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Abstract

This paper empirically investigates the determigaoft growth through mergers and acquisitions
(M&As) in a typical Continental European countryelBium. For this purpose we use data on 378
private and listed bidders that engaged in 816 M&sing 1997-2005, and match this sample
with companies that did not pursue any externalvgro By analyzing firm characteristics, industry
and aggregate market variables, we are also ahdetermine what motives are important in the
decision to acquire. Our results show that intilegcapital and firm size significantly positively
affect the M&A decision whereas ownership concditnaand bank loans have a negative impact.
Furthermore, M&As are significantly more likely industries where incumbents are operating at a
relatively low scale, that are less concentrated, that were recently deregulated. Industry growth
and aggregate financial market conditions havenmgact, however. Yet, the determinants of the
M&A decision differ to some extent in low- versuglm-growth industries.
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1. Introduction

Mergers and acquisitions (M&As) are a popular meaingrowth for companies. In 2005 alone,
29,585 deals were announced worldwide, accountinguh aggregate deal value of USD 1 trillion
in the USA and USD 883 billion in Europe. Whileverl studies have used logit or probit
regression analysis to examine the company feathegdikely make firms takeoveargets (e.g.,
Palepu, 1986; Barnes, 1999; Powell, 2001), onlgve ppapers have investigated the characteristics
of bidding companies. Furthermore, these studies have cani@ed M&As in the Anglo-Saxon
world, typically during the fourth merger wave. afian (1993) and Sorenson (2000), for example,
use data from the USA whereas Hay and Liu (1998)yae M&A transactions in the UK. These
studies conclude that the probability of initiating M&A is significantly related to a variety of
firm characteristics. In particular, they documenpositive relation with firm profitability, the
market-to-book ratio and firm size whereas levelagea significantly negative impdctiowever,
these authors do not thoroughly investigate theenice of industry and aggregate market variables
on the external growth decisiénHence, firm size may spuriously capture the immpddndustry
concentration whereas the market-to-book ratio meflect the ease of bidding companies to
compensate target shareholders with stock wher givares are soaring (e.g., Martin, 1996; Faccio
and Masulis, 2005). In contrast, this paper wil gareful attention to industry characteristics,
such as the potential for economies of scale, ingusoncentration, deregulation and industry
growth, and aggregate financial market variableshsas stock prices and interest rates, in the

external growth decision.

! Besides, a few other studies have examined tlatiael between isolated firm characteristics andlikelihood of
initiating an M&A. As an example, Harford (199%alyzes the role of corporate cash reserves whérela® and
Lehtoranta (2004) investigate investments in R&D.

2 Only Hay and Liu (1998) have investigated the mfl@roduct market structure to some extent by reedrhe firm's
market share and by identifying the industries #ratdominated by a firm or a group of firms. Thiey that bidder
market share is significantly negatively relatedgtowth by acquisition. Also, dominant firms indimstries with a

dominant group have higher M&A growth rates.



Another major contribution of this paper is thatikm earlier research, we will analyze
M&A transactions during the fifth merger wave intypical Continental European country, viz.
Belgium. M&As during the 1980s, and particularhose in the USA, were initiated for different
reasons than today’s transactions. Gaughan (20@2gxample, argues that M&As in the fourth
wave were the result of significant inefficienciaghe way corporations were run on the one hand
and the increased size of financial markets orother. Hence, the M&A wave of the 1980s was
characterized by hostility and a heavy use of keger In contrast, Weston and Jawien (1999)
contend that the current M&A wave is largely theule of global competition, technological
change and deregulation. In Europe the integrapioocess further strengthened this wave.
According to Bruner (2004), the development of Ei¢ made it easier to transfer technology and
intellectual capital, exploit economies of scaledaeduce the idiosyncrasies of government
regulation. So, there is a need to also incorponadlustry and overall market variables when
analyzing the determinants of M&A activity in a Bpean context, which this paper does.

Moreover, corporate ownership and governance strestin Continental Europe, for
example in Belgium, are very different from thoseAinglo-Saxon countries. The number of listed
firms is much higher in the USA or UK than in the2eage Continental European country. Market
capitalisation as a percentage of GDP, for examgiegunts to 143.21% in the USA while the
average for EU-countries is only 79.68% (Euro285). Hence, while the existing literature has
concentrated olisted acquiring companies, it seems necessary to atdodeprivate bidders in a
Continental European M&A study, as is done in feper. Private enterprises may find it more
difficult to finance their growth, especially M&Ass the latter deals cannot be implemented in a
number of subsequent stages. Also, when targeg¢lsbiders are unwilling to accept the stock of a
private bidder, private acquirers may have no adteve than to finance their M&As by means of
internal sources and debt. In contrast, listeddican always raise new equity through open-market
stock issues or they can even compensate targethsitders through a stock swap. The latter

arguments have proved to be quite relevant in aglcABaxon context. Yet, in a Continental



European M&A study, it seems important to take iat@ount that listed firms have a much more
concentrated ownership structure on average. It Boal. (1999) show that for the ten largest
publicly traded companies, the median ownershigestd the three largest owners equals 62% in
Belgium while it is only 15% in the UK and 12% imet USA. As a result, controlling shareholders
in listed (but also non-quoted) firms may be rednttto issue new stock to pay for their M&As in
order not to dilute control. Alternatively, as sleelarge shareholders typically have more control
over the firm’s resources and decisions, incenfix@lems between managers and shareholders
should be less severe in a Continental European M&Atext on average. To differentiate
between ownership concentration curbing M&As beeaafghe desire to maintain control vis-a-vis
ownership concentration resulting in less manabén@entive problems, we will also examine
whether the role of ownership is different in rethtversus unrelated M&As. Indeed, when
managers pursue diversification of their humantehpather than shareholder value maximization
or when managers suffer from hubris, they may eagagpecially in diversifying M&As. In
addition, as Jensen (1986) points out that valuweedsing takeovers are more likely in firms with
limited growth prospects, we will also split up tlsample in low- and high-growth firms,
respectively.

To examine the above research questions, we uaedat sample of Belgian bidders during
the period 1997-2005. In Belgium, all corporatienpublic and private — have to publish their
financial statements, thereby providing us withquie access to the accounting data of more than
330,000 firms. Yet, Belgium, having a typical Goental European blockholder system, is not
fundamentally different from the other countriestba Continent. First, only a limited number of
firms are listed in most countries and there islatively high degree of ownership concentration in
these publicly quoted firms when compared with Ar8hxon countries. Holding companies,
families and industrial corporations are the maiwvestors in listed firms. Moreover, control in

listed firms is often levered via pyramidal ownepsstructures (e.g., Renneboog, 2000; Faccio and

% We do want to point out that governance structimese USA have become more effective in the destdes.



Lang, 2002). Faccio and Masulis (2005), who ingasé a sample of 3,667 European listed
bidders during 1997-2000, among which 40 Belgiaquaers, find that the ultimate voting stake of
the bidder’'s largest shareholder on average amdon®&2.04% in Belgium. This percentage is
similar to that in the other Continental Europeaartries in their sample, such as France (30.01%)
and Germany (30.57%). Also, they show that mosigiBe bids are entirely cash financed
(87.50%), which again is comparable to France @)9and Germany (84.89%).

Our multivariate logit results show that unlike learAnglo-Saxon-based research, internal
cash flow generation and the stock of cash slackhatoaffect the M&A decision in a typical
Continental European setting. Also, the interactterms of these variables with ownership
concentration are not significantly related to pinebability of external growth. Yet, the impact of
ownership concentration is significantly negatigspecially at higher levels of control. Likewise,
firms that are relying more heavily on bank loans lass likely to initiate M&As. Overall, these
findings are inconsistent with Jensen’s free césiv theory, but suggest that internally (the desire
to maintain control) and externally (bank-drivempiosed financial constraints can restrain a firm’s
external growth strategy. Next, intangible assets firm size significantly positively influenceeth
M&A decision. We also document that M&As are sigrEntly related to some industry
characteristics. In particular, M&As are more likan industries where incumbents are operating at
a relatively low scale. Besides, M&As have a highbability of occurrence in industries that are
less concentrated and that were recently deregulatdggregate financial market conditions,
however, do not affect the M&A decision. So, firare not tempted into M&As solely because of
favourable capital market conditions, which is dstent with the above-documented lack of
managerial incentive problems in firms that hawghhji concentrated ownership on average.

When the sample is subsequently split into low- higth-growth industries, we again find
no support for Jensen’s free cash flow theory., ¥et analyses do reveal some relevant differences
regarding M&A determinants across these two subsssnpFirst, the M&A decision of firms in

high-growth industries now becomes positively afecby the availability of cash, provided that



ownership is not too highly concentrated. Alsonlbdoans and intangible assets are only
significant in the high-growth subsample. LasHggregate financial market characteristics have
some impact on the M&A decision in the high-grovstibsample, as we find that firms are less
likely to grow through M&A when stock markets aredming (a high P/E ratio). Deregulation, on
the other hand, seems to matter only in low-growtlustries.

Finally, distinguishing between related versus diifging M&As for those companies that
grow externally provides no supportive evidencénazitthat managerial incentive problems on
average underlie the M&A decisions in our sampl@verall, we find that smaller bidders facing
internal (resulting from a higher ownership concatitn) and external (resulting from a larger
bank debt ratio) financial constraints tend to eyegm related M&As. In contrast, firms with more
intangibles opt for diversifying M&As. Regardingdustry conditions, we find that acquiring firms
generally initiate unrelated M&As when industry imebents are already operating at a relatively
large scale. Industry concentration bears an sevel-shaped relation with the relatedness of M&A
deals. Finally, aggregate financial market condsido not impact the nature of M&As.

The remainder of this paper is organized as follo®sction 2 provides an overview of the
various hypotheses regarding the decision to glowaugh M&As. Section 3 describes the sample.
The results from the logit regression analyses el & various robustness checks are presented

and discussed in Section 4. Section 5 concludep#per.

2. Hypotheses

A number of arguments have been developed to expliay firms may choose to grow through
M&As, besides or instead of internal expansion ($eeexample, Trautwein, 1990; Westetral.,
2001; Gaughan, 2002). First, acquiring a target iime of business in which the bidding company
wants to enlarge is often a faster way to grow tiannternal expansion, because the target is an
organization already in place, with its own prodetcapacity, distribution network, and clientele.

This may also reduce the risk of investing for grewing company. Besides, growth through



M&As can be a cheaper alternative, in particularemwhhe replacement cost of target assets is
higher than their market value. Finally, and imicast to organic growth, M&As can be (partly)
paid for with stock. This may be interesting fonis that do not have enough cash reserves and/or
have fully used their debt capacity.

In this section we develop a set of testable ptixiis that are built on the above arguments.
Table 1 presents an overview of the various exptapaariables and the hypothesized sign of their
relation with the probability of an M&A and the a¢édness of this M&A, respectively. Important
to note is that this study focuses exclusively atdér characteristics, industry and aggregate
market variables. Hence, although firms with npérating losses carried-forward may become
attractive takeovetargets to reduce the overall tax bill, this type of metigannot be captured by
our study. Likewise, an M&A may be initiated besalof uniqudarget technology or managerial
capabilities, but this rationale again cannot begga by looking solely at bidder features.

<Insert Table 1>

2.1. Managerial motives
Jensen (1986) argues that M&As could be driven lyagerial motives, where the objectives of
the firm’s managers do not necessarily lead to &immaation of shareholder value. On the one
hand, managers may have incentives to expand fihmibeyond its optimal size. The reason is
that growth generally increases managerial powal eaompensation. Moreover, it enables
managers to diversify their wealth, including hun@apital, and improve job security when the
target’s cash flows are less than perfectly cotedlavith those of their own firm (Amihud and Lev,
1981; Morcket al., 1990). So, firms subject to such agency problefrequity can be expected to
pursue M&As, which allow growing at a faster radad diversifying M&As in particular.

Besides, Roll (1986) argues tHaibris, i.e. the excessive self-confidence of managers, i
another important rationale underlying mergers anduisitions. When there are no aggregate

gains in M&As, takeovers may be caused by the biddanagement’s faith that their higher



valuation of the target firm is correct. Even wiynergy gains and/or benefits from a change in
control, the winning bidder may pay too much foe ttarget when its management suffers from
hubris, again to the detriment of its own shareéidd Malmendier and Tate (2004) show that over-
confident managers tend to become more involvetiversifying M&As. They also document that
these transactions in particular are unlikely tate value for the acquiring company.

Jensen further argues that especially managersna$ fvith large free cash flows tend to
engage in value-decreasing takeovers. Likewisercket al. (1990) conclude that the worst
acquisitions are made by well-performing firms,cgirtheir managers are most likely to be infected
by hubris. Hence, we expect that the relation betwinternal cash generation and the M&A
decision will be positive under the agency as wadl the hubris hypothesis. We include
EBITDA/total assets in our regression specificattonproxy for internal cash flow generation.
Alternatively, we examine the cash ratio, to captthie effect of ready-available cash reserves
(instead of the annual cash generatfbrgonsistent with this idea, Harford (1999) fintiattcash-
rich firms in the USA are more likely to acquirdnet companies. Moreover, these acquisitions are
found to destroy shareholder value on average.

An important remark regarding managerial motivedaulying the positive relation between
internal cash generation (cash ratio) and the M&®@bpbility is that this relation should be weaker
for firms with a highly concentrated ownership sture. Indeed, managerial agency problems and
hubris likely are less severe when a firm’s shareshighly concentrated in the hands of a few large
shareholders, as these investors will monitor the’s management more closely. Hence, the
probability that firm managers engage in valuefgstg M&As can be expected to be lower,
ceteris paribus. In Belgium, relatively few comgsnare listed on the stock exchange whereas

holding companies, families or industrial corparat own non-trivial ownership stakes in a lot of

* Jensen (1986) also argues that firms paying datge portion of their earnings as dividends hass Icash available
to spend on acquisitions. As we already examimeithpact of the cash ratio on the M&A decision, d@ not

separately consider the influence of the divideagopt ratio.



publicly quoted firms. For private enterprises,n@nship is even more concentrated on average,
making agency problems of equity and manageriatisuwdven less likely. In order to investigate
the effects of ownership, we calculate an ownersbipcentration index, using the sum of squared
ownership percentages by the firm’s various shddens’ Alternatively, we also examine the
impact of the stake held by the firm’s largest ownE&urthermore, we will test for potential non-
linearities in the influence of firm ownership stture (see also Morclet al., 1988). We
subsequently also introduce interaction terms betvavnership concentration on the one hand and
the ratio of EBITDA and cash to total assets, respely, on the other hand to capture the above
managerial incentives story more accurately. Ihagerial self-serving behaviour is prevalent and
highly concentrated ownership can restrain the efakinvestment of company resources, these
interaction terms should be significantly negafive.

Furthermore, ownership concentration by itself docépture the notion that large owners
may care about preserving control and thus avaiding new stock to pay for their firm's M&As.
As their means of financing M&As is now restrictelis could negatively influence the odds of
growth through M&As. Then, a negative relation vibe¢n ownership concentration and the
probability of initiating an M&A in a particular y& may arise. In sum, although a high ownership
concentration may reduce the likelihood of manajeself-serving behaviour underlying M&A
decisions, a negative impact of ownership concgatrady itself does not allow us to conclude that

agency problems of equity or hubris are prevalée consider the coefficients on the above cash

® In Belgium, shareholders in publicly quoted coniparhave to report their ownership as soon ascéeds 5% and
any subsequent multiple thereofof shares outstanding. Companies can lower kineshold from 5% to 3% in their
corporate charter. For private enterprises, weavabte to collect data on smaller ownership stakesailable.

® Such interaction terms were not included in prasistudies examining bidder motives in the USA/UKisted firms
in those countries generally were assumed to strben agency problems of equity and/or hubris, gitleeir widely
dispersed ownership. Yet, in our sample of Belgiarporations, where listed firms and especiallygie enterprises

have highly concentrated ownership, managerialntiece problems may be less important on average.



(flow) variables and especially their interactiomgh ownership to be more informative for this
purpose.

Finally, Jensen claims that the presence of ddi#cause of its debt-service obligations —
reduces the free cash flows available for spendingranagerial discretion. Furthermore, banks
typically are considered to be monitoring creditarsl thus may help avoiding managerial over-
investment problems (e.g., Degryse and de Jong;)20Blence, we will examine the fraction of
assets that is financed via bank debt to totaltessel expect a negative coefficient on this védgiab
in the external growth equation. Likewise, whenmksa help to prevent value-decreasing
diversifying deals, this variable may have a pesisign when examining the relatedness of M&As.

Overall, it is important to control for the effeatfirm size in the above regression models.
Large companies often have or can better accedintrecial resources that are needed to acquire
other firms. Besides reinforcing the above inceniproblems, these financial resources can also
create value when used to acquire a financiallystamed target firm, which subsequently can
benefit from an internal capital market to finante positive NPV projects. We thus expect a
positive relation between firm size (proxied by theural logarithm of total assets) and the M&A
probability. Evidence for this relation was alrgadbcumented by Trahan (1993) and Harford
(1999), among others. Moreover, we expect lamgadfito engage more in diversifying M&As as

there may be few opportunities left for furtherwgtb in their own industry, ceteris paribus.

2.2. Synergies

Synergy benefits refer to the ability of a corperabmbination to be more profitable than the
individual units that are combining (Gaughan, 2002hree types of synergy benefits can typically
be distinguished: operating, financial and manadeynergies. This paper will only examine the
effects of operating and financial synergies on dieeision to grow through M&A because we
cannot differentiate between the managerial cajpiaiilof the target and bidding companies from

considering only firm characteristics at the bidigeel.



Owning unique assets and knowledge may create poripity to realize synergies through
M&As, by transferring this intangible capital toaher firm (e.g., Lehto and Lehtoranta, 2004).
Indeed, M&As may allow firms to fully exploit theaompetitive advantages in the fastest possible
way. M&As can also be used as a means to traksi@wvledge in situations where collaborative
and contractual schemes do not work. Consistehttve above arguments, the empirical results of
Lehto and Lehtoranta (2004) show that a firm’s R&Dck positively contributes to its likelihood
of becoming an acquirer. By contrast, Blonigen araylor (2000) document a significantly
negative relation between R&D investments and tiobability of engaging in M&As in high-tech
industries. They conclude that firms in these stdas specialize in either internal development of
R&D or acquisitions. The industrial organizatid®Y literature further states that R&D effects
may be important in both related and unrelated M&AgVhile related M&As may lead to
economies of scale in R&D input, diversifying M&Amay create value when complementary
resources are combined (e.g., Ahuja and Katilal2@&ssimaret al., 2003). We use the ratio of
intangible assets on a firm’s balance sheet (minesaccumulated goodwill paid in earlier M&AS)
to total assets and expect a positive relation Whiéhdecision to grow through M&A. Its impact on

the relatedness of these M&As is an empirical Goest

" According to the fourth directive of the Europe@ammunity (25 July 1978), costs of R&D, concessjqatents,
licences, trade marks and similar rights can bétaliged as intangible assets on a firm’s balareesif they were
acquired or created by the company itself, in s@fanational law permits this. Belgian accountiag indeed allows
firms to capitalize their outlays on the above mgfibles, irrespective of how these assets werdrasta Furthermore,
when capitalizing an internally created intangibset, its book value equals the sum of all costdento realize it,
provided that these costs are not higher than demtuestimate of the future returns from that as$ée book value of
externally acquired intangibles equals their puseharice. Alternatively, companies can expenseetheutlays
immediately in their income statement. Gaeremysckl. (1998) investigate the capitalization versus egpen
decision of R&D outlays by 321 Belgian firms thavést in R&D and file accounts under Belgian GAAFhey find a
significantly positive relation between R&D intetysand the decision to capitalize, suggesting ihi@ngibles on the

balance sheet are a reasonable — although notcperferoxy for the importance of a firm's intangibhssets. Since
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Besides, we also investigate the potential for mgeeeral economies of scale in an
industry. This type of operating synergies gergrassumes that prior to their M&A, firms are
operating at levels of activity that fall short athieving the full potential for scale economies so
that expansion through M&A will lower per-unit cest Following the 10 literature (e.g.,
Liebeskindet al., 1996; Gorg and Strobl, 2002), we calculate theimiim efficient scale (MES) in
a firm’s industry by means of the median naturgl ¢d total assets in its corresponding four-digit
SIC industry. Alternatively, we will use the numhbe employees and firm sales to calculate this
variable. Like Huyghebaert and Van de Gucht (2004) only consider industry incumbents older
than ten years to determine the industry MES, ambas start-ups typically enter the industry at a
small size. We hypothesize a positive relatiomien this industry MES and external growth, as
M&As may allow companies to realize economies dlesdn a faster manner, ceteris paribus.
Furthermore, we expect economies of scale to beritapt only in related M&As.

Finally, we examine the motive to realize finanaghergies — i.e. a lower cost of capital —
by looking at the financial structure of potentlzitiders. We expect that firms with a lot of
financial (bank) debt outstanding may seek to duic&duce their overall risk and realize a lower
cost of capital by engaging especially in diversify M&As. Exploiting such M&As can then
create additional borrowing capacity when the celv streams from target and bidder are not

highly correlated and thus result in a lower cdstapital.

2.3. Market power

In highly concentrated industries, firms tend toognize the impact of their policies and actions on
one another. This could influence firm reactiomghanges in competitive behaviour, like quantity
restrictions, and result in tacit collusion. Harital M&As to increase the concentration within an

industry may help firms to realize such market pow&o, a positive relation between industry

2005, Belgian listed firms are required to alse fiheir annual accounts under IFRS, but as our lgaamgy includes

financial statements filed under Belgian GAAP, 18%is not relevant for this study.
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concentration and external growth may arise, paetty in related M&As. Conversely, when the
industry is already highly concentrated, it could/é a lower incidence of M&As as there is less
room left for further consolidation. Also, antistiauthorities may closely scrutinize newly planned
deals when industries are already highly concesdrat Consistent with the latter arguments,
Andrade and Stafford (2004) find that industry camication has a negative impact on the decision
to grow through M&A.

To capture the extent of concentration within agustry we use the Herfindahl-Hirschman
(HH) index. This measure is defined as the suthefsquared market shares of all incumbents in
the corresponding four-digit SIC industry. Basegubm the above arguments, we expect this
variable to show a non-linear relation with the M&#obability. To seize this possible non-linear
impact, we will also introduce a quadratic termimaustry concentration. We then expect the
simple term to have a positive coefficient whem#Brseek to enlarge market power. Conversely,
that of the quadratic term should be negative whether consolidation is more difficult to achieve

once industry concentration is already high.

2.4. Industry shocks

Deregulation is likely to be an important deternminaf M&A activity across industries. It removes
artificial constraints on the size of industry intoents and incites new firms to enter the market.
To adapt to the changes engendered by deregulataustries may need to restructure and mergers
and acquisitions can facilitate this process (&4ichell and Mulherin, 1996; Mulherin and Boone,
2000; Andradest al., 2001; Harford, 2005). So, we expect that (relpdd&As are more likely to
take place in deregulated industries, ceteris pafib To test the above conjecture, we create a

dummy variable that equals one for industries twate deregulated, as of the year of their

8 During the late 1990s and at the beginning of deistury, European policy makers have made speffiats in the
further deregulation of network industries (e.gletommunications, postal services, electricitys, gér and railway
transport). Of all industries that are includedim sample, only communication services experigérecderegulation in

1998 whereas railroad transport was deregulatedrious steps during the period 1991-2001.
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deregulation, and zero otherwise. Alternativelg, set this dummy equal to one as of one (two)
year(s) before deregulation to account for a paikanticipation of changes in regulation.

Mitchell and Mulherin (1996), Andrade and Staffq2D04), Powell and Yawson (2005),
among others also point out the role of industgugh. On the one hand, industry growth could be
negatively related to the M&A probability (e.g., wal and Yawson, 2005). The reason is that
firms in mature or declining industries may wantstaft their resources into growing industries
(diversifying M&As), to guarantee their long-runrgival. Myers and Majluf (1984), for example,
argue that the acquisition of financially constemintargets with good investment prospects by
companies with plenty of cash but few valuable dlowpportunities may be value enhancing.
Conversely, firms in low-growth industries may l@iged to consolidate in their own industry; this
notion is commonly referred to as the bankruptcyidance hypothesis. In the latter case, firms
with low growth prospects will engage mostly inateld M&As.

On the other hand, Andrade and Stafford (2004) lzageed that especially firms in high-
growth industries are likely to become acquirersyped that they can collect the financing that is
needed to buy industry peers. These companiestthen benefit as much as possible from the
high growth in their own industry by expanding thgb M&A, which often is the fastest way to
grow. When industry growth positively influencé® tM&A likelihood, we expect these M&As to
be related in nature, all else constant. In st data will have to reveal the true relation betve
industry growth and the likelihood and nature of M& We investigate its impact by means of the
one-year lagged sales growth rate in the correspgridur-digit SIC industry.

Finally, we control for overall macro-economic cdiahs in the above regression models.
By incorporating the one-year lagged real GDP gnowgtte as an additional explanatory variable,
we indeed can better isolate the effects of inglugtowth from that of the overall economy. The
relation between GDP growth and M&As likely is pgog when firms seek immediate increases in

production capacity in a growing economy. The @efr firm growth through M&As might, in
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turn, be tempered by bad business conditions. dllyghe empirical evidence on the relation

between GDP growth and M&As is limited and mixedy(eBeckenstein, 1979; Guerard, 1985).

2.5. Under -valuation/over -valuation hypothesis
If stock prices are depressed, the takeover oftadifirm may constitute a bargain relative to
investing in new facilities from scratch. Moreoyvéne valuation of non-quoted firms likely will
also be lower when stock prices are down, throbghuse of a higher risk premium or through the
use of industry multiples when valuing target stodkis under-valuation hypothesis suggests that
stock prices and the decision to grow through M&#s negatively related. Consistent with these
arguments, Golbe and White (1988) find a negatation between Tobin’s g and M&A activity.
Conversely, soaring stock prices can facilitatefih@ncing of M&As when these deals can
be compensated with stock. Myers and Majluf (198dady argued that managers are more likely
to issue new shares when they consider their stotle over-valued. Shleifer and Vishny (2001)
and Rhodes-Kropf and Viswanathan (2004) apply ithes of asymmetric information between
firm-insiders and outsiders to explain M&A activityShleifer and Vishny model the behaviour of
acquiring managers and conclude that managerseimalued firms have an incentive to engage in
stock acquisitions. Rhodes-Kropf and Viswanathkanify why target shareholders accept these
stock offers. The empirical results of Martin (69%nd Faccio and Masulis (2005) reveal that
acquirers indeed are more inclined to pay withlstwben share prices are high. This suggests a
positive relation between stock prices and extegnalvth. Yet, it remains to be seen whether such
a positive relation would arise in a sample of M&ilders that is dominated by private enterprises,
as ours. The reason is that target shareholdeysdomanwilling to accept non-listed bidder stock.
In addition, as argued above, when large owners @afout preserving control, they may be
reluctant to issue new shares in M&As. Given Hrgé number of private enterprises in our sample

we will use the average P/E ratio for the entioelstmarket on the day of the M&A announcement
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to capture an under-/over-valuation of share pricéts relation with the incidence of M&As is an
empirical question. Also, we are uncertain abtsuimpact on the relatedness of these M&As.
Finally, we control for the yield spread betweempooate and government bonds and the
term spread between long-term and short-term isteeges, as these may also influence financing
decisions and hence investment decisions. Theehitite yield spread (term spread), the more
expensive it will be for a firm to borrow money.véall, this will negatively affect firm investment
rates, including growth through M&A. Hence, we egpa negative impact of the yield spread
(term spread) on the likelihood of M&A. We measthe yield spread as the difference between
the average yield on European corporate bondsraiithg BBB and a duration of five years and the
average Yyield on Belgian government bonds of tineesduration. The term spread is calculated as
the difference between the yield on five-year Balggovernment bonds and the yield on three-

month Belgian Treasury Notes. We will implementieas robustness checks on these measures.

3. Sample

In this section, we discuss our sample selectidar@. The M&A transactions in this study were
collected from the Zephyr database, which contdiesiled information on more than 400,000
M&A deals worldwide. M&As involving public as wedlls private bidders are covered and there is
no minimum deal value in order for M&As to be ing&d in this data source. Using the Zephyr
database, we initially identified a sample of 3®idian bidders that announced at least one merger
or acquisition during the period 1997-2005. Ouethése 397 firms engaged in 918 M&As during
the sampling period. The reason why we focudBdigian bidders is that the information in the
Zephyr database can be easily combined with theméiial statement information in Belfirst. The

latter source contains the annual accounts of rttmaa 330,000 Belgian corporations, covering

° If an acquirer initiates more than one M&A in artfilar year, we use the P/E ratio at the momdrihe first
takeover. Alternatively, we have tested the rabess$ of our results when using the average P/& ohthese M&AS.

9 The Zephyr and Belfirst database are both commikézed by Bureau Van Dijk Electronic Publishing.
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more than 80% of the country’'s GBP. The Belfirst database also provides informationtioe
activities of the bidding firms, by means of thigiur-digit SIC codes. Yet, as the annual accounts
of banks, insurance companies, real estate investinests and holdings are compiled in another
manner, firms with a main SIC code that starts Wéthwere never included in our sample.

Overall, our sample of Belgian bidders likely ipmesentative for the Continental European
M&A market. The summary statistics in Faccio anddulis (2005) already demonstrated that
some important bidder characteristics and dealufeatin Belgium during 1997-2000 are not
fundamentally different from those in other Contited European countries. In addition, Figure 1
shows that M&A activity in Belgium follows the sanpattern as that of the European Union as a
whole. M&A activity increased steadily from 199% 2000. After a small decline in 2001 and
2002, M&A activity ticked up again afterwards andsaat its highest level in 2005.

<insert Figure 1>

We considered all announced transactions that aewered by Zephyr, irrespective of
whether they were completed or not. The reasonwyocus orennounced transactions is that
we wish to investigate theotives behind the decision to grow through M&As, regasdl®f the
outcome of the planned deal. Indeed, an intendatsaction may not go through because of, for
example, a competing offer or no approval by tasjetreholders. These reasons are outside the
scope of the bidder. Table 2 provides an overwéwhe status of the 918 transactions that were

collected from the Zephyr database. This tablevshtbhat approximately 80% of the transactions in

™ In Belgium, small corporations are allowed to fiteir financial statements in an abbreviated farhile large firms
have to submit full accounts. The only shortconvhgbbreviated accounts is that companies areegoired to report
their sales figures; small firms indeed only hawedport their gross margin (= sales — cost of gamd). A company
is regarded as small if not more than one of thievidng criteria is exceeded: an average annualkieoce of 50
employees, an annual turnover (excluding VAT) o0f36D,000 and total assets of €3,650,000. If treramye annual
workforce exceeds 100 employees, a company is alwaysidered as large. In our sample, only 17.87#te bidders

are small according to these criteria.
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our sample were completed by March 2006, the morokdata collection. Hence, only a small
portion of the announced transactions in our 190@5Zample had not proceeded (yet).
<insert Table 2>

Nonetheless, some of the announced M&As are tréinsacwhere the bidding company
already owned a controlling stake in the targethfand thus simply increased this block at the
M&A announcement that we consider. As these deatot really capture a firm’s intentions to
pursue an external growth strategy, which is thed gbthis paper, we decided to remove all deals
where the bidder already owned 50% of the shardkdrtarget before the M&A announcement.
Table 3 shows that 85 out of 918 transactions (8)2ad to be deleted from the samfle.

<insert Table 3>

Finally, we removed the M&A transactions that wamiéated shortly after the bidder’s IPO.
The reason is that the IPO may have had a semopaadt on several of the firm-level explanatory
variables, such as asset structure, leverage, dim, etc. As the explanatory variables in our
analyses are lagged during one year, the IPO thukl cave introduced a lot of noise into our
estimations. So, we deleted the 17 M&As that tplakce in the first year after the bidder’s IPO.

The above selection criteria resulted in a sampl&/8 bidders that engaged in 816 M&As
between 1997 and 2005. If an acquiring firm ingthmore than one M&A in the same year, we
included it only once for that specific year in amalyses hereafter, thereby reducing the final
sample size to 585 observations. Overall, 256dr&léngaged in one M&A, 56 in two M&As and
66 in three or more M&A transactions in a particufaear. The total sample is largely dominated
by takeovers (95.04%) rather than mergers (4.9@%,this in contrast to the USA/UK. Besides,

53.19% of the M&As in our sample are cross-bordealsi The three other countries Belgian

12 Alternatively, we investigate the robustness af msults when using an ownership cutoff of 20%eathan 50%.
Indeed, La Portat al. (1999) and Din¢ (2005), among others, argue thatrdity may already own a controlling stake
if its voting rights exceed 20%. There are 16 tddal cases where the bidder’'s ownership stakerbehe M&A was
between 20% and 50%. Our results do not change Wiese transactions are also removed from the lsanihese

results are not reported, but all robustness chexparted in this paper can be obtained from thleaas upon request.
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bidders most actively aim for M&A targets are Frand2.13%), The Netherlands (9.31%) and
Germany (5.27%).

Not surprisingly, 41.30% of the bidders in our s#mnare publicly quoted whereas only
2.57% of the target firms are listed. Table 4 ptes an overview of the annual distribution of the
M&A transactions during the sampling period andrtheethod of payment. The high incidence of
cash payments in our sample is consistent withidba that bidder shareholders may care about
preserving control. Besides, cash is being usew mfben when the bidder is a privately-held firm,
consistent with the idea that target shareholdeag be less willing to accept bidder stock when
their company is taken over by a private enterprise

<insert Table 4>

Table 5 reports the bidder industry distribution fiee 585 sample observations. The three
most-represented industries in our sample are #atl kindred products, business services, and
engineering & management services.

<insert Table 5>

For each event firm, we randomly selected from iB#lfa non-acquiring company in the
same industry.Matched-pair sampling is often justified on the grounds of efficiencgpecially in
the presence of high search costs. Manski and &mer(@977), Zmijewski (1984) and Palepu
(1986), however, point out that the use of a matgbar sample design may cause both parameter
and probability estimates to be asymptotically éthbecause a firm’s probability of being selected
in the sample is a function of the dependent véeith Nevertheless, Palepu (1986) clarifies that
this bias is non-trivial especially when the obieetof the study is to predict which firms are like

to become takeover targets; when the objective iegt hypotheses, as is the case in this papsr, it

13 Weighted Exogenous Sample Maximum Likelihood caal avith this bias, but one needs to know the prtigo of
event firms in the entire population for this puspo Yet, Maddala (1991) argues that one does e®d mo use a
weighting procedure when using the logit model hoice-based samples, as the coefficients of thdéaratory
variables are not affected by the unequal sampiitgs from the two groups. It is only the constam that is

affected. Hence, the estimates of the other adeffis and their standard errors remain valid.
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not a problem. Next, thendom matching procedure as used in this paper has imsshbefore to
examine the decision to grow through M&As (e.g.redson, 2000) and is to be preferred for the
following two reasons. First, a selection bias raage when observations are not randomly drawn
from the population (Heckman, 1979). Then, parameistimates and tests may result in
misleading inferences. Second, matching acquiaimg non-acquiring firms by means of certain
criteria, like for example firm size, may induceoplems as size itself could be an important force
underlying the M&A decisiofl? Combining event firms with matching firms resdilt® a total
sample of 1,170 observations from 155 different4aigit SIC industries.

An acquiring company is included in our analysely dar the year(s) in which the firm
initiates an M&A. The matching firm is then inckdi for the corresponding calendar year. The
data for both the acquiring and matching firmsraeasured one year before the transactioRor
the sample firms that belong to a corporate grd&{p1(/%), we used theonsolidated financial
statements — when available — from Belfirst to meaghe firm-level explanatory variables. The
reason is that an internal capital market may bated between the members of an industrial group
while assets may also be shifted from one entignother. When the acquiring or matching firm is
a group member but does not consolidate itselfused the consolidated annual accounts of the
ultimate owner. Belfirst was also the main soudarefirm ownership information and to calculate

the industry-level variabl€§. Stock market data were collected from Datastreach Belgostat.

14 We have investigated the robustness of our resiliesr matching is also done on firm size. Besideshave tested
the robustness of our results when matching is thased upon whether the bidder has a stock maskiagl or not.

5 We also have tested the robustness of our rasyikéstimating a model where the firm-level explamawvariables are
measured as three-year averages before the M&Arépatted). The results from this robustness clsbickv that our
conclusions are indeed robust.

16 We look at a shareholder’s direct as well as ewtiownership to calculate ititimate ownership. Indeed, ultimate
owners may control direct shareholders through ipleltiers of ownership (e.g., Renneboog, 2000; Bafaertt al.,
2004). Yet, Belfirst did not report the ownershigormation for all sample firms. For 435 out 08% M&A

observations, we could collect the bidder ownersldta. After contacting a randomly selected sulpdarof private
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The GDP growth rate at constant prices was dowelddcbm Eurostat whereas bond yields were
retrieved from Bloomberg. To limit the influencé autliers, all variables were winsorized at 5—
95%, i.e. extreme values were replaced by the sporeding percentiles.

Table 6 contains summary statistics on the vareymsanatory variables. For the firm-level
characteristics, we also report thevalues of a parametrictest and a non-parametric Wilcoxon
rank-sum test to determine whether these variadnesignificantly different across acquiring and
non-acquiring firms. Our results show that therage EBITDA/total assets equals 10.27% for
acquirers and 11.64% for non-acquirers, whichgsificantly different only under ttest. Yet, the
cash ratio is significantly larger for the non-aicimng firms (17.31%) than for the M&A bidders
(10.27%). The ownership concentration index eqdll€8% in the sample of firms that initiate
M&As, which is significantly below the 95.54% ofifins that do not engage in M&As. In bidding
(matching) firms, the largest owner on average fi@ldstake of 59.71% (96.80%). Furthermore,
acquirers have a larger proportion of bank loanc@sapared with non-acquirers (20.79% and
24.10%, respectively) although their total debioras not significantly different (60.20% and
60.89%, respectively). Intangible assets (minus toodwill paid in earlier M&As) are
significantly higher in the acquiring sample (1.43#an in the non-acquiring matching sample
(0.64%). Bidding companies are also significatdhger than non-acquiring firms.

Regarding the industry and aggregate market vasalve observe that the average size of
industry incumbents (6.55) is rather comparabl¢htd of non-acquiring firms (5.87). Next, the
average industry has a HH-concentration index df @6.32% and grows by 5.26% per annum.
Real GDP on average grows by 2.24% per year. Vermge P/E ratio for the Belgian stock market
is 11.90 per annum during 1997-2005, with a stahdawiation of 2.65. The average yield spread

(term spread) equals 1.09% (1.21%).

matching firms on which we did not have any owngrshformation, we learned that for almost all bkese firms
shares were being held by members of the sameyfaHiénce, we set the ownership concentration iretpial to one
for all privately-held matching firms on which wéddhot have ownership data. As ownership concéatrds not

known for all event firms, we also estimated thedals without the ownership concentration variabke(Section 4.1).
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<insert Table 6>

4. Reaults

In this section we discuss the results of variogst regression models. We first examine the entir
sample of acquiring and matching firms. In a secstep, we split the sample according to industry
growth. Finally, we investigate the choice betweelated versus unrelated M&As for the firms

that pursued external growth (no matching is dareh

4.1. Logit regression analysison the entire sample

In the logit regression models hereafter, the déeenvariable is a binomial choice variable that
equals one if the company grows through an M&A ipaaticular year and zero otherwise. An
event firm and its matching counterpart are inctudethe analyses only for the M&A year while
the explanatory variables are measured in the lyef@mre. Examining pairwise correlations among
the various explanatory variables revealed thattreelation coefficient between the P/E ratio and
the yield spread was too higpp € -0.82). So, we decided to only include the RiEo in the
regression model and replace it with the yield agr@ a robustness check. For the other variables,
pairwise correlation coefficients did not indicatgy multicollinearity problems.

The results of the logit regression analyses agsegmted in Table 7. Panel A reports our
findings when including EBITDA/total assets wherghs cash ratio is included in Panel B. In
column 1 of each panel, the models include the lgirtgyms in EBITDA/total assets and the cash
ratio while column 2 reports the results of thesgiables when interacted with (1—ownership

concentration}! In column 3, we replace ownership concentratipthle percentage of shares held

" We first tried to estimate the model with an iatgion term between the ratio of EBITDA (cash)dtat assets and
ownership concentration, but the pairwise corretabetween this simple term EBITDA/ASSETS (CASH RA@Yand

its interaction with ownership concentration wae togh (> 0.90) to include them in the same modeence, we
created a new interaction variable EBITDA/ASSETE*OWNERSHIP CONC) and then deleted EBITDA/ASSETS

from the model. This new model should allow ush® test the managerial incentives hypothesis iacaral manner.
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by the largest shareholder. Column 4 of each paredtimated with a simple and a quadratic term
in ownership concentration whereas column 5 repgbesresults of a piece-wise regression model
in ownership concentration. In column 6, the mededclude ownership concentration, as the latter
variable is only known for 435 out of 585 M&A obsations in our sample (robustness check). So,
the models in column 6 could be estimated on thes&mple. Finally, column 7 reports the results
of another robustness test where we use both iydasd firm size as criteria to construct the
sample of non-acquiring matching firms.

Table 7 shows that internal cash flow generatiooxied by EBITDA/total assets (Panel A),
and available cash reserves, measured by the atisl{fPanel B), do not affect the M&A decision.
When we try to estimate free cash flow more digeédlllowing the methodology of Lehn and
Poulsen (1989), this new variable again is not iBggmtly related to the M&A decision (not
reported). So, firms are not tempted into M&Asetplbecause of easy access to internal financial
resources. Split-sample regression results painttlat these conclusions hold for stand-alone
firms as well as firms that are member of an indaisgroup (not reported). Our findings contrast
with what has been found earlier for Anglo-Saxon M&during the fourth merger wave (e.g.,
Trahan, 1993; Hay and Liu, 1998; Harford, 1999;eBspn, 2000). Next, the coefficients on the
interaction terms of EBITDA/total assets and thehceatio with (1-ownership concentration) are
neither significantly different from zero. Overtadlhe above findings thus suggest that managerial
incentive problems are not a major driving forcehibd the M&As in our sampl® This
conclusion may not be too surprising in a ContiakBuropean context, where firm ownership is
highly concentrated on average and shareholdeas@sult have a large interest in monitoring firm

management.

Indeed, when managerial motives drive M&A decisionsfirms with large free cash flows but small owstap

concentration, this would imply a positive paramedstimate on EBITDA/ASSETS * (1-OWNERSHIP CONCA

similar reasoning applies to the cash ratio in PBraf Table 7.

18 As an alternative, we also included the numbev&fs in the previous year relative to the samplekdo capture

managerial herding behavior (e.g., Scharfstein@teth, 1990) and again find no impact on the Ihadid of M&A.

22



Yet, the results in columns 1-2 also reveal thratdiwith a higher ownership concentration
are less likely to initiate mergers and acquisgioteteris paribus. Split-sample regression result
point out that these conclusions hold for publigiyoted as well as private bidders (not reported).
This relation also arises when considering onlyaweership stake of the firm’s largest shareholder
(column 3). Although a negative coefficient hemuld indicate that large shareholders temper
managerial over-investment problems by effectiveaooing, our findings rather suggest that firms
with a highly concentrated ownership structure camge about preserving control, given that the
results on the cash (flow) variables above do ogpsert Jensen’s free cash flow theory. Large
owners wishing to maintain control indeed may finhdlifficult to engage in M&As once they
disapprove the possibility of issuing new sharesdmpensate target shareholders. The results in
columns 4 and 5 actually point out a non-lineaatieh between ownership concentration and the
probability of engaging in M&As. The piece-wisggression results in column 5 further indicate
that the significantly negative relation betweemevship concentration and the likelihood of M&A
is driven by the firms where ownership concentraggceeds 75%.

The ratio of bank loans to total assets has a ivegiampact on the external growth decision
in both panels, although not always significantdy #\lthough a negative sign is consistent with the
bank monitoring and disciplining idea, we alreadyduded that managerial incentive problems
are not a main motive behind the M&As in our sam@®, a negative coefficient on the bank loans
variable likely indicates that the obligation to keanterest payments and repay the loan principal
limits the possibility to finance M&As (by means adlditional bank debt), which is consistent with
the idea that financial constraints can becomeibgih a sample that is dominated by private
enterprises. Alternatively, bank loan covenanty mab external growth decisions.

Interestingly, the ratio of intangible to total etssis significantly positively related to the
likelihood of growth through M&A, thereby supporgirthe hypothesis that operating synergies
from transferring unique assets and knowledge odheen firm are an important rationale underlying

the mergers and acquisitions in our sample. Tbilusion is also consistent with the findings of
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Lehto and Lehtoranta (2004), who show that a firlR&D stock positively contributes to its
likelihood of becoming an acquirer.

Consistent with earlier findings for the Anglo-Saxworld, large firms are significantly
more likely to become acquirers, ceteris pariblikis result may not be surprising as larger firms
often have or can more easily collect the fundg Hra needed to acquire other compa?ﬂes.
Remarkably, the variable capturing the industryimum efficient scale is significantly negatively
related to the probability of external growth. Fhmesult indicates that scale economies are not a
major rationale underlying the M&As in our sampkefeims in industries where the median firm is
operating at a relatively large scale are lessyliteegrow through M&As, ceteris paribus.

As the quadratic term in industry concentration wassignificant in the first model of each
panel, we deleted it from all subsequent modelseréll, the data indicate that the likelihood of
external expansion decreases with industry coragoir (see also Andrade and Stafford, 2004). A
negative coefficient is inconsistent with the margewer hypothesis, but may reflect that further
consolidation is more difficult to achieve in higldoncentrated industries. So, to really rejers th
conjecture, we need to examine the role of industrycentration in horizontal M&As (see Section
4.3 hereatfter).

Consistent with the findings of Mitchell and Mulivef1996) and Andradet al. (2001), the
data show that M&As occur more often in industribat recently experienced a deregulation,
ceteris paribus. This impact of industry deredatais robust to various alternative definitions of
the deregulation variable (see Section 2.4). Hawethis relation is only significant when the
model is estimated on the full sample, without orghg concentration (column 6). The reason is

that we lack ownership information on a lot of kedsl from deregulated industries. Finally, the

¥ These conclusions also hold when proxying firne $ig the log of the number of employees and sadspectively.

Alternatively, we also find robust results whenngsthese alternative metrics to calculate the itigilevel MES.
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relation between industry growth and the M&A demisis never significant in our sample, which
contrasts with previous findings by Andrade andfStd (2004) and Powell and Yawson (2065).

We do not find any support for the under- or ovaluation hypotheses in Table 7 as the P/E
ratio is not significantly related to the likelind@f M&A. This same conclusion arises when we
replace the P/E ratio with the one-year (threejytxal return on the Belgian All Shares Index or
the Dow Jones Euro Stoxx Index (not reported).e@ithe high average ownership concentration in
our sample, these findings may not be too surggyiag— consistent with our above results — owners
may be reluctant to issue new shares in M&As tcsgmee control. Similarly, given the high
incidence of cash payments in a Continental Eunopeantext, stock prices should be less
important in explaining M&A decisions anyway. Theal GDP growth rate and the term spread
also bear no relation with the likelihood of M&AIn sum, our results indicate that aggregate
financial market conditions are not relevant inlakpng the M&A activity in our sampl&*

Finally, column 7 confirms our above conclusionstioa firm characteristics that influence
the M&A decision once we examine acquirers and magcfirms of similar size. For this purpose,
column 7 has been estimated on the subsamples firhere the difference between the size of the
bidding firm and that of its non-acquiring matchiimgn is smaller than one standard deviation.

<insert Table 7>

20 The finance literature to date has largely uséich#is market-to-book ratio as a measure of itsvgioopportunities,
but this variable could not be calculated for thegie enterprises in our sample. Neverthelessjoveot consider this
as a shortcoming for the current analysis. Fit&, market-to-book ratio could be related to thdasriover-valuation
of a firm’s stock. Second, and perhaps most ingmdrior this study, the market-to-book ratio lo@tsuture growth
prospects while we are more interested in the imgiaindustry shocks in the recent past in thidisecof the paper.

% These conclusions do not change when includingimaimather than real GDP growth, and when usirey yiield
difference between Belgian government bonds witluration of ten years and Belgian Treasury Notdk @imaturity
of six months. Furthermore, the results are ttmesavhen we replace the P/E ratio by the yield shralso when this
yield difference is calculated using corporate gadernment bonds with a duration of ten years awstef five years.

22 Besides, our conclusions are robust when estigatia model on the subsample of event and matdhing that are

comparable in terms of having a stock market gigtair not as an additional matching criterion.
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4.2. Low- versus high-growth industries
Table 8 provides the results of the logit regrassimdels once the sample is split into subsamples
based on industry growth. The first subsample ist1®f the bidders and their corresponding
matching firms from the industries with the 25% &=t/ sales growth rate (Panel A). The second
subsample then includes the firms from the indestin the 25% highest growth percentile (Panel
B).2® To estimate these models, we excluded INDUSTRYOBRH. In columns 1 and 2 of each
panel, the models include EBITDA/total assets dradash ratio, respectively. Columns 3—4 then
report the results when these variables are inegtawith (1-ownership concentration). Finally,
ownership concentration has been removed from thaels in columns 5-6. Overall, the results in
Table 8 show that at least some variables havdferatit effect on the decision to grow through
M&A, depending on whether the bidder operatesliowa or high-growth industry, respectived.
Internal cash generation, cash reserves and thterractions with ownership concentration
are not significant in explaining the M&A decisiam the low-growth subsample. This finding
again confirms that managerial incentive problenesrmt a key driving force behind the M&As in
our sample, as agency problems of free cash floouldhbe prevalent especially in firms with
limited growth prospects. However, for the higlmgth subsample, we do find that the interaction
term between the cash ratio and (1-ownership caratem) is significantly positive in column 4.
In other words, the M&A decision of firms in higheyvth industries is positively affected by the
availability of cash, provided that ownership ist nmo highly concentrated. = Ownership
concentration itself remains significantly negalyveelated to M&A activity, in both subsamples.
The piece-wise regression results for both subsesrgujain point out that this relation is driven by

the firms where ownership concentration exceeds {f&#oreported).

2 When we use the 8%ercentile instead of the ®percentile, we find the same results and conahssio
% We have checked whether the cross-sectional i@mi@f the various explanatory variables is différacross both
subsamples, which might also explain our findingsxcept for the variable INDUSTRY DEREGULATION (see

further), we fail to reject the null hypothesisidéntical degrees of diversity when usingFatest.
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Interestingly, we find evidence that bank loansatiegly affect the M&A decision, but only
of firms in high-growth industries. This finding consistent with our earlier interpretation othi
relation being the result of financial constraimtgher than reflecting bank monitoring and
disciplining. Indeed, if banks are able to prevemnagerial over-investment, the bank loans
variable should have negatively impacted M&A adyivespecially in firms with limited growth
prospects. This is not what we find. Rather, fFagbwth firms with a lot of bank loans outstanding
may be less likely to expand through M&A becausartburrent debt-service obligations make it
more difficult to finance M&As.

Realizing operating synergies from transferringumgfible assets and knowledge seems to be
driven by the firms in high-growth industries. &, it is only in the latter subsample that
intangibles significantly positively affect the M&#8ecision. Consistent with the findings for the
entire sample, we find in both subsamples that faize significantly positively affects M&A
activity whereas the industry MES has a signifipamegative impact. Likewise, industry
concentration matters as much in low- as in highagin industries. Deregulation, however, only
positively affects external growth decisions onmtylow-growth industries. The latter finding may
not be too surprising, given that only four outtbé 26 firms from deregulated industries are
included in the high-growth subsample.

Finally, aggregate financial market conditions seemplay some role in high-growth
industries. First, Panel B of Table 8 points aunh$ are less likely to grow through M&A when
stock markets are booming. A negative coefficientthe P/E ratio thus supports the under-
valuation hypothesis and is also consistent with ahove findings. Indeed, when owners care
about preserving control, they are unlikely to essew shares to finance their M&As, so a positive
coefficient on this variable would have been unexp@ Yet, when share prices are down, the
takeover of an existing firm may appear as an @stémg opportunity, in particular when the market
value of target assets is below asset replacenostg.c

<insert Table 8>
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4.3. Related versusunrelated growth

Motives underlying external expansion into a redabeisiness could be very different from those
behind unrelated or diversifying mergers and adtjoins. Table 9 therefore reports the results of
various logit regression models for the sampleiwhd that grow through M&A (no matching is
done here). The dependent variatdated equals one when the bidder engaged in an M&A where
the target is from the same four-digit SIC industrdy the bidder initiated multiple M&As in the
same year, we set the dependent variable equaletavben at least one of the target firms is from
the same industry.

Table 9 reveals that internal cash generationcaisé ratio and the interaction terms of these
variables with (1-ownership concentration) do nib¢c the relatedness of M&A deals. These
results again indicate that agency problems of tggand hubris are not predominant forces
underlying the M&As in our sample, as the existentenanagerial self-serving behaviour would
imply a negative coefficient on the simple andititeraction terms.

Next, the significantly positive coefficient on tleevnership concentration variable points
out that firms growing externally are more likety ihvest in related businesses when their shares
are closely held. Interestingly, our results tdosot support the idea that owners in bidding $irm
with a highly concentrated ownership prefer to dsifg their wealth by pursuing diversifying
rather than related M&As. The data further shoat tompanies with more bank debt outstanding
tend to engage in related acquisitions. This pasitoefficient on the bank loans variable is
inconsistent with the financial synergy hypothesiich conjectures that highly indebted firms
may seek to reduce their overall risk and realizenger cost of capital by diversifying their assets
and operations. Together, the results for ownprsbincentration and the bank debt ratio suggest

that firms facing internally or externally imposédancial constraints are less likely to initiate

% As a robustness check, we have set the dependeable equal to one when all target firms are fthmsame four-
digit SIC industry in case the bidder was involwednultiple M&As in a particular year (not repordedAlternatively,
we have used the two-digit and three-digit SIC sotte classify mergers and acquisitions as beingtedl or not.

Overall, our results are robust under these otb&nitions of related growth.
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M&As. Yet, once an interesting external investmepportunity in their own (high-growth)
industry arises, they may decide to bid for thenfanyway, especially during periods when targets
are lowly valued, but they do not actively aim fargets in other industries.

The significantly negative coefficient on the ing@sle assets variable suggests that the
transfer of intangibles to a target firm is a mormportant motive underlying diversifying rather
than related M&As. This relation may arise wherm8 in the same industry possess highly
comparable intangible assets, which makes it lesghwhile to engage in M&As in order to
transfer these assets and knowledge to other firAtsuja and Katila (2001), for example, argue
that the benefits from an acquisition that bringsknowledge that is too closely related to the
acquirer’s current knowledge base may be limit€édwthermore, the fact that intangibles are less
important in related M&As is also consistent witaraarlier findings that reaping economies of
scale is not a major rationale behind the M&As im sample. Conversely, complementary R&D
efforts among firms from different industries coydy off more, creating a huge potential for
realizing synergies by transferring knowledge athnology to one another (economies of scope).
Alternatively, a negative coefficient on the intéslgs variable may show up when these unrelated
M&As are largely the result of vertical integratiomdeed, vertical integration tends to be valeabl
especially when the acquirer has extensive techrec@irements vis-a-vis its suppliers because of
its own high-tech production standards.

Next, large firms are more likely to initiate digdying M&As. This relation probably
indicates that larger companies may have to lodgide their own industry to fill their appetite for
external growth (given that we already documenteat firm size is positively related to the
likelihood of M&A in Table 7). Consistent with thifirm-level size effect, we also find that
diversifying M&As are significantly more likely t@ccur in industries where incumbents are
operating at a relatively large scale.

Our results further point out that related M&As deto happen more frequently in highly

concentrated industries. Yet, the quadratic terimadustry concentration is significantly negative,
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making clear that from a certain level of conceidra onwards (37.32% in column 1), further
consolidation in the same industry is more diffictd achieve. This can be the result of less
potential for further M&As in highly concentrateadustries, when few targets are left over or when
antitrust authorities prevent new deals. Ovetal latter results are consistent with the market
power hypothesis, stating that a major rationaleirize horizontal mergers and acquisitions is the
benefit of securing monopoly returns by increading market power.

Finally, industry deregulation, industry growth amglgregate financial market conditions do
not influence the relatedness of M&A decisions.

<insert Table 9>

5. Conclusions

This paper empirically investigates the determisaritgrowth through mergers and acquisitions in
a typical Continental European country during tliféh fmerger wave. For this purpose, we
collected data on 378 Belgian bidders that engag8d6 M&A transactions during 1997-2005 and
matched this sample with firms that did not purang external growth. Our study contributes to
the literature as it provides a unified analysisted most widely-cited motives in the theoretical
M&A literature on why firms may seek growth throu§i&As. Furthermore, we point out and
document that the motives that are important forAg&n a Continental European setting may be
considerably different from those in an Anglo-Saxmntext, mainly because of variations in
corporate ownership and governance structures.

First, we do not find any support for agency praiseor hubris underlying M&A activity in
our sample, where ownership on average is highhceotrated. This conclusion also shows up
when examining the M&A decisions of firms in lowegvth industries and when investigating the
relatedness of M&A decisions. Yet, ownership caricion significantly negatively affects the
external growth decision, consistent with the idleat large owners may care about preserving

control and thus avoid issuing stock to pay foirthM&As. This inference is further supported by
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the high incidence of cash acquisitions in our danamd the lack of significance of stock market
prices in explaining M&A decisions in the overadinsple. We also find that the occurrence of
M&As is more likely in larger firms, where accessexternal financing may be easier, and firms
with a limited portion of bank loans outstandintn sum, whereas Faccio and Lang (2005) point
out that internally and externally imposed finahcianstraints influence a firm's payment method
in M&As, we show that these same forces may alstram a firm’s decision to grow through
M&A.

Next, our results do not support the notion thalizeng operating synergies by means of
scale economies is a key determinant underlyingreat growth decisions, as the size of incumbent
firms is significantly negatively related to the M&decision, ceteris paribus. However, we do find
that the transfer of intangible capital is a pnradireason behind the M&As in our sample. The
latter motive is found to be important particulamydiversifying M&As, where bidder and target
firms could benefit from complementary knowledgel aechnologies. Lastly, we do not find any
evidence supporting the financial synergy hypothesi

Our results further point out that securing margetver is a significant consideration in
related acquisitions, as we find that such deasaore likely to take place in highly concentrated
industries. However, from a certain level of indyusoncentration onwards, further consolidation
in the same industry is more difficult to achiev@onsistent with the idea that M&As can be used
to realize an industry restructuring after deretjoia we find that firms in (low-growth) industries
that were recently deregulated experience a langatence of M&As. Aggregate financial market
conditions have no large impact on the M&A decisiaich is not surprising in a sample where
owners care about preserving control. If anythimg,find some support for the idea that firms are
more likely to expand externally when stock prieee down, reflecting that the takeover of an
existing company may constitute a bargain.

To end, we also want to point out some limitatioiur study. As we only investigate

bidder, industry and aggregate financial marketiabdes, we acknowledge that some other
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potentially important motives underlying M&A deasis cannot be captured by our study. For
example, firms may initiate acquisitions becauseuafque target technology or managerial
capabilities. Likewise, firms with net operatingsses carried-forward may become takeover
targets. Nevertheless, our study still providesnaportant contribution to the current literatuoe f
the following reasons. First, given the lack oport for managerial agency problems and hubris,
our findings could help to explain why bidder anncement returns are found to be higher on
average for Continental European acquirers whenpaoead with Anglo-Saxon bidders. Second,
the above findings on the drivers behind M&A demis may offer some indications about the
potential sources of value creation in M&As. Indegeur results show which firm characteristics,
industry and aggregate market variables shouldabtcplarly focussed on when examining short-
and long-term operating and stock performance aftavl&A, especially in a Continental European

setting.
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Figure 1: M&A activity in Belgium and in the Eurogie Union
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Table 1: An overview of the explanatory variablesdiin the logit regression model

This table presents the definition of the explanateariables and the hypothesized sign of theiatieh with the

probability of takeover.

Variable

Hypothesized sign

Agency problems
EBITDA/ASSETS

CASH RATIO

OWNERSHIP
CONCENTRATION
BANK LOANS/ASSETS

FIRM SIZE

Synergies
INTANGIBLES/ASSETS

INDUSTRY MES

BANK LOANS/ASSETS

Mar ket power
INDUSTRY CONCENTRATION

Industry shocks
INDUSTRY DEREGULATION

INDUSTRY GROWTH

GDP GROWTH

Definition
M&A
probability
Earnings before interest, taxes, dejation +
and amortization / Total assets
Cash and cash equivalents / Total assets +

Sum of the squares of the percentage of the
shares owned by each shareholder
Bank loans / Total assets

Natural logarithm of total assets

Intangible assets minus goodwill Total
assets

Median of the natural logarithm ofdbassets
of firms older than ten years in the
corresponding four-digit SIC industry

Bank loans / Total assets

Herfindahl-Hirschman indexhé sum of the
squares of the market shares of each firm in
the corresponding industry)

Dummy that equals one if tikerresponding
industry has been deregulated, as of
deregulation, and zero otherwise

One-year lagged sales growth rate the
corresponding industry

One-year lagged growth rate of gross
domestic product at constant prices (real GPD
growth rate)

Under -valuation/over -valuation

P/E

YIELD SPREAD

TERM SPREAD

Price/earnings ratio of the Belgian stock
market (Belgian All Shares Index)
Difference between the average yield o
European corporate bonds with rating BBB
and the average yield on Belgian government
bonds, both with a duration of five years
Difference between the average yield on
Belgian government bonds with a duration of
five years and the yield on a Belgian Treasury
Note with a maturity of three months

+/-

M&A
relatedness

+/-
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Table 2: Deal status

This table reports the status of the 918 M&A tratisas during 1997—-2005, collected from the Zepdgtabase. An
M&A transaction may have been announced/pendingipéeted or withdrawn at the moment of our dataewmibn
(March, 2006).

Deal status Number of transactions
Completed 728 79.30%
Pending 181 16.88%
Withdrawn 9 0.98%
Total sample 918 100%

Table 3: Type of transaction

This table provides an overview of the prior owhgusstake of the bidders in the initial sample df89M&A
transactions.

Type of transaction Number of transactions
Acquisition New shareholder takes over control 785 85.51%
Acquisition increased frorm 20% to> 50% 3 0.33%
Acquisition increased from > 20% and < 50%t60% 16 1.74%
Acquisition increased from 50% to> 50% 85 9.26%
Merger New shareholder 29 3.16%
Total sample 918 100%

Table 4: An overview of the M&A transactions in aample period

This table presents the annual distribution of M&Ansactions and observations during the samplanpg and their
corresponding method of payment. The information tbe method of payment is based on data of onl 13
transactions (due to limited data availability distdeal feature). The observations are also spliaccording to the
public/private nature of the bidding company.

Year Number of  Number of % Cash % Cash % Cash
transactions observations (public bidders) (private bidders)
1997 13 10 NA NA NA
1998 61 48 50.00% 100.00% 33.33%
1999 62 42 36.36% 16.67% 60.00%
2000 113 65 36.00% 27.27% 100.00%
2001 99 64 42.11% 38.46% 50.00%
2002 97 60 60.00% 53.33% 80.00%
2003 117 95 73.68% 55.56% 90.00%
2004 124 95 57.14% 50.00% 71.43%
2005 130 106 73.33% 87.50% 57.14%
Total 816 585 53.58% 53.60% 67.74%
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Table 5: Industry distribution of the acquiringnfis

This table reports an overview of the industryritisition of the 585 M&A observations at the two-4ti§IC level.

SIC Industry Number of observations
code

02 Agricultural production crops 1
10 Metal mining 1
12 Coal mining 1
14 Non-metallic minerals, except fuels 2
15 General building contractors 7
16 Heavy construction, ex. building 8
17 Special trade contractors 10
20 Food and kindred products 45
22 Textile mill products 11
24 Lumber and wood products 4
25 Furniture and fixtures 3
26 Paper and allied products 9
27 Printing and publishing 39
28 Chemicals and allied products 26
29 Petroleum and coal products 4
30 Rubber and misc. plastic products 11
32 Stone, clay and glass products 11
33 Primary metal industries 20
34 Fabricated metal products 9
35 Industrial machinery and equipment 14
36 Electronic &other electronic equipment 20
37 Transportation equipment 3
38 Instruments and related products 1
39 Miscellaneous manufacturing industries 8
40 Railroad transportation 2
41 Local and interurban passenger transit 3
42 Trucking and warehousing 15
44 Water transportation 7
45 Transportation by air 2
a7 Transportation services 8
48 Communication 12
49 Electric, gas and sanitary services 1
50 Wholesale trade-durable goods 36
51 Wholesale trade-nondurable goods 36
52 Building materials & garden supplies 1
53 General merchandise stores 2
54 Food stores 8
56 Apparel and accessory stores 4
57 Furniture and home furnishing stores 4
58 Eating and drinking places 4
59 Miscellaneous retail 10
72 Personal services 11
73 Business services 77
78 Motion pictures 6
79 Amusement & recreation services 2
80 Health services 5
81 Legal services 4
87 Engineering & management services 55
91 Executive, legislative, and general 1
96 Administration of economic programs 1
Total sample 585
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Table 6: Summary statistics

In this table, we report the mean, median and stahdeviation of the firm characteristics, induséyd aggregate
market variables for the M&A firms (y = 1) and thenatching counterparts (y = 0). For each firmrahgeristic, we
also report the-value of a parametric t-test and a non-param&tfiicoxon rank-sum test that compares companies
that grow trough a merger or acquisition in a jgattir year with companies that did not grow throivifaAs.

y=1 y=0 t-test Wilcoxon
test
Firm characteristics Mean Median  Sd. Dev. Mean Median  Sd. Dev. p-value p-value
EBITDA/ASSETS 0.1027 0.0967 0.1082 0.1164 0.1006 1361 0.0569 0.2006
CASH RATIO 0.1027 0.0531 0.1336 0.1731 0.0930 02193  0.0000 0.0000
OWNERSHIP CONC 0.4908 0.3741 0.3830 0.9554 1.0000 .181® 0.0000 0.0000
LARGEST OWNER 0.5971 0.5500 0.3342 0.9680 1.0000 13%4 0.0000 0.0000
BANK LOANS/ASSETS 0.2079 0.1125 0.2408 0.2410 0217 0.1997 0.0106 0.0000
TOTAL DEBT/ASSETS 0.6020 0.6252 0.2575 0.6089 04642 0.3130 0.6784 0.4349
INTANGIBLES/ASSETS 0.0143 0.0015 0.0258 0.0064 om0 0.0204 0.0000 0.0000
FIRM SIZE 10.5361 10.8337 2.4045 5.8682 5.6276 8286 0.0000 0.0000
Total sample

Industry variables Mean Median  Sd. Dev.
INDUSTRY MES 6.5472 6.3244 1.0598
IND CONCENTRATION 0.1632 0.0928 0.1737
IND DEREGULATION 0.0231 0.0000 0.1502
INDUSTRY GROWTH 0.0526 0.0425 0.1688
Market variables Mean Median  Std. Dev.
GDP GROWTH 0.0224 0.0168 0.0111
P/E 11.9000 11.0000 2.6499
YIELD SPREAD 0.0109 0.0127 0.0056
TERM SPREAD 0.0121 0.0114 0.0049
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Table 7: Logit Regression Results on the M&A Demisi

The dependent variable equals one if the compaowgthrough an M&A in a particular year and zerbeotvise. A company and its matching firm are ideld in the
analyses only for the year of the M&A. A definitiof the explanatory variables and the hypothessigd of their relation with the probability of tdver is presented in
Table 1. All explanatory variables are measurethéyear before the transaction. Panel A regbganodels with EBITDA/ASSETS whereas panel B reptre models

with the CASH RATIO.

PANEL A

@ () ©) ®) (6) )
Variable Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value
C -1.4978 0.2430 -1.6431 0.2138 -0.1356 0.9205-3.6669 0.0097 -3.7208 0.0095 -3.0289 0.0006 1.5057 0.3838
EBITDA/ASSETS 0.0494 0.9675 -0.0340 0.9778 -0.1821 0.8813 iM29 0.8113 0.3693 0.6576 -1.4388 0.2982
EBITDA/ASSETS * (1-OWN CONC) 2.0457 0.5365
OWNERSHIP CONCENTRATION -3.1427 0.0000 -2.9047 0.0000 7.1902 0.0114 -2.8391 0.0000
OWNERSHIP CONCENTRATION? -8.9441 0.0003
LARGEST SHAREHOLDER -4.2415 0.0000
OWN 0.00 to 0.25 3.3564 0.3024
OWN 0.25 to 0.50 -0.8984 0.8332
OWN 0.50t0 0.75 6.7586 0.3163
OWN 0.75 to 1.00 -17.1397 0.0008
BANK LOANS/ASSETS -0.9801 0.0988  -0.9394 0.1123 -1.0031 0.0939 -0.7661 0.2004 -0.7658 0.1998 -0.6348 0.1457 -0@951 0.1855
INTANGIBLES/ASSETS 17.0868 0.0076  16.9713 0.0073  17.3740 0.0073  16.1958 0.0123  16.2891 0.0121  16.5913 0.0002 0.5999 0.0000
FIRM SIZE 1.1163 0.0000 1.1184 0.0000 1.1325 0.0000 11127 0.0000 1.1107 0.0000 1.0617 0.0000 14.1678 0.0668
INDUSTRY MES -0.6833 0.0001  -0.7204 0.0000  -0.7535 0.0000 -0.6451 0.0001 -0.6222 0.0002 -0.8248 0.0000 -0.6329 0.0122
INDUSTRY CONCENTRATION -5.1333 0.0777  -3.2539 0.0010  -3.2954 0.0009 -3.3036 0.0011 -3.3475 0.0009 -2.7958 0.0001 -1.5403 0.2551
INDUSTRY CONCENTRATION? 3.4651 0.4864
INDUSTRY DEREGULATION 1.1595 0.3041 1.3055 0.2552 1.3755 0.2265 0.5025 6640. 0.7091 0.5425 2.4499 0.0012 0.6462 0.6704
INDUSTRY GROWTH 0.8443 0.2953 0.8488 0.2925 1.0960 0.1793 0.8030 333@. 0.6410 0.4369 0.7233 0.2476 0.5860 0.5577
GDP GROWTH -3.1953 0.8196 -2.5143 0.8573 -3.7781 0.7879 0.11660.9935 1.3363 0.9255 -5.3706 0.6054 5.3869 0.7602
P/E -0.0380 0.3585 -0.0385 0.3517 -0.0431 0.3018 -6G023 0.5753 -0.0162 0.6990 -0.0119 0.6806 -0.0249 45,64
TERM SPREAD 9.9414 0.7484  10.3761 0.7368  11.9438 0.7002  15.6099.6198  16.4265 0.6031  43.9239 0.0629  17.96460.6477
M cFadden R-square 0.7096 0.7095 0.7126 0.7191 0.7198 0.5773 0.3181
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PANEL B

@) ©)] @ ©) ©) @)

Variable Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value

C -1.5759 0.2252 -1.7363 0.1904 -0.2472 0.8571-3.6537 0.0103 -3.7278 0.0096 -3.1938 0.0004 1.5549 0.3697
CASH RATIO 0.3812 0.6936 0.5790 0.5462 -0.1061 0.9181 0.09960.9232 0.5808 0.3869 0.4461 0.6710
CASH RATIO * (1-OWN CONC) 2.3279 0.3786

OWNERSHIP CONCENTRATION -3.1409 0.0000 -2.9002 0.0000 7.2160 0.0117 -2.8257 0.0000
OWNERSHIP CONCENTRATION? -8.9654 0.0003

LARGEST SHAREHOLDER -4.2408 0.0000

OWN 0.00 to 0.25 3.2908 0.3163

OWN 0.25 to 0. 50 -0.8585 0.8412

OWN 0.50 to 0.75 6.6885 0.3214

OWN 0.75 to 1.00 -17.0593 0.0008

BANK LOANS/ASSETS -0.9126 0.1389 -0.8551 0.1550 -0.9005 0.1486 -®@789 0.2027 -0.7585 0.2218 -0.4866 0.2949 -0.9391 8820
INTANGIBLES/ASSETS 17.0571 0.0078 16.1286 0.0123 17.3414 0.0074 16.2692 0.0116 16.3909 0.0112 16.6924 0.0002 0.6250 0.0000
FIRM SIZE 1.1240 0.0000 1.1202 0.0000 1.1449 0.0000 11121 0.0000 1.1145 0.0000 1.0718 0.0000 14.3536 0.0596
INDUSTRY MES -0.6882 0.0001 -0.7151 0.0000 -0.7643 0.0000 -0.6469 0.0001 -0.6291 0.0001 -0.8273 0.0000 -0.6849 0.0071
INDUSTRY CONCENTRATION -5.1177 0.0789 -3.2098 0.0011 -3.2580 0.0011 -3.3003 0.0011 -3.3202 0.0010 -2.7640 0.0001 -1.4052 0.3034
INDUSTRY CONCENTRATION? 3.4880 0.4839

INDUSTRY DEREGULATION 1.1082 0.3289 0.9377 0.4370 1.3107 0.2534 0.5377 6390. 0.7338 0.5271 2.4283 0.0014 0.7790 0.6081
INDUSTRY GROWTH 0.8422 0.2968 0.8196 0.3104 1.0937 0.1810 0.7974 3368@. 0.6331 0.4427 0.7476 0.2305 0.5305 0.5973
GDP GROWTH -3.2278 0.8177 -1.7404 0.9011 -3.7694 0.7881 0.20350.9886 1.4200 0.9208 -5.1609 0.6193 6.0133 0.7309
P/E -0.0387 0.3469 -0.0368 0.3703 -0.0442 0.2860 -®023 0.5692 -0.0177 0.6727 -0.0112 0.6972 -0.0346 1®51
TERM SPREAD 10.0454 0.7454 8.8773 0.7745 12.0001 0.6982 15.52040.6218 16.2715 0.6061 45.0222 0.0565 15.7242 0.6860

M cFadden R-square 0.7097 0.7098 0.7129 0.7191 0.7198 0.5776 0.3156
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Table 8: Logit Regression Analysis on the M&A Déaiisfor the Subsample of Low-Growth versus High-@tto Industries

The dependent variable equals one if the compamwgthrough M&A in a particular year and zero othiee. A company and its matching firm are includethe analyses
only for the year of M&A. A definition of the exahatory variables and the hypothesized sign of tiedation with the probability of takeover is peased in Table 1. All

explanatory variables are measured in the yearédfi@ transaction. We estimate the models forpeonies that are in the 25% lowest growth perce(filnel A) and for
companies that are in the 25% highest growth péteg®anel B).

PANEL A

1) 2 3 4 ®) 6)
Variable Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value
C -0.8059 0.7766 -0.7652 0.7886 -1.2356 0.6939 -@548 0.8507 -4.6817 0.0045 -5.0196 0.0032
EBITDA/ASSETS 1.0632 0.6784 0.7706 0.6206
EBITDA/ASSETS * (1-OWN CONC) 2.2563 0.7028
CASH RATIO 0.6456 0.7937
CASH RATIO * (1-OWN CONC) -1.2606 0.8077 1.2025 0.3350
OWNERSHIP CONCENTRATION -4.9297 0.0000 -4.9865 0.0000 -4.7117 0.0002 -5.1308 0.0000
BANK LOANS/ASSETS 0.1870 0.8962 0.3579 0.8057 0.2249 0.8755 0.2333  8706. -0.7799 0.4090 -0.4000 0.6830
INTANGIBLES/ASSETS 14.2675 0.1899 14.0521 0.1980 13.6557 0.2111 12.473 0.1857 7.6412 0.2815 7.8792 0.2705
FIRM SIZE 1.1506 0.0000 1.1478 0.0000 1.1438 0.0000 1.1374 0.0000 0.9652 0.0000 0.9849 0.0000
INDUSTRY MES -0.7731 0.0388 -0.7430 0.0446 -0.7370 0.0459 -0.7625 0.0412 -0.5856 0.0128 -0.5728 0.0149
INDUSTRY CONCENTRATION -2.1351 0.2872 -2.2979 0.2433 -2.2590 0.2528 -5264 0.2522 -3.8436 0.0082 -3.8343 0.0083
INDUSTRY DEREGULATION 1.4190 0.3728 1.0889 0.5115 1.3859 0.3818 1.4488  405Q. 2.4542 0.0095 2.3590 0.0137
GDP GROWTH -26.4389 0.4757 -27.8678 0.4504 -24.5415 0.5123 546 0.4536 -14.9207 0.5115 -16.4510 0.4713
P/E 0.0555 0.6132 0.0476 0.6683 0.0587 0.5941 0.0568 6068. 0.0748 0.2400 0.0737 0.2487
TERM SPREAD -39.3485 0.6257 -39.7790 0.6259 -34.7343 0.6640 .96RY 0.6949 43.7537 0.3762 41.9776 0.3992
M cFadden R-square 0.7430 0.7427 0.7429 0.7426 0.5349 0.5365
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PANEL B

&)

@

©)

4

®)

Q)

Variable

Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value  Coefficient p-value
C -1.5241 0.5733 -2.0940 0.4512 -2.6306 0.3423 -6621 0.1239 -3.1889 0.0924 -3.6250 0.0649
EBITDA/ASSETS 1.6189 0.5614 1.8339 0.3649
EBITDA/ASSETS * (1-OWN
CONC) 14.4862 0.1989
CASH RATIO 1.2865 0.5150 0.9377 0.5120
CASH RATIO * (1-OWN CONC) 16.0451 0.0242
OWNERSHIP CONCENTRATION -3.1614 0.0002 -3.1844 0.0002 -1.6236 0.2286 -2.0840 0.0265
BANK LOANS/ASSETS -2.7343 0.0545 -2.2892 0.1346 -2.8208 0.0513 -1.7183 0.2473 -2.7922 0.0102 -2.4312 0.0358
INTANGIBLES/ASSETS 1.3560 0.0000 1.3683 0.0000 35.3853 0.0449 41.1696 0.0197 17.8845 0.1791 20.6641 0.1025
FIRM SIZE 31.6679 0.0629 32.7520 0.0473 1.3695 0.0000 1.4081 0.0000 1.2944 0.0000 1.2942 0.0000
INDUSTRY MES -0.7856 0.0174 -0.7697 0.0180 -0.8020 0.0175 -0.7345 0.0339 -0.8220 0.0017 -0.8002 0.0020
INDUSTRY CONCENTRATION -2.2356 0.2149 -2.0488 0.2628 -2.2767 0.2147 -B694 0.3569 -2.3521 0.0743 -2.1974 0.0950
INDUSTRY DEREGULATION 0.4613 0.8765 0.3376 0.9136 0.5731 0.8505 -0.0614 .9849 -0.7522 0.7657 -0.8982 0.7309
GDP GROWTH -20.7708 0.4958 -16.4644 0.5803 -22.2748 0.4687  006B 0.9740 -24.6615 0.2806 -21.0025 0.3539
P/E -0.1429 0.0843 -0.1343 0.0967 -0.1583 0.0694 -0.1125 0.1767 -0.1057 0.0653 -0.0960 0.0841
TERM SPREAD 79.0296 0.2075 81.9234 0.1933 75.9409 0.2316 78.784 0.2374 93.3994 0.0513 95.9722 0.0461
M cFadden R-square 0.7349 0.7352 0.7389 0.7567 0.6443 0.6433
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Table 9: Related versus Unrelated Growth

The dependent variable equals one when the biddgged in an M&A with a target from the same foigitdndustry. If the bidder initiated various M&Ave set the
dependent variable equal to one when at least bigectarget firms is from the same industry. TEhxlanatory variables are defined in the same vgaindhe above

regression models.

@ @ (©) “4 ®) (6)
Variable Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value
C 1.3853 0.2106 1.4387 0.2099 1.1796 0.2941 1.6787  1440. 1.1807 0.1748 1.1981 0.1823
EBITDA/ASSETS 0.7640 0.4804 0.1000 0.9095
EBITDA/ASSETS * (1-OWN CONC) 2.2388 0.2232
CASH RATIO -0.1030 0.9174 -0.0606 0.9391
CASH RATIO * (1-OWN CONC) -1.3268 0.3884
OWNERSHIP CONCENTRATION 0.5849 0.0538 0.5560 0.0651 0.8227 0.0290 0.4216 0.2107
BANK LOANS/ASSETS 1.0799 0.0619 1.0518 0.0896 1.0777 0.0629 0.9177 0.1285 1.0704 0.0246 1.0549 0.0407
INTANGIBLES/ASSETS -0.1234 0.0361 -0.1221 0.0395 -7.5828 0.1124 -7.3349 0.1246 -0.1190 0.0086 -0.1194 0.0091
FIRM SIZE -7.5810 0.1126 -7.5554 0.1137 -0.1217 0.0388 -0.1240 0.0355 -12.0720 0.0060 -12.0431 0.0061
INDUSTRY MES -0.2818 0.0323 -0.2785 0.0349 -0.2775 0.0346 -0.2854 0.0303 -0.1795 0.1195 -0.1795 0.1198
INDUSTRY CONCENTRATION 6.5143 0.0072 6.7108 0.0060 6.4891 0.0073 6.7914 0.0051 6.0856 0.0039 6.1225 0.0038
INDUSTRY CONCENTRATION? -8.7272 0.0288 -9.0812 0.0239 -8.7401 0.0278 -9.3254 0.0195 -9.2855 0.0075 -9.3489 0.0073
INDUSTRY DEREGULATION -0.6344 0.5760 -0.6443 0.5721 -0.7041 0.5338 -®639 0.5744 -0.5415 0.5269 -0.5404 0.5277
INDUSTRY GROWTH -0.3243 0.6336 -0.3122 0.6465 -0.3229 0.6350 -334 0.6231 -0.2069 0.7229 -0.2058 0.7244
GDP GROWTH -6.3179 0.5719 -6.6580 0.5509 -6.5481 0.5581 -4967 0.5328 -4.8115 0.6208 -4.8516 0.6181
P/E -0.0030 0.9229 -0.0022 0.9423 -0.0028 0.9280 -@003  0.9212 -0.0233 0.3910 -0.0230 0.3950
TERM SPREAD -3.0042 0.9005 -2.5688 0.9149 -3.2448 0.8926 -D362 0.9218 14.3460 0.5040 14.4143 0.5022
M cFadden R-square 0.0493 0.0484 0.0513 0.0499 0.0423 0.0423
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