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Abstract

This study examines the influences of mergers and acquisitions (M&As) on
companies' profitability and compares these influences with economic conditions to
discuss their significance. It hypothesizes that market power, total assets and synergistic
effects are all positively related to profitability, but they are less significant than the
economic influences such as economic growth, consumer confidence and producer
confidence. Focusing on the largest U.S. mergers and acquisitions during the period from
1998 to 2003, two economic models are designed to test these hypotheses. The first
model examines the relationship between M&A influences and profitability. The test
results of this model suggest that market power and total assets are both significant to
profitability and that synergistic effects are insignificant. The study also finds that
increasing market power is 50 times more efficient than increasing total assets in

generating profit. The second model examines the relationship between the economic
influences and profitability, but the tests results are inconclusive and suggest that
economic factors and profitability have non-linear correlations.
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CHAPTER 1

INTRODUCTION

Over the past several decades, the frequent presence of mergers and acquisitions

(M&As) in virtually all industries has attracted much attention to this topic. The growth
in both scale and pace of these M&A activities has been remarkable. In the year 2000,

there were almost 37,000 global mergers and acquisitions deals with a combined value of

close to $3.5 trillion.1 In 2006, a record year for mergers, U.S. companies were involved
in deals totaling nearly $1.5 trillion,2 and globally there were $3.98 trillion worth of
deals.3 AOL-Time Warner, Exxon-Mobil, BP-AMOCO and Bank of America-MBNA are
a few notable examples of the big M&A deals in this time period. Table 1.1 (on Page 2)
presents some large mergers in the United States in the recent years.

Companies and managers are obviously obsessed with M&As. They spend
significant amounts of time and resources on searching for firms to acquire, and they
have been acquiring other firms at dizzying speed. However, at the same time, scholars

and business consultants are quite pessimistic about M&As. Booz-Allen and Hamilton
(2001) reports that by whatever measure (stock price, revenue, earnings, and return on

' Amy L. Pablo and Mansour Javidan, Mergers and Acquisitions: Creating Integrative Knowledge
(Maiden: Blackwell Publishing Ltd, 2004): xiv.

2 Richard A. Brealey, Stewart C. Myers and Franklin Allen, Principles of Corporate Finance, 9th ed.
(Irwin: McGraw-Hill, 2007): 882.

3 Heather Timmons, "It's a Deal: Mergers in 2006 Surpassed All Records," in International Herald
Tribune, 4 January 2007. Available online at http://www.nytimes.com/2007/01/04/
business/worldbusiness/04 iht-deal .4102448 .html.

Table 1.1

Largest U.S. M&As in Recent Years (from 2000 to 2007)

Value

Date Announced

Portfolio

Acquiring Firm

Target Firms

1

AOL

Time Warner

181

01/10/2000

2

Comcast Inc.

AT&T Broadband

72

07/09/2001

3

Pfizer Inc.

Pharmacia Corp.

52.1

07/15/2002

4

Bank of America

Fleet Finance Corp.

47.6

10/27/2003

5

J.P. Morgan, Chase

BankOne

58

01/14/2004

(in $ billion)

|

div.

&Co.

6

Procter & Gamble

Gillette

56.9

01/28/2005

7

Kohlberg Kravis

Vivendi SA

50.8

11/02/2006

GlobalSantaFc

48

11/27/2007

Roberts & Co.

8

Transocean Inc.

Corp.

SOURCES: John Williamson, "Twenty-Five Largest Mergers and Acquisitions by
Corporations, 2000-2007," Washington, D.C.: Congressional Research Service: 1.
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equity) one chooses - it is an indisputable fact that most merger and acquisition deals fall
short of expectations.4 Similarly, a European study (1987) found that more than 60% of

mergers were annulled within a period of five years.5 Another study also showed that
30% of executives polled called their mergers "successful, worth repeating," 53% called
theirs "successful but not worth repeating," and 16% called theirs "unsatisfactory" or

even "disastrous."6 Investors also hold negative views towards mergers and acquisitions.
Warren Buffet, the guru of investments, made the following comments about M&As in
1981:

Many managers were apparently over-exposed in impressionable
childhood years to the story in which the imprisoned, handsome prince is
released from the toad's body by a kiss from the beautiful princess.
Consequently they are certain that the managerial kiss will do wonders for
the profitability of the target company.... Such optimism is essential.
Absent the rosy view, why else should the shareholders of company A
want to own an interest in company B at a takeover cost that is two times
the market price they'd pay if they made direct purchases on their own? In
other words, investors can always buy toads at the going price for toads.
If investors instead bankroll princesses who wish to pay double for the
right to kiss the toad, those kisses had better pack some real dynamite.
We've observed many kisses but very few miracles. Nevertheless, many
managerial princesses remain serenely confident about the future potency
of their kisses - even after their corporate backyards are knee-deep in
unresponsive toads.

4 Gerry Adolph et. al, "Merger Integration: Delivering on the Promise," Company Report, New
York: Booz-Allen and Hamilton, 2001: 2.

5 Michael E. Porter, "From competitive advantage to corporate strategy," Harvard Business
Review, May-June (1987): 43-59.

6 Alexandra Reed Lajoux and J. Fred Weston, "Do Deals Deliver on Postmerger Performance?"
Mergers & Acquisitions (No. 2, September-October 1998): 34.
7 Pablo and Javidan, xv.

This quote not only offers a lesson about M&As to executives who are
considering mergers, but also shows the inefficiencies of these activities from the
perspective of market efficiency to the shareholders.

Even though companies and executives have been witnessing or experiencing
failed mergers and acquisitions over the decades, they have never stopped merging or
acquiring other firms. A month ago, the pharmaceutical giant, Pfizer acquired Wyeth at a
cost of $68 billion. It is universally acknowledged that failed M&As not only jeopardize
the shareholders' wealth but also seriously compromise the company's future

performance. Therefore, it is important to examine the recent M&As and study the

inefficiencies in these activities. This research examines the influences of mergers and
acquisitions (M&As) on companies' profitability in the last 15 years and evaluates the
relevant inefficiencies in these business activities. It examines to what extent the profit
margin of the companies is affected by the influences of M&As, such as increased market
power, increased total assets, and synergistic effects. It also studies the significance of
mergers and acquisitions on profitability by comparing the influences of M&As with
other factors such as economic growth, consumer and producer confidence. The research
hypothesizes that increased market power, increased total assets, and synergistic effects

are all positively correlated with profitability, but it also expects that other factors such as
economic climate and consumer confidence are more significant to companies'
profitability.

Five chapters constitute the relevant parts of this study. Chapter 2 presents

classical business or economic theories about the motives of mergers and acquisitions.

Chapter 3 reviews the existing academic literature on this topic and discusses the general

opinions about mergers and acquisitions. Chapter 4 presents the data for the experiment
and explains the methodology used. Chapter 5 shows and analyzes the results of the
models. Chapter 6 concludes with the findings and provides further discussions about
M&As.

CHAPTER 2

RELEVANT THEORIES

Mergers and acquisitions represent a broad topic that not only involves the firm's

strategic planning processes but also relates to some other complex fields such sociology
and economics. Therefore, understanding the theories behind mergers and acquisitions
(M&As) from various perspectives provides important background for this study. This
chapter first presents the definitions of mergers and acquisition. Then it introduces the
most common ways of financing these activities. Finally, it discusses the relevant

business and economic theories that support these activities by illustrating the motives for
mergers and acquisitions.
Definition of Mergers and Acquisitions

Although they are often uttered in the same breath and used as though they were

synonymous, the terms merger and acquisition mean slightly different things.1 Mergers
can be defined from a legal perspective and from an economic perspective, and this

distinction is relevant to discussions concerning deal structuring, regulatory issues, and
strategic planning.2 From the legal perspective, a merger is a combination of two or more

firms in which all but one legally cease to exist, and the combined organization continues

1 Donald M. DePamphilis, Mergers, Acquisitions and Other Restructuring Activities, 5th
ed.(Burlington: Academic Press, 2009), 18.

: Ibid.

under the original name of the surviving firm.3 An acquisition occurs when one company
takes a controlling ownership interest in another firm, a legal subsidiary of another firm,

or selected assets of another firm such as a manufacturing facility, it may involve the
purchase of another firm's assets or stock, with the acquired firm continuing to exist as a
legally owned subsidiary.4 Although the terms mergers and consolidations often are used
interchangeably, a statutory consolidation, which involves two or more companies joining

to form a new company, is technically not a merger.5 All legal entities that are
consolidated are dissolved during the formation of the new company, which usually has a
new name.6 The combination of Daimler-Benz and Chrysler to form Daimler-Chrysler is
an example of a consolidation.

From the economic perspective, mergers are categorized into three types. First,
horizontal mergers combine two firms in the same line of business.

Pfizer's

(pharmaceutical industry) acquisition of Wyeth (2009) and Procter & Gamble's
(household and personal care product manufacturing industry) acquisition of Gillette
(2005) are examples of horizontal mergers. Most recent mergers are horizontal mergers.

Contrary to the horizontal mergers, a vertical merger involves companies at different
stages of production (or value chain). The buyer expands back toward the source of raw

materials or forward in the direction of the ultimate consumer.8 An example of forward

3

4

Ibid.
Ibid.

5

Ibid.

6

Ibid.

7 Richard A. Brealey, Stewart C. Myers and Franklin Allen, Principles of Corporate Finance, 9* ed.
(New York: McGraw-Hill, 2007), 882.

8 Ibid., 883.

integration includes eBay's (internet auction and shopping) acquisition of the online
payment system provider, Paypal in 2002. An example of backward integration in the
technology industry includes America (Mine's purchase of the media and content

provider Time Warner in 2000. A conglomerate merger involves companies in unrelated
lines of business.9 Kohlberg Kravis Roberts & Co.'s (financial investment industry)
acquisition of Vivendi SA (media conglomerate) is a current example of conglomerate
mergers. The principal mergers of the 1960s and 1970s were mostly conglomerate

mergers; however, this kind of merger is much less popular now in the United States and
other developed countries.

Financing Mergers and Acquisitions

Companies typically finance mergers and acquisitions by cash purchase, stockfor-stock exchange, and two-step buyout. The cash purchase of another corporation
simply means buying a firm by cash, and it takes on many of the characteristics of a

classical capital budgeting decision.''

Similar to investments such as purchasing new

plant or machinery, acquiring a firm sometimes also generates net present value for the

acquirers because of the target's excess cash, tax loss carryforward, and the cost saving
brought about by the synergistic effects. In the market environment of the last two
decades, some firms could be purchased at a value below the replacement costs of their

assets and thus represented a potentially desirable capital investment.12 As an extreme
example, Anaconda Copper had an asset replacement value of $1.3 billion when the firm
9 Ibid.
1 Ibid.

11 Stanley B. Block and Geoffrey A. Hirt, Foundations of Financial Management, 12th ed. (New
York: McGraw-Hill, 2008), 611.

12 Ibid.

was purchased by Atlantic Richfield for $684 million in the 1980s.' However, after the
stock market gains of the 1990s, such bargain purchases were less possible to achieve.
Stock-for-stock exchange refers to the exchange of an acquiring company's stock

for the stock of the acquired company at a predetermined rate.14 Usually, only a portion
of a merger is completed with a stock-for-stock transaction, with the rest of the expenses

being covered with cash or other payment methods. An interesting phenomenon exists in
stock-for-stock exchanges. Studies find that whenever a firm acquires another entity
whose P/E ratio (price to earnings ratio) is lower than its own, there is an immediate

increase in earning per share (EPS); however, if the target firm's P/E ratio is higher than

the acquirer's, there is an immediate EPS dilution.15 Various possibilities can occur in
mergers based on stock-for-stock exchanges. If the acquiring firm increases its
immediate EPS as a result of the merger, it may slow its future growth rate if it buys a

less progressive company; on the contrary, if it buys a rapidly growing target, the acquirer
will enjoy future EPS growth even it has immediate EPS dilution.

In the recent merger movement, two-step buyout has been frequently practiced.

Under the two-step merger plan, the acquiring firm first offers a very high cash price for
51 percent of the shares outstanding. Then at the same time it offers another, lower price
that will be paid later either in cash, stock or bonds. This buyout procedure accomplishes
two purposes. First, it provides a strong inducement to stockholders to quickly react to

the offer since those who delay must accept a lower price; second, it allows the acquiring
13 Ibid.
14 Brealey, Myers and Allen, 885.

15 Block and Hirt, 613.

16 Ibid.

10

company to pay a lower total price than if a single offer is made.

Fearing that smaller

unsophisticated stockholders may not have the same opportunity to compete with those

institutional investors in sharing the higher price, the SEC has continued to monitor the
two-step buyout.

Economic Motives for Mergers and Acquisitions

Various motives drive mergers and acquisitions, and one of them includes

achieving economies of scale or economies of scope.19 Economies of scale, a long-run
concept, are said to exist when a business obtains cost advantages through expansion; it

refers to reductions in unit cost as the size of a facility, or scale, increases.20 Typically, a
company that achieves economies of scale lowers the average cost per unit through
increased production since fixed costs are shared over an increased number of goods. In
some industries, such as the pharmaceutical industry, firms often try to achieve

economies of scale through horizontal mergers. For example, in the Pfizer-Wyeth deal,
the acquiring firm made the following statement in a press release:

"The transaction is anticipated to yield cost savings of approximately $4 billion to be fully
realized by the third year after closing. Savings are expected in selling, informational and

administrative functions, research and development, and manufacturing."2

.

This statement suggests that M&As can bring huge economic benefits to both the acquirer
and the target firm in the pharmaceutical industry. Economies of scope refer to the

17 Ibid.
18 Ibid.
19 Brealey, Myers and Allen, 885.

20 Arthur O'Sullivan and Steven M. Sheffrin, Economics: Principles in Action (Upper Saddle
River: Pearson Prentice Hall, 2003), 157.

21 "Pfizer to Acquire Wyeth, Creating the World's Premier Biopharmaceutical Company"
Company Report, New York: Pfizer, 2009: 2.
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reduction in the costs of one product of a multiproduct firm when the output of another
product is increased.22 Dell provides one example. Producing PC desktops undoubtedly
gave Dell a cost advantage in producing laptops because many of the underlying
electronic circuits are quite similar between two products.

Economies associated with vertical integration motivate vertical mergers. To

reduce the cost of production or increase the sales, companies try to gain control over the
production process by expanding back toward the output of the raw material or forward
to the ultimate consumer, and one way to achieve this is to merge with a supplier or a
consumer.23 Alcoa Inc.'s (aluminum company) acquisition of Western Mining
Corporation (mining company) in 2001 provides an example of a company achieving
economies of vertical integration by controlling the firm that operates in the upper steam
of its value chain.

Complementary resources, the last economic motive for mergers, refer to two

firms with complementary resources - each has what the other needs - it may make sense

for them to merge.24 The merger may open up opportunities that neither firm would
pursue otherwise. In 2006, over 1,000 U.S. biotech and medical devices firms were

acquired by major pharmaceutical companies that faced the loss of patent protection on
their more profitable products but did not have an offsetting pipeline of promising new

compounds.25 From these mergers, the acquirers gained access to potential important

22 Walter Nicholson and Christopher Snyder, Intermediate Microeconomics and Its Application,
10th ed. (Mason: Thomson South-Western, 2007), 258.
23 Brealey, Myers and Allen, 885.

24 Ibid., 886.
25

Ibid.
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research, while the target firms obtained the resources needed to bring their products to
market.

Management Motives for Mergers and Acquisitions

One of the greatest management motives for mergers and acquisitions, synergy, is
said to occur when the whole is greater than the sum of the parts, and this "2 + 2 = 5"
effect may be the result of eliminating overlapping functions in production and marketing

as well as meshing together various engineering capabilities.26 For example, after a
merger, there will be only one chief financial office instead of two before the merger.

This concept resembles economies of scale, but this focuses more on the management (or
human resources) aspect rather than the production aspect.

Companies also practice mergers and acquisitions as measures of eliminating
inefficiencies. A merger sometimes can be a simple and practical way to improve

management.27 Firms with unexploited opportunities to cut costs and increase sales and
earnings exist, and such firms are natural candidates for acquisition by other firms with
better managements.28 These acquisitions do not obtain benefits from combining two

firms, but they replace the old management team with a new one and hence eliminate the
previous managerial inefficiencies.

26 Block and Hirt, 609.

27 Ibid.
28

Brealey, Myers and Allen, 887.
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Financial Motives for Mergers and Acquisitions

Mergers may allow the acquiring firm to enjoy a desirable portfolio effect by

achieving risk reduction while perhaps maintaining the firm's rate of return.2 Such effect
is explained as follows:

If two firms that benefit from opposite phases of the business cycle
combine, their variability in performance may be reduced. Risk-averse
investors may then discount the future performance of the merged firm at
a lower rate and thus assign it a higher valuation than that assigned to the
separate firms. The same point can be made in regard to multinational
mergers. Through merger, a firm that has holdings in diverse economic
and political climates can enjoy some reduction in the risks that derive
from foreign exchange translation, government politics, military
takeovers, and localized recessions.

Also, tax advantages are generated by the portfolio effect. After the mergers, losses in
one division of the firm can be written off against gains in another and this provides tax
shield value to firm. Because of these effects, a generation ago, the corporate

conglomerate was thought to be the ideal business model.31 Although the portfolio effect
of a merger is intellectually appealing - with each firm becoming a mini-mutual fund
unto itself- evidences show that too much diversification can strain the operating

capabilities of the firm.32 Sometimes the losses in one division can continue to eat into
the profits and value of the non-related divisions; for example, in the 1990s Tenneco's
money-losing farm equipment business drained the profits and incentives from its auto

parts and chemical divisions.33

29 Block and Hirt, 608.
30 Ibid.
31 Ibid., 610.

32 Ibid., 608.
33 Ibid., 610.
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Mergers and Acquisitions also create improved financing posture as a result of
expansion.34 Larger firms may enjoy greater access to the financial markets and may also
have more bargaining power. Empirical studies have shown that large firms face lower
interest rates than small firms, and credit market fluctuations are shown to have different

effects on firms of different size.35
Other Motives for Mergers and Acquisitions

In some cases, mergers and acquisitions may also increase the acquiring firm's

earnings per share (EPS). If the target firm has a lower price-earnings ratio than the

acquiring firm, the buyer's EPS will increase after merging. This is a tricky game that
managers sometimes play to fool the investors; however, they cannot stop acquiring firms
to keep the EPS. Once they run out of funds to purchase other firms, the EPS will drop
dramatically.

The study has discussed several motives for mergers and acquisitions from
different acquirers' perspectives; however, sometimes, the target firms also show strong

interest in these activities. In other words, the target stockholders' benefit also motivates
mergers. Mergers typically occur when the acquiring company's stock has greater

acceptability or activity in the market place than that of the target.36 Instead of stock
trading, the target stockholders also support M&As when cash is offered (especially when
they have difficulties selling the stock by other ways) because these activities give them

34 Ibid.
35 For example, Cesar Martinelli, "Small firms, borrowing constraints, and reputation," Journal of
Economic Behavior & Organization, Vol 33, Issue 1 (May 1997): 91.

36 Block and Hirt, 609.
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an opportunity to diversify their holdings into new investments.37

Studies also find that

the selling stockholders generally receive an attractive price that is higher than the current

market or book value of their stocks in mergers and acquisitions,38 and more detailed
information about this will be discussed in the next chapter.

Finally, managers' hubris, the last motive for M&As, often causes some failed
deals. Sometimes managers are overconfident about the synergistic effects, and this
usually causes overpayment to the target firm and future losses. Managers also want to

get more power and control, and mergers and acquisitions can certainly bring that to the
managers of the acquiring companies. According to agency theory, managers may act in

their own best interests rather than those of the shareholders of the firm.39 This theory
indicates that managers may ignore the future long-run benefits of their companies or

shareholders and acquire other firms for their own interests, this frequently happens when
their companies have surplus funds (or excess cash in other words) and very few
profitable investment opportunities.

In conclusion, mergers and acquisitions can be defined from a legal and an

economic perspective, and these activities are usually financed by cash, stock or both of
them. Various incentives have made mergers and acquisitions attractive to managers.

These incentives can be categorized by their economic, management, financial and other

aspects. Among these motives, economies of scale motivate most horizontal and vertical
mergers. The portfolio effects brought by M&As also drive firms to reduce risks by

37 Ibid.

38 Ibid.
39

Ibid., 11.
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acquiring other firms that operate in different industries. Theories also suggest that
mergers can bring synergistic effects and lower financial costs to the acquiring firms.
Nevertheless, these effects sometimes are also exaggerated because managers enact

mergers and acquisitions for their own best interests rather than those of shareholders.
The next chapter, the review of literature, will summarize the scholars' ideas about this
topic, ideas that are generally negative towards mergers and acquisitions.

CHAPTER 3

REVIEW OF LITERATURE

In the academic world, contentions about the efficiencies in mergers and

acquisitions have never ceased. Although mergers and acquisitions are supported by
various economic theories, scholars argue that the practicality of those theories is difficult
and complicated, and managers often ignore the market variability and some complex
factors in human resource management. The hypothesis of this research focuses on

whether the beneficial influences such as increased market power, increased
capitalization and synergistic effects that brought mergers and acquisitions can also
increase profitability; thus, this chapter will provide some scholars' opinions on these
aspects.

Synergistic Effects in Mergers and Acquisitions

Scholars view mergers and acquisitions as net-value-increasing activities based
on the empirical evidence of various industries. They believe that the value of the

combined firm is typically larger than the sum of the values of each individual firm.1 For
example, Harris, Ozgen and Ozcan (2000) have studied the health care industry and

found that mergers do increase a hospital's level of efficiency.2 Similar studies about

' Diwakar Gupta andYigal Gerchak, "Quantifying Operational Synergies in a
Merger/Acquisition," Management Science, Vol. 48, No. 4 (Apr., 2002): 517.

2 J. Harris, H. Ozgen and Y. Ozcan, "Do Mergers Enhance the Performance of Hospital
Efficiency?" Journal ofthe Operational Research Society 51:801.
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the telecommunication industry also suggest the same outcome.

Scholars who have

studied the post-acquisition performance of business units which changed ownership also
conclude that synergistic effects do occur in M&As and these effects have increased

shareholders' wealth.4 In general, most empirical evidence is consistent with the
theoretical conceptions about economic efficiencies. However, scholars also argue that

despite synergy as a key motive of M&As, the benefits that might accrue are often
overestimated, because managers often ignore the factors that affect the synergy

realization of firms. For example, Larsson and Finkelstein (1999) synthesized several
theoretical perspectives into an integrative model and concluded that various factors, such
as "the strategic potential of the combination, the degree of organizational integration
(after the deal was completed), and the degree of employee resistance to the integration,"

significantly influence the synergy realization of firms.5 Studies also find that to a large
extent the value of operational synergy determines the bidding price of the target firm,
and a number of factors, such as market independence and the flexibility of production

facilities affect such value.6 Some scholars also study the relationship between synergy
and managers' hubris. For example, Seth, Song and Pettit examine the motives

underlying foreign acquisitions of U.S. firms, estimate the extent of value creation
associated with such acquisitions and show how total gains are shared between acquiring

3 For example, Barney Warf, "Mergers and Acquisitions in the Telecommunications Industry,"
Growth and Change, Vol. 34, no.3 (Summer 2003): 321.

4 For example, Thomas H. Brush, "Predicted Change in Operational Synergy and Post-Acquisition
Performance of Acquired Business," Strategic Management Journal 17: 1.

5 Rikard Larsson and Sydney Finkelstein, "Integrating Strategic, Organizational, and Human
Resource Pespectives on Mergers and Acquisitions: A Case Survey of Synergy Realization," Organization
Science 10 (1): 1

6 Gupta and Gerchak, 517.
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firms and targets. Their results indicate that, although synergy drives most mergers in the

sample, managers' hubris also motivates these activities.7 In conclusion, scholars who
study M&As from the economic efficiency perspective argue that horizontal acquisitions

lead to increased scale efficiencies,8 but these synergistic effects sometimes are
overestimated.
Expanding for Market Power

A number of economists have examined some acquisition performances with

primarily accounting-based measures, and they concluded that market power is the main

motive for mergers in some industries. For example, Kim and Singal (1993) examined
the price changes associated with airline mergers during 1985 to 1988, a period of natural
experimentation in which mergers were not contested by the government. Their results

show that prices increased on routes served by the merging firms relative to a control
group of routes unaffected by the merger; thus, they argue that mergers may lead to more
efficient operations, but on the whole, the impact of efficiency gains on airfares is more

than offset by exercise of increased market power.9 Gallet used data on the U.S. steel
industry to analyze the effects of several mergers on market power and concluded that,
although the results showed that market power in the steel industry had been

7 Anju Seth, Kean P. Song and Richardson Pettit, "Synergy, Managerialism or Hubris? An

Empirical Examination of Motives for Foreign Acquisitions of U.S. Firms," Journal ofInternational
Business Studies, Vol. 31, No. 3 (3rd Qtr., 2000): 387.

8 M.C. Jensen and R. Ruback, "The market for corporate control: The scientific evidence," Journal
of Financial Economics, Vol. 11 (1983): 5.

9 Han Kim and Vijay Singal, "Mergers and Market Power: Evidence from the Airline Industry,"
The American Economic Review, Vol. 83, No. 3 (June, 1993): 549.
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falling in recent years, it appeared that two recent mergers did boost market power.
Similar conclusions also have been drawn from mergers in other industries, such as
banking, electricity and food production industries.

Extensive documentation also exists for the stylized fact of a positive relationship

between profitability (as measured by ROI) and market share.12 One group of strategy
researchers argues that "other" unobserved variables such as managerial expertise or the
firm's ability to deliver superior value correlate with both profitability and market share.
These strategists posit that better run firms not only have costs advantages but also are
more skilled marketers, and therefore they can attain higher market shares and

profitability.14 Another group of strategy researchers maintains that a firm's market share
position enables it directly to increase its profitability through both increased volume that
provides higher revenues and lower average costs due to experience curve effects,

enabling greater market power.15 These scholars argue that market power allows the
higher market share firms to obtain lower input costs and get more functions from their
channel members at a given price as well as set prices rather than acting as price takers.

10 Craig A. Gallet, "Mergers and market power in the US steel industry," Applied Economics
Letters, 1466-4291, Vol. 3, Issue 4 (1996): 221.

11 For example, Dario Focarelli and Fabio Panetta, "Are Mergers Beneficial to Consumers:

Evidence from the Market for Bank Deposits," The American Economic Review, Vol. 93, No. 4 (November,
2003): 1152.

12 William Boulding and Richard Staelin, "Environment, Market Share and Market Power,"
Management Science, Vol. 36, No.10 (October, 1990): 1160.

13 Ibid.
14 For example, David A. Aaker, "Is Market Share Really All that It's Cracked Up to Be?," Journal
ofMarketing, Vol. 49 (1985): 11.

15 Ibid.
16 George Day and David B. Montgomery, "Diagnosing the Experience Curve," Journal of
Marketing, Vol. 47 (1983): 44.
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Recent studies suggest that firms with high market shares derive no extra market power
benefits except if they operate in environments with little buyer power; instead,

environmental factors and changes in market share most strongly influence price and
cost.17 Another analysis of the market share associated with maximal firm profits
indicates that steadily increasing market share does not always associate with increasing

profits, giving credence to the proposition that "more market share is not always better."

18

From the social aspect, economists maintain that the increased market power

brought about by mergers and acquisitions causes imperfect competition, and the

imperfect competitive market structure not only causes production inefficiencies but also

generates negative externalities.19 This is because high market power allows the firm to
produce at a level that maximizes its own profit but sacrifices social benefits. In the
imperfect competitive market, firms typically produce less than the market demand but

charge higher than the consumer should pay. This causes inefficient resource allocation
and generates social welfare loss. In his famous work "The Wealth of Nations," Adam
Smith wrote: "People of the same trade seldom meet together, even for merriment and
diversion, but the conversation ends in a conspiracy against the public, or in some

contrivance to raise prices."20

17 Boulding and Staelin: 1160.
18 Birger Wernerfelt, "The Relation Between Market Share and Profitability," Journal ofBusiness
Strategy Vol. 6 (1985): 67.

19 Walter Nicholson and Chrisopher Snyder, Intermediate Microeconomics and Its Application,
10th ed. (Mason: Thomson South-Western, 2007), 386.
20

Ibid., 376.
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Complementary Resources, Technology and R&D In M&As

Empirical studies show that target firms and acquirers frequently transfer
resources to each other after mergers and acquisitions. For example, Capron, Dussauge

and Mitchell showed that resources, especially those that face market failure, are

"frequently redeployed following horizontal acquisitions."21 Their research also
emphasized the importance of organizational differences in competitive markets and
argued that the "market for businesses is often more robust than the market for
resource."22 Other studies examine the impact of acquisitions on the subsequent
innovation performance of acquiring firms in various industries. For example, Hitt,
Hoskisson and Ireland have presented thoughts that suggest a trade-off between

acquisitions and managerial commitment to innovation.23 Their study proposes that
sometimes acquisitions serve as a substitute for innovation and merging has effects that

reduce managers' commitment to innovation.24 Danzon, Epstein and Nicholson (2007)
examined the determinants of M&A activity in the pharmaceutical-biotechnology
industry and found that mergers and acquisitions do not have much positive influence on

a firm's R&D level.25 Other studies found that acquisitions had negative effects on R&D

21 Laurence Capron, Pierre Dussauge and Will Mitchell, "Resource Redeployment Following
Horizontal Mergers and Acquisitions in Europe and the United States, 1988-1992," Strategic Management
Journal, Vol. 19 (1998): 631.
22

Ibid.

23 Michael A. Hitt, Robert E. Hoskisson and R. Duane Ireland, "Mergers and Acquisitions and
Managerial Commitment to Innovation in M-Form Firms ," Strategic Management Journal, Vol. 11,
Special Issue: Corporate Entrepreneurship (Summer, 1990): 29.
24

Ibid.

25 Patricia M. Danzon, Andrew Epstein and Sean Nicholson, "Mergers and Acquisitions in the
Pharmaceutical and Biotech Industries," Managerial and Decision Economics, Vol. 28 (2007): 307.
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intensity and patent intensity.26 In general, scholars argue that mergers and acquisitions
provide great opportunities for firms to exchange complementary resources, but these
activities do not necessarily increase firms' R&D levels.
Value Creation in M&As

While studying the value creation of mergers and acquisitions, scholars found that

many mergers do not create value.27 A number of articles have studied and measured the
benefit of M&As and found that, while the shareholders of both the target and the bidder
firms experience positive returns, most of the gains accrue to the targets.

For example,

one empirical study finds that the average shareholder gains for target firms in the month
of merger announcement is about 22 percent; however, gains to bidding firms in the same

period are less than one-half of one percent.29 The asymmetric distribution of gains
between the acquirer and the target remains a puzzle in both the finance and strategy

literature.30 On the one hand, the financial economists' perspective argues that the total
economic value created in a merger or acquisition, and its partitioning between the

bidding and target firms' shareholders, is determined by market characteristics, including
its competitiveness (e.g., number of bidders and regulatory changes affecting the

26 Michael A. Hitt, Robert E. Hoskisson, R. Duane Ireland, and Jeffrey S. Harrison, "Effects of
Acquisitions on R&D Inputs and Outputs," The Academy ofManagement Journal, Vol. 34, No. 3
(September, 1991): 693.

' Gayle DeLong, "Does Long-Term Performance of Mergers Match Market Expectations?
Evidence from the US Banking Industry," Financial Management; vol. 32, issue 2 (2003): 5.
27 ,

28

For example, Jensen and Ruback: 5.

29 Deepak K. Datta and George E. Pinches, "Factors Influencing Wealth Creation From Mergers
and Acquisitions: A Meta-Analysis," Strategic Management Journal, Vol. 13 (1992): 68.
1 Laurence Capron and Nathalie Pistre, "When Do Acquirers Earn Abnormal Returns?" Strategic

30

Management Journal, Vol. 23 (2002): 781.
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market).31 On the other hand, strategic management researchers, while sometimes
adopting the financial economists1 methodological tools, have typically emphasized

factors which are management controlled.32 For example, based on the existing literature
on diversification strategies, they have argued that the type of merger (i.e., whether it
involves the acquisition of related or unrelated business units) is an important

determinant of performance.33 Other factors, such as the bidders' approach (i.e., merger

or tender offer) and the mode of financing, while also being management controlled, have
been examined primarily in the finance literature from a market for corporate control
perspective.34 More current studies also have discovered some other factors that affect
the value creation in mergers and acquisitions. By combining an event study and a
survey from 101 horizontal mergers, Capron and Pistre examine the relationship between
acquirer returns and the relative contribution of the target's and the acquirer's resource

and found that mergers and acquisitions create value for the acquirers in only one
circumstance - when the acquirers do not take resources from the targets but transfer

their resources to the targets.35 Studies also found that different ways of financing

mergers and acquisitions influence wealth creation differently.36 For example,

31 Deepak K. Datta and George E. Pinches, "Factors Influencing Wealth Creation From Mergers
and Acquisitions: A Meta-Analysis," Strategic Management Journal, Vol. 13 (1992): 69.
32

Ibid.

33 Paul Asquith, "Merger bids, uncertainty, and stockholder returns," Journal ofFinancial
Economics, Vo\. 11 (1983): 51.

34 Peter Dodd, "Merger proposals, management discretion and stockholder wealth," Journal of
Financial Economics, Vol. 8 (1980): 105.

35 Ibid.
36 Datta and Pinches, 67.
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financing the mergers by cash may cause a negative impact on the acquiring firm's future
cash flow.

In conclusion, various surveys and investigations suggest that shareholders of the
bidding firm are typically not expected to gain more than the target firms in the short-run
after M&As. Studies also find that factors such as market characteristics,

competitiveness, bidders' approach and resource reallocation influence the M&A value
creation process.

Acculturation Difficulties and Agency Problems

Scholars widely acknowledged that the cultural fit of the target firm is one of the
most common difficulties in mergers and acquisitions. Weber, Shenkar and Raveh
concluded in their research that significant distinctions should be drawn between the

corporate and national levels of culture in mergers and acquisitions.37 They argue that
respecting the target firm's culture is important for avoiding employees' resistance to the
takeover activities.38 The acculturation process in mergers and acquisitions significantly

influences the synergy realization and affects the target firms' post-merger performance.39
Empirical studies suggest that agency problems exist in mergers and acquisitions. Paulter
examined the post-merger performance of companies in various industries, and the results

of the studies are consistent with agency theory.40 Several examples support Paulter's

37 Yaakov Weber, Oded Shenkar, and Adi Raveh, "National and Corporate Cultural Fit in
Mergers/Acquisitions: An Exploratory Study," Management Science 42, vol. 42, no. 8 (1996): 1215.
38

Ibid.

39 Afsaneh Nahavandi and Ali R. Malekzadeh, "Acculturation in Mergers and Acquisitions,"
Academy of Management Review 13 (1988): 79.

40 Paul A. Paulter, Evidence on Mergers and Acquisitions, Washington, D.C.: Federal Trade

Commission. Available online at http://www.ftc.gov/be/workpaper/wp243.pdf.
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argument. When Procter & Gamble bought out Gillette in a $62 billion deal in 2005, the
acquirer announced 6,000 jobs would be eliminated after the merger; while people were

sorry for James Kilts, the CEO of Gillette who would soon be out of a job, Mr. Kilts
walked away from the deal with $153 million in profits on the Gillette stock options he
owned.41 Another example is the case of John Zeglis at AT&T. The firm went public at
$30 a share in 2001, but in 2004 the firm was sold to Cingular for $15 per share. Mr.

Zeglis was CEO during this entire period of falling values, but walked away from the

merger with $32 million in added compensation.42 Other scholars, such as Lane,
Cannella and Lubatkin found that there are limited conflicts between the managers and
shareholders after they examined the strategic behaviors of managers in some mergers,

and they concluded that their results do not support the predictions of agency theory.

In

conclusion, the human and cultural factors in mergers and acquisitions always generate
complications and difficulties in these activities, and even though they are important to

the future success of both the target and acquiring companies, managers often neglect or
overlook them.

Existing literature has discussed mergers and acquisitions from economic,

financial, and human managerial perspectives. From the economic aspect, scholars
examined synergy, economies of scale, and market efficiencies associated with market
power in mergers and acquisitions. They conclude that synergy motivates most of these

activities, but it has a very complex realization process, and it is often overestimated by
41 Stanley B. Block and Geoffrey A. Hirt, Foundations of Financial Management, 12th ed. (New
York: McGraw-Hill, 2008), 617.
42

Ibid.

43 Peter J. Lane and Albert A. Cannella, eds., "Agency Problems as Antecedents to Unrelated
Mergers and Diversification: Amihud and Lev Reconsidered," Strategic Management Journal, vol. 19
(1998): 555.
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managers. In some industries, such as the airline and steel, mergers have brought
increased market power to the firms, and the increased market power not only has

negative influences on product/service qualities but also reduces the R&D incentives.
Contrary to these findings, some researchers argue that market power does not always
positively relate to profit, and they conclude that management and marketing skills are
more important than market power. Studies also suggest that while mergers and
acquisitions create value for the target firm's shareholders, they typically do not increase

the acquirers' shareholders' wealth. Though managers often underestimate the difficulties
of cultural fit in M&As, this human factor is key to future success of the firms.
From the literature discussed in this chapter, one can find that very few studies
have associated all of the main influences of mergers and acquisitions with companies'

profitability, and none of them has compared the influences of mergers with economic

climate on companies' performance. To fill the vacancy of previous investigations, this
research will discuss how mergers and acquisitions affect the acquiring firm's

profitability and compare the influences of economic climate with M&As on profitability.
The next chapter will start with introducing the data of this research, and then it will state
the research methodology and discuss the chosen variables.

CHAPTER 4
DATA AND METHODOLOGY

Previous studies typically focus on mergers and acquisitions (M&As) in specific
industries and study limited influences or motives of M&As. For example,

Danzon,

Epstein and Nicholson1 examined the M&A activity in the pharmaceutical-biotechnology

industry from the research and development and technological aspects, and Kim and
Singal2 examined the market power influences associated with airline mergers. Only a

few articles, such as Paulter's "Evidence on Mergers and Acquisitions,"3 have
summarized mergers and acquisitions in multiple industries; however, these researchers

did not use economic models to analyze these M&As, as does the current study. The data
and methodology are described in the following sections.
Data

This study uses current data and new methodology to remedy the limitations of

the previous investigations; however, hundreds of different industries exist in today's
economy and gathering all information about mergers and acquisitions in all of these

industries requires uncountable human resources and can cause different kind of
unexpected errors. To overcome these difficulties and maintain the diversity of the

' Patricia M. Danzon, Andrew Epstein and Sean Nicholson, "Mergers and Acquisitions in the
Pharmaceutical and Biotech Industries," Managerial and Decision Economics, Vol. 28 (2007): 307.
2 Han Kim and Vijay Singal, "Mergers and Market Power: Evidence from the Airline Industry,"
The American Economic Review, Vol. 83, No. 3 (June, 1993): 549.

3 Paul A. Paulter, Evidence on Mergers and Acquisitions, Washington, D.C.: Federal Trade
Commission. Available online at http://www.ftc.gov/be/workpaper/wp243.pdf.
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samples, this study selects data from the largest U.S. mergers and acquisitions in several
different industries during the 1998 to 2003 period. The sample includes 20 of the largest
American mergers and acquisitions that occurred in these years. Each of these M&As

involved at least a $10 billion transaction value, and the largest one involved $181
billion. Among these M&As, 10 belong to the manufacturing sector, and the other 10 to

the service sector. All firms have leading roles in their industries and represent the
paradigms of well-managed U.S. business companies in the selected time period. A
complete list of the companies is shown in Tables 4.1 and 4.2 on the following pages.

Table 4.1 includes the M&As in the service sector, and Table 4.2 includes the
manufacturing firms. This study selects the years 1998 to 2007 (10 years) as the
researching period, because in these years, the U.S. economy experienced both upturns

and downturns (see Figure 4.1 on page 30), and this can help to evaluate the economic
influences on profitability.

Methodology and Models

As the previous literature review chapter summarized, mergers and acquisitions

bring increased market power, higher total assets, and efficiencies such as economies of
scale and synergistic effects to firms; however, none of the reviewed has answered

whether these effects increase firm profitability, and none of them has analyzed the
influence of economic conditions on profitability. This study constructs two economic
models. The first model examines the influences of market power, total assets, and
synergistic effects on companies' profitability. The second one examines the influences

of economic factors such as real GDP growth rate, the Purchasing Manager Index, the
Business Activity Index and the Consumer Confidence Index on firms' profitability.
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Table 4.1

Largest U.S. Mergers and Acquisitions in Service Sector (1998-2003)
Industries

Insurance

Acquirer

■ ■ ."'■Aral."-; ■.,

Media

AOL

Telecommu

AT&T

Media/Com

Date

Value

Firm

Completed

(billion US

(M/D/Y)

dollar)

AIG

08/29/01

AOL Time

01/01/01

181

03/09/99

69.9

12/31/00

34.4

2002

72

09/30/98

61.63

General Corp
Time Warner

■:
,:

23
. :-,

;■:;■:-,.-

Telecommunica

AT&T

tion Inc.
Chase Manhattan J.P. Morgan Co. J.P. Morgan
Chase
Bank

Comcast Inc.

munication
Banking

American

Post-merger

Warner

nication
Banking

Target

Nations Bank

AT&T

Comcast

Broadband div.

Inc.

Bank of

Bank of

America

America

Banking

Norwest

Wells Fargo

Wells Fargo

11/02/98

34.35

Telecommu

Qwest

US West, Inc.

Qwest

07/03/00

38.48

nication

Communications

CMcolp

10/08/f8

.-I: Mm y; ■;.
16.4

".:■■■

Finance/

IV :;trayelersl;-^

Citicorp

Anthem Inc.

WellPoint

WellPoint

The end of

Health

Inc.

2003 or

Banking
Insurance

Networks Inc.

;;>v: /■:■■;,•. ■;;:h,:;:::;:

early 2004

Sources: John Williamson, "Twenty-Five Largest Mergers and Acquisitions by
Corporations, 1998-2003," Washington, D.C.: Congressional Research Service: 1.
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Table 4.2

Largest U.S. Mergers and Acquisitions in Manufacturing Sector (1998-2003)
Target

Acquirer

Industries

: '/

■■■■-■

Mobil

Exxon

Petroleum

Date

Value

Firm

Completed

(billion US

(M/D/Y)

dollar)

■/Ciev«Mt;;:":'

Texaco

Chevron

Petroleum

Post-merger

.

■ '■■■', ■

2001

■:-:X%\r<\:\:.

: :;.;,: ■/■:..:. ■ :^&M\mJ

Exxon-

11/30/99

86.36

05/03/02

25

06/22/01

11.7

06/25/99

24.13
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Computer

Hewlett-Packard

Compaq

Hewlett-

Packard
Pharmaceut

Alza.

Johnson &

Johnson &
Johnson

ical

Johnson

Telecommu

Lucent

Ascend

Lucent

nication

Technologies

Communicatio

Technologies

Inc.

nsInc.

Inc.

Motorola Inc.

General

Motorola Inc.

01/06/00

17

Northrop

12/11/02

11.8

2001

15.1

Telecommu

Instrument

nication

Corp.

Defense

TWR

Northrop

National

Grumman

Grumman Inc.

Inc.
Quaker Oats

Pepsico

Food/Bever

Pepsici

age

ical
Petroleum

- ■ -

■ .

: -

/■ ■:■

■

04/16/03:

Pharmacia

Pfizer

Pharmaceut

■

.:..52..1;;/.v:

■ .'

Phillips
Petroleum Co.

Conoco Inc.

Conoco-

08/02/02

15.17

Phillips Inc.

Sources: John Williamson, "Twenty-Five Largest Mergers and Acquisitions by
Corporations, 1998-2003," Washington, D.C.: Congressional Research Service: 1.
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Figure 4.1

The U.S. Real GDP Growth Rate During 1998-2008
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Source: IMF Data Mapper http://www.imf.org/external/datamapper/index.php , accessed
[02/24/2010].

Then, this study compares the M&A influences with economic conditions to discuss
which of them have a more significant impact on profitability.

To examine the main influences of mergers and acquisitions on companies'
profitability, the first model is constructed:
APM=ao+a1MS+a2TA+a3SE+s.

In this model, APM, the dependent variable, stands for the averaged recent 10-

year (1998-2007) profit margin of every selected firm. Profit margin is a measure of
profitability and equals the ratio of net income to sales. The averaged profit margin is the
mean of a firm's 10-year profit margin. For example, APMi equals the mean of firm 1 's
10-year profit margin.
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The model also includes six independent variables.

MS stands for the simulated averaged 10-year market share of each selected firm.

Market share measures the market power of the firm; it equals the ratio of the firm's sales

to its relevant industry's total sales. This study uses a simulated market share generated
by the MergentOnline database for each firm.

TA stands for the averaged 10-year total assets of the selected firms. It measures

the firms' financial resources in the recent 10 years and equals the mean of a firm's total
10-year asset value.

SE represents the averaged 10-year sales to various expense ratio. It equals the
ratio of sales to the sum of various operating and sells and administrative expense.

Classical literature often suggests that synergy can lower the total operating expense and
sometimes increase sales because of the increase in efficiencies. Therefore, introducing
this ratio to this model can measure the influence of the synergistic effects on
profitability.

The constant used for the linear regression model is represented by a0; at to a3

represents the coefficient of the independent variables MS, TA, and SE, and e is the error
term in the regression.

In this study, TA is assumed to be positively correlated with APM with low

significance. SE and MS are also assumed to be positively correlated with the APM but
with high significance. These predictions suggest that the increased market power, total
assets, and increased sales to various expense ratio have positive influences on

profitability, regardless of which industry the firm operates in; however increased sales to

34

various expense ratio and market share are more significant than the other variables. To
test this assumption, the following hypothesis is set:

Ho: MS, TA, SE, MA, Mand S have no relation to APM;
Ha: MS, TA, SE, MA, M and S have a positive relation to APM.

If the null hypothesis is rejected, one can conclude that mergers and acquisitions are
beneficial to companies1 profitability; otherwise, mergers and acquisitions do not
contribute much to profitability.

The second model examines the influence of economic conditions on companies'
profitability:

In this model, APM', the dependent variable, represents the averaged profit

margin of all selected firms in a given year. For example, APM'1998 equals the mean of
the profit margin of all the 24 selected firms in the year 1998.
Four independent variables are introduced in this model.
G stands for the real GDP growth rate of a given year. It is one of the most
commonly used indicators for economic conditions.

CCI stands for the consumer confidence index of a given year. This index is

designed to measure consumer confidence, which is the degree of optimism about the
state of the economy that consumers express through their activities of savings and

spending. Adding this variable allows this study to analyze the influences of consumers'
behavior on companies' profitability. CCI is reported monthly, which does not fit the
format of the independent variable (APM1 is calculated annually). To solve this problem,
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this model takes the mean of the whole year's indexes and uses the result as that year's
annual CCI. For example, CCI!998 is the mean of the all months' CCI in that year.
PMI stands for the Purchasing Managers Index of a given year, another important

indicator that measures the nation's economic activity. It specifically focuses on the
manufacturing sector, and it is a weighed average composite index of the following sub-

indicators: production level (25%), new orders from customers (30%), supplier deliveries
(15%), inventories (10%) and employment level (20%). Similar to CCI, PMI is also

reported monthly, and to convert the data to an annual basis, this study takes the mean of
the whole year's PMIs as that year's annual PMI.

NMI represents the Business Activity Index of a given year, an economic

indicator that specifically focuses on the business (non-manufacturing) sector. It is
reported monthly along with the PMI by the same agency, the Institute for Supply
Management. This model also uses the mean of the whole year's BAI as that year's
annual BAI.

Po is a constant used for the linear regression model. /?/ to ft4 represent the
coefficient of the independent variables G, CCI, PMI and NMI, while e' is the error term
in the regression.

In this model, all independent variables are expected to be positively correlated
with the dependent variable. The assumption for this model suggests that the economic

variables are positively related with all industries' profitability. To test this assumption in
this model, the study sets the following hypotheses:
Ho: G, CCI, PMI and BAI have no relation to APM,

Ha: G, CCI, PMI and BAI have a positive relation to APM.
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If the null hypothesis is rejected, one can conclude that economic conditions have
positive relations to companies' profitability; otherwise, they have no relation to
companies' profitability.

By combining the results drawn from both models, one can compare the

significance of M&A activities with the economic influences on firms' profitability. This
study expects economic influences to have more significance than M&As.

In conclusion, this chapter has introduced the selected data and sample set for this
study and illustrated the models and methodology used for examining the relationships

between each set of dependent and independent variables. The analytical process and
results of this study will be shown in the following chapter.

CHAPTER 5

RESULTS AND ANALYSIS

This chapter presents the regression results of the models and examines the

significance of their results. Modifications are also made to the models that have low
significance, and the new results are evaluated.

The first model is designed to examine the influence of merger and acquisition
(M&A) activities on companies' profitability. The following results are obtained (see
Figure 5.1). The estimated equation for the regression is represented as:

APM = -0.03 + 0.52MS +1.28*10 7TA - 0.0019SE.
In this equation, APM stands for the 10-year averaged profit margin, MS represents the
simulated 10-year averaged market share, TA is the 10-year averaged total assets and SE
is the 10-year averaged sales to various expense ratio of the observed firms. The

regression results suggest that market share and total assets are positively correlated with
profit margins, and sales to various expense ratio is negatively correlated with profit
margins. In this model, MS is significant at an 8% level, TA is significant at a 12% level
and SE is not significant. The F-statistic of this model is 2.48, a value that is smaller than
the 5% critical value 3.24 (a=0.05, d.f. of denominator 16 and d.f. of numerator=3) but

greater than the 10% critical value 2.46 (a=0.1, d.f. of denominator 16 and d.f. of
numerator=3). This statistic implies a 10% probability that the coefficient of all
independent variables equals 0. In other words, there is only a 10% probability that this
model cannot explain the relationship between the dependent and independent variables.
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Figure 5.1

Model 1 Regression Results

(Dependent Variable=Averaged Profit Margin)
Included observations: 20
Variable

Coefficient

Std. Error

t-Statistic

Prob.

C

-0.030095

0 070895

-0.424494

0.6769

1891806

0.0768

TA

0.522661
1.28E-07

0 276276

-0.001956

1.684356
-0213444

0.1115

SE

7.57E-08
0.009162

MS

0.8337
0.087000

R-squared

0.317619

Mean dependent var

Adjusted R-squared

0.189672

S.D. dependent var

0.126952

SE. of regression

0.114280

-1.323474

Sum squared resid
Log likelihood

0208959
17.23474

Akaike info criterion
Schwarz criterion

Durbin-Watson stat

1.279167

-1 124327

F-statistic

2.482435

Prob(F-statistic)

0.098113

The R-squared value also suggests that 31.76% of the variance of the dependent variable
is explained by the variance of the independent ones. To test for multicollinearity, a

correlation matrix of the independent variables is constructed (see Figure 5.2). In the
matrix, none of the relevant coefficients is greater than 0.5, implying that

multicollinearity does not exist. In addition, by performing the normality test (see Figure
5.3), the study finds that the Jarque-Bera statistic is 1.89 (less than the critical value of

5.99), which indicates that the error terms are normally distributed and the model does
not have any problem of non-normality. Since all data have been averaged to one time
period, autocorrelation does not exist in this model either. Finally, from the
homoscedasticity test (White Test), the study finds that the White Test statistic is 12.4
(see Figure 5.4), a value that is less than the Chi-square critical value 26.3 (a=0.05,
d.f.=16), and hence concludes that no heteroscedasticity exists.
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Figure 5.2
Model 1 Multicollinearity Test
Correlation Matrix
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Figure 5.3

Model 1 Normality Test

Series: Residuals
Sample 1 20
Observations 20
Mean
Median
Maximum

0 173474

Minimum

-0 267642

Sid. Dev.
Skewness

Kurtosis

-0.3

-0.2

-0.1

0.0

0.1

-5 55E-18
-0 002672

0 104871
-0 673190
3 678534

Jarque-Bera

1 894291

Probability

0 387846

0.2

Jarque-Bera Critical Value=5.99

Figure 5.4

Model 1 White Test
White Heteroskedasticity Test:
F-statistic
Obs*R-squared

3.542043

Probability

12.40926

Probability

Chi-square Critical Value=26.3

0.026547
0.053437
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From all the results of these tests, one can notice that a linear model may not be
perfect enough to explain the relationships between profitability and the other three M&A

influences (market power, total assets and sales to various expense ratio). In other words,
further modifications are need for this model. On a 5% significance level, none of the
independent variables is significant and the model itself can be invalid. On a 10%

significant level, although the model is valid, only market share is significant and the
other two variables are insignificant. These findings suggests that profitability and the
influences of M&A activity have non-linear correlations, and examining these
relations by linear regression only finds that market share is significant to
profitability.

The second model examines the relationships between economic factors and
profitability. The results are shown in Figure 5.5. The estimated equation for the
regression is represented as:

APMr=-0.73-0.01G+0.00038CCI-0.021PMI+0.03BAI.

In this model, APM' is the averaged profit margin of all 20 observed firms in a observed
year. G represents the real GDP growth rate, CCI represents the consumer confidence
index, PMI represents the purchasing managers index and BAI stands for the business

activity index of the observed year. The model has a low F-statistic and a low R-squared
value, and the T-statistic for all independent variables is insignificant on any level.

Problems such as multicoUinearity and non-normality may exist; thus, several additional
tests are performed.

To test for multicollinearity, a correlation matrix of the independent variables is
constructed (see Figure 5.6). In the matrix, the study finds that PMI and BAI are
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Figure 5.5

Model 2 Regression Results

(Dependent Variable=Averaged Profit Margin)
Sample: 1 10
Included observations: 10
Variable

Coefficient

Std. Error

t-Statistic

Prob,

C

PMI

-0.021269

0.650332
0.029167
0.002086
0.030693
0.033930

-1.122339
-0.367544
0.181867
-0.692938
0.979690

0.3127

CCI

-0.729893
-0.010720
0.000379

GDPGROWTH

0.033241

BAI

0.7283
0.8628
0.5192
0.3722

0.087000

0.261312

Mean dependent var

-0,329638

S.D. dependentvar

0.097188

Akaike info criterion
Schwarz criterion

-1.232574

Sum squared res id

0.112068
0.062796

Log likelihood

11.16287

F-statistic

2.791905

Prob(F-statistic)

R-squared

Adjusted R-squared
S.E. of regression

Durbin-Watson stat

-1081282
0.442190
0.775352

Figure 5.6
Model 2 Multicollinearity Test
Correlation Matrix

J

PMI _J

BAI

GDPGROWT

CCI

GDPGROWT

1 000000

0 106140

0 256317

0 294833

CCI

0106140

1.000000

-0.072247

0.055361

PMI

0 256317

1^072247

BAI

0.294833

0 055361

^ 0.944245

1.000000

I

i.ooooocP

(The matrix shows that PMI and BAI are correlated.)
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correlated. To solve this problem, the two variables are combine, and then the original
model becomes: APM' = po+PiG+p2CCI+p3(PMI+BAI)+e'. After the adjustment,

multicollinearity does not exist. In addition, the normality test of the model also finds
that the Jarque-Bera statistic is 7.13(greater than the critical value 5.99), which suggests
that the error terms are not normally distributed (see Figure 5.7). To solve this problem,

the study transforms the dependent variable to 1/APM'. After the modification, the model
becomes:

1/APM' = po+PiG+p2CCI+jl3(PMI+BAI)+e'.

Then the error terms in the new model is normally distributed (see Figure 5.8). The
White Test is also performed and the result shows that heteroscedasticity does not exist
(see Figure 5.9). The Durbin-Watson statistic 2.79, a value that is greater than its critical
value 1.73 (k=3, d.f.=16, dU=1.73), also suggests that no autocorrelation exists.
The results of the second model show that very little variance of the dependent

variable is explained by the variance of the independent ones, and the model is not a valid
model because more than there is a 85% probability that all coefficient of the independent
variables are equal to 0. These findings imply that a linear regression is not able to
explain the relationship between profitability and the influence of economic conditions.
In other words, profitability and the influence of economic conditions have a non
linear correlation.

The inaccuracy that occurred in the previous two models can be caused by two
factors. First, the study uses an averaging method for all the observations. It is
problematic because averaging the data not only reduces the sample size but also limits
the variance of the data. Second, the significant difference of the measuring units that
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Figure 5.7

Model 2 1st Normality Test

Series:

Residuals

Sample 1

1O

Observations 1O
Mean

1

O O24822
O O74411

Minimum

-O 211285

Std

O O8353O

Dev

746525

-1

Skewness

-0.2

6OE-16

Median
Maximum

Kurtosis

S 217298

Jarque-Bera

7

Probability

O O2 826 3

13242O

0.1

00

Jarque-Bera Critical Value=5.99
Figure 5.8

Model 2 2nd Normality Test
Series: Residuals
Sample 1 1O
Observations 1O
O.O553O5

Mean

1.4O1967

Median

6.792114
-12.O78O3

Maximum
Minimum

5.O34936

Std. Dev.

-1.322456

Skewness

4.6OO265

Kurtosls
Jarque-Bera

3.981836

Probability

O.136570

Jarque-Bera Critical Value=5.99
Figure 5.9
Model 2 White Test

White Heteroskedasticity Test:
F-statistic

Obs*R-squsred

0.390120

Probability

0.849402

4382781

Probability

0.625023

Critical Chi-squared Value=12.59
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applied to each variable can cause problems in the regression analysis processes. For
example, the measurement unit used for total assets is $1,000,000 and a company's

10-year average total assets' value is usually a number between 3000 to 100000 million
U.S. dollars; however, the measurement for profit margin is the ratio of net income to
sales, and it is usually a number between -1 to 1. When the magnitude differences

between each variable is too big, the software will omit some numbers after a few
decimal places and then causes the models to lose some accuracy. Therefore, to increase

the validity of the previous model, this study will make two modifications for both
models. First, instead of using the average method for the observations, the study will
apply all the data to the regression. This will increase the number of observation from 20
to 200. Second, the study will change some of the measurement units of the variables.
After the modifications, the total assets will be measured in billions of U.S. dollar rather
than millions, and the units of real GDP growth rate and profit margin will be measured
in percentages instead of directly using decimal numbers (for example 0.05 will be
changed to 5 percent).

The regression results of the first modified model are shown in Figure 5.10. The

results suggest that MS is significant at an 1% level, TA is significant at only a 20% level
and SE is not significant. The F-statistic of this model is 3.26, and it suggests that the
model is valid at a 2% level. The R-squared value also suggests that only 4.7% of the
variance of the dependent variable is explained by the variance of the independent ones.
This imply that multicollinearity or non-normality exist in this model.
To test for multicollinearity, a correlation matrix of the independent variables is
constructed (see Figure 5.11). In the matrix, none of the relevant coefficients is greater

45

Figure 5.10

1st Modified Model 1 Regression Results
(Dependent Variable=Profit Margin)
Sample: 1 200
Included observations: 200
Variable

Coefficient

Std. Error

t-Statistic

Prob.

C
MS

-0.327169
0.535396

4.872418
0.207080

-0.067147
2.585459

0.9465

TA

0.000935

0.000672

1.392687

0.1653

SE

-0.417987

0.599987

-0.696659

0.4868

Mean dependent var

8.730000

0.033022

S.D. dependent var

27.55911

27.10026

Akaike info criterion

Schwarz criterion

9.456761
9.522727

F-statistic

3.265283

Prob(F-statistic)

0.022463

R-squared
Adjusted R-squared

0.047600

S,E of regression

Sum squared resid
Log likelihood

143947.1

-941.6761

Durbin-Watson stat

0.0105

1.818757

than 0.5 and it implies that multicollinearity does not exist. In addition, by performing

the normality test (see Figure 5.12), the study finds that the Jarque-Bera statistic is 42546
(greater than the critical value of 5.99), which suggests that the error terms are not

normally. The Durbin-Watson test result shows that the DW statistic is 1.81, greater than
its critical value 1.7, indicating that no autocorrelation exist. Finally, from the
homoscedasticity test (White Test), the study finds that the White Test statistic is 7.41
(see Figure 5.13), which is less than the Chi-square critical value 124.3 (a=0.05,
d.f.=100), and no heteroscedasticity exists.

To solve the problem of normality, the study has considered three alternatives.

The first one is converting the dependent variable to log(APM) from APM. The second
one is converting the dependent variable to the square root of APM. The third one is to

convert APM to 1/APM. By observing the data of APM, the study reveals that several
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Figure 5.11

Multicollinearity Test for the 1st Modified Model 1
Correlation Matrix

MS
MS

1 .000000

TA

0 024909

SE

0 .016039

j
I

0.024909
1 000000

I

"SE

1

1 0.016039
[ -0 214163 4

j -6.214163 1 1.600060

Figure 5.12

Normality Test for the 1st Modified Model 1
80-

Series. Residuals
Sample 1 200
Observations 2O0

60-

-2.30E-15

Mean

1 638785

Median

34.12391
-251 3654

Maximum

40

Minimum

26.89521

Std. Dev.

-7.843667

Skewness

20-

-240

-200

-160

-120

-80

-40

0

Kurtosis

72.71031

Jarque-Bera

42546.84

Probability

0.000000

40

Figure 5.13

White Test for the 1st Modified Model 1
White Heteroskedasticity Test:
F-statistic
Obs*R-squared

1.238176

Probability

7.413154

Probability

Critical Chi-squared Value=124.3

0.288433
0.284322
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negative numbers exist, which implies that log(APM) and square root of APM

are not applicable. Therefore, the third alternative modification is applied. To maintain
the correct relationship between each variable, the dependent variable is adjusted to (11/APM), and the model then becomes to:

(1 - 1/APM) = -0.03 + 0.52MS +1.28*10 7TA - 0.0019SE.
To test the normality for the new model, another normality test is performed, and the
Jarque-Bera statistic for this modified model is 42374 (see Figure 5.14), still higher than
its critical value 5.99. The problem cannot be solved by converting the dependent
variable. This finding suggests that increasing the sample size causes the problem of
non-normality to the model.
Figure 5.14

2nd Normality Test for the 1st Modified Model
80

Series; Residuals

Sample 1 2OO
Observations 2O0
6O-

Mean

Median
Maximum

4O-

Minimum

Std Dev
SKewness

Kurtosis

2O-

-25

-2O

-15

-1.O

-O.5

-1.91E-16
0 017895
O354674

-2.4954O9

0.267469
-7.824757
72 56993

Jarque-Bera

42374 01

Probability

CLOOOOOO

o.o

Jarque-Bera Critical Value=5.99

From these findings, an adjustment is attempted that includes the original averaging
method and the modified measurement units for the first model. The variable SE (sales
to various costs ratio) is eliminated because it is a mathematical transformation of profit
margin. Profit margin equals the ratio of net income to sales, and net income equals sales
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minus all expenses. Sales to various expense ratio equals the ratio of sales to the sum of
operation expense and sells and administrative expenses. By comparing these two

variables, one can conclude that they are very similar and are problematic to be placed on
both sides of the model; therefore, eliminating SE can increase the accuracy of the
regression results of other variables. After all the modifications, the final model is
expressed as:
APM=ao+aiMS+a2TA+s.

In this model, APM, MS, and TA represent the 10-year averaged profit margin, market

share, and total assets of each observed firms; e stands for the error term. APM and MS
are measured in percent and TA is measured in billions of U.S. dollars. Figure 5.15
shows the regression results of this model. The estimated equation is:
APM= -3.90+0.52MS+0.01 TA.

In the regression results, both MS and TA are significant at a 7% level. The F-

statistic is 3.92, indicating that the model is valid at a 4% significant level. R-squared
value suggests that 31.5% of the variance of the dependent variable is explained by the
variance of the independent ones. Additional tests are also performed to test for
heteroscedasticity, multicoUinearity, non-normality and autocorrelation. From the

multicoUinearity test, the study finds that none of the independent variables is correlated
with each other. The White Test indicates that the observed R-squared value is less than
the critical Chi-squared value and suggests that heteroscedasticity does not exist (see
Figure 5.16 on Page 43). In addition, the Durbin-Watson statistic implies that no

autocorrelation exists in the model. Finally, from the normality test, the result 1.21 is
smaller than its critical value 5.99 which means the error terms are normally distributed
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Figure 5.15

Regression Results of the 2nd Modified Model 1
(Dependent Variable=Averaged Profit Margin)
Sample. 1 20

Included observations: 20
Error

t-Statistic

Prob.

-3.897878

5.575638

-0.699091

04939

0 520777
0.013353

0268271
0.006831

1 941234
1.954660

0 0690
0 0673

Variable

Coefficient

C

MS
TA
R-squared
Adjusted R-squared

S.E of regression
Sum squared res id
Log likelihood
Durbin-Watson stat

0-315676
0.235167
11.10256
2095.537
-74.89710
1.279354

Std

Mean dependent var
S.D. dependent var
Akaike info criterion
Schwarz criterion
F-statistic
Prob(F-statistic)

8.700000
12.69521
7.789710
7.939070
3.921019
0 039785

Figure 5.16

White Test for the 2nd Modified Model 1
White Heteroskedasticity Test:

3.265877
9.309560

F-statistic
Obs*R-squar&d

0.040925

Probability
Probability

0.053802

Critical Chi-squared Value=26.3
Figure 5.17

Normality Test for the 2nd Modified Model 1
Series1 Residuals
Sample 1 20
Observations 20
Mean

-7 11E-16

Median

-O.89O386

Maximum
Minimum

Std. Dev.
Skewness

Kurtosis

-30

-20

-10

6

10

17 65243
-26.08053
10 50197
-0.55O057

3.489138

Jarque-Bera

1.207921

Probability

0.546642

2O

Jarque-Bera Critical Value=5.99
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(see Figure 5.17). All of these results suggest that this modified model has fairly
explained the correlation between the dependent and the independent variables. The
regression equation indicates that both market share and total assets are positively
correlated with profitability; however, market share contributes more to

profitability than does total assets. According to the equation, one percent of change in
market share causes a 0.5% change in profitability, and one percent of change in total
assets only causes a 0.01% change in profitability. This finding suggests that increasing
market share is more efficient than increasing total assets to obtain higher profitability.

Similar modifications also have been applied to the second model. The study
increased the sample size from 20 to 200, and adjusted the measurement units for some
variables. After the adjustment, average profit margin and real GDP growth rate are

measured in percent, and other variables keep the original measurements. The regression
results are shown in Figure 5.18.

In this model, none of the independent variables is significant and both of the low
R-squared and F-statistic values imply that the model is not valid. The Jarque-Bera

statistic also indicates that non-normality exists (see Figure 5.19), and similar to the
previous model's first modification, the Jarqur-Bera statistic is at a level which is
significantly higher than its critical value. Again, these findings suggest abandoning the
modification of increasing sample size. To solve these problems, the study redeploys the
averaging method with the newly discussed measuring unit adjustments for the

observations. After these adjustments, the sample size is reduced to ten again and the
variables are measured in increased scales. Figure 5.20 shows the results of the final
model.
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Figure 5.18

Regression Results of the 1st Modified Model 2
(Dependent Variable=Profit Margin)
Sample: 1 200
Included observations: 200
Variable

Coefficient

Std. Error

t-Statistic

Prob.

C

-50.12399

32.72664

-1 531596

0.1272

GDPGROWTH

-0.934705

1 596500

-0.585471

0 5589

CCI

0.107306

0.106313

1.009340

PMIBAI

0.452498

0 284086

1.592818

03141
0.1128

R-squared

0.017177

Mean dependent var

8.715000

Adjusted R-squared
S.E. of regression
Sum squared resid
Log likelihood

0.002134

27.56416

27.53474

S.D. dependent var
Akaike info criterion

148699.7

Schwarz criterion

9.554537

F-statistic
Prob(F-statistic}

1.141825
0.333359

Durbin-Watson stat

-944.8571
1.508358

9.488571

Figure 5.19

Normality Test for the 1st Modified Model 2
80-r

Series: Residuals
Sample 1 200
Observations;?00

60-

Mean

Median
40-

Maximum

0.350015

Minimum

-2.485953

Std. Dev.
Skewness

20-

-2.0

-1.5

-1.0

-0.5

0.267516
-7.763966

Kurtosis

71.90672

Jarque-Bera

41577.11
0.000000

Probability

-2.5

-7.03E-16
0016073

0.0

Jarque-Bera Critical Value=5.99
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According to the results, one can find that R-squared and F-statistic values are still
low and none of the independent variables is significant. Additional tests are also
conducted, and the problem of non-normality is found again (see Figure 5.20). To solve
this problem, the study converts the dependent variable to (1-1/APM1) and then performs
a new regression for the modified model. Unfortunately, the new models still have the

problem of non-normality (see Figure 5.21). These results are as same as those obtained
by the previous unmodified models. From these findings, the study concludes that
profitability and economic conditions have non-linear correlations or the model

designed by this study is inconclusive to examine these relationships. The reasons for
the inconclusiveness can be categorized into two aspects. First, the samples are drawn
from the largest mergers and acquisitions, and most of the observed firms have great

market power and they produce or provide the necessary product or services for daily
domestic lives. This gives them the ability to manipulate price or quality to overcome the
economic influences. AT&T would be an example of this. This firm has 37% market
share in the United States telecommunication market, and regardless the economic
conditions, people always have to make phone calls or have access to internet; thus, even
when there is a recession, AT&T's sales can still be maintained at a high level. Second,
the economy includes millions firms and the sample size of this study is not big enough
to cover all of these firms, which means there is a significant probability that all of the
firms this study observed can be exceptions or outliers in the economy. These reasons
cause the inaccuracy and invalidity of the studied models.
The following chapter summarizes the current study and offers some concluding
remarks.
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Figure 5.20

Regression Results of the Final Modified Model 2
(Dependent Variable=Profit Margin)
Sample: 1 10
Included observations: 10
Variable

Coefficient

Std Error

t-Statistic

Prob.

C
GDPGROWTH
CCI
PMIBAI

-1.936785

3.865429
0 188567
0012557
0,033554

-0.501053
-0 134715
0.601407
0,514120

0-6342

R-squared

Adjusted R-squared
S.E. of regression
Sum squared resid
Log likelihood
Durbin-Watson stat

-0 025403
0.007552

0.017251

0.091694
-0.362459
0.727214
3 173040

-8.449911
2 813929

08972
05696
0.6255

Mean dependent var

0.712000

S.D. dependent var

0.623018

Akaike info criterion
Schwarz criterion

2.611016

F-statistic

0.201901

Prob(F-statistic)

0.891453

2489982

Figure 5.21

Normality Test of the Final Modified Model 2

Series: ResWuals
Sample 1 10

Observations 10
Mean

-1.17E-16

Median

0.151896

Maximum

0.446988

Minimum

-1.617442

Std. Oev.
Skewness

Kurtosis

-2.0

-1.5

-1.0

-0.5

0.0

0.593768
-2.251679
6.&S2257

Jarque-B#ra

14.73006

Probability

0.000633

0.5

Jarque-Bera Critical Value=5.99

CHAPTER 6
CONCLUSION

This study is designed to examine the influences of mergers and acquisitions
(M&As) such as increased market power, total assets and synergistic effects on
companies' profitability and compare these influences with economic conditions to

discuss their significance. It initially hypothesizes that market power, total assets and
synergistic effects are all positively related to profitability, but they are less significant

than the economic influences such as economic growth, consumer confidence and
producer confidence. Two economic models are designed to test these hypotheses. The
first model examines the relationship between the M&A influences and profitability.

The test results of this model suggest that market power and total assets are both
significant to profitability at a 10% confidence level and synergistic effects are

insignificant on any level. The results also find that every 1 percent increase in market
share can generate a 0.5 percent increase in profit margin; however, an one percent

increase in total assets only generate 0.01% increase in profitability. In other words,
market power is 50 times more efficient than total assets in generating profit. The
second model examines the relationship between the economic influences and

profitability. The tests results are inconclusive and suggest that economic factors and
profitability have non-linear correlations.

Comparing the results and conclusions drawn from other studies on this topic,

the results of the study are consistent with the ones that argue that market power is
54
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positively related to profitability but contrary to those that suggest synergistic effects
contribute more to profitability. Although this study has not designed any model to
evaluate the influences of managerial and marketing factors, it agrees with researchers

that argue these factors play some important roles in generating profits. This study also

argues that the inefficiency associated with mergers and acquisitions are not only caused
by the difficulties of practicing but also by the theoretical understanding of the
relationship between different influences and profitability.

Although the result is contrary to the study's expectation, it generated some of
the limitations of the study. The limitations can be categorized under two aspects.

First, the sample aspect, includes problems associated with the selected observations.
The observed firms are selected from the largest mergers and acquisitions during 1998

to 2003. All of the selected firms belong to the Fortune 500 companies and many of
them have great market power and assets; however, mergers and acquisitions not only
occur among these firms, because smaller firms also perform these activities. This fact
suggests that all of the selected firms can be exceptions or outliers in the population,

and this also explains why the second model is not valid. According to the economic
theories of income elasticity, firms that produce (or provide) necessary products (or

services) may suffer very little or no loss when the economy is bad. Market failure
theories about monopoly or oligopoly also conclude that firms with high market power

typically produce at an inefficient level, which can maximize their own interest and
sacrifice social welfare. This explains why some of these firms can still make huge
profits even when the economy is in a recession. From these findings, the study
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suggests that perhaps government should strengthen its administrative standards on
mergers and acquisitions and protect the interests of consumers.

The second aspect concerns the statistical tools of the study. The study only uses
linear regressions to examine the relations between the dependent and independent

variables, and some results suggest that non-linear correlations exist. Especially for the

second model, the one that examines the relationship between economic conditions and
profitability, linear regressions only generate insignificant results. The study believes
that cyclical regression may be a good method to use for that model, because it can

better simulate the fluctuations in business cycles. In conclusion, adding to the sample
size to include more firms in different industries and using non-linear regressions can
improve the models and help the study to obtain some better results.

The final discussion is about the functions of mergers and acquisitions. This
study has examined the functions of M&As from the production and the operating
perspectives; however, mergers and acquisitions also have some financial or investment

functions. Sometimes, companies just acquire others and then sell them to make profits.
Sometimes, companies merge so they can have better access to the financial markets.
When the study examines the relationship between M&A and profitability, it focuses on
the firm's whole profitability, and it does not separate the profit into operating income

and investment income. Therefore, to some extent, the results of the study neglect the
financial and investment functions of mergers and acquisitions.

For further investigations into this topic, this study urges researchers to include
more observations that have diverse company size and operate in different industries.
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In addition, the studied time period can be increased to 20 or 30 years, because this will
provide more economic variability to the models. Non-linear regressions such as the
cyclical one also tend to be more accurate for examining the variables. Finally,
focusing on some intangible benefits that are brought about by mergers and acquisitions
can also be helpful to evaluate this kind of activity.
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