Economic I mpact of Corporate
Mergersand Acquisitionson
Acquiring Firm Shareholder Wealth

. INTRODUCTION

ergersand acquisitionsareatopic

M of great debateintoday’ sbusiness

world. Some proponents argue

that mergersincrease efficiency whereas opponents

arguethat they decrease consumer welfare by mo-

nopoly power. Thispaper focuseson theefficiency

agpect of mergersand acquisitionsto determineif they
affect sharehol der weslth.

What are some motivesfor amerger? The

first motive, somemight say

George Coontz

pand to other areas, it isusually cheaper to merge
withafirminthesameindustry inadifferent loca-
tion. Itisalsoimportant to notethat there are sev-
era anticompetitiveeffectsthat area so motivesfor
mergers. Firmsmight chooseto mergeto lessen
competition in the marketplace or to achieve mo-
nopoly profits(Steiner, 1975).

Why would a company want to increase
shareholder wealth? Thisquestion hasmany an-
swers. Onesuchreasonisthat if shareholdersare

happy, it only makessense

themost important of apub-
lic company, isto increase
profitability and sharehol der
wedlth by anincreasein stock
prices. Anincreasein share
price means an increase in
shareholder wealth. Inves- \_

“Some proponents argue that
mergers increase efficiency
whereas opponents argue that
they decrease consumer welfare
by monopoly power.”

that they will continueto
invest in your company.
Another reason for anin-
crease in shareholder
wedthisaninternal rea-
son. Sincealot of direc-
torsand officersof corpo-
/ rationsare shareholders,

tors want to invest in your
company if you show in-
creasing sharehol der wealth over time. Another mo-

tivemight bediversification of industry. Thisisone

way to lessen risk of aone-product corporation. If

thefirmisadiversified corporation, they becomeless

volatile. For example, two corporations can com-

bineresourcesand becomemoreefficient. Thisleads
to economies of scale. Economies of scale can be

defined asproducing moreat increased efficiency lev-
els. Thisisbasicaly being ableto produce moreat

cheaper rates. Thehigger acorporationis, themore

efficient itsinputs of capital and labor can be. An-
other motivefor merger isgeographic expansion. If
you have acorporation in one areaand want to ex-

they will try toachievetheir
maximumvaue. Another possibility resultinginan
increasein shareholder wedthismakingmoney. The
more money afirmisearning, the higher the share
price. Itislogica that aninvestor would want apart
of that.

The purpose of this research isto seeif
mergersand acquisitions affect shareholder wealth
in the time before announcement dates and after
consummation dates. Thefocusof thisresearchis
to better understand market reactionsto mergers.
Thispaper amstofind areliable, consistent change
in sharehol der wedl th beforetheannouncement and
after the consummation of themerger. A godl isfor
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aninvestor to be ableto use ofthesefindingsto pre-
dict theaffect of mergersand acquisitionsand invest
accordingly.

InSection |, | discusspreviousliteratureon
thesubject. Section Il presentsrelevant economic
theories. In Section |V, | discusshypothesesand es-
tablishatheoreticd bags. | present theempirica modd
Section V and thedatain Section V1. Section V11
offersresultsand Section V111 focuses on conclu-
sionsand avenuesfor futureresearch.

II. LITERATURE REVIEW

Thecorporationisacomplex organismevolv-
ing over time. Part of theevolutioniswith corporate
cultureand traditional aging of acorporation, but the
areaof evolution this paper focuses on ismergers
and acquisitions. Over time, mergersand acquisi-
tionshave beenincreasingly important to the evolu-
tion of thecorporation. Therehave beenfour merger
wavesand amodern movementin

crashing halt on October 24, 1929, Black Thurs-
day (Gaughan, 1996). Thethird wavewasbetween
1965 and 1969, aso known asthe conglomerate
period (Gaughan, 1996). Many largefirmswere
created during thisperiod. Thefourth merger pe-
riod wasfrom 1981-1989 (Gaughan, 1996). Dur-
ingthiswave, mergersbecamelarger and someeven
internationd. Thecurrent waveof mergersoccurred
during themidtolate 1990’'s. Thiswasatime of
great economic gainsand usualy with gainscomes
thepossibility of amerger or anacquisition.

Important factsto know about mergersare
that they areregulated by antitrust lawsand the De-
partment of Justice. Antitrust laws include the
ShermanAct of 1890 and the ClaytonAct of 1914.
Themeaning of theselawshasevolved over time,
whileat first, they wereloosely enforced because
the government did not havetheresourcesto fully
enforcethelaws, but now, theselawsplay ahuge
roleintheworkingsof corpora-
tions.

corporate merger history. Accord-
ing to Gaughan (1996), the first /
wave took place from 1897 to
1904. The mergersinthiswave
weremostly inthe manufacturing
and miningindustries. Oneof the
most famous mergers happened
during thisperiod—it was"thefirst \

“Over time, mergers
and acquisitions have
been increasingly im-
portant to the evolution
of the corporation.”

\ | want to briefly discussthe
three major types of mergers:
horizontal, vertical, and con-
glomerate. A horizontal merger
isamerger that isbetween di-
rect competitorsinthesamegeo-
/ graphic and product markets

billion dollar mega merger dedl
when U.S. Stedl, founded by J.P.
Morgan, later joined with Carnegie Steel, founded
by Andrew Carnegie, and combined withitsother
major rivals. Theresulting steel giant merged 785
separatefirms. At onetimeU.S. Steel accounted for
asmuch as 75% of the United States' steel making
capacity (Gaughan, 1996).” Thisisoneexampleof a
largefirm created by merger still in existencetoday.
But, U.S. Stedl hasseenitsheyday andisnow barely
in existence dueto overseas cost efficient produc-
tion.

The second wave occurred between 1916
and 1929. Itissurprising that so many mergersoc-
curred during thisperiod, becausethe antitrust laws
(Sherman and ClaytonActs) wereenacted during this
timeto deter monopoly action. Thiswavecametoa

(Waldman, 2001). A vertical
merger involves corporations
that are in different stages of manufacturing
(Waldman, 2001). For example, atire manufac-
turer would merge upstreamwith arubber treefarm.
Thelast mgjor section of mergersisconglomerate
mergers. Theseinvolve corporationsthat operate
in different product or geographic markets
(Waldman, 2001). This study looks at mergers
across type and does not focus on only one cat-
egory.

This paper looks at several studiestoin-
vestigate motives and shareholder wealth effects.
Langetieg (1978) saysthat “ positive pre-merger
excessreturnsindicate that the merger contributes
to stockholder welfare.” In hisstudy, Langetieg
examined pre and post-merger effects on stock-
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holder gainswith athreefactor performanceindex.
Thisindex isan expansion on previouswork that
used aoneandtwo factor model. Langetieg'smodel
included acontrol group of non-mergingfirms. Start-
ing at two points before the merger announcement
date, 18 and 6 monthsbefore, hefound anet ben-
efit to stockholdersof 6.11% and -1.61%, respec-
tively. Thisstudy showed that shareholder gainswere
datidicdly inggnificant.

InAmoako-Adu’'sand Yagil’s(1986) study,
stock price behavior wasexamined. They find that
intwo months(-2) before the announcement dateis
thefirst month wherethe changeintheaveragere-
Sdud isggnificant. They dsofoundthat frommonths
(-2) tomonth (+2) from theannouncement date are
wherethemost gainsoccur. Beforeand after those
dates, gainsaredatigtically inagnificant fromzero.

Agrawd, Jaffee, and Mandelker (1992) find
that after amerger, the acquirershave significant
underperformance. They findthat thereisasignifi-
cant wealthlossof 10%in 5 yearsafter themerger.
They suggest that thiscould beduetoalagin mar-
ket adjustment from announcement date. Addition-
ally, “thelong run performancereflectsthat part of
the net present val ue of the merger to the acquirer
whichisnot captured by the announcement period
return.”

Leeth and Borg (1994) investigate a his-
torical look at shareholder wealth and have some
interesting findings. Intheyearsof 1917 to 1924,
stock prices “remained essentially constant. In
marked contrast, pricesfel dramatically for acqui-
gtionscompleted during themerger waveof thelate
1920's.” Aninteresting findingisthat “investors
anticipated gains, bidding up stock priceby 7 per-
cent on average before acquisition, but apparently
they reassessed potentia profitsafter consolidation
driving stock pricedown.”

Previous studies statethat there have been
varying degreesto theimpact of mergerson share-
holder wedlth. Somestudiesprovideapositivecor-
relationwhileothersprovidenorelationship. | in-
vestigatethisrelationship further in my study.

1. ECONOMIC THEORY

Therationa expectationshypothesisrepre-
sentstheprincipal theory used by investorsfor deci-
sionmaking. Thishypothesisstatesthat investors
will haverationd expectationsabout thefuture based
onlogical informationfromtoday. Thisassumesthat
investorsbasedecisonsondl availableknowledge,
or full information.

Themaintheory of my paper relatesto share-
holder wealth. Shareholder wealth isobtained by
looking at stock prices, astraded. Since stock price
isforwardlooking, investorsattempt to estimatethe
presentvaueof dl futureprofitsand/or earnings. This
isimportant becauseif amerger takes place, thiswill
increaseor decreasethe present vaueof profits. This
isthedifference of thenormal increasein price over
timeand resultsin spikeswhereamerger occurs. A
normal increasein price over timeisdueto the up-
ward trend of the market, asawhole. Today there
aremore public companiesandinvestorsfueling this
increase. A spikewhereamerger or acquisition oc-
cursisdueto anincrease or decreasein sharehol der
valueduetothemerger or acquisition. Thisspikeis
due to an expected increase or decrease in future
profitswith theaddition of thenew firmand efficiency
gain. Related tothisisthe bandwagon effect. The
bandwagon effect occurswhen investorschooseto
investinaparticular sock smply becauseothersare.
Thesetypesof investorsare not making rational de-
cisions based upon knowledge of expected future
profits. Thistypeof investment addsfalsevaueto
thepriceof thestock. Theequationfor futureprofits
intoday’smoney follows:

n
P =3 (R / (1+1))
t=0

shareholder wealth

where Pisthe price of the stock, r isthe interest
rate, R equalsprofits, n equal sthe number of peri-
0ds(8), andtistimewitht=0representing theinitial
period. Timeisinfinitesince stocksandtheir value
existin perpetuity. Theonly problemwiththisisbe-
ing ableto determinetheinterest rateand everything
that influencesthefuture profits, for instance eco-
nomicfactors.

Thereare several elementsthat gointothe
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motivation for mergers, which caninfluence share
price. Firg of dl, thereistheefficiency theory. This
theory directly relatesto the cost of production. A
company will merge or acquireanother firmif the
merger will increase economiesof scaleand scope.
Aneconomy of scaleiswhen acompany doubles
its outputs for less than twice the cost (Pindyck,
2001). Aneconomy of scopeiswhenasinglefirm
canproducea greater levelsthantwo different firms,
each producing separately (Pindyck, 2001).

Another theory isthat of monopoly power.
If afirmisableto obtain amonopoly or monopoly
power without competitors or the Department of
Justicefinding out, they would be ableto perform
better inthelong-run for their shareholdersto by
maximizing sharehol der wealth. Asamonopolist,
they would beableto priceoff of themarginal rev-
enue curveto capture the producer surplus, which
would not ordinarily beobtained under perfect com-
petition. Another element of merger motivationis
empirebuilding. Thiscontributesto thewealth of
the shareholdersbecause asafirm getslarger, its
ability to produceprofitsisgreater.

V. HYPOTHESES

My hypothesesfollow:

1. | predict, ceterisparibus, that before
theannouncement date, therewill bean
increasein shareholder wedlth of theac-
quiringfirm.

Rational expectations statethat investors

make rational decisionsabout futureearnings. A
merger or acquisition should, intheory, bemotivated
by product extension or efficiency, therefore creat-
ingincreasesin shareholder wedl th.

2. | predict, ceterisparibus, that right be-
fore (10 days) the announcement date
of themerger or acquisition, sharehol der
wedthwill increaseonceagain.

Thebandwagon effect isineffect here. If a

lot of investors see an opportunity where other in-
vestorsaretaking achance, thiswill causeincreases
in shareholder wealth due to the act. The band-
wagon effect reinforcesthe effectsdiscussed inthe
previoushypothess.

3. |foresee, ceterisparibus, that after con-
summation date, sharehol der wedthwill
increase.

Therational expectationshypothesisstates
that investors make decis ons based upon the present
valueof future profits. If themerger istaking effect
because of motivesfor profit and efficiency, share-
holder wealth will increase dueto thisincreased ex-
pected return. Thisisdependant on not every gain
being rationalized and expected beforethe consum-
mation date.

V. EMPIRICAL MODEL

Totest the previous hypotheses, | use sev-
erd tests. | test thechangeinvaluesover timeof the
acquiring firm. | focus on announcement and con-
summation datesof mergersand acquisitions, which
were announced and consummated in 2001 at over
onebilliondallars. | obtaindatafrom 60 trading days
before announcement (the reason behind using data
prior to announcement isthat generally thereisa
“buzz”’ or rumorsabout a prospective deal) and 60
daysafter consummation of themerger. | takethese
datesand their respectivevauesand determinetheir
changeover time. Fromthis, | obtainthevaluefor
the* shareholder change” component of my equa-
tion. | usethissamemethod to determinethevalue
for“ S&P500change.” Theequationfollows:

%AP %AP = change in shareholder wealth

stock price - S&P500

relativeto S& P 500

Thisequation providesavaluewhich | can
compare across firms. | do thisfor each day (60
days before announcement and 60 days after con-
summation). | thenfind theaveragefor the sample
for eachrespectiveday. If thisvalueislarge, thereis
asignificant difference between the S& P 500 index
and the sharehol der wealth of theacquiring firm. If
thisvaueissmal, either positiveor negative, thereis
littledeviation from theindex value. Oncel have
thesevaluesfor eachfirm, | can computean average
valueand astandard deviation.

V1. DATA
| test my hypothesesby combining datafrom
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various sources. | obtain stock price (shareholder
wealth) from Yahoo Finance (Yahoo, 2003). | am
ableto get the exact time period datafrom thissite
for each company. Inorder to obtain the exact an-
nouncement and consummation dates, | use
Mergerstat Review 2002 (2002) and Merger & Ac-
quisition Sourcebook 2002 (Dolbeck, 2002). These
journdsprovidedl thecompany information, merger
information (typeand Sze), and dates. To obtain data
onthe S& P500index, | use Yahoo Finance (Yahoo,
2003). | dso usethe Standard and Poor’s company
website (Standard, 2003). | usethisdataasaproxy
for the whole market and as a control for seasonal
market fluctuationsand trends. | compileal of my
datainto tablesand spreadsheets.

The S& P 500index isa*“world-renowned
index including 500 |eading companiesinleadingin-
dustries of the United States’ (Standard and Poor’s,
2003). Thisindex isagood proxy for market perfor-
mance, overall. Just likethe actual businessworld,
theindex isbroken into sectors. These sectorsin-
cludeenergy, materids, industrials, consumer discre-
tionary, consumer staples, hedlthcare, financids, in-
formation technol ogy, tel ecommunication services and
utilities (Standard and Poor’s, 2003). The S& P500
reportsindex valuesat the end of each day.

VIl. RESULTS

Theresultsof thisstudy werenot expected,
but still arevery important. My hypotheseswere
not supported; actually, the opposite happened. |
was ableto sufficiently test 15 companies, which
had amerger or acquisition valueof over 1 billion
dollars. In 2001, therewere 54 mergersat over 1
billiondollars. | created asample by taking each
industry that had amerger value of over 1 billion
dollars. If therewasonly onemerger of that value,
| used that merger. However, if there were more
mergersof that value, | took thelargest merger in
dollar value asmy sample merger.

Theresultsof thisstudy did not providesup-
port for hypothesis 1. | found that inthe 60 days
beforean announcement of amerger, thereisatrend
of theacquiring firm to under-perform the S& P500
index, asFigure 1 shows. Thereisanoveral trend
downward, but fluctuation everyday of positiveand
negative company performance, ascomparedtothe
S& P500index. Thebiggest finding of thisisthat
there is a sharp down turn at 2 days prior to the
announcement. Thisdownturnindicatesthat there
isanegative expected performancefrom themerger
withincreased efficienciesnot expected

Theresultspartialy support hypothesis2. |

FIGURE 1
Average Performance of the Acquiring Firm 60 Days Prior

o

= i A, .

=

g R VAN WA VANSRZV VN =Y
= e é"’\g: 4 hb‘\v/r«’\ o q‘*vq‘b qﬁ\c/wffﬂ A Y w ] Ty
==

5 2 \1
: . |
Z

DAYS PRIOR TO ANNOUNCEMENT

The Park Place Economist, Volume Xl |

66



67

George Coontz

FIGURE 2
Average Performance of Acquiring Firm 10 Days Prior
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had expected apositivetrend for the samereasons
asinthefirst hypothesis. AsFigure 2 shows, ten
daysbefore the announcement once again showsa
decreasein shareholder wealthin comparisontothe
S& P500index. Themgority of thetrend linede-
creaseislocated in the two days prior to the an-
nouncement i ndicating that an announcement isex-
pected and it will have anegative effect on share-

holder wealth. Thisseemsto present theideathat, at
least for the 15 firmsin thisstudy, on average, merg-
ersand acquistionsdo not benefit sharehol der wedth
intheacquiring firm before the announcement date.

Theresultsof thisstudy do not support hy-
pothesis 3. Thetrend over 60 days after consum-
mation date of the merger or acquisition isdown-
ward doping, but only minimd, asshowninFgure3.

FIGURE 3
Average Performance of Acquiring Firm 60 Days After
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FIGURE 4
Average Performance of Acquiring Firm 10 Days Afier
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Thiscould be dueto theideathat all of the expected
increasein sharehol der wealth wasredlized between
the announcement and consummation dates of the
merger. Thestock price could just be getting back to
itsrational price during thistime because the band-
wagon effect drove pricesup aboverational levels
or, inother words, the ock was overvaued and now
isgoing towardsitsreal vaue.

Aninteresting finding, however, isthat inthe
first 10 daysafter consummating themerger, thetrend
was to increase relative to the S& P 500 index, as
shown by Figure4. Thiscould bejust an anomaly
whereoneor two merger companiesperformed well,
whileothersremained constant. Thetrendisupward,
but at avery small ratethusleading meto believethat

thisisnot aconsi stent resullt.

| was also ableto obtain some descriptive
data, which providessomeinsight into my sample.
Table 1 presentsthisinformation. Thestandard de-
viationsfor beforeand after themerger or acquis-
tionarerdatively smilar. Thismeansthat, on aver-
age, thedatafor each day doesnot vary that much
before and after the merger. The averagefor all
daysbeforethe merger or acquisitionisnegative.
Thismeansthat more time was spent under-per-
forming the S& P 500 than daysover-performingit.
Onthecontrary, theaveragefor al daysafter the
consummation of themerger or acquisitionwaspos-
tive. Thisindicatesthat after the consummation,
more days outperformed the S& P 500 or thefre-

TABLE 1
Descriptive Statistics

Variables Standard Deviation M ean M aximum M inimum
60 Days Prior to
ANNOUNG .7495 -.0393 1.5756 -3.5757
60 Days After
Cons. ion 7169 .0262 2.3981 -2.2301
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quency of thedaysin over-performancewasgredter.
Incomparing the minimum and maximum numbers,
prior to the announcement had alower minimum
than after and after consummeation had ahigher max
than prior to announcement. Thisshowsthat, on
average, mergersand acquisitionsincreasethe ex-
tremeva ues.

VIIl. CONCLUSION

Thispaper toucheson animportant topicin
corporatefinance and economics, mergersand ac-
quigtions. | findthat, on average, merger or acqui-
sitions, inthe 15 firm sample, do not, on average,
improve shareholder wealth of theacquiring firm;
rather, it actually decreasesit. Thisisimportant be-
causethefunction of acompany isto make money
and transfer the profitsto the stakeholdersand risk
takersof the corporations, the shareholders. If the
goal isto maximize share-

samplesizeof only large mergersand acquisitions.
Toincreasethe significanceof thisstudy, morefirms
could be added to increase the validity of thisstudy.
With asample of only 15 firmsout of 54, thereis
room for improvement. Thereisasoroomforim-
provement in mergersvalued at under 1 billion dol-
lars. Thisstudy aimedto focusonthelargefirms
with the rationale that they would have the most
sharehol dersand would show the best resullts. After
further investigation, smaler mergersor acquisitions

could possibly show morefluctuationsinvalue.
Onemust dsolook at long-run effectsverses
short-run effects. Thisstudy only looksat ashort
timeframeafter themerger; it might bethat themoti-
vationwasinthelong-term, longer than 60 days. It
would beinterestingtolook at thesefirmsinthelong-
run—ayear or longer —to seeif theresultsmight be
different. It might bethat the efficiency gainshave
not had timeto manifestin

holder wealth, why would a /
corporationwant to mergeor
acquireancther firmif data
suggedtsthat it actudly wors-
ensshareholder wedth? The
answer to this question is
hardto pinpoint. First of al,
the corporation might not be
maximizing shareholder \
wealth. Thisshould alarm

“If the goal is to maximize
shareholder wealth, why would
a corporation want to merge or
acquire another firm if data sug-
gests that it actually worsens
shareholder wealth?”

\ the short-run thuscausing
temporary diseconomies
of scale. This could be
what drove shareholder
wealth down in this
sample.

Another explanation
could bethat “the acquir-
/ ing company hasofferedto

shareholders because they
are paying for morethan what they are getting in
return. Inother words, acompany isactualy worth
lessthanispaidforit. If thisisthecase, theBoard
of Directorsand Officersarenot fulfilling their fidu-
ciary duty to shareholders. Whereisthistransfer of
wedthgoingif itisnot going to the shareholders? It
may bethe casethat therewasadifferingin vaua-
tion of the merger from acquiring firmto thefirm
that wasacquired. Thiswould occur if “the buyer
hasmadean offer too good torefuse” (Ravenscraft,
1987). They could also cometo thisvariance by
not making aninformedrationd decison, if oneparty
withheld information, or if onefirmwould benefit
more.

Another answer to thiscould bethe small

pay too highapricefor the
target” (Kaen, 2003). If
thisisthe case, then the benefit of the merger would
go to the shareholder of the acquired firm and the
shareholdersof theacquiring firmwouldlosevalue
and wedlth.

Theoverdl trendinthefirmsthat thisstudy
investigated wasdownward. Thisleadsmeto be-
lievethat thesefirmsaremature, and they could have
undertaken these mergersto gain anew product or
region to continueto perform at growing company
levels. If thisisthecase, they would befulfillingtheir
fiduciary duty to shareholdersby sustaining thefirm.
Kaen statesthat oneway for managersindeclining
industriesto maintain their jobsisto seek and ac-
quireagrowing company. Theseusually do not per-
formwell and“itiseven moredoubtful that thereare
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unigue synergiesbetweenthedeclining firmandthe
growthindustry. Investorsgeneraly are skeptical of
such acquidtionsand drivedown the priceof the* old-
line’" acquiring firm” (Kaen, 2003). It can be con-
cluded fromthisthat if adecliningfirmwantedto sus-
tainitself, it should not undertake amerger with a
growing company utilizing itscurrent managersand
management style. It would not increase sharehol der
wedth.

The goal of this study wasto determineif
mergersand acquisitionsaffect shareholder wedthin
order toinvest accordingly. Inthesampleof mergers
studied, thereisevidencethat aninvestor should not
investin companiesthat are planning to acquirean-
other becausethetrendisto under-perform the mar-
ket.
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