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The Success of Acquisitions: Evidence
from Divestitures
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ABSTRACT

This paper studies a sample of large acquisitions completed between 1971 and 1982.
By the end of 1989, acquirers have divested almost 44% of the target companies. We
characterize the ex post success of the divested acquisitions and consider 34% to
50% of classified divestitures as unsuccessful. Acquirer returns and total (acquirer
and target) returns at the acquisition announcement are significantly lower for
unsuccessful divestitures than for successful divestitures and acquisitions not di-
vested. Although diversifying acquisitions are almost four times more likely to be
divested than related acquisitions, we do not find strong evidence that diversifying
acquisitions are less successful than related ones.

ACQUIRERS OFTEN BUY OTHER companies only to sell them afterward. Grimm’s
Mergerstat Review reports that divestitures make up at least 35% of mergers
and acquisitions transactions in the 1980s.! In a more systematic study,
Ravenscraft and Scherer (1987) estimate that 33% of acquisitions in the
1960s and 1970s were later divested, while Porter (1987) finds that over 50%
of the acquisitions made by 33 conglomerate acquirers in ‘“new’ or unrelated
industries were later divested. These authors interpret the divestiture rates
as evidence that acquisition strategies, particularly diversifying ones, failed
to increase and, instead, destroyed value. In light of such high divestiture
rates, they question the typical event-study results that the combined stock
market return to acquirer and target shareholders is positive on average (see
Bradley, Desai, and Kim (1988) and Jensen and Ruback (1983)).

This view of divestitures (and acquisitions) as failures, however, is not the
only explanation consistent with high divestiture rates. Weston (1989) ar-
gues that acquirers sell targets for a number of reasons which do not involve
poor performance. For example, an acquirer ‘may sell a business it has
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improved or a business that once had synergies with the acquirer’s core
business but no longer does. In these cases, both the original acquisition and
the sale could have increased shareholder value. In addition, relaxed
antitrust enforcement and financial innovations made in the 1980s made
possible some business combinations that were not viable previously. Some
acquisitions that led to a relatively efficient allocation of resources in the
1970s may no longer have been efficient in the 1980s when sales to related
buyers or leveraged buyouts became feasible. (See Shleifer and Vishny
(1990).)

In this paper, we evaluate the extent to which divestitures in the 1980s
represent unsuccessful or failed acquisitions. Beginning with a sample of 271
large acquisitions completed between 1971 and 1982, we follow the acquisi-
tions and determine which are subsequently divested. We find that 43.9% of
the acquisitions have been divested by the end of 1989. This percentage is
greater than that found by Ravenscraft and Scherer (1987), but lower than
that found by Porter (1987) for unrelated acquisitions.

Whenever possible, we categorize divestitures as successful or unsuccessful
acquisitions using accounting data on the gain or loss on sale from the
divestiture, the business press article describing the divestiture, and the
divestiture sale price. The results suggest that many divestitures are not
failures, from an ex post perspective. For example, of the divestitures with a
reported gain or loss on sale, 42% report a gain on sale; 44% report a loss; and
14% report that the gain or loss is immaterial. Based on accounting results
as well as comments by reporters and managers, we classify only 34% of the
divested acquisitions as unsuccessful; that is, the reason for the divestiture
appears to be performance-related. Furthermore, in transactions that report
a comparable sale price, targets are divested at 192% of their purchase price,
which when adjusted for the increase in the S&P 500 index over the same
time period equals 90% of their purchase price and 143% of their market
value before the initial takeover announcement.

The view of divested acquisitions as failures questions the use of the stock
market reaction to the initial acquisition announcement as a measure of the
acquisition’s value. The results for gain on sale and sale price, however, are
generally consistent with the event-study results that bidder returns are
slightly negative, while combined returns to bidder and target are positive.
Targets appear to be worth less than bidders pay, but more than the targets
are worth before the takeover occurs. Although target shareholders receive
most of the value increase, these results suggest that acquisitions increase
combined shareholder value. We note (here and throughout the paper) that
because our sample is limited to one time period, our evidence is also
consistent with the alternative explanation that sellers of assets received
fortuitously high prices for those assets in the 1980s.

Accordingly, we further test the information content of the stock market
reaction to acquisition announcements by comparing the announcement pe-
riod abnormal returns for divestitures we categorize as unsuccessful with
those we do not categorize as unsuccessful. We find that acquirer returns and
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combined (acquirer and target) returns at the acquisition announcement are
significantly lower for unsuccessful acquisitions than the corresponding re-
turns for successful divestitures and for acquisitions that are not divested. In
light of the cross-sectional relation, the view that sellers of assets received
unexpectedly high prices appears less likely—such a view implies that the
market is better at evaluating the relative success of acquisitions than the
level of that success.

This last result has two implications. First, it provides some evidence that
the market evaluates managerial decisions in a reasonable way based on
their effect on fundamental value. This distinction occurs in a situation
where the nature of the news revealed to all market participants is not
necessarily obvious. Second, the cross-sectional relation is consistent with
managerial or hubris-related motives for acquisitions. (See Marris (1963),
Shleifer and Vishny (1989), and Roll (1986).) When they complete acquisi-
tions with negative acquirer returns, managers ignore signals that the
acquisitions decrease acquirer shareholder value. We present some evidence
supportive of managerial motives: acquirers in unsuccessful acquisitions
have higher levels of estimated free cash flow than acquiriers in successful
acquisitions.

As noted above, previous researchers have found higher divestiture rates
for diversifying acquisitions than for related acquisitions. In light of such
evidence, they argue that diversifying acquisitions were particularly bad
investments. We consider this possibility by comparing the divestiture rates
of related and diversifying acquisitions. We find large differences. Divesti-
tures are almost four times more likely when targets are not in businesses
highly related to those of the acquirier (i.e., the four most important lines of
business of the acquirer and target do not have at least one three-digit SIC
industry code in common).

The evidence on the success of diversifying versus related acquisitions,
however, is mixed. We classify 13% of related acquisitions as unsuccessful
compared to 38% of diversifying ones. The difference is significant at the 10%
level. However, we also find that 43% of diversifying and 40% of related
divestitures register a gain on sale. Finally, the stock market reactions to the
announcements of diversifying and related acquisitions are not significantly
different.

This evidence seems only weakly supportive of arguments that diversifica-
tion programs decreased value, ex ante. In view of the small difference in the
success rates of diversifying and related acquisitions, we are more sympa-
thetic toward alternative explanations for the large difference in divestiture
rates. If there is a real and unrecoverable cost of integrating related acquisi-
tions, divestiture rates would naturally be higher for diversifying acquisi-
tions than for related ones. The relaxation in antitrust policy that occurred
during the 1980s may also explain part of the difference in divestiture rates
—diversifying acquisitions that were value-increasing in the 1970s could
have become dominated by newly permitted related combinations in the
1980s.
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The paper proceeds as follows. Section I describes our sample design and
data set. Section II presents our results on acquisition success. Section IIT
explores the differences between related and diversifying acquisitions. Sec-
tion IV discusses our results in relation to previous work on acquisitions.
Section V concludes.

I. Sample Design and Description
A. Sample Selection

Our initial sample of acquisitions comes from Mergers and Acquisitions
magazine. Beginning in 1971, Mergers and Acquisitions lists the largest
completed deals of the year. The number reported varies from 10 in 1971 to
100 in 1987.2 These deals include acquisitions of free-standing publicly
traded companies, of privately owned companies, and of divisions of other
companies.

We use several criteria to obtain the acquisitions in our sample. To restrict
ourselves to larger transactions whose post-acquisition history is easier to
follow, we eliminate those transactions valued at less than $100 million in
1982 dollars. Second, we eliminate acquisitions by foreign acquirers because
of the difficulty in obtaining post-acquisition data. Third, we require the
acquiring company to have stock return data available on the CRSP tapes so
that we can measure the market reaction to the acquisition announcement.
This restriction eliminates acquisitions by private buyers. Fourth, we elimi-
nate acquisitions by insurance companies, banks, and railroads because they
are regulated. Fifth, to improve the likelihood that the stock reaction to the
acquisition announcement is not affected by random noise, we require the
purchase price of the target equity to exceed 5% of the market value of
acquirer equity twenty trading days before the first acquisition announce-
ment. Sixth, we consider only those acquisitions completed by 1982. Because
we observe divestitures until the end of 1989, this gives an acquirer at least
seven years to divest an acquisition. To the extent that some acquirers still
own targets that they will subsequently divest, our results underestimate the
extent of divestitures. Such measurement error will also lower the power of
any test we perform on the cross-sectional relation between divestiture
probabilities and announcement returns. Finally, we eliminate deals if the
acquirer did not obtain complete ownership of the target. Our selection
criteria yield 282 acquisitions: 216 of free-standing public companies and 66
of non-traded private companies or divisions.

B. Divestiture Information
For each acquisition, we examine Moody’s Industrial Handbook, the

Wall Street Journal (WSJ), annual reports, and 10-K’s to determine the

2In some of the data descriptions below, we report that some deals took place in 1969 and
1970. These deals made it into the Mergers and Acquisitions sample because they were
completed after the beginning of 1971 even though they were announced before 1971.



