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Abstract

We study changes in corporate governance around mergers and acquisitions by comparing the ex-post corporate governance
of the combined firm with the ex-ante weighted average governance of the bidder and target. We find that when the quality
of the bidder governance is better than the target before the acquisition, the ex-post corporate governance quality of the
combined firm is better than the ex-ante weighted average of each firm. We document post-acquisition improvement in the
combined firm’s board independence, audit committee independence, stock compensation, and minority shareholders protec-
tion, proposing that these firm-level attributes serve as potential channels to explain better corporate governance quality of
the combined firm. The operating performance of the combined firm also improves when the bidder’s pre-deal governance
quality is better than the target. Our results support the portability theory of corporate governance, suggesting that poorly
governed targets are better off if acquired by better-governed bidders.

Keywords Firm corporate governance - Combined firm - Mergers and acquisitions - Portability theory - Operating
performance

JEL Classification G30 - G34

Introduction

The empirical evidence reveals that the target’s country-
level governance' quality is usually lower than the bid-
der’s before the acquisition2 (see Bris et al. 2008; Rossi and
Volpin 2004). The cross-country dissimilarities in govern-
ance standards offer an opportunity for the portability of
better governance through mergers and acquisitions (Ellis
et al. 2017; Martynova and Renneboog 2008a, b; Wang and
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Xie 2009). Therefore, the post-integration process led by
acquirers with better corporate governance can result in
higher governance quality of the combined firm by better
protecting shareholder rights and more rigorous accounting
disclosure requirements. Wang and Xie (2009) argue that
the combined firm will adopt the bidder’s more substantial
shareholder rights after the acquisition. While the transfer
of higher corporate governance standards from bidders to
targets happens through the portability channel, the empiri-
cal evidence on the change in combined firm’s governance
quality is still scarce. To fill this gap, we examine ex-post
change in the governance of the combined firm relative to
the ex-ante weighted average governance of the bidder and
target and show the portability-induced changes in the qual-
ity of the combined firm governance.

! Corporate governance can be either country level or firm level.
Country-level governance corresponds to the rule of law, minor-
ity shareholder protection, control of corruption, political stability,
government effectiveness, voice, and accountability while firm-level
governance identifies a firm’s commitments to better disclosures and
board-related activities.

2 Tt is so because target firms import bidders’ governance by law.
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We expect a positive spillover of the bidder’s govern-
ance post-acquisition in deals where the bidder’s corporate
governance quality exceeds that of the target’s before an
acquisition. In majority or full takeovers, bidders with bet-
ter corporate governance tend to impose their best practices
on the combined firm and overcome the target’s weaker
corporate governance. After a deal is completed, a well-
conducted integration process is essential for the success of
an acquisition (Heimeriks et al. 2012). This phase encom-
passes changes in the target’s governance standards that can
alter the managerial structure and provide better protection
to shareholders of the merged firm. Eventually, mergers and
acquisitions (henceforth, M&As) with a positive pre-deal
bidder—target governance gap (i.e., the bidder has better
governance than the target) results in governance conver-
gence® toward the higher standards in terms of balanced
board structure, the effectiveness of board activities, better
compensation policies, and minority shareholder protection.
This study adopts an agency perspective of the firm to argue
that the transfer of the bidder’s better corporate governance
to the target is reflected in the combined firm’s higher gov-
ernance quality.

The countries and firms are heterogeneous in the qual-
ity of corporate governance (Doidge et al. 2007; Starks and
Wei 2013). Many studies show a considerable discrepancy in
firm corporate governance between the merging firms (Klap-
per and Love 2004; Martynova and Renneboog 2008a, b;
Starks and Wei 2013). Therefore, the ongoing portability
effect is not merely confined to country-level governance
but can also result from a more pervasive shift in firm-
level governance from the bidder to the target. Apart from
the mandatory governance standards, firms can also adopt
voluntary governance practices, which Chhaochharia and
Laeven (2009) have shown to be rewarded with higher firm
market value.

M&As offer an appropriate setting for studying transfers
of acceptable corporate governance practices from bidders
to targets. In the spirit of the portability theory of Ellis et al.
(2017), we examine whether, ceteris paribus, the ex-post
firm-level corporate governance of the combined firm is
higher than the ex-ante weighted average governance of the
bidder and target, in particular when the bidder—target gov-
ernance gap is positive (i.e., the bidder has better firm-level
governance than the target) before the acquisition. Poorly
governed targets pre-acquisition can benefit from the port-
ability of corporate governance following an acquisition as

3 Gilson (2001) states that convergence can be functional, formal, or
contractual, and Goergen and Renneboog (2008) document that firms
can adopt better corporate governance practices through contractual
devices.
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they come under better governance practices provided by
the bidder.

Using a global sample of 837 full takeovers announced
between 2003 and 2015, in which both bidders and targets
are publicly traded, we examine whether combined firm’s
corporate governance standards change post-acquisition
when bidders with better firm governance acquire targets
with weaker governance. We measure firm governance using
ASSET4 ESG* corporate governance attributes under cat-
egories of board structure, board function, compensation
policy, shareholder rights, and construct governance indices
of bidders and targets based on each category.” We find that
the ex-post combined firm’s corporate governance quality is
significantly higher relative to the ex-ante weighted average
governance of the bidder and target when the ex-ante bid-
der—target governance gap is positive. For example, the dis-
parity in the ex-post board structure index of the combined
firm versus the ex-ante weighted average of bidder and target
firms index is 4.4 percentage points (pp) higher for deals
where, before the acquisition, the bidder has a higher gov-
ernance index than the target. The results are in accordance
with the portability theory and suggest a positive spillover
effect of the bidder’s corporate governance, as the combined
firm reaches a higher governance standard than the average
of the stand-alone firms.

The possible endogenous relationship between the bid-
der—target corporate governance gap and the combined
firm’s governance improvement may be an important con-
cern for our results. One can raise a query that deals with a
higher bidder—target governance gap may not be randomly
distributed. For example, M&As with a higher bidder—target
governance gap may be dominated by bidders of specific
characteristics, including those with specifically higher
governance quality, and therefore offer a greater room for
governance improvements of the combined firm. We address
this issue using Propensity Score Matching (PSM) and docu-
ment that our results are robust.

We proceed to examine potential channels that can
explain the positive impact of the ex-ante bidder—target
firm governance gap on the combined firm’s ex-post govern-
ance. To do so, we analyze four individual firm governance
attributes that are well established in the literature: board

4 Recently, the ASSET4 ESG has updated the data. Using new gov-
ernance categories and employing principal component analysis to
construct the overall governance index, we show that our findings
remain unchanged in Appendix C.

> We calculate four governance indices named board structure index,
board function index, compensation policy index, and shareholder
rights index. Each index is defined as: sum of scores of all individual
governance attributes in a category divided by the number of vari-
ables in a category. These indices are time-varying and have scores
from O (lowest) to 100 (highest).
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independence (Cotter et al. 1997; Datta, 2020), audit com-
mittee independence (see Boone et al. 2007), stock compen-
sation (Datta et al. 2001), and equal treatment of minority
shareholders (Doidge et al. 2007). The results show that
these governance attributes are possible channels through
which the combined firm’s governance indices improve. We
find a positive change in board independence of 7.72 pp fol-
lowing acquisitions where the pre-deal bidder—target board
structure gap is positive. This result suggests that bidders
with better governance practices related to their board struc-
ture can transfer those practices to the combined firm and
overcome the target’s preexisting lower standards. Similarly,
we find that audit committee independence, stock compen-
sation, and minority shareholders protection are higher by
3.85, 6.50, and 1.01 pp subsequent to acquisitions with the
positive bidder—target gap in board function, compensation
policy, and shareholder rights indices, respectively.

Finally, we investigate the impact of the bidder—tar-
get firm governance gap on ex-post change in the com-
bined firm’s operating performance relative to the ex-ante
weighted average operating performance of bidder and tar-
get. We find that the firm governance gap between the bidder
and target has a significantly positive effect on the change in
combined firm’s operating performance. This evidence is in
line with the prior work (see, for example, Chemmanur et al.
2010; Core et al. 2006) and supports the portability theory,
suggesting that higher corporate governance brought about
by relatively better-governed bidders improves operating
performance after the acquisition.

This work is the first attempt to analyze how the ex-ante
bidder—target governance gap affects changes in the aver-
age firm-level governance quality of the firms involved in
M&As. We contribute to the M&A literature in two ways.
First, we extend the work on corporate governance port-
ability (Ellis et al. 2017; Martynova and Renneboog 2008a,
b; Wang and Xie 2009) and knowledge transfer (Hitt et al.
1990; Ranft and Lord 2002) in M&As. We explore how
bidders with higher pre-deal governance standards than the
target can transfer their better practices to the combined firm
post-acquisition. Second, our study adds further support to
the work on post-merger integration (Bresman et al. 1999;
Heimeriks et al. 2012), governance convergence, and the
importance of functional convergence (Goergen and Renne-
boog 2008). This study suggests that firms engage in M&As
intending to increase the average quality of the combined
firm’s corporate governance, which is an important source
of synergies.

The remaining work is arranged as follows: In sec-
tion “Theoretical framework,” we explain theoretical frame-
work, review the existing literature and develop the hypoth-
eses; in section “Data and summary statistics,” we describe
the data and present the summary statistics; in Sect. “Meth-
odology,” we describe the methodology; in section “Main

results,” we discuss the main results; in Sect. “Channels
of higher combined firm governance,” we analyze possi-
ble channels for better governance of the combined firm; in
section “Post-acquisition operating performance,” we report
changes in operating performance; in section “Robustness
tests,” we show robustness tests; and in section “Conclu-
sion,” we conclude.

Theoretical framework

Existing theories on corporate governance have focused
on agency theory (Jensen and Meckling 1976), law and
finance theory (La porta et al. 1998), and portability theory
(Ellis et al. 2017). The work relating corporate governance
and firm value documents that higher governance qual-
ity increases firm value because of lower agency issues in
highly governed corporations (Bebchuk et al. 2009). Firms
with better governance standards generate higher takeover
value and make better investment decisions as their manag-
ers do not show empire-building or myopic behavior (Black
et al. 2006). The standard of a firm’s management is perhaps
related to better corporate governance.

Law and finance theory (La porta et al. 1998) dispenses
the background to understand cross-country disparities in
governance practices and their effect on firm value. Nations
with poor shareholder rights and institutional quality are
financially underdeveloped (Ellis et al. 2017), suggesting
that their local firms, compared to firms from higher country
governance standards, cannot get benefit from investment
opportunities. The portability theory states that governance
dissimilarities among countries are the source of higher bid-
der returns. It further elaborates that the benefits of higher
governance are portable from bidders to targets in such a
way that target firms will adopt the better governance prac-
tices of the bidder firm and the newly combined firm will
enjoy higher governance standards.

Literature review and hypotheses development

Post-merger integration is a key driver of M&As success
(Heimeriks et al. 2012) that occurs on all facets of the newly
combined firm. The integration depends on several factors
(for a review see Renneboog and Vansteenkiste 2019), one
of them being the pre-deal difference in corporate govern-
ance quality between combining firms. Pre-deal differences
in firm-specific attributes, such as corporate governance
and culture, can create knowledge transfer potential after
the acquisition (Bjorkman et al. 2007; Morosini et al. 1998;
Riikka and Vaara 2010). While M&As are often motivated
by the transfer of higher corporate governance standards
from bidders to targets (see Ellis et al. 2017; Martynova and
Renneboog 2008a, b; Wang and Xie 2009), the evidence on
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change in the combined firm’s governance relative to aver-
age governance of merging firms is still limited.

Among other M&A motives, it has been examined that
knowledge transfer is a crucial motive for M&As. For
instance, Hitt et al. (1990) and Ranft and Lord (2002) find
that knowledge-gaining through M&As has a positive effect
on ex-post firm performance. More recently, Ellis et al.
(2017) have developed portability theory and posited that
good country-level corporate governance standards are port-
able from bidders to targets through cross-border acquisi-
tions. In full takeovers, Martynova and Renneboog (2008a,
b) and Bris and Cabolis (2008) find that the bidder’s higher
governance has a positive spillover effect. Wang and Xie
(2009) show that the bidder’s more substantial shareholder
rights than the target generate higher combined announce-
ment returns, suggesting that the target will adopt the bid-
der’s shareholder rights after the acquisition. Thus, after an
acquisition, the combined firm will benefit from the acquir-
er’s higher governance quality.

The portability of better governance standards may not
be restricted to country governance as there is considerable
heterogeneity in firm governance between merging firms
(Klapper and Love 2004; Martynova and Renneboog 2008a,
b; Starks and Wei 2013). Several provisions in investor pro-
tection laws allow for some flexibility in adopting voluntary
governance mechanisms—i.e., firm-level corporate govern-
ance practices (Alexandridis et al. 2017; Black and Gilson
1998) aimed at improving governance and conveying more
confidence to the markets. Improvements in corporate gov-
ernance result in a better interest alignment between manag-
ers and shareholders, which leads to better investment deci-
sions made by companies, including the decisions regarding
M&As.

The integration® processes are housed within the com-
bined or bidder firm and take place on each aspect of firm
characteristics. The bidder should effectively combine the
capabilities of two entities for takeover value (Haapanen
et al. 2019; Hussain and Shams 2022; Martynova and Ren-
neboog 2008a, b) and the combined firm will reincorporate
its operations and policies, including firm-level governance
practices. A higher pre-deal strong corporate governance
of the bidder in terms of balanced board structure, board
activities effectiveness, better compensation policies, and
better minority shareholder protection is transferred to the
combined firm post-deal. The portability effect translates
into governance convergence of the combined firm that is
dominated by the higher governance standards of the bidder.
Ralston et al. (2008) define convergence as “the procedure by

6 Larsson and Finkelstein (1999) define integration as “the degree of
interaction and coordination of the two firms involved in a merger or
acquisition.”
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which value systems of different countries become similar.”
We propose that governance convergence is a type of M&A
integration where the corporate governance differences are
reduced between merging firms. Thus, the combined firm’s
corporate governance quality is anticipated to be better than
the stand-alone average of merging companies. Based on the
discussion, we develop our first hypothesis as:

H1 Ex-post combined firm’s corporate governance is
expected to be higher than the ex-ante weighted average
governance of the bidder and the target when bidder—target
firm governance gap is positive, ceteris paribus.

The prior work on operating performance’ mainly deals
with M&As as a channel of improving the combined firm’s
operating performance (Ghosh 2001; Healy et al. 1992;
Tunyi and Ntim 2016). The increase in operating perfor-
mance is due to cash financing (Fishman 1989; Myers and
Majluf 1984), the difference in size between bidder and
target (Ghosh 2001), and already outperforming combin-
ing firms (Ghosh 2001; Morck et al. 1990). Nevertheless,
some studies do not find an increase in the combined firm’s
operating performance (see, for instance, Ravenscraft and
Scherer 1987). Once the impact of M&As on operating per-
formance has been identified, scholars paid much attention
to anti-takeover provisions (ATPs). The empirical evidence
suggests that firms having fewer ATPs or higher shareholder
rights can positively affect operating performance (Chem-
manur et al. 2010; Core et al. 2006). Using Gompers et al.
(2003) index as a proxy for shareholder rights, Wang and
Xie (2009) show that the operating performance of the com-
bined firm increases with a higher difference between bidder
and target indices.

An essential aspect of the pre-deal corporate governance
difference between merging firms is that it can create com-
plementarities (for instance, one firm’s weakness is another
firm’s strength). Harrison et al. (1991) provide evidence
supporting complementarities and suggest that differences
in resources (measured by capital, administrative, debt, and
R&D expenditures) between merging firms positively affect
the combined firm’s operating performance. Capron (1999)
argues that the utilization of resources from the bidder in the
target firm post-acquisition contributes to the higher acquisi-
tion performance. Further, Capron and Pistre (2002) show
that the bidder to target transfer of resources creates higher
returns to bidder shareholders. In short, bidders tend to carry
complementary capabilities to targets. Developing on this
discussion, we hypothesize that:

7 The post-acquisition outcomes have been widely discussed in the
literature (Malhotra, Morgan, and Zhu 2020; Malikov, Demirbag,
Kuvandikov, and Manson 2021; Popli, Ladkani, and Gaur 2017).
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Table 1 Distribution by the bidder’s country. This table shows the
sample distribution of M&As by the bidder’s country

Bidder’s country No. of bidder  No. of target ~ Deal value
firms firms ($ millions)
Australia 47 64 1247
Canada 67 119 1180
Denmark 6 8 1936
Finland 3 6 1584
France 21 36 3114
Germany 13 16 3837
India 7 8 1222
Israel 3 9 3413
Italy 8 9 2828
Japan 59 74 828
The Netherlands 9 17 1897
South Africa 5 5 537
Spain 6 6 8088
Sweden 11 16 1001
Switzerland 14 23 4310
UK 31 38 1095
USA 221 383 3883
Total 531 837 42,000

The sample comprises 531 bidder firms that acquired 837 targets
between 2003 and 2015 with a total deal value of 42,000 million
US dollars. Both bidders and targets are public firms covered by the
ASSETA4ESG database before and after an M&A deal

H2 Changes between the combined firm’s operating perfor-
mance and weighted average performance of the bidder and
target are positively associated with the ex-ante bidder—tar-
get corporate governance gap.

Data and summary statistics

We use Thomson Financial’s Securities Data Corporation
(SDC) to get a sample of completed M&As from 2003 to
2015. The bidder and target are public firms where the
bidder acquires 100 percent stakes of the target. We apply
various filters suggested in existing studies (Martynova and
Renneboog 2008a, b; Wang and Xie 2009; Tunyi 2021;
Tunyi et al. 2022) and eliminate deals if the bidder is either
from financial (SIC codes 6000-6999) or utility industry
(SIC codes 4900-4949). Since fewer deals in a country can
add noise in the analysis, countries with less than five deals
throughout the sample period are dropped. We get a final
sample of 837 M&As from 17 countries.

Firm-level corporate governance data of the bidder and tar-
get are from the ASSET4 ESG database. The latest empirical
work uses this database to measure the firm’s governance qual-
ity (Doung et al. 2015; Guney et al. 2019; Tarmuyji et al. 2016;

Areneke and Tunyi 2022; Areneke et al. 2023). To identify
corporate governance changes after the acquisition, we collect
governance data one year before and after the deal. Financial
statement data and country-level governance data come from
the Thomson Reuter’s WorldScope database the World Bank
database, respectively, as described in Appendix A.

We show the sample distribution by the bidder’s country
in Table 1, including the number of bidders, number of tar-
gets, and deal value. The leading countries in the interna-
tional market of M&As are the USA,® Canada, and J apan,
which account for 41% of the sample. The USA is the lead-
ing country in the takeover market with 221 bidders that
acquired 383 targets during the sample period. We observe
considerable dispersion in terms of the number of bidders
and targets per country.

Table 2 provides descriptive statistics of governance
variables, deal characteristics, and firm characteristics used
in this study. We observe that the ex-post combined firm’s
corporate governance quality is higher than the ex-ante
weighted average of bidder and target, as shown in Panel
A of Table 2. The change in a firm’s corporate governance
is our dependent variable in regression analysis and calcu-
lated using four governance indices: board structure index,
board function index, compensation policy index, and share-
holder rights index. The average change in the score of the
board structure index is 5.72, showing that the governance
score of the combined firm is higher relative to the average
governance score of combining firms. The ex-post govern-
ance quality of the combined firm in other governance is
also higher than the pre-acquisition average of combining
firms in these dimensions. The mean change in the com-
bined firm’s operating performance is -2%. Panel B reports
the bidder—target corporate governance gap before the deal
announcement, which is our key independent variable of
interest. The mean bidder—target governance scores gap in
board structure index, board function index, compensation
policy index, and shareholder rights index is 42.30, 43.98,
42.61, and 44.19, respectively. This shows that, on aver-
age, bidders have better governance than targets before an
M&A deal. Following Kaufmann et al. (2009), we use World
Governance Indicators (WGI) and construct the WGI index
based on six attributes for bidder and target countries. Panel
C shows that the average difference in the WGI index is 0.90,
which corroborates the finding of Rossi and Volpin (2004)
that acquirers relative to targets domicile in countries with
stronger shareholder rights.

In Panel D of Table 2, we show that the majority of sample
deals are domestic (68.7%); bidders are less likely to engage

8 Although the USA is dominating our sample, our results on the
improvement in the combined firm’s governance are still valid when
we exclude deals made by the US bidders.
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Table 2 Descriptive statistics.

. . o Variables N Mean Median S.D Min Max

This table contains descriptive
statist‘ics of changes in the Panel A: Change in combined firm’s governance relative to weighted average of combining firms
combined firm’s ex-post A Board Structure 837 574 3952 8972 —13.633 52146
corporate governance relative to i
an ex-ante weighted average of A Board Function 837 5.443 3.208 9.914 —24.256 59.556
bidders and targets. The sample A Compensation Policy 837 6.1 4.162 9.482 —22.861 58.757
covers 837 full takeover deals A Shareholder Rights 837 3.499 1.736 9.127 —19.428 45774
between 2003 and 2015 from A Operating performance 725 0020 —0009 0069  —0360  0.507
Securities Data Corporation :
(SDC). Both bidders and targets Panel B: Bidder—Target governance gap
are public firms, and their firm Board Structure gap 837 42.303 51.92 25.462 —67.844 71.03
corporate governance data are Board Function gap 837 43.982 58.729 27.958 —65.987 76.066
from the ASSET4ESG database . .
before and after an M&A deal. Compensatlon'Pollcy gap 837 42.612 54.072 25.214 —62.631 71.948
To measure firm-level corporate Shareholder Rights gap 837 44.186 52.67 24.527 —63.206 71.611
governance, we use four Panel C: Bidder—target Country governance gap
governance indices for bidders World Governance Indicators gap 837 899 0 9.012 —42474 92558
fmd targets: board .stru.c ture Panel D: Deal characteristics
index, board function index,
compensation policy index, and Payment method (dummy) 837 541 1 499 0 1
shareholder rights index. These Cross-border deal (dummy) 837 313 0 464 0 1
indices are time-varying and Same industry deal (dummy) 837 398 0 49 0 1
have a percentage score from . . ..

Panel E: Ch - ‘harac :
0 (lowest) to 100 (highest). anel E: Change m' combined firm characteristics
Definitions of all variables are A Cash-to-asset ratio 837 -0.012 —0.006 0.076 — 482 354
described in Appendix A and A Leverage 837 0.029 0.02 0.105 —0.389 .53
Appendix B A Size 837 0.557 041 0.652 -1.136 8.888

A Tobin’s Q 837 0.033 0.032 0.138 —-0.703 1.315
in the same industry (39.8%) and pay in stock (46%). To Methodology

control for the combined firm characteristics in our regres-
sions, we also include change in cash-to-asset ratio (ex-post
combined firm cash-to-asset ratio minus the ex-ante weighted
average cash-to-asset ratio of combining firms), cash divided
by total assets; change in leverage (ex-post combined firm
leverage minus ex-ante weighted average leverage of com-
bining firms), long-term debt scaled by assets; change in size
(ex-post combined firm size minus ex-ante weighted average
combining firms’ size), the log of assets; change in Tobin’s
Q (ex-post combined firm Tobin’s Q minus ex-ante weighted
average Tobin’s Q of combining firms), assets minus equity’s
book value plus equity’s market value scaled by assets. Panel
E shows that the combined firm has average cash-to-asset
ratio of -0.012, leverage of 0.029, size of 0.557, and Tobin’s
Q of 0.033 in the year after deal completion.

We show Pearson correlation coefficients across our vari-
ables in Table 3. We observe that the pre-deal bidder—target
firm governance gap in our governance indices is positively
correlated with the combined firm’s ex-post change in these
governance indices. We further find that the differences in
the four corporate governance indices are highly correlated.

Measure of firm corporate governance

We use governance scores from the ASSET4 ESG database to
measure the governance quality of the bidder and target firms.
This database rates firms on 250 key performance indicators
grouped into four major categories of performance: social,
corporate governance, environmental, and economic. To com-
pile the governance scores, ASSET4 ESG uses data from the
firm’s annual reports and regulatory filings and assigns a per-
centage score to each governance attribute that comes under
one of the following four governance categories:

(1) Board structure reflects the firm’s commitment toward
balance board structure policies through an independ-
ent, diverse, and experienced board.’

° Based on information from the firm’s annual reports and regula-
tory filings, ASSET4ESG assigns the scores to board structure attrib-
utes depending on answers to questions such as: Does the company
describe every board member’s professional experience or skills?
Does the CEO is also chairman of the board?
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Table 3 (continued)
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This table shows the correlation among the combined firm’s change in corporate governance and operating performance (dependents), firm corporate governance gap variables (independents),
deal characteristics, and change in combined firm characteristics used in our regression analysis. Our sample contains 837 full takeovers deals listed in Securities Data Corporation (SDC)
announced between 2003 and 2015. Both bidders and targets are public firms with available firm governance data from ASSET4ESG before and after an M&A deal. Definitions of all variables

are described in Appendix A and Appendix B

(2) Board function shows the firm’s dedication and effec-
tiveness toward formulating important board commit-
tees with assigned responsibilities and tasks.'

(3) Compensation policy presents the firm’s commitment
toward making manager’s compensation policies in
financial and non-financial terms.'!

(4) Shareholder rights documents the firm’s commitment
toward defining equal rights for the majority and minor-
ity shareholders?'?

We use 55 individual firm governance attributes' with
scores between 0 (minimum) to 100 (maximum). A nonzero
score shows the firm’s commitment and dedication toward
a particular firm governance attribute. To capture each
governance mechanism’s relative quality, we use collec-
tive measures as is common in the literature (Ammann et al.
2011; Bebchuk et al. 2009). We calculate the average score
of all governance attributes under each category to develop
four governance indices'*—board structure index, board
function index, compensation policy index, and share-
holder rights index, for both bidders and targets. Our key
independent variable (bidder—target firm governance gap)
is the disparity in governance indices of the bidder and the
target one year before the deal. A positive gap means that
the bidder’s governance is better than the target. Measuring
the bidder—target gap in four firm governance mechanisms
permits us to know the scope of firm governance portability
through M&As. Our dependent variable is the change in
combined firm governance, defined as the ex-post combined
firm’s governance index minus the ex-ante weighted aver-
age (weights depend on the equity’s market value) index of
the bidder and target.

Before we proceed, it is essential to explain how we
measure the combined firm’s governance, operating per-
formance, and other firm characteristics. Ideally, we want

19 The score of board function attributes is based on questions: Does
the firm show board meetings information? Does the firm require
non-executives for audit committees?

' Governance attributes incorporated into the compensation policy
are assigned scores based on questions like Does the firm shares
executives’ compensation information? Does the firm describe com-
pensation policy implementation?

12 Governance attributes considered in the shareholder rights cat-
egory are assigned scores based on answers to questions: Are the
firm’s statutes available to the public? Does the firm describe the
implementation of its shareholder rights policy?

13 In robustness tests, we use the most relevant governance attributes
and develop different governance indices.

14 These indices are time-varying and capture the gap in the govern-
ance quality between bidders and targets. Each governance index is
calculated by adding up scores of each governance attribute in a cat-
egory provided by ASSET4 ESG and dividing by the number of vari-
ables in a category.
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to compute the change in combined firm governance by
comparing the weighted average governance of bidder and
target before and after the acquisition. However, the una-
vailability of the target’s data after the acquisition makes
this analysis impossible. After the successful deal, the tar-
gets frequently delist from the stock exchanges. We are con-
sidering full takeovers, and after the acquisition, the com-
bined firm comes under the bidder’s influence. Therefore,
the combined firm’s information comes from the post-deal
bidder’s data. Following Wang and Xie (2009), we use the
weighted average for the pre-deal combined firm and com-
pute required variables.

Model specification and variable definitions

To test HI, we estimate the following model:

ACombined CG; ,_yp11 =+ BTGAP,;,_, + p, Country CGGAP,

iji—1
+ Z f,,Deal controls; , + Z B, A Firm controls ;.41

+A+m+y.teE,

ey
where A Combined CG;; .1 18 the ex-post (7 + 1) change
in combined firm governance index score compared to the
weighted average governance index score of bidder and tar-
get for the deal 7 in industry j; « is the intercept; BTGAP,;,_,
is a dummy variable with the value of one if the pre-deal
(t — 1) bidder—target firm governance gap is positive and zero
otherwise for the deal i and industry j. CountryCGGAP,;,_,
is the bidder—target country governance gap for deal i and
industry j one year before the deal; Dealcontrols; , is a vec-
tor of deal-specific controls for the deal i and year . The
deal-specific controls include: same industry deal, a dummy
variable that is equal to one if the merging firms belong to
the same Fama-French industry category and zero other-
wise; payment method, an indicator variable equals one for
cash-financed deals and zero otherwise; cross-border deal, a
binary variable having a value of one if the deal is conducted
cross the border and zero otherwise. AFirmcontrols , 18
a vector of change in firm-specific controls for the combined
firm k relative to the weighted average of merging firms and
includes: change in cash-to-asset ratio, change in the lev-
erage ratio, change in Tobin’s Q, and change in size. To
control omitted factors that can influence the combined firm
governance, we add dummies for the year, A,, industry, ufe
and country, y.. We use Fama—French 48 industry categories
for the industry dummies. The firm-specific variables are
winsorized by 1% from the bottom and the top for mitigating
the effect of outliers.

Main results
Univariate tests

We first perform univariate tests to examine how the bid-
der—target governance gap affects the combined firm’s
ex-post governance change. We split the sample into two
groups: the positive governance gap group (the bidder’s
governance is higher than the target’s governance) and the
negative governance gap group (the target’s governance is
higher than the bidder’s governance), as shown in Table 4.
We examine the ex-post changes in the scores of four indi-
ces: board structure index, board function index, compensa-
tion policy index, and shareholder rights index. Considering
our first hypothesis (H1), we expect that if the pre-deal bid-
der—target firm governance gap is positive, then the ex-post
combined firm’s governance should be higher than the ex-
ante average governance of the merging firms because of
the portability of the bidder’s higher governance quality to
the target.

We use a two-tailed t-test in Panel A of Table 4 that exam-
ines the difference in means between the group of positive
governance gap and the group of negative governance gap.
There are 749 (89%) deals out of 837, with a positive bid-
der—target board structure gap. One can raise the issue that
our sample is uneven, but it is well established that bidders
have higher pre-deal governance quality than targets (Bris
et al. 2008; Martynova and Renneboog 2008a, b; Rossi and
Volpin 2004). We observe that the average ex-post change
in the combined firm board structure score is 6.19 and 1.70
for the groups of the positive and the negative bidder—target
board structure gap, respectively, and the reported difference
is significant at the 1% level. We see a similar pattern in the
ex-post changes in the combined firm’s governance for posi-
tive groups of bidder—target board function, compensation
policy, and shareholder rights.

Panel B of Table 4 shows the median change in govern-
ance scores of each index using the Wilcoxon rank-sum test
that examines the differences in medians between the group
of positive pre-deal governance gap and the group of nega-
tive pre-deal governance gap. Our results reveal a positive
change in governance quality post-acquisition when the
bidder—target governance gap is positive before acquisition,
which is in line with the idea of portability of the bidder’s
higher governance standards to the target. After observing
a positive pattern in ex-post quality of the combined firm’s
governance in both univariate tests, we further examine the
reported relationship in a multivariate framework in the fol-
lowing section that takes several deal and firm characteris-
tics into consideration.
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Table 4 Univariate analysis on bidder—target corporate governance gap This table shows the univariate tests of the effect of bidder—target firm
governance gap dummy on change in ex-post combined firm governance relative to ex-ante weighted average governance of combining firms

Panel A: Bidder—target governance gap

Positive governance gap

Negative governance gap Two tailed t-test

N Mean N Mean Difference p value
A Board Structure of combined firm 749 6.196 88 1.709 4.487%** 0.000
A Board Function of combined firm 739 5.826 98 2.553 3.273%%* 0.000
A Compensation Policy of combined firm 753 6.515 84 2.377 4.138%** 0.000
A Shareholder Rights of combined firm 746 3.950 91 —0.196 4.146%** 0.000

Panel B: Bidder—target governance gap

Positive governance gap

Negative governance gap Wilcoxon rank-sum test

Panel B: Original governance gap

N Median N Median Difference p value
A Board structure of combined firm 749 4.346 88 —0.408 3.938%*% 0.000
A board function of combined firm 739 3.528 98 1.505 2.023%%% 0.000
A Compensation policy of combined firm 753 4.610 84 0.553 4.057%** 0.000
A Shareholder rights of combined firm 746 2.102 91 —0.638 1.464%** 0.000

Our sample consists of 837 full takeover deals listed in Securities Data Corporation (SDC) announced between 2003 and 2015. Both bidders and
targets are public firms with available firm corporate governance data from ASSET4ESG before and after an M&A deal. Our variable of interest
(“Bidder -Target governance gap dummy”) is equal to one if the firm-level corporate governance index of the bidder is higher than the firm-level
corporate governance index of the target and zero otherwise. We use four governance indices for bidders and targets: board structure index,
board function index, compensation policy index, and shareholder rights index. These indices are time-varying and have a percentage score
from O (lowest) to 100 (highest). The p-value from two-tailed t-tests are shown in the last column for both positive (Bidder governance > Target
governance) and negative (Bidder governance < Target governance) governance gap in Panel A. In Panel B, we show the Wilcoxon rank-sum test
results including the number of observations, median values, and z-statistics associated with differences in medians between the positive and
negative groups of governance gap. Definitions of all variables are described in Appendix A and Appendix B

#p <0.1; #¥p <0.05; #+¥p <0.01

Changes in the combined firm’s governance

This section tests whether the pre-deal governance gap
between bidder and target affects the post-deal governance
quality of the combined firm using four governance indi-
ces—board structure index, board function index, compen-
sation policy index, and shareholder rights index. Previous
studies (Ellis et al. 2017; Martynova and Renneboog 2008a,
b; Wang and Xie 2009) have found evidence that corporate
governance is transferable from bidders to targets when the
latter has weaker governance and suggest that the target will
adopt better governance of the bidder after the acquisition.
To test our first hypothesis (H1), we perform regression anal-
ysis separately for each governance index because they are
highly correlated. We estimate cross-sectional regressions
of changes in governance quality around the deal on the
ex-ante bidder—target gap in governance indices along with
a set of controls. In all models of Table 5, we use a dummy
variable for governance gap between the bidder and target

that equals one when the governance gap is positive (bidder
index—target index > 0) and zero otherwise.'”

Table 5 examines the effect of the bidder—target board
structure gap on the change between the ex-post combined
firm’s governance quality and the ex-ante weighted aver-
age governance quality of bidder and target. The depend-
ent variable is the ex-post change in the combined firm’s
governance index relative to the ex-ante weighted average
of the bidder’s governance index and target. In Panel (A) of
Table 5, the key variable of interest is the bidder—target gap
dummy one year before the announcement day. The param-
eter estimates of the variable of interest in Models (1)—(4)
show that the change in ex-post combined firm’s govern-
ance indices relative to ex-ante weighted average govern-
ance indices of bidder and target firms is 4.4 to 6.26 pp
higher for the positive bidder—target gap (bidder govern-
ance index is higher than target governance index) than
the negative bidder—target gap (target index is higher than
bidder index). Further, instead of using dummies for the

!5 In our robustness tests, we use actual gap in governance indi-
ces between the merging firms and results remain qualitatively
unchanged.
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Table 5 Change in the combined firm’s governance

Dependent variable: A combined firm’s
governance

(1) Board structure

(2) Board function

(3) Compensation policy

(4) Shareholder rights

Panel A: Governance gap dummy

Bidder—target gap dummy 4.4066%* 4.6975%%* 4,984 853k 6.2693 %
(3.767) (4.026) (4.129) (5.639)

WGI gap 0.0277 —0.0042 0.0304 0.0058
(0.720) (—0.088) (0.876) (0.222)

Payment method dummy —2.5594 %% —5.0044%* —3.2658%%* —4.3993 %
(—3.190) (—5.588) (—3.921) (—5.701)

Cross-border dummy 0.8189 1.9592%* 0.9451 0.9978
(0.970) (1.986) (1.038) (1.206)

Same industry dummy 0.0091 —1.1183 —0.9071 0.3039
(0.012) (—1.418) (—1.232) (0.431)

A Cash-to-asset ratio —0.0541 —4.2858 —0.3243 0.9884
(—0.013) (—0.969) (—0.073) (0.233)

A Leverage 10.9484%* 10.7943* 6.0735 8.0279
(2.098) (1.768) (1.075) (1.470)

A Size 2.9913%* 3.1714%%* 3.6447%* 3.7489%*
(4.734) (3.010) (5.024) (4.992)

A Tobin’s Q —6.0749* —7.2555% —4.5231 —9.3039%*
(—1.827) (—1.929) (—1.296) (—2.497)

Year, industry, and country dummies Yes Yes Yes Yes

N 837 837 836 833

R? 0.2683 0.2794 0.2686 0.3363

Dependent variable: A combined firm’s
governance

(1) Board structure

(2) Board function

(3) Compensation policy

(4) Shareholder rights

Panel B: Original governance gap

Bidder—target gap 3.5122%%* 5.32771%** 5.3842%x* 5.4369%**
(4.156) (4.845) (4.988) (4.668)

Control variables Yes Yes Yes Yes

Year, industry, and country dummies Yes Yes Yes Yes

N 837 837 836 833

R? 0.2914 0.3031 0.2842 0.3554

This table shows results from the ordinary least square (OLS) regressions of the effect of the bidder—target governance gap on the ex-post change
in combined firm’s governance relative to ex-ante weighted average governance of combining firms. The sample consists of 837 full takeover
deals listed in Securities Data Corporation (SDC) between 2003 and 2015. Both the bidder and target are covered by the ASSET4ESG database
before and after an M&A deal. The dependent variable is the ex-post change in the combined firm’s governance relative to the ex-ante weighted
average of the bidder and target. The variable of interest (‘“bidder—target governance gap”) is the pre-deal firm-level corporate governance gap
between the bidder and the target governance indices: board structure index, board function index, compensation policy index, and shareholder
rights index. These indices are based on 55 firm governance attributes divided into four categories in the ASSET4 ESG database and have a per-
centage score from 0 (lowest) to 100 (highest). In Panel A, we use a dummy variable for the governance gap between the bidder and target that
equals one when the governance gap is positive (bidder index—target index > 0) and zero otherwise in all our models. In Panel B, we used differ-
ence in governance scores between the bidders and targets. All variables are defined in Appendix A and Appendix B. All regressions control for
year, industry, and country fixed effects, whose coefficients are not shown for brevity.*, ** and *** show statistical significance level at 10%, 5%
and 1%, respectively. We report T-statistics in parentheses; Standard errors are corrected for heteroscedasticity (White 1980)

* p < 0.1; #¥p <0.05; #+%p <0.01

governance gap between the bidder and target,'® we used
gap in governance scores provided by ASSET4 ESG data-
base. The results in Panel (B) of Table 5 are qualitatively

similar what we found before. For instance, considering
Model (1) of Panel (B), a one standard deviation increase in

16 We are thankful to the anonymous reviewer to highlight this issue.

¥



T. Hussain et al.

governance gap (proxied by board structure gap) increases
the combined firm’s governance by 89.42 pp.!’

The results corroborate HI that the ex-post combined
firm’s governance is significantly higher relative to the ex-
ante weighted average governance of the bidder and target
when the bidder—target governance gap is positive prior to
the acquisition. Our results support the portability theory
of Ellis et al. (2017) and suggest a positive spillover effect
of the bidder’s corporate governance, as the combined firm
reaches a higher governance standard than the average
governance of the merging firms. The findings show that
a positive bidder—target governance gap create the bidder’s
governance transfer potential to the target. After a successful
acquisition, the bidder applies its higher governance stand-
ards on the combined firm for achieving optimal governance
performance. The findings are consistent across different
subsamples and alternative governance measures.

In line with existing work on governance transfer from
the bidder to target (see Ellis et al. 2017; Martynova and
Renneboog 2008a, b; Wang and Xie 2009), we provide evi-
dence that bidders with higher firm governance standards
than targets before an acquisition bring, on average, positive
change in the quality of the combined firm governance. Our
results support the studies on knowledge transfers through
Mé&As when pre-deal differences in firm-specific attributes
exist (Bjorkman et al. 2007; Morosini et al. 1998; Riikka
and Vaara 2010). The results also support the view that post-
merger integration is an essential feature of M&As success
(Heimeriks et al. 2012). It depends on several factors (see
Renneboog and Vansteenkiste 2019) and occurs on all new
firm facets. Overall, the results extend the portability theory
application from combined firm’s returns to governance
changes.

All regression models in Table 5 include control vari-
ables. To measure the bidder—target gap in the country-level
governance, we use World Bank’s Governance Indicators
(see Kaufmann et al. 2009). The indicators vary with time
and measure how well a nation overcomes corruption, gov-
ernment effectiveness, regulatory quality, the rule of law,
political stability, and the citizens’ freedom for electing
a government. We calculate the mean index (WGI index)
based on these six attributes for each country. The WGI gap
is the disparity between the acquirer WGI index and the
target WGI index. The coefficients on the WGI gap are posi-
tive except Model (2), albeit insignificant. We also add some
deal-specific characteristics—same industry deal, payment

17 In Model (1) of Panel (B), the coefficient on Bidder—target gap for
board structure is 3.5122 (t-statistic of 4.156) with 25.462 standard
deviation. Therefore, one standard deviation increase in Bidder—tar-
get gap (proxied by board structure gap) increases combined firm’s
governance by 89.42 percentage points (Standard deviation f coeffi-
cient=25.462 X 3.5122=89.42).

¥

method, cross-border deal; and the combined firm character-
istics—change in cash-to-asset ratio, change in leverage ratio,
change in size, change in Tobin’s Q. We observe that the
statistical significance and the magnitude of estimated coef-
ficients on these variables are similar in magnitude across all
models in Table 5. In particular, we find that the combined
firm’s governance change is significantly higher when the
change in combined firm size and leverage are larger.

Channels of higher combined firm
governance

So far, the results suggest that the combined firm’s govern-
ance is higher when the pre-deal bidder’s governance quality
exceeds that of the target. We now examine the probable
channels through which the bidder—target governance gap
affects the combined firm’s governance. We follow existing
studies to establish the possible channels, for instance, board
independence (Byrd and Hickman 1992; Cotter et al. 1997),
audit committee independence (see Boone et al. 2007), stock
compensation (Datta et al. 2001), and protection of minor-
ity shareholders (Doidge et al. 2007), are important firm
governance attributes that are more likely to show better
governance of the combined firm. Based on these studies,
the change in these four individual governance attributes
should be more significant for the combined firms that posi-
tively change governance quality.

We test whether the governance attributes changes are
linked with the governance indices changes. We create a
binary variable equals one if the change in combined firm’s
governance index is positive and zero otherwise. We use the
actual percentage of board independence from WorldScope
to measure board independence, and for the other three
attributes, we use governance scores from ASSET4ESG.
We present the summary statistics, the univariate analysis,
and the multivariate analysis on the changes in governance
attributes for a detailed analysis.

In Panel A of Table 6, we show the summary statistics
of four individual firm governance attributes. The results
show a positive change in each governance attribute: board
independence, audit committee independence, stock com-
pensation, and policy for equal treatment of minority share-
holder rights, increase by 5.86%, 1.24%, 1.85%, and 0.47%,
respectively. It shows that the quality of individual govern-
ance attributes is higher after the acquisition.

We further conduct univariate tests using two-tailed
t-tests to examine if there is a difference in governance
attributes changes for two groups of combined firms that
show higher governance quality following an acquisition and
those who do not. The individual firm governance attrib-
utes—board independence, audit committee independ-
ence, stock compensation, and policy for equal treatment of
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minority shareholder rights—are related to our board struc-
ture index, board function index, compensation policy index,
and shareholder rights index. Therefore, the group of a posi-
tive change in each governance index is linked to the change
in their respective individual governance attribute. Panel B
of Table 6 shows positive changes in all governance attrib-
utes that are significant at 1% level. For instance, there are
566 (72%) deals out of 788 deals with the positive change in
board structure index, and we find that the average change
in board independence after the acquisition is 8.15 for the
group of positive change in combined firm board structure
index while it is 0.015 for negative subsample. The observed
pattern is similar to other firm governance attributes.

To test the effect of change in the combined firm govern-
ance index on change in its respective individual firm gov-
ernance attribute, we estimate the following model:

ACIG;j;_yjor41 =a + PiHigh CGyj g0y + Z B, AFirm controlsy ;.4

@

Aty e,

where ACIG, ,_y,,+ 1s the combined firm’s change in indi-
vidual governance attribute one year after (¢ + 1) the acqui-
sition relative to weighted average individual governance
attributes of the acquirer and target one year prior to the
acquisition (¢ — 1) for the deal i in industry j; « is the inter-
cept; HighCG, ;,_,,4 1s @ binary variable that equals one
for the combined firms showing a positive change in gov-
ernance indices and zero otherwise. AFirmcontrols, , .,
is a vector of change in firm-specific controls for the com-
bined firm k relative to weighted average of bidder and tar-
get from -1 (one year before the deal) to+ 1 (one year after
the deal) and includes: sales growth (post-acquisition sales
minus pre-acquisition sales scaled by pre-acquisition sales);
change in leverage (ex-post leverage minus ex-ante lever-
age), debt divided by assets; change in size (ex-post size
minus ex-ante size), log assets; change in Tobin’s Q (ex-post
Tobin’s Q minus ex-ante Tobin’s Q), assets minus equity’s
book value plus equity’s market value divided by assets;
change in research and development expense (ex-post R&D
minus ex-ante R&D); change in board size (ex-post board
size minus ex-ante board size), number of directors on the
board. Like before, we use industry, year, and country dum-
mies and winsorize firm-specific variables by 1% from the
top and bottom.

The key variable of interest here is the HighCG, ;,_; ., that
has a significantly positive coefficient in all models. Model (1)
in Panel (C) of Table 6 shows that, on average, post-acquisition
board independence is higher by 7.72 pp for combined firms
with a higher board structure index relative to those that do
not. It shows that board independence is an important channel
to ensure a balanced board structure in the combined firm.
We endorse the monitoring role of board independence (Coles
et al. 2008; Linck et al. 2008). These authors accentuate the

idea that companies with dissimilar nature of businesses and
terrestrially scattered functions should benefit more from inde-
pendent boards. The result of Model (2) of Panel (C) reports
that, on average, post-acquisition audit committee independ-
ence is higher by 3.85 pp for combined firms that have a higher
board function index, suggesting that audit committee inde-
pendence is an essential channel for effective board functions.
The result supports the movement toward particular board
guidelines (see Denis and Mcconnell 2003). For example, the
Sarbanes—Oxley Act of 2002 requires that boards should have
only independent audit committees. Model (3) of Panel (C)
shows that, on average, stock compensation is higher by 6.5 pp
subsequent to acquisition for combined firms that improved
their compensation policy index than those that do not, sug-
gesting that stock compensation programs are an important
channel for enhancing compensation policies, echoing earlier
findings on equity-based compensations (Baker et al. 1988;
Datta et al. 2001; Harford and Li 2007). Lastly, Model (4) of
Panel (C) shows that, on average, ex-post minority shareholder
protection is higher by 1 pp for combined firms that increased
their shareholder rights index compared to those that do not,
indicating that equal treatment of minority shareholders is an
important channel for enhancing shareholder rights.

We find that the combined firm’s better corporate govern-
ance after the acquisitions derives from higher independ-
ence of audit committee, independent boards, stock option
compensation, and equal treatment of minority sharehold-
ers. Therefore, these are important channels through which
combined firms increase their governance quality during the
post-deal stage.

Post-acquisition operating performance

We next test our second hypothesis (H2) to examine whether
the operating performance between the combined firm and
the weighted average of bidder and target improves post-
acquisition when better- governed bidders acquire firms with
lower governance scores. Toward that end, we check the
effect of the bidder—target governance gap on the operat-
ing performance changes before and after an M&A deal.
Following Healy et al. (1992), Wang and Xie (2009), and
Alexandridis et al. (2013), we employ the ratio of operating
income to book value of assets as a measurement of operat-
ing performance (ROA). To capture the potential effects of
industry and countrywide factors, we compute the combined
firm’s industry-adjusted operating performance as its ROA
minus other companies median operating performance in
the same Fama—French industry and country. The pre-deal
industry-adjusted ROA of the acquirer and target is calcu-
lated in the same way and then compute the weighted aver-
age operating performance of the acquirer and target. The
weights are assigned on the basis of equity’s market value.

¥
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Table 6 Channels of the higher combined firm’s governance

N Mean Median S.D Min Max
Panel A: Summary statistics
A Board independence 788 5.86 1.435 18.564 —100 100
A Audit Committee independence 837 1.248 25 13.793 —69.46 72.32
A Stock compensation 837 1.858 —-1.95 18.817 —65.64 99.78
A Policy for equal treatment of minority share- 837 478 0 4.868 0 50
holders
Positive change in combined firm  Negative or no change in combined Two tailed t-test
governance indices firm governance indices
N Mean N Mean Difference p value
Panel B: Univariate analysis
A Board independence 566 8.153 222 0.015 8.139 0.000
A Audit Committee independence 601 2.482 236 —1.895 4.378 0.000
A Stock compensation 635 3.270 202 —2.579 5.848 0.000
A Policy for equal treatment of minority share- 545 0.734 292 0.000 0.734 0.037
holders
Dependent variables: A individual governance attributes (1) A Board inde- (2) A Audit committee (3) A Stock com- (4) A Policy for
pendence independence pensation equal treatment
Panel C: Regression analysis 7.7220%%*
High combined firm board structure dummy (6.686)
High combined firm board function dummy 3.8549%
(4.347)
High combined firm compensation policy dummy 6.5056%**
(4.208)
High combined firm shareholder rights dummy 1.0115%%**
(2.845)
Sales growth —0.0097 0.1053 —-0.0023 0.0004
(—=0.195) (1.359) (—0.048) (0.025)
A Leverage —15.9090 1.7699 —17.4008* —0.2085
(—1.557) (0.288) (—1.733) (—0.072)
A size 1.2744 0.2484 -2.2135 —0.0846
(0.832) (0.282) (—1.400) (—0.244)
A Tobin’s Q 2.6606 —4.2785 30.5660%** 0.7194
(0.339) (—0.739) (3.317) (0.226)
A R&D 0.0000 —0.0000%** 0.0000 —0.0000
(0.519) (—2.890) (1.637) (—0.699)
(0.519) (—2.890) (1.637) (—0.699)
A board size 2.1327#%* 1.4406%#* 1.1435%:#% 0.9067%#*
(4.418) (3.533) (3.096) (3.351)
Year, industry, and country dummies Yes Yes Yes Yes
N 782 824 824 824
R? 0.2446 0.2568 0.1311 0.2450

The sample consists of full takeover deals listed in Securities Data Corporation (SDC) between 2003 and 2015. The ASSET4ESG database cov-
ers both the bidder and target before and after the M&A deal. Panel A shows summary statistics of change in individual firm governance attrib-
utes: board independence, audit committee independence, stock compensation, and policy for equal treatment of minority shareholders from t—1
to t+1 around the announcement date. Panel B shows univariate tests of the effect of positive change in combined firm governance on change in
individual firm governance attributes from t-1 to t+ 1 around the announcement date. The change in combined firm governance is an indicator
variable that equals one for combined firms with higher governance quality in terms of board structure index, board function index, compensa-
tion policy index, and shareholder rights index after the acquisition and zero otherwise. Panel C shows results from the ordinary least square
(OLS) regressions of change in combined firm governance dummy on change in individual firm governance attributes. All variables are defined
in Appendix A and Appendix B. All regressions control for year, industry, and country fixed effects, whose coefficients are not shown for brev-
ity.*, ** and *** show statistical significance level at 10%, 5% and 1%, respectively. We report T-statistics in parentheses; Standard errors are
corrected for heteroscedasticity (White 1980)

* p<0.1; ** p<0.05; ¥* p<0.01
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Finally, we compute change in operating performance as
ROA of the combined firm minus weighted average ROA
of the bidder and target.

To test the impact of bidder—target governance gap on
operating performance change between the combined firm
and weighted average of acquirer and target, we estimate the
following model:

A Combined OP; ;41 =a + pBTGAP;j,_, + f,CountryCGGAP,

ijit— iit=1

+ Z B,,Deal controls;, + Z B, A Firm controlsg,_yp1 (3)

+ AN+ ey,

where A Combined OP,;,_y,,, is the combined firm’s
change in industry-adjusted ROA compared to weighted
average ROA of the acquirer and target from 7 — 1 (one
year before the deal) to 7 + 1 (one year after the deal) for
deal i in industry j. BTGAP;;,_, is a binary variable with
value of one if the pre-deal bidder—target firm governance
gap is positive and zero otherwise for deal i and industry
J. CountryCGGAP, ;,_, is the bidder—target country gov-
ernance gap for deal i and industry j one year before the
deal; Dealcontrols; , is a vector of deal-specific controls for
deal i and year 7. The deal-specific controls include same
industry deal, payment method, and cross-border deal.
AFirmcontrols;,_y,,.1s a vector of change in firm-specific
controls for the combined firm £ relative to weighted average
of the acquirer and target from the year prior to the year after
the deal and includes: change in cash-to-asset ratio, change
in leverage ratio, change in size, and change in Tobin’s Q.
Our key variable of interest is the BTGAP,;,_, that
shows significantly positive effect on the post-acquisi-
tion change in operating performance in all models of
Table 7. It suggests that the post-acquisitions operating
performance is higher when bidders have better govern-
ance than targets prior to an acquisition. For example, the
estimated coefficient on the bidder—target gap in Model (1)
of Panel (A) shows that the average change in operating
performance is 1.9 pp higher for the positive bidder—target
board structure gap than the negative bidder—target board
structure gap. We find similar results for other governance
indices. Also, in Panel (B), we used original governance
gap between bidders and targets instead of using dummies
of governance gap. Taking Model (1) of Panel (B), we find
that a one standard deviation increase in board structure
gap will increase operating performance by 43.79 pp. The
results support studies documenting higher operating per-
formance post-acquisition (see Ghosh 2001; Healy et al.
1992), and that higher shareholder rights positively affect
operating performance (Chemmanur et al. 2010; Core
et al. 2006). The results in this section extend the findings
of Wang and Xie (2009) and show that apart from the
shareholder rights difference, other governance mecha-
nisms positively affect the combined firm’s operating

performance. These results provide further support to the
portability of bidder’s higher governance standards, sug-
gesting that the bidder—target governance gap is a source
of higher ex-post operating performance.

Robustness tests

This section discusses several robustness tests to better
understand the positive impact of the bidder—target govern-
ance gap on the ex-post change in combined firm governance
and operating performance.

In the first set of tests, we replace our bidder—target gov-
ernance gap measure with alternative measures: an average
governance index (Models (1) and (6)), the sum of four gov-
ernance indices divided by four; governance indices based
on the principal component analysis (PCA). We keep the
first component having the eigenvalue of greater than one
and compute the bidder—target gap as PCA index score of
the bidder minus PCA index score of the target using four
governance mechanisms discussed above. Each of the ten
regressions uses bidder—target governance gap measure
with the control variables and results are shown in Panel
A of Table 8. In each regression, the coefficient on the bid-
der—target gap measure is positive, showing that the posi-
tive spillover of the bidder’s governance translates into the
higher governance quality and operating performance of the
combined firm.

In majority stake acquisitions, bidders can transfer their
higher governance standards to the targets (Ellis et al. 2017;
Wang and Xie 2009). Therefore, in the second set of robust-
ness tests, we apply our work on majority control acquisi-
tions (before the acquisition, the bidder owns less than 50%
shares of the target and ends up with more than 50% after
the acquisition). To test the change in the combined firm’s
governance in majority control acquisitions, we estimate
Eq. (1) for deals where the bidder acquires more than 50%
shares of the target. The results in Panel B of Table 8 are
similar to those for the full takeover sample in Table 5. The
coefficients on our key variable of interest (i.e., bidder—target
gap) are positive and significant. We show that the combined
firm governance and operating performance are higher when
the bidder—target governance gap is positive. We argue that
the portability of the acquirer’s higher governance stand-
ards to the target is not restricted to full takeovers, but it
can also affect in the same way when bidders acquire the
majority sake of targets. As a further robustness test, we
report regression results for the change in combined firm
governance and operating performance around the financial
crisis of 2008. We estimated our regressions over two sam-
ple periods, from 2003 to 2009 and from 2010 to 2015. After
the financial crisis of 2008, firms improved both mandatory
and voluntary corporate governance mechanisms to increase
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Table 7 Post-acquisition operating performance

Dependent variable: A bidder firm’s (1) Board structure (2) Board function (3) Compensation policy (4) Shareholder rights
ROA (t-1 tot+1)

Panel A: Governance gap dummy

Bidder-target gap dummy 0.0194** 0.0205°%* 0.0267%##* 0.0151*
(2.270) (2.465) (3.119) (1.682)

WGI gap 0.0002 0.0002 0.0002 0.0002
(0.866) (0.772) (0.943) (0.899)

Payment method dummy 0.0175%#* 0.0166** 0.0168%##* 0.0176%**
(2.702) (2.547) (2.602) (2.710)

Cross-border dummy —0.0013 —0.0017 —0.0028 —0.0020
(—-0.118) (-0.162) (-0.268) (—-0.191)

Same industry dummy 0.0041 0.0047 0.0037 0.0042
(0.638) (0.735) (0.569) (0.656)

A Cash-to-asset ratio 0.1464%** 0.1469%* 0.1456%** 0.1462%*
(2.492) (2.505) (2.480) (2.489)

A Leverage —0.1952%** —0.1912%** —0.1957%** —0.1947%%*
(—4.684) (—4.604) (—4.710) (—4.693)

A Size —0.0157* —0.0153* —0.0154* —0.0160*
(—1.747) (—1.707) (—1.744) (—1.768)

A Tobin’s Q 0.0485 0.0469 0.0491 0.0481
(1.284) (1.239) (1.298) (1.272)

Year, industry, and country dummies Yes Yes Yes Yes

N 692 692 691 688

R? 0.2387 0.2401 0.2439 0.2367

Dependent variable: A bidder firm’s (1) Board structure (2) Board function (3) Compensation policy (4) Shareholder rights

ROA (t-1 tot+1)

Panel B: Original governance gap

Bidder—target gap 0.0172%* 0.0185%* 0.0245%#* 0.0125*
(2.265) (2.316) (4.018) (1.691)

Year, industry, and country dummies Yes Yes Yes Yes

N 692 692 691 688

R? 0.2105 0.2090 0.2184 0.2273

This table shows results from the ordinary least square (OLS) regressions of the effect of the bidder—target governance gap on post-acquisition
change in operating performance of the combined firm for a sample of full takeovers between 2003 and 2015. We measure operating perfor-
mance as the change in industry-adjusted operating income divided by total assets (ROA) from one year before (t—1) the deal announcement
to one year after (t+ 1) the deal completion. Operating income is defined as sales less operating expenses (WC01250) in WorldScope. Both the
acquirer and target are covered by the ASSET4ESG database before and after an M&A deal. The variable of interest (“bidder—target governance
gap”) is the pre-deal firm-level corporate governance gap between the bidder and the target governance indices: board structure index, board
function index, compensation policy index, and shareholder rights index. These indices are based on 55 firm governance attributes divided into
four categories in the ASSET4 ESG database and have a percentage score from 0 (lowest) to 100 (highest). In panel A, we use a dummy vari-
able for the governance gap between the bidder and target that equals one when the governance gap is positive (bidder index—target index > 0)
and zero otherwise in all our models. In Panel B, we used difference in governance scores between the bidders and targets. Definitions of all
variables are described in Appendix A and Appendix B. All regressions control for year, industry, and country fixed effects, whose coefficients
are not shown for brevity.*, ** and *** show statistical significance level at 10%, 5% and 1%, respectively. We report T-statistics in parentheses;
Standard errors are corrected for heteroscedasticity (White 1980)

#p<0.1; ** p<0.05; *** p<0.01

their market value and convey confidence to the general pub-  the financial crisis than before when bidders have better pre-
lic (Alexandridis et al. 2017). If the governance improve-  deal governance than targets. In Panel C of Table 8, we show
ment during the post-financial crisis period holds, we should  the results of testing the financial crisis story. We find that
observe a higher change in combined firm governance after ~ the combined firm’s governance and operating performance
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are higher and statistically significant in the subsample of
acquisitions after 2009 than before.

The bidders from the USA dominate our sample (41.6%),
as shown in Table 1. To confirm that our findings are not due
to the USA, we re-estimate models in Table 5 after drop-
ping all deals by the US bidders. The results documented in
panel D of Table 8 (Models (1)—(8)) report that our findings
are not restricted to the USA. Taking together, our results
show that the combined firm’s governance and operating
performance are significantly higher where the pre-deal bid-
der—target governance gap is positive.

The results show a positive relation between the ex-ante
bidder—target governance gap and ex-post combined firm’s
governance quality. However, the results may arise from a
non-random distribution of M&A deals with higher bid-
der—target governance gap. We address this potential endo-
geneity issue using Propensity Score Matching (PSM). We
employ PSM to find a matched sample of M&A deals. The
main reason for using PSM is that it allows us to ascribe
any observed impacts to the M&A deals with higher bidder
governance themselves, rather than firm attributes associ-
ated with deals of positive bidder—target governance gap. We
divide our sample into two groups (see, for instance, Bose
et al. 2021) of high and low ex-ante bidder—target govern-
ance gap based on the median ex-ante bidder—target gov-
ernance gap for the full sample. The M&A deals above the
median show our treatment group while the remainder show
the donor pool from which we select our control group. We
estimate logit model to get our control group where we use
same controls as in our baseline model. We used one-to-
one matching (without replacement with caliper distance of
0.01). Our results still hold as shown in Panel E of Table 8.

Conclusion

We study the change in the ex-post governance quality of
the combined firm relative to the ex-ante weighted average
governance of the bidder and target when the quality of the
bidder’s firm-level governance is higher than the target. To
measure the quality of firm governance, we use four essential
mechanisms: board structure, board function, compensation
policies, and shareholder rights. We find that when the bid-
der—target governance gap is positive before the acquisition,
the ex-post combined firm’s governance is better than the
ex-ante weighted average governance of combining firms.
We further find that the combined firm’s better governance
appears to stem from increased board independence, audit
committee independence, stock compensation, and minority
shareholder protection after the acquisition. Additionally, the
impact of the bidder—target governance gap on the combined
firm’s operating performance relative to the weighted aver-
age operating performance of merging firms is higher.

Overall, the findings support the portability theory of
Ellis et al. (2017) and suggest a positive spillover effect of
the bidder’s firm governance, as the combined firm reaches
a higher governance standard than the average of merging
firms. We show that the pre-deal governance gap between
bidders and targets brings governance transfer opportunity
through M&As. Our results are not because of the firm-
level governance acting as a proxy for the country-level
governance. We control for the bidder—target country gov-
ernance gap in all our regression analyses, and results on
the higher ex-post governance standards of the combined
firm still hold.

The work offers some insights for policymakers and
regulators on how an efficient takeover market can increase
the combined firm’s governance quality and operating per-
formance through the portability channel. We show that
the takeover market can serve as a vehicle for exporting
better governance practices between merging firms. As the
firms differ in the quality of firm corporate governance,
regulators must decide whether shareholders can believe in
the portability of governance standards as a motive behind
Mé&As.

Since the pre-deal governance gap between merging
firms increases the governance quality of the merged firm
so acquiring firm managers should consider the adoption
of better governance practices as a value-enhancing tool
to benefit from takeover activities. Bidder managers must
do a proper evaluation of the target’s governance practices
to realize synergies after the acquisition. Governments of
target country firms must weigh these potential benefits in
while deciding whether to encourage or discourage these
acquisition offers. Our findings can help investors to evalu-
ate the benefits associated with higher governance prac-
tices in the international takeover market.

This work has some limitations that open avenues for
further research on the topic. It would be interesting to
investigate how the bidder—target gap in the other two
dimensions of ESG, environmental and social, affects the
combined firm performance in these dimensions. We have
examined full takeovers (100%), and the same work can be
applied to partial takeovers and joint ventures. Although,
we have addressed potential endogeneity concern through
PSM and used year, industry, and country fixed effects,
there may still be some other unobserved factors includ-
ing cultural proximity, takeover competition, and deal size
that can influence our results. Finally, there is a lack of
reliable sources for firm-level governance data in the case
of private bidders and targets, and the study on private
combining firms can enhance the generalizability of the
portability theory.
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Appendix A: Variable definitions

Variable

Definition

Panel A: ex-post change in combined firm’s governance indices and

operating performance
A Board Structure (BS)

A Board Function (BF)

A Compensation Policy (CP)

A Shareholder Rights (SR)

A Operating performance

Ex-post combined firm’s BS index
minus ex-ante weighted average
BS index of combining firms.
Source: ASSET4ESG

Ex-post combined firm’s BF index
minus ex-ante weighted average
BF index of combining firms.
Source: ASSET4ESG

Ex-post combined firm’s CP index
minus ex-ante weighted average
CP index of combining firms.
Source: ASSET4ESG

Ex-post combined firm’s SR index
minus ex-ante weighted average
SR index of combining firms.
Source: ASSET4ESG

Ex-post combined firm’s
industry-adjusted ROA minus
ex-ante weighted average ROA
of combining firms. Source:
WorldScope

Panel B: Firm-level governance indices

Board Structure index

Board function index

Compensation policy index

Shareholder rights index

Bidder—target gap dummy

Bidder—target gap

Taken from ASSET4ESG, based
on lagged average of 16 vari-
ables (definitions in appendix B)

Taken from ASSET4ESG, based
on lagged average of 15 vari-
ables (definitions in appendix B)

Taken from ASSET4ESG, based
on lagged average of 13 vari-
ables (definitions in appendix B)

Taken from ASSET4ESG, based
on lagged average of 11 vari-
ables (definitions in appendix B)

Dummy variable: 1 for deals
where the bidder’s governance
score is higher than target, 0
otherwise. Source: ASSET4ESG

The bidder’s governance minus

target’s governance. Source:
ASSET4ESG

Panel C: Bidder’s country governance

WGI index

It is the average index based on
six country governance dimen-
sions proposed by Kaufmann
et al. (2009). These dimensions
include control of corruption,
political stability, government
effectiveness, rule of law, voice,
and accountability, and regula-
tory quality. Source: World
Governance Indicators

Variable Definition

Panel D: deal characteristics

Dummy variable: 1 for purely
cash-financed deal, O other-
wise. Source: Securities Data
Corporation

Payment method

Dummy variable: 1 if cross-border
deal, O otherwise. Source: Secu-
rities Data Corporation

Cross-border deal

Dummy variable: 1 for same
industry deal, O otherwise.
Source: Securities Data Corpo-
ration

Same industry deal

Panel E: combined firm characteristics

A Cash-to-asset ratio Ex-post combined firm cash-
to-asset ratio minus ex-ante
weighted average cash-to-asset
ratio of combining firms.

Source: WorldScope

Ex-post combined firm lever-
age ratio (long-term debt/total
assets) minus ex-ante weighted
average leverage of combining
firms. Source: WorldScope

A Leverage

A Size Ex-post combined firm size (log
of book value of total assets,
WC02999) minus ex-ante
weighted average size of com-
bining firms. Source: World-

Scope/DataStream

A Tobin’s Q (Assets — book value of
equity + market value of equity
assets)/assets. Ex-post combined
firm Tobin’s q minus ex-ante
weighted average Tobin’s Q of
combining firms Source: World-

Scope/DataStream

Appendix B: Definitions of firm-level
governance variables

A. Board Structure index

(1) Background and skills “Does the company describe the
professional experience or skills
of every board member? OR Does
the company provide information
about the age of individual board

members?”.

(2) Board Diversity
(3) Board Member Affilia- “Average number of other corporate
tions affiliations for the board member.”

(4) CEO—Chairman Separa-  “Does the CEO simultaneously chair
tion the board? AND has the chairman
of the board been the CEO of the
company?”.

“Percentage of female on the board.”

“Average number of years each board
member has been on the board.”

(5) Experienced Board
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(6) Implementation

(7) Improvements

(8) Independent board
members

(9) Individual Reelection

(10) Mandates Limitation

(11) Monitoring

(12) Non-executive board
members

(13) Policy

(14) Size of Board

(15) Specific Skills

(16) Strictly Independent
Board Members

B. Board function index

(1) Audit Committee Exper-
tise

(2) Audit Committee Inde-
pendence

(3) Audit Committee Man-
agement Independence

(4) Board Attendance

(5) Board Meetings

(6) Compensation Committee
Independence

“Does the company describe the
implementation of its balanced
board structure policy?”.

“Does the company have the neces-
sary internal improvement and
information tools to develop bal-
anced board structure?”.

“Percentage of independent board
members as reported by the com-
pany.”

“Are all board members individually
subject to re-election (no classified
or staggered board structure)?”.

“Does the company provide informa-
tion about the other mandates of
individual board members? AND
Does the company stipulate a limit
of the number of years of board
membership?”.

“Does the company monitor the
board functions through the estab-
lishment of a nomination commit-
tee?”.

“Percentage of non-executive board
members.”

“Does the company have a policy
for maintaining a well-balanced
membership of the board?”.

“Total number of board members
which are in excess of ten or below
eight.”

“Percentage of board members who
have either an industry specific
background or a strong financial
background.”

“Percentage of strictly independent
board members (not employed by
the company; not representing or
employed by a majority).”

“Does the company have an audit
committee with at least three
members and at least one ‘financial
expert’ within the meaning of
Sarbanes-Oxley?”.

“Percentage of independent board
members on the audit committee as
stipulated by the company.”

“Does the company report that all
audit committee members are non-
executives?”.

“Does the company publish informa-
tion about the attendance of the
individual board members at board
meetings?”.

“Number of board meetings per
year.”

“Percentage of independent board
members on the compensation
committee as stipulated by the
company.”

(7) Compensation Committee
Management Independence

(8) Implementation

(9) improvements

(10) Monitoring

(11) Nomination committee
independence

(12) Nomination committee
involvement

(13) Nomination Committee
Management Independence

(14) Nomination Committee
Processes

(15) Policy

C. Compensation policy index

(1) Board Member Compen-
sation

(2) Compensation Contro-
versies

(3) Highest remuneration
package

(4) Implementation

(5) Improvements

(6) Individual compensation

“Does the company report that all
compensation committee members
are non-executives?”.

“Does the company describe the
implementation of its board func-
tions policy?”.

“Does the company have the
necessary internal improvement
and information tools to develop
appropriate and effective board
functions?”.

“Does the company monitor the
board functions through the estab-
lishment of a corporate governance
committee?”.

“Percentage of non-executive board
members on the nomination com-
mittee.”

“Percentage of nomination commit-
tee members who are significant
shareholders (more than 5%).”

“Are the majority of the nomination
committee members non-execu-
tives?”.

“Does the nomination committee
have the responsibility for the
selection, appointment and succes-
sion procedures for board members
or executives?” OR “Does the com-
pany report or show to constantly
supervise the performance of board
members or executives?”’.

“Does the company have a policy
for maintaining effective board
functions?”.

“Total compensation of the non-
executive board members in US
dollars.”

“Is the company under the spotlight
of the media because of a contro-
versy linked to high executive or
board compensation?”.

“Highest remuneration package
within the company in US dollars.”

“Does the company describe the
implementation of its compensa-
tion policy?”.

“Does the company have the
necessary internal improvement
and information tools to develop
attractive and performance-oriented
compensation policy?”.

“Does the company provide informa-
tion about the total individual
compensation of all executives and
board members?”.
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(7) Long-term objectives

(8) Monitoring

(9) Policy

(10) Remuneration structure

(11) Stock compensation

(12) Stock option program

(13) Sustainability Compen-
sation Incentives

D. Shareholder rights index
(1) Anti-takeover devices

(2) Available articles of
association

(3) Implementation

(4) Improvements

(5) Majority shareholders

(6) Monitoring

(7) Ownership

(8) Policy

“Is the management and board mem-
bers remuneration partly linked
to objectives or targets which are
more than two years forward look-
ing?”.

“Does the company monitor the sen-
ior executives and board compensa-
tion through the establishment of a
compensation committee?”.

“Does the company have a policy
for performance-oriented com-
pensation that attracts and retain
the senior executives and board
members?”.

“Does the company subdivide the
remuneration of executives accord-
ing to fixed salaries, bonuses and
stock option plans (or restricted
stocks)?”.

“Do the companies most recently
granted stocks or stock options
vest in a three-year period at a
minimum?”.

“Does the company’s a statute or
by laws require that stock options
are only granted with a vote at a
shareholder meeting?”.

“Is the senior executive's compensa-
tion linked to CSR/H&S/Sustain-
ability targets?”.

“The number of anti-takeover
devices in place in excess of two.”

“Are the company’s articles of asso-
ciation, statues or bylaws publicly
available or on request?”.

“Does the company describe the
implementation of its shareholder
rights policy?”.

“Does the company have the
necessary internal improvement
and information tools to develop
appropriate shareholder rights
principles?”

“Percentage of shares held by all
insiders and 5% owners.”

“Does the company monitor the
shareholder rights through the
establishment of a corporate gov-
ernance committee?”.

“Is the company owned by a refer-
ence shareholder who has the
majority of the voting rights, veto
power or golden share?”.

“Does the company have a policy
for ensuring equal treatment of
minority shareholders, facilitating
shareholder engagement or limiting
the use of anti-takeover devices?”.

(9) Share structure “Is the company's outstanding equity
constituted of 100% common

stocks?”.

(10) Shareholder controver-  “Is the company under the spot-
sies light of the media because of a
controversy linked to shareholders
rights?”.

“Are all shares of company providing
equal rights?”.

(11) Voting rights

Appendix C: New dataset of ASSET4 ESG

This table shows results from the ordinary least square
(OLS) regressions of the effect of the bidder—target gov-
ernance gap on the ex-post change in combined firm’s
governance and operating performance relative to ex-ante
weighted average governance and operating performance
of combining firms. The sample consists of full takeo-
ver deals listed in Securities Data Corporation (SDC)
between 2003 and 2015. Both the bidder and target are
covered by the ASSET4ESG database before and after
an M&A deal. The dependent variables are the ex-post
change in the combined firm’s governance (Models (1)
to (3)) and operating performance (Models (4) to (6))
relative to the ex-ante weighted average governance and
operating performance of the bidder and target, respec-
tively. The variable of interest (“bidder—target govern-
ance gap”) is the pre-deal firm-level corporate govern-
ance gap between the bidder and the target governance
scores of the new pillars of governance, management,
and shareholder rights. These pillars show a score from
minimum (0) to highest (100). The governance (GOV.)
score is the weighted average of management, share-
holder, and CSR scores. For the management (MGT.) and
shareholder rights (SHAREHOLDER) scores, ASSET4
ESG computes weighted averages of individual attrib-
utes (67 in the management pillar and 50 in shareholders
rights pillar) under each pillar. We use a dummy variable
for the governance gap between the bidder and target that
equals one when the governance gap is positive (bidder
index—target index > 0) and zero otherwise in all our
models. All variables are defined in Appendix A and
Appendix B. All regressions control for year, industry,
and country fixed effects, whose coefficients are not
shown for brevity.*, ** and *** show statistical signifi-
cance level at 10%, 5% and 1%, respectively. We report
T-statistics in parentheses; Standard errors are corrected
for heteroscedasticity (White 1980).
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Dependent vari- A Combined firm’s governance

A Combined firm’s ROA

ables: (1) GOV (2) MGT (3) Shareholder  (4) GOV (5) MGT (6) Shareholder
Bidder—target  4.5929* 5.8518%* 42014 0.0198* 0.0205%* 0.0008
gap dummy (1 74¢6) (1.659) (1.009) (1.858) (2.103) (0.095)
WGI gap 0.0812 0.1033 0.0597 0.0004 0.0004 0.0004
(1.151) (0.974) (0.648) (1.429) (1.406) (1.470)
Payment —3.0080* —3.4930 —2.7390 0.0208*** 0.0208 % 0.0213 %
method (- 1.670) (—1.425) (—1.157) (3.273) (3.268) (3.326)
dummy
Cross-border 2.7576 4.7109* —0.8363 —0.0008 —0.0010 —0.0015
dummy (1.361) (1.693) (—0.325) (—0.079) (—0.094) (—0.140)
Same industry ~ —0.6959 —0.6642 —1.3081 —0.0016 —0.0012 —0.0013
dummy (—0.434) (—0.305) (—0.623) (—0.244) (—0.193) (—=0.204)
A Cash-to-asset 19.2537%* 25.1723* 9.6309 0.1425%* 0.1427%* 0.1448%:*
ratio (2.025) (1.881) (0.773) (2.554) (2.557) (2.585)
A Leverage 12.2545 24.0624%* —13.7598 —0.1657%%* —0.1634%3:* —0.1742%%:
(1.289) (1.851) (—1.141) (—3.408) (—3.354) (—3.549)
A Size 2.8274%* 2.6387 5.4885%#:* —0.0048 —0.0048 —0.0058
(2.424) (1.642) (3.573) (—0.735) (—0.736) (-0.873)
A Tobin’s Q 5.8287 2.4991 18.5874%* 0.0354 0.0339 0.0407
(0.825) (0.263) (1.991) (1.021) (0.979) (1.159)
Year, industry,  Yes Yes Yes Yes Yes Yes
and country
dummies
N 816 818 818 725 725 725
R? 0.1669 0.1591 0.1429 0.1845 0.1855 0.1796

*p<0.1; ##p <0.05; ***p <0.01.
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