Mergers, Sell-Offs,
and Economic Efficiency

DAVID J. RAVENSCRAFT
F. M. SCHERER

\. 3
N iﬂschamime

THE BROOKINGS INSTITUTION
Washington, D.C.



Contents

. Introduction

The Rationale of Mergers 2
Research Methodology 17
Plan of the Book 18

. The Contours of Merger Activity Since 1950

Merger Trends in Manufacturing and Mineral Industries 20
The Sample Companies and Their Diversification 24

The Conglomerates 36

The Structural Correlates of Merger Activity 45
Conclusion 54

. The Profitability of Acquired Companies

Prior Research 56

New York Stock Exchange Listing Apphcatlon Ev1dence 58
Further Evidence 64

Summary 73

. Post-Merger Financial Performance

The Line of Business Merger Data Link 75

Asset Values and the Choice of Accounting Method 78
Sample Composition 82

Variables and Model Specification 83

The Cross-Sectional Results 85

Matched Pre- Versus Post-Merger Analysis 111

~ Merged Unit Growth 117

Expenditures on Research and Development 179
Conclusion 122

. The Economics of Sell-Off: Case Study Evidence

Methodology 123

20

56

75

123

ix



=)

2-1.

2-2.

2-3.

MERGERS, SELL-OFFS, AND ECONOMIC EFFICIENCY

The Sample 127

The Reasons for Merger 129
What Went Wrong? 132

The Sell-Off Decision 144
Developments after Sell-Off 149
Conclusion 157

. The Economics of Sell-Off: Statistical Evidence

The Frequency of Sell-Off 159

The Determinants of Sell-Off 166
Pre-Divestiture Investment Behavior 187
Conclusion 190

. Pulling the Threads Together

The Efficiency Consequences 192
Were Mergers Profitable for the Acquirers? 204
Merger Performance and Merger Motives 210

. Broader Implications

The Importance of Understénding 216
Is History Irrelevant? 218
The Policy Instruments 22/

Appendixes

. Predicting the Merger Accounting Method 229
. Narrative Summary of the Case Studies 239
. Mnemonics Used in the Principal Statistical Analyses 280

Index

Tables

Distribution of Assets Acquired in Acquisitions of Large
Manufacturing and Mining Companies by FTC Merger Type
Classification, 1948-77

Distribution of Manufacturing Industry Assets Acquired, by
Experience-Oriented Merger Category, 1950-77

159

192

216

285

23

24

Manufacturing Sales and Line of Business Counts in 1950 and
1975 for the 471 Companies in the FTC’s 1975 Line of Business

Survey

28

. Diversification of Top 200 Companies of 1950 and 1975, Ranked

by Sales Quintil_ei 30



CONTENTS

2-5.

2-6.

2-7.

2-8.

2-10.

4-1.

4-2.
43.

4-4.
4-5.
4-6.
47.

_.4-8.

5-2.

Diversification of the 148 Top 200 Companies of 1950 Surviving
in the 1975 Line of Business Survey, Ranked by 1950 Sales
Quintile

Accounting for Changes in the Number of Lines of Business for
the 148 Top 200 Companies of 1950 Surviving in the 1975 Line
of Business Survey

Percentage of Added Lines of Business Attributed to Internal
Growth Versus Acquisition for the 148 Top 200 Companies of
1950 Surviving in the 1975 Line of Business Survey, Ranked by
1950 Sales Quintile

The Leading Merger-Making Companies in the Line of Business
Survey, Ranked by Number of Acquisitions, 1950-78

. Cumulated Stock Market Value of $1,000 Investments in

Thirteen Leading Conglomerates, 1965-83 and 1968-83

Value in 1983 of a $1,000 1965 Investment in Each of Thirteen
Leading Conglomerates in the S&P Industrials Portfolio

. Average Industry Characteristics of Newly Acquired and

Original Lines of Business for Ninety Merger-Active Companies

. Regression Equations Relating Measures of Industrywide

Merger Activity to Industry Characteristics

. Average Supranormal Profitability of Acquired Companies

before Merger, by Year of Acquisition and Merger Accounting
Method

. Operating Income as a Percentage of Assets for All

Manufacturing Companies in the FTC’s Quarterly Financial
Report, 1962-77

Distribution of Lines of Business by the Number of Nonequals
Acquisitions Surviving into 1977

Basic Merger Effect Regressions

Merger Effect Regressions for 1977 with Continuous Industry
Controls and Categorical Merger Activity Variables

Merger Effect Regressions Testing Additional Variables, with
Fixed Industry Effects, 1977 Operating Income/Assets as
Dependent Variable

Sensitivity Analyses Testing Additional Accounting Variables,
MERGSHR Growth Variants, and Adjusted Sample Coverage,
with 1977 Operating Income/Assets as Dependent Variable
Best-Fitting Time Lag Structure Regressions

Distribution of Asset Growth MERGSHR:G Values for Post-
1950 Lines of Business with Acquisitions

Regressions with Ratios of 1977 Company-Financed R&D
Outlays to Sales as Dependent Variable

. Merger and Divestiture Highlights for Fifteen Case Study Units

Sold Off between 1977 and 1984

Profitability of Eleven Case Study Companies in the Year before
Their Acquisition

Xi

32

34

36
38
40
43
50

54

61

66

7
86

96
104
109
119
121
128

129



xii

5-3.
6-1.

6-2.

6-8.

6-9.

6-10.

7-2.

A-1.

A-2.

1-1.

2-1.

2-2.

MERGERS, SELL-OFFS, AND ECONOMIC EFFICIENCY

Characteristics of New Buyers in Fifteen Sell-Off Cases
Number of Manufacturing Lines of Business Sold Off per Year,
1974-81

Average Operating Income as a Percentage of Assets for Lines
of Business with Sell-Offs, by Interval between the Date of
Profit Report and Initiation of Sell-Off, 1974-81

. Deviations of Divested Lines’ Profitability from the Average

Operating Income/Assets Percentages of Nondivested Lines in
the Same Industry, by Interval between the Date of Profit
Report and Initiation of Seli-Off, 1974-81

. Annual Turnover Rates for Chief Executive Officers of

Companies in the Line of Business Sample, 1973-80

. Recapitulation of Explanatory Variables Used in the Analysis of

Full Sell-Offs

. Availability (X) and Gaps (O) in Data for Estimating a Four-

Year Lagged Relationship between Profitability and Line of
Business Sell-Offs, 1970-80

. Logit and Ordinary Least Squares (OLS) Regressions

Explaining Full Sell-Offs

Changes in the Probability of Sell-Off Indicated by Logit
Regression (1a} in Table 6-7 with a Four-Standard-Deviation
Increase in Individual Variables, Other Variables Held at Their
Mean Values

Multinomial Logit Results from Analysis of Partial and Full Sell-
Offs for 2,683 Lines of Business

Average Deviations of the Ratios of R&D to Sales and
Advertising to Sales from Industry Norms for Fully Divested
Lines of Business, by Years before Sell-Off

. Derivation of Asset-Weighted Deviations of Post-Merger from

Pre-Merger Profitability of 634-Company Sample

Internal Rates of Return as of 1983 from Investments Financing
the Leading Conglomerates’ Acquisition Activity, 1962-78
Logit Regressions Predicting the Probability of Pooling
Accounting for All Manufacturing Acquisitions, 1950-79

Logit Regressions Predicting the Probability of Pooling
Accounting for Acquisitions with Both Asset and Consideration
Paid Data, 1950-~79

Figures

Normalized Weekly Stock Price Movements of Typical
Acquiring and Acquired Firms in Time Period Surrounding the
Merger Announcement

Constant-Dollar Volume of Manufacturing and Mineral Firm
Acquisitions, 1895-1985

Stock Price Movements of a Portfolio of Thirteen Merger-Prone

Conglomerates and the Standard & Poor’s Industrials Portfolio,
1964-83 :

150

163

167

168

171

174

175

180

182

186

‘189

198

210

235

237

21

41



CONTENTS

4-1.
4-2.

6-1.
. Pre-Merger Profitability as a Function of Acquired Company

Pooling Merger Effect Lag Structures from Regressions
in Tables 4-2 and 4-6

Capital Allocation Decisions under Capital Rationing and Elastic
Capital Market Conditions

Trends in Sell-Off and Merger Activity, 1965-85

Size

Xiii

110

112
161

196



