
THREE ESSAYS IN CORPORATE FINANCE 

 

 

by 

 

JIN Q JEON 

 

 

 

A DISSERTATION 

 

 

 

 

Submitted in partial fulfillment of the requirements for 
the degree of Doctor of Philosophy in the Department 

of Economics, Finance, and Legal Studies 
in the Graduate School of 

The University of Alabama 
 

 

 

TUSCALOOSA, ALABAMA 

 

 

2009



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Copyright Jin Q Jeon 2009 
ALL RIGHTS RESERVED



ii 
 

ACKNOWLEDGMENTS 

The following dissertation benefited from the insights and direction of several 

people. I am first indebted to James A. Ligon, the chairman of this dissertation, for 

sharing his research expertise and wisdom at every stage of the dissertation process, 

allowing me to complete this project on schedule. I would also like to thank other 

members of my dissertation committee: Anup Agrawal, Douglas O. Cook, Junsoo Lee, 

and Michael Adams for their invaluable comments and suggestions. I’m especially 

thankful to Junsoo Lee, who not only taught me econometrics but also trained me to be a 

better academic scholar. I thank Billy P. Helms, who provided generous financial support 

throughout my study, and thank other professors, staff members, and my peer graduate 

students at The University of Alabama. 

My family has always been a great support. First, I would like to thank my 

parents for their encouragement and support during all of the challenges I have faced.  

My brother has been incredibly supportive and helpful during this long journey. I also 

thank my mother-in-law for her love and patience. My father-in-law passed away in 2005, 

and I would like to dedicate this dissertation to him. 

Most of all, my greatest debt of gratitude must be reserved for my dear wife, Ju-

Youn Ryoo. It was her support and sacrifice that enabled me to complete the program. I 

am so indebted to her that there is no way to repay it.  I am also grateful to my precious 

daughters, Ju-Ha and Ju-Sun, for teaching me what matters in life in a way no one else 

could. Thank you, girls, for keeping the joy in my life during this difficult time.  



iii 
 

CONTENTS 

ACKNOWLEDGMENTS .................................................................................................. ii 

LIST OF TABLES ............................................................................................................. vi 

LIST OF FIGURES ......................................................................................................... viii 

ABSTRACT ....................................................................................................................... ix 

1.INSTRODUCTION ......................................................................................................... 1 

2. HOW MUCH IS REASONABLE ? THE SIZE OF TERMINATION FEES IN 
MERGERS AND ACQUISITIONS ................................................................................ 4 

2.1. Introduction .................................................................................................................. 4 

2.2. Termination Fee Provisions ....................................................................................... 11 

2.2.1. The Motivations for Termination Fee Grants .................................................. 11 

2.2.2. Why Does Fee Size Matter? ............................................................................ 13 

2.2.3. Prior Empirical Research ................................................................................. 15 

2.3. Data and Descriptive Statistics .................................................................................. 16 

2.4. Determinants of the Size of Termination Fees .......................................................... 20 

2.5. Post-bid Competition ................................................................................................. 25 

2.6. Deal Completion ........................................................................................................ 27 

2.7. Announcement Returns .............................................................................................. 30 

2.8. Conclusion ................................................................................................................. 33 

REFERENCES ................................................................................................................. 36 

APPENDIX A. .................................................................................................................. 54 



iv 
 

3. HOW DO FOREIGN INVESTORS AFFECT CORPORATE POLICY?:  EVIDENCE 
FROM KOREA ............................................................................................................. 56 

3.1. Introduction ................................................................................................................ 56 

3.2. Sample, Variable Descriptions, and Summary Statistics ........................................... 64 

3.2.1. Data ................................................................................................................. 65 

3.2.2. Variable Descriptions ...................................................................................... 66 

3.2.3. Summary Statistics .......................................................................................... 71 

3.3. Determinants of foreign ownership ........................................................................... 72 

3.4. Foreign Ownership Changes and Board Independence ............................................. 74 

3.5. Payout Policy ............................................................................................................. 75 

3.6. Investment Policy....................................................................................................... 80 

3.7. Firm Performance ...................................................................................................... 82 

3.8. Conclusion ................................................................................................................. 84 

REFERENCES ................................................................................................................. 88 

APPENDIX A. ................................................................................................................ 101 

4. THE ROLE OF CO-MANAGERS IN REDUCING FLOATATION COSTS: 
EVIDENCE FROM SEASONED EQUITY OFFERINGS ......................................... 105 

4.1. Introduction .............................................................................................................. 105 

4.2. Underwriting Syndicates and the Role of Co-managers – Literature Review ......... 110 

4.3. Data and Sample Characteristics ............................................................................. 113 

4.3.1. Data ............................................................................................................... 113 

4.3.2. Variable Description ...................................................................................... 114 

4.3.3. Summary Statistics ........................................................................................ 121 



v 
 

4.4. Determinants of Syndicate Structure and the Validity of Instruments .................... 123 

4.5. Announcement Stock Returns.................................................................................. 124 

4.5.1. Overview ....................................................................................................... 124 

4.5.2. Analysis of Announcement returns ............................................................... 125 

4.6. SEO underprcing ...................................................................................................... 127 

4.6.1. Overview ....................................................................................................... 128 

4.6.2. Empirical Results .......................................................................................... 130 

4.7. Offering Withdrawals and  Delays .......................................................................... 131 

4.7.1. Overview ....................................................................................................... 131 

4.7.2. Empirical Results .......................................................................................... 133 

4.8. Underwriting Spread ................................................................................................ 138 

4.8.1. Overview ....................................................................................................... 138 

4.8.2. Empirical Results .......................................................................................... 141 

4.9. Conclusion ............................................................................................................... 142 

REFERENCES ............................................................................................................... 144 



vi 
 

LIST OF TABLES 

2.1. Sample Distribution ................................................................................................... 38 

2.2. Lockups and Go-shop Provisions .............................................................................. 40 

2.3. Descriptive Statistics for Deal and Target Characteristics ........................................ 41 

2.4. Determinants of Termination Fee Size ...................................................................... 42 

2.5. Determinants of a Target’s Choice of Fee Size ......................................................... 44 

2.6. Determinants of Post-bid Competition ...................................................................... 46 

2.7. Deal Completion and Termination Fee Size .............................................................. 48 

2.8. Determinants of Deal Completion ............................................................................. 49 

2.9. Target Announcement Returns and Termination Fee Size ........................................ 51 

2.10. Determinants of Target Announcement Returns ..................................................... 52 

3.1. Summary Statistics and Univariate Tests .................................................................. 91 

3.2. Determinants of Foreign Ownership .......................................................................... 92 

3.3. Foreign Ownership Changes and Board Independence ............................................. 94 

3.4. Determinants of Board Structure ............................................................................... 95 

3.5. Descriptive Statistics .................................................................................................. 96 

3.6. Determinants of Payout Policy .................................................................................. 97 

3.7. Determinants of Investment Policy ............................................................................ 99 

3.8. Determinants of Increases in Tobin’s q ................................................................... 100 

4.1. Descriptive Statistics ................................................................................................ 149 

4.2. Determinants of Syndicate Structure and the Validity of Instruments .................... 150 

4.3. SEO Announcement Returns by Year ..................................................................... 151 



vii 
 

4.4. Analysis of SEO Announcement Returns ................................................................ 152 

4.5. SEO Underpricing by Year ...................................................................................... 153 

4.6. Analysis of Underpricing ......................................................................................... 154 

4.7. Offerings Withdrawals and Delays .......................................................................... 155 

4.8. Analysis of the Probability of Offering Withdrawals .............................................. 156 

4.9. Analysis of Offering Delays .................................................................................... 157 

4.10. Underwriting Spreads by Year............................................................................... 159 

4.11. Analysis of Underwriting Spreads ......................................................................... 160 



viii 
 

LIST OF FIGURES 

3.1. Foreign Ownership Changes and Payout Policy ...................................................... 102 

3.2. Foreign Ownership Changes and Investment Policy ............................................... 103 

3.3. Foreign Ownership Changes and Tobin’s q............................................................. 104 

 

 



ix 
 

ABSTRACT 

This dissertation contains three essays in corporate finance.  

The first essay investigates the size and relative impact of termination fees 

utilized in merger agreements using a sample of 1,702 M&A deals involving U.S targets 

between 2001 and 2007.  We find that the size of termination fees is widely distributed 

ranging from less than 1% to larger than 6%.  The empirical results show that low or 

moderate fees do not eliminate post-bid competition, while large fees do.  Also, a large 

fee significantly reduces the probability that deals with a high premium are consummated.  

In addition, the announcement returns are significantly lower for deals including 

termination fees larger than 5%.  Overall, the paper provides new evidence that low- or 

moderate-size termination fees serve as efficient contractual devices, while large fees 

reflect target managers’ self-interest and are less beneficial to shareholders wealth. 

Essay two focuses on a mechanism through which foreign investors affect 

corporate policy in emerging economies.  We hypothesize that foreign investors who 

provide effective monitoring may affect corporate policy through pushing for a greater 

proportion of outsiders or by nominating their own representatives on the board of 

directors.  Using the unique features of foreign ownership in Korea, we find that firms 

with an increase in foreign ownership are more likely to increase the fraction of outsiders 

and foreign directors on the board in the subsequent year.  Increased board independence 

in response to a pressure from foreign investors results in a significant change in payout 

and investment policy, and an increase in firm performance. 



x 
 

In the third essay, we study the effect of the co-managers in the syndicate on 

expected flotation costs using 1,775 completed and 164 withdrawn seasoned equity 

offerings (SEOs) from 1997 through 2005.  The results show that highly reputable 

underwriters and commercial banks, when they serve as co-managers, significantly 

reduce expected flotation costs, while the effect of the number of co-managers is largely 

insignificant.  Our results are consistent with a notion that highly reputable underwriters 

and commercial banks serving as co-managers enhance a certification role, reduce 

information asymmetries and, as a result, lower SEO flotation costs. 
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CHAPTER 1  

INSTRODUCTION 

Merger and acquisition bidders face uncertainty in that a proposed deal is 

vulnerable to third parties who attempt to make competing bids or to target shareholders 

who fail to approve the transaction.  To protect their interest and seek remuneration for 

their investment in time and due diligence should the deal not be consummated, bidders 

often request the provision of termination fees from the target.  In this paper, we 

investigate what determines the size of termination fees and how it affects deal 

performance. Specifically, we ask what determines the variation in the size of termination 

fees and how does the size of termination fees affect deal performance or target 

shareholder’s wealth. Our study provides a new empirical results by documenting that 

low- or moderate-size termination fees serve as efficient contractual devices, while large 

fees reflect target managers’ self-interest and are less beneficial to shareholders wealth. 

In the second essay, we examine the role of foreign investors in emerging markets 

by focusing on Korean firms. Most of Korean firms faced a dramatic growth in foreign 

ownership after the foreign ownership limit was abolished in May, 1998. Since then, the 

market-cap weighted average of foreign ownership increased from 18.8% in 1998 to 

41.4% in 2004. While previous studies report the significant influence of foreign investors, 

there has been little work on how foreign investors are involved in management of 

domestic firms in order to change corporate policy and whether this foreign involvement 

affects firm value. This paper tries to fill this gap by investigating the mechanism through 

which foreign investors affect corporate policy. Using the unique features of foreign 
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ownership in Korea, we find that firms with an increase in foreign ownership are more 

likely to increase the fraction of outsiders and foreign directors on the board in the 

subsequent year. Increased board independence in response to a pressure from foreign 

investors results in a significant change in payout and investment policy, and an increase 

in firm performance. 

The third essay investigate the role of co-managers in reducing flotation costs in 

the securities offering. We find that, between 1997 and 2005, about 88 percent of 

industrial SEO syndicates include at least one co-manager and the average number of co-

managers is 2.43. While previous literature documents various functions of co-managers 

before and after security offerings including information production, market making, and 

analyst coverage, there is few study to investigate the effect of co-managers on flotation 

costs. Whether co-managers have any effect on flotation costs is an important question 

since, from the issuer’s point of view, flotation costs are a major burden as issuers want to 

maximize the expected net proceeds of security offerings, and, if co-managers play a 

significant role in reducing the flotation costs, issuers benefit from including those co-

managers in their syndicates. This paper studies the effect of the co-managers in the 

syndicate on expected flotation costs using 1,775 completed and 164 withdrawn seasoned 

equity offerings (SEOs) from 1997 through 2005. Following Eckbo, Masulis, and Norli 

(2007), five components of SEO flotation costs are considered in this study: 

announcement returns, underpricing, the probability of withdrawals, offering delays, and 

underwriting spreads. The results show that the characteristics of co-managers 

participating in syndicates have significant effects on flotation costs. Specifically, highly 

reputable underwriters and commercial banks, when they serve as co-managers, 
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significantly reduce expected flotation costs, while the effect of the number of co-

managers is largely insignificant. My results are consistent with a notion that highly 

reputable underwriters and commercial banks serving as co-managers enhance a 

certification role, reduce information asymmetries and, as a result, lower SEO flotation 

costs. 
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CHAPTER 2 

HOW MUCH IS REASONABLE ? THE SIZE OF TERMINATION FEES IN 

MERGERS AND ACQUISITIONS 

 

2.1. Introduction 

Merger and acquisition bidders face uncertainty in that a proposed deal is 

vulnerable to third parties who attempt to make competing bids or to target shareholders 

who fail to approve the transaction.  To protect their interest and seek remuneration for 

their investment in time and due diligence should the deal not be consummated, bidders 

often request the provision of termination fees from the target.  This entails a contingent 

payment to one party that is triggered in the event that management of the contra-party 

abrogates the tentative agreement.   

Since Ayres (1990) first presented his theoretical model examining the role of 

lockups, several studies have examined deal protection devices. Among them, Coates and 

Subramanian (2000) use both theoretical and empirical models of lockups and 

termination fees and focus on buy-side distortions. Officer (2003) and Bates and 

Lemmon (2003) provide two theories to explain why the target managers agree to include 

termination fee provisions in deal agreements. The first theory is based on principal-agent 

theory, suggesting the provisions might be granted by self-interested managers to bidders 

where offers are in the target managers’ best interests (usually by including job security 

or a severance package), but not in the best interests of target shareholders.  Since the 

presence of deal protection provisions reduces the possibility that competing bidders will 
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make superior bids, the agent conflict model predicts that the use of termination fees is 

detrimental to shareholders interests. The alternative efficient contractual device model 

suggests deal protection devices are used to solve the possible contracting problem 

between bidders and targets in merger transactions. A contracting problem may occur if 

competing bidders free-ride on information initially revealed by the original bidder.  

Since this free-riding is costly for the original bidder, target managers provide 

termination agreements to encourage the original bidder to reveal more valuable private 

information. The efficient contractual device explanations therefore predict that 

termination fees are beneficial to target shareholder wealth.  

Both Officer (2003) and Bates and Lemmon (2003) conjecture that termination 

fees serve as an efficient device to solve the contracting problems between targets and 

bidders. They find empirical evidence that merger deals that include termination fee 

provisions are more likely to involve greater deal premiums and higher completion rates 

than deals without such provisions. They conclude that termination fees generally benefit 

or, at least, are not detrimental to target shareholders.  

While the literature conjectures that termination fee provisions serve an efficient 

contractual role, some of the empirical results are inconsistent. For example, Officer 

(2003) reports that the inclusion of termination agreements is negatively correlated with 

post-bid competition. The statistical significance of this negative effect falls once other 

deal characteristics (e.g., deal hostility) are incorporated. Bates and Lemmon (2003) 

argue that the greater deal success rate is due to the role of termination fee provisions in 

reducing competing bids. Boone and Mulherin (2007) revisit this issue using 

comprehensive data. They argue that this inconsistent finding is attributable to the use of 
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incomplete data from SDC and find that the provisions are positively correlated with bid 

competition. Leshem (2007), however, develops a theoretical model and proposes that the 

presence of fee provisions reduces the probability of post-bid competition, because 

competing bidders interpret the provisions as a signal of a bidder’s high valuation of the 

target. In this paper, I point out that the effect may depend on the magnitude of 

termination fees: i.e., (unreasonably) high termination fees are negatively correlated with 

post-bid competition, whereas moderate fees are not. 

Although earlier studies make important contributions to furthering our 

understanding of the role of termination agreements, little research has been done on why 

target firms offer termination fees at particular levels. The empirical model of previous 

studies is a discrete model where target firms are grouped based on whether the 

termination fee provision is included or not. In this model, target managers face the 

decision making problem as to whether they include termination fees in merger 

agreements or not. Market participants categorize target firms into two groups based on 

the use of termination fees. While these models might explain a target’s motivation to 

offer termination fees and whether the offer benefits shareholders or not, it cannot explain 

why termination fees are offered at various levels and whether the size of fees affects 

deal performance and shareholder wealth. I undertake that consideration. 

In addition, the size of termination fees is important in terms of a legal framework. 

A higher fee raises the possibility that it will not survive judicial scrutiny because the 

courts might view it as a coercive measure in order to preclude competing bids (Block, 

2007). Generally, the courts have arrived at the conclusion that termination fees ranging 
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from 1% to 5% are reasonable and the fees have been upheld after legal challenges.1 This 

raises a question about whether unreasonably high fees are detrimental to shareholder 

wealth.  

In this paper, I investigate what determines the size of termination fees and how it 

affects deal performance. Specifically, I seek to address the following questions: 

1) What determines the variation in the size of termination fees? 

2) How does the size of termination fees affect post-bid competition? 

3) How does the size of termination fees affect the probability of deal completion, 

especially for deals with a high premium? 

4) How does the market react to the size of termination fees? 

In order to answer the above questions, I utilize a database of 1,702 merger 

agreements during the period Jan 2001 to Dec, 2007.2 I first check the initial database by 

comparing termination fee data from the SDC Mergers and Acquisitions database to the 

original SEC filings, which I obtain from Livedgar. As documented in Boone and 

Mulherin (2007), the SDC data on the incidence of termination fee provisions is 

incomplete. By reviewing SEC filings for each of deals in my sample (primarily Forms 

14A, S-4 (for mergers), and 14D (for tender offers)), I find that about 84% of deals 

                                                 
1 Kysor Industrial Corp. v. Margaux, Inc., 674 A.2d 889, (Del. Supr. 1996). In contrast, the court views that 
6.3% of termination fees “certainly seems to stretch the definition of range of reasonableness and probably 
stretches the definition beyond its breaking point”, Phelps Dodge Corp. v. Cyprus Amax Minerals Co., Civ. 
A. No. 17398 (Del. Ch. Sept. 27, 1999). 

 
2 The sample period is characterized by the introduction of new trends in deal protection techniques; 
disappearance of lockup options and emergence of go-shop provisions. Under lockup agreements, a bidder 
obtains an option to purchase target stocks or acquire key assets of a target. In my sample, the use of 
lockups as a deal protect device significantly decreases after 2001, when the Financial Accounting 
Standards Board (FASB) prohibited the pooling accounting method, and completely disappears after 2003.  
On the other hand, the new deal protection device, a go-shop, has been introduced since 2005. This 
provision essentially reverses the traditional no-shop provisions by allowing targets to actively solicit bids 
during a limited amount of the time.  
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include termination agreements, while the SDC data report agreements for only 74% 

(Table 1). In empirical models, I employ both the continuous variable - the ratio of target 

termination fees to deal value, and the discrete variables for low, medium, and high fees 

to capture the possible presence of threshold effects of fee size.3  

The findings generally support the proposition that low- or moderate-size 

termination fees serve as efficient contractual devices, while the use of large-size 

termination fees reflects agency conflicts.  To arrive at this conclusion, first I examine the 

determinants of fee size, defined as termination fees as a percentage of deal value. 

Because a bidder might pay for deal protection with greater deal premiums (Coates and 

Subramanian, 2000), I control for the endogenous relationship between deal premium and 

the size of termination fees. The results show that the size of termination fees is 

negatively correlated with institutional ownership of target firms, suggesting that if target 

managers are better monitored by institutional investors, they are less likely to offer 

higher termination fees. Also, I find that fee size is higher when target firms are smaller, 

where target firm size is a proxy for deal complexity (Bates and Lemmon, 2003). The 

findings are confirmed in the multinomial logit regression analysis which shows evidence 

that target size and institutional ownership are smaller for deals including high 

termination fees than for deals with low or medium fees. Moreover, deals in the high-fee 

group tend to have lower deal premiums compared to the low- or medium-fee group. 

Therefore, a target’s choice of large termination fees are associated with the agency 

problems between target managers and shareholders. 

                                                 
3 I categorize deals as a member of the low-fee group if termination fees are below 33rd percentile, as a 
member of the medium-fee group if between 33rd and 66th percentile, and as a member of the high-fee 
group if higher than 66th percentile. 
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Second, I examine whether fee size is associated with post-bid competition. I find 

weak evidence that small-size fees actually increase post-bid competition, whereas 

moderate fees do not have a significant effect. The positive relationship between 

termination fees and post-bid competition is documented in Boone and Mulherin (2007). 

However, there is strong evidence that large fees, especially higher than 5%, lower the 

probability of takeover competition. This negative effect of fee provisions is consistent 

with the findings of Bates and Lemmon (2003) and Leshem (2007). I argue that the 

different impacts on takeover competition across fee size might be the main reason why 

previous studies report inconsistent results. 

Third, I investigate the relationship between fee size and deal completion. Officer 

(2003) and Bates and Lemmon (2003) show that the presence of termination fee 

provisions significantly increases the probability of the culmination of the deal. They 

posit that the evidence supports the efficient contractual device hypothesis. However, I 

ask, is it plausible that target shareholders will vote in favor of a deal not because the deal 

is good, but because paying termination fees by terminating the deal is a major burden to 

them? If this is the case, termination fees, especially higher fees, goad shareholders into 

approving deal agreements rather than, or in addition to, serving as solutions for 

contractual problems. Therefore, the positive impact of the use of a termination fee on 

deal completion does not necessarily represent the efficient contractual role of 

termination fees.   

In order to address this issue, first I examine whether the high level of fee size 

increases the probability that deals are consummated. Consistent with Officer and Bates 

and Lemmon, my results show fee size is significantly and positively correlated with deal 



10 
 

 
 

completion. Second, I examine whether fee size affects the probability that high premium 

deals are consummated. I find that low- and medium-fee structures significantly increase 

the probability that higher premium deals are completed. Interestingly, however, high 

fees significantly decrease the probability of completion of high premium deals, 

suggesting that high termination fees are less beneficial than low- or medium-fees. 

I then investigate the relationship between fee size and announcement returns. 

After controlling for the effects of selection bias, I find that the effect of fee size on the 

cumulative abnormal returns (CARs) around the announcement date is not significantly 

different from zero except that CARs are significantly lower for deals including larger 

than 5% of termination fees. The market seems to be indifferent as to whether fees are 

small, medium, or large, but only penalizes deals if the fees are unreasonably large. 

Overall, I conclude that low- or moderate-size termination fees serve as efficient 

contractual devices, while large fees reflect target managers’ self-interest and are less 

beneficial to shareholders. 

This study contributes to the literature in several ways. To the best of my 

knowledge, this is the first study that presents empirical evidence on the determinants of 

the size of termination fees and the effect of fee size on deal performance and target 

shareholder’s wealth in the U.S market.4 The results show that low or moderate size 

termination fees serve as an efficient contractual device, whereas large fees reflect 

agency problems between target managers and shareholders. I revisit the relationship 

between termination fees and bid competition by arguing that inconsistent empirical 

results of previous literature might be due to the different effect across fee size. I find that 

only large fees are likely to truncate post-bid competing offers, while low fees actually 

                                                 
4 Andre, Khalil, and Magan (2007) study this issue using 218 Canadian merger observations. 
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attract those bids. My findings also complement previous research on deal completion. I 

point out that a higher success rate is not always positively related to shareholders wealth, 

and show that high fees actually decrease the probability for high premium deals to be 

consummated. The paper also introduces to the literature new trends in the use of 

innovative deal protection devices. According to the SDC Merger and Acquisitions 

database, the use of lockup options becomes very rare and that go-shop provisions 

emerge as an important or preferred method to protect deals after 2005.  

The paper is organized as follows. In Section 2, I review the literature on 

termination fees. Section 3 describes the sample and variables. Section 4 analyzes the 

determinants of the size of termination fees. In Section 5, I analyze takeover competition. 

Section 6 analyzes deal completion. Section 7 analyzes announcement returns, while 

Section 8 concludes. 

 

2.2. Termination Fee Provisions 

2.2.1. The Motivations for Termination Fee Grants 

Deal protection is an agreement between a target and initial bidder in order to 

protect an initial bid against unwelcome competing bids during the interval period.5 A 

bidder often requests deal protection because they devote a significant amount of time 

and money in an effort to consummate the initial bid. Commonly used deal protection 

devices include, but are not limited to termination fees, lock-up options, and no-shop 

                                                 
5 The interval period is the period (2~4 months) between a signing date and closing date of a deal.  The deal 
is expected to close, after completing shareholder approval, the filing of proxy statements, and registration 
of securities exchanged in the transaction.  
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provisions.6 Officer (2003) and Bates and Lemmon (2003) provide two explanations on 

the economic role of termination agreements as a deal protection devices in merger 

agreements. 

Agent Conflicts vs. Efficient Contractual Devices 

Since Jensen and Meckling (1976), the agency problem between shareholders and 

mangers has been well documented in corporate finance studies. In mergers and 

acquisitions, target managers acting in their own interests might choose a bidder based on 

whether they are the most likely to offer job security or a severance package. A 

termination fee provision prevents the target managers from actively soliciting bids 

negotiating for the best value reasonably available to the stockholders. By requiring a 

target to deal only with its original bidder, restrictive or protective provisions help to 

reduce the possibility that superior competing bids will be forthcoming. Moreover, deals 

protected by termination fee provisions might have less chance to receive hostile bids that 

often offer higher premiums. Overall, target managers’ motivation to offer termination 

fees reflects the degree of agency problems and the use of deal protection devices is 

harmful to target shareholders.  

The alternative efficient contractual device model provides opposite predictions. 

A contracting problem in merger agreements occurs when competing bidders free-ride on 

the private information, which can include potential synergy gains via acquisitions, post-

merger strategy for the target’s assets, or other information an initial bidder could have 

revealed.  This free-riding would be costly to an initial bidder with the cost increasing 

                                                 
6 Coates and Subramanian (2000), Burch (2001), and Boone and Mulherin (2007) report that target 
managers offer lockup options less than half as often as the termination fees.  Moreover, after the FASB’s 
decision to abolish the pooling accounting method, lockup options receive less judicial scrutiny (Balz, 
2003). Hotchkiss, Qian, and Song (2005) report that about 99 percent of deals use a no-shop provision. 
Such lack of variation across deals makes it difficult to examine the role of no-shops. 
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proportionately with the extent of the private information offered by an initial bidder. In 

addition, an initial bidder typically spends significant money and time in valuating and 

negotiating with a target.  With termination agreements, the expected cost of free-riding 

that an initial bidder bears can be offset by sufficient termination fees that guarantee 

some minimum returns. As a result, if an initial bidder is protected by termination fees, 

they are more likely to reveal valuable information that is important to target 

shareholders. According to the efficient contractual device hypothesis, the use of 

termination fee provisions can facilitate deals and yield positive wealth effects for target 

shareholders.  

 

2.2.2. Why Does Fee Size Matter? 

The empirical models of Officer (2003), Bates and Lemmon (2003), and Boone 

and Mulherin (2007) utilize a discrete model in which target firms are categorized as to 

whether they offer termination fees or not.  Accordingly, investors categorize firms into 

two groups based on the use of termination fees. However, studying the size of 

termination fees is important in three respects. First, a target manager faces a decision not 

only of whether they include termination fees, but also of how large a fee they offer. If 

the amount of the termination fee is too small, an initial bidder who is not fully protected 

against possible free-riding by competing bidders is not likely to reveal private 

information to facilitate the deal process. Conversely, unreasonably high termination fees 

might raise suspicion that target managers are willing to preclude superior competing 

bids. 
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Second, from the target shareholders’ point of view, termination fees increase the 

cost of capital. In a recent example, Johnson & Johnson failed to acquire Guidant 

Corporation when faced with a post-deal competing bid from Boston Scientific. J&J then 

received a $705 million termination fee.7  However, it is claimed that, since Boston 

Scientific had to take into account the high termination fee, the competing bidder 

significantly reduced the amount that it was willing to pay Guidant’s shareholders (Kitch, 

2006). As such, Boston Scientific shareholders demonstrated a concern about not only 

whether a target included a termination fee provision but also the size of the provision.  

Third, within the legal framework, termination fees are upheld by courts only 

when the size of the fee is within the range of reasonableness – as measured by the courts. 

Since the aim of termination fees is to induce a bidder to enter into the merger agreement 

and to compensate the bidder for out-of-pocket expenses, it is defensible in the eyes of 

the court if the fee is commensurate to the level of the bidder’s costs and the relative size 

of the transaction. The courts have generally come to the conclusion that termination fees 

ranging from 1% to 5% of the total deal value are reasonable.8  Higher fees raise the 

possibility of their being overturned due to the courts’ view of them as coercive measures 

in an effort to preclude competing bids (Block, 2007). In addition, there are significant 

international differences in the size of termination fees. The levels of termination fees 

outside of the U.S market are significantly lower. For example, U.K companies must 

comply with Rule 21.2 of City Code, which limits termination fees to 1% of deal value 

(Tarbert, 2003).   Guidance Note 7, in Australia, sets a termination fee of 1% of deal 

value (Chapple, Christensen, and Clakson, 2007). 

                                                 
7 Johnson and Johnson v. Guidant Corp. et al., 06 Civ. 7685 (S.D.N.Y. Aug. 29, 2007). 
 
8 Kysor Industrial Corp. v. Margaux, Inc., 674 A.2d 889, (Del. Supr. 1996). 
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2.2.3. Prior Empirical Research 

Coates and Subramanian (2000) develop a theoretical model and provide 

empirical results focusing on stock lockups.9 In criticizing existing theoretical models 

showing lockups have no effect on efficient allocations by failing to explain bidder 

behavior, they introduce several factors of buy side distortions that affect the behavior of 

bidder managers.  Burch (2001) studies stock lockup options and finds target shareholder 

returns are greater in deals with stock lockup options.  He concludes that even if stock 

lockup options may be abused sometimes, the use of lockup options, on average, 

enhances a target’s bargaining power and increases target shareholder wealth. 

Officer (2003) and Bates and Lemmon (2003) focus on the role of termination fee 

provisions. They examine two possible explanations as to why target managers offer 

termination fees;  agency and efficiency perspectives.  Their empirical results support the 

notion that termination fee provisions are used as an efficient solution of possible 

contracting problems in merger transactions.  Specifically, they report that deal premiums, 

the probability of deal success, and the market reactions to bid announcements are 

positive or at least not negative, even if there is weak evidence that termination fee 

provisions deter post bid competition. 

Hotchkiss, Qian, and Song (2005) utilize an incomplete contract framework 

where the renegotiation process and holdup problems exist.  They demonstrate 

                                                 
9  Stock lockups, which belong to the category of lockups, entitle a bidder to purchase a certain amount of a 
target’s shares at a certain price if a deal is not consummated. Stock lockups would make a deal more 
expensive for third parties, grant voting rights to the initial bidder, and compensate the initial bidder if the 
deal is cancelled (See Block, 2007, for a more detailed discussion) 
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termination fee provisions are used more frequently on targets than on bidders because 

targets tend to have more severe holdup problems.  

Boone and Mulherin (2007) revisit termination fee provisions and argue that due 

to biased data from the SDC, the results of prior studies on termination fees are 

inaccurate. Using 400 takeover deal agreements during the year 1989-1999, they show 

that termination fee provisions are positively correlated to takeover competition. 

 

2.3. Data and Descriptive Statistics 

The sample contains all mergers and acquisitions announced between January 

2001 and December 2007, obtained from the Securities Data Corporation (SDC) 

Platinum Mergers and Acquisitions database. I construct the data using the following 

criteria: (1) Deal value is publicly disclosed and is at least $1 million, (2) Deals are either 

completed or withdrawn, (3) the percentage of shares held by a bidder at announcement 

is less than 50%, and (4) stock prices reported by the Center for Research in Securities 

Prices (CRSP) and financial data reported in Compustat are available for target firms. 

These data restrictions result in 1,702 deal observations. I obtain quarterly institutional 

ownership data from the CDA/Spectrum database for those filing a Form 13F. All 

institutional investors who hold more than $100 million are required to report their equity 

holdings to the Securities and Exchange Commission by filing 13F forms. I employ two 

variables of institutional ownership. First, I calculate the fraction of shares held by 

institutional investors and, second, I use a dummy variable which equals one if a firm has 

at least one institution that holds more than 5% of shareholdings and zero otherwise. 
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Table 1, Panel A describes the sample distribution of the size of termination fees. 

My initial search of the SDC database reveals that 73.80% (1,256 deals) of total 

observations (1,702 deals) include termination fee provisions. To ensure accuracy of 

information, I utilize the SEC filings on termination fees (14A and S-4 for mergers and 

14D for tender offers), which are obtained from Livedgar. As pointed out by Boone and 

Mulherin (2007), the SDC database understates the incidence of termination fees. I find 

that 175 deals (about 10.28% of the total observations) do not include termination fee 

provisions according to SDC, but which actually did include the provisions in the deal.10 

The SEC filings indicate that 84.08% (1,431 deals) of the sample have termination fee 

provisions. In Panel B, the mean and median of a percentage of termination fees scaled 

by deal value are 3.407% and 3.25%, respectively, during the sample period.11 Panel C 

shows that the size of termination fees is widely distributed. Approximately half of the 

observations are concentrated in the 2 to 4 percent range of termination fees, about 6% of 

deals include fees higher than 5% and about 2.6% have less than 1% termination fees 

relative to deal value. 

The new trends of deal protection techniques are reported in Table 2. First, 

according to the SDC Mergers and Acquisitions database, the use of lockup options 

significantly decreases during the sample period. A lockup option, one of deal protection 

devices that were frequently used in 1990s, provides a bidder with the right to acquire a 

specific number of newly issued shares of the target at a specific price. Burch (2001) 

reports that between 1995 and 1998 about 14% of completed deals (8% of all deals) use 

                                                 
10 According to a reply from the SDC data team, termination fees in the SDC database are computed based 
on the Freeman imputed fee data provided by the Thomson Financial and Freeman & Co. 
 
11 The figures are similar to Officer (2003) who shows the mean and median of target termination fees as a 
percentage of deal value are 3.80 % and 3.27 %, respectively. 
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lockup options. In my sample, 41 deals (about 8%) include lockup options during the 

period 2001 and 2002, but lockup options completely disappear after 2004.12 Typically, 

lockup options were most used in transaction where the pooling accounting method was 

employed (Coates and Subramanian, 2000). Since the Financial Accounting Standards 

Board (FASB) prohibited the pooling accounting method beginning in June 2001, lockup 

options were not observed thereafter. When deals include both lockups and termination 

fee provisions, the average fee size is 3.864 %, which is higher than the full sample 

average, 3.407%.  

The table also introduces the appearance of go-shop provisions in merger 

agreements. Instead of the typical no-shop provisions, where a target agrees with a bidder 

not to solicit other buyers regarding making a superior bid, go-shop provisions allow a 

target to actively solicit bids during a limited amount of the time. The use of go-shop 

provisions becomes more common in merger agreements since 2005.13  In my sample, 38 

deals include go-shop provisions instead of no-shop provisions. When a go-shop 

provision is included, the average fee size is 2.317%, which is less than the average fee of 

the total sample. 

Table 3 reports descriptive statistics for deal characteristics and target 

characteristics across the size of termination fees. In the table, the sample is divided into 

four groups, deals without termination fees, deals with low fees, medium fees, or large 

fees. Deals that do not include termination fee provisions belong to the No T-Fee group.  

I categorize deals as Low T-Fee if termination fees are below 33rd percentile, as Medium 

                                                 
12  I confirm the disappearance of the use of lockup options by examining the population of deals from the 
SDC mergers and acquisitions database. I find that among 5,569 deals between 2003 and 2004, only 5 deals 
include lockup options and, after 2005, no deal uses lockups. 
 
13  See “Looking for More Money, After Reaching a Deal”, the New York Times, Mar 26,2006 
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T-Fee if between 33rd and 66th percentile, and as High T-Fee if higher than 66th 

percentile.14  Tests for statistically significant differences are from the t-test and 

Wilcoxon rank-sum test for differences in each characteristic between the Medium T-Fee 

and other groups.  

Several important implications are reported in Table 3. First, deal premiums of the 

high-fee group are significantly lower than that of the median-fee group, while they are 

not significantly different between the low-fee and medium-fee groups.  The average deal 

premium of the medium fee group is 52.910 %, which is the highest among the four 

groups, while that of the high fee group is the lowest, 49.038%. This is not consistent 

with Coates and Subramanian’s (2000) argument that a bidder pays for termination fees 

with greater deal premiums. Second, Target size, proxy for the level of deal complexity 

(Bates and Lemmon, 2003), is significantly smaller for deals in the high-fee group than 

the medium-fee group, suggesting that fee size is not correlated or inversely correlated 

with deal complexity. Last, institutional ownership and the probability of the presence of 

institutional block holders are lower for the high fee group, which suggests that, if target 

managers were better monitored by institutional investors, they would not pay the high 

level of fees. To sum up, the results of univariate tests suggest that a target manager’s 

choice of high fees might reflect agency conflicts rather than serving as the efficient 

contractual device.  

Toehold (the fraction of target shares held by the bidder prior to the 

announcement) is negatively correlated with the inclusion of termination fee provisions 

(Bates and Lemmon, 2003), while it is not significantly different in fee size. The average 

                                                 
14 This size threshold is arbitrary; however, I have experimented with various size thresholds and the results 
are similar to those presented in this paper. 
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toehold is 3.716 % and 16.484% have greater than 50% of toehold when fee provisions 

are not included. In contrast, deals with the medium fee have only 0.505% of toehold and 

2.875% of those deals have greater than 5% of toehold. 13.187 % of deals without fee 

provisions receive bids prior to deal agreement, while only 3.285% of the medium fee 

group received prior bids. In addition, the table documents that termination fees are 

usually associated with friendly bids. 4.762% of the no fee group are subject to hostile 

bids, whereas no deals that belong to the medium fee group are hostile. In addition, 

targets firms in the high fee group have lower pre-bid stock returns and have greater pre-

bid return volatility than targets offering a medium fee. Target firms in the medium fee 

group have the highest market to book ratio, lowest leverage, and greatest prior stock 

returns. 

 

2.4. Determinants of the Size of Termination Fees 

In this section, I examine what determines the variation in the size of termination 

fees. The general specification utilizes a Tobit regression due to a zero-inflated continuous 

dependent variable. I, then, estimate a Tobit model allowing fee size to be determined 

endogenously.15  To account for the zero inflated nature and for endogeneity of the size of 

termination fees, the following instrumental variables Tobit model (henceforth IV-Tobit) is 

estimated: 

T-Fee Sizei = max (0, β xi +δ Premiumi + i + ui) 

Premiumi= γ xi+σ zi + vi 

where, x is the set of explanatory variables and z is the set of instrumental variables. 

                                                 
15 Coates and Subramanian (2000) argue that a bidder might pay for termination fees with greater deal 
premiums, suggesting the endogenous relationship between fee size and the level of deal premiums. 
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Amemiya (1985) and Rivers and Vuong (1988) point out the econometric issues of 

instrumental variable estimators for the nonlinear model. They show that the usual two–

step model in the linear model does not hold for nonlinear analysis where the standard 

errors and test statistics are not consistent in the presence of instrumental variables. To 

address this concern, I estimate the instrumental variables Tobit model by implementing 

the maximum likelihood estimators (MLE).16 In order to satisfy the identification condition, 

I employ three instruments for deal premium in the first stage regression: Average Target 

Industry Premium is defined as the target industry-average (based on the 2-digit target SIC 

code) deal premium.  Average Acquirer Industry Premium is defined as the acquirer 

industry-average deal premium.  Finally, Previous Quarter Average Premium is computed 

by the mean of deal premium of all merger transactions during the quarter prior to the bid 

announcement.  

Table 4 reports the regression results. The results of Tobit and IV-Tobit estimations 

are virtually identical. A bidder toehold significantly decreases the size of termination fees, 

suggesting that a bidder toehold might be a substitute for termination fees by providing a 

bidder with information on the target (Betton, Eckbo, and Thorburn, 2008) or because 

bidders with large toeholds benefit more from subsequent offers. The existence of bidder 

termination fees increases the size of termination fees because termination fee provisions 

are in some cases a reciprocal arrangement between a target and a bidder (Bates and 

Lemmon, 2003). When a target receives bids from different bidders prior to deal agreement 

and when the target reaction is hostile, deals tend to include smaller termination fees. In 

                                                 
16 Alternatively, I estimate the two-step model suggested by Rivers and Vuong (1988) and the results are 
similar to those presented in this paper.  
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contrast, tender offers tend to have higher termination fees. In addition, termination fees 

increase in the length of the interval period and in the amount of the bidder’s advisory fees. 

The interesting results in the table are the insignificant coefficient on deal premium 

and the negative coefficients on target size and institutional ownership. According to an 

efficient contractual device explanation, a bidder, when it is protected by termination fee 

provisions, is likely to offer higher deal premium. Then the deal premium is positively 

correlated with fee size. However, Table 4 reports that the deal premium is not significantly 

correlated with fee size. Moreover, the Wald test of exogeneity in the IV-Tobit regression 

suggests no endogenous relationship between the deal premium and fee size. Officer (2003) 

and Bates and Lemmon (2003) find a positive correlation between target size, measured by 

the natural logarithm of target market capitalization, and the incidence of termination fee 

provisions. They argue that the results support the efficient contractual hypothesis since 

target size is a possible proxy for deal complexity. My results, however, show that larger 

targets tend to provide smaller termination fees. Moreover, the negative coefficients on 

institutional ownership and the presence of institutional block holders suggest that the 

monitoring role by institutions can decrease the size of termination fees. Therefore, the 

negative coefficients on target size and institutional ownership are consistent with the 

agency conflict hypothesis rather than the efficient contractual device hypothesis. 17 In 

addition, I check the validity of the instrumental variables for deal premium in the IV-Tobit 

model. In the first stage, all three variables are significantly correlated with deal premium, 

confirming that there is no weak instrument problem. 

                                                 
17  One may be concerned that the negative relation between firm size and termination fees as a percentage 
of deal value simply reflects that the dollar value of fees is relatively constant across target size and, 
therefore, does not represent an agency problem. However, while not reported here, the data show that the 
dollar amount of termination fees is not fixed but is increasing in the market capitalization of firms. 
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In Table 5, I alternatively categorize fee sizes into no, low, medium and high as was 

done in Table 3 rather than use the continuous dependent variable. To specify the 

relationship between deal characteristics and a target’s choice of the termination fee 

category I employ multinomial logit regressions. Table 5 reports estimates of multinomial 

logit models on the determinants of the choice of termination fee categories as a function of 

deal premium, deal characteristics, and target characteristics. The coefficients reported in 

this table show the effects on the log-odds between each category and the reference 

choice.18  In this table, my main interest is the effects of deal premium, target size, and 

institutional ownership on fee size. In the first regression where the reference choice is the 

category of deals that do not include termination fee provisions, the coefficients of deal 

premium are positive in the low- and medium-fee group, and positive but insignificant in 

the high fee group. This suggests that the deal premium is higher only for deals with low- 

or medium termination fees than deals without fees. In the second regression where the 

reference is the choice of low-level termination fees, the coefficient of deal premium is 

insignificant for deals with medium fees, but is negative and insignificant for deals with 

large fees. In the third regression, the coefficient is negative and significant for deals with 

large fees, suggesting that deals with high fees tend to have a lower premium than deals 

with medium fees. Overall, the results that a target offering large fees does not receive 

higher deal premium do not support an efficient contractual explanation. 

                                                 
18 The multinomial logit model can be expressed as 

P(yi=K) = exp(x'iβK)/∑
=

J

j 1

 exp(x'iβj), 

where P(yi=K) is the probability that a firm i will choose the Kth  level of fee size and x is a firm specific 
characteristics. Since the denominator is the same regardless of the value of K,  

Log (P(yi=j)/ P(yi=K))= x'i (βj-βK). 

If K=0, i.e, a reference choice, then the log of the odd ratio is  

Log (P(yi=j)/ P(yi=0))= x'i βj. 

Therefore, βj  represents the effect on the log-odds. 
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Target size, measured by the natural logarithm of market cap, is positively 

correlated with the choice of low or medium fees in the first regression, which is consistent 

with Bates and Lemmon (2003). Bates and Lemmon suggest that since target firms size is a 

possible proxy for deal complexity, the positive correlation is consistent with a notion that 

a termination fee provision is more likely to be included in more complex deals and serves 

as an efficient solution to contracting problems. However, the coefficients on target size are 

significantly negative in the second and third regressions, suggesting that small target firms 

are more likely to choose to offer large termination fees than choose low or medium fees.  

Institutional ownership is negatively correlated with the probability of large fees in all three 

regressions, suggesting that lower institutional ownership tends to lead targets to offer 

larger termination fees rather than to offer no fees (in the first regression), smaller fees (in 

the second regression), and medium fees (in the third regression). Overall, the negative 

coefficients on target size and institutional ownership in the high fee group represent that 

higher termination fees, at least in part, reflects an agency conflict between target managers 

and shareholders. 

In addition, the coefficient of a dummy variable for the presence of lockup options 

is positive but is not significant. The insignificance may be due to the lack of sufficient 

observations of the incidence of lockup options. As reported in Table 2, only 45 deals use 

lockup options during the sample period. The negative relationship is consistent with a 

notion that lockup options, which allow a bidder to purchase a fraction of a target’s stock or 

assets at a specified price, could substitute for termination fee provisions in solving 

contractual problems. The coefficient of the go-shop dummy is positive but insignificant. 

The main reason for the lack of significance is that only 38 deals employ go-shop 
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provisions in my sample. The positive relationship suggests that go-shops that allow target 

managers to solicit deals may yield significant post-bid competition and increase the 

probability of the termination of an initial deal. 

 

2.5. Post-bid Competition 

In this section, I examine whether the size of termination fees are associated with 

decreases in post-offer competing bids. Previous empirical studies on the effect of the use 

of termination fees on bid competition provide mixed evidence. Officer (2003), for 

example, reports weak evidence that the presence of termination fee provisions reduces 

competing bids, while Boone and Mulherin (2007) find a positive relationship between 

the use of termination fees and takeover competition. Officer’s results contradict the 

efficient contractual device hypothesis in that targets who offer termination fee 

provisions may lose the opportunity to receive superior competing bids. Boone and 

Mulherin argue that Officer’s findings result from the use of the incomplete SDC data.  

In addition, Leshem (2007) develops a theoretical model and proposes that the 

presence of fee provisions reduces the probability of post-bid competition, because 

competing bidders interpret the provisions as a signal of a bidder’s high valuation of the 

target. I argue that one potential explanation for the conflicting results is that these 

studies only focus on the inclusion of the termination fee provisions and do not consider 

the size of termination fees. In this paper, I argue that whether termination fees deter 

competing bids or not depends on the magnitude of termination fees. Third parties are not 

likely to make competing bids when termination fees are unexpectedly high, while 

moderate fees will not deter competing bids.  
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Table 6 estimates the determinants of post-bid competition. The dependent 

variable is a dummy variable that takes on a value of one if third parties make competing 

bids while the original bid is pending and is zero, otherwise. First, I include T-Fee size, 

defined as the dollar amount of termination fees as a percentage of deal value. The 

coefficient of T-Fee size is negative and (weakly) significant on the probability of post-

deal competition. In the second regression, 273 deals that do not include termination fee 

provisions are omitted in order to avoid the expansion bias.19 The result shows that the 

effect of fee size is insignificant. 

Next, I include dummy variables for low, medium, and large fees using the 

previous definitions, instead of employing a percentage of fee size. These logit 

regressions include all observations including no-termination fee deals. In the third logit 

regression, the low fee dummy is positively correlated with takeover competition, 

suggesting that a low level termination fee actually attracts post-bid competition. The 

result is, in part, consistent with Boone and Mulherin (2007) who report a positive 

correlation between the use of termination fees and takeover competition. In the fourth 

regression, however, medium fees do not have a significant effect on the probability of 

competing bids.  

In the fifth regression, the high fee dummy is significantly and negatively 

correlated with takeover competition, suggesting that only a high level termination fee 

deters competitive bids after deal agreements. This negative correlation between 

                                                 
19 Notice that the regressor, T-Fee size, is censored as 273 deals do not include termination fee provisions. 
Rigobon and Stocker (2007) point out that the use of censored regressors might causes “expansion bias” or 
estimated effects that are too large in absolute value. Expansion bias can be avoided by dropping deals 
without termination fees, which is called complete case analysis by Rigobon and Stocker (2007). However, 
the omission of those deals may introduce a selectivity problem from selecting the sample in an 
endogenous way. To the best of my knowledge, the issue that arises for estimation with censored regressors 
is one that currently has no econometric solution.  
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termination fee provisions and the probability of competing bids is reported in Officer 

(2003). Overall, the evidence in Table 6 suggests that whether termination fees deter 

competing bids depends on fee size; low fees actually attract competing bids, while only 

large fees deter post-bid competition. Also, the evidence is supportive of a notion that 

high termination fees reflect the agency problem in that high fees deter competition by 

increasing the cost of acquisitions for third parties who must pay the fee if successful.  

 

2.6. Deal Completion 

Officer (2003) and Bates and Lemmon (2003) show that the presence of 

termination fee provisions significantly increases the probability of deal success (deal 

completion) and argue that the evidence supports the efficient contractual device 

hypothesis and that the use of termination fee provisions benefits shareholders.  However, 

I point out that the argument is incomplete because of the following two reasons.  First, 

the positive relation between the use of termination fees and the deal success rate does 

not necessarily demonstrate termination fees play a role in solving contractual problems.  

On one hand, the argument may be correct because more deals are finally consummated 

when they include the fee provisions.  As Officer and Bate and Lemmon argue, an initial 

bidder may reveal valuable private information on mergers, when they are protected by 

termination fee provisions.  However, it is plausible that target shareholders may approve 

deals not because the deals are good, but because paying termination fees involved in 

terminating deals is a major burden to them.  Thus, termination fees, especially higher 

fees, push shareholders into approving deal agreements rather than serving as solutions 

for contractual problems. Second, the high success rate may not increase shareholders’ 
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wealth. It is possible that deals with low premiums would be consummated due to their 

high termination fees.  Low premiums are detrimental to shareholder wealth, but low 

premium deals will be approved because shareholders do not want to pay high fees.  Also 

termination fees, especially high fees, may deter superior bids after deal agreements.  

In this section, I revisit the relationship between deal completion and termination 

fees by focusing on whether fee size increases the probability of deal completion, 

especially when deals have a higher premium. Target shareholders definitely benefit if 

deals with higher premiums are more likely to be completed.  

In Table 7, the average percentage of withdrawn deals without termination fee 

provisions is 44%, while that with provisions is just 6.5%.  Among deals with termination 

fee provisions, deals with a high fee (95.2%) are more likely to be completed than deals 

with low and medium fees (91.6% and 93.6%, respectively). I then focus on the 

completion rate of deals with high premiums where high premium deals are defined as 

one if their premiums are above the median of industry-adjusted (SIC 1digit) premiums 

and zero, otherwise. 50.9% of deals with a high premium and only 42.7% of deals with a 

low premium are completed when they include medium termination fees.  In contrast, 

49.9 % of low premium deals and only 45.3% of high premium deals are completed when 

they include high fees.  

In Table 8, following Officer (2003) and Bates and Lemmon (2003), first I use a 

dummy variable that equals one for completed deals and zero otherwise as a dependent 

variable. In the first and second logit regression, I include T-Fee size as an independent 

variable, defined as the dollar amount of termination fees as a percentage of deal value.  

The coefficient of T-Fee size is positive and significant in the first regression where I 
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include all deals.  In the second regression, I omitted deals without termination fee 

provisions in order to avoid the expansion bias discussed in Section 5. The result shows 

that fee size is not significantly correlated with the probability of deal success.  

Next, I include dummy variables for low, medium, and large fees.  The positive 

and significant coefficients on all three dummy variables indicate that the probably of 

deal completion is significantly higher once a target provides any level of termination 

fees. The result is consistent with findings of Officer (2003) and Bates and Lemmon 

(2003) that the use of termination fees significantly increases the probability of deal 

success. Officer argues that the result is consistent with the efficient contractual device 

hypothesis because higher deal success rates are mainly due to a bidder’s making more 

substantial investments in the bid process. However, another possible explanation for the 

result is that that target managers utilize the fee provisions in order to lock in deals with 

friendly bidders (Bates and Lemmon, 2003).  

In order to examine two possible explanations, I investigate whether termination 

fees increase the probability of deal completion, when a deal has higher premium. The 

dependent variable is a dummy that equals one if a deal with higher premium is 

consummated and zero otherwise, where a deal has higher premium if its premium is 

greater than the industry (1-digit SIC code)-year median. The sixth regression includes all 

deals, while in the seventh regression deals that do not include termination fee provisions 

are omitted. The results show that the magnitude of the termination fee does not have a 

significant effect on the probability that high premium deals are consummated. However, 

the last three logit regressions provide interesting results. The significant and positive 

coefficients of low- and medium-fees suggest that moderate size termination fees 
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significantly increase the probability that higher premium deals are completed. The 

coefficient of the high fee dummy, however, is negative and significant. In other words, 

even if deals with termination fee provisions are more likely to be consummated, large 

fees significantly decrease the probability that high premium deals are completed. 

Therefore, high termination fees seem less beneficial than low- or medium-fees, 

consistent with a notion that high fees reflect target manager’s self interest (agency 

problems).  

The coefficients of control variables are correctly signed. The probability of deal 

success is higher when a bidder has a toehold of 5% or larger, when a bidder and target 

share the primary 2-digit SIC code (i.e, related deals), and when the bid is a tender offer. 

The coefficient of the presence of lockup provisions is not significant, whereas deals 

including go-shop provisions are less likely to be completed by allowing target managers 

to actively solicit deals. The probability of success in high premium deals is lower when a 

bidder has a toehold of 5% or larger, when a target receives bids from different bidders 

prior to deal agreement, when the target reaction is hostile, and when the interval period 

is longer. On the other hand, the probability is higher when a bidder provides termination 

fees and when the bid is a tender offer.  

 
2.7. Announcement Returns  

In this section, I examine whether the size of termination fees are associated with 

the market reaction to deal announcements. According to the agency model, the 

termination fees increase the probability that target managers do not carry out their 

fiduciary duties in negotiating for the best deal. Therefore, termination fees are negatively 

associated with the market reaction. In contrast, an efficient contractual device hypothesis 
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suggests that termination fees improve shareholder wealth by promoting superior bids by 

compensating a bidder for their costs and expenses. If this is the case, fee size is 

positively correlated with the market reaction to bid announcements. Bates and Lemmon 

(2003) find weak evidence of the positive effects of the incidence of termination fees, 

while Officer (2003) shows that the presence of termination fees does not reduce 

announcement returns.  

In order to calculate a target’s announcement returns, I employ cumulative 

abnormal returns (CARs) of targets around bid announcements, computed over the three 

[-1,1] and five [-2,2] day trading periods using the market model with the CRSP value-

weighted index. The estimation period for parameters is from 200 days to 40 days prior to 

the bid announcement date. I drop 110 deal observations where the stock price data are 

not available during the estimation period, which reduces the sample size to 1,592 deal 

observations. 

Table 9 presents the results of univariate tests for the means and medians of the 

CARs. The average CARs over the 3-day [-1,1] and 5-day [-2,2] window are 20.5% and 

27.4%, respectively. The statistics are a test of the null hypothesis that there is no 

difference in CARs between the group of targets offering the medium size of termination 

fees and other groups of targets. The mean and median CAR[-1,1] of targets that do not 

offer termination fee provisions are 5.6% and 15.7%, respectively, which are 

significantly lower than those of the medium size group, 29.3% and 23.1%. The mean 

and median CAR[-1,1] of targets offering the small size of termination fees are 27.7% 

and 21.6%, respectively, and are not significantly different from the CAR of the medium 

size group. However, interestingly, announcement returns of targets that offer the high 
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level of termination fees are significantly lower than the medium size group at the mean, 

13.7%, suggesting that the market reacts more negatively to the announcements of the 

high level termination fees. 

Table 10 reports the results of OLS regressions where the dependent variable is 

the CARs over the 3-day announcement period. The number of deal observations 

decreases from 1,702 to 1,592, after omitting 110 deals for which stock price data for the 

estimation period is not available. All deals are included in the first regression while the 

second regression use only deals that include termination fee provisions in order to 

counter the expansion bias.20 The coefficient of the size of termination fee is insignificant 

in both regressions.  

Next, I include dummy variables for low-, medium-, and high fees, instead of 

using a percentage of fee size. The coefficient of low- and medium fee dummies are 

positive but are not significant. Also, using high termination fees has little effect on 

CARs. The insignificant relationship between termination fees and announcement returns 

is consistent with Officer (2003) who argues that the market, at least, does not negatively 

react to the presence of termination fees. Additionally, I include a dummy which equals 

one if fees are higher than 5% in the last regression and zero otherwise.21 A dummy for 

higher than 5% of termination fees is (weakly) negatively correlated with CARs. The 

results suggest that the market seems to be indifferent as to whether fees are small, 

medium, or large, but only penalizes deals if the fees are unreasonably large.  

                                                 
20  See Section 5 for more details. 
 
21  I include a dummy for 5% or higher termination fees, because the courts generally agree that less than 
5% of fees would be reasonable and legally upheld (Kysor Industrial Corp. v. Margaux, Inc., 674 A.2d 889, 
(Del. Supr. 1996)). 
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The coefficients of the other control variables are correctly signed. Deal premium 

is positively correlated with the announcement returns. The market reacts positively to 

deal announcements when deals include lockup provisions and when targets have larger 

one-year stock returns or larger stock volatility. In contrast, the announcement returns are 

lower when a bidder provides termination fees, consistent with Bates and Lemmon 

(2003) who argue that “sweet heart” deals are more likely to include bidder fee 

provisions. In addition, market reactions are more negative for a target with high leverage. 

 

2.8. Conclusion 

While several studies (e.g. Coates and Subramanian, 2000; Officer, 2003; Bates 

and Lemmon, 2003; Boone and Mulherin, 2007) make important contributions to 

furthering our understanding of the role of termination fee provisions, little research has 

been done on why target firms offer termination fees at various levels. In this paper, I 

investigate what determines the size of termination fees and how this affects deal 

performance. Specifically, I seek to address the following questions: What determines the 

variation in the size of termination fees? How does the size of termination fees affect 

post-bid competition? How does the size of termination fees affect the probability of deal 

completion, especially for deals with a high premium? How does the size of termination 

fees affect short-term and long-term performance? 

The findings generally support the proposition that low- or moderate-size 

termination fees serve as efficient contractual devices, while the use of large-size 

termination fees reflects agency conflicts. First, the size of termination fees is negatively 

correlated with institutional ownership and deal size. In the multinomial logit regression 
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analysis, target size and institutional ownership are smaller for deals including high 

termination fees than for deals with low or medium fees. Moreover, deals in the high-fee 

group tend to have lower deal premiums compared to the low- or medium-fee group. 

Therefore, a target’s choice of large termination fees are associated with the agency 

problems between target managers and shareholders.  

Second, small-size fees actually increase post-bid competition, whereas moderate 

fees do not have a significant effect. There is strong evidence that large fees reduce post-

bid competing bids. I argue that the different impacts on takeover competition across fee 

size might be the main reason why previous studies report inconsistent results.  

Third, low- and medium-fee structures significantly increase the probability that 

higher premium deals are completed. However, a high fee significantly decreases the 

probability of completion of high premium deals. Fourth, after controlling for the effects 

of selection bias, the effect of fee size on the cumulative abnormal returns (CARs) around 

the announcement date is not significantly different from zero except that CARs are 

significantly lower for deals including larger than 5% of termination fees. The market 

seems to be indifferent as to whether fees are small, medium, or large, but only penalizes 

deals if the fees are unreasonably large. Overall, I conclude that moderate size 

termination fees serve as efficient contractual devices, while large fees are consistent 

with agency conflict explanations and are less beneficial to shareholders. 

This study contributes to the literature in several ways. First, to the best of my 

knowledge, this is the first study that presents the empirical evidence on the determinants 

of the size of termination fees and their effects on deal performance in the U.S market. I 

show that a low or moderate size of termination fees serve as the efficient contractual 
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device, whereas large fees reflects agency problems between target managers and 

shareholders. Second, I revisit the relationship between termination fees and deal 

completion. The results show that the relationship significantly depends on fee size: only 

large fees are likely to truncate post-bid competing offers, while low fees actually attract 

those bids. The paper also complements previous research on deal completion. I argue 

that a higher success rate is not always positively related to shareholders wealth, and 

show that high fees actually decrease the probability for high premium deals to be 

consummated. In addition, the paper introduces to the literature new trends in the use of 

innovative deal protection devices, demonstrates that the use of lockup options becomes 

very rare, and that go-shop provisions emerge as an important or preferred method to 

protect deals after 2005.
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Table 2.1. 

Sample Distribution 

 
This table provides summary statistics of the incidence of termination fee provisions and termination fee 
size. The sample includes 1,702 merger agreements during the period January, 2001 to December, 2007. 

 

Panel A. Termination Fee Provisions by year 

Year No of  With T-fees With T-fees Differences 

  (SDC data) (SEC data)   

  Deals No. % No. % No. % 

2001 322 244 75.78 256 79.50 12 3.73 

2002 185 116 62.70 140 75.68 24 12.97 

2003 241 130 53.94 199 82.57 69 28.63 

2004 220 182 82.73 193 87.73 11 5.00 

2005 258 212 82.17 229 88.76 17 6.59 

2006 263 195 74.14 228 86.69 33 12.55 

2007 213 177 83.10 186 87.32 9 4.23 

Total    1,702 1,256 73.80 1,431 84.08 175 10.28 

 

 

Panel B. Distribution of Fee Size by year 

Year T-Fees (in million dollars)   T-Fees / Deal Value (%) 

  Mean Median P5 P25 P75 P95 Stdev Mean Median P5 P25 P75 P95 Stdev 

2001 34.5 5.5 1.0 2.0 24.0 150.0 90.4 3.537 3.385 1.170 2.460 4.070 6.360 2.097 

2002 24.9 5.0 0.3 2.0 13.0 65.0 138.0 3.744 3.510 1.675 2.490 4.365 6.785 2.087 

2003 21.4 5.6 0.7 2.0 18.0 110.0 54.1 3.911 3.460 1.120 2.920 4.070 6.530 3.932 

2004 62.3 12.0 1.0 4.0 35.0 220.0 217.8 3.275 3.310 1.230 2.740 3.890 4.870 1.082 

2005 66.5 14.0 1.0 6.0 52.0 250.0 188.6 3.119 3.170 1.360 2.480 3.790 4.530 1.052 

2006 55.3 15.0 2.0 6.0 42.8 240.0 121.6 3.327 3.150 1.140 2.575 3.760 4.990 2.611 

2007 65.7 21.5 1.8 8.0 59.0 227.0 132.4 3.022 3.010 1.260 2.670 3.500 4.350 0.997 

Total 48.0 10.0 1.0 3.0 35.0 200.0 143.8   3.407 3.250 1.230 2.600 3.900 5.400 2.231 
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Panel C. Frequency by Fee Size (as a percentage of deal value) 

Fee size N % 

Avg. Deal Value  

(in $m) 

Avg. Target's Market Value  

(in $m) 

No T-Fee 273 16.04 1,421.91 1,114.23 

< 1% 45 2.64 2,876.63 1,760.35 

1-2% 138 8.11 2,781.97 1,705.57 

2-3% 380 22.33 2,326.68 1,639.51 

3-4% 569 33.43 1,598.79 1,202.53 

4-5% 193 11.34 544.86 373.37 

5-6% 51 3.00 408.70 330.46 

>6% 53 3.11 162.29 128.98 

Total 1702 100 1,662.75 1,187.88 
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Table 2.2. 

Lockups and Go-shop Provisions 

This table provides the new trend of deal protection devices: Lockup options and Go-shop provisions. All 
data are obtained from the SDC Mergers and Acquisitions database. 

 

No.   No. Lockups  Avg.  T-Fee/ No. Go-shop Avg. T-Fee/ 

  Lockups & T-Fee Deal value & T-Fee Deal value 

2001 34 25 3.576 0 0 

2002 7 4 6.805 0 0 

2003 2 1 3.480 0 0 

2004 2 2 1.780 1 1.050 

2005 0 0 0 1 2.490 

2006 0 0 0 9 2.308 

2007 0 0 0 27 2.367 

Total 45 32 3.864 38 2.317 
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Table 2.3. 

Descriptive Statistics for Deal and Target Characteristics 

The sample is divided into four groups. Deals that do not include termination fee provisions are categorized 
as the No T-Fee group. Deals are categorized as the Low, Medium, or High T-Fee group if termination fees 
are below the 33rd percentile, between the 33rd and 66th percentile, or above the 66th percentile. Tests for 
statistically significant differences are from the t-tests and Wilcoxon rank-sum tests for differences in 
characteristics of deals and target firms between the Medium T-Fee and other groups. a, b, and c represent 
statistical significance at the 1%, 5%, and 10% level, respectively. The descriptions of variables are 
provided in Appendix 1. 

 

     Total Med T-Fee  No T-Fee   Low T-Fee   High T-Fee  

  No. of Deals  1,702 487  273  467  475  
Deal Characteristics           
 T-Fee size Mean 2.864 3.245  -  2.058  4.912  
 (% of deal value) Median 3.015 3.250  -  2.210  4.150  
 Deal Premium Mean 50.655 52.910  50.323  50.143  49.038 c 
  Median 40.831 44.517  41.012  40.351  38.871 b 
 Toehold Mean 1.197 0.505  3.716 a 0.772  0.878  
  Median 0 0  0 a 0  0  
 Toehold>5% Mean 5.523 2.875  16.484 a 3.640  3.789  
  Median 0 0  0 a 0  0  
 Bidder T-Fee Mean 19.154 19.097  2.564 a 29.764 a 18.316  
  Median 0 0  0 a 0 a 0  
 Cash Mean 81.316 83.368  83.516 c 80.086  79.158  
  Median 100 100  100 c 100  100  
 Prior bidding Mean 5.934 3.285  13.187 a 6.638 a 3.789  
  Median 0 0  0 a 0 a 0  
 Related Mean 31.434 33.470  22.711 a 34.261  31.579  
  Median 0 0  0 a 0  0  
 Hostile Mean 1.528 0.000  4.762 a 1.927 b 0.842 c 
  Median 0 0  0 a 0 b 0 c 
 Tender Offer Mean 13.279 15.400  11.722 b 10.278 b 14.947  
  Median 0 0  0 b 0 b 0  
 Interval Mean 0.363 0.340  0.368  0.391 b 0.355  
  Median 0.304 0.271  0.293  0.326 a 0.326 a 
 Bidders’ Advisory Fees Mean 0.082 0.093  0.018 a 0.091  0.099  
  Median 0 0  0  0 a 0  
Target Characteristics           
 Ln(Market cap) Mean 5.344 5.694  4.938 a 5.909  4.665 a 
  Median 5.279 5.746  4.508 a 5.951  4.556 a 
 Market to Book Mean 104.130 135.980  76.018 a 106.340 b 85.461 a 
  Median 65.576 92.582  53.029 a 73.401 b 46.399 a 
 Leverage Mean 57.311 51.288  61.585 a 57.649 b 60.696 a 
  Median 56.872 48.504  63.179 a 59.554 b 62.200 a 
 Pre-bid stock Returns Mean -11.351 -7.019  -18.579 a -7.086  -15.831 a 
  Median -0.074 -0.060  -0.243 a -0.008  -0.271 a 
 Pre-bid return volatility Mean 23.710 16.553  34.845 a 16.377 b 31.858 a 
  Median 3.885 3.253  8.735 a 2.917  8.582 a 
 Institutional ownership Mean 45.910 51.628  41.348 a 55.510  33.231 a 
  Median 42.619 50.930  34.908 a 60.620  25.549 a 
 Institutional bock-holder Mean 76.146 80.903  69.963 a 80.514  70.526 a 
    Median 100 100  100 a 100  100 a 
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Table 2.4. 

Determinants of Termination Fee Size 

As a base-line model, Tobit regressions are estimated in the first two columns. In the third column, an 
instrumental variables Tobit regression (IV-Tobit) is estimated by implementing the MLE. The dependent 
variable is T-Fee size, defined as termination fees as a percentage of deal value. All tests use White robust 
standard errors. Year and industry (1-digit SIC) dummies are included but their coefficients are not 
reported. The z statistics are reported in brackets. a, b, and c represent statistical significance at the 1%, 5%, 
and 10% level, respectively. The descriptions of variables are provided in Appendix 1. 
 

 Dependent Variable: T-fee size : T-Fees/Deal Value 

Tobit Tobit IV-Tobit (MLE) 

          Premium   T-fee Size   

Premium -0.001 -0.001 0.004 

[-0.57] [-0.46] [1.15] 

Toehold>5% -0.018 a -0.115 a -0.017 a 

[-5.75] [3.42] [-5.30] 

Toehold -0.060 a 

[-4.72] 

Bidder T-Fee 0.004 b 0.004 b 0.036 c 0.004 b 

[2.48] [2.51] [1.78] [2.38] 

Cash -0.001 -0.002 0.009 -0.001 

[-0.68] [-0.91] [0.43] [-0.67] 

Prior bidding -0.011 a -0.012 a -0.047 -0.011 a 

[-3.87] [-3.96] [-1.47] [-3.68] 

Related 0.001 0.001 0.022 0.001 

[0.62] [0.77] [1.33] [0.49] 

Hostile -0.019 a -0.019 a 0.131 b -0.020 a 

[-3.19] [-3.23] [2.09] [-3.33] 

Tender Offer 0.006 a 0.006 a 0.042 c 0.006 a 

[3.02] [3.06] [1.79] [2.77] 

Interval 0.005 b 0.004 b -0.022 0.005 b 

[2.15] [2.04] [-0.91] [2.25] 

bidder Advisory Fees 0.414 c 0.428 c -3.526 0.435 c 

[1.79] [1.84] [-1.34] [1.87] 

Lockup -0.004 -0.004 -0.053 -0.003 

[-0.84] [-0.91] [-1.10] [-0.78] 

Go shop 0.002 0.000 0.008 0.002 

[0.42] [0.11] [0.16] [0.46] 

Pre stock returns 0.007 0.009 0.027 0.006 

[1.06] [1.32] [0.36] [0.92] 

Stock return volatility -0.006 -0.004 0.096 -0.007 

[-1.14] [-0.78] [1.60] [-1.28] 

Ln(Market cap) -0.002 a -0.003 a -0.027 a -0.002 a 
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[-3.94] [-5.81] [-4.04] [-3.47] 

Market to Book 0.001 0.001 -0.002 0.001 

[1.45] [1.59] [-0.32] [1.41] 

Leverage 0.003 0.004 0.056 c 0.003 

[1.26] [1.36] [1.78] [1.17] 

Institutional ownership -0.009 a 0.075 b -0.010 a 

[-2.76] [2.03] [-2.84] 

Institutional block-holder -0.003 c 

[-1.82] 

Average Target Ind. 0.661 a 

Premium [12.25] 

Average Acq Ind. 0.675 a 

Premium [12.70] 

Pre-Qrt Average 0.598 c 

Premium [1.95] 

Intercept 0.049 a 0.047 a -0.53 b 0.042 a 

[8.42] [8.33] [-2.53] [7.07] 

Number of Observations      1,702      1,702      1,702 

LR test 155.36 140.37 

F test 

Wald test 157.41 

P-value 0.000 0.000 0.000 

Wald test of exogeneity             2.66   
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Table 2.5. 

Determinants of a Target’s Choice of Fee Size 

Deals are categorized as the No T-Fee group if a target does not include termination fee provisions, and are 
categorized as the Low-, Medium, or High Fee group if termination fees are below the 33rd percentile, 
between the 33rd and 66th percentile, or higher than the 66th percentile, respectively. Multinomial logit 
regressions are estimated for the size categories. Year and industry (1-digit SIC) dummies are included but 
the coefficients are not reported. All tests use White robust standard errors and z statistics are reported in 
brackets. a, b, and c represent statistical significance at the 1%, 5%, and 10% level, respectively. The 
descriptions of variables are provided in Appendix 1. 

 

 Multinomial logit regressions 

Reference Group No T-Fee     Low T-Fee     Medium T-Fee   

 Low T-Fee         
Premium 1.042 [1.90] b       
Toehold>5% -1.987 [-5.06] a       
Bidder T-Fee 2.521 [5.50] a       
Cash 0.232 [0.97]        
Prior bidding -0.813 [-2.52] b       
Related 0.332 [1.69] c       
Hostile -1.956 [-3.05] a       
Tender Offer 0.182 [0.61]        
Interval 0.472 [1.64]        
Bidders’ Advisory Fees 1.734 [2.54] b       
Lockup -0.866 [-1.86] c       
Go shop 4.254 [5.07] a       
Pre-bid stock Returns -0.422 [-0.45]        
Pre-bid return volatility -1.059 [-1.41]        
Ln(Market cap) 0.142 [1.75] c       
Market to Book 0.043 [0.39]        
Leverage -0.224 [-0.65]        
Institutional ownership 0.005 [0.01]        
Intercept -0.462 [-0.57]        
          
 Medium T-Fee  Medium T-Fee     

Premium 1.155 [2.14] b 0.113 [0.29]     
Toehold>5% -1.994 [-5.11] a -0.007 [-0.02]     
Bidder T-Fee 2.046 [4.38] a -0.475 [-2.81] a    
Cash 0.374 [1.55]  0.141 [0.71]     
Prior bidding -1.520 [-4.07] a -0.707 [-2.15] b    
Related 0.299 [1.53]  -0.033 [-0.23]     
Hostile -3.680 [-5.17] a -3.723 [-8.31] a    
Tender Offer 0.606 [2.09] b 0.424 [1.88] c    
Interval 0.311 [1.17]  -0.161 [-0.69]     
Bidders’ Advisory Fees 2.599 [2.94] a 2.864 [1.13]     
Lockup -0.334 [-0.69]  0.531 [1.08]     
Go shop 3.463 [3.66] a -0.791 [-1.98] b    
Pre-bid stock Returns -0.312 [-0.39]  0.110 [0.12]     
Pre-bid return volatility -1.121 [-1.76] c -0.062 [-0.09]     
Ln(Market cap) 0.149 [1.83] c 0.006 [0.10]     
Market to Book 0.164 [1.58]  0.121 [1.65] c    
Leverage -0.986 [-2.85] a -0.763 [-2.41] b    
Institutional ownership -0.741 [-1.69] c -0.747 [-2.26] b    
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Intercept -0.622 [-0.77]  -0.159 [-0.26]     
          
 High T-Fee   High T-Fee   High T-Fee   
Premium 0.391 [0.73]  -0.652 [-1.62]  -0.764 [-1.97] b 
Toehold>5% -1.690 [-5.08] a 0.296 [0.73]  0.304 [0.76]  
Bidder T-Fee 2.200 [4.76] a -0.321 [-1.76] c 0.154 [0.84]  
Cash 0.189 [0.82]  -0.043 [-0.22]  -0.185 [-0.93]  
Prior bidding -1.250 [-3.79] a -0.437 [-1.37]  0.270 [0.76]  
Related 0.273 [1.39]  -0.059 [-0.38]  -0.026 [-0.17]  
Hostile -1.930 [-2.22] b 0.027 [0.04]  2.750 [1.04]  
Tender Offer 0.629 [2.22] b 0.447 [1.87] c 0.023 [0.11]  
Interval 0.199 [0.78]  -0.272 [-1.37]  -0.112 [-0.56]  
Bidders’ Advisory Fees 1.804 [2.70] a 1.070 [0.40]  -1.795 [-0.77]  
Lockup -0.705 [-1.60]  0.161 [0.34]  -0.370 [-0.82]  
Go shop 1.484 [2.99] a -2.770 [-2.86] a -1.979 [-2.00] c 
Pre-bid stock Returns 0.474 [0.71]  0.896 [1.03]  0.786 [1.15]  
Pre-bid return volatility -0.783 [-1.43]  0.276 [0.40]  0.337 [0.63]  
Ln(Market cap) -0.121 [-1.46]  -0.263 [-3.84] a -0.269 [-4.14] a 
Market to Book 0.135 [1.26]  0.092 [1.16]  -0.029 [-0.47]  
Leverage -0.228 [-0.72]  -0.005 [-0.02]  0.758 [2.68] a 
Institutional ownership -1.634 [-3.63] a -1.639 [-4.51] a -0.892 [-2.60] a 

Intercept 1.597 [2.00] b 2.059 [3.34] a 2.218 [3.56] a 

          

Number of Observations 1,702   1,702   1,702   

Wald test 33,825   36,654   34,259   

P-value 0.000   0.000   0.000   
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Table 2.6. 

Determinants of Post-bid Competition 

Logit regressions are estimated. The dependent variable is a dummy which equals one if a deal receives 
competing bids after deal agreements and zero, otherwise. All tests use White robust standard errors. Year 
and industry (1-digit SIC) dummies are included but their coefficients are not reported. The z statistics are 
reported in brackets. a, b, and c represent statistical significance at the 1%, 5%, and 10% level, respectively. 
The descriptions of variables are provided in Appendix 1. 
 

Dependent Variable Post-bid Competition 
 Full sample Sub Sample Full sample 
   Deals w/ T-Fees       

T-Fee Size -26.139c -20.446       

 [-1.87] [-1.55]       

Low T-Fee     0.125c     

     [1.85]     

Medium T-Fee       -0.176   

       [-0.70]   

High T-Fee         -0.283 a 

         [-2.56]  

Premium 0.533c 0.524 0.613b 0.625b 0.516 c 

 [1.77] [1.34] [2.02] [2.08] [1.66]  

Toehold>5% 0.506 0.286 0.840c 0.798c 0.750 c 

 [1.11] [0.39] [1.91] [1.79] [1.69]  

Bidder T-Fee -0.007 -0.004 -0.168 -0.154 -0.096  

 [-0.02] [-0.01] [-0.57] [-0.53] [-0.34]  

Cash 0.191 0.056 0.227 0.229 0.201  

 [0.53] [0.13] [0.64] [0.64] [0.57]  

Prior bidding 4.546a 4.757a 4.615a 4.593a 4.628 a 

 [14.34] [12.50] [14.34] [14.20] [14.64]  

Related -0.254 -0.508c -0.312 -0.304 -0.309  

 [-0.99] [-1.71] [-1.21] [-1.18] [-1.20]  

Hostile 1.413b 2.443a 1.686a 1.625b 1.701 b 

 [2.31] [3.08] [2.61] [2.50] [2.74]  

Tender Offer -0.270 -0.471 -0.383 -0.385 -0.287  

 [-0.75] [-1.15] [-1.05] [-1.05] [-0.80]  

Interval 0.626a 0.599b 0.598b 0.605a 0.586 b 

 [2.93] [2.49] [2.52] [2.59] [2.56]  

Bidder Advisor Fee -31.227 -23.240 -41.069 -39.437 -39.963  

 [-0.59] [-0.44] [-0.76] [-0.73] [-0.77]  

Lockup -0.025 -0.025 -0.023 -0.058 -0.021  

 [-0.04] [-0.56] [-0.54] [-0.68] [-0.43]  

Go shop 0.596 0.628 0.532 0.575 0.503  

 [1.16] [1.12] [1.00] [1.12] [0.99]  

Pre-bid stock returns 0.069 0.452 0.192 0.167 0.189  

 [0.06] [0.23] [0.16] [0.14] [0.17]  
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Pre-bid return volatility -0.973 -0.873 -0.776 -0.787 -0.865  

 [-1.08] [-0.62] [-0.86] [-0.87] [-0.98]  

Ln(Market cap) -0.061 0.047 -0.030 -0.024 -0.067  

 [-0.60] [0.36] [-0.30] [-0.24] [-0.66]  

Market to Book -0.027 -0.068 -0.028 -0.027 -0.034  

 [-0.25] [-0.42] [-0.28] [-0.27] [-0.34]  

Leverage 0.023 -0.266 0.044 0.020 0.115  

 [0.06] [-0.54] [0.11] [0.05] [0.29]  

Institutional ownership 0.188 -0.113 0.339 0.359 0.179  

 [0.33] [-0.15] [0.60] [0.64] [0.32]  

Intercept -2.220b -2.881b -3.183a -2.875a -2.445 a 

 [-2.51] [-2.41] [-3.73] [-3.14] [-2.60]  

           

Number of Observations     1,702     1,429     1,702     1,702     1,702 

Wald test 242.78 203.8 244.5 240.97 247.56 

P-value 0.000  0.000  0.000  0.000  0.000  



48 
 

 
 

Table 2.7. 

Deal Completion and Termination Fee Size 

The first two columns show the fraction of deal completion across fee size. In the last two columns, the 
sample of competed deals is divided into two groups based on deal premium. A deal has higher premium if 
its premium is greater than the industry (1-digit SIC code)-year median. 

 

  Fraction of  Fraction of Fraction of Completed Deals with 

  Withdrawn Deals Completed Deals Lower Premium Higher Premium 

Without T-Fee 0.440 0.560 0.264 0.297 

With T-Fee 0.065 0.935 0.462 0.473 

     Low Fee 0.084 0.916 0.458 0.458 

     Medium Fee 0.064 0.936 0.427 0.509 

     High Fee 0.048 0.952 0.499 0.453 

Total 0.125 0.875 0.429 0.445 
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Table 2.8. 

Determinants of Deal Completion 

Logit regressions are estimated. The dependent variable in the first five regressions is deal completion which equals one if the bid results in a successful 
acquisition. The dependent variable in the last five regressions is completion of deals with high premium which equals one if the bid with higher 
premium is consummated. A deal has higher premium if its premium is greater than the industry (1-digit SIC code)-year median. All tests use White 
robust standard errors. Year and industry (1-digit SIC) dummies are included but their coefficients are not reported. The z statistics are reported in 
brackets. a, b, and c represent statistical significance at the 1%, 5%, and 10% level, respectively. The descriptions of variables are provided in Appendix 1.  
 

Dependent Variable Deal completion   Completion of deals with high premium 

Full 
Sample 

Sub 
Sample Full Sample 

Full 
Sample 

Sub 
Sample Full Sample 

 w/ T-Fees   w/ T-Fees   

T-Fee Size 56.633 a 5.615 2.702 -2.719 
[7.97] [0.81] [1.02] [-0.84] 

Low T-Fee 0.900 a 0.206 b 
[3.97] [2.19] 

Medium T-Fee 0.753 a 0.325 a 
[3.44] [2.84] 

High T-Fee 1.125 a -0.134 b 
[4.28] [-2.35] 

Premium 0.397 c 0.361 0.271 0.268 0.414 
[1.66] [0.99] [1.14] [1.13] [1.71] 

Toehold>5% -0.531 c -0.162 -0.989 a -1.014 a -0.983 a -0.851 a -0.767 b -0.855 a -0.849 a -0.893 a 
[-1.84] [-0.32] [-3.68] [-3.69] [-3.58] [-3.26] [-2.25] [-3.29] [-3.25] [-3.43] 

Bidder T-Fee 0.340 -0.071 0.579 b 0.670 a 0.598 b 0.308 b 0.224 0.287 b 0.322 b 0.317 b 
[1.33] [-0.27] [2.30] [2.68] [2.44] [2.26] [1.61] [2.09] [2.35] [2.32] 

Cash -0.150 0.395 -0.176 -0.185 -0.144 0.092 0.150 0.088 0.075 0.087 
[-0.58] [1.31] [-0.74] [-0.77] [-0.60] [0.64] [0.96] [0.61] [0.52] [0.61] 

Prior bidding -1.704 a -1.432 a -1.923 a -1.820 a -1.843 a -0.810 a -0.529 c -0.837 a -0.788 a -0.843 a 
[-6.54] [-3.64] [-7.63] [-7.30] [-7.35] [-3.25] [-1.78] [-3.36] [-3.16] [-3.37] 

Related 0.342 c 0.075 0.374 b 0.422 b 0.416 b 0.167 0.064 0.164 0.165 0.168 
[1.76] [0.32] [2.01] [2.24] [2.16] [1.49] [0.53] [1.46] [1.46] [1.50] 

Hostile -2.171 a -1.129 -2.678 a -2.471 a -2.666 a -1.065 c 0.149 -1.106 c -1.012 c -1.131 c 
[-0.39] [-1.46] [-4.57] [-4.13] [-4.61] [-1.79] [0.23] [-1.86] [-1.68] [-1.86] 

Tender Offer 0.738 0.146 0.966 a 0.883 a 0.868 a 0.308 c 0.142 0.332 b 0.305 c 0.331 b 
[2.12] b [0.34] [2.93] [2.71] [2.62] [1.86] [0.80] [2.01] [1.85] [2.00] 

Bidder Advisor Fee -3.180 3.096 27.448 21.181 22.666 -5.852 -3.967 -4.951 -6.890 -4.762 
[-0.09] [0.79] [0.83] [0.64] [0.68] [-0.34] [-0.23] [-0.28] [-0.40] [-0.28] 
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Interval -0.568 a -1.087 a -0.489 a -0.457 b -0.441 b -0.347 c -0.503 b -0.341 c -0.329 c -0.331 c 
[-2.61] [-3.14] [-2.64] [-2.06] [-2.18] [-1.86] [-2.08] [-1.84] [-1.81] [-1.80] 

Lockup 0.226 -0.443 0.195 0.105 0.160 -0.146 -0.346 -0.136 -0.160 -0.158 
[0.37] [-0.80] [0.37] [0.19] [0.29] [-0.45] [-0.86] [-0.42] [-0.49] [-0.49] 

Go shop -0.812 c -1.369 a -1.067 b -0.732 c -0.629 -0.331 -0.492 -0.399 -0.322 -0.351 
[-1.78] [-3.06] [-2.41] [-1.65] [-1.46] [-0.90] [-1.30] [-1.08] [-0.87] [-0.95] 

Pre-bid stock returns -0.787 -0.435 -0.645 -0.607 -0.848 -0.182 0.006 -0.152 -0.138 -0.142 
[-0.89] [-0.29] [-0.88] [-0.82] [-1.12] [-0.37] [0.01] [-0.31] [-0.28] [-0.29] 

Pre-bid return volatility -0.625 -0.523 -0.900 c -0.844 -0.895 0.416 0.667 0.412 0.435 0.408 
[-0.94] [-0.49] [-1.66] [-1.56] [-1.59] [1.09] [1.38] [1.09] [1.14] [1.07] 

Ln(Market cap) 0.080 0.074 0.019 0.033 0.080 -0.134 a -0.151 a -0.146 a -0.147 a -0.146 a 
[1.06] [0.72] [0.27] [0.47] [1.12] [-2.89] [-2.91] [-3.13] [-3.17] [-3.13] 

Market to Book -0.093 0.074 -0.034 -0.066 -0.058 0.095 c 0.081 0.101 c 0.090 c 0.097 c 
[-1.02] [0.72] [-0.34] [-0.85] [-0.58] [1.76] [1.56] [1.83] [1.71] [1.81] 

Leverage -0.071 -0.379 -0.255 -0.108 -0.268 -0.148 -0.187 -0.151 -0.093 -0.132 
[-0.24] [-1.04] [-0.83] [-0.36] [-0.89] [-0.66] [-0.79] [-0.69] [-0.42] [-0.60] 

Institutional ownership -0.804 b -0.927 c -1.278 a -1.169 a -0.922 b 0.232 0.328 0.179 0.216 0.179 
[-2.15] [-1.70] [-3.36] [-3.13] [-2.47] [0.92] [1.17] [0.71] [0.86] [0.71] 

Intercept 0.600 2.970 a 2.196 a 2.152 a 1.652 b 0.553 -0.655 0.685 0.581 0.309 
[0.87] [3.07] [3.46] [3.33] [2.51] [1.17] [-0.47] [1.52] [1.27] [0.72] 

Number of 
Observations 

         
1,702          1,431 

         
1,702          1,702 

         
1,702 

         
1,702 

         
1,431        1,702 

       
1,702          1,702 

Wald test 195.07 87.91 154.65 155.05 150.3 86.5 65.41 89.98 91.13 85.82 
P-value 0.000   0.000   0.000   0.000   0.000     0.000   0.000   0.000   0.000   0.000   
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Table 2.9. 

Target Announcement Returns and Termination Fee Size 

Announcement returns are measured as the CARs (cumulative abnormal returns) relative to the value-
weighted market index computed for the event windows of [-1,1] and [-2,2] days around the bid 
announcement date. Tests for statistical differences are from the t-tests and Wilcoxon rank-sum tests for 
differences in characteristics between the Medium T-Fee and other groups. a, b, and c represent statistical 
significance at the 1%, 5%, and 10% level, respectively. The descriptions of variables are provided in 
Appendix 1. 
 

Category   CAR [-1,1] t / Wilcoxon   CAR[-2,2] t / Wilcoxon   

      test     test   

Medium Fee Mean 0.293   0.399   

 Median 0.231   0.304   

No Fee Mean 0.056 -2.997 a 0.013 -3.581 a 

 Median 0.157 -4.963 a 0.218 -4.330 a 

Low Fee Mean 0.277 -1.011  0.321 -0.604  

 Median 0.216 -1.684 c 0.289 -0.621  

High Fee Mean 0.137 -2.220 b 0.212 -1.999 b 

 Median 0.223 -1.018  0.293 -0.896  

Total Mean 0.205   0.274   

  Median 0.215     0.287     
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Table 2.10. 

Determinants of Target Announcement Returns 

OLS regressions are estimated. The dependent variable is the CARs (cumulative abnormal returns) relative 
to the value-weighted market index computed for the event windows of [-1,1] days around the bid 
announcement date.  All tests use White robust standard errors. Year and industry (1-digit SIC) dummies 
are included but their coefficients are not reported. t statistics are reported in brackets. a, b, and c represent 
statistical significance at the 1%, 5%, and 10% level, respectively. The descriptions of variables are 
provided in Appendix 1. 

  

Dependent Variable Announcement returns : CAR[-1,1] 

 Full Sample Sub Sample  Full Sample   

    w/T-Fees           

T-Fee Size 0.747  -0.886          

 [0.83]  [-0.83]          

Low T-Fee     0.021        

     [0.28]        

Medium T-Fee       0.059      

       [0.62]      

High T-Fee         -0.014    

         [-1.47]    

T-Fee>5%           -0.203 c 

           [1.79]  

Premium 0.196 c 0.173  0.194 c 0.191 c 0.196 c 0.191 b 

 [1.83]  [1.33]  [1.82]  [1.73]  [1.78]  [1.78]  

Toehold>5% -0.182  -0.143  -0.188  -0.184  -0.189  -0.189  

 [-1.40]  [-0.84]  [-1.44]  [-1.43]  [-1.45]  [-1.47]  

Bidder T-Fee -0.106 c -0.101 c -0.108 c -0.103 c -0.105 c -0.101 b 

 [-1.87]  [-1.71]  [-1.92]  [-1.83]  [-1.85]  [-1.79]  

Cash -0.045  0.012  -0.046  -0.049  -0.046  -0.057  

 [-0.58]  [0.15]  [-0.59]  [-0.63]  [-0.60]  [-0.73]  

Prior bidding -0.009  -0.079  -0.015  -0.007  -0.013  -0.011  

 [-0.07]  [-0.50]  [-0.12]  [-0.06]  [-0.10]  [-0.09]  

Related 0.011  -0.017  0.011  0.011  0.012  0.011  

 [0.18]  [-0.24]  [0.18]  [0.18]  [0.19]  [0.17]  

Hostile -0.174  0.158  -0.183  -0.167  -0.184  -0.173  

 [-0.97]  [0.99]  [-1.00]  [-0.94]  [-1.01]  [-0.93]  

Tender Offer 0.149  0.129  0.153  0.149  0.152  0.151  

 [0.67]  [0.51]  [0.69]  [0.68]  [0.67]  [0.68]  

Bidder Advisory Fee -1.343  -0.860  -1.050  -1.480  -1.124  -1.230  

 [-0.18]  [-0.11]  [-0.14]  [-0.20]  [-0.15]  [-0.16]  

Interval [0.04]  [0.00]  [0.04]  [0.04]  [0.04]  [0.05]  

 [0.48]  [-0.04]  [0.50]  [0.52]  [0.52]  [0.62]  

Lockup 0.367 c 0.227  0.366 c 0.363 c 0.365 c 0.367 c 

 [1.79]  [0.89]  [1.77]  [1.76]  [1.77]  [1.79]  

Go shop -0.030  -0.052  -0.037  -0.028  -0.028  -0.029  

 [-0.22]  [-0.35]  [-0.26]  [-0.21]  [-0.21]  [-0.22]  

Pre-bid stock returns 3.579 a 4.429 a 3.585 a 3.586 a 3.582 a 3.598 a 



53 
 

 

 [3.61]  [3.21]  [3.61]  [3.61]  [3.59]  [3.62]  

Pre-bid return volatility 1.577 c 2.205 c 1.574 c 1.578 c 1.573 c 1.571 c 

 [1.83]  [1.91]  [1.82]  [1.82]  [1.82]  [1.81]  

Ln(Market cap) 0.023  0.020  0.021  0.020  0.022  0.014  

 [0.65]  [0.49]  [0.58]  [0.58]  [0.63]  [0.40]  

Market to Book 0.087  0.097  0.087  0.086  0.087  0.087  

 [1.23]  [1.30]  [1.24]  [1.20]  [1.24]  [1.23]  

Leverage -0.286 b -0.291 b -0.284 b -0.274 b -0.283 b -0.272 b 

 [-2.16]  [-2.07]  [-2.14]  [-2.15]  [-2.16]  [-2.05]  

Institutional ownership 0.170  0.141  0.161  0.164  0.168  0.158  

 [1.08]  [0.87]  [1.02]  [1.05]  [1.08]  [1.01]  

Intercept 0.115  0.173  0.152  0.135  0.145  0.221  

 [0.44]  [0.60]  [0.59]  [0.50]  [0.56]  [0.84]  

             
Number of 
Observations 1,592  1,336  1,592  1,592  1,592  1,592  

F test 5.47  4.24  5.43  5.42  5.44  5.4  

P Value 0.000   0.000   0.000   0.000   0.000   0.000   
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Appendix A. Variable Descriptions 

T-Fee Size The magnitude of termination fees, defined as a percentage of deal value 

Fee Size Category 
(No-, Low-, Medium-, 
High-Fee) 

Deals are categorized as the No T-Fee group if a target does not include 
termination fee provisions, and are categorized as the Low-, Medium, or High 
Fee group if termination fees are below the 33rd percentile, between the 33rd 
and 66th percentile, or higher than the 66th percentile, respectively. 

Deal Premium Deal premium is defined as a bidder's offer value over the pre-market value of 
a target minus one. Following Officer (2003), I measure deal premium using 
two methods. A primary method is the aggregate value of cash, common 
stocks, convertible bond, preferred stocks paid to target shareholders as 
reported by SDC divided by a target's market value of equity 43 trading days 
prior to the bid announcement minus one. The second method is the share 
price paid to target shareholders as reported by SDC divided by the target's 
share price 43 trading days prior to the bid announcement minus one. Finally, 
deal premium is equal to the primary measure if the value is between 0 and 2, 
and, if not, deal premium is equal to the secondary measure. If both measures 
are less than 0 or greater than 2, deal premium is set to a missing observation. 

Post-bid Competition A dummy equal to 1 if third parties make a competitive bid while the original 
bid is pending and 0 otherwise. 

Deal completion A dummy equal to 1 if a bid results in a successful acquisition and 0 
otherwise. 

Completion of deals with 
high premium 

A dummy equal to 1 if a bid with a high premium is consummated and 0 
otherwise. A deal has a high premium if its premium is greater than the 
industry (1-digit SIC code)-year median. 

Announcement returns CARs (cumulative abnormal returns) relative to value-weighted market index 
computed for the event windows of [-1,1] and [-2,2] days around the bid 
announcement date. 

Toehold The fraction of target shares held by the bidder prior at the bid announcement 

Toehold>5% A dummy equal to 1 if Toehold is greater than 5% and 0 otherwise 

Bidder T-Fee A dummy equal to 1 if a bidder provides termination fee provisions and 0 
otherwise. 

Cash A dummy equal to 1 if a bid involves a payment of cash( even if mixed with 
other securities) 

  to target shareholders and 0 otherwise. 

Prior Bidding A dummy equal to 1 if another bid by a different bidder is recorded by SDC in 
a year 

 prior to the bid announcement and 0 otherwise. 

Related A dummy equal to 1 if a bidder and target share the primary 2-digit SIC code 
and 0 otherwise. 

Hostile A dummy equal to 1 if deal attitude is "hostile" and zero if "friendly" or 
"unsolicited". 

Tender Offer A dummy equal to 1 if a bid involves a tender offer and 0 otherwise. 

Interval  The number of days between the effective date (or withdrawal date) and the 
announcement date divided by 365. 

Bidder advisor fees Bidders’ advisory fees paid to investment banks dividend by deal value 

Lockup A dummy equal to 1 if a target provides lock-up options and 0 otherwise. 

Go-shop A dummy equal to 1 if a target provides go-shop provisions and 0 otherwise. 

Market cap Common Shares Outstanding [data25] * Price[data199] 

Market to Book (Total Assets [data6] – Book Value of Equity + Market Value of Equity) / 
Total Assets [data6] 

 where, Book Value of Equity is measured as Total Assets [data6] – Total 
Liabilities [data181] – Preferred Stock [data10] + Deferred Taxes [data35]+ 

 Convertible Debt [data79] 

Leverage Total Liabilities [data181]/Total Assets [data6] 
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Pre-bid stock Returns The average market-adjusted daily returns over one year prior to the 
announcement date 

Pre-bid return volatility The standard deviation of daily stock returns during one year prior to the 
announcement date 

Institutional ownership Institutional shareholdings during the prior quarter obtained from the 
Thomson Financial 13f database 

Institutional block-holder A dummy equal to 1 if a target has a institutional block-holder holding more 
than 5% and 0 otherwise. 

Average Target Industry 
Premium 

The target industry-average(based on 2 digits of a target’s SIC code) of deal 
premiums 

Average Acquirer Industry 
Premium 

The acquirer industry-average(based on 2 digits of a acquirer’s SIC code) of 
deal premiums 

Pre-Quarter Average 
Premium 

The average of deal premiums of all merger transactions during the quarter 
prior to bid announcements 

  *[ ] represents the data items from COMPUSTAT 
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CHAPTER   3 

HOW DO FOREIGN INVESTORS AFFECT COPORATE POLICY?: 

EVIDENCE FROM KOREA 

 

3.1. Introduction 

Before the Asian financial crisis in 1997, Korean firms maintained low payouts, 

especially among the Korean family business groups known as Chaebols. Previous 

literature suggests that a low-payout policy is associated with weak corporate governance. 

Jensen and Meckling (1976) document that managers may invest in unprofitable projects, 

the cost of which are borne by shareholders, if doing so enhances managers’ status and 

brings them private benefits. La Porta, Lopez-de-Silanes, Shleifer, and Vishny (2000) 

argue that controlling shareholders implement dividend policy for their own interests at 

the expense of minority shareholders and show international evidence that shareholder 

protection is positively correlated with dividend payouts. Several papers report relatively 

weak corporate governance in Korea. Joh (2003), for example, argues that the lack of 

monitoring activities of highly dispersed individual shareholders and Chaebol-affiliated 

institutional investors allow controlling shareholders to enjoy a high level of control of 

firms in Korea before the financial crisis. Claessens, Djankov, and Lang (2000) and Baek, 

Kang, and Park (2004) report that in Korea, controlling shareholders hold low ownership 

but maintain a high level of control through the pyramid ownership structure. 

Korean firms faced two major challenges related to their corporate governance 

after the financial crisis. First, the Korean government undertook major reforms in 
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corporate governance, responding to a suggestion from the International Monetary Fund 

(IMF).22 The reforms enact new regulations in order to improve corporate governance of 

Korean firms. These regulations include the requirements for firms to appoint outside 

directors, to improve disclosure, to prohibit cross-share ownership, to limit equity holding 

of group-affiliated firms, and to introduce cumulative voting in election of directors. 

Second, many Korean firms faced a dramatic growth in foreign ownership after the 

foreign ownership limit was abolished in May, 1998. Since then, the market-cap 

weighted average of foreign ownership increased from 18.8% in 1998 to 41.4% in 2004.  

The role of foreign investors in the emerging markets has been controversial. One 

view is that foreign investors are highly speculative and focus on short-term gains. Thus, 

they may avoid the costs of monitoring and, therefore, have no impact on corporate 

governance and policy. The other view is that foreign investors who are not affiliated 

with local governance or with family groups may enhance corporate governance. In 

general, empirical studies on emerging markets support the latter view. Khanna and 

Palepu (1999), for example, report that foreign ownership is positively correlated with 

Tobin’s q and argue that foreign investors are effective monitors of Indian family 

business groups, which are difficult for domestic institutions to mentor. Baek, Kang, and 

Park (2004) conclude that foreign ownership in Korea is a measure of good corporate 

governance by showing that firms with higher ownership concentration by foreign 

investors had less reduction in their stock prices during the financial crisis. 

Foreign investors, especially in Korea, may exert significant influence on a firm’s 

corporate governance and policy for the following reasons. First, in Korea, family-

business groups, the so-called Chaebol, are dominant. In those firms, controlling 

                                                 
22 See IMF Press Information Notice, no. 98-39, 1998. 
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shareholders maintain full control over affiliated firms using pyramid ownership 

structures and cross-shareholding of the Chaebol system. Moreover, monitoring activities 

of domestic institutions are limited because many of them are Chaebol-affiliated. In such 

a market, the role of foreign investors who are not affiliated with Chaebols would be 

significant. Second, since most foreign investors are institutional investors from 

developed markets who maintain global standards and corporate governance practices, 

they may demand stronger legal protection and better corporate governance.23 In addition, 

the large stakes and long-term investment style enables them to have strong incentives to 

monitor management and serve as a control mechanism.24  

This paper examines the effect of foreign investors on corporate policies and firm 

value. While previous studies report the significant influence of foreign investors, there 

has been little work on how foreign investors are involved in management of domestic 

firms in order to change corporate policy and whether this foreign involvement affects 

firm value. This paper tries to fill this gap by investigating the mechanism through which 

foreign investors affect corporate policy. The literature reports that active institutional 

investors have significant effects on board structure. Kieschnick and Moussawi (2004), 

for example, point out that board composition is affected by the distribution of voting 

rights and show that institutional investors tend to increase the fraction of outside 

directors on the board. Boone, Field, Karpoff, and Raheja (2007) report that the 

                                                 
23 The Korea Financial Supervisory Service (FSS) reports that at the end of 2004, 99.8% of foreign 
investors in the Korea Stock Exchange are institutions such as investment companies (50.9%), investment 
banks (20.9%) and pension funds (10.4%).  FSS also reports that 50.8% of foreign investors in the Korea 
Exchange (KRX) are from the U.S., 11.2% from the U.K., 5.9% from Singapore, 5.7% from Luxembourg, 
and 2.0% from Ireland. (FSS’s Annual report, “The  stock transaction trend of foreign investors during 
2004”, 2005 ) 

 
24 The Korea Exchange reports that the average turnover rate of foreign investors is 180%, while that of 
domestic institutions is 1,800% during the year 2004. 
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proportion of outside directors is negatively related to the level of agency conflicts such 

as the CEO’s ownership and job tenure and positively related to constraints on the CEO’s 

influence (such as institutional ownership). Gillan and Starks (2000) find that the 

proposals by active institutional investors tend to focus on agency problems and include 

the allowance of board independence. 

It seems more plausible that foreign investors attempt to influence board 

composition in Korea. First, the controlling shareholders who maintain full control 

through the pyramid ownership structure and cross-shareholdings often appoint board 

directors of affiliated firms. Since interests of controlling shareholders are not perfectly 

aligned with those of foreign investors, foreign investors may be motivated to limit the 

power of controlling shareholders and affiliated directors. One way to do this and to 

protect their own interests is to increase the fraction of outsiders on the board who are 

less aligned with controlling shareholders and, thus, can more impartially monitor 

corporate decisions.  Moreover, foreign investors may be at a disadvantage in directly 

monitoring Korean firms, simply due to geographical and political distance. This 

encourages foreign investors to appoint their representatives on the board who act in their 

interests.  

Therefore, I hypothesize that the channel through which foreign investors affect 

corporate policy is either through pushing firms toward a higher proportion of outsiders 

who are not affiliated with controlling shareholders or, sometimes, by nominating their 

own representatives. An example of the former case is a proxy fight by Sovereign Asset 

Management against the SK Corporation (SK), Korea’s biggest oil refiner and the third 

largest Chaebol. Sovereign Asset Management, who held 15% of SK, attempted to 
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reform SK’s corporate governance with the assistance of other foreign and minority 

shareholders. Even though Sovereign lost the proxy fight, the management of SK 

promised to improve transparency and governance structure, including increasing the 

number of outside directors from 5 to 7. As an example of the latter case, Samsung 

Electronics reported in 2001 that half of its 14 board directors are outsiders and three of 

them were nominated by foreign shareholders, who own 51% of the total shares 

outstanding (BuisnessWeek, May 19, 2003). Another example is that Carl Icahn, a block 

shareholder of KT&G, Korea’s biggest tobacco company, gained one seat on KT&G’s 

board. Proposals by Icahn and his partner, Warren G Lichtenstein, include spinning off 

the ginseng and real estate businesses and increasing dividends (The Asian Wall Street 

Journal, Mar 18, 2006). Therefore, I predict a positive relation between foreign 

ownership and the proportion of outsiders or foreign directors.  

Then, I examine whether foreign investors affect payout and investment policy 

through changing the board structure. Within an agency framework, dividend payments 

can discipline managers to return cash to shareholders rather than over-investing and 

wasting firm resources (Jensen, 1986). This suggests that a greater level of board 

independence, which allows for more effective monitoring of management, is positively 

correlated with the efficiency of corporate resource allocation. That is, it leads managers 

to increase payouts if a firm has lower growth opportunities and reduce payouts and 

increase capital expenditures if a firm has higher growth opportunities and profitability.  

Finally, I test whether the change in board structure in response to pressure from 

foreign investors would affect firm value. Studies of U.S firms have reported that the 

independence of outside directors and their willingness to monitoring activities are 
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questionable and the effect of the board structure on firm performance is largely 

insignificant (e.g. Agrawal and Knoeber, 1996; Hermalin and Weisbach, 1991; Bhagat 

and Black, 2000). However, Choi, Park and Yoo (2008) document that board 

independence plays a significant role in increasing firm performance in emerging 

economies where the financial markets are unstable and vulnerable to external shocks and 

where insiders are dominant. I predict that, in the weak governance environment of Korea, 

where controlling shareholders dominate and domestic institutions hardly play any 

monitoring role, the effect of board members influenced by foreign investors would be 

significant. 

In this paper, the unique features of foreign ownership in Korea allow me to 

examine these questions using a sample of the industrial firms listed on the Korea 

Exchange (KRX) during the years 1998 to 2006. First, I examine the evolution of the 

path of foreign ownership. I find that the path of foreign ownership can be partly 

explained by firm characteristics, but much of the cross-sectional difference in foreign 

ownership is because of time-invariant factors. Focusing on foreign ownership changes, I 

begin with an examination of whether foreign investors attempt to affect the board 

structure. I find that a change in foreign ownership is positively correlated with a change 

in the proportion of outsiders on the board in the subsequent year. Also, an increase in 

foreign ownership significantly increases the fraction of foreign directors. The results are 

consistent with the hypothesis that foreign shareholders attempt to increase board 

independence by pushing firms toward a greater proportion of outsiders, foreign directors, 

or by appointing their own representatives. 
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An increase in board independence in response to an increase in foreign 

ownership tends to lead firms to pay more dividends. However, the results are supportive 

of a notion that foreign investors help firms to improve the efficiency of their resource 

allocation. I find that the interaction variable of an increase in foreign ownership and 

board independence is positively correlated with the probability of dividend increases in 

the subsequent year when growth opportunities are lower. When growth opportunities are 

higher, the interaction is negatively correlated with the probability of dividend increases, 

but is positively correlated with the probability of increases in capital expenditures.  

Finally, I test whether foreign ownership and board independence affect firm 

value. First, I find that an increase in foreign ownership is positively correlated with the 

probability of an increase in Tobin’s q, consistent with previous studies that document the 

positive effect of foreign investors on firm value (see e.g., Khanna and Palepu, 1999; 

Baek, Kang, and Park, 2004). Second, the interaction of foreign ownership increases and 

board independence has a positive effect on the probability of an increase in Tobin’s q, 

while the effect of board independence only is not significant. Therefore, I conclude that 

firm value increases only when board independence results from an increase in foreign 

ownership. 

As noted, this paper is related to previous studies that examine the role of foreign 

investors in Korea. Park and Lee (2006) study the role of foreign investors in 

management and corporate governance of Korean firms. Using the sample period 1993-

2003 and focusing on the period after the Asian financial crisis, they show evidence that 

foreign investors improve the efficiency of resource allocation and enhance corporate 

governance. Choi and Yoo (2006) examine the relationship between foreign ownership 
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and firm performance, using the sample period of 1993-2002. They show that foreign 

investors complement domestic institutions by active monitoring and high foreign 

ownership is positively correlated with firm value. 

The paper contributes to the literature on the role of foreign investors in emerging 

economies in three respects. First, this paper furthers understanding of the mechanism 

through which foreign investors affect payout policy, which has been little investigated in 

the previous literature. I provide evidence that foreign investors affect the board structure 

by pushing for an increase in board independence or by nominating their own 

representatives. An increase in board independence in response to a pressure from foreign 

investors results in a significant change in payout and investment policy and an increase 

in firm value. 

Second, I control for the possible contemporaneous relation between foreign 

ownership and other key variables in this study (board structure, payout policy, and firm 

value). This simultaneity makes it difficult to disentangle the causality effect.25 On one 

hand, foreign investors may be attracted by firms with a higher fraction of outsiders on 

the board and firms that pay more dividends. On the other hand, higher foreign ownership 

leads firms to enhance board independence and to increase dividends. Also, it is difficult 

to determine whether more valuable firms attract foreign investors or higher foreign 

ownership improves firm value. Using a large amount of cross-sectional and time series 

data enables me to control for unobserved firm heterogeneity and to analyze the effect of 

                                                 
25  Several studies address this issue (Demsetz 1983, Demsetz and Lehn 1985, Jensen, Solberg, and Zorm 
1992). For instance, Kole (1994) documents that ownership structure, investment policy, and firm value are 
interdependent. He provides evidence that while ownership structure affects investment policy which 
affects firm value, firm value, in turn, affects ownership structure. Grinstein and Michaely (2005) use the 
vector-autoregessive regressions in order to address the causal relation between institutional ownership and 
payout policy. 
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foreign ownership on the board structure, payout policy, and firm value in the subsequent 

year. This methodology can account for the contemporaneous relationship and determine 

causality.  

Third, my results can provide potential policy implications to foreign investments. 

My findings that foreign investor involvement in the board improves the efficiency of 

share allocation and firm value are not supportive of the arguments that foreign investors 

focus on short-term gains pushing firms to payout too much in dividends and reducing 

their growth potential.  For example, The Korea Times (June 21, 2004) expressed a 

concern about the high levels of dividends paid by Korean companies to foreign investors. 

“…The increasing foreign stake of domestic equities (in Korea) has also 

triggered another area of concern, namely ``excessive’’ dividend payouts to 

international investors.  The Korea Securities Trade Union (KSTU) recently 

criticized some of the controlling foreign shareholders for receiving too much 

in dividends, a move seen as only trying to recoup their investment through 

dividends…” 

The paper proceeds as follows. Section 2 describes our sample data and variables.  

Section 3 examines the determinants of foreign ownership. In Section 4, I test the 

relationship between foreign ownership and board structure. In Section 5, I analyze the 

determinants of payout policy, while Section 6 examines the determinants of investment 

policy. In Section 7, I examine the determinants of firm value, while Section 8 concludes 

the paper. 

 

3.2. Sample, Variable Descriptions, and Summary Statistics 



65 
 

 

3.2.1. Data 

I base this study on a sample of Korean industrial firms listed on the KRX (Korea 

Exchange) from 1998 through 2006. The Korean equity market was initially opened for 

foreign investors in 1992, when there was a strict limit for foreign shareholdings. This 

limit was set at 10% in 1992, which was raised to 20% in 1996 and 55 % in 1997, and 

was completely abolished in May 1998. I focus on the period after the Korean financial 

crisis in 1997 for several reasons. First, the strict restriction on foreign ownership before 

the year 1998 limits the incentives of foreign investors to undertake monitoring activities. 

For this reason, foreign investor influence on management would not be significant 

before 1998. Second, most Korean firms started to include outside directors on the board 

responding to Korean governance reform after the financial crisis. Moreover, the 

proportion of outside directors is available after the year 1998. The initial dataset 

consisted of 5,325 firm-year observations. I then dropped 389 observations that do not 

have foreign ownership information. Also, since I use first-differenced variables, I 

dropped 517 observations in year 1998. The resulting dataset consists of 4,419 firm-year 

observations. 

I use TS-2000 data compiled by the Korean Listed Companies Associations to 

obtain foreign ownership, payout, and other financial information and use Kis-Value data 

compiled by the Korea Investor Service (KIS) to collect stock price data. TS-2000 data 

and firms’ annual reports filed in the Korea Investor’s Disclosure System (KINDS) 

provided by the Korea Exchange provide the list of the name, occupation, age, and 

background of all directors on the board each year. I classify directors as outsiders if they 

have no business ties to the firm. Outsiders include academics, retired directors of 



66 
 

 

unaffiliated firms, private investors, and others. This method is similar to that used in 

Byrd and Hickman (1992) and Harford (2003). TS-2000 data and KINDS also provide 

detailed ownership information. I classify shareholders as family shareholders if they are 

controlling shareholders’ family or relatives. I also identify the ownership by affiliated 

firms and by executives from affiliated firms. The list of firms that issue either Global 

Depository Receipts (GDR) or American Depository Receipts (ADR) is provided by the 

Korea Securities Depository and Settlement (KSD). Finally, a firm is defined as a 

Chaebol-affiliated firm, if the parent firm is included in the list of the top 30 Chaebol 

groups announced by the Korea Fair Trade Commission (KFTC).  

 

3.2.2. Variable Descriptions 

Foreign ownership and Board Independence 

Foreign ownership is measured as the ratio of the number of shares held by 

foreign investors to the total number of shares outstanding at the end of the year. The 

characteristics of foreign ownership in Korea are unique in that foreign ownership has 

dramatically increased during a short period of time and most of the foreign investors are 

foreign financial institutions. The increase in foreign ownership stems from mid-1998 

when Korea abolished the ownership limit for foreign investors.  Since then, foreign 

investors have increased their investments every year, capturing more than 41% of 

investment in 2004.  As of the end of 2003, foreign investment in Korea was the fourth 

largest in the word, behind Hungary (72.6%), Finland (55.7%), and Mexico (46.4%) and 

the first among Asian countries (The Korean times, June 21, 2004).  
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The proportions of outsiders and foreign directors are proxies for board 

independence. In Korea, the controlling shareholders of the Chaebol have full control 

over other affiliated firms using pyramid ownership structure (Joh, 2003; Baek, Kang and 

Park, 2004). This governance structure enables the controlling shareholders of the parent 

firms to very often appoint board directors of affiliated firms. In such a weak governance 

environment, outsiders and foreign investors who might be less aligned with Chaebol 

systems would be active monitors of management and enhance corporate control. In 

addition, there are three major changes of the regulations associated with board structure. 

In May 1998, the securities listing regulation, and the securities trading act requires all 

firms listed on the Korea Exchange (KRX) to have a minimum of 25% outside directors. 

In January 2001, the act requires firms with assets above 2 trillion won to have a 

minimum of 50% outsiders and to set up an outside director nominating committee. 

Finally, in December 12, 2003, the act requires firms with assets above 2 trillion won to 

have at least three outsiders accounting for at least 50% of the board. To control for these 

regulatory changes associated with the proportion of outside directors as well as other 

time series phenomena, I include either a year trend or year dummy variables in the 

regression analyses. 

Payout, Investment, Firm value 

Dividends are calculated as the total amount of ordinary dividends relating to the 

fiscal year and a dummy variable for dividend increase is equal to one if the dividend to 

net income ratio increased in the subsequent year and zero otherwise. Firms’ policies and 

procedures regarding setting the amount, and determining the form and time periods for 

dividends in Korea are generally similar to those in the U.S.  There are, however, two 
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major differences.  First, U.S. firms customarily pay dividends quarterly, whereas most 

Korean firms pay dividends annually.26 Since the ex-dividend date is three days before 

the last trading day of each year, shareholders who are included on the shareholder list as 

of this ex-dividend date are entitled to receive annual dividends. 27  Second, while 

dividends are declared and approved by the board of directors in the U.S, the decision to 

declare annual dividends in Korea is determined by a simple majority vote of 

shareholders during the general shareholder’s meeting (GSM).  Practically, the board of 

directors makes a proposal regarding the appropriation (disposition) of profits (losses).  

Any investor who does not agree with the proposal can make a different proposal, forcing 

a proxy fight at the GSM.  Therefore, foreign investors can affect dividend policy either 

by being involved in board composition or by making a proxy proposal resulting in a 

proxy fight at the GSM. 

Share repurchases are measured as the total amount of money spend on 

repurchases as reported in the cash flow statement.28 A dummy variable for repurchase 

increases is equal to one if a firm increases the total repurchases to net income ratio in the 

subsequent year and zero otherwise.29 Stock repurchases are more restrictive and 

disclosure requirements are more stringent in Korea than in the U.S.  Firms must report 

their Repurchase Plan and Completion Report to the Korea Financial Supervisory Service 

                                                 
26 Although unusual, Korean firms can pay interim dividends once a year by decision of the board of 
directors.  According to the Korea Exchange (KRX), only 7 firms in 2000 and 10 firms in 2001 paid 
interim dividends. 
 
27 While the ex-dividend date of most Korean firms is three days before year-end, that of Korean financial 
firms is generally the end of March.  Note that we exclude financial firms from our sample. 

 
28 Jagannathan, Stephens, and Weisbach (2000) and Billett and Xue (2007) suggest that this measure is the 
least biased estimate of the actual amount spent on repurchases. 
 
29 Repurchases are scaled by net income as a payout rate analogous to the dividend payout rate. The 
empirical results are robust to an alternate proxy for repurchase increases. 



69 
 

 

(FSS) and to the Korea Exchange (KRX).  Sections 100-111 of the Korean Securities 

Issuance and Disclosure Act require repurchasing firms to state the reason for the 

repurchase, the intended amount of shares and price, the execution period, and the current 

holding amount of their own stocks. Each repurchase plan is valid for only 3 months.  

After completing repurchases, firms must report transaction details in the Repurchase 

Completion Report.  

Following previous studies (e.g, Coles, Daniel, and Naveen 2006, Ahn, Denis, 

and Denis 2006), I employ two measures of corporate investments: the ratio of total 

capital expenditures to total assets and the research and development expenditures to total 

sales. Firm performance is measured by Tobin’s q. My proxy for Tobin’s q is defined as 

the sum of market value of common equity, the market value of preferred stock, and the 

book value of total debt, divided by the book value of total assets (Chung and Pruitt, 

1994: Perfect and Wiles, 1994; Agrawal and Knoeber, 1996).         

Control Variables 

Control-CF rights is the difference between control rights and cash-flow rights, 

where CF rights is the sum of the direct equity ownership by controlling shareholders and 

by their family, and control rights is the sum of cash-flow rights and equity ownership by 

affiliated firms. Studies on emerging markets, especially East-Asian markets, report a 

great difference between control rights and CF rights (Classsens, Djankov, and Lang, 

2000; Mitton, 2002). Baek, et al. (2004) argue that a large disparity between control and 

CF rights reflects weak corporate governance and find that firms with a large disparity 

experienced a larger drop in their stock prices during the Korean financial crisis. 
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Chaebol is a dummy variable which equals one if a firm in the sample is a 

member of the 30 largest Chaebols defined by the Korea Fair Trade Commission (KFTC) 

and zero otherwise. Chaebols, the Korean family business groups, are extensively 

documented in the literature. Joh (2003) reports that Chaebols transfer resources from 

one subsidiary to another, a so called tunneling effect. Shin and Park(1999) show that 

Chaebols and affiliated firms make investment decisions as a group rather than 

individually.  Bae, Kang, and Kim (2002) find that when Chaebol-affilated firms makes 

acquisitions, minority shareholders lose while controlling shareholders benefit because 

the value of other firms in the  Chaebol system increase. 

Exports to Sales is the ratio of the total amount of exports to total sales in the year. 

DR is a dummy variable which equals one if a firm issues ADRs (American Depository 

Receipts) or GDRs (Global Depository Receipts) and zero otherwise. Firms that export 

more or list publicly in foreign markets are more visible to foreign investors (Kang and 

Stulz, 1997; Baker, Nofsinger, and Weaver, 2002) 

I also include the following control variables: ln(Board Size) is the natural log of 

the number of directors on the board. ln (Market Value) is the natural logarithm of 

average market value during the year. Market to Book is the ratio of total assets minus 

book value of equity plus market value of equity divided by book value of total assets. 

ROA, returns to assets, is calculated as net profit divided by the book value of assets. 

Market-adjusted abnormal returns are computed by the one-year buy-and-hold returns 

adjusted by the returns of the Korea Composite Stock Price Index (KOSPI). Return 

Volatility is the annualized standard deviation of daily stock returns. Ln (Age) is a firm’s 

age calculated by the natural logarithm of the number of years since the founding date. 
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Violation of FD Reg is a dummy variable which is equal to one if a firm is on the list of 

violations of the Regulation Fair Disclosure provided by the Korea Exchange and zero 

otherwise.   

 

3.2.3. Summary Statistics 

Table 1 reports summary statistics as well as the results of univariate tests. The 

mean and median foreign ownership of the total sample are 8.5% and 1.1%, respectively.  

The average board size is 7.845. The fraction of outside directors and foreign directors, 

on the average, are 2.49% and 10.5%, respectively. 68% of firms pay dividends, while 

10.3% repurchase their shares.  In order to compare the characteristics of firms with high 

foreign ownership to those with low foreign ownership, I create four portfolios based on 

market cap and an additional four portfolios based on foreign ownership. Then, I re-

aggregate based on foreign ownership. This results in four portfolios with similar size but 

with differences in foreign equity ownership. These four size-adjusted portfolios are 

constructed each year. Finally, I compare the mean of each variable between the group 

with highest foreign ownership (very high) and the group with lowest foreign ownership 

(very low).  

The results show that foreign investors are highly concentrated in larger firms. 

The mean and median market value of firms included in the very high portfolio is 

significantly greater than that of firms in the very low portfolio. Second, Chaebol-

affiliated firms have significantly higher foreign ownership than non Chaebol-affiliated 

firms and firms with greater disparity between control rights and cash flow rights have 

greater foreign ownership. This is inconsistent with a notion that weak corporate 
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governance is less attractive to foreign investors.  The possible explanation is that 

Chaebol-affiliated firms and firms with greater disparity between control and cash flow 

rights are larger firms with greater visibility. 10.3% of firms in the very high group issue 

ADR or GDR, while 0.7% of firms in the very low group do so. The average exports to 

sales ratio is 31.47% for the very high, and 25.1% for the very low. These suggest that 

firms that issue DRs or export more are more visible to foreign investors and, thus, have 

higher foreign ownership (Kang and Stulz 1997). In addition, less transparent firms that 

violate the fair disclosure regulation tend to have lower foreign ownership. 

 

3.3. Determinants of foreign ownership 

Before investigating the effect of foreign investors on board structure and 

corporate policy, I examine the determinants of foreign ownership in this section.  

Table 2 reports the regression results on the determinants of the path of foreign 

ownership. The estimated model in the first and third columns is the logit quasi-

maximum likelihood model, while OLS regressions are estimated in the second and 

fourth column.30  The results of the logit QMLE are similar to those of OLS regressions. 

In the first two regressions, foreign ownership is higher for larger firms, firms with higher 

market-adjusted abnormal returns, and firms that issue ADR or GDR. In contrast, firms 

with higher returns volatility and firms affiliated with Chaebols tend to have lower 

foreign ownership. In the second and third regressions, where I include foreign ownership 

                                                 
30  When observations are in the form of proportion ranging from 0 to 1, OLS might produce a biased 
estimator. Since my dependent variable, foreign ownership, is proportional between 0 and 1, I estimate the 
logit QMLE suggested by Papke and Wooldridge (1996). The log likelihood function of the logit QMLE is, 

)](log1)[1()(log ββ iiiii xGyxGyL −−+=  

where yi are fractional values and G(•) is the logistic function. This model insures that yi is proportional 
from 0 to 1. When yi=0, it estimates, similar to the Tobit model, the point probability of 0, )](log1[ βixG− .   
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of the previous year, the result shows that the coefficient on lagged foreign ownership is 

significant and positive. Moreover, the R-square improves from 0.40 in the second 

regression to 0.78 in the fourth regression, suggesting that lagged foreign ownership is an 

important factor in determining current foreign ownership.  

In the fifth column, the results of the firm fixed-effects regression show that the 

magnitude of coefficients in OLS regressions significantly decreases.31 For example, the 

coefficient on lagged foreign ownership is 0.8329 in the second OLS, which decreases to 

0.4929 in the fixed-effects regression. Also, the magnitude of coefficients on important 

independent variables such as market-adjusted abnormal returns and the Chaebol dummy 

significantly decreases. In addition, the null hypothesis that all fixed-effects equal 0 is 

rejected at the 1% significance level. The importance of lagged foreign ownership is also 

reported in the logit regressions.32 The result of the first logit regression shows that 

foreign ownership in the previous year significantly lowers the probability that a firm 

belongs to the very low portfolio. In contrast, the second logit regression reports that 

previous foreign ownership is significantly and positively correlated with the probability 

that a firm belong to the very high portfolio.  Overall, Table 2 suggests that, while some 

firm characteristics are significantly correlated, the lagged value of foreign ownership 

and time-invariant firm characteristics are also important factors determining the path of 

foreign ownership. 

                                                 
31 The model shown in the table is the dynamic panel data model where the lagged value of foreign 
ownership is included as an independent variable. In the dynamic panel framework, a fixed-effects 
regression produces a biased estimator, because of a correlation between the explanatory variables in the 
within-transformed model and the residuals. However, Nickell (1981) shows that if NT observations are 
large enough, the bias tends to zero and the right-hand side variables become asymptotically uncorrelated. 
This suggests that my FE estimator is little biased with 4,419 firm-year observations. The DR dummy and 
Chaebol dummy are dropped in the FE regression since they have little or no time variation.   
 
32 Pooled logit regressions are used in this table, since panel logit models fail to converge. 
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3.4. Foreign Ownership Changes and Board Independence 

In this section, I examine whether foreign investors influence board composition. 

The literature reports evidence that the presence of active institutional investors is 

positively correlated with the level of board independence (Kieschnick and Moussawi, 

2004; Gillan and Starks, 2000). In Korea, Chaebols maintain a pyramid ownership 

structure and cross-shareholding, which allows controlling shareholders to enjoy full 

control over firms including appointment of board directors (Baek, Kang, and Park, 

2004). Moreover, domestic institutions, many of whom are group-affiliated, hardly exert 

any monitoring efforts. I hypothesize that, in such a weak corporate governance 

environment, foreign investors, as active monitors of management, may attempt to push 

firms toward the higher proportion of outsiders who are not affiliated with controlling 

shareholders or, sometimes, to nominate their own representatives. If so, foreign 

ownership can be one of instruments of board independence. 

Table 3 reports the change in the proportion of outsiders and foreign directors 

across the categories of foreign ownership changes.33 The proportion of outsiders or 

foreign directors monotonically increases in the level of foreign ownership changes. 

When firms experience greater than 10% changes of foreign ownership, the proportions 

of outsiders and foreign directors increase, on average, by 3.8% and 4.4%, respectively, 

in year t+1. Also, 53% of firms with greater than 10% of foreign ownership changes 

increase the proportion of outsiders in the subsequent year, while 20% of firms increase 

the proportion of foreign directors. 

                                                 
33  3,823 observations are used in Table 5 after excluding 596 observations in 2006 that do not have data in 
the subsequent year. 
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The regression results are provided in Table 4. I include either a year trend or year 

dummy variables in each regression in order to control for regulatory changes related to 

the proportion of outside directors as well as possible time-series trends. In the fixed-

effects regression, foreign ownership in year t is positively correlated with the proportion 

of outsiders in year t+1 after including the outsider proportion in year t in order to control 

for autocorrelation. In the first logit regression, the dependent variable is a dummy which 

equals one if the proportion of outsiders increases in year t+1 and is zero otherwise. The 

positive and significant coefficient on a dummy for a foreign ownership increase suggests 

that firms that experience an increase in foreign ownership in year t are more likely to 

increase the proportion of board outsiders in year t+1. In the second logit regression, 

foreign ownership in year t is positively correlated with the probability of the presence of 

foreign directors on the board in year t+1. Finally, in Logit 3, the coefficient of a dummy 

for a foreign ownership increase is positive but insignificant on the probability of an 

increase in the fraction of foreign directors in year t+1. Overall, the results in Table 4 are 

supportive of the hypothesis that higher foreign ownership leads firms to include more 

outsiders and foreign directors on the board in the subsequent year.  

 

3.5. Payout Policy 

In this section, I examine whether foreign investors affect firm payout and 

investment policy through increasing board independence. Within an agency framework, 

the decades long low payout policy of Korean firms is associated with weak corporate 

governance. Jensen and Meckling (1976) argue that if doing so enhances their own status 

and brings them private benefits, managers may invest in unprofitable projects, the costs 
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of which are borne by shareholders. La Porta, et al (2000) report international evidence 

that better corporate governance is positively correlated with dividend payouts. In Korean 

Chaebol firms, controlling shareholders, who have more control rights than cash-flow 

rights, expropriate firm resources by routinely pursuing unprofitable growth and 

diversification at the expense of other shareholders (especially before the financial crisis) 

(Joh, 2003).  

After the removal of the foreign shareholding limit, most Korean firms faced a 

dramatic increase in shareholdings by foreign investors. Foreign investors with their large 

stakes and long-term investment styles have sufficient incentives to monitor management 

of Korean firms. One channel through which foreign investors monitor management may 

be through pushing for a higher fraction of outside directors, who are not affiliated with 

controlling shareholders, or appointing their own representatives to the board. With an 

increase in board independence in response to a pressure from foreign investors, 

managers are more likely to return cash to shareholders rather then to retain earnings or 

to invest cash for their self-interest.  

In Panel A of Table 5, the sample is partitioned into four categories based on the 

change in foreign ownership and board structure. In 1,802 of the 3,823 sample firm years, 

foreign ownership increases in year t, whereas in 2,021 firm years foreign ownership 

does not increase. Among firms whose foreign ownership increases, 804 firms increase 

the proportion of outsiders or foreign directors in year t+1, while 846 firms among non-

increasers do so.  

Panel B reports the change in payout policy, investment policy, and firm value 

associated with the change in foreign ownership and board structure. It shows that firms 
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with increases in both foreign ownership and board independence are more likely to 

increase dividends, repurchases, and investments than firms in other groups. For example, 

49.07% of firms in the group A increase dividends while only 33-39% of firms in other 

groups do so. 57.19 % of group A firms increase repurchases, 61.25% of firms increase 

capital expenditures (as a percentage of total assets) and 63.2% increase R/D 

expenditures (as a percentage of sales). In addition, 72.82% of group A firms experience 

an increase in their Tobin’s q in the subsequent year. 

Figure 1 describes the evolution of the changes in payout policy associated with 

foreign ownership changes. Panel A uses all the sample firms, while Panel B uses firms 

that belong to a ‘highest increase’ group. Firms are categorized into the highest increase 

group if foreign ownership changes between 1998 and 2005 rank in the fifth quintile. The 

graph suggests that the path of the percentage of dividend increasing firms is at least 

partly predicted by the foreign ownership change during the previous year. For example, 

in Panel A, the average percentage of foreign ownership change is 0.5% during the year 

1999 and about 40% of total firms increase dividends in 2000. However, in 2000, foreign 

ownership decreases and only 30% of firms increase dividends in 2001. Also, in 2003, 

foreign ownership increases by 2% and about 44% of firms increase dividends in 2004, 

while only 40% of firms increase dividends in 2005 when foreign ownership increases by 

1.6% in 2004.  

In Panel B, during the year 2002, foreign ownership increases by 5.5% and 52 % 

of firms increase dividends. In contrast, foreign ownership increases only by 2% in 2005 

and 45% of firms increase dividends in 2006. Figure 1, however, shows that the path of 
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the percentage of repurchase increasing firms cannot be explained by the previous change 

in foreign ownership.  

Table 6 reports the regression results for the determinants of the change in payout 

policy. In the first logit regression, the dependent variable is a dummy equal to one if a 

firm pays dividends in year t+1 and zero otherwise and the independent variable of 

primary interests is foreign ownership in year t. I also control for autocorrelation by 

including a dummy for positive dividends in year t. The coefficient of foreign ownership 

in year t is positive and significant, suggesting that firms with higher foreign ownership 

in year t are more likely to pay dividends in year t+1. In Logit 2 through Logit 5, I 

examine whether an increase in foreign ownership leads firms to increase dividends by 

using a dummy that equals one if a firm increases dividends in year t as a dependent 

variable. Board independence is defined as a dummy that is equal to one if a firm 

increases the proportion of outsiders or foreign directors on the board. In Logit 2, the 

coefficient on a dummy for a foreign ownership increase in year t is positive and 

significant at the 5% significance level, while the coefficient on board independence is 

not significant.  

In Logit 3, I include the interactive variable between a foreign ownership increase 

dummy and a board independence dummy. The results show that the coefficient on the 

interactive variable is significant and positive, suggesting that when foreign ownership 

increases and more outsiders or foreign directors are included on the board, firms are 

more likely to increase dividends in the subsequent year. The results are consistent with a 

notion that foreign investors significantly affect dividend policy through increasing board 

independence. The results are inconsistent with Grinstein and Michaely (2005) who find 
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no evidence that higher institutional ownership causes firms to increase dividends or 

repurchases in the U.S. My results suggest that in a weak governance environment in 

Korea, foreign ownership plays a significant role in affecting corporate policy.  

Jensen (1986) argues that dividend payments can discipline managers to return 

cash to shareholders rather than over-investing and wasting firm resources. This is called 

the free cash flow problem. Firms with enhanced corporate governance by foreign 

investors and independent board members would tend to increase payouts if they have 

lower growth opportunities and to reduce payouts and increase capital expenditures if 

they have greater growth opportunities. By advocating such policies, foreign investors 

contribute to improve the efficiency of a firm’s resource allocation. On the other hand, if 

foreign investors increase dividends of firms with relatively high growth opportunities, 

dividends may constrain growth by forcing firms to access more costly external capital. I 

examine these two possibilities in Logit 4 and 5.  

Following the standard convention in the literature, I use the market-to-book asset 

ratio as an index of the firm’s growth opportunities.34 “High growth” is a dummy variable 

equal to one if a firm’s market to book ratio is above the median market to book ratio of 

sample firms in the given year, and “Low growth” equals one if it is below the median.35 

The results in Logit 4 show that the coefficient of an interactive variable between foreign 

ownership increase, board independence, and high growth is negative and significant. 

The results support that an increase in board independence in response to a pressure from 

                                                 
34 Adam and Goyal (2003) provide evidence that the market-to-book asset ratio is the best proxy for growth 
opportunities, demonstrating that it has the highest correlation with a firm’s actual investment opportunities, 
reflects the information in other proxies, and is least affected by confounding factors. 
 
35 The dummy variable specification is used to highlight differences between high-growth and low-growth 
firms. 
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foreign investors improves the efficiency of firm resource allocation by generally 

increasing dividends but reducing dividends when a firm has greater growth opportunities.  

In Logit 6 through 10 of Table 6, I examine whether an increase in board 

independence and foreign ownership affects repurchase policy. In Logit 6, where the 

dependent variable is a dummy for positive repurchases in year t+1, the coefficient on 

foreign ownership in year t is not significant. Also, In Logit 7 to Logit 10, where the 

dependent variable is a dummy that equals one if a firm increases share repurchases in 

year t+1, neither the coefficients on a dummy for foreign ownership increase nor the 

coefficients on interactive variables with foreign ownership increase are significant. 

Instead, board independence itself is positively and significantly correlated with the 

probability that firms increase repurchases. The results suggest that foreign investors do 

not affect a change of repurchase policy.  

 

3.6. Investment Policy 

Section 5 reports that dividends are the result of effective pressure by active 

foreign investors and outside directors to force Korean firms with low investment 

opportunities to disgorge cash. Fama and French (2001) find evidence that better 

corporate governance technologies can explain a lower propensity to dividends during 

1990s. They also argue that firms pay substantially lower dividends when they have high 

investment opportunities. Firms with enhanced monitoring by active foreign investors 

who promote board independence may increase investments when their growth potentials 

are high, but reduce investments when their growth potentials are low. 
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Figure 2 describes the evolution of the changes in investment policy associated 

with foreign ownership changes. I employ two proxies for Investments: the ratio of total 

capital expenditures to the book value of assets and the ratio of R&D expenditures to 

total sales. Panel A uses all the sample firms, while Panel B uses firms that belong to a 

‘highest increase’ group whose foreign ownership changes between 1998 and 2005 rank 

in the fifth quintile. The graphs suggest that the percentage of firms that increase capital 

expenditures (as a percentage of total assets) in year t+1 is at least partly explained by the 

foreign ownership change in year t. For example, when foreign ownership significantly 

decreases between 1999 and 2000, the percentage of firms that increase capital 

expenditures significantly decreases from 2000 to 2001. In contrast, when foreign 

ownership changes significantly increase during the year 2002 and 2003, the percentage 

of firms increasing capital expenditures increases in the subsequent year. However, the 

path of the percentage of firms that increase R&D expenditures does not seem to be 

significantly related to the previous change in foreign ownership. 

Table 7 reports the regression results for the determinants of the change in 

investment policy. The dependent variable in the first three logit regressions is a dummy 

variable equal to one if a firm increases capital expenditures in year t+1 and zero 

otherwise, while in the last three regressions I use a similar dummy for increases in R&D 

expenditures as a proxy for investment. In the first regression, neither a foreign 

ownership increase nor board independence is significantly correlated with the 

probability of an increase in capital expenditure. However, when I interact a foreign 

ownership increase with board independence, the coefficient is positive and weakly 

significant at the 10% significant level. Moreover, in the third regression, the interactive 
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variable among a foreign ownership increase, board independence, and high growth is 

positively and significantly correlated with the probability that firms increase capital 

expenditures in year t+1. The results support the explanation of efficiency of firm 

resource allocation, in that an increase in board independence in response to an increase 

in foreign ownership leads managers to increase capital expenditures when firm have 

greater growth potential.  

In the last three regressions, however, I find no evidence that either foreign 

ownership increases or board independence affects the probability of an increase in R&D 

expenditures. Also, the coefficient of the interactive variable between foreign ownership 

increases and board independence is not significant regardless of growth opportunities. 

Only growth opportunities have significant and positive effects in all three regressions.  

 

3.7. Firm Performance 

In this section, I examine whether higher foreign ownership increases firm value 

and whether an increase in board independence in response to a pressure from foreign 

investors increases firm value. Research generally supports the proposition that foreign 

investors have positive effects on firm performance in emerging markets. Claessens, 

Djankov, and Lang (2000) report that, in most Asian economies, corporate wealth is 

concentrated among a few families whose voting rights are significantly higher than their 

cash-flow rights and. In a weak governance environment, foreign investors who are not 

affiliated with local governance or with family groups may enhance corporate 

governance. For example, Khanna and Palepu (1999) and Baek, Kang, and Park (2004) 

provide evidence that the monitoring service by foreign investors is beneficial to 
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domestic firms and show that Tobin’s q or stock returns are higher for firms with high 

foreign ownership.  

The empirical evidence on whether the existence of outside directors on the board 

improves firm performance is mixed. A number of previous studies fail to find a 

significant relation between the proportion of outsiders and firm performance (see, e.g, 

Hermalin and Weisbach, 1991; Bhagat and Black, 2000). Agrawal and Knoeber (1996) 

point out that board structure is endogenously related to other several corporate 

governance mechanisms. After controlling for endogeneity by using a simultaneous 

system framework, they find that outside directors have a negative effect on Tobin’s q. 

They argue that firms may employ too many outsiders who are added on the board for 

political reasons and who reduce firm performance directly or proxy for the underlying 

political constraints that led to their board memberships. Despite the inconclusive 

empirical results of U.S literature, Choi, Park, and Yoo (2008) find that outside directors 

significantly improve firm performance in the Korean market. They argue that Korean 

firms where inside directors dominate the board can improve their performance through 

active involvement of outside directors in corporate affairs.  

Tobin’s q is my primary performance measure. Figure 3 shows the path of the 

percentage of firms in which Tobin’s q increases and the path of foreign ownership 

changes. In Panel A, I use the total sample firm years, while only firms in the “highest 

increase” group are used in Panel B. In both figures, the path of the percentage of firms in 

which Tobin’s q increases appears at least partly predictable by foreign ownership 

changes. In Panel A, during the year 2000, foreign ownership decreases and only 37% of 

firms experience improvement in Tobin’s q. When foreign ownership positively increases 
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in year 2001, 65% of firms experience increases in value. Moreover, in year 2001, 

foreign ownership increases by 1% and 87% of firms experience increases in value. Panel 

B also shows that foreign ownership changes can predict the probability of increases in 

Tobin’s q in the subsequent year. 

Table 8 reports the results of multiple regressions. The dependent variable in the 

fixed-effects regression is Tobin’s q in year t+1. The results of the fixed-effects 

regression show that the coefficient on foreign ownership in year t is significantly and 

positively correlated with Tobin’s q in year t+1, after including Tobin’s q in year t in 

order to control for autocorrelation. In the logit regressions, the dependent variable is a 

dummy equal to one if Tobin’s q increases in year t+1 and zero otherwise. In the first 

logit regression, Tobin’s q is more likely to increase for firms that experience increases in 

foreign ownership in year t.  

Finally, I test whether foreign investor influence on board composition affects 

Tobin’s q. First, I find that an increase in foreign ownership is positively correlated with 

the probability of an increase in Tobin’s q, consistent with previous studies that document 

the positive effect of foreign investors on Tobin’s q (see, eg, Khanna and Palepu, 1999; 

Baek, Kang, and Park, 2004). Second, the interaction of foreign ownership increases and 

board independence has a positive effect on the probability of an increase in Tobin’s q, 

while the effect of board independence only is not significant. Therefore, I conclude that 

Tobin’s q is more likely to increase when board independence increases in response to a 

pressure from foreign investors. 

 

3.8. Conclusion 
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This paper examines the effect of foreign investors on corporate policies and 

valuation. While previous studies report the significant influence of foreign investors, 

there has been little work on how foreign investors are involved in management of 

domestic firms in order to change corporate policy and whether this foreign involvement 

affects firm value. This paper tries to fill this gap by investigating the mechanism through 

which foreign investors affect corporate policy.  

I hypothesize that the channel through which foreign investors affect corporate 

policy is through pushing firms toward a higher proportion of outsiders, who are not 

affiliated with controlling shareholders on the board, or, sometimes, by nominating their 

own representatives. Using the unique features of foreign ownership in Korea and a 

sample of the industrial firms listed on the Korea Exchange (KRX) during the year of 

1998~2006, I, first, examine the determinants of the evolution path of foreign ownership. 

I find that the path of foreign ownership can be partly explained by firm characteristics, 

but much of cross-sectional difference in foreign ownership is because of time-invariant 

factors. Focusing on foreign ownership changes, I begin with an examination of whether 

foreign investors attempt to affect the board structure. The results show that the change in 

foreign ownership is positively correlated with the change in the proportion of outsiders 

on the board in the subsequent year. Also, an increase in foreign ownership significantly 

increases the fraction of foreign directors. The evidence is consistent with the hypothesis 

that foreign shareholders attempt to increase board independence by pushing firms 

toward a greater proportion of firm outsiders, foreign directors, or by appointing their 

own representatives. 
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An increase in board independence in response to an increase in foreign 

ownership tends to lead firms to pay more dividends. Moreover, the results are supportive 

of a notion that foreign investors help firms to improve the efficiency of resource 

allocation. I find that the interaction variable of an increase in foreign ownership and 

board independence is positively correlated with the probability of dividend increases in 

the subsequent year when growth opportunities are lower. When growth opportunities are 

higher, the interaction is negatively correlated with the probability of dividend increases, 

but is positively correlated with the probability of increases in capital expenditures.  

Finally, I test whether foreign ownership and board independence affect firm 

valuation. First, I find that an increase in foreign ownership is positively correlated with 

the probability of an increase in Tobin’s q, consistent with previous studies that document 

the positive effect of foreign investors on Tobin’s q (see e.g, Khanna and Palepu, 1999; 

Baek, Kang, and Park, 2004). Second, the interaction of foreign ownership increases and 

board independence has a positive effect on the probability of an increase in Tobin’s q, 

while the effect of board independence by itself is not significant. Therefore, I conclude 

that firm value is more likely to increase when board independence results from an 

increase in foreign ownership. 

The paper contributes to the literature on the role of foreign investors in emerging 

economies in three respects. First, this paper furthers understanding of the mechanism 

through which foreign investors affect payout policy, which has been little investigated in 

the previous literature. I provide evidence that foreign investors affect the board structure 

by pushing for an increase in board independence or by nominating their own 

representatives. An increase in board independence in response to pressure from foreign 
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investors plays a significant role in affecting payout decisions and improving firm 

performance. Second, I control for the possible contemporaneous relation between 

foreign ownership and other key variables in this study (board structure, payout policy, 

and firm value). This simultaneity makes it difficult to disentangle the causality effect. 

Using a large amount of cross-sectional and time series-data allows me to control for 

unobserved firm heterogeneity and to analyze the effect of foreign ownership on the 

board structure, payout policy, and firm value in the subsequent year. This methodology 

can account for the contemporaneous relationship and determine causality. Third, the 

empirical results can provide potential policy implications for foreign investments. My 

findings that foreign investor involvement in the board improves the efficiency of share 

allocation and firm valuation are not supportive of the arguments that foreign investors 

who focus on short-term gains push firms to pay out too much in dividends and reduce 

their growth potential.   
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Table 3.1. 

Summary Statistics and Univariate Tests 

This table provides summary statistics of foreign ownership and firm characteristics for the sample firms.  
The sample includes firms listed on the Korea Exchange (KRX) which contains 4,419 observations over 
the period of 1998-2006. I create four portfolios based on the market cap and an additional four portfolios 
based on foreign ownership. Then, I re-aggregate based on foreign ownership. This results in four 
portfolios with similar size but with differences in foreign equity ownership. These four size-adjusted 
portfolios are constructed each year, denoted as Very High, High, Medium, and Low, based on the level of 
foreign ownership. Statistics are for differences in mean and medians of each variable between the Very 
Low and Very High portfolios. a, b, and c represent statistical significance at the 1%, 5%, and 10% level, 
respectively. All variables are defined in the Appendix. 
 

    Full Sample Very Low Very High t-test   

    Mean Median St.Dev Mean Mean     

Firm Characteristics 

Foreign ownership 0.085 0.011 0.144 0.005 0.273 41.603 a 

Control-CF rights 0.134 0.050 0.175 0.106 0.149 6.014 a 

ln (Market cap) 17.864 17.570 1.599 17.451 18.873 18.824 a 

Market to Book 0.389 0.256 0.481 0.281 0.608 12.829 a 

Return on Assets 0.054 0.031 0.822 0.033 0.096 1.715 c 

Market-adjusted Ab.Returns 0.035 0.006 0.178 0.041 0.020 -2.569 b 

Return Volatility 0.248 0.135 0.578 0.290 0.167 -4.485 a 

Exports to Sales 0.284 0.178 0.301 0.251 0.314 4.256 a 

Age 35.183 34 12.172 36.216 33.720 -4.354 a 

DR dummy 0.036 0 0.187 0.007 0.103 8.875 a 

Violation of FD reg 0.057 0 0.213 0.060 0.040 -2.302 b 

Chaebol dummy 0.222 0 0.416 0.129 0.355 13.658 a 

Board Characteristics 

Board Size 7.845 7 5.527 7.236 9.168 6.418 a 

Board Independence 0.355 0.250 0.343 0.271 0.587 17.182 a 

% of outside directors 0.249 0.222 0.137 0.241 0.268 4.182 a 

% of foreign directors 0.105 0 0.307 0.030 0.319 16.906 a 

Firm Policy and Performance 

Dividends/Income 0.235 0.132 1.133 0.150 0.262 3.972 a 

% of firms paying dividends 0.680 1 0.467 0.528 0.847 14.900 a 

Repurchases/Income 0.103 0 0.851 0.098 0.131 2.345 b 

% of repurchasing firms 0.267 0 0.442 0.236 0.318 3.767 a 

RD/Sales 0.005 0 0.012 0.004 0.006 3.530 a 

CAPEXP/Assets 0.031 0 0.100 0.023 0.033 2.667 a 

  Tobin's q 0.907 0.804 0.719 0.781 0.980 2.908 a 
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Table 3.2. 

Determinants of Foreign Ownership 

This table reports regressions that test the determinants of foreign ownership. The estimated models of the first five regressions are the logit quasi-
maximum likelihood (QMLE) models, OLS, and firm fixed-effects models where the dependent variable is foreign ownership in year t. Logit 
regressions are estimated in the last two columns where dependent variables are dummy variables that equals one if a firm belongs to the very low or 
very high group. Standard errors for these tests are based on Huber-White robust estimators. t or z statistics are within brackets below the estimated 
coefficients. a, b, and c  represent statistical significance at the 1%, 5%, and 10% level, respectively. All variables are defined in the Appendix. 

 

  QMLE OLS QMLE OLS Fixed-effects   Logit   Logit   

Dependent variable: Foreign ownership in year t 1 if "very low" 1 if "very high" 

Lagged F-ownership     5.7302 a 0.8329 a 0.4929 a -26.5956 a 14.3270 a 

     [30.69]  [38.42]  [34.76]  [-9.70]  [15.94]  

Control-CF rights 0.4720 b 0.0124  0.2175  0.0028  -0.0192 c 0.4883 c 0.4548  

 [2.52]  [0.84]  [1.61]  [0.36]  [-1.79]  [1.85]  [1.35]  

ln (Market cap) 0.7277 a 0.0520 a 0.3280 a 0.0124 a 0.0169 a 0.1754 a -0.0667  

 [28.21]  [28.36]  [12.79]  [8.06]  [8.12]  [3.34]  [-1.12]  

Market to Book 0.0047  0.0149 a -0.0825  0.0082 b 0.0091 a -0.7523 a 0.6409 a 

 [0.09]  [2.69]  [-1.18]  [2.15]  [2.87]  [-3.42]  [5.61]  

ROA -0.0422 c -0.0030 b -0.0203  -0.0004  0.0004  -0.0199  0.0327  

 [-1.73]  [-1.97]  [-1.11]  [-0.43]  [0.29]  [-0.18]  [0.65]  

Market-adjusted 4.2658 a 0.1813 a 5.5824 a 0.2279 a 0.1419 a -3.4046 a 3.7644 a 

Abnormal Returns [6.62]  [5.01]  [9.82]  [7.90]  [6.71]  [-3.19]  [3.24]  

Return Volatility -1.8949 a -0.0607 a -1.9698 a -0.0698 a -0.0451 a 1.1010 a -1.5119 a 

 [-4.93]  [-5.70]  [-7.84]  [-8.34]  [-6.83]  [3.53]  [-2.75]  

Exports to Sales 0.0356  0.0094  0.0268  0.0031  0.0222 b -0.1012  -0.1991  

 [0.36]  [1.55]  [0.32]  [0.74]  [2.43]  [-0.66]  [-1.06]  

ln(Age) -0.4386 a -0.0213 a -0.1727 b -0.0052  -0.0634 c 0.3232 b -0.6432 a 

 [-5.75]  [-4.03]  [-2.58]  [-1.52]  [-1.75]  [2.40]  [-4.03]  

DR dummy -0.5746 a 0.0376 a -0.5256 a -0.0045  -  0.0010  0.3421  

 [-4.98]  [2.93]  [-5.39]  [-0.59]    [0.00]  [1.07]  

Dummy for violation of -0.3007 b -0.0044  -0.0769  0.0031  0.0038  -0.2352  0.2304  

FD Reg [-2.12]  [-0.76]  [-0.68]  [0.65]  [0.79]  [-1.19]  [0.89]  

Chaebol dummy -0.6187 a -0.0267 a -0.3095 a -0.0092 a -  0.4657 a -1.2563 a 
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 [-8.20]  [-4.73]  [-5.36]  [-2.78]    [3.75]  [-6.32]  

Year Trend         0.0047 a     

         [3.62]      

Year Dummy Yes  Yes  Yes  Yes  No  Yes  Yes  

Industry Dummy Yes  Yes  Yes  Yes    Yes  Yes  

Intercept -14.1097 a -0.7248 a -7.9655 a -0.2083 a -9.3469 a -4.6711 a -0.8929  

 [-27.83]  [-16.62]  [-16.51]  [-5.12]  [-3.81]  [-3.69]  [-0.61]  

               

No. Observations           4,419            4,419            4,419            4,419            4,419            4,419            4,419  

BIC -32,029    -32,198          

Log pseudo-likelihood -711    -622          

F test   67.68    360.28  205.32      

Wald test           281.8  548.99  

P-value   0.000    0.000  0.000  0.000  0.000  

(Pseudo) R2   0.4028    0.7791  0.7345  0.1804  0.368  

F-test for all fixed-effects=0               10.01 a         
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Table 3.3. 

Foreign Ownership Changes and Board Independence 

This table reports the average change in the proportion of outsiders and foreign directors and the percentage of firms that increase outsiders and foreign 
directors across five categories based on foreign ownership changes. 

 

F-ownership 

change in year t N 

Average change 

in F-ownership 

in year t 

Average change  

in % outsiders 

in year t+1 

% of firms 

increasing outsiders 

in year t+1 

Average change  

in % F-directors 

in year t+1 

% of firms 

increasing F-directors 

in year t+1 

0 or less 2,021 -1.9515 1.2062 41.2172 -0.1630 10.1435 

0-1% 801 0.2527 2.0151 43.1960 0.1364 9.2385 

1-5% 517 2.5942 2.0351 44.2940 0.1254 11.9923 

5-10% 265 7.3169 2.2816 49.6226 1.3044 14.3396 

>10% 219 19.0631 3.8051 53.8813 4.3716 20.5480 

Total 3,823 0.9713 1.6321 42.6628 0.0870 11.0908 
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Table 3.4. 

Determinants of Board Structure 

This table reports regressions that test the determinants of board structure. In the OLS regression, all 
control variables are first-differenced. Standard errors for these tests are based on Huber-White robust 
estimators. t or z statistics are within brackets below the estimated coefficients. a, b, and c represent 
statistical significance at the 1%, 5%, and 10% level, respectively. All variables are defined in the 
Appendix. 
 

  Fixed Effect    Logit   Logit    Logit    
Dependent Variable % Outsiders t+1 Dummy for an Dummy for Dummy for an 

increase in % the existence of increase in % 
      outsiders t+1   F-directors t+1   F-directors t+1   

F-ownership t 0.0165b 4.3717a 
[2.09] [5.29]

F-ownership Increase t 0.0485b 0.2296
[1.98] [1.16]

% Outsiders t 0.2204a 
[6.89]

Dummy,  Existence of 5.8012a 
F-directors t [23.55]
Control-CF rights 0.0450c 0.0416 0.1053 -0.9917

[1.90] [0.19] [0.16] [-0.84]
Log(Board Size) -0.0259b 0.3806a -0.0262 0.5000c 

[-2.54] [3.51] [-0.06] [1.86]
Log (Market value) 0.0157a 0.0501 -0.0724 0.1597

[3.40] [1.43] [-0.58] [1.08]
Market to Book -0.0152c 0.0829 -0.1320 -0.7934

[-1.85] [0.91] [-0.82] [-1.55]
ROA 0.0022 -0.0466 -0.3194b -0.3152a 

[1.18] [-0.74] [-2.07] [-2.74]
Market-adjusted 0.0772c -1.7298b 0.8829 -1.1738
Abnormal Returns [1.93] [3.11] [0.37] [-0.43]
Return Volatility -0.0204 0.2439 -0.1045 0.5486

[-1.56] [-2.36] [-0.15] [0.69]
Exports to Sales 0.0064 0.1134 0.4152 0.4228

[0.40] [0.88] [1.05] [0.89]
DR dummy - 0.0568 -0.4890 0.5197

[0.25] [-0.60] [0.84]
Chaebol dummy - 0.0121 -0.0791 0.2386

[0.11] [-0.24] [0.67]
ln(Age) - 0.0193 0.0143 0.2812

[0.17] [0.04] [0.66]
Year trend 0.0104a 

[3.66]
Intercept 0.4026 -2.1947b -2.3007 -4.5217c 

[1.35] [-2.09] [-0.99] [-1.71]
Year/Industry Dummy No Yes Yes Yes 
No. Observations                   3,823                   3,823                   3,823                   3,823
F test 20.09
Wald test 116.03 729.79 53.01
P-value 0.000 0.000 0.000 0.000
(Pseudo) R2 0.3275  0.0274  0.6898  0.0612  
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Table 3.5. 

Descriptive Statistics 

 

Panel A. Grouping of Firms Based on the Change in Foreign Ownership and Board Structure 

 

 Increase in F-Ownership (t-1, t) No Increase in F-ownership (t-1,t) Count (%) 

Increase in % of 

Group A 

804 

Group C 

846 1,650 

Outsiders or F-

directors(t+1,t) 

21.03% 22.13% 43.16% 

No Increase in 

Group B 

998 

Group D 

1,175 2,173 

% of Outsiders or 

F-directors(t+1,t) 

26.11% 30.74% 56.84% 

Count (%) 1,802 2,021 3,823 

 47.14% 52.86% 100% 

 

 

Panel B. The Changes in Corporate Policy and Firm Performance across Groups  

  Group A Group B Group C Group D Total 

N 804 998 846 1,175 3,823 

% Firms increasing Dividends (t,t+1) 49.07 36.98 34.60 33.05 38.67 

% Firms Increasing Repurchases (t,t+1) 57.19 17.27 34.72 13.51 30.56 

% Firms Increasing CAPEX (t,t+1) 61.25 32.10 42.77 30.16 41.61 

% Firms Increasing R/D (t,t+1) 63.20 29.66 43.60 29.23 41.45 

% Firms whose Tobin's q increases 72.82 54.44 57.35 48.09 58.22 
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Table 3.6. 

Determinants of Payout Policy 

This table reports regressions that test the determinants of payout policy. Standard errors for these tests are based on Huber-White robust estimators. t or 
z statistics are within brackets below the estimated coefficients. a, b, and c represent statistical significance at the 1%, 5%, and 10% level, respectively. 
All variables are defined in the Appendix. 
 

  Logit 1  Logit 2  Logit 3  Logit 4  Logit 5  Logit 6  Logit 7  Logit 8  Logit 9  Logit 10   
Dependent variable D. for Div t+1 Dummy for a dividend Increase t+1 D. for  rep  t+1 Dummy for a repurchase Increase t+1 

F-ownership t 3.1148 a         -0.1203         

 [4.35]          [-0.32]         
D, Pay Dividend t 3.9482 a                   
 [30.86]                    
D, Repurchase t           1.2990a         
           [15.00]         
F-ownership    0.0151b 0.0075c 0.0079 0.0185c   0.1303 0.1331 0.1286 0.1229 
Increase t   [2.05] [1.89] [1.62] [1.95]   [1.35] [1.37] [1.33] [1.27] 
Board Independence   0.1266 0.8648 1.0316c 0.1169   1.7444a 1.8474a 1.6698a 1.4723a 
   [0.35] [1.07] [1.87] [0.29]   [5.02] [3.25] [4.20] [3.79] 

F-own Inc× Independence     0.0299b         -0.1649     
     [2.12]         [-0.23]     

F-own Inc× 

Independence×       -3.1633b         0.3372   
High growth       [2.07]         [0.39]   

F-own Inc×Independence×         1.4418c         1.3547 
Low growth         [1.92]         [1.50] 
Control-CF rights 0.7235 b 0.2926 0.2911 0.3002 0.2904 -0.8292a -0.6512b -0.6503b -0.6494b -0.6495b 
 [2.00]  [1.29] [1.28] [1.32] [1.28] [-3.07] [-2.10] [-2.10] [-2.10] [-2.10] 
Log (Market value) 0.1196 b 0.2587a 0.2585a 0.2578a 0.2586a 0.1451a 0.1809a 0.1810a 0.1807a 0.1807a 
 [2.02]  [7.53] [7.51] [7.48] [7.53] [3.21] [4.32] [4.32] [4.31] [4.30] 
High Growth -0.1628  -0.0376 -0.0365 -0.0524 -0.0406 0.2599a 0.2470b 0.2466b 0.2442b 0.2526b 
 [-1.18]  [-0.41] [-0.40] [-0.57] [-0.45] [2.61] [2.24] [2.24] [2.21] [2.29] 
ROA 0.2209  0.1688a 0.1679a 0.1709a 0.1715a 0.0434 0.0322 0.0324 0.0324 0.0300 
 [1.17]  [2.66] [2.65] [2.68] [2.67] [0.67] [0.66] [0.66] [0.66] [0.61] 
FCF/assets 0.7976 a 0.4328a 0.4317a 0.4354a 0.4353a 0.0754 0.7593a 0.7593a 0.7601a 0.7566a 
 [3.25]  [2.94] [2.94] [2.96] [2.95] [0.37] [3.51] [3.51] [3.52] [3.50] 
Market-adjusted 6.6143 a 3.8729a 3.8489a 3.8544a 3.8772a -1.0597 -0.1220 -0.1158 -0.1235 -0.1386 
Abnormal Returns [5.91]  [5.04] [5.00] [5.02] [5.04] [-1.25] [-0.13] [-0.12] [-0.13] [-0.15] 
Return Volatility -2.5208 a -1.9321a -1.9250a -1.9195a -1.9301a 0.1104 -0.0963 -0.0986 -0.0956 -0.0928 
 [-5.58]  [-5.04] [-5.02] [-5.09] [-5.05] [0.43] [-0.33] [-0.34] [-0.33] [-0.32] 
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Exports to Sales -1.0076 a -0.5861a -0.5890a -0.5744a -0.5809a 0.2158 0.0220 0.0230 0.0235 0.0161 
 [-4.77]  [-4.38] [-4.39] [-4.28] [-4.34] [1.48] [0.14] [0.14] [0.14] [0.10] 
DR dummy -0.8748 b -0.9024a -0.9138a -0.9109a -0.9152a -0.0304 -0.1362 -0.1340 -0.1349 -0.1213 
 [-2.00]  [-3.89] [-3.93] [-3.89] [-3.94] [-0.13] [-0.53] [-0.52] [-0.53] [-0.48] 
Chaebol dummy 0.0009  -0.0430 -0.0428 -0.0389 -0.0381 -0.1161 -0.1269 -0.1271 -0.1267 -0.1336 
 [0.01]  [-0.39] [-0.39] [-0.35] [-0.35] [-0.93] [-0.91] [-0.92] [-0.91] [-0.96] 
ln(Age) 0.0905  0.0049 0.0076 0.0178 0.0072 0.0606 -0.0260 -0.0266 -0.0242 -0.0279 
 [0.48]  [0.04] [0.07] [0.16] [0.06] [0.48] [-0.19] [-0.20] [-0.18] [-0.21] 
Year /Industry Dummy yes  yes  yes  yes  yes  yes  yes  yes  yes  yes  
Intercept -2.6755  -3.7616a -3.7626a -3.7686a -3.7665a -4.3876a -4.7654a -4.7663a -4.7664a -4.7556a 
 [-1.66]  [-3.59] [-3.59] [-3.59] [-3.60] [-3.25] [-3.66] [-3.66] [-3.66] [-3.64] 
No. Observations 3,823  3,823 3,823 3,823 3,823 3,823 3,823 3,823 3,823 3,823 
Wald test 1245.77  197.27 198.91 203.59 200.42 327.06 117.45 117.93 115.86 120.18 
P-value 0.00  0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

Pseudo R2 0.5362   0.056  0.0563  0.0584  0.0564  0.0915  0.0404  0.0404  0.0404  0.0412  
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Table 3.7.  

Determinants of Investment Policy 

This table reports regressions that test the determinants of investment policy. Standard errors for these tests 
are based on Huber-White robust estimators. t or z statistics are within brackets below the estimated 
coefficients. a, b, and c represent statistical significance at the 1%, 5%, and 10% level, respectively. All 
variables are defined in the Appendix. 

 

  Logit 1   Logit 2   Logit 3     Logit 4   Logit 5   Logit 6   

 Dependent variable 
Dummy for an Increase in CAPEXP 

t+1  Dummy for an increase in RD t+1 

F-ownership  -0.0302  -0.0335  -0.0318   -0.0718  -0.0793  -0.0703  

Increase t [-0.39]  [-0.43]  [-0.41]   [-0.92]  [-1.01]  [-0.89]  

F-own Inc×Independence   0.3268 c      0.7263    
   [1.78]       [1.56]    

F-own Inc× Independence×     0.4892 b      0.4194  

High growth     [2.05]       [1.59]  

Board Independence 0.3292  0.1148  0.1964   0.4287  -0.0303  0.5420  

 [0.98]  [0.19]  [0.49]   [1.22]  [-0.05]  [1.30]  

Control-CF rights 0.4168 c 0.4159 c 0.4189 c  -0.1725  -0.1756  -0.1748  

 [1.77]  [1.77]  [1.78]   [-0.72]  [-0.73]  [-0.73]  

Log (Market value) 0.0773 b 0.0771 b 0.0769 b  0.1405 a 0.1405 a 0.1409 a 

 [2.21]  [2.21]  [2.20]   [4.02]  [4.02]  [4.03]  

High Growth 0.3944 a 0.3951 a 0.3917 a  0.2130 b 0.2134 b 0.2154 b 

 [4.24]  [4.25]  [4.21]   [2.27]  [2.28]  [2.30]  

ROA 0.1815  0.1810  0.1818   0.0943 c 0.0941 c 0.0941 c 

 [1.08]  [1.08]  [1.08]   [1.93]  [1.93]  [1.92]  

FCF/assets 0.8087 b 0.8087 b 0.8093 b  0.1740  0.1745  0.1736  

 [2.29]  [2.29]  [2.30]   [1.19]  [1.20]  [1.19]  

Market-adjusted 1.3716 c 1.3634 c 1.3678 c  -0.7771  -0.7909  -0.7722  

Abnormal Returns [1.80]  [1.79]  [1.79]   [-1.11]  [-1.13]  [-1.11]  

Return Volatility -0.5041 b -0.5013 b -0.5023 b  0.2923  0.2972  0.2905  

 [-2.12]  [-2.11]  [-2.11]   [1.36]  [1.38]  [1.35]  

Exports to Sales -0.1804  -0.1813  -0.1776   -0.0645  -0.0663  -0.0662  

 [-1.32]  [-1.32]  [-1.29]   [-0.45]  [-0.46]  [-0.46]  

DR dummy -0.1616  -0.1659  -0.1621   0.0649  0.0554  0.0640  

 [-0.68]  [-0.70]  [-0.69]   [0.30]  [0.25]  [0.29]  

Chaebol dummy -0.3384 a -0.3381 a -0.3377 a  0.0464  0.0467  0.0465  

 [-3.01]  [-3.01]  [-3.00]   [0.41]  [0.41]  [0.41]  

ln(Age) 0.0619  0.0627  0.0641   0.2984 a 0.3001 a 0.2964 a 

 [0.53]  [0.53]  [0.54]   [2.59]  [2.60]  [2.57]  

Year \ Industry Dummy Yes  Yes  Yes   Yes  Yes  Yes  

Intercept -1.7603 c -1.7587 c -1.7599 c  -5.0906 a -5.0934 a -5.0916 a 

 [-1.75]  [-1.74]  [-1.75]   [-3.96]  [-3.96]  [-3.96]  

No. Observations 3,823  3,823  3,823   3,823  3,823  3,823  

Wald test 77.48  77.87  78.07   133.63  136.01  133.73  

P-value 0.00  0.00  0.00   0.00  0.00  0.00  
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Table 3.8.  

Determinants of Increases in Tobin’s q 

This table reports regressions that test the determinants of Tobin’s q. Standard errors for these tests are 
based on Huber-White robust estimators. t or z statistics are within brackets below the estimated 
coefficients. a, b, and c represent statistical significance at the 1%, 5%, and 10% level, respectively. All 
variables are defined in the Appendix. 

 

  Fixed Effects   Logit 
Dependent Variable Tobin's q t+1 

  Dummy for an increase in Tobin's q t+1 
  

F-ownership t 0.2589 a 
[2.67] 

F-own Inc× Independence 1.2570 a 
[2.86] 

F-ownership  0.1689 a 0.1864 a 
Increase t [4.58] [4.05] 
Board Independence -0.4124 

[-0.57] 
Tobin's q t 0.5450 c 

[1.84] 
Control-CF rights 0.1940 b 0.0509 0.0540 

[2.49] [0.21] [0.22] 
Log (Market value) 0.0051 -0.1472 a -0.1496 a 

[0.11] [-4.13] [-4.19] 
ROA -0.0507 -0.0061 -0.0069 

[-1.32] [-0.15] [-0.17] 
FCF/assets 0.1754 -0.0824 -0.0793 

[1.05] [-0.52] [-0.49] 
Market-adjusted 1.1906 a 10.5211 a 10.5058 a 
Abnormal Returns [5.04] [9.21] [9.19] 
Return Volatility -0.4013 a -3.0095 a -3.0061 a 

[-4.54] [-8.81] [-8.81] 
Exports to Sales 0.1338 0.1481 0.1395 

[1.17] [1.06] [1.00] 
DR dummy - 0.7456 a 0.7301 a 

[3.07] [2.99] 
Chaebol dummy - 0.4902 a 0.4902 a 

[4.36] [4.37] 
ln(Age) -0.7576 0.2979 a 0.2962 b 

[-1.36] [2.57] [2.55] 
Year trend 0.0319 b 

[2.54] 
Year Dummy No Yes Yes 
Industry Dummy No Yes Yes 
Intercept 2.9457 a 3.0469 a 3.0963 a 

[2.59] [2.71] [2.75] 

No. Observations 3,823 3,823 3,823 
F test 14.53 
Wald test 604.34 606.17 
P-value 0.00 0.00 0.00 
(Pseudo) R2 0.4259   0.1757   0.17666   
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Appendix A. Variable Descriptions 

Variables Definitions 

Foreign ownership The ratio of the number of shares held by foreign institutional investors  to 
the total number of shares outstanding at the end of year 

Board Independence The proportion of outsiders and foreign directors on the board 

Dividends The total amount of ordinary dividends relating to the fiscal year. Dividend 

increase is a dummy variable that equals one if the dividend to net income 
ratio increases in year t+1 

Repurchases The total amount of money spending on share repurchases as reported in 
the cash flow statement. A dummy variable for repurchase increases is one 
if a firm increases the total repurchases to net income ratio in year t+1 

CAPEXP/Assets The ratio of total capital expenditure to the book value of assets 

RD/Sales The ratio of the research and development expenditures to total sales 

Tobin’s q  A measure of firm performance. Tobin’s q is the proxy q, defined as the 
sum of market value of common equity, the market value of preferred 
stock, and the book value of total debt, divided by the book value of total 
assets (Wiles 1994, Agrawal and Knoeber 1996) 

Control-CF rights The difference between control rights and cash-flow rights, where CF rights 
is the sum of the direct equity ownership by controlling shareholders and 
by their family, and control rights is the sum of cash-flow rights and equity 
ownership by affiliated firms 

Ln(Board Size) The natural log of the number of directors on the board.  

Ln(Market Value) The natural logarithm of monthly averaged market value during the year 

Market to Book The ratio of total assets minus book value of equity plus market value of 
equity divided by book value of total assets 

ROA The ratio of returns to assets which is calculated as net profit divided by the 
book value of assets 

Market-adjusted 

Ab.Returns 

The one-year buy-and-hold returns adjusted by the returns of Korea 
Composite Stock Price Index (KOSPI). 

Return Volatility The annualized standard deviation of daily stock returns. 

Exports to Sales The ratio of total amount of exports to total sales in the year 

DR dummy A dummy variable that equals 1 if a firm issues ADRs (American 
Depository Receipts) or GDRs (Global Depository Receipts). The firm list 
is provided by the Korea Securities Depository and Settlement (KSD). 

Chaebol dummy A dummy variable that equals 1 if a firm in the sample is a member of  the 
30 largest Chaebols, Korean conglomerate business groups, defined by the 
Korea Fair Trade Commission (KFTC) or 0 if it is not 

Ln(Age) The natural logarithm of the number of years since a firm's founding date 

Violation of Reg FD A dummy that equals 1 if a firm is on the list of violation of the Regulation 
Fair Disclosure reported by Korea Exchange. 

FCF to Assets The ratio of free cash flow to the book value of assets, where free cash flow 
is computed by net income plus depreciation minus capital expenditures   
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Figure 3.1. 

Foreign Ownership Changes and Payout Policy 
 

Panel A. Full Sample 

 

 

 

Panel B. Firm in the “Highest Increase” Group 
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Figure 3.2.  

Foreign Ownership Changes and Investment Policy 

 

Panel A. Full Sample 
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Panel B. Firm in the “Highest Increase” Group 
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Figure 3.3.  

Foreign Ownership Changes and Tobin’s q 

 

Panel A. Full Sample 
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Panel B. Firm in the “Highest Increase” Group 
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CHAPTER   4 

THE ROLE OF CO-MANAGERS IN REDUCING FLOTATION COSTS : 

EVIDENCE FROM SEASONED EQUITY OFFERINGS 

 

4.1. Introduction 

Between 1997 and 2005, about 88 percent of industrial SEO syndicates include at 

least one co-manager and the average number of co-managers is 2.43. Previous literature 

documents various functions of co-managers before and after security offerings. Corwin 

and Schultz (2005) and Chen and Ritter (2000) show that issuers receive more extensive 

analyst coverage by including more co-managers. Corwin and Schultz additionally report 

that co-managers provide information production and market making after IPOs. 

Ljungqvist, Marston, and Wilhelm (2006, 2007) report that, by providing aggressive 

analyst coverage, underwriters may win a co-manager designation. However, not all 

studies agree. Ellis, Michaely, and O’Hara (2000), for instance, report that co-managers 

play a negligible role in market making, while the lead underwriter is the dominant 

market maker who handles about 60 percent of total trading volume in the first few days 

after IPOs. 

Do co-managers have any effect on flotation costs? This is an important question 

since, from the issuer’s point of view, flotation costs are a major burden as issuers want 

to maximize the expected net proceeds of security offerings, and, if co-managers play a 

significant role in reducing the flotation costs, issuers benefit from including those co-

managers in their syndicates. Existing literature provides only partial and conflicting 

answers to this question.  For example, Narayanan, Rangan, and Rangan (2004) find that 



106 
 

 

syndicates including commercial bank co-managers do not have lower underpricing but 

do have lower underwriting spreads. Corwin and Schultz (2005), however, report a 

positive relationship between the number of co-managers and IPO underwriting spreads. 

Although these studies make important contributions to furthering our understanding of 

the effect of co-managers on flotation costs, they limit flotation costs to either 

underwriting gross spreads or underpricing.  

This paper is among the first to provide comprehensive evidence on the relation 

between the number and characteristics of co-managers and the various components of 

flotation costs. Following Eckbo, Masulis, and Norli (2007), I consider five components 

of SEO flotation costs: negative announcement returns, underpricing, the probability of 

withdrawals, offering delays, and underwriting spreads. The latter is a direct flotation 

cost, while the first four are all indirect flotation costs. Specifically, I ask the following 

questions: what is the impact of including additional co-managers in the syndicate on 

each component of flotation costs? Do highly reputable underwriters or commercial 

banks, when they are included as co-managers, have any effect on each component of 

flotation costs? The paper investigates these questions using a sample of 1,775 completed 

and 164 withdrawn SEOs from 1997 through 2005. 

The explicit and direct flotation cost to issuers is underwriter compensation. 

Altinkilic and Hansen (2000) report that the average SEO underwriting spread is 5.38 

percent while it is 6.32 percent for small issues and 4.37 percent for large issues. The 

indirect flotation costs include the market reaction to SEO announcements, the 

probability of offering withdrawal, offer delays, and underpricing. First, SEO 

announcement returns are between -2 percent and -3 percent (Altinkilic and Hansen, 
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2003; Purnanandam and Swaminathan, 2005), suggesting that rational investors would 

only buy new shares at a discount below the current price. Second, SEOs are underpriced, 

on average, by about 3 percent (Altinkilic and Hansen, 2003; Corwin, 2003). Third, a 

higher probability of offer withdrawals is costly to issuers, not only because issuers may 

not ever return to the market, but also because underwriters may demand higher 

compensation in offerings with higher risk of withdrawals (Dunbar, 1995). Finally, offer 

delays can be another component of flotation costs since issuers fail to raise the necessary 

funds on time. 

The literature documents that flotation costs are an increasing function of 

information asymmetries among participants in security offerings. Negative abnormal 

returns on SEO announcements, for example, are largely consistent with adverse 

selection explanations. Myers and Majluf (1984) suggest that firms may issue new shares 

only if the market overvalues the shares relative to the beliefs of firm managers. As a 

result, there are negative returns on the announcement, as the public incorporates this 

information. The possibility that offers are withdrawn tends to be greater for issues with 

greater uncertainty and information asymmetries. According to Benveniste and Spindt 

(1989), underwriters use bookbuilding to extract private information from informed 

investors regarding the value of securities. If information revealed is sufficiently negative, 

offerings will be withdrawn. Since issues with greater uncertainty are more likely to have 

negative information, they are more likely to be withdrawn. Also, the market demand for 

securities with high uncertainty is likely to be weaker or unstable, resulting in a greater 

likelihood of offers being withdrawn. Ljungqvist (2007) documents that much of the 

underpricing phenomena is due to information frictions among the key parties to an 
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offering transaction including issuers, underwriters, and investors. Finally, the literature 

provides consistent results that underwriting spreads increase in the total risk of issuers. 

For example, underwriting spreads are higher for smaller firms, NASDAQ-listed firms, 

and firms with greater stock return volatility.  

In this study, I expect that the number and characteristics of co-managers have 

significant effects on expected flotation costs. The number of co-managers included in 

the syndicate may be negatively correlated with information asymmetry between issuers 

and investors because more co-managing underwriters would act as certification agents. I 

hypothesize that indirect flotation costs including announcement returns, the probability 

of offer withdrawal, offer delays, and underpricing may be lower for the issues 

underwritten by syndicates with more co-managers. One exception, however, is 

underwriting compensation.  Since underwriting spreads are shared with all the syndicate 

members participating in the syndicate, lead underwriters may demand higher fees when 

the syndicate includes additional co-managers (Corwin and Schultz, 2005).  

Including more reputable co-managers is another way to reduce the degree of 

information asymmetry. Highly reputable underwriters, when they serve as co-managers, 

may have a greater incentive to certify the true value of new issues in order to protect 

their reputation (Carter and Manaster, 1990; Michaely and Shaw, 1994).36 Reduction of 

information asymmetries by prestigious co-managers could result in a decrease in indirect 

flotation costs. Therefore, I hypothesize that indirect flotation costs are lower when more 

                                                 
36 However, the empirical studies examining the relation between the underwriter reputation and 
information asymmetries at the lead underwriter level report mixed evidence. For example, Betty and 
Welch (1996) and Loughran and Ritter (2004) find a positive relationship between underwriter rank and 
IPO underpricing, which is in contrast to the prediction of the certification hypothesis, while Habib and 
Ljungqvist (2001) point out that these inconsistent results are mainly due to endogeneity of a issuer’s 
choice of underwriters. 
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prestigious underwriters co-manage an issue. As far as the underwriting spread is 

concerned, previous studies report mixed evidence on the effect of reputable underwriters. 

On one hand, more prestigious underwriters charge higher fees to cover the costs incurred 

in providing superior certification and monitoring services (Chemmanur and Fulghieri, 

1994; Puri, 1999). On the other hand, more prestigious underwriters charge lower fees 

because they have bargaining power in persuading syndicate members to accept lower 

fees in order to increase market share (Livingston and Miller, 2000).  An alternative 

explanation is that more prestigious underwriters are more efficient and thus have lower 

costs, allowing them to charge lower fees. 

Finally, commercial banks serving as co-managers could conceivably use their 

proprietary information to enhance the quality of certification of issues and, as a result, 

reduce indirect flotation costs. Commercial banks that maintain an issuer’s proprietary 

information from a lending relationship might face conflicts of interest in underwriting 

that relate to misrepresenting the value of issues in order to use the proceeds to repay 

bank loans. Song (2004) and Narayanan, et al. (2004) study this issue by examining the 

role of commercial banks in underwriting. They show evidence that commercial banks 

participating in underwriting syndicates credibly commit against opportunistic behavior, 

which is consistent with the certification hypothesis. They also report that underwriter 

compensation is lower for the syndicates that include commercial banks. Narayanan, et al. 

(2004) argue that the reason for the reduction in gross spreads is because commercial 

banks can reuse information generated through the lending relationship. 

In order to test these hypotheses, I control for endogeneity of syndicate structure 

by introducing instrumental variables for the number and characteristics of co-managers. 
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The empirical results show that co-manager characteristics have significant effects on 

expected flotation costs, while the number of co-managers rarely does. Specifically, 

issues including highly reputable co-managers experience greater announcement returns, 

but experience lower underpricing, probability of offering cancellation, and offer delays. 

The presence of commercial banks as co-managers is positively correlated with 

announcement returns, but negatively correlated with underpricing and offer delays. The 

number of co-managers, however, does not significantly influence those indirect 

components of flotation cots. As Corwin and Schultz (2005) show, underwriting spreads 

are higher when the syndicate includes more co-managers. The spreads, however, are 

significantly lower when highly reputable underwriters or commercial banks are included 

as co-managers in the syndicate. To sum up, the findings are consistent with a notion that 

highly reputable underwriters or commercial banks, when they serve as co-managers, 

tend to enhance the quality of certification to the market of issues, reduce information 

asymmetries, and, as a result, lower SEO flotation costs.  

The paper is organized as follows. In Section 2, I discuss the function of 

underwriting syndicates. Section 3 describes my sample and data and defines variables.  

Section 4 analyzes announcement returns and Section 5 analyzes underpricing, Section 6 

analyzes the probability of offering withdrawals and delays and Section 7 analyzes 

underwriting spreads. Section 8 concludes. 

 

4.2. Underwriting Syndicates and the Role of Co-managers – Literature Review 

The lead underwriter enlists the help of other banks to sell new issues, forming a 

syndicate. The lead underwriter(s), which could be multiple banks that the issuer 
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selected, selects the members of the syndicate, provides them with share allocations, and 

manages the overall process of share offerings. In addition, each syndicate member, 

including the lead underwriter, may have selling groups (selling syndicates), consisting of 

other investment bankers, dealers, and brokers, that may also sell to investors. Members 

of the selling group, which can number in the hundreds for some issues, sign a selected 

dealer agreement that stipulates the terms of the relationship, including the commission 

(called the selling concession), the date of termination (typically 30 days), and whether 

the selling groups must buy unsold shares. 

Underwriting syndicates have historically been described as a risk-sharing 

mechanism and have recently been argued to serve to increase the loss capacity of 

underwriters who engage in post-issue stabilization for the purpose of remedying the 

problem of adverse selection introduced by the presence of informed traders (Rock, 1986; 

Chowdhry and Nanda, 1996). Pichler and Wilhelm (2001) consider syndication as a 

moral hazard in teams problem and argue that barriers to entry mitigate the costs of moral 

hazard in team production that characterize syndicates. More recently, Corwin and 

Schultz (2005) examine syndicates for IPOs and find that syndicate members and 

especially co-managers are likely to revise offer prices in response to information. 

Syndicate members also provide valuable after-market services including analyst 

coverage or supplementary market-making. Ljungqvist, Marston, and Wilhelm (2006, 

2007) show that unaffiliated analysts provide more aggressive and optimistic research in 

order to earn a spot as a co-manager in future offerings, which may ultimately lead to a 

book manager position.  
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Another potential service by underwriting syndicates is promotional activity. 

Based on the investor sentiment theory suggested by Derrien (2005) and Ljungqvist, 

Nanda, and Singh (2005), Cook, Kieschnick and Ness (2006) show that underwriters 

provide promotional efforts, which may raise investor sentiment. These efforts induce 

retail investors into the market and lead them to purchase even over-valued issues. More 

specifically, they find that promotional efforts by underwriters, measured by pre-offer 

publicity, which is the number of news articles with the company name appearing within 

six months prior to the IPO offer date, are positively correlated with underwriting spread,  

first-day returns, and insider net wealth gains. 

This study is closely related to research that focuses on syndicate structure and 

issuance costs. Corwin and Schultz (2005) argue that lead underwriters may charge 

higher underwriting fees when syndicates include additional co-managers. They show 

that underwriting spreads increase in the number of co-managers and the positive relation 

is stronger for small IPOs. Narayanan, et al. (2004) and Song (2004) investigate whether 

banks performing lending and underwriting activities credibly commit to certify firm 

value. Narayanan, et al. (2004) use a sample of SEO syndicates from 1994 to 1997 and 

find that lending banks are more likely to co-manage an issue with a high reputation 

nonlending lead manager. Further, with such a syndicate arrangement, issuers benefit 

from low underwriting fees, while they do not receive better pricing on their offerings. 

Song (2004) use a sample of corporate bond issues from 1991 to 1996 and considers 

three different syndicate structures:  syndicates where commercial banks join as co-

managers (also called hybrid syndicates), pure investment bank syndicates, and 

syndicates where commercial banks are lead managers. She finds that commercial banks 
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are more likely to serve as co-managers when issuers have lower stock rankings and, thus, 

rely more on bank loans. The results indicates that commercial banks as co-managers do 

not improve the certification ability in that bond yields are not significantly different 

between hybrid syndicates and others.  

 

4.3. Data and Sample Characteristics 

4.3.1.  Data 

I obtain a total of 4,636 completed and 282 withdrawn SEOs from 1997 through 

2005, from Thomson Financial Securities Data Company’s (SDC) U.S. Domestic New 

Issues database. Of these, I retain ordinary common shares (CRSP share codes 10 and 11) 

and exclude the following offers : 

1) Issues by non-U.S firms, REITs, and limited partnerships (CRSP share code 40 

or greater), 

2) Issues by firms not listed on either NYSE, AMEX, or NASDAQ, 

3) Issues with offer prices less than $3 or greater than $400, 

4) Issues by financial (one-digit SIC code 6) and utility (one-digit SIC code 4) 

firms, 

5) Issues where price and financial data are not available in CRSP and 

COMPUSTAT, 

6) Units (CRSP share code 70 or greater), ADRs (the first digit of CRSP share 

code 3) and rights offerings, and 

7) Pure secondary offers. 
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The sample restrictions result in a final sample of 1,775 completed and 164 

withdrawn SEOs, including 512 offers by firms listed on the NYSE or AMEX and 1,263 

offers by firms listed on the NASDAQ. I supplemented the SDC database with financial 

data from COMPUSTAT and stock price data from CRSP. Following Corwin and 

Schultz (2005), I assign to each underwriter in the syndicate one of the following three 

designations: book manager, co-manager and syndicate member. I measure the reputation 

of each underwriter by using Jay Ritter’s updated Carter-Manaster (1990) underwriter 

ranking available on Jay Ritter’s website at the University of Florida 

(http://bear.cba.ufl.edu /ritter). 

 

4.3.2. Variable Description 

 Flotation Costs 

Following Eckbo, Masulis, and Norli (2007), I examine five components of SEO 

flotation costs; stock returns on offering announcements, underpricing, the probability of 

offer withdrawals, offering delays, and underwriting spreads.  

Announcement returns are the cumulative abnormal returns over the three-day 

window [-1, +1] or over the five-day window [-2, +2] around the announcement of the 

SEO, where returns are calculated using the market model with the CRSP value-weighted 

index. The estimation period for parameters is from 200 days to 40 days prior to the 

announcement date. As described in the SEO literature, the filing dates reported in SDC 

often do not reflect the actual announcement dates (Henry and Koski, 2008). In order to 

obtain actual announcement dates, I examine media reports on the Factiva database 

surrounding the filing date and identify the first report date of the SEO.  The 
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announcement date is the earlier date of the first media report date in Factiva and the 

filing date in SDC.  

Underpricing is defined as the return from the offer price to the offer day’s 

closing price (Narayanan, Rangan, and Rangan, 2004), i.e. ln(offer day close/offer price). 

Corwin (2003) defines underpricing as negative one times the return from the pre-offer 

day’s closing transaction price to the offer price. This definition is similar to that of 

discounting in Altinkilic and Hansen (2003).  I follow Narayanan, et al. (2004)’s 

definition of underpricing, which is the same as the definition of underpricing in IPO 

literature.37  

Offer Withdrawal is a dummy variable that equals one if an offer is not completed.  

Offer Delay is proxied by the length of the registration period between the filing date and 

the offer date.  

Finally, Underwriting spread is the underwriter gross spread, expressed as a 

percentage of offer size, which is the sum of the management fee, underwriting fee, and 

selling concessions obtained from SDC.  

 

 Syndicate Characteristic Variables 

To investigate the effect of syndicate structure on issuing costs, I examine several 

variables that capture syndicate characteristics.  

Underwriter rank is the lead underwriter’s reputation based on adjusted its Carter 

and Manaster (1990)’s reputation rank, obtained from Jay Ritter’s web page at the 

University of Florida (http://bear.cba.ufl.edu/ritter/). I average the reputation ranks for 

multiple lead underwriters. Extensive research finds that issues underwritten by highly 

                                                 
37 Note, the results are qualitatively consistent when I use Corwin (2003)’s definition of underpricing. 
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reputable underwriters tend to have different characteristics from issues underwritten by 

less reputable underwriters. Prestigious underwriters certify the quality of issues and 

reduce information asymmetry (Carter and Manaster, 1990; Megginson and Weiss, 1991; 

and Habib and Ljungqvist, 2001). However, a number of papers provide evidence that the 

behavior of underwriters may have changed during 1990s suggesting that the change in 

underwriter behavior is attributable to economic conditions (Beatty and Welch, 1996; 

Loughran and Ritter, 2004). I also control for the effects of multiple lead underwriters by 

employing a dummy variable, Multi-book managers, which equals one if an offer is 

underwritten by more than one lead underwriters and zero otherwise.38 CB lead is a 

dummy variable that takes one if an offer is underwritten by commercial banks and zero 

otherwise.  

No. of co-managers is the sum of the number of co-managers and joint lead 

managers in syndicates.39 HQ co-managers is a dummy variable that equals one if a 

syndicate includes reputable co-managers whose Carter-Manaster rank is greater than 8 

and zero otherwise. Since participation by prestigious co-managers may provide the 

enhanced certification of the quality of issue, I expect that offers with highly reputable 

co-managers have lower information asymmetries, resulting in lower indirect flotation 

costs. 

CB co-managers is a dummy variable that equals one if a syndicate includes at 

least one commercial bank as a co-manager. After the repeal of the Glass Steagall Act in 

                                                 
38 In SDC, multiple lead underwriters are listed as joint book managers. Hu and Ritter (2007) study the 
increasing frequency of multiple book managers in IPOs. They report that the number of book managers 
increase because offering size is larger, the number of buyout-backed IPOs increases, the IPO business 
becomes more competitive, and all-star analyst coverage becomes less important. 
 
39 I categorize joint lead managers in the group of co-managers, since joint lead managers do not usually 
serve as book runners. 
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1999, commercial banks now act as co-managers in more than 50 percent of SEO 

transactions.40 Issues may benefit from commercial banks’ participation in syndicates, 

because the private information that commercial banks gather in the lending process may 

be valuable in security underwriting since the commercial bank could use the information 

to certify the issue quality. In contrast, commercial banks have incentives to misuse their 

information by opportunistically certifying the issue quality, in order to use the proceeds 

to pay down their loans. The trade-offs between enhanced certification and conflicts of 

interests have been extensively studied (e.g, Puri (1996), Kroszner and Rajan (1997)). 

Recent studies by Narayanan, et al (2004) and Song (2005) document the different 

issuance costs between issues underwritten by pure investment bank syndicates and 

issues underwritten by syndicates where commercial banks participate.  

 

 Issue Characteristic Variables 

Based on prior studies, I examine several variables that capture issue 

characteristics. Ln (assets), defined as the natural logarithm of total assets, is a measure 

of firm size and of an information asymmetry and firm transparency (Butler, Grullon, and 

Weston, 2005). Large firms are likely to bear less information asymmetries, since they 

usually have more extensive analyst coverage and institutional ownership.  

Ln(proceeds), defined as the natural logarithm of the number of issues multiplied 

by offer price, measures issue size and controls for economies of scale in the security 

issuance (Eckbo and Masulis, 1992; Hansen, 2001). Empirical studies find a negative 

correlation between offer size and underwriting spreads, consistent with the prescription 

of “larger is cheaper”.   

                                                 
40 See Table 1, for more details. 



118 
 

 

Volatility is the stock return standard deviation from 60 trading-days through 11 

trading-days prior to the announcement date. Volatility_registration is defined as the 

stock return standard deviation during the registration period between an announcement 

date and offer (or withdrawal) date. Stock return volatility is used as a proxy for risk or 

value uncertainty. Since riskier issues are subject to a greater degree of asymmetric 

information, I expect that return volatility is positively correlated with flotation costs. 

Leverage is defined as the ratio of total debt to total assets. Higher leverage 

implies greater risk of financial distress. Empirical studies show that firm leverage is 

positively correlated with both underwriting spreads and underpricing (Kim, Palia, and 

Saunders, 2005; Lee and Masulis, 2007) 

Pure primary is a dummy variable equal to one if the issue is a pure primary 

offering, and zero otherwise. Ljungqvist and Wilhelm (2003) argue that pure primary 

offerings experience more severe underpricing than offerings with secondary shares 

because selling insiders care more about underpricing than if they retain shares. The 

fewer shares they sell, the lesser the incentive to decrease underpricing. Kim and 

Purnanandam (2006) report that the average announcement returns for mixed offerings 

are 2.3 percent lower than those for pure primary offerings. They argue that the Myers 

and Majluf adverse selection problem disappears in pure primary offerings. 

NASDAQ is a dummy variable that equals one if offers are issued by NASDAQ-

listed firm. NASDAQ-listed firms are usually smaller and riskier than NYSE-listed firms, 

since smaller and riskier firms are more likely to list on NASDAQ in order to avoid 

expected delisting costs (Corwin and Harris, 2001). Empirical studies find that 
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underwriting spreads and underpricing are higher for NASDAQ-listed firms than NYSE-

listed firms (e.g, Altinkilic and Hansen 2003; Mola and Loghran, 2004). 

Shelf is a dummy variable that equals one if an offer is shelf-registered. Under 

SEC Rule 415 adopted in 1983, firms can register securities that they reasonably expect 

to sell over the next two years and then sell those securities at any time within the two 

years. There is no strong consensus about whether shelf-registered offers have lower 

flotation costs. Bhagat, Marr and Thompson (1985) find evidence that shelf offerings 

intensify competition among underwriters and, thus, cost less.  Denis (1991) points out 

the selection-bias in that riskier firms are less likely to use self offerings, since they may 

face greater under-certification costs. However, a recent study by Autore, Kumar, and 

Shome (2005) shows that since 1997, shelf offerings surpass the traditional book building 

method. They find evidence that firms increasingly value the timing flexibility and issue 

costs are lower for shelf offerings, even after controlling for firm characteristics and 

selection biases.  

My definition of hot and cold markets is based on the total number of SEOs 

completed per quarter. Hot-market is defined as a quarter in which more than 77 SEOs 

(i.e. the third quartile of the number of SEOs completed in each quarter) occurred.  

SOX is a dummy variable equal to one if the offer date is after the effective date 

of the Sarbanes-Oxely act (7/30/2002) which imposes substantial corporate governance 

constraints and obligations on public companies. Since the new regulation’s inception, 

firm transparency may be improved and information asymmetries between investors and 

issuers may be reduced because the market has access to more reliable public information. 
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Integer is a dummy variable that equals one if an offer is priced at an integer and 

zero otherwise. Corwin (2003) finds that SEO underpricing is significantly related to 

underwriter pricing conventions such as price rounding. Also, Mola and Loughran (2004) 

report that SEO offer prices increasingly cluster at integers and that underpricing is 

significantly larger for SEOs priced at integers, suggesting a weakening in underwriter 

competition. In addition, Bradley, Cooney, Jordan, and Singh (2004) show that IPOs 

priced on an integer experience greater underpricing, which is attributed to greater 

valuation uncertainty regarding the offer price.  

Price adaptation is defined as the ratio of the offer price to the closing price the 

day after the filing date. Price adaptation is similar to the price revision, which is the ratio 

of the offer price to the midpoint of the filing range, in IPO studies (Altinkilic and 

Hansen, 2003). The partial adjustment explanations by Hanley (1993) suggest a positive 

relationship between the price revision or price adaptation and underpricing, because 

underwriters leave more money on the table when they extract positive information from 

bookbuilding activities.  

CAR_registration is the cumulative abnormal returns of issuing firms during the 

registration period between the filing date and the offer or withdrawal date. 

MR_registration is the market returns during the registration period. Busaba, Benveniste, 

and Guo (2001) show that the probability of IPO withdrawals is negatively correlated 

with the returns of the NASDAQ composite index over the 30 trading days after the filing 

date. The results indicate that offer withdrawal is more frequent in cold markets. 

Altinkilic and Hansen (2003) also report similar results that SEO withdrawals are more 

likely when pre-offer abnormal returns are worse. 
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 Instrumental Variables 

In order to account for endogeneity of the number of co-managers or of the 

inclusion of prestigious co-managers or commercial banks co-managers, I introduce 

instrumental variables for each endogenous variable. No_market average is defined as the 

average number of co-managers in every SEO syndicate during the quarter prior to the 

filing date multiplied by relative size, the ratio of offer size to the mean offer size during 

that prior quarter. No_recent syndicate is defined as the number of co-managers in the 

book-manager’s most recent SEO syndicate multiplied by relative size, the ratio of 

current offer size to offer size of the last previous SEO by the book-manager.  These two 

variables are used as the instruments for the number of co-managers. 

The instrumental variables for the inclusion of prestigious co-managers 

(commercial bank co-managers) are Rep_market average (Com_market average) and 

Rep_recent syndicate (Com_recent syndicate). The former is defined as the average 

percentage of highly reputable co-managers (commercial bank co-managers) in every 

SEO syndicate during the quarter prior to the filing date multiplied by the ratio of offer 

size to the mean offer size during that prior quarter. The latter is measured by the 

percentage of highly reputable co-managers (commercial bank co-managers) in the book-

manager’s most recent SEO syndicate multiplied by the ratio of current offer size to offer 

size of the last previous SEO by the book-manager. 41  

 

4.3.3.  Summary Statistics 

                                                 
41  Data collection began in 1995, two years prior to the sample period, to find any SEO led by the lead 
underwriter. 
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Table 1 reports descriptive statistics for the sample of SEOs. The mean offer 

proceeds are $133 million. The number of SEOs and the mean offer proceeds are highest 

in 2000 followed by 1999. The mean and median of relative offer-size, defined as the 

number of shares divided by pre-issue shares outstanding before the offer date, are 21 

percent and 17 percent, respectively. The mean of return volatility is 4.29 percent. In the 

sample, 71.15 percent of offers are issued by NASDAQ-listed firms and 28.73 percent 

are shelf-registered 

The second part of descriptive statistics focuses on flotation costs. In this paper, 

SEO flotation costs are composed of five components: stock returns on offering 

announcements,  underpricing, the probability of offer withdrawals, offering delays, and 

underwriting spread. The average cumulative abnormal returns relative to value-weighted 

market index over three-day window (CAR[-1,+1]) is -2.07 percent and the average 

CAR[-2,+2] is -1.96 percent.  The mean and median of underpricing are 2.69 percent and 

2.02 percent, respectively.42 During the sample period, there are 164 withdrawn SEOs. 

The proxy for offering delays is the length of the registration period between the filing 

date and the offer. Excluding shelf-registered SEOs, the mean and median registration 

period are 52.3 and 29 days, respectively. The mean and median underwriting spreads are 

5.09 percent and 5.24 percent, respectively.43  

The third part of descriptive statistics focuses on syndicate characteristics. Lead 

bank’s reputation averages 8.07 based on adjusted Carter and Manaster (1990) ratings. 

                                                 
42 Altinkilic and Hansen (2003) report that the mean and median SEO underpricing are 2.58 percent and 
1.28 percent, respectively, during 1990 - 1997.  
 
43 The level of gross spreads is consistent with that reported in previous studies. For example, Altinkilic and 
Hansen (2000) report that the mean underwriting spread is 5.38 percent from 1990 to 1997 and Narayanan, 
Rangan, and Rangan (2004) report that  the mean and median spread are 5.29 percent and 5.24 percent 
during 1994 - 1997.  
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One of the interesting features in this table is a dramatic increase in the number of co-lead 

syndicates including multiple lead underwriters. In 1997, no SEO in my sample is 

underwritten by multiple lead underwriters, while 30.67 percent (46 SEOs) have multiple 

lead underwriters in 2005. Over the entire sample period, 224 SEOs are headed by 

multiple underwriters. Among these, 196 SEOs are led by 2 underwriters, 18 SEOs are 

led by 3 underwriters, and 7 SEOs are led by more than 4 underwriters (not reported in 

the table). The average number of co-managers is 2.43 per offer, while the average 

number of all (managing and non-managing) underwriters is 7.11 per offer. In addition, 

63.04 percent of the sample include at least one prestigious co-managers whose Carter-

Manaster rank is greater than 8, while 51.21 percent include commercial banks as co-

managers. 

 

4.4. Determinants of Syndicate Structure and the Validity of Instruments 

Before analyzing the impact of co-managers on expected flotation costs, I 

examine the determinants of the number and characteristics of co-managers in SEO 

underwriting syndicates. Table 2 shows the results. In the first column, I estimate a 

Poisson regression where the dependent variable is the number of co-managers, while 

logit regressions are estimated in the second and third column where the dependent 

variables are a dummy variable which equals one if the syndicate includes highly 

reputable underwriters and commercial banks as co-managers, respectively.  

In Table 2, the number of observations decreases from 1,775 to 1,580, after 

omitting 195 SEOs in which no previous SEOs were underwritten by their lead 

underwriters. The table shows that the coefficients of issue size, Ln(proceeds), and 
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underwriter rank are significant and positive in all three regression, while those of pure 

primary and shelf offerings are all negative. When an issue is offered after SOX or is 

lead-underwritten by a commercial bank, it includes more co-managers in the syndicate. 

Commercial banks are more likely to be included as co-managers when an issue is more 

risky and it is lead-underwritten by a commercial bank. Finally, the instrumental 

variables for each endogenous variable are significantly and positively correlated, 

confirming the validity of the instrument set. 

 

4.5. Announcement Stock Returns  

4.5.1.  Overview 

It is well documented that investors react negatively to SEO announcements. 

Eckbo and Masulis (1992) report that firms that announce SEOs experience a 2 percent 

drop in market-adjusted abnormal stock returns on the announcement day during the 

period between 1963 and 1981. Empirical results agree that SEO announcement returns 

are between -2 percent and -3 percent (see, e.g, Altinkilic and Hansen, 2003; 

Purnanandam and Swaminathan, 2005). These results imply that rational investors would 

buy new shares at a discount below the current price. This is a reason why the negative 

market reaction to SEO announcement is a component of flotation costs. 

Empirical studies support the view that the negative SEO announcement effect 

can be typically explained by the adverse selection argument of Myers and Majluf (1984).  

According to Myers and Majluf, firms issue new equity shares only when they cannot 

issue (low-risk) debt and when the market overvalues their shares relative to 

management’s beliefs. Rational investors recognize this and, thus, lower the stock price 
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when firms announce equity issues. Additional underwriters and especially highly 

reputable co-managers may provide an additional certification service to insure the 

quality of new issues. Thus, issues underwritten by a larger syndicate with highly 

reputable co-managers may experience less price drop on the SEO announcement date. 

Table 3 reports cumulative abnormal returns (CARs) for the event windows of [-1, 

+1] and [-2, +2] days around the SEO announcement date using the market model with 

the CRSP value-weighted index. The estimation period for parameters is from 200 days 

to 40 days prior to the announcement date. The mean of the CARs for the 3-day window 

and 5-day windows are -2.07 percent and -1.96 percent, while the medium of the CARs 

are -2.17 percent and -2.12 percent, respectively. Panel B shows that the negative SEO 

announcement effect is, on average, higher for NASDAQ offers, -2.47 percent for the 3-

day window, than NYSE- or AMEX offers, -1.14 percent.  

 

4.5.2.  Analysis of Announcement returns 

In this section, I investigate the effect of co-managers on announcement returns.44 

If the negative SEO announcement effect reflects the adverse selection problem that the 

market believes that managers possess private information that a firm’s stock price is 

overvalued (Myers and Majluf, 1984), enhanced certification that reduces information 

asymmetries between investors and issuers may improve announcement returns. 

Therefore, I hypothesize that announcement returns may increase in the number of co-

managers, if more co-managers can more accurately certify the firm’s value. Also, 

                                                 
44 The typical process of SEOs is that an issuer selects a book-runner and co-managers before it drafts the 
registration statement (i.e. the preliminary prospectus) for filing with the SEC. An underlying assumption 
of this process is that the public has reliable information regarding both the book-runner and co-managers 
before the registration and public announcements. 
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announcement returns would be positively correlated with the inclusion of highly 

reputable underwriters and commercial banks as co-managers, if they can reduce 

information asymmetries by credibly certifying the value of the securities. 

I conduct OLS regressions as a base line-model to examine the role of co-

managers in SEO announcement returns. I, then, estimate instrumental variable 

regressions allowing the choice of the number and characteristics of co-managers to be 

determined endogenously. To account for endogeneity of the number of co-managers, the 

following two-stage least square (2SLS) model is estimated: 

1st step :  y(Number of co-managers)i= γ xi+σ zi + vi     (1) 

2nd step : CAR[-1,1]i = β xi+δ (Estimated Number of co-managers)i + ui 

where, x is the set of explanatory variables and z is the set of instrumental variables. 

Also, the choice to include highly reputable co-managers or commercial bank co-

managers may be determined endogenously. In the case that endogenous regressors are 

binary variables, I usw the treatment effects models that jointly estimate the following 

equations, using the maximum likelihood estimator (MLE). 

 CAR[-1,1]i = β xi +δ y(Co-manager>8 or CB co-managers)i + ui   (2) 

  y(Co-manager>8 or CB co-managers)i*=γ xi+σ zi + vi  

where, yi =1 if yi* >0 and yi =0 if yi* 0 and corr(ui, vi)=ρ,  

The instrumental variables for each endogenous variable are defined in Section 

3.B.4. 45 

Table 4 reports the regression results. The dependent variable is the cumulative 

abnormal returns over the three-day window, CAR [-1, 1]. The number of co-managers 

                                                 
45 The validity of these instruments is discussed in Section 3.D and Table 2. 
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does not significantly affect the announcement returns in the OLS and 2SLS regressions. 

The presence of prestigious co-managers or commercial bank co-managers has no 

significant effect on the announcement returns in the OLS regressions in columns 3 and 5. 

However, the results of the treatment effects regression in column 4 show that 

announcement returns are 0.4 percent higher when the syndicate includes highly 

reputable co-managers. Also, the treatment effects regression in column 5 shows that the 

presence of commercial bank co-managers significantly increases announcement returns 

by 0.7 percent. The results support the proposition that when more reputable underwriters 

and commercial banks are included in the syndicates as co-managers, they tend to reduce 

adverse selection problems by enhancing the quality of certification of issues. 

For each estimation reported in Table 4, several control variables are significantly 

correlated with announcement returns. Firms with higher leverage and greater stock 

return volatility and NASDAQ-listed firms, which may have higher informational 

asymmetries between issuers and investors, tend to have more negative announcement 

returns. On the other hand, shelf-registered issues tend to have less negative 

announcement returns, perhaps because, by SEC Rule 415, the option is only available to 

large publicly listed firms which have less asymmetric information. Announcement 

returns are also higher for pure primary offerings. Since pure primary offerings usually 

do not involve management sales of stock, the market would react less negatively than to 

mixed offerings. Overall, the results in Table 4 are consistent with Myers and Majluf 

(1984)’s adverse selection hypothesis. 

 

4.6. SEO underprcing  
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4.6.1. Overview 

Altinkilic and Hansen (2003) provide the definitions of SEO underpricing, 

discounting, and first-day returns. Underpricing is defined as the logarithm of the ratio of 

the offer day’s closing price to the offer price. Discounting is the logarithm of the ratio of 

the pre-offer day’s closing price to the offer price. The first day return is the logarithm of 

the ratio of the offer day’s closing price to the pre-offer day’s closing price. The literature 

uses different definitions of underpricing. For example, Corwin (2003) defines 

underpricing as the return from the pre-offer day’s transaction price to the offer price,  

while Narayanan, et al (2004) define underpricing as the return from the offer price to the 

offer day’s closing price. In this study, I follow Narayanan, et al’s definition of 

underpricing.46 

 Ljungqvist (2007) provides an excellent survey on IPO underpricing. 

According to Ljungqvist, IPO underpricing is mainly due to information frictions 

including Rock (1986)’s winner’s curse, Benvenist and Spindt (1989)’s information 

revelation, and agency problems. He also suggests other sources of IPO underpricing 

such as underwriter efforts for price support, the separation of ownership and control, and 

investor sentiment. Altinkilic and Hansen (2003), Corwin (2003), and Mola and 

Loughran (2004), among other studies, empirically study the determinants of SEO 

underpricing. Altinkilic and Hansen report the average SEO underpricing, in the 1990s, is 

3.2 percent, which often exceeds half of the underwriting spreads. Corwin finds that SEO 

underpricing is greater for the issue with large offer size and inelastic demand and 

concludes that SEO underpricing reflects price pressure rather than asymmetric 

information. Mola and Loughran focus on clustering of SEO offer prices at integers 

                                                 
46 The results are qualitatively consistent when I use Corwin (2003)’s definition of underpricing. 
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which, is an easy underwriter convention. They show that issuers endure increased 

discounting because they expect that favorable analyst reports will elevate the value of 

stocks. 

The literature provides other variables that affect SEO underpricing. Offers by 

NASDAQ-listed firms are more underpriced than NYSE or AMEX offers, since 

NASDAQ-listed firms are relatively young and have more risky intangible assets. 

Consistent with the asymmetric information hypothesis, issues with greater stock return 

volatility and higher leverage are more underpriced. Price adaptation or price revision is 

positively associated with underpricing (Hanley, 1993; Altinkilic and Hansen, 2003), 

because when underwriters extract favorable information, they are likely to leave more 

money on the table. Reputable underwriters may certify the quality of the issue, 

suggesting that underwriter reputation is negatively correlated with underprcing.  

Corwin and Schultz (2005) examine whether syndicate structure affects IPO 

underpricing. They show that co-managers play a key role in information production 

measured by price revisions. However, when they adjust for price revisions, syndicate 

composition has no effect on underpricing. Several studies provide evidence that 

commercial banks or lending banks which produce the proprietary information about 

issuers certify the quality of issues (Song, 2004; Narayanan, et al, 2004; Drucker and Puri, 

2005). 

Panel A in Table 5 reports that underpricing averages 2.98 percent during the 

sample period, while the averages of discounting and offer-day returns are 3.57 percent 

and -0.82 percent, respectively. In Panel B, NASDAQ offers are more underpriced, 3.29 

percent on average, than NYSE or AMEX offers, 2.22 percent.  This is consistent with 
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Corwin (2003) who argues that increasing SEO underpricing is largely due to the 

increasing number of SEO offers by NASDAQ-listed firms. 

 

4.6.2. Empirical Results 

In this section, I examine the role of co-managers in SEO underpricing. If the 

primary source of new-issue underpricing is the informational frictions between market 

participants, the certification role of underwriters may lower underpricing by revealing 

the true value of issues. Therefore, I hypothesize underpricing may decrease in the 

number of co-managers, if additional co-managers can more accurately certify the firm’s 

value. Also, underpricng would be negatively correlated with the inclusion of highly 

reputable underwriters and commercial banks as co-managers, if they can reduce 

information asymmetries by credibly certifying the value of securities. 

The results of multiple regressions of syndicate structure on SEO underpricing are 

reported in Table 6. As discussed in Section 4, I run the OLS, 2SLS, and treatment effects 

regressions. The results show the significant effect of syndicate composition on 

underpricing. In the first OLS regression, additional co-managers significantly reduce 

underpricing by 0.2 percent, while the effect is insignificant after controlling for the 

endogenous choice of the number of co-managers by using 2SLS. The coefficients of a 

dummy for the presence of prestigious co-managers are -0.011 and -0.021 in the OLS and 

treatment effects regressions, respectively, and both of coefficients are significant at the 1 

percent level.  The effect of the presence of commercial bank co-managers is also 

significant in both the OLS and treatment effects regressions. Underpricing decreases by 

0.6-0.7 percent when commercial banks serve as co-managers in the syndicate, 
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suggesting that commercial banks tend to credibly certify their private information on the 

value of issues and, as a result, lower underpricing. 

Note that most of the coefficients in the underpricing regressions are signed 

correctly. Seasoned equity issues by firms with higher stock return volatility during the 

registration period or with higher leverage tend to experience greater underpricing, since 

those firms are more likely to have greater informational frictions. Underpricing is higher 

for an offer priced at an integer, which is consistent with findings by Corwin (2003) and 

Mola and Loughran (2004) that underpricing is significantly related to underwriter 

pricing conventions such as price rounding. The negative coefficient on price adaptation, 

defined as the ratio of the offer price to the closing price on the filing date, represents the 

possible asymmetric relation between underpricing and price adaptation. As Altinkilic 

and Hansen (2003) reported, underpricing would be greater when price adaptation is 

more extreme, either down or up. Underpricing is more pronounced for hot-market SEOs, 

because investors may be overly optimistic about firm value, which causes the 

aftermarket price to be much greater than in normal conditions (Ljungqvist, Nanda, and 

Singh, 2005; Derrien, 2005). The negative coefficient on underwriter rank supports a 

notion that prestigious underwriters certify the quality of issues and reduce the 

information asymmetry (Carter and Manaster, 1990; Megginson and Weiss, 1991).  

 

4.7. Offering Withdrawals and  Delays 

4.7.1.  Overview 

It is costly for issuers to spend money and time preparing a share offering without 

realizing the actual benefit of raising capital on time due to offer delays or withdrawals. 
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Dunbar (1995) documents that unsuccessful offerings are costly for issuers because 

issuers who withdraw offers may not ever return to the market and because underwriters 

may demand higher compensation in offerings with higher risk of withdrawals. Therefore, 

offering delays and the probability of withdrawals are other components of SEO flotation 

costs.  

A number of studies provide the determinants of security withdrawals. Mikkelson 

and Parch (1986) investigate completed and withdrawn security offerings and find that 

the stock returns of completed offerings remain superior during the decision period 

between the announcement date and decision date, while the stock returns of firms with 

withdrawn offerings deteriorates. Altinkilic and Hansen (2003) find a similar result. They 

report that the probability of withdrawals is higher when pre-filing returns are worse and 

both market returns and abnormal returns during the decision periods are worse. They 

also find that smaller offers by smaller firms are more likely to be withdrawn, but 

underwriter reputation or exchange listing does not impact the withdrawal probability. 

The negative relationship between share returns and the probability of withdrawals 

indicates that the market was concerned that the firm’s new project is unprofitable or the 

stock is overvalued, consistent with the adverse selection explanations of Myers and 

Majluf (1984). Finally, Lee and Masulis (2007) find a positive relationship between poor 

accounting quality and the probability of offer withdrawals. They argue that offers are 

more likely to be withdrawn when there is more information asymmetry since it leads 

demand for the issue to be weaker and more unstable. The same arguments can be 

applied to why offerings are delayed. Offers are more likely to be delayed if stock returns 
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during the registration period are worse. Also, weak and unstable demand for new issues 

may delay offers.  

Panel  A of Table 7 reports that the number of co-managers for completed offers, 

2.43 per issue on average, is greater than that for withdrawn offers, 2.262 per issue. 

While this is supportive of certification hypothesis, I need to control for the 

characteristics of issues and syndicates that may affect the probability of offer 

withdrawals. Panel B shows that the mean and median of registration periods are 52.3 

days and 29 days, respectively.47 Panel C shows that NASDAQ offers are completed 

faster, on average 47.09 days per issue, than NYSE or AMEX offers, 71.42 days.  

 

4.7.2. Empirical Results 

In this section, I examine the role of co-managers in the probability of offering 

withdrawals and delays. The certification hypothesis suggests that co-managers may 

reduce information asymmetries between issuers and investors and, therefore, reduce the 

probability of offering withdrawals and delays. Also, co-managers would be involved in 

marketing activities of new issues. The marketing activities may create greater demand 

for issues and, as a result, reduce the probability of withdrawals and delays. Therefore, I 

hypothesize that the presence of highly reputable underwriters and commercial banks as 

co-managers may reduce the probability of offering withdrawals and delays if they 

provide additional certification service and promotional activities. 

In order to examine the effect of co-managers on the probability of offering 

withdrawals, I run a logit regresion as a base line-model and perform the instrumental 

variable probit (IV-probit) and bivariate probit (Bi-probit) regressions to address the 

                                                 
47 The number of observations is 1,265 SEOs, after excluding shelf-registered SEO 
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endogeneity of the choice of syndicate composition, which is discussed in Section 4.  The 

IV-probit is the probit model with a continuous endogenous regressor, i.e, No. of co-

managers, using the maximum-likelihood estimator (MLE). It estimates the following 

equations:48 

y1i(Offering withdrawals)*= β xi +δ y2i + ui      (3) 

y2i (No. of co-managers) = γ xi+ θ zi + vi 

where, y1i=1 if y1i*>0 and 0, otherwise. 

The log likelihood function can be written as 

Ln L= ))(ln)](1ln[)(1())(ln)(ln( 11∑ ∑ +Φ−−++Φ
i i

iiiiii yy ηφηηφη  

where, ηi= . 

 However, when an endogenous regressor is binary, i.e, HQ co-managers or CB 

co-managers, the traditional two-step procedure produces biased estimators and 

introduces the so-called forbidden regression problems (Wooldridge, 2002). Interestingly 

enough, Greene (2003, p.715-716) shows that the likelihood of the probit model with a 

binary endogenous regressor is the same as that of the bivariate probit model.  The 

specification for the probit model where HQ co-managers or CB co-managers is an 

endogenous variable is 

y1i(Offering withdrawals)*= β xi +δ y2i + ui      (4) 

y2i (HQ co-managers or CB co-managers)* = γ xi+ θ zi + vi 

where, y1i=1 if y1i*>0, y2i=1 if y2i*>0, and Cov(u, v) = ρ. 

The joint probability is 

                                                 
48 Alternatively, the two-step procedure can be applied to estimate the IV-Probit model. The literature 
points out that the standard errors and test statistics estimated from the usual two-step model in the linear 
framework are inconsistent for the nonlinear model. I estimate the two-step model suggested by Rivers and 
Vuong (1988) and the results are similar to those presented in this paper.  
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Prob[y1=1, y2=1] = P11 = Prob[y1=1|y2=1] × Prob[y2=1] = × Prob[y2=1] 

where, Ф2 denotes the cumulative distribution function of the bivariate normal 

distribution. 

After cancelling Prob[y2=1] in the numerator and denominator, 

 P11 = Ф2(y1, y2=1)= Ф2(β xi+δ, γ xi+ θ zi, ρ) 

 and the remaining three terms can be defined analogously to the first. 

P01= Ф2(-β xi - δ, γ xi+ θ zi, - ρ)  

 P10= Ф2(β xi+δ, -γ xi- θ zi, - ρ)  

 P00= Ф2(-β xi - δ, γ xi+ θ zi, ρ) 

The results show that the likelihood function is the same as that of the bivariate 

probit model and imply that the maximum likelihood estimators of the probit with a 

binary endogenous regressor and the bivariate probit model are identical.  

Alternatively, the instrumental variables models of average treatment effects (IV-

ATE) is estimated (Wooldridge, 2002). I first estimate the second logit model of (4) to 

predict the probability of the presence of prestigious co-managers (or commercial bank 

co-managers), , using instrumental variables. Then I estimate an OLS regression 

of the dummy variable, HQ co-managers or CB co-managers, on the exogenous variables 

and predicted probability, , in order to obtain the residuals. Finally, a logit 

regression of offering withdrawals is estimated on the dummy variable, HQ co-managers 

or CB co-managers, the residuals from the OLS regression, and exogenous variables. 

Since this main equation is a non-linear model, I use the River and Vuong (1988) 

estimator to get consistent estimators. 
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Table 8 reports the results of multiple regressions on the probability of offering 

withdrawals.  The coefficients of the number of co-managers are negative but 

insignificant in both the OLS and IV-probit regressions, suggesting that syndicate size is 

not significantly associated with the probability of offering cancellation. However, when 

the syndicate includes highly reputable co-managers, the risk of offer cancellation is 

significantly lower in the logit, Bi-probit, and IV-ATE regressions. This negative 

relationship suggests that prestigious underwriters, when they are included as co-

managers, tend to play a more effective certification role and provide more efficient 

marketing activities. The coefficients of the presence of commercial bank co-managers, 

however, are negative but insignificant in the logit, Bi-probit, and IV-ATE regressions. 

The table also reports that many control variables are significantly correlated with 

the probability of offer withdrawals. A firm’s cumulative abnormal returns and the 

market returns during the registration period are negatively correlated with the 

probability of withdrawals, which is consistent with findings by Mikkelson and Parch 

(1986) and Altinkilic and Hansen (2003). However, an offer is more likely to be 

cancelled if a firm’s stock return volatility is greater during the registration period. Issues 

by NASDAQ-listed firms are less likely to be withdrawn, consistent with the notion that 

bad publicity from offer cancellation is greater for NASDAQ-listed firms where 

information asymmetries are more significant than for NYSE-listed firms (Dunbar and 

Foerster, 2007). Finally, offers are more likely to be withdrawn after the effective date of 

the Sarbanes-Oxely act, because the increased regulatory burden may deter firms from 

seeking financing in public equity markets. 
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In analyzing the determinants of offering delays, I use the OLS regression as a 

base-line model and the 2SLS and treatment effects regressions to control for the 

endogeneity discussed in Section 4. In addition, I utilize the duration model to analyze 

the determinants of the length of registration period. While parametric models of duration 

analysis apply certain assumptions on the distribution of residuals, semi-parametric 

models do not make any distributional assumptions but estimate the effects of regressors. 

In this paper, I utilize the Cox proportional hazard model (Cox, 1972), which is a semi-

parametric estimator and is the most widely used for modeling duration.  The formal 

expression of the proportional hazard model is 

λ (xi, ti) = exp ( β′xi) λ0 (xi, ti) 

Cox suggests a way of estimating β by eliminating the effect of the baseline 

hazard λ0(xi, ti). He applies the conditional partial likelihood function where the 

conditional probability is independent of λ0(xi, ti) and uses the maximum likelihood 

estimator.49 In this setting, the hazard rate, λ(xi, ti), represents the probability that the 

hazard of the equity offering event increases for a unit change in the dependent variables. 

Therefore, the positive (negative) coefficient implies that an increase in the independent 

variable leads to an increase (decrease) in the hazard rate and, so, decreases (increases) 

the duration. 

Table 9 presents the results of multiple regressions on offer delays. The dependent 

variable in the OLS and instrumental variable regressions is the natural logarithm of the 

number of days during the registration period. In the Cox proportional hazard model, the 

dependent variable is the number of days during the registration period, that is, the time 

                                                 
49  The partial log likelihood can be written as 

     ln L =  
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to successful SEOs. The omission of shelf-registered SEOs reduces the number of 

observations to 1,253.  

In Columns 1-2, the coefficients on the number of co-managers are not significant, 

while it is weekly significant in the Cox proportional hazard model. The result suggests 

that including additional co-managers in the syndicate does not help issuers avoid the 

delays.  However, the results in Columns 3-6 show that the length of the registration 

period is significantly lower when prestigious underwriters or commercial banks co-

manage the issue. The presence of a prestigious co-manager or a commercial bank co-

manager is negatively correlated with the length of the registration period in both the 

OLS and treatment effects models. Also, in the Cox proportional hazard model, the 

coefficient of HQ co-managers and CB co-managers is 0.319 and 0.229, respectively. 

This provides evidence that the inclusion of prestigious co-managers (commercial bank 

co-managers) increases the hazard rate by 31.9 (22.9) percent and, therefore, decreases 

the duration.  The results are statistically significant at 1 percent.  

The table shows that firm size and the market returns during the registration 

period are positively correlated with the length of the registration period. Also, pure 

primary offerings are more likely to be delayed than mixed offerings. On the other hand, 

stock return volatility during the registration period is negatively correlated with offering 

delays. In addition, offerings are less likely to be delayed during the hot-market period 

and after the effective date of the Sarbanes-Oxely act.  

 

4.8. Underwriting Spread  

4.8.1. Overview 
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Underwriting spread, which is the compensation paid to underwriters as a percent 

of gross proceeds, is the explicit flotation cost to issuers. The spread is divided into three 

parts; a management fee paid to the lead underwriter for its due diligence efforts, an 

underwriting fee paid proportionately to underwriters and a selling concession paid to the 

syndicate members in the selling group who help retail issues. The typical split is 20 

percent, 20 percent, and 60 percent, respectively (Torstila, 2001). Lee (2008) and Hu and 

Ritter (2007), however, document that the 20-20-60 split loses its significance due to the 

prevalence of ‘fixed economics’, where underwriters earn a percentage of total fees for 

IPOs based on their underwriting commitment, no matter what the split is. 

Chen and Ritter (2000) and Hansen (2001) report that, excluding very large and 

small issues, IPO underwriting spreads significantly cluster at 7 percent. Chen and Ritter 

interpret this phenomenon as the possibility of implicit collusion among investment 

bankers. In contrast, Hansen includes large and small issues and argues that his results are 

consistent with competition among investment banks where the competitive price is 7 

percent of IPO proceeds. Moreover, unlike IPOs, there is significant cross-sectional 

variation in SEO underwriting spreads. Altinkilic and Hansen (2000) report the mean 

SEO spread is 5.38 percent, with a 6.32 percent mean for small issues and a 4.37 percent 

mean for large issues. They find that, unlike the economies of scale view50, marginal 

costs rise with offer size and also show that underwriting spreads are greater for issues 

that need more underwriting services. 

The literature provides other characteristics of underwriting spreads. The 

underwriting spread is greater for IPOs than SEOs, since IPOs are on average riskier than 

                                                 
50 i.e. The average underwriting spread of an issue is lower the higher gross proceeds are (Smith, 1977; 
Eckbo and Masulis, 1992) 
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SEOs. Underwriting spreads are higher when stock return volatility is greater, firm size is 

smaller, and less reputable banks underwrite. In addition, the spreads are higher for issues 

by NASDAQ-listed firms than issues by NYSE or AMEX-listed firms. In short, the 

results generally support arguments that greater uncertainty and information asymmetries 

are associated with higher underwriting spreads.  

Several studies have documented the relationship between syndicate structure and 

underwriting spreads. In Corwin and Schultz (2005), the lead underwriter would charge 

higher fees when they include more co-managers because underwriting spreads are 

shared with all syndicate members. Therefore, I predict that the relation between the 

number of co-managers and underwriting spreads is positive. Previous studies report 

mixed evidence on the relationship between underwriter rank and underwriting spreads. 

Chemmanur and Fulghieri (1994) and Puri (1999) argue that more reputable underwriters 

charge higher fees to cover the costs  incurred in providing superior certification and 

monitoring services. On the other hand, Livingston and Miller (2000) find a negative 

relationship between underwriter reputation and underwriting spreads. Hence, the 

relationship can be positive or negative. Finally, Drucker and Puri (1989) find that 

commercial banks as underwriters tend to receive lower underwriting fees. Similar 

findings are documented by Narayanan, et al. (2004) who report that commercial banks 

charge lower spreads by co-managing an issue and interpret this result as evidence that 

commercial banks credibly certify an issue with their private information of a firm. Thus, 

I hypothesize that underwriting spreads are lower for issues including commercial bank 

co-managers. 
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Table 10 reports that the average underwriting spread is 5.088 percent during the 

sample period. The spread for NASDAQ offers averages 5.313 percent, while the mean 

spread for NYSE and AMEX offers is 4.514 percent. In Panel B, The split of spreads is 

roughly a 20 percent management fee, a 20 percent underwriting fee, and a 60 percent 

selling concession, which is consistent with Torstila (2001).51 

 

4.8.2. Empirical Results 

Table 11 reports the results of multiple regressions on underwriting spreads. I use 

the OLS regressions as well as the 2SLS and treatment effects regressions, discussed in 

Section 4. The results show that the number of co-managers is positively correlated with 

underwriting spreads, suggesting that a lead underwriter tends to charge higher fees when 

additional co-managers are included in a syndicate (Corwin and Schultz, 2005). 

Underwriting spreads are lower for an issue where more prestigious underwriters co-

manage. This is consistent with a notion that more prestigious underwriters charge lower 

fees because they have bargaining power in persuading syndicate members to accept 

lower fees in order to increase market share (Livingston and Miller, 2000) or they are 

simply more efficient and thus have lower costs. The coefficient on the inclusion of 

commercial bank co-managers is negative and significant in both the OLS and treatment 

effects regressions. The reduction in underwriter spreads supports the proposition that 

commercial banks credibly certify the value of an issue using an information advantage 

over investment banks. 

                                                 
51 The reduced sample size is due to exclusion of SEOs with a management fee and a underwriting fee 
combined . 
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Several control variables included in the regressions are significant in explaining 

underwriting spreads. Firm size, measured by book value of assets, is negatively 

correlated with underwriting spreads because large firms are more likely to diversify 

assets and have more publicly available information. Firms with higher leverage and 

greater stock return volatility and NASDAQ-listed firms tend to pay higher underwriting 

fees, suggesting that underwriting compensation is the increasing function of firm risk. 

Underwriting spreads are also higher for an issue with more than one book manager, 

which is consistent with a conjecture that underwriting spreads increase in the number of 

syndicate members. Finally, underwriting spreads are lower for shelf-registered offers. 

 

4.9. Conclusion 

Between 1997 and 2005, about 88 percent of industrial SEO syndicates include at 

least one co-manager and the average number of co-managers is 2.43. This paper 

complements prior studies on the role of co-managers in security offerings by examining 

the effect of co-managers on the various components of flotation costs of seasoned equity 

offerings (SEOs).  

In this paper, I examine the effect of co-managers on each component (both direct 

and indirect) of SEO issuance costs. Specifically, I ask the following questions; what is 

the impact on expected flotation costs of including additional co-managers in the 

syndicate? Do highly reputable underwriters or commercial banks, when they are 

included as co-managers in the syndicate, have any effect on flotation costs? I examine 

these questions using a sample of 1,775 completed and 164 withdrawn SEOs from 1997 

through 2005. 



143 
 

 

After controlling for endogeneity of syndicate structure, the results show that co-

manager characteristics have significant effects on expected flotation costs, while the 

number of co-managers rarely does. Issues including highly reputable co-managers 

experience greater announcement returns, but experience lower underpricing, probability 

of offering cancellation and offer delays. The presence of commercial banks as co-

managers is also positively correlated with announcement returns, but negatively 

correlated with underpricing and offer delays. However, the results show that the number 

of co-managers does not significantly influence these indirect components of flotation 

cots. As in Corwin and Schultz (2005), underwriting spreads are higher when the 

syndicate includes more co-managers. The spreads, however, are significantly lower 

when highly reputable underwriters or commercial banks are included as co-managers in 

the syndicate. Overall, the findings are consistent with a notion that highly reputable 

underwriters or commercial banks, when they serve as co-managers, tend to enhance the 

quality of certification of issues to the market, reduce information asymmetries, and, as a 

result, lower SEO flotation costs.  
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Table 4.1. 

Descriptive Statistics 

The sample includes 1,775 completed and 164 withdrawn SEOs from 1997 through 2005 as reported in Thomson Financial’s Securities Data Company 
(SDC) database. Variable definitions are provided in Section 3.B. 
 

      1997 1998 1999 2000 2001 2002 2003 2004 2005 Pool 

                        Mean  Median 

Offer Characteristics            

 N  317 187 231 260 148 134 161 187 150   1,775 

 Offer proceeds ($ mil) 75 103 149 216 139 117 121 142 135 133 80

 Relative offersize 0.26 0.24 0.20 0.15 0.18 0.19 0.19 0.22 0.20 0.21 0.17

 Return Volatility (%) 3.61 3.89 5.32 6.64 4.80 3.55 3.38 3.20 3.09 4.29 3.71

 Market value($ mil)   520   1,100   2,109   2,772   2,213   1,090   1,306   2,725   1,344   1,675       477 

 NASDAQ Offers (%) 75.71 68.98 76.19 82.69 68.24 55.22 64.60 60.96 73.33 71.15 1.00

 Shelf (%) 6.62 13.37 16.45 15.38 29.05 38.06 50.31 60.96 64.67 28.73 0.00

Flotation Costs 

 Announcement returns (%) 

  CAR [-1, 1] -2.79 -2.19 -1.89 -1.85 -3.33 -2.12 -1.03 -1.28 -1.92 -2.07 -2.17

  CAR [-2, 2] -3.07 -2.66 -1.33 -0.73 -3.57 -2.20 -0.87 -1.26 -2.03 -1.96 -2.12

 Underpricing (%) 2.51 2.68 3.12 2.16 2.75 3.71 1.50 3.16 3.80 2.69 2.02

 Number of Withdrawn Deals 19 33 15 40 15 10 2 15 15 164

 Delays  (non-Shelf) 39.15 42.63 45.91 56.00 58.27 82.13 92.61 57.68 36.42 52.30 29.00

 Underwriting spread (%) 5.34 5.15 5.08 5.03 5.02 5.02 4.96 4.90 5.08 5.09 5.24

Syndicate Characteristics            

 Lead Reputation 7.85 8.08 8.32 8.23 8.22 8.14 8.03 7.92 7.88 8.07 8.10

 No. of Book managers 1.00 1.02 1.04 1.08 1.18 1.25 1.27 1.33 1.39 1.15 1.00

  Multiple book mgr (%) 0.00 1.60 3.90 8.08 16.89 21.64 22.36 29.41 30.67 12.62 0.00

 No. of Co-managers 2.04 2.36 2.63 2.75 2.28 2.37 2.55 2.59 2.35 2.43 2.00

  Multiple co-mgrs (%) 93.06 91.98 90.48 93.46 83.11 82.09 79.50 83.96 78.67 87.61 1.00

  HQ co-managers (%) 62.78 68.98 70.13 70.38 62.84 58.96 52.80 58.29 53.33 63.04 1.00

  CB co-managers (%) 42.27 54.55 57.14 62.31 56.08 59.70 44.10 49.20 35.33 51.21 1.00

 No. of All underwriters 9.40 8.63 8.65 8.01 6.47 5.06 4.93 4.80 4.17 7.11 5.00
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Table 4.2.  

Determinants of Syndicate Structure and the Validity of Instruments 

In the Poisson regression, the dependent variable is the number of co-managers in SEO underwriting 
syndicates. The dependent variable in logit regressions is a dummy variable that equals one if a syndicate 
includes highly reputable underwriters (logit-1) or commercial banks (logit-2) as co-managers. Variable 
definitions are provided in Section 3.B. z-statistics based on robust standard errors are reported in 
parentheses below coefficient values.  a, b, and c represent statistical significance at the 1%, 5%, and 10% 
level, respectively. 
 

  Poisson  Logit-1  Logit-2   
Dependent variables No. Co-managers HQ Co-managers CB Co-managers 

Ln (assets) -0.003  -0.029  0.053  
 [-0.21]  [-0.37]  [0.87]  
Ln (proceeds) 0.215 a 0.581 c 0.543 a 
 [5.07]  [1.75]  [3.46]  
Volatility 0.025  1.020  5.028 a 
 [0.07]  [0.53]  [2.71]  
Leverage -0.053  0.013  0.181  
 [-0.88]  [0.05]  [0.74]  
Pure Primary  -0.129 a -0.226  -0.276 b 
 [-3.93]  [-1.55]  [-2.12]  
Nadsdaq 0.037  0.093  0.011  
 [0.93]  [0.58]  [0.07]  
Shelf -0.137 a -0.630 a -0.448 a 
 [-3.00]  [-3.92]  [-2.97]  
Hot-market -0.028  0.150  0.057  
 [-0.95]  [1.02]  [0.40]  
SOX 0.114 a 0.046  -0.117  
 [2.75]  [0.30]  [-0.86]  
Underwriter rank 0.095 a 0.427 a 0.187 a 
 [5.60]  [6.40]  [3.30]  
Multi-book managers 0.046  -0.184  -0.102  
 [0.89]  [-0.94]  [-0.58]  
CB lead 0.061 b 0.094  0.251 b 
 [1.87]  [0.75]  [2.13]  
No_market average 0.010 a     
 [3.47]      
Rep_market average   0.046 a   
   [2.69]    

Com_market average     0.041 b 
     [2.47]  
No_recent syndicate 0.009 b     
 [2.20]      
Rep_recent syndicate   0.006 a   
   [3.12]    
Com_recent syndicate     0.044 a 
     [2.87]  
Intercept -3.714 a -12.713 a -12.302 a 
 [-5.99]  [-2.63]  [-5.13]  
Industry dummy Yes  Yes  Yes  
No. Observations 1,582  1,582  1,582  
Wald test 722.38  170.80  149.74  
P value 0.00  0.00  0.00  
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Table 4.3. 

SEO Announcement Returns by Year 

This table presents the annual distribution of SEO announcement returns. Panel A reports cumulative 
abnormal returns (CARs) over the three-day window [-1, +1] or over the five-day window [-2, +2] around 
the announcement of the SEO, where returns are calculated using the market model with the CRSP value-
weighted index. The estimation period for parameters is from 200 days to 40 days prior to the 
announcement date. Panel B reports the annual average of announcement returns by exchange.  

 

Panel A. Cumulative Abnormal Returns by Year 

    CAR[-1,1] CAR[-2,2] 

Year N mean median mean median 

1997 317 -0.0279 -0.0270 -0.0307 -0.0284 

1998 187 -0.0219 -0.0217 -0.0266 -0.0265 

1999 231 -0.0189 -0.0199 -0.0133 -0.0209 

2000 260 -0.0185 -0.0237 -0.0073 -0.0094 

2001 148 -0.0333 -0.0347 -0.0357 -0.0311 

2002 134 -0.0212 -0.0204 -0.0220 -0.0207 

2003 161 -0.0103 -0.0113 -0.0087 -0.0094 

2004 187 -0.0128 -0.0177 -0.0126 -0.0167 

2005 150 -0.0192 -0.0161 -0.0203 -0.0171 

Pool 1,775 -0.0207 -0.0217 -0.0196 -0.0212 

 

Panel B. CAR by exchange 

  NYSE/AMEX offers NASDAQ offers 

Year N CAR[-1,1] CAR[-2,2] N CAR[-1,1] CAR[-2,2] 

1997 77 -0.0209 -0.0182 240 -0.0310 -0.0347 

1998 58 -0.0230 -0.0265 129 -0.0213 -0.0266 

1999 55 -0.0097 -0.0086 176 -0.0218 -0.0148 

2000 45 -0.0021 -0.0040 215 -0.0219 -0.0080 

2001 47 -0.0078 -0.0061 101 -0.0451 -0.0495 

2002 60 -0.0105 -0.0185 74 -0.0299 -0.0249 

2003 57 -0.0108 -0.0176 104 -0.0100 -0.0038 

2004 73 -0.0027 -0.0042 114 -0.0210 -0.0179 

2005 40 -0.0152 -0.0070 110 -0.0206 -0.0252 

Pool 512 -0.0114 -0.0123 1,263 -0.0247 -0.0228 
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Table 4.4. 

Analysis of SEO Announcement Returns 

This table reports the results of multiple regressions that test the effects of syndicate structure on SEO 
announcement returns, defined as the cumulative abnormal returns over the three-day window [-1, +1], 
using the market model with the CRSP value-weighted index. The estimated models are the OLS, 2SLS, 
and treatment effects models, discussed in Section 4.B. The definitions of variables are provided in section 
3.B. t/z-statistics based on robust standard errors are reported in parentheses below coefficient values.  a, b, 
and c represent statistical significance at the 1%, 5%, and 10% level, respectively. 

 

  OLS   2SLS   OLS   Treatment   OLS   Treatment   
       effects    effects  
Dependent variables Announcement returns, CAR [-1,1] 

Ln (assets) -0.002  -0.003  -0.002  -0.003  -0.002  -0.004  
 [-1.07]  [-1.04]  [-1.08]  [-1.12]  [-1.11]  [-1.57]  
Ln (proceeds) 0.001  0.001  0.001  0.000  0.001  -0.003  
 [0.87]  [0.49]  [0.86]  [-0.25]  [0.74]  [-0.97]  
Volatility -0.095  -0.103  -0.096  -0.111  -0.099  -0.188 b 
 [-1.27]  [-1.29]  [-1.28]  [-1.37]  [-1.31]  [-2.05]  
Leverage -0.014 c -0.013  -0.014 c -0.014  -0.014 c -0.016  
 [-1.70]  [-1.43]  [-1.71]  [-1.51]  [-1.85]  [-1.61]  
Pure Primary  0.012 a 0.011 b 0.012 a 0.012 b 0.012 a 0.016 a 
 [2.75]  [2.23]  [2.78]  [2.49]  [2.79]  [2.66]  
Nadsdaq -0.009 c -0.011 b -0.009 c -0.011 b -0.009 b -0.010 c 
 [-1.91]  [-2.03]  [-1.91]  [-2.06]  [-1.92]  [-1.81]  
Shelf 0.015 a 0.017 a 0.015 a 0.021 a 0.015 a 0.023 a 
 [2.97]  [3.15]  [2.97]  [3.48]  [3.04]  [2.93]  
Hotmarket 0.003  0.006  0.003  0.005  0.003  0.005  
 [0.68]  [1.14]  [0.68]  [0.94]  [0.67]  [0.90]  
SOX 0.001  0.000  0.001  0.001  0.001  0.003  
 [0.29]  [0.10]  [0.28]  [0.26]  [0.29]  [0.64]  
Underwriter rank 0.002  0.000  0.002  -0.003  0.002  -0.003  
 [1.29]  [-0.06]  [1.22]  [-1.19]  [1.19]  [-1.06]  
Multi-book 
managers 

0.003  0.001  0.003  0.003  0.003  0.003  

 [0.49]  [0.19]  [0.48]  [0.47]  [0.48]  [0.41]  
CB lead -0.005  -0.004  -0.005  -0.005  -0.005  -0.008  
 [-1.18]  [-1.01]  [-1.18]  [-1.01]  [-1.20]  [-1.62]  
No. of co-managers 0.000  0.003          
 [-0.15]  [0.98]          
HQ co-managers     0.000  0.004 b     
     [0.02]  [2.23]      
CB co-managers         0.002  0.007 c 
         [0.55]  [1.69]  
Intercept -0.021  0.003  -0.019  0.033  -0.016  0.097  
 [-0.58]  [0.06]  [-0.55]  [0.72]  [-0.45]  [1.27]  
Industry dummy Included  Included  Included  Included  Included  Included  
             
No. Observations          1,756           1,582           1,756           1,582           1,756           1,582  
F test 3.19  2.8  3.19    3.21    
Wald test       54.39    42.75  
P value 0.00   0.00   0.00   0.00   0.00   0.00   
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Table 4.5.  

SEO Underpricing by Year 

This table presents the annual distributions of SEO discounting, offer-day returns, and underpricing. 
Discounting is defined as negative one times the return from the pre-offer day’s closing transaction price to 
the offer price. Offer-day returns are defined as the return from the pre-offer day’s closing transaction price 
to the offer day’s closing price. Underpricing is defined as the returns from the offer price to the offer day’s 
closing price. Panel B reports the average by exchange. 
 

 Panel A. SEO discounting, offer-day returns, and underprcing by year 

  Discounting Offer-day returns Underpricing 

  Mean Median St.dev Mean Median St.dev Mean Median St.dev 

1997 0.0358 0.0260 0.0779 -0.0108 -0.0100 0.0513 0.0251 0.0177 0.0718 

1998 0.0328 0.0230 0.0690 -0.0059 -0.0100 0.0573 0.0270 0.0153 0.0660 

1999 0.0350 0.0271 0.1119 -0.0037 -0.0100 0.1152 0.0311 0.0142 0.0588 

2000 0.0195 0.0452 0.2486 0.0021 -0.0200 0.2164 0.0218 0.0197 0.1397 

2001 0.0439 0.0355 0.1074 -0.0164 -0.0100 0.1624 0.0381 0.0241 0.0549 

2002 0.0400 0.0331 0.0779 -0.0029 0.0000 0.0782 0.0367 0.0278 0.0383 

2003 0.0349 0.0344 0.1038 -0.0198 -0.0100 0.2144 0.0304 0.0245 0.0836 

2004 0.0575 0.0341 0.2031 -0.0259 -0.0100 0.2009 0.0318 0.0231 0.0372 

2005 0.0301 0.0279 0.1254 0.0079 -0.0100 0.1196 0.0376 0.0265 0.0465 

Pool 0.0357 0.0302 0.1427 -0.0082 -0.0100 0.1473 0.0298 0.0211 0.0776 

 

Panel B. Annual averages of discounting, offer-day returns, and underprcing by exchange 

  NYSE/AMEX  NASDAQ 

 Discounting Offer-day Underpricing  Discounting Offer-day Underpricing 

    returns      returns   

1997 0.0167 -0.0053 0.0112  0.0420 -0.0125 0.0295 

1998 0.0301 -0.0048 0.0252  0.0340 -0.0064 0.0278 

1999 0.0420 -0.0156 0.0268  0.0328 0.0000 0.0324 

2000 0.0291 -0.0284 0.0012  0.0175 0.0085 0.0262 

2001 0.0443 -0.0426 0.0354  0.0437 -0.0043 0.0394 

2002 0.0379 -0.0062 0.0308  0.0417 -0.0003 0.0416 

2003 0.0424 -0.0554 0.0297  0.0307 -0.0003 0.0308 

2004 0.0347 -0.0126 0.0225  0.0721 -0.0345 0.0378 

2005 0.0258 -0.0075 0.0174  0.0317 0.0135 0.0449 

Pool 0.0332 -0.0187 0.0222  0.0367 -0.0039 0.0329 
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Table 4.6.  

Analysis of Underpricing 

This table reports the results of multiple regressions that test the effects of syndicate structure on SEO 
underpricing, defined as the return from the offer price to the offer day’s closing price. The estimated 
models are the OLS, 2SLS, and treatment effects models, discussed in Section 4.B. The estimated models 
are discussed in Section 4.B. The definitions of variables are provided in the section 3.B. t/z-statistics based 
on robust standard errors are reported in parentheses below coefficient values.  a, b, and c represent 
statistical significance at the 1%, 5%, and 10% level, respectively. 
 

  
OLS   2SLS   OLS   

Treatment 
effects   OLS   

Treatment 
effects   

Dependent variables Underpricing : returns from the offer price to the offer day's closing price 

Ln (assets) -0.002 -0.001 -0.002 -0.001 -0.002 0.001 
 [-1.06] [-0.38] [-1.04] [-0.54] [-1.11] [0.24] 
Ln (proceeds) 0.000 0.000 0.000 0.000 0.000 0.003 
 [0.06] [0.39] [-0.33] [0.35] [-0.35] [1.01] 
Volatility_registration 0.125c 0.138c 0.133b 0.155b 0.130c 0.189b 
 [1.80] [1.90] [1.91] [2.15] [1.85] [2.29] 
Leverage 0.012b 0.012b 0.012c 0.013b 0.013b 0.014b 
 [2.00] [2.03] [2.05] [2.14] [2.16] [2.03] 
Pure Primary 0.003 0.002 0.003 0.002 0.003 -0.001 
 [0.63] [0.42] [0.65] [0.53] [0.73] [-0.17] 
Nadsdaq 0.006 0.005 0.006 0.004 0.006 0.004 
 [1.56] [1.08] [1.52] [1.03] [1.49] [0.96] 
Integers 0.008b 0.010a 0.008b 0.009a 0.008b 0.013b 
 [2.28] [2.66] [2.27] [2.59] [2.25] [2.34] 
Price adaptation -0.028a -0.031a -0.028a -0.031a -0.029a -0.035a 
 [-2.79] [-2.94] [-2.81] [-2.98] [-2.84] [-3.08] 
Shelf 0.006 0.004 0.006 0.003 0.007 -0.001 
 [1.55] [0.94] [1.41] [0.74] [1.60] [-0.08] 
Hot-market -0.010b -0.011b -0.009b -0.010b -0.010b -0.010c 
 [-2.28] [-2.09] [-2.13] [-1.97] [-2.21] [-1.81] 
SOX 0.004 0.004 0.003 0.003 0.003 0.002 
 [1.01] [1.08] [0.87] [0.85] [0.76] [0.50] 
Underwriter rank -0.004a -0.007a -0.003b -0.005a -0.004a -0.004 
 [-2.95] [-3.77] [-2.51] [-3.26] [-3.10] [-1.55] 
Multi-book managers -0.005 -0.004 -0.005 -0.006 -0.005 -0.006 
 [-1.09] [-1.06] [-1.38] [-1.52] [-1.34] [-1.28] 
CB lead 0.009a 0.012a 0.009a 0.012a 0.009a 0.015a 
 [2.73] [3.02] [2.63] [2.98] [2.72] [2.79] 
No. of co-managers -0.002b -0.004         
 [-2.32] [-1.34]         
HQ co-managers     -0.011a -0.021a     
     [-3.59] [-3.13]     
CB co-managers         -0.007c -0.006b 

         [-1.92] [-1.99] 
Intercept 0.081a 0.083b 0.085a 0.083b 0.089a 0.009 
 [2.81] [2.22] [2.82] [2.54] [2.92] [0.09] 
Industry dummy Included Included Included  Included  Included Included 
No. Observations       1,756       1,582       1,756        1,582        1,756       1,582  
F test 3.84 3.5 3.83  3.59  
Wald test    81.56  65.67 
P value 0.00  0.00  0.00  0.00  0.00  0.00  
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Table 4.7. 

Offerings Withdrawals and Delays 

This table presents descriptive statistics of withdrawn SEOs and offering delays. Panel A compares the 
mean and median number of co-managers between completed offers and withdrawn offers. Panel B reports 
annual distribution of the length of the registration period, a proxy of offering delays. Panel C reports the 
mean and median length of the registration period by exchange.  
  

Panel A. The number of co-managers in Completed offers v.s Withdrawn Offers 
  Completed Offers Withdrawn Offers 
  No. of Co-managers  No. of Co-managers 

Year N Mean Median N Mean Median 

1997 317 2.041 2 19 1.736 1 

1998 187 2.364 2 33 2.212 2 

1999 231 2.628 3 15 2.200 2 

2000 260 2.754 3 40 2.500 2.5 

2001 148 2.284 2 15 2.933 3 

2002 134 2.366 2 10 2.300 1.5 

2003 161 2.547 2 2 2.000 2 

2004 187 2.589 2 15 1.933 2 

2005 150 2.353 2 15 2.133 2 

Pool 1,775 2.430 2 164 2.262 2 
 

Panel B. The annual distribution of the length of the registration period 
  N Mean Median St.dev 

1997 296 39.15 29.00 77.16 

1998 162 42.63 29.00 53.55 

1999 193 45.91 33.00 62.60 

2000 220 56.00 28.00 335.83 

2001 105 58.27 32.00 104.44 

2002 83 82.13 31.00 237.91 

2003 80 92.61 33.50 201.27 

2004 73 57.68 41.00 77.24 

2005 53 36.42 23.00 35.34 

Pool 1,265 52.30 29.00 172.11 

 

Panel C. The length of the registration period by exchange 

  NYSE/AMEX offers NASDAQ offers 

Year N Mean Median N Mean Median 

1997 62 37.45 33.00 234 39.60 28.00 

1998 40 63.20 32.50 122 35.89 29.00 

1999 29 83.86 34.00 164 39.20 32.50 

2000 26 39.00 29.00 194 58.27 28.00 

2001 29 66.14 32.00 76 55.26 30.50 

2002 30 149.70 29.50 53 43.89 31.00 

2003 22 133.91 34.00 58 76.95 33.00 

2004 22 50.50 41.50 51 60.78 40.00 

2005 11 53.91 28.00 42 31.83 22.50 

Pool 271 71.42 33.00 994 47.09 29.00 
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Table 4.8. 

Analysis of the Probability of Offering Withdrawals 

This table reports the results of multiple regressions that test the effects of syndicate structure on the 
probability of offering withdrawals. The estimated models are the logit, IV-probit, Bi-probit, and IV-ATE 
models, discussed in Section 6.B. The definitions of variables are provided in the section 3.B. The z-
statistics based on robust standard errors are reported in parentheses below coefficient values.  a, b, and c 
represent statistical significance at the 1%, 5%, and 10% level, respectively. 

 

  Logit   IV-Probit Logit   Bi-Probit  IV-ATE   Logit   Bi-Probit   IV-ATE  
Dependent variables Offering withdrawals=1 if a offer is cancelled 

Ln (assets) 0.052 0.026 0.052 0.033 0.018 0.053 0.028 0.028
[0.59] [0.57] [0.59] [0.09] [0.39] [0.60] [0.60] [0.53]

Ln (proceeds) -0.189a -0.075 -0.182a -0.109b -0.086c -0.190a -0.112 b -0.046a 
[-2.98] [-0.60] [-2.86] [-2.11] [-1.89] [-2.96] [-2.18] [-2.56]

Volatility_registration 42.352a 21.707a 42.434a 19.645a 21.762a 42.501a 22.276 a 21.052a 
[12.42] [11.12] [12.46] [7.66] [11.77] [12.29] [13.88] [7.86]

Leverage 1.112b 0.513b 1.115b 0.428b 0.529b 1.123b 0.530 b 0.521b 
[2.51] [2.12] [2.50] [2.04] [2.24] [2.55] [2.48] [2.27]

Nadsdaq -0.630b -0.364b -0.628b -0.269c -0.359b -0.633b -0.342 b -0.342b 
[-2.07] [-2.43] [-2.07] [-1.83] [-2.43] [-2.09] [-2.33] [-2.27]

CAR_registration -0.781a -0.391a -0.779a -0.360a -0.388a -0.781a -0.371 a -0.379a 
[-3.48] [-3.65] [-3.47] [-4.35] [-3.64] [-3.49] [-4.07] [-3.33]

MR_resigstration -5.266a -2.780a -5.211a -2.443a -2.746a -5.260a -2.447 a -2.786a 
[-2.76] [-3.16] [-2.79] [-3.55] [-3.18] [-2.77] [-3.20] [-3.33]

Hotmarket 0.011 -0.014 0.016 0.042 0.004 0.014 -0.037 0.022
[0.04] [-0.09] [0.05] [0.32] [0.02] [0.05] [-0.25] [0.15]

SOX 0.732b 0.310c 0.712b 0.263c 0.287c 0.715b 0.311 b 0.241c 
[2.17] [1.95] [2.12] [1.91] [1.82] [2.13] [2.02] [1.92]

Underwriter rank 0.015 -0.015 0.039 0.139b 0.015 0.016 0.001 0.013
[0.17] [-0.23] [0.43] [2.16] [0.16] [0.19] [0.02] [0.18]

Multi-book managers -0.312 -0.135 -0.320 -0.185 -0.166 -0.307 -0.182 -0.143
[-0.83] [-0.73] [-0.85] [-1.08] [-0.93] [-0.82] [-0.94] [-0.84]

No. of co-managers -0.040
 

-0.090
             

 
[-0.54]

 
[-0.40]

             
Co-managers >8 -0.323b -1.374a -0.429c 

 
[-1.99] [-2.71] [-1.94]

CB co-managers -0.171 -0.031 -0.711

 
[-0.68] [-0.24] [-1.01]

Intercept -2.190
 

-1.502
 

-2.434
 

-3.575
 

-1.339
 

-2.118
 

-0.549 
 

-2.020
 

 
[-1.07]

 
[-0.74]

 
[-1.18]

 
[-1.28]

 
[-0.96]

 
[-1.02]

 
[-0.44] 

 
[-1.31]

 
Industry dummy 

Included Included Included Included Included Included Included 
Include

d

 
No. Observations 

1,911 1,733 1,911 1,733 1,733 1,911 
        

1,733 1,733 
Wald test 226.51 218.65 227.12 595.83 222.27 230.62 443.36 245.72
P value 0.00  0.00  0.00  0.00  0.00  0.00  0.00   0.00  
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Table 4.9. 

Analysis of Offering Delays 

This table reports the results of multiple regressions that test the effects of syndicate structure on offering delays, defined as the number of days during 
the registration period between the filing date and the offer date. The estimated models are OLS, 2SLS, treatment effects model, and the Cox 
proportional hazard model, discussed in Section 4.B. In the OLS, 2SLS, and treatment effects models, the dependent variable is the log of the number of 
days during the registration period. In the Cox proportional hazard model, the dependent variable is the number of days during the registration period, 
that is, the time to successful SEOs. 510 shelf-registered offerings are excluded in this analysis. The definitions of variables are provided in the section 
3.B. z-statistics based on robust standard errors are reported in parentheses below coefficient values.  a, b, and c represent statistical significance at the 1%, 
5%, and 10% level, respectively. 

  

  OLS   Cox hazard   2SLS   OLS   Cox hazard   Treatment   OLS   Cox hazard   Treatment   

 
model model effect model effect 

Dependent variables Offer Delays = The number of days during the registration period 

Ln (assets) 0.061 a -0.124a 0.082a 0.058a -0.128a 0.096a 0.054a -0.121a 0.105a 
      

[2.85] [-4.55] [3.53] [2.78] [-4.82] [3.53] [2.60] [-4.51] [3.89]
      

Ln (proceeds) -0.020 0.030 -0.012 -0.024 0.040 0.005 -0.029c 0.048c 0.016
      

[-1.23] [1.17] [-0.51] [-1.51] [1.44] [0.19] [-1.77] [1.67] [0.76]
      

Volatility -0.446 0.433 0.098 -0.388 0.294 0.786 -0.487 0.397 0.930
      

[-0.54] [0.35] [0.11] [-0.49] [0.24] [0.85] [-0.60] [0.32] [0.93]
      

Leverage 0.010 0.004 -0.042 0.008 0.025 -0.063 0.029 -0.034 -0.006
      

[0.12] [0.03] [-0.49] [0.10] [0.20] [-0.69] [0.36] [-0.26] [-0.06]
      

Pure Primary 0.087 b -0.232a 0.074 0.095b -0.248a 0.100b 0.096b -0.248a 0.063
      

[2.07] [-4.18] [1.53] [2.31] [-4.36] [2.23] [2.33] [-4.44] [1.31]
      

Nadsdaq -0.097 c 0.106 -0.094 -0.099c 0.098 -0.107c -0.099c 0.106 -0.091
      

[-1.70] [1.33] [-1.52] [-1.75] [1.28] [-1.72] [-1.75] [1.37] [-1.35]
      

Hotmarket -0.234 a 0.445a -0.234a -0.224a 0.416a -0.231a -0.227a 0.421a -0.236a 
      

[-6.47] [7.82] [-5.97] [-6.28] [7.41] [-5.66] [-6.29] [7.43] [-5.03]
      

SOX -0.211 a 0.151 -0.214a -0.233a 0.168c -0.261a -0.227a 0.176c -0.260a 
      

[-3.15] [1.63] [-2.99] [-3.46] [1.77] [-3.43] [-3.39] [1.89] [-3.36]
      

CAR_registration -0.004 -0.001 -0.011 -0.007 0.012 -0.015 -0.005 -0.005 -0.029
      

[-0.13] [-0.03] [-0.38] [-0.26] [0.30] [-0.49] [-0.20] [-0.13] [-0.89]
      

MR_resigstration 3.333 a -2.486a 3.417a 3.361a -2.541a 3.313a 3.376a -2.544a 3.382a 
      

[4.98] [-5.39] [4.99] [4.98] [-5.59] [4.38] [5.06] [-5.62] [4.75]
      

Underwriter rank -0.052 a 0.083a -0.057b -0.045b 0.071a -0.045 -0.057a 0.090a -0.032
      

[-2.88] [4.12] [-2.36] [-2.46] [3.48] [-1.60] [-3.20] [4.48] [-1.36]
      

Multi-book managers -0.116 0.198 -0.150c -0.119 0.210 -0.239b -0.099 0.189 -0.213b 
      

[-1.43] [1.54] [-1.65] [-1.45] [1.54] [-2.21] [-1.21] [1.53] [-2.33]
      

CB lead 0.028 
 

-0.031
 

0.031
 

0.024
 

-0.024
 

0.021
 

0.033
 

-0.050
 

0.076
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[0.68] 

 
[-0.51]

 
[0.72]

 
[0.59]

 
[-0.40]

 
[0.45]

 
[0.81]

 
[-0.82]

 
[1.49]

       
No. of co-managers -0.058 

 
0.097c -0.081

                 
 

[-1.09] 
 

[1.87]
 

[-1.28]
                 

Co-managers >8 -0.184a 0.319a -0.735b 
      

 
[-3.84] [4.90] [-2.43]

      
CB co-managers -0.109a 0.229a -0.861a 

      
 

[-2.78] [3.94] [-4.51]
      

Intercept 3.531 a 
  

3.123a 3.579a 
  

2.166b 3.741a 
  

2.063a 
      

 
[7.36] 

   
[5.19]

 
[7.52]

   
[2.51]

 
[7.97]

   
[3.00]

       
Industry dummy Included Included Included Included Included Included Included Included Included

       
                         
Observations 

        
1,253          1,253 1,100 1,253          1,253          1,100          1,253          1,253          1,100       

Wald test 6.43 189.06 6.34 6.78 186.17 110.54 6.34 186.54 126.16
      

P value 0.00   0.00  0.00  0.00  0.00  0.00  0.00  0.00  0.00  
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Table 4.10.  

Underwriting Spreads by Year 

This table presents annual distribution of underwriting spreads. Panel A reports the spread by exchange. 
Panel B reports the annual mean and median of three components of underwriting spreads; Management 
fee, underwriting fee, and selling concession.  
 

 Panel A. Underwriting spreads by year and by exchange 

  Gross Spread NYSE/Amex NASDAQ 

Year Mean Median Mean Median Mean Median 

1997 5.343 5.390 4.916 5.000 5.475 5.500 

1998 5.151 5.230 4.629 4.740 5.375 5.310 

1999 5.083 5.235 4.436 4.750 5.264 5.250 

2000 5.033 5.010 4.343 4.505 5.171 5.230 

2001 5.015 5.105 4.507 4.990 5.242 5.250 

2002 5.016 5.245 4.612 4.975 5.334 5.440 

2003 4.959 5.255 4.102 4.750 5.430 5.665 

2004 4.901 5.150 4.477 4.750 5.170 5.500 

2005 5.080 5.500 4.392 4.500 5.324 5.515 

Pool 5.088 5.240 4.514 4.825 5.313 5.390 

       

 

Panel B. The split of underwriting spreads 

  Management Fee Underwriting Fee Selling Concession 

Year Mean Median Mean Median Mean Median 

1997 1.086 1.080 1.168 1.160 3.079 3.060 

1998 1.063 1.060 1.101 1.090 3.010 3.010 

1999 1.047 1.050 1.062 1.060 3.029 3.075 

2000 1.054 1.030 1.053 1.030 2.990 3.030 

2001 1.149 1.050 1.047 1.050 3.062 3.140 

2002 1.039 1.050 1.010 1.010 3.051 3.100 

2003 1.054 1.075 1.058 1.050 3.106 3.260 

2004 1.027 1.050 0.997 1.010 3.022 3.030 

2005 1.062 1.100 1.042 1.050 3.164 3.230 

Pool 1.065 1.050 1.074 1.060 3.047 3.080 
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Table 11. 

Analysis of Underwriting Spreads 

This table reports the results of multiple regressions that test the effects of syndicate structure on 
underwriting spreads. . The estimated models are the OLS, 2SLS, and treatment effects models, discussed 
in Section 4.B.  The definitions of variables are provided in the section 3.B. T/z-statistics based on robust 
standard errors are reported in parentheses below coefficient values.  a, b, and c represent statistical 
significance at the 1%, 5%, and 10% level, respectively. 
 

  OLS   2SLS   OLS   Treatment   OLS   Treatment   
       effects    effects  
Dependent variables Underwriting Spreads 

Ln (assets) -0.003 a -0.003 a -0.004 a -0.003 a -0.004 a -0.003 a 
 [-14.18]  [-9.51]  [-15.33]  [-10.82]  [-15.25]  [-10.25]  
Ln (proceeds) -0.002 a 0.000  -0.001 a -0.001 b -0.002 a -0.001 b 
 [-4.99]  [-0.74]  [-4.36]  [-2.16]  [-4.47]  [-2.04]  
Stdev_registration -0.029 a -0.027 b -0.031 a -0.018  -0.031 a -0.016  
 [-3.12]  [-2.23]  [-3.20]  [-1.45]  [-3.19]  [-1.19]  
Leverage 0.003 a 0.002  0.003 a 0.003 c 0.003 a 0.003 b 
 [2.70]  [1.24]  [2.77]  [1.83]  [2.56]  [2.03]  
Pure Primary 0.002 a 0.000  0.001 a 0.001  0.001 a 0.000  
 [3.75]  [0.10]  [2.72]  [1.00]  [2.73]  [0.48]  
Nadsdaq 0.001  0.001 c 0.001  0.001  0.001  0.001  
 [1.60]  [1.80]  [1.54]  [1.33]  [1.57]  [1.22]  
Shelf -0.004 a -0.006 a -0.004 a -0.006 a -0.004 a -0.006 a 
 [-6.85]  [-7.23]  [-7.26]  [-7.58]  [-7.36]  [-7.32]  
Hotmarket -0.001 b -0.001 a -0.001 a -0.001 c -0.001 a -0.001 c 
 [-2.21]  [-2.77]  [-2.87]  [-1.77]  [-2.63]  [-1.90]  
SOX 0.000  0.001  0.000  0.000  0.001  0.000  
 [0.44]  [1.51]  [0.71]  [0.59]  [0.89]  [0.00]  
Underwriter rank -0.001 a 0.000  -0.001 a 0.000  -0.001 a 0.000  
 [-6.16]  [-0.39]  [-5.77]  [1.45]  [-5.39]  [-0.88]  
Multi-book managers 0.003 a 0.004 a 0.003 a 0.002  0.003 a 0.003 a 
 [4.64]  [3.97]  [4.31]  [2.71]  [4.20]  [3.02]  
CB lead 0.000  0.001 b 0.001  0.001 a 0.000  0.001 b 
 [0.81]  [1.80]  [1.25]  [1.39]  [0.98]  [2.16]  
No. of co-managers 0.003 a 0.003 a         
 [8.03]  [4.24]          
No. of co-managers2 -.0003 a           
 [-6.77]            
HQ co-managers     -0.003 a -0.012 a     
     [-4.82]  [-17.00]      
CB co-managers         -0.002 a -0.012 a 
         [-5.66]  [-4.25]  
Intercept 0.158 a 0.119 a 0.153 a 0.126 a 0.153 a 0.125 a 
 [24.81]  [25.56]  [28.36]  [29.20]  [27.95]  [29.85]  
Industry dummy Included  Included  Included  Included  Included  Included  
No. Observations       1,731        1,558        1,731        1,558        1,731        1,558  
F test 64.95  26.94  60.83    60.7    
Wald test       814.28    1073.96  
P value 0.00   0.00   0.00   0.00   0.00   0.00   

 


