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INTRODUCTION
· This article examines the motives underlying the payment method in corporate acquisitions. As we know the link between a firm's investment opportunities and its corporate finance has long been an interesting subject of corporate finance research. Myers in his article, "Determinants of Corporate Borrowing" recognises the similarity between investment opportunities and call options. His conclusion is that firm whose value depends more on growth options should finance themselves more with equity than with debt.

· However, the empirical evidence on this topic is somewhat mixed. Titman and Wessels (1980) find no evidence that debt ratios are related to a firm's expected growth, although Smith and Watts (1992) and Bradley, Jarell, and Kim (1984) report a significantly negative relation between growth opportunities and financial leverage.

· Whereas those articles focus on the relation between investment opportunities and how firms finance their portfolio projects, this article examines how firms finance a particular type of investment, i.e. a corporate acquisition. How do the characteristics of the acquiring firm, the target firm, and the acquisition itself contribute to the method of financing.

· Previous studies in the corporate acquisition showed that acquiring firm's stock typically experiences a negative price reaction in stock-financed acquisition. Acquiring firm with stock-financed has lower return compared to cash-financed. This poor acquiring firm performance is not confined just to the announcement period. Linn and Switzer (1994) find that acquiring firms experience significantly worse industry and size adjusted operating performance for up to five years following an acquisition. Thus, an important issue in this study is the motivation of acquiring firms to use stock vis-à-vis cash financing.

· To investigate the relation between payment method and uncertainty in bidder and target value, this article examines characteristics of bidders and targets such as size and investment opportunities. These two characteristics are predicted to be positively related to uncertainty in bidder and target value. Acquirer's and target's investment opportunities are important determinants of the method of payment, although acquiring firm size is not related to payment method.

· This article will also examine other characteristic of the acquisitions, such as the acquirer's ownership structure, its ability to pay cash, and the mode of the acquisition. 

HYPOTHESES

Martin develops seven hypotheses in order to explain the motives determining the method of payment in corporate acquisitions.  The first hypothesis is Investment Opportunities hypothesis.  In an article by Myer (1977), he talks about the link of growth opportunities and corporate borrowing activity.  In his model, a firm’s borrowing is inversely related to the extent that the firm’s value depends on the value of future investment opportunities.  This came about from thinking that the state of the world the firm faces in the future may be so unfavorable as to preclude the firm from undertaking the investment.  This theory provides explanation why managers tend to base target debt ratios on assets-in-place rather than on investment opportunities.  The higher the assets-in-place, the higher debt ratio.  

The second hypothesis is Risk Sharing hypothesis.  It explains the availability of detailed information about the target firm in a publicly traded firm.  In Hansen’s model (1987), the choice of payment medium under conditions of asymmetric information between the target and the bidder.  If the target knows its value better than the bidder does, the bidder would rather use stock thus forcing the target to share in any post-acquisition revaluation effects. 

The third hypothesis is Control hypothesis. Managers with larger ownership stakes should be less likely to issue stock to finance acquisitions. They will be reluctant to use stock to finance acquisitions if doing so will dilute their control and lead to outside intervention.  This argument is presented by Stulz (1988) and Jung, Kim, and Stulz (1995).  At both very low and very high levels of ownership, managers are likely to be unconcerned about the impact of dilution of control. In the middle range, increases in ownership would lead to a lower likelihood of stock financing. 

The fourth hypothesis is Cash Availability hypothesis.  The cash availability hypothesis is supported by an article by Myers (1984).  This article says that internal finance will be the first option of funding of a corporate acquisition if the firm has a financial slack.  The hierarchy is as follows: internal financing, borrowing, then external equity financing.  His argument is that issuing stock will result in delays and huge underwriting costs.  Another point is that managers would be less likely to issue stock when their firm is undervalued by the market.   

The fifth hypothesis is Outside Monitoring hypothesis.  This hypothesis is inline with an article by Jensen and Meckling (1976), “The Theory of the Firm: Managerial Behaviour, Agency Costs and Ownership Structure”.  It says that shareholders bear the agency cost in order to guarantee that managers will not take certain actions which would harm them and to ensure that they will be compensated if he does take much actions.  In 1991, Jensen argues that active investors provide benefits because of their incentive to undertake costly monitoring.  Since empirical evidence indicates that stock-financed acquisitions typically reduce the wealth of the acquiring firm’s shareholders, the likelihood of acquisitions being financed in this manner should be lower when institutional shareholdings and blockholdings are higher.  

Another hypothesis is the Mode of Acquisition Hypothesis.  Acquisitions using stock as consideration, whether structured as a tender offer or a merger, must be made in accordance with the Securities Act of 1933, which may lead to substantial delay, since a registration statement must be reviewed by the SEC.  The Practical effect of this is that cash is typically given as consideration in tender offers.  The last hypothesis is the Business Cycle Variables. An increase in overall economic activity has been shown to boost the likelihood of using stock financing, as presented in Taggart (1977), Marsh (1982), and Choe, Masulis, and Nanda (1993).  They argue that this happens because firms face lower adverse selection costs, more promising investment opportunities, and less uncertainty about assets-in-place.

The findings support the notion that the higher the acquirer’s growth opportunities, the more likely the acquirer is to use stock to finance an acquisition.  

RISK SHARING HYPOTHESES RE-EXAMINED
· Hansen (1987) suggests that acquiring firms are more likely to use stock financing to mitigate the riskiness of the target firm. In this article, a high Q-ratio is interpreted as indicating that a firm has abundant growth opportunities, that is, much of a firm's value comes from profitable investments that, while not yet made, are anticipated.

· However, these opportunities may not be realised. Hence, a high Q-ratio may also mean that a target is riskier investment, particularly if it is more difficult to value growth opportunities than assets-in-place. 

· To mitigate this risk, the acquiring firm may use stock, or securities that can be converted into stock. By doing this, target firm shareholders share in the upside as well as the downside risk of the growth opportunities.

· Table III examines percentage of corporate acquisitions by financing type and Q-ratio. The data came from the Compustat Annual Industrial Research file. 

· 199 target firms are found on the Research tape, and due to missing data on the tape for the period ending just prior to the acquisition announcement date, only 86 target firms had sufficient data to compute Q. These targets are matched with the appropriate acquiring firm to test whether acquirers try to share the acquisition risk with the target. 

· Investment opportunities are estimated using Tobin's Q-ratio, which is estimated by the variable Q.
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· [image: image1.wmf]Table III shows the fraction of acquisitions according to method of payment. The sample is partitioned into groups based on whether the acquiring Q is "high" if Q>1.0 or "low" if Q<1.0, and whether the target firm Q is similarly high or low.
· In summary, from total sample of 86 acquisition, 40% are financed with stock and 35% with cash and when the acquiring firm's Q is high and target's Q is high, 68 % are financed with stock and only 16% are financed with cash. When both Qs are low, only 26 % are financed with stock compared with 42% financed with cash.
· This result supporting Risk Sharing Hypotheses. Hansen (1987) stated that the use of stock is even more likely to occur when both the acquirer and the target have high investment opportunities. And from the acquiring firm point of view, using stock-financing to acquire target firm is to share risk with target firm since a high Q-ratio may also mean that a target is a riskier investment.

· These results from table III are conformed in Table IV, in which logistic regression are estimated for dummy variables based on whether the acquiring firm and target Qs are high or low.

· Table IV does not include regression on low acquiring firm Q/low target Q since this the category in which one would expect to find the smallest fraction of stock-financed acquisitions based on the Risk Sharing Hypotheses.

CONCLUSION
· Many reasons influence the method of payment in corporate acquisitions. These reasons include characteristics of the acquirer and target, as well as characteristics of the environment in which the acquisition takes place. This article examines many of these characteristics. And according to the results of this article, two of the most important characteristics are the mode of acquisition and the investment opportunity set faced by the acquiring firm.

· Tender offers tend to be cash-financed because due to the regulatory reasons, they are faster to consummate than mergers. Thus, when real or potential competition for a target exists, bidders are more likely to use a cash-financed tender offer to preempt the competition.

· The results of this article strongly support the idea that higher acquiring firm investment opportunities lead to an increased use of stock financing in corporate acquisition. Equity financing conveys lower potential constraints on managers, thus giving them increased flexibility in their current investing and future financing plans. 

· Other results indicate a nonlinear relationship between acquiring firm management ownership and the probability of stock financing. Higher ownership between 5% and 25% implies a lower probability of stock financing. This result is attributable of control that managers would suffer.

· To mitigate the possibility of overpayment, acquirers tend to use stock financing when the acquirer's and the target Q-ratios are high. Acquiring firms that have lower cash balances relative to the price of the acquisition tend to use stock financing.

· And lastly, higher institutional shareholdings and blockholdings significantly reduce the probability of stock financing, although blockholdings by individuals unaffiliated with management are not significantly related to the method of payment.  
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