Operating performance of target firm and

the change in management team

We analyse the effectiveness of the market for corporate control by analysing the impact of
M&A on target and bidding company performance and on whether a change in target
company management is required for improvement in company performance. Using
separated accounting performance of targets, we find that although acquirers replace a high
portion of the contemporary management team in both profitable and unprofitable targets,
the post-acquisition performance is not determined by top management turnovers. There is,
however, a mean-reversion effect, with post-acquisition performance significantly improving
in the unprofitable targets but deteriorating in profitable targets. We also find that the top
management team (TMT) turnover rate around acquisition announcements is significantly
higher than TMT turnovers of non-acquisition periods, and it is positively related to the pre-

acquisition target firm size.

There are numerous studies (e.g. Jensen & Ruback, 1983) examining the efficiency of the
market for corporate control from the perspective of announcement abnormal returns and
long-run operational performance in mergers and acquisitions (M&As). However, few studies
investigate the impact on target performance from a change of management in M&As. Manne

(1965) and Jensen & Ruback (1983) proposed the “market disciplinary hypothesis” that in an



efficient market for corporate control, acquisitions improve managerial efficiency by
replacing less competent management teams with more competent ones. At the completion
of an acquisition, the acquirer owns the majority ownership in the target and obtains the
rights to retain or replace top-level managers and the board of directors in the target (Fama
and Jensen, 1983a; Fama and Jensen, 1983b). Jensen (1988) conjectured that the
replacement of an inefficient and incompetent target management team benefits
shareholders, society (e.g., employees, customers and residents of surrounding communities),

related business (e.g., suppliers) and the corporate form of organization.

Whether, and to what extent, the disciplinary role of acquisition creates value to target firms
remains an open question. The post-acquisition performance of target firms is not only
affected by the change of ownership but may also be affected by a change of management.
Our study aims to empirically analysing the relation between the target top management
team (TMT) turnover and post-acquisition performance change in target firms. Theoretically,
target TMT can be viewed as a valuable source of private information in the targets or as an
inefficient control agent which should be removed (Jensen and Ruback, 1983; Jemison &

Sitkin, 1986).

While the majority of existing studies on the impact of the target TMT turnover restrict their
analyses to bidders’ post-acquisition performance (Martin & McConnell, 1991; Fich et al.,
2016; Krishnan et al, 1997), or to focus purely on public targets’ announcement returns
(Martin & McConnell, 1991; Kennedy & Limmack 1996; Walsh & Ellwood, 1991; Walsh &
Kosnik, 1993; Franks & Mayer, 1996), our study examine the impact of target TMT turnovers
on the long-run operating performance of both public listed and private targets. The post-

acquisition consolidated performance of bidders combines the performance of targets and



the performance of the bidders’ existing business. As the change of corporate control occurs
only in the target firms which become a subsidiary firm after the acquisition, analysing the
consolidated performance of bidders is a blunt measure of whether market for corporate
control is effective in terms of improving performance of target firms. The announcement
returns of target firms show the market expectation of the future performance change of only
public targets while private firms constitute a substantial part of M&As. Zollo and Singh (2004)
find that two-third of targets are private or subsidiary or divisions of other firms. Lack of
information on non-public targets limits the breadth of acquirer’s search and increase its risk
of not evaluating properly the assets of private targets (Capron & Shen, 2007; Maksimovic et

al., 2013).

Some studies provide bidders’ views of post-acquisition target TMT Turnovers and target
operating performance (Cannella & Hambric, 1993; Zollo & Singh, 2004). Cannella & Hambric
(1993) survey the perception (based on 7-point scales) of target performance from the bidder
and Zollo & Singh (2004) survey the bidders’ perceptions (based on four-point scales) of target
TMT Turnovers. These survey studies do not provide a direct measure of the target
performance or the TMT turnovers in target firms and managers in different firms may have
different views of “good M&A performance” and different classification of the TMT
replacement level in target firms. Our study extends the survey studies by investigating the

detailed TMT composition data and audited accounting performance of target business.

Much less is known about performance change in the target firms, due to lack of separated
accounting performance and stock price information of the target firm post-acquisition
(Cannella & Hambrick, 1993; Franks & Mayer, 1996). After acquisitions, target firms become

a subsidiary or a division of the bidder business. Unlike in the United States (US) where no



federal statutory requirement for unlisted subsidiaries to make their accounts public (FASB,
2013), in the UK, all registered limited companies, including subsidiary, small and inactive
companies, must file company registry information !, annual financial statements,
appointment and termination of officers, and persons with significant control to the Company
House, which are all public records (UK.GOV, 2016). The separated accounting performance
of target firms after acquisitions allows me to ascertain whether target TMT turnovers
improve the operating efficiency of the target firms or harm the valuable human resource
transferred from targets to bidders. We ask two questions in this paper: first, whether the

performances of target firms improve after acquisitions; second, does a change of target top

management team (TMT) impact the performance of target firms post-acquisition?

There are several important findings of our study. We find that on average, the post-
acquisition performance improves significantly in the unprofitable targets but deteriorates in
profitable targets. For targets with non-positive return on assets (ROA) ratios, their ROAs
increases by 0.28 in second-year post-acquisition and by 0.30 in third-year post-acquisition
compared to pre-acquisition ROAs, and the improvements are significant at the 1% level. For
targets with positive pre-acquisition ROAs, their ROAs drop by 0.06 in first-year post-
acquisition and by 0.08 in third-year post-acquisitions, and the drops are significant at the 1%

level.

We also find that acquirers replace a high portion of target TMT in the first-year post
acquisitions. On average, acquirers tend to replace 27.7% of the pre-acquisition target TMT
in unprofitable targets and 23.4% TMT in profitable targets. The 4.3% difference in TMT

turnovers between profitable and unprofitable targets is significant at the 1% level, which

1 e.g. registered office address, company type and status, incorporation dates, annual return
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supports the market disciplinary expectation to replace incompetent TMT in target firms.
However, the target TMT turnover does not appear to affect target post-acquisition
performance changes after controlling for firm-specific and deal-specific characteristics. We
also observe that acquirers tend to replace older directors with longer tenure in the target
firms with younger directors who are new to the target board and that target firms with a

larger board size pre-deal have a higher TMT turnover than targets with a smaller board size.

Empirically, our work mainly extends the literature on acquisitions by examining the impact
of target TMT turnover on operating efficiency of post-acquisition target firms. As stated in
Maksimovic et al. (2011), separating the post-acquisition performance of newly acquired
target’s assets from the performance of acquirer’s existing assets pins down the extent and
direction of post-acquisition restructure. Maksimovic et al. (2011) use the plant-level data of
US manufacturing target firms during 1997-2004 and find overall significant improvement in
operating margin up to three years post-acquisitions. Jang & Reisel (2015) investigate the
separated accounting performance of EU private targets during 2000-2010 and find overall
insignificant improvements of peer-adjusted profitability. Maksimovic et al. (2011) and Jang
& Reisel (2015) do not explain the source of performance change in the target firms. Our
paper complements and extends Maksimovic et al. (2011) and Jang & Reisel (2015) who
investigate the operating efficiency of the targets’ business by analysing the TMT replacement

value-creation source.

Our study is related to previous studies of TMT turnovers in M&As and post-M&A
performance of bidders and targets (e.g. Cannella & Hambrick, 1993). Existing empirical
studies support the market disciplinary hypothesis with the evidence that poorly performing

targets are more likely to experience a high TMT turnover (or the CEO replacement) than well-



performing targets after M&As (e.g. Martin & McConnell, 1991; Jang & Reisel, 2015). However,
they fail to sufficiently support the market disciplinary hypothesis with the evidence that
removing inefficient TMTs creates value. The ownership of a target firm changes after an
acquisition, but the management may stay the same if a bidder views target TMT as a valuable
source of private information and decides to retain target’s management team. The TMT
turnover in the target firm is much more complex than what is explained by the poor pre-

acquisition performance (Krug et al., 2015).

Although existing literature mainly focuses on the impact of target TMT turnovers on
acquirers as the separated performance of target is limited (Fich et al., 2016; Kennedy &
Limmack, 1996; Cannella & Hambrick, 1993; Krishnan et al., 1997; Zollo & Singh, 2004),
acquirer’s consolidated performance are more likely to be related to acquirer’s TMT Turnover
instead of target’s TMT Turnover. Our regression results support this view and show that a
10% TMT turnover in bidders within one-year post-acquisition reduces the bidder’s ROA(-1
year, +1 year) ratio by 1.5%, which is significant at the 1% level; while target TMT Turnover at

the same time do not affect bidder’s ROA(-1, +1).

Furthermore, our paper joins the emerging literature of mergers and acquisitions on private
and subsidiary firms. Existing studies focus primarily on acquisitions with public acquirers and
public targets (Krug, Wright, & Kroll, 2015). Our paper, with a few recent studies of non-public
target firms (Maksimovic et al., 2001, 2011 and 2013; Erel et al., 2015; Jang & Reisel, 2015),

provide investigations of post-acquisition efficiency in target firms.



Section 2. Analytical Framework

2.1 The Efficiency of Acquisition Market

The hypotheses that we examined are motivated by the long-standing question of mergers
and acquisitions (M&A) efficiency. Empirical evidence generally suggests that M&As generate
positive gains to targets and acquirers do not lose (Bruner, 2002; Jensen & Ruback, 1983;
Sudarsanam, 2003). These studies mainly focus on the announcement returns of targets and

the short-run and long-run post-acquisition performance of acquirers.

By contrast, we focus on the long-run post-acquisition accounting performance of targets for
two reasons. First, the post-acquisition performance of acquirers, both stock market returns
and accounting performance, is contaminated with the business of the target and acquirer’s
existing business before the acquisition. Investigating the performance of target helps us to
understand how acquisitions affect the business of target firms after the acquisition and how
value is created. Second, since targets and acquirers are separate legal entities, an acquirer’s
performance should be more related to the acquirer’s board of directors rather than the
target’s directors. The TMT turnovers in the target firm should be more responsible for the

performance of the target instead of the performance of the whole group.

There are a few studies investigate the post-deal performance of target firms in whole-firm
acquisitions and find mixed evidence on performance improvement. Conn (1976) and Jang
and Reisel (2015) suggest that acquisitions do not improve target performance, while other
studies suggest that acquisitions improve target efficiency and profitability (Cannella and

Hambrick, 1993; Very et al.; 1997; Maksimovic et al.,2011).

Cannella and Hambrick (1993) and Very et al. (1997) survey the perception of post-acquisition
performance from managers in targets and acquirers. Cannella and Hambrick (1993) examine
96 public-to-public acquisitions made during 1980-1984 in the US and suggest that acquirers
view the departure of the targets’ executives has a negative impact on target firm. In each
acquisition, Cannella and Hambrick (1993) select 6 executives from the acquirer and 6 security
analysts who specialized in the acquirer’s securities and ask them to rate the profitability of
the target at the deal time and four years later based on 7-point scales, from “very poor” to
“very good”. The target profitability scale increase by 0.61 points (t-statistic=1.57) after the

acquisition (Cannella and Hambrick, 1993).



Very et al. (1997) send surveys to 1004 individuals in 346 large size targets (acquisition
transaction value over $10 million) and generate survey responses from 180 French or British
top managers in 106 targets. Very et al. (1997) ask managers to provide their perceptions of
earnings, sales and market shares of the target based on 5-point scales, from “1” for greatly
deteriorated to “5” for greatly improved. On average, top managers suggest that
performance improves slightly with an average scale of 3.44 (with a standard deviation of
0.67) on the post-acquisition performance. However, these survey evidence do not provide a
clear picture of whether the target performance improves significantly after acquisitions. Also,
the survey responses could be upward biased as firms with poor performance might not like

to disclosure their failures.

Conn (1976), Maksimovic et al. (2011), and Jang and Reisel (2015) find mixed evidence of
performance improvements in target firms or target assets. Conn (1976) examines 28
European Union (EU) conglomerate mergers during 1964-1968 and states that only 7 targets
improve net income/total assets ratio after the transaction. The mean profit rate declines
from 6.7% in the pre-merger period to 4.2% in the post-merger period and the difference is
significant at the 1% level (t=2.694). The mean of industry-adjusted profit rate change is -1.8%,
which cannot be accepted at an uncontroversial level of significance (t=1.782). Thus, Conn
(1976) do not find industry-adjusted improvements in the targets. Similarly, Jang and Reisel
(2015) investigate the profitability (the EBIT/Total Asset ratio and the Cash Flow/Total Assets
ratio) of 5,707 private targets in the EU during 2000-2010, and the peer-adjusted performance

shows insignificant improvements (p-value=0.43) after the acquisition.

On the contrary, Maksimovic et al. (2011), as discussed in Section 1, suggest that acquisitions
improve the industry-adjusted performance of target plants. Maksimovic et al. (2011) show
that that on average the plants kept by the acquirer tend to improve in performance with
significant increases in productivity and operating margins, while the plants sold within three
years after the acquisition tends to have flat performance. The average change in operating
margin for kept plants over the three-year window is 2.1%, while the average change in total
factor productivity (TFP) is 6.3%, and both are significant at the 1% level. Sold plants also have
positive performance changes although these changes are less pronounced than changes for
kept plants. The average improvement in operating margin is 0.7% for sold plants, while the

TFP change is about 2.7%, and both marginally significant at about the 10% level.



The discussion above shows that there is no conclusive evidence of takeover market efficiency.

We examine whether UK acquisitions improve target firm performance.

Hypothesis 1: The UK acquisition market is efficient and improves the profitability of target

firms.

2.2 Sources of value-creation and TMT turnovers

Economic theory has provided many sources of value creation in an M&A. First, efficiency-
related sources often involve “synergies”. Synergies could be created by redeploying the
combined assets toward higher-valued uses (Bradley et al., 1988; Maksimovic and Phillips,
2001; Erel et al., 2015). Erel et al. (2015) show that EU targets hold less cash and save less
cash out of incremental cash flows after acquisitions and the post-acquisition target
investment tends to be less correlated with cash flows, and they increase the quantity of
investments. Potential reductions in production or distribution costs could occur through the
realization of economies of scale, adjustment on capital structure, and adoption of more
efficient production or organizational technology (Mitchell & Stafford, 2004; Bena & Li, 2014;
Campa & Hernando, 2004; Eckbo & Langohr, 1989).

Second, takeovers could increase market power in product markets to generate sales synergy,
perhaps by forming monopolies or oligopolies (Gugler et al., 2003; Maksimovic et al., 2011).
Third, takeovers create value by facilitating change to the new environment such as taking
advantage of opportunities for diversification (Mitchell & Stafford, 2011; Harford, 2005;
Mitchell & Mulherin, 2996). Fourth, Acquirers can take advantage of overvaluation and
exchange their stock for real assets (Fu et al., 2013; Shleifer and Vishny, 2003). Fifth, M&As
can also reduce agency costs by bringing organization-specific assets under common
ownership and improve the corporate governance in the target firms (Cai & Vijh, 2007; Conn
& Connell, 1990; Danbolt & Maciver, 2012; Holmen & Knopf, 2004). Finally, the market
discipline creates value in M&As by eliminating incompetent target management, which is

the main focus of our study.

2.3 TMT turnover Theories

In this paper, we investigate how a change of TMT in target firms affect the post-acquisition

performance of target firms. When an acquirer takes over a target, the control rights to the



target is transferred to the acquirer. While acquirers’ officers retain the top-level control
rights, they normally delegate the rights to manage corporate resources to directors in the
target. The acquirer firm has to decide whether to retain or replace the directors in the target
and recruit the most suitable officers to manage the resources of the target firm. To motivate
our tests, we discuss the testable hypotheses from alternative theories, the market of
corporate control theory and resource-based management theory, which could explain the

impact of the TMT turnovers on acquisition performance.

2.3.1: Efficient market for corporate control: the market discipline hypothesis

The market discipline hypothesis assumes that takeovers provide an efficient market for
corporate control change and interprets the overall gain in M&As as the value added by the
change of ownership control and management competition (Fama and Jensen, 1983a & b;
Jensen and Ruback, 1983). However, empirical studies of the market discipline hypothesis in
M&As provide inconclusive results (Martin and McConnell, 1991; Kennedy and Limmack,
1996; Jang and Reisel, 2015; Walsh and Ellwood, 1991; Walsh and Kosnik, 1993; Franks and
Mayers, 1996).

Empirical studies of acquisitions support the disciplinary hypothesis with the evidence that
high post-acquisition TMT turnovers follow target under-performance before acquisitions
(Martin and McConnell, 1991; Fich et al., 2016; Jang and Reisel, 2015). Martin and McConnell
(1991) examine 253 tender-offers on public targets during 1958-1984 in the US and find that
the pre-deal average industry-adjusted CAR (from 48 months before through 3 months before
the tender offer) is - 21.29% for the 141 targets with post-acquisition CEO change, which is
significantly less than the + 3.28% CAR of 112 targets without CEO change (t = - 3.36).

With a sample of US private targets, Jang and Reisel (2015) observe similar results of pre-
acquisition accounting performance and TMT turnovers. For about 48% of private targets,
more than half of the top executives are replaced within a three-year window which is from
the year before the acquisition to one year after the acquisition (Jang and Reisel, 2015). Jang
and Reisel (2015) extend Martin and McConnell (1991) by investigating the negative
correlation between the TMT turnover and the pre-acquisition performance. Their regression
results show that one percent drops on the EBIT/Total Assets ratio increases the probability

of TMT turnovers by 0.14% and the coefficient is significant at the 5% level.
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However, showing the negative correlation between the TMT turnover and the pre-
acquisition performance may be necessary, but not sufficient to support the market
disciplinary hypothesis which removing inefficient TMTs creates value. The TMT turnovers
may not change the post-acquisition performance of the targets. Martin and McConnell (1991)
investigate the CARs to acquirers and targets for the period from 20 trading days before
through 20 trading days after the tender offer announcement day and find that the targets’
and acquirers’ CARs are not significant at the 10% level in acquisitions with CEO replacement
and retention in the targets. Although Jang and Reisel (2015) find that targets improve
accounting profitability post-acquisition, they do not investigate whether the gains are

attributed to the TMT turnover in target firms.

Furthermore, two studies support the market disciplinary hypothesis with the evidence that
target CEO departure increases targets’ and acquirers’ post-acquisition stock returns
(Kennedy and Limmack, 1996; Fich et al., 2016). Kennedy and Limmack (1996) examine 345
UK domestic public targets in 1980-1989 and show that targets replacing CEOs? generate
13.07% higher CAR during the period from 3 months before to 4 months after the acquisition

announcement than targets retaining CEOs, and the difference is significant at the 10% level.

However, Kennedy and Limmack (1996) acknowledge that cautions are required in drawing
inferences. The slightly more gains in CEO replacing targets are driven by the pre-bid
announcement stock increases. In another estimation of a month after to 4 months after the
acquisition, the difference drops to 3.95% and it is not significant. Kennedy and Limmack
(1996) do not discuss why the two types of targets experience no difference in stock
performance after the acquisition announcement containing CEO retaining or replacing
information. Also, Kennedy and Limmack (1996) find no differences in the annual CAR before
the acquisitions for targets replacing or retaining CEO. When there is no underperformance
in targets observed before acquisitions, it is hard to tell whether the target CEO is inefficient.
Therefore, the replacement of CEOs could be driven by reasons other than the “disciplinary

role of acquisitions”.

2 If no person was specifically named as CEO, then the position of Managing Director was identified and if no
Managing Director was identifiable then the Chairman was used as the next closest substitute.
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More recently, Fich et al. (2016) examine 355 completed US domestic M&As during 1999-
2008 and find that retaining a CEO in a target underperforming the industry median is
associated with about 2.7% lower (significant at the 1% level) acquirer merger announcement
returns. Interestingly, their regression analyses indicate that retaining higher-quality target
CEOs does not affect the acquirers’ announcement returns or long-run operating

performance (Fich et al., 2016).

As we discussed in Section 1, the acquirer’s performance should be more related to acquirer’s
CEO rather than the target’s CEO. Our work extends previous work with evidence of the target
TMT turnover and the post-deal target’s performance separated from acquirer’s performance.
Our study extents the studies of the disciplinary role of acquisitions by examining (1) whether
there is an expected negative correlation between the TMT turnover and the pre-acquisition
performance in the targets, and (2) whether there is a correlation between TMT turnovers

and the post-acquisition performance changes in the targets.

In contrast to the theory of the market for corporate control, some studies suggest that M&As
do not perform a disciplining function (Walsh and Ellwood, 1991; Walsh and Kosnik, 1993;
Franks and Mayers, 1996). Walsh and Ellwood (1991) examine 102 US targets in 1979 and find
that target firms generally outperform their competitors before the acquisition. The TMT
turnovers in the targets are not correlated with targets’ pre-acquisition performance and do
not trigger higher announcement returns in the targets. Walsh and Ellwood (1991) find the
Pearson correlations between the pre-deal target CARs(-2 year, -1 year) and subsequent
target TMT turnovers at each of 5 years after M&As range from -0.07 to +0.28 and are not
significant at the 10% level. Also, Walsh and Ellwood (1991) observe negative correlations
between the announcement-day CAR with cumulative rates of target TMT turnovers within
5-year post-M&As; the coefficients range from -0.34 to -0.21 and are statistically significant
the 10% level. A more sophisticated approach should be provided to extend the Person

correlation analysis in Walsh and Ellwood (1991).

Two papers investigate hostile takeovers, the type of M&A which are claimed to perform a
disciplining function and suggest that the high TMT turnover does not derive from past
managerial failure. Walsh and Kosnik (1993) investigate 59 US firms that were challenged by
one of eight notorious raiders between 1979 and 1983 and suggest that while poor
performance is associated with higher post-acquisition TMT turnover, turnover is generally
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high in targets with both good and bad pre-acquisition performance. Similarly, Franks and
Mayer (1996) investigate 35 successful and 23 unsuccessful hostile takeovers in the UK
between 1985 and 1986 and find that non-merging firms record almost identical performance
to successful hostile bids over the five years prior to a bid, although the 90% TMT turnover
rate in successful bids are significantly higher than the 19% TMT turnover rate in non-merging
firms (significant at the 1% level). In addition, Franks and Mayer (1996) find the bid premiums
for targets with and without CEO or chairman turnovers are the same: 25.23% versus 25.25%,
which suggests the market does not expected premium due to change of the top executive in

the targets.

Walsh and his co-authors suggest that TMT may depart voluntarily, instead of involuntarily
“discipline” turnovers. Therefore, the TMT turnovers may reflect TMT’s psychological
attributes and perceptions of the acquisition other than disciplining function (Krug et al.,
2015). Factors such as cultural differences between acquirers and targets, the loss of
executive power, alternative career opportunities and financial incentives as golden
parachutes are likely to influence voluntary post-acquisition turnover decisions by target
firms’ executives (Walsh and Kosnik, 1993). Martin and McConnell (1991) find that only 3 TMT
departures are “fired, poor performance cited” among 86 TMT departures. They find that 53%

7w

of TMT departures are due to “change in control”, and that “normal retirement”, “accepted
high-level position in acquirer”, “policy differences”, “early retirement”, “took similar position
with another firm”, and “other personal or business interests” are also cited as TMT departure

reasons.

In summary, the literature of market disciplinary role of takeovers is ambiguous in the
correlations between TMT turnovers and pre or post-deal performance. If an acquisition is
driven by the market disciplinary reason, targets with poor pre-acquisition performance
would experience a high TMT replacement and post-acquisition firm value increases. If TMT
turnovers are triggered by reasons other than disciplinary takeovers, the correlations of TMT

turnovers and pre or post-acquisition performance may be weak.
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Hypothesis 2: replacement of target TMT is negatively related to the pre-acquisition

performance in the target.

Hypothesis 3: replacement of target TMT is positively related to the post-acquisition

performance improvement in the target.

2.3.2: Resource-based management theory: managers with inside information
of their firms

The resource-based management theory views TMT as a valuable source of private
information in their firms and predicts that retaining target TMT is value addictive (Jemison
& Sitkin, 1986; Penrose, 1995). Especially in private targets, the information asymmetry
makes it difficult for acquirers to accurately estimate the value of targets (Ragozzino & Reuer,
2009). Several studies support the resource-based management theory with the evidence
that TMT departures lead to lower post-acquisition performance in targets and acquirers

(Cannella & Hambrick, 1993; Krishnan et al., 1997; Zollo & Singh, 2004).

Cannella & Hambrick (1993) [cross reference to Section 2A] argue that the acquisitions disrupt
targets operations and the replacements from outside executives could incur heavy start-up
costs as they are not familiar with their new positions and new networks of contacts.
Retaining targets’ TMT could prevent the loss of firm-specific knowledge and skills and the
continuity of targets’ TMT could preserve strategic continuity and operating stability
(Cannella and Hambrick, 1993). Cannella & Hambrick (1993) find that on average, around 49%
of TMT are replaced within 2 years after the acquisition, and that targets’ pre-acquisition ROE
is significantly positive correlated to TMT departure. The regression results show that a 10%
increase of TMT turnover in the targets decreases the target performance scale by 0.14-0.153.
Cannella & Hambrick (1993) show that acquirers view executive departure as a significantly
negative impact on post-acquisition performance in the targets. The survey scales of target
performance indicate the post-acquisition performance changes, but it is hard to know the

extent of performance change.

3 The performance change in the target are rated by acquirers’ executives and security analysts based on 7-
point scales, from “very poor” to “very good”. The regression coefficients are significant at the 5% level.
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Krishnan et al. (1997) extend Cannella and Hambrick (1993) by providing the post-acquisition
return on assets (ROA) of the consolidated acquiring firms. Krishnan et al. (1997) investigate
147 acquisitions between US public firms during 1986-1988. Krishnan et al. (1997) find that
on average 47% of targets’ TMT depart within 3 years after the acquisitions and that the
Pearson correlation between the TMT turnover and abnormal ROA is -0.22 (significant at the
1% level). The regression coefficient suggests that an acquirer replacing all target TMT within
three years of acquisition generate 2.8% lower (significant at the 5% level) ROA than an
acquirer retaining all target TMT. Furthermore, Krishnan et al. (1997) show that
complementary TMT (defined as differences in functional backgrounds between the acquirers’
and targets’ top managers) reduce target TMT turnovers and has a positive impact on post-
acquisition performance, which supports the RBMV. These evidence indicate that in practice,

acquirers tend to retain targets’ managers who have different knowledge and skills to

acquirers’ managers and that retaining such targets’ managers creates value to the acquirers.

Similarly, using a sample of 228 acquisitions in the US banking industry, Zollo and Singh (2004)
suggest that retaining executives contribute knowledge to the acquirer and minimizes
“organizational disruption”. As private target banks do not disclose the TMT replacement
information to the public, Zollo and Singh (2004) require top executives in the acquirers to
classify the level of target TMT replacement with a four-point scale of ‘0’ (no substantial
change), ‘1’ (some changes), ‘2’ (many changes), and ‘3’ (virtually all the top management
team was changed). They find that the acquirers’ peer-adjusted ROA(-1 year, +3 year)

decreases 0.34 (significant at the 1% level) for one level increase in replacement degree.

These resource-based studies also have limitations. Cannella and Hambrick (1993) do not
provide a direct measure of post-deal target performance and managers may have different
views of “good M&A performance.” Zollo and Singh (2004) use acquirers’ view of the level of
TMT replacement, which might be biased if acquirers have a different classification of the
replacement level. Krishnan et al. (1997) and Zollo and Singh (2004) examine contaminated
acquirer’s performance instead of separated performance of the target. As stated before, we
extend previous target TMT turnover research by investigating the proportions of targets’

TMT turnovers and the separated accounting performance of the target firms.

The resource-based management view suggests that TMT turnovers harm the profitability of
acquisitions and the stability of integration process. Therefore, target firms may suffer the
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operation disturbance and the difficulty to realize expected synergy. However, if the TMT
turnovers are driven by complex reasons such as culture fitness, the age of retire of directors,
TMT departure may have no impact, perhaps even positive impact on post-acquisition

performance (Krug et al., 2015).

Hypothesis 4: replacement of target TMT is negatively related to the post-acquisition

performance improvement in the target.

2.4 Wealth Transfer versus Resource Reallocation

With the separated financial statements of targets and the consolidated financial statements
of acquirers, we investigate whether wealth transfers between targets and acquirers.
Previous studies observe that after acquisitions, acquirers transfer funds and reallocate assets
across targets and their existing business units (Stein, 1997; Scharfstein and Stein, 2000; Erel

et al,, 2015).

Theoretically, the fund transfer between targets and acquirers’ existing business units could
be value-enhancing or value-decreasing. Stein (1997) models the fund transfer in an internal
capital market and suggests that fund transfer within combined firms could create value by
effectively relax financial constraints in specific units. However, Scharfstein and Stein (2000)
also identify that the capital budgeting allocations could be value-decreasing if the rent-
seeking behaviour on the part of division managers subvert the working of an internal capital
market. There is no strong theoretical prediction about the productivity and profitability of

acquirers’ existing business units after acquisitions (Maksimovic et al., 2001).

Empirically, Ozbas and Scharfstein (2010) support Scharfstein and Stein (2000) with the
evidence that agency problems at headquarters and divisions in the conglomerates lead to
the inefficient allocation of capital. On the contrary, Jang and her co-authors suggest that
acquisitions mitigate the financial constraints and decrease the leverage ratios in the targets
(Erel et al., 2015; Jang and Reisel, 2015). Erel et al. (2015) investigate 5187 European
acquisitions during 2001-2008 and find that acquisitions mitigate the financial constraints in
the targets and increase investment in the targets, especially in smaller and independent
private targets. After acquisitions, the cash holding to total assets in the targets on average

declined by approximately 1.5%, the sensitivity of cash to cash flow declines significantly from
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10.4% to close to zero, and the sensitivity of investment to cash flows on average reduce from
6.4% to around 4.5% after the acquisitions (Erel et al., 2015). Erel et al. (2015) suggest that
after the acquisitions, targets become a subsidiary of a larger organization and do not need
to hold more cash for future investments and that targets’ investment depend less on targets’

own financial resources as capital can be provided by the bigger acquirers.

Erel et al. (2015) show that the fund transfer from acquirers to the targets tends to not harm
the financial capacity of acquirers’ existing business. Erel et al. (2015) do not find any evidence
of financial constraints before the acquisition, and the inferences about the change of
acquirers’ financial constraints are difficult to draw. Maksimovic et al. (2001) observe similar
patent of performance change in post-acquisition targets and acquirers’ own business:
positive increases in productivity and profitability for the kept plants (significant at the 1%
level) and no improvements for sold plants. Jang and Reisel (2015) find that on average, the

profitability of acquirers does not change after the acquisitions.

Following these study, we investigate the correlation between changes in capital structure
change and profitability in targets and acquirers. If no value is created in an acquisition, the
improvement of target performance could be a wealth transfer from the acquirer to the
target, or the other way around*. If synergy values are created in an acquisition, the
improvement of target performance would not harm the performance of the acquirers’

existing business.

Hypothesis 5: the post-acquisition performance changes in the targets are driven by the

wealth transfer between acquirers and targets.

Section 3. Data and Methodology

3.1 Data and Sample

We obtain our sample of UK domestic acquisitions announced and completed between 1 Jan
2006 and 31 December 2014 from the SDC Mergers and Acquisitions database. Unlike the US,
there is no federal statutory requirement for unlisted subsidiaries to have their accounts

audited or to make their accounts public (FASB, 2013), in the UK, all registered limited

4|f target performance deteriorate, the wealth could be transferred from the target to the acquirer.
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companies, including subsidiary, small and inactive companies, must file annual financial
statements to the Company House, which are all public records (UK.GOV, 2016). We collect
UK firms’ Company House fillings using FAME. Target companies are public, private, or
subsidiaries which have separated financial statements. Table 1 provides the sample selection

of target companies.

We consider acquisitions in which the acquirer obtains at least 50% of target shares in the
acquisition and the acquirer fully owns the target after the acquisition. These criteria ensure
that the control of the target firm is changed to the acquirer and that there is no minority
interest in the post-acquisition target firm. We exclude reverse takeovers, leveraged buyouts,
and management buyouts, where the acquirer is not the controlling entity of the combined

business after the deal.

We restrict the sample to acquisition transactions where the deal value to be is greater than
or equal to one million pounds to exclude small size acquisitions. If deal values are missing,
we restrict the value of targets’ total assets to be greater than or equal to one million pounds.
We exclude target companies which cannot be found in the FAME database, cannot be
identified as a subsidiary of the acquirer after the acquisitions, do not have financial
statements for years -1 and +1, where year 0 is the acquisition announcement year, and have

a missing value of pre-or-post sales revenues or return on assets (ROA) at the year -1 and +1.

From the FAME database, we collect the information of officers in the target companies,
which includes dates of appointment and resign actions, officer position, and date of birth of
officers. Following Kaplan (1994), we include all directors, managers and other officers as who
are reported to the Companies House. The final sample is 498 target companies with financial

variables and information of target officers.

3.2 Models Design and Variable Measurement
To examine the market disciplinary hypothesis, we first examine whether TMT turnovers are

driven by the replacement of incompetent managers, and second investigate whether the
market disciplinary hypothesis or RBMV explain the impact of TMT turnovers on the
performance of post-acquisition targets and acquirers. Following previous literature, we

control factors expected to affect the TMT turnover and change of performance in the target
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firms. Table 10 describes the measurement of variables and motivates the use of each

variable.

Model 1: TMT Turnover
= ag + ay * Firm Performance;_; + a, * AFirm Per formance ;1)
+ a3 * TMT characteristics;_1 + a4 * Firm Financial Characteristics;_4

+ a5 * Year Dummy + ag * Peer Performance;_

Model 2: AFirm Performance_1,t+p)

= Sy + By * Firm Performance;_, + 3, * Deal Characteristics;

+ B3 * TMT characteristics;y, + B4 * Firm Financial Characteristics;_,
+ Bs * Deal Charactristics + B¢ * APeer Performance _1,;+p)

+ f7 * Year Dummy + 6 * Turnover

Following Hermalin & Weisbach (1988), we measure the TMT turnover as annual percentage
of officers replaced on the management board (Benjamin E Hermalin & Weisbach, 1988). We
measure the profitability of firms using the return on total assets (ROA) ratio, which is profit
and loss before interest divided by total assets (Maksimovic et al., 2011; Hermalin and
Weisbach, 1988; Ravenscraft and Scherer, 1988). Following Powell and Stark (2005), we
compare the performance of targets with peer firms not involved in M&As, matched on the
performance of industry, firm size, pre-acquisition performance and public status at year t-1.

Table 10 Peer Firm discusses the procedure of peer firm selection.

3.3 Summary Statistics

Characteristics and performance of targets and peers:
Table 3 Panel A describes the financial characteristics, pre and post-acquisition performance,

and TMT characteristics of targets, acquirers and peer firms. Targets and peer firms have
similar total assets, leverage, and average TMT age before acquisitions. Targets have
significantly larger TMT size and more officers over 65-year-old than peer firms before
acquisitions. Targets on average experience a TMT turnover (-1, +1) of 24%, which is
significantly higher than the 9% in peer firms and 12% in acquirers. We find that that the
average board age decreases significantly from 51 to 49 and the average board size stays the
same. This evidence suggests that younger directors are brought into the post-acquisition
board to replace older directors. Targets and peers have similar ROA from t-1 to t+3. The

change of profitability in targets, II (-i,+j), and the differences of performance changes
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between targets and peer firms are not different from zero. This results fail to support

Hypothesis 1 that UK acquisitions generally improve the profitability of target firms.

However, the no change of average post-acquisition performance disappears when targets
are split into profitable and unprofitable groups. Target firms are classified as profitable firms
if they generate a positive ROA(-1) and as unprofitable firms if otherwise. Table 3 Panel B
shows that unprofitable targets on average improve profitability after acquisitions, while
profitable targets show decreasing profits. On average, acquisitions improve the unprofitable
targets’ ROA by 10% in year +1 (not different from zero), 28% in year +2 (significant at the 1%
level), 30% in year +3 (significant at the 1% level). On the contrary, for the profitable target
firms, acquisitions on average significantly deteriorate the ROA by 6% in year +1 (significant
at the 1% level), 4% in year +2 (not different from zero), and 8% in year +3 (significant at the
1% level). The performance differences between unprofitable and profitable target groups
range from 16% to 38%, which are all significant at the 1% level. Targets’ peer-adjusted ROAs

provide consistent results.

Table 3 Panel B also provides the TMT characteristics in subgroups of profitable and
unprofitable targets. As predicted in the market disciplinary hypothesis of acquisitions,
unprofitable targets experience significantly higher TMT Turnovers than profitable targets.

Around 28% officers are replaced in unprofitable targets while 23% in profitable targets.

The asymmetry of performance changes and TMT turnovers between profitable and
unprofitable targets seems in line with the view of market discipline hypothesis that the
change of control reduces firm inefficiency and creates synergy values in unprofitable targets.
The TMTs in profitable targets may be efficient and acquisitions may not be expected to
significantly improve the post-deal performance. However, as stated in the Section2C1, to
support the market disciplinary hypothesis, both negative correlation between the TMT
turnover and the pre-acquisition performance and removing inefficient TMTs creating value

need to be observed.

Characteristics and performance of acquirers:
Table 3 Panel A shows that acquirers are on average less leveraged than targets. The average
Leveragel is 60% in acquirers, which is 10% lower than that of targets. In our sample,

acquirers tend to use cash payment to around 90% of both profitable and unprofitable targets,
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which support the view that acquirers are more likely to have a strong financing capacity than

targets.

To compare our study with prior literature which links target TMT turnover and acquirer
performance, we examine the change of performance in acquirers. Table 3 Panel A shows
that acquirers’ performance experience a slight drop between 1% and 1.6% (significant at the
5% level). The RBMV literature views target board members as valuable human resources to
the acquirer and expects acquisitions impact acquirer performance. We further investigate
whether target TMT turnovers affect acquirer performance after control firm and deal specific

factors in Section 5.

Section 4 Regression Analysis

4.1 Market Disciplinary Turnovers

Table 5 provides evidence to partially support the market disciplinary hypothesis. Table 5B
Columns 1 to 4 show that profitable targets on average experience 4% less TMT turnover than
unprofitable targets and that the difference is significantly at the 1% level. Table 5B Columns
5 to 8 show that profitable targets reduce the likelihood of complete turnovers by 43% to 47%.
Although the category of pre-acquisition performance matters to TMT Turnovers, the level of
performance does not affect TMT turnovers. In Table 5 Panel A, the negative but non-
significant coefficients of ROA(-1) indicate that a lower pre-acquisition performance increases
the proportion and probability of TMT Turnovers in targets. These results provide some
support to Hypothesis 2 that pre-acquisition performance negatively affect the TMT
turnovers in targets. Table 7 Panels A and B provide consistent results that ROA(-1) do not

impact TMT Turnovers.

Table 5 Panels A and B Columns 1 to 4 show that targets with large TMT size experience
significant higher TMT Turnovers around acquisitions. However, the probability of Complete
TMT turnovers is reduced in targets with large TMT sizes (Table 5A&B Columns 5 to 8), which
consists to the RBMV expectation. As TMT size indicates the complexity of business, acquirers
are less likely to fully replace targets’ TMTs when targets business are complex. Table 7 Panels

A&B provide consistent results.

The RBMV hypothesis is further supported by the positive coefficient of Relative Industry.

Table 5 Panels A&B Columns 5 to 8 show that acquirers are more likely to completely replace
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target TMT when acquirers are in the same industry as targets’ and are more likely to have
the knowledge of target business. Furthermore, Table 7 Panel B shows that Relative Industry
affects the Complete TMT Turnovers only in profitable targets. For unprofitable targets,

acquirers replace target TMTs regardless targets’ TMT knowledge.

4.2 Target Performance Improvements and Mean-reversion Effect:

Table 6 Panels A and B show that Target TMT Turnovers do not affect the performance change
in targets within two years after acquisitions but significantly increase target ROA
improvement in the third year. The sub-group tests in Table 8 Panel A suggests that TMT
Turnovers in profitable targets improve target performance, which is against the RBMV
expectation. It might be possible that the positive effect of TMT replacement would be
observed in long-run instead of short-run. As our study covers only three-year post-
acquisition performance, the long-run effect of TMT Turnovers are left to future research.
These results fail to support Hypotheses 3 and 4, which means results do not support the
disciplinary officer turnover hypothesis or resource-based management view of TMT

turnovers’ impact on post-acquisition performance change.

Table 6 shows that targets experience strong mean-reversion and Table 8 provides consistent
results in sub-groups of profitable and unprofitable targets. ROA(-1) significantly decrease the
performance improvement in profitable targets and improve performance in unprofitable
targets. The correlations between ROA(-1) and target ROA changes range from -1.1 to -0.8,
which are all significant at the 1% level (Table 6 Panels A and B). After adjusting for peer
performance, the coefficients drop to the range from 0.6 to 0.9, which are still significant at
the 1% level (Table 6 Panel C). These results suggest that the post-acquisition performance
changes experience significant mean-reversion effects. The regression results consist to the
descriptive statistics that profitable targets experience fewer performance improvements
than unprofitable targets. Table 6 also show that Cash Payment positively affect the first-year
post-acquisition performance improvement in targets, which is consistent to the expectation

that cash deals generate higher returns than stock deals.

4.3 Target TMT Turnover versus Acquirer Performance Changes:

To compare our study with previous literature which links the Target TMT Turnovers to
acquirers’ performance improvement, we investigate whether Target TMT Turnover or
Acquirer TMT Turnover drives the post-acquisition performance changes of acquirers. As we
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stated before, targets are subsidiaries of acquirers and the TMT Turnovers in acquirers should
be more important to acquirers than the subsidiaries’ TMT Turnovers. In our sample, targets
are relatively small to acquirers. The median of target’s total assets divided by acquirer’s total
assets is 0.06. Table 9 Panel A shows that the proportion of Target TMT Turnover do not affect
post-deal performance change in acquirers within two years after acquisition and positively
affect performance in year 3. On the contrary, a Complete Turnover in the target on average
significantly reduce acquirers’ change of ROAs by 2% to 4% (significant at the 5% level). These
results show that partial target TMT turnover improves acquirer’s performance but a

complete TMT turnover is harmful to acquirers significantly.

Furthermore, Table 9 Panel B shows that after controlling for targets’” TMT Turnovers,
acquirers’ TMT Turnovers at (0, +1) significantly reduce acquirers’ ROA improvement within
the first two years post-acquisition while targets’ TMT Turnovers do not impact performance
changes in acquirers. A 10% increase in acquirers’ TMT Turnovers reduce the ROA(-1, +1) by
more than 2.4% (significant at the 1% level) and further reduce the ROA(-1, +2) by more than
1.6% (significant at the 1% level).

Section 5 Conclusion

Our results suggest that on average acquisitions significantly improve the performance of
unprofitable targets and significantly deteriorate the performance of profitable targets.
Unprofitable targets are more likely to experience “disciplinary TMT turnovers,” but the TMT
Turnovers do not improve the post-acquisition target performance. Our results do not
provide evidence to support the market hypothesis expectation that disciplinary TMT
turnovers improve the operation and performance of target firms. The reasons of TMT
Turnovers around acquisitions could be complex and disciplinary TMT turnover is not the
main reason of officer turnovers in our UK sample. Other sources of value-creation, such as
the increasing financing capacity provided by acquirers to targets, may explain the value

creation in unprofitable targets.

On average, acquirers experience negative changes of post-acquisition performance, but the
decreasing ROA are not driven by TMT Turnovers in targets. Although TMTs in profitable
targets are valuable resources of inside knowledge, the post-acquisition performance in

acquirers are more affected by acquirers’ TMT turnovers than target TMT turnovers.
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Table 1. Sample Selection of target companies

The sample includes 498 target firms acquired in the US between 2006 and 2014. Financial statements information includes total assets, sales revenue,
and return on assets (ROA). ROA=Profit & Loss Before Interest/Total Assets (FAME, 2016). Sample sizes for alternative measurements of the profitability
in targets are 413 for NI/TA=Profit and Loss after Tax/Total Assets, 411 for EBITDA/TA=EBITDA/Total Assets, and 496 for OP/TA=Operating Profit/Total

Assets.

NO.
Complete UK domestic M&As during 2006-2014 15,332
Less: deals with missing values of transaction size 9,396 5,936
Plus: deals with missing value of transaction size but have value of target’s total assets one-year prior the acquisition (Sm) 1,716 7,652
Less: Acquirers are government owned (20), investor owned (98), joint ventures (38), mutually owned (3), 159 7,493
Less: Targets are government owned (6), joint ventures (79), investor owned or mutually owned (0) 85 7,408
Less: deals with missing values of target percentage shares acquired in the deal 633 6,775
Less: deals with missing values of target percentage shares owned by acquirers post-deal 0 6,775
Less: acquirers obtain less than 50% of target shares in the transaction 557 6,218
Less: acquirers own less than 100% of target shares after the deal 294 5,924
Less: reverse takeovers (61), leveraged and/or management buyout (847) 908 5,016
Less: transaction value less than £1 million 635 4,381
Less: deals with missing value of transaction size and the value of target’s total assets is less than £1million 302 4,079
Less: targets which cannot be found in FAME 792 3287
Less: targets for which cannot identify the parent-subsidiary relation at from year +1 onwards 1,078 2209
Less: deals with no balance sheets or profits & loss statements information in FAME at year -1 and +1 326 1883
Less: targets which have missing values of acquisition sales revenue 1,228 655
Less: targets which have missing values of ROA at the year -1 and +1, 157 498
Less: targets which have missing data of officer information 0 498
Final Sample Size 498
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Table 2 Frequency Distribution

Panel A. Number of Deals describes the number of acquisition transactions in the final sample. The data comprise whole-firm acquisitions listed in the SDC
M&A database for which the announcement date is between 1 January 2006 and 31 December 2014, the deal is complete, acquirers fully own the target
after the acquisition, and targets and acquirers are domestic U.K. firm which has at least one financial report before and after the acquisition.

Panel B. Industry Frequency reports the industry distribution of targets and acquirers. The industry 2-digit SIC is from the SDC M&A database.

Panel A. Number of Deals Panel B. Industry Frequency
M&A Frequency Industry 2-Digit SIC Frequency of Frequency of
announcement Target Acquirer
year Agriculture, Forestry and 01-09 0 0
2006 65 Fishing
2007 68 Mining 10-14 3 1
2008 49 Construction 15-17 6 7
2009 43 Printing 18-19 15 16
2010 57 Manufacturing 20-39 0 0
2011 59 Transportation, 40-49 92 92
2012 82 Communications, Electric,
2013 62 Gas and Sanitary service
2014 13 Wholesale Trade 50-51 35 43
Total 498 Retail Trade 52-59 30 19
Finance, Insurance and 60-67 116 168
Real Estate
Services 70-89 198 151
Public Administration 91-97 3 1
Total 498 498
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Table 3. Target characteristics and acquisition deal-specific characteristics:

Panel A reports the average of selected financial for targets, peer firms and acquirers: firm size, leverage and firm performance before and after
the acquisition and the changes of performance. Panel A also reports the TMT turnovers around acquisitions. All financial variables are winsorized
at the 1% level. The unit of Total Assets is thousand GBP. 11(-i,+) stands for the ROA(+j) subtracting ROA(-i). The t-statistics are from tests of
significance of the average from zero in parentheses. c=significant at 10%, b=significant at 5%, a=significant at 1%.

Target Peer Acquirer
VARIABLES Mean N Mean N Diff. Mean N Diff.
Total Assets 57,418 498 63,825 498 -6,407 1,550,183 410 -1,502,424a
Leveragel 0.682 498 0.700 498 -0.018 0.595 410 0.099a
Leverage2 0.134 498 0.174 498 -0.040 0.194 410 -0.060a
Pre_deal TMT Age 51.000 498 51.240 489 -0.172 52.100 472 -1.130a
Post_deal TMT Age 49.110 497 50.620 490 -1.486a 51.550 483 -2.436a
Pre_deal proportion of over 65 TMT 0.484 498 0.341 498 0.143a 0.567 476 -0.088a
Post_deal proportion of over 65 TMT 0.390 498 0.437 497 -0.046 0.777 485 -0.388a
Pre-deal Board Size 7.480 498 4.958 498 2.556a 7.105 486 0.381c
Post-deal Board Size 7.460 498 4904 498 2.556a 7.449 486 0.051
Post-deal New TMT No. 2.129 498 0.526 498 1.602a 1.255 486 0.885a
ROAt-1 0.089 498 0.095 496 -0.006 0.077 396 0.023c
ROAt+1 0.057 498 0.085 496 -0.026 0.056 472 -0.001
ROAt+2 0.100 414 0.091 407 0.012 0.043 395 0.055a
ROAt+3 0.073 333 0.082 327 -0.004 0.048 317 0.029
f1t-1,+1) -0.033c 498 -0.010 494 -0.020 -0.011 393 -0.031
f1t-1,+2) 0.018 414 -0.003 405 0.022 -0.016b 316 0.022b
f1t-1,43) -0.006 333 -0.007 325 0.011 -0.013b 249 -0.002b
f12-1) 0.011 469 0.013 433  -0.002 0.005 362 0.010
TMT Turnover 0.244 498 0.092 497 0.152a 0.120 485 0.123a
Complete_TMT_Turnover 0.430 498 0.554 202 -0.079 0.376 101 0.376
TMT Turnover_pre 0.239 498 0.092 498 0.147a 0.115 476 0.125a
TMT Turnover_new 0.232 498 0.086 497 0.147a 0.163 485 0.069a
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Panel B reports the target pre-acquisition financial characteristics, pre-and-post acquisition TMT characteristics, deal characteristics, change of
target and acquirer performance, and change of target performance adjusted for peer performance. Target firms are classified as profitable
firms if they generate a positive ROA(-1) and as unprofitable firms if they generate a ROA(-1) smaller than or equal to zero. The peer firm is firstly
matched to 2-digit SIC of target firms and then matched to the closest value of total assets and closest value of ROA in the most recent financial
statements before the acquisition announcement. Private target firms are matched with private peer firms and public target firms are matched
with public peer firms. Both target firms and peer firms are UK or Irish firms in the FAME database. All variables, if not specified, measure the

target firms.

VARIABLES
Total Assets
Leveragel
Leverage2
Relative Industry
Relative Size
Firm Age

Cash Payment
I1(-1,+1)
I1(-1,+2)
I1(-1,+3)
I1(-2,-1)
Adj_II1(-1,+1)
Adj_II1(-1,+2)
Adj_II(-1,+3)
Acq_I1(-1,+1)
Acq_I1(-1,+2)
Acq_II(-1,+3)

Unprofitable Profitable Difference
Target Target
N Mean N Mean Mean
92 37,339 406 61,968 -24,628
92 0.927 406 0.626 0.300a
92 0.240 406 0.110 0.130a
92 0.511 406 0.480 0.031
71 1.207 339 1.291 -0.084c
92 18.731 406 22.424 -3.693
92 0.891 406  0.968 -0.077
92 0.100 406 -0.063a 0.163a
77 0.284a 337 -0.042 0.327a
62 0.304a 271 -0.077a 0.381a
89 -0.118 380 0.041 -0.159a
91 0.032 403 -0.032c 0.063
75 0.163c 330 -0.010 0.173a
58 0.255a 267 -0.042c 0.298a
68 -0.012 325 -0.011 -0.002
62 -0.031 296 -0.015 -0.015
53 -0.032 241 -0.023 -0.009

VARIABLES

TMT Turnover

Pre-deal Board Age
Post-deal Board Age
Pre_deal Tenure
Post_deal Tenure

TMT Turnover
Complete Turnover
TMT Turnover_pre
TMT Turnover_new
Pre-deal Board Size
Post-deal Board Size
Post-deal New TMT No.
Pre-deal proportion of
over 65 TMT

Post-deal proportion of
over 65 TMT

Unprofitable Profitable Difference
Target Target
N Mean N Mean Mean
92 0.277 406 0.234 0.043a
91 51.133 406 50.974 0.158
92 49.827 406 48.949 0.878c
92 5.247 406 6.255 -1.001a
92 3.261 406 3.477 -0.216
92 0.296 406  0.232 0.064
92 0.500 406 0.414 0.086
92 0.257 406  0.235 0.022
92 0.244 406  0.230 0.015
92 7.870 406 7.392 0.478
92 7.576 406 7.433 0.143
92 2.239 406 2.103 0.136
92 0.489 406  0.483 0.006
92 0.467 406  0.372 0.095

t-statistics from test of significance of the average from zero in parentheses.

c=significant at 10%, b=significant at 5%, a=significant at 1%.
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Table 4. Correlations

Table 4 describes the pairwise correlations between target board characteristics, target financial characteristics, and deal-specific
characteristics. The t-statistics are from tests of significance of the average from zero in parentheses. c=significant at 10%, b=significant at 5%,

a=significant at 1%.

Complete TMT ROA(-1) TII(—2,—1) Pre-deal Post-deal Pre-deal Post-deal Post-deal Pre-deal Ln(Total

Turnover  Turnover TMT Age TMT Age Tenure Tenure TMT Size  TMT Size Assets)
TMT Turnover 0.37a 1
ROA(-1) -0.06 -0.04 1
(-2,-1) 0.02 -0.02 0.54a 1
Pre-deal TMT Age 0.03 0.06 -0.1b -0.11b 1
Post-deal TMT Age -0.09b 0.05 -0.11a -0.1b 0.69a 1
Pre-deal Tenure 0.12b 0.06 0.01 -0.14a 0.42a 0.25a 1
Post-deal Tenure -0.07 0.2a -0.02 -0.13b 0.23a 0.27a 0.64a 1
Post-deal Board Size 0.2a 0.63a 0 0.01 0.06 0.06 0 0.19a 1
Pre-deal Board Size -0.23a 0.04 -0.03 -0.02 -0.01 0 -0.24a -0.09¢ 0.34a 1
Ln(Total Assets) 0.04 0.31a -0.11b -0.1b 0.21a 0.19a 0.04 0.14a 0.38a 0.18a 1
Leveragel 0.03 -0.07 -0.33a 0.06 -0.07 -0.08¢ -0.16a -0.14a -0.02 -0.01 -0.06
Leverage2 0.03 0.08 -0.17a -0.05 0 0 -0.09c -0.05 0.1b 0.03 0.22a
I(-1,+1) -0.01 -0.04 -0.49a -0.43a 0.02 -0.01 0.1b 0.05 -0.07 -0.02 0.02
I(=1,+2) -0.08 0.04 -0.6a -0.48 -0.09c¢ -0.02 -0.06 -0.01 0.01 0.08 0
I(=1,+3) -0.02 0.07 -0.63a -0.47a -0.02 0 -0.06 -0.02 0 0.13b 0.14b
Adj_I(-1,+1) 0 -0.06 -0.3a -0.21a 0.03 0 0.08 0.05 -0.06 -0.03 0.02
Adj_II(-1,+2) -0.04 0.03 -0.4a -0.34a -0.08 -0.02 -0.06 -0.02 0.03 0.05 -0.05
Adj_TI(—1,+3) -0.01 0.01 -0.4a -0.37a -0.04 -0.04 -0.08 -0.06 -0.06 0.13b 0.12b
Cash Payment -0.1b -0.12b -0.02 -0.09c 0.1b 0.09c 0.16a 0.07 -0.15a -0.03 -0.01
Relative Size 0.03 -0.1b 0.08 0.08 -0.1c  -0.11cc -0.03 -0.1 -0.03 0.01 -0.34a
Relative Industry 0.08b -0.04 0 0.02 -0.03 -0.02 0 -0.06 -0.03 0.01 -0.09b
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Leveragel Leverage2 II(—1,+1) II(-1,+2) II(-1,+3) Adj_ Adj_ Adj_ Cash Relative
IN(—-1,+1) M(-1,+2) TI(—1,+3) Payment Size
Leverage2 0.36a 1
(-1,+1) 0.15a 0.13a 1
(-1,+2) 0.26a 0.1c 0.57a 1
I(-1,+3) 0.19a 0.1c 0.51a 0.56a 1
Adj_I(-1,+1) 0.16a 0.09¢ 0.81a 0.4a 0.35a 1
Adj_I(—1,+2) 0.18a 0.03 0.41a 0.79a 0.39a 0.49a 1
Adj_I(—1,+3) 0.1c 0.01 0.34a 0.37a 0.82a 0.42a 0.45a 1
Cash Payment -0.07 -0.04 0.14a 0 0.13b 0.12b -0.06 -0.01 1
Relative Size 0.08 -0.03 -0.01 0.08 -0.02 0.04 0.13b 0.02 -0.17a 1
Relative Industry 0 0.06 0.02 -0.07 -0.03 0.03 -0.01 -0.05 0.14a -0.05
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Table 5 Factors affect board turnover

Table 5 presents factors affect TMT turnovers. The dependent variable for models in Columns 1 to 4 is TMT Turnover and OLS estimations are applied. The
dependent variable for models in Columns 5 to 8 is Complete Turnover and logit regressions are applied as Complete Turnover is a dummy variable. All
financial variables are winsorized at 1%.

(1) (2) (3) (4) (5) (6) (7) (8)

TMT TMT TMT TMT Complete Complete Complete Complete
Turnover  Turnover Turnover  Turnover  Turnover Turnover  Turnover  Turnover
ROA_, -0.023 -0.020 -0.436 -0.409
(0.043) (0.043) (0.413) (0.410)
Pre-deal TMT Age -0.001 -0.002 -0.011 -0.012
(0.002) (0.002) (0.020) (0.020)
Pre-deal Tenure 0.004 0.003 0.005 0.004 0.049 0.037 0.055 0.042
(0.004) (0.004) (0.004) (0.003) (0.034) (0.034) (0.035) (0.034)
Pre-deal Board Size -0.001 -0.001 -0.001 -0.001 -0.183a -0.188a -0.186a -0.191a
(0.004) (0.004) (0.004) (0.004) (0.038) (0.040) (0.038) (0.040)
Ln(Total Asset) 0.045a 0.044a 0.045a 0.044a 0.131b 0.123b 0.136b 0.128b
(0.007) (0.006) (0.006) (0.006) (0.063) (0.062) (0.063) (0.062)
Leveragel -0.032 -0.032 -0.053c -0.053c 0.186 0.193 0.140 0.145
(0.028) (0.029) (0.028) (0.028) (0.273) (0.272) (0.269) (0.269)
Relative Industry -0.006 -0.006 -0.007 -0.007 0.402b 0.403b 0.395b 0.396b
(0.020) (0.020) (0.020) (0.020) (0.190) (0.190) (0.191) (0.191)
Pre-deal over 65 TMT % -0.002 -0.003 0.050 0.043
(0.013) (0.013) (0.126) (0.127)
Profitable Target Dummy -0.082a -0.081a -0.464c -0.448c
(0.027) (0.027) (0.257) (0.256)
Constant -0.090 -0.151b 0.003 -0.071 -0.181 -0.591 0.170 -0.278
(0.114) (0.075) (0.115) (0.077) (1.080) (0.717) (1.107) (0.750)
Observations 498 498 498 498 498 498 498 498
r2_aorr2_p (Pseudo R2) 0.0878 0.0870 0.105 0.103 0.0584 0.0582 0.0616 0.0612
F or chi2 7.838 7.765 9.289 9.184 39.77 39.62 41.90 41.67
p 5.17e-09 6.37e-09 8.07e-11 1.09e-10 1.39e-06 1.49e-06 5.43e-07 6.02e-07

Standard errors in parentheses. c=significant at 10%, b=significant at 5%, a=significant at 1%.
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Table 6 Factors affect target performance changes

Table 6 presents factors affect target performance changes post-acquisitions. In Columns 1 to 6, the dependent variable MN(-i,+j) stands for the target ROA
performance change between year +j and —i. In Columns 7 to 9, the dependent variable Adj_N(-i,+j) stands for the peer-adjusted performance change of
target firms between year +j and —i, which is the ROA change in the target subtracting the ROA change in the peer firms.

(1) (2) (3) (4) (5) (6) (7) (8) (9)

VARIABLES I1(-1,+1) I1(-1,+2) I1(-1,+3) I1(-1,+1) I1(-1,+2) I1(-1,+3) Adj IT1(-1,+1) Adj I1(-1,+2) Adj I1(-1,+3)
TMT Turnover -0.043 0.035 0.063 -0.023 -0.023 0.025 -0.070 -0.070 0.053
(0.086) (0.080) (0.093) (0.098) (0.098) (0.094) (0.097) (0.097) (0.096)
ROA_, -0.815a -0.893a -1.062a
(0.067) (0.066) (0.079)
Profitable Target -0.138a -0.138a -0.279a
Dummy (0.048) (0.048) (0.046)
Post-deal Board -0.006 0.001 -0.005 -0.009 -0.009 -0.000 -0.007 -0.007 0.003
Size (0.006) (0.005) (0.006) (0.007) (0.007) (0.006) (0.007) (0.007) (0.006)
Post-deal TMT -0.008b -0.005 -0.007c -0.004 -0.004 -0.003 -0.007c -0.007c -0.002
Age (0.004) (0.003) (0.004) (0.004) (0.004) (0.004) (0.004) (0.004) (0.004)
Post-deal 0.012c 0.005 -0.005 0.015c¢ 0.015c¢ 0.008 0.009 0.009 -0.001
Tenure (0.007) (0.007) (0.008) (0.008) (0.008) (0.008) (0.008) (0.008) (0.008)
Ln(Total Asset) -0.001 -0.013 0.032a 0.014 0.014 -0.000 0.020c 0.020c -0.009
(0.011) (0.010) (0.012) (0.012) (0.012) (0.011) (0.012) (0.012) (0.012)
Leveragel -0.003 0.061 -0.080c 0.135a 0.135a 0.168a 0.114b 0.114b 0.106b
(0.044) (0.042) (0.048) (0.049) (0.049) (0.048) (0.047) (0.047) (0.048)
Relative Industry -0.001 -0.044 -0.026 -0.001 -0.001 -0.049 0.012 0.012 -0.014
(0.031) (0.029) (0.034) (0.035) (0.035) (0.034) (0.035) (0.035) (0.035)
Cash Payment 0.071a 0.004 0.036 0.082a 0.082a 0.021 0.075a 0.075a 0.002
(0.023) (0.021) (0.026) (0.026) (0.026) (0.024) (0.025) (0.025) (0.025)
Adj_ROA_, -1.220a -1.220a -1.079a
(0.099) (0.099) (0.108)
Constant 0.379b 0.392b 0.198 0.014 0.014 0.259 -0.070 -0.070 0.053
(0.190) (0.175) (0.209) (0.220) (0.220) (0.209) (0.097) (0.097) (0.096)
Observations 497 413 332 497 497 413 493 493 404
r2_a 0.265 0.353 0.402 0.0569 0.0569 0.136 0.269 0.269 0.214
F 20.83 25.99 25.69 4.326 4.326 8.209 21.07 21.07 13.22
p 0 0 0 1.96e-05 1.96e-05 0 0 0 0

31



Table 7. Factors affect board turnover in subgroups

Table 7 describes factors affect TMT turnovers in subgroups of profitable and unprofitable targets. The dependent variable is TMT Turnover for OLS models
in Column 1 to 4 and Complete Turnover for Logit models in Column 5 to 8. The adjusted R square (r2_a) and Pseudo R square are for OLS and Logit regressions
respectively. The F statistics and Chi square are for OLS and Logit regressions respectively. All financial variables are winsorized at 1%.

(1) (2) (3) (4) (5) (6) (7) (8)

OoLS OLS OLS OoLS Logit Logit Logit Logit
Profitable Profitable Unprofitable  Unprofitable Profitable Profitable Unprofitable  Unprofitable
ROA_, 0.083 0.084 -0.017 -0.012 -0.651 -0.624 0.215 0.271
(0.074) (0.073) (0.087) (0.087) (0.742) (0.739) (0.751) (0.743)
Pre-deal TMT Age -0.001 -0.004 -0.010 -0.044
(0.002) (0.006) (0.022) (0.052)
Pre-deal Tenure 0.006 0.006¢ 0.004 -0.001 0.064c 0.057 0.028 -0.007
(0.004) (0.004) (0.010) (0.010) (0.038) (0.037) (0.089) (0.084)
Pre-deal Board Size -0.001 -0.000 -0.001 -0.001 -0.166a -0.168a -0.285a -0.283a
(0.004) (0.004) (0.010) (0.010) (0.042) (0.044) (0.095) (0.096)
Ln(Total Asset) 0.042a 0.041a 0.073a 0.066a 0.086 0.082 0.288c¢ 0.225
(0.007) (0.007) (0.018) (0.017) (0.073) (0.072) (0.173) (0.161)
Leveragel -0.017 -0.016 -0.088c -0.086¢ 0.200 0.208 0.115 0.119
(0.038) (0.037) (0.049) (0.049) (0.368) (0.367) (0.441) (0.438)
Relative Industry 0.001 0.002 -0.040 -0.033 0.384c 0.385c¢ 0.271 0.285
(0.021) (0.021) (0.052) (0.053) (0.212) (0.212) (0.467) (0.469)
Pre-deal over 65 -0.012 0.022 0.004 0.067
T™T % (0.014) (0.033) (0.144) (0.291)
Constant -0.124 -0.189%b -0.081 -0.223 -0.073 -0.476 1.469 -0.089
(0.129) (0.086) (0.280) (0.195) (1.268) (0.853) (2.632) (1.798)
Observations 406 406 92 92 406 406 92 92
r2_a (Pseudo R2) 0.0727 0.0723 0.157 0.126 0.0529 0.0525 0.111 0.105
F (Chi2) 5.534 5.507 3.423 2.882 29.11 28.92 14.11 13.42
p 4.31e-06 4.64e-06 0.00288 0.00952 0.000138 0.000150 0.0492 0.0625

Standard errors in parentheses. c=significant at 10%, b=significant at 5%, a=significant at 1%.
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Table 8. Factors affect target performance changes in subgroups

Table 8 describes factors affect target performance changes post-acquisitions in profitable and unprofitable targets. The dependent variable M(-i,+j) stands
for the target ROA performance change between year +j and —i. Columns 1 to 3 are for profitable targets, and columns 4 to 6 are for unprofitable targets.

(1) (2) 3) (4) (5) (6)

VARIABLES I1(-1,+1) I1(-1,+2) I1(-1,+3) I1(-1,+1) I1(-1,+2) I1(-1,+3)
Profitable  Profitable  Profitable Unprofitable Unprofitable Unprofitable
TMT Turnover 0.052 0.007 0.076 0.064 0.169 0.004
(0.085) (0.091) (0.107) (0.291) (0.199) (0.222)
ROA_; -0.771a -0.718a -0.973a -1.035a -1.076a -1.041a
(0.103) (0.129) (0.152) (0.169) (0.105) (0.125)
Post-deal TMT Size -0.008 0.000 -0.007 -0.025 -0.002 0.009
(0.006) (0.006) (0.007) (0.023) (0.015) (0.016)
Post-deal TMT Age -0.004 -0.003 -0.008b -0.021c -0.012 0.004
(0.003) (0.004) (0.004) (0.012) (0.008) (0.009)
Post-deal Tenure 0.009 0.011 -0.001 0.011 -0.037b -0.037c
(0.007) (0.007) (0.009) (0.025) (0.018) (0.020)
Ln(Total Asset) 0.007 -0.008 0.043a -0.000 -0.006 -0.031
(0.011) (0.011) (0.014) (0.038) (0.024) (0.030)
Leveragel -0.041 0.105c¢ -0.054 0.091 -0.024 -0.122c
(0.052) (0.059) (0.070) (0.100) (0.065) (0.072)
Relative Industry 0.030 -0.039 -0.033 -0.109 -0.022 0.078
(0.030) (0.033) (0.039) (0.104) (0.069) (0.076)
Cash Payment 0.052b 0.004 0.049c 0.125c 0.005 -0.045
(0.022) (0.023) (0.029) (0.072) (0.049) (0.057)
Constant 0.180 0.191 0.120 0.926 0.841b 0.310
(0.191) (0.205) (0.249) (0.626) (0.407) (0.443)
Observations 406 337 271 91 76 61
r2_a 0.155 0.0865 0.218 0.404 0.625 0.594
F 9.241 4.536 9.360 7.789 14.87 10.77
p 0 1.21e-05 0 3.56e-08 0 3.82e-09

Standard errors in parentheses, c=significant at 10%, b=significant at 5%, a=significant at 1%.
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Table 9. Target TMT Turnover and Acquirer’s performance changes

Table 9 describes factors affect acquirer’s performance changes. The dependent variable Acq_MN(-i,+j) stands for the acquirer performance

change between year +j and —i.

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12)
Acq Acq Acq Acq Acq Acq Acqg Acq Acq Acqg Acq Acqg
VARIABLES I1(-1,+1) I1(-1,+2) I1(-1,4+3) I1(-1,+1) I1(-1,+2) I1(-1,4+3) I1(-1,+1) I1(-1,+2) I1(-1,+3) I1(-1,+1) I1(-1,+2) I1(-1,+3)
Acquirer TMT -0.156a -0.071 -0.010 -0.163a -0.094c -0.030
Turnover (0.049) (0.050) (0.072) (0.048) (0.049) (0.070)
Target TMT -0.027 -0.064b -0.012 -0.010 -0.057b -0.011
Turnover (0.028) (0.028) (0.039) (0.028) (0.029) (0.039)
Acq_ROA_, -0.578a -0.666a -0.692a -0.590a -0.677a -0.713a -0.587a -0.672a -0.693a -0.603a -0.687a -0.715a
(0.055) (0.056) (0.075) (0.055) (0.056) (0.075) (0.054) (0.056) (0.076) (0.054) (0.056) (0.075)
Acq ROA(-2,-1) -0.243a -0.143a -0.321a -0.239a -0.142a -0.313a -0.216a -0.130b -0.319a -0.209a -0.124b -0.313a
(0.049) (0.052) (0.070) (0.049) (0.053) (0.069) (0.049) (0.053) (0.071) (0.049) (0.053) (0.070)
Acq Post-deal -0.002 -0.002 -0.000 -0.003 -0.003 -0.000 -0.001 -0.002 -0.000 -0.001 -0.002 -0.000
Board Size (0.002) (0.002) (0.003) (0.002) (0.002) (0.003) (0.002) (0.002) (0.003) (0.002) (0.002) (0.003)
Acq Post-deal -0.001 0.001 -0.002 -0.001 0.001 -0.002 -0.001 0.000 -0.002 -0.002 0.000 -0.002
TMT Age (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) (0.002)
Acq Post-deal 0.004 0.003 0.005 0.004 0.003 0.005 0.003 0.002 0.005 0.004 0.002 0.004
Tenures (0.003) (0.003) (0.004) (0.003) (0.003) (0.004) (0.003) (0.003) (0.004) (0.002) (0.002) (0.003)
Acq 0.002 0.002 0.002 0.003 0.002 0.004 0.002 0.002 0.002 0.003 0.002 0.004
Ln(Total Asset) (0.004) (0.004) (0.005) (0.004) (0.004) (0.005) (0.004) (0.004) (0.005) (0.004) (0.004) (0.005)
Acq Leveragel 0.014 0.019 0.016 0.012 0.019 0.010 0.011 0.018 0.017 0.009 0.018 0.010
(0.026) (0.028) (0.038) (0.026) (0.028) (0.038) (0.026) (0.028) (0.039) (0.026) (0.027) (0.038)
Relative Industry -0.019 -0.028b -0.010 -0.018 -0.027b -0.006 -0.014 -0.026¢ -0.010 -0.013 -0.025c¢ -0.006
(0.013) (0.013) (0.018) (0.013) (0.013) (0.018) (0.013) (0.013) (0.018) (0.013) (0.013) (0.018)
Cash Payment 0.008 0.000 0.024c 0.007 0.001 0.023c 0.007 0.000 0.024c 0.005 -0.000 0.022
(0.009) (0.009) (0.013) (0.009) (0.009) (0.013) (0.009) (0.009) (0.013) (0.009) (0.009) (0.013)
Target Complete -0.023c -0.029b -0.038b -0.023c -0.030b -0.038b
TMT Turnover (0.013) (0.013) (0.018) (0.013) (0.013) (0.018)
Constant 0.046 -0.001 0.056 0.056 -0.003 0.070 0.087 0.017 0.058 0.110 0.025 0.073
(0.078) (0.078) (0.110) (0.078) (0.078) (0.109) (0.078) (0.079) (0.112) (0.077) (0.078) (0.110)
Observations 375 342 280 375 342 280 375 342 280 375 342 280
r2_a 0.410 0.435 0.419 0.414 0.434 0.428 0.425 0.436 0.417 0.433 0.439 0.426
F 27.02 27.21 21.11 27.38 27.17 21.88 26.08 25.00 19.12 26.93 25.27 19.85
p 0 0 0 0 0 0 0 0 0 0 0 0
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Table 10. Definition of Variables

Following Maury (2006), we measure the TMT Turnover_post as the number of officers that
leave the board between acquisition announcement date (t) and one year after the
acquisition (t+1) divided by the number of officers on the board at year t+1.

TMT turnover= (the number of directors resigned between t and t+1)/(the number of
directors on the board at t+1)].

The pre-acquisition turnover is measured as the number of target officers departed one year
before the acquisition announcement (Franks & Mayer, 1996; Hermalin & Weisbach, 1988;
Kaplan, 1994). TMT Turnover_pre is the number of directors resigned between t-1 and t
divided the number of directors on the board at t-1 year.

To investigate the TMT appointment in the post-acquisition targets, we define TMT
Turnover_new as the number of new directors appointed between t and t+1 divided by the
number of directors at t+1 year.

Following Morck et al. (1988) and Mikkelson & Partch (1997), we measure the complete
change of target officers between acquisition announcement date and fifth-year after the
acquisition. The dummy variable Complete_Turnover equals 1 if none of the officers in the
fifth-year after the acquisition was also officers at the announcement.

Firm Performance

We apply three alternative profitability measures, which are NI/TA (profit and loss after tax
divided by total assets) following Dickerson et al. (1997) and Gugler et al. (2003), OP/TA
(operating profit divided by total assets) following Maury (2006) and Mikkelson and Partch
(1997), and EBITDA/TA (EBITDA divided by total assets) following Lin and Switzer (2001) and
Ghosh (2001). Following Maksimovic et al. (2011), we measure changes in target operating
performance using three windows, (-1, +1), (-1, +2), and (-1, +3), with year O being the
acquisition announcement year . We use Profit Target Dummy as an alternative measure of
firm performance. The Profit Target Dummy equals 1 if the target generates positive profits
at year t-1, and 0 otherwise.

Our study includes both accrual accounting and cash flow measurements of firm profitability.
Previous research suggests that accrual accounting performance is subject to measurement
problems, manipulative and discretionary choice of accounting rules, and the backward-
looking perspective of accounting figures (Dickerson et al., 1997; Sudarsanam, 2003). The
cash-flow measurements are expected to provide the more reliable performance of firms
(Powell and Stark, 2005 among many others). Following Lin and Switzer (2001) and Ghosh
(2001), we apply the EBITDA/TA as an operating cash flow measure. Appendix 2 the
performance measurements provide more discussion about the choice of operating cash flow
measures.

I1(-i,+j) stands for the target performance change between year +j and —i. Adj_II(-i,+j) stands
for the peer-adjusted performance change of target firms between year +j and —I. Acq_II(-
i,+j) stands for the acquirer performance change between year +j and —i.

TMT characteristic—Board Size, Age of TMT, and Tenure of TMT
We measure the pre-acquisition and post-acquisition board size as the number of officers
registered in the Company House at year t-1 and t+1 respectively. Following Yermack (1996),
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We control the impact of board size on the relationship between TMT Turnover and pre-
acquisition target performance as firms with smaller boards have a stronger relationship
between firm performance and CEO turnover than firms with larger boards.

We define the pre-acquisition TMT Age as the average age of officers at t-1 and the post-
acquisition TMT Age as the average age of officers at t+1. We measure the number of officers
who are over 65 at t-1 and t+1 as an alternative measurement of the Age of TMT. Although
default retirement age (formerly 65) has been phased out (GOV.UK, 2016), empirical studies
adopt the 65 age threshold (Hermalin & Weisbach, 1988; Hermalin & Weisbach, 2003; Maury,
2006; Mikkelson & Partch, 1997; Morck et al., 1988; Peters & Wagner, 2014; Warner et al.,
1988). Previous studies suggest that officers who are over 65 are likely to be forced to retire
due to lack of effort to monitor and advice the firm operation (Parrino, 1997; Peters & Wagner,
2014). When officers with less monitoring attention are replaced, target firms are more likely
to experience performance improvements.

We measure the pre-and-post average tenures of officers at year -1 and +1. We also use three
alternative measurements of tenure which are the average tenure of replaced officer’s tenure,
newly appointed officer’s tenure and retained officer’s tenure. We define the Replaced
Tenure as the average tenure of officers replaced at (t-1, t), the Appoint Tenure as the average
tenure of officers newly appointed at (t, t+1), and the Retained Tenure as the average tenure
of officers retained at (t, t+1). The tenure is expected to negatively affect the TMT Turnover
as it could present the experience and knowledge of target firms. Peters and Wagner (2014)
find that elder CEOs and those with longer tenure are fired less often and they argue that
these CEOs are experienced or more skilled than younger CEOs.

Firm Financial Characteristics—Frim Size and Leverage

We measure Firm Size as the In value of total assets of the target in the most recent financial
reports before the acquisition announcement. Boone et al. (2007) suggest that firm size
indicates the scope and complexity of operations in the target and that it is likely to be
positively related to the proportion of independent outsiders on the board.

Following Aivazian et al. (2005), we use two alternative measures of leverage. One is book
value of current debts and long-term debts divided by book value of total assets, while the
other is long-term debt divided by total assets. Leverage pre measures the pre-acquisition
leverage ratios in the most recent financial reports before the acquisition announcement.
Leverage_post measures the post-acquisition leverage ratios in year t+1. Renneboog (2000)
suggests that high leverages are more likely to related to creditors intervene and monitoring
as the risk of financial distress increases.

Deal Characteristics—Cash payment and relative size of the deal

The dummy of cash payment equals one if more than 50% of the deal is paid in cash. The
payment dummy indicates a role for debt and financial constraints provided by the acquirer
to the target and it is more likely to positively affect the post-acquisition performance
(Maksimovic et al., 2011).

The relative size ratio is the In value of acquirer’s total assets divided by the In value of target’s
total assets in their most recent annual reports before the acquisition announcement (at year
t-1). Maksimovic et al. (2011) find that the relative size is negatively related to improvement in target
operating efficiency. On the contrary, Beitel et al. (2004) find that deals with larger relative size
provide significant higher announcement returns to the target.

36



Peer Firm

Following Powell and Stark (2005), we compare the performance of targets with non-M&A
involved peer firms matched on the performance of industry, firm size, pre-acquisition
performance and public status at year t-1. First, in the FAME database, we select peer firms
from target industries with the same 2-digit US SIC code®. Second, the firm size filter is
between 70% and 130% of target size, measured as target total assets at t-1. Third, the
performance filter is between 90% and 110% of target ROA at year t-1. Fourth, we select peer
firms with the same public status as target firms. There is three classifications of public status
of targets, which are public, private and subsidiary.

If no matched peer firms satisfy these requirements, the size restriction is extended by using
a filter of between 50% and 150%. If no peer firms exist with the (50%, 150%) size filter, we
select peer firms from target industries with the same 1-digit SIC code or remove the industry
filter. From this list of potential matched firms, firms with the closest operating performance
(ROA) of the target at t-1 and the same public status are selected as peers®. If no matched
firms satisfy a ROA filter between (90%, 110%) and the same public status, we extend the ROA
filter to (70%, 130%) and (50%, 150%). If still no matched firms, we remove the public status
filter and matched firm with the closest ROA of the target at t-1.

Year Dummy and industry classifications

We control the general changes in the economy and industry by year dummies and industry
classifications (Hermalin & Weisbach, 2003; Krug et al., 2015; Warner et al., 1988). Firms in
an industry which enjoy positive shock is likely to outperform firms in other industries. For
example, when an industry or the overall economy performs poorly, it is sometimes efficient
for the board to bring on a new CEO to respond to the new industry or market conditions
(Kaplan & Minton, 2006). Maksimovic et al. (2013) suggest that one-the-wave public targets
realize higher productivity gains than off-the-wave targets since investment opportunities
and changes in liquidity allow certain types of firms to obtain capital more easily or cheaper
than other firms. The performance variables, therefore, should be interpreted as
performance relative to the market in a particular year.

5 The 2-digit US SIC codes are provided by SDC database. Although all firms in our sample are UK firms, the SDC
database does not provide the UK SIC codes. FAME includes both US SIC and UK SIC codes. We use the 2-digit
US SIC codes to construct peer firms.

6 We apply three ROA filters, which are between (90%, 110%), (70%, 130%) and (50%, 150%).
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