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CORPORATE CULTURE AND MERGER SUCCESS

Franco Fiordelisi*, Ornella Ricci*, Franco Saverio Stentella Lopes™*

ABSTRACT

We show that corporate culture influences both the probability to act as an acquirer and
the merger outcome. Based on the Competing Values Framework, we disentangle com-
panies culturally oriented inside their organization from companies oriented outside their
organization. We find that an internally oriented corporate culture significantly decreases
the participation to merger deals, but it has a positive impact on post-merger operating
performance. We also show that paid family leave programs at state level exogenously
shift the corporate culture of affected companies inside their organization. We use this
shock to corporate culture to validate all our results.

KEYWORDS: corporate culture; competing values framework; mergers; operating perfor-
mance.
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I. Introduction

It is widely believed that corporate culture' is important to the success of an
acquisition (Larsson, Brousseau, Driver, Sweet, 2004; Kusstatscher and Cooper,
2005). However, anecdotal evidence suggests that the majority of mergers are
concluded without a specific strategy to integrate the culture of merging
companies (Bouwman, 2013). Why do firms merge without a plan for cultural
integration? One explanation is that mergers and acquisitions are generally
conducted with a focus on the external of the organization: Acquirer companies
are often in search of gaining market shares or achieving operational efficiencies
lowering production costs (Sheen, 2014). The acquiret’s focus generally shifts on
the internal side of the organization when the deal is completed and it emerges
the need to harmonize and to integrate multiple payroll systems, sales compen-
sation models and, more generally, different corporate cultures. In this paper, we
examine whether companies culturally oriented inside their organization tend to
be more careful in selecting target companies and obtain better results with their
deals.

The merger between HP and Compaq shows how the importance of considering
the relation between corporate culture and M&A. When the merger was initially
disclosed in 2001, it was announced as a great opportunity to build a strong
customer base and, especially, achieve large cost savings. Compaq’s stockholders
received the merger announcement with excitement. The company had a strong
market-oriented culture and a business strategy based on low-margin high-volume
products: Thus, a merger aiming to achieve cost savings was fully in line with
Compagq’s values and strategy. HP was the opposite case. Over the years the
company had built a culture oriented inside the organization, based on employees’
commitment, satisfaction and loyalty. Immediately after the announcement of
the deal, the merger was strongly opposed by the hires of HP funders, arguably
the stockholders with the deepest knowledge on HP’s culture. The rationale for
the opposition was based on the violation of HP’s values. In a statement David
Packard, son of a co-founder of the company said: “For over fifty years, one of HPs
Jfundamental corporate objectives has been to provide long-term employment for its people” and
that “Bill (Hewlett) and Dave (Packard, HPY co-founders) never developed a premeditated
business strategy that treated HP employees as expendable’. The merger ultimately took
place: although it was not a total disaster, the expected synergies did not fully
materialize (Bouwman, 2013).

!'The cultural conflict between two merging companies may lead to lower commitment and co-
operation (Buono, Bowditch, Lewis, 1985), greater turnover among acquired executives (Lubatkin,
Schweiger, Weber, 1999) and decline in shareholder value of the buying firm (Chatterjee, Lu-
batkin, Schweiger, Weber, 1992).
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This example illustrates a number of important features of the relation between
corporate culture and M&A that we study in our paper. First, companies oriented
inside their organizations are more aware of potential cultural clashes in the post-
merger integration period and may be more careful in selecting the target com-
pany. We conjecture that these companies announce a lower number of mergers
when compared to companies oriented outside their organizations. We also argue
that this stricter selection process improves the performance of the deal as cap-
tured by the post-deal operating performance.

The empirical test of our conjectures is difficult since the measurement of cor-
porate culture using large sample of companies is not easy. In order to disentangle
companies oriented outside the organizations from other companies, we leverage
the Competing Value Framework (CVF) developed by Quinn and Rohrbaugh
(1983) and Cameron, De Graff, Quinn and Thakor (2006). The premise of the
CVF is that culture varies according to two dimensions: 1) externally vs. internally
oriented cultures, and 2) flexible over stable cultures. Combining these two di-
mensions, there are four basic competing values, preferences or priorities within
every company: adhocracy (external and flexible culture), market (external and
stable culture), hierarchy (internal and stable culture), and clan (internal and flex-
ible culture). This framework perfectly fits modern corporations nowadays, as
managers regularly confront issues such as how to be innovative, how to stay
competitive, how to organize and deploy resources, and how to collectively
change and grow as a company. Based on the CVE, we compile a new dataset on
corporate culture measures for the population of Compustat firms using text
analysis. Specifically, we examine the item 7 of 10ks, the Management’s Discus-
sion and Analysis (MD&As). The premise of text analysis is that the words and
language used in a company’s MD&A reveal some information on the organiza-
tional culture it has developed over time. The text analysis approach has been
employed by a growing number of finance and accounting papers to examine
the tone and sentiment of corporate documents, newspaper articles, press re-
leases, and investor message boards (see, for example, Antweiler and Frank, 2004;
Tetlock, 2007; Li, 2008; Tetlock, Saar-Tsechansky, and Mackassy, 2008; Loughran
and McDonald, 2011, and 2014; and Jegadeesh and Wu, 2013; Hoberg and
Phillips, 2016 and 2018). We first identify a set of keywords and their synonyms
for each of the cultural dimensions. We then compute the frequency with which
these different sets of words occur in MD&As to measure cultural dimensions.
In the final step, we match our corporate culture measures with accounting in-
formation from Compustat and a sample of mergers announced between 1995
and 2015 from SDC.

F. Fiordelisi, O. Ricci, F.S. Stentella Lopes 11
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The construction of a large dataset of corporate culture measures (all US listed
companies) and M&A deals (deals involving US listed companies between 1995
and 2015) enables us to empirical answer our main research questions: are com-
panies culturally oriented inside their organization more careful in selecting target
companies? and do these companies obtain better results with their deals? We
show that companies oriented inside the organization are less likely to acquire
other companies but obtain better results from their deals as captured by post-
merger operating performance. Specifically, we find that one standard deviation
shift in our cultural orientation variable from external to internal decreases the
number of acquisitions announced by a company in a year by 5.7% of the average
number of acquisitions announced by companies in our sample. This decrease
in the number of acquisitions is also reflected in the post-merger operating per-
formance of the acquiring companies which increases by 1.4%. This is a very
large improvement in performance and represents 12% of the interquartile range
of the difference in operating performance three years after the merger comple-
tion in our sample.

To face identification issues, in the first part of the paper we use different sets
of fixed effects to control for time-varying characteristics of the states and
industries in which the companies in our sample operate. We also use auditor
fixed effects to control for persistent characteristics of auditors involved in the
completion of accounting documents. While fixed effects improve the reliability
of our estimates, we cannot rule out the possibility that unobserved factors at
company level, unrelated to corporate culture, might drive our estimates. To rule
out this possibility, we identify a shock to corporate culture arising from a policy
intervention arguably unrelated with the strategy and the characteristics of the
companies in our sample. Specifically, we argue that the introduction of paid
family leave programs at state level shifts the culture of affected companies
toward the internal dimensions of the CVE This conjecture is based on the
evidence surrounding paid family leave programs and it is also reflected in our
data. We then replicate our results relying solely on this shock to corporate values.
When we use our cultural orientation measures as dependent variables, we show
that the introduction of paid family leave programs shifts the culture of affected
companies toward the internal dimensions of the CVF by 4.08% approximately
9% of the interquartile range of our cultural variables. This shift in corporate
culture is also reflected in companies’ characteristics linked to an internal culture
like lower R&D expenditure and firm value as captured by Tobin Q. We show
that this exogenous shift to corporate culture decreases the number of mergers
announced by affected companies and improves the post-merger operating
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performance of those deals.

Our paper differs from past papers and thus contributes to the literature in a
number of ways. First, to the best of our knowledge, our paper presents for the
first-time large sample evidence in the finance literature showing that a corporate
culture oriented inside the organization can affect the participation and improve
the performance of M&A deals. Second, our paper is one of the first to use text
analysis to construct measures of corporate culture based on MD&As for the
population of Compustat firms, providing further insights into a growing field
of research that values the role of corporate culture. Third, our paper is the first
paper that leverages the activation of paid family leave programs at state level as
a shock to corporate culture. This is important as it allows us to rule out the pos-
sibility that the links between corporate culture, merger participation and merger
outcomes are driven by unobservable persistent characteristics of the companies
in our sample. This is very important because corporate culture is notoriously
very persistent (see Cronqvist, Low, and Nilsson, 2009) and the only way re-
searchers have to disentangle corporate culture from other persistent features of
listed companies is relying on a specific cultural shock and observe its effect on
the company operations.

Our paper is inspired by and closely related to Ahern ez a/. (2015), who are the
first to pinpoint the importance of national culture in cross-border M&As. Using
three key dimensions of national culture (trust, hierarchy, and individualism) from
the World Value Survey, Ahern ez 2/ (2015) find that the volume of cross-border
mergers is lower when countries are more culturally distant, and that a greater
cultural distance in trust and individualism leads to lower combined
announcement returns. Different from their study, we examine the role of
corporate culture in domestic deals in the US, which is one of the largest M&A
markets in the world.

The rest of this paper is organized as follows. Section II reports a detailed analysis
of our empirical approach to measure corporate culture and proposes a
preliminarily validation of our estimates. In section III, we develop our research
hypotheses. Our econometric framework is dealt with in section IV. Section V
discusses the empirical results and robustness checks and section VI concludes.

II. Measuring corporate culture

Corporate culture is an inherently difficult-to-measure concept. In this section,
we illustrate our empirical approach to measure corporate culture: we report past
papers (section II.1), we define culture in a sufficiently narrow way focusing on
the Competing Value Framework (section 11.2), we describe the text analysis
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methodology used to capture corporate culture and the features of the resulting
corporate culture variables (sections 11.3 and I1.4). Finally, we show that paid
family leave programs at state level exogenously shift the culture of affected com-
panies inside their organizations (sections I1.5).

II.1 Past literature

A growing literature in finance examines the importance of national culture in a
wide range of financial and investment outcomes (see Ahern ¢ al., 2015 for a re-
view; Bryan, Nash, and Patel, 2015 on CEO pay design and Griffin, Guedhami,
Kwok, Li, Shao, 2018 on corporate governance practices). The literature has al-
most completely overlooked the role of corporate culture in firm policies and
performance (until recently, see discussion below), perhaps because the notion
of corporate culture is somewhat nebulous, and it raises numerous measurement
issues in empirical research (see Zingales, 2015). Nonetheless, a number of recent
papers have made headway to explore the relation between corporate culture and
firm policies using novel proxies for corporate culture.

Cronqyvist, ez al. (2009) find that a broad range of spinoffs’ financing and invest-
ment policies appear to be more similar to the policies of their parents than to
those of similar-sized industry peers, even in cases when the spinoffs are run by
outsider CEOs. They measure corporate culture with firm fixed effects and in-
dices on employee relations and diversity from the KLLD Research & Analytic ar-
guing that these findings are consistent with a culture-based explanation. Using
the high annual rankings of the Best Companies to Work for in America by the Great
Place to Work Institute to proxy for firms with a strong corporate culture, Barg-
eron, Smith, and Lehn (2012) find that firms with strong cultures make signifi-
cantly smaller acquisitions than other firms, and acquirer announcement period
returns are negative for deals made by strong culture firms. Using corporate ex-
ecutives’ personal traits, such as reckless behavior or frugality, as a proxy for cor-
porate culture of the firm that they manage, Davidson, Dey, and Smith (2015)
find that firms whose CEOs and CFOs have a legal record are more likely to
commit fraud, and firms with extravagant CEOs are associated with a loose con-
trol environment characterized by more frauds and unintentional material report-
ing errors. Using ties to multinationals as a proxy for the corporate culture of
transparency, Braguinsky and Mityakov (2015) find that private Russian firms
with closer ties to multinationals are associated with improved transparency of
wage reporting and fewer accounting fraud. Using a novel proprietary data set
based on surveys of the employees of more than 1,000 US firms developed by
the Great Place to Work Institute, and employees’ perception of top management
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as trustworthy and ethical as a proxy for corporate culture, Guiso, Sapienza and
Zingales (2015) find that corporate culture is strongly associated with firm value.
Recently, two papers (Tremblay, 2016; Li, Mai, Shen, and Yan, 2018) examine the
relation between corporate culture and M&A. Similatly to Fiordelisi and Ricci
(2014), those papers also directly measure corporate culture using text analysis.
Our paper differs from these studies as they mainly focus on cultural differences
between the target and the acquirers, while we study how the probability of a
merger and the merger outcome is related with the cultural focus of the acquirer.

I1.2 The Competing Values Framework (CVF)

Culture is a broad concept and represents the implicit and explicit contracts that
govern behavior within the organization (Bénabou and Tirole, 2002, 20006, and
2011; Tabellini, 2008). A first necessary step for our analysis is to define culture
in a sufficiently narrow way within this framework so that it is possible to identify
the link between culture and merger outcomes.

To measure corporate culture, we rely on the Competing Values Framework
(CVF) developed by Quinn and Rohrbaugh (1983) and Cameron ez /. (2000),
and widely used in the organizational behavior literature (see, for example, Os-
troff, Kinicki, and Tamkins, 2003; Hartnell, Ou, and Kinicki, 2011, and Schneider,
Ehrhart, and Macey, 2013). Among the various frameworks on organizational
culture developed in the management literature (e.g. Hofstede, 1991; O’Reilly,
Chatman, and Caldwell, 1991; Denison, 1990; Deal and Kennedy, 1982; Cooke,
1987), the CVF has various pros. First and foremost, this framework fits very
well modern corporations nowadays, as managers regularly confront issues such
as how to be innovative, how to stay competitive, how to organize and deploy
resources, and how to collectively change and grow as a company. These four
values compete in a very real sense for a company’s limited resources (as funding,
time, and people). How managers respond to the tension created between these
competing values will shape a company’s culture, practices, products, and ulti-
mately, how it innovates and grows. Second, the CVF identifies the underlying
organizational dimensions that exist in most human and organizational activities.
Third, the CVF is intuitive and aligns with the four biological determined drives
in the brain (the need to bond, to learn, to acquire, and to defend: Lawrence and
Nohria, 2002). Panels A and B of Table 1 summarize key attributes of the CVE’s
four cultural dimensions (Cameron ef al., 2000).

There are two externally oriented cultural dimensions. The first dimension is the
adhocracy culture (also called the “create” culture in the CVF). This cultural
dimension focuses on creating future opportunities in the marketplace through
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innovation of a firm’s products and services. Firms with the adhocracy culture
encourage entrepreneurship, vision, and constant change, e.g., allowing for
freedom of thought and action among employees so that rule breaking and
reaching beyond barriers are common characteristics of this corporate culture.
They aim to develop new technologies, innovative product-line extensions, radical
new process breakthroughs, and innovations in distribution and logistics that
redefine entire industries.

The second externally oriented dimension is the market culture (also called the
“compete” culture in the CVF). This cultural dimension focuses on a firm’s
external effectiveness by pursuing enhanced competitiveness and emphasizing
organizational effectiveness, fast response, and customer focus. Firms with
market culture attach the highest priority to customers and shareholders and
judge success based on indicators such as market value, revenues and meeting
budgetary targets.

There are two internally oriented cultural dimensions. The first dimension is the
hierarchy culture (also called the “control” culture in the CVF). This cultural
dimension focuses on a firm’s control mechanisms to create value through
internal improvements in efficiency and implementation of better processes (e.g,,
by the extensive use of processes, systems, and technology) and quality
enhancements (such as statistical process control and other quality control
processes). Firms with hierarchy culture make extensive use of standardized
procedures and emphasize rule reinforcement and uniformity.

The second internally-oriented dimension is the ¢/ culture (also called the “col-
laborate” culture in the CVF). This cultural dimension focuses on employees and
on various attempts to develop human competencies and strengthen organiza-
tional culture by building consensus inside the organization. The logic behind
such focuses is that human affiliation produces positive affective employee atti-
tudes directed toward the organization. Firms with clan culture develop cooper-
ative processes and attain cohesion through consensus and broad employee
involvement (e.g., clarifying and reinforcing organizational values, norms, and ex-
pectations, developing employees and cross-functional work groups, implement-
ing programs to enhance employee retention, and fostering teamwork and
decentralized decision making). These firms succeed because they hire, develop,
and retain their human resource base. Table 1 summarizes the attributes of the
four types of corporate culture.
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Table 1
Introduction to the Competing Values Framework

This table provides an introduction to the Competing Values Framework origi-
nated in Quinn and Rohrbaugh (1983) and further developed in Cameron et al.
(20006), the theoretical framework for the corporate cultural dimensions employed
in this paper. Panel A presents the Competing Values Framework (CVF). Panel
B reports the bag of words used in text analysis to capture each cultural dimen-
sion. The bag of words is obtained in two steps. First, we consider the synonyms
suggested by Cameron e a/. (2000) to identify each cultural dimension. Second,
we further search additional synonyms of the words obtained in the first step in
the Harvard IV-4 Psychosocial Dictionary. All words with the identified prefixes
are part of the bag of words to measure corporate cultural dimensions. In this
way, we are able to include as many words as possible with close meaning without
reporting all of them. The bag of words is a updated version of the one reported
in the panel C of the figure 1 of Fiordelisi and Ricci (2014): specifically, we elim-
inated words that may have an uncertain attribution to cultural values (as risk*
predict*, budget®, charg*, deliver*, direct®, driv¥, excellen®, invest*, mov*, scan*,
succes* , conflict®, cultur*, expectat*, monit*, norm*,tension*) and added words
that we think are reflective of a specific culture (as develop*, imagin*, inventive*
research*, budget®, charg*, deliver*, direct*, driv¥, excellen®, invest*, mov*,
scan*, succes*, conflict*, cultur®, expectat*, monit*, norm* tension, as com-
mun*,contribut*, responsib*, willingness*).

Panel A — The Competing Values Framework

Flexibility and discretion

Clan
Thrust Collaborate
Means Cohesion, participation,
communication, empowerment
Ends Morale, people
development, commitment
Internal focus

Adhocracy
Thrust Create
Means Adaptability, creativity,
agility
Ends Innovation and cutting-
edge output

and integration
Hierarchy
Thrust Control
Means Capable processes,
consistency, process control,
measurement
Ends Efficiency, timeliness,
smooth functioning

Market
Thrust Compete
Means Customer focus,
productivity, enhancing
competitiveness
Ends Market share,
profitability, goal achievement

Stability and control

External focus
and differentiation

Source: Hartnell ez al. (2011, p. 679), Figure 1, which is adapted from Figure 3.1 in Cameron ez al. (2006)
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Panel B — Bag of words (semantic fields) to measure corporate cultural dimensions

Cultural dimensions

Synonyms

Adhocracy

Market

Hierarchy

Clan

adapt®,begin*,chang* creat*,develop*,discontin®,dream* elabor* entrepre*,envis*,experim* tantas*,
freedom* future* idea* imagin*,init* innovate* intellect* inventive* learn* new*,origin*,pioneer*,ra
dic* research* start* thought* trend*,unafra* ventur* vision*
achiev*,acquir¥,acquis*,aggress*,analyst*,attack*,challeng* client*,compet*,customer*,expand*,fast*
,goal* growth* hard* market*,outsource*, perform*,position* pressur®,profit* rapid* reputat* result
* revenue* satisfy*,share* signal* speed* strong*,superior* target*, value*, win*

Administrat*,analys* boss*,bureaucr*,caution* certain*,chief*,conservat*,control*,cost*,detail* disc
ipline*,document* efficien*,enhance* fail* inform* logic*, measur*,method*,outcom*,predictab*,pr
ocedur* process*,productiv¥ regular* rule* solv¥,standard* system*,uniform*
Capab*,cohes*,collab*,collectiv¥,commit*,commun*,competen*,consens*,contribut*,cooperat*,co
ordin*,decentr* dialogue*,employ*,empower*,engag* facilitator* help* hir* human* interper*,invol
ve* life* longlast* longterm* loyal*,mentor*,mutual* parent* partic*,partner* people*, responsib*,re
tain* reten*,skill* social* team* teamwork* train*,willingness*, workgroup*

Panel A of Table 1 yields important insights into the CVE First, while aspects
of all four cultural dimensions are usually present in any organization, one or
two dimensions typically dominate. Second, some pairs of cultural dimensions
share a common focus, while some other pairs have tensions or “competing val-
ues” between them. For example, adhocracy and market share an external focus,
while market and hierarchy share a stability focus. Adhocracy tends to clash with
hierarchy, and market tends to clash with clan. Such clashes exist because these

cultural dimensions emphasize different forms of value creation.

I1.3 Our text analysis approach
In order to measure CVF’s four cultural dimensions (i.e., adhocracy, market, hi-

erarchy, and clan), we use text analysis to capture, in a systematic and in as much

as is achievable objective manner, the characteristics specific to a text (Stone,
Dunphy, Smith, Ogilvie, 1966). Our content analysis is motivated by the notion
that words and expressions used by members of an organization (labeled “vo-
cabulary”) represent the outcome of an organizational culture that has developed
over time (Levinson, 2003).

The exact bag of words used for measuring each cultural dimension is adapted
from Fiordelisi and Ricci (2014) and is provided in Panel 2 of Table 1. Starting
from the words reported in the belief, value, artifact, and effectiveness criteria in
Fiordelisi and Ricci (2014), we identify synonyms for each cultural dimension
within the Harvard-IV-4 Psycho-Social Dictionary. We then drop words that
occur in more than one bag of words for each cultural dimension in order to
identify only unique words that capture a particular cultural dimension. For ex-
ample, words like “begin, change, and envision” are taken as representing “ad-
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hocracy” and a relatively high frequency of their use in corporate documents
suggests that the firm has an adhocracy-oriented culture. Words like “achieve and
expand” are taken as representing “market,” words like “caution, conservation,
and efficiency” are taken as representing “hierarchy,” and words like “capability,
collective, and cooperation” are taken as representing “clan.” Loughran and Mc-
Donald (2011) note that the Harvard-IV-4 Psycho-Social Dictionary is a com-
monly used source of word classification, in part because its composition is
beyond the control of the researcher and the possible impact of researcher sub-
jectivity is significantly reduced.

Following Loughran and McDonald (2011), we first download from the Edgar
website <www.sec.gov> the 10-K reports and 10-K405 related to the period 1994-
2015 (due to data availability, as Edgar only started to cover the above documents
since 1994). We focus on the item 7 of the documents, the Managerial Discussion
and Analysis (MD&A), and we include only one filing per firm in each calendar
year. Finally, we use a bag of words method that requires us to parse the MD&As
into vectors of words and word counts. The raw score for each cultural dimen-
sion is the frequency of its synonyms (as listed in Panel B of Table 1) normalized
by the total number of words in the MD&A.

To identify the cultural orientation for each firm-year, we construct two variables:
external-internal and flexibility-stability. We first rescale the raw scores to range
between 0 and 1 based on the industry-year distribution. Specifically, for each
raw score, we calculate the maximum and the minimum in each year in each in-
dustry (three - digit SIC code). We then rescale each variable as:

raw score;j, — ming (raw score;j;)

©)

scaled culture;;, = -
ma th(raw scoreij‘t) — minj; (raw score;;j )

where raw score is the raw count of the words in the bag of words of each cul-
tural dimension (market, hierarchy, adhocracy, and clan) and min;,(raw score;;,)
is the minimum raw score in the year and in the industry where the company ope-
rates. We then construct four variables: Internal (scaled score of clan plus scaled
score of hierarchy), External (scaled score of market plus scaled score of adho-
cracy), Flexibility (scaled score of clan plus scaled score of adhocracy), Stability
(scaled score of market plus scaled score of hierarchy). Finally, the variables cap-
turing the cultural orientation of each firm in each year in our sample is given by:

Externalj—Internal;
External — Internal;; = = £ for Externaly + Internaly, #0  (2)
Externaljs+Internal;s

A TR el Flexbility;.—Stability;s gl T
Flexibility — Stability;, = Floxbility, tStabilityss for Flexbility;, + Stability;; # 0 (3)
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These measures range between -1 and 1 and capture the cultural orientation of
companies at firm-year level. In our tests, we use these measures to examine how
corporate culture influences merger participation and how it affects the outcome
of a merger deal.

II.4 Features of our culture measures

We estimate cultural scores for each company in our sample by the means of
text analysis. One possible difficulty with our approach is that listed companies
may tend to write official documents to “cater” for investors’ expectations and,
consequently, most official documents exhibit significant similarity. This will bias
against our being able to detect any differences in culture in the cross-section.
Nonetheless, in panel A of Table 2 we document that there is significant cross-
section heterogeneity among companies along the four Cameron e# a/. (20006)
corporate culture dimensions as captured by the standard deviations of our raw
corporate culture estimates. Specifically, the coefficient of variation is greater
than 50% for clan and adhocracy cultures and it is around 33% for market and
hierarchy cultures.
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Table 2
Corporate culture dimension estimates

Panel A reports the descriptive statics for the four cultural dimensions by
Cameron et al. (2000) investigated in our study. This table shows the raw count
of words resulting from the analysis of the MD&As before they are scaled using
Equation (1). We drop from the sample all MD&As with less than 250 words.
All values are expressed in percentage. Panel B shows the persistency of our cor-
porate culture measures. Specifically, column (1) shows the portion of variance
explained by firm fixed effects for each cultural dimension. Column (2) reports
the F-test for joint significance of all firm fixed effects in a regression model in-
cluding only firm fixed effects and a constant. Panel C illustrates the correlations
between our cultural orientation variables calculated using equations (2) and (3)
and some important characteristics of the companies in our sample. Superscripts
*, # and *** denote significance at the 10%, 5%, and 1% level, respectively.

Panel A — Raw Scores descriptive statistics

Collaborate/Clan Mean 0.4859
(COL) Standard Deviation 0.2564
Min 0.0000
Max 1.4706
Compete/Matket Mean 2.7104
(COM) Standard Deviation 0.8715
Min 0.8798
Max 5.1769
Control/Hierarchy Mean 2.0249
(CON) Standard Deviation 0.6664
Min 0.6576
Max 4.1498
Create/Adhocracy Mean 1.4242
(CRE) Standard Deviation 0.7817
Min 0.2625
Max 4.1860
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Panel B — Persistency of our scaled corporate culture measures

Portion of variance explained by Firm Fixed Joint significance (F-test) of Firm Fixed
effects effects
Clan 0.4883 5.8475
Adhocracy 0.7104 13.4577
Hierarchy 0.4782 5.6533
Market 0.5320 06.7726

Panel C — Correlations between cultural orientations and firm characteristics
@ @ ©) @

ROA Leverage R&D Tobin Q
External-Internal -0.074%x -0.110%k* 0.144#6* 0.087+k*
Flexibility-Stability -0.020%%* 0.001 0.103%* 0.027+%*

In panel B of Table 2, we show that one drawback of our measures is that they
are very persistent over time. In order to gain additional insight into the
persistency of our measures of corporate culture, we estimate the portion of
variance explained by firm fixed effects for each cultural dimension and use the
relative F-test for the relevance of firm fixed effects in each dimension. The
results reported in panel C of Table 2 clearly show that our measures are very
persistent and firm fixed effects explain a large portion of the variation of our
corporate culture scores. While the persistency of corporate culture is in line with
the existing literature (Cronqvist ¢z al., 2009), it creates identification issues as it
hinders the possibility to augment our regression models with firm fixed effects.
In panel C of Table 2, we present the pairwise correlations between our cultural
orientation variables and some important characteristics of the companies in our
sample. As shown in the first row of panel C our cultural orientation variable
external-internal is strongly correlated with R&D expenditure. The correlation is
14% and it is statistically significant at 1% (p<0.01). As expected, the variable
external-internal also shows a positive and statistically significant correlation with
the market value of the companies in our sample as captured by Tobin Q. This
evidence is in line with the theoretical prediction of the Competing Values
Framework. The two characterizing corporate values of an externally oriented
company are adhocracy and market suggesting a focus toward innovation and
market value. The correlations between the cultural orientation flexzbility-stability,
R&D expenditure and market value of companies in our sample are largely less
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pronounced. Notably, another important characteristic of the cultural orientation
[lexcibility-stability 1s that the correlation with the leverage of companies in our
sample is significantly less pronounced. Specifically, while there is a negative and
significant correlation between our variable external-internal and leverage, in our
sample this correlation is not statistically significant for the cultural orientation
variable flexibility-stability.

II.5 The effect of Paid family leave programs on corporate culture

To isolate a shift in the cultural orientation of companies in our sample, we
exploit the activation of paid family leave programs in California (2004), New
Jersey (2009) and Rhode Island (2014). The pivotal experiment about paid family
leave was conducted in California. The literature on the effect of this program
suggests that it had a strong impact on the behavior of young parents in
California. Das and Polachek (2015) show that paid family leave programs
affected the participation of young women to the labor market. Specifically, using
a difference in difference estimator, they show that the labor force participation
rate, the unemployment rate and the duration of unemployment among young
women increased in California compared to men. Bedard and Rossin-Slater
(2016) analyzed the entire universe of applications for paid family leave in
California. They show that the program took off in 2005 and from that year
there were more than 100,000 applications per year with little effect of large
economic shocks such as the great recession in 2008. They find that an increase
in the share of employees taking leave is associated with a decrease in the per
worker quarterly wage bill of employers. This result is also in line with
Appelbaum and Milkman (2011) showing that the large majority of companies
temporarily assign the work of employees on leave to other members of their
existing staff and do not replace employees on leave. From a corporate culture
perspective this is very important because, if employees are not replaced, they
must be temporarily covered by other workers and a higher number of family
leaves should translate into higher collaboration within the organization.
Furthermore, managers may also exercise a greater control on the internal
processes to ensure a smooth and cost-effective continuation of the company’s
operations when one or more employees are on parental leave. These changes
will then shift the culture of affected companies toward the internal dimensions
of the CVF collaboration and control.

We formally test the hypothesis that paid family leave programs exogenously
shifted the cultural orientation of affected companies toward the inside of the
organization in panel A of Table 3 where we use our cultural scores as dependent
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variables and we test the impact of paid family leave programs on the corporate
culture of listed firms in our sample. Specifically, we consider as affected,
companies headquartered in California, New Jersey and Rhode Island. These
states introduced paid family leave programs respectively in 2004, 2009 and 2014.
These programs are generally launched in the second half of the year and as
outlined in Bedard and Rossin-Slater (2016) they do not fully take off in the first
six months. Therefore, our treatment periods begin in the year after the
introduction, more specifically in 2005 in California, in 2010 in New Jersey, and
in 2015 in Rhode Island. We exclude from the analysis the year of the program
activation in the affected states.
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Table 3
The effect of paid family leave programs on corporate culture

In panel A we show the effect of the approval of paid family leave programs on
corporate culture. The dependent variables are the cultural orientation of
companies in our sample as defined in equation (2) and (3). The variable Cultural
Shock is an indicator variable, which takes the value of one in states that have an
active paid family leave program. More specifically, the variable shock is equal to
one in California from 2005, New Jersey from 2010 and Rhode Island in 2015.
The variable Shock minus 1 takes the value of one in the year before the
activation of paid family leave in each state. Observations from treated states in
the year of the activation of paid family leave programs are excluded from the
analysis. In panel B we show the effect of paid family leave on some companies
features related to an externally-oriented corporate culture. Definitions of the
variables are provided in Appendix 1. All specifications include Industry (3-digit
SIC codes) times year fixed effects, firm and auditors fixed effects. All variables
are winsorized at 1% level. Robust standard errors (clustered at state level) are
reported in parentheses.

Panel A — The effect of the approval of paid family leave on corporate culture

) @ ©) @
External- External- Flexibility- Flexibility-
Internal Internal Stability Stability
Cultural Shock -0.0397+ -0.0408** 0.0159 0.0163
(0.0175) (0.0181) (0.0138) (0.0141)
Shock minus 1 -0.00719 0.00243
(0.0120) (0.0116)
Company FEs Yes Yes Yes Yes
Auditors FEs Yes Yes Yes Yes
IndustryxYear FEs Yes Yes Yes Yes
Observations 34,145 34,145 34,145 34,145
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Panel B — The effect of the approval of paid family leave on company characteristics
correlated with the external dimensions of the CU'F

(1) 2) ©) 4)

R&D R&D Tobin Q Tobin Q
Cultural Shock _0.017 1% 0.0173% _0.276%F* -0.288k%

(0.00720) (0.00675) (0.08806) (0.0928)
Shock minus 1 -0.00114 -0.0670

(0.00639) (0.0651)

Company FEs Yes Yes Yes Yes
Auditors FEs Yes Yes Yes Yes
IndustryxYear FEs Yes Yes Yes Yes
Observations 19,974 19,974 28,019 28,019

In panel A of Table 3, we show the effect of the activation of paid family leave
programs on the cultural orientation of affected companies: As shown in
columns (1) and (2), the variable cultural shock, which captures the activation of
paid family leave programs, has a negative and statistically significant effect on
our variable external-internal. The column (2) also shows that the control sample
is an appropriate counterfactual for our analysis: the variable minus 1 (a variable
taking the value of 1 in the affected states the year before the activation of paid
family leave programs) is not statistically significant suggesting that corporate
culture differences between affected companies and companies in the control
sample followed a parallel trend before the activation of paid family leave
programs. Results in the columns (3) and (4) show that paid family leave programs
did not have any effect in shifting the orientation of companies toward flexibility
or stability. These results further validate our corporate culture measures and
identify a specific clean cultural shock that is not connected to firm business
strategies or endogenous choices. In panel B of Table 3, we also show that the
activation of paid family leave had an effect on the companies in our sample
which is in line with a cultural shift. Specifically, we find that the cultural shock
had a negative impact on R&D expenditure and on the market valuation of
affected companies, this effect further reinforces the evidence reported in the
panel A of Table 3 and suggests that the activation of paid family leave programs
at state level shifted the culture of affected companies toward the internal
dimensions of the CVE Notably, as shown in columns (2) and (4) of panel B of
Table 3, differences in market values and R&D expenditure between affected

26 Working Paper Series, 4
Department of Business Studies, Roma Tre — “BS RM3”



companies and the control sample was stable in the year before the activation.
Therefore, in the following sections we first estimate our coefficients using our
cultural scores resulting from text analysis of MD&As, we then use the
exogenous shock to corporate culture to validate our main findings.

III. Hypotheses development

In their seminal paper, Moeller, Schlingemann, and Stulz (2005) show that a large
portion of deals announced by listed companies in the US between 1998 and
2001 destroyed shareholder value. Many papers have then tried to explain the
value destruction phenomenon (Malmendier and Tate, 2008; Dong, Hirshleifer,
Richardson and Teoh, 2006; Kempf, Manconi and Spalt, 2017); the belief that
corporate culture may be, at least in part responsible for the lackluster perform-
ance of many deals is wide shared among academics (Larsson, Brousseau, Driver,
Sweet, 2004; Kusstatscher and Cooper, 2005) and practitioners in the M&A in-
dustry. In spite of this common belief the majority of mergers are concluded
without a specific plan to integrate the cultures and the values of merging com-
panies (Bouwman, 2013). This evidence is not surprising, if we consider that
many deals are announced by companies with a cultural orientation outside the
organization, often solely concerned with cost savings, market shares, profitability
or product synergies. We argue that corporate culture influences the focus of the
acquiring companies in the acquisition. Companies culturally oriented outside
the organization may prioritize marketable objectives and may overlook the effect
that contrasting corporate values and cultures may have on the post-merger in-
tegration process. Contrarily, companies oriented inside their organization are
more aware of their cultural values and will put the emphasis not only on product
synergies and marketable outcomes but also on the integration of the values of
target company inside the acquirer culture. Our first hypothesis is that companies
oriented inside their organization select the target company more carefully, are
less likely to acquire other companies and conclude a lower number of mergers.

Hypothesis 1 (H ): Corporate culture influences the probability and the frequency a company
participates to the merger market as an acquirer.

While the effect that an internally oriented culture may have on the probability
of being an acquirer and on the number of acquisitions announced is straight-
forward, the effect of corporate culture on the post-merger operating perform-
ance is more ambiguous. Companies with an externally oriented culture tend to
focus on market variables and may conclude a deal with the sole aim of achieving
cost-savings or improving scale economies. This alone may have a positive impact
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on the post-merger operating performance. However, achieving the promised
synergies in the post-merger integration process may not be a simple task. Mak-
simovic, Phillips, and Prabhala (2011) and Sheen (2014) show that after the com-
pletion of a merger, the companies involved in the deal go through complex
reorganizations of their assets. The post-merger management is a difficult
process. The integration of cultures and values of merging companies is pivotal
in assuring the materialization of the expected synergies. Companies with an ex-
ternally oriented culture may put too much emphasis on market-related objectives
and may overlook their internal features assuming that the integration of values
and cultures will automatically happen over time. Conversely, companies with an
internally oriented culture will be less focused on market-related aims, and more
aware of their internal values and cultures. If this awareness is critical for the
success of the post-merger integration process, an internally oriented corporate
culture may also have an effect on the post-merger operating performance. Thus,
our second research hypothesis is:

Hypothesis 2 (H ): An internally oriented corporate culture affects the outcome of a merger,
as captured by post-merger profitability.

IV.  Empirical approach

IV.1 Data

We use two main sources of data. First, we collect the universe of COMPUS-
TAT/CRSP non-financial companies (we exclude companies with SIC codes from
6000 to 6999) for which we were able to estimate our cultural scores and a sample
of merger deals. Second, we collect mergers data from Thomson Financials SDC
according to the following criteria: first, we collected all US deals announced from
January 1, 1995 to December 31, 2015; second, we keep all deals coded as a merger,
an acquisition of assets, or acquisition of majority interest. We also require the ac-
quirer to be a US public firm listed on the AMEX, NYSE or NASDAQ. Third,
we retain an acquisition if the acquirer owns less than 50% of the shares of the
target firm before the acquisition, 100% of the shares of the target firm after the
deal. Next, we keep only deals with a value greater than $1 million (1990 §) and
the ratio of the book value of transaction over the book value of the acquirer’s
total assets (i.e. relative size) must beat at least 1%. In final, we merge our sample
of M&A deals with the intersection of Compustat/ CRSP and our dataset on cot-
porate culture dimensions. These steps result in a sample of 4,970 acquirers.

28 Working Paper Series, 4
Department of Business Studies, Roma Tre — “BS RM3”



Descriptive statistics for the entire sample of companies with non-missing cul-
tural orientation variables are reported in Table 4 in panel A. Panel B shows de-
scriptive statistics of the characteristics of the deals in our sample and of the
post-merger operating performance.

Table 4
Summary statistics

This table presents summary statistics. The sample period is 1995 to 2015. Panel
A reports descriptive statistics of the entire Compustat sample of non-financial
companies for which we have a non-missing corporate culture variable. Panel B
reports descriptive statistics of the sample used for the estimations on post-
merger operating performance. Definitions of the variables are provided in
Appendix 1.

Panel A — Compustat Universe with non-missing culture

Mean Median SD Minimum Maximum
@ @ ©) @ ©)
Acquirers 0.1374 0.0000 0.3443 0.0000 1.0000
Number of Acquisitions 0.1862 0.0000 0.5877 0.0000 30.0000
Number of private target acquired 0.1015 0.0000 0.4346 0.0000 28.0000
External-Internal 0.0193 0.0326 0.3941 -1.0000 1.0000
Flexibility-Stability -0.0539 -0.0541 0.3725 -1.0000 1.0000
Total assets 5.4529 5.3209 1.9004 1.0828 10.5745
ROA -0.0812 0.0231 0.3308 -1.9540 0.2730
Leverage 0.5000 0.4801 0.2819 0.0464 1.5745
R&D 0.1093 0.0494 0.1659 0.0000 0.9521
Tobin Q 2.0810 1.4478 1.8518 0.5405 11.7858
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Panel B — Deal characteristics and post-merger operating performance

Mean Median SD Minimum Maximum
@ @ ©) * ©)
All cash 0.2977 0.0000 0.4573 0.0000 1.0000
All stock 0.1727 0.0000 0.3781 0.0000 1.0000
Same industry 0.6244 1.0000 0.4843 0.0000 1.0000
Private 0.5301 1.0000 0.4992 0.0000 1.0000
Relative size 0.3342 0.1087 1.3014 0.0100 61.8508
ROA2y -0.0500 -0.0190 0.2880 -2.1116 2.1545
ROA3y -0.0444 -0.0212 0.2750 -2.2270 2.0029

Table 4 shows that on average companies in our sample are involved in 0.18
mergers per yar as acquirers. The average number of acquisitions with a private
target is about 0.10. Both the average and the median of our cultural variable
External-Internal are positive suggesting that the majority of companies in our
sample are culturally oriented outside their organizations. The average and median
of our cultural variable Flexibility-Stability is instead negative indicating an
average orientation toward the values of the CVF underpinning a flexible culture.

IV.2 Econometric approach

Our analysis develops into two steps. In the first step, we examine deal origination
by estimating the effect of corporate culture on probability of becoming an ac-
quirer and on the number of announced deals. In this test we use the entire uni-
verse of Compustat/ CRSP companies for which we have non-missing culture:

Yijsaut = @ + B1External — Internalyjg g0 c—1 + BoFlexibility—Stability;; s qu t-1
+1j,t + Ss,t + Aau + ei,j,s,au,t

)
The dependent variable, Y ¢, i equal to one if firm 7 operating in industry
j, headquartered in state s and audited by auditor au is an acquirer in year t, and
zero otherwise or is equal to the number of mergers announced by company iin
year t. The variables are External-Internal and Flexibility-Stability are discussed
in Section 11.3. and are calculated using equations (2) and (3). We estimate equa-
tion (4) with and without firm characteristics (the log of total assets, ROA and
leverage) to appreciate the effect of endogenous controls on the estimation of
the coefficients of our cultural orientation variables. All variables used in the
paper are described in the Appendix A. In all our estimates, we use different sets
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of fixed effects to control for time-varying unobservable characteristics at In-
dustry (I;,) and State level (s5). Since our cultural variables may also be af-
fected by unobservable characteristics of the company auditors, we also augment
our regression models with auditor fixed effects (ag,). These fixed effects im-
prove the reliability of our estimates, but do not help to exclude the possibility
that unobserved characteristics at company level affect our estimates. To rule out
this possibility, we rely on the activation of paid family leave programs and esti-
mate the following equation.

Yijsaut = @ + BiCultural Shock g + Ijc + fi + agy + € j s aut )

Where the variable Cultural shock captures the presence of an active family leave
program in the state where the company operates. Following the indication of
Gormley and Matsa (2016), we avoid the use of endogenous control variables
that may affect the link of interest and control for firm characteristics using fixed
effects at firm, industry-year and auditor level. We also test the identification as-
sumption implicit in equation (5), the parallel trend assumption, using our variable
cultural shock minus 1. This variable takes the value of 1 in California in 2003,
in New Jersey in 2008 and in Rhode Island in 2013 and tests the stability of the
difference between companies in the treated sample and companies in the control
sample in the year before the activation of paid family leave.

In the second step, we examine the effect of culture orientation on the post-
merger operating performance:

ROA (k) ijsaut = @ + +p1External — Internal;j s qyt—1
+ B, Flexibility—Stability;j s gu,c—1 + Firm Characteristic;;_,
+ Deal Characteristic;y + I + Sg + Qg + €55 (6)

where ROA (k)is the difference between the performance of the acquiring com-
pany one year before the announcement and £ (equals to 2 or 3) years following
the merger completion. We present all our estimates with different sets of fixed
effects to rule out the possibility that our results may be driven by shocks at in-
dustry or state level. These fixed effects improve the reliability of our estimates,
but do not help to exclude the possibility that transitory shocks at company level
affect our estimates. We also estimate equation (6) replacing our cultural variable
with the exogenous shift in corporate culture generated by the activation of paid
family leave programs to rule out any concern of omitted variable and reverse
causality in our analysis.
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V. Results

V.1  Which firms are the acquirer firms?

Table 5 presents coefficient estimates from Equation (4). In column (1), we report
results when we regress an indicator variable identifying each acquirer or a variable
containing the number of acquisitions in which a company is involved as an ac-
quirer on the external-internal and flexibility-stability cultural orientation variables.
In column (2), we add some endogenous time-varying control variables at com-
pany level to appreciate the effect of those controls on our estimates. We find
that firms oriented toward the internal dimensions of the CVF are less likely to
become acquirers. Our results also indicate that a cultural orientation toward flex-
ibility has a negative effect on the probability of being involved as an acquirer in
a merger deal. This result support our first research hypothesis (H). Endogenous
control variables display a moderate impact on the size of our coefficients but
improves the precision of our estimates.

Table 5
Which firms are the acquirers?

Panel A reports coefficient estimates from models (4) and (5). Singletons are ex-
cluded from regression models which are estimated using the methodology pre-
sented in Correia (2016) to accommodate for multiple fixed effects. Definitions
of the variables are provided in Appendix 1. All control variables are winsorized
at 1% level and lagged by one year. In Panel B, the variable Cultural Shock is an
indicator variable taking the value of 1 if a company is headquartered in a State
with an active paid family leave program. Specifically, the variable cultural shock
is one for companies in California from 2005, companies in New Jersey from
2010 and in Rhode Island in 2015. The variable Cultural Shock minus 1 takes the
value of one in the year before the approval of paid family leave in each state.
Observations from treated states in the year of the activation of paid family leave
programs are excluded from the analysis. In Panel C, we report a placebo test:
the variable Cultural Shock placebo takes the value of one in states that share a
border with a state that has an active paid family leave program. Companies from
California, New Jersey or Rohde Island are excluded from the analysis in panel
C. Fixed effects are specified below each column. Robust standard errors clus-
tered at industry level in panel A and at state level in panel B and C are reported
in parentheses. Superscripts *, **, and *** denote significance at the 10%, 5%,
and 1% level, respectively.
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Panel A

) 2 3) 4)
. _ . . Number of Number of
Dependent variable = Acquirer Acquirer Acquisitions Acquisitions
External-Internal 0.0119* 0.0169*** 0.0269*** 0.0355%**
(0.00634) (0.00587) (0.00880) (0.00831)
Flexibility-Stability -0.0291 k¢ -0.0282%#* -0.0644++* -0.0638***
(0.00790) (0.00744) (0.0148) (0.0143)
Log(Total assets) 0.0259%** 0.04277%**
(0.00320) (0.00541)
ROA 0.0278%** 0.0171*
(0.00634) (0.00954)
Leverage -0.0734%#%¢ -0.104#**
(0.0173) (0.0259)
IndustryxYear FEs Yes Yes Yes Yes
StatexYear FEs Yes Yes Yes Yes
Auditors FEs Yes Yes Yes Yes
Observations 30,865 30,708 30,865 30,708
Panel B — Cultural shock
M 2 ©) 4 ©) (6)
Number of Number of
Number of Number of ptivate target  private target
Acquirer Acquirer Acquisitions Acquisitions acquired acquired
Cultural shock -0.0327*** -0.0337#%* -0.0389*** -0.0394**x* -0.0313*** -0.0307%#**
(0.00813) (0.00787) (0.0115) (0.0111) (0.00925) (0.00927)
Cultural Shock
minus 1 -0.00290 -0.00370 0.00384
(0.0142) (0.0177) (0.00813)
IndustryxYear
FEs Yes Yes Yes Yes Yes Yes
Firm FEs Yes Yes Yes Yes Yes Yes
Auditors FEs Yes Yes Yes Yes Yes Yes
Observations 34,145 34145 34.145 34.145 34,145 34.145
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Panel C — Placebo test

@ @ ) @ ©

Number of
Number of private target Flexibility-

Acquirer Acquisitions acquired External-Internal Stability
Cultural shock -0.00128 0.00765 0.0192 -0.0126 0.00528

(0.0145) (0.0179) (0.0142) (0.0288) (0.0177)
IndustryxYear FEs Yes Yes Yes Yes Yes
Firm FEs Yes Yes Yes Yes Yes
Auditors FEs Yes Yes Yes Yes Yes
Observations 26,600 26,600 26,600 26,600 26,600

In columns (3) and (4), we follow the approach of Gormley and Matsa (2016)
and investigate the effect of our cultural variables on the number of acquisitions
announced by the companies in our sample. The estimates are consistent with
results reported in the first two columns of panel A of Table 5: a cultural shift
toward the internal dimensions of the CVF has a negative effect the number of
mergers announced by a company in a year. Specifically, a one standard deviation
negative shift in our variable External-Internal decreases the number of acquisi-
tions announced by companies in our sample by 5.7% of the average number of
acquisitions announced by companies in our sample. In the last two columns we
investigate how corporate culture affects the number of acquisitions where the
target is a private company. This result also suggests that companies more ori-
ented inside their organization tend to be more careful in selecting the target
companies in their merger deals and avoid acquiring private companies on which
public information is scarcer. Our findings (not directly related to corporate cul-
ture) are that larger firms, and firms with better operating performance and lower
leverage are more likely to be acquirers: these results are consistent with prior
work in M&As (see, for example, Moeller ¢ al., 2004; Gaspar ez al., 2005; and
Bena and Li, 2014).

In all models reported in the panel A of Table 5 and above discussed, we use dif-
ferent sets of fixed effects to rule out the possibility that our results are driven by
transitory shocks at industry, state level or auditor level. Unfortunately, we cannot
use firm fixed effects in our regression models given the high persistency of our
measures of corporate culture. To overcome this issue, in panel B of Table 5, we
then take advantage of the exogenous shift in the cultural orientation of compa-
nies in our sample generated by the activation of paid family leave programs in
California, New Jersey and Rhode Island and we augment our regression models
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with firm fixed effects. As shown in panel A of Table 3, the activation of paid
family leave programs significantly shifted the cultural orientation of affected com-
panies toward the internal dimensions of the CVE The results reported in panel
B of Table 5 show that paid family leave programs significantly decrease the prob-
ability of being involved in a merger deal as an acquirer. In line with results re-
ported in panel A of Table 5, our results in the panel B show how a shift in the
cultural orientation toward the internal dimensions of the CVF decreases the prob-
ability of being involved in a merger as an acquirer, the number of mergers an-
nounced by companies in our sample and the number of acquisitions where the
target company is private. Specifically, the shift toward the internal dimensions of
the CVF generated by the activation of paid family leave programs at state level
decreases the number of mergers announced by affected companies by 3.89%,
using the average number of mergers announced by companies in our sample as
a benchmark, this represents a very large decrease of approximately 21%.

In panel C of Table 5, we also present a placebo test where we exclude from the
sample the states that actually implemented paid family leave programs: Califor-
nia, New Jersey and Rhode Island and we identify as treated, states that share a
border with the above states in the years after the activation of paid family leave
programs. More specifically, we use as treated states Oregon, Nevada and Arizona
from 2005. New York, Delaware and Pennsylvania from 2010. We also charac-
terize as treated Connecticut and Massachusetts in 2015. As shown in panel C
of Table 5 none of the estimated coefficients is statistically significant suggesting
that the effect estimated in panel B are in fact caused by the approval of paid
family leave programs. In the next section we then investigate the effect of cor-
porate culture on the post-merger operating performance.

V.2 Corporate culture and deal performance

To investigate whether companies with an internal corporate culture create more
value with their merger deals, we examine the post-merger operating performance
of the acquirers (measured by the difference between the acquirer operating per-
formance one year before the deal announcement and two or three years after
the deal completion).
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Table 6
Long-run Performance

Panel A presents coefficients estimates from OLS and fixed effect models where
the dependent variable is the post-merger operating performance of the
acquirers. Specifically, ROA2y stands for the difference between the return on
assets of the acquiring company one year before the deal announcement and two
years after the deal completion. ROA3y stands for the difference in the return
on assets of the acquiring company one year before the deal announcement and
three years after the deal completion. Singletons are excluded from fixed effects
models which are estimated according to Correia (2016) to accommodate for
multiple sets of fixed effects. Fixed effects vary across models and are specified
below each column. Definitions of the variables are provided in Appendix 1. All
control variables are winsorized at 1% level and taken one year before the deal
announcement. In panel B we show the effect of the activation of paid family
leave programs on post-deal operating performance. Specifically, the variable
Cultural Shock is an indicator variable taking the value of 1 if the company is
headquartered in a State with an active paid family leave program in the
completion year. Standard errors reported in parentheses are clustered at industry
level in panel A and at state level in panel B. Superscripts *, **, and *** denote
significance at the 10%, 5%, and 1% level, respectively.
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Panel A — Post merger acconnting performance

) ®) ©) @
Dependent variable = ROA2y ROA3y ROA2y ROA3y
External-Internal -0.0167 -0.0363%+* -0.0150 -0.0376**
(0.0101) (0.0114) (0.0200) (0.0172)
Flexibility-Stability -0.00518 -0.00193 -0.00835 -0.0146
(0.0134) (0.0127) (0.0220) (0.0163)
Log(Total assets) -0.00817 -0.00121
(0.00500) (0.00493)
Leverage (0.275%#* 0.229%%¢
(0.0447) (0.0284)
All Cash 0.0164 0.00139
(0.0132) (0.0144)
All Stock 0.0489 0.0227
(0.0298) (0.0204)
Same industry -0.0106 -0.00725
(0.0188) (0.0183)
Private Target -0.0114 -0.00906
(0.0123) (0.00829)
Relative Size -0.0247#%¢ 0.00223
(0.00737) (0.00299)
Industry FEs Yes Yes No No
State FEs Yes Yes Yes Yes
Auditors FEs Yes Yes Yes Yes
Year FEs Yes Yes No No
Industry xYear FEs No No Yes Yes
Observations 3,490 3,485 2,957 2,955
Panel B — Post merger accounting performance: cultural shock
M @ ©) S
ROA2y ROA3y ROA2y ROA3y
Cultural Shock 0.0698*** 0.0266* 0.0494** -0.00175
(0.0187) (0.0138) (0.0219) (0.0190)
Industry FEs Yes Yes No No
State FEs Yes Yes Yes Yes
Auditors FEs Yes Yes Yes Yes
Year FEs Yes Yes No No
Industry xYear FEs No No Yes Yes
Observations 3,490 3,485 2,969 2,967

37



As shown in Table 6, we find that cultural orientation toward the internal dimen-
sions of the CVF increases the post-merger operating performance of the ac-
quiring company. The increase is consistent across our fixed effects models and
shows that the difference between the performance of the acquiring company
one year before the announcement and three years after the deal completion in-
creases substantially when the acquiring company has a culture oriented toward
the internal dimensions of the CVE Specifically, results reported in column (2)
suggest that a one standard deviation shift of our cultural orientation variables
toward the internal dimensions of the CVF is associated with an increase of the
post-merger operating performance of 1.4%, this increase is economically very
large and represents approximately 12% of the interquartile range of our post-
deal operating performance measures.

In panel B of Table 6, we estimate the effect of a cultural shift on the peruse an
exogenous shift in corporate culture to identify the effect of corporate culture
on deal performance. Consistently with results in panel A, the shift of cultural
orientation of listed companies toward internal CVF dimensions has a positive
effect on deal performance. All in all, our evidence suggests that companies with
an internally oriented culture tend to carefully plan and execute their merger:
these companies participate less to the merger market and obtain better results
from their acquisitions.

VI. Conclusions

Anecdotal evidence suggests that many deals are concluded without a plan to
integrate the culture and the values of merging companies. This evidence is in
apparent contrast with the common belief that corporate culture is a pivotal
driver for the success of post-merger restructuring process. One possible
explanation is that mergers are generally concluded with the main intent of
achieving product synergies (Hoberg and Phillips, 2010) and aggressive price
reduction achievable through scale economies and cost savings (Sheen, 2014).
Put it differently, the focus of acquirer companies pursuing a merger is often on
the outside of the organization. In this paper, we examine whether companies
culturally oriented outside their organization announce an excessive number of
deals which are often less successful than the deals announced by their peers
culturally oriented inside their organization.

By using a large sample of mergers announced between 1995 and 2015, we find
evidence confirming our conjectures. We leverage the Competing values
framework to disentangle companies internally oriented from companies
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culturally oriented outside their organizations by the means of content analysis.
We examine the item 7 of the 10Ks of all listed companies in US. We show that
companies culturally oriented inside their organizations are less likely to become
acquirers than companies with an externally oriented culture. They announce a
lower number of mergers and are less likely to acquire private companies. This
evidence suggests that internally oriented companies are more careful in selecting
their target companies. We also show that this stricter selection process has a
positive effect on the merger outcome. Specifically, our results indicate that such
culture is positively connected to the profitability of the acquiring companies in
the years immediately after the deal completion. We show that those results are
not driven by transitory shocks at State or industry level. We also leverage an
exogenous shock to corporate culture, the activation of paid family leave at state
level, to validate our results. We show that paid family leave programs at state
level shift the culture of affected companies toward the internal dimensions of
the Competing value Framework. We then confirmed all our main results
replacing our cultural orientation variables with this exogenous cultural shock.
We believe that our paper provides a useful first step in exploring in some depth
the relationship between corporate culture mergers participation and outcomes,
an often discussed but little-researched topic. Our results have important policy
information: we provide empirical evidence based on large sample that corporate
culture is critical for both the selection of the target company and the merger
outcomes in the medium run. Our results suggest that companies with an
externally oriented corporate culture may conclude an excessive number of
mergers that may subsequently result in a lackluster operating performance.
Hence, shifting the corporate culture of listed companies inside their organiza-
tions has positive implication for the merger market. We also, outline a policy
tool that may be used to facilitate this shift of corporate values. We show that
paid family leave programs shift the cultural values of affected companies toward
more collaboration and control. All in all, our results show how corporate culture
affects the merger activities of listed companies and how policymakers may
facilitate a shift of corporate values which may have positive implications for the
merger market.
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Appendix 1
Variables Definition

All variables are measured at the fiscal year end prior to the bid announcement
unless noted otherwise. All continuous variables are winsorized at the 1% and 99™

percentiles.

Acquisitions counts and frequency

Acquirer

No. of Acquisitions

No. of Private
target acquired

An indicator variable equal to one if a company is involved in a merger as an acquirer
in a year and zero otherwise.

The total number of acquisitions that meet our selection criteria announced by the
company in a year.

The total number of acquisitions that meet our selection criteria announced by the
company in a year and where the target is a private company.

Corporate culture and cultural orientation

Adhocracy

Market

Hierarchy

Clan

Internal

External
Flexibility
Stability
External-Internal

Flexibility-Stability

44

The number of times a firm uses the words contained in the bag of words for
Adhocraey in its MD&A as a petcentage of the total number of words in its MD&A
and scaled on the industry-year distribution to range between 0 and 1. This measure
for corporate cultural dimension is obtained through text analysis.

The number of times a firm uses the words contained in the bag of words for Market
in its MD&A as a percentage of the total number of words in its MD&A and scaled
on the industry-year distribution to range between 0 and 1. This measure for
corporate cultural dimension is obtained through text analysis.

The number of times a firm uses the words contained in the bag of words for
Hierarchy in its MD&A as a percentage of the total number of words in its MD&A
and scaled on the industry-year distribution to range between 0 and 1. This measure
for corporate cultural dimension is obtained through text analysis.

The number of times a firm uses the words contained in the bag of words for Clan in
MD&A as a percentage of the total number of words in its MD&A and scaled on the
industry-year distribution to range between 0 and 1. This measure for corporate
cultural dimension is obtained through text analysis.

The variable Hierarchy plus the variable Clan.

The variable Adbocracy plus the vatiable Market.

The variable Adhocracy plus the variable Clan.

The variable Hierarchy plus the variable Market.

The ratio of our variables Internal minus External on Internal plus External.

The ratio of our variables Flexibility minus Stability on Flexibility plus Stability.



Paid family lave shock

Cultural Shock

Cultural Shock
minus 1

This variable is equal to one for companies headquartered in states with an active
program for paid family leave. Specifically, this variable is one for companies located
in California from 2005, in New Jersey from 2010 and in Rhode Island from 2015.

This variable is equal to one in states that will activate a paid family leave program in
the year before the activation of the program. Specifically, this variable is one

for companies located in California in 2003, in New Jersey from 2008 and in Rhode
Island from 2013.

Firm characteristics

Total assets
ROA
Leverage
R&D
Tobin Q

The book value of total assets.

The return on assets as the ratio of net income to total assets.
The ratio of total liabilities to total assets.

R&D expenditure on total assets

The market value of equity plus total liabilities divided by book value of total assets.

Deal Characteristics

All stock

All cash

Same industry

Private Target

Relative size

ROA 2, 3y

An indicator variable taking the value of one if the transaction value is paid entirely
in stock, and zero otherwise.

An indicator variable taking the value of one if the transaction value is paid entirely
in cash, and zero otherwise.

An indicator variable taking the value of one if an acquirer is in the same industry as
its target firm (industry measured at the two-digit SIC level), and zero otherwise.

An indicator variable taking the value of 1 if the target company of acquisition is
private

The ratio of transaction value to book value of acquiret’s total assets.
q

The difference between the Acquiret’s return on assets two or three years after the
deal completion and one year before the announcement.
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Appendix 2

Geographical distribution of companies in our sample

This table reports the geographical distributions of company-year observations

in our sample.

State Obsetvations State Obsetvations
AK 9 MT 36
AL 217 NC 651
AR 157 ND 20
AZ 515 NE 131
CA 6,243 NH 167
CcO 1,061 NJ 1,750
CT 837 NM 22
DC 64 NV 355
DE 157 NY 2,935
FL 1,573 OH 992
GA 1,036 OK 329
HI 62 OR 382
IA 152 PA 1,527
1D 108 PR 18
1L 1,374 RI 108
IN 491 SC 164
KS 215 SD 53
KY 220 N 488
LA 213 X 3,913
MA 1,976 uT 344
MD 590 VA 845
ME 51 VT 69
MI 634 WA 650
MN 1,032 WI 507
MO 600 WV 33
MS 64 WY 28
Total 36,168
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This paper empirically shows that corporate culture influences both the
probability of being involved in a merger and the outcome of the deal itself.
We use text analysis to measure corporate culture for all US listed companies
relying on the Competing Values Framework. We disentangle companies
culturally oriented inside their organization from companies oriented outside
their organization. We also distinguish companies focused on fostering
stability rather than flexibility. We then study the impact of corporate culture
on merger participation and outcome: we show that an externally-oriented
corporate culture significantly increases the participation to merger deals,
but has a negative impact on the merger outcome as captured by the
profitability of the acquiring company the years after the deal completion.
We validate our measures and all our results using a natural experiment
resulting from the approval of paid family leave in some States in our
sample period. Our results suggest that externally-oriented companies
underestimate the possibility of culture clashes after a merger deals and are
more likely to conclude value destroying deals.
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