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International law prescribes that in a cross-border acquisition of 100% of the target shares,
the target firm becomes a national of the country of the acquiror, and consequently subject
to its corporate governance system. Therefore, cross-border mergers provide a natural
experiment to analyze the effects of changes in corporate governance on firm value. We
construct measures of the change in investor protection in a sample of 506 acquisitions from
39 countries. We find that the better the shareholder protection and accounting standards in
the acquiror’s country, the higher the merger premium in cross-border mergers relative to
matching domestic acquisitions. (JEL F3, F4, G3)

In the classical law and finance literature, better legal protection of investors
is associated with better financial markets. La Porta et al. (1998) (LLSV) pro-
vided pioneering results documenting a strong association between the quality
of the legal protections and measures of financial development, and many other
articles have extended these results.! Spurred by the academic findings, politi-
cians and regulators around the world have started a process of corporate gover-
nance reform aimed to improve the quality of the investor protection provided
by the legal system. That is, cross-sectional differences among countries have
translated into legal reforms within countries.?
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Legal rules determine corporate valuation in La Porta et al. (2002) and Himmelberg, Hubbard, and Love (2002);
firm’s financing choices in Demirguc-Kunt and Maksimovic (1998, 1999); the allocation of capital in Wurgler
(2000), Beck and Levine (2002), and Claessens and Laeven (2003); the efficiency of the markets in Mgrck,
Yeung, and Yu (2000); and the severity of currency crises in Johnson et al. (2000).

A good example is the World Bank reference to Claessens and Laeven (2003): “Improving corporate governance
contributes to the development of the public and private capital markets” (in Mike Lubrano’s “Why Corporate
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However, because of its cross-sectional approach, the academic literature is
at best unhelpful when one is arguing either in favor of or against corporate
governance reform. Most of the academic literature relies on the indicators
constructed by LLSV, which are static by construction. Therefore, unless one
has either episodic evidence (as in Glaeser, Johnson, and Shleifer, 2001, on
the Poland—Czech Republic difference) or new indicators (as in Pistor, 2000
for transition economies; Black, Jang, and Kim, 2006 for South Korea; and
Hyytinen, Kuosa, and Takalo, 2003 for Finland), it is not possible to conclude
that improvements in investor protection at the country level have positive
effects in the financial markets. Also, a straight interpretation of the traditional
law and finance view suggests that countries that opt into less protective regimes
will end up with less valuable firms, yet no empirical evidence exists on that
extreme.

The first contribution of our paper is that it provides evidence on the value
of investor protection. We note that cross-border mergers are a mechanism for
how firms change corporate governance. Specifically, our study is based on
the observation that in a cross-border merger, the target firm usually adopts the
accounting standards, disclosure practices, and governance structures of the
country of the acquiring firm. By international law, the nationality of a firm
changes when 100% of it is acquired by a foreign firm. Among other impli-
cations, a change in nationality implies that the law that applies to the target
company—and, therefore, the protection provided by such law to the target
firm’s investors—changes as well. Our advantage is that the new law can even
be less protective than before, a type of legal reform that is unheard of in
the literature.’> Consequently, cross-border mergers are an ideal setting to ana-
lyze valuation effects of changes in legal protection. We measure the valuation
effects of the merger with the merger premium.

Of course, the legal system of the acquiror is just the legal minimum, above
which the merging parties can contract upon. A complementary view to the
law and finance approach argues that firms can by themselves opt out of the
legal system by adopting voluntarily better corporate governance practices.
In the extreme, the Coasian view (see Glaeser, Johnson, and Shleifer, 2001)
is that laws are completely unnecessary, as firms will privately contract on
the optimal level of investor protection. Although legal systems can differ,
efficiency arguments guarantee that in equilibrium, all companies provide the
same degree of protection, assuming that contracts can be enforced similarly
in all countries.

Governance?” Development Outreach, March 2003, The World Bank Institute), whereas the cited paper shows
that “In countries with more secure property rights, firms might allocate resources better and consequentially
grow faster” (Claessens and Laeven, 2003).

For example, Seita, the French tobacco company, was acquired in October 1999 by Tabacalera, from Spain, to
form a new entity called Altadis, which started reporting under Spanish GAAP. Spanish GAAP is rated lower
than French in the LLSV index of accounting standards quality.
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Consistent with these ideas, empirical research has shown that private con-
tracts have value. Gompers, Metrick, and Ishii (2003) and Cremers and Nair
(2005) find evidence that firm-specific measures of investor protection are asso-
ciated with higher stock returns. Both studies use data from the United States,
where judicial enforcement of contracts is arguably effective. Bergman and
Nicolaievsky (2007) find that privately held firms in Mexico significantly en-
hance investor protection relative to the legal minimum, which suggests that
judicial enforcement is effective there as well.

Alas, Bergman and Nicolaievsky (2007) find as well that public companies do
not improve protection upon what is provided by the law. Their interpretation is
that for public companies, the cost of renegotiation of contracts is prohibitively
expensive. Moreover, Doidge, Karolyi, and Stulz (2007) have shown that
after controlling for country characteristics, firms do not differ much in their
corporate governance levels, at least in less developed economies. The question
is then whether and when investors value firm-specific changes in investor
protection.

The second contribution of our paper is that it distinguishes the value of
changes in firm-specific corporate governance provisions and the value of
legal rules. In a cross-border merger, the participating companies may con-
tract upon the corporate governance system of the new firm, especially when
the systems of protection of the target and the acquiror collide. For instance,
the accounting standards of the target and the acquiror need to be unified,
and the resulting standards will be the ones by default (the acquiror’s, in the
case of a 100% merger) or the ones upon which the parties agree. We have data
on the accounting standards (US GAAP, IAS, EU standards, or local standards)
of the merging firms and the merged firm and as well as on the consolidation
rules of the acquiring company. In some mergers, consolidation happens when
the acquiror buys 20% of the target, and then the accounting system changes.
In some other mergers, the change happens when the acquiror buys 50%. In
some mergers, there is no consolidation at all. Consequently, we can test the
effect of firm-specific provisions on the valuation of the merger, relative to the
legal minimum. Our analysis of accounting standards is then powerful enough
to separate out the impact of legal rules from the impact of private contracts.

Before summarizing the main results, let us state up front the weaknesses of
our approach. A disadvantage of our sample is that we do not have information
on other firm-specific corporate governance provisions and how they change
with the merger. We do not know, for instance, how the board size changes
relative to the former companies, nor how many independent directors there
are before and after. If the extreme version of the Coasian view holds, firms
in cross-border mergers will always contract efficiently on investor protection,
rendering the two original legal systems irrelevant, but we do not have full
information on those contracts. Therefore, we must interpret our results with
caution, because a failure to find a relationship between the change in legal
rules and the merger premium may indicate that investor protection is not
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valuable, but also that the firms undo the effect of legal rules by means of
specific corporate governance provisions.

As our paper studies the effects of legal rules on the premium paid in a merger,
another disadvantage of our framework is that the merger premium is affected
by many other factors. Among those we consider: the acquiror’s managerial
ability, regulation, the bargaining power of the merging firms, the level of
competition in the industry under consideration, etc. In order to isolate the
pure governance effects, we examine whether these factors are correlated with
differences in legal protections. We also eliminate the effect of other country-
specific variables by comparing each cross-border merger in our sample with a
similar, domestic acquisition. Finally, we control in our multivariate regressions
for firm and country characteristics that have been shown in the literature to
determine merger premia.

Our sample consists of 506 cross-border mergers* in the period 1989 to 2002.
We measure the potential transfer of investor protection from the acquiror to the
target with the difference in the indices of shareholder protection (at the country
level) and accounting standards (at the firm level) computed by LLSV. We then
analyze the effect of differences in investor protection in the two countries on
the merger premium.

The results of the paper are consistent with the law and finance view, but our
findings offer some additional insights:

+ We find that the adjusted merger premium is significantly larger in 100%
acquisitions for which the shareholder protection of the acquiror is better
than the target’s. This effect is not significant for acquisitions of less than
100%. The economic significance is substantial: in 100% acquisitions, a
one-standard-deviation increase in the difference in the shareholder pro-
tection index between the acquiror and the target results in a premium that
is 0.37 standard-deviations higher. This result suggests a positive valuation
effect of improving the legal protection of the target shareholders, which
is consistent with the theoretical model of investor protection in La Porta
et al. (2002).

There are several alternative explanations: (i) the potentially better man-
agerial skills that the more protective acquiror may bring about; (ii) the
presence of agency problems due to the low ownership concentration in
the country of nationality of the acquiror, which induces acquirors to pay
larger premiums; and (iii) the more competitive market for control in the
acquiring country. We rule them out by showing that proxies for those
variables are unrelated to the difference in legal protections between the
two countries.

Individual firms’ corporate governance provisions affect the premium. In
particular, the accounting standards of the merging firms are significantly

4 For the multivariate analyses, we only use 241 acquisitions for which all the variables are available.
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valuable, irrespective of the quality of the accounting standards in the two
countries. When accounting standards change because of the firm-specific
consolidation rules, a one-standard-deviation increase in the difference
in the accounting standards quality index between the acquiror and the
target results in a merger premium that is about 0.3 standard deviations
higher. When accounting standards change automatically because it is a
100% merger, the economic significance is 0.15 standard deviations. That
is, firm-specific provisions are economically more significant than legal
rules. Indeed, in a “horse race” between legal differences and differences
in firm characteristics, we confirm that it is the effect of adopting the
acquiror’s better accounting standards via consolidation that matters the
most, even relative to the pure change in the legal protections induced by
the merger.

* We do not find evidence on the symmetric effect. When the protections of
the target firm shareholders deteriorate, either because it is 100% bought
by an acquiror in a country with weaker legal protections, or because the
merged firm chooses accounting standards that are worse than before the
merger, the premium is not significantly lower. This result is consistent with
three hypotheses, which we cannot distinguish: (i) Firms may overcome the
reduction in investor protection induced by these deals by means of private
contracts—for which we do not have sufficient data. (ii) The insignificant
effect of legal rules is consistent with Doidge, Karolyi, and Stulz (2007),
who find that firm characteristics explain governance in more financially
developed countries, while country characteristics explain governance in
less developed countries. Consequently, in a merger where the target is from
a more protective country, firm-specific provisions are more important.
(iii) The market does not value reductions in investment protection.

The last two results challenge the established view of corporate governance
that stresses the importance of the law and its effects on corporate value: First,
because we find that firm-specific provisions are more valuable than legal
rules; and second, because we find that sometimes changes in legal rules do not
translate into any market impact. We conclude that legal reform is desirable for
a country both because it has a direct effect on firm performance—and we are
not the first ones to show this—and because, by raising the legal minimum, it
induces corporate governance changes at the firm level, which are positively
valued by the market.

Our work is related to Doukas and Travlos (1988), who show that the an-
nouncement effect of a cross-border merger is larger when the acquiring firm
is entering a new geographic market for the first time. Bris and Cabolis (2004)
analyze the industry effects of cross-border mergers that are caused by dif-
ferences in investor protection. They find that the Tobin’s Q of an industry is
positively related to the percentage of the market capitalization in the indus-
try that is acquired by firms coming from countries that are more protective.
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Finally, our paper is in the same spirit as Daines (2001), who provides cross-
sectional results to show that the market assigns a higher value to the assets of
firms incorporated in Delaware. Our rich panel allows us to extend Daines’s
methodology.’

The paper is organized as follows. Section 1 establishes how cross-border
mergers alter the level of protection provided to the investors of the merging
firms. Section 2 describes the data and their sources. Section 3 outlines the
construction of merger-specific corporate governance indices from the original
merger sample. Section 4 describes the methodology to calculate matching-
acquisition abnormal returns and provides preliminary results. Section 5 is
devoted to the multivariate analysis. Section 6 proposes and tests several expla-
nations for our results, and Section 7 provides some robustness tests. Section 8
concludes.

Governance Transfer Due to Mergers and Acquisitions

In this section, we explain how cross-border mergers allow target companies
to change their legal environment, and then to alter the level of protection
provided to their investors.

With the caveats detailed below, a cross-border merger entails a change in the
nationality of the target firm and in the corporate law—or commercial code—
applicable to the firm. In principle, it is possible that contractual arrangements
between the parties involved in a cross-border merger circumvent the legal
effects of the transaction, implying that in some cases, the acquiring firm adopts
the practices of the target. Thus, the merging parties can make contractual
arrangements, so that the merged firm reports using the accounting standards
of the target firm’s country or a third country.® In other cases, the legal system
prevents the transfer of corporate governance practice. Foreign firms acquiring

Three closely related papers are Chari, Ouimet, and Tesar (2004); Starks and Wei (2004); and Kuipers, Miller, and
Patel (2003). Chari et al. study the stock market’s reaction to cross-border mergers, and find that the acquiror’s
return is larger when the control of the target company changes to the acquiring firm. This is consistent with
our finding that cross-border mergers have a positive effect on a less-protective target when 100% of the firm is
acquired. However, section 7.7.2 shows that changes in nationality and not changes in control explain the valuation
effects we document. Starks and Wei (2004); and Kuipers, Miller, and Patel (2003) analyze how differences in
investor protection determine the announcement effect of cross-border acquisitions of US companies. Starks and
Wei (2004) find that takeover premia are decreasing in the quality of the corporate governance in the acquiring
country and that acquirors from more protective countries are more likely to finance their acquisitions with stock.
Kuipers et al. show that the return to targets of cross-border deals in the United States is positively related to the
quality of the investor protection in the acquiror’s country. In these two papers, the target firm is always better—in
terms of investor protection—than the acquiror, and differences in valuation arise mainly from differences in the
legal environment in the acquiring country only.

Example: The firm resulting from the 1996 acquisition of the Swedish Merita Nordbanken by the Danish
Unidanmark started to report in Swedish GAAP—the standards of the target firm—following the agreement of
both groups of shareholders.
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in the United States with stock, for instance, must register their securities with
the Securities Exchange Commission; thereby, acquirors must comply to some
extent with the legal rules in the country of nationality of the target firm.

Our challenge is to identify changes in investor protection induced by
changes in the nationality of the target firm.” In what follows, we discuss
the implications of such a change for the most common measures of corporate
governance. In particular, we focus on the protection provided to the sharehold-
ers and the creditors of the firms involved as well as the changes in accounting
standards and political corruption induced by cross-border mergers. We explain
that, while the degree of shareholder protection and the accounting standards
that apply to a firm change upon being acquired in a cross-border transaction,
the creditors—to the extent that the underlying asset does not change location—
remain under the protection of the target country’s courts. Other dimensions
of investor protection that have been widely discussed in the literature, like the
degree of corruption, are inherent to the country where the target firm operates.

Finally, an important distinction to make is that the resulting corporate law
that applies to a firm after a cross-border merger can be different from the law
applicable to the acquisition itself. The US regulation, for instance, requires
foreign acquirors of a corporation where at least 10% of the shares are held by
US investors to comply with the Williams Act.® Therefore, US law applies to
the acquisition, notwithstanding the nationality of the parties involved and the
law that applies to their practices.

1.1 Shareholder protection

Shareholder protection refers to the protection provided by the corresponding
corporate law or the commercial code to the shareholders of a company. In
principle, the law applicable to companies is the law of the country of nation-
ality of the firm. The relevant protection is not determined by the law of the
country of nationality of the shareholders, the country where the firm operates,
or the country where some firm’s assets are located. Therefore, the location of
the shareholders of the company is, in principle, irrelevant (Horn, 2001). In a
cash-for-stock merger, the shareholders of the newly created firm are the old
shareholders of the acquiror, while in a stock-for-stock merger, some share-
holders of the newly created firm are located in the country of nationality of the
target. Consequently, a cross-border merger results in the change of nationality
of the target firm, the laws applicable to the firm and possibly a change in the
level of shareholder protection provided by the law to the shareholders of the
target firm.

Nationality is defined here as the location of the company’s headquarters. The law applicable to companies can
be determined according to two principles. According to the “seat theory,” the relevant law is the law of the
location of a company’s headquarters. According to the “incorporation theory,” the relevant law is the law of the
country of incorporation. The seat theory is dominant in the United States and Europe (see Horn, 2001).

See Securities Act Release No. 33-6897 (June).
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There is only one important exception to this rule. The principle of
extraterritoriality dictates that in certain cases, a state can assert jurisdiction
over its nationals abroad.” However, the extraterritoriality of corporate law is
not applied when a foreign firm acquires 100% of the shares of a company.'”

To conclude, in the absence of contractual arrangements between the parties,
international law states that acquisitions of 100% interest in a company by a
foreign firm result in a change of the law applicable to the target firm.

1.2 Accounting standards

The resulting accounting standards of a newly merged firm are by default
the accounting standards of the country of nationality of the acquiring firm if
it buys 100% of the target. This derives from the discussion on the relevant
corporate law above.!! Firms, of course, can exceptionally alter that situation
via contractual arrangements.

Consolidation rules play an important role in determining the accounting
standards that apply to a cross-border merger. In general, 100% acquisitions
result in consolidation. However, by US Generally Accepted Accounting Prin-
ciples, any acquisition involving more than 50% of the voting shares triggers
consolidation.'? Under International Accounting Standards, accounting con-
solidation is required when control changes, but a change of control may not
require that more than one-half of the voting shares of the target are owned by
the acquiror;'? local standards can establish different rules. As a result, whether
the target company in a cross-border merger adopts the accounting standards
of the acquiring firm depends on the consolidation rules set by the accounting
standards of the acquiror.'*

In the case of cross-border mergers, a host state is entitled to subject a foreign-owned subsidiary to local corporate
law by reason of domicile of the subsidiary (Muchlinski, 1997). This becomes relevant when rights of minority
shareholders are to be protected in a country different from the country of nationality of the firm.

The reason is that the extraterritoriality of corporate law is applied in international law following what is known
as the “nationality test” (Muchlinski, 1997). The domicile of the target firm remains in the host country when
less than 100% of the shares of the target are acquired by the foreign firm. The textbook case that illustrates the
nationality test is Fruehauf, where Fruehauf France SA was a company two-thirds owned by its American parent.
The French regulation was applied to a case involving exports by Fruehauf France to the People’s Republic of
China, which were prohibited under the US Trading with the Enemy Legislation (Muchlinsky, 1997). The US
Treasury Department accepted that the French subsidiary was under control of French law by domicile, even
though it was legally a US corporation.

Example: In the 1999 acquisition of Canadian Seagram by French Vivendi, the newly merged firm adopted the
French accounting system.

FASB 94 defines “control” as holding more than a 50% voting interest in the target.

Under Interpretation 12 of the Standing Interpretation Committee (SIC), an enterprise must consolidate a special-
purpose entity when the substance of the relationship indicates that the special-purpose entity is controlled by
the reporting enterprise. Control is presumed when a parent company directly or indirectly holds more than half
of the voting rights, but also when the parent has power over more than half of the voting rights via an agreement
with other investors. Interpretation SIC 12 also sets out a number of circumstances that evidence a relationship
of control even when the parent holds less than one-half of the voting rights.

Note that, although contractual arrangements can improve the accounting standards of the merged firm, in some
situations, firms decide not to do so. The case of Altadis is representative of this situation, whereby a French
company changed its standards to Spanish GAAP, which LLSV rank below the French GAAP in terms of quality.
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1.3 Legal protections not affected by changes of nationality

1.3.1 Creditor protection. La Porta et al. (2000) argue that importing cred-
itor protection by acquiring a firm in another country is not possible, be-
cause corporate assets remain under the jurisdiction of the country where they
are located and not under the jurisdiction where the firm is incorporated. To
the extent that a US multinational, for example, cannot force Chapter 11 on the
default of one of its subsidiaries in another country, creditor protection is not
transferable from the United States to that country. This, in principle, is correct,
with some caveats that we describe next.

For secured claims, it is generally assumed that the law of the situs of the
collateral is the applicable law for all purposes.'> In general, if fixed assets are
the collateral of the target firm’s debt, the law applicable to those assets—and
therefore, to the creditors—of the target firm remains in the host country.

In certain cases, courts in the country of nationality of the firm have juris-
diction over assets located in other countries.'® The United States follows the
universality approach, under which an insolvency case should be treated as a
single case, and creditors should be treated equally irrespective of their loca-
tion. In contrast, under the territoriality approach, each country has jurisdiction
over the assets of the firm located within the country (Bufford et al., 2001).

To summarize, the acquisition of a firm in a host state by a foreign firm does
not change the jurisdiction of the insolvency proceeding to the foreign country,
as long as either creditors or assets remain in the host country. However,
a conflict of jurisdiction may arise if the country follows—Ilike the United
States—the universality approach. Therefore, creditor protection is, in general,
invariant to changes in control. Note that the merging parties cannot agree
upon the jurisdiction over the firm’s assets, since boards of directors represent
shareholders’ interests only, unless the firm is in distress.

1.3.2 Corruption. The standard measure of corruption, like the one used
in LLSV, is defined by the International Country Risk Guide as “a measure
of corruption within the political system that is a threat to foreign investment
by distorting the economic and financial environment, reducing the efficiency
of government and business by enabling people to assume positions of power
through patronage rather than ability, and introducing inherent instability into
the political process.”!” As a result, a firm operating internationally is affected

)

Generally, this rule is well founded for real estate. There is, however, a relevant debate in international law
regarding intangibles, which by nature do not have a physical location.

For instance, US courts have jurisdiction over bankruptcy cases where creditors or assets are in the United States,
irrespective of the nationality of the firm (US Bankruptcy Code §304). The US law applies either when the
assets or the creditors are located abroad. If a US firm acquires a firm in Argentina, for example, US courts have
jurisdiction over the assets of the newly created firm in Argentina. Section §541(a) of the US Bankruptcy Code
establishes that the estate includes all of the assets of the debtor, “wherever located and by whomever held.”

17" See http://www.countrydata.com.
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by the corruption in the country where it operates, the country where it pays
taxes, and the country where its creditors are located. This happens irrespective
of the nationality of the newly merged firm.

A cross-border merger affects the level of corruption that involves both
the acquiring and the target firm. When acquiring abroad, a firm must get
involved with the system of political relations prevailing in the country
where the target firm operates. Similarly, the target firm becomes subject
to the system of political relations present in the country of the acquiring
company.

There is evidence in the literature that foreign investors are affected by
the corruption level in the host country. Some authors have obtained data
on investment choices by individual investors in Sweden, which show that
individuals who are more likely to have connections with the local financial
community and have access to information prefer to invest in firms where there
is more room for extraction of private benefits of control.

. Data

2.1 Initial sample

Our main source of data is the Securities Data Corporation Mergers and Acqui-
sitions database (SDC). We obtain information on all completed acquisitions of
public companies between January 1989 and December 2002 for all available
countries. We exclude leverage buyouts, spin-offs, recapitalizations, self-tender
offers, exchange offers, repurchases, minority stake purchases, acquisitions of
minority interest, and privatizations. This initial dataset contains 8,053 an-
nouncements of which 1,508 are cross-border.

Table 1 describes the construction of our sample, which we divide into two
groups: cross-border and domestic mergers.

SDC provides detailed information on the deal as well as on characteris-
tics of the merging firms. However, SDC does not provide information on
stock prices. Therefore, we merge the information obtained from SDC with
Worldscope-Datastream. This SDC+Worldscope dataset comprises 3,339 ob-
servations where 713 correspond to cross-border deals.

Relative to the initial sample, the firms in the SDC+Worldscope dataset are
significantly larger in terms of total assets. Table 1 shows that the median cross-
border target in the SDC+Worldscope sample has total assets of $389 million
versus $179 million in the initial sample. Similarly, acquirors in cross-border
mergers have assets of $8.6 billion in the SDC+Worldscope sample, compared
to $3.8 billion in the original SDC sample. Moreover, based on Kolmogorov-
Smirnov tests of differences, we show that the distribution of total assets is
statistically different in both samples. Results are similar for the subsample of
domestic mergers.
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2.2 Matching sample

We construct the "final sample" by identifying a domestic merger for each
cross-border merger in the SDC+Worldscope sample. One way to isolate the
pure effects of changes in investor protection is to measure the merger premium
in the cross-border merger relative to a similar domestic acquisition. We select,
for each cross-border deal, a domestic merger that meets the following criteria:
(1) it is announced in the same year as the cross-border merger; (ii) the target
firm belongs to the same country and industry (2-digit SIC code) as the target
firm of the cross-border merger; (iii) the target company is different from the
target company of the cross-border merger; (iv) the percentage of the target’s
shares sought by the acquiror is below 50%, if the percent sought in the cross-
border merger is below 50%, and vice versa; and (v) the target firm is the closest
in terms of total assets to the target of the corresponding cross-border merger.

The final sample excludes observations when there is a single acquisition in
a given year, industry, and country, as well as when the matching target firm is
either more than double in size or less than half in size than the corresponding
cross-border target. The final sample also excludes cross-border mergers for
which the investor protection indices in LLSV are not available, like for the
Eastern European countries.

The sample that satisfies all the above characteristics consists of 1,012 obser-
vations. There are 506 cross-border mergers and 506 corresponding domestic
mergers for which we have complete information on deal characteristics and
stock price history for both the target and the acquiring firms.

Table 1 shows that, relative to the original sample, our final sample of match-
ing pairs contains significantly larger firms. For instance, while the median size
of a cross-border target is $179 million in the original sample, it increases
to $359 million in the final sample (significantly different at the 1% level).
However, the differences between the SDC+Worldscope sample and the final
sample are not large. Total assets are $388 million and $359 million, respec-
tively, and their difference is statistically significant only at the 10% level, for
cross-border targets. The sample of acquirors in cross-border mergers and the
sample of target firms in the domestic mergers are not significantly different
between the SDC+Worldscope and final samples.

2.3 Description of the data

Our sample of cross-border mergers is geographically fairly diversified. It
contains acquisition announcements from target firms from 39 countries and
acquiring firms from 25 countries (see Appendix, Table A). Table 2 provides
descriptive statistics of the firms in the sample.

With respect to acquirors, Table 2 shows that cross-border acquirors are
significantly larger than domestic acquirors ($7.7 billion versus $3.1 billion,
significantly different at the 1% level) and have a higher Tobin’s Q. These
differences remain significant one year after the acquisition announcement.
Note also that in the median cross-border merger, the acquiror is 20 times as
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large as the target, compared with 8.4 times in a domestic merger. Relative
to target firms, acquirors in cross-border mergers display higher Tobin’s QOs,
higher sales, higher return on assets, and higher cash flow to assets. We find
similar differences in domestic mergers. We additionally find that domestic
acquirors invest more than domestic targets.

With respect to target firms, the matching procedure is very efficient. There
are no significant differences between cross-border targets and matching do-
mestic targets at time ¢ = 0 in the five accounting variables we consider. One
year after the acquisition, cross-border targets compared to matching domestic
targets display significantly higher return on assets (4.51% versus 3.32%), and
higher cash-flow-to-assets (11.26% versus 8.54%). The sample of target firms
is significantly reduced at ¢+ = 1 (260 firms instead of 348 firms) because some
target firms are delisted in the domestic market.

Finally, Table 2 shows the differences between the firms in the two subsam-
ples. We obtain accounting information from Worldscope, and we report in the
table results of a nonparametric Wilcoxon test for the differences between firms
in the same pair. These differences are reported in the year of the acquisition
announcement as well as one year before and one year after. We report total
assets,!® Tobin’s Q, sales to total assets, return on assets, cash flow to sales,
and investment to assets. Tobin’s Q is computed as the book value of total
assets, minus the book value of the common equity, plus the market value of
the common equity, divided by the book value of total assets.

Most of our targets (84 out of 506, or 17%) and most of our acquirors (139
out of 506, or 27%) come from the United States. We have 8 targets from
Africa, 104 from Asia, 48 from Latin America, 133 from North America, 43
from Oceania, and 170 from Western Europe. Similarly, our sample includes
8 acquirors from Africa, 54 from Asia, 5 from Latin America, 169 from North
America, 30 from Oceania, and 240 from Western Europe. Most of the mergers
are friendly (99%) and “nonhorizontal” (68%). We define an acquisition as
horizontal when the main four-digit SIC code of the target and the acquiror
coincide. Consequently, nonhorizontal acquisitions include both vertical and
conglomerate mergers. Additionally, 72% of our acquisitions use cash as the
only means of payment (see Appendix, Table A).

The Quality of Investor Protection

In this section, we assemble country- and firm-specific corporate governance
indices. Our starting point is the indices on shareholder rights and accounting

Total Assets in Table 1 are the latest total assets reported by firms prior to the acquisition announcement, obtained
from SDC. In most cases, they correspond to the end-of-year value the year before the acquisition announcement.
In Table 2, Total Assets are from Worldscope, and measure the end-of-year value of total assets in the year of
the acquisition announcement. This explains the differences both in sample size and in value between Tables 1
and 2.
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standards, and the efficiency of the legal system, from LLSV.!” The shareholder
index is multiplied by the efficiency of the legal system to obtain the index of
shareholder protection. All variables used in the paper are described in Table B
in the Appendix.

Ideally, we would like to have firm-specific measures of investor protection.
The LLSV indices give us the system of protection by default, which is the
one we use. Fortunately, Worldscope provides information on the accounting
standards followed by individual firms, specifying whether the firm follows
local IAS, US GAAP, or EU standards. We combine this information with
the LLSV index of accounting standards in the following way: When a firm
follows local standards, we assign that firm the value of the LLSV index. When
the firm follows any international standard, we assign that firm an index of
accounting standards of 83. This is the maximum value of the LLSV index,
corresponding to Sweden. When the firm follows US GAAP, we assign that
firm an index of accounting standards of 71 (this is the value of the LLSV
index for the United States). Finally, even when Worldscope reports that a firm
follows local standards, we assign a value of 71 if the firm is listed in the
United States through an ADR or a direct listing. Consequently, the index of
shareholder protection is constant over time and country-specific, but the index
of accounting standards is time-varying and firm-specific.

Moreover, Worldscope reports, for each firm, the consolidation rules that
apply in case of an acquisition and in particular, the minimum ownership
threshold above which the target is consolidated into the parent. These thresh-
olds match essentially our description in Section 1. Therefore, in addition to
the information above, we characterize each merger, depending on how much
of the target the acquiror buys, with the resulting accounting standards, which
we code according to the criteria in the previous paragraph. For instance, if
an acquiring company that follows US GAAP buys 60% of a company in
Sweden, the resulting firm has an index of accounting standards of 71. The dif-
ference in accounting standards acquiror-minus-target is then 71 — 83 = —12.
The difference will be —12 as well if the acquiror buys 40% of the target, but
consolidation will not be effective. Therefore, in our multivariate regressions,
we separate out both acquisitions with a dummy variable that equals one when-
ever there is accounting consolidation, and zero otherwise. The dummy equals
zero in 100% acquisitions as well, since we capture the effect of 100% mergers
with another dummy variable.

Each acquisition in our sample is then characterized by four indices: share-
holder protection and accounting standards for the acquiring firm, and the anal-
ogous indices for the target firm. The difference of the corresponding indices

In earlier versions, we have also analyzed measures of creditor protection and corruption. Consistent with the
international doctrine, we do not find any significant impact of differences in those on the value effect of the
merger. As Section 1 explains, creditor protection is the one given in the jurisdiction where the assets are located
and, consequently, does not change with a change in control. Moreover, corruption is inherent to the country(s)
where the firm operates. These results are available from the authors upon request.
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between the two companies provides an indication of the potential corporate
governance quality transfer that results from the cross-border merger. To il-
lustrate this point, suppose that a UK firm acquires a Greek firm. Since the
shareholder protection index in Greece is 14, and the shareholder protection
index in the United Kingdom is 50, the acquisition serves as a way of contrac-
tual transfer of corporate governance practices from the United Kingdom to
Greece. The magnitude of such transfer is 50 — 14 = 36.2°

Measuring the Merger Premium

Data on merger premia are not available for many acquisitions in our sam-
ple. Therefore, we proxy merger premium with the abnormal return at the
announcement of the acquisition. In this section, we describe how we measure
the abnormal return and show that, for the subsample of firms for which premia
are readily available, buy-and-hold abnormal returns are a very satisfactory
proxy. Schwert (2000) computes the merger premium as the total abnormal
returns in the target firm from day ¢t = —42 to day ¢t = +126 relative to the
tender offer announcement. In a regression of the bid premium on the stock
price run-up (the abnormal return from day t = —42 to day t = 0), he finds an
average coefficient of 1.1 for a sample of around 1800 acquisitions in the United
States. Schwert’s results suggest that the announcement effect of a tender offer
is mostly a reflection of the premium paid by the acquiror.

4.1 Computation of buy-and-hold abnormal returns

We measure the market impact of each acquisition by calculating buy-and-
hold cumulative abnormal returns (BHCAR). We first estimate a market model
regression of dollar-denominated daily returns on the corresponding dollar-
denominated market return and the MSCI world index. Return data are obtained
from Datastream. Abnormal returns are calculated for a window around the
tender offer announcement for all the firms for which daily data are available.
Market model regressions are performed in the following way:

Rijt =q; + BlmRm/t + B:'Uth +e€;, t= _260, ey _1007 (1)

where R;;; refers to the daily stock return for either the target or the acquiring
firm i in country j, R, is the market return in country j, and Ry, is the world

Alternatively, and given that the La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998) indices have different
ranges and it is difficult to draw comparisons in absolute terms, we could classify countries into two groups for
each index depending on whether the corporate governance indicator for a country is above or below the median.
‘We could then assign a value of one to the corresponding index when the country of nationality of the firm has
an index above the median, and zero otherwise. See our work in Bris and Cabolis (2004). Our results are robust
to this alternative specification. The methodology employed in this paper implicitly weights equally acquisitions
between firms with very different levels of investor protection.
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index.?! The residual ¢;, defines the excess return for each firm and day. Days
are, for the remainder of the paper, trading days.?”> We then compute abnor-
mal returns and accumulate them over four different subperiods: (—100, —3),
(=2, +4+2), (0, 4+10), and (0, +100). BHCAR in period (77, T>) for firm i is
computed as

t=T,
BHCAR"™ = ]_[(1 +&)— 1. )

t=T,

During the five days surrounding an acquisition announcement, target firms
experience a 14.20% abnormal return (significant at the 1% level), and ac-
quirors experience negative returns of —1.12% (significant at the 5% level).
Over the period of 100 days following the acquisition announcements, tar-
get shareholders realize a 33.98% abnormal return, and acquirors’ return is
—5.36% (both significant at the 1% level). There is no significant price run-up
in days (—100, —3) for targets, but a negative and significant abnormal return
(—0.09%) for acquirors.

4.2 Matching-acquisition-adjusted abnormal returns
In this paper, we use the BHC AR in days t = —2 to t = 42 as a proxy for
the merger premium. Merger premia are determined by specific characteristics
of the country where the acquisition takes place. In particular, market liquidity,
regulation, and financial development determine a bidder’s willingness to pay.
The existing literature documents a significant relationship between financial
and economic development (La Porta et al., 2000). Thus, we expect a positive
yet spurious relationship between the quality of the investor protection in the
target country, and the announcement effect of acquisitions in that country.
We try to isolate the pure corporate governance effects by adjusting pre-
mia relative to similar domestic acquisitions. Therefore, we compute for each
cross-border merger in our sample, matching-acquisition-adjusted BHCARs
(MABHCAR) for both target and acquiring firms, in the following way:

MABHCAR; = BHCAR‘® — BHCARPM, 3)

where BHC ARI-C B is the cumulative buy-and-hold return for the cross-border
acquisition i in days t = —2to¢t =42, and BHC ARiDOM is the cumulative

The market index is the corresponding market index in the country of nationality of the target and the acquiring
firm, respectively. Abnormal returns are winsorized at the 1% probability level.

While in the United States lack of data for a particular stock in a given day is not an issue, in emerging markets
it is. Sometimes trading is suspended for a particular stock during a short period. Therefore, when the price
information is missing for a given stock in a given day, one does not know whether it is due to non-trading or data
unavailability (this is especially true in Datastream). A window of 30 trading days prior to the announcement of
an acquisition may mean six weeks for one stock, and three months for an other.
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Table 3
Merger premiums and abnormal returns
Buy-and-hold abnormal returns Merger premium
Number of Number of

Mean Median acquisitions Mean Median acquisitions
Unadjusted 14.2%*** 8.41%** 506 15.16%*** 8.28%™** 208
Acquiror-matched ~ —3.70%** 3.19%** 297 —1.61%** —0.51% 115
Target-matched 0.26% —0.34% 506 —0.03%* —2.69% 199

Unadjusted and matching-acquisition-adjusted CARs and merger premiums. Unadjusted merger premium is the
difference between the price paid in the acquisition, relative to the stock price of the target one week prior to
the announcement. Acquiror-matched relative premium is the difference between the merger premium and the
premium in a matching, domestic acquisition in the country of the acquiror by a company similar to the acquiror.
Target-matched relative premium is the difference between the merger premium and the premium in a matching,
domestic acquisition in the country of the target by a company similar to the target. The sample contains all
cross-border mergers with information available in the Securities Data Corporation Database. P-values for means
are based on a r-test. P-values for medians are based on a nonparametric Wilcoxon sign-rank test.

buy-and-hold return for the domestic acquisition that matches acquisition i,
selected as described in Section 2.2.

Because the two target firms in each pair are from the same country,
matching-acquisition-adjusted BHCARs measure the incremental announce-
ment effect of the cross-border acquisition that is driven by the foreign nation-
ality of the acquiror.

4.3 Abnormal returns measure the merger premium

Let us first show that matching-acquisition abnormal returns are a good proxy
for the merger premium. For the observations for which these data are available,
we compute merger premium as the percentage difference between the value
of the consideration offered to the target shareholders (the bid price), and
the target company’s stock price 10 days prior to announcement in domestic
currency. The value of the consideration offered to target shareholders depends
on whether the merger is cash- or stock-financed. In stock-for-stock mergers,
the bid price is computed as the exchange ratio times the stock price of the
acquiror as of the day of the announcement in the domestic currency of the
target firm.

We then calculate the difference between the merger premium and the pre-
mium paid in the matching, domestic transaction for each cross-border merger.
Similarly, we compute the premium relative to a matching-acquisition with a
similar acquiror (see Section 6.6.2 for a description of the acquiror-matched
sample).

In Table 3, we report the median premium for the sample of cross-border
mergers with available data (208), as well as the acquiror- and target-adjusted
premia. With respect to the target price 10 days before the announcement,
the median premium cross-border acquirors pay 8.28%. This is very sim-
ilar to the 8.41% CAR calculated over a period of five days around the
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announcement. Relative to acquisitions with comparable targets, premia in
cross-border mergers are not significantly different in median, although they
are significantly lower in mean (—0.03% target-matched premium). With re-
spect to domestic acquisitions with similar acquirors, premiums in cross-border
mergers are not different either.??

4.4 Merger premium and investor protection

In Table 4, we classify countries relative to the medians of the investor protection
indices and a proxy for economic development, OECD membership.* We then
classify the cross-border mergers in the sample depending on the country
of nationality of the acquiror and the target. We report both adjusted and
unadjusted abnormal returns.

The first panel of Table 4 shows that, after adjusting by a matching ac-
quisition, adjusted premia are larger when the target firm is a nonmember
(M ABHC ARs are significantly positive for nonmembers, and insignificant
for members, although their difference is insignificant).

The second panel in Table 4 shows that the previous also holds when we look
at differences in shareholder protection. In fact, the average acquisition where
the acquiror comes from an above-median shareholder protection country, and
the target comes from a below-median shareholder protection country, results in
abnormal matching-acquisition-adjusted announcement returns of 5.78% (sig-
nificant at the 5% level). Abnormal returns in the opposite case are —13.41%
(significant at the 1% level). Therefore, for target firms, it is the difference in
shareholder protection in the acquiring firm that determines abnormal returns.
The results for accounting standards mirror our findings for shareholder protec-
tion. This is not surprising, given the high correlation between the shareholder
protection and accounting standards indices, and measures of economic devel-
opment (see Table C in the Appendix, and La Porta et al., 2000). However, these
univariate results are driven by many other factors that one needs to account
for. This is what we do in the next section, by means of multivariate fixed-effect
regressions.”

We have also confirmed the relationship between abnormal returns and premia in a multivariate analysis (not
reported). We regress merger premia on abnormal returns and several controls, including firm- and country-
specific characteristics, as well as country- and year-fixed effects. A one-standard-deviation increase in the
MABHAR of the target is associated with an increase in the unadjusted premium of 0.38 standard deviations and
an increase in the target-matched relative premium of 0.68 standard deviations. With respect to the acquiror, we
only find that a one-standard deviation increase in the MABHAR of the acquiror is associated with a reduction
in the target-matched relative premium of 0.23 standard deviations.

There are 23 out of 39 target countries in our sample that are OECD members.

Our analysis (not reported) shows that differences in corruption or creditor protection are indeed unrelated to
premiums. This is consistent with the discussion in Section 1.
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5. Multivariate Analyses

5.1 Econometric specification and controls

In this section, we explore the determinants of adjusted premium as a function
of country-, industry-, and firm-specific characteristics. We specify fixed-effect
regressions, with M ABHC AR as endogenous variable, in the following way:

MABHCAR! = o;+d, +®-C;;+V-AGDPj;;, +B-Gj; +T - Zi+e;,
“)

for cross-border acquisition i happening in year ¢, such that the target firm is a
national of country j and the acquiror is a national of country k. In other words,
we estimate a cross-sectional regression with target country-fixed effects, and
year-fixed effects.?® Because acquisitions are matched by the industry of the
target firm, industry controls are not necessary. Moreover, we control for certain
characteristics of the two countries that are time-varying, like the exchange rate
between the domestic currency and the US dollar, C;, and the difference in
GDP per capita (in logs) between the acquiring and target countries. This last
measure tries to capture differences in economic development, and therefore,
in the broader governance environment, which are also correlated with legal
protections.

We also control for other characteristics like broader governance environment
in the target country. The regulatory environment—information disclosures,
requirements for merger approval, etc.—shapes the market for corporate control
in a country. A reliable regulatory system also spurs competition in the market
for corporate control. In some countries, antitrust laws and merger controls pose
strong restrictions to acquirors, which can determine certain characteristics of
the deals that take place. We collect information on the date of enactment or
the latest amendment of antitrust and merger control laws for our sample of
countries, from the White and Case (2003) survey Worldwide Antitrust Merger
Notification Requirements. This publication also provides information on the
main provisions of the laws. Additionally, Dyck and Zingales (2004) collect
information on the legal requirements that make the purchase of additional
shares mandatory once a certain threshold has been reached. We summarize
all this information in an index of merger law quality that ranges from zero to
six. The index is the sum of six indicators: (i) whether there exists mandatory
merger notification in the country; (ii) whether the lack of merger notification
involves penalties; (iii) whether penalties are proportional to the size of the
deal; (iv) whether the penalties are above the median across all countries;
(v) whether the law requires the mandatory purchase of additional shares above
a certain threshold; and (vi) whether the shareholding that triggers mandatory
purchase of shares is below 50%. Countries without merger or takeover laws
are assigned a value of zero. The merger law index is time-varying because

26 In some specifications, we estimate target-country random effects.
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it equals zero before a country enacts any type of merger law. In our sample
of 506 cross-border deals, 35 (7%) happen in countries without any type of
merger control. Moreover, we take into account amendments to the original
merger law that improve the index. For our cross-sectional regressions, we
additionally construct a dummy variable that equals one when the country has
merger control laws in place in the year of announcement of the corresponding
cross-border merger, and equals zero otherwise. Except for five countries,?’
antitrust laws and merger control laws are enacted or amended at the same
time. As a result, we cannot estimate the effect of antitrust laws alone, which
is highly correlated with the effect of merger laws.

We construct a proxy for competition in the market for corporate control with
the overall frequency of mergers in the target country.?® This proxy is computed
as the number of completed acquisitions of domestic public firms in a given
year, divided by the total number of publicly listed firms in the country.?’ We
measure the frequency of all mergers as well as the frequency of cross-border
mergers only.*"

We also control for characteristics of the acquisition itself, denoted by Z;. In
particular, we construct dummy variables that equal one when: (i) the acquisi-
tion is nonhorizontal; (ii) target shareholders are paid only with cash; or (iii) the
acquisition is hostile. Vertical and conglomerate mergers have different wealth
effects than horizontal acquisitions. Differentiating between all-cash mergers
and the rest is also important. Starks and Wei (2004) analyze the impact of
cross-border acquisitions of US targets on returns to the acquiring firms. They
find that only in stock-for-stock offers does the abnormal return to the acquiror
depend on the investor protection levels in the United States. They argue that in
cash offers, target firm shareholders cash out and are not facing different corpo-
rate governance regimes. Moreover, Eckbo, Giammarino, and Heinkel (1990)
find that abnormal returns to target firms are significantly larger for all-stock
mergers, compared to cash-and-stock and all-cash acquisitions. Schwert (2000)
presents some mixed evidence relating the attitude of the bidder—hostile or
friendly—to stock price run-up prior to acquisition announcements and merger
premia. We additionally control for the percentage of the target shares sought
by the acquiror.

The vector G j; includes measures of investor protection in the target and the
acquiror, as well as differences between them. These are the variables that we
construct in Section 3.

Finland, Peru, Turkey, Switzerland, and Argentina. See a listing of enactment dates in Table A in the Appendix.

An alternative measure of competition is the bidder’s abnormal returns. However, they are not useful in the
multivariate regression, because of endogeneity problems. See Section 6.6.3.

The number of publicly listed firms in the country is from the World Bank Development Indicators.

We have alternatively estimated our regressions with a measure of the frequency of acquisitions, which are
industry- and year-specific. There is no quantitative change in our results. We prefer the country measure,
because otherwise there are too many zeros.
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We take into account the possibility that the merging firms list in the United
States, either through a direct listing or an ADR. Firms that list in the United
States are subject to the SEC reporting requirements, and usually commit to
higher levels of investor protection. We construct two dummies that equal one
when the target (acquiring) firm has an ADR listed at the time of the merger
announcement. We do not control for other target firm characteristics because
our matching procedure cancels out the effect of those variables on matching-
acquisition-adjusted abnormal returns. In some specifications, we also include
the difference in market capitalization to GDP between the acquiring and the
target countries as a measure of financial development. Finally, ® , ¥, B, and
" are sets of parameters to be estimated.

As we discuss above, international law prescribes that cross-border mergers
entail a change in the law applicable to the target firm when the acquisition is for
100% of the target’s shares. Therefore, we specify an alternative model where
we interact a dummy variable D'% that equals one for 100% acquisitions and
zero otherwise, with the corporate governance indices, to estimate the following
regression:

MABHCAR!f = oj+d, +®-Cj, +¥ -GDP; +B"-G;
+B' D/ G +T-Z +s. )

We expect the coefficients in B to be different from the coefficients in B'.

5.2 Results
In Table 5, we report results for the estimation of Equations (4) and (5). Be-
cause the subsequent tables are similar, we will discuss the format in some
detail here. The first column shows the “economic significance” of the vari-
ables that are statistically significant in at least one of the econometric models
we specify.’! Economic significance is measured in units of standard devi-
ations of the endogenous variable per one standard deviation change in the
corresponding exogenous variable. All but one of our regressions use year and
target country-fixed effects: In model (1), we include target country-specific
corporate governance variables, so random-country effects are a natural alter-
native. The table also reports three R-squared coefficients: “R-squared within”
measures the explanatory power of our regressions within each target country,
“R-squared between” measures the explanatory power across target countries,
and “R-squared overall” is the combination of the two.

We have data on all variables available for matching pairs from 31 coun-
tries, and a total of 241 observations. Among the acquisition-specific variables
(not reported) that determine abnormal returns, hostility shows a significant

When the coefficient is significant in two or more models, the reported economic significance is the average of
the models where the coefficient is significant.
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coefficient with the expected positive sign. A one-standard-deviation increase
in the probability of an acquisition being hostile increases the incremental an-
nouncement effect of a cross-border merger by 0.412 standard deviations. When
the acquiror has an ADR listed in the United States, the announcement effect
of the acquisition is 0.21 standard deviations higher. The acquisition frequency
in the target country has the expected negative impact on the announcement
effect of the cross-border mergers in our sample. A one-standard-deviation
increase in the percentage of domestic firms acquired in the country reduces
the M AB HC AR of the cross-border mergers in our sample by —0.26 standard
deviations.

Model (1) reports the effect of the investor protection quality of the target and
the acquiring firms separately. All coefficients are insignificant. Instead, it is
the difference in shareholder protection and accounting standards between the
two countries involved that explains merger premia (models 2 and 3). In 100%
mergers, a one-standard-deviation increase in the difference in shareholder pro-
tection results in 0.22 standard deviations increase in the adjusted premium.
This result is consistent with the provisions of international law, which pre-
scribes that only 100% acquisitions effectively change the nationality of the
target firm.

In models (4)—(5) in Table 5, we split the corporate governance index dif-
ferences into positive and negative values. Our objective is to test for any
asymmetries in corporate governance transfers. We find that the adjusted pre-
mium is related to shareholder protection only when the acquiring firm comes
from a country with better shareholder protection. When a target firm is 100%
acquired by a firm from a country with a one-standard-deviation higher share-
holder protection index than its own, target shareholders receive a premium
that is 0.37 standard deviations higher relative to shareholders of a comparable
target firm that is acquired by a domestic firm. Note that this result is not driven
by a larger fraction of the target shares being bought, since the coefficient
of the “Percentage of Shares Sought by Acquiror” is neither statistical nor
economically significant.

Interestingly, the asymmetry in the effect implies that shareholders of a target
firm that is acquired by a firm from a weaker shareholder protection environ-
ment do not receive a significantly lower premium. This result is consistent
with three alternative explanations. First, firms may overcome the reduction in
investor protection induced by these deals by means of private contracts—for
which we do not have sufficient data. Second, the insignificant effect of legal
rules is consistent with Doidge, Karolyi, and Stulz (2007), who find that firm
characteristics explain governance in more financially developed countries,
while country characteristics explain governance in less developed countries.
Consequently, in a merger where the target is from a more protective country,
firm-specific provisions are more important. Third, the market does not value
reductions in investment protection. With our current dataset, we are unable to
disentangle them.
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With respect to accounting standards, we classify cross-border mergers into
three groups: (i) the group of mergers that do not result in accounting consolida-
tion; (ii) those mergers where accounting consolidation happens automatically
because the acquiror buys 100% of the target; and (iii) those mergers where
accounting consolidation happens based on the provisions set by the acquiring
firm. We test the impact of a one-standard-deviation change in the difference in
accounting standards acquiror-minus-target, and we report the results in models
(6)—(9). In the absence of consolidation being acquired by a firm with higher ac-
counting standards, it has a significantly negative effect on the premium (—0.17
standard deviations from model (7)). This means that acquirors penalize the
weak accounting standards of the target in the premia they pay. But in case
of accounting consolidation, we find a very significant impact of differences
in accounting standards. When accounting standards change because of the
firm-specific consolidation rules, a one-standard-deviation increase in the dif-
ference in the accounting standards quality index between the acquiror and the
target results in a merger premium that is about 0.3 standard deviations higher.
When accounting standards change automatically because it is a 100% merger,
the economic significance is 0.15 standard deviations. That is, firm-specific
accounting provisions are economically more significant than accounting legal
rules.

In a horse race between legal variables and firm-specific accounting provi-
sions (model (10)), accounting consolidation rules become more important at
explaining the merger premium, and indeed, differences in legal protection are
now insignificant. The result challenges the simple law and finance view and
shows that legal reform may be ineffective when firms can overcome the effects
of the law with individual provisions.

The effect of legal protections must be distinguished from the effect of the
broader legal environment. As Table 4 shows, differences in legal protections
can be explained by differences in economic development. In the multivariate
regressions, we find that differences in GDP per capita between the acquiring
and target countries cannot explain the merger premium. In all regressions, this
coefficient is negative but insignificant. The negative sign is consistent with
Starks and Wei (2004); and Kuipers, Miller, and Patel (2003), who show that
when the acquiror comes from a less protective country (less economically
developed), US targets receive a lower premium.3?

To summarize, our analysis of cross-border mergers shows that legal pro-
tections are valued by the market only when legal rules improve protection.
Additionally, changes in corporate governance at the firm level, irrespective
of the broader legal system, have a significant value effect. In particular, im-
provements in accounting standards induced by consolidation in cross-border

In non-reported analyses, we also find that, when we split the GDP per capita differences into positive and
negative values, both coefficients are negative, but insignificant. This result holds irrespective of whether we
control for differences in legal protections.
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mergers are associated to larger premia. However, we do not have evidence on
the opposite effect: when legal protection deteriorates, or firms choose weaker
standards, shareholders do not suffer.

. Why is Legal Protection Valuable? Alternative Explanations

In the simple law and finance interpretation, an improvement in investor protec-
tion triggered by a cross-border merger is valued by the target investors through
the premium they require. Better investment protection reduces the amount of
expropriation by controlling shareholders and hence increases firm value. As
a result, under new management, target firms are worth more if the acquiror
comes from a more protective country. If the merger premium incorporates
(even if only partly) the value of the target firm under the new controlling
shareholders, then the premium will be a function of the improvement in in-
vestor protection caused by the cross-border merger. In that sense, our results
are fully consistent with the theoretical model of investor protection in La Porta
et al. (2002).

There are, however, many other factors that determine premia, and this
paper is therefore an attempt to isolate the part of the premium driven by
improvements in investor protection. First and foremost, how much an acquiror
pays for a target depends on how much value the merger creates, which in turn
is a function of the intrinsic quality of the two firms, the new management
ability, and the extent of expropriation by the former and the new controlling
shareholders. The second factor that determines the merger premium is the
parties’ bargaining power and competition in the market for corporate control:
acquirors will pay higher prices for their targets when there are competing
bidders. The natural question that arises is why acquirors from more protective
countries pay higher premia. In the next section, we propose and test several
possible explanations. Our strategy will be to show that proxies for the factors
above are not correlated with differences in investor protection.

6.1 Explanation 1: Foreign acquirors are better acquirors

First, ahigher premium can reflect the gains from the acquisition due to the more
efficient management of resources or superior ability. It is reasonable to expect
managerial quality to be higher in high shareholder protection countries, be-
cause in less protective countries, it is harder to remove less efficient managers.
Our multivariate analysis adopts the identification assumption that differences
in ability are small relative to differences in governance, and that managerial
ability and differences in governance are uncorrelated. In this section, we test
whether this assumption is reasonable.

As a consequence, we analyze ex ante measures of ability for the acquirors
in our sample. We compute Tobin’s Q as the market value of common equity,
plus the book value of total assets, minus the book value of common equity,
all divided by the book value of assets (see the Appendix, Table B, for details).
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Tobin’s Q is a typical measure of managerial ability.>*> We compare Tobin’s
Q one year before the merger announcement depending on the measures of
investor protection. We also compare the Tobin’s Q of our sample of cross-
border mergers with the corresponding matching domestic acquisition.

The median Q for the 490 cross-border acquirors with data available is
1.56, which is significantly larger at the 1% level than for domestic acquirors
(median Q of 1.40). We split the firms into acquirors in cross-border mergers
with positive and negative shareholder protection difference. Although differ-
ences in Tobin’s Q are not significant, we find that the median Q is actually
larger in mergers where the shareholder protection index difference is negative.
Intuitively, this result suggests that for an acquiror in a weak governance en-
vironment to make a successful acquisition in a more protective environment,
it must be a high-ability acquiror. Therefore, differences in investor protection
are not correlated with differences in the managerial ability of the acquiror—as
long as Tobin’s Q appropriately measures managerial ability.

We then consider 100% acquisitions. We find that acquirors in 100% mergers
who come from more protective legal environments than their targets have a
median Tobin’s O of 1.95. This is consistent with better legal protections being
correlated with higher ability. However, the Tobin’s Q of the cross-border
acquirors in this category is not significantly different from the Tobin’s Q of
the matching domestic acquirors. Consequently, if a higher Tobin’s Q explains
a higher premium, this effect cancels out when we adjust the cross-border
merger premium with the premium in a domestic acquisition. Moreover, it
is in 100% cross-border mergers where the shareholder protection difference
is negative, and the Tobin’s Q of the acquiror is significantly larger than in
the corresponding domestic merger. This result could also explain the lack of
negative returns associated with declines in investor protection. Overall, all
these findings confirm that, while there is correlation between differences in
legal protection and differences in ability, the correlation goes in the opposite
direction to what it should be in order to explain the results in Section 5.

6.2 Explanation 2: Foreign acquirors in cross-border mergers suffer more
from agency problems

In countries with better investor protection, corporate ownership is more dis-
persed (La Porta et al., 1999). In widely held corporations when free cash
flows are available, agency conflicts cause managers to make value-reducing
decisions at the expense of shareholders (Jensen and Meckling, 1976). Among
these strategies, managers will likely make unprofitable acquisitions and will
overpay for the targets they acquire. As a result, in acquisitions where the differ-
ence in shareholder protection acquiror-minus-target is positive, cross-border
acquirors display more disperse ownership relative to domestic acquirors.

We could alternatively look at executive compensation measures, if one believes that compensation rewards
ability, but these data are unfortunately not available.
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Moreover, this hypothesis implies that if cross-border acquirors have more
dispersed ownership, they overpay relative to domestic acquirors. In order
to test this hypothesis, we need to compare cross-border acquirors to similar
domestic acquirors. Unfortunately, our matching sample is of no use here, since
we match by target firm, not by acquiring firm. Therefore, we need to analyze
the difference in ownership concentration and in merger premia for the sample
of cross-border mergers, relative to an acquiror-matched sample of domestic
mergers.

Hence, we construct a second sample of matching acquisitions similar to
the one described in Section 2.2.2. For each of the 506 cross-border mergers
in our final sample, we identify in the country of nationality of the acquiring
firm a domestic merger that meets the following criteria: (i) it is announced
in the same year as the cross-border merger; (ii) the acquiring firm belongs to
the same country and industry (2-digit SIC code) as the acquiring firm of the
cross-border merger; (iii) the acquiring company is different from the acquiring
company of the cross-border merger; (iv) the percentage of the target’s shares
sought by the acquiror is below 50% if the percentage sought in the cross-
border merger is below 50%, and vice versa; and (v) the acquiring firm is the
closest in terms of total assets to the acquiring of the corresponding cross-
border merger. Out of 506 acquisitions, we were able to match 297 deals
with available return information in Datastream both by target and acquiring
firm.

We obtain data from Worldscope on the percentage of closely held shares
for the cross-border acquiring firms as well as for the acquirors in the acquiror-
matched sample. “Closely held shares” are defined as the percentage of shares
held by insiders, which includes shares held by officers, directors, and their
immediate families; shares held in trust; shares of the company held by any
other corporation; shares held by pension/benefit plans; and shares held by
individuals who hold 5% or more of the outstanding shares. (See Appendix,
Table B, for a detailed description of this variable.) Closely held shares are
a good proxy for ownership concentration, and they are exactly what the o
parameter in Jensen and Meckling (1976) measures.

We then compute the mean and median differences in inside ownership be-
tween acquirors in cross-border mergers and matching acquirors, and compute
such differences depending on the shareholder protection difference between
the acquiror and the target country. Results are in Table 7.

The average percentage of closely held shares is 9.7% higher in domestic
acquisitions and the difference is significant at the 1% level. In the average
cross-border merger, 25.8% of the shares of the acquiror are held by insiders.
In domestic acquisitions with comparable acquirors, 34.6% of the shares are
closely held. Therefore, cross-border acquirors are more likely to be firms with
more dispersed ownership.

There is no significant difference between acquisitions where the share-
holder protection difference is positive and the rest. More importantly, there
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Table 8
Merger premia and shareholder protection
Acquiror-matched Target-matched
Premium relative premium relative premium
N  Median N Median P-value N Median P-value
All firms 208  828% 115 —0.51% (0.1680) 199 —2.69% (0.2986)
Shareholder protection 125 15.12% 67 —7.44%** (0.0185) 80 6.40%* (0.0809)
difference > 0
Shareholder protection 83 6.42% 48 0.31 (0.7120) 119 —8.23%*** (0.0005)
difference <=0
Shareholder protection 30 26.65% 17 8.50% (0.2811) 47  7.54%***  (0.0063)
difference > 0, 100%
Acquisition
Shareholder protection 48 15.97% 31 1.03% (0.5862) 30 2.84% (0.9099)
difference <=0, 100%
Acquisition

We report Median Tender Offer Premiums for the cross-border acquisitions in the sample. Merger premium is
the difference between the price paid in the acquisition, relative to the stock price of the target one week prior to
the announcement. We then compute the relative premium as merger premium, minus premium in a matching
acquisition. Acquiror-matched relative premiums are computed relative to the premium in a domestic merger
where the acquiror is from the same country as the acquiror in the cross-border merger. Target-matched relative
premiums are computed relative to the premium in a domestic merger where the target is from the same country
as the target in the cross-border merger. The sample contains all cross-border mergers with information available
in the Securities Data Corporation Database. All accounting information is from Worldscope. P-values are based
on a nonparametric Wilcoxon sign-rank test.

is no significant difference in 100% acquisitions either. Although ownership
concentration is higher in cross-border acquirors than in domestic acquirors,
the difference between these two is not larger when the shareholder protection
difference is positive (p-value for the difference, .1564).

Table 8 reports unadjusted merger premia as well as premia adjusted by both
acquiror-matched domestic acquisition and target-matched domestic acquisi-
tion. The target-matched relative premium is significantly positive (p-value of
.0809) when the shareholder protection difference is positive and especially
in 100% acquisitions (7.54%, significant at the 1% level). These results are
consistent with Table 5. The reported acquiror-matched relative premia are not
consistent with the agency cost hypothesis. While Table 7 reports that cross-
border acquirors in cross-border mergers, where the shareholder protection
index difference is positive, have more dispersed ownership than domestic ac-
quirors, Table 8 shows that they, indeed, pay lower premia (the relative premium
is —7.44%, which is significantly different from zero at the 5% level). Among
acquisitions with negative shareholder protection index difference, ownership
concentration is lower in cross-border mergers in Table 7 (24.8% of shares
closely held versus 31.3% in domestic mergers), but merger premia are not
significantly different (p-value of .7120).

In conclusion, we do not find a significant relationship between investor
protection and proxies for agency costs. While we do not rule out that measures
of ownership concentration affect the merger premium, we have shown that, at
least, they are not correlated with the indices of investor protection.
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6.3 Explanation 3: Auctions for control are more competitive when ac-
quirors are from countries with better protection

A larger cross-border merger premium relative to a domestic acquisition can

be explained by more competition among foreign acquirors. This presumes

that for competition to have an effect, it must be the case that the cross-border

merger market is more competitive than the domestic market, since the effect

of competition will cancel out when computing M ABHC ARs.

The literature has not agreed on a good proxy for competition. Moeller,
Schlingemann, and Stulz (2004) use the number of competing bids. However,
they recognize that a successful acquiror can preempt otherwise competing
bidders with a very high merger premium. Dyck and Zingales (2004) use the
acquiror’s return as a proxy for the buyer’s bargaining power. If the acquiror
faces strong competition (whether explicit or potential), it will be reflected in
lower returns. We choose the latter proxy because the number of competing
bids in a country depends to a great extent on takeover rules. Consequently, we
compute acquiror abnormal returns for several windows around the announce-
ment date of the acquisition. We then classify acquisitions depending on the
shareholder protection index difference, and report annualized CARs in Table 9.

While the valuation effect of the acquisition should be reflected in the abnor-
mal returns for the period t = —2 to t = +2, the effects of competition should
be reflected earlier. Table 9 shows that the CAR indays ¢t = —100to ¢t = 42 1is
—1.37%, which is significant at the 1% level. However, the negative return is not
related to differences in investor protection. The acquiror’s return is —1.05%
in mergers with positive shareholder protection difference, and —1.79% other-
wise. The difference between these two returns is not significant (the p-value
based on a Kruskal-Wallis test is .31). Not surprisingly, the CAR is more neg-
ative in 100% acquisitions (because the premium is paid for more shares), but
differences depending on shareholder protection are again insignificant. This
happens for all time windows we consider. Therefore, if acquirors’ returns are
an acceptable proxy of competition, our results are not driven by the market
for corporate control being more competitive in the more protective countries.

. Robustness Tests

7.1 Endogeneity issues

In this section, we want to ensure the accuracy of our methodology. For in-
stance, if differences in valuation are systematically related to unobservable
firm characteristics, it is possible to find a significant, yet spurious, relationship
between corporate governance and firm valuation.

Starks and Wei (2004) find that acquirors from countries with better corpo-
rate governance are more likely to finance acquisitions of US firms with stock.
Because Eckbo, Giammarino, and Heinkel (1990) find that stock mergers re-
sult in larger abnormal announcement effects for targets, this effect alone can
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explain our findings in the previous sections, even though we control for the
means of payment in our regressions.

The endogeneity problem can be addressed by using a two-step estima-
tion method. There are three explanatory variables in our regressions that can
potentially be affected by corporate governance characteristics: the means of
payment, whether the acquisition is vertical or not, and the percentage sought
in the transaction.>* In unreported probit regressions, we find that measures of
investor protection are significantly related to the probability that the acquisi-
tion is financed with cash. However, there is no relationship between investor
protection and the other two variables.®

To control for the endogenous choice of a cash merger, we have estimated
treatment effect regressions similar to Table 5 where the variable “Cash Merger
(Y/N)” is instrumented, using the corporate governance indices as explanatory
variables.’® We do not find any qualitative change in our results.

7.2 Change of nationality or change in control?

The previous results are consistent with a positive valuation effect of a change
in control for the target firm. Chari, Ouimet, and Tesar (2004) document larger
abnormal returns to acquiring firms in emerging markets, when the acquiror is
a firm from a more developed country. We consider that an acquisition entails
a change of nationality of the target firm when the acquiror buys 100% of the
target. In turn, a 100% acquisition results automatically in a change in control
as well. As a result, to the extent that 100% mergers are a subset of mergers
where control changes, our effects can be driven by changes of control, and not
by changes in investor protection.

We separate out the two hypotheses by interacting with two dummy variables
in multivariate regressions similar to Equation (5): D', described in Section
5.5.1, and a dummy variable D that equals one when the percentage of
shares acquired in the transaction is larger than 50%. Consequently, for an
acquisition where both control and nationality change, the dummy variables
equal {D'® = 1, D> = 1}. However, when an acquisition changes the control
but not the nationality of the target firm, the dummy variables equal {D'® =
0, D% =1}.

Our results (not reported) show that there is no change in the economic
and statistical significance of the interaction between D'® and the investor
protection indices. Moreover, D is not significant at explaining the premium,

It can also be argued that the attitude of the acquiror is linked to regulatory variables specific to the target and
acquiring country. However, the number of hostile bids in our sample is so small that such analysis is difficult.

Regarding the relationship between the probability of an acquisition being financed with cash and shareholder
protection, we find results different from Starks and Wei (2004). That is, the higher the difference in protection
between the acquiror and the target, the more likely it is that the acquisition is financed with cash, and only in
100% acquisitions. One possible explanation for the differential results is that we control for the acquiror having
an ADR listed in the United States, which is negatively related to the probability of paying with cash.

These results are available from the authors upon request.
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especially when we interact D>° with a dummy for accounting consolidation.
Therefore, it seems more plausible that changes in control proxy for changes
in nationality, rather than the opposite.

7.3 Alternative measures of protection

The indices of investor protection that we use are institutional variables cor-
related with other measures of financial development. An alternative proxy
for investor protection is the value of private benefits of control calculated in
Nenova (2003) and Dyck and Zingales (2004). Dyck and Zingales find a nega-
tive relationship between the antidirector rights index in the acquiring country
and the value of private benefits of control, which suggests that private benefits
reflect the incidence of institutional variables on expropriation. They compute
the value of control as the difference between the price of a control block and
the stock price on the exchange. Nenova (2003) calculates the value of control
as the difference in price between voting and nonvoting shares. The advantage
of this approach is that it provides an index of investor protection, which is
based on market valuations.

As a robustness check, we have used Nenova’s (2003) and Dyck and
Zingales’s (2004) measures of private benefits of control as an alternative
proxy for investor protection. For each acquisition in our sample, we com-
pute the value of control in the country of nationality of the acquiror, minus
the value of control in the country of nationality of the target. We then esti-
mate multivariate regressions similar to those in Table 5, with merger premium
(M ABHC ARs) as the dependent variable. We find (results are not reported
here) that, consistent with Dyck and Zingales, there is a negative relationship
between the difference in private benefits using their measure and the adjusted
merger premium, indicating that in countries with less ability to extract private
benefits, acquirors pay less; however, this result is not statistically significant.
In fact, when we differentiate between 100% acquisitions and the rest, we find
that the control premium difference is positively related to the merger premium,
which is indeed consistent with a positive valuation of investor protection.

We also use the value of corporate control computed by Nenova (2003) and
find similar results: a one-standard-deviation increase in the value of control
increases the premium paid in a 100% cross-border merger by 0.266 standard
deviations. Moreover, when we interact either proxy of private benefits with
the difference in shareholder protection acquiror-minus-target, this variable re-
mains significant, although a one-standard-deviation increase in the difference
in investor protection results in a merger premium, which is 0.262 standard
deviations higher in 100% acquisitions.

. Conclusion

This paper presents evidence showing that improvements in accountability and
transparency are positively valued by the market. We consider the changes in
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corporate governance induced by cross-border mergers. For around 500 acqui-
sitions, in 39 different countries, and in the period 1989-2002, we construct
measures of the corporate governance quality of the deal by taking differences in
the indices of investor protection in the countries of the acquiror and the target.
We investigate the relationship between corporate governance quality changes
and the merger premium. In order to isolate the pure corporate governance
effects, we measure the premium relative to a matching domestic acquisition
with similar characteristics.

We undertake a simple and intuitive experiment. By using a sample of cross-
border mergers and matching domestic acquisitions, we are able to isolate the
direct relationship between corporate governance and premia. Our study does
not claim that countries or firms that better protect their shareholders are more
valuable. Instead, we show that changes in corporate governance within a firm
have value implications. Unlike country-specific studies, our paper provides a
setting where corporate governance quality improves as often as it worsens.
In fact, we find that opting into a more protective regime is sometimes not
the opposite of opting into a less protective one. Our first important result
is that acquisitions of firms in weaker shareholder protection countries by
firms in stronger protective regimes results in a higher premium, relative to
a similar target in a domestic acquisition. This result is robust to country,
year, and industry characteristics. Our second important result is that firm-
specific provisions—specifically accounting rules—are very valuable, and their
improvement resulting from the merger is also priced in the merger premium.

Rossi and Volpin (2004) show that firms in less protective countries are more
likely to be targets of cross-border mergers than targets of domestic mergers.
Our paper complements their research and shows that corporate governance
can be a motive for cross-border acquisitions. We model theoretically, and
show empirically, that merger premia in cross-border mergers are larger than
in domestic acquisitions when the foreign acquiror comes from a country
with better investor protection. To conclude that the improvement in investor
protection is a driver of the decision to sell to a foreigner requires us to show
that the deal is mutually beneficial. This paper does not study the gains to
the acquiror, but the evidence in Tables 3 and 8 seems to suggest that foreign
acquirors also prefer to buy abroad, since they pay higher premia at home
when they come from countries that are more protective. As a result, corporate
governance needs to be considered when analyzing the reasons why companies
choose their targets in certain countries.?’

An area for future research is the study of the specific characteristics of cross-
border mergers that affect firm value. In our paper, we control for the frequency

As Alexander (2000) indicates, there can be several reasons why firms undertake cross-border mergers: intensive
consolidation or preempting restructuring, battle for scale driven by structural pressures, response to technological
changes, increases in scale to market, the need to advertise globally, exhaustion of the domestic merger route, and
the opportunity to gain a foothold in new markets. See also Caves (1996), who provides an economic analysis of
the existence and consequences of multinational firms.
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of domestic and cross-border acquisitions affecting a particular country and
show that these ratios are significantly related to the market’s reaction to the
announcement of a cross-border merger. Exploring the factors behind these
costs and benefits, and documenting the differences between domestic and
cross-border mergers, deserves future work.
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