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CHAPTER ONE

MERGERS

1.7 DEFINITION

Merger is a term used loosely. In the U.S5.A. it signifies a
joining together of the component parts of two companies involving
the closure of one, but for business purposes such mergers need to
be more closely defined.

It is not possible to give a precise definition for although
mergers have a legal connotation, no legal definitions are available.
However, merger can be defined as follows:-

A merger is quite similar to a consolidation except that, when
one or more firms are mergzd, the resulting firm maintains the
identity of one of the firms. A merger may also be clearly defined
as a combination of two corporations where only one survives.
Mergers are gz=nerally confined to combinations of two firms that are
unequal in size; the identity of the larger of the two firms is
normally maintained. Generally, the assets and liabilities of the
smaller firm are consolidated into those of the larger firm. The
merger may be used by a larger firm to obtain the assets or the
common stock of a smaller company. The largsr firm pays for its
acquistion with cash or with preferred or common stock.

Growth is vital to the well being of a firm. Growth is
essentially needed for a firm to attract able management by offering
rapid promotion and challenging creative activity. Without able
executives, the firm is likely to decline and die. Merger activity
has played an important part in th2 growth of the firms. So

financial managers are required both to appraise the desirability



of a prospective purchase and to participate directly in evaluating

the respective companies involved in a merger.

1.2 MAIN TYPES OF MERGERS

1. Horizontal
2. Vertical
3. Conglomerate

4. Geographical

1.2.1 Horizontal Mergers

A Horizontal Merger is a merger of two or more companies that
compete in the same industry and operate at the same level of
production or distribution. A merger between the two retailers who
sell the same product lines is an example of a horizontal merger.
The merger of two textile mills is also a form of horizontal merger.
This type of merger allows the firmto expand its operation in an
existing product lire and at the same time‘eliminate a competitor.

It may seek to become a'price leader] and if it assesses that the
elasticity of demand is not high, and competition is restricted it
could increase prices and thus make extra profits. The aim could

be to obtain the advantage of economies of sale and spreading a
fixed cost over a large output. For instance, two finance directors
or two purchasing agents of two firms after merging may no longer

be required. As a result fixed cost per unit of products will be
decreased. Economies are also expected to result through the
purchase of merchandise in large quantities and thus a large ware-
house can be used up to its fullest extent. There would be no need

to hire more warehouses for storing raw materials and finished



goods. Duplicate sale channels can be also avoided. Sometines, a
horizontal merger of firms increases sales by increasing the
diversity of styles and sizes of the finished products. For example
the producer of soft drink (say Coca-Cola) may give special offers
by increasing 1234% of quantity at the same price. As a result the
sales of Coca-Lola may be increased enabling the firm to earn more
profit.

The company acquired might have special 'know-how' or patents
which could be developed profitably by the acquirers, or the
acquirer might be planning expansion and identify an established
smaller company whose acqusition would permit it to enter the new
market quickly and effectively. On other occassions the acquirer
might identify an unprofitable company with poor management, which
it could revitalise by introducing new management and then
deploying the resources of the company more efficiently and hence

profitably.

1.2.2 Vertical Mergers

A vertical merger involves two or more firms that compete in
the same industry but operate at different stages of the production
distribution system. Und=sr vertical merger, companies may move
'upstream', or 'backwards', towards their source of supply, or
'down stream', or 'forwards', towards their final customers, or
bottom. The main purpose of this type of merger is to protect the
sources of supply or to seek surer final markets for products. The
example of vertical merger is that, a manufacturer might purchase
some of the wholesalers that distribute its product lines.

Alternatively a manufacturer might purchase some of its raw



materials suppliers. Awther example of vertical merger would be

the merger of machine tool manufacturerwith supplier of castings

The economic benefits of vertical merger stem from greater control
over the acquisition of raw materials or the distribution of finished
goods. A firm that is totally integrated controls the entire pre-
duction process from the extraction of raw materials to the sale of
finished goods. Vertical mergers can allow the acquiring firm to
market its existing product lines in new geographic areas by using

the marketing channels owned by the acquired firm,

1.2.3 Conglomerate Mergers

A pure conglomerate is a merger of two or more firms who
operate in different,unrelated industries. An example of a pure
conglomsrate involves the acquisition of soft drink producers by
tobacco companies. A merger between firms whose product lines are
complementary but not directly competitive is sometimes referred to

as a congeneric merger. The acquisition of leasing companies,

consummer loan companies and factors by commercial banks are
examples of congeneric mergers. Since a pure conglomerate merger
consists of firms in unrelated business, no real operating
economies are expected from this type of growth. The key benefit
of conglomerates lies in their ability to diversify rtisk by com-
bining firms in a manner that provides a minimum risk and maximum
return. Conglomerate merger should be most attractive to firms

having quite seasonal or cyclical patterns of earnings.









Operating economies can be achieved through a combination of
companies. There are various ways of achieving operating economies.
We know that an increase in output often means lower cost per unit.
Econumies of scale arise where the technology of production brings
about falling costs per unit of output with an increasing rate of
production up to the minimum efficient plant size, - the size of
plant beyond which cost savings become small.

As a matter of fact the opportunity to obtain a given output
from a smaller total of factor inputs would indicate a real resource
saving and this resource saving is the economic gain of the society.
We may otherwise state that increased output is obtained from a
given level of resources which may lead to lower domestic prices.

When the market for a product is growing firms with the largest
market share benefit more rapidly from the economies of scale that
come from additional new plant. All the companies may not have the
same share of the market. Some companies posses smaller sharesand
some companies posses larger shares of the market. In this case if
the company with the smaller share of the market combines with an
other company in order to justify the purchase of new plant, then the
combined companies would get economies of scale. This may be
explained clearly with the following example. For instance there are
four firms, A, B, C and D in the same industry with 40, 60, 80 and
100 unit shares respectively of the market. At this moment more
efficient new plant is available, but at least 80 units of production

would be required to break even.
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Analysis of Profitability Statement

A B C D
Units Produced per
Period 40 60 80 100
Revenue (£500 per unit) 20,000 30,000 40,000 50,000
Costs:
Variable costs (£250
per unit) 10,000 15,000 20,000 25,000
Fixed Cost 20,000 20,000 20,000 20,000
Total Cost 30,000 35,000 40,000 45,000
Profit (Loss) (£10,000) (£5,000) 0 £5,000

It appears from the above statement that A and B separately could
not reach the break even point, but the firm D is profitable.
Firm C would just break even on the new process at the existing
level of business, 80 units per period.

Now if the market anticipates growth of 30 percent with each
company maintaining its present market share. Companies A and B
will increase the volume of their respective sales by 12 and 18
units respectively raising total units 52 and 78 units. Company C
would increase by 24 units and can exceed the break even point,
which would justify replacing the existing investment with the new
process. The fipancial performance of company D will be far
better with the new process. But companies A and B at sales of only
52 and 78 units would not break even, because the break even would
be at 80 units. Now it would be better for companies A and B to
merge, when they would be able to reach combined sales 130 units
(52 + 78), at this level they could earn profit £12500 (130 x 500 =
65000 - 130 x 250). At this level of sales they could earn more

profit than C and could compete with company D. Alternatively A and



B company could be merged with company C in order to achieve greater
economy of scale. 1In this way profit can be maximised.

Merger brings productive economies which strengthens the
country's external trade performance. Productive economies which
will lower costs also benefit the home trade. By improving the
export trade the country can earn huge foreign currency which could
be utilized for further development of the country.

Merger enables better use of the vast resources devoted by
both companies to research and development. Substantial economies
can be obtained in overheads by the spread of such expenses over a
much larger turn over.

Duplicate programs might be eliminated or significantly
reduced. The accounting, credit, marketing and purchasing department
might be centralized.

With an industrial company merger, a firm with a product that
complements an existing product line can fill out that line and,
hopefully, increase the total overall demand for the products of the
acquiring company. The realization of operating economies is
known as synergism; synergistic effects are said to be present when
a whole is greater than the sum of the parts or 1 and 1 equals 3.
This can be clarified by examples, say in the electronic field, a
company formerly only producing radio - tunes and amplifirers may
amalgamate with a loud speaker producing company, and thereafter may
seek to capture the market for complete hi-fi accessories. So if
the synergy occurs, the value of the combined firm, say VAB, exceeds
the value of the individual firms brought together by the merger-.
With synergy, VAB> VA + VB.

Operating economies can be successfully achieved through
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horizontal mergers.

1.3.2 Financial Economies

A merger can produce financial economies by improving the
working capital and capital structure composition of the acquiring
firm., This can reduce the firm's financial risk, magnify the growth
in its EPS or both.

Often firms combine to enhance their fund raising ability. A
firm may be unable to obtain funds for internal expansion, but able
to obtain funds for external business combinations;j Many firms
whose working capital positions indicate excess liﬁuidity may
become target companies for acquisition. Their excess working
capital might be a long term financing source to the acquiring
company. Furthermore, where a company has liquidity problems, it
may not be able to incur long term debts, or at least not on
favourable terms. Under thesecircumstances, the company having
liquidity problem seeks out companies whose balance sheets have
little or no long term debts. The acquisition of this type of
"cash rich" company immediately increases the firm's borrowing
power and decreases its financial risk and it may realize a decrease
in its weighted average cost of capital. Due to lower weighted
average cost of capital the overall financial result is a higher

return with little or no additional financial risk.

1.3.3 Tax Considerations

Tax considerations are a key motive of merger. The question
of tax benefit comes from the fact that one in the firms has a tax

loss carry forward which can be applied against future 1income.



- 11 -

Iwo situations could actually exist. A company with a tax loss
carryforward could acquire a profitable company to utilize the
tax loss. In this case, the acquiring firm can increase the com-
binations earnings by reducing the taxable income of the acquired
firm:‘ If the non profitable firm had not been acquired, the tax
loss carryforward might not have been used. A tax loss carryforward
may also be useful when a profitable firm acquires a firm having
such a carryforward. In either of these situations, the merger must
be justified not only on the basis of the tax benefits, but also on
the basis of future operating benefits or on grounds consistent with
the goal of long run maximization of owner's wealth. Further, the
tax benefits described are only useful in mergers - not in the
formation of a holding company. Because only in the case of mergers
operating results are reported on a consolidated basis. The follow-
ing example will clarify the use of tax loss carryforward.

EXAMPLE: Company A has a total loss of £45,000 in tax loss carry-
forwards resulting from operating tax losses of £15,000 a year in
each of the past three years. In order to use these losses and
diversify its operations, company B has acquired company A through a
merger. Company B expects to have earnings before taxes of £30,000
per year. Assuming these earnings are realized, company A's portion
of the merged firm just breaks even, and company B is in the 40
percent tax bracket, the total taxes paid by the two companies with-
out and with the merger are calculated below.

Total Taxes Without Merger
Year 1 2 3
Profits before taxes £30,000 £30,000 £30,000
Taxes (40) £12,000 £12,000 £12,000
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Total Taxes With Merger

Year 1 2 3
Profit before taxes £30,000 £30,000 £30,000
Less: tax loss carryforward £30,000 £15,000 0
Taxable Income £ 0 £15,000 £30,000
Taxes (.40) 0 6,000 12,000

With the merger, the total tax payments are only £18,000, but
without merger the total tax payments are £36,000. So with the

merger the total tax payments are less.

1.3.4 Diversification

rThe prudent management takes action to diversify the field of
operations in order to protect a company or group from fluctuations
in demand on a wide scale due to economic factors. 5o diversifica-
tion is the motive in some mergers. By acquiring a firm in a
different line of business, a carpany may be able to reduce cyclical
instability in earnings.. In fact it is not possible to find two
companies with negative correlation in earnings, it is sometimes
possible to find situations in which there is only moderate correl-
ation. Diversification works because prices of different stock do
not move exactly togethe£)7 There are many occasions on which a
decline in the value of one stock is cancelled out by a rise in the
price of the other. Therefore, wise investors don't put all their
eggs into just one basket: they reduce their risk by diversification.

Now the question arises as to whether management is justified
in using shareholder's funds for the spreading of risks, as share-
holders are quite cabgéi; of diversifying their investments in

various types of business, or by means of unit trusts or otherwise.

But there are execptional cases in which
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personal diversification may be more expensive than corporate diversi-
fication.
There is another reason which justifies a merger, the reduced
risk of bankruptcy that results from the co-insurance of the debt
of the two companies. The meaning of co-insurance should be
clarified here. If a firm A defaults, this means that the value of
its liabilities is more than the value of the assets. Now if the
earnings of another firm B are not perfectly positively correlated
with A's earnings, the deficit from A might be met from a surplus of
B's assets over its liabilities. In effect, increasing diversifica-
tion of the firm produces a lower risk of bankruptcy because when
one part of the firm does badly, another might do well or less badly.
The benefits of such diversification depend upon the costs of
bankruptcy. Such costs include legal and administrative costs of
reorganization and liquidation. We know such costs exist, and if
the co-insurance effect reduces the risk of bankruptcy and therefore
the number of bankruptcies, then the consequent cost will be lower
as a result of mergers. However, expected bankruptcy costs have
been estimated to be small relative to the value of the firm; and
as a consequence one should not rely on a reduction in expected
bankruptcy costs to justify a significant bid premium. It must also
be remembered that co-insurance of debt . can take place without
mergers, that 1s by mutual credit insurance.
How are any benefits of the co-insurance of debts distributed?
Here we must recognize that existing debt . holders may benefit at
the expens »i shareholders. If a merger reduces the risk of
default to existing debt holders, they must benefit. A gain for

existing debt holders i1mplies a loss for shareholders. Thus share-
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holders can lose as a consequence of the co-insurance effect if they
can not call in the existing debt and reissue new debt at a lower
interest rate. On the otherhand, new debt holders will charge

less interest as a consequence of the lower bankruptcy risk. In that
sense the new debt is correctly priced and therefore there are no

wealth transfers.

1.3.5 Economifs in Advertising

Economies 1in advertising can be obtained by the merged companies.
Promotional economy may occur because vital advertising media grant
substantial quantity discounts, as television companies usually do.
Efficient promotional techniques may be bought by incurring large
expenditures which 1is not possible for a samll firm. The strong
trade mark of an acquiring company is easily transferred to the
product of the acquired firm which would enable the merged companies
to realise revenues after selling the stock of goods quickly.

The quantity of discounts obtained through advertising media is
a cost saving. The large firm can enjoy this cost saving which is
treated as a true economy of scale. It is a private and social
economy because it reduces the resources necessary to obtain a given
promotional result. Large expenditure can buy relatively more
efficient advertising than a small one, and this is only possible
for the large companies. Small companies can not afford large
expenditures for advertising and can not gain economies from ad-
vertising.

Similarly, advertising economies based on the transfer to the
new product of an already established trademark also reflect a true

economy of scale. So economies of scale can be obtained after
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Of course there are some disadvantages also. The increase in
size increases the buying problem in proportion. When the firm
requires a huge quantity of materials it may lead to the company to
enter into long term contracts, whereas the smaller firm can buy it's
requirements in the market as required. At a time of rising prices
a long term contract is favourable but it is unfavourable when
prices are falling.

The sales department can enjoy many advantages from mergers
where the same commercial knowledge may be applied to an increased
range of products. The number of agencies, dealers and stockists
can be reduced by combining the trade of the merged firms through a
minimum number of outlets. Certain sales men can be eliminated to

avoid duplication of effort in a particular territory.

1.3.8 Management

Merger may be the only effective way of injecting more
aggressive and better management into a sector. The management of
the acquiring company can be improved by transferring management
from the smaller acquired company. The merger may enjoy a success
while the overhead costs are drasitically cut and the loss making
activities eliminated. Suppose A is a well - managed business, but
B is not. If fitmA acquires firm B, the efficiency of firm B is
brought up to the level of efficiency of firm A. So efficiency is
increased by merger. In general terms if good management is a
scarce factor of production, output will be increased if more of the
relatively abundant factors of capital and labours are applied to
the scarce factor. It is more economical and beneficial to utilize

good management on a large scale than to waste it in smaller enterprises.
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In a competitive economy the firms that survive and do
better than their competitors may well have better management. Their
profitability can be increased and the growth of the firm can be
expanded with the help of good management.

Without the contribution of good management no growth either
by internal means or by take-over of other firms can be achieved.
Good managers may acquire other business simply because they are
good managers. So efficiency 1is increased by good management as a
result of mergers and this would be a social gain as well as private
gain. The level of efficiency in the economy would be raised by

such mergers.

1.3.9 Division Of Labour

Division of labour is possible within large organizations.
Division of labour leads to specialist production. Specialization
leads to greater efficiency and lower costs. But division of
labour depends on the extent of the markets and the operation must
be large enough to allow for the subdivision of work. As a result
of division of labour, workers will become more efficient and there

will be larger production which will lead to a decrease in cost per

unit.
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CHAPTER 2

GAINS FROM MERGER - EFFECTS ON SHARE PRICE

2.1 INTRODUCTION

There have been many studies on the consequences of mergers,
particularly with regard to gains from merger. Although mergers and
takeover are now very common featgres of modern business life, the
issues of gains from merger are very controversial in the economics
literature.

Some valuable analysis and evidence can be found in the
numerous articles so far been published on the issue. In a survey
of fifty years empirical research on the profitability of mergers
in the United States, Hogarty concluded that mergers reduce the
profitability of acquiring companies but have no significant effect
on the combined profitability of acquired and acquiring companies.
He believed that acquiring firms engage in unprofitable activity

"because mergers are an attractive form of investment for those firms
whose managers are risk takers ... (since) some mergers produced
extra ordinary profits (St. John's Law Review 1969) - while most
produce losses to the acquiring firms." However, there were many
short comings in previous studies. Most of the studies employed
relatively samll sample sizes and used primitive models, i.e. they
did not take into account appropriate adjustments for differences
in risk between companies.

Mandelker and Halpern employed in their recent studies in the
United States large samples and used models which adjust returns to
shareholders for differences in risk and for movements in the market

as a whole.



. 1
2.2 G. MANDELKER'S STUDY

Mandelker tested the following hypotheses. The perfectly
competitive acquisitions market (PCAM) hypothesis.

As a result of competition in a perfectly competitive market
the expected rates of return on assets of similar risk will be
equal. If the expected returns offered by the acquisition market is
greater than equivalent activities of similar risks, more resources
will be directed to this activity until expected rates of return are
reduced to a competitive level. On the otherhand if the acquisitions
market offers lower expected returns than equivlaent activities of
similar risk the result will be reversed There are no monopolistic
sourcesof gains for an acquiring firm according to the PCAM hypothesis.

Q]he acquired firms may have had unique resources which are not,
used effectively and which could provide economic gains to other
firms by mergers? In order to acquire these unique resources there
will be competition which will cause abnormal returns for the stock-
holders of the acquired firm. An acquired firm might have some
accumulated losses (unique resources) which it can not hope to use
against future profits to lower taxes, but it could utilise these
losses through mergers.;jon the otherhand the acquiring firms earn a
rate of return equal to other investments or production activities
of similar risk. The average residuals for the acquiring firms are
generally positive, but not statistically significant.

Some economists arque that firms merge to achieve synerqgy but
this argument is in consistent with perfect market in business
organizations. Internal or external growth offers . equal synergy

in a perfect market.
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The Efficient Capital Markets Hypothesis

An efficient capital market is a market in which prices reflect
all relevant information. A market is efficient if transaction
prices fully reflect in an unbiased manner all relevant information
available to market participants at the time. When the capital
market is efficient with respect to mergers, all information about a
merger should be reflected instantaneously into the corresponding
stock prices. Gains may be obtained either by the acquiring or by
the acquired firms through mergers. The hypothesis explains that
the stock market reacts efficiently regarding information about a
forthcoming merger, but it does not eliminate the possibility of
monopolistic elements in the acquisitions market.

In addition to PCAM and efficient market hypothesis, Mandelker

pointed out the following hypotheses which are related to mergers

The 'Abnormal Gaind Hypothesis

As per this hypothesis information regarding forthcoming
acquisition is viewed as good news for the stockholders of the
acquiring firm. The reasons which are considered for economic gains
from mergers are generally economies of scale, attainment of
monopoly or economic power, financial advantages, tax considerations,
undervalued securities, diversification, improvement of the' market-
ability 'of stocks and others.

Lintner has written most comprehensively why mergers offer
abnormal returns to the shareholders of the acquiring firm. He
mentions some traditional arguments such as gains from favourable
tax treatment, gains from greater leverage and/or lower borrowing

costs due to size, and possible gains from merging imperfectly
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correlated income streams to preserve expected returns with reduced

risk.

The 'Chain Letter' Hypothesis

The next view is the 'chain letter' hypothesis. It explains
that investors rely on  very few sources of information. Financial
and accounting numbers are one of the most important sources of in-
formation. Lintner states that shareholders are misled by accounting
manipulations in mergers or by the artificial increase in earnings
per share resulting from the differential price earnings ratio game
played by acquiring firms. The motive of accounting manipulation is
that the announcement of forthcoming merger is followed by a rise in
stock prices of the acquiring firm. In this context, the information
with regard to EPS and other accounting numbers would be misleading.
The chain letter hypothesis is based on the assumption that capital

markets operate inefficiently.

The 'Growth Maximization' Hypothesis

The 'growth maximization' hypothesis is represented by Muller
(1969, p 644) as follows:!... managers maximize, or at least pursue
as one of their goals, the growth in physical size of their corpora-
tion rather than in profits or stockholder welfare.... both the
pecuniary and non pecuniary rewards which managers receive are
closely tied to the growth rate of their firm. Managerial salaries,

bonuses, stock options, and promotions all tend to be more
closely related to the size or changes in size of the firm than to
its profits. Similarly, the prestige and power which managers

derive from their occupations are directly related to the size and
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merger conveys to the market about the constituent firms and how
such information affects the behaviour of their stock prices.

An acquisition might 1nfluence risk and indicate changes 1n
investment and growth policy of the acquiring firm. Substantiated
economie theory implies that expected rates of return of an asset
are a positive funchion of risk. If, after a merger, the risk of
acquiring firms tends to be lower than before that event then this
phonomenon should result in lower returns for stockholders after the
merger. However, the stock prices do not have to change in any
specific direction if these lower returns are subject to an

appropriately lower risk level.

Cumulation Of Residuals

In order to judge whether stockholders of merging firms gain
from merger he has taken into consideration the average residual and
the cumulated average residual (CAR). He used the following equations
for finding out the average residuals and the cumulated average

residual respectively:

N
s .1 "
e T N2 €41 (For average residual)
J=1
- T -
éT: z e (For cumulated residual)

He has defined O as the month of the merger, - 1 one month before
the month in which a merger took place, + 1 one month after the
month of the merger.

Mandelker collected the data from the Federal Trade Commission,
the CRSPC (Center for Research in Security Prices) file, Moody's In-

dustrials and Standard and Poor's Corporation Records.
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Empirical Results

Mandelker calculated the CAR of 241 acquiring firm (sample
size) from 40 months before the merger to 40 months after the merger.
As per his calculation the CAR increased during the 40 months prior
to the merger by 5.1 percent and decreased during the next 40 months
by 1.7 percent. The average B decreased by approximately 8 percent.
The result of his research was consistent with the theories that put
forward positive results of mergers on stock prices of acquiring
firms:

a) As per abnormal gain hypothesis, news about a forthcoming merger
should result in higher returns for stockholders of the acquiring
firms.

b) As per chain letter hypothesis mergers cause an increase in stock
prices, even though the merger may not cause any real economies
at all.

These results suggested that the informational impact of a
forthcoming merger is spread across approximately thirty months
before the event. The subsequent decrease in CAR after the merger
might be viewed as consistent with the hypothesis which assumes
that people are fooled by acquisitions. Accordingly, it has been
argued that people believe that a merger implies higwr performance
of the acquiring firm and therefore revise their expectations upward.
However, on the average, they are 'over shooting'and after the merger
they revise their expectations downward. As a result of leaks of
information into the market about a Forthéoming merger would 1include
the identity of both the acquiring and the acquired firms.

Now the performance of the acquired firm needsto be analysed.
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This analysis may help both to identify the period in which such
information becomes available to the market and to evaluate the
performance of the stocks involved.

At the time of calculating the CAR of the acquired firm it
showed a sudden rise of about 14 percent-during the last 7 months
before the merger. However, the CAR was slightly negative during
the period (- 35 to - 7). The percentage of negative residuals was
consistently low during the last 7 months before the mergsr because
positive information regarding acquisitions or any other 'good' news
correlative with acquisitions starts leaking out to the market
about 7 months before the merger.

He further mentioned in his empirical results that the increase
in the cumulative average residuals during the period (- 7 to - 1)
does not necessarily mean abnormal returns for those investors who
intends to acquire stocks of firms that may be acquired after the
acquisition has been announced. The residuals of individual stocks
typically do not follow the behaviour of the average residuals
across stocks. Stocks having some high residuals may differ from

stock to stock because residuals of individual stocks are independent.

Probability Tests

It is well known that common security effects such as industry
effects can cause residuals across securities in a given month to be
correlated.

Mandelker suggests these tests will enable us to ascertain
whether stockholders of merging firms gain from mergers. This can
be done by applying some probability tests on the average portfolio

residuals before or after the merger. The purpose of this test is to
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but the CAR of the acquiring firm before the merger does not follow
a similar pattern. The time pattern behaviour of the cumulative
average residuals of the acquiring firms is different from that of
the acquired firms. Further the average percentage of the negative
residuals of acquired firm is 44.5 percent while this average of the
acquiring firms is 53.1 percent during the time period of 7 months
before the merger.

As per Mandelker's test there was no increase in the CAR of
acquiring firms during the period (- 7 to - 1). On the otherhand

the CAR of the acquired firms increased by 13.1 percent during 7

months before the merger. So these results are consistent with his

research work.

Interpretation of Results and some Alternative Hypothesis

If managers of a firm do not work efficiently, the stock prices
of the firm will fall and the firm might be acquired by other firms
and in this way the incumbent management of the acquired firm may
be replaced and this would be a source of gain for the acquired
entity. This result is therefore, consistent with the hypothesis
that mergers are a mechanism by which the market system replaces
incompetent management.

The information regarding inefficient management of the firm to
be acquired may be reflected in its stock prices at some point 1in
the past. Afterwards its stockholders should earn normal returns.
The information regarding inefficient management is revealed in
different months and its effect on stock prices is not detected in
any specific month. People can understand the inefficiency of the

firm and the expected possibility of the replacement of the in-
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efficient management from the various stages of stock prices. But

in incumbentmanagement can resist an acquisition and it is very
difficult to acquire a firm if its managemznt resists forcefully.

In a competitive acquisition market if the firms to be acquired
try to improve the operations, then the stock price will be increased
as a result of competition among the potential acquiring firms.
Consequent upon the rise the price of the acquired firms, the
acquiring firm should earn a normal rate of return. But if only one
firm can improve its operation then any abnormal profits will be
shared equally between the two constituent firms. However, the

stockholders of the firm to be acquired may gain in both cases.

Summary and Conclusions of the Empirical Results of G. Mandelker

Two basic assumptions were tested by G. Mandelker, one is the
perfectly competitive acquisitions market hypothesis and other is
the efficient capital market hypothesis on the issue of the profit-
ability for stockholders of the acquiring and the acquired firms.

The Perfectly Competitive Acguisitions Market hypothesis

Various market imperfections have been assumed in the literature
on mergers and conclusions have been drawn that acquiring firms and
their stockholders gain abnormal returns from acquisitions. But in
most of the empirical studies it was proved that acquisitions
sustain losses for the acquiring firms and their stockholders after
the merger.

fhe findings of this study are consistent with the hypothesis
that the acquiring firms appear to operate in a competitive market

so that the prices they pay for the acquired firm's stock result in
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As per their study the CAR's displayed a strony upward bias or

"industry effect' resulting from their sampling bias in favour of

only those firms i1n the Breweries and Distilleries sector. In order
to eliminate the industry effect from the residuals they added an

industry component to the right handside of the market model, which

is as follows:

1 ., = a.
°9eRiy = 85 *+ Bjlog Ry + vylog Ry + vy,
Where the Rit are price relatives for the FT Breweries and
Distilleries Industry Index measured on the same days as R ¢ and
m

adjusted for elapsed time. Residuals are thus computed from

Ojp = 109gR;p - (8; + B;log Ry + ¥;10g.R, )

The rest of the procedure remains unaltered.

The CAR's of the acquirees fall .10 between months t = - 40 and
t = - 15 while during the same period the acquiror's CAR's are
virtually unchanged. So it reveals that acquirees are relatively
less profitable than acquirors during this period. Starting at the
time t = - 15 the acquirees CAR's begin to rise .056 by t = - 4 while
acquiror's CAR's remain curiously unchanged. During this period, some
acquirees share prices may have been influenced favourably by pre-
merger purchases of shares by acquirors. If such purchases were
unknown to the rest of the market, the acquiror's CAR's need not
have been affected during this period.

Acquirees CAR rise more quickly from time t = -4, rise a further
.204 by the announcement date t = 0 and .233 (equivalent to 26%) by

t = 1 the approximate offer date. During the same period the
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acquiror's CAR's rise .035. It appears from the pattern of the CAR's

for acquirees and acquirors that the market is beginning to

anticipate mergers on average at least 3 months prior to the

announcement date. But the apparent gains to acquiror's shareholders
disappeared altogether subsequently after the merger which indicates
that the earlier average gains were not significant and that
acquiror's shareholders did not enjoy average gains from mergers in
this industry. In fact one could arque that there might have been
losses exclusive pre-merger interests.

The apparent gain in acquiror's CAR's at the time of the merger
could be explained by unduly optimistic forecasts of future earnings
at the time of a takeover. The subsequent readjustment in the form
of lower CAR's would be consistent with the results of Kaplan and Roll.
As the readjustment is not significat in relation to London stock
exchange transactions costs, no contradiction to the efficient capital
market hypothesis is suggested by them.

As per their calculations of the weighted cumlative average
residuals of acquirees and acquirors, acquirees were roughly three
times smaller in market value of equity than acquirors. At the time
of calculating the combined CAR's during the period t=-4 to t = + 1
a net gain of .10 (.095 - (- .005)) was experienced.

There are, however, some differences between the results of the
United States and the U.K. The U.K. results suggest the most
mergers were anticipated less than 3 months prior to the announcement
date compared with 8 months prior to merging in the United States.
Franks, Broyls, and Hecht obtained similar results to Mandelker when
they employed merger dates in place of announcement dates. They

maintain that the announcement is the more relevant point of re-
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ference.

The U.K. acqui S . ] i
quirees were making abnormal losses prior to merging.

The abnormal gains of the acquirors disappeared subsequent to the
takeover. All in all, it looks as though there have been net gains
to merging but most if not all those gains accrued to the acquirees
shareholders. There is no evidence from market returns that the
acquirers lost money. The evidence appears consistent with the
efficdent capital market hypothesis that capital market prices

fully reflect relevant information.

2.5 PETER DODD'S STUDY%

Like Halpern, Peter Dodd uses the announcement date rather than
the completion of the merger as the 'event'. However, his studies
indicate that there is leakage of information even before the public
announcement date. Since Dodd seeks to point out the importance of
the role of the announcement date. He uses daily returns rather than
monthly data.

He carried out research for all completed mergers and all
proposals that were later cancelled. These proposals were announced
in the Wall Street Journal, Moody's Industrial Manual and Standard
and Poor's Corporation Records. The sample consists of acquisition
proposals which are initially announced in the form of a merger.

In all 151 merger proposals were studied, of these 71 were
completed 80 were cancelled by either target or bidder management .
Stock returns for all these firms were available and studied. The
date of the first public announcement for all 151 merger proposals
was first mentioned in the Wall Street Journal and the first public

announcement date was collected accordingly. He collected separately
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The production efficiency hypothesis represents g ¢} f
> 2Sents ass g

theories predicting an increase |
9 ase 1n the market value of the merging

firms due to the implementation of a more cost efficient producti y/
- 2 uction

investment policy after the Merger is consumated. Economies of

scale arise where the technology of production brings about a
falling of costs per unit of output with an lncreasing rate of
production up to the 'minimum efficient plant size!'

- the size of

plant beyond which cost savings disappear, the diagram of which

is given below:

Average
cost per
unit

N Average cost

Most efficient Output
scale of output
To obtain a given output from a smaller total of factor inputs
would indicate a real resource saving and this resource saving is an
economic gain to society. We may otherwise say that increased out-
put is obtained from a given level of resources which may lead to

lower domestic prices.

The Public Interest Issues in Economic Analysis

Before the merger takes place the acquiring firms need to
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6) Advantages from large scale of production, etc

But the question of economies of scale is crucial

In order to establish the reasons for the above cost savings

the merged companies are to prepare the following along with the

necessary statements before the merger and to submit the same to the

MMC.
a) The prices of the main product

b) The ratio output price to input price

) ' For
c) The ratio of profits to revenue of both acquiring
. Some
and acquired company
Years
d) The measures of increased efficiency

If the above trends are favourable from an economic point of
view (e.g. if the ratio of output price to input price declines then
it is favourable) the proposal of merger may be accepted. If the
falling tendency of labour, material and fuel costs is observed
then a high rate of producitvity growth might be expected.

Certainly these observations would be quite consistent with an in-
creasing rate of return.

The investors using availalbe information relating to both the
acquired company and the acquiring company estimate the future
profits through economies of scale or by creating monopoly power.
All the information in this way is reflected in the capital market
and share prices are adjusted accordingly.

For example some bidder firms typically earn positiye but
samller and generally insignificant abnormal returns over some period
surrounding and including the merger proposal announcement. 0On the
otherhand target shareholders realise on average say 15% abnormal

returns immediately before or after the merger, target shareholders
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plant and for modernising and mechanising older works. In brief we

can say 1mproved technology did involve increasing returns to scale

after the merger. There have been some significant absolute in-

creases in efficiency (20%) in London Brick in & years. The major
cause of the gain in efficiency of tondon Brick since 1969 was

investment in modern techniques and this investment consisted

primarily of the mechanisation of production.

The expertise perhaps helped in the realization of gains from
that investment and some gains probably came from spreading the use
of modern techniques of management over a large area of operations.
The failure of Marston Valley management to mechanise their works
and to close other plants indicated the incompetence of the Marston
Valley management. If the expertise of LBC did not contribute some-
thing then the return on the investment may have been lower. Further-
more if the merger did not take place selling expenses in the industry
may have been higher.

The gains arising from multiplant operation have not been
quantified. Increased flexibility over the trade cycle contributed
to the greatest extent because it is perhaps less expensive to close
down some plants completely instead of reducing the output. Multi-
Kiln operation provided many of the advantages.

The conclusion may be drawn here that the gains in efficiency
from the merger itself could have been at most 2 - 4% of Marston
Valley's sales or .33% - .65% of the combined firm. No evidence
about decline in efficiency after the merger has been found by the
author in this case study. Alsoc no evidence regarding any direct
price or market power effect of the merger has been observed. They

have been able to earn at least 50% more than the market rates















- 78 -

rationalisat ton of capacity. Much of this success must be

attributed not just to its greater effective market power but to the

style of management which allows middle management its head while

keeping tight financial control, and to a large extent this seems to

be a matter of organisational structure. There has also been a

high social cost interms of lost employment which has not

necessarily been any la:ss than if the merger had not taken place.

3.6 SUMMARY

A number of studies have been undertaken into the effects of
mergers, i.e. on post merger performance. The results of studies of
the economic benefits are inconclusive. Many of these studies have
been carried out to examine the profitability of mergers before and
after merger. It appears from the various studies that a firm's
post merger performance in the U.K. is often found to be unprofitable
and little in the way of efficiency gains seemed to be realised.
But the evidence did not rule out the possibility that mergers may
be accompanied by wider economic effects upon employment, import
penetration etc.

Earlier research and studies failed to show any clear evidence
of superior performance by merger active firms. In the case of
congolomerate mergers in the U.S5.A. the post merger profitability
ratios for target companies were in most cases lower than before the
merger. Mergers had little effect on profitability of merging firms
in the three to five years after the merger in those countries which
follow a common methodology. No statistically significant change
of growth rates was found both in U.K. and U.S.A. in the post merger

period. A reduction in the profitability of merging firms was also
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