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we show that mistaken acquisitions are more likely under certain circumstances, namely during
periods of intense, industry-specific regulatory activity. This is consistent with the view, ex-
pressed repeatedly in the Austrian literature, that entrepreneurial error is associated with govern-
ment intervention—in particular, with government ownership of property and interference with
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After abrief lull in the early 1990s, the market for corporate control has become increasingly
active toward the end of this decade. Both 1996 and 1997 set new records for the number of U.S.
merger filings, and 1998 brought high-profile “mega-mergers” in financial services, energy,
telecommunications, and automobitds.banking alone, for example, a wave of mergers over
the last decade has led to widespread industry restructuring and consolidation: While total indus-
try activity continues to expand, the number of U.S. banks and banking organizations both fell by
almost 30 percent between 1988 and 1997 (Berger, Demsetz, and Strahan, 1999).

Like other business practices that do not conform to textbook models of competition, merg-
ers, acquisitions, and financial restructurings have long been viewed with suspicion by many
commentators and regulatory authorities. However, it is widely acknowledged by academic
researchers that mergers and acquisitions do, on average, create value. Event studies consistently
find positive average combined returns to acquirer and target shareholders. As summarized by
Jensen (1991, p. 15), “the most careful academic research strongly suggests that take-
overs—along with leveraged restructurings prompted by the threat of takeover—have generated
large gains for shareholders and for the economy as a whole.” These gains, historically about 8
percent of the combined value of the merging companies, “represent gains to economic effi-
ciency, not redistribution between various parties” (Jensen, 1988, 9. 23).

At the same time, however, several studies have found a sharp divergence between market
participants’ pre-merger expectations about the post-merger performance of merging firms, and
the firms’ actual performance rates. Ravenscraft and Scherer’s (1987) large-scale study of
manufacturing firms, for example, found that while the share prices of merging firms did on

! In financial services, Travelers—Citicorp, valued at $72.6 billion, NationsBank—BankAmerica, $61.6 billion,
and Norwest—Wells Fargo, $34.4 billion; in energy, Exxon—Mobil, $86.4 billion; in telecommunications,
SBC-Ameritech, $72.6 billion, Bell Atlantic—-GTE, $71.3 billion, and AT&T-TCI, $69.9 billion; in automobiles,
Daimler-Benz—Chrysler, $40.5 billion. By contrast, the 1989 acquisition of RJR-Nabisco by Kohlberg Kravis
Roberts & Co., considered the capstone of the “decade of greed,” was valued at a mere $24.7 billion.

2 On the gains from mergers, acquisitions, and other restructurings, see also Jensen and Ruback, 1983; Jarrell
and Poulsen, 1987; Roll, 1988; Mitchell and Lehn, 1990; Morck, Shleifer, and Vishny, 1990; Romano, 1992;

Kaplan and Weisbach, 1992; and Comment and Schwert, 1995.
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average rise with the announcement of the proposed restructuring, post-merger profit rates were

poor. Indeed, they find that nearly one-third of all acquisitions during the 1960s and 1970s were

eventually divested. Ravenscraft and Scherer conclude that mergers typically promote manage-

rial “empire building” rather than efficiency. Corporate strategies of diversification through
acquisition, they argue, led to bad choices, mistakes later corrected by divestiture and consequent
de-diversification.

Porter (1987) calls the track record of aggressive acquirers during the postwar period “dis-
mal.” He studied 33 large firms from 1950 to 1986 and found that most divested more acquisi-
tions than they kept. While acknowledging that product and capital markets eventually discipline
poorly performing firms, forcing divestitures and other restructurings, Ravenscraft and Scherer
(1987, p. 217) argue for tighter government restrictions on mergers, particularly diversifying
acquisitions and acquisitions financed by stock-swap: “When the roads are strewn with wrecks,
government officials cannot rest content because the tow trucks, ambulances, and hearses are
doing a good job removing the remnants and clearing the right-of-way.” They suggest that the
merger market be slowed by regulation to prevent entrepreneurs from making unwise decisions.

Implicit in these criticisms is the idea that divestitures of previously acquired assets reflect
past errors, and that these errors can be foreseen (and prevented, if regulators are appropriately
empowered). Certain types of acquisitions, it is claimed, are more likely to be later divested, so
knowledgeable managers will tend to avoid them. That such acquisitions occur is cited as evi-
dence for widespread agency problems: farsighted managers pursuing efficiency would not
consistently make the same mistakes. In this sense, the takeover wave of the 1980s is often
understood as an “undoing” of the earlier, conglomerate merger wave of the 1960s and early
1970s. According to conventional wisdom, the 1980s was a period of re-specialization or “refo-

% Jensen (1986, 1993) argues similarly that diversifying acquisitions resulted from widespread agency problems
in corporations, but he does not recommend any regulatory response: “The legal/political/regulatory system is far
too blunt an instrument to handle the problems of wasteful managerial behavior effectively” (1993, p. **). Instead,

he advocates alternative forms of organization such as LBO associations and venture capital funds (see especially
Jensen, 1989).



cus,” showing the failures of unrelated diversification. The last thirty years have thus been a
“round trip of the American corporation” (Shleifer and Vishny, 1991, p. 54).

The conventional wisdom on sell-offs can be challenged on at least four grounds. First,
divestitures of previously acquired assets do not necessarily show that the original acquisitions
were failures. Weston (1989) argues that divestitures occur for a variety of reasons, such as
changes in corporate strategies and antitrust rules, and not necessarily poor performance. Kaplan
and Weisbach (1992) studied 217 large acquisitions completed between 1971 and 1982 and
found that while 43.9 percent had been divested by 1989, only about a third of those divestitures
were responses to poor post-merger performance. Thus the mere fact that many acquisitions are
later divested does not prove widespread managerial misconduct.

Second, even unsuccessful acquisitions are not “mistakes” if poor post-merger performance
could not have been anticipated at the time of acquisition. Divestitures of underperforming
subunits may be efficient responses to unanticipated changes in industry and regulatory condi-
tions. Such changes cannot be forecast with certainty, and thus ex post viability is not a good
indicator of ex ante efficiency. The fact that some mergers—indeed, many entrepreneurial
actions—turn out to be unprofitable, does not imply “market failure” or prescribe any policy
response. In a world of uncertainty some actions will always be regretted in hindsight. But this is
due not to market failure, but to imperfect knowledge. Final judgements about success and
failure can be made only ex post, as the market process plays itddif shbrt, that entrepre-
neurial acumen is less than perfect is surprising only to those committed to static equilibrium
models in which uncertainty is defined away.

Third, the failure of a particular acquisition does not necessarily indicate a failure of the
underlying acquisitiostrategy. Certain kinds of acquisitions—for example, acquiring a firm in a

* Certainly, there is no reason to believe that courts or regulatory authorities can make better judgements than
the market participants. The decisions of courts and government agencies will in fact tend to be farworse: Unlike
market participants, judges and bureaucrats pursue a variety of private agendas, unrelated to economic efficiency.

Furthermore, the market is quick to penalize error asit is discovered; no hearings, committees, or fact-finding
commissions are required.



knowledge-intensive, high-technology industry—may be riskier than others. If the returns from a
successful integration of the target’s activities with the firm’s existing activities are sufficiently
high, then the acquisition has positive expected value, even if it is more likely to fail than a
“safer” acquisition. Matsusaka (1997) offers a related interpretation for corporate diversification.
Diversifying acquisitions represent experiments, as firms try various combinations of businesses,
seeking those that match their capabilities (in the sense of Penrose, 1959; Nelson and Winter,
1982;Wernerfelt, 1984). After learning their capabilities, firms divest acquisitions that turn out to
be poor matches. In this sense, divestitures reflect successful experiments—the acquirer learns
that the target’s industry is not a good match for its capabilities. Such “match-seeking” firms will
actively acquire and divest over time.

Fourth, the market for corporate control is already highly regulated, and it is difficult to draw
from current and recent market performance strong conclusions about how unhampered capital
markets would work. For example, Ravenscraft and Scherer (1987), Porter (1987), and other
critics propose particulaegquences of inefficient and efficient restructurings: diversifying,
empire-building acquisitions in the 1960s and early 1970s, then efficient divestitures in the
1980s. But why did entrepreneurs make systematic mistakes during the conglomerate period?
What accounts for this cluster of errors?

Our paper contributes to this debate by showing that the agency view of divestitures is
inconsistent with the Misesian theory of entrepreneurship. Moreover, we discuss empirical
evidence that the long-term success or failure of corporate acquisitions cannot, in general, be
predicted by measures of agency conflicts. Instead, divestitures of previously acquired assets are
more likely when firms are experimenting, learning, and otherwise trying to improve their per-
formance. Finally, we show that mistaken acquisitions are more likely under certain circum-
stances, namely during periods of intense, industry-specific regulatory activity. Our own research
on restructuring shows that significantly higher rates of divestiture follow mergers that occur in a

cluster of mergers in the same industry. As argued by Mitchell and Mulherin (1996) and Andrade



and Stafford (1997), mergers frequently occur in industry clusters, suggesting that mergers are
driven in part by industry-specific factors, such as regulatory shocks. When an industry is regu-
lated, deregulated, or re-regulated, economic calculation becomes more difficult, and entrepre-
neurial activity is hampered. It should not be surprising, then, that poor long-term performance is
more likely under those conditions.

Thisresult is consistent with the view, expressed repeatedly in the Austrian literature, that
entrepreneurial error is associated with government intervention—in particular, with government
ownership of property and interference with the price system. “Government activity and wide-
spread errors necessarily go hand in hand” (Hilsmann, 1998, p. 13). Mises famously showed that
economic calculation is not possible without private property in all markets, especially markets
for factors of production. The Austrian business-cycle literature suggests that entrepreneurial
errors are more likely under government-sponsored credit expansion. This paper makes a similar
argument: Entrepreneurial decisions to make acquisitions that will later be regretted, and di-
vested, are more likely in the wake of government intervention in particular industries.

The remainder of the paper is organized as follows. Section one reviews the Austrian litera-
ture on entrepreneurship, uncertainty, and economic calculation, suggesting that the ex post
success of entrepreneurial actions cannot be forecasted based on generally available information.
Section two introduces recent theory and evidence on the reasons for mergers and divestitures,
contrasting two opposing views of sell-offs: empire-building and experimentation. Section three
describes an empirical investigation into the pre-merger causes of divestiture, challenging the

generally accepted, empire-building explanation. Section four concludes.

1. Entrepreneurship, profit, and loss
The essence of entrepreneurship, as defined by Mises, is bearing uncertainty. Production
unfolds through time, so the entrepreneur must purchase factors of production in the present

(paying today’s prices, which are known), in anticipation of revenues from the future sale of the



product (at tomorrow’s prices, which are uncertain). Entrepreneurial profit or loss is the differ-

ence between these revenues and the initial outlays, less the general rate of interest. As such,
profit is the reward for successfully bearing uncertainty. Successful promoters make accurate
forecasts of future prices and receive returns greater than their outlays. Those whose forecasts are
less accurate earn losses. Promoters who consistently make poor forecasts quickly find them-
selves unable to secure any further resources for investment and eventually exit the market.

In textbook models of competitive general equilibrium, uncertainty is defined away, replaced
by probabilistic risk: the future is not known with certainty, but the probability distributions of
all possible future events are knowt.s thus possible to anticipate which actions, on average,
would be profitable. In a world of “true” (structural, rather than parametric) uncertainty, how-
ever, profit opportunities do not exist “out there,” waiting to be realized by anyone willing to
take a specified action. In this sense, it is impossible to forecast precisely those actions that will
generate profits. As Mises (1949, p. 252) puts it, “the outcome of action is always uncertain.
Action is always speculation.” Consequently, “the real entrepreneur is a speculator, a man eager
to utilize his opinion about the future structure of the market for business operations promising
profits. This specific anticipative understanding of the conditions of the uncertaindefiese
any rules and systematization” (p. 585, emphasis added).

All entrepreneurs, particularly those who operate in financial markets, use economic calcula-
tion as their primary decision-making téddy economic calculation we simply mean the use of
present prices and anticipated future prices to compare present costs with expected future bene-
fits. In this way the entrepreneur decides what goods and services should be produced, and what

methods of production should be used to produce them. “The business of the entrepreneur is not

® This is what Knight (1921) describes as “risk,” rather than “uncertainty.” Mises (1949, pp. 110-15) replaces
Knight's distinction with that between “class probability,” in which members of a class of events share certain
characteristics, and “case probability,” where each event is a unique case.

® Klein (1999) argues that financial-market entrepreneurship is a particularly important form of entrepreneurial
activity, though it has received little attention in the Austrian literature.
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merely to experiment with new technological methods, but to select from the multitude of tech-

nologically feasible methods those which are best fit to supply the public in the cheapest way

with the things they are asking for most urgently” (Mises, 1951, p. 110). To make this selection,
the entrepreneur must weigh the costs and expected benefits of various courses of action, and for
this he needs the cardinal numbers provided by money prices. Monetary calculation, then, re-
quires private property and market prices (Mises, 1949, p. 229).

Mises’s famous 1920 essay on economic calculation under socialism is not so much about
socialism per se; it is an argument about the role of prices for capital goods (Rothbard, 1962, pp.
547-78; Klein, 1996). Entrepreneurs make decisions about resource allocation based on their
expectations about future prices, and the information contained in present prices. To make
profits, they need information about all prices, not only the prices of consumer goods but the
prices of factors of production. Without markets for capital goods, these goods can have no
prices, and therefore entrepreneurs cannot make judgments about the relative scarcities of these
factors. In short, resources cannot be allocated efficiently. In any environment, then—socialist or
not—where a factor of production has no market price, a potential user of that factor will be
unable to make rational decisions about its use. Stated this way, Mises’s claim is simply that
efficient resource allocation in a market economy requires well-functioning asset markets.

Despite Mises’s explicit focus on entrepreneurship, much of modern production the-
ory—indeed, the entire neoclassical theory of the firm—focuses not on entrepreneurs, but man-
agers. The traditional theory of profit maximization is nearly always told from the perspective of
themanager, the agent who operates the plant, not that obwmer, who supplies the capital to
fund the plant. Yet owners control how much authority to delegate to operational managers, so
capitalists are the ultimate decision makers. To understand the firm, then, we must focus on the
actions and plans of the suppliers of financial capital, the capitalist—entrepreneurs.

It is true, of course, that when capitalist—entrepreneurs supply resources to firms, they usually

delegate to managers the day-to-day responsibility for use of those resources. The resulting



problem of managerial discretion—what we now call the principal-agent problem—occupies
much current research in corporate finance and the theory of the firm. Under what conditions can
managers exercise discretionary behavior? What kinds of rules, or mechanisms, can be designed
to align the manager’s interest with the owner’s? Without effective rules, what actions will
managers choose? An early application was the proposed “separation of ownership and control”
in the modern corporation. Berle and Means (1932) argued that the modern firm is run not by its
owners, the shareholders, but by salaried managers, whose interests are different from those of
shareholders and include executive perks, prestige, and similar rewards. If the corporation is
diffusely held, no individual shareholder has sufficient motivation to engage in (costly) monitor-
ing of managerial decisions, and therefore discretion will flourish at the expense of the market
value of the firm. However, Berle and Means did not consider how owners might limit this
discretion ex ante, without the need for detailed ex post monitoring.

Owners of corporations (shareholders) use a variety of control or governance mechanisms to
limit the managerial discretion described by Berle and Means. Both “internal” and “external”
governance may be employed. Internally, owners may establish a board of directors to oversee
the actions of managers. They can use performance-based compensation to motivate managers to
act in the owners’ interest (for instance, giving managers stock options instead of cash bonuses).
They can adopt a particular organizational form, such as the “M-form” structure, in which mana-
gerial discretion is more easily kept in check (Williamson, 1975). Finally, they can rely on
competition within the firm for top-level management positions—what Fama (1980) calls the
internal market for managers—to limit the discretionary behavior of top-level management.

Even more important are external forces that help align managers’ interests with those of
shareholder§Competition in the product market, for example, assures that firms whose manag-

ers engage in too much discretionary behavior will fail, costing the managers their jobs. In

" Jensen (1993) argues that internal control mechanisms have generally been weak and ineffective, while
external control mechanisms—where allowed to function—are typically superior.
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countries where universal banking is permitted, large equity holders such as banks can exercise
considerabl e influence over managerial behavior. The external governance mechanism that has

received the most attention, however, isthe market for ownership itself, the market for corporate

control, as described by Manne (1965). Manne responded to Berle and Means by noting that

manageria discretion will be limited if there is an active market for control of corporations.

When managers engage in discretionary behavior, the share price of the firm falls, and this

invites takeover and subsequent replacement of incumbent management. Therefore while manag-

ers may hold considerable autonomy over the day-to-day operations of the firm, the stock market

places strict limits on their behavior. Mises makes the same general point in Human Action

(1949, pp. 303), arguing that the Berle—Means doctrine ignores the role of financial markets:
“[T]he changes in the prices of common and preferred stock and of corporate bonds are the
means applied by the capitalists for the supreme control of the flow of capital. The price structure
as determined by the speculations on the capital and money markets and on the big commodity
exchanges not only decides how much capital is available for the conduct of each corporation’s
business; it creates a state of affairs to which the managers must adjust their operations in detail.”
The market for corporate control thus places strict limits on the ability of managers to pursue
their own goals rather than those of the capitalist—entrepreneurs.

However, there is much debate in the academic literature on the effectiveness of the takeover
mechanism in providing managerial disciplfn@.common concern is the belief that financial
markets produce too few disciplinary takeovers, due to a free-rider problem associated with
tender offers (see, for example, Scharfstein, 1988). Critics point out that if the difference between
the current (undervalued) price of the firm and its after-takeover market value is common knowl-

edge, then the target firm’s shareholders will refuse to tender their shares until the current price is

8 For overviews of this literature see Romano, 1992, Shleifer and Vishny, 1997, Zingales, 1997, and
Bittlingmayer, 1998.
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bid up, appropriating a share of the returns to the acquiring firm. These critics conclude that
regulation, not the takeover market, should be used to discipline managers.

The flaw in thisargument is that it assumes perfect knowledge by investors. The typical
shareholder will not usually have the same information as incumbent managers, outside “raid-
ers,” and other specialists. It is not in the small shareholder’s interest to learn these details; that is
why he delegates such responsibilities to the managers in the first place. As Hayek (1945) de-
scribed it, there is a “division of knowledge” in society. The raider who discovers a difference
between a firm’s current market value and its potential value under new management has an
opportunity for an entrepreneurial profit (less the transaction costs of takeover). Because share-
holders have delegated these responsibilities, they will not usually earn a share of this profit.
Moreover, the post-takeover market value of the firm is uncertain; the raider’s profit, if he is
successful, is the reward for bearing this uncertainty. In this sense the takeover artist is a
Misesian capitalist—entrepreneur. Successful takeover specialists earn pure entrepreneurial profit;
the rest earn entrepreneurial loss. Raiders thus have powerful incentives to undertake disciplinary
restructurings, and this places strict limits on managerial discretion.

It is therefore difficult to attribute the poor long-term performance of acquisitions to manage-
rial motives. Furthermore, the claim that the highly diversified, acquisitive firms of the 1960s
and 1970s were inefficient is inconsistent with recent evidence finding that during those years,
diversifying acquisitions tended to increase the market values of the acquiring firms (Matsusaka,
1993; Hubbard and Palia, 1999). Because of the event-study evidence, “[tlhe simple view that
the 1980s ‘bust-ups’ were a corrective to past managerial excesses is untenable” (Matsusaka,
1993, p. 376). In short, both theory and empirical evidence cast doubt on the conventional wis-
dom that corporate managers made systematic, predictable, mistakes by acquiring (often unre-
lated) subunits during the 1960s and 1970s, and that financial-market participants made system-

atic mistakes by approving these acquisitions.
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2. Mergers, sell-offs, and efficiency: theory and evidence

Why, in general, do firms expand and diversify through merger? Why do they sometimes
retreat and “refocus” through divestiture? In the perfectly competitive model, firms as such do
not exist at all; the “firm” is a production function, its efficient output range and mix given by
economies of scale and scope. Outside the textbook model, however, economies of scale and
scope cannot explain the size and shape of the fiowras ship structure. Economies of scale,
for example, imply that certain quantities of output can be produced more efficiently when they
are produced together. But this does not explain why the joint production must take place in a
single firm; absent transactional difficulties, two independent firms could simply contract to
share the same plant or facility and jointly produce the efficient level of output (Teece, 1980,
1982).

Ronald Coase in his celebrated 1937 paper on “The Nature of the Firm” was the first to
explain that the size of the firm depends not only on productive technology, but also on the costs
of transacting business. In the Coasian framework, as developed and expanded by Williamson
(1975, 1985, 1996) and others, the decision to organize transactions within the firm as opposed
to on the open market—the “make-or-buy decision’—depends on the relative costs of internal
versus external exchange. Use of the market mechanism entails certain costs: discovering the
relevant prices, negotiating and enforcing contracts, and so on. Within the firm, the entrepreneur
can possibly reduce such costs by coordinating these activities himself (though internal procure-
ment will face its own informational and incentive problems as well). In short, the boundary of
the firm depends on organizational, as well as productive, considerations.

In this sense, the theory of merger is a subset of the theory of the optimal size and shape of
the firm, a relatively undeveloped area in the Austrian literature. A firm seeking to expand its
activities, whether into new product lines or within existing ones, can do so either by internal
growth or by acquiring another firm. Acquisition will be preferred if the firm believes it can buy

and redeploy the assets of an existing firm more cheaply than it can purchase new capital equip-
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ment and increase its current operations. In this sense, we can think of merger or takeover asa

response to a valuation discrepancy: Acquisition occurs when the value of an existing firm’s

assets is greater to an outside party than to its current owners. Put differently, merger can be a
response to economies of scope, in that the value of the merging firms’ assets combined exceeds
their joint values separatelyAs with any voluntary exchange, the transaction is (ex ante) advan-
tageous to both parties, and should thus be welfare-enhancing. Such a valuation discrepancy
typically exists because the buying firm believes that its management—or a new management
team it installs—can operate the target firm more effectively than the target firm’s incumbent
management. Hence we can also think of mergersoas@f monitoring institution: Takeover,

or the threat of it, is a disciplinary device that constrains the managers of a firm. If managers fail
to maintain the market value of the firm, creating such a valuation discrepancy, new owners will
quickly arrive and replace them.

Mergers and acquisitions can take a variety of forms. An acquiring firm can try to reach a
merger agreement directly with the management and board of directors of a target firm, paying
with cash or its own stock, and then submitting the agreement to shareholders for ratification. Or
it may appeal directly to the target firm’s shareholders, asking them to “tender” their shares at a
stated price. In either case a new, larger entity will be formed, combining the two initial firms
under single ownership. Corporations can be restructured in other ways as well: Under a lever-
aged buyout or other “going-private” transaction, a group of investors, often including incumbent

management, buys out the firm’s equity and replaces it with debt, often high-yield (“junk”)

® Two popular explanations for multi-product economies of scope center on internal capital markets and
strategic resources. According to the internal-capital-markets hypothesis, as expressed by Alchian (1969), William-
son (1975), Gertner, Scharfstein, and Stein (1994), and Stein (1997), internal capital markets have advantages
where access to external fundsis limited. The central office of the diversified firm can use informational advan-
tages, residual control rights, and its ability to intervene selectively in divisional affairsto allocate resources within
the firm better than the external capital markets would do if the divisions were standalone firms. In the resource-
based view, the firm is regarded as a stock of knowledge, establishing arange of competence that may extend
across multiple product lines. Excess profits or supranormal returns are seen as rents accruing to unique factors of
production (Montgomery and Wernerfelt, 1988), and firms diversify because they have excess capacity in these
unique factors.
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bonds. This class of transactions, like proxy contests and share repurchases, establishes a new
ownership arrangement without necessarily affecting the physical assets of the firm. Addition-
ally, spinoffs and divestitures can be used to break large firmsinto smaller pieces.

New combinations of corporate assets can generate efficiencies by replacing poorly perform-
ing managers (Mitchell and Lehn, 1990; Jensen and Ruback, 1983), creating operating synergies
(Weston, Chung, and Hoag, 1990, pp. 194-95), or establishing internal capital markets (Alchian,
1969; Williamson, 1975; Gertner, Scharfstein, and Stein, 1994; Stein, 1997). In particular,
considerable evidence suggests that the market for corporate control disciplines incumbent
management. For example, Morck, Shleifer, and Vishny (1988) found that firms with lower
Tobin’s g-ratios are more likely to be targets of takeovers. Tolojm&asures the ratio of the
firm’s market value to the replacement cost (or book value) of its assets. Because firms with low
market-to-book ratios have low expected cash flows relative to the amount of invested capital,
the market-to-book ratio can be interpreted as a measure of the firm’s investment opportunities
(Smith and Watts, 1992; Gaver and Gaver, 1993), or as a measure of managerial inefficiency or
agency conflict within the firm (Lang, Stulz, and Walkling, 1991). Lapfirms are the most
likely takeover targets.

Given the benefits of takeovers and other restructurings, why are many mergers later “re-
versed” in a divestiture or spin-off? Here we distinguish between two basic views. The first,
which we termempire building, holds that entrenched managers make acquisitions, often paying
with the acquiring firm’s (inflated) stock, primarily to increase their own power, prestige or
control. These acquisitions produce negligible efficiency gains, and are thus more likely to be
divested ex post. Most important, because the acquiring firm’s motives are suspect, such acquisi-
tions are ex ante inefficient; neutral observers can predict, based on pre-merger characteristics,
that they are unlikely to be viable over time. By permitting these acquisitions, capital-market

participants are also guilty of systematic error. Admittedly, in the empire-building view, markets
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did eventually correct these mistakes with the restructurings of the 1980s.*° Still, farsighted
regulators could have reduced social costs by limiting such acquisitionsin the first place.

We term the second view market process or experimentation. This view acknowledges that
unprofitable acquisitions may be mistakes ex post, but argues that poor long-term performance
does not indicate ex ante inefficiency. In the most basic market-process perspective, a divestiture
of previously acquired assets may mean simply that profit-seeking entrepreneurs are reacting to
new information, unavailable at the time of acquisition, or otherwise learning from experience. In
neither case should the original acquisitions be regarded as ex ante errors** Another possibility is
that firms making poorly performing acquisitions are led by genuinely bad managers, who are
later disciplined or removed, their mistakes being undone through divestitures. Financial-market
participants, unsure of these managers’ abilities, may have approved the original acquisitions; as
information about managerial ability was revealed, however, they revised their expectations and
removed the incompetent managers. Again, no ex ante inefficiency is implied.

A more specific market-process approach sees acquisition as a form of experimentation.
Profit-seeking entrepreneurs, as in Matsusaka (1997) and Boot, Milbourn, and Thakor (1998),
can only learn their own capabilities by trying various combinations of activities, which could
include diversifying into new industries. Firms may thus make diversifying acquisitions even if
they know these acquisitions are likely to fail. The failure itself generates useful information, and

thus the acquisition strategy may be successful even if individual acquisitions are not. In these

1% This raises the question of why, if managers were sufficiently entrenched to make inefficient acquisitionsin
the first place, would they not remain sufficiently entrenched to hold on to poorly performing targets, rather than
divest them and risk revealing their underlying objectives? Boot (1992, p. 1402) argues that an entrenched manager
will not divest because the external market will take divestiture as an admission of failure and abad signal of his
ability. The argument that divestitures indicate agency problems thus assumes a change in corporate control
between the original acquisitions and the later divestitures.

" Compare Mises (1957, p. 268): “To make mistakes in pursuing one’s ends is a widespread human weak-
ness. . .. Error, inefficiency, and failure must not be confused with irrationality. He who shoots wants, as a rule, to
hit the mark. If he misses it, he is not ‘irrational’; he is a poor marksman.” Of course, as Kirzner (1978, pp. 58-59)
points out, this is not a uniquely Austrian position. A more typical interpretation would be that agents always
maximize subject to informational constraints.
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cases, the long-term viability of an acquisition may be systematically related to publicly observ-
able, pre-merger characteristics. However, regulatory restrictions on such acquisitions would be
undesirable, and indeed harmful, as they retard the process of market learning.

To explain the particular pattern of mergers and acquisitions observed in the 1960s, 1970s,
and 1980s, market-process explanations must introduce changes in the legal, political, competi-
tive, or regulatory environments across these years. In other words, why was it more difficult for
entrepreneurs to forecast—based on their Gevstehen as well as generally available informa-
tion—the success of acquisitions in the 1960s and 1970s? Why did entrepreneurs feel a greater
need to experiment with various combinations of businesses during the 1960s and 1970s?

A likely candidate is the SEC’s deregulation of brokerage houses in 1975 and the subsequent
end of fixed-price commissions. The investment community in the 1960s has been described as a
small, close-knit group where competition was minimal and peer influence strong (Bernstein,
1992). As Bhide (1990, p. 76) puts it, “internal capital markets . . . may well have possessed a
significant edge because the external markets were not highly developed. In those days, one’s
success on Wall Street reportedly depended far more on personal connections than analytical
prowess.” During that period the financial markets were relatively poor sources of capital. The
effect of deregulation, not surprisingly, was to increase competition among providers of invest-
ment services. “This competitive process has resulted in a significant increase in the ability of
our external capital markets to monitor corporate performance and allocate resources” (Bhide,
1990, p. 77). As the cost of external finance has fallen, firms have tended to rely less on internal

finance, and thus the value added from internal capital market allocation has fallen.

3. Aredivestitures predictable? Evidence from a duration study
This section summarizes our own research (Klein and Klein, 1999) on the causes of divesti-
ture. If acquisitions are most often symptoms of managerial empire-building, as suggested by

Ravenscraft and Scherer (1987), Porter (1987), and other critics, then pre-merger characteristics
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associated with high levels of managerial discretion should be systematically related to the long-
term failure and reversal of these acquisitions. In the market-process view, by contrast, long-term
performance should be correlated only with pre-merger characteristics associated with experi-
mentation, rapidly changing environments, or knowledge-intensive industries. Our empirical
research finds little support for the empire-building hypothesis, and much stronger support for
the market-process view.
To evaluate competing claims about divestitures, we assembled a sample of mergers and
tracked them through time. We began with a sample of 327 pairs of firms that merged during the
1977-83 period. The initial sample was extracted from the Exit List of the NBER Manufacturing
Sector Master File, a panel of 2,726 publicly traded, U.S. manufacturing firms that includes
variables from the complete income statement, balance sheet, and information on the market
value of common stock. The Exit List records all firms that exited from the 1991 version of the
Manufacturing Sector Master File, providing detailed reasons for each exit. From the Exit List
we compiled the names of all firms that exited the file because they merged with, or were ac-
quired by, another publicly traded firm.
We then traced this initial sample of mergers through July 1995, to see which merged pairs
were still intact. We searched té&ll Street Journal Index for divestiture announcements, using
the date the item first appeared in W8J as the effective divestiture date. The date of the initial
merger was obtained similarly. Of our 327 mergers, three were forced to split by the Federal
Trade Commission; because those divestitures were involuntary, we cannot draw inferences
about their underlying economic causes, and we therefore deleted them from the*Safaple.
also deleted four mergers that were not completed by 1983. Of the remaining 320 pairs of firms,
we were able to obtain necessary balance-sheet, market-value, and method-of-payment informa-
tion for 222 pairs. This left us with a sample of 222 mergers, with data on pre-merger characteris-
2 These forced divestitures were very costly for the firms involved. For example, in addition to ruling in 1980
that Beatrice Foods Company must divest itself of Tropicana Products because of antitrust violationsin the 1978
acquisition, the FTC also ordered Beatrice to pay al of its Tropicana profitsto the U.S. Treasury.
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tics of both acquirer and target, and information on the duration of the merger through July 1995.
Of the 222 acquisitions, 64, or ailmost 30 percent, had been divested by July 1995.

We used a duration or “hazard” model to study the effects of pre-merger characteristics on
the time to divestiture. These models, first developed by D.R. Cox in 1972 for use in biomedical
research, are used for explaining the length of time until some discrete event happens. More
specifically, they help explain how exogenous factors, unobserved factors, and time itself affect
the average duration until the occurrence of the event. In our study the discrete event is divesti-
ture. Potential exogenous factors are outlined below. Duration analysis allows us to see, histori-
cally, how characteristics of the acquiring and acquired firms affect the likelihood that the ac-
quired firm will later be divested. Unlike probability models such as probit and logit, duration
models incorporate information on the timing of the discrete event under investigation. In other
words, they allow us to see how the probability of divestiture changes with the existing duration
of any particular merger.

To study the effect of pre-merger characteristics on average merger duration, we estimated a
hazard regression of duration (measured as the natural logarithm of the number of days) on a
constant and a series of potentially exogenous factors. These factors help us distinguish between
empire-building and market-process explanations for mergers. Consider each in turn.

Empire building. The empire-building hypothesis suggests several characteristics associated
with high levels of managerial discretion. We include three in our regressions.

(1) Relatedness of target and acquirer. Managers of firms in one industry may have particular
problems evaluating potential targets in other industries, and may have special difficulties inte-
grating those targets into their firm’s existing operations. However, several commentators hold
that managers deliberately pursue unrelated targets to expand their control or make themselves

13 Because we have the exact dates of each merger announcement (the beginning of the spell) and each divesti-
ture announcement (the end of the spell), for those mergers that are divested by August 1, 1995, we estimate a
“point hazard” model. Because some firms do not divest at all by the end of our period, the sample is truncated; the
observations for those mergers that remain intact by the end of the period are considered “right-censored.” An

advantage of the hazard model is that the estimation procedure easily accommodates right-censored observations.
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more valuable to the firm. As discussed above, this view is based partly on evidence from studies
of the conglomerate period by Rumelt (1974, 1982), Ravenscraft and Scherer (1987), Kaplan and
Weisbach (1992), and others who find no evidence that unrelated diversification brought long-
term benefits to the firms that diversified."* Combined with more recent evidence of negative
stock-market returnsto diversification during the 1980s (Berger and Ofek, 1995; Bhagat,
Shleifer, and Vishny, 1990; Lang and Stulz, 1994; Comment and Jarrell, 1995), many observers
conclude that unrelated diversification is per seinefficient, and that the conglomerate erais best
understood as an agency phenomenon. If so, then conglomerate or unrelated acquisitions should
fail at a higher rate than non-conglomerate or related acquisitions. Following Kaplan and
Welisbach (1992), we examined this claim by constructing a dummy variable equal to oneif the
acquiring and target firm share at least one 2-digit SIC code and zero otherwise.

(2) Differencesin price-earnings ratios. Merger critics have often suggested that acquiring
firms grow and prosper by “bootstrapping.” This refers to the practice whereby bidding firms
seek targets with low P/E ratios to boost their reported earnings per share (the “window dressing”
motive for merger). It is trivially mathematically true that when a firm with a high P/E multiple
acquires a firm with a low P/E multiple and pays with its own stock, the acquirer’s earnings per
share will rise, simply because the combined earnings of the two firms will then be divided by a
smaller number of total shares outstanding. Hence, it is argued, acquiring firms can expand

rapidly, with market approval, as managers exploit this accounting opportunity.

4 Servaes (1996) also finds that conglomerate firms in the 1960s were valued at a discount relative to special-
ized firms. However, Matsusaka (1993) and Hubbard and Palia (1999) show that market participants generally
rewarded conglomerate acquisitions during this period, and Klein (1998) offers valuation evidence consistent with
the event-study results.

> This is Malkiel's (1990, p. 58) explanation for the conglomerate boom: “[T]he major impetus for the con-
glomerate wave of the 1960s was that the acquisition process itself could be made to produce growth in earnings
per share. . . . By an easy bit of legerdemain, [conglomerate managers] could put together a group of companies
with no basic potential at all and produce steadily rising per-share earnings.” For a more balanced discussion of the
bootstrapping practice see Lynch, 1971, pp. 55-56.
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The problem with this argument is that it assumes market participants could be systemati-
cally fooled by asimple agebraic trick. Admittedly, much more complicated financial and
bal ance-sheet manipulations are often used in corporate-control transactions: biddersin the
1960s and 1970s sometimes financed acquisitions with convertible bonds, convertible preferred
stocks, and other unique instruments. Although investors could (and eventually did) require that
earnings be reported on a “fully diluted” basis, to take account of these manipulations, Malkiel
(1990, p. 61) reports that “most investors in the middle 1960s ignored such niceties and were
satisfied only to see steadily and rapidly rising earnings.” However, there is no evidence that
bootstrapping was either prevalent or successful. Barber, Palmer, and Wallace (1995) examined
the 1965-69 period and found that targets of conglomerate acquisitions did not have significantly
lower P/E ratios than non-targets. Matsusaka (1993) compared the returns to bidding firms that
pursued low-P/E targets with the returns to other bidders. For the period 1968—74, he found that
high-P/E buyers of low-P/E targets made negative returns, on average, while other buyers earned
positive returns.

Nonetheless, we included a measure of relative P/E ratios to see if acquirers that choose
targets with lower P/E ratios are historically more likely to divest those same targets. This would
suggest that bootstrapping does tend to fool investors, as increases in reported earnings disguise
inefficient acquisitions. We calculated P/E ratios for all targets and acquirers and included a
dummy variable, taking a value of one if the target’s P/E ratio was lower than the acquirer’'s and
zero otherwise, in our regressions.

(3) The medium of payment used in the merger. Several theories suggest that how an acquisi-
tion is financed can affect performance. First, the bootstrapping technique described above works
only for mergers financed by stock swap. Second, Jensen (1986) holds that financing takeovers
by issuing debt serves to discipline acquiring firm management by removing some post-merger
discretion in the use of excess cash. Firms with high debt loads, Jensen argues, are likely to be

well managed. If true, we would expect entrenched managers to avoid making acquisitions using
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debt, opting for stock swaps instead.’® We measure the effects of the medium of payment on the
probability of divestiture using a series of dummy variables to indicate whether the merger was
financed entirely with cash, with stock, with debt, a combination of debt and securities, or an-
other method.

Market process or experimentation. In the market-process or experimentation view, divesti-
tures occur when the acquirer learns new information about the target after the merger has taken
place. Plausibly, some relevant characteristics of potential target firms can be learned only by
experience. Under what circumstances is this most likely? We selected five observable character-
Istics as proxies.

(1) Size of the target firm. Large firms, by their very nature, engage in more activities than
smaller firms, so potential acquirers have moreto learn. On the other hand, smaller firms are less
likely to have been written about in the business press, so one could plausibly argue that private
information is abigger problem for small targets. However, in our sample all targets are them-
selves publicly traded corporations, so lack of media exposure is unlikely to be a problem.

(2) Target industry. Firmsin rapidly changing, knowledge-intensive industries are likely to
have characteristics hidden from potential acquirers. To capture this effect, we created a dummy
variable based on 2-digit SIC codes. The dummy takes avalue of oneif the target isin any of the
following industries. computers (systems, software, and services), medical products, communica-
tions (including telephones and other communi cations equipment), aerospace, and miscellaneous
high-tech industries. Otherwise, the dummy takes a value of zero.

(3) Target R&D. Firmsin R& D-intensive industries are likely to have hidden characteristics,
because R& D is difficult to value, especially to outsiders. Potential acquirers would know poten-
* Amihud, Lev, and Travlos (1990) found that managers with relatively large stock holdingsin their firms
were reluctant to dilute their holdings and risk the loss of control by acquiring targets with new stock issues. They
also show that abnormal negative returns are associated with mergers where the acquiring firm has relatively low

managerial ownership, but not when the acquiring firm has higher managerial ownership. If managers have a
substantial share in the ownership of their firm, then profit maximization would direct their behavior and agency
problems would be diminished. Cash (or debt) financed acquisitions may therefore be more likely to be value-

enhancing than those financed with equity.
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tial targets’ R&D expenditures (which is reported), but this may not give the acquirer much
information on the quality of the research or even the content of the R&D. Still, reported R&D
expenditure is the best available proxy for the firm’s level of research activity. We thus included
the target’'s R&D expenditure, scaled by firm size, as an exogenous variable.

(4) Relatedness of target and acquirer. Unrelated acquisitions, as discussed above, may be a
form of experimentation, as firms try new combinations of activities to find those that best fit
their existing capabilities. Although match-seeking acquisitions are more likely to fail, ex post,
they can still be part of a value-maximizing acquisition strategy. Our relatedness variable, de-
scribed above, can proxy for match-seeking behavior.

(5) Match seeking. The best way to identify match-seeking firms is to look directly at histori-
cal patterns of acquisitions and divestitures. A firm with a history of repeated acquisitions and
divestitures, especially acquisitions into unrelated industries, is likely to be a match seeker, and
thus any current acquisition is more likely to be divested. Unfortunately, our merger sample is
too small to compile detailed acquisition and divestiture histories on individual acquirers. As a
first approximation, we searched our sample for acquiring firms with at least one previous acqui-
sition that was later divested with a few years of the acquisition. We created a dummy variable
equal to one if the acquirer in a particular merger met these criteria, and zero otherwise.

As noted above, periods of intense merger activity in particular industries may be responses
to industry-specific competitive or regulatory shocks. Mitchell and Mulherin (1996) and Andrade
and Stafford (1997) argue that mergers tend to occur in industry clusters, suggesting that
industry-specific factors are important. Mitchell and Mulherin argue that corporate takeovers are
often the most cost-effective way for industries to respond to these shocks. Moreover, they add,
“because takeovers are driven in part by industry shocks, it is not surprising that many firms
exhibit volatile performance following takeovers, with actual failures following some negative

shocks” (Mitchell and Mulherin, 1996, p. 195).
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To capture the effects of industry-specific shocks such as regulatory and tax changes, we
included measures of industry clustering, both for acquirers and one for targets, in our regres-
sions. We did find substantial clustering in our sample. For example, slightly more than half of
the mergers during 1977-83 period occurred in only five of the 37 (2-digit) SIC industries in our
sample, both for acquirers and targets, with three-quarters occurring in ten industries. We con-
structed clustering variables by counting the number of mergers in each 2-digit SIC category in
each year and creating variables for each merger corresponding to the number of mergers occur-
ring (a) within one year of the merger under observation (including the year before the merger,
the year of the merger, and the year after the merger, to span a three-year window), (b) within
two years of the merger (a five-year window), and (c) within the entire sample (a seven-year
window). If risky acquisitions or increased levels of experimentation tend to appear during
periods of industry-specific shocks, then these clustering variables will have negative and signifi-
cant effects on the length of time to divestittire.

As additional control variables, we also added in our regressions other factors mentioned in
the literature on divestitures. These include the target’s pre-merger profits, acquirer amgd target
ratios, and target and acquirer leverage.

Our results challenge the empire-building hypothesis and offer evidence more consistent with
the market-process view. Of the variables associated with agency problems, only relatedness has
a statistically significant effect on merger duration. Neither P/E differences nor the medium of
payment has a statistically significant coefficient in any of several specifications. The coefficient
on relatedness is positive, meaning that related acquisitions are less likely, on average, to be
divested (as in Kaplan and Weisbach, 1992). However, the coefficient on relatedness is also

consistent with experimentation. Of the five variables associated with the market-process or

7 Our study includes only mergers and acquisitions that were actually consummated. Mitchell and Mulherin
(1996) include further takeover activity such as unsuccessful takeover attempts and defensive asset restructurings.
Such activity clustered by industry in a certain period would also indicate an industry-specific shock. Unfortunately,
we do not have reliable information on unsuccessful merger attempts.
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experimentation view, the coefficient on relatedness is positive and significant, the coefficient on
target R& D is negative and significant, and the coefficient on the match-seeking indicator is
negative and significant, all as expected. The coefficients on target size and the indicator for
high-technology industries have the expected signs (positive and negative, respectively) but are
not statistically significant.

Overall, the results suggest that the divestitures in our sample are not, on average, the predict-
able result of unwise acquisitions. Rather, divestitures follow experimentation and learning,
healthy characteristics of a market economy. Moreover, industry clustering does appear to have a
regular effect on average merger duration. The coefficients on our acquirer clustering variables
are consistently negative and statistically significant. (The coefficients on the target clustering
variables, by contrast, are not statistically significant.) This suggests that volatile performance
does follow shocks, as suggested by Mitchell and Mulherin (1996).

Thisfinding is consistent with the view that firms make acquisitions when faced with in-
creased uncertainty (see Spulber, 1992, pp. 557-59). Regulatory interference could be a major
cause of such uncertainty. As discussed above, government intervention makes economic calcu-
lation more difficult, and can ultimately render calculation impossible. When faced with in-
creased regulatory interference, firms apparently respond by experimenting, making riskier
acquisitions, and consequently making more mistakes, ex post. Unprofitable acquisitions tend to
come in industry clusters, and these clusters are unlikely to arise without an industry-specific

cause, such as intensified regulation.

4. Conclusions

Do entrepreneurs make predictable mistakes? Theory and evidence suggest otherwise. Con-
trary to the conventional wisdom on mergers and sell-offs, divestitures of previously acquired
assets do not indicate that the original acquisitions were failures. Indeed, empire-building mo-

tives do not seem to be systematically related to long-term merger success. Instead, divestitures
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are more likely to be associated with experimentation, learning, and other socialy beneficial
activities. Regulation designed to curb these activities will thus be particularly harmful.

Corporate acquisitions are uncertain endeavors, and the capitalist-entrepreneur—along with
the manager to whom he delegates authority—is a speculator. If the consequences of his actions
were determinate, he would not be an entrepreneur, but rather, as some economic theories seem
to treat him, “a soulless automaton” (Mises, 1949, p. 585). However, the future can never be
known with certainty; long-term profit and loss cannot be predicted based on publicly available
information. As Mises (p. 585) explains: “What distinguishes the successful entrepreneur and
promoter from other people is precisely the fact that he does not let himself be guided by what
was and is, but arranges his affairs on the ground of his opinion about the future. He sees the past
and the present as other people do; but he judges the future in a different way.” Unfortunately

regulators, and many analysts, fail to appreciate this point.
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