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Abstract

Although acquisitions are a popular form of investment, the link between firms’ financial
constraints and acquisition policies is not well understood. We develop a model in which
financially constrained bidders approach targets, decide how much to bid and whether to bid
in cash or in stock. In equilibrium, financial constraints do not affect the identity of the winning
bidder, but they lower bidders’ incentives to approach the target. Auctions are initiated by
bidders with low constraints or high synergies. The use of cash is positively related to synergies

and the acquirer’s gains from the deal and negatively to financial constraints. (D44, G32, G34)
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Ample research shows that firms’ financial constraints are a key determinant of their invest-

I Because acquiring other firms or divisions of firms is one of the most common

ment policies.
forms of corporate investment, it is important to understand how financial constraints of potential
acquirers affect the market for corporate control. Evidence, both anecdotal and empirical, suggests
that bidders pay considerable attention to their existing cash reserves and ability to raise cash
when deciding on their acquisition policies.?> The goal of our paper is to understand the theoret-
ical connection between bidders’ financial constraints and their acquisition decisions: maximum
willingness to pay for the target, whether to make the payment in cash or stock, and the decision
to approach the target in the first place. We argue that the effects of financial constraints are not
obvious. For example, one might expect a more financially constrained bidder to be less aggressive
at bidding, conditional on having the same valuation of the target. Similarly, one might expect
that financial constraints of rival bidders encourage a potential acquirer to initiate a bid, because
of the expectation of weaker competition. Among other results, we show that these conjectures are
incorrect and the interplay between financial constraints and acquisition policies is more subtle.
To study this connection, we propose a tractable dynamic model. In our model, there are
three agents: a target and two potential acquirers. Their stand-alone values fluctuate with the
state of the market. Each bidder has a private signal about potential synergies it can realize by
acquiring the target. At any time, each bidder can approach the target by expressing an interest
in acquiring it, thereby initiating the auction. Participation in the auction is costly, implying
that a bidder does not initiate before the state reaches a high enough threshold. Upon being
approached, the target invites the other bidder to participate, opens its books, and both bidders
learn their synergies. The bidders then compete for the target in an ascending-price auction, in
which the winning bidder wins at the price and the losing bidder quits. The winner then decides
on the combination of stock and cash to pay to the target to deliver the promised payment. On
the one hand, paying in cash is costly, because there is a wedge between the value of a dollar
to shareholders of the target and to the bidder, which measures how financially constrained the
bidder is. On the other hand, paying in stock can be costly, because a rational target understands
that the acquirer has a lower incentive to pay in stock when synergies are higher. Thus, paying

in cash becomes a costly signal of the acquirer’s synergies.

'See Fazzari, Hubbard, and Petersen (1988), Lamont (1997), Almeida and Campello (2007), and Whited and
Wu (2006), among others.

2For anecdotal evidence, see article Rappaport and Sirower (1999). For empirical evidence, see Harford (1999)
and Faccio and Masulis (2005).



The equilibrium in this model has the following structure. First, consider the auction stage.
Perhaps surprisingly, financial constraints do not affect a bidder’s maximum willingness to pay for
the target and, hence, how “strong” the bidder is. Regardless of financial constraint, the bidder
continues bidding up to the point at which the price equals the value of the target under the
bidder’s ownership. This result comes from the bidder’s ability to pay in stock. When a bidder
wins the auction at the price equal to its maximum willingness to pay, only the lowest-synergy
type could possibly win at this price. A rational target then perceives that only this type of
bidder will submit an all-stock offer: any lower type would have dropped out of the auction
before, whereas any higher type would have included some cash in the bid to signal its type.
The bidder then submits an all-stock offer when the net payoff from the deal is zero, so financial
constraint does not affect the bidder’s maximum willingness to pay, that is, the aggressiveness of
the bidder. However, the financial constraint does affect the bidder’s expected payoff from the
auction through the payment method it uses. If a bidder wins at a price less than its valuation
of the target, the bidder submits a mixed cash-stock offer, where the cash portion of the bid is
just enough to signal the bidder’s synergy. A higher constraint increases the cost of this signaling,
reducing the payoff of the bidder from the auction. It also reduces the cash portion of the total
payment, because the same cash portion is a stronger signal of the bidder’s valuation when the
bidder is more constrained.

Second, consider the initiation stage. In equilibrium, the bidder initiates the auction when
the state of the market reaches an upper threshold. This equilibrium threshold is affected by
the bidder’s signal about synergy as well as by financial constraints of both the bidder and the
rival bidder. First, it is decreasing in the signal of the bidder: all else equal, a more optimistic
bidder is more likely to be the initiator and, hence, the winner. Second, the equilibrium threshold
is increasing in the bidder’s own financial constraint because it reduces the bidder’s expected
payoff from initiating the auction. Thus, even though a financial constraint does not affect the
bidder’s strength (i.e., maximum willingness to pay) when it is able to pay in stock, it does affect
the bidder’s decision to initiate a bid. Interestingly, the equilibrium initiation threshold is also
increasing in the financial constraint of the rival bidder. This effect is subtle, since the rival bidder’s
maximum willingness is unaffected by how constrained it is. Intuitively, when the rival bidder is
more constrained, it is more reluctant to initiate the auction, given the same information. Hence,
observing that the rival bidder has not approached the target yet, the bidder does not downgrade

its belief about the rival bidder’s signal as much as if it were less constrained. Hence, the bidder



perceives that the rival is a stronger competitor at each date. As a result, it expects to obtain a
lower payoff from the auction, which reduces the incentives to initiate it in the first place.

The model delivers three groups of implications, many of which are consistent with the em-
pirical evidence and some have not been tested yet. The first group of implications concerns the
impact of bidders’ financial constraints on their acquisition activity. As discussed above, financial
constraints do not make bidders weaker, because they have the ability to bid in stock, in contrast
to models of auctions with financially constrained bidders in which bids must be made in cash
(e.g., Che and Gale 1998). Despite this, they reduce each bidder’s incentives to initiate a bid.
Thus, financial constraints do not affect who acquires the target, rather they impact efficiency by
changing when the acquisition occurs. Importantly, both a bidder’s own and the rival bidder’s
constraint reduce a bidder’s incentive to approach the target. Thus, an unexpected tightening
of financial constraints in the economy reduces a bidder’s propensity to acquire targets even if its
own ability to pay in cash is unaffected, in line with Harford (2005), who finds that the occurrence
of mergers is strongly related to aggregate liquidity in the market.

These implications of financial constraints are driven by two assumptions. First, synergies
that a bidder realizes are independent of its financial constraint. Second, a bidder can circumvent
the costs of financial constraints by making a payment in stock. These assumptions are consistent
with models in which financial constraints are driven by transaction costs but may be inconsistent
with models in which financial constraints are driven by agency problems between a bidder’s
management and investors. Thus, our paper suggests that the nature of financial constraints is
important for their relation to merger and acquisitio (M&A) outcomes.

The second group of implications concerns the method of payment used in acquisitions. In
equilibrium, the cash portion of the total payment is determined by the acquirer’s financial con-
straint and by the difference between its valuation of the target and the valuation of the target
by the rival bidder. The former implies that acquisitions rely more on cash when bidders are less
financially constrained. The latter implies that the payoff to the winning bidder and synergies
in a deal are positively related to the cash portion of the payment, consistent with the empirical
evidence on acquisition announcement returns (Travlos 1987; Eckbo, Giammarino, and Heinkel
1990).

Finally, because the model endogenizes both initiation and bidding decisions, it delivers im-
plications about the identities of initiating and winning bidders, which have not been empirically

examined yet. All else equal, the auction is more likely to be initiated by a less constrained bidder



and by a bidder with more positive information about its synergies. In contrast, the identity of
the winner is determined by synergies, but not by financial constraints. As a consequence, the
initiating bidder is more likely to have high maximum willingness to pay and to win the auction
than the noninitiating bidder in the same auction. Our model implies that this effect is stronger
if the initiating bidder is more constrained than the noninitiating bidder. Whether the initiating
bidder wins the auction is also related to the payment method. If bidders have similar constraints,
then the cash portion of the payment is higher when the identities of the initiating and winning
bidders coincide than when they are different. Intuitively, because the initiating bidder is more
likely to have high synergies, events in which the initiating bidder wins the auction are more likely
to correspond to events in which the gap between bidders’ synergies is substantial, implying that
the initiating bidder needs to signal its valuation by including substantial cash in the payment.

Relatively little work studies the effects of bidders’ financial constraints on bidders’ acquisition
activity. Burkart et al. (2014) examine the role of legal investor protection and bidders’ financial
constraints in a tender offer setting of Grossman and Hart (1980). Our paper also examines the role
of bidders’ financial constraints, but it focuses on different aspects of the problem and employs a
very different model. Specifically, we study takeovers in the form of mergers (as opposed to tender
offers) and focus on the role of bidders’ private information and dynamics. Another literature,
started by Che and Gale (1998), studies standard auctions and auction design when bidders face
budget constraints. It does not consider bids in stock or other securities, which is our focus. We
show that stock bids relax financial constraints, but come at a cost of the adverse selection discount.
Li, Taylor, and Wang (2017) estimate a static auction model with both financial constraints and
stock bids. The model has several similarities to our auction stage but has a different information
structure and form of financial constraints.

In addition to these papers, our paper is related to two other strands of the literature. First,
it is related to the literature that studies mergers and acquisitions as stopping time problems (see,
e.g., Lambrecht 2004; Hackbarth and Morellec 2008).% Existing papers assume that acquirers and
targets have the same information, a fact that makes bids in cash and in securities equivalent and
financial constraints irrelevant, because the parties can always transact in securities. Our contri-
bution is to introduce bidders’ private information into their dynamic decision-making process.

Private information is central for the implications of our paper: it makes bids in cash and stock

30ther papers that study mergers and acquisitions as real-options problems include Morellec and Zhdanov
(2005, 2008), Alvarez and Stenbacka (2006), Lambrecht and Myers (2007), Margsiri, Mello, and Ruckes (2008), and
Hackbarth and Miao (2012).



different, leading to the importance of financial constraints for initiation decisions and auction
outcomes.

Second, the paper is related to information-based models of means of payment in mergers
and acquisitions and, more generally, to the literature on auctions in which bids can be made
in securities, recently summarized by Skrzypacz (2013).* Information-based models of means
of payment are provided by Hansen (1987), Fishman (1989), Eckbo, Giammarino, and Heinkel
(1990), Berkovitch and Narayanan (1990), and Rhodes-Kropf and Viswanathan (2004). These
papers consider static models with various information structures and assumptions about the bid-
ding process. In contrast, our model focuses on bidders’ financial constraints and their dynamic
decision-making: each bidder not only decides on bids but also on when to initiate the contest.
Hence, the model delivers implications about the role of financial constraints and the identities
of initiating and winning bidders, relating them to payment method and the timing of the deal.
Finally, our paper is related to two recent papers that study initiation of auctions and bargaining
in models with privately informed players, but with different ingredients and results. Cong (2017)
studies the interplay between post-auction moral hazard and the seller’s strategic timing of auc-
tioning the asset in a security-bid auction framework. Chen and Wang (2015) study initiation of

mergers in a bargaining problem with two-sided private information.

1 Model Setup

Consider a setting in which the risk-neutral target attracts two potential risk-neutral acquirers,
or bidders. The roles of the target and the bidders are exogenous. As a stand-alone entity, the
target yields a cash flow of II7X; per unit time, and each bidder yields a cash flow of IIp X} per

unit time. Common state X; evolves as a geometric Brownian motion:
dX; = ,UJXtdt + 0 Xd By, (1)

where p and o > 0 are constant growth rate and volatility, dB; is the increment of a standard
Brownian motion, and Xy is low enough. The discount rate r is constant. To guarantee finite

values, we assume 7 > L.

Security-bid auctions are studied by Hansen (1985), Rhodes-Kropf and Viswanathan (2000), DeMarzo, Kremer,
and Skrzypacz (2005), Gorbenko and Malenko (2011), Liu (2016), Sogo, Bernhardt, and Liu (2016), and Cong
(2017). Vladimirov (2015) examines the link between making bids in securities and the financing of cash bids via
issuing securities to investors.



If bidder ¢ acquires the target at time 7, the combined firm produces a cash flow of (Il + g + v;) X;
per unit time at any time ¢t > 7. Here, v; € {v;,vp}, vy > vy > 0 is the synergy that captures an
improvement from combining operations of the target and bidder i.> At the start of the game,
bidder i privately learns signal s; about its synergy v;, where Pr[v; = vp|s;] = s;. Each bidder’s
signal is a draw from a distribution with p.d.f. f(s) > 0 on [s, 5], where 0 < s < 5§ < 1. The
signals and synergies the two bidders are independent. Both are soft signals of each bidder that
cannot be credibly conveyed other than via the initiation and bidding decisions described below.

The model consists of two stages: the initiation stage and the auction stage, illustrated in

Figure 1. We describe each stage below.

1. Stage 1: Initiation. Prior to the auction, each bidder ¢ knows s;, but not v;. In practice,
acquisitions by strategic buyers are usually initiated by a bidder (Fidrmuc et al. 2012). To
reflect this practice, we assume that each bidder has a real option to approach the target
at any time. When the bidder exercises this option, the target invites the other bidder to
participate in the auction and opens its books. Participating in the auction costs I > 0 to
each bidder, which is a one-time nonmonetary cost prior to the start of the auction. Cost
I > 0is small enough so that both bidders choose to participate in the auction in equilibrium
(the parameter restrictions are provided in Section 3). After the auction is initiated, each

bidder learns its synergy v;.

2. Stage 2: Auction. At the auction stage, the bidders compete in an ascending-bid (English)
auction, in which offers can be made in a combination of cash and stock. We formalize the
auction in the following way. The auctioneer (the target) continuously raises price p from
zero. As p rises, each bidder confirms its participation until deciding to quit. Once one
bidder withdraws, the remaining bidder is declared the winner. The winning bidder chooses
a combination of b > 0 in cash and a fraction a > 0 of the stock of the combined company,
subject to the “no default” condition that the value of the bundle, evaluated according to the
beliefs of the target, is at least p, the price at which the rival bidder quit. This formalization
extends “clock” models of an English auction in all-cash bids (Milgrom and Weber 1982)

and all-stock bids (Hansen 1985) for bids in combinations of cash and stock.b

SFor example, a bidder and the target can reduce the cost of making a product by a certain percentage. As the
size of the market grows, the value of this synergy also grows one-to-one with the size of the market.

%This bidding protocol is robust to allowing the method of payment to be part of the auction process in the
following sense. Consider a modified bidding protocol, in which at each price p, a bidder confirms participation or
drops out. A bidder who confirms participation also picks any combination of cash and stock, the value of which



Finally, each bidder is financially constrained. Specifically, the cost to bidder i of a payment
of b in cash is \;b, where \; > 1.7 This is a lump-sum cost borne by the bidder at the time of the
deal. Difference \; — 1 reflects the wedge between the value of a dollar in cash to the shareholders
of the target and the cost to the acquirer.® It is related to the concept of external finance premium
in financial accelerator models in macroeconomics (Bernanke and Gertler 1989). The values of A;
and A9 are common knowledge.

It remains to define the equilibrium concept. At the auction stage, when a bidder chooses a
combination of stock and cash to offer to the target, we have a signaling game where the target
guesses the synergy of the bidder from the offer (b, ) it makes. We assume that the belief of
the seller following off-equilibrium offers satisfies the Cho and Kreps (1987) Intuitive Criterion
(CKIC), which is defined as follows.

Assumption 1 (CKIC). Suppose that bidder ¢ wins the auction at price p and makes an off-
equilibrium offer (b, &) to the target. If type v; is worse off acquiring the target for (b, ) than
playing its equilibrium strategy, while type v, is better off acquiring the target for (b, a) than
playing its equilibrium strategy, then the target believes that bidder ¢’s synergy is vy,.

Assumption 1 is a standard restriction in signaling games. Intuitively, it is unreasonable for a
low-synergy bidder to submit an offer, which makes it worse off even if the offer is accepted. As
we show in the next section, the auction has a unique equilibrium satisfying Assumption 1.

At the initiation stage, we look for separating equilibria in continuous and monotone threshold
strategies. These are equilibria where bidder ¢ with signal s follows a strategy of initiating the
auction at threshold X; (s), provided that the rival bidder has not initiated the contest before,
where X; (s) is continuous and monotone. In what follows, we refer to them simply as equilibria. As
we show below, X (s) is strictly decreasing in s, implying that all else equal the bidder approaches

the target earlier if it is more optimistic about potential synergies.

the target estimates to be p if the bidder acquires the target for this combination. After the rival bidder drops out,
the remaining bidder picks the final combination of cash and stock. An equilibrium in our bidding game is also an
equilibrium in this modified bidding game, because only the final combination of cash and stock is relevant for the
payment that the winner makes.

"We also generalized the base model to convex costs of paying in cash: specifically, if the cost to bidder ¢ of a

;’(—‘t b, where I; (-) satisfies I; (-) > 1 and I (-) > 0. With two types of synergies, this
model essentially leads to the same equilibrium as our formulation.

8The following toy model can capture this cost. Suppose the firm has no internal storage technology, so that it
pays out all cash flows as dividends. To pay b in cash, the firm must raise it from existing owners. However, for

each dollar, A\; — 1 dollars is “wasted” in transaction costs. Hence, it costs owners A;b to pay b in cash.

payment of b in cash is I; (



2 Equilibrium at the Auction Stage

Consider the auction that occurs at time . We present a heuristic derivation of the equilibrium

in this section and formalize it in the proof of Proposition 1 in the appendix. It is useful to

Ir4+IIg+v
%Xt, and

the post-auction value of the losing bidder, V, = TH_—iXt, where we supersede the time subscript

introduce the post-auction value of the combined firm with synergy v, V(v) =

for brevity.

Suppose that bidder i’s equilibrium strategy is to bid up to price p}(v) for v € {v;,v}. If
bidder ¢ wins the auction when the rival drops out at price p, which is very close to p}(vp), the
target infers that bidder ¢ has high synergies, as otherwise it would have dropped out earlier.
Because paying in cash is costly and the target believes that the synergies are high, it is optimal
for bidder 7 to make an all-stock offer in this case. Because the bidder does not make a cash
payment and its valuation of the stock coincides with the target’s valuation of stock, the cost of
the payment to bidder ¢ is p. It follows that a high-synergy bidder finds it weakly dominant to
bid up to its valuation of the target:

* * I 4+ v
p; (vn) = p*(vn) = V(vp) = Vo = HXt- (2)

Similarly, consider the case, in which bidder ¢ wins the auction when the rival drops out at
price p < pf(v;). In this case, the target is uncertain about the synergy of bidder i. It can signal
its synergy via the mixed cash-stock offer. Because raising cash is costly and the bidder values
stock of the combined company more if it has high synergies, the high-synergy bidder can separate
from the low-synergy bidder by including a sufficient amount of cash in its offer. Because the most
pessimistic belief that the target can have is v;, it is optimal for the low-synergy bidder to make
an all-stock offer. It follows that a low-synergy bidder also finds it weakly optimal to bid up to

its valuation of the target:

I+
S

pi(v) =p*(v) = V(u) = Vo X

It remains to solve for the amount of cash that the high-synergy bidder i offers if winning

against the low-synergy rival, that is, at price p*(v;). The combination of cash and stock (b}, a;)



must satisfy:

(1 — Od:) V(Q}l) — )\zb;k

IN

Vo,

a; V(o) + b7 = p*(u)

The first condition ensures that bidder ¢ with low synergies does not want to deviate from its
all-stock bid and payoff of V, to mimic bidder ¢ with high synergies. Note that this condition
depends on bidder ¢’s own financial constraint and not on the financial constraint of the rival.
Because the seller knows the identity of each bidder, the high-synergy type of bidder ¢ needs to
separate from the low-synergy version of itself, not from the rival bidder. The second condition
is the requirement that the value of the offer to the target is no lower than price p*(v;), at which
the bidder wins the auction. The optimal offer for the high-synergy bidder that satisfies the
above conditions is such that both inequalities bind. That is, it uses just enough cash so that the
low-synergy bidder does not mimic it, and the value of the mixed offer is exactly p*(v;).

The above argument does not imply that the equilibrium is unique. In standard signaling
models with two types, the Intuitive Criterion (Assumption 1) selects the least-cost separating
equilibrium as the unique one. In the proof of Proposition 1, we show that this is also the case in

our model.

Proposition 1 (equilibrium bidding). There exists a unique equilibrium at the auction
stage, in which bidding is in weakly dominant strategies and the beliefs satisfy CKIC (Assumption
1). A bidder with synergy v € {v;, v} drops out at price

_HT—i-’l)

P = V() - Vo=

X;. (3)

If bidders’ synergies are equal at v € {v;, vy}, both bidders drop out at price p* (v), the winner is

determined at random, and it makes an all-stock payment of fraction %((;’)) of the stock of the com-

bined company. If bidders’ synergies differ, the high-synergy bidder wins at price p* (v;) and makes

a payment of (1 —~;)p* (v;) in cash and fraction ’yif;(g}”}l; of the stock of the combined company,

. 1 1
where 7; = (1 + /\il_l (1 - V"‘J,rg’%(;”))) = (1 + ﬁ%) represents the proportion of

stock in the total offer value.

The economics of Proposition 1 are as follows. In the presence of financial constraints, the

10



acquirer’s internal valuation of cash exceeds that of the shareholders of the target. Hence, it pays
in cash only if its all-stock offer is undervalued by the target. This happens if the acquirer’s
valuation of the target exceeds the payment made to the target, determined by the rival bidder’s
dropout price. In contrast, if the acquirer already commits to pay a high takeover premium, which
is the case when the rival’s bidder synergy is high, there is no benefit in paying in cash, because
the high takeover premium by itself signals the high synergy of the acquirer. Proposition 1 implies
that the synergies of both bidders are revealed in the course of the auction: The price at which
the losing bidder drops out reveals its synergy, while the method of payment reveals the synergy

of the winning bidder.

2.1 Expected payoffs from the auction

Given the equilibrium in the auction derived in Proposition 1, we can calculate the expected
surplus from the auction for each bidder, defined as its post-auction value less the stand-alone
value of V,,. If a bidder loses the auction or wins against the rival with the same synergy, its
surplus from the auction is zero. If the two bidders differ in synergies, the high-synergy bidder
wins and obtains the surplus equal to its maximum willingness to pay, V (vp) — Vj, less the cost

of a bid, which is the sum of the value of the bid to the target, p* (v;), and the cost of signaling,

(N — 1) (1 — ;) p* (v;). Simplifying, this is equal to 1, (vp,v;) T)Etp,’ where
¥i (vh,v) = on — o — (A — 1) (1 =) (IIp + 1) - (4)

To get bidder i’s expected surplus from the auction, we need to multiply the conditional surplus

W, (vp,vp) T)ftﬂ by the probability that its synergy is high and the rival’s synergy is low. The
post-auction payoff of this bidder is then the sum of this surplus and its stand-alone value V.
Using this logic, consider the expected surplus of the initiating bidder, denoted bidder 1, given
its initiation of the auction at time t. Because the payoff from the auction is increasing in the
bidder’s signal s, the equilibrium initiation threshold of each bidder is decreasing in signal s.?
Because a bidder with a higher signal approaches the seller at an earlier threshold, at time ¢

bidder 1 believes that the signal of the rival bidder ss is below some cutoff, denoted §, to be

determined in equilibrium. In addition, bidder 1 knows its signal s;. Therefore, the expected

9See Lemma 1 in the appendix. This result follows from an application of Topkis’s theorem (Topkis 1978).
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surplus of the initiating bidder from the auction is

51 (1= Blsalso < 8y (op,0) =5 (5)

Prior to the auction, the expected payoff of the initiating bidder is the sum of its expected surplus

from the auction (5) and its stand-alone value V, = Hj; X, less the cost of participating in the

p
auction I.

Similarly, consider the expected surplus of the noninitiating bidder, denoted bidder 2, from
the auction initiated by bidder 1 at threshold X;. If bidder 2 observes initiation at X, it believes
that the signal of bidder 1 is §; = X; ' (X;). In addition, bidder 2 knows its signal s,. Therefore,

the expected surplus from the auction of the noninitiating bidder is

Xy

S92 (1 — 51)1/)2 (vh,vl) R ,u'

(6)

Prior to the auction, the expected payoff of the noninitiating bidder is the sum of (6) and its

stand-alone value V, = P_—ELXt, less the cost of participating in the auction I.

3 Equilibrium at the Initiation Stage

Having derived the equilibrium in the auction, we solve for the equilibrium at the initiation stage.
To obtain the present values of bidders’ payoffs, we use the following result (e.g., Dixit and

Pindyck 1994). If 7 is the first passage time by X; of an upper threshold X, then the time-0

B
present value of a security that pays $1 at time 7 equals E[e™""] = ())((0) , where (8 is the positive

root of the quadratic equation %025 B=1)+uB—r=0:

9 2
52% _<M_J2>+\/<,u—022) +2ro?| > 1. (7)

We start with the case in which bidders have the same financial constraints: \; = A\. We then

consider the case in which financial constraints are different.

3.1 Same financial constraints

The same financial constraints lead to the same bidding strategies, as shown in Proposition 1. In

particular, when bidders differ in synergies, the proportion of the stock in the total offer of the
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-1
winner, v, = v = (1 + ﬁmihni%) is the same for both bidders. The surpluses from the

auction of the initiating and the noninitiating bidders are given by (5) and (6), respectively, with
v, (vp,v1) = ¥ (v, vp), © € {1,2}. Note that because 1(vp,v;) does not depend on X;, expected
payoffs of bidders depend on X; linearly.

If bidders face the same financial constraints, there is a symmetric equilibrium, in which a
bidder with signal s initiates the auction at threshold X (s), provided that the rival bidder has
not initiated yet. Consider bidder ¢ with signal s, who expects the rival bidder j with signal z
to initiate at threshold X (z), where X (z) is a strictly decreasing function. As time goes by and
bidder ¢ observes that bidder j has not initiated the auction yet, bidder ¢ truncates its belief about
bidder j’s signal by tracking the highest realization of X;: at time ¢, the highest possible signal of
bidder j is X ! (maxue[O’t} Xu). Therefore, if bidder i initiates at threshold X, its expected value

at any time ¢ prior to reaching threshold X is

X, x\°? X(X) X dF (2)
HBT ~ + (X ) /5 <s(1 - Z)w(vmvz)r ~ — I) 7 (X_l(maxue[o,t] Xu))

)_(’l(maxue[oyt] X“,) Xt B X(z) dF (Z)
+/)‘(1(X) (X (z)) <s(1 - Z)w(vh,w)r — I) F (X (maxeepy Xa))| (8)

where we set X! (z) = 5 for any x < X (5). The intuition behind (8) is as follows. Prior to the
auction, bidder ¢’s value is V, =11 Br)f—tu, which is the first summand in (8). The second and third
summands in (8) represent the adjustments to bidder i’s value following the auction. If bidder j’s
signal z is low, so that X (z) > X, then the auction is initiated by bidder 7 at threshold X. In this

case, the rival’s signal is inferred to be below X 1 (X ) . Using expression (5), the expected surplus

of bidder 7 from the auction in this case is s (1 - E [z|z < X1 (X)D Y(vp, 1)) =2~ In addition,

r—p"
the bidder incurs the participation cost I. Combining the two yields the second summand in
(8). If bidder j’s signal is high, so that X (z) < X, then the auction is initiated by bidder j at
threshold X (z). In this case, bidder i infers that the signal of bidder j is z from its initiation

threshold. Using expression (6), the expected surplus to bidder ¢ from the auction in this case is

s(1—2)Y(vp, vy) fi(z) Integrating over the possible realizations of bidder j’s signal yields the third
summand in (8).

To solve for the equilibrium X (s), we maximize (8) with respect to X and apply the equilibrium
condition that the maximum must be reached at X (s). To ensure existence and uniqueness of the

equilibrium, we impose the following assumptions:
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Assumption 2 (monotone payoff of the initiating bidder). sm (s) is strictly increasing
in s, where m(s) = 1 — E[z]|z < s] is the probability that the synergy of the rival bidder is vy,

conditional on its signal being below s.

Assumption 3 (no entry deterrence). The parameters of the model satisfy conditions (20)

and (24) in the appendix.

Assumption 2 means that the expected payoff from the auction of the initiating bidder is
strictly increasing in its signal. Intuitively, if the signal of the initiating bidder is higher, there
are two effects. The first-order effect is that the initiating bidder is more likely to have a high
synergy. This effect increases the payoff of the initiating bidder. The second-order effect is that
the rival bidder facing a stronger initiating bidder is also more likely to have a high synergy,
because its distribution is truncated less at the initiation stage. This effect decreases the payoff of
the initiating bidder. Assumption 2 restricts the distribution of types to be such that the latter
effect does not dominate the former, meaning that a higher signal is always “good news” for the
payoff of the initiating bidder. As an example, it is satisfied for uniform distribution over s, 5],
used in our numerical examples, if % +s5 < 1.

Assumption 3 ensures that the equilibrium features participation of both bidders in the auction.
Specifically, condition (20) means that a bidder always prefers to join the auction initiated by the
rival bidder at threshold X (s), s € [s,5]. Condition (24) means that the bidder with the highest
signal is better off initiating the auction at threshold X (5) and facing competition from the rival
bidder rather than speeding up to initiate the auction earlier and deterring the entry of some types
of the rival bidder.

Proposition 2 shows that under Assumptions 2 and 3, there exists a unique symmetric equi-

librium in the initiation game:

Proposition 2 (equilibrium initiation when financial constraints are the same).
There exists a unique symmetric equilibrium in the initiation game. A bidder with signal s initiates
the auction when X; reaches upper threshold

~ B (r—p)I
X(s) = B —1sm(s)(vp, v)’

(9)
provided that the target has not been approached before. If the auction is initiated by a rival bidder
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at X € [X' (3),X (§)] , the bidder always participates in it.

It is useful to consider two special cases: when the bidders have no financial constraints (A — 1)

and when the financial constraints are extreme (A — o0). In this case, (9) yields

- N Gy )
X =5 sm(s)(vn —v1)’ "
o 3 (r—p)I
lim X(s) = - . (11)
A—00 f—1 sm(s)(vy — vy) (1 - %)

In particular, (11) is always higher than (10). In general, X (s) is increasing in A: higher financial
constraints make it costlier for a high-synergy winner to signal its type when acquiring the target
at a low price. This results in a lower expected profit at the initiation stage and further initiation

delay. We provide formal proofs in Section 4.

3.2 Heterogeneous financial constraints

Consider the case in which bidders differ in their financial constraints, A\; # Ao. In this case, the
expected payoffs from the auction differ for the two bidders. As a consequence, the equilibrium in
the initiation game is asymmetric. Consider bidder ¢ with signal s, who expects the rival bidder j
with signal z to initiate at threshold X (z), where X (z) is a strictly decreasing function. As time
goes by and bidder ¢ observes that bidder j has not initiated the auction yet by time ¢, bidder
1 updates the belief about the signal of the rival bidder to [§, X i ! (maxue[o,t] Xu)] .Therefore, if
bidder ¢ follows the strategy of initiating the auction at threshold X, provided that the rival has

not initiated the auction yet, its expected payoff at any time t prior to reaching threshold X is

X, x,\? 5% dF (z)

HBT _y + <X) /é <S(1 — Z)%(vhyvz)r y - ) F (Xfl(maxue[o,t] Xu))
X;I(maxue[o,t] X“,) Xt B XJ(Z) dF (Z)

o (Z) (0w -1) s oy
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where we set Xj_l (z) = 5 for any z < X; (5) and Xj_l (z) = s for any z > X; (s).!° Condition
X j_l (z) = s for any > X (s) is a natural restriction on off-equilibrium beliefs of bidder i.!!
The logic behind (12) is similar to that in the model with same financial constraints. The notable
difference concerns the impact of bidder ’s own and its rival’s constraints. Bidder 4’s constraint,
Ai, affects its expected payoff through ,(vp, v;), because it determines how costly it is to signal
its type when the acquisition price is low. The rival’s financial constraint, \;, affects the payoff
indirectly through the rival’s initiation strategy X'j (1), which bidder i uses to infer the rival’s
signal.

To solve for the equilibrium initiation thresholds, we maximize (12) for each bidder with respect
to X , and apply the equilibrium condition that the maximums must be reached at X; (s). We
impose restrictions, analogous to Assumptions 2 and 3, which correspond to the monotone payoff

of the initiating bidder in its signal s and entry deterrence not occurring. The equilibrium is

summarized in Proposition 3, which is similar to Proposition 2:

Proposition 3 (equilibrium initiation when financial constraints are different). Let
a pair X; (s), i € {1,2} be a solution to the system of equations:
B (r =l

B =1 s (v, v)m (Xfl(Xi(s)))

Xz(s) = ) (13)

where j # 1 and ¥, (v, vy) is defined in (4). Suppose that sm (Xfl(Xg(s))) and sm (XQ_I(Xl(s)))
are strictly increasing in s, and conditions (19) and (23) in the appendiz hold. Then, thresholds
X; (s), i € {1,2} give an equilibrium. Bidder i with signal s initiates the auction when X; reaches
upper threshold X; (s), provided that the target has not been approached before. If the auction is
matiated by a rival bidder at X e [X'j (5) ,Xj (g)], bidder © always participates in it. Furthermore,

there is no separating equilibrium in continuous threshold strategies that does not solve (13).

Note that if A; = A\ then X'j_l(X}(s)) = s and ; (vp, v;) = ¥ (vp,vy), so Proposition 3 embeds

Proposition 2. Unlike in Proposition 2, we could not prove existence and uniqueness of the

10 As we show in Proposition 5, for any signal s, the less financially constrained bidder initiates the auction earlier:
X5 (s) < X1(s), if A2 < A1. Thus, learning is different for two bidders: for example, in the region of thresholds
between X» (5) and X (5), bidder 2 does not update its belief about the signal of bidder 1, while bidder 1 updates
its belief about the signal of bidder 2.

UTn particular, any other belief would imply that bidder ¢ believes that bidder j is stronger than s if it does not
initiate at threshold X (s), which is opposite of the fact that the lack of initiation is a signal that the rival bidder
is (weakly) weaker at any other threshold.
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equilibrium in the model with asymmetric financial constraints. However, the unique equilibrium

exists in all our numerical examples.

4 Model Implications

In this section, we discuss four implications of the model: (1) the relation of the financing con-
straints of a bidder and its rival to the bidder’s propensity to initiate an acquisition; (2) endogenous
selection of deals into stock-only deals and deals that involve cash payments; (3) links between
identities of initiating bidders and winning bidders; and (4) the relation between the equilibrium

timing of the deal and the optimal one.

4.1 Effects of financial constraints

The following proposition shows the comparative statics of the equilibrium initiation threshold

X (s) in the parameters of the model:

Proposition 4 (comparative statics). Suppose that the equilibrium is continuous and dif-
ferentiable in the parameter of interest 6 € {o,r,u, I, I, g, vp, Ai, \j} and consider a marginal
change in 0. For any s, X;(s) is: (1) strictly increasing in o, v, I, Ilp, and N\;; (2) strictly
increasing in \; for s such that X; (s) € [X; (5) ,Min;e 9y Xi(s)] and weakly for remaining s in

[s,8]; (3) strictly decreasing in p, g, and vy,.

Our central comparative statics are with respect to the bidder own’s (\;) and its rival’s ();)
financial constraints. The effect of the bidder’s own constraint is intuitive. If it has a high synergy
and faces a low-synergy rival, the bidder needs to include cash in the bid to signal its synergy
and thereby avoid having its stock undervalued by the target. The cost of such signaling is higher
if the bidder is more constrained. Therefore, a higher financial constraint reduces the expected
payoff of the bidder from initiating the auction and leads to more delay.

The effect of the rival bidder’s financial constraint is subtler. A naive conjecture could be that
an increase in the rival bidder’s constraint makes it a weaker rival, which increases the payoff of
the other bidder giving it more incentive to initiate the auction. This conjecture is incorrect. As
we saw in Section 2, the expected payoff of a bidder from the auction depends only on its own

constraint, but not on the constraint of its rival, which would be different if bids were restricted
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to be in cash (Che and Gale, 1998). Furthermore, each bidder learns about the strength of its
opponent by observing that the rival has not initiated the auction yet. If the rival bidder is more
constrained, it initiates the auction later for any signal s. Thus, conditional on the rival not
initiating the auction, the bidder believes that the rival is more likely to have high synergies than
if the rival were less constrained. Therefore, a bidder is also less likely to approach the target if
the rival bidder’s financial constraint goes up. Figure 2 illustrates the result of Proposition 4 that
both a bidder’s own and a rival bidder’s financial constraint delay the initiation of the auction.
Figure 3 illustrates the comparative statics of all parameters in Proposition 4.

Proposition 4 yields an empirical prediction: an unexpected tightening in the aggregate finan-
cial constraint reduces acquisition activity. In fact, a bidder’s acquisition activity declines even if
it is unaffected by the shock, as long as other potential acquirers are affected. Empirically, Harford
(2005) finds that the timing of mergers is related to aggregate liquidity in the market, which is in
line with Proposition 4.

The results that bidders’ financial constraints do not affect the identity of the acquirer and that
a bidder delays approaching the target when the rival bidder is more constrained are surprising,
so we would like to stress three assumptions driving them. The first one is that synergies that a
bidder realizes are independent of its financial constraint. If synergies and financial constraints
are connected, for example, via an agency problem between a bidder and its investors, the model
could imply “intuitive” results that a higher financial constraint of a bidder reduces its maximum
willingness to pay and makes the rival bidder more willing to initiate a contest, because it expects
a weaker rival. The second important assumption is that a payment in stock is possible and does
not result in a loss to a bidder-target pair. This assumption is consistent with models in which
financial constraints come from transaction costs of issuing securities (e.g., fees to underwriters)
that are avoided if the acquirer pays in stock. However, other models may be inconsistent with
this assumption.'? Finally, to some extent, it is also important that there is no entry deterrence.
As we show in Section 5.1, relaxing this assumption adds nuances to these results.

A related question is about the cross-sectional relation between potential acquirers’ financial
constraints and their propensity to initiate acquisitions. Figure 2 illustrates that for any signal s,
the more financially constrained bidder initiates the auction later than the less constrained one.

Proposition 5 formalizes this result:

12For example, suppose that financial constraints occur because of the moral hazard of the manager: issuing new
stock lowers the “skin in the game” of the manager and reduces firm value by lowering “effort.” In such a model, a
bidder would be unable to circumvent financial constraints by paying in stock.
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Proposition 5. If \; > \;, then X; (s) > X, (s) for any s € [s, 5].

Proposition 5 implies that bidders learn about the rival’s signal in an asymmetric way. When
the signal of the less financially constrained bidder j exceeds Xj_l (X;(5)) (2 on Figure 2), bidder
j does not learn anything about the signal of the rival bidder prior to initiating the auction.
Therefore, the initiation threshold of type s of the less financially constrained bidder does not
depend on the financial constraint of the more financially constrained rival, which is illustrated
in Figure 2, where the two solid lines coincide at §. In contrast, type s of the more financially
constrained bidder i learns about the signal of the rival bidder as state X; approaches bidder i’s
initiation threshold X; (5). Hence, unlike X (5), X; (5) depends on the financial constraint of the

rival bidder. This is illustrated in Figure 2, where the two dashed lines do not coincide at s.

4.2 Method of payment

In the equilibrium at the auction stage, the use of cash in the payment increases in the difference
in the valuations of the winning bidder and its rival and decreases in the financial constraint of the
winning bidder. T'wo implications follow. First, the payoff to the winning bidder is higher in deals
involving a cash payment than in all-stock deals, in line with empirical evidence that acquirers’
announcement stock returns are lower in stock acquisitions than in cash and mixed deals (Travlos
1987; Eckbo, Giammarino, and Heinkel 1990). In fact, if the market has the same information
about bidders’ valuations as the target, the announcement of an all-stock deal leads to a decline
of the acquirer’s stock price, also consistent with the empirical evidence. The price reaction is
negative neither because the acquisition in stock is necessarily a signal of low valuation (indeed,
a high-synergy acquirer pays in stock if the rival bidder’s synergy is also high) nor because the
acquirer overpays, but rather because the acquirer pays in stock if the required payment is close
to its valuation. Participation costs then outweigh the acquirer’s gains from the deal. Second,
cash deals have higher synergies than stock deals on average. Intuitively, a cash deal requires the
winning bidder to have high synergies, because otherwise it would have been better off paying in
stock. This implication also appears to be consistent with the data (e.g., Andrade, Mitchell, and
Stafford 2001; Bhagat et al. 2005).

Because the timing of the deal is endogenous, the model links payment method to the size of

the deal and expected synergies. To evaluate this, we perform the following numerical analysis.
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For a set of parameters in Table 1, we draw bidders’ signals from uniform distribution over
[E[s] — A,E[s] + A] and simulate their synergies. We then relate the average deal size (measured
by the threshold at which the deal takes place) and the average fraction of cash in the total
payment. For illustrative purposes, we define “cash” (“stock”) deals as deals that contain more
(no more) than 50% cash of the total payment. Table 2 gives definitions of all studied quantities.

The bottom panels of Figure 4 illustrate that selection into cash and stock deals based on
synergies leads to a smaller expected size of cash versus stock deals. This result arises because for
baseline parameters the bidder is more likely to have low synergies than high synergies, implying a
positively skewed distribution of synergies.'® Thus, a typical stock deal occurs when both bidders
have low synergies, who tend to have low signals and hence approach the target late. In contrast,
a cash deal occurs when one of the bidders has high synergies. This bidder typically also has a
high signal and hence approaches the target early.

The top panels of Figure 4 illustrate the effect of parameters on the average proportion of
cash in the total payment. It is driven by two factors: first, by the proportion of cash in the
payment, 1 —~, when the high-synergy bidder wins against the low-synergy rival, and, second, by
the probability of this event. An increase in IIg, II7, or A leads to a decrease in the proportion of
cash 1 — 7. On the other hand, the probability of unequal synergies is given by 2E [s] (1 — E[s]),
which is independent of Ilg, Il7, or financial constraints, and increases in E[s] when E[s] < 1,
that is, the distribution of synergies has a positive skew. Thus, the model implies that more cash is
used on average when bidders are less financially constrained and more optimistic about synergies,
consistent with evidence in Martin (1996), Faccio and Masulis (2005), and Alshwer, Sibilkov, and
Zaiats (2011).

Summarizing the above discussion, the model implies that more cash in a deal is associated with
higher synergies, higher payoffs to the acquirers, and lower financial constraints of the acquirer.
In addition, if the distribution of synergies has positive skew, mergers of smaller companies are

more likely to rely on cash.

4.3 Initiating and winning bidders

Because each potential acquirer in the model makes both initiation and bidding decisions, the
model derives links between the identities of initiating and winning bidders. Information about

deal initiation is available in deal backgrounds, so these implications can be empirically examined.

13 Positive skew is arguably more plausible than negative skew for the distribution of synergies.
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As shown in Section 2, the identity of the winning bidder is determined by the bidders’ synergies:
The bidder with the highest synergy wins the auction. However, as shown in Section 3, the identity
of the initiating bidder is also affected by relative financial constraints of the two bidders: given

the same signal s, the less financially constrained bidder is the initiator. An implication follows:

Implication 1. The probability that a bidder initiates the contest is decreasing in its financial

constraint, holding the financial constraint of the rival bidder constant.

The left panel of Figure 5 illustrates this implication. Combined with the fact that the identity
of the winning bidder is determined by synergies and not by financial constraints, it leads to the

following implication:

Implication 2. The probability that the initiating bidder is also the acquirer exceeds 50%, if
Ai = X If Ni # X, the conditional probability that the initiating bidder wins the auction is

higher for the more constrained bidder.

The first part follows from the fact that the initiating bidder has a higher signal than the
noninitiating bidder, when the two bidders have the same financial constraints. The second part
follows from Proposition 5. For any signal, the more constrained bidder is less likely to be the
initiating bidder. Hence, conditional on a bidder initiating the auction, it is more likely to have
high synergies and win the auction if it is more constrained. The central panel of Figure 5
illustrates this implication.

Finally, the right panel of Figure 5 examines how the payment method relates to the identities
of the initiating and winning bidders. When A; = A;, the average proportion of cash in the deal
is higher when the identities of the initiating and the winning bidder coincide than when they
are different. Recall that cash is used when the synergies of the two bidders differ but not when
they are equal. Because the initiating bidder is more likely to have high synergies, the events in
which the initiating bidder wins are more likely to correspond to events in which the two bidders’
synergies are unequal. These are exactly the events in which the high-synergy bidder uses cash
in the payment. On the other hand, the events in which the noninitiating bidder wins, for a
positively-skewed distribution of synergies, are more likely to correspond to events in which the

two bidders’ synergies are low, resulting in stock payments. If one bidder is more constrained
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than the other, the more constrained bidder includes less cash in the payment, so the average

proportion of cash in deals done by the more constrained bidder declines.

4.4 Deviations from the optimal timing of acquisitions

Finally, we explore deviations of the equilibrium timing of the acquisition from the optimal one.
Consider the planner’s problem of choosing the timing of the auction, given signals s; and s3. The
probability that at least one of the bidders has high synergies is s1 + so — s152. Hence, the optimal

timing of the auction is given by threshold

* Xt A X
X (81, 82) = argmax ( = ) (’Ul + (Uh — Ul) (51 + 89 — 8182)> — 21
b'e X r—p

B 21 (r — p)

- 08— 1vl+(vh—vl) (81+82 —8182). (14)

We focus on the case of equal financial constraints. In this case, the auction is initiated at
threshold (9) with signal s, = max{s1, s2}. Its comparison with (14) can go either way because
of two opposite effects. On the one hand, the initiating bidder pays a portion of the total value
to the target but bears the full cost I. This effect delays the equilibrium timing of the auction
compared to the optimal one. On the other hand, the initiating bidder imposes an externality on
the rival bidder by forcing it to participate in the auction and pay the cost earlier than it would
want to. This effect speeds up the equilibrium timing of the auction. The former effect dominates,
that is, the auction occurs inefficiently late, if the initiating bidder’s payoff from the auction is
small, which happens when the support of signals [s, 5] is narrow (i.e., bidders are similar in their
expected synergies).!* In this case, a marginal relaxation of financial constraints will lead to a
more efficient timing of deals.

In contrast, if the support of signals [s, 5] is wide (i.e., bidders are sufficiently different in their
expected synergies), the latter effect dominates and the deal occurs inefficiently early. In this case,

a marginal tightening of financial constraints will lead to a more efficient timing of deals.

Mntuitively, if s and 5 are close, the bidder with the lower signal is quite strong, which implies that the payoff of
the initiating bidder is small.
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5 Extensions and Discussion

5.1 Entry deterrence

In the base model, we assume that the parameters are such that the noninitiating bidder always
participates in the auction in equilibrium. In practice, there are many single-bidder contests, so it
is worth examining how our analysis is affected if the “no entry deterrence” constraint is violated.
We assume that if a single-bidder contest occurs, the bidder makes a take-it-or-leave it offer (b, a)
that the target accepts if and only if it perceives its value to be at least the valuation of the
low-synergy bidder, V (v;) — V,.1® For simplicity, we focus on the case in which both bidders have
the same financial constraints A. Like in the base model, we look for an equilibrium in which a
bidder with signal s initiates an auction at threshold X (s), where X (s) is strictly decreasing.

If a bidder with signal s observes that the rival initiates the auction when X; reaches threshold
X (8), it participates if and only if its expected payoff from the auction, s (1 — ) (v, v;) %‘?,
exceeds I. Because the former is decreasing in 3, a bidder that prefers not to participate in an
auction initiated at some threshold also prefers not to participate in an auction initiated at a lower
threshold. It is therefore natural to look for an equilibrium with the following structure: Types
[s, 81) initiate the auction late enough, so that all types of the noninitiating bidder participate
(the “no deterrence” region); when types (81, $2) initiate the auction, low enough types of the
rival bidder prefer not to participate, while high types of the rival bidder participate (the “partial
deterrence” region); finally, types (§2, §| initiate the auction early enough, so that no type of the
rival bidder participates (the “full deterrence” region). To see the argument better, we construct
the equilibrium assuming that all regions are nonempty, though depending on the parameters
some of them may be empty. We only give the key steps of the construction here and leave the
details for the Online Appendix.

First, consider a bidder with signal s in the “no deterrence” region, s € [s, $1). Because both
bidders always participate in the auction initiated at any threshold in the neighborhood of X (s),
the bidder’s marginal incentives are the same as those used in the basic model. It follows that the
equilibrium initiation strategy is the same in this range: X (s) = X(s), where X(s) is given by
(9).

Second, consider a bidder with signal s in the “partial deterrence” region, s € (51, §2). Because

the set of types of the rival bidder that do not enter the auction depends on its belief about the

'5Tn other words, a single-bidder contest is equivalent to a two-bidder auction in which one bidder has low synergies
with probability one.
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initiating bidder’s signal, the bidder’s initiation problem is a signaling game where the timing
of initiation is a costly signaling device.'® Intuitively, the initiating bidder wants to make the
rival bidder believe that its signal is higher to keep more rival types away from the auction.
In equilibrium, the rival correctly infers the signal of the initiating bidder from the timing of
initiation, but signaling incentives speed up initiation. In the online appendix, we show that the
equilibrium threshold in this range, X (s) = X,q (s), satisfies differential equation (A16).

Finally, consider a bidder with signal s in the “full deterrence” region, s € ($2,5). In this
region, the initiating bidder has no signaling incentives, because the rival never enters the auction.
The decision when to initiate the auction in this range is determined by the following trade-off.
On the one hand, by initiating the auction earlier, the bidder foregoes the option to acquire the
target in the future. On the other hand, delaying is costly for two reasons: the time value of money
and the risk that the bidder is preempted if the rival bidder initiates the auction first. The latter
cost is absent in the base model, where the identity of the initiating bidder does not affect payofts
from the auction. In the online appendix, we show that in this range, this trade-off results in the
equilibrium threshold X (s) = X4 (s), which satisfies differential equation (A18). There, we also
derive the initial value conditions X,q (1) and X 4 (82), and the cutoff types 3; and 3. Intuitively,
the expected value from the auction must be continuous at §; and S9, because otherwise types
just above or just below the cutoff would be better off deviating from their equilibrium initiation
strategies. Also, thresholds X,q (51) and X4 (52) must be optimal for the cutoff types.

Figure 6 illustrates the equilibrium. A bidder with a sufficiently low synergy does not particip-
ate in the auction initiated early enough, that is, if the initiating bidder signals that the initiating
bidder is strong enough. Compared to Fishman (1988), entry deterrence happens due to signaling
via initiation timing, as opposed to the size of the bid. The potential to deter entry erodes the
value of the option to delay approaching the target and speeds up the acquisition.!”

The next proposition explores the role of financial constraint A\ and shows that, somewhat

surprisingly, it has no effect on equilibrium entry deterrence:

Proposition 6. Consider the equilibrium described above. Cutoff types §1 and So do not

depend on the level of financial constraint .

16 A class of option exercise games with signaling incentives is analyzed by Grenadier and Malenko (2011).

1"This erosion becomes extreme in the limit case s — 5 and § — 1 when information about synergies becomes
almost complete. In this case, a bidder initiates the auction at its “zero-NPV” threshold, at which the gains from
the auction just cover cost I, and never joins the auction initiated by the rival.
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Proposition 6 implies that, like in the basic model, financial constraints affect outcomes by
changing the timing of the sale rather than the allocation within the auction. Figure 6 illustrates
this result: A higher level of X\ increases the initiation threshold but has no effect on equilibrium
entry of the rival bidder.

The intuition for Proposition 6 is that there are two effects of higher A. On the one hand,
it reduces a bidder’s expected payoff from the auction by a fraction in each of the three entry
deterrence regimes. On the other hand, bidders delay initiation, implying that the target is bigger
and, hence, the bidder’s expected payoff from the auction is higher when the auction happens.
With multiplicative synergies and financial constraints, the two effects exactly cancel out, implying
that equilibrium entry is unaffected by financial constraints. While strong, this result relies on
the multiplicative nature of the problem and on the assumption that both bidders have the same
financial constraints.!® However, it illustrates a broader point that financial constraints do not

necessarily make bidders less aggressive.

5.2 Continuous distribution of synergies

We have assumed a binary distribution of synergies, which simplifies the solution. The downside is
that the base model does not deliver rich implications for the takeover premium: The equilibrium
takeover premium takes only two values. In addition, it implies that the average takeover premium
is lower in cash deals than in stock deals, because a cash deal only occurs when the rival bidder’s
synergy is low. In this section, we analyze the model with a continuous distribution of synergies.
Suppose that synergies are distributed with conditional c.d.f. G (v;|s;) with full support on
[v;,v]. In addition, suppose that a higher signal corresponds to a more optimistic distribution
of synergies in the sense of first-order stochastic dominance: Vs < s’ and v € (v, vy), G (v|s) >
G (v|s’). We restrict the analysis to the case of equal financial constraints (A; = A2 = ).
Consider the auction at time ¢. The analogous equilibrium to the base model is as follows. Each
bidder drops out from the auction when the price reaches its valuation of the target, V (v) — V.

The winning bidder makes an all-stock offer if its valuation of the target equals the price at which

181f the bidders differ in financial constraints, the cutoff types from Proposition 6 will be different for different
bidders and will depend on both A1 and A2. In this case, the effect of a marginal increase in the rival’s financial
constraint (e.g., A2) on the bidder’s initiation threshold (e.g., X1 (s)) may also depend on s. For very low (in the “no
deterrence” region) and very high s, a marginal increase in A2 will increase X (s); in constrast, in the intermediate
region, it may decrease X1 (s), because bidder 1 will have greater incentives to speed up initiation to preempt bidder
2.
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it wins the auction (i.e., if its synergy equals the synergy of the rival bidder). If the winning
bidder’s valuation of the target exceeds the price at which it wins the auction, its payment is a
combination of cash and stock with the proportion of cash strictly increasing in the gap between

the bidder’s valuation and the winning price:'”

Proposition 7. At the auction stage, there exists a unique equilibrium in weakly dominant
bidding strategies, in which different types of the winning bidder separate via cash-stock mixes,
whose equilibrium values equal the price at which the losing bidder drops. A bidder with synergy v

drops out once the price reaches

_HT+U

P = V) - Vo= ST

Xi. (15)

The higher-synergy bidder wins. If type v wins after the rival drops out at p, it offers

<w@wxwww»—(m1—wnwmvﬁﬂ@w0, (16)

1

where y(p,v) = (V(v) ) s the fraction of stock in total offer value. For any v, v(p*(v),v) = 1.

Bidding strategies in Proposition 7 are similar to the ones in the model with binary synergies.
Thus, the implications are also similar. First, a bidder’s financial constraint affects the offer and
its payoff from the auction but not its maximum willingness to pay. Second, the proportion of
cash in the offer is driven primarily by two factors: the financial constraint of the acquirer and by
how much the acquirer’s valuation exceeds the price at which it wins.

The equilibrium at the auction stage pins down the expected payoffs from the auction of the
initiating and the noninitiating bidder. Similarly to the base model, we can proceed with solving
for the separating equilibrium in the continuous threshold strategies. The resultant equilibrium

initiation threshold is similar to that in Proposition 2:

Proposition 8. Let m (v|s) = E[G(v|z)|z < s]| be the probability that the rival’s synergy is be-

9The difference from the binary model is that the separating equilibrium is no longer the unique equilibrium
satisfying the CKIC criterion (Assumption 1). A stronger refinement, such as D1 (see Cho and Kreps 1987 for
the definition), needs to be imposed to rule out nonseparating equilibria. Ramey (1996) shows that D1 selects
the separating equilibrium as the unique one in a large class of signaling games with a continuum of types. We
conjecture that his result extends to our model.
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low v, conditional on its signal being below s. Let m' (v|s) = E [g (v|z) |z < s] be the corresponding

density, and assume that g (v|s)m’ (w|s) is strictly increasing in s for any v and w. Let

¢ 5 (r —m1
X(s) = f Ulg (v|s)M'(w]s)y (v, w)dwdv’

(17)

and suppose that conditions (32)-(33) in the appendix are satisfied. Then there exists a unique
symmetric equilibrium in the initiation game. A bidder with signal s initiates the auction when
X; reaches upper threshold X (s), provided that the target has not been approached before. If the
auction is initiated by the rival bidder at X € (X (5),X (s)], the bidder always participates in it.

The assumptions behind Proposition 8 are similar to Assumptions 2 and 3. The assumption
that g (v|s)m’ (w|s) is strictly increasing in s ensures that the payoff of the initiating bidder is
increasing in its signal, and conditions (32)—(33) ensure that there is no entry deterrence. The
novel aspect of this model is that it generates richer implications for the acquisition premium.
Figure 7 illustrates that the ranking between the average, across synergies, takeover premium in
cash deals and in stock deals depends on model parameters. This is in contrast to the takeover
premium conditional on the acquirer’s synergy, which is always higher in stock deals. When
the distribution of synergies has a positive skew and financial constraints are low, stock deals
typically occur when both bidders have low synergies, leading to lower average premiums in stock
deals. As Figure 7 shows, the average takeover premium in cash deals is higher than in stock
deals when Ilg is high, the distribution of synergies is less skewed, or the financial constraints
are high. For example, when bidders have high financial constraints, even deals with moderate
differences between synergies are mostly completed in stock. As a result, average synergies of both
the winning and the losing bidders in stock (cash) deals increase (decrease), leading to an increase

(decrease) in average premiums in stock (cash) deals.

5.3 Active target

We have assumed that the auction is always initiated by a bidder, rather than the target. In
this section, we show that this assumption is consistent with an equilibrium even if we allow for
the target to be active. Consider the model in which the agreement of the target is necessary
for the transaction to occur. In addition, suppose that initiation is publicly observed: If a bidder

approaches the target to initiate the auction and the target declines, the rival bidder observes it.
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First, we argue that the target has no incentive to delay the auction further when it is ap-

proached by a bidder.?’ Suppose that the target is approached by bidder i at some threshold

X (s;). At this point, the target infers bidder i’s signal s;, as well as the posterior distribu-

tion of bidder j’s signal s; ~ [s,3(s;)], where 3(s;) = X'j_l (Xi(si)). The payoff of the tar-

get from selling itself immediately when it is approached is thus %‘Z)gb(si), where ¢(s;) =

(Il + E [minz-e{l’g} vi|si, s; < 8(s;)]). Suppose that if the target deviates to delaying the auction

when the bidder approaches it, the other bidder does not approach it before the target initiates
the auction voluntarily. Then, the expected payoff of the target from delaying the auction until
threshold X > X (s;) is (%)B %gﬁ(sl) This payoff is strictly decreasing in X. Thus, the
target does not benefit from delaying the auction when it is approached by the bidder.

Second, consider incentives of the target to accelerate the auction prior to being approached
by either bidder. Suppose that the target invites both bidders to participate in the auction via
a take-it-or-leave-it offer at at threshold X7 prior to either bidder approaching it.?! We show
that the target’s commitment to such an offer is dynamically inconsistent, that is, not credible.
At X7, the target infers posterior distributions of bidders’ signals s; ~ [s, 5], i € {1,2}, where
5 = X;l()_(T). Suppose, prior to the target’s offer, that each bidder believes that no type of the
rival bidder accepts the target’s offer to sell itself. By backward induction, if the target’s offer is
rejected by bidders and later, bidder ¢ attempts to initiate the auction at some threshold X, there
can be two outcomes. First, the target follows its promise, rejects conducting the auction, and
obtains the payoff of T)E—LHT. Second, the target reneges on its promise, accepts the bidder’s offer,
and obtains T{—Lgb(si,sj), where ¢(s;,s5) = (HT +E [minie{l’g} vils; < 84,85 < §j]) The second
case yields a strictly higher payoff, implying that the target will find it optimal to renege on its
promise. Thus, if each bidder believes the rival will not accept the target’s offer to participate in
the auction, the bidder also ignores the offer due to the target’s inability to commit not to sell

itself in the future. Hence, an equilibrium of the base model remains in this extension.??

20This argument applies to the basic model, in which the “no entry deterrence” assumption holds. If there is
entry deterrence in equilibrium, like in Section 5.1, the target may prefer to delay the auction if approached by the
bidder early. Intuitively, by delaying the auction, it makes it more competitive, because the noninitiating bidder will
be more likely to enter. Allowing the target to be active in the model of Section 5.1, will introduce a participation
constraint of the target and potentially make entry deterrence less likely.

21 The case of X7 being the upper threshold, which can possibly be crossed more than once, is similar.

22There may be other equilibria, in which alternative beliefs about the rival’s actions result in target-initiated
auctions. Their characterization is beyond the scope of this paper.
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6 Conclusion

We study how bidders’ financial constraints affect the M&A market, that is, their incentives to
approach targets, size of bids, and the payment method. We propose a tractable model based
on three building blocks: dynamic decision-making, private information of bidders, and financial
constraints. Four main results are derived. First, because of ability to pay in stock, financial
constraints do not affect bidders’ maximum willingness to pay, in contrast to models in which
bids are restricted to be made in cash. Second, financial constraints affect bidders’ decisions
to approach the target in the first place. Specifically, both a bidder’s own and a rival bidder’s
constraint discourage the bidder from initiating the auction. Third, auctions are initiated by
bidders with low financial constraints or high synergies. Fourth, cash as a method of payment
is positively associated with synergies and the acquirer’s gains from the deal and negatively with
financial constraints.

Two extensions of our model could be fruitful. First, it can be interesting to incorporate
aggregate shocks to financial constraints, for example, by modeling them as a two-state Markov
chain, like in Bolton, Chen, and Wang (2013). Second, the structure of private information could
be made richer by allowing for two-sided private information, when the target is privately informed
about its stand-alone value, in addition to bidders being informed about synergies, or for one-sided
two-dimensional private information, when a bidder is privately informed about its synergies and
the value of its assets in place. In the latter case, financial constraints would likely affect the
identity of the winning bidder, since the size of the stock bid at a bidder’s indifferent price point
would not be fully revealing when the bidder’s private information is two-dimensional. Li, Taylor,
and Wang (2017) estimate a static model of this kind and find misallocation to be quantitatively

small.
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Appendix: Proofs

Proof of Proposition 1. Consider bidder 7. Let p} (v) be the dropout price for bidder ¢ with synergy
v € {v,vp}. Let (b (p,v),af (p,v)) be the equilibrium offer of bidder ¢ with synergy v € {v;, v} if it
wins at price p < pf (v). We prove the proposition in a sequence of seven steps. Steps 1-4 consider what
happens if bidder ¢ wins at or below price p} (v;), that is, the price at which the low-synergy type of bidder
i quits the auction. Step 1 shows if the offers of the low- and high-synergy types of bidder differ, then type
v; makes an all-stock offer. Step 2 shows that if the offers of the low- and high-synergy acquirers differ,
then type vy, of bidder ¢ includes just enough cash to dissuade type v; of bidder 7 from mimicking. Step 3
shows that, under Assumption 1, offers of the low- and high-synergy types indeed differ. Finally, Step 4
solves for p? (v;) and shows that it does not depend on A;: pf (v;) = p* (v;). Steps 5 and 6 consider what
happens if the high-synergy type bidder ¢ wins at or close to price p! (vy), that is, the price at which the
high-synergy type of bidder ¢ quits the auction. Steps 5 shows that it makes an all-stock offer in this case.
Intuitively, that bidder ¢ stayed in the auction until such a high price by itself signals that its synergy is
high, so there is no need it include cash in the offer. Step 6 solves for p} (v;,) in a way similar to Step 4 and
shows that it does not depend on \;. Finally, Step 7 calculates the amount of cash that the high-synergy
type of bidder i needs to include in the bid to signal its type when it wins at price p* (v;). Online Appendix
provides a detailed proof of each step.

Proof of Proposition 2. Please refer to the proof of Proposition 3. The case A\; = Ay is discussed at
the end of that proof.

Proof of Proposition 3. First, we solve the problem under the assumption that the noninitiating
bidder participates in all initiated deals. We then characterize parameter restrictions, under which the
derived equilibrium exists when the noninitiating bidder chooses whether to participate in the auction

strategically. R
Taking the derivative of (12) with respect to X and canceling the terms, we obtain
. X7 dF (z
o [ (s = w2 - 1) e
ES r—p F (X7 (maxue[o,t] Xu))

1 dF (z)
r—pF (Xj_l(maxue[o,t] Xu)) :

NS alc)
+ XtBX_ﬁ/ s(1 = 2)¢;(vn, v1)
s
The first-order condition equates this derivative to zero, which yields

X
r—

. (1 ~E [z|z < Xj—l(f()D - (18)

s (vn, vr) 51

Since Xj (s) is decreasing in s, 5(].‘1()2) is decreasing in X . Therefore, the left-hand side of (18) is strictly
increasing in X , taking values from zero to infinity. Hence, given X j (+), there exists a unique threshold X
that solves (18). This threshold is a local maximum. Since there is only one local maximum and there are
no local minima, it is also a global maximum.

In equilibrium, threshold X that solves (18) must be given by X; (s). We obtain a system of two
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equations:
B r = mI
K = G o em (X, (%(9)

If the system of two equations has solutions X (s) and X j (s), then this is an equilibrium, since given

X; (), threshold X; (s) maximizes the payoff of bidder i, as shown in the previous paragraph. Otherwise, no
separating equilibrium in continuous threshold strategies exists. For our numerical examples, we establish
the existence and uniqueness of the equilibrium numerically.
For the case A\ = o, X{l()_(i(s)) = s, so instead of having a system of two equations, we have a single
equation for X;(s) = X (s):
X (S) _ B (T - /J')I )
B =1 sm(s)i(vn,vr)

Hence, the symmetric equilibrium exists and is unique.

In the above derivations, we made two assumptions:

1. Any noninitiating bidder i always joins the auction initiated at threshold X;(s) for any s € [s, 3],
i

2. No bidder i with signal s is better off deviating to a low enough threshold X that deters entry of
some of the types of the rival bidder.

We follow by deriving restrictions on the parameters of the model, such that these two statements hold
as results. The restrictions depend on the expected payoff of the bidder in the auction without the rival
bidder. To obtain conditions that guarantee the equilibrium for any possible such payoff, assume that it is
the highest possible: if only the initiating bidder joins the auction, it acquires the target for the value of
the low-synergy bidder p* (v;). In this case, the payoff of a bidder with signal s from initiating the auction
at time ¢ is sv; (vp, v;) T)f‘ .

Consider the first condition. Take a noninitiating bidder ¢ with signal s and an auction initiated by
bidder j at threshold X € [X; (5), X, (s)]. Using (6), bidder ¢ is better off participating in the auction if
and only if

s (1 —X']fl (X')) ¥, (vp,vp) ri(u > 1.

The left-hand side is strictly increasing in s and X. Therefore, it is optimal for a noninitiating bidder ¢ to
participate in the auction for any signal s € [s, 5] and threshold X € [X; (5), X, (s)] if and only if

X; (5)
r—p

> 1.

s(1—=3)¢; (v, )
Plugging in X; (s) from (13),

5—11/{7‘(Uhavl) S
B Y (vh,v)1—35

Since this condition must hold for each bidder,

s 2

Yo (v, V1) G 1,5 o
(00 (w“w)m(Xl (X2(s)))}' (19)

VAl

B—1 5 ¥y (vn, v1) - 1,5
sz 5 1o max{wm(Xz (X1(5)) ,
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When the two bidders have the same financial constraints, this inequality simplifies to

s> ") (20)

p-1 s _
B

As an illustration, consider our baseline parameters: § = 1.285, § = 0.25, and uniform distribution of
signals. Then (20) implies s > 0.062, which is satisfied by our baseline value s = 0.1. To illustrate
condition (19), consider the set of parameters in Table 1 and the uniform distribution of signals over
[E[s] — A,E[s] + A]. Fix E[s] = 0.175, which is the level we use in our figures, and vary A from 0. In
this case, (19) holds if and only if A is below 0.099. If we fix E [s] = 0.5, then (19) holds if and only if A
is below 0.206.

Consider the second condition. Suppose that bidder ¢ with signal s deviates to initiating the auction at
threshold X < X; (5). Upon deviation, bidder j perceives the signal of bidder ¢ to be 5. Using (6), bidder
j is better off entering the auction if and only if

() = (r—p) I
o (8) = gt

Thus, bidder j with signal s; < §; (X ) does not participate in the auction, that is, its entry is deterred. Let

U; (s, X ) denote the expected payoff at the auction time to bidder ¢ with signal s, when bidder i deviates
to initiating the auction at threshold X < X; (5):

Ui (S,X) _HBT’—,LL + s, (vp, 1) p— (1 _/[5](X)]ZdF (z)) -1, (21)

where {éj (X)} ) denotes min {max {§, 55 (X')} ,E}, that is, 3; (X') truncated at s from below and at §

s
from above. In contrast, bidder i’s expected payoff as of this time from following the strategy of initiating

the auction at threshold X; (s), if it has not been initiated before, is

N - . 3 _ _
5 X s X min {X; (s), X; (2)}
e X) = e | <min{Xi<s>,Xj<z)}> <s(1‘z)“’i(”h’”l> p— —I>dF<Z>
X

% 5 g min ~,7j z

Let us show that it is sufficient to verify that the bidder with signal § does not benefit from deviating
to initiating the auction at X < X; (3). Suppose that there exists a pair (S,X) at which U; (S,X) >

35



Vi (s, X) Differentiating (21) and (22) in s, where for the latter we use the envelope theorem:

wig‘i’)() ¥, (v, v1) T)_ZM (1 /[S zdF (z)>

5 ()2
Vi (S’X) Yi(vn,v) [* X7
ds B T /s min {X; (s), X; (2')}’8_1 (1 =24k ()

< Yilvn, v) (1 - /: zdF (z)) < 7{9% g: X>7

T—p

where the first inequality holds from min {X’i (s),X; (z)} > X . Therefore, U; (s, X) >V (s, X) implies

Ui (s, X) >V, (s’7 X) for any s’ > s. Hence, it is sufficient to verify the condition for the bidder with the
highest signal 5.
Given this, we obtain conditions for U; (5, X) <V (5, X) for any X < X; (5). First, consider X >

%. If bidder 7 deviates to initiating the auction at such threshold, all types of bidder j participate
s 5 (on,

in the auction. Therefore,

Ui(g,f() = HBTXM—FS’lﬁi(’Uh,’Ul) X (1—/:zdF(z)>—I

) ) ) 4 ) )
X 5 X B min {Xi (3),X; (z)}
e H/s< n (X .(z)}> (S“‘“W”hvvﬂ —f)dF<z>,

r—p

ﬁ
\
=

IN

= 5 8 i X X z ~
since X; (5) maximizes f; <nnn{)"(XX7(7)}) <s (1- z)d;i(vh,vl)%?()} - I) dF (z) over X. Hence,

deviation to any X € [ (r—p)! X; (5)) cannot be profitable. Second, consider X < i r—p)!

s(1=38)y; (vn,v1)° s(1=8)¢; (vn,v1)

bidder ¢ deviates to initiating the auction at such threshold, types s € {§, 35 (X )) choose not to participate
in the auction. Then, condition U; (5, X) <V (5, X) can be rewritten as

X 5
1- 2dF (z)> —TI
—n ( /mm{gj (X).5}

: Y ’ min {X; (5), X, (»
= /s ( TEATE (Z)}> (8(1_2)%(%11;) {XZ(),XJ()}_I>dF(z)-

g’(/}i (U}h Ul) r

T—p

Since this condition must hold for all X < WM, it is equivalent to

N Sup {X_'B <5¢i (Vn, v1) T)—(/,L (1—/. o zdF(z)) —I)} (23)
X<W mlll{Sj(X),s}

< [ win{XE). 56 <s<1 2 o) A ) = G} _ I) aF (2)
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When the two bidders have the same financial constraints, this inequality simplifies to

su X0 | 50 (v, v X - 5 B 0 B —135m(3)v(va, ) L .
X<% {X ( ple o <1 /"““{S(X)S} i )> I)} : ( g (r—mwlI ) B — 1dF( ).
(24)

Lemma 1. The only equilibrium in monotone initiation thresholds that can exist is the one in which
X (s),1€{1,2} is decreasing in s.
Proof. See Online Appendix.

Proof of Proposition 4. Let ¢, (z) = X;l (z), that is, the type of bidder 7 that initiates the auction
at threshold 2. Note that ¢; (z) is only well defined for z € [X; (5), X; (s)]. To define ¢, (z) for all z > 0,
let ¢; () =35, if © < X; (5), and ¢; (z) = s, if x > X; (s). Then the system of equations (13) can be written
as
5i(ma Cl(x)7 g—i (SC)) =0,
for i € {1, 2}, where
g (r=—wl

di (xanC—i) = x(;m(C_;) — ﬁm (25)

The following auxiliary result will be useful to prove the proposition:

Lemma 2.

061 (x,¢;,65) 992(x,¢5,¢4) _ 061 (x,61,89) 992(w,¢5,¢4
¢, %, % 23

) > 0 for any Vxe [minie{l)g} Xi (g) ,maxie{Lg} XL (ﬁ):l .
Proof of Lemma 2. See Online Appendix.

With Lemma 2, we are equipped to prove comparative statics. We use notations ¢; (z|f) and d; (a:, Cis ¢ |0),
where 0 is the parameter of interest. The derivative of d; (x,(; ((6) ,¢; (x]0) [0) in 6:

00 , 00,9¢; | 06,0, _

o0 " ac, 00 Tac, 00 "

Multiply the equation for §; by %, the equation for §; by g—‘gf, and then subtract the latter from the
J J

former:

<aai (2,¢:,.¢510) 965 (%,¢;,¢,10) 98, (x,¢;,¢i10) 95 (:c,g,.,cjw)) a¢; (x]0)

a¢; ¢ a¢; a¢; 90
= BT, o, a0 oG

@ coincides with

The term in the brackets on the left-hand side is positive by Lemma 2, so the sign of ac%

. . . . 851‘ 364965 995 265964
the sign of the right-hand side. Furthermore, as shown in Lemma 2, % <0 and % > 0.
J J

e 00i(2,¢5.¢ 985 (2,¢;,¢; . . o, («10)
Therefore, if (227 ) and J(Iag] %) have the same sign for all z, (;, and (;, then the sign of %glg) is

. . 96;(z,¢;,¢;
the opposite of the sign of %.
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Effects of o and I. Differentiate ¢; with respect to 3:

04; (m,(i,(j|ﬁ) _ 1 (r—mwl
op ~(B=1)2 ¢ (vn, 1)

>0

Therefore, %Z‘ﬁ) < 0. Because f is decreasing in ¢ and o affects the solution only through 8, ¢, (z) is

increasing in o. Therefore, X; (s) is increasing in 0. By the same argument X; (s) is increasing in I.
Effect of r. Take the derivative of ¢; (+) in 7:

96 (v,¢inGlr) I d[ﬂ(r—u)}__w(f [H 25},

or  Y(vp,v)dr | -1 (U, 1) dr 2

where the transformation in the brackets comes from the quadratic equation defining g, %026 (B-1)+

uB —r = 0. By definition of 3, § is strictly increasing in r. Therefore, %‘i" < 0. Hence, X; (s) is increasing

inr.
Effect of p. In a manner similar to that above, take the derivative of §; (-) in y,
o Yi(vn, i) 2 dp’
where ,
s 1 (M - ”*)
weo V-2 + 202

Therefore, %‘Z > 0. Hence, X; (s) is decreasing in p.
Effects of vy, (holding v; fized), g, and M. For § € {vy, I, 7}, we have

90; (x,¢;,¢510) B (r— I dy, (Uhavl).

00 B =1, (vn, )2 do
For 0 = vy,
dy; (vn, v1) 4 (Hr +1Ip + v) (7 4 vy)
do, (HT +1p + v+ 3245 (o — vl))2

1 2
1- <1 Vp—vy ) >0,
+ 3 T

where the first inequality follows from IIp > 0. For 8 =1l g,

() =1 n—w) W tw)
dllp (N = 1) (IIp 4+ I +vp) + vn — v1)°
For 6 = 1Ilr,
di (on,v) (A = DIp + A (on =) (vn —w) (i = 1) _
dlly (A — 1) (I + p + o) +vp — w1)?
Hence, ggl > 0, ;‘ﬁs > 0, and 6‘5 , X; (s) is decreasing in vj, and Ilg and increasing in
IIr.
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Effects of A\; and A;. Differentiating in A;, we have

96; (¢35 ¢j1N) B (r=wI dy; (vn,v)

O\ CB=1y(p,w)? dA
where
O (vn, 1) (Aon —w) (g + vp) (on — 1) <0
ON; (A — 1) (Tlg 4 TIg) + vy, — v7)°
Furthermore,
a(si (1’, sz<g|)‘]) -0
O\ '
Since %ﬁﬁ) > 0, as shown in Lemma 2, the right-hand side of (26) is positive for § = \;. Hence,
J

88 (2,¢4,¢; . L .
w < 0 with strict inequality for

X (s) is increasing in \;. As for 6 = );, as shown in Lemma 2,
z € [X; (5),minjeq1,2y X; (s)] and strict equality for = ¢ [X; (5), mlnzé{l 21 X; (s)]. Hence, when 6 = \;,
the right-hand side of (26) is positive, if # € [X; (5) , min;e(, 2} X, (s)], and equals zero, otherwise. Hence,
X, (s) is increasing in ), in the range of values at which X;(s) € [)_(j (5) , minge 1,9} X; (g)]7 that is,
which correspond to the rival bidder with some signal approaching the target at the same threshold. If
X, (s) ¢ [X;(5), minjeq1,21 X; ()], then X; (s) is unaffected by a marginal change in \;.

Proof of Proposition 5. Denote C; = -2 &752 C; > Cj; if and only if A\; > A;. By contradiction,

i
suppose that there exists s € [s,5] such that X; (s) < Xj (s). Because X;(s) and Xj (-) are continuous,
either there exists signal s satisfying X; (s') = X (s') or X (s) < X, (s) for all s € [§7 5]. The former is
not possible, because it implies that

- C; C; C; C;

Xi(s') = s'm;(s") - s'm(s’) o s'm(s’) - s'm;(s") =X (),

which contradicts X; (s') = X} (s'). It remains that X; (s) < X;(s) Vs € [s,5], in particular, X; (5) <
)_(j (3). However, it is not possible, because in this case
- C; C; C; C;

) = 5 = ) ) ) )

which contradicts X; (5) <
X, (8) < X; (5). Therefore,

< X, (3). The second inequality is due to B[z|z < 5] > E[z]z < X; (X;(5))] if
)_(() X, (s) Vs € s, 3].

Proof of Proposition 6. We prove a stronger result: cutoff types §1 and S2 depend only on S (i.e.,
on 7, i, and o) and distribution F' (-). To do this, we show that equilibrium threshold can be written as

K= =My (27)
¥ (vn, 01)

where Y (s) only depends on s, 3, and the distribution of signals F' (-). This implies that 81 and $2 depend
only on  and F'(-). First, consider the “no deterrence” region. In this range, X (s) = X (s), which from
(A14) takes the form of (27) with Y (s) = 3/ ((8 — 1) sm.(s)). Second, consider the “partial deterrence”
region, in which X (s) = Xpd (s) is given by (A16) with initial value condition (A20). Plugging (27) into
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(A20), we obtain that X,q (51) = (r—p)I Yya (81), where Ypq (31) satisfies

d)(vhuvl)

N 1
IR ) _ o Homm)  a
S R T 2 7y ki Y R TR s ET R

(1-81)Ypq(51)

Because (28) includes only 3, F'(+), and 1, ?},d (81) only depends on these parameters. Plugging (27) for
s 181 and s | §1 into (A19), we obtain

. 8 .
Ypa (81) (B = 1) $1m (51) T B(-2)
( 7 ) [ (G 1)

s . o
B </S (Sl (1 I {Z g (1—31) Y4 (51) }> Yoa (51) = 1) dF (Z)> .

Since this equation includes only 3, F' (+), §1, and f/pd (81), and the latter only depends on 3, F (+), and
$1, we conclude that §; only depends on 3 and F'(-). Plugging (27) into (A16), we obtain X,q (s) =

(r=I Ypa (s) where Y,q (s) satisfies

ﬂ)(vhﬂ}l)
]_~ 1—g— }:/pd(s)
BT (1o [ @) 8] (o) ' =50
b L ) ) s F(s)  (1— ) Tpa(s)

(=) Vpa(s)

Because this equation includes only 3, F' (+), and s, and the initial value condition only depends on /3 and

F (+), Ypa(s) only depends on 3, F'(-), and s. Finally, consider the “full deterrence” region, in which

X (s) = Xyq(s) is given by (A18) with initial value condition (A23). The latter takes the form of (27)

with ¥ (32) = 1/ (82 (1 = 32)). Plugging this and X, (s) = {=2207,,4 (5) into (A22), we obtain

/ <§2 (1 — 21 {z > s:z)l?;,d i }) Vou (82) — 1) dF (2) = Yyq (82)° 8571 (1 — 85)7 1.

Because this equation includes only 3, F' (-), S2, and ﬁ,d (82), and the later only depends 0n~,37 F ("),
and 82, we conclude that §2 only depends on /3 and F (-). Plugging (27) into (A18), we obtain X4 (s) =

(r=p)I fffd (s) where f/fd (s) satisfies

’d}(vhﬂ)l)
. . f(s) Yya(s)
B—1)sYrq(s) =08+ (sYrq(s) —1 = .
(8—1)sY7a(s) (574 (s) )F(S)Y;d(s)

Because this equation includes only 3, F' (-), and s, and the initial value condition only depends on /3 and
F (-), Yq (s) only depends on 3, F'(+), and s. Therefore, X (s) can be written as (27), where Y (s) only
depends on (3, F' (), and s. In particular, cutoff types §; and $3 do not depend on A.

Proof of Proposition 7. Let the equilibrium strategy of bidder ¢ with synergy v be to drop out at
price p* (v) and to submit bid (b* (p,v), a* (p,v)), if it wins at price p < p* (v). By analogy with the model
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with the binary distribution of synergies,

Xz, (29)

that is, the value of the target as a stand-alone entity plus the value of additional synergies. Consider the
payment by the winner if the losing bidder drops out at price p. At this point, the target believes that
v e [p*~! (p),vs], where, from (29):

In the separating equilibrium, the lowest type of the winner takes the efficient action, meaning that type
p*~1 (p) submits an all-equity bid:

v (p,p* ' (p)) = 0,

a* (pyp*fl(P)) = W

No other bid could be incentive compatible for type p*~! (p). If this type submitted any different bid, it
would strictly benefit from deviating to the all-equity bid. Not only would this deviation reduce the cost
of paying with cash, but also its value could not be perceived worse, since p*~! (p) is the lowest possible
belief that the target can hold in this subgame. Each type v > p*~! (p) pays a positive amount of cash
b* (p,v), which is increasing in v. Consider offer (b, &) and fix the target’s belief at ©. Because the value of
(b, &) must at least be p,
aV(v)+b>p.
The equilibrium in which the target obtains the exact price at which the losing bidder dropped has oV (9) 4+

b = p. We can back out a = % and write the problem as a signaling problem with one signal b. Given
b, the true type v, and the belief 0, the payoff to the bidder is

V(v)

V) Ab.

~ p—2>
f— 1 _— — — — —
Uw.0)= (1-55) v = 2= V() - -1
If the separating equilibrium is differentiable, it can be found by solving the differential equation (e.g.,
Mailath 1987):
o (pv) _ HU @b (pv))
o U(v 0,b" (p,))

<

V'(v)
1-NV()

=@ —-0b"(p,v))

< 3\0, Qo

subject to the initial value condition p)) = 0. Fixing p, this equation implies

—log (p — 0" (p,v)) =

— logV(v) +C

for some integration constant C'. Rewriting and imposing the initial value condition b* (p,p*_1 (p)) =0
yields

v (p,v) = p(—7(p,v)), (30)
o (pv) = %v(p,v), (31)

1

where y(p,v) = (V(U))ﬁ is the proportion of stock in the total offer value. We need to verify the
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single-crossing condition to make sure that no type benefits from large deviations:

V() _ A

FU (v,0,0) V(@) Ve AV(D)?2
ZU (v,9,b) (p—-b)sEV'(@)  =0V'(@)  (p-0V(V'@)
i v v,

v (p=0)V(v)*V'(0) =

Hence, the single-crossing condition is satisfied. Finally, we verify the regularity conditions in Mailath and
von Thadden (2013) to ensure that there is no nondifferentiable separating equilibrium. Smoothness holds.
Consider belief monotonicity:

0 V(v)

—U (v,0,b) = (p—b) VD)2

]/~
% V'(9) >0,

so belief monotonicity is verified. Consider type monotonicity:

0 o p—b 0?2
7U('U,'U,b) =V (U) m, 81}81)

1
U(v,5,b) = —— > 0.

v V(©)

so type monotonicity is verified. Consider “relaxed” concavity:

V(v)

2U(U,v,b) = Vo)

0b

—A=1-X#0.

Hence, “relaxed” concavity is satisfied. Finally, it is without loss of generality to restrict b < p, that is,
to restrict signals to a compact set. Indeed, no equilibrium can feature b > p, since the bidder benefits
from a deviation to b = 0. Then, according to Theorem 3 in Mailath and von Thadden (2013), the
separating equilibrium b* (p, v) must be differentiable in v. Hence, (30)—(31) is indeed the unique separating
equilibrium.

Proof of Proposition 8. Similarly to Proposition 3, we first solve the problem assuming that bidders
participate in any initiated auction. We later give sufficient conditions for this to be the case. It is useful
to calculate the payoff of bidder with synergy v if it wins against the rival with synergy w < v:

(1 —a(p” (w),v)) V(v) = A" (p* (w) ,v)
= V(v) =p*(w) = (A= 1)b*(p* (w),v).

Hence, the incremental payoff over the stand-alone (or over the losing bidder’s) value is

¥ (v, w)

SV ) - (- DE 0 () ) - Ve
Note that it is linear in Xj.

Suppose that the auction is initiated at time ¢; conjecture a symmetric equilibrium in strictly decreasing
initiation thresholds. Let bidder 1 with signal s; be the initiating bidder. In any hypothetical separating

equilibrium of the initiation game, bidder 1 believes ss is distributed over [s, s1] with p.d.f. g((jl)). Consider

the expected payoff of bidder 1. The synergy of bidder 1 is a draw from G (v|s1). The synergy of bidder

2 is a draw from G (v|sz). Bidder 1 perceives that sq is distributed over [s, s1] with p.d.f. If((;l)). Hence,
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given information of bidder 1, the c.d.f. of bidder 2’s synergy is

Pr{vs < v} = / G (u]s) g((;)) ds = B[G(v]s)]s < s1].

The corresponding density is E[g (v]s) |s < s1]. Hence, the expected payoff of bidder 1 from the auction is

nBTXtu +/ " g(vls1) (/ Elg (w|s)|s < s1]% (v, w) Xtdw> do— L.

vy 7"_/14

Consider a bidder with signal s deciding when to initiate the auction when it expects the rival bidder
with signal 2 to initiate at threshold X (z), where X (2) is a strictly decreasing and differentiable function.
If the bidder initiates at threshold X, its expected payoff at any time ¢ before initiation is

HBT)ftqu (?)B/SXI(X) /:” /wv (g(vlz)g(wzw(v’w) TXudwd”_I> F()_(‘l(i};)gi[o,t] X))

. /XX(;)H Xo) (X)?Z ))5 / / (g(vz)g(wZW (v, w) f—(idw"“‘O F(X—l(i};é:[o,t} X))

where we define X 1(X() = 5. We maximize the above expression with respect to X and apply the
equilibrium condition that the maximum must be reached at X = X (s). Then, we check that we have
indeed found the maximum by taking the second-order derivative of the expected payoff and evaluating it
at X = X (s). All the steps are the same as those used in the proof of Proposition 3. We obtain:

__h (r=—mI '
B=1[" [ g(v]s)B g (w]z) [z < s]¢ (v, w) dwdv

U1

Finally, we need to check two conditions to make sure that entry deterrence does not occur:

1. Any noninitiating bidder i always joins the auction initiated at threshold X(s) for any s € [s, 3],
J#i.

2. No bidder ¢ with signal s is better off deviating to a low enough threshold X that deters entry of
some of the types of the rival bidder.

Consider the first condition. The noninitiating bidder ¢ with signal s is better off participating in the
auction initiated at threshold X if and only if

[ [ sttt () o

Since the left-hand side is strictly increasing in s and X, it is sufficient to verify the condition for s = s
and X = X (3):

/ " / " g(o]9)g(wl8) (v, wydwdo > LE 1. (32)

>
—~
V]
~—

Consider the second condition. Suppose that a bidder with signal s deviates to initiating the auction at
threshold X < X (8). By the same argument made in Proposition 3, it is sufficient to verify the condition
for the bidder with the highest signal 5. The rival bidder with signal z is better off entering the auction if
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and only if

/ " / " g(w]2)g(w]s) = (e wldudo 2 T

r—
Let 2 (X ) denote the lowest signal z at which this inequality is satisfied. Since the left-hand side is strictly

increasing in z, the rival bidder enters the auction if and only if z > 2 (X' ) Let T (S,X > denote the
expected payoff at the auction to the bidder with signal s, if it initiates the auction at threshold X <X (3):

T (sx) - T)_ZM <H3+F(2 (X))/v:}hg(v|§)¢(v,v)dv+/mvh / /2;()g(v|§)g(w|z)f(z)1/1(v,w)dzdwdv> I

The second condition is satisfied if and only if

T (g, X) <V (5, X) VX < X (). (33)
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Table 1: Benchmark model parameters

Variable Description Value

r Discount rate 0.05

I Growth rate of the state 0.03

o Volatility of the state 0.25

IIp Bidder’s cash flow multiple 2

M7 Target’s cash flow multiple 1

I Participation cost 1

A Financial constraint 1.02 (low) or 1.2 (high)

E[s] Average signal 0.175

F(s) Distribution of signals E[s]4Uniform[—0.075, 0.075]

Binary distribution of synergies only (Sections 1-4)

v Low value of synergy 0

U, High value of synergy 1

G(v|s) Distribution of synergies given signal Pr{v; = v|s} = s
Continuous distribution of synergies only (Section 5.2)

v Lowest value of synergy 0

U, Highest value of synergy 1

G(v|s) Distribution of synergies given signal  (v/vp,)*

Table 2: Definitions of expected outcomes for Sections 4.2, 4.3, and 5.2

The dependence of equilibrium -~ on both bidders’ synergies is made explicit in the defini-
tions. In computation of conditional expected outcomes for the model with binary synergies,
we account for the fact that if v; = vg, each bidder wins with 50% probability.

Quantity Definition

Unconditional expected outcomes (Sections 4.2 and 5.2)
Average share of cash E[1 — (v, vg)\sl, Sa, V1, V2]
Initiation threshold of a cash deal E[min;e (1 0y Xi(s:)| s1,82,v1,v2 s.t. y(v1,v2) < 0.5]
Initiation threshold of a stock deal E[I_ninie{w} Xi(s;)| s1,82,v1,v2 s.t. y(v1,v2) > 0.5]
Average premium in a cash deal E rmnff;}(im — 1]s1, 82, v1,v2 s.t. y(v1,v2) < 0.5
Average premium in a stock deal E Hur}le;;(iﬁ)(i)) — 1fs1, 82,v1,02 s.t. y(v1,v2) > 0.5

Conditional expected outcomes (Section 4.3)

% deals initiated by 4 E[{Xi(si) < X;(s;)}s1,82] B
% deals won by i if initiated by 7 E jl{vl- > vj}|s1, S2,01, V2 S.t. Xigsi < ngsj ]
Average share of cash if initiated (won) by i (i) E |1 —~y(v1,v2)[s1, 82,01, 02 s.t. Xi(s:) < X;(s;),vi > v
Average share of cash if initiated (won) by i (j) E |1 —(v1,v2)|s1,82,v1,v2 s.b. Xi(s:) < X;(sj),v; < vj
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Time T Time t++: Time t+++:

Time 0: Time t+:
Bidders privately —————— h.lon—mltlanlng Participating Ascenc.]mg-md Wlbnner’ L?;rs _____ ===
learn's, s; Bidders decide bidder decides bidders pay /, auction or (b, ) wi Merged company, remaining
A, A; are public whether to initiate whether to learn v v, preempted deal target-estimated | iqder generate cash flows
! participate - occurs value p

Figure 1. Time line of the model

low Ay, A4

——-high X\, }j
- — -high A;, low A;|]
low ), high );

£ Signal, s 32

Figure 2. Equilibrium initiation thresholds

The figure plots the equilibrium initiation threshold of bidder i, X; (s), as a function of its signal for different
combinations of its own ();) and the rival’s (A;) financial constraint parameters. The thick lines show the
equilibrium initiation thresholds when both bidders have the same financial constraints. The thin lines
show the equilibrium initiation thresholds when bidders have different financial constraints: when bidder
i’s financial constraint parameter is low (high), her initiation threshold is shown by the solid (dashed) line,
and the bidder j’s initiation threshold is shown by the dashed (solid) line. For the case of different financial
constraints, §1is the signal below which the more constrained bidder never initiates on equilibrium path;
$ois the signal, above which the less constrained bidder always initiates first and does not learn about its
more constrained rival’s signal.

46



0.7 0.7 0.7

0.65 0.65 === 0.65

0.6 0.6 0.6

1.05 1.1 1.15 1.2 1.05 1.1 1.15 1.2 1.05 1.1 1.15 1.2
A

i Aj

Figure 3. Equilibrium initiation threshold: Comparative statics The figure plots the equilibrium
initiation threshold of a bidder with a signal fixed at the expected level, E [s], as a function of various

parameters of the model. The parameters are listed in Table 1. The solid (dashed) line is the initiation
threshold of a bidder with low (high) financial constraints.
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Figure 4. Average fraction of cash in the payment and average timing of cash and stock deals
as functions of model parameters. The top panel of the figure plots the expected fraction of cash in the
total payment of the acquirer as a function of model parameters. The bottom panel of the figure plots the
expected initiation threshold, conditional on the deal being a “cash” deal (more than 50% of the payment
is paid in cash; solid line) and a “stock” deal (no more than 50% of the payment is paid in cash; dashed
line). We use A\; = Ay = 1.02. The other parameters are listed in Table 1.
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Figure 5. Initiating versus winning bidders

1 initiates, 1 wins

1 initiates, j wins
= = = j initiates, j wins

— — — j initiates, { wins

The figure plots the probability that the deal is initiated by bidder 4 (the left panel), the probability that
the initiating bidder is the winner (the central panel), and the average fraction of cash in the total payment
for different combinations of identities of the initiating and winning bidders (the right panel), as functions
of bidder #’s financial constraint parameter A\;. We use A; = 1.02. Table 1 lists the other parameters.

1.2 1
—TIow ), NP
low A, P
Y - - —high A, NP
I\ ——-high A, P

Initiation threshold
Probability of entry deterrence

0.5 0.1

0.2 0.3 0.4
Signal of the Initlating Bidder

0.2 0.3 0.4
Signal of the Initiating Bidder

05

Figure 6. Equilibrium in the model with entry deterrence The left panel plots the equilibrium
initiation threshold of a bidder as a function of its signal, when A = 1.02 (“low A, P”) and when A = 1.2
(“high A\, P”). It compares them to the equilibrium initiation threshold in the model in which each bidder
is assumed to always enter the auction initiated by the rival bidder (“low A\, NP” and “high A, NP”,
respectively). The right panel plots the equilibrium probability that the rival bidder is preempted (i.e., a
single-bidder contest) as a function of the signal of the initiating bidder. Table 1 lists the parameters.
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Figure 7. Acquisition premium in the model with continuous distribution of synergies The
figure plots the average acquisition premium, as a function of parameters, conditional on the deal being a
“cash” deal (more than 50% of the payment is paid in cash; solid line) and a “stock” deal (no more than
50% of the payment is paid in cash; dashed line). We vary one parameter and keep the others at the level
listed in Table 1. We use A\; = A2 = 1.02. The dash-dotted line shows the average synergies, divided by
the value of the target as a stand-alone.
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