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Richard Roll

University of California, Los Angeles

The Hubris Hypothesis of
Corporate Takeovers*

Finally, knowledge of the source of
takeover gains still eludes us. [Jensen and
Ruback 1983, p. 47]

I. Introduction

Despite many excellent research papers, we still
do not fully understand the motives behind merg-
ers and tender offers or whether they bring an
increase in aggregate market value. In their com-
prehensive review article (from which the above
quote is taken), JTensen and Ruback (1983) sum-
marize the empirical work presented in over 40

* The earlier drafts of this paper elicited many comments.
It is a pleasure to acknowledge the benefits derived from the
generosity of so many colleagues. They corrected several
conceptual and substantive errors in the previous draft, di-
rected my attention to other results, and suggested other in-
terpretations of the empirical phenomena. In general, they
provided me with an invaluable tutorial on the subject of
corporate takeovers, The present draft undoubtedly still con-
tains errors and omijssions, but this is due mainly to my inabil-
ity to distill and convey the collective knowledge of the pro-
fession. Among those who helped were C. R. Alexander,
Peter Bernstein, Thomas Copeland, Harry DeAngelo,
Eugene Fama, Karen Farkas, Michael Firth, Mark Grinblatt,
Gregg Jarrell, Bruce Lehmann, Paul Malatesta, Ronald
Masulis, Pavid Mayers, John McConnell, Merton Miller,
Stephen Ross, Richard Ruback, Sheridan Titman, and, espe-
cially, Michael Jensen, Katherine Schipper, Walter A. Smith,
Ir., and J. Fred Weston. I also benefited from the comments
of the finance warkshop participants at the University of
Chicago, the University of Michigan, and Dartmouth Col-
lege, and of the referees.
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The hubris hypothesis
is advanced as an ex-
planation of corporate
takeovers. Hubris on
the part of individual
decision makers in bid-
ding firms can explain
why bids are made
even when a valuation
abave the current mar-
ket price represents a
positive valuation er-
ror. Bidding firms in-
fected by hubris simply
pay too much for their
targets, The empirical
evidence in mergers
and tender offers is re-
considered in the hu-
bris context. It is ar-
gued that the evidence
supports the hubris hy-
pothesis as much as it
supports other explana-
tions such as taxes,
synergy, and inefficient
target management.
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papers. There are many important details in these papers, but Jensen
and Ruback interpret them to show overall *“that corporate takeovers
generate positive gains, that target firm shareholders benefit, and that
bidding firm shareholders do not lase™ (p. 47).

My purpose here is to suggest a different and less conclusive inter-
pretation of the empirical results. This interpretation may not turn out
to be valid, but I hope to show that it has enough plausibility to be at
least considered in further investigations. It will be argued here that
takeover gains may have been overestimated if they exist at all. If there
really are no aggregate gains associated with takeovers, or if they are
small, it is not hard to understand why their sources are *‘elusive.”

The mechanism by which takeover attempts are initiated and con-
summated suggests that at least part of the large price increases ob-
served in target firm shares might represent a simple transfer from the
bidding firm, that is, that the observed takeover premium {tender offer
or merger price less preannouncement market price of the target firm)
overstates the increase in economic value of the corporate combina-
tion. To see why this could be the case, let us follow the steps under-
taken in a takeover.

First, the bidding firm identifies a potential target firm.

Second, a “valuation™ of the equity of the target is undertaken. In
some cases this may include nonpublic information. The valuation
definitely would include, of course, any estimated economies due to
synergy and any assessments of weak management et cetera that
might have caused a discount in the target's current market price.

Third, the *‘value'’ is compared to the current market price. If
value is below price, the bid is abandoned. If value exceeds price, a
bid is made and becomes part of the public record. The bid would not
generally be the previously determined ““value’ since it should in-
clude provision for rival bids, for future bargaining with the target,
and for valuation errors inter alia.

The key element in this series of events is the valuation of an asset
(the stock) that already has an observable market price. The preexist-
ence of an active market in the identical item being valued distin-
guishes takeover attempts from other types of bids, such as for oil-
drilling rights and paintings. These other assets trade infrequently and
no two of them are identical. This means that the seller must make his
own independent valuation. There is a symmetry between the bidder
and the seller in the necessity for valuation.

In takeover attempts, the target firm shareholder may still conduct a
valuation, but it has a lower bound, the current market price. The
bidder knows for certain that the shareholder will not sell below that;
thus when the valuation turns out to be below the market price, no
offer is made.
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Consider what might happen if there are no potential synergies or
other sources of takeover gains but when, nevertheless, some bidding
firms believe that such gains exist. The valuation itself can then be
considered a random variable whose mean (s the target firm's current
market price. When the random variable exceeds its mean, an offer is
made; otherwise there (s no offer. Offers are observed only when the
valuation is too high; outcomes in the left tail of the distribution of
valuations are never observed. The takeover premium in such a case is
simply a random error, a mistake made by the bidding firm. Maost
important, the observed error is always in the same direction. Corre-
sponding errors in the opposite direction are made in the valuation
process, but they do not enter our empirical samples because they are
not made public.

If there were no value at all in takeovers, why would firms make bids
in the first place? They should realize that any bid above the market
price represents an error. This latter logic is alluring because market
prices do seem to reflect rational behavior. But we must keep in mind
that prices are averages. There is no evidence to indicate that every
individual behaves as if he were the rational economic human being
whose behavior seems revealed by the behavior or market prices. We
may argue that markets behave as if they were populated by rational
beings. But a market actually populated by rational beings is observa-
tionally equivalent to a market characterized by grossly irrational indi-
vidual behavior that cancels out in the aggregate, leaving the trace of
the only systematic behavioral component, the small thread of rational-
ity that all individuals have in common. Indeed, one possible definition
of irrational or aberrant behavior is independence across individuals
{and thus disappearance from view under aggregation).

Psychologists are constantly bombarding economists with empirical
evidence that individuals do not always make rational decisions under
uncertainty. For example, see Oskamp (1965), Tversky and Kahneman
{1981), and Kahneman, Slovic, and Tversky (1982). Among psycholo-
gists, ecanomists have a reputation for arrogance mainly because this
evidence is ignored; but psychologists seem not to appreciate that
economists disregard the evidence on individual decision making be-
cause it usually has little predictive content for market behavior. Cor-
porate takeovers are, I believe, one area of research in which this
usually valid reaction of economists should be abandoned; takeovers
reflect individual decisions.

There is little reason to expect that a particular individual bidder will
refrain from bidding because he has learned from his own past errors.
Although some firms engage in many acquisitions, the average individ-
val bidder/manager has the opportunity to make only a few takeover
offers during his career. He may convince himself that the valuation is
right and that the market does not reflect the full economic value of the
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combined firm. For this reason, the hypothesis being offered in this
paper ta explain the takeover phenomenon can be termed the **hubris
hypothesis.” If there actually are no aggregate gains in takeover, the
phenomenon depends on the overbearing presumption of bidders that
their valuations are correct.

Even if gains do exist for some corporate combinations, at least part
of the average observed takeover premium could still be caused by
valuation error and hubris. The left tail of the distribution of valuations
is truncated by the current market price. To the extent that there are
errors in valuation, fewer negative errors will be abserved other than
positive errors, When gains exist, a smaller fraction of the distribution
will be truncated than when there are no gains at all. Nonetheless,
truncation will occur in every situation in which the gain is small
enough to allow the distribution of valuations to have positive probabil-
ity below the market price.

Rational bidders will realize that valuations are subject to error and
that negative errors are truncated in repeated bids. They will take this
into account when making a bid. Takeover attempts are thus analogous
to the auctions discussed in bidding theory wherein the competing
bidders make public offers. In the takeover situation, the initial bidder
is the market, and the initial public offer is the current price. The
second bidder is the acquiring firm who, conscious of the “‘winner’s
curse,’’ biases his bid downward from his estimate of value. In fact, he
frequently abandons the auction altogether, allowing the first bidder to
win.

In a standard auction, we would observe all cases, including those in
which the initial bid was victorious. Theory predicts that the winning
bid is an accurate assessment of value. In takeovers, however, if the
initial bid (by the market) wins the auction, we throw away the obser-
vation. If all bidders accounted properly for the “‘winner’s curse,”
there would be no particular bias associated with discarding bids won
by the market; but if bidders are infected by hubris, the standard bid-
ding theory conclusion would not be valid. Empirical evidence from
repeated sealed bid auctions (Capen, Clapp, and Campbell 1971; and
Dougherty and Lohrenz 1976), indicates that bidders do not fully incor-
porate the winner's curse. Unless there is something curative about the
public nature of corporate takeover auctions, we should at least con-
sider the possibility that the same phenomenon exists in them.

The hubris hypothesis is consistent with strong-form market effi-
ciency. Financial markets are assumed to be efficient in that asset
prices reflect all information about individual firms. Product and labor
markets are assumed efficient in the sense that (a) no industrial reor-
ganization can bring gains in an aggregate output at the same cost or
reductions in aggregate costs with the same output and (b) management
talent is employed in its best alternative use.
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Mast other explanations of the takeover phenomenon rely on strong-
form market inefficiency of at least a temporary duration. Either
financial markets are ignorant of relevant information possessed by
bidding firms, or product markets are inefficiently organized so that
potential synergies, monopolies, or tax savings are being ineffectively
exploited (at least temporarily), or labor markets are inefficient be-
cause gains could be obtained by replacement of inferior managers.
Although perfect strong-form efficiency is unlikely, the concept should
serve as a frictionless ideal, the benchmark of comparison by which
other degrees of efficiency are measured. This is, I claim, the proper
role for the hubris hypaothesis of takeovers; it is the null against which
other hypatheses of corporate takeovers should be compared.

Section II presents the principal empirical predictions of the hubris
hypothesis and discusses supportive and disconfirming empirical re-
sults. Section II concludes the paper by summarizing the results and
by discussing various objections to the hypothesis.

II. Evidence for and against the Hubris Hypothesis

If there are absolutely no gains available to corporate takegvers, the
hubris hypothesis implies that the average increase in the target firm's
market value should then be more than offset by the average decrease
in the value of the bidding firm. Takeover expenses would constitute
the aggregate net loss. The market price of a target firm should increase
when a previously unanticipated bid is announced, and it should de-
cline to the original level or below if the first bid is unsuccessful and if
no further bids are received.

Implications for the market price reaction of a bidding firm are some-
what less clear. If we could be sure that () the bid was unanticipated
and (k) the bid conveys no information about the bidder other than that
it is seeking a combination with a particular target, then the hubris
hypothesis would predict the following market price movements in
bidding firms:

1. a price decline on announcement of a bid;
2. a price increase on abandoning a bid or on losing a bid; and
3. a price decline on actually winning a bid.

It has been pointed out by several authors, most forcefully by Schip-
per and Thompson (1983), that condition a above is by no means as-
sured in all cases. Bids are not always surprises. As Jensen and Ruback
(1983, pp. 18-20) observe, this alone complicates the measurement of
bidder firm returns.

The possibility that a bid conveys information about the bidding
firm’s own operations, that is, violation of condition b, is an equally
serious problem (cf. Jensen and Ruback 1983, p. 19 and n. 14). For
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example, the market might well interpret a bid as signaling that the
bidding firm’'s immediate past or expected future cash flows are higher
than previously estimated, that this has actually prompted the bid, and
that, although the takeover itself has a negative value, the combination
of takeover and new information is on balance positive.

Similarly, abandoning a previous bid could convey negative informa-
tion about the bidding firm’s ability to pay for the proposed acquisition,
perhaps because of negative events in its own operations. Losing a bid
ta rivals could signal limited resources. These problems of contaminat-
ing information make it difficult to interpret bidding firm price move-
ments and to interpret the combined price movements of bidder and
target.

A. The Evidence about Target Firms

Let us first examine, therefore, the more straightforward implications
of the hubris hypothesis for target firms. Bradley, Desai, and Kim
(198345} present results for target firms in tender offers that are consis-
tent with the implications. Target firms display increases in value on
the announcement of a tender offer, and they fall back to about the
original level if no combination accurs then or later.

A similar pattern is observed in Asquith’s {1983) sample of target
firms in unsuccessful mergers. These firms were targets in one or more
merger bids that were later abandoned and for whom no additional
merger bids occurred during the year after the last original bid was
withdrawn. The original merger bid announcement was accompanied
by a 7.0% average increase in target firm value that appears to be
almost entirely reversed within 60 days (fig. 1, p. 62). By the date when
the last bid is abandoned, the target's price decline amounts to 8.1%
(table 9, p. 81}, slightly more than offsetting the original increase.

The result may be partially compromised by the following problem.
The *‘outcome date’ of an unsuccessful bid is the withdrawal date of
the final offer following which no additional bid is received for 1 year.
Thus as of the outcome date the market could not have known for
certain that other bids would not arrive. However, if the market had
known that no other bids would arrive, the price decline would likely
have been ever larger, so perhaps this partial use of hindsight was not
material. In summary, target firm share behavior, as presented in Brad-
ley et al. (19835) for tender offers and in Asquith (1983) for mergers, is
consistent with the hubris hypothesis.

B. The Evidence about Total Gains

The central prediction of the hubris hypothesis is that the rotal com-
bined takeover gain to target and bidding firm shareholders is nonposi-
tive. None of the evidence using returns can unambiguously test this
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prediction for the simple reason that average returns of individual firms
do not measure average dollar gains, especially in the typical takeover
situation in which the bidding firm s much larger {cf. Jensen and
Ruback 1983, p. 22). In some cases, the observed price increase in the
target would correspond to such a trivial loss to the bidder that the loss
is bound to be hidden in the bid/ask spread and in the noise of daily
return volatility.

In an attempt to circumvent the problem that returns cannot measure
takeover gains when bidder and target have different sizes, Asquith,
Bruner, and Mullins (1983) take the unique approach of regressing the
bidder announcement period return on the relative size of target to
bidder. They reason that, if acquisitions benefit bidder firms, large
acquisitions should show up as having larger return effects on bidder
firm returns. They do find this positive relation for bidding firms. The
same relation is not significant for target firms, although, as usual,
target firms have much larger average returns. The positive relation for
bidding firms is consistent with more than one explanation. [t is consis-
tent with the bidding firm losing on average, but losing less the larger
the target. Perhaps a more accurate valuation is conducted when the
stakes are large and this results in a smaller percentage loss to the
bidder. Perhaps large targets are less closely held so that the takeover
premium can be smaller relative to the preoffer price and still convince
shareholders to deliver their shares. Perhaps bidders for larger targets
have fewer rivals and can thus get away with a bidder-perceived *‘bar-
gain.”’

The absence of any relation for target firms is puzzling under every
hypothesis unless the entire gain accrues to the target firm sharehold-
ers (and Asquith et al. {1983] interpret their results to indicate that
takeover gains are shared). If synergy is the source of gains, for ex-
ample, target shareholder’s returns would increase with the relative
size of its bidder-partner.

Several studies have atiempted to measure aggregate dollar gains
directly. Halpern (1973) finds average market adjusted gains of $27.35
million in a sample of mergers between New York Stock Exchange—
listed firms (p. 569); the gain was calculated over a period 7 months
prior to the first public announcement of the merger through the merger
consummation month. The standard error of this average gain, assum-
ing cross-sectional independence, was $19.7 (§173.2/V77 [see table 3,
p. 569]). In 53 cases out of 77, there was a dollar gain.

Bradley, Desai, and Kim (1982) present dollar returns for a sample of
162 successful tender offers from 20 days before the announcement
until 5 days after completion. The average combined dollar increase in
value of bidder plus target was $17 million, but this was not statistically
significant. The $17 million gain was divided between a $34 million
average gain by targets and a $17 million average loss to bidders. The
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authors note that the equally weighted average rate of return to bidders
is positive, though the dollar change is a loss; they argue that this can
be explained by skewness in the distribution of dollar changes.

In a revision of their 1982 paper, Bradley, Desai, and Kim (1983a)
present slightly different results. The sample is expanded from 162 and
183 tender offer events, although the underlying data base appears to
be the same (698 tender offers from October 1938 to December 1980).
The only stated difference in the selection of samples is that the earlier
paper excludes offers that are not “*control oriented"’ (cf. Bradley et al.
1982, p. 13; and Bradley et al. 1983«, pp. 35-36). This sample change
resulted in an average gain to targets of $28.1 million and to bidders to
+$5.8 million {table 9). The authors say, however, that ‘‘the distribu-
tional praperties of our dollar gain measures preclude any meaningful
inferences about their significance' {p. 58).

Malatesta (1983) examines the combined change in target and bidder
firms before, during, and after a merger. Jensen and Ruback sum-
marize Malatesta’s results as follows: “‘Malatesta examines a matched
sample of targets and their bidders in 30 successful mergers and finds a
significant average increase of $32.4 million (¢ = 2.07) in their com-
bined equity value in the month before and the month of outcome
announcement. . . . This evidence indicates that changes in corporate
control increase the combined market value' (1983, p. 22).

Malatesta (1983) himself does not reach so definite a conclusion. In
fact, his overall interpretation of the evidence is that *‘the immediate
impact of merger per se is positive and highly significant for acquired
firms but larger in absolute value and negative for acquiring firms™' (p.
155; emphasis added). Jensen and Ruback were referring to smaller
samples of matching pairs. Even for this sample, Malatesta says, the
results “‘provide weak evidence that successful resolution of these
mergers had a positive impact on combined shareholder wealth’ (p.
170; emphasis added). In 2 months culminating in board approval of the
merger, the combined gain was positive, but ““over the entire interval
—60 to 0 [months], the cumulative dollar return s a trivial 0.29 million
dollars™ (p. 171). Of course, this could be due to selection bias; bidding
or acquired firms or both may tend to be involved in mergers after a
period of poor performance. According to Asquith's (1983) results,
however, this is true only for targets. The oppasite is true for bidders;
they tend to display superior performance prior ta the merger bid an-
nouncement. During the culminating merger months, the acquiring
firms’ gains in Malatesta’s sample were not statistically significant (al-
though the acquired firms® were).

Malatesta’s month zero is when the board announced merger ap-
proval, not when the merger proposal first reached the public. Even if
the merger per se has no aggregate value, the price reaction on ap-
proval could be paositive because it signals that court battles, further
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bids ta avercome rivals, and other costly events associated with hostile
mergers will not take place in this case, although their possibility was
signaled originally by the merger proposal. Malatesta does not present
evidence about the dollar reactions of the combined firm on the first
announcement of the merger proposal.

Firth (1980) presents the results of a study of takeovers in the United
Kingdom. In his sample, target firms gain, and bidding firms lose, both
statistically significantly. The average total change in market value of
the two firms in a successful combination, from a month prior to the
takeover bid through the month of acceptance of the offer, is £—36.6
million. No r-statistic is given for this number, but we can obtain a
rough measure of significance by using the fact that 224 of 434 cases
displayed aggregate losses. If these cases were independent, the r-
statistic that the true proportion of losing takeovers is greater than 50%
is about .67.

The relative division of losses was examined by Firth (1980} in an
ingenious calculation that strongly suggests the presence of bidding
errors. The premium paid to the target firm {in £) as a fraction of the
size of the bidding firm was cross-sectionally related to the percentage
loss in the bidding firm’s shares around the takeover period. The re-
gression coefficient was —.89 (r = —5.94). Firth concludes (p. 254),
“This supparts the view that the stock market expects zero benefits
from a takeover, that the gains to the acquired firm represent an ‘over-
payment’ and that the acquiring company’s shareholders suffer corre-
sponding losses.™

Using dollar-based matched pairs of firms, Varaiya (1985) finds that
the aggregate abnormal dollar gain of targets is $189.4 million while the
average abnormal dollar loss of bidders is $128.7 million for 121 days
around the takeover announcement. The aggregate gain of $60.7
($189.4 — 128.7) is not statistically significant, on the basis of a
parametric test, though a nonparametric test does indicate significance.
Varaiya also reports a cross-sectional regression that indicates that,
the larger the target's dollar gain, the larger the bidder’s dollar loss.
The regression coefficient was — .81 (¢ = —2.81).

To summarize, the evidence about total gains in takeovers must be
Jjudged inconclusive. Results based on returns are unreliable. Malates-
ta’s dollar-based results show a small aggregate gain in the months just
around merger approval in a small matched sample and an aggregate
loss in a larger unmatched sample. The interpretation of Malatesta's
results is rendered difficult by the possibility of losses or gains in prior
months, after announcement of a merger possibility but before final
approval is a certainty. Dollar-based results presented by Bradley et al.
(1982, 1983a4) show a small and insignificant aggregate gain. Firth’s
(1980} British results show an insignificant aggregate loss. Both Firth
(1980} and Varaiva (1985) present persuasive evidence for the exis-
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tence of overbidding. But, on balance, the existence of either gains or
losses ta the combined firms involved in corporate combinations re-
mains in doubt.

This mixed and insignificant evidence is made even less conclusive
(if that is possible) by potential measurement biases. There is a poten-
tial upward bias in the measured price reaction of bidding firms (and
thus of the aggregate) caused by contaminating information. There is a
potential downward bias due to prior anticipation of the takeover
event, as explained by Schipper and Thompson (1983), and another
potential downward bias in some studies due to an improper computa-
tion of abnormal returns (Chung and Weston 1985). These biases will
be discussed in detail next, in connection with the empirical findings
for bidding firms.

C. Evidence about Bidding Firms: The Announcement Effect

The hubris hypothesis predicts a decrease in the value of the bidding
firm. As pointed out previously, this decrease may not be completely
reflected in a market price decline because of contaminating informa-
tion in a bid, because the bid has been (partly} anticipated, or simply
hecause the economic loss is too small to be reliably reflected in prices.

The data contain several interesting patterns. Asquith (1983} finds
that bidding firm shares show ‘‘no consistent pattern’” around the an-
nouncement date, but, “‘in summary, bidding firms appear to have
small but insignificant positive excess returns at the press day’ (p. 66).
Some of Asquith's other results are understandable under the hubris
hypothesis. Before the first merger bid, for instance, firms who become
successful bidders have much larger price increases than firms whose
bids are unsuccessful. One would expect a higher level of hubris and
thus more aggressive pursuit of a target in firms that had experienced
recent good times.

Asquith's results are in conflict with those of Dodd (198(¢), who finds
statistically significant negative returns at the bid announcement. Jen-
sen and Ruback (1983) noted the difference in results, and they asked
Dodd to check his data and computer program, which they report
(Jensen and Ruback 1983, p. 17, n. 12} he did without finding an error.'

Negative hidder returns were also found by Eger (1983) in her study
of pure exchange (noncash) mergers. Bidding firm stock prices de-

L. Recently, Chung and Westan (1985} suggested that part of the difference in results
could be explained by an improper caleulation of “‘abnormal’ returns around the merger
announcement. Chung and Weston point out that the premerger period generally dis-
plays statistically significant positive returns for bidding firms. If data from this period
are used to estimate abnarmal returns at merger announcement, the measured announce-
ment effect will be biased downward. The reported diffrence between, say, Dodd (1980)
and Asquith (1983} would be reduced by a recalculation by Dodd excluding the prean-
nouncement period. However, it probably would not he entirely eliminated; the bias
appears to be only a small fraction of Dodd’s observed announcement effect.
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clined, on average by about 4%, from 5 days prior to merger bid an-
nouncement to 10 days afterward (Eger 1983, table 4, p. 563). The
decline was statistically significant. Eger suggests that the difference
between her results and Asquith’s (1983) might be attributable to a
difference between mergers involving cash and pure stock exchange
mergers; and she notes that tender offers, which often involve cash,
seem to display more positive bidder stock price reactions (see below).

In his study of United Kingdom takeovers, Firth (1980) reports sta-
tistically significant negative bidding firm returns in the month of the
takeover announcement. Eighty percent of the bidders had negative
abnormal returns during that month, and the z-statistic for the average
return was about — 5.0 {cf. Firth 1980, table 5, p. 248).

Varaiya (1985) also finds statistically significant negative returns for
bidding firms on the announcement day. He reports also that the bid-
der’'s loss is significantly larger when there are rival bidders.

A recent paper by Ruback and Mikkelson (1984) documents an-
nouncement effects of corporate purchases of another corporation’s
shares according to the stated purpose of the acquisition {filed on form
13-D with the Securities and Exchange Commission). The 2-day an-
nouncement effect for acquiring firms was positive and statistically
significant for the 370 firms whose stated purpose was not a takeaver.
In contrast, for 134 acquiring firms indicating an intention to effect a
takeover, the announcement effect was negative and significant (table
4, p. 17.

Studies of individual cases have been mixed. For example, Ruback
(1982} argues that DuPont's Jarge stock price decline in announcing a
bid to take over Conoco could be an indication that managers (of
DuPont) “*had an objective function different from that of shareholder
wealth maximization™ (p. 24). However, he rejects this explanation
because of ‘‘the magnitude of Conoco's revaluation and the lack of
evidence that DuPont’s management benefitted from the acquisition™
(p. 24}. He also rejects every other explanation except inside informa-
tion possessed by DuPont and not yet appreciated by the market; but
even this hypothesis *‘cannot be confirmed since the nature of the
information is unknown'* (p. 25).

One interesting aspect of the DuPont/Conoco case is that DuPont’s
decline was more than offset by Conoco’s gain; that is, the total gain
was positive (although the bidding firm lost). This suggests that
nonhubris factors were indeed present, bringing a total gain to the
corporate combination, but that overbidding was present too, resulting
in a loss to DuPont shareholders.

The other case study by Ruback (1983) finds only a small negative
effect for Occidental Petroleum in its bid for Cities Service. Cities
Service’s stock price increased by a relatively small amount for a target
firm, and the total effect was positive. Apparently, there was little
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significant hubris evidenced by Occidental (who offered only a small
premium). An interesting sidelight was the performance of Gulf Oil, a
rival bidder who withdrew. It suffered a loss far in excess of Cities
Service's gain.

Schipper and Thompson (1983) find a positive price reaction around
the announcement that a firm is embarking on a program of conglomer-
ate acquisitions. Also they observe negative price reactions of such
firms to antimerger regulatory events. The twa findings are interpreted
as at least consistent with the proposition that acquisitions are positive
net present value projects for the bidding firm. However, the authors
emphasize the tentative nature of their conclusion (pp. 109-11). For
example, they note that the announcement of an acquisition program is
sometimes accompanied by ‘“‘announcements of related policy deci-
sions, such as de-emphasis of old lines of business, changes in manage-
ment, changes in capital structure or specific merger proposals’® (p.
89). Even without such explicit contaminating information, announce-
ment of the program could be interpreted as good news about the
future profitability of the bidder’s current assets rather than about the
prospect of an undisclosed future target firm to be obtained at a bargain
price.

The possibility of contaminating information is a central problem in
interpreting the price movement of a bidding firm on the announcement
date of an intended acquisition. Bidders are activists in the takeover
situation, and their announcements may convey as much information
about their own prospects as about the takeover. To mention one
example of the measurement problem, mergers are usually leverage-
increasing events, It is well documented from studies of other leverage-
increasing events, such as exchange offers (Masulis 1980) and share
repurchases (Vermaelen 1981), that positive price movements are (o be
expected. Thus to measure properly that part of the gain of a bidding
firm in a merger that is attributable to the merger per se and not to an
increase in leverage, we ought to deduct the price increase that would
have been obtained by the same firm through independently increasing
its feverage by the same amount.?

The measurement problem induced by the disparate sizes of target
and bidder is the subject of a paper by Jarrell (1983). Jarrell argues that,
when a bidder is several times larger than a target, a gain to the bidder
equal in size to the gain observed in the target can be hidden in the
noise of the bidder’s return variability; that is, the t-statistic for the
bidder's effect is likely to be much smaller than for the target’s effect.
Jarrell suggests solving this problem by adjusting the bidder’s z-statistic
upward by a factor proportional to the relative sizes of bidder and
target. When he makes the adjustment in his sample, bidding firms

2. I am grateful to Sheridan Titman for pointing out this passibility.
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display significantly pdsitive price movements from 30 days prior to 10
days after the takeover announcement. The mean abnormal return
prior to adjustment is 2.3%; after adjustment it is 9.2%. Similarly, the
combined bidder and target returns become maore statistically signifi-
cant.

The problem with the Jarrell adjustment is that it can be applied to
any sample in order to render a sample mean of either sign statistically
significant. For example, if Firth (1980) had adjusted his bidding firm
returns downward according to the relative sizes of bidder and target,
he could have concluded that British takeovers had significant aggre-
gate negative effects on shareholders. This does not imply that Jarrell’s
conclusions are incorrect, but we are certainly entitled to remain skep-
tical. Several studies have reported positive bidder gains, and several
others have reported losses. Applying the Jarrell technigue indiscrimi-
nately to all of them could make the gains or losses more **significant,”
but this would simply create more confusion since the now ‘‘signifi-
cant'' results would disagree across studies.

D. Evidence about Bidding Firms: Resolution of Doubtful Success

There is some evidence available to help isolate the reevaluation of a
bidding firm's own assets induced by the bid but not caused by the
proposed corporate combination itself. Asquith’s (1983) sample of bid-
ding firms in mergers is separated into successful and unsuccessfitl
bidders, and both samples are examined prior to bid announcement,
between announcement and merger outcome, and after outcome. For
the successful group, merger outcome is the actual date when the
target firm is delisted; this is presumably the effective date of the
merger. At the original bid announcement, the market cannot know for
sure whether such firms actually will consummate the merger, that is,
be in the “*successful’’ group. There is only a probability of success.
Between the bid annocuncement and the final outcome this probability
goes to 1.0 for firms in the successful group. Thus if the combination
itself has value for the bidder, these bidding firms should increase in
value over this interim period. They do not. On average, successful
bidding firms decline in value by .5% over the interim period (see
Asquith 1983, fig. 4, p. 71; table 9, p. 81). The decrease in value is small
and statistically insignificant, but the result has economic significance
because the opposite sign must be observed if the corporate combina-
tion per se has value. If the combination has substantial value, one
might have expected to observe a statistically significant upward price
movement between bid announcement and outcome, provided, of
course, that the upward revision in probability of success is large
enough to show up.

Firms in Asquith’s successful bidder group have very large prebid
returns; abnormal returns average 14.3% over a 460-day period ending
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20 days before the bid announcement. They have small positive returns
(.2%) on the announcement date. The entire sequence of returns for
successful bidding firms is consistent with the hubris hypothesis. In the
prebid period, excellent performance endows management with both
hubris and cash. A target is sélected. The bid itself signals a small
upward revision in the market’s estimate of the bidding firm's current
assets that is not completely offset by the prospect of paying too much
for the target. Then there is a small downward revision in bidder firm
value as it becomes more probable and then certain that the target will
be acquired (at too high a price).

Eckbo {1983) reports a small and insignificant decline during the 3
days subsequent to the initial merger bid. But Eckbo’s “*successful™
bidder is defined as aone who is unchallenged on antitrust grounds; this
may be a less relevant representation of actual success for our pur-
poses here.

Eger (1983, p. 563) finds significant negative bidder firm returns av-
eraging —3.1% in the 20 days after the original announcement of a
merger that is ultimately successful. Most of this decline occurs in the
first 10 days after the merger announcement. The bonds of these firms
also decline slightly in price over the same period. This is consistent
with a price decline in the total value of the bidding firm as it becomes
more certain that the merger will succeed.

The most significant price decline between merger proposal and out-
come is reported by Dadd (1980). Successful bidding firms decline in
value by 7.22% from 10 days before the bid is announced until 10 days
after the merger outcome, where outcome is defined as target stock-
holder approval of merger bid. The price decline is statistically
significant. In the 20 days prior to the outcome date, successful bidder
firms in Dodd’s sample fall in price by about 2% (p. 124).

Evidence from papers using monthly data is more difficult to inter-
pret, but the patterns do seem consistent with a negative price move-
ment between merger announcement and successful outcome. For ex-
ample, Langetieg's (1978, p. 377) bidding firms show a significant price
decline continuing in the combined firm after the merger outcome.
Similarly, Chung and Weston (1982, p. 334) report price declines be-
tween merger announcement month and merger completion in pure
conglomerate mergers. However, the decline is not statistically signifi-
cant.

Similar evidence is given in Malatesta (1983, table 4, p. 172). Acquir-
ing firms in this sample have significant negative price performance in
the period after the first announcement of a merger proposal. Since the
data are monthly, the merger outcome date could be included some-
where in the sample period. This means that part of the puzzling post-
outcome negative performance detected by Langetieg (1978) and As-
quith (1983) might be included in Malatesta’s table 4 results. In tables 3
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and 6 Malatesta presents performance results for acquiring firms after
the ““first announcement of board/management approval of the merg-
er’” (p. 170). The returns are strongly negative in this period. This
might not be such a puzzle if “‘board/management approval® still
leaves open the possibility of withdrawal, for then the absolute cer-
tainty of merger (and the concomitant price drop expected under the
hubris hypothesis) would occur sometime after this particular event
date.

In summary, during the interim period between initial bid and suc-
cessful outcome, the average price movement of successful merger
bids is small, so it is nat possible to draw strong implications. How-
ever, the pattern is generally consistent with the hubris hypothesis,
which predicts the observed loss in value of bidding firm’s shares. The
loss is statistically insignificant in Asquith’s sample but is significant in
the samples of Dodd (1980) and Eger (1983) and in the monthly data
samples of Langetieg (1978) and Malatesta (1983).

Evidence about the interim period from tender offer studies is
mixed. One study seems to be clearly inconsistent with hubris alone;
Bradley's (1980) sample of 88 successful bidding firms shows a price
rise after the announcement data and before the execution date. The
number is not given, but the plot of the mean abnormal price index
(p. 366) indicates that the gain 1s approximately 29%-3%.

The interim price movement of the successful acquiring firm is re-
ported by Ruback and Mikkelson (1984) as — 1.07% with a ¢-statistic of
—2.34 (table 6). Their sample is not dichotomized by merger versus
tender offers, however, and it probably contains some of both types of
takeovers.

The results given by Kummer and Hoffmeister (1978) for a 17-firm
matched sample of tender offers are more difficult to interpret because
the data are monthly and, apparently because of the small size of the
cross-sectional sample, the time series of prices relative to the event
data appears to be more variable. Abnormal returns are positive and
largest in the announcement month but are also positive in months +1
and +2. If the tender offer is revolved sometime during these 2
months, the results are basically the same as Bradley's (1980). Months
+3 to + 12 witness a decline of about 4%. If the success of the tender
offer is not known until sometime during this period, an interpretation
could be made similar to the one discussed above concerning Asquith’s
and Dodd's samples of successful merger bids.

An identical set of nonconclusive inferences can be drawn from the
monthly data of Dodd and Ruback (1977). There appears to be a posi-
tive price movement by successful bidders just after the announcement
month followed by a price decline later. The decline over the 12
menths after a bid amounts to —1.32%, but it is not statistically signifi-
cant.
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Bradley's daily results probably represent the best available evi-
dence against the hubris hypothesis. The detected movement is small,
but, unlike the case of merger’s, the bidding firm’s price does increase
on average in Bradley’s sample. This is consistent with the proposition
that tender offers increase aggregate value and that some of the in-
crease accrues to tender offer bidders. Whether the evidence is
sufficiently compelling, particularly when balanced against evidence
of an opposite character, is up to further investigation to decide
definitely.

One other piece of evidence from the interim period between an-
nouncement and outcome is worthy of comtemplation. This is the price
behavior of the first bidder’s stock on the announcement of a rival bid.
In their study of unsuccessful tender offers, Bradley et al. (19834)
report a significant price drop in the first bidder's stock. In contrast,
Ruback and Mikkelson (1984) report a significant price increase (table
5); however, the latter sample consists not only of ultimately unsuc-
cessful bidders in tender offers but of all corporate investors in other
stock (including many who are not contemplating a takeover).

A price drop in the first takeover bidder's stock on the announce-
ment of a rival bid is explainable by hubris. The rival bid may set off a
bidding war that the market expects to result in a large loss for the
winner. It would be extremely informative to observe the price reac-
tion of the first bidder when it becomes evident that the rival bidder has
won.

Finally, it should be noted that the price change after the resolution
of a successful bid (either merger or tender offer) is almost uniformly
negative (cf. Jensen and Ruback 1983, table 4, p. 21) and is relatively
large in magnitude. This is a result that casts doubt on all estimates of
bidding firm returns because it suggests the presence of substantial
measurement problems.

III. Summary and Discussion

The purpose of this paper is to bring attention to a possible explanation
of the takeover phenomenon of mergers and tender offers. This expla-
nation, the hubris hypothesis, is very simple: decision makers in ac-
quiring firms pay teo much for their targets on average in the samples
we observe. The samples, however, are not random. Potential bids are
abandoned whenever the acquiring firm's valuation of the target turns
up with a figure below the current market price. Bids are rendered
when the valuation exceeds the price. If there really are no gains in
takeovers, hubris is necessary to explain why managers do not aban-
don these bids also since reflection would suggest that such bids are
likely to represent positive errors in valuation.

The hubris hypothesis can serve as the null hypothesis of corporate
takeovers because it asserts that all markets are strong-form efficient.
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Financial markets are aware of all information. Product markets are
efficiently organized. Labor markets are characterized by managers
being employed in their best operational positions.

Hubris predicts that, around a takeover, (¢) the combined value of
the target and bidder firms should fall slightly, () the value of the
bidding firm should decrease, and (c¢) the value of the target should
increase. The available empirical results indicate that the measured
combined value has increased in some studies and decreased in others.
It has been statistically significant in none. Measitred changes in the
prices of bidding firms have been mixed in sign across studies and
maostly of a very small order of magnitude. Several studies have re-
ported them to be significantly negative, and other studies have re-
ported the opposite. Target firm prices consistently display large in-
creases, but only if the initial bid or a later bid is successful. There is no
permanent increase in value for target firms that do not eventually
enter a corporate combination.

The interpretation of bidding firm returns is complicated by several
potential measurement problems. The bid can convey contaminating
information, that is, information about the bidder rather than about the
takeover itself. The bid can be partially anticipated and thus result in
an announcement effect smaller in absolute value than the true eco-
nomic effect. Since bidders are usually much larger than targets, the
effect of the bid can be buried in the noise of the bidder's return
volatility. There is weak evidence from the interim period between the
announcement of a merger and the merger outcome that the merger
itself results in a loss to the bidding firm’s shareholders; but the interim
period in tender offers shows some results that favor the opposite
view. Both findings have minimal statistical reliability.

The final impression one is obliged to draw from the currently avail-
able results is that they provide no really convincing evidence against
even the extreme (hubris) hypothesis that all markets are operating
perfectly efficiently and that individual bidders occasionally make mis-
takes. Bidders may indicate by their actions a belief in the existence of
takeover gains, but systematic studies have provided little to show that
such beliefs are well founded.

Finally, I should mention several issues that have arisen as objec-
tions by others to the hubris idea. First, the hubris hypothesis might
seem to imply that managers act consciously against shareholder inter-
ests. Several recent papers that have examined nontakeover corporate
control devices have concluded that the evidence is consistent with
conscious management actions against the best interests of sharehold-
ers.> But the hubris hypothesis does not rely on this result. It is

3. See Bradley and Wakeman (1983), Dann and DeAngelo (1983), and DeAngelo and
Rice (1983). Linn and McConnell (1983) disagree with the last paper. The possibility that
managers do not act in the interest of stockholders has frequently been associated with
the takeover phenomenon. For example, in a recent review, Lev (1983, p. [5) concludes
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sufficient that managers act, de facto, against shareholder interests by
issuing bids founded on mistaken estimates of target firm value. Man-
agement intentions may be fully consistent with honorable stewardship
of corporate assets, but actions need not always turn out to be right.

Second, it might seem that the hubris hypothesis implies systematic
biases in mtarket prices. One correspondent argued that stock prices
would be systematically too high for reasons similar to thase advanced
in E. M. Miller's (1977) paper. This implication is not correct, how-
ever, for the simple reason that firms can be either targets or bidders. If
bidders offer too much, their stock price will fall ex post while their
target’s price will rise. On average over all stocks, this cancels. Unless
one can predict which firms will be targets and which will be bidders,
there is no bias in any individual firm, and there is certainly no bias on
average over all firms.

Third, an argument can be advanced that the hubris hypothesis im-
plies an inefficiency in the market for corporate control. If all takeovers
were prompted by hubris, shareholders could stop the practice by
forbidding managers ever to make any bid. Since such prohibitions are
not observed, hubris alone cannot explain the takeover phenomenon.

The validity of this argument depends on the size of deadweight
takeover costs. If such costs are relatively small, stockholders would
be indifferent to hubris-inspired bids because target firm shareholders
would gain what bidding firm shareholders lose. A well-diversified
shareholder would receive the aggregate gain, which is clase to zero.

Fourth, and finally, a frequent objection is that hubris itself is based
on a market inefficiency defined in a particular way; in the words of one
writer, “'It seems to me that your hypothesis does not rest on strong
form efficiency, because it presumes that one set of market bidders is
systematically irrational’” (private correspondence). This argument
contends that a market is inefficient if some market participants make
systematic mistakes. Perhaps one of the long-term benefits of studying
takeavers is to clarify the notion of market efficiency. Does efficiency
mean that every individual behaves like the rational, maximizing ideal?
Or does it mean instead that market interactions generate prices and
allocations indistinguishable from those that would have been gener-
ated by rational individuals?
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