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This paper documents a substantial intertetnporal variation in the abnormal returns
of U.S. companies acquired by foreign firms over the 1979-1988 period. Returns
decrease after 1980, when the 1981 Economic Recovery Tax Act was passed, and
increase after 1986, when the Tax Reform Act went into effect. Similar results hold
for acquisitions of partial ownership interests in U.S. firms by foreign companies.
These findings are unchanged after controlling for exchange rates and for the other
characteristics of the acquisitions. Overall, our findings are consistent with the
conjecture that the U.S. tax system has a substantial impact on the benefits of foreign
acquisitions in the U.S.

• Scholes and Wolfson (1989, 1990, 1992) argue that
changes in the U.S. tax law should have an effect on the level
of foreign investments in the U.S. In particular, they predict
decreased investment after the 1981 Economic Recovery
Tax Act (ERTA) and increases after the 1986 Tax Reform
Act. Evidence in support of these predictions is provided by
Caves (1988) and Scholes and Wolfson (1990,1992), among
others.
An additional implication of Scholes and Wolfson's
arguments is that the returns associated with foreign
acquisitions in the U.S. should also display strong
intertemporal variations, consistent with the changes in the
tax laws. More specifically, we expect retums to decline after
1980 and increase again after 1986. Evidence in support of
this conjecture is mixed, at best. Harris and Ravenscraft
(1991) find that retums decline, both after 1981 and after
1986, for a large sample of foreign takeovers. Cebenoyan,
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Papaioannou, and Travlos (1992), on the other hand, find that
the tax regime does not affect the retums. Kang (1993), who
focuses solely on Japanese acquisitions, also finds no tax
effect in retums.
The strongest support to date for the conjecture that taxes
influence abnormal retums for foreign takeovers is provided
by Parrino, Boebel, and Harris (1993). They concentrate on
acquisitions by U.S., Canadian, and U.K. buyers and show
that acquisitions by U.K. firms generate higher target returns,
consistent with the U.K. tax law, which lowers the effective
tax rate on foreign acquisitions.
The purpose of this paper is to re-examine the effect of
taxes on foreign acquisitions in the U.S. We propose several
innovations compared to previous research. First, our sample
is much larger and more comprehensive than samples
examined earlier. Our sample consists of 112 takeovers, 325
acquisitions of units, and 342 acquisitions of a partial
ownership interest, a total of 779 acquisitions of U.S. assets.
Second, our sample spans the two tax reform acts by more
than one year. Therefore, we have a larger number of
transactions in each sub-period, which allows us to estimate
the effect of taxes more precisely. Third, for takeovers, we
compute abnormal retums from 20 days before the first
transaction announcement to the effective date of the
acquisition. We therefore capture both the stock price run-up
before the announcement and the effect of additional news
releases about the transaction after the announcement.
Failure to take into account the entire event window may lead
to spurious results. For example, if retums are compounded
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only during intervals when bids are made, then the effect of
managerial resistance, announcements of the form of
payment, and the stock price run-up due to information
leakage will not be part of the reported retum. Fourth, we
also examine the retums to a select sample of foreign
acquirers whose ADRs are traded on U.S. stock markets.
Our results support the tax argument. For takeovers,
returns of target companies drop by more than 50% after
1980 (concurrent with the 1981 Economic Recovery Tax Act
(ERTA)). This drop more than reverses after 1986
(concurrent with the 1986 Tax Reform Act (TRA)). For
acquisitions of a partial ownership interest, there is also a
significant increase in the retums of target firms after 1986.
Overall, our findings are consistent with the conjecture that
the U.S. tax system has a substantial impact on the benefits
of foreign acquisitions in the U.S. Moreover, when we add
control variables, shown to be important in other work on
foreign and domestic acquisitions, our results are unchanged.
This paper complements the work by Caves (1988) and
Scholes and Wolfson (1990) who report that the aggregate
level of foreign takeovers has increased substantially since
the 1986 TRA. While our results are partially consistent with
Harris and Ravenscraft (1991), who find that retums decline
after 1980, they differ from previous work in terms of the
effect of the 1986 TRA. We believe that our different results
are attributable to two of the innovations in our work
discussed earlier: 1) our sample extends farther beyond 1986
and 2) we compute abnormal retums over a longer window.
Sensitivity tests indicate that the first innovation explains
most of the difference.
The remainder of this paper is organized as follows. In
section I, we discuss the tax hypothesis developed by Scholes
and Wolfson in more detail. Section n describes the sample
selection procedure and presents some descriptive statistics.
Section III analyzes the retums of firms involved in
acquisitions by a foreign company. Section IV compares the
retums of target firms acquired by foreign companies to the
returns of target firms acquired by U.S. companies. Section
V discusses bidder returns. Section VI concludes.

I. The Effect of Tax Rates on
Foreign Acquisitions
The impact of tax treatments on the costs and benefits of
foreign acquisitions depends on two factors: 1) the tax
system used by the foreign country and 2) the relative tax
rates ofthe host and foreign country. There are two basic tax
systems:
1) Countries that have a worldwide tax system
impose taxes on the worldwide income of their
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corporations. To avoid the burden of double
taxation, these countries grant tax credits for
foreign income taxes paid. Also, taxes are due only
upon repatriation of the profits to the home country.
2) Countries with a territorial tax system do not tax
foreign income.
Some countries, however, combine both systems. They tax
worldwide profits but exempt income earned in countries
with which they have tax treaties.
The relative tax rate of the host and foreign country is
relevant only for companies in countries with worldwide tax
systems. If a company from a high-tax country (HTC) invests
in a low-tax country (LTC), its tax burden is larger than the
tax burden of domestic firms in the LTC. If such a firm
acquires a company in the LTC, the benefits obtained from
this investment must be sufficient to offset higher taxes in
the home country. Since some of the HTC bidders acquire
U.S. firms, these bidders must bring some unique benefits to
the transactions.
Two major tax reforms have been passed in the United
States during the 1980s. The 1986 TRA lowered U.S.
corporate tax rates but eliminated investment tax credits and
made depreciation schedules less accelerated. In addition,
from 1986 until more recent tax reforms, capital gains and
regular income were taxed at the same rate. Scholes and
Wolfson (1989,1990,1992) conclude that the 1986 TRA has
increased the benefits of foreign acquisitions in the U.S.
They emphasize three factors. First, the 1986 TRA reduced
the marginal corporate tax rate in the U.S., so the U.S. has
become a tax haven for many foreign companies that face
higher corporate tax rates in their home country. Scholes and
Wolfson (1989) show that the opportunity to invest in the
U.S. is beneficial for companies in many HTCs, even at
lower before tax returns than available in their home
countries. This is the case because foreign companies can
reinvest their earnings in the U.S., which postpones taxes in
their home country until the repatriation of profits. Second,
prior to 1986, before tax returns on many investment projects
in the U.S. were low because of their tax-favored status.'
Scholes and Wolfson call this an implicit tax. Such an
implicit tax could not be used to receive foreign tax credits
when profits were repatriated, which resulted in a
disadvantage for foreign firms. Tax reform in 1986
eliminated many of these implicit taxes and decreased the
disadvantages for foreign investors. Finally, investors in
many foreign countries are not taxed on capital gains.^ The
'The tax-favored status results from investment tax credits and the
opportunity to depreciate capital expenditures at an accelerated level.
^For example, in Australia, Belgium, Israel, Italy, Japan, the Netherlands,
Singapore, and Switzerland, capital gains are generally not taxable.
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increase in the capital gains tax in the U.S. after 1986 has
increased this relative advantage of foreign investors. As a
consequence, they may place a higher relative value on U.S.
assets after 1986.
Thus, the 1986 tax law changes have increased the
benefits to foreign investors of acquiring U.S. assets.
Consistent with the increased benefits, Scholes and Wolfson
(1990) present evidence that the level of foreign acquisitions
in the U.S. has increased substantially after the fourth quarter
of 1986, both in nominal and real amounts, and as a fraction
of total acquisition activity in the U.S. A further implication
of Scholes and Wolfson's arguments is that the total gains of
foreign acquisitions will increase after 1986. If target firms
reap all of the gains of the acquisition, we expect target
returns to be higher after 1986.^
Some of the tax arguments favoring foreign investment
in the U.S. after 1986 should be reversed for the 1981-1986
period (Scholes and Wolfson (1990)). In particular, the 1981
ERTA imposed many of the implicit taxes that put foreign
investors at a disadvantage. Consequently, the level of
foreign takeovers declined after 1980. If these tax arguments
are correct, we expect lower target retums in the 1981-1986
period than in the pre-1981 or post-1986 period.^
Scholes and Wolfson (1990) imply that foreign bidders
are more likely to be at a competitive advantage in the
post-1986 and pre-1981 period than in the 1981-1986 period.
Scholes and Wolfson do not imply, however, that foreign
bidders are always at a disadvantage in the 1981-1986 period
and always at an advantage in the surrounding periods. If the
targets can reap all the benefits ofthe transactions, domestic
or foreign bidder retums should not be affected by the
changes in U.S. tax laws. This does not necessarily require
that there are mjiny bidders for each target but just that the
target firm has a strong enough bargaining position to capture
most of the wealth gains resulting from the takeover.^
Even if there is an important tax effect, there are several
'The conjecture that the gains from takeovers accrue to target firms
(implying that the gains to acquiring firms are zero) is consistent with the
U.S. evidence reviewed by Jarrell, Briekley, and Netter (1988) and evidence
we find regarding foreign bidders.
Another implication of Scholes and Wolfson is that the interest of foreign
bidders in certain types of targets may change over time. In particular, the
interest of foreign bidders in firms that are more likely to be subject to high
"implicit taxes" after the 1981 tax reform act is expected to decline after
1981 and to increase after 1986. A good proxy for implicit taxes may be the
level of depreciation expenses. An investigation ofthe effect of depreciation
and other target firm characteristics on the likelihood of being acquired by
a foreign company would be an interesting avenue for future research.
If target firms do not get the bulk of the wealth gains in acquisitions, the
retums to U.S. bidders may also be affected by the change in tax laws. If
competition from foreign bidders increases during some periods, domestic
bidders will be forced to give up more of the gains to target firms if they
want to be successful. This competition will lead to lower returns for
domestic bidders in the pre-1981 and post-1986 period.
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reasons why we may not be able to discover this effect. First,
as mentioned previously, if bidders can reap some ofthe tax
benefits, the joint retums may depend on the U.S. tax regime,
but target firm retums may not be affected. Second, the
bidder's tax status may also have an impact on the premium
that can be paid in an acquisition, and we do not take that
infomiation into account. Third, the bidders' motives for
making an acquisition, and consequently, the premium
offered, may be different across countries and over time. For
example, companies in certain countries may have more
severe agency problems than companies in other countries,
which could be reflected in the quality of their acquisitions.
In addition, the mechanisms used to control these agency
problems may change over time, leading to a change in the
premium offered. These three caveats weaken the power of
our tests, but we have no reason to believe that they bias our
results toward finding a spurious tax effect.

II. Data Collection and Computation
of Abnormal Returns
This section describes the sample and the methodology
we use to compute abnormal retums.

A. Data collection
A sample of foreign acquisitions in the U.S. is gathered
from the "foreign investment in the U.S." roster of Mergers
and Acquisitions {M&A) from 1980 until the first quarter of
1989. These rosters contain data on acquisitions from the
fourth quarter of 1979 until the fourth quarter of 1988. This
period is chosen to provide observations before and after the
two major U.S. tax reforms of 1981 and 1986.
M&A lists all transactions valued at over $1 million in
which the target firm is a U.S. company and the acquiring
firm is a foreign company, the U.S. subsidiary of a foreign
company, or a foreign individual. From the roster, we gather
data on all takeovers, acquisitions of units, and acquisitions
of a partial ownership interest of firms listed on the daily
Center for Research in Security Prices (CRSP) Tapes. M&A
also contains information on the effective date of the
transaction, the country and identity of the acquiring firm,
the amount ofthe transaction (if disclosed), and the form of
payment.
Further information on the transactions is gathered from
the Wall Street Journal Index (WSJI) and Who Owns Whom
in America. From the WSJI, we obtain information on the
announcement date of the offer,^ the resolution date, the
In general, we use the date of the first formal acquisition announcement,
unless a rumor is confirmed by one ofthe parties involved in the transaction,
in which case the rumor date is used.
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number of bidders in the transaction, and the reaction of
target management (hostile/friendly). These characteristics
are important determinants ofthe cross-sectional variation of
the abnormal retums in domestic acquisitions and are used
as control variables in this paper. If the transaction is not
listed in the WSJI, the effective date reported in M&A is
substituted for the announcement date.^ Who Owns Whom in
America gives information on the other operations of the
bidding firm in the U.S. This information is used to classify
the sample according to the bidder's prior experience in the
U.S.
There are 112 takeovers, 325 acquisitions of units, and
342 acquisitions ofa partial ownership interest in our sample,
for a total of 779 transactions. We classify transactions in
which a firm owns more than 50% of the shares of another
firm as a result of the acquisition as takeovers.^ The
remaining purchases of shares of a publicly traded firm are
classified as acquisitions of a partial ownership interest. A
purchase of certain assets or divisions of a publicly traded
firm is classified as an acquisition of a unit.
Table 1 presents our sample of acquisitions, classified by
year and by type of transaction. We also report the total dollar
amount of the transactions when that amount is disclosed.
The number of transactions decreased after 1982 but
increased again after 1986. The total dollar amount of the
transactions has followed a similar pattem, although the
dollar increase after 1986 is more substantial than the
increase in the number of transactions. In fact, about 58% of
the total dollar amount of the acquisitions in our sample is
concentrated in 1987 and 1988. The strong increase after
1986 is consistent with Scholes and Wolfson's (1990)
argument that the 1986 TRA has benefited foreign
acquisitions.^
We also examine changes in industry composition and
size ofthe firms in our sample over time, particularly around
the tax reform acts. We do not find systematic changes over
the sample period, except that target firms increase in size

^Mikkelson and Ruback (1985) follow a similar methodology in their study
of 13-d filings. They use the date of the 13-d filing as the announcement date
when no WSJI report of the transaction is available. To determine whether
this procedure is appropriate, we compare the WSJI announcement date,
when available, to the effective date listed in M&A. The dates correspond
in 54% of the 284 comparisons. Our overall results are similar, however, if
we exclude transactions without WSJI information, and the level of
significance actually increases.
"There are 13 acquisitions of a majority interest in our sample. Eliminating
these firms from the sample does not materially affect the results.
'Our sample captures a large fraction of the total dollar amount of all the
foreign acquisitions in the U.S. reported by M&A. For the 1983-1988 period,
M&A contains transactions for a total of $152.2 billion. Over this period,
our sample totals $91.5 billion, approximately 60% of all the transactions.
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(this change merely mimics the change in size of the
domestic acquisitions).
Table 2 ranks the most important foreign investors in the
U.S. according to the total amount of their transactions. The
United Kingdom dominates the sample with 195 acquisitions
and a total dollar amount of $33.7 billion. These numbers
represent 25% of all transactions and 31.5% ofthe total dollar
figure. The U.K. is followed by Canada ($18.3 billion and
19.8% ofthe observations), the Netherlands ($9.7 billion and
3.2% of the observations), Japan ($9.3 billion and 6.7% of
the observations), and Australia ($7.4 billion and 4.8% ofthe
observations). The group of countries with more than $1
billion of acquisitions in our sample is rounded out by West
Germany ($6.8 billion), Switzerland ($5.9 billion), France
($5 billion), Kuwait ($2.5 billion), Italy ($2.2 billion). Hong
Kong ($1.5 billion), and Sweden ($1.3 billion).

B. Computation of Abnormal Returns
The abnormal retums of the target firms are computed
using standard event-study methodology. Market model
parameters are estimated using continuously compounded
retums for the 200-day period starting 250 days before the
announcement date (for transactions reported in the WSJI) or
the transaction date (for transactions not reported in the
WSJI)- The CRSP value-weighted index is used as a market
proxy.
The abnormal returns are computed for two event
windows. For all transactions, we compute the returns for the
two-day interval that includes the day of the initial
announcement and the preceding day. This short interval
contains litde noise but may not contain the price reaction to
all the important announcements regarding the transaction.' ^
For takeovers, there also appears to be a run-up in the stock
price of the target firm in the period shortly before the
announcement, which may be due to leakage of information
(Jarrell, Brickley, and Netter (1988)). Therefore, a second,
wider event window is constructed to capture all the
announcements relevant to the acquisition and to capture any
price run-ups due to leakage. The length of this event window
depends on the type of transaction and on WSJI information.
For acquisitions of a partial ownership interest or
acquisitions of a unit, abnormal retums are computed from
the day before the initial announcement until the date of the
last announcement of the transaction. For takeovers, we
extend this window by 20 days before the initial
""important information regarding the form of payment and the reaction of
target management may not be available at or just after the announcement
date (Asquith, Bruner, and Mullins (1987)). Moreover, more than one bidder
may enter the bidding contest, which increases target returns (Bradley,
Desai, and Kim (1988)).
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Tahle 1. Foreign Acquisitions of U.S. Assets, Classified by Year and by Type of Acquisition
The observations are obtained from Mergers and Acquisitions over 1979-1988. All target firms are listed on the NYSE or the Amex.
"Takeovers" are transactions in which a firm owns more than 50% of the shares of another firm as a result of the acquisition. This
classification includes cases for which the acquiring firm has prior ownership of the target firm before the announcement and cases for
which the acquiring firm buys a majority interest in the target firm. The remaining purchases of shares of a publicly traded firm are defined
as "Acquisitions of Partial Interests." This classification includes acquisitions of additional interests. Finally, a purchase of certain assets
or divisions of a publicly traded firm is defined as an " Acquisition of a Unit." Total dollar amounts (in million dollars) are computed for
deals in which the size ofthe transaction was disclosed in Mergers and Acquisitions or the Wall Street Journal Index.
Year

1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
Total

Number of
Observations

9
51
112
111
50

Percent of
Total (%)

1.2
6.5
14.4
14.2
6.4
6.2
7.3
13.2

48
57
103
124
114
779

15.9
14.6
100.0

Takeovers

3
12
18
13
3
6
9
12
18
18
112

Acquisitions of
Units

2
6
38
31
20
17
30
61
55
65
325

Acquisitions of
Partial interests

4
33
56
67
27
25
18
30
51
31
342

Totai Dollar Amount
($ miillon)

554.30
1,767.64
10,304.30
2,924.13
1,038.41
4,637.30
11,512.00
12,425.40
29,323.80
32,587.00
107,074.28

Tahle 2. Sample of Foreign Acquisitions of U.S. Assets, Classified by Home Country ofthe Acquirer and by Type
of Acquisition.
The sample observations are obtained from Mergers and Acquisition (1979-1988). The target firms are listed on the NYSE or the Amex.
The sample is classified by country of the acquirer and by type of transaction (i.e., takeovers, acquisitions of a unit, or acquisitions of a
partial ownership interest). The 12 countries with more than one billion dollars worth of acquisitions in our sample are listed individually.
"Takeovers" include cases in which the acquiring firm has prior ownership of the target firm before the announcement and cases for
which the acquiring firm buys a majority interest in the target company. "Acquisitions of Partial Interests" include acquisitions of
additional interests. Total dollar amounts (in million dollars) are computed for deals in which the size ofthe transaction was disclosed in
Mergers and Acquisitions or the Wall Street Journal Index.
Country

United Kingdom
Canada
Netherlands
Japan
Australia
West Germany
Switzerland
France
Kuwait
Italy
Hong Kong
Sweden
Others
Total

Number of
Observations

195
154
25
52
38
64
33
53
1
9
22
22
HI
779

Percent of
Totai (%)

25.0
19.8
3.2
6.7
4.8
8.2
4.2
6.8
0.1
1.2
2.8
2.8
14.3
100.0

Takeovers

34
20
6
10
6
6
3
10
1
3
3
4
6
112

Acquisitions of
Units

97
46
12
27
11
39
18
32
0
4
3
12
24
325

Acquisitions of
Partiai interests

64
88
7
15
21
19
12
11
0
2
16
6
81
342

Totai Doiiar Amount
($ million)

33,735.80
18,336.40
9,695.35
9,266.30
7,405.72
6,815.80
5,856.88
5,000.83
2,470.00
2,203.50
1,486.51
1,329.55
3,441.67
107,074.28
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announcement to capture any price run-ups and measure the
retums until the resolution of the takeover or the delisting
date, whichever comes first.

III. The Returns of Targets of
Foreign Acquisitions
This section presents results of the empirical tests of the
impact of U.S. tax reforms on retums associated with foreign
acquisitions of U.S. targets.

A. Discussion of Returns
Table 3 reports the abnormal retums for several categories
of acquisitions in our sample. We report data on all the
transactions and on the subset of transactions with WSJI
information. All the retums are significant at the 0.01 level.
Column (1) presents the abnormal retums for target firms
for the two-day interval, which consists of the day
before the initial announcement and the day of the initial
announcement. Not surprisingly, takeovers generate the

largest wealth gains for the shareholders of target firms:
13.5%, on average. These retums are lower when the
bidder owns some of the target firm's shares before the
announcement or when the bidder only acquires a majority
interest in the target firm.'' On average, acquisitions of units
generate abnormal retums of 0.7% for selling firms, and
acquisitions of partial ownership interests are associated with
abnormal retums of 1.7%. In the latter category, returns are
higher for the initial establishment of an ownership position
than for additional purchases. We also find that the retums
are higher in those cases where WSJI information is available
(column (4)).'2
Column (2) lists the retums for the wider event window.
For takeovers, the average abnormal retums during this
window are twice the retums at the announcement date:
26.7%. Again, these retums are higher when the takeover is
complete (the bidder acquires 100% ofthe target's shares)
and the bidder does not have a stake in the target before the
announcement.

Table 3. Abnormal Returns of U.S. Firms Subject to a Foreign Acquisition over the 1979-1988 Period
The acquisition atinouncement dates are obtained from the Wall Street Journal Index (WSJf). If tio 1^57/ infonnatioti is available, the
effective date ofthe transactioti reported in Mergers and Acquisitions {M&A) is employed. All the abnormal retums are significant at the
0.01 level. AR (-1,0) is the percentage abtiormal retum corresponding to the first announcemetit of the transaction (i.e., the two-day
window including the day of the announcement in the WSJI and the preceding day). CAR is the cumulative abnormal retum from the
initial announcement until the last announcement related to the transaction. For takeovers, this period is extended by 20 days prior to the
initial announcement, and returns are cumulated until the resolution of the takeover or the delisting date, whichever comes first. The
definitions of "Takeovers," " Units," and " Interests" are provided in Table 1. An acquisition of a majority interest is a takeover in which
the acquirer gains control over 50% of the shares of the target. The remaining shares are still publicly traded.
All Transactions Announcement Dates from the
WSJI or Effective Dates from M&A

Only Transactions Announced in the WSJI
CAR

N

(4)

(5)

13.87

27.56

(6)
109

16.39

30.81

73

24

11.64

29.40

23

6.05

13

3.69

6.05

13

0.39

325

1.08

0.60

210

1.67

2.54

342

1.90

3.08

253

Initial Interest

1.91

3.40

202

2.25

4.42

139

Additional Interest

1.32

1.30

140

1.46

1.44

114

N

AR(-1,0)

CAR

(1)
13.48

(2)

(3)

26.74

112

No Prior Interest

15.91

29.93

75

Prior Interest

11.20

28.00

3.69
0.70

Takeovers

Majority Interest
Units
Interests

"in an acquisition of a majority interest, the acquirer gains control over 50%
or more of the shares of the target. The remaining shares are still publicly
traded.
'•^Mikkelson and Rubaek (1985) find a similar result in their study of 13-d

AR(-1,0)

filings. Filings not reported in the WSJI are associated with lower abnormal
retums for target firms. There are two potential explanations for this finding:
1) transactions not announced in the WSJI are smaller or 2) information on
these transactions was leaked prior to their effective date, which reduces that
day's stock price reaction.
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For acquisitions of units and partial ownership interests,
there is no great difference in retums between the small and
the large event window. (In many instances, both event
windows overlap since there is only one relevant
announcement.) Average retums for acquisitions of units
are 0.4% for the wide window and retums for
acquisitions of interests are 2.5%. Here too, the abnormal
retums are larger for the set of transactions with WSJI
information (column (5)).
In general, the returns displayed in Table 3 are consistent
with the retums for domestic acquisitions (see Jensen and
Ruback (1983), for mergers and tender offers; Hite, Owers,
and Rogers (1987) and Hite and Vetsuypens (1989) for sales
of units and divisions; Holdemess and Sheehan (1985) and
Mikkelson and Ruback (1985) for acquisitions of partial
ownership interests).

B. Target Returns and U.S. Tax Reform
The benefits to foreign acquisitions declined after 1980,
and they increased after 1986. If these benefits are reflected
in the retums of target firms, we expect retums in the
1981-1986 period to be lower than the retums before the
1981 tax reform and the retums after the 1986 tax reform.
To study the impact of the tax reforms on the retums of
target firms, we use the two-day event window retums for
acquisitions of units and interests. Because half of the returns
associated with takeovers are realized before or after the first
announcement, we use the wider event window retums for
takeovers. For acquisitions of units and interests, on the other
hand, the retums are small, and including more than two days
in the event window may increase the standard errors of the
returns to the point where we cannot distinguish the retums
from zero. Also, a large fraction of the abnormal returns is
realized in the two-day window. Thus, we do not omit much
crucial information by concentrating on this two-day period.
Table 4 lists the abnormal returns of the target firms for
three subperiods: 1) last quarter 1979 - 1980,2) 1981-1986,
and 3) 1987-1988. Takeovers and acquisitions of a majority
interest are grouped together, as are initial and additional
acquisitions of a partial ownership interest. Panel A provides
the retums for the three periods, and panel B reports the
differences in retums between these periods. For takeovers,
we find a substantial variation in target abnormal retums over
time. In the period 1979-1980, target retums are 38.0%. In
the 1981-1986 period, following the 1981 ERTA, target
returns drop to 15.2%, which is less than half of the retum
for the pre-1981 period. After 1986, retums increase to
41.6%. Both the decrease of 22.8 percentage points after
1980 and the increase of 26.4 percentage points after 1986
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are highly significant according to a t-test and a
non-parametric rank-sum test.
The pattern of returns for acquisitions of a partial
ownership interest is also consistent with the predicted
effects of the U.S. tax law changes. For 1979 and 1980,
returns are 2.3%, on average; they drop to 1.0% over
1981-1986 and increase to 3.3% after 1986. The difference
between the 1979-1980 period and the 1981-1986 period is
only marginally significant using a rank-sum test. The 2.3
percentage point increase after 1986 is significant according
to a regular t-test.
Overall, the results of Table 4 support the conjecture that
U.S. tax reforms have a significant impact on the returns of
domestic firms subject to foreign acquisitions. For all three
categories, returns increase after the 1986 tax reform. In two
ofthe three categories, the increase is significant at the 0.05
level. For takeovers and acquisitions of interests, the returns
decline after the 1981 tax reform. Takeovers show the
strongest pattem of abnormal retums and the most significant
differences between the periods. The insignificant results in
some of the other categories are not surprising because the
returns are generally small, which makes it more difficult to
detect changes in returns.

C. Multiple Regression Analysis
Our evidence supports the notion that taxes affect the
retums associated with foreign acquisitions. The period
under consideration, however, was also characterized by
wide swings in the dollar exchange rate. Theoretical work by
Froot and Stein (1991) and empirical work by Cebenoyan, et
al. (1992), Harris and Ravenscraft (1991), and Kang (1993)
supports the notion that exchange rates could affect the levels
and retums associated with foreign acquisitions.'^ To show
that our results are not spurious, we estimate a multivariate
model of target returns, where we control for exchange rate
movements and other factors.
For each country, we develop a real exchange rate
index, which we set at one at the end of 1974, which is
approximately two years after the system of fixed exchange
rates was abolished. Exchange rates and CPI indices used to
compute the exchange rate index are obtained from the IMF
database. When the index is high, it indicates that the
Pettway, Sicherman, and Spiess (1993), however, find no relation between
exchange rates and returns surrounding Japanese acquisitions in the U.S.
Data are available on the IMF database for the following countries in our
sample: Belgium. Canada. Denmark. France, Finland, Hong Kong, Italy.
Japan. Kuwait, Luxembourg, the Netherlands. Norway, the Philippines.
South Africa, Spain, Sweden, Switzerland. United Kingdom, Venezuela,
and West Germany. The only large acquirer with missing (CPI) data is
Australia.
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Table 4. Target Firm Abnormal Returns under Different Tax Regimes
Panel A reports the abnormal retums of target firms for different sample subperiods, corresponding to the 1981 and 1986 U,S, tax law
changes. The announcement day is obtained from the Wall Street Journal Itjclex (WSJI). If the transaction is not announced in the WSJI,
the effective date reported in Mergers and Acquisttiotis {M&A) is employed. The number of observations and p-values are in parentheses.
Panel B reports the differences in returns between the consecutive periods in the sample. The definitions of "Takeovers," "Units," and
"Interests" are provided in Table 1, The significance levels of return differences are computed using a regular t-test as well as a
nonparametric rank-sum test. The p-values for both tests are in parentheses.

Panel A. Average Abnormal Returns per Suhperiod (%)

Takeovers
Units
Interests

1979-1980

1981-1986

1987-1988

38,02
(15,0,00)

15,20
(61,0,00)

41,61
(36,0,00)

-0,67
(8,0,23)

0,61
(197,0,00)

0,94
(120,0,00)

2,26
(37, 0,00)

0,98
(223, 0,00)

3,26
(82, 0,00)

Panel B. Dijfetences in Returns (percentage points)
Average Return for 1981-1986 Minus
Average Return for 1979-1980

Average Return for 1987-1988 Minus
Average Return for 1981-1986

-22,82
(0,00, 0,00)

+26,41
(0,00,0,00)

Units

+ 1,28
(0,35, 0,37)

+0,33
(0,49,0,14)

Interests

-1,00
(0,21,0,08)

+2,28
(0,02, 0,23)

Takeovers

foreign currency is lower than predicted hy purchasing
power parity (PPP); a low index indicates that the currency
is trading above its PPP level,'^
For all categories of acquisitions, we include two
indicator variables in our model to measure the effect of the
U,S, tax law changes; one variable (after 1980) is equal to
one if the acquisition takes place after 1980; the other
variable (after 1986) is equal to one if the acquisition takes
place after 1986. Thus, the coefficient on the first indicator
variable measures the difference in retums between the
1979-1980 period and the 1981-1986 period. The second
coefficient measures the differences between retums in the
1981-1986 period and returns for 1987 and 1988.
A number of other explanatory variables that may be
related to target returns in foreign acquisitions or acquisitions
'•''The advantage of constructing the index using our method is that we do
not use information that was not available at the time the acquisition was
announced. The studies cited earlier use exchange rate data for the complete
sample period to determine whether the dollar is weak or strong. One
disadvantage of our approach is that by setting the index to one at the end
of 1974, we assume that purchasing power parity held at that time for all
countries.

in general are also included in the model. We include an
indicator variable (U,S. operations) to measure the impact on
target firm retums of the acquirer's prior operations in the
U,S. An acquisition may be more beneficial if the acquiring
firm has prior experience in the U,S, market, since this
presence may reduce the transactions costs of acquiring the
assets and integrating them into the acquirer's operations.
There is also some evidence, however, that U.S, bidders have
higher returns when they invest in a foreign country for the
first time (Doukas and Travlos (1988)), Initial investments
in a country may allow a company to gain more of the
benefits of foreign direct investment.
To control for the effects of I) bidding contests (Bradley,
Desai, and Kim (1988)), 2) the form of payment (Huang and
Walkling (1987)), 3) the reaction of target management
(Huang and Walkling (1987)), and 4) prior bidder ownership
in the target firm (Cotter and Zenner (1994), Walkling and
Edmister (1985), and Walkling (1985)), four additional
indicator variables are included in the regression model.
Because the results of Table 3 illustrate that the retums in
takeovers are smaller when the acquirer purchases a majority
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interest only, we include a "majority interest" variable to
control for this effect. Finally, Lang, Stulz, and Walkling
(1989) and Servaes (1991) find that the retums of target firms
involved in takeovers are negatively related to their q ratios.
Hence, an indicator variable, equal to one if the q ratio is
larger than one, is included in the regression model to capture
this effect, Q ratios are computed using the Lindenberg and
Ross (1981) procedure.
For acquisitions of units, we include a measure of the
relative size of the unit, calculated as the amount of the
transaction, if disclosed, divided by the target firm's assets
at the end of the previous fiscal year, obtained from
COMPUSTAT, This variable is included because we expect
the abnormal retums to be larger when the unit constitutes a
greater proportion of the selling company's assets. Finally,
for acquisitions of interests, two additional explanatory
variables are included in the model: 1) the percentage of the
firm that is acquired and 2) an indicator variable, equal to one
if the acquirer has expressed interest in seeking control of the
target firm, and equal to zero otherwise. Mikkelson and
Ruback (1985) report larger target abnormal retums in 13-d
filings when the acquiring firm is considering a complete
acquisition of the target company.
The regression models are specified as:

after the two tax reform acts and corresponds to the analysis
of Table 4. Average retums decrease by 22.8 percentage
points after 1980 and increase by 26.4 percentage points after
1986. In column (2), the exchange rate index is added to the
model. The exchange rate coefficient is negative, but
insignificant. More importantly, both tax reform dummies
remain significant.
The results of the complete model are displayed in column
(3). Adding the other variables increases the coefficient on
the 1980 dummy to 23.61%, but it decreases the coefficient
on the 1986 dummy to 14.86%. Both tax variables remain
significant at the 0,05 level or better. Returns are marginally
higher when the takeover is hostile, while the other variables
are not significantly different from zero.
Table 6 presents results of similar regressions for
acquisitions of units. Neither the tax refomi dummies nor the
exchange rate index are able to explain the variation in the
abnormal retums of selling firms. Only the relative size of
the unit is important. Consistent with what intuition would
predict, the sale of larger units generates larger abnormal
retums. Returns also appear to be larger when the acquiring
firm has prior operations in the U.S., but the coefficient of
this variable is significant only at the 0.15 level.

The results of the regression models for acquisitions of
interests
are displayed in Table 7. Regression (1) confirms
Takeovers: CAR = a + b, (After 1980) + h^ (After
the
earlier
findings that average returns are significantly
1986) + bj (Exchange Rate Index) + b^
(U.S, Operations) + bj (Multiple Bidders)
larger after 1986; this result remains unchanged after
+ bg (Cash Payment) + b,, (Hostile
controlling for the effect of exchange rates in regression (2).
Takeover) + bg (Prior Ownership) + bg
The relation between retums and the exchange rate index is
(Majority Interest) + b,o (Target Has
insignificant.
q>l) +e
(1)
The full model is presented in column (3). On average,
Units:
CAR = -b, (After 1980)+ 1^ (After 1986) retums are 2.3 percentage points higher after 1986, even
when controlling for the fraction of the corporation being
J (Exchange Rate Index) + b^ (U,S,
Operations) + b^ (Amount of
acquired and the effect of the announcement that the bidder
Transaction/Total Assets) + e
(2) may seek control of the company. The coefficients on the
Interests: CAR = a + b, (After 1980) + b2 (After 1986) "fraction acquired" and the "seek control" dummies are
significant at the 0.04 and 0,13, levels respectively.
+ bj (Exchange Rate Index) + b^ (U,S,
Overall, the regressions in Tables 5,6, and 7 illustrate that
Operations) + bj (Percentage Acquired)
+ bg (Acquirer Seeks Control) + e
(3)

The results of these regression models are displayed in
Tables 5, 6, and 7 for takeovers, acquisitions of units, and
acquisitions of interests, respectively,'^
Table 5 shows the regression models for takeovers. The
first regression illustrates the changes in target firm retums
\Vhen q is included in the regression models as a continuous variable, its
coefficient is never significant.
We also add a measure of the industry-relatedness of targets and bidders
(based on information obtained from Who Owns Whom in America) to the
regression model. This variable has no explanatory power.

The lack of significance of the exchange rate variable is surprising in light
of previous work. There are at least two explanations for this difference,First, as we mentioned previously, our measure is not forward-looking
(which we believe is a benefit). Second, we adjust for the effects of inflation
on exchange rates. In fact, Harris and Ravenscraft (1991) report that when
they use purchasing power parity deviations instead of exchange rates, they
are also less successful in explaining takeover abnormal retums. To verify
the sensitivity of our results, we recompute the exchange rate index without
inflation adjustments. The resulting index is theoretically less desirable, but
it has a significant negative effect on abnormal returns. More important for
our purposes, the coefficients on the tax dummy variables are not
substantially affected by this change. Therefore, we report results only for
the inflation-adjusted index.
The number of observations is reduced in this model because we have
insufficient COMPUSTAT data to compute the q ratios for nine companies.
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Table 5. Cross-sectional Regression ofthe Abnormal Returns of U.S. Firms Acquired by Foreign Companies
CAR (-20, resolution) = a + bi (After 1980) + b2 (After 1986) + b3 (Exchange Rate Index) + b4 (U.S.
Operations) + bs (Multiple Bidders) + b6 (Cash Payment) + bi (Hostile Takeover)
(Prior Ownership) + b9 (Majority Interest) + bio (Target Has q > 1) + e
The dependent viiriable is the abnormal return from 20 days before the initial announcement until the resolution of the takeover or the
delisting ofthe target company, whichever comes first. The independent variables are: "After 1980," a dummy variable set equal to one
if the acquisition takes place after 1980; "After 1986," a dummy variable set equal to one if the acquisition takes place after 1986;
" Exchange Rate Index," an index of the real dollar exchange rate (end 1974= 1);"U.S. Operations," a dummy variable equal to one if
the foreign bidder h;is operations in the U.S. prior to the acquisition announcement; "Multiple Bidders," a dummy variable equal to one
if there is a bidding contest for the target; "Cash Payment," a dummy variable equal to one if the acquisition is paid for in cash only;
" Hostile Takeover," a dummy variable equal to one if the acquisition is hostile; " Prior Ownership," a dummy variable equal to one if
the acquirer has prior ownership in the target firm; "Majority Interest," a dummy variable equal to one if the bidding firm acquires a
majority interest in the target; "Target Has q > 1," a dummy variable equal to one if the target has a Tobin's q ratio larger than one.
P-values are in parentheses.
Regression (1)
Intercept
After 1980
After 1986
Exchange Rate Index
U.S. Operations
Multiple Bidders
Cash Payment
Hostile Takeover
Prior Ownership

0.3802
-0.2282
0.2641

(0.00)
(0.01)
(0.00)

Regression (2)
0.4782
-0.2053
0.2152
-0.1052

(0.00)
(0.02)
(0.00)
(0.41)

Majority Interest
Target Has q > 1
N
Adjusted RF

112
0.15
10.54
(0.00)

the tax environment is an important determinant of the
abnonnal returns in takeovers and acquisitions of interests
by foreign companies.^O These results support the conjecture
of Scholes and Wolfson (1990).

IV. Comparing the Returns of
Foreign and Domestic
Acquisitions
The results in Tahle 5 focus solely on foreign acquisitions.
It is possible that returns to domestic acquisitions have also
^'^o investigate the tax hypothesis further, we also estimate the regression
models lor acquisitions by firms or individuals from Canada, West
Germany. France, and the Netherlands. These countries do not tax the U.S.
income earned by their companies. We therefore would not expect to
observe the fluctuations in abnormal returns documented in Tables 5 and 7.
Consistent with this prediction, we do not find a significant relation between
the returns iUid the tax reform dummies for these four countries.

105
0.12
6.63
(0.00)

Regression (3)
0.1322

(0.58)

-0.2361
0.1486
-0.0432
0.1138
0.1132
0.1925
0.1262
0.0928
-0.0544
0.0373

(0.01)
(0.04)
(0.73)
(0.11)
(0.20)
(0.27)
(0.09)
(0.21)
(0.58)
(0.55)
96
0.19
3.38
(0.00)

changed over time and that these changes coincide with
changes in U.S. tax laws, making our results spurious. To
address this possibility, we compare our sample of complete
takeovers with an exhaustive sample of domestic
acquisitions over the same period (1979-1988).
This sample is compiled from the delistings due to
takeovers obtained from the CRSP tapes. Information on the
announcement date, the resolution date, and the
characteristics ofthe takeover is gathered from the WSJI. The
form of payment is verified in M&A. Takeovers with
incomplete information are excluded from the sample.
Finally, this set of takeovers is cross-checked with our
sample of foreign takeovers to eliminate all acquisitions by
foreign firms from the domestic group. The resulting sample
contains 762 takeovers by U.S. companies. Abnormal
^' We eliminate eight U.S. takeovers from the sample because the cumulative
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Table 6. Cross-sectional Regression ofthe Abnormal Returns of U.S. Firms that Sell Units to Foreign Companies
CAR (-1, 0) = a -I- bi (After 1980) -i- b2 (After 1986) -i- b3 (Exchange Rate Index) -I- b4 (U.S.
Operations) -i- bs (Amount Transaction/Total Assets) + e
The dependent variable is the two-day abnormal retum around the initial announcement of the sale of the unit to the foreign company.
The independent variables are: "After 1980," a dummy variable set equal to one if the acquisition takes place after 1980; "After 1986,"
a dummy variable set equal to one if the acquisition takes place after 1986; "Exchange Rate Index," an index ofthe real dollar exchange
rate (end 1974 = 1); "U.S. Operations," a dummy variable equal to one if the foreign bidder has operations in the U.S. prior to the
acquisition announcement; and the amount of the transaction divided by the total assets of the selling firm. P-values are in parentheses.
Regression (1)
Intercept
After 1980
After 1986

-0.0002
0.0059
0.0037

(0.66)
(0.72)
(0.46)

Exchange Rate Index
U.S. Operations
Amount Transaction/
Total Assets
N
Adjusted R^
F

Regression (2)
-0.0055
0.0040
0.0042
0.0067

(0.78)
(0.82)
(0.48)
(0.61)

Regression (3)
-0.0155
-0.0034
0.0018

(0.55)
(0.87)
(0.84)

0.0093
0.0111

(0.62)
(0.15)
(0.00)

0.1058

325
0.00
0.37
(0.53)

returns are computed according to the procedure outlined in
Section II.
To compare target retums for takeovers by domestic and
foreign bidders, we estimate the following regression model:
CAR = a -I- b , (Foreign Bidder) + b , (After 1980)
-I- bg (^After 1986) H- -i- b4 (After 1980 and
Foreign Bidder) + h^ (After 1986 and Foreign
Bidder) + bg (Multiple Bidders) -i- b^ (Cash
Payment) -i- bg (Hostile Takeover) + bg (Target
Has q > 1) H- e
(4)
"Foreign bidder" is an indicator variable equal to one if
the bidder is foreign and zero otherwise. Two interaction
variables with the foreign bidder dummy are included to
measure the potential differences in the effects of tax reform
on the retums of U.S. targets of domestic and foreign
takeovers. The other variables have been defined previously.
Table 8 displays the results of the regression model. In
column (1), we include only the foreign dummy, the tax
dummies, and their interactions. The coefficient on the
" foreign bidder" indicator variable shows that the returns to
foreign acquisitions are 13 percentage points higher than the
abnormal returns from 20 days before the initial announcement until the
resolution of the takeover are smaller than -100%. Closer examination of
these cases reveals that negative information was revealed about these
companies after the initial announcement. In one case, the target company
filed for bankruptcy. In two other cases, the EPA imposed substantial
penalties on the target firm.

305
-0.01
0.25
(0.86)

137
0.18
7.17
(0.00)

returns to domestic acquisitions in the period before 1981,
but this coefficient is not significantly different from zero.
For the 1981-1986 period, the retums for domestic
acquisitions remain constant, while the average returns to
foreign acquisitions declined by 23.8 percentage points,
which is in line with our prior findings. As a result, target
returns are 10.8 percentage points lower in foreign
acquisitions than in domestic acquisitions in the 1981-1986
period (adding the coefficients of foreign bidder and after
1980 and foreign bidder). After 1986, target retums rise
significantly for both domestic and foreign acquisitions, but
the increase for foreign acquisitions is 15.1 percentage points
larger than the increase for domestic acquisitions. As a result,
foreign takeovers again dominate domestic takeovers in
terms of average target returns.
Control variables are included in column (2) of Table 8.
We find that retums are higher when cash is the form of
payment, when the acquisition is hostile, and when the target
firm has a low q ratio. The coefficients on the foreign/tax
interaction variables remain significantly different from
zero, and their magnitude actually increases when compared
to the model in column (1).-^^
T'he exchange rate variable is not included in the reported regressions
because it is insignificant in explaining abnormal retums for foreign
acquisitions. The qualitative nature of our results remains unchanged when
we include the exchange rate index for the foreign acquisitions and a vector
of ones for the domestic acquisitions.
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Table 7. Cross-sectional Regression ofthe Abnormal Returns of U.S. Firms that Are Targets of an Acquisition of
a Partial Ownership Interest hy a Foreign Firm.
CAR (-1, 0) = a -I- bi (After 1980) + b2 (After 1986) + b3 (Exchange Rate Index) -i- b4 (U.S.
Operations) -t- b5 (Percentage Acquired) -I- b6 (Acquirer Seeks Control) + e
The dependent variable is the two-day abnormal retum around the initial announcement of an acquisition of an equity interest in a U.S.
firm by a foreign firm. The independent variables are: "After 1980," a dummy variable set equal to one if the acquisition takes place
after 1980; "After 1986," a dummy variable set equal to one if the acquisition takes place after 1986; "Exchange Rate Index," an index
of the real dollar exchange rate (end 1974 = 1); "U.S. Operations," a dummy variable equal to one if the foreign bidder has operations
in the U.S. prior to the acquisition announcement; " Percentage Acquired," the percentage of the firm that is acquired; " Acquirer Seeks
Control," a dummy variable equal to one if the acquiring firm has expressed intet^st in seeking control of the target firm. P-values are
in parentheses.
Regression (1)

Regression (2)

Regression (3)

0.0226

(0.03)

0.0026

(0.10)

-0.0094

(0.74)

After 1980

-0.0128

(0.25)

-0.0130

(0.33)

-0.0094

(0.51)

After 1986

0.0229

(0.00)

0.0269

(0.02)

0.0233

(0.06)

0.0175

(0.42)

0.0185

(0.42)

-0.0041

(0.66)

Percentage Acquired

0.0886

(0.04)

Acquirer Seeks Control

0.0210

(0.13)

Intercept

Exchange Rate Index
U.S. Operations

N

342

251

Adjusted R^

0.02

0.01

F

4.19
(0.02)

1.80
(0.15)

Overall, the results in Table 8 indicate that our findings
hold after controlling for the changes in retums to domestic
takeovers. These results differ from those in Harris and
Ravenscraft (1991), who find that the retums of U.S. targets
of foreign acquisitions declined after the 1981 tax reform but
did not change after the 1986 tax reform. Our research differs
from theirs in two main respects: 1) we compute abnormal
returns over a longer event window and 2) our sample
extends farther beyond the 1986 tax reform. To investigate
whether these differences explain the differences in results,
we perform two sets of sensitivity analysis.
First, we construct two additional abnormal returns
measures, similar to Harris and Ravenscraft (1991). The first
measure cumulates abnormal returns over the (-3,-1-1)
window surrounding three announcements: 1) the first offer
for the target by any bidder; 2) the first offer for the target by
the ultimate acquirer; and 3) the final offer by the ultimate
acquirer. The second measure uses the same announcements
but cumulates retums from 20 days before until four days
after the announcement. The results using the second, wider
window are very similar to the ones already described. Using
the first window, we also find similar results, but they usually
lack significance at conventional levels. Thus, the
differences in the abnormal retum measures between our

231
0.02
1.79
(0.10)

paper and the paper by Harris and Ravenscraft (1991) do not
explain the differences in results.
The second sensitivity analysis excludes transactions
completed in 1988. When these transactions are eliminated,
we do not find an increase in returns to foreign acquisitions
after the 1986 tax reform. This result is consistent with Harris
and Ravenscraft (1991) and, at first, seems inconsistent with
the arguments of Scholes and Wolfson (1990). When we
further investigate the transactions completed in 1987,
however, we find thatmany of them were announced in 1986,
before the 1986 TRA became effective. Thus, it is entirely
possible that the benefits of tax reform were not imbedded in
the acquisition premium for all these firms. To investigate
the effects of tax reform on the abnormal retums of target
firms adequately, it is important to include a sufficient
number of transactions announced and completed after the
1986 TRA went into effect.

V. The Returns of Foreign Bidders
Sufficient retum data on 70 foreign acquirers in our
sample are available on the CRSP Tapes to compute market
model parameters and abnormal returns. These 70 firms have
shares or American Depository Receipts (ADRs) traded on
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Table 8. Cross-sectional Regression ofthe Abnormal Returns of U.S. Firms Acquired hy U.S. and Foreign
Acquirers
CAR (-20, resolution) = a -^ bi (Foreign Bidder) + b2 (After 1980) + b3 (After 1986) -i- b4 (After 1980 and
Foreign Bidder) -f- bs (After 1986 and Foreign Bidder) + b6 (Multiple Bidders) -ihi (Cash Payment) -i- bs (Hostile Takeover) + b9 (Target Has q > 1) +e
The dependent variable is the abnormal return from 20 days before the initial announcement until the resolution of the takeover or the
del isting of the target company, whichever comes first. The independent variables are: " Foreign B idder," a dummy variable equal to one
if the firm is acquired by a foreign company; "After 1980," a dummy variable set equal to one if the acquisition takes place after 1980;
"After 1986," a dummy variable set equal to one if the acquisition takes place after 1986; "After 1980 and Foreign" and "After 1986
and Foreign," interaction dummy variables equal to one if the acquirer is a foreign company and the acquisition takes place after 1980 or

Regression (1)

Regression (2)

Intercept

0.2475

(0.00)

0.1900

(0.00)

Foreign Bidder

0.1327

(0.15)

0.1523

(0.12)

After 1980

0.0100

(0.75)

0.0362

(0.31)

After 1986

0.1130

(0.00)

0.0785

(0.03)

After 1980 and Foreign Bidder

-0.2382

(0.02)

-0.2744

(0.01)

After 1986 and Foreign Bidder

0.1512

(0.05)

0.1593

(0.05)

0.0424

(0.17)

Cash Payment

0.0685

(0.02)

Hostile Takeover

0.0793

(0.02)

Target Has q > 1

-0.0515

(0.05)

Multiple Bidders

N
Adjusted R^
F

874

708

0.03

0.05

5.81
(0.00)

5.50
(0.00)

the NYSE, the Amex, or over the counter. Only 14 of these
transactions are takeovers, however, which limits our ability
to investigate the impact of tax law changes on abnormal
returns. Therefore, we augment our sample with foreign
acquisitions gathered from Afc&A over the 1989-1991 period,
for which both the bidder and the target are listed on the
CRSP database. This procedure adds 53 observations to our
sample. The combined sample consists of 27 takeovers, 86
acquisitions of units, and 10 acquisitions of a partial
ownership interest. For this sample, we document bidder
returns and analyze whether the retums change around the
1981 and 1986 tax reforms.
Since bidder retums are generally small, we concentrate
on the interval around the initial announcement to maximize
the signal-to-noise ratio. For the complete sample, the
abnormal retums are 0.05% for the two-day interval around
the initial announcement; for a subsample of 27 takeovers.

returns are 0.44%. In both instances, however, the retums are
not significantly different from zero. These results are
consistent with the findings for U.S. bidders (Jarrell,
Brickley, and Netter (1988)) that the target firms capture the
bulk ofthe gains of foreign acquisitions, thereby justifying
our approach of measuring the benefits of acquisitions by
studying the retums of target firms. Since we have only data
on a small sample of foreign bidders, however, these results
may not be representative of all foreign bidders.
We also attempt to explain the cross-sectional variation
in bidder returns, but these regression models yield
insignificant results. In particular, we do not find that the type
of transaction (takeovers, acquisitions of units, and
acquisitions of a partial ownership interest) or the time of the
transaction (before 1981, 1981-1986, after 1986) have a
significant impact on bidder retums.
Eun, Kolodny, and Scheraga (1994) also investigate
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returns to foreign bidders. They have a more exhaustive
sample of foreign bidders because they do not rely on CRSP
data. They find that bidder retums are negative, on average.
They also document that bidder retums are related to the size
of the transaction, the relatedness of the operations of the
target and the bidder, and the research and development
expenditures ofthe target firm. They do not analyze the effect
of U.S. tax changes on bidder returns.
An examination, similar to Eun, et al. (1994), of the
returns to a portfolio of targets and bidders would be
informative, but this cannot be accomplished with our
database because CRSP does not provide sufficient
information to compute the market capitalization of ADRs.
For ADRs, CRSP lists only the number of ADRs
outstanding, not the total number of shares. This information
is required to compute the weighted average return of targets
and bidders.

Vi. Conciusion
We have documented that the returns of U.S. companies
acquired by foreign firms decline after 1980 and increase
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after 1986. A similar pattern holds for acquisitions of partial
ownership interests in U.S. companies. This intertemporal
variation in retums corresponds to the predicted implications
of the major tax reform acts passed during the 1980s in the
U.S. The findings hold after controlling for the specific
characteristics of the acquisition and for the dollar exchange
rate in cross-sectional regressions. These results support the
conjectures forwarded by Scholes and Wolfson (1989, 1990,
1992).
Our results are somewhat at odds with prior findings. We
believe that the differences in results can be explained by
three differences in research design: 1) we have a larger
sample; 2) we have more data after the 1986 tax reform; and
3) we use a larger event-study window. Our tests indicate
that the second difference is the most important one.
Our findings suggest that the tax arguments may have
been rejected prematurely. The major caveat of our analysis
is that there may be unknown factors correlated with the
changes in U.S. tax reform that may be driving the abnormal
returns. Future work can be directed at uncovering these
factors. •

References
Asquith, P., R.F. Bruner, and D.W. Mullins, Jr., 1987," Merger Retums and
Form of Financing," Harvard University Working Paper.

Hite, G.L., J.E. Owers, and R.C. Rogers, 1987, "The Market for Interfirm
Asset Sales: Partial Sell-offs and Total Liquidations," Journal of
Financial Economics (June), 229-252.

Bradley, M., A. Desai, and E.H. Kim, 1988, "Synergistic Gains from
Corporate Aequisitions and Their Division between the Stockholders
of Target and Aequiring Firms," Journal of Financial Economics
(May), 3-40.

Hite, G.L. and M.R. Vetsuypens, 1989," Management Buyouts of Divisions
and Shareholder Wealth," Journal of Finance (September), 953-970.

Caves, R.E., 1988, "Exehange-rate Movements and Foreign Direct
Investment in the United States," Harvard tJniversity, Harvard
Institute of Economic Research Discussion Paper No. 1383.

Holderness, C.G. and D.P. Sheehan, 1988, "Raiders or Saviors? The
Evidence from Six Controversial Investors," Journal of Financial
Economics (December), 555-579.

Cebenoyan, A.S., G.J. Papaioannou, and N.G. Travlos, 1992, "Foreign
Takeover Activity in the U.S. and Wealth Effects for Target Firm
Shareholders," Financial Management (Autumn), 58-68.

Huang, Y. and R.A. Walkling, 1987, "Target Abnormal Returns Associated
with Acquisitions Announcements: Payment, acquisition form and
managerial resistance," Journal of Financial Economics (December),
329-350.

Cotter, J.F. and M. Zenner, 1994, "How Managerial Wealth Affects the
Tender Offer Process," Journal of Financial Economics (February),
63-97.

Jarrell, G.A., J.A. Brickley, and J.M. Netter, 1988, "The Market for
Corporate Control: The Empirical Evidence Since 1980," Journal of
Economic Perspectives (Winter), 49-68.

Doukas, J. and N.G. Travlos, 1988, "The Effeet of Corporate
Multinationalism on Shareholders' Wealth: Evidence from
International Acquisitions," Journal of Finance (December),
1161-1175.

Jensen, M.C, and R.S. Ruback, 1983, "The Market for Corporate Control:
The Scientific Evidence," Journal of Financial Economics (April),
5-50.

Eun, C.S., R. Kolodny, and C. Scheraga, 1994, "Cross-border Acquisitions
and Shareholder Wealth: Test of the Synergy Hypothesis," University
of Maryland Working Paper.
Froot, K.A. and J.C. Stein, 1991, "Exchange Rates and Foreign Direct
Investment: An Imperfect Capital Markets Approach," Quarterly
Journal of Economics (November), 1191-1217.
Harris, R.S. and D. Ravenscraft, 1991," The Role of Acquisitions in Foreign
Direct Investment: Evidence from the U.S. Stock Market," Journal of
Finance (July), 825-844.

Kang, J., 1993, "The Intemational Market for Corporate Control: Mergers
and Acquisitions of U.S. Firms by Japanese Firms," Journal of
Financial Economics (December), 345-371.
Lang, L.H.P., R.M. Stulz, and R.A. Walkling, 1989, "Tobin's q and the
Gains from Successful Tender Offers," Journal of Financial
Economics (September), 137-154.
Lindenberg, E. and S.A. Ross, 1981, "Tobin's q Ratios and Industrial
Organization," Journal of Business (January), 1-32.
Mikkelson, W.H. and R.S. Ruback, 1985, "An Empirical Analysis ofthe
Interfirm Equity Investment Process," Journal of Financial
Economics (December), 523-553.

56
Parrino, J.D, R.B. Boebel, and R.S. Harris, 1993, "The Effects of Taxation
on Foreign Direct tnvestment: Evidence from U.S., U.K., and
Canadian Acquisitions of U.S. Firms," University of Virginia
Working Paper.
Pettway, R.H., N.W. Sicherman, and D.K. Spiess, 1993, "Japanese Foreign
Direct Investment: Wealth Effects from Purchases and Sales of U.S.
Assets," Financial Management (Winter), 82-95.
Scholes, M.S. and M.A. Wolfson, 1989, Appendix 2 of: "The Effects of
Changes in Tax Law on Corporate Reorganization Activity," Stanford
University Working Paper.
Scholes, M.S. and M.A. Wolfson, 1990, "The Effects of Changes in Tax
Laws on Corporate Reorganization Activity," Journal of Bu.siness
(January), sl41-si64.

FINANCIAL MANAGEMENT / WINTER 1994

Scholes, M.S. and M.A. Wolfson, 1992, Ta.xes and Busitiess Strategy. A
Planning Approach, Englewood Cliffs, NJ, Prentice-Hall.
Servaes, H., 1991, "Tobin's q and the Gains from Takeovers," Journal of
Finance (March), 409-419.
Walkling, R.A., 1985, "Predicting Tender Offer Success: A Logistic

Analysis," Journal of Financial and Quantitative Analysis
(December), 461-478.
Walkling, R.A. and R.O. Edmister, 1985, "Determinants of Tender Offer
Premiums," Financial Analysts Journal (January/February), 27-37,

