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Abstract

We document a more favorable market reaction to the announcement of mergers and acquisitions (M&As) by dividend-paying acquirers when compared to non-paying acquirers. Dividend-paying acquirers are associated with greater improvements in return on assets post-M&A. Furthermore, dividend-paying acquirers hold higher levels of cash and are more likely to engage in cash financed deals. We infer that an existing dividend payment policy acts as a disciplinary mechanism forcing managers to engage in value-adding M&As, restricting self-motivated empire-building acquisitions. In order to preserve their ability to maintain dividends, dividend paying acquirers seek targets that can contribute to free cash flow. 
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1. Introduction

Prior studies document negative to zero wealth effects for acquiring firms upon the merger and acquisition (M&A) announcement. Empire-building by egocentric managers is often cited as an explanation for the poor results. Consequently, the search for disciplining mechanisms to limit managerial discretion may be value adding. Previous research has identified debt as a disciplining mechanism, the presence of interest and debt payments restrict possible misuse of free cash flow by management (see Myers, 1977; Hennessy, 2004; Diamond and He, 2014). Our paper contributes to the literature on M&A disciplining mechanisms by examining how an existing acquirer dividend payment policy can align shareholders’ and managers’ interests. Analysis of dividend policy continues to be a frequent topic of research as a definitive explanation of the impact to the firm from electing to pay a dividend has not been identified. We add to this body of literature by focusing on the mitigating impact of the dividend policy on M&A transactions. The primary inquiry of this study is whether or not investors distinguish between M&A transactions by dividend paying and non-paying bidders. Does the dividend policy decision effect the market’s perception of the M&A transaction and the return to the dividend paying bidder? 
We hypothesize that M&A announcements by dividend-paying acquirers should elicit more favorable reactions. An established dividend payment policy acts as a disciplinary mechanism that forces managers to engage in value-adding M&As, limiting self-motivated empire-building. Dividend paying acquirers seek targets that can contribute to free cash flow in order to preserve their ability to pay dividends. We use three theories to explain our supposition (i) the life cycle theory, (ii) signaling theory and (iii) agency theory as follows.

The lifecycle theory describes that mature firms with fewer investment opportunities tend to retain higher levels of free cash flow. Thus, they are more likely to pay out dividends, rather than investments (De Angelo et al., 2006; Gizelle et al., 2013;  Subba et al., 2015).  However, over time, pressure from investors spurs a continuous search for investment opportunities, including M&As. Managers seek to avoid value-destroying M&As that can negatively affect their ability to maintain the existing dividend payout. Management of dividend paying acquirers pursue value-enhancing M&A opportunities that can help to maintain the existing dividend payout and potentially boost firm growth.  As firms progress through the lifecycle and elect to pay a dividend the dividend paying firms use of cash is constrained by the payout policy. We seek to determine if this constraint effects management’s choice of target and thus the return to the dividend paying bidders. Consequently, the risk of overinvesting or empire-building is minimized in the presence of dividends. 
The signaling theory of dividends states that managers, unlike shareholders, are privy to superior private information. Corporate transactions, such as dividend payments, share repurchases, and takeovers, represent managers’ attempts to communicate their firms’ outlook to shareholders. Empirical tests of the signaling theory offer mixed results (Allen and Michaely, 2003; Li and Zhao, 2008; Richard, 2010; How et al., 2011; Reza et al., 2014; Baker and Sujata, 2015; Subba 2015; Dewasiri et al., 2019). While the literature fails to document significant improvements in the operating performance of dividend-increasing firms (see DeAngelo et al., 1996, Benartzi et al., 1997, and Grullon et al., 2005), survey-based results appear to be more supportive of the signaling theory (Baker et al., 2011).  Extending the signaling theory, acquisitions by dividend-paying firms should signal managerial confidence in the expected synergy of the combined firms. We examine if the dividend payment decision sends a signal which increases investor confidence in the future outlook of the firm. Identifying whether investors differentiate dividend paying bidder acquisition returns may determine if investors perceive that management of dividend paying bidders are better able to identify value adding targets. We seek to determine if the positive signal sent by the dividend payment manifests in greater returns from the acquisition process. The decreased information asymmetry resulting from the dividend payout policy is motivation for improved confidence in the ability of management. 
The agency theory (Jensen, 1986) identifies that managers of firms with excess free cash flows tend to spend the cash on “empire-building” acquisitions, maximizing management welfare to the detriment of shareholders. Accordingly, consistent with the bird-in-the-hand theory of Lintner (1956) and Gordon (1959), investors prefer that these firms distribute the excess cash by paying dividends. Previous studies have examined dividend payment policy and the agency cost theory and found support for dividends as a disciplining mechanism (Claudiu and Marilen, 2014; Baker and  Sujata, 2015; Subba and Dollery, 2015). The lifecycle theory adds to the agency theory with the inclusion of the firm’s investment opportunity set. Based on these theories we expect dividend-paying firms to make judicious use of cash and for investors to positively view the M&As they engage in. An existing dividend payout policy prevents managers from diverting funds toward self-gratification, i.e. private benefits of control. In line with the agency theory, an existing dividend payout reduces the inefficiency of marginal investments by the bidder firm (La Porta, Lopez-de-Silanes, Shleifer and Vishny, 2000) and boosts the value of new acquisitions. Similarly, La Porta et al. (2000) find that greater dividend payouts afford better protection of the rights of minority shareholders. Entrenched managers who take actions that are in their own self-interest, rather than the best interests of shareholders, would prefer to maintain higher levels of cash. Additionally, investors are concerned about “empire building” and hubris  on the part of management. This study is motivated by the need to examine whether the existence of a dividend payout policy is reflective of constrained management who are more deliberate in their use of cash and selection of M&A targets. 
We construe from the theories above that the M&A choices of dividend-payers are less likely to be motivated by “empire-building”. The adverse market reaction to the M&A announcement, previously documented in the literature, should be reduced for dividend paying acquirers. Our sample includes US domestic M&A deals valued over $1 million for publicly-listed companies over the period 1985-2014. We compare investor reaction to M&A announcements for dividend-paying vs. non-paying acquirers. We find that investors react more favorably to M&A announcements by dividend-paying acquirers. The favorable market reaction for dividend-payers is logical given that dividend-payers are associated with higher changes in operating performance post M&A, measured by the return on assets.

We also find that dividend-paying acquirers hold higher levels of cash and are more likely to engage in cash financed deals. Consequently, the favorable market reaction may be driven by the use of a cash payment rather than the disciplining role of dividends. Turki and Dereeper (2012) documented negative returns for dividend paying acquirers who pay with stock. We control for the cash effect and still find consistently superior performance for dividend paying acquirers. The positive market reaction to the announcement of acquisitions by dividend paying acquirers is incremental to the cash-financed effect. Firms can utilize various sources of cash to finance M&As in addition to their cash reserves. Cash generated internally from operations and other sources, i.e. asset sales, additional borrowing and issuance of new equities, are not all structured to sustain long running dividend payments. We contend that the incremental effect of dividend payments is as follows, judicious acquisitions add significantly to the acquirer's free cash flow and support dividend payments. This aligns with our hypothesis that dividend payers engage in M&As that are less likely to benefit managers over shareholders. 

The remainder of the paper is structured as follows. Section 2 summarizes the relevant literature and develops our hypotheses. Section 3 explains the data and sample descriptive statistics. Section 4 presents our empirical findings and discussion, and section 5 concludes the paper.
2. Literature Review and Hypotheses Development
A body of literature exists that has examined M&As in conjunction with dividends, and our hypotheses build upon the relevant literature. The impact of dividend policy on the method of the M&A transaction payment was examined by Turki and Dereeper (2012).  They find that dividend-paying acquirers are more likely to finance acquisitions of publicly-traded targets with stock payments. The authors also test the market reaction to acquisitions of publicly-traded firms based on the method of payment only. They include sub-samples of dividend-payers and non-payers and find a negative market reaction in both groups for M&As financed with stock payments. Turki and Dereeper (2012) find that the choice of method of payment by dividend-payers fails to affect the market valuation of the M&A compared to non-payers. Our study directly tests the effect of bidders’ dividend policy on the value of the M&A transaction. 
Czerwonka (2011) finds that acquirers do not manage their dividend policies in anticipation of a merger in a sample of 21 companies on the Warsaw Stock Exchange (WSE). The author hypothesizes that a cash payment necessitates the accumulation of funds prior to the transaction, which may cause the bidder to cease dividend payments. However, the empirical findings fail to support the proposition. Examining a sample of 38 companies listed on the WSE, Czerwonka (2012) finds that acquirers tend to pay lower dividends compared to non-acquirers post-M&A.

Jeon et al. (2010) find that similarity in the dividend policies of the target and the acquirer increases the likelihood of a stock payment. Dissimilarity in their dividend policies adversely impacts the M&A announcement returns, although the likelihood of a cash payment increases. Dereeper and Turki (2013) find that the likelihood of deal completion increases in the presence of similarity in dividend policies between the two parties. The authors argue that a similarity in dividend policies for stock payment acquisitions would face less resistance from target shareholders, as their dividend income needs are still served. Dereeper and Turki (2013) focus on the effect of the similarity and dissimilarity in dividend policies between the two parties in an M&A. We extend on the existing literature by examining the M&A valuation effects of the bidders’ dividend policy.
Dereeper and Turki (2016) examine the relationship of pre-merger dividend policy of the target and acquirer on post-merger dividend policy. Using a sample of stock-based acquisitions, they find the post-merger dividend status and payout ratio of the combined entity is directly related to the target firm’s policies prior to the M&A. The authors conclude that bidders alter their dividend policy to satisfy target shareholders.
Hypotheses

M&A Announcements – The opportunity costs for dividend paying acquirers can be substantial as cash dividends reduce funds available for M&As. Managers have greater motivation to pursue value-adding M&As so as not to jeopardize their capability to maintain the existing dividend payout. Value-adding M&A opportunities can help meet the dual objective of increasing firm growth and contributing to the maintenance of the existing dividend payout. The cash obligation of dividend payments increases the likelihood of dividend payers to seek external funds (Easterbrook, 1984; La Porta et al., 2000; Farre-Mensa and Ljungvist, 2016; Park, 2019); this exposes the firm to additional scrutiny from external investors. To the extent that the high opportunity costs of dividends act as a disciplinary mechanism on management, dividend-payers face higher constraints on their ability to use free cash flow in value-destroying M&As. Our first hypothesis examines market reaction to M&A announcements, specifically if dividend-payers are more favorably received by investors compared to non-paying firms.
H1: 
The market reaction to M&A announcements by dividend-paying acquirers is positive.

Consistency of Dividend Policy – Investors in dividend paying firms have an expectation that the acquirer will maintain their dividend policy. If investors can perceive an increased likelihood that an acquirer will maintain their dividend policy they will place a greater value on the M&A transaction announcement. We therefore expect the market to react more positively toward firms that are expected to maintain their dividend payout preferences post-M&A. Specifically, ex ante investors can only deduce bidders’ dividend intentions by looking at their recent changes in dividend policy. 
Previous literature suggests that positive market reactions are associated with the announcement of dividend initiations and/or dividend increases (Bhattacharya, 1979; John and Williams, 1985; Miller and Rock, 1985, and Ambarish, John and Williams, 1987, Pathan et al., 2014). Conversely, firms that announce dividend decreases and/or cancellations suffer from adverse market reaction (Aharony and Swary, 1980; Asquith and Mullins, 1983; Che et al., 2018; Wu, 2018). We examine whether the market reaction to M&A announcements is impacted by changes in bidders’ dividend policy immediately prior to the M&A announcement. We hypothesize that firms with a track record of maintaining a stable dividend policy will experience higher announcement period CARs.
H2: 
Bidders with a consistent dividend policy experience higher M&A announcement CARs, relative to bidders that have recently changed their dividend policy.

Post-M&A Operating Performance – Firms subject to the disciplinary mechanism of dividends face greater pressure to pursue value-adding M&As. Subsequently, the takeover activities of dividend-payers should lead to improved operating performance post-M&A. In contrast, non-paying bidders are not subject to the restraints on agency cost-based incentives for free cash flow disbursement and retention. The disbursement of free cash flows, in the form of a dividend, mitigates investor concerns about overinvestment.
H3:
The post-M&A operating performance of dividend-paying acquirers exceeds that of non-paying acquirers.

Method of Payment – Firms can disburse free cash flows by paying dividends and/or making new investments. A dividend payout policy reduces the free cash flow available for investments, and vice versa. As such dividend paying firms are more likely to finance a bid with stock rather than cash (Dereeper and Turki, 2012). Consequently, we test the propensity of dividend-paying acquirers to engage in stock-financed deals. 

H4: 
Dividend-payers are more likely to finance an M&A deal with stock rather than cash.

3. Sample and Data Description
We collect M&A announcement dates, deal, bidder and target characteristics from the Securities Data Company (SDC) US M&A Database. Our sample period includes announcements from 1985 through 2014. We limit the sample to completed domestic deals valued over $1 million between publicly-listed bidders and targets, where the acquirer becomes the majority shareholder post-M&A. We exclude firms with SICs 4900-4999 and 6000-6999, as they are highly regulated. Accounting data is obtained from COMPUSTAT and share price data is obtained from the Center for Research in Security Prices (CRSP) database. The final sample consists of 1,844 M&A transactions. 
The sample description is provided in Table 1. There are 411 dividend-paying targets and 894 dividend-paying acquirers, and the remaining firms do not pay dividends. We find that 36% of the deals are financed by cash only and 32% are financed by stock only, 39% are related deals. Our sample includes few hostile deals, 1.68% of the overall sample. High-tech firms account for a significant percentage of the targets, 58.57%.

[Insert Table 1 about here]

We present additional deal, bidder and target characteristics for the whole sample in Panel A of Table 2. The full sample exhibits a mean deal value of $1,351 million, cash financed deals represent 47% of the sample. The mean bidder’s market capitalization is $18,004 million and the mean target’s market capitalization is $904 million. The bidder’s mean ROA, cash ratio and market-to-book ratio are 5.1%, 1.5% and 3.136, respectively. The respective figures for target firms are -3%, 6.6% and 4.852%. 
We split the sample between dividend-paying and non-paying acquirers in Panel B of Table 2. The mean (median) values of the deals completed by dividend-payers and non-payers are $2,145 million ($425 million) and $706 million ($186 million), respectively. The mean (median) values of the percentage of cash financed deals by dividend-payers and non-payers are 59% (37%) and 85% (0%), respectively. The evidence suggests that dividend-paying acquirers are not cash-constrained relative to non-paying acquirers, which casts doubts on previous findings that dividend-paying acquirers are more likely to pay in stock. Our growth proxy, the market-to-book ratio, shows a mean of  1.937% vs. 4.131% for dividend-paying acquirers and non-paying acquirers. This aligns with the lifecycle hypothesis that dividend-payers tend to be low-growth mature firms.
[Insert Table 2 about here]
4. Empirical Findings

4.1. Acquirer’s dividend payout and M&A announcement returns
In Table 3, we present the results of univariate tests of the stock market reaction to M&A announcements of dividend-paying and non-paying acquirers. We present both market model cumulative abnormal returns (CARs) and the Fama-French three-factor model CARs. The CARs represent the summation of daily abnormal returns, error terms from either the market or Fama-French model, calculated from stock price data retrieved from the CRSP database. We designate the date of the M&A announcement as day 0, and use the CRSP equally-weighted index daily returns to proxy for the market portfolio in both models. Consistent with hypothesis H1, all reported CARs are higher for dividend-paying acquirers, the difference between the subsamples range from 1.350% to 1.535%, significant at the 1% level. 
[Insert Table 3 about here]

In Table 4, we present the results of the following regression model: 
CARi =  + 1ACQDIVi + 2TGTDIVi + 3ACQDIVi*TGTDIVi + 4ACQRUNUPi + 4DEALVALUEi + 6CASHi+ 7HOSTILEi + 8COMPETINGi + 9RELATEDi + 10TGTHITECHi + 11ACQROAi+ 12ACQCASHi+ 13ACQMKBKi + i
where CARi represents the cumulative abnormal return of the acquiring firm i. Our variable of interest is the bidder’s dividend policy, ACQDIV, a dummy variable set to 1 for acquirers that paid dividends in the year preceding the M&A announcement. In separate regressions, we replace ACQDIV with ACQDIVYIELD the ratio of the bidder’s dividend per share to market price per share at the end of the fiscal year preceding the M&A announcement. To account for the nonlinear relationship between the bidder’s dividend payout and the M&A performance, we include the squared term of the bidder’s dividend yield, ACQDIVYIELD2.
Jeon et al. (2010) find that dissimilarities in dividend policies of the bidder and target adversely affect the M&A CARs. In addition, Dereeper and Turki (2013) find that similarities in dividend policies of the bidder and target increase the likelihood of deal completion. Dereeper and Turki (2016) also find that the entity’s combined dividend policy post-M&A is related to the target’s dividend policy in the period pre-M&A. These findings suggest that the target’s dividend policy affects the wealth implications of M&As. It is important to examine whether the M&A announcement returns for dividend vs. non-paying bidders stems from the market’s anticipation of unchanged or higher dividend payments post acquisition, results may denote an endogeneity problem. As previous studies have documented that the post-M&A policy is related to the target’s dividend policy support of the endogeneity problem would be reflected in significantly higher returns for acquisitions of dividend paying targets. Consequently, we examine the effect of the target’s dividend policy using TGTDIV and TGTDIVYIELD. TGTDIV is a dummy variable representing target firms that paid dividends in the year preceding the M&A announcement. TGTDIVYIELD is the ratio of the target’s dividend per share to market price per share at the end of the fiscal year preceding the M&A announcement.
The inclusion of the remaining control variables is guided by prior studies. ACQRUNUP represents the acquirer stock price run-up in the (-30, -10) window prior to the M&A announcement, day 0. DEALVALUE represents the natural logarithm of deal value; CASH is a dummy variable representing deals that are paid in cash only; HOSTILE is a dummy variable representing hostile deals; COMPETING is a dummy variable representing contested deals; RELATED is a dummy variable representing deals where the bidder and target share the same four-digit SIC code; TGTHITECH is a dummy variable representing high-tech target firms based on the SDC database classification; and ACQROA, ACQCASH and ACQMKBK represent the industry-adjusted return on assets, cash to asset ratio and market-to-book value of equity ratio of the acquirer, measured at yearend preceding the M&A announcement. The regressions control for year-fixed effects and use heteroscedasticity-robust standard errors to compute the significance levels of coefficients.
We present our findings in Table 4.  In Models 1 and 3, the dummy variable ACQDIV is positive and statistically significant at the 1% level, CARs of dividend-paying acquirers are statistically greater than CARs of non-paying acquirers. When we substitute ACQDIVYIELD for ACQDIV in Model 4, the coefficient is positive and significant at the 5% level. Confirming a more favorable market reaction to M&A announcements by acquirers with a higher dividend yield. Our results in Model 2 and 4, for the TGTDIV and TGTDIVYIELD variables show mixed results with no statistical significance. Although previous literature indicates that the target dividend policy impacts the combined entity’s dividend policy choice (Dereeper and Turki, 2016), it does not significantly impact the M&A announcement return.
[Insert Table 4 about here]

The coefficient of the ACQDIVYIELD2 variable in Model 4 is negative and significant, which suggests a nonlinear relationship between dividend yields and CARs. However, the variable loses significance in tests of endogeneity in Table 5. The curvilinear relationship can be explained by the lifecycle theory. The lower the amount by which a firm’s internal funds exceed its M&A opportunities, the lower its dividend yield. Investors would associate a low dividend yield with a greater availability for profitable investment opportunities, accordingly they value M&A announcements by these firms. This is exhibited by the positive relationship between lower dividend yields and high stock returns. Conversely, higher dividend yields significantly constrain managements’ ability to participate in the M&A market. The negative investment constraints of high dividend payouts inhibit managers’ selection of value-enhancing risky projects that could potentially undermine the firm’s ability to maintain existing dividend levels. 

The coefficients of the control variables are consistent with prior studies: acquirer CARs are positively related to (i) the run-up in the acquirer’s stock price in the days leading up to the M&A; (ii) cash-only bids (consistent with Eckbo, Giammarino, and Heinkel, 1990, and Eckbo and Thorburn, 2000) and (iii) acquirer market-to-book ratio. Conversely, the announcement period acquirer CARs are lower for larger deals, consistent with Moeller, Schlingemann and Stulz (2005) who document larger losses to acquirers for larger transactions. The acquirer CARs are lower for acquirers with more cash at hand, reflecting negative market perception of potential agency problems with free cash flow (Jensen, 1986). For example, managers of firms with larger free cash flows may be more likely to use excess cash to empire build in order to maximize their compensation. We find lower CARs for acquisitions of high-tech targets, similar to the findings of Benou and Madura (2005) who document negative valuation effects for acquirers of public high-tech targets. 
4.2. Bidder’s dividend payout and M&A announcement returns using propensity-matching analyses
The results we document in Tables 3 and 4 may be driven by fundamental differences between dividend-paying and non-paying acquirers. Dividend-paying acquirers may display characteristics that improve their ability to identify value-enhancing targets. To control for such endogeneity, we perform propensity-matching analysis to validate the results from Tables 3 and 4. Li (2013) argues in favor of this method to control for endogeneity and to produce unbiased causal effect in studies of management practices such as dividend policy which use observational, rather than experimental data. Using the universe of non-financial and non-utility firms from COMPUSTAT for 1985-2014, we first estimate the probability of a firm to pay dividends following DeAngelo et al. (2008). The probability of a firm to pay dividends is a function of (1) retained earnings to assets ratio (2) return on assets (3) sales growth and (4) firm size. We extract the predicted probability from the Probit regression. Each dividend-paying acquirer is then matched with one non-paying acquirer based upon its closest predicted probability to pay dividends in the year preceding the acquisition. 
In Panel A of Table 5, we compare the CARs of the dividend-paying acquirers with the propensity-matched non-paying acquirers. Consistent with the results in Table 3, dividend-paying acquirers experience significantly higher CARs. In Panel B of Table 5, we present the OLS regression results for the dividend-paying acquirer’s CARs in the (-2, +1) window and the propensity-matched non-paying acquirers. Consistent with the results in Table 4 and in support of Panel A of Table 5, dividend-paying acquirers experience significantly higher CARs.

[Insert Table 5 about here]
4.3. Acquirer’s dividend changes and M&A announcement returns

Due to the signaling implications of dividend changes (see Bhattacharya, 1979; Aharony and Swary, 1980; Asquith and Mullins, 1983; John and Williams, 1985; Miller and Rock, 1985; and Ambarish, John and Williams, 1987, among others), investors do not view firms that decrease dividends in the same manner as they view those that increase dividends. Additionally, the results for dividend paying acquirers may be related to the market’s perception of dividend payments post M&A. Whether investors perceive that the acquisition will negatively or positively impact the dividend payment may influence the announcement results. At the time of the M&A announcement, investors cannot observe the bidder’s dividend policy post-M&A. Nonetheless, investors can seek clues from the existing dividend policy of the bidder. Examining bidders who change their dividend policy pre-acquisition may help shed light on difference in M&A announcement returns for dividend paying bidders.
In Table 6, we examine the wealth effects of dividend changes by dividend-paying acquirers in the year preceding the M&A announcement. We create three dummy variables,  ACQ_INIT, ACQ_INCR and ACQ_UNCHG, representing acquiring firms that initiated dividends, increased dividends and kept their dividend payout unchanged in the year preceding the M&A announcement. We run the following regression model, the intercept captures the effect of dividend-decreasing acquirers and the remaining variables are as defined earlier:
CARi =  + 1ACQ_INITi + 2ACQ_INCRi + 3ACQ_UNCHGi+ 4ACQRUNUPi + 4DEALVALUEi + 6CASHi+ 7HOSTILEi + 8COMPETINGi + 9RELATEDi + 10TGTHITECHi + 11ACQROAi+ 12ACQCASHi+ 13ACQMKBKi + i
We also test for the effect of bidder dividend increases greater than 5%,  ACQ_INCR5, consistent with Amihud and Li (2006) and Andres and Hofbaur (2017) and changes in the acquirer’s dividend yield, ACDDIVYIELDCHG. Our findings are presented in Table 6. In Model 1, the coefficient of the variable ACQ_INCR is negative, suggesting that acquirers that recently increased dividends are unlikely to perform value-enhancing M&As. However, the coefficient is only marginally significant at the 10% level. A decision to change the dividend policy immediately prior to an M&A announcement may be difficult for shareholders to interpret, the decision to increase the dividend may be a consequence of the impending M&A. 
 [Insert Table 6 about here]

Hypothesis H2 posits that dividend clientele would reward acquisitions that leave the bidder’s dividend payments unchanged. In Model 1, consistent with hypothesis H2, the coefficient of the variable ACQ_UNCHG is positive and significant at the 5% level, investors reward acquisitions by bidders that maintain their existing dividend policy. The variable ACQ_UNCHG is still positive but marginally significant in Model 2. Likewise, bidders that initiate dividends in the preceding year are weakly associated with positive M&A announcement period CARs. However, the remaining variables that measure dividend changes at bidder firms are not statistically significant. Taken together, the evidence suggests that it is the presence of dividends rather than the level of dividends that affect investors’ valuation of M&As most consistently.
 Moreover, M&As that are likely to leave the bidder’s dividend policy unchanged are better received by shareholders. 
4.4. Bidders’ post-M&A operating performance
Insofar as dividend payouts serve as a disciplinary mechanism to prevent self-interested managers from engaging in value destroying acquisitions, we should observe better post-M&A operating performance for dividend-paying acquirers. To test this proposition, we compare the changes in industry-adjusted return on assets (ROA) prior and subsequent to the M&A announcement for dividend-paying and non-paying acquirers. The results are reported in Panel A of Table 7. While both groups of acquirers exhibit values below the industry-adjusted ROAs post M&A, dividend-paying acquirers display significantly better operating performance relative to non-paying acquirers. 

[Insert Table 7 about here]

In Panel B of Table 7, we perform a cross-sectional analysis of the one- and three-year changes in the bidders’ ROA from prior to subsequent to the M&A announcement. The coefficient of the dummy variable ACQDIV is consistently positive and statistically significant, suggesting that the ROA performance of dividend-paying acquirers is superior. Accordingly, the initial market sentiment at the time of the M&A announcement is reasonable. The dividend-paying acquirers’ better operating performance supports the favorable market sentiment for dividend paying acquirers’ M&A announcements, consistent with hypothesis H3. The evidence suggests that the superior operating performance by dividend-paying acquirers is consistent with dividends acting as a disciplinary mechanism that motivates managers to pursue value-enhancing M&As.

4.5. Methods of payment
The agency theory describes that firms with excess cash may be prone to empire-building and the pursuit of value-destroying acquisitions. Firms that distribute free cash to shareholders in the form of dividends, contributing to reducing the agency problem, limit managerial profligacies. Once managers commit to paying a dividend they seek to maintain the dividend payout and avoid a negative market reaction to a dividend reduction. Consequently, managers of dividend-paying firms are motivated to preserve cash and avoid non-value-enhancing M&As.
The impact of free cash on the dividend-paying acquirers’ decision to engage in M&As is uncertain. Dividend-paying acquirers may use their excess cash to pay dividends and more likely finance M&A transactions with stock. To the degree that dividend-paying acquirers are cash-constrained they would be disadvantaged in acquisitions where target firms prefer cash. Our data suggests that dividend-paying acquirers are no less active than non-paying acquirers in the market for corporate control. Based on our data selection criteria we retrieved 894 M&As by dividend-paying acquirers and 950 M&As by non-paying acquirers over the 1985 to 2014 period, from the SDC database. Conversely, the lifecycle theory suggests that dividend-paying acquirers are mature companies with larger cash holdings and could capably use cash to acquire targets.

The empirical evidence better fits the expectations of the lifecycle theory. First, in Panel A of Table 8 we show that both the mean and median percentages of cash payment by dividend-paying acquirers are higher than the corresponding figures for non-paying acquirers. The mean and median values of the percentages of cash paid by dividend-paying and non-paying acquirers are 59% (37%) and 85% (0%), respectively. The differences are statistically significant at the 1% level. 
Second, we run a Probit regression for the cash method of payment and present our findings in Models 1 and 2 in Panel B of Table 8. The dependent variable is set to a value of one for cash-only transactions, zero otherwise. The coefficients of both ACQDIV (Model 1) and ACQDIVYIELD (Model 2) are positive and significant at the 1% level, suggesting dividend-paying firms are more likely to use cash as the method of payment. However, the association between the dividend variables and cash payment is not linear. High levels of dividend payouts reduce the likelihood that firms will pay cash. The coefficient of ACQDIVYIELD2 is negative and statistically significant in Model 2. The cost pressure on the firm’s cash, stemming from dividend payout, effects the method of payment.
[INSERT TABLE 8 ABOUT HERE]

Additionally, we perform ordinary least squares (OLS) regressions in Models 3 and 4. The dependent variable in the OLS models is the percentage of the payment paid in cash. Similar to the previous results, the coefficients for both ACQDIV (from Model 3) and ACQDIVYIELD (Model 4) are positive and highly significant. This supports the positive relationship between the bidders’ dividend payment policy and their use of cash in M&A transactions. In contrast, at higher levels of dividend payment, captured by the ACQDIVYIELD2 variable, the dividend-paying acquirers are associated with a lower percentage of cash as the method of payment. Both the univariate tests and the Probit regressions fail to support hypothesis H4. There is little evidence to suggest that dividends constrain the bidders’ ability to use cash in the M&A market, excluding those acquirers with relatively high dividend yields.
5. Conclusion

In this paper, we examine whether the bidders’ dividend policy serves to convey information to investors about the quality of their bids. Our findings are consistent with the agency theory, dividend payments serve to reassure investors that managers will be constrained from using excess cash in empire-building M&As. Consistent with the theory and the benefits of using dividends as a disciplinary mechanism, we document a more favorable M&A announcement period market reaction to bidders that pay dividends relative to bidders that do not pay dividends. This market sentiment appears to be astute as the post-acquisition operating performance of dividend payers is superior. There is no evidence to suggest that dividend payers are cash-constrained, excluding firms that distribute a high proportion of the value they generate in dividends. Both the probability to pay cash and the percentage of cash payment are higher for dividend paying acquirers. This finding is consistent with the lifecycle theory, which suggests that dividend payers tend to be mature firms with significant amounts of accumulated cash who may self-finance M&A transactions. 
In accordance with the efficient approach to marginal investments by dividend-paying acquirers, empirical evidence suggests that these firms have profitable operations. For instance, Fama and French (2001) find that dividend-payers are more profitable than non-payers. The authors document a ratio of annual earnings before interest-to-assets of 7.82% for payers versus 5.37% for non-payers. The gap is wider when using earnings available for distribution to common stockholders, 12.75% for dividend payers versus 6.15% for non-payers. DeAngelo et al. (2004) find that the largest dividend-payers over the period 1978-2000 have the largest increases in real earnings. Our empirical study finds that dividend-paying acquirers can be more efficient than non-paying acquirers in the market for corporate control.
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