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Abstract. The proposition that a competitive market for corporate control effectively
limits managerial divergence from shareholder wealth maximization implies that
corporate takeovers are beneficial to shareholders of both firms involved in the
transaction. This paper presents the first systematic large-sample study of the valuation
effects of Canadian mergers and concludes that these investments indeed create
significant gains to shareholders of both bidder and target firms. This evidence, which is
particularly interesting in light of extant evidence on the performance of u.s. bidder
firms, indicates that the Canadian market for corporate control plays an important role
in promoting an optimal resource allocation.

Les fusions et le marché du contréle des sociétés: le cas canadien. La proposition qui veut
qu’un marché concurrentiel du contrdle des sociétés limite effectivement les écarts entre
la stratégie des gestionnaires et celle qui maximise la richesse des actionnaires a pour
corrollaire que les prises de controle des sociétés sont bénéfiques pour les actionnaires
des deux sociétés impliquées. Ce mémoire présente les résultats de la premiére étude
systématique de grande envergure des effets de valeur nette actualisée des fusions au
Canada. On en vient 4 la conclusion que ces investissements ont engendré des gains
significatifs pour les actionnaires a la fois des firmes qui ont pris le contrdle et des firmes
capturées. Ces résultats, particuliérement intéressants a la lumiére des résultats qui
existent sur la performance des sociétés américaines qui ont effectué des prises de
contrdle, indiquent que le marché canadien du contrdle des sociétés joue un rdle
important dans la promotion d’une allocation optimale des ressources.

INTRODUCTION

In publicly held corporations ownership of the firm’s common stock is
frequently dispersed across a large number of stockholders, while control over
the firm’s productive resources is left with a relatively small group of managers
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who themselves hold few, if any, of the company’s shares. The notion that this
separation of ownership and control inevitably leads to a serious conflict of
interest between self-interested managers and the owners of the corporation
dates back to Adam Smith.! The concern, which was later forcefully restated by
Berle and Means (1932), is that in the presence of a passive body of
stockholders, there is no major force ‘disciplining’ incumbent management into
acting in the interest of the firm’s owners.”> However, as argued by Manne
(1965), a potentially important market force originates in the possibility for the
owners to trade the rights to control the corporation. (See also Alchian and
Kessel, 1962.) Competition among managerial teams for the right to manage
resources limits divergence from shareholder wealth maximization by man-
agers. Indeed, the existence of a well-functioning market for corporate control
may explain why the separation of ownership and control observed in large,
publicly held corporations in fact has survived as a competitive organizational

form.
A corollary of the above positive theory of the market for corporate control

is that both parties involved in a takeover gain from the transaction. The main
purpose of this study is to test this proposition using Canadian mergers and
acquisitions. While there is a large body of empirical evidence on the valuation
effects of corporate combinations, the evidence is based almost entirely on the
history of u.s. corporate acquisitions.4 The Canadian evidence is generally
restricted to various government reports listing possible motives for takeovers
and the number of acquisitions across industries on an annual basis (e.g.,
Globerman,. 1977; Lecraw and Thompson, 1978; see also Morin and
Chippindale, 1970 and Laiken, 1973). There is also a variety of Canadian
studies in the law and economics literature, discussing mainly the legal aspects
of mergers in relation to Canadian antitrust policy (e.g., Cohen, 1966;
Borgsdorf, 1973; Reschenthaler and Stanbury, 1977; Globerman, 1979). No
systematic test of the alleged causes and consequences of mergers is presented

1 ‘The directors of such [joint-stock] companies, however, being the managers rather of other
people’s money than of their own, it cannot be well expected, that they should watch over it
with the same anxious vigilance with which the partners in a private copartnery frequently
watch over their own. Like the stewards of a rich man, they are apt to consider attention to
small matters as not for their master’s honour, and very easily give themselves a dispensation
from having it. Negligence and profusion, therefore, must always prevail, more or less, in the
management of the affairs of such a company’ (Smith, 1937, 700).

2 For a recent discussion of the Berle-Means thesis, see the collection of the articles in vol. 26

(2) of the Journal of Law and Economics (1984).

As discussed by Fama (1980), in a competitive and efficient labour market the wage revision

process can itself amount to full ex post settling up by the manager for his past perform-

ance. That is, under certain labour market conditions, the managerial wage rate will adjust
to compensate shareholders fully for the wealth loss resulting from his ex post shirking in
excess of what was agreed in his ex ante contract, effectively eliminating any concern over
the separation of ownership and control in the corporation. The extent to which the manage-
rial labour market in fact imposes this ex post settling up is an empirical issue which will
not be addressed here.

4 Indeed, three recent, major review papers in this area do not cite a single study based on
Canadian data. See Jensen and Ruback (1983), Halpern (1983), and Roll (1983).
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in these studies. With a sample which includes more than 1,900 Canadian
corporate acquisitions over the period 1964-83, this paper reports some first
evidence on the valuation consequences of merger activity in Canada.

The u.s.-based evidence collectively indicates that the public announcement
of a takeover on average is associated with large gains to shareholders of the
target firm, while the bidder firm typically realizes only small and statistically
insignificant abnormal returns.’ Although this evidence is consistent with the
proposition that competition among bidder firms drives most (if not all) of the
rents from the merger to target firm shareholders, it is also generally recognized
that the absence of measurable gain to bidder firms may reflect an attenuation
bias due to a measurement problem. For example, while target firms are
acquired only once, acquiring firms frequently merge with several firms over
time. Since abnormal stock returns measure only the unanticipated component
of the gains from a takeover, it is possible that a significant part of the gain to
the acquiring firm is anticipated prior to the announcement of the merger and
therefore is already reflected in the bidder firm’s share price. Furthermore, in
the United States, the equity of the bidder firm is typically several times the
equity of the target firm. Thus, even if the merger gains were split evenly
between the bidder and target firms, the gains as a percentage of the bidder
firm’s equity will be much smaller for the bidder than for the target. The
precision of the estimated gain is also lower for relatively large bidders, because
the normal variation in equity value is large relative to any given dollar gain.
There is currently no consensus in the literature as to what extent these
measurement problems actually ‘hide’ the gains to bidder firms, or whether
competition drives the bidder gains to zero.

Several unique characteristics of the Canadian takeover market offers the
opportunity to provide new insight into the performance of bidder firms in
general. For example, as shown below, Canadian bidder and target firms are
frequently of approximately the same asset size, which alleviates one of the
problems with measuring abnormal returns to bidders. Second, while the u.s.
has a long history of strict enforcement of antitrust laws regulating merger
activity, the Canadian Combines Investigation Act of 1910 has proved a
relatively weak tool for challenging horizontal mergers.® The resulting lack of
an effective antitrust ‘overhang’ in Canada has, by U.s. standards, encouraged a
relatively large number of horizontal mergers. To the extent that the synergistic
gains from a takeover are likely to be larger in horizontal than in
non-horizontal mergers, a comparison of the valuation effects of the two

5 Mandelker (1974), Langetieg (1978), Asquith (1983) and Eckbo (1983) show zero or positive
abnormal bidder firm performance, while Dodd (1980) and Malatesta (1983) show evidence
consistent with zero or negative bidder firm performance.

The Combines Investigation Act is a criminal statute designed to protect the public from
harm caused by business mergers, monopolies, and agreements to limit competition. Because
it is a criminal statute, however, the prosecution must prove all the components of an al-
leged offense beyond reasonable doubt. This has proved difficult: there has never been a
conviction on a monopoly charge, and only one conviction on the merger section. In con-
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categories of mergers allows a further test of the proposition that the returns to
bidder firms are positive.

A third characteristic of the Canadian market for corporate control is the
absence of a uniform set of federal rules regulating takeover activity in all the
country’s individual provinces.7 Among the relevant aspects of the regulation
of takeover bids are disclosure requirements imposed on the bidder firm,
stipulation of minimum time periods before the initial bid and any follow-up
offers can be legally executed, and possibilities for exclusion of certain
shareholder groups from participation in the offer. As pointed out in several
u.s. studies, these and other regulatory aspects are important in determining
the incentives to engage in a takeover contest, and therefore generally affect the
very functioning of the market for corporate control. (See, e.g., Jarrell and
Bradley, 1980 and Eckbo and Langohr, 1985.) Although a detailed examination
of the relative impact of the different regulations across provinces goes beyond
the purpose of this paper, I provide a basic comparative analysis of the
performance of merging firms in Ontario and the western provinces. This
comparison is also interesting in the light of the different industrial bases
across the two geographical regions, with predominantly mergers in resource
industries in the west and mergers in manufacturing / service industries in
Ontario. _

The rest of the paper is organized as follows. The second section discusses
the data sources and the sample design underlying the empirical results, and
the estimation methodology is outlined in the third section. The fourth section
contains a discussion of the empirical results, and concluding remarks are
contained in the fifth section.

DATA SOURCES AND SAMPLE DESIGN

The primary data base of this study consists of 1,930 merger and acquisition
bids that were made during the period 1964 through 1983. The cases were
identified using the Merger Register compiled by Consumer and Corporate
Affairs Canada. This Merger Register contains a total of 9,294 corporate
acquisition bids announced between January 1945 and December 1983 of
which 7,559 were announced after January 1964.% For each merger, the Register

trast, the u.s. government has prevented several hundred horizontal mergers from being con-
summated over the last thirty years, alleging these mergers would ‘substantially reduce com-
petition,” which is a civil offence under Section 7 of the Clayton Act (Eckbo, 1983; Eckbo
and Wier, 1985). A bill to amend the Combines Investigation Act was introduced in April
1984, making mergers and monopolies that reduce competition a civil offence also in Cana-
da. A characterization of Canadian competition policy and how it compares with u.s. anti-
trust legislation is found in Stanbury and Reschenthaler (1981).

7 See, e.g., ‘The Regulation of Take-over Bids in Canada: Premium Private Agreement Trans-
actions’, Report of the Securities Industry Committee on Takeover Bids, November 1983.

& The Merger Register has been maintained by the Department of Consumer and Corporate
Affairs since 1960. It attempts to record all reported mergers in industries subject to the



