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Relationship of Bank Size
And Bank Earnings—

Some Further Considerations

HE DECEMBER 1961 issue of the Monthly

Review discussed in some detail the in-
come advantage of large-scale banking opera-
tions, as reflected in ratios of net current
earnings to assets at member banks in the
Tenth Federal Reserve District. Among a large
sample of District members, average ratios of net
current earnings to assets during the 4 years
1956-59 were found to be about one-eighth
higher for banks with $100 million in assets
than for banks with $1 million in assets. This
earnings differential, which appears to stem
from differences in the efficiency with which
ordinary banking functions are performed, con-
tinues to grow with further progression up
the size scale of District banks.

While the ratio of net current earnings to
assets commands wide respect as a guide to
profitability in commercial banking, it is not
the only measure of bank income that deserves
attention. Ratios of profits before and after
taxes to assets, for example, convey a some-
what different impression of the size-earnings
relationship, and it is worthwhile to consider
why this is the case. Another interesting line
of investigation involves exploring the associa-
tion between bank size and income when in-
come is measured in relation to capital ac-
counts. As will be indicated, the superior
earnings position of large District banks ap-
pears much greater if bank income is measured
as a percentage of capital rather than as a
percentage of assets.

This latter fact raises intriguing questions
concerning the risk of enterprise at large versus
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small banks and the degree to which capital
ratios reflect these risk differences. These ques-
tions involve such complex issues that definitive
answers cannot reasonably be expected from a
study of the present scope. Nevertheless, they
are questions that bear importantly on the
interpretation of the relationship between size
and profitability in banking, and a significant
share of this article is devoted to them.

The analysis first compares ratios of profits
to assets with ratios of net current earnings to
assets, as these ratios are related to bank size,
and then turns to a consideration of bank in-
come measured as a per cent of capital. As in
previous articles in this series, technical ma-
terial of interest to a limited number of readers
is confined to footnotes or to notes under the
charts and tables.

BANK SIZE AND RATIOS OF PROFITS
TO ASSETS

Adjustments to net current earnings made
by banks in calculating net profits before taxes,
as recorded in member bank earnings reports,
involve some items which have significance to
the question of bank size and profitability,
while others depend heavily upon accounting
conventions that vary markedly from one bank
to another and from one time to another.
Actual losses or recoveries on loans are in the
former category, while the latter type includes
such items as transfers to and from valuation
reserves and realized losses or profits on se-
curities sold. These adjustments as a group
merit extensive investigation only if ratios of
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Bank Size

profits before taxes to assets show a signifi-
cantly different relation to bank size than ratios
of net current earnings to assets.

Table 1 provides data that bear upon this
question. Ratios of net current earnings to
assets and of profits before taxes to assets
shown in the table were obtained by deriving,
through statistical techniques, lines of average
relationship between bank size and the two
measures of income over the period 1956-59
for the group of sample banks on which this
study is based. Points along these lines indi-
cate average income ratios for banks of a par-
ticular size. For example, the first row of the
table indicates that banks with $1 million in as-
sets had net current earnings averaging 1.25 per
cent of assets over the 4 years, while their
profits before taxes averaged 1.05 per cent of
assets.!

A close inspection of the income to asset
ratios of Table 1 reveals that average ratios of
net current earnings to assets rise somewhat
more rapidly with increasing bank size than do
average ratios of profits before taxes to assets.

* The average ratios shown represent points on the
lines of simple regression between each measure of
earnings (as the dependent variable) and bank size,
with the size variable measured in logarithmic terms.
As indicated in the December 1961 issue of the Re-
view, multiple regression analysis using ratios of net
current earnings to assets as the dependent variable
and employing structural characteristics of bank assets
and liabilities—in addition to bank size—as indepen-
dent variables does not yield a regression coefficient
for bank size that is materially different from -the
simple regression coefficient. This is also true with
ratios of profits before and after taxes to assets.

The simple correlation coefficient for bank size and
the ratio of net current earnings to assets was .108,
which is statistically significant at the 5 per cent level.
For bank size and the ratio of net profits before taxes to
assets, the simple correlation coefficient was .065,
which is not statistically significant at the 5 per cent
level. Use of multiple regression analysis employing
such additional variables as the ratio of loans to
total assets, the ratio of cash to total assets, the
ratio of consumer to total loans, and the ratio of
time to total deposits yields partial correlation co-
efficients for the size variable that are significant at
the 5 per cent level in both cases.
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Table 1
AVERAGE RATIOS OF EARNINGS TO TOTAL

ASSETS FOR SELECTED BANK SIZES
Sample of Tenth District Member Banks, 1956-59

Bank Size Average Ratio to Total Assets (in per cent)
(Assets in Millions Net Current Profits Before
of Dollars) Earnings Taxes

1 1.25 1.05
10 1.32 1.09
100 1.39 1.13
200 1.41 1.14
300 1.43 1.15

Thus, while banks with $100 million of assets
have an average net current earnings ratio
about 12 per cent higher than those with $1
million of assets, their average pretax profit
ratio is about 8 per cent higher. This differ-
ence, however, is not large enough to be sta-
tistically significant, which suggests that total
deductions from net current earnings bear no
important relationship to size of bank.

Ratios of profits after taxes to assets, on the
other hand, are associated with bank size in a
way that is quite different from the relation-
ship between size and pretax income. As indi-
cated in Table 2, it is the very smallest banks
in the Tenth District, and not the largest, whose
aftertax income is the highest in relation to
their assets. On the average, the lowest after-
tax profit ratios are found among banks in
the $25-$50 million asset size class.

This alteration of the association between
bank size and profitability stems from the
operation of the Federal tax on corporate
income, which assesses the first $25,000 of
profits at a rate of 30 per cent, and each dollar

Table 2

AVERAGE RATIOS OF PROFITS AFTER TAXES

TO ASSETS BY SIZE CLASS OF BANK
Sample of Tenth District Member Banks, 1956-59

Bank Size Average Ratio of Number of
(Assets in Millions Profits After Taxes Sample Banks
of Dollars) to Assets in Size Class
0-5 17 114
5-10 .70 53
10-25 .66 50
25-50 55 24
50-100 .59 7
Over 100 .69 13




Chart 1
AVERAGE TAX RATE ON CORPORATE
TAXABLE INCOME
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in excess of $25,000 at 52 per cent. The effect
of this tax structure is to increase average tax
rates as corporate taxable income rises above
$25,000. As shown in Chart 1, the increase in
average rates is most pronounced for corpora-
tions with taxable income just over $25,000.
Over a significant range of the size distribu-
tion of District member banks, the rise in the
tax bite as the size of bank increases is so
great that it more than offsets the rise in aver-
age ratios of pretax profits to assets. This is
the reason that ratios of aftertax profits to
assets shown in Table 2 tend to decline with
bank size at the lower end of the size scale,
but then begin to rise again.

THE QUESTION OF RISK

These statistical measures indicate that,
were it not for the influence of the corporate
profits tax, ratios of net current earnings, net
profits before taxes, and net profits after taxes
to assets all would tend to rise with increasing
bank size among District member banks, re-
flecting the ability of larger banks to operate
with lower expenses per dollar of assets. There
is another advantage of large-scale operations
in banking, however, which may be just as im-
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portant in the interpretation of bank size and
profitability as the reduction in expenses per
dollar of assets with increasing bank size. This
advantage grows out of differences in the de-
gree of risk at large and small banks. If, as is
generally believed, the risks of enterprise are
significantly less at large banks, ratios of in-
come to assets appropriately adjusted for risk
differences would show a much steeper rise
with increasing bank size than do actual ratios
of income to assets.

It seems reasonable to assume that differ-
ences in risk at large and small banks are
associated principally with the probability of
substantial losses due to defaults on outstanding
loans. While a variety of other factors give rise
to uncertainty about the future profits of a
bank, potential losses on loans are a dominant
source of risk in commercial banking and, in
any case, a source which seems likely to be
related in an important way to bank size.

Two principal reasons exist for expecting
that the risks of lending may be inversely re-
lated to bank size. First, larger banks tend to
lend more heavily to large borrowers with
prime credit ratings, while small banks typi-
cally make small loans to small borrowers. The
result is that average loss rates on loans tend
to be higher at small banks, and the likelihood
of very large relative losses in any given period
is also increased. But even if the risk of de-
fault on loans was no less, dollar for dollar,
at large than at small banks, the ability of
large banks to diversify their loan portfolios
by type and geographical location of borrower
would reduce the risks of lending. Portfolio
diversification is a widely practiced means of
limiting risk in all types of asset management,
and the ability to diversify is directly related
to the size of the portfolio.

Loan Loss Ratios

A measure that is relevant to the degree of
risk associated with defaults on loans at the
sample banks is the ratio of actual net
losses or recoveries on loans to net current
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Table 3
AVERAGE ACTUAL NET LOSSES OR
RECOVERIES ON LOANS AS A PER CENT
OF NET CURRENT EARNINGS
Sample of Tenth District Member Banks, 1956-59

Bank Size
(Assets in Millions All Sample Banks with Actual

of Dollars) Banks Net Losses
0-5 3.18 6.71
5-10 29 5.04
10-25 39 3.25
25-50 3.66 4.09
Over 50 2.37 2.55

earnings. Actual net losses or recoveries on
loans at each sample bank were aggregated for
the 4 years 1956-59 and expressed as a per
cent of total net current earnings over the 4
years. Table 3 shows averages of these ratios
by bank size classes.

These average ratios for all sample banks
— the middle column of Table 3 — show little
relationship to size of bank.? However, if banks
that had actual net recoveries on loans over
the 4 years as a whole are removed before an
average is taken, a distinctly different rela-
tionship appears. Thus, in the right column,
which shows average ratios for only those
sample banks that had actual net losses on
loans, the ratios decline quite uniformly with
increasing bank size.

The difference between the figures in the
two columns of the table expresses the fact
that, especially among smaller banks, a rather
large proportion of the loans written off as
bad debts in the years prior to 1956 subse-
quently proved to be collectible. Such a fortu-
nate experience cannot, of course, be expected
to prevail under all circumstances. Thus, had
the years 1956-59 been years of serious eco-
nomic adversity, those recoveries on loans
might not have been possible. It seems wise,

2 Simple correlation analysis applied to the individual
bank data indicates that loan loss ratios are not sig-
nificantly associated with size of bank. The simple
correlation coefficient between bank size and the ratio
of actual net losses or recoveries on loans to net
current earnings was .041, which is not significant at
the 5 per cent level.
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therefore, to focus attention on sample banks
with actual net losses on loans during the
1956-59 period to gauge the differences in
lender’s risk at large and small banks.

The figures in the right column of Table 3
therefore are the more relevant ones to the
question at issue. Yet, while these averages in-
dicate higher loss rates at the smaller banks,
they conceal a diversity of loss experience
which bears importantly on the interpretation
of risk considerations. This diversity may be
seen in Table 4, which shows the distribution
of loan loss rates by size of bank for those
banks which had actual net loan losses over
the 4 years 1956-59.

This distribution indicates that although
there were no sample banks with over $50
million in assets whose loan losses exceeded
10 per cent of their net current earnings dur-

Table 4
DISTRIBUTION OF LOAN LOSS RATES BY SIZE
OF BANK FOR BANKS WITH ACTUAL
NET LOSSES
Sample of Tenth District Member Banks, 1956-59

Actual Net Loan : 6 s
Losses as a Per Cent  Bank Size (Assets in Millions of Dollars)

of Net Current Earnings  0-5 5-10 10-25 25-50 Over50

" Number of Banks

0-5 50* 26 29 15 15
5-10 19 4 9 4 4
10-15 4 2 1 3 0
15-20 3 3 0 0 0
20-30 3 1 0 0 0
Over 30 2 0 0 0 0

Number of Banks with

Actual Net Losses 81* 36 39 22 19

Number of Banks with
Actual Net Recoveries 33 17 11 2 1

Total Number of Banks
in Size Class 114 53 50 24 20

Maximum Loss as
a Per Cent of Net
Current Earnings 81.26 22.90 1251 1237 8.28

*Includes three banks whose actual net losses during the 4 years
were exactly zero.

NOTE: The variances of the distribution of loan loss rates, for
banks with actual net losses, are as follows: 136.39 for banks with
$0-$5 million in assets; 34.01 for banks with $5-$10 million in
assets; 8.79 for banks with $10-$25 million in assets; 17.85 for
banks with $25-$50 million in assets; and 5.81 for banks with
over $50 million in assets.
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ing these 4 years, losses of that amount or
larger are not uncommon among the smaller
sample banks. More than 1 in 10 of the total
number of sample banks with assets of $5
million or less experienced losses exceeding 10
per cent of their net current earnings, and 2
of the 114 banks in that size group had loan
losses equal to more than 30 per cent of their
net current earnings. It seems evident from
these data that the smaller is the size of bank,
the greater is the likelihood of very large losses
relative to net current earnings.

In appraising the significance of this fact for
risk considerations, it should be noted that
the seriousness of loan losses may tend to in-
crease much more than in proportion to the
size of the loss relative to net current earnings.
For example, if a bank’s loss rate jumps sud-
denly from 10 per cent to 50 per cent of net
current earnings, the consequences may go no
further than the immediate loss of income. But
the possibility always exists that doubts may
be raised concerning the financial stability of
the enterprise, and customers may react in
such a way as to affect permanently the earn-
ings potential of the bank. The probability of
this type of adverse development tends to in-
crease directly with the magnitude of loan
losses.

RATIOS OF EARNINGS TO CAPITAL

Because differences in the risks of enter-
prise at large and small banks are widely recog-
nized, both by the banks themselves and by
supervisory authorities, capitalization ratios
tend to be substantially greater among small
banks than among the larger firms in the in-
dustry. Condition report ratios of capital to
assets overstate these differences to some de-
gree, because they do not take into account
the fact that bad debt reserves are relatively
greater among the larger banks. Variations in
capitalization ratios by size of bank, neverthe-
less, are quite significant. For the sample banks
used in the study, capital accounts averaged

Monthly Review e February 1962

and Bank Earnings

Chart 2
RELATIONSHIP OF BANK SIZE TO RATIOS OF
NET CURRENT EARNINGS AND NET PROFITS
BEFORE TAXES TO CAPITAL ACCOUNTS

Sample of Tenth District Member Banks, 1956-59

Per Cent
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NOTE: The lines of average relationship shown are based on the
simple regression functions: (1) X; =12.475-+4.340 log Xa; (2) X3 =
10.5174-3.287 log Xa; where X, is the ratio of net current earn-
ings to capital in equation (1), and the ratio of net profits before
taxes to capital in equation (2); and X, is assets in millions of
dollars in both equations. Ratios are expressed in percentage
terms. The simple correlation coefficients are .478 for the first
equation and .382 for the second; in both cases the association is
significant at the 5 per cent level.

about 10 per cent of assets for banks with $1
million in assets; for those with $100 million
in assets, the average was just under 614 per
cent, or approximately 35 per cent lower. As a
result of these differences in capitalization, the
increase with larger bank size in ratios of earn-
ings to capital is steeper than the rise in ratios
of earnings to assets. Chart 2 portrays the
association between size and ratios of earnings
to capital among the sample banks.

Shown in the chart are lines of average re-
lationship between bank size and two measures
of earnings (net current earnings and net
profits before taxes) expressed as a per cent
of bank capital. Differences in earnings ability
of large and small banks judged by these ratios
prove to be very substantial indeed. Compar-
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ing banks with $100 million in assets to those
with $1 million in assets, for example, ratios
of net current earnings to capital are about 70
per cent higher and ratios of beforetax profits
to capital about 60 per cent higher. These
differences in profitability by bank size, it
should be noted, are far greater than those sug-
gested by ratios of net current earnings or net
profits before taxes to assets.

Due to the effect of the corporate income
tax noted earlier, the association between bank
size and ratios of aftertax profits to capital is
not accurately portrayed by a simple line of
average relationship such as the two in Chart 2.
The data in Table 5 indicate, however, that
ratios of aftertax profits to capital accounts gen-
erally tend to rise with increasing bank size,
and are highest for the largest banks in the
District.

Table 5
AVERAGE RATIOS OF PROFITS AFTER TAXES
TO CAPITAL BY SIZE OF BANK
Sample of Tenth District Member Banks, 1956-59

Bank Size Average Ratio of Number of
(Assets in Millions Aftertax Profits to Sample Banks
of Dollars) Capital (Per Cent) in Size Class
0-5 8.24 114
5-10 8.88 53
10-25 8.59 50
25-50 8.78 24
50-100 9.24 7
Over 100 9.26 13

It is possible that the lines of average rela-
tionship plotted in Chart 2 and the data in
Table 5 may be interpreted as portraying the
association between bank size and profitability
after due allowance has been made for the
risks of enterprise at small and large banks.
It is also conceivable, however, that the higher
income-to-capital ratios of the larger banks
stem in part from the willingness or the ability
of stockholders of the larger banks to assume
greater risks. The first interpretation would be
correct if variations in capital ratios by size of
bank were an accurate reflection of the in-

herent risks associated with the provision of
banking services at large and small banks. The
second interpretation would be appropriate if,
relative to the degree of risk assumed, smaller
banks tended to be the more heavily capitalized.

DO CAPITAL RATIOS REFLECT DEGREES
OF RISK?

To determine with any degree of conclusive-
ness whether differences in capital ratios by
size of bank reflect differences in the risk of
enterprise would require an undertaking far
beyond the scope of this article. Indeed, the
question cannot be answered fully by reference
to empirical data. As noted earlier, the degree
of risk faced by a bank depends to an im-
portant degree on the reactions of bank cus-
tomers to evidences of financial adversity, and
these reactions cannot be known with any de-
gree of certainty. Nevertheless, gaining some
perspective on the problem is itself a worth-
while goal, and the data for the sample of
banks used in the analysis can be exploited for
this purpose.

One way to search for an answer is to ask
a still broader question: Are variations in
ratios of capital to assets among the sample
banks closely associated with characteristics
other than size which might reasonably be ex-
pected to imply risk differences? For example,
are capital ratios closely associated with the
percentage of assets in the form of loans?
Again, are capital ratios associated with the
percentage of loans made to consumers? One
would expect a positive association in each of
these cases, since loans are the most risky
of the major classes of bank assets, and con-
sumer loans are generally regarded as a type
of bank loan that entails considerable risk.

If such characteristics of the sample banks
were quite closely related to capitalization
ratios, and differences in capital ratios among
the sample banks could be explained reason-
ably well by reference to such characteristics,
then the assumption that differences in capital




ratios by size of bank reflect differences in risk
would be at least plausible.

Following this line of reasoning, a statistical
analysis was undertaken to discover the re-
lation between capital-to-asset ratios of the
sample banks during the period 1956-59 and
the following characteristics of the banks:
(1) the percentage of assets in the form of
loans; (2) the percentage of assets held as
cash balances; (3) the percentage of assets
consisting of securities other than Treasury
issues; (4) the proportion of total loans con-
sisting of consumer credits; (5) the proportion
of total loans in the form of real-estate loans;
(6) the percentage of time deposits to total
deposit accounts;  (7) bank size; (8) the
growth rate of the bank from 1947 to 1959;
and (9) the ratio of profits after taxes to assets.
These last two characteristics were included
in the analysis, not because they were believed
to be associated with the risk of enterprise,
but because they were expected to affect cap-
ital ratios for different reasons. High growth
rates tend to be inversely associated with cap-
ital ratios because it is more difficult for banks
that grow rapidly to keep the expansion of
capital in step with the growth of deposit lia-
bilities. Conversely, high aftertax profits tend
to be positively associated with ratios of capital
to assets because high profits facilitate ad-
ditions to capital from retained earnings.

Manifestly, these nine factors do not ex-
haust the list of measurable characteristics
that might show some relation to bank capital
ratios, but one would expect them to explain
a large proportion of the variation in capital
ratios among the sample banks. When mul-
tiple correlation analysis was applied to the
sample bank data, however, it was found that
only 45 per cent of the variation in capital
ratios was accounted for by these nine char-
acteristics.
variation was left unexplained.

Perhaps a more basic consideration is the
relative importance of these nine characteris-
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tics in explaining variations in capital ratios.
The statistical analysis indicated that, apart
from bank size, the two most significant char-
acteristics in explaining differences in capital
ratios among the sample banks were growth
rates of the banks and ratios of aftertax prof-
its to assets.® These two characteristics, it
should be remembered, were included in the
analysis not because they were thought to re-
flect risk considerations, but because they in-
fluenced bank capitalization for other reasons.
Indeed, among the first six characteristics listed
above, only two—the ratio of loans to total
assets and the ratio of real-estate to total loans
—displayed an association with capital ratios
strong enough to be statistically significant.

The evidence, then, suggests that one can-
not accept without question the assumption
that variations in ratios of capital to assets
among the sample banks accurately reflect
differences in the risk of enterprise. Capital-
ization ratios vary partly for reasons that have
little apparent connection with risk considera-
tions; they also vary for reasons that cannot
readily be identified except by much more de-
tailed study of the characteristics of individual
banks.

SUMMARY AND CONCLUSIONS

The lack of assurance that bank capitaliza-
tion ratios adequately reflect risk positions
means that differences in ratios of bank in-

In the multiple correlation analysis using the ratio
of capital to assets as the dependent variable and the
nine characteristics indicated above as independent
variables, the highest partial correlation coefficient
was for the ratio of aftertax profits to assets (.355).
The second highest was for bank size (—.306), and
the third highest for the growth rate variable (—.292).

* The ratio of total loans to total assets and the ratio
of real-estate to total loans were both significant at
the 1 per cent level; none of the other four variables
were significant at the 5 per cent level. Interestingly,
the association between capital ratios and the ratio
of real-estate to total loans is negative, possibly be-
cause of the rather substantial proportion of real-
estate loans backed by Government guarantees.
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come to capital need not represent accurately
differences in profitability of banks after due
allowance for risk considerations. The appro-
priate allowance for risk that should be made
in comparing earnings positions of large and
small banks remains uncertain.

What appears to be clear from the data on
loan losses, however, is that small banks do
indeed face risks that are in excess of those
encountered by larger banks. Consequently,
comparisons of rates of return on assets by
size of bank—which make no allowance for
risk considerations—understate the profits ad-

10

vantage of increasing size by an unknown, but
perhaps very considerable, amount. Large-
scale operations in banking, by permitting the
selection of earning assets of higher credit
quality and enabling greater portfolio diversi-
fication, confer a profits advantage by re-
ducing uncertainties concerning the future as
well as by permitting the adoption of more
efficient ways to organize and conduct bank-
ing operations. The certainty of profits, as
well as the magnitude of profits, clearly is an
important consideration to banks and their
stockholders.
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Your Money’'s Worth

The Toughest Hurdle

For Small Business
Sylvia Porier

THE TABLE is buried on page 375 of a 549-page report

of the Federal Reserve System to four powerful com-
mittees of the Senate and House on “Financing Small Busi-
ness.” The study itself has received scant attention in the
press, the table hasn’t even been mentioned and the proba-
bility is few Congressmen and reporters (if any) have both-
ered even to read as far as page 375 of the report.

Yet, in my opinion, this table includes some of the
most significant proof ever put together of the grim in-
adequacy of small business financing facilities in our land
today.

It underlines a “discrimination” which almost auto-
matically develops against the small business borrower
during any period when loans, are tough and expensive °
to get.

It is dramatic evidence that a destructive gap does
exist in small bugsiness financing—and if we are going to
pay more than lip service to a thriving small business
community in America we must waste no more time
in filling the gap.

The table is a deceptively simple one. It shows the
‘amount, number and average size of loans to business by
Federal Reserve member banks from 1955 through 1957—
years when businesses of all sizes were hammering at the
doors of lenders for money, loan rates were zooming, our
central bank was aggressively pursuing a tight money
policy. In the column tracing the dollar amount of loans
made the following is revealed:

o
IN THE 1955-57 period of tight money loans to businesses
with assets of $100 million or more soared 66.4 per cent,

Loans to borrowers in the $25 million to $100 million
class jumped 51.1 per cent.

Loans to borrowers in the next three smaller classes—
ranging from $250,000 to $25 million—rose between 21
and 25 per. cent.

Loans to businesses in the $50,000 to $250,000 classm-
cation climbed 16.7 per cent.

Loans to business borrowers in the class under $50,-
000 declined 3 per cent.

That’s it—the proof, the clincher on all the rest of
the evidence we have that adequate financing is one of
the greatest obstacles small businesses face in this Nation.

Even in the 1955-57 period “large businesses willing
to pay the price for loans obviously were able to get them.
Not only did the dollar amount of loans to them skyrocket;
the number and average size of loans to them increased
sharply, too.

But businesses in the small classification — which
surely also wanted to expand, modernize, grow—-weren’t
able to get the loans. In years of unprecedented boom
the dollar volume of loans to them fell, the average size of
loans to them shriveled, the number of loans ta them crept
upward by only a tiny 0.3 per cent.

et ¥

’I"HE FAULT is not that of our existing financial institu-
tions; most of them strained their lending capacities
to the limit.

The fault lies in the lack of financing institutions to
which small businesses can go for long-term capital.

As A. D. H. Kaplan of the Brookings Institution and
Dr. Paul H. Banner put it in one section of the report,
small business gets its long-term capital in a haphazard
way today because there is no other way it can get it.
Small business doesn’t plan its growth on a sound, long-
term basis because it knows the type of capital required
for this is just not available. As for the Small Business
Administration in Washington—well, it's a distress, bail-
out organization, to which small business turns after it
finds it impossible to obtain loans elsewhere.

There’s a hint of progress. Congress is working on
legislation that would permit the SBA to charter new small
business investment companies. The SBA would get a
$250 million revolving fund from the Treasury out of which
it could make loans to the new investment companies, and
these in turn would provide long-term capital to small
concerns.

But this still is a piecemeal approach to the issue. The
broad, deep attack on the whole problem has not yet been
made. This is one field in which Government leadership
Iand experiment is imperative.
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370 Technical economies of scale: "It ought now, however,
to be mEaXizmit clear that these are techincal matters in a single
establishment and have nothing to do with merger, which is almost
entirely a matter of the proprietary (financial) unification of
separate plants. " G T Sty s8¢

377 Ciltes NY Eimes Oct 29 1930: when stock prices are
soaring, mergers frequent. Technical economies clalmed. But when
stocks fall, times tough, economies would be welcome, no mergers.
"The apparent anomaly is said to provide material for those who
charge that mergers are frequently effected for reasons of other than
economny . " 58
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MERGERS

(Continued from Page One.)

" FTC WILL PROBE
MERGER GROWTH

Chairman Says Thorough
Investigation Will Be
Conducted Speedily

WASHINGTON, Oct. 25 @ —
Chariman Edward F. Howrey of |1
the Federal Trade Commission an-|o t
nounced today the FTC has or-|p
dered ‘“a speedy but thorough in-|(
vestigation of the current wave of t|

| 3)

mission’s Bureau of Economics lo’
make the study. He gave these |
fhighlights of mergers and compa- |
[Ny acquisitions in the fields of |
‘:nmnufacturing and mining since|
1919:

During the 1920s
b acquisitions never dropped beIowg
(300 a year except in 1922, when|
0l the total was 297

In 1928 and 192 ’
they reached their IMEQ
~Mergersfelt off through the T930s

S5
0 a low of 87 in 1939, but rose
again during the "40s, to 419 in
1946, after which they declined to

, mergers and |

mergers.”

Howrey said the purpose would
be to provide facts for the com-
mission, the Department of Jus-
tice, Congress and the public about
the “post-Korea merger pattern2’

Atty, Gen. Brownell, and Stanley
M. Barnes, assistant attorney gen-
eral in charge of antitrust activi-
ties, have both said recently the
Justice Department is keeping an
eye on mergers.

has under study 209 mergers or

that the commission has field
charges in three cases in thg bak-
ing, paper, and steel scrap_ﬁelds.

Recalling “the trust formu_1g era
of 1887-1904” and “a significant
merger movement in the 1920s,”
Howrey said:

“Both the earlier waves were re-

d
Howrey said the FTC currently{;

company acquisitions, and noted|(;

£ i

137 in 1949,
¢ Consolidations Jump.
o 1951 the number of consoli- | B
dations jumped to 703, the larg-
tlest total since 1930, and rose again
in 1952 to 822, then fell to 793 in
1953,

During the first two quarters of
this year, according to the FTC
figures, there were 295 mergers or
facquisitions of businesses in the|
amanufacturing and mining fields. ’
Howrey’s announcement indicat-
‘led the FTC study would not be
limited to manufacturing and min-
ing, but would take ‘in the entire
‘1corporate field,
He said the FTC will look into
{{recent mergers with the following
' specific points in mind:
1. The desire for more diversi-
ed products.
2. The desire to le
tion.

ssen competi-

\garded with considerable alarm by
the public and in turn py Con-
gress. There is no question that

gmust be carefully assessed.”
few months.

Howrey directed the com-
See MERGERS, Page Three.

|

S

1
S
t!
the present merger movement|p

A report is expected within alay,

€4 5 The desire of firms to inte-

lard & Ballard Co., Lo
American Home Foods, In
York City;
Crown Zerllerbach
Helen’s Pulp & p
Helen’s, Ore.;
by Luria Bros.
of a number of com
business of buying an

3. The desire of small and me-
dium size firms to grow rapidly
by business consolidations in the
interest of being able to compete
more effectively with already es-

blished larger firms.

4. The extent to which acquisi-
tions were caused by the financial
Cfailure of firms acquired.

Jrate into their own operations a
higher stage of fabricationsor pro-
duction of raw materials.

The announcemen
to now the mer
peared to have t

t added that up
ger increase ap-
aken place parti-

cularly in the bakj aper, tex-
tiles, dairy, ch%e
and primary mefals industries,
FTC THas instituted proceedings
under the Clayton Antitrust Act |
following acquisitions by Pillsburyﬂ
Mills, Inc., Minneapolis, of Bal-
uisville, and
c., New |
quisition by
Corp., of St.
aper Co., St.|
and the acquisitions |
» Inc., Philadelphia, |
panies in the |
d selling steel“
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Merger s Solutio
For Canada’s

Small Oil Firms

Small Canadian oil companie
have found a way to solve some o
their money problems—they merg
-|with one another and become dol-|
lar stocks instead of penny stocks

This was the explanation give
here yesterday by a lawyer fro
Calgary, Alberta, who handles the
legal business of some 40 Canadian|
and American oil firms, He. is M.
f E. Jones, who is here to consult
-|with officials of Bishop Qil Co.,
".\which has a Canadian subsidiary,
Capadian Bishop Oil, Ltd.

Jones said the merger rate of the
maller companies has picked up
as the penny-stock companies
glfound it difficult to market new
stock offerings. By combining as-
ets they find wider acceptance for
heir shares.

The lawyer from Calgary man-
ges to keep himself busy. Last
ear, he said, he incorporated over
0 oil and gas companies, most of
them for individuals who have no

'lintention of selling stock to the
ublic.
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o b : g's study, 1921, of mergers, 35 -- hade less sgY
4% than before -- despite new mmpy power. Made less, both immediately,
for 10 yrs. & later 10 yrs, for USS at least, were more pros erous
than earlier.
(but capital gains, & lower mr, make dif

=4
~—

: 111-12li, many quotes on units too large. & their directors, ;g%
besides paPtLj directing something too big for them, are directors o
other corps, tool

h

l'\"‘

128, cite Brandeis, Louls D., "O0ther People's lloney'"But relatively
Mot few large issues were made necessary by great improvements undertaken
Techn. or by #industrial development. Improvements & development usually proceed
slowly. For them, even where the enterprise involves large expenditures,
a series of smaller issues is usually more appropriate than single
large ones. ....The 'great! s ecurity issues in which banker“ have
coonerated were, with relatively few exceptions, made either for the

purpose of effecting combinations or as a consequence of such combinatio-
S84

ns." his p. 110, 111 “about 1913
. ; |
Tinoneial irnest S. Suffern, NY Times Analyst, Nov 3, 1913: "Knowledge
. % technical ability have given place to financila inf luence.." sy
A This sentence sums it up well.
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sife  p, 196, Table 5. They have gathered data on proprietorships, from
tax digests of various counti=s. By size of holding. Now if I had data
on conc. of operations in those counties, could compare. Could get them,
by taking county data from 1930, or 35 census. If Estelle would take the
time, it would Be good stuff.

Here is Table 5:

£
!
i

3-10 acres 5 5.1 -r For these counties:

10 6.2 > of ey T NC: Clevelandi, Edgecombe
20 23.6 " % Greene, Halifax, Iredell,
50 B Johnston, Lincoln, Robeson,
100 19.2 Rutherford, Union, Wilson.
175 8.5

260 % Ga: Banks, Berrien, Burke, Butts, Clay, Coweta,
500 & up L. Decatur, Dougherty, Forsyth, Greene, Jasper,

Johnson, Lincoln, Lowndes, Madison, Newton, Paulding, Poll
Putnam, Sumter, Talbot, Telfair, Troup, Wilkes
Miss: Adams, Carroll, Clay, Coahoma, Quitman, Warren, Washington, fazoo.

Own-p Vs P wni'ts.
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Chap 12, Czechoslovakia, antonin Basch

p. 309. Before reform of early 20s, 2,000 "establishments"
with over 500 ha. had 1/3 total area of Cgzechoslovakia. There were
2m ag est.s in all; more than half were less than 2 ha.

“ntall protected the large ones.

p. 310 "ln general it might be said that there existed vast
estates on one side and very small farms on the other. “his situat-
ion of landownership led to a growin number of tenancies, both
large and small."

ST
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That holdin ¢ @ rger on petter land. € g v, 13.6% crop-
land is in holdin OVeP 250 acres; in Skane, 31.5%; in Smdldnd /52 -
2098, W, Sw. 21, 50, N. Sw. 11. 8%.

: In each region, -#
~of—trot4s % of land in op- ns over 250 acres is much lesq
than %




P 237-f 4 statistical windfall. @Swedlsn census. ONOWS
\ clearly that larger holders rent out Tore of their holdings.
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Horton states: "The capital structure of large-unit agriculture is
cnaracterized by relativel, high outside interests (landlord and
creditor); and these outside interests are largely those of investors
who operate as part of a relatively broad capital market. Small-unit
agriculture, on the other hand, appears to be financed to a greater
extent by operator's equlty, supplemented by credit from local lenders,
notably commercial bankq.
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efficiency.” Conglomerate mergers may produce growth in earnings per share
without any real efficiency.

Il. STATISTICAL TESTS OF THE MERGER PROFIT HYPOTHESIS

The merger profit hypothesis outlined above suggests that one of the
prime causes of the present conglomerate merger movement is pursuit of
merger profit arising out of price-earnings differentials and perhaps aug-
mented by leverage. If this position is valid, then we should expect to find
that for conglomerate mergers the price-earnings ratio of acquiring firms is
significantly greater than the price-earnings ratio of acquired firms. This
expectation may be evaluated by testing the null hypothesis that the geo-
metric mean of the ratio (P./E+) / (Ps/Es) is unity against the alternate
hypothesis that that ratio is greater than unity. From the Federal Trade
Commission compilation of all mining and manufacturing mergers involving
acquired firms with assets of $10 million or more we have examined all
mergers listed during the period from January 1, 1967 through June 30,
1968. The 122 mergers listed during this period are classified into three
groups: horizontal, vertical and conglomerate.” Price-earnings ratios for
both merger partners were calculated three months prior to the announce-
ment of a merger. The three-month lead was used to avoid the price effect
of a rumored merger. The ratio (Pa/E+) / (Ps/Es) was then computed for
each merger. For the 104 conglomerate mergers, the geometric mean of that
ratio was 1.40. In the absence of the hypothesized relationship, we would
expect a random distribution of the ratio of price-earnings ratios to have a
geometric mean of 1.00. We find that the observed geometric mean deviates
from the expected value more than can be accounted for by chance variation
alone where a 0.05 significance level is employed (Student’s # = 6.08). This
test clearly establishes that the geometric mean of the ratio of P/E ratios for
conglomerate mergers is significantly greater than unity. Accordingly, we
reject the null hypothesis."

Among the 122 mergers in the sample, 18 were classified by the Federal
Trade Commission as horizontal or vertical mergers. The geometric mean of

‘An attempt was made for a group of conglomerate merging firms to identify the sum of
merger profits and residual operating profit reflected in their records of earnings per share. The
study revealed that merging firms do not make sufficient information available to the public to
permit an identification of merger profit. For the six leading conglomerate merging firms a total
of 258 mergers were identified covering the period January 1, 1961, through June 30, 1968.
Sufficient data were available in only 37 of these to permit a calculation of merger profit. The
publication of financial data on mergers is governed by Securities and Exchange Commission rules.
The Commission requires that detailed information on mergers must be submitted to the SEC for

all mergers involving a “significant amount of assets.” SEC regulations [25] then define a
significant amount of assets”” as those situations in which “the book value of such assets or the

amount paid or received therefor . . . exceeded 15% of the total assets of the [acquiring firm]
and its consolidated subsidiaries or if it involved the acquisition . . . of a business whose gross
revenues . . . exceeded 15% of [the acquiring firm] and its consolidated subsidiaries . . .”

Where the assets acquired are not significant as defined above, reports need not be filed with SEC
and information on financial values of the merger need not be made public.

“The 122 mergers included 7 horizontal, 11 vertical, 79 product extension conglomerate, and
25 “other conglomerate” mergers. There were no “market extension’ conglomerate mergers in the
sample.
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their relative price-earnings ratios is 1.08. This mean is not significantly
different from unity (Student’s 7 = 0.66). Apparently, horizontal and ver-
tical mergers take place for reasons other than a favorable price-earnings
relationship.

Finally, we should expect to find that the geometric mean of the relative
P/E ratio for conglomerate mergers is significantly greater than that mean
for horizontal and vertical mergers. A test of the significance of the differ-
ence between the two mean values (a one-tailed test) confirmed this expec-
tation at a 5% level of significance (Student’s 7 = 1.76).

1II. ECONOMIC IMPLICATIONS OF THE MERGER PROFIT THEORY

Having established that conglomerate mergers are characterized as cases
in which there is a price-earnings differential favorable to the acquiring
firm, and having made a logical case in support of the argument that a
series of mergers in producing merger profit can create a record of growth
in earnings per share without efficiency, we shall explore the economic impli-
cations of the merger profit theory.

1. The “addiction effect”. High price-earnings multiples are conferred
upon companies with demonstrated and anticipated continued growth in
earnings per share. This consideration, together with the pride and prestige
of heading a dynamic growth company, places a great pressure on manage-
ment to perpetuate its record of growth. Once started, growth develops its
own pressure. But, if merger profit is an important component in the growth
record of a firm and if new sources of operating efficiency cannot be sub-
stituted for earnings growth due to merger profit, then mergers must con-
tinue. Further, the amount of merger profit was shown to be a function of
the relative size of acquired firm. Thus, in order to maintain a constant
earnings per share growth rate, the size of the annual acquisitions must
increase at a compound growth rate.*”

2. Withdrawal pains. If the management of the acquiring firm is unable
to increase its acquisition rate (or the size of its total annual acquisitions)
and is not able to offset the growth in earnings formerly contributed by
merger profit, then its earnings per share growth rate will decline. But stock
prices and P/E multiples are based on anticipated and actual earnings.

"Certain merger costs not shown in this differential P/E ratio analysis will reduce merger
profit to the acquiring firm. First, there is commonly a premium paid to the acquired firm stock-
holders above the preannouncement market price of their stock. This premium averaged 13
percent in 1964 [28, p. 12] and rose to 20 percent in 1967 [21, p 38]. Second, there may be
a side payment to the chief executives of the acquired firm to induce them to support the merger.
Manne [9, p. 118] noted that “The most obvious kind of side payment to managers is a position
within the new structure either paying a salary or making them privy to valuable market infor-
mation.” Third, there may be substantial finders fees and legal costs incurred in the merger
process. On the other hand, frequent use is made of leverage as part of the financial package,
having the effect of increasing merger profit. To what extent these factors may be offsetting is not
known.

"Managers of conglomerate firms may be more concerned about maximizing earnings per share
than are non-conglomerate managers. Mr. J. J. Ling [24, p. 95] of Ling-Temco-Vought stated
he has the general objective of increasing the “total earning capacity” of LTV, ‘“the ultimate
expression of which would be in the increased earnings per share.”
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Where anticipations are not met, the penalty is normally a sharp downward
market re-evaluation of the firm’s stock.*®

3. The ultimate payoff of addiction. There are limits to growth by merger.
Over time, the surviving conglomerate firm will have acquired positions in
a variety of industries. In turn, the large firms that might be acquired tend
to be multiple product firms. The probability of finding low P/E firms that
can be acquired and do not involve forbidden horizontal relationships de-
clines. Further, even if horizontal relationships can be avoided, large con-
glomerate acquisitions are now subject to antitrust constraints. The Depart-
ment of Justice “guidelines” [27, pp. 20-27], issued in 1968, announced that
the Department will ordinarily challenge any conglomerate merger between
one of the most likely entrants into a concentrated industry and one of the
eight largest firms in that industry. In addition, the Department will chal-
lenge mergers likely to increase reciprocal buying, to entrench or increase
market power, or to raise barriers to entry. Thus, there are terminal condi-
tions which seem likely to bring an end to growth by merger for individual
firms.

A firm having one of its major sources of growth blocked by antitrust
action, or by its inability to find acceptable merger partners with P/E ratios
lower than its own, might be expected to seek out new sources of earnings
growth, initially through increased internal efficiency. This solution may not
be possible. Recent studies of the relative efficiency of conglomerate merg-
ing firms, including studies that fail to correct for the merger proﬁt com-
ponent present in the record of reported earnings, either conclude that con-
glomerate merging firms have a relatively poor performance record or raise
doubts about conglomerate efficiency.*

If increased internal efficiency is not promising, accounting devices may
be exploited to show higher current year reported earnings, usually at the
expense of future earnings reports. A commonly-used device is to shift from
an accelerated to a straight-line method of depreciation accounting. Also, a

¥As a prime example, the year-end 1967 P/E for Litton Industries was 43. The Litton common
stock price was 108 and earnings were $2.54. First quarter 1968 earnings failed to meet expec-
tations by a large margin and all of calendar 1968 was disappointing. By mid-1969 the Litton
P/E l;ad declined sharply to 18. Price was 43 as of August 14, 1969, and twelve-month earnings
were $2.35.

"Reid’s study of mergers taking place in the years 1951-61 found that the rates of growth in
market price per share of common stock and in profitability were significantly higher in firms
relying on internal growth only, compared to firms involved in one or more mergers [14, p. 158].
In a more refined classification, Reid [14, p. 201] found that the increase in the share of profits
attributable to the base period stockholders relative to base period assets was significantly higher
in “aggressive pure internal growth” firms than in “offensive conglomerates.” Similarly, Hogarty
[5, p. 61 concluded that “the investment performance of highly merging firms is significantly
worse than the average performance of firms in their respective industry.” Kelly [7, p. 571, on
the other hand, found that for his matched pairs of firms, growth in rate of return and in market
valuation were not significantly related to the form of expansion (by merger or internal growth).
Similar neutral results were developed in a Foizune study [13, p. 1761 involving growth rates
by firms between 1956 and 1966. This study concluded that “there isn’t any relationship to speak
of between diversification and earnings growth.”” A forthcoming study by J. Fred Weston tenta-
tively concludes that conglomerate earnings on equity (not earnings per share) are relatively
favorable. The history of conglomerate merging firms is too short to permit a definitive statement
concerning their relative efficiency.

MEAD: MERGER MOTIVES 299

Figure 2
Dollars
per share
Reported profit
<~ Increments of Sum of
merger profit merger
_____ profit
\Estimated operating profit \Buse year profit
(reported profit less
sum of merger profit)
1 A ' A A v 1 - Yeﬂr
| 2 3 4 5 6 7

FIGURE 2—REPORTED PROFIT, INCREMENTS OF MERGER PROFIT, AND ESTIMATED OPERATING
PROFIT FOR A FIRM ENGAGED IN A SERIES OF MERGERS.

share may therefore show a record of growth on the basis of merger profit
alone.®

Reported profit in the terminal year may be more or less than the sum
of base year profit plus merger profit as shown in Figure 2. In the former
case, the excess could reflect growth in the parent company from its sep-
arate operations, growth in any of the acquired firms, or new economies of
scale. The term “synergism” has been coined to describe this third kind of
efficiency. Synergism is defined as the “2 + 2 = 5" effect. J. Fred Weston
[18, p- 130] described the situation in the following example: “When Merck
merged with Sharp and Dohme, synergistic effects were said to be present.
Merck was said to have a very strong research organization; Sharp and
Dohme was said to have a very strong sales organization. Each, in the
combined firm, was able to contribute a particular competence that the other
did not have.” Thus, the synergy concept is an efficiency rationalization.
However, the model shown in Figure 2 suggests that the growth in earnings
per share, frequently cited as evidence of synergy, may simply reflect instan-
taneous merger profit and may be totally independnt of any efficiency that
accrues with the passage of time. What has been called synergy should be
subdivided into (1) instantaneous merger profit that is independent of
efficiency, and (2) operating efficiencies that result from synergy. In any
event, the observed behavior of earnings per share of a firm involved in a
series of mergers is itself a conglomerate of merger profit and operating

SInvestors are normally impressed with a demonstrated ‘growth in earnings per share and may
accord such a firm an even higher price-earnings ratio.
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FIGURE 1—MERGER PROFIT (PERCENT INCREASE IN EARNINGS PER SHARE) OF THE BUYING
FIRM AND THE PRICE-EARNINGS DIFFERENTIAL FOR VARIOUS VALUES OF RELATIVE TOTAL
PROFITS.

In the absence of a favorable P/E differential an acquiring firm may in-
crease its profit by financing the merger with senior securities or cash, that
is, through the use of leverage. Thus any merger profit attained through a
favorable P/E differential may be further augmented by the use of leverage.
In addition to the possible use of common stock to pay for the acquired
company, the acquiring company may utilize any combination of the follow-
ing: preferred stock (convertible or non-convertible), debentures (convert-
ible or non-convertible), warrants and cash.”

Through a series of mergers each yielding a merger profit an appearance
of growth and efficiency may be created in the absence of any real efficiency.
The point is illustrated by a graphic model in Figure 2. Let us suppose that
beginning with the base year the acquiring and all acquired firms have
completely static earnings per share from their separate operations, and that
there are no economies of scale introduced as a result of merger. The ter-
minal year earnings per share of the surviving company is the sum of base
year profit plus all increments in the form of merger profit. Earnings per

"The opportunity of showing merger profits through issuing convertible securities as part of the
merger price was limited in 1968 and 1969 when the Securities and Exchange Commission re-
quired that reported earnings per share show the effect of conversion of any convertible securi-
ties and warrants. The use of additional leverage to increase earnings per share of common stock,

while frequently part of a merger package, may of course be undertaken independent of any
merger.
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pooling-of-interest method of asset valuation in mergers may be exploited
for similar ends.”® The first alternative source of growth (internal efficiency)
is yet to be demonstrated. The second source (accounting devices), though
widely used among conglomerate firms, consists of short-term expediencies
that have led to the charge that some conglomerate merging firms are
“houses of cards.” Thus, merger profit is not a sustainable source of growth,
and internal efficiency may not be available as a substitute.

4. Economic instability. The use of debentures and preferred stock as a
means of fimancing mergers and augmenting merger profit may raise prob-
lems of financial instability for individual firms and for the economy in
general. Many of the conglomerate merging firms are merely holding-
companies that control securities of operating companies acquired through
merger. For the twenty-four leading conglomerate merging firms, common
stock and surplus represents, on average, 53.3 percent of their total capital-
ization (see Appendix B). This figure is significantly below the 74.6 percent
average equity base for other industrial firms. Further, use of leverage by
conglomerate merging firms has been increasing (the equity base has been
decreasing). In 1960, 60.2 percent of their capitalization was represented
by common stock and surplus. This percentage had declined to 53.3 percent
by 1968 (see Appendix B). Debt must be serviced on penalty of possible
bankruptcy proceedings. In the event of a widespread decline in business
activity, heavily leveraged firms are vulnerable. The experience of the 1930’s
with heavily leveraged public utility firms in particular demonstrated the
spillover social cost due to excessive leverage in individual firms.

S. Inadequate public information. Parties to a merger, unless required by
Security Exchange Commission regulations, do not make sufficient informa-
tion available to the public to permit an evaluation of merger profit. An
effective capital market requires that information be available to the invest-
ing public. The social cost of inadequate information is resource misallo-
cation. Where security prices are inappropriately high due to inadequate in-
formation, expansion may be inappropriately encouraged. Similarly, security
prices that are unduly low may retard desirable expansion. Further, until
trends in reported earnings can be adjusted for merger profit, the perform-
ance of merging firms cannot be effectively compared with nonmerging
firms.

The conglomerate merger is a new phenomenon on the corporate combi-
nation scene. Merger motives cited by scholars to account for past merger
waves do not appear to explain the current merger wave adequately. Pursuit
of instantanous merger profit appears to be a major though not exclusive
motive for conglomerate mergers. An understanding of both the merger profit
concept and the economic implications of a series of these financially-
oriented mergers is a necessary prerequisite to an understanding of the
extremely high level of conglomerate mergers, and to the development of
public policy regarding conglomerate mergers.

*See Brilloff [1], [2] and Mosich [11].
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advanced in this paper is that pursuit of instantaneous merger profit is a
major cause of the present conglomerate merger wave.' The effect on the
total earnings and the earnings per share of the acquiring company may be
shown as a pro-forma restatement of current years earnings. As a restatement
of earnings, merger profit is achieved independent of time, whereas improve-
ments in earnings per share due to operating efficiency require the passage
of time.®

The amount of merger profit is a function of (1) a favorable price-
earnings ratio differential and (2) relative firm size (measured by total
earnings). Where an acquiring firm has a price-earnings ratio (Pa/Ea) that
is high relative to that of the acquired firm (Pz/Ez) a merger involving a
simple exchange of common stock can produce an instantaneous increase in
earnings per share for the acquiring firm. A relatively high price-earnings
multiple simply means that a share of common stock has a relatively high
buying power per dollar of earnings in purchasing earnings through the
merger process. A merger of this kind increases the acquiring firm’s total
profit more than it increases its outstanding common stock.

Given a price-earnings ratio differential favorable to the acquiring firm
(P1/Es > Py/Eg), the amount of merger profit depends on the relative size
of the merging firms. The larger the acquired firms (relative to the acquir-
ing firm) the greater will be the merger profit. Where the price-earnings
ratios of the merging firms are of equal value and the merger involves a
simple exchange of common stock, merger profit will be zero regardless of
the relative size factor.

Several hypothetical examples of the merger profit calculation are shown
in Appendix A. Figure 1 illustrates the functional relationship between
relative P/E ratios and total profit ratios, as independent variables, and the
percentage increase in the buying firm’s earnings per share, as the dependent
variable.®
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‘I do not assert that pursuit of merger profit is the only factor leading to conglomerate mergers.
In some cases, a reduction of tax liability through tax loss carry-forwards is the dominant
motive. In others, quick entry into a new field (instant product diversification) is the dominant
motive.

*Price-earnings differentials as a source of quick profit through merging have been discussed
recently by financial writers, and to a lesser degree by academic economists. See Smalter and
Lancey [15], Zwerdling [191, Business Week [201, [21]1, Financial World (231, Lewis [8],
Halbkat [4, pp. 95-106], Weston [18, pp. 117-381, and Jacoby [6]. In their extensive study of
mergers taking place during the period 1940-49, Butters, Lintner and Cary [3] made no refer-
ences to price-earnings differentials either as a motive or a characteristic of mergers.

*To compute pro-forma earnings per share, E, following a merger based on a simple exchange
of common stock, the following data are needed: (1) Total profit of the acquiring firm before
the merger, T4, (2) total profit of the acquired firm, Ts, (3) shares of common stock outstand-
ing of the acquiring firms, S, (4) shares of common stock outstanding of the acquired firm,
S8, (5) market price of the acquiring firm’s common stock, P4, and (6) acquisition price of the
acquired firm’s common stock, Ps. The pro-forma earnings per share for the acquiring firm may
be computed with the formula: E = [T4 + T3] / [S4+ + Ss(Ps/P:)]. The term Pp/P4 in
the equation defines the exchange ratio—the number of acquiring firm shares that must be given
for each share of the acquired firm. Merger profit is the difference between the computed pro-
forma earnings per share, E, and the pre-merger earnings per share for the acquiring firm, for
the same period. The percentage increase in the buyer firm’s earnings per share, I, computed in
Appendix A and plotted in Figure 1 is: I = [(E/P)—11 (100) where P is pre-merger earnings
per share of the acquiring firm.

DIFFERENTIALS AND TOTAL PROFIT RATIOS

refers to the price actually paid for each dollar of ac

premium offered above market price for the acquired firm.
of the premerger shares of the buying firm c

obtained by multiplying the number of selling firm common stock shares outstan

APPENDIX A—MERGER PROFIT AS A FUNCTION OF PRICE-EARNINGS RATIO
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1. Total profit available for common stock
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4. Price per share (line 3 times P/E ratio)
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Item
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“The term “‘acquisition price-earnings ratio”

*Total shares outstanding is the sum
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10/5
10/1
ratio is obtained by dividing the market price (or buying price) per share of the sellin,

selling stockholder value equal to the premerger value of his shares (or to an agreed u

total profit,
buying firm
to selling

Ratio of
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firms nearly doubled (increased 92 percent).

Perhaps of even greater significance is the change in the character of
mergers. Whereas earlier merger waves were among horizontally and to a
lesser degree vertically related firms, the current merger wave has become pre-
dominantly conglomerate in character. This trend has accelerated throughout
the third merger wave. In the four-year base period, 1948-51, 41.4 percent
of the asset value of all large (acquired firms with assets of $10 million or
more) mergers were between horizontally related firms. By 1968 horizontal
mergers accounted for only 2.5 percent of the total [26, p. 77]. In the base
period conglomerate mergers accounted for 38.1 percent of the total, and
this share increased to 90.7 percent by 1968.°

The shift from horizontal and vertical to conglomerate mergers is prob-
ably fully explained by recent Supreme Court decisions. In 1918 the Supreme
Court ruled in favor of United Shoe Machinery Company although it had
acquired 60 independent firms, mostly horizontally or vertically related, and
produced 95 percent of the shoe-making machinery available in the U.S.
The probability of merging large horizontally and vertically related firms
with impunity diminished sharply following passage of the Celler-Kefauver
Anti-Merger Amendment to the Clayton Act in 1950. Further, the Supreme
Court has increasingly followed a hard line on mergers; indeed, since the
landmark DuPont-General Motors case in 1957, all merger cases reaching
the Supreme Court have been ruled violations of antitrust laws.

The scope of possible horizontal and vertical mergers is relatively limited.
First, recent antitrust prosecution has severely restricted potential mergers
involving market power and perhaps many more not guilty of this offense.
Second, if horizontal and vertical mergers are to yield economies of scale
and subsequent profits, the merging firms must pass a profitability test. In
contrast, the range of potential conglomerate acquisitions is extremely wide.
Industrial classification by definition is no longer relevant. Conglomerate
acquisitions have ranged over almost the entire spectrum of American and
foreign business. Further, until 1968 the fear of antitrust action was not a
limiting force. Unconstrained by some of the time-honored considerations
leading to selection of a merger partner, acquiring firms may seek out those
acquisitions that guarantee an immediate merger profit.

I. THE MERGER PROFIT HYPOTHESIS

Merger profit is defined here as an instantaneous increase in the earnings
per share of an acquiring company, due solely to the merger and totally
independent of operating efficiency, market power, or other causes of in-
creased profitability that may accrue with the passage of time. The theory

‘Reid [14, p. 126] has argued that the three major merger waves can be further characterized
by the “kind of promoters dominant in the merger activity.” He observed that “the outside
professional promoter played a major role during the era of consolidations at the turn of the
century. During the late 1920’s the investment banker moved into the forefront of merger
activity. The current wave is dominated by the professional managers of the firms involved in
merger activity. This is the most striking development during the current wave and is partially
accounted for by the increased freedom of management from stockholder control.”
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APPENDIX B—COMMON STOCK AND SURPLUS AS A PERCENT
OF TOTAL CAPITALIZATION

Twenty-five firm random sample of non-
Twenty-four leading conglomerate merging firms conglomerate merging industrial cor-
porations, 1968

1960 or

first year

data are
Firm name available 1968 Firm name 1968
Automatic Sprinkler 35.3 33.3 Atlantic Richfield 79.7
Bangor Punta 100.0 29.1 Beech Aircraft 100.0
Consolidated Foods 37.4 1.2 Brown Co. 30.3
FMC 71.1 66.9 Celanese Corp. 36.7
General Dynamics 572 69.9 Cleveland Cliffs Iron 76.9
Glen Alden 74.8 51.9 Fairchild-Hiller 60.7
W. R. Grace 55.3 48.5 Ferro Corp. 68.9
Gulf & Western 76.7 32.2 Foster Wheeler 76.2
Indian Head Mills 48.8 44.1 General Refractories 64.5
ITT 66.8 46.1 Gould National Batteries 75.7
Walter Kidde 70.4 66.8 Gulton Industries 73.2
LTV 24.3 13.8 Hoffman Electronics 100.0
Litton Ind. 58.9 59.9 Inland Container Corp. 98.9
McGraw Edison 96.0 97.9 Jonathan Logan 61.0
National Distillers & Chemical 58.6 55.8 Leeds Northrup 68.1
North American Rockwell 100.0 83.9 Marathon Oil 79.3
Norton Simon 60.6 46.2 McLouth Steel 78.2
Olin Mathieson 52.9 67.4 Norwich Pharmaceutical 99.0
SCM 56.4 54.9 Polaroid Corp. 100.0
Teledyne 50.1 57.8 Shoe Corp. of America 56.0
Tenneco 24.4 28.1 Smith, Kline & French 100.0
Textron 60.3 67.9 Standard Register 75.0
TRW 69.4 59.8 Union Tank Car 37.0
White Consolidated Ind. 40.0 26.3 U. S. Gypsum 88.1

—_— Witco Chemical 80.6
Unweighted arithmetic mean 60.2 53.3 74.6

Sources: Moody's Handbook of Common Stocks, First Quarter, 1961; Fourth Quarter, 1968; and
Moody’s Industrials for stocks not listed in the Handbook.

'The twenty-four leading conglomerate merging firms were identified as follows: From the
Federal Trade Commission list of mining and manufacturing mergers involving acquired firms
with assets of $10 million or more over the period 1948 through June 30, 1969, the “product
extension” and “other conglomerate”” mergers by firms involved in five or more mergers were listed.
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INSTANTANEOUS MERGER PROFIT AS A
CONGLOMERATE MERGER MOTIVE

WALTER J. MEAD*
UNIVERSITY OF CALIFORNIA, SANTA BARBARA

The quantity and quality of the third major U.S. merger wave is signifi-
cantly different from the two prior merger waves in the United States. The
number of firms acquired through merger in 1968 was approximately twice
the previous peak level, and current merger activity is characterized as con-
glomerate whereas prior merger waves were primarily horizontal and to a
lesser degree vertical. The purposes of this paper are (1) to develop the
concept of “merger profit” and to explore the hypothesis that pursuit of
merger profit is a major motive accounting for the high level of current
merger activity, (2) to test a hypothesis regarding the character of recent
mergers. and (3) to explore some of the economic implications of the
merger profit theory. No attempt will be made to appraise the entire range
of motives leading to conglomerate mergers, or to evaluate the social costs
and benefits of conglomerate mergers.

The first major U.S. merger wave took place around the turn of the century
and was described by George J. Stigler [16, p. 27] as “the era of merger for
monopoly.” In its peak year approximately 1,200 firms were acquired
through the merger process. The second merger wave occurred during the
1920’s, and again approximately 1,200 firms were acquired during the peak
year 1929. Stigler [16, pp. 31-32] observed that “the new goal of merger
was oligopoly” and “the Sherman law seems to have been the fundamental
cause for the shift from merger for monopoly to merger for oligopoly.”

The third merger wave began with the end of the second World War,
has been at a sustained level for the last ten years, and has accelerated
rapidly in the last two years. From 1959 through 1966 nearly 1,000 firms
were absorbed each year through the merger process. Then in 1967 and
1968 the tempo of merger activity increased sharply. In 1968, 2,442 mining
and manufacturing firms were acquired by merger [22, p. 9]. In addition
to the sharp increase in number of mergers, the very large firms have
increasingly been involved in merger activity, both as acquiring and acquired
firms.* From 1959 through 1968 the average deflated asset size of acquired

*An earlier draft of this paper was presented at the Presidential Banquet, 44th Annual Con-
ference of the Western Economic Association. I want to acknowledge assistance through conver-
sation or manuscript review by Arthur Anderson, Robert Barckley, Neil Jacoby, Robert Masson,
John Narver, Llad Phillips, Lee Preston, Robert E. Smith, Philip Sorensen, Harold Votey and J.
Fred Weston.

"While Weston [17, p. 32] holds that ascribing a single motivation to this merger wave is
“incautious,” he concludes that “the main effect of mergers around 1900 was the emergence of
dominance of a single firm,” a condition that he describes as “partial monopoly.” Nelson [12,
p. 103] provides an even more cautious statement of motive. His interpretation of the data is
that “they tend to demonstrate the existence of a fairly strong desire to avoid rigorous
competition.”

*Assistant Attorney General McLaren [10, p. 8] recently pointed out that 110 of Fortune
magazine’s 500 largest industrials of 1962 disappeared from the 1968 list after having been
acquired through merger usually by an even larger firm.
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