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Abstract

This paper examines the role of national culture as an informal-
institutional setting in influencing acquisition choices by employing a
large panel of 176,548 firm-year observations across 33 countries span-
ning the years 1990 to 2012. Using Hofstede’s four cultural dimensions
(power distance, collectivism/individualism, masculinity/femininity,
and uncertainty avoidance) as national-culture proxies, the empiri-
cal results show that firms located in countries embedded with high
power distance, high collectivism, high masculinity, and high uncer-
tainty avoidance are less likely to undertake acquisitions. Further,
such firms are less likely to acquire large target, more likely to use cash,
and pay less premiums to target firm. Moreover, this paper finds that
national culture also influences acquisition choices indirectly through
its impact on the effect of leverage deficit. Overall, it indicates that,
in addition to formal institutions, national culture plays an important

role in explaining cross-country variations in acquisition choices.

JEL Classifications: Z10, G34, G32
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1 Introduction

In a perfect capital market, corporate assets are allocated and used in the
most efficient way (Modigliani and Miller (1958)). Mergers and acquisitions
play an important role in transferring ownership and control of corporate
assets among firms. However, the presence of financing frictions, such as
transaction costs, information asymmetries, and agency conflicts, impede the
best possible reallocation of control through mergers and acquisitions. Liter-
ature suggests that a country’s contracting environment influences the choice
of appropriate financial contract which can mitigate the friction costs under
incomplete contracts. Both formal institutions, such as “constitutions, laws,
and property rights”, and informal institutions, such as “sanctions, taboos,
customs, traditions, and codes of conduct” are considered as important fac-
tors of contracting environment (North (1990); North (1991); Williamson
(1988); Williamson (2000); Aggarwal and Goodell (2009)). There are grow-
ing researches highlighting the important role of country-level corporate gov-
ernance as formal institutions in mitigating the friction costs associated with
mergers and acquisitions.ﬂ This paper follows this trend of literature and
aims to explore the role of national culture as an informal-institutional setting
that helps in explaining the international variations in acquisition choices.

The ability of formal legal rules in governing market exchanges are un-
dermined by opportunistic behaviors (self-interest seeking with guile) of hu-
man actors under incomplete contracts (Williamson (1988)). North (1990)
suggests that, despite the importance of formal rules, informal constraints
that stem from culture have a significant contribution in shaping economic
choices. In addition, Williamson (2000) builds a analytical framework that
emphasizes the economic relevance of culture.

Zheng, Ghoul, Guedhami, and Kwok (2012) suggest that culture, as an in-

'Rossi and Volpin (2004); Moeller and Schlingemann (2005); Bris and Cabolis (2008);
Chari, Ouimet, and Tesar (2010); Ferreira, Massa, and Matos (2010); Ellis, Moeller,
Schlingemann, and Stulz (2011); Serdar Dinc and Erel (2013), among others.



formal constraint, can directly impact economic activities through its role in
shaping opportunistic behaviors. Guiso, Sapienza, and Zingales (2006) argue
that culture influences fundamental economic decision-making via people’s
expectations and preferences. Overall, it suggests that informal constraints
that stem from culture play an important role in influencing economic deci-
sions. Recent literature documents the importance of culture as an informal-
institutional setting in explaining economic activitiesﬂ This paper extends
previous researches and investigates the role of national culture in influencing
acquisition choices.

Hofstede (2001 p.9) defines culture as “the collective programming of
the mind that distinguishes the members of one group or category of peo-
ple from another”. This paper employs Hofstede’s four cultural dimensions
(power distance, collectivism/individualism, masculinity /femininity, and un-
certainty avoidance) as national-culture proxies. After controlling for formal
institutions, firm-, industry-, and country-level characteristics, I investigate
the role of national culture in explaining the cross-country differences in
acquisition choices, in particular, probability, size, payment method, and
premiums of acquisitions.

Hofstede (2001) argues that the “mind” of a group represents the collec-
tive beliefs, attitudes, and skills of its members. Such features endow people
with particular values which distinguish one group from the other. Thus,
culture may impact people’s attitude in making real-life decisions. Uysal
(2011) suggests that, high leverage deficit impedes firms from raising capi-

tal, thus influences acquisition choices in the presence of financing frictions.

2Chui, Lloyd, and Kwok (2002); Guiso, Sapienza, and Zingales (2006); Kwok and
Tadesse (2006); Guiso, Sapienza, and Zingales (2008); Chui and Kwok (2008); Guiso,
Sapienza, and Zingales (2009); Aggarwal and Goodell (2009); Chui, Titman, and Wei
(2010); Liang Shao and Guedhami (2010); Beugelsdijk and Frijns (2010); Gorodnichenko
and Roland (2010)); Li, Griffin, Yue, and Zhao (2011); Ahern, Daminelli, and Fracassi
(2012); Zheng, Ghoul, Guedhami, and Kwok (2012); Aggarwal, Kearney, and Lucey
(2012); Giannetti and Yafeh (2012); Zheng, Ghoul, Guedhami, and Kwok (2013); Fri-
juns, Gilbert, Lehnert, and Tourani-Rad (2013), among others.



Given the role of culture in influencing friction costs through its effect on
the choice of appropriate financial contract (Aggarwal and Goodell (2009);
North (1990); Williamson (2000)), it would be interesting to examine how na-
tional culture and leverage deficit interact in influencing acquisition choices
through financing frictions. That is, to examine whether national culture
influences people’s view and attitude about financing frictions in making ac-
quisition choices. This paper examines the indirect effects of national culture
on acquisition choices through its impact on the effect of leverage deficit.

This paper combines the data of Datastream and Securities Data Corpo-
ration (SDC) Mergers and Acquisitions databases to obtain an international
sample that contains 176,548 firm-year observations across 33 countries span-
ning the years 1990 to 2012. The multi-country data enables me to examine
how international differences in acquisition choices are explained by national
culture and how national culture influences the effects of leverage deficit on
acquisition choices.

The empirical results show that firms located in countries embedded with
high power distance, high collectivism, high masculinity, and high uncer-
tainty avoidance are less likely to undertake acquisitions. Further, such firms
are less likely to acquire large target, more likely to use cash, and pay less
premiums to target firm. It suggests that acquisition choices are directly
affected by countries’ culture characteristics. In addition, I find national
culture and leverage deficit jointly impact acquisition choices. The results
show that the negative relation between leverage deficit and probability (size)
of acquisitions is attenuated for firms located in high-power-distance, high-
collectivism, high-masculinity, and high-uncertainty-avoidance countries. For
firms in high-masculinity and high-uncertainty-avoidance countries, the role
of leverage deficit in affecting use of cash in acquisitions is mitigated. The
results suggest that national culture also influences acquisition choices in-
directly through its impact on the effect of leverage deficit. The results

are robust given the inclusion of formal institutions, firm-, industry-, and



country-level characteristics. The evidence holds in sub-period samples or in
samples excluding U.S. (United States) firms. Collectively, it shows that, in
addition to formal institutions, national culture plays an important role in
explaining cross-country variations in acquisition choices.

This paper contributes to current literature in following ways. First,
this paper sheds new light on the effect of national culture as an informal-
institutional setting on acquisition choices. There is a rich set of cross-
boarder mergers and acquisitions studies document that formal institutions
affect mergers and acquisitions in the forms of volume and payment method
(Rossi and Volpin (2004)), premiums (Rossi and Volpin (2004) and Bris
and Cabolis (2008)), and bidder’s stock returns (Moeller and Schlingemann
(2005); Chari, Ouimet, and Tesar (2010); Ellis, Moeller, Schlingemann, and
Stulz (2011)). In addition, there are a few studies document the effects of
informal institutions on acquisition choices. For instance, Ahern, Daminelli,
and Fracassi (2012) suggest that greater culture distance decreases volume
and combined abnormal returns in cross-boarder mergers and acquisitions.
Further, Frijns, Gilbert, Lehnert, and Tourani-Rad (2013) connect uncer-
tainty avoidance with CEO risk tolerance, suggesting there are higher ac-
quirers’ abnormal returns and less cross-boarder/cross-industry takeovers in
countries with higher uncertainty avoidance. Using Hofstede’s four cultural
dimensions, this paper extends extant literature and examines the effects of
acquirers’ culture characteristics on ability and forms of both domestic and
cross-boarder mergers and acquisitions. It suggests that, in addition to for-
mal institutions, national culture plays as an important informal institutional
setting in explaining cross-country variations in acquisition choices.

Second, multi-country analysis allows this paper to identify how national
culture affects the sensitivity of leverage deficit to acquisition choices. This
paper finds the effects of leverage deficit on acquisition choices are influenced
by national culture. The results provide evidence why leverage deficit af-

fects acquisition choices differently across countries. It suggests that national



culture as an informal-institutional setting not only directly impacts acqui-
sition choices (Frijns, Gilbert, Lehnert, and Tourani-Rad (2013)), but also
indirectly influences the above though its impact on the effects of leverage
deficit, thus contributing to explore the form of culture effect on acquisition
choices.

Last, this study contributes to the growing body of research that consid-
ers the role of national culture in finance. In particular, these studies docu-
ment the role of national culture in influencing economic outcomes (Guiso,
Sapienza, and Zingales (2006); Guiso, Sapienza, and Zingales (2009)), eco-
nomic growth and development (Gorodnichenko and Roland (2010)), finan-
cial intermediation (Aggarwal and Goodell (2009)), financial systems (Kwok
and Tadesse (2006)), mergers and acquisitions (Ahern, Daminelli, and Fra-
cassi (2012); Frijns, Gilbert, Lehnert, and Tourani-Rad (2013)), stock mar-
ket participation (Guiso, Sapienza, and Zingales (2008)), momentum profits
(Chui, Titman, and Wei (2010)) capital structure (Chui, Lloyd, and Kwok
(2002); Li, Griffin, Yue, and Zhao (2011); Zheng, Ghoul, Guedhami, and
Kwok (2012)), financial contract (Giannetti and Yafeh (2012)), dividend pol-
icy (Liang Shao and Guedhami (2010)), corruption in bank lending (Zheng,
Ghoul, Guedhami, and Kwok (2013)), life insurance consumption (Chui and
Kwok (2008)), foreign portfolio investment (Aggarwal, Kearney, and Lucey
(2012)), and foreign asset allocation (Beugelsdijk and Frijns (2010)). This
paper provides comprehensive evidence that national culture plays an impor-
tant role in finance, in particular, acquisition decisions.

The rest of the paper is organized as follows: I discuss the empirical
hypotheses in Section [2] and empirical design in Section [3} data and sample
are reported in Section [} Sections [j] presents the empirical results; Section

[6] reports the robustness tests; and Section [7] provides the conclusion.



2 Hypotheses and Testable Predictions

2.1 The Role of National Culture in Acquisition Choices

This subsection provides a summary of predictions on how national cul-
ture as a proxy for informal-institutional setting affects acquisition choices,
in particular, probability, size, payment method, and premiums of acquisi-
tions. I employ Hofstede’s four national-culture dimensions, namely, power
distance (PDI), collectivism/individualism (CLT), masculinity/femininity
(MAS), and uncertainty avoidance (UAI)). Described as follows, I estab-
lish the links between these four national-culture dimensions with the level

and form of acquisitions.

2.1.1 Power Distance

People are unequal not only in physical and intellectual, but also in power
and wealth. The latter grows over time in societies and becomes hereditary.
All societies are unequal, but in different degrees. Hofstede’s power distance
index captures such inequality between societies.

The inequity in power cultivates social fractionation which leads to low so-
cial trust. In particular, the level of social trust is reduced by social fraction-
ation in form of income inequality and political diversity (Bjrnskov (2008)).
Dyer and Chu (2003) argue that social trust is a unique governance mecha-
nism which establishes information sharing channel and minimizes transac-
tion costs. Thus, a higher power distance reduces social trustiness which leads
to higher transaction costs. In addition, in high-PDI countries, centraliza-
tion of authority and autocratic leadership are more likely to be cultivated
in organizations (Hofstede (1983)). Such features encourage opportunistic
behaviors for personal gains and reduce contracting efficiency (Dow (1987);
John (1984)). Overall, given a higher power distance associated with higher
transaction costs and contracting inefficiency, I expect the firms in high- PDI

countries are less likely to undertake acquisitions and to acquire large target.



In an acquisition context, uncertainty arises if the transaction is paid by
equity since the ultimate price that target shareholders receive is conditional
on bidder’s stock price movements until closing. Such uncertainty is more
concerned by target firm if bidder is from a low-trust country, since it is more
difficult to establish an efficient information sharing channel (Dyer and Chu
(2003)). The information asymmetry may cause stock price to fluctuate in
an unfavored way of target firm. Alternatively, target shareholders receive a
fixed amount of cash which removes any contingency payment. Thus, cash
payment is a preferred payment method for target firm if bidder is from a
low-trust country. Given the fact that a higher power distance leads to a
lower social trust, I expect the firms in high- PDI countries aware this issue,
thus, there will be more cash used in acquisitions.

Since the lack of social trust causes higher transaction costs, there are
less synergies generated from acquisitions for firms in high- PDI countries.
In line with the hypothesized negative relation between bidder’s PDI and
probability of acquisitions, these firms are impeded from bidding aggressively.

Thus, lower premiums are expected to pay to target firm.

2.1.2 Collectivism/Individualism

Hofstede’s individualism/collectivism culture dimension (IDV) illustrates in-
dividuals’ internal attributes and the relations between individuals and their
ingroups. On one hand, individualist society is loosely integrated. Individ-
uals are associated with large amount of freedom, and tend to view them-
selves as autonomous, independent, and above-average ability persons (Hof-
stede (1983); Markus and Kitayama (1991); Heine, Lehman, Markus, and
Kitayama (1999)). On the other hand, collectivist society is tightly inte-
grated. Individuals comply and look after the common opinions and beliefs
of their ingroups, and tend to view themselves “not as separate from the
social contest but as more connected and less differentiated from others”
(Markus and Kitayama (1991 p.227)).



Based on the features of individualist culture dimension, Chui, Titman,
and Wei (2010) link between individualism with overconfidence and self-
attribution bias, and they find a positive relation between individualism and
magnitude of momentum profit. Malmendier and Tate (2008) and Ferris, Ja-
yaraman, and Sabherwal (2013) suggest that, overconfident managers overes-
timate their abilities in creating values for both their firms and acquisitions.
Such managers tend to engage in more acquisition activities. Therefore, firms
in high-IDV (low-CLT') countries are overconfident about their abilities in
creating values, thus more likely to participate in acquisitions. It implies
CLT is negatively related to the ability to acquire and size of acquisitionsE]

Malmendier and Tate (2008) and Ferris, Jayaraman, and Sabherwal (2013)
suggest that overconfident managers tend to view their firms as undervalued
and are reluctant to use equity to finance the acquisitions. Thus, overcon-
fident managers in high-IDV countries are expected to use less equity in
acquisitions. It implies a positive relation between CLT and use of cash in
merges and acquisitions.

Doukas and Petmezas (2007) argue that overconfident managers tend to
underestimate the risk and overestimate the synergy associated with acqui-
sitions. The overestimated synergy allows such firms offer high premiums to
target firm to increase the probability of successful acquisitions. It implies a

negative relation between CLT and the premiums of acquisitions.

2.1.3 Masculinity /Femininity

Hofstede (2001 p.297) defines masculinity as “a society in which social gender
roles are clearly distinct: men are supposed to be assertive, tough, and focus
on material success; women are supposed to be more modest, tender, and
concerned with the quality of life”. Specifically, the traditional masculine

social values include “showing off, performing, achieving something visible,

3CLT is the collectivism/individualism index, equals 100 minus Hofstedes cultural in-
dex on individualism.



making money, and “big is beautiful”” (Hofstede (1983 p.85)). These val-
ues permeate the whole society in influencing the ways of thinking of both
men and women. In contrast, the dominant values in more feminine societies
include “not showing off, putting relationships with people before money,
minding the quality of life and preservation of the environment, helping oth-
ers, and “small is beautiful”” (Hofstede (1983 p.85)).

People may confuse about the differences between masculinity /femininity
and individualism/collectivism culture dimensions. Hofstede (2001) suggests
that these two culture dimensions are based on orthogonal factors and sta-
tistically independent. In particular, “individualism/collectivism is about
“I"versus “we”, independence from versus dependence on in-groups”, and
“masculinity /femininity is about ego (such as careers and money) enhance-
ment versus relationship (such as relationships, helping others, and the phys-
ical environment) enhancement, regardless of group ties” (Hofstede (2001
p.293)).

In high-MAS countries, managers are more likely to engage in “status
purchase”, such as perk consumption and empire building, to expropriate
private benefits. In order to expand the corporation, managers may invest
in value-destroying projects in building corporate kingdoms. In addition,
Powell and Ansic (1997) find that females are less likely to pursue high-risk
investment in making financial decisions, regardless of the context factors of
familiarity, cost, and ambiguity. Therefore, the asset substitution problem
is more likely in high-MAS countries. Based on these arguments, Zheng,
Ghoul, Guedhami, and Kwok (2012) suggest that managers in high-MAS
countries are more likely to exhibit extensive risk-seeking behavior and fall
into intensity overinvestment problems. Collectively, in an acquisition con-
text, target firm perceives the high risks in relating to asset substitution and
overinvestment problems of the acquirers in high-MAS countries. Thus, the
likelihood and size of acquisitions in relating to high-MAS acquirers may

reduce. It implies that MAS is negatively correlated with probability and



size of acquisitions.

For acquisitions initiated by firms in high-MAS countries, since the high
risks in relating to asset substitution and overinvestment problems may be
realized in stock price movement after acquisition, shareholders of target firm
are less willing to hold equity of combined firm. In contrast, cash payment
secures a fixed amount in exchange, and escapes shareholders of target firm
from future risk exposures. Thus, conditional on the completion of acquisi-
tion, I expect cash payment is more likely to be used if the acquirer is from
a high-MAS country. It implies a positive relation between MAS and use of
cash in acquisitions.

As discussed above, firms in high-MAS countries are likely to pursue high-
risk investments. It leaves such firms less resources to offer high premiums to
target firms. Thus, I expect the firms in high-MAS countries are less likely

to pay high premiums in acquiring another firm.

2.1.4 Uncertainty Avoidance

People live in societies with uncertainty. Because the future is unpredictable,
there is a higher level of anxiety about ambiguity in societies with a higher
uncertainty avoidance. People try to avoid unpredictable situations and man-
ifest nervousness, emotion, and aggressiveness. Although, the inherent uncer-
tainty of living can be coped by technology (to defend against uncertainties
caused by nature), law (to defend against uncertainties in the behavior of
others), and religion (to accept the uncertainties we can not defend ourselves
against), these defenses do not really create certainty in an objective sense
(Hofstede (1983); Hofstede (2001)).

Zheng, Ghoul, Guedhami, and Kwok (2012) find that creditors in high-
UAI countries try to eschew the exposure to future uncertainty, and prefer
to issue short-term debt. Mergers and acquisitions can be viewed as infinity-
long-term investments, and acquirers have to be responsible for the long-term

commitment of shareholders of combined firms. Such long-term investments

10



create a higher level of uncertainty about firms’ future perspectives. There-
fore, investors in high- UAI countries may prefer predictable investment re-
turns. Such firms are expected to have lower likelihood of acquisition and are
less likely to acquire large target. Frijns, Gilbert, Lehnert, and Tourani-Rad
(2013) find a negative relation between UAI and cross-boarder acquisitions,
suggesting UAI captures more cross-culture differences in risk perception
than risk aversion, drives CEO takeover decisions. This paper is different
from Frijns, Gilbert, Lehnert, and Tourani-Rad (2013) by examining the
direct effect of UAI on both domestic and cross-boarder acquisitions.

Stock price fluctuates in reflecting the information released to stock mar-
ket. From high- UAI firms’ perspective, any unpredictable situation should
be eschewed as much as possible. Thus, compared to cash, stock payment is
expected to be less likely to be used by acquirers from high- UAI countries.
It implies a positive relation between UAI and use of cash in acquisitions.

Acquirers bear the risk of insufficient synergies generated from takeover
to cover the premiums paid to target firm. Firms consider such uncertainty
associated with the level of premiums paid to target firm in making acquisi-
tion decisions. Thus, investors from high- UAI countries are expected to pay
less premiums to target firm.

Collectively, the hypothesis is formed as following,

H1. Firms located in countries embedded with high power distance, high
collectivism, high masculinity, high uncertainty avoidance are less likely to
undertake acquisitions. Further, such firms are less likely to acquire large

target, more likely to use cash, and pay less premiums to target firm.

11



2.2 The Indirect Effect of National Culture on Acqui-

sition Choices

This subsection discusses the role of leverage deficit in determining acquisi-
tion choices, followed by discussing the possible indirect effects of national
culture on acquisition choices. That is, the effects of national culture on the

relations between leverage deficit and acquisition choices.

2.2.1 The Role of Leverage Deficit in Acquisition Choices

The seminal work of Modigliani and Miller (1958) establishes the foundation
of capital structure research in explaining firms’ financing behavior. In par-
ticular, all positive net present value (NPV) projects, including acquisitions,
should be financed in frictionless capital markets. However, in an imper-
fect capital market, acquisition decisions are restricted by financing frictions.
In order to finance acquisitions, firms access external financing when inter-
nal funds are exhausted (Myers (1984); Myers and Majluf (1984)). Thus,
firms’ capital structures are likely to be affected if the acquisition is under-
taken. Hence, firms should consider and incorporate their pre-acquisition
capital structures in making acquisition decisions. In particular, when firms
do not have sufficient ability in generating internal funds and are considered
over-leveraged, more costly equity finance is required in order to complete
the acquisitions. Under such circumstance, high level of leverage deficit is
considered as a disincentive of making acquisitions. Uysal (2011) finds that
capital raising ability of over-leveraged firms is constrained by financing fric-
tions. Such firms are unable to bid aggressively for acquisition targets due to
their inability. Thus, the ability of such firms to undertake acquisitions and
the size of acquisitions are likely to be influenced by leverage deficit. Uysal
(2011) documents that leverage deficit is negatively related to probability
and size of acquisitions in the presence of financing frictions.

Leverage deficit influences not only firms’ ability to acquire but also the

12



form of acquisitions. Debt issuance, in particular, is constrained for over-
leveraged firms, since it makes their capital structures further deviated from
target. Bharadwaj and Shivdasani (2003) suggest that debt issuance is the
major source of cash components of acquisition offers. Thus, if over-leveraged
firms undertake acquisitions regardless the state of capital structures, the
cash components used in acquisitions should be lower. Harford, Klasa, and
Walcott (2009) and Uysal (2011) empirically confirm that over-leveraged
firms are likely to use less cash in acquisitions.

In addition, for over-leveraged firms, the existence of severe financing fric-
tions related to leverage deficit reduces the synergy generated from acquisi-
tions. Since there are less benefits shared with target firm, over-leveraged
firms are impeded from bidding aggressively. Therefore, lower premiums are
available to offer to target firm. Uysal (2011) empirically confirms that over-
leveraged firms are constrained from paying high premiums. Uysal (2011)
also suggests that this finding is in line with the negative effect of leverage
deficit on probability of acquisitions, since the offered low premiums decrease
probability of successful acquisitions.

Overall, it suggests that firms’ ability to undertake acquisition is likely
to be affected by their leverage deficits. Further, firms’ leverage deficits are
also likely to influence the size and cash components of transaction, and
the premiums paid to target firm. It suggests that firms incorporate their

leverage deficits in making acquisition decisions.

2.2.2 The Joint Effect of National Culture and Leverage Deficit

on Acquisition Choices

Hofstede (2001) suggests that culture endows people in a group with collec-
tive beliefs, attitudes, and skills. People from a specific culture background
share common values in perceiving and understanding. Guiso, Sapienza, and
Zingales (2006) argue that culture influences fundamental economic decision-

making via people’s expectations and preferences. Thus, culture may impact

13



people’s attitude regarding make real-life decisions.

As discussed above, high-leverage-deficit firms are exposed to high financing-
friction costs which impede such firms from raising capital, thus influence ac-
quisition choices (Uysal (2011)). Aggarwal and Goodell (2009), North (1990),
and Williamson (2000) suggest that, as informal institutions, culture influ-
ences friction costs through its effect on the choice of appropriate financial
contract. Given the role of leverage deficit in acquisition choices, national
culture may influence acquisition choices indirectly through its impact on
the effect of leverage deficit. It would be interesting to examine how national
culture and leverage deficit interact in influencing acquisition choices through
financing frictions. That is, to examine whether national culture influences
people’s view and attitude about financing frictions in making acquisition
choices. Such joint effect can be examined by including an interaction of

national-culture variable and leverage-deficit measure in the model.

H2. National culture influences acquisition choices indirectly through its

impact on the effect of leverage deficit;

3 Empirical Design

3.1 Model

This subsection discusses the model used in examining how acquisition choices
are determined by national culture in an international context. In particu-
lar, I employ national-culture, leverage-deficit, acquisition-, firm-, industry-,
and country-level control variables in estimating probability, size, payment
method, and premiums of acquisitions. Year-fixed effect is controlled to cap-

ture the unobserved heterogeneity across time. Standard errors are adjusted
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for clustering by firm. The model is described as following,

Acquisition,C’hoicesM’t = a+p1 CULTURE; + o ML_DEF); ; 4,
+YZiji-1 + €t

where country is indexed by j, firm by i, and year by ¢. I examine the
acquisition choices by using following dependent variables:

1. acquisition dummy (ACQ) which equals to one if the firm undertake
an acquisition, and zero otherwise;

2. size of acquisition (VALUFE) which is the ratio of total acquisition
value to book value of assets;

3. all cash dummy (ALL_CASH) which equals to one if the acquisition
is entirety paid in cash, and zero otherwise;

4. premiums (PREMIUM_1DAY (PREMIUM_1WK, PREMIUM_4WK))
which is the premiums of offer price to target closing stock price 1 day (1
week, 4 weeks) prior to the announcement date, expressed as a percentage.

Hofstede’s four culture dimensions are employed as proxies for national
culture (CULTURE), including power distance (PDI), collectivism/individualism
(CLT), masculinity/femininity (MAS), and uncertainty avoidance (UAI).
ML_DFEF is the computed market leverage deficit defined as the difference
between actual leverage and target leverageﬁ I also define an over leverage
dummy (OL) as an alternative leverage-deficit measure. OL equals to one if
ML_DFEF is greater than zero, and zero otherwise.

Z;;. is a vector of control variables, including shareholder protection in-
dex (SHAREHOLDER), average leverage (ML_AVE), nature Logarithm of
sales (SALES), annual stock return (RET), market to book ratio (MTB),
profitability (PROF), industry M&A liquidity (IND_LIQ), herfindahl in-

4In this study, I focus on market leverage rather than book leverage since majority
of theoretical capital structure predictions and recent related empirical studies focus on
market leverage.
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dex (HERFINDAHL), GDP per capita (GDPC), and GDP growth rate
(GGDP)[| Additional acquisition-level characteristics are controlled when I
examine payment method and premiums of acquisitions. These variables in-
clude relative size (RSIZFE), within industry acquisition dummy (IND_ACQ),
all cash dummy (ALL-CASH), competed acquisition dummy (MBID), tar-
get’s organization form (PUBLIC and PRIVATE), and hostile acquisition
dummy (HOSTILE).

Next, based on equation [I} I include an interaction of national-culture
variable and leverage-deficit measure (ML_DEF;;, 1 x CULTURE;) to ex-
amine their joint effect on acquisition choices. The model is described as

following,

Acquisition,C’hoiceSMt =a+ f1CULTURE; + BoML_DEF; ;4
—}—ﬁgML,DEFj,i’t_l X CULTUREJ + 7Zj,i7t—1 + €jits

3.2 Measurement of the Leverage Deficit

Empirical capital structure research suggests that target leverage is a func-
tion of firm (Titman and Wessels (1988); Rajan and Zingales (1995); Fama
and French (2002); Flannery and Rangan (2006)) and industry characteris-
tics (Frank and Goyal (2009)). Following this strand of literature, I estimate
target leverage by running annual regressions for each country of actual mar-

ket leverage (ML) on its main determinants,

MLj; = ojs+ W’j,th,i,t—l + €t (3)

X+ 1s a vector of firm characteristics, including nature Logarithm of
sales (SALES), market to book ratio (MTB), research and development ex-
pense to total assets (R&D), a R&D dummy (R&D_DUM ), selling expenses
to sales (SELL_EXP), profitability (PROF), tangibility (TANG), and annual

5Variables definitions are summarized in Appendix
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stock return (RET). Following Lemmon, Roberts, and Zender (2008), one
year lagged market leverage (ML_LAG) is included to control for firm-fixed
effect. In addition, industry-fixed effect is controlled to capture the unob-
served heterogeneity across industryE] I estimate equation by country and
year to allow heterogeneous coefficient estimators across country and year.

The fitted values of equation (3)) is defined as target leverage ratio (TL),

TLjit = d + 'S’j,th,z‘,t—l- (4)

Following Hovakimian, Opler, and Titman (2001), I define leverage deficit
(ML_DEF) as the difference between actual leverage and target leverage (i.e.,
ML_DEF=ML - TL). I also define an over leverage dummy variable (OL)

which equals to one if ML_DFEF is greater than zero, and zero otherwise.

4 Data and Sample

I collect firm-level accounting data from Datastream which contains an-
nual financial data of public firms around the world. The national-culture
and formal-institutional variables are obtained from Hofstede (2001) and La
Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998). Country-level control
variables are collected from World Development Indicators (WDI)[]

I use all firms that are available in Datastream from 1990 to 2012 to
estimate target leverage ratio. Following previous capital structure studies,
I remove financial and utility firms from the sample. All firm- and industry-
level variables are winsorized at the top and bottom 1 percent levels to remove
the potential data errors and outliers. I estimate the target leverage ratio
by running yearly regressions of leverage ratio on its main determinants for

each country over the sample period. Firm-year observations with missing

6T use the Industry Classification Benchmark (ICB) 41 sectors as industry indicator
which is the default industry classification indicator of Datastream.

"The data of Taiwan is collected from the official websites of National Statistic of
Taiwan and Taiwan Stock Exchange.
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firm-, industry-, or country-level data are excluded from the sample. There
are 176,548 firm-year observations left in the sample which contains 23,323
firms across 33 countries.

Next, I obtain the acquisition information of each firm in the sample from
the Securities Data Corporation (SDC) Mergers and Acquisitions database. 1
identify 18,792 acquisitions made by 6,742 acquirer between January 1, 1990
and December 31, 2012 that following the criteria:

1. The status of the deal is either completed or unconditional

2. The form of the deal is either classified as a firm acquisition (merge or
acquisition of majority interest) or an asset acquisition (asset acquisition or
acquisition of certain assets).

3. The acquisition is excluded from the sample if the deal value is at the
bottom 5 percent of the country or the ratio of deal value to total assets of
the acquirer is less than percent.

Table [1] provides a description of the sample. Columns 1 to 3 report the
number of year, firm, and firm-year observations of each country, respec-
tively. It shows that the data coverage of the sample is fairly different across
countries. In general, developed countries tend to have longer sample period,
better firm and firm-year coverage than developing countries. In addition,
same as other international studies, U.S. firms dominate the sample. As
showed in Column 3, the sample contains 55,088 U.S. firms which account
for 31.20 percent of the full sampleﬂ Column 4 showed that there are 11,996
acquisitions are in common law countries which account from 82.42 percent
of all acquisitions. Similar pattern is found in Column 5 which reports the
numbers of acquirer of each country. This is consistent with Rossi and Volpin

(2004) which suggest that there are more mergers and acquisitions in com-

8Unconditional deal status refers to the initial conditions for the transaction set forth
by the acquirer have been met, but the deal is still not completed. It is only for UK,
Australian, and New Zealand deals. SDC recorded these deals as completed in its league
tables ranking since the deals are guaranteed to be completed in the end.

9In the robustness test, I examine the regressions by using the samples excludes U.S.
firms. The results are qualitative consistent.
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mon law countries due to better investor protection. As showed in Columns
6 and 7, the country median of the means of acquisition value and VALUFE
(ratio of total acquisition value to book value of assets) are 259.80 million

U.S. dollar and 0.04, respectively.
[Insert Table

Panel A of Table [2] reports the summary statistics of acquisition, firm,
industry, and country variables used in this paper. It shows that acquisi-
tions play an important role globally. In particular, there are 8.5 percent
of firm-year observations have acquisitions and annual-deal value accounts
1.2 percent of acquirers’ total assets averagely. Further, approximately half
of acquisitions (50.2 percent) are all paid in cash. The average one day,
one week, and four weeks premiums of offering price to target close stock
price are 34.388 percent, 39.117 percent, and 44.119 percent, respectively.
In addition, on average, firms are slightly under-levered across the world, as
the mean of ML_DFEF is -0.002. This is confirmed by the statistics of OL
which shows that there are over half (55.7 percent) firm-year observations are
under-levered compared to over-levered ones (44.3 percent). The description
statistics of the variables used in estimating target leverage resemble those in
previous international capital structure studies. In particular, the mean and

standard deviation of market leverage ratio are 0.284 and 0.226, respectively.
[Insert Table

Panel B of Table [2] describes the summary statistics of national-culture
variables and formal-institutional variables. All national-culture variables are
available in all 33 sampled countries. Table [3| presents indexes of Hofstede’s
four national-culture dimensions (Columns 1-4) and formal-institutional vari-
ables (Columns 5-7) of 33 countries. There are 13 and 20 countries are based

on common law and civil law legal system, respectively.

[Insert Table
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Table 4| presents the correlation matrix between likelihood and size of
acquisition, firm-, industry-, and country-level variables. It shows how prob-
ability and size of acquisitions are correlated with their main determinants.
Specifically, Table |4} exhibits that AC(Q and VALUE are negativity associ-
ated with ML_DEF, OL, ML_AVE, and positively related to SALES, MTB,
PROF, RET, IND_LIQ, GGDP, and GDPC. In addition, Table [5| provides
the correlation matrix for pairs of acquisition-, firm-, industry-, and country-

level variables based on 13,646 deal-level observations.
[Insert Table []
[Insert Table |5

Table [6] provides the correlation matrix for pairs of national-culture and
formal-institutions variables. Although, it shows that some of the national-
culture variables are highly correlated (for instance, the correlation between
PDI and CLT is 0.70), Hofstede (2001) suggests that these culture dimen-

sions are based on orthogonal factors and statistically independent.

[Insert Table [o]

5 Empirical Results

This section discusses the empirical results in examining how acquisition
choices are affected by national culture in an international context. In par-
ticular, I examine the direct and indirect effects of national culture on prob-

ability, size, payment method, and premiums of acquisitions.

5.1 The Role of National Culture in affecting Proba-
bility and Size of Acquisitions

This subsection discusses the role of national culture in determining prob-

ability and size of acquisitions. The probability of acquisition is measured
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by an acquisition dummy (ACQ) which equals to one if the firm undertake
an acquisition. The ratio of total acquisition value to book value of as-
sets (VALUE) is used to measure the size of acquisition. Firstly, I regress
probability and size of acquisitions on their main determinants. Second, I
add national-culture variable as a proxy for informal-institutional setting in
the model. Last, I examine the joint effect of national-culture variable and
leverage-deficit measure in influencing probability and size of acquisitions.
The following subsections (subsections and are constructed in the
same structure in estimating payment method and premiums.

Panels A and B of Table [7] present the results of how probability and
size of acquisitions are influenced by their main determinants, respectively.
In particular, Columns 1 of Panels A and B show that formal-institutional
setting is significantly positively related to ACQ and VALUE. Specifically,
the coefficient estimates (t-statistics) of SHAREHOLDER is 0.1643 (20.7011)
and 0.0569 (22.3335), respectively . The results are unchanged by using al-
ternative formal institutions (ACCSTD and LEGCOM) in Columns 2 and
3 in both Panels. Consistent with Rossi and Volpin (2004), the results indi-
cate that the likelihood of mergers and acquisitions is higher in countries with
better shareholder protection, transparent accounting standard, and common
law legal system. In addition, ML_DEF is significantly negatively related to
ACQ and VALUE with coeflicient estimates (t-statistics) of -0.3132 (-6.3297)
and -0.1081 (-6.8822), respectively. Consistent with Uysal (2011), the results
indicate that over-leveraged firms lack of capital raising ability in the pres-
ence of financing frictions. Such firms are less likely to undertake acquisitions
and to acquire large target. The results are unchanged in samples exclud-
ing U.S. firms (Column 6), in sub-period samples (Columns 7 to 8), and by
using OL as an alternative leverage-deficit measure (Columns 9 to 16). The
results of other firm-, industry- and country-level determinants are generally
consistent with Uysal (2011), though he focus on U.S. firms.

[Insert Table |7
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Table |8 presents the results of national-culture variables in influencing
probability and size of acquisitions. I add national-culture variables in the
regressions based on the model of Column 1 of Table [} Columns 1 to 4 of
Panel A show that the coefficient estimates of national-culture variables are
all negatively related to ACQ at 1 percent significant level. Specifically, the
coefficient estimates (t-statistics) of PDI, CLT, MAS, and UAI are -0.0172
(-21.5452), -0.0149 (-36.0254), -0.0091 (-24.4093), and -0.0089 (-23.6524),
respectively. In addition, Columns 1 to 4 of Panel B show that the coefficient
estimates of national-culture variables are all negatively related to VALUF at
1 percent significant level. Specifically, the coefficient estimates (t-statistics)
of PDI, CLT, MAS, and UAI are -0.0061(-23.5925), -0.0052 (-37.5406), -
0.0029 (-26.1569), and -0.0031 (-26.1188), respectively. These results are
not only statistically but also economically significant. For example, the
result indicates that one unit increase in PDI leads to an about 1.72 percent
decrease in probability of acquisitions and 0.61 percent decrease in acquisition
size relative to acquirers’ assets. The results are unchanged by using OL as an
alternative leverage-deficit measure (Columns 5 to 8). The results of control

variables are consistent with Table [71

[Insert Table

The results are consistent with H1. That is, the likelihood and size of
acquisitions are lower for firms located in (1) high-PDI countries, since a
higher power distance associates with higher transaction costs and contract-
ing inefficiency; (2) high-CLT countries, since firms in high-IDV (low-CLT)
countries overestimate their abilities in creating values for both firms and ac-
quisitions; (3) high-MAS countries, since target firm perceives the high risks
in relating to asset substitution and overinvestment problems of the acquirers
in such countries; (4) high-UAI countries, since investors in such countries
less prefer the uncertainty associated with mergers and acquisitions. The
results indicate that after controlling for formal-institutions, firm-, industry-

, and country-level characteristics, national culture plays an important role
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in explaining the cross-country differences in probability and size of acquisi-
tions.

Table [0 presents the results of joint effect of national culture and leverage
deficit in influencing probability and size of acquisitions. I add an interaction
of national-culture variable and leverage-deficit measure (ML_DEF};;; 1 %
CULTURE;) in the regression based on the model in Table 8 Except
Columns 3 and 4, Panel A shows that all interactions (ML_DEF x PDI,
ML_DEF x CLT, ML_DEF x MAS, and ML_DEF x UAI) are positively sig-
nificantly related to ACQ. In addition, Panel B shows that the interactions
are also significantly positively related to VALUEF.

[Insert Table []

For instance, Columns 1 of Panels A and B show that the coefficient
estimates (t-statistics) of ML_DEF x PDI are 0.0149 (2.9077) and 0.0049
(3.0980), respectively. The results show that, in median-PDI country (Pak-
istan, PDI=55), one-standard deviation increase in ML_DEF (0.1040) de-
crease ACQ) and SIZE by 1.73 percent (-0.0173=0.1040% (-0.9856+0.0149x55))
and 0.58 percent (-0.0058=0.1040x (-0.3251+0.0049x55)), respectively. The
results indicate that the negative effects of leverage deficit on probability and
size of acquisitions are mitigated for firms located in high-PDI countries. It
suggests that, the financing frictions associated with low social trust in high-
PDI countries substitute the financing frictions raised from leverage deficit.
Thus, people consider leverage deficit as a less important factor in making
acquisition choices in high- PDI countries

Columns 2 of Panels A and B show that the coefficient estimates (t-
statistics) of ML_DEFx CLT are 0.0051 (2.3280) and 0.0017 (2.6736), respec-
tively. The results show that, in median- CLT country (India, CLT=52), one-
standard deviation increase in ML_DEF (0.1040) decrease ACQ and SIZE
by 2.03 percent (-0.0203=0.1040x (-0.4603+0.0051x52)) and 0.67 percent
(-0.0067=0.1040% (-0.1527+0.0017x52)), respectively. The results indicate
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that the negative effects of leverage deficit on probability and size of ac-
quisitions are mitigated for firms located in high-CLT (low-IDV') countries.
That is, people consider leverage deficit as a less (more) important factor in
making acquisition decisions in high-CLT (high-IDV') countries. The results
are consistent with the notion that overconfident managers from high-IDV
countries view external funds as unduly costly (Malmendier and Tate (2005)).
Such managers are reluctant to raise funds for acquisitions through external
resources when they face high leverage deficit. Therefore, the probability
and size of acquisitions are reduced for firms located in high-IDV (low-CLT)
countries.

Columns 7 of Panels A and B show that the coefficient estimates (t-
statistics) of OL x MAS are 0.0011 (2.3202) and 0.0003 (2.2646), respec-
tively. Taking Malaysia as an example (MAS=50), the results show that
ACQ and SIZE decrease by 5.59 percent (-0.0559=-0.1109+0.0011x50) and
1.86 percent (-0.0186=-0.033640.0003x50) for over-leveraged firms (OL=1)
compared to under-leveraged firms (OL=0). It indicates that target firm
incorporates acquirers’ leverage deficit in considering the acquisition offers
from high-MAS countries. In particular, high-leverage-deficit firms are con-
strained from overinvestment due to their inability of fund raising. Target
firm considers such acquirers are less risky firms compared to under-leveraged
ones in high-MAS countries. Therefore, the probability and size of acquisi-
tions are higher for firms with higher leverage deficit in high- MAS countries.

Columns 8 of Panels A and B show that the coefficient estimates (t-
statistics) of OL x UAI are 0.0018 (4.1651) and 0.0006 (4.6806), respectively.
In the country (Switzerland) with median UAI (58), the results show that
ACQ and SIZE decrease by 3.34 percent (-0.0334=-0.13784-0.0018 x58) and
1.21 percent (-0.0121=-0.0469+0.0006 % 58) for over-leveraged firms (OL=1)
compared to under-leveraged firms (OL=0). It indicates that the negative
effects of leverage deficit on probability and size of acquisitions is reduced in

high- UAI countries. Such firms are reluctant to participate in acquisitions

24



due their uncertainty avoidance nature. Though leverage deficit negatively
affects probability and size of acquisitions, people consider it as a less impor-
tant factor in making acquisition decisions in high- UAI countries. That is,
firms’ attitude about mergers and acquisitions is predominately influenced by
their uncertainty avoidance nature rather than their pre-acquisition leverage
conditions.

The results indicate that, for firms located in countries embedded with
high power distance, high collectivism, high masculinity, and high uncer-
tainty avoidance, the relations between leverage deficit and probability and
size of acquisitions are attenuated. It suggests that national culture indi-
rectly impact probability and size of acquisitions through its effect on the

relations between leverage deficit and acquisition choices.

5.2 The Role of National Culture in affecting Payment
method

This subsection presents the evidences relating national culture to payment
method in acquisitions. I construct an all-cash dummy (ALL_CASH) as
dependent variable. It equals to one if the acquisition is entirely paid in
cash, and zero otherwise. Based on the control variables used in previous
subsection, I add acquisition-level characteristics in regressions to control for
relative deal size (RSIZE), within-industry acquisition dummy (IND_ACQ),
multiple bidder dummy (MBID), and target’s organization form (PUBLIC
and PRIVATE).

Table[10] presents the results of baseline regressions. The results show that
formal-institutional setting is significantly negatively related to ALL_CASH.
In Column 1, the coefficient estimate (t-statistic) of SHAREHOLDER is
-0.1091 (-5.2727). The results are unchanged by using ACCSTD and LEG-
COM as alternative formal institutions in Columns 2 and 3. Consistent
with Rossi and Volpin (2004), the results indicate that cash is a preferred

payment method in countries with lower shareholder protection since stocks

25



entail higher risk of expropriation. In addition, consistent with Uysal (2011)
and Harford, Klasa, and Walcott (2009), ML_DEF is significantly negatively
related to ALL_-CASH with coefficient estimate (t-statistic) of -0.3944 (-
2.8215). It indicates that over-leveraged firms are constrained from debt
issuance which normally funds cash payment in acquisitions. Such firms are
less likely to use cash in acquisitions. The results are unchanged in sam-
ples excluding U.S. firms (Column 6), in sub-period samples (Columns 7 to
8), and by using OL as an alternative leverage-deficit measure (Columns 9
to 16). The results of other firm-, industry- and country-level determinants
are generally consistent with Uysal (2011) and Harford, Klasa, and Walcott
(2009).

[Insert Table

Table presents the results of national-culture variables in influenc-
ing payment method in acquisitions. It shows that national-culture variables
have significant positive effects on the use of cash in undertaking acquisitions.
In particular, Columns 1 to 4 report the coefficient estimates (t-statistics)
of PDI, CLT, MAS, and UAI are 0.0064 (3.3542), 0.0026 (1.9063), 0.0029
(2.5838), and 0.0031 (2.6856), respectively. Take PDI as an example, the
result indicates that one unit increase in PDI leads to an about 0.64 per-
cent increase in probability of cash-only acquisitions. The results of control
variables are consistent with Table

[Insert Table

The results confirm H1. That is, cash payment provides certainty for
either acquirer or target. The probability of use all cash payment in acqui-
sitions are higher for firms located in (1) high-PDI countries, since a higher
power distance associates with lower social trust; (2) high-CLT countries,
since overconfident managers in high-IDV (low-CLT') tend to view their

firms as undervalued; (3) high-MAS countries, since target firm concerns
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about asset substitution and overinvestment risks of the acquirers in such
countries; (4) high- UAI countries, since cash payment removes uncertainty
associated with mergers and acquisitions. It indicates that national culture
has a significant effect in payment method of acquisitions globally.

Next, I examine the joint effect of national culture and leverage deficit
in influencing ALL_CASH. I add an interaction of national-culture variable
and leverage-deficit measure (ML_DEF;,;,_1 x CULTURE;) in the regres-
sions based on the model in Table [Il Columns 3 and 7 of Table [I2] show
that ML_DEF x MAS is positively significantly related to ALL_CASH. It
shows that the positive effect of MAS on ALL_CASH is enhanced among
over-leveraged firms. That is, among completed acquisitions, target firm
demands certainty from cash payment if the over-leveraged bidder is from
a high-MAS country. In particular, target firm prefers cash payment due
to the uncertainties associated with asset substitution and overinvestment
problems of bidders in high-MAS countries. For such deals, target firm de-
mands more certainty if the bidder is over leveraged which associates with
high bankruptcy costs. Though, higher leverage deficit constrains firms lo-
cated in high-MAS countries from engaging overinvestment activities which
increases the likelihood of acquisitions, target shareholders are reluctant to

hold equity of combined firm.

[Insert Table

In addition, Column 8 shows that ML_DFEF x UAI is positively related
to ALL_.CASH at 5 percent significant level. It shows that the negative
effect of leverage deficit on ALL_CASH is attenuated for firms located in
high- UAI countries. It indicates that, when bidders is from high- UAI coun-
tries, the preference of cash payment dominates the role of leverage deficit
in influencing payment method in acquisitions. Thus, such bidders consider
leverage deficit as a less important factor in choosing the payment method

of acquisitions.
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5.3 The Role of National Culture in affecting Premi-

ums

This subsection examines the role national culture in influencing acquisition
premiums paid to target firm. The acquisition premium variables are cal-
culated as the premiums offer price divided by target closing stock price 1
day (PREMIUM_1DAY), or 1 week PREMIUM_1WK), or 4 weeks (PRE-
MIUM_4WK) prior to the announcement date. There are only approxi-
mately 2,500 deal-level observations available for premium regressions, since
the acquisition premium data is available only for public-firm acquisitions.
Based on the control variables used in previous subsection, I remove target
type variables (PUBLIC and PRIVATE) and control for all-cash dummy
(ALL_CASH) and hostile-offer dummy (HOSTILFE) in the regressions.

Column 1 of Table [13|reports that SHAREHOLDER is positively related
to PREMIUM_1DAY 1 percent significant level. In particular, the coefficient
estimate (t-statistic) of SHAREHOLDER is 3.3545 (2.6667). The results are
unchanged by estimating alternative premium variables (PREMIUM_1WK
and PREMIUM_4WK) (Columns 2 to 3), and by controlling OL as an alter-
native leverage-deficit measure (Columns 4 to 6). Consistent with Rossi and
Volpin (2004), the results suggest that cost of capital is reduced by strong
shareholder protection. Thus, higher premiums are paid to target due to the
existence of high competition among bidders. In addition, strong shareholder
protection promotes diffuse ownership which exacerbates the free-rider prob-
lem in acquisitions. It forces bidders to offer a higher premium (Grossman
and Hart, 1980).

[Insert Table

Columns 4 to 6 present the negative significant effects of OL on acquisi-
tion premiums. It is consistent with Uysal (2011) which suggests that over-

leveraged firms are impeded from bidding aggressively due to the inability of
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raising capital, though the coefficient estimates of ML_DEF are not signifi-
cant in Columns 1 to 3. The results are also in line with the negative relation
between leverage deficit and probability of acquisitions, since the offered low
premiums decrease probability of successful acquisitions.

Table [14] presents the results of national culture in influencing premiums
paid to target firm. Panels A shows that national-culture variables have nega-
tive effects on PREMIUM_1DAY at 1 percent significant level. In particular,
Columns 1 to 4 report the coefficient estimates (t-statistics) of PDI, CLT,
MAS, and UAI are -0.3572 (-2.6732), -0.4143 (-5.5115), -0.2246 (-2.8472),
and -0.2313 (-3.1100), respectively. Take PDI as an example, the result indi-
cates that one unit increase in PDI leads to an about 0.3572 decrease in one
day premium. The results are unchanged in Panels B and C which estimating
alternative premium variables (PREMIUM_1WK and PREMIUM_4WK).

[Insert Table

The results confirm H1. That is, firms located in countries embedded
with high power distance, high collectivism, high masculinity, and high un-
certainty avoidance are less likely to pay high premiums to target firm. It
indicates that national culture plays an important role in explaining inter-
national differences in acquisition premiums.

The results confirm H1. That is, the premiums pay to target firms are
lower for firms located in (1) high-PDI countries, since a higher power dis-
tance associates with higher transaction costs and contracting inefficiencys;
(2) high-CLT countries, since overconfident managers in high-IDV  (low-
CLT) tend to overestimate they synergy associated with acquisitions; (3)
high-MAS countries, since there are less resources left for overinvestment
firms in high- MAS countries; (4) high- UAI countries, since the firms located
in high- UAI countries are more conservative in offering premiums. It indi-
cates that national culture plays an important role in explaining international

differences in acquisition premiums.
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The joint effect of national culture and leverage deficit is examined. How-
ever, the interactions are insignificant by using different national-culture vari-
ables and different leverage-deficit measures. It suggests that national culture
has insignificant effect on the negative relation between leverage deficit and

acquisition premiums.

6 Robustness Tests

6.1 Controlling Alternative Formal Institutions

In examining the role of national culture as an informal-institutional set-
ting, I control formal institutions by using a country-level variable, SHARFE-
HOLDER, which is computed as the product of RULLAW and ANTID di-
vided by 10 (Rossi and Volpin (2004)). Specifically, RULLAW measures the
law and order tradition in the country; while ANTID is an aggregated share-
holder right index. Therefore, SHAREHOLDER is used to capture minority
shareholders’ effective rights.

As a first robustness check, I examine the role of national culture in
influencing acquisition choices by controlling alternative formal-institutional
variables from the aspects of accounting information quality (ACCSTD) and
legal origin (LEGCOM). ACCSTD is the average inclusion or omission of the
90 accounting and non-accounting items by examining 1990 annual reports
of the companies in the country; while LEGCOM is a dummy equals to one
if a country adopts the common law system. I replace SHAREHOLDER
with ACCSTD or LEGCOM in the regressions, and re-examine all results.
The results are qualitatively unchanged and confirm the finding. It suggests
that national culture influences acquisition choices after controlling formal
institutions (in particular, shareholder protection, accounting information

quality, and legal origin)[™|

10The results are not reported for brevity, and are available upon request.
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6.2 Excluding the U.S. Firms

U.S. firms account for a substantial fraction of the full sample. Specifically,
there are 55,088 U.S. firm-year observations which account for 31.20 percent
of the full sample. Thus, the results are possibly driven by U.S. observa-
tions, not by national culture. To address this issue, I construct a non-US
sub-sample by removing all U.S. firms and re-examine all models described
in section [3] The results are qualitatively consistent with full sample across
different acquisition choices variables and national-culture variables, and by
controlling alternative leverage-deficit measure. It suggests that the signifi-
cant role of national culture in influencing acquisition choices is not driven

by U.S. ﬁrms.@

6.3 Controlling Interactions between National-culture

Variables and Control Variables

National culture may indirectly impact acquisition choices through the effects
of other firm, industry, and country determinants. As a robustness test, I
include the interactions of national-culture variables and other firm, industry,
and country determinants (Z;,;,—1 x CULTURE}) in the model. The results
are unchanged. In particular, national culture influences probability and
size of acquisitions through the effects of leverage deficit, and MAS and
UAI attenuate the negative relation between leverage deficit and all-cash

acquisitions.

7 Conclusion

This paper sheds new light on firms’ acquisition choices by employing a

large sample of 176, 548 firm-year observations across 33 countries over two

'The Non-US subsample results are not reported for brevity, and are available upon
request.
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decades. I focus on the role of national culture in influencing probability,
size, payment method, and premiums of acquisitions.

Using Hofstede’s four cultural dimensions, I find robust evidence that
firms located in countries embedded with high power distance, high collec-
tivism, high masculinity, and high uncertainty avoidance are less likely to
undertake acquisitions. Further, such firms are less likely to acquire large
target, more likely to use cash, and pay less premiums to target firm. In
addition, this paper documents that national culture and leverage deficit
jointly effect acquisition choices. The results show that the negative relation
between leverage deficit and probability (size) of acquisitions is attenuated
for firms located in high-power-distance, high-collectivism, high-masculinity,
and high-uncertainty-avoidance countries. For firms in high-masculinity and
high-uncertainty-avoidance countries, the role of leverage deficit in influenc-
ing use of cash in acquisitions is mitigated.

The results are robust given the inclusion of formal-institutions, firm-,
industry-, and country-level characteristics. We conduct several robustness
checks. The evidence holds in sub-period samples or in samples excluding
U.S. firms. Our results are robust to control for alternative formal institutions
and alternative leverage-deficit measure. Overall, the results indicate that,
in addition to formal institutions, national culture plays an important role
in explaining cross-country variations in acquisition choices.

There are policy implications. In an acquisition context, firms should
manage their leverage deficit according to their culture background, as a
country’s culture characteristics influence the role of leverage deficit in influ-
encing acquisition choices. For instance, in order to increase the probability
of acquisitions, firms located in low- PDI countries should keep lower leverage
deficit, since the negative effect of leverage deficit on likelihood of acquisitions

is enhanced compared to high- PDI countries.
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Table 2: Descriptive statistics: This table presents the descriptive statistics of acqui-
sition, firm, industry, and country variables (Panel A) and national-culture and formal-
institutional variables (Panel B). The sample period is from 1990 to 2012. All variables
are defined in Appendix [A]

Panel A: Acquisition, firm, industry, and country variables

(1) N (2) Mean (3) Median (4) Std. Dev. (5) Min. (6) Max.
ACQ 176548 0.085 0.000 0.278 0.000 1.000
VALUE 176548 0.012 0.000 0.066 0.000 0.999
ALL_CASH 13646 0.502 1.000 0.500 0.000 1.000
PREMIUM_1DAY 2526 34.388 27.175 46.648 -98.030  809.090
PREMIUM_1WK 2528 39.117 30.980 52.077 -98.940 1122.220
PREMIUM_4 WK 2524 44.119 34.365 66.114 -98.100  1937.040
RSIZE 13646 -2.351 -2.425 1.297 -4.605 4.746
IND_ACQ 13646 0.348 0.000 0.476 0.000 1.000
PUBLIC 13646 0.212 0.000 0.409 0.000 1.000
PRIVATE 13646 0.470 0.000 0.499 0.000 1.000
MBID 13646 0.013 0.000 0.113 0.000 1.000
HOSTILE 13646 0.009 0.000 0.095 0.000 1.000
ML_DEF 176548 -0.002 -0.009 0.104 -0.889 0.897
OL 176548 0.443 0.000 0.497 0.000 1.000
ML 176548 0.284 0.226 0.255 0.000 0.940
SALES 176548 5.499 5.451 1.929 -3.057 9.949
MTB 176548 1.253 0.890 1.535 0.098 36.028
RD_DUM 176548 0.444 0.000 0.497 0.000 1.000
RD_EXP 176548 0.021 0.000 0.049 0.000 0.352
SELL_EXP 176548 0.208 0.166 0.159 0.011 0.864
PROF 176548 0.088 0.095 0.136 -0.708 0.475
TANG 176548 0.308 0.273 0.215 0.000 0.944
RET 176548 0.140 0.001 0.713 -0.931 4.755
ML_AVE 176548 0.271 0.220 0.233 0.000 0.913
IND_LIQ 176548 0.018 0.000 0.055 0.000 0.998
HERFINDAHL 176548 0.318 0.222 0.270 0.032 1.000
GDPC 431 25113 28953 16122 656 67805
GGDP 431 2.870 3.034 3.201 -13.127 14.781

Panel B: National culture and institutional variables

PDI 33 53.364 55 21.734 13 104
CLT 33 50.121 52 26.121 9 86
MAS 33 48.606 50 19.704 5 95
UAI 33 59.670 58 23.383 8 112
SHAREHOLDER 33 2.403 2.083 1.335 0.54 5
ACCSTD 31 65.613 65 9.570 38 83
LEGCOM 33 0 0 0.496 0 1
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Table 3: National-culture and formal-institutional variables: This table presents
indexes of Hofstede’s four national-culture dimensions (Columns 1-4) and formal-
institutional variables (Column 5-7) of 33 countries in the sample. All variables are
defined in Appendix [A]

Country PDI CLT MAS UAI SHAREHOLDER ACCSTD LEGCOM
o 2 6 (5) (6) (7)
Australia 36 10 61 51 4.00 75 1
Brazil 69 62 49 76 1.90 54 0
Canada 39 20 52 48 5.00 74 1
Chile 63 77 28 86 3.51 52 0
Denmark 18 26 16 23 2.00 62 0
Finland 33 37 26 59 3.00 77 0
France 68 29 43 86 2.70 69 0
Germany 35 33 66 65 0.92 62 0
Greece 60 65 57 112 1.24 55 0
Hong Kong 68 75 57 29 4.11 69 1
Indonesia 78 86 46 48 0.80 0
India 7 52 56 40 2.08 57 1
Israel 13 46 47 81 1.45 64 1
Italy 50 24 70 75 0.83 62 0
Japan 54 54 95 92 3.59 65 0
South Korea 60 82 39 85 1.07 62 0
Mexico 81 70 69 82 0.54 60 0
Malaysia 104 74 50 36 2.71 76 1
Netherlands 38 20 14 53 2.00 64 0
Norway 31 31 8 50 4.00 74 0
New Zealand 22 21 58 49 4.00 70 1
Peru 64 84 42 87 0.75 38 0
Pakistan 55 86 50 70 1.52 1
Philippines 94 68 64 44 0.82 65 0
South Africa 49 35 66 49 2.21 70 1
Singapore 74 80 48 8 3.43 78 1
Sweden 31 29 5 29 3.00 83 0
Switzerland 34 32 70 58 2.00 68 0
Thailand 64 80 34 64 1.25 64 1
Turkey 66 63 45 85 1.04 51 0
Taiwan 58 83 45 69 2.55 65 0
United Kingdom 35 11 66 35 4.28 78 1
United States 40 9 62 46 5.00 71 1
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A

Appendix: Variable definitions

A.1 Acquisition variables

Acquisition dummy (ACQ): A dummy variable equals to one if the firm

undertake an acquisition, and zero otherwise, (Source: SDC Platinum)

Acquisition value (VALUE): Ratio of total acquisition value to book

value of assets, (Source: SDC Platinum)

All cash acquisition (ALL_-CASH): A dummy variable equals to one if
the acquisition is entirety paid in cash, and zero otherwise, (Source:
SDC Platinum)

Acquisition premiums (PREMIUM_1DAY (PREMIUM_1WK, PRE-
MIUM _4WK)): The premiums of offer price divided by target closing
stock price 1 day (1 week, 4 weeks) prior to the announcement date,

expressed as a percentage, (Source: SDC Platinum)

Relative size (RSIZE): The natural Logarithm of the ratio of acqui-
sition value to acquirer’s total asset one year prior to the acquisition

announcement, (Source: SDC Platinum)

Within industry acquisition (IND_ACQ): A dummy variable equals to
one if acquirer and target belong to the same three-digit SIC, and zero
otherwise, (Source: SDC Platinum)

Public acquisition (PUBLIC): A dummy variable equals to one if target
is a public company at the time of the transaction, and zero otherwise,
(Source: SDC Platinum)

Private acquisition (PRIVATE): A dummy variable equals to one if
target is a private company at the time of the transaction, and zero
otherwise, (Source: SDC Platinum)

59



A.2

A.3

Competed acquisition (MBID): A dummy variable equals to one if there

are more than one bidder, and zero otherwise, (Source: SDC Platinum)

Hostile acquisition (HOSTILE): A dummy variable equals to one if the
acquirer makes an offer for target without prior negotiations, and zero
otherwise, (Source: SDC Platinum)

Leverage-deficit variables

Leverage deficit (ML_DEF'): Market leverage minus target market lever-
age, (Source: Worldscope)

Over-leveraged dummy (OL): A dummy variable equals to one if the

firm is over-leveraged, and zero otherwise, (Source: Worldscope)

National culture and formal-institutional variables

Power distance (PDI): Hofstedes cultural index on power distance,
(Source: Hofstede (2001))

Collectivism/individualism (CLT):100 minus Hofstedes cultural index
on individualism, (Source: Hofstede (2001))

Masculinity /femininity (MAS): Hofstedes cultural index on masculin-
ity, (Source: Hofstede (2001))

Uncertainty avoidance (UAI): Hofstedes cultural index on uncertainty
avoidance, (Source: Hofstede (2001))

Legal origin (LEGCOM): Dummy variable equals to one if a country
adopts the common law system, zero otherwise, (Source: La Porta,

Lopez-de-Silanes, Shleifer, and Vishny (1998))
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e Accounting standards (ACCSTD): Average inclusion or omission of the
90 accounting and non-accounting items by examining 1990 annual re-
ports of the companies. A higher value indicates a more transparency
information environment of the country. This items fall into seven cate-
gories (general information, income statements, balance sheets, fund of
flow statements, accounting standards, stock data and special items),
(Source: La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998))

e Rule of law (RULLAW): Measures the law and order tradition in the
country. The index is scaled from 0 (lowest tradition) to 10 (highest
tradition), (Source: La Porta, Lopez-de-Silanes, Shleifer, and Vishny

(1998))

e Anti-director rights index (ANTID): An aggregated shareholder right
index which including six dimensions. The index is formed by adding
1 when the country allows proxy the vote by mail; shareholders are not
required to deposit their shares prior to the general shareholders’” meet-
ing; cumulative voting or proportional representation of minorities on
the board of directors is allowed; an oppressed minorities mechanism is
in place; the country requires the shareholder to hold at least 10 per-
cent of share capital to call for an extraordinary shareholders’ meeting;
or shareholders have preemptive right that can be waived only by a
shareholders’ vote. This index is scaled from 0 (weakest shareholder
protection) to 6 (strongest shareholder protection), (Source: La Porta,
Lopez-de-Silanes, Shleifer, and Vishny (1998))

e Shareholder protection (SHAREHOLDER): Measure of minority share-
holders’ effective rights. It is computed as the product of RULLAW and
ANTID divided by 10. The index is scaled from 0 (weakest shareholder
protection) to 6 (strongest shareholder protection), (Source: La Porta,
Lopez-de-Silanes, Shleifer, and Vishny (1998))
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A.4 Firm-, industry-, and country-level variables

Market leverage (ML): Book value of debt scaled by market value of
assets. Market value of assets is defined as the sum of book value of

debt, market value of equity and book value of preferred stock, (Source:
Worldscope)

Sales (SALES): The natural Logarithm of net sales which deflated to
2005 U.S. dollars by using the U.S. GDP deflator, (Source: Worldscope)

Market to book (MTB): Ratio of market value of assets to book value

of assets, (Source: Worldscope)

Research and development dummy (R&D_DUM): A dummy variable
equals to one if research and development expenses are not reported,

and zero otherwise, (Worldscope)

Research and development (R&D): Ratio of research and development

expenses to book value of assets, (Worldscope)

Selling expenses (SEL_EXP): Ratio of selling expenses to sales, (World-

scope)

Profitability (PROF): Ratio of earnings before interest, taxes, depreci-

ation and amortization to book value assets, (Source: Worldscope)

Tangibility (TANG): Ratio of net property, plant and equipment to

book value of assets, (Source: Worldscope)
Stock return (RET): Annual stock return, (Source: Datastream)

Average market leverage (ML_AVE): The trailing 3 year average of

market leverage, (Source: Worldscope)

Industry M&A Liquidity (IND_LIQ): Sum of acquisitions value for each

industry-year scaled by the book value of assets of all firms in the same
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industry-year. Industry is classified based on three-digit SIC, (Source:
Worldscope)

Herfindahl index (HERFINDAHL): Sum of the squares of the market
shares of all firms in the same industry. Market share is defined as the
ratio of sales to sum of sales of the industry. Industry is classified based
on three-digit SIC, (Source: Worldscope)

GDP per capita (GDPC'): Natural log of GDP per capita measured in
U.S. dollar, (Source: World Development Indicator)

GDP growth (GGDP): Annual GDP growth rate, (Source: World De-

velopment Indicator)
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