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Do Managerial Objectives Drive Bad Acquisitions?
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ABSTRACT

In a sample of 326 US acquisitions between 1975 and 1987, three types of acquisitions
have systematically lower and predominantly negative announcement period returns to
bidding firms. The returns to bidding shareholders are lower when their firm diversifies,
when it buys a rapidly growing target, and when its managers performed poorly before
the acquisition. These results suggest that managerial objectives may drive acquisitions
that reduce bidding firms’ values.

THERE IS NOW CONSIDERABLE evidence that making acquisitions is a mixed
blessing for shareholders of acquiring companies. Average returns to bidding
shareholders from making acquisitions are at best slightly positive, and signifi-
cantly negative in some studies (Bradley, Desai and Kim 1988, Roll 1986). Some
have suggested that negative bidder returns are purely a consequence of stock
financing of acquisitions that leads to a release of adverse information about
acquiring firms (Asquith, Bruner, and Mullins 1987). In this case, negative bidder
returns are not evidence of a bad investment. An alternative interpretation of
poor bidder performance is that bidding firms overpay for the targets they acquire.
In this paper, we present evidence that some types of bidders systematically
overpay.

There are at least two reasons why bidding firms’ managers might overpay in
acquisitions, thereby truly reducing the wealth of their shareholders as opposed
to just revealing bad news about their firm. According to Roll (1986), managers
of bidding firms are infected by hubris, and so overpay for targets because they
overestimate their own ability to run them. Another view of overpayment is that
managers of bidding firms pursue personal objectives other than maximization
of shareholder value. To the extent that acquisitions serve these objectives,
managers of bidding firms are willing to pay more for targets than they are worth
to bidding firms’ shareholders.

Our view is that when a firm makes an acquisition or any other investment,
its manager considers both his personal benefits from the investment and the
consequences for the market value of the firm. Some investments are particularly
attractive from the former perspective: they contribute to long term growth of
the firm, enable the manager to diversify the risk on his human capital, or
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improve his job security (Shleifer and Vishny, 1990). When an investment
provides a manager with particularly large personal benefits, he is willing to
sacrifice the market value of the firm to pursue that investment. Other things
equal, the net present value of an acquisition with high private benefits should
be lower than that of an acquisition with no such benefits. Put differently,
managers will overpay for targets with high private benefits.

If shareholders could perfectly monitor and control the investment decisions
of managers, acquisitions that reduce shareholder wealth because they deliver
managerial benefits would not be allowed (or would be allowed on a small scale
only when they are an efficient form of compensation (Shleifer and Vishny,
1988)). However, managers of large public corporations are typically subject to
only loose scrutiny. Boards of directors give managers considerable leeway in
choosing investment projects, and do not use negative stock market reactions to
investment or acquisition announcements as the definitive indicator of long-run
value consequences. There is some ex post settling up in that firms pursuing
value-decreasing acquisitions are taken over with a higher frequency themselves
(Mitchell and Lehn, 1990), but these takeovers are too expensive and infrequently
used to provide the necessary deterrence. Management ownership of shares may
be the most effective deterrent to investments that dissipate market value,' but
in most large corporations top managers own only a small stake. In sum, while
it is incorrect to say that managers make investment decisions without regard
for market value consequences, it is also incorrect to say that existing monitoring
and control devices keep managers from pursuing personal non-value-maximizing
objectives. We therefore expect some observed investments to reflect pursuit of
these objectives. Our methodology is designed to uncover the hypothesized
negative relation between the managerial benefits of an acquisition and its
consequences for the market value of the acquiring firm.

Specifically, we try to find out which acquisitions are bad investments for
bidding shareholders and determine whether those acquisitions appear to provide
private benefits to bidding managers. We focus on two aspects of acquisition
strategies that can be readily understood in terms of managerial objectives:
buying growth and diversification. We also look at the relationship between
bidders’ past performance and their returns from acquisitions. This relationship
sheds light on the bidding managers’ motives for acquiring. Before presenting
the evidence, we briefly summarize the literature on managerial objectives to
justify looking at relatedness, target growth and past performance of the bidder
to uncover managerial objectives in making acquisitions.

Relatedness

Several models predict that managers would pursue unrelated diversification
even when it hurts shareholders. First, if managers themselves are not properly
diversified, they would diversify the holdings of the firm to reduce the risk to
their human capital even when diversification offers few if any benefits to
shareholders (Amihud and Lev 1981). Second, to assure the survival and conti-

! Lewellyn, Loderer and Rosenfeld (1985) find that returns to acquiring firms are positively
correlated with the equity stake of the acquirer’s top management.
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nuity of the firm even when shareholder wealth maximization dictates shrinkage
or liquidation, managers would try to enter new lines of business (Donaldson and
Lorsch, 1983). Third, when poor performance of the firm threatens a manager’s
job, he has an incentive to enter new businesses at which he might be better
(Shleifer and Vishny, 1990). In all these cases, managers might be willing to
overpay for targets outside the bidding firm’s industry, reducing the wealth of
their shareholders.

Buying Growth

Many authors argue that managers want their firms to grow even at a cost to
market value. Baumol (1959) simply assumes that growth of sales is part of the
manager’s utility function. Donaldson (1984) suggests that growth of the firm
creates attractive promotion opportunities for its junior managers, enabling the
firm to attract young managers concerned with upward mobility. By buying a
growing firm, a mature firm ensures that its younger managers do not have to
compete for only a few top positions. Growth of this sort can be value maximizing
if it serves to attract and retain required managerial talent. It can also be wasteful
if managers overpay for growing targets just to promote their proteges. Finally,
pursuit of growth can be part of a strategy of ensuring long run survival of the
corporation as an independent entity (Donaldson and Lorsch 1983), a goal likely
to be more important to managers than to shareholders.

On these views, managers maximize growth, and not just pure size, to create
attractive opportunities for the insiders and to assure the survival of the firm.
Managers spend corporate resources to buy rapidly growing firms, even if such
investments have a negative present value.

Past Performance of Acquirer Management

Bad managers might make bad acquisitions simply because they are bad
managers. Alternatively, bad managers have more incentive to acquire to assure
the survival of the firm or to find new businesses they might be good at. The
prediction is that acquisitions by bad managers are particularly disastrous. In
contrast, a plausible version of Roll’s hubris hypothesis predicts that the worst
acquisitions are made by well performing firms, since their managers are most
likely to be infected by hubris.

The evidence presented below evaluates the importance of diversification,
buying growth, and past bidder performance for bidder returns in acquisitions.
We also evaluate and control for alternative explanations of negative bidder
returns. In particular, we control for the form of payment in the acquisition since
the announcement of stock financing may release information, as well as be
correlated with our variables. In addition, we test a particular version of Roll’s
hubris hypothesis, according to which managers of bidding firms are infected by
hubris and so overpay for targets because they overestimate their own ability at
running them. A plausible version of this hypothesis predicts that the worst
acquisitions are made by well-performing firms, since their managers are the
most likely ones to be infected by hubris. Our prediction is the opposite.

Our evidence suggests that bad acquisitions are driven by managerial objectives;
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they are not just cases of information release via stock financing or of hubris of
successful managers. We find that unrelated diversification and buying growth
reduce the returns to making an acquisition. We also find that bad managers are
also bad acquirers, consistent with the notion that poor performance drives
managers to try something new. Finally, we find that the market penalizes
unrelated diversification much more heavily in the 1980’s than in the 1970’s,
coincident with the rise of hostile bust-up takeovers.

These results fit well with some recent findings of others. Lang, Stulz and
Walkling (1989) find that having a low Tobin’s Q, which might stand for poor
quality of the bidding firm’s management, reduces the bidder’s return in a
takeover. They also find that a low Tobin’s Q of the target, which is likely to be
correlated with low sales growth, is associated with a higher bidder return. The
latter finding is also obtained by Servaes (1988). Lewellen, Loderer and Rosenfeld
(1985) and You, Caves, Henry and Smith (1986) show that low management
ownership in the bidding firm is associated with lower returns from making
acquisitions. This result suggests that managers who have little incentive to
maximize market value make bad acquisitions. Mitchell and Lehn (1990) find
that firms making acquisitions that reduce their market value are subsequently
more likely to be acquired than firms not making bad acquisitions. Although
neither these papers nor our own work identify managerial objectives precisely,
the importance of these objectives in determining acquisition choices seems well
supported.

Section I of the paper describes the data we use in the analysis. Sections II
and III present our empirical results. Section IV concludes.

I. The Sample and Construction of Variables

The Sample

Our data set is obtained by combining Bronwyn Hall’s (1988) sample of mergers
based on deletions of firms from Compustat with Jarrell and Poulsen’s (1988)
sample of acquisitions. We only consider acquisitions in which the bidder has
actually obtained control. Table I presents the details of sample construction.
The main reasons we lose observations include unavailability of stock price data
on CRSP, absence of data in COMPUSTAT needed to construct our bidder
performance variables, and missing data in the Dun and Bradstreet Million Dollar
Directory (MDD) on the lines of business in which each firm operates. We use
these lines of business to construct our diversification measures. We also omit
63 observations because the equity value of the target is less than 5% of the
equity value of the bidder. These observations would only add noise to the results.
Finally, we omit one outlier firm whose market value dropped more than 150%
of the price it paid for the acquisition. Table I shows that our full sample consists
of 326 acquisitions.

Return Variable

The traditional measure of the bidder’s payoff from making an acquisition is
the percentage change in the bidder’s equity value at or around the time the



