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ABSTRACT

The present study examines the determinants of gatymmode choice
and deal amounts in financial and nonfinancial@scinergers and acquisitions
(M&A) in Pakistan, undertaken during period 2005320 The results of
nonfinancial sector show a negative and lineartimmabetween managerial
ownership and cash financing that supports the naskiction hypothesis. The
bidder firm’'s financial variables and target firiating status are also proved to
be significant determinants of payment mode. Thsulte of deal price
determinants in nonfinancial sector reveal the cédn of agency conflicts in
bidder firms and show that main motive behind M&#@atk is to achieve a big
size and prestige rather than value maximisatidre financial sector results
show that ownership structure has no significanpaot on payment mode
choice in Pakistan M&A. However, bidder firm’'s caatailability and growth
opportunities and target firm characteristics aignificant determinant of
payment method. The deal price determinants firglsigpw that prices are high
in stock financed deals due to signalling impactstafck issuance and basic
motive of bidders behind M&A is to acquire a bigesiin case of financial
sector.

Keywords: Mergers and Acquisitions; Mode of Payment; Dealotmts;
Ownership Structure; Bidder Financial Charactarsstirarget
Characteristics



1. INTRODUCTION

Mergers and Acquisitions (M&A) are increasingly mgiused to respond
to growing world competition, expansion of globalismess markets and
survival of business firms. Companies around theldvare aggressively
improving and developing their competence, cap#sli and skills by
employing the tool of M&A to remain competitive addersify their business
portfolios to increase their profitability. Manypaexecutives and CEOs affirm
that ‘the bigger is better'which simply implies higher status, prestige, power
and increase in compensation level. Quite ofterMB& factor is forgotten for
its role in this growth.

Mergers are defined as “Two or more firms’ combimat generally by
offering bidding firm’s shares to the stockholdefgarget firm in exchange of
surrender of their own stock”. Simply stated, meiigalefined as a combination
of more than one distinct entity into one compang the motive behind it is to
avail a number of benefits, not just to accumuthteliabilities and assets of two
entities. Some of these benefits include econopfissale, economies of scope,
access to new technologies, sectors and marketpligitons are defined as
“the purchase by one firm of controlling interestthe share capital, or all or
substantially all of the assets and/or liabilitie§,another company”. Based on
the bidder firm’s approach, an acquisition mayhbstile or friendly, and can be
affected by agreements between the target firm’gntya shareholders and the
bidder firm. It can also be affected by acquisit@nshares in open markets or
by making offers to the whole body of the targemfs shareholders for
purchase of shares [Reddy, Swetha, and Srinivagaed2)].

Mergers and acquisitions are major events in fieeofi a firm. A number
of studies have been done to explain this phenomevajor studies conducted
on the motivation behind merger and acquisitionaldén the late 1970s
focussed on issues like market power hypothesisisihypothesis; economy of
scale and scope; managerial hypothesis; short @mgl term performance of
bidder and target, merger waves, and choice ofenwidpayment [Chevalier
and Redor (2008)].

The choice of payment mode in merger and acquisiieals has been a
subject of a number of previous studies and engliriesearches which have
focused on developed economies. But there is rearels which considers this
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issue in a developing economy like Pakistan. So rttwivation behind the
present study is to examine this issue with refegego Pakistan. Many models
and theories related to the payment mode in M&Asihave been developed in
the past. One of them is the asymmetric informatih@ory which represents this
disequilibrium between the insiders (i.e. managang) outside parties regarding
the company’s stock value and available opportemitf investment. Another
group of theories deal with control of insiders. imanagers by outside
shareholders. The outside shareholders who ownadl gt of a company’s
shares cannot control the managers’ actions beoafuiee cost of time and
money involved. However, investors owning large bemof shares are able to
control insiders’ actions i.e., they can monitbeit investment and financing
decisions. Since outsiders cannot evaluate thek gpayment to finance the
merger deal, the firm’s shareholders force the marsato finance the deal
amounts in cash rather than stock to avoid the thegampact on the firm’'s
stock valuation [Chevalier and Redor (2008)].

Other studies have examined the impact of the aequdwnership
variables on capital structure decisions of thenfiThe focus of these studies is
at two opposite hypotheses that explore the reighip between insiders’
ultimate control and leverage of the firm [Andersdfansi, and Reeb (2003);
King and Santor (2008); Ellul (2009); Andre and An(2009)]. The first theory
is related to risk-reduction motivation which sugigethat shareholders of a
controlling group will hesitate to use debt as admof financing because such
leverage increases a firm's risk of bankruptcygegithe undiversified nature of
the firm’s portfolios and the significant amountths invested in a group of
firms. In comparison, the control motivation theamplies that inside block-
holders are more likely to use debt rather thaoksts a mode of financing in
order to avoid dilution of their control in therfirand also to retain the private
incentives associated with it. However, the resuifs studies are mixed
regarding the relationship between managerial osiniprand debt financing.

Previous empirical literature suggests that theddmdfirm’s financial
variables also impact the mode of payment. AccagrdiinJenson (1986) bidding
firms with large amounts of free cash and with isight capacity of debt are
likely to undertake cash acquisition rather thagnpents in the form of stock.
Other studies [Chaney, Lovata, and Philipich (1984artin (1996); Chang and
Mais (2000); Faccio and Masulis (2005); Andre armdak (2009)] consider the
impact of the bidder and target firm's characterisin the mode of payment
used to finance the deal. The financial charadiesi®f the bidder include cash
availability, collateral, leverage and the biddegstsfitability. Some studies also
consider the target firm's characteristics as eaemeihant of the mode of
payment in mergers acquisitions.There are othadieguwhich examine the
determinants of the premium paid for mergers anduiation deals in
developed markets. These studies [Diaz and Azd¥#9q); Dionne,et al.
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(2010)] consider the bidder and target firm’'s chtastics as determinant of
deal premiums and include the bidder and target'di profitability, financial
strength variables and characteristics of the dealwhether it is financed with
cash or through issuance of stock to target etc.

In the light of previous empirical literature, theesent study focuses on
investigation of the impact of the bidder and tariijgn characteristics on the
mode of payment choice and deal amounts in corpanatgers and acquisitions
in Pakistan. The data used in the study includesntiergers and acquisition
events from 2005-2012. There are 56 nonfinancial 48 financial M&A
events which have been analysed separately duenamental differences
between the structures of the two sectors. Theltsesti nonfinancial sector
show a negative and linear relation between biddmeanagerial ownership and
cash payment, which supports the risk reductiorothgsis. The bidder firm's
financial and ownership variables also proved t@lsignificant determinant of
the payment mode in the nonfinancial sector. Tharftial sector results show
that ownership and corporate governance varialdies ho significant influence
on the mode of payment in M&A. The other variablesich are significant
include the bidder’s cash availability and marlebbok value ratio and target
firm characteristics. The amounts paid to finaleeM&A deals in both sectors,
show that most of the bidder and target charatiesisare significant
determinants and overall the model is significamtbioth nonfinancial and
financial cases.

The present study contributes to existing literatar several ways. Firstly,
most of the studies have been conducted in dewetlepenomies like US and UK
which have dispersed ownership structures and whesgt of the firms follow “one
share, one vote” rule. But most of the countrieAgié and Europe have ownership
concentration by individuals, families, governmemtsndustrial groups [Andre and
Amar (2009)]. In case of developing economies IRakistan, mergers and
acquisitions have not yet received much attenfibe. studies regarding the mergers
and acquisitions in Pakistan have mostly focusediramcial sector and analysed
the pre and post-merger performance. Secondly ib&o study dealing with M&A
that explores the role of bidder and target firct®racteristics on payment mode
choice.. The present study examines Pakistan’sorasp sector in this respect.
Thirdly, the study adds to previous academic rebedny examining the
determinants of the payment mode choice. Finalglso examines the determinants
of amounts paid in M&A deals in Pakistan.

The remainder of the study is organised as follov&ection two deals
with literature review. The third section deals hwitsample selection,
construction of variables, model development asgaech methodology in both
cases (i.e. mode of payment and deal amount detents). The fourth section
deals with empirical findings and discussion ofufess The conclusion,
implications of study, and identification of futuresearch areas are discussed in
the fifth section.



2. LITERATURE REVIEW AND HYPOTHESISDEVELOPMENT

The issue of corporate mergers and acquisitionsaris extensively
researched area in developed markets. Howeverddweeloping markets like
Pakistan, this area has not been seriously imastig This section reviews the
relevant literature divided into different secticared review-based hypotheses.

2.1. Mode of Payment in Mergersand Acquisitions

Previous empirical literature has identified a nemlof factors which
explain the financing mode in M&A. Some of thesetfas are: corporate
ownership considerations, bidder’s financial vaeabinvestment opportunities,
asymmetry of information and sharing of risk betaélee bidder and the target
firms as well as their other characteristics.

2.1.1. BidderFirm Characteristics

Managerial Ownership Hypothesis

The theory of management control documented by isiamnd Raviv
(1988) and Stulz (1988) reveals that managers eséamt to lose their control
in firms and prefer to use cash as a payment modénance mergers and
acquisitions. Previous studies [Amihuwet,al. (1990); Martin (1996), Ghosh and
Ruland (1998); Yooket al. (1999); Faccio and Masulis (2005); Andre and
Amar (2009)] investigate the relation between coa® ownership
considerations and the mode of payment in corparegers and acquisitions.
Managers’ preferences for financing the investmangsrelated with their desire
to retain control over the firm transactions. Sirateck issuance dilutes the
managers’ control, they prefer to use debt or im#krfunds for financing
acquisitions in order to retain their control otlee acquiring firm and to enjoy
the personal incentives attached with it.

Amihud, et al (1990) examined the relation between corporatgreb
considerations and the choice of mode of paymentcase of corporate
investments and acquisitions. The sample consistsropanies that appeared in
the Fortune 500 companies’ list in 1980 and thajuaed other companies
during the period 1981 to 1983. The results shoat the higher the insiders’
ownership in the bidder firm, the higher the chanttee deal is financed with
cash payments rather than by stock issuance. Timgbegs can also be related
to information asymmetry between corporate insidard outside investors. If
insiders hold a significant number of shares whiwdy think are undervalued,
they are less willing to issue stock for financamgjuisitions.

However, Martin (1996) documents a non-linear fefatbetween
managers’ ownership and the probability of stocdu@nce to finance M & A.
The results reveal that managers are not conceaabedt dilution of control
rights at the high and low levels of their ownepshBut at the intermediate
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level, they risk losing control over the firm byek issuance. By using a logistic
regression analysis to examine the choice of mddpagment in corporate

acquisitions, it is shown that a significant négatelationship exists between
insiders ownership and stock financing over the dieidlevel of ownership

(between 5 and 25 percent).

Yook, et al (1999) examine the risk reduction and control ivadion
hypothesis of managerial control to explain theiodomf payment mode and
also the reaction of market to stock announceme&heir findings show a
significant selling by acquiring firm'’s managemdwtfore stock issuance as
compared to cash financing. This implies the sgltifi stock by insiders before
stock offerings because that will result in declafestock prices. Moreover, the
results show a significant inverse relationshipaeetn pre -stock announcement
managerial stock selling and abnormal returns gameoffer in the acquiring
firms. On the other side, after controlling for yimus insider trades, acquiring
firms with large managerial holdings are more ki use cash offers.

In order to reduce the personal risks, managersesoms avail the
projects that are not value maximising [JensenMerdMing (1976) and Fama
and Jensen (1983)]. Managers who are risk aveidei@ not fully diversified
with firm-specific human capital prefer to issueugy rather than cash to lessen
their risk. Such managers have a fixed claim indbmpany’s assets and have
benefits in transactions that decrease risk evexases where these transactions
are not in the best interests of the shareholdsssentially in the absence of
compensation schemes for managers. May (1995) tigaéss that in the
presence of high level firm specific human capitiaé acquiring firm’s manager
tends to avail acquisitions that decrease equitiamee. The results show that
the risky firm’s managers have private benefitsfibancing merger deals with
share issues in order to decrease their own risketycing leverage. So, the
hypothesis of risk reduction explored the acquitingns with high variance of
return and found that they are more likely to ficmmmerger deals with stock
issues.

The two related empirical studies that look atemthed managers and at
corporate governance and managers’ investmentigolare those of Berger,
Ofek and Yermack (1997) and Litov and John (20@8pectively. Contrary to
the control motivation hypothesis, Berget,al. (1997) explored that entrenched
managers reduce the use of debt in firms. Therfgndi also consistent with the
risk reduction hypothesis. John and Litov (2006)vglthat better managed firms
have riskier investment and low level of debt ampared to badly managed
firms, that focus on safe investment. In this rdgdirms with entrenched
managers and weak corporate governance mechanitent smnservative
policies of investment and use more debt.

Brailsford (2002) documents that the relationshipetween
managerial ownership and leverage is nonlinear. Thsults show a
negative relation between managerial ownership thedlevel of leverage,
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which implies that lower level of managerial owngsleads to reduction
of agency problems and results in high debt le@sl. the opposite side,
higher level of insiders ownership leads to manegevpportunism and
ultimately low debt level.

Faccio and Masulis (2005)examine the determinahpmgment mode in
M & A by using a sample of European mergers overghriod 1997 to 2000.
The focus of the study is on the trade-off betwaequirer firm’s corporate
control threats and its financial constraints. $amio Martin (1996), nonlinear
association between bidder firm’s largest sharedolbting rights and the
percentage of cash used for financing merger deaésted and results confirm
the non-linearity hypothesis in case of UK andhr@equirers. However, results
show a positive relation between concentrated oshier structure and
percentage of cash financing in case of contineBwalopean bidders. The
results show that incentives to select cash asym@at mode are high when
bidder firm’s major shareholders have medium lefetontrol i.e. 20 to 60 per
cent. This is especially the case when the acquiired has concentrated
ownership structure.

Andre and Amar (2009) investigate the relation leetw the family’'s
ultimate control and choice of payment mode in @@ara M&A undertaken
during 1998 to 2004. The authors consider the todfibetween risk reduction
and control motivation and the percent of cash roffe by bidding firm to
finance the M&A deals. The findings reveal a pesitrelation between family
control and percentage of cash financing, whichmedhat the ultimate owners
do not want to dilute their control by issuing sf®rThere exists a negative
relation between family use of control enhancinghtéques, like pyramids
structure and dual class shareholdings, and theiHdod of cash financing.
Ellul (2009) documents that control motivation akide block-holders affects
the firm’s capital structure decisions. By usingi@ladata of 5975 firms from 38
countries, the results of the study show that fgimined firms have high debt
ratios than nonfamily owned firms, institutionalaséholders do not influence
capital structure decisions, debt in family-own&ch$ is used as an alternate of
other control enhancing techniques, like pyramidd aross shareholding
structures.

Study of previous literature shows that the relaship between
management ownership and payment mode to financeégeneand
acquisition deals is mixed. Some studies show atipesrelation between
cash payment and managerial ownership, which ved&gahe control
motivation theory while others support the riskuetlon hypothesis. So, we
develop our hypothesis that:

Hypothesis 1la: Ceteris paribus, there exists a significant relaship
between managerial ownership and percentage of cash
to finance the M&A deal.
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Hypothesis 1b: Ceteris paribus, there exists a non-linear relatibip
between managerial ownership and percentage of cash
to finance the M&A deal.

Outside Monitoring Hypothesis

According to Jensen (1991) active external shadshslare beneficial for
firms for their incentives to perform expensive mornng functions. Block-
holders and institutional investors are instandeggossible active shareholders.
Black (1992) documents that institutional investpesform functions that more
closely line up managerial motives with the firnitevestors. For instance,
institutional investors and external block-holdars in a position to assist the
anti-takeover campaigns, to endorse a suitable gament recompense system,
reinforce the institutions’ opinion on firm’'s boaathd perhaps to assist the board
itself. Furthermore, some institutional investorsectly connect with high-
ranking executives and hence can affect the temisanditions of M&A deals.
Meanwhile, empirical substantiation shows that Istibanced deals usually
decrease the wealth of the bidder firm’s invest®s, the probability of
acquisitions being financed with stocks would b& Io presence of institutional
and external block-holders.

Martin (1996) explores that high level of institnial and outside block
holdings considerably reduce the chances of stioei€ing, even though block
holdings by persons unrelated with management daigaificantly affect the
payment mode, and consequently support the vietitisétutions perform as
external monitors of management behaviour. Follgwineffective control
challenges, Denis and Serrano (1996) documentsutitadver of management is
intense among companies with presence of an oubdak-holder. However,
managers tend to keep their jobs even with poofopaance in firms which
have no outside investors. Berger, Ofek, and Yekn{a®97) show a positive
relationship within the leverage ratio and preseocan outside block-holder,
which suggests that managers are required to iseré@e debt level in the
presence of an outside monitor.

Goergen and Renneboog (1999) examine the ownesshipture in UK
firms. The findings reveal that the ownership stnue in UK firms on average is
dispersed. Institutional investors represent anoitamt group of shareholders
but they follow submissive strategies and do nettheir voting rights related to
shares. Also, the submissive attitude adopted &tjtuional investors increases
the influence of directors, who are the second g@umost important investors.
Franks, Mayer and Renneboog (1998) reveals thanwine directors have
significant ownership and control, they use thaiting rights to embed their
positions and can hinder monitoring actions takgrother investors. Further,
some corporate governance features in the Briysiem, for example proxy
voting and one tier structure of the board, supfietdiscretion of directors. So,
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the key agency conflicts arising from dispersecditme of ownership represent
the possible expropriation of stockholders by therd.

Inside block-holders are not the only group witlghhimotivations for
control; institutional block-holders also have amparatively big stake in a
firm’s shares which may motivate them for a sayhia affairs. Yet, institutional
block-holders don't have a long-term existence infimn, there active
involvement in management is limited and their namiig level is also low.
Tufano (1996) documents that institutional sharéérd (1) have significant
ownership in diverse firms and therefore are difiexs (2) they do not play
active role in monitoring of a firm's managemen? {Bey have incentive
arrangements same as atomistic. According to Kar(@001) institutional
investors’ involvement does not lead to any suligthrchange in governance of
firms. From this it may be concluded that instdotl block-holders’
motivation for control may not be sufficient to @y effective influence on the
capital structure decisions of the firms. Also, dgse of business relations
between institutional shareholders and corporagtocuers, institutions are not
going to vote against their corporate customer’'snagament proposals.
According to Matvos and Ostrovsky (2008), instiagl shareholders have
cross-holdings in both the target and acquiringy'rshares, therefore they vote
for mergers even when the bidding firm’s interests not being met.

We have mixed findings with regard to the relattgpsof institutional
shareholding and outside block-holders with the enad payment used to
finance an M&A deal. If the outside investors iretfirm play an active
monitoring role then the relationship between algtdilock-holders and percent
of cash financing in merger deals is positive, pkliee it is negative. The
following hypotheses are developed by studying ipteyliterature:

Hypothesis 2a: Ceteris paribus, there exists a significant relatio
between institutional ownership and percent ofhcas
used to finance M&A deals.

Hypothesis 2b: Ceteris paribus, there is a significant relationshi
between outside block-holder and percent of casuu
to finance M&A deals.

Corporate Governance Variables

The board of directors in a company is a high les@iporate body
that is accountable for firm management and itsrafens. It performs a
significant role in capital structure decisions. viéver, the evidence is
mixed regarding the direction of relations betwesapital structure and
board size. According to Berger (1997) firms withrde board size usually
have low debt ratios. The reason behind it is #ndarge board stresses
upon the management to keep low leverage levels land improve the
performance of company.
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In contrast, Wen (2002) documents a positive mfathetween capital
structure and board size. The results reveal Higelboards follow a high debt
level policy in order to improve the firm's valugegifically when they face
high monitoring by regulatory establishment. Italso contended that large
boards can face difficulty in reaching an agreenverich eventually can affect
the corporate governance quality leading to hight devel. Anderson (2004)
documents that the debt cost is usually low fogéaboards since creditors find
monitoring of these firms to be effective by a wedrigroup of experts. So,
financing by use of debt becomes a cost effectioé t

In case of Pakistan, Hasan and Butt (2009) exptbee relationship
between capital structure and corporate governahdisted firms. The data is
collected for 58 randomly chosen nonfinancial conigs listed at the Karachi
Stock Exchange (KSE) during 2002-2005 and a muitta regression is used
with the firm’'s fixed effect method. The findinghav that board size and
managers’ ownership have a significant negativatimiship with debt level.
The results show that corporate governance vasalde, the board size and
managerial shareholding perform a significant rioledetermining the capital
structure of companies. Based on previous empirlitatature, we have
developed the following hypothesis:

Hypothesis 2c: Ceteris paribus, there is a significant relationtiveen
bidder firm’'s board size and percent of cash paytse
to finance the deals.

Financial Variables

The bidder firm financial variables include castaiability, collateral
and leverage. Hansen (1987) advances a signallotghthat foresees that high
level of debt in the bidding company induces paynierough stocks. Similarly,
higher leverage ratio may indicate that an enstgot able to increase debt level
and hence must use stock payments. The alternafitien is that a high
leverage level afore the merger might imply tha ttature of the company’s
assets back it or the firm’s management is incliteedards higher use of debt.
Hence in case of high leverage in a firm, the Us&tack as a payment mode is
low.

Chaney, Lovata and Philipich (1991) examine th& between bidder’s
characteristics and payment mode in mergers angsatigns. The analysis uses
35 cash and 88 stock mergers and reveals thatrsiddat employ cash as a
mode of payment in mergers have diverse operatidgfiaancial features than
those using stocks. The results of the study stiat bidder companies with
higher ROA (return on assets), high leverage anallssize are more likely to
use cash as a payment mode. Bidder firms that gngpdak payments are large
with low debt and ROA ratios.
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Other empirical studies [Martin (1996); Chang andi$/2000); Gregory
(2000); Faccio and Masulis (2005); Andre and Amae0Q)] explore the
relationship between acquirer’s financial positemd the mode of payment in
mergers and acquisition deals. Bidding firms haveamge sums of money i.e.
cash accessibility, are more likely to finance deaith cash. According to
Martin (1996) and Gregory (2000) there is a negatiglationship between
availability of cash and probability of stock firang. On the other hand, Martin
(1996) and Chang and Mais (2000) do not documestgaificant relation
between debt and probability of stock financing.

According to Faccio and Masulis (2005) the borrayiability of an
acquirer firm is related with debt ratio and fixedset ratio. High leveraged
acquirers might have problems in raising and uslapt for financing M&A
deals. So, high leveraged bidder firms will be imetl to use stocks as a
payment mode. The findings show a negative relatigmbetween bidder’s debt
ratio and cash payments in European M&A deals. lEselts also show that
bidder firms having high value of tangible assetsuld have an ability to use
more debt as payment in M&A deals. Andre and An210Q) examined the
impact of bidder firm’s availability of cash andlleteral on mode of payment in
mergers and acquisition deals, their results shawgositive relationship exists
between bidding firm's collateral measured by fisnevel of fixed assets and
the use of cash as a payment mode.

According to Bruslerie (2011)inancial conditions variables (i.e. cash
availability, collateral, leverage etc.) were noighly significant in the
determination of mode of payment in a sample of BR8pean Union merger
deals over a period of 2000-2010. The financialatdes include limits on
leverage use and control structure of the acqusirshareholders. Generally,
acquirer firms have inadequate level of currente®ssso, cash financing
requires external funds. Alshwer, Sibilkov and Z®i§2011) examine how
financially constrained bidders (firms with greafections in raising outside
capital) are prone to use more stock financingciugsition transaction than the
bidders that are not constrained in their modeayfpent decisions. Further, in
stock-swap deals, financially constrained biddeth extraordinary valuation of
stock pay high deal payments and capture low lefelmerger gains as
compared to acquirers with low valuation.

The profitability of bidder firms also impact thayment mode choice in
M&A deals. Higher profitability may reveal the cdylity of a firm to benefit
from high tax shields from higher level of debt atepreciation thus leading to
cash financed merger deals. While there are otheshields like operating loss
carry forwards which are accessible to companiesutth stock exchange
offerings, tax benefits usually will be higher dsh financing is used. The lower
the profitability of bidding firm, the less it isxpected that the firm will benefit
from extra tax shields; hence, stock financing wobk favoured [Chaney,
Lovata, and Philipich (1991)].
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Zhang, Wang, and Jones (2003) examine the hypesttesi the choice of
mode of payment in mergers and acquisitions dependsorporate financial
characteristics and factors. The hypothesis isededty using data on UK
mergers and acquisition in the 1990s by employimjvariate descriptive
analysis, discriminant analysis and multinomialistig regression. The results
reveal that the bidder firm’s profitability is ptisely related to cash payments.
The return on the equity of the bidder before asitjoh announcement—an
important determinant—is negatively related to ktassue as a mode of
payment. The higher the ROE of the bidder, the rlikedy firm is using cash in
deals given that cash is in hand.

We see that in previous empirical literature, thddbr firm's cash
availability, collateral, and leverage is used #&ptare the financial variables’
impact and return on equity and the impact of pabflity on payment mode.
Based on this review the following hypothesis isaleped:

Hypothesis 3a: Ceteris paribus, greater cash availability with bt
firms increases the likelihood of cash used torfaeathe
deal.

Hypothesis 3b: Ceteris paribus, the more the bidder firm’s collalethe
more it is likely to go for cash to finance the dea

Hypothesis 3c: Ceteris paribus, the more is the bidder firm's iege
the less likely it is it will use cash to finanbe tdeal.

Hypothesis 3d: Ceteris paribus, the more profitable the biddemfirare
the more likely they would choose cash financedsdea

Growth Opportunities Hypothesis

Previous academic literature [Martin (1996); Chargl Mais (2000);
Zhang, et al. (2003); Faccio and Masulis (2005); Andre and Ar2009)]
shows a positive relationship between a bidder'éirimvestment prospects and
probability of payments in stock form. According kartin (1996) bidding
firms with high investment prospects tend to uselstfinancing in corporate
mergers and acquisitions. Stock financing carr@s possible restrictions,
hence it gives increased flexibility to managerstteir current and future
financing and investment decisions. The studieso athow that better
performance of bidder firm’s stocks in market leadsadoption of the stock
option [Zhang, Wang, and Jones (2003)].

Sundarsanam and Mahate (2003) examine the impalitfefent types of
acquirer firms (i.e. glamour and value firms) oreithpayment mode and
performance in short and long run. The price tmiegs ratio or market to book
value ratio are used as substitute to differemtiztween glamour and value
firms. The results of the present study show thehgur firms (i.e. high growth
firms) more probably use equity payments than cesh,their stock is
overvalued. In both inter and intra group casekievhidders use cash financing
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intensively as compared to glamour and averagetiposbidders. The reason
might be that the managers of value firms knowrttrele status and don’t want
to issue undervalued stock in order to circumveihitidn of control and
retention of earnings for existing stockholders.

Faccio and Masulis (2005) document that high matkebook ratio
increases an acquirer stock’s desirability as anAMayment. Higher ratios of
market to book value are also related with highgel of deductible tax research
and development expenses, with low dividends andeot earnings. These
characteristics of firm decrease an acquirer's nfsedextra tax shield that
lessens the cash attractiveness as a payment iMadiynova and Renneboog
(2008) investigate the acquirer financing souraesEuropean takeovers and
acquisitions during 1993-2001, the fifth takeoveaver The results show that
acquiring firms have preferences for certain finagcsources which rest on
bidder and target company features. Bidder firmifovio the pecking order
theory of financing investment i.e., first use g funds and raise debt in case
of insufficient internal funds. They go for stocksues when shareholders
sentiments are positive about company’s stock. &immith strong growth
opportunities use equity to finance merger dealkerathan debt which can
generate debt overhang problem (i.e., using eqign in case of high debt
potential). According to Brusleret al (2011) companies with high growth
prospects and higher stock valuation are more kel stock financing in
mergers and acquisitions.

Studies on growth opportunities available to biddiirms show that the
higher the growth opportunities available to bidfien, the higher the chances
of stock issuance for finance merger and acquisitieals. So we develop the
following hypothesis:

Hypothesis 4: Ceteris paribus, the more growth opportunities tatale
to bidder firm, the less likely that cash financisgised in
merger and acquisition deals.

2.1.2. Target Firm Characteristics

Previous literature in finance also examines tharatteristics of target
firm as possible determining factor in payment mobeice. The target features
include the firm’'s ownership structure, relativeesisubstitute for risk sharing
and asymmetry of information) and nationality iseaf cross border deals etc.

Information Asymmetry Hypothesis

The significant part of mergers and acquisitionsanporate sector is the
accessibility of complete information regardinggetrfirm, especially in case of
a public limited target firm. Hansen (1987) modtle payment mode choice
between target and bidder under information asymmetondition. The
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acquiring firm uses equity rather than cash asyanpat mode if target firm

knows its value better than the acquirer, compgltime target firm to share in
post-acquisition reassessment effects. Accordiridainsen (1987), the problem
of information asymmetry would be large as the siztarget firm increases. So,
if target firm is a significant addition to biddérm, stock financing is more

likely to be used in mergers.

Yook, et al. (1999) examined the role of asymmetry of informatand
managerial control on payment mode choice in merged acquisitions and
reaction of the market to acquisition deals. Thgnametric information
assumption depends on the argument that insidessflren specific information
which generates this problem. Myers and Majluf @98ocument that stocks
are issued in case inside information access itaél@ by bidder's management
regarding overvaluation of the firm's stock. Consext empirical studies
[Travlios (1987); Wansley, Lane, and Yang (1983,7)P&veal that the market
responds negatively to seasoned equity issues deg dot respond to other
types of financing. In the same way, managers aostrfikely to finance
acquisitions with equity in case of critical prigaihformation. The findings of
studies also reveal that abnormal returns to ilmvesh bidder companies are
considerably negative in equity financed acquisiidiut not in cash financing.

Zhang, Wang, and Jones (2003) empirically examivee lypothesis
that choice of mode of payment in mergers and &itom depends on
corporate financial characteristics and factorse Hypothesis is tested by
using data on UK mergers and acquisitions in th@0%9and the findings
reveal that the relative size of target is one teg tmportant determining
factors in payment mode choice. The greater thative size of target, the
more likely the stock offering is used to financenger deal. Consistent
with information asymmetry hypothesis, Faccio andasMlis (2005),
Martynova and Renneboog (2008) and Andre and An280%) report a
negative relationship within the target’s relatisiee and the percentage of
cash payment in M&A deals. The bidding firm’s fircimg decision
regarding mergers is influenced by their stratqmieferences for particular
forms of payment mode. The risk sharing incentivdsan equity offer
increase with transaction’s relative size. Convirséhe use of stock
financing decreases when there is a threat of obotr bidder side.

The literature on information asymmetry hypothesisws that the higher
the information asymmetry about target firm, thehieir are the chances of stock
financed deals to share risk with target sharelmsld®y reviewing the previous
literature, we develop the following hypothesis:

Hypothesis5: Ceteris paribus, the larger the relative size afy&t firm
the lesser is the probability of cash financingmerger
and acquisition deals.
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Target Ownership Structure

According to Faccio and Masulis (2005), stockhaddier unlisted target
firms are not concerned with an equity stake iru&eq firm because the sale of
target firm's assets is limited due to liquidityoptems and restructuring.
Furthermore, the ownership of private unlisted ¢arfirm or a company’s
unlisted subsidiary is usually highly concentratétie results reveal that the
bidder firm’s major stockholder might be aversestock offers for an unlisted
target acquisition because there is the risk whégion of a new block-holder in
a bidding firm which threaten their controlling pem The results of the study
show a positive relation between acquisition of warlisted target and the
percentage of cash payments used in European M&&owling to Ander and
Amar (2009), bidding firms buying unlisted targete more likely to pay in
form of cash. The following hypothesis is develogad reviewing previous
empirical literature:

Hypothesis 6: Ceteris paribus, the unlisted target firms are miikely to
choose the mode of cash financing in merger and
acquisition deals.

2.2. Determinants of Deal Amountsin Mergersand Acquisitions

The previous empirical studies conducted to anadlysébidder and target
firm’s abnormal return in M&A deals have revealedxed findings. Several
previous studies regarding mergers and acquisitivenge revealed positive
abnormal return for target firms but negative aignificant for bidder firms.
On the other side, the literature analysing theaichpf acquisition deals on
efficiency and profitability is inconclusive. Sewaérstudies show that banking
institutions which acquire other investment andditrenstitutes improve their
profitability and market to book value ratio [Aktewx, Berger and Humphrey
(1997); Cyree, Wansley and Black (2000)]. Othedi&si do not find substantial
returns to be gained from these acquisition dealgheir results do not find the
impact of mergers and acquisition on profitabilityd efficiency to be important
[Berger and Humphrey (1992); DeYoung (1993)]. lis thamework, literature
regarding prices paid for the mergers and acqoisti deals become
significantly important, since low profitability ithese deals can be a result of
high prices paid in merger and acquisition deabkgalise it would put the
stability and solvency of firms at risk.

Shawky, Kilb, and Staas (1996) examine the mergempums paid in
bank acquisitions for 320 deals sample during 1®8P990. The findings of the
study indicate that high acquisition prices aredpaicase of small target firms.
Targets with high profitability (i.e., high retuom equity before deal), targets
with high debt ratios, targets in another locatitgn the bidder transact through
stocks as compared to cash payments.
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Previous studies [Cheng, Gup, and Wall (1989); iHak&rown and
Rappaport (1997)] on determinants of deal pricesoiporate acquisition show
that well-managed bidders are more likely to imgrothe target firm’'s
management and attain a high value of firms inwblue the deal. So these
acquiring firms are more likely to pay high prides buying the target firms. As
the quality of management is not directly examingmine proxies like growth
and profitability of the company have been usedheck it. The results of the
study revealed that the following characteristi€aaquiring firms have proved
to be significant for determining the premiumse tirowth of the main deposits
and return on assets (ROA). Moellet,al. (2004) documented that big bidder
firms pay high prices as compared to small bidderse bigger firm’'s managers
are more likely to be influenced by hubris.

Diaz and Azofra (2009) examine the premium deteami® in banking
sector mergers and acquisitions in Europe. The sets of variables are
considered as a determinant of premiums in mergealsd (1) Target
characteristics (2) Bidder characteristics. Thedptanalyses a sample of 81
European banking M&A during 1994 to 2000. The feataf the bidder firm
that may influence the premium for M&A deals inohsathe potential to pay and
improve the target firm's management. However, tbhéder firm's
characteristics are not significant in the wholmgke but are significant when a
sub sample of saving and cooperative banks is examiFurthermore, while
analysing the complete sample of acquisition deadsevidence is found that
acquisitions are being made with the purpose afrattg personal incentives by
management. Though, when a sub sample of banksei it is found that the
purpose of M&As has been to achieve a big sizetagd premiums in case of
deals between equals; for bigger firms and for éhabich show less growth,
give rise to big sized entities which are moreidifit to be targeted. This shows
that managements involved in acquisition deals ymurgertain personal
incentives.

Dionne, Haye and Bergeres (2010) examined in gtadly the influence
of asymmetric information on the premium paid inpmrate acquisition. Their
results show that informed bidders, who are defiasdhe bidders having no
less than 5 percent of shares of a target firmrkefloe announcement of the
deal, pay low premiums as compared to bidders awvie significant
information. The uninformed bidders suffer from thénner’s curse i.e., win by
paying high prices and either do not participatauction or withdraw from it
earlier. The results also show that the run umiget share price, triggered by
rumors after the deal announcement, causes theuatioen of the target by the
bidders. The acquirers are also ready to pay higtep for weak performance
target firms because of the possibility of highaing linked with target firms’
constraints. The size of the target and relatize are also negatively associated
with prices paid, which supports the theory of gmégion costs according to
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which bidders prefer small targets because of tloeir absorption costs. Also
the bidders opting for public purchase offer ortiegakeover pay generally
more to acquire the target firm.

Alexandridis, et al. (2012) empirically examine the relationship betwee
deal size and premium paid in merger and acquisdigals in a sample of 3691
US public mergers and acquisitions declared betvi®&0 to 2007. The authors
also examined the relationship between the sizéheftarget firm and gains
received by the bidding firms. The results of thelg show that bidders of large
targets pay significantly lower premiums. The resublso show that
shareholders see big acquisition deals as moregaimbé because large deals
end in greater losses for bidding firms along valtarp increase in uncertainty
of returns around the announcement of acquisiBdiders acquiring big target
firms carry on to lose value in the long term aaiast bidders of small targets
that create abnormal positive returns for theirshalders. The findings of the
study are not consistent with estimations regardiiggdeals’ failure to realise
overpayment risk. Instead, it implies that the ptexity of big deals makes it
doubtful about any economic incentives despiteetfidence of the relationship
between acquisition deals and low prices.

But the premiums not only depend on the attracégsnof target firm,
which depends on its prospective value, but alstherfinancial capacity of the
bidding firm. Consequently, the present study abeis the characteristics of
both i.e. the target and the bidder firms for asialy the determinants of deal
amounts in M&A events in case of Pakistan. By reiuig previous empirical
literature, we develop the following hypothesis c®ming deal amount
determinants:

Hypothesis 7a: Ceteris paribus, there exists a significant redaghip
between bidder firm growth opportunities and thalde
amount paid in M&A deals.

Hypothesis 7b: Ceteris paribus, there exists a significant relaghip
between target firm size and deal amount paid inAV&
deals.

Hypothesis7c.  Ceteris paribus, there exists a significant relaship
between cash payment and deal amount paid in M&ksde

3. DATA AND METHODOLOGY

This chapter discusses the sample selection, Varidbfinition and
construction of data, model specification and methogical framework used in
the study.

3.1. Sample Selection

The data regarding mergers and acquisitions insiakis obtained from
Karachi Stock Exchange and the Competition Commisgif Pakistan. The
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initial sample consisits of 175 mergers and actais in financial,
nonfinancial and non-banking financial institutiom$owever the final sample
consists of 104 events (56 non-financial and 4&rfamal). The non-banking
financial sector has been excluded due to nonaikiyaof complete data. The
banking and nonfinancial sector sample has also beduced to those firms
only whose complete data are available. The saripls includes both
financial (banking) as well as nonfinancial sectoshose mergers and
acquisitions have been subjected to separate analys

The selected sample meets the following selectioterca: (1)
observations are from 2005 to 2012; (2) bidding panies are listed
Pakistani companies; (3) there are complete deadsrepresent mergers and
acquisitions of substantial interest; (4) companigth single and several M
& A during this time period are also considered) (farget firms are not
necessarily publicly listed firms; (6) companiesarket data and annual
reports are available.

The data for ownership and corporate governanciahlas is collected
from bidder firm’s annual reports at end of finaicyear before M&A deals.
The financial variables data is obtained from ficiahstatements of bidder firm
at end of year before the acquisition. The datandigg M&A deal amounts is
collected from Karachi Stock Exchange (KSE) datatgdo Competition
Commission of Pakistan and annual reports of firiiee variables used in the
study are explained in the following section.

3.2. Variable Definition and Construction
3.2.1. Dependent Variables

Cash Dummy (C_D): In case of Mode of Payment Detennts

The percentage of cash and debt used to financeehks is used as a
dependent variable. This is a discrete dependeatdbla which either takes the
value of 0 or 1. Since, our sample includes tratiag involving cash only and
stock only, the mixed financing deals have beerueber). So our dependent
variable is a dummy which takes the value of 1hd tleal is financed entirely
through cash and liabilities, and zero if the dmalfinanced through stock
issuance. Therefore, the study will use logit cobitr models to explain the
probability of cash used in Pakistan M&A.

Deal Amounts (D_A): In case of Deal Amounts Deteamis

In the second part of the study, we examine therdehants of deal
prices in mergers and acquisitions. The dependaribhle is calculated by
taking the natural log of deal prices involved ii&/s.
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3.2.2. IndependentVariables

Bidder Firm Variables

Managerial Ownership (MO)

A higher level of debt increases the risk of bapkey, so management’s
self-interest in long-run stability of the firms ghit persuade them to decrease
cash payments (including debt) to finance mergars acquisitions. However,
managers’ control motivation induce them to usénhaasher than issuing stock
to circumvent the dilution of ownership and contfherefore it is hypothesised
that there is significant relationship between ngen@l ownership and
percentage of cash payments depending on managersvation (i.e. risk
reduction or control motivation). Managerial owrfeps is measured by the
percentage of shares held by bidder firm's boardlicéctors declared in the
firm’s annual reports.

The square and cube of managerial ownership variakdlso included to
potentially capture the impact of dilution on biddenside block-holder, which
may not be the same at high and low level of owmprdnformation on the
ownership and shareholdings pattern is availableanmual reports of the
companies. Regulation regarding stock markets ikisBa requires the
disclosure of ownership pattern and the detailhefshareholders holding more
than 10 percent of stock.

Institutional Share Holding (INST)

Existence of institutional investors in a firm acés an external
monitoring device and helps to raise long-termriiag at a reasonable cost.
Institutions reduce the company’s agency costsadgm bring down managerial
opportunism. The evidence regarding impact of tastinal owners on the
payment mode is mixed. The institutional sharemgjdiariable is measured as
percentage of shares held by institutions as datlan annual reports’
shareholding pattern section.

Outside Block-holder (OBH)

Outside block holder is measured as a dummy varialblich takes the
value of 1 if there exists an outside block hol¢iex., non managerial block-
holder) and 0 otherwise. The block holder is a shalder who holds at least 10
percent of shares in a company and the data isatetl from annual reports of
the firms.

Board size (B_S)

The board of directors in a company is a high leegporate body that is
accountable for firm management and its operatittngerforms a significant
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role regarding capital structure decisions. Soisitconsidered an important

variable to study the impact of corporate govereano payment choice in

corporate mergers and acquisitions. The boardisizeasured as the number of
members in the board of directors.

Cash availability ratio (C_R)

In accordance with previous literature, cash abditg is measured as
the ratio of cash plus marketable securities td delae at the end of the year
before the mergers and acquisition deals. Thi® redin also be measured by
taking the ratio of cash plus marketable securtiietotal assets of the firm at
the end of the year prior to M&A deals.

Collateral (COLL)

The collateral is measured as the ratio of tha'§irfixed assets to total
assets at the end of the year before the mergdracajuisition deals.

Leverage (LEV)

Leverage is measured as the ratio of long-term ttehital assets at the
end of the year before acquisition deals to captueefirm’s financial strength
[following Andre and Amar (2009)]. A second measofdeverage is used in
case of financial sector which is calculated by tato of total debt to total
assets at the end of the year before the M&A deals.

Growth Opportunities (M_B)

The growth prospects of the bidder firm are meastineough market-to-
book ratio that is measured as the ratio of maviadtie of equity plus book
value of debt to total assets (book value) at titbad the year prior to deal.
Profitability- Return on Equity (ROE)

In the present study return on equity (ROE) is usetheasure the firm'’s
profitability and it is calculated by dividing tHem'’s net profit to market value
of equity at the end of the fiscal year beforedbals.

Size of firm (SIZE)

The size of the firm variable is measured as tharahlog of total assets
at the end of the year before the mergers and sitiqui deals, and data is
obtained from annual reports of the firm.

Target Characteristics

Relative Size of the target (R_S)

Previous empirical studies used the relative sizeéarget to measure
information asymmetry. The relative size is meagwae the ratio of deal value
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to acquirer market capitalisation plus deal valu#orpto the merger and
acquisition deals.

Target's Ownership Structure (NLT)

The dummy variable is used to measure the impatarget ownership
structure on the mode of payment and it takes #hgevof 1 if the target firm is
an unlisted subsidiary or a stand-alone entitylistéd on any stock exchange,
and zero otherwise.

3.3. Model Development

The study attempts to examine the determinantseo€hoice of the mode
of payment in M&A decisions. The determinants ofcaimt of deal value are
also examined.

3.3.1. Mode of Payments’ Determinants

Theoretical literature suggests that the mode ayfment in corporate
mergers & acquisitions is influenced by the biddend target firms’
characteristics. Some of the studies have focusedhe relation between
bidder's managerial ownership and payment mode ewbther studies have
examined the impact of bidder firm’s financial \abies on the payment mode.
There are other studies which examined the impaftttanget firm’s
characteristics on payment mode decisions. For pkammihud,et al. (1990)
and Yook, et al. (1999) examine the risk reduction and control waiton
hypothesis of managerial control to explain theiohoof payment mode in
corporate M&A. However, Martin (1996) documents ansinear relation
between managers’ ownership and the probabilitgto€k issuance to finance
M & A. These studies have been conducted in coemtrihich have a dispersed
ownership structure, but the ownership structure case of Pakistan is
concentrated. So in the present study the noniiyeafr managerial ownership
with payment mode is tested in a developing econamith concentrated
ownership i.e. Pakistan’s.

The board of directors in a company is a high lesmiporate body
accountable for the firm's management and its djmrs It performs a
significant role in capital structure decisions.eTpresent study also considers
the corporate governance variables i.e. board oéctlirs, presence of
independent directors and the CEO’s duality impactthe payment mode,
which are not the focus of previous empirical stsdconducted in the M&A
area. But in the final model only the number of thembers of the board of
directors is included due to the absence of CEditgiua case of financial
sector in Pakistan. The presence of independeettdits is also excluded from
the analysis due to nonavailability of complete adain the number of
independent directors on the board in firms invdlireM&A deals.
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In the mode of payment determinants model, thedsidahd target firm’'s
characteristics are included. The variables arglédinto three sections, i.e. the
bidder firm’'s corporate governance variables, itsricial variables and target
firm’s characteristics. The bidder firm’s corporaf@vernance variables include
the managerial ownership, institutional ownersbigtside block-holder and the
number of board of directors. The bidder firm'sdfirtial variables include cash
availability ratio, collateral, leverage, marketkiook ratio and return on equity
(ROE). The target firm’'s characteristics includg listing status and relative
size.

3.3.2. Determinants of Deal Amounts in M&A

The second part of the study deals with the det@ants of deal amounts
paid in mergers and acquisitions. The theoretid@®rdture on prices has
significant importance since low profitability imdse deals can be a result of
high prices paid, because it would put the stabdihd solvency of the firm at
risk [Cuervo (1999)].

The well-managed bidders are more likely to imprtive target firm's
management to attain a high value of the firm®ived in the deal, so these
firms are more likely to pay high prices for buyittte target firms. As the
quality of management is not directly examined, sgroxies like growth and
profitability of the company have been used to &Hedn the present study the
profitability of the firm is included to test theiglity of management.

Previous empirical studies reveal that big biddieng pay high prices as
compared to small bidders since the bigger firmanagers are more likely to
be influenced by hubris (i.e. the managers ovemas¢ their ability to improve
the firm’s performance). Agency problems can atspact the amounts paid in
mergers and acquisitions. Such conflicts occur whemmanagers of the bidder
company use their excess cash flows to avail ofepte that do not benefit the
shareholders. Another implication of agency problésnthat the bidder
companies with high cash ratios and low market eokbratios encourage
aggressive investment and acquisitions and thatledt to payment of higher
premiums, which support the notion of managers mgrkor their own interest
rather than shareholders. So the bidder firm siaesed in this study to measure
the managers’ motivation behind M&A deals and tigger's cash availability
and market to book ratio are used to measure #epce of agency conflicts in
the bidder firm. The target firm’s variables arsaalncluded in the analysis on
account of the price factor. It is also consideifethe prices paid are high in
case of stock financed or cash financed deals byorporating deal
characteristics.

In the deal amount determinants model therefdne, variables are
divided into three parts: bidder variables, tardiein variables and deal
characteristics. The bidder variables include dishcavailability ratio, market to
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book ratio, size and ROE. The target variablesunhelits relative size and
listing status, and the deal characteristics irelitsl financing mode i.e. whether
it is financed by cash or stocks.

3.4. Empirical Specification of the M odel

3.4.1. Determinants of the Mode of Payment: Model Spedifiion

The empirical specification of the model is develdpn the basis of the
insight drawn from theoretical literature. The épéndent variables used in the
study are those which have either a theoreticatropirical relation with the
mode of paymentThe details of the variables are given in the valga
definition section.

The payment mode determinants are divided intodsidehd target firm
characteristics. Further, the bidder variablesdariled into two categories, the
corporate governance variables and the bidderantiial strength variables. At
the first stage, the model is developed to sepgrateamine the relationship
between the bidder and the target firm's charasties and the mode of
payment, and then a combined model is estimatagsing the bidder and target
firm characteristics. The following section is amabysis of the bidder and the
target firm separately.

Individual Variables M odel Estimation

Impact of Bidder's Ownership Variables on the Mod®ayment

In this section, the impact of bidder firm’ owneigshvariables is
examined on cash payment financing in M&A dealsedpuation 1.1 the linear
relationship between the managerial ownership ast éinancing is considered.

C_D = Bo + B]_MO + BzOBH + B3|NST+ B4B_S+ u (11)

Nonlinearity of Managerial Ownership Check

In order to examine the nonlinearity between marnagewnership and
cash payment, the square and cube of manageriarship is included in the
equations.

C_D=Bg +B:MO + B,MO? + B;OBH + B, INST+ BsB_S+u
C_D =B + ;MO + B,MO? + B;MO? + 3, OBH .. (1.1.1)

+BsINST+BeB_S+u .(1.1.2)

Impact of Bidder Financial Variables on Mode of Payent

In this model, the impact of bidder firm financiedriables is tested on the
mode of payment in M&A deals.
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C_D=Po+P:iC_R+P,COLL+B:LEV +B,M_B + BsROE+u (1.2)

Impact of Target Firm Characteristics on Mode of RPaent

Here the impact of target firm characteristics lo@ inode of payment is
separately examined.

C_D:BO+BlR_S+ BzNLT"’U (13)

The target firm variables include the relative sifehe target and non-
listed target firm.

Combined Variables Model Estimation

Here the model is estimated by combining the bidider ownership and
financial constraints variables in order to test tbbustness of the results and to
check which variables remain significant in the bimed variables model
estimation.

C_D = Bo + BlMO + BzOBH + BglNST"’ 84 B_S+ BsC_R"’ BBCOLL
+[B,LEV +BgM_B + BoROE + u .. 1)

Again the model is estimated by combining the bidaled target firm’s
variables to test the robustness of the results.

C_D =Py + PiMO + B,OBH + BoINST+ B4 B_S+ BsC_R+ BsCOLL
+PBsLEV +BgM_B +BROE +B1R_S +BuNLT +u ... o (2.2)

The whole estimation is done separately for both lbnfinancial and
financial sectors and the logit model is used f&tingation of results due to the
presence of discrete dependent dummy variable.

3.4.2. Determinants of Deal Amounts: Model Specification

The variables used in the study as predictors (ieddent) are those
which have either a theoretical or empirical relativith premium or prices paid
in mergers and acquisitions. Both the bidder angetafirm characteristics are
used to examine the determinants of deal priceM&A. The bidder firm
characteristics include its cash availability, nearko book ratio, size and
profitability of bidder and target firm charactéits include its listing status and
relative size. The cash dummy (1 if deal is finghwéth cash and O otherwise)
is also used as a determinant of deal amounts mgereand acquisitions. The
detail of the dependent and independent variaislegven in the section on
variables definition. The following model is developed to examine the
determinants of deal amounts.

D_V=f+PB:C_R+PB,M_B +B,SIZE+ B, ROE+ BsR_S+ BNLT
+B,C_D+u )
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The entire estimation has been done separatelgdtr the nonfinancial
and financial sectors and for the estimation th&@iethod has been used.

3.5. Estimation Technique

Since the dependent variable in the first parthaf present study is a
dummy variable taking on the value of 1, if the gees and acquisition deal is
financed through cash and 0 if it is financed tigloissuance of equity, we use
the logit model for the estimation of the modeltlas normality assumption of
error term is absent in the model. In case of deaunt determinants, however,
we use the ordinary least squares (OLS) estimaticmique.

4. EMPIRICAL RESULTSAND DISCUSSION

In this chapter the empirical results are presenfBade summary
statistics of the data is presented in section khkection 4.2 the results of
the mode of payment in the merger and acquisitibfimrancial and non-
financial sectors are presented and discussed.déterminants of the deal
amounts in mergers and acquisitions of financia aan-financial firms are
documented in section 4.3

4.1. Descriptive Statistics Analysis

Table 1 reports the descriptive statistics of batinfinancial and
financial sectors. The mean, median and standaaiseare reported for all
the variables used in the study. The descriptiatéistics show that normality
assumption of distribution does not hold becauserethare differences
between the mean and the median values and distibis skewed. The
significance of the difference between the meangheftwo sectors is also
tested by using the t-test.

The difference between the means significance shstvs that it is
significant in all cases, between nonfinancial diméncial sectors, except
C_D, OBH, C_R, ROE, R_S and D_A. The mean valuemaiagerial
ownership and institutional ownership is high irseaf nonfinancial sector
compared to the financial sector and the differeiscalso significant. The
mean values of the outside block holder (i.e. nmanagerial), cash ratio,
size and leverage are high in case of the finars@akor. The nonfinancial
sector also has high mean values in case of codllatmarket to book ratio
and non-listed target. The descriptive statistengenl significant differences
between financial and nonfinancial sectors’ modepafyment and deal
amounts determinants, requiring separate analysisbbth sectors. The
correlation matrices between explanatory variabfies both sectors are
inserted in the appendix.



25

Table 1
Descriptive Statistics
Nonfinancial Sector Financial Sector

Mean Median Std. Dev Mean Median Std. Dev t-stat
C_D 0.6727 1 0.4735 0.75 1 0.4376 —0.8557
MO 0.2488 0.1804 0.2402 0.0589 0.016 0.1084 5.0442*
OBH 0.8364 1 0.3734 0.9375 1 0.2446 —-1.6003
INST 0.1035 0.0619 0.1004 0.0691 0.0179 0.0939 3u78
B_S 8.4 8 1.7491 7.8333 8 1.2087  1.8853***
CR 0.0738 0.0195 0.0954 0.0762 0.0674 0.0235 20.17
COLL 0.3898 0.3221 0.2221 0.0218 0.0173 0.0125 ar1.4
LEV 0.2331 0.1378 0.2372 0.3366 0.3629 0.0969 1882
M_B 1.4267 1.0798 1.0123 0.8624 0.9884 0.4747 2536
ROE 0.0731 0.1062 0.6129 0.0012 0.014 0.1703 0.7860
SIZE 16.17 16.18 1.4181 18.69 18.15 1.2986 -9.35*
R S 0.1495 0.0425 0.2035 0.0932 0.0123 0.1749 4.494
NLT 0.6545 1 0.4799 0.2292 0 0.4247 4.7324*
D_A 12.57 12.43 1.9120 12.32 12.43 2.2384 0.6047

**x ik represents level of significance at 1 pemnat, 5 percent and 10 percent.

4.2. Empirical Results of Deter minants of Payment M ode

The following section presents the results of thaynpent mode
determinants and deal amounts in mergers and atiojuss The payments mode
determinants’ model is estimated by using both ldgt and probit models
which does not bring out any important differencehie expected signs. But we
report the logit model results in the main texteTdescriptive analysis is also
done to check the nature of distribution. The datien matrix between the
explanatory variables is also given in the appetalisheck the multicollinearity
problem. The QML (Huber/White) test is used to eotrthe problem of
hetroskedasticity. Robust standard errors and @vee are reported in cases
where there are significant differences in results.

4.2.1. Mode of Payment Determinants; Nonfinancial Sector

The results presented in Table 2 by using the logidel explain the
factors that determine the mode of payment usedPakistan mergers and
acquisitions. In the first model (1.1), the impa€twnership variables on cash
payment dummy is examined and a linear relatiorcdssidered between
managerial ownership (MO) and the percent of casdd uo finance the deal
(C_D). As the large block- holders are not concérabout control dilution at
very low and high levels of control, the intermddidevel inside shareholders
may lose control through payment by new stocksaisse [Faccio and Masulis
(2005)]. Therefore, in second and third part of thedel (1.1.1 & 1.1.2), the
managerial ownership square (MO2) and cube (MO3ndétuded to test the
nonlinear relation between inside ownership anderafchayment.
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Table 2

Results of Determinant of Mode for Payment for Rorancial Sector
Logit Model Estimation

Model (1.1) Model (1.1.1) Model (1.1.2)

Expected Co- Stat-z  p-value Co- Stat-z p-value Co- Stat-z p-value
Variables  Signs efficient efficient efficient
Intercept -1.5937-0.4437 0.6572 -1.5374 -0.4204 0.6742 -1.528B84208 0.6739
MO +— -4.0190 -2.3155 0.0206** —6.1292 -1.3344  0.1821 -8.65960.8935 0.3716
MO_2 +— 3.6705  0.5955 0.5515  13.027 0.4273 966
MO_3 +— —8.4146-0.3255 0.7448
OBH +— —3.0985 -1.9533 0.0508** —2.9844 -1.9242 0.0543***-3.0025 —1.8736 0.0610***
INST +— 7.3574 2.0953 0.0361**7.4874  2.1657 0.0303** 7.9760 1.9790 0.0478**
B_S +— 0.6689 1.2666 0.2053 0.6611  1.2103 0.2262.6630 1.2251  0.2205
LR stat 20.70 20.90 20.96
Pr(LR stat) 0.0004* 0.0008* 0.0019*
McFadden
R-square 0.30 0.30 0.30

Note: The. *, ** *** represent the level of significaecat 1 percent, 5 percent and 10 percent. Testneréailed
in case of directional hypothesis. The errors atero adjusted robust standard errors.

As shown in model (1.1) of Table 2, the resultsidate a negative and
significant relation between managerial ownersig aash payment. However,
when a nonlinear relation is tested (model 1.1.d &1.2) between these two
variables, the results do not document a nonliressociation between the
managerial ownership level and the likelihood o$lcgpayment. The results
seem to imply that as managerial ownership incsatt® managerial block-
holders become more concerned about the risk nedublypothesis to avoid
increasing the firm's risk and the probability ofiet firm's bankruptcy.
Managerial owned firms generally have undiversifisstestment portfolios
because they put a large part of their money imca of firms. Managerial
owners and their heirs also hold executive positiorthe firm and represent the
board of directors, so their human capital is dip$ieked to a particular group
[Anderson and Reeb (2003)]. Based on the assumptiahthe undiversified
nature of insider-owned firms’ human capital ansiestment portfolio, Ellul
(2008) documents that managerial stockholders neyhdsitant to use debt
financing as a payment mode in order to avoid ameswse in firm’s risk of
bankruptcy. In Pakistan’s context, the managextaitrolled firms are usually
those whose majority stock is held by insidersamnify owned firms [Cheema,
Javid, and Igbal (2009)]. Managers-owned firms @weays against the risk of
bankruptcy and therefore refrain from using hightdeThe managers of risky
firms benefit from financing the deals with equitydecrease their private risk
through reduction in debt. Therefore, the hypothesirisk reduction finds that
bidders with high variance in return are more lkigl finance deals with equity.

The negative linear relationship between managemalership and the
probability of cash payment do not support the ltesaf the previous empirical
studies [Amihudet al. (1990); Yook,et al. (1999); Chang and Mais (2000)].
Most of these studies have been conducted in US Wikdwhere there is
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dispersion of ownership and most companies regpectone share, one vote’
rule; whereas in Pakistan ownership is concentrdtdd also documented that
in Pakistan, most commercial banks are conservatitieeir credit policies and
prudential regulations described by the State BainRakistan (SBP) make it
very difficult for banks to be aggressive in theiedit policies. However, our
findings support the results of earlier studiesidifd and Lang (1988); Ellul
(2008); Brailsford (2002)] which document that dwesiowned firms use low
debt when inside control is high enough to ensoragiete control on the firm.
However, our results do not document a nonlinesso@ation between
managerial control and cash payment in M&A.

The results of model (1.1) in Table 2 also showt the outside block
holder is negatively and the institutional shardholis positively related with the
likelihood of cash payments and the results pravebe significant. Previous
research has mixed evidence regarding the rel&ijpiod these variables with the
mode of payment in mergers and acquisitions. Thetipe relationship between
institutional ownership and cash payments showstiiesexistence of institutional
investors in a firm acts as an external monitodegice and helps to raise long-
term financing at a reasonable cost. Institutiomduce the company’s agency
costs and also bring down managerial opportunidine positive relationship is
consistent with earlier studies [Jensen (1991);tiMgA996)] and also indicates
that institutions act as outside monitors of manafdehaviour. The negative
significant relationship of outside block-holderthvicash payments is consistent
with Short, Keasey, and Duxbury (2002) and impiies these investors are more
concerned with the dilution of ownership of insglén the firm rather than
increased monitoring of the firm by creditors (iase of cash payments). The
positive relationship between the board size amth gayment is consistent with
Wen (2002) who documents a positive relationshigveen capital structure and
board size but does not prove to be significant.

Consistent with previous research related to msrged acquisitions, the
findings in model (1.2) of Table 3 shows that savdmancial variables are
significant. Consistent with the investment oppaities hypothesis, the results of
the study document a negative relationship betwherbidder's market to book
ratio and the probability of cash financing. Thessilts are in confirmation with the
earlier studies [Martin (1996); Chang and Mais (®0@accio and Masulis (2005);
Andre and Amar (2009)]. The results support theument that bidder firms are
more likely to issue equity as a payment mode vitheir stock is overvalued as
compared to when it is undervalued and the firnth giowth prospects are more
likely to use stock financing because equity gisesre discretion over funds as
compared to the use of debt. Debt also requires fio pay cash as interest so they
do not have cash available for investment in peojepts: debt therefore increases
the value of a firm with poor investment prospettswever, the discretion related
with stock financing is valuable for companies wijbod investment prospects
[Myers and Majluf (1984); Jung Kim and Stulz (1995)
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Table 3

Results of Determinant of Mode for Payment for Rorancial Sector

Logit Model Estimation
Model (1.1): Bidder Ownership ~ Model (1.2): Bidd&nancial #

Expected Co- Stat-z p-value Co- Stat-z  p-value Co- Stat-z p-value

Variables signs efficient efficient efficient
INTERCEPT —1.5937 2.6915 —0.0568

(3.5915) —0.4437  0.6572 (0.9647) 2.7898 0.0053* (0.6002) -0.0946 0.9246
MO +/— —-4.0190 -2.3155 0.0206**

(1.7357)
OBH +/— -3.0985 -1.9533 0.0508**

(1.5863)
INST +/— 7.3574  2.0953

(3.5113) 0.0361**
B_S +/— 0.6689

(0.5281) 1.2666 0.2053
C_R + 0.0709

(0.0522) 1.3595 0.0870***

LEV - —4.4004

(1.5735) -2.7965 0.0026*

M_B - —0.4199 -1.313D.0945***
ROE + -3.9610 -2.16050.0153**
NLT + 1.3314 2.0370 0.0208**
R_S - —0.2068 —0.1265 0.4496
LR stat 20.70 16.14 5.14
Pr(LR stat) 0.0004* 0.0028* 0.0766***
McFadden
R-square 0.30 0.23 0.07

Note: The. *, **, *** represent level of significance atpercent, 5 percent and 10 percent. Tests are
one tailed in case of directional hypothesis. There are hetero adjusted robust standard
errors.

In case of bidder firms’ financial variables, a ipige relationship is
found between bidder cash availability and probighdf cash payment. These
results are consistent with Andre and Amar (2009) show that bidder firms
having a lot of cash availability are more likely finance their merger and
acquisition deals with cash and the result is iSgnt. According to present
study results, leverage of bidder is negativelgtes with the likelihood of cash
payments and result is significant. The results @mesistent with Faccio and
Masulis (2005), who report a significant and negatelationship between debt
and cash payments in mergers. This reveals thatlaigred bidder firms have
difficulties in raising debt and using proceeds fioancing investments. Thus,
high levered firms are more likely to pay througiocks. The explanatory
variable collateral has high correlation with leage, which causes the problem
of multicollinearity, therefore the collateral igaduded from the bidder firm's
financial variables due to its low correlation withe dependent variable as
compared to leverage.

Return on equity (ROE) is negatively related witle tikelihood of cash
payments in our results and is also significantjctvhis contrary to prior
research which documents a positive relationshif.tBis result can be justified
on the grounds that high return on equity will lehd firm to issue stocks to
finance their acquisitions. Higher returns leadhitgher earnings per share which
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will lead to higher prices of the firm’'s stock (liging price earnings multiplier
approach to value the firm's stock). Thereforefipable firms prefer to issue
stocks as compared to debt. There is a risk thatiregs can be diluted by
issuing more stocks but this can be justified by ptevious result which
documents a negative relationship between mandgemaers and cash
payments. This would mean that inside owners areerconcerned with the
risks rather than dilution of their rights.

The results presented in model (1.3) of Table 3nstimat the mode of
payment is also related to target features. Iniomation of the asymmetric
information hypothesis [Hansen (1987)], the ressitsw a negative relationship
between the target firm’s relative size and the@etage of cash payment. The
results show that the bidding firms buying big tsgare more likely to use
equity in order to share overpayment risk with éarfirm’s shareholders. But
the relationship between the target firm’s relatize and cash payments is not
significant. The target listing status has a sigaift influence on the payment
mode in M&A. The results are in confirmation withrker studies [Faccio and
Masulis (2005); Andre and Amar (2009)] and revédwlt tinvestors of unlisted
targets are more likely to use cash given the aunated and illiquid portfolio
holdings by target firms. Similarly companies sgjlitheir subsidiaries are
motivated by financial concerns or their desiredorganize towards the firm’'s
core competences, and this finding also reveatsttigaacquirer may be hesitant
to use equity in order to evade the creation dbaksholder which threatens the
bidder firm’s control and private incentives rethtsith it.

To check the robustness of the results, combinéhaton is done for
both the bidder’s financial and ownership variabige one model (model 2.1,
Table 4). The results of the model show that thtsida block holder, cash
availability, leverage, market to book ratio antire on equity are proved to be
significant but the managerial ownership and insthal ownership become
insignificant. Since most of the variables are gigant in the revised model it
proves the results are robust The same model (ndgelTable 4) is estimated
by including target firm variables but the reswdte the same as found in the
previous regression. This also indicates the rimss.

4.2.2. Mode of Payment Determinants: Financial Sector

The same analysis is carried out in financial gseattergers and
acquisitions and the mode of payment determindmisthe results are different
due to difference in the structure of financial stex nonfinancial firms. The
results of the model (1.1) in Table 5 show that emship and corporate
governance variables do not prove to be signifigartase of financial sector
M&A. The ownership variables are not significantcaese the level of
managerial and institutional ownership is low imks, which do not exert any
influence on the financing decisions of corporatequasitions. Due
to the insignificant level of managerial owstdp in the financial sector, the
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Table 4

Combined Variables Model Estimation
Logit Model Estimation
Combined Model Estimation (2.1)Combined Model Estimation (2.2)

Expected  Co- Stat-z p-value Co- Stat-z p-value
Variables signs  efficient efficient
INTERCEPT -1.6081 -0.4146 0.6784 -2.0762 -0.5766 0.5642
MO +/— —-2.0183 -0.8743 0.3819 -1.7210 -0.6753 G499
OBH +/— —-3.2349 -1.9160 0.0554** -2.8713 -1.7280 0.0840***
INST +/— 6.9923 1.4228 0.1548 7.4111 1.3347 0.1820
B_S +/- 0.8574 1.4161 0.1568 0.7889 1.4235 0.1546
C_R + 0.1310 1.7215 0.0426**  0.1436 1.4590  0.0723*
LEV - -3.2745 -1.6286 0.0517** -3.3047 —1.7000 0.0445**
M_B — -0.6170 -1.3782 0.0840*** —0.6091 -1.5144  0.0649***
ROE + -4.1702 -1.9124 0.0279** -4.0941 -1.7147 3eo4
NLT + 0.4566 0.3801 0.3519
R_S - 1.5350 0.3203 0.3744
LR stat 28.64 28.98
Pr(LR stat) 0.0004* 0.0013*
McFadden
R-square 0.41 0.42

QML (Huber/White) hetro robust standard errors reggbin parenthesis. *, **, *** represent level
of significance at 1 percent, 5 percent and 10grcespectively. Tests are one tailed in case of
directional hypothesis.

nonlinearity of managerial ownership is not test€tle corporate ownership
structure in Pakistan reveals that the promotedsdinectors’ ownership share is
quite limited i.e., on an average less than 11 gdrin the banking sector in
Pakistan. The associated companies are the domgranp of shareholders,

through which families control the financial sec¢tbolding around 39 percent
share on an average in the share capital of sdldmeks. The institutional

investors (including mainly banks, DFIs, financiaktitutions, modaraba and
mutual fund companies) have dominant presencertilider, pharmaceutical,

sugar and cement sectors and have only a modenatedf presence in banks
[Research Department, Institute of Cost and Managénfccountants of

Pakistan (ICMAP) (2011)]. Since, most of the baake controlled by dominant

groups (e.g. Ibrahim, Nishat and Dawood Habib gsowic.) through the

associated companies, the existence of major @ussidreholders does not play
a significant monitoring role in the firm. Thesacfs therefore support our
results regarding the insignificant impact of owvaiep and corporate

governance variables on the mode of payment in sRaki mergers and

acquisitions.

Table 5 (model 1.2) reports the results of the ichd bidder financial
variables on cash payments. The results show Hsdt availability and market
to book ratio have a significant impact on cashnpayt. Cash ratio has a
positive relationship with cash payments andrdsalts are consistent witthe
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Table 5

Results of Determinant of Mode for Payment for Ririal Sector

Logit Model Estimation
Model (1.1): Bidder

Ownership Model (1.2): Bidder Financial # Model (1.3): Target Side
Variables Expected Co- Stat-z  p-value Co-  Stat-z p-value Co- Stat-z  p-value
signs  efficient efficient efficient
INTERCEPT 0.3105 0.0856  0.9318 10.02  0.7933  0.4276 1.71724598. 0.0005*
MO +— —3.8603-0.7945 0.4269
OBH +— 1.0837 0.6746 0.4999
INST +— 2.4806 0.5290 0.5968
B_S +— —-0.0163-0.0493 0.9607
C_R + 58.72  2.3651 0.0090**
LEV - —4.8745 -0.4150 0.3391
M_B - —8.7780 -1.82750.0338**
ROE + 1.3128 0.4762  0.3169
NLT + 41.94 61.43 0.0000*
(0.6827)
R_S - -9.7619 -2.7317 0.0031*
(3.5735)
LT (STAT) 3.29 20.51 21.11
Pr(LR) 0.5112 0.0004* 0.0000*
McFadden
R2 0.06 0.38 0.39

Note: The. *, ** *** represent level of significancetd percent, 5 percent and 10 percent. Tests ad¢ailed in
case of directional hypothesis. The errors are idetdjusted robust standard errors.

findings of the earlier studies [Faccio and Masy#805); Andre and Amar
(2009)] which indicate that firms with more cashagability are more likely to

use cash as a mode of payment. Market to book <Himws a negative
significant relationship with cash payments in M&Ahis result is also

consistent with earlier studies [Faccio and Mas(#805); Andre and Amar

(2009)] which document that firms with more growdpportunities are more
likely to issue stocks to finance the investmenterder to have more discretion
on the amount and use of funds. The variables didkateral, leverage and
return on equity have the expected signs but they reot significant. The

variable collateral has been removed from the tesbécause it does not
improve the value of the coefficient of determinatiand the significance of
results. Leverage is also insignificant becausekd&are in the business of
collecting deposits (which form a large part of dsbt) and issuing loans to
individuals and companies out of them. So, an emeein leverage does not
mean that banks are issuing equity to finance t@jporate acquisitions.

Table 5 (model 1.3) also reports the impact ofd@haiparacteristics on the
mode of payment. The results show that the relaize is negatively related
with the likelihood of cash payment and the reaidb proves to be significant.
This result is consistent with the earlier studidansen (1987); Martin (1996);
Faccio and Masulis (2005); Andre and Amar (2009)H ashows that the
acquiring firm use stock rather than cash as a nofdegmyment in merger and
acquisition deals; if the target knows its valudtdrethan the acquirer, this
forces the target to share in any post acquisiteaaluation effects. The target
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listing status has a significant influence on tteyment mode in M&A. The
results are in confirmation with earlier studiesagEio and Masulis (2005);
Andre and Amar (2009)] and reveal that investoraimfsted targets are more
likely to use cash given the concentrated anduiligportfolio holdings by target
firms.

The robustness of results is tested (Table 6, nddehnd 2.2a, 2.2b) by
combining the bidder firms financial variables artde target firm’'s
characteristics and re-estimate the results (Theeoship variables are not
included in model 2.2 due to their insignificantpact in case of financial
sector). The results again show that cash ratigetarelative size, non-listed
target and market to book ratio have a signifidampact on payment mode.
These results imply the robustness of the estimatethe combined model
estimation.

Table 6

Combined Variables Estimation in Case of Financial

Sector Mode of Payment
Combined Model Estimation Combined Model Estimation Combined Model Estimation

(2.1) (2.2a) (2.2b)

Variables Expected Co- Stat-z  p-value Co- Stat-z p-value Co- Stat-z  p-value

Sign efficient efficient efficient
INTERCEPT 11.86 0.8538 0.3932  12.3132 0.792D.4283 21.62 1.3506 0.1768
MO +—- —-0.4032 -0.0739 0.9411
OBH +- 9.0555 1.0270  0.3044
INST +— —-0.9638 —0.1266 0.8993
B_S +- -0.5573 -1.04120.2978
CR + 60.82 1.7487 0.0401** 68.10  2.34440.0095** 96.22  2.3138 0.0103**
LEV - -10.59 -0.5685 0.2848 -2.6890 -0.19500.4227 -11.14 -0.74840.2271
M_B - —9.7709 -2.01550.0219** -14.03 -2.60650.0045* -14.90 -2.5028).0061**
ROE + 2.8103 0.8410 0.2001  0.4589 0.1626.4354 —1.9985 -0.76640.2217
NLT + 44.86 20.31  0.0000*
R_S - —38.83 -2.597.0047*
LR stat 26.43 28.50 37.60
Pr(LR stat) 0.0009* 0.0000* 0.0000
McFadden
R-square 0.49 0.53 0.70

Note: The. *, ** *** represent level of significance dt percent, 5 percent and 10 percent. Tests ar¢aded in
case of directional hypothesis. The errors arerbetdjusted robust standard errors.

4.3. Determinants of Deal Amountsin Mergersand Acquisitions

The determinants of the deal amounts model arenatd by using the
least square regression model for both sectorsragpha The correlation
between the explanatory variables is checked tovesdhe problem of
multicollinearity. The White test is used for cartien of heteroskedasticity
problem and robust standard errors and covariameereported in case of
significant differences found in results.
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4.3.1. Nonfinancial Sector Results

Table 7 presents the results of the determinantieaf amounts paid in
mergers and acquisitions for the nonfinancial ak agethe financial sector. The
results regarding the nonfinancial sector show @aR is negatively and M_B
ratio is positively related to deal prices in mesgend acquisitions and
significant in both cases. The results of both tafse variables show that no
agency problems exist in the nonfinancial sectecalise agency problems can
also impact the amounts paid in mergers and adiguisi Such conflicts happen
when the managers of the bidder company use the@ss cash flows to avail of
projects that do not benefit the shareholders Elen$l986)]. Another
implication of the agency problem is that biddempanies with high cash ratios
and low market to book ratios encourage aggressixestment and acquisitions
that will lead to payment of higher premiums, whisbpports the case of
managers working for their own interest rather thdme shareholders’
[Gondhalekar, Sant and Ferris (2004)]. But our ltessuggest the opposite
relation, which indicates the reduction of agencgnfticts in case of
nonfinancial firms. One reason for this might be inareased ownership of
insiders (i.e. directors and executives) who atlgminterest of the shareholders
(outsiders) with the management (insiders).

Another reason that explains the negative relatlmetween cash
availability of the bidder and the deal amount plaidthe target firm is that the
target companies prefer cash payment due to infilsmasymmetry in share
exchange payment (i.e. overvaluation of bidder 'Brrstock). So, the target
firm’s preference for cash payment leads to lowergs received in mergers and
acquisitions as compared to payment by stocks. pdsitive relation between
the market to book ratio of the bidder and the demabunt is justified on the
grounds that the bidder firm with more growth ogpoities is more likely to
finance deals through stock payments. Since thermdtion asymmetry is high
when the bidder pays through stocks, prices ark fdog high growth bidding
firms compared to low growth bidding firms. The ukks show a positive and
significant relation in both bidder and target f&'melative size cases with deal
amounts paid in stocks. This result supports thiéonathat if the bidder is
financially strong, has a large size and is ablbéring a more efficient, value
creating management team to improve the target 'dirmperations and
management, then the bidder pays higher pricethéotargetThe bidder firm's
size and relative size of the target firm alsoifushe payment of a high price
for the target firm, when the purpose of the adtjais is not value
maximisation but achieving a bigger size [Diaz &zdfra (2009)].

The results show a negative and insignificant i@tabetween the return
on equity and the deal amounts, which shows theeraies of the hubris
hypothesis. The price paid for mergers and acduisitis also influenced by the
bidder’s hubris hypothesis [Roll (1986)], measubsdthe bidder firm’'s return
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on stock, which states that managers who exagg#raiteself-confidence try to

overestimate their ability to manage the targenh fizvhich leads to payment of
higher prices for the target [Hayward and Hambr{@®97)]. However our

results do not support this hypothesis in caseoafinancial firms.

The results show a negative and significant reflabetween non-listed
target firms and the amount paid in M&A. The resufhply that bidder firms
are paying less in case of acquiring non-listedets; which can be justified on
the grounds that the non-listed target firms’ fotimacosts are low as compared
to listed target firms'. The result is also consigtwith Isa and Lee (2011), who
report that bidders acquiring public companies aretivated by personal
incentives like increase in their status and pgestso they are willing to pay
extra. They report that bidders tend to overpagaise of public listed companies
as compared to private targets. The coefficienthencash dummy (1 in case of
cash payment and 0 in case of stock) is positivet @mes not prove to be
significant.

Table 7

Results of Determinants of Deal Amounts in Mergei$ Acquisition:
OLS Model Estimation

Non Financial Sector (3) Financial Sector (3)
Variables Coefficient Stat-t p-value Coefficient  aBt p-value
INTERCEPT -1.7157 —0.7987 0.4284 12.464 3.3850 1®0©0
C_R 0.0067 —4.2599 0.0001* —0.0002 —10.799.0000*
M_B 0.6061 3.5814 0.0008* —0.1438 —0.18910.8510
SIZE 0.8124 6.1591 0.0000* 0.0198 0.0854 0.9324
ROE —0.0263 —0.0922 0.9269 3.8233 2.3826  0.0220**
R-S 5.6505 5.9487 0.0000* 7.1287 5.0396  0.0000*
NLT -0.7779 —2.0036 0.0508** 0.3683 0.7053 0.4847
C_D 0.0463 0.1199 0.9051 -1.1828 —2.2106.0328**
F-atat (p value) 17.43 (0.000) 14.67(0.000)
Durbin Watson 2.04 1.70
Adjusted R 0.68 0.67

Note: The. *, **, *** represent level of significance atpercent, 5 percent and 10 percent. Tests are
one tailed in case of directional hypothesis. There are hetero adjusted robust standard
errors.

4.3.2. Financial Sector Results

Table 7 also presents the results of the detertsirdrdeal amounts paid in
mergers and acquisitions for the financial sedthe results show that the C_R and
M_B ratios are both negatively related to dealgwim M&A. The results prove to
be significant only in case of C_R, but the coédfit of C_R is almost equal to zero.
The reason for the negative relation between caaitahility of the bidder and deal
amount paid for target is that the target compapreger cash payment due to
information asymmetry in case of share exchangenpay (i.e. overvaluation of
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bidder firm's stock). There is a signalling impatissuing equity, which states that
bidder firms are most likely inclined to issue &t@den their equity is overvalued in
the market. So, the target firm's preference fahgaayment leads to lower prices
paid by bidders in M&A compared to when paymerihithe form of stocks. The
negative relation between the market to book iatitne bidder and deal amount is
not proved to be significant.

The results show a positive relation in both thadbi’'s and relative size
of the target firms with deal amounts paid in mesgend acquisitions. However,
the results are significant in case of only rekatsize of target firms. The
relative size of target firms justifies the paymeafta high price, when the
purpose of the acquisition is not the value maxatiis of the firm but
achieving a bigger size. This aim, which is calteab big to fail” in Anglo-
Saxon literature, has been one of the main reasomajor mergers in banking
sector in the 1990s and justifies payment of highes for mergers between
similar entities and for mega-mergers [Diaz and ff&q2009)]. The big and
profitable institutions in their wish to grow aggsévely are thus more willing to
pay higher premiums for M&A deals [Hakes, Browngdaddappaport (1997)].

The results show a positive and significant refatietween return on
equity and the deal amounts, which shows the poesefthe hubris hypothesis.
The price paid for mergers and acquisition is afftuenced by the bidder’s
hubris hypothesis [Roll (1986)], measured by thadbr firm’s return on stock,
which states that managers who exaggerate thefrcaefidence try to
overestimate their ability to manage the targemfiwhich leads to higher
payment for the target [Hayward and Hambrick (199@r results also support
this hypothesis in case of financial firms.

The results show a positive and insignificant fetathip between non-
listed target companies and the amount paid in M&Re relation between the
C_D and the deal amount is negative and proves sdnificant, which implies
that the deals financed with cash are associateati @wer prices. The
significance of the mode of payment (cash or st@ek) be explained according
to two hypothesis (1) financial synergies (2) owduation. The financial
synergy hypothesis [Shawky, Kilb, and Staas (19%®&kes,et al. (1997)]
implies that deals financed with stocks can cregtsater financial synergies
than cash financed deals, because the latter m@ly imquidity constraints. This
implies that the deal price is high if it is finatt with equity. The relation
between the deal price and the payment mode carbalsxplained according to
overvaluation hypothesis [Myers and Majluf (1984Jhis depends upon the
existence of information asymmetry regarding ttaelbi’'s company, as insiders
(i.e. directors etc.) have more information tha@ test of the parties. However,
stock payment would be considered as a negativelstyy the market, due to
the presence of asymmetric information. The shataevof the bidder would
therefore decline and the price would be high fé&Adeals paid in the form of
equity rather than in cash.



36

The overall analysis shows that bidder firm owngrsand financial
variables are significant determinants of the modlepayment in corporate
M&As in the nonfinancial sector. The managerial enghip theory supports the
existence of risk reduction hypothesis and thetimiabetween managerial
ownership and cash financing proves to be lineae farget firm’s non-listed
status is also a significant determinant of the enofipayment. In the financial
sector ownership and corporate governance variabhbege no significant
influence on the mode of payment, while the othariables which are
significant include cash availability ratio, marketbook value ratio and target
firm characteristics. The results pertaining toedeiinants of deal amounts in
both sectors show that most of the bidder and tdiga characteristics have
significant influence on deal prices and overadl thodel is significant in both
cases.

5. CONCLUSION

Mergers and acquisitions (M&A) are major eventshia life of a firm. A
number of studies have been conducted to explam ghenomenon. Major
studies that were conducted on the motivation lmehierger and acquisitions
deals in the late 1970s focused on issues lik&keh@ower hypothesis; hubris
hypothesis; economy of scale and scope; manadsfathesis etc., short and
long term performance of bidder and target firmserger waves, and choice of
mode of payment [Chevalier and Redor (2008)]. Mexygend acquisitions in
Pakistan have not yet received much attention.eXghe available literature, no
study was found to explore the role of bidder ardet firms’ characteristics in
the mode of payment choice. Thus, the present stuay attempt to fill this gap
by examining the bidder firm’s ownership, financsald corporate governance
variables and the target firm’s variables’ impaattbe mode of payment choice
in the corporate sector M&A deals in Pakistan.

The results of the study show that bidder firm omshg structures have a
significant impact on the mode of payment in thenfirancial sector of
Pakistan. The managerial ownership has a negativdirgear relation with cash
payments in M&A, which validates the dominanceisk reduction hypothesis.
The results also imply the validation of outsidenibaring hypothesis i.e., the
institutional investors are concerned with grealeverage (part of cash
payment) in the firm and thus with increasing it®mitoring by outside
creditors. However, outside block-holders are raitvaly playing their role in
monitoring of firms and do not have long term presein the firm. The bidder
firm’s financial variables prove to be significadeterminants of payment mode
in M&A deals. The positive relation of non-listedrget firms with payment
mode implies that shareholders of unlisted targetsf are more likely to accept
cash payments given the concentrated and illiqoidfgio holdings by target
firms. This finding also reveals that the acquirexy be hesitant to use equity in
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order to check the creation of a block-holder whiaight threaten the bidder
firm’s control and the private incentives relateiwit.

The same analysis was conducted in the financ@bsahere the results
show that ownership and corporate governance Jagablo not have a
significant impact on cash payments in M&A dealwrfgbrate ownership
structure in Pakistan shows that the promoters’direttors’ ownership share is
quite limited, on an average less than 11 percetita banking sector [Research
Department, Institute of Cost and Management Actanta of Pakistan
(ICMAP) (2011)]. Since, most of the banks are colléd by dominant
groups—Ibrahim, Nishat and Dawood Habib—throughoeisged companies,
the existence of major outside shareholders dodspltay any significant
monitoring role in the firm. The results regarditige impact of bidder firm’s
financial variables on cash payments show that easliability and market to
book ratio have a significant impact. The resuttgarding the impact of target
firm’s characteristics on the mode of payment affer@nt for listed and non
listed firms. For the former, relative size is nidgely related and for the latter
positively to the likelihood of cash payment. Thessults are also significant.

The results in the case of the determinants of deabunts in the
nonfinancial sector show that cash to deal ratitegatively and market to book
ratio is positively related to deal prices and tbsults are also significant. The
results regarding both of these variables showttieae are no agency problems
in the nonfinancial sector, because agency probleams also influence the
amounts paid in mergers and acquisitions. Suchlictsfhappen when the
managers of the bidder company use their excess ftass to avail projects
that are not beneficial to the shareholders [Jell$886)]. The results show a
positive and significant relation in case of boidder and target firm size in
relation to deal amounts, which implies that theppge of acquisition is not
value maximisation but size enhancement [Diaz andfr& (2009)]. The result
also shows that bidder firms are paying less fquamg non-listed targets as
these have low formation costs compared to listeget firms

The results regarding the deal amount determinanatdel in financial
sector show a positive impact of the bidder’s meton equity and target firm's
relative size. These results justify the paymerntigh price when managers are
influenced by hubris (i.e. they overestimate tladiility to manage the firm) and
the purpose of the acquisition is not value maxatios of the firm its size
enhancement [Diaz and Azofra (2009)]. The relabietween cash payment and
the deal amount is negative and significant, whioplies that deals financed
with cash are associated with lower prices. Thigededs on the existence of
asymmetric information about the bidder companypsatering insiders (i.e.
directors etc.) have more information than the otttake holders. If insiders of
the bidder firm know that their shares are oversd|uhey will be more willing
to pay by stocks. So the price is higher for meygand acquisitions paid in
stocks than for those paid in cash.
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The present study has the limitation of small sempize due to
nonavailability of complete data. However, the lssualidate the previous studies
and also support the practical working in Pakistdrere the empirical studies
regarding M&As mainly focus on the pre and posfitability analysis. There are
therefore many issues related to M&A which aré wtiexplored. For example, there
is no evidence regarding the valuation impact of M&n bidding firms’ price of
shares. The impact of the firm's dividend policeslso examined on the mode of
payment by considering whether the two firms inedhn M&A follow similar or
different policies of dividend. Since the M&A adtiv provides information about
the bidding firm's management quality, it will tleéore guide the executives’
compensation committee on managerial remunerafidres.present study can also
be extended to examine the impact of mergers ajuisition on the directors and
executive’ pays and compensation.

APPENDI X
Table Al

Nonfinancial Sector Correlation Matrix

CD MO OBH INST BS CR COLL LEV M B ROE SIZE RS NLT DA
co 1

MO -03z 1

OBH -0.2 -03¢ 1

INST 0.3z -0.28 —0.0¢ 1

B.S 02: -021 016 0.0¢ 1

C_R 01f -02°f 01f -017 03z 1

COLL -0.17 0.2z 0.0f -02¢ 0.1¢ 01 1

LEV -0.31 034 011 -0.3¢ -0.0z 0.0C 061 1

M_B -0.12 -0.01 011 -0.27 02¢ -0.0 0.1€ 007 1

ROE -0.1¢ 021 -0.0¢ 0.02 0.0C -0.0¢ 0.04 -0.1z -0.06 1

SIZE 0.2 -02¢ 0.0f 001 037 03¢ -0.0¢ -0.31 0.0¢ -0.0¢ 1

RS -0.11 0.1€ -0.21 -0.06 -0.2C -0.2 0.11 0.14 -0.0z 0.1¢ -0.4z 1

NLT 0.31 -0.3( -0.2z -0.0¢ -003 0.21 -0.0¢ -0.1¢ 0.0¢ -0.1€ 0.2 -0.31 1
DA -00% 007 -0.0f -0.1¢ 0.11 -0.2% -0.07 -0.1¢ 0.3% 0.1C 0.3C 0.4: -024 1

Table A2

Financial Sector Correlation Matrix

C D MO OBH INST B_.S C_RF COLL LEV M_B ROE SIZE R_S& NLT D_A
CD 1
MO -0.21 1
OBH 0.28 -0.4¢ 1
INST 0.0z 0.5C 0.07 1
B_S -0.0C -0.21 -0.2t 0.04 1
C_R 0.1£¢ 0.07 0.0¢ 0.28 -0.0C 1
COLL 0.01 0.41 -0.2z 0.5z 0.0¢ 0.0¢ 1
LEV -0.3z 0.2z 0.04¢ 0.3¢ -0.27 0.2¢ 0.4z 1
M_B -0.4Z 0.1z 0.0t 0.1¢ -0.2z 0.4C 0.1z 0.8Z 1
ROE 0.28 0.01 -0.01 0.11 0.2¢ 0.4t -0.3:z -0.0€ -0.01 1
SIZE 0.3¢ 0.0C 0.0¢ 0.2¢ -0.1t 0.4¢ 0.0¢6 0.4z 0.2¢8 0.61 1
R_S¢ -0.5¢ -0.1f 0.0¢ -0.1: -0.0z -0.3C 0.11 0.11 0.01 -0.3¢ -0.3:Z 1
NLT 0.31 -0.1¢ 0.14¢ -0.24 -0.0¢ 0.4¢ 0.01 0.1¢ 0.1¢ 0.31 0.4t -0.17 1
D_A -0.37 -0.17 -0.0¢ -0.1z 0.1t -0.0¢ -0.07 0.0¢ 0.07 0.06 0.0¢ 0.6€ -0.02 1
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