, failing to obtain Execucomp employment is still a punishment 

because it removes an employment option.  

 

The models control for governance and firm variables that might affect CEO turnover. Past 

performance might drive turnover. Strong past operating performance should reduce 

managerial turnover (Murphy and Zimmerman, 1993; Kang and Shivdasani, 1995). Proxies 

for this are the operating performance scaled by total assets (‘OCF/Assets’) and the return on 
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assets (‘ROA’). Similarly, strong stock performance should reduce CEO turnover (Kang and 

Shivdasani, 1995; Huson et al., 2001; Jenter and Kanaan, 2010). Proxies for this are the 

firm’s Tobin’s Q (‘Tobin’s Q’) and the industry adjusted stock return over the prior year 

(‘Stock Return’).  

 

CEO turnover might increase after SOX. Linck et al (2009)  find that after SOX, boards tend 

to have more outside directors, meet more frequently, and include more lawyers. This should 

improve internal governance and facilitate turnover. Therefore the models include a SOX 

dummy (‘I(SOX)’) that equals 1 if the observation post-dates SOX.  

 

Several CEO and CFO characteristics might affect turnover. Performance based 

compensation should reduce turnover. This is because performance-based compensation 

positively correlates with performance (Jensen and Murphy, 1990), and strong performance 

reduces the likelihood of being fired (following Coughlan and Schmidt, 1985). Proxies for 

this are the percentage of total CEO, or CFO, compensation that is incentive-based, denoted 

‘Incentive/Total (CEO)’ and ‘Incentive/Total (CFO)’, respectively.  

 

Turnover might increase with internal managerial entrenchment (Goyal and Park, 2002; Lehn 

and Zhao, 2006). Proxies for this are the percentage of shares that insiders own (‘Insider 

Ownership’) and CEO-chairman duality (‘CEO Chair Duality’).  

 

Tenure and age might influence turnover. Older managers might be more willing to accept 

redundancy packages and leave (Weisbach, 1988; Milbourn, 2003; Lehn and Zhao, 2006). 

The natural logs of the CEO/CFO age control for this (‘ln(CEO Age)’/’ln (CFO Age)’). 

Similarly, if long tenure represents CEO age, then it should increase turnover. However, 
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tenure might also reduce turnover if it enables the manager to generate a power-base 

(Salancik and Meindl, 1984). Proxies for this are the natrual log of the CEO’s/CFO’s tenure 

(‘ln(CEO Tenure)’/’ln(CFO Tenure)’).  

 

The presence of many anti-takeover provisions (ATPs) might indicate managerial 

entrenchment and an accommodating board (Faleye, 2007). This might reduce turnover. 

Therefore, the models control for the Gompers et al (2003) index of 24-anti-takeover 

provisions (‘GIM’).75 

 

Size and stability should influence turnover. Turnover should be lower at capital-insensitive 

(cf technology intensive) firms because these firms are less volatile and are easier to value. 

Proxies for this are the CAPEX intensity (‘CAPEX/Sales’) and a dummy for whether the firm 

is a high-tech firm as defined by (Loughran and Ritter, 2004) (‘I(High Tech Firm)’). 

Similarly, managers of large firms might be entrenched (following Moeller et al., 2004). This 

might reduce turnover. A proxy for this is the natural log of the firm’s total assets 

(‘ln(Assets)’).  

 

High free cash flows might induce agency conflicts and sub-optimal investment (Jensen, 

1986). This might precipitate turnover. A proxy for this is the firm’s free cash flow scaled by 

its total assets (‘FCF/Assets’). Conversely, debt might ameliorate this agency conflict. A 

proxy for this is the firm’s total debt divided by its total assets (‘Debt/Assets’).  

 

 

                                                           
75 The ATP data is from IRRC (now RiskMetrics). IRRC only reports ATP data for 1990, 1993, 1995, 1998, 
2000, 2002, 2004 and 2006. For years that IRRC does not report data, the study uses the data from the last 
available year. Section 5.8 ensures that the results are robust to ATP specification. 
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Industry concentration might influence  turnover. De Fond and Park (1999) suggest turnover 

is higher in competitive industries. Engel et al (2003)  find some evidence consistent with 

this. The models control for this by including the Herfindahl-Hirschman Index (‘HHI’).  

 

Controlling for stock return variance  in the year of the SCA indicator is important. I compute 

stock return volatility as the variance of the firm’s daily CRSP stock return. The results also 

hold if I use a market-adjusted return (i.e. the firm’s return less the return on the equally 

weighted market index). This is important because SCAs are associated with high stock-price 

volatility (the volatility potentially leading to the SCA). However, volatility could also be 

associated with poor CEO performance and dismissal.  

 

5.5.2 Results	
 
The sample characteristics are in Table 19. The univariate statistics show that CEOs are 

significantly more likely to leave the company if there was a SCA in the prior year. There is 

no univariate evidence that CFOs are more likely to leave the company. However, the results 

also show significant differences in the control variables. This suggests that analysis within a 

multivariate framework is necessary.  

 

Table 20 examines the likelihood that a CEO will leave the company. Columns 1-3 examine 

CEO turnover; Columns 4-6 examine CFO turnover. The key result is that CEOs, but not 

CFOs, are more likely to leave the firm in year 1  if there was a SCA in year . These 

results hold both before and after the imposition of SOX.  
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The control variables yield some interesting results. First and unsurprisingly, older CEOs/ 

CFOs are more likely to leave the company at any given time. Second, ATPs, as proxied by 

the Gompers et al (2003) index, do not consistently reduce  CFO turnover. However, this is 

unsurprising since ATPs are not designed to protect managers from internal discipline. Third, 

longer-serving CEOs and CFOs are less likely to leave the company, supporting the theory 

that long-serving managers are able to generate a power base.  

 

The multinomial logit results are in Table 21. The base case is that neither the CEO nor the 

CFO are fired in year 1. The results show that litigation in the past year significantly 

increases the likelihood that (a) the CEO alone will leave the company, or (b) both the CEO 

and the CFO will leave. SCAs do not increase the likelihood that the CFO alone will leave. 

This is consistent with prior literature that shows (a) CEOs are named in more securities 

actions than are CFOs (Tillman, 2009), (b) CEOs are the primary people in charge and that 

CEOs are primarily blamed for poor performance even if they are not solely responsible 

(Dezso, 2009; Walker and Wang, 2010) . 

 

Table 22 examines the likelihood that a CEO who leaves is also unable to obtain a future 

board or managerial position. Table 23 focuses on CFOs. The dependent variable in Columns 

1-3  is an indicator that equals one if the CEO (in Table 22 ), or CFO (in Table 23), in year  

leaves the company by the end of year 1 and also falls out of Execucomp.  Column 4 

examines the likelihood that the CEO (Table 22) or CFO (Table 23) in year  leaves 

Execucomp conditional on leaving the firm in year 	 1 . The results in Columns 1-4  

indicate that if a SCA is initiated against the firm in year  and the CEO is fired, then he/she 

is significantly less likely to obtain another  board or executive position. There is no such 
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evidence for CFOs. This suggests that SCAs do have future career repercussions for CEOs, 

but possibly not for CFOs. 

 

Taken together, these results show: First, CEOs are significantly more likely to leave a 

company in year 1 if their company suffered a SCA in year . Second, CFOs are more 

likely to leave the company but only if the CEO also leaves the company. Third, leaving the 

company after the announcement of a SCA does harm CEO’s future job prospects.  

 

 

5.6 Do securities class actions reduce the CEO’s and the CFO’s income? 
 
Firms may punish managers by reducing their compensation  (Coughlan and Schmidt, 1985).  

This should particularly involve a reduction in fixed salary-based compensation because 

reducing incentive-compensation might might further dis-align managers’ and shareholders’ 

incentives (Mehran, 1995; Kang et al., 2006).  

 

 

5.6.1 Methodology	
 
The goal is to determine if the CEO’s or the CFO’s compensation falls following the 

initiation of a securities class action. The compensation has two presently relevant 

components: a fixed salary and a performance bonus. Compensation can also involve stock 

grants. However, it is unclear whether boards should reduce stock grants following a SCA; 

reducing stock grants is a punishment, but it also reduces the alignment of managers’ and 

shareholders’ incentives. Thus, this paper focuses on the prediction that a well-functioning 
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board should penalize CEOs or CFOs by reducing their fixed compensation and performance 

bonus.  

 

Logit regressions examine whether the CEO’s, or the CFO’s, compensation falls after the 

initiation of litigation. The models examine the log-likelihood that (1) the fixed compensation 

falls, or (2) the bonus compensation falls. Data on compensation is from Execucomp. The 

general form regressions are in Equation (1) and Equation (2).  

 
Salary 	 Salary SCA Controls  (4) 
Salary 	 Salary SCA Controls (5) 

 
 
Table 16 contains the variable definitions. The models are logit models and all models use 

year fixed effects and standard errors clustered by 4-digit SIC code.  

 

The control variables are variables that might affect executive compensation. The Sarbanes-

Oxley Act might influence executive compensation. Naraynana and Seyhun (2005) suggest 

that SOX  reduced managerial influence the grant-date of securities. Further, Cohen et al 

(2009) find that that SOX reduced the level of compensation tied to managerial risk-taking. 

Thus, the compensation models include ‘SOX’, a dummy that equals 1 if the observation 

post-dates SOX.  

 

Age and tenure should influence compensation. Ryan and Wiggins (2001) find a positive 

relation between the use of cash bonuses and CEO age. Further, Milbourn (2003)  finds a 

negative relation between stock-incentives and CEO age. Thus, the models include the 

natural log of the CEO’s and CFO’s age, denoted ‘ln(CEO Age)’ and ‘ln(CFO Age)’, 

respectively. Similarly, long-serving managers have higher pay and more control over their 

pay (Finkelstein and Hambrick, 1988; Hill and Phan, 1991). Thus, the models include the 
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natural log of the number of years that the CEO, or CFO, has been with the corporation 

(denoted ‘ln(CEO Tenure)’, and ‘ln(CFO Tenure)’).  

 

Managers are more likely to have higher pay if they have greater control over the board 

(Boyd, 1994). They have greater control over the board if they are also the chairperson of the 

board. However, prior evidence finds weak (Conyon and Peck, 1998) or insignificant (Ryan 

and Wiggins, 2001)  relation between duality and compensation. Nonetheless, the models 

include ‘CEO Chair Duality’, a dummy that equals 1 if the CEO is also the chairperson. 

 

Managerial entrenchment should increase  compensation. Bebchuk et al (2002) suggest that 

managerial entrenchment could facilitate rent-extraction and agency conflicts. Subsequently, 

Core et al (1999) find that proxies for agency conflicts increase CEO compensation, and 

Borokhovich et al (1997) find that ATPs enable managers to sustain super-normal 

compensation levels. Thus, the models include the Gompers et al (2003) index, ‘GIM’, as a 

proxy for poor governance.76 

 

Product-market competition should influence  pay. Cunat and Guadalupe (2005)  and Karuna 

(2007) find that product market competition increases  pay sensitivity. Thus, the models 

include the Herfindahl-Hirschman Index (‘HHI’).  

 

The firm’s  performance should influence the level of compensation (Jensen and Murphy, 

1990), and the structure thereof (Mehran, 1995). Thus, the models include four measures of 

performance, Tobin’s Q (‘Tobin’s Q’), the return on assets (‘ROA’), the operating 

performance (OCF/Assets) and the industry adjusted stock return (‘Stock Return’).  
                                                           
76 As with the managerial turnover models, these models are robust to the choice of ATP index, holding in 
models that use the Bebchuk et al (2009) 6-provision index, the presence of a poison pill, or the presence of a 
classified board. 
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Compensation should increase with firm size. There are two possible reasons. First, the 

agency explanation is that firm-size increases managerial entrenchment, which increases 

agency conflicts (Moeller et al., 2004; Humphery-Jenner and Powell, 2011). Agency conflicts 

of managerial entrenchment give CEOs additional power, which they can use to increase 

compensation (following Borokhovich et al., 1997). Second, the non-agency explanation is 

that larger firms are more difficult to manage. The added complexity should induce higher 

pay (Finkelstein and Hambrick, 1989; Rose and Shepard, 1997). Supporting either theory, 

prior evidence shows a positive relation between firm size and CEO compensation (Kostiuk, 

1990; Zhou, 2000; Baker and Hall, 2004). Therefore, the models include the natural log of 

the firm’s total assets (‘ln(Assets)’).  

 

The level of free cash flow should influence CEO compensation. High free cash flows 

(‘FCF/Assets’) should induce Jensen (1986) type agency conflicts. These agency conflicts 

should increase overall compensation, and should increase the proportion of compensation 

that comes from fixed salary rather than incentives. Subsequently,  Bryan et al (2000)  find a 

negative relation between free cash flows and the level of incentive compensation.  

 

The level of capital expenditure, and conversely, the preference for technology, has an 

ambiguous impact on pay. Arguably, high levels of capital expenditure should increase CEO 

pay since they should increase firm-size (following Baber et al., 1996). However, other 

evidence suggests that ‘risky’ investment, such as technology investment, is positively related 

to option-based compensation (Ryan and Wiggins, 2001). This suggests that  the level 

CAPEX or technology might influence the level of pay; however, it might influence 

incentive-compensation and fixed-compensation differently. The dummy ‘I(High Tech 
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Firm)’ controls for whether the firm operates in a high-tech industry, as defined in Loughran 

and Ritter (2004), and the variable ‘CAPEX/Sales’ controls for the level of capital 

expenditure.  

 

I also control for the firm’s stock return variance. The rationale is that if the salary is equity-

linked, or incentive-based, it can be sensitive to the firm’s stock price. 

 

 

5.6.2 Results	
 
The univariate results, in Table 19, suggest that pay cuts in year 1 are significantly more 

likely if a SCA is initiated in year . The CEO logit results are in Table 24. The key finding is 

that fixed salaries and bonuses in year 1 are likely to be lower if there was a SCA in year 

. Because reductions in salary are the most important type of compensation-penalty, this 

suggests that boards do perform their oversight function. Supporting this, insider ownership, 

CEO age, and CEO tenure and large firm-size do not protect CEOs from reductions in fixed-

compensation. The size-result in particular is consistent with the Offenberg (2009) finding 

that large size does not effectively insulate managers from disciplinary takeovers. 

Nonetheless, poor governance in the form of ATPs does protect CEOs from salary 

reductions. An interesting result is that firm-size does not prevent salary reductions. The CFO 

compensation results are in Table 25. The CFO results largely echo the CEO results.  

 

Overall, these results, coupled with the CEO/CFO turnover results, show that boards can 

effectively internally discipline poor performing managers. However, if the market perceives 

persistent agency conflicts, then a disciplinary takeover may occur.  
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5.7 Do securities class actions increase the chances of a disciplinary 
takeover? 

 
 
Takeovers are one way to exert external discipline upon poorly performing managers and 

boards. Thus, the issue is whether a SCA in year  increases the likelihood of a disciplinary 

takeover in year 1. There is a possibility that managers might make false statements 

precisely to encourage (or discourage) a takeover.  To address this, the study requires that the 

takeover bid  post-date the announcement of the SCA. It is implausible that a class action 

would encourage a friendly takeover or promote superior deal terms.  

 

The models examine four possible definitions of a disciplinary takeover attempt: (1) A mere 

bid for 100% of the company; (2) a completed bid for the company; (3) a hostile or 

unsolicited bid for the company; or (4) a hostile or unsolicited bid for the company that is 

subsequently completed. The first two follow Offenberg (2009). The second two follow the 

logic that the purpose of a disciplinary takeover is to replace the manager, and this is likely to 

induce hostility (see Martin and McConnell, 1991). The general regression equation is:  

 
TO SCA Controls (6) 

 
 
The dependent variable, TO is variously an indicator that (1) the company receives a 

takeover bid in year 1  (denoted, 	Bid ), (2) the company receives a bid that is 

subsequently completed (denoted Complete	Bid ), (3) the company receives a bid that 

SDC classifies as hostile or unsolicited (denoted Hostile	Bid ), or (4) the company receives 

a bid that is hostile or unsolicited, and that is subsequently completed 

(Hostile	Complete	Bid ). In all cases the bid must be for 100% control of the company. 

The takeover event data is from SDC. A deal is hostile if SDC records the takeover attempt as 
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‘unsolicited’ or ‘hostile’. The key independent variable I(SCA ) is an indicator of a securities 

class action being initiated in year .  

 

 

The control variables are variables standard in the takeover prediction literature (Powell, 

1997, 2001, 2004; Brar et al., 2009). Specifically the models control for firm-level variables 

such as the firm’s size (variable: ‘ln(Assets)’); Tobin’s Q (‘Tobin’s Q’); leverage 

(‘Debt/Assets’); accounting operating performance (‘OCF/Assets’) and return on assets 

(‘ROA’); industry adjusted stock return (‘Stock Return’); free cash flow (‘FCF/Assets’); 

CAPEX intensity (‘CAPEX/Sales’);  whether the firm is in a high-tech industry (‘I(High 

Tech Firm)’); and,  the concentration of the firm’s industry as proxied by the Herfindahl-

Hirschman index (‘HHI’). Further, since the purpose is to examine disciplinary takeovers, the 

models also control for the CEO’s tenure (‘CeoTenure’); CEO-chairman duality (‘CEO Chair 

Duality’); the CEO’s age (‘CEO Age’); the level of incentive compensation (‘Incentive/Total 

(CEO)’); the Gompers et al (2003) governance index;  the level of insider ownership (‘Insider 

Ownership’); and, the firm’s stock return variance.  

 

 

 

The univariate results in Table 19 suggest that a firm is significantly more likely to receive a 

disciplinary takeover bid in year 1 if a SCA was initiated in year . The logit results are in 

Table 26. The important result is that a firm is significantly more likely to receive a 

disciplinary takeover bid if it was sued under a securities class action in the prior year. This 

holds for all four definitions of a disciplinary takeover.  
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The control variables indicate that ATPs do not effectively deter a disciplinary takeover 

(GIM is positive and significant in Columns 1 and 2). While this appears anomalous, it is 

consistent with Comment and Schwert (1995). Further, consistent with Offenberg (2009), 

large size does not effectively entrench managers. Interestingly, CEO-chair duality reduces 

the likelihood of receiving a takeover bid (in Columns 1, 3, and 4). However, this may merely 

reflect the prevalence of CEO-chair duality (featuring 67.6% of the sample).  

 

Overall, these results, coupled with the pay-cut and turnover results, show that SCAs can 

encourage in internal and external discipline. 

 

 

5.8 Robustness 
 
This section ensures that the results are robust to model specification issues. Most results are 

unreported but are available on request. First, the results are robust to the specification anti-

takeover provisions. The results hold in models that replace GIM with the presence of a 

staggered board (following Bebchuk and Cohen, 2005), the Bebchuk et al (2009) 6-provision 

index, or a dummy to reflect the presence of a poison pill.  

 

Second, the results are robust to other control variables and to multicollinearity issues. The 

results hold in models that (a) replace log tenure and log age with the actual tenure and actual 

age; (b) control for the lagged natural log of the CEO’s total compensation, salary, or 

incentive compensation instead of the percentage of total compensation that is incentive 

based; and, (c) control for the size of the board (instead of or in addition to the percentage of 

directors who are insiders). The results on the SCA indicator also hold when I exclude 

insignificant variables and when I control for only one of FCF/Assets, OCF/Assets, or ROA.  
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Third, the results are robust to industry effects. The reported models use year dummies and 

standard errors clustered by 4-digit SIC industry (following Petersen, 2009). However, 

Johnson et al (2009a) suggests that governance-based results can be sensitive to the 

specificity of the industry-classification. Thus, the robustness tests ensure the results hold for 

(a) models that cluster by year and industry instead of using year dummies, and (b) models 

that cluster standard errors by  2-digit and 3-digit  SIC industry code.  

 

Fourth, the logit results are robust to other model specifications. The results hold in logit and 

probit models. Logit models are more robust to deviations from the Probit’s normality 

assumption (Nelder and Wedderburn, 1972; Hagle and Mitchell, 1992). Nonetheless, the 

results are not sensitive to modeling technique.  

 

Fifth, the returns results are robust to the definition of abnormal returns. Thin trading can 

cause biased and inconsistent estimates of market model parameters (Dimson, 1979; Dimson 

and Marsh, 1983; Cowan, 1992; Cowan and Sergeant, 1996) . To control for thin trading and 

non-synchronious trading, the paper also uses Scholes-Williams estimates (following Scholes 

and Williams, 1977). To control for auto-regressive and heteroscedastic returns, the paper 

also uses and GARCH(1,1) and EGARCH(1,1) estimates of the market model  (following 

Fatum and Hutchison, 2003; Mckenzie et al., 2004; Rayhorn et al., 2007). The results hold in 

these specifications.  
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Sixth, I take some measures to mitigate sample-selection and pre-performance issues. I 

acknowledge that there is no perfect way to control for endogeneity. However, sub-sample 

testing is one way reduce concerns that sample selection issues drive the results. One 

possibility is that poorly performing managers make SCAs. Poorly performing managers are 

more likely to be disciplined whether or not there is a SCA. Thus, the SCA/discipline relation 

may merely be a performance/discipline relation. I control for this in two ways:  

 

The first method  re-runs the regressions in industry adjusted ROA quartiles (similarly to 

Frakes, 2007). The goal is to ensure that the results are not sensitive to firm performance and 

that CEO/CFO discipline does not merely capture disciplinary action for poor prior 

performance.  I do not report the results, but they are available on request. I find that (a) the 

results largely hold in all quartiles and (b) are marginally stronger in high-performance 

quartiles. This implies that strongly performing firms are more likely to discipline 

misconduct, and that post-SCA CEO/CFO discipline is unlikely to reflect poor prior 

performance.  

 

The second method uses propensity score matching. The process is: (1) Run a logit model to 

predict the likelihood that a firm receives a SCA in year  as a function of variables from year 

1. (2) Use the logit results to estimate a propensity score. (3) For the sample of firms that 

do receive a SCA in year  construct both a 90% confidence interval for the propensity scores 

(i.e. find the 5% and 95% cut-offs) and a 50% confidence interval for propensity scores (i.e. 

from 25% to 75%). (4) Let the final sample comprise only firms that receive a SCA in year  

or have a propensity score within this 90%  (or 50%) interval. The (unreported) results hold 

in both propensity score restricted samples. This provides some confidence that sample-

selection issues do not drive the results.  
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Seventh, I ensure that the results hold for  SCAs that receive a negative market reaction. It is 

interesting to ensure that the results hold for SCAs to which the market reacts negatively 

(rather than just the occurrence of a SCA per se). Thus, I replace the SCA dummy with an 

indicator that equals one if the firm receives a SCA in year  and the market reacts negatively 

to it, denoted ‘I(Negative SCA)’. The results for the I(Negative SCA) variable echo those for 

the I(SCA) variable.  

 

Eighth, I ensure that coincidental regulatory actions do not drive the results. I do this in two 

ways: (1) I remove all firms from the sample that experience both a SCA and a regulatory 

action (the regulatory action can occur at any time in the sample period). The results hold in 

this sample. (2) I include a dummy variable that equals one if the firm receives both a 

regulatory action and a SCA. This variable does not qualitatively change the coefficient on 

the I(SCA) indicator.  

 

5.9 Conclusion 
 

This paper examines the ramifications of being sued for misleading the market. The results 

show that if a firm receives a class action suit for misleading the market, then the CEO and 

CFO are more likely to be fired or to suffer a pay-cut, and the firm is more likely to sustain a 

disciplinary takeover. These results are robust to other board, CEO, CFO, and corporate 

characteristics that might explain the pay, turnover, and takeover findings.  

 

The results have  corporate and policy implications. They show that the law on false 

statements is functional from a practical perspective. Managers are disciplined following 

securities class actions, suffering an increased chance of pay cuts and dismissal. Further, 
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securities class actions precipitate disciplinary takeovers. Therefore, this paper supports the 

findings in Karpoff et al (2008), and shows that poor disclosure does promote discipline 

through both  internal and external channels.  
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5.10 Tables 
 
Table 16: Variable definitions 

Variable Definition Source 
Dependent or explained variables 
CAR(τ1,τ2) The firm’s cumulative abnormal return from τ1 days before 

the announcement of the SCA to τ2 days after the 
announcement of the SCA. The abnormal return on day τ is 
the firm’s actual return less that predicted by a market model 
estimated over 11 days before the announcement to 210 days 
before the announcement 

CRSP 

BHAR(τ1,τ2) The firm’s cumulative abnormal return from τ1 days before 
(or after) the announcement of the SCA to τ2 days after the 
announcement of the SCA 

CRSP 

I(CEO Leavest+1) An indicator variable that equals 1 if the CEO in year t is not 
the CEO in year t + 1 

Execucomp 

I(CFO Leavest+1) An indicator variable that equals 1 if the CFO in year t is not 
the CFO in year t + 1 

Execucomp 

Departuret+1 A categorical variables that equals 0 if neither the CEO nor 
the CFO leave, equals 1 if only the CEO leaves, equals 2 if 
only the CFO leaves, and equals 3 if both the CEO and the 
CFO leave. All departures must be within one year of the 
litigation announcement 

Execucomp 

I(Salaryt+1 < Salaryt) An indicator variable that equals 1 if the manager’s fixed 
compensation (salary) falls in year t + 1. This is a dummy 
variable that equals one if 0 > [(salaryt+1 − salaryt)/salaryt], 
where salaryt is the manager’s fixed salary compensation in 
year t 

Execuomp 

I(Bonust+1 < Bonust) An indicator variable that equals 1 if the manager’s bonus 
compensation (cf stock compensation) fallows in year t + 1. 
This is a dummy variable that equals one if 
0 > [(bonust+1 − bonust)/bonust], where bonust is the 
manager’s bonus compensation in year t 

Execucomp 

I(Bidt+1) An indicator variable that equals 1 if the firm receives a 
takeover offer for 100% control in year t + 1 

SDC Platinum 

I(Complete Bidt+1) An indicator variable that equals 1 if the firm receives a 
takeover offer for 100% control in year t + 1 and the deal is 
subsequently completed 

SDC Platinum 

I(Hostile Bidt+1) An indicator variable that equals 1 if the firm receives a 
takeover offer for 100% control in year t + 1, and SDC codes 
the deal as unsolicited or hostile 

SDC Platinum 

I(Hostile Complete 
Bidt+1) 

An indicator variable that equals 1 if the firm receives a 
takeover offer for 100% control in year t + 1, the deal is 
subsequently completed, and SDC codes the deal as hostile or 
unsolicited 

SDC Platinum 

Independent variables 
I(SCAt) An indicator that equals one if the firm or the court 

announces a securities class action in that year. The source is 
the Stanford Securities clearing house 

Stanford Securities 
Clearinghouse 

HHIt The firm’s Hirfindahl-Hishmann Index at the time of the 
litigation 

Compustat 

Tobin’s Qt The firm’s Tobin’s Q in year t Compustat 
Stock Returnt The industry adjusted market return computed over the year 

before the litigation. This is the firm’s return less the average 
return in the firm’s 4-digit SIC industry 

CRSP 

Stock Return Variancet I compute stock return volatility as the variance of the firm’s 
daily CRSP stock return. The results also hold if I use a 
market-adjusted return (i.e. the firm’s return less the return on 

CRSP 
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the equally weighted market index) 
I(High Tech Firmt) An indicator that equals one if the firm is a ‘high-tech’ firm 

as defined in Loughran and Ritter (2004) 
Compustat 

ln(Assetst) The natural log of the firm’s total assets (Compustat 
mnemonic: at) in year t 

Compustat 

OCFt/Assetst The firm’s operating performance in year t. The operating 
performance in a given year is the firm’s operating cash flow 
(Compustat mnemonic: oibdp) divided by the firm’s total 
assets (Compustat mnemonic: at) 

Compustat 

ROAt The firm’s return on assets in year t. The return on assets is 
the firm’s net income (Compustat mnemonic: ni) divided by 
the firm’s total assets (Compustat mnemonic: at) 

Compustat 

Debtt/Assetst The firm’s leverage in year t. Leverage is the firm’s long term 
debt (Compustat mnemonic: dltt) divided by its market value 
of assets. The market value of assets is assets less book equity 
plus market equity (in Compustat mnemonics: at − ceq + 
csho × prcc_c) 

Compustat 

FCFt/Assetst The firm’s free cash flows in year t divided by its assets in 
year t. Free cash flow is the operating cash flow less 
expenditures on interest, tax, and capex (in Compustat 
mnemonics: oibdp – xint – txt – capx) 

Compustat 

CAPEXt/Salest The firm’s capex intensity in year t. Capex intensity is the 
firm’s expenditure on capex (Compustat mnemonic: capx) 
divided by its sales (Compustat mnemonic: sale) 

Compustat 

I(SOXt) An indicator that equals 1 if the observation post-dates the 
Sarbanes–Oxley Act 

N/A 

GIMt The firm’s Gompers et al. (2003) index in year t RiskMetrics/ IRRC 
ln(CEO Tenuret) The natural log of the number of years the CEO has been at 

the company in year t 
Execucomp 

ln(CFO Tenuret) The natural log of the number of years the CFO has been at 
the company in year t 

Execucomp 

ln(CEO Aget) The natural log of the CEO’s age in year t Execucomp 
ln(CFO Aget) The natural log of the CFO’s age in year t Execucomp 
Incentivet/Totalt (CEO) The proportion of the CEO’s total compensation that is 

incentive based (i.e. stock-linked) in year t. In Execucomp 
codes this is [(tdc2t − salaryt)/ salaryt] 

Execucomp 

Incentivet/Totalt (CFO) The proportion of the CFO’s total compensation that is 
incentive based (i.e. stock-linked) in year t. In Execucomp 
codes this is [(tdc2t − salaryt)/ salaryt] 

Execucomp 

CEO Chair Dualityt An indicator that equals 1 if the CEO is also the chairman of 
the board in year t 

Execucomp 

Insider Ownershipt The percentage of the firm’s shares that insiders (board-
members) own in year t 

Execucomp 
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Table 17: Class Actions by Year 
This table contains the sample composition by year. Column 1 contains the number of all firms in the sample. 
Column (2) contains the number of firms that sustain a class action in year t ∈ {1996, … , 2007}. Column 3 
contains the number of control firms in year t ∈ {1996, … , 2007}. 
Year All SCA this year No SCA this year 
 (1) (2) (3) 
1996 886 9 877 
1997 833 25 808 
1998 1154 32 1122 
1999 1083 40 1043 
2000 1066 32 1034 
2002 1193 60 1133 
2003 1182 44 1138 
2004 1240 62 1178 
2005 1198 42 1156 
2006 1207 29 1178 
2007 1141 41 1100 
Total 12,183 416 11,767 
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Table 18: Abnormal Returns 
This table contains abnormal returns. It considers the full sample of securities class actions (SCAs), and sub-
samples of SCAs that occur before SOX and after SOX. Panel A contains short-run cumulative abnormal returns 
(CARs) based upon an OLS estimation of the market model. Panel B contains buy and hold abnormal returns 
(BHARs). Superscripts ***, **, and * denote significance at 1%, 5%, and 10% using signrank tests for medians 
and t-tests for means.  
Window All 

 
Pre-SOX 

 
Post-SOX 

 
Pre-SOX − Post-SOX 

 
 Mean Median Mean Median Mean Median Mean Median 

Panel A: Short-run CARs 
(−5, +5) −0.077∗∗∗ −0.028∗∗∗ −0.102∗∗∗ −0.035∗∗∗ −0.062∗∗∗ −0.022∗∗∗ −0.040∗ −0.013 
(−3, +3) −0.064∗∗∗ −0.017∗∗∗ −0.081∗∗∗ −0.024∗∗∗ −0.053∗∗∗ −0.015∗∗∗ −0.027 −0.009 
(−1, +1) −0.037∗∗∗ −0.005∗∗∗ −0.056∗∗∗ −0.011∗∗∗ −0.026∗∗∗ −0.004∗∗∗ −0.030∗∗ −0.007 
(−1, 0) −0.035∗∗∗ −0.007∗∗∗ −0.057∗∗∗ −0.015∗∗∗ −0.023∗∗∗ −0.003∗∗∗ −0.034∗∗ −0.012 
(−0, +1) −0.015∗∗∗ −0.004∗∗ −0.020∗∗ −0.005 −0.012∗∗ −0.004∗ −0.008 −0.002 
Panel B: Long-run BHARs 
(−5, +28) −0.079∗∗∗ −0.042∗∗∗ −0.132∗∗∗ −0.089∗∗∗ −0.049∗∗∗ −0.026∗∗∗ −0.083∗∗∗ −0.062∗ 
(−5, +35) −0.082∗∗∗ −0.050∗∗∗ −0.130∗∗∗ −0.078∗∗∗ −0.054∗∗∗ −0.040∗∗∗ −0.076∗∗ −0.038 
(−5, +200) −0.129∗∗∗ −0.070∗∗∗ −0.207∗∗∗ −0.204∗∗∗ −0.084∗∗ −0.021∗∗ −0.123∗ −0.183∗∗∗ 
(−5, +250) −0.178∗∗∗ −0.088∗∗∗ −0.284∗∗∗ −0.220∗∗∗ −0.117∗∗∗ −0.048∗∗∗ −0.168∗∗ −0.171∗∗∗ 
(−5, +300) −0.184∗∗∗ −0.146∗∗∗ −0.306∗∗∗ −0.273∗∗∗ −0.113∗∗ −0.061∗∗ −0.193∗∗ −0.212∗∗∗ 
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Table 19: Univariate Statistics 
Table 4. Univariate statistics. This table contains univariate statistics (means). Column 1 contains statistics for 
firms that sustain a class action suit. Column 2 contains statistics for the control sample. Column 3 contains the 
difference between Column 1 and Column 2. Table 1 contains the variable definitions. Superscripts ***, **, and 
* denote significance at 1%, 5%, and 10%, respectively using a t-test or difference in means test as applicable. 

Variable All SCAi,t No SCAi,t Difference 
 (1) (2) (3) (4) = (2) − (3) 

Panel A: CEO and CFO turnover 
I(CEO Leavesi,t+1) 0.059∗∗∗ 0.062∗∗∗ 0.057∗∗∗ 0.005∗∗∗ 
I(CFO Leavesi,t+1) 0.011∗∗∗ 0.019∗∗∗ 0.006∗∗∗ 0.014 
Panel B: CEO and CFO salary reductions 
I(CEO Salaryt+1 < CEO Salaryt) 0.229∗∗∗ 0.331∗∗∗ 0.226∗∗∗ 0.106∗∗∗ 
I(CEO Bonust+1 < CEO Bonust) 0.488∗∗∗ 0.671∗∗∗ 0.483∗∗∗ 0.188∗∗∗ 
I(CFO Salaryt+1 < CFO Salaryt) 0.109∗∗∗ 0.198∗∗∗ 0.106∗∗∗ 0.091∗∗∗ 
I(CFO Bonust+1 < CFO Bonust) 0.487∗∗∗ 0.725∗∗∗ 0.482∗∗∗ 0.243∗∗∗ 
Panel C: Disciplinary takeover statistics 
I(Bidt+1) 0.019∗∗∗ 0.048∗∗∗ 0.018∗∗∗ 0.030∗∗∗ 
I(Complete Bidt+1) 0.008∗∗∗ 0.024∗∗∗ 0.008∗∗∗ 0.016∗∗ 
I(Hostile Bidt+1) 0.007∗∗∗ 0.022∗∗∗ 0.007∗∗∗ 0.015∗∗ 
I(Hostile Complete Bidt+1) 0.002∗∗∗ 0.010∗∗ 0.001∗∗∗ 0.008∗ 
Panel D: Control variables 
Incentivet/Totalt (CEO) 0.624∗∗∗ 0.577∗∗∗ 0.626∗∗∗ −0.049∗∗∗ 
CEO Tenuret 6.165∗∗∗ 5.372∗∗∗ 6.193∗∗∗ −0.821∗∗ 
CEO Aget 55.170∗∗∗ 54.366∗∗∗ 55.199∗∗∗ −0.832∗∗∗ 
Incentivet/Totalt (CFO) 0.227∗∗∗ 0.166∗∗∗ 0.230∗∗∗ −0.064∗∗∗ 
CFO Tenuret 4.923∗∗∗ 5.510∗∗∗ 4.905∗∗∗ 0.605 
CFO Aget 49.120∗∗∗ 48.587∗∗∗ 49.139∗∗∗ −0.552∗∗∗ 
CEO Chair Dualityt 0.661∗∗∗ 0.620∗∗∗ 0.662∗∗∗ −0.042∗ 
Insider Ownershipt 0.035∗∗∗ 0.027∗∗∗ 0.035∗∗∗ −0.008∗ 
GIMt 9.260∗∗∗ 9.077∗∗∗ 9.266∗∗∗ −0.189 
I(High Tech Firm)t 0.162∗∗∗ 0.221∗∗∗ 0.160∗∗∗ 0.061∗∗∗ 
HHIt 0.335∗∗∗ 0.322∗∗∗ 0.336∗∗∗ −0.013 
Stock Returnt −0.009∗∗∗ −0.148∗∗∗ −0.004∗∗∗ −0.144∗∗∗ 
Tobin’s Qt 1.996∗∗∗ 2.231∗∗∗ 1.988∗∗∗ 0.243∗∗∗ 
Debtt/Assetst 0.141∗∗∗ 0.137∗∗∗ 0.141∗∗∗ −0.004∗∗∗ 
Assetst 10972.840∗∗∗ 53131.720∗∗∗ 9482.396∗∗∗ 43649.324∗∗∗ 
OCFt/Assetst 0.136∗∗∗ 0.120∗∗∗ 0.136∗∗∗ −0.016∗∗ 
ROAt 0.035∗∗∗ 0.020∗∗∗ 0.036∗∗∗ −0.015∗∗ 
FCFt/Assetst 0.035∗∗∗ 0.030∗∗∗ 0.035∗∗∗ −0.005 
CAPEXt/Salest 0.080∗∗∗ 0.073∗∗∗ 0.081∗∗∗ −0.008 
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Table 20: CEO and CFO Turnover Regressions 
CEO and CFO turnover regressions. This table contains logit regressions that examine CEO and CFO turnover. 
Columns 1–3 examine the log-likelihood of the CEO leaving in year t + 1. Columns 4–6 examine the log-
likelihood of a CFO leaving in year t + 1. Columns 1 and 4 examine the full sample; Columns 2 and 5 the 
sample from before SOX; and, columns 3 and 6 the sample from after SOX. The key independent variable is 
SCA, a dummy that equals one if the firm has a class action filed against it in year t. Table 1 contains the 
variable definitions. Brackets contain p-values calculated using robust standard errors clustered by industry. All 
models contain year dummies. Superscripts ***, **, and * denote significance at 1%, 5%, and 10%, respectively. 
Dependent variable I(CEO Leavest+1) 

 
I(CFO Leavest+1) 

 
Sample All Pre-SOX Post-SOX All Pre-SOX Post-SOX 
 (1) (2) (3) (4) (5) (6) 
I(SCA) 1.368∗∗∗ 1.780∗∗∗ 1.212∗∗∗ 0.457 0.399 0.625 

[0.000] [0.000] [0.000] [0.257] [0.470] [0.497] 
Stock Return Variance 62.911∗∗ 88.881∗∗ 35.347 10.105 −0.029 116.716 

[0.032] [0.013] [0.516] [0.811] [1.000] [0.452] 
Board Size 0.533∗∗∗ 0.517∗∗∗ 0.605∗∗∗ −0.131 −0.046 −0.462 

[0.000] [0.000] [0.000] [0.257] [0.700] [0.302] 
I(SOX) −0.055   −1.161∗∗∗   

[0.562]   [0.000]   
Insider Ownership (%) 0.163∗∗∗ −1.919 0.171∗∗∗ −2.074 −2.099 −1.598 

[0.000] [0.164] [0.000] [0.271] [0.363] [0.642] 
Incentive/Total (CEO) 0.782∗∗∗ −0.03 1.528∗∗∗    

[0.000] [0.908] [0.000]    
ln(CEO Tenure) −1.191∗∗∗ −1.322∗∗∗ −1.102∗∗∗    

[0.000] [0.000] [0.000]    
ln(CEO Age) 0.786∗∗ 1.400∗∗ 0.35    

[0.018] [0.011] [0.414]    
Incentive/Total (CFO)    2.959∗∗∗ 2.607∗∗∗ 3.762∗∗∗ 

   [0.000] [0.000] [0.000] 
ln(CFO Tenure)    −0.411∗∗∗ −0.693∗∗∗ 0.032 

   [0.001] [0.001] [0.846] 
ln(CFO Age)    −0.117 −0.661 1.026 

   [0.913] [0.624] [0.627] 
CEO Chair Duality −0.658∗∗∗ −0.645∗∗∗ −0.663∗∗∗ −0.323∗ −0.246 −0.43 

[0.000] [0.000] [0.000] [0.097] [0.271] [0.204] 
GIM 0.035∗∗ 0.029 0.037∗∗ −0.044 −0.037 −0.055 

[0.017] [0.181] [0.049] [0.165] [0.350] [0.323] 
I(High Tech Firm) 0.013 −0.008 0.04 0.258 0.247 0.2 

[0.922] [0.978] [0.824] [0.389] [0.496] [0.658] 
HHI −0.019 −0.012 −0.02 −0.225 0.068 −0.929 

[0.919] [0.964] [0.929] [0.592] [0.895] [0.216] 
Stock Return −0.447∗∗∗ −0.315 −0.621∗∗ −1.341∗∗∗ −1.417∗∗∗ −1.101 

[0.006] [0.180] [0.011] [0.000] [0.007] [0.107] 
Tobin’s Q −0.109∗∗ −0.027 −0.269∗∗∗ −0.223∗∗ −0.167 −0.383∗ 

[0.019] [0.535] [0.008] [0.020] [0.104] [0.060] 
Debt/Assets 1.388∗ 2.274∗ 0.709 3.626∗∗ 4.848∗∗∗ 0.243 

[0.067] [0.083] [0.564] [0.044] [0.006] [0.961] 
Tobin’s Q × Debt/Assets −0.579 −1.448 −0.03 −2.241 −3.276∗∗ 0.308 

[0.329] [0.204] [0.973] [0.128] [0.031] [0.932] 
ln(Assets) −0.047∗ 0.024 −0.118∗∗∗ −0.265∗∗∗ −0.217∗∗∗ −0.344∗∗∗ 

[0.096] [0.635] [0.002] [0.000] [0.008] [0.008] 
OCF/Assets −1.255 −1.061 −0.527 −3.316∗∗ −1.204 −7.524∗∗∗ 

[0.123] [0.310] [0.646] [0.044] [0.475] [0.010] 
ROA −0.18 −1.094∗ −0.091 0.071 −0.973 2.31 

[0.411] [0.091] [0.692] [0.908] [0.297] [0.162] 
FCF/Assets 1.255 2.567∗ 0.04 1.905 −0.14 6.192∗∗ 

[0.179] [0.078] [0.973] [0.394] [0.954] [0.023] 
CAPEX/Sales 0.057 0.365 −0.122 −0.086 −0.547 0.282 

[0.796] [0.245] [0.803] [0.927] [0.651] [0.555] 
Constant −5.698∗∗∗ −8.221∗∗∗ −3.917∗∗ −0.607 1.079 −5.57 

[0.000] [0.000] [0.022] [0.884] [0.835] [0.505] 
Observations 12,138 5019 7119 12,138 5019 7119 
Model Wald χ2 807.0975 284.3057 505.9274 264.3415 112.6994 248.7411 
Pseudo R2 18.87% 21.64% 18.22% 14.66% 10.47% 17.96% 
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Table 21: Multinomial logit regressions 
This table contains multinomial logit regressions for CEO and CFO turnover. The base outcome is that neither 
the CEO nor the CFO are removed. Columns 1, 2, and 3 respectively examine the outcomes of both the CEO 
and CFO leaving, only the CEO leaving, and only the CFO leaving. The CEO and the CFO must be less than 
70 years old. The main independent variable is SCA, a dummy that equals one if the firm has a class action filed 
against it in year t. Table 1 contains the variable definitions. Brackets contain p-values calculated using robust 
standard errors clustered by industry. All models contain year dummies. Superscripts ***, **, and * denote 
significance at 1%, 5%, and 10%, respectively. 
Dependent variable I(Both Leavet+1) I(CEO Leavest+1) I(CFO Leavest+1) 
 (1) (2) (3) 
I(SCA) 2.341∗∗∗ 1.362∗∗∗ −0.097 

[0.001] [0.000] [0.872] 
Stock Return Variance 104.86 66.583∗∗ −31.599 

[0.188] [0.028] [0.712] 
Boardsize 0.456 0.564∗∗∗ −0.164 
 [0.159] [0.000] [0.202] 
I(SOX) −0.880∗ 0.135 −1.037∗∗∗ 

[0.093] [0.222] [0.000] 
Insider Ownership (%) −61.245∗∗ 0.159∗∗∗ −1.174 

[0.036] [0.000] [0.498] 
CEO Chair Duality 0.21 −0.666∗∗∗ −0.379 

[0.718] [0.000] [0.109] 
Incentive/Total (CEO) 0.627 0.706∗∗∗ −1.622∗∗∗ 

[0.595] [0.001] [0.002] 
ln(CEO Tenure) −1.100∗∗∗ −1.177∗∗∗ 0.004 

[0.000] [0.000] [0.972] 
ln(CEO Age) 2.931 0.728∗∗ −0.095 

[0.383] [0.029] [0.901] 
Incentive/Total (CFO) 2.392∗∗∗ 0.042 3.606∗∗∗ 
 [0.001] [0.754] [0.000] 
ln(CFO Tenure) −0.752∗∗∗ −0.261∗∗∗ −0.356∗∗∗ 

[0.001] [0.000] [0.007] 
ln(CFO Age) 3.479 −0.094 −0.507 

[0.484] [0.892] [0.630] 
GIM −0.105 0.041∗∗∗ −0.025 
 [0.306] [0.005] [0.439] 
I(High Tech Firm) 0.102 −0.002 0.285 

[0.868] [0.986] [0.351] 
HHI 0.929 −0.094 −0.519 

[0.251] [0.613] [0.253] 
Stock Return −1.736∗∗ −0.390∗∗ −1.201∗∗∗ 

[0.030] [0.018] [0.008] 
Tobin’s Q −0.606 −0.101∗∗ −0.162∗ 

[0.224] [0.032] [0.097] 
Debt/Assets 9.337 1.499∗ 2.847 

[0.144] [0.052] [0.113] 
Tobin’s Q × Debt/Assets −7.808 −0.565 −1.348 

[0.182] [0.349] [0.357] 
ln(Assets) −0.555∗∗∗ −0.041 −0.173∗∗ 

[0.000] [0.150] [0.037] 
OCF/Assets −1.65 −1.27 −3.156 

[0.637] [0.135] [0.102] 
ROA 0.041 −0.228 0.415 

[0.964] [0.301] [0.696] 
FCF/Assets −0.895 1.533 2.255 

[0.860] [0.112] [0.463] 
CAPEX/Sales 0.664∗∗∗ 0.054 −0.948 

[0.005] [0.822] [0.453] 
Constant −25.204 −4.962∗ 0.936 

[0.345] [0.090] [0.852] 
Observations  *** 12,133  
Wald χ2 Stat  2671.377  
Pseudo R2  18.91%  
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Table 22: CEO post-turnover employment 
This table contains logit regressions that examine the likelihood that a fired CEO fails to obtain another board or executive 
position. The dependent variable in Columns 1–3 is a dummy that equals one if the CEO in year t (a) leaves the company by 
the end of year t + 1 and (b) drops out of Execucomp. Column 4 examines the likelihood that the CEO leaves execucomp 
conditional on the CEO leaving the company by year t + 1. The key independent variable is SCA, a dummy that equals one 
if the firm has a class action filed against it in year t. Table 1 contains the variable definitions. Brackets contain p-values 
calculated using robust standard errors clustered by industry. All models contain year dummies. Superscripts ***, **, and * 
denote significance at 1%, 5%, and 10%, respectively. 
Dependent variable I(CEO Leaves Co 

& Execucomp) 
 

I(CEO Leaves Execucomp 
∣ CEO Leaves Co) 

Sample period All Pre-SOX Post-SOX All 
I(SCA) 1.556∗∗∗ 1.727∗∗∗ 1.494∗∗∗ 0.790∗∗∗ 

[0.000] [0.000] [0.000] [0.008] 
Stock Return Variance 120.302∗∗∗ 155.014∗∗∗ 99.186 171.822∗∗∗ 

[0.001] [0.000] [0.107] [0.008] 
Boardsize 0.422∗∗∗ 0.336∗∗∗ 0.532∗∗∗ 0.042 

[0.000] [0.000] [0.000] [0.701] 
I(SOX) −0.112   −0.057 

[0.486]   [0.809] 
Insider Ownership (%) 0.207∗∗∗ −1.358 0.213∗∗∗ 0.802 

[0.000] [0.442] [0.000] [0.543] 
Incentive/Total (CEO) 1.544∗∗∗ 0.766∗ 2.340∗∗∗ 1.097∗∗∗ 

[0.000] [0.098] [0.000] [0.003] 
ln(CEO Tenure) −0.429∗∗∗ −0.570∗∗∗ −0.318∗∗∗ 1.192∗∗∗ 

[0.000] [0.000] [0.001] [0.000] 
ln(CEO Age) 3.635∗∗∗ 4.969∗∗∗ 2.693∗∗∗ 5.618∗∗∗ 

[0.000] [0.000] [0.000] [0.000] 
CEO Chair Duality −1.037∗∗∗ −1.097∗∗∗ −0.984∗∗∗ −0.466∗∗ 

[0.000] [0.000] [0.000] [0.023] 
GIM 0.037 0.012 0.049 0.013 

[0.164] [0.770] [0.163] [0.747] 
I(High Tech Firm) 0.029 −0.067 0.063 0.378 

[0.887] [0.883] [0.820] [0.110] 
HHI 0.241 −0.016 0.402 0.325 

[0.355] [0.971] [0.202] [0.388] 
Stock Return −0.531∗∗ −0.481 −0.577 0.158 

[0.044] [0.265] [0.128] [0.530] 
Tobin’s Q −0.101 −0.071 −0.177 −0.029 

[0.213] [0.480] [0.275] [0.804] 
Debt/Assets 2.581∗∗ 3.100∗ 2.525 0.929 

[0.039] [0.062] [0.214] [0.554] 
Tobin’s Q × Debt/Assets −1.479 −2.503∗ −1.094 −0.192 

[0.136] [0.096] [0.453] [0.871] 
ln(Assets) −0.167∗∗∗ −0.056 −0.262∗∗∗ −0.263∗∗∗ 

[0.001] [0.518] [0.000] [0.000] 
OCF/Assets −2.901∗∗ −1.725 −3.331 −3.273∗ 

[0.030] [0.324] [0.167] [0.063] 
ROA −0.128 −0.177 −0.109 0.68 

[0.706] [0.905] [0.741] [0.406] 
FCF/Assets 2.328 2.542 2.054 2.915 

[0.156] [0.293] [0.442] [0.143] 
CAPEX/Sales 0.149 0.584 −0.129 1.028 

[0.694] [0.311] [0.928] [0.167] 
Constant −18.123∗∗∗ −23.282∗∗∗ −14.656∗∗∗ −22.789∗∗∗ 

[0.000] [0.000] [0.000] [0.000] 
Observations 12,138 5019 7119 714 
Model Wald χ2 323.7234 165.6782 246.4905 166.6508 
Pseudo R2 11.28% 13.25% 11.34% 23.83% 
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Table 23: CFO post-turnover employment 
This table contains logit regressions that examine the likelihood that a fired CFO fails to obtain another board or 
executive position. The dependent variable in Columns 1–3 is a dummy that equals one if the CFO in year t (a) 
leaves the company by the end of year t + 1 and (b) drops out of Execucomp. Column 4 examines the likelihood 
that the CFO leaves execucomp conditional on the CFO leaving the company by year t + 1. The key 
independent variable is SCA, a dummy that equals one if the firm has a class action filed against it in year t. 
Table 1 contains the variable definitions. Brackets contain p-values calculated using robust standard errors 
clustered by industry. All models contain year dummies. Superscripts ***, **, and * denote significance at 1%, 5%, 
and 10%, respectively. 
Dependent variable I(CFO Leaves Co 

& Execucomp) 
 

I(CFO Leaves Execucomp 
∣ CFO Leaves Co) 

Sample period All Pre-SOX Post-SOX All 
I(SCA) 0.334 0.046 0.046 −0.562 

[0.513] [0.953] [0.953] [0.617] 
Stock Return Variance −0.029 −29.433 −29.433 −0.862 

[1.000] [0.734] [0.734] [0.998] 
Boardsize −0.143 −0.074 −0.074 −0.029 

[0.314] [0.627] [0.627] [0.900] 
I(SOX) −1.163∗∗∗   0.207 
 [0.000]   [0.771] 
Insider Ownership (%) −2.793 −3.055 −3.055 −3.606 

[0.284] [0.351] [0.351] [0.381] 
Incentive/Total (CFO) 2.821∗∗∗ 2.678∗∗∗ 2.678∗∗∗ −1.402 

[0.000] [0.000] [0.000] [0.200] 
ln(CFO Tenure) −0.265∗ −0.464∗∗ −0.464∗∗ 0.332 

[0.058] [0.036] [0.036] [0.533] 
ln(CFO Age) 1.46 1.532 1.532 10.462∗∗ 

[0.220] [0.203] [0.203] [0.044] 
CEO Chair Duality −0.117 −0.085 −0.085 1.110∗∗ 

[0.594] [0.741] [0.741] [0.027] 
GIM −0.035 −0.032 −0.032 0.058 

[0.334] [0.483] [0.483] [0.654] 
I(High Tech Firm) 0.15 −0.004 −0.004 −0.783 

[0.636] [0.993] [0.993] [0.176] 
HHI 0.071 0.275 0.275 1.874∗ 

[0.879] [0.650] [0.650] [0.078] 
Stock Return −1.720∗∗∗ −1.641∗∗∗ −1.641∗∗∗ −1.311∗ 

[0.000] [0.000] [0.000] [0.064] 
Tobin’s Q −0.246∗∗ −0.159 −0.159 0.04 

[0.024] [0.152] [0.152] [0.864] 
Debt/Assets 4.136∗ 5.873∗∗∗ 5.873∗∗∗ −1.841 

[0.054] [0.004] [0.004] [0.692] 
Tobin’s Q × Debt/Assets −2.634 −4.482∗∗ −4.482∗∗ 1.507 

[0.151] [0.015] [0.015] [0.690] 
ln(Assets) −0.268∗∗∗ −0.207∗∗ −0.207∗∗ −0.021 

[0.001] [0.039] [0.039] [0.910] 
OCF/Assets −2.163 −1.375 −1.375 −3.37 

[0.335] [0.622] [0.622] [0.393] 
ROA 0.032 −1.289 −1.289 −0.481 

[0.948] [0.202] [0.202] [0.913] 
FCF/Assets −0.646 −1.226 −1.226 −0.405 

[0.832] [0.771] [0.771] [0.931] 
CAPEX/Sales −2.336 −2.183 −2.183 −2.422 

[0.168] [0.331] [0.331] [0.323] 
Constant −7.316 −8.003∗ −8.003∗ −40.082∗∗ 

[0.105] [0.071] [0.071] [0.044] 
Observations 12,138 5019 5019 134 
Model Wald χ2 251.8357 146.5361 146.5361 49.7279 
Pseudo R2 13.68% 10.34% 10.34% 18.01% 
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Table 24: CEO compensation regressions 
This table contains logit regressions for the CEO’s compensation, where the dependent variables relate to 
whether the CEO’s fixed or bonus compensation decreases. Columns 1 and 2 examine the full sample period; 
Columns 3 and 4 examine the pre-SOX period and Columns 5 and 6 examine the post-SOX period. The 
dependent variable in Columns 1, 3, and 5 is an indicator that equals one if the CEO’s fixed compensation 
decreases. The dependent variable in Columns 2, 4, and 6 is an indicator that equals one if the CEO’s bonus 
compensation (excluding vesting or exercised options) decreases. Table 1 contains the variable definitions. 
Brackets contain p-values calculated using robust standard errors clustered by industry. All models contain year 
dummies. Superscripts ***, **, and * denote significance at 1%, 5%, and 10%, respectively. 
Dependent variable I(Salaryt+1 

< Salaryt) 
I(Bonust+1 
< Bonust) 

I(Salaryt+1 
< Salaryt) 

I(Bonust+1 
< Bonust) 

I(Salaryt+1 
< Salaryt) 

I(Bonust+1 
< Bonust) 

Sample period All All Pre-SOX Pre-SOX Post-SOX Post-SOX 
 (1) (2) (3) (4) (5) (6) 
I(SCA) 0.205∗ 0.615∗∗∗ 0.193 0.715∗∗∗ 0.188 0.575∗∗∗ 

[0.055] [0.000] [0.336] [0.003] [0.184] [0.001] 
Stock Return Variance 158.802∗∗∗ 294.572∗∗∗ 120.892∗∗ 357.892∗∗∗ 214.304∗∗∗ 237.437∗∗∗ 

[0.000] [0.000] [0.028] [0.000] [0.000] [0.001] 
Boardsize 0.197∗∗∗ −0.057∗∗ 0.147∗∗∗ −0.012 0.267∗∗∗ −0.100∗∗ 

[0.000] [0.036] [0.000] [0.733] [0.000] [0.013] 
I(SOX) 0.074 0.464∗∗∗     

[0.219] [0.000]     
Insider Ownership (%) 2.616∗∗∗ 1.628∗∗∗ 2.679∗∗∗ 1.955∗∗∗ 2.533∗∗∗ 1.287∗∗ 

[0.000] [0.001] [0.000] [0.001] [0.000] [0.018] 
ln(CEO Tenure) −0.153∗∗∗ −0.135∗∗∗ −0.245∗∗∗ −0.168∗∗∗ −0.090∗∗ −0.106∗∗∗ 

[0.000] [0.000] [0.000] [0.000] [0.019] [0.001] 
ln(CEO Age) −0.276∗∗∗ −0.322∗∗∗ −0.384∗∗∗ −0.225∗∗∗ −0.225∗∗∗ −0.391∗∗∗ 

[0.000] [0.000] [0.000] [0.001] [0.003] [0.000] 
CEO Chair Duality −0.406∗ −0.034 −0.48 −0.206 −0.336 0.155 

[0.095] [0.867] [0.184] [0.513] [0.263] [0.572] 
GIM −0.031∗∗∗ −0.030∗∗∗ −0.017 −0.028∗∗ −0.038∗∗∗ −0.029∗∗∗ 

[0.005] [0.001] [0.279] [0.030] [0.009] [0.008] 
I(High Tech Firm) 0.14 0.027 0.048 −0.067 0.187 0.07 

[0.142] [0.746] [0.619] [0.507] [0.173] [0.538] 
HHI 0.088 0.213∗ 0.061 0.072 0.126 0.295∗∗ 

[0.549] [0.056] [0.747] [0.657] [0.465] [0.038] 
Stock Return −0.023 −0.930∗∗∗ −0.098 −1.005∗∗∗ 0.095 −0.840∗∗∗ 

[0.722] [0.000] [0.355] [0.000] [0.294] [0.000] 
Tobin’s Q −0.016 −0.107∗∗∗ −0.019 −0.114∗∗∗ 0.012 −0.103∗∗∗ 

[0.456] [0.000] [0.446] [0.000] [0.768] [0.007] 
Debt/Assets 0.487 0.41 1.391∗∗ 1.065∗ −0.206 −0.064 

[0.367] [0.358] [0.050] [0.073] [0.778] [0.911] 
Tobin’s Q × Debt/Assets −0.345 −0.541∗ −1.169∗∗ −0.814∗∗ 0.195 −0.368 

[0.390] [0.067] [0.036] [0.041] [0.716] [0.329] 
ln(Assets) 0.105∗∗∗ −0.028 0.089∗∗ −0.045∗ 0.126∗∗∗ −0.01 

[0.000] [0.105] [0.012] [0.091] [0.000] [0.660] 
OCF/Assets −1.617∗∗∗ 1.304∗∗∗ −1.154 2.436∗∗∗ −2.084∗∗∗ 0.751 

[0.003] [0.005] [0.156] [0.003] [0.005] [0.279] 
ROA −0.152 −0.262 0.059 −0.801 −0.138 −0.146 

[0.626] [0.496] [0.904] [0.249] [0.699] [0.699] 
FCF/Assets 0.473 −1.931∗∗∗ −0.428 −2.322∗∗∗ 1.117 −1.672∗∗ 

[0.368] [0.002] [0.573] [0.004] [0.188] [0.048] 
CAPEX/Sales −0.155 −0.434 0.018 −0.572∗ −0.373 −0.356 

[0.265] [0.295] [0.941] [0.056] [0.245] [0.489] 
Constant 0.313 1.304 0.946 1.84 −0.294 1.011 

[0.739] [0.114] [0.489] [0.137] [0.805] [0.363] 
Observations 11,424 11,424 4708 4708 6716 6716 
Model Wald χ2 287.5295 488.3078 183.9913 302.9649 190.4777 202.9 
Pseudo R2 3.80% 4.89% 4.04% 5.71% 4.22% 3.29% 
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Table 25: CFO Compensation Regressions 
This table contains logit regressions where the dependent variables relate to decreases in the CFO’s fixed or 
bonus compensation. Columns 1 and 2 examine the full sample period; Columns 3 and 4 examine the pre-SOX 
period and Columns 5 and 6 examine the post-SOX period. The dependent variable in Columns 1, 3, and 5 is an 
indicator that equals one if the CFO’s fixed compensation decreases. The dependent variable in Columns 2, 4, 
and 6 is an indicator that equals one if the CFO’s bonus compensation (excluding vesting or exercised options) 
decreases. Table 1 contains the variable definitions. Brackets contain p-values calculated using robust standard 
errors clustered by industry. All models contain year dummies. Superscripts ***, **, and * denote significance at 1%, 
5%, and 10%, respectively. 
Dependent variable I(Salaryt+1 

< Salaryt) 
I(Bonust+1 
< Bonust) 

I(Salaryt+1 
< Salaryt) 

I(Bonust+1 
< Bonust) 

I(Salaryt+1 
< Salaryt) 

I(Bonust+1 
< Bonust) 

Sample period All All Pre-SOX Pre-SOX Post-SOX Post-SOX 
 (1) (2) (3) (4) (5) (6) 
I(SCA) 0.164 0.641∗∗ 0.011 0.607∗ 0.585∗∗ 1.086∗ 

[0.249] [0.035] [0.954] [0.057] [0.033] [0.081] 
Stock Return Variance 209.685∗∗∗ 374.187∗∗∗ 291.884∗∗∗ 435.757∗∗∗ 35.427 24.896 

[0.001] [0.005] [0.000] [0.003] [0.640] [0.799] 
Boardsize 0.155∗∗∗ 0.089∗ 0.072∗ 0.100∗∗ 0.368∗∗∗ −0.035 

[0.000] [0.057] [0.087] [0.038] [0.000] [0.768] 
I(SOX) 1.246∗∗∗ 2.853∗∗∗     

[0.000] [0.000]     
Insider Ownership (%) 0.358 −0.011 0.644 0.272 0.234 −0.018 

[0.471] [0.858] [0.255] [0.652] [0.702] [0.587] 
ln(CFO Tenure) 0.256∗∗∗ −0.037 −0.475∗∗∗ −0.376∗∗∗ 0.391∗∗∗ 0.386∗∗∗ 

[0.000] [0.662] [0.000] [0.000] [0.000] [0.000] 
ln(CFO Age) 0.101∗ −0.031 −0.032 −0.076 0.202∗∗∗ 0.119 

[0.096] [0.721] [0.731] [0.431] [0.007] [0.560] 
CEO Chair Duality −7.431∗∗∗ −1.911∗∗ −0.255 0.325 −18.447∗∗∗ −10.920∗∗∗ 

[0.000] [0.032] [0.750] [0.695] [0.000] [0.000] 
GIM 0.009 −0.009 −0.009 −0.024 0.013 0.052 

[0.378] [0.528] [0.513] [0.119] [0.328] [0.171] 
I(High Tech Firm) −0.044 −0.073 −0.365∗∗ −0.23 0.231∗∗ 0.471 

[0.630] [0.540] [0.015] [0.111] [0.034] [0.243] 
HHI −0.440∗∗∗ −0.261∗ −0.262 −0.22 −0.654∗∗∗ −0.427 

[0.001] [0.092] [0.132] [0.206] [0.001] [0.224] 
Stock Return 0.321∗∗∗ −0.502∗∗∗ 0.172 −0.572∗∗∗ 0.987∗∗∗ 0.523 

[0.009] [0.000] [0.137] [0.000] [0.001] [0.298] 
Tobin’s Q 0.090∗∗∗ −0.029 0.065∗∗ −0.055∗ 0.156∗∗∗ 0.344∗∗ 

[0.002] [0.307] [0.034] [0.076] [0.005] [0.030] 
Debt/Assets 1.922∗∗∗ 1.629∗∗∗ 0.960∗ 1.288∗∗ 1.763∗ 2.016 

[0.000] [0.007] [0.083] [0.045] [0.083] [0.308] 
Tobin’s Q × Debt/Assets −0.882∗∗∗ −1.077∗∗∗ −0.45 −0.925∗∗ −0.295 −0.878 

[0.009] [0.005] [0.294] [0.028] [0.696] [0.541] 
ln(Assets) 0.001 0.005 0.125∗∗∗ 0.060∗ −0.130∗∗∗ −0.210∗∗∗ 

[0.968] [0.870] [0.000] [0.088] [0.000] [0.001] 
OCF/Assets −0.837 1.576∗∗ −0.519 2.028∗∗ −1.674∗ −2.894 

[0.151] [0.037] [0.457] [0.016] [0.069] [0.132] 
ROA −1.121∗∗ −1.326∗∗ 0.321 −0.927 −3.247∗∗∗ −2.589 

[0.014] [0.038] [0.460] [0.159] [0.000] [0.330] 
FCF/Assets 2.233∗∗∗ −0.14 1.306 −0.719 3.799∗∗∗ 4.885∗∗ 

[0.000] [0.854] [0.107] [0.442] [0.000] [0.016] 
CAPEX/Sales 0.072 −0.258 0.366 0.094 0.01 −0.439∗∗ 

[0.749] [0.161] [0.274] [0.775] [0.972] [0.030] 
Constant 28.597∗∗∗ 8.422∗∗ 0.868 −0.22 73.325∗∗∗ 46.894∗∗∗ 

[0.000] [0.017] [0.780] [0.945] [0.000] [0.000] 
Observations 12,004 12,004 4924 4924 7080 7080 
Model Wald χ2 1113.192 750.2483 70.8693 103.552 664.3864 181.042 
Pseudo R2 11.64% 19.03% 2.43% 3.18% 19.05% 12.18% 
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Table 26: Disciplinary takeover regressions 
This table contains logit regressions that examine the probability of being acquired. The dependent variables in 
Columns 1–4 are indicators that equal one if (1) the firm receives a bid in year t + 1, (2) the firm receives a bid 
and the deal is subsequently completed, (3) the firm receives a bid and SDC classifies the bid as unsolicited or 
hostile, and (4) the firm receives a bid, that bid is unsolicited or hostile, and the deal is subsequently completed. 
In all cases, the bid must be for 100% control. Table 1 contains the variable definitions. Brackets contain p-
values calculated using robust standard errors clustered by industry. All models contain year dummies. 
Superscripts ***, **, and * denote significance at 1%, 5%, and 10%, respectively. 
Dependent variable I(Bidt+1) I(Complete Bidt+1) I(Hostile Bidt+1) I(Hostile Complete Bidt+1) 
 (1) (2) (3) (4) 
I(SCA) 1.036∗∗∗ 1.494∗∗∗ 1.043∗∗ 2.096∗∗∗ 

[0.000] [0.000] [0.012] [0.004] 
Stock Return Variance 26.511 −362.351∗ 60.654 −277.7 

[0.522] [0.052] [0.150] [0.185] 
Boardsize −0.093 −0.118 0.012 −0.121 

[0.288] [0.391] [0.912] [0.562] 
I(SOX) 0.063 −0.542 −0.002 −1.563 

[0.845] [0.237] [0.997] [0.113] 
Incentive/Total (CEO) 0.112 0.26 0.289 −0.248 

[0.699] [0.548] [0.525] [0.810] 
Insider Ownership (%) 1.176 0.821 −0.01 0.138 

[0.171] [0.540] [0.944] [0.966] 
ln(CEO Tenure) −0.012 −0.086 0.058 −0.148 

[0.887] [0.479] [0.619] [0.557] 
CEO Chair Duality −0.403∗∗ −0.489∗∗ −0.547∗∗ −0.950∗∗ 

[0.015] [0.033] [0.036] [0.036] 
ln(CEO Age) −0.741 −1.007 −0.919 −0.209 

[0.210] [0.321] [0.283] [0.925] 
GIM 0.069∗∗ 0.091∗∗ 0.036 0.04 

[0.010] [0.016] [0.354] [0.640] 
I(High Tech Firm) −0.037 −0.207 0.537 0.048 

[0.891] [0.590] [0.102] [0.938] 
HHI −0.601 −0.91 0.006 0.484 

[0.134] [0.138] [0.990] [0.582] 
Stock Return 0.233 0.699∗∗∗ 0.265 0.728 

[0.120] [0.000] [0.311] [0.151] 
Tobin’s Q 0.022 0.06 −0.061 0.083 

[0.808] [0.557] [0.666] [0.473] 
Debt/Assets 2.529∗ 2.101 2.319 0.386 

[0.077] [0.145] [0.311] [0.925] 
Tobin’s Q × Debt/Assets −1.09 −0.344 −0.935 0.385 

[0.275] [0.726] [0.573] [0.880] 
ln(Assets) 0.217∗∗∗ 0.155∗ 0.377∗∗∗ 0.405∗∗∗ 

[0.000] [0.058] [0.000] [0.002] 
OCF/Assets 0.627 0.673 4.528∗ −0.721 

[0.697] [0.806] [0.054] [0.893] 
ROA −0.546∗∗ 0.932 −0.633 −0.128 

[0.046] [0.674] [0.405] [0.956] 
FCF/Assets 0.645 −2.032 −1.216 4.173 

[0.681] [0.373] [0.644] [0.491] 
CAPEX/Sales 0.205 −0.244 −1.482 −0.155 

[0.436] [0.747] [0.234] [0.943] 
Constant −3.033 −1.806 −5.121 −7.439 

[0.188] [0.658] [0.105] [0.375] 
Observations 12,138 12,138 12,138 7391 
Model Wald χ2 177.7979 106.8549 203.9905 147.6671 
Pseudo R2 6.70% 8.46% 8.71% 11.23% 
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6 Conclusion 
 
This thesis examines the overarching issue of how corporate governance can both create 

and destroy value in corporations. I examine three sub-issues. First, precisely ‘how’ and 

‘why’ does poor governance destroy value? Second, can governance mechanisms, such 

as ‘anti-takeover provisions’ (ATPs) achieve their original policy purpose of encouraging 

managers to focus on long-term value creation by insulating them from opportunistic 

takeovers? Third, if managers do demonstrate poor governance, how effective are 

internal, external, and market-based mechanisms at disciplining managers?  

 

Chapter 2 addresses the issue of precisely ‘how’ poorly governed firms destroy value, 

and precisely ‘why’ poor governance destroys value. The prior literature shows that poor 

governance can facilitate value destruction, but has not shown how or why this occurs.  

 

I answer the ‘how’ question by showing that poor governance encourages managers to 

pursue self-interested investments that reinforce managerial entrenchment, and enables 

managers to create less value from otherwise value-creating activities. Specifically, I 

show that managers of poorly governed firms pursue takeovers that increase extant 

managerial entrenchment. This particularly discourages managers from paying stock to 

acquire unlisted targets. This means that managers of poorly governed firms both miss 

capturing an illiquidity discount and avoid the creation of a value-creating blockholder.  
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Chapter 3 addressed the question whether ATPs could be a driver of the size effect in 

corporate acquisitions. Prior literature has shown that large acquirers’ acquisitions tend to 

create less value both in terms of short run announcement returns and long run operating 

performance. However, these large firms also tend to be older firms that are more likely 

to have a preponderance of ATPs. Further, the presence of managerial entrenchment 

could facilitate empire building so might explain precisely why these large companies 

became large. Thus, this chapter examines whether the presence of ATPs might be one 

explanation for the size effect in acquisitions. The thesis does this by examining 

differences in the size effect between Australia (which disallows ATPs) and the United 

States (which allows ATPs). The chapter shows that in an environment free of ATPs 

large acquirers’ acquisitions create shareholder wealth, both in terms of average 

percentage returns and total dollar returns. However, in the presence of ATPs, large 

acquirers’ acquisitions destroy shareholder wealth, on average. These results provide an 

explanation for the ‘size effect’ in acquisitions.  

 

 

In Chapter 4, I  addressed the issue of whether ATPs can achieve their original policy 

purpose of encouraging managers to focus on long-term value creation. During the 1980s, 

congress encouraged ATPs as a response to the proliferation of hostile takeovers. One 

type of takeover aims to take advantage of ‘depressed’ valuations. These are situations 

where the target trades at a price that is below its true value. This can especially occur in 

‘high tech’ or ‘innovative’ cases, where valuation difficulties can depress market values. 

In these companies, the fear of a hostile takeover might induce managerial myopia as 
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managers attempt to avoid ‘risky’ investments that might depress values. ATPs might 

help resolve this myopia situation.  

 

I show that ATPs can address the ‘managerial myopia’ concern. Specifically, I show that 

in ‘hard to value’ (HTV) companies, ATPs can enable managers to focus on value-

creating innovation. I show that in these HTV companies, ATPs can encourage managers 

to make takeovers that create more shareholder wealth, as proxied by takeover returns 

and post-takeover Tobin’s Qs, and that increase R&D and innovation. This implies that 

ATPs can promote their public policy objective; and thus, that they do not always destroy 

value in all companies.  

 

Finally, I address, in Chapter 5, the issue of whether there are effective disciplinary 

mechanisms if managers govern firms poorly. One important shareholder-lead 

mechanism is a shareholder class action (SCA). These SCAs involve shareholders suing a 

company if it has issued a false or misleading statement. Such law suits imply managerial 

misconduct and poor governance. However, it remains unclear if such mechanisms 

effectively discipline managers for misconduct. Thus, I examine whether SCAs induce 

internal discipline (in the form of pay cuts and dismissal) and external discipline (in the 

form of a disciplinary takeover).  

 

I show that SCAs do induce internal and external discipline. I show that if a firm receives 

a SCA, then (a) CEOs are significantly more likely to suffer a pay cut or be fired, (b) if 

the CEO is fired, then he/she has worse job-prospects and a lower chance of securing a 
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job in a top-1500 firm, and (c) the firm is more likely to receive a hostile takeover bid. 

Overall, this implies that there is effective internal and external discipline following 

SCAs.  

 

This thesis makes a significant contribution to the literature. I provide new evidence on 

‘why’ and ‘how’ poor governance can destroy value. I indicate that some mechanisms, 

that are typically associated with poor governance (i.e. ATPs), can actually create value 

in some circumstances. I demonstrate that if managers poorly govern corporations and 

commit misconduct, then there is effective internal and external discipline for this 

misconduct. Overall, I provide a comprehensive picture of how corporate governance 

mechanisms can create and destroy value in corporations.  
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