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“Whether we're talking about socks or stocks, | like buying quality merchandise when it is marked

down.”

(Warren Buffett)

1 | INTRODUCTION

In their acquisitions, financial bidders and strategic bidders are likely to focus on different sources of gains. Strate-
gic bidders mainly seek to gain from synergies with target firms. In the absence of synergistic gains, financial bidders
search to unlock significant value by drawing mainly from two other sources. One is the operational improvements that
financial acquirers can implement after the acquisition. Existing studies show that they are especially good at acquiring
poorly managed firms and improving their operations and governance (Gorbenko & Malenko, 2014; Hege et al., 2018).
The other is the benefit they obtain from the heavy use of debt financing in favorable terms (Axelson et al., 2013; Guo
etal.,2011; Martos-Vila et al., 2019). Alternatively, profit opportunities can arise when financial bidders target under-
priced firms whose prospects are not well understood by the market.! By underpricing, we refer to the value gap that
exists when market values fall below fundamental values.?

The goal of this paper is to evaluate whether financial bidders are more prone to exploit underpricing as a source
of value than strategic bidders. Previous studies show that underpricing drives acquisition activity and constitutes a
source of gain.2 However, little is known whether this motive stands out, in particular, for financial bidders. While both
financial and strategic bidders can gain from bidding on underpriced targets, there are reasons to believe that financial
bidders will be more disposed to exploit this source of gain.

That is, we conjecture that bidder identity may matter when it comes to exploiting underpricing in the context of
acquisitions. In the absence of synergistic gains, financial bidders may have incentives to specialize in, or may be more
skilled at, exploiting pricing error. In contrast, strategic bidders, focusing on synergies may underweight underpricing
as a source of gain or simply be less skilled at detecting pricing error. The idea that different bidder types empha-
size different sources of gains is developed from Gorbenko and Malenko (2014) whose results are consistent with
the segmentation view of the takeover market where different targets appeal to different bidders. In a related study,
Dittmar et al. (2012) suggest that financial bidders, in particular private equity, have “superior skills in identifying good
takeover targets and negotiating favorable deal terms.” This view is also reflected in findings of international studies
and is prevalent in professional circles.* Under the view that each type of bidder either specializes in different sources
of gains or has differential skills, financial bidders are more likely to exploit underpricing. Furthermore, Rhodes-Kropf
et al. (2005) show that targets with market prices below intrinsic value are concentrated in small deals.” If financial

1 Gaughan (2014; Chap. 8 “Private equity market”) explains that “Private equity funds seek out investments that are undervalued.” Damodaran (2001, Chap.
25 “Motives for acquisitions”) refers to undervaluation as a motive driving acquisitions by financial acquirers.

2 The literature often uses “undervaluation” to refer to valuation gaps. Since the term undervaluation can also refer to price discounts due to poor manage-
ment (Edmans et al., 2012), we use the term “underpricing” to distinguish clearly between the two concepts.

3 Shleifer and Vishny (2003) and Rhodes-Kropf and Viswanathan (2004) present theoretical models consistent with stock market undervaluation being a
source of acquisition gains. Rhodes-Kropf et al. (2005), Dong et al. (2006), Renneboog et al. (2007), Edmans et al. (2012), Barraclough et al. (2013) and Borochin
(2014) provide empirical support for this prediction, but they did not explore differences of bidder types in exploiting this gain.

4 Studies on cross-border acquisitions show that strategic bidders backed up by financial investors, that is, partly owned by institutional investors, experience
higher acquisition gains than strategic bidders without such financial investor ownership, suggesting that financial investors have an informational advantage
over strategic investors about target firms (Faelten et al., 2014; Ferreira et al., 2010; Humphery-Jenner et al., 2017). Regarding views on financial bidders in
professional circles, see for example, The Strategic Secret of Private Equity, Harvard Business Review, September 2007.

5 Their paper mainly focuses on relative mispricing between targets and acquirors and not on fundamental underpricing—falling below intrinsic value—as an
acquisition motive. They also exclude financial bidders because most of them do not have stock market information.
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bidders are more driven by underpricing in their acquisition decisions than strategic bidders, we would expect this

financial-versus-strategic differential effect to be especially pronounced in acquisitions of small targets.

To test these hypotheses, it is important to isolate target mispricing from other sources of gains.® Previous studies
use different approaches to measure mispricing. One approach uses past stock price performance (Renneboog et al.,
2007), or valuation ratios, such as the price-to-residual value, or the price-to-book and its decomposition (Dong et al.,
2006; Rhodes-Kropf et al., 2005). However, Edmans et al. (2012) argue that the aforementioned valuation methods
may capture both target mispricing and target mismanagement. As such, they use price pressure created by mutual
fund outflows as a non-fundamental shock to stock prices to infer target pricing error. From a different perspective,
Barraclough et al. (2013) use option prices to separate synergies and pricing effects around mergers and acquisitions.
For our analysis, neither mutual fund holding nor option price is adequate for two reasons. One is that both are avail-
able mostly for larger firms and may impose data restrictions on our analysis. The other is that those two approaches
still fall short of filtering away bidder-side agency motives, such as hubris.” We thus follow Safieddine and Titman
(1999), Savor and Lu (2009) and Malmendier et al.(2016) and study target revaluations triggered by acquisition bids
that fail to be completed. By construction, a potential revaluation of the target should be unrelated to a value creation
or agency motive because any value to be added/reduced by the envisioned takeover becomes invalid once the acqui-
sition attempt fails. Therefore, any potential revaluation can be read as areassessment of target stand-alone value due
to informational effects of bid announcement and be interpreted as ex-ante mispricing.® Specifically, we estimate tar-
get revaluations as target cumulative abnormal returns (CARS), from the announcement of the bid to the announce-
ment of bid failure. For both financial and strategic bidders, we then evaluate whether the target price upon failure
fully reverts to the pre-announcement price level or whether a revaluation effect remains. If underpricing as a source
of gain is more relevant to financial bidders, we would expect a larger revaluation effect for financial-led failed bids
than for those led by strategic bidders. We also analyze whether target revaluations are particularly concentrated
around small targets.

Our dataset includes a panel of 795 acquisition bids that failed over the period 1981-2015, of which 226 bids were
initiated by financial acquirers and 569 by strategic acquirers. First, we conduct an event study on target firm stock
returns from the announcement of the bid to the announcement of the failure and evaluate whether there is any reval-
uation effect. We find that the target price upon failure does not fully revert to the pre-announcement price level and
a positive revaluation of about 6.8% on average remains. This revaluation is associated with the identity of the bidder
(18.6% for financial-led bids vs. 7.8% for strategic-led bids) and it is significantly larger for failed bids initiated by finan-
cial bidders when target firms are small (49.5%). Malmendier et al. (2016) show that target revaluations are related to
the method of payment: cash deals trigger target revaluation, whereas stock deals do not. Since financial bidders tend
to pay with cash and strategic bidders use cash and/or stock, our results could be driven by payment method effects
rather than bidder type effects. To deal with this possibility, we look at target revaluations of cash-only bids. Target
revaluations are higher for financial (18.4%) than for strategic bids (14.5%), but this difference is not significant. To
reduce heterogeneity in the financial bidder group, we then focus on target revaluation around private equity bids.
For target firms in the lowest size quartile, we find statistically significant larger target revaluations associated with
private equity bids (65.4%) than strategic bids (25.5%). A controlled regression setting confirms that the revaluation
is significantly larger for financial-led bids on small targets and that it can be attributed to private equity bidders. We
interpret this finding as evidence that, when target firms are small, financial bidders, mainly private equity, exploit
mispricing opportunities to a greater extent than strategic bidders.

Even though our approach neutralizes value gains that materialize with the acquisition, the revaluation effect could

be the product of other forces at work and not just a reflection of prior-bid underpricing. Target revaluations could be

é Hubris can be considered a source of personal gain, although it destroys bidders’ shareholder value.
7 Both Hodgkinson and Partington (2008) and Nguyen et al. (2012) show multiple motives can co-exist, including hubris.

8 There may not be any revaluation effect even if underpricing is motivating an acquisition. This is when the announcement of the acquisition fails to serve as
a conduit to convey information to the market about the sources of gains.
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the result of differential sorting into deal failure or could simply be the result of anticipation effects such as that of
future offers. Alternatively, they could be the outcome of the anticipation of future operating improvements. If these
alternative explanations affect financial-led and strategic-led bids differently, we would also observe differential reval-
uation effects, and our interpretation would be misleading.

To elaborate, first, target revaluation could be the result of differential sorting into deal failure. For example, if
financial-led bids fail for reasons that lead to an increase in target price, while strategic-led bids fail for reasons unre-
lated to target price changes, we may be falsely associating bidder type to revaluation when it is the overproportion of
financial-led bids that fail for reasons resulting in target price changes that drive the results. To address this concern,
we follow two routes. First, we evaluate whether news-driven price movements during the bid-to-fail period explain
our results. Second, we manually search news to identify directly the reason for failure. We show that our findings are
unlikely to be driven by differential sorting into deal failure.

Second, the revaluation effect could be due to anticipation of future offers (Bradley et al., 1983). In our setup, this
would imply that the revaluation effect around financial-led failed bids for small targets reflects that those targets are
more likely to be acquired in the future, be acquired at a higher speed or a higher premium than other targets sub-
ject to failed bids. We perform a survival analysis on the likelihood and timing of subsequent offers and evaluate if
financial-led-failed bids are more likely to be subject to future acquisitions. We further evaluate if the financial bidder
type predicts a higher future offer price. This analysis finds no evidence supporting these possibilities. Finally, we ana-
lyze post-failure target long-term abnormal returns and find that the greater revaluation of small targets by financial
(private equity) bidders is unlikely to revert in the post-failure period. Thus, this revaluation is unlikely to be driven by
expectations that fail to realize.

Third, the revaluation effect could simply reflect the anticipation of future operational improvements by current
management (Hirshleifer & Titman, 1990; Safieddine & Titman, 1999). To deal with this concern, we drop from the
sample failed bids where targets are more likely to have a margin for operational improvements such as hostile bids and
bids that failed due to a rejection by the board of directors of the target firm. The results remain unchanged. We then
evaluate more directly whether the differential revaluation we detect reflects operational changes experienced by
target firms after bid failure. To do that, we select a number of proxies for operational performance and compute three
measures of operational change. We then examine if the operational change is particularly prominent in financial-led
bids on small targets. We find no evidence that calls for an alternative interpretation of our findings.

With this analysis, we contribute to the literature on the difference between financial and strategic bidders; more
precisely, add insight into how different sources of gains appeal differently to financial and to strategic bidders.” Our
work is related to Gorbenko and Malenko (2014) who show that the two types of acquirers target different firms in
auctions. While their findings suggest that financial bidders are attracted by targets’ undervaluation due to misman-
agement, we provide evidence on targets’ undervaluation due to mispricing being an appealing motive to financial
bidders when target firms are small. Also, we build directly on Dittmar et al. (2012) who use completed competing bids
and show that bidder CARS are larger for strategic bidders competing with private equity than those competing with
other strategic bidders. By excluding alternative explanations, they conclude that private equity has “superior skills
in identifying good takeover targets and negotiating favorable deal terms.” In this paper, we provide more direct evi-
dence that private equity seems to exploit underpricing opportunities more than strategic bidders when underpricing
is prevalent.

Further, we add to the literature that evaluates the rationale of the revaluation effect around unsuccessful acquisi-
tions (Bradley et al., 1983; Malmendier et al., 2016; Safieddine & Titman, 1999; Savor & Lu, 2009). More precisely, this
paper complements the findings in Malmendier et al. (2016) who show that revaluations, in a sample composed mostly

of strategic bidders, are induced by the choice of cash as a medium of payment. They argue that bidders, by choosing to

9 Papers that study differences between financial and strategic bidders often evaluate announcement returns and relate them to the identity of the acquirer
(Bargeron et al., 2008; Dittmar et al., 2012; Hege et al., 2018). From a different perspective, Gorbenko and Malenko (2014) study competition and bids within
each auction and Fidrmuc et al. (2012) compare the selling process of firms acquired by strategic acquirers to that of financial acquirers.
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pay cash for the intended acquisition, convey information to the market about target firm mispricing. We extend their

findings by showing that, in addition to the medium of payment, the identity of the bidder also reveals prior target firm
mispricing. When bidding for small targets, such informational effect conveyed by the identity of financial bidders is
above and beyond those conveyed by the medium of payment.

The rest of the paper is organized as follows. Section 2 explains how we construct our sample, introduces the vari-
ables that we use in the tests and provides descriptive statistics. Section 3 describes the empirical method that we
implement to test our main hypothesis and presents the main empirical results. Section 4 discusses empirical chal-
lenges that could question our interpretation and provides additional analysis that confirms our main findings. Section
5 concludes.

2 | DATA
2.1 | Sample construction

Our sample of failed acquisition bids comes from the Security Data Company (SDC) Mergers and Acquisition database

for the period from 1980 to 2015. We collect bids with deal status “withdrawn,” “intention withdrawn” and “discon-

» »

tinued rumored.” Thus, we discard bids with deal status “completed,” “seek buyer,” “seek buyer withdrawn” or “pend-
ing.”19 Furthermore, all bids are included regardless of the country of incorporation of the bidder and the target. We
then retain bids that comply with the following restrictions. First, the target is a public firm for which we can obtain
market prices and identify announcement and withdrawal dates.!! Second, the deal involves a bid of more than 50%
and up to 100% of the target. This is to ensure a real change of ownership if the deal was completed.'2 To filter noise
created by target insiders, we exclude bids by the target management or employees. Last, we also exclude bids subject
to a third party offer while the status of the original bid under analysis is still pending. This allows us to reduce the
noise produced by any valuation effect related to a third party outbid.

To identify the bidder type, financial or strategic, we look at bidders’ four-digit Standard Industrial Classification
(SIC) code. Financial bidders have SIC codes between 6000 and 6999. Strategic bidders have SIC codes either below
6000 or over 6999. An exception is holding companies or financial units of strategic bidders, with SIC codes between
6000 and 6999, which we classify as strategic bidders. Then, we exclude targets with SIC codes between 6000 and
6999. This choice allows us to rule out bids by financial bidders that could be motivated by operational synergies,
which helps focus on non-synergistic motives driving acquisition decisions.!® At this stage, our sample includes 3569
failed deals: 1003 involving financial bidders and 2566 involving strategic bidders.

Next, for every target firm involved in a deal, we obtain stock prices and financial data from Datastream and World-
scope databases for non-US firms and from Center for Research in Security Prices and Compustat for US firms. To add
price and financial data to our sample of failed deals, we use the Datastream code, the firm name and the country of
primary listing as matching variables for non-US firms and use the six-digit Committee on Uniform Securities Identifi-
cation Procedures number ("CUSIP") and the firm name for US firms. Then, we drop deals for which target stock price
data are not available from 275 trading days before the bid announcement to 25 trading days after the bid failure.

10 Bjds flagged as “seek buyer” and “seek buyer withdraw” do not contain bidder names and thus restrain us from identifying bidder type. Excluding “pending”
helps remove valuation effect of anticipated success.

11 5DC considers firms with more than 50% free float to be public firms, so those listed before the deal announcement are included here and all other firms
are excluded.

12 Although the underpricing hypothesis may also apply to minority interest bids, takeover bids are used here for two reasons. First, a takeover bid catches
much more market attention than a minority purchase and enables us to measure more clearly reactions in market prices from the announcement of the bid
to its withdrawal. Second, the sample size of minority bid failures is too small to provide statistical significance once we require disclosure of the premium and
public status of the targets.

13 |n unreported tests, we redo all estimations including bids where targets are from the financial service sector and acquirers are strategic. Our results do
not change.
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Next, we drop deals where target firm shares are illiquid, that is, not traded for more than 90% of trading days during
the estimation window. Finally, we also discard deals where the offer price is lower than the target firm market price 4
weeks before the bid announcement. After these steps, the sample shrinks to 1992 failed deals including 648 (1344)
financial (strategic) bidders. As a final step, for every failed deal, we further require non-missing data for key target and
deal characteristics such as the method of payment (cash, stock, other), the premium, as well as hostility or a tender-
offer indicator. This leaves us with 795 failed deals including 226 (569) financial (strategic) bidders. This constitutes
our main sample for statistical analysis.

To reduce heterogeneity in the financial bidder group, we also identify private equity firms using various sources.
Private equity literature suggests that private equity firms backed by human capital from financial and industry
experts are more likely to have the skills to identify mispriced targets (Acharya et al., 2013; Gompers et al., 2016).
To identify private equity firms, we use the financial sponsor flag in SDC and complement the results through the fol-
lowing identification procedures. First, we match financial bidder names in our sample with acquirer names in the Mar-
ketLine database that are flagged as private equity. Then, we match financial bidder names with institutional names in
the FactSet Ownership database to complement private equity identification and to obtain indicators for other types
of financial bidders. Last, for the unmatched bidder names, we decide their types based on business description and
sector classification in Dun & Bradstreet Hoovers Business Browser database (D&B Hoovers), Bloomberg, bidders’
official webpages, news articles and regulatory disclosure. Private equity includes investment companies that describe
themselves using the keyword “private equity.” If this keyword is absent, we also include investment companies whose
business description is “investing in equity so to seek control over companies” a definition used by D&B Hoovers. From
226 financial bidders, we identify 173 as private equity, and the rest correspond to a diverse group including insurance

companies, banks, real estate, non-deposit financing companies, business consultancy and so forth.

2.2 | Summary statistics

Table 1 reports and compares summary statistics of the key deal and target firm characteristics for both financial and
strategic failed bids in our sample. Several important patterns emerge. As expected, the two bidder types differ in
the medium of payment (PctCash, PctStock), and this difference is economically and statistically significant. Financial
bidders tend to pay bids with cash, while strategic bidders often use stock or a combination of stock and cash. We
must therefore make sure that we account for this in our tests. Next, the market capitalization (TargetSize) of financial
bidders’ targets is on average slightly larger than that of strategic bidders’ targets with a difference of USD 57 million.
As aconsequence, deal value (DealValue), which is correlated to target market capitalization, is also higher for financial-
led bids. This finding is consistent with Gorbenko and Malenko (2014) who show that financial bidders target more
mature firms in auctions. Regarding premiums (Premium), financial bidders offer on average about 4% lower premiums
than strategic bidders.* This lower premium can be explained by the absence of operational synergies.!> Another
characteristic typical of financial bidders is that sometimes the bidder is a group of multiple investors. In our sample,
financial bidders show a higher proportion of bidding as a group (InvGroup). In almost 30% of cases, financial bidders
do not bid as single bidders. This is not surprising given that financial bidders target large firms while relying mostly
on debt financing. Further, the bid-to-fail period (Days) or the number of days from the announcement of the bid to
withdrawal is slightly higher for financial bidders: 101 for financial and 88 for strategic bidders. Similarly, the stake
size sought (StakeSought), the degree of hostility (Hostile) and the likelihood that the target is liable to pay a termination

fee to the bidder upon withdrawal (TTerm) are not economically different between the two types of bidders. Finally, it

14 Focusing on US domestic completed bids where acquirers own 100% stake, Bargeron et al. (2008) find the premium from financial bidders is around 12%
lower than strategic bidders.

15 see Bargeron et al. (2008) for alternative explanations.
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SALVA anD ZHANG 1837

is worth pointing out that targets’ average market-to-book value (MB) before bid announcement is not significantly

different between financial and strategic bidders.

3 | EMPIRICAL ANALYSIS

In this section, by looking at failed bids, we aim to estimate whether prices revert to their initial level or there is any per-
manent revaluation effect; that is, any abnormal market reaction from bid announcement to the failure of the bid. The
presence of any revaluation effect can be attributed to underpricing prior to the bid announcement where the bid per
se conveys information to the market. This is because, bid announcement returns factor in information about acqui-
sition gains, the probability of success and a reassessment of stand-alone values of both bidder and target, whereas
target returns from bid announcement to failure result solely from the reassessment of the stand-alone value of the

target firm. Thus, failed bids provide an ideal set-up to examine informational effects.

3.1 | Measuring market revaluation for target firms

To estimate market revaluation, we conduct an event study on target firm stock returns around bid announcements
and bid withdrawals. The estimation window is from 275 to 25 trading days before bid announcements (—275, —25).
Following standard event study methodology as in Brown and Warner (1985), we compute daily abnormal returns as
prediction error from a market model using local market indices.® Stock and local market index returns are expressed
in the home market currency. To account for illiquid stocks, we adjust abnormal returns following the "trade-to-trade"
approach of Maynes and Rumsey (1993) and exclude bids where the stocks of target firms are not traded for more
than 225 out of 250 trading days (90% of the estimation window).1”

We then compute the CARs as (B — 25, F + 25) from 25 days before the announcement of the bid to 25 days after the
announcement of the withdrawal following Malmendier et al. (2016). The choice of 25 days before the bid announce-
ment allows us to capture price run-ups caused by rumors (Schwert, 1996). The choice of 25 days after bid failure

allows us to incorporate the possibility that the stock markets react slowly to bad (withdrawal) news (Chan, 2003).

3.2 | CARs: Summary statistics and univariate tests by bidder type

Table 2, Panel A, provides CARs summary statistics and univariate tests. We present CARs for both Financial and Strate-
gic bidders, as well as for the subgroup of financial bidders Private Equity (PE). For each bidder type, we provide CARs
for the whole sample and CARs by target size. SizeQ1 to SizeQ4 partitions the sample by quartiles according to target
market capitalization. SizeQ1 includes target firms with the lowest market capitalizations and allows us to evaluate our
hypothesis that a potential revaluation effect should be larger for smaller firms. Asterisks next to means indicate sta-
tistical significance using skewness-adjusted t-tests. Asterisks next to medians indicate statistical significance using
Wilcoxon sign-rank tests. For bids involving financial bidders, we observe a revaluation effect of around 18.6% and
for strategic-led bids of 7.8%. For financial-led bids for small targets, the revaluation effect is 49.5%. Furthermore, all
these values are statistically significant, and the difference in revaluations between financial and strategic-led bids is

also statistically significant. Overall, our results are consistent with the idea that, upon bidding, financial bidders reveal

16 | additional analysis, local market indices are replaced with Datastream value-weighted global market index in US dollars and local market currency
exchange rates to US dollar. We also re-estimate CARs using a constant mean model. The findings are qualitatively similar.

17 With this restriction we exclude 20 (55) failed bids by financial (strategic) bidders. Computing abnormal returns without adjusting for illiquid stocks do not
change the results.

85UB0| 7 SUOIIOD BATER1D 3(qeotjdde 8y Aq peusenob ae saoiie VO ‘8sn JO Sa|nJ 10} Afeiq1T 8UIjUO 8|1 UO (SUORIPUD-PLE-SWLR)/WI0D" A3 1M ARe1q]1[Bul|Uo//SdNY) SUORIPUOD pue SWB | 8U188S *[5202/90/50] U0 ARigiaulluO 3|1 ‘BRUdNeN 8d 81SRAIUN A 609ZT ©4d(/TTTT 0T/I0p/w0d &3] 1m Al 1puljuo//sdiy wouj papeojumoq ‘0T-6 ‘2202 ‘LS6589%T



14685957, 2022, 9-10, Downloaded from https://onlinelibrary.wiley.com/doi/10.1111/jbfa. 12609 by Universite De Neuchatel, Wiley Online Library on [05/06/2025]. See the Terms and Conditions (https://onlinelibrary.wiley.com/terms-and-conditions) on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License

"AjaA10adsau ‘9ouedlIUSIS %0T PUB %S ‘%T 91edlpul, pue,, ‘.,

'$1591-] 340dau A|UO M ‘S3INSaU BY] JO ADUDISISUOD 3] USAID) "(1591-AA) 1591 WINS-3UBL ASUIYAA-UUBIA—UOXOI|IAA JO D13S11RIS-Z

pue (3s91-7) 213511815-] pajsnipe-ssaumays 23ndwod am ‘sdnousgns ssoude Jualaip Ajjuediyiusis ade (3urdsiw) sy 19Ylaym pue 049z wouj Jualapip Ajpuedyiudis ale (Sunidsiu) syyD
19419ym 1591 0] “(3umdiidsiw) sy JO 9ouedlyiudis ayj 10j $159] ajelteAlun Juasaad os|e am ‘sdnoud ssoude pue dnous yoes 104 "9|114enb (1addn) Jomo| ay3 ul paxued si uoljezijeyided jaxJew
/5198487 249YM SpI( SUIBIUOD ($D?2zIS) TDIZIS 's1appiq Axnba ajeAlud Aq pajeliul spiq AJuo sapnjoul 34 uwnjo)) 1appiq (d13931e43s) [e1dueuly e Aq pajeljiul spiq AJuo suiejuod (21823p43s) [b1oubul4
uwnjod ay] *(S00Z) ‘1. 3 Jdouy-sapoyy uo paseq sl ainsesaw ulidsiw Sy "spiq pa1s|dwod pue pajie yiog J0J JUsadunouue piq ayl 240)2q Jarienb suo (Suidlidsiw ajup-xa) Jo4us 3uidiid
214129ds-wul) s3a0dau g [aued -Juswadunouue piq ayj 03 Jolud sAep Suipedy gz Suipua sAep Suipet} 0GZ J19A0 pajewl}ss siajaweded Yim [opow 1xJew e 3uisn pandwod aJe suanjad [ewJoude
Alleq -adAy uappliq Aq padnoJ3 (GZ + 4 ‘Gz — g) 24n|ie4 pig JO JuUsWSdUNOUUE 3y} J31Je SAep Sulpe.) GZ 03 JUswadunouue piq 310)aq sAep Suipe.} GZ wody paindwod syy/) s31odau  [sued 230N

SALVA anD ZHANG

GTC™ W8T b8BT~ wPT€—  uP1C0 «x8CE°0 LEY 6900 7800 o +890°0 «€0T°0 JAS] vD32zIs
120 96°0 89°0— V€0~ 6510 «+88T°0 109 w9710 wx6¥7C°0 8TT w6700 wx69T°0 691 €0271S
«x8CT°0—
10 810 611~ 9C1— 1900~ 719 €110~ 150°0— 0ct wxC9T0— xGCT0~ 61 202715
L1170~
99T w9LT  aSVV— i8SV +x60%7'0— L69 +x709°0— #xGC90— L0T x990~ wxrl L9°0— 0ce 1022IS
«10C— JET™  wbE'G™ VG~ V00— «8¢00— 6¥EC wxC 110~ ws70T°0— G8¢ s 8T°0— #xC0C0— 0L9  %00T = Ysb2 ul Aod
(Surdradsiw) Juswadunouue piq 4049 10443 Suidlid d1y103ds-wialy 198.e] g [sued
90— 90— 1€0— CC0~  «9CT°0 wx6CT°0 18 [440)0] +880°0 €S «+£80°0 »ITT0 19 D3zIs
e 0— 10— 60C'T— ¢80 *+CC0 «»+839T1°0 18 «V1T0 #6710 LE 8€0°0 600 o €DazIs
€20~ 610 1940 ¢L0 «8900 «LL00 08 1200~ 10T°0 €e 10 ++CSGT°0 Ly zoazIs
wlL6'T wC7'C €60 8CT €920 «x95C°0 87 wxl CEQ wx799°0 9¢ wxl.CEO wxl 770 8¢ 1022IS
[4340) 70T €00 | ZA VR AN s GPT0 09¢ w+GTT°0 =+50C°0 671 w+ECT°0 ws78T°0 6T %00T =Yyspa ul And
880 LGT 7T «6L°T 6900 €9100— YET «L20'0 9600 L9 w700 w7070 8L »D32IS
8¥'0 L60 1¢0— 9€0 #+1 0 +850°0 671 6800 #»+6CT°0 (474 2S00 «€80°0 149 €DazIs
4 {440 €80 680  T1000— 8700 0ST 1200~ 10T°0 58 600 «LET'0 8y z02zIs
VLT +x9E€'€ «L8T 60T axIVT0 +92C0 9¢T wxx675°0 «x9L9°0 1€ +x607°0 «xxG67°0 9t 1022IS
96T x€9°C 08T =G7'C €00 «+8£0°0 695 w7110 #x60C°0 €LT «+€CT°0 «x98T°0 9¢c a|dwips ||y

([s¥vD] suinja4 |ewioude SA13E[NWND) 34N|1ES PIq J3}JE UOIeN|eAd }98.e] Y [dued

193 M 15933 IS8 M 1933 UEIpa uesjy N uelpajN  uespy N ueipajn uesiy N

(018210435) 3d (218210435) [pI2UDULY d1391e.15 ad leloueuly

1838

$1S9} 93elJBAIUN PUE SJIISI3EIS AJBWWNG :Uoljen(eAdy Z 374dVL



SALVA anD ZHANG 1839

information about target mispricing, which suggests that they seize profit opportunities from valuation error. Another

observation is that this activity appears to be more noticeable in acquisitions where target underpricing is more likely
to be present. Thus, bidder identity seems to matter when it comes to exploiting mispricing.

Failed bids by financial bidders may show a higher revaluation effect only because they tend to involve cash as a
medium of payment, while strategic bidders frequently use stock. Existing literature (Malmendier et al., 2016; Rhodes-
Kropf & Viswanathan, 2004; Shleifer & Vishny, 2003) shows that it is important to separate stock- and cash-financed
deals before making judgments on value effects, not only for bidding firms but also for target firms. Specifically, Mal-
mendier et al. (2016) show that cash bids reveal prior underpricing of the target firm, but this is not the case for paid-
in-stock bids. Thus, the inclusion in our sample of paid-in-stock bids may overstate the impact that financial bidders
have on revaluation or overshadow the role of strategic bidders. To account for this possibility, we investigate whether
our results merely reflect the method of cash payment that is frequently used by both bidder types.

For that, we create a subsample of cash-only bids (Payment in Cash = 100%) and, in Table 2, we provide the cor-
responding summary statistics of CARs by bidder type. We observe that while almost all financial bids involve a cash
payment, more than half of strategic bids involve payment in stock or a mixture of cash and stock. Cash-only deals
show a statistically significant revaluation effect of around 14.7% for the whole sample (unreported), which is con-
sistent with the findings in Malmendier et al. (2016) that report a revaluation of 15%.18 We also observe an average
revaluation of 18.4% for financial-led bids, 14.5% for strategic-led bids and, interestingly, 44.7% for financial-led bids
for small targets. However, there is no statistical difference between the financial and strategic groups. As expected, in
unreported tests, we find that bids involving shares as a means of payment are not subject to significant revaluation for
any type of bidder. These findings are consistent with Malmendier et al. (2016) who show that the medium of payment
plays a key role and conveys information to the market about prior underpricing of the target.

Next, we evaluate whether the revaluation effect is concentrated in private equity bidders. Interestingly, we
observe that the revaluation effect attached to small targets is especially prominent in private equity bids: 67.6% for
the whole sample and 65.4% for the cash-only sub-sample, and these values are economically and statistically differ-
ent from those of strategic-led bids. These results show that bidder type matters in bids involving small targets where
there is room for profit opportunities from pricing error. Furthermore, our results extend Dittmar et al. (2012) who
determine that private equity has “superior skills in identifying good takeover targets and negotiating favorable deal
terms” by clarifying that, when target firms are small, a superior skill of private equity over other bidder types is to
identify underpriced targets.

A natural question is whether we can generalize our findings to completed deals. To gain some insights, we estimate
the ex-ante underpricing measure proposed by Rhodes-Kropf et al. (2005) for a sample of target firms that are subject
to bid announcements regardless of their completion or failure status. This measure corresponds to the firm-level
difference between the market price and the estimated intrinsic value. Since both components are in logarithm, this
difference can be understood as the potential revaluation (CARs) from a correction in pricing error. Then, we average
estimates by groups and perform univariate tests. For comparison, we report the results for cash-only bids in Panel
B of Table 2.17 Mirroring the results we obtained for the sample of failed bids, the potential for revaluation from a
correction in pricing error is significantly larger for financial and private equity than for strategic bidders. In addition,
consistent with Rhodes-Kropf et al. (2005), we find that the ex-ante underpricing is concentrated in targets with below-
medium firm size.2° More importantly, targets of financial bidders show a more severe underpricing than those of
strategic bidders only in the subsample of the smallest firms (SizeQ1). The main limitation of the Rhodes-Kropf et al.
(2005) measure, and of other ex-ante measures of underpricing in the literature (e.g., Dong et al., 2006; Renneboog

18 As discussed in Fu et al. (2013), to focus on pure cash or pure stock bids captures more clearly acquisition motives, while interpretation on hybrid payments
might be arbitrary.

19 Results for the full sample of bids paid in cash, stock or both, as well as the subset of failure bids, are similar to those of cash-only bids and available upon
request.

20 We believe it is safe to transfer the association between target underpricing and deal size documented in Rhodes-Kropf et al. (2005) to that with target
firm size because deal size and target firm size are highly correlated.
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1840 SALVA anD ZHANG

et al,, 2007), is that they do not cleanly disentangle underpricing from other sources driving valuations, such as the

inefficiency of current firm management (Edmans et al., 2012) or variation in growth options (Ritter & Warr, 2002).
Nevertheless, ex-ante measures can hint at the presence of a differential effect between financial and strategic bidders
in exploiting target underpricing that we corroborate in the sample of failed bids.

Taken together, the univariate tests support our hypothesis that a revaluation effect should be observed mostly
for smaller firms targeted by financial bidders. Univariate tests confirm our prediction that financial bidders, notably
private equity, seize profit opportunities when underpricing is most likely to occur. However, to gain further insight on
the drivers of revaluation effects, we need to evaluate our hypothesis in a multivariate setting where we can explicitly
control for other deal-level and firm-level characteristics that can be correlated with the revaluation effect.

3.3 | Multivariate analysis

To evaluate our hypothesis while accounting for deal-level and target firm-level characteristics, we evaluate CARs ina

cross-sectional regression setting. The baseline model is:
CA R; = a + BFinancial; + §Financial; x SizeQ1; + yControls + n; + w; + ¢, (1)

where i indicates the ith bid. CAR; is the cumulative abnormal return for target firms from 25 days before the bid
announcement to 25 days after bid withdrawal and refers to target revaluation. Financial; is the variable of interest
that represents the type of bidder. It equals one (zero) if the ith bid is initiated by a financial (strategic) bidder. The coef-
ficient 8 captures any differential target revaluation effect associated with bidder type “Financial.” SizeQ1 is a dummy
variable that equals one if the target market capitalization is in the lowest quartile and zero otherwise. The coefficient
§ on Financial x SizeQ1 captures the incremental financial bidder revaluation attached to small targets. If financial bid-
ders are more prone to exploit target underpricing than strategic bidders, one would expect to see higher revaluation
effects for small firms, and therefore we would expect § to be positive and significant. Next, we follow previous stud-
ies and control for deal-level and firm-level factors that can influence target revaluation. These factors include the
medium of payment, target size, the offer price, an indicator for hostile attitude and an indicator for tender offer.2%.22
Finally, n; and w; are dummies for bid announcement year and one-digit SIC industries that control for macroeconomic
conditions and regulation changes common to all buyers, target firms or certain industries.

The medium of payment captures how an acquirer pays for the acquisition. Shleifer and Vishny (2003) predict that
deals with an underpriced target are more likely to be paid in cash. Empirically, Malmendier et al. (2016) show that tar-
get revaluation upon deal failure is mostly driven by deals involving cash payment. To measure the medium of payment,
we construct Cash as adummy variable that equals one if more than 50% of deal value is to be paid in cash.23

We measure target size, Log(TargetSize), as the natural logarithm of target market capitalization adjusted for infla-
tion using the Consumer Price Index conversion factor to dollars of 2014. Target market capitalization refers to the
total number of outstanding target shares times the target stock price 4 weeks prior to the bid announcement. Target
sizeis typically introduced as a control variable in target return regressions and found to be negatively associated with
target abnormal return (e.g., Bargeron et al., 2008; Malmendier et al., 2016). Alexandridis et al. (2013) conclude that
this negative relation indicates the uncertainty of synergy realization induced by the complexity of larger deals.

21 Deal value is not included because it is highly correlated with target firm market capitalization, a key firm-level control variable in our regression. Previous
studies (e.g., Malmendier et al., 2016) include deal value to gauge acquisition cost relative to bidders’ business scale by scaling deal value by bidder’s market
capitalization. This is unfeasible here because most financial bidders are private.

22 We do not add target valuation measures as a control, such as the market-to-book, because by focusing on failed bids, we would only expect such measures
to be related to the revaluation effect if there is prior underpricing. Thus, such a control would be picking up the effect that we aim to capture with categorical
variables. See for example Rhodes-Kropf et al. (2005), Dong et al. (2006), Edmans et al (2012) and Fu et al. (2013).

23 Unreported robustness check uses the percentage of payment in cash. Our results remain qualitatively the same.

85UB0| 7 SUOIIOD BATER1D 3(qeotjdde 8y Aq peusenob ae saoiie VO ‘8sn JO Sa|nJ 10} Afeiq1T 8UIjUO 8|1 UO (SUORIPUD-PLE-SWLR)/WI0D" A3 1M ARe1q]1[Bul|Uo//SdNY) SUORIPUOD pue SWB | 8U188S *[5202/90/50] U0 ARigiaulluO 3|1 ‘BRUdNeN 8d 81SRAIUN A 609ZT ©4d(/TTTT 0T/I0p/w0d &3] 1m Al 1puljuo//sdiy wouj papeojumoq ‘0T-6 ‘2202 ‘LS6589%T



SALVA anD ZHANG 1841

The offer price, once announced, immediately sets a reference for other investors of the total target value in the

eyes of its bidder. Thus, it should also provide a benchmark for price correction on prior-bid mispricing. We use the
offer price over the target stock price 4 weeks before the bid announcement to compute Premium, which we then use
in our tests. Following previous studies, we retain only bids with the premium that are non-missing, positive and lower
than 200%.24 Malmendier et al. (2016) document that the premium is positively associated with CARs of failed bids.
Likewise, we expect the premium to be positively correlated to the revaluation effect from bid announcement to bid
failure. Furthermore, our central task is to show whether CARs of failed bids are linked to bidder type. As financial
bidders tend to pay lower premiums than strategic bidders (Bargeron et al., 2008), adding a premium is necessary to
control for bidder type differences.?>

In a similar vein, we construct an indicator for hostile attitude. Hostile is a dummy that equals one when the acqui-
sition attempt is hostile. A hostile takeover bid, even if unsuccessful, can trigger market anticipation that target man-
agement would improve future operational performance after resisting the bid (Hirshleifer & Titman, 1990). Finally,
TenderOffer is a dummy that equals one when the bid is instrumented as a tender offer. A tender offer can build up the

market expectation that the target may end up receiving a premium from a subsequent offer (Jensen & Ruback, 1983).

3.4 | Regression results

Table 3 presents baseline regression results for the whole sample and the cash-only subsample. Column 1 presents a
positive and statistically significant coefficient on Financial x SizeQ1. This indicates that there is a larger revaluation
of 29% attached to financial bidders bidding for small targets. Column 2 introduces the interaction Strategic x SizeQ1
to evaluate if the revaluation effect we uncover is also present for strategic bidders in the lowest target size quartile.
The incremental revaluation induced by financial bidders for small targets is economically and statistically significant
(about 34%), but that of strategic bidders is much lower (11%) and statistically insignificant. An F-test confirms that
the revaluation attached to financial bidders for small targets is larger than that attributed to strategic bidders for the
same size group. Further, both in Columns 1 and 2, the coefficient on Financial is economically small and statistically
insignificant suggesting that, for larger target firms, the two bidder types do not seem to play any differential role in
revealing underpricing.2

Next, we evaluate whether the revaluation effect concentrates in certain type of financial bidders. In Columns 3
and 4, we focus on private equity, PE. The results mirror those of previous columns but with a larger revaluation effect
of close to 50% around failed bids associated with private equity for small targets. This result can be rationalized in the
context of the literature on private equity investors, and it is consistent with private equity firms capitalizing on their
skills to exploit underpricing more than other bidders do. Upon bidding they reveal this underpricing.

In all regressions, we control for the medium of payment with the variable Cash.2” The rationale to include Cash
in the regressions as a control comes from Malmendier et al. (2016) who provide evidence consistent with the choice
of cash payment revealing information to the market about the stand-alone value of the target. We find a positive
and significant coefficient on Cash. Bids involving cash payment (greater than 50% of the total payment) induce target
revaluation of about 11% after deal failure. It is worth noting that the coefficient on Cash is lower than that on Finan-
cial x SizeQ1. The magnitude of the revaluation unlocked by financial bidders for small targets is significant and beyond

24 See for example, Officer (2003), Bates and Lemmon (2003), Malmendier et al. (2016) and so forth.

25 Karolyi and Liao (2017) also include premium as a control variable when studying valuation (CARs upon bid announcement) differences by bidder types,
although they compare government-controlled bidders with corporate bidders.

26 Blomkvist and Korkeamiki (2017) in a concise letter find results opposite to ours, that is, targets of financial bidders on average experiencing a smaller
revaluation than those of strategic bidders. They use a sample that is one third of ours, without adjusting SDC’s misclassification of bidder type as described in
Sample Construction (Section 2.1), or exploring the role of target size. When we replicate their multivariate analysis, we do not find the negative association
between financial bidders and revaluation as documented in their paper.

27 Our estimation of the coefficient on Cash is about 11%, not far from the estimation of Malmendier et al. (2016) when both public and private acquirers are
included.
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the revaluation revealed by the medium of payment. Thus, bidder identity seems to matter beyond the medium of pay-

ment. Although the signaling role of cash outlined in Malmendier et al. (2016) is reasonable in the context of strategic
bidders that can choose how to pay for a deal, it may apply less to financial bidders because they tend to pay only
with cash. While the medium of payment signals underpricing in strategic-led bids, our evidence suggests it is bidder
identity that signals underpricing for small targets. We further note that the signs of coefficients on all other control
variables are largely consistent with previous studies.

To directly evaluate whether the identity of the bidder conveys information to the market about the stand-alone
value of the target beyond the medium of payment, we narrow our sample to cash-only bids and report results in
Columns 5 to 8. All in all, the effects that we have uncovered remain in terms of magnitude and significance for the
cash-only subsample. Thus, with targets that are more likely to be underpriced, the bidder type conveys information
to the market about the stand-alone value of the target beyond what is conveyed by the medium of payment, the offer
premium, the hostile attitude and a tender offer.

To make sure that our inference is not misstated, we extend our analysis and perform additional tests. If financial
and strategic bidders are driven by different motives, have different choices when bidding for a target or induce dif-
ferent market reactions, then imposing the same slopes on all control variables, as we do in the baseline specification,
may be inadequate. To account for that, in unreported tests, we interact all controls with Financial, and our findings
remain virtually unchanged. We also explore the role of target size by looking at other size quantiles both for financial
and strategic bidders, but we find no evidence that, for larger target firms, the two bidder types play any differential
role in revealing underpricing.

Summing up, results show that failed bids by financial bidders, precisely private equity bidders, are associated with
a higher revaluation than failed bids by strategic bidders when target firms are small. We interpret this finding as evi-
dence that underpricing is attractive to private equity firms and financial bidders, when target firms are small, and
that to a larger extent than to strategic bidders. Upon bidding on small targets, the identity of the bidder seems to
convey information to the market about the stand-alone value of the target firm beyond the information conveyed by

the medium of payment.

4 | ROBUSTNESS TESTS AND FURTHER ANALYSIS

The revaluation effect we uncover so far requires further examination because we may attribute it falsely to mispricing
signaled by financial bidders when there could be other drivers explaining it. We identify three alternative interpreta-
tions that are potentially plausible. First, target revaluation could be the result of differential sorting into deal failure.
Second, the revaluation effect could simply be the outcome of the anticipation of future offers. Third, it could be due
to the anticipation of future operating improvements. We note, however, that for these alternative explanations to be
valid, they must be more relevant for financial-led bids for small targets than for the other bidder type groupings. For
example, if financial-led bids for small targets tend to fail more often due to good news about the target, or because
those bids are more likely to be followed by future offers, then our conclusion may be premature. In what follows, we
address these three concerns in detail.

4.1 | Is target revaluation due to differential sorting into deal failure?

In our setup, we should be concerned if there is a differential sorting into deal failure and bidder type is correlated with
failure reasons. For example, value-relevant news released during the bid-to-fail period can reduce the attractiveness
of the target and cause deal termination. This can be particularly problematic if the news is correlated to bidder type.
Typical value-driven news includes announcements of stock repurchase ‘s, approvals of a new patents, reports on tech-

nology breakthroughs affecting an entire industry and so forth. By value-driven news being correlated with a certain
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type of bidder, we mean that financial-led bids fail due to news that increases target price, while strategic-led bids
fail for news unrelated to target price changes. This can happen when, for example, entrenched management or block
shareholders of targets, perceiving financial bidders as a bigger threat to their own interest than strategic bidders, are
incentivized to release good news to defend against financial bids.28 If financial-led bids fail for reasons that lead to
target price increases while strategic-led bids fail for reasons unrelated to target price changes, we may falsely asso-
ciate bidder type to revaluation when the results are driven by the overproportion of financial-led bids that fail due to
value-increasing news. We note, however, that differential sorting into deal failure would weaken our conclusion only
if failure reasons are different between financial bids for small targets and other groups of bidder-target pairs.

To address this concern, we follow two routes. First, we evaluate whether news-driven price movements during the
bid-to-fail period explain our results. Second, we manually search news to directly identify the reason for failure.

To investigate to what extent news has a bearing on our interpretation, we evaluate whether financial bidders’ dif-
ferential revaluation effect remains after controlling for news-driven price movements. To identify news-driven price
movements, we take a similar approach to that used in Savor (2012). Specifically, for every bid, we evaluate daily abnor-
mal returns during the bid-to-fail period [B + 4, F]. A large daily abnormal return for a given target suggests that a
value-relevant event has led to a restatement of the target fundamental value. If the revaluation effect is mainly trig-
gered by target positive news during the bid-to-fail period, instead of by bidder type, we should observe that (1) large
target price shocks are positively associated with revaluation; (2) a revaluation effect previously attached to financial
bidder type dissipates in the presence of large target price shocks. In that sense, we create a new variable AR [B + 4, F]
that takes the value of the largest daily abnormal return during the bid-to-fail period. We then use this variable as an
additional control in base regressions. Following the logic that the revaluation is related to positive news that occurs
before failure, we would expect this control to have a positive coefficient. We also include NegAR [B + 4, F] that equals
one if the target stock price experiences a large negative abnormal return of more than —1% during the bid-to-fail
period. This variable aims to control for the presence of a large negative return that may cancel the impact of large
positive returns.

Table 4 confirms our conjecture. The coefficient on AR [B+4, F] is positive and significant across all specifications.
The presence of positive price shocks within the bid-to-fail period is indeed associated with larger revaluation effects.
Also, as expected, the coefficient on NegAR across specifications is negative and significant. However, the addition of
these controls does not alter our previous findings. Financial x SizeQ1 is still positive, of similar magnitude and statisti-
cally significant. Thus, the bidder-type revaluation difference for small targets persists, and it is associated mainly with
private equity bidders. Thus, our results are not driven by an over presence of financial-led bids for small targets in the
group of bids experiencing price shocks.2?

We also follow a second approach and build on existing studies; see Savor and Lu (2009) and Malmendier et al.
(2016). This method involves news search to directly identify the reason for failure. Our objective is two-fold. On the
one hand, we want to evaluate whether the revaluation differences between financial-led and strategic-led bids for
small targets do hold for exogenous failure reasons, that is, reasons unrelated to target news. On the other hand, we
want to verify that even if failure is related to target news, it does affect financial and strategic acquirers bidding for
small targets in a different way. That is, our conclusion will be robust as long as bidder type revaluation differences
persist across failure reasons. Last, this exercise also allows us to rule out the possibility that financial-led bids for
small targets cluster on failure reasons that have attached a larger revaluation.

For this analysis, we hand-collect detailed information on failure reasons from the SDC deal synopsis and SDC event
history and complement the search with news from Lexis/Nexis. We then classify failed bids according to their cause
and form three groups. The first “No more information” subgroup includes bids that failed for no public reasons and
for which we cannot identify the cause of failure. The second “Exogenous” includes bids that failed for exogenous rea-

sons and thus the failure should be unrelated to the target stock price. Failure reasons in this group are unlikely to

28 There is sufficient evidence that firms consciously release news to influence stock prices. See Ahern and Sosyura (2014) for recent evidence.

29 Results are robust to alternative definitions of price shocks.
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convey information on the value of the target beyond the fact that the bid will not reach completion, and therefore

the anticipated value will not be created. The third “Other” includes all other failed bids the failures of which could be
endogenously related to the target stock price, making it more difficult to draw conclusions. In this last group, the focus
is mainly on the existence of a differential revaluation across failure reasons. In the “Exogenous” and “Other” groups, we
further form categories by failure reason. Table 5 provides details on these categories. The “Exogenous” group unfolds
three categories. Term mutually disagree contains bids with withdrawal news stating that terms are modified but even-
tually both bidder and target agree to terminate the negotiation. No further information is available on which term
is modified or what drives both parties’ decision to withdraw. Bidder no financing refers to bids that fail because the
bidder has difficulties in financing the deal. Regulator reject includes bids that failed to obtain approval from regulatory
authorities.

In contrast, “Other” includes failure reasons that are likely to have value implications that result in failure. Bidder
withdraw refers to bids terminated by bidders either during due diligence or at any other phase of the bid negoti-
ation. Bids terminated by the bidder might signal bad news about the underlying value of the target especially if
the withdrawal occurs during due diligence. Target released news includes failed bids where news about the target
is released during the bid-to-fail period, for instance, earnings announcements, other accounting information, plans
for new projects, updates on court rulings and so on. This category also includes failed bids where bidders terminate
because of recently released news about the target firm. Good or bad, these confounding pieces of news make it hard
toformulate inferences about the revaluation effect at bid failure. Board reject covers bids that are vetoed by the target
board, and in some cases, the board of directors argues that the offer price is inadequate. Shareholder reject includes
bids vetoed by shareholders as well as bids with an insufficient number of target shares tendered before expiration.
These two last categories can signal that shareholders and management of target firms believe the firm'’s fair value
should be higher than the offer price or, alternatively, can be related to conflicts of interest where a majority block
holder does not welcome the offer.

Table 5 reports key results of the news search by bidder groups Financial x SizeQ1, PE x SizeQ1 and Strategic x
SizeQ1. We directly report results for the “cash-only sample.”3? N indicates the sample size by failure category and %
of Nrefers to the fraction of bids that failed for a given reason. For each category, we re-estimate the differential reval-
uation effect for Financial x SizeQ1, PE x SizeQ1 and Strategic x SizeQ1. Coefficient is the slope coefficient that results
from specification (6) in Table 3 for Financial x SizeQ1 and from specification (8) for PE x SizeQ1 and Strategic x SizeQ1.
Given the small sample sizes for some categories, in these estimations, we do not add year and industry dummies. All
other controls are included. The coefficient captures any differential revaluation loaded on each subgroup. It is left
empty if there are insufficient observations to run a regression. The discrepancy in sample size between the Full sam-
ple and Table 3 is due to cases that are insufficient tender offers after board rejection. Those cases are counted in both
Board reject and Shareholder reject. Given the small sample size in some of the categories, we need to be cautious with
the interpretation of the results.

We are most interested in the outcome of the group “Exogenous” but, unfortunately, we identify only few cases.
This group presents consistent signs of coefficients, but they are statistically insignificant. Given the small sample size,
we cannot rule out the possibility that insignificance results from a lack of power, which makes it hard to draw any
conclusion. The group of “No more information” shows a revaluation effect associated with financial-led (and private-
equity-led, short for “PE-led”) bids for small targets that are positive, significant and larger than that for strategic-led
bids. Subject to the caveat that we cannot rule out that private information may be at play and move prices, absent of
public information about deal failure, this result supports our findings of bidder type informational effects. Regarding
the group “Other” and the category of “Shareholder reject” that includes most observations, the differential revaluation

for Financial x SizeQ1 is significant and that for PE x SizeQ1 is even stronger. Furthermore, these results are signifi-

30 The results are qualitatively similar for the whole sample.

85UB0| 7 SUOIIOD BATER1D 3(qeotjdde 8y Aq peusenob ae saoiie VO ‘8sn JO Sa|nJ 10} Afeiq1T 8UIjUO 8|1 UO (SUORIPUD-PLE-SWLR)/WI0D" A3 1M ARe1q]1[Bul|Uo//SdNY) SUORIPUOD pue SWB | 8U188S *[5202/90/50] U0 ARigiaulluO 3|1 ‘BRUdNeN 8d 81SRAIUN A 609ZT ©4d(/TTTT 0T/I0p/w0d &3] 1m Al 1puljuo//sdiy wouj papeojumoq ‘0T-6 ‘2202 ‘LS6589%T



14685957, 2022, 9-10, Downloaded from https://onlinelibrary.wiley.com/doi/10.1111/jbfa. 12609 by Universite De Neuchatel, Wiley Online Library on [05/06/2025]. See the Terms and Conditions (https://onlinelibrary.wiley.com/terms-and-conditions) on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License

1849

(sanuiuo))

100 8t wx87°0 9C +0€0 8¢ %00T = Ysva ur Avd £ 3|qoL

ST'0 %00T 85 +xxCG°0 %00T (o] V€0 %00T 6€ 3jdwips [in4

920 %EY 74 <080 %0 4" w770 %15 (014 302[a1 42pjoyaIpys (S°€)

00 %1T 4" 620~ %LT S 9T°0— %ST 9 102/a1 pavog (°¢)

%0 0 %0 0 %0 0 SMaU paspa|ai 1a8ip] (£°€)

20— %1 L 0 %L 4 LEO %S 14 MDIPYYM 1appig (Z°€)

0 %L ¥ %0 0 %0 0 wajqoid 3ax1pw 4o A3shpuy (T°¢)

€10 %E8 8 +xxCG'0 %E9 6T 620 %C9 124 13430 (€)

%0 0 %E T %E T 92fa1.1030IN82Y (£°C)

%C T %0 0 260 %S 14 Buruputf ou Jappig (Z°T)

920— %E z %E 1 6%°0 %S 4 22I80s1p Aljpnanw wia] (T°Z)

990~ %S € 0 %L 4 0 %ET S snouagox3 (g)

9¢'0 %CT L »+E€9°0 %0E 6 A] %9C ot uoipwiiojul 210w oN ()

*Ja0) NJjo% N 'J20D NJjo% N 'J90D NJo % N
12215 X 2182)013S TO3ZIS X 3d 103zIs X |ppubuly
suoseau aJnjiey Aq uoissau3ay :y [aued
suoseaJ aJn|iej pue uonjenjeAsy 6 379VL

(O]
p4
<
T
N
o
z
<
2
<
"




14685957, 2022, 9-10, Downloaded from https://onlinelibrary.wiley.com/doi/10.1111/jbfa 12609 by Universite De Neuchatel, Wiley Online Library on [05/06/2025]. See the Terms and Conditions (https://onlinelibrary.wiley.com/terms-and-conditions) on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License

Q
z
<
I
N
[a]
z
<
<
3 ‘A|9A1309dsau ¢ 315 9 %G ‘Y ¢
b4 [9A13020S34 "20UBdHIUSIS %0T PUB %G '%T 91edIpUl, PUE "\
v *0152]10.13G pue 34 ‘|ploupul o) A103931ed
a.n|le) AQ SUOIIBAIDSCO JO (N JO %) UOIDeIY pue (N) Jaquinu ay) syJodau g |aued *A10893ed auanjies Suipuodsaliod a3 JoJ SUOITBAISSIO JO (UOIDRLY) Jaquinu Y3 s}dodad (N JO %) N “uoIjew1}ss
U 10} M3} 00} 3. SUOIIBAIISO I ue|q 13| SI 3 pue dnouSgns yoea uo Suipeo| 309443 UOIIeN|eAdl Y3 S| *Jo0D) ‘papN|dul 3Je $|0J3U0d J3Y30 |[e INg SSIWWNP AJ3Snpul pue JeaA apnjoxa am ‘suols
-$94324 9say] u| *(8) uoiresiyidads uo paseq ale , TD3ZIS X Id, YHIM pajade| asoyl pue ‘¢ a|qe| ul (9) uolediyinads ayi Suisn pajewi1ss ale , [DazIs X 215210415, pue  TDzIS X [bloubulH, palage|
SULWIN|OD Ul SJUSIDIYS0D ‘AI0831eD auN|1e) Yoes J0j Y/ |Sued U] 'Suosead ain|ie) Aq uoiingliisip sjdwes pue (GZ + 4 ‘Gz — g) 841 419A0 paindwiod syy) Uo suoissaldal §70 si4odad a|qe) siy | 230N
09¢ 6v1 [4)% %00T = Ysd ul Abd Z 2)qp]
%00T 4% %001 L6T %001 0sc 3|dws |jng
%LE 9zT %8€E vL %6€ L6 193fa1 Japjoyaiys (S°¢)
%9¢C 16 %LC €9 %9¢C 9 102[a1 p1vog (#°€)
%0 T %0 0 %0 0 SMau paspajal 3a8Iv) (€°€)
%9 114 %9 T %9 ST MoIpym Jappig (Z°€)
%1 14 %0 0 %0 0 wajqoid 323w 4o Apsnpuj (T°€)
%L 574 %0L 8€cT %0L 9LT 12410 (€)
%S 91 %S o1 %9 14 12fa11010nBay (€°T)
%1 © %1 @ %C S Bujoupulj ou Jappig (2'C)
%1 14 %1 4 %1 € 2248bsp Ajjpninw wuaj (1°Z)
%L €z %L 14 %6 (44 snoua5ox (z)
%ET 8L %ET 14 %1CT (49 uonpwiiojul aiow oN (T)
Njo % N Njo % N Njo% N
2182)01}S id |p1dubul]

SUOI}BAISO JO UoiINqLIIsI g [dued

(penunuod) ¢ 374Vl

1850



SALVA anD ZHANG 1851

cantly larger than those for Strategic x SizeQ1. However, it is hard to say anything for the other categories given the
small sample sizes.!

From a different angle, if differential revaluation was driven by differential sorting into failure reasons for the bid-
der group Financial x SizeQ1 (or PE x SizeQ1) than for other bidder groups, we would observe that the distributions
of observations across failure categories differ significantly across those bidder groups. In Panel B of Table 5, we note
that there is a similar distribution of failure reasons for financial and strategic bidders within the lowest size quartile.
The unreported analysis also indicates that there are no substantial differences in the distribution of observations
across failure reasons between deals involving small versus larger targets by financial bidders.2

We acknowledge that the search and classification of failed bids into failure categories involve a large degree of
judgment. Nevertheless, all analyses put together indicate that sorting into bid failure is unlikely to invalidate our inter-
pretation. Rather, our tests show that the differential revaluation for PE-led bids for small targets is robust. Therefore,
we can more reassuringly infer that the bidder type conveys information to the market about the stand-alone value of

target firms, especially when target firms are small.

4.2 | Is target revaluation driven by future bids?

In the context of tender offers, Bradley et al. (1983) suggest that the revaluation effect is due to the anticipation of
future bids rather than to informational effects. Extending this statement beyond tender offers, we could argue that
some target firms subject to failed bids may have a high probability of being acquired in the future, and this anticipation
results in revaluation at bid failure. To be a valid explanation for our results, this should imply that the differential
revaluation effect that we attribute to bidder type may be alternatively explained by the anticipation of future bids.
That is, financial-led failed bids, and in particular bids by private equity and for small targets, may be more likely to
be acquired in the future. To some degree, we have controlled for market anticipation of subsequent future offers by
adding the controls TenderOffer and Hostile in our base regressions. This section provides additional tests to investigate
in detail the role of the anticipation of future bids, which can be factored into target revaluation in two ways: via the
timing or the size of the offer premium of expected subsequent completed bids. For instance, holding other variables
constant, a completed bid in 2 years’ time would imply a higher revaluation of target shares than one taking place in 10
years’ time. Likewise, a 30% premium should imply an ex-ante larger revaluation than a 10% premium. We account for
these two dimensions separately.

To analyze the effect of time until a subsequent completed acquisition on revaluations, we conduct a survival anal-
ysis and use a Cox proportional-hazard regression.®® We use this method to test whether survival time is related to
bidder type. For each target firm in the sample, we define the observation period as the time interval between the
withdrawal date and the censoring date. The censoring date is the effective date of a target’s subsequent and success-
ful acquisition. If a target firm is delisted before any subsequent completed acquisition, its censoring date is set to its
official delisting date. If a target firm continues to be listed but is not acquired by any future bidder, its censoring date
is set to be the last trading date in our sample, June 30, 2016. To model how fast a future acquisition arrives, if it takes
place, we compute hazard ratios. For each year, we estimate the hazard rate of being acquired as the probability of
being acquired in year t conditional on not being acquired prior to t. Next, we run Cox proportional-hazard regressions
and report results in Table 6. In these tests, the dependent variable is the rate of subsequent completed acquisitions
following a bid failure. The independent variables of interest include bidder type, its interactions with SizeQ1 and CARs.

31 The results remain qualitatively similar if the estimations are based on alternative specifications in Table 3.

32 Similar to Panel A, the discrepancy of sample size between Full sample and Table 2&3 is due to cases that are insufficient tender offers after board rejection.
Those cases are counted in both Board reject and Shareholder reject.

33 Asurvival analysis suits this setting better than a logistic regression because it not only accommodates the presence or absence of a future acquisition, but
also, and more relevant to this context, it examines how fast the event arrives if it takes place. See Allison (2010) for a more detailed discussion on survival
analysis techniques.
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We also include the set of control variables and the target g, leverage and ROA, which are standard predictors of acqui-

sition activity. The coefficients that we report are the log of hazard ratios. If bidder type Financial or PE (private equity)
and its interaction with SizeQ1 predict the incidence of future bids, we would expect a positive and significant loading
on these variables. Similarly, we would expect the revaluation at bid failure (CARs) to be positive and statistically signif-
icant. Table 6 confirms that a high revaluation predicts a higher rate of subsequent completed acquisitions. However,
specifications both for the whole sample and for the cash-only subsample show that there is no differential positive
effect associated with financial- or PE-led bids for small targets.3* Financial- and PE-led bids for small targets are not
subsequently acquired faster than larger targets.

To analyze the effect of the offer premium in future acquisitions on revaluations, we regress future expected pre-
mium on bidder type, the usual set of explanatory variables and CARs. We proxy for future expected premium using
the inflation-adjusted deal value of a subsequent successful bid divided by target market capitalization 4 weeks before
initial bid failure.3> We also account for the medium of payment, premium, bid attitude and tender offer. In addition,
we include the number of years between the initial bid failure announcement and the effective date of the subsequent
and successful acquisition of the target (Years) to partly control for the length of the period until a subsequent offer.
Following the logic that the differential revaluation attached to financial and private equity bidders for small targets
merely reflects a higher price offered in future completed bids, we would expect a positive and significant coefficient
on Financial x SizeQ1 and PE x SizeQ1. Table 7 reports the results. The coefficients on financial bidder types for small
targets are not significant and often negative in the cash-only sample. These findings suggest that our interpretation
is robust after controlling for possible anticipation effects of future acquisitions.3¢

The differential speed of or value paid in future acquisitions does not explain the differential revaluation for
Financial- and PE-led bids for small targets vis-a-vis other larger targets. Still, when Financial- and PE-led bids for small
targets fail, it is possible that the market anticipates a subsequent bid by a strategic bidder at a higher price even if
such a bid is not realized later on. Because financial bidders tend to pay lower prices than strategic bidders (who also
pay for synergies), the expectation of the market may be that a failed financial bid is likely to be followed by a strate-
gic bidder paying a higher premium for the target. However, as the expected future bid becomes unlikely, the price
should correct accordingly, and the differential revaluation should revert in the long term. To examine this possibility,
we follow Malmendier et al. (2016) and use the calendar-time portfolio approach to estimate the long-run abnormal
returns of targets over 3, 6 and 12 months after bid failure.3” We construct equal-weighted portfolios by including
targets that receive a bid failure announcement in the previous month and keep them in the portfolios for the next 3,
6 and 12 months. Then, we obtain alphas from regressing target returns on local market indices. To incorporate the
time-varying nature in the number of target firms in the portfolios, we use weighted least squares regressions (WLS),
where the number of target firms in the portfolio determines the weights.

Table 8 presents the results. Columns labeled “3 months,” “6 months” and “12 months” report alphas from WLS
regressions over estimation periods of 3, 6 and 12 months, respectively. Statistical significance from t-tests is reported
in brackets. We find that all alphas for groups Financial x SizeQ1 and PE x SizeQ1 are statistically insignificant for each
horizon. This means that the revaluation difference between small firms targeted by financial (private equity) bidders
and other targets is unlikely to revert in the post-failure period. Thus, our results are more consistent with mispricing
than with differential anticipation of future bids at higher prices.

34 Results hold in alternative specifications where we drop CARs as control variables, or we interact CARs with bidder type.

35 The advantage of using the target market capitalization before bid failure to normalize future premium enables alignment with other control variables in
terms of time.

361n unreported tests, we substitute Log(Targetsize) by SizeQ1 interacted with bidder type. We also interact CARs with bidder type. These alternative specifi-
cations do not have any bearing on the results.

37 Using a buy-and-hold approach delivers similar results.

85UB0| 7 SUOIIOD BATER1D 3(qeotjdde 8y Aq peusenob ae saoiie VO ‘8sn JO Sa|nJ 10} Afeiq1T 8UIjUO 8|1 UO (SUORIPUD-PLE-SWLR)/WI0D" A3 1M ARe1q]1[Bul|Uo//SdNY) SUORIPUOD pue SWB | 8U188S *[5202/90/50] U0 ARigiaulluO 3|1 ‘BRUdNeN 8d 81SRAIUN A 609ZT ©4d(/TTTT 0T/I0p/w0d &3] 1m Al 1puljuo//sdiy wouj papeojumoq ‘0T-6 ‘2202 ‘LS6589%T



14685957, 2022, 9-10, Downloaded from https://onlinelibrary.wiley.com/doi/10.1111/jbfa. 12609 by Universite De Neuchatel, Wiley Online Library on [05/06/2025]. See the Terms and Conditions (https://onlinelibrary.wiley.com/terms-and-conditions) on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License

1855

(sanuiuod)

[98°0-] [Tot-] [€80-] [6670-] [oz0] [e£0] 7L 0] [9£0]
ST0— LT0— ¥1°0— LT0— 600 600 600 (0]40) aBp1aAa| J98.10]
[eT 0l [800l [sT0l [600] [o£0-] [69°0-1 [T£0-] [69:0-1
100 100 200 100 00— 00— 00— Y00~ b3a8ip]
[9ee] loee] [ste] [evel [seel [see] l6€T] [reel
=870 w60 «+05°0 «IG0 ~8€°0 «8€°0 «6E0 ~8€°0 sYvD
[T97] [T97] [T€0-] [re0-1]
€50 €50 0T'0— TT0— (€) TO2zIS X 218230115
[z90] [s90] [90°0] [s0°0]
€50 4%0) Y00 €00 (2) TD2215 X 3d
[0€0-] [62°0-] [95°0-] [85°0-1
600~ 800~ AN LT0— id
[se0-] [85°0-] [sz0] [eT0-] [es0] [T90] [e90] [sz0]
9z0— ov'0— (%0] 00— 120 ¥Z0 €20 920 (1) TO22IS X Jp1oUDULY
[£eT] [ozT] [S£7T] [05T] [97°T] [oz'T] [€TT] VARA
Se0 0€0 J€0 920 1€0 z€0 610 610 |p1UDULS
(etT) (ot) (6) (£) (9) (¥) (€) (T)
%00T = ysed ul Aed a|dwes ||y
uonjezijejided 39)4ew 3a8.1e3 Aq pajeds anjeA |eap pa3a|dwod a4nin4
WM suoljisinboe pajs|dwod aunjny ut anjeA [eap pajdadxd :spiq a4njny jo uonjedpiuy £ 379V.L
z




14685957, 2022, 9-10, Downloaded from https://onlinelibrary.wiley.com/doi/10.1111/jbfa 12609 by Universite De Neuchatel, Wiley Online Library on [05/06/2025]. See the Terms and Conditions (https://onlinelibrary.wiley.com/terms-and-conditions) on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License

"AjPAI3DadSsDU ‘9OUBIIUSIS %0T PUB %G ‘%1 93€dIpUl , pue .,

'syayoelq

Ul 3Je $213S1383S-1 3SNQOJ-A}ID13SEPAYSOIaIaH Ysed ul Ajny pred aq 03 spiq Ajuo apnjoul 8-G suwnjo) ‘d|dwes 3joym ay3 03 JajaJ - SUWN|0D) 'S9POD D[S HSIP-aU0 U0 pased aJe sajuwnp
AJ3snpuj “JeaA JuswaduNouUEe pig dY3 UO Paskeq a.e SAILWNP JeaA ‘¢ d|ge] Ul pauljap pue suoissaldad ||e ul papn|oul aJe JUeISUOD e pue (1afJQ4apual pub aj13SoH ‘Wniwald ‘Ysp) ‘(2zis18.p] )8o7)
S|043U0D J3Y30 || "Padinboe s 398.4.3 ay3 91ep 9Y3 03 24N|1e) [ESP JUIIIND WO.H S33 ] 3 SIBIA JO JDQUINU B3 104 SPUB)S U2aM]A( SID3A *S}DSSE |BJO} JOAO SIXE] PUE }S193U] 940)3q SSuluJed }981ey
SI YOy 1281p] "uoijezi|elided 1oy.Jew ja3.e] JOA0 1qap WIa}-3uo| 1984e) S| 2501aA9| 1281p] "A3INbS JO anjeA 300(q JaAO0 uoljezi|ejided joxJew 393.e) sI b JaBIp] "MOpUIM (GZ + 4 ‘GZ — g) 943 JoA0
pa3ndwod uJnjaJ [ewIoude SAIFe|NWND 3Y3 S Sy "3]134enb Jamo| ay3 uj paxued s| uoljezijejided 39xJew 328.4e3 33 41 SUO Sjenba TDazIS "S1appIq 13430 40} 043z pue A}inba a3eAlid Aq pajelyiul
Spiq 40} auo sjenba J4 "9SIMI3YI0 049Z pue sIapplq (21891e.1S) [eIdUBUL) AQ PaleIlIul SPIg 40} 9Uo s|enba (215210.1S) [PI2UDUIH “JUSWSDUNOUUE PIg 03 Jolid $Y99M Jepuajed 7 uoljezijejided 1ox.ew
198.e3 Aq pajeds sl anjeA |ea( ‘2Jn|ie} piq |el}iul 3y} Ja3je uoi}isinboe pa3a|dwod e wod) SOAISI34 A||[ENJUSAS W1y 3986 B Jey) aN|eA [eap 24NNy Y3 UO Uoissaldal 510 s}lodad a|qes siy] 230N

SALVA anD ZHANG

00T ¥80 (€) = (¢):(3nleA-d) 35934

LEO €0 (€)= (T):(enjeA-d) 35334

A A A A A A A A sajuwnp Aasnpuj

A A A A A A A A salwwinp Jeax

A A A A A A A A papn|aul s|043u03 J3y30

€€90 €€90 1€90 9€9'0 6850 6850 8850 1650 paJenbs-y pajsnipy

691 691 691 691 £8C /8¢ /8¢ £8C SUOIbAIBSGO
[egs] [6t7°S] [s9¢] (196l [86¥] [667] [cos] [v0's]

+xC1°0 AN +xCT°0 wxxC1°0 «+0T°0 +:0T°0 w010 «+0T°0 U29M3aq SIDIA
[coc-] [Toc-] [£0C-] [90C-] [cc0o-] [czo-] [czo-] [cc0o-]

68T N YAA +E€T— =EE€T— 610~ 61°0— 0C0— 0C'0— VOY 128.p|

(t49)] (o) (6) (2) (9) (¥) (€) (T)
%00T = ysed ul Aeqd a|dwes ||y

uoijezijejided 3oy ew 398463 Aq pa|eas anjeA |eap pajajdwiod 34nn4

(Penupuod) £ 374vlL

1856



SALVA anD ZHANG 1857

TABLE 8 Post-failure target abnormal returns

Long-term target revaluation

All sample Pay in cash = 100%
3months 6 months 12 months 3months 6 months 12 months
(1) (2) (3) (4) (5) (6)
Financial x SizeQ1 0.005 0.005 0.003 0.002 0.000 —0.003
[0.54] [0.83] [0.51] [0.17] [0.05] [-0.47]
Observations 173 243 316 118 175 259
Adjusted R-squared 0.05 0.02 0.03 0.05 0.03 0.04
PE x SizeQ1 0.008 0.005 -0.001 0.008 0.003 —0.005
[0.70] [0.59] [-0.16] [0.48] [0.25] [-0.76]
Observations 126 181 256 88 139 216
Adjusted R-squared 0.03 0.02 0.02 0.03 0.03 0.03
Strategic x SizeQ1 —0.005 —-0.014** —-0.013*** 0.002 0.004 —-0.007
[-0.82] [-2.78] [-3.26] [0.19] [0.53] [-1.59]
Observations 244 302 343 107 148 197
Adjusted R-squared 0.06 0.02 0.03 0.03 —0.00 0.03
Other Financial —0.005 —0.004 —0.003 —0.007 —0.005 0.002
[-1.27] [-1.31] [-1.33] [-1.63] [-1.64] [0.82]
Observations 571 776 954 369 554 764
Adjusted R-squared 0.04 0.07 0.12 0.04 0.09 0.08
Other Strategic —0.002 —-0.004*  0.001 —0.000 —0.003 —-0.001
[-0.71] [-1.73] [0.36] [-0.05] [-0.86] [-0.34]
Observations 707 860 981 362 521 706
Adjusted R-squared 0.08 0.11 0.17 0.07 0.08 0.09

Note: This table reports post-failure calendar-time portfolio estimates of alphas. Alphas are obtained from regressing monthly
returns of equal-weighted portfolios composed of targets that receive a bid failure announcement in the previous 3, 6 or 12
months on local market indexes. Financial, PE and Strategic refer to subgroups of bids initiated by financial, private equity and
strategic bidders, respectively. SizeQ1 refers to the subgroup of targets with market capitalization ranked in the lower quartile.
Other refers to the subgroup of targets with market capitalization ranked above the lower quartile. Observations is the number
of non-empty portfolios and weighted by the number of target firms in each portfolio. Columns 1-3 refer to the whole sample.
Columns 4-6 include only bids to be paid fully in cash. t-statistics are in brackets.

** **and * indicate 1%, 5% and 10% significance, respectively.

4.3 | s target revaluation driven by the anticipation of future operational
improvements?

The anticipation of future operational improvements could also drive revaluation effects. In the context of hostile bids,
Hirshleifer and Titman (1990) argue that upon bid failure, targets could learn about and implement policies planned
by the bidder. Anticipating this possibility, target prices can adjust. As before, for this to be a source of concern, the
anticipation of operational improvements would need to apply only to failed bids by financial bidders, particularly for
small targets, and not to those by strategic bidders. Put differently, why would only managers of small firms targeted
by financial bidders implement operational adjustments? We can conjecture that financial bidders could have better
policies in mind for targets than strategic bidders. So only targets by financial bidders will put those policies in place.
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Still, this supposition does not explain why smaller targets may have more incentives to bring operational changes

than larger targets. Our tests indicate that the differential revaluation attached to larger targets dissipates upon bid
withdrawal.

Under the view that financial bidders are corporate raiders, we can also argue that, after successfully resisting an
acquisition attempt, target management will become more disciplined and improve operating performance (Safieddine
& Titman, 1999). If unwanted bids by financial bidders wake up target management and make them more engaged,
and consequently lead to a revaluation resulting from the anticipation of improved policies, we should observe that
this revaluation is more pronounced in hostile bids or bids rejected by the target board of directors.3® We note that, in
Table 3, the positive revaluation effect persists in all specifications even after controlling for a hostile deal attitude. In
addition, it is not clear why smaller targets may be more subject to hostility and have more incentives to bring opera-
tional amendments.

In Table 9, we subject our conjectures to formal empirical testing and evaluate whether the differential revaluation
we attribute to ex-ante underpricing of small firms targeted by financial bidders is a reflection of operational changes
that these targets experience after bid failure. To do that, we follow Malmendier et al. (2016) and select a number
of proxies for operational performance typically used in the literature: debt, capital expenditures, employment and
RE&D. For each variable, we compute (1) the change from the calendar year-end before the bid to the calendar year-
end after bid failure (2) the change scaled by total assets and (3) the scaled change relative to the change of a control
firm matched by country, year, two-digit SIC codes and total assets. For each variable, we regress these three expres-
sions on financial bidder type and its interaction with SizeQ1, and the usual set of controls. For ease of exposition,
Table 9 reports the results for the coefficients of interest when operational changes are computed as (3). In general,
the coefficients on Financial x SizeQ1 and PE x SizeQ1 are insignificant both in the whole sample and in the cash-only
sample. In view of the above evidence, the anticipation of future operational improvements does not seem to be a

plausible interpretation of our findings.

4.4 | Why is target underpricing concentrated in the group of small firms?

Thus far, we have documented that financial bidders reveal greater prior-bid target underpricing than strategic bid-
ders when targets are small, but we have not discussed what is the economic mechanism behind the small firm size.
Literature commonly associates smaller firm size with a poorer information environment (Atiase, 1987) and hence a
higher likelihood of underpricing. In an attempt to check for this channel, we follow Karpoff et al. (2013) and replace
firm size with alternative proxies for information asymmetry. However, most alternative proxies have a large fraction
of missing observations. As a result, our sample shrinks significantly, hindering us from making a strong claim that it is

information asymmetry at work.3?

5 | CONCLUSION

Acquisitions are attempts by bidding firms to exploit not only synergies but also other sources of gains. We find that,
upon bid failure, financial-led and strategic-led acquisition bids lead to significantly different target revaluations where
target underpricing is concentrated, that is, when target firms are small. We further show that it is private equity bid-
ders who induce larger revaluations than strategic bidders. This finding suggests that private equity firms attempting

to buy small targets are more likely associated with underpriced targets than strategic bidders.

38 When we follow Savor and Lu (2009) and Malmendier et al. (2016) and search news to identify directly the reason for failure, we find that financial bids on
small firms are rejected by directors in around 15% cases and are not associated with any significant positive revaluation.

39 Analysis results using alternative proxies of information asymmetry are available upon request.
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This differential revaluation between financial and strategic bidders is consistent with the idea that the bidder type

conveys information to the market about ex-ante mispricing and that beyond the information conveyed by the medium
of payment. Furthermore, our evidence suggests that, while strategic bidders signal underpricing by using cash as a
method of payment, financial bidders, precisely private equity, signal underpricing with their identity when target
firms are small. In this sense, our findings suggest that private equity bidders act as a mechanism to correct under-
pricing when price deviations are most likely. This observation is particularly relevant as private equity acquirers are
often criticized on the basis that they maximize investor returns at the expense of other stakeholders’ welfare. All in
all, our findings offer novel insights and contributions to different strands of the literature.
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