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ABSTRACT

Managerial rent extraction is a non-trivial phemmon during acquisitions: in a sample of
364 deals during 1999-2005, over one target CEun experiences compensation increases
due to option grants received just before the aitipm while target shareholders suffer losses.
Indeed, the top quartile of rent extraction CEOskgd an average 19 million dollars from options
granted prior to the acquisition while shareholdsrsent extraction targets experience average
abnormal returns of -36 percent during the thregsg/ending just after the merger announcement.
Rent extraction occurs in weakly governed compani@sgets exhibiting rent extraction are
more likely to grant their CEOs lucrative optionackages after starting negotiations with
eventual acquirers, but less likely to negotiatghbir premiums. Self-dealing CEOs benefit from
stock option vesting periods and other restrictithias disappear when their firms are sold.
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Acquisitions provide unusually rich opportunities forofiting on insider information, an activity ahviolates
securities laws. Officials from the top U.S. setiesi regulators met on August 18, 2006 to discussrging trends in
insider trading. In the meeting, Joseph J. Celldefcof the office of market surveillance at thec@dties and
Exchange Commission (SEC), stated on behalf ofctimamission: “We are certainly cognizant of the igk {of
insider trading] in merger-and-acquisition actiyitgMorgenson, 2006).

Stock options awarded to top managers of targesfoften become immediately exercisable when alee &f the
company is consummated. This occurs because “changentrol’ clauses, which are common to many CEO
compensation contracts, allow option vesting periaold other restrictions to disappear as the coynpeases to exist
as a stand alone entity. This phenomenon provid#3sGand other top managers with the opportunitgdeease their
stock option holdings prior to an acquisition anmeement and obtain huge payoffs when their firneseaentually
sold! In many circumstances, it is possible that thes®ffs are illicit and are obtained as a resulnsfder trading.

These conjectures motivate the hypotheses we sgldrehis paper. The rent extraction hypothesstpthat pre-
acquisition option grants are designed to enriaggetaCEOs and not necessarily their firms’ shamdwa. The
alternative is the incentive alignment hypothedsciv predicts that option grants to target CEOsrpio acquisitions
will induce CEOs to work hard in getting a highesffor their firms and therefore more value foritishareholders.

Distinguishing between these two hypotheses inctrgext of firms to be sold is difficult becausdsi possible
that both rent extraction and incentive alignmeatur simultaneously. Therefore, our research desigrovers
situations when rent extraction likely occurs, whare those when target CEOs, but not target sblaeis, benefit
from the acquisition. In a sample of 364 acquissi@luring 1999-2005, we first identify 219 targétat experience
negative abnormal returns during the three-yeaog@esnding one day after the acquisition announcénie 102 of
these cases, target CEOs experience an incredleilircompensation due to options granted befogeatiquisition.
Therefore, in approximately 47 percent of situadierhen target shareholder wealth declines, CEQsfgain option
grants. We view these target firms as prime suspafatent extraction. However, as we discuss |#té&,possible that
in certain situations actions by these firms cdddconsistent with an incentive alignment behavior.

Empirical tests reveal that firms suspected of etraction exhibit weak corporate governance. these firms

we also find that option-based pay increases fgetaCEOs are more likely whenever boards (1) aeéreth by the

! Given their direct involvement in acquisition négtons, CEOs likely know of the impending sale tbéir firm months before market
participants do. Since most of the target's stagkepincrease occurs during the four weeks befackwp through the deal announcement date
(Schwert, 1996), and because the firm's sale camsisn awards to immediately become exercisab& §ad Vijh, 2007), CEOs can stockpile
options prior to the sale and benefit from acquaisipremiums paid for targets which in recent yeaesin the order of 30%.



CEO, (2) are busy, and (3) have a busy compensatioimittee® These results are robust to numerous controls for
CEO and firm specific characteristics. Our multiate tests reveal that target firms in which rextraetion is
suspected are more likely to initiate merger talih potential acquirers, to file unscheduled optgrants in the year
of the acquisition, and to grant larger and moreiatale stock options to their CEOs prior to theld@aese results
suggest that, in the context of a firm’s impendsadg, option granting might be a covert form ofdes trading. These
findings, however, do not rule out the incentivigrainent hypothesis because it is possible thabogivards to these
target CEOs motivate them to negotiate a highempm@ for their firms and therefore obtain more \ealior the
targets’ shareholders.

Next, we present two pieces of evidence that gtyosuggest that our suspect targets are in fagaging in rent
extraction. First, we find these firms more likéty grant their CEOs option awardsile merger negotiations with
their eventual acquirers are underway. Second, s fand that premiums negotiated by targets suspeof rent
extraction are not larger than those negotiatedtner targets. According to our multivariate testse premium
occurring during the sale negotiation period iswtd® percent lower for targets in which rent estiin is alleged. In
general, together with our earlier results, the fiedings strongly indicate that the actions of suspect firms are
consistent with our rent extraction hypothesisrimttwith the incentive alignment alternative.

The results herein indicate that rent extractias & material effect on the wealth of many CEOseB4ust on the
last option grant received prior to the officiabacsition announcement, the top quartile of rentaetion target CEOs
receive an average payment of $19 million. In astirshareholders of rent extraction targets egpee buy-and-hold
abnormal returnsBHARS) of about -36 percent during the three years endive day after the merger announcement.
Estimating shareholder returns to end one day #feemerger announcement assures that the retlirbenefit from
the takeover premium. The average two year (ong yaaet shareholder return before acquisitioi2&percent (-18
percent).

We consider the possibility that the lower premiointained by some targets helps their CEOs secoptogment
in the combined firm. Results indicate that CEOadigg rent extraction targets are less likely tbagdirectorship or
an executive position in the combined firm. In aiddi, direct evidence on rent extraction also cofn@s Securities

laws violation related suits filed against certi&rgets and their top executives. We find rentaetion targets more

2 Busy boards (compensation committees) are thosehioh the majority of the outside directors (cortigg@ members) have three or more
directorships (Fich and Shivdasani, 2006).



likely to be sued after being acquired. Overalgsth results are also opposite to the predictionthefincentive
alignment hypothesis and consistent with rent ektva behavior.

Our findings have important public policy implizats on the efforts by regulators to curb corporatdfeasance.
On the one hand, we show that instances of reraatian drop from 37 percent to 15 percent afteraB02 Sarbanes-
Oxley Act (SOX) is promulgated.This result indicates that rent extraction hassiléd but is not completely
eliminated. On the other hand, the problem may seemerge because the SEC recently released ardaraen
proposal to Rule 14d-10 of its 1934 Securities Adte rule change would provide a safe harbor atigwihe
compensation committee of a target's board of lirecto approve employment compensation, severanagher
employee benefit arrangement for its executiveindua tender offer negotiatidriThe proposed amendment may also
severely curtail the potential liability of corpteansiders that violate insider trading laws asspribed under Section
20A of the 1934 Securities Act. Sutdissez faire attitude would pave the way for target sharehobgaropriation
during acquisitions by top managers.

The paper proceeds as follows. Section | revidesappropriate literature. Section Il describesddia we use in
this study. Section Il presents our empirical gaas. Section IV presents additional evidence ppett for the rent

extraction hypothesis. Section V concludes.

. Literature Review
A. Evidence on Rent Extraction and Incentive Alignment
The efficiency of top management compensationraotd in general, and whether stock options bernefit
managers more than shareholders in particular,ireerg to be the subject of considerable academiatde
Underlying this debate are two popular hypothese®ntive alignment and rent extraction. The intenalignment
hypothesis states that an increase in equity hgddoauses top managers to take actions that viiéirese shareholder
wealth. In contrast, the rent extraction hypothesiges that such increase occurs in anticipatiaggpod news and is

used by top managers with private information fait own benefit. Recent studies report evidencgupport of the

3 Section 403 of SOX requires public company officend directors to report their receipt of stockiays within two days of the grant.

4 See SEC release 2005-176. The existing Rule 14af-1ie 1934 Securities Act provides that no biddey make a tender offer unless “the
consideration paid to any security holder pursuarthe tender offer is the highest consideratioid pa any other security holder during such
tender offer.” Although this rule appears to bepirin concept, courts have struggled when applifibg the variety of arrangements that exist
or are entered into with executives of a target mamy (who are usually stockholders as well) in @mtion with an acquisition transaction.

These arrangements often include severance paymstalgs bonuses, non-compete payments, and othér aas equity compensation

arrangements designed to retain and provide ineetitop managers.



incentive alignment hypothesis. For example, Hadl Murphy (2002) find a positive association betw€&QO stock-
based compensation and firm value. Hanlon, Rajgapad Shevlin (2003) show that future earningspastively

associated with stock option grants. Fich and Stgadi (2005) find that stock option plans for algsdirectors
enhance firm performance. In contrast, other studigpport the rent extraction hypothesis. For imsta Yermack
(1997) finds that option grants are timed in apagion of good news and Carpenter and Remmers JZb@iv that
top managers use their private information to temercises of options. Bebchuk, Fried, and Walk@022 indicate
that the pattern of granting at-the-money optian€EOs is pervasive and designed to benefit theutxes and not
necessarily the firms’ shareholders.

In the situation in which the sale of the firminsminent, the incentive alignment perspective meas options
granted to top managers prior to a merger deahianed at increasing firm value because the targg€<; who are
often directly involved in the negotiations withetacquiring firm, will work hard to get the highgsissible price for
their firms. In contrast, the rent extraction hypesdis implies that such grants are designed toletop managers. In a
closely related paper, Heitzman (2006) finds thguity awards before an acquisition are used bydso#v align
CEO'’s and shareholders’ incentives. He argues ghah grants are more likely explained by incentalignment
issues within an acquisition setting and that thereo evidence that opportunistic actions by #mgdt CEO drive
observed equity grants prior to a firm's sale. Brain’'s conclusions are opposite to those we praésehis paper. We
believe that our empirical design enables us tavstat the actions of many target firms are coesiswith those
predicted by the rent extraction hypothesis.

B. Acquisitions and Payoffs to CEOs of Target Firms

Recent studies show that target CEOs might bengillo accept lower acquisition premiums. Therevidence
that this can occur when acquirers promise targgd<a high-ranking managerial post, such as a &eatin the
combined firm, after the acquisition is completéthitzell, Ofek, and Yermack, 2004, and Wulf, 2004{though
director compensation is often a fraction of wh&GS earn, it is possible that target CEOs seekaadbgeat in the
combined firm to partially mitigate the future inme they will lose when their firms are acquiredisTprobably
explains why certain vehicles aimed at providingnpensation relief to CEOs of firms that are soldshsas golden

parachutes are often favorably received by investors (Lambed Larcker, 1985).

5 A golden parachute is a clause in an executiveisl@/ment contract specifying that s/he will reeeiarge benefits in the event that the
company is acquired and the executive's employrnsetgrminated. These benefits, which are providedetiuce perverse incentives such as
derailing a profitable acquisition, may include es&nce pay, cash bonuses, stock options or a catitirof these items.



Stock and option holdings may provide a powerfaeintive for CEOs to sell their firms. Cai and V{{007)
show that CEOs with higher illiquid equity and aptiholdings are more likely to get acquired, accepower
premium, and offer less resistance. Cai and Viguarthat, in the case of target CEOs, incentivesetiotheir firms
arise from the adverse effect of illiquidity on gpenal valuation of securities. Meulbroek (2001) &tadl and Murphy
(2002), among others, show that the executivesievaf a firm's stock and option holdings can beower than the
market value. They argue that the difference atimesiuse executives are often undiversified an@lana sell their
stock or hedge their options due to several liquidkstrictions. This difference might explain (&hy CEOs who are
able to sell their firms’ stock do so when they getv option grants (Ofek and Yermack, 2000) andtli) early
exercise behavior of executives documented by Hamkhastsunaga, and Shevlin (1996) and by BettigjaRj and
Lemmon (2004). Since the equity and option holdio€EOs play an important role in their incentitessell their
firms, our multivariate tests control for the pdtaheffect that these variables may have in tleemmive alignment or
rent extraction behavior of target CEOs.

C. Corporate Governance and Payoffs to Shareholders of Target Companies

When a firm is targeted, the board has the authand responsibility to evaluate an acquisition oftéhen
deals are approved, the appropriate corporateendficf both firms sign a merger agreementthadarget’s board files
a proxy statement detailing the arrangement wighSEC. The target’s board is also responsible i&irilouting the
agreement and calling for a special meeting ofténgetshareholders where a formal vote ratifying the &ston
takes place. This process provides the target'sdbwdth considerable discretion over the ultimatecess of an
acquisition. For example, boards can adopt a waokantitakeover measures, such as poison pillerder to increase
their ability to either defeat a takeover offer (Rtasta andlValkling, 1988) or enhance their bargaining positwaith
the biddeComment and Schwert, 1995). To address this igsuretests control for the Gompers, Ishii, and hdé&tr
(2003) index which adds 24 antitakeover provisitresked by the Investor Responsibility Research gamg
(IRRC).

Several papers document that the composition meehtives of the board of directors play an impurtale in
determining the welfare of target shareholdersdguisitions. For example, Bange and Mazzeo (206gpnt that

firms with individuals concurrently holding theléis of CEO and chairman of the board are moreylikelreceive



bypass offers that generate higher target sharehgding. Harford (2003)argues that, at the margin, the lags
directorship income may induce outside directorsesist acquisitions that are in the shareholdster'ests. Cotter,
Shivdasani, and Zenner (1997) find that a majasftputside directors enhantarget shareholder gains. In addition,
target shareholders obtain larger takeover premiwimen institutional share ownership is high (Cotied Zenner,
1994), and when top management has greater stao&retip (Song and Walkling, 1993).

The existing literature documents the importarfceooporate governance in determining the way inctvharget
shareholders fare during acquisitions. Therefore,investigate the governance characteristics gfetarin which
opportunistic option granting by CEOs and rent aotipn are suspected. We also study whether thergamce of
firms where rent extraction is alleged is differéoin the governance of other firms.

D. Securities Laws Violations around Acquisitions

Previous studies document that individual invest@ave made illicit profits in anticipation of agsjtions. For
example, Keown and Pinkerton (1981) provide evidenicexcess returns earned by investors in acqtinmed prior
to the first public announcement of planned mergé&tese authors argue that these excess retuises @duie to
leakages of information of the impending transactichich violates Rule 10b-5 of the Securities ExgeaAct of
1934.

Jarrell and Poulsen (1989) also document share ptin-ups prior to acquisition announcements alaitp
abnormally high volume. Meulbroek (1992) uses daten court filings to show that at least some oé thre-
acquisition trading volume is driven by illegallyfformed agents. However, there are alternativélsednsider trading
hypothesis to account for pre-acquisition price gallime run-ups. For example, according to JensenRuback’s
(1983) market anticipation hypothesis, it is alssgble that market participants foresee the aitouis and their
trades impound this anticipation into prices. Rélgersong and Walkling (2007) find that market aigation of an
acquisition explains price run-ups prior to theng@ction. Unlike these studies, which investigheedrofits made by
investors prior to an acquisition, our paper fosuge the target shareholder wealth effects andeti implications

of granting options to target CEOs prior to the iment sale of their firms.

% They define a bypass offer as an unsolicited tendfer for a controlling majority interest in a target thatalegedly unanticipated by
management and by the board of directors.



II. Data and Sample Selection

We begin with 3,732 completed acquisitions of pubi8. target firms announced during 1999-2005 aacked
by the Securities Data Company (SDC) in its mergeis acquisitions (M&A) database. Next, we reqtiat target
firms have data available from the Center for Regean Security Prices (CRSP) and from Compustdtis T
requirement reduces our sample to 2,405 deals. &8iat observations to those where data for tafigeis are
available from the Investor Responsibility Reseaédnter (IRRC). This restriction reduces the santples51
acquisitions. Since our study focuses on optiomtgrarior to merger announcements, we exclude a&jets that do
not grant options to their CEOs during the threedi years prior to the announcement date as egportthe Thomson
Financial’s Insider Filing database. Our final géenconsists of 364 completed acquisitions annadinicging 1999-
2005!

Panel A of Table 1 reports the industry distribotmf the 364 mergers. Based on the Fama and Frd&9€iY)
industrial classification, our sample appears wedttered across several industries. However, tl#nBss Services
industrial classification exhibits some clusterwigh just over 15 percent target firms belongingthat industry.
Therefore, to account for the potential effect déaget’s industry, we include industry and calengEar dummies in
appropriate multivariate tests.

Panel A, Table 1 also reports the temporal distidouof the 364 mergers. Our sample spans perddsoth
economic expansion and recession. The annual nuohipeergers announced is higher at the beginningaathe end
of our sample period, which coincides with periofi®conomic expansion when the stock market valndt higher.
Conversely, merger activity is lower during the 2@D03 period of economic contraction. Rhodes-Krapti
Viswanathan (2004) show that stock market drivesgereactivity. They find that bull markets allow edvalued
acquirers to buy undervalued targets. Their resuktsconsistent with those in Shleifer and Vish20@) who also
find the effect of stock market health on the nunddeacquisitions.

In Panel B, Table 1 we report the mode of acqoisjtmethod of payment, attitude, and relatednetiseoergers
in our sample. We classify a merger as relateatif bhe target and the acquirer belong to the dsanea and French
(1997) industrial classification. Based on thissslfication, we note that over 60 percent of thalslavolve firms in
related industries. We also note that our samp@tuides more tender offer and cash deals. Among38#

acquisitions, 83 are tender offers and 155 are aaghisitions. The overwhelming majority of the gdan(over 95

" Our sample begins in 1999 because the coveragetioh grants is rather limited in the Thomson Fitial database prior to 1996.



percent) consists of friendly mergers. Untabulatéormation indicates that the average (mediargeiin our sample
has a market capitalization of $3.3 billion (0.@rd is purchased for $4.76 billion (1.5). Theserkg are similar to
those in Grinstein and Hribar (2004). They studguasitions during 1993-1999 and report an averaapd dalue of

$4.7 billion for targets in their sample.

lll. Rent Extraction vs. Incentive Alignment
A. Determinants of Rent Extraction
A.l. Univariate Tests

Our research design identifies situations in whieft extraction is likely to occur. If the incerdgs of CEOs and
shareholders are truly aligned, then their weadites likely to rise and fall at the same time. Imtcast, the most
egregious cases of rent extraction are likely wuoevhen CEO wealth increases but shareholder vdaks not. We
estimate target shareholder returns for the theaesyending the day after the merger is annouhéel also estimate
the change in target CEO option-based compensdtiong the same period. This estimation window iasuhat
both shareholders and CEOs will benefit from thedaer premium. Panel A of Table 2 disaggregdtegeturns to
target shareholders for different changes in CE@onfbased pay. We flag 102 cases in which CEQoapitiealth
increases even though target shareholders experienses. We view these instances as cases oftipbtemt
extraction.

It is possible that within these 102 cases, theritigces of CEOs and shareholders are truly aligaredithat the
dissimilar fate of CEOs and shareholders in thastances is due to other factors such as luck.egamd Milbourn
(2006) find that CEOs are generally rewarded fardgluck but not punished for bad luck. However, diteations that
we identify appear to be those in which CEOs ateadly rewarded for bad luck. Still, given the pibdity that some
or all of the 102 flagged targets are cases ofllbeld we refer to these firms as rent extractiospsats.

Panel B documents that the return patterns asedcigith rent extraction suspects and other tarigetsfare
different. For example, among the 364 target fircesnpanies where rent extraction is alleged do peorly until the
last option grant date prior to the acquisition.riDg this period, rent extraction suspects earmage buy-and-hold
abnormal returnsBHAR) of about -59 percefitin contrast, other firms exhibit a healtB{AR of about 29 percent

during the same period. Given the way in whichidentify our rent extraction suspects, such findimgot very

8 Our results are qualitatively similar when we thsetwo and one year returns prior to the acquoisiéinnouncement.
° We calculateBHARS following Barber and Lyon (1997). These authoreaadite the use @HARSs over CARs for longer term returns.



surprising. Nonetheless, fortunes appear to reverseent extraction suspects after the last optjcamt date until 10
business days prior to the deal announcement (AD21During that period, the meaBHAR to rent extraction
suspects improves to 1.14 percent, which is sicgnifily different from the previous performance leé same firms at
the 1 percent level. These findings hold when véaeBHARS by cumulative abnormal return€ARs).* Moreover,
according to row (3) in Panel B, from AD-10 untiDA1 (the day after the deal is announced) rentektn suspects
outperform other targets. During this 11-day perieat extraction suspects earBHAR of 34.95 percent while other
targets earn 8HAR of 21.81 percent. This change in performance, Wwhiccurs after the last sets of pre-acquisition
options are granted, suggests that timing of optfonrent extraction suspects is not incidetftdoreover, as we will
show later, this performance improvement appeaent@ance the wealth of target CEOs who receiveoogrants
prior to selling their firms. However, the improvent does little to help shareholders recover frova targets’
previous underperformance.

Panel C, Table 2 provides key characteristics tortarget firms sorted by alleged rent extractiongeneral, the
two groups do not exhibit significant differencesmarket capitalization, assets, or leverage. Intrast, corporate
governance characteristics described in Panel Dabfe 2 display significantly different values whitre sample is
classified according to rent extraction. For exanpént extraction suspects appear more likelyeaduire (1) CEOs
who chair their boards, (2) busy boards, and (3ylmompensation committees. Given these charaitsrig appears
that alleged rent extraction occurs when corpagaternance is weak.

Another piece of evidence on the purported retraetion behavior of certain target firms comesifrihe pattern
of options granted to CEOs prior to the deal. Tébleresents option granting activity by our targétsPanel A of
Table 3 we present the Black-Scholes (1973) vafubeooptions granted to target CEOs during theftas years of
the targets’ life which we adjust for dividend pay® (Merton, 1973) when necessary. Panel B of Talgeesents the
number of options granted to the CEOs of targetsguhe same period. In general, all targets iaseethe value and
guantity of options granted to their CEOs from éhyears prior to the acquisition (AY-3) to the ye&the acquisition
(AY0). However, rent extraction suspects outpadesiofirms both in terms of value and in the numbkpptions
granted. From AY-3 to AYO, results in Panel A oftla 3 indicate that the average value of optiosgd by rent

extraction firms increases tenfold from $658,0086¢727,000. In contrast, options to other targatsease by less

19 We calculate returns ending 10 business days fwrithre announcement to prevent the takeover prarfiom entering into the calculation
and biasing the result. However, results are catalily similar when returns end in day AD+1.

1 We calculateCARs following Dodd and Warner (1983).

12 The results are qualitatively similar using anize returns.



than 20 percent during the same period, from $30880to $3,926,000. Similar increases occur wherstudy the
number of options granted in Panel B. Rent eximaciBuspects go from awarding their CEOs an avecdd8
thousand options in AY-3 to 387 thousand in AYOjle/mon-rent extraction firms remain quite stablging the same
period going from 205 thousand options to 203 thads

The rapid increase in both the number and valwpbtbns granted from AY-3 to AYO suggests a calmdamove
by rent extraction suspects in increasing their €H€vel of option holdings. However, it is possitthat the patterns
of options granted we document are due to thetlfetf in recent years, smaller firms have tendagstoptions more
intensively (Oyer and Schaefer, 2005). To addreississue, we assemble a matching sample of nge#téirms for
our entire sample of 364 targets. Matching firms @entified by controlling for firm size, industrand pre-event
performance as suggested in Barber and Lyon (1996)use total assets in the year prior to the adqn to proxy
for firm size, industry-adjusted return on ass®©®A\) to proxy for firm performance, and 2-digit SéGdes to control
for industry classification. Panels C and D of BaBl report the Black-Scholes value and the numbeptons
granted to CEOs from AY-3 to AYO, respectively. dach of the panels, we report dollar values anchtijies of
options granted to CEOs of target and matchingsfisorted by the target firms’ alleged rent extractlassification.
Results using matching firms are in line with oarlier findings. Rent extraction targets surpass tmatching firms
both in terms of the value and number of optiormtgd in the year of the deal (AY0). During AYOe thalue of the
option granted by rent extraction target CEOs easélat of matching firms by about $3.7 million.eBle results also
suggest a deliberate attempt by targets whereeserdction is presumed to boost the option holdivfgheir CEOs in
anticipation of the acquisition.

The results in Tables 2 and 3 suggest that rema@idn suspects appear to time their option granty to
acquisitions. Nevertheless, it is possible thas¢hBindings are consistent with incentive alignmiérithe CEOs of
these firms negotiate higher premiums when themdiare sold. Moreover, given the univariate natiréhe tests in
Tables 2 and 3 and due to the potential confounelifegt of key variables, we now turn to our mudtivate analyses.

A.2. Multivariate Analyses

Actions that CEOs take to expropriate shareholdadsthe facilitation of such behavior by corporatards are
likely to have their own determinants. Thereforepider to study the characteristics of CEOs amdsfimore likely to
perpetrate rent extraction, we run a set of fouatdate logit regressions in which the dependentiée is “1” for the

102 targets where rent extraction is presumed ant0'i otherwise. Table 4 reports the results fois ttest.
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Characteristics often associated with weak corpagatzernance structures exhibit statistically digant coefficients.
Estimates indicate that alleged rent extractiomdse likely to occur when CEOs also hold the baaatiairmanship,
when boards and compensation committees are bndywhen boards are hand-pick&dn addition, the natural log
of assets, our proxy for firm size, exhibits a nagaand statistically significant coefficient ifl ¢hree regressions.
This result suggests that rent extraction migheasier to carry out in smaller targets. We noteé thia regressions
include a (0,1) indicator for golden parachutestézget CEOs. Hartzell, Ofek, and Yermack (2004 fihat lump

sum payments received by target CEOs are lowéeikekecutives are provided with golden parachdtesrefore, it

is possible that firms with golden parachutes ass llikely to be associated with rent extractiorwad. In our

regressions, the golden parachute indicator exhibitegative, albeit statistically insignificargeéficient.

Many target CEOs can expect to incur substanéiedgnal losses as a result of their firms beind.Sidhis happens
because CEOs will forgo the compensation they wbalek earned if the acquisition had not occurretlowing the
existing literature, we estimate the lost compéaratach CEO in our sample incurs as a resultefigal:* Our logit
regressions also include the natural log of thgetaCEOS’ present value of lost compensation wheir firms are
acquired. The results indicate that lost compeosdias a meaningful effect in triggering rent estiom. The natural
log of the target CEOs’ present value of lost congaion exhibits a positive and significant coedint in all four
logit regressions. In terms of the marginal eBeniplied by this variable, we estimate that aneexgd $10 million in
lost CEO compensation increases the likelihoodent extraction by about 2 percentage points. Tdlpstresult into
context, the mean (median) lost compensation fagetaCEOs in our sample is approximately $31 milli&19
million).

Our estimates also suggest that governance stescéppear to have a material effect on the likelihof rent
extraction. Regarding the marginal effects assediatith our coefficient estimates, a busy boardeases the

probability of rent extraction by 16.58 percentagints. Likewise, a busy compensation committegesait by 14.76

13 Hand picked boards are those in which the majarfitihe outside directors join the board after ¢therent CEO is appointed. This variable,
which measures the potential influence the CEOoas the selection of outside directors, is pdytiahsed on that in Shivdasani and Yermack
(1999) and in Coles, Daniel, and Naveen (2007).

% To compute the lost compensation we follow Fichl &hivdasani (2007) and use information on salaoyus, other annual compensation,
long-term incentive payout, and value of restrictéatk and option awards as reported in the prtedgents. We assume that all CEOs retire
at age 70 and that CEOs in our sample who arest ¥ years old expect to stay in office for orwaryear before retiring. Following Yermack
(2004), we assume that the probability of departuceesases by 4% each year due to acquisitionsstitigls, or other turnover reason. We also
assume that salary and bonus would increase byr@$bthat received during the year prior to the #itjan when the target’s performance is
above the Fama and French (1997) median indust#. RBis assumption follows Bebchuk and Grinstei@Q®), who report a 40% increase in
salary and bonus for the period 1993-2003. We asghat the probability of departure increases bgdditional 2% when firm performance is
below the median industry performance. To estintaepresent value of lost compensation, we usaladigcount rate of 3% to discount cash
flows.
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percentage points. Fich and Shivdasani (2006) tepmat non-busy boards increase the probabilityt tha
underperforming CEOs are fired for poor performahgeabout 6.94 percentage points while busy boead® the
same probability by only 0.59 percentage pointeyTargue that busy boards are overtaxed and ut@aeléectively
monitor their CEOs. In addition, Core, Holthausand Larcker (1999) find that busy boards are miely to
overpay their underperforming CEOs. In line witlegl studies, our results indicate that target @kt be better
able to use option grants to expropriate targetestdders prior to an acquisition under busy baards

Our regressions also confirm that powerful CEOghhibe more disposed to extract rents from themdi
shareholders. Grinstein and Hribar (2004) show aleguiring CEOs who also hold the title of chairnudirthe board
are more likely to draw a bonus for acquisitionatttio not enhance shareholder wealth. Our findindgate that
CEOs who also chair their board are 13.73 percerpagts more likely to extract rent from targettstholders when
their firms are sold. In regression (4) we incladdummy variable to control for the possibility ttharget CEOs are
overconfident® Malmendier and Tate (2005) find that overconfideOs are more likely to make investment errors.
Our results indicate that being an overconfidenOJg unrelated with the probability of becomingeatrextraction
target.
B. Deal Initiation

We read the S-4 and 13D filings by the acquirensimnd form DEF-14A filed by the target firm&These filings
describe the history of the deal. We complemesstitiformation with the synopsis for each transacpoovided in the
SDC database. This procedure enables us to ascettather the target (or the acquirer) initiatess dieal. Under the
rent extraction theory, initiating the deal willlal firms enough time and information to stockpdetions in
anticipation of the acquisition. Put differently,rént extraction is the goal of certain target GEH® order to benefit
from the acquisition premium and the removal oftiwmgsrestrictions, then approaching potential baytertrigger the
sale might be part of the plan. In contrast, urideentive alignment, managers may consider thdingeh poorly

performing firm quickly may avert further value daobration. Therefore, in order to preserve as mualue as

15 This dummy variable, which is defined following Meendier and Tate (2005) long-holder measure, ie*avhen a CEO owns options at the
beginning of the last year of options’ life that¢ at least 40% in the money. The variable is “zetberwise.

18 According to the SEC, form S-4 may be used foistegfion of securities to be issued (1) in a temtion of the type specified in paragraph (a)
of Rule 145 (of the 1933 Act); (2) in a merger ihigh the applicable state law would not requiregblkcitation of the votes or consents of all of
the security holders of the company being acqui(8yl;in an exchange offer for securities of thauégssor another entity; (4) in a public
reoffering or resale of any such securities acqupersuant to this registration statement; or Sjnore than one of the kinds of transaction
listed in (1) through (4) registered on one regtin.
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possible, managers might accelerate the sellinggsoby initiating the deal. In an attempt to digtish between

these views, we run the following logit model:

Deal initiation (0,1) = alleged rent extraction(0+ target, deal, CEO, board characteristidd)

The dependent variable in model (1) is “1” if tiaeget company initiates the deal and is “0” if theyer initiates
it. In a few instances, we are unable to estaltlishparty that initiates the deal. These firmsaréed as “0” in our
analysis. We note that this situation would causéoumiss some targets that initiate deals, anddvoias us against
uncovering an association between rent extractiohdeal initiation. The key independent variabla {®,1) indicator
for alleged rent extraction.

We run four different specifications based on nh@dleand report the results in Table 5. We begiretaluating
whether poor performance motivates targets to ggbr@acquirers. In regressions (1), (2), and (3),cbefficient for
the targets’ market-adjusted return is not statdlij significant at conventional levels. In regiem (4), the
coefficient for the targets’ ROA, a frequently ugeabxy for operating performance, also fails taaiattstatistical
significance. These results cast doubt on the idaaunderperforming firms approach their evenaguirers in an
effort to preserve value and are opposite to tlegliptions of the incentive alignment hypothesis.cémtrast, the
findings in all regressions also indicate that mxttaction suspects are more likely to initiate tkeal. This finding is
robust to numerous controls, including the relatize between buyers and targets, the deal’'sddtiand whether the
deal is paid in casH.The marginal effect implied by the coefficientiestte for alleged rent extraction indicates that
these targets are 14.21 percentage points molg tikenitiate the deal.

C. Unscheduled Option Grants prior to Acquisitions

We analyze unscheduled option grants given to tE®<of our target firms to examine whether rentaetion
suspects are more or less likely than other tatgaiadertake this activity. The rent extractiopbthesis predicts that
self-dealing managers will increase their optioriergto their firms being sold to benefit from thetomatic vesting
the sell will trigger on these awards. Yermack (@)98nd Aboody and Kasnik (2000) indicate that fasimCEOs of
public companies stock options are awarded onck gear. Therefore, it is likely that managers tgyto increase
their option holdings before acquisitions might hetable to receive additional grants during theuahboard meeting

in which options are regularly awarded. If this ws; options would have to be issued at unschedintes.

17 We lose 84 observations related to non-publichdéd acquirers. However, excluding all acquirecjsecontrol variables from the
regressions does not alter the inferences relatétetrent extraction indicator.
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We study the option granting patterns for our tamgnpanies. In line with previous studies, mosboiff target
firms grant options once a year. Boards schedu& tmeetings at regular intervals. Some boardstbhsesame
calendar date of the month to meet, such as tihé tlsiy of the month each month, and will meet dytime next
business day if such day happens to fall on a wekke holiday. Other boards pick a certain dayhefweek during a
certain week, such as the second Tuesday of evenyhmWe classify a grant as a regular or scheduybtion award if
it is dated within 14 days of the one-year anniagr®f a prior grant. Grants are classified as hedaled otherwise.

We use our classification for the timing of thergeato construct a (0,1) indicator variable thanadg “1” if at
least one grant is unscheduled and “0” otherwidds Tndicator is the key dependent variable in thiowing

bivariate logit model:

Unscheduled grant (0,1) = alleged rent extractihh)(+ firm, CEO, board characteristics (2)

To capture a possible pattern of unscheduled opgi@mting prior to the acquisition, we run four aegie
regressions based on model (2) for each of the imegvals [AY-3, AY-2], [AY-2, AY-1], [AY-1, AD], and [ID,
AD], respectively’® We report the results in Table 6. In the estinmtise include prior stock performance because it
is possible that an unscheduled award is issueeMiard exceptional performance. In addition, ialso possible that
unscheduled option awards are issued to persudatenened managers to go along with an acquisifi@naddress
this possibility, we also control for various gowance- and CEO-specific characteristics.

The key finding in Table 6 is that rent extractguspects are more likely to file unscheduled grgpgdicularly as
the acquisition date approaches. In fact, whilertrg extraction (0,1) variable is not statistigadignificant in the
[AY-3, AY-2] interval, the same indicator become®gressively more significant during [AY-2, AY-13nd [AY-1,
AD]. In terms of the marginal effect implied by tbeefficient estimate in the second regressior2(@-¥alue = 0.07),
during [AY-2, AY-1], rent extraction firms are 1Z.@ercentage points more likely to issue an unsdeddoption
grant to its CEO. According to regression (3), firigsbability more than doubles to 26.56 percenfamets during the
year of the acquisition and the coefficient is ffigant at the 1 percent level. Moreover, regresgi) indicates that
unscheduled grants are 19.42 percentage pointslikeleto be issued by targets in which rent eatilen is presumed

after deal negotiations with their eventual acquirave begun. This pattern of option granting patesi additional

18«AY” denotes the year the acquisition is announc#d” denotes the date when acquisition negotiasidegin, and “AD” is the acquisition
announcement date.
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evidence of the calculated efforts by rent extmacsuspects to increase their CEOs’ option holdingmticipation of
the acquisitiort?
D. Option Grants during Merger Negotiations

Our previous empirical tests indicate that targetsvhich rent extraction is presumed are more Yikel grant
unscheduled option awards after negotiations with éventual acquirer have started. The legalityhtdf activity
hinges on the interpretation of Rule 14d-10 of 1884 Securities Act. This rule proscribes “biddizcen making a
tender offer unless the consideration paid to &eysty holder pursuant to the tender offer ishighest consideration
paid to any other security holder during such terder.” While this rule appears to be simple oncept, courts have
wrestled on how to interpret it in the context ofariety of compensation arrangements of top exessitof target
companies (who are often shareholders as well) ebar, if target executives increase their optiotdings due to
their knowledge and patrticipation in the acquisittben these individuals might also be in violatifrSection 20A of
the 1934 Act which penalizes insider trading. Sfeadly, Section 20A(a) states that “any personcpasing or selling
a security while in possession of material, nonjguibformation shall be liable in an action in acgurt of competent
jurisdiction...” If option grants during merger ne@aions are illegal, then it would be of interestuncover the
characteristics of targets more likely to undertsiteh activity. To investigate this issue we rum\ariate logit model

as follows:

Option granted during negotiations (0,1) = albbgent extraction (0,1) + other controls  (3)

In model (3), the dependent variable is “1” if aast one option award is granted to the CEO otahget firm
after merger negotiations with the eventual acquare in progress and is “0” otherwise. As with theal initiation,
we are able to determine the date in which negotiatbegin by reading the different filings aned#ture describing
the history of each transaction. Similar to ourvpres models, the key independent variable is dicator for alleged
rent extraction.

We estimate four different logit regressions basednodel (3) and report our findings in Table 7eTdoefficient
estimate for alleged rent extraction is positive atatistically significant at better than the Iqgaeat level in all four
regressions. The marginal effect implied by theffament estimate indicates that rent extractiorsysects are 23.4

percentage points more likely to issue an optioardvo their CEOs once merger negotiations withetientual buyer

9 The results are qualitatively similar when we psecentage of the value of unscheduled grantsdh pariod as a dependent variable in OLS
regressions.
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have begun. This result suggests that targets ctiespef rent extraction are truly expropriating retelders. This
situation is more likely to be flagrant if the cateration to be paid for the target is already edrepon.
E. Negotiated Premiums for Target Firms

So far, the results related to targets where e&triaction is alleged indicate that these firms €ghibit weaker
governance structures, (2) grant larger and molkealsbe option awards to their CEOs prior to beiolgls(3) initiate
their own sale, (4) grant unscheduled option aw&rddieir CEOs, and (5) grant options to their CE@sr merger
negotiations with their eventual buyer are ongoimis evidence strongly suggests that targets ifictwhent
extraction is alleged are really doing so. Howewsg recognize that this evidence is largely circiamisal,
particularly if the same group of targets is abletain a higher offer for their firms and therefonore value for their
shareholders. Put differently, if the premium ol during the negotiation period of our suspeatdiis higher than
that of other targets, then we could not reject itfentive alignment hypothesis in favor of thetremtraction
hypothesis.

To investigate this issue, for our entire samfl8@t deals, we estimaBHAR from the deal initiation date until
one day after the acquisition announcement [ID, APand from the initiation date until the date whbe deal is
completed [ID, ED]. We refer to theBEARs as negotiated premiums. Panel A of Table 8 redrBHARS sorted by
whether there is option granting after merger niatjons are underway. In general, results sugdest gremiums
obtained are higher for firms that do not grant@y during the negotiation intervals. However, meaad median
differences are not statistically significant.

In Panel B of Table 8, we split the 95 firms tige&int options during negotiation by our classifimatof alleged
rent extraction. The results of these tests inditlat rent extraction suspects do not earn higegotiated premiums
for their firms. Our estimates show that the maaadjan) premium is about 8 percentage points (W8t for targets
where rent extraction is believed. Nonethelessmaga median differences are not statisticallyifgant.

Given the univariate nature of these tests, wetlhis8HARs as dependent variables in a set of regressions in
which two different (0,1) indicators, one for akehrent extraction and the other for option grahisng merger
negotiations, are the explanatory variables ofr@sie Panel C reports the results of these tesis.ifidicator for
options granted during the merger negotiation kisosignificantly negative in the [ID, AD+1] pedaas well as in
the [ID, ED] interval. According to regressions @nd (3), the coefficient estimates related to tlaigable indicate

that during these windowBHARs are about 9 percentage points lower. In the sageessions, the alleged rent
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extraction indicator exhibits coefficients that asatistically indistinguishable from zero, indicat that targets
identified as rent extraction fail to negotiateteg premiums. In regressions (2) and (4), we ictdfge rent extraction
indicator with the grants during negotiations imdir and use the interaction term as an additiom#pendent
variable. Coefficient estimates for this interaati@riable indicate that rent extraction targets tgrant option awards
to their CEOs while their firms’ sale is being negted earn significantly lower negotiated premiutmsieed, these
firms earn premiums that are approximately 15 peege points lower during [ID, AD+1] and about dércentage
points lower during [ID, ED]. These results areusibto controls for several target and deal chargtics, some of
which exhibit coefficients in the expected direntid-or instance, as in Cotter and Zenner (1994yeta with high

institutional ownership obtain higher premiums dgrdeal negotiations.

The tests in Table 8 reveal that targets thattgiaeir CEOs options when deal talks have startedat obtain
higher premiums during the negotiation period. Tieisult is counter to theories of incentive aligninévoreover,
together with our previous results, the new findisypport the rent extraction hypothesis which iptedhat the
pattern of option granting by many targets prioatguisitions is aimed at enhancing the wealttopfrhanagers but

not that of shareholders.

IV. Additional Evidence
A. Are Target CEOs Trading Premium for Power?

Our tests show that targets suspected of rerdi@idn appear to be expropriating shareholdersusectney do not
negotiate higher premiums. Earlier research by 2é#iytOfek, and Yermack (2004) and by Wulf (2004)d& that
target CEOs who secure a directorship or othertipasof power in the combined firm are associatath iower
premiums. In our case, it is possible that CEOsagfets suspected of rent extraction are also kel to get a
board seat or other employment in the combined. fifnthis occurs, the prospect of obtaining theipoms in the
merged firm might also explain the lower premiulngse CEOs negotiate for their firms. To test thigjecture, we
collect and review board and executive appointmémmtshe acquiring firms after deals in our samate executed.
We also pay close attention to the compositiorheftioard of directors of the acquiring firm durithg year of the
acquisition. We believe that acquirers’ board mensihie during the year of the deal is important lseaif a target
CEO is already seating on the acquirer’s boarde@any a lower premium for his firm may enable theget CEO to

keep the directorship in the combined firm.
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In Table 9, we run bivariate logit regressionghaf probability that target CEOs obtain a positibpower in the
combined firn?® The dependent variable in the logit specificai®fl” for target CEOs that obtain a position ireth
combined firm or hold such position during the ydar deal is executed. Altogether, we run fouredédht regressions
controlling for various target- and deal-specifariables. Present in all regressions is a (0,1)mymariable that is
“1” for rent extraction targets and is “0” otherwis Coefficient estimates in all four regressions megative and
statistically significant for our rent extractionmmy. This result casts doubt on the idea thattHfese firms, getting a
position in the combined firm would entice rentragtion CEOs to negotiate or accept lower premiufnsnore
plausible explanation is that target CEOs of retitagtion firms exhibit a record of sub par perfame in their own
firms and are therefore unattractive candidatesfposition in the combined firm. Another explaoatfor the result
is that, by obtaining a position in the combinednfi target CEOs risk having their options not vesten the
acquisition is completed. In terms of the margeféct implied by the coefficient estimates in TeabBl| rent extraction
CEOs are about 13 percentage points less likebbtain employment in the combined firm. We note thé result
obtains in all specifications and is robust to savtarget- and deal-specific control variables.rétwer, some of the
control variables generate inferences in agreemvéhtour expectations. For example, when dealshasgile target
CEOs are 33 percentage points less likely to olatgasition in the combined firm.

B. Rent Extraction and Lawsuits

Class action lawsuits are a likely outcome of dshalider expropriation. Earlier tests show that rextraction
targets are more likely to grant options to thd#@3 when acquisition negotiations are underwaig [tossible that
such option granting patterns violate Rule 14ddty/or Section 20A of the 1934 SEC Securities Axt &igger
subsequent lawsuits. However, it is also possie the evidence is insufficient to find targetfi guilty of willful
misconduct for granting options this way, which Wwbdeter shareholders, regulators, and other patguifintiffs
from filing lawsuits which may be dismissed.

Bhattacharya and Daouk (2002) argue that difficudtgnforcing existing securities laws and regolasi enhances
the frequency of insider trading. The lack of en@mment could be costly to firms and shareholdersa Istudy
involving several countries, these authors findoaitive association between the incidence of insideding and a
country’s cost of capital. Ferris and PritchardQ20argue that the Private Securities LitigatioridR® Act of 1995

(PSLR) makes it more difficult to win financial m@nduct class action suits because the Act nowinegjplaintiffs to

20\we consider directorship positions as well as etiee appointments such as CEO of the acquirersabaidiary, chief financial officer, chief
operating officer, chairman, vice-chairman, presider vice-president in the merged firm.
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“stay” discovery while motions to dismiss are pergdiConsequently, the PSLR Act has significanthydoed the
incidence of both frivolous and meritorious shatdbp lawsuits. Moreover, since the PSLR passedescas which
egregious offenses are committed are eventualig wr settled. In the context of illicit profity lnsiders during an
acquisition transaction, top enforcement officelshe SEC have stated that to get the evidenpete a violation of
the statute under which insider trading is allegedery difficult® Despite the difficulties faced by regulators in
prosecuting cases involving illicit profits duriragquisitions, the SEC has had some success inifminig justice
some target firms and its insiders. For example, SEC recently prosecuted a Fleet Boston executh@ made
$473,000 by trading on knowledge of his bank's &itipn by Bank of America. In a settlement reacire@004, the
commission exacted $525,000 from the executivechvhicluded his profits, prejudgment interest of5¥6.67 and a
civil penalty of $51,842.36 (Morgenson, 2006).

We match our sample against data in the Stanfdigation Database and uncover several class atdioauits
involving prominent firms. For example, our sampieludes the acquisition that generated a 2003ebloddter class
action lawsuit against Office Max (target), BoisasCade (acquirer), as well as executives in bothpanies. The
complaint, which alleges violations of several sutd the SEC Act of 1934, states that “defendamevmotivated to
engage in fraudulent practices to collect on sexeand change-in-control payments, [...] as a re®us of millions
of dollars in severance and change-in-control paymevere eventually paid to defendants.” Promireanbng the
defendants was Michael Feuer, CEO of Office Maxe Tomplaint alleges that Mr. Feuer obtained ab60t illion
in severance and other cash payments upon classgale. According to our calculations, about 4etgret of the
severance, or about $26.5 million, is attributablstock and options held by Mr. Feuer that becarsgcisable as a
result of the acquisition. In addition to this pHydr. Feuer, who retired after selling Office M&x Boise, became a
consultant to Boise receiving a contract worth $llion a year for five years.

In Table 10, we investigate whether combined fians more likely to be sued when the acquired fsra rent
extraction suspect. For this purpose, we run twariate logit regressions in which the dependeritbte is “1” if the
combined firm is subsequently sued for violatindeR14d-10, Section 20A and/or other rules of th8418ct and is
“0” otherwise. The key independent variable in thets is our familiar rent extraction indicator.eThegressions
control for several target and deal characterisigsvell as for industry and time effects. The ltesin Table 10

indicate that deals involving “change in controfir@eements and severance payments to target CE@maedikely to

2L The remarks are by Joseph J. Cella, chief of tfigeaf market surveillance at the SEC, as repbbtg Morgenson (2006).
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trigger lawsuits. Similarly, previously sued tagyéirms are associated with a higher probabilityt tthe combined
firm is sued. The rent extraction indicator is agsitive and significant. The estimate for thisiable indicates that
combined firms are over 6 percentage points mémdyiito be sued when the acquiree is a rent exbradirm. This

finding suggests that acquisition deals involviegtrextraction targets trigger class actions likedyl to be frivolous
and cases in which there is strong evidence agdnesiefendants. This result also indicates thigeta in which rent

extraction is alleged are really expropriating shatders.

V. Conclusions

Change in control clauses, prominent in CEO corsagon contracts, call for sell restrictions andtireg periods
on executive option awards to disappear if the fsreold. This phenomenon provides us with the dppity to test
whether option awards granted to target CEOs pdaan acquisition are aimed at aligning the inc&giof these
executives with those of their firms’ shareholderaimed at expropriating shareholders.

In a sample of 364 acquisitions during 1999-200& jdentify 102 targets where CEOs’ wealth fromiapgrants
increases while shareholder wealth does not. Wiggsely measure changes in wealth for both groupaglthe three
years ending just after the acquisition announcénmeorder to include the takeover premium in tladcalation. In
this paper, we refer to these 102 targets as stsspeent extraction.

Our empirical tests reveal that our suspect targehibit weak corporate governance structureadtition, other
tests reveal that targets where rent extracti@légied are more likely to approach their evenbuglers to initiate the
acquisition and more likely to issue their CEOgéaand lucrative unscheduled option awards pridoeiog sold.
Despite these results, we give these firms theflieafethe doubt arguing that such findings coulsloabe consistent
with incentive alignment behavior.

We provide additional evidence indicating that euspect firms are truly engaging in rent extractid/e show
that the average premium negotiated for the tangetgdentify as rent extraction firms is about E¥qentage points
lower. We also find that these firms are more liked issue option awards to their CEOs while thquésition
negotiation is in progress. This behavior, whiclpegrs to violate Rule 14d-10 and Section 20A of 1884 SEC
Securities Act, suggests that these targets blptargh to increase their CEOs option holdingsniticipation of being
sold. Direct evidence on rent extraction comesff®ecurities laws violation related suits filed iagathese targets

and their top executives. Indeed, we find that ettaction targets are more likely to be suedrdfeeng acquired.
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Overall, these results are opposite to the praxiistiof the incentive alignment hypothesis and cbest with rent
extraction behavior.

The effect of rent extraction on CEO wealth is +tiivial. The top quartile of rent extraction CE@mlk away
with an average $19 million due to option granteieed before the acquisition is publicly announcius payment
is in addition to other compensation from severamméden parachutes, and lump sums CEOs get becduse
acquisition. In contrast, shareholder wealth irt extraction firms suffers a substantial decline.pfovide context for
these losses, we follow the procedure outlined meldr, Schlingemann, and Stulz (2005) and estirtizdé rent
extraction targets experience a three-year meaoratah dollar return loss of $215 millidh.

Our findings on the dissimilar fate of sharehoéddand top managers of target firms have importabti@ policy
implications. Recently, the SEC released an amentipreposal to Rule 14d-10 of its 1934 Securities. Ahe rule
change would provide a safe harbor allowing the pemsation committee of a target's board of directorapprove
employment compensation, severance or other emplbgaefit arrangement for its executives duringralér offer
negotiation. Our findings indicate that such rufemge may have less impact than intended, since bweerds are
already providing generous pay arrangements for ttye managers in anticipation of the eventuat sdltheir firms.
Unfortunately, given the evidence we uncover, pegrs that such compensation arrangements aredpdoat the

target shareholders’ expense.

22 This loss accrues from AY-3 to AD+1. Notably, n@mt extraction targets experience an average afmadollar return increase of $375
million. As in Moeller, Schlingemann, and Stulz (&), we calculate the abnormal dollar return miytiy the beginning period market
capitalization of all targets by their abnormalretfrom AY-3 to AD+1, using market return as a tlemark. Our estimations rely on the S&P
500 as the market benchmark.
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Table 1
Sample Description

Our sample consists of 364 completed acquisitiom®anced during 1999-2005. We begin with 3,732 deted acquisitions of pubic U.S. target firms
announced during 1999-2005 from the SDC M&A databakext, we require that target firms have datdlave from the CRSP, Compustat, IRRC, and
Thomson Financial’s Insider Filing database. Simgestudy focuses on option grants prior to meagerouncements, we exclude targets that do not grant
options to their CEOs during the three fiscal ygaier to the announcement date. Deal charactesistie obtained from SDC. There are two modes of
acquisition: a merger, which is negotiated with et managers, approved by the target’s boadireftors, and voted upon by the shareholdersaand
tender offer, which is made directly to the targjgareholders. There are three methods of payntenk, sf entire payment is in the form of acquistock,
cash, if entire payment is in cash, and mixed,ajfrpent includes both stock and cash. Deal attitsdgassified as friendly, hostile, or ambiguouse W
categorize an acquisition as related if both thgetaand the acquirer belong to the same Fama eerttir (1997) industrial classification and unralate
otherwise.
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Panel A: Industrial and Temporal Distribution for T argets

Industry name 1999 2000 2001 2002 2003 2004 2005 tal ToPercent
Agriculture 0 0 0 1 0 0 0 1 0.27
Food Products 0 4 2 0 0 1 0 7 1.92
Entertainment 0 0 1 0 0 3 0 4 1.10
Printing and Publishing 0 2 1 0 0 0 1 4 1.10
Consumer Goods 2 0 1 1 0 0 0 4 1.10
Apparel 0 0 0 0 0 0 1 1 0.27
Healthcare 1 0 0 0 0 1 2 4 1.10
Medical Equipment 2 3 0 0 0 2 2 9 2.47
Pharmaceutical Products 5 2 3 1 2 1 2 16 4.40
Chemicals 5 2 0 1 0 2 0 10 2.75
Rubber and Plastic Products 3 1 0 0 0 0 0 4 1.10
Textiles 0 1 0 0 0 0 0 1 0.27
Construction Materials 3 3 0 0 2 0 1 9 2.47
Construction 0 1 1 0 0 0 0 2 0.55
Steel work 2 1 0 0 0 2 0 5 1.37
Fabricated Products 1 0 0 0 0 0 0 1 0.27
Machinery 3 3 1 1 0 3 3 14 3.85
Electrical Equipment 1 1 0 0 0 0 0 2 0.55
Automobiles and Trucks 0 1 0 1 0 0 0 2 0.55
Aircraft 2 0 0 0 0 0 0 2 0.55
Shipbuilding, Railroad Equipment 3 1 1 0 0 0 0 5 371.
Precious Metals 0 1 1 0 0 0 0 2 0.55
Non-Metallic and Industrial Mining 1 0 0 0 0 0 0 1 0.27
Petroleum and Natural Gas 1 3 6 2 1 5 2 20 5.49
Utilities 10 3 2 0 1 1 1 18 4.95
Communication 6 0 1 1 0 1 2 11 3.02
Personal Services 0 0 0 1 0 0 0 1 0.27
Business Services 9 8 7 4 7 9 12 56 15.38
Computer Hardware 5 2 2 1 0 0 3 13 3.57
Computer Software 0 2 0 0 0 0 3 5 1.37
Electronic Equipment 4 5 5 1 2 2 3 22 6.04
Measuring and Control Equipment 1 0 1 0 0 1 0 3 20.8
Business Supplies 0 4 0 0 1 1 0 6 1.65
Transportation 4 2 2 0 0 0 0 8 2.20
Wholesale 2 2 2 1 1 1 4 13 3.57
Retail 3 1 0 1 4 0 4 13 3.57
Restaurants, Hotels, Motels 2 2 1 0 0 2 0 7 1.92
Banking 3 7 3 2 5 10 5 35 9.62
Insurance 6 2 1 1 4 1 2 17 4.67
Trading 0 3 0 0 1 1 1 6 1.65
Total 90 73 45 21 31 50 54 364 100
Percent 2473 20.05 12.36 5.77 852 13.74 1484 100
Panel B: Deal Characteristics

Mode of acquisition Merger Tender Offer Total

281 83 364
Method of payment _ Stock Cash Mixed Unknown Total

86 155 22 364
Attitude Friendly Hostile Ambiguous Total

348 13 364
Relatedness Related Unrelated Total

223 141 364
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Table 2
Univariate Tests: Incentive Alignment vs. Alleged Rnt Extraction

The sample of 364 acquisitions announced durin@23®5 is described in Table 1. We identify CEQidian grants from Thomson Financial’s Insider
Filing (TFN) using the following criteria: 1. Theedvative type is OPTNS, CALL, NONQ, EMPO, DIRO,REO, or ISO. 2. The transaction code is A. 3.
The cleanse code is R, H, or L. 4. The first (hgjhrank) role code is CEO. We aggregate optiorishifnee the same grant date, exercise price, angrityat
date into one grant. Black-Scholes value of opti@f3) is calculated using the Black-Scholes form@ption grant date, maturity date, and exerciggepr
are obtained from TFN. If the exercise price isging, we use the CRSP stock price on the grantadagxercise price. Volatility is the 36 month sianal
deviation of CRSP stock returns before the grate.daividend yield is 3 year average of CRSP din@lamount divided by the stock price on the ex-
distribution date (the date on which the secustfirst traded without the right to receive thetidimition) before the grant date. Change in CE@sam pay
equals Bxy., — Average (Bgv-2, BSay.3) during the pre-SOX period (before August 29, 2082d Average (BSo, BSav-1) — Average (Byr.2, BSav-3)
during the post-SOX period (after August 29, 20@2-i denotes thé"fiscal year before the acquisition announcemere.d@hange in shareholder wealth
equals the buy-and-hold abnormal return duringpgbeod from the beginning of AY-3 to one day aftee acquisition announcement. Buy-and-hold
abnormal returnBHAR) is calculated following Barber and Lyon (1997) as

BHAR, = []@+R)-[]@+R.)

whereR; is the stock return on dayf the sample firm anBy is the market return on dayThe market returns are measured by the CRSP-vadighted
returns including dividends. Rent extraction susgeenmy variable equals one if the target firm hamegative change in shareholder wealth and aiy®sit
change in the CEQO’s option compensation and zdneraise. Last grant date is the date of the latibopyrant to the CEO before the acquisition
announcement. AD-10 denotes 10 trading days befogeisition announcement date. AD+1 denotes omlintgaday after acquisition announcement date.
Market value of equity and total assets are obtafrmm Compustat and measured at the end of thalfigar before announcement date. Leverage equals
the book value of debt divided by the sum of boakig of debt and market value of equity. Governandex is constructed following Gompers, Ishii, and
Metrick (2003) using the IRRC data. CEO-Chairmamthy variable equals one if the CEO is also therata of the board and zero otherwise. CEO
tenure is the number of years the CEO had heldtifef executive position in the current firm urgiinouncement date. Golden parachute dummy variable
equals one if the firm has the golden parachutenasof its antitakeover provisions and zero othgewBusy board dummy variable equals one if at leas
50% of outside directors hold three or more dinsttip and zero otherwise. Hand-picked board dumamiaile equals one if more than half of the outside
directors join the board after the current CEO amithe chief executive position and zero othervlsesy compensation committee dummy variable
equals one if at least 50% of outside directothéncompensation committee hold three or more wlirglsip and zero otherwise. Board size is the numbe
of directors on the board. CEO stock ownership,r8atock ownership, Independent director stock @slmp, Hand-picked director stock ownership, and
Institutional stock ownership are the percentageomimon stocks owned by the CEO, the board of @irecthe independent directors, the hand-picked
directors, and the institutional investors, respett. Percent of independent directors on boattiésnumber of independent directors divided byltbard
size. Percent of independent directors on compiemsebmmittee is the number of independent diractothe compensation committee divided by the size
of the compensation committee. These variablesaatbe end of the fiscal year before acquisitioncamcement. The symbols *, **, and *** denote
statistical significance at the 10%, 5%, and 1%!lEwespectively.
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Panel A: Identifying instances of potential rent ekaction

A in shareholders’ wealth

A in CEO'’s option pay Positive Negative Total
Pre-SOX  Post-SOX Total Pre-SOX  Post-SOX Total
Positive 30 40 70 81 21 102 172
Negative 24 51 75 86 31 117 192
Total 54 91 145 167 52 219 364

Panel B: Mean [Median] Buy-and-hold returns for target firms

Rent extraction suspect? (t- statistic)
Full sample Yes No [Wilcoxon Z]
(N=364) (N=102) (N=262) for differences
(1) BHAR [AY-3, last grant date] 4.19 -59.74 29.17 (-5.67)
[-17.09] [-61.68] [-3.64] [-7.87]"
(2) BHAR [last grant date, AD-10] 7.86 1.14 10.46 (-1.60)
[1.79] [-4.69] [3.23] [-1.45]
(3) BHAR[AD-10, AD+1] 25.37 34.95 21.81 (4.64)"
[20.91] [31.46] [18.49] [4.79]"
(4) BHAR [AY-3, AD+1] 19.15 -36.26 40.72 (-6.86)
[4.12] [-31.55] [27.83] [-6.47]"
Difference (2) — (1)
A Mean 2.27 60.75 -20.34 (4.65) "
(t-statistic) (0.19) (8.81)" (-1.27)
A Median 26.26 60.89 0.21 [6.01]"
{ p-value of signed rank test} {0.00}™ {0.00}™ {0.97}
Panel C: Mean [Median] Firm characteristics for target companies
Rent extraction suspect? (t- statistic)
Full sample Yes No [Wilcoxon Z]
(N=364) (N=102) (N=262) for differences
Market value ($ billion) 3.297 2.585 3.575 1.23)
[0.969] [0.813] [1.067] [-1.81]
Assets ($ billion) 6.329 4.492 7.045 (-1.30)
[1.103] [1.045] [1.186] [-0.76]
Leverage 0.180 0.197 0.174 (1.25)
[0.159] [0.171] [0.155] [1.23]

Panel D: Governance characteristics of target firms

Rent extraction suspect?

Yes (N=102) No (N=262) Difference

Mean Median Mean Median t-stat Z-stat
CEO-Chairman (0,1) 0.745 1.000 0.580 1.000 7.95 2917
CEO age 54.706 55.000 55.477 56.000 -0.87 -1.10
CEO tenure as CEO 7.791 6.375 7.789 5.125 -0.00 0 05
CEO stock ownership (%) 1.990 0.331 2.810 0.484 281. -0.70
Governance index 9.186 9.000 8.977 9.000 0.73 0.87
Board size 8.647 8.500 9.069 9.000 -1.32 -0.82
Busy board (0,1) 0.294 0.000 0.164 0.000 2.80 2.78"
Hand-picked board (0,1) 0.471 0.000 0.389 0.000 114 1.41
Busy compensation committee (0,1) 0.345 0.000 0.240 0.000 3.1% 3.22"
Board stock ownership (%) 7.194 3.034 11.243 4815 -2.717 -2.74”
Institutional stock ownership (%) 21.259 20.465 224 19.605 -0.62 -0.26
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Table 3

Option Award Patterns for Target Firms

The sample of 364 acquisitions announced durin@23®5 is described in Table 1. The definitionte Rent extraction suspect dummy variable and the
calculation of the Black-Scholes option value agsadibed in Table 2. Following Barber and Lyon @P%ve identify a matching firm by controlling for

2-digit SIC code, total assets, and industry-adpiseturn on assets (ROA) for each sample firm. flaéching non-target firms are not targets in any
acquisitions from year AY-3 to year AYO.

Panel A: Value of Option Awards Granted to CEOs

Rent extraction suspect?

Black-Scholes All Targets Yes No Difference

value of grants (N=364) (N=102) (N=262)

(in $000) Mean Median Mean Median Mean Median t-stat Z-stat
AY-3 2,596 226 658 0 3,350 546 510 -5.79"
AY-2 2,728 490 1,097 108 3,363 699 3775 -3.43"
AY-1 3,120 715 3,611 2,115 2,928 408 0.80 6.49
AYO 4,621 981 6,727 1,622 3,926 802 174 1.68

Panel B: Size of Option Awards Granted to CEOs
Rent extraction suspect?

Number of All Targets Yes No Difference

shares granted (N=364) (N=102) (N=262)

(in 1,000) Mean Median Mean Median Mean Median t-stat Z-stat
AY-3 158 28 38 0 205 58 670 -6.10"
AY-2 175 50 89 17 209 78 409 -3.61"
AY-1 193 80 276 158 161 48 264  6.54"
AYO 249 87 387 119 203 69 214 2.07

Panel C: Mean Value of Option Awards Granted to CEQ of Target and Matching Firms

Rent extraction suspect?

Black-Scholes Yes (N=102) No (N=262)
value of grants
(in $000) Target Match p-value Target Match p-value
1) (2) H- @B-@) 1) (2) - D=2
AY-3 658 3,621 -2,963 0.163 3,350 1,867 1,483 108.
AY-2 1,097 3,421 -2,324 0.110 3,363 2,370 993 319.
AY-1 3,611 2,242 1,369 0.129 2,928 2,133 795 259.
AYO0 6,727 2,990 3,737 0.082 3,926 2,247 1,679 ®.06
Panel D: Mean Size of Option Awards Granted to CEOsf Target and Matching Firms
Rent extraction suspect?
Number of Yes (N=102) No (N=262)
shares granted
(in 1,000) Target Match p-value Target Match p-value
1) (2) - BH-@ 1) 2) - @BOH-0?
AY-3 38 361 -323 0.097 205 151 54 0.463
AY-2 89 258 -169 0.151 209 170 39 0.595
AY-1 276 129 147 0.000 161 148 13 0.691
AY0 387 211 176 0.160 203 183 20 0.650
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Table 4
Incentive Alignment vs. Alleged Rent Extraction

The sample consists of 364 acquisitions announoedgl1999-2005 as described in Table 1. The degr@ndhriable is the rent extraction suspect dummy
variable, which equals one if the target firm hasegative change in shareholder wealth and a pesitiange in CEO option compensation and zero
otherwise as defined in Table 2. Governance in@&0Q-Chairman, CEO tenure, CEO stock ownership, &oftarachute, Busy board, Hand-picked board,
Busy compensation committee, Board size, Boardkstmenership, Institutional stock ownership, Indepem director stock ownership, Percent of
independent directors on board, and Percent opientent directors on compensation committee areetbfn Table 2. CEO expected lost compensation is
the estimated present value of CEOs’ lost compemsathen their firm is sold. To calculate the CE®igected lost compensation, we follow the method
of Fich and Shivdasani (2007), who estimate finaineiagnitude of personal losses of sued direcWes.use information on salary, bonus, other annual
compensation, long-term incentive payout, and valueestricted stock and option awards as repdrtetie proxy statements. First, we assume that all
CEOs retire by age 70 and that CEOs in our sample ave at least 70 years old expect one year opeosation before retiring. Second, following
Yermack (2004), we assume that the probabilityegaiture increases by 4% each year due to acqusitilelistings, or other turnover reason. Third, w
assume that salary and bonus would increase byr@¥that received during the year prior to acqiasitvhen firm performance is above the Fama and
French (1997) median industry ROA. This assumpfiidiows Bebchuk and Grinstein (2005), who repo#t086 increase in salary and bonus for the period
1993-2003. Fourth, we assume that the probabilitgeparture increases by an additional 2% when fierformance is below the median industry
performance. Finally, we use a real discount ra@%6to discount cash flows. The overconfident Gl@nmy variable is defined to reflect the Malmendier
and Tate (2005) long-holder measure. FollowingHllaé and Liebman (1998) option classification priaee, an overconfident CEO owns options at the
beginning of the last year of options’ life thae @t least 40% in the money. We regeralues in parentheses. The symbols *, **, and d&hote statistical
significance at the 10%, 5%, and 1% levels, respagt

Independent variables Dependent variable = 1 if etraction is suspected
1) 2) 3) (4)
Intercept -3.48 -3.03 -3.37 -3.18
(0.139) (0.204) (0.153) (0.181)
Governance index 0.03 0.03 0.03 0.03
(0.652) (0.580) (0.664) (0.641)
CEO-Chairman (0,1) 0.70" 0.69" 0.77" 0.79"
(0.016) (0.020) (0.009) (0.008)
CEO age 0.01 0.00 0.01 0.01
(0.695) (0.885) (0.737) (0.826)
CEO tenure 0.00 -0.02 0.00 0.00
(0.896) (0.297) (0.839) (0.808)
CEO stock ownership -0.01 -0.01 -0.01 -0.01
(0.659) (0.719) (0.675) (0.692)
Log(CEO expected lost compensation) 0.37 0.33 0.37 0.36°
(0.028) (0.055) (0.031) (0.033)
Overconfident CEO (0,1) 0.18
(0.553)
Golden parachute (0,1) -0.14 -0.35 -0.31 -0.30
(0.820) (0.579) (0.624) (0.638)
Busy board (0,1) 0.75
(0.015)
Hand-picked board (0,1) 0.57
(0.070)
Log(Board size) -0.03 -0.08 -0.04 -0.08
(0.962) (0.881) (0.939) (0.893)
Board stock ownership -0.01 -0.01 -0.01 -0.01
(0.250) (0.260) (0.264) (0.270)
Institutional stock ownership -0.01 -0.01 -0.01 -0.01
(0.511) (0.457) (0.376) (0.377)
Independent director ownership 0.02 0.02 0.02 0.02
(0.655) (0.594) (0.640) (0.659)
Percent of independent directors on board 0.92 0.64 0.58 0.59
(0.366) (0.543) (0.580) (0.572)
Percent of independent directors -0.46 -0.35 -0.41 -0.42
on compensation committee 570) (0.666) (0.617) (0.609)
Busy compensation committee (0,1) 1.357 1.24™ 1.23”
(0.003) (0.005) (0.005)
Log(Assets) -0.34" -0.32" -0.33" -0.33"
(0.005) (0.009) (0.006) (0.006)
N 364 364 364 364
%% (p-value) 0.01 0.00 0.00 0.00
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Table 5
Probability of Deal Initiation by Targets’ Management

The dependent variable equals one if the target ifiitiates the deal and zero otherwise. Rent etitla suspect dummy variable equals one if theetarg
firm has a negative change in shareholder wealtheguositive change in CEO option compensationzend otherwise as defined in Table 2. Target market
adjusted returnt{1) is the market adjusted buy-and-hold abnormalrnedf the target firm during the year prior totiation. Target industry adjusted ROA
(t-1) is the industry adjusted return on assets oftdhget firm at the end of the fiscal year befdre initiation date. Governance index, CEO-Chairman,
CEO tenure, CEO stock ownership, Golden paractutsy board, Hand-picked board, Busy compensatiomntittee, Board size, Board stock ownership,
Percent of independent directors on board, andeRenf independent directors on compensation coraendre defined in Table 2. Cash payment dummy
variable equals one if the deal is paid entirelgash and zero otherwise. Hostile takeover dummiphie equals one if the deal attitude is hostild aero
otherwise. Tender offer dummy variable equals étieei form of the deal is tender offer and zerceothise. Relatedness dummy variable equals onetf bo
the target and the acquirer belong to the same famdrench (1997) industrial classification ancbz#herwise. Relative size is target's market gadii
equity divided by acquirer's market value of equBpok-to-market ratio equals the book value ofiggdivided by the market value of equity. Leverage
equals the book value of debt divided by the suinaak value of debt and market value of equityubtdy acquisition activity equals the number oifrfér

in the same Fama and French (1997) industrial ifilzetfon as the target firm that are acquired dgrthe previous fiscal year. We lose 84 observation
related to non-publicly traded acquirers. This metuour sample to 280 observations. We rgpeglues in parentheses. The symbols *, **, and d&note
statistical significance at the 10%, 5%, and 1%lewespectively.

Independent variables Dependent variable =1 ifahget firm initiates the deal
1) (2) 3) 4)
Intercept -3.07 -0.55 -0.68 -1.36
(0.955) (0.992) (0.990) (0.980)
Rent extraction suspect (0,1) 1.05" 1.44” 1.477 1.38"
(0.009) (0.002) (0.001) (0.002)
Target market adjusted retural() -0.15 -0.35 -0.37
(0.662) (0.336) (0.319)
Target industry adjusted ROAT) -1.46
(0.309)
Governance index -0.13 -0.13 -0.11
(0.1112) (0.117) (0.152)
CEO-Chairman (0,1) 0.12 0.10 0.13
(0.737) (0.776) (0.721)
CEO age -0.01 -0.01 0.00
(0.571) (0.652) (0.913)
CEO tenure 0.07 0.06 0.03
(0.053) (0.062) (0.076)
CEO stock ownership -0.02 -0.02 0.00
(0.614) (0.672) (0.889)
Golden parachute (0,1) 1.33 1.36 1.25
(0.191) (0.184) (0.199)
Busy board (0,1) -0.40
(0.379)
Hand-picked board (0,1) -0.66 -0.70 -0.36
(0.160) (0.143) (0.412)
Busy compensation committee (0,1) -0.72 -0.83
(0.262) (0.197)
Log(Board size) -0.49 -0.39 -0.23
(0.518) (0.608) (0.764)
Board stock ownership 0.01 0.01 0.01
(0.209) (0.257) (0.455)
Percent of independent directors on board -0.65 -0.63 -1.34
(0.639) (0.652) (0.336)
Percent of independent directors on 0.33 0.25 0.66
compensation committee (0.766) (0.827) (0.545)
Cash payment (0,1) -0.26 -0.45 -0.43 -0.14
(0.559) (0.365) (0.391) (0.770)
Hostile takeover (0,1) -0.72 -0.15 -0.17 -0.74
(0.594) (0.916) (0.908) (0.507)
Tender offer (0,1) -0.13 -0.17 -0.19 -0.31
(0.811) (0.768) (0.740) (0.568)
Relatedness (0,1) -0.07 -0.04 -0.08 -0.08
(0.865) (0.923) (0.853) (0.845)
Relative size 0.19 0.24 0.24 0.23
(0.148) (0.098) (0.089) (0.110)
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Target book-to-market ratio -1.05 -0.89 -0.96 -1.05
(0.101) (0.192) (0.157) (0.126)

Acquirer book-to-market ratio 0.91 1.08 1.15 1.01
(0.138) (0.098) (0.079) (0.113)

Target leverage -2.08 -2.26 -2.27 -2.16
(0.129) (0.118) (0.116) (0.133)

Acquirer leverage 1.62 1.93 1.75 1.69
(0.191) (0.151) (0.192) (0.205)

Industry acquisition activity -0.01 -0.01 -0.01 0.00
(0.567) (0.722) (0.689) (0.802)

Industry effects Yes Yes Yes Yes

Year effects Yes Yes Yes Yes

N 280 280 280 280

2% (p-value) 0.01 0.02 0.02 0.02
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Table 6

Probability of Issuing an Unscheduled Option Grant

The sample of 364 acquisitions announced durin@25 is described in Table 1. We classify a gesnd scheduled option award if it is dated witt¥n
days of the one-year anniversary of a prior gré@mtion grants are classified as unscheduled otBenWe run four separate regressions for eacheof th
time intervals [AY-3, AY-2], [AY-2, AY-1], [AY-1, AD], and [ID, AD]. In each regression, the dependeiable equals one if there is at least one
unscheduled grant in the corresponding time intemme zero otherwise. Rent extraction suspect duwemyble equals one if the target firm has a riegat
change in shareholder wealth and a positive cham@@EO option compensation and zero otherwise &isetkin Table 2. Governance index, CEO-
Chairman, CEO tenure, CEO stock ownership, Goldeaghute, Busy board, Hand-picked board, Busy cosgi®n committee, Board size, Board stock
ownership, Independent director stock ownershig, Rercent of independent directors on board arieetefn Table 2. Market adjusted retutrl] is the
market adjusted buy-and-hold abnormal return ofténget firm during the year prior to each of thee intervals [AY-3, AY-2], [AY-2, AY-1], [AY-1,
AD], and [ID, AD] in each regression. We repp+talues in parentheses. The symbols *, **, and d&note statistical significance at the 10%, 5%, Ed

levels, respectively.

Dependent variable = 1 if there is at least oneleduled grant

Independent variables [AY-3, AY-2] [AY-2, AY-1] [AYL, AD] [ID, AD]
) (2) 3) 4)
Intercept 0.54 5.38" 2.64 -1.16
(0.781) (0.003) (0.030) (0.458)
Rent extraction suspect (0,1) 0.71 0.72 1.09™ 0.76
(0.205) (0.071) (0.000) (0.017)
CEO-Chairman (0,1) -0.12 0.03 -0.02 0.07
(0.765) (0.939) (0.946) (0.838)
CEO age 0.02 -0.02 -0.02 -0.01
(0.528) (0.374) (0.264) (0.585)
CEO tenure -0.04 -0.02 0.02 0.01
(0.130) (0.603) (0.227) (0.787)
CEO stock ownership -0.03 0.1 -0.01 0.00
(0.489) (0.053) (0.533) (0.935)
Busy board (0,1) 0.74 0.29 0.47 0.69
(0.242) (0.507) (0.131) (0.056)
Hand-picked board (0,1) 0.07 -0.63 0.15 0.04
(0.868) (0.119) (0.596) (0.912)
Log(Board size) 0.40 -1.37 -1.04 0.21
(0.589) (0.048) (0.031) (0.744)
Board stock ownership -0.00 0.01 -0.02 -0.00
(0.966) (0.210) (0.069) (0.994)
Independent director stock ownership -0.05 0.09 0.08 -0.01
(0.540) (0.351) (0.071) (0.806)
Percent of independent directors on board 0.33 1.85 -2.27 -1.10
(0.814) (0.157) (0.017) (0.354)
Busy compensation committee (0,1) 0.44 -0.78 0.92 0.31
(0.679) (0.462) (0.201) (0.743)
Log(Assets) -0.20 -0.17 0.15 -0.06
(0.154) (0.190) (0.115) (0.653)
Market adjusted return-() -0.37 0.03 0.06 0.09
(0.197) (0.853) (0.660) (0.627)
N 364 364 364 364
%% (p-value) 0.05 0.00 0.00 0.07
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Table 7
Probability of Option Granting when Deal Negotiations are Underway

The sample of 364 acquisitions announced durin@-2®®5 is described in Table 1. The dependentbi@requals one if the target firm grants one oremor
option award to its CEO after the merger negotiatigth the acquirer starts and zero otherwise. Retraction suspect dummy variable equals oneeif th
target firm has a negative change in shareholdaitivend a positive change in CEO option compenisadind zero otherwise as defined in Table 2.
Governance index, CEO-Chairman, CEO tenure, CEE€kstanership, Golden parachute, Busy board, Haoklepi board, Busy compensation committee,
Board size, Board stock ownership, Independenttdirestock ownership, Hand-picked director stockemghip, Percent of independent directors on board,
and Percent of independent directors on compemsatmmittee are defined in Table 2. Market adjus&tdrn {-1) is the market adjusted buy-and-hold
abnormal return of the target firm during the ypabpr to initiation. We reporp-values in parentheses. The symbols *, ** and #&note statistical
significance at the 10%, 5%, and 1% levels, respegt

Dependent variable = 1 if the target firm grante on more option award to

Independent variables its CEO after the merger negotiations with the &egstarts
1) (2) 3) (4)
Intercept -2.31 -2.39 -2.36 -2.34
(0.099) (0.089) (0.092) (0.096)
Rent extraction suspect (0,1) 1.26" 1.28" 1.27" 1.27"
(0.000) (0.000) (0.000) (0.000)
Governance index -0.14 -0.15 -0.15 -0.14
(0.270) (0.254) (0.257) (0.268)
CEO-Chairman (0,1) -0.06 -0.04 -0.04 -0.06
(0.842) (0.885) (0.885) (0.842)
CEO age 0.01 0.01 0.01 0.01
(0.752) (0.754) (0.751) (0.755)
CEO tenure 0.00 0.00 0.00 0.00
(0.955) (0.914) (0.998) (0.953)
CEO stock ownership 0.00 0.00 0.00 0.00
(0.892) (0.910) (0.910) (0.891)
Golden parachute (0,1) 0.13 0.12 0.13 0.12
(0.841) (0.857) (0.841) (0.857)
Busy board (0,1) 0.20 0.21
(0.541) (0.593)
Hand-picked board (0,1) 0.11 0.12
(0.732) (0.725)
Busy compensation committee (0,1) 0.18 0.16 0.00
(0.704) (0.734) (0.998)
Log(Board size) -0.00 -0.00 -0.00 -0.00
(0.908) (0.905) (0.898) (0.917)
Board stock ownership -0.01 -0.00 -0.00 -0.00
(0.940) (0.974) (0.960) (0.953)
Independent director ownership -0.04 -0.02 -0.04 -0.02
(0.472) (0.730) (0.468) (0.752)
Hand-picked director ownership -0.05 -0.06
(0.688) (0.663)
Percent of independent directors on board 0.84 0.82 0.84 0.83
(0.413) (0.432) (0.422) (0.427)
Percent of independent directors -0.26 -0.24 -0.25 -0.26
on compensation committee (074 (0.763) (0.761) (0.745)
Log(Assets) 0.08 0.09 0.09 0.08
(0.431) (0.389) (0.389) (0.435)
Market adjusted return-() 0.11 0.11 0.11 0.11
(0.531) (0.551) (0.551) (0.531)
N 364 364 364 364
2% (p-value) 0.01 0.02 0.02 0.03
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Table 8
Negotiated Premiums Paid for Targets

The sample of 364 acquisitions announced durin®@28M5 is described in Table 1. ID, AD, and ED dertbe acquisition initiation date, the acquisition
announcement date, and the acquisition completair, despectively. Buy-and-hold abnormal retuBhAR) is calculated following Barber and Lyon
(1997) as defined in Table 2. Grant during negoiiatiummy variable equals one if the target firmrgs the one or more option award to its CEO #fter
merger negotiation with the acquirer firm startsl @ero otherwise. Rent extraction suspect dummiabter equals one if the target firm has a negative
change in shareholder wealth and a positive chamg@EO option compensation and zero otherwise &isetkin Table 2. Governance index, CEO-
Chairman, CEO tenure, CEO stock ownership, Golderaghute, Busy board, Board size, Board stock cstaiyer Institutional stock ownership, and
Independent director stock ownership are definedable 2. Cash payment, Hostile takeover, Tendfar,oRelatedness, Relative size, and Industry
acquisition activity are defined in Table 5. Marlatjusted returnt{l) is the market adjusted buy-and-hold abnormalrmetiuring the year prior to

initiation. In Panel C, we repog-values in parentheses. The symbols *, **, and #&note statistical significance at the 10%, 5%, &% levels,
respectively.

Panel A: Mean [Median] of abnormal returns (%)

Option granting during negotiations? t-statistic)
Full sample Yes No [Wilcoxod]
(N=364) (N=95) (N=269) for differences
BHAR[ID, AD+1] 29.68 24.57 31.48 (-1.61)
[24.33] [22.00] [25.70] [-1.52]
BHARID, ED] 30.19 25.09 31.99 (-1.53)
[25.38] [22.03] [25.91] [-1.55]
Panel B: Mean [Median] of abnormal returns of firmsthat grant options after initiation (%)
Option granting Rent extraction suspect? t-stétistic)
after initiation Yes No [WilcoxoZ]
(N=95) (N=45) (N=50) for differences
BHAR[ID, AD+1] 24.57 20.19 28.52 (-1.13)
[22.00] [14.54] [31.75] [-1.44]
BHARID, ED] 25.09 19.48 30.15 (-1.39)
[22.03] [16.98] [33.71] [-1.51]

34



Panel C: Multivariate analyses

Independent variables

Dependent variable
BHAR[ID, AD+1] (%)

Dependent variable
BHAR [ID, ED] (%)

@) ) 3) (4)
Intercept 3.83 6.86 0.06 -5.13
(0.904) (0.828) (0.999) (0.877)
Target’s Characteristics
Grant during negotiation (0,1) -8.85 0.53 -9.19 0.01
(0.058) (0.926) (0.061) (0.998)
Rent extraction suspect (0,1) 5.19 5.12
(0.282) (0.312)
Grant during negotiatiox -15.95 -17.42
Rent extraction suspect (0.034) .030)
Governance index 0.25 0.11 0.39 0.52
(0.776) (0.903) (0.678) (0.572)
CEO-Chairman (0,1) -7.62 -6.45 -7.70 -6.92
(0.077) (0.128) (0.089) (0.121)
CEO age 0.36 0.16 0.40 0.36
(0.218) (0.576) (0.190) (0.242)
CEO tenure -0.19 -0.12 -0.19 -0.15
(0.516) (0.685) (0.530) (0.610)
CEO stock ownership 0.74" 0.74 0.81 0.84
(0.044) (0.042) (0.036) (0.029)
Golden parachute (0,1) 9.80 10.01 13.69 14.86
(0.360) (0.344) (0.223) (0.183)
Busy board (0,1) 3.64 6.61 5.31 7.01
(0.474) (0.190) (0.320) (0.189)
Log(Board size) -6.03 -6.04 -7.11 -8.14
(0.462) (0.454) (0.408) (0.338)
Board stock ownership -0.07 -0.09 -0.09 -0.10
(0.458) (0.319) (0.333) (0.263)
Institutional stock ownership 0.29" 0.31° 0.30° 0.31
(0.026) (0.017) (0.029) (0.025)
Independent directors’ stock ownership 0.55 0.61 0.46 0.54
(0.391) (0.341) (0.503) (0.428)
Deal Characteristics
Cash payment (0,1) 8.14 10.20 8.62 9.39
(0.144) (0.061) (0.140) (0.105)
Hostile takeover (0,1) -5.83 -7.24 -6.15 -8.14
(0.637) (0.533) (0.634) (0.526)
Tender offer (0,1) 8.21 7.99 10.90 11.94°
(0.152) (0.158) (0.070) (0.047)
Relatedness (0,1) -5.20 -5.40 -4.66 -4.87
(0.248) (0.226) (0.324) (0.300)
Relative size 6.30 6.35 6.06 7.05
(0.271) (0.261) (0.312) (0.238)
Industry acquisition activity -1.44 -1.75 -1.48 -1.58
(0.067) (0.026) (0.073) (0.053)
Market adjusted return-() 0.02 0.04 0.00 -0.03
(0.884) (0.779) (0.988) (0.845)
Value of interaction term and -15.47" -17.417
Grant during negotiation (0,1) (0.026) (0.011)
(p-value ofF-test in parentheses)
Industry effects Yes Yes Yes Yes
Year effects Yes Yes Yes Yes
N 364 364 364 364
Regression’sp-value 0.00 0.00 0.00 0.00
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Employment for Target CEOs in the Combined Firm

Table 9

The sample of 364 acquisitions announced durin@23M5 is described in Table 1. The dependentbiariequals one if the target CEO obtains a position
in the combined firm after the acquisition compatdate and zero otherwise. Rent extraction sughentmy variable equals one if the target firm has a
negative change in shareholder wealth and a pesitaange in CEO option compensation and zero otberas defined in Table 2. Governance index,
CEO-Chairman, CEO tenure, CEO stock ownership, &vlpgarachute, Board size, Independent directok stemership, and Percent of independent
directors on board are defined in Table 2. Cashmeay, Hostile takeover, Tender offer, RelatednBsdative size, and Industry acquisition activitg ar
defined in Table 5. CEO on acquirer's board dumragiable equals one if the target CEO is a membeahefacquirer’'s board of directors and zero
otherwise. Target market adjusted returd)(is the market adjusted buy-and-hold abnormairnetiuring the period from 272 to 21 trading dagéobe
announcement date. We repprivalues in parentheses. The symbols *, **, and #énote statistical significance at the 10%, 5%, afd levels,

respectively.

Independent variables

Dependent variable = 1 if the target CEO obtaipssition in the
combined firm after the acquisition completion date

1) (2) 3) 4)
Intercept 0.33 -1.46 1.22 -0.96
(0.743) (0.244) (0.984) (0.987)
Targets’ Characteristics
Rent extraction suspect (0,1) -0.57" -0.55 -0.70° -0.68"
(0.023) (0.031) (0.021) (0.027)
Governance index -0.01 -0.05 -0.05 -0.09
(0.840) (0.312) (0.381) (0.142)
CEO-Chairman (0,1) -0.20 -0.15 -0.29 -0.18
(0.428) (0.563) (0.307) (0.527)
CEO age 0.02 0.01 0.02 0.02
(0.235) (0.451) (0.263) (0.302)
CEO tenure -0.01 -0.01 -0.02 -0.02
(0.539) (0.543) (0.327) (0.333)
CEO stock ownership -0.01 -0.01 0.00 0.01
(0.456) (0.735) (0.966) (0.792)
Golden parachute (0,1) 0.40 0.47 1.08 1.22
(0.498) (0.431) (0.143) (0.106)
CEO on acquirer’s board (0,1) 14.55 14.63 12.82 13.03
(0.982) (0.983) (0.965) (0.964)
Log(Board size) 1.20” 1.33
(0.005) (0.019)
Board stock ownership -0.30 -0.38
(0.563) (0.547)
Independent director ownership 0.02 0.04
(0.658) (0.355)
Percent of independent directors on board -0.25 -0.75
(0.743) (0.390)
Deal Characteristics
Cash payment (0,1) -0.39 -0.25 -0.31 -0.24
(0.191) (0.412) (0.396) (0.520)
Hostile takeover (0,1) -1.84" -1.81" -1.77 -1.75
(0.023) (0.024) (0.049) (0.051)
Tender offer (0,1) -0.46 -0.44 -0.26 -0.27
(0.120) (0.139) (0.475) (0.473)
Relatedness (0,1) -0.09 -0.15 -0.28 -0.26
(0.715) (0.542) (0.347) (0.375)
Relative size 0.60 0.51 0.63 0.11
(0.143) (0.223) (0.190) (0.531)
Industry acquisition activity 0.00 0.00 0.00 0.00
(0.271) (0.244) (0.795) (0.823)
Target market adjusted retural() 0.07 0.13 0.02 0.06
(0.789) (0.613) (0.936) (0.703)
Industry effects No No Yes Yes
Year effects No No Yes Yes
N 364 364 364 364
2% (p-value) 0.00 0.00 0.02 0.01
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Table 10
Probability of Facing Shareholder Class Action Lawasits

The dependent variable equals one if the dealbfesuto shareholder class action lawsuits on atlggviolating Rule 14d-10, Section 20A and/or othe
rules of the 1934 SEC Security Act after the adtjais completion date and zero otherwise. All Séaes Class Action Filings are obtained from the
Stanford Litigation Database. Rent extraction sospgemmy variable equals one if the target firm hasegative change in shareholder wealth and a
positive change in CEO option compensation and p#nerwise as defined in Table 2. Golden paracHexecutive severance, Change in control, and
Supermajority voting requirement to approve a mexdyenmy variables equal one if the target firm leash as one of its antitakeover provisions,
respectively, and zero otherwise. Governance in@&0-Chairman, CEO tenure, CEO stock ownershiprdBs&e, Board stock ownership, and Percent of
independent directors on board are defined in Tabl€ash payment, Hostile takeover, Tender offelafedness, Relative size, Book-to-market ratio,
Leverage, and Industry acquisition activity areirted in Table 5. Industry adjusted ROAs are thernst on assets adjusted by the median for firntkén
same Fama and French (1997) industrial classificafPreviously sued target (acquirer) dummy vaeiaguals one if the target (acquirer) is subjeetriyp
class action lawsuit before the announcement dadezaro otherwise. Delaware firm dummy variableasjwne for firms incorporated in the state of
Delaware and zero otherwise. Acquisition premiurthesfour week premium from SDC, defined as the@mtage difference between the offer price and
the target’s stock price four weeks before annoonere date. We lose 84 observations related to nbtighy traded acquirers. This reduces our sample t
280 observations. We repgrvalues in parentheses. The symbols *, **, and d&hote statistical significance at the 10%, 5%, Htdevels, respectively.

Dependent variable = 1 if the deal is subject &rsholder lawsuits

Independent variables after the acquisition completion date
1) 2)
Intercept -19.06 -17.29
(0.713) (0.721)
Rent extraction suspect (0,1) 1.84 1.89"
(0.020) (0.017)
Governance index -0.24
(0.156)
Golden parachute (0,1) -11.90
(0.906)
Executive severance (0,1) 2.30
(0.062)
Change in control (0,1) 1.88
(0.056)
Supermajority voting requirement -1.74
to approve a merger (0,1) (0.319)
CEO-Chairman (0,1) 0.94 0.44
(0.195) (0.584)
CEO age 0.04 0.00
(0.424) (0.991)
CEO tenure 0.06 0.05
(0.130) (0.218)
CEO stock ownership 0.05 0.06
(0.345) (0.362)
Log(Board size) 0.53 -0.44
(0.711) (0.737)
Board stock ownership 0.01 0.01
(0.747) (0.735)
Percent of independent directors on board 2.55 3.71
(0.337) (0.194)
Cash payment (0,1) -1.49 -1.75
(0.143) (0.136)
Hostile takeover (0,1) -11.77 -14.45
(0.916) (0.893)
Tender offer (0,1) 2.19 1.09
(0.073) (0.410)
Relatedness (0,1) 1.38 1.13
(0.130) (0.251)
Relative size -0.57 -2.23
(0.737) (0.263)
Log (Target assets) 0.37 0.37
(0.362) (0.377)
Log (Acquirer assets) 0.25 0.27
(0.525) (0.515)
Target book-to-market -1.83 -1.22
(0.157) (0.381)
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Acquirer book-to-market 0.85 1.61
(0.561) (0.310)
Target leverage -0.16 -3.83
(0.950) (0.183)
Acquirer leverage -1.15 -2.74
(0.608) (0.281)
Target industry adjusted ROA -1.03 1.53
(0.762) (0.677)
Acquirer industry adjusted ROA 2.60 0.34
(0.255) (0.886)
Previously sued target (0,1) 2.39" 2.75"
(0.003) (0.003)
Previously sued acquirer (0,1) -0.62 -0.36
(0.561) (0.749)
Delaware firm (0,1) 0.10 -0.03
(0.887) (0.972)
Industry acquisition activity 0.01 0.00
(0.703) (0.958)
Acquisition premium -0.01 -0.01
(0.366) (0.340)
Industry effects Yes Yes
Year effects Yes Yes
N 280 280
22 (p-value) 0.01 0.01

38



