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ABSTRACT 

Although business combinations are neither a new nor infrequent 

phenomenon, a review of the related literature suggests that the price 

formation process surrounding them continues to be debated. Differing 

accounting standards and differing tax laws have the potential to affect the 

price formation process in cross-border acquisitions. A natural testing 

ground to examine these international differences is the UK because of 

recent changes in US tax law and in UK financial reporting requirements. 

Recent changes in the UK's financial reporting standards provide an 

opportunity to examine acquisitions where the US and UK have differing 

financial reporting requirements for goodwill and where the requirements are 

the same. Until 1998, UK firms were able to write-off goodwill directly to 

equity reserves, bypassing the income statement entirely. US firms have 

been required to amortize and expense goodwill. All else being equal, this 

differing treatment gives UK firms an earnings advantage. From 1998, UK 

firms are required to take amortization of goodwill through the income 

statement, effectively ending the earnings advantage. This earnings 

advantage could translate into higher premia, where premia is defined as the 

difference between acquisition price and preacquisition market value. 

Goodwill is not tax deductible in the UK, and it has only been 

deductible for tax purposes in the US since 1 993. This provides an 

vi 



opportunity to examine acquisitions where the US and the UK have the same 

requirements for tax deductibility of goodwill and where the requirements 

differ. Since a tax advantage translates into a cash f low advantage, US 

acquirers may be willing to pass some of this tax savings on to the target in 

the form of additional premium. 

Contrary to expectations, 1 find no difference between UK and US 

firms despite the tax and financial differences. Failure of any differences to 

emerge raises questions about the importance of accounting and tax 

treatments of goodwill in the price formation process for cross-border 

acquisitions. 
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CHAPTER 1 

INTRODUCTION 

Overview 

Business combinations are becoming increasingly prevalent and larger 

as evidenced by the fact that from 1990 to 1 999 there was a 101 % 

increase in frequency in business combinations in the US with a 

corresponding 5 7 5 % increase in total dollar value (Mergers & Acquisitions 

2000). These numbers include cross-border acquisitions which are also 

increasing in the US. For example, in 1977, foreign direct investment in the 

US was $35 billion, by 1994 it was $504 billion (Aguilar 1996), and this 

trend is continuing. Foreign direct investment in the US grew $118.5 billion 

or 17% in 1998, wi th the UK being the largest investor (Bargas and Troia 

1999). The financial press has interpreted this growth in foreign investment 

in the US to mean that American firms are losing out to foreign firms in the 

bid for U.S. acquisifions (Riley 1988). 

Although business combinations are neither a new nor infrequent 

phenomenon, a review of the literature related to business combinations 

suggests that the price formation process surrounding business combinations 

continues to be debated. Differing accounting standards and differing tax 

laws have the potential to affect the price formation process in cross-border 

acquisitions. One key element of pricing under substantial investigation is 



the impact that tax law relative to business combinations has on the 

business combination purchase price. In the US, research has provided some 

evidence of such impact on purchase price (e.g., Robinson 1 9 8 1 ; Niden 

1988; Hayn 1989; Ayers, Lefanowicz and Robinson 2000). However, little 

has been done to examine the impact that differences in United States and 

international financial reporting standards and tax laws may have on the 

purchase price in business combinations. Understanding these cross-cultural 

accounting issues is particularly relevant as technology and changes in the 

European Union are blurring the international borders in the business 

community. 

The rest of this chapter is organized as follows. The next section 

presents the motivation for the study, followed by the research approach and 

the methodology. Finally, the organization of the rest of the study is 

presented. 

Motivation 

Two possible explanations, both of which could have cash f low 

implications, have been advanced for the success of foreign firms against US 

firms in bidding for targets. Differences in financial accounting standards 

have been advanced as one reason for differences in price paid. Research on 

this issue hypothesizes that international differences in financial reporting 

requirements for goodwill give acquiring firms in some countries an 



advantage over US firms. Specifically, in some countries goodwill is not 

amortized, therefore, it does not f low through the income statement. Where 

management of a bidder firm has an earnings-based compensation contract, 

this results in a cash flow advantage to management. In an effort to 

document the effects of this earnings advantage, researchers have examined 

differences in premia where accounting standards for goodwill differ. In the 

context of these studies premium is defined as difference in price paid and 

preacquisition market value. Studies in this area have yielded mixed results. 

For example, Choi and Lee (1991) and Lee and Choi (1992) found significant 

differences in premia between acquisitions where goodwill is amortized 

versus acquisitions where goodwill is charged to equity reserves. Cheng, 

Dunne, and Nathan (1997), on the other hand, did not find evidence of such 

a relationship. 

In some instances, foreign acquirers face more favorable tax 

treatments for goodwill than US acquirers do and thus may be able to pay a 

higher price for target firms than US acquirers. Specifically, in several 

countries, amortization of goodwill is deductible for tax purposes. This 

deductibility results in lower taxable earnings and, therefore, a lower 

payment of income taxes. This tax benefit may have enabled foreign firms 

to increase the price they were willing to pay to achieve a business 

combination. Until 1 993, US tax law did not allow for the deduction of 

goodwil l . The financial press has alleged that these overseas benefits have 



placed US companies at a disadvantage when competing against foreign 

buyers (Laderman 1989). The academic literature has attempted to 

substantiate these allegations with mixed results. (See for example, Lee and 

Choi 1992; Dunne & Ndubizu 1995; Cheng, Dunne & Nathan 1994.) 

However, none of these studies adequately controlled their samples to 

ensure that the portion of the sample purported to have goodwill tax 

deductibility actually qualified for the deduction. 

All of these studies used sample periods that include 1986. In 1986, 

a major US tax law, the Tax Reform Act of 1986 (TRA86), was enacted 

which changed the tax environment for business combinations. Therefore, 

the results of these studies could have been affected because of this change. 

This research extends the extant literature in several ways. First, the 

sample period does not include 1 986 to reduce the confounding effects of a 

major tax law change that is not central to the research. Second, this study 

wil l specifically examine acquisitions where goodwill is deductible for tax 

purposes. Finally, the time periods covered encompass both a tax law 

change and a financial reporting change for goodwill. 

Research Approach 

A natural testing ground to examine the international differences is the 

UK because of recent changes in US tax law and in UK financial reporting 

requirements. Amortization of goodwill is not deductible for tax purposes in 

4 



the UK. Until 1 993, goodwill was not deductible for tax purposes in the US. 

With the passage of the Omnibus Budget Reconciliation Act of 1993 (OBRA 

93), in the case of two types of business combinafions, a purchase of the 

net assets of a corporation and a stock purchase which meets certain 

criteria, goodwill can now be amortized for US tax purposes over a period of 

1 5 years. Thus, the US government is, in effect, subsidizing a part of the 

purchase price. Ceteris paribus, this implies that US bidders may be able and 

willing to bid more for US targets. This change in US tax law provides an 

opportunity to examine acquisitions where the US and UK have the same 

requirements for tax deductibility of goodwill and, after the US tax law 

change, where the requirements differ. 

Recent changes in the UK's financial reporting standards provide an 

opportunity to examine acquisitions where the US and UK have differing 

financial reporting requirements for goodwill and, after the UK change, where 

the requirements are the same. For example, from 1984 through 1997, UK 

acquiring firms had the choice of capitalizing and amortizing goodwill or 

eliminating goodwill immediately by writing it off directly to equity reserves. 

Although capitalization and amortization was permitted, the method 

preferred by the UK's Accounting Standards Committee, as outlined in 

Statements of Standard Accounting Practice (SSAP) 22, Accounting for 

Goodwil l , was to write-off the goodwill directly to equity reserves. 

Accordingly, most companies chose the option to write off goodwill directly 



to equity reserves (Peasnell 1 996). Firms that have that option are able to 

report higher income on their financial statements in subsequent years 

because they do not have to amortize goodwill and show it as an expense on 

the Income Statement. The ability of UK firms to avoid the income 

statement impact of goodwill amortization may have motivated management 

of those firms wi th earnings-based compensation contracts to be more 

willing than management of US firms to buy goodwill. 

First, this study examines the influence of different financial reporting 

standards on the comparative prices that US and UK bidders are willing to 

pay. This part of the study is independent of the influence of the tax 

deductibility of goodwill. To do this, the prices paid by US and UK bidders 

are examined in situations in which purchased goodwill, if any, was not tax 

deductible for either bidder. This study examines these prices under the 

following two conditions: (1) when UK bidders had a financial reporting 

advantage wi th regard to purchased goodwill (i.e., no amortization expense 

on the income statement); and (2) when US and UK bidders maintained no 

differences for financial reporting purposes (i.e., both US and UK bidders 

amortize goodwill and take it through the income statement). I expect to 

find that UK bidders paid higher prices in case 1 and that US and UK bidders 

paid more equal prices in case 2, ceteris paribus. 

Second, this dissertation examines the influence of different financial 

reporting standards in conjunction with different tax laws on the comparative 



prices that US and UK bidders are willing to pay for US targets. To do this, 1 

study prices paid by US and UK bidders to acquire US targets under three 

conditions: (1) when UK bidders had a financial reporting advantage wi th 

regard to purchased goodwill, but UK and US bidders maintained no 

difference for tax purposes; (2) when UK bidders had a financial reporting 

advantage, but US bidders had a tax advantage; and (3) when US bidders 

had a tax advantage, but US and UK bidders maintained no difference for 

financial reporting purposes. I expect to find that UK bidders paid higher 

prices in case (1), that there is no statistically significant difference in prices 

paid by UK and US bidders in case (2), and that US bidders paid higher 

prices in case (3). The recent changes in UK financial reporting standards 

and US tax law give us a unique opportunity to study these three cases. 

Research Methodology 

Archival data from the SDC Mergers & Acquisitions database are used 

to examine these questions. The passage of the Omnibus Budget 

Reconciliation Act of 1993 in the US and the implementation of Financial 

Reporting Standard 10 in the UK provide the environment for studying the 

effect of differing tax laws and differing accounting standards on the prices 

paid for business combinations. Analysis of variance is used to analyze the 

extent to which prices may differ under different accounting standards 



and/or tax laws. Finally, regression analysis is used to determine if factors 

other than different accounting standards and/or tax laws influence price. 

Organization of the Study 

The next chapter contains an overview of corporate combinations, the 

applicable financial accounting standards and the applicable tax law to 

provide a basis for the research. Following the overview, a review of the 

relevant research literature and hypothesis development are presented. 

Chapter IV presents the research design, which contains an explanation of 

the data and methodology which is used. Next, the empirical results are 

presented. The last chapter contains the summary and conclusions of the 

research. 
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Table 1.1 
Ten-Year Merger Completion Record 

1990 4,324 

1991 3,621 

1992 3,778 

1993 4,193 

1994 5,060 

1995 6,427 

1996 7,333 

1997 8,525 

1998 10,092 

1999 8,695 

% Value % 
Year # Deals Change ($ bil) Change 

16.3% 

4.3 

11.0 

20.1 

27.0 

14.1 

16.3 

18.4 

13.9 

$206.5 

140.6 

125.1 

177.6 

277.9 

388.5 

562.6 

778.9 

1,342.8 

1,393.9 

-31.9% 

-11.0 

42.0 

56.5 

39.8 

44.8 

38.4 

72.4 

3.8 

Source: Mergers & Acquisitions, Vol. 35, No. 2, February 2000, page 25 



CHAPTER 11 

OVERVIEW OF APPLICABLE ACCOUNTING STANDARDS 

AND TAX LAW 

This section provides an overview of applicable accounting standards 

and tax law in the US and UK. First, a general definition of business 

combinations is provided, followed by a description of financial accounting 

standards related to business combinations in the United States and in the 

United Kingdom. Finally, an overview of US and UK tax laws as they relate 

to one aspect of the business combination process, goodwill, is discussed. 

The term business combination is the generic term that applies to all 

forms of combinations of separate business entities. In the accounting 

academic research literature, however, the terms corporate acquisition, 

business combination, and merger are often used synonymously. (Robinson 

and Shane 1990) Accounting Principles Board (APB) Opinion No. 16, 

"Business Combinations," describes a business combination as fol lows: 

A business combination occurs when a corporation and one or 
more incorporated or unincorporated businesses are brought 
together into one accounting entity. The single entity carries on 
the activities of the previously separate, independent 
enterprises. (Original Pronouncements, p. 203) 

Business combinations can take the form of an acquisition of the net 

assets of another business or they can involve the acquisition of a majority 

of the outstanding voting stock of another business. Further, the 
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consideration given to effect the combination can take the form of cash, 

shares of the acquiring company stock, debt, other assets, etc. Both the 

form of combination and the type of consideration can influence tax and 

financial accounting treatment. First, 1 will describe applicable US and UK 

financial accounting standards, then I will discuss relevant tax law. 

Financial Accounting Standards-United States 

APB Opinion 16 describes the two generally accepted methods of 

accounting for business combinations which were in effect in the US during 

the period of time covered by this study, the pooling of interests method and 

the purchase method. A business combination is accounted for as a pooling 

of interests if it meets certain criteria. Otherwise, the combination is 

accounted for by the purchase method. 

A business combination that meets the criteria for pooling of interests 

always involves issuance of common stock by the acquirer in exchange for 

stock or the net assets of the target. Under the pooling method, the assets 

and liabilities of the combining companies are carried forward to the 

combined corporation at book value. Therefore, no new goodwill is 

recognized. 

The purchase method accounts for a business combination as the 

acquisition of one company by another. The acquired net assets are 

accounted for at fair value. Any difference between the purchase price of an 

11 



acquired company and the sum of the fair values of identifiable net assets is 

recorded as goodwill and amortized over its useful life, not to exceed 40 

years. 

Note that the Financial Accounting Standards Board recently issued 

t w o standards which affect accounting for business combinations. Financial 

Accounting Standard 141 eliminates the use of the pooling method in 

accounting for business combinations. Financial Accounting Standard 142 

changes the way in which goodwill is reported. Effective for fiscal years 

beginning after December 15, 2 0 0 1 , goodwill will no longer be amortized. 

The time period covered by this study does not include this change. 

However, in a few years, the issue of change in accounting standards can be 

revisited using only US data, which has the potential to substantially 

enhance the number of observations. 

Financial Accounting Standards-United Kingdom 

In the UK there are two methods of accounting for business 

combinations. Merger accounting (similar to US pooling of interests 

accounting) is used to account for business combinations where certain 

criteria are met. One of the criteria used is that the consideration given 

consists primarily of equity shares in the combined entity. As in the US, the 

combined assets are carried forward at book value, and no new goodwill is 

recognized. 

12 



Acquisition accounting (similar to purchase accounting in the US) is 

used for all business combinations that do not meet the criteria for merger 

accounting. Under acquisition accounting, the acquired net assets are 

accounted for at fair value. Any difference between the purchase price and 

the fair value of the net assets is recognized as purchased goodwill. 

From 1984 through 1997, business combinations that were accounted 

for as acquisitions fell under the Accounting Standards Committee's (ASC) 

Statement of Standard Accounting Practice (SSAP) 22. The SSAP permitted 

a choice in accounting for goodwill. A company could elect to capitalize and 

amortize goodwil l . The ASC stated, in contrast, that the preferred approach 

was the immediate write-off of goodwill to equity reserves, thus bypassing 

the income statement. In doing so, the ASC adopted the position that the 

treatment for purchased goodwill should be comparable to that accorded 

non-purchased goodwil l , i.e., not included in the accounts. 

The Accounting Standards Board replaced SSAP 22 wi th Financial 

Reporting Standard (FRS) 10, Goodwill and Intangible Assets. The stated 

objective of the new standard was "to ensure that ...capitalized goodwill and 

intangible assets are charged in the profit and loss account in the period in 

which they are depleted" (p. 7). The requirements of FRS 10 became 

effective wi th accounting periods ending on or after December 23, 1998. 

FRS 10 requires the capitalization of goodwill and amortization over a period 

not to exceed 20 years. 

13 



lase 

US and UK Tax Laws as Thev Relate to Goodwill 

Goodwill is not deductible for tax purposes in the UK. The purchc 

of goodwill is considered a capital expenditure, and capital expenditures are 

not deductible from income for tax purposes (Bertram and Taylor 1998). 

Prior to passage of the Omnibus Budget Reconciliation Act of 1993 (OBRA 

93), goodwill was not deductible in the US. Passage of OBRA 93 did 

introduce the deductibility of goodwill for corporate acquisitions in one type 

of corporate acquisition, purchase of the net assets of the target. (In 

certain stock acquisitions, the acquirer may make a section 338 election 

which has the effect of treating the acquisftion as though the target has sold 

all of its assets to a newly formed corporation and then liquidated.) 

The acquirer's basis in a taxable asset acquisition is the fair market 

value of the assets acquired, giving rise to increased depreciation and 

amortization deductions over the life of the depreciable and amortizable 

assets, to the extent that fair value is greater than book value. Following the 

passage of OBRA 93, the portion of the purchase price allocable to goodwill 

in a net asset acquisition is now amortizable and deductible over a 1 5-year 

period. In fact, OBRA 93 made all Section 197 intangibles amortizable over 

1 5 years, instead of their expected useful lives. 

The next chapter contains a review of relevant research literature. A 

general overview of literature which attempts to identify the motivation for 

mergers is fol lowed by a review of literature in the financial reporting area 

14 



which attempts to discover whether there is an association between financial 

reporting requirements and the price that firms are willing to pay. Finally, 

literature that studies the effects of tax treatment on merger activities is 

reviewed. 
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CHAPTER III 

LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT 

Theoretical Foundation 

This research focuses on the role of accounting standards and tax law 

in determining the price that managers are willing to pay for an acquisition. 

Finance theory (Lewellen 1971 ; Dodd 1980) suggests that mergers should 

take place to increase the value of the affected companies and, therefore, 

the wealth of the companies' shareholders. However, several studies to 

determine who benefits from corporate acquisitions have generally shown 

that while target shareholder wealth is increased, stockholders of bidder 

firms experience little or no gain from a merger. (See, for example, Asquith 

1983; Bradley, Desai and Kim 1988; Dodd 1980; Pare 1994.') The findings 

of the extant literature fail to provide evidence that management in the 

bidder firm is driven by the goal of the maximization of their shareholders' 

wealth. 

Given that target shareholders generally benefit from mergers, it would 

seem that acquiring firms are willing to pay a price greater than target 

market value to achieve a business combination. This seemingly illogical 

willingness of management of an acquiring firm to pay a premium for the 

^ These are just a few of the merger and acquisition studies. See Jensen and 
Rubacl< (1983) and Jarrell, Brickley, and Netter (1988) for reviews of the literature on the 
market for corporate control. 
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benefit of the target shareholders at the expense of their own shareholders 

could potentially be explained using an agency theory model (Jensen and 

Meckling, 1976). 

Agency Theory 

The corporate form of business organization gives rise to three groups 

of stakeholders who have an interest in the financial affairs of the f irm: 

management, shareholders (external equity holders) and debt holders. The 

interests of the groups may conflict and these conflicting interests have been 

the impetus for development of agency theory as one plausible explanation 

of the nature of the f irm. One application of this theory that has a bearing 

on this research is the conflict that exists between management and external 

equity holders as a corporation faces merger. 

Jensen and Meckling (1976) developed a theory of the ownership 

structure of the firm called agency theory. They view the firm as a core of 

contracts. Agents contract wi th owners to operate the f irm. The agent 

managers operate from a position of self-interest. Therefore, owners incur 

costs of monitoring the managers' behavior to ensure that the manager is 

operating the firm to maximize shareholder value. This monitoring can be 

accomplished by such things as auditing, budget restrictions, and executive 

compensation plans which are designed to more closely identify the 

manager's interests wi th those of the outside equity holders. 

17 



Since the 1950s, many of the executive compensafion plans that have 

been in existence have tied management's compensation to the earnings 

reported in the audited annual report (Watts and Zimmerman, 1986). Since 

managers' compensation can be tied to earnings numbers, the ability to 

bypass the income statement in accounting for goodwill gives some 

managers an advantage. 

For example, Crawford (1987) found support for the hypothesis that 

managers will prefer to structure a merger as a pooling of interests where 

management compensation is closely tied to accounting numbers. Robinson 

and Shane (1990) examined the relation between accounting method and bid 

premia for target firms. Their results indicate higher bid premia for 

acquisitions accounted for as poolings than acquisitions accounted for as 

purchases. Aboody et al. (2000) extended this stream of research a step 

further. They examine the effects of accounting-based compensation 

contracts on the purchase versus pooling choice. They found that firms with 

management compensation plans tied to earnings are more likely to choose 

the pooling method, and they found no association between stock-based 

compensation plans and the acquisition method choice. Recall from Chapter 

II that the pooling method does not result in recognition of goodwill, 

therefore there is no new goodwill amortization expense, resulting in higher 

income than would be possible had the merger been structured as a 

purchase. Thus, the authors found support for the premise that managers 
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wi th earnings-based compensation plans will make accounting choices that 

maximize their compensation. This lends support to the premise that 

differing treatments for goodwill accounting may give some managers an 

advantage over others. The next section presents a review of research in 

this area. 

Financial Reporting Reguirements 

Several studies have attempted to assess if there is an association 

between financial reporting requirements and the price that firms are willing 

to pay. The differing reporting requirements lead to an earnings advantage. 

The research, which is reviewed below, rests on an assumption that the 

sample firms have earnings-based management compensation contracts, 

although the authors do not test for this. Therefore, the assumption is that 

an earnings advantage results in an increased cash f low to management in 

the bidder f i rm. 

Since price is a component of the returns calculation for target 

shareholders, much of the research has focused on the returns to target 

shareholders surrounding the merger event. Results from these studies 

(Robinson and Shane 1990; Harris and Ravenscraft 1 9 9 1 ; Cakici, Hessel, 

and Tandon 1 9 9 1 ; Dunne and Ndubizu 1995), which are reviewed below, 

are mixed. 
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Effect on Target Shareholder Wealth 

As mentioned earlier, several studies of domestic acquisitions have 

documented that target shareholder wealth is increased and stockholders of 

bidder firms experience little or no gains from a merger (i.e., Asquith 1983; 

Bradley, Desai and Kim 1988; Dodd 1980; Pare 1994.) Jensen and Ruback 

(1983) and Jarrell, Brickley, and Netter (1988) provide reviews of the 

literature in this area. 

In the domestic arena, studies have examined the purchase versus 

pooling choice to see if there is a difference in price paid based on financial 

reporting requirements. In pooling, no new goodwill is recognized, and no 

amortization expense is created. In addition, assets are carried forward to 

the acquirer at book value. Therefore, depreciation and amortization expense 

are less in a pooling than in a purchase, leading to higher earnings. Robinson 

and Shane (1990) examined whether bid premia differ based on accounting 

method choice. They found that target shareholders of firms where the 

acquistion is structured as a pooling achieve higher wealth gains than do 

shareholders where the acquisition is structured as a purchase. 

In the domestic versus foreign bidder area, two studies (Harris and 

Ravenscraft 1 9 9 1 ; Cakici et al. 1991) examined shareholder wealth gains for 

US target firms and found different results. Harris and Ravenscraft (1991) 

found that targets of foreign bidders achieve significantly higher wealth gains 

than do targets of US bidders. Cakici et al. (1991) also examined the effects 
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on target shareholders' wealth as a result of foreign acquisitions of US firms. 

They also found significant abnormal returns to target shareholders around 

the event window. However, they describe these abnormal returns in 

foreign mergers as being only slightly higher than those in domestic mergers. 

Unfortunately, as they point out, since their sample does not contain 

domestic acquisitions, their figures may not be directly comparable. Their 

comparisons are against averages reported for other studies, and the time 

periods studied differ. 

Harris and Ravenscraft (1991) did not address the issue of whether 

different financial reporting standards affect target shareholder wealth. 

Cakici et al. (1 991) addressed it only to the extent that they partitioned their 

sample by country and compared target abnormal returns across countries. 

Two of the countries in the sample, Japan and Canada, require amortization 

of goodwill while the UK and Germany allow write-off to equity reserves. 

They found highest abnormal returns for mergers involving Japanese 

acquirers, fol lowed by Canadian, British, and finally German acquirers. 

However, the only statistical comparisons they reported were by country 

versus rest of sample (e.g., UK and non-UK, Canadian and non-Canadian) 

and these differences were not statistically significant. The authors pointed 

out that abnormal returns for Canadian mergers were higher than both British 

and German acquisitions. They argued that since Canada has the same 

financial reporting requirements for goodwill as does the US, this result does 
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not support the argument that financial reporting requirements for goodwill 

affect prices acquirers are willing to pay. 

Dunne and Ndubizu (1995) examined acquisitions by 30 firms that 

charge goodwill to stockholders' equity, bypassing the income statement, 

and 1 7 firms that charge goodwill to earnings. Their results showed that 

companies that can write off goodwill to a reserve account transfer more 

wealth to the target shareholders through higher returns than those that 

amortize goodwill against income. Theirs is the only study to specifically 

compare acquisitions based on financial accounting requirements for 

goodwil l . 

Generally, the results of these studies, which examined effects on 

target shareholder wealth, were mixed. Two found support for the premise 

that US targets of foreign bidders achieve higher returns than do US targets 

of US bidders (Harris and Ravenscraft 1991 and Dunne and Ndubizu (1995). 

Only the Dunne and Ndubizu (1995) study specifically addressed financial 

accounting for goodwil l . 

Merger Premia 

This section contains a review of literature (Choi and Lee 1 9 9 1 ; Lee 

and Choi 1992; Cheng, Dunne, and Nathan 1997) that attempts to 

determine if there is a difference in premia paid where accounting standards 

for goodwill differ. In these studies, merger premium is defined as the 
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difference between price paid and preacquisition market value of the target. 

Note that the results of these studies are mixed. 

Choi and Lee (1991) compared merger premia in United Kingdom 

acquisitions of US targets wi th merger premia in US acquisitions of US 

targets, using a sample of 1,056 US firms and 104 UK firms from 1985 

through 1989. The authors used mean difference tests and found the 

differences to be statistically significant. 

Once they found support for the hypothesis that premia differ, the 

authors attempted to identify the factors which could affect premia. Since 

UK firms do not have to amortize goodwill, the authors suggest that 

managements of UK firms should have an incentive to offer higher premia 

than do managements of US firms. They found that premia and goodwill 

amount were positively and significantly correlated and that the correlation 

was different between US and UK acquisitions. They also used a regression 

model to see if there was an association between merger premia and 

goodwill amount. They defined goodwill as "the ability of a firm to earn an 

above average rate of return" (226). Therefore, they expected higher premia 

to be paid to firms wi th higher goodwill, all else being equal. Since goodwill 

for US firms reduces future earnings, the authors expected to see a 

difference between US and UK acquisitions. The authors concluded that 

goodwill amount is positively associated wi th merger premia and that UK 

acquirers pay higher premia than do US acquirers. 
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Lee and Choi (1992) extended their earlier study by comparing 

German and Japanese acquisitions of US targets with US acquisitions of US 

targets. They found support for their hypothesis that accounting treatment 

for goodwill is related to merger premia. As in the previous study, they 

found a strong and significant correlation between merger premium and 

goodwill amount. 

Cheng et al. (1997) examined the relation between premia in foreign 

and domestic acquisitions of US target companies and differences in 

accounting and tax treatment. This section contains a discussion of their 

results as they relate to differences in accounting treatment. Their sample 

included 88 acquisitions of US targets by foreign acquirers from 13 different 

countries and 1 74 acquisitions of US targets by US corporations, and covers 

the t ime period from 1982 through 1989. They concluded that the data did 

not provide evidence of a relationship between offer premia and goodwill 

accounting standards. They did find that companies required to amortize 

goodwill are less likely to acquire companies with large amounts of goodwill. 

Summary 

Generally, the results have been mixed in the research attempting to 

relate offer premium to financial accounting standards. All of these studies 

used samples which include 1986. The results could have been confounded 

because of the Tax Reform Act of 1 986, which enacted legislation that 

24 



affected costs of acquisition. Prior to this Act, write-offs and deductions in 

the tax law are believed to have encouraged corporate acquisitions. The 

1986 Act requires that when an acquiring firm steps up the bases of target 

assets to their market value, the target firm incurs a tax on the gain from 

sale of its assets, effectively raising the costs of acquisition. Prior to 1 986, 

this gain generally went untaxed. This research is extended by studying UK 

and US acquisitions beginning in 1988. Therefore, all the acquisitions are 

after the 1 986 change in tax law, which may have affected business 

combination price. In addition, this research studies UK and US acquisitions 

prior to and after the financial reporting change in the UK, in situations 

where both the US and the UK acquirers maintained no tax differences for 

goodwil l . Table 3.1 provides a description of the variables which have been 

used in these premia studies. 

Hypotheses Development-Earnings Advantage 

Recall from the discussion of accounting standards in Chapter 11 that 

until 1 998, UK firms were able to write off goodwill directiy to equity 

reserves, bypassing the income statement entirely. Therefore, UK firms 

were able to avoid the drag on earnings that US firms incur from goodwill. If 

a business combination involves an earnings advantage, then the bidding firm 

should be willing to offer a higher price to achieve this advantage. This rests 

on the assumption that management of the bidder firm has an earnings-
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based compensation contract or that some other accounting phenomena 

exists that turns an earnings advantage into a cash f low advantage for 

management. Agency theory could explain the willingness of management 

to pay a premium which benefits target shareholders at the expense of their 

own shareholders, in order to achieve this cash f low advantage. In a 

competitive market, the target firm should be able to demand this higher 

price. All else being equal, then, UK managers may be willing to pass the 

impact of the "earnings savings" on to the target in the form of additional 

premium, defined as the difference between price paid and preacquisition 

market value of the target. This difference in premium could be 

characterized as the price of the financial reporting advantage. 

Recall from Chapter 11 that business acquisitions that are effected as 

other than a purchase of net assets (with the exception of Section 338 

elections) do not qualify for goodwill deductibility for tax purposes in the US 

and that goodwill is not tax deductible in the UK. All else being equal, these 

acquisitions place UK firms at an advantage for financial accounting 

purposes. Therefore, I would expect that prior to 1998, UK acquirers will 

pay a higher premium than US acquirers. 

There is no a priori basis for suggesting that the economic 

environments of the two countries are cointegrated. Conn and Connell 

(1 990) suggested other reasons that the market for corporate control may 

vary between the two countnes. These reasons include more stringent 
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securities regulations and antitrust laws in the US which "facilitate the fiow 

of information . . . and hence encourage competitive bids" (p. 691), and 

higher agency costs in UK firms than US firms because of different 

"structural and remuneration arrangements" (p. 691). These potential 

differences indicate that it may be important to examine acquisitions by 

country. Therefore, stated in the alternative form: 

1-11 a: In acquisitions where goodwill is not tax deductible, UK 
acquirers will pay higher premia than US acquirers for US 
targets prior to passage of FRS 10, ceteris paribus. 

Hib: In acquisitions where goodwill is not tax deductible, UK 
acquirers will pay higher premia than US acquirers for UK 
targets prior to passage of FRS 10, ceteris paribus. 

Following passage of FRS 10, effective for years 1998 and fol lowing, 

the financial reporting advantage for UK firms was eliminated. Now UK firms 

are required to take goodwill amortization through the profit and loss 

statement. This change in financial reporting standards in the UK presents a 

unique opportunity to study the impact of financial reporting changes in 

general on merger premia. This change presents a way to further test what 

the earlier studies were not able to do with sufficient clarity. Therefore, in 

those acquisitions where goodwill is not tax deductible, I would expect to 

find that the premium UK acquirers are willing to pay for a target will 

decrease fol lowing passage of FRS 10. Stated in the alternative form: 
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H2a: In acquisitions where goodwill is not tax deductible, the premia 
paid by UK acquirers for US targets before passage of FRS 10 is 
larger than that paid by UK acquirers for US targets following 
passage of FRS 10, ceteris paribus. 

H2b: In acquisitions where goodwill is not tax deductible, the premia 
paid by UK acquirers for UK targets before passage of FRS 10 is 
larger than that paid by UK acquirers for UK targets following 
passage of FRS 10, ceteris paribus. 

Further, in situations where both UK and US acquirers have neither a 

tax advantage (i.e., for US acquirers, the combination is not structured as a 

purchase of net assets) nor a financial reporting advantage following passage 

of FRS 10, I would expect to find no difference in the premia offered by US 

and UK acquirers for a target, ceteris paribus. 

H3a: Following passage of FRS 10, in acquisitions where goodwill is 
not tax deductible, there is no difference in premia paid by UK 
acquirers for US targets than that paid by US acquirers. 

H3b: Following passage of FRS 10, in acquisitions where goodwill is 
not tax deductible, there is no difference in premia paid by UK 
acquirers for UK targets than that paid by US acquirers. 

Note that the hypotheses relating to a financical reporting advantage rest on 

the assumption that earnings-based compensation contracts or some other 

phenomenon that turns an accounting anomaly into a cash f low difference 

are identically distributed in the UK and US samples. The data are not 

available to test this assumption. 

The next step is to determine if there is a significant relationship 

between the changes in goodwill accounting standards and a shift in merger 

premia. For the sample of UK acquirers, 1 would expect that each dollar of 
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goodwil l has a greater value to acquiring firms before implementation of FRS 

10 than after, which gives rise to the fourth hypothesis, stated in the 

alternative form. 

H4: The relationship between goodwill amount and premium for UK 
acquired targets is higher pre-implementation of FRS 10 than 
post-implementation of FRS 10. 

Tax Advantage 

When goodwill acquired upon corporate combination is tax deductible, 

this leads directly to a tax savings, and, therefore, an increase in cash fiow 

for the acquiring f irm. Finance theory has long used some form of 

discounted cash fiow as one method of equity valuation. Gordon (1962) 

derived a discounted dividend model, which is the basic stock valuation 

model. This model assumes that price is the present value of expected 

future cash f lows from dividends. Miller and Modigliani (1961), in one of the 

foundational articles of finance theory, derived a discounted cash f low model 

which separates the dividend and financing decisions of the f irm. 

In the case of an acquisition of a target firm or its net assets, the 

acquiring f irm could use a discounted cash f low approach to value the target 

f i rm. In other words, value could incorporate the present value of the 

estimated future operating cash f lows from the f irm, as well as the cash 

fiows from the tax savings, discounted at the cost of capital. Therefore, all 

else being equal, firms that receive a tax advantage should be willing to pay 
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more for the target than a firm without the tax advantage. Therefore, one 

could argue that this increased cash f low for the acquiring firm results in a 

real increase in target value. 

While some current studies (Penman and Sougiannis 1998; Francis, 

Olsson, and Oswald 2000) have attempted to show that the cash f low 

model does not perform as well as a model that uses residual income, other 

studies have refuted these results. The residual income model defines 

residual income as income minus expected income. One version of the 

model, which allows for risk aversion, defines expected income as opening 

equity balance times cost of equity capital. Lundholm and O'Keefe (2001) 

pointed out that the underlying theory for the cash f low and residual income 

models is the same, and therefore the models should provide the same 

results for equity valuations. Specifically, they identified three imple-

mentafion errors which can cause differences in results: (1) inconsistent 

forecasts, (2) inconsistent discount rates, and (3) missing cash fiows. 

Much of the current empincal tax research in the United States uses a 

framework developed by Scholes and Wolfson (1992). Shackelford and 

Shevlin (2000) described the Scholes and Wolfson conceptual framework as 

being designed around three themes: all parties, all taxes and all costs. 

They characterized one of the areas of tax research using this framework as 

being that of tax infiuences on asset prices. Specifically, one of these 
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research areas which is central to this research is the extent to which taxes 

affect the price formation process in business combinations. 

Many of the prior tax studies in this area (e.g., Robinson 1 9 8 1 ; Niden 

1988; Hayn 1989; Ayers, Lefanowicz, and Robinson 2000) attempted to 

find a significant relafionship between tax variables and some aspect of the 

merger decision process such as premium paid, type of consideration, and 

accounting method choice. Below is an expanded discussion of this 

literature. 

US Tax Research 

Researchers have long been interested in examining the impact of 

taxes on the price formation process in business combinations. Several 

studies have examined the effect of various tax provisions on corporate 

combinations prior to enactment of the Tax Reform Act of 1986. Generally, 

pre-1 986, write-offs and deductions in the tax law are believed to have 

encouraged corporate acquisitions. The 1986 Act has the effect of raising 

the costs of acquisition because the 1 986 Act requires that when the 

acquiring f irm steps up the bases of target assets to their current market 

value (desirable because of the future depreciation deductions, for example), 

the target firm incurs a corporate tax on the gain from sale of its assets. 

Generally, pre-1986, this gain went untaxed. 
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Robinson (1981) examined four tax provisions to determine their 

effect on corporate combinations: carryover of net operating losses, deferral 

of shareholder gain, step-up in tax basis of acquired assets, and the 

recapture of depreciation. He found a significant relationship between size 

of premium and tax deferral. However, he did not find significance in the 

other tax variables. Niden (1988) examined the relationship between tax 

effects on both premia and type of consideration offered prior to 1986. The 

results of her study indicated that tax effects are not a significant factor in 

corporate combinations. Different results were found by Hayn (1989). She 

examined the relationship between selected tax attributes and shareholder 

gains. She found that stock returns of firms involved in tax-free acquisitions 

were affected by net operating loss carryforwards and unused tax credits. 

Returns of firms involved in taxable acquisitions were affected by capital 

gains and the step-up in basis of the acquired assets. 

Recently researchers have begun to examine the effects of the 

Omnibus Budget Reconciliation Act of 1 993 on corporate combinations. 

Weaver's 2000 study examined the effect of tax deductibility of goodwill on 

the structure of corporate acquisitions. Her sample encompassed mergers 

and acquisitions announced and completed from mid-1991 through 

December 1994. She used a logistic regression model and found evidence 

that the tax deductibility of goodwill is related to the incidence of taxable 

asset acquisitions. She suggested that conflicting results related to tax 
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variables reported in earlier research may be caused by improperly classifying 

acquisitions by their legal form rather than their tax treatment (i.e., a taxable 

stock acquisition that is treated for tax purposes as an asset acquisition). 

Ayers et al. (2000) investigated the influence of the goodwill 

amortization deduction on the premium paid for qualifying corporate 

acquisitions. They found that the percentage of sample taxable acquisitions 

to total acquisitions was not significantly different pre- and post-OBRA 93. 

However, acquisition premia associated with goodwill did significantiy 

increase. Consistent with prior research that supports the contention that 

target shareholders benefit from corporate combinations, they found that tax 

benefits associated wi th goodwill amortization deduction also go to the 

target f irm shareholders. 

The earlier studies which attempted to find a relationship between tax 

variables and merger premia achieved mixed results. These studies all used 

samples prior to 1986. With the passage of the Tax Reform Act of 1 986, 

the US tax environment for business combinations changed. To avoid the 

confounding effects of this tax act, this research will study acquisitions 

achieved from 1 988 through June 2 0 0 1 . Two studies. Weaver (2000) and 

Ayers et al. (2000) focused on the effect of OBRA 93 on acquisitions. 

Weaver found that the tax structure of the transaction was related to 

deductibility of goodwil l . Ayers et al. (2000) examined the relationship 

between deductibility of goodwill and merger premia of a sample of US 
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acquisitions and found that deductibility of goodwill and merger premia were 

related. Their sample only related to US acquisitions of US targets. This 

research wil l cover UK, as well as US, acquirers. The next section focuses 

on studies of international tax differences. 

International Tax Differences 

Several studies (Lee and Choi 1992; Dunne and Ndubizu 1995; 

Cheng, Dunne and Nathan 1 992) have attempted to find a relationship 

between tax deductibility of goodwill and returns to target shareholders or 

premium. Lee and Choi (1992) extended their 1991 study by studying the 

effects of tax treatment as well as accounting treatment of goodwill. In this 

study, they compared merger premia offered by Japanese and German 

acquirers to those offered by US acquirers of US targets. They found 

support for the hypothesis that tax deductibility of goodwill is related to offer 

premia. However, Nobes and Norton (1997) questioned their results 

because of the structure of that portion of their sample identified as 

acquisitions qualifying for goodwill amortization deduction. Specifically, they 

did not differentiate between consolidation goodwill (not deductible for tax 

purposes) and non-consolidation (deductible) goodwill in their sample. 

Dunne and Ndubizu (1 995) examined the effect of different tax 

treatments of goodwill on target shareholders' wealth. The time period 

covered by their research was 1983 through 1988. Thirty-eight target firms 
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were acquired by foreign firms where goodwill was a deductible expense and 

17 were acquired by foreign firms where goodwill was not tax deductible. 

They found that target firms acquired by firms that deduct goodwill for tax 

purposes received greater abnormal returns at announcement date than did 

target firms where the acquirers did not deduct goodwill. They also found 

that merger premia were higher when the foreign acquirers were already 

operating in the US. Again, Nobes and Norton (1997) questioned the validity 

of the results since the authors did not distinguish between consolidation 

and non-consolidation goodwill in their sample. 

Cheng et al. (1997) also studied the effects of different tax treatments 

of goodwill on shareholders' returns. Their sample consisted of acquisitions 

from 1 982 to 1 989. They found that offer premia of domestic acquirers 

were significantly higher than those of foreign acquirers both before and 

after the 1986 tax act. They did not find a relation between tax treatment 

of goodwill and offer premia. However, while the authors acknowledged 

that only asset acquisitions are tax deductible, they did not control for this 

because data were not available. Therefore, their sample classified firms 

based on the ability to deduct goodwill (tax laws of home country), not 

whether the specific acquisition qualified for this deduction. 

Again, the results of these studies were mixed. While two of the 

three papers found support for the hypothesis that deductibility of goodwill 

for tax purposes affects either merger premia or target returns to 
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shareholders, Nobes and Norton (1996) identified problems with the 

structure of the samples that shed doubt on these results. Specifically, Lee 

and Choi (1992) and Dunne and Ndubizu (1995) did not differentiate 

between consolidafion goodwill and non-consolidation goodwill in their 

samples. Since consolidation goodwill is not tax deductible, the conclusions 

the authors reached cannot be supported. Cheng et al. (1997) did not find 

support for the hypothesis that tax treatment for goodwill affects returns. 

However, their conclusions are also suspect. They classified firms in their 

sample based on the tax laws of the home country and whether goodwill is 

deducfible for tax purposes, not whether the individual acquisition qualifies 

for this deduction. Therefore, they did not properly control for tax treatment 

in their sample. These issues contribute to the need for additional work in 

the area which attempts to mitigate the weaknesses raised above. 

In the tax area, researchers have achieved mixed results when 

attempting to find tax variables that are significant. Ayers et al. (2000) 

found a significant relationship between offer premium and passage of OBRA 

93. I extend this research by incorporating foreign acquisitions. Specifically, 

1 examine whether the cash f low impact of the goodwill deduction is large 

enough to give US acquirers an advantage over UK acquirers, when UK 

acquirers have a financial reporting advantage and after the financial 

reporting advantage has been removed. Recall from the previous section 

that Choi and Lee have looked at differences in premia between US firms and 
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UK firms. However, they have not specifically looked at acquisitions where 

goodwil l is deductible for tax purposes. Therefore, this research specifically 

addresses those business combinations that the US acquirer has structured 

as a purchase of net assets. 

Hypotheses Development-Tax Advantage 

In the tax area, this research focuses on the deductibility of goodwill 

and its impact on the premium one firm is willing to pay to acquire another. 

The effects of a deduction for goodwill amortization are an actual cash f low 

advantage. For tax purposes, amortization expense is increased, earnings 

decreased, and the cash payment required for taxes is less. As discussed in 

a previous section, this cash f low advantage provides a real increase in value 

of the target firm to the acquirer. Thus, if management in one company has 

the ability to deduct goodwill for tax purposes, then it will have a cash f low 

advantage. And, management may be willing to pass some of this "tax 

saving" on to the target shareholders in the form of greater premium. While 

goodwill deductibility is available under current US tax law, this has not 

always been the case. Therefore, it is important to look at some relevant 

dates. 

From 1 984 until 1 993, neither US nor UK firms were able to deduct 

goodwil l for tax purposes. However, during this time UK firms were able to 

wri te off goodwill directiy to equity reserves, bypassing the income 
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statement entirely. As stated in the previous section, all else being equal, 

then, UK managers may be willing to pass the impact of the "earnings 

savings" on to the target in the form of additional premium. Therefore, I 

would expect that prior to 1993, UK acquirers will pay a higher premium 

than US acquirers. The hypothesis which follows is a sub-hypothesis of H I , 

wi th a different cutoff date and a different sample. Note that severe data 

availability limitations preclude studying UK targets. Stated in the alternative 

form, 

H5: UK acquirers of US targets will pay higher premia than US 
acquirers of US targets prior to OBRA 93. 

With the passage of OBRA 93, from 1993 until 1997, US acquirers 

had a tax advantage, where the acquisition was structured as a purchase of 

net assets, because of the deductibility of goodwill. The tax advantage 

gives a cash f low advantage to US firms since this increased deduction 

results in lower tax liability, ceteris paribus. However, UK acquirers still had 

a financial reporting advantage. Therefore, 1 would expect that the premium 

paid by US firms would increase, although it is unclear whether or not this 

increase would be great enough to produce a US premium that is greater 

than the premium paid by UK firms because of the financial reporting 

advantage. Nevertheless, the UK advantage should have diminished. Again, 

differences in premia could be characterized as the price of the financial 

reporting or tax advantage. Following is the hypothesis: 
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H6: There is no difference in the premia paid by US acquirers of US 
targets in relation to those paid by UK acquirers of US targets 
following passage of OBRA 93. 

Following passage of FRS 10, effective for years 1998 and fol lowing, 

the financial reporting advantage for UK firms is gone. Now UK firms have 

to take goodwill amortization through the profit and loss statement. 

Therefore, 1 would expect to find that US firms, with the tax advantage, are 

able and will ing to pay even higher premia relative to UK firms for US 

targets. Therefore, H7 stated in the alternative form: 

H7: Premia paid by US acquirers of US targets is higher than premia 
paid by UK acquirers of US targets following passage of FRS 
10. 

The next step is to determine if there is a significant relationship, 

between the change in tax law and a shift in merger premia. Looking at the 

sample of US acquisitions which were structured as a purchase of net 

assets, I would expect that each dollar of goodwill has a greater value to 

acquiring firms following passage of OBRA 93 than before. Therefore, H8, 

stated in the null form: 

H8: The relationship between goodwill amount and premium for US 
acquired targets is larger post-OBRA than pre-OBRA. 

The next section describes the research methodology which is used to test 

these hypotheses. 
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Table 3.1 

Control Variables-Selected Studies 

Cheng, Lee & Choi, Cak ic i , * * * Choi & Lee, Ayers, 
eta!.,1997 1992 eta l . , 1991 1991 et al., 2000 

Significance/ Significance/ Significance/ 
Direction Direction Direction 

Variable 

Acc t . method 

Deduct 

TRA86 

Taxregime 

Comp. bids 

Size 

Goodwil l 

Leverage 

Liquidity 

Goodwil l 
Difference " 

Goodwil l 
Common 

GW Common * 
Coun t r y " 

Exchange Rate '* 

Debt/Equity 

Price/Earnings 

Acquisit ion 
Price/Sales 

OBRA 

GW*Count ry 

Sigr l if icance/ 
Direction 

N / 

N / 

S / 

N / 

S / 

S / 

8 / 

8 / 

N / 

+ 

-

+ 

H-

+ 

+ 

-

+ 

+ 

Significance/ 
Direction 

5 / + 

8 / + 

8 / + 

8 / + 

N / + 

N / + 

8 / 

S / -

H I + 

N / NR 

N / N R 

N / NR 

N / 

8 / + 
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Table 3.1 

Cont inued 

Cheng, Lee & Choi, Cak ic i , * * * Choi & Lee, Ayers, 
etal.,1997 1992 etal . , 1991 1991 et al., 2000 

Variable Significance/ Significance/ Significance/ Significance/ Significance/ 
Direction Direction Direction Direction Direction 

GW * OBRA 

QUAL 

GW*QUAL 

OBRA *QUAL 

O B R A * G W * a U A 
L 

Payment Mode 

Acquisit ion Type 

Offer T y p e -
Tender/Other 

Target At t i tude 

Market 
Value/Book 
Value 

ROE 

Cash % 

8 / + 

8 / + 

N / + 

8 / + 

8 / + 

N / 

8 / -

8 / + 

N / 

* foreign sample only 

matched pairs regression 

returns study 

Signif icance/Direction: S = Significant, N Not significant, NR = Not reported 
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CHAPTER IV 

RESEARCH DESIGN 

Introduction 

The purpose of this dissertation is to examine the effect of financial 

reporfing standards and tax laws on the market for corporate acquisitions. 

This study uses empirical analysis of selected acquisitions to evaluate 

whether there is a relationship between tax law and/or financial reporting 

standards on the price a company is willing to pay to acquire another firm. 

This secfion contains a description of the data source, the sample selection, 

and methodology that is used. 

Data 

The sample of business combinations for this study is taken from the 

SDC Mergers and Acquisitions (M&A) database. The M&A database 

contains information on completed business combinations from 1979 in the 

US and from 1 985 internationally. The data are also available in periodical 

form. A disadvantage of this data series is that it does not contain every 

business combination that has occurred. The M&A data had a lower limit on 

purchase price for inclusion. From its inception until the fourth quarter of 

1980, the lower limit was $700,000. In 1980, the lower limit was raised to 
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$1,000 ,000 , which stayed in effect until 1992 when the limit was removed 

(Golbe and White 1988). 

Financial Reporting Standards 

For the purposes of testing the financial reporfing standards 

hypotheses (H,, H2, and H3) it is necessary to identify two samples. The first 

is a sample of US and UK firms that have acquired US targets between 1 988 

and June 2001 where the acquisition is achieved through the purchase of 

stock. The second is a sample of US and UK firms that have acquired UK 

targets between 1988 and June 2001 where the acquisition is achieved 

through the purchase of stock. Restricting these samples to only those 

combinations achieved through acquisition of stock ensures that none of the 

combinations were eligible for tax deductibility of goodwill following passage 

of OBRA 93, unless there was a section 338 election. Also, the passage of 

TRA 86 may have had an impact on premia. Cheng, Dunne and Nathan 

(1997), for example, found that target shareholders received higher offer 

premia after the Tax Reform Act of 1986 than did target shareholders in 

acquisitions before that Act. Beginning the study period in 1988 should 

ensure that much of the change in premium resulting from passage of that 

legislation should have already occurred. Those acquisitions where stock is 

the consideration offered and cash is less than or equal to ten percent of the 

consideration received by the target are excluded to ensure that all 
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acquisitions are treated as purchases rather than poolings for financial 

reporting purposes. Each of these groups is further subdivided into those 

acquisitions occurring before passage of FRS 10 and those occurring after 

passage of FRS 10. Table 4.1 provides a description of the sample which is 

used to test these hypotheses. 

Tax Law and Financial Reporting Standards 

This section contains a description of the sample needed to examine 

both the impact of financial reporting standards and tax law on premia (Hg, 

Hg, and H^). Recall that US tax law allows tax deductibility of goodwill 

amortization for those acquisitions that are classified as asset acquisitions 

after passage of OBRA 93. Most asset acquisitions, however, involve 

private corporations or subsidiaries. This leads to severe data limitations. 

First, there are not enough asset acquisitions where the target firm is a UK 

firm wi th data available for analysis. Therefore, this section is restricted to 

US targets. While the sample of US firms is those firms where the 

acquisition is classified as a purchase of net assets, there are not enough 

asset acquisitions in which the acquiring firm is a UK firm with data available 

for analysis. Therefore, the sample of UK firms includes other kinds of 

combinations, i.e., stock acquisitions, that are substantively similar to asset 

acquisitions as a way to expand the sample. The qualities of the other 
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combinations that make them substantively similar to asset acquisitions are 

discussed in the next paragraph. 

There might be reasons a bidder is motivated to structure a 

transaction as a stock rather than asset acquisition. Therefore, some 

selection criteria is used to increase confidence that those stock acquisitions 

were substantively similar to net asset acquisitions. For example, the 

acquirer had to acquire 100% of the target. Also, the debt to capitalization 

ratio should be small so that the motivation for the UK bidder to structure a 

deal as a stock acquisition is not driven by a desire to avoid default risk on 

the target's debt. One method of assessing this risk could be the use of a 

criterion used in assigning bond ratings. The ratio of total debt to 

capitalization (defined as total debt plus shareholders' equity) is one such 

criterion. Standard & Poor's defines debt assigned a BBB rating as having an 

adequate capacity to pay interest and repay principal. The median industrials 

ratio for debt assigned a BBB or better rating is less than or equal to 48 .2%. 

In order for an acquisition to be included in this sample, the ratio of the 

target's total debt to capitalization must be less than or equal to 48 .2%. 

These firms are identifiable in the SDC Mergers and Acquisitions database. 

The sample is further subdivided by a range of years. The first 

grouping is comprised of those acquisitions that occurred between 1988 and 

1992. Recall that during this time, neither US nor UK acquirers had a tax 

advantage, since goodwill was not deductible for tax purposes. However, 
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f rom a financial reporting perspective, UK acquirers had an advantage 

because they could bypass the income statement and take goodwill directly 

to equity reserves, thus avoiding the drag on earnings experienced by US 

acquirers. 

The second grouping is comprised of those acquisitions that occurred 

between 1994 and 1997. During this time period, UK acquirers confinued to 

have a financial reporting advantage. However, with the passage of OBRA 

93, goodwil l became deductible for tax purposes in the US. The year of the 

tax law change has been omitted from the sample. 

The third grouping is compnsed of those acquisitions from 1998 to 

June 2 0 0 1 . Recall from the previous section that the Accounting Standards 

Board issued FRS 10 that changed the accounting for goodwill effective for 

accounting periods ending on or after December 23, 1998. UK firms are 

now required to amortize goodwill and take it to the Profit and Loss 

Statement. Thus, the firms included in this grouping have the same financial 

reporting requirements for goodwill, but the US acquirers continue to have a 

tax advantage. Figure 4.1 provides a pictorial representation of these time 

lines and the differing accounting and tax treatments. Table 4.2 provides a 

description of the sample. 
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Methodology 

Analysis of Variance (ANOVA) 

Since the hypotheses being tested are that differences in financial 

reporting standards and tax law cause differences in premia, the first tests 

conducted are analysis of variance to see if the means of the premia are 

different between US and UK acquirers in each group. Two-way analysis of 

variance is used. There are two treatments, acquisitions occurring between 

1988 and 1997 (pre-FRS 10) and acquisitions occurring from 1998 through 

June 2001 (post-FRS 10). In addition, a second factor, blocks, will classify 

the acquisitions by country. Four blocks are used for each treatment: US 

acquisitions of US targets, UK acquisitions of US targets, US acquisitions of 

UK targets, and UK acquisitions of UK targets. A description of the premia 

variable is included in the Variable Selection and Measurement section. 

Following is the model: 

Y = ^ij, + s, 

where i = target country, j = acquirer country, t = time period. 

While ANOVA can show if there is a significant difference in premium, 

and the treatments show differences by country, this methodology does not 

have the ability to show whether factors other than change in tax law or 

accounting standards may be dnving this difference, or lack thereof, in 

premium. Therefore, the next step is to determine if there is a relationship 

among other factors and the amount of premium. In order to accomplish 
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this, regression analysis is performed to examine the relationship between 

premia and changes in tax law and accounting standards. 

Regression Analysis 

Regression analysis is used to test hypotheses 4 and 8. The full 

model to test hypothesis 4, which deals with the impact of accounting 

treatment for goodwill on premia paid by UK acquirers pre- and post-FRS 10 

is as fol lows: 

PREM = Po + PiGW + P2FRS + PsGW^FRS + P4LEV + P5SIZE + 
PeIND -^p^ROE + pgATT + pgXCH. 

Following is a definition of the variables used in the full model: 

PREIVl Value paid minus pre-acquisition market value of 

target divided by pre-acquisition market value of 

target firm 

Qy^ Pre-acquisition market value minus book value of 

target divided by pre-acquisifion market value of 

target firm. 

PRS Dummy variable, 1 if acquisition occurred before 

1998,0 otherwise. 

LEV Target total liabilities divided by estimated target 

market value prior to acquisition. 
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S'ZE Natural logarithm of target esfimated market value 

prior to the acquisition 

ROE Target net income divided by target book value 

before the acquisition 

ATT Dummy variable, 1 if target management does not 

oppose the deal, 0 otherwise. 

GW*FRS The interaction of the variables GW and FRS. 

XCH Exchange rate 

IND Dummy variable, 1 if target industry is high tech, 0 

otherwise. 

The sample is comprised of UK acquisitions of US and UK targets. 

This study also investigates whether there are significant interactions 

between the FRS variable and any of the control variables in the model. A 

correlation analysis has been performed to determine if any of the variables 

are highly correlated. Table 4.3 provides the results of the correlation 

analysis for the sample of UK acquirers of US targets. Note that the highest 

correlation is between ROE and GW at 0.48. Therefore, the variables for this 

sample do not appear to be highly correlated. 

Model reduction techniques have been used to determine if any of the 

control variables are not needed. The three techniques which were used, 

adjusted R-square, Akaike's information criterion (AlC), and Sawa's Bayesian 
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information criterion (BIC) are "all possible subsets" methods. The adjusted 

R-square method orders the models in order of highest adjusted R-square. 

The models which are the best fit using the AlC and BIC information criteria 

are those that return the smallest number. Table 4.4 provides the results of 

the variable selection tests. In this case, all three of the selection criteria, 

adjusted R-square, AlC and BIC, select the same model as the optimum. 

That model is as fol lows: 

PREM = Po + PiGW + P2FRS + p3GW*FRS + P4SIZE. 

This model is used to test hypothesis 4 for the sample of UK acquirers of US 

targets. 

The same methodology is used with the sub-sample of UK acquirers of 

UK targets. Table 4.5 provides the results of the correlation analysis. 

Again, none of the vanables are highly correlated, with the highest 

correlation between XCH and FRS at the 0.63 level. Table 4.6 provides the 

results of the variable selection tests. Inifialiy, none of the models in the top 

five included all three of the variables GW, FRS, and GW*FRS, which are 

central to testing the hypothesis. Therefore, the model selection procedure 

which is reported forced the inclusion of all of these variables. Including 

these variables did not substantially decrease adjusted R-Square. Note that 

in this case the model which provides the highest adjusted R-square is not 

the optimal AlC or BIC model. The model which is selected is that which 

provides the best " f i t " for two of the three criteria, AlC and BIC, and which 
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is also the most parsimonius, with six variables instead of seven. The model 

which is selected is as fol lows: 

PREM = Po -̂  piGW + P2FRS + p3GW*FRS + p^LEV + p^SIZE 
-fpeXCH. 

This is the model that is used to test Hypothesis 4 for the sample of UK 

acquirers of UK targets. 

The full model to test hypothesis 8, which deals with the impact of 

deductibility of goodwill amortization for tax purposes, is substantially similar 

to the full model which was proposed to test the financial reporting 

hypothesis. 

PREM = Po + PiGW -f P2OBRA + p3GW*0BRA + p^LEV -\-
P5SIZE +P6IND + P7ROE + pgXCH 

The variables are defined as above except that a new variable, OBRA and its 

interaction wi th the variable GW, are defined as follows: 

OBRA Dummy variable, 1 if acquisition occurred after 

1993, 0 otherwise. 

GW*OBRA The interaction of the variables GW and OBRA. 

The sample is comprised of US acquisifions of US targets where the 

business combination is structured as a purchase of net assets. The variable 

ATT has been deleted from this model because the transactions that were 

structured as an acquisition of net assets were characterized as friendly in 

the data set. 
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This study also investigates whether there are significant interactions 

between the OBRA variable and any of the control variables in the model. A 

correlation analysis has been performed to determine if any of the variables 

are highly correlated. Table 4.7 provides the results of the correlation 

analysis. ROE is correlated with GW at 0.4902. The variables are not highly 

correlated. 

Again, model reduction techniques have been used to determine if any 

of the control variables are not needed. Table 4.8 provides the results of the 

variable selection tests. This test was conducted requiring the variables GW, 

OBRA and GW*OBRA to be included in the model. The model which 

provides the best f i t , using highest adjusted R-square, and smallest AlC and 

BIC, is as fol lows: 

PREM = Po -̂  PiGW + P2OBRA + p3GW*0BRA -t- P4LEV -h 
P5SIZE -hpgXCH. 

Accordingly, this model is used to test Hypothesis 8. 

Variable Selection and Measurement 

Variables from many other studies are used in the models described 

above. This section contains an explanation of these variables, including the 

reason(s) they are included in this study. Certain other variables are also 

discussed, including the reason(s) they were excluded from this study. Note 
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that the variables are scaled to avoid the heteroscedasticity problem of 

cross-sectional data. 

Premia (Dependent Variable) 

Because announcement of an intended acquisition tends to affect 

price, premium is defined as the difference between the value paid and the 

pre-acquisition market value of the target, scaled by the pre-acquisition 

market value of the target f i rm. This is consistent wi th the definition used 

by Ayers, Lefanowicz, and Robinson (2000). 

The authors found that most acquisitions in their sample that qualified 

as a purchase of net assets were either private corporations or subsidiaries. 

Therefore, pre-acquisition market value had to be estimated. The authors 

used a variation of the valuation model developed by Ohison (1995) and 

Feltham and Ohison (1995) to estimate the market value of each target f irm. 

Erickson and Wang (2000) also used this model. The model fol lows: 

P, = p,BV, -h P2NI, + £, , 

where P = price, BV = book value and Nl = net income. 

Yearly valuation multipliers for earnings and book values for each one-

digit SIC code were calculated by regressing year-end price on per-share 

amounts for publicly traded firms on Compustat that had positive earnings 

and book values. In the second step they used the target f irms' earnings 

and book values and the one-digit SIC codes' estimated valuation multipliers 
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for the year-end before acquisition to calculate estimates of pre-acquisition 

market value. Thus, this number is the estimated market value at year end 

prior to the acquisition announcement. The authors compared this derived 

number wi th actual numbers where they existed and found the results were 

not significantly different. Similar methodology is used to estimate pre

acquisition market value in this study for the sample used to test hypotheses 

4 , 5, and 6, where acquisition of assets are included. The methodology 

used in this study differs from that used by Ayers et al. (2000) in that the 

Compustat data are scaled by total assets. There are two reasons for this 

modification. One reason is that per share amounts are not available in the 

sample used in this study. The second, and more important reason, is that 

the number of shares that are issued and outstanding for a company is 

entirely arbitrary; hence, outstanding shares do not constitute a reasonable 

proxy for size, i.e., scaling factor. In addition, residual analysis has been 

used to remove oufiiers from the Compustat sample. For the sample used to 

test hypotheses 1 , 2, and 3, pre-acquisition market value is available from 

the M&A database. 

Goodwill 

Goodwill (GW) generally is not directiy observable from financial 

statements. In some instances, a single line item for intangible assets is 

disclosed. In other cases, goodwill is disclosed, but each acquisition is not 
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disclosed separately. In cases where more than one acquisition occurs 

during an accounting period, it is not possible to idenfify the amount of 

goodwil l associated wi th each acquisition. Therefore, a proxy must be used. 

Goodwill is defined as pre-acquisition market value of the target minus book 

value of the target, scaled by pre-acquisition market value of the target. 

This is consistent wi th the definitions of goodwill in the existing literature. 

The argument for using pre-acquisition market value rather than selling price 

is that the pre-acquisition price can be used as a measure of the amount that 

the value of the firm actually exceeds book value, without the effects of the 

business combination on the price. Once it is known that a business 

combination is imminent, then the market price often becomes infiated. 

Interaction Terms 

Following the methodology employed by Ayers et al. (2000), 1 use an 

interaction term {GW*FRS) to test whether the enactment of FRS10 is 

associated wi th a shift in premia associated with target goodwill. The 

coefficient of this variable represents the change in the relationship between 

acquisition premia and goodwill for post-FRSIO observations where the 

acquirer is a UK firm. If the enactment of FRS10 is observable through a 

decrease in the acquisition premia paid by UK acquirers to target 

shareholders, then I expect the estimated coefficient on GW*FRS to be 

negative. 
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The interaction term GW*OBRA is designed to test whether the 

enactment of OBRA 93 is associated with a difference in premia associated 

w i th target goodwil l . The coefficient of this variable represents the change 

in the relationship between goodwill and premia for US acquisitions 

structured as a purchase of net assets following passage of OBRA 93. If the 

effect of OBRA 93 is observable through an increase in premia, then 1 expect 

the coefficient on GW*OBRA to be positive. 

Control Vanables 

Since there are other factors that can potentially affect purchase price, 

additional variables are included in the multiple regression to attempt to 

control for these other factors. The GW variable is included to control for 

the effect of goodwill on premium regardless of the enactment of FRS10 or 

OBRA 93. The FRS variable is a dummy variable that is included to capture 

any difference in the market that occurred at the same time as enactment of 

FRS10. It wil l have a value of 1 if the acquisition occurred after 1997. The 

OBRA variable is a dummy variable that is included to capture differences in 

the market that occurred at the same time as enactment of OBRA 93. It will 

have a value of 1 if the acquisition occurred after 1993. 

Characteristics of the target firm can affect the offer price. If a target 

has low debt ratios (LEV), it is considered to have underufilized debt capacity 

and may be more valuable to an acquirer (Ivancevich 1993; Ayers et al. 
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2000) . Conceivably, a target wi th excess liquidity (LIQ) could be perceived 

to be more valuable to a potential acquirer. These resources may offer 

improved returns if invested. Perhaps they could even be used to help 

finance the acquisition. Cheng (1997) controlled for liquidity. Data 

limitations preclude using a control variable for liquidity. Prior financial 

performance could influence the price either positively or negatively. If the 

f irm exceeds averages for its industry, that could influence the price upward. 

On the other hand, if industry averages are above firm averages, then the 

firm could be perceived as a poor performer, and the price could be 

correspondingly lower. Prior financial performance can be proxied for by 

price/earnings ratios, return on equity or growth. Consistent with Ayers et 

al. (2000), this study uses return on equity (ROE) as a proxy for prior 

financial performance. A business that is perceived to be of high risk should 

command a lower premium than one that is perceived to be of average risk. 

Fama and French (1992) identified two variables which can proxy for risk. In 

addition to the natural logarithm of market equity, they also found that that 

the natural logarithm of book-to-market equity can proxy for risk. However, 

while Kothari, Shanken, and Sloan (1995) found support for use of size, they 

did not find support for using the book-to-market equity variable as a proxy 

for risk. Therefore, this study uses the size variable as a proxy for risk. 

Characteristics of the transaction include attitude of target 

management (ATT) toward the deal (opposed or friendly), whether there are 
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competing bids (Harris and Ravenscraft 1991), and size (SIZE) (Cheng et al. 

1997; Ayers et al. 2000). The SIZE variable [ln(estimated market equity)] is 

also acting as a control variable for risk. There are not enough data available 

on competing bids, therefore this variable is not included in the study. 

Dunne and Ndubizu (1995) found that targets in intensive research and 

development industries command higher premia than do targets in other 

industries. A control variable (IND) is included to control for industry type. 

In addition, because this study deals with cross-border acquisitions, the 

exchange rate (XCH) could also have an impact on offer price. The next 

chapter presents the results of the empirical analysis. 
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Accounting: 89 - 92 94 - 97 98 - 99 

US amortize amortize amortize 
UK charge to 

equity reserves 
or 

amortize 

charge to 
equity reserves 

or 
amortize 

amortize 

Purchase of Net Assets: 

Tax: 89-92 94-97 98-99 

US none amortize amortize 

UK none none none 

Figure 4.1 
Accounting and Tax Treatments of Goodwil 

United States and United Kingdom 
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Table 4.1 
Description of Sample 

Used to Test 
Earnings Advantage Hypotheses 

US 
Acquirers 

US 
Targets 

UK 
Acquirers 

US 
Targets 

US 
Acquirers 

UK 
Targets 

UK 
Acquirers 

UK 
Targets 

Total 
Acquisitions 

Total 11,342 357 346 3,294 15,339 

Missing or 
Excluded 10,233 
Values ^ 

277 276 2,891 13,677 

Final 
Sample 1,109 80 70 403 1,662 

^ Missing Values: Observations were excluded from the sample if net 
income, market value, or acquisition price were missing from the 
observation. 
Excluded Values: Observations were excluded from the sample if net income 
was less than or equal to 0, market value of the target was less than 
$1,000,000, or if cash constituted less than ten percent of the consideration 
given to effect the combination where stock was included. 213 
observations which could potentially have been accounted for as section 338 
elecfions were also excluded from the US targets sample. Outliers were 
also deleted. 
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Table 4.2 
Description of Sample 

Used to Test 
Tax Advantage in Conjunction wi th Earnings Advantage Hypotheses 

Total 

Missing Values ^ 

Remaining 

Excluded Values ^ 

Remaining 

Possible Poolings "̂  

Remaining 

Acq . < 1 0 0 % " 

Remaining 

Risky Acquisit ions * 

Total 

US Acquirers 
US Targets 

17,745 

16,660 

1,085 

604 

481 

37 

444 

444 

444 

UK Acquirers 
US Targets 

1,302 

1,155 

147 

44 

103 

8 

95 

7 

88 

50 

3 8 ' 

Total 
Acquisitions 

19,047 

17,815 

1,232 

640 

584 

45 

539 

7 

532 

52 

482 

^Missing Values: Observations were excluded from the sample if net income, 
total assets, total liabilities, or acquisition price were missing from the observation. 

''Excluded Values: Observations were excluded from the sample if net income was less than 
or equal to 0, book value of the target was less than $1,000,000, estimated market value 
of the target was less than $1,000,000, or if cash constituted less than ten percent of the 
consideration given to effect the combination. Outliers were excluded. 

•^Possible Poolings: Those acquisitions where stock was a component of the consideration 
offered and cash received by target was less than 10% were eliminated to reduce the 
possibility of an acquisition being treated as a pooling rather than a purchase. 

"Acquisit ions less than 100%: These acquisitions were deleted as part of the criteria used 
to select UK acquisitions classified as mergers for inclusion in the sample. 

^Risky Acquisit ions: These acquisitions are defined as those wi th a debt to capitalization 
ratio [total liabilities divided by (total liabilities plus shareholders' equity)] greater than 
4 8 . 2 % . These acquisitions were deleted as part of the criteria used to select UK 
acquisitions classified as mergers for inclusion in the sample. 

'Because of the small sample size (38) of UK acquisitions of US targets, data analysis is 
performed on the expanded sample (88) of UK acquisitions of UK targets where acquisitions 
classified as mergers included those defined as "r isky" but eliminated those where the 
percent acquired is less than 100 percent. 
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Table 4.3 
Correlation Analysis for 

Earnings Advantage Hypothesis 
(UK Acquirers-US Targets) 

Variable GW FRS SIZE IND ATT XCH LEV s ROE 

GW 1.0000 

FRS -0.0569 1.0000 

SIZE 0.2123 -0.1949 1.0000 

IND -0.0709 0.0638 -0.2685 1.0000 

ATT 0.0584 0.1160 0.4293 -0.1758 1.0000 

XCH -0.1653 0.3888 -0.2803 0.0235 0.2236 1.0000 

LEV -0.3385 0.1532 0.1709 -0.1834 -0.0295 -0.0175 1.0000 

ROE 0.4851 -0.1909 0.2460 0.0046 0.0836 -0.1536 -0.1397 1.0000 

^ G W = 
by pre-

" FRS 

•^SIZE 

" IND 

^ ATT 

' X C H 

9 LEV 

" ROE 

= Estimated goodwil l (pre-acquisition market value minus book value of target) divided 
acquisition market value of target f i rm. 

= dummy variable, 1 if acquisition occurred after 1997, 0 otherwise. 

= Natural logarithm of target preacquisition market value. 

= Dummy variable, 1 if target industry is technology intensive, 0 otherwise. 

= Dummy variable, 1 if target management does not oppose the deal, 0 otherwise. 

= Exchange rate at announcement date. 

= Target total liabilities divided by target pre-acquisition market value. 

= Target net income divided by target pre-acquisition book value. 
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Table 4.4 
Model Selection Tests for Earnings Advantage Hypothesis 

(UK Acquirers-US Targets) 

Number Adjusted Variables 
in R-Square R-Square AlC BIC in Model 

Model 

4 0 .3572 0.3898 -132.61 -129.52 gwMrs" gw^frs-^ size"* 

5 0 .3565 0.3972 -131.58 -128.12 gw frs gw* f r s size att" 

5 0 .3534 0 .3944 -131.21 -127.81 gw frs gw* f r s size roe' 

6 0 .3524 0.4015 -130.16 -126.34 gw frs gw* f r s size roe att 

6 0 .3512 0.4005 -130.02 -126.23 gw frs gw* f r s size att xch^ 

^gw = estimated goodwill (defined as pre-acquisition market value of target 
minus book value of target) divided by pre-acquisition market value of target. 

" f rs = dummy variable, 1 if acquisition occurred before 1998, 0 otherwise. 

"^gw^frs = interaction of the variables gw and frs. 

" size = natural logarithm of target pre-acquisition market value. Note that 
variable is a proxy for target risk. 

= att = dummy variable, 1 if target management does not oppose the deal, 0 
otherwise. 

' roe = target net income divided by target book value before the acquisition. 

9xch = exchange rate at announcement date. 
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Table 4.5 
Correlation Analysis for 

Earnings Advantage Hypothesis 
(UK Acquirers-UK Targets) 

Variable GW» 

GW 

FRS 

SIZE 

IND 

ATT 

XCH 

LEV 

ROE 

FRS SIZE I N D ' ATT XCH ' LEV 8 ROE" 

1.0000 

0.1417 1.0000 

0.2267 -0.0130 1.0000 

0.0864 -0.0159 -0.0270 1.0000 

0.1267 0.2671 0.3032 0.1093 1.0000 

0.0567 0.6307 -0.1317 0.0158 0.2289 1.0000 

-0.5660 -0.0776 -0.1310 0.0164 -0.1231 0.1199 1.0000 

0.2891 0.0041 0.0678 0.0152 -0.0128 0.0598 -0.0564 1.0000 

= GW = 

by pre

-FRS 

•^SIZE 

" IND 

^ ATT 

•XCH 

3 LEV 

' 'ROE 

= Estimated goodwil l (pre-acquisition market value minus book value of target) divided 
acquisition market value of target f i rm. 

= dummy variable, 1 if acquisition occurred before 1998, 0 otherwise. 

= Natural logarithm of target preacquisition market value. 

= Dummy variable, 1 if target industry is technology intensive, 0 otherwise. 

= Dummy variable, 1 if target management does not oppose the deal, 0 otherwise. 

= Exchange rate at announcement date. 

= Target total liabilities divided by target pre-acquisition market value. 

= Target net income divided by target pre-acquisition book value. 
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Table 4.6 
Model Selection Tests for 

Earnings Advantage Hypothesis 
(UK Acquirers-UK Targets) 

Number in Adjusted Variables 
Model ^ R-Square R-Square AlC BIC in Model 

7 0.4640 0.4882 -245.62 -242.54 gw" frs= gw*frs'' lev sizeVoe'xch 

6 0.4623 0.4831 -246.08 -243.28 gw frs gw*frs lev size xch« 

6 0.4620 0.4828 -245.99 -243.19 gw frs gw*frs lev size roe 

8 0.4604 0.4883 -243.64 -240.42 gw frs gw*frs size roe xch ind 

8 0.4604 0.4883 -243.64 -240.42 gw frs gw*frs size roe att*'xch 

^ Note that this model selection procedure forced the inclusion of three 
variables in each model —gw, obra, and gw*obra. The original selection 
procedure did not include all three of these variables in any of the top five 
models, and they are necessary for the hypotheses being tested. Including 
these variables did not substantially decrease adjusted R-square. 

"gw = estimated goodwill (defined as pre-acquisition market value of target 
minus book value of target) divided by pre-acquisifion market value of target. 

•^frs = dummy variable, 1 if acquisition occurred after 1997, 0 otherwise. 

' ' gw* f rs = interaction of the variables gw and frs. 

= size = natural logarithm of target pre-acquisition market value. Note that 
variable is a proxy for target risk. 

'roe = target net income divided by target book value before the acquisifion. 

8xch = exchange rate at announcement date. 

"att = dummy variable, 1 if target management does not oppose the deal, 0 

otherwise. 
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Table 4.7 
Correlation Analysis for 

Tax Advantage in Conjunction with Earnings Advantage Hypothesis 

Hg: The relationship between goodwill amount and premium for US-acquired targets is 
larger post -OBRA than pre-OBRA. 

Variable GW' OBRA" LEV^ SIZE'' IND" ROE' XCH9 

GW 1.0000 

OBRA 0 ,3594 1.0000 

LEV -0 .1596 -0.0746 1.0000 

SIZE -0.0571 -0.1422 -0.1047 

IND -0 .0692 -0 .0564 -0 .0840 

ROE 0 .4902 0.0221 0.0282 

XCH -0.1811 -0 .5846 0.0526 

1.0000 

-0.0424 1.0000 

0.0132 -0.1209 1.0000 

0.1650 -0.0171 0.0224 1.0000 

^GW = Estimated goodwil l (estimated pre-acquisition market value minus book value of 
target) divided by estimated pre-acquisition market value of target f i rm. 

"OBRA = dummy variable, 1 if acquisition occurred after 1993, 0 otherwise. 

" LEV = Target total liabilities divided by target estimated pre-acquisition market value. 

"SIZE = Natural logarithm of target estimated pre-acquisition market value. 

^ IND = Dummy variable, 1 if target industry is technology intensive, 0 otherwise. 

'ROE = Target net income divided by target pre-acquisition book value. 

9 XCH = Exchange rate at announcement date. 
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Table 4.8 
Model Selection Tests for Tax Advantage in Conjunction 

wi th Earnings Advantage Hypotheses 

Number Variables 
in Adjusted R- AlC BIC in Model 

Model^ R-Square Square 

6 0 .1568 0.1678 428.7912 431.0490 gw" obra= gw*obra<'lev" 
size' xch^ 

7 0.1556 0.1685 430.3894 432.6983 gw obra g w ' o b r a lev size 
xch ind" 

7 0 .1553 0.1682 430.5638 432.8665 gw obra gw*obra lev size 
roe' xch 

8 0 .1543 0.1691 432.0980 434.4572 gw obra gw*obra lev 
size roe xch ind 

5 0 .1520 0.1612 430.4061 432.5315 gw obra gw*obra lev size 

^Note that this model selection procedure forced the inclusion of three variables in each 
model—gw, obra, and gw*obra . The original selection procedure did not include all three of 
these variables in any of the top five models, and they are necessary for the hypothesis 
being tested. Including these variables did not substantially decrease adjusted R-square. 

" g w = estimated goodwil l (defined as estimated pre-acquisition market value of target 
minus book value of target) divided by estimated pre-acquisition market value of target. 

"obra = dummy variable, 1 if acquisition occurred after 1993, 0 otherwise. 

' ^gw 'obra = interaction of the variables gw and obra. 

Mev = target total liabilities divided by estimated target pre-acquisition market value. 

's ize = natural logarithm of target estimated pre-acquisition market value. Note that this 

variable is a proxy for target risk. 

3 xch = exchange rate at announcement date. 

ind = dummy variable, 1 if target industry is technology intensive, 0 otherwise. 

roe = target net income divided by target book value before the acquisition. 

h ; 
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CHAPTER V 

EMPIRICAL RESULTS 

Introduction 

The focus of this dissertation is to empirically examine whether 

differences in tax laws and financial reporting standards affect the price 

formation process in cross-border acquisitions. Recent changes in US tax 

law and in UK financial reporting requirements provide a natural testing 

ground to examine the effects of these differences in one aspect of the 

business acquisition process, treatment of goodwill. Testable hypotheses 

are developed in Chapter III and methodology and research design are 

described in Chapter IV. The purpose of this chapter is to describe the 

results of the empirical analysis. The chapter is organized as follows. First, 

the results of empirical analysis of the hypotheses relating to differences in 

financial reporting requirements for goodwill are presented. The next section 

presents the results of empirical analysis of the hypotheses relating to 

differing tax law treatment for goodwill in conjunction with differing financial 

reporting requirements. 

Empirical Results of Earnings Advantage Hypotheses 

In this section, the results pertaining to the first four hypotheses are 

presented. These hypotheses are as follows: 
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Hie: In acquisitions where goodwill is not tax deductible, UK 
acquirers will pay higher premia than US acquirers for US 
targets prior to passage of FRS 10, ceteris paribus. 

Hib: In acquisitions where goodwill is not tax deductible, UK 
acquirers will pay higherpremia than US acquirers for UK 
targets prior to passage of FRS 10, ceteris paribus. 

H2a: In acquisitions where goodwill is not tax deductible, the premia 
paid by UK acquirers for US targets before passage of FRS 10 is 
larger than that paid by UK acquirers for US targets following 
passage of FRS 10, ceteris paribus. 

H2b: In acquisitions where goodwill is not tax deductible, the premia 
paid by UK acquirers for UK targets before passage of FRS 10 is 
larger than that paid by UK acquirers for UK targets following 
passage of FRS 10, ceteris paribus. 

H3a: Following passage of FRS 10, in acquisitions where goodwill is 
not tax deductible, there is no difference in premia paid by UK 
acquirers for US targets than that paid by US acquirers. 

H3b: Following passage of FRS 10, in acquisitions where goodwill is 
not tax deductible, there is no difference in premia paid by UK 
acquirers for UK targets than that paid by US acquirers. 

H4: The relationship between goodwill amount and premium for UK 
acquired targets is higher pre-implementation of FRS 10 than 
post-implementation of FRS 10. 

First, the results of the empirical testing of hypotheses 1-3 are 

presented. The first three hypotheses compare mean premia for US and UK 

acquirers of US and UK targets for significant differences. The comparison is 

made through analysis of variance, using a SAS procedure which 

compensates for unequal sample sizes, PROC GLM. 
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The data to test these hypotheses are available from the SDC Mergers 

& Acquisitions Database. Chapter IV includes a discussion of the derivation 

of the sample. The final sample to test differences in means for the earnings 

advantage hypotheses includes 1,109 observations of US acquisitions of US 

targets, 80 UK acquisifions of US targets, 70 US acquisitions of UK targets, 

and 403 UK acquisitions of UK targets. 

Initial Analysis 

In the period prior to implementation of the UK's FRS10, which 

removed the financial reporting advantage for goodwill, UK acquirers have an 

earnings advantage because goodwill amortization expense does not have to 

be carried through the income statement. Therefore, UK acquirers, wi th an 

earnings advantage, should be willing to pass some of that advantage to the 

target through higher premia. If Hypothesis l a is supported, mean premia 

should be significanfiy higher for UK acquisitions of US targets than for US 

acquisitions of US targets. Similarly, Hypothesisib posits that a significant 

difference in mean premia should occur between US acquirers and UK 

acquirers of UK targets. However, the results of the analysis do not support 

the hypotheses. There is no significant difference in mean premia in either 

case. 

If there is support for Hypotheses 2a and 2b, mean premia paid by UK 

acquirers should differ between period one (pre-FRSIO) and period two (post-
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FRS 10). Premia should decrease after implementation of FRS 10 because 

the earnings advantage of bypassing the income statement for goodwill 

amortization has been removed. While the difference in mean premia is 

significant in the case of UK acquirers of US targets between periods 1 and 

2, the mean increases from period 1 to period 2, which is opposite of the 

hypothesis. There is no significant difference in mean premia in periods 1 

and 2 for UK acquirers of UK targets. Again, the results of the empirical 

analysis do not support the hypotheses. 

Hypotheses 3a and 3b are concerned with the period following 

implementation of FRS 10. With the removal of the earnings advantage, it is 

expected that mean premia will not be significantly different between US and 

UK acquisitions. The results do show that mean premia are not significantly 

different between mean premia for US and UK acquisitions of US targets. 

Likewise, there is no significant difference in mean premia for US and UK 

acquisifions of UK targets. Therefore, these hypotheses cannot be rejected. 

However, wi th the lack of significance of the tests of the other hypotheses, 

it is unlikely that this lack of significance in mean differences could be 

attributed to the removal of the UK earnings advantage. 

Table 5.1 summarizes the results of the tests on changes in mean 

premia across the two periods, before the UK financial reporting change and 

after that change for acquisitions of US targets. Table 5.2 provides a similar 

summary for acquisitions of UK targets. 
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Additional Analysis 

An examinafion of the data indicated that the data were not linear. To 

attempt to correct for this, log of premium is used as the dependent variable. 

In addition, the data are segregated into two groups. SIC 6 is removed from 

the first group. From a plot of the data, the observations in this SIC group 

seem to be grouped differently from the rest of the observations. The data 

are tested using PROC GLM for the full sample with the log of premium as 

the dependent variable. Tables 5.3 and 5.4 summarize the results of these 

tests. A second test is run wi th observations where SIC = 6 deleted and 

the log of premium is used as the dependent variable. Exclusion of those 

observations where the one-digit industry classification is 6 results in a 

sample of 1295 observations for the second test. Tables 5.5 and 5.6 

summarize the results of these tests. 

There is not support for hypotheses 1 and 3. There is no significant 

difference in mean premia paid by US acquirers versus UK acquirers in 

periods 1 or 2. There is a significant difference in mean premia that UK 

acquirers paid in period 1 from that paid in period 2, which appears to 

support hypothesis 2b. However, the mean premia increased in period 2, 

which is opposite the result hypothesized. There are some possible 

explanafions of the lack of significance for the tests of hypotheses 1 and 3, 

which are discussed in the following paragraph. 
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It could be that a competitive acquisifions market is driving the price 

For example, there are significantiy more US acquisitions of US targets than 

UK acquisitions of US targets. Therefore, in order to be competitive, UK 

acquirers only need to match prices US acquirers are willing to pay for US 

targets. Therefore, there may not be a significant difference in premia paid 

between the two groups in either period. A similar argument could be made 

for the US acquirers in the UK market. Again, the majority of the business 

combinations result from UK acquisitions of UK targets. Thus, the UK 

acquirers may be setfing the "price." If UK acquirers are driving the UK 

acquisitions market, that would explain why there is a significant decrease in 

mean premia from period 1 when UK acquirers have an earnings advantage 

to period 2 when that advantage is removed. It should be noted, as 

discussed previously, that the theory underlying the earnings advantage is 

based on a cash f low advantage, such as a bonus tied to earnings. We 

assume that the distribution of these observations is identically distributed in 

the sample. This may not be the case and could explain the lack of results. 

It may be important to determine whether there is a relationship 

between the change in goodwill accounting standards and the dollar amount 

of goodwil l . The next section presents the results of this analysis. 
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Regression Analysis 

It is expected that each dollar of goodwill has a greater value to UK 

acquiring firms before implementation of FRS 10 than after. The first 

regression model examines this association, controlling for size, which is a 

proxy for riskiness of the target. In order to include all of the specified 

variables in the regression tests, it was necessary to further reduce the 

sample. In order for an observation to be included, values had to be present 

in the total assets and total liabilities fields. This resulted in a sample of UK 

acquisitions of US targets of 79 observations. 

The model to examine this relationship for UK acquisitions of US 

targets is as fol lows: 

PREM = Po + PiGW -I- P2FRS + p3GW*FRS -t- P4SIZE. 

The coefficient on the interaction term GW*FRS is expected to be significant 

and positive if a change is premia is associated wi th the change in financial 

reporfing standards for goodwill. The goodwill variable is included to capture 

whether there is a relationship between the dollar amount of goodwill and 

premium. The sign on this coefficient cannot be predicted. FRS is a dummy 

variable, w i th a value of 1 before implementafion of FRS 10. It is included to 

determine whether there is a relationship between premia and the period that 

is unrelated to change in accounfing standards. The sign of this coefficient 

cannot be predicted. Size is a proxy for risk. If there is a relafion between 
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riskiness of the target firm and premia, the expected sign of the coefficient 

for this variable is negative. 

The model was first tested using the full sample. All of the variables 

in the model are significant. However, the sign on the SIZE variable is 

opposite from that expected. Table 5.7 reports the result of this regression. 

Again, an examination of the data indicated that it was not linear. 

Using the log of premium as the dependent variable and removing those 

observations where the one-digit industry classification was 6 appeared to 

correct this problem. The regression was performed on this sample, which 

contained 75 observations. Once again, all the variables were significant. 

Again, the sign of the size variable was opposite that predicted. The size 

variable is defined as the log of market value. It could be that this variable is 

a poor proxy for risk. Table 5.8 presents the results of this regression. 

The model to examine this relationship for UK acquisitions of UK 

targets is as fol lows: 

PREM = Po + PiGW + P2FRS -F p3GW*FRS + p^LEV + P5SIZE 
-hPeXCH. 

Two additional variables are included in this model, LEV and XCH. LEV 

measures the percentage of debt. The coefficient on this vanable should be 

negative, implying that the lower the leverage, the higher the premium. 

XCH measures the exchange rate. Since this model uses a sample of UK 

acquirers of UK targets, it is difficult to specify a sign. If XCH proxies for a 
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strong UK economy, then one could expect a posifive sign, implying that the 

stronger the exchange rate, the higher the premium for UK targets. With this 

sample, the interaction term GW*FRS is significant and negative, which 

indicates that there is a relationship between the shift in premia and change 

in financial reporting standard. LEV, SIZE and XCH are all marginally 

significant, but the signs of LEV and SIZE are opposite of that predicted. 

Table 5.9 reports the results of this regression. The sample used contains 

1 94 observations. 

Again, results are reported with the log of premium as the dependent 

variable and SIC = 6 deleted from the sample. This results in a sample of 

161 observations. Table 5.10 presents the results of this test. The results 

show that the interaction term is significant and negative, which is opposite 

the sign predicted. The only other variable which is marginally significant is 

the exchange rate variable. These results do not support hypothesis 4 . 

Empirical Results of Tax Advantage in Conjunction with 
Earnings Advantage Hypotheses 

In this section, the results pertaining to hypotheses five through eight 

are presented. These hypotheses are as follows: 

H5: UK acquirers of US targets will pay higher premia than US 
acquirers of US targets prior to OBRA 93. 
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H6: There is no difference in the premia paid by US acquirers of US 
targets in relation to those paid by UK acquirers of US targets 
following passage of OBRA 93. 

H7: Premia paid by US acquirers of US targets is higher than premia 
paid by UK acquirers of US targets following passage of FRS 
10. 

H8: The relationship between goodwill amount and premium for US 
acquired targets is larger post-OBRA than pre-OBRA. 

The data to test these hypotheses are available from the SDC Mergers & 

Acquisitions Database. Chapter IV includes a discussion of the derivation of 

the sample. This sample is compnsed of US and UK acquisitions of US 

targets. The US acquisitions of US targets are those which are classified as 

asset acquisitions. In order to increase sample size for the UK acquirers, that 

sample is comprised of asset acquisitions and mergers which meet certain 

selection criteria. The final sample includes 444 observations of US 

acquisitions of US targets. There are 88 UK acquisitions of US targets 

where the merger observations do not include any mergers that are less than 

an acquisition of 100 percent of the target. There are 41 observations 

where acquisitions are classified as mergers in which the target would be 

classified as risky. Results are presented for the sample of 444 US 

acquisitions of US targets and 88 UK acquisitions of US targets. 

Until 1993, the UK had an earnings advantage and the US had neither 

an earnings advantage nor a tax advantage. Therefore, it is expected that 

for acquisifions which occurred in period 1 (1988-1992), the mean premia of 

UK acquisitions should be significanfiy higher than the mean premia of US 
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acquisitions. In period 2 (1 994-1 997), the UK has an earnings advantage 

and the US has a tax advantage. The mean premia should be close to the 

same for the two classes of acquirers. Finally, in period 3, (1998-2001) the 

US has a tax advantage and the UK no longer has an earnings advantage. 

Therefore, it is expected that mean premia for US acquirers are higher than 

the mean premia for UK acquirers. However, the mean premia are not 

significanfiy different in any of the three situations described above. 

Although the null hypothesis cannot be rejected in period 2, neither can it be 

accepted. Table 5.11 reports the results of this test. 

Again, an examination of the data indicated problems with linearity. 

Log of premium was used as the dependent variable and those observations 

where SIC = 6 were deleted from the sample, resulting in 482 observations. 

There is no significant difference in premia between UK and US acquirers in 

period 1 , when one would have expected UK acquirers to have an earnings 

advantage. However, there is a significant difference in periods 2 and 3. 

The hypotheses suggest that the difference should be less in penod 2 when 

both the UK and US have advantages. The results do not support this. 

Period 3 shows a significant difference in premia between US and UK 

acquirers, when the US still has a tax advantage and the UK earnings 

advantage is gone. While this result is as hypothesized, it should be noted 

that the lack of support for the other two hypotheses makes it difficult to 

attach too much importance to the result in the one case. The results of this 
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test are reported in Table 5.12. The results are substantially similar to those 

reported in Table 5 . 1 1 . No support is provided for hypotheses 5 and 7. 

Again, the null hypothesis cannot be rejected in period 2, and neither can it 

be accepted. 

The lack of results in these models could have several explanations. 

First, small sample sizes may have contributed to the lack of results. 

Second, there may be differences in acquisitions classified as purchase of 

net assets versus those classified as merger. Even though some selection 

criteria are used, the selection criteria may not properly control for the 

differences. As an example, an analysis of the descriptive statistics 

indicates that the mean acquisition price of those UK acquisitions where the 

business combination is classified as a merger is significantly larger than the 

mean acquisition price for those US acquisitions classified as asset 

acquisitions. Table 5.13 presents these descriptive statistics. Third, market 

value was not available for most of the acquisitions classified as asset 

acquisitions. Therefore, this measure had to be estimated. The value 

derived from the estimation technique is dependent on the variables used. 

Two other studies have used an estimation technique to arrive at estimated 

market value, and both have used a variation of the valuation model 

developed by Ohlsen (1995) and Feltham and Ohison (1995), Pĵ  =PiBVit -i-

^2^k + ^ i f Yearly valuation multipliers for earnings and book values were 

calculated for each one-digit sic code by regressing year end price on book 
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value and net income for publicly traded firms on Compustat that had 

positive earnings and book values. Ayres et al. (2000) used per share data 

in their calculations, Erickson and Wang (2000) used gross amounts. It is 

believed that neither per share data nor gross data effectively control for 

size. Therefore, this study uses data scaled by total assets. Also, there is a 

great deal of variability in type of industry when one-digit sic codes are used. 

The use of two-digit sic codes in the calculation of yearly valuation 

multipliers might provide a better measure. 

Regression analysis is used to test the regression hypothesis. Again, 

if the change in tax law is associated with a change in premium, then the 

interaction term GW*OBRA should be significant and positive. Following is 

the model for this regression: 

PREM = Po -F PiGW -F P2OBRA + p3GW*0BRA -F p^LEV -F 
P5SIZE -FpgXCH. 

LEV and SIZE should be negatively associated with PREM. Table 5.14 

presents the result of this regression. LEV and SIZE are the only significant 

variables at the .01 level. However, while the sign on the coefficient of SIZE 

is negative as hypothesized, the sign on the coefficient of LEV is positive. 

Table 5.1 5 reports the results with the log of premium as the dependent 

variable and those observations where SIC = 6 are deleted from the sample. 

The next chapter provides the summary and conclusion. The chapter 

is organized as fol lows. First, a summary of the purpose of the dissertation 
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is provided, followed by a discussion of the research design and results. 

Next is a discussion of future research possibilities. The chapter concludes 

with a discussion of the limitations and contributions of the study. 
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H, 

H 3a-

Table 5.1 
Results of Empirical Analysis-Earnings Advantage Hypotheses 

(US Targets, Premium Model) 

In acquisitions where goodwill is not tax deductible, UK acquirers will pay higher 
premia than US acquirers for US targets prior to passage of FRS 10, ceteris paribus. 

In acquisitions where goodwill is not tax deductible, the premia paid by UK acquirers 
for US targets before passage of FRS 10 is larger than that paid by UK acquirers for 
US targets following passage of FRS 10, ceteris paribus. 

Following passage of FRS 10, in acquisitions where goodwill is not tax deductible, 
there is no difference in premia paid by UK acquirers for US targets than that paid by 
US acquirers. 

Contrast Mean Premia 
Estimate F Value Pr > F 

H, US Acquirers of US Targets, Period V 0.7043 
UK Acquirers of US Targets, Period 1 0.6556 

0.18 0.6726 

H2 UK Acquirers of US Targets, Penod 1 
UK Acquirers of US Targets, Period 2" 

0.6556 
1.0193 

3.87 0.0493'= 

H3 US Acquirers of US Targets, Period 2 0.8387 
UK Acquirers of US Targets, Period 2 1.0193 

1.39 0.2380 

Period 1 = 1988-1997, 1993 omitted 

Period 2 = 1998-2001 

'^ A l though this shows a significant difference in mean premia for UK acquirers of US targets 
between periods 1 and 2, the mean premia increases from period 1 to period 2, which is 
different f rom the direction hypothesized. 

Model PREM = TGT*ACQ*PERIOD. 
PREM = value paid minus pre-acquisition market value of target divided by pre-acquisition 

market value of target. 
TGT = country of target f i rm, US or UK. 
ACQ = country of acquiring f i rm, US or UK 
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Table 5.2 
Results of Empirical Analysis-Earnings Advantage Hypotheses 

(UK Targets, Premium Model) 

Hj^: In acquisitions where goodwill is not tax deductible, UK acquirers will pay higher 
premia than US acquirers for UK targets prior to passage of FRS 10, ceteris paribus. 

Hit,: In acquisitions where goodwill is not tax deductible, the premia paid by UK acquirers 
for UK targets before passage of FRS 10 is larger than that paid by UK acquirers for 
UK targets following passage of FRS 10, ceteris par/bus. 

H^t,: Following passage of FRS 10, in acquisitions where goodwill is not tax deductible, 
there is no difference in premia paid by UK acquirers for UK targets than that paid by 
US acquirers. 

Mean 
Contrast Estimate F Value Pr > F 

H, US Acquirers of UK Targets, Period r 0.5081 0.28 0.5979 
UK Acquirers of UK Targets, Period 1 0.4237 

H^ UK Acquirers of UK Targets, Period 1 0.4237 1.50 0.2201 
UK Acquirers of UK Targets, Period 2" 0.5224 

Hs US Acquirers of UK Targets, Period 2 0.6116 0.44 0.5070 
UK Acquirers of UK Targets, Period 2 0.5224 

^Period 1 = 1988-1992, 1994-1997 

' 'Per iod 2 = 1998-2001 

Model PREM = TGT*ACQ*PERIOD. 
PREM = value paid minus pre-acquisition market value of target divided by pre-acquisition 

market value of target. 
TGT = country of target f i rm, US or UK. 
ACQ = country of acquiring f i rm, US or UK 
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Table 5.3 
Results of Empirical Analysis-Earnings Advantage Hypotheses 

(US Targets, Log of Premium Model, All SIC Codes) 

Hj^: In acquisitions where goodwill is not tax deductible, UK acquirers will pay higher 
premia than US acquirers for US targets prior to passage of FRS 10, ceteris paribus. 

Hz^: In acquisitions where goodwill is not tax deductible, the premia paid by UK acquirers 
for US targets before passage of FRS 10 is larger than that paid by UK acquirers for 
US targets following passage of FRS 10, ceteris paribus. 

Hsa- Following passage of FRS 10, in acquisitions where goodwill is not tax deductible, 
there is no difference in premia paid by UK acquirers for US targets than that paid by 
US acquirers. 

Mean 
Contrast Estimate F Value PR > F 

H, US Acquirers of US Targets, Period r 0.4575 0.10 0 .7548 
UK Acquirers of US Targets, Period 1 0.4751 

H2 UK Acquirers of US Targets, Period 1 0.4751 2.29 0.1307 
UK Acquirers of US Targets, Period 2 " 0.6117 

H3 US Acquirers of US Targets, Period 2 0.5210 1.47 0.2253 
UK Acquirers of US Targets, Period 2 0.6117 

' Period 1 = 1988-1997, 1993 omitted 

" Period 2 = 1998-2001 

Model LPREM = TGT*ACQ*PERIOD. 
PREM = value paid minus pre-acquisition market value of target divided by pre-acquisition 
market value of target. 
LPREM = l ogd - F P R E M ) 
TGT = country of target f i rm, US or UK. 
ACQ = country of acquiring f i rm, US or UK 
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Table 5.4 
Results of Empirical Analysis-Earnings Advantage Hypotheses 

(US Targets, Log of Premium Model, SIC 6 Excluded) 

In acquisitions where goodwill is not tax deductible, UK acquirers will pay higher 
premia than US acquirers for US targets prior to passage of FRS 10, ceteris paribus. 

In acquisitions where goodwill is not tax deductible, the premia paid by UK acquirers 
for US targets before passage of FRS 10 is larger than that paid by UK acquirers for 
US targets following passage of FRS 10, ceteris paribus. 

Following passage of FRS 10, in acquisitions where goodwill is not tax deductible, 
there is no difference in premia paid by UK acquirers for US targets than that paid by 
US acquirers. 

Contrast 
Mean 

Estimate F Value Pr > F 

H, US Acquirers of US Targets, Period V 
UK Acquirers of US Targets, Period 1 

H2 UK Acquirers of US Targets, Period 1 
UK Acquirers of US Targets, Period 2" 

H3 US Acquirers of US Targets, Period 2 
UK Acquirers of US Targets, Period 2 

0.4905 
0.4829 

0.4829 
0.6117 

0.5713 
0.6117 

0.02 

1.85 

0.27 

0.9017 

0 .1744 

0 .6044 

= Period 1 = 1988-1997, 1993 omitted 

"Per iod 2 = 1998-2001 

Model LPREM = T G T * A C Q * P E R I 0 D . 
PREM = value paid minus pre-acquisition market value of target divided by pre-acquisition 

market value of target. 
LPREM = l o g d -FPREM) 
TGT = country of target f i rm, US or UK. 
ACQ = country of acquiring f i rm, US or UK 
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Table 5.5 
Results of Empirical Analysis-Earnings Advantage Hypotheses 

(UK Targets, Log of Premium Model, All SIC Codes) 

In acquisitions where goodwill is not tax deductible, UK acquirers will pay higher 
premia than US acquirers for UK targets prior to passage of FRS 10, ceteris paribus. 

In acquisitions where goodwill is not tax deductible, the premia paid by UK acquirers 
for UK targets before passage of FRS 10 is larger than that paid by UK acquirers for 
UK targets following passage of FRS 10, ceteris paribus. 

Following passage of FRS 10, in acquisitions where goodwill is not tax deductible, 
there is no difference in premia paid by UK acquirers for UK targets than that paid by 
US acquirers. 

Contrast 
Mean 

Estimate F Value PR > F 

H, US Acquirers of UK Targets, Period 1= 0.3724 
UK Acquirers of UK Targets, Period 1 0.2699 

H2 UK Acquirers of UK Targets, Period 1 0.2699 
UK Acquirers of UK Targets, Period 2" 0.3808 

H3 US Acquirers of UK Targets, Period 2 0.3630 
UK Acquirers of UK Targets, Period 2 0.3808 

1.72 0.1905 

7.93 0.0049 

0.07 0.7866 

"Per iod 1 = 1988-1992, 1994-1997 

" Period 2 = 1998-2001 

Model LPREM = TGT*ACQ*PERIOD. 
PREM = value paid minus pre-acquisition market value of target divided by pre-acquisition 
market value of target. 
TGT = country of target f i rm, US or UK. 
ACQ = country of acquiring f i rm, US or UK 
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Table 5.6 
Results of Empirical Analysis-Earnings Advantage Hypotheses 

(UK Targets, Log of Premium Model, SIC 6 Excluded) 

In acquisitions where goodwill is not tax deductible, UK acquirers will pay higher 
premia than US acquirers for UK targets prior to passage of FRS 10, ceteris paribus. 

In acquisitions where goodwill is not tax deductible, the premia paid by UK acquirers 
for UK targets before passage of FRS 10 is larger than that paid by UK acquirers for 
UK targets following passage of FRS 10, ceteris paribus. 

Following passage of FRS 10, in acquisitions where goodwill is not tax deductible, 
there is no difference in premia paid by UK acquirers for UK targets than that paid by 
US acquirers. 

Contrast 
Mean 

Estimate 

0.4035 
0.2785 

0.2785 
0.3990 

0.3659 
0.3990 

F Value 

1.99 

7.44 

0.21 

Pr > F 

H, US Acquirers of UK Targets, Period V 
UK Acquirers of UK Targets, Period 1 

H2 UK Acquirers of UK Targets, Period 1 
UK Acquirers of UK Targets, Period 2" 

H3 US Acquirers of UK Targets, Period 2 
UK Acquirers of UK Targets, Period 2 

0.1591 

0.0065 

0.6453 

= Period 1 = 1988-1992, 1994-1997 

"Per iod 2 = 1998-2001 

Model LPREM =TGT*ACQ*PERIOD. 
PREM = value paid minus pre-acquisition market value of target divided by pre-acquisition 
market value of target. 
TGT = country of target f i rm, US or UK. 
ACQ = country of acquiring f i rm, US or UK 
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Table 5.7 
Regression Analysis 

(UK Acquisitions-US Targets, Premium Model) 

Model: PREM = po + PiGW + P2FRS + P3GW*FRS + p^SIZE 

Variable 

Intercept 

GW 

FRS 

GW*FRS 

SIZE 

Expected 
Sign 

? 

? 

-F 

Paranneter 
Estimate 

1.11974 

-1.29004 

-0.60078 

0.91763 

0.06110 

t Value 

5 . 3 5 * * * 

- 6 . 3 7 * * * 

- 3 . 6 9 * * * 

3 . 1 6 * * * 

1.79* 

* significant at .10 

* * significant at .05 

***signifleant at .01 
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Table 5.8 
Regression Analysis 

(UK Acquisitions-US Targets, Log of Premium Model) 

Model: LPREM = po + PiGW + P2FRS -F p3GW*FRS -F p^SIZE 

Variable 

intercept 

GW 

FRS 

GW*FRS 

SIZE 

Expected 
Sign 

? 

? 

-F 

Parameter 
Estimate 

0.59965 

-0.59360 

-0.21982 

0.35194 

0.04432 

t Value 

5 . 1 2 * * * 

- 5 . 3 6 * * * 

- 2 . 3 9 * * 

2 . 1 8 * * 

2 . 2 9 * * 

significant at .10 

* significant at .05 

**significant at .01 
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Table 5.9 
Regression Analysis 

(UK Acquisitions-UK Targets, Premium Model) 

PREM =Po + piGW + P2FRS + p3GW*FRS -F P4LEV -F P5SIZE +P6XCH 

Variable 

Intercept 

GW 

FRS 

GW*FRS 

LEV 

SIZE 

XCH 

Expected 
Sign 

7 

7 

-F 

? 

Parameter 
Estimate 

-0.74322 

-0.01760 

0.03439 

-0.52538 

0.05442 

0.04357 

0.60693 

t Value 

-1.45 

-0.19 

0.35 

- 4 . 6 7 * * * 

1.73* 

1.89* 

1.86* 

* significant at .10 

* * significant at .05 

***significant at .01 
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Table 5.10 
Regression Analysis 

(UK Acquisitions-UK Targets, Log of Premium Model) 

LPREM =Po -F p,GW + P2FRS -F p3GW*FRS + P4LEV + P5SIZE +P6XCH 

* significant at .10 

* * significant at .05 

***significant at .01 

Variable 

Intercept 

GW 

FRS 

GW*FRS 

LEV 

SIZE 

XCH 

Expected 
Sign 

? 

7 

-F 

7 

Parameter 
Estimate 

-0.59352 

-0.05454 

-0.09351 

-0.30544 

-0.03266 

0.00335 

0.63657 

t Value 

1.08 

-0.58 

-0.88 

- 2 . 5 4 * * 

-0.76 

0.14 

1 .81* 

91 



Table 5.11 
Results of Empirical Analysis-

Tax Advantage in Conjunction with Earnings Advantage Hypotheses 
(Premium Model, All SIC Codes) 

Hg: UK acquirers of US targets will pay higherpremia than US acquirers of US targets 
prior to OBRA 93. 

Hg: There is no difference in the premia paid by US acquirers of US targets in relation to 
those paid by UK acquirers of US targets following passage of OBRA 93. 

H-,: Premia paid by US acquirers of US targets is higher than premia paid by UK acquirers 
of US targets following passage of FRS 10. 

Period Contrast 
Mean 

Estimate P-Value 

US Acquirers of US Targets 0.7229 
UK Acquirers of US Targets 0.6228 

0.7876 

US Acquirers of US Targets 0.1830 
UK Acquirers of US Targets 0.7205 

0.2409 

US Acquirers of US Targets 0.6884 
UK Acquirers of US Target 1.1470 

0.1540 

Model prem = acq*period 
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Table 5.12 
Results of Empirical Analysis-

Tax Advantage in Conjunction with 
Earnings Advantage Hypotheses 

(Log of Premium Model, All SIC Codes) 

^5.- UK acquirers of US targets will pay higher premia than US acquirers of US targets 
prior to OBRA 93. 

He-- There is no difference in the premia paid by US acquirers of US targets in relation to 
those paid by UK acquirers of US targets following passage of OBRA 93. 

H-,: Premia paid by US acquirers of US targets is higher than premia paid by UK acquirers 
of US targets following passage of FRS 10. 

Period Contrast 
Mean 

Estimate P-Value 

US Acquirers of US Targets 0.1378 
UK Acquirers of US Targets 0.3753 

0.1396 

US Acquirers of US Targets -0.1 500 
UK Acquirers of US Targets 0.4065 

0.0051 

US Acquirers of US Targets 0.1 534 
UK Acquirers of US Target 0.4894 

0.0160 

93 



Table 5.13 
Results of Empirical Analysis-

Tax Advantage in Conjunction with Earnings Advantage Hypotheses 
(Log of Premium Model, SIC 6 Excluded) 

H5: UK acquirers of US targets will pay higher premia than US acquirers of US targets 
prior to OBRA 93. 

H6: 

H7: 

There is no difference in the premia paid by US acquirers of US targets in relation to 
those paid by UK acquirers of US targets following passage of OBRA 93. 

Premia paid by US acquirers of US targets is higher than premia paid by UK acquirers 
of US targets following passage of FRS 10. 

Period Contrast 
Mean 

Estimate P-Value 

US Acquirers of US Targets 
UK Acquirers of US Targets 

0.2345 
0.3845 

0.3688 

US Acquirers of US Targets 
UK Acquirers of US Targets 

-0.1829 
0.4270 

0.0031 

US Acquirers of US Targets 
UK Acquirers of US Target 

0.1583 
0.4825 

0.0203 

Model Iprem = acq*period 
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Table 5.14 
Descriptive Statistics for Sample Used 

to Test Tax Advantage in Conjunction wi th 
Earnings Advantage Hypotheses-

Acquisition Prices 

Acquisition Price, $ in millions 
Acquirers/ 

Period Mean Maximum Minimum 

US $270.3 $3,800 $3.3 
Acquirers, 
Period 1 

UK $476.4 $5,757.9 $5.3 
Acquirers, 
Period 1 

US $58.5 $1,115 $1.9 
Acquirers, 
Period 2 

UK $494.6 $2,722.7 $15.9 
Acquirers, 
Period 2 

US $197.2 $6,221.9 $1.8 
Acquirers, 
Period 3 

UK $1,530.9 $25,065.2 $5.4 
Acquirers, 
Period 3 
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Table 5.15 
Regression Analysis 

(US Acquisitions-US Targets, Premium Model) 

M o d e l : PREM = Po + PiGW -F P2OBRA -F P3GWOBRA + P4LEV -1- P5SIZE -^pgXCH 

Hg: The relationship between goodwill amount and premium for US acquired targets is 
larger post-OBRA than pre-OBRA. 

Variable 

Intercept 

GW 

OBRA 

GW*0BRA 

LEV 

SIZE 

XCH 

Expected 
Sign 

7 

7 

-F 

? 

All SIC Codes 

Parameter 
Estimate 

0.28372 

-1.70594 

-0.12335 

0.52455 

0.17817 

-0.19933 

1.01326 

t Value 

-0.16 

- 2 . 9 4 * * * 

-0.28 

0.76 

4 . 1 4 * * * 

- 3 . 2 6 * * * 

1.019* 

SIC 6 Excluded 

Parameter 
Estimate 

0.41857 

-0.46985 

-0.28742 

0.27741 

1.03957 

-0.08567 

0.13682 

t Value 

0.25 

-0.85 

-0.69 

0.43 

1 3 . 3 8 * * * 

-1.51 

0.15 

significant at .10 

* significant at .05 

**significant at .01 
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Table 5.16 

Regression Analysis 
(US Acquisitions-US Targets, Log of Premium Model) 

Model: LPREM = Po + P,GW + p^BRA -F p3GW*0BRA -F P4LEV + P5SIZE -FpgXCH 

Hg: The relationship between goodwill amount and premium for US acquired targets is 
larger post-OBRA than pre-OBRA. 

Vanable 

Intercept 

GW 

OBRA 

GW*0BRA 

LEV 

SIZE 

XCH 

Expected 
Sign 

7 

7 

-F 

7 

All SIC Codes 

Parameter 
Estimate 

0.28372 

-1.70594 

-0.12335 

0.52455 

0.17817 

-0.19933 

1.01326 

t Value 

0.16 

- 2 . 9 4 * * * 

-0.28 

0.76 

4 . 1 4 * * * 

- 3 . 2 6 * * * 

1.01 

SIC 6 Ex 

Parameter 
Estimate 

-0.01107 

-0.40044 

0.24052 

-0.46766 

0.28826 

-0.04235 

0.21833 

eluded 

t Value 

-0.01 

-1.50 

1.19 

-1.51 

7 .67*** 

-1.54 

0.48 

* significant at .10 

* * significant at .05 

***significant at .01 
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CHAPTER VI 

SUMMARY AND CONCLUSIONS 

The purpose of this dissertation is to examine the relationship between 

differences in tax law and financial reporting standards and the price 

formation process surrounding business combinations in cross-border 

acquisitions. In some countries goodwill is not amortized and does not f low 

through the income statement. This results in a cash f low advantage to 

management if an earnings-based compensation contract exists. 

Researchers have examined differences in premia where accounting 

standards for goodwill differ with mixed results. 

In some countries, foreign acquirers face more favorable tax 

treatments for goodwill than do US acquirers because amortization of 

goodwil l is deductible for tax purposes. This results in a lower payment of 

income taxes. US tax law did not allow for the deduction of goodwill until 

1993. 

The 1993 change in US tax law and the recent change in UK financial 

reporting standards for goodwill provide a natural testing ground for the 

effects of differing tax treatments and differing financial reporfing 

requirements on premia. This research first examined the earnings 

advantage effect, fol lowed by an examination of the tax advantage in 

conjuncfion wi th the earnings advantage. 
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Research Design 

Analysis of variance was used to conduct means difference tests in 

the differing periods. To test the earnings advantage, means tests were 

performed between US and UK acquirers before implementation of the UK 

accounting standard and after implementation of the standard. For the tax 

advantage in conjunction wi th the earnings advantage hypotheses, means 

difference tests were employed for three periods. In period one, the UK had 

an earnings advantage; in period two the UK maintained the earnings 

advantage and the US enjoyed a tax advantage; and in period three, the US 

maintained the tax advantage but neither of the two countries had an 

earnings advantage. The SAS GLM procedure was used to provide for the 

unequal sample sizes. Regression was also used to examine whether there 

was a significant relationship between premium and the changes in tax law 

and financial reporting. 

In general, the results of the empirical analysis do not support the 

hypotheses. Several factors could have contributed to this lack of 

significance. A discussion of these factors, categorized by sample, fol lows. 

Earnings Advantage 

Recall that until 1998, UK acquirers were able to write goodwill off to 

equity reserves, bypassing the income statement. The US did not enjoy this 

same advantage. It has been suggested that differences in financial 
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reporting standards for goodwill affect the price formation process, and in 

fact give acquirers in those countries where goodwill does not have to be 

amortized an advantage in the market for corporate acquisitions. The results 

of this research do not support that contention. Several factors may have 

contributed to a lack of results. 

Small sample sizes may contribute to the lack of significance. Also, 

the hypotheses concerning the earnings advantage rest on the assumption 

that the earnings advantage translates to a cash f low advantage, such as a 

bonus tied to earnings. The assumption is that the distribution of these 

observations is identically distributed in the sample. If that is not the case, 

then there is no theoretical reason to believe that an earnings advantage 

would result in a difference in premia. Finally, it may be that the business 

acquisition process is sufficiently complex that factors other than treatment 

of goodwill drive the price formation process. 

The results of prior research in this area have been mixed. Choi and 

Lee (1991) and Lee and Choi (1992) found differences in merger premia to 

be statisfically significant between acquisitions where goodwill is amortized 

and acquisitions where it is taken directly to equity reserves. Cheng et al. 

(1997) found different results. They did not find a relationship between 

accounting for goodwill and offer premia. This research seems to support 

the conclusions reached by Cheng et al. (1997). 
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Iax_Advantaqe in Conjunction with Earnings Advantage 

Recall that until 1993, goodwill was not tax deductible in the US. 

Following passage of OBRA '93, goodwill acquired in a purchase of the net 

assets of a business is tax deductible. This change in US tax law, coupled 

w i th the UK change in financial reporfing standards in 1998, provides a 

natural testing ground to examine the effect of differences in tax law and 

accounting standards for goodwill on merger premia. 

From 1998 until 1993, the UK had an earnings advantage and neither 

country had a tax advantage. This results in the hypothesis that UK 

acquirers of US targets should pay higher premia than US acquirers of US 

targets. From 1 994 through 1997, the US had a tax advantage and the UK 

contintued to have an earnings advantage. This results in the hypotheis that 

there should not be a significant difference in premia between US acquirers 

and UK acquirers. Finally, in 1998, the UK earnings advantage was 

removed, resulting in both countries having the same financial reporting 

requirements for goodwill. However, the US continued to have a tax 

advantage. This results in the hypothesis that US acquirers should pay 

higher premia than UK acquirers. Generally, the results of the analysis do 

not support these hypotheses. Following is a discussion of some possible 

reasons for the lack of support. 

First, small sample sizes may have contributed to the lack of results. 

For example, the sample used to test the tax advantage in conjunction wi th 
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the earnings advantage hypotheses has only 41 observations of UK acquirers 

of US targets. These 41 observations are subdivided across three periods 

for analysis. Also, the sample of UK acquisitions is augmented by including 

certain acquisitions classified as mergers. Descriptive statistics for this 

sample show that the transactions classified as mergers are significantly 

larger than those classified as asset acquisitions. In addition, for the tax 

advantage hypotheses, market value was not available and had to be 

estimated. This could have introduced error into the model. The premia 

measure is the difference between price paid and pre-acquisition market 

value. In the period between announcement date and effective date, market 

changes unrelated to the business combinafion could be incorporated into 

that measure. This could also have contributed to the lack of significance. 

Again, as stated above, the decision to effect a business combinafion may 

be complex enough that factors other than treatment for goodwill drive the 

price formation process. 

Future Research 

With the recent US change in financial reporfing requirements for 

goodwill the effects of both tax law change and financial reporfing change 

can be examined for the same sample. This has the potential to eliminate 

country specific factors that could infiuence one sample and not the other. 
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The analysis performed in this study may also be extended to other 

data sources. For example, use of the UK Datastream database would 

provide more observations in the UK samples for those firms that are publicly 

traded. The need for UK market value contnbuted to a reducfion in sample 

size in the current study. Larger and more equal sample size has the ability 

to increase the power of the tests. 

Limitations 

The design of this study omits transactions that are classified as asset 

acquisitions because of Section 338 elections. Therefore, there is a scope 

limitation. Although care was taken to remove these transactions, some 

could have been missed. Because of the necessity for including stock 

transactions in the sample to test both financial reporting standards and tax 

law effects on premia, there may be preference factors that have not been 

controlled for. 

This study assumes the existence of identically distnbuted earnings-

based compensafion contracts in the US and UK samples. Data are not 

available to verify this. Failure to control for this is a limitation of the study. 

This study uses archival data and therefore conclusions regarding 

causafion cannot be made (Cook and Campbell 1979). In addifion, variables 

are limited to those already existing in the data. The potential existence of 

omitted confounding variables precludes inference of causafion from the 
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regression analyses or the means tests. In addition, small sample sizes may 

limit the ability to generalize any findings. 

Contributions 

This study adds to the body of literature concerning the effects of 

differing tax treatments and financial reporfing requirements on the price 

formation process in business combinations. In particular, it raises questions 

about the importance of accounting and tax treatments of goodwill in the 

price formation process for cross-border business combinations. The results 

of prior research on these issues have been mixed. The findings in this 

research seem to confirm the findings of Cheng et al. (1997). This research 

also suggests that certain variables in addifion to goodwill previously thought 

to be important in the price formafion process for business combinafions 

may not be quite so important after all, e.g., IND and ROE. These findings 

indicate the need to idenfify other factors that may contribute to the price 

formation process in business combinations. 
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