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Because firms’ takeover motives are unobservable to investors, mergers are only partially
anticipated and often appear as mixed blessings for acquirers. I construct and estimate a
model to study the causes and consequences of bid anticipation and information revelation
in mergers. Controlling for the market’s reassessment of the acquirer’s stand-alone value, I

estimate that acquirers gain 4% from a typical merger. The total value of an active merger
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1. Introduction

A large body of research documents that market re-
actions to takeover announcements are, on average, neu-
tral or even slightly negative for acquirers (e.g., Andrade
et al., 2001; Betton et al., 2008; and references therein).
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That evidence presents a value-creation puzzle: Why do
acquirers pursue takeovers if they do not overtly benefit
from the deals? The puzzle seems to contradict both the
common assumption that acquirers are value-maximizers
and the neoclassical theory of mergers and acquisitions
(M&As).

Recent literature provides several possible explanations
for this puzzle. The first, often known as the anticipation
effect, argues that part of the market’s reaction occurs be-
fore the acquisition becomes public; the announcement re-
turns capture only the unanticipated component of acquir-
ers’ takeover gains, thus biasing estimates downward. The
second view, usually referred to as the revelation effect, ar-
gues that takeover announcements induce the market to
reassess acquirers’ stand-alone value, thus confounding es-
timates of merger gains.

This paper attempts to reconcile the value-creation puz-
zle with the neoclassical theory of M&As by pursuing a
quantitative assessment of the anticipation and revelation
effects. First, the paper formalizes these effects within the
context of a neoclassical firm optimization model. A model
that can explain both the causes and consequences of the
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anticipation and revelation effects is yet to be studied.!
Second, the anticipation and revelation effects are hard to
measure in data since they require a counterfactual valua-
tion of the firm. A natural approach in the absence of good
empirical instruments for these effects in a large sample
study is to construct a structural estimation of the model.
Third, the value-creation puzzle is intertwined with other
stylized facts in M&As. Acquirer announcement returns are
highly dispersed, and they correlate strongly with certain
firm characteristics. Whether this evidence suggests that
mergers are highly risky, or whether it simply reflects large
cross-sectional variation in the anticipation and revelation
effects, remains unclear. The model can help to understand
these questions as well.

In this paper, I address these issues in a unified frame-
work. The model features different takeover motives and
incorporates the anticipation and revelation effects as part
of the market’s reactions to mergers. | argue that mergers
convey information that identifies the model parameters
and allows the estimation of the anticipation effect, the
revelation effect, merger gains, and cross-sectional varia-
tion of M&A announcement returns.

The model’s main premise is that each firm maximizes
its value by making optimal takeover decisions based on its
own fundamental characteristics, which I refer to as state
variables. Motivated by Grossman and Hart (1986) and
Hart and Moore (1990), I depict each firm’s state vari-
ables as a pair of complementary assets that determine
the firm’s profitability. The specification of such comple-
mentary assets can be generic in the model. For example,
they can represent a firm’s productivity and its growth op-
tion. Both of these state variables are subject to idiosyn-
cratic shocks to which a firm adjusts privately. The mar-
ket cannot perfectly observe a firm’s state variables or its
shocks, but it can partly infer them from the firm’s observ-
able characteristics. The market evaluates each firm based
on these inferences, taking into account the probability of
the firm acquiring or merging with another. In this sense,
the anticipation effect is captured in the firm’s pre-merger
market value in the model, and it varies across firms and
correlates with firm characteristics.

The revelation effect emerges as the market’s reaction
to a self-selection problem induced by firms’ takeover de-
cisions. Firms decide to acquire, be acquired, or remain in-
dependent in response to shocks they privately observe.
As a result, when a firm announces that it is acquiring
or merging with another firm, the market learns some-
thing new about the firm’s state variables and reassesses
its stand-alone value. A significantly positive shock to a
firm’s productivity, for example, may induce the firm to
expand quickly through acquisitions in order to accom-
modate growth. A significantly negative shock to a firm’s
growth prospect may compel the firm to restore its com-
petitiveness through acquisitions in order to keep up with
its peers. Since the realizations of such shocks are unob-
servable to the market, the market conjectures the under-

1 The few exceptions include Jovanovic and Braguinsky (2004) and
Margsiri et al. (2008), but the revelation effect is always negative and
lacks cross-sectional variation in these models.

lying takeover motives based on its own information set.
A positive (or negative) revelation effect occurs when the
market perceives that a positive (negative) shock to pro-
ductivity (growth prospect) is more likely to have occurred
for a given acquirer. This market-perceived probability cor-
relates with firm characteristics in equilibrium, allowing
the model to produce an endogenous correlation between
the revelation effect and firm characteristics. To the best
of my knowledge, this is the first model in which both
positive and negative revelation effects are unified and
linked endogenously to firms’ takeover motives and char-
acteristics. Such a model enables us to analyze the various
aspects of empirical facts consistently. It also provides a
laboratory for addressing more quantitative questions that
are difficult to answer using reduced-form empirical tech-
niques.

I explore the quantitative implications of this model
for the value-creation puzzle. The structural estimation
adopted in the paper uses the model-implied equilibrium
outcome to evaluate the variables of interest. To meet
this goal, the structural estimation must identify firms’
takeover motives and the market’s information set that de-
termine the distribution of the anticipation effect, the rev-
elation effect, and merger gains. The structural approach
infers these unobservable quantities from the patterns of
merger events and the associated market reactions ob-
served in data.

I estimate the model parameters by applying the sim-
ulated method of moments (SMM) to U.S. M&A transac-
tion data from 1980 to 2012. The model closely matches
the observed patterns in the data, including the persistence
and variance of firm profitability, the probability of bid
incidence, characteristics of acquirers and targets, the av-
erage and dispersion of cross-sectional announcement re-
turns, market reactions to bid terminations, and the low
predictability of acquirers and targets.

The estimates indicate five main findings. First, M&As
on average create significant value for both acquirers and
targets, with the acquirer, rather than the target, captur-
ing the lion’s share (about 63%) of the total gains. Second,
the revelation effect is economically sizable and clouds the
traditional interpretation of acquirers’ announcement re-
turns. Specifically, I estimate the revelation effect to av-
erage about —5% with significant cross-sectional variation
for different acquirers. Though acquirers are estimated to
gain 4% from a typical merger, the revelation effect brings
down their average announcement returns to —1%, cre-
ating the misleading impression that acquirers gain little
from M&As. Third, the merger gains estimated from acquir-
ers’ announcement returns do not capture the total value
of an active merger market. Using a model simulation to
perform a counterfactual analysis in which no M&As are
allowed, I estimate that the value of an active merger
market is about 13% for acquirers, part of which is capital-
ized in their pre-merger market value because of the an-
ticipation effect.? Fourth, a variance decomposition of ac-
quirer announcement returns shows that only 30% of the

2 The difference between 13% and 4% reflects both the potential gains
from repeated M&As in an acquirer’s lifetime and the anticipation effect.

nomics (2018), https://doi.org/10.1016/].jfineco.2018.02.010

Please cite this article as: W. Wang, Bid anticipation, information revelation, and merger gains, Journal of Financial Eco-



https://doi.org/10.1016/j.jfineco.2018.02.010

Download English Version:

https://daneshyari.com/en/article/7361819

Download Persian Version:

https://daneshyari.com/article/7361819

Daneshyari.com


https://daneshyari.com/en/article/7361819
https://daneshyari.com/article/7361819
https://daneshyari.com

