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a b s t r a c t

We evaluate empirically two sources of large takeover premiums: preemptive bidding and
target resistance. We develop an auction model that features costly sequential entry of
bidders in takeover contests and encompasses both explanations. We estimate the model
parameters by simulated method of moments for a sample of US takeovers. Our estimates
imply that target resistance explains the entire magnitude of the premium in 74% of
successful single-bidder contests. Simulation experiments show that initial bidders have,
on average, a higher valuation for the target than rival bidders, so that a relatively low
initial bid is sufficient to deter a rival from entry.

& 2014 Elsevier B.V. All rights reserved.

1. Introduction

Only a fraction of takeovers involves more than one
potential acquirer bidding for the target company, but, at

the same time, the average premium paid for control is
substantial. In a sample of takeover contests for US target
firms between 1988 and 2006, we find that 94% feature only
one bidder and that the average premium offered over the
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target preannouncement stock price is 50%.2 This paper
investigates two leading theories in the literature to explain
these facts: preemptive bidding and target resistance.

The preemptive-bidding theory suggests that takeover
premiums are determined not only by actual, but also by
potential competition. If entry into takeover contests is
costly, an initial bidder could deter a rival by making a bid
that signals a high valuation for the target. Premiums paid
in single-bidder takeovers then reflect the cost of deterring
rival bidders from entry (Fishman, 1988).

According to the target-resistance theory, target share-
holders could resist takeover proposals if the premium
offered is not high enough (Burkart, Gromb, and Panunzi,
2000). This resistance could reflect, for example, informa-
tion on future takeover opportunities or the value of large
shareholders' private benefits.

Our paper's main contribution is to quantify the role of
preemptive bidding and target resistance in the determination
of takeover premiums. To do so, we develop an auction-
theoretic model of takeover competition encompassing both
explanations and estimate its underlying parameters using
the simulated method of moments (SMM).

Our model of the takeover process has two phases. In
the first, an initial bidder decides whether to pay a cost to
learn his valuation for the target and then initiate the
takeover contest by making a bid. A second bidder
observes this bid and decides whether to learn his valua-
tion for the target by also paying an entry cost. After
participation decisions are made, an open, ascending-price
(English) auction for the target ensues. During the auction,
bidders raise their offers for the target, and the auction
ends when only one bidder remains. The second phase
accounts for target shareholder resistance. More precisely,
the winner of the auction learns the minimum takeover
offer acceptable by target shareholders and can top up his
bid. Finally, the target shareholders decide whether to
accept or reject the highest standing offer.

In the game's signaling equilibrium, the initial bidder
deters the rival bidder from entry with a high enough bid
whenever his valuation for the target is higher than a
threshold. Otherwise, a multiple-bidder contest takes place.
In either case, the highest valuation participant bidder
acquires the target if his valuation exceeds the minimum
acceptable offer.

The predictions of the model form the basis of our
estimation strategy. In particular, we follow a structural
approach to overcome several empirical challenges. The first
is an omitted-variables problem: The characteristics of
deterred bidders and their entry costs are typically unobser-
vable to the researcher. For example, whereas the legal and
advisory fees that bidders pay are sometimes observable,
other entry costs, such as the opportunity cost for the bidder
of the time spent to evaluate the target, the due diligence
costs, and the transaction fees in deal financing, are seldom
available. The second problem concerns sample selectivity
arising from the bidders' endogenous entry decisions. Only

bidders with a high enough valuation for the target and a
relatively low entry cost participate in the contest. Third, the
estimation framework must address a simultaneity problem:
The probability that a bidder acquires the target is jointly
determined with the premium he offers. Our model addresses
these issues by providing a mapping between unobservable
bidder characteristics and observable takeover outcomes. The
model's equilibrium predictions, combined with information
on the number of participating bidders, the outcome of
takeover contests, and the final premium offered, can be used
to estimate the parameters that determine bidders' valuations,
their entry costs, and the level of target resistance.

To gain intuition about how the effects of preemptive
bidding and target resistance can be empirically separated,
consider, for example, the different implications these forces
have on the fraction of failed takeover contests and the
fraction of single-bidder contests in a given sample. On the
one hand, the threat of stronger potential competitors pro-
duces higher average premiums, a lower fraction of single-
bidder contests, and contests in which the target remains
independent. On the other hand, while stronger target
resistance generates higher average premiums, it increases
both the likelihood that the target remains independent and
the frequency of single-bidder contests.

The estimation is based on a sample of takeover bids for
US public companies in the period 1988–2006. We group
successive bids for the same target into takeover contests. We
classify these contests according to the number of participat-
ing bidders (single- or multiple-bidder contests) and the final
outcome of the takeover (the party controlling the target at
the end of the contest). The estimation is performed using the
SMM approach introduced by McFadden (1989) and Pakes
and Pollard (1989), allowing for both observed and unob-
served heterogeneity across takeover contests and asymmetry
in bidders' valuations.

The paper has two main results. First, despite the high
fraction of single-bidder takeovers, the estimated entry costs
are relatively small, averaging 2.8% of the target's preacqui-
sition market capitalization. Second, bidders are asymmetric
with respect to their valuation for the target, with the initial
and the second bidder valuing the target, on average, 81%
and 64%, respectively, above the preacquisition stock price.
The fact that the second bidder is ex ante a much weaker
competitor means that, even if the entry costs are small, the
initial bidder can deter him with a relatively low initial bid.
This implies that the high premiums offered in single-bidder
contests reflect more often the need to overcome target
resistance instead of potential competition.

One major advantage of our structural approach is that it
allows for counterfactual experiments. We examine, in parti-
cular, the effect of a change in the bidders' entry costs and the
level of target resistance on the outcome of takeover battles
and on the premiums offered. The results indicate that, even
in the absence of an entry threat by a second bidder, the
premium in single-bidder contests would average 48%. Given
that the respective premium observed empirically is 51%, this
leaves a small contribution of preemptive bidding to single-
bidder takeover premiums compared with target resistance.
Our simulation analysis suggests that, in 74% of single-bidder
contests, the acquisition price is determined by target
resistance.

2 Other papers report similar figures. For example, Betton, Eckbo, and
Thorburn (2008), in a sample of US target firms in the period 1980–2006,
find that single-bidder contests account for 96.6% of the cases.
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