Mergers, Acquisitions, Spinoffs
   Notes from a seminar in M&A, 2009

We start our discussion with Roll, Richard, “The Hubris hypothesis of corporate takeovers.” The Journal of Business 59 (1986), 197-216. Roll (1986) starts with summarizing Jensen and Ruback (1983), which summarizes over 40 M&A papers: overall, there is a gain from mergers, target shareholders gain, and bidders do not lose.  There is conflicting evidence with respect to the third (i.e., several studies have shown than bidders lose, on average).

Why do merger gains flow to targets?  Why don’t bidders get a share of these gains?  Roll (1986) uses the M&A process to explain why.

1. Bidder identify a potential target

2. Bidder values target (taking into account merger gains, such as synergies, firing bad management)
3. Target valuation is compared to target market value.  If bidder’s valuation of the target is less than market value, then abandon the acquisition attempt.  If greater than, then make a bid.  The bid will be less than the target’s valuation (to make a profit, to account rival bids).
A key element in the process described above is an established market value for the target.  Thus, the bidder will not make a bid below the target’s market value, since it will not be accepted.  (Targets in private takeovers have no market valuation.  Neither does a typical “project.”  So, bids in these deals are not bounded from below.) 

Assume there is no value from merging firms (i.e., no synergistic gains, etc.).  Also assume that the bidder makes errors in their valuation.  They might be correct, on average, but sometimes overvalue, and sometimes undervalue the target.  Since acquisition attempts are not made when the bidder’s valuation of the target is below the target’s market value, then, in the above process, bids are observed when:

1) The bidder determines the correct value and the market has undervalued the target

2) The bidder overestimates the value of the target and the market has correctly valued the target

Financial markets are populated by rational and irrational investors.  Decisions by the irrational investors cancel out, in aggregate, and the market value reflects “the small thread of rationality all individuals have in common.”

So, let’s assume the market value of the target is right, on average (i.e., strong-form market efficiency).  Then, why do bidders make bids faced with reason #2 above.  Note that managers of bidders can also be rational or irrational in their valuations.  Rational managers might realize this problem and not make bids in the above example (i.e., no synergistic gains).

What about irrational managers?  Note that a manager doesn’t realize that he/she is irrational.  They probably only make only a few bids in a career (and therefore can’t learn from experience).  They might believe, therefore, that they are right, and the market is wrong.  This is labeled by Roll (1986) and the hubris hypothesis.  (Side issue - how might manager hubris affect project selection?)

Under the hubris hypothesis, managers negative errors (manager valuation < target market value) are not observed.  Bids are only observed in instances when the manager valuation > target market value.  So, under this hypothesis, bidders pay too much, on average, for the target.
Even if there are gains from merger, the manager hubris still affects the merger process (i.e., bids are not made below the target market value).  However, when merger gains exist, the loss to the bidder from the merger hypothesis is lessened.

Empirical implications of the hubris hypothesis (and if there are no gains from mergers):
1. Target shareholders will gain with successful mergers

2. If the bid is unsuccessful, then target market value should decline to the original level (or below).

3. Combined target and bidder gains/losses are negative (because of transaction costs)

4. If the bid reveals no information about the bidder, and the bid is unanticipated, then the bidder’s stock price will decline on announcement of the bid

5. What kind of positive information could a bid reveal about the bidder?

6. What if the bid is anticipated?

7. How does the relative size of the bidder and target affect this prediction?

8. If the bid is abandoned (or lost to another bidder), the bidder’s stock price will increase

9. What kind of negative information could a withdrawal (or loss to another bidder) reveal about the bidder?

10. If the bid is ultimately successful, then bidder’s stock price will decline.  Why?
11. The rest of the paper reviews empirical support for the hubris hypothesis.
