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Abstract  
 This paper offers a new explanation of value-reducing mergers and 
 stock market driven takeovers by introducing recent research on aspiration 
 levels and individual decision making under risk. If market valuation 
 constitutes an aspiration level for managers, we show that managers may 
 be tempted to seek riskier mergers in order to meet shareholder optimism. 
 Such merger seeking behavior increases in bidder overvaluation and can 
 also favor acquisitions when the expected value of takeovers is lower than 
 alternative investments. The paper provides support for several empirical 
 findings and complements existing market-timing models as its predictions 
 are decoupled from equity offers and are independent from the means of 
 payment. 
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1 Introduction

In the last two decades, significant resources have been spent in corporate merg-

ers. At the beginning of the 1980’s, US-american mergers and acquisitions

(M&A) amounted to an average of 3.6% of GDP (Weston et al., 2004). By

1995 M&A activity has reached 5% of GDP and equated to about 48% of non-

residential gross investment (Andrade et al., 2001). Records peaked in 1999 at

15.4% of GDP (Weston et al., 2004) and even after the downturn that followed

in the US, a total of $1.24 trillion (and globally of a total of $2.56 trillion)

changed hands in 2006 alone.

Empirical results on bidder returns to mergers, however, indicates that po-

tential merger synergies accrue almost entirely to target shareholders, while

“acquiring firm shareholders appear to come dangerously close to actually sub-

sidizing these transactions” (Andrade et al., 2001, p.111).1 In fact, a number

of studies find that mergers come at a significant loss to the acquirer, suggest-

ing that they are not in their shareholders’ interest (see e.g. Dodd, 1980; and

Firth, 1980). In a recent analysis, Moeller et al. (2005) report that in the 1990s

(1991-2001) acquiring firms’ shareholders lost an aggregate of $216 billion at

the announcement of merger bids.

Several empirical artefacts are not or only partially explained by existing

models of value-reducing mergers. In particular, it appears puzzling that there

is: (i) lower performance or even wealth destruction of bidders with high valua-

tions (Rau and Vermaelen, 1998; Dong et al., 2006; Moeller, 2005), (ii) a higher

likelihood of value-decreasing mergers at the end of a wave (Moeller, 2005; Har-

ford, 2005), and (iii) stock market driven mergers are paid with debt as well as

cash (Harford, 2005; Dong et al., 2006).

Recent theoretical papers provide an explanation where managers time a

1The results on the overall return to mergers are mixed, suggesting that they may not

create value on average. For extensive surveys on the topic see Jensen and Ruback (1983),

Jarrell et al. (1988) and Andrade et al. (2001).

2



soaring equity market by using their temporarily overvalued equity as cheap

currency to acquire less overvalued assets (Shleifer and Vishny, 2003; Rhodes-

Kropf and Viswanathan, 2004). An important element in these models is the

prediction of Myers and Majluf’s (1984) ’means of payment hypothesis’ saying

that managers pay with equity when it is overvalued. They predict that overval-

uation leads to more stock mergers and that these stock mergers underperform,

because shareholders correct their misperception. Although a number of studies

provide empirical support for both models (Ang and Cheng, 2003; Dong et al.,

2006; Rhodes-Kropf et al., 2005) the evidence is not unambiguous, particularly

with regard to the distinction between cash and stock. Against intuition, the

performance of cash-mergers turns out to be similar to that of stock mergers

(Dong et al., 2006). Further, most findings show that the stock market drives

acquisitions in general, not only stock-mergers. This is also reported by Harford

(2005) for partial-firm cash merger activity. By distinguishing between changes

in the business environment and misvaluation components he provides evidence

that the primary driver of merger activity is the positive capital liquidity effect

in times of financial market booms.

The contribution of this paper is to offer an alternative explanation of the

above stylized facts. We deal with the puzzles by providing an explanation that

considers aspiration levels as one of the driving forces of value-reducing merg-

ers. In line with Roll (1986) we believe that individual decisions have predictive

content for market behavior. Mergers reflect the decisions by individual man-

agers, which are not always profit maximizing. In particular, there is a growing

body of evidence suggesting that managers aim at achieving their aspiration

level, often determined by a target rate of return (see, e.g., Lant, 1992; Mao,

1970; Mezias, 1988; Mezias et al 2002, Payne et al, 1980, 1981). Jensen (2005,

p.7) observes that "(j)ust as managers’ compensation suffers if they miss their

internal targets, CEOs and CFOs know that the capital markets will punish the

entire firm if they miss analysts’ forecasts by as much as a penny."

Specifically, we argue that rather than maximizing expected value, man-
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agers try to satisfy expectations by shareholders. Because riskier investments

are sometimes more likely to meet expectations, we argue that managers can be

expected to take on unnecessarily risky projects such as mergers. We show that

a simple model can predict the above stylized facts. Intuitively, if managers feel

that their firm is underperforming, they will be afraid not to meet shareholder

expectations. An alternative is to merge, which may be risky and have a rela-

tively low expected value but nevertheless increase the probability of meeting

expectations. Managers may be especially prone to take on the risky projects

when expectations are high, like when the firm is overvalued. This argument

is independent of the form of payment and similar to Jensen’s (2005, p.8-9)

explanation of agency costs of overalued equity: "You realize the markets will

hammer you unless your company’s performance justifies the stock price. So

after all value creating alternatives have been taken you start to take actions

that destroy long run value that you hope will at least appear to generate the

market’s expected performance in the short run.".

The setup of our model is as follows. We make the simplifying assumption

that managers only pay attention to the probability of meeting a specific target

return as their aspiration level. The target return is determined by the expec-

tations of the shareholders, manifested in the firm’s current share price. The

task of the manager is to choose among two options: an internal project or a

merger. Shareholders form expectations about both projects, but the manager

is better informed.

We show that the manager is possibly ‘merger seeking’: he chooses the

merger project despite the lower expected value compared to the internal project.

Intuitively, when shareholders have high expectations about the internal project,

but the manager has private information that the internal project is unlikely to

succeed, the merger project may be the only way to satisfy those expectations

despite its inherent risk. We also analyze how the degree of merger seeking

depends on the expectations and the risks involved. We show that managers
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may become more merger seeking as the shareholders have higher expectations

about the internal project, or as the merger project becomes more risky.

The appeal of our model is that it offers a quite different underlying ex-

planation for the phenomenon of market-driven mergers. We do not assume

that managers exploit short term shareholders (Shleifer and Vishny, 2003,) or

that they make mistakes in Bayesian updating of synergies (Rhodes-Kropf and

Viswanathan, 2004), but reason that stock momentum sets aspiration levels

that drive managers into mergers. This allows us to decouple our predictions

from the means of payment. In contrast to earlier market-timing models, which

focus on payment with equity, our model predicts market-driven mergers that

can be financed with any combination of stock, cash or debt.

The paper proceeds as follows. In the next section we discuss the theoretical

background of the model. The following section explains the model and develops

testable predictions. After that the paper concludes.

2 Theoretical Background

In this section we first position the model in the body of merger theories before

discussing the literature on aspiration levels and their importance in individual

decision making.

In seminal contributions, Jensen and Meckling (1976) and Jensen (1986,

1988) focus on information asymmetry and agency theory to explain mergers.

On a similar basis, Shleifer and Vishny’s (2003) market-timing model assumes

self-serving agents that exploit market misvaluation to the detriment of short-

term shareholders. Others have focussed on merging to exploit potential syn-

ergies. Jovanovic and Rousseau (2002), Lang et al (1989) and Servaes (1991)

propose a Q-theory of mergers where growth prospects (as measured by To-

bin’s Q) redeploy target assets to the most efficient firm. There still exists the
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possibility, however, that mergers underperform or even destroy value because

of exogenous factors that cannot be controlled (and are also not exploited) by

management, like asymmetric information, transaction costs, or taxes (e.g., My-

ers and Majluf, 1984). Rhodes-Kropf and Viswanathan’s (2004) market-timing

model hinges on constraints in risk assessment. Their target managers mis-

takenly, but rationally accept overvalued all-equity offers due to the fact that

uncertainty about synergies is correlated with overall market uncertainty.

While the main focus of these papers is on market and firm characteristics

(and constraints), a more recent body of literature is centered on managerial

characteristics and explains market behavior based on individual differences

between managers. Although these explanations are closer to agency theory,

suboptimal investment decisions in these models are not driven by self-serving

management, but by behavioral constraints like overoptimism (e.g., Roll, 1986).

Malmendier and Tate (2008) also propose that managers overestimate their

ability to generate value and future cash flows. Consistent with the conclusions

of Rau and Vermaelen (1998), they find that this leads to overpayment for

targets and value-reducing mergers.

In this paper we also analyze the merger decision making behavior of a better

informed manager. Although we recognize that asymmetric information by itself

generates similar behavior (Jensen and Meckling, 1976), the main novelty and

driver of our results is the inclusion of an aspiration level. While most of the

agency models are concerned with effort levels and focus on one project only, our

approach enriches the literature with the explicit analysis of project selection

and of the impact of riskiness on project selection, as in Lambert (1986). In his

model, agents can become better informed about different projects by investing

efforts. In our model, the question is not about collecting information. It thus

avoids the confounding effects from the collection of information and on moral

hazard in terms of effort.

Our idea for including an aspiration level has a basis in the literature on

decision making. Expected utility constitutes a key model of individual decision
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making under risk: its assumptions are normatively appealing for a wide range

of choice problems and applications (von Neumann and Morgenstern, 1944).

Its use in finance is widely spread (Ingersoll, 1987). Descriptively, however,

expected utility proved to have its limitations (Allais, 1953; Ellsberg, 1961). A

large body of evidence has challenged the normative model of expected utility. In

the last decades several models have been proposed that explain the descriptive

violations. All these models have been generally labeled as nonexpected utility

(for surveys, see Camerer and Weber, 1992; Schmidt, 2004; Starmer, 2000)

and received attention in finance (Barberis et al., 2001; Barberis et al., 2006;

Benartzi and Thaler, 1995).

Among the most recent contributions in the field, there are theories based

on aspiration levels (Lopes and Oden, 1999; Payne, 2005; Diecidue and van de

Ven, 2007). Diecidue and van de Ven (2007) interpret an aspiration level as an

outcome that takes a special role in (financial) decision making. Subjects code

outcomes above the aspiration level, for example returns above the mean of the

market, as successes and outcomes below the aspiration level as failures. They

place value on the overall probability of success and the overall probability of

failure. This allows a richer set of predictions, while minimally modifying the

normative benchmark of expected utility with the inclusion of an aspiration

level. The main intuition is that the decision maker, when facing a financial

decision, not only pays attention to the risky project but also to the probability

of success and failure.

We believe that the idea of aspiration level and probability of success or

failure plays an important role in the decision making of mergers. In psychology

this phenomena has been empirically founded (Lopes, 1987, 1996) and motivated

by the willingness of "winning at least something" or avoid "falling below the

target." Empirical studies in business and finance report that managers pay

attention to the probability that a target rate of return, i.e. a certain valuation

level, will be met (Mao, 1970; Payne et al., 1981; Laughhunn et al., 1980). Petty

and Scott (1980) found this idea of a target return, or aspiration level, among
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most managers in a more extensive study. Furthermore March and Shapira

(1987) conclude that “... the primary focus is on avoiding actions that might

place one below [the target level]". Roy (1952, p. 432) argues that agents, when

holding financial assets, will seek to reduce the overall probability of being below

a level, i.e., that the gross return is not less than some predetermined quantity.

The behavior of paying particular attention to accomplishing the aspiration level

is observed, especially among decision makers in investments (Arzac and Bawa,

1977; Browne, 1995; Fishburn, 1977; Markowitz, 1959; Stutzer, 2003).

In our model, the key idea is that shareholder expectations, as expressed in

firm valuation, constitute an aspiration level for management. For simplicity,

but without loss of generality, aspiration levels are induced by the threat of

being fired. Variable compensation may improve the alignment of incentives, but

the optimal contract would still need to incorporate the threat of termination,

because low returns could also signal a less capable manager. Lehn and Zhao

(2006) report corresponding evidence for underperforming bidders. If managers

pay attention to their aspiration level, this creates a conflict of interest between

risk-neutral shareholders and risk-averse managers, provided the latter have

superior information about the real value of the firm.

We focus on the conflict of interest that arises over the selection of a merger

vs. an internal project. In this way we are able to operationalize the aspiration

level for decisions about mergers and explain the empirical findings mentioned

in the introduction. The advantage of our explanation is that, while keeping the

model simple and accessible, we offer a behaviorally appealing characterization

of merger activity. Our model advances a complementary explanation, which is

independent from the means of payment, and thus provides theoretical support

for the similarity of empirical findings on stock and cash mergers.
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3 The model

3.1 Basic setup

There is a firm that is faced with a choice between two projects. One of these

projects is an internal project, and it is denoted by x. The other project is the

external, or ’merger’, project, and is denoted by y. We model the profitability

of each project as a lottery with two outcomes: a high outcome V H
i and a

low outcome V L
i , i = x, y. The ex ante probability of the two outcomes are

respectively given by pHi and pLi .

We assume that the shareholders are risk neutral and aim at maximizing

profits. Rather than making the project choice themselves, they delegate this

choice to the manager who is better informed about the internal project. The

manager receives a private signal, r, that is informative about the profitability

of project x but unobservable to the shareholders. Concretely, the manager

receives a private signal r ∈ [0, 1], drawn from a uniform distribution F (r) ∼
U [0, 1] with density f(r). A signal with value r means that the actual probability

for a high profitability of x is given by r, as in Lambert (1986).

To make things interesting in the current context of ’underperforming’ merg-

ers, we assume that ex ante the internal project has a higher expected value than

the merger project. Hence, with the information that shareholders have, they

would prefer the internal project to the merger project. Secondly, we assume

that the merger project has a higher expected value than the worst outcome

of the internal project. Otherwise the shareholders would do better by making

the project decision themselves and always choose the internal project. Thus,

if E(·) denotes the expected value, we have:

Assumption 1 E(x) > E(y) > V L
x .

Naturally, since a high private signal r reveals good prospects for project x,

project x is to be selected for sufficiently high values of r. However, the choices
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for which managers and shareholders switch from a preference for y to x do not

coincide. We now show this in this simple setup, and consider some extensions

after that.

3.2 The manager

We first analyze the choice of the manager. Our analysis is based on the model

presented in Diecidue and van de Ven (2007). In line with ample evidence, we

assume that managers have an aspiration level and that they try to maximize

the probability of reaching at least their aspiration level. In the current context,

the expectations of the shareholders about the profitability of the firm’s internal

project, which constitute the basis for the firm’s market valuation, represent a

natural aspiration level. Consequently, managers are concerned with meeting

the expectations by the shareholders. For simplicity, this will be their only

concern. Thus, if P (z| i, r) is the cumulative probability of obtaining outcome z
given the project choice i and private signal r, the manager choose i to maximize:

1− P (E(x)| i, r).

If the manager chooses project x, then the expectations are met only with the

high outcome, and the manager’s estimate of the probability of this happening is

given by r. Assumption 1 implies also that the low outcome of project y cannot

exceed expectations. If the high outcome of project y exceeds expectations, the

probability of meeting expectations with project y is 1 − P (E(x)| y, r) = pHy .

The manager chooses x if and only if r ≥ pHy . On the other hand, If even the

high outcome of project y falls short of expectations, the probability of meeting

expectations with project y is 0. In that case, the manager chooses x for every

value of r. The knife-edge case in which the high outcome of project y equals

expectations, i.e. V H
y = E(x), occurs for pHx = (V

H
y −V L

x )/(V
H
x −V L

x ) ≡ φ1.The

value of r that makes the manager indifferent between the project, brm, is given
by: brm = ½pHy if pHx < φ1

0 if pHx ≥ φ1
, (1)
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and the manager chooses x whenever the private signal he receives is suffi-

ciently high, that is, if r ≥ brm.
3.3 The shareholder

We are interested in the optimality of the manager’s choices from the perspec-

tive of the shareholders. The actual threshold signal for which the manager

chooses project x is given by brm, but this generally does not coincide with
the shareholders’ interests. To see this, suppose that the shareholders could

choose the threshold signal that the manager uses. Let this be given by brs.
Hence, the manager is asked to select project x whenever he receives a sig-

nal r ≥ brs. If the manager follows the request, the ex ante probability that
project x will be selected and that a high outcome V H

x is realized is given byR 1
r
rf(r)dr = .5(1− br2s), given the assumption of a uniform distribution f. Sim-

ilarly, the probability that project x will be selected and that a low outcome

V L
x is realized equals

R 1
rs
(1 − r)f(r)dr = .5(1 − brs)2. The probability that y is

selected is given by F (brs) = brs, and hence the probability of either V H
y or V L

y

respectively by pHy brs and pLy brs. Hence, the shareholders’ payoff for any given brs
is:

.5(1− br2s)V H
x + .5(1− brs)2V L

x + pHy brsV H
y + pLy brsV L

y . (2)

The optimal brs from the shareholders’ viewpoint is br∗s with:
br∗s = E(y)− V L

x

(V H
x − V L

x )
. (3)

3.4 Basic comparison

Since the shareholders and the manager have different objectives, their preferred

threshold levels brm and br∗s generally do not coincide. For some values of pHx (or

other parameter values), the manager is more prone to the merger project than

shareholders would be if they had the same information. For other values of pHx ,

it will be the opposite. We define a manager with a threshold brm that is higher
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(lower) than brs as merger seeking (averse). Thus, a merger seeking (averse)
manager opts for the merger for a larger (smaller) set of values of r than the

shareholder would. Formally, let Ω(r, j) be the set of r0s for which agent j will

merge, where j ∈ S,M (shareholder, manager). Hence, let Ω(r,M) = {r | r <
r̂,M}, and Ω(r, S) = {r | r < brs, S}.Then,
Definition 2 A manager is merger seeking if Ω(r, S) ⊆ Ω(r,M) and merger

averse if Ω(r,M) ⊂ Ω(r, S).

With this definition, we obtain the following result. Let p∗ ≡ V L
x −V L

y

V H
y −V L

y +V
L
x −V H

x
.

Proposition 3 If (i) pHy ≤ p∗, the manager is merger seeking if pHx ≤ φ1 and

merger averse if pHx > φ1, and (ii) pHy > p∗, the manager is always merger

averse.

Proof. For pHx < φ1,it is trivial to see that br∗s > brm = 0. For pHx < φ1, br∗s ≤ brm
if pHy

£
V H
y − V L

y + V L
x − V H

x

¤ ≤ V L
x − V L

y . Since E(x) > E(y) > V L
y , it follows

that V H
y − V H

x > pHx (V
H
x − V L

x ) > pHx (V
H
x − V L

x )−E(x)+V L
y = V L

y − V L
x . We

have thus established that the term in brackets must be positive, so the result

in the proposition follows.

Intuitively, for low (high) shareholder expectations concerning project x, a

merger is relatively likely to meet (fall short of) these expectations. Figure 1

illustrates the result. The solid line represents the manager’s threshold level brm,
and the dotted lines the shareholders’ preferred threshold level br∗s for different
values of pHy . If p

H
y is high enough (such as br∗s(1)), the shareholders’ threshold is

always higher than the manager’s. Hence, for values of r between brm and br∗s the
shareholders would prefer to merge but the manager doesn’t. For sufficiently

low pHy (such as br∗s(2)), there is a region where the shareholders’ threshold is
below that of the manager’s.

This first result establishes the possibility of a value-reducing merger by

overvalued acquirers, as managers may opt for mergers with lower expected

values than internal projects. This result fits Jensen’s (2005) idea of agency
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Figure 1: Expectations and the degree of merger seeking

costs of overvalued equity. We next consider two small extensions to the basic

model.

3.5 Merger and expectations

It sometimes advanced that firms are more likely to merge if expectations by

shareholders are high. Our simple framework of the previous section cannot

account for this, and in fact predicts the opposite: managers become more risk

averse for higher values of pHx . This, however, is only an artefact of project

x having only two outcomes. With two outcomes, the probability of meeting

expectations with project x is always given by r, independent of E(x). Thus,

higher expectations about the internal project do not make it more difficult to

meet expectations. On the other hand, the probability of meeting expectations

with project y is more difficult for high E(x). Hence, project x is always favoured

if expectations are high enough.

Things are different if we introduce a third outcome VM
x to project x. For

simplicity, y still has two outcomes. The manager again receives a private signal

r, meaning that project x gives a high return V H
x with probability r, a medium

return with probability pMx , and a low return with probability 1 − r − pMx . If
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shareholders’ expectations are above below VM
x then the probability of meeting

them is given by r+pMx . On the other hand, if expectations are above V
M
x , then

the probability of meeting them is reduced to r. This is intuitive: if expectations

about x are higher, project x is less likely to satisfy expectations.

There are two possible cases. Suppose first that V H
y < VM

x . This case is very

similar to that of the previous section. Proposition 1 has a direct counterpart,

with φ1, brm and p∗ appropriately redefined. Specifically, φ1 is now determined

by φ01 ≡ V H
y −pMx (V H

x −V L
x )−V L

x

V H
x −V L

x
, and the threshold signal is given by br0m = pHy −pmx

if pHx < φ01. As can be seen, φ
0
1 and br0m reduce to φ1 and brm for pMx = 0.

Now consider the more interesting case, where V H
y > VM

x . If E(x) < V H
y ,

the probability of meeting expectations by choosing y is pHy . However, for x the

probability is given by r or r+pMx , depending on whether E(x) is above or below

VM
x , respectively. Higher expectations reduce the probability of meeting them

if they cross the threshold level VM
x , making merging more attractive. Define

φ01 as above and φ2 ≡ V H
y −pMx (V H

x −V L
x )−V L

x

V H
x −V L

x
. The threshold values of r are:

brm =
⎧⎪⎪⎪⎨⎪⎪⎪⎩

pHy − pMx if pHx < φ2

pHy if φ2 < pHx < φ01

0 if φ01 < pHx

(4)

We can also derive the optimal threshold level from the shareholders per-

spective, along the lines in the previous section. It is straightforward to derive

that this is given by br∗0s with:
br∗0s = E(y)− pMx VM

x − (1− pMx )V
L
x

(V H
x − V L

x )
. (5)

Figure 2 illustrates the result. Again several cases are possible, depending

on the value of pHy . The figure illustrates the case where p
H
y is relatively small.

The threshold of the shareholder is in that case below that of the manager, up to

φ01. Moreover, the distance between the two thresholds is smaller between 0 and

φ2 than between φ2 and φ01. Hence, between φ2 and φ01 there are more possible

signals for which the manager opts for the merger whereas the shareholders
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prefer not to. Define therefore the degree of merger seeking as the difference

between the thresholds: brm − brs (and merger aversion if this is negative).
Proposition 4 Suppose V H

y > VM
x . (i) The manager is merger seeking if

pHx < φ2 and merger averse if p
H
x > φ2. (ii) The degree of merger seeking is

nonmonotonic with respect to pHx . As p
H
x increases, the degree of merger seeking

first increases and then decreases.

This is the main insight of the first extension. As expectations about the

value of x increase, managers (shareholders) favour mergers more (less). Result

(ii) of the proposition follows for the set of r0s for which they would make

different choices (i.e. |brm − brs|).
This result enables the model to explain market-timing and merger waves,

as the increase in shareholder expectations (overvaluation) drives merger activ-

ity. The model thus provides a complementary explanation to existing market-

timing merger models (Shleifer and Vishny, 2003; Rhodes-Kropf and Viswanathan,

2004). However, in contrast to these models, our result is independent of the

means of payment and can thus explain why overvaluation can also lead to an

increase in cash mergers, as reported by Harford (2005).

3.6 Merger and risk

We return to the basic setting with two outcomes for project x. However, for

project y, the outcome is now drawn from a continuous distribution F with

density f . In order to focus on the risk of merging, rather than risk-return

trade-offs, we compare distributions Fi that have the same mean but a different

riskiness. Riskiness is measured according to the intuitive notion of elementary

increase in risk, which implies second-order stochastic domination (see Mas-

Colell et al, 1995).

Definition 5 FB constitutes an elementary increase in risk from FA if (i) FB

and FA have the same mean and (ii) there is an interval [z1, z2] such that

fB(z) ≤ fA(z) for all z ∈ [z1, z2] and fB(z) ≥ fA(z) for all z /∈ [z1, z2].
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Figure 2: Nonmonotonicity in degree of merger seeking

Proposition 6 Let FB constitute an elementary increase in risk from FA. Then

there exists a z̃ such that if E(X) > z̃ the degree of merger seeking is higher

under FB than under FA, and if E(X) < z̃ the degree of merger seeking is lower

under FB than under FA.

Proof. Let z ∈ [a, b]. Since FA second order stochastically dominates FB,

it must be that for any z∗,
R z∗
a
[FB(z)− FA(z)] dz ≥ 0. By the definition of

elementary increase, it is easy to see that FB and FA can cross at most once on

(a, b). Define FB(z̃) = FA(z̃). Clearly, FB > FA ∀z < z̃ and FB < FA ∀z > z̃.

Suppose therefore that E(X) > z̃ then 1 − FB(E(X)) > 1 − FA(E(X)). But

this says that the probability of meeting the aspiration level is higher under FB

than under FA, so faced with FB, the manager will merge for a larger set of r0s

than under FA. Similarly for E(X) < z̃.

Thus, the manager is more likely to merge under FB than under the less risky

distribution FA if shareholder expectations are sufficiently high. Riskier mergers

may simply be the only chance left to fulfil shareholders’ high expectations or

optimism. This is consistent with the findings of Moeller (2005), who find that

the majority of losses at the end of a merger wave was caused by very large
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deals by acquirers with extremely high valuations.

4 Conclusion

Several explanations have been put forward in the literature to explain market-

driven mergers. We propose a model that complements earlier market-timing

theories by introducing the behaviorally appealing aspiration level to capture

merger activity.

Our results show that shareholder expectations, captured as aspiration lev-

els in stock prices, can motivate managers to favour mergers, even when the

expected value of takeovers is lower than alternative investments. This merger

seeking behavior increases in stock momentum, particularly in overvaluation.

Also, managers opt for riskier mergers in order to meet shareholder optimism.

In contrast to earlier predictions by market-timing models of Shleifer and Vishny

(2003) or Rhodes-Kropf and Viswanathan (2004), the propositions in this paper

are decoupled from equity as consideration and apply to all means of payment.

The model advances a coherent theoretical explanation of several empirical

artefacts, like the lower performance of bidders with high valuations (Rau and

Vermaelen, 1998; Dong et al., 2006; Moeller, 2005), stronger underperformance

of mergers at the end of a wave (Moeller, 2005), and stock market driven mergers

that are financed with cash or any other means of payment (Harford, 2005).

It is important to point out some limitations to our model. First, because we

believe that individual decisions have predictive content for market behavior, we

have focused on the decisions by managers. We modeled the manager’s behavior

as a decision problem, abstracting entirely away from all strategic interactions

with other players. In reality, other market players such as the target firm, will

react taking into account the motives behind the manager’s decision. Secondly,

in our model the manager is uniquely motivated by the aspiration level. In

practice, managers will not be so insensitive to other factors, in part because

17



owners of firms will give other incentives than firing the manager in case of

disappointing results. These simplifications are meant to convey the key ideas

in the most transparent way possible. Nevertheless, we do believe that our

results go through in a more general model. We leave that for future research.
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