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Abstract

We present a rationale for bidder termination provisions that considers their effect on bidders’
and targets’ joint takeover gains. The provision’s inclusion can create value by enabling ter-
mination when the target becomes less valuable to the bidder than on its own, but creates a
trade-off because termination may also occur when the target is more valuable to the bidder
than on its own. This trade-off explains why the provision is included in only some deals, and
explains variation in termination fees. Inclusion of the provision is associated with larger com-
bined announcement returns, provided that the termination fee is priced appropriately.
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1 Introduction

“The buyer [Minmetal Resources] wants to make sure that if things really get bad, they
can walk away...By the same token, we [Anvil Mining] want to make sure that we’re not
just giving the buyer a free option.”

Darryll Castle, CEO of takeover target Anvil Mining1

In a well-functioning market for corporate control, a takeover should result in a transfer of

ownership of assets to a bidder who can derive greater value from them than the target, though

value-creation mechanisms and motives can vary (e.g. Malatesta (1983)). The period that elapses

between a takeover’s announcement and completion, which can be over 120 days, makes transacting

parties susceptible to uncertainty and economic shocks that could affect their desire to transact

(e.g. Bhagwat, Dam, and Harford (2016)). Unlike targets, who are able to terminate a deal with

one bidder in favor of a better one, bidders are generally constrained in being able to terminate

a takeover that loses its appeal. This constraint may be alleviated with the inclusion of a bidder

termination provision. This contractual feature allows the bidder to walk away from the transaction

at the cost of paying a termination fee to the target.2

Bidder termination provisions are an economically important feature of takeovers. For instance,

between 2011 and 2013, about 30% of takeovers between publicly-listed companies in the United

States included such a provision. Furthermore, the termination fees payable by bidders are non-

trivial and vary substantially — they average about 3.5% of transaction value but can be as high

as 20%. Unsurprisingly, bidder termination provisions are a key concern for managers.3

Law scholars have analyzed bidder termination provisions (e.g. Afsharipour (2010); Quinn

(2010)), yet important questions of why bidder termination provisions are included only in some

transactions, what determines bidder termination fees, and how the provisions affect takeover

outcomes warrant further examination. Much of the existing literature and commentary espouse

a one-sided view of termination provisions. For instance, a prevailing “bidder-centric” view is that

inclusion of the provision is driven solely by a bidder’s desire for deal protection (e.g. Sekhon

1Tim Kiladze, “Reverse break fees could become the norm”, The Globe and Mail, September 30, 2011, retrieved
from https://www.theglobeandmail.com.

2Bidder termination fees are often referred to as reverse termination fees or reverse break-up fees.
3For example, proxy disclosure for Mars Inc.’s takeover of Wm. Wrigley Jr. Co. in 2008 indicates that Wrigley’s

Executive Chair, William Wrigley Jr. II, himself negotiated a $1 billion bidder termination fee (Afsharipour, 2010).
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(2010)). We argue that it is important to consider the other party’s role in consenting to the

provision’s inclusion. The preceding quote, for instance, suggests the bidder and target both have

a desire to capture gains from the inclusion of a bidder termination provision. We introduce a

rationale for bidder termination provisions that incorporates this issue.

It has been recognized that a bidder termination provision effectively gives the bidder a real

call option on the target (e.g. Sekhon (2010), Davidoff (2008), Scott and Triantis (2004)). In

particular, absent a bidder termination provision, a bidder is effectively legally liable for completion

(Afsharipour, 2010).4 The provision allows a bidder to terminate an unfavourable transaction at

the cost of a termination fee, at least in some circumstances.5 A bidder will exercise the provision

if paying the fee is less costly for it than completing the takeover. A bidder termination provision

thus naturally appeals to a bidder wanting to protect itself from having its value for the target fall

below the offer price. However, as the target must also consent to the provision’s inclusion, the

bidder ought to share some of the gains from inclusion with the target. We term our rationale,

which considers the sharing of gains between bidders and targets, the “shared-gains” hypothesis.

We illustrate the intuition of our shared-gains hypothesis in a simple setting where the bidder

and target each receive a fixed share of the expected takeover gains. In our setup, the stand-alone

value of the target and the target’s value to the bidder both vary between the takeover announce-

ment and a future completion date. Inclusion of a bidder termination provision is not always

desirable. In particular, allowing the bidder to terminate the takeover can prevent completion

when the ex-post takeover gains are not positive — that is, if at completion the target is worth

less to the bidder than on its own. This increases the parties’ ex-ante expected shared takeover

gains. However, because the bidder exercises the termination decision —– it will terminate as long

as completion is more costly than paying the termination fee —– termination could occur when the

ex-post takeover gains are positive — that is, if at completion the target is worth more to the bidder

than on its own. This decreases the parties’ ex-ante expected shared gains. Therefore, inclusion

4While bidders may invoke a material adverse change clause to terminate a takeover without recourse, in practice
this is difficult to enforce. Cases such as IBP v. Tyson Foods, Frontier Oil v. Holly Corp., and Genesco v. Finish
Line illustrate the high barriers imposed by courts on bidders attempting to pursue this route (see Denis and Macias
(2013) and Gilson and Schwartz (2005)).

5The contractual terms of bidder termination provisions vary, with some contracts giving the bidder complete
flexibility over the termination decision in all circumstances (“option-style”), and other contracts giving the bidder
flexibility over the termination decision only in some specified circumstances (e.g. a failure to secure financing).
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of a bidder termination provision creates a trade-off because it may either increase or decrease the

ex-ante expected shared gains. Inclusion is desirable if the ex-ante expected shared takeover gains

are greater with inclusion than without it.

We show that a bidder termination provision is included if there is a sufficiently high probability

that the bidder’s value for the target will be less than the target’s stand-alone value at the time of

completion. We find this to be more likely with higher volatility of the target’s value to the bidder,

lower covariance between the value of the target to the bidder and the target’s stand-alone value,

and longer expected time to takeover completion. We also find that the optimal bidder termination

fee, which reflects the trade-off above, resembles the price of an option on the target’s value to the

bidder that matures at completion. Thus, like the price of an option, the bidder termination fee

increases with the volatility of the target’s value to the bidder (i.e. the option’s underlying asset)

and with the expected time to completion. Furthermore, a similar relationship is implied between

the transaction price, which embeds the termination fee, and volatility and time.

We test our predictions in a sample of takeovers announced between 1997 and 2013 involving

targets and bidders that were both publicly listed in the United States (we require data on both

targets and bidders). About 21% of the deals in our sample include a bidder termination provision

and the termination fee payable by the bidder is on average about 3.6% of total transaction value.

Testing our predictions requires a measure of the volatility of the value of the target’s assets

under the bidder’s control, which is latent. We use the bidder and target’s asset volatilities as

proxies, conjecturing that the latent variable is a function of both. Furthermore, we use the

covariance of the values of the bidder and target’s assets as a proxy for the covariance of the value

of the target’s assets to the bidder with the stand-alone value of the target’s assets. For our third

variable of interest, the expected time taken for completion, we use the actual time taken between

the announcement and the completion or termination of the takeover as a proxy (Officer, 2006).

We find that inclusion is positively predicted by the bidder and target’s asset volatilities and

time-to-completion, and negatively predicted by the covariance between the bidder and target’s

asset values. This is consistent with the notion that the desirability of a bidder termination provision

increases with the probability that the target’s assets will be worth less to the bidder than on their
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own at the time of completion. We next examine the the size of the bidder termination fee and

the transaction price. We find that in deals which include the provision, asset volatility and time-

to-completion positively predict both the size of the termination fee, and the transaction value.

These results confirm that the use of bidder termination provisions in practice is consistent with

our shared-gains hypothesis.

Critically, these results are also plausibly consistent with a bidder-centric view of bidder ter-

mination provisions that is based solely on the bidder’s desire to protect itself from overpayment.

Although this desire is incorporated into our shared-gains hypothesis, we argue that it does not

explain the inclusion of the provisions on its own. The target’s role in consenting to the provision’s

inclusion, and thus its sharing of the potential gains from inclusion, needs to be considered. We

run three tests to highlight this. First, we focus on two instances in which a bidder may be granted

termination without recourse – fiduciary termination rights (when a bidder terminates a takeover

because it receives a takeover bid itself), and regulatory termination triggers (when a takeover fails

to pass an antitrust review). Under a bidder-centric view, in these circumstances a bidder con-

cerned solely about overpayment has no reason (or at least less reason) for a termination provision

since it already has potential termination rights. We find that where a fiduciary termination right

and regulatory termination are more likely, a bidder termination provision is more likely to be

included. In fact, fiduciary terminations and regulatory terminations are two of the most common

triggers for bidder termination provisions (Quinn, 2010). This supports the notion that the gains

from termination by bidders are shared with targets.

Second, seeing as under a bidder-centric view the inclusion of the provision is driven solely

by the bidder’s desire, targets are not expected to receive a share of the gains created by the

inclusion of the provision.6 Under the shared-gains hypothesis, we expect bidders to let targets to

capture a share of the larger gains that result from the provision’s inclusion, in order to elicit their

participation. We thus expect targets to benefit from the provision’s inclusion and find evidence of

such a benefit in the form of larger takeover premiums. This supports the notion of shared gains.

Last, we examine potential “frictions” that would support a bidder-centric view. Specifically,

6Under this view, with the inclusion of a termination provision, the targets participation constraint would be to
receive its reservation price rather than a share of the combined gains determined by its relative bargaining power.
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given that under a bidder-centric view a bidder would always prefer to have a termination option

to protect itself from overpayment, there must exist other factors that result in only some deals

ultimately including a bidder termination provision (21% of our sample). We propose two factors

and test against them. The first is managerial entrenchment, which drives bidders to make bad

acquisitions (Masulis, Wang, & Xie, 2007). To the extent that entrenched managers are less con-

cerned about overpaying for targets, they may be less likely to negotiate for bidder termination

provisions. The second is excess free cash flow, which can lead to value-destroying acquisitions

(Jensen, 1986). If bidders with excess free cash flow are less concerned about overpayment, they

may be less likely to negotiate termination provisions. We do not find evidence that managerial

entrenchment or excess free cash flow predict the inclusion of bidder termination provisions.

We also examine the relationship between the pricing of bidder termination fees and takeover

value creation. Under the shared-gains hypothesis, an “efficient” termination fee maximizes the

expected gains shared by bidders and targets. We identify efficiently priced bidder termination

fees as those not set equal to target termination fees. As target termination fees have different

implications and address a different issue, setting bidder termination fees equal to target termination

fees is likely to be inefficient (Afsharipour, 2010; Quinn, 2010). We find that the size of bidder

termination fees is more strongly associated with the bidder’s asset volatility and expected time-

to-completion when the target and bidder termination fees are not set equal to each other. This

suggests that bidder termination fees are more likely to be efficiently-priced — they are more

consistent with option value — when they are not equal to target termination fees. Building on

this, we find that bidder termination provisions are associated with larger combined bidder and

target announcement returns only when bidder and target termination fees are not set equal to

each other. That is, only efficiently-priced bidder termination provisions are associated with larger

combined gains for bidders and targets. While we cannot fully rule out that these findings are

explained by endogenously determined gains and termination fees, taken at face value, they are

consistent with an important implication of our shared gains hypothesis — in order for a bidder

termination provision to enhance value, the termination fee needs to be priced correctly.

Our paper contributes to the contracting and takeover literatures by providing a rationale for

bidder termination provisions that considers the role of both bidders and targets in the negotiation
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process. Though the law literature has recognized that the provision creates a real option for a

bidder (Afsharipour, 2010; Davidoff, 2008; Quinn, 2010; Sekhon, 2010), our study provides new

insights on the economics of this real option. In particular, our paper builds on Sekhon (2010) and

others espousing a bidder-centric view by not taking the inclusion of the provisions as given. In

order to explain the fact that only some deals include the provisions, a bidder-centric view requires

the assumption of other external frictions. Our shared-gains hypothesis does not take the inclusion

of a bidder termination provision as given and does not require the assumption of additional frictions

to explain (lack of) inclusion of the provision. Instead, our hypothesis highlights a tradeoff created

by the inclusion of the provision that is not explicitly recognized in the literature — this tradeoff

drives the inclusion of bidder termination provisions, and has implications for the efficient price of

bidder termination fees, ultimately impacting takeover gains. In this vein, Coates, Palia, and Wu

(2018), like us, find that (in)efficient pricing of bidder termination fees impacts takeover gains.

Our paper complements Bhagwat et al. (2016) and Bhagwat and Dam (2017) who study the

impact of the “seller’s put” option, created by the asymmetric termination rights of targets in the

interim between announcement and completion, on merger activity and deal terms. Our paper

suggests that reducing constraints on bidders’ termination rights with the inclusion of a bidder

termination provision can benefit both bidders and targets.

Our work relates to studies of other takeover contractual features, such as collars (Officer,

2004, 2006), go-shop provisions (Gogineni & Puthenpurackal, 2017), lockup options (Burch, 2001),

material adverse change clauses (Denis & Macias, 2013; Gilson & Schwartz, 2005), and target

termination provisions (Bates & Lemmon, 2003; Boone & Mulherin, 2007; Jeon & Ligon, 2011;

Officer, 2003). Bates and Lemmon (2003) note a lack of theoretical or empirical research explaining

useage of bidder termination provisions. Our paper fills this void.

2 A Simple Model

In this section we present a simple model that considers how a bidder termination provision affects

the shared gains of a bidder and target, and discuss the model’s predictions for the inclusion of

bidder termination provisions and the size of bidder termination fees.
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2.1 Model Framework

At time 0, a bidder offers a target a cash price of K for a takeover expected to be completed at

time T in the future. A termination provision may be included, which would allow the bidder to

terminate the deal at T at the cost of paying a termination fee P to the target. SB,t denotes the

value of the target firm under the control of the bidder (i.e. the value of the target to the bidder)

and SM,t denotes the value of the target firm under control of the target’s management (i.e. the

target’s stand-alone value) at a given time t. Both vary continuously in time, following geometric

Brownian motions with their own drifts, volatilities and Wiener processes. σB, σM , in particular,

denote the volatilities of SB,t and SM,t. SB,t and SM,t have correlation ρ. σBM = ρσMσB denotes

the covariance of the value of the target to the bidder with its stand-alone value. We assume

SB,0 > SM,0 so that the takeover creates value ex-ante.

We incorporate gain-sharing by having the total value created by the takeover divided between

the bidder and the target in a Nash bargaining game where both parties have equal bargaining

power of 0.5 and a reservation payoff of zero.7 This assumption is consistent with Ahern (2012)

where targets’ gains are found to be on average similar to bidders’.8

2.2 Contract Without a Bidder Termination Provision

We first examine the determination of the offer price for a contract without a bidder termination

provision, KNP . In practice, absent a bidder termination provision, a bidder is highly constrained

in its ability to terminate a takeover (Afsharipour, 2010).9 We assume therefore, that if the deal

does not include a bidder termination provision the bidder cannot terminate it at T . The target

7The directions of our empirical predictions are not sensitive to relative bargaining power, which we assume to be
exogenous. Endogenously determined bargaining power is however beyond the scope of our paper. From equation
(3) below it is also clear that the value created by the takeover is independent of relative bargaining power.

8The setup may be interpreted as the bidder making an offer to the target. If the target rejects the offer, with
probability 0.5, it makes a-take-it-or-leave-it offer to the bidder; otherwise it receives a final offer from the bidder. If
the final offers are rejected, both the bidder and the target receive a reservation payoff normalized to 0. The share of
the overall value created (i.e., 0.5) is therefore the bidder’s bargaining power.

9Although a bidder may attempt to terminate by invoking a material adverse change clause, it is unlikely to be
successful because legal precedents have created a high barrier for enforcing such clauses (Denis & Macias, 2013;
Gilson & Schwartz, 2005). For example, when Tyson foods attempted to terminate its takeover of IBP in 2001 on
the grounds of a material adverse effect, IBP sought a specific performance remedy and Tyson was ultimately forced
to complete the transaction. (In Re IBP, Inc. Shareholders Litigation, IBP, Inc. v. Tyson Foods, Inc., 789 A.2d 14
(Del. Ch. 2001)). A bidder may also want to walk away for other reasons where such a clause would not apply.
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and bidder’s NPVs from the takeover at 0 are

GTarget,0 = EQ[e−rT (K − SM,T )] = e−rTK − SM,0. (1)

GBidder,0 = EQ[e−rT (SB,T −K)] = SB,0 − e−rTK, (2)

where Q is the risk neutral probability measure and r is the annual continuously compounded risk

free rate. The total value created in the takeover, TSNP , is the sum of (1) and (2).

TSNP = SB,0 − SM,0. (3)

Thus, with Nash bargaining and equal bargaining power, GBidder,0 = 0.5(TSNP ) and (3) imply

KNP = erT [SB,0 − 0.5(SB,0 − SM,0)] . (4)

A takeover without a termination provision is a forward contract sold by the target to the bidder.

2.3 Contract With a Bidder Termination Provision

We now consider inclusion of a bidder termination provision. K and P denote the offer price and

termination fee. The bidder’s payoff, GBidder, upon completion at T is SB,T −K, and is −P upon

termination. The bidder terminates at T if SB,T −K < −P .10 Then,

GBidder,T = max(SB,T −K,−P ), (5)

GBidder,0 = EQ[e−rTGBidder,T ]

= 0.5(TSP ). (6)

10We thus assume that a termination provision guarantees the bidder’s right to terminate. Relaxing this assumption
— for instance if the target challenges the bidder in court — implies that the bidder can successfully terminate only
with a probability η > 0. (5) would then instead be max(SB,T −K, η(−P ) + (1 − η)(SB,T −K)). This would not
directionally alter our subsequent predictions. Moreover, evidence presented in Section 3.5 and existing work (e.g.
Afsharipour (2010)) indicates that bidders often successfully exercise termination provisions, suggesting that η is
relatively large. Relatedly, the contractual terms of bidder termination provisions vary in practice. A bidder may be
given complete flexibility to terminate, as is the case in our model, or more limited termination rights restricted to
only some pre-specified circumstances — we discuss this further in Section 3.4.
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(6) implies that there is a set of (P,K) among which the bidder is indifferent as long as it receives

half of the expected total surplus, TSP . Thus, the target also receives half of TSP . The target’s

payoff, GTarget, is K − SM,T upon completion and P upon termination.11 Therefore,

GTarget,T = (K − SM,T )× 1{SB,T−K≥−P} + P × 1{SB,T−K<−P}, (7)

GTarget,0 = EQ
[
e−rTGTarget,T

]
= 0.5(TSP ). (8)

The target’s optimization problem is to select (P,K) to maximize its share of TSP — this is

equivalent to maximizing TSP itself — subject to the participation constraint implied by (6):

max
(P,K)

GTarget,0

s.t. GBidder,0 = 0.5(TSP ). (9)

Proposition 1 (Optimal Bidder Termination Fee). There exists a unique pair of a bidder termi-

nation fee and an offer price that maximizes the expected total surplus created in the takeover.

Proof: See Internet Appendix.

The optimal termination fee satisfying (9) takes the form

P = EQ[max(SB,T − (K − P ), 0)]− 0.5erT (TSP ), (10)

which resembles the price of a call option. In particular, the first term mimicks the Black-Scholes

price (Black & Scholes, 1973) of a call option on the value of the target to the bidder, with a strike

11Among states where the bidder terminates and pays P , there may exist states where both bidder and target instead
prefer completion at a renegotiated lower price. Similarly, among completion states, there may exist states where
both instead prefer termination with a renegotiated termination fee. Omission of such renegotiation in our model is
not a concern for two reasons. First, as long as there exist states where renegotiation is not desirable, inclusion of a
termination provision remains potentially optimal. Second, the provision’s inclusion may in fact increase the bidder’s
bargaining power to renegotiate, thus facilitating a value-enhancing outcome ex post. Therefore, the possibility of
renegotiation does not eliminate the optionality created by a termination provision — it may even increase it. The
likelihood of a price revision is empirically unrelated to inclusion of a bidder termination provision, and our main
results are robust to controlling for price revisions (see Tables D.3 and D.4 in the Internet Appendix).
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price equal to the difference between the offer price and termination fee.12 The bidder termination

fee is the value of this option less the value of the bidder’s share of the total surplus.

Although at first glance it may appear that inclusion of a bidder termination provision is always

weakly socially-optimal, this is not the case. In particular, a bidder does not base its termination

decision on the ex-post takeover gain (i.e. SB,T − SM,T ). Instead, it compares its own payoff from

completion SB,T −K to the cost of paying the termination fee P . As long as completion is more

costly for the bidder than termination (i.e. SB,T −K < −P ), the bidder will terminate, whether the

takeover gain is not positive (i.e. SB,T −SM,T < 0) — this will increase the ex-ante expected shared

gain TSP ; or is positive (i.e. SB,T−SM,T > 0) — this will decrease the ex-ante shared expected gain

TSP .13 Inclusion of a bidder termination provision therefore creates a trade-off and the optimal

termination fee in Proposition 1 reflects this trade-off. However, because of this trade-off, it is not

obvious whether a bidder termination provision is ex-ante optimal.

2.4 When Is It Optimal to Include a Bidder Termination Provision?

A target will agree to a termination provision with the optimal termination fee and offer price

described above if its share of the expected total surplus under these terms exceeds its share of

the expected total surplus without the provision. With the assumption of Nash bargaining, this

implies that TSP > TSNP . The following proposition describes when this criterion is met.

Proposition 2 (Optimality of Inclusion). There exists a threshold for the covariance of the target’s

value to the bidder and the target’s stand-alone value, below which it is optimal to include a bidder

termination provision. This threshold increases with the volatility of target’s value to the bidder.

Proof: See Internet Appendix.

The intuition for the proposition is as follows. TSP is higher when SB,T is more likely to fall

below SM,T . SB,T is in turn more likely to fall below SM,T when σBM is lower and when σB is

higher. If σBM is sufficiently low and σB is sufficiently high — the condition in the proposition

12The bidder’s call option with payoff (5) can be decomposed into a takeover without a bidder termination provision,
which is a forward contract for the offer price (like (4)), and the bidder’s termination option, which has the payoff of
a put option. That is, (5) can be decomposed as max(SB,T −K,−P ) = (SB,T −K) + max(0,K − SB,T − P ).

13The socially inefficient termination that arises in such instances could be avoided in a contract that conditions
termination on SB,T −SM,T (i.e. “synergies”), in which case having a termination provision would always be socially
optimal. However, such a contract is unlikely to be feasible because synergies are unlikely to be verifiable in court.
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is met — then TSP > TSNP and inclusion of the termination provision is optimal. Note that if

SB,T > SM,T always, then termination, and thus the provision’s inclusion, is never optimal.

2.5 Model Predictions

Our model generates testable predictions. Proposition 2 implies that the threshold for inclusion,

TSP > TSNP , is more likely to be met for lower σBM and higher σB (see Internet Appendix).14

Furthermore, we expect inclusion to be more likely when the incremental value of having a termina-

tion option, TSP − TSNP , is greater. When the condition in Proposition 2 is met, TSP − TSNP is

increasing in T . This is straightforward to determine from the proof of Proposition 2 (see Internet

Appendix). The basic intuition follows from inclusion being optimal if there is a sufficiently high

probability that the target’s value to the bidder target will be less than its stand-alone value at

completion. This probability decreases in the covariance of the target’s value to the bidder with

the target’s stand-alone value, and increases in the volatility of the target’s value to the bidder,

and the expected time-to-completion. Thus, all else equal, the likelihood of inclusion of a bidder

termination provision:

1. Decreases with the covariance of the target’s value to the bidder and the its stand-alone value.

2. Increases with the volatility of the target’s value to the bidder.

3. Increases with the expected completion time of the takeover.

Equation (10), following from proposition 1, implies that the size of the termination fee, P , is

increasing in σB and T (see Internet Appendix). The basic intuition follows from (10) resembling

the price of a call option. This relationship continues to hold if we scale P by the offer price K,

following existing empirical work (e.g. Jeon and Ligon (2011)) that scales the fee by transaction

value (i.e. total offer price).15 Thus, all else equal, the size of the bidder termination fee, both as

a fraction of total transaction value and in absolute terms:
14With σBM = ρσBσM , increasing σB for fixed σBM and decreasing σBM for fixed σB both imply lower ρσM .
15We present the comparative statics for the model in the Internet Appendix, both for the special case ρ = 0 when

the comparative statics can be derived in closed form, and for the general case for any ρ where we use plots. The
termination fee increases monotonically with σB when ρ is moderately positive or negative, which is characteristic
our sample. For instance, our proxy for ρ, the correlation between the value of the target’s value to the bidder and
the its stand alone value, has a sample mean, median and 90th percentile of 0.20, 0.15 and 0.51, respectively. Second,
the termination fee increases monotonically with T .
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1. Increases with the volatility of the target’s value to the bidder.

2. Increases with the expected completion time of the takeover.

Note that σBM has opposing effects on P . First, when σBM is high, it is less likely that

SB,T < SM,T — the same reason that σBM is negatively related to inclusion — which predicts a

smaller P . However, if the deal settles at a smaller P , there is a higher probability of sub-optimal

termination (i.e. when SB,T > SM,T ) because of the lower termination cost. In order to offset this,

a larger P is required to raise the termination cost. As it is unclear which of these effects dominates

in our model, the predicted effect of covariance on the size of the termination fee is ambiguous.

Equation (4) implies that absent a termination provision, the takeover is a forward contract,

with a forward price K that is increasing in T . There is no predicted relationship with σB. With the

inclusion of a termination provision, the takeover contract is the call option in equation (10), with

P embedded in K — the bidder pays for inclusion of the termination option whether it terminates

(via P ), or completes the deal (via K). Thus, like P , K is increasing in σB and T — this is

straightforward to determine from the proof of Proposition 1 (see Internet Appendix). Therefore,

the predictions stated above for the termination fee P also apply to the offer price K, which is

equivalent to the total transaction value.

2.6 Target Termination Provisions

Target termination provisions are included in the majority of deals and are almost always exercised

by targets in order to accept a superior offer (e.g. Boone and Mulherin (2007)). In contrast to

a bidder, a target is able to walk away, particularly in favor of a superior offer, even if there is

no explicit target termination provision — a target’s termination option thus always exists (see

e.g. Gilson and Schwartz (2005)). A target termination provision thus simply commits a target

to paying a fee to the incumbent bidder if they walk away. A prevailing view is that the target

termination fee compensates an incumbent bidder for costly initial due diligence and information

production that subsequent bidders for the target may use (e.g. Bates and Lemmon (2003); Boone

and Mulherin (2007)). This provides the incumbent bidder with an ex ante incentive to produce

information about the target — this motive does not apply to a bidder termination provision.
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Notably, Delaware courts have reacted to the concern that large target termination fees interfere

with the a target board’s duty to secure the highest possible price by limiting the size of target

termination fees. Bidder termination fees have not raised such concerns. In sum, a bidder does not

have the same termination rights as the target in the absence of termination provisions. Indeed,

bidder termination provisions are triggered by a different set of events from target termination

provisions — typically a superior offer (Quinn, 2010).

We examine the impact of target termination provisions in our model by allowing the target

to terminate a deal and pay a termination fee if an exogenous superior offer from another bidder

arrives. We describe the intuition of our analysis below and report details in the Internet Appendix.

The existence of a target termination provision should not affect the optimality of a bidder

termination provision in our framework — this optimality is driven by variation and covariation

in the value of the target to the bidder and the stand-alone value of the target, none of which are

affected by a target’s termination option. In the Internet Appendix we show that the directions of

the predicted effects of σB and T on the optimal termination fee remain unchanged.16

2.7 Bidder Stock as a Method of Payment

While a takeover is set up as a cash transaction in our model, in this subsection we discuss the use of

the bidder’s stock method of payment. Our goal is to examine whether this changes the directions

of our main predictions, and whether it changes the optimality of inclusion of the provision and

the size of the termination fee. As in the previous section, we describe the intuition of the analysis

here while reporting the details of the analysis in the Internet Appendix.

The use of stock as a method of payment should not affect the optimality of a bidder termination

provision because the optimality is ultimately driven by variation and covariation in the value of the

target to the bidder and the stand-alone value of the target (i.e. variation in the social optimality

of completion). As neither are affected by the method of payment, inclusion should not be related

to stock payment. In the Internet Appendix, we show that the directions of the predicted effects

of σB and T on termination fees are unchanged if the method of payment is stock.

16While a competing bidder’s offer could increase the target’s outside option (the target’s value to a new bidder),
it does not affect the target’s stand-alone value. We verify that our predictions remain directionally unchanged if the
arrival of a second bidder is more likely when the target’s value to the incumbent is higher (see Internet Appendix).

13



We find however, that the optimal termination fee is affected by the method of payment. Recall

that the bidder chooses to terminate the deal if completion is more costly than termination. i.e.

SB −K < −P . Using stock as a method payment introduces a positive (but imperfect) correlation

between SB and K, because K becomes a function of the bidder’s expected post-merger value, of

which SB is a component. Thus, a stock offer gives the bidder some degree of “price protection”,

reducing the bidder’s incentive to terminate the deal ceteris paribus. In order to offset this, the

optimal termination fee, P is lower. Therefore, the size of the bidder termination fee should be

negatively related to the use of stock as a method of payment relative to the use of cash.

3 Data

3.1 Sample Construction

Our sample of takeover announcements is from Thomson Reuters’ SDC Platinum database for the

period 1997-2013. We select mergers and acquisitions that were either completed or withdrawn,

where the interest sought in the target is at least 90%. We require targets and bidders to be

publicly-listed companies domiciled in the United States. Information on transaction characteris-

tics, including bidder termination provisions, are from SDC. We require availability of accounting

data in Compustat for the fiscal year end preceding the merger announcement and daily stock

return data in CRSP for targets and bidders. This results in a final sample of 2078 announcements.

Although SDC reports the first bidder termination provision in 1985, we begin our sample in

1997 as Boone and Mulherin (2007) identify underreporting of target termination provisions in

SDC data which lessens from 1997 onwards. However, errors in the classification of termination

provisions in SDC data persist after 1997 (Coates et al., 2018; Jeon & Ligon, 2011). We check the

merger agreements of the 433 deals in our sample that SDC identifies as having a bidder termination

provision and find that 32 (7.4%) do not in fact have one. Correcting these classification errors in

the SDC data, as well as 15 deals misclassified as not having a provision that in fact do, results in

416 deals being classified as including a bidder termination provision.17

17We also check a random sample of 200 deals identified by SDC as not having a bidder termination provision
and find that 15 deals in fact include a bidder termination provision (7.5%). The rate of erroneous classification
thus appears similar between deals SDC identifies as having bidder termination provisions and and those not having
termination provisions. Our results are similar if we instead use the uncorrected SDC data.
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3.2 Variable Measurement

We require measures of the volatility of the value of the target to the bidder as well as the covariance

of the target’s value to the bidder with its stand-alone value. These are latent because the value

of the target to the bidder is unobservable. Furthermore, we require a measure of the expected

time taken until the completion for each takeover in our sample, which is also unobservable. We

therefore resort to proxies as follows (see Table A.1 for variable definitions).

We conjecture that the value of managed assets is determined by their stand-alone value and the

value added by their management. This suggests that the value of the target to the bidder will be

determined by both the stand-alone value of the target’s assets and the value added by the bidder’s

management of those assets. Then, the volatility of the target’s assets under the bidder’s control

will be a function of both the volatility of the stand-alone asset value and the volatility of the value

of the bidder’s management of the assets. The latter is likely to be correlated with the volatility of

the bidder’s assets, while the former is likely to be correlated with volatility of the target’s assets

(prior to the announcement). To proxy for the volatility of the value of the target’s assets under

the bidder’s control, we therefore use both the bidder and target’s asset volatility. We compute the

bidder and target’s assets volatilities by scaling their annualized stock return volatilities with their

ratios of market capitalization to the enterprise value.

We use the covariance of the values of the bidder and target’s assets as a proxy for the covariance

of the value of the target to the bidder with its stand-alone value. We compute this by scaling the

target and bidder’s stock return covariance by the product of their ratios of market capitalization

to enterprise value.18 We proxy for the expected time to completion using the actual ex post time

to completion or withdrawal, following Officer (2006).19 We take its natural logarithm to mitigate

the effect of right-skewness.

18We use covariance rather than correlation because, being unbounded, it exhibits greater variation than correlation.
Our results are weaker if we use correlation.

19A caveat of our analysis is that the realized time-to-completion — the time at which the real option is exercised
— may be increased by the inclusion of bidder termination provision. The ex ante expected time-to-completion,
which we do not observe, is however also susceptible to the same concern.
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3.3 Bidder Termination Provisions

Figure 1 shows the fraction of deals with a bidder termination provision for each year of our sample

period. It illustrates a broad increasing trend, though the change is not monotonic. For instance,

19% of deals included the provision in the first five years of our sample, 1997-2001, compared to

27% in the last five years, 2009-2013. The fact the provisions are included only in some deals is

consistent with our model’s implication that the provisions are not always optimal.

Figure 2 breaks down inclusion of bidder termination provisions by targets’ Fama-French 10

industries. The fact that the provisions are most frequently included in deals with targets from the

Energy (38%) and Utilities industries (36%) — both are regulated industries — is consistent with

the use of the provisions to address the risk of takeovers not receiving regulatory approval (Quinn,

2010).

Table 1 reports summary statistics for variables used in our paper (see Table A.1 for definitions)

for all deals and split by deals with and without bidder termination provisions. The provisions are

included in 20% of the sample (416 deals). Moreover, bidder termination fees are non-trivial. The

mean and median termination fees are $74 million and $15 million. It is convenient to compare

termination fees as a fraction of transaction value. The mean and median fees payable are 4% and

3% of the transaction value. Target termination provisions are included in 77 % of all deals and

97% of deals with bidder termination provisions. Mean and median target termination fees, at

3% in deals including both provisions, are smaller but comparable to bidder termination fees. We

discuss and examine firm and deal characteristics further in Section 4.

3.4 Common Triggers for Bidder Termination Provisions

In this section we examine common triggers for bidder termination provisions (see e.g. (Quinn,

2010)) and discuss how they fit with our framework in section 2. While we do not formally model

the triggering events, here we assert that each of the triggering events is likely to involve a decrease

in the target’s value to a bidder. We also gather data on termination triggers in our sample by

reading the merger agreement of each deal with a bidder termination provision in our sample (see

Internet Appendix Table D.1). The triggers are not mutually exclusive as some provisions (14%)

16



have multiple triggers. The frequency of triggers in our sample is broadly consistent with Quinn

(2010), with the exception of representation triggers which appear more frequently in our sample.

Fiduciary Out Trigger : A bidder termination fee is often triggered when the bidder terminates a

deal because it receives a takeover bid itself (Quinn, 2010). In particular, in the event that the

bidder agrees to be acquired, the existing deal with the original target may be invalidated, or the

bidder’s prospective buyer may offer a smaller premium than it otherwise would.20 The lost takeover

premium raises the bidder’s opportunity cost of acquiring the target and thus reduces the value

of the target to the bidder. This termination right usually exists in stock deals.21 The fiduciary

trigger is the most common in our sample, appearing in 59% of bidder termination provisions (12%

of all deals).

Regulatory Trigger : A bidder termination fee is often paid if regulators do not approve a deal,

though absent a termination provision, the deal would be terminated without recourse to the

bidder. Therefore, the provision makes a bidder liable for regulatory risk that is otherwise also

borne by target (Afsharipour, 2010). Regulatory approval may be conditioned on certain actions,

such as the sale of assets, which a bidder is legally obliged to take absent a termination provision.

The costs of such actions decrease the value of the target to bidder. Regulatory triggers appear in

16% of bidder termination provisions in our sample (3% of all deals).

Financing Trigger : A bidder may terminate a deal and pay a termination fee if it is unable to secure

debt financing for the transaction, e.g. following a deterioration in market conditions. Without the

provision, the bidder may be legally obliged to complete the transaction (Quinn, 2010) and thus be

forced to resort to a more costly source of financing, which would reduce its value for the target.

Financing triggers appear in 9% of bidder termination provisions in our sample (2% of all deals).

Representation Trigger : A bidder termination fee can be triggered by a breach of representations

20For instance, a bid for Danish firm TDC required it to terminate its acquisition of Modern Times Group (Richard
Milne, “Telecoms group TDC reveals takeover interest, would halt MTG deal”, Financial Times, February 12, 2018,
retrieved from https://www.ft.com); a bid for London Stock Exchange required it to terminate its acquisition of
Refinitiv (Steven Russolillo and Ben Dummett, “Hong Kong Stock Exchange Drops Nearly $37 Billion Bid for London
Rival”, The Wall Street Journal, October 8, 2019, retrieved from https://www.wsj.com).

21The fiduciary termination right is tied to approval by the bidder’s shareholders. While a bidder’s shareholders,
unlike a target’s, generally do note vote on a takeover, they may reject a stock deal if they are required to vote on
the issuance of stock. In such cases, a bidder may terminate the deal if its shareholders veto the stock issuance in
response to an acquisition offer for the bidder (Quinn, 2010).
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and warranties by the bidder. This trigger effectively provides another means to terminate the

transaction if the bidder fails to secure shareholder approval or financing, when a bidder warrants

having shareholder approval or sufficient financing — it is thus viewed as a “back-door” fiduciary

termination right or financing trigger (Quinn, 2010). Representation triggers appear in 26% of

provisions in our sample (5% of all deals).

Pure Option Trigger : A pure option trigger effectively provides the bidder with full discretion over

the termination decision — as is the case in our model — in contrast termination rights triggered

by specific events. Pure option termination provisions are the least common type in our sample,

accounting for 5% of all provisions (1% of all deals).

3.5 Why do Bidders Terminate Takeovers?

Table 1 reports that 88% of the deals were completed, implying 12% (245 deals) were terminated.

We search news articles to determine why these deals were terminated and which party was re-

sponsible for termination. Excluding rejected and withdrawn bids leaves us with 160 terminated

deals.22 Out of 125 terminations of deals without a termination provision, 12 (10%) are attributed

to bidders. Reasons for termination include a breach of deal terms, a material adverse change to

the target and anticipated regulatory issues. Thus, absent a termination provision, bidders are

rarely responsible for termination. This fact fits with our assumption in section 2 that bidders have

restricted termination rights absent a termination provision. In contrast, out of 35 terminations

of deals with a bidder termination provision, 16 (46%) are attributed to the bidder.23 In 15 of

these, a bidder termination fee was either paid by the bidder (11) or demanded by the target but

contested by the bidder (4).24 The reported reasons for terminations are consistent with Section

3.4.25 Therefore, with the provision, bidders are less constrained in their ability to terminate.

22The data is reported in the Internet Appendix in Table D.2.
2311 of the other 19 terminations are attributed to targets who received superior offers or whose shareholders did

not approve the deals. The remainder were terminated by mutual consent.
24In one case the bidder terminated due to a target material adverse change and did not pay a termination fee.
25For instance, 17 deals in our sample are terminated due to a regulatory hurdle. Out of the 17 deals, 2 had

regulatory trigger termination provisions, representing 2.9% of all regulatory trigger termination provisions (68 deals
— see Internet Appendix Table D.1). Another 2 deals had a termination provision without a regulatory trigger,
representing 0.6% of all deals with a termination provision without a regulatory trigger (348 deals). Finally 13 deals
did not have any termination provision, representing 0.8% of deals without a termination provision (1662 deals).
Thus, deals with a regulatory trigger indeed have a higher risk of being blocked by regulators than other deals.
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4 Empirical Results

4.1 Determinants of Bidder Termination Provision Inclusion, Termination Fees

and Transaction Value

In this section, we test the basic predictions of our framework in Section 2 by examining the inclusion

of bidder termination provisions, the size of bidder termination fees and transaction values.

We begin by estimating logit regressions with the dependent variable indicating inclusion. Our

variables of interest are the bidder’s asset volatility (Bidder Asset Volatility), target’s asset volatility

(Target Asset Volatility), covariance of the bidder and target’s asset values (Bidder-Target Asset

Covariance), and time from announcement to completion or withdrawal, for which we take a log

transformation to mitigate the effect of right-skewness (Log(Time-to-Completion (Actual))).

We control for deal characteristics by including indicators for target termination provisions

(emphTarget Termination Provision), collar provisions (Collar), lockup options (Lockup Option),

all-stock offers (Stock Offer) and mixed stock and cash offers (Stock and Cash Offer) with all-cash

offers as the omitted category; the bidder’s existing stake in the target (Bidder Toehold); indi-

cators for tender offers (Tender Offer), hostile offers (Hostile Approach) and within-Fama-French

49 industry deals (Same Industry). We control for the target’s [bidder’s] market capitalizations,

(Log(Target [Bidder] Market Cap.)) and market-to-book ratios (Target [Bidder] Market-to-Book

Assets), and the relative size of the their market capitalizations (Target Market Cap./Bidder Mar-

ket Cap.). We include year and target Fama-French 17 industry fixed effects to control for time

and industry trends.

The results are reported in Table 2. In model (1) the coefficient on the bidder’s asset volatility

is positive and statistically significant. A one-standard deviation increase is associated with a 2.1

percentage point increase in the probability of inclusion. The covariance between the bidder and

target asset values is negative and statistically significant. A one-standard deviation decrease is

associated with a 1.7 percentage point increase in the probability of inclusion of a termination

provision. The time to completion/withdrawal is positive and statistically significant.26 A one-

26A potential concern is that termination fees will not be observed in deals that are withdrawn early before a
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standard deviation increase is associated with a 4.2 percentage point increase in the probability of

inclusion. With an unconditional probability of inclusion of about 19%, the marginal effects for

our variables of interest imply economically significant magnitudes.

In model (2), we replace the bidder’s asset volatility with the target’s asset volatility as an

alternative proxy for the volatility of the target’s value to the bidder.27 The results are similar and

consistent with model (1). The indicator for target termination provisions (Target Termination

Provision) is positive and statistically significant in models (1) and (2). This is inconsistent with our

model prediction (see section 2.6) and is consistent with bidder termination provisions being offered

as reciprocation for target termination provisions (Afsharipour, 2010; Quinn, 2010). We discuss this

further in Section 4.3. Indicators for collar provisions (Collar) and lockup options (Lockup Option)

are not statistically significant. Models (1) and (2) indicate that bidder termination provisions are

more common in stock deals. This is consistent with Bates and Lemmon (2003), but inconsistent

with our model predictions (see Section 2.7). We discuss this further in Section 4.2. Bidder

toeholds are negatively related to inclusion, possibly because negotiations take place differently

when a bidder has a toehold. Hostile offers are, perhaps unsurprisingly, less likely to include the

provisions. Finally, inclusion is more likely with larger targets and smaller bidders, though their

relative size does not have a statistically significant effect.

We next examine determinants of the size of bidder termination fees. We estimate OLS regres-

sions where the dependent variable is the value of the bidder termination fee scaled by total value of

the transaction. The sample consists only of takeovers that included a bidder termination provision.

The results are reported in models (3) and (4) of Table 2, which are identical to models (1) and (2).

In model (3), the coefficient on the bidder’s asset volatility is positive and statistically significant.

A one-standard deviation increase is associated with an 0.8 percentage point increase in the size

of termination fees. The coefficient on the natural logarithm of the time-to-completion/withdrawal

merger agreement is finalized. Early withdrawal may therefore be correlated with both a lower time-to-completion
and the absence of termination provisions. To ensure that this is not driving the relationship that we observe for
our time-to-completion variable, we also include an indicator of whether a deal was subsequently completed in our
specifications and find that this does not alter our results (see Tables D.5 in the Internet Appendix). We also find that
excluding deals that were potentially terminated prior to finalizing a merger agreement does not alter the significance
of our results (see Table D.6 in the Internet Appendix).

27We do not include the bidder and target’s asset volatilities together in the same specification because the two
variables have a correlation coefficient of 0.77 in our sample. We report the results with both bidder and target asset
volatilities included together in Internet Appendix Table D.9. The results indicate roughly equal effects for bidder
and target volatilities in the inclusion regressions whereas in the fee size regressions, bidder volatility dominates.
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is positive and statistically significant. A one standard deviation increase is associated with 0.6

percentage point increase in the size termination fees. These results are consistent with our model

predictions. With a mean termination fee size of about 4% in our sample, these coefficients imply

economically significant impacts. Model (4) replaces the bidder’s asset volatility with the target’s

as a proxy for the volatility of the target’s value under the bidder’s control. The coefficient is

positive but not statistically significant. This suggests that the bidder’s asset volatility perhaps

better captures the component of the volatility of the target’s value to the bidder that drives bidder

termination fees.28 Notably, the coefficient on the covariance variable is negative and is statisti-

cally significant in model (3) but not (4). A one standard deviation increase is associated with

a 0.6 percentage point decrease in termination fees (model (3)). Our model predicts that covari-

ance has opposing effects on terminations fees. On the balance, our results indicate a negative

effect, consistent with the negative effect of covariance on inclusion in models (1) and (2). The

target termination fee variable is positive and statistically significant, suggesting that larger target

termination fees are reciprocated by larger bidder termination fees. We discuss this relationship

further in Section 4.3. Indicators for collars and lockup options are not statistically significant.

Our other control variables indicate that bidder termination fees are smaller in all-stock offers and

mixed offers relative to all-cash offers. This is consistent with our model predictions (see Section

2.7). Larger bidder toeholds are associated with larger termination fees and a hostile approach is

associated with smaller fees. Unlike Offenberg and Pirinsky (2015), we do not find termination fees

are smaller in tender offers. However, to the extent that tender offers have a lower expected time

until completion, our findings are still consistent with theirs. In models (5) and (6), we replicate

(3) and (4) replacing the dependent variable with the dollar value of the bidder termination fee

(controlling for the target termination fee indicator as in (1) and (2) rather than the fee percent

as in (3) and (4)). The main results are similar to (3) and (4). This is consistent with our model

predictions.

Our model also delivers predictions on the offer price. We therefore examine the transaction

value as a measure of the total offer price. We estimate OLS regressions with the dependent variable

28In analysis that we do not tabulate for brevity, we find a similar result when we run a non-linear regression
modeling the bidder termination fee in which we include a volatility variable that is a linear combination of the
bidder’s and target’s asset volatilities.
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equal to the transaction value in dollars reported in SDC. The results are reported in models (7)-

(10) of Table 2. We separately examine deals without and with a bidder termination provision.

Our variables of interest and control variables are identical to models (1) and (2). In models (7)

and (8), where the sample consists only of deals with a bidder termination provision, the volatility

and time variables are positive and statistically significant, while the covariance is negative and

statistically significant. In contrast, in models (9) and (10), which include only deals without a

provision, only the time variables is positive and statistically significant, while the volatility and

covariance variables are not statistically significant, unlike (7) and (8). This is consistent with our

model predictions. In particular, recall that absent a bidder termination provision, the transaction

is a forward contract, and the offer price is the forward price of the target. This predicts that

the offer price is related to the expected time to completion alone. The provision transforms the

contract into a real call option, and this therefore predicts that in addition to time-to-completion,

the offer price should also be related to volatility, and possibly covariance.

4.2 Testing the Shared-Gains Hypothesis

An alternative explanation for the use of bidder terminations espoused by some of the literature

follows from a one-sided view, where inclusion of the provision is driven by the desire of one party.

A common “bidder-centric” view (e.g. Sekhon (2010)) is that inclusion is driven solely by a bidder’s

desire to protect itself from overpayment — a decrease in its value for the target below the offer

price. Although the results support our shared-gains model, they are also consistent with a bidder-

centric view. In particular, like our shared-gains model, under a bidder-centric view the inclusion of

a termination provision creates a real option for the bidder, which it will exercise in the event that

it is overpaying for the target at completion. The target’s sharing of the gains from the provision,

and its role in thus consenting to the provision’s inclusion is where our model departs from the

bidder-centric view — we refer to this henceforth as the “shared-gains hypothesis”. In this section,

we present evidence that distinguishes the shared-gains hypothesis from the bidder-centric view.

We first examine instances where a bidder has the right to terminate without recourse. One

instance is fiduciary termination rights (see Section 3.4) which arise in a stock deal when a bidder’s

shareholders vote against issuing stock for the transaction because of a takeover bid for the bidder
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itself. In particular, if proceeding with the incumbent transaction would jeopardize the impending

takeover bid for the bidder, a bidder’s shareholders may vote against issuing stock, requiring the

bidder’s board to terminate the incumbent transaction (see Quinn (2010)). Another is a regulatory

termination, which occurs when a takeover fails to pass an antitrust review. These are the most

common triggers for bidder termination fees in practice (Afsharipour, 2010; Quinn, 2010). Under a

bidder-centric view, a bidder concerned about overpayment has no incentive to offer a termination

fee in such instances since it already has potential termination rights without recourse. However,

under the shared-gains hypothesis, where a bidder shares expected gains from termination with the

target in order to elicit their participation, a bidder termination provision would be expected.

We test whether the likelihood of fiduciary termination right and regulatory termination is

related to inclusion of bidder termination provisions. A bidder-centric view predicts that inclusion

is less likely. The shared-gains hypothesis predicts it is more likely. Fiduciary termination rights

come into effect if a bidder’s shareholders are required to vote to approve the issuance of stock to

pay the target. Listing rules require such a vote if new shares issued exceed 20% of the bidder’s

existing shares (Li, Liu, & Wu, 2018). We proxy for the likelihood of a fiduciary termination trigger

with an indicator equal to one if the number of shares issued exceed 20% of the bidder’s shares

outstanding. We proxy for the likelihood of a regulatory termination by counting mentions of the

word ”antitrust” in the proxy circular filed in connection with the transaction with the SEC. In

Table 3 we estimate logit regressions with the dependent variable indicating inclusion of a bidder

termination provision, and each of these proxies as explanatory variables in models (1) and (2).

We control variables from model (1) of Table 2. Consistent with the shared-gains hypothesis, both

proxies are positive and statistically significant.29

Some termination provisions are triggered by a bidder’s failure to secure debt financing for

the transaction. In model (3), we add an indicator equal to one if SDC identifies the bidder as

a financial-buyer, suggesting that debt is a likely source of financing, and thus proxying for the

bidder’s financing risk. The use of a termination provision rather than a financing condition —

a substitute clause allowing a bidder to terminate a deal without recourse if they fail to secure

29Note that in model (1) of Table 2 the stock offer indicator is not significant — its positive and significant coefficient
in models (1) and (2) of Table 3 thus appears to be explained entirely by stock offers where shares issued would exceed
20% of the bidder’s shares outstanding.
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financing — may be viewed as prima facie evidence supporting the shared-gains hypothesis. We

find that the coefficient on this proxy is also positive and statistically significant. Results are similar

when we include all proxies together in model (4). The evidence thus supports the assumption of

a target’s intent to share the expected gains from inclusion of a bidder termination provision.

Whereas fiduciary, regulatory and financing triggers (which are the most frequent triggers) are

unlikely to be consistent with the alternative bidder-centric view of bidder termination provisions,

a pure option termination provision is potentially consistent with the alternative view.30 A pure

option termination provision effectively gives a bidder unrestricted termination rights, which would

allow the bidder to terminate if it were overpaying. However, the fact that pure option termination

provisions are rare in practice — only 5% bidder termination provisions in our sample are pure

options (see section 3.4) — is inconsistent with a bidder-centric view. Moreover, a pure option

provision also fits with our shared-gains framework in section 2.

We next examine the premium received by the target. Under a bidder-centric model, with

the inclusion of a termination provision, a target’s participation constraint would be to receive its

reservation price — which would be the same with or without provision — rather than a share of the

combined gains determined by its relative bargaining power as is the case under the shared-gains

hypothesis. Thus, under the shared-gains hypothesis, targets should capture a share of the larger

gains that result from inclusion of a termination provision. This suggests inclusion should result in

higher premiums for targets, whereas the bidder-centric view does not.

We estimate regressions with the target’s premium as the dependent variable and include an

indicator for whether the deal includes a target termination provision as an explanatory variable,

together with the same control variables as model (1) of Table 2. We also control for the target’s

debt-to-assets (Walkling & Edmister, 1985), as well as the bidder’s debt-to-assets. The results

are reported in Table 4. The coefficient on the bidder termination provision indicator in model

(1) is positive and significant — the provisions are associated with higher premiums for targets.

30In fact, our proxies for potential termination triggering events specifically predict inclusion of termination provi-
sions with those particular triggers. That is, the expected issuance of new shares exceeding 20% of the bidder’s shares
outstanding positively predicts inclusion of a bidder termination provision with a fiduciary trigger but not provisions
with other triggers; the antitrust word count positively predicts inclusion provisions with a regulatory trigger, but
not other triggers; the financial buyer indicator positively predicts inclusion of provisions with a financing trigger but
not other triggers (see Internet Appendix Table D.11).
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The results are therefore consistent with the shared gains hypothesis rather than a bidder-centric

view. However, because termination provisions and offer premiums are almost certainly negotiated

simultaneously, the inferences one can draw from model (1) are limited.

To address the issue of simultaneous determination of termination provisions and offer premi-

ums, we follow Bates and Lemmon (2003) and Officer (2003) in estimating a system of simultaneous

equations (Maddala, 1986). The first equation (model (2)) is an OLS regression with the offer pre-

mium as the dependent variable as in model (1). The second equation (model (3)) is a probit

regression with bidder termination provision inclusion as the dependent variable. The bidder ter-

mination provision and offer premium instruments are computed from first-stage regressions using

all of the control variables in both equations. The omission of some control variables from each

regression is required in order for the system to be identified. The target and bidder’s debt-to-assets

are included in (2) but omitted from the (3), while (3) includes the ”anti-trust” word count and the

new bidder shares exceeding 20% and financial buyer indicators from Table 3 which are omitted

from (2). The results in (2) are consistent with (1) as the bidder termination provision instrument

is positive and statistically significant. Moreover, in (3), there is no evidence that the causality runs

from premiums to termination provisions as the premium indicator is not statistically significant.

Last, we examine potential “frictions” that would support a bidder-centric view. In particular,

a bidder-centric view, effectively takes inclusion of a termination provision as a given because a

bidder always prefers protecting itself from price decreases. Thus, a bidder-centric view requires

the presence of external frictions in order to explain the fact that only some deals include the pro-

vision. In contrast, because our model considers the target’s sharing of gains and consenting to the

provision’s inclusion, it embeds a tradeoff that drives the optimality of inclusion, and thus does not

require external frictions. We propose and test two factors that potentially explain inclusion under

a bidder-centric view. The first is managerial entrenchment. Bidders plagued with entrenched man-

agers realize worse returns from acquisitions (Masulis et al., 2007). It is thus plausible that bidders

with entrenched managers, motivated by empire-building, are less concerned about overpaying for

acquisitions, and are therefore less likely to negotiate termination provisions. A second is excess

free cash flow. Managers of firms with excess free cash flow are more liable to invest in value-

destroying projects (Jensen, 1986). It is thus plausible such firms are less likely to be concerned
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about overpaying for acquisitions and thus be less likely to negotiate termination provisions.

We test whether bidder managerial entrenchment and excess free cash flow predict inclusion of

bidder termination provisions. We measure managerial entrenchment using the E-index (Bebchuk,

Cohen, & Ferrell, 2008). We measure excess free cash flow using the cash flow-investment gap

(Rajan & Zingales, 1998), computed following Derrien and Kecskés (2013). Under a bidder-centric

view, we expect these to negatively predict inclusion. We estimate logit regressions with bidder

termination provision inclusion as the dependent variable, and E-index and cash flow-investment

gap as explanatory variables, and include controls from model (1) of Table 2. The results are

reported in Table 5. The coefficients on the E-index and cash flow-investment gap, in models (1)

and (2), are not statistically significant.

In sum, the evidence is consistent with the notion that expected gains from inclusion of bidder

termination provisions are shared by bidders and targets. We also do not find evidence that other

frictions explain inclusion of termination provisions, which would be necessary under a bidder-

centric view. Thus, a bidder-centric view of termination provisions alone is unlikely to sufficiently

explain the use of bidder termination provisions — the sharing of gains needs to be considered.

4.3 The Pricing of Bidder Termination Fees and Value Creation

Under the shared-gains hypothesis, a termination fee should be priced to maximize the expected

gains shared by bidders and targets. In this section, we examine the relationship between the

pricing of termination fees and the value created from the inclusion of a termination provision. In

order to test this, we compare bidder termination provisions to target termination provisions.

Tables 1 and 2 indicate that target termination provision inclusion is common and strongly

predicts the inclusion of a bidder termination provision. Moreover, in 64% of the transactions with

a bidder provision, the bidder and target termination fees are equal to each other. This is likely

to be an arbitrary arrangement that eases negotiation but is potentially inefficient because the

two provisions have different implications and uses. In particular, a target has termination rights

without a termination provision — the provision is merely a commitment to pay a termination

fee. In contrast, a bidder’s termination rights are greatly increased by the inclusion of a bidder
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termination provision. The most common reason why targets terminate merger agreements is to

accept superior bids — target termination fees are thought to compensate incumbent bidders for

information production costs in such instances (Bates & Lemmon, 2003; Boone & Mulherin, 2007).31

Thus, there is no reason a priori, that two termination fees should be priced similarly (Afsharipour,

2010; Quinn, 2010). Figure 3 shows an increasing trend for bidder termination provisions with

terminations fees not equal to target termination fees (e.g. 28% in the first five years vs. 52% in

the last five years).32 Bidder termination fees also tend to be larger in deals where termination

fees are not equal (4.2%) than when they are (3.3%). We first examine whether bidder termination

provisions are priced more “efficiently” — that is, in a way that is more consistent with their option

value — when they are not priced symmetrically to target termination provisions.

In Table 6, we re-estimate models (3) and (4) from Table 2 with the inclusion of an indicator

for whether the bidder and target termination fees are not equal (Bidder Fee 6= Target Fee), and

its interactions with our main variables of interest — volatility and time. The interactions are

positive and statistically significant. In fact the coefficients on these interactions are about 3 times

and 3 times larger than their uninteracted counterparts in model (1). In model (2), we find similar

results when we replace the bidder’s asset volatility with the target’s, though it is not statistically

significant (this is also the case in Table 2). The results imply that where the two fees are not

equal to each other, variables related to option value are more strongly associated with the size of

the bidder termination fee. Thus, bidder termination fees that appear to be priced independently

from target termination fees are more consistent with the value of the real option they create —

we interpret this as indicating more efficient pricing.33

We next examine the relationship between bidder termination provisions and total value created,

as measured using bidder and targets’ combined announcement returns. Under the shared-gains

hypothesis, the provision is included when it increases the shared gains of the bidder and target. An

efficient termination fee maximizes shared gains by maximizing a bidder’s incentive to terminate

31Furthermore, Delaware courts have reacted to the concern that large target termination fees interfere with a
target board’s duty to secure the highest possible price by limiting the size of target termination fees. In contrast,
bidder termination fees have not raised such concerns.

32This is consistent with the evolution of market participants’ understanding of the use and pricing of bidder
termination provisions over time (Afsharipour, 2010).

33This need not imply that bidder termination provisions are not optimally included if the two termination fees
are equal. It is possible that the provisions are included optimally in practice, but that the bidder termination fee
deviates from the efficient price with the reciprocation of target termination fees.
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when completion increases shared gains and minimizing a bidder’s incentive to terminate when

the completion decreases shared gains. Relative to an efficient termination fee, an inefficient fee

increases the likelihood that a bidder fails to terminate value-destroying deals or terminates value-

enhancing deals, and thus decreases the shared gains created by a termination provision. We build

on the results in Table 6 by testing whether more efficiently-priced bidder termination provisions

are more strongly associated with shared gains than less efficiently-priced termination provisions.

We compute the combined gain of the bidder and target by summing up the cumulative daily

dollar abnormal returns of the target and bidder around the announcement and then dividing by the

combined market capitalizations of the bidder and target 50 trading days before the announcement

(following e.g. Ahern (2012)). Like Coates et al. (2018), we find that there is a delay between deal

announcement dates and the filing of the merger agreements with the SEC — the median delay

in our sample is 2 trading days. Therefore, in order to ensure that our event window captures the

revelation of contractual information contained in merger agreements, including bidder termination

provisions, we focus on the day (-1,+5) window around the announcement date.34

Panel A of Table 7 reports results of OLS regressions where the dependent variable is the

combined announcement return of the bidder and target in the (-1,+5) window ((Combined CAR(-

1,+5)) — defined in Table A.1). In model (1) the explanatory variable of interest is the bidder

termination provision indicator. The coefficient is positive but not statistically significant, with

similar results in model (2) where we control for target termination provisions, collars and lockup

options. Building on our analysis in Table 6, in models (3) and (4), we re-estimate (1) and (2) with

separate indicators for bidder termination fees not equal to target termination fees (Bidder Fee 6=

Target Fee), and for equal fees (Bidder Fee = Target Fee) — these proxy for efficient and inefficient

termination fees. The Bidder Fee 6= Target Fee indicator is positive and statistically significant

while Bidder Fee = Target Fee is negative and not statistically significant in both specifications.

Thus, only efficiently-priced bidder termination fees are associated with larger combined gains.35

34As we show in Internet Appendix Table D.12, we observe similar results when using the (-1,+1), (-1,+3), (-1,+7)
or (-1,+10) windows instead. Consistent with the existence of a delay between announcement dates and the filing of
merger agreements with the SEC, our results are statistically stronger and larger in economic magnitude when using
longer windows.

35Coates et al. (2018) similarly find that deals with inefficiently-priced bidder termination fees — those that are
less than or equal to target termination fees — have lower combined announcement returns.
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Selection bias is a potential concern. In particular, the termination provision inclusion and

pricing decisions are made simultaneously with other deal terms, which may be correlated with

expected gains. Furthermore, differences in firm characteristics that are correlated with expected

gains may also drive inclusion and pricing. We address this in two ways. First, in models (5) and

(6), we re-estimate (3) and (4) only for deals that include the provision and find similar results. This

suggests that selection on inclusion of the provisions alone is not driving our results. Second, we do

a matched-sample analysis. For each given deal, we define a pool of potential matches as those in

the same Fama-French 17 target industry, with the same method of payment, and the same target

termination provision status. A match is then selected from this pool using a propensity score that

is based on the target’s and bidder’s market capitalizations. In Panel B of Table 7, we compare

combined gains in deals with Bidder Fee 6= Target Fee to matched deals without the provision;

Bidder Fee = Target Fee to matched deals without the provision; Bidder Fee 6= Target Fee deals

to matched deals with Bidder Fee = Target Fee. In each case the matched deals are observably

similar and the results confirm those in Panel A. This suggests that selection on observable deal

and firm characteristics are unlikely to be driving our results. However, there remains a concern

that an omitted factor (e.g. managerial skill) explains both efficiently-priced termination fees and

higher combined gains.

Therefore, although we cannot completely rule out that the findings in this section are driven

by endogenously-determined gains and termination fees, they are consistent with an important

implication of the shared gains hypothesis — in order for a bidder termination provision to create

value for both parties, the termination fee needs to be priced correctly.

5 Conclusion

We illustrate that a bidder termination provision can create shared gains for bidders and targets,

which potentially explains the provision’s existence. We depart from existing one-sided views that

only consider the incentives of one of the transacting parties to include the termination provision.

Ultimately, whether a bidder termination provision creates value depends on the tradeoff of bidders’

incentives to terminate deals that are value-destroying — deals that should be terminated — against

their incentives to terminate deals that are value-enhancing — deals that should be completed.
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The existence of this tradeoff explains why not all deals include the provision. This tradeoff also

implies that the pricing of termination fees is an important determinant of the value created by

the inclusion of a termination provision. Like us, law scholars recognize that the provision has

option value but raise concerns that the pricing of bidder termination fees does not reflect this.

Our evidence that the size of bidder termination fees is in fact associated with the option value of

takeovers partially assuages these concerns. Yet the fact that bidder termination fees are often set

equal to target termination fees is indicative of some mis-pricing. The pricing of termination fees

affects the provision’s efficacy because termination fees determine a bidder’s incentives to terminate.

Our evidence that the provisions create value for both parties only if priced properly indicates that

the consequences of mis-pricing may be significant. Therefore, our paper broadly suggests that the

inclusion and pricing of bidder termination fees ought to be more carefully considered in practice.
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Appendix A - Variable Definitions

Table A.1: Variable Definitions
This table contains the definitions and descriptions of the variables used in the paper.

Variable Definition

Bidder Termination Provision Equals 1 if the takeover includes a provision that permits the bidder to
terminate the takeover agreement and 0 otherwise (Source: SDC, SEC
EDGAR).

Bidder Termination Fee The value of the fee payable by the bidder to the target upon terminating
the takeover agreement in $ millions (Source: SDC).

Bidder Termination Fee % The value of the bidder termination fee (see Bidder Termination Fee
definition) divided by the total value of the transaction (Source: SDC).

Target Termination Provision Equals 1 if the takeover includes a provision that permits the target to
terminate the takeover agreement and 0 otherwise (Source: SDC).

Target Termination Fee The value of the fee payable by the target to the bidder upon terminating
the takeover agreement in $ millions (Source: SDC).

Target Termination Fee % The value of the target termination fee (see Target Termination Fee
definition) divided by the total value of the transaction (Source: SDC).

Bidder-Target Asset Covariance The product of the bidder and target’s ratios of their market capital-
ization to their enterprise values, computed as market capitalization +
book debt (computed following Baker and Wurgler (2002)), multiplied
by the annualized covariance between the stock returns of the bidder
and target in the 250-trading day period ending 30 trading days before
the merger announcement.

Bidder (Target) Asset Volatility The ratio of the bidder’s (target’s) market capitalization to its enterprise
value, computed as market capitalization plus book debt (computed fol-
lowing Baker and Wurgler (2002)), multiplied by the annualized volatil-
ity of the bidder’s (target’s) stock returns in the 250-trading day period
ending 30 trading days before the merger announcement (Source Com-
pustat and CRSP).

Log(Time-to-Completion (Actual)) The natural logarithm of the time in years between the takeover’s an-
nouncement and completion or withdrawal (Source: SDC).

Collar Equals 1 if the bidder’s offer had a stock component with a collar provi-
sion fixing its value (Source: SDC).

Lockup Option Equals 1 if the merger agreement gives the bidder a right to purchase
the target’s stock at a discount to the price paid a competing bidder
(Source: SDC).

Stock Offer Equals 1 if the method of payment offered by the bidder consisted only
of the bidder’s stock (Souce: SDC).
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Stock and Cash Offer Equals 1 if the method of payment offered by the bidder consisted of
both the bidder’s stock and cash (Source: SDC)

Bidder Toehold The fraction of the target’s shares outstanding held by the bidder at the
time of the announcement of the takeover (Source: SDC).

Tender Offer Equals 1 if the bidder made a tender offer to the target’s shareholders
(Souce SDC).

Hostile Approach Equals 1 if the bidder’s approach to the target was hostile in nature
(Souce SDC).

Same Industry Equals 1 if the bidder and target belonged to the same Fama-French
49-Industry (Source: Compustat and SDC).

Bidder New Shares Issued>20% Equals 1 if the bidder’s offer had a stock component which required
it to issue new shares exceeding 20% of its existing shares outstanding
(Source: SDC).

Antitrust Word Count Count of mentions of the word “antitrust” in the proxy circular filed in
connection with the transaction with the SEC (Source: EDGAR).

Financial Buyer Equals 1 if SDC classifies the bidder as a financial buyer (Souce SDC).

Log(Target (Bidder) Market Capital-
ization)

Natural logarithm of the market capitalization of the target (bidder) 50
trading days before the takeover announcement (Source: CRSP).

Target (Bidder) Market-to-Book Assets The ratio of the target’s (bidder’s) market value of assets to book value
computed following Baker and Wurgler (2002) (Source: Compustat).

Target Market Cap. / Bidder Market
Cap.

The ratio of the market capitalizations of the target and bidder 50 trad-
ing days before the takeover announcement (Source: CRSP).

Target (Bidder) Debt/Assets The sum of the target’s (bidder’s) long-term debt and debt in current
liabilities divided by total assets (Source: Compustat).

Combined CAR(-1,+5) The sum of the target and bidder’s cumulative dollar abnormal returns
in the (-1,+5) day-window around the announcement of the takeover
divided by the sum of the target and bidder’s market capitalizations 50
trading days before the takeover announcement date (Source: CRSP).

Offer Premium Initial offer price per share divided by the target’s stock price 50 trading
days before the takeover announcement (Source: CRSP and SDC).

Transaction Value Total value of the bidder’s offer in $ millions (Source: SDC).

Bidder E-index The bidder’s entrenchment index computed following Bebchuk et al.
(2008) (Source: ISS).

Bidder Cash Flow-Investment Gap Difference between the bidder’s cash flow and investment computed fol-
lowing Derrien and Kecskés (2013) (Source: Compustat).
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Figure 1:
Fraction of Deals with Bidder Termination Provisions by Year
This graph shows the fraction of announced takeovers that included bidder termination provisions in a sample of
takeovers announced between 1997 and 2013 involving bidders and targets that were both publicly listed U.S. firms.
The data are grouped by the year the takeover was announced.
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Figure 2:
Fraction of Deals with Bidder Termination Provisions by Industry
This graph shows the fraction of announced takeovers that included bidder termination provisions in a sample of
takeovers announced between 1997 and 2013 involving bidders and targets that were both publicly listed U.S. firms.
The data are grouped by the target’s Fama-French 10-industry classification.
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Figure 3:
Fraction of Deals with Bidder Termination Fees Not Equal to Target Termination Fees
This graph shows the fraction of announced takeovers where the bidder termination fee was different from the target
termination fee. The sample consists of takeovers announced between 1997 and 2013 involving bidders and targets
that were both publicly listed U.S. firms. The data are grouped by the year the takeover was announced.
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Table 1:
Descriptive Statistics for Target, Acquirer and Transaction Characterisitcs
This table reports descriptive statistics for the variables used in our study of bidder termination provisions. The sample consists
of takeovers announced between 1997 and 2013 involving bidders and targets that were both publicly listed U.S. firms with
required data available in CRSP and Compustat. All variables are defined in Table A.1. The full sample is also split into deals
with and without bidder termination provisions. *, **, and *** indicate statistical significance at the 10%, 5%, and 1% levels,
respectively, for the difference in means (t-test) and medians (Wilcoxon signed-rank test) between the samples of deals with
and without bidder termination provisions.

Deals with a Bidder Deals without a Bidder
All Deals Termination Provision Termination Provision
(N=2078) (N=416) (N=1662)

Mean Median Std. Dev. Mean Median Mean Median

Bidder Termination Provision 0.19 0.00 0.39 1.00 1.00
Bidder Termination Fee $ 15.40 0.00 107.35 73.55 15.00
Bidder Termination Fee % 0.01 0.00 0.02 0.04 0.03
Target Termination Provision 0.77 1.00 0.42 0.97 1.00 0.72*** 1.00***
Target Termination Fee $ 31.86 5.50 106.19 59.69 15.00 24.89*** 4.00***
Target Termination Fee % 0.03 0.03 0.02 0.03 0.03 0.02*** 0.03***
Bidder-Target Asset Covariance 0.03 0.01 0.08 0.04 0.01 0.03** 0.01***
Bidder Asset Volatility 0.29 0.22 0.26 0.33 0.27 0.28*** 0.22***
Target Asset Volatility 0.35 0.29 0.31 0.36 0.29 0.35 0.29
Time-to-Completion (Actual) 0.35 0.31 0.22 0.41 0.36 0.34*** 0.29***
Log(Time-to-Completion (Actual)) -1.22 -1.17 0.63 -1.00 -1.02 -1.28*** -1.24***
Collar 0.09 0.00 0.28 0.07 0.00 0.09 0.00
Lockup Option 0.13 0.00 0.33 0.11 0.00 0.13 0.00
Stock Offer 0.32 0.00 0.47 0.39 0.00 0.30*** 0.00***
Stock and Cash Offer 0.35 0.00 0.48 0.43 0.00 0.32*** 0.00***
Cash Offer 0.34 0.00 0.47 0.18 0.00 0.38*** 0.00***
Bidder Toehold 0.08 0.00 0.78 0.00 0.00 0.10*** 0.00**
Tender Offer 0.16 0.00 0.37 0.06 0.00 0.18*** 0.00***
Hostile Approach 0.02 0.00 0.14 0.01 0.00 0.02*** 0.00**
Same Industry 0.62 1.00 0.48 0.67 1.00 0.61** 1.00**
Bidder New Shares Issued >20% 0.24 0.00 0.43 0.55 1.00 0.16*** 0.00***
Anti-trust Word Count 6.48 3 9.63 7.61 4.00 6.19** 2.00***
Financial Buyer 0.04 0.00 0.19 0.07 0.00 0.03*** 0.00***
Completed Deal 0.88 1.00 0.32 0.92 1.00 0.87*** 1.00***
Target Market Cap. 993.97 181.89 3298.87 1523.92 346.26 861.32*** 158.15***
Log(Target Market Cap.) 12.20 12.11 1.74 12.72 12.75 12.07*** 11.97***
Target Market-to-Book Assets 1.83 1.22 1.97 1.90 1.31 1.81 1.19**
Bidder Market Cap. 14808.30 1677.69 43580.19 9245.70 1154.72 16200.62*** 1807.27***
Log(Bidder Market Cap.) 14.47 14.33 2.05 14.01 13.96 14.58*** 14.41***
Bidder Market-to-Book Assets 2.25 1.43 3.03 2.23 1.45 2.25 1.42
Target Market Cap./Bidder Market Cap. 0.28 0.13 0.44 0.47 0.36 0.23*** 0.10***
Target Debt/Assets 0.19 0.13 0.21 0.21 0.15 0.19** 0.12**
Bidder Debt/Assets 0.21 0.17 0.18 0.22 0.19 0.20* 0.17
Bidder E-index 2.29 2 1.34 2.40 2.00 2.27 2.00
Bidder Cash Flow-Investment Gap -0.05 0.01 0.22 -0.10 0.01 -0.04*** 0.01**
Combined CAR(-1,+5) 0.01 0.01 0.09 0.01 0.01 0.01 0.01
Premium 0.48 0.37 0.93 0.49 0.32 0.48 0.38**
Transaction Value 1471.7 292.77 4496.59 2187.45 534.72 1292.54*** 246.16***
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Table 2:
Determinants of Bidder Termination Provision Inclusion, Termination Fees and Transaction Value
This table reports estimates from regressions that examine the use of bidder termination provisions in takeover agreements. The sample consists of takeovers announced between
1997 and 2013 involving bidders and targets that were both publicly listed U.S. firms. Models (1) and (2) report estimates of logit regressions where the dependent variable
equals 1 if the takeover agreement included a bidder termination provision. Models (3)-(10) report estimates of OLS regressions. In (3)-(8), the sample is restricted to deals
that included a bidder termination provision. In (3) and (4), the dependent variable is the value of the bidder termination fee divided by the total value of the transaction.
In (5) and (6), the dependent variable is the value of the bidder termination fee. In (7)-(10), the dependent variable is the total value of the transaction. In (9) and (10), the
sample is restricted to deals that did not include a bidder termination provision. The explanatory variables are defined in Table A.1. Announcement year fixed effects and target
Fama-French 17 Industry fixed effects are included. t-statistics are computed using heteroscedasticity-consistent standard errors. *, **, and *** indicate statistical significance
at the 10%, 5%, and 1% levels, respectively.

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

Dependent Variable:
=1 if Deal Includes

Termination Fee % Termination Fee $ Transaction Value $
Termination Provision

Sample: All Deals With Termination Provision Without

Bidder-Target Asset Covariance -2.490* -2.464* -0.0643*** -0.0206 -263.7* -166.1 -4789.7** -2602.1 -3276.8 -2963.3
(-1.73) (-1.82) (-2.63) (-0.87) (-1.88) (-1.30) (-2.11) (-1.30) (-1.46) (-1.25)

Bidder Asset Volatility 0.927** 0.0282*** 127.0** 2903.7*** 437.1
(2.20) (3.11) (2.37) (2.97) (1.00)

Target Asset Volatility 0.895** 0.00644 57.20 1334.4** 190.7
(2.55) (0.79) (1.32) (2.17) (0.43)

Log(Time-to-Completion (Actual)) 0.745*** 0.761*** 0.0125*** 0.0114** 82.73*** 79.00** 1506.5*** 1423.0*** 479.0** 467.7**
(5.16) (5.32) (2.66) (2.52) (2.63) (2.56) (3.72) (3.52) (2.49) (2.45)

Target Termination Provision 2.739*** 2.746*** -0.0330* -0.0325* -52.43 -50.79 -733.0 -695.8 -585.5** -580.3**
(8.23) (8.15) (-1.71) (-1.68) (-1.53) (-1.41) (-1.10) (-1.05) (-2.34) (-2.28)

Collar -0.616*** -0.596** -0.00793** -0.00597 -7.678 2.844 -28.82 213.8 -418.1** -415.6**
(-2.62) (-2.52) (-2.05) (-1.59) (-0.37) (0.14) (-0.05) (0.34) (-2.33) (-2.33)

Lockup Option 0.248 0.255 0.00157 0.00103 -33.07 -35.09 -691.6 -736.8 -257.1 -265.1
(1.05) (1.09) (0.42) (0.28) (-1.36) (-1.44) (-1.19) (-1.24) (-0.86) (-0.88)

Stock Offer 0.477** 0.504** -0.0121** -0.0106* -71.23 -64.56 -224.6 -73.24 120.9 144.2
(2.19) (2.33) (-2.10) (-1.86) (-1.62) (-1.51) (-0.51) (-0.16) (0.53) (0.64)

Stock and Cash Offer 0.115 0.137 -0.0167*** -0.0164*** -60.75 -59.40 409.4 439.6 572.9* 586.8**
(0.55) (0.66) (-3.13) (-3.04) (-1.33) (-1.30) (0.81) (0.87) (1.92) (1.97)

Bidder Toehold -0.493** -0.497** 0.0475*** 0.0491*** -145.2** -139.1* -2090.2** -1951.1* -87.58 -87.04
(-2.54) (-2.49) (5.75) (5.96) (-1.98) (-1.92) (-2.04) (-1.89) (-1.39) (-1.38)

Tender Offer -0.449* -0.454* -0.00859 -0.00786 -61.06* -59.27* -473.9 -433.9 -111.7 -111.6
(-1.69) (-1.69) (-1.09) (-0.99) (-1.72) (-1.66) (-0.88) (-0.79) (-0.56) (-0.56)

Hostile Approach -0.434 -0.457 -0.00207 -0.00177 -98.56 -94.98 -1634.5 -1554.1 529.1 532.9
(-0.70) (-0.73) (-0.18) (-0.16) (-0.87) (-0.87) (-0.62) (-0.61) (0.34) (0.34)

Same Industry -0.0480 -0.0421 -0.000388 0.00108 -20.14 -14.17 -274.5 -138.9 142.3 160.4
(-0.34) (-0.30) (-0.13) (0.35) (-0.90) (-0.66) (-0.74) (-0.38) (0.89) (1.02)

Log(Target Market Cap.) 0.692*** 0.720*** -0.000475 -0.000456 63.01*** 65.40*** 1612.1*** 1668.5*** 1234.2*** 1238.0***
(6.27) (6.56) (-0.27) (-0.25) (4.60) (4.48) (5.47) (5.49) (8.10) (7.75)

Target Market-to-Book Assets 0.000732 -0.0223 0.000698 0.000387 -6.628 -9.013* -161.8 -216.8* 2.235 -2.441
(0.02) (-0.55) (1.24) (0.72) (-1.27) (-1.69) (-1.48) (-1.88) (0.02) (-0.02)

Log(Bidder Market Cap.) -0.621*** -0.647*** 0.000396 -0.000279 10.14 5.863 390.5** 292.2* 193.1*** 182.2**
(-5.91) (-6.28) (0.25) (-0.17) (1.23) (0.72) (2.15) (1.66) (2.64) (2.57)

Bidder Market-to-Book Assets -0.00723 -0.00200 -0.000707 -0.000254 -1.503 0.492 -48.09 -2.896 47.35 51.31
(-0.31) (-0.09) (-1.60) (-0.69) (-0.72) (0.23) (-0.89) (-0.05) (0.54) (0.60)

Target Market. Cap./Bidder Market. Cap. -0.101 -0.138 -0.00646 -0.00727 -46.20 -52.65* 40.68 -107.5 931.0** 919.8**
(-0.44) (-0.61) (-1.24) (-1.37) (-1.56) (-1.68) (0.07) (-0.18) (2.04) (2.00)

Constant -2.853*** -2.884*** 0.119** 0.129** -625.8*** -604.1*** -22802.9*** -22324.8*** -15568.4*** -15465.4***
(-3.06) (-3.11) (2.21) (2.23) (-3.52) (-3.33) (-6.45) (-6.38) (-7.30) (-7.13)

Year FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Industry FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Observations 2078 2078 416 416 416 416 416 416 1662 1662
Adjusted [Pseudo] R-squared [0.249] [0.249] 0.191 0.172 0.257 0.252 0.417 0.412 0.302 0.302
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Table 3:
Inclusion of Bidder Termination Provisions and Potential Termination Triggers
This table reports estimates from logit regressions that examine the inclusion of bidder termination provisions in takeover
agreements. The sample consists of takeovers announced between 1997 and 2013 involving bidders and targets that were both
publicly listed U.S. firms. The dependent variable equals 1 if the takeover agreement included a bidder termination provision.
The explanatory variables are defined in Table A.1. Announcement year fixed effects and target Fama-French 17 Industry
fixed effects are included. t-statistics are computed using heteroscedasticity-consistent standard errors. *, **, and *** indicate
statistical significance at the 10%, 5%, and 1% levels, respectively.

(1) (2) (3) (4)
Dependent Variable: =1 if Deal Includes Termination Provision

Bidder New Shares Issued >20% 1.093*** 1.116***
(6.17) (5.98)

Antitrust Word Count 0.0190** 0.0182**
(2.39) (2.33)

Financial Buyer 0.886*** 0.855***
(2.94) (2.70)

Target Termination Provision 2.832*** 2.718*** 2.883*** 2.770***
(8.38) (8.00) (8.61) (7.93)

Collar -0.355 -0.609** -0.574** -0.384
(-1.45) (-2.47) (-2.47) (-1.48)

Lockup Option 0.190 0.167 0.215 0.0850
(0.80) (0.70) (0.95) (0.33)

Stock Offer 0.156 0.816*** 0.638*** 0.317
(0.68) (3.44) (3.03) (1.26)

Stock and Cash Offer -0.0116 0.409* 0.321 0.102
(-0.05) (1.82) (1.59) (0.44)

Bidder Toehold -0.406** -0.445** -0.514*** -0.454***
(-2.23) (-2.58) (-2.92) (-2.71)

Tender Offer -0.668*** -0.542** -0.757*** -0.449*
(-2.60) (-2.04) (-2.91) (-1.69)

Hostile Approach 0.0564 -0.0659 -0.0466 0.1000
(0.08) (-0.10) (-0.07) (0.15)

Same Industry -0.0442 -0.140 -0.0646 -0.130
(-0.32) (-0.98) (-0.47) (-0.88)

Log(Target Market Cap.) 0.485*** 0.668*** 0.692*** 0.450***
(4.73) (5.96) (6.35) (4.29)

Target Market-to-Book Assets -0.0254 -0.0229 -0.0174 -0.0334
(-0.59) (-0.55) (-0.43) (-0.73)

Log(Bidder Market Cap.) -0.436*** -0.640*** -0.645*** -0.423***
(-4.51) (-6.11) (-6.24) (-4.32)

Bidder Market-to-Book Assets -0.000239 -0.00845 -0.00561 -0.00280
(-0.01) (-0.35) (-0.24) (-0.10)

Target Market Cap./Bidder Market Cap. -0.0590 -0.123 -0.0955 -0.0822
(-0.29) (-0.53) (-0.40) (-0.42)

Constant -3.719*** -2.944*** -3.288*** -3.400***
(-4.18) (-3.30) (-3.84) (-3.61)

Year FE Yes Yes Yes Yes
Target Industry FE Yes Yes Yes Yes
Observations 2078 1893 2078 1893
Pseudo R-squared 0.254 0.227 0.239 0.251

41



Table 4:
Bidder Termination Provisions and Offer Premiums
This table reports estimates from regressions that examine deal offer premiums and bidder termination provision inclusion. The
sample consists of takeovers announced between 1997 and 2013 involving bidders and targets that were both publicly listed U.S.
firms, with data on the offer price available in SDC. The dependent variable in models (1) and (2) is the initial offer price per
share reported in SDC divided by the target’s stock price 50 trading days before the takeover announcement. Model (1) is an
OLS regression. Model (2) and (3) are estimated simultaneously following Maddala (1986). The dependent variable in model
(3) is an indicator equal to 1 if the takeover agreement included a bidder termination provision. The instruments are estimated
from the simultaneous system. Some variables in model (2) are omitted from model (3), and vice versa, in order for the system
to be identified. The explanatory variables are defined in Table A.1. Announcement year fixed effects and target Fama-French
17 Industry fixed effects are included. t-statistics are computed using heteroscedasticity-consistent standard errors. *, **, and
*** indicate statistical significance at the 10%, 5%, and 1% levels, respectively.

(1) (2) (3)
Specification: OLS Simultaneous Estimation

Dependent Variable: Offer Premium
=1 if Deal Includes

Termination Provision

Bidder Termination Provision 0.0523*
(1.87)

Bidder Termination Provision Instrument 0.0953**
(2.03)

Premium Instrument 0.432
(0.28)

Target Termination Provision 0.0462 -0.0722 1.303***
(1.63) (-1.01) (7.61)

Collar 0.0123 0.0435 -0.275*
(0.33) (0.92) (-1.77)

Lockup Option 0.0501 0.0459 -0.00452
(1.26) (1.08) (-0.03)

Stock Offer -0.0516* -0.0806** 0.226
(-1.68) (-2.01) (1.47)

Stock and Cash Offer 0.0311 0.0205 0.0734
(1.13) (0.62) (0.54)

Bidder Toehold 0.0110 0.0350 -0.255
(0.79) (1.21) (-1.08)

Tender Offer 0.0279 0.0570 -0.290*
(0.89) (1.41) (-1.86)

Hostile Approach 0.0295 0.0409 -0.0216
(0.57) (0.46) (-0.05)

Same Industry 0.0448** 0.0486* -0.0725
(1.98) (1.92) (-0.67)

Log(Target Market Cap.) -0.0909*** -0.113*** 0.242
(-7.96) (-6.66) (1.55)

Target Market-to-Book Assets -0.00885 -0.00572 -0.0356
(-1.11) (-0.76) (-1.22)

Log(Bidder Market Cap.) 0.0393*** 0.0605*** -0.217***
(4.10) (3.94) (-2.93)

Bidder Market-to-Book Assets 0.00481 0.00427 0.00482
(0.71) (0.94) (0.28)

Target Market Cap./Bidder Market Cap. -0.0503* -0.0575* 0.0156
(-1.65) (-1.69) (0.11)

Target Debt/Assets -0.113** -0.105*
(-2.13) (-1.70)

Bidder Debt/Assets -0.0528 -0.0586
(-0.91) (-0.83)

Bidder New Shares Issued ¿20% 0.630***
(4.83)

Antitrust Word Count 0.00940*
(1.66)

Financial Buyer 0.366*
(1.65)

Constant 0.831*** 0.974*** -1.780
(6.75) (6.26) (-1.30)

Year FE Yes Yes Yes
Industry FE Yes Yes Yes
Observations 1751 1751 1751
R-squared [Pseudo R-squared] 0.184 0.185 [0.237]
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Table 5:
Inclusion of Bidder Termination Provisions, Managerial Entrenchment, and Excess Free Cash Flow
his table reports estimates from logit regressions that examine the inclusion of bidder termination provisions in takeover
agreements. The sample consists of takeovers announced between 1997 and 2013 involving bidders and targets that were both
publicly listed U.S. firms. The dependent variable equals 1 if the takeover agreement included a bidder termination provision.
Bidder E-index is the bidder’s entrenchment index computed from ISS data following Bebchuk et al. (2008). Bidder Cash
Flow-Investment gap is the difference between the bidder’s annual cash flows and investment computed from Compustat data
following Derrien and Kecskés (2013). The other explanatory variables are defined in Table A.1. Announcement year fixed
effects and target Fama-French 17 Industry fixed effects are included. (1) only includes deals for which data on the bidder’s E-
index is available t-statistics are computed using heteroscedasticity-consistent standard errors. *, **, and *** indicate statistical
significance at the 10%, 5%, and 1% levels, respectively.

(1) (2)
Dependent Variable: =1 if Deal Includes Termination Provision

Bidder E-index -0.0165
(-0.22)

Bidder Cash Flow-Investment Gap -0.428
(-1.22)

Target Termination Provision 2.766*** 2.837***
(4.68) (8.54)

Collar -1.597*** -0.566**
(-3.72) (-2.43)

Lockup Option 0.150 0.243
(0.43) (1.07)

Stock Offer 0.944*** 0.609***
(3.23) (2.86)

Stock and Cash Offer 0.718*** 0.304
(2.79) (1.50)

Bidder Toehold -3.548*** -0.441**
(-9.62) (-2.39)

Tender Offer -0.554* -0.754***
(-1.77) (-2.91)

Hostile Approach -0.0524 -0.0947
(-0.07) (-0.14)

Same Industry -0.428** -0.0682
(-2.26) (-0.49)

Log(Target Market Cap.) 0.632*** 0.703***
(4.33) (6.44)

Target Market-to-Book Assets -0.0964 -0.0183
(-1.48) (-0.46)

Log(Bidder Market Cap.) -0.517*** -0.640***
(-3.66) (-6.18)

Bidder Market-to-Book Assets 0.0553 -0.00666
(0.85) (-0.28)

Target Market Cap./Bidder Market Cap. 0.125 -0.107
(0.26) (-0.45)

Constant -4.748*** -3.779***
(-3.54) (-4.55)

Year FE Yes Yes
Target Industry FE Yes Yes
Observations 1185 2078
Pseudo R-squared 0.259 0.234
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Table 6:
The Pricing of Bidder Termination Fees and Target Termination Fees
This table reports estimates from OLS regressions that examine the size of bidder termination fees payable by a bidder upon
terminating a takeover agreement. The sample consists of takeovers announced between 1997 and 2013 involving bidders and
targets that were both publicly listed U.S. firms, that included a bidder termination provision in the takeover agreement. The
dependent variable is the value of the bidder termination fee divided by the total value of the transaction. Bidder Fee 6= Target
Fee equals 1 if the bidder termination fee equals the target termination fee or if there is a bidder termination provision and
no target termination provision, and 0 otherwise. The other explanatory variables are defined in Table A.1.Year fixed effects
and target Fama-French 17 Industry fixed effects are included. t-statistics are computed using heteroscedasticity-consistent
standard errors. *, **, and *** indicate statistical significance at the 10%, 5%, and 1% levels, respectively.

(1) (2)
Bidder Termination Fee %

Bidder-Target Asset Covariance -0.0510** -0.0278
(-2.27) (-1.18)

Bidder Asset Volatility 0.0140*
(1.77)

Target Asset Volatility 0.00121
(0.15)

Log(Time-to-Completion (Actual)) 0.00730** 0.00679**
(2.32) (2.09)

Bidder Fee 6= Target Fee -0.00183 0.00209
(-0.16) (0.20)

Bidder Target Covariance × Bidder Fee 6= Target Fee -0.0406 0.0134
(-0.64) (0.22)

Bidder Asset Volatility × Bidder Fee 6= Target Fee 0.0417*
(1.85)

Target Asset Volatility × Bidder Fee 6= Target Fee 0.0181
(1.02)

Log(Time-to-Completion (Actual)) × Bidder Fee 6= Target Fee 0.0150* 0.0150*
(1.81) (1.75)

Target Termination Provision -0.0374* -0.0396*
(-1.80) (-1.89)

Collar -0.00481 -0.00378
(-1.22) (-0.95)

Lockup Option 0.00208 0.00170
(0.51) (0.41)

Stock Offer -0.00971 -0.00894
(-1.64) (-1.50)

Stock and Cash Offer -0.0159*** -0.0157***
(-3.05) (-2.92)

Bidder Toehold 0.0458*** 0.0477***
(6.13) (6.28)

Tender Offer -0.00687 -0.00404
(-0.92) (-0.52)

Hostile Approach -0.0202 -0.0205
(-0.98) (-1.04)

Same Industry -0.00140 0.000188
(-0.43) (0.06)

Log(Target Market Cap.) -0.000574 -0.000402
(-0.31) (-0.20)

Target Market-to-Book Assets 0.000748 0.000574
(1.46) (1.16)

Log(Bidder Market Cap.) 0.000293 -0.000474
(0.17) (-0.26)

Bidder Market-to-Book Assets -0.000790* -0.000433
(-1.74) (-1.13)

Target Market Cap./Bidder Market Cap. -0.00729 -0.00784
(-1.42) (-1.54)

Constant 0.130** 0.141***
(2.51) (2.61)

Year FE Yes Yes
Target Industry FE Yes Yes
Observations 416 416
Adjusted R-squared 0.257 0.238
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Table 7:
Bidder Termination Provisions and Takeover Value Creation
Panel A of this table reports estimates from OLS regressions that examine the wealth gains in takeovers. The sample in (1)-(4)
((5)-(6)) consists of takeovers announced between 1997 and 2013 involving bidders and targets that were both publicly listed
U.S. firms (that included a bidder termination provision). The dependent variable, is the combined gain of the bidder and
target around the takeover announcement which is computed as the sum of the bidder and target’s cumulative dollar abnormal
returns around the takeover announcement in the (-1,+5) window, divided by the sum of the bidder’s and target’s market
capitalizations measured 50 trading days before the takeover announcement. BTP with Bidder Fee 6= Target Fee equals 1 if
both a bidder and target termination provision are included with the bidder termination fee not equal to the target termination
fee or if there is a bidder termination provision and no target termination provision, and equals 0 otherwise. BTP with
Bidder Fee = Target Fee equals 1 if both a bidder and target termination provision are included with the bidder termination
fee equal to the target termination fee, and equals 0 otherwise. The other explanatory variables are defined in Table A.1.
Announcement year fixed effects and target Fama-French 17 Industry fixed effects are included. t-statistics are computed using
heteroscedasticity-consistent standard errors. *, **, and *** indicate statistical significance at the 10%, 5%, and 1% levels,
respectively.

Panel A: OLS Regressions

(1) (2) (3)
All Deals Deals with a BTP

Dependent Variable: Combined CAR(-1,+5)

Bidder Termination Provision 0.00457
(0.92)

Bidder Termination Fee 6= Target Termination Fee 0.0232*** 0.0286***
(3.48) (2.97)

Bidder Termination Fee = Target Termination Fee -0.00690
(-1.09)

Target Termination Provision -0.00564 -0.00458 -0.0565**
(-1.23) (-1.01) (-2.17)

Collar 0.00763 0.00741 0.00226
(1.21) (1.17) (0.14)

Lockup Option 0.00366 0.00353 0.0255
(0.62) (0.60) (1.63)

Stock Offer -0.0305*** -0.0298*** -0.0445***
(-5.74) (-5.62) (-2.89)

Stock and Cash Offer -0.0133*** -0.0134*** -0.0125
(-3.13) (-3.15) (-0.92)

Bidder Toehold -0.0000299 0.0000706 0.0208
(-0.02) (0.05) (0.81)

Tender Offer 0.00634 0.00604 0.00309
(1.24) (1.19) (0.18)

Hostile Approach -0.00744 -0.00772 -0.00910
(-0.63) (-0.66) (-0.30)

Same Industry -0.000806 -0.00111 -0.00819
(-0.22) (-0.30) (-0.79)

Log(Target Market Cap.) 0.00287* 0.00297* 0.00387
(1.89) (1.96) (0.72)

Target Market-to-Book Assets -0.00143 -0.00125 0.00183
(-1.28) (-1.12) (0.62)

Log(Bidder Market Cap.) -0.00558*** -0.00582*** -0.00951**
(-4.40) (-4.57) (-2.00)

Bidder Market-to-Book Assets -0.000684 -0.000644 -0.00228
(-0.60) (-0.57) (-1.29)

Target Market Cap./Bidder Market Cap. 0.000297 0.000701 0.0168
(0.05) (0.12) (1.00)

Constant 0.0941*** 0.0939*** 0.131**
(4.43) (4.44) (2.37)

Year FE Yes Yes Yes
Industry FE Yes Yes Yes
Observations 2078 2078 416
Adjusted R-squared 0.054 0.061 0.126
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Table 7 Continued:
Panel B of this table reports results of matching analysis of the combined gains in takeovers that include bidder termination
provisions. The table reports means for four subsamples of deals with bidder termination provisions and a corresponding
matched sample constructed (with replacement) as follows. For a given deal with a bidder termination provision, potential
matched deals are those in the same Fama-French 17 target industry, with the same method of payment, and the exact same
target termination provision status. A match is then selected from the pool of potential matches using a propensity score that
is based on the target’s and bidder’s market capitalizations measured 50 trading days before the takeover announcement. Only
deals for which a suitable match is available are included in the analysis. t-statistics and p-values that evaluate whether the
differences between the means are statistically significant are reported for each subsample. The first subsample consists of
399 deals with a bidder termination provision that have a bidder termination fee and a matched sample selected from deals
without a bidder termination provision. The second subsample consists of 136 deals with a bidder termination provision that
have a bidder termination fee that is not equal to the target termination fee (if included). The matched sample is selected from
deals that do not have a bidder termination provision. The third subsample consists of 258 deals with a bidder termination
provision that have a bidder termination fee that is equal to the target termination fee, and a matched sample of deals without
a bidder termination provision. The fourth subsample consists of 113 deals with a bidder termination provision that have a
bidder termination fee that is not equal to the target termination fee (deals without a target termination fee are excluded)
and a matched sample of deals with a bidder termination provision with a bidder termination fee that is equal to the target
termination fee.

Panel B: Matched Sample Analysis

N
Mean Combined CAR(-1,+5)

t-stat p-value
BTF Deals Matched Deals

BTP vs. No BTP 798 0.011 0.001 1.64 0.10

BTF 6= TTF vs. No BTP 272 0.034 0.011 2.37 0.02

BTF = TTF vs. No BTP 516 -0.001 0.002 0.43 0.67

BTF 6= TTF vs. BTF=TTF 226 0.027 0.000 2.53 0.01
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