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Abnormal returns for cash vs share funded acquisitions

1. INTRODUCTION

A number of empirical studies indicate substantial
changes in the value of firms participating in corporate
acquisitions. Some studies find that shareholders of the
bidding companies earn negative to modest positive
returns during the acquisition announcement period
(Asquith & Kim, 1982), and a vast majority of studies
indicate that target companies’ shareholders earn
positive returns (Dodd & Ruback, 1977; Jensen &
Ruback, 1983, and Huang & Walkling, 1987).

Other research has shown a strong relationship between
stock price returns and acquisitions characteristics, such
as the size of companies participating in the acquisition,
the method of payment used by the bidding company to
acquire the target company, the growth prospects of the
target company, the target company’s resistance to the
acquisition, the number of bidding companies and the
bidder's strategic reason(s) for the acquisition.
Furthermore, it has been established that the trading
activities of both target and bidding companies’ shares
change following the acquisition announcement ( Draper
& Paudyal, 1999).

One of the key acquisition characteristics is the method
of payment used by the bidding company. Bidding
companies typically offer the shareholders of target
companies either cash or stock, and in some instances
both, or the option of either cash or stock. There is
substantial evidence to indicate that abnormal returns to
shareholders differ depending on the method of payment
used for an acquisition.

This study investigates whether shareholder returns on
the JSE Securities Exchange (JSE) around acquisition
announcements are associated with the method of
payment used.

To fully understand share returns around acquisition
announcements, the study addresses the following sub-
problems:

e Average abnormai returns and cumulative average
abnormal returns are analysed to establish if they
are significantly different from zero.

e Cumulative abnormal returns of target companies
are compared to those of bidding companies.
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s Abnormal returns for both target and bidding
companies are examined when the offer is for cash
and when the offer is for shares.

e A comparison of returns before and after the
acquisition announcement date is examined to
investigate the possibility of insider trading.

A substantial amount of empirical research on abnormal
returns of both bidding and target companies has been
conducted internationally, especially in the US and the
UK, with very little done in South Africa. This research
contributes by comparing the South African experience
to the existing body of knowledge and is of particular
interest to South African practitioners, companies and
shareholders.

2, LITERATURE REVIEW

The literature review covers five aspects of changes of
share returns due to acquisition announcements. The
first aspect is a review of announcement period returns,
the second provides an examination of post-merger
share performance. The third part discusses some
acquisition characteristics that have an impact on share
returns. The fourth aspect discusses the method of
payment and the final section examines event study
methodology and its application to share returns.

21 Pre-merger announcement returns to
shareholders

A number of empirical studies have been conducted to
examine pre-merger stock returns. The approach
adopted by these studies entails analysing the share
price over a period of time starting a few days or weeks
before the acquisition announcement is made and
ending a few days or weeks after the announcement or
on the effective date of the acquisition.

Most studies show that the target company shareholders
earn significantly abnormal positive returns around the
announcement period, irrespective of the type of
acquisition (whether the acquisition is a merger or a
tender offer). There is, however, conflicting evidence
about the returns to the shareholders of bidders — some
studies show that the returns are positive; others indicate
indifferent or negative returns. One thing that is
consistent, however, is that bidders earn much less than
target companies.

Asquith and Kim (1982), investigating conglomerate
mergers, find that only the target company shareholders
gain from mergers. The acquiring firms’ shareholders
and bondholders’ gains were shown to be insignificant.
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Asquith (1983) examined the returns of shareholders of
both bidding and target firms from the pre-
announcement date until a year after the conclusion or
abandonment of the bid. The investigation included both
successful and unsuccessful bids. The findings showed
that as the probability of the merger increased, so the
shareholders of target firms benefited, whereas
decreases in the probability of the merger harmed the
shareholders of both target and bidding firms.

Jensen and Ruback (1983) indicated that corporate
takeovers generate positive gains: target firm
shareholders benefit, and bidding firm shareholders do
not lose.

Affleck-Graves, Flack and Jacobson (1988) found that
the shareholders of the acquired companies earned
significant positive abnormal returns, while there was no
immediate evidence of abnormal returns to shareholders
of acquiring companies. The study showed that the
returns to acquiring company shareholders were
negative within a year after the effective date of the
merger. Furthermore, the findings indicated that returns
to shareholders of acquired companies were positive
within the ten week period prior to the announcement
date of the acquisition.

Dodd and Ruback (1977) found that, for the twelve
month period prior to the tender offer, shareholders of
bidding firms earned significant positive abnormal
returns. In the month of the offer only successful bidders
earned significant abnormal returns, while shareholders
of target firms earned large positive abnormal returns
irrespective of whether the tender offer was successful
or unsuccessful.

Dodd (1980), investigating shareholders’ returns during
announcements of merger proposals and merger
approval/termination, found the following:

¢ during the announcement of the merger proposals,
target company shareholders earn large positive
abnormal returns, irrespective of the outcome of the
proposal, while bidding company shareholders earn
negative returns; and

e during the approval of the merger, target company
shareholders earn abnormal returns, and if the
merger is terminated target stockholders still earn,
on average, significant abnormal returns. Bidding
company shareholders earn negative returns
irrespective of whether the merger is concluded or
terminated.

22 Post acquisition returns to shareholders

Unlike pre-merger returns, which are typically examined
over the days (sometimes weeks) immediately
preceding the announcement, post acquisition returns
are calculated over a longer period of time, which could

be from a few months to five years after the acquisition.
Furthermore, the method or approach of calculating the
performance of post-merger returns often differs from the
event-study approach used for pre-merger performance,
and includes accounting measures such as cash flow,
operating profit and cost of capital Industry
performance is also used as a benchmark to evaluate
post-merger performance. Franks, Harris and Titman
(1991) noted that post acquisition shareholder returns
were sensitive to the choice of performance measures
(benchmarks) used (Stanton,1987: 303) and suggested
that “accounting rates of return are unreliable as
measures of post-merger performance”.

Loughran and Vijh (1997) found that, on the post-merger
performance over a five-year period, companies that
utilised share-based mergers earned significant,
negative abnormal returns (-25%) whereas companies
that completed cash-based takeovers earned significant
positive abnormal returns (61,7%).

Agrawal, Jaffe and Mandelker (1992), showed that over
a five-year period after the merger, acquiring firms
earned a significant, negative return (-10%).

Clark and Ofek (1994) studied the post-merger
performance of acquiring firms that had acquired
distressed firms. Their findings showed that, in the three-
year period after the acquisition, the share performance
declined.

Studies by Healy, Palepu and Ruback (1992) and
Kaplan and Wesbach (1992), which analysed the
bidders’ performance three vyears after the
consummation of the merger, indicated significant
improvements of the bidders’ accounting performance
measures. Rau and Vermaelen’s (1998) analysis of the
bidders over the same period (three years) showed that
in tender offers, the bidders over-performed their
industry averages, whilst for mergers, the bidders under-
performed their industry averages.

2.3 Acquisition characteristics and abnormal
returns

A number of studies have sought to identify the
underlying determinants of abnormal returns, including
the method of payment, the relative size of the target
company to the bidding company, the type of the
acquisition (tender or merger), the growth prospects of
the companies, P/E ratios, market to book-value ratios
and the number of bidding companies contesting the bid
for the target company.

Scanlon, Trifts and Pettway (1989), and Pettway and
Yamada (1986) found that acquiring firm shareholders
lost significantly when relatively large firms were
acquired. Asquith, Brunner and Mullins (1983), and
Jarrel and Poulsen (1989) provided a contrary view
indicating a significant positive relationship between
relative sizes and returns to the acquiring firms, i.e.,
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returns to acquiring firms increased as larger targets
were acquired. They explained this positive relationship
between the relative size and the acquirers’ abnormal
performance by arguing that small acquisitions were
swamped by the performance of the acquirer whereas
the acquisition of a relatively larger target would reflect in
an improved performance.

Whitting (1998) compared abnormal returns earned by
high P/E acquiring companies to those earned by low
P/E acquiring companies. The sample included
acquisitions that occurred between 1993 and 1997
involving companies that were listed on the JSE.
Whitting’s findings showed that, around the acquisition
announcements, high P/E acquiring companies earned
significantly higher returns than low P/E acquiring
companies.

Huang and Walkling (1987) found a strong indication of
interdependence among acquisition characteristics, and
hence the need for these variables to be analysed
simultaneously when calculating abnormal returns using
methodologies such as multiple regression analysis.

Walker (2000) using multiple regression, found
significant associations between abnormal returns and
the following independent variables: the method of
payment, the relative size of transaction and
single/multiple bidders”.

2.4 Method of payment in acquisitions

A number of empirical studies indicate that cash
payment for an acquisition produces higher returns for
target shareholders than do share settlements.

Draper and Paudyal (1999) determined that the mode of
payment in an acquisition is the major source of
information about the takeover.

Trifts (1991) argued that the method of payment in the
acquisition should not be locked at in isolation because
changes in a bidding firm'’s leverage also have significant
additional explanatory power. Both the method of
payment and changes in financial leverage were found
to be important determinants of abnormal returns.

Table 1 shows how South African acquisitions have
been financed. Almost 50% of deals are financed using
cash only, but in value terms, the proportion is erratic.

According to Rappaport and Sirower (1999), the main
distinction between cash and stock transactions is that in
cash transactions the acquiring company shareholders

'Several other studies using multiple regression and related
methods have produced similar findings: Lefanowicz and Robinson
(2000), Davidson and Cheng (1997), Suk and Sung (1997),
Travlos (1987), Chang and Suk (1998), Emery and Switzer (1999),
Thompson (2000) and van der Honert and Barr (1988).

take the entire risk (and reap all the rewards) if the
synergies of the acquisition do not materialise, while in
share transactions synergy risks (and rewards) are
shared between bidding and target company
shareholders.

There are a number of factors that play a role in
influencing the choice of takeover payment method:
financing instruments, accounting methods, taxes,
regulatory requirements and asymmetric information (i.e.
when managers of either target or bidding companies
have crucial information that the other company or the
market does not have).

A bidding company usually has three options of
financing an acquisition: using internal cash or funding,
borrowing money from outside (debt) or issuing equity
for the acquisition. The pecking order theory (Myers,
1984) indicates that companies prefer internal financing
first, and, secondly, if internal funds are insufficient, debt.
New equity is considered only if the first two options fail
or if they are not feasible.

Insiders have better information about the value of their
firm. The asymmetric information hypothesis suggests
that the bidding company is more likely to issue shares
when it believes that its shares are overvalued and to
issue cash when its shares are undervaiued (Myers &
Maijluf, 1984).

Emery and Switzer (1999) argue that the bidding
company might prefer a share acquisition when there is
asymmetric information about the target, and a cash
acquisition when there is asymmetric information about
itself.

The payment method is also likely to have both personal
and corporate tax implications. In cash acquisitions,
shareholders of target companies are expected to pay
capital gains tax. There is a positive relationship
between cash offers and bid premiums paid. The high
bid premium is used to compensate target shareholders
for the immediate payment of taxes (Davidson & Cheng,
1997).

A number of empirical studies indicate that cash
payments during acquisitions earn more returns for
target shareholders than do share payments. One
consideration is that share transactions are equivalent to
public equity offerings, which typically show negative
returns to shareholders around the equity issue
announcement date (Smith, 1986).

Draper and Paudyal (1999) found that the bidding firms
that offered target firms a choice (between shares or
cash) earned negative cumulative excess returns, which
were even lower than when the acquisition payments
were made using shares only. For cash payments,
bidding firms’ excess returns were higher than share
payments, but these were not significantly different from
zero.
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Table 1: Acquisition payment in South Africa

2000 2001 2002
No of Deals Value R(m) No of Deals Value R(m) No of Deals Value R(m)
Shares 52 156 151 46 262 057 24 13379
Cash 431 190 391 399 77 585 395 162 252
Cash/ Shares 54 25719 31 162 737 30 66 791
No Disclosure 465 —— 421 -— 334 -
TOTAL 1002 372 261 897 502 379 783 242 167

Source: Ernst & Young M&A Reports (2000, 2001, 2002)

Travios (1987) showed that, in pure share exchanges,
bidding companies experienced significant negative
abnormal returns during takeover announcements, while
for cash acquisitions, bidding companies returns were
normal. In addition, cash-based transaction returns were
significantly higher than those of share transactions.

Chang and Suk (1998) argued that, in the event of an
acquisition being terminated, bidding companies earned
positive abnormal returns if they (bidders) terminated
share financed takeovers. “The decision not to issue
common stock conveys a favourable information to the
market” (Chang & Suk,1998:19). When share-based
acquisitions were terminated by the target companies,
the returns earmed by bidding companies were not
significantly different from those earned by cash financed
bidders.

According to van den Honert, Barr, Affleck-Graves &
Smale (1988), for cash acquisitions the bidding firms
reflected increasingly positve CAAR (cumulative
average abnormal returns) a year before the
announcement date, but that these returns declined
rapidly after the announcement. For share-based
acquisitions, bidding companies exhibited random
behaviour (with the CAAR fluctuating from positive to
negative) up to the announcement date, and thereafter
the CAAR declined steeply (even faster than in cash
acquisitions).

Wansley, Lane and Yang (1983) indicated that target
companies’ shareholders earned about 33,5% on
average during cash payment acquisitions, as compared
to 17,5% when the method of payment was shares.

Huang and Walkling (1987) confirmed that abnormal
returns to target companies associated with cash offers
were significantly higher than those associated with
share offers.

Suk and Sung (1997) found no significant difference in
the target's abnormal returns between cash takeover
offers and share-based offers.

Davidson and Cheng (1997) explained the difference in
the target's abnormal returns for cash-financed versus

stock-financed takeovers by the bid premium. They
argued that large bid premiums (defined as the
difference between bidder offering price per share and
the pre-acquisition target share price) are positively
related to abnormal returns, and showed that after
controlling for bid premiums, there were no significant
differences between cash and stock acquisitions.

Draper and Paudyal (1999) found that target company
abnormal returns were highest when the target company
shareholders were offered either cash or shares as
compared to pure share transactions or pure cash
transactions. Thereafter, target company shareholders
earned significantly higher abnormal returns for cash
takeovers than for share takeovers.

2.5 Event study methodology

Event study methodology has been frequently used to
determine if there is a statistical difference between
actual stock returns and expected returns — abnormal
returns — surrounding an event. McWilliams and Seagel
(1997) note three assumptions underlying the
identification of abnormal returns:

e Market efficiency: share prices incorporate all
available information;

e Unanticipated events: the market only becomes
aware of the event upon the announcement, and

e Confounding effects: no other major event occurs
during the event window.

There are a number of approaches or methods that are
used to estimate a firm's expected returns. The most
common models used are the: Mean Adjusted Model,
Market Model, Market Adjusted Model and Control
Portfolio Model. All these models use the concept of
residual analysis, pioneered by Fama, Fisher, Jensen
and Rall (1969).

e Mean Adjusted Model: a firm is expected to
generate the same returns that it averaged during
the estimation period.
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e Market Model: calculations of a firm's expected
returns incorporate the risk of the firm with respect to
the market.

e Market Adjusted Model: a firm is expected to
generate the same returns as the rest of the market
during the event window.

s Control Portfolio Model: a firm is grouped with a
portfolio of firms, which are the same depending on
the criteria used for the grouping. The expected
return of the company will be the same as the
observed return of the control portfolio during the
event window. Industry models developed by
Halpern (1973) can be classified as part of the
Control Portfolio Model.

Weston Chung and Siu (1988) used three models (Mean
Adjusted, Market and Market Adjusted models) to
calculate expected returns. These authors argued that,
for most of the cases, the three methods produced
similar results.

Affleck-Graves, Flack and Jacobson (1988) used three
models (the Market Model, the Market Adjusted model
and the Industry model) to analyse returns of acquired
and acquiring companies. They recommended the use
of the industry model for analysing small samples.

Brown and Warner (1980) compared performances of
various models, which included Mean Adjusted model,
Risk Adjusted (or Market model) and Market Adjusted
model. They recommended against using complicated
methodologies. “We have presented evidence that more
complicated methodologies can actually make the
researcher worse off, both compared to the market
model and to even simpler methods, like mean adjusted
returns, which make no explicit risk adjustment” (Brown
& Warner, 1980: 249).

There have also been intensive debates about the use of
parametric and non-parametric methods in event
studies. Berry, Gallinger and Henderson (1990)
examined the choice of parametric versus non-
parametric tests with daily data and found that
parametric tests worked well, while non- parametric tests
did not. The same study concluded that non-parametric
tests were an unnecessary complication.

According to Bowman (1983), non-parametric tests are
usually preferred to parametric test in the event study as
the assumptions necessary for parametric testing may
not be met. He argues that “even when the researcher
believes the parametric test assumptions are satisfied
the use of a non-parametric test as a complement will
enhance the perceived validity of the statistical
inferences” (Bowman, 1983: 567).

3. HYPOTHESES

A substantial number of empirical studies in the literature
review presented earlier indicate that acquisition
announcements have an impact on the share prices of
both the target and bidding companies during
acquisitions.

The aim of this study is to determine if acquisition
announcements have a similar impact on share prices of
South African companies. The study also explores the
possibility of a relationship between abnormal share
returns and the acquisition payment method.

Hypothesis 1:

The null hypothesis states that the cumulative average
abnormal return (CAAR) of target companies is not
higher than the cumulative average abnormal return of
bidding companies.

The alternative hypothesis states that the cumulative
average abnormal return of target companies is higher
than that of the bidding companies.

H, : CAAR, — CAAR, <0
H, : CAAR; — CAAR, >0

Hypothesis 2:

The null hypothesis states that the cumulative average
abnormal return of target companies is not higher in
cash payments than in share payments.

The alternative hypothesis states that the cumulative
average abnormal return of target companies is higher in
cash payments than in share payments.

H, : CAAR,. — CAAR <0
H, : CAAR . — CAAR > 0

Hypothesis 3:

The null hypothesis states that the cumulative average
abnormal return of bidding companies is not higher in
cash payments than in share payments.

The alternative hypothesis states that the cumulative
average abnormal return of bidding companies is higher
in cash payments than in share payments.

H, : CAAR,; — CAAR, <0
H, : CAAR,; — CAAR >0

A one-tailed test at a 5% significance level is used for all
three hypotheses.

4, RESEARCH METHODOLOGY
All acquisitions involving companies (both targets and

bidders) listed on the JSE make up the population for the
study. The sample used comprises all acquisition
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