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In this paper we examine how firms make capitaicgtire decisions in the context of
acquisitions, equity issues, and share buybacksaricular, we ask two questions. First, are
capital structure decisions consistent with theljoteons of the “best” empirical capital structure
models, i.e. the models that have the largest giigdipower of leverage ratios in the literature ?

Second, can deviations from these predictions p&agred by market timing?

Empirical capital structure models, such as Kaydnaeh Titman (2007), estimate the
relation between financial leverage and a numbeaadables, such as profitability, growth
opportunities, firm size, and tangibility of asséike relevance of these variables is predicted by
theories that argue that firms trade off tax beéaeind benefits from reduced agency costs of
debt financing against the expected costs of firsgstress [Miller and Modigliani (1963),

Harris and Raviv (1991), Myers (1977), Jensen aredkiing (1976)]. However, trade-off
models do not offer an explanation for the long-abbnormal returns after capital structure

decisions documented by a large body of research.

On the other hand, the evidence of long-run abnbretarns is consistent with the
market timing hypothesis, which predicts that firwent to issue stock when their shares are
overvalued and buy back shares when their shaeasnatervalued. The pure market timing

hypothesis, however, is inconsistent with the eiogirevidence that firms adjust their capital

! Long term negative abnormal returns after seaseqaily issues have been reported by Taggart (197atsh
(1982), Asquith and Mullins (1986), and Loughramnl &itter (1995). Long term positive abnormal retuafier
share buybacks have been reported by Ikenberrgriisiok, and Vermaelen (1995). Long term negatir@amal
returns after equity financed transactions andtpesiong-term abnormal returns after cash finantadsactions
are reported by Asquith (1983), Loughran and Vijag7), Rau and Vermaelen (1998), Agrawal, Jaffed, a
Mandelker (1992), and Dong et al. (2006).

2 See Baker and Wurgler (2002), Schleifer and Vist2®03), and Welch (2004).



structure towards a time-varying target [Hovakimi@pler, and Titman (2001), Leary and

Roberts (2005), Flannery and Rangan (2006), or Kaynd Titman (2007)].

The goal of this paper is to show under which coos market timing can dominate the
the trade-off theory predictions, especially in toatext of acquisition finance. Acquisition
finance provides a unique opportunity to test tasidassumption of the market timing
hypothesis, i.e. that it is possible to fool inegstby issuing overvalued stock. In an acquisition
the bidder faces a target management, advisedviegtiment bankers and other experts in
valuation. This makes it difficult to pay with owatued stock, unless the financing decision can
be justified on the basis of economic fundamemedposed by the trade-off thectyOn the
other hand, when a firm issues or buys back shara® open market, it deals with uninformed
investors. As a consequence, open market capitaitste adjustment may succeed even if the

capital structure decision is inconsistent with pnedictions of the trade-off model.

Consistent with this argument, we find that only @fthe 2,978 firms in our acquisition
sample make stock-financing decisions that canegustified by a trade-off model, controlling
for transaction characteristics. A closer looklatanouncedincluding unsuccessful) deals
involving unanticipated stock payment reveals tdy 42% of such attempted acquisitions
succeeds. Moreover, 52% of the unanticipated dtacisactions are perceived as hostile, in
contrast to 1% of anticipated stock transactiorende, issuing stock when the trade-off theory

suggests the bidder should be pay with cash idynieapossible. Acquirers that are able to pay

3 While it is true that acquirers can also make licised bids to shareholders directly, they are eniikely to trigger
takeover defense mechanisms, and are therefore modhcostly and less likely to succeed (Schw@&@®02.



with overvalued stock and can justify their paymeamice on the basis of the trade-off theory,

i.e., the predicted equity payers, experience l@ng significant negative abnormal returns.

In contrast, firms succeed in issuing overvalueditgdn seasoned equity offerings, even
if the empirical trade-off model recommends that fihm issues debt. This is consistent with
some recent evidence reported by others [e.g., LeamRoberts, and Zender (2008), Barclay,
Fu, and Smith (2009)]. Equity issues seem to beedrby opportunism: regardless of whether
the firm is under- or overleveraged, firms isswektwhen their shares are overvalued. As
Barclay, Fu, and Smith (2009) argue, such strateggncing behavior makes sense as the costs
of being underlevered are much less significam tha costs of being overlevered. Consistent
with their argument, we find that the typical reghasing firm isunderleveredefore the
buyback. Firms that buy back stock and move away frarget leverage are also significantly

more undervalued than other repurchasing firms.

Our results also suggest that buybacks are notlwiting@ mirror of equity issues, an
assumption made by researchers who uses net épuBs (equity issues minus share buybacks)
to measure capital structure policy. First, thsts of being overlevered are higher than the
costs of being underlevered. Second, for a repsmpdirm the benefit from a leverage increase
may not be only the profits from buying undervalsgack. Repurchasing firms also benefit
from signaling undervaluation, especially in theeaf repurchase tender offers, the focus of this
paper. The need to pay a significant premium almoaket prices reduces the ability to benefit

from repurchasing shares below fair value, buthendther hand provides a signal that the firm’s



shares are undervalued [as argued by Vermaeled [1$&nding signals about its value does

not make sense for an overvalued firm, making siggan unlikely motive for equity issuers.
To summarize, we test the following two working btipeses:

Hypothesis (1)Firms make unpredicted capital structure decisibasause they are
motivated by market timing. If this is true, firthat make capital structure adjustments that

cannot be explained by the trade-off theory areanitely to be mispriced.

Hypothesis (2)Issuing (or paying with) overvalued stock is onbggible with
uninformed investors or if it can be justified by trade-off theory. If this is true, we also expec
that firms only deviate from the action predictgdthe trade-off theory in public offerings but

not in stock-financed acquisitions.

There is a large body of research on mergers aquisatons, equity issues and share
buybacks. However, the main contribution of thipgras to examine all three decisions
simultaneously in an integrative framework. Uslihg same static predictive model of capital
structure, we test to what extent deviations ofé¢h&tatic predictions can be explained by one

particular dynamic consideration: misvaluationted tompany stock.

The remainder of the paper is organized as folldwsection 1, we test to what extent
acquisition financing decisions can be explainedheytrade-off hypothesis. Section 2 extends
our analysis to repurchase tender offers, sectimnegjuity issues. Section 4 summarizes our

conclusions.



1. Acquisition Finance

In this section we proceed as follows. First wecdegs our data set and methodology. Second,
we present empirical results documenting to whegrexcompanies follow the trade-off model
when financing acquisitions. Third, we take a eldsok at firms that deviate from the trade-off

prediction. Finally, we examine post-acquisitioturas.
1.1. Data and Methodology

We use a sample of mergers and acquisitions dreamm the Securities Data Corporation
mergers and acquisitions database (SDC). To bedadlin our sample, the transaction must be
completed, the first announcement date must lierdrert January 1, 1980 and December 31,
2005, both acquirer and target must be US publiepamies, the acquirer does not operate in the
financial services or real estate sector, andaat 80% of the target is acquired by the bidder.
This last criterion is necessary to ensure thatatwgirer must consolidate the target firm’s

balance sheet after the transaction.

Our sample of 2,978 completed transactions conf&87 cash transactions, 1,396 equity
transactions and 795 hybrid transactions. We shoangary statistics in Table 1. The median
target market capitalization is $0.3 billion, apgroately four times the median of firms listed
on Compustat. In the typical acquisition studygéas tend to be smaller than bidders. For
example, the median target firm size in the sarapldarford, Klasa, and Walcott (2009) is 39%
of the firm size of the bidder. Our sample doesauottain private targets, which are usually

smaller, and the median target is 51% of the enterpalue of the bidder. This also means that



the bidder cannot simply look at its own capitalisture when deciding the payment method.
Target firms are more levered than the median fwinile acquirers are less so: acquirers have a

median (market) leverage ratio of 22% and targe85&o, vs. 27% for Compustat firms.

To test whether financial decisions are drivenh®yttade-off hypothesis, we predict an
“optimal”’ leverage and compare the firms that mtoxgards it to those that deviate from it. We

follow Kayhan and Titman’s (2007) approach to pcetBverage, as described in Appendix A.

Essentially L* is estimated as the fitted valueadirm characteristics regression using all
firms listed on Compustat. The firm characterisircdude proxies for growth opportunities,
profitability, and potential collateral. As a rolsss check, we also employ the specifications
used by Hovakimian, Opler, and Titman (2001), Famé French (2002) and Flannery and
Rangan (2006). Our results are generally consistéghtthe previous literature. Specifically,
leverage is significantly negatively related toxpes for growth opportunities (such as market-
to-book, R&D) and positively related to the impaorta of tangible assets. Return on assets, a
measure of profitability, is negatively relateddgerage, a result that seems to go against the
prediction that profitable firms pay more taxes #merefore issue more debt. Myers and Majluf
(1984) argue that the negative association is stardi with a pecking order theory: highly
profitable firms prefer internal finance to extdriimance. However, Strebulaev (2007) shows

that this relation is consistent with the a dynatrade-off theory with adjustment costs : if firms

* The cross-sectional leverage prediction modelaftian and Titman (2007) has been widely used inefla¢ed
literature as the basis for leverage prediction @fmde.g., Harford, Klasa and Walcott (2009) or ii¢hand
Dasgupta (2009). To demonstrate that our resudtsiar dependent on this specific model, we repgaaoalysis
with a series of alternative models and report thatresults are similar.



cannot instantaneously increase their leveragaaease in profitability increases firm value
and therefore lowers leverage. Another, stratezason for the negative association between
leverage and profitability is given by Bolton anch&rfstein (1990), who suggest that more
profitable firms prefer low leverage ratios becatlsey deter entry of potential rivals. Regardless

of the interpretation of this model, we will reterit as the “trade-off model”.

While it is straight-forward to compare over- anttlarlevered firms prior to equity
issues and share buybacks, in the context of d@tiquswe have to build hypothetical balance
sheets for the combined firm. This allows us te@ekte the consequences of the acquisition
financing choice. This is important because pawith cash or stock can result in substantially
different leverage ratios for the subsequently comdh firm. Between the announcement and the
effective date of an acquisition paid by cash,awerage acquirer leverage increases by 21%. In
contrast, the median acquirer leverage decreas2%olf/the acquisition is paid with equity.
These effects would be ignored if we focused orgaepuisition bidder leverage, as it has been

common practice in the acquisition finance literat(e.g., Harford, Klasa, and Walcott, 2009).

To obtain an estimate of the combined firm’s act¢mgratios and, subsequently, its
optimal leverage ratio, we build pro-forma balasbeets for the combined firm using the
methodology described in Appendix B. Specificaliyg calculate the post-acquisition leverage
ratios of the combined firm, conditional upon paywmith equity, L(equity), and paying with

cash, L(cash), as follows:



Debt, + Debt
Debt, + Debt. + Equity, +transactim value

L(equity) =
1)
Debt, + Debt; + newdebtissued

L(cash = . . : (2)
Debt, + Debt, + Equity, +transaction value

where the subscripts A and T denote acquirer agetiarespectively

Next, we calculate leverage deviation as the absaldference between L* and L(cash),
which we callA(cash) and between L* and L(stock), which we agéditock). Finally, we can
create a variable that compares the effects of @adlstock payment directly. We calNtand
calculate it ag\(cash) -A(stock). When\ is positive, equity payment is better than cash

payment, and vice versa, conditional on other éggthat have been shown to be relevant in

prior research on acquisition finance.

Eckbo (2009) provides an excellent overview oflitezature in this area. According to
the risk-sharing hypothesis of Hansen (1987),eftdrget is large, the bidder wants to share the
risk with the target and pay with stock. So, wetoarfor the size of the target relative to the
bidder. If the bidder is interested in completihg transaction quickly (perhaps to avoid

competing bids), it is better to pay cash (becai&EC registration requirements). This applies

® While it is common in the literature to use markalues rather than book values when measuringdgee to
avoid internal inconsistency with the market timmgpothesis, we prefer to use book values. Managjersld use
the “true” value to measure deviations from théistaade-off optimum, not market values. While tham of pre-
announcement book value of the bidder and thedddios value is a good proxy for the post-acquisitombined
book value, the same conclusion does not necesbali for market values: assuming that the conimarket
value is equal to the pre-market bidder value thesransaction value assumes that all acquisiso@zero net
present value projects. Although we believe bodkesmare more appropriate, we also report resakedbon
market values, to illustrate the robustness ofcaunclusions.



to tender offers [Martin (1996)], hostile offersdato transactions involving large premiums.
Indeed, offering a large premium can be seen &ai@gy to discourage competing bidders. We

include indicators for tender offers and hostilngactions, as well as the premium paid.

One caveat: the decision to proceed with a tenffier @.e., the choice of transaction
mode) could be endogenous with the payment metbogidn. In other words, firms with debt
capacity prefer tender offers. We reduce this eadeigy bias with a two-stage specificatfon.
We instrument the transaction mode with the Hedhldndex and an indicator for diversifying
transactions. Berkovitch and Khanna (1991) argaertiergers are negotiation games between
the acquirer and the target, while tender offeesaarctions. Given a certain synergy level, when
acquiring firms expect more rivals in an auctidreyt can afford mergers, but no tender offers in
which synergies would be bargained away betweendh®etitors. Therefore, tender offers
should be more common in conglomerate transacdodsconcentrated industries in which the
acquirer expects fewer rivals. On the other hamekd variables are unlikely to affect the choice
of payment method other than via their influencet@modal choice. For the negotiation
process and the choice of transaction modeatheirerindustry characteristics are the ones that
matter. For the resulting capital structure, howgtreecombinedacquirer and target industry

characteristics are more important: we incorpor#ted into the trade-off measure.

1.2. Empirical Results

® Note that even thougdienderofferis a discrete variable, we estimate it using adjirieast squares (OLS) since a
probit or a logit first stage can harm the consisjeof the estimates (Angrist and Krueger, 2001).
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For all the combined bidder-target firms in our péanwe obtain an average predicted
leverage L* of 34% using book leverage (see Tapld e average L(cash) and L(equity) are
64% and 37% The magnitude of the difference between leveratjes resulting from cash and
equity payment strongly suggests that capital &irecconcerns are relevant for the payment
method choice, which is the basic proposition & gaper. The averageusing book leverage
is 5% and statistically significantly positive. Shineans that, ceteris paribus, we expect that
more firms will prefer equity payment. Consisterithvthis prediction, equity represents 47%
and cash 26% of the acquisition payment in our $am(in book values) is higher for equity
transactions (6%) than cash transactions (2%),stems$ with the prediction that higher

A transactions should be rather paid with equity tesh.

To predict the method of payment according to thdd-off theory, we regress the
percentage of stock used as paymenApecontrolling for variables that have been shown to
affect the method of payment in previous studiesoiding to the trade-off theory prediction,
equity is optimal ifA > 0, and cash is optimal X < 0. That is, the percentage of stock paid

should be positively related o

We find support for the hypothesis that firms behagcording to the trade-off theory.
Column 1 in Panel A of Table 2 shows the coeffitsdor the regression of the percentage of

stock paid om\ and the control variables. The coefficient\ofs positive and statistically, as

" Leverage after completion of the acquisition isirie with our pro-forma leverage calculations. Fhedian
acquirer who paid with cash has a book leverage6 and a market leverage of 30% after the acipriditecomes
effective, compared to the pro-forma ratios of 583 35%. The median acquirer who paid with equity & book
leverage of 36% and a market leverage of 16%, cozdp@ the pro-forma ratios of 33% and 17%.
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well as economically significant. In our standapeafication of the two-stage Tobit regression,
if all other variables are at their means, incneg#i by one standard deviation enlarges the

probability of paying with stock by 11% (t = 3.74).

Column 1 in Panel C of Table 2 reports the clasaiions of our sample into anticipated
(unanticipated) cash and equity transactions. V@dipt stock (cash) payment if the Tobit model
estimates a probability of 1 to pay with stock [asnd otherwise a hybrid predictid@verall,
the Tobit specification with control variables axtly predicts the payment method in 1,741 or
around 80% of the transactiohi only 17 of 442 transactions in which the acpayment
method differed from the predicted method, firm&lpaith stock. This means that 96% of the
442 “abnormal” payment decisions involve payinghcesther than following the trade-off
prediction to issue stock. So there is asymmettiientypes of deviations from the optimum
financing method. When the trade-off model predietsh payment, almost all firms follow the

recommendation.

These results are consistent with the hypothekisf the target observes that the bidder
is deviating from the trade-off theory predictiangay cash, the target knows that the bidder’s
shares are overvalued. As a result, the overvdideter has to increase the consideration which

will mean that bidders who try to pay with stocklviail to obtain a benefit that compensates for

8 We repeat the analysis as a Probit estimationakensure that our results do not depend on potémfliaences
from assigning acquirers with 100% probability aefymg stock (cash) as predicted stock (cash) pagopposed
to another, less conservative cutoff level thaidde correct in a Probit model. We do not obseigaificant
differences in the prediction of the non-hybridesas

° The power of our test might be reduced if many$iissue shares in a separate transaction toaeefna cash
offer. Of the 2,978 firms in our sample, 269 anremrdha secondary equity issue in the same yeaedd&i
announcement, of which 43 are classified by Dealagi“use of proceeds for acquisitions”. Only eighthese
transactions were made by firms that we classd®dash financed acquisitions in our sample.
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the cost of deviating from the trade-off theorynide the bidder could decide to pay with cash or
cancel the bid. Of course, when the bidder wanfsmtowith cash, the target has no reason to

object, and we will observe cash transactions.

Note that our results are inconsistent with thedblypsis that deviations from the trade-
off theory are driven by agency costs or persameats. Gilson, Scholes and Wolfson (1987)
argue that the choice of payment method can bewlty differential taxation of cash and stock
offers: if a firm pays with cash, the selling streolelers have to realize capital gains taxes, but
when a firm pays with stock, shareholders can dékegain. To the extent that bidders have to
compensate target shareholders for higher taxesu@h a higher bid price), bidders prefer stock
payment. Second, some managers prefer equity fimate debt financing because debt acts like
a disciplining device, preventing managers frormsiogg free cash flow on negative net present
value projects [Jensen (1986)]. According to tlgerecy cost hypothesis, firms that deviate from
the trade-off hypothesis are predicted to pay dashissue equity instead. However, both
explanations would predict unanticipated equityéss, not unanticipated cash payers and are

therefore not consistent with our findings.

Column 1 of Panel A in Table 2 also reports theasgion coefficients of the control
variables. Of all the control variables considetbd,instrumented dummy on tender offers has
the highest explanatory power. With all other valea at their means, a tender offer raises the
predicted probability of a cash payment to 100%-4.45). This is consistent with the argument

that the need for speed in tender offers motivategiirers to pay with cash. Furthermore, the

13



relative size of the target firm is significantty=1.88) positively related to the percentagelstoc

payment. This is consistent with the risk-sharirguanent suggested by Hansen (1987).

Column 1 in Panel B of Table 2 shows the resultheffirst stage in which we estimate
the probability of a tender offer. Acquirers in centrated industries with a higher Herfindahl
index are more likely to conduct a tender offer 4.00), consistent with the argument that more
direct rivals prefer tender offers to merger negjains with the management. Diversifying
transactions are more often tender offers (t =)3 &hsistent with the argument that
conglomerate acquirers prefer acquisitions to nrergeequals. The F-statistic of 12.12 suggests
that that our instruments are not weak: the clitieéue for 5% significance is 11.59 [Stock,

Wright, and Yogo (2002)].

Columns 2 to 7 of Table 2 provides robustness chetkur payment method regressions
using alternative methods to estimAtdn particular, our conclusions do not change wiven
use gross debt (which assumes all cash is operasiy or net debt (which assumes all cash is
excess cash) to estimate leverage. Further rolssstiiecks are shown in Appendix C in which
we test for the relevance of a number of explayatariables suggested by others, such as target
ownership [Ghosh and Ruland (1998), or Baker, Gavwad Stein (2007)], governance
characteristics [Hartzell, Ofek, and Yermack (200d3quirer governance [Harford (1999) or
Jensen (1986)], liquidity and tax characteristfésgham (2000)], transaction structure [Eckbo

(2009) and Sudarsanam (1995)], target shareholderacteristics [Baker and Wurgler (2004)],
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or time-fixed effects [Harford (2005), or Zhang (®)]. Regardless of the model specificatian,

is always statistically significant and has thedorted sign.
1.3 Unexpected Equity Transactions: A Closer Look

We found that few firms succeed in paying with ktadien the trade-off theory suggests
they should pay cash. That does not mean that filomsot try, perhaps by making a hostile
tender offer directly to investors as a last resbotthe extent that investors want to sell out
directly after the acquisition or are not fully awaf the predictions of the trade-off theory, they
will accept the offer. To investigate this issudlfer we also collected data on announced, but

failed offers for unanticipated stock payers, dodcomparison, anticipated stock payers.

Table 3, Panel A, shows that, when stock paymecrtnsistent with the trade-off theory,
the acquisition succeeds in 90% of the cases, Brlyf the deals are hostile, and all
transactions are mergers. When the equity issuegeedicted by the trade-off theory, we obtain
significantly different results: 42% of the annoadaleals fail (only 10% of anticipated stock
transactions do), 52% of the deals are hostilel¥sof anticipated stock transaction$and
45% are tender offers (vs. 0% of anticipated stomksactions). Note that in 12% of these
unanticipated equity bids, there are competingdrisidn contrast to the sample of anticipated
bids which are uncontested in 97% of the casesntimgated stock deals are also revised in

18% of the cases (by 11% on average), more sukattdr@n when the equity payment is

19 Note that we obtain information about the targanagement’s attitude toward the bid (i.e., hostil&riendly)
from SDC. SDC is rather conservative in its assignihof hostile attitude. According to the SDC cifasation, 5%
of all bids are hostile: 10% of all cash bids & @f all equity bids. Among completed transactidt®s, of all bids
are hostile: 3% of cash bids vs. less than 1% oftgdids.
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consistent with the trade-off theory. Table 3, P&)esplits up the unanticipated equity sample
into two sub-samples: the companies that succepdyimg with stock and those that fail. Note
that 93% of the failed bids are hostile and 21%aattcompeting bidders (presumably white

knights). Moreover, 74% of the completed transadtiare tender offers.

All these results suggest that target firms resisiity payment when the bidder cannot
justify payment with stock on the basis of the &adf theory. While some bidders respond by
paying cash, or revise the bid upwards, othertotget around managerial opposition with
hostile tender offers. That is, we do not obseinet the target management maximizes only
short-term, and not long-term shareholder value.r@sults suggest that target managements are
able to interpret unjustified equity bids as sigrfar overvaluation and act on behalf of their

long-term shareholders.
1.4 Long-term Returns

If bidders make financing decisions according @ tifade-off theory, but deviate mainly
because of market timing considerations, we exghatf in some sub-samples at least, bidders
should experience long-run significant abnormalmet. Indeed, the market timing theory is a
behavioral theory: it assumes that markets canrue@et to company-specific events such as

acquisitions.

We employ the return across securities and timel®Anethodology proposed by

Ibbotson (1975), assuming that normal returns areated by the Fama and French (1993)

16



three-factor model. Specifically, we run the foliogy regression for every month j relative to the

event month O (j = 1,...., 24):
(R,t - Rf,t) =3 +bj(Rn,t - Rf,t)+CjSMB +de|\/|L[ tE, (3)

where R; is the monthly return on security i in month t; Bnd R, are respectively the risk free
rate and the return on the equally weighted CR8EBXnSMBand HML; are respectively the
monthly return on the size and book-to-market factanonth t. The numbers reported are sums
of the intercepts of cross-sectional regressioms the relevant event-time periods. The
advantage of this methodology is that it accouetteb for changes in the riskiness of the equity
from before to after the acquisition. This is besmathe factor loadings are allowed to change

month to month after the acquisition.

Panel A of Table 4 reports the long-run abnormtalrres for the bidder 24 months after
the announcement month, and Figure 1 shows the f@ARthe month of the announcement
until 24 months afterwards, for the sub-samplesna&ixpected and expected cash payers as well
as expected stock payers. We do not have suffiolesgrvations in the group of unexpected
equity transactions. When bidders follow the traffeprediction and pay with cash, long-term
abnormal returns are -2.01% (t = -0.76) after 24tin®, which is not significantly different from
zero, as expected. Some bidders are undervaluedtherds overvalued, but on average there is
no reason to expect that managers are timing thketdf you are overvalued, you cannot issue
stock because this payment choice will reveal ymarvaluation to the target firm, so that it

becomes preferable to stick with the trade-off mtaoh and pay cash.
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However, when bidders should pay with stock, agicgyto the trade-off theory, and
decide to pay with cash instead (the unanticipesesth payers), this must be because they believe
their stock is undervalued. The significant (t 24).24-month, post-announcement return of
5.15% is consistent with this hypothesis. Finaifaen bidders pay with stock according to the
trade-off hypothesis, 24-month, post-acquisition@inal returns are equal to -12.92% (t = -
8.78), consistent with the hypotheses that oveedfrms can time the market successfully,
even if they face a sophisticated counter-partghefy can justify the decision based on the trade-

off theory.

As an additional test, we implement the Fama aeddh (1993) calendar-time portfolio
approach as advocated by Fama (1998) and MitchdlBaafford (2000). The results of the
calendar-time approach are shown in Panel B ofel4bAs with the RATS method, we do not
find significant abnormal returns for anticipateash payers but significantly positive long-term
returns for expected cash payers. For anticipdtezk payers, we find significantly negative
abnormal returns. Overall, we conclude that therwdr-time approach confirms our results

from the RATS approach.

2. Share Buybacks and Capital Structure Management

So far we have focused on acquisitions and havedfetrong support for the static trade-
off theory (after adjusting for the fact that tendéfers are typically made for cash), as well as

for the hypothesis that firms deviate from theistixade-off theory because of misvaluation. In
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this section we examine whether this is also tanee€onomically significant repurchases. We
focus on buyback tender offers as open market chpses are not firm commitments and, with
the exception of small open market buyback progrdrashave a minor impact on capital
structure, they have to be executed over long gerd time. Although we do not study open
market buybacks it should be noted that the findihBeyer and Vermaelen (2009) that long run
(3 year) post-announcement excess returns areiviegatorrelated with short term (6 month)
pre-announcement returns is consistent with hysethél) and (2). Indeed, when a firm’s stock
price declines significantly in the six months brefthe buyback decision, it is likely that it has
become overlevered. If it then makes a capitactire adjustment that is unpredicted by the

trade-off theory, hypothesis (1) predicts that thesision is driven by significant undervaluation.

Share repurchase tender offers can move a firnpgatatructure toward or away from
the optimum. As in the acquisition context, we jeethat transactions that are suboptimal for a
firm’s capital structure are more likely to be dnwvby mispricing. A share repurchase by an
underlevered firm can be interpreted as a moverwatimal capital structure. For an
overlevered firm, repurchasing shares can only p@fitable strategy if the losses from moving
further away from the optimal capital structure emenpensated by other benefits. In the context
of tender offers we consider two different benefisst, signalling benefits from correcting
undervaluation. By correcting misvaluation the firmreases its stock price, which makes it
better equipped to fight hostile take-over bidsiwated by an undervalued stock price as argued
by Vermaelen (1984). Second, to the extent the irable to repurchase shares below fair

value, it will also benefit long-term shareholdé¥ete that because in repurchase tender offers
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significant premiums have to be paid above pre-ancement prices, pure market timing

benefits will be more difficult to realize thantime case of open market buybacks.

2.1 Data

We use 155 fixed price and 59 Dutch auction repasehiender offer announcements
drawn from the SDC’s mergers and acquisitions apdnchase databases announced by US-
based public firms between January 1, 1980 andrleee31, 2005. We stop collecting
announcements in 2005 because we want to be ablatoine long-term returns. We apply the
restrictions of Peyer and Vermaelen (2009) anduslecktepurchases where the firm intends to go
private (i.e., repurchasing more than 50% of adirek outstanding), repurchases of closed-end
funds, odd-lot repurchasé&sand repurchases where the stock price 20 daystprtbe
announcement was less than'$8Ve exclude repurchases of less than 10% of ouwtistgn
equity because they do not change the buyer'salagtiticture significantly. We exclude
privately negotiated share repurchases becauseatkdikely to be initiated by the seller [Peyer
and Vermaelen (2005)]. As mentioned, we do notidelopen market share repurchases
because neither the final amount nor the timinthefrepurchases is known at the
announcement. This makes it impossible to assedsahsaction’s potential influence on capital

structure.

' Odd-lot repurchases are exclusively directed tdwamall shareholders with fewer than (usually) 4itéres.
These are typically small transactions.

12 peyer and Vermaelen (2009) argue that bid-askadpria firms with small stock prices could resnltélatively
large returns without the possibility of an arlgiear exploiting such returns.
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Table 5 reports descriptive statistics. The avecagepany is making a tender offer to
buy back $244 million of stock or 22% of the outsting shares prior to the transaction. The
average repurchase premium is 18%hich illustrates the difficulty in using the mesatism to
move to a target leverage ratio. In order to indglz@eholders to tender their shares, a
significant premium has to be paid. However, uniege gains from moving to the target
leverage are at least as large as the premiunylkeaabl tender offer will hurt long-term
stockholder¥' . For example, in order to justify paying an 1&#émium for 22 % of the shares
outstanding, the value of the (pre-repurchase)tetpais to increase by 18 %. But as the
company only repurchases 22 % of its equity, fare® increase in leverage, (pre-repurchase)
equity value has to increase by 22/18 = 81 celtnts. obvious that the trade-off theory has a
difficult time to explain such a large increasdirm value, especially if the capital structure

change was expected (i.e. the firm was below rtgetdeverage).
2.2 Leverage predictions

As described in Appendix A, we use the empiricablislmf Kayhan and Titman (2007)
to predict target leverage. Prior to a buybackrotfee median firm is underlevered by 4.2% in
book terms and 3.9% in market terms. So the fosthusion is that repurchasers make a
leverage move in the right direction. Moreover,ut@hasers overshoot their target leverage:

after the transaction, the median repurchaserteesul2.7% above its target capital structure

3 For fixed price tender offer the premium is caitetl as the tender offer price relative to thekspice 20 days
before the announcement. For Dutch auctions thmipra is the actual price paid relative to the stpdke 20 days
before the announcement.

14 Unless, of course, every shareholder tenderseristiares. Empirically, however, very few shareaadender,
in spite of the large premiums paid [See Peyer\érhaelen (2009)].
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using book values and 11.5% using market valtidkext, we stratify our samples to firms that
move toward and away from predicted leverage. Bes&iums with little over- or underleverage
can switch their classification with only small dgas in some of the balance sheet items, we
repeat our analysis with the most overlevered hadrtost underlevered quintiles. Panels D and
E of Table 5 report summary statistics for the sabiples. A first glance at the table reveals no
economically significant differences in the repusé size of the various sub-samples. The only
major difference seems to be the repurchase premioverlevered firms tend to pay larger
repurchase premiums. This is especially the cadeitwo samples based on the extreme
quintiles: on average, the 20% most underlevereasfpay a premium of 11.4%, which is
significantly (t = -2.63) below the 25.1% premiumgin the most overlevered sample. Hence
the firms that should benefit (lose) the most agdicay to the trade-off theory actually pay the
smallest (largest) premiums, a result clearly udioted by the trade-off hypothesis. On the
other hand, as paying a premium above fair val@ecgstly signal [Vermaelen (1984)] the result

is consistent with the hypothesis that overlevdineas are more undervalued.
2.3 Abnormal Returns

We compute abnormal returns for the sub-sample@ragfthat were overlevered or
underlevered prior to the transaction. As withalquisition sample, we use the Fama-French

(1993) three-factor model combined with IbbotsdRATS methodology to compute abnormal

15 post-transaction market values are based ondhbk ptice 20 days after the completion of the beybar the
equity issue.
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returns. Figure 2, Panel A shows the cumulativeoaial return from six months before the

buyback tender offer announcement until 36 monttesvaards.

From the announcement month until two months atied®®, the average cumulative
abnormal return for the overlevered sample is 10[3%4.92), not significantly different (t =
0.54) from the abnormal return of 8.1% (t = 2.29)the underlevered sample. Cumulative
abnormal returns are also not significantly différeetween the overlevered (14.1%) and the
underlevered (9.2%) quintiles (t = 0.82). Notet thas is the abnormal return experienced by the
non-tendering shareholders. In order to measurtothkvalue increase as a result of the offer
we calculate the total return, which is the weigragerage of the repurchase premium and the
cumulative abnormal return to the non-tenderingedi@ders (Peyer and Vermaelen, 2005, page
384):

Total return = Fp PT;_—I;_)ZO + (1 —Fp) CAR 4)

where b is the number of shares repurchased relativestatimber of shares
outstanding prior to the repurchase;, aRd P, are the tender offer price and the stock price 20
days prior to the announcement date, respecti@WR is the abnormal return over the period
between 20 days prior to the announcement and Yafter expiration, computed using the

market model with the equally weighted CRSP indekha market return.

16 As a typical repurchase tender offer is open fa month, measuring the abnormal returns until Bthwafter
the announcement date is equivalent to measuraglihormal return until after the offers expires.
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We report the total returns in table 5, Panel D Bndhe total return for the underlevered

firms (8.2 %) is not significantly different frorhé total return for the overlevered ones (10.3
%). The difference is more pronounced for the emé&rguintiles: the total return is significantly
(t =-1.76) smaller in the underlevered quintile7g ) than in the overlevered sample (16.1%).
This is consistent with hypothesis (1). Indeedpading to the trade-off hypothesis, firms that
are making the sub-optimal decision to increaserbaye when they should lower it (i.e. the
overlevered firms), should experience stock prieelides. However, the fact that they tend to
experience larger excess returns than the firntabae to their target capital structure must

mean that the overlevered firms were more undeedaprior to the buyback.

To the extent the market is semi-strong inefficiéralso makes sense to examine long-
run excess returns. From two month after the ancement the overlevered sample experiences
significant cumulative abnormal returns of 15.6%.{20) 24 months (36 months) after the
repurchase (see Table 6, Panel A; t = 3.04 and B8Bectively). The underlevered sample
experiences insignificant abnormal returns of X0.7%) 24 months (36 months) after the
repurchase (t = 0.88 and 0.12, respectively). leantlore, the overlevered sample is able to
repurchase stock at a significant discount belamwtdue. Specifically, Figure 2, Panel A shows
that for both samples cumulative abnormal retuatsutated from before the announcement
month become equal to the repurchase premium 1%hmaifter repurchase. However, Table 6,
Panel B shows that, afterwards, overlevered firara additional significant abnormal returns of
6.9% (11.4%) above the premium 24 (36) months #fierepurchase announcement (t = 2.26

and 2.26, respectively). This is consistent witpdthesis (2): some companies are able to take
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advantage of uninformed investors by buying undemdstock, even after paying large
premiums above pre-announcement value. Stock poicasderlevered firms do not rise
significantly above the tender price. Note thah@lgh the premiums of the overlevered
(20.2%) and the underlevered sample (15.7%) aferdift, they overlap in Figure 2. The reason

is that the premiums are calculated relative tostbek price 20 days before the announcement.

This general conclusion is supported by the res$attthe overlevered and underlevered
quintile. Figure 2, Panel B shows that from two thsrafter the announcement until 24 (36)
afterwards the overlevered sample experience signif (t=1.66 and 1.85) excess returns of
21.3% (31.1%). In contrast, two months after #gurchase, the underlevered sample

experiences no significant abnormal returns dutiregnext 3 years.

In short, the results for buybacks are consistetit aypothesis (1). Firms that deviate
from the prediction of the static trade-off thearyd lever up when that theory recommends de-
leveraging, do this because they are more undezgdhan firms who behave consistent with the
trade-off theory. Besides gains from signallinglervaluation, overlevered firms also benefit
from fooling investors by repurchasing shares bdmwvalue. We believe that “fooling the
market” is possible because, in contrast to theiadepn case in which a bidder is facing a seller
advised by investment bankers, the firm is facitgrge body of uninformed investors

(hypothesis 2).
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3. Equity Issues and Capital Structure Management

In this section we examine whether firms issuetyquoiorder to move to their target
leverage and whether they deviate in order to éakentage of overvaluation. Note the
difference with buyback tender offers, in whichewidtion can be justified on the basis of

signalling motives as well as of buying back stobkap from uninformed investors.
3.1 Data

We use 2,048 announcements from the Dealogic EQapital Markets (ECM) database
announced between January 1, 1980 and Decemb20@3., We apply the data restrictions of
Gao and Ritter (2009) and exclude offers made loesa efforts basis, non SEC-registered offers,
offers made under SEC rule 144A, private placemeigfists offers, unit offers, offers of closed-
end funds and REITs, pure secondary offers andexeted offers that are spent more than three
days from filing to offer. The issuers must be U4 public and listed on the NYSE, AMEX,
or NASDAQ. We exclude issues of less than 10% tdtanding equity. The average equity
issue raises $117 million, or 22%, of the valu¢hefequity prior to issue. The equity issues
discount relative to the stock price 20 days beftbeaissue is 2.92%, comparable to the average

discount of 2.75% in Gao and Ritter (2009).
3.2 Leverage Prediction

We again employ the model of Kayhan and Titman 72@0 predict target leverage.
Table 7 shows that prior to the equity issue, figsis are not overlevered: in market values, the

median equity issuer is already underlevered b%ogi book values, the median equity issuer
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is minimally overlevered, by 0.4%. Unlike acquisits, equity issues are typically not made to
reduce excess leverage [as also reported by ergdaBaFu, and Smith (2009)]. Indeed, equity
issuers move further away from the predicted chgitacture, to an average underleverage of

19.5% using book values and 16.8% using markeegalu
3.3 Abnormal Returns

Figure 3 and Table 8 report the long-term abnometairns for the equity issue samples,
starting from six months before the equity issugl 36 months afterwards. We do not find
evidence in support of the hypothesis that firnmsdglly trade off the costs of deviating from
target leverage against the benefits from issuuggv@lued stock. In the 36 months after the
announcement of an equity issue, the pre-issudemezed sub-sample had abnormal returns of -
18.6% (t = -3.53), while the pre-issue underlevexglotsample had abnormal returns of -16.1%
(t =-4.59). Both are well below their average disats of -2.6% and -3.1%, respectively. That
is, issuers who had fundamental, trade-off theelgted reasons to raise equity actually perform
worse (although not statistically significantly $ban issuers who do not have such reason. We

obtain the same picture when we focus on the tvii@me quintiles.

Visual inspection of Figure 3A and 3B shows thasamples experience very similar
stock price behavior: stock prices rise abnormadliiwveen 28 to 48% in the six months before
the equity issue and then underperform during the 86 months. All the results are consistent
with our hypotheses: occasionally companies becoreevalued and use this window of

opportunity to issue overvalued stock. Although ynirms end up with leverage far below the
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“target” leverage derived from the static tradetb#ory, they do not consider this a major
drawback. Apparently, the costs of being tempoyaniderlevered by parking excess cash are
not so important that they outweigh the benefitmafket timing [as argued by Barclay, Fu, and
Smith (2009)]}’ Note also that our results are inconsistent withgredictions of the pecking
order hypothesis [Myers and Majluf (1984)]: equdgues are not last-resort financing decisions,
after all other financing options are exhaustethalfy, the market timing theory does not predict
that each time the stock is overvalued, managdrssauie equity. Obviously managers are not

always smarter than the market, as pointed outdybgelo et al (2010).

4. Conclusion

In this paper we examine to what extent acquisitiimance, share buybacks, and equity
issues can be explained by the trade-off theorynsamzed by empirical models such as Kayhan
and Titman (2007) and the market timing theory. @arimg predicted and actual financing
decisions, we find that in 80% of the transacti@tsjuirers make financing decisions that brings
them closer to their target leverage. Neverthekmsie acquirers deviate from the payment
method predicted by the trade-off hypothesis. Thiesgations are not symmetric: while many

predicted stock payers deviate by paying cash, welly few predicted cash payers deviate by

7 Of course this finding is not inconsistent withAveyelo, DeAngelo, and Stulz (2010) who find thaégrear after
the issue, firms spend the money on capital experedi, as part of their life cycle. The relevangésjion is whether
firms are pushed by excess leverage to issue eqlotysistent with our findings, DeAngelo et al (@Dteport
(page 292) that “leverage rebalancing is not & éirder determinant of the SEO decision”. They aégmort that
without the offer proceeds, the majority of issuemild run out of cash. But that does not meanfihas had to
issue equity, if their capital structure level wibhlave allowed them to issue debt. The fact isttiet chose to
issue equity rather than debt because a beliethibatshares were not undervalued, and possitdyvalued.
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paying stock and when they do their bids are dfigstile and fail. This result is consistent with
the hypothesis that target management identifeeskgpaying deviators as overvalued. As a
result, overvalued bidders are unable to compertsateost of deviating from the trade-off
prediction by paying with overvalued stock. Thep,can the other hand, take advantage of their
overvaluation by arguing that their financing cleois driven by fundamental economic reasons

(summarized by the trade-off theory).

Long-run abnormal returns after the announcementige further support for the
presence of both trade-off and market timing argusidn the two years after the announcement
of unexpected cash payers, abnormal returns amdisantly positive, supporting the view that
these acquirers were undervalued and thereforeseitioadeviate from the trade-off model.
Long-term abnormal returns are not positive atterannouncement of expected cash payment.
Finally, abnormal returns are significantly negatte anticipated stock payers, consistent with a
combined argument, which considers that heavilyn@taed firms in this group try to hide

behind the fact that issuing equity makes sensgdan the trade-off theory.

The major conclusion of this paper is that markeirtg is possible, in an acquisition
context, if it can be motivated by fundamental exuoit reasons. We believe that this is unique
to acquisition finance as in this case the biddee$ a sophisticated target, assisted by
investment bankers and other specialists on compalation. The situation is different when
firms are trying to buy back undervalued stock msding overvalued shares to investors in

financial markets. Indeed, we find that marketsdofully incorporate the fact that when a firm
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makes a share buyback or an equity issue that mbedsm’s capital structure away from its
target, it is mainly driven by mispricing of th@ek. As a result, firms are able to take
advantage of uninformed investors by issuing oMeadstock. However, because of the
significant premiums paid in repurchase tenderrsffine ability to buy back shares below fair
value is much smaller than in open market buybgagseported by Peyer and Vermaelen
(2009)]. Deviating from target leverage seems myadiiven by the benefits from signaling

undervaluation.

While acquisitions and buybacks seem to be driwebdbh static trade-off and capital
structure considerations, equity issues seem thifzen by market timing only. Apparently the
costs of being underlevered (i.e. holding on toesgaash) are much smaller than the costs of
being overlevered (i.e. the costs of financialrdis$). One implication of our results is that
buybacks are not simply a mirror of equity issdége common practice of examining capital
structure decisions by measuring “net equity issisegerhaps not the most appropriate method

to improve our understanding of firms’ financingoates.
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Table 1
Acquisitions: Descriptive Statistics

This table reports descriptive statistics of thguasitions sample. Panel A reports median valudsamisaction characteristicSTOCK PAIDis
the reported percentage of equity in payment adegrid SDC.PREMIUM is the transaction value less the average ofatget's market value
four weeks prior to announcement divided by theetaRELATIVE SIZHs the average of the target's enterprise vali&8%tdays prior to
announcement divided by the acquirer’s enterpridaees

Panels B and C report medians of acquirer andttafgeracteristicd.EVERAGEequals net debt divided by the book value of assethe year
prior to the announcemenlARKET LEVERAGEquals book net debt divided by the average masklele of assets 42-30 days prior to the
announcement. Net debt is calculated as the swmrm#nt liabilities and long-term debt minus cabbwee the industry average level (normalized
by assets). If current liabilities or long-term tlelbe not available, net debt is calculated ad ti#ht less other liabilities, deferred taxes and
investment tax credit, and casMARKET/BOOKTratios are computed as the sum of the book valessets and the difference between the
market and the book value of equity divided bylbek value of assetMARKET CAPandENTERPRISE VALUBre computed as the average
of the values 42-30 days prior to the announcenT@dT AL ASSETH the value of book assets in the fiscal yeasrgo the announcement.

Panel D reports average leverage ratios,/Ard- is the predicted leverage for the combined firaicalated with the methodology described in
Appendix A.L(cash)andL(equity)are the pro-forma leverage ratios of the combiired assuming cash and equity payment, respectiveig
the difference between predicted and optimal leyerassuming cash payment minus the difference batweedicted and optimal leverage
assuming equity payment, |L(cash) - L*| - |L(equitl*|. All non-censored variables are winsoredhet 1% level.

Variables All _ Cash Equity Mixed
Transactions Only Only Payment
Panel A: Median transaction characteristics
STOCK PAID 82% 0% 100% 53%
PREMIUM (%) 29.61 34.97 27.22 28.44
RELATIVE SIZE 51% 48% 52% 53%
Panel B: Median acquirer characteristics
LEVERAGE 40% 32% 53% 42%
MARKET LEVERAGE 22% 17% 34% 23%
MARKET/BOOK 1.42 1.56 1.27 1.47
MARKET CAP(m US$) 957 1,290 865 953
TOTAL ASSET$m US$) 1,484 1,668 1,466 1,410
ENTERPRISE VALUEmM US$) 2,658 2,649 2,820 2,424
Panel C: Median target characteristics
LEVERAGE 44% 35% 55% 50%
MARKET LEVERAGE 35% 24% 40% 37%
MARKET/BOOK 1.19 1.30 1.13 1.23
MARKET CAP(m US$) 307 256 315 347
TOTAL ASSET$m US$) 612 468 624 737
ENTERPRISE VALUEM US$) 974 665 1,107 1,060
Panel D: Average leverage ratios and lambdas

L* 34.0% 40.1% 28.1% 38.7%
L(cash) 63.7% 57.7% 66.2% 66.9%
L(equity) 36.6% 40.6% 32.6% 37.3%
LAMBDA 4.9% 1.6% 5.9% 6.3%
Observations 2,978 787 1,396 795
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Table 2
Payment Method Prediction

This table shows the results for the predictiothefpayment method. Panel A reports results ofrthi regression, Panel B reports results from
the first stage of the instrumental-variables rsgi@, and Panel C reports the fraction of traimsaewith anticipated and unanticipated payment
methods. All columns except for Column 9 (“excl.ligs”) are Tobit regressions in which the dependemiable is the percentage of stock
used as payment. In Column 9, we use a Probitgsigre in which the dependent variable equals pdioe stock payment and zero for pure cash
payment, excluding hybrid transactions. The inddpenvariables are the following. is the difference between predicted and optimadrizge
assuming cash payment minus the difference betpesticted and optimal leverage assuming equity gaynjL(cash) — L*| - |L(equity) — L*|.

In all columns except columns 3-8, is based on the Kayhan and Titman (2007) spetiditaln Column 3, we use & based on the
Hovakimian, Opler, and Titman (2001) specificationColumn 4 based on the Fama and French (20@2jfagation, and in Column 5 based on
the Flannery and Rangan (2006) specificatibis based on book values in all columns except Colér{fMarket”), where it is based on market
values. Debt used foft is calculated net of cash in excess of the inglusterage in all columns except for 7 and 8, gdesst in Column 7, and
debt net of all cash in Column ®REMIUM is the transaction value less the average of déhgets market value four weeks prior to
announcement divided by the lattBIOSTILEequals 1 for hostile and zero for friendly trangacs. RELATIVE SIZEs the value of the target’s
enterprise value (average 42-30 days before theusmmement) divided by the enterprise value of ttipimer. EXCESS CASHEs$ the value of the
sum of acquirer and target cash in excess of tihesiny averageTENDER OFFERequals 1for tender offers and zero for merger€dlumn 1
(labeled “2 stage”), this variable is instrumemégth the variables shown in Panel B. The instruraeme the acquirdlERFINDAHLindex, and

a DIVERSIFICATIONdummy that equals 1 if the acquirer operates otteer SIC code than that of the target. All nonstead variables are
winsored at 1% level.

Panel A reports coefficients and t-statistics far tegression with the percentage of equity paymaenhe dependent variable and the number of
observations. Panel B reports coefficients andtissics for the first stage instrumented regressiih the tender offer dummy as the dependent
variable, F statistics, and p-values for the tedtoint significance and overidentification. Par@lreports the fraction of anticipated and
unanticipated cash and equity transactions forglgeessions reported in Panels A and B. For thbipspecifications, a transaction is called
anticipated if the predicted probability of usirigetobserved payment method exceeds 50%. For thie Spaifications, a transaction is called
anticipated if the predicted percentage of stockaéx)the observed percentage of stock used in dgment (cash [stock] if the predicted
percentage of stock equals zero [1]). Prediction®bserved hybrid transactions are omitted.
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Panel A: Main regression. Dependent variable = peentage of equity used in payment

() @ 3 4 ®) (6) ™ ® C)
Lambda OHT Lambda FF _Lambda FR Market Lambda Gross Larad excl. Hybrids
2 stage Tobit Tobit Tobit Tobit Tobit Tobit Tobit Probit
LAMBDA 0.66 ** 0,81 *% 0,48 *** 0.56 *** 0.69 ***0.60 *** 0.36 ¥x 0. 72 *** 1.55 il
(3.74) (5.45) (3.38) (6.97) (7.47) (8.19) (3.62) (5.66) 0@).
TENDER OFFER -3.14 *rx 1.83 **x -1.83 1,75 *k .74 *rx 1,69 *x]. 82 ko -1.82 *Hx 247 ok
(-4.45) (-22.27) (-22.26) (-21.5) (-21.46) (-20.82) (28) (-22.22) (-19.58)
PREMIUM 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 *x
(0.86) (-1.08) (-0.89) (-0.72) (-0.86) (-0.33) (-0.58) (2) (-2.29)
HOSTILE 0.60 -0.18 -0.15 -0.15 -0.18 -0.11 -0.17 -0.18 0.21
(1.28) (-0.93) (-0.73) (-0.75) (-0.89) (-0.55) (-0.8) 08) (0.67)
RELATIVE SIZE 0.12 * 011 * 0.10 *0.04 0.04 -0.05 0.08 0.11 * 014 *
(1.88) (1.84) (1.74) (0.68) (0.64) (-0.74) (1.22) (1.81) .8d)
EXCESS CASH 0.12 il
(2.64)
INTERCEPT 1.19 *rx1.02 ***1.10 *xx1.02 *rk1.02 ***0.95 *rk1.15 1. 05 ***0.58 Fkk
(11.15) (19.07) o@) (19.18) (19.33) (17.75) (20.21) (19.88) (8.74)
Observations 2,978 2,978 2,978 2,978 2,978 2,978 2,978 73,09 2,183
Panel B: 1st stage instrumented regression for thehoice between tender offer and merger
LAMBDA -0.13  w
(-3.06)
PREMIUM 0.00 el
(7.1)
HOSTILE 0.59 ok
(11.66)
RELATIVE SIZE 0.01
(0.8)
HERFINDAHL 0.43 il
4
DIVERSIFICATION 0.05 il
(3.69)
INTERCEPT 0.06 el
(3.45)
F 12.12
Panel C: Classification of transactions
(€] 2 (©)] 4 ®) 6) (] (8 C)
Lambda OHT Lambda FF Lambda FR Market Lambda gross Lambtl excl. Hybrids
2 stage Tobit Tobit Tobit Tobit Tobit Tobit Tobit Probit
ANTICIPATED 16.6% 18.1% 17.5% 19.8% 20.1% 23.4% 16.6% 18.1% 16.6%
ANTICIPATED STOCK 63.5% 63.0% 62.6% 62.4% 62.7% 60.9% 62.9% 62.4% 63.0%
UNANTICIPATED CASH 19.2% 18.0% 19.1% 16.9% 16.2% 14.6% 19.7% 18.7% 19.4%
UNANTICIPATED STOCK 0.7% 0.9% 0.8% 0.9% 0.9% 1.1% 0.8% 0.9% 1.0%
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Table 3
Descriptive Statistics for Announced Equity Paid Tansactions

Panel A shows characteristics of announced equaily-pransactions, separated by prediction, and IFashows the same characteristics for
unanticipated equity-paid transactions only, seedrdy completionCOMPLETIONequals 1 if the transaction has been consummatfedeb
2009.REVISION(frequency) equals 1 if the percentage change fterfinal price paid per share to the initial priaffered per share equals
zero, andY (%) reports the average revision in percent oftthi@ transaction valu€€OLLARSequals 1 if the bid included a coll&OSTILE
equals 1 for hostile and unsolicited transactid@&NDER OFFERequals 1 for tender offers and zero for merge@MPETITORS:quals 1 if
there are multiple bidders. The tables report meadst-statistics for a test if the means differ.

Panel A: Average transaction characteristics by psiction
Anticipated Unanticipated

Stock Stock I-stat
COMPLETION 90% 58% (-5.8) ™"
REVISION 11% 18%  (1.38)
...BY (%) -0.89 1137  @1.7) *
COLLARS 15% 15%  (-0.01)
HOSTILE 1% 52%  (20.37)""
TENDEROFFER 0% 45%  (30.94)™*
COMPETITORS 3% 12%  (2.89) ™
Observations 1,151 33

Panel B: Average characteristics for unanticipateaquity
transactions. by completiol

Failed Completed  T-stat

REVISION 21% 16%  (0.4)
...BY (%) 18.97 3.78 (1.66) *
COLLARS 7% 21%  (-1.09)
HOSTILE 93% 21%  (5.61) ™
TENDEROFFER 7% 74%  (-4.9)
COMPETITORS 21% 5%  (1.41)
Observations 14 19

*p<0.1, ** p<0.05, *** p<0.01
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Table 4
Post-acquisition Long-run Abnormal Returns

This table reports cumulative long-run abnormalines for the merged firms 6, 12, and 24 monthg dfte announcement month, for the sub-
samples of acquirers who pay with cash or stockvesre expected or not expected to do so, respéctiVee sub-sample of unexpected stock
payers is suppressed because of the limited nuoft@sservations. Panel A reports returns calculatitd the Ibbotson (1975) returns across
securities and times (RATS) method combined with Fama and French (1993) three-factor model. Thewimg regression is run for every
month j relative to the event month 0 (j = 1,....):24

(R,t - Rf,t) =g +bj(Rm,t - Rf,t) +CjSMB +deMLt &,

where R is the monthly return on security i in month {..Rnd R, ; are the risk-free rate and the return on the éguadighted CRSP index,
respectively. SMBand HML; are the monthly return on the size and book-toketafactor in month t, respectively. The numbersoreed are
sums of the intercepts of cross-sectional regrassiwer the relevant event-time periods. The stahdaor for a window is the square root of
the sum of the squares of the monthly standard.erro

Panel B reports monthly average announcement etfrequally weighted calendar-time portfolios gsthe Fama-French (1993) three-factor
model. In this model, acquirers who have annouragedcquisition in the past 6 (12, 24) calendar mm®ifitrm the basis of the calendar-month
portfolio. A single time-series regression is ruithwthe excess return of the calendar portfoligheessdependent variable and the return on the
three factors as the independent variables (thessxmarket return, a high-minus-low BM, and a sméfius-big capitalization factor). The table
reports means and t-statistics for a test if thamsare different than zero underneath.

Panel A: Ibbotson RATS Panel B: Fama French calender-time

(in months) (in months)

(1,6) (1,12) (1,24) (1,6) (1,12) (1,24)
ANTICIPATED CASH 1.40% 1.70% -2.01% 0.20% 0.10% 0.10%

(1.06) (0.9) (-0.76) (0.83) (0.72) (0.66)
ANTICIPATED STOCK -2.10% *** -5.53% ** 12,929 *** -0.20% -0.30% ** -0.30% ***

(-2.96) (-5.43) (-8.78) (-1.36) (-2.39) (-2.73)
UNANTICIPATED  CASH 2.33% ** 4.04% ** 5.15% ** 0.30% 0.60% **  0.30% **

(2.03) (2.47) (2.24) (1.34) 2.7) (2.21)
UNANTICIPATED  STOCK -3.96% -4.12% -27.04% * NA NA NA

(-0.52) (-0.42) (-1.94)
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Table 5
Share Buybacks: Descriptive Statistics

This table reports univariate statistics for sampierepurchases. Panel A reports average transadtaracteristic8/ALUE s the offering price
times the number of shares sougHERCENTAGHS the number the company seeks to repurchaséveetatthe number of shares outstanding
before the transactioPREMIUM/DISCOUNTis measured as the difference between the offeritg and the stock price 20 days before the
announcement, divided by the latter. Panel B repmitdians of firm characteristiddE VERAGEequals net debt divided by the book value of
assets in the year prior to the announcemd®RKET LEVERAGEquals book net debt divided by the average marklele of assets 42-30
days prior to the announcement. Net debt is caledlas the sum of current liabilities and long-tetebt minus cash above the industry average
level (normalized by assets). If current liabilitier long-term debt are not available, net delutaisulated as total debt less other liabilities,
deferred taxes and investment tax credit, and d48RKET/BOOKratios are computed as the sum of the book védlassets and the difference
between the market and the book value of equitida/by the book value of assd$ARKET CAPandENTERPRISE VALUBre computed as
the average of the values 42-30 days prior to tirmancementTOTAL ASSET® the value of book assets in the fiscal yeaorpio the
announcement. Panel C reports the median leveragetibns prior to and after the transaction. Deerais calculated with the methodology we
describe in Appendix A, and the deviation after titasaction is calculated with the stock priceda9s after the transaction. All non-censored
variables are winsored at the 1% level. Panel Drtspmneans for sub-samples stratified by theirrkaye deviation prior to the transaction. Panel
D stratifies the sample into firms with negative pssitive deviation, and Panel E reports the medrise most underlevered and overlevered
deviation quintiles. Total returns are calculated a

Total return = FP@ + (1 —Fp) CAR,

—20

where k is the number of shares repurchased relativegtatimber of shares outstanding prior to the re@sehR and Py are the tender offer
price and the stock price 20 days prior to the annement date. CAR is the abnormal return overpéréod between 20 days prior to the
announcement and 20 days after expiration, compuggdy the market model with the equally weightdRISP index as the market return. T-
statistics of differences between the overleveretiumderlevered sub-samples are reported in thentobn the right, in brackets.

Variables Repurchases

Panel A: Average transaction characteristics

VALUE (m US$) 244
PERCENTAGE 22%
PREMIUM/DISCOUNT (%) 18%

Panel B: Median firm characteristics

LEVERAGE 38%
MARKET LEVERAGE 29%
MARKET/BOOK 1.59
MARKET CAP(m USS$) 333
TOTAL ASSET (m US$ 388
ENTERPRISE VALUEmM US$) 478
Panel C: Median deviation from predicted leverage
Book values
Prior to the transaction -4.2%
After the transaction 12.7%
Market values
Prior to the transaction -3.9%
After the transaction 11.5%
Observations 216
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Variable

Panel D: Stratification by negative Panel E: Stratification by
and positive deviation deviation quintiles

Underleverec Overleverec  t-stat Underleverec Overleverec  t-stat

VALUE (m US$) 294 146 (1.77) 259 102 (1.73)
PERCENTAGE 23.2 224 (0.46) 216 231 (-0.71)
PREMIUM (%) 15.7% 20.2%  (-1.74) 11.4% 25.1% (-2.63)
TOTAL RETURN 8.2% 10.3%  (-0.78) 7.7% 16.1%  (-1.76)
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Table 6
Long-run Abnormal Returns After Share Repurchase Amouncements

This table reports the average premium and cumreldding-run abnormal returns calculated with thieotison (1975) returns across securities
and times (RATS) method combined with the Fama Rmethch (1993) three-factor model 24 months and 86ths after the announcement
month of a share repurchase. For a descriptioheoftethodology, see Table 4. Columns 1 and 2 repsults for firms that were underlevered

or overlevered prior to the transaction, respebtiv€olumns 3 and 4 report results for the most tredleast overlevered quintiles. Panel A
reports returns from announcement on and t-sgifbir a test if the means are different from aerderneath. Panel B reports the first month in
which cumulative returns exceed the average premigturns from the described month up to 24 andnths after announcement,

respectively, and t-statistics for a test if theameare different from zero underneath.

Stratification by negative Stratification by
/ positive deviation deviation quintiles
(1) (2) 3) (4)

Underlevered Overlevered Underlevered Overlevered

Panel A: Cumulative abnormal returns after a repurchase announcement

(0,2) 8.1% 10.3% 9.2% 14.1%
(2.29) (5.92) (2.94) (2.8)

(2,24) 10.1% 15.6%%+ 8.3% 21.3%
(0.88) (3.04) (0.77) (1.66)

(2,36) 1.7% 20.1% -11.8% 31.1%
(0.12) (3.08) (-0.89) (1.85)

Panel B: Cumulative abnormal returns starting from the first month in
which cumulative abnormal returns exceed the averagpremium

t 19 19 5 19

(t,24) 4.7% 6.996+ 7.4% 26.5%
(1.09) (2.26) (0.7) (3.27)

(t,36) -3.7% 11.49%+ -12.8% 21.0%
(-0.41) (2.26) (-0.98) (1.56)
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Table 7
Equity Issues: Descriptive Statistics

This table reports univariate statistics for eqisgues. Panel A reports average transaction desistics.VALUE is the offering price times the
number of shares souglRERCENTAGHS the number the company seeks to issue reladitee number of shares outstanding before the
transaction.PREMIUM/DISCOUNTIis measured as the difference between the offepnge and the stock price 20 days before the
announcement, divided by the latter. Panel B repmitdians of firm characteristiddE VERAGEequals net debt divided by the book value of
assets in the year prior to the announcemd®RKET LEVERAGEquals book net debt divided by the average marklele of assets 42-30
days prior to the announcement. Net debt is caledlas the sum of current liabilities and long-tetebt minus cash above the industry average
level (normalized by assets). If current liabilitier long-term debt are not available, net deltaisulated as total debt less other liabilities,
deferred taxes and investment tax credit, and d48RKET/BOOKratios are computed as the sum of the book vélassets and the difference
between the market and the book value of equitida/by the book value of assd$ARKET CAPandENTERPRISE VALUBre computed as
the average of the values 42-30 days prior to tirmancementTOTAL ASSET® the value of book assets in the fiscal yeaorpio the
announcement. Panel C reports the median leveragatibns prior to and after the transaction. Deerais calculated with the methodology we
describe in Appendix A, and the deviation after titssaction is calculated with the stock priceda9s after the transaction. All non-censored
variables are winsored at the 1% level. Panel DEaneport means for sub-samples stratified by tleeierage deviation prior to the transaction.
Panel D stratifies the sample into firms with négatvs. positive deviation, and Panel E reports nieans of the most underlevered and
overlevered deviation quintiles. T-statistics dfetiences between the overlevered and underleverieesamples are reported in the column on
the right, in brackets.

Variables SEOs

Panel A: Average transaction characteristics

VALUE (m US$) 117
PERCENTAGE 22%
PREMIUM/DISCOUNT (%) -2.92

Panel B: Median firm characteristics

LEVERAGE 39%

MARKET LEVERAGE 20%

MARKET/BOOK 2.36

MARKET CAP(m US$) 257

TOTAL ASSET (m US$ 226

ENTERPRISE VALUEM US$) 391

Panel C: Median deviation from predicted leverage

Book values

Prior to the transaction 0.4%

After the transaction -19.5%

Market values

Prior to the transaction -6.2%

After the transaction -16.8%

Observations 2,048

Panel D: Stratification by negative Panel E: Stratification by
and positive deviation deviation quintiles
Variable Underleverec Overleverec  t-stat Underleverec Overleverec t-stat

VALUE (m US$) 117 118 (-0.11) 70 119 (-4.31)
PERCENTAGE 22.0 25.0 (-4.89) 28.3 25.7 (1.43)
DISCOUNT (%) -3.1% -2.6% (-1.57) -3.8% -2.9%  (-1.68)
Observations 1252 796 410 409
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Table 8
Long-run Abnormal Returns After Seasoned Equity Offering Announcements

This table reports the cumulative long-run abnornetiirns 24 months and 36 months after the annouetemonth of a seasoned equity
offering calculated with the Ibbotson (1975) retuacross securities and times (RATS) method cordbivith the Fama and French (1993)
three-factor model. For a description of the methogly, see Table 4. Columns 1 and 2 report retéonsll firms that are underlevered or
overlevered prior to the transaction, and Columas@4 returns for the most and the least overbelquintiles.

Stratification by negative Stratification by
Month around announcement . LY o _
/ positive deviation deviation quintiles
1) ) (3) (4)
Underlevered Overlevered Underlevered Overlevered

(0,24) -11.7% -16.1% % -6.8% -15.7%

(-4.12) (-3.67) (-1.17) (-3.21)
(0,36) -16.1%0*+ -18.6% % -10.2% -21.2%**

(-4.59) (-3.53) (-1.44) (-3.48)
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Figure 1. Long-run abnormal returns after acquisition announcements.

Cumulative abnormal returns based on the Fama-kriémee-factor model and RATS. See Table 4 forszrdgtion of the methodology.
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Figure 2. Long-run abnormal returns after share repurchase announcements.
The figure presents cumulative abnormal returnedbas the Fama-French three-factor model and RAES. Table 4 for a description of the

methodology. Panel A reports the returns and aeepaigmium of the overlevered and the underlevenddsamples, and Panel B reports the
returns and the average premium of the most ovemdelvand underlevered quintiles.
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Figure 3. Long-run abnormal returns after seasonecakquity offering announcements.

The figure presents cumulative abnormal returnedbas the Fama-French three-factor model and RAES. Table 4 for a description of the
methodology. Panel A reports the returns and aeepaigmium of the overlevered and the underlevenddsamples, and Panel B reports the
returns and the average premium of overleveredtanthost underlevered quintiles.
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Appendix A: Leverage Prediction
We adopt the methodology of Kayhan and Titman (2@0predict leverage and check

for robustness using the methodologies of Hovakim@pler, and Titman (2001), Fama and
French (2002) and Flannery and Rangan (2006). iféeé kiterature constructs a proxy for an
optimal leverage ratio as the predicted value feoragression of debt ratios on variables shown
to be relevant for leverage. Our dependent varjdbkeleverage ratio, is based on net debt
adjusted for operating cash. Because the literatiiem uses debt including non-operating cash
or debt excluding all cash, we repeat our analysisg these alternative measures of debt. The

independent variables are the following.

Profitability: As Graham (2000) argues, more profitable firmg p@re tax and benefit
more from debt tax shields. A negative relationmsetn profitability and leverage [reported by
e.g. Friend and Hasbrouck (1988), or Titman anddA1eg1988)] can be explained by the fact
that profitable firms can use retained earning@i@nce new projects and do not need to issue
debt [Kayhan and Titman (2007)]. A strategic argaomas discussed by Bolton and Scharfstein
(1990), suggests that more profitable firms préderleverage ratios because they deter the
entry of potential rivals. Myers and Majluf (198&gue that the negative relation is consistent
with a pecking order theory, where firms prefeemtl funds over external funds. Hovakimian,
Opler and Titman (2001) and Strebulaev (2007) atiyatthe negative relation is consistent with
adjustment costs: firms that become profitableaay adjust their leverage with some delay.

Meanwhile, the increase in profitability increasies value, leading to lower leverage.
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Investment opportunitiedlyers (1977) argues that firms with larger growatid
investment opportunities should avoid debt bec#usg have higher expected costs of financial
distress. We include the market-to-book ratio alt asethe R&D expense (as a ratio of sales) as
a proxy for growth and investment, as, for examglggested by Bradley, Desai, and Kim
(1988) and Long and Malitz (1985). Because R&D &ges are not reported by all firms, we

include a dummy when they are available.

Potential collateral valueFirms with more potential collateral have easied cheaper
access to debt and are therefore expected to hglverheverage. Potential collateral, as
suggested by Titman and Wessels (1988) or Longvaalidz (1985), is more valuable the higher
the value of tangible assets, total assets, os sald the lower the advertising - or selling - cost
as a fraction of sales, because the former car sereollateral itself, and the latter makes a
firm’s assets more unique or less deployable fokbaUniqueness is also associated with the

market-to-book ratio and R&D expenses.

Tax shieldsFirms might not have to resort to interest taelsls if they can use
depreciation deductions to save tax instead. L&md& and French (2002) and Flannery and
Rangan (2006), we use the ratio of depreciationaandrtization over book assets as a proxy for

other tax shields than leverage for their respecipecifications.

Firm size:Larger firms should have more debt capacity [Titraad Wessels (1988) and

Long and Malitz (1985)].
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Finally, we includeyear and Fama-French industry time fixed effedtmong others,
these account for time-varying cost of debt, mapkeferences for leverage, and economic
conditions. Note that the Fama-French industrystli@ation is coarser than the SIC
classification system, thus circumventing some stigumeasurement problems recently pointed

out by, e.g., Hoberg and Phillips (forthcoming).

The results reported in Table A.1 are consistett tiie previous literature. The
coefficient of profitability is significantly negate, a widely discussed result [see, for example,
Hovakimian, Opler, and Titman (2001)]. Leverageegatively related to proxies for growth
opportunities measured by the market-to-book ratid R&D expenses. The coefficient on
tangibility is significantly positive. Moreover, liag expenses has a negative coefficient in the
leverage regression. These expenses are alsoassioeith more unique products, which are
less suitable as collateral and thus lead to Id@xaarage levels. Sales and total assets are
positively correlated with leverage, which is catent with the argument that larger firms have
more debt capacity. The coefficient on depreciatsopositive, against the prediction that it may
serve as an alternative tax shield to debt. Farddraench (2002) also document positive
coefficients on depreciation (as well as negatvefficients for another sample) and comment
on the weakness of depreciation as a proxy foskaeld. The results are not significantly

different when we calculate debt net of all cashatrdeducting cash at all.
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Table A.1
Predicting Leverage (Tobit Regressions)

This table reports coefficients and corresponditagistics used (in brackets) for leverage ratiodjmtéon. We derive them using a Tobit
specification, in which the predicted value of teeerage ratio is restricted to be below 1. Colurhp2 and 9-12 report the regression results
based on the specification used in Kayhan and Tit2907), Columns 3 and 4 the regression resulsed®n the specification used in
Hovakimian, Opler, and Titman (2001), Columns 5 &rttie regression results based on the specificased in Fama and French (2002), and
Columns 7 and 8 the regression results based ospegfication used in Flannery and Rangan (2006)Jumns 1-9 report results based on
leverage where debt is net cash above the indagémage level (normalized by assets), Columns 9l@rishsed on leverage calculated with total
debt, and Columns 11 and 12 based on leveragd aétaash. Columns 1, 3, 5, 7, 9 and 11 use badkes, and Columns 2, 4, 6, 8, 10 and 12
use market values. The sample consists of all fimBompustat between 1979 and 200\RKET/BOOKis computed as the (market value of
equity + book value of assets — book value of gjfibok value of assetFANGIBILITYis property, plant, and equipment divided by sales
R&D/SALESIs research and development expense divided leg,sahdR&D DUMMY is equal to 1 if the firm has R&D expense and zero
otherwise LN SALESandLN ASSET@&re the natural logarithm of sales and assetsectsely. SGA/SALESre sales and general administrative
expenses divided by sal8AXSHIELDis depreciation and amortization over total asgdtindependent variables are from the year ptiothe
dependent variable observation, exceptA{dERAGE ROAwhich is the average return on assets of the tygaes’ before the year prior to the
dependent variable. The statistics for year andstrgi dummies are suppressed.
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Dependent variable = Leverage

1) (2)
Kayhan & Titman

©)

(4)

Hovikimian, Opler &

(5) (6)

Fama & French

Titman
Book Market Book Market Book Market
ROA -0.40 **k -0.42 Fhk -0.15 *»** .0.11 Fkk
(-40.63) (-43.18) (-19.08) (-14.8)
MARKET/BOOK -0.01 *** -0.05 *** -0.02 *** -0.05 *** -0.03 *** -0.05 Fkk
(-9.21) (-57.97) (-20.87) (-49.72) (-29.19) (-56.99)
TANGIBILITY 0.10 *** 0.08 % 0.23 *»** 0.21 Fhk
(14.12) (10.94) (27.9) (27.03)
R&D/SALES -0.17 *** _0.16 *»* -0.19 *x 0,12 *k 0,17 ** _0.15 Fkk
(-15.88) (-14.09) (-16.52) (-11.58) (-28.23) (-25.74)
R&D DUMMY -0.04 *** _0.04 ** -0.03 ** _0.04 ** 0.00 -0.01
(-12.03) (-13.88) (-8.03) (-11.56) (0.66) (-1.53)
SGA/SALES -0.09 *k 0,12 *»* -0.14 *»* _0.15 Fkk
(-13.89) (-18.68) (-20.84) (-24.68)
LN SALES 0.03 *** 0.00
(43.08) (1.17)
AVERAGE ROA -0.47 *** -0.38 Fkk
(-38.52) (-34.64)
LN ASSETS 0.01 *»* 0.01 *»* 0.01 *** 0.02 Fkk
(14.17) (19.59) (12.25) (22.64)
TAXSHIELD 0.91 *** 0.70 Fkx
(21.88) (18.19)
INTERCEPT 0.21 *** 0.42 *** (.38 *** 0.42 *** 0.60 ** (.33 Fkk
(5.39) (10.212) (8.09) (12.53) (17.96) (8.37)
INDUSTRY FIXED Yes Yes Yes Yes Yes Yes
YEAR FIXED Yes Yes Yes Yes Yes Yes
Observation 41,53( 41,36: 41,617 41,53: 50,41+ 50,267
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Dependent variable = Leverage

(7)

(8)

Flannery & Rangan

©

(10)

Kayhan & Titman

(11)

(12)

Kayhan & Titman

(gross) (net)
Book Market Book Market Book Market
ROA -0.16 *x 0,12 *»* .0.38 *** .0.44 *** .0.54 *»* .0.49 Fokk
(-20.91) (-16.62) (-43.52) (-47.54) (-48.44) (-44.42)
MARKET/BOOK -0.02 *** _.0.04 ** .0.01 *** _0.06 *** _0.02 ** .0.04 Fkk
(-28.08) (-56.11) (-7.99) (-63.77) (-21.9) (-35.99)
TANGIBILITY 0.24 *x 0,22 ** 0.08 *** (.05 *x 0,21 *»* 0.18 Fkk
(30.24) (30.95) (11.55) (7.55) (24.14) (21.32)
R&D/SALES -0.17 ** .0.14 *»* -0.06 *** _0.07 *x.0.28 *»* .0.21 Fkk
(-27.95) (-25.41) (-6.22) (-6.85) (-23.36) (-17.79)
R&D DUMMY 0.01 **0.00 -0.04 *** _0.04 *** _0.05 ** .0.04 Fokk
(2.24) (0.14) (-12.45) (-14.42) (-12.48) (-11.1)
SGA/SALES -0.06 ** .0.08 *»* 0,12 ** 0,15 Fkk
(-9.87) (-13.74) (-17.46) (-22.09)
LN SALES 0.03 *»* 0.01 ** 0.04 *»* 0.01 Fkx
(47.6) (14.05) (50.49) (13.37)
AVERAGE ROA
LN ASSETS 0.01 *** 0.01 ol
(9.12) (19.51)
TAXSHIELD 0.41 *x 0,23 Fkk
(9.22) (5.54)
INTERCEPT 0.38 *** (0,44 ** 0.23 *** (.64 *** (0,13 *** (.34 Fkk
(8.56) (14.4) (6.69) (18.61) (2.94) (7.62)
INDUSTRY FIXED Yes Yes Yes Yes Yes Yes
YEAR FIXED Yes Yes Yes Yes Yes Yes
Observation 50,14 50,00( 46,93¢ 46,93¢ 46,93¢ 46,93¢

55



Appendix B: Pro-Forma Balance Sheets
We illustrate the methodology used for the pro-faipalance sheets with the following

example. On November 11, 2005, the media compar@ldchy announced its takeover of
Knight Ridder, the second largest newspaper putiahthat time. While Knight Ridder had
been publicly searching for a potential buyer, Mat€hy’s interest was somewhat surprising: not
only was it considered to be too risk-averse tcsater takeovers in that scale, but it was also

half the size of Knight Ridder [Lieberman (2006)].

Variable Bidder Target Pro forma assuming payment with...

(in $ millions) (McClatchy) (Knight Ridder) stock cash

Debt 656 2,751

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

Cash 3 24

Non-operating cash 0 0 max (27 - 9% * 9,195; 0) = 0 1§2ax- 9% * 9,195; 0)= 0
Market value equity 1,323 4,279 1,323+4,572 = 5,895 1,323
Transaction value 4,572

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

Figure B.1. Calculation of pro-forma variables — example of@ltatchy and KnightRidder transaction.

First, let us illustrate how we calculate leverageth firms are in the “printing and
publishing” industry (Fama French industry 8), whitas an average cash to assets ratio of 9%.
This means that neither McClatchy nor KnightRiddas non-operating cash, and their leverage

is simply debt over assets, or debt over enterpasee.

For the pro-forma sums, we assume that the biddeClatchy, seeks to acquire the

target, Knight Ridder, either by 100% cash or b@%0stock. Let us consider what effect each

56



method of payment has on the bidder and then otatiget. The value of the bid, i.e., the

amount of value paid for the target, is represebiethe transaction value — here $4,572 million.

If the bidder pays by stock, it will fund the traicsion value of $4,572 million through
the exchange of its own shares to acquire thettarpe effect will be reflected in an increase in
the book and market value of equity of McClatchyeactly the amount of the transaction
value, effectively a method of valuing the asséthe target to the acquirer. As in combining or
“consolidating” the balance sheets of the two congmupon acquisition, the equity of the
target is eliminated and replaced with the equayrpent paid by the bidder. When acquiring a
company the acquirer must also take on the targets. In this example, the target has a large
amount of debt in its capital structure (66%), ls® ¢quity financed bid generates a post-

acquisition book leverage ratio that is higher th@nbidder’s pre-acquisition leverage.

By contrast, if the bidder chooses to pay 100% ¢assthe acquisition, the bidder must
first raise its debt to finance the purchase oft#nget and then also assume the debt of the target
firm. This is reflected in the significant additirdebt held by the combined entity and the
reduction in equity of the target by the transacttalue — its shareholders have been “bought
out”. The resulting impact has a very importaneeffon the leverage structure of the combined

entity — raising its debt to total book value t&8ih book terms or 86% in market terms.

In reality, McClatchy paid a mix of cash and stoitkinanced the cash payment by
raising bank debt, while announcing plans to gehigh resulting debt level down by selling 12

of KnightRidder’s 32 newspapers.
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Appendix C: Payment Method Predictions - Robustness

We repeat our analysis by changing the estimatiethadology as follows: (i) we leave
out the first stage, use the (ii) Hovakimian, Opéerd Titman (2001), (iii) Fama and French
(2002) and (iv) Flannery and Rangan (2006) methagloto estimaté\, use (v) market values,
use (vi) gross debt or (vii) debt net of all cagltalculate leverage, and (viii) exclude the hybrid
cases. In the specification using gross debt, visrabfor cash in excess of the industry average
level. For the specification excluding the hybrakes, we use a Probit specification. In the
specification reported, we label acquirers expestedk (cash) payers if the predicted
probability of paying stock (cash) is over 50%abfdition, we test for the effect of the following

variables related to the payment method.

Ownership:managers who own a significant share of the téngetmay want to retain
their control over the resulting firm and therefprefer stock payment [Ghosh and Ruland
(1998)]. Also, Baker, Coval, and Stein (2007) arthed private shareholders are inert and
therefore more willing to accept acquirer stockadsrm of payment than institutional

shareholders would be.

Governancethe governance structure of the target firm caiftdct the target
management’s attitude toward the negotiation. H#lrt@fek, and Yermack (2004) describe
governance provisions that affect the target mamagés willingness to accept acquisition
offers. In particular, classified boards with mplé proxy voting meeting requirements make it
difficult for the acquirer to win a hostile bid. @en parachutes, on the other side, give the target

management a higher incentive to accept takeoversof
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Liquidity: target shareholders could be reluctant to actlepiid acquirer stock. We

control for this with Amihud’s (2002) illiquidity masure.

Transaction structureEckbo (2009) and Sudarsanam (1995) describe hore
between transaction structure characteristics lama@hoice of payment method. When multiple
bidders participate in a contest, an acquirer cpudder cash payment because it facilitates the
filing process. Conversely, when an acquirer alyeagins target shares before the bid, it could
face a smoother negotiation process and not cangt apeed. Lock-up periods and termination

fees could also affect the need for a faster pgces

Time fixed effectamacroeconomic factors [Harford (2005)] and timeesfic sentiments
[Zhang (2009)] could affect the target’s willingse® accept equity as payment. Because equity
payment was particularly popular in the interné&tesd merger boom, we repeat the regression

with a dummy variable that equals 1 for the yeatsveen 1998 and 2001.

Agency costsmanagers may not care about maximizing sharehohdee. Instead, they
may prefer equity financing to debt financing beseadebt prevents managers from spending
free cash flow on negative NPV projects [Jense®§)]9 In particular, Harford (1999) shows
that acquirers with excess cash are more pronertduct value-destroying acquisitions. We
control for agency costs with the acquirer del#oess of the industry average (normalized by

assets).

Tax (shareholders)arget shareholders can differ in their prefereioceash or stock for

tax or other reasons [Baker and Wurgler (2004)hat&Cing” for these preferences can change the
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acquisition method. We include a dummy variabledieidend payers because they are more

likely to prefer cash.

Tax (corporate)firms can have particular tax shields that redheebenefits of
additional debt [Graham (2000)]. Although we coh& for tax considerations in the prediction
of leverage, we repeat the payment method predietith the tax rate, the investment tax

credits, and depreciation and amortization expetwssse if they add firm-specific variation.

Panel A of Table 2 and Table C.1 show that, regaslbf the specification, the
coefficient onA is always significantly positive. Note that théeet of Lambda is accentuated in
the specification using net debt, with a coeffitieh0.72 (t = 5.66), and weaker in the
specification using gross debt, with a coefficien0.36 (t = 3.62). Institutional ownership in the
target firm increases the probability of payinghwitash (Column 2). This is consistent with the
argument that non-institutional target sharehol@etsbit inertia and thereby make stock
payment more attractive. Target firms with goldemnaehutes (Column 3) are more likely to
accept cash, consistent with the argument thatrtdegdarget management prefers selling
private stock holdings for cash rather than exchangs stock for shares in the combined firm.
Competing offers are associated with a higher grdibaof cash payment (Column 5),
consistent with the argument that the speed effecash payment is important in a bidding
contest. Transactions with lockup periods are ntikedy to be financed in equity (Column 5).

Finally, as expected, acquirers are more likelgday with stock in the years between 1998 and
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2001 (Column 7). The other control variables doaftect the choice of acquisition finance

significantly.

Panel B of Table C.1 shows that the payment medloed not change significantly
across specifications: in particular, the fractidrunanticipated stock payment never exceeds
1%. Note also that the predictions of the Prolatession do not change significantly if we
choose different cutoff levels: less than 5% oftla@sactions have a predicted probability of

paying with stock between one-third and two-thirds.
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Table C.1
Payment Method Prediction — Robustness

This table shows the results of robustness testshf® prediction of the payment method. Panel Aorepresults of the main
regression, and Panel B reports the fraction afismations with anticipated and unanticipated paynmeethods. All columns are Tobit
regressions in which the dependent variable ipéreentage of stock used as payment. The indepevaiéables are the followingl, TENDER
OFFER, PREMIUM,HOSTILE, and RELATIVE SlIZEare as defined in Table ZNSIDER OWNERSHIRquals 1 if ownership of inside
shareholders in the target firm equals or exceéds & reported in the SEC files 3, 4, 5, or 144] aero otherwiseINSTITUTIONAL
OWNERSHIRequals 1 if ownership of institutional sharehotdier the target firm equals or exceeds 5%, as tegpan the SEC 13f filing, and
zero otherwiseGOVERNANCEs the index by Gompers, Ishii and Metrick (20@3)ASSIFIED BOARDSquals 1 if the target firm's boards of
directors is divided, for the purpose of electiono separate classes and zero otherv@§@l. DEN PARACHUTESquals 1 if the target firm has
a severance agreement with its executives contingeam a change in corporate control and zero wikerAMIHUD ILLIQUIDITY is for stock
i during quarter t is defined asin (Miuzf]i;%,%), in which Ry is the return of stock i during day d,idis its dollar volume in millions of
dollars (number of shares traded during day d tithestock price at the end of day d) andisfthe number of valid observations during quarter
t. G.1 is the total market capitalization at t-1 divideglthe total market capitalization at the end dy 1962.MULTIPLE BIDDERSequals 1 if
other bidders also seek to acquire the targetdinch zero otherwis§.OEHOLDequals 1 if the acquirer owns more than 0.5% eftéinget prior
to the transaction, and O otherwis@CKUP equals 1 if the transaction includes a lockup ement and zero otherwisSEERMINATIONequals
1 if the transaction includes a termination agregnaad zero otherwise. 1998-2001 equals 1 if taestiction was announced in a year between
1998 and 200IEXCESS CASI$ cash in excess of the industry level (normdlizg assetsPIVIDEND PAYERs a dummy variable that equals
1 for target firms that paid a dividend in the ypébor to the acquisition and zero otherwi$&XRATEis the combined firm’s income tax over
net income.TAXSHIELD1is the combined firm’s investment tax credit ogales. TAXSHIELD2is the combined firm’'s depreciation and
amortization expenses over sales. All non-censesedbles are winsored at 1% level.

Panel A reports coefficients and t-statistics fa tegression with the percentage of equity payraenhe dependent variable and the number of
observations. Panel B reports the fraction of grdted and unanticipated cash and equity transefar the regressions reported in Panel A and
B. For the probit specifications, a transactiorcafied anticipated if the predicted probabilityafing the observed payment method exceeds
50%. For the Tobit specifications, a transactionaled anticipated if the predicted percentagstofk equals the observed percentage of stock
used in the payment. Predictions for hybrid tratisas are omitted.
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Panel A: Main regression. Dependent variable = peentage of equity used in payment

(1) 2 ©) 4 ©)
Insider Institutional Target Acquirer Transaction
. . governance L o
ownership ownership e lliquidity characteristics
characteristics
LAMBDA 0.474 * 0.856 **x - (0.550 ** 0.822 *x 1,102 *xk
(1.83) (5.55) (2.15) (5.46) (5.25)
TENDER OFFER -1.806 wexo 1771 % -1.328 *x 1,766 -1.839 xxx
(-13.49) (-20.84) (-9.78) (-21.14) (-14.37)
PREMIUM 0.000 0.000 -0.002 0.000 0.000
(0.35) (-0.77) (-1.39) (-0.98) (-0.5)
HOSTILE 0.080 -0.182 -0.012 -0.254 -0.133
(0.28) (-0.91) (-0.04) (-1.21) (-0.44)
RELATIVE SIZE 0.433 **x 0,080 0.249 *»* 0.138 *x 0.156 *
(3.73) (1.27) (2.19) (2.28) (1.74)
INSIDER OWNERSHIP -0.049
(-0.45)
INSTITUTIONAL OWN. -0.189  ***
(-3.37)
GOVERNANCE 0.033 *
(1.69)
CLASSIFIED BOARD -0.193 *
(-1.81)
GOLDEN PARACHUTES -0.225 *x
(-2.19)
AMIHUD ILLIQUIDITY -0.211
(-1.26)
MULTIPLE BIDDERS -0.422 *x
(-2.28)
TOEHOLD -2.281
(-0.16)
LOCKUP 0.832 Fkk
(8.11)
TERMINATION 0.048
(0.64)
INTERCEPT 0.869 *ex 1,128 *** (0.880 **x1.008 **x (0.756 xxx
(6.84) (16.76) (5) (18.68) (8.4)
Observations 987 2,460 587 2,619 1,368
Panel B: Classification of transactions
ANTICIPATED CASH 16.9% 22.7% 21.1% 18.1% 26.0%
ANTICIPATED STOCK 66.7% 61.1% 64.8% 64.5% 64.6%
UNANTICIPATED CASH 15.5% 15.2% 13.7% 16.6% 8.6%
UNANTICIPATED STOCK 0.9% 1.0% 0.4% 0.8% 0.9%

63



Panel A: Main regression. Dependent variable = peentage of equity used in payment

(6) (1) (8) 9) (10
Year dummies  1998-2001 Agenc Tax Tax(corporate)
gency (shareholder) P
LAMBDA 0.685 *** (0.785 **x 0,832 *** (0,801 *xx 1,240 rkk
(3.9) (5.29) (5.29) (5.36) (8.33)
TENDER OFFER -1.784  ** .1.828 ** -1.835 *xx 1,822 *x _1.471 fieiad
(-17.55) (-22.33) (-21.67) (-22.2) (-19.12)
PREMIUM -0.001 * -0.001 -0.001 -0.001 0.000
(-1.85) (-1.55) (-1.03) (-1.1) (0.49)
HOSTILE -0.134 -0.148 -0.142 -0.188 -0.107
(-0.76) (-0.75) (-0.69) (-0.95) (-0.59)
RELATIVE SIZE 0.117 xx 0.122 *»* 0,126 ** 0,108 * -0.149 *x
(2.12) (2.05) (2.06) (1.81) (-2.23)
1998-2001 0.225 rkk
(4.22)
EXCESS CASH 0.225
(1.3)
DIVIDEND PAYER -0.043
(-0.82)
TAXRATE 0.000
(-0.05)
TAXSHIELD 1 5.403
(1.27)
TAXSHIELD 2 0.182
(1.14)
YEAR FIXED EFFECTS Yes
INTERCEPT 0.258 *x 0.955 **% 1,008 **% 1,052 *** (0,813 fiaiad
(2.16) (17.26) @» (16.28) (14.3)
Observations 3,261 3,261 2,871 2,978 1,955
Panel B: Classification of transactions
ANTICIPATED CASH 22.3% 20.2% 18.6% 18.3% 15.5%
ANTICIPATED STOCK 66.5% 63.1% 62.5% 62.7% 63.2%
UNANTICIPATED CASH 10.2% 15.8% 18.0% 18.0% 20.5%
UNANTICIPATED STOCK 1.0% 0.9% 0.9% 0.9% 0.8%
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