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ABSTRACT

VALUE CREATION IN INTERNATIONAL
ACQUISITIONS: EVIDENCE FROM U.S.
FIRMS BUYING INTO CANADA

Taline Beshlian

This study attempts to investigate two main issues: (1) Whether international
acquisitions, in contrast to their domestic counterparts, create value for the shareholders
of acquiring firms, and (2) What explains the variation in the abnormal returns generated
by international takeover announcements. Using a dummy-variable approach and a
sample of 187 transactions between Canada and the U.S., we examine the stock behavior
of American companies that have purchased Canadian firms in the period 1982-1995, in
order to determine whether the market reacts differently to domestic and foreign takeover
announcements, and more specifically, to transactions between these two countries.
Characteristics of the bidding firm and its industry, as well as of the acquisition and the
economical environment were examined to identify the variables enhancing wealth

creation.

Consistent with prior research, significant positive abnormal returns to American
firms announcing the acquisition of Canadian companies are reported. Moreover,
evidence shows that the wealth created by international acquisitions is a function of the
bidding firm’s prior level of international exposure, the degree of the firms’ relatedness,
the foreign exchange rate, and the Tax Reform Act of 1986. Furthermore, the method of

payment, the ownership status of the target firm, whether the firm was purchased by a



Canadian subsidiary, and the bidder’s stock exchange seem to also play a role in

explaining the abnormal returns generated by diversification to the acquiring firms.
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I - Introduction

Since the merger "boom" of the 1980's, the topic of mergers and acquisitions has
been the focus of many studies. Research concentrated on determining whether takeovers
actually created gains, as predicted by synergistic theory, and if so, how the gains were
distributed between the bidding and target firms. However, these studies took for the
most part, a domestic outlook, and results were obtained only according to national data.
It was not until the late 1980's that attention has really been given to the international
takeover activity. Foreign acquisitions have grown with the emergence of global market
development and events such as the birth of the European Community. For example, data
compiled by Mergers and Acquisitions shows that in 1985, foreign firms spent almost
$20 billion buying U.S. companies, a 25% increase since 1981 (Shaked, Michel &
McClain, [1991]), while U.S. acquisitions of foreign firms increased from $1.5 billion in
1979 to more than $14 billion in 1989 (Markides & Ittner [1994]). Moreover, the value of
transactions involving a foreign acquirer of a Canadian company increased to $11.5
billion in the first half of 1997 from $6.3 billion in the same period in 1996. (The Globe
and Mail, July 8 1997). This is due partly to governments gaining control of deficits and
to developing more business-friendly environments. Acquisitions are seen as necessary

strategic investments permitting firms to take their place in today’s global environment.

The literature on foreign direct investment and the market for corporate control
suggests that foreign mergers and acquisitions are motivated by several factors including

imperfections and asymmetries in capital markets, differences in tax codes



(Scholes & Wolfson [1990]), differences in currency strength, and incumbent

management acting in self-interest at the expense of shareholders (Jensen [1986]).

Many studies have attempted to discover the effects of international
diversification through acquisitions, more specifically to determine if these foreign
acquisitions, in contrast to their domestic counterparts, create value for the acquiring
firms as well as for the target firms. However, most of these studies focus on the
American market, while very few have explored the Canadian market. This will be the

objective of this study.

Using a dummy-variable alternative approach to the standard event-study
methodology, and a sample of 187 transactions between Canada and the U.S. obtained
from the Foreign Acquisitions Roster of Merge('s and Acquisitions, we examine the stock
behavior of American companies that have purchased Canadian firms in the period 1982-
1995, in order to determine whether the market reacts differently to domestic and foreign
takeover announcements, and more specifically, to transactions between these two
countries. We also use cross-sectional regressions to verify if the industry, the bidder’s
level of international experience and tax reforms affect the size of the market reaction

generated by these acquisitions.

Consistent with prior research, we report significant positive abnormal returns to
American firms announcing the acquisition of Canadian companies. Moreover, the

evidence from our analysis finds that the wealth created by international acquisitions is a



function of the bidding firm’s prior level of international exposure (with firms going
abroad or in the target country for the first time benefiting the most), the degree of the
firms’ relatedness (with ﬁrrrfs' buying into different industries generating the greatest
returns), the foreign exchange rate, and 'ch_e~ Tax Reform Act of 1986. Finally, using the
method of payment, the ownership status of the target firm, whether the firm was
purchased by a Canadian subsidiary of the parent firm, the bidder’s stock exchange, and
the relative size of the target compared to the bidder as control variables, we discover that
these variables shed some more light on the abnormal returns generated by diversification

to the acquiring firms.

The remainder of the paper is organized as follows: Section II presents a review
of the literature on international acquisitions. Section III describes the data and provides
summary statistics of the sample. Section IV details the methodology, and provides an
explanation of the variables used in the cross-sectional regression analysis. Finally,
Section V presents and interprets the results, while Section V1 contains a brief summary

and concluding remarks.

)



Il - Related Work and Hypothesis Development

2.1 Value Creation in International Acquisitions

Direct investments in general, and acquisitions in particular, have long been
regarded as vehicles for bridging capital market imperfections and asymmetries. Finance
theory suggests that international acquisitions allow firms to diversify abroad and to be
motivated by market imperfections. If international capital markets are perfectly
integrated, if transaction costs are low, and if investors are risk-averse and rational, there
should be no diversification benefits in foreign investment that could not be replicated by
an investor in the company’s home country. However, control of capital flow, different
trading costs and tax structures and, foreign exchange rate fluctuations and disparities.
make markets imperfectly integrated, thus creating an opportunity for an international
investor (Shaked, Michel & McClain [1991]). Other elements that have been documented
to motivate foreign diversification include informational externalities captured by the
firm in the conduct of international business (e.g.: learning cost externalities), cost
savings gained by joint production in marketing and manufacturing (Doukas & Travlos
[1988]), and finally, market entry. Many foreign firms believe that it is cheaper to buy
established consumer products than to develop a new line. This way, the firms can also

acquire advanced technology and a skilled labor force already in place.

One of the principal goals of research on international diversification is to

determine how the value created by foreign mergers and acquisitions compares with the



value creation of domestic acquisitions. Studies have shown that, on average, wealth
gains generated by international acquisitions are positive and significant. (Harris &
Ravenscraft [1991], Markides & Oyon [1991], Shaked, Michel & McClain [1991],
Morck & Yeung [1992], and Markides & Ittner [1994]). While the evidence on domestic
acquisitions also shows that corporate takeovers generate positive gains, all the benefits
seem to be going to the target firms, leaving the acquirers with zero, or even negative
significant returns, whereas bidding firms involved in foreign transactions are found to
benefit from positive abnormal returns. For example, Markides & Ittner [1994] report a
significant two-day cumulative abnormal return of 0.32% for bidders acquiring foreign
firms, comparable to 0.50% for Markides & Oyon [1991], and to 0.29% for Morck &
Yeung [1992], for the same event window. Targets have also been found to profit from
significantly higher gains. (see Harris & Ravenscraft [1991], and Shaked. Michel &

McClain [1991]).

What factors then, could explain the positive abnormal returns created by foreign
takeovers and more specifically to the bidding firms? In their study, Markides & Ittner
[1994] classify the variables that significantly affect the value generated by an
international acquisition into five groups: The nature of the bidding firm’s industry, the
nature of the acquisition, the macroeconomic environment, the nature of the acquiring

firm. and the nature of the target’s home country. These are discussed below.



2.1.1 The Nature of the Bidding Firm's Industry

Characteristics of the acquiring firm’s industry could explain a part of value
creation. For instance, theory suggests that benefits from international diversification will
be higher for firms possessing intangible firm-specific assets, such as research and
development technology, that they wish to exploit in another market. Hams &
Ravenscraft [1991], and Morck & Yeung [1992] provide evidence supporting this theory.
When comparing returns generated by foreign acquisitions to firms of different
industries, they find that both target and acquirer wealth gains are higher for companies
in the research and development, and advertising-intensive sectors. Furthermore, in
examining the relationship between a firm’s degree of multinationality and its market
value, Morck & Yeung [1991] find a positive correlation between these two variables.
They maintain that a multinational firm has an advantage due to firm-specific intangible

assets that allows it to overcome the adversity of doing business in a foreign location.

2.1.2 The Nature of the Acquisition

Specific characteristics of the acquisition process between two firms could also
play an important role it explaining the value generated by an international takeover. The
bidding and target firms’ degree of relatedness (whether they operate in the same industry
or not), the relative size of the target to the acquiring firm, the method of payment used
for the transaction, and the presence of competition for the target firm are characteristics

which have been documented in the literature.



Many studies, such as Fatemi & Futado [1988], and Markides & Ittner [1994],
have supported the prediction that related acquisitions are expected to have higher
benefits and lower integration costs than unrelated acquisitions, consequently
engendering a significant and positive relationship with wealth creation. This is because
it is assumed that the bidding firm is going into an area with which it is already familiar.
and hence the costs of integrating both businesses are reduced. On the other hand
however, Doukas & Travios [1988] find that this factor is insignificant for firms already
operating in the target firm’s country, but is positively significant for firms that expand
into new territories. They argue that international diversification that takes the expanding
firm into a new market is expected to enhance the firm’s international network and thus

result in positive valuation effects.

Evidence from both domestic and foreign acquisitions suggests that the relative
size of the target firm to the bidding firm should play a large role in explaining abnormal
returns. The larger the target company, the larger should be the returns to the acquirer, as
the acquisition of a small target should have little impact on the bidding firm’s stock.
Jarrell & Poulsen [1989], and Markides & Ittner [1994] support this evidence and find

that the relative size is positively correlated with returns to the bidder.

The form of payment (cash versus equity issue) has been found in the domestic
acquisition literature to have explanatory power. Wansley, Lane & Yang {1983], Huang
& Walkling [1987], and others, have found that acquisitions financed with cash and/or

debt generate higher excess returns for target firms than stock-financed acquisitions.



Similarly, Travlos [1987], and Franks & Harris [1989] found cash offers to be positively
related with the acquirer's returns. This is due to the negative signaling effect of stock.
which implies that an equity issue signals an overvaluation of stock, while a cash issue
signals an undervaluation of stock. On the other hand, the international acquisitions
studies of Morck & Yeung [1992], and Markides & Ittner [1994] reported insignificant
results for the method of payment reasoning that stock financing was not significantly

related to abnormal retums.

Finally, competition for the target has been found by Bradley, Desai & Kim
[1988], and Jarrell & Poulsen [1989] to have a strong negative correlation with returns to
acquirers. Cebenoyan, Papaioannou & Travlos [1992] conclude that returns from
international takeovers are only higher than returns in domestic takeovers when there is
presence of competition in the market. Synergistic theory implies that the total takeover
gain is made up of the gains stemming from the target's and the bidder's separate
contribution to the synergistic benefits. If a foreign acquirer can produce superior
takeover gains. the excess return will be reflected in the target firm's excess gain only
when the degree of competition is so strong as to force the foreign bidder to share the

excess economic benefits of the acquisition with the target firm.

2.1.3 The Macroeconomic Environment

Two economic variables have surfaced in almost all of the studies on international

diversification. They are the differences in tax structures and foreign exchange rates.



Parrino, Boebel & Harris [1994] maintain that tax differences between foreign and
domestic firms have a significant effect on investments across national boundaries and on
the pricing of assets on the acquisition market. The 1981 Economic Recovery Tax Act
(ERTA) increased tax incen;cives for domestic takeovers in the U.S., while the Tax
Reform Act of 1986 (TRA) reduced the country’s marginal corporate tax rate, making it a
tax haven for many European and Japanese firms that face higher corporate tax rates in
their home countries (Scholes & Wolfson [1990]). However, the Canadian tax system
does not offer foreign investors as many incentives. As a matter of fact, foreign investors
suffer from non-resident tax preventing them to receive any credits. Thus, they must pay
taxes at the highest possible rate (approximately 38%). Another disadvantage is that they
lose the Refundable Dividend Tax On Hand (RDTOH). This might therefore discourage
foreign companies to invest in Canada. Cebenoyan et al. [1992] studied the effects of
both tax regimes (1981 and 1986). They found, like Scholes & Wolfson [1990] and
Harris & Ravenscraft [1991], that the tax reform of 1981 favored domestic acquirers
relative to foreign acquirers with regards to tax—induced acquisitions benefits. However,
along with Markides & Ittner [1994], they report that the tax reform of 1986 did not have

any significant explanatory power.

Differences in and movements of exchange rates have also been identified in
explaining the value created by international acquisitions. According to Frost and Stein
[1991], acquirers will have purchasing advantages when their currency is strong
relatively to the target country's currency since they have more funds to finance the

transaction, thus giving them a competitive edge. Consistent with this theoretical model,



Harris and Ravenscraft [1991], Cebenoyan et al. [1992], Kang [1993], and Markides &
Ittner [1994] all find that acquirer wealth gains are positively related to the strength of

the acquirer’s currency vis-a-vis that of the target.

2.1.4 The Nature of the Acquiring Firm

Specific aspects of the acquiring firm are described in the literature as having
important explanatory powers. These are the (acquiring) firm’s performance, its level of
international exposure, and the degree of capital market integration. For instance, a firm’s
performance can signal its degree of effectiveness and efficiency. Accordingly, Morck,
Schleifer & Vishny [1990], and Lang, Stultz & Walkling [1991] report that the acquiring

firm’s performance has a positive effect on its wealth creation.

The acquirer's prior international experience may also affect the foreign
acquisition's value. Fatemi [1984] has found positive abnormal returns for firms investing
across-the-border for the first time in a specific country. Doukas & Travlos [1988] also
find positive abnormal returns for diversification in a new country (daily average
abnormal return of 0.31%, significant at the 5% level on the announcement day), but find .
no abnormal returns for first-time international expansion. They also report that
shareholders of internationally expanding domestic firms experience insignificant
positive abnormal returns at the announcement of the acquisition. Takeover
announcements for multinationals already operating in the target firm's country have
insignificant negative effects on the firm's stock prices while those not already operating

in the target firm's country, on average, have a significant positive effect. Moreover, they
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find evidence that the market recognizes the potential of excess takeover gains for U.S.
multinationals that expand into new industries. Additionally, Marr, Mohta & Spivey
[1992] find that foreign acquired targets are affected by whether the foreign bidder has

operations in related lines of business.

2.1.5 The Nature of the Target's Home Country

Fatemi & Futado [1988] and Markides & Oyon [1991] demonstrate that
international acquisitions will create value when the market for corporate control in the
target’s home country is not perfectly competitive. This will prevent the real net benefits
to acquiring firms created by foreign takeovers from being, on average, wiped out in a
bidding “auction”. Moreover, integrated markets allow individual investors to potentially
acquire most of the benefits of international diversification through optimal international
portfolio diversification. On the other hand, if capital markets are fragmented, negative or
zero NPV international takeovers may look attractive to investors for portfolio

diversification reasons.

This implies that the nature of the target’s home country will affect the value
generated by an acquisition in two ways. First, the benefits of international diversification
through acquisition will vary across countries depending on the competitiveness of each
country’s market for corporate control — which varies from country to country. For
example, the British market is considered a much more active and competitive market
than any of the continental European markets, but still less than the U.S. market

(e.g., Conn & Connell [1990]). Second, gains will depend on the degree of capital market

1



integration, which also differs across countries. For example, in a multi-country
comparison of capital markets, Adler & Dumas [1983] found that there is a much higher
degree of integration between the U.S. and Canadian markets, than between the U.S.
market and the European one. When markets are perfectly integrated. there will be Iittle
possibility for extra gains. If they are not perfectly integrated however, an investor will be
able to take advantage of information asymmetries, and of disparities in foreign exchange

rates and tax systems.

The five categories just described identify variables that significantly affect the
value generated by an international acquisition, and more specifically, how they have
been found to influence the acquiring firm’s gains. However, the acquired firm also has a

clear potential for profits, because the greater the expected net benefit from the acquirer's
perspective, the larger the affordable premium to be paid. It has been found in several
studies (e.g.. Harris & Ravenscraft [1991] and Cebenoyan et al. [1992]) that the mean
takeover premia paid by foreign investors are significantly higher than these paid by
domestic investors. Evidence to explain part of the difference has been found in exchange
rates (Harris & Ravenscraft [1991] and Swenson [1993]), the level of foreign investment
(Cebenovan et al. [1992]), bidder and transaction characteristics (Kang (1993]), and
target relatedness (Marr et al. [1991]). Aliber [1970] suggested that differences in the
two firms' cost of capital could account for differences in the purchase price. Moreover,
the foreign acquirer could make a higher bid for the target than a domestic acquirer

because it has a different stream of cash flows. Another possible explanation is that the



foreign acquirer is not fully informed about the target's market and as a result becomes a
victim of the "winner's curse", making it overpay for the target.

Conversely, Dewenter [1995], using transactions from two specific industries, chemical
and retail, finds no evidence that foreign mean takeover premia are higher than domestic
takeover premia. She also finds that the sensitivity of takeover premia levels to standard
transaction characteristics does differ across.buyers: Foreign investors do pay more than
domestic investors in hostile transactions, but pay less when there are rival bidders. These

factors will then influence the acquirer’s gains.

In summary, the variables which have been reported by the existing literature to
affect the creation of benefits generated by foreign acquisitions, as well as the size of
these benefits, can be classified into five general categories (according to Markides &
Ittner [1994]): The nature of the bidding firm’s industry, the nature of the acquisition, the
macroeconomic environment, the nature of the acquiring firm, and the nature of the
target’s home country. These variables are: The bidder’s possession of intangible assets,
its degree of multinationality, the degree of relatedness between the acquiring and target
firm, the relative size of the target to the bidding firm, the method of payment, the degree
of competition for the target firm, differences in tax structures and in foreign exchange
rates between countries, the acquiring firm’s performance, its degree of international

exposure, and finally, the degree of capital market competition and integration.



TABLE |

Summary of Results from Previous Studies on International Acquisitions

Abnormal Returns Gonclusion Study
Returns to Bidder Significant positive abnormal Markides & Oyon [1991] CAR = 0.50% t1.73
retumns Morck & Yeung [1982] CAR=0.20% t=1.86
Markides & ittner [1994] CAR =0.32% t=1.89
Returns to Target Significant positive abnormal Harris & Ravenscraft [1991]

returns

Differences in Takeover Premia

Shaked, Michel & McClain [1891]

Conclusion

Study

Domestic vs Foreign Buyer

Explanatory Variables

On average,foreign buyérs pay
more for targets than domestic
buyers

Conclusion

Aliber [1970]

Harris & Ravenscraft [1991]
Marr et al. [1981]
Cebenoyan et al. [1992]
Kang [1983]

Swenson [1993]

Study

The Nature of the Bidding Firm's Industry

Presence of Intangible Assets

The Nature of the Acquisition

Relatedness

Relative Size (target/bidder)

Form of Payment (cash vs stock)

Competition for Target Firm

Wealth gains higher in R&D and
advertising intensive industries

Positive correlation between firm's
market value and multinationalism

Positive correlation between degree
of relatedness of firms and gains

Positive correlation with returns to
bidder

Cash positively correlated to
acquirer's returns, stock negatively
correlated to acquirer's returns

Gains from international takeovers
higher than gains from domestic
takeovers when competition exists
Strong negative correlation with
returns to acquirer

14

Harris & Ravenscraft [1991]
Morck & Yeung [1891]

Morck & Yeung [1991]

Doukas & Travios [1988]
Fatemi & Futado [1988]
Marr, Mohta & Spivey [1982]

Jarrell & Poulsen [1989]

Travios [1987]
Frank & Harris [1989]

Cebenoyan et al. [1992]

Bradley, Desai & Kim [1988]
Jarrell & Poulsen [1989]



Explanatory Variables

Conclusion

Study

The Macroeconomic Environment
Differences in Tax Systems

Foreign Exchange

The Nature of the Acquiring Firm
Acquiring Firm's Performance

Bidder's intemational Experience
*Going abroad for 1st time

*Diversification in new country

*Multinationals Already
Operating in Target's Country

*Multinationals Not Already
Operating in Target's Country

Tax reform of 1981 favored domestic
acquirers over foreign acquirers

Tax reform of 1986 neutralized this
effect

Positive correlation between bidder’s

gains and the strength of its
currency vis-a-vis the target's

Positive correlation with bidder's
returns.

Positive abnormal returns
No abnormal returns
Positive abnormal returns
Insignificant negative effect

Significant positive effect

The Nature of the Target's Home Country

Degree of Market Competition

Capital Market Integration

Value creation enhanced when the
target's market is not perfectly
competitive

Positive correlation with acquirer
gains

Scholes & Wolfson [1990]
Harris & Ravenscraft [1991]
Parrino, Boebel & Harris [1994]

Harris and Ravenscraft [1991)
Cebenoyan et al. {1992

Kang [1993]

Markides & Ittner [1994]

Morck,Schieifer & Vishny [1990]

Fatemi [1984]

Doukas & Travios [1988]
Doukas & Travios [1988]
Doukas & Travlos [1988]

Doukas & Travios [1988]

Fatemi & Futado [1988]
Markides & Oyon [1991]

Adler & Dumas [1983]
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2.2 Hvpotheses and Predictions

Most of the studies that have been done on international diversification have
focused mainly on the American market, by looking at either foreign firms buying into
the U.S. or U.S. firms buying into other countries. However, none have specifically
explored the Canadian market. Based on the fact that Canada is one of the most active
countries involved in cross-border acquisitions with the United States, and since there
exists many similarities as well as a high degree of market integration between the two
neighboring countries, it would be interesting to examine how bidding firms benefit from
these similarities in the acquisition process, and to also explore what differences could
exist. Moreover, all of the studies have samples covering the seventies and the eighties
time period. It would be interesting to explore the issue at hand with a more recent

sample.

Using a sample of 187 transactions, this study examines the stock behavior of
American companies that have purchased Canadian firms in the period 1982-1995, in
order to determine whether the market reacts differently to domestic and foreign takeover
announcements between these two countries. Applying a dummy variable alternative
approaéh to the standard event study methodology, abnormal and cumulative abnormal
returns associated to the bidding company are calculated. Finally, using a set of
explanatory variables taken from the existing literature, which are the industry, the
acquirer’s level of international exposure, foreign exchange, and taxes, we perform a

series of cross-sectional regressions on the abnormal returns to determine if these factors

16



create value for the international acquisitions. We furthermore control for the method of
payment, the bidder’s exchange, whether the target firm is publicly or privately owned.
the percentage of the target acquired by the bidding firm, whether a Canadian subsidiary
of the parent firm performed the takeover, and the relative size to see if these variables

affect the results.

Hypotheses and predictions about the four major variables and about the possible
results can now be formulated. First, based on the existing literature, American bidding
firms acquiring Canadian target firms should benefit from significantly positive abnormal
returns. Second, the size of these positive returns should be influenced by the degree of
relatedness of the target -and bidding firms, the acquiring firm’s level of international
exposure, the foreign exchange rate, and tax reforms. These have been the most
commonly tested variables, as well as those which have been documented to hold
explanatory power. These four variables should therefore provide an explanation for the
size of the abnormal returns generated to the bidding firm. It can be stated then that firms
acquiring companies in the same industry, firms going across, or establishing operations
in Canada for the first time, and firms investing in a country with a weaker currency than
their own, should benefit from higher returns than their counterparts. As previous studies
have shown, we expect the degree of relatedness, and the foreign exchange rate to have a
positive correlation with wealth creation. The tax reform variable (more specifically the
Tax Reform Act of 1986) should show a positive relationship with the returns, while the
degree of the acquirer’s international exposure should be significant and positive for

firms investing abroad or in Canada for the first time.
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III — Data and Sample Description

3.1 Data Collection

The sample analyzed in this study contains U.S. firms that have bought Canadian
firms during the fourteen-year period from 1982 through 1995. A search of the Foreign
Acquisitions Roster of Mergers and Acquisitions identified 450 transactions between the
U.S. and Canada. The event date of each foreign acquisition is the date of the offer’s
initial public announcement found through Canadian and American newswires (Reuters)
obtained from the Lexis-Nexis libraries. To be included in the final sample, each
acquisition announcement had to meet the following criteria:

1. No major confounding announcements (i.e. earnings, dividends. share repurchase)
were made within +/- 4 days of the announcement day.
2. The acquiring firm’s stock price returns were available on the CRSP (Centre for

Research on Stock Prices) tapes.

For each acquisition, additional data was collected in order to run the cross-
sectional regressions. The method of payment variable, the percentage of the target firm
acquired by the bidding firm, and information on whether a Canadian subsidiary had
performed the takeover, were obtained from SEC reports, found on Lexzs-Nexis, and from
Mergers and Acquisitions. The bidder’s exchange, the industry’s 2-digit and 4-digit SIC
codes for both the bidder and the target ﬁrfns, and the ownership status of the target were

also determined from SEC reports. The relative size had two components: First, the dollar
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value of the acquisition, taken as a proxy for the target firm’s size, was obtained from
Mergers and Acquisitions and from SEC reports and newswires found on Lexis-Nexis.
The bidding firm’s size was determined by the value of its equity taken from the
Compustat database. Final]y,' the Canadian/U.S. exchange rates for the sample period
were obtained from Ernst & Young’s archives, while information on the acquirer’s

international experience was gathered by consulting Moody’s Industrial Manuals.

Due to missing stock prices, announcement dates, or to unclear information about
the transactions, the sample was reduced in size, leaving us with a clean sample of 187
reported foreign acquisitions made by 162 American firms. It is evident that 25 of the
companies made more than one Canadian acquisition over the fourteen-year period. In
order to eliminate any kind of bias due to confounding events when some of these
transactions occurred in a period interval of less than 6 months, we formed a different
sample excluding these problem transactions. This did not materially affect the results of

our study. Therefore, we report results pertaining to the whole sample.

3.2 Sample Statistics

Table II represents the distribution of the sample’s foreign transactions across
years. The majority of the acquisitions seem to have taken place at the end of the 1980’s,
and in the 1990’s. Fifty-four percent of the acquisitions occurred between 1990 and 1995,
while 25% occurred between 1987 after the stock market crash, and 1989, year of the

U.S.-Canada Free Trade Agreement. This distinguishes our sample from those in other
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studies in that it incorporates a great deal of recent data, which allows us to determine if
recent economic conditions have influenced the abnormal returns surrounding the

announcement of a foreign acquisition.

Table III presents summary statistics of all the explanatory variables used in our
analysis. Most acquisitions (80%) were performed after the 1986 Tax Reform Act was
established, suggesting that this reform may have enhanced incentives for U.S. firms to
invest abroad. Furthermore, most transactions were made in cash, whereas only 17%
were paid with stock. A possible explanation for cash being the more popular method of
payment is that many of the acquiring firms did not have securities traded on the
Canadian market, making cash an easier option to pay for the acquisitions. Twenty
percent involved another form of payment, which consisted of any combination of cash,

stock or debt. These figures are consistent with Markides & Ittner ‘s (1994) figures.

Most acquirers (65%) were traded on either the New York or the American Stock
Exchange. Moreover, an overwhelming majority had already engaged in international
operations, and more specifically, 76% had prior experience in Canada. These firms
therefore had an advantage, in that they were not venturing into an unknown territory.
They were already familiar with the Canadian market and its characteristics.

As expected, most acquisitions (65%) were related in nature (when comparing 2-digit
SIC codes) suggesting that U.S. acquirers used the acquisitions to transfer some of their
expertise abroad. Only 13% of the takeovers were performed by Canadian subsidiaries.

The majority of the target firms were privately held, making it harder for the market, as
well as for the bidding firms, to obtain information about the Canadian firms and to

approximate their value. In addition, the target firms were all much smaller in size than



their American partners. Finally, the average foreign exchange rate between Canada and
the U.S. for the sample period is a negative 0.75%, as the Canadian dollar was cheaper

than its American counterpart.



TABLE Il

Frequency Distribution by Year of 187 Announcement Dates
of U.S. Corporate Takeovers of Canadian Firms,
Period 1982-1995

Year Frequency %
1982 4 21
1983 5 2.7
1984 7 3.7
1985 12 6.4
1986 11 5.9
1987 17 9.1
1988 15 8.0
1989 15 8.0
1990 14 75
1991 8 43
1992 20 10.7
1993 18 9.6
1994 21 11.2
1995 20 10.7
total 187 100.0



TABLE Il

Summary Statistics of Explanatory Variables

Sample of 187 American Acquisitions of Canadian Firms Between 1982-1995

Panel A: Sample Size

Total Total _ Total

Known Unknown Size
INDUSTRY® 93 94 187
INTERNATIONAL EXPERIENCE 119 68 187
FOREIGN EXCHANGE 187 0 187
TAX 187 0 187
RELATIVE SIZE 44 143 187
METHOD OF PAYMENT 87 100 187
BIDDER'S STOCK EXCHANGE 184 3 187
ACQUISTION BY SUBSIDIARY 187 0 187
PERCENTAGE ACQUIRED 187 1 187
TARGET OWNERSHIP 70 17 187

Panel B: Descriptive Statistics

Mean Standard
(%) Deviation(%)

INDUSTRY
2-Digit 64.52 48.11
4-Digit 48.46 50.27
INTERNATIONAL EXPERIENCE
Foreign Experience 84.87 3598
Experience in Canada 75.63 44311
FOREIGN EXCHANGE -0.75 6.33
TAX 79.68 40.35
RELATIVE SIZE 10.22 12.53
METHOD OF PAYMENT
Cash 89.77 49.32
Stock 17.24 37.99
BIDDER'S STOCK EXCHANGE 67.39 47.01
ACQUISTION BY SUBSIDIARY 13.37 3412
PERCENTAGE ACQUIRED 91.62 21.81
TARGET OWNERSHIP 3571 48.26



Panel C: Additional Information

Total %
Firms with Matching 2-digit SIC Codes 60 65
No Match - 33 35
Firms with Matching 4-digit SIC Codes 46 49
No Match 47 51
Firms with International Experience 101 85
Firms without International Experience 18 15
Firms with Experience in Canada 90 76
Firms without Experience in Canada 29 24
Acquisitions Performed before TRA"'86 38 20
Acquisitions Performed after TRA '86 148 80
Cash Transactions 52 60
Stock Transactions 15 17
Other Alternatives® 20 23
Firms Listed on NYSE or AMEX 124 67
Firms Traded on NASDAQ or OTC 60 33
Firms Acquired by Canadian Subsidiary 25 13
Public Target Firms 25 36
Private Target Firms 45 64

a. Method of Payment, Bidder's Exchange, Industry, International Experience, Ownership,
Subsidiary and Tax are dummy variables.

b. TRA of 1986 is the Tax Reform Act of 1986

c. Alternative methods of payment include any combination of cash, stock, or debt.
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IV — Empirical Methods

4.1 Model Calculating Abnormal Returns

Standard event-study methodology is used to assess the effect of acquisition
announcements on shareholder wealth. The most crucial assumption of this methodology
is that markets are efficient (at the semi-strong-form level), which implies that the price
of any security embodies all currently available public information and reflects new
public release of information instantaneously. The most commonly used event-study
methodology is based on a market model described by Fama [1976]. However, we
measure the stock market’s reaction to announcement of foreign acquisitions using a
dummy variable technique. According to Karafiath [1988], this approach is equivalent
and more convenient to use than the traditional two-step approach. The latter must first
estimate the market model regression parameters from the pre-event data only, and then
the abnormal returns (or forecast errors) and their respective t-statistics are calculated for
the "event window" using regression parameters from the pre-event data and market data
from the "event window". The dummy variable technique provides both prediction errors

and correct test statistics in one step, and renders the same results as the standard method.

This dummy variable technique is based on the standard market model regression,
with a vector of (0,1) dummy variables set on its right hand-side. For each observation in
the forecast interval [-250,50], where t=0 is the announcement day, there is a dummy
variable that has a value of one for the days that constitute the desired event period, and

of zero elsewhere. For example, to calculate the returns on the announcement day, the
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