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The Geography of Block Acquisitions
JUN-KOO KANG and JIN-MO KIM*

ABSTRACT

Using a large sample of partial block acquisitions, we examine the importance of
geographic proximity in corporate governance and target returns. We find that block
acquirers have a strong preference for geographically proximate targets and acquirers
that purchase shares in such targets are more likely to engage in post-acquisition
target governance activities than are remote block acquirers. Moreover, the targets
of these acquirers realize higher announcement returns and better post-acquisition
operating performance than do targets of other types of acquirers, particularly when
they face greater information asymmetries.

IT 1S WELL KNOWN THAT DESPITE THE SUBSTANTIAL GAINS from international diversi-
fication, investors exhibit a strong preference for domestic stocks (French and
Poterba (1991), Kang and Stultz (1997)). Recent studies show that this so-called
home bias phenomenon in international portfolio selection exists even in domes-
tic portfolio selection, and that investment returns in local holdings are higher
than those in nonlocal holdings. For example, Coval and Moskowitz (1999) show
that U.S. mutual fund managers exhibit a strong preference for local stocks, and
using data on individual investments, Zhu (2002) and Ivkovic and Weisbenner
(2005) find that a strong preference for local stocks also exists for individual
investors. Coval and Moskowitz (2001) and Ivkovic and Weisbenner (2005)
also show that U.S. mutual fund managers and individual investors, respec-
tively, earn significant abnormal returns on geographically proximate invest-
ments. Several studies establish that the observed local bias is largely driven
by information asymmetry between local and distant investors. For example,
Coval and Moskowitz (1999) show that the extent of the local bias is higher for
small, highly leveraged firms that produce nontraded goods, and Ivkovic and
Weisbenner (2005) find that abnormal returns for local investments are higher
among non-S&P 500 index stocks for which information asymmetry problems
are severe. Similarly, using a large sample of analysts, Malloy (2005) shows
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that geographically proximate analysts issue more accurate earnings forecasts
than do other analysts and that this accuracy is strongest for firms located
in small cities or remote areas.! Overall, these findings suggest that investors
and analysts located near a firm have an information advantage over other in-
vestors and analysts with respect to the firm, possibly due to relatively easier
access to value-relevant information about the firm and that this information
advantage allows geographically proximate investors to earn superior returns
from their investments.

In this paper, we extend this new literature on geographic proximity by study-
ing how both corporate governance activities of block acquirers in targets and
target announcement returns are affected when the acquirers are located near
the targets. We take the information asymmetry that arises from geographic
proximity to be a key determinant of block acquirers’ governance activities
in targets and target announcement returns. The rationale for this prediction
is twofold. First, geographically proximate acquirers should enjoy significant
information advantages with respect to local targets. For example, acquirers
located near targets have better access to information than remote acquirers
because they can more easily obtain valuable private information about the
targets through informal talks with CEOs, employees, and customers, or they
can more readily visit the targets and directly observe the targets’ operations.
It is also possible that compared to remote acquirers, acquirers located near
targets expend less time collecting information about their targets since they
are on-the-spot. These information advantages provide block acquirers of geo-
graphically proximate targets with enhanced monitoring capabilities, and thus
stronger incentives to monitor their proximate targets.

Second, monitoring of target management involves substantial costs, costs
that are likely to increase with the distance between the acquirers and their
targets because monitoring of remote targets usually requires increased com-
munication and transportation costs. For example, Sussman and Zeira (1995)
present a model in which banks face monitoring costs that increase in distance.
Consistent with this prediction, Peterson and Rajan (2002) and Degryse and
Ongena (2005) show that transportation costs cause price discrimination in
bank lending. Similarly, in the context of U.S. venture capital, Lerner (1995)
finds that the board membership of venture capital in private biotechnology
firms is partly determined by the distance between firms and venture capital-
ists. He argues that the large monitoring costs associated with frequent visits
to the firm and intensive involvement in the firm’s operation discourage more
remote venture capitalists from actively participating in governance activities
in the firm.

These arguments suggest that compared to remote acquirers, geographi-
cally proximate block acquirers have significant advantages in their ability
to actively pursue post-acquisition target governance activities. To the extent
that increased or enhanced monitoring activities translate into better firm

! Loughran and Schultz (2005) examine the effect of a firm’s geographic location on liquidity and
find that rural stocks attract less analyst coverage and observe less trading than do urban stocks.
These results suggest that geographic location also affects liquidity.
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performance, these arguments also suggest that targets of geographically proxi-
mate acquirers should experience both higher abnormal announcement returns
and better post-acquisition operating performance than other types of targets.
Further, to the extent that the benefits of monitoring are likely to be especially
valuable for firms that are perceived by the market as having high information
asymmetries, positive target announcement returns and post-acquisition oper-
ating performance should be particularly pronounced when targets are small
or risky, when they have a higher level of R&D investments, when they have
high insider ownership, or when they experience poor past performance.

Using state identifiers and physical distance as our primary measures of
geographic proximity, we find results that are consistent with the predictions
above. Defining a partial acquisition as one in which the bidding firm acquires
at least 5% but less than 50% of the target’s voting shares, for a sample of
799 partial acquisitions in the United States during the 1990 to 1999 period,
we find that geographically proximate block acquirers are more likely to be
involved in post-acquisition governance activities in targets than are remote
block acquirers.? Specifically, acquirers located within the same state as the
target (hereafter referred to as “in-state acquirers”) and those located within
250 miles or 100 kilometers of the target (hereafter referred to as “local acquir-
ers”) are more likely to have their representatives on the target’s board and
to replace poorly performing target management after block share purchases.
Therefore, information advantages that arise from geographic proximity pro-
vide blockholders located near targets with strong incentives to actively mon-
itor target managers, fostering corporate governance activities in targets. To
the extent that investors’ monitoring costs increase with physical distance from
the target because of extra communication and transportation costs, the results
also suggest that monitoring costs are an important determinant of governance
activities of acquirers in targets.

Furthermore, targets of in-state acquirers and those oflocal acquirers experi-
ence both higher abnormal announcement returns and better post-acquisition
operating performance than those of other acquirers. The positive valuation ef-
fects are more pronounced when targets are smaller, when targets are riskier,
when targets have a higher level of R&D investments, when targets experi-
ence worse past performance, or when targets have higher insider ownership.
The effects are also particularly strong for geographically proximate targets
in which the acquirers have their representatives on the targets’ boards. To
the extent that the benefits of monitoring are likely to be more valuable for
targets that have greater information asymmetries, such as small or risky tar-
gets, targets with high R&D intensity, targets with poor past performance,
and targets with high insider ownership, and that local information related to
these targets is more difficult to obtain by nonlocal acquirers, our findings
also suggest that geographically proximate investors are better able to ex-
ploit their informational advantage when local firms have opaque information
environments.

2We focus on acquisitions by block acquirers since more detailed information on ownership
changes and post-acquisition governance activities is publicly available for these acquisitions.
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We also examine whether block acquirers exhibit a bias toward geographi-
cally proximate targets. We find that the actual fraction of targets acquired by
firms located in the same state is 19.77% while the mean and median expected
probabilities of being acquired by firms located in the same state (the fraction
of all public firms that reside in a certain state relative to all public firms in
the United States) are only 7% and 5.44%, respectively. Thus, block acquirers
exhibit a strong preference for targets located near them, indicating that geo-
graphic proximity plays an important role in determining acquirers’ choice of
targets.

In evaluating the role of geographic proximity in acquisition decisions, we
extend the existing literature in two important ways. First, several studies
document that it is the information asymmetry between local and nonlocal in-
vestors that drives the preference for local stocks (Coval and Moskowitz (1999),
Ivkovic and Weisbenner (2005)). Our paper shows further that geographic prox-
imity has an important effect on investors’ target choices and their incentives
to perform an active governance role in targets.

Second, by providing a link between geographic proximity and firm value,
our analysis offers additional evidence on the role of distance in investment
performance, and on how the extent of information asymmetry is related to the
source of gains in partial block acquisitions.?

It should be noted, however, that targets in our sample are relatively small,
with a median book value of total assets of only about $68 million. This small
sample bias limits our ability to generalize the paper’s findings to other settings
in which targets involved in acquisitions are large.

The remainder of the paper proceeds as follows. Section I describes the data
and methodology we use to measure the distance between the acquiring firm
and the target firm. In Section II, we provide the frequency of post-acquisition
governance activities of block acquirers in targets and the results from logistic
regressions. In Section III, we report abnormal returns and long-term operating
performance for targets and present results from cross-sectional regressions.
Section IV presents the results from robustness tests. Finally, we present sum-
mary and concluding remarks in Section V.

I. Data and Methodology
A. Data

Our sample consists of domestic block share acquisitions between 1990 and
1999. The initial sample of block share acquisitions comes from Thomson Fi-
nancial’s Security Data Corporation (SDC) Platinum database. We first identify
partial acquisitions, that is, those in which the acquirers initially hold less than
5% of a target firm’s outstanding shares and then purchase more than 5% but

3 The only paper that investigates the association between geographic proximity and firm value
in mergers and acquisitions is that of Kedia, Panchapagesan, and Uysal (2004). However, they
focus on acquirer returns in takeovers that lead to a complete transfer of ownership and do not
examine whether geographic proximity affects the extent to which acquirers monitor targets.
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less than 50% of its outstanding shares. We then exclude deals in which the
acquirer ends up with more than 50% of a target firm’s outstanding shares
within the 3 years following the acquisition and cases in which the acquirer
is either an Employee Stock Ownership Plan or an Employee Benefits Trust.
We also exclude cases in which the acquirer is a group of companies, individu-
als, or investment firms (i.e., more than one acquirer), since the identity of the
acquirer that initiates post-acquisition governance activities in targets is not
clear. To avoid distance outlier effects, we also exclude cases in which acquirers
or targets are located in Alaska, Hawaii, Puerto Rico, or the Virgin Islands. Fi-
nally, we require that a block share purchase’s initial public announcement date
be available in Factiva, where the announcement date is the date that a news
announcement first appears in this publication, and that stock returns and fi-
nancial data for targets be available in the CRSP returns and COMPUSTAT
tapes, respectively. These restrictions result in a final sample of 799 targets.

We obtain data on the top executive, board of directors, and managerial own-
ership of targets from proxy statements and annual reports. We examine these
sources during the period associated with a block holding, specifically, for the
three years following the acquisition. We define the holding period as the pe-
riod from the date when an investor announces the acquisition of a target firm’s
block equity to the date when it decreases its holding in the target to less than
5%.

B. Descriptive Statistics and Methodology

Table I reports the distributions of the sample of 799 block acquisitions ac-
cording to target industry, year, and whether the acquirer and target are located
in the same state. Most of the targets are in manufacturing (46.3%), services
(21.5%), and wholesale and retail trade (10.8%). The years 1996 and 1995 are
the most active years with respect to acquisition announcements, with 110
(13.8%) and 94 (11.8%) cases, respectively. In-state (out-of-state) acquisitions
in which the acquirer and the target are located in the same (different) state
account for 19.77% (80.23%) of the sample. While most of the bidders engage
in a single acquisition activity, some bidders participate in multiple activities.
Of 799 block acquisitions, 616 are single acquisition activities while 183 are
multiple activities undertaken by 65 bidders. Of these 183 acquisitions, 16 are
in-state acquisitions and 167 are out-of-state acquisitions.

We use state identifiers as our primary measure of geographic proximity since
a firm’s state can serve as an important geographic constraint to information
flows. Specifically, in-state acquirers may realize information advantages over
other acquirers located in different states as the former can derive more rel-
evant information about local firms from statewide information sources. For
instance, local media such as newspaper, radio, and television regularly pro-
vide coverage of events within the state. In addition, in-state acquirers can
access information about state regulations that influence their corporate pol-
icy, performance, and even governance activities more easily and accurately
than can out-of-state acquirers. Consistent with this view, Audretsch and
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Feldman (1996) emphasize that the most relevant unit of policy making is at
the level of the state. These arguments suggest that state-level government
and legal systems, including state courts and legislatures, have an important
influence on the operation and governance activities of acquirers. Thus, a firm’s
geographic proximity as proxied by its state is likely to capture an important
local-investor information advantage and hence to serve as a good proxy for the
measure of informational distance.

As in the previous literature, we also use physical distance between the head-
quarters of the acquirer and the target as an alternative measure of geographic
proximity. In particular, we use the SDC database to obtain the location of ac-
quirers and targets.* We then match the location data with data from the U.S.
Census Bureau’s Gazetteers and Zip Code Database to obtain information on
the latitude and longitude of acquirers and targets and use the standard for-
mula for calculating the distance, d; ;, between the acquirer and the target as
follows:

d;,j = arccos{cos(lat;) cos(lon;) cos(lat ;) cos(lon ;)

+ cos(lat;) sin(lon;) cos(lat ;) sin (lon ;) + sin(lat;) sin(layj )}27r /360,

where [at and lon are the latitudes and longitudes of the acquirer and the target
locations, respectively, and r denotes the radius of the earth (approximately
6,378 kilometers).

Figure 1 presents the geographic distribution of our sample acquirers and
targets across the continental United States. The figure shows that our sample
distribution resembles a plot of population across locations. It also shows that
many cases of in-state acquisitions cluster on top of each other around major
cities such as New York, Chicago, and Los Angeles. In addition, Table II shows
that on average, large-block acquirers are 1,559 kilometers from their targets.
The mean distance between the acquirer and the target for the sample of in-
state block acquisitions is 92 kilometers, with a median of 15 kilometers, and the
corresponding mean distance for the sample of out-of-state block acquisitions
is 1,921 kilometers, with a median of 1,662 kilometers. To measure the extent
of local bias, we follow Kedia, Panchapagesan, and Uysal (2004) and estimate
the expected probability that the target will be acquired by a firm within the
same state. We assume that all public firms located within the same state as
a target could be potential acquirers. Thus, the fraction of all public firms that
reside in a given state relative to all public firms in the United States is the
target’s expected probability of being acquired by firms located in the same
state.’ Specifically, using company headquarters data from COMPUSTAT, for
every partial block acquisition transaction we estimate this fraction for the

4 Since SDC does not provide information on individual acquirers’ geographic location, we collect
their location information from 13D filings and news articles.

% One concern in using this measure of expected probability is that it does not include privately
held firms and individual investors as potential acquirers. Thus, to the extent that the proportion of
privately held firms and individual investors located within the same state as a target is not equally
distributed across the states, our definition of expected probability is subject to measurement bias.
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Figure 1. Distribution of block acquirers and targets across the United States. The sam-
ple consists of 799 domestic partial block share acquisitions between 1990 and 1999. We obtain
the initial sample of block share acquisitions from Thomson Financial’s Security Data Corporation
(SDC) Platinum database. We first identify partial acquisitions in which the acquirers initially held
less than 5% of a target firm’s outstanding shares and then purchased more than 5% but less than
50% of its outstanding shares. We then exclude from the sample deals in which the acquirer ends
up with more than 50% of a target firm’s outstanding shares after the acquisition. We also exclude
cases in which the acquirer is either an Employee Stock Ownership Plan or an Employee Benefits
Trust and cases in which the acquirer is a group of investors, companies, individuals, or investment
firms (i.e., more than one acquirer). Finally, to avoid distance outlier effects, we exclude cases in
which acquirers or targets are located in Alaska, Hawaii, Puerto Rico, or the Virgin Islands.

year prior to the announcement. We find that the mean and median expected
probability of being acquired by a firm located in the same state is 7% and 5.44%,
respectively. As shown in Table I, since the actual fraction of targets purchased
by in-state acquirers in our sample is 19.77%, our findings suggest that like
U.S. fund managers and individual households, U.S. block shareholders exhibit
a strong preference for geographically proximate firms.®

Table III presents summary statistics for the sample targets. We measure
target characteristics at the fiscal year-end that immediately precedes the an-
nouncement date of block share acquisitions. The mean (median) total assets
are statistically different between targets in in-state acquisitions and those in
out-of-state acquisitions: The mean (median) total assets for the targets in in-
state acquisitions is $293 ($38) million, and the corresponding total assets for

6 Qur sample includes cases in which mutual funds (SIC code = 6,722) acquire block shares in
targets. These cases, however, account for only 1.3% (10 cases) of the total sample. The extent of
local bias documented in this paper is not affected when we exclude these cases from our analyses.
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Table I1
Extent of Local Bias

The sample consists of 799 domestic partial block share acquisitions between 1990 and 1999. We
obtain the initial sample of block share acquisitions from Thomson Financial’s Security Data Cor-
poration (SDC) Platinum database. We first identify partial acquisitions in which the acquirers
initially held less than 5% of a target firm’s outstanding shares and then purchased more than
5% but less than 50% of its outstanding shares. We then exclude from the sample deals in which
the acquirer ends up with more than 50% of a target firm’s outstanding shares after the acquisi-
tion. We also exclude cases in which the acquirer is either an Employee Stock Ownership Plan or
an Employee Benefits Trust and cases in which the acquirer is a group of investors, companies,
individuals, or investment firms (i.e., more than one acquirer). Finally, to avoid distance outlier
effects, we exclude cases in which acquirers or targets are located in Alaska, Hawaii, Puerto Rico,
or the Virgin Islands. In-state (out-of-state) acquisitions are those in which the acquirer and the
target are located in the same (different) state. The expected probability of being acquired by firms
located in the same state is the fraction of all public firms that reside in a given state relative to
all public firms in the United States.

Distance (Kilometers)

Total Sample

Mean 1,558.99

Median 1,244.14
Sample of In-State Block Acquisitions

Mean 92.33

Median 14.89
Sample of Out-of-State Acquisitions

Mean 1,920.50

Median 1,661.76
The Actual Fraction of Targets Acquired by Firms Located 19.77

in the Same State (%)
Expected Probability of Being Acquired by Firms Located
in the Same State (%)
Mean 7.00
Median 5.44

the targets in out-of-state acquisitions is $943 ($78) million. The mean (me-
dian) equity ownership by managers (the sum of equity ownership by officers
and directors) is also distinguishable between targets in in-state acquisitions
and those in out-of-state acquisitions, at 27% (23%) versus 21% (15%), respec-
tively. Thus, block acquirers prefer firms that are small or firms that have high
insider ownership when they choose to purchase shares in local targets. In con-
trast, equity ownership by other institutional investors, equity ownership by
other institutional blockholders, and past operating performance (operating in-
come/total assets) are lower for targets in in-state acquisitions than for those in
out-of-state acquisitions. Leverage (total debt/market value of equity plus book
value of debt), prior stock return (three-digit SIC industry-adjusted return for
the past 1 year before the block acquisition), and Tobin’s ¢ (market value of
equity plus book value of debt/book value of total assets) show little statistical
difference between the two groups.
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Following Denis, Denis, and Sarin (1997), we define the CEO as the top ex-
ecutive of the firm. If a firm has no CEO, the chairman (or president if there is
no chairman) is assumed to be the top executive of the firm. The mean and me-
dian ages of top executives are significantly younger for the targets in in-state
acquisitions than for those in out-of-state acquisitions. However, the mean and
median tenures of top executives and the fraction of targets in which a chair-
man is the top executive are not statistically distinguishable between the two
groups. Defining founders as executives who are described as founders in the
proxy statement or annual statement, or as those who have held the position of
top executive since the inception of the firm, the fraction of targets in which a
founder is the top executive is also not significantly different between the two
groups.

Next, we find that in-state acquirers purchase a larger percentage of shares
up to 3 years after the first transaction than do out-of-state acquirers. The tests
of differences in mean and median percentages of shares acquired across the
two groups reject the null hypothesis of equal percentages. Finally, we find that
the standard deviation of monthly target stock returns over the past 5 years
and the ratio of R&D expenditures to total assets are not significantly different
between the two groups.

In Table IV, we compare important transaction characteristics between in-
state and out-of-state acquisitions. Panel A presents summary statistics for
block ownership holding periods. The panel shows that 45% of in-state acquir-
ers hold block shares for longer than 3 years, in comparison with 29% of out-
of-state acquirers. Moreover, while 44% of the out-of-state acquirers hold block
shares for less than 1 year, the corresponding number for in-state acquirers
is only 27%. These holding period differences between in-state and out-of-state
acquirers are significant at the 1% level, indicating that in-state acquirers tend
to hold block ownership for a longer period of time than out-of-state acquirers.
These results are consistent with those of Coval and Moskowitz (2001), who
show that fund managers trade far more frequently in their remote holdings
than in their local holdings. To the extent that “dedicated” institutional in-
vestors have a long investment horizon and actively engage in monitoring man-
agement, whereas “transient” institutional investors have a short-term horizon
and behave more like passive investors (Bushee (1988)), our findings also indi-
rectly suggest that in-state acquirers are more likely to function as dedicated
investors and out-of-state acquirers are more likely to function as transient
investors.

Panel B of Table IV summarizes the fractions of acquirers who indicate that
the motivation behind their share purchases is to secure control of their targets.
The panel also reports the fraction of acquirers who operate in the same indus-
try as the targets and the fraction of acquirers who are corporations, financial
institutions, or individual investors. We classify the acquisition as control re-
lated if the acquiring firm discloses in a 13D filing that it seeks control of the
target. According to this classification, 6% of the deals in in-state acquisitions
and 5% of the deals in out-of-state acquisitions are control motivated. The dif-
ference between the two groups, however, is not statistically significant. We
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Table IV
Distribution of Partial Acquisition Activity by Holding Period,
Purpose of Acquisition, Industrial Relatedness, and Acquirer Type

The sample consists of 799 domestic partial block share acquisitions between 1990 and 1999. We
obtain the initial sample of block share acquisitions from Thomson Financial’s Security Data Cor-
poration (SDC) Platinum database. We first identify partial acquisitions in which the acquirers
initially held less than 5% of a target firm’s outstanding shares and then purchased more than 5%
but less than 50% of its outstanding shares. We then exclude from the sample deals in which the
acquirer ends up with more than 50% of a target firm’s outstanding shares after the acquisition.
We also exclude cases in which the acquirer is either an Employee Stock Ownership Plan or an
Employee Benefits Trust and cases in which the acquirer is a group of investors, companies, indi-
viduals, or investment firms (i.e., more than one acquirer). Finally, to avoid distance outlier effects,
we exclude cases in which acquirers or targets are located in Alaska, Hawaii, Puerto Rico, or the
Virgin Islands. In-state (out-of-state) acquisitions are those in which the acquirer and the target
are located in the same (different) state. We classify the acquisition as control motivated if the ac-
quiring firm discloses in a filing of 13D that it seeks control of the target. Numbers in parentheses
are the percentages of observations in each category. Numbers in the test-of-difference columns
denote p-values. The symbols * and *** denote significance at the 10% and 1% levels, respectively.

In-State Out-of-State
Acquisitions (A) Acquisitions (B) Test of Difference
Holding period N =158 N =641 (A-B)

Panel A: Distribution by Holding Period of Block Ownership

Less than 1 year 43 (27) 284 (44) 0.00***
More than 1 but less than 2 years 27 (17) 106 (17) 0.87
More than 2 but less than 3 years 17 (11) 66 (10) 0.86
More than 3 years 71 (45) 185 (29) 0.00***

Panel B: Distribution by Purpose of Acquisition, Industrial Relatedness, and Acquirer Type

Acquisitions with control purpose 10 (6) 29 (5) 0.35
Acquisitions in which the bidder and the 29 (18) 102 (16) 0.46
target are in the same industry (at
least to the first two digits of the SIC

code)

Acquisitions in which acquirers are 47 (30) 236 (37) 0.10*
corporations

Acquisitions in which acquirers are 76 (48) 286 (44) 0.43
financial institutions

Acquisitions in which acquirers are 35 (22) 119 (19) 0.31

individual investors

also find that the fraction of acquirers who operate in the same industry as the
targets (at least to the first two digits of the SIC code) and the fraction of acquir-
ers who are either financial institutions or individual investors are statistically
indistinguishable between in-state and out-of-state acquisitions. However, the
fraction of acquirers who are corporations is significantly different at the 10%
level between in-state and out-of-state acquisitions (30% vs. 37%).

II. Geographic Proximity and Governance Activities

To explore the link between geographic proximity and corporate governance,
in this section we examine the effects of distance on the extent to which block
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acquirers monitor targets. We examine two types of governance activities that
block acquirers initiate after an acquisition, namely, board representation and
nonroutine top executive turnover activities. We examine board representation
by block acquirers because previous studies show that having outside directors
on the board plays an instrumental role in internal governance. Brickley and
James (1987), Weisbach (1988), and Byrd and Hickman (1992), for example,
show that independent outside directors protect the interests of shareholders
when there are agency problems between managers and shareholders. Given
that the board members represented by block acquirers are independent outside
directors, we expect that they play an important role in monitoring target man-
agement. We also examine nonroutine top executive turnover since removal of
the top executive is considered to be one of the most aggressive actions taken
in the course of corporate governance. See, for example, Denis et al. (1997),
Bethel, Liebeskind, and Opler (1998), and Kang and Shivdasani (1995), who
document that outside blockholders play an important role in top executive
turnover.

A. Univariate Results

We obtain information about board representation and top executive turnover
events from proxy statements and annual reports by searching these sources
for the 3 years from the date of the acquisition. Following Denis et al. (1997),
we refer to turnover events in which the top executive is removed due to death,
illness, or other nongovernance-related reasons as routine turnover. Also, we
classify a management change as normal if the stated reason for the change is
retirement and the retiring manager is between the ages of 64 and 66. We refer
to all other turnover events as nonroutine turnover.

Table V summarizes the frequency of both director appointments in the tar-
get’s board and nonroutine top executive turnovers initiated by block acquirers.
The table shows that 47.5% (75 out of 158) of in-state block acquirers and only
26.2% (168 out of 641) of out-of-state acquirers actively seek or demand repre-
sentation on the target’s board after the acquisition. Similarly, the board rep-
resentation ratio of block acquirers on the target’s board (number of members
of the board of directors in target appointed by acquirers/total number of mem-
bers of the board of directors in target) is 14% for in-state acquisitions and 6.2%
for out-of-state acquisitions. These differences in the frequency of board rep-
resentation and board representation ratios between in-state and out-of-state
acquisitions are significant at the 1% level. Thus, in-state block acquirers are
more likely to actively intervene in the internal governance process of targets
than are out-of-state acquirers.

Table V also shows that 41.8% (66 out of 158) of targets in in-state ac-
quisitions experience nonroutine top executive turnover during the holding
period, for up to 3 years after the acquisition. In contrast, only 20.7% (131
out of 641) of targets in out-of-state acquisitions experience nonroutine top
executive turnover. Thus, in-state acquirers are about two times as likely
to be involved in removals of the top executive as are out-of-state acquir-
ers. Moreover, the top executive turnover rate over the 3 years following the
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acquisition, regardless of acquirers’ holding periods, is also higher for targets
in in-state acquisitions (48.7%) than for targets in out-of-state acquisitions
(30.8%).

B. Effect of Distance on the Board Representation Ratio

To examine further the role of geographic proximity in block acquirers’ board
representation activity, we perform multivariate tobit regressions using the
board representation ratio as a dependent variable. As a measure of geographic
proximity, we use a dummy variable that equals one if the acquirer and the tar-
get are located within the same state (hereafter referred to as the “in-state
dummy”). As an alternative measure of geographic proximity, we also use a
dummy variable that equals one if the acquirer and the target headquarters
are within 250 miles of each other (hereafter referred to as the “local dummy”).
Ivkovic and Weisbenner (2005) argue that the distance of 250 miles is a plausi-
ble upper bound on the span of “local information,” that is, information reach-
able with a daily round trip by car. Accordingly, we set the perimeter of locality
at a distance of 250 miles and classify acquisitions in which the acquirer and
the target are located within 250 miles of each other as local. We also use 100
kilometers as an alternative measure of locality because Coval and Moskowitz
(1999, 2001) and Malloy (2005) define local investors as those located within
100 kilometers of a firm’s headquarters. To the extent that in-state and local
acquirers bear lower governance-related transaction costs than remote acquir-
ers, we expect that these dummy variables have a positive effect on the board
representation ratio.

The regressions also include as transaction characteristics the duration of
block ownership, the percentage of shares acquired over the 3 years following
the transaction date, the type of block acquirers, and industrial relatedness (a
dummy variable that equals one if the acquirer and the target are in the same
two-digit SIC industry, and zero otherwise).” First, block ownership holding-
period length can influence the acquirer’s incentives to perform governance
activities. For example, Demsetz and Lehn (1985) argue that large sharehold-
ers with a long-term horizon have strong incentives to monitor management.
Alternatively, the duration of block ownership can affect an acquirer’s ability to
access information about the target. Investors with a long investment horizon
are likely to accumulate better quality information about the firm over their
holding periods and thus may have significant information advantages over
those with a short investment horizon. Therefore, the incentives of large share-
holders to monitor targets can be positively influenced by the duration of their
block holding period. To measure this effect, we include an indicator variable
that equals one if the holding period of block shares acquired by investors is
longer than 3 years, and zero otherwise.

7 Using the same four-digit SIC codes leaves results for the coefficient on the dummy variable for
industrial relatedness below unchanged. In 17 in-state (42 out-of-state) acquisitions, the acquirer
and the target are in the same four-digit SIC industry.
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With respect to the percentage of shares acquired, in their theoretical work
Shleifer and Vishny (1986) show that the optimal level of monitoring by block
shareholders increases with the size of their equity ownership. As a conse-
quence, we expect a positive relationship between the size of equity ownership
acquired by block acquirers and the extent of their governance activities in
targets.

The incentives to monitor can also depend on the identity of the block acquir-
ers (i.e., corporations, financial institutions, and individual investors). For ex-
ample, if corporate investors who have maintained business relationships with
targets purchase large shares of the targets, they would have few incentives
to monitor target management since active intervention can jeopardize such
relationships. In some cases, these corporate blockholders may act as white
squires to entrench the target managers. These arguments suggest that cor-
porate blockholders are less active in disciplining target managers than block-
holders who are financial institutions or individual investors. Corporate block-
holders, however, typically possess industry knowledge or operating expertise
that is superior to that of other types of blockholders. Since the stock prices
of acquirers are affected by those of targets via a change in the market value
of their equity holdings in targets, corporate blockholders might have strong
incentives to fully utilize their information advantage and operating expertise
in order to maximize target value. In this case, we expect corporate blockhold-
ers to be more actively involved in governance activities in targets than other
types of blockholders. To examine this issue, we include an indicator variable
that equals one if block acquirers are individual investors, and zero otherwise,
and an indicator variable that equals one if block acquirers are financial insti-
tutions, and zero otherwise.

To control for other target characteristics, we include managerial ownership,
firm size, leverage, Tobin’s g, and past operating performance. In unreported
tests, we also control for 39 dummy variables for the acquirers’ state and nine
dummy variables for the year and obtain results very similar to those reported
in the paper. The reported results are therefore robust to this basic check for
state and time effects.

Table VIreports the regression results. In the first two regressions, we use the
state as a measure of geographic proximity. In the first regression, we include
an in-state dummy variable and target characteristics. The coefficient on the
in-state dummy variable is positive and statistically significant at the 1% level,
indicating that the acquirer’s board representation ratio in targets is greater
for in-state acquisitions than for out-of-state acquisitions.

In the second regression we add transaction characteristics. The estimated
coefficients for the in-state dummy variable are again positive with p-values of
0.00. Thus, controlling for transaction characteristics, block acquirers are more
likely to have board representation on the target’s board when they are lo-
cated within the same state as targets. These findings suggest that geographic
proximity has a significant influence on large shareholders’ incentives to per-
form an active governance role in targets. The coefficients on target size are neg-
ative and significant at the 5% level. This result suggests that block acquirers
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are more likely to have their representatives on the target’s board when targets
have greater information asymmetry. Although the coefficients on managerial
ownership and leverage are positive and significant in the first regression, they
lose significance in the second regression. We also find that the board repre-
sentation ratio is positively associated with both the percentage of shares ac-
quired and the dummy variable for the duration of block ownership, supporting,
respectively, Shleifer and Vishny’s (1986) argument on the monitoring role of
large shareholders and Demsetz and Lehn’s (1985) argument that blockholders
with a long-term investment horizon have strong incentives to monitor man-
agement.? The coefficients on both the dummy variable for financial institution
blockholders and the dummy variable for individual investor blockholders are
negative and significant. These results suggest that incentives to perform an
active governance role in targets are weaker for financial institutions and indi-
vidual investors than for corporations. In contrast, the coefficients on Tobin’s ¢
are positive and significant at the 1% level. The coefficients on other variables
are not significant.

In regressions (3) and (4), we use a local dummy variable that equals one if
the acquirer and the target are within 250 miles of each other as the measure of
geographic proximity. The estimated coefficients on the local dummy variable
are positive and significant at the 1% level or better. These results are consistent
with those of Lerner (1995), who finds that the distance between a venture
capitalist and the firm is an important determinant of the board membership
of venture capitalists in private biotechnology firms. Our results show further
that even for large shareholders in public firms, distance plays an important
role in board representation decisions.

In regressions (5) and (6), we replace a dummy variable that sets the lo-
cality cutoff at 250 miles with a dummy variable that sets the locality cut-
off at 100 kilometers. In the last regression, we use as the distance variable
the logarithm of the physical distance between the acquirer and the target.
We find that the board representation ratio is positively and negatively re-
lated to these alternative measures of geographic proximity at the 1% level,
respectively.

In sum, to the extent that target information asymmetries and monitor-
ing costs increase with physical distance between the acquirer and the tar-
get, our findings suggest that information asymmetry and monitoring costs
are important determinants of the acquirer’s board appointment decisions in
targets.

8 It should be noted, however, that the duration of block ownership and the percentage of shares
acquired can be endogenous and thus their coefficient estimates could be interpreted in the other
direction. For example, the positive coefficients on these variables do not necessarily mean that
longer holding periods or larger equity stakes give acquirers incentives to perform more active
governance activities. Instead, it could be that acquirers hold blocks longer or purchase larger
equity stakes because they want to gain or maintain board representation in the first place, and
longer holding periods or larger equity stakes can help them do that. Thus, the regression results
for these two variables should be interpreted with caution.



2836 The Journal of Finance

C. Likelihood of Top Executive Turnover

Table VII presents the results of logistic regressions in which the dependent
variable equals one if a nonroutine turnover event occurs and zero otherwise.
We use robust standard errors to adjust for heteroskedasticity (White (1980))
and industry clustering. Since the higher frequency of top executive turnover
at targets of local block acquisitions may be due to poor stock return perfor-
mance of these targets prior to the transactions, we control for prior three-digit
SIC industry-adjusted return in the regressions in addition to including the ex-
planatory variables used in Table VI.? We also control for other variables that
may affect top executive turnover. Specifically, we include the age and tenure
of the top executive, a chairman dummy, which equals one if the top executive
is the chairman of the board, as well as a founder dummy, which equals one if
the top executive is the founder of the firm.

In the first four regressions, we estimate the regression separately for tar-
gets in in-state acquisitions and in out-of-state acquisitions. Consistent with
evidence from previous studies, we find that the coefficients on prior three-digit
SIC industry-adjusted returns are negative and significant in both subgroups,
suggesting that the poor performance increases the likelihood of nonroutine
top executive turnover at targets. However, the magnitude of the coefficients
for targets in in-state acquisitions is about three times larger than the mag-
nitude of the coefficients for targets in out-of-state acquisitions. This indicates
that the relation between turnover and performance is significantly stronger for
targets in local block acquisitions than for targets in remote block acquisitions.

In the next five regressions, we use the pooled sample of in-state and out-
of-state acquisitions. Following Weisbach (1988), we include interaction terms
between governance variables and prior stock performance as key explanatory
variables. The coefficients on prior three-digit SIC industry-adjusted returns
are negative and significant in regressions (5), (6), and (8) and the coefficients
on the in-state dummy variables are positive and significant in all regressions.
Thus, after controlling for prior stock performance, in-state block acquirers play
a more active role in nonroutine top management turnover than do out-of-state
acquirers.

In regression (6), the interaction between performance and the in-state
dummy is negative and significant. This result is consistent with those in re-
gressions (1) through (4) and suggests that the relation between turnover and
performance is stronger when firms are targets of in-state acquirers than when
firms are targets of out-of-state acquirers.

If other large institutional shareholders and block acquirers interact with
each other to monitor poorly performing target management, effectively coop-
erating in governance activities in targets, we expect the presence of other
institutional blockholders to increase the likelihood of the block acquirer’s

9In untabulated tests, we repeat all analyses below using Fama—French (1997) 48 industry-
adjusted returns for the past 1 year before the block acquisition as the measure of prior industry-
adjusted stock returns and obtain results that are qualitatively similar to those reported in the
paper.
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post-acquisition governance activity when target performance is poor (Zwiebel
(1995)). To examine this issue, in regression (7) we include the interaction be-
tween prior stock performance and the institutional blockholder dummy (equals
one if the target has other institutional blockholders prior to the transaction,
and zero otherwise). The coefficient on this interaction variable is negative and
significant, indicating that the sensitivity of top executive turnover to perfor-
mance is higher when targets have other institutional blockholders prior to the
transaction. However, the interaction between firm performance and the insti-
tutional ownership dummy (equals one if institutional ownership in the target
is above the sample median, and zero otherwise) is not significant in regression
(8).

Outside directors are generally believed to perform an important corporate
governance function in the United States. For example, Weisbach (1988) finds
that when the board comprises a majority of outside directors, the likelihood
of CEO turnover in the United States is inversely related to firm performance.
Therefore, in regression (9) we include the interaction between firm perfor-
mance and the outside director dummy (equals one if the ratio of the number
of outside members of the board of directors to the total number of members of
the board of directors in the target is larger than 0.5, and zero otherwise). We
obtain information on the number of outside members of the board of directors
from the IRRC’s Directors Data set. Because many of our sample firms are not
covered in the IRRC’s Directors Data set, our test employing this interaction
variable is conducted over a smaller sample. Consistent with Weisbach (1988),
we find that the interaction between firm performance and the outside director
dummy variable is negative and significant.

For control variables, the coefficient on the age of top management is pos-
itive and significant, indicating that the top executive is close to retirement
(Weisbach (1988)). However, the coefficient on the tenure of top management
is not significant. The coefficient on the dummy for the chairmanship of top
management is negative and significant. This finding is consistent with Fama
and Jensen (1983), who argue that the concentration of decision management
and decision control in an individual reduces the effectiveness of the internal
governance system in monitoring top management. Similar to the results re-
ported in Table VI, the coefficients on the percentage of shares purchased by
acquirers and the duration of block ownership are positive and significant, in-
dicating that nonroutine turnover is significantly more likely when acquirers
purchase a large portion of target shares outstanding or hold target equity for
a long period. The coefficient on managerial equity ownership is negative and
significant, suggesting that substantial voting power by target managers pre-
vents governance mechanisms from removing inefficient management teams
(Stulz (1988)).

Overall, the results in Table VII confirm those of the previous analysis for
the board representation ratio and further suggest that information asymmetry
and monitoring costs associated with geographic proximity affect large share-
holders’ incentives to undertake active governance activities in targets. The
results also suggest that the sensitivity of turnover to stock price performance
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is stronger for targets of local block acquisitions, targets with other institutional
blockholders, and targets with outsider-dominated boards.

D. Marginal Effects of Geographic Proximity

In order to gauge the economic significance of geographic proximity for gover-
nance decisions, we calculate the marginal effect of the state and local dummy
variables on the probability of undertaking governance activities in targets.
Table VIII presents the marginal effect of the state and local dummy variables
and other key explanatory variables from logistic regressions. The marginal
effect of the state (local) dummy variable indicates the difference in the proba-
bility of governance activities between in-state (local) block acquirers and out-
of-state (nonlocal) block acquirers. For other continuous variables, the marginal
effect is evaluated at the mean of the explanatory variables and indicates the
change in the probability when each independent variable changes by one unit
from its sample mean.

In Panel A of Table VIII, we report the marginal effect of the state and lo-
cal dummy variables and other key explanatory variables on the probability
of board representation. The logit regressions include an intercept, the log of
the book value of total assets, equity ownership by managers, leverage, Tobin’s
g, the dummy for individual investors, the dummy for financial institutions,
and the dummy for acquirer-target industrial relatedness, in addition to the
variables reported in the panel. The marginal effect of the in-state dummy vari-
able is a significant 0.2, indicating that, after controlling for other target and
transaction characteristics, board representation is 20% more likely when the
acquirer and the target are located in the same state than when they are located
in different states. In comparison, the marginal effect of the local dummy vari-
able is a significant 0.116, indicating that board representation is 11.6% more
likely when the acquirer is located within 250 miles of a target. The marginal
effect of the dummy variable for block acquirers who are located within 100
kilometers of targets also records a similar result.

Panel B of Table VIII shows the marginal effect of geographic proximity on
the probability of nonroutine top management turnover. In addition to the vari-
ables reported in the panel, the logit regressions include an intercept, the log of
the book value of total assets, equity ownership by managers, leverage, Tobin’s
g, the dummy variable for acquirer-target industrial relatedness, top execu-
tive tenure, and the chairmanship and founder dummies. The marginal effect
of the in-state dummy variable is a significant 0.184. Thus, the probability of
nonroutine target top management turnover is about 18.4% greater for in-state
acquisitions than for out-of-state acquisitions. The corresponding marginal ef-
fects of dummy variables for 250 miles and 100 kilometers are, respectively,
11.1% and 15.2%, both of which are significant at the 1% level.

Overall, these findings suggest that acquirers’ incentives to engage in gover-
nance activities in targets are economically as well as statistically significant
when they are geographically close to targets.
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Table VIII
Marginal Effects of Key Variables on the Likelihood
of Governance Activities

The sample consists of 799 domestic partial block share acquisitions between 1990 and 1999. We
obtain the initial sample of block share acquisitions from Thomson Financial’s Security Data Cor-
poration (SDC) Platinum database. We first identify partial acquisitions in which the acquirers
initially held less than 5% of a target firm’s outstanding shares and then purchased more than
5% but less than 50% of its outstanding shares. We then exclude from the sample deals in which
the acquirer ends up with more than 50% of a target firm’s outstanding shares after the acquisi-
tion. We also exclude cases in which the acquirer is either an Employee Stock Ownership Plan or
an Employee Benefits Trust and cases in which the acquirer is a group of investors, companies,
individuals, or investment firms (i.e., more than one acquirer). Finally, to avoid distance outlier
effects, we exclude cases in which acquirers or targets are located in Alaska, Hawaii, Puerto Rico,
or the Virgin Islands. We define the top executive as the CEO. If a firm does not have a CEO, we
use the chairman of the board as the top executive. Otherwise, the top executive is defined as the
president. Following Denis et al. (1997), we refer to turnover events in which the top executive is
removed due to death, illness, or other nongovernance-related reasons over the 3 years from the
acquisition date as routine turnover. We classify a management change as normal if the stated
reason for the change is retirement and the retiring manager is between the ages of 64 and 66. We
refer to all other turnover events as nonroutine turnover. For the dummy variables, the marginal
effect indicates the difference in probability between having the characteristic versus not having
the characteristic. For the continuous variables, the marginal effect is evaluated at the mean of the
explanatory variables and indicates the change in the probability when each independent variable
changes by one unit from its sample mean. In Panel A, the logit regressions include an intercept,
the log of the book value of total assets, equity ownership by managers, leverage, Tobin’s g, the
individual investor dummy, the financial institution dummy, and the same-industry dummy in
addition to the variables reported in the table. The dependent variable takes the value of one if the
acquirer has representatives on the target’s board and zero otherwise. In Panel B, the logit regres-
sions include an intercept, the log of the book value of total assets, equity ownership by managers,
leverage, Tobin’s g, the same-industry dummy, top executive tenure, and the chairmanship and
founder dummies in addition to the variables reported in the table. The dependent variable takes
the value of one if nonroutine top management turnover occurs and zero otherwise. The symbols
** and *** denote significance at the 5% and 1% levels, respectively.

Independent Variables (@8] (2 3)

Panel A: The Likelihood of Board Representation by Block Acquirers

Acquirer and target are in the same 0.200%**
state (dummy)
Acquirer is located within 250 miles of a 0.116***
target (dummy)
Acquirer is located within 100 0.106**
kilometers of a target (dummy)
Percent of shares acquired from 2.257*** 2.284*** 2.274%**
transaction date to 3 years after
Operating income/total assets 0.036 0.024 0.027
Mean dependent variable 0.304 0.304 0.304
No. of observations 798 798 798

(continued)
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Table VIII—Continued

Independent Variables (1) (2) 3)

Panel B: The Likelihood of Nonroutine Top Executive Turnover

Acquirer and target are in the same 0.184***
state (dummy)

Acquirer is located within 250 miles of a 0.1171**
target (dummy)

Acquirer is located within 100 0.152%**
kilometers of a target (dummy)

Percent of shares acquired from 0.984*** 0.988*** 0.973***
transaction date to 3 years after

Operating income/total assets —0.153** —0.123** —0.155***

Acquirer has representatives on the 0.179** 0.193*** 0.193***
target’s board (dummy)

Mean dependent variable 0.249 0.249 0.249

No. of observations 791 791 791

II1. Geographic Proximity and Target Performance
A. Announcement Effects

In this section, we examine the effect of geographic proximity on target per-
formance by analyzing the valuation effect of acquisition announcements.

A.1. Univariate Results

To assess the valuation effect of acquisition announcements, we compute
abnormal returns using standard event study methodology. We obtain our esti-
mates of the market model by using 200 trading days of return data, beginning
220 days before and ending 21 days before the announcement of the block share
purchase. We use as the market return the CRSP equally weighted return. We
sum the daily abnormal returns to get the cumulative abnormal return (CAR)
from day ¢; before the announcement date of the block share purchase to day
to after the announcement date of the block share purchase.

Table IX reports the CARs for the targets in in-state and out-of-state block
acquisitions for different event windows. On average, target firms earn statis-
tically significant positive gains over the different event windows, including
a (—10, —2)-day window. This finding is consistent with that of Mikkelson
and Ruback (1985), who document positive announcement returns for tar-
get firms who sell 5% or more of their equity stakes to other companies.
The average CAR (-1, 1), CAR (-5, 5), CAR (-10, 10), and CAR (-10, —2)
for the targets in in-state acquisitions are 9.3%, 12.6%, 17.9%, and 5.8%,
respectively, all of which are significant at the 1% level. The correspond-
ing CARs for the targets in out-of-state acquisitions are 6.9%, 8.4%, 9.1%,
and 3.5%, respectively, all of which are also significant at the 1% level.
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Table IX
Cumulative Abnormal Returns (CARs) for Targets around
the Announcement Date

The sample consists of 799 domestic partial block share acquisitions between 1990 and 1999. We
obtain the initial sample of block share acquisitions from Thomson Financial’s Security Data Cor-
poration (SDC) Platinum database. We first identify partial acquisitions in which the acquirers
initially held less than 5% of a target firm’s outstanding shares and then purchased more than
5% but less than 50% of its outstanding shares. We then exclude from the sample deals in which
the acquirer ends up with more than 50% of a target firm’s outstanding shares after the acquisi-
tion. We also exclude cases in which the acquirer is either an Employee Stock Ownership Plan or
an Employee Benefits Trust and cases in which the acquirer is a group of investors, companies,
individuals, or investment firms (i.e., more than one acquirer). Finally, to avoid distance outlier
effects, we exclude cases in which acquirers or targets are located in Alaska, Hawaii, Puerto Rico,
or the Virgin Islands. We compute abnormal returns using the market model. We estimate the
market model by using 200 trading days of return data ending 21 days before the acquisition an-
nouncement. We use the CRSP equally weighted return as a proxy for the market return. In-state
(out-of-state) acquisitions are those in which the acquirer and the target are located in the same
(different) state. The numbers in the test-of-difference columns denote p-values. The symbols *, **,
and *** denote significance at the 10%, 5%, and 1% levels, respectively.

In-State Out-of-State
Acquisitions (A) Acquisitions (B) Test of Difference

N =158 N =641 (A-B)
Event Windows Mean Median Mean Median Mean Median
CAR (-1, 0) 0.062*** 0.023*** 0.048*** 0.020%** 0.20 0.35
CAR (-1,1) 0.093*** 0.057*** 0.069*** 0.038*** 0.09* 0.14
CAR (-5, 5) 0.126*** 0.091*** 0.084*** 0.049*** 0.03** 0.00%**
CAR (-10, 10) 0.179*** 0.113*** 0.091%* 0.070%** 0.00%** 0.01%*
CAR (-10, —2) 0.058*** 0.011%** 0.035%* 0.013*** 0.16 0.76
CAR (2, 10) 0.028** 0.005 —0.012** —0.015%** 0.00%** 0.01%*
CAR (-20, —2) 0.058*** 0.020** 0.053*** 0.031*** 0.80 0.69
CAR (2, 20) 0.022 0.001 -0.018* —0.015** 0.03** 0.12
CAR (-20, 20) 0.173*** 0.106*** 0.103*** 0.081*** 0.06* 0.24

The differences in mean CAR (-1, 1), CAR (-5, 5), and CAR (-10, 10) be-
tween the two groups are statistically significant. The medians show a similar
pattern.

In the subsequent analysis we focus on CARs (—10, 10) rather than CARs (—1,
0) or CARs (—1, 1) as our key measure of announcement effects. We use a (—10,
+10)-day window because, according to the William Act, an individual, group
of individuals, or corporation is required to file Schedule 13D to the Securities
and Exchange Commission within 10 days of the accumulated acquisition of
more than 5% of any class of a company’s voting equity (Mikkelson and Ruback
(1985)). To the extent that the Schedule 13D filing occurs after actual purchases
of shares are made, there is a possibility that information about block share
acquisitions of targets in these acquisitions may be leaked. Thus, using a shorter
event window for the return analysis can underestimate the true extent of
the announcement effects associated with block share acquisitions. Allen and
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Phillips (2000) also use a (—10, +10)-day window in their return analysis of
corporate block share acquisitions.

A.2. Cross-sectional Variation in Target Returns

Table X presents the estimates from multivariate regressions. All regressions
are estimated using ordinary least squares (OLS). In the first regression, we
regress the CAR (—10, 10) on an in-state dummy variable and the other target
and transaction characteristics used in Table VI. The coefficient estimate on the
in-state dummy variable is 0.071 with a p-value of 0.01. This result indicates
that all else constant, the targets in in-state acquisitions realize a 7.1% higher
abnormal announcement return than the targets in out-of-state acquisitions.
Therefore, the effect of geographic proximity on target returns seems to be both
statistically and economically significant, suggesting that geographic proximity
has an important effect on target valuation.

To more closely examine the effect of geographic proximity on target value,
we include interaction terms between the in-state dummy variable and firm-
specific variables that proxy for the extent of information asymmetry in tar-
gets. The first variable we consider as the proxy for the extent of information
asymmetry is target size. It can be argued that large firms have smaller infor-
mational asymmetry and are more established than smaller firms. Firm size is
also a useful measure of the rate of information diffusion. For example, Hong,
Lim, and Stein (2000) argue that information about small firms gets out more
slowly than that about large firms because investors who face fixed costs of
information acquisition are willing to spend more resources to learn about a
firm in which they can take large positions. These factors suggest that small
firms face greater information asymmetry and have lower quality information
environments than large firms (Coval and Moskowitz (1999), Malloy (2005)).
To address this issue, in the second regression we include a dummy variable
that takes the value of one if the target size is in the bottom 25% of the sample
and an interaction term between this dummy variable and the in-state dummy
variable. We find that the coefficient on the interaction term is positive and
significant at the 1% level, but the coefficient on the in-state dummy variable
is not significant. Thus, in-state targets experience larger wealth gains than
do out-of-state targets, particularly when they are small, suggesting that the
gains from geographically proximate acquisitions are larger for targets in which
acquirers have a greater information advantage.

Managerial ownership can also have an effect on the quality of targets’ in-
formation environments. Stulz (1988) argues that concentrated managerial
ownership can insulate managers from outside influence and leave them less
constrained. This view suggests that managers who want to maximize private
benefits opportunistically withhold or manipulate the information they provide
to outside investors. These incentives for managers to limit or manipulate the
flow of information have a negative effect on the quality of corporate communi-
cation (Ruland, Tung, and George (1990)), and in turn, lower quality corporate
communication increases information asymmetry between outside investors
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and insiders (Moyer, Chatfield, and Sisneros (1989), Lang, Lins, and Miller
(2004), Baik, Kang, and Morton (2005)). We examine this issue in the third re-
gression by introducing a dummy variable for the high managerial ownership
of targets (equals one if managerial ownership is above the sample median)
and an interaction term between this dummy variable and the in-state dummy
variable. The coefficient on the interaction term is positive and significant at
the 1% level, but the coefficient on the in-state dummy variable is not signif-
icant. This finding suggests that targets realize higher returns when in-state
acquirers have more of an information advantage than remote acquirers.

Another variable that proxies for the extent of information asymmetry in tar-
gets is the standard deviation of past stock returns. The higher the standard
deviation of stock returns, the greater the uncertainty about a firm’s prospects.
Thus, firms that have a higher standard deviation of stock returns are likely
to have greater information asymmetry than those that have a lower standard
deviation of stock returns. We address this issue in the fourth regression. We
include the standard deviation of monthly target stock returns over the past
5 years and the interaction between this variable and the in-state dummy vari-
able. We find that the coefficient on the interaction term is positive and signif-
icant at the 5% level, but the coefficient on the in-state dummy variable is not
significant. This result again suggests that information asymmetry associated
with geographic proximity is an important source of target gains.

The next variable we consider as a proxy for targets’ information environ-
ments is R&D intensity. To the extent that targets with high R&D expenditures
have great information asymmetry and are those in which in-state acquirers
have superior access to information relative to out-of-state acquirers, one would
expect that the gains from geographically proximate acquisitions are larger for
targets that invest more in R&D. Consistent with this view, in the fifth re-
gression, which includes the ratio of R&D expenditures to total assets and the
interaction between this variable and the in-state dummy variable, the coeffi-
cient on the interaction term is positive and significant at the 1% level.

Past performance can also be related to targets’ information environments.
Previous studies suggest that firms with good news are more likely to be pub-
licly forthcoming with this news (Verrecchia (1983)). Lang and Lundholm (1993)
and Miller (2002) also show that firms are less likely to be forthcoming when
they have bad news. To the extent that poorly performing firms have more bad
news and they perceive higher costs from communicating such news to outside
investors, managers of these firms are likely to have strong incentives to oppor-
tunistically withhold or manipulate information when they have unfavorable
information about firm performance. Therefore, we expect that the gains from
geographically proximate acquisitions are larger for poorly performing targets.
In the sixth regression, which includes the ratio of a target’s operating income to
total assets and the interaction between this variable and the in-state dummy
variable, the coefficient on the interaction term is negative and significant at
the 1% level. This result again suggests that the gains from geographically
proximate acquisitions are larger for targets in which acquirers have a greater
information advantage.
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Ifthe stock market takes into account acquirers’ value-enhancing governance
activity in targets when assessing the market values of targets, we would expect
the targets’ returns to be related to this activity. To examine this issue, in the
seventh regression we include both a dummy variable indicating whether the
acquirers have board representation in targets following block share purchases
and an interaction term between this dummy variable and the in-state dummy
variable. The coefficient on the interaction variable is positive and significant
at the 10% level. This finding, together with the previous section’s finding of
a positive relation between the in-state dummy and the likelihood of gover-
nance activity, suggests that a positive wealth effect for the targets in in-state
acquisitions is largely due to anticipated monitoring activity by in-state block
acquirers.

Audretsch and Feldman (1996), Audretsch and Stephan (1996), and Jaffe,
Trajtenberg, and Henderson (1993) show that geographic proximity has an
effect on innovative activity and knowledge spillovers in various industries.
Further, Ellison and Glaeser (1997) show that industries tend to be geographi-
cally concentrated because of cost advantages and industry-specific spillovers.
These findings suggest that block acquirers that operate in the same industry
as targets have different investment incentives compared to those of other block
acquirers. To the extent that same-industry transactions are likely to have more
geographic synergies such as cost savings and industry-specific spillovers than
different-industry transactions, they also suggest that in-state targets that op-
erate in the same industry as acquirers realize higher announcement returns
than do other types of targets. In the eighth regression, we examine this issue
by including the interaction between the dummy variable that equals one if the
acquirer and the target are in the same industry at least to the first two digits
of the SIC code and the in-state dummy variable. We find that the coefficient on
the interaction variable is not significant, indicating that the findings above of
higher returns for in-state targets are unlikely to be due to synergies associated
with geographic proximity.

In the last two regressions, we examine whether targets with poor corpo-
rate governance benefit more from monitoring by local acquirers. Williamson
(1983) argues that the marginal product of a particular governance mechanism
depends upon the relative importance of alternative mechanisms for corporate
governance. Thus, when certain mechanisms for corporate governance such as
institutional ownership and board composition are not well developed or are
limited, the marginal product of an alternative mechanism such as local block
ownership is increased. This argument suggests that the benefits of monitor-
ing by local acquirers will be greater when targets’ other corporate governance
mechanisms are poor. In the ninth regression, we address this issue by includ-
ing interactions between the in-state dummy variable and the low institutional
ownership dummy variable (equals one if institutional ownership in the target
is below the sample median, and zero otherwise). We find that the coefficient
on this interaction is positive and significant at the 5% level. In the 10 re-
gression, we use the insider-dominated board dummy (equals one if the ratio
of the number of outside members of the board of directors to the total number
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of members of the board of directors in the target is smaller than or equal to
0.5, and zero otherwise) as the proxy for poor governance and find that the
coefficient on the interaction term between the in-state dummy variable and
the insider-dominated board dummy variable is also positive and significant at
the 1% level. These results suggest that local block ownership serves as an im-
portant governance mechanism that substitutes for other missing monitoring
mechanisms in targets.

Overall, our results show that geographically proximate targets realize
higher announcement returns particularly when they are small, when they
are risky, when they have a higher level of R&D investments, when they ex-
perience poor past performance, or when they have higher insider ownership.
To the extent that these firms are those in which geographically proximate
shareholders have superior access to information and for which such informa-
tional advantages are most valuable, our results suggest that information with
respect to the target is an importance source of target gains in partial block
acquisitions.

B. Changes in Post-acquisition Operating Performance

In this section, we examine the change in operating performance of targets
following the acquisition of block ownership. As a measure of the change in post-
acquisition operating performance, we use three-digit SIC industry-adjusted
percentage changes in operating income to total assets (ROA).1° Untabulated
tests show that over the 1 to 5 years following the acquisition announcements,
the average and median changes in ROA for the targets in in-state acquisi-
tions are positive and significant. In contrast, the average changes in ROA
for the targets in out-of-state acquisitions are negative and insignificant. The
tests of mean differences in changes in ROA between targets in in-state ac-
quisitions and targets in out-of-state acquisitions reject the null hypothesis of
equality.

Table XI reports the regression estimates. We use as the dependent variable
the difference between the average of the ROAs in years +1, 2, and 3 and the
ROA in year —1. The independent variables are the same as those we use in
Table X.

The important findings in Table XI are that the coefficients on most of the
interaction terms are significant and have the same signs as those in Table X.
Thus, our findings for long-term operating performance are qualitatively sim-
ilar to those for announcement returns, suggesting further that the effect of
geographic proximity on firm performance is more pronounced in firms with
greater information asymmetry.

10To avoid outlier effects, we delete three targets from the analysis (two from out-of-state acqui-
sitions and one from in-state acquisitions) in which the average of their ROAs in years +1, 2, and
3 is higher (lower) than 300% (-300%).
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IV. Additional Tests

To verify the robustness of the results above, we conduct several additional
unreported tests. Below, we briefly summarize the results of these tests.

A. Reverse Causality

In interpreting our regression results, the degree to which the geographic
distance between the acquirer and the target is endogenously determined must
be taken into account. It is possible that acquirers seeking to improve target
governance are more likely to purchase companies located nearby, while other
acquirers do not have such a geographical preference. This reverse causality
explanation is difficult to rule out since it is hard to tell ex ante which acquirers
are governance oriented and which are not. We address this reverse causality
issue in the following ways.

First, to distinguish ex ante which acquirers are governance oriented, we com-
pare the frequency of control-motivated acquisitions, that is, those in which the
acquiring firm discloses in a 13D filing that it seeks control of the target, of
in-state and out-of-state acquirers. As Panel B of Table IV shows, the frequency
of control-motivated deals in in-state acquisitions is statistically indistinguish-
able from that of control-motivated deals in out-of-state acquisitions. Thus, it
appears that in-state acquirers are not significantly different from out-of-state
acquirers in terms of their governance incentives.

Second, we examine whether the need for corporate governance activism in
targets is different between in-state targets and out-of-state targets. If firms
acquire remote targets that require less governance activism, then they might
have fewer incentives to engage in post-acquisition governance in these targets.
However, as Table III shows, the fraction of firms with a chairman as the top
executive and the fraction of firms with a founder as the top executive are
not significantly different between in-state and out-of-state acquisitions. We
also find that although equity ownership by other institutional investors is
significantly lower for in-state targets than for out-of-state targets, the extent
of a free cash flow problem (as indicated by a dummy variable that equals one if
the ratio of cash flow to total assets is above the sample median and the Tobin’s
q is below the sample median, and zero otherwise), the frequency of outside
directors, and the Gompers, Ishii, and Metrick (2003) governance index are not
significantly different between the two groups. These results suggest that in
general, the need for corporate governance activism in in-state targets is not
different from that in out-of-state targets.

Finally, to account for potential simultaneity in the relation between gov-
ernance activity and geographic distance, we estimate the link between the
likelihood of board representation by block acquirers and the physical distance
between the acquirer and the target in a simultaneous equation framework.
Since our simultaneous equation models involve two endogenous variables, one
that is dichotomous (i.e., board representation) and one that is continuous (i.e.,
the logarithm of the physical distance between the acquirer and the target), we
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estimate the models using the two-stage probit least squares regression method
described in Maddala (1983). The probit regression of the likelihood of board
representation includes as explanatory variables the purpose of acquisitions
(i.e., whether the deal is control motivated or not), prior stock return perfor-
mance, and equity ownership by other institutional block holders, in addition
to the target characteristics used in Table VI. We find that the logarithm of
the physical distance between the acquirer and the target is a significant ex-
planatory variable for the likelihood of board representation, but the reverse
is not true. The reported results in Table VI are therefore robust to this basic
check for endogeneity.!! Using nonroutine top executive turnover as the proxy
for governance activity leads to a similar conclusion. Consistent with these re-
sults, Gaspar and Massa (2007) also document evidence on the exogeneity of
local ownership.

B. Alternative Measure of Geographic Proximity

It is possible that the acquirer’s headquarters is far away from the target,
but its major plant or division is close to the target. In this case, the acquirers
can easily access private information about the targets and this informational
advantage should provide them strong incentives to perform an active gover-
nance role in targets. To address this issue, we collect information on plants
and divisions of acquirers and targets from several issues of Moody’s Manual.
When there are multiple plants or divisions for a particular firm, the plant or
division that has the largest sales (or square feet if sales information is not
available) is identified as the major plant or division. Out of the 799 sample
block acquisitions, we find that Moody’s Manual covers 84 acquiring firms. Of
the 84 acquiring firms, 14 do not have information on sales or square feet in the
Moody’s Manual, 8 have major plants or divisions that are in the same state
as the targets’ headquarters, and 31 have nonmajor plants or divisions in the
same state as the target’s headquarters.

The results from tobit regressions using the board representation ratio as
a dependent variable show that the coefficients on both the in-state dummy
variable and the dummy variable that uses information on the acquirer’s major
plant location as the alternative measure of geographic proximity (equals one
if the acquirer’s major plant (or division) and the target’s headquarters are
in the same state, but the acquirer’s headquarters are not located within the
same state as the target’s headquarters) are not significant. We find similar
results when we replace the dummy variable that measures the closeness of
the acquirer’s major plant or division to the target’s headquarters with the
dummy variable that measures the closeness of any of the acquirer’s plants or
divisions to the target’s headquarters (equals one if at least one of the acquirer’s
plants (or divisions) and the target’s headquarters are in the same state, but the

1 We recognize that a drawback of this approach is that the instruments used to estimate the
likelihood of board representation are also potential determinants of geographic proximity.
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acquirer’s headquarters are not located within the same state as the target’s
headquarters).

Overall, these results suggest that corporate headquarters provide an im-
portant base for the acquirers to obtain information about targets and engage
in governance activities, but plants or divisions do not. Alternatively, to the
extent that Moody’s Manual does not cover small firms and that the local own-
ership effect is particularly evident for these firms, using only large firms in
estimating regressions potentially introduces measurement error and bias into
the analysis, and thus the regressions are not estimated precisely.

C. Event Window

We reestimate all regressions in Table X using CARs (-1, 0), CARs (-1, 1),
or CARs (-2, 2) as the dependent variable. Reflecting the possible leakage of
information about block share acquisitions in the target firm, several statisti-
cally significant key variables in Table X lose their significance when we use the
CARs based on these short event windows as the dependent variable. The re-
sults using CARs (—10, 1) or CARs (—10, 2) as the dependent variable, however,
are similar to those using CAR (-10, 10).

D. Cross-sectional Variation in Acquirer and Portfolio Returns

To gain further insight into the role of geographic proximity in block share
acquisitions, we perform multivariate regressions separately for the acquirers
and for the value-weighted portfolios of acquirers and targets. We use the CARs
(—10, 10) as the dependent variables and the explanatory variables in Table X
as the independent variables. In 144 of the 799 acquisitions, the acquirers are
listed on stock exchanges. Thus, for these 144 acquisitions (30 in-state acquisi-
tions and 114 out-of-state acquisitions), we are able to estimate the abnormal
announcement returns for the acquirers and the value-weighted abnormal an-
nouncement returns for the portfolios of acquirers and targets. The results show
that the coefficients on the in-state dummy variable are positive but insignif-
icant in both the acquirer and the portfolio regressions. However, if financial
and regulated acquirers are excluded from the analysis, the coefficients on the
in-state dummy variable are positive and significant. When we include the in-
teraction term between the in-state dummy variable and the dummy variable
for small target size, we find that the coefficient on this interaction term is also
positive and significant in both the acquirer and the portfolio regressions. The
coefficients on the other interaction terms used in Table X, however, are not
significant.

V. Summary and Conclusion

This paper documents that block acquirers have a strong preference for ge-
ographically proximate targets and that there is a clear link between geo-
graphic proximity and corporate governance. Using a sample of 799 partial
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block acquisitions in the United States during the 1990 to 1999 period, we find
that the actual fraction of targets acquired by firms located in the same state
is 19.77% while the mean and median expected probability of being acquired
by firms located in the same state are only 7% and 5.44%, respectively.

We also find that geographically proximate block acquirers are more likely
to engage in post-acquisition governance activities in targets than are remote
acquirers. Acquirers who are located in the same state as targets and those who
are located within 250 miles or 100 kilometers of targets are more likely to have
their representatives on the target’s board and to replace target management
after block share purchases.

Furthermore, targets located near acquirers experience both higher abnor-
mal announcement returns and better post-acquisition operating performance
than remote targets, and these effects are particularly strong when targets
are small, when targets are risky, when targets have a higher level of R&D
investments, when targets experience poor past performance, or when targets
have higher insider ownership. These findings suggest that information asym-
metry plays an important role in explaining the role of geographic proximity
in information-sensitive investments such as block share acquisitions. Since
geographically proximate block acquirers face lower monitoring costs associ-
ated with their governance activities, our findings also suggest that such a cost
advantage incentivizes them to pursue more active governance in targets, ben-
efiting target shareholders. We also find that in-state acquirers earn higher
abnormal announcement returns than other acquirers, particularly when their
targets are small.

Taken together, the results documented in this paper provide new evidence
on the role of geography in facilitating governance activities and in improving
target performance.

One important caveat to the above is that although our paper uses a large
sample of targets in block share acquisitions to address the importance of geo-
graphic proximity in corporate governance, our sample targets represent very
small publicly traded companies. This small sample bias limits our ability to
generalize the paper’s conclusion to other settings in which the targets involved
in acquisitions are large. Thus, the important question of the link between ge-
ographic proximity and corporate governance is subject to further empirical
research.
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