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CHAPTER I. INTRODUCTION
Setting and Purpose

The role of the industrial organization economist is to assess
changes in the organization and working of the economy in relation to
the achievement of socicty's goals (7, p. 1). As a result of one
factor that has effccted changes in the organization and working of
the American economy in the post-World War II period, American students
of an industrial organization have become increasingly attemtive to the
effects of merger’ on competition (2,5,14,15,21,43,78).

An overview of corporate merger activity inm American manufacturing
and mining since 1.930z reveals several dynamic changes which have
prompted this increased attention: 1) the average number of firms
acquired annually has risen from about 220 in the 1948-1953 period
to over 1,000 for 1965-1966 (57, Appendix, Table 2); 2) acquiring
companies with assets greater than $100 million accounted for less
than 5 percent of all acquisitions in the 1551-1954 period, while the

IA merger is the combination into a single economic enterprise of
two or more previcusly independent enterprises and may be accomplished
by acquisition or comsolidatiom (61, p. 3). Techmically, acquisitiom
represents the taking over of ome firm by another either as an isolated
event or as one of an extended series in which the acquired firms may
retain their identities (61, p. 59). A consolidation is the simultaneous
multiple-union of two or more firms inm which the dissolving companies
ordinarily lose their identities (61, p. 59). These differences are
recognized herein, but inasmuch as the emphasis of this study is on one
firm gaining control of another, the distinctions are of less importance.

,‘l'ho year 1950 is chosen as a base point for describing changes in
merger activity primarily because the passage of the Celler-Kefauver
amendment (73) to Section 7 of the Clayton Act (74) signified the
adoption of a2 more stringent public policy with regard to merger,



comparable figure in 1966 was 28 percent (57, Appendix, Tables 3 and 8);
and 3) horizontal, vertical and conglomerate aequultlml comprised
31, 10 and 59 percemt, respectively, of all acquisitions in the 1948-
1953 period, but the comparable figures for the years 1960-1966 were
13, 15 snd 72 percent (57, p. 11).

As stated before, previous studies have assessed these changes
in corporate merger activity primarily with respect to impact on the
competitive behavior of firms and performance levels of Americam
industry. The present study emphasizes one additional aspect of the
current merger wmovement, the economic forces respomsible for, or
correlated with, the accelerated merger pace since 1950.

Specifically, this study attempts to relate movements in certain
economic variables to the rate of corporate merger in aggregate manu~-
facturing for the period 1951-1966. In addition there is an endeavor
to ascertain the relative importance of movements in the respective
economic variables in explaining the rate of corporate merger within
individual manufacturing industries. These two purposes are in
accordance with the study's central hypothesis that changes in var-

iables associated with conditions of business, the capital market and

l"rhc Federal Trade Commission defines horizontal mergers as
those in which the merging companies produce one or more closely
related products in the same geographic market, vertical mergers
as those in which the merging companies have a buyer-seller relation-
ship prior to merger and conglomerate mergers as the residual of
mergers not classified as either horizontal or vertical (55, p. 43).



growth are correlated with the rate of corporate merger in American
manufacturing during the period 1951-1966.

The following discussion relates to the implications of merger
activity for public goals and public policy. Chapter II reviews
studies examining the causes of earlier merger movements and considers
the current state of merger theory. Hypotheses about the factors
prompting the current wave of mergers comprise Chapter III, Chapter
IV cites the data and describes the statistical techmique employed
to test the hypothesea, Chapter V presents the findings of the

statistical tests and the conclusions drawn therefrom.

Public Policy and Merger Activity

Presumably, the pursuit of research supported by public resources
is guided by public goals. Moreover, it is assumed that the antitrust
framework and other manifestations of policy are shaped by public
goals. An identification of public goals relevant to the organizatiom
of the American economy is, therefore, essential for the understanding
of the implications of merger activity for public goals and public
policy.

According to the President's Commission on National Goals, an
important, if not primary, economic goal is the maintenance of a
democratic form of economic organization through the prevention of
great concentrations of economic power (56, p. 9). The preservation
of a democratic economy is deemed to be compatible with the advancement
of the other economic goals of efficlency, full employment, progress
and equity (66, pp. 149-206).



In accordance with the goal of maintaining a democratic economy,
Congress enacted the antitrust laws, of which the original Sectiom 7
of the Clayton Act (73) and its 1950 amendment (74) are specifically
applicable to the effects of merger on competition. The dual
economic grounds for public restraint of merger are that 1) mergers
ostensibly increase the level of economic eonccntutten} and 2) mergers,
by increasing concentration, lower the level of efficiency inm the
economy (7, p. 164; 20, pp. 94-111).

Almost by definition, at a specific peoint in time any merger,
whether horizontal, vertical or conglomerate, raises the level of
aggregate concentration, end a horizontal merger, of course, increases
the level of industry or market concentration. Yet the quantitstive
importance of merger in raising concentration levels needs to be
established over time and the influence of cther variables affecting
concentration deserves consideration before a judgment on the serious-
ness of merger as a concentration-increasing force is reached.

The statistical evidence on the effect of mergers om concentra-

tion from the period of the 1895-1904 merger mtz through the

1(:t.uu:mlzl:atmn, as used in the economic semse, is a state of
ownership or control. The degree of concentration refers to the number
and size distribution of firms which own or control a given ecomnomic
aggregate (such as sales or assets). The size of each firm is measured
by the proportion of the ecomomic aggregate it controls or owns, Coun~
centration is usually measured at the industry level, referring to the
concentration of contreol of the economic aggregate within a specific
industry, or at an aggregate level, denoting concentration of the
aggregate for the economy as & whole, or for some broad sector of the
economy (7, pp. 77-81).

z‘l‘ho identification of various merger movements in the history
of the American economy is found in Chapter II on pages 14-22,



1940's, though not available for all years and for all industries, does
permit some generalizatioms. During the first merger movement, 1895~
1904, the 92 largest comsolidations produced comtrol of more tham 50
percent of the output of their respective industries (55, p. 487)

and as a result of 318 consolidations in the same period comtrol was
obtained over 40 percent of the nation's assets (93, p. 57). While
the merger movement of the 1920's was primarily non-horizontal in
character (49, p. 170) and thus did not affect industry conceantration
perceptibly, the movement was primarily responsible for the over 350
percent increase during the 1905-1935 period in the percentage of all
non-financial corporations (7, p. 108). Studies by Butters and Lintner
(19) and the Federal Trade Commission (85) suggest that mergers in

the 1940-1947 period accounted for less tham 1 percent of the increase
in the level of aggregate concentration and that the relatively small
sizes of the acquired firms and the predominantly vertical and com-
glomerate nature of the acquisitions could not be responsible for any
marked increases in industry comcentratiom.

Thus, the effectiveness of mergers in raising concentration
levels in the period subsequent to the first major merger movement
appears to have declined, both at the aggregate and the industry levels.
A number of factors may explain this phenomenon, which is seemingly

inconsistent with the fact that a merger, at a single instant in time,



does increase the level of concentration, First, whether a firm
chooses to grow by merger or by internal means, the firm's market
share may be growing at a smaller rate than the capacity of the
market, Therefore, concentration is declining in the sense that the
firm's market share is falling relative to the total market., Second,
the competition of new and existing firms may erode away the market
share gained by one firm through merger. Third, internal expansion

of the firm could have accounted for, and apparently did in the 1940's,
a much larger increase in concentration than merger.

Hence, recognition must be taken of factors which either temnd
to offset increases in concentration resulting from merger or are
relatively more important than merger as a cause of increases in
concentration before the merger-concentration relationship is cited
as an economic ground for public comtrol of mergers.

The other economic ground for public restraint of mergers, that
mergers, by raising concentration, lower the level of efficiency in
the economy, must be evaluated according to the concept of c!ﬂetncyl
in order to determine if only a unidirectional, inverse relationship

prevails between mergers and efficiency.

l"'Allm:ai::hn" efficiency, as used here, refers to the allocation

of resources among industries in a fashion that yields the maximum
output to society (7, p. 374; 20, pp. 103-105). "Technical" efficiency
refers to the allocation of resources within firms in a feshion that
allows output to be produced at the minimum attainsble unit cost

(7, p. 374; 20, pp. 105-106). While it is recognized that mergers

may also have implications for the other public, ecomomic goals, oaly
the more direct relationship between mergers and efficiency is explored
here.



The theoretical construct underlying the relatiomship between
mergers and efficiency, or more strictly, concentration and efficiency,
has been expressed as a relational structure-conduct-performance
continuum (7, pp. 430-468). Industry structure, typically depicted
by the level of seller concentratiom (7, pp. 112-163), ostemsibly
influences industry conduct, primarily characterized by the pricing
and output behavior of firms in the industry (7, pp. 302-371).
Industry performance, mainly portrayed by both techmical amd alloca-
tive aspects of efficiency, refers to the composite of economic results
of an industry's market behavior and is an appraisal of an industry's
contribution to the general material welfare of society (7, pp. 372-
429).

Price theory provides one link between structure and performance
in terms of the relation of concentration to allocative efficiency.
Given the traditional assumptions of price theory that markets operate
freely in the absence of external forces and that entrepremeurs attempt
to maximize profits (35, pp. 189-191), firms in stomistic tnduotrtn,l
characterized by low levels of seller concentration, charge lower
prices and produce larger outputs than do firms in monopolistic
industries, identified by high levels of seller concemtration (7,

PP. 28-29), Moreover, with an ability to restrict output and raise

l'1.'!:. main features of atomistic industries are many sellers, small
size of each seller relative to the total market and imability of each
seller to influence market price (7, p. 28). In direct contrast,
monopolistic industries, used here in a broad sense, include indus-
tries composed of one seller (momopolist) or s few sellers (oligopolists),
each seller having an ability to influence market price (7, pp. 28-29),



prices, monopolists or oligopolists earn profits in excess of the
normal level required to insure continued production under atomistic
conditions of competition (7, pp. 28-29). In general, this divergence
in profits between atomistic industries and monopolistic industries
signifies a misallocation of resources between the two types of
industries, or allocative inefficiency (20, p. 13).

Given the assumptions that entrepreneurs have perfect knowledge
of profit opportumities and that perfect mobility of resources exists
to capture those potential profits (35, pp. 194-195), allocative in-
efficiency may be corrected either by transferring resources from
atomistic industries to monopolistic industries or by spreading
existing resources in monopolistic industries over a greater number
of firme (20, p. 13). Either method would satiefy the conventionally
assumed preferences of society for larger output and lower prices,

Therefore, the relationship seems clear between concentratiom
and allocative efficiency. Allocative inefficiency exists because
the less heavily concentrated, atomistic industries contribute more
to the production of socially desirable output than do the more
heavily concentrated, monopolistic industries. The correction of
allocative inefficiency ianvolves a process of "deconcentrating" the
monopolistic industries s0 as to reduce the ability of each seller
to restrict output, charge higher prices and earn excess profits.

It follows that any merger which results in en increase in the
level of industry concentratiom may serve also to lower the level of

allocative efficiency if the merging firms tend to act in a



monopolistic manner. Thus, price theory provides the grounds for
hypothesizing an inverse relation between merger and allocative
efficiency.

A second link may exist between structure and performance in
terms of the relation of concentratiom to techmical efficiency.

Given the assumption that business firms attempt to maximize profits,
an individual firm seeks to minimize its unit costs of production

(7, p. 180). Cost theory (35, pp. 162-184) suggests that the firm
may be able to reduce its unit cost of production by increasing the
size of plant up to a point (35, pp. 180-181), that is, by capturing
plant scale economies (7, pp. 166-167). In addition, the firm may
be able to lower costs further by operatiag several optimsl-size
plants in order to gain economies of the multi-plant firm (7, pp. 170-
172). 1Ia short, to realize fully certain economies of large-scale
plants and certain additional economies of the large-scale, multi-
plant firm, the firm needs to grow to some critical minimum size or
scale, at which the firm's unit cost of production is the lowest
attainable. This critical wminimum size is designated the minimum
optimal scale of the firm (7, p. 172), the technically efficient size
of the firm,

The relation of concemtration to technical efficiency becomes
evident by relating the minimum optimal scale of firms within an
industry to the total industry size. If the optimal size of the firm
is large relative to total industry size, the growth of firms to this

technically efficient sige will have as its consequence high industry
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concentration. That is, for techmical efficiency of firms within an
industry to be high, each firm may be forced to produce a sizable
portion of industry output, thereby resulting im high levels of
concentration (7, pp. 180-189).

The actual relation of merger to technical efficiency stems from
the fact that merger is one method of firm growth the firm may use
to obtain its optimal sise. By merger a firm can directly realize
multi-plant economies, to the extent that such economies exist, and
can obtain, in gemeral, other economies of large firms, A horizomtal
merger, of course, raises industry concemtration, but the increase
in concentration may be consistent with greater technical efficiency.
The hypothesis may be set forth, therefore, that mergers are related
directly to the level of technical efficiency.

The seriousness of the need for public policy regarding merger
activity may be indicated by statistical tests of the hypotheses
that mergers vary inversely with the level of allocative efficiency,
but directly with the level of technical efficiency. If it is sssumed
that horizontal mergers do increase industry concemtration, appropriate,
if somewhat indirect, tests of the hypotheses would be possible by
relating concentration to the various measures of technical efficiency
and allocative efficiency.

Several studies correlsting industry concentrationm to measures
of allocative efficiency tend to confirm that a negative relatiomship
exists between the two (21,22,31,36,44,54,91). In direct contrast

the scant statistical evidence on firm size, relstive to total industry
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size, required for technical efficiency does not support a positive
relation between concentration and technical efficiency (7, pp. 197~
199). Thus, the hypothesis that merger activity varies inversely
with the level of allocative efficiency seems more acceptable tham
the hypothesis that mergers are directly related to the level of
technical efficiency.

Since merger activity appears more likely to stifle allocative
efficiency than to promote technical efficiency, there is justifice-
tion for some public policy approach to merger activity amd its effect
on competition and performance in the American economy. Essentially,
the approach takem may be one of restraining merger activity itself
or of attacking the causes of mergers. Historically, society has
adopted the former route,

In determining the legality of specific mergers, public decision~
makers, or the courts, have relied principally on the market power
of the merging firms. The market power of the merging firms in &
horizontal merger is directly expressed in the share of the market
controlled by each of the firms, and, generally, the courts have
acted to prohibit mergers involving substantial shares of the market
(88). Vertical mergers are scrutinized for the poseibility of extend-
ing the market power of the merging firms from one level of production
to another (16,87). Finally, the legal status of conglomerate mergers
has been resolved largely on the opportunity of the merging firms to
use their market power in their respective industries as & means to

withstand losses incurred in the undercutting of the prices of



12

competitors (33) or to increase sales at the expense of competitors
through favoritism in buying and selling (32).

Though economists are in general agreement that market power
is directly related to anti-competitive behavior, certain economists
feel that the market power doctrine has been applied too stringenmtly
in some cases (1,2,15,48) and that in other cases, the market power
of the merging firms, not the merger, should be restricted (23,30,
53,78). 1Im particular, the courts have ignored possible economies
resulting from small, horizontal mergers and have seemed to be unduly
concerned with the market power of mergers involving winimal shares
of the market (16,89). In addition several theoreticiasns have
pointed out that vertical mergers, in themselves, are neutral with
respect to competition (23,30,53) and that it is the monopoly power
of the merging firms, not the merger, that should be curbed. Further,
Turner doubts that price-cutting and reciprocal buying and selling
even rarely result from conglomerate wmergers, which ostensibly increase
the likelihood of the two practices (78, pp. 1348-1352). Such practices
also depend on the market power of the merging firms, and it is this
market power, mot the merger, that should be assailed (78, p. 1387).

The sfore-mentioned criticisms of antimerger policy have direct
relevance primarily in the short rum. Judicial decisions gemerally
reflect a long-run view, The courts evidently feel that a mild
attitude toward mergers now, even in ceses where competition is omly
minutely affected (small horizontal mergers) or where the effect on

competition is not attributable to the merger (verticel and conglomerate
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mergers) will in the long run result in concentrated industry structures.
To the extent barriers-to-entry prevent new firms from entering am
industry to restrain existing firms from acting as monopolists, the

close scrutiny currently accorded mergers is warranted,
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CHAPTER II., EXPLANATIONS OF EARLIER MERGER MOVEMENTS
AND THE STATE OF MERGER THEORY

Earlier Merger Movements

An investigation of previcus periods of high or rising mexrger
activity is a logical departure point in the analysis of factors
affecting the rate of corporate merger im the period 1951-1966. Such
an investigation may detect factors that were present in all periods
of accelerated merger activity and, thus, indicate the appropriate-
ness of testing the influence of those common factors on corporate
merger activity im 1551-1966. Alternatively, the investigation may
determine that few, 1if any, factors were common to all or evenm a
majority of the merger movements, suggesting that a merger movement
may be explainable only by the unique economic environment presemt
at the time of the movement.

As in any classification process the criteria for selecting &
specific period as one encompassing a "merger movement" as opposed
to a "normal" level of merger activity are necessarily arbitrary.

A basic problem exists in determining the initial and the terminal
dates of each movement, For example, a merger movement may be
depicted as extending from one trough of merger activity to the
following trough, or from peak to peak, or from a trough to the
following peak, or during a period im which merger activity remained
above some "normal"™ level. While this study recognizes the arbitrari-

ness of designating initial and terminal dstes of merger movements,
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for the purpose of surveying causes of merger movements the identifi-
cation of earlier merger movements rests primarily on the determina-
tions made in previous merger studies. A review of merger activity
prior to 1950 indicates that, to a great extent, the years of
abnormally high, or sharply rising, merger activity are included in
the periods which have been termed "merger movements."

An additional difficulty in determining whether merger activity
of a certain period constitutes a merger movement lies im the choice
of an index of merger activity. The magnitude of merger activity may
be described in terms of either the number of firms disappearing by
merger or the sizes of firms disappearing by merger (61, p. 36).
Conceivably, the two indices could move in different directions from
one time period to the next, as was the case between 1905 and 1906
(61, p. 37, Table 14) and between 1907 and 1908 (61, p. 37, Table 14).
To indicate the degree to which the two indices moved together, a
simple, rank correlatiom cn!nctcnr.l was computed on the ordering
of merger capitalizations, as a weasure of firm sizes, and the number
of acquired firms in manufacturing and mining for the period 1895-1920.
The resulting value of .88 was significant at the 1 percent level,

suggesting that either index is a suitsble measure of the magnitude

of merger activity. Firm disappearances by merger is the measure

l'!ho rank correlationm coefficient indicates the degree to which
two or more rankings of the same variable correspond to each other
(72, pp. 233-234), In this example, merger capitalizations and number
of acquired firms represent alternative rankings of the magnitude of
merger activity.
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chosen in this study, though where the data exist, merger capitaliza-
tions or the asset sizes of the acquiring and the acquired firms are
presented as a supplemental measure.

Data on the number of acquired firms in manufacturing and mining
are presented annually for the years 1887-1966 on page 17 and merger
activity in the period 1895-1966 is graphed om pages 18-20, The first
year for which data on aggregate merger activity have been compiled is
1887, while the terminal year of this study is 1966. The graphical
depiction of merger activity im the period 1895-1966 reveals accelerated
merger activity during the turm of the twentieth cemtury, the 1920's,
the 1940's and the decades of the 1950's and 1960's. The exact inmitial
and terminal dates of each merger movement, with the exception of the
current movement, have varied from study to study (49,61,93), but no
great exactness is required for ascertaining the factors responsible
for earlier merger movements.

According to Markham, Nelson and Weston, the first merger move-
ment occurred during the periods 1887-1904, 1895-1904 and 1898-1903,
respectively (49, pp. 154-166; 61, pp. 33-70; 93, pp. 31-32), It
would seem appropriate to delete the period 1887-1894, as the annual
number of mergers reported was never larger than 13 according to
Table 2.1, With the exception of the comparastively small decrease
in mergers from 1895 to 1896, the period 1895-1904 includes the years
in which merger activity rose sharply or was high relative to merger
activity in the 1905-1918 period preceding the second merger wave.

The average number of firms acquired amnually in the 1895-1904 period
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Teble 2.1, Number of acquired firms in manufacturing and mining,

1887-19662
Humber of Number of
Year acquired firms Year acquired firms
1887 8 1927 870
1888 3 1528 1,058
1890 13 1930 799
ook 17 1931 46t
1892 10 1932 203
1893 o 1933 120
1894 4 1934 101
1833 ot 1935 130
1896 26 1936 126
1897 69 1937 124
189% i, 208 1939 87
1500 340 1940 160
AN0a 413 1941 111
1503 142
o 1943 213
79 1944 324
1905 226
i s 1945 333
L 1946 419

peid e 1947 404
1908 50

1948 223
19069 49

1949 126
1910 142

1950 219
1911 103

1951 235
1912 82

1952 288
1913 35

1953 295
1914 39

1954 387
1915 71

1955 683
1916 117

1556 673
1917 195

1957 585
1918 71

1958 569
1919 438

1959 835
1920 760

1660 844
1922 309 _

1962 853
1923 311

1963 861
1924 368

1964 854
1925 554
rpe s 1965 1,008

1966 995

“Sources: 1887-18% (25); 1895-1918 (61, p. 37, Table 14);
1919-1939 (77, pp. 231-234); 1940-1966 (83,57,55).
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was 301, compared to 100 im 1905-1914 end 113 im 1915-1918; merger
capitalizations were $6,912.7 million in 1895-1904, compared to
$2,207.4 million in 1905-1914 and $1,561.3 million in 1915-1918
(61, p. 37, Table 14). These figures would seem to justify the
designation of 1895-1904 as the period of the first American wmerger
movement .

As Graph 2.1 shows, merger activity commenced to rise in 1919
and remained above World War I levels until 1932, From Table 2.1
it may be shown that average snnual merger activity was 908 in the
period 1919-1930, compared with 153 in the following eleven year
period of 1932-1942, Thus, in comparison with periods both before
and after, merger activity during 1919-1930, sccording to Markham
(49, pp. 167-173), or 1919-1931, according to Nelsem (61, p. 121),
appears to be of sufficient magnitude to be considered a merger
movement .

As demonstrated by Graph 2.1, following the extremely low levels
of merger activity in the 1932-1942 period, merger activity began to
revive during the wartime years. According to Table 2.1, from 213
in 1943, the number of acquired firms rose to a peak of 419 in 1946
and declined to 223 in 1948. The annual average for the entire period
was 319, or nearly double the yearly average in 1932-1942, These
figures suggest the adoption of 1943-1948 as a period comstituting
& merger movement, though a graphical comparison of the three defined
merger movements reveals that merger activity im the 1540's did not

achieve the size proportions of the two earlier merger movements.
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It may be noted from Graph 2.1 that merger activity in the period
1951-1966 has risem every year with the exception of four yeers. In
terms of the number of firms acquired annually, the magnitude of
current merger activity has not yet become as large as the magnitude
of the first two merger movements, but presemt merger activity
displays a strong upward tremd. Given also changes in the type of

A it would seem

mergers and in the sizes of the acquiring firms,
appropriate to term merger activity during 1951-1966 as a merger
movement ,

Where at all possible, the snalysis of causes of accelerated
merger activity will be confined to periods which have been designated
merger movements in this study. At times, however, it will be nec-
essary to depart from the established periods, primarily because

information on the factors associated with various merger movements

has been assembled for different time periods.

e early m

The fmprint of the 1895-1904 merger movement om the structure
of American industry has yet to be erased. The present-day industrial
glants of American Tobacco Compsny, General Electric Company, United
States Rubber Company, United States Steel Corporatiom, Pittsburgh
Flate Glass Company, National Biscuit Company, Eastman Kodak and

E. I. du Pont de Nemours Company represent only a few of the

18« PP. 1-2,
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multi-million dollar consolidations of the early merger period (85,

PP. 23-24), By 1904, 318 trusts controlled over 40 percent of total
manufacturing assets in the United States (85, p. 24, footmote 34)

and mergers had transformed 71 ougopou-:icl or atomistic industries
into industries in which a single seller dominated (near, or partial,
monopolies) (49, p. 168). Thus, the 1895-1904 merger movement laid
the foundation for the concentrated industrial structure so widely
prevalent in American industry during the twentieth cemtury (61, p. 5).

Though substantial agreement exists about the influence of the
early merger movement on industry structure, a veriety of explanations,
in contrast, has been offered for its occurrence (6,25,51,76,85,90).
The explanations considered here consist primarily of those om which
data permit some quantitative judgment.

As the formation of many industries dominated by a single seller
was attributable to merger, it is tempting to ascribe the motive of
market control to mergers of the 1895-1904 period. Stigler, in fact,
does describe this period as one of "merger for momopoly" (76, pp. 27-
31). The wmarket control motive is difficult, if not impossible, to
measure directly, in the sense of determining the precise proportion
of merger activity expressly undertaken to gain monopoly comtrol.

Yet, in an ex post sense a judgment on the importance of the market

lmimolhtic industries, sometimes termed "partial monopolies,”

are industries in which the sellers are so few that each is able to
materially affect market price, and in which each is forced to take
account of the effect of his pricing and production policies upon
similar policies by his competitors (71, p. 232),
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control motive may be rendered by determining the share of merger
activity that did achieve market comtrol.

Nelson, relying heavily on data from Moody's study (55) found
that 48.6 percent, in terms of firm disappearances, snd 70.4 percent,
in terms of merger capitalizatioms, of total merger activity in the
1895- 1904 period achieved market comtrol (61, pp. 101-102, Table 54).
Market comtrol was defined as one firm possessing more than 50 percent
of the market (61, p. 101)., While it is improbable that all of the
mergers that achieved market comtrol were formed solely for that
purpose, the findings infer the presence of a fairly strong desive
to avoid competition and the promise of monopoly profits as an
effective inducement for consolidatiom (61, p. 103).

In describing the early merger movement as one of "merger for
monopoly” (76, p. 27), Stigler paid only secondary attemtiom to the
possible effects of other conditions. In contrast, Bain and Westom
suggest that these other conditions make up a highly diverse set of
circumstances contributing to increases in merger activity at the
turn of the twentieth century (76, p. 64; 93, p. 32).

One such circumstance, according to Bain, wes the development of
a national transportation system at the end of the nineteenth century
(6, p. 710). Bain's thesis is that competition was intensified by
the continuing growth of the railroad systems, which acted to bring
producers, formerly separated geographically, together in direct
competition for a single, national market (6, p. 710). Mergers repre-
sented 2 device by which producers could eliminate this increased
competition (6, p. 710).
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The transportation growth-merger hypothesis implies, among other
relationships, that merger activity would occur to a greater extent
in industries in which a product's transportation cost was high, rather
than low, relative to its price (61, p. 79). That is, an improved
transportation system could have only a minute effect on the potemtial
geographic market for products whose tramsportatiom costs were
previously low. A national merket probably already existed for such
products. In contrast, the high transportation costs of other products
could be expected to be reduced considerably, paving the way for
producers’ entrances into nationsl markets (61, p. 79). These
producers would have an incentive to avoid the intensified competi-
tion that would potentially ensue by merging.

To test the relationship that merger activity occurred with
greater frequency im high transport-cost industries than in low
transport-cost industries, Nelson assigned merger sctivity, where
possible, in the period 1895-1904 to ome of two categories: 1)
industries with low transportation costs relative to product price;
and 2) industries with high transportatiom costs relative to product
price (61, p. 83). The specific, numerical relation of high and low
transportation costs to price was undefined, Of the merger activity
that clearly fit into either of the two divisions, 57 perceant occurred
in high tramsport-cost industries as opposed to 43 percent in low
transport-cost industries (61, p. 84, Table 46). This finding tends

to confirm the transportation growth-merger hypothesis.
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According to Nelson, the transportation growth-merger thesis
further implies that in the high transport-cost industries exhibiting
merger activity, production would be widely dispersed geographically
(61, p. 84)., The reasoning is that reduced transportatiom costs could
hardly change the state of competition if producers were concentrated
in one small geographic area (geographic concentratiom of ome) (61,

p. 84). Nelsom, however, failed to recognize that, once geographic
concentrstion became less than one, merger activity could not be
expected to become any more frequent with decreases in geographic
concentration (29, pp. 94-96). For example, 1if, within a particular
industry, 80 percent of the firms are located remotely from the other
20 percemt, there is no reason to expect lese merger activity tham if
the figures were 60 and 40 (29, pp. 94-96). That is, in either
instance the firms in each group might have merged among themselves
just as well as with firms in the other group (29, pp. 94-96).

This objection to Nelson's logic demomstrates that the thesis
does not necessarily imply s negative relation between merger activity
and geographical concentration as suggested by Nelson, Hence, lNelson's
finding that the associastion between merger activity and geographical
concentration (61, p. 86, Table 14) was positive in the 1895-1904
period appears irrelevant, and, thus, the improvement of the trans-
portation system must tentatively stand as & condition comtributing
to increased merger activity.

A second circumstance which has been asserted as {nducing the

esrly merger movement is the development of the modern corporatiom
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(76, pp. 28,64; 93, p. 82), The liberalization of state incorporation
laws in the last two decades of the nineteenth century supposedly
effected this development by eliminating several restrictions om
mergers (76, p. 28, footnote 1l4; 93, p. 82). The New Jersey Holding
Company Act of 1888 initisted sufficiently severe competition among
several states to garner business incorporatioms that, by 1%00,
corporations in many states could hold stock in other corporatioms
and merge with other corporations, were allowed to do business out-
side the state of imcorporatiom, could exchange capital assets for
stock without unanizcus consent of stockholders, and were permitted
high limits on their capitalizetions (61, p. 65; 76, p. 28; 93, p. 82).
According to Nelson, observing the distribution of consolidation
activity according to both magnitude of capitalizatioms and industrial
variety by state of incorporation in the period 1895-1904 suggests
the degree to which consolidation activity responded to changes in
the corporation laws of different states (61, p. 66). Nelson found
that the eight leading states in the number of incorporations attracted
more highly capitalized consolidations and a wider industrial variety
of consolidations than did states with a fewer number of incorporations
(61, pp. 65-70, Tables 36-40). To Nelson, these two findings indicate
that corporation laws permitting freer choice of lines of business
and settimg higher limits on authorized capitalizations lured many,
large comsolidations that might have otherwise incorporated im their

home states (61, p. 70).



However, Nelson's assertion may be qualified by the fact that
it is quite conceivable that the economic environment in states having
liberal incorporation laws simply was not conducive to the formatiom
of businesses. A more correct statement about the influence of the
development of the moderm corporation on the early merger movement
would be that the liberalization of incorporation laws permitted
merger activity to take place om a greater scale than would have
been the case in the absence of such liberalization, but that the
relaxation of incorporation laws, in itgelf, was not & sufficient
condition for large-scale merger activity.

The two historical developments of the modern corporation and a
national transportation system heve been assigned only relatively
minor roles by some students in comparison with a third major histori-
cal development, that of an organized, large-scale capital market in
the latter part of the nineteenth century (49, pp. 162-163,167; 72,
p. 492; 93, p. 82), Stigler has advanced the thesis that a large
capital market was essential to the marketability of the large
securities of the early multi-million dollar comseclidations (76,

PP. 27-31). To establish the validity of this thesis, it is nec-
essary to determine, first, if the cepital market had reached a
sufficiently advenced stage to be capable of playing an important
role in the early merger movement and, secend, if, in fact, the
consolidations of this early merger period used, to eny great extent,

the capital market to market their securities,
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Some indication of the development of the capital market at
the time of the first merger movement may be gained by viewing the
growth of the Mew York Stock Exchange (61, p. 90). From the end of
the Civil War until the mid-1890"s the number of stock issues listed
rose almost every year, thus increasing the "breadth" of the capital
market (61, p. 90). From 1895 to 1904 the number of listed issues
remained practically comstant in contrast to the sharp rise in
trading activity; that is, the market for the average issue deepened
(61, p. 91). BHNelson concludes that the "breadth™ and "depth" of the
capital market had increased, by the late 1890's, by a degree great
enough to enable the capital market to play an important role in the
1895~ 1504 merger movement (61, p. 91).

Next to be examined is the degree to which the merging firms
utilized the organized securities markets in marketing their
securities issues. This question cam be answered either directly
or indirectly, Directly, the estimsted proportiom of all 1897-1902
consolidations whose stocks were traded om the New York Stock Exchange
in the three years following the time of consolidation was 64,3
percent in terms of capitalizations (61, p. 92, Table 50). PFurther,
this estimate is 2 minimum proportion of consolidation activity that
utilized all securities markets because securities traded on the
unlisted securities markets and on minor organiszed exchanges were
excluded (61, p. 93).

An indirect demonstration of the degree to which the early

consolidations employed the securities markets to market their
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securities issues may be noted by ascertaining the importance of the
sale of industrial securities to the general public for cash im the
1898-1902 period (61, p. 93). The finding would indicate the role
of the securities exchanges in selling mew issues generally and, by
inference, in marketing consolidation issues since comsolidatiom
issues predominated among new securities issues of the 1898-1902
period (61, p. 93). 1If, during a merger boom, cash sales of securities
to the public increased relative to the smount of stock exchanged
for the securities and assets of other companies, the organized
securities market would appear to facilitate the increased merger
activity (61, pp. 93-94)., 1In fact, a comparison of the 1903-1907
period of low merger activity with the 1898-1902 period of peak
merger activity reveals that cash issues of stock did increase
relative to stock exchanged for other companies assets or securities
(61, p. 9, Table 51), suggesting that the use of organized exchanges
to effect cash sales of stock served to enhance the marketability of
consolidation issues and, thus, the likelihood of comsolidatiom.

A second thesis about the role of the capital market in the
early merger movement, 1895-1904, is that an organized capital market
provided a medium by which promoters of mergers could gather the
financial power needed to induce independent firms to consolidate
(49, pp. 162-163; 61, p. 89). Supposedly, the act of consolidation
afforded promoters and participating entrepremeurs an opportunity
to market new securities against the same sssets because the dis-

counted values of expected future earnings of the combined enterprises
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frequently exceeded the existing book value of assets (49, p. 163).
The promoter of a merger had an incentive to inflate the value of
expected future earnings because doing so would increase his profits,
or the difference between the old and new asset valuations (49, p. 163).
Thus, proponents of the thesis would argue that promotional profits
were 8 dominant motive for merger in the 1895-15%04 peried.

As in measuring the market control motive, it is difficult, if
not impossible, to assess directly the importance of promotional
profits in inducing mergers in the 1895-1%04 period. Even if a
direct appraisal were possible, it must be remembered that some
promotion is required for most mergers, if only to ameliorate
differences amomg the participating industrialists about the opera-
tion or management of the combined firwms., Further, te the extent
that the motive behind a particular merger rests on the opportunity
to gain monopoly profits or to achieve reduced costs in operatiom
or any other sound economic base, the potential for promoter's
profits deserves less comsiderstion than otherwise as an inducement
to merger,

Nonetheless, a judgment, however tenuous, of an ex post nature
may be made of the promoter's role in the early merger movement by
determining the failure rate among these early mergers. Ostensibly,
mergers based on the chance to gain market control, reduced costs
of operation, or some other "real" profit would be more likely to
succeed than would mergers formed solely on the basis of promotional

congiderations. The studies of Dewing, Livermore and the Mational
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Industrial Conference Board all attest to a relatively high incidence
of failure, ranging from 47 percent to 85 percent, among early mergers
(49, pp. 164-165; 59, pp. 28-119), Markham infers that promotional
profits were likely the dominant motive in the formatiom of mergers
that failed, while the profitable mergers probably were founded to &
great extent on the very real possibilities of market dominance and
economies of consolidation (49, p. 163), It must be added, however,
that there may be and likely are other variables, such as business
conditions, affecting the success or failure of mergers.

Regardless of the motives of promoters in forming mergers, their
task yould require less effort to the degree that conditions exist to
1) ease the difficulty of finencing mergers snd 2) enmhance the profit
potential of mergers. It would seem that rising securities demand,
as reflected by rising securities price in the 189%5~1904 period
(61, p. 164, Table C-7) would insure & market for the typically large
stock issues of the multi-million dollar comsolidations of this period.
In addition, the business prosperity of the 1890's and early 1500's
(61, p. 164, Table C-7) would be expected to increase, more than
decrease, the prospects for a merger's profitability (49, pp. 46-54;
90, p. 35).

Helson has stetistically tested the relation of business and
capital market conditions to merger activity for the period 1895-

1904 (61, pp. 119-120). There was significent correlation at the
5 percent level of significance between merger activity and industrial

stock prices, but no significant correlation between merger activity
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end industrial production (61, p. 95, Table 52)., The findings tend
to confirm that a thriving capital market was conducive to the
large-scale merger activity that occurred at the turn of the twemtieth
century and that the effect of business conditions was only minimal,
if present at all.

In summary, almost all of the explanations of the 1895-1904
merger movement considered in this study appear to have some statistical
basis. There is evidence to indicste that the motive of market
control, the developments of a national tramsportation system and
the modern corporation, and conditions in the capital market all were

responsible to some degree for the 1895-1904 merger movement,

Ihe 1919-1930 merger movement
The size of the 1919-1930 merger movement as measured by the

total number of acquived firms was over three times that of the 1895-
1904 merger movement. While approximately 3,000 firms were acquired
in the 1895-1904 period, about 11,000 firms were involved in mergers
during 1915-1930. Yet, the effect of the second merger movement on
the structure of, and competition in, American industry was not nearly
as pronounced or necessarily as detrimental as ite size would suggest.
The characteristics of the movement which explain this unexpected
result are to some degree related to factors which may have prompted
the 1919-1930 wmerger movement,

One of the characteristics responsible for retarding the move-
ment's effect on competition is that public utility firms and banking

concerns accounted for 24 percent and 9 percemt, respectively, of the
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scquired firms in 1919-1930 (49, p. 168, Table 5). That is, one-third
of the 1919-1930 mergers occurred in industries regulated to some
degree by public authority, or where competition was not expected to
operate (49, p. 169). Hence, the monopoly motive would appear in-
applicable to st least one-third of the mergers in the 1919-1930
period.

Stigler, however, felt that many mergers transformed industries
dominated by a single firm into oligopolies and was led to characterize
the period as one of "merger for oligopely” (76, p. 31). As examples,
he cites the cement, can, petroleum, automobiles, agricultural imple-
ments and glass industries (76, p. 31). BSupposedly, though the number
of firms was reduced through merger, mergers enabled many firms to
strengthen their competitive position against the industry leader
(49, p. 168).

The examples are, of course, of an ex post nature, since it
remains unknown the number of mergers undertaken precisely to allow
for more effective competition against the industry leader. Further,
the extent to which oligopolies arose by the merger route in the
1920"s may be overstated, Of 22 oligopolistic industries studied
by Weston, omly nine, or less than half, sprang up by merger (93,

p. 64),

A second characteristic which undoubtedly acted to restrain the
movement's effect on industry structure deals with the ratio of firm
disappearances during the movement to the total number of firms in

operation for several industrial groups (49, p. 169). Using rather
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broad industrial groups, Markham found that in only two of six manu-
facturing and mining industry groups was the proportion of firm die-
appearances in the 1919-1930 period relative to the total number of
firms operating in 1929 greater than 2 percent (49, p. 168, Teble 5).
It would be expected that as mergers occurred with greeter frequency
between firms within the same industries than between firms in
differeat industries, the proportion would increase. Thus, the low
ratios that actually prevailed would seem to indicate that mergers
were formed across industry lines more oftenm than within industries,
If merger activity were of this nature, evidemtly the 1915-1930
mergers were primarily verticsl and comglomerste in type (49, pp.
170-171) snd could have hardly affected industry structure directly.
The implication of this finding is that motives associated with
vertical and conglomerste mergers may have induced, to some degree,
the second merger movement, Apparently, firms wented to obtain the
technical gains of vertical integratiom, to reduce their dependence
on other firms for imputs end to achieve cost reductions by comsolidat-
ing sales, distribution and advertising organizatiome (49, p. 210;
90, p. 61; 93, p. 83).

Though the desires of firme to merge for oligopoly and to gather
the economic benefits of vertical and conglomerate mergers may have
accounted for some of the 1919-1930 mergers, Markham, Thorp and
Weston have assigned some emphasis to the professional promoter in
inspiring the second merger movement (49, p. 173; 77, pp. 85-86;

93, p. 83). Ae mentioned in the examination of the promoter's role
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in the first merger movement, it is difficult to differemtiate between
promotion based on the opportunity for some "“real" gain through merger
and promotion based solely on the possibility of promoter's profits,
Yet, certainly the business prosperity and the rising securities
prices of the 1920"s (61, p. 166, Table C-7) made promotion easier
than would have been the case in their asbsence.

Statistically, conditions of business and the capital market
appear to have been important factors in the second merger movement.
For the period 1919-1931, Nelson found a significant correlstion at
the 5 percent level between merger activity and both industrial
production and stock prices (61, p. 118, Table 60).

Summarily, the available evidence is consistent with ascribing
some influence to the motive of oligopoly, of gains from vertical and
conglomerate mergers and of promoters' profits in prompting the 1919

1930 merger movement,

Ihe 1943-1948 merger movement

The explanations offered here of the 1943-1948 merger movement
are not of the large-scale merger activity which occurred at the turn
of the twentieth century and im the 1920's. As Graph 2.1 on pages
18-20 clearly reveals, the 1943-1948 merger movement did not achieve
the size proportions of the first two merger movements., This disparity
in size between the 1943-1948 merger movement and both of the earlier
merger waves is important to note for it suggests that conditiomns
assoclated with the earlier merger movements may not have been present

to the same degree, if at all, during the 1943-1948 period.
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In itself the relatively small magnitude, in terms of number of
acquired firmwe of the 1943-1948 merger movement would discourage
attributing the movement to the traditional motive of market comtrel.
Also, the merger activity of the 1940's displays other properties
which appear to be inconsistent with the market control motive.

One of the properties concerns the distribution of the acquired
and the acquiring firme by size classes. The relevant informatiom
is not explicitly available for the 1943-1948 period, but the Federal
Trade Commission's study of the 1940-1547 mergere would seem to permit
8 sufficiently reliable degree of generalization about the 1943-1948
mergere. The Commission found "that fully 93 percent of all the
firms bought out in the 1940-1947 period held assets of less tham
$5 million, and 71 percent had less thanm $1 million of assets"

(36, p. 28). Table 2.2 below further illustrates that over 60 percent

Table 2,2, Size of acquiring and acquired concerns, 1940-19472

Size class Acquisitions made Concerns
($ million of assets) by acquiring concerns acquired
Under §1 239 1,468
$1 - $4 365 455
$3 - §9 264 58
$10 - $49 5%0 66

Over $49 'T,&.% T,ﬁ

Agource: (85, p. 176, Table 47),

of all acquisitions were made by firms with assets greater tham $10

million. Presumably, the desire to increase market power would have
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been reflected to a greater extent by large firmes merging with large
firms, rather than with small firms as the data indicate. In fact,
no mergers occurred between firms, each with assets of over §100
million, and only one took place between firms, each with assets
greater than $50 million (22, p. 47).

An additiomal property of the 1940's merger movement that serves
to further refute attempts to accredit the movement to a drive for
monopoly pertains to the economic relationship between the merging
firms. A crude inference about this relationship can be made by
relating the number of firm disappearances through merger to the
number of firms in operation for various industries. Agein, the
pertinent information has been assembled only for the period 1940~
1947, Markham estimates that in 13 of 14 manufacturing industries
the ratio of firm disappearances im 1940-1947 to the number of firms
in operation in 1547 was less than 4 percent (49, p. 175, Table 6).
Usually, the ratio would be expected to increase as mergers occurred
to a greater extent between firms in the same industries than between
firms in different industries. The low ratio found in almost all
industries (49, p. 175, Table 6) suggests that horizomtal merger
activity was not very extensive., Ostemsibly, the goal of market
control would be more readily achieved by horizontal merger than
other types. Thus, the relatively small number of acquired firms,
the preponderance of acquisitions of small firms by larger firms, and
the relatively infrequent horizontal merger activity all intimate
that merger activity in the 1940's did not have as its aim market

control (49, p. 179).
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The obverse inference that may be drawn from the low percentage
of firm disappearances to total firms in operation for most industries
is that a large proportion of merger activity in the 1940's was vertical
and conglomerate in nature. Again, as in the 1920's, the logical
implication is that the merging firms desired to gain the economic
benefits of vertical and comglomerate mergers, Some evidence on
the actual frequency of this motive is available from the Butters-
Lintner study of 1940-1949 mergers (17,18)., Their field survey of
over 100 mergers showed that approximately ome-third of those
acquisitions were made to achieve a greater degree of vertical inte-
gration (18, p. 378) and that over half represented asttempts to
reduce cyclical fluctuations in business by adding a new product
(18, p. 376).

Inasmuch as the merger movements of 1895-1904 and 1919-1930
were associated to a large extent with a thriving capital market amd
occurred during business prosperity, it would seem appropriate to
examine the correlation of merger activity inm the 1940's with move-
ments in industrial production and stock prices. MNelson determined
there vas significant positive correlation at the 5 percemt level
between mergers and stock prices, but none between mergers and
industrial production, for the period 1943-1954 (61, p. 118, Table
60). For the period 1943-1948, where merger activity was substantially
greater than that during the subsequent six-yesr period 1949-1954,
correlations were computed using Nelson's quarterly data series of

the three variables as presented in Table 2.3 on page 40. The results
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obtained differed from Nelson's in that merger activity did mot appear
to be significantly related, at the 5 percent level, to either industrial
production or stock prices for the period 1943-1948, Apparently, the
association between movements in merger activity and movements in

Table 2,3, Firm disappearances, stock prices and 1aduatrtn% produc-
tion (1947-1949) = 100), by quarters, 1943-1948

Stock Industrial
Year Quarter Disappearances prices production
1943 1 50 127.6 123
2 50 138.1 127
3 51 138.8 129
4 59 135.3 130
1944 1 78 137.3 129
2 85 140.6 126
3 84 146.7 123
4 78 148,0 123
1945 1 68 155.9 125
2 60 164.3 119
3 84 169.9 100
& 109 188.9 87
1946 1 108 196.4 85
2 146 205.4 a7
3 114 190.5 93
4 65 170.5 96
1947 i 112 178.1 99
2 104 171.2 99
3 87 180.5 99
4 102 180.5 102
1948 i 67 172.6 103
2 59 185.6 103
3 53 182.8 104
4 44 180.4 104

33ource: (61, p. 168, Table C-7).

stock prices during the period 1943-1954 was not present in the same
degree during the sub-period 1543-1948,
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The lack of a significant relation between merger activity and
stock prices for the 1943-1948 period appears to be comsistent, or
at least does not conflict with, the suggestion made by Butters and
Lintner and Westom that the low prices of securities in relatiom to
earning levels prompted many firms to acquire, by stock purchase,
other firms instead of comstructing plamts (17, p. 77; 93, pp. 81,84).
That is, depressed stock prices tended to stimulate mergers because
buyers could acquire assets at a lower cost by purchasing amother
company, than by building the facilities themselves,

According to Weston, an additiomal variable that appears to have
been & dominant force in merger activity of 1940's, especially of the
peak years 1943-1948, was the extremely high level of taxatiom (85,

p. 84), Butters and Lintner have explained the role of taxes in
motivating mergers and examined the extent to which taxes may have
induced merger activity during the 1940's (20,21),

The federal tax structure exerted pressure on the owners of
closely held businesses to sell out or merge with large companies
in two ways. First, the owner may have lessened the impact of paying
the federal estate tax on his heirs by selling the business (17, p. 70),
even though the amount of the tax remained constant. If owmers of
closely held businesses are to pass their holdings on to their heirs,
they must accumulate large amounts of liquid assets in order to provide
for the payment of their estate tax and for their other liquidity
needs (20, p. 72). The heavy taxation, including the personal and

corporate income tax, of liquid assets during the war made accumulstion
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of such assets costly and exerted some pressure om owners to seek
other means of providing for the estate tax (17, p. 72). By selling
the stock in their businesses, owners relieved, to some degree, the
burden placed on heirs of paying the estate tax (17, p. 70).

Second, the sale enabled the owners of closely held businesses
to take their profits out of the business by the capital gains route
(20, p. 70). The gains from such sales were, in general, lomg-term
capital gains, and were taxed at a maximum rate of 25 percemt (17,
p. 72). If the funds vere takem out of the business as dividends,
they could be taxed twice, once at the corporate level as earnings,
and once again as dividends, at the personal income tax rates, which
were as high as 82 percent, under the 1948 Revenue Act (17, p. 73).

The Butters-Lintner field survey of over 100 mergers from 1940
to 1949 provides some indication of the extent to which taxes were
a motivation for the sale of companies (17,18). Taxes appeared to
be a2 major consideration in the sale of 10 percent of all companies
sold and 25 percent of all companies with assets greater than §1
million (18, p. 366). The 10 percemt accounted for 25 percent of
the assets of all companies sold and 33 percent of the assets of all
acquired companies with assets greater them $1 million (18, p. 366).
Unsurprisingly, taxes were relatively more important in the sale of
large companies than small companies (18, p. 366).

In summary, the 1943-1948 merger movement does not appear to
have reflected attempts by business firms to gain market control.

Instead the objectives of acquiring firms seem to have been the
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achievement of a more substantial degree of vertical integration and
diversification, while tax considerstions were of some influence in
motivating the sale of firms., Further, the relatively low securities
prices prevailing in the stock market created sn enviromment conducive

to the satisfaction of these objectives,
The State of Merger Theory

The magnitude of merger activity has been subject to wide fluctua-
tions end the foregoing analysis has attempted to explain why those
fluctuations, commonly termed "merger movements," occurred when they
did, Yet, between the occurrences of merger movements some "minimal"™
or "normal"™ level of merger activity has been maintained. Thus, it
appears that pressures are exerted at all times on firms to participate
in mergers and that in some periods conditions exist which are especially
conducive to merger activity. Merger theory exsmines the "normal"

pressure on firms to grow by merger instead of by internal expansiom,

firm: 1
A theory that purports to explain the economic behavior of
decision-making units is necessarily built upon some premise about
the goals of decisiocn-makers., For example, the premise of the theory
of consumer behavior is that consumers act to maximize satisfaction
(35, pp. 26-42), The theory of pricing and production postulates
that firms act to maximize profits (35, pp. 189-297). This study

assumes that long-rum profit maximization guides the firm's endeavors

in merger activity.
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The approach to the theory of the firm adopted by this study
treats the business firm as an orgenization designed to implement
the economic objectives of an individual or group who are both its
ovmers and managers (9, p. 238). At the time of Marshall, when the
traditional theory of the firm was first synthesized (51, pp. 323-
503), owner-mansged firms were probably the dominant form of business
enterprise, in terms of both numbers and ssset comtrol (27, p. 221).

In general, the traditional theory of the firm and its profit maximi-
zation assumption seemed sufficiently realistic to explain the
actual behavior of most business firms im the nineteenth and early
twentieth centuries (27, p. 222),

In recent years there has emerged a growing dissatisfactiom

with this earlier concept of the business firm (9,11,27,45,50).

The traditional theory has been criticized for the inapplicability

of its profit maximization assumption to the behavior of firms in

which management is separate from ownership (27, p. 221; 11, pp. 33-37).
It is held that the traditionsl theory fails to account for the differ-
ing motives of managers and owners (50, pp. 185-186).

The primary source of present dissatisfaction with the traditional
theory is the shift from ownership control to msnagement control of
corporate decision-making that has occurred within the twentieth
century (9). Though data have not been compiled on changes in the
distribution of all corporations by type of control, evidence om
changes in the type of control within the 200 largest non-financial

corporations does permit, by inference, a generalization about the
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extent of management control over all corporate behavior., The 1929
study of Berle and Means (12) disclosed that management control existed
in 44 percent of the 200 largest non-financial corporations and ruled
over 58 percent of the total assets of the 200 corporatioms (12, p. 115).
Larner's 1963 study (47) yielded comparable figures of 84 percent and
85 percent (47, p. 783, Table 2). Clearly, within the large corporva-
tion the separation of management and ownership has growm extemsively.
Further, from Bain's estimate that the 200 largest non-financial
corporations account for 55 percent of all non-financial corporate
assets (7, p. 87), it may be inferred that the objectives of managers
who are not necessarily owners guide the use of a large percentage
of the productive capacity of the American economy.

Whether this movement toward a management-controlled economy
necessitates a drastic revision of the theory of the firm depends
on whether management objectives do, in fact, differ markedly from
the objectives of owners. Critics of the traditional theory argue
that menagers desire prestige, power and salary (9, p. 248; 50,
pPp. 186-187), and that these elements increase with the size of the
firm (50, p. 186). Hence, the rational goal of managers is to maximize
growth (50, p. 188), On the other hand, if owners, as stockholders,
desire to receive the largest possible dividend, their objective
would be to maxinmize profits (65, p. 18).

The traditional theorists, even if they admit the shortcomings
of their theory, remain unconvinced of the superiority of s managerial

theory of the firm (9,35,65). Ferguson states ", . . the assumption
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of profit maximization is the only one providing a general theory of
firms, markets and resource allocation that is successful both in
explaining and predicting business behavior™ (35, p. 191). Baldwin
contends ", . . that profit maximization is a fairly close approxina-
tion to the actual motives of the typical large corporation . . ."
(9, p. 254).

Actually, even if the manager's objective is growth maximiza-
tion, it need not comnflict with the owner's goal of profit maximisza-
tion. As profits are the main source of funds for growth, the
maxinizetion of growth would entgil the maximization of profits
(64, pp. 29-30; 65, p. 11). HNelson and Penrose both argue that
differences among long-run goals of the firm, such as growth
maximization and profit maximization, are largely a choice of words
(58, p. 61; 64, p. 30). Further, the policies of "target return
pricing” and "sales maximization" that ostemsibly are pursued by
growth-oriented managers may be consistent with long-run profit
maximigation (9, p. 241; 65, p. 12).

Model of the firm: growth

Merger and internal expansion are the two forms of firm growth,.
The forces that lead to a choice between merger and intermal expansion
as a method of growth can best be understood in the context of firm
growth itself. That i{s, an inquiry into the nature of the growth
process itself and a recognition of the inducements for, and restraints
on, firm growth may facilitate an understanding sbout the firm's

preference for a specific method of growth.
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In addition to profit maximization, models of firm growth usually
assume that the supplies of capital, labor and management are not
fixed and that oppertunities for profitable investments exist some-
where in the economy (64, p. 43), The effect of these two assump-
tions is to assure that the resources required for growth are avail-
able, if the firm is willing to pay tha price for them, aand that
there exists a profitable use of the resources,

In firm growth models, the firm is usually comceived of as a
pool of productive resources which management allocates among the
functional activities of the firm (58, p. 61; 64, p. 24). Robinson
has categorized the firm's functional activities into five major
groups: 1) technical production activities, 2) marketing activities,
3) managerial activities, 4) financial activities and 5) risk-absorption
activities (68, pp. 10-93). For each functiomal activity there is
an optimum (lowest cost) level of the activity, and when all activities
are functioning simultaneously at optimum levels, the firm is producing
at the optimum firm scale in that the firm enjoys the lowest average
total cost of production per unit (58, p. 61; 68, p. 95).

Management's task is to “"reconcile," through resource allocation
and in accordance with profit maximization, the optimal levels of the
firm's functional activities in order to achieve the optimum firm
scale (58, p. 64; 64, pp. 67-68). An adjustument of the various optima
of the firm is necessary because it is unlikely ™. , . that all the
functions of the firm reach their optimum size at one end the same

total output of product™ (68, p, 94). For exsmple, the optimum
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technicel production umit might be represented by X umits of output,
while the optimum marketing unit would require that X + 100 units of
output be produced. Thus, production at scele X would not allow
marketing economies to be fully realized. Stated differemtly, at a
scale of X + 100 units of output the marketing sctivity would contain
"excess capacity" (58, p. 63) or "unused resources" (64, pp. 65-74)
in that the same amount of marketing resources could be employed in
marketing additional product.

According to Penrose and Narver, growth is the response that
occurs when management attempts to resolve the imbalances in the scale
of production that may exist among the various optima of the firm
(58, p. 63; 64, pp. 65-74), In the example above it would be possible
to utilize marketing resources more fully by increasing the size of
the technical production unit. This increase i{n size is termed growth,
Thus, growth, as perceived by Narver and Penrose, is a likely result
of the existence of excess capacity or incomplete utilization of
resources (58, p. 64; 64, pp. 65-74),

Penrose's theory implies that growth would cease once excess
capacity disappeared or complete utilizaetion of resources was obtained,
However, several factors act to create excess capacity at various
times. One such factor, intermal to the firm, is resource indivisi-
bility (64, pp. 68-70). Assume, for example, that the resources
required to effect increase in the size of the technical production
activity are available only in distinct, seperate units, and assume,

also, that one unit of the technical production resources would



49

increase the size of the technical production activity by 200 units
of output., Using the above illustration on the imbalance of the
marketing and techmnical production optima, it is apparemt that the
addition of one unit of the technical production resocurce results in
a level of the technical production activity which is larger, by 100
units of output, than that of the optimum marketing unit. Excess
capacity has occurred im technical production because resources were
not divisible to the point where just 100 units of output could be
added to technicsl production capacity, Management now has an
incentive to increase the scale of its marketing activities in order
to utilize fully techaical production resources. Further, if market-
ing resources are not completely divisible, the new level of marketing
capacity may be greater than that of technical production, and, once
more, excess capacity would exist in the marketing umit.

Among the external factors creating excess capacity are a grow
ing demand for products, changes in the supply of inputs, changes in
technology and developments in management techniques (64, p. 65).
Each of these factors may cause imbalances among the various optima
of the firm and induce growth (85, p. 63).

There is not complete agreement that growth management will be
terninated whean resources are fully utilized, as implied by Penrose's
theory (10). Barton argues that growth still might occur evem if the
firm had arrived at the optimum firm scale (10, p. 368). Regardless
of whether the firm contained any unused resources, expansion would
be profitable if the expected marginal rate of profit were greater
than the marginal cost of capital (10, p. 368).
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If the assumptions of the growth model are relaxed, it may be
seen that in reality obstacles to growth exist, First, the resources
of labor, capital and menagement may not be readily available at the
price the firm is willing to pay for them (64, p. 43). Second, there
may exist a lack of opportunities for profitable investment (64,

p. 43). To some degree, thias second limit to growth is related to
the factors considered by management as affecting an investment's

profit potential. For instance, management may be concerned with

the market competition that may be faced in expansiom or with risk
and uncertainty involved in expansiom (64, pp. 43-64).

Growth by merger
This study assumes that management's choice of the method of

firm growth is guided by profit maximization. In asccordance with
profit maximization, management would comsider factors such as the
speed, cost and uncertainty of growth as well as other factors
affecting the profitability of growth in determining the method of
firm growth, Ceteris paribus, it would be expected that management
would prefer less costly growth to more costly growth, faster growth
to slower growth, growth with less uncertainty of loss to more
uncertainty and growth with less restraints to more restraints. The
question becomes, then, does merger have an advantage over internal
growth with regard to the above factors?

First, under certain conditions growth by merger may be secured

with less money outlay by purchasing the stock of an existing company
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rather than constructing the desired facilities end hiring new persomnel
to operate the facilities (93, p. 74). According to Butters and Lintner,
it wvould be possible to obtain savings inm money cost if the stock of

the to~be-acquired firm is selling below the replacement mtl of that
firm's assets (17, p. 76). Such a situation might srise if buyers

and sellers of the stock underestimste the earning capacity of the

firm, An additional money savings may result by hiring the acquired
firm's personnel at their present prices rather tham being forced to
suffer the coste of recruiting new personnel and to compensate the
recruited personnel, as might be the case in internal expansion (64,

p. 127).

Second, growth by wmerger may often be more quickly accomplished
then internal growth (93, p. 74). Internal expension requires that
time be expended in the comstruction of plants and the search for
personnel to operate the facilities (58, p. 70; 64, p. 127), while
the plants and personnel are already available in growth by merger.

Of course, a merger does consume time in locating a firm that fits
the acquiring firm's needs and gaining the approval of the merging
companies’' stockholders (60, p. 59), but it seems unlikely that the

time involved would be as great as that in internal expansion.

lhphcnut cost is the value of u corporation's capital assets
"as determined by the cost of replacing equipment with new models and
designs capable of performing operations identical to those performed
by the old equipment" (100, p. 276).
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Third, growth by merger may be accomplished with less uncertainty
of investment loss than internal growth (24, p. 23; 41, p. 122). That
is, the ascquired firm may have already demonstrated its revenue-
yielding capacity, while no such certainty about the return from
investment in internal expansion exists (93, p. 74). It may be
expected, however, that the price of such a firm would reflect its
earning power, and, hence, it might be more profitable to expand
internslly than to purchase that firm,

Fourth, growth by merger, accomplished through an exchange of
stock, may be more easily financed than internal growth (64, p. 70).
The finsncing of internal growth may require & public sale of the
firm's stock. It is possible that owners of a firm which is a likely
object of acquisition would be more willing to accept an acquiring
firm's stock in payment than would investors in a public sale of stock
of the firm contemplating growth (93, p. 74). Such a situstiom might
occur if higher risk were attached to internal growth,

Fifth, growth by merger may avoid the intemsified competitiom
that may result from internal expamnsion (93, pp. 74-75). Merger,
unlike internal growth, does not add capacity to the market end, thus,
avoids exerting any downward pressure on prices (17, pp. 77-78; 43,

P. 554). If the desire to avoid competition is extended further to
include a drive for market comtrol, it is apparent that market comtrol
may be achieved with less effort through merger than internal expan-
sion (93, p. 75).
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CHAPTER I1II. STATEMENRT OF HYPOTHESES
Introduction

As stated in the introductory chapter, the purpose of this study
is to relate movements in specific economic variables to the rate of
corporate merger in accordence with the study's ceatral hypothesis
that business, capitesl market and growth conditions have influenced
the rate of corporate merger in American manufacturing during the
period 1951-1966. Much, if not all, of the basis for this central
hypothesis is to be found in the survey of explanations of earlier
merger movements and the examination of merger t.heory.l Specifically,
the review of explanations of earlier merger movements indicates that
periods of rising merger activity have usually occurred in times of
businese prosperity and favorable financial lltk.tl.z In additiom,
merger theory suggests that large-scale merger activity cam be ex-
pected to develop during periods in which conditions are particularly
conducive to business cmtu.3

A complete statement of hypotheses about factors affecting merger
activity would reflect the motivations of both the scquiring firm
and the acquired firm in merging. However, the hypotheses of this
study are set forth from the viewpoint of only the acquiring firm.

That is, no hypothesis is specifically suggested about the role of the

18.. pp. 22-43,

2800 pp. 32-33,36,39-41.

33.. PP. 43-52.
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scquired firm's incentives for merger in the 1951-1966 merger movement.
Such incentives of the acquired firm may arise from tax, management
and investment consideratioms (18, pp. 368-374). These factors are
difficult, although not impossible, to quantify for a statistical
analysis; a descriptive analysis has been made of their effects om
merger activity (17,18).

Probably a more serious complication than the effects of seller
motivations in describing the time pattern of merger activity is
accounting for the interval of time required to effect merger
decisions. Though time also elapses between decisions to expand
internally and the actual internal expansion, the time element
involved in merger expansion is somewhat differemt., Internal expansion
may be arvranged fairly quickly in that contract awards for plant
construction and orders for machinery may follow closely a firm's
decision to expand, snd, yet, considerable time may pass before
plant construction is complete and the facilities are operable
(60, p. 59; 61, p. 107). 1In contrast, the arrangement of mergers
consumes time in gaining approval from stockholders of merging
companies and authorization for corporate charter changes from state
commissions, but once these barriers are overcome, the plant
facilities are immediately operable (60, p. 59; 61, p. 107).

The resources available for this study rule out any attempt to
determine the time lag of merger consunmatioms behind merger deci-
sions, but an attempt is made to take account of possible time lags

in the response of marger activity to movements in specific
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economic veriables. A legged response may occur for at least two
reasons: 1) firm decision-makers may not be immediately aware of
changes in economic conditions that would ordinzrily be considered
conducive to growth by merger, or, stated differently, firm decisiom-
makers may lack complete or perfect knowledge of environmental changes
that would be expected to result in increased merger activity; and

2) firm decision-makers, even if they possess perfect knowledge, may
require a prolonged and sustsined period of conditioms considered
favorable to growth by merger before embarking on merger activity
simply to insure that such conditions are not temporary. The possi-
bility of time lags suggests that relationships hypothesized between
werger activity and the econmomic variables be expressed in terms of
unit time periods, for example, €10 Bgs vee, B Further, since
merger data could be obtained only on an annual basis, it is nec-
essary to assume a unit time period is one year in length.

Finally, limited resources prevent a case-by-case approach to
the prcblem of determining the economic environment conducive to
merger activity. While an examination of mergers individually could
be expected to determine particular and immediate factors affecting
the timing of mergers, case studies of all or evem a majority of the
mergers in the 1951-1966 period would require a large quantity of
financial and time resources. If relatively few mergers were
examined, generalization of findings based on & few cases would be
tenuous. Further, the use of a case-by-case approach may blind the

researcher to major economic conditions affecting the entire economy.
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Therefore, this study adopts an aggregate approach to the problem
of ascertaining the major economic forces responsible for, or correlated
with, the 1951-1966 merger movement. The aggregate approach may be
expected to permit more general applicability of findings than the
case-by-case approach, As part of the aggregate approach, hypotheses
are stated at both the aggregate manufacturing and the individusl

manufacturing industry levels.
Hypotheses

As has been noted, various hypotheses about the relatiom of
merger activity to business and capital market conditions have been
tested for the periods covering the earlier merger movements (61,
pp. 106-126; 93, pp. 75-81), but these hypetheses have remained un-
examined for the 1951-1966 period covering the renewal of large-
scale merger activity, The growth-merger hypotheses to be set forth
in this study have not been tested for any period. If it may be
shown that grounds exist for business, capital market and growth-
merger hypotheses, it would seem appropriate to correlate statistically
business, capital market and growth conditions to the rate of corporate
merger in the period 1951-1966.

In addition to introducing growth comnditions as a possible
determinant of merger activity, this study seeks to correlate merger
activity to both growth and business conditions within individual
industries as well as within sggregste manufacturing. Previous

studies of the statistical relationships of merger activity to
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business and capital market conditions have beem confined to the
aggregate manufacturing level. An industry level of analyeis may
provide an understanding of movements in the level of merger activity
within individual industries.

Finally, the approach of this study differs from that of earlier
studies in that account is taken of possible lagged responses of
merger activity to business, capital market and growth factors.
Barlier studies have related merger activity in one time period to
economic conditions in the same time period, even though several
students have indicated that lagged responses may exist (60,61,93).
The present study introduces time lags where it is felt that s priori

reasoning and the results of previous studies justify deing so.

cycle h es

It has been noted previously that the three earlier merger
movements occurred during periods of prosperity. Further, Nelson's
and Weston's comparisonsof reference cyehll with merger cycles in
the period 1895-1956 point to a high degree of conformity between
the two (61, pp. 108-116; 93, pp. 77-79). Yet only im the period
1919-1931 was the statistical correlation of merger activity to
industrial production positively significant at the 5 percent level
of significance (61, p. 108). Indeed, in correlating merger activity

to industrial production in the interwar period 1919-1941, Westom

l‘n used here, reference cycles denote cycles in general business
activity determined by movements in economic series, such as industrial
production and wholesale prices (37, pp. 258-297).
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arrived at a negative, though insignificant, relation (93, p. 80).
Thus, it appears that business conditions have not markedly affected
merger activity at all times and even may not have comsistently
influenced merger sctivity in the same direction at all times. Hence,
there may be a basis for expressing two opposing hypotheses about
the effects of business activity on the rate of corporate merger.

A first "business cycle” hypothesis of merger activity, ome
that may be termed the “prosperity" thesis, is that upward movements
in business activity are associated with increasing merger activity,
or, more precisely, a direct association exists between changes in
the level of business activity and changes in the level of merger
activity. This hypothesis is expressed for both aggregate manu-
facturing and individual manufacturing industries.

The reasoning supporting the “prosperity"” thesis evolves from
a consideration of the similarity of external expansion and internal
expansion as investment ventures of the firm., Plant constructiom,
and new orders for durable equipment, which occur in intermal expan-
sion, constitute investment from both the standpoint of the firm and
the economy (%3, p. 76). While external expansion, or merger, repre-
sents only a change of owmership of productive facilities and is not
counted as investment for the economy as a whole (93, p. 76), the
acquisition of a firm is an act of investment on the part of the
acquiring firm not dissimilar to the investment in internal expansiom.
For both types of investment, firm decision-makers must weigh the
coste of expansion against the expected future earmings of expansion
(61, p. 106).
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If internal expansion reacts positively to the business cycle, it
may be expected that external expansion would behave likewise. In
fact, internal expsnsion, as indicated by plant comstruction and new
orders for durable equipment, apparently increases as the level of
business activity rises (60, pp. 56-59; 93, p. 76). Thus, the
similarity of internal expansion end merger as acts of investment
suggests that a direct relation mey exist between changes in the
level of business activity and changes in the level of merger activity.

A second "business cycle" hypothesis offered by this study is
that cyclical downturns in business activity are associated with in-
creases in merger activity, or there is an inverse relation between
changes in the level of merger activity and chamges in the level of
business activity. This "recession” thesis is asserted for both
aggregate manufacturing end individual menufacturing imdustries.

The "recession" thesis obtains its support from two simple
factors that may have special importance in periods of receding
business activity. Ostemsibly, during & recession firms would be
especially motivated to preserve profits by either increasing
revenues or lowering costs. Acquisitions of other firms would be
expected to raise revenues and, to the extent that economies of
operations would result, lower costs also (59, p. 62; 93, p. 80).

For both "business cycle" hypotheses, it is assumed that changes
in the level of merger activity in a time period are related to
changes in business conditions in the immediately preceding time

period. That is, there is a2 one year lagged response of changes in
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merger activity to changes in business activity. Im his study of the
conformity of merger cycles to reference cycles between 1920 snd 1938,
Weston found that merger cycle peaks, on the average, lagged behind
reference cycle peaks by about ome quarter of a year and that troughs
in merger activity trailed reference cycle troughs by four quarters,
or one year (93, p. 77). Since only annual merger data are available
and, thus, require that time lags be expressed in discrete umits of
one year, a lagged response of one year would seem appropriate. If,
as Nelson suggests, a prolonged period of prosperity is necessary

to convince firms that the time is ripe for expamsion (61, p. 1l1),
and a lengthy period of recession is required to make firms pessi-

mistic, the assumed one-year lag may not be unrealistic.

Capital market hypotheses
The survey of explanations of eariier merger movements indicated

that the capital market served as a medium by which the securities
of large comsolidations could be marketed and by which promotiomal
profits of comsolidations could be obnhud.l While an investigation
of the importance of these two factors in the current merger movement
is beyond the scope of this study, the study does consider how condi-
tions in the stock market may have otherwise influenced merger
activity in the peried 1951-1966.

Other effects of capital market conditions on merger activity

arise in the financing of mergers. Acquisitions are primarily

lu, PP. z" 33-
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financed in one of four ways: 1) use of the acquiring firm's internal
cash funds; 2) sale of acquirer's stock; 3) exchange of the acquirer's
stock for the acquired firm's stock; and 4) borrowing of cash funds
(84, pp. 94-101). Only the second, third and fourth methods are
involved in the discussion here, As well as reflecting the risk and
uncertainty attached to any investment, the cost of borrowing reflects
the opportunity cost of the use of internal cash funds, as in 1), and
thus the discussion on borrowing as & means of financing acquisitions
would appear applicable to the first methed of financing acquisitioms.

Two suggestions have been offered about the manner in which
conditions in the stock market may affect the financing of mergers,
either by new atock issues or by exchange of stock between the merging
compsnies. Nelson makes the following hypothesis:

Firms expanding by merger, as in other forms of firm
growth, frequently tura to public sources for the needed

extra funds. New capital issues are most common whem the

acquired firms are purchased for cash; but when the

purchase is made by exchange of stock, new securities are

frequently issued to increase working capitasl. Even when

a pure stock-for-stock transaction is made, the organizers

of the merger are sensitive to the recent tremd of the

stock market, because ratios of exchange are partly

determined by the market prices of the securities of the

merging firms. We might expect to find mergers occuring -~

as with other aspects of corporate financing -- when the

recent history of stock prices has indicated a strong

tendency toward further increase (61, p. 107).

From the acquiring firm's viewpoint the ratio of exchange of
stock becomes more favorable as the price of its stock rises relative
to the price of the to-be-acquired firm's stock. Unless movements
in the prices of the two stocks are independent of each other, however,

it remains unclear why rising stock prices would affect the stock of
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the acquiring firm more thanm that of the scquired firm., Yet a thriving
stock market would appear conducive to mnew stock issues, either to
increase working capital or to finance the cash purchase of another
firm. That is, a rising demand for securities, as reflected by

rising stock prices, could be expected to insure a market for new
stock issues.

Conditions inm the stock market may also exert an influence om
merger activity by affecting the stock-earnings ntlonl of various
companies (52, pp. 79-80). During a period of rising stock prices,
the prices of the stocks of certain firms, aided by public speculation and
optimistic projected earnings reports, may increase far beyond levels
warranted by actual prospective earnings (52, pp. 79-80). 4As a
result the stock-earnings ratio of these firms may rise comsiderably
above that of other firms (52, pp. 79-80). (Ceteris paribus, firms in
the former group would be motivated to acquire firms in the latter
group for the purely finencial reason that the acquisition would
increase the earnings and assets per share of the acquiring firms
(52, pp. 79-80). 1In turn, the improved (lower) stock-earmings ratio
of the acquiring firms would be expected to facilitate further price
rises in thelr stocks.

Thus, the improved marketability of new issues of securities and

the disparities in the stock-earnings ratios of various firms which

l'nu stock-carnings ratio is obtained by dividing the market
value of a firm's stock by the earnings of the firm.
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both may develop during a thriving stock market suggest the following
hypothesis: changes in the level of merger activity are directly
associated with changes in the level of stock prices. Since data om
stock prices have not been compiled by industry, the hypothesis is
expressed only at the aggregate manufacturing level.

The supply of loanable funds constitutes sn additional source
of capital required to finance mergers. Often firms fimance acquisi-
tions of the stock or assets of other firms by borrowing cash from
banks, insurance companies and other financial imstitutiomns (84, pp. 99
100). Ostensibly, the amount of funds borrowed for investment purposes
would very indirectly with the coet of borrowing, or, primarily, the
interest rate. Thus, a second capital market hypothesis of this study
is that changes in the level of merger activity vary inversely with
the level of interest rates. As with the stock market-merger hypothesis,
this hypothesis is expressed only for aggregste manufacturing.

For both capital market hypotheges, it is assumed that changes in
merger activity in ome time period are related to changes in stock
prices end interest rates in the same time period. That is, there
is no time lag in the response of merger activity to capital market
conditions. In comparing wmerger cycles with stock price cycles over
the period 1899-1549, Nelson found that both peaks and troughs in
each were closely related time-wise (61, p. 114). While tremds in
stock prices and interest rates may enter into the decision-maker's
consideration of growth by merger, the ratios of exchange, as determined

by the stock prices of the merging firms, and the level of interest
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rates at or near the proposed time of the consummation of mergers,
ultimately influence the cost of financing mergers. If the price

of the acquiring firm's stock falls markedly or the price of the
to-be-acquired firm's stock increases substantially prior to the
proposed time of comsummation, the merger may be cancelled (13, p. 1).
Further, as acquiring firms would mot likely borrow funds for acquisi-
tions until near the proposed time of consummation, a marked increase
in interest rates prior to that time might curtail many acquisition
plans. Thus, it would seem that firm decision-mskers would be more
concerned with the level of stock prices and interest rates at or near

the proposed time of merger than at any time before.

Srowth hypotheses

Because merger is one of the two primary methods of firm growth,
it may be expected that conditioms affecting the profitability of
growth may affect merger activity also. Among the variables which
determine the prospects for growth are the level of demand and the
level of earnings (39). These are also variables which specifically
enter into meny firms' evaluations of candidates for acquisitionm
(4, p. 108).

Gort's study (39) of the diversification patterns of 111 firms
in the 19291954 period indicates that trends in demand and earmings
levels may affect growth patterns in two ways. First, it was found
that the firms entered industries with greater rates of increase in
demand and earnings levels far more often than industries with smaller

rates of increase in demand and earnings levels (39, p. 41).
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Second, decreases or small rates of increase in the demand and earnings
levels of the industries in which the firms principally produced

tended to exert a positive influence on their expansion into other
industries (39, p. 6). The two findings indicate that both increasing
and declining demand and earnings levels may encourage business ex
pansion, or growth,

Thus, there are grounds for offering two opposing hypotheses
about the influence of growth conditions on merger activity. The
first growth hypothesis is that changes in the level of merger
activity vary directly with changes in the levels of demand and
earnings. A second growth hypothesis is that changes in the level
of merger activity vary inversely with changes in the levels of demand
and earnings.

Both of the opposing growth hypotheses are expressed at the
aggregate manufacturing level and the individual manufacturing industry
1.'!'01.,1 and both assume that changes in merger activity in one time
period are related to changes in demand and earmings levels in the
{mmediately preceding time period. It is likely that a lagged response
does exist simply because firm decision-makers may not be immediately

avare of trends in demand and earnings levels.

lmambly, trends in demand and earnings levels in the industry
of the acquired firm as well as the industry of the acquiring firm
would be relevant in indicating the possibilities for growth, However,
because merger data are available by industry of only the scquiring
firm, the growth hypotheses at the industry level are expressed
solely from the viewpoint of the acquiring firm., That is, the hypoth-
eses state that the level of an industry's merger activity varies either
directly or inversely with the industry's demand and earnings levels.
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CHAPTER IV. DATA AND METHOD
Data

The hypotheses of the present study are confined to the manu-
facturing sector of the economy and have been set forth at the aggre-
gate menufacturing level and, in most instances, the individual manu-
facturing industry level. Definitioms of aggregate manufacturing
and individual manufacturing industries are taken from the Standard
Industrial Classification Msnusl (82). Manufacturing establishments
include "those engaged in the mechanical or chemical transformation
of organic or inorganic substances into new products and usually
described as plants, factories or mills, which charscteristically
use power driven machines and materials handling equipment” (82,

Pe 43).

The manufacturing division of economic activity as a whole
containg five subdivisions: 1) 20 two-digit major industry groups;
2) three-digit industry groups making up each two-digit group; 3)
four~digit industries comprising each three-digit industry group;

4) five-digit product classes entering into each four-digit industry;
5) sim-digit products making up each product class (82, pp. 43-121).

én illustration of the subdivisions follows in Figure 4.1.
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Because it was not possible to obtain merger data for sub-
divisions below the two-digit level, this study considers the indi-
vidual manufacturing industry as one of the 20 two-digit major
industry groups. Aggregate manufacturing represents a combination

of the 20 major industry groups.

Standard industrial

classification code Designation Name
20 Major industry group Food and kindred products
201 Industry group Meat products
2011 Industry Meatpacking
20111 Product class Fresh beef
201111 Product Whole carcass beef

Figure 4.1. Illustration of stamndard industrial classificatiom of
economic activity”’

4gource: (82).
Further, because only annual data on merger activity could be
obtained, it is necessary to express dsta on the levels of business
activity, stock prices, interest rates, demand and earnings om an

annual basis,

Measures of merger activity
The magnitude of merger activity for sany period may be depicted

by either the number of acquired firms or the dollar value of assets
of acquired firms. Since the latter measure could not be acquired,
it is necessary to use the former measure. The Bureau of Economics
of the Federal Trade Commission (83) is the source of the number of
firms acquired annually in aggregate manufacturing and each of the

20 "industries" during the period 1951-1966.
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£ iness tions
The Federal Reserve index of industrial production (79) and
the Bureau of Labor Statistics index of wholesale prices (80) are
the two measures of the level of business activity employed in this
study. Each measure is available annually during the period 1950-

19651 for aggregate manufacturing and each of the 20 "industries."

Messures of growth conditions

The measure of the level of demand in this study is the level
of value added, taken from the Annual Survey of Manufactures (81),
and ad justed for price changes, While value of shipments represents
an slternative indicator of the level of demand, value added figures
avoid the duplication in the value of shipments figure which results
from the use of products of some establishments as materials by
others (81). The level of earnings is depicted by the rate of
return on stockholders' equity after taxes, taken from the Quarterly

orations (86). Both measures

are available on an annual basis during the period 1950-1965 for

aggregate manufacturing and each of the 20 "industries."”

I"l.‘hc hypotheses state that changes in merger activity in one
time period are related to changes in business and growth conditions
in the immediately preceding time period. Therefore, changes in
merger activity im the period 1951-1966 are compared to changes in
business and growth conditions in the period 1950-1965.
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Measures of capital market conditions
Standard and Poor's common industrial stock price index (83) is
chosen as the measure of the level of stock prices in preference to
the Dow-Jones common industrial stock price index (83) because the
former is based on 425 stocks and the latter on 30 stocks. The
level of interest rates is measured by Moody's average of yields
on Aaa corporate bonds (56). Ostensibly, the yield that must be
peid on bonds may be considered as a "kind" of interest rate or cost
of investment funds. Both measures are obtained amnually for the
1951~ 1966 period and enter into tests of hypotheses at the aggregate

manufacturing level.

Notation
Notation of the variables depicting merger activity and business,

capital market and growth conditioms is as follows:

l& = pumber of firms acquired in period t;

X, = level of industrial production in period t;

l: = level of wholesale prices in period t;

l: = level of profit rates (rates of return) in period t;
{ = level of value added in period t;

X = level of stock prices in period t;

:{ = level of bond yields in period t.

As the hypotheses of the present study seek to explain the rate

of corporate merger in the period 1951-1966 and not the actusl level
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of merger activity, it is necessary to compare percentage changes in
the level of merger activity ("l:) to percentage changes in the levels
of variables l: through 4. Notationally, annual percentage changes
in M, X and X for the peried 1951-1966 and in X, x:, x: end {
for the period 1950-1965 were computed as follows:

oMy = M /My

1
2 < (‘:"‘:-1)/‘:-1'

";: " (’:';:- D/, 1:

Method and Model

In notational form the hypothesized relationships of the study,
together with the level at which each are stated, are summarized in

Table 5.1.

Table 5.1. Hypothesized relationships by level of analysis

Variable Hypothesized relation Variable Level of snalysis

,allt Positive and negative ~x:_1 Aggregate manufacturing
and individual industry

mt Positive and negative ;.xf_l Aggregate manufacturing
and individual industry

My Pogitive and negative ﬂ,l:_l Aggregate manufacturing
and individual industry

M, Positive and negative *.x:_l Aggregate manufacturing
and individual industry

—:\l!t Positive A !: Aggregate manufacturing

.xl\: Negative l: Aggregate manufacturing
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The statistical procedure adopted to examine the relationship in
Table 4.1 is multiple regression and correlation amnalysis (62, pp. 159-
243; 75, pp. 277-301). To the extent that any cause-and-effect
relationship, as in regression, may be said to exist between changes
in business, capital wmarket and growth conditions and changes in
merger activity, AM, may be considered the "dependent" variable in
the regression model, and AI:_I, Aé-l’ Al:_l, Ax:_l, A¢ and Al: may
be termed the “"independent" variables.

The multiple regression models to be set forth here assume that
the independent variables are measured without error and that the
dependent variable responds linearly to the independent variables
(75, pp. 164-165). The adequacy of the form of the linear models may
be indicated by the degree of intercorrelation (multicollinearity)
among the independent variables (34, p. 100) and the Durbin-Watson
test statistic for serial correlatiom (28). If two independent
variables are closely correlated with each other, one is undoubtedly
redundant (34, p. 100). Further, if serial correlation appears to
exist, there may be one or more other pertinemt variables which help
to explain the behavior of the dependent variable (34, p. 100).

Thus, the presence of serial correlation and multicollinearity call
for revisions of the form of the regression model.

Because data limitations prevent a statistical amalysis of all
of the hypothesized relationships at the industry level, it is nec-
essary to submit different regression models for the ievels of

aggregate manufacturing and individual industries.



72

Regression Model I, for each of the 20 "industries” is as follows:
g =ut+h Mgy + By “{-1 *h Mt::-x v B Ak e,
2
e "'"I (0, o ). (‘.1)

The regression equation estimating Model I takes the following

form:
aM, = b+ by aXl 4 by AX 4y AX b, AXC . (6.2)

Values of the partial regression coefficients, or the b's (75,
pp. 287-301), multiple correlation coefficient (75, pp. 287-301) and
F-ratios (75, pp. 287-301) resulting from tests of the hypotheses for
each of the 20 "industries” are found in Table 5.1 in Chapter V.

Regression Model I, for aggregate manufacturing, is as follows:
&
MM =5+ By AR, + B “:-1 + By “@-1 b T
2
+ By b#-tl‘ A{‘fa, e~ NI (o, ¢). (4.3)

The regression equation estimating Model II takes the following

MMy = By + by AR, by MKy by AX ) + b, MK

3 6

Values of the partial regression coefficients, multiple correla-
tion coefficient and P-ratio resulting from tests of the hypotheses
at the aggregate manufacturing level asre found in Table 5.2 in

Chapter V.
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CHAPTER V. RESULTS AND CONCLUSIONS
Findings at the Industry Level

Regression and correlation analysis of time series data of t\ﬂ
for the period 1951-1966 and of AX. , (i = 1,2,3,4) for the period
1950-1965 produced the results found in Table 5.11 on page 74+ As
may be noted from Tsble 5.1, none of the multiple correlatiom
coefficients (R's) was significant at the 5 percemt level. Since
l.2 represents the percentage of variation in the dependent variable
associated with variation in the independent variables (75, p. 187),
the independent variables included in regression model I, or Equa-
tion 4.1, would appear to be unimportant in explaining variastion
in Aut, or the rate of merger, during the 1951~-1966 period.

The hypothesis underlying the significance tests of the F-
ratios is that the partial regression coefficients (b's) do not
differ from each other and from zero (62, p. 187). As all PF-ratios
at the industry level were insignificant at the 5 percent level,
the influence of the independent variables om A!(t would appear not
to depart significantly from each other and from zero.

The partial regression coefficient of a specific independent

variable provides the change in the dependent variable associated

1tlhl.h values of correlation between the independent variables
are not provided im Table 5.1, the test for serial correlatiom
yielded negative results, and multicollinearity did not appear to
be serious.
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Table 5.1, Test results of model I

Multiple
Partial regression cervelation

Standard industrial  ——soefficlemts __  coo¢picients

classification code " s by b4 R F-ratio
20 '3.‘ 1.‘ '005 1.5 00‘2 0055
21 -0.5 “0.2 "'0.8 -0.0 0061 1.50
n 6-5 '“09 0.1 ‘7-0 0.‘7 0070
23 1.6 2,2 -0.1 -2.6 0.35 0.35
u ‘.0 "8.3 1-7 16-0 0.‘2 10“
25 9-2 -’-6 o-z -10-7 00‘, 2010
26 -8.2 1.6 2.6 -0.5 0.48 0.75
27 33.7 --8 .1.6 -28.4 0.45 0.95
u ‘0-7 '0.3 -0.5 '0.6 o.ég 0..0
29 4.6 -1.1 2,9 -6.9 0,49 0.78
30 0.6 -1.5 1.1 1.9 0.53 1.00
31 -24,2 -3.8 -0.8 3,2 0.68 2.16
32 ~4. 4% 4,3 -0.6 5.0 0.65 1.80
33 -3.1 -Ooa 005 1.8 0.“ 1.05
34 "0.5 1.6 “0.& 2.1 0.30 0.2‘
3’ "205 '1.0 "0-7 2.‘ 0-‘3 1.‘7
“ -0.7 "1:5 005 "009 0.‘0 1-“
37 -1'4 2.2 -0.1 003 0.‘2 0.“
” "loz -". "012 ‘0.1 0.23 0.2#
” -‘.0 ,.’ 2.1 ‘02 0-‘0 00“

®A measure of ﬁ€ was unavailable for the two-digit industries
27 and 38.

*Walue is significant at the 5 percemt level.



75

with a unit change in the independent variable when all other variables

are fixed (75, pp. 279-281). Other tham b, in major industry group 32,

1
the industry partial regression coefficients were not significant at
the 5 percent level, indicating that Aut was not altered significantly
when the level of any of the other variables was changed.

These findings do not warrant acceptance of “business cycle" and
growth hypotheses of the rate of corporate merger at the industry
level in the period 1951-1966. That is, the data do not support
either the negative or positive relationship hypothesized between
changes in business and growth conditions and the rate of merger
within individual industries.

However, for at least two reasons, the hypotheses are not
necessarily refuted, First, depicting the magnitude of merger
activity by the total number of acquired firms instead of by dollar
value of the tctal assets of acquired firms may provide an inaccurate
view of movements in merger activity. While the number of acquired
firms may change little from one period to snother, the value of the
assets of the scquired firms may change considerably due to marked
changes in the sizes of the acquired firms. It is conceivable that
the dollar measure of merger activity is more responsive to changes
in business and growth conditionme than is the numerical measure.

A second qualification of the reliability of the findings deals
with the concept of an industry employed in tests of hypotheses at
the industry level. As was illustrated by Figure 4.1, each two-digit

ma jor industry group is composed of four further subdivisions.
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Probably, the four-digit classification corresponds more closely to
the economic concept of an industry than any of the other classifice-
tions. It ig¢ possible that merger activity is associated to a greater
extent with business and growth conditions at the four-digit level
than st the two-digit level. In the process of aggregating changes
in the variables from the four digit level to the two-digit level,
the responses of merger activity to business and growth conditioms
may be offsetting and, as a result, no response is noted at the
aggregate, or two-digit industry level.

As indicated in the data section of Chapter IV, it was not
possible to obtain either the dollar measure of merger activity by
industry or merger data for any industry level more refined thanm that
of the two-digit industry level. Therefore, this study was umable
to eliminate the two afore-mentioned limitations of the data employed
to test the hypotheses presemted in the study,

However, data more relisble than that of this study do exist as
the Federal Trade Commission has recorded almost all mergers in which
the firms involved are larger tham $1 million in assets. If access
to the Federal Trade Commission's files could be obtained, an
exhaustive research of the lists of recorded mergers may allow a
dollar measure to be attached to the magnitude of merger activity amd
may permit e¢ach merger to be assigned to the four-digit industry of
both acquiring firm and acquired firm. By relating these data to
existing measures of business and growth conditionas at the four-digit
industry level, more meaningful tests of hypotheses of merger activity

at the industry level may result.
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An additional dsta limitation of the study resulted from the lack
of a suitable measure of capital market conditions at the industry
level, Measures of either stock prices or the supply price of new
capital have yet to be compiled for the individual industry., Thus,
the study was unable to ascertain the influence of conditions in the
capital market on merger activity within individual industries.
Additional research could provide measures of capital market comndi-
tions and permit the capital market hypothesis of merger activity

to be tested at the industry level.
Findings at the Aggregate Level

Regression and correlation analysis of AN, , M:, A{ for the
period 1951-1966 and of Al:_l (L = 1,2,3,4) for the period 1950-1965
yielded the results found in Table 5.2 on page 78. The significance
of the multiple correlation coefficients at the 1 percent level indi-
cates that regression model II, or Equationm 4,3, appears to embody
the major economic factors associated with the rate of corporate
merger in American manufacturing during the period 1951-1966.

Further, the significance of the F-ratio at the 5 perceant level
suggests that certain, if not all, of the partial regression coeffi-
cients differed from each other and from gero. That is, it would
appear that movements in certain of the variables depicting business,
capital market and growth conditions were significantly associated
with movements in the level of merger activity in aggregate manu-

facturing during the period 1951-1966.



Table 5. 2,

Test results of models II, IIa, IIb, IIc and IId

Model
Statistic i1 Iia 1Ib 1ic 7]
"1. -3.75 -1.39 -1.42 -2,10 -3,99
(-1.85)% (-2.28)%% (=2.28)%% (-1.43) (-2.19)%
b, 1.87 0.81 2.20
(1.19) (0.74) (1.58)
b3 -0.24
"“0.")
b, 2.87 0.72 2.57
(1.46) (0.53) (1.49)
bs 0.95 0.92 0.9 0.9 0.%91
(3.57 )yhirk (3.72)%re (3,71) ik (3.51) %k (0.24) %k
b‘ 0-20
(0.43)
# 0.8887 ik 0.8438 %% 0.8520Wink 0.848] % 0.8807 wink
0. 8445tk 0.8289%k 0.8266%in 0.8149%as 0. 846 I%ivk
F 5.0086% 14 ,.8355%k% G, 7092 %k 9.3955%rk 8.6350%%

'ﬂ.mu in parentheses below the partial regression coefficients are their t-values.

bih R adjusted for degrees of freedom and may be used as a basis for comparing the adequacy
of form of various regression models imvolving subsets of varisbles in an original regression model
(72’ PP- UA-MS).

*Walue is significant at the 10 percent level.
**Walue is significant at the 5 percent level.
*#*Value is significant at the 1 percent level.

8L
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T-tests of the partial regression coefficients show, however,
that only "5 was significant beyond the 5 percemt level. Stated
differently, of the variables included in model II, only changes
in the level of stock prices appear to have been associated with
the rate of merger. In addition, the extremely low t-values of I>3
and b‘ indicate that movements in earninge and interest rate levels
had little, if any, association with the rate of merger, while the
much higher t-values of ‘1’ bz and b“ point to a more significant
association of the rate of merger with business conditions and
changes in demand, Thus, the rste of merger during the period 1951~
1966 would seem to have been more closely aligned with changes in
the levels of industrial production (!:), vholesale prices ({) »
demand (l:) and stock prices (l:) than with the levels of earnings
(g) and interest rates (l:).

In accordance with this finding, model II was tested in four
reduced forms iavolving AX, (1 = 1,2,4,5). Tests of reduced models
I1a, IIb, 1Ilc and Ild gave the results presented in Table 5.2 omn
page 78, Though serial correlation was present neither im any of
the four reduced models nor in model II, AX, and AX' were highly
intercorrelated ('l.é = 0,9117), end, thus, any conclusions drawn
from the test results of models including both of those variables
must take into account, or at least recognize, this problem of
multicollinearity.

Under each reduced form of model II, the multiple correlation

coefficient (R) and F-ratio were significent at the 1 percent level.
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That is, even though Ag—l and Ax: were deleted from model II, each
of the reduced models appears to contain the economic variables
associated with the rate of merger during the period 1951-1966. Im
fact R was greater for IId tham for II, suggesting that the inclusion
of 6€-1 and A# in II did not help to "explain™ A)lt to a greater
extent than did the variables comtained in 1I1d.

However, though R was highest under IId, multicollinearity was
also present between !sx:_l and Ax':_l and a more appropriate model
might not include one of those variables. Since bl was consistently
more significant than b‘, the data seemed to "fit" more adequately
models Ila and IIb, each containing AX, , than Ilc, coutaining
ax:_l. Further, as R was greater under Ila than under IIb, it would
appear that the additiom of A{_l to Ila in order to form Ilc did
not "explain"™ the variatiom in AM, to any higher degree than simply
sX, , and AX) i Ils. That is, Ils appears to embody the significent
economic variables, namely, changes in the levels of industrial
production and stock prices, correlated with the rate of corporate
werger at the aggregate manufacturing level during the 1951-1966
period,

Thus, the data seemed to have supported the capital market
hypothesis of a positive association between the rate of merger and
changes in the level of stock prices. This temtative conclusion is
consistent with the findings of Nelson (61, p. 118, Table 60) and
Weston (93, p. 80) that merger activity in the periods 1895-1504,

1915-1930 and 1919-1941 was positively related to the level of stock
’“e..o
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The basis for the capital market hypothesis, as outlined in
Chapter m‘, is two-fold, First, nev securities issues may occur
with merger, and a thriving capital market, as depicted by rising
stock prices, would seem to insure a market for new securities
issues, Second, because a firm's stock-earnings ratio may become
abnormally high during periods of rising stock prices, the firm would
be motivated financially to lower its stock earnings ratio by
acquiring another firm with a2 much lower stock-earnings ratio.

A decision on which of these two factors was the more importaut in
motivating merger activity in the period 1951-1966 is not possible
here, but apparently a flourishing stock market was favorable in
some manner to the development of large-scale merger activity.

As well as supporting the capital market hypothesis of merger

activity, the data tended to confirm the "recession" thll’.lz

of
merger activity, as indicated by the significantly negative partial
regression coefficient of A!:_l. While Weston alse found a negative,
though insignificant, relatiom between merger activity and business
activity in the period 1919-1%41 (93, p. 80),merger movements have
generally occurred during prosperous times. In addition, Nelson's
study of the correlation of the two variables in the periods 1895
1904 and 1919-1931 yielded positive correlation coefficients (61,

p. 118, Table 60). PFurther, if the "recession" thesis holds, the

l‘su pp. 60-64,
280. pp. 39-60.



82

rising merger activity of 1951-1966, at first glance, would seem
inconsistent with the business prosperity that generally occurred
during that period.

However, the "recession" thesis of the rate of merger states
that changes in the level of merger activity are inversely associated
with changes in the level of business activity, or industrial produce-
tion. The hypothesis was tested by correlating amnual percentage
changes in the level of merger activity, or M(t in the period 1951-
1966 to annual percentage changes in the level of industrial produc-
tion, or AX) , in the period 1950-1965. A negative partial regression
coefficient would arise if positive Al&'u wvere associated with
negative ﬁ!:_l'l or if AM, and Aé_l moved in opposite directioms.
In the former case, the level of business activity would necessarily
fall from one period to the next, but business activity generally rose
over the 1950-1965 period, and, hence, this case would appear incom-
sistent with rising levels of merger activity. In the latter case,
the level of business activity would increase as long as Al:_l was
positive, yet declining. This case would appear compatible with the
rising levels of merger activity in the peried 1951-1966.

As stated in Chapter ln,l the reasoning supporting the "recession"
thesis of merger activity would seem to imply the former case above,
Ostensibly, during recessions firms are especially motivated to increase

revenues and reduce costs in order to maintain profits, Mergers, to

15ee pp. 59-60.
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the extent that they increase sales and achieve economies of operation
(lower costs) are a means of preserving profits. Thus, according to
the "recession™ thesis, the essociation of positive Alt'l with
negative A<_1‘| would seem necessary for the negative relatiomship
that actually occurred between changes in the level of merger activity
and changes in the level of business activity. However, as indicated
previously, business activity gemerally rose during the period 1950-
1965. That i, A<_1 was generally positive and, hence, would not
appear conscnant with the rising level of merger activity, or positive
AM, , that commonly occurred in the 1951-1966 peried,

Since both A%_ 1 and AM, were usually positive, the inverse
relationship present during the period 1951-1966 between changes inm
the level of merger activity and changes in the level of business
activity was apparently due to the movements of Allt and A!:_l in
opposite directions, as explained in the latter case above., As the
change in the rate of business activity decreased (increased), the
change in the rate of merger activity increased (decreased).

One possible explanation of the indirect associatiom of changes
in the level of merger activity with changes in the level of business
activity, even with general increases in both merger activity and
business activity during the 1951-1966 period is as follows: while
the business prosperity of the 1951-1966 period stimulated business
expansion, the increases in business activity were not of sufficient
magnitude to allow producers to achieve desired profit levels by

internal expansion; as a result, producers have resorted to expansion
by merger.
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As in the analysie conducted at the industry level, data limita-
tions existed in tests of hypotheses at the aggregate manufacturing
level. One notable limitationm resulted from the use of bond ylelds
as an indirect measure of capital costs or the interest rates of
funds borrowed for acquisition purposes. Though this study sssumed
that movements in bond ylelds reflected movements in interest rates,
there was no means of determining the degree to which the two move-
ments were coincident, or, stated differently, the extent to which
the assumption was justified, If a direct indicator of capital costs
at the aggregate level could be obtained, 2 more appropriate and
reliable test of the capital market-merger hypothesis would result,

A second important data limitation, and one equally germane to
the industry level of analysis, of the analysis at the aggregate
level was that merger data could be obtained cnly on an annual basis
and, as a result, the time lags assumed in the hypotheses were
necessarily stated in discrete units of one year. Thus, even if
8 priori reasoning had suggested that movements in merger activity
lag movements in a specific economic varisble by 2 period which was not
& unit number of years, this study would have been unasble to test
such & lagged relatiomship. In fact, the growth hypothunl set

forth in this study may be a case in point, It was assumed that a

period of one year was necessary for producers to become aware of

see pp. 64-65.
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trends in demand and earnings levels, while, actually, betweem one
and two years may be required for the trends to become evident to
producers. Since the Federal Trade Commission has compiled quarterly
merger data, it would seem appropriate to test more precisely any
lagged relationships which may exist between merger activity and
specific economic variables.

The data limitations present in the tests of hypotheses at both
the industry level and aggregate manufacturing level suggest that
further research is required to ascertain completely and reliably
the factors responsible for, or correlated with, the 1951-1966
merger movement, or merger activity im general, Further, the public
policy implications of merger activity, as outlined in Chapter I,l

made clear that further research is warranted.

See pp. 3-13,
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