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ABSTRACT

This study analyzes the importance of price/earnings differences 

between firms as a motive for conglomerate merger. The motive of in

creased short run wealth in the form of higher earnings per share and/or 

price per share is scrutinized from theoretical and empirical view

points. The primary hypothesis evaluated is whether price/earnings 

differences between acquiring and acquired firms comprise an important 

motivation for merger. The major conclusion is that price/earnings 

differentials are an important explanatory variable in the motivation 

for conglomerate merger.

Chapters I and II contain a theoretical discussion of the neces

sary conditions for achieving wealth increases via merger for equity 

owners in acquiring and/or acquired firms. The effect of price/earnings 

differentials on the attainment of specific merger goals—increases in 

earnings per share and/or price per share—is examined within an ex

change ratio model.

In Chapter III prior empirical evidence on price/earnings differ

entials is reviewed. Existing data on merging firms suggest that price/ 

earnings differences may be more significant for conglomerate than non

conglomerate mergers. But the data are for limited, different time 

periods and conclusions must be tentative.

Chapter IV contains the primary quantitative tests of the price/ 

earnings differential theory. The mean price/earnings ratios are



calculated for the firms involved in major pure conglomerate mergers, 

as defined by the Federal Trade Commission, during 1954-1969. The rela

tions of merger frequency per firm and time periods to the price/ 

earnings differences of merging firms are also investigated. For the 

mergers sampled the acquiring firms1 mean price/earnings ratio signif

icantly exceeds that of the acquired firms. Similarly, a significant 

positive relation is found between merger frequency per firm and the 

price/earnings differential, especially for the highly active 1966-69 

merger period. These results, along with others, indicate that the 

price/earnings differential theory of mergers merits serious considera

tion in any discussion of motives for conglomerate mergers.

A secondary empirical effort of the study is made in Chapter V to 

compare the pre merger profitability of acquiring and acquired firms 

for approximately the same sample of mergers evaluated for price/ 

earnings differences. Specifically, the popular "failing firm" 

hypotheses—either acquirer or acquired—are found to have little 

empirical support.



ACKNOWLEDGEMENTS

I wish to thank the numerous persons who provided advice and assis

tance on this study. Special acknowledgement is due to Professors 

John Rowe and Henry Steele for their encouragement during my entire 

graduate program. Professors Thomas and Brosky provided valuable sug

gestions for improvements in this paper. To the economics faculty I am 

indebted for their interest, patience, and critical though constructive 

scholarship.

ii



TABLE OF CONTENTS

Page

ACKNOWLEDGEMENTS.............................................. ii

LIST OF TABLES................................................ v

LIST OF FIGURES................................................ vi

Chapter

I. INTRODUCTION ............................................. 1

Review of Merger Motives ............................ 2

Purpose and Outline of Study........................ 10

II. PRICE/EARNINGS DIFFERENTIAL AND MERGER ................... 12

The Naive P/E Differential Theory . ............   . . 12

The Exchange Ratio.................................. 15

Exchange Ratio Determination and Growth 
in Price Per Share.................................. 23

The Example Re-Visited.............................. 28

Growth in Earnings Per Share........................ 31

Growth in E/S and P/S........................  . . . 34

The Example and P/E Differential Theory............ 39

Implications of P/E Differential Theory ............ 42

III. EXISTING EMPIRICAL EVIDENCE ON P/E DIFFERENTIAL THEORY . . 44

Advocates of P/E Differential Theory ..............  . 44

Critics of P/E Differential Theory .................. 51

iii



Chapter Page

Summary............................................ 56

IV. P/E DIFFERENTIAL AND PURE CONGLOMERATE MERGER, 1954-1969 . 59

Definitions and Data................................ 59

P/E Differentials for 1954-69 Period ............... 64

P/E Differential Relative to Acquirer’s Merger
Frequency.......................................... 67

P/E Differential According to Merger Time Period . . . 70

P/E Differential According to Merger Period and 
Frequency................. ......................... 71

Conclusions........................................ 73

V. PROFITABILITY AND PURE CONGLOMERATE MERGERS, 1954-1969 . . 75

Definitions and Data................................ 78

Pre-Merger Profitability . . ....................... 79

Profit, Merger Frequency, and Merger Period .......... 80

Change in Profit Rates .............................. 83

VI. CONCLUSIONS............................................ 86

APPENDIX A.................................................... 90

APPENDIX B............   99

APPENDIX C.................................................... 102

BIBLIOGRAPHY .................................................. 104

iv



LIST OF TABLES

Table Page

2- 1 Hypothetical Pre Merger and Post Merger Financial Data
Illustrating the P/E Differential Theory .............. 14

3- 1 Summary of Walter J. Mead's Test of P/E Differential
Theory on Major Mergers from January 1, 1967 to 
June 30, 1968 ........................................ 45

3-2  Summary of Melicher-Hempel Study of Common Stock Exchange 
Mergers from 1950-1968, as Reported by FTC.... 48

3- 3 Summary of Major Empirical Studies on P/E Differential
Theory . . . ........................................... 57

4- 1 Major Mergers Recorded by the FTC Summarized by Time
Periods and Merger Type.............................. 61

4-2  Mean Price/Earnings Ratios of Acquiring and Acquired 
Firms in Pure Conglomerate Mergers from 1954 to 
1969, Computed with Unadjusted and Adjusted Data . . . . 64

4-3  Number and Size of P/E Ratios Excluded from the 
Adjusted Sample .............................. 66

4-4 Merger Frequency of Acquiring Firms in Reported Pure 
Conglomerate Mergers During 1954-1969 Period .. 68

4-5 Mean Price/Earnings Ratios of Acquiring and Acquired 
Firms According to Merger Frequency for the Period 
1954 to 1969 .................................. 69

4-6 Mean P/E Ratios of Acquiring and Acquired Firms in the 
Two Merger Periods, 1954-1965 and 1966-1969 ...... 71

4- 7 Mean P/E Ratios of Acquiring and Acquired Firms
According to Merger Period and Frequency .............. 72

5- 1 Mean Profit Rates for Acquiring and Acquired Firms in
Pure Conglomerate Mergers, 1954-1969 .................. 80

5-2  Mean Profit Rates of Acquiring and Acquired Firms in the 
Two Most Recent Pure Conglomerate Merger Periods . . . . 82

5-3  Mean Profit Rates for the Two Years Preceding Merger and 
Percentage Change in Profit Rates for Pure Conglomerate 
Mergers, 1954-1969 . . . ...................... 84

v



LIST OF FIGURES

Figure Page

2-1 Maximum Exchange Ratios for Acquiring Firm  20

2-2 Minimum Exchange Ratios for Acquired Firm..........  . . 23

2-3 Exchange Ratio Determined Assuming P12 =  24

2-4 Exchange Ratios when P12 >  27

2-5 Exchange Ratios from the Example When Firm 1 
Acquires Firm 2  29

2-6 Exchange Ratios from the Example When Firm 2 
Acquires Firm 1  30

2-7 Determination of the Maximum Exchange Ratio Consistent
with the Earnings Per Share Growth Constraint  32

2-8 The Range of Exchange Ratios Consistent with the P/E 
Differential Theory When Pj/Ej > ^2^2  35

2-9 The Range of Exchange Ratios Consistent with the P/E 
Differential Theory When Pj/Ej < 

 2-10 Firm 1 Acquiring Finn 2 Where Pj/Ej > P2^2...... 40

2- 11 Firm 2 Acquiring Firm 1 Where P^/E^ > E2/E2...... 41

3- 1 Exchange Ratio Determination and Premium Payment  51

C-l Exchange Ratio Model and Divesture  102

vi



CHAPTER I

INTRODUCTION

This paper scrutinizes from both a theoretical and empirical view

point some of the most popular explanations for interindustry mergers. 

The fact that these mergers have been increasing in both absolute and 

relative importance for the past two decades is well documented by the 

Federal Trade Commission.While the number of explanations for these 

mergers seems to be growing rapidly—perhaps approaching the total 

number of mergers—the persuasiveness of the arguments is frequently 

deficient due to limited rigor in the theoretical analyses and/or a 

dearth in empirical testing. Perhaps the reason for so many theories 

of merger is that motivation is attempting to be explained. Tradi

tionally, economists with interests in mergers have been concerned with 

the ex post consequences of consolidations. The combination of the 

predominance of intraindustry mergers and a market oriented theory re

sulted in little attention being given to motivational factors by the 

firms involved. For intraindustry mergers, regardless of the ex ante 

motives for merger, the ex post results on the market structure are 

predictable.

But the deficiency of orthodox economic theory to adequately

^Federal Trade Commission, Large Mergers in Manufacturing and Min
ing, 1948-1969, Statistical Report No. 5, February, 1970, pp. 1-16. 



2

explain the interindustry merger, especially the ex post consequences 

of such activity, is resulting in a "motive-conduct’1 explanation for 

conglomerate*  type mergers. Public policy toward these mergers varies 

depending on the assumed propriety of the expected post-merger conduct 

of the merged firms.

*The terms interindustry and conglomerate merger are used synon
ymously.

^See, for example, John Lintner, "Expectations, Mergers and Equi
librium in Purely Competitive Securities Markets," American Economic 
Review, Papers and Proceedings, LXI (May, 1971), 110 and Walter J. 
Mead, "Instantaneous Merger Profit as a Conglomerate Merger Motive," 
Western Economic Journal, VII (December, 1969), 295-306.

The purpose of the study is limited. Two of the most popular and 

re-occurring motives for conglomerate mergers are analyzed. The instan

taneous increase in profit reflected by an increased earnings per share 

of equity for the owners of the acquiring firm, as discussed in nearly 

all corporate finance textbooks and recently in the scholarly journals, 

is closely analyzed. The conditions under which this motive is con

sistent with stockholder welfare are analyzed in an equity exchange

ratio model. The basic tenets of this theory are tested for a sample 

of conglomerate defined mergers during the 1950-1969 period. Second, 

for the same sample of mergers the relative premerger profitability of 

the merging firms is calculated.

Review of Merger Motives

No general theory exists that explains in full detail why mergers 

occur. Numerous attempts focusing on specific types of mergers or 
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assumed objective functions such as growth, and for certain time inter

vals are part of a mosaic that currently exists regarding the motiva

tion for mergers. The following is a synthesis of the most prevalent 

behavioral explanations for merger expressed in terms of a profit 

maximization model. The model provides a convenient framework in which 

discussion of various types of mergers is facilitated. Specific dis

tinctions in merger motives for firms within the same industry versus 

those in completely unrelated activities is one of the sought-after 

results of this model.

The profit maximization assumption common in microeconomic theory 

is translated quite readily into a stockholder wealth maximization 

model. Specifically, the equity owner’s wealth is a function of ex

pected dividends plus capital gains or losses. The present value of 
3a firm (Pq) can be expressed by the usual dividend valuation model in 

which the present value of a firm is dependent upon the expected divi

dends (Dt) discounted as a rate r, over an infinite number of time 

periods. Thus,

This of course, being the sum of an infinite series, is reducible to 

the valuation form identifiable with perpetuities (e.g. bonds),

^Several simplifying assumptions are made. The dividend paid from 
profit (i.e. net income after taxes) is assumed to be 100Z. Similarly 
the expected life of the firm’s earnings is infinity. Also profit is 
expected to have a zero growth rate.



Do
(I-2) Po - —

In this reduced form the most general motives for profit maximization 

(i.e. increasing the present value of the discounted expected dividends) 

are apparent. That is, anything that increases the expected profit 

stream (i.e. DQ) or reduces the discount rate increases stockholder 

wealth. The discount rate is taken to be representative of the degree 

of risk. Thus, more risky firms have higher discount rates than others. 

This point is further elaborated upon below. On a per share of common 

equity basis, eq. (1-2) becomes

Do/Sn(1-3) Po/So - °r

OR

where p = price/share
d = earnings/share

Sq = number of shares outstanding

Equation (1-4) expresses the present value of a share of equity (p) as 

being directly dependent on the earnings per share (d) and inversely 

dependent on the discount rate (r).

In terms of microeconomic theory, d = R-C, where R is the firm's 

total revenue/shares of equity and C is the firm's total cost/shares 

of equity. Thus, the objective of profit maximization is identical to 
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maximizing earnings per share, ceteris paribus, and p is now expressed:

(j-5) p = RlC

Conventional analysis recognizes three basic ways in which p may 

be increased due to merger. First, the creation or increase in monopoly 
power is judged to expand d, ceteris paribus. Both Markham^ and Nelson, 

for example, find the desire for the creation of monopoly power a prime 

determinant of the merger activity around the turn of this century. 

Similarly, Stigler finds for later periods a tendency for merger to 

create oligopoly and not monopoly per se.® The creation of monopoly or 

oligopoly powers can be summarized as expanding the numerator in eq. 

(1-5) by a factor of (1+a) where a is the percentage change in the 

numerator due to increased monopoly power.

Second, p may be increased by cost savings due to either real or 

pecuniary savings on the factors of production; thus, C is reduced by 

some percentage f? and p increases by (1+B) , ceteris paribus. Real cost 

savings are possible from economies of production, distribution and 

management. Pecuniary savings may be derivable, for example, from 

reciprocity agreements between buyers and sellers of inputs, or tax t

^Jesse W. Markham, "Survey of the Evidence and Findings on Mergers," 
in Business Concentration and Price Policy (National Bureau of Economic 
Research, Princeton University Press, 1955), pp. 141-212.

^Ralph L. Nelson, Merger Movements in American Industry, 1895-1956 
(National Bureau of Economic Research, Princeton University Press, 
1959), pp. 101-103.

^George Stigler, "Monopoly and Oligopoly by Merger," American 
Economic Review, XL (May, 1950), 23-24.
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gains.

Orthodox industrial organization theory thus analyzes mergers, at 

least up to 1950, in terms of the ex post likelihood of achieving by 

merger an increase in p by a positive a and/or B. Horizontal and ver

tical mergers are rationalized by the expected increments in stockholder 

wealth due to either increased monopoly powers or cost saving. Hori

zontal mergers may have either a positive a or B. Vertical mergers are 

more likely to have a positive B and a very small or zero a.

Third, p may be increased by a reduction in the overall riskiness 

of the firm as reflected by a lower discount rate, (r). A considerable 

amount of academic energy has been spent in the past few years analyzing 

the conditions under which r might change due to merger. Two general 

categories of conditions leading to a reduced r from merger are evident. 

First, larger firms usually have a lower cost of securing externally 

financed capital due to relatively high fixed transactions costs in 

floating new stock or bond issues. Archer and Faerber find that floata

tion costs vary from five to forty-four per cent of the value of common 

equity (at least for their sample), and floatation costs as a percentage 

of total share value is inversely related with both size of firm and 

size of equity issue.Similarly, Brigham and Smith conclude in a

^Stephen H. Archer and LeRoy G. Faerber. "Firm Size and the Cost 
of Equity Capital," The Journal of Finance, XXI (March, 1966), 69-84. 
A-F ran a single equation regression using E/P (i.e. the cost of capital, 
r, as the dependent variable. Independent variables were (a) firm size, 
(b) size of equity issue, (c) leverage, (d) growth rate in earnings, 
(e) age of firm and (f) variance of earnings. Of the 45% variation in 
E/P "explained" by this model, (a) and (b) "explained" over 22%. 
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review article "... that, on balance capital costs decline as firm 

size increases."®

Second, r is frequently asserted to decline when firms with imper- 
gfectly correlated earnings streams merge. When two streams of earnings 

are less than perfectly correlated (positively), the total variability 

after combination will be less than either individual variability. The 

extension of this argument to mergers, however, fails to hold except 
under specific circumstances. Levy and Sarnat,^^ and Schall^ for exam

ple, show that the combined value of the merged firms does not exceed 

the sum of the firms’ values if perfect capital markets are assumed.

That is, if individual investors have the option of combining shares 

of each firm in their own portfolios, merging provides no necessary in

crease in stockholder wealth. Lintner, however, shows that even under 

conditions of perfect capital markets if the equity of the merging 

firms are not held by identical subsets of investors, diversification

®Eugene F. Brigham and Keith V. Smith, "Cost of Capital to the 
Small Firm," Readings in Financial Management, ed. Raymond G. Schultz 
(second edition, Scranton, Penn.; International Textbook Co., 1970), 
p. 201. This issue involves of course the famous debate stemming 
from the Miller-Modigliani articles. These articles are included in 
the bibliography.

^See, for example, M. A. Adelman, "Anti-trust Problems: The 
Antimerger Act, 1950-1960," American Economic Review, LI (May, 1961), 
241-242.

lORiam Levy and Marshall Sarnat, "Diversification, Portfolio 
Analysis and the Uneasy Case for Conglomerate Mergers," The Journal of 
Finance, XXV (September, 1970), 795-802.

^■^Lawrence D. Schall, "Asset Valuation, Firm Investment, and Firm 
Diversification," The Journal of Business, 45 (January, 1972), 11-21.
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12 gains may result from merger. In short, r may be decreased under 

certain circumstances by a reduction in the "riskiness" of the com

bination, as reflected by the reduced variability of earnings.

A similar argument of why r may decline, advanced by both Levy- 

Sarnat and Lewellen,is that merger may produce a reduction in credit 

risk—that is the joint probability of bankruptcy is less than that 

prevailing for either firm. Hence, the combination is able to obtain 

higher debt limits and/or lower borrowing costs.

Note that p may also change due to an instantaneous change in d
* * 14 ,to d. Since d is simply a weighted average of the merged firms

* 
respective pre-merger earnings per share, d will increase, remain con

stant, or decrease depending on whether the acquiring firm has a higher, 

equal, or lower price-earnings ratio than the acquired firm, ceteris
IE *

paribus. Thus, an increase in earnings per share, d, may lead to an
* increase in stockholder wealth, p, if Ar = 0, a = 0 and 8=0. The 

motivation for merger under these conditions is henceforth referred to

l^john Lintner, "Expectations, Mergers and Equilibrium in Purely 
Competitive Securities Markets," American Economic Review, Papers and 
Proceedings, LXI (May, 1971), 107-109.

13wilbur G. Lewellen, "A Pure Financial Rationale for the Con
glomerate Merger," The Journal of Finance, XXVI (May, 1971), 521-537.

l^A detailed explanation of this statement is given in Chapter II, 
pages 24-26.

l^See, for example, James C. Van Horne, Financial Management and 
Policy (Englewood Cliffs, New Jersey: Prentice-Hall, 1969), 604-608. 
Also this point is elaborated on in the following chapter.
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as the P/E differential theory.
* *In summary, p is functionally related to d, a, B, and Ar as 

follows:

(1-6) p = ^(l+oH-B) .
r+Ar

Traditional merger categories may be classified according to the values 
of a, B, and Ar.^ Horizontal and vertical mergers are thought to yield

*
either a S 0, B S 0 or Ar < 0. The change in d in such mergers is either 

omitted in the analysis, or presumably thought to be of little conse
quence. More recently, however, LintneiA? and Mead18 have expressed an

*
interest in the importance of d as a possible merger motive, especially 

for mergers where the a and B gains are thought to be zero. Adelman, 

Litner, and Mead all define a "pure" conglomerate merger as one with a
* 

and B being zero. Gains in stockholder wealth must come from either d 

exceeding d or Ar < 0. The primary theoretical and empirical discus

sions of the recent activity of conglomerate type mergers are centered 

around the gains from merger due to an increase in the post merger earn

ings per share and/or a reduction in risk. Other commonly discussed 

merger motives due to tax incentives, accounting reporting practices, 

et cetera are not principally related to "pure" conglomerate mergers as 

defined above. Rather, this variety of institutional forces affecting

l^See for example Adelman, ojd. cit. , 241-242.

l^Lintner, o£, cit., 102-106.

18Mead, op. cit., 295-297.
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mergers is presumed to result in pecuniary gains such that B > 0. While 

these institutional bases for merger may be very important, they do not 

describe or explain the pure conglomerate merger.

Purpose and Outline of Study

The primary purpose of this paper is to subject the P/E differen

tial theory to both theoretical scrutiny and empirical testing. Chapter 

II contains a formal discussion of the P/E differential theory as a 

merger motive. Chapter III contains a discussion of the major empirical 

evidence on the P/E differential theory. In Chapter IV the P/E differ

ential theory is tested on a sample of pure conglomerate mergers occur

ring from 1954-1969.

A secondary effort is made in Chapter V to test empirically the 

relative premerger profitability of the acquiring and acquired firms in 

the same sample of mergers. The "failing firm" hypothesis is a tradi

tional, very popular explanation for mergers of all types. In terms of 

the previous section 8 is presumed to exceed zero. While this merger 

motive does not satisfy the author's definition of a pure conglomerate 

merger, it is included in this paper for two reasons. First, the "fail

ing firm" hypothesis is very popular as a merger explanation and hase 

been frequently used in attempting to explain pure conglomerate mergers. 

Second, the data are readily available from the firms sampled in Chap

ter IV.

The two merger motives examined in this paper obviously do not ex

haust the possible variety of merger explanations. But since the main 

concern is with pure conglomerate mergers, the alternative hypotheses 



are reduced substantially. Future research might emphasize the poten^ 

tial gains from greater leverage, and/or lower borrowing costs due to 

size. Also, more empirical research is needed on the possible gains 

from merging imperfectly correlated income streams to reduce risk.

11



CHAPTER II

PRICE/EARNINGS DIFFERENTIAL AND MERGER

This chapter explores the hypothesis that pre merger relative 

valuation differences between firms may act as an encouragement to 

interindustry consolidation. First, the naive theory is reviewed as 

it is frequently discussed in leading corporate finance and industrial 

organization texts. Second, a formal model of the P/E differential 

theory is developed using an exchange-ratio framework. Specific atten

tion is given to the importance of the P/E difference between merging 

firms in achieving increases in earnings per share and/or price per 

share. Finally, the implications of the theory for conglomerate 

mergers are discussed.

The Naive P/E Differential Theory

The editors of Fortune succinctly summarize the naive P/E differ

ential theory as follows:

Any time . . . a company buys another whose shares are selling 
at a lower price earnings ratio, earnings per share of the 
merged company in the first year of its existence will inevi
tably be higher than those of the acquiring company in the 
previous year. . . . On the strength of this . . . the market 
bids the new stock to an even higher multiple.1

In terms of the discussion in the previous chapter the initial
* 

period earnings per share, d, is expected to increase due to merger.

^Fortune, "The Merger Movement Rides High," February 1969.
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The increased earnings per share then leads to a higher price per share 

based on a new post merger price earnings multiple. The practice of 

one firm acquiring another that has a lower P/E multiple in hopes of 

absorbing the acquiree’s earnings, and having the merged firm’s earn

ings evaluated at the acquirer’s earnings multiple or higher will 

hereafter be referred to as the P/E differential theory.

A simplified numerical example may aid in the clarification of 

the P/E differential theory as a motive for consolidation. Suppose 

firm one, the acquirer, has a pre merger Pi/Ej of 30. Firm two, the 

acquiree, has a pre merger T^e earnlnSs (i»e. profit)

and number of common shares of each firm’s equity are given in rows 

one and two of Table 2-1. Assume firm one offers firm two six shares 

for each ten of firm two’s shares. Thus, $1,800 (i.e. $300 x 6) of 

new firm one common equity is offered for each $1,200 (i.e. $120 x 10) 

of common stock in firm two. To finance the merger firm one issues 

120,000 shares. The post merger results are shown in row three of 

Table 2-1. The post merger earnings are $12,000,000 and 1,120,000 

shares exist. The earnings per share has increased to $10.71. If 

the market evaluates the combination at a earnings multiple of 30, the 

stock price per share increases to $321. Stockholders in both firms 

experience an increase in wealth. Firm one’s original stockholders 

have realized a capital gain of $21 per share. In the exchange of 

stock firm two realizes a fifty per cent capital gain. Each original 

$120 share is now worth $180. Stated alternatively, a $300 share is 

exchanged for $200 worth of firm two’s stock. Firm two likewise incurs



TABLE 2-1

HYPOTHETICAL PRE MERGER AND POST MERGER FINANCIAL 
DATA ILLUSTRATING THE P/E DIFFERENTIAL THEORY

■ 1
FIRM EARNINGS(E) SHARES(S) E/S PRICE/SHARE P/E P

Pre Merger 1 $10,000,000 1,000,000 $10.00 $300.00 30 $300,000,000

Pre Merger 2 2,000,000 200,000 10.00 120.00 12 24,000,000

Post Merger 1+2 12,000,000 1,120,000 10.71 321.00 30 360,000,000
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the $21 capital gain.

Examples similar to this are found in many of the discussions of 
conglomerate mergers. Scherer,Van Horn,^ Smolter and Lancey,^ and 

Gort^ all express some interest in the P/E differential theory as one 

possible important explanation of conglomerate mergers. Empirical 

research into the significance of the P/E differential theory has been 

inconclusive, and often contradictory. Further discussion of the empir

ical work in this area is delayed until Chapter 3.

The example illustrates that market valuation differences may, 

under certain conditions, result in a wealth position appreciation for 

all stockholders of each firm. It is the assumed conditions or require

ments for the P/E differential theory to yield the results indicated in 

the example that will occupy the following analysis. The following 

sections of this chapter are concerned with a critical examination of 

the necessary conditions for the P/E differential theory to hold.

The Exchange Ratio

The ideal outcome of any consolidation is that neither firm be any 

worse off after the merger. To facilitate the discussion the assumption

^Frederick M. Scherer, Industrial Market Structure and Economic 
Performance (Chicago, Rand McNally, 1970), pp. 113-115.

Sjames C. Van Horne, Financial Management and Policy (Englewood 
Cliffs, New Jersey: Prentice-Hall, 1968), pp. 599-600.

^Donald J. Smolter and Roderic C. Lancey, "P/E Analysis in Acquisi
tion Strategy," Harvard Business Review (November-December, 1966), 
pp. 85-95.

^Michael Gort, "An Economic Disturbance Theory of Mergers," 
Quarterly Journal of Economics, 83 (November, 1969), 637-642. 
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is made that merger occurs by the acquisition of one firm's common stock 

by another.6 Thus, it is necessary that the acquiree's stockholders be 

given an equivalent value in the acquirer's equity. The number of 

shares of acquirer's equity that the acquiree receives for each share 

of its equity is called the exchange ratio (ER). The exchange ratio is 

critical in the following discussion. In fact, this section is primarily 

concerned with analyzing how the exchange ratio (ER) is determined.

This section relies principally upon the recent work of Larson and 
Gonedes? on developing a formal exchange ratio model. However, a con

siderable number of modifications and extensions are made in the follow

ing model.

Letting the acquirer firm be labeled firm one and the acquiree firm 

be called firm two, the merger requirement is that both groups of equity 

owners maintain at least their pre merger price per share of equity, or 

its equivalent. The wealth status of the acquirer's equity can be ex

pressed as,

(2?1) P1/S1 = (Pj/Ej) (Ej/Sj)

where ^1^1 = Price Per share of firm one's equity

Pj/Ej = price earning multiple of firm one 

El^l = earn^nBs Per share of firm one

^The exclusion of cash payments, bonds and other types of securi
ties does not effect the results obtained. Their inclusion would simply 
increase the complexity of the analysis.

^Kermit D. Larson and Nicholas J. Gonedes, "Business Combination: 
An Exchange Ratio Determination Model," The Accounting Review, XLIV 
(October, 1969), 723-728.
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Likewise the wealth position of the stockholders in the acquired firm

can be defined in the following terms:

(2-2) P2/S2 = (P2/E2) (E2/S2)

where P2/S2 = price per share of firm two’s equity

P2/E2 = price earnings multiple of firm two 

E2/S2 = earnings per share of firm two

The expected post merger wealth position of a stockholder may be defined

as the anticipated price per share of the combined equity:

ei+e2
(2-3) P12^12 “ ^12^12^ S1+(ER)S2

where P12^12 = Pr^ce Per share of the combined firms

^12^E12 = Price earnings multiple of the combined firms

. El+E2E12/S12 = ' S +7ER)S-" ’ ear?inBS Per share Of the 
1 ' 2 combined firms

E = earnings in the initial time period of the acquirer

E2 earnings in the initial time period of the acquiree

S 1 = total number of 
of stock

the acquirer’s pre merger shares

ER = exchange ratio

S2 = total number of 
of stock

the acquiree’s pre merger shares

Stockholders in firm one will suffer a welfare loss if the post merger

price per share, Pj2/s12* ■*- ess than the pre merger price per share,

T*1G stockholders in firm one will be at least as well off if
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(2-4) P12/S12 4 P1/S1

The stockholders in the acquired firm will not experience wealth 

losses if the price per share of the combined firms is no less than the 

value of the number of shares exchanged for one share of the combined 

firms’ equity, or

P-ZS
(2~5) P12^S12 2 ER

The hypothesis is now put forward that the exchange ratio depends 

upon the expected price earnings multiple of the combined firms, 

P 12^12*  From the viewpoint of the acquiring firm the exchange ratio 

that it offers will depend on the expected earnings multiple, ^12^12’ 

and constrained by the general condition of eq. (2-4). Given a partic

ular expected ^^2^12*  higher the exchange ratio the lower will be 

the 1*12^12*  maxirauni exchange ratio, given a consistent

1 (P1/s1)s2

with stockholder welfare in the acquiring firm, is found by setting 

eq. (2-3) equal to P1/S1,

E +E (2-6) <P12/=12) Si+1(e^S2 "

and solving for ER yields,

(2-7)
<P12/E12><E1+E2>-P1

ER — • - .. . - .
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We now have an expression, eq. (2-7) indicating the maximum exchange 

ratio that the acquiring firm will offer that is consistent with its 

stockholders*  welfare. Notice that all the terms in eq. (2-7) are 

constants except for the expected post merger earnings multiple 

^12^E12*  The initial period earnings of each firm (Ej and Eg), the 

pre merger price multiple (P^/S^), and the number of equity shares 

of each firm (S1 and Sg), are all constants. Thus, ERj is expressed 

as a function of one variable and several constants. The maximum 

exchange ratio that the acquiring firm will offer is directly related 

to the expected post merger earnings multiple. The higher the P12/E12 

the higher is the ERj.

An evaluation of the first and second derivatives of ERj with 

respect to indicates that

(2-8)
9ER1 32ER1

-----------  > 0 and —----------- = 08(P12/E12) 32<P12/E12>

Thus ER1 is a positive linear function of Pj2^E12’ as sh°wn by Figure 

2-1. The slope of ER^ equals the first derivative of eq. (2-7) or

(2-9)
3ER1 _ Ej+Eg 

3<P12/E12) ' <Pl/Sl)S2

which can be rearranged to yield

(2-10) 3ER1 Sj Ei+E2
5<P12/E12> ”
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Figure 2-1: Maximum Exchange Ratios for Acquiring Firm

The slope of ERj is positively related to the ratio of the acquirer’s 

and acquiree’s outstanding shares of common stock, and the sum of the 

initial period earnings for each firm divided by the acquirer’s pre 

merger present value.

The intercept term in eq. (2-7) has a negative value equal to

(p1/s1)(s2)

which reduces to - ~z- or the negative value of the ratio of the 

acquirer’s and acquiree’s outstanding shares of common equity.

In its most reduced and meaningful form ERj can be expressed as a 

function of the expected post merger earnings multiple as shown in eq.

(2-12) ,

'• 
S ] Ei "bE o(2-12) ERj - —L- -1 + 4—1 (P12/E12) 
d2 rl
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Any exchange ratio less than ER1, for any given expected post mer

ger earnings multiple, will result in the acquirer firm’s stockholders 

experiencing an increase in their welfare. That is, when ER < ERj the 

^12^12 > Similarly, the acquiring firm’s stockholders’ welfare

will be decreased if ER > ERj and remain unchanged if ER = ERp 

From the viewpoint of the stockholders of the acquired firm the 

exchange ratio must satisfy the constraint imposed by eq. (2-5). The 

value of the post merger stock must be at least equivalent to the ac

quiree’s exchanged equity. The exchange ratio is therefore critical 

to the welfare of the absorbed company’s stockholders. Recall that 

the exchange ratio is defined as the number of shares of the acquirer’s 

equity that is exchanged for a share of the acquiree’s stock. The 

acquiree stockholders will naturally prefer a higher exchange ratio to 

a lower exchange ratio, other things being equal. The objective of the 

acquiree is to obtain as high an exchange ratio as possible, and not 

accept an exchange ratio if it decreases its stockholders’ wealth. 

Thus, the minimum exchange ratio acceptable to the acquiree is of con

siderable importance. The exchange ratio is constrained by the require

ment that the post merger stockholder wealth, I,12^12* at ^east e<lual 

the pre merger wealth position, (P2/S2)/ER.

To determine the minimum exchange ratio acceptable to the acquiree, 

set eq. (2-3) equal to (P2/S2)/ER,

E +E P /S
<2-13) (P12/E12) Si+(|,r)S2------—
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and solving for ER yields.

(2-14)
(r12/E12)(Ei+E2)-p2

Equation (2-14) gives the exchange ratio that will leave the acquired 

firm's stockholders equally as well off after merger as before the mer

ger. Recall that the only independent variable in eq. (2-14) is the 

post merger expected earnings multiple, ^12^12’ t^ie ot^er values 

are constants for the given firms. Thus, the higher the t*ie

lower ER2, and vice versa.

Evaluation of the first derivative of eq. (2-14) yields the results 

that

3ER -(P /S )S (E +E )
(2-15)-------------------------------------—

8(P12/E12) l(P12/E12)(E1+E2)-P21

The first derivative will be positive, zero, or negative depending on 

whether the denominator in eq. (2-15) is negative, zero, or positive. 

Since the post merger present value of the combined firms (i.e. 

(P12/Ei2)(Ei+E2) will surely be greater than the pre merger present 

value of the acquiree (P2), the denominator will be positive; thus,

(2-16)
3ER2 32ER2

-----------  < 0 and —-----------  < 03(P12/E12) ’2<i>12/E12>
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Graphically ER2 may be shown as a function of as

trated in Figure 2-2. ER2 has a negative slope and is concave from 

above. For a given expected earnings multiple, an exchange ratio below 

12^12

Figure 2-2: Minimum Exchange Ratios for Acquired Firm

the ER2 curve will leave the acquiree stockholders worse off (i.e.

^12^12 Alternatively, an exchange ratio above ER2 will

enhance the acquiree stockholder’s welfare (i.e. pi2^12 * (P2/S2)/ER). 

An exchange ratio on the ER2 function will leave the stockholder of 

the acquired firm equally as well off after merger as before.

Exchange Ratio Determination and Growth 
in Price Per Share

An exchange ratio that fulfills the requirement that all stock

holders’ welfare be at least sustained in the post merger combination 

is obtained by combining Figure 2-1 and Figure 2-2. The combination 

of these two graphs is shown in Figure 2-3. The intersection of ERj 

and ER2 determines an exchange ratio that satisfies equations (2-4) and
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Figure 2-3: Exchange Ratio Determined Assuming P12 = Pj+Pg

(2-5). That is

P2/S2(2-17) Pj/Sj - -^3- = P12/S12

The exchange ratio at the intersection is determined by the ratio of 

the price per share of the acquired and acquiring firms. That is,

P2/s2
(2-18) ER -

The expected earnings multiple at the intersection of ER^ and ER2 

is a weighted average of the pre merger firms’ earnings multiples.

From eq. (2-3), the expected post merger earnings multiple equals.
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S.+ERCS,)
(2-19) P12^E12 = ^P12^S12^ E^^

Recall that the acquirer’s wealth positions before and after merger are 

assumed equal (i.e. pi2^12 " an<^ substituting eq. (2-18) into

the above yields,

1 Pl/Sl 2
(2-20) P12/ei2 = pi/si * -----—----

12 1Z 11 Ei+E2

which reduces to

Pl+P2
(2-21) P12^E12 " £^2

Since = (P^/E^E^ and P2 = (P2/E2)E2’ t^e a^ove may be expressed in

terms of a weighted average of the merged firms’ earnings multiples.

Thus,

(2-22)
(P1/E1)E1+(P2/E2)E2

P12/E12 E1+E2

The implicit assumption has been made that the sum of the pre 

merger firms’ initial period earnings exactly equals the total initial 

period earnings for the combination. Equally important is the assump

tion that future period earnings of each firm will grow at the pre 

merger growth rate. In other words, the present value of the 
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combination equals the sum of the present values of the acquiring and 

acquired firm. That is, P12 = P1+P2. It appears obvious that when the 

expected value of the combination exactly equals the sum of the pre 

merger present values of the two firms, that no gain in stockholder 

welfare is possible. Further assuming a perfectly efficient bargaining 

process between the two firms, neither firm’s stockholders will gain to 

the other’s loss. When P12 = P1+P2, the bargaining process over the 

exchange ratio becomes a zero sum game. The only way one firm’s stock

holders can experience a welfare gain is for the other firm’s equity 

owners to experience an equivalent welfare loss. In graphical terms, 

the exchange ratio given by eq. (2-18) and the expected post merger earn

ings multiple given by eq. (2-21) are shown in Figure 2-3.

When the expected earning multiple is greater than the weighted 

average of the pre merger earning multiples, more than one exchange 

ratio satisfies the condition that no stockholder’s welfare decreases. 

The area to the right of the intersection of ER1 and ER2 and bounded by 

ERj and ER2 (shaded area in Figure 2-4) , represents the range of ex

change ratios for any given expected earnings multiple when 

^12^12 > ’ Any exchange ratio within this range, but

not on ERj or ER2 makes all stockholders better off. An exchange ratio 

exactly on ER2 increases the acquirer stockholders’ welfare but doesn’t 

change the acquiree equity owners’ welfare. Similarly, an exchange 

ratio exactly on ER^ will enhance the acquiree’s welfare but not change 

the acquirer's wealth position. Any exchange ratio not within the 

shaded area results in a wealth decline for at least one firm.
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El+E2

Figure 2-4: Exchange Ratios when P12 > P1+P2.

Within the bounded shaded area of ER1 and ER2, for any given ex

pected earning multiple, considerable bargaining flexibility exists on 

the exchange ratio. The relative bargaining strength of the firms will 

determine the final exchange ratio. The potential exists, to varying 

degrees, for an exchange ratio to be determined where all stockholders 

experience an increase in wealth provided the post merger combination 

has an expected present value in excess of the sum of the present values 

of the pre merger firms. That is, P12/Si2 may exceed both P1/S1 and 

(P2/S2)/ER when P12 > P1+P2 or alternatively stated, 

P12/E12 > (P1+I>2)/(E1+E2).

When the expected post merger earning multiple is less than the 

weighted average of the pre merger firms1 earning multiples, no exchange



28

ratio exists that satisfies the stockholder welfare constraint. In 

terms of Figure 2-4, when P12^12 < at least one fir™'8

stockholders will incur a decrease in welfare*  Before proceeding to 

further discussion of the second merger motive—an increase in earnings 

per share—a recasting of the earlier example in light of the model 

developed thus far may be useful.

*The necessary conditions for divesture are discussed in Appendix C.

The Example Re-Visited

The example illustrated in Table 2-1 assumes the existence of a 

post merger earnings multiple in excess of the weighted average of each 

firm's pre merger earnings multiple. The assumed earnings multiple of 

30 is larger than the weighted average suggested by eq. (2-22). That is

» /f = (30)(10,000,000) + (12)(2,000,000) 
12/r12 10,000,000 + 2,000,000 = z/

If the assumed P12^12 e<lualed 27, the exchange ratio consistent 

with the stockholder welfare constraint would be 120/300 or 0.40. How

ever, since the expected earnings multiple was 30, a range of exchange 

ratios from 1.00 to 0.35 satisfy the stockholder welfare constraint.

The range of exchange ratios is found by substituting the required data 

in eq. (2-12) and eq. (2-14).

S E1+E
ERi = — -1 + — (P12/E12) 

a2 rl
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1,000,000
200,000

12,000,000
300,000,000 (30) 1.0

(P2/S2)(S1)
ER2 = (p12/e12)(e1+e2) - P2

(120)(1,000,000)_______
(30)(12,000,000) - 24,000,000

Given an expected earnings multiple of 30 all exchange ratios less than 

1.00 and greater than 0.35 result in wealth increases for all stock

holders. The exchange ratio of 0.60 in the example certainly falls 

within this range. Figure 2-5 depicts the example graphically.

Figure 2-5: Exchange Ratios From the Example When 
Firm 1 Acquires Firm 2.

This example, and others similar to it, obviously contain an

important implicit assumption. The present value of the combination 
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is greater than the sum of the value of its parts.

Suppose instead of firm one absorbing firm two, we assume firm 

two acquires firm one. If the post merger earnings multiple exactly 

equals the weighted average of the merged firms’ present values, 

^12^12 e<lua^s 27. The exchange ratio consistent with the stockholder 

welfare constraint is 300/120 or 2.5 (from eq. 2-18). An exchange 

ratio less than this will decrease the wealth of the acquiree firm’s 

stockholders, while increasing the wealth of the acquirer’s stock

holders. Graphically the ER^ function refers to the acquirer firm 

which is now firm two, and ER2 refers to the acquiree which is firm 

one. The intercepts and slopes of ER^ and ER2 are of course different 

from the previous example. Figure 2-6 illustrates ER^ and ER2 when 

firm two absorbs firm one. The explicit expressions for ER^ and ER2

Figure 2-6: Exchange Ratios From the Example When 
Firm 2 Acquires Firm 1.
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are

12,000,000 , , x24,000,000 ( 12' 12>er = 200,000
1 1,000,000

„n  (300)(200,000)
2 (P12/E12)(12,000,000) - 300,000,000

If the expected P12^E12 i3 ER1 = 2‘® an<1 ER2 = exchange

ratio less than 2.8 and greater than 1.0 increases the wealth of all 

stockholders, assuming a exchange ratio of 2.5 cer

tainly falls within this range.

Growth in Earnings Per Share

The naive P/E differential theory further suggests that merger is 

a means to achieve instantaneous growth in the acquirer’s earnings per 

share. For example the merger illustrated in Table 2-1 resulted in an 

E/S increase from $10 to $10.71. This section is concerned with analyz

ing the conditions under which the acquiring firm can experience an 

initial period increase in E/S by merger.

Recall that the post merger earnings per share was defined in eq. 

(2-3). That is,

El+E2
(2-23) E12/S12 = Si+er(s2)

Since Ej, E2, S1 and S2 are constants for the given firms, the post 

merger E12/S12 must depend upon the exchange ratio. From the above
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equation it follows that E^/Sia an^ are inversely related. The 

smaller ER the higher ceteris paribus; and vice versa. The

value of the first derivative of eq. (2-23) is

9(E. /S ) -(E +E )S
(2-24) ------------  = --------------

9(ER) [Si+ER(S2)]2

Since the denominator will always be positive, the signs of both the 

first and second derivatives are negative. Graphically, the relation

ship between ER and E12/S12 is represented by a negatively sloped convex 

curve as shown in Figure 2-7. The dependent variable, E12/S12 is on the 

abscissa and the independent variable, ER, on the ordinate. The pre 

merger E^/Sj of the acquirer is constant during the initial period under

Figure 2-7: Determination of the Maximum Exchange 
Ratio Consistent With the Earnings per 
Share Growth Constraint.
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consideration and is shown as a vertical line. The exchange ratio at 

which equals Ej2/S12 is labeled ERQ. All exchange ratios less

than ERa result in E12/S12 > E^/Sj and exchange ratios greater than 

ERa result in E12/S12 < E^/S^. For the firm interested in obtaining 

growth in earnings per share the exchange ratio ERa represents an upper 

limit in the exchange ratio bargaining process.

The value of ERa is obtained by setting E^/S^ equal to the right 

hand side of eq. (2-23),

E +E 1 2
(2-25)

and solving for

(2-26) a EVS1

Thus, ERa is equal to the ratio of the earnings per share of the 

acquiree to the earnings per share of the acquirer. From the merger 

example presented in Table 2-1 the ERa = $10/$10 = 1. Any exchange 

ratio less than ERa results in positive growth in earnings per share. 

An exchange ratio greater than ERa results in a decline in earnings 

per share. An exchange ratio equal to ERa yields no change in earnings 

per share.

ER yields

ER e2/s2

E./S. = ----------1 1 S1+(ER)S2
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Growth in E/S and P/S

The dual objectives of achieving both an increase in earnings per 

share for the stockholders in the acquiring firm and price per share 

for all stockholders can now be discussed. Recall that the naive P/E 

differential theory states that these two goals are the motivation for 

merger. Specifically this section is concerned with describing the 

conditions under which the following results are obtainable:

P2/S2
(2-27) P12/S12 > P^Sj and

and

(2-28) E12/S12 > E1/S1

The merger objective may be thought of as a constrained maximization 

problem. That is, the merger must satisfy eq. (2-27) subject to the 

simultaneous constraint of eq. (2-28). Since the decision variable is 

the exchange ratio, a limit on ER^ will be imposed by ERa. The com

bining of Figures 2-7 and 2-4 into Figure 2-8 illustrates the range of 

exchange ratios that satisfy the two merger objectives. ERa is deter

mined in Figure 2-8b as satisfying eq. (2-28). That is, ERa is the 

maximum exchange ratio that will allow the initial period earnings per 

share of the combination to exceed the acquirer's earnings per share. 

Transposing ER^ to Figure 2-8a sets the upper limit on ER^. ERa is 

expressed in Figure 2-8a as the ratio of the merged firms*  earnings per 
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shares (from eq. 2-26). The shaded area A bounded by ERj, ER^ and ERa 

represents the exchange ratios that result in both earnings per share 

and price per share increasing. Shaded area B bounded by ERj and ERa 

represents the exchange ratios that result in price per share increas

ing but earnings per share decreasing.

Figure 2-8: The Range of Exchange Ratios Consistent 
With the P/E Differential Theory When 
(Pj/Ej) > (P2/E2).

The location or value of ERa is of critical importance. Consider 

Figure 2-9. ERa is constructed to be less than the exchange ratio 

where ERj^ = ER2. This is in contrast to Figure 2-8 where ERa is greater 

than the exchange ratio where ER^ = ER2. The shaded area A represents 

the range of exchange ratios where the two objectives of merger are 

satisfied. The shaded area B represents the range of exchange ratios
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where only the price per share goal is obtained. Notice that the area 

A exists where the post merger earnings multiple pi2/E12 considerably 

exceeds the weighted average of the merged firms’ earnings multiples. 

Once ERa is less than the exchange ratio where ERj = ER2, the twin ob

jectives of merger can only be met at relatively high post merger earn

ing multiples. The lower ERQ is the higher must ^e*

Figure 2-9: The Range of Exchange Ratios Consistent 
With the P/E Differential Theory When 
(Pj/Ej) < (P2/E2).

The importance of the merged firms' relative earnings multiples can 

now be made clear. From Figure 2-9 it is apparent the exchange ratio 

ERa or (E2/S2)/(E1/S1) is less than the exchange ratio where ER*  equals 

ER2 (i.e. (P2/S2)/(P1/S1)).
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That is,

(2-29)
P2^S2 > E2^S2

Pl/Sl El/Sl

Or stated alternatively.

JS„ P,/S
<2-30) -e^TsT > "eTs

which reduces to,

(2-31) P2/E2 > Pj/Ej

When the acquiree’s earnings multiple is greater than the acquirer's 

earnings multiple, the probability of satisfying the dual merger objec

tives diminishes as P2/E2 further exceeds P^/E*. - The post merger earn

ings multiple must be increasingly greater than the weighted average of 

the merged firms earnings multiples as P2/E2 further exceeds Pj/E^.

Similarly, from Figure 2-8 it is apparent that ERa or 

(E2/S2)/(E1/S1) is greater than (P2/S2)/(Pj/Sj). That is.

(2-32)
P2/S2 e2/s2
P1/S1 < E1/S1

which reduces to, 

(2-33)
P1 P

■ > —
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When the acquirer's earnings multiple exceeds the acquiree's the prob

ability of satisfying the merger objectives appears greater than if 

P2/E2 > Pi/Ei' This is because relatively lower post merger earnings 

multiples fall within area A in Figure 2-8 than in Figure 2-9.

The relative P/E differential is also important in determining 

the range of "bargaining returns". Given an expected Pj2/^12» t^ie 

actual exchange ratio will depend upon the relative bargaining options 

of the merging firms; though the actual exchange ratio must fall within 

the limits imposed by ERa, ERlt and ER2. The relative bargaining op

tions of the firms will be limited by their P/E ratios. Consider Figure 

2-8. The shaded area B represents a set of exchange ratios inconsistent 

with merger objectives. Within area A the lower the exchange ratio, for 

any given expected P 12/^12» t^ie greater the welfare gain for acquirer 

firm stockholders relative to the welfare gain for acquiree firm stock

holders. The welfare gain to each set of stockholders will be positive 

within area A. However, the relative position of the acquirer firm is 

improved by having only the set of exchange ratios in area A to bargain 

over. Or stated alternatively, the acquiree's wealth gain has an upper 

limit imposed by ERa. The lower ERa the smaller is the maximum wealth 

gain possible by the equity owners in the acquired firm. Therefore, 

when (Pi/E1)/(P2/E2) > 1, the potential gain in wealth is relatively 

greater for the acquired firm than when (P1/E1)/(P2/E2) < 1. Similarly, 

when (P1/E1)/(P2/E2) > 1, the potential gain in wealth is relatively 

less for the acquiring firm than when (P1/E1)/(P2/E2) < 1.
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The acquiring firm is faced with a dilemma in its choice of a 

merger partner. If a firm with a lower earnings multiple than the 

acquirer's is chosen, the basic merger goals may be met with a rela

tively smaller post merger earnings multiple than if a firm with a 

higher earnings multiple is selected. However, potential price per 

share appreciation of the equity of the acquiring firm decreases as 

the acquired firm's earnings multiple decreases.

The potential acquired firm may not be entirely passive in the 

resolution of the acquirer's dilemma. If the acquired firm is inter

ested in obtaining a fairly significant instantaneous wealth increase 

for its stockholders, merger with a firm possessing a relatively higher 

earnings multiple will be appealing. The acquiree's potential wealth 

increase from merger improves as the earnings multiple differential 

(i.e. Pj/Ej > P2/E2) grows. The acquiree may in these circumstances 

become the aggressor in the merger or at least the accommodating 

partner.

The Example and the P/E Differential Theory

The importance of a favorable P/E differential to achieving both 

increases in price per share and earnings per share can be illustrated 

by using the hypothetical merger from Table 2-1, and Figure 2-8. 

Ej2/Si2 estimated according to eq. (2-23) assuming a P12^i2 

27 and 30. If P.2/E - 27 and thus ER = 0.40, then E /S = $11.11.

Price per share is the same before and after merger but earnings per 

share has increased.
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!f P12/E12 = 30, and ER = 1.00, then E12/S12 = $10.00. If

ER = 0.35, E12/S12 = $11.32. If ER = 0.60, E12/S12 = $10.72. Figure

2-10 depicts these values of ER , E./S. and E1O/S.„. Ifa 12 12 11 12 12
^12^12 = both merger objectives can be attained with exchange

ratios greater than 0.35 and less than 1.00.

Figure 2-10: Firm 1 Acquiring Firm 2 Where (Pj/Ej) > (P2/E2).

Consider the hypothetical merger where Firm 2 acquires Finn 1. ER^ 

and ER2 represent firms 2 and 1 respectively, as shown in Figure 2-11. 

If P12^E12 = » and ER = 2.5, then E12/S12 = $4.00. Price per share

is the same before and after merger, but earnings per share of the 

acquirer has declined. Even if the Pj2/E12 = 30, none of the exchange 

ratios between 2.8 and 1.0 satisfy both merger goals. The price per 

share goal is attained but E/S growth is not achieved. All exchange 
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ratios less than 1.0 satisfy the E/S growth goal but not the price per 

share constraint. The reason for the failure to achieve both merger 

goals is that the acquirer’s earnings multiple is less than the ac

quiree's (i.e. Pj/Ej <P2/E2). Similarly, in the merger represented 

by Figure 2-10, the merger goals are obtainable because the acquirer’s 

earnings multiple exceeds the acquiree’s (i.e. P^/E^ >P2/E2).

Both of the hypothetical mergers yield a result that is not general 

but may deceptively appear as general. That is, ERa does not neces

sarily equal the maximum ERj^ in Figure 2-10, nor does ERa necessarily 

equal the minimum ER2 in Figure 2-11. Only for a does

ERa equal the maximum ER^. If a ^0 had been assumed, ER*

would be 3.0, but ERa would still be 1.0. Similarly in Figure 2-11 

the equality of ERa and ER2 only occurs at P12^12 =
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Implications of P/E Differential Theory

The analysis presented in the previous sections of this chapter 

indicates several general results of importance. First, if the present 

value of a combination is exactly equal to the sum of the present 

values of the merged firms (i.e. Pj2 = Pj+Pp, then no exchange ratio 

exists that will increase the wealth of equity owners in both acquirer 

and acquiree firms. One firm's stockholders may experience an apprecia

tion of their equity value but only with the simultaneous decrease in 

equity value of the other firm's shares. There appears to be no mutual 

incentive for merger under these conditions. In short, if P12 “ ^i+P2 

and the stockholder welfare constraint are both assumed, the relative 

P/E ratios of the merged firms are of no importance as a condition 

necessary to achieve P/S growth.

Second, if P12 = an^ t^e acquirer's earnings multiple exceeds 

the acquiree's (i.e. Pi/Ej > P2/E2), then an increase in E/S does occur. 

These conditions indicate that if a firm has as its merger objective an 

instantaneous increase in E/S the P/E differential is of critical impor

tance.

Third, for the firm seeking both an increase in E/S and P/S the 

merger goals are more likely to be obtainable if Pj/E^ > ^2^2*  ^•*- s 

is because a smaller ^2^12 ■* ‘s re(lu^re^ to achieve increases in both 

objectives when Pj/Ej > P2/E2 than if Pj/Ej < For P/S increases

it is a sufficient condition that P,„ > P +P„. However, an increase in 

E/S depends upon the relationship between the merged firms' earnings
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multiples and by how much P. exceeds P +P . When P /E > P /E a r 12 12 1122
smaller P is required than if P /E < P /E .12 1122

Fourth, the implications from this analysis for conglomerate type 

mergers seems clear. For firms with an objective of increasing E/S but 

with little hope of achieving any or only a small increase in Pover 

P^+P^ the relative earnings multiples become the critical criteria in 

selection of a merger partner. For the firm interested only in in

creases in P/S, the relative P/E ratios is of limited importance. For 

the firm wishing to increase both P/S and E/S, the existence of a favor

able P/E ratio makes attainment of these goals possible at relatively 

small post merger earnings multiples.



CHAPTER III

EXISTING EMPIRICAL EVIDENCE ON P/E DIFFERENTIAL THEORY

This chapter contains a discussion of the empirical evidence on 

the P/E differential theory. A review of existing studies is given in 

this chapter and the next chapter contains the author’s quantitative 

findings. Up to the present time only a few empirical studies have 

been made evaluating the relevancy of the P/E theory. The scarcity of 

quantitative research is probably due to both the lack of any rigorous 

analysis of the theory and the relative newness and magnitude of con

glomerate mergers. Also, the number of competing or complementary ex

planations of conglomerate mergers has played a significant part in the 

allocation of academic energies on the P/E differential theory.

Advocates of P/E Differential Theory

The hypothetical role of P/E analysis in acquisition strategy is 

widely discussed in commonly used corporate finance textbooks and in 
prominent business journals,-*-  but the empirical evidence on the matter 

is grossly incomplete. The major published quantitative investigation 
is by Walter J. Mead.^ Mead tests the hypothesis ". . . that pursuit

l-See for example James 0. Van Horne, Financial Management and 
Policy, pp. 599-611, and Donald J. Smaller and Roderic 0. Lancey, "P/E 
Analysis in Acquisition Strategy," Harvard Business Review (Nov.-Dec., 
1966), 85-95.

^Walter J. Mead, "Instantaneous Merger Profit as a Conglomerate 
Merger Motive," Western Economic Journal, VII (December, 1969), 295-306. 
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of Instantaneous merger profit is a major cause of the present con

glomerate merger wave," where merger profit is defined as an . 

instantaneous increase in earnings per share." The relative P/E 
ratios of acquiring and acquired firms are compared^ for some 122 major 

mergers occurring from January 1, 1967 to June 1968 as reported by the 

Federal Trade Commission. "Major" mergers are those in which the ac

quired company’s assets exceed $10 million. A summary of Mead’s results 

is illustrated in Table 3-1. For the general category of conglomerates,

TABLE 3-1

SUMMARY OF WALTER J. MEAD’S TEST OF P/E DIFFERENTIAL THEORY 
ON MAJOR MERGERS FROM JANUARY 1, 1967 TO JUNE 30, 1968

Source: See Footnote 2.

Type of Merger Number PjEi/P^ t

Conglomerate
Product Extension 79
Market Extension 0
Pure 25

104 1.40 6.08

Horizontal/Vertical

Total Mergers

18

122

1.06 0.66

the ratio of the geometric means of the merged firms’ P/E ratios is

1.40. The null hypothesis of no difference in the P/E ratios is re

jected at a 0.05 significance level (Student’s t = 6.08). For the

3Ibid., 296-297.

^P/E ratios were calculated three months prior to merger announce
ment. Firms were in manufacturing or mining.
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horizontal/vertical category the ratio of P/E ratios is 1.06. The null 

hypothesis of no difference in the P/E ratios cannot be rejected at a 

respectable significance level.

Mead interprets these findings as strong support for the P/E dif

ferential theory. But a number of factors should be considered in 

evaluating these results. First, the sample of mergers is for an eigh

teen month period in which conglomerate classified mergers were at their 

greatest absolute and relative frequency. Table 4-1, located in the 

next chapter, illustrates that over 1,400 major mergers occurred from 

1948 to 1969 and over 1,000 of those were conglomerate. General con

clusions for this longer time period cannot necessarily be implied from 

the time interval Mead chose to test.

Second, the general category of conglomerate contains a mix of 

mergers that may have a horizontal merger bias. The subcategory of 

product extension conglomerates may contain a number of mergers that 

are well within the traditional economic view of being between "com

petitive products." The FTC's distinctions among merger categories^ 

extends back to an earlier study by the Temporary National Economic 

Committee (T.N.E.C.) in 1940.6 The product extension merger refers to 

an extension of the acquiring firm's product list among products of 

similar distribution or production processes which are sold in the same

^Federal Trade Commission, Large Mergers in Manufacturing and 
Mining 1948-1968 (Washington: Bureau of Economics, Statistical Report 
No. 4, April, 1969), p. 4.

^Temporary National Economic Committee, The Distribution of Owner
ship in the 200 Largest Nonfinancial Corporations, Monograph 29, 1940. 
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geographic market. The potential seems to exist for either production 

or distribution economies in product extension mergers that are less 

likely in the "pure" conglomerate mergers, where pure refers to firms 

which are productionally and distributionally unrelated. The sugges

tion is being made that the P/E differential theory may be more appli

cable to the pure conglomerate subcategory than the product extension 

subcategory. Mead, however, does not test the P/E ratios for the sub

categories .

A more recent studyby Ronald W. Melicher and George H. Hempel 

casts further light on the P/E differential theory. M-H compiled a 

considerable number of financial related statistics for a set of mer

gers occurring from 1950 to 1968 in which only common stock was in

volved. The merger category mix of the sample and ratios of the merged 

firms' P/E ratios are given in Table 3-2. Like Mead, M-H find that the 

ratio of the merged firms' P/E ratios exceeds unity. However, no t 

statistic is given. Since the ratio is only 1.12 it is doubtful, though 

not certain, whether the null hypothesis of no difference in means can 

be rejected.

A second interesting finding by M-H is that the mergers in the non

conglomerate category have a higher relative P/E ratio (1.27) than does 

the conglomerate category (1.12). The difference is significant at a 

0.10 significance level. This is a direct contradiction of Mead's find

ings of the magnitude and significance of the P/E ratios for the two

^Ronald W. Melicher and George H. Hempel, "Differences in Financial 
Characteristics Between Conglomerate and Horizontal or Vertical Mergers," 
Nebraska Journal of Economics and Business (Autumn, 1971), pp. 61-74.
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SUMMARY OF MELICHER-HEMPEL STUDY OF COMMON STOCK EXCHANGE

TABLE 3-2

MERGERS FROM 1950-1968, AS REPORTED BY FTC.

Type of Merger Number P ]i /P 2^2 Premium
Payment3

Conglomerate 58 1.12 14%
Product Extension 51 N.A.
Market Extension 0 N.A.
Pure 7 N.A.

Horizontal/Vertical 26 1.27 22%

Total 84

aThe per cent premium payment was calculated by relating the actual com
mon stock exchange with the merged firms' relative premerger common 
stock prices. In terms of definitions given in the previous chapter 
the premium per cent was

Z Premium

P2/S2

ER ~ p1/s1

p Zs1 1

X 100

Source: See Footnote 7.

general merger groups. Mead hypothesized that in the absence of the P/E 

differential theory ”. . .we would expect a random distribution of the 

ratio of price-earnings ratios to have a geometric mean of 1.00." Mead 

goes on to suggest that ". . . apparently, horizontal and vertical mer

gers take place for reasons other than a favorable price-earnings rela

tionship."®

8Mead, op. cit., 300-301.
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M-H offer an alternative explanation for the inconsistent results. 

Specifically, they argue that management feels more capable of improv

ing less successful firms, in terms of P/E ratios, with similar or re

lated product lines than with unrelated firms. M-H seem to regard the 

P/E differential theory as applicable for both non-conglomerate and 

conglomerate mergers, whereas Mead proposed the theory only for con

glomerates. The analysis in the previous chapter does not offer a 

definitive answer to these opposing views. Similarly, the differences 

in sample selections and time periods make meaningful conclusions and 

comparisons of these two studies tentative.

A third finding by M-H on the premium payment to the acquired 

firm’s stockholders is equally interesting. The premium payment is 

defined as the difference in the actual exchange ratio and the exchange 

ratio that leaves the acquired firm’s stockholders equally as well off 

in terms of value of common stock (i.e. ER-ER^). In percentage terms, 

the premium payment is,

ER-ER2
(3-1) 7. premium = —™----  x 100ER2

M-H estimate, as shown in Table 3-2, that the average premium payment 

in conglomerate mergers (14%) is less than in non-conglomerates (22%). 

The inference is that this is consistent with a priori expectation.

That is, non-conglomerate mergers might be expected to yield greater 

operating economies than conglomerates. While this author essentially 

agrees with the M-H interpretation of the meaning of the variance in 
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the premium payments for the two merger groups, a methodological note 

is appropriate based on the analysis of the previous chapter.

M-H calculate the percentage of premium payment based upon pre

merger share prices of the merged firms, or

(3-2) Z premium = -------p"7"s---  Xr2' z

. r2/s2where - pnPl/S, -ER2

The problem with this method is that it assumes the combined firms*  

expected P/E ratio is exactly equal to the weighted sum of the pre

merger firms*  P/E ratios (see pages 24-26 in Chapter II). If any 

operating economies are likely from the combination this represents 

an under estimation of the percentage premium payment. Consider 

Figure 3-1 where the actual exchange ratio is E. Suppose E exceeds 

(P2/S2)/(Pi/Si) by 22%. The usual assumption is that 

^12^12 = Prein:i-uni paid to the acquired firm’s

stockholders exactly equals the wealth loss of the stockholders in the 

acquiring firm. In other words, if the expected 

^12^12 = * any Premium payment is inconsistent with the

general constraint of not decreasing stockholder wealth in either firm.

A positive premium payment as defined by M-H, if it is consistent 

with the general stockholder constraint, implies an expected post merger 

earnings multiple greater than (P^+P^,)/(B^Ep, such as 6. The ER2
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Figure 3-1: Exchange Ratio Determination and Premium Payment

derived from a Pj2^12 ® numer^-ca^y less than (P2/S2)/(P1/S1).

The expected percentage premium payment is thus greater than the premium 

calculated by M-H.

Critics of P/E Differential Theory

Michael Gort in a recent quantitative effort to explain the annual 

merger changes for the past two decades provides an array of statistical 

evidence that is critical of the P/E differential theory.While Gort's 

primary model of an "economic disturbance theory" is highly interesting

^Michael Gort, "An Economic Disturbance Theory of Mergers," 
Quarterly Journal of Economics, 83 (November, 1969), 637-642. 
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it is his comments on the "valuation discrepancies theory" that this 

author will review.

A sample of 50 heterogeneous mergers in the 1951-64 period is 

tested for relative P/E ratios, premium payments, and for any relation

ship between relative P/E ratios and premium payments. The price earn

ings ratio is found to be higher for the buyer than for the seller in 

31 of the 50 mergers; however, the null hypothesis of no difference in 

P/E ratios between buyer and seller can not be rejected at the 0.05 

level of significance.Gort’s conclusion is ". . . the results do 

not show a pronounced tendency toward higher price-earnings ratios for 

buyers than for sellers."

Gort’s findings are intended to be damaging to the P/E theory but 

in reality seem to support, albeit weakly, the findings of Mead. 

Several factors support this assertion. First, the sample is composed 

of a heterogeneous mix of mergers. No attempt is made to separate the 

acquisitions into conglomerate or non-conglomerate categories. Second, 

since the mergers all occurred prior to 1966 it is highly likely that 

Gort’s sample is significantly biased with non-conglomerate type mer

gers. Therefore, his discovery of only weak evidence of a P/E differ

ential between merged firms must be considered relative to his sample 

mix and time period tested.

Gort also finds evidence of a sizeable premium payment to the

^Price and earnings are measured at the end of the year preceding 
public announcement of merger. A subsequent test of 66 mergers with 
prices measured at the midpoint of the year’s high and low value yielded 
similar results, according to Gort.
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stockholders of the acquired firm, where premium is measured the same 

way as M-H calculate it. For the 48 noncash acquisitions 39 have a 

positive premium that averages 15 per cent. The payment of a premium 
is roughly consistent with the findings of M-H and others.H

Gort hypothesizes that if the P/E differential is an importance 

element in merger strategy the premium payment should be positively 

related to the P/E differential. Consequently, he proposes the follow

ing relationship

(3-3) Premium = f(P1/E1-P2/E2)

An estimation of the relation in linear form yields the following 

result:

(3-4) Premium = 1.14 + .0038 (P1/E1-P2/E2)
(.0016)

with a coefficient of correlation, r, equal to .33 from 48 observations.

Gort interprets the results as not being supportive of the P/E theory 

because . . not only was the correlation low, but the positive rela

tion . . . was attributable entirely to three observations with extreme 

values. . . . Without these three observations the scatter was entirely 

random." Several comments can be directed at Gort’s findings. First, 

since the standard error of the coefficient is less than half of the 

coefficient, the null hypothesis of a coefficient equal to zero can be

H-In another sample of mergers from 1951-61, McCarthy finds that 
a premium is paid in 47 out of 58 noncash acquisitions. George D. 
McCarthy, Acquisitions and Mergers (New York: Ronald Press, 1963), 
pp. 94-99.



54

rejected at a 0.05 significance level. Since the explicit results of 

the regression are not given without the extreme values the assumption 

must be made that the null hypothesis is either rejected at a lower 

confidence level or accepted. In any case, Gort's interpretation of 

eq. (3-4) is not entirely without question.

Second, the analysis in the previous chapter and pages 50-51 of 

this chapter make it clear that the expected premium payment depends 

to a major extent upon the merger objective(s) of the firm. Consider 

the following three cases. One, if the merger goal is to obtain an 

instantaneous increase in earnings per share, then some positive 

relationship between the P/E differential and premium payment seems 

justified. Two, if the merger goal is an increase in price per share 

via a high expected composite P/E ratio the premium payment would be 

positively related to the expected P/E ratio, but not the P/E differ

ential of the merged firms. Third, if the merger goal is to increase 

both earnings per share and price per share the premium payment should 

be positively correlated to both the expected P/E ratio and pre-merger 

P/E differential. Thus Gort’s findings seem consistent with the ex

pected outcomes of cases two and three which involve predominantly non

conglomerate mergers.

The relative P/E valuation of firms engaging in conglomerate type 

acquisitions as compared to firms of similar characteristics (e.g. size, 

growth rate, diversification) is the subject of a recent inquiry by 
12 Weston and Mansinghka. W-M conclude that on the average the P/E

Fred Weston and Surendra K. Mansinghka, "Tests of the Effi
ciency Performance of Conglomerate Firms," The Journal of Finance, XXVI 
(September, 1971), 919-936.
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ratios of conglomerate firms . were not significantly different 

from the price/earnings ratios of other firms . . and thus the data 

is ". . . contrary to the general impression that one of the reasons 

for the high growth in earnings per share of the conglomerate firms was 
that they were able to play the differential price/earnings game.11"*"^  

Several comments can be made on W-M’s definition on a conglomerate firm 

and the interpretation of their findings.

W-M are concerned with conglomerate firms and not mergers. Their 

criteria for a conglomerate firm comprise three necessary requirements. 

First, the firm had to engage in at least three mergers during the 

period 1960 through 1968. Second, at least twenty per cent of the 

firm’s growth in total assets in this period had to be by external 

acquisitions. Third, by 1968 the firm had to be involved in at least 
14 ten 3-digit SIC industry categories or five 2-digit SIC categories.

The list of 63 firms meeting these requirement is given in Appendix B. 

Two control samples were selected, one of randomly selected industrials 

from Fortune 500, and one composed of both industrial and non-industrial 

firms. In 1958 no statistical difference existed in the mean P/E ratios 

of the conglomerates and two control groups. By 1968 the mean P/E ratio 

of the conglomerates significantly exceeded only the mean P/E ratio of 

the second control group.

13Ibid., 926.

14Ibid., 921-2.

^similar results were obtained with adjusted P/E ratios (i.e. ex
cluding positive P/E ratios over 100 or negatives ratios over 50).
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The W-M criteria for a conglomerate firm focuses on broad diversi

fication achieved to a substantial degree by mergers. A number of ques

tions arise, however, concerning this conglomerate definition. First, 

to what extent are mergers responsible for diversification as opposed 

to internally achieved diversification? W-M do not indicate how much 

of each firm’s diversification was realized by merger as opposed to 

internal expansion. Indeed, they do not even indicate whether each 

firm was more or less diversified in 1968 than in 1960. Second, the 

various categories of mergers (horizontal, vertical, conglomerate) are 

given no consideration in the W-M conglomerate criteria. The FTC's 

classifications are presumed too spurious to even merit attention. To 

illustrate the probable horizontal/vertical bias in the W-M conglomerate 

sample consider the number of "pure” conglomerate mergers, as defined 

by the FTC and listed in Appendix B, engaged in by each of the firms 

in the W-M list of conglomerates. Thirty of the sixty-three firms did 

not engage in a single pure conglomerate merger from 1950 to 1969, and 

only seven firms merged three or more times. The pure conglomerate 

deficiency of the W-M sample of mergers must certainly temper their con

clusions .

Summary

Existing data yield few clear, consistent conclusions on the rele

vance of the P/E differential theory as an explanation of merger. The 

most important empirical studies are summarized in Table 3-3. Differ

ences in the mix of samples, time periods, and reported data make
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TABLE 3-3

SUMMARY OF MAJOR EMPIRICAL STUDIES ON P/E DIFFERENTIAL THEORY

Author Sample and Period Results

Mead 104 FTC classified conglomerate 
mergers, 1-1-67 to 6-30-68.

Merged firms1 relative 
P/E ratio of 1.40 
(t=6.08)

18 FTC classified horizontal/ 
vertical mergers, 1-1-67 to 
6-30-68.

Merged firms' relative 
P/E ratio of 1.06 
(t=0.66)

Melicher
Hempel

58 FTC classified conglomerate 
mergers (common stock only), 
1950-68.

Merged firms' relative 
P/E ratio of 1.12 (no 
t reported)

26 FTC classified horizontal/ 
vertical mergers (common stock 
only), 1950-68.

Merged firms' relative 
P/E ratio of 1.27 (no 
t reported)

Gort 50 mergers composed of all 
types, 1951-64.

. Merged firms' relative 
P/E ratio unreported 
but t test insignifi
cant at 0.05.

Weston
Mansinghka

63 conglomerate firms and two 
non-conglomerate control 
groups, 1960-68.

Mean P/E ratios of con
glomerates and two 
control groups not 
statistically different 
in 1958, but in 1968 
conglomerates*  P/E 
ratio exceeded that of 
second control group. 
(F=4.61)

comparisons of these studies difficult. However, several impressions 

are worth noting. First, for the conglomerate mergers as defined by 

the FTC the acquiring firm's P/E ratio significantly exceeds the 
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acquired firm's P/E ratio in the most active period of merging activity, 

1967-68. However, for the 1950-68 period the merged firms*  relative 

P/E ratio exceeds one, but no statistical test is reported by Melicher 

and Hempel.

Second, for the horizontal/vertical mergers sampled by Mead in 

the 1967-68 period no significant difference in the merged firms*  P/E 

ratios is detectable. Similarly, Gort finds no significant difference 

in the acquiring and acquired firms*  P/E ratios for the heterogeneous 

sample of mergers covering the 1951-64 period. However, M-H report a 

larger relative P/E ratio for the non-conglomerate sample (i.e. 1.27) 

than for the conglomerate sample (i.e. 1.12). Whether these differ

ences are significant or if the ratios are statistically different from 

1.0 is not reported.

Third, the Weston-Mansinghka findings of little difference in the 

P/E ratios of conglomerates and non-merging control groups seem to pro

vide little insight on the relative valuation of conglomerates. The 

horizontal/vertical bias in W-M’s defined conglomerates makes further 

interpretation of their data useless.

In summary, the P/E differential theory seems more statistically 

significant when (a) the mergers are of a conglomerate variety rather 

than non-conglomerate and (b) when the conglomerate mergers are most 

active.



CHAPTER IV

P/E DIFFERENTIAL AND PURE CONGLOMERATE MERGERS, 1954-69

The theoretical a priori inferences drawn from Chapter II and the 

empirical findings in Chapter III both suggest that the P/E differen

tial theory is most applicable to conglomerate mergers. This chapter 

will provide a general quantitative testing of the P/E theory as a 

motive for conglomerate merger. The empirical effort differs from 

previous research in several important aspects. First, only the mer

gers that meet the definition of a pure conglomerate are tested for P/E 

differences. Earlier research efforts with samples composed of various 

types of mergers (horizontal, vertical, product extension, market exten

sion and pure conglomerate) yield conclusions that are difficult to 

interpret. Second, the pure conglomerate mergers tested cover the 

period from 1954 to 1969. Previous studies have focused mainly on the 

mid and late 1960s. Third, the relationship of the P/E differential 

to the frequency of merger is considered. Specifically, the hypothesis 

is tested to see if merger frequency is directly related to the P/E 

differential.

Definitions and Data

The main consideration in selecting a sample to test the relevance 

of the P/E theory is that the mergers meet the definition of pure con

glomerates, as defined in Chapter I. That is, probable cost savings 
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and/or market power gains resulting from the merger are zero. Since 

the theoretical difficulties of defining a conglomerate merger have 

already been discussed no further elaboration is necessary. The author 

has chosen to utilize the merger data reported by the Federal Trade 

Commission. Specifically, mergers recorded in the "other or pure con

glomerate" subcategory are to form the basis for all empirical investi

gation. There are several reasons for selecting this category as repre

senting the most conglomerate type. First, these are not mergers 

between firms which are either selling the same product in different 

geographic markets (i.e. market extension) or selling different products 

in the same geographic market (i.e. product extension). These mergers 

are between firms selling widely different products in separate geo

graphic markets with no apparent similarities in distributional channels. 

These mergers seem more conglomerate in the sense of probable zero cost 

savings or market power gains than do either of the other conglomerate 

sub-categories (i.e. product and market extension).

Second, these mergers represent a significant and increasing por

tion of all mergers. For the 1948-69 period the pure conglomerate 

mergers represented over 17% of all mergers and nearly 25% of all con

glomerate acquisitions. For the highly active 1966-69 period the inci

dence had increased to over 26% of all mergers and 31% of all conglom

erates. Table 4-1 illustrates the relative importance of all the merger 

categories and subcategories.

Third, as a separate group the pure conglomerates have not been 

heretofore exclusively tested for P/E differentials. Neither Mead nor
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TABLE 4-1

MAJOR MERGERS RECORDED BY THE FTC SUMMARIZED BY TIME 
PERIODS AND MERGER TYPE

Source: Large Mergers in Manufacturing and Mining, 1948-1969, 
Statistical Report No. 5, Bureau of Economics, Federal 
Trade Commission.

Type of Merger Number of Mergers Reported
1948-1965 1966-1969 1948-1969

Conglomerate 502 499 1,001

Pure 90 156 246

Market Extension 49 8 57

Product Extension 363 335 698

Horizontal 178 50 228

Vertical 128 60 188

Total 808 609 1,417

Melicher-Hempel report their results by conglomerate subcategories. 

Likewise, the pure conglomerate deficiencies of the studies by Gort 

and Weston-Mansinghka have already been noted in the previous chapter.

The hypothesis to be tested is whether or not a statistically 

significant difference exists prior to merger between the P/E ratios of 

the acquiring and acquired firms in the pure conglomerate group. The 

difference between the mean of the acquiring firms’ P/E ratios and 

acquired firms’ P/E ratios is to be tested using the common mean dif

ference t test.
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The P/E ratio is calculated by using the average of the high and 

low price per share and the earnings per share as reported at the end 

of the accounting period. Each firm's P/E ratio is calculated accord

ing to the following simple equation:

(P/S,+P/S.)/2
(4-1) P/E = ----- ----------

E/S

The use of a simple average of the year's high and low price per share 

has been found to be an excellent indicator of an average yearly price 
per share.1 However, due to the impact of merger announcement on the 

merging firms*  stock prices, P/E ratios are calculated using data re

ported one and two years prior to merger consummation. Since the terms 

of merger are normally made public at the time of merger announcement 

the P/E ratios of interest are those prior to announcement. P/E ratios 

are also computed using data that is at least six months old. That 

is, the accounting period must have ended at least six months before 

merger consummation. For example, if the merger occurred during 07-68, 

data from 1967 would be used; however, if the merger occurred during 

01-68, data from 1966 would be utilized.

P/E ratios are computed with raw and adjusted data. Mergers in 

which the acquired firm's earnings are negative are omitted from both

l-No significant difference in yearly P/E ratios was found in using 
a high-low average as opposed to an average of weekly prices by Charles 
E. Edwards and James G. Hilton, "A Note on the High-Low Price Average 
as an Estimator of Annual Average Stock Prices," The Journal of Finance, 
XXI (March, 1966), 112-115.

^Stanley Block, "The Merger Impact on Stock Price Movements," MSU 
Business Topics, 17 (Spring, 1969), 7-12.
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raw and adjusted samples. This adjustment is made because a firm's 

earnings per share will decline if it acquires, even if by cash, a firm 

with negative earnings. In the adjusted sample mergers are also omitted 

if a firm's P/E ratio exceeds 50. This latter adjustment is made to 

eliminate unusually large, abnormal ratios whose presence distorts the 

mean and standard error. Similar adjustments are made by Weston- 
3 Mansinghka. Results using both unadjusted and adjusted data are given 

in the following section.

The list of mergers defined as pure conglomerates are taken from 
sources published by the FTC.^ Table 4-1 illustrates the major mergers 

of all types for the 1948-69 period. A major merger is defined as one 

in which the acquired firm's total assets exceed ten million dollars. 

Data, however, are not available for all the 246 pure conglomerate mer

gers in the 1948-69 period. The FTC reports that various quantities 

of published information exist on the firms involved in 193 of the mer

gers. For 176 of the mergers one or both of the merging partners are 

listed in either Moody's Industrials or Standard and Poors Records. 

Since these references are readily available all data used in this 

study are extracted from Moody's or Standard and Poors. A listing of 

the acquiring and acquired firms used in this study is given in Appen

dix A.

^Weston and Mansinghka, o£. cit. , 925.

^U. S. Federal Trade Commission, Large Mergers in Manufacturing 
and Mining, 1948-1969, Statistical Report No. 5, February, 1970, 16-55.
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P/E Differentials for 1954-69

Sufficient data are available to compute each firm’s P/E ratio 

according to eq. (4-1) for 113 mergers using Y-l data, and 136 mergers 

using Y-2 data, where Y represents the year of merger consummation. The 

mean P/E ratios for the acquiring and acquired firms using both unad

justed and adjusted data are given in Table 4-2.

TABLE 4-2

MEAN PRICE/EARNINGS RATIOS OF ACQUIRING AND ACQUIRED FIRMS 
IN PURE CONGLOMERATE MERGERS FROM 1954 TO 1969, 

COMPUTED WITH UNADJUSTED AND ADJUSTED DATA

Year P/E^ p/e2 P/E!
p/e2

t
(significance)

Sample 
Size

UNADJUSTED

Y-l 20.521 17.338 1.184 1.064 (.15) 113
Y-2 24.343 26.528 0.918 0.222 136

ADJUSTED15

Y-l 17.643 13.792 1.279 3.396 (.005) 106
Y-2 15.696 12.598 1.246 3.114 (.005) 124
Y-$5c 16.856 13.177 1.279 3.200 (.005) 132

Subscripts 1 and 2 on P/E ratios refer to acquiring and acquired 
firms respectively.

bp/E ratios exceeding 50 are excluded.

cData used to compute P/E ratios were published at least six months 
prior to consummation.

Source: Moody’s Industrials and Standard and Poors Records.
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The results from using the unadjusted data are inconclusive. Using 

Y-l data the acquiring firms' mean P/E ratio exceeds the acquired firms' 

but the difference is statistically weak (t=1.064). This could be inter

preted to mean no difference in the merged firms' P/E ratios. Support 

for such a conclusion is drawn from the P/E ratios using Y-2 data. In 

this case, the mean P/E ratio of the acquiring firms is less than the 

mean P/E ratio of the acquired, but the t value is completely insignifi

cant. In summary, the unadjusted data points to little or no difference 

in the merged firms' mean P/E ratios.

The adjusted data, however, yield markedly different results. Re

call that mergers with either one or both firms having a P/E ratio 

exceeding 50 are excluded from the adjusted data. This results in 7 

mergers being omitted in the Y-l data and 12 in the Y-2 data. The 

omission of these unusually high ratios has a profound effect on both 

the absolute sizes of mean ratios and the relative differences. The 

acquiring firms' mean P/E ratio decreases from 20.521 to 17.643 using 

Y-l unadjusted and adjusted data respectively. Similar though even 

greater decreases are observed for the acquiring firm with Y-2 data. 

The adjusted data produce similar decreases for the acquired firms' 

mean P/E ratios for each data set. For example, the acquired firms*  

mean P/E ratio declines from 17.338 to 13.792 using Y-l unadjusted and 

adjusted data respectively.

The reason for these sharp decreases in the mean P/E ratios of 

both acquired and acquiring firms is that some of the excluded ratios 

are very high. Table 4-3 contains the ranges of P/E ratios excluded 
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from both the Y-l and Y-2 sets of data. Almost half of the total 

omitted ratios exceed 100 and three were between 500 and 900.

TABLE 4-3

NUMBER AND SIZE OF P/E RATIOS EXCLUDED FROM THE ADJUSTED SAMPLE

Value of P/E Ratios Excluded
Year

50-100 100-200 300-400 500-900 Total

Y-l 7 1 1 3 12

Y-2 3 4 0 0 7

Total 10 5 1 3 19

The greatest change to be noted from the adjusted data, however, 

concerns the P/E differential between acquirers and acquirees. For 

both Y-l and Y-2 data the acquiring firms’ mean P/E ratio significantly 

exceeds (at a .005 level) the acquired firm’s mean P/E. Similarly, 

using data published at least six months prior to merger consummation 

(i.e. Y-I5), the P/E differential is equally significant. The adjusted 

data, therefore, supports the basic tenet of the P/E differential 

theory.

Since the tests from the adjusted data are designed to be more 

creditable than those from the raw data, a closer inspection of the 

findings is in order. The mean P/E ratio of acquiring firms in Y-l 

is 17.643, while the mean P/E ratio of acquired firms is 13.792. The 

null hypothesis of no difference in the merged firms’ P/E ratios is 
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rejected at a .005 level of significance. Thus, statistically, the 

difference in means is firmly established. Similar results are found 

for Y-2 and data.

Since previous studies do not report the average P/E ratios of 

merged firms comparisons of absolute ratios are impossible. However, 

the relative P/E ratio (i.e. the ratio of the acquiring to acquired 

firms*  mean P/E ratios) is comparable. Column 3 in Table 4-2 contains 

the relative P/E ratios for the three data sets. The relative P/E 

ratios are 1.279, 1.246, and 1.279 for Y-l, Y-2 and Y-^ data respec

tively. These compare to relative P/E ratios of 1.40, as reported by 

Mead, and 1.12 by Melicher-Hempel for their conglomerate samples. While 

the differences in the relative P/E ratios of these three studies cannot 

be tested statistically, all of the ratios do exceed unity.

P/E Differential Relative to Acquirer’s Merger Frequency

A favorable P/E differential yields an instantaneous increase in 

earning per share but growth is restricted, ceteris paribus, only to 

the accounting period in which the merger occurs. For this reason, 

those firms utilizing a E/S growth strategy incorporating P/E differ

entials should show a greater tendency to engage in mergers and the 

selection of a merger partner should be based on its P/E ratio. In 

other words, one might expect the frequency of merger to be directly 

related to the P/E differentials of merging firms.

The relative frequency of merger varies considerably among the 

acquiring firms in the pure conglomerate category. Table 4-4 
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illustrates that for the 176 mergers in the 1954-69 period for which 

data are available, 128 firms engaged in only a single merger and 16 

firms engaged in a total of 48 mergers. The number of multiple mergers 

per firm varied from two to six. The most suggestive statistic is that 

48 out of 176 acquired firms were absorbed by firms engaging in more 

than one merger during this time interval.

TABLE 4-4

MERGER FREQUENCY OF ACQUIRING FIRMS IN REPORTED PURE 
CONGLOMERATE MERGERS DURING 1954-1969 PERIOD

Mergers 
Per Finn

Number of 
Acquiring Finns

Total 
Mergers

1 128 128

2 6 12

3 6 18

4 3 12

5 0 0

6 1 6

Total 144 176

Appendix A contains the identity of both acquiring and acquired 

firms. For the single merger firms (SMF) complete data exists for both 

acquirees and acquirers in 90 mergers. For the multiple merger firms 

(MMF) data are available for all 16 acquiring firms and 42 of the ac

quired firms.
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The P/E ratios of acquiring and acquired firms in the SMF and MMF 

categories are given in Table 4-5. The P/E differential between ac

quirer and acquiree is highly statistically significant for both merger

TABLE 4-5

MEAN PRICE/EARNINGS RATIOS OF ACQUIRING AND ACQUIRED FIRMS 
ACCORDING TO MERGER FREQUENCY FOR THE PERIOD

1954 TO 1969.*

Merger 
Frequency P/E^ p/e2 P/E1 

p/e2
t

(sig.)
Sample 
Size

Single Merger 
Firms (SMF)

16.123 13.735 1.174 2.150 
(.025)

90

Multiple Merger 
Firms (MMF)

18.426 11.983 1.538 3.130 
(.005)

42

*Data at least 6 months old was used. However, using data one and 
two years old did not change the results significantly.

Subscripts 1 and 2 refer to acquiring and acquired firms respec
tively.

frequency categories. However, the acquiring firms in the MMF category 

seem more strongly influenced by the P/E strategy than the acquiring

firms in the SMF category. Several factors support this proposition.

First, the P/E difference between acquirer and acquiree is more statis

tically significant for the MMF category (99%) than the SMF category 

(95%). Second, the relative P/E ratio (i.e. (P/E )/(P/E )) is higher 1 2
for the MMF category (1.53) than for the SMF category (1.17).

Third, the mean P/E ratio of the acquired firms (P/E2) in the MMF 
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category (11.983) is less than P/E2 ratio in the SMF category (13.735). 

These results indicate that the multi-merger firms are either more 

interested in finding relatively under-valued merger partners, or per

haps just more successful in their efforts, than are the single merger 

firms. But both groups exhibit strong preferences for absorbing firms 

with relatively low P/E ratios.

P/E Differential According to Merger Time Period

The data from Table 4-1 clearly indicate that by the mid 1960s, 

especially by 1966, the number of pure conglomerate mergers had in

creased dramatically. Prior to 1966 the annual number of pure con

glomerate mergers, for which data are available as reported by the FTC, 

exceeded seven in only two years, 1959 and 1965. The annual number of 

reported mergers were 17, 31, 40 and 38 for the years 1966 through 1969, 

respectively.

From these data two merger periods are definable—the 1954-65 period 

in which merger activity was light and the 1966-69 period in which the 

number of mergers increased significantly. In the earlier period 90 

mergers are recorded by the FTC and in the more recent merger wave 156 

mergers occurred. Complete data are available however, for only 38 

mergers in the 1956-65 period, and 94 mergers in the 1966-69 period.

The results of testing the P/E ratios of the acquirers and ac

quirees in both merger periods are given in Table 4-6. The major find

ing is that the P/E differential is more important in the 1966-69 period 

than in 1954-65. Not only is the relative P/E ratio higher (1.305) in 
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the later period than in the earlier period (1.207), but the merged 

firms*  P/E differential is more statistically significant (99%) in the 

1966-69 period as compared to the less active period (80%).

TABLE 4-6

MEAN P/E RATIOS OF ACQUIRING AND ACQUIRED FIRMS IN THE TWO 
MERGER PERIODS, 1954-1965 AND 1966-1969.*

Merger
Period P/E^ p/e2 P/E1 

p/e2
t

(significance)
Sample 
Size

1966-1969 17.769 13.615 1.305 3.466(.005) 94

1954-1965 14.597 12.094 1.207 1.410(.100) 38

*Data was reported at least six months prior to merger.

Subscripts 1 and 2 on P/E ratios refer to acquiring and acquired 
firms respectively.

P/E Differential According to Merger 

Period and Frequency

Since the number of mergers that a firm engages in and the timing 

of these mergers are not unrelated characteristics, further insight into 

the P/E theory can be gained by classifying the firms according to both 

merger frequency and the period of merger. Thus, from the 132 firms 

sampled, there were 28 firms acquired by firms engaging in only a single 

merger in the 1954-65 period and 10 firms acquired by firms having more 

than one merger during this same interval. For the 1966-69 period, 62 

firms were absorbed by firms having only one merger, and 32 firms 
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acquired by firms with more than one merger.

As shown in Table 4-7, the P/E motive, during the 1966-1969 period, 

is more important for the firms with multiple mergers than for single 

merger firms. Not only is the relative P/E ratio higher in the MMF 

category than in the SMF group (i.e. 1.838 vs. 1.104), but the P/E dif

ferential is more statistically significant for MMF (99%) than for SMF 

(70%). Equally important is the lower absolute value of the acquired

TABLE 4-7

MEAN P/E RATIOS OF ACQUIRING AND ACQUIRED FIRMS ACCORDING 
TO MERGER PERIOD AND FREQUENCY.*

Period & 
Frequency P/E^ p/e2

P/Ej 
p/e2

t 
(significance)

Sample 
Size

1966-1969

SMF 16.525 14.968 1.104 1.104 (.150) 62
MMF 20.181 10.998 1.835 4.070 (.005) 32

1954-1965

SMF 15.568 11.455 1.359 2.090 (.025) 28
MMF 11.876 13.885 0.855 0.478 10

*Data was reported at least six months prior to merger.

Subscripts 1 and 2 on P/E ratios refer to acquiring and acquired 
firms respectively.

firms*  mean P/E value in the MMF group than in the SMF category. Thus, 

the general conclusion drawn earlier that the importance of the P/E dif

ferential as a merger motive varies directly with merger frequency, 
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seems especially applicable for the 1966-69 interval.

In the 1954-65 period, however, this correlation is not found. In 

fact, just the opposite is reflected. The SMF category contains a rela

tive P/E ratio that is significantly greater than one (2.090 with a 95% 

significance level) , but the MMF category has a relative P/E ratio of 

0.855 that is statistically no different from one. Contrary to the 

1966-69 period, the acquired firms in the MMF category have a higher P/E 

ratio than do the acquired firms in the SMF category.

In summary, an assessment of the importance of the P/E theory ac

cording to the dual influences of the merger time period and consolida

tion frequency is not clear cut. While the more active recent time 

interval conforms to the implications derived from the formal P/E theory, 

as presented in Chapter II, the less active earlier merger period does 

not seem to fit the naive P/E differential hypothesis.

Conclusions

The practice of firms acquiring others that have relatively low 

price/earnings ratios is found to be statistically significant for the 

pure conglomerate mergers sampled during the 1954-69 period. This find

ing is consistent with the goals of the P/E differential theory, as dis

cussed in Chapter II, and earlier studies by others.

Merger frequency and the significance of P/E differences are found 

to be directly related. Firms with multiple mergers demonstrate a 

greater tendency for acquiring firms with lower earnings multiples than 

do firms with only a single merger. This finding suggests that the more 
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actively merging firms are more interested in Instantaneous merger profit 

than are the less active firms.

The P/E differential is found to be more statistically significant 

for the 1966-69 period than for 1954-65. The highly significant P/E 

difference found by Mead for the 1967-68 period is supported by this 

evidence. The basic proposition suggested is that the significance of 

the pursuit of short run merger profit varies directly with the overall 

level of merger activity. This is not a surprising result. The resid

ual theory of dividends suggests that in an expansionary era firms will 

deplete their internal earnings for the sake of increased expansion and 

reported earnings per share will decline. Under such circumstances an 

increase in earnings per share via merger is one way to avoid reporting 

a decline in earnings per share.

In summary several tentative conclusions suggested by previous 

research are in fact supported and extended by the empirical results 

of this study. First, the P/E differential motive is especially appli

cable to pure conglomerate mergers. Second, the pursuit of short run 

merger profit is significant for the entire 1954-69 interval, but more 

significant during 1966-69 than 1954-65. Third, merger frequency varies 

directly with the significance of the P/E differential of merging firms. 

Given these results, the P/E differential theory seems to merit strong 

support in explaining pure conglomerate mergers.



CHAPTER V

PROFITABILITY AND PURE CONGLOMERATE MERGERS, 1954-1969

The previous chapters provide both theoretical and empirical sup

port for the P/E differential theory as an important explanatory source 

for conglomerate mergers. But as indicated in Chapter I this is not the 

only possible motive for interindustry mergers. Increases in corporate 

size and/or a reduction in the variance of earnings yield a possible 

decrease in the riskiness of the firm. By the definition of a pure con

glomerate—neither monopoly power nor cost saving increases are 

probable—the alternative explanations for merger are significantly re

duced. However, much of the discussion by other researchers is not 

restricted to the above definition of a pure conglomerate merger.

One of the more prominent hypotheses explaining why merger occurs 

is that the tax laws make merging with an unprofitable firm a profit

able venture due to the tax loss carry-forward option. All that is re

quired is for the acquired firm to be operating at a loss at the time 

of merger. Such mergers are often suggested to have socially beneficial 

consequences because immediate or forthcoming bankruptcy is avoided by 

the acquired firm. One proponent of this position, Donald Dewey, main

tains that a substantial number of acquired firms fit in a "failing 

firm" category. Most mergers ". . . are merely a civilized alternative 

to bankruptcy or the voluntary liquidation that transfers assets from 
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falling to rising firms.Henry Manne in a recent article uses this 

hypothesis to support his criticisms of existing anti-trust statutes.

Two recent empirical studies have cast considerable doubt on the 

validity of the "failing firm" hypothesis. The Federal Trade Commis
sion’s Economic Report on Corporate Mergers^ contains profitability^ 

data on 401 acquired firms in a heterogeneous mix of sample mergers. 

Only 4.3% of the acquired firms are reported to have had negative prof

its in the year preceding merger. The distribution of profit rates 

according to horizontal, vertical and conglomerate categories likewise 

revealed no marked differences when computed by the FTC.

Stanley Boyle provides the most comprehensive profit data on ac

quired firms that has yet been published.About 55% or 698 of the 

1,276 major mergers listed by the FTC from 1948-1968 are included in 

Boyle’s sample. Acquired firms are classified in either a horizontal, 

vertical or conglomerate category. In the year prior to acquisition, 

the median profit rate of acquired firms is 8.8%, 9.2%, and 10.2% for

^■Donald Dewey, "Mergers and Cartels; Some Reservations about 
Policy," American Economic Review, Papers and Proceedings, LI (May, 
1961), 257.

^Henry Manne, "Mergers and the Market for Corporate Control," 
Journal of Political Economy, 73 (April, 1965), 110-120.

^Federal Trade Commission, Economic Report of Corporate Mergers, 
Bureau of Economics, 1969.

^Profit rate is defined by the FTC as profit after taxes as a 
percentage of stockholder equity.

^Stanley E. Boyle, "Pre-Merger Growth and Profit Characteristics 
of Large Conglomerate Mergers in the United States: 1948-1968, St. 
John's Law Review, 44 (Spring, 1970), 152-170.
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horizontal, vertical and conglomerate categories. Whether the differ

ences in profit rates among the merger groups are statistically signifi

cant is not reported by Boyle. The important observation to be made is 

that the conglomerate acquired firms are apparently no less profitable 

than the non-conglomerate acquired firms.

Boyle goes even further in his analysis by looking at the trend of 

growth in assets and profit. The acquired firms in conglomerate mergers 

are found to have a higher median rate of increase in both profit and 

assets for the five years preceding merger than the firms in the non
conglomerate category.^

These results cast doubt on the validity of the "failing firm" 

hypothesis. In fact, the apparent financial vitality of acquired firms 

has led at least one research effort by Weston-Mansinghka to suggest 

that conglomerate mergers occur for "defensive" reasons. That is, the 

acquiring firms frequently have below average industry profitability 

and merger occurs ". . . to avoid adverse effects on profitability from 

developments taking place in the firm’s traditional market product 

areas.Weston-Mansinghka compare the profitability of a sample of 

firms defined as "conglomerates" and two control groups of "non

conglomerate" firms prior to and following a series of mergers. A more 

detailed explanation of the samples is on pages 54-56, in Chapter III. 

The major empirical finding is that prior to merger activity . the

^Ibid., pp. 165-167, especially Tables IX and X.

^Weston and Mansinghka, 0£. cit., p. 928.
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return on total assets for the conglomerates in 1958 were significantly 

lower than for the other samples. However, by 1968 the returns on total 

assets were not significantly different." Weston-Mansinghka summarize 

their findings with the following conclusion:

Hence the foregoing data are consistent with the proposition that 
the conglomerate firms perform the economic function of preserv
ing the values of ongoing organizations as well as restoring the 
earning power of the entities. In addition, the conglomerate 
firms avoid the costs of bankruptcy.®

A full spectrum of "failing firm" hypotheses are thus available for 

explaining conglomerate type mergers. Are the acquired firms "failing" 

prior to merger or is it the acquirers which are faltering? The most 

direct method of evaluating the two "failing firm hypotheses" is to 

compare the profitability of both the acquiring and acquired firms prior 

to merger for a sample of conglomerate mergers. The remaining sections 

of this chapter deal with testing the two "failing firm" hypotheses.

Definitions and Data

The sample of mergers is composed of the major pure conglomerate 

mergers occurring from 1954 to 1969 for which published data are readily 

available. The sample is thus drawn from the same universe described 

in the previous chapter, pages 59-63. The size of the sample is larger 

than in the previous chapter because profit data is more accessible than 

P/E data. For example, using data published two years prior to merger, 

sufficient profit data are available for 159 mergers and for only 136 of 

these mergers is P/E data available.

8Ibid., p. 928.
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Profitability is defined as net income after taxes/total assets 

(i.e. NIAT/TA). Total assets rather than net worth or stockholder 

equity is used as the base for calculations because of suspected lever

age differences among firms. Mead, for example, finds that the acquir

ing firms in his conglomerate sample have significantly higher debt/ 

total asset ratios than does a sample of non-conglomerate firms.9 

Weston-Mansinghka likewise consider total assets as a more preferable 

base than stockholder equity.10 Appendix A contains the identification 

of the firms used in all the empirical calculations in this chapter.

Pre-Merger Profitability

The relative profit rates of acquiring and acquired firms are cal

culated for a sample of pure conglomerate mergers that occurred from 

1954-1969. Data reported two years prior to the year of merger provide 

a larger sample, 159 mergers, than the year preceding merger due to the 

frequency of reporting data in a pro forma format. The relative pre

merger profitability of the merged firms is shown in row one of Table 

5-1. The mean profit rates of acquiring and acquired firms are 5.6% 

and 5.9%, respectively. No significant statistical difference exists 

between the means of the profit rates. Also out of the 159 mergers sam

pled, only nine of the acquiring firms and twelve of the acquired firms 

reported a loss. In other words, little support can be found for either 

of the failing firm hypotheses. Firms of similar profitability seem to

^Mead, o£. cit. , p. 305.

l^Weston and Mansinghka, ojj. cit., p. 928.
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merge and on the average neither is near bankruptcy.

TABLE 5-1

MEAN PROFIT RATES FOR ACQUIRING AND ACQUIRED FIRMS 
IN PURE CONGLOMERATE MERGERS, 1954-1969

Mean Profit Rate3
Sample 
SizeAcquiring Firms Acquired Firms

All Firms 5.600 5.900 159

Single Merger 
Firms (SMF) 5.834 6.222 112

Multi-Merger 
Firms (MMF) 4.998 5.113 47

t (significance) 
SMF, MMF 2.192 (.025) 1.103 (.150)

aProfit rate = Net Income After Taxes/Total Assets x 100. 

Source: Moody's Manuals and Standard and Poors. Data used in calcula
tions reported two years prior to year of merger.

Profit, Merger Frequency, and Merger Period

A separation of the acquiring firms into single merger firms (SMF) 

and multiple merger firms (MMF) likewise reveals no significant differ

ence in the profit rate means of the merged firms. See rows two and 

three in Table 5-1 for the actual means. However, a significant differ

ence is observed between (1) the profit rate means of the acquiring 

firms in the SMF (5.834%) and MMF (4.998%) categories, and (2) the 

profit rate means of the acquired firms in the SMF (6.222%) and the MMF 

(5.113%) categories. The null hypothesis of no difference in the profit 
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rate means of the acquiring firms in the SMF and MMF categories is re

jected at a 95% significance level (see row four in Table 5-1). Simi

larly, the null hypothesis of no difference in the profit rate means 

of the acquired firms in the SMF and MMF categories is rejected at a 

70% level. The implication is that firms engaging in more than one 

merger are less profit rate conscious than are the single merger firms, 

and neither group is merging with relatively profitable firms.

Two general periods of merger activity are clearly distinguish

able—the earlier less active period from 1954 to 1965, and the highly 

active period from 1966 to 1969. Table 5-2 gives the acquiring and 

acquired firms mean profit rates for the SMF and MMF categories, 

significance levels for mean differences, and sample sizes for the SMF 

and MMF categories for the two merger periods.

Several results are of interest. First, profit rates of the ac

quiring firms vary directly with merger frequency in the 1954-1965 

period. The acquiring firms mean profit rates in the SMF and MMF cate

gories of 3.996% and 5.547% respectively, are significantly different 

at a 90% level. Second, profit rates of acquired firms in the SMF and 

MMF categories are not significantly different. Third, profit rates 

of the acquiring firms vary inversely with merger frequency in the 1966- 

1969 period. The acquiring firms*  mean profit rates in the SMF and MMF 

categories of 6.896% and 4.830% are significantly different at a 95% 

level. Fourth, the acquired firms*  mean profit rate in the SMF cate

gory (7.404%) is significantly larger than in the MMF category (5.400%) 

at a 99% level.



TABLE 5-2

MEAN PROFIT RATES OF ACQUIRING AND ACQUIRED FIRMS IN THE 
TWO MOST RECENT PURE CONGLOMERATE MERGER PERIODS

Profit0
1954-1965 1966-1969

SMFa MMFb t(significance) SMF MMF t(significance)

3.996 5.547 1.485 (.100) 6.896 4.830 2.060 (.025)

^2 4.166 4.174 0.008 7.404 5.400 2.963 (.005)

nd 41 11 71 36

aSMF = Single merger firms

bfrlMF = Multiple merger firms

ctt1 = Mean of net income/total assets x 100 of acquiring firms 

ir2 = Mean of net income/total assets x 100 of acquired firms

^n = Sample size of mergers

Source: Same as Table 5-1.

oo N2
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In summary the 1966-1969 merger wave was characterized by the less 

profitable firms engaging in more than one merger. However, their 

choice of merger partners seems unrelated to increasing profit. In the 

1954-1965 period the most profitable firms were merging the most fre

quently, but the acquired firms were not relatively more profitable 

firms. Even considering the influences of time and merger frequency 

little support for either failing firm hypothesis is apparent.

Change in Profit Rates

In the immediate time periods prior to merger are there any signifi

cant changes in the profitability of the merged firms? While the abso

lute profit rates discussed previously seem to indicate no significant 

difference in acquirer and acquiree average profit rates at a particu

lar point in time, might there not be some trend of profitability that 

can cast further illumination on the "failing firm hypotheses"?

The objective here is limited. Profit rates for the two years pre

ceding merger are calculated for a sample of 128 mergers for which data 

exists for both years. Profit calculations for longer time periods re

quire resources not available in this research effort. Table 5-3 gives 

the mean profit rates for each of the two years preceding merger and 

the percentage change in profit rate for acquiring and acquired firms. 

The bottom half of the Table provides similar information but mergers 

are omitted which have a percentage change greater than ± 200%. A total 

of 14 mergers are thus deleted in the adjusted tabulations.

Several findings are of interest. First, for the unadjusted data,
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TABLE 5-3

MEAN PROFIT RATES FOR THE TWO YEARS PRECEDING MERGER 
AND PERCENTAGE CHANGE IN PROFIT RATES FOR

PURE CONGLOMERATE MERGERS, 1954-1969

%Att

Acquiring Firms 
Acquired Firms 
t (significance) 
Sample Size

5.20
5.90
1.22 (.15)
128

Unadjusted

5.30
6.00
1.11 (.15)
128

-6.38
-8.61

Adjusted^

Acquiring Firms 5.40 5.50 1.55
Acquired Firms 6.50 6.70 1.07
t (significance) 2.20 (.025) 2.00 (.025)
Sample Size 114 114

aiIy-l and fiy-2 refer to the net income after taxes/total assets 
x 100 for years one and two prior to merger, respectively.

^Adjusted refers to 14 mergers omitted because the % A in it ex
ceeded ± 200%.

Source: Same as Table 5-1.

no statistical difference is found to exist in the profit rates in years 

one and two prior to merger for either acquiring or acquired firms. While 

both acquirers and acquirees are shown to have a small decline in per

centage change in profit, neither of these decreases are significant.

Second, also for the unadjusted data, weak evidence exists that the ac

quired firms in both years have higher mean profit rates than the acquir

ing firms. While the differences in each year are significant at only a 



85

70% level, the finding of no difference in the previous section is 

called somewhat into question.

Third, for the adjusted data no statistical difference is found to 

exist in the profit rates in years one and two prior to merger for either 

acquiring and acquired firms. While a small positive percentage change 

is found for both acquirers and acquirees, the percentage change is not 

statistically different from zero. Fourth, also for the adjusted data, 

strong evidence exists that for both years the acquired firms have 

higher profit rates than the acquiring firms. The difference in each 

year is significant at a 95% level.

In summary, no drastic change in profit rates seems to be occurring 

in the immediate time periods prior to merger. Bankruptcy does not seem 

imminent for either buyers or sellers. But the conclusions of the pre

vious section of this chapter must be qualified. Specifically, evidence 

indicates that the acquired firms are at least as profitable as the ac

quiring firms. No support for either "failing firm hypotheses" is evi

dent from these findings.



CHAPTER VI

CONCLUSIONS

The theoretical consistency of the price/earnings (P/E) differ

ential theory as an explanation for merger depends upon the assumed 

objective(s) of merger. Three merger objectives that are commonly 

associated with the P/E strategy in mergers have been reviewed in 

Chapter II. First, if the objective of the acquiring firm is to in

crease its earnings/share (E/S), the acquisition of a firm having a 

lower P/E ratio may result in an instantaneous increase in the acquir

ing firm's E/S. The exchange ratio (ER) of equity between the merging 

firms will determine the success or failure of the merger. When the 

acquiring firm's P/E ratio exceeds that of the acquired's, some flexi

bility exists in determining the ER because a number of exchange ratios 

will satisfy the merger goal. Even if the ER is constrained such that 

price/share, or its equivalent, is maintained for both firms the objec

tive of merger can be met. In this case neither real nor pecuniary 

economies are required from the merger to increase E/S. That is, (a) 

even if the value of the combination (P12) i® e(lual to the sum of values 

of the merging firms (Pj+P^, and (b) the price/share constraint is im

posed, the exchange ratio will result in growth in the acquiring firm's 

E/S. Under these conditions a relative P/E ratio (i.e. (Pj/Ej)/(P2/E2)) 

exceeding one is of critical importance. Alternatively, if the relative 
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P/E ratio is less than one some positive degree of either real or 

pecuniary economies must result from the merger before the acquiring 

firm’s E/S will increase.

Second, if the objective of merger is to increase the price/share 

(P/S) for each firm the attainment of such a goal will not be affected 

by the relative P/E ratios. The necessary condition for P/S apprecia

tion for equity owners in both firms is that P12 exceed P^+P2. If 

P12 = pi+p2» no exchange ratio exists that will satisfy the merger goal. 

In the latter case there is no mutual incentive for merger. Either real 

or pecuniary economies must result from the merger if P/S increases are 

to occur.

Third, for the firm seeking both an increase in E/S and P/S the 

relative P/E ratio is of considerable importance. Specifically, the 

merger goals are more likely to be attainable if the relative P/E ratio 

exceeds one, as opposed to being less than one, because less synergy is 

required from the combination. For P/S increases it is a sufficient 

condition that P12 > P^+P2. However, an increase in E/S depends upon 

the relationship the firms’ P/E ratios and by how much P12 exceeds 

Pj+Pg. When Pj/Ej > ^2^2*  a smaHer degree of synergy is required than 

if Pi/E. < P„/E„. Alternatively, the more P9/E, exceeds ?,/£. the greater 

the level of synergy required from the merger in order for E/S to increase.

The first and third merger objectives seem particularly relevant in 

conglomerate mergers, as opposed to non-conglomerates, because of the un

relatedness of the merging firms. The fewer the similarities in produc

tion, distribution and management the less likely are either real or
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pecuniary economies. Aside from possible reductions in the variance of 

earnings, and perhaps lower costs of borrowing external financial funds, 

there appears little reason to suspect P12 will exceed ^^+^2 at or 

by a significant amount. Thus, for the firm with a desire to increase 

its E/S but with little or no synergy expected from merger, the P/E 

ratio of a potential merger partner becomes important. Similarly, for 

the firm wishing to increase both its E/S and P/S the existence of a 

favorable P/E ratio makes attainment of these goals possible if any 

positive synergy results from the merger.

To test the P/E differential theory a sample of mergers was drawn 

from the FTC’s "pure conglomerate" category of mergers reported from 

1954 to 1969. Several results support the P/E differential theory. 

First, the acquiring firms have a significantly higher mean P/E ratio 

than the acquired firms. This is the general result suggested by the 

above a priori reasoning. Second, while the pursuit of short run merger 

profit is significant for the entire 1954-69 interval, it is more signif

icant during 1966-69 than 1954-65. The suggestion is that the importance 

of the P/E differential theory as a merger explanation varies with the 

overall level of merger activity. Third, the merger frequency of ac

quiring firms is found to vary directly with the size of the relative 

P/E ratio of merging firms, especially for the 1966-69 period. That the 

more actively merging firms make the most frequent use of the P/E differ

ential strategy is not a surprising result. Since the growth in E/S 

is for one accounting period only, multiple mergers are thus one way to 

achieve a more continuous, steady growth. In summary, for the polar case 
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of pure conglomerate mergers the P/E differential theory seems to merit 

strong support, both theoretically and empirically.

A secondary purpose of this paper has been to evaluate, for approxi

mately the same sample of pure conglomerate mergers mentioned above, the 

pre merger profitability of acquiring and acquired firms. For the 159 

mergers sampled no significant statistical difference exists between 

the means of the profit rates (net income after taxes/total assets) of 

acquiring and acquired firms. Only nine of the acquiring and twelve of 

acquired firms reported a loss in either of the two years preceding 

merger. Similarly, there is no significant change in profitability for 

either set of firms in the two years prior to merger. Firms of similar 

profitability seem to merge and on the average neither is near bank

ruptcy. Little support is evident from these findings for the "failing 

firm" hypotheses suggested by Dewey, Manne, Weston-Mansinghka and others.



APPENDIX A

LIST OF ACQUIRING AND ACQUIRED FIRMS IN PURE CONGLOMERATE 
MERGERS FROM 1948-1969, AS REPORTED BY THE FTC.

Acquiring Firm Acquired Firm and Date Acquired (MOYR)

1. Arcata National Kingsport Press (0769)

2. Athlone Industries Jessop Steel Co. (0569)

3. Allegany Ludlow Steel Jacobsen Mfg. Co. (0869)

4. American Metal Climax Ayrshire Collierie (1069)

5. ACF Industries Polymer Corp. (1268)

6. Allied Products Fulton Industries (0568)

7. AMK Morrell John (1267)

8. American Tobacco Beam James B. (1266)

9. Armour Baldwin Lima Hamilton (0765)

10. Atlas Corp. Uranium Reduction (0662)

11. American Marietta (Martin) Martin Glen L. Co. (1061)

12. American Manufacturing Co. Safety Industries Inc. (0160)

13. American Hardware Savage Arms Control (1259)

14. American Seal Kap National Rubber Machines (0357)

15. Bates Virginia Iron Coal Coke (1069)

16. Bangor Punta

17. Bangor Punta

Piper Aircraft (0969)

Waukesha Motor Co. (0868)

18. Bangor Punta Producers Cotton Oil (1267)

19. Bangor Punta Smith and Wesson (1065)

20. Beatrice Foods Moore E R (0669)
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APPENDIX A (continued)

Acquiring Finn Acquired Firm and Date Acquired (MOYR)

21. Blair John City News Printing (1069)

22. Babbitt B. I. American Bank Note Co. (0269)

23. Boise Cascade Divco Wayne Corp. (0168)

24. Bath Industries Congoleum-Navin (0968)

25. Bush Terminal Hamilton Watch Co. (1267)

26. Bliss E. W. Gamewell Co. (0859)

27. Bell and Howell Consol Electric Dynamic (1059)

28. Brunswick Corp. Aloe A. S. Co. (0459)

29. Bachman, Unbrge (Amerace) American Hard Rubber Co. (0557)

30. Bohn Aluminum Brass Reo Motors Inc. (1254)

31. Crowell Collier Conn C. G., Ltd. (0569)

32. City Investing World Color Press (0768)

33. City Investing Hayes Int. (0367)

34. City Investing Rheem Mfg. Co. (1267)

35. Commonwealth United Seeburg Corp. (1168)

36. Corn Products Penick S. B. and Co. (0168)

37. Chris-Craft Industries Baldwin-Montrose (0668)

38. Champion Spark Plug De Vilbiss (0667)

39. Crown Henry Burton Dixie (0867)

40. Centliver Brewing Baldwin Rubber Co. (0661)

41. Castle and Cook Columbia River Pac. (0259)

42. Dunhill International AP Parts Corp. (1067)
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APPENDIX A (continued)

64. GCA

Acquiring Firm Acquired Firm and Date Acquired (MOYR)

43. Diamond Garner U. S. Paint and Lithographic (0959)

44. El-Tronics Difiance Industries (1069)

45. ECL Chicago Musical Instruments (1269)

46. Early California Foods Arizona Agrochemical (0968)

47. El Paso Natural Gas Beaumit (1067)

48. El Paso Natural Gas Rare Metals Corp. (0562)

49. ELTRA North America Refractors (0166)

50. ELTRA Burrus Mills (0366)

51. Foremost Dairies Strong Cobb Arner (0765)

52. Fulton Cotton Mills Continental Gin Co. (0459)

53. General Mills Crystal David Inc. (0969)

54. Glen Alden Corp. Schenley Industries (0968)

55. Glen Alden Corp. Phillip Carey (0667)

56. Gulf and Western Consolidated Cigar (0168)

57. Gulf and Western Brown Co. (0768)

58. Gulf and Western Bliss E. W. Co. (0168)

59. Gulf and Western South Puerto Rico (0767)

60. Gulf and Western North and Judd Mfg. (0867)

61. Gulf and Western • New Jersey Zinc (1065)

62. General Cinema American Beverage (0468)

63. General Aniline Ruberoid (0567)

Precision Scientific (1065)
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APPENDIX A (continued)

Acquiring Firm Acquired Firm and Date Acquired (MOYR)

65. General Acceptance Corp. Highway Trailer Industries (1065)

66. Georgia Pacific Bestwall Gypsum (0565)

67. Grace W. R, Walnut Grave (0964)

68. Geneseo Flagg Utican Corp. (0962)

69. General Tel. and Electric Sylvania Electric (0359)

70. General Dynamics Material Service (1259)

71. General Dynamics Liquid Carbonic (0957)

72. General Dynamics Consol Vultee Aircraft (0454)

73. General Tire and Rubber Byers, A. M. and Co. (0156)

74. Haven Industries Natl. Sugar Refinery (0269)

75. Household Finance King-Seelay Thomas (0968)

76. Heller Walter Art Metal Inc. (0268)

77. Hunt Foods McCall Corp. (0767)

78. Hunt Foods Fuller, W. P. (0262)

79. Hunt Foods Harbor Plywood (1159)

80. Hershey Food, Inc. Cory Corp. (1267)

81. Hupp Corp. Perfection Stove (0955)

82. Insilco Jacobsen Mfg. Co. (0869)

83. ITT Rayonier Inc. (0468)

84. ITT Penn. Glass Sand (0668)

85. ITT Continental Baking (0968)

86. International Silver Taylor Publishing (0967)
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APPENDIX A (continued)

Acquiring Firm Acquired Firm and Date Acquired (MOYR)

87. Indian Head Mills Obear-Neston (0767)

88. Ideal Cement Potash Co. of America (1267)

89. International Minerals Chem. Lavino, E. J. and Co. (1266)

90. Kennecott Copper Peabody Coal Co. (0368)

91. Keene Packaging Corp. Bowser Inc. (0868)

92. Keene Packaging Corp. Baldwin-Ehret-Hill (0368)

93. Kewanee Oil Harshaw Chemical (1266)

94. Kern County Land Case, J. I. Co. (0564)

95. Lykes Corp. Youngstown Sheet (0569)

96. Liquidonics UMC Industries (0269)

97. Loews Theaters Lorillard, P..and Co. (1268)

98. LTV Jones and Laughlin (0668)

99. LTV Wilson and Co. (0667)

100. LTV Temco Aircraft (0760)

101. Libbey-Owens-Ford Aeroquip Corp. (1068)

102. Lear Siegler American Metal Products (1166)

103. Microdot Inc. Vare Corp. (0169)

104. Mead Stanley Furniture (0969)

105. Mead . Woodward Corp. (1168)

106. Magnavox Selmer, H. A. (0269)

107. Monsanto Fisher Governor (0869)

108. Montgomery Ward Container Corp, of America (1168)
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APPENDIX A (continued)

Acquiring Firm Acquired Firm and Date Acquired (MOYR)

109. Murphy G. W. Reed Roller Bit (0366)

110. Mt. Clemers Industries FWD Corp. (1062)

111. Midland Ross Corp. Industrial Rayon (0261)

112. Mock Trucks North East Capital (1059)

113. Merritt Chapman Newport Steel Corp. (0254)

114. NVF Sharon Steel Corp. (0269)

115. Nortex Rock of Ages Corp. (0569)

116. Norwich Pharmaceutical Morton Inti. Inc. (0469)

117. National Service Industries Lithonia Lighting (0769)

118. Northwest Industries Philadelphia and Reading (0568)

119. National Industries Hawthorne-Melody (0768)

120. National Industries Cott Corp. (1167)

121. National Industries Kingwood Oil (0166)

122. National Industries Cresent Corp. (0768)

123. National General Crossett and Dunlap (0368)

124. National Distillers Chem. Bridgeport Brass (0161)

125. National Auto Fibres Nafco Oil and Gas (0459)

126. Ogden Corp. Lewis Tillie Foods (0266)

127. Ohio Match Hunt Foods Inc. (0156)

128. Perfect Film Plume Atwood (1168)

129. Purex Corp. Ltd. Pacific Airmotive (0967)

130. Pet Inc. Hussman Refrigeration (0266)
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APPENDIX A (continued)

Acquiring Finn Acquired Firm and Date Acquired (MOYR)

131. Pennsalt Chemical White, S. S. (0767)

132. Pfoudler Permutit Ritter Corp. (1165)

133. Pacific Coast Co. (Bell) PCC (0462)

134. Progress Mfg. Co. Reading Tube Corp. (0560)

135. Procter and Gamble Charmin Paper (0157)

136. Rapid American Glen Alden Corp. (0369)

137. Rockwell Standard Draper (0667)

138. Raytheon Seismograph Service (1266)

139. Raytheon Heath, D. C. (0766)

140. Republic Corp. Utility Appliance (0761)

141. Rockwood Co. Selby Shoe (1156)

142. Sheller Globe Superior Coach Co. (0669)

143. Scam Instrument Riley Stoker Corp. (0569)

144. Subscription Telephone Leach Corp. (0269)

145. Slick Filtrol Corp. (0369)

146. Sunshine Mining Anchor Post Prod. (0569)

147. Sherwin Williams Osborn Mfg. Co. (0967)

148. Standard Prudential Yuba Industries (1067)

149. Signal Oil and Gas Mack Trucks (0967)

150. Signal Oil and Gas Dunham-Bush Inc. (1267)

151. Signal Oil and Gas Garrett Corp. (0164)

152. Sperry and Hutchinson Bigelow-Sanford (0267)
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APPENDIX A (continued)

Acquiring Firm Acquired Firm and Date Acquired (MOYR)

153. Susquehanna Corp.

154. Searle G. D.

155. Seagram J. A. and Sons

156. Singer Co.

157. Talcott National

158. Textron

159. Textron

160. Textron

161. Textron

162. Tenneco

163. Thorp Corp. (Allied Paper)

164. TRW

165. Tennessee Gas Transmission

166. Universal Oil Products

167. United Pacific

168. Victoreen

169. Vocaline

170. Valley Mould

171. Westinghouse

172. Whittaker

173. Warner Lambert Pharm

174. Ward Foods

Atlantic Research (1267)

Nuclear Chicago (0166)

Texas Pacific Coal (1163)

Friden Corp. (0763)

Beggs and Cobb Inc. (0469)

Talon Inc. (0768)

Bostitch (0966)

Spencer Kellogg (0561)

Campbell Wyant Cannon (0456)

Newport News Ship (0968)

Allied Paper Mills (1255)

Mission Mfg. (0268)

Packaging Corp. America (0665)

Calumet and Hecla (0568)

Centennial Mills (0660)

Leece-Neville Co. (0269)

Pratt Reed and Co. (0668)

Republic Industries (1267)

Seven-Up Bottling L. A. (0969)

Columbus Milpar (0368)

American Optical (0467)

Honolulu Iron Work (0166)
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APPENDIX A (continued)

Acquiring Firm Acquired Finn and Date Acquired (MOYR)

175. Williams, J. B. Landers Frary Clark (0361)

176. Zapata Norness Pearl Brewing Co. (1269)

Mergers in which Neither Firm is Listed
in Standard

177. Olin Industries

178. Anderson Clayton

179. Eagle-Pitcher

180. Penn Texas Corp.

181. Electric Bond

182. Cletrac

183. Punta Alegre Sugar

184. Hometown Foods

185. Corporation Investments

186. Rock Industries

187. Wean Engineerings

188. Gates Rubber

189. American Radiator

190. Cook and Co.

191. Banque De Paris

192. Harbill Associates

and Poors or Moodys

Frost Lumber Co. (0152)

Mrs. Tucker Foods (0252)

Ohio Rubber Co. (0652)

Fairbanks Morse (1158)

Kidd W. Construction (1160)

Hess Inc. and Affiliates (0562)

Bangor Aroostock (1064)

Foremost Dairies (0165)

FWD Corp. (1265)

New York Traprock (0265)

McKay Machine (0466)

Lear Jet (0767)

Mosier Safe (0567)

Bruce E. L. Co. (0369)

Liquidonic-UMM Co. (1269)

Simpler Wire Cable (0369)
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LIST OF FIRMS IN WESTON-MANSINGHKA SAMPLE AND NUMBER OF PURE CONGLOMERATE 
MERGERS PER FIRM IN 1954-69 PERIOD.

Firm Name No. of Pure 
Congl. Mergers Firm Name No. of Pure 

Congl. Mergers

1. AMK • 1 14. Dart Industries (Rexall) 0

2. American Metal Climax 1 15. Diamond Shamrock 1

3. American Standard 0 16. Kidde, Walter 0

4. American Tobacco 1 17. Kinney National Service 0

5. Avco 0 18. LTV 3

6. Avnet 0 19. Lear Siegler 1

7. Bangor Punta 4 20. Litton Industries 0

8. Boise Cascade 1 21. Martin Marietta 1

9. Cities Service 0 22. Midland-Ross 1

10. City Investing 3 23. Monogram Industries 0

11. Colt Industries 0 24. Natl. Distillers & Chem. 1

12. Consolidated Foods 0 25. Natl. General Corporation 1

13. Continental Oil 0 26. North American Rockwell 0



APPENDIX B (continued)

Firm Name No. of Pure 
Congl. Mergers Firm Name No. of Pure 

Congl. Mergers

27. Northwest Industries 1 41. Georgia-Pacific 1

28. Occidental Petroleum 0 42. Glen Alden 2

29.
♦

Ogden 1 43. Grace, W. R. 1

30. Olin Mathieson Chem. 0 44. Gulf & Western 6

31. Dresser Industries 0 45. Hondaille Industries 0

32. Eaton Yale & Towne 0 46. Indian Head 1

33. Eltra 2 47. ITT 3

34. Emerson Electric 0 48. Rapid-Amerlean 1

35. Emhard 1 49. Reliance Electric 0

36. FMC 0 50. Republic Corporation 1

37. Fuqua Industries 1 51. SCM 0

38. GAF 0 52. Signal Companies 3

39. General Tel. & Elec. 1 53. Singer 1

40. Geneseo 1 54. Studebaker-Worthington 0 100



APPENDIX B (continued)

Source: The number of mergers per firm are calculated from the FTC, Large Mergers in Manufac

Firm Name
No. of Pure 
Congl. Mergers Firm Name No. of Pure 

Congl. Mergers

55. Teledyne 0 60. U. S. Industries 0

56. Tenneco 1 61. U. S. Plywood-Champion 0

57. Textro’n 4 62. White Consolidated Ind. 0

58. Transamerica Corporation 0 63. Whittaker 1

59. TRW 1

turing and Mining, 1948-1968, pp. 16-55.



APPENDIX C

The exchange model developed in Chapter II also provides some in

sight in the conditions necessary for divesture, or the voluntary sell

ing of some component of the parent firm (e.g. subsidiary or division). 

Consider the graph below. The t^e ex ante or expected post

merger earnings multiple. Only combinations of exchange ratios and 

^12^12 Qu^rant I satisfy the wealth constraint for each firm's 

stockholders. In quadrants II and IV the stockholders in the acquired 

or acquiring firm, respectively, suffer a wealth loss. In quadrant III 

both firms incur a wealth decline. There is no mutual incentive for 

merger in combinations in quadrants II, III, and IV.

Figure C-l: Exchange Ratio Model and Divesture
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If the considered as an ex post or realized post merger

price/earnings multiple the success or failure (and hence reason for 

divesture) of a merger may be illustrated. Success only occurs in 

quadrant I and failure in quadrants II, III and IV. Combinations in 

quadrant III provide the clearest reason for divesture since both sets 

of stockholders are worse off due to the merger. Similarly, combina

tions in quadrant IV may lead the acquiring firm to seek divesture of 

the newly acquired component. For combinations in quadrant II the 

initiative for divesture would surely come from the component rather 

than the parent.

Future empirical research might look at the actual exchange ratios 

and post merger price/earnings ratios for various mergers to determine 

if the wealth constraint is being met for each firm. If the average 

exchange ratio exceeds (P^/Sj) by say 15%, as suggested in

Chapter III, a similar amount of synergy is required for the merger to 

meet the wealth constraint for each firm. If less than the required 

economies result, quadrant IV will represent the wealth status of each 

firm. If quadrant IV is more representative of the post merger results 

than quadrant I,- questions can be raised as to the propriety of such 

mergers.
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