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FOREWORD

The Alfred P. Sloan School of Management at the Massachusetts Institute
of Technology uniquely combines management programs for undergraduate, o
graduate, and executive development education and research. The work of
the School is supported, in part, by government contracts and industrial »
grants—in-aid. The work reported herein was supported (in part) by the

Office of Naval Research under Contract N0O0014-76-C-1033.

William F., Pounds
Dean

ABSTRACT

Mergers are not a new phenomenon, but rather an on-going process in
the business environment. They correspond to the combination of two (or
more) firms into a unique business concern. This study is grounded on the
notion that looking at mergers from a financial point of view may provide
a valid platform for analyzing merger movements.

The fundamental development of this study is an equilibrium model for z
determining the market value of a firm when the managerial team is
assumed to have better information than the market. It is shown that when
a firm with superior information does not have sufficient internal .
resources (financial slack) to undertake a project, the full value of
future investment opportunities is not necessarily captured in the market
value of the firm. This conclusion is obtained because there are situa-
tions in which, by taking the project and bringing in new shareholders,
old shareholders lose (from the dilution of their holdings in the firm)
more than what they get from the extra value added by the new project.

The dependency of market value from slack availability opens the
possibility of justifying mergers via tender offers. In this context, the
merger may be understood as a way to inject resources from a "cash rich"
to a "cash poor" firm. The expected payoff of this game is positive and
equal to the loss in market value due to insufficient slack.

Finally, if it is assumed that the market value of the firm should
capture the full value of future investment opportunities, some normative
conclusions regarding the behavior of managers may be stated. The most
important of these conclusions is that the decision of a firm to issue
stock should be unconditional; that is to say, it should be determined
only by the value of the investment opportunity and not linked in any
way with the superior information that the firm holds. In this setting, -
mergers may be viewed as a deterrent for managers deviating from this '
desirable behavior.

iv
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CHAPTER 1: HISTORICAL ANALYSIS OF MERGER MOVEMENTS

The number of acquisitions reported by Nelson [73] for 1895-1956
coupled with a continuation of this series compiled by the U.S. Federal
Trade Commission [92]1[93], have served as the starting point for this his-
torical analysis of merger movements by most authors. Though Nelson data
are taken from sources not directly comparable,* the time series shows
three very distinctive peaks of activity in years 1899, 1929, and 1968
(see Table 1 and Figure 1). These years are normally used as anchors in
the distinction of three main waves of merger activity: first, the turn
of the century period; second, the late 1920's period; and thirxd, the
post-World War II period, beginning in 1945 and with no clear termination
date yet. As Steiner [87, pp. 6~7] puts it, "We are not sure if this
period already ended after the great boom in the late 60's, or if we are
in a long trend of increasing acquisitions which has not yet settled".

The three merger waves are far from being the recurrent manifestation
of a unique phenomenon, corresponding instead to situations with a common
final response (the increase in merger activity), but a different set of
underlying causes. These sets of causes give particular characteristics
to each one of the merger cycles.

The first wave is indicated as the one with the most profound and
lasting effect on the structure of American industry, because this period
saw the emergence of powerful corporations that acquired monopoly control

and captured a substantial share of their markets. The most noticeable

*
Nelson's own compilation for 1895-1920, and Thorp [90] data for 1919~
1939 give substantially different numbers for 1919 and 1920 which are
the unique common years.



TABLE 1:

Nelson Series

Thorp Series

1895~1919
Annual
Year Total
1895 43
1896 26
1897 69
1898 303
1899 1,208
1900 310
1901 423
1902 379
1903 142
1964 79
1905 226
1906 128
1907 87
1908 50
1909 49
1910 142
1911 103
1912 82
1913 85
1914 39
1915 71
1916 117
1917 195
1918 71
1919 171
1920 206
(Sources:

1919-1939

Annual
Year Total
1919 438
1920 760
1921 487
1922 309
1923 311
1924 368
1925 554
1926 856
1927 870
1928 1,058
1929 1,245
1930 799
1931 464
1932 203
1933 120
1934 101
1935 130
1936 126
1937 124
1938 110
1939 87

Mergers and Acquisitions in Manufacturing and Mining 1895-1968

FTC Series
1940-1968

Annual
Year Total
1940 140
1941 111
1942 118
1943 213
1944 324
1945 333
1946 419
1947 404
1948 223
1949 126
1950 219
1951 235
1952 288
1953 295
1954 387
1955 683
1956 673
1957 585
1958 589
1959 835
1960 844
1961 954
1962 853
1963 861
1964 854
1965 1,008
1966 995
1967 1,496
1968 2,300

Nelson [73], Federal Trade Commission Statistical Compilations

on mergers [92][93])
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FIGURE 1: Historical series for mergers and acquisitions of manufacturing
and mining firms. (Source: Reid [78]).
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examples are Standard 0il (which started an aggressive acquisition program
as early as 1872 to finally reach 90 percent market share of U.S. refining
capacity by the end of the last century), U.S. Steel (65 percent market
share), General Electric (virtual duopoly with Westinghouse), American Can
(70 percent market share), American Tobacco (90 percent market share),
DuPont (85 percent of the market), and many other companies still showing
large operations in present times (see Lynch [55], p. 21 and Sherer [84],
pp. 103-106). Markham [57, p. 180] has summarized the fundamental change
of American industry in this period by stating that 'the conversion of
approximately 71 important oligopolistic and near-competitive industries
into near monopolies by merger between 1890 and 1904 left an imprint in
the structure of American economy that fifty years have not yet erased".

No unique factor can be cited as the cause for this first merger move-
ment dampening. Some reasons given are the exhaustion of merger opportuni-
ties at that time, the increasing number of failures in merger ventures
which concluded with some panic in the securities market, and the recession
of 1903-1904. Also, an important role is assigned in the termination of
this merger wave to the first successful challenge of a monopoly in a noto-
rious case. In fact, though the Sherman Act had been passed in 1890, it
was only in 1904 that the first antimonopoly precedent was set in the
Northern Security case."

The second merging wave, that culminated in 1929, "had a much less

R ]

dramatic effect in concentration'" (Sherer [84], p. 107). Stigler [88,
p. 31] has described this period as one in which oligopolistic structures 5

are created rather than monopolistic ones. While horizontal concentra-

*
U.S. vs. Northern Securities Co., 1904 [94].
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tion was largely achieved in the first period,
... casual observation suggests that the wave of the
1920's was characterized by a much higher incidence
of vertical integration and conglomerate diversifica-
tion mergers than its predecessor... Although these
conglomerate and product line extension mergers no
doubt have some adverse effect on competition, it was
an effect qualitatively different from the predomi-
nantly horizontal mergers of the 1887-1904 era.
(Sherer [84], p. 107).

The lack of documentation on the second merger wave has conspired
against the realization of a more careful analysis, and there is some
controversy on the real proportions and characteristics it had. Eis [18]
has made a study that cast some doubt on Stigler's and Sherer's conclu-
sions when stating that:

- horizontal mergers were more important than vertical and conglomerate
mergers;

- the most active acquirers tend to be the large dominant firms, thus
suggesting a further increase in monopoly, power;

- antitrust laws were rather ineffective during this period.

Part of the difference between the first and second merger waves is
attributed to the legal climate prevailing at that time with regard to anti-
trust policy. Two legal bodies which could challenge the legality of
mergers had been passed: the already mentioned Sherman Act (1890), and the
Clayton and Federal Trade Commission Acts (1914). They probably acted as
deterrents for some time, but a loophole was soon recognized in the Clayton

Act that made it inoperative until the dictation of the Celler-Kefauver Act

*
in 1950. On the other hand, the 1911 case of Standard 0il [86]

*
The Clayton Act is intended to prevent mergers that affect competition,

but its intial formulation banned only the acquisition of the stock of

another company, but not the direct acquisition of its assets. This is
the loophole that the Celler-Kefauver Act corrected.
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interpreted the Sherman Act in terms of the rule of reason, which does

not prohibit the acquisition of monopoly power, but its exercise against

competitors. This tolerant view of monopolies was reversed only in 1945
*

in the Aloca case , in which it was determined that the mere existence

of monopoly power could be unlawful, though it were unexercised.

The Sherman Act is now sufficiently grounded as to make illegal any
further increase in market concentration.

As of 1972,.. if it is an exaggeration to say that there
is today a consensus among economists, lawyers, and
courts that horizontal acquisitions by leading firms

of genuine competitors have a strong presumption of
adverse net effect, it is not much of an exaggeration.
The Supreme Court has supported the government in
virtually every attack on a horizontal merger. To

be sure, there is disagreement on details such as how
large is a leading company, who is a genuine competitor,
what is the relevant market, etc., but these are matters
of detail, not of basic principle.

(Steiner [87], p. 51).

This view is reinforced with the 1968 dictation of merger guidelines by
the Department of Justice, indicating that the legality of any merger that
tended to increase concentration beyond well defined limits, would be

challenged in the courts. For example: in a highly concentrated market

(four-firm concentration ratio is 75 percent or more),

.+«. the Department will ordinarily challenge mergers
between firms accounting for, approximately, the
following percentages of the market

Acqiring firm Acquired firm
47 4% or more
10% 2% or more
157% or more 1% or more

(Thomson and Brady [89], pp. 186~187).

*
United States vs. Alcoa, 1945 [95].
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The role that antitrust laws are playing in the current merger wave is
nicely illustrated by Kraar (48, p. 192] when reporting the General
Electric-Utah International merger in Fortune. He indicates that a request
was sent to the Justice Department asking for "a review of the merger and
assurance that the government did not plan to fight it". This clearing was
obtained only after some changes were introduced in the contract between
the two merger parties. The final decision to merge was dependent on this
favorable opinion of the Justice Department. This Government clearing is a
step that has been preventively taken by many firms prior to their decision
to merge.

The increased chances of successfully challenging a merger that in
some way increases monopoly power, in all likelihood has been a powerful
incentive to favor the less discredited conglomerate route during the third
merger wave. Table 2 presents the wave of the late 1960's in the perspec-
tive of previous and later years. From this table, it may be observed that
conglomerates in general went over 80 percent during the late 1960's wave,
and unrelated conglomerates have been gaining importance continually, even
after the wave's peak.

The premises used by FTC to determine the type of a merger are worth-
while examining in more detail, because they tend to overemphasize the

level of conglomeration:

Larger mergers are classified into three basic categories:
Horizontal acquisitions involve firms that are direct com-
petitors in the same geographic market.

Vertical mergers link firms that had buyer-seller relation-
ships prior to acquisition.

Conglomerate mergers, essentially, are those mergers that are
neither horizontal nor wvertical.

The conglomerate category can be subdivided into three classi-
fications:
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*
TABLE 2: Perspective of the Late 1960's Merger Wave (Large Acquisitions

in Manufacturing and Mining).

POST-WAVE

PRE-WAVE WAVE
1948-1962 1966-1970 1972-1974
Number of !Assets Number ofjAssets | Number of |Assets**
TYPE OF ACQUISITION Firms (%) (%) Firms (%) (%) Firms (%) (%)
Horizontal 25,2 25.5 7.9 11.4 28.3 26.3
Vertical 14,2 16.1 9.1 6.7 10.9 8.2
Conglomerate 60.6 57.4 83.0 81.9 60.9 6505
- Product extension 38.8 36.0 53.2 40.4 26.1 23.4
- Market extension 6,0 5.5 2.4 6.7 4.9 8.6
- Other (unrelated) 15.8 15.9 27.4 34.7 29.9 33.4
AVERAGES PER YEAR in
# of firms & 34,7 1111.5 142,2 8607.4 58.3 3076.0
million* of dollars
AVERAGE SIZE PER
AQUISITION in 32.1 60.5 52.8

million of dollars

Large Acquisitions are those involving assets of $10 million or more

*k

Data for 1974 are provisory.

(Sources: FTC, Statistical Report on Mergers and Acquisitions, Bureau

of Economics, Report 6-15-22, 1974 and Report 6-15-27, 1975) [26].
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Product extension mergers involve companies that are
functionally related in production and/or distribution,

but sell products which do not compete directly with one
another.

Market extension mergers link companies that manufacture the
same products, but sell them in different geographic markets.
Unrelated conglomerate mergers involve the consolidation of
two essentially unrelated firms.

(Federal Trade Commission [26], p. 15).

By defining as conglomerate any merger in which no clear horizontal or
vertical link is found, probably an upward bias in the level of conglomera-
tion is being reported. The most clear example is market extension mergers
that must be classified as horizontal when the whole country (instead of a
limited geographical region) is considered as the market place.

Nonetheless, even without considering market extension mergers, the
level of conglomeration peaked in the late 1960's, and the unrelated con-
glomerates class has been steadily rising, virtually to double its prewave
share of total mergers. To a large extent, this result is being shaped by
the enforcement of antitrust laws, because firms move on safer grounds when
the merger is of the conglomerate type, mainly when it is a pure conglo-
merate. Also, horizontal and vertical mergers being consumated do not seem
to be affecting competition in any important way. Sherer [84, p. 109]
expresses that if the tightened enforcement criterion of the antitrust law
continues, 'we can confidently expect mergers to contribute virtually
nothing to the future growth of concentration within individual markets".
This expectation is corroborated by a rather limited study conducted by the
FTC [26, pp. 72-74] whose conclusion is that companies in the sample 'did
not acquire substantial market position in new areas. Individual market
shares were less than 1 percent in 53.6 percent of the acquired product

classes... in 82 percent of the acquired product classes, the sample con-
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glomerates had market shares of less than 5 percent" (market share is
defined as the ratio of firm shipments and industry shipments, where
industry is a 5~digit SIC sector).

If concentration is not the main concern with conglomeration, ''super
concentration" is starting to be. This is the accumulation of excessive
economic power in a limited number of giant corporations, which is normally
measured as the percentage of total assets held by the largest 100 or
200 corporations. The argument is that
excessive concentration may endanger the social and political system of
the country. Steiner [87, p. 288] citing the then Attorney General of the
United States John Mitchell, writes: "I believe that the future vitality
of our free economy may be in danger because of the increasing threat of
economic concentration by corporate mergers... The danger that this super-
concentration poses to our economic, political and social structure cannot
be overestimated". Edwards [16, p. 42], in a 1965 testimony before a Sub-
committee of the Senate Judiciary Committee expressed this view about the
excessive competitive advantages of big firms:

A big firm has advantages over a smaller rival just
because it is big. Money is power. A big firm can
outbid, outspend, and outlose a small firm. It can
advertise more intensively, do more intensive and
extensive research, buy up the inventions of others,
defend its legal rights or alleged rights more
thoroughly, bid higher for scarce resources, acquire

the best locations and the best technicians and execu-
tives. If it overdoes its expenditures, it would absorb

losses that would bankrupt a small rival.

Galbraith [29] has devoted his book The Industrial State to the analysis

of big business power.

Despite the .inflamatory arguments against big business, the present
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antitrust legislation does not appear to be mature enough to handle it.

If size per se is considered to be a problem, new legislation and new
legal precedents may be required. Size is not necessarily a problem
linked with mergers, but legislation of that sort ceuld be a new deterrent
for merging. For the time being, superconcentration is only a spéculative
subject, and does not seem to be playing an important role yet as a

deterrent of mergers.
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CHAPTER 2: MOTIVES UNDERLYING MERGERS

A large number of causes have been mentioned in the literature as
potential stimuli for merging. Most of these causes have been observed
in different merger episodes playing roles of varying degrees of impor-
tance, depending on each particular set of circumstances encountered.
The multicausality of the merger phenomenon has conspired against the
development of a broadly accepted theory for their study, and has con-
fused the discussion around policy issues.

The purpose of this section is to review and briefly comment upon

the most commonly mentioned motives underlying mergers.

2.1 Acquisition of Monopoly Power

An important piece of the merger activity observed during the turn of
the century wave can be explained by the declared interest of firms in
acquiring sufficient control of the industry in which they operated. The
stabilization of revenues by avoiding price wars, and the securing of a
healthy profit margin moved firms into the merging path.

Though the acquisition of monopoly power is still a valid reason to
merge, its present importance is not easily discernible, because of the
more strict enforcement of antimonopoly laws, and the appearance of con-
glomerates as the most popular merger route. As opposed to horizontal and
vertical mergers, that can affect competition when reaching certain size,
conglomerates do not contribute significantly to increasing concentration
(Goldberg [30]).

Nonetheless, new and more subtle ways of restraining competition are
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available to conglomerates, which are changing the focus of the antitrust
debate from pure concentration to bigness, subsidization (cash transfer),
reciprocity, exclusive dealings, mutual forbearence (the 'live and let
live" doctrine among conglomerates that confront each other in many
markets), tied sales, discouraging de novo entrants (impact over potential
competition), macro-concentration, and economies of scale in public
relations (lobbying), litigation, access to capital markets, and research
(Steiner [87], Blair [9], Edwards [16]). Lorie and Halpern [54] discuss
these and other "allegedly harmful effects on conglomeration" taking a
different stand in the debate when concluding that "there is remarkably
little evidence that conglomerate mergers do very much harm or very much

good for that matter" (p. 165).

2.2 Attaimment of Real Economies: The Synergistic Effect

Independent of the circumstancial reasons that may lead to the merging
of two firms, the presence of real economies will give to this decision a
seal of socilal respectability; because, from society's point of view, the
more efficient utilization of resources of the two firms combined will
generate a more desirable situation. Economies of scale and complementari-
ties in processes like production, distribution, marketing, administration,
and financing, may be sources for the attainment of real economies.

Horizontal and vertical mergers may be explained, in part, as a way
of getting scale economies and complementarity of operation, but two
reasons stand against this conclusion. First, the present market share of

large firms may sustain many plants of optimal scale (see the seminal
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article by Bain [4] and his book [5]); and sec&nd, when two independent
plants are brought under common control, only marginal savings of 1/4
percent to 1 percent may be realized, because the design characteristics

of plants in operation are hard to modify. 'All of this is very negative,
and rightly so, for there simply does not appear to be much opportunity to
realize plant scale economies through merger, unless an interaction effect
with monopoly elements exists' (Sherer [84], p. 117). Some evidence corro-
borating this conclusion has been added by many empirical studies that,
when looking at the economy from a macro perspective, have found a produc-
tion technology with constant returns to scale.

Other forms of scale economies have been recently commented upon, in
relation with the advantages of big over small business and the impact that
this assymetry may have on competition (lobbying, litigation, access to
capital market, and research). Archer and Faerber [3] have found a signi-
ficant negative relation between the cost of raising external common stock
capital and the size of the firm. (This relation is also obtained when
using size of the issue instead of size of the firm, because both
variables show a high correlation of .87). Jackson [44] finds little
support for the defense of mergers based on these kinds of efficiencies,
because the welfare loss by the increase in monopoly power is likely to
exceed the gain in efficiency.

Aside from scale considerations, complementarities in the production
and distribution process are more likely to generate real economies. This
assertion is suggested in a study conducted by Rumelt [80, pp. 150-151],

in which he concludes that:
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... the dominant-constrained and related-constrained
groups were unquestionably the best overall performers,
and both strategies are based upon the concept of
controlled diversity. Neither totally dependent upon
a single business nor true multi-industry firms, these
companies have strategies of entering only those busi-
nesses that build on, draw strength from, and enlarge
some central strength or competence. While such firms
frequently develop new products and enter new businesses,
they are loath to invest in areas that are unfamiliar to
management.

This statement is pointing at the superior performance attained by firms

that diversify in fields whose production, distribution, or marketing

activities are related with the main line of business.

Other forms of complementarity of resources usually mentioned in

relation to mergers are the following:

1) The use of managerial skills or advanced managerial technology that

a large corporation can make available to a small firm. Steiner [87,

pp. 186-187], citing a Brian Hindley study [37, pp. 185-221], advances the
conclusion that "an index of the ineffectiveness of the incumbent manage-
ments was very much higher for the targets than for the controls, and

thus provided the support for the hypothesis that mergers were transactions
in the market for corporate control". This conclusion is reinforced with
the FTC report on conglomerate mergers performance [26, p. 29], which indi-
cates that the median profit of the acquired firm was 76.5 percent of the
corresponding industry profit rate (profit is defined as net income after
taxes expressed as percent of stockholders' equity). Mandelker [56, p. 681]
also suggests that "our results for the acquired firms are consistent with
the hypothesis that mergers are a mechanism by which the market system

replaces incompetent management'.
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ii) The access to sophisticated R&D, patent rights, or other exclusive
resource of the acquired firm that becomes accessible to the acquirer
through the merger. This scarce resource gains in economic value, because
its potential commercialization can be fully realized with the capital
and general support that the acquirer makes available to
the acquired firm (Sherer [84], p. 118). The validity of this hypothesis
is strongly suggested by Mandelker [56, p. 685], when stating that:

There is no evidence to indicate that the acquiring

firms overpay and thus lose from mergers, as some

studies have previously concluded. However, the stock-

holders of acquired firms earn abnormal gains from

mergers. That is, most of the gains from mergers go

to the stockholders of the acquired firms, This

result may imply that these stockholders are operating
in a market in which they have some unique resources

whose potential gains are realized at the time of the
merger. Our results are consistent with economic gains
associated with mergers and with economic rent for the
acquired firms.
Another piece of evidence is given in the FTC study [26, p. 37], when
reporting that only 7 out of 99 R&D groups of the acquired companies were
affected by the merger. This pattern may be indicating the willingness

to make use of the exclusive knowledge, skills, and resources held by the

acquired company.

iii) The open flexibility to utilize slack resources of one firm in the
other's management or operation. Typical cases are cash transfers between
firms (from a cash-rich to a cash-hungry operation), and a more thoroughly
utilized debt capacity of the acquired firm. If these transfers in fact
generate an increased productivity of the resources, or if they are only

redistributional arrangements is something that may be debatable. None-
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theless, it is always possible to think of slack resources in one firm
being used in the other. Alternative examples are management transfers,
and joint utilization of some production, distribution, or marketing

facilities.

iv) The obsolescence of the acquiring firm, and the need for a powerful
incentive to modernize its operation has been indicated by Levinson [50,
p. 66] as a plausible reason for merger when stating:

Inevitable, organizations, like aging people, become

more stereotyped in their ways, less adaptable to

changing conditions, and less flexible in their efforts

to cope with their environments. In a word, they become

obsolescent. The executives, too, become obsolescent.

One way of obtaining enterprising new blood, they decide,

is to buy an enterprising organization.
An implication of this comment is that if a firm has decided to maintain
its main line of business, and this business reaches its maturity stage,
the firm may become obsolescent even without noticing it. All things may
be running smoothly until an aggressive new competitor comes in, the
product sold no longer has the favor of the consumer, or any other unfore-
seen event occurs that catches the firm by surprise. Unless the firm
maintains a degree of alertness, it may be thrown out of business, or its
market position been seriously damaged. Levinson is suggesting that one
way of regaining the enterprising spirit is by merging with a new organi-
zation that has it. It may be added that one way of avoiding the organi-

zation obsolescence, is to keep a changing atmosphere by adding new lines

of business.
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2.3 Other Economic Motives

Other incentives that two firms may have to merge are the realization
of private economies which are more related with an income redistribution,
than with the more efficient utilization of resources. Some examples

may serve to clarify this point.

i) The hallucination of the capital market with the acquisitive aggressive-
ness shown by the group called "go-go conglomerates', may have served the
purpose of over valuing the expectations of a merge, and increasing the
amplitude of the merger wave in the late 1960's. Lynch's [55] core argu-
ment in his thesis is the existence of a "feedb;ck relationship" affecting
the market valuation due to the immediate impact that a merge may have on
earnings per share. This is an argument hard to support in the light of
current developments in corporate finance, though it may have played a
significant role in the late 1960's., Myers [69, pp. 638-640] calls this

result the bootstrapping effect..

ii1) Changes in the capital structure of a poorly levered firm may produce
an extra revenue stemming from the tax shield of interest payments. In
the often mentioned FTC study [26, p. 40], borrowing practices are
reported to have changed in 70 out of 99 acquired companies, and partly

changed in 4 more. Whenever it was advantageous to borrow from head-

quarters (mainly for small related acquisitions), this was done.

iii) The increase in size of a firm may allow the attainment of larger
quantity discount in input prices, with the consequent cost reduction

(which may or may not be partly passed to consumers as a price reduction).
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iv) In some cases, the present structure of tax laws can generate powerful
incentives to merge. This is usually the case of small firms, closely
held by a family group, lightly traded in the market, lacking the required
managerial expertise to continue operating it, or simply short of interest
to do so. For a capitalized small firm the merger route is more cénvenient
than the dividend route to get the money out, because of the different tax
treatment given to capital gains. The application of inheritance laws can

give similar incentives to merger (Sherer [84], p. 115).

v) The carry over provision in the corporate tax law, can also provide
an incentive to merge under determined circumstances. This provision
allows future tax credits on losses incurred during the current accounting
period. If the cash flow of a firm can not absorb these credits, they will
be irretrievably lost. One way .out of this problem is for the firm to
merge with another firm showing sufficient slack in its cash flow as to
make use of the tax credit.
Textron is often cited as the classic example of use of tax-
loss carryovers to finance a great diversification. Between
1952 and 1959 it paid only $634,000 in corporate income
taxes despite an aggregate net income of nearly $55 million:
an effective rate of 1.2 percent. During 1960 and 1961 this
rose to a rate of 21 percent, still well below the corporate

average.,
(Steiner [87], p. 80).

In the very controversial acquisition of Carborundum Co. because of

the high premium paid, Kennecot cited a tax deduction as a benefit obtained

from the merger that might otherwise have been lost or deferred (The New

York Times, Friday, December 9, 1977, p. D11).

vi) Merging with a competitor can produce important savings by the
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elimination of self cancelling promotional efforts (in addition to the

extra monopoly power that may be gained), but this is a controversial issue.

vii) The public release of accounting reports by a firm has an impact in
the capital market, because that information affects the expectations that
security holders have with regard to the firm's value. On the other hand,
it 18 a well known fact that firms do have certain leeway for presenting
their financial statements. Some accounting practices can generate, at

a first glance a more optimistic outlook than the real situation, and
produce wrong expectations in the market (at least in the short run).
Steiner [87, pp. 96-127] indicates that the accounting practices prevailing
in the late 1960's may have fostered the merger wave at that time. See
also the testimonies of Mueller, Turner, and Weinberger before the U.S.

Congress [91], strongly recommending the modification of existing

practices in financial reports.

2.4 Diversification of Risk

A broad spectrum of business will generate a smooth financial opera-
tion of the firm, because random fluctuations of cash streams will tend to
cancel each other. A diversified portfolio of activities will reduce the
overall risk, will make the company less vulnerable to a downturn in one
business sector, and will bring added flexibility to mobilize resources
among different units of the firm. As Forbes [27, p. 63] puts it: "And
that is the continuing appeal of conglomeration: the comforting contra-
clyclicality of a more broadly diversified earning base, and the increased

opportunity to shift capital to where the return is".
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The stability thus obtained has clear benefits to the managerial team,
but the benefits derived by stockholders are not clear, because they can
get the same diversification effects by transactions in the capital market.
Therefore, financial theory in its current form predicts that divérsifica-
tion per se has a zero market value (see for example Levy and Sarnat [51]).

The fact is that firms do diversify, and that the degree of diversi-
fication has been growing (see FIC [26, pp. 63-65]). Berry [8] makes an
empirical analysis to determine if large corporations are increasing its
degree of diversification, and if the merger activity is affecting (or
being affected by) the rate of growth. He detects an increase in diversi-
fication between 1960 and 1965, but the relative sizes of the new businass
lines are small compared with the traditional activity of the firm. The
other observation made by Berry is that firms tend to diversify within
the 2-digit industry group, thus maintaining some sort of relation with
the principal activity. (He suggests that "that kind of diversification
is only one small step removed from consolidation of market through
horizontal acquisition".)

Spreading the risk of the firm is a contended reason for diversifi-
cation, as is illustrated in the Kraar [48, pp. 187-188] report in
Fortune on the General Electric-~Utah International merger:

Littlefield [Utah's chairman], his wife, and their

children held shares worth about $50 million... He
belongs to one of 'the families' - the

innumerable descendents of Utah International's founders
- who still owned 40 percent of the stock... While
Utah's mineral interests were highly varied, its dispro-
portionately large investment in Australia greatly
concentrated the risks... 90 percent of its earnings came
from a single commodity in a single country, metal-
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lurgical coal from Australia... Littlefield urgently
wanted to diversify... For several years, Littlefield
explained to the G.E. Chairman, he had hoped to diversify
by acquisition. But Utah's lean management team, superb
as it was at mining, knew practically nothing about other
industries.

It is apparent from this case that if stockholders do not hold a
diversified portfolio, they will benefit from diversification by thé firm.
This is likely to be the case of managers, who normally own or control
a sizeable amount of shares on their own companies (see Table 3).

Lynch [55, p. 79] reports for his sample of acquisitive conglo-
merates that directors owned an average of 1l percent of the outstanding
shares, and chief executives an additional 4 percent. For chief executives

the market value of shares represented 17.5 years of average salary.

If trading of these important fractions of shares is not fluid in
the market, this will leave the most important decision makers of the firm
with an unbalanced portfolio, thus stimulating internal diversification.
Some reasons that may stand against free trading of these shares are:

- Loss of control in a family business (Utah's case).

- Institutional regulations by S.E.C. that forbid the use of internal
information. (Rockwell's chairman sold his shares before the decision
that turned down the B-1 bomber, and he has been accused under these
provisions.)

- The negative signal to the market when a big piece of stock is sold
will usually render a lower average price than the current price of
shares (Scholes [81}).

Another reason that will prevent stockholders in general from having

a perfectly diversified portfolio is the cost of transactions. They may
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TABLE 3: Shares Controlled by Chief Executives of Large Corporations

Averagelihates Shares owned/controlled

owned/controlled -
by wvalue (1970) Average salary per year

Big 10 industrials 16,218,000 48.0

Big 10 commercial banks 2,075,000 10.1

Big 10 retailing co. 1,442,000 6.1

Big 10 transportation co. 188,000 1.1

Big 10 utilities 104,000 0.6

Big 10 conglomerates 5,639,000 18.6

Shares owned/controlled expressed as years of average salary.

(Source: Reid [78], p. 53).
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provide an incentive for firms to diversify internally in order to
eliminate these costs to stockholders.

Other lines of reasoning to justify internal diversification are the
increased likelihood of future survivability, and the added flexibility
in conducting the firm. Survivability is a primary goal for manaéers and
people working in the firm, though it is not given any extra value in
the stock price according to financial theory (unless bankruptcy costs are
introduced).

With regard to flexibility in the firm conduction, additional benefits
are derived when having a diversity of business with different timing in
their cash inflows and outflows, because cash may be transferred from a
cash-generating to a cash-hungry division, without recurring to the capital
market, which may become very expensive and restrictive (brokerage fees,
interest expenses, capital shortages). The company has created a sort of
internal capital market operation, with no transaction costs, and with full
control over it. This is in itself an approach to strategic planmning of
business firms, which the interested reader may further explore in Hax

and Majluf [35].

2.5 Increase the Size of the Business. The empire building motive.

Managers' objectives do not necessarily coincide with shareholders'
objectives, and instead of maximizing shareholders' wealth (equivalent to
maximizing profits in the theory of the firm), managers may be pursuing
other goals. A lot of theoretical and empirical research has been done

in this area, and it is not the purpose of this paper to review that work.
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One alternative to profit maximization that has some popularity is
the assumption that firms maximize sales subject to a minimum profit con-
straint (Baumol [6]). This hypothesis corresponds to size maximization,
when size is defined as total sales revenues, as it is usually done by

business magazines (Fortune, Forbes, for example). As support of Ehis

tentative hypothesis, it has been found that managers' compensation is more
related to total sales than to total profit, though the evidence is some-
what clouded by the difficulty in getting a stable profit measure.
Williamson's work [101, 102, 103] gives credibility to sales maximization
as a plausible objective in periods of favorable economic situations, as

a way to create a managerial slack that may be disposed of under more
stringent conditions. He assumes that managers maximize a personal
utility function in which profit and slack variables are present.

A mechanism for continuously maintaining the stockholders' interests
within the managers' perspective, is compensating managers with stock
options, for making sure that they favor themselves when trying to favor
stockholders in general. Nonetheless, managers may pursue an aggressive
pattern of growth for getting size related advantages like quantity dis-
counts, and greater negotiation capabilities to confront the government,
suppliers, competitors, and others. Also, personal reasons as prestige,
other forms of pecuniary compensation, ambition, power, showing own capa-
bilities, and other self-fulfillment needs may justify the managers look-
ing for size rather than for profit maximization.

Mergers are a way for substantially increasing the size of the firm
in a short time span, and may be an attractive strategic alternative for

accomplishing the growth target of the firm. Moreover, the initial outlay
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required for acquiring an ongoing concern may be lower than for raising a
new business; and, certainly, merging is faster than building from scratch.
The most acid critic of the managerial motivations behind the merger
activity has been Reid [74]. He presents some data for the 500 largest
industrial firms in 1961 and concludes that sales growth goes up with the
increase in merger activity, but profit growth goes down dramatically.
On the other hand, Weston and Mansingka [98].obtain a slightly superior
profit performance (measured as return on equity) of conglomerates over
a control group, thus contradicting Reid's claims. Some controversy
developed around this issue, with Reid's answer [76] and later inter-
changes (Weston and Mansinghka [99], and Reid [77]; Conn [15], and
Weston and Mansinghka [100]. Reid [78] has recently sustained his original
position in a new book.)., The controversy is not settled, and Steiner
[87, p. 195] has argued that the two studies may have provided "complemen-
tary rather than conflicting evidence', if assuming a multiple attribute
objective function.
A more neutral view of the impact of conglomeration is obtained from
a Forbes (January 1976) report indicating that the median return of equity,

as well as the median sales growth for conglomerates, are identical to

the all industry medians (11.6 percent and 10.9 percent, respectively for
the five year period 1971-1975). This suggests that conglomerates behave
like a well diversified portfolio of the industries, being neither better
nor worse than the average. A similar finding is reported by Melicher and
Rush [59], in a comparison of conglomerate and non-conglomerate firms
operating in the same basic industries for the 1965-1971 period. Though

financial strategies, and risk-levels are different, operating profit is
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fully comparable between the two groups.
A prudent conclusion from this contradictory set of evidence is to

require a more careful look at the profitability of conglomerates.

2.6 Promotional and Speculative Profits

Brokerage fees and the compensation going to the promoters of a merger
have been reported to be substantial in the first merger save. In the con-
solidation of United States Steel Corporation,

... approximately 150 million of the stock of the corpora-
tion, nearly one-seventh of the total, was issued,
directly or indirectly, to promoters and underwriters.

The American Can Co. was formed with an authorized
capitalization of $82 million, and of this amount it is
estimated that promoters and underwriters received $17

million or approximately one fifth.
(Lynch [55], p. 23).

It is suggested also by Markham [57, p. 163] that in the second merger
wave, as well as in the first one, promotional profits played a fundamental
role in the rise and failure of mergers. The crude maneuvers used by that
time have been forbidden with the passage of the Securities Act of 1933,
and the Securities Exchange Act of 1934, which regulate the disclosure of
all information related to a new securities issuing, including the promo-
ters' remuneration.

New and more sophisticated ways of reaping speculative profits can
always be invented, and the P-E ratio game of the late 1960's may be one
of them. Nevertheless, the feeling is today that people learn, and that
promotional profits should not play a major role in the future, at least
for explaining a long-run, more stable merger activity.

At present, promoters are acting as arbitrators in merger episodes.
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They buy shares at a relatively low price, and have a profit or loss
depending on how the merger consolidation develops. Vartan reports in the

New York Times (September 20, 1977) [96]

... the biggest pot at the end of the rainhow saw
arbitragers recently turn a profit estimated at $30
million to $40 million in the bidding duel for
Babcock and Wilcox [a successful merger]... computed
on the basis of yesterday's closing price for

Gerber, potential losses for the arbitrage fraternity
could amount to as much as $10 million to $15 million,
according to several professional arbitragers
[unsuccessful merger].

In the same edition of The New York Times (September 20, 1977),

Cole [14] comments on the withdrawal of Anderson Clayton tender offer for
Gerber, and the immediate deep drop in Gerber's stock price from 34 3/8

to 28 1/4. The Wall Street community, holding "an estimated 500,000

Gerber shares on which they expected to make a profit'", filed a suit
against Gerber looking for damages compensation. The stockholders charged
that Gerber officers were "motivated by interests in preserving their own
offices and emoluments, and engaged in 'deceptive, fraudulent, and
manipulative' acts in opposing the Anderson Claytén take over."

This episode seems to indicate that brokers can exercise some leverage
for successfully completing a merge once it has been announced, because
they represent an important group of stockholders at the time of negotia-
ting the merger. A more subtle question is if they can ignite a tender
offer for a company after buying a sizeable fraction of its stock at

depressed prices.
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CHAPTER 3: MODELS OF MERGER. SOME THEORETICAL AND EMPIRICAL WORK REVIEWED

Many attempts have been made to capture the merger phenomenon in a
simple model. A representative sample of the theoretical and empirical
work pursuing this end will be reviewed here. Some of these studies have
have been partly presented already when discussing motives for merger,
but they are now repeated within the context of this exposition.

The main objective in this chapter is to uncover the fundamental lines
of thought guiding the research on the merger subject, evaluate existing
studies under that perspective, and determine in which way they may be
complemented or modified to make them more responsive to current thinking
in the area.

To accomplish this end, the merger studies will be loosely organized
in the following classes:

- empirical determination of mergers profitability;
- mergers as a result of managerial decisions;
— financial explanations for conglomerates;

-~ gtudies on merger waves.

3.1 Empirical Determiniation of Mergers Profitability

The main body of research in mergers is aimed at determining their
profitability, either to prove or disprove the existence of net gains,
to understand the causes behind that result, and to evaluate the social
desirability of an unrestricted merger policy.

Different research lines have been pursued in the profitability studies

of the after World War II merger wave, some with more intensity than others.



-37-

The basic design utilized in all of them considers the selection of the

following components:

- a study period;

- a sample of all mergers in that period;

- different profitability measures; and

- a benchmark to compare these profitability measures against it.

The profitability measures have been selected either from the firm's
financial statements, or the capital market parameters. With regard to

the benchmark selection, there are many different criteria utilized, but

they can be broadly defined as:

- merging firms before vs. after the merger (Segall [82]);

- mergers vs. similar sample of non-merging firms (Kelly [47], Hogarty [41],
Gort and Hogarty [32], Weston and Mansinghka [98], Lev and Mandelker [49],
Melicher and Rush [59]1[60]);

- market value of mergers vs. forecasted market value of participants
(Shick [83], Halpern [34], Mandelker [56], Ellert [18]).

These works are now reviewed, highlighting those ideas that seem to

be the most relevant in them.

3.1.1 Merging firms before vs. after the merger

The Segall Study [82]

Segall discusses three popular hypotheses for merging: "firms merge
to achieve monopoly (or oligopoly) positions, to grow to an optimum size
or to reduce risk through diversification" (pp. 17-18). But, he argues,
the first two are not sufficient to explain interindustry mergers, and

diversification may not be a desirable goal to stockholders, because
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"some may prefer the possibility of a very large gain even at the risk of
exposure to a very large loss'", and also because 'stockholders can get
all the diversification they want at a relatively low cost through adjust-
ment of their personal portfolios without the intervention of the firm'"
(p. 18).

Segall elaborates also on other reasons for merging like the notion
of idle or excess capacity ("merging may be an effective way of obtaining
output from otherwise idle or poorly utilized resources" [p. 18]), the
possibility of bargains ("stockholders may benefit because their managers
may discover undervalued or perhaps poorly managed firms which may be
acquired at bargain prices" [p. 19]), and the exhaustion of opportunities
for internal investment (the "firm tries to acquire other firms which do
‘have investment opportunities'" [p. 19]).

From examining all these reasons against existing evidence, Segall
concludes that "there is no single hypothesis which is both plausible and
general and which shows promise of explaining the current merger movement.
It may be that there are as many causes of mergers as there are mergers'
(p. 19).

Segall measures the profitability of mergers by using a sample of
58 mergers consumated during the 1950 through 1959 period, and such that
the assets of the acquired firm were at least ten percent of the assets
of the acquiring firm. The index used to measure profitability "is the
rate of discount that equates the present value of cash dividends plus the<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>