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HOSTILE TAKEOVERS invite strong reactions, both positive and negative,
from academics as well as the general public. Yet fairly little is known
about what drives these takeovers, which characteristically involve sig-
nificant wealth gains to target firms’ shareholders. The question is where
these wealth gains come from.

We examine the sample of all 62 hostile takeover contests between
1984 and 1986 that involved a purchase price of $50 million or more.
In these contests, 50 targets were acquired and 12 remained indepen-
dent. We use a sample of hostile takeovers exclusively to avoid using
evidence from friendly acquisitions to judge hostile ones, as many
studies have done. We examine such post-takeover operational changes
as divestitures, layoffs, tax savings, and investment cuts to understand
how the bidding firm could justify paying the takeover premium. We
also examine the possibility of wealth losses by bidding firms’ stock-
holders as the explanation for target shareholder gains.

The analysis of post-takeover changes is complicated because once
the target and the bidding firms are merged, it becomes impossible to
attribute to the target the changes recorded in joint accounting data. As
a consequence, we do not use such data, but rather focus on discussion
in annual reports, 10K forms, newspapers, magazines, Moody’s and
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Value Line reports, and other such sources. Our approach is similar to
the one recently employed by Bhide (1989). The advantage of this
design is that we can attribute the changes we examine, such as layoffs
and selloffs, to the target firm. The disadvantage is that most changes
we examine are biased downward because some may not be reported.

Our calculations suggest that, on average, taxes and layoffs each
explain a moderate fraction of the takeover premium. Layoffs, which
disproportionately affect high-level white-collar employees, explain
perhaps 10—20 percent of the average premium, although in a few cases
they are the whole story. Tax savings are usually somewhat smaller
than savings from layoffs (although they are significant in a larger
number of cases), since debt is typically repaid fairly fast. But tax
reductions are very large in management buyouts, acquisitions by part-
nerships, and acquisitions by firms with tax losses. Large investment
cuts occur infrequently in our sample, and do not appear to be an
important takeover motive. Wealth declines of the bidding firms’ share-
holders, similarly, while important in a few cases, are usually small
and cannot be a systematic source of target shareholders’ gains.

Our most significant finding is that most hostile takeover activity
results in allocation of assets to firms in the same industries as those
assets. In most hostile takeovers, the bidding firm is in the same business
as, or a business closely related to, that of the target firm. Similarly,
the majority of selloffs, which amount to 30 percent of the acquired
assets, are to buyers in the same business as the assets they acquire.
Overall, of the assets that changed hands in our sample, 72 percent
ended up owned by corporations with other similar assets. By and large,
hostile takeovers represent the deconglomeration of American business
and a return to corporate specialization.

These findings have significant implications for explaining the sources
of gains in hostile takeovers. First, they suggest that the places to look
for the gains are cost savings from joint operations, market power, or
possibly overpayment by buyers of divisions and whole companies.
Some of these gains might be from eventual layoffs that we document,
but others we might not be able to capture. In any event, changes that
result from consolidation of industries are essential for understanding
takeover gains. Second, the findings suggest that incentive-intensive
organizations, such as management buyout teams, investment compa-
nies, or raiders, are not very important in the long run. In our sample,



Sanjai Bhagat, Andrei Shleifer, and Robert Vishny 3

only 20 percent of the assets ended up under control of such organi-
zations after two to three years, and this fraction would surely dwindle
if we looked at the assets over a longer period. Control by raiders or
by MBO teams is often a transitory arrangement used to allocate assets
to corporations managing other similar assets.

Potential Sources of Takeover Gains

What is the source of target shareholders’ gains in hostile takeovers?
The literature offers a wealth of theories of the sources of takeover
gains in general. One possibility is simply that the stock market under-
prices the target, so that no operational changes are actually needed for
the bidder to profit from the acquisition. Another possibility is that
bidding firms overpay for their targets, perhaps because acquisitions
serve the objectives of managers and not of shareholders. In these cases
the target shareholders’ gains are the bidding shareholders’ losses. Con-
sistent with this view is the evidence of David Ravenscraft and F. M.
Scherer that the earnings of acquired lines of business in the friendly
takeovers of the 1960s and 1970s did not rise.'

Although underpricing and bidder overpayment might be important,
they are probably not the whole story in hostile takeovers. For example,
Steven Kaplan shows that cash flow (net of capital expenditures) rises
significantly in his sample of LBOs.? Moreover, substantial anecdotal
evidence also indicates that hostile takeovers are followed by large
operational changes in many firms. Accordingly, we first deal with the
role of wealth changes in bidding firms’ shareholders, and then describe
some potentially important changes that can justify takeover premiums,
as well as discuss how these sources fit into existing takeover theories.

Wealth Change of Bidding Shareholders

Target shareholders in hostile takeovers clearly gain significant wealth,
but less is known about bidding shareholders. If they gain as well, then
the analysis of operational changes must come up with greater savings

1. Ravenscraft and Scherer (1987).
2. Kaplan (1990).



4 Brookings Papers: Microeconomics 1990

to account for the wealth gains. If, on the other hand, bidding share-
holders lose, a smaller shareholder wealth increase is left to explain.

Many argue that competition between actual and potential bidders,
as well as the ability of target shareholders to ‘‘free ride’’ on gains,
ensures that most of the gains in takeovers accrue to the target firm’s
shareholders. Bidding shareholders gain from a takeover to the extent
that there is a component to the value gain that is not lost through
competition and cannot be appropriated by target shareholders. Such
bidder gains might be particularly large when the bidder and the target
are in the same industry, and special opportunities to the given merger
are not available to other bidders. Considerable evidence, however,
shows that many mergers are driven by managerial rather than share-
holder objectives, which make bidding firms willing to overpay for the
acquisition targets. Overpayment, of course, leads to negative returns
to bidding shareholders.

The evidence is that the bidders just about break even, but the findings
vary by time period and the type of acquisition. No studies examine
bidder returns in hostile takeovers; the only proxy for such evidence is
the finding for tender offers. In the 1980s, bidders in tender offers lost
small amounts of wealth on average.3 This evidence suggests that many
acquisitions are driven by the objectives of managers rather than of
shareholders, so that managers are willing to overpay for the targets to
pursue their own goals. In a sample of mostly friendly acquisitions,
Randall Morck, Andrei Shleifer, and Robert Vishny find that bidding
shareholders are more likely to lose when acquisitions serve managerial
objectives, such as diversification and pursuit of growth.* Since there
are many ‘‘strategic’’ acquisitions in our sample, we examine the changes
in the wealth of bidding shareholders as one potential source of gains
of the target firms’ shareholders.

Strategic Acquisitions

As noted, hostile takeovers often involve the acquisitions of firms
closely related to the bidding firm. Gains from related acquisitions are
likely to come from operating efficiencies (either pure efficiency gains
or wealth transfers) or from increased market power. Gains from market

3. Bradley, Desai, and Kim (1988).
4. Morck, Shleifer, and Vishny (1990).
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power are commonly believed to have driven the horizontal mergers
preceding World War II, before the strict antitrust enforcement of the
1960s and 1970s made such mergers more difficult.’ With the relaxation
of antitrust enforcement during the 1980s, many horizontal combina-
tions once again became possible. Some argue that the gains in some
strategic acquisitions come from this ability to restrict output and raise
price.

Some evidence on the importance of such acquisitions comes from
the findings of Espen Eckbo and Robert Stillman that competitors’ stock
prices rise when horizontal mergers are announced, consistent with the
simple model of declining competition.® However, stock prices of com-
petitors do not rise nearly as much as those of the target, as a simple
oligopoly model would predict. Furthermore, competitors’ stock prices
sometimes also rise when the government challenges the initial merger,
which seems contrary to the oligopoly theory. Although this evidence
is still being debated, it suggests that market power is not the whole
story.

Joint operating efficiencies might come from combining research and
development, procurement, distribution, marketing, and headquarters
operations. Some of these operating efficiencies are reflected in layoffs
and other cuts, but others are harder to capture. These gains might be
all the greater if the target is not well run to begin with and is acquired
by a firm with better managers who find more ways to reduce costs.

With the exception of labor cost savings (discussed later), the evi-
dence on efficiency improvements after hostile takeovers is still indirect.
Morck, Shleifer, and Vishny find that targets of hostile takeovers have
low Tobin’s g’s relative to their industry peers and also that industries
with significant hostile activity have low ¢’s.” Henri Servaes finds that
bidding firms in tender offers have higher ¢’s than do the targets.® This
evidence points to better performers taking over poor performers. Ser-
vaes also finds that premiums are higher when the target’s q is lower,
suggesting that there are greater efficiencies to realize. Unfortunately,
it can also mean that targets are undervalued or that bidding firms are
overvalued and so have a low cost of capital.

. Stigler (1950).

. Eckbo (1983) and Stillman (1983).

. Morck, Shleifer, and Vishny (1988, 1989).
. Servaes (1989).
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We do not have the data to identify the sources of gains in strategic
acquisitions, other than layoffs. Accordingly, we simply identify ac-
quisitions that appear to have an important strategic element, and try
to determine how prevalent they are in the hostile takeover process.
We present some examples in which operating efficiencies were realized
as well as some examples with the potential for increased market power.
The question of the sources of gains in general remains open, and it is
not clear to us that any simple description of synergistic gains in related
acquisitions will fit the data. We base this conclusion on an examination
of all the accounts (qualitative and quantitative) of our sample takeovers
that we could find. The takeovers are summarized in the appendix.

Labor Cost Savings

Labor costs are by far the largest component of costs in most cor-
porations. Labor cost savings can therefore be one of the most effective
ways to increase cash flow. Such savings can take a number of forms,
including layoffs, early retirements, hiring freezes, wage reductions,
reductions in future pension benefits, and other cuts in compensation.
If some of the employees in the firm are paid more than their marginal
product, then laying them off or cutting their pay can increase the cash
flow and so justify some of the premium.

Previous studies have examined the extent of labor cost savings.
Joshua Rosett considers wage reductions of union employees and finds
that they can explain, at most, 9 percent of the takeover premium.’
Interestingly, up to 21 percent of the premium can be explained for the
subsample in which the chief executive officer changes after the take-
over. However, the wage changes are not reliably different from zero
in most specifications. Andrei Shleifer and Lawrence Summers present
evidence of substantial wage reductions in one hostile takeover—Icahn’s
acquisition of TWA—that are large enough to more than justify the
takeover premium.'? They have only one famous case, however.

Wages, of course, are not the only form of compensation. Jeffrey
Pontiff, Andrei Shleifer, and Michael Weisbach present evidence of
reversions of excess pension assets following hostile takeovers, and

9. Rosett (1989).
10. Shleifer and Summers (1988).
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document the greater incidence of such reversions following hostile
takeovers than following friendly acquisitions.!! They estimate that
reversions can explain about 13 percent of the takeover premium in
cases where they actually occur, but they occur in only 10 percent of
cases. Pontiff, Shleifer, and Weisbach argue that pension asset rever-
sions represent a cut in future benefits to the employees. Although these
reversions are a potentially important source of takeover gains in a few
cases, on average they are relatively unimportant.

Overall, the available evidence on compensation cuts of existing
workers does not suggest that such cuts are an important source of
takeover gains in many cases.

A second way to save on labor costs is to reduce employment. Charles
Brown and James Medoff examine control changes in small Michigan
companies and find no evidence of employment reductions.!? They do
not appear to have a single hostile takeover in their sample. In an early
version of his paper, Steve Kaplan finds some evidence of employment
reductions after defensive MBOs that follow hostile bids.!* There is no
evidence of employment reductions following friendly MBOs. Kaplan
does not estimate the value of savings from these reductions. Frank
Lichtenberg and Donald Siegel find evidence of substantial employment
reductions surrounding (and mostly preceding) ownership changes—
and not necessarily hostile takeovers.!* They also find that such re-
ductions are primarily among white-collar employees. All these findings
point to the potential importance of employment reductions, although
the studies do not estimate how much money is saved and do not draw
an adequate distinction between hostile and friendly takeovers.

In discussing layoffs, it is important to keep in mind the normative
interpretation of employment reductions. One view, taken by Lichten-
berg and Siegel, is that employment reductions of headquarters per-
sonnel in particular represent a pure efficiency gain.!> Michael Jensen
also argues that employment reductions improve efficiency.'® Shleifer

11. Pontiff, Shleifer, and Weisbach (1989).
12. Brown and Medoff (1988).

13. Kaplan (1990).

14. Lichtenberg and Siegel (1988).

15. Lichtenberg and Siegel (1988).

16. Jensen (1988).
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and Summers, in contrast, stress the importance of long-term implicit
contracts in employment relationships.!” They do not deny that ex post
layoffs might be efficient; rather, they suggest that if continued em-
ployment is part of the implicit contract, layoffs represent a breach of
trust that transfers future wages in excess of marginal product from
employees to shareholders. Moreover, the efficiency gain from moving
workers across firms may be much smaller than their lost wages.

We cannot determine what happens to laid-off workers after the
takeover and how much their compensation falls. The transfer com-
ponent should be measured by the present value of the difference be-
tween current wages and alternative wages. In this paper we attempt
to measure the wage savings from takeovers and to compare them with
the takeover premium. We cannot determine what fraction of these
savings is an efficiency gain and what fraction is a transfer. The con-
clusion that everything is an efficiency gain is premature, given the
universal employee insistence that takeovers reduce their welfare.

Divestitures

Most hostile takeovers are followed by significant divestitures: sales
of divisions of the target companies to other firms, investment com-
panies, or management teams in MBOs. Unlike layoffs, debt increases,
or investment cuts, divestitures do not necessarily imply operational or
financial changes, although such changes may be made by the acquirers
of divisions following the divestitures. We do not identify these changes
since we cannot follow what happens to the acquired businesses. How-
ever, it is useful to describe the extent of divestitures and to note how
they should be interpreted.

Bidding firms might sell off divisions of the target firms simply to
pay off some of the debt incurred in the acquisition. Such a move,
however, does not explain how divestitures fit into the bidders’ plans
to justify the premium. For if the target was valued fairly before the
takeover, and if the buyers of divisions pay fair prices for them and do
not make any changes in the operations, then divestitures do nothing
to explain the takeover premium. This section suggests several ways
in which divestitures help pay the premium.

17. Shleifer and Summers (1988).
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First, the target might have been underpriced in the stock market to
begin with, and so if a bustup occurs at fair market prices, takeover
organizers can profit by unbundling undervalued divisions. This theory
of divestitures based on undervaluation of conglomerates has been tested
by Dean LeBaron and Lawrence Speidell.!® They compute breakup
values of conglomerates by applying price-earnings multiples of un-
diversified firms in the same industry as each division of the conglom-
erate to the earnings of that division and adding up the divisions. They
find that this breakup value of conglomerates is typically higher than
the market price. They do not take into account the possibility that
divisions of conglomerates might be getting lower multiples because
they grow less fast or invest in projects with negative net present value.
Nonetheless, their analysis is suggestive.

Second, if the diversified company sold for a fair market value under
its old management, it must be that the pieces are worth more to the
buyers than they are to the takeover artist or under the old management.
One such group of buyers, incentive-intensive organizations such as
management buyout teams or investment companies, can improve the
cash flow by reducing tax payments, cutting investment and employ-
ment, and taking other steps to reduce costs. In these cases, the higher
cash flow comes from more effective management and not from com-
bining two related firms. To be sure, we still cannot conclude in these
cases that the primary source of value gains is efficiency improvements
rather than wealth transfers.

A second type of buyer to whom divisions of a target firm could be
especially valuable is a strategic buyer with his own operating company
who can either exploit the combination of the two firms or is simply
willing to overpay for the division. Such strategic buyers are in fact
much more common than divisional MBOs, and selloffs to them are
probably the main reason that bustups are profitable. Just as with initial
acquisitions by strategic buyers, it is not known whether these selloffs
to strategic buyers improve efficiency or just redistribute wealth away
from consumers, suppliers, or other firms in the industry.

Tax Savings

Reductions in taxes can come from a variety of sources, the first and
most obvious of which is the savings from merging a profitable company
18. LeBaron and Speidell (1987).
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with one that has tax losses. The combination can realize the tax benefits
sooner than the owner of tax losses can alone, and therefore these
benefits are more valuable to the combined entity. Alan Auerbach and
David Reishus have shown, and we confirm with our data, that these
tax benefits are important in some 5 percent of the cases.!®

The second source of tax savings before the 1986 tax reform was
the general utilities doctrine combined with accelerated depreciation,
which enabled the acquirer to redepreciate the target’s assets in some
cases without the selling company’s having to pay capital gains taxes
on the assets sold. Unfortunately, no available studies gauge the mag-
nitude of this source of tax savings.

The third source of tax savings has been conversion of the target,
or some part of it, into a partnership, such as a master limited part-
nership. As a result, double taxation of profits—at both the corporate
and the individual level—could be avoided. This loophole is largely
closed now, but was available during our sample period.

Perhaps the most important potential source of tax gains in takeovers
is increases in leverage and deductibility of interest payments on debt.
These gains can be achieved if the target was underleveraged to begin
with, so that increases in leverage create corporate-level tax benefits
not offset by significantly higher expected costs of financial distress or
personal taxes paid by bondholders. In the case of leveraged buyouts,
Steven Kaplan shows that tax savings from leverage explain at least 50
percent and perhaps more than 100 percent of the takeover premium
on average.*® This number makes all the other sources of gains pale
by comparison. To estimate the value of the tax shield, we would need
information on how fast the debt is repaid. Our rough estimates suggest
that the potential for increasing value through higher leverage in hostile
takeovers is indeed substantial but still much smaller than Kaplan’s
estimate for the MBOs.

Investment Cuts

Jensen argues that takeovers stop target firms from investing their
surplus cash in negative net present value projects.?! The takeover gains

19. Auerbach and Reishus (1988).
20. Kaplan (1989).
21. Jensen (1986).
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are realized because the money previously wasted is now distributed
as interest or dividends. Jensen cites oil exploration expenses and di-
versification by conglomerates as examples of wasteful expenditures.
Part of the gain in a takeover, then, is a commitment to stop such
investments.

Inferring waste from post-takeover investment cuts is not as simple
as it looks. First, cuts in investment can simply be a response to low
availability of internal funds rather than a source of value. Kaplan finds
evidence of significant investment cuts in management buyouts, but it
is not clear whether these cuts eliminate waste or productive invest-
ment.?? Second, the divestitures and fast debt repayment that typically
follow hostile takeovers relax the cash constraint and therefore might
actually make further wasteful investment easier even in Jensen’s model.
His model does not explain why firms try to get back so quickly to the
level of cash flow at which they can invest. Despite these reservations,
Jensen’s free cash flow theory is a tenable explanation of hostile take-
overs in several industries, and we try to evaluate its empirical rele-
vance.

Summary

These potential sources of target shareholders’ wealth gains in take-
overs—bidding shareholders’ losses, gains from strategic combina-
tions, layoffs, divestitures, tax savings, and investment cuts—are germane
to a variety of takeover theories. Unfortunately, one can rarely infer
from the evidence about these operational changes whether takeover
gains are dominated by efficiency improvements or by wealth transfers.
Strategic takeovers probably increase operating efficiency but might
hurt consumers, suppliers, or industry rivals as well. Layoffs both raise
efficiency and transfer wealth from workers earning substantial rents
at their jobs. Divestitures raise efficiency if firms are sold to better
management teams, but they also reflect transfers as underpriced com-
panies are busted up or as divisions are sold to overpaying growth-
oriented managers. In the latter case, efficiency might fall. Tax savings
are largely transfers from the government; they are not efficiency gains.
Finally, investment cuts can eliminate wasteful overinvestment, but

22. Kaplan (1990).
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they can also transfer wealth from the investment sector (for example,
oil field services). Moreover, investment cuts necessitated by high le-
verage might actually decrease total wealth. The result is that many of
the changes following hostile takeovers cannot be unambiguously in-
terpreted as wealth transfers or efficiency improvements—they prob-
ably have elements of both. Nonetheless, the question remains of how
important some of these changes are empirically.

Description of the Data

As noted, the sample in this paper consists of all 62 firms that were
targets of hostile takeover offers of more than $50 million, as reported
by W. T. Grimm for the period 1984-86.23 Like most others, W. T.
Grimm classifies hostile takeovers as those in which the target’s board
at least initially expressed opposition, if only to raise the price. The
sample stops in 1986 to allow a look at changes in the two to three
years following the takeover. The sample includes successful hostile
takeovers, hostile takeover attempts in which the actual acquisition was
completed by a ‘‘white knight’’ (including defensive MBOs), and un-
successful hostile takeover bids in which the target remained indepen-
dent. Whenever possible, we point out systematic differences between
outcomes for targets that are successfully acquired by hostile bidders
and outcomes for those that are ultimately acquired by white knights
or remain independent. A substantial coercive element is probably pres-
ent in almost all of these deals.

Table 1 presents the distribution of our sample of hostile takeover
attempts, by outcome, during the three years of our sample. The number
of attempts nearly tripled. The ratio of takeovers by white knights
relative to straight hostile takeovers also rises substantially, perhaps
because of the increased availability of investment resources on the part
of large firms that usually act as white knights over the course of the
economic expansion.

23. We used the $50 million cutoff because too little information was available for
smaller deals. This restriction eliminates few observations, since being a target of a hostile
bid is typically a privilege of only very large firms with diffuse ownership structures.
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Table 1. Distribution of Sample of Hostile Takeover Attempts in the United States,
1984-86

Qutcome 1984 1985 1986
Successful takeover 7 12 10
White knight acquisition 1 8 12
Unsuccessful bid 2 4 6
Total 10 24 28

Source: Andrei F. Rhoads, ed.. Mergerstat Review 1986 (Chicago: W. T. Grimm. 1986); and authors’ calculations.

The most important constraint on the analysis of post-takeover ex-
perience is that the bidder and the target are merged. That is why
Ravenscraft and Scherer’s line-of-business sample is in many ways more
informative than our own, although it comes from an earlier period and
hence has few hostile takeovers.?* For the same reason, Kaplan can get
much better information in some respects by focusing on MBOs.? Our
research is limited by our inability to separate the target and the bidder,
and our reluctance to use the joint data.

Throughout the analysis, we rely on multiple sources of data, in-
cluding the Center for Research and Security Prices (CRSP) stock price
data; bidder and target annual reports; 10 K forms; Moody’s Industrial
Manual; Value Line Investment Survey; the Wall Street Journal, the
New York Times; business periodicals, especially Business Week and
trade publications; and DATEXT. We try to piece together the infor-
mation from all these sources because post-takeover information typi-
cally concerns the merged firm, making the attribution of changes to
the target difficult. Most important, for our analysis of layoffs, selloffs,
investment cuts, and tax savings we use only quantitative information.
Our numbers should not be confused with journalistic opinions. Because
reporting can be incomplete, however, most of our measures of changes
are probably biased downward. We measure only what is reported. In
interpreting our results, it is crucial to keep in mind these data limi-
tations.

24. Ravenscraft and Scherer (1987).
25. Kaplan (1990).
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Wealth Changes of the Shareholders

The first step in documenting the wealth changes of shareholders is
to calculate the gain, or the premium, paid to the target firm’s share-
holders.?® We compute the premium as follows. First, we take the (often
long) period from 20 days before the first bid for the target is announced,
to the day when the target accepts or defeats the final bid. We call the
first date Datel and the second Date2. We then estimate the market
model for each target firm from 260 trading days before Datel to 60
trading days before Datel. Using that market model, we forecast what
the price of each target would be on Date2 given its actual value on
Datel and the return on the market between Datel and Date2. The
premium is the difference between the price paid (or offered in the last
bid in the case of unsuccessful takeovers) for the target and the predicted
price on Date2. In other words, the premium is the difference between
what was paid (offered) and what the price would have been on the
resolution date had no takeover activity occurred. We use the long
interval to take account of market movements during the period of
negotiation. At the same time, we do not use any market prices, other
than the price of 20 days before the very first bid, to compute the
premium because market prices reflect a variety of market beliefs and
hence do not reflect the premium alone. Using such prices generally
leads to lower estimates of the premium than our procedure.

Computing changes in the wealth of the bidding firm’s shareholders
is more complicated because there is no equivalent of the price paid.
Also, using a long interval in this case creates significant problems,
because many large acquirers have dramatic value changes over long
intervals that might have nothing to do with the acquisition. Accord-
ingly, to evaluate the change in the wealth of the bidding shareholders,
we define Date3 as the date of the first bid by the actual acquirer. Date3
always falls between Datel and Date2, and it often coincides with one

26. By focusing on shareholders, we ignore other financial claimants such as bond-
holders. There is no systematic analysis of the returns to bondholders in hostile takeovers.
The analyses of takeovers as a whole show that bondholders unprotected by covenants lose
small amounts of wealth, whereas protected bondholders do not lose—see Asquith and
Wizman (1989). The magnitude of bondholder wealth losses is quite small relative to
shareholder wealth gains.
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of them. We then estimate the market model for the bidding firm from
260 days before to 60 days before Date3 and use this model to compute
the abnormal change in bidding shareholders’ wealth from 3 days before
to 3 days after Date3. We define the return to bidding shareholders as
this abnormal wealth change.

We do not estimate bidding shareholders’ returns in unsuccessful
bids because we have found no satisfactory procedures. Accordingly,
in these cases we ignore the bidding shareholders and try to explain
the premium offered to the target shareholders in terms of changes
implemented after the bid.

The results for the takeover premium and for the increase in the
wealth of the bidding shareholders are presented in table 2. Throughout
this paper, we deal with dollar rather than percentage wealth changes
since it is dollar values that we try to explain. The premiums in this
sample vary significantly, and some of them are very small when ad-
justed for market movements. These are typically the cases of bids
highly contested by the target’s management where the bidder gained
control in part by buying shares in the open market. In general, the
premiums are somewhat smaller than those one would obtain without
the market correction because the market rose during this period.

The results on bidders are often missing. We do not compute the
returns to bidders in unsuccessful takeovers. Furthermore, many of the
bidders are not listed on CRSP because they are foreign companies
(Hanson Trust, Campeau, First City Financial) or private companies
often owned by the raiders (Reliance Capital, Maxxam, James Gold-
smith, Asher Edelman, and so forth) or leveraged buyout specialists.
As a result of these omissions, we report changes in bidding share-
holders’ wealth in only 30 cases.

The results are similar to the usual findings for bidders, except we
find that bidder returns are negative in more than half the cases. On
average, the bidders lose $15 million, a tiny fraction of the average
acquisition price of $1.74 billion (including debt). Unavailability of
data might bias these results toward finding poorer performance by
bidders, since raiders typically bid through private firms and their re-
turns are more likely to be positive. Note, however, that Irwin Jacobs,
in two acquisitions by Minstar, earned a negative market-corrected
return in both cases.

Bidder returns are very negative in some related acquisitions, such



€C 6 4! 91 [BUOTBUISIU] SOXET JBaID "0
T o £8Y°1 >UO[AY ANRID 61
BU ‘BU 1414 ¢SUIP[OH Jneyanry qJNBYINL "8
0€1 €l LTT (ssaxdxg sydoag SSUIp[OH 1o1U01] "/ |
14! Lc— 8% uo[Aly sowonISuy 91
'y BU LT dnoin Aymbyg ooseq ‘G|
BU B'U €61 YIIWSP[On) Souref YorQI[[9Z UMOID) "{]
€9 y1— LL J[1e12ddaq Jurodisom Apogeaq nenpd "¢l
€8l (57 ory'l JOAJ[IUN) Spuod-y3noiqasay) ‘71
Co o PSLT -8UNSeIpEOI IoWIn], SgD "I

91°1 SPAWIT Y], a[eH Aa|mey Ioue) QI

L6t SPUITT Y, a[eH Ao[mEH IaueD "6
BU BU 8¢ <SITTIA OJUOJA] UOI[E A\ S[ITJA 9[BPUOAY 8
‘B'U ‘BU LT ARISOM qSOUI] UBA SB[ "/
LS— S91 — 801 S1eQ 19¥end) uojke[) UOSIPUY ‘9
6v ST— YL IRISUTIA JAV 'S
088 LI1 €9L [eIsE0D) S90INOSY [eINJEN UBILIDWY “f
eu e'u 901°1 neadure) $3I01S PAI[V "¢
6L 6l 09 uuy IOJOJy dWL] uu] IOJOJN UBOLIOWY ‘T
1z - 44 TeSUIN RECUAN
1oL Yiypam 1app1q wnuaad 1240240 ] 42pp1g 12840

ur a3uvy)

SIE[[Op JO SUOTIA

98-1861 ‘sIdwANY 19409%E ], ANSOH Jo didureg ‘s1apjoyareys Suippig pue JoBIE], JO YIEIA oY) Ul saSuey) T Aqe,



BU
119
eu
e
S61

B'U
LST
B
BU
170°1
’'U
69¢
ey
LE—
'y
[4¢
BU
e

‘’TU

8y
6y
0¢

ey
91 —

‘e'u

BU
'y
§9¢ —
-eu
Iv—
R

9

9LL
96T
LET
144

89
61T°1
9s¢C
8¢S
LL—

949

90t°T

6v
oly
€9

w
6C¢
91
S91
8¢
BU
196
L
s8Iy
9¢

sowoHq AH
I[qUIBD) pUE 12)00I1g
apud Anueq

dioonr)

UI9)SIA\ PUeR JInO
uew[apy

>uyed] [1e)

WeXXBJ

SSMNIIM

SuownuIg poreHq
«dno1n juswogeuejy
LINJ[ON [BIUIPIXOO
Ie3ng pajeweSeury
samsnpu] 12doo)
>Me[ple]

sawsnpu] uojSurping
LSuLmoenuey Aof
WINN

c[ende) douerjay
remyjos Jurpalg

,$921n0s9Y J[NoH
>[eIse0D)
19801y

(Joded [euoneurajug

sasnpuy AJ Se]N

SOWOH ueky "G
SYOIA-UOSPIBYITY "t
ouJ uojAdY ‘¢
uonong) 7y

[[BH 9°nuald “[{

BSOI3pUOd O

wnajonad sdifiid “6¢
Ioquiny dSyrded ‘8¢
sse[31aq1] Suruwio) susmQ ‘L¢
sasnpu] "IN "9¢

qunsdAo [euoneN “G¢
UODPIA "¢

PIOIPIN €€

UOSIpH-MBIDOIN "T¢
IOMOYARIN “T€

PUB[SE]N "O¢

gsa13oouyda], Lof "6T
ue3o] ueyjeuof ‘g7

irerg uyof LT

[eISUSD) SOLRULIOJU] Q7

sen) [ejuaunuo)) reuadwy "¢z
sen) [eINEN UOISNOY “H¢
s8niqg JooYy ‘¢g

Iodeq [ruuswwey ‘7z
uoyny “[g



‘[nyssadonsuf) 9
‘o414

Sy anyp e

‘1 9|qe1 29§ :90In0S

eu eu 91 XN[0No3[] PalepI[osuo)) AYM 79
154 3 S¢ S{ueg PUBIPIA SULIEIN 90IAIIG [BIOUBUL] JSIYIISIM 19
SI I 12! diysiounred 1dv Iy uasn(g uep ‘09
BU eu 961 Isnij, uosuey sausnpuy "S° [} “6S
Co T 902‘C LSIauled BSIJN [eooup) g¢
‘B'U ’'u €T Ja111qng-uoife)) qlekortun “/¢
T T el >AVD ap1qIe)) oI "9g
8 SI— 66 AUBI) SsoTwreuApIun) g6
8L [43 9 £[991S WAYSYIRy sawmsnpuyy [, 4§
’B'U eu GG SA1mag 131y301D 29 Fpugmens ¢¢
‘BU vu €Tl sygnoung Kuads -zg
6C L6— 91 uRYUON uojduring Airekoy puerypnos ‘1g
R B'U 21T sanadoig KD 1sI1g 1114098 “0S
‘B'U ‘B'U owm um_.:,.ﬁ :Omcm: ZUW .@.v
TEL 611 ¥19 P00 SIJRID0SSY SIOpUES ‘8P
P1— 91— 81 noLuey edes "Ly
’'U 'u TIS‘T A aAemazes gy
o Y1jpam 4app1q wimuia4d 412402y0 ] 43pprg 12840

u1 a28uvy)

(panunuor) g 3jqe],



Sanjai Bhagat, Andrei Shleifer, and Robert Vishny 19

as Occidental’s buying Midcon and Marriott’s buying Saga. On the
other hand, other strategic acquisitions, such as Citicorp’s buying Quo-
tron and Coastal’s buying American Natural Resources, result in in-
creases in the wealth of bidding shareholders. We cannot conclude from
this sample that related acquisitions are systematically good or bad for
the bidders, although earlier work by Morck, Shleifer, and Vishny
suggests that in this period related acquisitions are better for the bidders
than unrelated ones.?’

The last column of table 2 presents the combined wealth change of
the bidder and the target for the available observations. The change is
positive in all but three cases, each of which is a strategic acquisition
by a firm extending its product line. In general, most of the gains go
to the target, and the bidder wealth change is relatively small, just as
the other studies find. It is not the case in this sample that target gains
can often be explained as bidder losses.

Layoffs and the Takeover Premium

One of the most direct ways for the acquirer to justify the takeover
premium is to lay off employees and save on labor costs. The oppor-
tunities for layoffs are considerable: consolidation of headquarters, white-
collar employment cuts due to selloffs, closing of plants, consolidation
of production, and many others. Because labor costs are so high relative
to profits, the effect of such savings on the market value can be sub-
stantial.

Our measure of layoffs is the sum of layoffs and early retirements
from the retained divisions that can be attributed to the target company,
as reported by any of our sources. We use documented evidence of
early retirements in only two cases (Gillette and Owens Corning); the
vast majority of observations are layoffs. All types of layoffs are grouped
together—those from plant closings, staff reductions, consolidations,
and so forth. However, in most cases we can distinguish between white-
and blue-collar layoffs. Most of the information on layoffs comes from
the Wall Street Journal, although other sources are sometimes used. In
two cases, where we saw reports of layoffs but did not have the numbers,

27. Morck, Shleifer, and Vishny (1990).
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we called the bidding company and got the numbers from them. We
include all post-takeover layoffs for three calendar years, starting with
the year of the takeover.

For several reasons our post-takeover layoff numbers are biased
downward. First, we do not include the layoffs from the bidding firm,
although one could argue that these layoffs helped to pay the premium
and hence can be included in the calculation of cost savings. Second,
we look at actual layoffs and not at employment reductions due to
selloffs. Nor do we follow sold-off divisions to check what happened
to employment there. If the cuts occurred after the selloffs, we miss
them. For these reasons, we do not use Compustat data on employment
changes because bidder layoffs and especially selloffs are often the
causes of reduced Compustat employment. Third, if no publication
reported a layoff, we assume that none has occurred. Wherever we have
data on both employment and layoffs, our layoff number is much smaller
than the decline in measured employment, which reflects selloffs. Hav-
ing mentioned these sources of downward bias in the layoff numbers,
we should also mention that in some cases our numbers probably over-
estimate the number of layoffs precipitated by the takeover because the
layoffs would have occurred anyway. More on this later.

To compute the value of labor cost savings, we assume that the after-
tax cost of a blue-collar worker is $20,000 a year, that of a white-collar
worker $50,000 a year. Labor costs of course include all benefits (in-
cluding social security), which run at 30 percent or more of wages.
These numbers imply an annual pretax labor cost of $30,000 to $40,000
for blue-collar workers and $70,000 to $100,000 for white-collar work-
ers, depending on whether the tax rate is 34 percent or 46 percent.

The U.S. Department of Labor’s publication, Employment and Earn-
ings (January 1987), reports December 1986 weekly earnings for pro-
duction workers in durable goods manufacturing of $443, or approximately
$23,000 on an annual basis. A study by Felicia Nathan published in
the Monthly Labor Review (October 1987) reports that wages are ap-
proximately 70 percent of total compensation in U.S. manufacturing.
Using these figures, we get an average blue-collar pretax employment
cost in durable manufacturing in 1986 of $32,600. It is a little more
difficult to get a handle on the employment cost for the average man-
agerial worker laid off. Nathan’s study reports that total compensation
per hour for executive, administrative, and managerial workers is ap-
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proximately 1.8 times that for a typical blue-collar worker. We have
assumed an employment cost for managerial workers 2.5 times that for
blue-collar workers, adjusting Nathan’s figure upward because the man-
agerial layoffs in our sample are concentrated at corporate headquarters.
In the few cases where we have both the number of laid-off workers
and the annual cost saving reported by the firm, plugging in our esti-
mates of labor savings gave us answers very close to the savings reported
by the firms.

Of course, labor cost savings should be interpreted as the difference
between the cost of hiring these workers and their marginal product.
The laid-off workers might be producing only slightly less than they
are paid, in which case the annual savings are much smaller. Unfor-
tunately, we have no estimates of the marginal product and so cannot
estimate the true savings. It is easier to believe that the marginal product
of laid-off workers is lower for white-collar than for blue-collar work-
ers, since white-collar functions of the target can be more easily carried
out by the bidding firm without extra costs. We propose our calculation
as a useful benchmark that should be adjusted on the basis of one’s
views about output loss.

The second question is how to compute the present value of labor
cost savings. We assume that the real risk-adjusted discount rate ap-
plicable to this calculation is 10 percent, consistent with a real riskless
rate of 4 percent and a risk premium of 6 percent. We use the real rate
because in principle wages rise with inflation. We make the calculation
assuming that the labor cost saving will last five years, after which
perhaps the people would have been laid off or retired without replace-
ment even without a control change. We also make the calculation
assuming that the labor cost saving is permanent. To simplify the com-
putations, we calculate the savings from layoffs on the assumption that
all the layoffs are done right after the takeover. For both calculations
of the present value, we also compute the ratio of the present value of
labor cost savings to the takeover premium. The computation of the
premium is described in the previous section. This gives us estimates
of the fraction of the takeover premium that can be explained by labor
cost savings.

The riskiness of savings created by layoffs is hard to determine. We
would argue that the savings are risky in the sense that they might have
been realized anyway if the firm did poorly but not if the firm did well.



22 Brookings Papers: Microeconomics 1990

On the other hand, if the savings are closer to risk-free, perhaps a 5
percent discount rate might be appropriate. Use of a 5 percent discount
rate would increase the five-year saving by only about 14 percent but
would double the savings calculated as a perpetuity.

Table 3 presents the information on the 28 of our 62 firms for which
there is direct evidence of layoffs. Recall that the sample includes
successful hostile takeovers, white knight acquisitions, and unsuccess-
ful takeovers. For the remaining firms, there is no evidence of layoffs.
This is not necessarily to say that no layoffs occurred, but rather that
the sources we have do not mention layoffs. For 7 of our 28 firms, the
sources mentioned that layoffs had occurred but did not specify the
numbers. Imperial Continental Gas was excluded from this analysis
because it is foreign, and very little information on it is available. The
averages are thus computed using 21 firms with layoffs and 33 firms
for which no layoffs are mentioned and hence are assumed to be zero.

For the 21 targets that experienced layoffs, the number laid off ranges
between 120 and 6,148, or between 0.1 percent and 24.3 percent of
the labor force of the target firm. The average layoff among the firms
is 1,262 employees, or 5.7 percent of the firms’ work force. These
numbers, of course, are cut by about 61 percent to take account of the
fact that 33 of the 62 firms experienced no layoffs. Even so, layoffs
are not trivial for affected firms: a takeover—successful or not—costs
on average 500 jobs, assuming that these people would not have been
laid off had the takeover not occurred. At the same time, the total job
loss in the economy because of companies directly affected by hostile
takeovers is trivial. In our whole sample over three years, fewer than
30,000 workers were laid off.

Some evidence on the question of how much of the premium these
layoffs can justify is also presented in table 3. Under our assumptions
about wages of white-collar and blue-collar workers, the annual after-
tax labor cost savings range from $6.0 million to $200 million, with
an average of $37.5 million. If these savings last five years, they explain
an average of 27.1 percent of the premium in cases where layoffs
actually occur, with the range between 2.1 percent and 89.9 percent.
In 9 out of the 21 cases these savings explain over a quarter of the
premium. If these savings are permanent, they can justify 65.5 percent
of the premium on average and more than a quarter of the premium in
15 out of 21 cases. Moreover, in 6 cases the savings can justify more
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than the whole premium. Although the means should be cut by about
61 percent for the sample of all takeovers because in 33 cases there is
no evidence of layoffs, the five-year labor cost savings can explain
about 11 percent of the premium in an average takeover and permanent
labor cost savings can explain perhaps 26 percent. With a 5 percent
rather than a 10 percent discount rate, these numbers would be 12.5
percent and 52 percent, respectively. On the other hand, if the marginal
product of laid-off workers is one-half of their wage rather than zero,
the savings should be cut in half. Labor cost savings are thus only a
moderate source of takeover gains.

In table 3 white- and blue-collar workers are grouped together. They
are separated in tables 4 and 5. For 13 companies out of 21 we can
identify white-collar layoffs, and for 12 out of 21 we can identify blue-
collar layoffs. In cases where we could identify them, blue-collar layoffs
average 1,493 workers, or 6.5 percent of the firm’s total work force,
and save an average of 11.1 percent of the premium using a five-year
horizon and 29.2 percent if the gains are permanent. Among the 12
firms for which we have numbers, white-collar layoffs average 660
employees, or 3.2 percent of the firm’s total work force, which can
justify 33.6 percent of the premium on average using a five-year horizon
and 88.3 percent using a perpetuity. Since white-collar wages are as-
sumed to be higher than blue-collar wages, the estimated savings from
white-collar layoffs are higher than those from blue-collar layoffs even
though the layoffs themselves are smaller.

White-collar layoffs are smaller in number and as a percentage of
the total labor force than blue-collar layoffs, but of course the white-
collar labor force is on average much smaller than the blue-collar labor
force of a firm. Virtually all laid-off white-collar workers in our sample
are managerial and professional, a group that constitutes 25 percent of
U.S. manufacturing employment, compared with 61 percent for pro-
duction workers and 14 percent for clerical and sales. If we assume
that our sample firms have a similar occupational structure, we can
infer that the probability of layoff for white-collar workers is about 20
percent higher than for blue-collar workers.?® Because we have several
outliers, it might be better to look at median layoff numbers that are

28. That is, 0.2 = (0.61/0.25)(3.2/6.5) — 1.
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Sanjai Bhagat, Andrei Shleifer, and Robert Vishny 29

2.1 percent of the labor force for white-collar workers and 3 percent
for blue-collar workers. These medians imply that the probability of a
layoff is 70 percent higher for white-collar workers.?® In fact, since
most of the laid-off workers are corporate staff, and these workers are
an even smaller fraction of the labor force, the odds of a layoff of a
corporate staff member are considerably higher than for any other class
of worker.

The most common reason for white-collar layoffs is consolidation
of headquarters after a takeover. In some cases, however, such as those
of CBS and Union Carbide, white-collar layoffs are a large source of
cost savings after unsuccessful takeover attempts. Blue-collar layoffs,
in contrast, typically have to do with major retrenchments, as in the
case of Phillips Petroleum. In some cases, such as that of Fruehauf,
plant closings also lead to blue-collar layoffs.

Table 6 compares layoffs in successful, unsuccessful, and white
knight takeovers. We discuss first the results for a subsample in which
layoffs actually occurred and then the unconditional results for the
whole sample.

Of the 21 target firms for which we could quantify layoffs, 7 were
successfully taken over, 7 were acquired by white knights, and 7 re-
mained independent. Both in terms of raw numbers and as a percentage
of the labor force, firms that remain independent have the highest layoffs
for blue- and white-collar employees combined. The fraction of the
takeover premium that can be explained by savings from layoffs is
highest for targets of successful takeovers—37.9 percent, compared
with 16.8 percent for firms acquired by white knights, and 26.6 percent
for firms that remained independent. The much higher fraction of the
premium accounted for by layoffs after successful takeovers is some
evidence in favor of breach of trust, as argued by Shleifer and Summers.

In the table 6 subsample in which blue- and white-collar layoffs are
separated, we again find that white-collar layoffs are most significant
as a fraction of the labor force in targets that remained independent,
but that savings from such layoffs are largest among targets of successful
takeovers. With blue-collar layoffs, targets that remained independent
again had the largest fraction of the labor force laid off, but the dif-

29. Thatis, 0.7 = (0.61/0.25)(2.1/3.0) — 1.
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ferences in percentage of the premium accounted for by layoffs are no
longer as large. These results provide mixed evidence for the breach
of trust hypothesis. On the one hand, that white knights seem to make
fewer layoffs than successful hostile acquirers, particularly when mea-
sured as a percentage of the premium saved, suggests that white knights
breach fewer contracts than do the hostile acquirers. This is as predicted
by the theory. On the other hand, we find that managers of firms that
remain independent themselves lay off a lot of workers—both white-
and blue-collar. Perhaps targets that remain independent, unlike white
knights, continue to be under pressure, which explains the greater lay-
offs.

One further nice piece of evidence illustrates the difference between
successful acquirers and white knights. In the 30 instances of successful
hostile takeovers, we have evidence of 10 closings or sales of head-
quarters; in the 20 instances of white knight acquisitions, we have no
evidence of closings or sales of headquarters. If the sale of headquarters
reflects breach of trust, this evidence shows clearly that hostile acquirers
breach trust but that white knights do not.

The findings just described are for the subsample in which the layoffs
actually occurred and can be measured. To understand the importance
of layoffs in all takeovers, we must correct for the fact that in more
than half the cases there is no evidence of layoffs. With the correction,
the finding that targets that remain independent laid off most aggres-
sively is strengthened. They laid off an average of 6.3 percent of the
labor force, compared with 1.75 percent for white knights, and 0.9
percent for successful acquirers. The unconditional fraction of takeover
premium explained by savings from layoffs is 18.6 percent for targets
that remained independent, 5.9 percent for white knights, and 11 percent
for successful acquirers. Thus the evidence on white knights as against
successful acquirers is mixed, but the aggressive layoffs by targets that
remained independent indicate that they continue to be under the pres-
sure of takeovers.

An objection to this analysis of layoffs is that we do not compare
post-takeover layoffs with pre-takeover layoffs in the same firms or
with layoffs in other firms in the same industry. If layoffs reflect only
industry trends, then takeovers cannot be responsible for them. But this
argument is flawed. If fear of takeover is responsible for industry lay-
offs, then layoffs might well be the source of gains in acquired firms.
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Advocates of takeovers often credit takeover pressure for eliminating
inefficient investment throughout the oil industry and not just in ac-
quired firms. They do not give takeover pressure credit for industrywide
employment reductions, but the logic is the same.

High costs of collecting data prevent us from conducting our analysis
on the industries of acquired firms, but we made a few comparisons.
First, we looked at the Wall Street Journal for evidence of layoffs for
our 62 sample firms in the two years before the takeover attempt. The
Wall Street Journal is not the only source of layoff information for our
sample, but it is by far the dominant source. We have found evidence
of layoffs in 8 firms before the takeover period, compared with 28 in
the post-takeover period. Of these, 6 were firms that also had post-
takeover layoffs. The average layoff was 275 employees, or 0.6 percent
of the affected firm’s employment. This translates into the unconditional
average layoff of 35 employees, or less than 0.1 percent of the labor
force, which is much smaller than the post-takeover unconditional av-
erage. Layoffs after the takeover are clearly greater than layoffs before.
This evidence supports the idea that managers of hostile takeover targets
are reluctant to breach implicit contracts unless thrown out or forced
to do so under takeover pressure.

To examine industry layoffs, we matched each firm in the sample to
a similar-sized firm in the same industry. We then used the Wall Street
Journal to examine layoff practices of control firms over the same period
as the sample firms. We have found that 11 control firms experienced
layoffs during the relevant period, averaging 539 employees, or 5.2
percent of their work forces. The implied unconditional expected layoff
for the whole control sample is 100 employees, or 0.5 percent of the
work force—obviously much less than for the post-takeover sample.
Although these results are biased down by the use of the Wall Street
Journal only, layoffs in control firms measured in this way are very
significantly smaller. The implication is that takeovers do cause layoffs.

In addition to layoffs, hostile takeovers often result in pension plan
terminations accompanied by reversions of excess pension assets to the
acquirer. Pontiff, Shleifer, and Weisbach document the increase in
reversion activity after takeovers, and the greater frequency of such
reversions following hostile takeovers.?? In our sample, there is evi-

30. Pontiff, Shleifer, and Weisbach (1989).
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dence that 14 firms reverted pension plans after the takeover. Although
in most cases these reversions are small, in a few, such as those of
Union Carbide, NL Industries, and Jonathan Logan, reversions are a
large fraction of the premium. Even if one takes the estimate of Pontiff,
Shleifer, and Weisbach that only a third of the excess pension assets,
on average, would have gone to the employees were it not for the
reversion, one still gets nontrivial transfers in a few cases. This evidence
confirms that pension reversions are common in hostile takeovers but
rarely justify a large fraction of the premium.

In sum, layoffs after takeovers are common and can explain 10-20
percent of the premium. Moreover, layoffs seem to be much more
common in our sample firms than in other firms in their industries. At
the same time, layoffs are clearly not the whole story behind hostile
takeovers, and it is hard to believe that plans for future layoffs constitute
an important takeover motive. The direct consequences of takeovers
for U.S. employment are trivial. Layoffs are a common by-product of
the hostile takeover process but do not appear to be the driving force
behind it.

The Importance of Selloffs after Takeovers

In this section, we compute the value of divestitures following hostile
takeovers. As with layoffs, we look at all post-takeover divestitures
during three calendar years starting from the year of the takeover. We
followed the same strategy as with layoffs, making sure that the sold-
off assets are from the target. When it proved impossible to attribute
the divestiture to the target, we counted it as zero. This was the biggest
problem when the target and the bidder are in the same industry and
have relatively homogeneous assets, such as gas pipelines. The main
sources of information on divestitures are Moody’s and the Wall Street
Journal, although annual reports and 10Ks also proved useful. In most
cases we found prices of divestitures; otherwise, the divestiture is not
counted. The restriction that divestitures must be identified with the
target and have a reported price biases our count of divestitures down-
ward.

In computing the total value of divestitures, we did not correct for
market movements and simply added up the realized prices. This is an
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aggressive calculation during a period of rising stock prices, although
it is not clear that a rising stock market always raises the value that a
rational buyer is willing to pay for a division. We were conservative
in taking the debt assumed by a buyer of a division to be zero, thus
reducing the price that might have been effectively paid. Given these
approximations, as well as the fact that some divestitures might have
gone unreported, our estimates should be viewed as rough.

The results of this calculation, presented in table 7, reveal a signif-
icant number of selloffs in most takeovers. The average portion of the
acquisition price realized through selloffs is 29.6 percent and the median
is 16.6 percent. In only 20 cases out of 62 were there no quantifiable
selloffs, and even in some of these cases, such as that of Aegis, there
were selloffs, but we could not find the price. In 17 cases, more than
half the acquisition price was regained through selloffs, and in 3 cases
more than 100 percent was regained. It is absolutely clear from these
data that selling off divisions is one of the most pervasive consequences
of hostile takeovers.

Who Makes Divestitures?

There are a variety of selloff styles. Some cases are classic bustups
in which the bidding firm does not seem to retain much of the target
at all. Examples include Revlon’s acquisition of Frigitronics and First
City’s acquisition of Scovill. Not surprisingly, such complete bustups
are typically done by the raiders. We do not know whether the purpose
is to take advantage of the underpricing of the target, to sell divisions
to strategic buyers at inflated prices, to enable eventual acquirers to
implement significant changes, or all three. Even in complete bustups,
the takeover artist usually gets some benefits from headquarters layoffs.

Another, and perhaps more interesting, case of nearly complete bust-
ups are acquisitions of conglomerates for the purposes of retaining some
pieces of them. For example, when Quaker Oats bought Anderson
Clayton, it retained the Gaines dog food business that it had previously
sought and sold off everything else. Another example is James Gold-
smith, which bought Crown Zellerback and sold off everything but the
timber properties. A third example is Minstar, which bought AMF and
Aegis and sold off most assets other than the boat divisions that it
wanted. In these examples, the acquirer got the segment of the company
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it wanted for an extremely low price and managed to get most of its
money back through divestitures. These near-bustups suggest that even
apparent bustup takeovers might be driven by the strategic objectives
of the acquirers, with selloffs being an incidental consequence of the
pursuit of particular businesses.

In about a third of the cases there are no selloffs at all, and in a few
selloffs are minor. Examples of such low-selloff takeovers include Coastal
acquiring American Natural Resources (both are pipelines), Walton
Monroe Mills acquiring Avondale Mills (both are textile firms), West-
point Pepperell acquiring Cluett Peabody (both are textile firms), Gulf
and Western acquiring Prentice Hall (both are in publishing), and Ci-
ticorp acquiring Quotron (to pursue the alleged complementarity of
banking and provision of stock quotations). As we argue later in the
paper, such strategic acquisitions of whole or parts of companies are
an extremely important part of the hostile takeover process. Without
these wholly strategic bids, the average fraction of assets sold off after
hostile takeovers would be even larger.

Several insights about the reasons for selloffs can be gained by
looking at different types of transactions. When we compare LBOs with
non-LBOs, we find that the mean portion of the acquisition price rea-
lized through selloffs in the two cases are 43.5 percent and 28.1 percent,
respectively, and the medians are 40.7 percent and 12.3 percent. The
incidence of selloffs is higher after LBOs, especially judging by the
medians, which suggests that the pressure from debt is a reason for
some selloffs. When we compare successful and unsuccessful takeo-
vers, we do not find much difference in the fraction of the acquisition
price recovered through selloffs. This finding suggests, as did our results
on layoffs, that firms escaping the takeover often do most of the things
that the acquirer would have done anyway. Finally, we do find fewer
selloffs by white knights than by hostile acquirers. In the means, the
portion is 24.3 percent for the former and 36.5 percent for the latter.
In the medians, the ratio is 8.9 percent for white knights and 20.9
percent for hostile acquirers. The picture is similar to that with layoffs
and headquarters closures: white knights do less than the hostile ac-
quirers, but firms remaining independent have to make more changes
than those acquired by a white knight. The explanation that targets
remaining independent continue to be under pressure applies here as
well.
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Who Are the Buyers in Divestitures?

Perhaps the most interesting question for understanding the function
of divestitures is who the buyers are. If the function of hostile takeovers
is to create organizations with appropriate incentives, such as high
management ownership and high debt, then one would expect a lot of
divestitures to MBO teams or to investment companies. If the function
of hostile takeovers is to allocate businesses to strategic buyers, then
one would expect most divestitures to be to strategic buyers. To examine
these issues, we divide divestitures into those to strategic buyers (those
in a business related to that of the acquired division), those to MBOs
and investment companies, and those to unrelated acquirers. We also
have two residual categories. The first is a small category consisting
of headquarters buildings, stocks, and other liquid assets that are sold
off. The second is the selloffs for which we cannot identify the buyer.

Table 8, which presents the results for each firm, shows that most
selloffs go to acquirers in the same industry. The total volume of selloffs
in this sample is $33.7 billion. Of those, $23.70 billion, or 70 percent,
were selloffs of divisions to firms with lines of business the same as
or closely related to those of the divisions. Compared with that, $5.4
billion, or 16 percent, were sold off to MBOs or investment companies,
and $2.8 billion, or 8 percent, to unrelated acquirers. We could not
identify the buyers in 4 percent of the sold-off assets, and 2 percent
were headquarters and marketable assets selloffs.

Selloffs, clearly, go mainly to related acquirers. Such selloffs are
four times more important than those to MBOs and other incentive-
intensive arrangements. Even if we assume that all of the 4 percent of
asset sales for which we could not identify the buyer are to an MBO
or an investment company, we still get the result that selloffs to related
buyers are three and one-half times more important.

These results present a different view of divestitures than that sug-
gested by Jensen, who views the large incidence of divestitures as
evidence that mergers do not increase concentration.?! Divestitures in
fact seem to increase concentration (using industry-level measures em-
ployed by antitrust authorities), because the buyers of divisions are
typically not the raiders or MBO boutiques but large firms in the same

31. Jensen (1988).
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lines of business. In fact, the role of the raiders and MBO boutiques
seems to be largely to take diversified firms, bust them up, and sell the
divisions to other firms in the same business. Management buyout or-
ganizers and raiders thus serve as brokers working for the ultimate
purpose of increased concentration. Their goal is to create a temporary
organization that facilitates the allocation of assets to related buyers.
Of course, debt and concentrated ownership create significant incentives
for them to do a bustup. The evidence is clear that the goal of divestitures
is typically to realize gains from industry consolidation, not to improve
performance through an incentive-intensive organizational form.

Analysis of Sources of Target Shareholders’ Wealth Gains

In table 9 we summarize the motives and the sources of gains that
might have been important in each transaction. We look at the impor-
tance. of strategic factors, selloffs, layoffs, tax savings, and investment
cuts.

In three cases, we have not been able to find any clear sources of
gain or takeover motives. The first is Revlon’s bid for Gillette, which
probably was intended to result in a bustup. However, Gillette did not
make significant selloffs after defeating the bid, and its employment
cuts, while large, could not have justified a large fraction of the proposed
premium. As a result, we cannot clearly infer what Revlon was up to.
The second case is Berry’s unsuccessful bid for Strawbridge and Cloth-
ier, which was rapidly defeated by a controlling family and resulted in
no changes. This observation is hard to fathom. Finally, we did not
identify important sources of gains in Hanson Trust’s acquisition of
U.S. Industries. It is often said that operations are improved after Han-
son’s acquisitions, but we do not have adequate measures of that, and
the measures we do have did not register significant changes.

The Importance of Strategic Acquisitions

Table 9 shows that 34 out of 62 acquisitions were strategically mo-
tivated. In most cases, the bidder was interested in the majority of assets
of the target company. Such acquisitions thus reflect the same phenom-
enon that appears to underlie most friendly takeovers in the 1980s: firms



STON 211 [euonIBWIAU] S9Ye] JBRlD) (0T
,UojAy ARAMD “61
q pSUIPIOH jneyoniy Jjneyonty "8I
S pssa1dxg apdoag s3uIpjoy IonuoL] "/
S<d uojAdy SoTuonISILy ‘9]
q dnoin) Aynbyg ooseq ‘G|
S« g YHwspon) sawef [OeQID[[9Z UMOID) “p]
192 S pl1oadday yutodisopy Apoqeaq nan) ‘¢l
S ploAd[IuN) spuod-ygnoiqasay) "¢l
S<9g S ;3unseopeolg rowm g, SdD 11
S y Py JyJ, 3[eH Ad[mey Ioue) "0l
S ypanury /Yy, a[eH Ao[meH Joue) "6
S pSITUAL SOIUOJA UOI[e M ST S[EPUOAY °8
192d pABISOM ,SOUIT UBA SB[V "L
M q S pSIEQ IoNEN uojAe[) UOSIdPUY ‘9
M q S Tejsutiy JNV ¢
3qheIN 192 S [eIseo) S90INOSOY [BINJEN UBOLIDWY ‘4§
g ‘M S<4g S neadure) S2I101G PIANY €
ulred q S uuJ I0JO]N Wl uuj IOJOJA UBdLIdWY ¢
192 S IRJSUTIA si3oy [
smo ,$8u1ADS gSuoisuad o Hdnmisng s10100f 12pprg 1280
JUUISIAU] xv] sffovy 21821011

u8 fo 224nos K2y

suren) Jo saIN0g Aq SUOPILSURI], JO UONBIYISSE)) "6 I[qe],



ujred S SOWOH AH SOWOH ueky "G
192 S pIqUIED) pUR 13}001d SYOIA-UOSPIRYITY "t
S<—4g opud Anued uojAdy ey
S dioonip uonond) ‘¥
S UI9)SOM Pue JIno I[eH 22uuald "Iy
M uewopyg BSOIOpUO] O
SOA 19°d d‘g yuygedy 1red wnajondd sdiyd “6¢
SOA WexxXeJA laquinT dyioed ‘¢
SO 192 M JSIIM sse[S1aqr] Suruio) suomQ “Lg
suowwig pjoleH saysnpuy "IN "9¢
oA 192 pdnoin juswoSeuejy suinsdAn) [euoneyN ‘¢
S puIN[oN3d [EIUIPID0O UODPIA "vE
SOx Ie3ng pajewedewy PIOJPIN “€€
S saujsnpu] 12doo)) UOSIPH-MBIDON “T€
192d M S jme[pre] dnoin romogAeN 1€
S samsnpu] uojSurping PUB[SB]Al "0€
192 p3uLioRInUEIA KOf ,sa13ojouyd9], Aof "6g
STON d S WINN ueS0 ueyeuof ‘gz
S<d S plende) douery Ire[g uyof “Lg
192 M S Arem1jos Juralg [eISUSD) SOIJRULIOJU] 9T
S<9g 15901N0SY JInD) sen) [eyuaunuo)) feuadwy ¢z
3qKeN S ;[e1580D sen) [eimjeN UOISNOH {7
S plodory s3nI(q JOOH "€T
S ploded [euoneurduy Ioded [ruowwey ‘g
19°2d sasnpuy AJ JeN uojny “I¢
smo ,$8uiaps JSuoisuad 4o Ldnisng $40100f apprg 12840,
uaUIS20U| xvJ sffodvy 218210115

uws o 224mos £ay]

(panunyuod) 6 dqe],



*[nyssadonsun) -y

od1 °

3wy M P
~diyszomred e ot 1931e) Jo

UOISIOAUOD w01y SSulAeS X} ‘uMeqd “wniwaid oy jo 1wad1ad ¢7 1940 ute[dxa Ued PAIYs Xel 1q3p woyy s3ulaes Xe) :1qa wnrwaid 3y jo jusd1ad G 1940 ure[dxs ued sasso] 3unerado U STON O
“(Anmadiad pue sieak oAy usamiaq jutodjrey e paandwos) wntwaid oy jo wad1ad ¢z 19A0 urejdxs
ued sjjoke| Ie[[0d-an|q ;g “(Anmadiad pue s1eak aAy uaamiaq Jutodjrey e pandwoo) wniwaid 9y Jo Wad1ad Gz JaA0 urte[dxa ued sjjoAe| Je[[0d-aYm M “S[emeipfim ueld uoisuad juesyudis :d ‘q

*s19Anq 13211 01 318 SJJO[[3s WedYIUBIs aroym dmsng :§ < g “syjo[[as y3no1y padnodal sem aoud uonisiboe sy Jo wd1ad (G SB[ 1B 1 B

*| 9]qE) 99§ :301N0§

6 61 4!
ured
SOX wred
M ‘g
d'm
STON
d
gheN

N L1

S<d

S<d

S<4d

143
S XN[oNd9[q
S piueq PUB[PIN SULIB]N

diysroured 14V
isnl], uosuey

jSIauired esoN
pIoIIgN(-uolke)
1, AVD

poURID)
S p[991S Woya[YIog

reict:|
S sySnoung
S weyuoN uoiulIng

sontadoid A3 I1sI

ISNI], uoSueH

S pPI2P[O0T
S NOLLIB]N
pd

[BI0L

PaIRPIIOSUOD) SMYM 79
SOIAING [BIOUBULY ISISIYDISOM 19

Iy uasn(y uep ‘09
saIsSnpuf “S°N "6

[eoou(] "8

slekonun L

apiqIe)) uow() 9§
sotwreuAprun) "Gg
sosnpuy [[nL 4
Ryo) 7 A8pUgmens “¢g
Auadg -z§

Aiekoy puejyinos “1¢g

111409 "G

NDS “6v

SOJRID0SSY SIOPURS "
egeg Ly

2ABMIJES “9f



48 Brookings Papers: Microeconomics 1990

Table 10. Movement of Assets?

Millions
Movement of dollars Percent
Assets that changed hands 68,743 100
Assets that went to strategic buyers 49,660 72
Strategic acquisitions net of selloffs 26,010 38
Selloffs to strategic buyers 23,650 34
Assets that went to MBOs 10,234 15
Direct MBOs net of selloffs 4,834 7
Selloffs to MBOs 5,400 8
Assets that stayed with initial nonstrategic
bidders 3,810 5.5
Assets that went to unrelated acquisitions 3,154 4.5
Direct unrelated bidders 373 0.5
Selloffs to unrelated bidders 2,781 4
Selloffs of headquarters and other assets 667 1
Unidentified selloffs 1,219 2

Source: See table 1.
a. Total value of offers in the sample is $108.5 billion. The value of assets that did not change hands was $39.7 billion.

buying other firms in the same or a closely related industry. In the cases
where the initial acquirer did not want the majority of the assets of the
target company but only some divisions, we see a combination of a
strategic acquisition and a bustup. (In these cases, there is an S in the
first column and a B in the second column of the table.) Thus many
apparent bustups turn out to be strategic in nature as well.

The first column of table 9 does not capture the full extent of strategic
acquisitions. It does not consider the bustups that resulted in the sale
of a significant fraction of the assets to other strategic buyers when the
original acquirer was not strategically motivated. This adds another
seven cases to the list of ultimately strategic transactions. Most of these
are cases of takeover artists buying diversified firms and then selling
off the pieces to strategic buyers.

When we add the number of strategic acquisitions to the number of
nonstrategic acquisitions where the selloffs were largely to strategic
buyers, we end up with 41 cases out of the total 62, or 66 percent.
These results are confirmed by value-weighted evidence in table 10 on
who the eventual holders of the assets in our sample are. The total
value of offers in our sample is $108 billion.
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Of this value of assets, $39 billion did not change hands. These
assets were initially owned by targets that remained independent, and
were not sold off by these targets. The remaining $69 billion of assets
changed hands, and the question is where they ended up.

As we see it, the assets could go to strategic buyers, to unrelated
buyers, to MBOs or investment firms, to nonstrategic initial acquirers
other than MBOs, to buyers of headquarters and other marketable assets
in selloffs, and to unspecified buyers in selloffs. An asset can end up
with a strategic buyer either if it is bought initially by a strategic buyer
and then not sold off or if it is sold off by anyone to a strategic buyer.
Similarly, there are two ways to end up owned by an MBO or held by
an unrelated buyer: by being retained or by being acquired in a selloff.

As table 10 shows, of the $69 billion of assets that changed hands,
72 percent ended up in the possession of strategic buyers. That 72
percent consisted of 38 percent that was retained by initial strategic
buyers and 34 percent that was sold off to strategic buyers. By com-
parison, only 15 percent of assets ended up with MBOs or investment
companies, 4.5 percent ended up with unrelated acquirers, 5.5 percent
stayed with initial nonstrategic buyers, 2 percent went to unidentified
buyers in selloffs, and 1 percent went to buyers of sold-off headquarters
and other marketable assets.

The results again demonstrate the overwhelming importance of stra-
tegic acquisitions in this sample. If we assume, not implausibly, that
the assets that ended up with MBOs or investment companies as well
as the assets that were retained by nonstrategic buyers were managed
by a new organizational form rather than by a corporation, we end up
with 20.5 percent of all the assets that changed hands. That share is
only 28 percent of the assets that went to strategic buyers. It is very
clear that a movement to a new organizational form, where incentives
are crucial, is not the steady state of most assets acquired in hostile
takeovers. Rather, the steady state of an asset is being owned by a large
public corporation in the same line of business as that asset. The primary
motive behind hostile takeovers is not a change in incentives but an
increase in the concentration of asset holdings.

The predominance of this allocation of resources suggests a relatively
small role for incentive-intensive organizational forms, except perhaps
for the purposes of implementing selloffs. It also suggests that unrelated
acquisitions have become rare. There are only a few cases of unrelated
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diversification by buyers of divisions in this sample: Ralston Purina
buying Eveready Batteries from Union Carbide, a British conglomerate
buying Yale Lock from' Scovill. There are also two cases of initial
unrelated acquisitions, although in both cases the acquisitions are
vaguely related. The time of unrelated diversification seems to be past.
The idea is rather to bust up the conglomerates that have previously
pursued unrelated diversification and to allocate divisions to strategic
buyers. In fact, Bhide finds in his sample of post-takeover divestitures
that only 3 out of 81 were companies divesting, directly through selloffs,
a business they started; the rest were cases of divesting past acquisi-
tions.3?

This evidence raises the obvious question of where the gains in
strategic acquisitions come from. In some cases, they may come from
increases in market power. This, for example, seems quite possible in
consolidation of pipelines following deregulation (American Natural
Resources and Coastal, Midcon and Occidental Petroleum). Quaker
Oats’ acquisition of Anderson Clayton to keep Gaines dogfood was an
explicit move to raise market share, although the link from market share
to market power is not always evident. Minstar’s acquisition of boat
divisions of several companies also gave it a significant market share.
Mergers of paper companies probably do not increase competition ei-
ther. Many selloffs also raise concentration. KKR’s selloff of some
stores of Safeway was to buyers who already had significant market
shares in the areas where the acquired stores operated. In these cases,
declines in competition are potentially important.

Cost savings due to joint economies in management, production,
distribution, and purchasing are also obviously important in strategic
acquisitions. The classic example is the Burroughs takeover of Sperry
that resulted in significant economies accompanied by massive layoffs.
Some of the better deals negotiated with the suppliers and some of the
gains from layoffs probably reflected wealth transfers rather than pure
efficiency improvements. Significant cost savings were realized in Ster-
ling Software’s acquisition of Informatics as well. Some of the mergers
we mentioned in discussing market power probably also led to cost
cuts. These cuts might be another source of gains in strategic acqui-

32. Bhide (1989).
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sitions, which may represent an efficiency gain rather than a transfer
from consumers.

Last but not least, many strategic acquisitions result in declines in
the value of acquiring firms, indicating the market’s skepticism that the
bid serves the interest of shareholders rather than the managers. We
have presented some evidence on bidder value declines, although these
numbers are subject to considerable error in estimation. The increase
in combined values of bidders and targets in strategic acquisitions means
either that large joint profit gains that we do not measure are realized
or that the stock market in the 1980s, like the stock market in the 1960s,
was excessively bullish on takeovers.

Bustups

In 17 of 62 cases, or about a quarter of the total, proceeds from
selloffs amounted to at least 50 percent of the purchase price. In about
half the 62 cases, the bustup was a side effect of a bidder’s buying the
whole company and keeping only the part that was wanted. Another
significant fraction of bustups was engineered by raiders—for example,
James Goldsmith—who specialize in selling the parts to strategic buy-
ers. Bustups also occured after MBOs. After Clayton-Dubilier’s selloffs
at Uniroyal, the only retained division was tires, and even that division
was eventually sold to a tire company. By and large, then, bustups fit
very closely into the picture of strategic acquisitions. Either the original
buyer in a hostile takeover keeps the parts it wants, often selling the
others to strategic buyers as well; or the company is broken up and sold
off largely to strategic buyers. In fact, 48 percent of assets that ended
up with strategic buyers did so as a result of a selloff rather than of the
original acquisition. The willingness of strategic buyers to pay a lot for
these assets must be an important source of gains in bustups.

Layoffs

Table 9 marks 14 cases in which layoffs (or pension terminations)
can explain at least 25 percent of the premium using the midpoint of
the five-year and the perpetuity cost saving estimates. In 8 cases, the
laid-off employees were only white-collar, in 3 cases they were only
blue-collar, in 2 cases they were both, and in 2 cases pension plan
terminations can account for a large chunk of the premium. Savings



52 Brookings Papers: Microeconomics 1990

from white-collar employment cuts can account for a larger fraction of
the premium.

White-collar employment cuts typically resulted from headquarters
consolidations, although in a few cases (Union Carbide, Allied) there
were massive white-collar layoffs. Even in the cases where headquarters
reductions led to large cost savings, the takeovers were primarily stra-
tegic and would probably have occurred even if such savings were not
possible. In only one case (Owens Corning Fiberglass), layoffs were
of R&D staff, and it is sometimes argued that R&D expenditures in
this company were excessively high. Treating layoffs as the primary
motive for takeovers appears to be inappropriate, although they often
are a significant source of gains.

Taxes

The source of gains that we have not so far treated systematically,
but that we still believe to be important, is taxes. Table 9 notes 19
cases in which tax gains can probably account for at least 25 percent
of the premium offered. Of these, 4 are cases in which the target became
a partnership, 3 are cases of bidders with tax losses, and the rest are
cases of large-debt tax shields. Of the 12 cases with significant debt
tax shields, 6 are cases of successful takeovers by large corporations
(all but 1 are clearly strategic) rather than leveraged recapitalizations
by firms remaining independent or of LBOs.

In many cases in which a large debt was incurred in the acquisition,
the firm proceeded to make large selloffs and pay back most of that
debt. Since the value of the tax shield is limited by the duration of the
debt, we try to get an estimate of how quickly the debt is paid down.
We calculate the change in debt based on the firm’s debt level two to
three years after the acquisition for the purposes of the debt tax shields
calculation. We take the present value of the tax benefits to be 0.2
times the additional debt. The 0.2 multiplier is consistent with either
some Miller-type personal tax effects lessening the net tax advantage
to debt or with gradual repayment of the debt over seven to ten years.
We also had no handle on other tax benefits, such as accelerated de-
preciation under the general utilities doctrine. These issues require con-
siderable further investigation. Our conjecture is that tax gains will
prove to be somewhat important—probably about as important as lay-
offs. Tax gains might also help explain the puzzle of the increase in
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the combined value of the bidder and the target in some strategic ac-
quisitions with few measured post-takeover changes.

Investment Cuts

Our analysis of investment cuts is severely limited by the scarcity
of target-specific data. Table 9 marks nine cases in which investment
cuts might be important. We note a few things about each of them.

In three cases the cuts were in the petroleum industry (Unocal, Phil-
lips, and Southland Royalty) during the time of declining oil prices.
These cases fit nicely Jensen’s free cash flow theory, according to which
oil companies continued to explore even when value maximization dic-
tated a significant curtailment of exploration activities. Hostile takeover
threats enforced this reduction in exploration (as well as adoption of
limited partnership organizational form to save taxes). Although firms
that were not targets of hostile takeovers also cut back exploration, they
might have done it under the threat of takeover. The free cash flow
story seems very plausible for oil.

Another industry in which severe investment cuts took place in the
period of declining oil prices was gas pipelines, presumably because
gas is a substitute for oil and its price falls when oil prices fall. If it is
rational to curtail investment when the gas price declines, the observed
cuts must be rational. In the case of gas pipelines, we do not believe
the free cash flow story explains the takeovers. During this period the
industry experienced deregulation and consolidation, with the effect
that there were many mergers assembling pipeline systems to increase
reliability of supplies as well as market power. There is virtually no
public discussion of the objective of pipeline mergers being to stop
investment rather than to create pipeline systems. Our view also fits
with the mass of often successful antitrust suits following these mergers.
The investment cuts after the takeovers thus do not seem to be driving
these takeovers in the first place or even to be a by-product of these
takeovers.

The third group of takeovers with investment cuts—or rather in-
creases in disinvestment—is in timber. Most notable of these is Maxxam’s
takeover of Pacific Lumber, but there is also Amalgamated Sugar’s
takeover of Medford. In these two cases, the cutting of trees was sharply
increased. The targets were apparently cutting too few trees given the
interest rate, the growth rate of trees, and price path for timber. Pacific
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Lumber, in particular, had a huge forest of old redwoods that were not
growing. The company was nonetheless not cutting them despite high
interest rates, perhaps because it expected a secular rise in the price of
old redwoods. Maxxam came in and cut the trees. Assuming away the
possibility of disagreement over the future prices of these trees (market
underpricing), we have a case in which cutting the trees raises effi-
ciency. The Medford story is similar. This is not really a free cash flow
case, since there was no cash that the target reinvested wastefully, but
it is nonetheless a case in which disinvestment and partial liquidation
were enforced by a takeover.

The final two cases are an LBO and a leveraged recapitalization
where investment was cut and the debt raised very sharply (National
Gypsum and Owens Corning). These may be free cash flow cases, but
they may also be cases of cuts in useful investment because of limited
access to capital. In both cases, much of the takeover premium can be
explained with the debt tax shield, and in the case of Owens Corning
there were large white-collar layoffs also. In a similar vein, Kaplan
finds large investment reductions following MBOs more generally.

In sum, the evidence on the free cash flow theory is mixed. It appears
relevant in the case of oil. It might be relevant in the case of gas pipelines
and in the case of LBOs, although the evidence is not compelling,
especially with pipelines. In the case of timber, an amended version of
the free cash flow theory might apply as well, although there is no free
cash flow. Investment cuts are thus potentially important in 9 cases out
of 62. In most other cases, particularly with strategic acquisitions,
investment cuts are either ignored in all the discussions and reports we
found, or else are not there. However, we do not think it is likely that
lack of reporting is the whole story, since in the case of the oil industry,
reports of investment cuts are very common. The conspicuous absence
of such discussions for most other industries might indicate that in-
vestment cuts are simply unimportant.

Summary and Conclusions

Although we do not have the final answer on what drives hostile
takeovers, several conclusions do emerge from the analysis.

33. Kaplan (1990).
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First, hostile takeovers largely allocate businesses to firms owning
other related businesses. Firms acquire related firms both directly in
the takeover and in selloffs after the takeover. Of the $69 billion in
assets that changed hands in our sample, 72 percent ended up in the
hands of firms managing other similar assets. We do not know whether
the gains in related acquisitions come from improvements in operating
efficiency, increases in market power, or other sources.

Second, by comparison with strategic reallocation of assets, re-
allocation to MBO teams, investment groups, raiders, or other incen-
tive-intensive organizations is only 20 percent of the total that changed
hands. Raiders and MBO teams appear largely to serve the temporary
function of brokering the transfer of assets toward related acquirers.
High debt levels and concentrated ownership give these organizations
a strong incentive to implement a bustup, but the task of subsequent
management is left to others.

Third, layoffs are an important but not a dominant source of hostile
takeover gains, accounting perhaps for 11 percent to 26 percent of the
premium on average. Layoffs are disproportionately targeted at white-
collar employees, many of them in the course of consolidation of head-
quarters.

Fourth, selloffs are a pervasive consequence of hostile takeovers,
and in many cases result in a liquidation or a near-liquidation of the
target. A key objective of selloffs is to foster related acquisitions: over
two thirds of the selloffs are to firms in a related business. Selloffs are
smallest when the acquirer is a white knight.

Fifth, tax savings are important in some cases, particularly in LBOs,
but the benefits of the debt tax shield are significantly reduced by the
rapid repayment of debt. Tax losses and conversion to partnerships are
less common but provide large benefits when they do take place.

Sixth, among the explanations of the sources of takeover gains that
are important in some, but relatively few, cases are bidding shareholder
losses and cuts of wasteful investment by the target firm. These are
much less common sources of gains than layoffs or tax savings.

These findings suggest the following picture of the hostile takeover
process of the 1980s. In the postwar period, aggressive antitrust en-
forcement prevented significant consolidation of U.S. industry and per-
haps even encouraged the formation of conglomerates in the 1960s.
Experience from the 1970s showed that conglomerates are probably not
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the most profitable way to run businesses.3* The failure of conglom-
erates is revealed by the finding of Porter and of Kaplan and Weisbach
that 40 percent to 60 percent of unrelated acquisitions were subsequently
divested.®

In the 1980s, the economy has again experienced a corporate liquidity
boom. This increased liquidity has come in two forms. The first is
greater internally generated cash flows in large corporations that want
to make related (strategic) acquisitions. The second is a newfound
ability to issue speculative-grade (‘‘junk’’) bonds as a temporary fi-
nancing tool while assets are being sold off. Junk bonds facilitated
acquisitions by so-called ‘‘raiders’’ as well as by some strategic buyers.
In addition, the most lenient antitrust enforcement in decades allowed
the large pent-up demand for related acquisitions to be satisfied. Finally,
heightened foreign competition and the deregulation of several key
industries such as transportation, banking, and oil and gas increased
the gains from intraindustry mergers. The takeover wave became the
wave of related acquisitions. Much of this wave is reflected in the
increased pace of friendly related acquisitions. But in addition, the pace
of hostile takeovers skyrocketed. Many of the hostile takeovers, as well
as acquisitions by white knights, aimed to deconglomerate large cor-
porations and to allocate their various divisions to related acquirers.
Raiders and MBO organizers in particular acquired diversified firms
and sold off the parts to related acquirers, profiting handsomely from
performing this brokerage function.

Although the expansion into related businesses drove the takeover
process, several opportunities to raise the value of firms must have also
encouraged hostile takeovers. The opportunities to cut overhead during
consolidations by cutting headquarters staff as well as some common
functions allowed nontrivial cost savings that certainly helped the pro-
cess, although they did not drive it. Tax subsidies to debt clearly helped
the raiders and MBO organizers to realize some gains, although the
opportunity to unload the assets on strategic buyers must have been
crucial. The fact that the typically strategically motivated white knights
reap fewer gains from layoffs and selloffs than hostile acquirers suggests

34. Ravenscraft and Scherer (1987).
35. Porter (1987) and Kaplan and Weisbach (1990).
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that these changes are not the most essential source of gains from
consolidation.

Our evidence also shows what hostile takeovers are not. They are
not typically a reflection of change in the internal organization of the
firm. Management buyouts and acquisitions by raiders are often a tem-
porary step in the reallocation of assets; they are not a new permanent
organizational form. The eventual holders of assets are large public
corporations, which are not about to be eclipsed.

This interpretation of hostile takeovers in the 1980s offers several
tentative conclusions for policy analysis. First, hostile takeovers do not
result in massive employment cuts in acquired companies. State anti-
takeover laws that aim to stop takeovers to protect blue-collar workers
are misguided. Since such laws probably stop some takeovers that foster
specialization of corporations, they are more likely than not to reduce
efficiency. Second, Reagan’s lenient antitrust enforcement of the 1980s
indirectly fostered deconglomeration of the U.S. economy. Since the
experience with conglomerates seems almost uniformly disappointing,
the move toward specialization probably on balance raises efficiency.
In some cases, competition is probably reduced, but our case studies
suggest that there are many business reasons for related acquisitions
other than to raise prices. Unfortunately, we do not have the highly
disaggregated market share data necessary to evaluate the precise scope
for increased market power in our sample of acquisitions. On balance,
however, the evidence suggests to us that the Reagan antitrust stance
has had a positive influence on the economy.

Our analysis leaves open the key question: where do the value gains
in strategic acquisitions come from? The fact that in a typical strategic
acquisition the combined wealth change of the bidding and target share-
holders is positive suggests that the market believes these gains do
exist. We have identified some sources of efficiency improvements and
other gains, such as headquarters layoffs and tax savings, but they
clearly are not the whole story. There may be many efficiency gains in
production, procurement, and distribution that we have no way of cap-
turing. Gains from market power might also be relevant, but the evi-
dence on the existence of these gains is inconclusive. Finally, the value
gains recorded may simply reflect the market’s overestimation of the
value of strategic combinations, just as the market overestimated the
gains to conglomerate mergers in the 1960s. This may be reflected



58 Brookings Papers: Microeconomics 1990

either in too low a share price for the pre-takeover target firm or in too
high a price for the post-takeover acquirer or those buying divested
divisions of the target at high prices. In part, the market may currently
be underpricing conglomerates relative to undiversified companies. All
of the above sources of gains are potentially important. We appear to
have reduced the scope of the problem to that of related acquisitions,
but that problem remains wide open.

Appendix: Brief Summaries of Deals

In this appendix, we present a brief summary of what we believe to
be important sources of target shareholder wealth gains in each one of
our 62 hostile takeover attempts. We bring in the earlier evidence on
bidding shareholder wealth changes, layoffs, and selloffs when such
evidence is pertinent, but also discuss taxes, investment changes, and
possible stock market underpricing when we believe these are impor-
tant. In addition, we document the cases where strategic motives appear
to play a role, that is, how often the bidder and the target are in the
same or in closely related businesses. Equity refers to the purchase
price of equity, debt to the pre-takeover value of debt, and premium
to the premium computed in the text.

1. Minstar buys Aegis. Equity $59 million; debt $20 million; pre-
mium $22 million. Selloff of Cherco Compressors and Turboscope, the
latter bought as part of AMF, for $150 million, but don’t know how
much is from Aegis. Some operations discontinued, but no clear layoffs.
$3 million taken from the pension fund. $53 million in additional debt
is taken on by Minstar so taxes may play a role. Primarily, this seems
to be a strategic acquisition. Minstar makes boats and is interested in
the boat division of Aegis.

2. Prime Motor Inn buys American Motor Inn. Equity $238 million;
debt $67 million; premium $60 million. Selloffs of $383.7 million, with
12 Holiday Inns retained. Over half of selloffs are to limited partnerships
with Prime leasing some of them back. There was an increase in in-
vestment (refurbishing). No layoffs. This is partly a strategic acquisition
with Prime now managing many of the former AMI properties. It is
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also a bustup, motivated largely by the tax benefits of the limited part-
nership form of organization (only one layer of tax).

3. Campeau buys Allied Stores. Equity $3.7 billion; debt $664 mil-
lion; premium $1.11 billion. Selloffs of at least $2.5 billion. Remaining
divisions generate about 50 percent of revenue. Assumes about $3
billion in additional debt but with very rapid payback through selloffs.
Layoffs of at least 2,625: 600 headquarters, 2,025 blue-collar; savings
of between $270 million and $705 million in present-value terms. This
appears to be a strategic bid for Allied’s shopping centers (Campeau
is a shopping center developer), but the premium may derive from
profitable asset selloffs and savings from layoffs.

4. Coastal buys American Natural Resources. Equity $2.46 billion;
debt $1,065 billion; premium $763 million. No selloffs. Assumes $1.9
billion in additional debt with fairly slow pay down. Some job reduction
and a sharp decrease in investment, but this is true throughout the
industry. Appears to be a strategic bid stemming from the post-dere-
gulation consolidation in the pipeline industry. The market seems to
like Coastal’s strategy; its market value rose by $117 million around
the announcement of its bid.

5. Minstar buys AMF . Equity $545 million; debt $170 million; pre-
mium $74 million. Selloffs of at least $511 million (although Minstar
CEO Jacobs says $535 million). Retained several AMF businesses ac-
counting for approximately 20—25 percent of pre-acquisition operating
profit and $350 million in book value. In particular, kept boat division,
Hatteras, which fits into Jacobs’ strategy of acquiring boat manufac-
turers. Cut 350 staff positions with present value of saving between
$67 million and $175 million. Strategic bid for part of company com-
bined with a profitable bustup and large savings from headquarters
layoffs.

6. Quaker Oats buys Anderson Clayton as a white knight. Equity
$805 million; debt $19 million; premium $108 million. Sells off all but
Gaines dogfood for $535 million. Anderson Clayton had $240 million
in cash. This means $50 million for Gaines. Previously offered $250
million for Gaines alone. Headquarters staff reduction with present-
value of savings of at least $145 million. Strategic bid for part of
company, combined with a very profitable bustup and headquarters
layoffs. Market value of Quaker Oats declines by $165 million when



60 Brookings Papers: Microeconomics 1990

acquisition is announced, suggesting that market did not anticipate such
a profitable bustup.

7. Wesray buys Atlas Van Lines in a white knight LBO. Equity $72
million; debt $4.6 million; premium $27 million. Assumed $70 million
additional debt. No selloffs. Evidence that employment declines from
over 600 to 524 over two years, but no mention of layoffs. Debt tax
shield can explain most of the premium.

8. Walton Monroe Mills buys Avondale Mills as a white knight.
Equity $113 million; debt $37.6 million; premium $38 million. Intended
selloffs of about $18 million. No layoffs, but information is scarce
because the acquirer is private. $4.5 million from pension fund. Largely
a strategic acquisition; Avondale is the exclusive marketer of Walton
Monroe products and also buys a large quantity for its own account.

9. The Limited unsuccessfully tries to buy Carter Hawley Hale (1984).
Equity $1.1 billion; debt $521 million; premium $397. Selloffs of $333
million. No evidence of layoffs. Appears to be a strategically motivated
acquisition attempt possibly with bustup elements.

10. Retail Partners (including the Limited) unsuccessfully tries to
buy Carter Hawley Hale (1986). Equity $1.95 billion; debt $700 mil-
lion; premium $1.16 billion. Selloffs of $213 million. However, also
spin off most valuable properties to shareholders, including Neiman-
Marcus, Bergdorf-Goodman, Contempo Casuals. No evidence of lay-
offs. Again, seems to be strategic, with elements of a bustup.

11. Turner Broadcasting tries unsuccessfully to buy CBS. Equity
$5.41 billion; debt $371 million; premium $2.75 billion. Defensive
response by CBS is a leveraged recapitalization with selloffs of at least
$3.44 billion, but the most valuable assets remain. Partly these selloffs
are profitable because of a rise in the market as a whole over the two
years following the Turner bid. Present value of savings from layoffs
between $238 million and $627 million. Capital expenditures in the
broadcast division are cut by $30 million. This appears to have been a
strategic bid by Turner for part of the company (broadcasting), but the
bid may have also been motivated by gains from bustup and layoffs.
Seems to have elements of everything.

12. Unilever buys Chesebrough-Ponds as a white knight. Equity
$3.1 billion; debt $1.17 billion; premium $1.44 billion. Selloffs are
more than $1.8 billion, largely consisting of Stauffer Chemical that CP
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bought shortly prior to being itself acquired. Layoffs save between $30
million and $80 million in present value terms. Strategic bid for the
core business, which is personal hygiene and health care products. This
fits with Unilever’s strategic objective to gain a larger U.S. presence
in these products for purposes of exploiting its superior R&D.

13. Westpoint Pepperell buys Cluett Peabody as a white knight.
Equity $375 million; debt $124 million; premium $77 million. No lay-
offs. No selloffs. West Point assumes approximately $125 million in
additional debt, which it does not pay down quickly. Appears to be a
strategic acquisition motivated by Westpoint’s desire to acquire more
brand names including several international brands of Cluett.

14. James Goldsmith buys Crown Zellerbach (no white knight found).
Equity around $1.2 billion; debt $648 million; premium $193 million.
Selloffs of at least $1.15 billion, mostly to strategic buyers. Goldsmith
is after Crown Zellerbach timberland, which he considers undervalued.
This is clearly a bustup, possibly with elements of underpricing by the
stock market of timber assets or too slow harvesting by Crown as in
the Pacific Lumber case (see below).

15. Equity Group buys Easco. Equity $175 million; debt $90 million;
premium $27 million. Selloffs of $13 million. Acquirer is interested in
the hand tool business of Easco as evidenced by its buying 100 percent
of this business from remaining shareholders of Easco. Hand tool busi-
ness is in the midst of dramatic turnaround clearly started before the
bid (but not finished until after). There is a reduction of employment
from 3,065 to 2,184 with a large rise in sales per employee. At least
350 of these 881 layoffs take place before the bid, and the manager
brought in to lead the turnaround is kept on by the acquirer. Layoffs
of this magnitude can easily explain the premium paid. The only ques-
tion is whether the acquisition was needed to speed up the turnaround
or whether the acquirer was simply more willing than the market to bet
on the results. Easco Hand Tools goes public again in 1987.

16. Revion buys Frigitronics after a failed LBO. Equity $115 mil-
lion; debt $8 million; premium $41 million. Asset selloffs of at least
$120 million, largely to strategic buyers. No layoffs. Complete bustup
and liquidation—both planned from the start.

17. People Express buys Frontier Holdings as a white knight. Equity
$307 million; debt $35 million; premium $117 million. No layoffs by
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agreement with People’s. No asset selloffs until bankruptcy. People
tries to turn Frontier into a no-frills airline but the strategy does not
work out as Frontier is badly hurt by fare wars in its major markets.
After that, People tries to sell Frontier to United for $146 million, but
fails. Instead, United buys hangars, gates, etc., for $50 million. Even-
tually bought by Texas Air for $174 million, including assumption of
debt. Initial acquisition is clearly strategic. Part of People’s ill-fated
expansion program.

18. Fruehauf LBO as defense against Edelman. Equity $1.1 billion;
debt $480 million; premium $414 million. Selloffs of at least $732
million, but kept automotive business and domestic truck trailers di-
visions representing over 80 percent of pre-acquisition operating profit.
Close to bankruptcy soon after the buyout. Assumed $500 million in
additional long-term debt and $400 million—$500 million in additional
short-term debt at time of buyout. After 1.5 years had $400 million of
the additional long-term debt remaining. Layoffs of 730 to save between
$55 million and $146 million in present-value terms. Basically, man-
agement forced into bustup/restructuring LBO, but probably overpay-
ment by the LBO group combined with industry shocks to the trailer
and container businesses.

19. Revlon unsuccessfully tries to buy Gillette. Equity $4.12 billion;
debt $436 million; premium $1.48 billion. Selloffs of $50 million.
Planned layoffs will save between $182 million and $480 million in
present-value terms. The bidder probably intended a much more radical
bustup and restructuring than actually occurred as evidenced by low
level of Gillette’s share price after fending off Revlon.

20. Itel Corporation buys Great Lakes International. Equity $170
million; debt $30 million; premium $14 million. Selloffs of $31 million.
Itel has large tax loss carryforwards, and Great Lakes is showing profit.
Also, Itel may be betting on legislation passed shortly after acquisition,
which is a huge boon to Great Lakes’ offshore dredging business. Small
premium can easily be explained by taxes.

21. Mark 1V Industries buys Gulton. Equity $113 million; debt $9
million; premium $36 million. Insubstantial selloffs. Appears to take
on approximately $100 million in additional long-term debt, which is
not paid down quickly, although it is difficult to attribute all that debt
to Gulton acquisition. Some headquarters layoffs, but cannot document
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numbers. Mark IV assembles a diversified portfolio of small high-tech
businesses in various industries and simply reallocates capital among
them. Mark IV market value declines by $6 million on announcement
of bid.

22. International Paper buys Hammermill Paper as a white knight.
Equity $1.1 billion; debt $310 million; premium $418 million. Small
selloffs. No layoffs. Strategic.

23. Kroger buys Hook Drugs as a white knight. Equity $161 million;
debt $13 million; premium $74 million. No selloffs initially. Hook is
supposed to be well run. Subsequently Kroger sells off Hook and its
own drug chain, Superex, to management team for $490 million. Not
clear how much is Hook, but conjectured $100 million—$200 million.
Kroger is said to lose a little on Hook overall. Initial intention is clearly
strategic; alleged synergies in pharmaceutical purchasing and private
label procurement. Does not appear to have worked out. Kroger’s mar-
ket value falls by $26 million on announcement of its bid.

24. Coastal tries unsuccessfully to buy Houston Natural Gas. Equity
$2.72 billion; debt $360 million; premium $961 million. Defensive
response by HNG is leveraged recapitalization/share buyback plan. In-
itially, $700 million in additional debt is assumed. Selloffs of more
than $544 million. No evidence of layoffs at this stage. HNG acquires
two additional pipelines in 1984. Strategic bid a la Coastal/ANR; post-
deregulation consolidation in pipeline industry. Within two years, HNG
is acquired by Internorth in a friendly acquisition.

25. Gulf Resources unsuccessfully tries to buy Imperial Continental
Gas (a British Company). Equity 753 million pounds; some debt; pre-
mium 155 million pounds. Defensive response of IC Gas is to be split
into two companies, the first containing the firm’s sought after Belgian
assets. After spinoff the Belgian assets were acquired for 448 million
pounds. The second piece of IC Gas later rejects a bid for 821 million
pounds, but then spins off a subsidiary valued at 300 million pounds.
A clear attempted bustup.

26. Sterling Software buys Informatics General. Equity $126 mil-
lion; debt $1 million; premium 28 million. Selloffs of at least $34
million. Sterling assumes $100 million in additional debt. Initial goal
is to reduce debt to $50 million, but two years later only reduced by
$20-30 million. Eliminate entire corporate staff (60 domestic and 50
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international employees). Present value of the after-tax savings is $22—
60 million. Layoffs suffice to explain most of the premium, although
debt tax shields may explain a large part of the premium. Also, this is
clearly a strategic acquisition.

27. Reliance Capital buys John Blair as a white knight. Equity $356
million; debt $240 million; premium $165 million. Selloffs at least
$377 million. Keep Spanish TV stations that Reliance also has. No
evidence of layoffs. Strategic bid for part of company.

28. UMM buys Jonathan Logan (over unsuccessful defensive LBO).
Equity about $196 million; debt $18 million; premium $16 million.
Selloffs of $17 million. Substantial layoffs but most appear to be at
UMM rather than Jonathan Logan. UMM did phase out ladies’ apparel
division of JL. Pension transfer of $15 million. UMM has some tax
losses. Pension transfer along with better use of tax losses can explain
the small premium here, although the original motives seem to have
been strategic.

29. Joy Technologies makes a defensive LBO of Joy Manufacturing.
Equity $620 million; debt $96 million; premium $229 million. Selloffs
are at least $252 million plus assumption of some liabilities. Retained
divisions represent at least 75 percent of pre-acquisition operating in-
come. No evidence of layoffs. Approximately $400 million in additional
debt taken on, so tax benefits may be important. Motivation for LBO
is to remain independent; premium can probably be explained by prof-
itable partial bustup coupled with tax benefits.

30. Burlington Industries buys Masland. Equity $117 million; debt
$19.5 million; premium $42 million. No selloffs. No layoffs. Strategic
acquisition. After Burlington LBO in 1988, Masland division put on
the block. It is sold for $79 million plus $66 million in preferred stock.
Burlington lost $80 million around the announcement of its bid.

31. Laidlaw tries unsuccessfully to buy Mayflower. Equity $260 mil-
lion, debt $60 million; premium $63 million. Defensive response of
Mayflower is a leveraged recapitalization. Approximately $150 million
in additional long-term debt after two years. Selloffs of $25 million.
Layoffs of 125 people bring savings of $24 million—63 million in pres-
ent-value terms. Also, may be exploiting unused debt capacity in a
low-risk mature firm (school bus operator). Layoffs and debt tax shields
can probably explain the premium. Strategic element is also important
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as Laidlaw and Mayflower are the two biggest firms in the school bus
business.

32. Cooper Industries buys McGraw-Edison. Equity $1.1 billion;
debt $300 million; premium $410 million. Selloffs of $177 million that
can be identified; Moody says $260 million. In either case, keep vast
majority of assets. Some layoffs at a McGraw-Edison unit headquarters
and some plant shutdowns. Strategic acquisition with some evidence
of restructuring.

33. Amalgamated Sugar (Harold Simmons) buys Medford. Equity
$108 million; debt $37 million; premium $49 million. Selloffs of $38
million. Large stepup in harvesting trees. Probably a similar story to
Pacific Lumber. Either underpriced or underutilized timber resources.
Is there a general violation of Hotelling pricing of timber or just a lot
of heterogeneity in types of timber, tree growth rates, and so forth?

34. Occidental Petroleum buys MidCon as a white knight. Equity
$3.1 billion; debt $800 million; premium $1.4 billion. Selloffs of at
least $1.47 billion. Layoffs of 2,000, saving between $152 million and
$400 million in present-value terms. Approximately $80 million cut in
capital expenditure. Not clear these layoffs and capital spending cuts
are abnormal given what is happening in the industry right around the
time of the acquisition. Appears to be a strategically motivated acqui-
sition with Oxy trying to acquire pipelines to transport its gas. Later
Oxy loses civil lawsuit saying that tried to monopolize regional gas
distribution through MidCon acquisition. Oxy’s market value declines
by $365 million on announcement of Midcon bid,; fits with Oxy’s typical
pattern.

35. National Gypsum LBO (defensive against Wickes). Equity $1.6
billion; debt $120 million; premium $325 million. Assume approxi-
mately $1.3 billion in additional long-term debt. Fairly slow debt re-
duction over time. Selloffs of at least $441 million. No layoffs we can
identify. Cut investment from $91 million to $24 million. Not clear
that this is wasteful investment. Tax savings from higher debt can justify
much of the premium. Free cash flow story may be important.

36. Harold Simmons buys NL Industries after unsuccessful bid by
Coniston. Offers $900 million for the firm (plus debt of $231 million),
but ends up buying control of the firm on the open market. Firm consists
of very profitable chemicals business and not very profitable oil rigs
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business. As a defensive response NL has spun off NL Chemicals with
most of its cash flow going to a new class of preferred stock. Initially
Simmons purchases 51 percent of the parent firm (supposedly obtaining
control and cash flow claims to oil business) and 20 percent of the
preferred stock with cash flow claims to chemical business. Premium
in this initial purchase is negligible or negative. Ultimately, Simmons
is after the chemical business and over time accumulates a majority of
the preferred stock. His attempts to sell off chemicals to his own firm
fail despite having 51 percent of the votes in the parent. In the meantime,
the chemicals business (primarily titanium dioxide) is taking off due to
shortages, and a subsequent LBO offer of $915 million for chemical
subsidiary alone is rejected as too low. No selloffs. Pension plan ter-
minated: $81 million received after tax. Employment falls very sharply
in the petroleum business, but this is typical of the whole industry.
Pension transfer can explain the premium, but most likely the company
was significantly underpriced because the potential of chemical business
was not appreciated by the market. At least this seems to be what is
motivating Simmons.

37. Wickes tries unsuccessfully to buy Owens Corning Fiberglass.
Equity $2.1 billion; debt $540 million; premium $528 million. Defen-
sive response of Owens is leveraged recapitalization/share buyback.
Take on $2 billion in additional debt, but pay down about $1 billion
of that within one to two years. After three years still have approxi-
mately $800 million in additional debt. Selloffs at least $501 million;
$679 million according to Moody’s. Layoffs of 480 R&D personnel;
also early retirement of 373 at headquarters. Estimated present value
of saving from research personnel layoffs alone is between $91 million
and $240 million. There is some evidence that Owens has been spending
a lot on research without significant results. Early retirements save
perhaps another $70 million-$186 million. Also significant capital
spending cuts. Can trace approximately $30 million a year of those cuts
to nondivested businesses. Motivation of Wickes is a little unclear.
Owens defensive restructuring works to boost share price even a little
above the level of the bid. Research and headquarters employment
reductions, some tax savings from increased debt, and elimination of
possibly wasteful capital expenditures can probably explain this.

38. Maxxam buys Pacific Lumber. Equity $870 million; debt $46
million; premium $256 million. Selloffs of $351 million. Withdrawal
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of $50 million from pension plan. Sharply step up cutting old redwood
trees, which the previous management left untouched. Employment
rises to accommodate higher output. Subsequent appraisal of timber
assets at $2.1 billion. A little unclear how much this is case of timber
assets being underpriced by the stock market and how much the old
management was wasting by harvesting too slowly. There is some
evidence for the view that the old management’s slow harvesting policy
was suboptimal.

39. Pickens tries unsuccessfully to buy Phillips Petroleum (Icahn
also involved). Equity $8.5 billion; debt $2.84 billion; premium $1.22
billion. Defensive response of Phillips is leveraged recapitalization/
share buyback plan. Assumed approximately $3.7 billion of additional
debt. Three years later still had $2 billion in additional debt. Selloffs
at least $2 billion. Sharp exploration cutbacks. Large layoffs (saving
between $467 million and $1.23 billion in present-value terms). Pension
excess of $400 million. Possibly utilization of unused debt capacity
(tax shields). Premium can be explained by layoffs and cutbacks in
wasteful exploration, although there is a big question about how much
would have been cut even without takeover threat. Post-recapitalization
projections for exploration spending do not contain severe cuts but talk
about the possibility of such cuts if oil prices fall substantially (which
happened in the year after the recap). Taxes may also be important
here: not only exploitation of unused debt capacity, but also Pickens
may have been interested in spinning off oil and gas properties into a
partnership or trust to avoid double taxation.

40. Edelman buys Ponderosa after another takeover bid is defeated.
Equity $280 million; debt $48 million; premium $68 million. Assumed
about $270 million in additional debt. Selloffs of $17 million not in-
cluding sale of office building, corporate jet, and art collection; other
planned selloffs failed. Headquarters layoffs save between $22.8 mil-
lion and $60 million in present value. Cut capital spending from $63
million to $20 million. Sold whole company to Metromedia in 1988 at
a small loss rather than put in a mere $8 million—$10 million more in
equity capital. Apparently intended more piecemeal selloffs, although
layoffs and debt tax shields should easily explain the premium with
unclear value enhancement role for capital spending cuts.

41. Gulf and Western buys Prentice Hall. Equity $705 million; debt
$3 million; premium $254 million, but G&W declines by $59 million.
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No layoffs, no selloffs. Strategic bid: both companies are publishers.

42. Citicorp buys Quotron. Equity $680 million; debt $7 million;
premium $137 million. No selloffs. No layoffs. Strategic acquisition
fits Citicorp’s plan to move into information services.

43. Pantry Pride buys Revlon. Equity $1.8 billion; debt $485 mil-
lion; premium $256 million. Selloffs of assets are at $2.06 billion
largely to strategic buyers in the health care business, but the main
cosmetics business is kept. Rejects offer to sell cosmetics for $905
million. Revlon also has $420 million in cash. Classic bustup although
may have also improved cosmetics operations. Allegedly the cosmetic
business received the attention and resources (advertising budget) it
needed after health care business was sold off.

44. Procter and Gamble buys Richardson-Vicks as a white knight.
Equity $1.66 billion; debt $170 million; premium $776 million, but
P&G loses $165 million on the announcement. Approximately $1 billion
in additional long-term debt is assumed by P&G and this is not reduced
in the two years after the acquisition. Selloffs at least $106 million.
No layoffs even though there was some talk about efficiencies from
combining sales forces. Take on $1.5 billion in debt. Clearly a strategic
acquisition. P&G wants international distribution channels of Richard-
son-Vicks to increase sales of its products overseas and wants to use
its own bargaining power in purchasing advertising to benefit R-V prod-
ucts in U.S. _

45. HV Homes (a limited partnership) buys Ryan Homes. Equity
$330 million; debt $18 million; premium $64 million. No selloffs. No
layoffs. Conversion to limited partnership has large tax benefits, as
does the increase in debt. Also, acquirer argued that strategic consid-
erations are important. Tax savings can explain the premium, however.

46. KKR buys Safeway as a white knight defense against Dart Group
bid. Equity $4.2 billion; debt $1.1 billion; premium $1.5 billion. Layoff
of 300 HQ staff for a saving of between $57 and $150 million in PV
terms. Selloffs of at least $3.2 billion. Stores representing at least 70
percent of sales are kept. Sold-off stores seem to be the higher labor
cost stores (depending on local union and labor market conditions).
Some concerns that union workers will be squeezed. Also, each regional
piece of the firm seems to be sold to other players with lots of stores
in that region (for example, Vons Grocery in Southern California),
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perhaps with the intention of raising market power. Taxes and layoffs
alone cannot explain the premium; bustup must be important.

47. Marriott buys Saga. Equity $502 million; debt $105 million;
premium $148 million, but Marriott loses $162 million in value. Selloffs
of $306 million. Combined operations and support staff but no layoff
numbers are available. Keeps foodservice business. Strategic bid for
part of the company.

48. Lockheed buys Sanders Associates as a white knight. Equity
$1.18 billion; debt $19 million; premium $614 million. Some layoffs,
but small relative to the premium. No selloffs. Strategic bid, both do
defense.

49. Hanson Trust buys SCM . Equity $927.5 million; debt $261 mil-
lion; premium $386 million. Selloffs of at least $900.2 million mostly
to strategic buyers, but kept typewriter division and titanium dioxide
assets representing almost 50 percent of pre-acquisition operating in-
come. No evidence of layoffs. Seems like a clear bustup.

50. First City Properties buys Scovill. Equity $540 million; debt
$87 million; premium $212 million. Selloffs of at least $680.7 million,
but a division with book value of assets of over $100 million and at
least 25 percent of pre-acquisition operating profit is retained. Cuts in
corporate staff of 30-35 percent as well, exact numbers are not known.
The crown jewels of Scovill (Nutone and Yale Security) were sold off
about 2.5 years after the acquisition near the market’s peak (and ac-
counted for $480 million of the proceeds from selloffs).

51. Burlington Northern buys Southland Royalty (after the latter
tries to reorganize as a limited partnership to reduce tax bill). Equity
$695 million; debt $339 million; premium $126 million, but BN loses
$97 million in value. No selloffs. Big reductions in BN pipeline work
force (30 percent), unclear how many from Southland Royalty. Some
investment reductions. Layoffs and investment cuts are quite typical of
the entire industry around this time. Motive appears to be strategic;
Southland is a big supplier to BN’s pipelines. Burlington falls by almost
full amount of premium paid for Southland. Eventually, Burlington
Northern spins off Southland Royalty and other natural resources into
Burlington Resources, a limited partnership when it itself becomes a
target.
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52. Burroughs buys Sperry. Equity $4.44 billion; debt $1.03 billion;
premium $1.22 billion. Selloffs of at least $1.8 billion. Layoffs of at
least 2,370 for a saving of $180 million to $474 million. Actual em-
ployment reductions are much bigger than layoffs, at least 10,000 through
early retirement, attrition, and layoff. That means total savings of $760
million to $2 billion. Employment cutbacks are a big source of gain.
Also, other efficiencies, including a purchase of inputs. Allegedly save
$100 million per year before tax by getting the better of each of the
firm’s previous deals with individual input suppliers. Layoffs and pur-
chasing efficiencies realized can clearly explain the premium.

53. Berry tries unsuccessfully to buy Strawbridge & Clothier. Equity
$375 million; debt $105 million; premium $55 million. No selloffs. No
layoffs. Bidder has a board seat already and wants specific changes,
such as financing of receivables and expansion of the discount chain,
but the family in power refuses to do it. Looks like potential efficiency
improvement opposed by the founding family. Berry may just be trying
to put Strawbridge in play; there is evidence that he had little prospect
of lining up necessary financing.

54. Bethlehem Steel buys Tull Industries as a white knight. Equity
$96 million; debt $10 million; premium $26 million. No selloffs. No
layoffs (there are layoffs at Bethlehem, but they are probably not from
Tull). Motives are probably Bethlehem’s tax loss carryforwards and
Tull’s profitability, as well as strategic. However, a year after the
acquisition, Tull is sold for $100 million to Inland Steel, the original
suitor, for $100 million. Inland Steel also has tax losses. This is largely
a tax deal with some strategic overtones.

55. Crane buys Unidynamics as a white knight. Equity $188.5 mil-
lion; debt $62.5 million; premium $99 million, and Crane loses $15
million in value. Some selloffs; amounts not reported. No layoffs.
Pension reversion of $18 million. Diversification. Crane is after defense
business of Unidynamics to augment its own and diversify away from
cyclical high-fixed-cost industries in which it mostly operates.

56. GAF unsuccessfully tries to buy Union Carbide. Equity $5.6
billion; debt $2.4 billion; premium $1.34 billion. Defensive response
of Carbide is leveraged recapitalization/share buyback. Selloffs (mostly
of sought after consumer brand names) are at least $4.5 billion. Present
value of savings from white-collar layoffs is $760 million to $2 billion.
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Remove $500 million in excess assets from the pension plan. Interest-
ingly, UC first buys back its equity at a high price and issues debt, but
several months later issues new equity at low prices and retires debt.
This has a massive cost to the company and shareholders who stayed
on. White-collar layoffs and pension transfer can probably explain the
premium, but selloffs of consumer business were probably profitable
as well.

57. Clayton-Dubilier buys Uniroyal Tire in an LBO. Equity $746
million; debt $255 million; premium $234 million. Also $300 million
underfunding in the pension plan. Selloffs of at least $935 million, but
the main tire division is kept. The tire division accounts for roughly
one-third of operating profit in the pre-acquisition firm. Present value
of savings from layoffs is $112 million—$240 million. A bustup, with
important savings from layoffs.

58. Mesa Partners (Pickens) unsuccessfully tries to buy Unocal.
Equity $9.2 billion; debt $1.3 billion; premium $2.21 billion. Defensive
response by Unocal is a discriminatory (against Pickens) leveraged
recapitalization/share buyback. Take on $4.5 billion in additional debt.
Three years later, still has over $3 billion in additional debt. Spin off
45 percent of oil and gas properties into master limited partnership to
avoid corporate tax. Selloffs of under $40 million. Layoffs of 600
employees, not counting early retirements, has the present value of
savings between $45 million and $120 million. With early retirements
and a hiring freeze, Forbes estimates $60 million per year before tax,
which is between $110 million and $300 million in present-value terms.
Capital expenditures cut $500 million per year, although this is quite
typical for the whole industry during this period. Debt tax shield along
with tax benefits from limited partnership can explain large part of
premium given that Unocal is not paying down its debt quickly through
asset selloffs, although the investment cut is probably also important.

59. Hanson Trust buys US Industries (response to MBO proposal
at very low price). Equity $511 million; debt $61 million; premium
$196 million. Selloffs of $178 million. Lays off 400 employees for
saving of $30 million—$80 million in present value terms. This is a
partial bustup with important savings from layoffs and possibly unused
debt capacity (tax shields).

60. APL Partnership buys Van Dusen Air. Equity $63 million; debt
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$14 million; premium $14 million. No layoffs. Sell for $101.5 million
an aviation service division that is 80 percent of revenues. It is sold to
a strategic buyer. Keep remaining assets and put them in tax advantaged
limited partnership. This is a bustup—tax savings situation.

61. Marine Midland Bank buys Westchester Financial Services. Eq-
uity $102 million; premium $35 million. No selloffs. No layoffs. Stra-
tegic.

62. Electrolux buys White Consolidated. Equity $743 million; debt
$180 million; premium $164 million. No selloffs. No layoffs. Strategic
acquisition whereby Electrolux tries to enter U.S. appliance industry.



Comments
and Discussion

Comment by Gregg Jarrel: As George Stigler told me at the University
of Chicago, ‘‘The plural of anecdote is data.’” This paper is an excellent
illustration of that statement. Several conclusions come out of the au-
thors’ discussion that bear emphasis. The first is that loosening antitrust
policies was the basic regulatory spur to the merger-and-takeover boom
of the 1980s. I do not know if that is a valid conclusion, but it is the
conclusion of this paper, and I agree with it.

The second conclusion is that the theory free cash flow receives is
trivial. The authors concede that in the oil and gas industry the theory
has some explanatory power, but that is as far as it goes. Michael
Jensen’s investigation of the industry motivated him to come up with
the theory in the first place. He will be disappointed in the conclusion
here, especially since in a recent article he argued that KKR is going
to take over the United States.!

Those are my broad comments, but I have some specific questions
and criticisms. Is the rate or the amount of selloffs directly related to
the burden of leverage? How precisely is that measured? How far did
the authors go to test that obvious empirical prediction?

I am also troubled by the measurement of premiums of the firms that
remain independent. That is not nearly as easy as measuring the pre-
miums of the takeover targets that are successfully bought out. There
is a big bag of money, and it can be measured and the measurement
expressed as a fraction of something. So, the researcher goes back in
time to find the right base.

1. Jensen (1988).
73
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A firm that remains independent sometimes does so using a lever-
aged-recap transaction. But sometimes it defeats the offer by legal
means. I wonder whether the cases here represent the former or the
latter and whether the authors had any difficulties with them?

Also, did the authors find that the white knight cases had more
frequent negative returns to bidders relative to the target gains? That
finding comes out of the literature and is normally expressed as the
““‘winner’s curse’’ hypothesis—that the bidders that win auction con-
tests for control do worse than the bidders that had negotiated agree-
ments. Normally white knights, almost by definition, win auctions, at
least as auctions are defined in this particular area.

A related question: are the conclusions sensitive to whether the au-
thors used the takeover premiums to table 2 or the total in table 2? The
total in table 2 takes account of the bidder returns, so the total takeover
premium is measured. That is one potential measure as a base. The
other measure nets out the return to the bidders.

It is my experience that bidder returns are measured with a great
deal more error than are target returns. The best a researcher can do is
hope to get large samples. With this particular approach in table 2 the
authors are asking a great deal from their statistical methods on the
bidder’s side, to go in on a case-by-case basis and try to understand
what the market had to say about the bidder’s reaction to a particular
event and then netting that out of the takeover premium.

One approach would be to say, ‘I do not know in any particular
case if the market has any idea what it is doing in revaluing the bidder;
I am going to assume the excess bidder return is zero and use the
takeover premiums and the targets as abase.’’ Itis a substitute approach.
It would be nice to know if the conclusions remain valid under this
substitute approach.

A related question is what is the relative size in these particular
cases? How big are these bidders relative to the targets? There are a
lot of data problems on the bidders’ side. There are a lot of bidders
that are not measurable because they are shell firms that do not really
trade. The bidders that are measurable sometimes are very large relative
to the target. A reader does not know what is being discounted with
the bidders relative to the target. Maybe the bidders have been looking
for firms that are like this target before, so the market has already
discounted much of the information. You know all the old problems.
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Comment by Lawrence Summers: Sanjai Bhagat, Andrei Shleifer,
and Robert Vishny are to be congratulated on an impressive paper that
reveals a great deal of hard work. They have examined 62 takeovers,
studying carefully the journalistic accounts of what took place.

Because I harbor the suspicion that Business Week and the New York
Times may be more accurate in the coverage of corporate America than
they are in their coverage of the nation’s economics departments, it is
with some scepticism that I think one has to take their results. Clearly
if one wants to study 62 companies, there is no alternative to the
approach the authors pursue, but my confidence in the results would
have been greatly enhanced if they were also able to report on actual
discussions and actual investigations with the people involved in some
of their transactions so as to corroborate the method that was used.

The paper presents information that is new, bearing in one way or
the other on three potential sources of value in takeovers: tax advan-
tages, layoffs, and selloffs. I want to discuss their analysis of each and
then offer some broader observations about the desirability or lack
thereof of hostile takeovers as an agent of change.

The authors attribute some importance to the effects of tax advan-
tages, stressing the role of debt and the interest deductability as a source
of value in premiums and noting that the analysis by Auerbach and
Reishus dismissed the effect of taxes.! The analysis is largely suspect
because Auerbach and Reishus focused on only a single tax effect: the
ability to combine losses with profits. Everybody agrees that is not of
great importance. I suspect that Bhagat, Shleifer, and Vishny here
understate the importance of taxes for four reasons. First, contrary to
their assertion, it does not really matter whether the debt involved in
a takeover is paid back or is not paid back. Imagine that an acquisition
is financed with debt and that the assets are then sold to some company
that pays for them with cash out of its treasury. The government loses
the interest deductions that used to cost the government revenue. The
government now loses that revenue in the form of smaller interest
earnings from the treasury of a company that made the acquisition. It
is only if new equity is issued to finance acquisitions and is used to

1. Auerbach and Reishus (1988).
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pay back debt that it is inappropriate to use the full permanent value
of the debt in measuring tax advantages.

Second, modern financial technology permits interest deductions that
substantially exceed true interest payments on high-technology bonds
and other sophisticated financial instruments that carry high yields. The
tax yield in the early years substantially exceeds the true interest cost.
To that extent, the tax benefit of the deduction is understated by the
authors’ procedure of simply using the value of the debt. To think about
that, just take the example of a 20-year junk bond that carries an 18
percent interest rate but which, nonetheless, has a negligible probability
of defaulting in the first year. The true interest cost in the first year is
9 percent. The true deduction that is taken is a certain fraction of 18
percent. The value of the deduction exceeds the tax rate times the value
of the actual interest payment. To that extent the tax saving is under-
stated.

Third, the authors—because they cannot say much about it—slide
quickly over the General Utilities aspect and the step-up of bases, which
is regarded by practitioners as being of very considerable importance
in a number of transactions.

Finally, they make no mention of the avoidance of dividend tax
liabilities that takes place as a consequence of these repurchases and
in a period when capital gains are preferentially taxed. They are a device
for getting cash out of the corporate sector without paying the dividend
taxes.

Taking all of those features together, I suspect the taxes are subsi-
dizing these transactions to a rather greater extent than the authors
suggest.

The authors come next to the question of layoffs. That is a slightly
odd word for what is being discussed. It has to be acknowledged that
if one believed that these transactions were substantially increasing
efficiency, the way in which they would do that is by getting the same
amount done with fewer people working. So, the reallocation of re-
dundant employees would be another term that one could use.

The authors do not really pursue the idea that Andrei Shleifer and I
had discussed in our earlier work, which was that there was an element
of expropriation of stakeholders involved. The extent to which that is
true depends on whether the displaced employees get new jobs at the
same wage, or get new jobs at lower wages, or do not get new jobs at
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all. It would have been interesting to have had some hint or information
about the extent to which the efficiency gained from these layoffs was
matched by a loss to those who had been laid off.

Second, I suspect the authors understate the amount of reduced em-
ployment that is a consequence of these transactions. I take it that to
qualify in their sample a firm has to announce in the Wall Street Journal
that it is going to have a layoff. If it simply increases the generosity
of its early retirement plan or increases employment less rapidly than
it had intended, it does not qualify and probably will not get in the
Wall Street Journal with that news. And to that extent it will be missed
in their analysis.

Third, the authors’ procedure for discounting the layoffs is odd. They
use a 10 percent discount rate, and they say, ‘‘Well, you can get to
that conclusion two ways. You can suppose that there is no inflation,
that wages will not grow at the rate of inflation; or you can suppose
that an 8 percent risk premium is appropriate.”” However risky General
Electric may be, I would assume that the cost saving from firing 1,000
people is roughly constant. It knows what that cost saving is, and it is
not uncertain about what the benefit from that cash flow will be in the
future. To that extent, the layoff should be discounted at a riskless rate.
Since we are talking about that, changing the discount rate from 10
percent to 3 percent triples the amount, and that would be enough to
substantially alter the authors’ conclusions.

All of that said, what is on the other side? The authors acknowledge
that they do not do much with the fact that presumably even the em-
ployees that could be laid off were contributing something beforehand.
So, assuming that these employees were purely deadwood and all of
the labor costs were treated as an efficiency improvement is probably
not appropriate.

The authors also take no account of another possible expropriation,
namely growth in wages that is slower than would otherwise have taken
place, similarly for bargaining with suppliers and the like.

In the end there are substantial biases going in both directions, so it
is difficult to know which way one would want to correct the authors’
estimates. My own best guess would be that the value of the labor-
saving costs is substantially greater than the authors suggest. However,
there are probably also costs to not having that labor around any more,
which the authors do not take any account of.
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The central conclusion of the paper, and by far the most interesting
part, is the analysis summarized in table 8. It is a commentary on both
table 8 and tables 1 through 7 that about 60 percent of the value added
of the paper is contained in table 8, which illustrates that a large fraction
of the assets that are involved in takeover transactions end up getting
sold to other public corporations in industries closely related to those
industries where the assets were already being deployed.

I think Gregg Jarrell was correct to suggest that the eclipse of the
public corporation perhaps has lasted about as long as the typical eclipse
lasts. The authors’ analysis does suggest that these transactions do not
primarily represent disincorporation. And there is a great deal of an-
ecdotal evidence to suggest the the type of effect they are talking about
is correctly observed. I recall the CEO of one major bank observing
that ‘‘of course, our bank would be worth more broken up, but fortu-
nately banking regulations make a hostile acquisition impossible, so
we will remain a valuable organization for the foreseeable future.”’

Other chief operating officers are happy to explain in private that
they have engaged in the exercise of shopping around individual di-
visions of their company and that when they do that, the combined
value of individual divisions is two or three times the current value of
their company. I usually refrain from asking them what they think about
the market’s implicit verdict on their managerial ability, sitting on top
of these valuable assets.

It does seem as if busting up assets and allocating them separately
to different people is a major source of value. That conclusion, I think,
has not received enough attention and is the major contribution of the
paper. The question one has to ask is: Why is this so? Why is it that
reallocating assets produces such substantial contributions, apparently,
or increases in value?

Let me just comment on four possible explanations. The first is what
I would call the ‘‘winner’s curse’” aspect. Imagine that the Metropolitan
Museum of Art could be put on sale in two different ways. In one case
the whole museum would be put on sale. In the other case the paintings
would be put on sale separately. I would imagine that the value fetched
would be substantially greater in the second case because the people
who liked a given painting would compete to buy it, and the total of
these individual sales would be greater than that of a block purchase.
So, too, if there are optimists about the steel industry or optimists about
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the oil industry. Selling steel assets and oil assets separately would
increase the total value of the assets that can be realized. That may be
why conglomerates carry such low values. There is no pure-play effect.
Nobody is going to bet that everything IT&T is doing is going to be
good, but one can bet that car rental will be good or that some other
division of the corporation will be good.

There is, however, an interesting conflict because it is perfectly
possible that maximizing value by finding optimistic buyers for each
class of assets will lead to a different conclusion than the conclusion
of who can manage the assets best. It may well be that breakups that
allow optimists about each individual part to own that part will increase
the value at which the assets can be sold, even though people who buy
them may not be those who are best able to operate them. Think about
the sale of the paintings from the Metropolitan Museum. Some of the
people who buy could be very poor at appreciating art.

A second hypothesis suggested by the conglomerate experience is
that some of these transactions may involve transfer of earnings from
situations in which they carry a high price-earnings ratio to situations
where they carry a low ratio. I have no evidence on this point, but it
does have the virtue that one could potentially get evidence on it.
Supporting the conglomerate boom, in significant part, was that these
conglomerates had high price-earnings ratios and other companies had
low price-earnings ratios. When the conglomerates purchased compa-
nies and got more earnings, those extra earnings carried the same old
price-earnings ratio that the conglomerate had had before. It is the same
factor that explains why any American company that can will have a
subsidiary issue equity in Japan right now.

Perhaps what is going on is that these transactions are taking the
form of brokering earnings from places where they have a low price-
earnings ratio to places where they have a high ratio. Those differences
in price-earnings ratios may reflect rational expectations about the abil-
ity of management to increase earnings. They may simply reflect market
conventions for valuing different companies that are slow to change.
The same CEO who admitted to me that if his company sold its divisions
separately the total price would be two or three times the company’s
current value also confessed to be spending some amount of his time
endeavoring to speak with Standard and Poor about getting his company
reclassified from one industry to another because the industry he wanted
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to be in had a price-earnings ratio that was 30 percent greater than the
industry that he was now in. I think it is unlikely that that was an
entirely futile exercise, if he could have pulled it off. And, to that
extent, reallocations may be in order.

A third reason that reallocating assets produces increases in value is
that the transactions are all coming at the hands of the people who put
up the debt. Any idiot who called himself a condo minimum developer
in Boston in the four years before a year and a half ago, or who called
himself any kind of real estate developer and bought properties and
painted them or did almost anything, made a spectacular rate of return.
During the period when these takeovers yielded very substantial value,
the stock market roughly tripled. If one simply bought the S & P 500
stocks on 25 percent margins, one would have seen the money increase
tenfold. Not even the KKR buyout fund has turned in such a perfor-
mance.

I suspect that a large part of the success in buying divisions and
selling those divisions separately has been partly the result of getting
on a fast-moving escalator. But if the escalator slows down, who loses?
It is the people who put up the debt and will not be in a position to
collect. There is substantial evidence that, at least in the last six months,
people who had put up debt in the preceding year are finding that action
a very expensive mistake. So it may well be that a source of value in
these transactions is that people have been allowed to borrow on margin
to buy stock at an excessively favorable rate.

Finally, there is the question of market power, and here I would just
highlight an observation that Michael Salinger made years ago. If you
really think that firms have roughly constant returns of scale and that
a little bit of market power will translate into a great deal of value,
then let me give a simple example. It is not wildly wrong to say that
the typical firm has a market value roughly equal to the value of its
sales. Imagine that its elasticity of demand changes from five to six.
Thatis not a change of spectacular magnitude. The change in the markup
will be about 3.33 percent of sales. This percentage, for most com-
panies, is a substantial share—perhaps a third, perhaps more—of prof-
its, so the implied increase in market value would then be one-third to
one-half. Thus even very small changes in the relevant elasticity of
demand can account for very substantial increases in market value. And
that lends some credence to the monopoly-power interpretation.
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I would be very surprised if a closer investigation than the one the
authors carry out would suggest that a large fraction of the divisional
sales that they report would in fact have been stopped by the antitrust
authorities at the average moment from between 1950 and 1980. The
suggestion that antitrust relaxation as a major force behind what has
happened is unsupported by evidence does not really accord with my
intuition.

Finally, about the public-policy tilt that all of this suggests: econ-
omists generally believe that interference with the markets should not
be based on how good or how bad some trading commodity is but only
on the external consequences of various activities. So, I looked at the
analysis in this paper with a view to trying to determine what the external
benefits and costs were, as distinct from the benefits and costs that were
realized directly by the parties to these transactions. As best I could
judge, whatever efficiency consequences there were in the form of
economies of scale would be captured by the parties to takeover trans-
actions. On the other hand, potential other sources of value—Ilost tax
revenue, reductions in the value of human capital, sales people who
were not smart and paid the wrong price—would all be imposing neg-
ative, external costs to those who were not involved in the transaction.
And to that extent and to the extent that the authors have not suggested
any important external benefits to these transactions, it seems to me
that the analysis pointed in the direction of a policy tilt toward reducing
the number of hostile takeovers.

General Discussion: An issue that particularly interested the par-
ticipants was the increased postmerger profits that seemed to result from
a horizontal acquisition. Lawrence White alleged that it is often difficult
to tell whether these higher profits come from increased market power
or decreased costs. This was a serious issue for many of the participants
because of the implications for antitrust enforcement. According to
White the authors claim that antitrust enforcement virtually stopped in
the 1980s. If these increased profits are, in fact, coming from enhanced
market power, this brings into question the policy of reduced antitrust
enforcement. If, on the other hand, they are coming from decreased
costs—from efficiency gains—then the new antitrust policies might be
performing as they were intended to. White claimed that the 1982 and
1984 merger guidelines rationalized antitrust enforcement, forcing it to
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focus on where the threats of market power really came from. Andrei
Shleifer said that the data used for the paper did not allow for a dis-
tinction to be made between monopoly power and efficiency gains.

Michael Whinston wanted more information about what features of
hostile takeovers made them different from friendly ones, since the
paper pointed out that, by and large, both occur for strategic reasons.
He was interested in a more substantial definition of the term ‘‘strategic
takeover.”” According to Whinston, the authors apply this term to take-
overs occurring for seemingly different reasons: monopolization, ver-
tical integration, R&D advantages, and so forth. Shleiffer replied by
saying that the overwhelming majority of things that the paper defines
as ‘‘strategic’’ involve horizontal moves, with only one or two con-
cerned with vertical integration.

Whinston was also interested in the industrial organization of the
brokerage market. He wondered if the final buyers of the firms involved
in takeovers made money on the transaction, or if the brokers were able
to successfully extract all of the rents. He suggested that the type of
strategic acquisition—that is, monopolization or strategic advantage—
might have an effect on the amount of the rents that brokers would be
able to extract.

Oliver Williamson said that the evidence brought out in the paper
supports the theory of complacent management. He said that it is dif-
ficult for management to ‘‘run a tight ship’’ for an extended period of
time. When aggressive capital markets see this, a takeover occurs, and
belt-tightening is instituted, which accounts for the takeover premiums.

Richard Caves said that the takeovers appear to be a mechanism by
which businesses are transferred from corporations with which they
have a bad fit to corporations that can better manage them. Shleiffer
agreed with this and said that the evidence presented in the paper was
consistent with the idea of improving efficiency by transferring assets
to better managers in the same line of business as those assets.

Margaret Blair said that more attention must be given to free-cash-
flow theory. She asserted that free cash flow was tied to the authors’
claim that the abrogation of implicit employment contracts is a source
of takeover premiums. Blair said breaking such implicit contracts would
be more likely to occur when those contracts become inconsistent with
profit maximization, that is, when they represent inappropriate use of
free cash flow.
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Martin Baily asked if the journalistic accounts used in the paper
constituted data. Sanjai Bhagat responded by saying that they had used
all publicly available published reports on layoffs, selloffs, and so forth.
These included newspapers, popular and trade magazines, proxy state-
ments, annual reports, 10K’s, and other sources.
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