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DO CORPORATE GOVERNANCE
AND CULTURE MATTER IN
CROSS-BORDER ACQUISITIONS?
SOME CHINESE EVIDENCE

Abstract

The Chinese market for corporate control has recently gained much academic atten-
tion. This research constructs a sample of 159 cross-border acquisitions made by 123
Chinese firms between 2010 and 2014 and relates the roles of governance and culture
to the wealth effects of mergers. First, the shareholders of Chinese bidders experience
gains upon the announcement of overseas mergers. Second, country- and firm-level
governance notably affects the cumulative abnormal returns of Chinese acquirers.
Lastly, and however, the cultural distance per Hofstede’s (1980) four cultural dimen-
sions does not appear to be a significant factor in determining the shareholder wealth
of Chinese purchasers.

Keywords mergers and acquisitions, corporate governance, cultural

factors, cumulative abnormal returns

JEL Classification  G34, G14, 71

INTRODUCTION

The Chinese market for corporate control has recently gained much
academic attention. In this paper, we contribute to the literature on
emerging markets finance by identifying the factors of determining
the wealth of Chinese acquiring shareholders with regards to cross-
border acquisitions. The global market for corporate control has been
active in the past three decades. Chinese firms have begun acquiring
foreign assets relatively recently, mostly since 2000 when the Chinese
government initiated its “Go Global” strategy (China Council for the
Promotion of International Trade, 2011). However, state-owned enter-
prises (SOEs) in China started overseas acquisitions as early as the
1980’s.

Five discernable patterns emerge from foreign investments by Chinese
companies. First, changes are in both volume (number of transac-
tions) and quality (deal size). According to the statistics of overseas
investments by Chinese firms publicized by the Chinese government
since 2003, the total deal size amounted to US$ 122.9 billion in 2014,
which is 40 times the reported value of US$ 2.7 billion in 2002. This
placed China third, after the U.S. and Japan. Also, Chinese companies
made 424 overseas acquisitions in 2013 (PRC Ministry of Commerce,
2013)". Second, private sector companies in China have also shown in-

1 http://english.mofcom.gov.cn/article/statistic/foreigninvestment/
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creased interest in global buyouts with the help of efficient approval procedures established by the “Go
Global” campaign. The split between SOEs and private sector firms in cross-border mergers, excluding
financial buyers, is 1/3 versus 2/3 in number and 2/3 versus 1/3 in deal size (Pricewaterhouse Coopers,
2014). Third, the primary targets of SOEs are in the manufacturing and natural resources industries
whereas those of private sector firms are in transition from conventional manufacturing to science and
technology and service industries (Pricewaterhouse Coopers, 2014). Fourth, the target countries are
highly diversified, 184 as of December 2013 (PRC Ministry of Commerce, 2014). Fifth, considering the
substantial foreign exchange reserves in China, US$ 384.3 billion as at the end of 2014, a continued es-
calation in cross-border corporate purchases is expected. China has shown annual trade surpluses from
2005 to 2013, except for 2011 (People’s Bank of China, 2014).

As mergers by Chinese firms became conspicuously active, so did speculations and expectations of even-
tual successes. Boateng et al. (2008), Kling and Weitzel (2011), Ning et al. (2014), and Du and Boateng
(2015) report positive cumulative abnormal returns (CARs) for Chinese shareholders upon the an-
nouncement of cross-border mergers and acquisitions. However, Chen and Young (2010) document
negative event-study returns for 39 international merger cases involving Chinese SOEs. Bhagat et al.
(2011) show that 68 takeovers of emerging market firms by Chinese companies are, on average, ap-
praised as promising by investors with positive CARs. They analyze variables such as ownership struc-
ture, historical growth and operational performance, type of merger, corporate governance, and the
ratio of tender offers and find that of 698 cross-border transactions for corporate control, half of the top
10 firms in terms of shareholder wealth gains are based in China.

There are two broad opinions regarding corporate purchases made by Chinese SOEs. First, Chen and
Young (2010), Ning et al. (2014), and Kling and Weitzel (2011) argue that the shareholders of Chinese
SOEs on average see their wealth decline when their firms acquire overseas targets because their gov-
ernment shareholder might make decisions from political motives at the expense of minority and in-
dividual shareholders” agency costs. Second and to the contrary, Du and Boateng (2015) find that the
Chinese government’s ownership and shareholders’ wealth correlate positively because of the affirma-
tive signals sent by policy-driven turnaround of targets and fewer financial restrictions because of im-
plicit governmental guarantees. Also, most Chinese SOEs are cross-listed abroad, and those firms show
higher shareholder value (Ghosh & He, 2015) because they are believed to maintain higher managerial
transparency under the regulatory umbrella of foreign authorities (Ning et al., 2014). Choi and Choi
(2015) show that Korean firms that have cross-listed their American depositary receipts are better-gov-
erned than other firms, lending support to Coffee’s (1999) bonding hypothesis. Kling and Weitzel (2011)
find that among the A-shares (Shanghai and Shenzhen-listed, Chinese Yuan-denominated), B-shares
(Shanghai and Shenzhen-listed, foreign currency-denominated), and H-shares (Hong Kong-listed,
Hong Kong dollar-denominated) of Chinese companies, B- and H-listings create positive event-study
returns, although those results are statistically insignificant. However, the literature contains no event
study of acquisitions of foreign targets by cross-listed Chinese firms. In addition to cross-country dif-
ferences in corporate governance, non-economic traits such as cultural and geographical distance are
known to affect the outcomes of cross-border mergers (Erel et al., 2012). None of those traits have been
analyzed as they pertain to foreign acquisitions by Chinese corporations.

Regarding the effects of corporate governance on the announcement returns of mergers, legal systems
(common versus civil laws), corruption rate, government efficiency, political security of the target coun-
tries (Bhagat et al., 2011; Weitzel et al., 2006), and differences in the legal enforcement between acquir-
ing and target countries (Martynova & Renneboog, 2008; Feito-Ruiz et al., 2011) have been previously
discussed. Du and Boateng (2015) focus on the influence of the cultural distance (Hofstede, 1980) be-
tween China and target countries and the target country risk indicator on the CARs of Chinese ac-

2 http://english.mofcom.gov.cn/article/statistic/foreigninvestment/
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quiring firms, although the cultural factor turns out to be statistically insignificant. In an attempt to
improve the explanatory power of Hofstede’s (1980) four cultural dimensions, Aybar and Ficici (2009)
control for the geographical distance between countries. Hitherto, existing studies on Chinese acquisi-
tions of foreign firms do not identify relevant control variables, such as regional economic development,
differences in GDP growth rates, stock market performance, currency values or strengths, economic
status (developed versus emerging or developing), languages, or taxes.

Can the cross-listings of Chinese SOEs play a role in determining the influence of the Chinese govern-
ment’s shares on positive merger announcement returns? A firm can improve its governance by listing
in a country or region with better sovereign-level corporate governance than the home country (Ghosh
& He, 2015). According to the bonding hypothesis (Coffee, 1999), an emerging market firm’s decision to
cross-list on a developed country’s exchange requires ex ante motivation that signals managerial com-
mitment to improving corporate governance. After cross-listing, the firm has to comply with stringent
internal control guidelines enforced by the foreign authority; thus the ex post disciplinary mechanism
is binding.

The protection of investors’ rights can be realized (Choi & Choi, 2015). According to our hypothesis,
Chinese firms that go public in the U.S., Hong Kong, or another country demonstrate better corporate
governance than those listed only in Shanghai or Shenzhen and can expect high abnormal returns upon
the announcement of cross-border M&As.

HI: If a Chinese firm goes public in a country or region considered to have better corporate governance
than China, such as the U.S. or Hong Kong, it can obtain higher abnormal returns than do Chinese
companies listed exclusively in China.

The level of corporate governance can be used to measure the degree to which shareholders’ rights are
protected, so investors prefer to invest in companies with good governance. Accordingly, well-governed
Chinese companies can expect higher abnormal returns than their more poorly governed counterparts
when they announce international takeovers. Through the results of their study on Chinese companies’
governance and performance, Cheung et al. (2010) empirically prove that good corporate governance
can positively affect a company’s market value, which suggests that Chinese firms with good gover-
nance will have a higher Tobin’s Q than do companies with lower levels of governance. Thus, according
to the bootstrapping hypothesis of governance, if a target country has higher levels of governance than
the mother country, an acquiring company can gain a better governance structure, and its Tobin’s Q
will improve.

H2: If a Chinese company acquires a target company in a better-governed country, the acquirer can ob-
tain higher abnormal returns than would otherwise be the case.

According to the positive spillover by law hypothesis suggested by Martynova and Renneboog (2008),
the better the corporate governance of acquiring firms, the higher are the wealth effects shown for both
the acquiring and target companies. In addition, according to the bootstrapping hypothesis, if the ab-
normal returns of an acquiring company increase through the acquisition of a target company with
good corporate governance, the abnormal returns earned will increase as the difference between the
firms’ increases, regardless of whether the acquirer or the target has better corporate governance.

H3:  The greater the difference in corporate governance between a target country and China, the higher
are the abnormal returns for the Chinese bidding company.

If the information asymmetry problem arising from cultural distance between an acquiring country
and a target country becomes serious, it can cause an increase in M&A transaction costs. In other words,
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the cultural distance asserted by Datta et al. (1995) can pose a barrier to transactions between two coun-
tries and lead to a rise in M&A transaction costs, which in turn negatively affect the shareholder wealth
of the acquirer.

H4:  The greater the cultural distance between two countries, the lower are the abnormal returns for
Chinese firms.

Aybar and Ficici (2009) measure an acquiring firm’s international experience using the ratio of the
company’s foreign trade volume to its total assets. In line with this method, the international experi-
ence in the acquiring and target countries can be measured using the ratio of foreign trade volume to
GDP. In other words, countries that have been actively engaged in international trade build up interna-
tional experience, which can reduce the effects of cultural distance as defined through Hofstede’s four
dimensions.

H5: A target country with considerable international experience can lower the negative effects of cul-
tural distance on the abnormal returns of a Chinese purchaser.

In this paper, we construct a sample of 159 cross-border acquisitions made by 123 Chinese firms be-
tween 2010 and 2014 and relate the roles of governance and culture to the wealth effects of cross-border
mergers. Our empirical findings are as follows. First, the shareholders of Chinese bidders experience
gains upon the announcement of overseas mergers. Second, country- and firm-level governance sig-
nificantly affects the CARs of Chinese acquirers. Specifically, the CAR increases with cross-country
differences in control of corruption, governance effectiveness, political stability and absence of violence
and terrorism, and regulatory quality and rule of law. At the firm-level, poorly governed Chinese ac-
quirers in cross-border deals show higher CARs, which contradicts Masulis et al’s (2007) U.S. study.
Third, some firm-level and deal characteristics affect the event-study returns of Chinese acquiring firms,
such as previous returns and listed targets negatively and deal size and percentage ownership positively.
However, the CAR decreases as the bidding firm becomes more transparent. Fifth, the cultural distance
per Hofstede’s (1980) four cultural dimensions does not appear to be a significant factor in determining
the shareholder wealth of Chinese purchasers.

In the remainder of this paper, the data, variables, and methods of our research are discussed in section
1. Section 2 presents the results of our empirical analyses. Finally, we conclude with the implications of
this study and future research ideas in the last section.

1. METHODS along with those listings with daily closing stock
price observations for fewer than 50 percent of the
1.1. Data total trading days in the sample period. As a result

of those qualifications, the total number of deals
fell to 159 cases with 123 acquirers and 44 target
countries (Table 1).

The primary sample for our study, sourced from
Wind China, is the domestic and cross-border
M&A deals of 2,209 cases involving Chinese ac-
quiring firms from January 2010 until December
2014. After removing domestic, uncompleted,
non-controlling stake (less than 50 percent own-
ership), and financial institution acquisitions, 254

1.2. Variables

We measured stock returns before and after a giv-
en announcement date and used them to exam-

deal counts remained. Sequentially, we excluded
deals without official announcement dates via the
Shanghai, Shenzhen, Hong Kong, or New York
(NYSE) stock exchanges and company websites,

ine changes in the shareholder wealth upon the
announcement of cross-border buyouts. The base
date for the announcement of a case refers to the
date on which a cross-border M&A is first an-
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Table 1. Trends in cross-border deals announced by listed Chinese acquirers

Exchange of acquirer listing

Y : Total
car Shanghai Shenzhen Foreign (cross-listing) : ol
2010 5() 404) 1502 24 (1)
2011 7(7) 10 (10) 10 (8) 27 (25)
2012 505 14014 1402 3300
2013 14 (14) napy oo 449 2929
2014 an 7a»n a4y 48 42)
Total 42 56 61 159 (123)

Note: This table shows the trends in number of cross-border merger deals announced by listed Chinese acquiring firms from

2010 until 2014. The number of acquirer is within parentheses.

nounced on the website of a stock exchange or an
involved company.

1.2.1. Cumulative abnormal return

We carry out an event study from the base date
of the M&A announcement to analyze changes
in shareholder wealth and their causes accord-
ing to the timing of M&A announcements. We
use daily stock returns and market returns as a
market model to explore the market reaction that
measures shareholder wealth: the daily returns of
the Shanghai Composite Index to estimate stock
items traded in the Shanghai stock market, the
daily returns of the Shenzhen Composite Index
for items on the Shenzhen stock market, the Hang
Seng Index for items on the Hong Kong stock mar-
ket, and the Dow Jones Index for items on the U.S.
stock market. We base our parameter estimation
on the period 230 days to 30 days prior to the an-
nouncement of each case.

We sequentially calculate CARs by first extracting
an ordinary least squares estimate of the slope co-
efficient ( B l.) in the following market model:
R,=a;+ R, +&,, ©)
where R, is the return of firm 7/ on day ¢, and
R . is the market return on day ¢. The abnormal

mt

return (AR, ) is calculated,

AR, =R, — (ai +BR,, )7 @
to give the (d, +d,+1)-day CAR upon firm
i's foreign acquisition, announced on day 7, as
follows:

+d,

H(1+ARi,)}—1.

7=—d,

CAR_[-d,, +d,]= { ©)

Q4

1.2.2.Independent variables

The independent variables pertaining to country-
and firm-level governance are as follows.

Legal system of target countries. Based on the
classification by La Porta et al. (2006), we divide
the laws of each target country into English legal
origin countries and German legal origin coun-
tries (Table 2). Countries that adopt the English
legal system are the U.K., the U.S., Canada, Hong
Kong, New Zealand, and Australia, and the coun-
tries under the German legal system are Germany,
Japan, France, the Netherlands, and Italy. This
variable (Legal) is a dummy variable assigned the
value of one if the target country belongs to the
English legal system and zero otherwise (German).

The sovereign governance index (G j) of each tar-
get country (/) is calculated as follows:

G, = ZNij’

i=1

@

where N are the five following factors: control of
corruption, government effectiveness, regulatory
quality, political stability and absence of violence
and terrorism, and rule of law. This index is avail-
able from the World Bank database.

Accordingly, the relative governance (Relative G)

of a target country (j) over China is
5

i=l1
5 s

2N,
i=1

where N, is the value of evaluation dimension i
for country j, and N, is the value of evaluation

dimension i for China.

Relative G, = (5)
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Table 2. Cross-border acquisitions by Chinese firms by the legal systems of target countries

Country

Deal
count*

Deal count as
of total

deals™,

: a percentage

%

Deal value (US$’000s)

Deal
count

Deal count as
a percentage of
total deals, %

Total

Average

Engli

sh legal system

UsA

Canada

U.K.

Australia
HongKong
Singapore
_Thailand

India

Jreland
South Afrlca

New Zealand
Israel

:Vlrgln Islands

Subtotal

NPz

e S S
T
AR S

3.8

3.8
1.3
1.3
0.6
0.6
0.6
0.6
0.6
50.9

L SO R

e O S (S (N VI N U

50

O O

4.3

B O
SSE T

14

07

0.7

'f]qufffffﬁ}

0.7

51.4

. 5240509.7

18 471 285.7
1471 235 2

1080359.0
21100629

1174 230.0

27 570.0
3776
227 000.0
56 425.4

S S 27/ S
72

53176
31143 680.1_

180707.2
679 20;
210 176.

2160718

351 677.2

L 2348460
73070

3653.5
137850
377.6

2270000

564254

) 1272000.0

53176

3424035

German legal system

Germany

Japan

“Netherlands .
Maly
Argentina
Poland .

Brazil

BollVla

“Denmark

France

Gabon

Finland
Congo .

“Cambodla

Czech Reprllc:
“Madagasca[ I

Portugal

SW|tzer|a d
Indonesia

Arabia

Ru55|a

“Kazakhstan o

Peru

NSwedenﬁffiffﬁ

Talwan

:.Turkey

Urguay

:.Chlle ‘
“Subtotal
Total

-
O ia;

A

5.7

,..2.5
1.9

13
1.3

B T

13

13
1.3
0.6

13,

06
0.6

LI S

0.6
0.6

0.6

0.6

LS . N

B S
3

B S
B S
13

06
06
06

06

N R

LB

8
140

93
6.4
36

S A

21

14

SR

14

07

14

14

JE T

07

S I

14

14

07

0.0

DO

0.0

07

0.7

07

0.7

0.0

LO7
86 2

JLE T
(E TR

07

B A

1266 311.1
358 766.7

. 659814.6

559 5

14 600.0

63 238.

88 748.6

o6l
821919

12 000 0

21127439

11324
27.050.0

26000000

30021

50 609.¢
170. 5

14 280 O
23 544 395 2
54 688 075.3

26347 2

664833

6086
61048

372939

69598 ¢

97.408.5
39 863.0

2468288.7 . .
1649537

07
1624032
420900

493 657.7.

4438316.2
L2290
812016 .
42090.0
73000
266347
316193
332417
443743
81331
410960
12000.0
704 2480

6086
285250
61048

37599

26000000

30021
6959.8
50 609.6
1705

d’i’zéd o
2819005

313 252.6

Note: Based on La Porta et al’s (2006) classification, the laws of target countries are grouped into English versus German legal
origins. Deal counts in number and percentage with asterisk (*) are those without deal value disclosure.
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We use the computational model for cultural
distance from existing studies to calculate the
distance of governance (G Distance) between
China and a target country. That is,

(N, - N, )

G Distance = ,

©)
5V,

where GD,; is the governance index distance be-
tween China and country j; N, is the value of
evaluation dimension i for country j; N, is the
value of evaluation dimension i for China; and V;
is the distribution of evaluation dimension 1.
Because higher corporate transparency leads to
lower information asymmetry inside and outside
a company, stock prices are effectively determined,
and therefore the explanatory power for the stock
returns of a transparent company (coefficient of
determination, R-square or R*) should be low
(Merck et al., 2000). Accordingly, we define stock
return synchronicity as a log it transformation of
R-square from the regression of the market model
R2 which is an inverse proxy for cor-
(hl (mj} porate transparency and corporate
governance. We follow the conven-
tion of Chen et al. (2007) for the firm-level gover-
nance score (Firm G) as
Firm G=1-R?, @)
where R’ is the R-square from the regression of
the market model (1).

The cultural distance (C Distance) between two
countries is based on Hofstede’s (1980) four dimen-
sions of power (distance, individualism, masculin-
ity, and uncertainty avoidance) and is measured
by combining evaluation dimensions (Kogut &
Singh, 1988; Malhotra et al., 2011; Slangen, 2006)

as follows: )
Z{(Ni/ _Nic)z}
C Distance, ==
/ 4y

i

., ©®

where C Distance; is the cultural distance be-
tween China and country j; H, is the value of
evaluation dimension i for country j; H, is
the value of evaluation dimension i for China;
and V. is the distribution of evaluation dimen-

1

sion I.

96

1.2.3.Control variables

This section lists the control variables of our re-
search, which we selected following the litera-
ture. The firm-level characteristics are as fol-
lows: Cross-listed status of the acquiring firm
(Cross Listed) is assigned the value one if a
Chinese acquirer is listed on an overseas stock
exchange (Hong Kong or the U.S.), and zero
otherwise. State ownership (State Own) classi-
fies Chinese firms by whether their major share-
holder is the state. An acquiring firm with high
future growth potential can create new oppor-
tunities and markets through cross-border take-
overs and help increase its shareholders” wealth
with a high Tobin’s Q (Tobin Q) (Ning et al,,
2014; Kling & Weitzel, 2011). Pre-performance
(Pre Perform) is obtained from the annual ac-
counts of each acquiring firm for the year prior
to the M&A transaction. Corporate size (Size)
is derived by taking the logarithm of observa-
tions obtained from the annual accounts of each
acquiring firm for the year prior to the M&A
transaction. Leverage ratio (Leverage) can re-
veal the financial capacity of acquiring compa-
nies, reduce the agency problem, and positively
influence the wealth of the acquiring sharehold-
ers. We obtain this variable from the annual ac-
counts of each acquiring firm for the year prior
to the M&A transaction. Free cash flow to assets
ratio (Free Cash Flow) is obtained from divid-
ing a company’s actual cash flow that the firm
can use by deducting capital expenditures and
additional working capital from the operational
cash flow obtained through business activities,
and by normalizing this measure with the size
of total assets. Corporate age (Age) is measured
as the number of years from foundation until
the M&A event. Track record (Experience) as
the firm’s experience in buyouts in a target ar-
ea prior to a particular transaction is obtained
through the websites of the acquiring compa-
nies and Internet searching.

We also control for deal characteristics as fol-
lows: Deal size (Deal Size) defines transaction
costs as the relative value of an acquirer’s to-
tal assets (Kling & Weitzel, 2011). Relatedness
(Related) measures how well an acquiring com-
pany’s business activities relate to those of its
target, an acquisition can be classified as related
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or unrelated, obtained from M&A announce-
ment reports. Payment method (Payment) is
obtained from M&A announcement reports as
cash payment rather than stock payment ap-
pears to have positive effects on the shareholder
wealth in acquiring companies. Purchase ratio

Table 3. Variables

Variable

Abbreviation

Dependent variable

Cumulative abnormal return

CAR

Independent variables

Governance measures

(Control) is the acquisition stake at the target Legal system of target country  legal
firm. Acquiring a listed company (Listed Target) ~ Sovereign governanceindex
can result in high political costs, and the target .Reltivegovernance | Relative G
. . . . Governance distance i G Distance
can demand a high premium, which in turn can s
Corporate governance Firm G

negatively affect the wealth of the bidding com-
pany’s shareholders.

We provide a list of country-level control char-
acteristics as follows: Tax (Tax) is a dummy
variable equal to one if the ratio of the target
country’s corporate tax rate over that of China
is higher than one and zero otherwise, obtained
from the KPMG website. In the literature, con-

Culture measures

Cultural index
Cultural distance

i C Distance

Control variables

Firm-level characteristics
Cross-listed status
State ownership
TobinsQ
Pre-performance

. Crosslisted
. StateOwn =
i JobinQ
. PrePerform : .

Corporate size i Size i
siderable efforts have been made to analyze leverageratio  leverage
the effects of ggographlcal dlstanc'e.b.etween Free cash flow to assets ratio | FreFeIOCV:’/ash :
countries (Geo Distance) (Aybar & Ficici, 2009). o [

. . . . orporate age e
In line with the method applied in Aybar and gl i
Track record ;. Experience _ :

Ficici (2009) that defines the international expe-
rience of target companies (International) using

Listed target
Deal characteristics

- listed Target

the ratio of their foreign trade volume to total  Deal size  DealSize

assets, we evaluate the international experience  Relatedness . Related =

of acquiring and target countries through the .Paymentmethod Lbayment et

ratio of their foreign trade volume to GDP. Purchase ratlo __ .......b. comtel Lk
Country-level characteristics ..
Tax e Tax -

Table 3 summarizes the variables of our investi-
gation and their expected signs in affecting the
CAR of Chinese acquirers upon the announce-
ment of foreign acquisitions.

Geographical distance | Geo Distance : -
International experience of

target country International : +

Note: This table lists the variables selected and identified in
this research.

1.3. Empirical model

Based on the variables described in the previous sections, our general empirical model in this research
is as follows:

CAR, [—d1 , + dz] = Intercept + a,Legal,, + a,RelativeG, , + a,GDistance, , + a,FirmG, , + a;CrossListed, , +

Governancemeasures

+b,C Distance; + ¢,State Own, , + c¢,Tobin Q,

. T ¢ Pre Perform, | +c,Size,, | +c;Leverage, | +

Culturalmeasure

+c,Free Cash Flow,

it—1

+c,Age;, + ¢ Experience; + c,Listed Target,, + d Deal Size, + d,Related, , +

+d,Payment,, + d,Control,, + e Tax,, + e,Geo Distance, + e,International, , + error/term,

whose dependent variable is the (d, +d, +1)-day CAR for firm i's foreign acquisition announced on
day 7 in year ¢.
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Table 4. Cumulative abnormal returns for Chinese acquirers

Window Day 0 [-5, 1] [-1, +1] [-2,+2]  [-3,+43] | [-5,+5] @ [+1, +5]
CAR ... 00077 5...0.0014 : o0n4m c..oonr p..0009 ....0.010 ;. .000
t-value 2.017 0.299 2.953 2.150 1.505 1.493 0.250

Note: This table reports the cumulative abnormal returns (CARs) for Chinese acquirers upon their announcement of 159 cross-
border merger deals. CAR reported as 0.007 correspond to .70%. Asterisks denote the significance of CAR estimates: * p < 0.1,

*p <0.05, ¥ p<0.01.

2. RESULTS
2.1. Preliminary results

2.1.1. Cumulative
abnormal returns

The CARs for Chinese acquirers after measuring
market responses before and after the announce-
ments of 159 cases of cross-border mergers are
given in Table 4. Observation sections are set to
both asymmetric and symmetric event windows

Table 5 compares CARs upon announcement,
classifying the events by considering whether the
Chinese acquiring firm is cross-listed in the U.S. or
Hong Kong and whether the target country is un-
der the English legal system. Cross-listed Chinese
firms showed higher CARs than non-cross-listed
Chinese firms in all event sections. This supports
our hypothesis about cross-listing, HI, showing
that Chinese firms listed in the U.S. or Hong Kong
earned higher abnormal returns than those listed
only in Shanghai or Shenzhen.

([—5, —l], [—1, +1], [—2, +2], [—3, +3], [—5, +5],Also, abnormal returns for acquiring companies

and [+1, + 5]) and the results are positive in all
sections. This result is consistent with those of
Boateng et al. (2008), Kling and Weitzel (2011),
Ning et al. (2014), and Du et al. (2015). Moreover,
the abnormal returns on the announcement day,
3-day ([—1, +1]), and 5-day ([—2, +2]) CARs
are significant: 0.7 percent, 1.36 percent, and 1.1
percent, respectively. Therefore, cross-border ac-
quisitions by Chinese firms appear to increase
the wealth of their shareholders.

when the target countries are under the English legal
system are higher than those when the target coun-
tries are under systems with other legal origins in all
event sections. This result coincides with the stud-
ies of La Porta et al. (2006) and Bhagat et al. (2011),
which claim that compared with other legal systems,
English law features higher information transparen-
cy and stronger investor protection through stricter
regulation of stock markets and, therefore, increases
the abnormal returns of acquiring companies.

Table 5. Cumulative abnormal returns for Chinese acquirers, continued

ind Cross-listed status of acquirers Legal system of target countries
Window Cross-listed . Domestically listed  English legal system . German legal system

Day 0

CAR 0.012 6.004 . 0.012 0.001

t-value 1.557 1.312 2.092 0.407
[-1, +1]

CAR 0.017* O T 0.027*** 0.006

t-value 1.714 2.788 2.643 1.386
[-2, +2]

CAR 0.013 0.009* - 0.017** 0.004

t-value 0.017 1.849 2.108 0.660
[-5, +5]

CAR 0.011 6008 . 0.011 0.007

t-value 0.786 1.060 1.056 0.737

Note: This table reports the cumulative abnormal returns (CARs) for Chinese acquirers upon their announcement of 159 cross-
border merger deals. Further, differences are contrasted based on the cross-listed (U.S. or Hong Kong) status of acquirers and
the legal system (English versus German) of target countries. Cross-listed Chinese firms showed higher CARs than non-cross-
listed Chinese firms in all event sections. Asterisks denote the significance of CAR estimates: * p < 0.1, ** p < 0.05, *** p < 0.01.
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2.1.2.Sample statistics
and correlation coefficients

Table 1A (Appendix A) presents basic statistics for
the variables analyzed in this paper. The mean val-
ue of relative governance (Relative G) for China and
the target countries is 0.951, and most of the targets
of Chinese buyouts seem to be located in countries
in which corporate governance is better than it is
in China. The mean values of governance distance
(G Distance) and cultural distance (C Distance) be-
tween China and the target countries are 14.449 and
10.980, respectively. Clearly, governance distance
and cultural distance exist between them. According
to our analysis of deal characteristics, Chinese firms
prefer to pay in cash for international M&A deals,
and the bulk of the takeover deals occur between
companies in related industries.

Table 2A (Appendix A) presents Pearson’s cor-
relations for all pair-wise variables. We analyzed
the correlations in the order of our hypotheses:
cross-listing, corporate governance and cultur-
al distance. In the correlation analysis for cross-
listing, cross-listed Chinese firms and their firm
governance (Firm G) show significantly positive
correlations. This result overlaps with HI, which
mentions that cross-listed companies tend to show
better corporate governance than do non-cross-
listed ones. Analyses of the correlations of cross-
listing with SOEs and corporate age turn out to
be both positive and highly significant, indicating
that SOEs and older Chinese firms tend to cross-
list. Moreover, deal characteristics for cross-bor-
der acquisitions made by cross-listed firms show
significantly positive correlation between present
cross-listing and prior experience with cross-bor-
der M&As. Transaction costs and cash payment
have a negative and significant correlation.

In the governance analysis, an English legal system
and the governance distance between merging par-
ties are significantly and positively correlated. That
is, the governance distance between China and the
target countries is greater when the targets have
English legal origins. The cultural distances between
English-legal-origin countries and China are signifi-
cantly negative, which means the differences in cul-
tural aspects between them are rather trivial.

In the case of relative governance and gover-
nance distance, both have significantly positive
associations with cultural distance. Correlation
analyses suggest that cultural distance and the
target countries’ level of international experi-
ence (foreign trade volume/GDP) are associ-
ated negatively and highly significantly. This
accords with H5, which posits that the cultural
distance between two countries decreases as the
target country’s level of international experi-
ence increases. Also, the geographical distance
between countries shows a significant and posi-
tive correlation.

2.2. Main results

Table 3A (Appendix A) presents the regresr
sion results of 3-day ([—l, +1]) and 5-day
([—2, +2]) CARs, which are the statistical-
ly significant estimates on average (Table 4)°.
Model 1 tests the hypothesis on cross-listing
(HI). Model 2 verifies the hypothesis pertaining
to the relative governance between countries
(H2). Model 3 tests the hypothesis pertaining
to the governance distance between pair-wise
countries (H3). Model 4 evaluates the hypothe-
sis pertaining to the cultural distance (H4), and
Model 5 examines the hypothesis regarding the
cultural distance between two countries con-
trolling for geographical distance and the target
country’s level of international experience (H5).
Model 6 provides a comprehensive analysis of
all variables used in this research.

2.2.1.Firm-level
and deal characteristics

We implement regressions of the CAR esti-
mates onto firm-level and deal characteristics in
Model 1. Despite weak numerical significances
on average, shareholders of Chinese acquirers
cross-listed in the U.S. and Hong Kong (Cross
Listed) appear to gain more wealth than share-
holders of Chinese acquirers not cross-listed
upon announcements of foreign takeovers. This
is not evidence against the hypothesis on cross-
listing (HI). Acquirers’ previous performance
(Pre Perform, previous net gain and sales) is
shown to negatively affect the CAR upon merg-

3 We excluded 19 merger deals for which we could not identify transaction amounts, as well as two cases for which we could not find the
purchase ratio. This brought the number of samples used for H1, the hypothesis on cross-listing, to 138.
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er announcement. Although this might be un-
expected, the management of a company with
superior past performance, in terms of ROE,
is more likely to make unreasonable decisions
and overpay a premium to reach a deal, caus-
ing the value for its shareholders to wane (Du &
Boateng, 2015). Also, this result is in line with
Ning et al’s (2014) finding of a statistically sig-
nificantly negative correlation between the ROA
of Chinese acquirers and their CARs. If the for-
eign target firm is listed, it might undermine
the wealth of Chinese acquiring shareholders
over a 5-day event window ([—2, + 2]), because
greater political costs and a higher premium are
required to secure the deal.

Regarding the deal characteristics, the deal size
positively affects the CAR over 3 days ([—1, + 1])
around the announcement because larger M&A
deals (Deal Size) receive more market attention,
consistent with Kling and Weitzel (2011). Paying
for deals in cash does make Chinese purchas-
ers wealthier (3-day window, [—1, +1]) which
makes sense because acquirers paying in stock
tend to extend higher premiums to their targets.
Over 5 days surrounding the announcement
([—2, +2]), the higher the portion of acquisi-
tion, the better is the market response (Control).
2.2.2. Corporate governance

While continuing to control for firm-level and
deal characteristics, we test the role of corpo-
rate governance in influencing the wealth of
acquiring shareholders upon a cross-border
merger announcement (H2 and H3) in Models
2 and 3% Chinese firms’ level of governance
(Firm G) appears to significantly and negative-
ly affect CARs over 5 days ([—2, + 2]) In other
words, the shareholder value of well-governed
Chinese acquiring firms diminishes upon for-
eign takeovers. Although this outcome con-
tradicts Masulis et al’s (2007) U.S. study, it is
in line with Chang et al’s (2015) international
finding: “Poorly governed acquirers in cross-
border deals experience higher announcement
period returns”. Other cross-country difference

measures pertaining to governance (Relative G
and G Distance) do not have statistically mean-
ingful implications.

After controlling for all cultural measures,
firm-level, deal, and country-level character-
istics in Model 6, we find that the governance
distance (G Distance) between the two involved
countries positively affects the CAR over 3 days
([—1, +1]), supporting H3. In other words, the
wealth of acquiring shareholders becomes high-
er as the cross-country difference in country-
level governance increases. This lends support
to Martynova and Renneboog’s (2008) synthesis
of the positive spillover by law hypothesis and
the bootstrapping hypothesis, suggesting gover-
nance transfer upon merger.

2.2.3. Cultural distance

We turn to examining the effect of cultural dis-
tance on the acquirer’s CAR®. We hypothesize
a negative association between the cultural dis-
tance between the involved countries and the
CAR of the Chinese acquiring shareholders
(H4 and H5). In Model 4, without governance
measures, the cultural distance and the CAR
are positively but statistically insignificantly re-
lated. Further controlling for the geographical
distance between China and the target country,
the cultural distance factor continues to be in-
significant. However, this result, appealing to
the ‘null” hypothesis, is in fact in line with the
literature, which documents that in the emerg-
ing markets (Bhagat et al., 2011; Aybarand
Ficici, 2009), including China (Du & Boateng,
2015), the cultural distance per Hofstede (1980)
does not appear to determine the acquiring
shareholders’ wealth upon takeover announce-
ment. We bring back the governance measures
in Model 6, and the cultural distance remains
weak but the sign turns negative. Economic in-
tuition suggests that the gap in culture between
China and a target country can pose a barrier
in cross-border transactions that increases the
deal costs and negatively affects the wealth of
acquiring shareholders.

4 We were able to procure sovereign governance index scores (SovereignG) for 43 countries, with the exception of Congo. After excluding
two cases of transactions in Congo, the final number of cases applied in the regression analysis on governance structure was 136.

5  As for samples related to cultural distance, we excluded cases in countries for which we could not identify a culture index: British Virgin
Islands (1 case), Bolivia (2 cases), Gabon (2 cases), Congo (2 cases), Cambodia (2 cases), Madagascar (1 case), Kazakhstan (1 case), and
Samoa (1 case). Thus, the number of samples used in the regression analysis on cultural distance was 122.
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For this paper, we have constructed a sample of 159 cross-border acquisitions made by 123 Chinese
firms between 2010 and 2014 and correlated the roles of governance and culture to the wealth effects of
Chinese acquisition of cross-border targets. This study has a few limitations. First, it lacks information
regarding the corporate governance of the foreign target companies, which could reveal more detailed
roles for how the corporate governance of the merging parties affects shareholder value. Second, we
have not considered the long-term stock performances of the Chinese acquirers, which could pose an
interesting research angle. M&As are a long-run investment decision that necessitates prudent post-

merger integration processes.
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APPENDIX A

Table 1A. Summary statistics

Variable Mean . Standard dev. Minimum Maximum
Dependent variable
AR L, T 0014 b 0058 o i....70180  i......0367 .
CAR [-2, +2] 0.010 0.062 -0.175 0.294
Governance measures
Legal : 0.574 0.497

Relative G 0951 ... 0.217

GDistance 14449 5.823

Firm G 0.719 0.187

Cultural measure
C Distance : 10.980 : 4158
Firm-level characteristics

Crosstisted 0361 . 0482 0000 . 1000
State Own 0.344 0.477

1.185

Leverage

Free Cash Flow

Listed Target

DealSize

Control 0.858 0.192 0.500 1.000
Country-level characteristics

X 0.680 . 0468 0000 oo 1000

GeoDistance 8434905 . . 3724.632 i 1720.200 i . 19273.300

International I 90.124 103.771 24.512 458.332

Note: This table provides the sample statistics of variables indentified and selected in this research. Variable definitions are
detailed in section 2.2.
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Table 2A. Correlation coefficients

CAR [+1]
CAR [£2]
Leverage

Variable

Relative G
G Distance
Firm G
C Distance
Cross Listed
State Own
Tobin Q
Pre Perform
Size
Experience
Listed Target

Free Cash Flow
Deal Size
Related
Payment
Control
Tax
Geo Distance

CAR [-2, +2] 0.59"*
Legal : 00
Relative G = 0.0
G Distance .

Cross Listed
State Own,
TobinQ_
Pre Perform
Size .00
Leverage - 0.0:
Free Cash !
Flow
Age ..
Experience
Listed Target
Deal Size
Related
Payment
Control

Tax

Geo
Distance §_O'20**§_0'23**f :0.33% 017% + 0.12 : 0.15 ;0.1 006 :-0. 5 04 001+ 006 : O §—0.07§—O.13§—0.10 §0.34***E

International_0.04 _-0.06 . 0.2 0.10_0.31**. 003 -0.68"* —0.09 0.1 014 002 005 011 005 -0.05 0I5 004  -0.08 007 005 . 000 -0.59"*-0.50"*

Note: This table provides the correlation coefficients among the variables indentified and selected in this research. Variable definitions are detailed in section 2.2. Asterisks denote the
significance of correlation coeflicients: p < 0.1, ** p < 0.05, *** p < 0.01.
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Table 3A. Regression results

. Model 1 Model 2 Model 3 Model 4 Model 5 Model 6
Variable - - - - - -

[-1, +1] [-2, +2] [-1, +1] [-2, +2] [-1, +1] [-2, +2] [-1, +1] [-2, +2] [-1, +1] [-2, +2] [-1, +1] [-2, +2]

Intercept 0.019 —0.135* 0.066 —0.051 0.052 ~0.062 0.020 —0.200%* 0.014 —0.217%* 0.081 . —0.143
Governance measures
Legal ' - : - 0.011 0.005 0.008 i 0.002 - : - - : - 0.007 0.006
Relative G - - -0.003 0.000 - : - - : - - - -0.039 -0.014
G Distance - : - - - 0.001 :  0.001 - : - - : - 0.003* 0.003
Firm G - - —0.049 ~0.085* ~0.051 . —0.088* - % - - % - -0.042 —0.061
Cultural measure
C Distance - ; - - - - ; - 0.001 __  0.002 0.000 0.002 -0.001 —0.000
Firm-level characteristics
_Cross Listed 0.015  0.010 0.020 0.015 0.021  0.016 -0.007 . -0.014 0.003 -0.014 0.010 -0.002
State Own_ 0.002 :  0.005 -0.001 -0.003 -0.001 = —0.003 0.004 . 0.002 0.004 0.002 -0.001 -0.002
TobinQ -0.003 —0.005 -0.003 = -0.006 -0.003 :  -0.007 -0.004 - —0.009 -0.006 -0.010 -0.006 -0.011%
Pre Perform —0.107%%% - _0.214%%* | _0.116%** | _0.235%** | _0.123%** = _0.240*** . _0.065 = -0.179*** = _0.060 = —0.I71** . _0.077*  -0.195%**
Size -0.009 = 0.020 -0.013 ©  0.013 -0.012  0.013 -0.006 - 0.030%* -0.011 0.025* -0.015 0021
Leverage 0.021 :  -0.015 0.036 0.015 0.038 0.018 0.023 : -0.018 0.034 -0.005 0.055* = 0.014
“Free Cash Flow 0.038 0.031 0.038 0.033 0.037 0.033 0.043* - 0.041 0.041* 0.039 0.050%* 0.045
Age ' -0.001 = -0.001 -0.000 -0.001 -0.001 -0.001 -0.000 - -0.001 -0.000 -0.001 -0.000 -0.001
_Experience 0.005 :  -0.010 0.006 -0.011 0.004 -0.013 -0.001 —-0.011 -0.002 -0.013 0.000 -0.012
Listed Target -0.016 . —0.049** -0.023 —0.051%* -0.024 ~0.052** —0.017 . —0.048** -0.016 —0.050%* -0.024 —0.055%*
Deal characteristics
Deal Size 0.024** 0.014 0.026** 0.020 0.026** ©  0.020 = 0.030*** 0.026 0.027** 0.024 0.028** 0.023
Related -0.014 . 0.026 -0.016 0.016 -0.018 0.015 -0.029 :  0.045 -0.028 0.050 -0.018 0.057
“Payment 0.050**  0.017 0.046%* 0.006 0.047** 0.008 0.030 -0.011 0.035 -0.009 0.037* -0.007
Control 0.010 0.065* 0.014 0.082** 0.013 0.081** 0.015 0.068* 0.016 0.072* 0.009 0.065*
Country-level characteristics

Tax ' -0.006 : -0.010 -0.008 -0.015 : -0.006 : -0012 : 0.001 i -0.014 —0.001 -0.015 -0.007 -0.024
_Geo Distance - I - - - - . - - I - 0.000 0.000 0.000 0.000
_International - - - - - - - - 0.000 0.000 -0.000 -0.000
“No. of obs. 138 138 136 136 136 136 122 122 122 122 122 122
R2 ' 0.229 | 0.264 0.258 0.297 0.266 - 0.301 0.215  :  0.281 0.225 ©  0.288 0271 0318
“Adjusted R2 0135 - 0.174 0.144 0.189 0153 . 0.194 0104 = 0171 0.089 0.164 0110 0166
F-statistic 2.433%%% 1 2.923%k* | DQ57RKK D 7AQERX | D 353kkk | ). g0J*H* 1.933%* | 2.559%** 1.657%* 2.319%* 1.676%* | 2.095%**

Note: This table presents regression results of CARs (dependent variable) over 3-day ([-1, +1]) and 5-day ([-2, +2]) event windows. Variable definitions are detailed in section 2.2. Model 1
tests the hypothesis on cross-listing (H1). Model 2 verifies the hypothesis pertaining to the relative governance between two countries (H2), and Model 3 evaluates the hypothesis pertaining
to the governance distance between pair-wise countries (H3). Model 4 evaluates the hypothesis pertaining to the cultural distance (H4), and Model 5 tests the hypothesis regarding the
cultural distance between two countries controlling for geographical distance and target country’s level of international experience (H5). Model 6 provides comprehensive analyses of all
variables used in this research. The t-statistics are suppressed for the lack of space. The asterisks (*) denote the significane of coefficient estimates: * p < 0.1, ** p < 0.05, *** p < 0.01.
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