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1 Introduction
1.1 Background

The phenomenol1 of corporate acquisition, where one company takes over
the operations of another company, has became a frequent feature of busi
ness. 1 During the period 1971-1988, almost 12,000 Swedish companies
were taken over, involving more than 1.25 million employees in the ac
quired companies, a number corresponding to almost 40 per cent of the la
bour force in the Swedish commercial sector at that time.2

Due to the frequency and size of corporate acquisitions, they have poten
tially considerable implications, positive or negative, for the companies
involved and their stakeholders. The owners of the nlerging parties may
experience changes in wealth, the managers of the companies involved
might change positions as the companies are integrated3, the number of
employees might be reduced in order to extract the merger gains, the origi
nal customers and suppliers may find their negotiation power weakened, the
creditors can be exposed to a different risk, and for particular municipalities
the general conditions may change as specific production units are enlarged
or reduced.

1 The terms. corporate acquisition, takeover and merger are used interchangeably in this
study, although they have precise connotations in certain contexts (Sudarsanam, 1995).
2 The statistics are derived from the reports ofThe Swedish Competition Authority, which, as
one of its responsibilities, monitors merger activity in Sweden, and SCB, The Swedish Bu
reau of Statistics. The Swedish Competition Authority presented data on all acquisitions until
1988. Thereafter, data was only provided for the larger takeovers, which explains why the
statistics do not extend beyond 1988. No statistics have been published since 1990.

3 See Firth (1991) and Franks and Mayer (1994) for a discussion of this matter.
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In these circumstances, it is not surprising that the outcome of corporate
acquisitions has long been the focus of considerable attention in academic
literature. Typical questions in this context are, and have been, 'Are corpo
rate acquisitions successful?' and 'Which takeovers are successful and
which are failures?'.

There is a generally accepted theoretical framework for how investments,
including corporate acquisitions, should be regarded, and their conse
quences assessed and evaluated. It is based on the theory of capital, which
emphasises the value implications for the owner, and according to which
value is constituted by the cash flows that the owner of a company can be
expected to receive during his/her period of possession. By assuming that
the value of a firm is equal to the sum of the individual values of its invest
ment projects, the value implications of a particular investment can be as
sessed isolated fronl those of other investments undertaken by the firm.
Hence, the theoretical approach manifests an incremental assessment, where
the focal items are incremental cash flows resulting from the takeover deci
sion. They are transformed to a present value by a discount rate, which takes
into consideration the risk of the incremental cash flows and the time value
of money. The ultimate decision criterion is that the present value of the in
cremental cash flows should exceed the purchase price for the target com
pany. The procedure of valuing investment opportunities on the basis of
their incremental cash flows is applicable ex ante as well as ex post, for
example in a situation requiring a comparison between the actual outcome
and the estimates.

The theoretical approach is fundamental for the logic of practical valuation
models that are based on cash flows. These models can differ in terms of
their detailed procedures; while some calculate the equity value directly
(henceforth referred to as the 'equity approach' to corporate valuation),
others estimate the equity value indirectly (henceforth referred to as the
'entity approach' to corporate valuation).4 These two kinds of models apply
different cash flow definitions. In the equity approach, the relevant compo
nent is the cash flow that is available to the owner, whereas in the entity
approach, the focal item is the company's cash flow before transaction~ with

4 The terms 'equity' and 'entity' are used by among others Copeland et al (1995).
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its capital providers. An application of the entity approach is provided by
Copeland et al (1995). It has popularly been referred to as the 'McKinsey
model', and has attracted considerable attention. The important similarity
that must be emphasised, however, is that these models, although different
on a detailed level, are closely related to each other and to the theoretical
framework in that they base their logic on discounting expected incremental
cash flows. Besides being fundamental to the cash-oriented valuation mod
els, the theoretical framework for company valuation is.' also essential for
valuation models that use, for exanlple, the accounting concept of income,
since their general consistency with the theoretical valuation framework is
an inlportant factor when their quality is assessed.

A prerequisite for the theoretical framework, and for the practical valuation
models that are based on it, is that the incremel1tal casll flows associated
with a particular decision can be separated from the receipts and paynlents
associated with other decisions (Gold, 1976; Segelod, 1995). The literature
on capital budgeting has recognised this issue, and in general terms, has
discussed situations where separation problems may impede an application
of the proposed valuation models. However, the question does not seem to
have been elaborated empirically (Johansson, 1961; Honko, 1971; Hem
mingsen, 1973; Neale and Holmes, 1989; Segelod, 1995).

Still, empirical observations indirectly point at the presence of separation
problems. In particular, some studies have reported that valuation models
based on incremental cash flows appear to be most frequel1tly used for
capital appraisal purposes ex ante, but that they are proportionately less
common in a postaudit setting, where calculations seem to be made in the
fomlat of accounting ratios for the entire company, if, that is, such assess
ments are performed at all (Ingham et aI, 1992). Taken together, the litera
ture on capital budgeting points at the importance of separation problems. In
some situations, their presence makes it reasonably troublesome to apply
valuation models founded on incremental cash flows, and consequently, it is
difficult to follow an investment decision in an incremental format through
out the valuation process, from capital appraisal to postaudit. In these cir
cumstances, it is not surprising that some studies have observed the role
played by accounting ratios that relate to the entire company. By using such
ratios, the separation issue is eliminated as an explicit problem, since the

3

2MagnusBild



objective no longer is to follow particular investments isolated from each
other, but rather to observe their composite development at the company
level. Assuredly, accounting has more complex roles than serving as a
valuation tool, although it is frequently used for that purpose. Hence, its
relation to the theory of capital is essential.

The accrual principle is essential for accounting logic, and historical cost
accounting is the dominating valuation procedure. The relation between the
income and value concepts of accounting on the one hand, and its corre
sponding concepts in the theory of capital on the other, has attracted consid
erable attention in the literature. Based on simplified models of investments,
conclusiol1S have been presented concemil1g the situations in which differ
ences between the two approaches are either small or considerable (Har
court, 1965; Solomon, 1966; Kay, 1976).

It can consequently be established that the complex of problems discussed
above has 110t been empirically elaborated in the literature. This is especially
true with regard to the postmerger setting. In this respect, a practical appli
cation of a valuation model based on incremental cash flows would make a
contribution by elucidating to what extent and in what situations the theo
retical approach is troublesome to adopt ex post. Further, it would provide a
description of the character of the separation problems. Within the frame
work of such a study, a second contribution can be made through empirical
analyses of the postmerger development of the cash flows that constitute
value according to the theoretical framework. The characteristics of the
incremental cash flows have an impact on the present value of an invest
ment decision, and hence on the judgement of its attractiveness, inasmuch as
the present value increases, ceteris paribus, the larger the incremental cash
flows, tIle earlier they enlerge, and the less risky they are. Finally, yet an
other empirical contribution can be made by linking the observed incre
mental cash flows to the incremental accounting income during the post
nlerger period, a procedure that would add to the discussion on the relation
betWeen measures founded on the theory of capital and those based on ac
counting tlleory. The valuation of goodwill is of particular relevance in this
context.
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This background and complex of problems relates to corporate valuation in
practice. However, it is equally relevant for the design and interpretation of
research studies regarding the outcome of corporate acquisitions and hence
for the two typical research questions posed at the beginning of this section:
'Are corporate acquisitions successful?' and 'Which takeovers are success
ful and which are failures?'.

In the literature on takeovers, the theoretical approach to corporate valuation
is described as the ideal research method (Halpern, 1983; Mueller, 1987),
but it does not seem to have been adopted empirically. The issue of separa
tion is certainly one explanation for this, but in a research context other rea
sons can also be discerned. These include difficulties in accessing the neces
sary internal compally data, a circunlstance that impedes statistical infer
ences regarding the success or failure of takeovers. Previous studies have
instead predominantly used aggregated data relating to the entire company,
and by comparing merging samples that have experienced takeovers and
control samples that normally have not, they have attempted to distinguish
the incremelltal effects of corporate acquisitions.

Tile studies fall into three main groups, which can be referred to as the mar
ket studies, the accounting studies, and the interview studies. The market
studies have observed the stock market's reaction to a takeover announce
ment, and via conventional assumptions regarding the stock market's insight
in a company, they have presellted conclusions on the expected outcome of
takeovers.5 The accounting studies have usually founded their conclusions
on the difference in consolidated postmerger profitability between the
merging sample and the control sample.6 The interview studies have fo
cused on the acquiring and acquired managers' opinions concerning the
success or failure of acquisitions that they have experienced.7

5 See, for instance, Franks et al (1977), Eckbo (1983), Dodds and Quek (1985), or Sudar
sanam et al (1996).

6 See, for instance, Meeks (1977), Mueller (1980), Cosh et al (1980), or Kumar (1984). For
research that has used consolidated cash return, see Healey et al (1992), or Manson et al
(1994).

7 See, for instance, Kitching (1973) or Hunt et al (1987).
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The first purpose has a dual function inasmuch as it is both an independent
purpose, and a fundament for the elaboration of the second purpose, which
is:

to analyse the knowledge concerning the outcome of corporate ac
quisitions by combining a comprehensive survey ofprevious research
with the observations ,originatingfrom the first purpose ofthis thesis.

1.3 Organisation of the thesis

This study is divided in three parts. Part one relates to the first purpose, and
consists of three chapters. In the second chapter I present the theoretical
framework for the empirical study, the delimitations applied and the particu
lar empirical questions that are related to the first purpose. Further, the
methodology of the empirical study is outlined and discussed. Chapter 3
conlprises a presentation of the takeover cases, and in chapter 4, I analyse
the findings that are related to the empirical questions and present the em
pirical conclusions regarding the first purpose.

Part two elaborates the second purpose and surveys earlier research on the
outcome of corporate acquisitions. Part two consists of chapter 5, where I
review studies that have used accounting data, and chapter 6 which com
prises studies that have used market or interview data as the fundament for
conclusions regarding the success or failure of takeovers.

In part three, I discuss the relation between measures based on the theory of
capital on the one hand, and measures based on accounting on the other
hand, with reference partly to the conclusions regarding their application'in
a practical valuation context, partly to the conclusions concerning their
implications for research studies on the outcome of corporate acquisitions.

8



Part one

Part one comprises the first purpose of this thesis. It elaborates empirically
the relation between measures based on the theory of capital on the one
hand, and measures based on accounting on the other hand in a practical
corporate valuation setting.

Part one is divided into three chapters. Chapter 2 contains the theoretical
framework for the empirical study, the applied delimitations and the particu
lar empirical questions that relate to the first purpose. Further, the method
ology of the empirical study is outlined and discussed. Chapter 3 comprises
a presentation of the investigated takeover cases, and in chapter 4, the find
ings regarding the empirical questions are analysed and the empirical con
clusions regarding the first purpose are presented.

9



2 The methodology of the empirical
study

In this chapter, I present and discuss the methodology that underlies my em
pirical study of incremental cash flows that are associated with corporate
acquisitions. The chapter is divided into five sections. In section 2.1, tIle
theoretical framework of the empirical study is presented. In section 2.2, I
delimit the research area and formulate four empirical questions. In section
2.3, some essential concepts for elaborating these questions are defined.
Section 2.4 is devoted to the methodology and describes the more detailed
phases of work that follow from it. In section 2.5, some critical aspects of
the applied methodological design are discussed in the light of the first pur
pose.

2.1 Framework

Through an acquisiti011, one company (the acquirer) obtains control over
another company's (the target) operations, either directly, through a pur
chase of the target's assets, or indirectly, through an acquisition of its
shares. A takeover is the most far-reaching alternative for expansion within
a company's set of growth opportunities, which can be described as a con
tinuum ranging from organic growth to takeover. Between these two ex
tremes, alternative forms of expansion exist, such as agreements of co-op-

10



eration, strategic alliances, mitlority ownership and joint velltures (Olve,
1988).

The motives for takeovers have been the subject of several studies, theoreti
cal as well as empirical (see, for instance, Walter and Barney, 1990). The
motives that have been proposed are different, and relate to the acquirer's
corporate strategy objectives (Sudarsanam, 1995). In the theory of capital, it
is asserted that the prime motive for acquisitions ought to be strictly finan
cial, that is, to create value for the shareholders through a rational invest
ment decision (Wallsten, 1985). The other proposed nlotives are either re
garded as compatible with the theory of capital, and as such, subordinated
means for attaining the prime motive, or as illconsistent with the value crea
tion motive (Halpern, 1983).

The value concept of the theory of capital is hence an esselltial point of de
parture for the assessment of takeovers. It is a subjective abstraction derived
from a utility line of argument, where consumption is regarded as a proxy
for utility. As cash (in many situations) is a prerequisite for consumption,
the capital value is based on the cash flows that the owner can be expected
to receive during his/her period ofpossession (Hicks, 1946). These expected
future cash flows are discounted by a cost of capital to a present value, a
procedure which takes into consideration the eventuality that the cash flows
might be associated with risk, and the fact that a cash flow in the near future
is worth more, ceteris paribus, than a distant receipt.1

The concepts of the theory of capital are fundamental for both the equity
and entity approach to corporate valuation. The most common version of the
equity approach is the (so-called) dividend model, henceforth referred to as
the DIV model. There, tIle net dividends (DIV), that is, dividends less new
issues of equity, that the equity owners are expected to receive in future
periods of time (t) are transformed to a present value of equity, V(E), by a
discount rate (rE) that mirrors the owners' opportunity cost of capital. The
DIV model is often regarded as an appropriate benchmark in corporate
valuation (Skogsvik, 1995). It is written in mathematical form in expression

1 Early and significant contributions to the theory of capital were made by, among others,
Fisher (1906), Lindahl (1939) and Hicks (1946).
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[2.1] below. The notation is based on the logic that the capital value is esti
mated at the beginning of year zero (0) and that the future cash flows are to
be received at the end of each year.2 It is further assumed that the discount
rate is constant, that is, that the term structure is flat.3

[2.1]

Some authors have suggested an alternative specification of the valuation
model. They apply a more extensive definition ofDIVby letting it represent
the cash flows that are expected to be available to the equity owners. This
approach can be labelled the FTE model. FTE is an abbreviation for "flow to
equity" and is defined as the company's cash flow after changes in working
capital, investments, and final1cing payments related to financial debts. The
FTE model is formalised in expression [2.2].

[2.2]

The FTE model is equivalent to the DIY model, that is, they result in the
same equity value, provided that the cash flows that are not distributed to
the equity owners yield a return that is equal to the cost of equity (rp).

In particular situations it nlight be interesting to assess the value creation
periodically, through a division of the horizon into shorter parts, al1d derive
an income concept from expression [2.1]. This notion of income can be
defined as the maximum amount of cash that can be consumed during a

2 It can be noted that the present value in expression [2.1] is based on an infinite horizon. An
alternative approach is to define the value of equity as the present value of the net dividends
to the owner during a limited period of time, plus a terminal value at the end of that period.
However, provided that the terminal value is a function of the net dividends beyond the ap
plied horizon, the value of equity according to the alternative approach can obviously be
shown to be mathematically equal to the one formalised in expression [2.1].

3 The numerator is often written as E(DI V) to signify that the variable DIV is stochastic and
that the numerator represents an expected value. For reasons of convenience, I will through
out this thesis simplify all expressions to the format given in expression [2.1].
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period of tinle without eroding the 'opening capital value (Hicks, 1946). An
income concept of this kind has been described as 'economic', 'ideal', 'true'
and 'theoretical' in the literature; I have chosen to use the term 'economic
income'. By analogy, the present value in expression [2.1] will sometimes
be referred to as 'economic value'. The ratio of economic income and eco
nomic value is labelled economic return, and is equal to the cost of capital
given that no unexpected gains or losses occur during the period.4

In terms of the value concept of expression [2.1], a takeover can be assumed
to create value for the shareholders in two principal ways, either through an
addition to the cash flows that the shareholders are expected to receive, or
through a reduction of the cost of capital. The first source of value creation
could arise, for example, from economies of scale or scope for an industrial
company. The second source of value creation could emerge if the takeover
reduces the risk, provided that the shareholders cannot accomplish a similar
risk-reducing diversification by themselves. Otllerwise, an acquisition does
not, according to financial theory, create value for the shareholders through
a reduction of the cost of capital. In this context, it is recognised that a take
over that reduces the probability of default would theoretically increase the
wealth of the shareholders (Halpern, 1983).

In the entity approach to corporate valuation, the equity value is calculated
indirectly as the difference between the market value of the firm's capital
employed, V(CE), and the market value of the company's debts and other
non-equity securities, V(D). Capital employed is defined as the difference
between the value of total assets and the value of operating liabilities, that
is, operating short-term and long-term liabilities. V(CE) is derived by dis
counting the expected future free cash flows (FCF) that are available to the
capital providers by the average cost of capital (rWacc). This approach can be
labelled the FCF model. It is written in mathematical form in expression
[2.3] below.

4 Lee (1985) refers to any unexpected items as 'windfall gains or losses' and adds them to the
economic income of the particular period. His presentation is based on Lindahl (1939).
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V(E)o =t FC~ t V(D)o
t=1 (1 + rwacc )

[2.3]

FCF can be described as the cash flows that would have been available to
the equity owners if the company had not carried any financial loans. It is
defined according to table 2.1 below.

Table 2.1 The definition of FCF

Income after depreciation

+ financial revenues

Operating inconle

standard tax. rate on operating income

+ depreciation

± changes in working capital (except cash and short term financial debts)

investments in operating assets

Free cash flow (FCF)

One important distinction in relation to table 2.1 is between actual invest
ments and required investments, that is, the size of investments that is
needed to maintain a prescribed level of future cash flows. In case the actual
investments are lower than the required investments, it can be argued that
the free cash flows observed are in reality unavailable to the financiers,
since the capacity to generate future cash flows is decreased. In short, the
problem can be overcome either by entering lower future cash flows, or by
replacing the actual il1vestment figures with the required investment figures.

The discount rate (rwacd represents the average cost of capital after tax and
is calculated as in expression [2.4]. The cost of equity (rp) is the same as in
expressions [2.1] and [2.2]. The cost before tax of financial loans is written
as rD, and the corporate tax rate as i c•

14



r, = r . V( E )0 + r . (1 _ T ). V( D)0
Wacc E V(CE)o D c V(CE)o

[2.4]

The two approaches to corporate valuation are described in most in corpo
rate finance textbooks, see for instance Damodaran (1994). They will give
the same equity value provided that the future capital structure is constant in
nlarket value terms. However, if the capital structure is expected to vary, it
is also reasonable to expect that rE will change over time. Hellce, both rE

and rWacc will have to be updated under such conditions. Furthermore, it is
necessary to assume that the company ~ividend policy choice does not af
fect value in order for [2.1] to be equal to [2.2] and [2.3]. (Levin and Olsson,
1995).

As mentioned above, takeovers are regarded as a special kind of investment
in tIle theory of capital (see, amollg others, Halpern, 1983; and Neale, 1989).
The literature on capital budgeting comprises approaches for evaluating
capital projects in accordance with this view. Through the assumption of
'value-additivity', implying that the value of a firm is equal to the sum of
the individual values of its investment projects, the value implications of
takeovers for the shareholders can be assessed by regarding a particular
investment project isolated from other projects ill the firm. Put differently,
the net present value of an investment project, which emerges as the differ
ence between the present value of its expected cash flows and the initial
cash outlay for tIle investment, corresponds to the value creation from the
shareholders' perspective. The same procedures that were used in the corpo
rate valuation context can be applied for capital budgeting purposes.

Three fundamental premises underlie the equity value that was set out in
expressions [2.1] to [2.3]. The first requirement is that the consequences of a
particular decision can be separated from those caused by other decisions.
Secondly, that a reasonably accurate projection can be made of the time
pattern of tIle expected future cash flows during the entii"e life of the in
vestment, and thirdly that an estimate of the opportwlity cost of funds dur
ing the life of the investment can be performed (Gold, 1976; Segelod, 1995).
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The first premise, namely separation, concerns whether the effects of a par
ticular investment decision can be denlarcated as regards location, size and
point in time. If this can be accomplished, it would be possible to separate
the cash flows associated with a specific investment decision from the re
ceipts and payments associated with other decisions. On the other hand, if it
proved to be impossible to carry out the demarcation, the cash flows of the
particular investment decision would be non-separable. The meaning of the
separation idea, however, is not always easy to apply in a real situation. For
example, a number of decisions might be inter-related; the later ones might
be functions of the earlier ones, and would therefore not be considered
without their acconlplishment. In such a situation, the question is whether
the effects of each individual decision are to be separated, or if the set of
decisiol1S should be treated jointly.

The separation issue has been recognised in the capital budgeting literatures
(JohansSOIl, 1961; Honko, 1971; Hemmingsen, 1973; Neale and Holmes,
1990; Segelod, 1995). Johansson, although delimiting his study from these
issues, mentioned the problem of interdependence between different in
vestmel1ts and the difficulties in identifying the incremental cash flows for
particular investments in integrated production processes. Honko pointed
out that an investment easily blends with its environment and becomes part
of an entirety where its incremental cash flows are troublesome to identify.
Hemmingsen, in his discussion of the absence of postaudits of capital in
vestments, established that it is impossible ex post to separate the cash flows
of particular investments. Neale and Holmes, in their survey, found that
firms experienced difficulties in disentangling the costs and benefits of an
investment, but that the company representatives did not tend to focus on
this problem. Segelod questioned whether the relevant cash flows can be
isolated at all.

However, the issue of separation does not seem to have been elaborated
thoroughly in the literature on capital budgeting. Although this is surprising
in the light of the recognised importance of the problem, it is not unexpected
due to the difficulties in accessing relevant data for an empirical study. The

5 Some scholars use the terms "disentanglement problem" or "interdependence problem"
instead of separation.
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mere fact that the researchers cited above have refrained from an issue that
they have recognised as important, is a clear indication of the complexity of
the issue.

The separation problem that was described above, and that could be labelled
'the demarcation aspect of separation', is due to the demarcation of the
effects of a particular decision from the effects of other decisions in the
company. In this cOl1text, it must be noted that in a postaudit situation, other
types of separation problems might arise, wllich could be referred to as 'the
causality aspect of separation'. They are not related to the logic of the
capital budgeting approach, but potentially manifest in those situations
where deviations between a postaudit and the ex ante estinlate are to be
analysed. In such situations, it might be difficult to separate the deviations
resulting from actions taken by the company itself, from the deviations that
were beyond its control, such as changes in the general business climate.
Since studies of postaudits are relatively rare in the literature, comparisons
between estimates and postaudits are also uncommon, and therefore the
causality aspect of separation has hence not been subject to nlany thorough
empirical analyses. The two aspects of separation are related to each other in
that the deviations between estinlates and postaudits cannot be meaningfully
elaborated until the incremental cash flows have been clearly demarcated.

A critical issue as regards separation is whether the acquirer had a detailed
and quantified takeover plan, whose consequences were possible to foresee.
The presence of such a plan wOltld mitigate the separation problems, since
only effects that could have an impact on valuation and price would be con
sidered. As a consequence, the separation problems ex ante would not be at
hand. Furthermore, no problems would arise ex post, provided that the ac
quirer was able to observe deviations fronl expectations stated in the take
over plan.

However, previous research has reported that takeover plans do not always
exist, or that they are often not thorough enough. This may be due to the
time factor and to the need for secrecy. Decisions have to be made quickly,
leaving little time for planning. In order to prevent information leakage, the
seller cannot allow the acquirer to conduct a complete and detailed investi
gation. Consequently, the level of uncertainty about the postmerger period
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can be considerable and lead to crude estimates of the future. Although ex
perienced acquirers could be assumed to be familiar with takeover difficul
ties, and hence able to foresee them in their takeover plans, it seems reason
able to presume that separation problems are generally at halld during the
postmerger period.

There are reasons to believe that the issue of separation is more relevant for
corporate acquisitions than for other capital investments. At least this ought
to be the case for acquisitions where synergies are expected to be extracted.
In certain aspects SUCll takeovers are more conlplex, and are more likely to
have widespread effects than other investments, including also takeovers
made by investment companies. This circumstance will probably have a
llegative impact on the possibility to separate the effects of corporate ac
quisitions in the way the theoretical valuation models presume, both ex ante
wIlen assessing the cash flow gelleration of a potential target and ex post
when following up its performance in the postmerger period. This is indi
cated in Pohlman et al (1988), who found that the difficulty in accurately
forecasting operative cash flows was more marked for expansion illvest
ments, among them takeovers, than for replacement investments. Further, it
can be assumed that the separation problem is of growing importance in a
complex business world with a substantial number of interdependent events
and effects. However, like the literature on capital budgeting, the literature
on corporate acquisitions sheds little light on the issue of separating incre
mental cash flows.

The second premise that underlies the equity value concerns the time pattern
of the cash flows. It affects the attractiveness of an investment, in the sense
that the outcome of an appraisal is dependent on when the cash flows ap
pear. Obviously, the earlier the positive cash flows emerge, ceteris paribus,
tIle higher the value of the project. In empirical studies, managers have been
found to regard the definition and estimation of cash flows as the most
troublesome and most important phase in the capital budgeting process
(Gitman and Forrester, 1977; Pohlman et aI, 1988). Yet, this complex of
problems has received relatively little attention in the literature compared
with, for instance, procedures for project selection.
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The cash flow and its pattern is also important for the third premise. Ac
cording to financial theory, the discount rate is dependent on the risk as
sociated with the cash flows. The empirical literature on corporate acquisi
tions does not seem to have thoroughly investigated this issue. One contrib
uting factor is likely to be the difficulties associated with obtaining relevant
data. For instance, empirical measurements of the risk premiunl are not
trivial.

In expressions [2.1] to [2.3], the equity value was defined on the basis of
forecasted net dividends or free cash flows. It can likewise be derived by
using accounting ratios, and also in this context it can be calculated both
directly and indirectly. The direct procedure can be labelled the abnormal
earnings model, henceforth referred to as the AE model. It is written in
mathematical form in expression [2.5].6 There, the value of equity is defined
as the sum of tIle book value of eqllity at the valuation date, BV(E)o , and the
present value of the expected future abnormal earnings (AE). The latter is
derived by periodically multiplying the opening book value of equity by the
difference between the accowlting return on equity (ROE) and the equity
owners' opportunity cost of capital (rp). ROE is defined as the ratio between
net income for a particular period and the book value of equity at the be
ginning of that period.

[2.5]

One observation that can be made from expression [2.5] is that the market
value of equity equals the book value for those companies where ROE is
expected to correspond to tIle cost of equity during each future period of
time. Another observation is that a takeover that leads to 11igher values of
ROE in all future periods ceteris paribus increases the value of equity. Ex
pression [2.5] is closely linked to expressions [2.1] and [2.2]. In fact, it has

6 See Skogsvik (1995) for a discussion of this approach.
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been d.emonstrated that these three direct approaches to corporate valuation
give the sanle value of equity, given certain conditions (Levin, 1998).7

The same equivalence in value can also be established for the indirect ap
proach to corporate valuation. The FCF model will give the same equity
value as expression [2.6] below (Levin, 1998). There, the value of equity is
calculated as the difference between the market value of the firm's opera
tions and the market value of its debts and other non-equity securities. The
value of the firm's operations is defined as the sum of the book value of
capital employed at the valuation date, BV(CE)o , and the present value of
the expected future econonlic value added (EVA).8 The latter is derived by
periodically multiplying the opening book value of capital employed by the
difference between the return on capital employed (ROCE) and the weighted
average cost of capital (rWacJ. ROCE is defined as the ratio between ac
counting income before financial expenses, but after standard corporate
taxes, and the book value of capital employed at the beginning of that pe
riod. Capital employed is defined as the difference between total assets and
operating liabilities, that is, operating short-term and long-term liabilities.
This approach call be labelled the economic value added model, henceforth
referred to as the EVA model.

V(E)o =BV(CE)o +:t BV(CE)t-1 .(ROC~t -rWacc ) -V(D)o [2.6]
t=1 (1 + rWacc )

One observatioll that can be nlade from expression [2.6] is that the nlarket
value of the firm's operations equals the book value if ROCE is expected to
correspond to the average cost of capital during each future period of time.
Another observation is that a takeover that leads to higher ROCE in all fu
ture periods, ceteris paribus, will increase the value of equity.

In financial accounting reports, ROCE is often defined before corporate
taxes. Expression [2.6] is applicable even in that context, since RaCE after

7 E.g. clean surplus accounting and dividend policy irrelevance.

8 It is recognised that EVA is a trademark in USA owned by Stem&Stewart.
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tax is usually just a fraction of ROCE before tax. Hence, an increase in
ROCE before tax will imply an increase ill ROCE after tax. However, it
must be recognised that this relation might not always be valid. For exam
ple, when the company has expenses that are not tax-deductible, and/or
revenues that are not taxable, this relation does not apply.

ROE and ROCE illustrate the components that create or destroy equity
value. It has to be recognised, however, that the value consequel1ces as de
scribed by ROE or RaCE only provide a partial picture of value creation.
An acquisition that results in an inlproved ROE in all future periods will,
ceteris paribus, increase the value of equity. However, the takeover decision
nlight increase the risk for the shareholders. This would cause the cost of
equity to be adjusted upwards, and the equity value consequently to be re
duced. Changes in RaCE should be interpreted analogously.

In a corporate valuation context, the accounting ratios are used differently
than the meaSlrres derived from the theory of capital (Ingham et aI, 1992).
While the latter are formed on an incremental basis, the former focus on the
development of the consolidated entity that emerges as a consequence of the
takeover. In one sense it can be asserted that the separation issue is not an
explicit problem when consolidated accounting ratios are used, since the
objective then is no longer to follow particular investments on an individual
basis, but rather to observe their composite development at the company
level. However, it must be recognised that this could make individual in
vestments considerably more difficult to follow.

The accounting consequences of a takeover are partly a function of the in
cremental cash flows that the acquisition generates; consequently, the time
patterns of these cash flows are essential for the accounting return. In addi
tion to this, the consolidated accounting olltcome is a flmction of several
accounting considerations, regarding such issues as the choice of a consoli
dation nlethod, depreciation schedule for potential goodwill items, and the
treatment of expected paynlents due to restructurings of the postmerger op
erations.
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The dominant method for business combinations is the purchase method, in
accounting standards as well as in practical situations9. It is based on the
logic that in a takeover, the acquiring group is regarded as a going concern,
while the target's operations are considered to be disrupted (Hendriksen,
1982, p. 495). Consequently, the amalgamation is seen as a prolongation 'of
the acquiring group, rather than as a new entity being created tlrrough a
takeover decision. The assets and debts of the acquiring entity are hence
accounted for in the consolidated balance sheet at the book values they had
in the acquirer's balance sheet, while the identifiable assets and debts of the
target are entered at their fair value, which is decided by reference to the
acquirer's intended use of these assets and debts. 10 In case of a difference
between the purchase price for the shares of the target, and the acquirer's
stake in the fair value of the identifiable assets and debts of the acquiree, a
goodwill item will be recognised in the consolidated balance sheet.

The alternative method for business combinations, the pooling method, is
less comnl011 now than some decades ago. This is due to the restrictive
conditions for its use that are prescribed by prevailing accounting stan
dards. 11 The pooling method is based on the logic that both the acquirer' s
al1d the target's operations can be regarded as going concerns as the merger
is accomplished, and hence a revaluation of the target's assets and debts is
not performed. The notion of goodwill, therefore, is not an issue in relation
to the pooling method.

The goodwill item that might arise from the use of the purchase method is,
technically speaking, a residual amoul1t arising from the fact that only a part
of the purchase price for the target's shares can be attributed to identifiable
assets and debts of the target. The more economic meaning of the goodwill
item is that it represents an 'anticipation of future economic benefits' that
are related to the takeover. 12 Several origins of these benefits have been

9 The discussion of different consolidation methods relates to so-called indirect acquisitions,
where the acquirer buys the shares of the target.

10 The description of the purchase method is derived from the effective International Ac
counting Standard (lAS) 22.

11 E.g. lAS 22, paragraph 16.

12 The quotation refers to lAS 22, paragraph 41.
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proposed, including synergies between'different assets, the target's reputa
tion, its excellence ill research, and the quality of its management.

The recognitioll of a goodwill item at the effective date of the acquisition is
one essential issue, its treatment in the following consolidated accounting
reports is another. The traditional position has been that the advalltages rep
resented by the goodwill item will result in future cash flows, but that these
cash flows will diminish over tinle. Consequently goodwill should be de
preciated, normally on a straight-line basis over its useful life. Further, the
effective lAS 22 prescribes that the 'unamortized balance of goodwill
should be reviewed at each balance slleet date', on the basis of which it
might be necessary to reduce the amount.

The above description expresses the current standard as it is presented in the
effective lAS 22. It is not representative of all countries at all points of time.
It should also be noted in this context that many companies have not·com
plied with the effective standards, mainly because the depreciation of
goodwill lowers their consolidated income during the postmerger period.

The accounting treatment of restructuring activities during the postmerger
period also has an impact on the consolidated income. In this context, three
alternative accounting procedures can be considered: the future restructur
ings are charged against the consolidated income as they are expected, or
the restructurings influence the income statement as they occur, or the future
restructurings could be estimated at the acquisition date and therefore a re
structuring reserve appears in the initial consolidated balance sheet. The
choice of procedure will affect the development of the consolidated income
overtime.

2.2 Delimitations and empirical questions

With the above framework as a starting-point, I formulate four empirical
questions that take into consideration the different aspects of the intended
contribution of this thesis that are comprised in the first purpose. In this
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context, it is esselltial to recall that the first purpose has a dual function in
that it is both an independent purpose, and a fundanlent for the elaboration
of the second purpose. This has an impact on the formulations of the em
pirical questions.

An essential presumption in the theory of capital and in the capital budget
ing approach to takeovers, concerns the separability of the incremental cash
flows, an issue that is recognised in the literature but not empirically elabo
rated. The first aspect of the first purpose comprehends an empirically
founded discussion of the practical usefulness of the capital budgetillg ap
proach in terms of describing to what extent and ill what situations it is
troublesome to separate the incremental cash flows of takeovers from the
effects of other decisions takell by the companies involved. In this context, I
delimit the study to the demarcation aspect of separation for two reasons.
First, it is principally more interesting than the causality aspect, as it is di
rectly linked to the logic behind the capital budgeting approach. Second, the
causality aspect is more demanding as regards the character of the empirical
material, since it requires that acquiring companies make detailed ex ante
estimates with, for instance, explicit reference to the forecasted macro
economic development, and that the participating companies are willing to
provide docunlentation concerning their capital budgeting process. In the
light of previous research, thorough takeover plans and ex ante estimates
cannot normally be expected to be found. Consequently, when separation
issues are henceforth discussed, it should be understood that they inlplicitly
refer to the demarcation aspect of separation. Given this background, I for
mulate the first empirical question within the scope of the first purpose as
follows:

1. Which difficulties are at hand when the postmerger incremental cash
flows of corporate acquisitions are to be separated fronl casll flows aris
ing from other decisions taken by the companies involved?

The second aspect of the first purpose conlprehends a detailed enlpirical
description of postmerger incremental cash flows associated with a take
over. The characteristics of incremental cash flows have not been thor
oughly described in the literature, and it would be a COlltribution to generate
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empiricallrnowledge on them as regards their location, compositioll, rela
tive size and temporal pattern.

Location refers to whether the merger effects occur in the target group or
outside it. Composition refers to a division of incremental cash flows into
different categories: operational, investnlent related and financial. It nlakes
it possible to link the empirical observations explicitly to both the equity
and entity approaches to corporate valuations. The relative size reflects the
importance of various items of incremelltal cash flows. This aspect is neces
sary for establishing the temporal pattern of incremental cash flows, which
influence how values are generated in economic as well as in accounting
terms. For instance, the temporal pattern is of inlportance for a much de
bated accounting issue, namely the depreciation of goodwill.

Three potential temporal perspectives can be applied on this issue; one al
ternative is to study tIle expectations before the deal becomes effective;
another alternative is to focus on some part of tIle postmerger period; a third
alternative is to carry out an ex post analysis, a procedure which in its origi
nal sense cannot be accomplished until the acquired company has been di
vested. Both purposes of this study reflect the postmerger outcome of corpo
rate acquisitions, and as a consequence, the actual postmerger development
will receive more attention thall the expectations that were at hand before
the deal. The third alternative is for obvious reason~ difficult to carry out.
Consequently, the second alternative will be emphasised more than the other
two.

I have chosen to delimit my analysis to a postacquisition period of five
years, which in a practical valuation setting brings to the fore a need to es
timate a terminal value at the horizon. Considering the issues that this thesis
deals with, I believe that the complex of problems that might be associated
with such an estimate is not fundamentally different than those aspects that
are related to a study of incremental cash flows and their separability during
a defined period of years. For this reason, I delimit the study from explicitly
elaborating the issue of terminal values. Consequently, I will not be able to
classify the takeovers I study empirically as successes or failures. Thus, I
formulate the second empirical question within the scope of the first pur
pose as follows:
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2. What are the characteristics of incremental cash flows that are associated
witll takeovers as regards their location, composition, relative size and
temporal pattern?

The tllird aspect of the first purpose comprises an empirical analysis of the
relation between incremental cash flows and incremental accounting i11conle
during the postmerger period. Both measures tie to the value of equity via
expressions [2.1] to [2.6]. With consistent assumptions, a valuation based on
incremental cash flows will give the same equity value as one based on in
cremental income. However, during a particular period, the income figure
may deviate from the cash flow figure. Such differences can be of great
importance in a business community where short-term ratios sometimes
playa significant role. The relation between the measures is also interesting
since previous empirical research has demonstrated that capital budgeting
methods are mostly used in a valuation setting before a takeover decision is
made, and replaced by aggregated accounting ratios ex post. In this context,
the incremental accounting income is decisive for the consolidated account
ing income and return.

3. What is the relation between incremental cash flows and incremental
accounting income during the postmerger period?

Another aspect of the first purpose, which is not explicitly stated but yet of
principal interest in this context, is how the buying companies treat incre
mental cash flows and their separability in the capital budgeting process,
both before the deal becomes effective and during the postmerger period.
An enlpirical descriptio11 of this issue would contribute to the elaboration of
the first purpose by offering a different perspective than the one behind the
first three empirical questions above, since I use information from the com
panies' own assessments and also apply more of an ex ante perspective. I
therefore formulate the fourth empirical question within the scope of the
first purpose as follows:

4. How do buying companies treat incremental cash flows and their sepa
rability in their capital appraisals and postaudits of a takeover?
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Finally, the study is delimited to domestic takeovers made by Swedish
firms. There are three motives for this choice. First, foreign acquirers and
targets operate under different conditions than domestic ones. For instance,
foreign subsidiaries can be assumed to be more independent, which may
impact the study of the separation problems. Second, an inclusiol1 of foreign
activities would introduce additional accounting issues, such as translating
the accounts of foreign subsidiaries. Third, it is presumably more difficult to
access relevant data on foreign companies.

2.3 Definitions

In relation to this research issue, several concepts need to be defined. The
terms takeover, corporate acquisition and merger are used interchal1geably.
The parties that are directly involved in the takeover are the legal acquirer
and the legal target, wllere the former obtains COl1troi over the latter's op
erations, either through a direct purchase of the individual assets, or through
an acquisition of the shares, whereby the assets are indirectly taken over. In
the latter case, the borderline for a takeover is passed when the legal ac
quirer secures voting power in the legal target.

The legal acquirer could have subsidiaries evel1 before the accomplishment
of the particular takeover, and the acquisition might have implications for
them, in which case the term acquiring group will be used to denote that
particular group of companies where the parent company is the legal ac
quirer. By analogy, a group governed by the legal target is referred to as the
target group. These two concepts will be defined in more detail below, but
before that, several other concepts need to be explained.
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The date from which the legal acquirer consolidates (part of) the target
group is referred to as the acquisition date, and the business combination
that is then established is denoted the combined entity.13

The starting point for the empirical study is to regard takeover decisions in
accordance with the theory of capital, which on a detailed level. implies that
conventional principles for capital budgeting will be adopted. The theory of
capital states that the value of an asset, here a target company, is constituted
by the future cash flows that the investor can be expected to receive during
the period of possession provided that the takeover is accomplished. In this
context, the investor is represented by the acquiring group. Tllis choice of
investor focus implies that what should be observed are the cash flows that
from the acquiring group's perspective would not have occurred without the
takeover.

However, it is difficult to know what would have happened without the
takeover. A number of possible scenarios include the acquirer postponing
tIle takeover, acquiring a different target, or expanding organically. In a
research context, these alternatives are not possible to isolate and quantify.
Therefore, I will compare the actual postmerger developnlent to what would
have llappened if the acquirer had not undertaken any other decision to
compensate for the takeover that did not occur.

The incremental cash flows from the acquiring group's perspective consist
of all cash flows in the acquiring group and the target group that originate
from the takeover decision, except for internal dispositions within the com
bined entity.14 The last criterion is importallt, since it means that the sum of
the takeover's incremental cash flows is unaffected by intenlal transactions
in anyone direction, which is motivated by the fact that, for instance, group
contributions tllat are transferred between the acquiring group and the target

13 The legal acquirer will not necessarily consolidate the entire target group. There might be
situations where the acquiring group has an indirect stake which is less than 50 per cent of the
voting power in one of the subsidiaries of the legal target.

14 There might be inlplications of a takeover at higher organisational levels than the one of
the legal acquirer, in the event that it is a subsidiary in a larger group. Such effects are not
included in my definition of incremental cash flows, since I decided to delimit the number of
organisational levels subject to investigation.
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group do not lead to a better present value of the takeover decision from the
perspective of the acquiring group.IS A consequence of this definition of in
cremental cash flows is that they are attributed to the group where they were
generated, and not to the group where they ended up. In this context, it is
important to stress that incremental cash flows that can be observed for a
particular period are not necessarily immediately available for the legal
acquirer, since part of them can have been generated in the target group and
still physically remain there. Such cash flows are included in the target
group's il1cremental cash flows the period they emerge. This distinction is
important in the light of the location dimensiol1 that was discussed in the
context of the second empirical question.

The definition of incremental cash flows applied here deserves further at
tention. Due to the character of the present study, the selected definition of
incremental cash flows needs to allow for interpretations in connection to
both the equity and entity approaches. Consequently, my definition of in
cremental cash flows comprises all cash flows, operational as well as finan
cial. This treatment is also consistent with some of the results in the market
studies which demonstrate that the choice of financing for a particular take
over might affect the stock market's reaction to the bid.I6

My definition of incremental cash flows does not generally comprise trans
actiol1S where a receipt in one part of the combined entity correspol1ds to a
payment elsewhere. However, these particular transactions, including group
contribtltions and internal financial transactions, can signal important infor
mation about the financial effects of corporate acquisitions. Therefore, in
certain contexts, I discuss their properties, although I do not include them in
the incremental cash flow concept.

Some comments need to be made about internal trading. It has the same
general characteristics as the above transactions in that the receipt in the
selling company corresponds to the payment,.jn the buying company. How-

15 This is true in situations where the tax benefits associated with group contributions are
counter-balanced by equally large sacrifices, e.g. in terms of forfeited opportunities to create
losses carried forward.

16 See section 6.1.4.
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ever, for a particular year, receipt and payment may differ. This is the case
when the entities involved in internal trading recognise the income in differ
ent years, which has an impact on taxation. To the extent that internal trad
ing is not based on market prices, it leads to an unfair division of the profit
between the parties, which calls for an adjustment of its effects. However,
for deals that are settled on a market price basis, there is no need for an ad
justment, and their implications will be reflected in the incremental cash
flows ofbotll the acquiring and the target group.

The defil1ition of incremental cash flows associated with a takeover is built
up of merger related cash flows that appear in the acquiring group and the
target group. These entities, however, cannot be assumed to be constant over
time; they change as companies enter and leave the groups, as illustrated in
figures 2.1 and 2.2 below. The groups are portrayed in figure 2.1 immedi
ately before the acquisition. Figure 2.2 describes the situation some years
after the takeover, when both the legal acquirer (AJ) and the legal target
(TJ) have each divested one subsidiary (a2 and t2), and purchased one new
company (a3 and t3).

AG

AJ

/\

TG

TJ

/\

Figure 2.1 The acquiring group (AG) and the target group (TG) imme
diately before the acquisition. AJ denotes the legal acquirer
and ai its subsidiaries. TJ denotes the legal target and ti its
subsidiaries.
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AJ

TJ

/\

Figure 2.2 The combined entity (eE) some years after the acquisition. It
should be observed that the composition of the acquiring
group and the target group has changed compared to figure
2.1. AJ denotes the legal acquirer and ai its subsidiaries. TJ
denotes the legal target and ti its subsidiaries

The changes in the groups' compositions bring to the fore the question of
how subsequent reductions and enlargements of the groups should be re
garded. The basic criterion is whether the changes were predictable wIlen
the price for the target was set and whether they were likely to affect that
particular price.

The more exact definition of the acquiring group is that it initially consists
of the legal acquirer and those companies it consolidated at the acquisition
date (i.e. AJ, at and a2). However, later enlargements of the acquiring group,
as more companies are added (i.e. a3), are only taken into consideration if
they meet the basic criterion described above. Companies that have left the
acquiring group after the acquisition date (i.e. a2), are included until the date
wIlen they are no longer consolidated by the legal acquirer. The more exact
definition of the target group is that it initially consists of the legal target
and those companies it consolidated at the acquisition date (i.e. TJ, tt and
t2). Companies that are added to the target group after that point in time (i.e.
t3) are included in the definition provided that they meet the basic criterion.

31



Companies that have left the target group after the acquisition date, are in
cluded until the date when they are no longer consolidated by the legal tar
get (i.e. t2).

When a company is moved within the combined entity, that is between the
acquiring group and the target group or vice versa, the location of the in
cremental cash flows will be affected. In order to provide a fair view of
where the takeover effects resided, I have chosen to regard the company in
question as belongillg to the group of its Origill.

The considerations that underlie the definition of incremental cash flows are
also applicable for the definition of the incremental accounting income. The
difference between the concepts is due partly to a timing difference, and
partly to the fact that they do not conlprise the same items. The timing dif
ference occurs when receipts and revenues, or payments and expenses, do
not arise during the same period. The difference in items included is ex
plailled by goodwill and capital transactions with tIle firm's capital provid
ers.

2.4 Methodological design

The methodological design of this study was considered in the light of the
first purpose and the four empirical questions related to it. My aim of mak
ing enlpirical contributions on a rather detailed level, nleant that a case
study was tIle best way to achieve the first purpose. The sample consisted of
seven domestic takeovers by Swedish firms, the incremental cash flows of
which I followed over a maximum postmerger period of five years. I7 In the
following section, I explain how I selected the seven cases, and 110W I typi
cally carried out the work associated with the four empirical questions. In

17 I am aware that the term 'sample' has a precise connotation in the discipline of statistics,
but in this thesis, it refers to the set of companies that is included in a particular study, either
in my own empirical one, or in the literature regarding the outcome of takeovers.
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this context, it is also important to discuss several essent\al methodological
considerations. This is done in section 2.5.

2.4.1 The selection process

My starting point in the selection process was to establish a list of acqllisi
tions that was considered possible to study. In that context, I consulted the
quarterly reports 'Mergers and Acquisitions' issued by The Swedish Com
petition Authority between 1983 and 1990.18 With the ptlrpose of focusing
on takeovers that had presumably involved rather complex postmerger proc
esses, I decided to COllsider only those acquisitions that met the following
requirements:
• The legal acquirer must, in the case of an indirect takeover, acquire at

least 90 per cent of the shares ill the legal target. A smaller share might
impede the extraction of synergies that require entities to be moved
around. This is because, according to the Swedish Companies' Act, an
ownership share below 90 per cent requires that all decisions must also
benefit the minority owner.

• The acquisition must be of a strategically related nature since such take
overs probably include more restructurings and synergies than unrelated
ones. In the latter case, the parties' operations are more distant and the
benefits of integration less apparent.

• Both the legal acquirer and the company whose shares it acquires must
be Swedish, sillce domestic takeovers are probably more integrated than
international acquisitions. In the latter case, the target group's degrees of
freedom is normally higher.

• The selected acquisitions must be made by different legal acquirers since
that would probably enhance the likelihood of variations in the empirical
observations.

18 The Swedish Competition Authority was previously known as the National Price and
Cartel Office, and then National Price and Competition Board. Among other things, this
authority monitors merger activity in Swedish industry.
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In addition to the above requirements it was necessary to choose takeovers
that could be assumed to make a five-year postmerger analysis possible.
Consequently, I limited my search to takeovers that were accomplished be
tween 1983 and 1989.

This procedure generated a list consisting of 74 acquisitions. The next step
in the selection process was to exclude takeovers that for some reason
would be less appropriate to ~tudy. In this context I received valuable advice
from senior faculty members at the Stockholm School of Econonlics (SSE)
who have extensive experience and substantial knowledge of Swedish in
dustry.19 From the initial 74 acquisitions, 16 were excluded.20 The remain
ing 58 were ranked based on the quality of the personal contacts that the
senior fellows at the SSE had with the acquiring group.

The first company on the ranking list was contacted by mail. It received two
letters, one written by one of the senior fellows in order to establish the first
contact, and the other written by me in order to explain the objectives of the
study and the conditions for the company's potential participation. The first
company agreed to take part, and was used as a pilot study as regards the
four empirical questions.

After the completion of the pilot study, the next seven firms were contacted
using the same procedure that was applied for the pilot case. Of the seven,
six agreed to participate, and one declined due to massive reorganisation

19 The faculty members who were active in this process were Professor Lars Ostman,
Professor emeritus Sven-Erik Johansson, and Doctor honoris causa Sten Wikander
20 There were several reasons for this procedure, e.g. takeovers that were driven by govern
mental arrlbitions to find a new industrial structure (Avesta/Nyby-Uddeholm), acquisitions
that were motivated by family reconstructions (Nynas PetroleumINynas Industri), purchases
that were made by a Swedish holding company controlled by a foreign limited company
(Outokumpu SvenskalWirsbo Bruk), takeovers that was just one step among several others
towards a new structure for the acquirer (Electrolux Autoliv/Stilindustri), acquisitions where
the target company was later divested (Electrolux/Beijer Byggmaterial) and purchases where
the target later on went bankrupt (CeWe/Thermia and Tetab). It may seem as a contradiction
that two acquisitions made by companies in the Electrolux group were even considered in an
early phase although I wanted a variety of legal acquirers. However, the legal acquirer was
not the same company in these particular takeovers, and hence it would have been possible to
study both provided, of course, that they had nlet my other requirements.
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and a lack of key personnel that had experienced the takeover process. Con
sequently, the four empirical questions were elaborated on material com
prising seven takeover cases.

2.4.2 Set-up and procedure

After receiving a positive answer to the letter described in the section above;
I established telephone contact with the company representative during
which four main issues were dealt with. First, the content of the letter was
discussed and clarified, if 11ecessary. Second, I asked the representative to
send me legal and operative annual reports regarding the postnlerger period
for the entities that were affected by the acquisition. Third, a date for a
meeting was scheduled. Fourth, I informed the representative that I would
send him a list of semi-structured questions, and contact him some days
before the meeting to explain anything that was unclear.21

During the period between the initial telephone conversation and the meet
ing, I studied the material tllat I llad received from the compa11Y representa
tive and made a list of such questions that I needed to discuss, in additio11 to
the semi-structured ones that had already been mailed to the company.

The meeting typically took place at the offices of the legal acquirer. During
the meeting, I took 110tes and tape-recorded our discussions. In addition to
answering my questions, the company representative provided me with in
ternal company postmerger data, and written memoranda regarding the us
age of capital appraisals and postaudits. In one case, I also visited the office
of the legal target, since the contact perS011 believed that the managers of the
target had knowledge that was essential for my study, an opinion that
proved to be correct. I regarded this procedure as an exception motivated by
the character of that particular deal, and it was 110t considered for the other
six cases.

21 All company representatives were men.
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In all the cases, several U1lsolved questions remained after the meeting, most
of which could normally be sorted out through additional telephone calls, or
by providing extra written material. For one case, however, three meetings
were necessary before I COllsidered the material to be sufficiently compre
hensive.

In terms of the four empirical questions that underlie the first purpose, the
detailed work proceeded along the following lines. The first three questions
were treated together, and separate from the fourth one. The elaboration of
the fourth question built on the internal material, both written and oral, that I
was given access to. The elaboration of the first three questions started with
a calculation of the part of the incremental cash flows that resided in the
target group. The necessary informatioll was gathered from the accounting
reports, both legal and operative ones, and complementary information pro
vided by the company representative. The cash flows of tIle target group
were calculated indirectly, that is, they were derived from the target group's
income statements and balance sheets. The related separation problems were
listed continuously. This procedure was repeated for the increnlental cash
flows that resided in the acquiring group, in which context I was dependent
on the information provided by the company representative. Finally, I stud
ied the takeover's effects on the consolidated accounting reports.

The accuracy of the incremental cash flow figure that resulted from the
above procedure, was checked in various ways. As regards the target
group's annual cash flow, the figure was compared to the yearly change in
the target group's liquid assets; concerning the casl1 flows in the acquiring
group, the amounts were checked to see that they corresponded to receipts
or payments.
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2.5 Critical aspects of the methodological de
sign

In this section, I discuss a number of aspects of the methodological desigJ.l
that are critical for judging whether I have the prerequisites for fulfilling the
first purpose, and consequently, for how the conclusions of this study should
be interpreted. The issues elaborated in sections 2.5.1 to 2.5.6, are not dis
cussed in order of relative importance, but rather in an order that facilitates
the discussion as a whole. The aspects of methodological design discussed
below are:

• the appropriateness of the case study approach,
• the case selection procedure,
• the nunlber of cases,
• the length of the postmerger period,
• the quality of the sources of information, and
• the procedure of separating incremental cash flows.

2.5.1 The appropriateness of the case study approach

Is the case study approach the most appropriate in the light of the first pur
pose and the related four empirical questions? It is possible to argue that the
methodological design is more suitable for the first three empirical ques
tions than it is to the fourth, in that the first three require empirical data
based on internal company nlaterial and hence a case study approach, while
answers to the last one would be obtained more suitably through a question
naire or a large series of interviews.

The methodological design is based on my regarding the four empirical
questions as being part of the same entirety, where the fulfilment of one
particular question is less important than the fulfilment of tIle entire pur
pose. Consequently, I believe that there is good reason to use the same em
pirical material for all four questions. The case study approach is the most
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suitable, since it is also compatible with the fourth empirical question,
whereas a questioIDlaire or a large series of interviews are not suitable alter
natives with regard to the first three empirical questions.

2.5.2 The case selection procedure

The sample is restricted to seven cases, and it is essential that each case con
tains a set of features that allows it to contribllte to the elaboration of the
first purpose. In this context, it may seem that I cannot fully determine tIle
composition of the sample, partly because a study that uses internal com
pany data is dependent on the firms' willingness to participate, partly be
cause I cannot observe all relevant features of a particular acquisition ex
ante. From an external observer's perspective, a number of relevant features
are visible and possible to analyse in advance, but many nlore are hidden
and undetectable from a distance. The visible features include, among other
aspects, who bought whonl, the acquired number of shares, the parties' na
tionality and the strategic relation between them. The hidden features com
prise, for instance, the degree of postmerger integration and the presence of
separability issues.

The fact that I could not be familiar with all characteristics of the cases ex
ante, could be compensated for in a later phase of the research process by
asking the representatives of the companies that agreed to participate
whether the particular takeover contained the features that I was interested
in. If it did not, I could have decided to withdraw that case from the study.
Such a measure was never necessary, although I considered it in the one
case that proved to be a direct takeover and not an indirect one. However, I
judged that including also this particular takeover was compatible with the
first purpose. In other words, I did have some control over the features com
prised by the seven cases.

As I mentioned in section 2.4.1, I decided to concentrate on takeovers that
were believed to contain complex postmerger processes, and th~t I compiled
an initial list of po~ential cases on this basis. By studying the course of
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events in complicated acquisitions, I would hopefully be able to generalise
some observations to the set of takeovers characterised by less conlplicated
postmerger processes. However, the search for complex postmerger proc
esses implies an inherent conflict betweel1 the first two empirical questions:
the elaboration of the first one, which concerns the separation issue, calls for
complicated postmerger processes, while the proceedings regarding the
second one, which concerns the characteristics of incremental cash flows,
are to sonle extent dependent on favourable measurement conditions.

Several of the takeover cases that I studied represent industries whose ac
tivities are capital intensive, a fact that is important to bear in mind when
analysing the observed patterns of incremental cash flows. In four of the
seven cases, the parties belong to an industry, which to a larger extent than
the other industries represented, can be assumed to be characterised by more
cyclical cash flows, partly due to variations in world market prices of raw
material, and partly due to the substantial but irregular level of investment
expenditures.

2.5.3 The number of cases

An important issue to comment on is why the sample consists of seven cases
rather than any other number. First, it must be pointed out that the sample
size was not fixed before the selection process started, but was due to a
number of other considerations.

Given the character of the first purpose, I intended fronl the very beginning
to elaborate a rather limited number of cases in depth. After carrying out the
pilot study and one more case, I realised that the research procedure was
rather laborious and that the marginal effort of successively including one
more case was unlikely to decline as it does in more statistically oriented
studies. Based on that insight, I decided to expand the sample size as long as
I believed that yet another case would contribute to the study.
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It is evident that the sample size was decided on very subjective grounds,
and that it is impossible to know whether a larger sample would have been
an advantage. It is essential to remember that it probably would have been
possible to il1clude more takeovers, since 50 acquisitions on nlY ranking list
had not been invited to participate. However, in the beginning of the selec
tion process, these remaining companies were ranked lower than those fi
nally included in the sample, due to less developed personal contacts.
Hence, it is unclear what their contribution might have been.

2.5.4 The length of the postmerger period

The desire to observe the temporal pattern of incremental cash flows made it
necessary to follow each takeover during a period of postmerger years. The
difficulty in this context was to decide on the length of that period. On the
one hand, it must be sufficiently long for the releval1t and principally inter
esting cash flows to appear; on the other hand, the longer the period the
greater the risk that the prospects of identifying these cash flows deteriorate.
The length of the postnlerger period was decided with reference to what
seems to be the most frequent time period, that is, five years, in previous
studies on the consolidated outcome of corporate acquisitions.22

It may seem a hazardous task to follow incremental cash flows for a period
as long as five years. However, it was possible for five of the seven cases, as
will be apparent in chapter 3; further, the length of the period could not have
been shortened without eliminating some of the principal empirical obser
vations that will be presented in chapters 3 and 4. It must be remembered
that several of the takeover cases represel1t industries whose activities are
capital intensive, and whose fixed assets have a relatively long useful life. In
tllis respect, a five-year analysis of the postmerger effects is rather short.

In a study such as this, where a limited period of time is employed for both
the selection of cases and the analysis of the postmerger fil1ancial effects, it

22 See chapter 5.
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is important to consider whether the years under study are somehow ex
ceptional. The postmerger periods range from 1984 to 1992, during which
time the general business climate in Sweden experienced a rise and a subse
quent decline. This should be remembered when analysing the observed
patterns of incremental cash flows.

2.5.5 The quality of the sources of information

One important issue concerns the quality of my sources of information,
which consisted of legal annual reports, annual operative reports, internal
memoranda, and oral information from the company representatives. The
quality of these sources is essential for the elaboration of the four empirical
questions and for the interpretation of the conclusions regarding the first
purpose. I analyse this issue following a structure that is inspired by the
discipline of history. Jarrick and Soderberg (1993) stress that each source
must fulfil four basic requirements, nanlely contemporaneity, independence,
unbias, and reality.

The internal company material that was used in this study was either written
or oral. The former comprised operative annual reports, internal memo
randa, ex ante calculations and postaudits. The oral input came from the
contact person in each company. Both sources were necessary in their own
right, sillce they contributed in different ways to the information gathering.
Further, the sources could support each other; in some situations the oral
sources informed me about the existence of various internal written mate
rial, and in other situations the statements of the company representatives
could be checked against what was available in writing.

Regarding the oral sources, I distinguish between "eye-witnesses", that is,
company representatives who took part in the acquisition process, and
"recent interpreters", that is, those who were not personally involved in the
takeover. In four of tIle cases, the company representative could be classi
fied as an eye-witness; in the remaining three, they were recent interpreters.
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The requirement ofcontemporaneity means that, ideally, a particular source
should have been establislled at the same time as the' event it describes. In
this sense, quick notes from the relevant period of time are more precious
than descriptions given months or years later. An individual assessment
must be made of each source in order to clarify in what ways it has been
negatively affected by the time that has elapsed.

The requirement of contemporaneity is met by some of the sources, while
others fail in this aspect. The written sources have a clear temporal connec
tion to the evel1t they describe. To a lesser extent, this is true for the verbal
information provided by the eye-witnesses. While they took part in the ac
quisition process, they cannot naturally remember every detail. The verbal
information given by the recent interpreters fails to meet the requirement of
c.ontemporaneity. They did not take part in the acquisition process, and what
they could tell me beyond indisputable and well-documented facts, was
based on other sources. In this context, one could question whether studying
takeovers with a five-year postmerger record is optimal, compared with
following the cases in real time. The latter would probably be possible to
carry out, but the obvious drawback is that the length of the postmerger
period cannot be guaranteed.

The requirement of independence means that the value of a source declines
the more it borrows from another source. Obviously, the recent interpreters
are dependent on what they have heard from the eye-witnesses and on what
they have read in the written sources. The ranking order of my sources in
connection to this criterion is the same as for the requirement of contempo
raneity.

The requirement ofunbias means that a source, ideally, should be free from
subjective judgements. One question, thus, is whether a company represen
tative attempts to provide a version that puts himself and the company in a
brighter light. Two things are especially important in this context. First, the
nature of the selection process as such. While there is an apparent risk that
only executives representing successful takeovers were willing to take part,
I have not found any such tendencies. Seven of eight proposals to participate
were accepted, and in the managers' opinions, some of the takeovers were
successful and others were not. The selection process, therefore, can be
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considered to be one of the strengtl1s of this study. The fact that the respon
dents were interested in participating implies that they were motivated to
contribute in a constructive way, wl1ich would make them more talkative,
and more importantly, more inclined to provide relevant material.

Second, the credibility of the company representatives could be low if they
were lying or hiding certain details. This risk ought to be small, since the
executives had agreed to participate, and hence understood the character of
the study; moreover I had assured them that all il1formation provided would
be treated anonymously. Nevertheless, I planned the study with this risk in
mind. The questions were distributed some weeks in advance, allowing the
respondent to find relevant material and/or someone else who could attend
the interview. All verbal information was checked against written sources to
the extent it was possible. Personal opinions were naturally offered, but,
they have a value in themselves. I have found 110 indication of deliberate lies
or hiding of information. However, some verbal information proved to be
false, but that was typically related to minor details.

The quality of a particular meeting is dependent on the manager's willing
l1ess to answer the questions, and to assist in the gathering of additional
information. In all cases, the person who received the initial letter had some
connection to the senior fellows at the Stockholm School of Economics who
had established the contact. In three cases, the respondent was the same per
son that received the offer to participate, and in the other four cases, the
respondent was a person chosen by him. Willingness, therefore, was a
common feature.

Connected to the question of unbias, is the question of whether I have inter
preted the answers correctly. To deal with the uncertainty in this respect, I
took notes and tape-recorded each meeting, a procedure that reduces the risk
of omitting any information given. Further, the answers I needed were
normally short and quite often numeric, and therefore quite easy to docu
ment.

The written reports that I used were predominantly operative and not legal.
Like the oral material, they could be subject to personal judgements and
other imperfections. One example is the standard costs for central admini-
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stration that in one particular case was allocated to the target company,
possibly leading to a biased estimate of its incremental cash flows. How
ever, it was regarded as beyond the scope of this study to control the objec
tivity of the operative reports; it should be recognised, therefore, that this
might have an impact on the interpretation ofmy results.

To summarise, I believe that my sources meet the requirement of unbias,
since my primary source is written material and/or material regarded as
uncontroversial. It would be reasonable to regard it as being relatively unbi
ased.

The requirement ofreality means tllat an assertion that does not seem prob
able must be rejected. Two aspects in particular help to fulfil this require
ment: firstly, the indisputable fact that the events discussed actually had
happened, and secondly, the fact that the sources could be compared to each
other.

Table 2.2 summarises the discussion regarding the quality of my sources. X
means that a source meets a specific requirement, an empty cell means tllat
it fails, and (X) that the source is somewhere in between the above two ex
tremes.

Table 2.2 The extent to which the sources of this study nleet the re
quirements formulated by Jarrick and Soderberg (1993)

Oral sources Written sources

Requirement Eye-witnesses Recent interpreters

Contemporaneity (X) X

Independence (X) X

Unbias (X) (X) (X)

Reality X X X
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Another aspect of the critical treatment of the sources concerns their relation
to the four empirical questions. The first three questions mainly rely on
written sources, while the elaboration of the fourth question, to a larger ex
tent, is dependent on oral sources. This leads me to conclude that the quality
of the sources is lower for the fourth question.

2.5.6 The procedure of separating incremental cash flows

It would be reasonable to question whether I have studied the relevant ef
fects of takeover decisions. In section 2.1, it was mentioned that an analysis
should take the acquirer's takeover plans into consideration, but that such
plans could not always be expected to exist. Since I refrained from fully
investigating these plans, I do not have complete information 011 which cash
flows were expected. My approach starts at another end. I followed the
postmerger development and analysed which of the events observed were
due to the takeover decision. It is worth emphasising that where no takeover
plans exist, this is the procedure to be followed.

Despite the efforts that have been taken to validate the data of the empirical
study, it must be recognised that I might not have succeeded in finding all
the incremental cash flows that were associated with a particular takeover.
The definitions in section 2.3 were not always easy to apply. For instance, it
proved difficult to clarify whether later enlargements of the target group
were intended when the original deal was settled. In some cases, I was
therefore forced to include subsequent acquisitions in the figures of the tar
get group. One consequence of this is that enlargements of the acquiring and
the target groups are treated differently. The inclusion of subsequent ac
quisitions by the target groups facilitates the observation of incremental
cash flows, btlt provides a less rich body ofmaterial for the separation issue.

Further, the estimate of the incremental cash flows that resided in the ac
quiring group was dependent on the accuracy of the information provided
by the company representatives. Finally, some takeover effects may not
have been possible to logically separate. For example, the acquiring group
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might have experienced postmerger changes in sales, without even consider
ing the possibility that the takeover had caused that change. These aspects of
incremental cash flows al1d their separability should be kept in mind when
the conclusions of this study are evaluated.
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3 Empirical observations regarding the
first purpose

This chapter reports, for each takeover case, the empirical observations re
garding tIle four empirical questions within the first purpose stated in sec
tion 2.2. Analyses of these observations, and conclusions based on thenl,
will be presented in the next chapter.

The central concept of the first purpose is incremental cash flows. In section
2.3, I defined them as 'all cash flows in the acquiring group and the target
group that originate from the takeover decision, except for internal disposi
tions within the combined entity'. As one point of interest is where they
were located, I discuss separately the incremental cash flows that occurred
in the target group and in the acquiring group. It is important in this context
to note that cash flows between the target group and the acquiring group are
not included in their respective measure of incremental cash flows, since
such transactions do not affect the present value of the takeover fronl the
acquiring group's perspective. Nevertheless, I describe these internal trans
actions in an individual section, since they indicate whether the target group
contributed to, or burdened the acquiring group in a financial sense,
tl1fough, for exanlple, group contributions and dividends. As regards inter
nal trading within the combined entity, its size will be discussed in relation
to the incremental cash flows of the acquiring group.

A second point of interest regarding incremental cash flows is their conlpo
sition. I present data concerning three different levels of the concept. The
first level is linked to the FTE model for corporate valuation and includes
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the incremental cash flows after financial transactions (PTE). The second
level is related to the FCF model for corporate valuation and includes the
incremental cash flows after investments (FCF). The third level represents
the incremental cash flows fronloperations (CFO). While it does not explic
itly relate to any valuation model, it is introduced in order to facilitate
analyses of the postmerger development. For example the difference be
tween the target group's CFO and FCF is informative as regards the pattern
of the investment activities and to what extent they were self-financed. The
degree of self-financing is defmed as the ratio between CFO and investment
expenditures. The exact definitions of the three levels of the incremental
cash flow concept are provided in appendix 3.1.

A third point of interest is the relative size of incremental cash flows. I have
chosen to express all cash items as percentages of the legal acquirer's ac
quisition cost for the legal target in order to facilitate comparisons between
the characteristics of the different takeover cases. All cash flows are re
garded from the perspective of the acquiring group, and hence positive and
negative amounts should be interpreted accordingly.

A fourth point of interest is the temporal pattern of incremental cash flows. I
provide graphical illustrations of the development over time, as regards the
three levels of the incremental cash flow concept. It must be stressed that I
have not applied the same scale in all diagrams in this chapter, since my
objective has been to make each graphical presentation as illustrative as
possible.

The third empirical question elaborates the relation between incremental
cash flows and incremental accounting income. I delimit the comparison to
the FCF measure. In this context, I use the sum of the FCF figures from both
the target group and the acquiring group. The corresponding accounting in
come concept is defined in appendix 3.1 and is abbreviated AlO
(incremental accounting income from operations).

In the background to each takeover case, the parties' pre-merger profitabil
ity will be presented in terms of the return on capital employed (ROCE). It
is defined according to expression [3.1]. Capital employed (CE) is defmed
as total assets less operating liabilities, that is, operating short-tenn and
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long-term liabilities. The nun1erator is defined after tax, where te denotes the
corporate tax rate.

ROCEt = Incomebefore financial expensest •(1- t c)
(GEt +CEt_1)12

[3.1]

The acquiring and acquired companies are treated anonymously throughout
the study. In some cases, the companies' industry is clearly stated. However,
if this information could help reveal the merging parties' identity, it has not
been given.

I have chosen a coding system where a female name is given to the acquir
ing group and a male name is given to the target group. I ~ometimes refer to
the acquiring group as "she" and the target group as "he". For a particular
acquisition, the female and the male name starts with the same letter. I do
realise that using female and male names may be controversial, and I must
therefore emphasise that the procedure has been chosen to allow for a clear
and convenient format of presentation. The female name has been assigned
to the acquiring company due to the fact that the parent company, in a
Swedish setting, is popularly referred to as the 'mother'. Unless otherwise
stated, the names always refer to the group level. The adapted names and the
year when the deal was consummated are given in table 3.1 below, together
with the position of the interviewee at the time of the interview. In four
cases, the interviewee held the same position through the entire postmerger
period as when the bid was given. The typical position was either managing
director or financial director, but in one case the financial director was re
placed by his deputy. More detailed information regarding each case is
provided in appendix 3.2.
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Table 3.1 Coded company names used in this study, year of con-
summation and position of the interviewees

Case Acquirer Target Merger year Interviewee's position

A Anne Alfred 1986 Financial director

B Beatrice Benjamin 1986 Managing director, financial director

C Christine Charles 1984 Managing director, financial director

D Daisy David 1984 Financial director

E Elizabeth Edward 1984 Managing director

F Felicia Frederick 1988 Deputy financial director

G Gwen George 1987 Financial director

This chapter is structured as follows. The seven takeover cases are assigned
one section each, from 3.1 to 3.7. Each one of these sections is structured
along the four empirical questions that underlie the first purpose. The em
pirical questions are elaborated in the order they were presented in section
2.2.

3.1 Anne's acquisition of Alfred
3.1.1 Anne and Alfred as stand-alone companies and the mo

tives for the acquisition

AlIne's shares were listed on the Stock110lm Stock Exchange. Alfred was
privately owned. The companies operated in the same capital intensive in
dustry, btlt Alfred's production was more refined than Anne's. Anne was
both more profitable and larger than Alfred, her turnover was almost four
times as high and the number of employees was twice as large. Some abso
lute figures regarding the parties the year before the takeover are given in
table 3.2 below.
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Table 3.2 Anne and Alfred the year before the acquisition

Anne Alfred
Return on average capital employed (per cent)
Sales per employee (SEK OOOs)

15.4
753

13.1
436

Anne had an overall strategy of focusing on refined niche products of high
quality, and market dominance. The purpose of this strategy was to avoid
operationally risky product areas. Her motives for the acquisition of Alfred
were partly to expand the range of refined products in order to reduce sup
pliers' prices, and partly to benefit from his packaging operations which, to
some extent, competed with the higher segments ofAnne's own production.

Anne intended to finance 2/3 of the acquisition of Alfred with stock, and 1/3
with a combination of foreign loans and her commercial paper programme.
However, Alfred's fornler owners did not exchange their shares to the extent
that Anne planned, which necessitated cash purchases directly at the Stock
Exchange and a comp~lsory redemption. In the end, slightly more than half
of the acquisition was financed by stock, and the remaining part by debts.
Consequently, the cash payments relating to the financing of the deal proved
to be larger than expected for the legal acquirer.

The decision to acquire Alfred more or less implied that Anne decided to
make subsequent takeovers. During the second and third year after being
taken over by Anne, Alfred made two indirect and one direct acquisition of
international competitors. The total investment sum for these three competi
tors amounted to 49 per cent of Anne's acquisition cost for Alfred. The
largest subsequent acquisition of them all, however, was made by Anne and
not by Alfred. The company in question was listed on the London Stock Ex
change, and to mitigate the selling shareholders' tax effects, Anne had to be
the legal acquirer. Legally the company belollged to Anne, but operationally
it was under Alfred's control and co-ordinated with him. As a direct conse
quence of these subsequent acqtlisitions, Alfred became market leader of a
particular refined product in Europe.
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3.1.2 Empirical question 1: Separation of incremental cash
flows

The course of events that took place in Alfred was rather complicated dur
il1g the postmerger period that I studied. From a separation point of view,
four phenomena were particularly marked.

The largest separation problenl related to an event that occurred 18 months
after the takeover. The background was that Anne owned another subsidi
ary, Adanl, an investment company with a considerable amount of cash and
unrestricted equity. Amle wanted to access these funds, but could not do so
without material tax disadvantages. The selected procedure implied that Al
fred's assets and liabilities were sold to Adam at book value. Adam became
an operating company and all his excess cash was thell transferred to Anne
through a group contribution. The tax effect of this transaction was can
celled out by remaining losses carried forward in Anne, a saving amounting
to 129 per cent ofAnne's acquisition cost for Alfred.

The only possible way to proceed was to follow the original Alfred until the
transaction with Adam took place, and thell to focus on the new Adam. In
this context, I regarded the above tax synergy as unrelated to the acquisition
of Alfred, since according to Anne's financial director it could have been
extracted by moving the operations of some other subsidiary to Adam. Fur
ther, at the elld of the postmerger period, the joint Alfred and Adam paid a
large dividend to Anne which presumably was attributable to the substantial
amount of cash that was originally tied up in Adam, and not to the cash gen
eration in the original Alfred.

Another separation problem related to the subsequent acquisitions that were
made by Alfred and Anne. These rather large takeovers concerned interna
tional targets which operated quite independently of Alfred and Anne during
tIle postmerger period. The separation problems that occurred mainly in
volved financial transactions.

A third separation problem, although of considerably less importance than
those presented above, occurred as one unit was moved from Anne to Al-
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fred. This transfer cha11ged the location of the incremental cash flows,
making it necessary to adjust the size of the target group's increme11tal cash
flow.

Finally, Anne financed the acquisition of Alfred partly within her general
comnlercial paper program. This implies that it was not possible to discern
the size of the takeover financing as tin1e elapsed, since it was not obvious
whether the loan was constant or decreasing. Consequently, the periodic fi
nancing payn1ents were difficult to assess accurately.

3.1.3 Empirical question 2: Characteristics of incremental
cash flows

3.1.3.1 Incremental cashflows located in Alfred

The temporal patterns of Alfred's incremental cash flows during the post
merger period are depicted in figure 3.1 below. The three levels of the in
cremental cash flow concept show basically the same course of events dur
ing the postmerger period, namely that the cash flows deteriorated during
the first part of the period and improved during the latter part. Further, the
fifth year did 110t reach the levels of the first postmerger year.

The average yearly CFO amounted to 24 per cent of Anne's acquisition cost
for Alfred and was positive during eacl1 postmerger year. FCF, on the other
hand, was negative for three of the five years, and the average yearly
amount corresponded to minus 4 per cent of Anne's acquisition cost. FTE
was close to FCF but on average somewhat more negative. The average
yearly amount equalled minus 9 per cent ofAnne's acquisition cost.

The relation between the average yearly figures for CFO and FCF indicates
that during the postmerger period, Alfred managed to self-finance around 86
per cent of his net investments. Further, the distance between the curves
demonstrates that the size of Alfred's net investn1ents varied from year to
year. They were most important in the middle of the postmerger period,
when Alfred made three subsequent acquisitions which had a direct impact
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on the investment figure. Further, these additional takeovers affected the
CFO observed immediately after the deals came into effect.

45%

Year

Figure 3.1 The incremental cash flows that resided Alfred during the
postmerger period, expressed as CFO (unbroken line), FCF
(dotted line) and FTE (broken line).

When comparing FCF to FTE, it is clear that Alfred had very little involve
ment with external capital providers, the exception being in the first year
when a large amortisation was carried out. Instead, financing transactions
took place with the acquiring group, as will be demonstrated in section
3.1.3.3.

It must be renlembered that the reported figures also include the synergies
that originated from a stronger negotiation power towards suppliers and
which resulted in more favourable purchasing prices for certain expensive
production equipment. These synergies, which were nevertheless deemed by
the company representatives as being negligible in terms of overall financial
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effects of the takeover, appeared in Alfred or his subsidiaries and are thus
implicitly included in the above three levels of incremental cash flows.

3.1.3.2 Incremental cash flows located in Anne

Alfred operated rather independently after the acquisition, and was not inte
grated to any substantial extent into the acquiring group. The company rep
resentatives stated that all effects of the takeover occurred in the target
group, and that there were no incremental cash flow implications for Anne,
besides those aspects of the fil1ancing of the deal described in section
3.1.3.1.
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Figure 3.2 The incremental cash flows that resided in Anne during the
postmerger period expressed at the FTE level.
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Figure 3.2 shows the cash flow patterns of the incremental cash flows that
resided in Anne during the postnlerger period. They consisted of payments
related to the financing of the deal and hence affected the incremental cash
flows orlly at the FTE level. The curve of the acquiring group's increnlental
FTE rests on the simplification that the loan that financed the acquisition
was constant during the postmerger period. This assumption was necessary,
since the financitlg was a part of Atme's general commercial paper program,
and hence not possible to distinguish. The fluctuation in figure 3.2 is there
fore a function of chal1ges in the interest rate. Under these conditions, the
average yearly size of the incremental cash flows residing in Anne
amounted to 6 per c~nt of Anne's acquisition cost for Alfred.

3.1.3.3 Internal cash transactions within the combined entity

The temporal pattern of the internal net financial transactions between Al
fred and Anne is presented in figure 3.3. It demonstrates that the direction
and size of these transactions varied during the postmerger period. Alfred
contributed financially to the others for three of the five years, the exception
being the second and third years when he received internal support to fi
nance the acquisitions that he subsequently made. The average yearly size
of Alfred's internal net financial contribution amounted to roughly 5 per
cent of Anne's acquisition cost for him.

The fifth year contained the largest figure, which was explained by the huge
dividend tllat Alfred paid to Anne that year. As was pointed out in section
3.1.2, this dividend was presumably attributable to Anne's acquisition of Al
fred's brother Adam and should consequently be disregarded. However, it is
difficult to decide the proper adjustment, and I have therefore chosen to in
clude the observed transaction in figure 3.3. Had I instead omitted the entire
amount, the internal net financial transaction during the fifth year would
have been close to 0 per cent of Anne's acquisition cost for Alfred. Further,
such an adjustment calls for the conclusion that Alfred, during the post
merger period as a whole, was a financial burden for the acquiring group.
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Figure 3.3 The development of the internal net cash transactions be
tween Alfred and Anne during the postmerger period.

The dominating items that underlie figure 3.3 were group contributions and
dividends. Alfred gave group contributions from the second year after the
deal was settled and started to pay dividends one year later.

Finally, Alfred's financial transactions with the acquiring group were more
important than those with external parties, both during each itldividual year
and during the postmerger period as a whole.
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3.1.4 Empirical question 3: Incremental free cash flow and in
cremental accounting income

In figure 3.4 below, tIle incremental free cash flows of the acquiring group
and the target group are added together, and compared to the sum of the
groups' incremental accounting income figures.
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Figure 3.4 The incremental free cash flows (FCP) of Anne and Alfred
added together, and compared to the sum of their incre
mental accounting income (AIO) during the postmerger pe
riod. PCP is represented by the dotted line, and AIO by the
unbroken line.

It is clear in figure 3.4 that AlO and FCF were associated with different
temporal patterns. In fact, during each postmerger year they developed in
opposite directions; the differences were particularly large during the first
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and third year. As regards the first year, the main reason was that certain as
sets were divested to an amount exceeding that ofnew investments. Another
explanation was that the restructuring expenses did not correspond to any
payments during that period. In the third year, substantial investments were
made, and FCF consequently fell short ofAla.

AlO showed a more stable temporal pattern than FCF. Further, the average
AlO during the five-year period was minus 1 per cent of Anne's acquisition
cost for Alfred. The figure was close to three percentage points higher than
the corresponding average for FCF.

The purchase price for Alfred's shares exceeded his book value of equity.
The difference amounted to roughly 52 per cent of Anne's acquisition cost
for Alfred; it was mainly attributed to identifiable assets and was depreci
ated linearly over 25 years. The smaller part of the difference was booked as
goodwill on consolidation and depreciated linearly over ten years. These
items affected the AlO figure, and explained part of the difference between
the average figures for Ala and FCF.

Alfred was smaller than the rest of the amalgamation, both in terms of turn
over, and in terms of contribtltion to the consolidated illcome. The illcre
mental accounting income correspollded to 6 per cent of the consolidated
operating income during the postmerger period.

3.1.5 Empirical question 4: Anne's treatment of the time pat
tern and separability of the incremental cash flows

A1me used two estimates, tIle first of which followed an incremental logic
and aimed to describe whether the acquisition of Alfred would yield an ac
ceptable accounting return. The hurdle applied was the performance of the
companies within the acquiring group. Her second approach was of a total
nature in the sense that it focused on the combined entity and rested on the
condition that the acquisition' of Alfred would not reduce the earnings per
share.
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Anne based her estimate on what she regarded as Alfred's normal account
ing income and adjusted it for such merger related revenues and expenses
that she could foresee. She did not explicitly consider the temporal pattern
of the estin1ated income, and the separation issue was not actualised due to
the approaches chosen.

Anne did 110t postaudit the acquisition of Alfred. The financial director
stated that "the buyer is satisfied 011 the bellalf of the shareholders".

3.2 Beatrice's acquisition of Benjamin
3.2.1 Beatrice and Benjamin as stand-alone companies and

the motives for the acquisition

Beatrice and Benjamin were competitors in a capital intensive industry and
subsidiaries of listed Swedish companies. Beatrice was larger than Benja
min, her turnover was 5.4 times higher, the nun1ber of employees 6.3 times
larger, but she was less profitable. Some absolute figures regarding the par
ties the year before the acquisition are given in table 3.3 below.

Table 3.3 Beatrice and Benjamin the year before the acquisition

Return on average capital employed (per cent)
Sales per employee (SEK OOOs)

Beatrice
10.4
697

Benjamin
13.9
803

Beatrice had long been interested in Benjamin, and this time she had three
motives. First, to gain access to technology or a production process that she
lacked, second to strengthen her position on the Scandinavian market, and
third, to obtain a better balance in customer structure, by complementing her
larger customers with Benjamin's smaller customers.
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Beatrice's purpose was to integrate Benjamin completely itlto one of her
own product areas, but expected no substantial synergies to result from this.

3.2.2 Empirical question 1: Separation of incremental cash
flows

The fast and complete integration of one of Beatrice's product areas and
Benjamin made it impossible to follow the incremental cash flows of this
particular acquisition. Benjamin's group was broken up, his foreign subsidi
aries were sold internally to his new brothers in order to create national tax
groups, and his real property was divested. The legal Benjamin became a
commission agent as soon as it was legally possible. All unrestricted equity
in Benjamin was transferred to Beatrice as dividends or group contributions.
After these procedures, Benjamin had no function besides name protection.
Hence, Beatrice's acquisition of Benjamin is an illustrative example of the
separation problem. The effects of the particular acquisition were not pos
sible to separate, except for those aspects commented upon in the next sec
tion, since they were mixed with the other activities of the business area il1to
which Benjanlin was integrated.

3.2.3 Empirical question 2: Characteristics of incremental
cash flows

Despite the impossibility of separating the effects of Beatrice's takeover of
Benjamin, some aspects regarding potential increnlental cash flows deserve
attention. First, the purchase was financed by an unconditional shareholders'
contribution from Beatrice's parent company. Second, after the takeover,
Beatrice made material investments in Benjamin. The investment sum was
twice as high as Beatrice's acquisition cost for Benjamin. Third, the origi
nally acquired Benjanlin was not complemented by subsequent acquisitions
outside Beatrice's group, and neither was any part of his operations exter
nally sold off. However, Benjamin initially divested a company internally
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for a price corresponding to 12 per cent of Beatrice's acquisition cost for
him, but he kept the operative responsibility for that company.

3.2.4 Empirical question 3: Incremental free cash flow and in
cremental accounting income

It was not possible to follow the incremental accounting income associated
with Beatrice's acquisitiol1 of Benjamin. However, some relevant comments
can be made. First, the accounting income was affected by goodwill depre
ciation. Beatrice il1tended to use a straight five-year schedule, but wrote
down the remaining balance against unrestricted equity during the third
postmerger year. The original goodwill item amounted to almost 8 per cent
of Beatrice's acquisition cost for Benjamin. Second, the incremental income
that was due to the acquisition of Benjamin was presumably rather small
compared to the income generated by the other parts of the combitled entity.
This was due to the fact that Beatrice was considerably larger than Benja
min during the last pre-merger year, in terms of turnover, the relation was
nlore than five to one.

3.2.5 Empirical question 4: Beatrice's treatment of the time
pattern and separability of the incremental cash flows

Beatrice made an ex ante calculation of the acquisition of Benjamin in a
format derived from the capital budgeting tradition, and estimated the in
cremental cash flows in the following way:

62



Earnings before depreciation, interest and taxes

investments

increases in working capital

taxes on earnings before interest

+ restructurings and synergies

Cash flow associated with the takeover of Benjamin

The temporal pattern of the expected annual cash flows was based on a
prolongation of historic trends and the figures generated were discounted by
a cost of capital in order to obtain a present value. The cost of capital was
set according to the intended capital structure of the combined entity.

After a request from the board, Beatrice postaudited the acquisition of Ben
jamin. For obvious reasons, the analysis focused on the amalgamation, that
is, the con1bined Beatrice and Benjamin. The conclusion was that the out
come was acceptable, but it was not possible to decide to what extent this
was due to the operations that originated from Benjamin. Hence, the ex post
calculation did not address the separation issue although its importance was
recognised in the conclusion.

3.3 Christine's acquisition of Charles
3.3.1 Christine and Charles as stand-alone companies and the

motives for the acquisition

Christine was a sub-subsidiary of a listed Swedish company. Charles, her
competitor, was a profit centre within a subsidiary of a co-operative Swed
ish group and not a legal person. They operated within a capital intensive
industry. Christine was larger than Charles; the turnover was 1.4 times
higher and the number of en1ployees was 1.4 tin1es as large. Some absolute
figures regarding the parties the year before the acquisition are given in ta
ble 3.4 below.
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Table 3.4 Christine and Charles the year before the acquisition

Return on average capital employed (per cent)
Sales per employee (SEK ODDs)

Christine
24.2
558

Charles
N/A
592

Christine's motives for the acquisition were to acquire production capacity
and to obtain a better market dispersion. She had capacity problems and the
cheapest solution was to acquire Charles, who had spare capacity. Christine
estimated that the nlarket would be less disturbed if she acquired existing
capacity rather than creating new capacity. The companies were geographi
cally complementary to each other, a fact that was important in the light of
11igh distribution costs.

Since Charles was not a legal person, the acquisition had to be direct. The
takeover was financed by Christine's parent company and took the form of a
ten-year loan with straight-line amortisation. One year after the acquisition,
half of the loan was transformed to shareholders' equity.

3.3.2 Empirical question 1: Separation of incremental cash
flows

The separation of the incremental cash flows associated with Christine's ac
quisition of Charles was troublesome in some aspects. First, Charles' ad
ministrative functions were centralised, which meant that part of the re
sources that were necessary for his operations were paid for by the acquiring
group. The exact amount had to be estimated, since the administrative ex
penses of the combined entity were not broken dOWll on particular units.

Second, sil1ce the acquisition was also driven by a geographical motive, the
transportation costs were reduced by developitlg an efficient system for
serving the customers from the most appropriate factory. The exact saving
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was not possible to observe, and therefore had to be estimated on the basis
of changes in transportation costs.

Third, part of Charles' sales were hard to separate. Most of the goods were
delivered directly to the custonler, and only small series that had to be kept
in stock passed a wholesaler. Three years after the takeover, all Christine's
and Charles' wholesale activities were gathered in one profit centre. Conse
quently, the part that emanated from Charles was mixed up with what had
originally belonged to Christine.

Finally, as Charles was a profit centre, the accounting information system
was restricted to the operative aspects of his operations, and did not inform
about the financing side. Consequently, the presentation of the target
group's incremental cash flows comprises two of the three levels, namely
CFOandFCF.

3.3.3 Empirical question 2: Characteristics of incremental
cash flows

3.3.3.1 Incremental cashflows located in Charles

The temporal patterns of Charles' il1cremental cash flows during the post
merger period are depicted in figure 3.5 below. It does not show any consis
tent patterns; the two cash flow concepts, CFO and FCF, developed differ
ently over the years. CFO was improved continuously and was positive
during four of the five years, the exception being the very first year. The av
erage yearly CFO amounted to slightly more than 12 per cent of Christine's
acquisition cost for Charles. FCF, on the other hand, fluctuated more, but it
l1ever became positive. Its average yearly size corresponded to minus 17 per
cent of Christine's acquisition cost for Charles. This implies that during the
postmerger period, Charles managed to self-finance almost 41 per cent of
his net investments.
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The distance between the CFO and FCF curves demonstrates that Charles'
net investments did not vary considerably, but rather grew gradually except
for a slight decline during the fourth year.
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Figure 3.5 The incremental cash flol1ls that resided in Charles during the
postmerger period, expressed as CFO (unbroken line) and
FCF (dotted line).

It must be remembered that the figures regarding CFO and FCF include syn
ergies, half of which were said to have appeared in Charles. The total cash
flow due to synergies, on a before-tax basis, was estimated at 5 per cent an
nually of the price Christine paid for Charles' operations.
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3.3.3.2 Incremental cash flows located in Christine

One nlerger consequence occurred in the acquiring group, but also affected
Charles to some extent, nanlely the centralisation of his administrative
fWlctions. The company representative estimated that this improved Char
les' cash flow by slightly less than 8 per cent annually in terms of Chris
tine's acquisition cost for Charles.

Further, part of the transportation synergies that followed the deal appeared
outside Charles. The total cash flow due to synergies was estimated at 5 per
cent almually, on a before-tax basis, of Christine's acquisitiol1 cost for
Charles, half ofwhich was estimated to have appeared in Charles.
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The incremental c;ash flows that resided in Christine during
the postmerge:r period expressed as CFO (unbroken line) and
PTE (broken line).

Finally, the financing of the acquisition that Christine arranged with her
parel1t company had the form of a ten-year loan with straight-line amortisa-
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tion. The average yearly size of the financing payments amounted to around
6 per cent, on a before tax basis, of Christine's acquisition cost for Charles.

Figure 3.6 above shows the cash flow patterns of the incremental cash flows
that resided in Christille during the postmerger period. CFO includes the ef
fects of the centralised administrative functions and the synergies, and FTE
comprises, in addition to the CFO items, the payments related to the financ
ing of the deal.

3.3.3.3 Internal cash transactions within the combined entity

As was mentioned in section 3.3.2, the financing aspects of Charles' opera
tions were not possible to detect, and therefore, the incremental FTE cannot
be described. It is, however, apparent that the acquiring group must have
supported him financially in some way, since he was not able to self-finance
more than 41 per cent of his capital investments, as reported in section
3.3.3.1 above.

3.3.4 Empirical question 3: Incremental free cash flow and in
cremental accounting income

In figure 3.7 below, the incremental free cash flows of the acquiring group
and the target group are added together, and compared to the sum of groups'
incremental accounting income figures. It is clear in figure 3.7 that AlO and
FCF were associated with different temporal patterns; in some years tlley
developed in opposite directions. The differences were particularly large
during the last part of the postmerger period. From year three onwards,
Charles made large illvestlnents, which each year exceeded the annual de
preciation figure. Consequently, the difference between AlO and FCF in
creased.
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AlO had a more stable temporal pattern than FCF. Further, the average AlO
during the five-year period was 1 per cent of Christine's acquisition cost for
Charles. The figure was close to twenty percentage points higher than the
corresponding average for FCF.
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Figure 3.7 The incremental free cash flows (FCF) of Christine and
Charles added together, and compared to the sum oftheir in
cremental accounting income (Ala) during the postmerger
period. FCF is represented by the dotted line, and Ala by the
unbroken line.

In this particular case the acquisition was direct. The purchase price for
Charles' assets exceeded the book value by slightly more than 20 per cent.
The difference was depreciated linearly over five years, and affected the in
cremental accounting income. The depreciation figure was substantial, and
corresponded, on average, to more than half the target's AlO.
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The incremental accounting income tl1at was due to the acquisition of Char
les was relatively small, corresponding to less than two percent of the con
solidated income.

3.3.5 Empirical question 4: Christine's treatment of the time
pattern and separability of the incremental cash flows

Christine could not provide her capital budgeting approach, since the docu
mentation about the model had disappeared, but she informed me that she
had used a discounted cash flow valuation. The absence of the model made
it impossible to scrutinise the extent to which temporal patterns and separa
tion issues were recognised.

Christine did not postaudit the acquisition of Charles. The financial director
stated that "the best n1easure of the Otltcome is probably that seven to eight
years after the deal, we have succeeded in achieving our aims".

3.4 Daisy's acquisition of David
3.4.1 Daisy and David as stand-alone companies and the mo

tives for the acquisition

Daisy was a listed Swedish company, and David was her competitor, listed
on the Stock Exchange, but with a different industrial con1position and more
refined products. The companies operated in a capital intensive industry.
David was more profitable, but smaller, than Daisy. Both turnover and num
ber of employees were 20 per cent larger. Some absolute figures regarding
the parties the year before the acquisition are given in table 3.5 below.
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Table 3.5 Daisy and David the year before the acquisition

Daisy David
Retunl on average capital employed (per cent)
Sales per emEloyee (SEK OOOs)

9.5
622

13.3
579

Daisy, who had an overall strategy of becoming more dominant on the mar
ket, llad identified potential companies to acquire. It was a coincidence that
David was the first to be taken over. The purchase resulted in a market ex
pansion and partially in an integration forward. The structural changes and
the extraction of synergies had to wait for two more years until Daisy
bought another company she had long been interested in.

Daisy concentrated David's operations by initiating a sell-off of his power
division one year after the takeover. The price corresponded to 15 per cent
ofher acquisition cost for David.

Daisy intended to finance 60 per cent of the acquisition with a loan and 40
per cent with a nine-year convertible loan. This mix was later changed,
since 7 per cent of the shares in David had to be acquired through a compul
sory redemption. Consequently, the financing payments became larger than
expected. Three years after the deal, the convertible loan was reduced by
2/3.

3.4.2 Empirical question 1: Separation of incremental cash
flows

The course of events that took place in David was rather complicated. From
a separation point ofview, four phenomena were particularly marked.

The largest separation problem related to the subsequent acquisitions made
by Daisy. Two years after the acquisition ofDavid, she acquired yet another
Swedish competitor. Initially, this affected David only in an operative sense
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and legally he remained unchanged for yet another year. Then, he was given
a legal structure identical to the operative one he had had all along after the
acquisition. Part of the original legal target became a business area (the
largest in the new group), and the remaining parts were broken up and added
to the corresponding units emanating from the original Daisy. The opera
tions of the target group were distributed to six different business areas.
From that point on, the effects of the particular takeover decision under
study could not be separated from the implications of the subsequent acqui
sitions, and I chose to delimit the postmerger period to the first three post
merger years.

Another separation problem related to synergies that followed the deal. The
acquisition also included a geographical motive, since transportation costs
could be reduced by developing an efficient system for serving the custom
ers from the most appropriate factory. The synergies were not possible to
quantify accurately, but an estimate of their total size was made by the com
pany representative. Some of the synergies were said to have influenced
David, while other appeared in the acquiring group. Further, David experi
enced what could be 9alled indirect synergies that appeared as a conse
quel1ce oftl1e first of Daisy's subsequent acquisitions and were not possible
to separate.

A third separation problem concerned two small internal sell-offs that David
made after his inclusion in Daisy. The prices were market based and
an10unted in total to 4 per cent of Daisy's acquisition cost for David. This
transaction changed the location of the incren1ental cash flows, making it
l1ecessary to adjust the size of the target group's and the acquiring group's
respective incren1ental cash flows. Part of the divested operations was later
sold externally by the internal buyer.

A fourth separation problen1 was associated with the fact that Daisy fi
nanced the acquisition of David partly within her general commercial paper
program. This means that it was not possible to discern the size of the take
over financil1g as time elapsed, as it was not obvious whether the loan was
constant or decreasing. Consequently, the periodic financing payments were
hard to assess accurately.
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3.4.3 Empirical question 2: Characteristics of incremental
cash flows

As was pointed out in the foregoing section, Daisy was heavily restructured
after the takeover. As a consequence, I was forced to delimit the postmerger
period to three years.

3.4.3.1 Incremental cashflows located in David

The temporal patterns of David's incremental cash flows during the post
merger period are depicted in figure 3.8 below.
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Figure 3.8 The incremental cash flows that resided in David during the
postmerger period, expressed as CFO (unbroken line), FCF
(dotted line) and FTE (broken line).
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One interpretation of figure 3.8 is that David's operative cash flows were
positive during each postmerger year in terms of CFO or FCF. The average
yearly CFO amounted to slightly less than 23 per cent ofDaisy's acquisitioll
cost for David. The correspondillg figure for FCF and FTE was 6 per cent
and minus 2 per cent respectively. Furtller, the distance betweell the curves
demonstrates that David's investment expenses in a relative sense were
highest at the beginning of the postmerger period and then declined.

TIle temporal patterns were different for CFO and FCF, the former de
creased annually during the period, while FCF showed the opposite devel
opment. This indicates that the cash generation of David's ongoing opera
tions declined, but also that his net investments decreased relatively more.
In terms of gross investments, the conclusion is even stronger than the fig
ure shows, since FCF during the first postmerger year increased as a result
of David's sell-off of his power division for a price corresponding to 15 per
cent of Daisy's acquisition cost for him. This sell-off naturally affected the
observed level of the operative cash flow during the remaining years of the
postmerger period and nlight partly explain the negative trend of CFO. Fur
ther, the relation between the average yearly figUres for CFO and FCF indi
cates that during the postmerger period, David managed to self-finance all
his net investments.

The trellds for FCF and FTE are similar. The distance between the two
curves indicates that David had little involvenlent with external capital pro
viders, which seems reasonable in the light of his ability to self-finance all
his capital investments.

Finally, it must be remembered that the reported figures include the direct
and indirect synergies that were commented upon in section 3.4.2.

3.4.3.2 Incremental cashflows located in Daisy

The incremental cash flows that resided in the acquiring group originated
partly from synergies, and partly from the financing of the deal through
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Daisy's commercial paper program. The synergies affected all three levels
of tIle increnlental cash flow concept, while the aspects of financing are only
reflected in the FTE measure. Figure 3.9 illustrates the relative size of these
items during the postmerger period.
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The incremental cash flows that resided in Daisy during the
postmerger period expressed as CFO (unbroken line) and
FTE (broken line). In this particular case, CFO is equal to
FCF.

hl this context, it must be stated that the values underlying figure 3.9 are es
timates; the synergies were estimated by the company representative, and
the financing payments were estimated by me based on the assumption that
the loan taken to finance the deal was constant over the years. The develop
ment of FTE during the last year was explained by tIle redemption of the
convertible loan that partly financed the takeover.
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Internal trading took place continuously within the combined entity at mar
ket prices. David was a net seller to the acquiring group, and the average
yearly net sales amounted to less than 1 per cent of Daisy's acquisition cost
for him. The effects of these transactions are not included in figure 3.9.

3.4.3.3 Internal cash transactions within the combined entity

The temporal pattern of the internal net financial transactions between
David and Daisy is presented in figure 3.10 below.
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Figure 3.10 The development of the internal net cash transactions be
tween David and Daisy during the postmergerperiod.

Figure 3.10 demonstrates clearly that Daisy initially contributed to the target
group, but that the situation from her perspective improved gradually. The
net internal financial tral1sactions were rather small, except for in the first
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year. The small size, around 3 per cent of Daisy's acquisition cost for
David, can be explained by his positive incremental FCF, which seemed to
eliminate his need for financial support in various forms. In fact, the internal
net financial transactions made up the greater part of David's financing
during the postmerger period as a whole, but with noticeable variations from
year to year. Further, the main explanation for the relatively large
transaction during the first postmerger year was a group contribution that
David received from Daisy.

3.4.4 Empirical question 3: Incremental free cash flow and in
cremental accounting income

In figure 3.11 below, the incremental free cash flows of the acquiring group
and the target group are added together and compared to the sunl of groups'
incremental accounting income figures. It is clear from figure 3.11 that AlO
and FCF were associated with opposite temporal patterns. However, they
were moving closer to each other as time elapsed. Tile difference was par
ticularly large during the first year, when David made big investments total
lil1g more than the depreciation figure.

The average AlO during the three year period was 24 per cent of Daisy's
acquisition cost for David. The figure was slightly more than 16 percentage
points higher than the corresponding average for FCF.

Goodwill on consolidation was not an issue in this takeover. The premiunl
that was paid in comparison to the book value of David's assets and debts
corresponded to 30 per cent of Daisy's acquisition cost for David. It was
allocated to identifiable property, which was not subject to depreciation.
Hence, goodwill did not cause any difference between AlO and FCF.
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Figure 3.11 The incremental free cash flows (FCF) of Daisy and David
added together, and compared to the sum of their incre
mental accounting income (AID) during the postmerger pe
riod. FCF is represented by the dotted line, and AID by the
unbroken line.

3

The incremental income that was due to the acquisition of David was sig
nificant compared to the income generated by the other parts of the com
bined entity. It corresponded to 37 per cent of the COl1solidated operating in
come during the postmerger period.
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3.4.5 Empirical question 4: Daisy's treatment of the time pat
tern and separability of the incremental cash flows

Daisy did not perform a capital appraisal. The reaSOl1 for this was that David
was already a potential target in Daisy's strategic plans and when it became
clear that he was for sale, she took the opportunity to acquire without further
quantitative analysis.

As a consequence of the integration with other compal1ies acquired by
Daisy, events that impeded the study of five postmerger years, Daisy did not
postaudit the acquisition of David. The financial director stated that "in a
sufficiently long perspective everything will be right, unless you were struc
turally wrong".

3.5 Elizabeth's acquisition of Edward
3.5.1 Elizabeth and Edward as stand-alone companies and the

motives for the acquisition

Elizabeth was the parent of a group that supplied components to the auto
mobile industry. She was a sub-subsidiary of a listed Swedish company.
Edward operated in the same industry, but was owned by the management.
Edward was both more profitable and larger than Elizabeth; the turnover
was 60 per cent higher and the number of employees were 2.6 times larger.
Some absolute figures regarding the parties the year before the acquisition
are given in table 3.6 below.

Table 3.6 Elizabeth and Edward the year before the acquisition

Return on average capital employed (per cent)
Sales per employee (SEK OOOs)
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27.7
606

Edward
20.6
373



There were three motives for the acquisition. Elizabeth wanted to broaden
her product range, and gain access to a different production technique.
Moreover, she ainled to internationalise her operations.

Elizabeth financed the takeover with an internal loan from her parent com
pany.

3.5.2 Empirical question 1: Separation of incremental cash
flows

Edward had a rather independent position within the combined entity during
the postmerger period and the only apparent separation problem related to
his European subsidiary. Rather soon after the takeover, Elizabeth realised
that it was in bad shape. She took minor restructuring costs and divested the
subsidiary in question some years later at a material capital loss. 1 The prob
lem in this context was to attribute the correct amount of incremental cash
flows to the acquiring group and the target group.

3.5.3 Empirical question 2: Characteristics of incremental
cash flows

3.5.3.1 Incremental cashflows located in Edward

The temporal patterns of Edward's incremental cash flows during the post
merger period are depicted in figure 3.12 below. The three levels of the con
cept give the same overall information of the course of events during the
postmerger period inasmuch as the incremel1tal cash flows improved
gradually. CFO was positive each year and its average yearly size amounted
to 57 per cent of Elizabeth's acquisition cost for Edward. The corresponding
figure for FCF and FTE was 23 per cent and minus 2 per cent respectively.

1 The large capital loss was accompanied by a small cash inflow as Elizabeth received a
relatively small amount when she sold the subsidiary.
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Figure 3.12 The incremental cashjlows in Edward during the postmerger
period, expressed as CFO (unbroken line), FCF (dotted line)
and FTE (broken line).

The relation between the average yearly figures for CFO and FCF indicates
that during the postmerger period, Edward managed to self-finance his net
investnlents. FCF was positive for the last three of the five postmerger
years. The negative FCFs at the beginning of the period were due to insuf
ficient CFOs rather than exceptionally large net investments. In fact, the net
investments were rather constant in relative terms over the years.

When comparing FCF and FTE, it is clear that Edward's transactions with
external capital providers varied considerably over the years. This was due
to the fact that in the middle of the postmerger period, lle amortised all ex
ternal loan and replaced it with an internal loan from Elizabeth, which will
be apparent in section 3.5.3.3 below.
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3.5.3.2 Incremental cashflows located in Elizabeth

The incremental cash flows that resided in the acquiring group consisted of
those associated with the European subsidiary that was divested, and the in
terest payments related to the financing of the acquisition. The former af
fected all three levels of the incremental cash flow concept, while the aspect
of financing only is reflected in the FTE measure. Figure 3.13 illustrates the
relative size of these items during the postmerger period. The average yearly
CFO amounted to more or less 0 per cent, and the FTE was equal to the in
terest rate on the constant loan after tax, that is, around 8 per cent.
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Figure 3.13 The incremental cash flows that resided in Elizabeth during
the postmerger period expressed as CFO (unbroken line) and
FTE (broken line). In this particular case, CFO is equal to
FCF.

Internal trading took place continuously within the combined entity at mar
ket prices. Edward was a net seller to the acquiring group, and the average

82



yearly net sales amounted to 8 per cent of Elizabeth's acquisition cost for
llim. The cash effects of these transactions are not included in figure 3.13.

3.5.3.3 Internal cash transactions within the combined entity

The temporal pattern of the intemall1et financial transactions between Ed
ward and Elizabeth is presented in figure 3.14 below.
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Figure 3.14 The development of the internal net cash transactions be
tween Edward and Elizabeth during the postmerger period.

Figure 3.14 demonstrates that the size and direction of these transactions
varied over the years. During the first four years, Edward was a final1cial
burden for the others, although the situation changed after the third year. It
was not until the fifth year that he made a net cash contribution.
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It may seem surprising that Edward received a substantial amount of cash
from the acquiring group at the same time as his operative cash flow was
positive and increasing,2 a situation which was most marked in the third and
fourth years. The explanation is that during the early years of the postmerger
period, Edward repaid a substantial part of his external financial loans and
replaced them with internal loans. At the end of tIle period, whel1 his opera
tions generated larger cash flows than he needed, he amortised the internal
loans and hence the trend in figure 3.14 was reversed.

However, the size of the internal net financial transactions is only partly
explained by payments related to the intemalloans. In addition to them, Ed
ward paid group contributions during the first three postmerger years.

The average yearly size of the internal net financial trallsactions amounted
to slightly less than minus 2 per cent of Elizabeth's acquisition cost for Ed
ward.

3.5.4 Empirical question 3: Incremental free cash flow and in
cremental accounting income

In figure 3.15 below, the incremental free casH flows of the acquiring group
and the target group are added together, and compared to the sum of groups'
increnlental accounting income figures. It is clear in figure 3.15 that AID
and FCF were associated with similar temporal patterns. However, their re
lation changed during the latter part of the postmerger period. The differ
ence was most substal1tial in the last year, when the investment expenditures
declined and came short of the depreciation charges. Further, the working
capital decreased markedly during that particular year.

The average FCF during the five-year period was roughly 22 per cent of
Elizabeth's acquisition cost for Edward. The figure was seven percentage
points higher than the corresponding average for AlD.

2 See figure 3.12.
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Figure 3.15 The incrementalfree cashjlows (FCP) ofElizabeth and Ed-
ward added together, and compared to the sum of their in
cremental accounting income (AID) during the postmerger
period. FCF is represented by the dotted line, and AID by the
unbroken line.

In this case, the goodwill on consolidation that arose was expensed in the
income statement during the first postmerger year. It affected the AlO fig
ure, but the impact was rather small. The goodwill item represented 3 per
cent of Elizabeth's acquisition cost for Edward.

The incremental income that was due to the acquisition of Edward acquisi
tion was significal1t compared to the income generated by the other parts of
the combined entity. It corresponded to 57 per cent of the consolidated op
erating incon1e.
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3.5.5 Empirical question 4: Elizabeth's treatment of the time
pattern and separability of the incremental cash flows

Elizabeth's method of investment appraisal was of a capital budgeting na
ture in that she regarded the acquisition of Edward as an investment project.
However, she did not estimate the future incremental cash flows, but rather
the accounting income that Edward was assumed to generate. She based her
estimates on an assumed annual growth in earnings. Further, she related the
expected income figures to Edward's capital employed and evaluated ROCE
(before tax) against the group hurdle, which was 20 per cent.

Due to the absence of restructuring plans, the question of separation was not
an issue in the ex ante calculations.

At the board's request, Elizabeth postaudited the acquisition of Edward. She
followed the development of his ROCE and concluded that the acquisition
was a failure. "If I could tum back the clock, I would not make this acquisi
tion", Elizabeth's managing director said.

3.6 Felicia's acquisition of Frederick
3.6.1 Felicia and Frederick as stand-alone companies and the

motives for the acquisition

Felicia was a listed Swedish conglomerate. Frederick was the subsidiary of
another listed Swedish conglomerate. Both companies were active in a
process industry. Felicia was more profitable than Frederick: her turnover
was 14.8 times higher and she had 24 times more employees than Frederick.
Some absolute figures regarding the parties the year before the acquisition
are given in table 3.7 below.
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Table 3.7 Felicia and Frederick the year before the acquisition

Return on average capital employed (per cent)
Sales per employee (SEK OOOs)

Felicia
11.7
768

Frederick
9.7

1239

Felicia's objective was to expand ller presence in a particular Swedish in
dustry beyond her subsidiary Frank, and in this context Frederick was one of
three potential companies to buy.

The motive for the acquisition was to extract synergies. Frank had been in
terested in buying Frederick several times. The companies' products were
complementary, they used the same technology and they had the sanle cus
tomers.

Felicia financed the acquisition within her conlmercial paper programme.

3.6.2 Empirical question 1: Separation of incremental cash
flows

The course of events that took place in Frederick was rather complicated af
ter the acquisition. From a separation point of view, three phenomena were
particularly troublesome.

The largest separation problem related to the fast integration between Fre
derick and the acquiring group. The companies involved in this process and
their relation are shown in figure 3.16 below. During the first few months
after the acquisition, Franklin and Frank were sold to Florence. Franklin
then bought Florence's assets and debts, and at the same time Felicia sold
Frederick. However, Franklin nlade an agreement to lease back the fixed as
sets from Frederick. During the third year after the initial takeover, Fiona
bought the shares in Frarlk and Franklin from Florence and also bought the
shares in Frederick from external parties. Finally, during the fourth year af-
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ter the initial takeover, the assets and liabilities in Fiona were transferred to
Frederick. Despite this complicated set of events, it was possible to trace the
cash flow effects, since the operations of the original Frederick and Frank
are relevant to follow regardless of their organisational belonging. However,
the original Frederick and Frank cannot be separated from each other. Con
sequently, from now on all figures concern Florence's takeover of the joint
Frederick and Frank.

Felicia

Figure 3.16 Part of the group structures ofFelicia and Frederick before
the deal.

The second separation problem was due to internal sell-offs that Frederick
made in order to create national tax groups. He divested at book value to a
price equivalent to 22 per cent of Florence's acquisition cost for him and
Frank. This transaction changed the location of the increnlental cash flows,
hence making it necessary to adjust the size of the target group's incre
mental cash flows. Part of the divested operations was later sold externally
by the internal buyer at a price corresponding to alnlost 75 per cent of the
amount Frederick received.

Finally, the payments related to financing caused a separation problem.
From Florence's perspective, the deal was financed by a shareholders' 'con
tribution from Felicia, but it was impossible to decide whether or not it was
later repaid. However, it could be asserted that the relevant financing effects
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are those manifest in Felicia. Even at this level the exact financing was
troublesome since Felicia expanded her commercial paper programme and
made several share issues around the acquisition date, without any explicit
lil1k to the purchase ofFrederick.

3.6.3 Empirical question 2: Characteristics of incremental
cash flows

It must be remembered that all incremental cash flows in this section relate
to Florence's acquisition of the joint Frederick and Frank. The question of
whether Florence paid a fair price for the two companies is fortunately not
relevant for the presentation of the relative size and temporal pattern of
various incremental cash flows in this section.

3.6.3.1 Incremental cashflows located in Frederick and Frank

The temporal patterns of the incremental cash flows of Frederick and Frank
during the postmerger period are depicted in figure 3.17 below, which dem
onstrates that the operative cash flows varied and were relatively poor dur
ing the restructuring years at the beginning of the postmerger period. As re
gards CFO, the situation improved during the third year, while for FCF the
improvement did not appear until one year later. FTE is very close to FCF
over the whole period.

The observed CFO was positive each year and its average yearly size
amoul1ted to almost 13 per cent of Florence's acquisition cost for Frederick
and Frank. As regards FCF and FTE, the average yearly size corresponded
to minus 5 per cent and minus 6 per cent respectively.
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Figure 3.17. The incremental cash flows that resided in the combined
Frederick and Frank during the postmerger period, ex
pressed as CFO (unbroken line), FCF (dotted line) and FTE
(broken line).

The relation between the average yearly figures for CFO and FCF indicates
that during the postmerger period, Frederick and Frank managed to self-fi
l1ance almost 74 per cent of their net investments. Except for in the third
year, when Frederick and Frank undertook substantial investments, the two
cash flow concepts are close to each other, indicating that the investment
expenditures were fairly constant during the postmerger period.

When comparing FCF and FTE, it is clear that Frederick and Frank had little
involvement with external capital providers. As will be demonstrated in
section 3.6.3.3, the reason is the frequency and size of the financial transac
tions with the acquiring group.
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3.6.3.2 Incremental cashflows located in Felicia

Felicia remained a cOl1glomerate during the postmerger period al1d the dif
ferent business areas were independent of each other. Hence, the effects of
the takeover mainly appeared in Frederick and Frank. Yet some effects oc
curred in Felicia who obtained a substantial tax synergy by making several
internal restructurings after the purchase of Frederick. The tax saving po
tential was used in the first year after the takeover and amounted to 22 per
cent ofFlorence's acquisition cost for Frederick and Frank.
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Figure 3.18 The incremental cash flows that resided Felicia during the
postmerger period expressed at the FTE level.

The relevant financing payments are those related to Florence's acquisition
of the combined Frederick and Frank. Florence received a shareholders'
contribution from Felicia but it was not possible to decide whether or not it
was later repaid. Therefore, any payments related to financing cannot be ob
served for this case.
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Figure 3.18 above presents the incremental cash flows for the acquiring
group during the postmerger period. The only component is the tax synergy
that occurred in the first year, and which is included in the FTE measure.

3.6.3.3 Internal cash transactions within the combined entity

The temporal pattern of the internal net financial transactions between Fre
derick and Frank and the acquiring group is presented in figure 3.19 below.
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Figure 3.19 The development of the internal net cash transactions be
tween the combined Frederick and Frank, and Felicia during
the postmerger period.

Figure 3.19 demonstrates that during the period as a whole, Frederick and
Frank were a financial burden for the acquiring group, as the average yearly
size amounted to minus 8 per cent of Florence's acquisition cost for the
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joint Frederick and Frank. During the first part of the postmerger period, the
target group received financial support fronl the acquiring group in the foml
of intemalloans and group contributions. These transactions were necessary
for covering the insufficient operative cash flows of the restructuring phase
as was illustrated in figure 3.17. The positive amount during the fourth year
was the result of a group contribution.

3.6.4 Empirical question 3: Incremental free cash flow and in
cremental accounting income

In figure 3.20 below, the incremental free cash flows of the acquiring group
and the target group are added together, and compared to the sum of groups'
incremel1tal accounting income figures. It is clear in figure 3.20 that AlO
and FCF were associated with different temporal patterns. They were, how
ever, rather close to each other, except for in the third year. Then, Frederick
and Frank suffered a decline in operating cash flows and made large invest
ments, which increased the difference between FCF and AlO.

AlO had a more stable temporal pattern than FCF. Further, the average AlO
during the five-year period was almost 5 per cent of Florence's acquisition
cost for the combined Frederick and Frank. The figure was roughly nine
percentage points higher than the corresponding average for FCF.
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Figure 3.20 The incremental free cash flows (FCF) of Felicia and the
combined Frederick and Frank added together, and com
pared to the sum of their incremental accounting income
(AlO) during the postmerger period. FCF is represented by
the dotted line, and AlO by the unbroken line.

The purchase price paid for the shares ofFrederick and Frank exceeded their
book value of equity. The difference was classified as goodwill on consoli
dation and corresponded to 50 per cent of Florence's acquisition cost for
Frederick and Frank. The goodwill item was initially expensed against Flor
ence's unrestricted equity, but that procedure was later changed and part of
the premium was re-activated and depreciated linearly over a period of
twenty years. The change was due to a new Swedish accounting standard,
RRO1. In figure 3.20 the later procedure has been applied.

The incremental income that was due to Florence's acquisition was rather
small compared to the income generated by the other parts of the combined
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entity. It corresponded to less than 3 per cent of the consolidated operating
income.

3.6.5 Empirical question 4: Felicia's treatment of the time
pattern and separability of the incremental cash flows

The ex ante calculation that was made in this takeover case was performed
by Felicia in connection to her acquisition of Frederick. Florence, on the
other hand, did not make any estimate of her later internal purchase of Fre
derick and Frank.

In order to establish an appropriate purchase price for Frederick, Felicia per
formed an ex ante calculation. Her starting point was to discover the PIE-ra
tios that had been used recently in international acquisitions of companies of
Frederick's type. She then multiplied the chosen PIE-ratio by Frederick's
estimated normal accounting inconle after financial items, which was de
fined as:

Frederick's income after financial items as an independent company

+ restructurings and synergies

+ changes in annual depreciation charges

Frederick's estimated income after financial items

Felicia did not explicitly consider the issue of separation.

Felicia did not postaudit the acquisition of Frederick. The deputy financial
director stated that "ex post evaluations are seldom nlade. Restructuril1gs
protect the management from evaluations".
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3.7 Gwen's acquisition of George
3.7.1 Gwen and George as stand-alone companies and the

motives for the acquisition

Gwen was a listed Swedish trading company. George was a "sub-sub-sub
sidiary" of a listed Swedish conglomerate. His operations were similar to
Gwen's, althougll not directly overlapping. Gwen's turnover was 1.1 times
higher than George's, and she had 10 per cent fewer employees. Gwen's
profitability was said to exceed George's, a fact that could not be verified.
Some absolute figures regarditlg the parties the year before the acquisition
are given in table 3.8 below.

Table 3.8 Gwen and George the year before the acquisition

Gwen George
Return on average capital employed (per cent)
Sales per employee (SEK OOOs)

18.3
1158

N/A
959

In the annual reports, Gwen had expressed her ambition to acquire trading
companies within the technical sector. The motive for acquiring of George
was to give the group more "legs".

George initially formed two companies under Gwen. The second year after
the acquisition, they were divided in five companies with a total of five sub
sidiaries. This structure was later changed. The last year, the original
George was divided into three companies with altogether six subsidiaries.

Gwen financed the deal by exchanging one ofher own subsidiaries.
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3.7.2 Empirical question 1: Separation of incremental cash
flows

TIle most manifest separation problem concerned the three external acquisi
tions that George made during tIle postmerger period. Their consequence
was that it was difficult to separate the effects of the takeover under study.
Therefore, tIle subsequent acquisitions, that amounted to less than 8 per cent
of Gwen's acquisition cost for George, affect the figures that will be pre
sented for the target group.

A second separation problem relate to the restructurings within the com
bined entity. George made an internal subsequent acquisition and one inter
nal sell-off, both at book value. These transactions changed the location of
the incremental cash flows, making it necessary to adjust the size of the tar
get group's incremental cash flows. A related issue was the transfer of com
panies within the combined entity. During the second postmerger year, part
of the original George was merged with part of the original Gwen. This
company, whicll was rather small, was 50 per cent attributable to George ac
cording to the company representative.

A third separation problem concerned the purchase price, sillce Gwen re
ceived George in exchange for part of her own operations. As a purchase
price, I have used the book value assigned to the shares of George in the
parent company. However, any actual payments relating to financing could
not be observed.

Finally, the internal trading that took place between George and the acquir
ing group gave rise to a separation problem, since the transfer prices were
set below market price. George was a net seller in relation to his internal
trading partners, and consequently his operative cash flows were under
stated. The bias could have been corrected to some extent in my analyses by
adding an estimated mark-up to George's invoiced illternal sales. However,
considering the substantial workload associated with identifying the variety
of different products and mark-ups, I did not carry out this adjustment.
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3.7.3 Empirical question 2: Characteristics of incremental
cash flows

3. 7.3.1 Incremental cash flows located in George

The temporal patterns of George's incremental cash flows during the post
merger period are depicted in figure 3.21 below which demonstrates that the
incremental cash flows varied over the years. The yearly average CFO
anlounted to 66 per cent of Gwen's acquisition cost for George. The corre
sponding figure for FCF and FTE were 55 per cent and 51 per cent respec
tively.
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Figure 3.21 The incremental cash flows that resided in George during the
postmerger period, expressed as CFO (unbroken line)~ FCF
(dotted line) and FTE (broken line).

TIle relation between the yearly figures for CFO and FCF indicates that
during the postmerger period, George managed to self-finance his invest-
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ments, wllich is not surprising regarding the trading character of the com
pany. The small investments make CFO and FCF close and almost parallel.
The explanation for the decline observed in CFO and FCF during the third
and fourth years was the restructurings that took place in the originally ac
quired George.

When comparing CFO and FCF, the pattern is not unambiguous. However,
one conclusion is that George had a considerable number of transactions
witll external capital providers.

3.7.3.2 Incremental cashflows located in Gwen

The effects of the deal appeared in the target group with two exceptions.
One concerned the small company that was merged with one of Gwen's
other companies, the other the fact that part of George's profit appeared in
the acquiring group, since he sold goods below market price. In the latter
case, the price received amounted to 8 per cent of Gwen'~ acquisition cost
for George, on a before tax basis, indicating that the implication of the non
market based prices was probably small.

The financing paynlents related to the deal could not be observed since
Gwen financed the acquisition by exchanging one ofher own subsidiaries.

Due to the small extent of the incremental cash flows that appeared in the
acquiring group, I have chosen not to present their temporal pattern.

3.7.3.3 Internal cash transactions within the combined entity

The temporal pattern of the internal net financial transactions between
George and Gwen is presented in figure 3.22 below. The figure demon
strates that George's financial contribution to the acquiring group increased
gradually after the first year, when an amount of cash was withdrawn from
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George in order to centralise the liquid resources of the new group. The
nlain items that underlie figure 3.22 were group contributions and dividends
that George paid to an increasing extent. However, in some years, these
items were offset by new internal loans.

The average yearly size of the internal net financial transactions amounted
to almost 13 per cent of Gwen's acquisition cost for George.
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Figure 3.22 The development of the internal net cash transactions be
tween George and Gwen during the postmergerperiod.

3.7.4 Empirical question 3: Incremental free cash flow and in
cremental accounting income

In figure 3.23 below, the incremental free cash flows of the acquiring group
and the target group are added together, and compared to the sum of groups'
incremental accounting income figures.
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Figure 3.23 The incremental free cash flows (PCP) of Gwen and George
added together, and compared to the sum of their incre
mental accounting income (AID) during the postmerger pe
riod. FCF is represented by the dotted line, and AIO by the
unbroken line.

It is clear in figure 3.23 that AlO and FCF were associated with different
temporal patterns. In fact, during several of the postmerger years, they de
veloped in opposite directions. The differences were particularly large dur
ing the first and fifth year. As regards the first year, the main explanation
was that I deducted the large goodwill item from accounting income. The
purchase price for George's shares exceeded his book value of equity by 63
per cent. In reality, the goodwill was charged directly against unrestricted
equity. My motivation for the adjustment was that the two procedures have
the same effect, inasmuch as th~y both reduce shareholders' equity and the
amount that can be distributed as dividends to the sl1areholders. In order to
facilitate comparisons with the AlO patterns of the other cases, I decided to
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charge the goodwill item against income. As regards the last year, the dif
ference was explained by a substantial decrease in working capital.

The FCF figures were continuously higher than the AlO figures. One impor
tant explanation for this was that George had made large investments before
the deal. They affected the postmerger depreciation charges, which annually
exceeded the postmerger investments.

The average FCF during the five-year period was roughly 55 per cent of
Gwen's acquisition cost for George. The figure was more than 50 percent
age points higher than the corresponding average for AlO.

The incremental income that was due to the acquisition of George had a ma
terial impact on the consolidated income, since it corresponded to 32 per
cent of the consolidated operating income.

3.7.5 Empirical question 4: Gwen's treatment of the time pat
tern and separability of the incremental cash flows

Gwen made a capital appraisal of the acquisition of George, but she did not
provide me with the model due to secrecy considerations. Neither did she
postaudit the takeover. The financial director stated:

llWhat is interesting today is how we are best to meet the future, not
the outcome of the deal ... The managers that had the expectations,
do not know what happened, since they have left our company. The
managers that know what happened, do not know the expectations,
since they were not a part ofour company at that time. "
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Appendix 3.1

Definitions of incremental cash flows and incre
mental accounting income

Incremental cash flows and incremental accounting income are defined
analogously for the target and acquiring group. The logic of the calculation
can be demonstrated by one of them. I have chosen the target group as an
example.

Income after depreciation
+ external financial revenues
Incremental accounting income from operations before tax (AIObJ

standard corporate tax on AIObt
INCREMENTAL ACCOUNTING INCOME FROM OPERATIONS (AIO)
+ depreciation

increases in current assets, except liquid assets
+ increases in operating liabilities
INCREMENTAL CASH FLOWS FROM OPERATIONS (CFO)

net investments in fixed assets and takeovers
INCREMENTAL CASH FLOWS AFTER INVESTMENTS (FCF)

external financial expenses after standard corporate tax
+ externally raised financial debts

amortisation of external financial debts
INCREMENTAL CASH FLOWS AFTER FINANCIAL TRANSACTIONS (FTE)
+ internal financial revenues and expenses after standard corporate tax
+ increase in internal financial debts
+ share issues
+ shareholders' contribution
+ received group contributions after standard corporate tax

dividends paid
given group contributions after standard corporate tax

TARGET GROUP'S NET CASH FLOW (NCF)

The items under the FTE line are not included in the incremental cash flow
concept, but are nevertheless provided in order to demonstrate how the ex
hibit corresponds to the fonnat of an ordinary cash flow statement. How
ever, compared to the legal format of such a statement, I have made some
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adjustments in order to allow interpretations in relation to the logic of the
different approaches to capital budgeting described in section 2.1. First, the
final1cial net is divided so that the external interest receipts after tax are in
cluded in the operative cash flow, while the external interest payments after
tax are excluded and classified as financial transactions. Second, all finan
cial transactions with the acquiring group are detached from the conven
tional format and classified as transactions with the owner.
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Appendix 3.2

Summary of particular characteristics of the seven
cases

A B C D E F G

Status of Listed Subsidiary Parent Listed Parent Listed Listed
legal parent of listed and sub- parent and sub- parent parent
acquirer CODlpany company+ subsidiary company subsidiary company company

parent of listed of listed
herself company company

Status of Listed Son of Profit Listed Owned by Son of Son of
legal listed com- centre manage- listed com- listed
target pany ment pany company
Turnover 3.6 times 5.4 times 1.4 times 1.2 times 0.6 times 14.8 times 1.1 times
relation
Motives Reduced New tech- Buy mar- Increased Comple- Expand in Complete

vulner- nology, ket share ennoble- mentand existing the opera-
ability and stronger and ment, intema- areas and tions and
stronger market capacity, broaden tionalise, extract add more
negotiation position, broaden product broaden synergies legs
power balanced product range the prod-

operations range uctrange
Strategic Primarily Horizon- Horizon- Horizon- Horizon- Horizon- Horizon-
feature horizon- tal, new tal tal tal, same tal tal

tal, also customers custom-
vertical and tech- ers, new
elements nology technol-

ogy
Acquisi- Indirect Indirect Direct Indirect Indirect Indirect Indirect
tion type
Acquired 100% 100 - 100% 100% 100% 100%
share gradually gradually
Compul- Yes No, one - Yes No, one No, one No, one
sory re- owner owner owner owner
demption
Condi- No No No No No No No
tiona!
agreement
Balance No, tar- Yes, and No No, tar- Yes, and Yes, and Yes, and
guaran- get was correct get was correct correct false
tees listed listed
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A B C D E F G

Ex ante Marginal Marginal Yield Not used Marginal Marginal Not sup-
calcula- ROland NPV value ROCE PIE plied
tion total EPS
Acquisi- Over- Over- Over- Over- Over- Over- Over-
tion cal- value -> value -> value -> value -> value -> value -> value ->
culus material goodwill goodwill material goodwill goodwill goodwill

fixed as- (deduct- fixed
sets and ible) assets
goodwill

Consoli- Purchase Purchase - Purchase Purchase Purchase Purchase
dation
method
Over- 10% per Three N/A Not de- Immedi- Immediate Immedi-
value annum years, preciated, ate write- write- ate write-
treatment 20%,20% allocated down down, down

and 60%. to land against later acti-
income vated

Operative Yes Yes Yes Yes No Yes No
vs legal
structure
Integra- No Total and Independ- Operative No Yes, fast Yes
tion immediate ent profit at once,

centres legally
later

Synergies Yes, in No ~5%of Yes, after No Yes, the No
the target the pur- subse- mostim-
group chase quent ac- portant

price per quisitions motive
annum by parent

company
Internal No N/A No Yes, Yes, to Yes, to Yes, to
trade mainly small ex- small ex- small ex-

opera- tent. tent tent
tively

Settle- Not N/A Clearing Cash Cash Cash
mentof relevant on
internal accounts
accounts later

through
internal
bank
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A B C D E F G
Form. for Group Not rele- N/A Group Group Group Group
distribu- contribu- vant contribu- contribu- contribu- contribu-
tion of tions and tions and tions tions tions and
earnings dividends dividends dividends
Calcula- Minimise Transfer N/A Minimise N/A Amount Minimise
tion of tax pay- as much tax pay- equal to tax pay-
distribu- ments. All as possi- ments average ments
tion of compa- hIe as earnings
earnings nies to soon as payout

have the possible ratio on
group's stock mar-
tax rate. keto
Calculus Calculus
known in known in
advance. advance.

Payment Partly Not rele- N/A Paid t+l Paid t+l Paid t+l Paid t+l
of group vant
contribu-
tions
Capital Yes N/A N/A No Yes Yes Yes
infusion
Subse- Yes No No Not by the No Yes Yes
quent ac- target
quisitions group
Sell-offs No Not rele- No Yes Yes Yes Yes

vant
Loss carry No 2% of N/A No No No No
forward purchase

price
Write- Yes Yes N/A No No Yes Yes
down or
write-up
of shares
Postaudit No Yes No No Yes No No
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4 Analysing the empirical questions re
garding the first purpose

In this chapter, I terminate the elaboration of the first purpose of this thesis.
Sections 4.1 to 4.4 are each devoted to one of the four empirical questions
that relate to the first purpose. Each section contains two parts: a compari
SOIl between the seven takeovers in order to reveal systematic patterns as
regards the particular empirical question, and the enlpirical conclusions that
can be formulated on that basis. The theoretical implications of the empiri
cal conclusions prese11ted are discussed in chapter 7.

4.1 Empirical question 1: Separation of in
cremental cash flows

The first empirical question treats the difficulties that are at hand when in
cremental cash flows are to be separated from other cash flows in the com
bined entity. Section 4.1.1 C011sists of a comparison between the various
separation problems revealed in the case descriptions in chapter 3, and sec
tion 4.1.2 comprises the empirical conclusions regarding the issue of sepa
ration.
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4.1.1 Separation problems observed in the seven takeover
cases

I have intended to follow the incremental cash flows associated with seven
corporate acquisitions durillg a five-year postmerger period. The approach
revealed that the issue of separation was manifest. It was most apparent for
the acquisition of Benjamin, which had to be excluded due to his fast inte
gration into Beatrice's other activities, David, who could only be followed
for three years, and Frederick, who had to be analysed together with Frank
with whom he was merged after being taken over by Felicia. For these three
cases, the integration of the target impeded a strict application of the incre
mental approach in that the effects of the particular acquisition under study
could not be separated from other aspects of the combined entity's activi
ties. Nevertheless, David and Frederick could be analysed, although not in
the format that was originally intended. Regarding these two targets, and the
other four that could be followed, five principal types of separation issues
emerged.

One frequent separation issue concerned restructurings of the target's op
erations. These were made either in a legal format, as transfers of ownership
between companies witllin the combined entity, or in a more informal way,
where the legal structure was unaffected but the responsibilities ofparticular
companies altered. The legal type was more common and often motivated
by tax considerations. By forming a group of all subsidiaries in a specific
country, instead of letting the subsidiaries belong to different parent com
panies, tax advantages can be obtained in particular countries.

Regarding the restructurings that were formal ill a legal sellse, two principal
problems emerged. The first problem was that the transfer price that was
assigned to tIle sale of a particular company normally corresponded to its
book value. The company representatives considered the price too low,
hence the selling company did not receive fair compensation for the cash
flows it gave up. Consequently, the buyer's cash flow was too high, and the
seller's too low the year in which the transfer was carried out. Further, these
trallsactiol1S also had long-run implications for the selling entity, since the
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divested unit was often a foreign sales company which meant that the seller
was deprived of IOllg rull cash inflows.

The restructurings that were informal, that is, where the legal structure was
not affected, were less common but more troublesome than the formal ones.
They typically affected the extent and direction of part of the target's opera
tions. Two concrete examples occurred in Christine's acquisition of Charles.
First, she celltralised Charles' administrative functions and integrated them
with her own; as a consequence his cash flows were improved. Second, both
Charles and Christine had their own wholesalers before the deal. After the
takeover, Christine transferred part of Charles' wholesaling activities to
herself, affecting the observed level of Charles' operative cash flows.

Another separation issue concerned external acquisitions by the target
group. Both Alfred and George took over three companies during the post
merger period. The effects of such a decision are troublesome in a strict
application of the incremental approach, and in fact a reflection of the sepa
ration issues discussed in this section. On the other hand, a procedure for
sorting out the effects of a subsequent acquisition implies that various forms
of target expansion will be treated differently, since orgallic growth will be
included in tIle target's cash flow.

The target group can also change its appearance through sell-offs to external
parties. The price received for the divested entity is probably market based,
and hence the decision as such does not give rise to any separation prob
lems. It can however have a considerable impact on the target's cash flow
pattern, especially during the year in which the sell-off is carried out.

A third separation issue concerned synergies. There are two aspects to this
separation problem. One aspect concerns the synergies that arose from the
takeover under study, but that appeared outside the target group. This kind
of synergy was found in the takeovers of Charles, David and Frederick. An
other aspect concerns tIle synergies that occurred in the target group, but
that originated from another takeover by tIle acquiring group. This kind of
synergy was found in David.
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It was easy to identify the companies affected by the synergies, since the
company representatives knew where to look. It was more difficult to estab
lisll the size of the cash flows. The company representatives could give es
timates, but more precise figures were, for obvious reasons, hard to obtain.

A fourth separation issue concerned internal trading where the transfer
price was not market based. This situation was manifest ill George, who was
a net seller in relation to his internal trading partners. Consequently, his
operative cash flows were understated.

To identify the cash flows that originated from internal trading was other
wise rather uncomplicated. The sole source of difficulty was due to unclear
definitions of the concept "internal trading". This was apparent in the cases
where the buyer had a subordinated role in a bigger group. Under such con
ditions, the notion could refer to transactions within the group where the
legal acquirer was the parent company, or it could also refer to transactions
with a more extensive group. As a consequellce, the accounting system had
to be consulted in order to identify every counterpart for these internal
transactions.

Fifth, it is important to stress the likely presence of non-separable cash
flows associated with the takeover cases. Their character can be assumed to
be intangible and hence not observable or separable. Two examples might
clarify the point. First, the acquisition of the target group makes the com
bined entity larger and perhaps more well known, which may attract new re
sources. Second, the acquisition of the target group can lead to sacrifices
that are llot measurable, such as an increasing demand for management ca
pacity. The implications of non-separable cash flows for this study is that
the separation problems might be understated, and that the prescribed cash
flow patterns might be less accurate. For obvious reasons, the importance of
these potelltial shortconlings are virtually impossible to assess.
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4.1.2 Empirical conclusions regarding the first empirical
question

On the basis of the empirical observations that I have made, I can now es
tablish the empirical conclusions regarding the first empirical question re
lated to the first purpose of this thesis.

The problems of separating the incremental cash flows associated with a
corporate acquisition were common in the seven cases that I have studied. In
three of these cases, the particular acquisition that was to be analysed could
not be studied in isolation from other activities of the combined entity. The
most severe and also most frequent separation problenl arose when part of
the target's operations was restructured and merged with other parts of the
combined entity. Another related problem occurred when the target's char
acter changed due to external subsequent acquisitions; the implications of
each takeover decision consequently became quite difficult to determine.
The events that caused the separation problems typically occurred at the
beginning of the postmerger period, and hence affected the major part of it.

In the light of the above empirical conclusions, it is nlotivated to discuss
whether my measurements of the incremental cash flows are precise enough
to allow for the detailed descriptions of the incremental cash flow patterns
presented in chapter 3. It is evident that the formal restructurings that took
place in the combined entity impeded the use of legal accounting reports as
a source of information regarding the incremental cash flows. Fortunately,
in the most severe cases, I had the opportunity to consult operative account
ing reports, which were established as if certain internal sell-offs and take
overs, involving foreign sales companies for example, had never taken
place. Consequently, the prospects of separating the target group from other
parts of the combined entity were enhanced by the presence of operative
accounting reports. In that context, the accuracy of these reports became an
essential issue, but for the purpose of this study, I have assumed that it was
satisfactory.

Some of the separation problems made it impossible to accurately establish
the size of a particular incremental cash flow, for example, the informal
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restructurings such as the centralisation of Charles' administrative func
tions, or the synergies that resided in the acquiring group. In these situa
tions, I used the estimates of the company representatives to assign a value
to the particular cash flow.

The internal trading transactions that were settled below market price could
have been adjusted by adding an estimated mark-up to the seller's invoiced
internal sales. However, I decided against it for two reasons: the relatively
small size of these transactions, and the considerable effort that would have
been necessary for carrying out the adjustment.!

Finally, the potential presence of non-separable cash flows could obviously
not be taken into account.

4.2 Empirical question 2: Characteristics of
incremental cash flows

The second empirical question comprises four characteristics of the incre
mental cash flows, namely their location, composition, relative size, and
temporal pattern. The question will be analysed stepwise. First, I summarise
the cash flows that I observed. This will be done in three separate sections,
one for the incremental cash flows that resided in the target group, one for
those that occurred in the acquiring group, and finally one for the internal
cash transactions. Thereafter, I present the empirical conclusions regarding
the second empirical question related to the first purpose of this thesis. Fi
nally, I discuss the validity of the empirical conclusions.

It is worth emphasising that I in this chapter, in order to compare the take
overs, have applied a uniform scale for the graphical illustration of a par
ticular cash item. Consequently, some of the graphs that were presented in

1 Gwen's company representative provided me with the relevant estimates that I would have
needed for this procedure.
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chapter 3, and that are based on individual scales, may appear different in
this chapter although they provide the same information.

4.2.1 Incremental cash flows located in the target groups

The main theme of this section is to discuss similarities and differences
between the seven takeover cases as regards the characteristics of the in
cremental cash flows that resided in the target group. To start with, table 4.1
presents the average yearly incremental cash flows for the three levels of the
concept for each acquisition. The takeover of Benjamin is excluded, since
his fast integration with Beatrice's other activities impeded the incremental
approach. In this context, it must be pointed out that Felicia's acquisition of
Frederick was omitted and replaced by Florence's acquisition of the joint
Frederick and Frank. Further, the FTE measure was not applicable in Char
les, since he was a profit centre and 110t a legal person. Finally, Daisy's
takeover of David was only possible to follow for three years due to a radi
cal cha11ge in the group's structure after that period. All cash flows are re
garded from the perspective of the acquiring group, and 11ence positive and
negative amounts should be interpreted accordingly.

Table 4.1 The target groups' average yearly postmerger incre-
mental cash flows as a percentage of the acquirers' acqui-
sition cost

Takeover

Cash flow item A C D E F G

CFO 24.3% 12.5% 22.9% 57.2% 12.7% 66.5%

FCF -4.1% -16.8% 5.8% 22.6% -4.5% 55.1%

FTE -9.3% N/A -1.8% -1.9% -5.6% 50.9%
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On the basis of table 4.1 some observations can be made. In terms of CFO,
all target groups demonstrated positive figures during the postmerger period
as a whole. This is not the case, however, when the investment expenditures
are considered and the focus changed to FCF. At this level, half of the target
groups had positive figures. Finally, for FTE the pattern was different again,
and at this level only George attained.a surplus.

Figure 4.1 is based on table 4.1. It shows the development of the yearly
CFO for the six cases where this item could be observed.
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Figure 4.1 The incremental cash flows that resided in the target groups
during the postmerger period expressed at the CFO level.

There is a tendency in figure 4.1 that the various CFO patterns are relatively
stronger at the end of the postmerger period than at the beginning. Disre
garding the shortened period of D, this observation is valid for Charles,
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Edward, the joint Frederick and Frank, and George, but is 110t completely
true for Alfred.

Figure 4.2 recognises the impact of investment expenditures by looking at
FCF. The tendency that appeared in figure 4.1, that is, that the CFO patterns
were stronger at the end of the postmerger period, also seems to hold for
FCF. What is more, the FCF patterns reveal that the development at times
was fairly negative during the first part of the postmerger period, and that
only after the third year FCF did start to recover, in several cases after years
ofnegative figures.
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Figure 4.2 The incremental cash flows that resided in the target groups
during the postmerger period expressed at the FCF level.

The pattern that emerged for FCF in figure 4.2 is reinforced when looking at
the target groups' incremental cash flows at the FTE level, which is the
scope of figure 4.3. It must be remembered in this context that the measure
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only takes into consideration financial transactions with external capital
providers. Hence, various forms of financial cash flows within the conlbined
entity are disregarded.
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Figure 4.3 The incremental cash flows that resided in the target groups
during the postmerger period expressed at the FTE level.

Thus far, I have concentrated on the part of the incremental cash flows that
resided in the target group. I have reported that they demonstrated a recov
ery at the end of the postmerger period. This is an interesting finding, and a
relevant question in this context is whether the incremental cash flows that
resided in the acquiring groups alter this image. That question will be ad
dressed in section 4.2.2.
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4.2.2 Incremental cash flows located in the acquiring groups

Part of the incremental cash flows associated with a particular takeover
appeared in the acquiring group in all the cases except for Gwen, and af
fected different levels of the cash flow concept. Table 4.2 presents the aver
age yearly incremental cash flows for the different levels of the concept for
each acquisition. The takeover of Benjamin is excluded, since his fast inte
gration into Beatrice's other activities impeded the incremental approach.
Gwen's acquisition of George is not included, since all merger related cash
flows were located in George hinlself. The acquisition of David is followed
for three years. The figures in column F refer to Florence's acquisition of
the joint Frederick and Frank. Since CFO and FCF for the acquiring group
coincided in all cases, they are treated on a single line. All cash flows are
regarded from the perspective of the acquiring group, and hence positive
and negative amounts should be interpreted accordil1gly.

Table 4.2 The acquiring groups' average yearly postmerger incre
mental cash flows as a percentage of the acquirers' acqui
sition cost

Takeover

Cash flow item

CFOandFCF

FTE

A C D E

-5.5% -3.3% 2.4% 0.0%

-5.5% -8.3% -12.4% -7.5%

F

0.0%

4.5%

On the basis of table 4.2, we can observe that in terms of CFO and FCF, the
acquiring groups' figures varied in size and sign. As regards FTE, the aver
age figures were predominantly negative due to the recognition of the in
vestment related payments. The exception was Florence, where such pay
ments could not be observed.

The CFO and FCF nleasures of the acquiring grOLlp were affected by syn
ergies in Christine and Daisy. These items appeared continuously during the
postmerger period, and their origin was industrial. Christine centralised
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Charles' administrative functiol1S and consequently experienced cash out
flows, and Elizabeth had restructuring costs for Edward's foreign subsidi
ary. Figure 4.4 depicts the temporal patterns of the above events.
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Figure 4.4 The incremental cash flows that resided in the acquiring
groups during the postmerger period expressed at the CFO
and FCF level.

In addition to the effect that originates from CFO and FCF, all acquiring
groups except Felicia and Gwen, experienced a merger impact on their FTE,
due to the financil1g of the deal. On the whole, these effects occurred con
tinuously and demonstrated a smooth trend with some exceptions as is evi
dent in figure 4.5 below. Further, Felicia benefited from a tax synergy dur
ing the first postnlerger year.
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Figure 4.5 The incremental cash flows that resided in the acquiring
groups during the postmerger period expressed at the FTE
level.

To conclude, in the preceding section it was observed that the target groups'
incremental FCF recovered at the end of the postmerger period. The same
conclusions do not hold for the FCF measure in the acquiring groups.

4.2.3 Internal cash transactions within the combined entity

The internal cash transactions within the combined entity are not included in
my incremental cash flow concept since they do not affect the present value
of the particular takeover from the acquiring group's perspective. Yet, their
size and temporal pattern can complement the present analysis, inasmuch as
they reveal whether the target contributed financially, for example with
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group contributions and dividends, to the acquiring group during the post
merger period or whether it was more of a burden. For the five targets where
the internal net financial tral1sactions could be observed, the average yearly
size is presented in table 4.3 as a percentage of the acquiring group's acqui
sition cost for the target. All cash flows are regarded from the perspective of
the acquiring group, and hence positive and negative anlounts should be
interpreted accordingly.

Table 4.3

Item

The targets' internal net financial transactions

Takeover

A D E F G

Internal cash transactions 4.9% -3.1% -2.6% -7.9% 12.8%

Table 4.3 illustrates that two of the five targets contributed to the acquiring
group as regards internal cash flows during the postmerger period as a
whole. However, what is nlore interesting is the temporal pattern of these
transactions that emerge in figure 4.6 below. The general impression is tllat
the target groups were financial burdens for the acquiring groups at least
during the first part of the postmerger period, and that only towards the last
year of the evaluation horizon did they start to contribute financially. This
finding is consistent with the finding that the operative incremental cash
flows associated with the takeovers seemed to recover at the end of the
postmerger period.
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Figure 4.6 Cash transactions between the target groups and the acquir
ing groups during the postmergerperiod.

4.2.4 Empirical conclusions regarding the second empirical
question

Based on the preceding sections, the empirical conclusions regarding the
characteristics of tIle incremental cash flows associated with the seven take
overs can now be established.

The illcremental cash flows that arose from the seven takeovers that I have
studied resided in both the target and the acquiring group. The relative im
portance of the two locations was dependent on which cash flow concept
was in focus. In terms of CFO, the nlain part of the incremental cash flows
appeared in the target group, while the pattern was less obvious at the FCF
level. '
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The incremental cash flows that were located in the acquiring group were
mainly due to synergies, restructurings, and financing of the acquisition.
Those residing in the target group, however, reflected wider aspects of busi
ness life, although they have been presented in an aggregated forn1at in this
thesis.

The cash flows of the target group and the acquiring group can be added
together. This procedure illustrates that three of the six takeovers generated
positive cash flows on the FCF level during the postmerger period. As re
gards FTE, only one case was associated with a positive postmerger incre
mental cash flow. These findings are illustrated in table 4.4, which is proc
essed fron1 tables 4.1 and 4.2.

Table 4.4 The sum of the acquiring groups' and the target groups'
average yearly postmerger incremental cash flows as a
percentage of the acquirers' acquisition cost

Takeover

Cash flow item A C D E F G

FCF -9.6% -20.1% 8.2% 22.6% -4.5% 55.1%

FTE -14.8% -25.1% -14.2% -9.4% -5.6% 50.9%

For the majority of the cases, temporal patterns behind these average figures
reveal that the later postmerger years yielded better cash flows than the ear
lier years. Due to the relatively flat incremental cash flow patterns in the
acquiring groups, this conclusion can be reached by studying the patterns
for the target groups in figure 4.2. The conclusion is supported by the obser
vation that during the first part of the postmerger period, the takeovers were
often a burden on the acquiring groups. This situation did not changed until
towards the end of the postmerger period, when the acquisitions started to
yield positive incremental cash flows.

The most probable explanation for the fluctuations in the temporal patterns
seems to be that the restructuring activities that took place in all the cases
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delayed the occurrence of the positive effects of takeovers. However, it is
recognised that these restructurings are likely to be necessary for attaining
the positive cash flows towards the end of the postmerger period.

4.2.5 The validity of the observation regarding improved in
cremental cash flows

It is relevant to discuss whether the incremental cash flow patterns that have
hitherto been presented can be assumed to describe actual courses of events,
or if they can be explained by other factors. In this context, I focus on the
observation tllat the increnlental cash flows that resided in the target groups
appeared to be higher at the end of the postmerger period than at the begin
ning or in the middle of it. I also elaborate the conclusion that this was due
to the presence ofrestructuring activities.

A number of alternative explanations exist for the cash flow patterns which
have been observed. One is that the targets' operations, which included nlost
of the takeovers' incremental cash flows in terms of CFO, are more exten
sive at the end of the postmerger -period, due to subsequent acquisitions or
organic expansion. Another possible explanation is that the size of tIle tar
gets' operations is fairly constant, but that the rate of inflation makes the
cash flows grow. A third reason could be that the business climate in gen
eral developed positively during the postmerger period. A fourth possible
explanation is that the observed cash flow patterns are not typical of corpo
rate acquisitions per se, but can be explained by the general characteristics
of the capital intensive industries which the sanlple predominalltly consists
of. Finally, the separation problems may potentially have been so severe,
that the observed casll flows do not accurately describe the effects of the
particular takeovers that I have studied. If this was the case, it would be
meaningless to analyse their patterns.

The fourth explanation recognises that the sample mainly consisted of capi
tal intellsive firms with assets that have a long useful life. Such industries
are likely to have cyclical cash flow patterns. If I had captured a period
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around the implementation of a new and substantial machinery investment, I
would have expected to observe rising cash flows after some years. A care
ful inspection of the development of the investment activities in the four
capital intensive targets where data were available (i.e. Alfred, Charles,
David, and Frederick), reveals that they demonstrated an irregular pattern,
with a peak in investment expenditures during the third year. However, in
such industries investments are often said to start paying back after a num
ber of years. Therefore, it is unlikely that the investments carried out in the
middle of the postmerger period explain why the operative incremental cash
flows rose towards the end of it. Having said that, I should point out that I
might have chosen five abnormal years in the life of a set of assets that has a
useful life perhaps five or six times longer thal1 that period. This should be
born in mind in the following discussion.

As regards the fifth alternative explanation given above, my judgement is
that the cash flow patterns are sufficiently accurate for my purposes (see
section 4.1.2).

The third reason can probably be disregarded, since the acquisitions that I
have studied were made at different points in time, and hence the different
postmerger periods did not comprise the same years. This is important,
since the business climate in Sweden was not constant during the period that
ranged from the earliest target's first postmerger year, that is, Edward in
1984, to the latest target's fifth postmerger year, that is, the joint Frederick
and Frank in 1993. It was not possible to detect any substantial differences
as regards the temporal pattenl between the takeovers whose postmerger
periods were at different points in time.

The development of the target groups' invoiced sales is one factor that relate
both to the explanation that the patterns develop favourably as the target's
operations become more extensive, and to the explanation that they are a
function of the inflation rate. Since I do not have the necessary information
to separate these two explanations, figure 4.7 below demonstrates their joint
impact. The pattern that enlerges corresponds partly to that of figure 4.2,
which implies that the explanations of a price and volume impact on the
observed FCF patterns cannot be disregarded.
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Figure 4.7 The development of the target groups' invoiced sales during
the postmerger period in terms of an index where the first
postmerger year equals 100.

Finally, the explanation that the observed cash flow patterns were due to the
impact of restructurings, which delayed the appearance of the positive
merger effects, will now be discussed. The validity of this explanation can
be elucidated by studying the development of the target groups' profit mar
gins during the postmerger period. A stronger margin during the latter years
would be consistel1t with the explanation, and also indicates that the price
and volume effects mentioned above are relatively less important, since they
would result in a flatter pattern. Figure 4.8 shows the target groups' incre
mental CFO as a percentage of their invoiced sales. I have chosen CFO
rather than FCF in this context in order to eliminate the effect of the target's
investment activities. The patterns that emerge correspond to those of figure
4.2. In other words, CFO was stronger towards the end of the postmerger
period, probably due to the restructuring activities that postponed the ap-
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pearance of the more positive takeover effects until the el1d of the post
merger period.
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Figure 4.8 The incremental cash flows that resided in the target groups
during the postmerger period expressed at the CFO level in
relation to invoiced sales.

4.3 Empirical question 3: Incremental free
cash flows and incremental accounting in
come

The third empirical question comprises an analysis of the relation between
the incremental free cash flows and the itlcremental accounting income.
AlO represents the takeover's effects on the consolidated income. Its tempo-
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ral correlation to FCF is hence essential for the interpretation of the devel
opment of the postmerger consolidated income.

In chapter 3 the temporal relation between the two concepts was illustrated
for each takeover case. It is possible to add together the patterns of the vari
ous cases, and to create average FCF and AlO for each postmerger year. The
result of such a procedure is portrayed in figure 4.9. It should be observed
that the figures relate to the combined entity. The FCF figure, for example,
is the sum of the FCFs that occurred in the acquiring groups, and the FCFs
that emerged in the target groups. The broken line in the first year illustrates
the average AlO that would have appeared if I had not charged Gwen's
goodwill depreciation against income, but instead directly against share
holders' equity (see section 3.7.4 for a discussion of this issue).

Figure 4.9 clearly shows that the average FCF and AlO patterns were differ
ent. Further, they demonstrated the opposite development duril1g each year;
the difference between the concepts was largest in the first and third post
merger year. As regards the first year, half of the difference can be attrib
uted to inlmediate writedowns of goodwill. This is illustrated by the dis
tance between the unbroken AlO line and the broken AlO line in figure 4.9.
The other half of the difference can be explained by restructuring expenses
that were not associated with payments during the same period. In the third
year, several of the targets made large investments, and as a consequence
FCF, ceteris paribus, declined and came short of AlO. However, after the
investment year, AlO decreased mainly due to depreciation charges associ
ated with the investments.

128



30%
I

I

I

~

,
I

rI1
I=U I

I

== 15%.....
~.....
rI1.....
=c::r
u= ,
"- ,
=
~
bt)

= 0%~= """ ...... 3 ~ ~~ 2 4 5u...
~

~

-15%

Year

Figure 4.9 The average incrementalfree cash flows (FCF) ofthe acquir
ing groups and the target groups added together, and com
pared to the sum oftheir average incremental accounting in
come (Ala) during the postmerger period. FCF is repre
sented by the dotted line, and AlO by the unbroken line. The
broken line illustrates an alternative measure ofAla for the
first year. It excludes Gwen's immediate writedown of
goodwill.

It must be emphasised that considerable variations between the different
cases lies behind the patterns in figure 4.9. This was clearly demonstrated in
chapter 3. The conclusion is that the patterns are not representative of indi
vidual takeovers, but that they can represent the average pattern of a sample
of firms.

When the average figures for the entire postmerger period are studied, it is
clear that the concepts are close to each other. The average incremental free
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cash flows amounted to 10 per cent of the average acquisition cost. This was
roughly three percentage points higher than the unbroken AlO line in figure
4.9, and two percentage points higher than the alternative AlO, represented
by the broken line in figure 4.9.

The comparison between AlO and FCF illustrates the importance of the
goodwill issue. In fact, a substantial part of the postmerger difference be
tween them, wIlen expressed as an average of all cases, can be attributed to
the depreciation of goodwill. In the seven cases, the goodwill item was
treated differently. Straight-line depreciation was applied by Anne during
the whole period, by Beatrice at the beginning of the period, and by Felicia
during the latter years. Elizabeth and Gwen wrote down the goodwill item
immediately, as did Felicia although she later changed to a straight line
depreciation. Beatrice also wrote down the goodwill item, but not until the
third year when she changed accounting principles. For Christine and Daisy,
goodwill on cOllsolidation was not an issue.

On the basis of the empirical observations that I have made, I can now es
tablish the empirical conclusions regarding the third empirical question
related to the first purpose of this thesis.

The increnlental cash flows and tIle incremental accounting income are as
sociated with different temporal patterns. The main reasons are timing dif
ferences between restructuring expenses and restructuring payments,
changes in the level of investment expenditures, and the presence of
goodwill on consolidation. The average incremental cash flow for the entire
sample of cases during tIle postnlerger period, however, was close to the av
erage incremental accounting income. The relation between the concepts is
essential when the implication of a takeover is assessed on the basis of the
consolidated income statement.

Two aspects must be recognised in relation to the conclusion presented
above. First, the general validity of the observed patterns can be discussed. I
have studied related acquisitions, where the merging parties represented
capital intensive industries. In related takeovers, the purchase price is likely
to exceed the book value of the target's equity, which might result in
goodwill charges against income. It is also probable that the group is re-
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structured in order to attain the synergies that partly motivate the price level.
Further, capital intensive industries make substantial investments, whicll
increases the difference between operating cash flows and operating ac
counting income during particular periods. It can hellce be questioned
whether the observed patterns are representative of takeovers whose charac
teristics differ from those represented in this study. It is possible that the
conclusions would be different in a sample that comprises conglomerate
acquisitions of less capital intensive targets.

The second aspect to consider in relation to the conclusion concenlS the
significance of the acquisition. The fact that the incremental accounting
income describes a different temporal pattern than the incremental cash
flows, is important for assessments made on the consolidated level only
when the takeover's contribution to the consolidated income is substantial.
In the cases I have studied, the effect was manifest in the cases of David,
Edward and George, where the incremental accounting income at least cor
responded to 30 per cent of the consolidated operating income. In th~ other
cases, the effect was between 2 per cent and 6 per cent of the consolidated
accounting income.

4.4 Empirical question 4: The acquirers'
treatment of the time pattern and sepa
rability of the incremental cash flows

The fourth empirical question focuses' 011 how the acquiring groups treated
tIle issues of incremental cash flows and their separability in their capital
appraisals and postaudits of a takeover.

All the companies made ex ante estimates, except for Daisy who, when it
became clear that David was for sale, took the opportunity to acquire with
out further quantitative analysis. Four of the remaining six companies pro
vided their estimates, the exceptions beitlg Christine and Gwen. Christine's
documentation about the model had disappeared, but she informed me that
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she had used a discounted cash flow valuation. Gwen did not provide the
relevant information due to secrecy considerations. The two companies
whose models I did not receive differed from the other fOll! in that the com
pany representatives did not personally experience the initial phases of the
merger process, that is, they could be classified as recent interpreters (see
section 2.5.5). Moreover, Anne used two calculation approaches.

Table 4.5 below summarises the methods applied. The 'focus' line signifies
whether the evaluation was made on a total or incremelltal basis. The
'measure' line should be understood independently of the preceding line,
that is, a particular measure could have been applied for either a total or an
increnlental evaluation.

Table 4.5 The applied ex ante estimates in the cases studied.

Anne Anne Beatrice Elizabeth Felicia

Focus Incremental Total Incremental Incremental Incremental

income income cash flow income income

Measure ROI EPS NPV ROCE PIE

Hurdle Group hurdle Group with- NPV~O ROCE~20% Exceed the

out Alfred estimates

Table 4.5 shows that an incremental approach was adapted in four of the
five models. However, only one of the companies focused on the incre
mental cash flow, as the capital budgeting literature prescribes, while the
other three started ill the accounting concept of income. Further, the only
approach that had a total focus, that is, that measured the combined entity
into which the target was included, was also founded in accoWlting. Hence,
it is clear that an estimated accounting income was the cornerstone of the
analyses, which is consistent with Ingham et al (1992), who concluded that
the most frequently used measures were ROCE and ROI in their sample of
146 large UK companies in the mid 1980s.
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It must be recognised that the valuation model that was based 011 ROCE is
linked to the value of equity via expression [2.6]. The EPS and PIE meas
ures are related to the equity value only under very particular circumstances.

Another observation that can be made from the case descriptions in chapter
3 is that the companies did not devote much attention to the temporal pat
tern of the future incomes or cash flows that they estimated. The estinlates
were generally not detailed and quantified enough to allow for a comparison
between the actual postmerger development and the explicit expectations.

Only Beatrice and Elizabeth postaudited the acquisitions.2 Interestingly,
both did so following an explicit request from the board, and not as a for
malised step ill an investment process. Beatrice focused on the totality, that
is, the joint Beatrice and Benjamin, and concluded that the outcome was ac
ceptable, although it was impossible to say whether this was due to the old
or to the new entities. Elizabeth followed the development of ROCE and
concluded that the acquisition was a failure. "If I could tum back the clock,
I would not make this acquisition", the managing director of Edward said.

The companies that did not conduct any postaudits explained this in differ
ent ways. Anne seemed to be of the opinion that the group's performance
was acceptable. She leaned more towards the total need, than towards the
individual unit's potential. As long as the total need was satisfied, she was
not concerned with monitoring particular investment projects. Christine be
lieved that the acquisition of Charles fulfilled her intentions and she did not
find it necessary to conduct a postaudit. Daisy strongly believed that indus
trially or strategically correct decisions do not need to be postaudited. Fe
licia was quite satisfied that decisions with a substantial content of restruc
turings could not be evaluated ex post. Finally, Gwen was nl0re occupied
with her positioning for the future than with what had happened in the past.

2 The sample is too small to allow for conclusions regarding the frequencies of postaudits.
For such a survey, see Neale (1989), who stated that 80% of UK companies postaudited their
acquisitions.
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On the basis of the empirical observations that I have made, I can now es
tablish the empirical conclusions regarding the fourth empirical question
that is related to the first purpose of this thesis.

In the seven takeover cases that I have studied, I have found that the quan
titative analyses of the implications of a takeover were more common ex
ante than ex post. The estimates that were made befor~ the deal, seemed to
be a natural phase of the takeover process, while the only two postaudits
that were made were requested by the board. The quantitative analyses,
which were based on the accounting concept of income rather than on its
correspondent in the literature on capital budgeting, did not explicitly treat
the issues surrounding the temporal pattern of the future incomes or their
separability.
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Part two

Part two of tllis thesis conlprises the elaboration of the second purpose, par
ticularly the exposition of previous research regarding the outcome of cor
porate acquisitions. The final discussion of the purpose is carried out in part
three, where the conclusions from part two is combined with the empirical
conclusions concerning part one of this thesis.

Previous research is made up of three nlain directions: the accounting stud
ies, the market studies, and the interview studies. In the background to this
study, I referred to tIle scarcity of comprehensive surveys and analyses that
combine all these approaches. This is one important motivation for part two.
However, in the light of the first purpose, the accounting approach is con
sidered to be more celltral than the others, since it is directly linked to the
relation between incremental cash flows and accounting return. Further, I
have noted that the market studies are more numerous and more thoroughly
analysed elsewhere in the literature than their accounting and interview
counterparts. As a consequence, I have chosen to give more emphasis to the
accounting studies.

Part two is divided into two chapters. Chapter 5 is intended to add to our
knowledge of the accounting studies by providing a more extensive and sys
tematic exposition than has, in my experience, been published before. In
chapter 6, a review of the market and interview studies is presented. Its main
function is to complement the accounting studies, in order to complete the
comprehensive survey of previous research regarding the outcome of take
overs.
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5 A review of the accounting studies
5.1 A framework for the accounting studies

The research issues in the accounting studies have typically been 'Are cor
porate acquisitions successful?' or less common 'Which takeovers are suc
cesses and which are failures?'. A first important issue concerns the defini
tions of the terms success and failure. The accounting studies have normally
measured the outcome on the consolidated level. In this context, success
means that the amalgamation performs better than the merging parties
would have done without the takeover. The meaning of failure is the oppo
site. The definitions of success and failure hence are based on a counterfac
tual comparison, a procedure that is difficult to apply empirically. Several
approaches have been used to approximate how the merging parties would
have developed in the absel1ce of the acquisitiol1. The crudest approach is
represented by the absolute performance studies, where the amalgamation's
postmerger return is compared to the weighted average of the merging par
ties' pre-merger returns. The takeover is classified as a success if the post
merger figures outperform the pre-merger figures. A more sophisticated ap
proach is provided by the relative performance studies, where the amalga
mation's performance is compared to that of a control sample.1 The take
over is classified as a success if the amalgamation outperforms the control
sample.

The accounting studies have used different measures of accounting return,
such as retunl on equity (ROE), return on assets (ROA), return on capital

1 The labels 'relative' and 'absolute' are used by Ikeda and Doi (1983), pp. 260.
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employed (ROCE), and return on sales (ROS). The definitions of and rela
tion between these measures are provided in expressions [5.1] to [5.5]. The
ratios are based on the simplified income statement in table 5.1 and the
simplified balance sheet in figure 5.1.

Table 5.1 A simplified income statement

Operating income after tax (o/)

+ financial revenues after tax (R)

- financial expenses after tax (X)

Net income (N/)

Assets Equity
(A) (E)

Financial debt
(D)

Operating li-
abilities (L)

Figure 5.1 The composition ofa simplified balance sheet

ROE expresses the accounting performance of the firm from the owners'
perspective. It is linked to the capital value of equity via expression [2.5].
ROE is defined on an opening capital basis in expression [5.1].
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ROEt = NIt
Et- t

[5.1]

ROCE is a meaSllre of the accounting performance of the firm's operations,
without regard to the capital structtrre and its consequences for the account
ing income. ROCE is linked to the capital value of equity via expression
[2.6]. It is defined on an opening capital basis in expression [5.2].

ROCE
t

= OIt +Rt

At- t - Lt- t

[5.2]

ROA is a operative performance measure that is closely related to ROCE. It
is defined on an opening capital basis in expression [5.3].

ROA _ OIt +R,
t -

At- 1

[5.3]

The relation between ROCE and ROA is formalised in expression [5.4]. By
combining expressions [5.4] and [2.6] it is apparent that ROA also is linked
to the capital value of equity as in expression [2.6].

ROA = ROCE .(1- Lt
)

t t A
t

[5.4]

ROS is a nleasure of the profit margin. It is defined as the ratio between the
income before financial expenses and invoiced sales. It is further equal to
the ratio between ROCE and the capital turnover, that is, invoiced sales over
capital employed.2

2 ROS is also related to ROA in an analogous way. For this to be true, the capital turnover
has to be defined as the ratio between invoiced sales and total assets.
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The different measures of accounting return are related to each other. This is
formalised in expression [5.5], where RD denotes the average interest rate on
financial debts.

D
ROE = ROCE +(ROCE - RD )·-

E
[5.5]

The implication of expression [5.5] is that researchers who have studied tIle
performance of takeovers in terms of RaCE have also studied the effect on
ROE in an indirect and partial manner. Expression [5.5] can be restated to
make the same interpretation valid for ROA. The necessary adaptatiolls in
volve replacing RaCE by ROA, measuring the average interest rate on the
total liabilities and debts (i.e. D+L in figure 5.1), and consequently substitut
ing DIE by (D+L)IE. Via expression [5.5] ROS is also related to ROE.

5.2 Some methodological issues concerning
the survey of the accounting studies

Before reviewing the literature, some nlethodological issues regarding the
second part of this thesis need to be addressed. The search for published ac
Coullting studies to survey was accomplished through a continuous monitor
ing of journals, electronic databases and conference papers.3 No studies
have been excluded on purpose, but some studies are in languages I do not
master.4 Yet, the survey is larger than those presented elsewhere in the lit
erature.5 I have only included studies with samples exceeding 20 takeovers,

3 The results of the accounting studies have been surveyed in the literature (see for instance
Utton, 1974; Hughes, 1989; Chatterjee and Meeks, 1996) and their methodology has been
criticised (see e.g. Singh, 1971; Meeks, 1977; Kumar, 1984; Chatterjee and Meeks, 1996).

, 4 E.g. the Japanese studies mentioned by Ikeda and Doi (1983).
5 See e.g the 13 studies reviewed by Chatterjee and Meeks (1996), or for earlier examples
Hughes' (1989) survey of six studies, and Utton's (1974) review of 13 studies. These surveys
partly overlap.

139



since statistical tests are hardly meaningful below that limit.6 My survey is
delimited to mergers between firms in the non-final1cial sectors. Finally,
since the methodology of the majority of the studies is rather standardised, it
is neither easy nor meaningful to rank the studies in order of quality. I have
therefore refrained from dohlg so.

My exposition of published results is slightly different from the results pre
sented in the orighlal works for two reasons. First, different authors use dif
ferent names for the same accounting ratio, but I have chosen to standardise
the terminology. When in the following I refer to ROE, ROCE, ROA, and
ROS, these concepts are defined as in expressions [5.1] to [5.3]. However,
on a detailed level, differences might remain between, for example, the
RaCE measures in different studies, in the sense that some authors might
have used opening capital and others average capital. Further, there nlight
be differences in what is classified as operating liabilities. Second, the
benchmark for statistical significance varies between tIle studies, but I have
chosen to use 5 per cent as the dividing line between significant and non
significal1t results in order to obtain a uniform format in the survey.

I have systematically compared my exposition to the surveys presented by
other researchers. For the few studies where unclear passages remained after
this procedure, I wrote to the author and asked for his/her assistance. Most
of the essential uncertainties were cleared up in this way. I will, when nec
essary, comment upon the uncertainties that remained later on in the dis
cussion.

The absolute perfomlance studies are fundamental for the methodology of
the relative performallce studies. The former are presented in section 5.3,
and the more numerous relative performance studies in section 5.4.

In addition to the two research directiollS described above, a number of
studies can be found that represent other perspectives. The cash perform
ance studies have treated the issue on the consolidated level, but have meas
ured the effects on consolidated cash flows and not on consolidated income.

6 Nelson (1959) is the most typical example of a cited study that has been excluded on these
grounds.
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The target performance studies have used the ratios of the target group for
making inferences on the financial outcome of takeovers. The features of
these two types of studies will be elaborated in sections 5.5 and 5.6 respec
tively.

Sections 5.3 to 5.6 report the methodologies and results of the accounting
studies. In section 5.7, I exanline what these studies actually say about the
success or failure of corporate acquisitions. Finally, in section 5.8, I analyse
wllether there are any systematic patterns in the reported results that may
illustrate which takeovers are successes and which are failures.

5.3 Absolute performance studies

In an absolute performance study, the amalgamation's average performance
(Pm+ ) during the applied postmerger period is compared to the parties' aver
age performance ( Pm-) during the applied pre-merger period. The difference

between them (MJm ) is normally tested by a t-test. This difference is for
malised in expression [5.6] below, where P denotes the performance meas

ure, m the amalgamatiol1, + the postmerger period, and - the pre-nlerger pe
riod.

[5.6]

The performance measure in expression [5.6] has beel1 given different defi
nitions in the various studies. The applied alternatives are operative profits7,

ROA, RaCE, and ROE. The issue of whether different results can be ex
pected from the use of different performance measures will be discussed in
sections 5.7 and 5.8.

7 It is recognised that this is not a performance measure in its real sense, since it is not related
to any measure of capital.
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The outcomes of the absolute accollnting studies are presented in table 5.2
below. These studies were published between 1921 a11d 1986 and it is inter
esting to note that studies of a more recent date have not been found. The
signs in the third column indicate the tendency in the results. A minus (-)
sign means that the postmerger return developed unfavourably, a positive
(+) sign n1eans the opposite, and a zero (0) means that there were neither
negative nor positive tendencies. As regards the last column, the signs de
note statistical significancies at the 5 per cent level. In this context, a zero
(0) implies 110 significance, while the abbreviation n.t. stands for not tested.

Table 5.2 A summary of the results in the survey of absolute per
formance studies

Study Performance Tendency Significance

measures

Dewing (1921) Operative profits n.t.

National Industrial ROCE n.t.

Conference Board (1929)

Singh (1971) ROE n.t.

Ikeda and Doi (1?83) ROA + n.t.

ROE + n.t.

McDougall and Round (1986) ROA 0 0

ROE 0

The overall tendency of the results in table 5.2 is slightly negative. How
ever, little can be said abollt the significance of these results since only a
minority of the studies contained any statistical tests. More details about
these studies are provided in appendix 5.1.
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5.4 Relative performance studies

In a relative performance study, the amalgamation's absolute average per
formance is related to the absolute average performance of the control
sample in a nlanner given by expression [5.7] below. The index c denotes
the control sample. The statistical significance is tested by at-test.

AP = ~+ - ~-
me p+ p-

c c

[5.7]

As for the absolute performance studies, the performance measure of ex
pression [5.7] has been defined differently in the various studies. Compared
to table 5.2, the relative performance studies have applied two more meas
ures, earnings per share (EPS) and ROS.

The outcome of the relative accounting studies is presented in table 5.3 be
low. They were published between 1935 and 1986. In this context, it is in
teresting to note that more recent studies have not been found. Some of the
studies used two control samples. This is represented by dual signs in the
last two columns, where each sign signifies one control sample. The signs
have the same meaning as in table 5.2.

The results in table 5.3 show no clear tendency. The number of positive ob
servations is slightly below the negative number. As regards statistical sig
nificance, the majority of the studies do not report results that favour or dis
favour the acquiring companies, although some significant results in both
directions can be observed. I return to this issue in more detail in section
5.8. More information on the relative accountil1g studies is provided in ap
pendix 5.2.
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Table 5.3 A summary of the results in the survey of relative per-
formance studies

Study Performance Tendency Significance
measures

Livermore (1935) ROE + n.t.
Kelly (1967) ROS °Reid (1968) EPS growth to

total assets
Hogarty (1970) EPS °Singh (1971) ROCE n.t.
Weston and Mansinghka (1971) ROA +,+ +,0

ROE +,+ +,0
Lev and Mandelker (1972) ROA + +

ROE °ROS °EPS + °Melicher and Rush (1973) ROA °ROE + °Utton (1974) ROCE
Mason and Goudzwaard (1976) ROA
Meeks (1977) ROCE
Cable et al (1980) ROA +,+ 0,0

ROE +,+ 0,0
ROS +,+ 0,0

Cosh et al (1980) ROCE +,+ +,0
ROE +,+ +,0
ROS +,+ 0,0

Jenny and Weber (1980) ROA -,- 0, °
ROE -,- 0,0
ROS -,- 0,0

Kumps and Wtterwulghe (1980) ROA +,+ +,0
ROE +,+ 0,0

Mueller (1980) ROA -,- 0,0
ROE +,+ +,0
ROS -,- 0,0

Peer (1980) ROA -,- 0,0
ROE -,- 0,0
ROS -,- 0,0

Ryden and Edberg (1980) ROA -,- 0,0
ROE -,- -,0
ROS -,- 0,0

Hoshino (1982) ROA °Ikeda and Doi (1983) ROA + n.t.
ROE + n.t.

Kumar (1984) ROCE
McDougall and Round (1986) ROA + °ROE + °
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5.5 Cash performance studies

The nlethodo1ogy of the cash performance studies is basically the one of the
relative accounting studies, and the benchmark for success follows the logic
of expression [5.7]. The main difference is that the conventional return
measure in the relative accounting studies, that is, a ratio between account
ing income and accounting capital, is replaced by a cash performance meas
ure. The latter is defined as the ratio between the operating cash flow and
the market value of the associated assets, where the operative cash flow is
calculated as earnings before interest and taxes, plus depreciation. The aim
is to create a performance measure that is not affected by the applied financ
ing form and/or the chosen consolidation method.

The cash performance studies emerge as a recent alternative to the absolute
and relative performance studies, which do not appear to have been pub
lished during the last decade.

Healy et al (1992) examined the postmerger cash performance for the 50
largest US mergers between 1979 and 1984. The takeovers represented a
variety of industries. The authors found that the acquiring firms experienced
significant improvements in their cash performance relative to their indus
tries, and further tllat the conclusion was stronger the more related the take
overs were. They also found a strong positive relationship between operat
ing cash flows and abnormal stock returns around the time of merger an
nouncements.

Manson et a1 (1994) repeated the above study on a British sample that con
sisted of 38 takeovers. Their findings were in all essential aspects consistent
with those ofHealy et al (op.cit.).
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5.6 Target performance studies

Target performance studies have been published by Ravenscraft and Scherer
(1987 and 1989), Chatterjee (1992), and Nupponen (1996). They build on
the assumption that the majority of the value creating effects reside in the
target company, and hence measurements of the target's performance are
proxies for the outcome of the takeover. The target performance studies
emerge as recent alternatives to the absolute and relative performance stud
ies, which do not appear to have been published during the last decade.

Ravenscraft and Scherer (1987) studied 95 acquired companies over a nine
year period after they were taken over. They compared their development,
ill terms of ROA, to their industries, and found that the acquired companies
were underperforming in a relative sense during the postmerger period.

The assumption behind the target performance studies is not necessarily
empirically or theoretically valid, which is illustrated in my empirical study
of the incremental cash flows in chapters 3 and 4, where I concluded that
part of the relevant merger effects occurred outside the target group, a fact
that contradicts the fundamental premise of the target performance studies.
Further, return nleasures are difficult to interpret when the company is not
financially independent, but is part of a group. In that context, tIle amount of
capital carried by the company may be due to group considerations, and not
an accurate indication of what the company would have needed as a finan
cially independent unit. This situation may lead to rather extreme figures,
especially in terms of ROE, but to some extent also in terms of ROA and
ROCE.

5.7 The accuracy of the published results

In sections 5.3 to 5.6 the methodologies and results of the accounting stud
ies have been reported. The survey raises questions about what these studies
actually say about the success or failure of corporate acquisitions. In this
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section, some methodological aspects of this issue will be discussed. The
significance of the counterfactual research design is elaborated in section
5.7.1, the composition of the control sample in section 5.7.2, and the accu
racy of the performance measures in section 5.7.3.

The analyses will focus on the relative performance studies since they repre
sent the main body of research. However, some comments will be made
concerning the precision of the absolute performance studies before they are
omitted from the discussion.

It has been stated in the literature that the absolute performance studies can
not be used to nlake inferences about the success or failure of corporate ac
quisitions. Two issues elucidate this point. First, it seems that takeovers tend
to occur at the end of a boom period (Brealey and Myers, 1988, p. 817). In
such situations, the merging parties' pre-merger return will probably exceed
the amalgamation's postmerger return during the first years after the take
over. The decline in performance, however, can hardly be attributed to the
takeover decision. Second, the pre-merger return might have been unsatis
factory and an observed postmerger improvement inevitable, although not
necessarily sufficient in terms of a required rate ofreturn.

5.7.1 The significance of the counterfactual research design

Most of the relative performance studies rest on the counterfactual compari
son between the amalgamation's actual postmerger return and how the
merging parties would have performed in the absence of the takeover. How
ever, some studies can be found where only the buying company's counter
factual performance is taken into consideration.8 In the following, I concen
trate on the main body of studies.

The first issue is whether this counterfactual comparison is the most reason
able benchmark. It could be argued that it would be more appropriate to per-

8 Singh (1971) and Ikeda and Doi (1983) are examples of such studies.
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form a postaudit based on the logic of the theory of capital. The present
value of the generated cash flows could then be compared to the purchase
price for the target company, and the difference would serve as the basis for
conclusions regarding the success or failure of takeovers. The calculated
present value would be dependent 011 the return that could have been ob
tained from an equally risky alternative investment. The comparison with an
alternative situation is also essential for the logic behind the accounting per
fOffilance studies, although they stress the alternative of carrying on as be
fore, rather than of acquiring another company instead of the one actually
taken over. It is therefore questionable whether the counterfactual compari
son applied in the accounting studies is the most appropriate benchmark. It
must be recognised, however, that the benchmark relating to the theory of
capital is probably difficult to apply empirically. In part one of this thesis, I
demonstrated that separating incremental cash flows is difficult in a practi
cal valuation situation; it is reasonable to assume that it is even more diffi
cult in a research study of the success or failure of takeovers, where the
number of companies will be larger, and the estimates will be based on
published accounting data. Therefore, the accounting studies can be said to
have investigated the issue in a way that is empirically possible,. although
not in all aspects ideal.

The counterfactual comparison is based on the presumption that the alterna
tive of carrying on as before was a real option for the merging companies.
However, this 11eed not be true, for instance, the buying company might not
have survived as an independent entity without the takeover. The choice
might have been between acquiring or being acquired. An analogous way of
reasoning is valid for the target compa11Y. In such situations, the fundanlent
for the counterfactual comparison is not at ha11d.

For the time being, it is assumed that the alternative of carrying on as before
was a real option for the merging companies. In that case, the comparison
between the merging companies and the control sample is reasonable. How
ever, in order to draw conclusions concerning the success or failure of cor
porate acquisitions from such a comparison, it must be presumed that the
nlerging companies' performance would have been the same as that of the
control sample in the absence of the takeover. In this context, it must be rec
ognised that the merging companies might have a greater future potential
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than the control sample before the merger, and could have outperformed it
during the postmerger period even without the takeover.

The counterfactual comparison represents a relative measurement of the ef
fects of takeovers. It is informative regarding the differences in return be
tween the merging companies and the control sample, but says little about
whether the improved relative performance is sufficient in absolute terms.
The following example illustrates this point. Assume a situation where both
the merging companies and the control sample earned an unsatisfactory re
turn during the pre-merger period. The return was still not acceptable during
the postmerger period, but the merging companies had significantly im
proved their performance compared with the control sample. This will be re
corded as a successful takeover in a relative performance study, although
the postmerger return does not fulfil the investors' required rate of return. In
this context, an alternative definition of success in an accounting study
would be to relate to expression [2.5] and classify a takeover as a success if
it generates a ROE that exceeds the cost of equity. This procedure, which is
in essence an abnormal earnings approach, does not seem to have been car
ried out empirically.

In order to draw conclusions regarding the success or failure of takeovers
from a counterfactual study, it is also necessary that the chosen postmerger
period is representative of the long-term outcome of acquisitions. The
nleasurement period in the previous literature has normally extended from
five years before the merger to five years after it. It has been described as
the ideal event window (Utton, 1974), but Singh (1971) argued that the pe
riod is too long, and that the length increases the risk of disturbing events
appearing. Tlle appropriateness of the chosen time span ought to be influ
enced by the character of the companies' business characteristics, in that the
longer the useful life of the companies' assets, the longer the period during
which the postmerger effects should be observed. From appendix 5.2, it is
clear that some studies deviated from the nornlal measurement period. The
explanation lies in their somewhat different research design.9 Also, some

9 Livermore (1935), Reid (1968), Weston and Mansinghka (1971), Melicher and Rush
(1973), Mason and Goudzwaard (1976) and the National Industrial Conference Board's study
(1929) are placed in this category.
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studies were devoted to the performance of a specific kind of merger, such
as conglomerates or horizontal takeovers.

The following discussion on the accuracy of the accounting studies presup
poses that:
1. the alternative of carrying on as before was a real option for the merging

companies,
2. in the absence of the takeover, the merging companies would have per

formed in the same way as the control sample,
3. the relative performance measures also indicate whether a takeover is a

success or a failure in absolute terms, and
4. the chosen postmerger period is representative of the long-term outcome

of acquisitions.

5.7.2 The composition of the control sample

The counterfactual research design of the relative performance studies im
plies a comparison between the performance of the merging sample and tllat
of the control sample. When the presuppositions in section 5.7.1 are ful
filled, the difference in performance indicates the success or failure of cor
porate acquisitions. In additi011, the companies in the control sample also
need to be representative of the development that the merging companies
might have faced in the absence of the takeover. In this context, several as
pects of the control sample deserve to be discussed.

The studies have elaborated somewhat different research issues. These is
sues have two dimensions, which is illustrated by the composition of the
control samples. On the one hand, the control sample can be made up solely
of nonmerging companies, or it may consist of both merging and nonmerg
ing companies. On the other hand, the control sample can either exclusively
comprise companies from the same industry as the merging parties, or it
may be composed of companies in general, regardless of the industry to
which they belong. These dimensions and their frequencies in previous re
search are presented in table 5.4 below. All studies in appendix 5.2 are in-
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eluded, except for Livemlore (1935). It appears that the most common re
search alternative is to use a control sanlple that consists of nonmerging
companies picked from the same industries as the merging parties. This il
lustrates that the research issue has usually been whether the merging com
panies perform relatively better than their nonmerging competitors in the
same industry.

Table 5.4 The composition of the control samples in the survey of
relative accounting studies

The industry to which the control sample be-

longs

The merger activity of Only the merging Industries in general

the control sample panaes' industries

Only non-merging firms 12 studies lO 3 studies11

Both merging and non- 1 study12 5 studies13

merging firms

10 Kelly (1967), Singh (1971), Lev and Mandelker (1972), Melicher and Rush (1973), Cable
et al (1980), Cosh et al (1980), Jenny and Weber (1980), Kumps and Wtterwuhlge (1980),
Mueller (1980), Peer (1980), Ryden and Edberg (1980), and McDougall and Round (1980)
belong to this group of studies.
11 Reid (1968), Utton (1974), and Hoshino (1982) belong to this group of studies.
12 Weston and Mansinghka (1971) belongs to this group ofstudies.
13 Hogarty (1970), Mason and Goudzwaard (1976), Meeks (1977), Ikeda and Doi (1983),
and Kumar (1984) belong to this group of studies.
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The composition of the control sample is also relevant in a statistical sense.
The probability of a significant outcome, in terms of expression [5.7], is
higher when the variances of the performance ratios are small. As a conse
quence, the prospects of a significant difference might vary between a con
trol sample consisting of the merging parties' competitors, and one compris
ing companies in general.

With this as a background, an important question is whether any systematic
differences exist between the merging sample and the control sample. Sev
eral studies in table 5.3 performed statistical tests regarding this issue. The
tests were divided in such a way that both the acquiring firms and the ac
quired firms were compared to the control sample during the pre-merger pe
riod. The results of these tests are given in table 5.5 below for the acquiring
firms. "Capital" refers to the relative size of assets or capital employed, and
"Solidity" to the relative equity-to-assets-ratio. TIle + sign meallS that the
acquiring firms had a significantly higher value than the control sample re
garding the specific ratio, the - sign means the opposite, and 0 sign means
that there were no significant differences between the acquiring firms and
the control sample. An empty cell means that the ratio was not tested.

Table 5.5 The pre-merger relation between the acquiring companies
and the control sample in the survey of relative perform
ance studies

Financial ratio
Study Capital Solidity ROAorROCE ROE
Singh (1971) 0 0
Utton (1974)
Meeks (1977) +
Cable et al (1980) + 0
Cosh et al (1980) 0,0 0- -,0 0,0,
Jenny and Weber (1980) + 0 0 0
Kumps and Wtterwulghe (1980) + 0
Mueller (1980) + +
Peer (1980) + 0 0
Ryden and Edberg (1980) + 0 0 0
McDougall and Round (1986) . + 0 0 0
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The most apparent pattern in table 5.5 is that the acquiring companies had
significantly more capital than the control sample. The differences in the
other ratios were mainly insignificant.

In table 5.6, the acquired firms are compared to the control sample in a man
ner consistent with table 5.5. The most apparent pattern in table 5.6 is that
the targets quite often had significantly less capital than the control sample.
As regards the other three dimensions, the differences were mostly insignifi
cant and any systematic differences were hard to detect.

Table 5.6 The relation between the acquired companies and the
control sample in the survey of relative performance stud
ies

Financial ratio

Study Capital Solidity ROAorROCE ROE

Meeks (1977) 0

Cable et al (1980) 0 0

Cosh et al (1980) 0,0 0,0 0,0 0,0

Jenny and Weber (1980) -,0 o - 0,0 0,0,

Kumps and Wtterwulghe (1980) 0 + 0 0

Mueller (1980) + +

Ryden and Edberg (1980) 0 0 0

McDougall and Round (1986) + 0 0

To conclude, the above comparisons of companies in the different samples,
shows that there is a difference in size between the larger companies of the
acquiring sample, the somewhat smaller companies in the control sample,
and the even smaller acquired companies. In terms of profitability, no sys
tematic differences between the samples seem to exist. These findings must
be kept in mind when the results of the previous studies are interpreted.
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5.7.3 The accuracy of the performance measures

The accounting ratios that have been used in the relative performance stud
ies are linked to the capital value of equity, as was pointed out in section
5.1. Their impact, however, is only partial. A postmerger improvement in
ROE will increase the capital value of equity, provided that it is not coun
terbalanced by an increase in the cost of equity. A postmerger deterioration
in ROE may be regarded as negative, although it can lead to an increase in
the capital value of equity provided that the cost of equity also decreases as
a result of the merger.

An analogous way ofreasoning can be applied for ROCE, which is linked to
ROE through expression [5.5]. There, it is illustrated that a postmerger
change in ROCE does not necessarily mean that ROE chal1ges in the same
direction, since the development of the average interest rate on financial
debt and the financial position also have to be taken into consideration.
Hence, it is not obvious what effect a change in ROCE has on the capital
value of equity.

Table 5.7 below illustrates how the components of ROE and ROCE are af
fected by a takeover. The comparison is based on the counterfactual ap
proach in the sense that the amalgamation is compared to the buying com
pany without the acquisition. It is assumed that none of the parties had any
subsidiaries before the takeover.

Consider a particular takeover, where the conclusion regarding success or
failure is based on a comparison between the amalgamation's postmerger
return and the buyer's pre-merger return. The factors in table 5.7 will exert
an influence on the conclusions. Important variables in this context are the
parties' relative performance, their relative size, their relative financial po
sition, their strategic relation (can be assumed to be decisive for the pres
ence of synergies and restructurings), the financing of the deal, the consoli
dation method chosen, the treatment of the goodwill item, the applied per
formance measure, and the price paid for the target in relation to the -nook
value of its equity.
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Table 5.7

Accounting item

The consequences of a takeover on the consolidated bal
ance sheet and the consolidated income statement

Implications

Capital employed

Equity

Operating income

Net income

Buyer's c~pital employed

+ target's capital employed

liquid assets used for financing

+ acquisition price less target's book value of equity

(relevant only for the purchase method)

Buying conlpany's book value of equity

+ new equity due to stock financing

Buyer's operating income

+ target's operating income

interest revenue on liquid assets used for financing

depreciations of goodwill and overvalue

(relevant only for the purchase method)

+ synergies

restructurings

Buyer's net income

+ target's net income

interest revenue on liquid assets used for financing

(after tax)

depreciations of goodwill and overvalue

(relevant only for the purchase method)

+ synergies after tax

restructurings after tax

interest expense on financial debts raised for financ

ing (after tax)
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The importance of the factors in table 5.7 must be considered before plan
ning a study of the accounting performance of takeovers. It must further be
recognised that for a particular study, ROCE and ROE may develop in dif
ferent directions as illustrated by expression [5.5]. The characteristics of the
sample in terms of the factors in table 5.7 are decisive for the development
of the ratios.

The research design in the relative performance studies implies partly a
comparison between the postmerger returns of the amalgamation and the
control sample, partly a comparison between the pre-merger ret1.lmS of the
merging parties and the control sample. Despite this, the factors presented in
table 5.7 will still exert an influence on the relative performance. It is only
under very particular circumstances that these factors are unimportant. One
such situation would be a takeover that is financed with stock, where the
price paid is equal to the target's book value of equity, and where there are
no synergies or restructurings. In such a case, the amalgamation's post
merger return will be equal to the weighted average of the parties' post
merger returns as stand-alone conlpanies. Hence, factors such as the parties'
relative performance, their relative size, their relative financial position,
their strategic relation, and the chosen consolidation method do not exert
any influence on the relative performance. However, as soon as the price
paid deviates from the book value of the target's equity, or when synergies
or restructurings are at hal1d, the above factors will again be important.

Several of the relative performance studies in the survey conducted statisti
cal tests regarding the impact of some of the factors in table 5.7. The results
of these tests are given in table 5.8 below. "Capital" refers to the relative
size of assets or capital employed, and "Solidity" to the relative equity-to
assets-ratio. The + Sigll means that the acquiring firms had a significantly
higher value than the acquired firms regarding the specific ratio, the - sign
means the opposite, and the 0 means that there were not any significant dif
ferences between the parties. An empty cell means that the ratio was not
tested.

The pattern that emerges from table 5.8 is fairly consistent. The only unani
mous finding is that the acquiring companies had significantly more capital
than the acquired companies. As regards the operative profitability, the dif-
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ferences between the parties were nlainly il1significant, btlt in some studies
the acquirers had better pre-merger returns than the targets. Finally, the dif
ferences in financial position and ROE were mainly insignificant. In the
studies that showed a difference in this respect, the acquiring firms tend to
be more levered, that is, their assets were to a smaller extent financed by
shareholders' equity. To sum up, the typical merger in previous research,
seems to be one between a company that acquired a smaller firm with simi
lar profitability and leverage.

Table 5.8 The pre-merger relation between the acquirer and the
target in the survey of relative performance studies

Financial ratio

Study Capital Solidity ROAorROCE ROE

Singh (1971) 0 +

Cable et al (1980) + 0 0

Cosh et al (1980) + +

Jenny and Weber (1980) + 0 0 0

Kumps and Wtterwulghe (1980) + 0 0

Mueller (1980) + 0 0 0

Peer (1980) + 0 0

Ryden and Edberg (1980) + 0 0 0

McDougall and Round (1986) + 0 + 0

The difference between the price paid and the book value of the target's
equity is an important issue when the nlerger is accounted for according to
the purchase method. In such a situation, the sum of the parties' assets be
fore the deal will come short of the amalgamation's assets after the deal,
since the target's assets will be revalued when they enter the consolidated
balance sheet. The consequence is that ROA and ROCE ceteris paribus will
declil1e, which favours the control sample. Some researchers have carried
ou:t adjustments for this effect by removing the goodwill items from the bal-
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ance sheet and the income statement. Meeks (1977) observed that the post
merger ROCE of the merging sample then increased significantly compared
to its level before the adjustment. This mitigated the relative superiority of
the control sample's return during his measurement period. Singh (1971), on
the contrary, concluded that the goodwill influence was rather small.

In relation to the purchase method of consolidation, Meeks (op.cit) con
ducted another adjustment. Its origin is that the return measure is difficult to
interpret during the acquisition year for those takeovers that are not consoli
dated on January 1st, since the target's assets are included in the consoli
dated balance sheet, but its income is regarded only for the part of the year
that remains after the acquisition date. This led Meeks to conclude that the
acquisition year should be omitted from the postmerger analysis. His proce
dure has also been carried out by several later researchers.

The adjustments made by Meeks are important to remember when the re
sults in previous research are il1terpreted. However, the adjustments can be
disputed. First, the goodwill adjustment is controversial. It is apparent that
the presence of a goodwill item makes a comparison between the post
merger and pre-merger return more difficult. However, tIle exclusion of it
introduces other problems. The goodwill item may represent expectations
on future profitability, and if these expectations are fulfilled, the postmerger
return will increase. Goodwill depreciation is the price associated with this
increase. By excluding it from the amalgamation's postmerger income state
ments, the merging sample will be favoured in the comparison with the con
trol sample.

Second, the omission of the acquisition year from the postmerger period is
understandable, but nevertheless controversial. A strict interpretation of the
accounting principle of conservatism implies that restructuring expenditures
ought to be expensed as soon as they are foreseen. This means that it is not
unlikely that expected restructuring expenditures are charged against the
consolidated income during the frrst postmerger year.14 By excluding this

14 This would not be the case if the principle of matching was stressed. Then, a restructuring
reserve would be created, and periodically matched against the actual future restructuring
costs.
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year, substantial costs are omitted from the analysis, thus improving the
amalgamation's return. In part one of this thesis, it was demonstrated that
incremental cash flows were weaker at the beginning of the postmerger pe
riod than towards the end of it. If this conclusion is representative of more
cases than those I have studied, it means that an omission of the first post
merger year favours the merging sample.

5.8 Systematic patterns in the results

The comprehensive exhibitions in this chapter contain 27 absolute and rela
tive accounting studies fronl nine countries, covering the outcome of almost
2,600 mergers15 consummated between 1888 and 1981. What the survey
shows is that companies that engage in merger activity do not earn a post
merger return that is different than the average of their industry, or any other
chosen benchmark. The relation between the merging sample and the con
trol sample is informative about the success or failure of corporate acquisi
tions provided that:
1. the alternative of carrying on as before was a real option for the merging

companies,
2. in the absence of the takeover, the merging companies would have per

formed in the same way as the control sample,
3. the relative performance measures also indicate whether a takeover is a

success or a failure in absolute terms, and
4. the chosen postmerger period is representative of the long-term outcome

of acquisitions.

The relative performance studies have usually dealt with the question 'Are
corporate acquisitions successful?'. Few, however, have analysed the ques
tion 'Which takeovers are successes and which are failures?' . In this section,
I take a step in that direction by systematically comparing the results in tIle

15 Some double counting may have occurred if one acquisition has been included in the
samples of several studies. Since the sample list is seldom disclosed in the literature, the
validity of this remark is not possible to assess.

159



relative performance studies along various merger characteristics. The pro
cedure is obviously not sufficient for drawing conclusions on the accounting
outcome of corporate acquisitions for particular kinds of takeovers. This
would only be possible in the unlikely situation where the samples of the
different studies were comparable in all aspects except the particular charac
teristic that I analyse. However, the procedure serves as the basis for dis
cussing whether the results presented contain any systematic patterns.

Table 5.7 contains some inlportant factors that influence the performance
measures. The number ofmerger characteristics that can be studied is unfor
tunately limited by the scarcity of information in the accounting studies. The
importance of tIle following aspects can be elucidated: the applied measure
of performance, the importance of the strategic and industry profile of the
samples, the composition of the control sample, the significance of time pe
riod studied and the nationality of the samples, and fillally the importance of
the sample size. These dimensions are elaborated in sections 5.8.1 to 5.8.5.

5.8.1 The applied measures of performance

As was evident in sections 5.1 and 5.7.3, the various accountil1g ratios de
scribe different aspects of profitability. ROE measures the return from the
shareholders' perspective, while ROA and ROCE measure the operative
profitability. It is worth analysing, therefore, whether the different ratios are
associated with different outcomes of corporate acquisitions.

The measure of performance has varied in previous research. Table 5.9 lists
the frequencies for those measures that have been used in the relative per
formance studies.16 It should be observed that several previous studies com
prised more than one performance measure. ROA and ROE were nlost fre-

16 EPS is not a profitability measure, as mentioned in section 5.3. For reasons of
completeness, it is nevertheless included in table 5.9. It was used by Hogarty (1970), and Lev
and Mandelker (1972). The same criticisnl can be directed towards ROS. It has frequently
been used, and is related to ROA and ROCE. It is therefore discussed in connection to the
performance measures throughout this chapter.
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quent; ROE was seldom used alone. 17 Instead, an operative profitability
measure was more often employed as the single measure. I8 A gel1eral re
mark in relation to table 5.9 is that the detailed definitions of the perform
ance measures were seldom presented clearly enough. Therefore, a limited
uncertainty exists regarding the accuracy of the classifications in table 5.9.19

Table 5.9 The performance measures used in the survey of relative
performance studies

Performance measure

ROA

ROE

ROS

ROCE

EPS

Number of studies

14

13

8

5

2

One important question is to what extent the various measures of perform
ance were associated with different outcomes. In table 5.10, I have summa
rised the tendencies and significancies of the results regarding the relative
performance -studies in table 5.3 that performed any statistical tests.

17 The only exceptions being Livermore (1935) and Singh (1971).
18 Eight examples of this can be seen in appendix 5.2.
19 The uncertainty typically concerns measures within "the family" of operative profitability.
Whether ROA, ROCE or even other alternatives have been used is not always apparent.
Further, ROS means different things in different studies. Jenny and Weber (1980) used net
profits in the numerator, while Ryden and Edberg (1980) and Cosh et al (1980) used gross
profits, thus actually measuring a gross margin. Finally, regardless of return measure, it was
nornlally not stated at what point in time the capital was measured.
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Table 5.10 The results in the survey of relative performance studies
classified according to performance measure

Performance Number of Number of signi-

measure Verdict tendencies ficant studies

ROE + 12 3

8 1

ROA + 8 3

11

ROCE + 2

4 3

ROS + 4 0

10 0

Some interesting observations can be made from table 5.10. First, the sig
nificant outcomes are mainly positive for ROA, but mainly negative for
ROCE. In the light of expression [5.4], where the close connection between
the two measures is illustrated, the difference is rather unexpected. In the
same study, this result is unlikely to occur, unless the postmerger relation
between operating liabilities and assets deviates markedly from the pre
merger relation. However, it must be enlphasised that ROA and ROCE have
not been used together in any relative performance study.

A second observation in relation to table 5.10 is that the significant out
comes are mainly positive for ROE, but mainly negative for ROCE. In terms
of expression [5.5], this might occur, for instance, for takeovers financed by
debt, where the upward effect on the debt-equity-ratio (DIE) is stronger than
the downward effect on ROCE, and where the average interest rate on fi
nancial of debt (Ro) is unaffected by the takeover. However, it must be em
phasised that the particular relation between ROE and ROCE that emerges
in table 5.10 has not been reported by any individual relative performance
study.
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A third observation in relation to table 5.10 is that RaCE has relatively of
ten been associated with significant outcomes. It is difficult to explain why
RaCE should behave differently than ROA in this respect, since the meas
ures are closely related. The fact that ROE has been relatively less fre
quently significant can be due to differences in variance between RaCE and
ROE. If ROE varies more than ROCE, it is less likely to be significant.
However, in that case, a difference would be expected between ROA and
ROE as well, due to the close relation between ROA a11d RaCE. This is not
supported by table 5.10.

Overall, the observations regarding table 5.10 might be due to systematic
differences in the performance of the samples used in various studies.

A last remark regarding table 5.10 concerns the difference in tendencies.
The outcome was mainly negative in terms of operative profitability meas
ures (ROA, RaCE and ROS), while it was mainly positive for the net per
formance meaSlrre (ROE).

5.8.2 The strategic and industry profile of the samples

It can be assumed that takeovers with different strategic features are related
to different outcomes. In this context, a distinction can be made between
horizontal, vertical, conce11tric, and conglon1erate takeovers. A horizontal
takeover is one between parties at the same stage of a particular value added
process, for example, between two car manufacturers. A vertical takeover is
one between parties at different stages of the same value added process, for
example, between a car manufacturer and a tyre factory. A concentric take
over is one between parties that have either the same technology, or the
same distribution channel~, for instance, between a tyre factory and a pro
ducer of motor oil. A conglomerate takeover is one between parties in dif
ferent value added processes, for instance, between a car manufacturer and a
food producer. Several studies inform about the strategic and industry pro
file of their samples, although they do not always provide their classification
schemes. Consequently, it is 110t possible to check whether consistent
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groupings have been made, but I have assumed that this is the case, or at
least that the differences are not too accentuated.

It is normally asserted in the literature that horizontal and vertical acquisi
tions ought to create more value than conglomerate ones. The question is
whether this presupposition has any support in the empirical literature. In
this context, it should be emphasised that one motivation for conglomerate
mergers is to reduce the variations in income. This implies that the standard
deviations in the perfomlance measures in expression [5.7] are presumably
lower for conglomerate mergers than for horizontal or vertical mergers.
Consequently, a significant outcome is more likely to be found in the con
glomerate studies.

More than half of the studies surveyed presented the strategic profile of their
sample. These studies covered almost exclusively horizontal and conglom
erate acquisitions.20 Completely conglomerate samples were used by
Weston al1d Mansinghka (1971), Melicher and Rush (1973) and Mason and
Goudzwaard (1976). Pure horizontal samples can be found in Livermore
(1935), Singh (1971) and Jenny and Weber (1980). Some studies comprised
mixed samples, sonle of which were predominantly horizontal, such as Peer
(1980) and McDougall and Round (1986), while Mueller (1980) included
more conglomerate acquisitions. Cosh et al (1980) and Ryden and Edberg
(1980) had samples that were almost evenly divided between horizontal and
conglomerate takeovers.21 Lev and Mandelker (1972) and Cable et al
(1980) are difficult to classify, although it is probable that at least the latter
study comprised mainly horizontal acquisitions.22 Kelly (1967) included
mainly horizontal and concentric acquisitions. Reid's (1968) large sample
was predominantly horizol1tal and concentric.

20 If vertical acquisitions have been explicitly mentioned, they have been few in number and
included in the conglomerate group. Reid (1968)' included a large part of concentric
acquisitions in his study.
21 Cosh et al (1980) used the dicotomy horizontal versus non-horizontal acquisitions. Due to
the sample profile of other UK studies of that time and the characteristics of UK mergers in
general during that period, it is likely that the non-horizontal group essentially consists of
conglomerate mergers.
22 This is the case if the sample in Cable et al (1980) is representative of the merger profile in
Germany between 1958 and 1977. (See page 110 in their study for statistics on this matter.)
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In table 5.11, I have extracted from table 5.3 those studies that presented the
strategic profile of their sample, and I have classified them as either
'conglomerate studies' or 'horizontal studies'.

Table 5.11 The outcome of conglonlerate and horizontal takeovers in
the relative performance studies

Study Performance Tendency Significance
measures

Conglomerate studies
Weston and Mansinghka (1971) ROA +,+ +,0

ROE +,+ +,0
Melicher and Rush (1973) ROA °ROE + 0
Mason and Goudzwaard (1976) ROA
Mueller (1980) ROA -,- 0,0

ROE +,+ +,0
ROS -,- 0,0

Horizontal studies
Livermore (1935) ROE + n.t.
Kelly (1967) ROS 0
Reid (1968) EPS growth to

total assets
Singh (1971) ROCE n.t.
Jenny and Weber (1980) ROA -,- 0,0

ROE -,- 0,0
ROS -,- 0,0

Peer (1980) ROA -,- 0,0
ROE -,- 0,0
ROS -,- 0,0

McDougall and Round (1986) ROA + °ROE + 0

As table 5.11 shows, the set of horizontal studies only contains one signifi
cant result as regards the return measures, while the set of conglomerate
studies reports several significant findings. The strongest observation is
related to ROE. Three studies applied this measure, two of them reported
significant results in favour of the conglomerates, while the third discerned
a tendency that the conglomerates outperformed the control sanlple.
However, this finding was not statistically significant. Several studies also
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applied ROA as a performance measure, but here the results were more con
tradictory.

Generally speaking, the studies in table 5.11 are too few to allow any gen
eral conclusions to be drawn regarding the accounting outconle of takeovers
with different strategic features, but the positive ROE associated with the
conglomerates may be an exception worth considering. However, it must be
recognised in this context that the positive effect on ROE might be ex
plained by the potentially lower variance in the relative performance meas
ure. Another possible explanation is that conglomerate takeovers are less as
sociated with goodwill items than horizontal or vertical acquisitions, since
integration gains such as synergies are probably expected to a lesser extent.
Ceteris paribus, this circumstance favours conglomerate acquisitions over
other strategic types of acquisitions.

The largest sample in this survey came from Reid (1968). Its size allowed
him to divide the takeovers into subsamples following the acquisition's stra
tegic features and thereby directly study the issue that I illustrated in table
5.11. All four subsamples (horizontal, vertical, conglomerate and concen
tric) developed poorer than the nonmerging control sample. The comparison
between the subsamples revealed that the conglomerate group showed a
somewhat better trend than the other three strategic groups. This finding is
consistent with the tendencies in table 5.11.

It seems reasonable to assume that the industry profile of the samples also
exerts an influence on the results. It has been argued in previous research
that problems of managing the hunlan aspects of a takeover process often
lead to an unfavourable outcome. Consequently, it can be hypothesised that
takeovers in the service industry are more inclined to fail than those in a
more process-oriented industry.

The industry profile was normally either not given, or presented in a very
brief form..23 Relevant information was disclosed in eight of the 22 relative
performance studies, namely by Kelly (1967), Reid (1968), Singh (1971),

23 In appendix 5.2 this is marked "not stated" for the first situation, and e.g. "nlainly
manufacturing" for the second situation.
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Cable et al (1980), Jenny and Weber (1980), Peer (1980), Ryden and Edberg
(1980), and McDougall and Round (1986). However, the information pro
vided was not sufficient for al1alysing whether the industry setting influ
enced the results of the studies in any systematic way.

Reid (1968) also created subsamples for the various industry profiles. He
divided his 430 merging firms into 14 industries. Yet, the small size of his
entire control sample seems to make statistical testing of the subsamples'
relative performance less informative.

5.8.3 The time periods studied and the nationality of the
samples

One issue worth investigating is whether different periods of time are asso
ciated with different takeover outcomes. One reason for this is that the pros
pects for success might improve as more experience is generated on the na
ture and outcome of takeovers. The recent studies are more likely to include
samples containing relatively more experienced acquirers, who probably
have better prospects for successful takeovers than inexperienced buyers.
Further, the market for corporate control has developed and become more
professional over time, which indicates that the target companies are more
thoroughly analysed and the risk of failure reduced. Hence, it could be ex
pected that the most recent studies ceteris paribus report more positive re
sults than the older ones.

The literature surveyed is rather dated, al1d consequently the acquisitions
covered are even more dated. More recent works are scarce since the latest
peaks in merger activity are still too fresh to have been covered by research
studies, due to the established approach of evaluating postmerger perform
ance over a five-year period. Figure 5.2 below shows the periods where the
previous studies formed their sample. Each line represents the time span
covered by a particular study; for example, the first row of lines consists of
four studies. The vertical and horizontal order of the lines has no signifi
cance, it simply compresses the size of the figure. The numbers at the top of
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the figure describe the number of studies that selected their sample from at
least some part of each five-year period. The old studies by Dewing (1921),
the National Industrial Conference Board (1929), and Livermore (1935)
have been omitted for reasons of presentation. Their samples were formed
around the turn of the century. Further, those studies where the selection
period was not a relevant item are not covered by figure 5.2.24

1

1945
I

5 6

1955
I

11 10

1965
I

10 1

1975
I

Figure 5.2 The time periods investigated in the literature surveyed.

The pattern in figure 5.2 reveals that the main body of the previous studies
gathered observations during the period 1960-75, a fact which is essential
for the U11derstanding of the results. During these years, the takeover activity
in the US was predominantly conglonlerate in character and the acquisitions
were mainly accounted for as pooling of interests (Copeland and Weston,
1988). In order to investigate the importance of the time dimension, I com
pared two frequently studied periods, 1955-65 al1d 1965-75. The compari
son is illustrated in table 5.12 below. Only studies in appendix 5.2 that per
formed statistical tests regarding ROE, ROCE, ROA or ROS are included.
The studies that used two control samples are marked twice. Each study is
classified as belonging to one of the two time periods. The headings

24 Weston and Mansinghka (1971), Melicher and Rush (1973), and Mason and Goudzwaard
(1976) belong to this category.
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"Significantly positive", "Insignificant", and "Significantly negative" refer
to the difference in performance between the merging and control samples.

It is difficult to establish any definite conclusions on the basis of table 5.12,
but some indications do suggest that the later period contains fewer negative
outcomes than the earlier period.

Table 5.12. The number of reported significant outcomes in the sur
vey of relative performance studies for various perform
ance Dleasures during different periods of time

Time Performance Significantly

period measures positive

1955-65 ROS 0

ROA

ROCE 0

ROE 0

1965-75 ROS 0

ROA 2

ROCE

ROE 3

Insignificant

o
1

12

14

1

13

Significantly

negative

o
3

2

o
1

2

1

The relative performance studies all had a national focus. They were pre
dominantly (two out of three) American or British. The remaining studies
represented a wide array of countries- France, Belgium, the Netherlands,
Germany25, Sweden, Australia and Japan.

The question concerning a national influence on the results can only be
studied by comparing the two large contributing countries, the United States
and the United Kingdom. One observation, although admittedly rather weak,

25 More accurately, the German study covers acquisitions within the Federal Republic of
Germany.
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is that the British studies concluded in favour of the control sample26, while
the American studies reached the opposite conclusion.27 There were two
systematic differences between the British and Anlerican studies. First, the
American studies included relatively more conglomerate acquisitions.28 The
Britisll studies were not very informative on the strategic profile of their
samples, but they seem to be horizonta1.29 Thus, the national difference in
results could be traced back to the potential difference in return for con
glomerate and horizol1tal acquisitions that was discussed in section 5.8.2.

Second, the treatnlent of goodwill was different in the U.K. and the u.S. hl
Britain, immediate writedown against equity was common, while in the U.S.
goodwill was more often balanced, unless the prerequisites for the pooling
method were fulfilled. Ceteris paribus, U.K. companies will have a higher
income and a lower capital, which would give them better performance
meaSlrres than u.S. companies. However, it must be recognised that the
goodwill items were rather small before the 1980s, which mitigates the sig
nificance of the above statement.

According to a study by Carleton et al (1983), the popularity of stock fi
nancing decreased in the United States between 1966 and 1978. Instead,
mOl1etary assets became the prime source of financing.30 This implies that
the purchase method became more frequent, since the pooling method can
only be considered when stock financing is at hand. The movement from
stock financed deals accounted for as pooling of interests, to cash financed
takeovers accounted for as purchases, means ceteris paribus, that the relative
number of US studies that report positive outcomes of takeovers might be
more rare after the nlid sixties. This assertion is difficult to investigate em-

26 True for Utton (1974), Meeks (1977) and Kumar (1984), but not for Cosh et al (1980).
27 Except for Mason and Goudzwaard (1976).
28 Copeland and Weston (1988, p. 691) explains this: "... most merger activity until the late
1970s was conglomerate because major horizontal and vertical nlergers were subject to legal
challenge."
29 This belief is reinforced by Hughes' et al (1980) assertion that the merger wave in Europe
in the sixties mainly comprised horizontal takeovers (p. 28).
30 Two explanations for this development were that the interest on convertible loans ceased
to be tax deductible and that the number of hostile takeovers grew. These were normally
financed by monetary assets.
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pirically, since the information regarding this issue is scarce in previous re
search.

5.8.4 The composition of the control sample

In table 5.4, the different compositions of the control samples al1d their fre
quencies were presented. One issue to consider is whether the altenlatives
are associated with different takeover outcomes. Table 5.13 below illustrates
this question.

One interesting observation can be made from table 5.13. There appears to
be a difference in the results between the studies where the control sample is
made up of companies from the merging parties' industries, and those stud
ies where the control sample consists of companies from industries in gen
eral. In the former case, the difference in return is mainly insignificant, and
in the studies where it is significant the results favour the merging sample.
When compared to control companies from various industries, the merging
sample performs significantly worse than the control sample.

Table 5.13 The results in the survey of relative performance studies
classified according to the characteristics of the control
sample

Study Performance Tendency Significance
measures

Non-merging firms from the merging parties' industries
Kelly (1967) ROS 0
Singh (1971) ROCE n.t.
Lev and Mandelker (1972) ROA + +

ROE 0
ROS 0
EPS + 0

Melicher and Rush (1973) ROA 0
ROE + 0
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Study Performance
measures

Cable et al (1980) ROA
ROE
ROS

Cosh et al (1980) ROCE
ROE
ROS

Jenny and Weber (1980) ROA
ROE
ROS

Kumps and Wtterwulghe (1980) ROA
ROE

Mueller (1980) ROA
ROE
ROS

Peer (1980) ROA
ROE
ROS

Ryden and Edberg (1980) ROA
ROE
ROS

McDougall and Round (1986) ROA
ROE

Tendency ~ignificance

+,+ 0, °
+,+ 0, °
+,+ 0,0
+,+ +,0
+,+ +,0
+,+ 0,0
-,- 0,0
-,- 0,0
-,- 0,0
+,+ +,0
+,+ 0,0
-,- 0, °
+,+ +,0
-,- 0,0
-,- 0,0
-,- 0,0
-,- 0,0
-,- 0,0
-,- -,0
-,- 0,0

+ 0
+ °

Non-merging firms from industries in general
Reid (1968) EPS growth to to

tal assets
Utton (1974) RaCE
Hoshino (1982) ROA °
Merging and non-merging firms from the merging parties' industries
Weston and Mansinghka(1971) ROA +,+ +,0

ROE +,+ +,0

Merging and non-merging firms from industries in general
Hogarty (1970) EPS °
Mason and Goudzwaard (1976) ROA
Meeks (1977) ROCE
Ikeda and Doi (1983) ROA + n.t.

ROE + n.t.
Kumar (1984) ROCE
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5.8.5 The importance of the sample size

The robustness of the results increases with the sample size, since the ef
fects of some extreme cases will be mitigated when there is a large number
of otller observations. Therefore, it is motivated to analyse whether any dif
ferences in conclusions can be found between the more extensive studies
and the smaller ones. The sample size varied between the studies, from 21 in
Kelly (1967) alld Kumps and Wtterwulghe (1980), to 430 in Reid (1968).
The median sample size was just above 50 acquisitions.

The sample size in a particular study normally decreased over time. At the
end of the evaluation period, many amalgamations had developed in such a
way that they were excluded from the sample. Thus, they were only in
cluded the first few years after the takeover. TIle reason for their exclusion
was not always clearly stated.

Five studies have notably larger sample sizes than the others. The number of
acquisitions studied by Reid (1968), Meeks (1977), Cosh et al (1980),
Mueller (1980) and Kumar (1984) was altogetller larger than the sum of the
sample sizes in the remaining 17 relative performance studies. However, the
results in the five large studies were not essentially different from those in
the smaller studies.
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Appendix 5.1.

Summary of accounting studies without a control
sample

The studies are presented in chronological order. In some studies, the sam
ple size varies over time. This is marked by the word "max.". All relations
between the parties refer to the pre-evaluation period. Several studies used
other performance meaSlrres than those given here. I have only chosen those
which are relevant for the purposes of this study.

Author Dewing (1921) National Industrial Conference
Board (1929)

Country United States United States
Selection period 1893-1902 Not relevant
Sample size 35 national mergers Max 48 consolidations
Sample's strategic Not stated Not relevant
profile
Sample's industry Wide diversity Manufacturing industry
profile
The parties' relation Not stated Not relevant
Performance meas- Operative profits after tax ROCE
ure
Evaluation period Until 1914 1900-13
Results: tendency 1) The parties' pre-merger profits The trend for the consolidations'

exceeded postmerger profits ROCE is slightly declining
2) The profits were lower than the
proponents expected
3) The profits declined during the
evaluation period

Results: significance The author did not perform any sta- The authors did not perform any sta-
tistical tests. tistical tests

Comments 1) Pre-merger profits probably stated 1) ROCE after tax measured on clos-
only for the acquirer ing capital
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Author Singh (1971) Ikeda and Doi (1983)
Country United Kingdom Japan
Selection period 1955-1960 1964-75
Sample size 77 quoted acquirers making around 48 mergers between listed compa-

90 acquisitions of quoted companies nies
Sample's strategic Horizontal acquisitions Not stated
profile
Sample's industry Five industries; beverages (45%), Manufacturing firms
profile nonelectrical engineering (21%),

food (21 %), electrical engineering
(10%) and clothing and footwear
(3%)

The parties' relation The acquirers had significantly Not stated
higher average ROCE than the ac-
quired firms. There was no signifi-
cant difference in EfA.

Performance meas- ROE ROAandROE
ure
Evaluation period 1 year before to 3 years after the 5 years before to 5 years after

merger
Results: tendency The average postmerger ROE was The average postnlerger ROA and

lower than the parties' weighted av- the average postmerger ROE is
erage pre-merger ROE. higher than the average pre-merger

ratios
Results: significance The author did not perform any sta- The authors did not perform any sta-

tistical tests. tistical tests
Comments Unclear when capital is measured 1) Closing capital is used

2) Pre-merger profitability is only
made up of the acquiring companies'
figures.
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Author McDougall and Round (1986)
Country Australia
Selection period 1970-81
Sample size 88 mergers between publicly listed

firms
Sample's strategic 66% horizontal, the remaining part
profile mainly conglomerate
Sample's industry Retail, transport and industrial sec-
profile tors. Roughly. 60% of the acquisi-

tions emanated from
foodVbeverageshobacco, builders'
suppliers, media/other services and
steel/engineering.

The parties' relation The acquirers had significantly
higher asset values and a signifi-
cantly higher average ROA than the
targets. There were no statistical dif-
ferences in average ROE or E/A.

Performance meas- ROAandROE·
ure
Evaluation period 5 years before to 5 years after
Results: tendency The average postmerger ROA was

identical to the weighted average
pre-merger ROA. The average post-
merger ROE was lower than the
weighted average pre-merger ROE.

Results: significance The results were not statistically
significant.

Comments Unclear when capital is measured,
whether the acquisition year is in-
cluded in the evaluation period.
Multiple acquiring firms excluded.
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Appendix 5.2.

Summary of accounting studies with a control
sample

The studies are presented in chronological order. In some studies, the sam
ple size varies over time. This is nlarked by the word "max.". All relations
between the parties refer to the pre-evaluation period. Several studies used
other performance measures thal1 those given 11ere. I have only chosen those
which are relevant for the purposes of this study. The word "relative" are
used in connection to studies that compare the post- and pre-nlerger per
formance between the merging and the control sample.

Author Livermore (1935) Kelly (1967)
Country United States United States
Selection period 1888-1905 1946-60
Sample size 49 successful mergers 21 merging companies
Sample's strategic Horizontal Mainly horizontal and comple-
profile mentary
Sample's industry Not stated, but the sample is pre- Mainly industrial
profile sented in table III
The parties' relation Not relevant Not stated
Control sample Successful industrial companies Matched nonmerging firms
Relation between Not stated Not stated
control and merging
sample
Performance meas- ROE ROS
ure
Evaluation period 1919-32 5 years before to 5 years after
Results: tendency The merging sample had a better The merging sample had poorer

average ROE relative average ROS
Results: significance The author did not perform any The r~sults were not significant

statistical tests
Comments 1) Unclear when capital is meas- 1) Unclear how the acquisition

ured year was treated
,2) Difficult to understand what
he has really done
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Author Reid (1968) Hogarty (1970)
Country United States United States
Selection period 1951-61 1953-64
Sample size 430 merging companies 37 quoted finns that had ac-

(comprising altogether over quired other quoted companies
3300 acquisitions during the se-
lection period)

Sample's strategic Mainly horizontal and circular Not stated
profile
Sample's industry 14 industries represented 15 two digit manufacturing in-
profile dustriesconcerned
The parties' relation Not relevant Not relevant
Control sample 48 nonn1erging firms The acquiring firm's industry
Relation between Not stated Not stated
control and merging
sample
Performance meas- The increase in the share of net EPS
ure profits attributable to original

shareholders relative to opening
assets.

Evaluation period 1951 and 1961 From the first acquisition until
1964

Results: tendency The merging sample had a The merging sample's EPS de-
poorer development of the per- veloped poorer.
fonnance measure

Results: significance The merging san1ple had a sig- The results were not statistically
nificantIy poorer development of significant.
the performance measure

Comments 1) Odd performance measure
2) The sample size is elsewhere
stated to be 478 (Utton, 1974)
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Author Singh (1971) Weston and Mansinghka (1971)
Country United Kingdom United States
Selection period 1955-1960 Not relevant
Sample size 77 quoted firms making around 90 63 large listed conglomerate firms

acquisitions ofquoted companies
Sample's strategic Horizontal acquisitions Conglomerate
profile
Sample's industry Five industries; beverages (45%), Not stated
profile nonelectrical engineering (21 %),

food (21%), electrical engineering
(10%) and clothing and footwear
(3%)

The parties' relation The acquirers had significantly Not relevant
higher average ROCE. There was no
significant difference in E/A.

Control sample Nonacquiring firms chosen at ran- Two "control samples used. First, a
dom from the acquirer's industry random sample of large industrial

companies. Second, a random sam-
ple of large industrial and non-indus-
trial companies.

Relation between There were no significant differences Not stated
control and merging in average ROCE and EfA between
sample the merging and the control sample.
Performance meas- ROCE ROAandROE
ure
Evaluation period 1 year before to 3 years after the 1958 and 1968

merger
Results: tendency The merging sample had a lower The merging sample had lower ROA

relative average postmerger ROCE and lower ROE in 1958. In 1968, the
opposite relation holds.

Results: significance The authors did not perform any sta- The merging sample had signifi-
tistical tests. cantly lower ROA and significantly

lower ROE than the first control
sample in 1958.

Comments 1) Unclear when capital is measured 1) Unclear when capital is measured
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Author Lev and Mandelker (1972) Melicher and Rush (1973)
Country United States United States
Selection period 1953-63 Not relevant
Sample size 69 large nlergers between quoted 43 large listed conglomerate fimlS

firms
Sample's strategic Not stated, but seems to be horizon- Conglomerate
profile tal
Sample's industry Not stated, but sample presented in Not stated
profile appendix
The parties' relation Not stated Not relevant
Control sample Matched pair. The targets' pre- Nonconglomerate listed firms be-

merger features were not regarded. longing to the same major industry
Relation between The acquirers had higher asset val- Not stated
control and merging ues than the control sample. The dif-
sanlple ference was not tested statistically.
Performance meas- ROA, ROE, ROS and EPS ROAandROE
ure
Evaluation period 5 years before to 5 years after 1965 to 1971
Results: tendency The merging sample had better rela- The conglomerates had lower aver-

tive average postmerger ROA, better age ROA and better average ROE
relative average postmerger EPS, than the control sample.
lower relative average postmerger
ROE and lower relative average
postmerger ROS

Results: significance The merging sample had a better The results were not significant.
relative average postmerger ROA

Comments 1) Acquisition year not included in 1) Unclear when capital is measured
the evaluation period 2) The merging sample was chosen
2) The sample list is provided in ap- from Weston and Mansinghka
pendix (1971)
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Author Utton (1974) Mason and Goudzwaard (1976)
Country United Kingdom United States
Selection period 1954-65, but mainly 1961-65 Not relevant
Sample size 39 acquiring quoted firms that made 22 quoted conglomerate firms that

at least one acquisition of another made a total of 194 acquisitions
quoted company

Sample's strategic Not stated Conglomerate
profile
Sample's industry "Most of the important industries are Mainly manufacturing
profile represented" (textiles and nonelectri-

cal engineering are relatively largest)
The parties' relation Not relevant Not relevant
Control sample 39 nonmerging firms, regardless of 22 randomly selected portfolios with

industry. asset structures similar to the merg-
ing sample

Relation between The merging sample had signifi- Not relevant
control and merging cantly lower average pre-merger
sample ROCE than the control sample.
Performance meas- ROCE ROA
ure
Evaluation period 1966-1970, i.e. one to five years af- 1962 and 67

ter the main selection period
Results: tendency The merging sample had lower aver- The merging sample had lower aver-

age postmerger ROCE age ROA in both 1962 and 1967.
Results: significance The merging sample had signifi- The merging sample had signifi-

cantly lower average postmerger candy lower average ROA in 1967.
ROCE

Comments 1) Unclear when capital is measured 1) Unclear when capital is measured
2) Could it be ROP rather than
ROCE?
3) He also compared the acquirers to
their industry average, but that part
of the study is too incomplete to be
included here.
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Author
Country
Selection period
Sample size

Meeks (1977)
United Kingdom
1964-1971
Max. 213 mergers between quoted
firms

Cable et al (1980)
Federal Republic of Germany
1964-74
55 large mergers

industry Manufacturing, distributive trades
and some other services

Sample's
profile
Sanlple's
profile

strategic Not stated Not stated

Chenlical products, nlineral oil
products, electrical engineering, ma
chine tools, iron and steel

The parties' relation Presumably, the acquirers had sig
nificantly larger capital employed
and significantly higher average
ROCE, but the relations were not
tested.

Control sample Weighted averages for the merging
fimls' industries

Relation between The acquirers had significantly
control and merging higher ROCE than their industries.
sample There was no significant difference

in average ROCE between the tar
gets and their industries.

Performance meas- ROCE
ure
Evaluation period 3 years before to 7 years after

Results: tendency The merging sample had lower rela
tive average postmerger ROCE

Results: significance The merging sample had signifi
cantly lower relative average post
merger ROCE the first five years af
ter the takeover

Comments 1) Average capital is used
2) Might it be return on operative
capital rather than ROCE?
3) I have omitted the acquisition
year from his data
4) Outliers were omitted
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The acquirers had significantly
higher asset values. No significant
differences in average ROA and
E/A.

Two control samples: matched pair
(MP) and industry average (IA),
both made up of nonmerging firms
and picked for both acquirers and
targets.
The acquirers had significantly
higher asset values and significantly
lower E/A than the MP sample.
There was no significant difference
in ROA. The targets had signifi
cantly lower average ROA than the
MP sample. There were no signifi
cant differences in asset size or E/A.
ROA, ROE and ROS

Normally 5 years before to 5 years
after
The merging sample had better rela
tive average postmerger ROA, ROE
and ROS than both control samples.
The results were not statistically
significant

Unclear when capital is measured,
and whether the acquisition year is
included in the evaluation period.



Author
Country
Selection period
Sample size

Sample's strategic
profile
Sample's industry
profile

The parties' relation

Control sample

Relation between
control and n1erging
sample

Performance meas
ure
Evaluation period
Results: tendency

Results: significance

Comments

Cosh et al (1980)
United Kingdom
1967-69
Max. 211 mergers between quoted
companies
47% horizontal, the remaining part
nonhorizontal
Manufacturing (72%) and distribu
tion (38%)

The acquirers had a significantly
larger capital employed, a higher av
erage RaCE and a lower E/A.

Two control samples: matched pair
(MP) and industry average (IA),
both made up of quoted, nonmerging
firms and picked for both acquirers
and targets.
The acquirers had significantly
lower average ROCE than the IA
sample and significantly lower E/A
than the MP sample. There were no
significant differences in asset size,
average ROE or B/A.

RaCE, ROE and ROS

5 years before to 5 years after
The merging sample had better rela
tive average postmerger ROCE,
ROE and ROS than both control
samples.
The merging sample had signifi
cantly better relative average post
merger RaCE and better relative
average postmerger ROE than the IA
sample.
Unclear when capital is measured,
and whether the acquisition year is
included in the evaluation period.
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Jenny and Weber (1980)
France
1965-73
Max. 40 mergers

Horizontal

Food stores, electric and electronic
equipment, sugar/confectionery, and
paper and allied products
The acquirers had significantly
higher asset values. There were no
significant differences in average
ROA, average ROE and E/A.
Two control samples: matched pair
(MP) and industry average (IA),
both made up of quoted, nonmerging
firms and picked for both acquirers
and targets.
The acquirers had significantly
higher asset values than the IA
sample. There were no significant
differences in average ROA, average
ROE or B/A. The targets had signifi
cantly lower asset values than the IA
sample, and significantly lower E/A
than the MP sample. There were no
significant differences in average
ROA or average ROE.
ROA, ROE and ROS

4 years before to 4 years after
The merging sample had lower rela
tive average postmerger ROA, ROB
and ROS than both control samples.

The results were not statistically
significant

Unclear when capital is measured,
and whether the acquisition year is
included in the evaluation period.



Sample's industry Manufacturing or retailing
profile

Author
Country
Selection period
Sample size

Sample's strategic
profile

The parties' relation

Control sample

Relation between
control and merging
sample

Performance meas
ure
Evaluation period
Results: tendency

Kumps and Wtterwulghe (1980)
Belgium
1962-74
Max. 21 nlergers between quoted
companies
Not stated

The acquirers had significantly
higher asset values and significantly
lower E/A. There were no significant
diff~rences in average ROA and av
erageROE.
Two control samples: matched pair
(MP) and industry average CIA),
both made up ofquoted, nonmerging
firms and picked for both acquirers
and targets.
The acquirers companies had signifi
cantly higher asset values, lower av
erage ROA and average ROE than
the IA sample. There was no signifi
cant difference in E/A. The targets
had significantly higher E/A than the
IA sample. There were no significant
differences in asset size, average
ROA or average ROE.
ROAandROE

5 years before to 5 years after
The merging sample had better rela
tive average postmerger ROA and
ROE than both control samples.

Mueller (1980)
United States
1962-72
Max. 280 mergers between quoted
companies.
90% conglomerate, 10% horizontal

Mainly manufacturing and retailing.

The acquirers had significantly
higher asset values. There were no
significant differences in ROA, ROE
andE/A.

Two control samples: matched pair
(MP) and industry average CIA),
both made up of quoted, nonmerging
firms and picked for both acquirers
and targets.
The acquirers had significantly
higher asset values, significantly
higher ROCE and significantly
lower E/A than the IA sample. The
targets had significantly lower asset
values, significantly higher ROCE
and significantly higher E/A than the
IA sample.

ROA, ROE and ROS

5 years before to 3 years after
The merging sample had better rela
tive average postmerger ROE, lower
relative average postmerger ROA
and ROS than both control samples.

Results: significance The merging sample had signifi
cantly better relative average post
merger ROA than the MP sample.

Comments ROA based on net income, unclear
when capital is measured, and
whether the acquisition year is in
cluded in the evaluation period
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The merging sample has signifi
cantly better relative average ROE
than the MP sample.
Unclear when capital is measured,
and whether the acquisition year is
included in the evaluation period



Author Peer (1980) Ryden and Edberg (1980)
Country The Netherlands Sweden
Selection period 1963-72 1962-72
Sample size Max. 31 mergers 27 large mergers between quoted

finns
Sample's strategic 7~% horizontal, the rest nonhorizon- Just over 50% horizontal, the rest
profile tal mainly conglomerate
Sample's industry Manufacturing or retailing. Manu- Mechani'cal industry (1/3), steel and
profile facture of metal products and ma- metals together with tim-

chinery make up 1/3 of the sample. ber/pulp/paper/printing (1/3).
The parties' relation The acquirers had significantly The acquirers had significantly

higher asset values. There were no higher asset values. There were not
significant difference in average any significant differences in aver-
ROAor E/A. age ROA, average ROE and E/A.

Control sample Two control samples: matched pair Two control samples: nlatched pair
(MP) and industry average (IA), (MP) ~d industry average (IA),
both made up of nonmerging finns both made up of quoted nonmerging
and picked for both acquirers and finns and picked for both acquirers
targets. and targets.

Relation between The acquirers had significantly The acquirers had significantly
control and merging higher asset values than the IA higher asset values than the IA
sample sample. There were no significant sample and the targets significantly

differences in average ROA or B/A. lower. There were no significant dif-
ferences in average ROA, ROE or
E/A. There were no significant dif-
ferences in average ROA, ROE or
E/A.

Performance meas- ROA, ROE and ROS ROA, ROE and ROS
ure
Evaluation period 5 years before to 5 years after 3 years before to 3 years after
Results: tendency The merging sample had lower rela- The merging sample had lower rela-

tive average postmerger ROA, ROE tive average postmerger ROA, ROE
and ROS than both control samples. and ROS than both control samples.

Results: significance The results were not statistically The merging sample had signifi-
significant cantly lower relative average post-

merger ROE than the IA sample.
Comments Unclear when capital is measured, Unclear when capital is measured,

and whether the acquisition year is whether the acquisition year is in-
included in the evaluation period eluded in the evaluation period.

The data concern parent companies
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Author Hoshino (1982) Ikeda and Doi (1983)
Country Japan Japan
Selection period 1970 1964-75
Sample size 90 mergers 43 mergers between listed mergers
Sample's strategic Not stated Not stated
profile
Sample's industry Not stated Manufacturing firms
profile
The parties' relation Not stated Not stated
Control sample Nonmerging firms The acquiring firms' main competi-

tors. The targets' pre-merger features
were not considered.

Relation between Not stated Not stated
control and merging
sample
Performance meas- ROA ROAandROE
ure
Evaluation period 5 years after 5 years before to 5 years after
Results: tendency The control sample had lower aver- The merging sample had better rela-

age postmerger ROA tive average postmerger ROA and
better relative average postmerger
ROE

Results: significant The results were not statistically The authors did not perform any sta-
significant. tistical tests.

Comments Unclear when capital is measured, 1) Closing capital is used
and what measure he actually used 2) Pre-merger profitability for the

merging sample is only made up of
the acquiring companies' figures.
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Author
Country
Selection period
Sample size

Sample's strategic
profile
Sample's industry
profile

The parties' relation

Control sample

Kumar (1984)
United Kingdom
1967-1974
Max. 354 mergers between quoted
firms
44% horizontal, the rest nonhori
zontal
75% within the manufacturing sec
tor. The rest in construction, trans
port and distribution.

Compared to the UK average, the
acquirers had larger and the targets
smaller capital employed. Neither
relation was statistically tested.

Industry average for both merging
firms

McDougall and Round (1986)
Australia
1970-81
88 mergers between publicly listed
firms
66% horizontal, the rest mainly
conglomerate
Retail, transport and industrial sec
tors. Roughly 60% of the acquisi-
tions emanated from
food/beverages/tobacco, builders
suppliers, media/other services and
steel/engineering.
The acquirers had significantly
higher asset values and a signifi
cantly higher average ROA. There
were no statistical differences in av
erage ROE or E/A.
Matched pair (MP), made up of
quoted nonmerging firms and picked
for both acquirers and targets.

Relation between Not stated
control and merging
sample

The acquirers had significantly
higher asset values than the MP
sanlple. There were no significant
differences in average ROA, ROE or
E/A. The targets had significantly
lower asset values and significantly
higher E/A than the MP sample.
There were not any significant dif
ferences in average ROA or ROE.

Performance meas
ure
Evaluation period
Results: tendency

Results: significance

Comments

ROCE

5 years before to 7 years after
The merging sample had lower rela
tive postmerger ROCE for all seven
postmerger years.
The merging sample's relative post
merger ROCE is significantly lower
during the second, third and fourth
year after the merger.
1) Unclear what profitability meas
ure is used. Presumably it is ROCE.
2) Unclear when capital is measured
3) Acquisition year excluded
4) Multiple acquirers included
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ROA and ROE

5 years before to 5 years after
The merging sample had a better
relative average postmerger ROA
and ROE
The results were not statistically
significant.

Unclear at what time capital is meas
ured, whether the acquisition year is
included in the evaluation period.
Multiple acquiring firms excluded



6 A review of the market and interview
studies

Cllapter six COl1cems the methodologies and results of the market and inter
view studies. It must be emphasised that the review is not an independent
contribution made by this study, but rather a complement to the accounting
studies in the comprehensive exposition of previous research regarding the
outcome of takeovers.

The number of published market studies is far too large to allow for a com
prehensive review; I therefore delimit the survey to a selectiol1 of studies
tllat are most frequently cited in the literature. The interview studies will be
given less attention for several reasons. First, they are less closely linked to
the main topic of this study, namely the relation between measures based on
the theory of capital and measures based on accounting. Second, their meth
odology does not contain as mal1Y controversial elements as the accounting
and market studies. Finally, the interview studies are fewer in number, and a
review of their results is therefore less extensive.

This chapter consists of two main sections: the market studies are treated in
section 6.1, and the interview studies in section 6.2. Section 6.1 is divided
into five sections, and starts with a description of the logic of the market
studies (section 6.1.1) and their methodological design (section 6.1.2). The
results are given partly in an aggregated format (section 6.1.3), partly in an
disaggregated format (section 6.1.4). The aggregated format relates to the
question 'Are corporate acquisitions successful?', and the disaggregated
format to the related question 'Which takeovers are successes al1d which are
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failures?'. Section 6.1.5 reviews some of the criticism against the market
studies.

6.1 A review of the market studies
6.1.1 The logic of the market studies

By market studies I refer to a number of studies that have at least two fea
tures in common. First, they have observed the stock price reaction for the
acquiring company and the target company whel1 a takeover announcen1ent
is made public; second, they have normally based their conclusions regard
ing value creation in corporate acquisitions on the stock price reaction that
cam10t be explained by variations in the market return.

In the present study, I regard takeovers as a special form of investment. The
perspective adopted is then basically that of the investing company and it is
therefore reasonable to delimit the survey of the market studies to the stock
price implications for the acquiring firm. 1

The hypothesis about efficient capital markets, which states that all prices
fully reflect all relevant information, and that stock prices adjust instantane
ously to new information, is an important starting point for the market stud
ies. Provided that the market is efficient, the expected future benefits of a
corporate acquisition should be fully reflected in the stock price at the first
public announcement of the takeover, to the extent that they can be pre
dicted (Mandelker, 1974; Langetieg, 1978).2

1 Those scholars that have measured the combined return on both the acquiring and the target
companies' shares have often had a pronounced social perspective on the issue. When
conducting a study with such a purpose, it is not sufficient to observe solely the stock return
for one of the involved companies, since the market reaction can represent value transfers
between the shareholders of the two companies, rather than representing an appropriate
estimate of the social gains or losses associated with takeovers.

2 In the literature different types of efficiency are discussed. As regards the market studies,
reference is often made to the semi-strong form of efficiency, which states that all public
information is reflected in stock prices.

189



The expected monetary gain for the shareholders of the acquiring firm is
represented by the net present value (NPV) of the takeover decision. De
pending on whether the investors expect the NPV to be positive/negative
there will be an increase/decrease in the stock price of the acquiring finn
(Halpern, 1983). The absence of a market reaction therefore implies that the
investors regard the NPV of the takeover decision to be equal to zero. How
ever, an alternative interpretation of the latter situation that appears in the
literature is that the merger annOllncement was expected, and that the NPV
of the takeover decision has already been capitalised ill the stock price of the
acquiring firm.

6.1.2 The methodology of the market studies

The core of the market studies is that the acquiring finn's actual stock return
is compared to its estimated stock return during a period around the an
nouncement date. The potential difference between the actual and the ex
pected stock return is labelled "abnormal return" (AR) and summed over the
period in question to a "cumulative abnormal return" (CAR), which is a
proxy of the NPV of the takeover decision, or in other words, the expected
value creation.

The abnormal return (AR) for a particular stock (j) during a particular period
(t) call be expressed in accordance with [6.1].3

ARjt = rjt - E[rjtJ [6.1]

3 In the literature, AR seems to be related to those studies that adopt the market model for
estimating the expected return (see below). In studies building on other model specifications,
the term AR is replaced by some other term. However, in the present study, I use AR as a
label for the abnormal return regardless of the methodological approach that underlies its
computation.
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In expression [6.1], rjt is the actual return on a particular stock calculated
accordillg to expression [6.2] below, and E[rjJ is the expected return on the
same stock during the same period. In expression [6.2], P denotes the stock
price and D the dividend on that particular stock.

Pt - ~-1 +Dtr. =------
]t P

t

[6.2]

In the literature, several different approaches for calculating the expected
return, E[rjJ, have been proposed and used. Those models that appear to be
most frequent will be described in brief. The market model, associated with
Fama et al (1969), formalises the expected return as in expressioll [6.3] be
low.4 The market model is an ordinary bivariate regression model where lX.i
represents tIle expected return on stockj when the market index (rmt) does
not change. A change in the market index has an impact on the expected
return through its covariation with the particular stock <Pi).

[6.3]

A special version of the market model, where a is equal to zero and fJ equal
to 1, is referred to as the market-adjusted return model. The expected return
is given by expression [6.4] below.5

4 The market model has been used, by among others Franks et al (1977), Dodd and Ruback
(1977), Firth (1979), Firth (1980), Dodd, (1980), Eckbo (1983), Dodds and Quek (1985),
Lubatkin and O'Neill (1988), Lahey and Conn (1990), and Sudarsananl et al (1996).

5 The market-adjusted return model or similar approaches has been used by among others
Asquith and Kim (1982), Asquith (1983), Asquith et al (1983), Dennis and McConnell
(1986), Franks and Harris (1989), Limmack (1991), and Sudarsanam et al (1996).
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[6.4]

The market-adjusted return model is computationally simple inasmuch as
the expected return on a particular share corresponds to the return on the
market portfolio.

Some studies have relied on the capital asset pricing model to estinlate the
expected return in accordance with expression [6.5] below.6

[6.5]

Compared to the above models, the capital asset pricing model introduces
the return on a risk-free asset, denoted rft. The capital asset pricing model
has been criticised for being more complex and costly than the market
model and the nlean adjusted return model, without being superior ill per
formance.7

Finally, an alternative specification of the expected return was proposed by
Masulis (1980) and referred to as the mean-adjusted return model. Studies
using this methodology do not qualify to be labelled market studies accord
ing to my definition since they do not take the market return into considera
tion. However, the methodology is often commented upon in other market
studies and it is therefore nlotivated to include it. In the mean-adjusted re
turn approach, the expected return is expressed as in [6.6] below.8 It is
solely a function of the particular stock's historic return dwing a specific
period in time.

6 The capital asset pricing model or the associated empirical market line has been used by
among others Mandelker (1974), Ellert (1975, 1976), Langetieg (1978), Bradley (1980),
Asquith and Kim (1983), Malatesta (1983), Lubatkin and O'Neill (1988).

7 See Roll (1977), and Brown and Warner (1985).

8 The mean-adjusted model has been used by, among others, Lahey and Conn (1990).
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[6.6]

Several measurement issues are involved in the· four different specifications
of the expected return above. The most relevant in this context are: the event
date, the length of the measurement period and the periodicity in the return
measurement.

In the market studies, the announcement date seems to be the most fre
quently selected event date, a choice inspired by Dodd and Ruback (1977),
while the earlier studies more often used the effective date of the merger.9

The choice is partly dependent on whetller mergers or tender offers are
studied. Mergers occur when the two parties agree to combine under legal
procedures, while in a tender offer, the acquiring firm offers to purchase a
proportion of the shares of the target firm at specified terms on or before a
specified date (Halpern, 1983). Those tender offers that succeed are likely to
be followed by a merger (Copeland & Weston, 1988). Consequently, the
announcement date is the reasonable choice for tender offers, since it nlakes
the sample size larger, while the effective date is an alternative that might be
considered for mergers. An important aspect in this context is the risk of
information leakage, which is higher in nlergers than in tender offers, since
the former are preceded by negotiations between the parties.

Another essential measurement issue in the market studies concerns the
length of the nleasurement period. In the studies surveyed the length has
varied from five days around the announcement date, to several years after
it. The longer the time period, the larger the risk that other substantial events
will occur and exert an influence on the accuracy of the measurement. The
studies that have employed a longer tinle period have often compared the
short and long run abnormal stock return.

A third essential measurement issue in the market studies concerns the pe
riodicity in the return measurement. In the studies surveyed daily, monthly

9 See for instance Mandelker (1974) and Langetieg (1978).
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and yearly data have been used. The choice is partly dependent on the tem
poral focus of the study, partly on various statistical considerations.10

6.1.3 The aggregated results of the market studies

The aggregated market studies have dealt with the question 'Are corporate
acquisitions successful?'. They have measured the stock market's reaction
to takeover announcements, without letting the characteristics of the sample
influence the research design. It appears from the results that I have sur
veyed that a corporate acquisition has either no value consequences or
negative consequences for the stockholders of the acquiring firm. Following
the logic of the market studies, this implies that the investors generally re
gard takeovers as decisions with a net present value equal to, or smaller
than, zero.

The large body of studies that did not find any significant reactions include
Halpern (1973), Mandelker (1974), Ellert (1975 and 1976), Dodd and
Ruback (1977), Franks et al (1977), Langetieg (1978), Firth (1980), Asquith
and Kim (1982), Eckbo (1983), Malatesta (1983), Dodds and Quek (1985),
Dennis and McConnell (1986), Franks and Harris (1989), Lahey and Conn
(1990), and Limmack (1991).

A considerable number of studies have reported a significant negative out
come for the acquiring firm's shareholders. These include studies by Firth
(1979 and 1980), Dodd (1980), Asquith (1983), Malatesta (1983), Franks
and Harris (1989), Lahey and Conn (1990), Linunack (1991), and Sudar
sanam et al (1996).

There are, however, a number of studies that have reported a significant
positive outcome for the acquiring firm's shareholders, for example,
Asquith et al (1983), Bergstrom et al (1989), and Franks and Harris (1989).

10 See Brown and Warner (1985) for a discussion of the statistical issues.

194



6.1.4 The disaggregated results of the market studies

The disaggregated market studies have dealt witll tIle question 'Which take
overs are successes and which are failures'. The inconclusive results in the
previous aggregated market studies have been discussed in the literature.
Jensen and Ruback (1983) argued that potential explanations relate to the
time of the merger news, the relative size of acquirer and target, risk
changes due to the merger, and regulatory changes. Halpern (1983) further
suggested that abnormal returns may be influenced by form of payment,
type ofmerger, and frequency ofmerger. Some of the studies reported in the
preceding section have investigated the proposed explanations given by
Jensen and Ruback, and Halpern. It is, of course, difficult to design subsam
pIes in such a way that the only difference between them is due to the pres
ence of a particular factor. Tllis caveat must be remembered when I later
review the results of some disaggregated studies.

The time of the merger news refers to the choice betweell the amlouncemellt
date and the effective date of merger. Among the studies that I have re
viewed, I have not found any study that explicitly made measurements that
elucidate this issue.

The importance of the relative size of the parties' equity was studied by
Sudarsanam et al (1996), who found that the acquiring shareholders benefit
when their firm takes over a relatively small target. The opposite was con
cluded by Asquith et al (1983), who reported a significant positive relation
ship between the targets' relative size and the return to the acquiring firms'
shareholders.

It has been proposed that the various models for estimating the expected
return used ill the market studies are sensitive to changes in the return and
risk features of the acquiring firms. Lahey and Conn (1990) found that a
change in the systematic risk will bias the mean-adjusted return model,
while the market model is unaffected due to a corresponding change in the
intercept alpha.
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Regulatory changes have been believed to affect the results in the market
studies. They can refer to legislative changes, for example, the US legisla
tion that reduced the number of vertical and horizontal mergers in the 1960s
(Copeland and Weston, 1988). Further, changes in accounting recommen
dations (pooling vs. purchase as method of business combinations) and
stock market requirements regarding the content of the offers are relevant in
this context. Schipper and Thompson (1983b) argued that the regulatory
changes in the US in the 1960s resulted in higher costs for the acquiring
firms and should therefore have a negative impact on the abnormal return.
They found support for this view, while Lahey and Conn (1990) did not.

It has been asserted that the financing form has an impact on the results in
the market studies. The line of argument is that stock financing is a signal
from the managers of the acquiring firm that their company is overvalued,
while cash offers imply the opposite. Firth (1979) and Travlos (1987) found
that the stock market's reaction to stock offers is more negative than its
reaction to cash offers. Franks et al (1991) reported results that "cast serious
doubt on prior findings of significant postmerger abnormal performance
associated with means ofpayment."

It has been proposed that related acquisitions, that is, horizontal and vertical
acquisitions, create more value than unrelated takeovers, that is, conglomer
ates, since some potential sources for value creatiol1, such as economies of
scale and scope, are unavailable to unrelated acquisitions (Singh and Mont
gonlery, 1987).1 1 Kusewitt (1985), and Singh and Montgomery (1987) re
ported results that were consistent with this proposition. However, it was not
supported in the studies by Lubatkin (1987), Shelton (1988), and Lahey and
Conn (1990).

Horizontal and vertical takeovers were studied by Lahey and Conn (1990).
Their results were sensitive both to model specification and tinle 110rizon.
Using the market model, they found that the market's reaction to vertical
mergers was significantly negative during the announcement and consum
mation months, and by using the mean-adjusted return. model that the mar-

11 In this context reference is normally made to some established merger classification
scheme, e.g. that of the US Federal Trade Commission (FTC).
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ket had a significantly negative long-run reactiol1 towards horizontal merg
ers. Related to this issue is a report by Lubatkin and O'Neill (1~88) who
studied not only the merger type but also tIle impact of the economic cli
mate. They found that conglomerate mergers experienced significantly
positive abnormal returns regardless of economic climate, while non con
glomerate mergers experienced a significantly positive reaction only during
bull periods.

Another assertion in the literature is that acquiring firms with previous ex
perience of takeovers have a better chance of managing the value creation
than inexperienced buyers, which would motivate that the stock return of
the former developed relatively better. The studies by Asquith et al (1983)
and Lahey and Conn (1990) did not find any empirical support for this view.

The distinction between multiple and single acquirers is related to the nlar
ket's reactioll to an announcement of an acquisition program. Schipper and
Thompson (1983a) argued that the stock price capitalises the expected value
of an acquisition program, as well as the likelihood of its accomplishment.
If this were true, the reaction to individual mergers in an intended program
would presumably be small, and have the character of an adjustment of the
already formed opinion. However, Asquith et al (1983) presented results
which indicated that the market also reacts to the subsequent acquisitions.

In addition to the potential explanations given by Jensen and Ruback (1983)
and Halpern (1983) a nunlber of other issues have been investigated. Lahey
and Conn (1990), who studied the postmerger return over a three-year pe
riod, found that the cumulative returns were sensitive to the time perspec
tive. They did not find any significant reaction during the announcement
month, but the closer they canle to the horizon, the nlore significantly nega
tive was the outcome. Langetieg (1978), Asquith et al (1983), and Malatesta
(1983) also reported negative abnormal returns in the year after the merger.
Franks and Harris (1989) reported a significantly positive reaction during
the announcement month, but it was significantly reversed by two years
after the merger. Franks and Harris (1989) and Limmack (1991) did not
report any significant results in immediate relation to the takeover, but dur
ing a two-year postmerger period they found a significant negative outcome
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for the acquiring firm. Apparently, the results in the literature indicate that
the stockholders of the acquiring firm lose in the long run.

Bradley et al (1988) found a significantly more positive stock nlarket reac
tion for those takeovers where only one bidder took part.

Lubatkil1 and O'Neill (1988) found that the econonlic climate was important
for the market's reaction. During bull markets, the acquiring firms experi
enced significantly positive abnormal returns, while the outcome was insig
nificant during bear markets.

6.1.5 Criticism of the market studies

The market studies are based on the presumption that the actors on the stock
market correctly assess the expected implications of a takeover ann0U11ce
ment, and hence that the observable stock price reaction to a bid is an ap
proximation of the net present value of the takeover decision. This pre
sumption is well recognised in the financial literature and its validity has
been little debated in relation to the market studies. Instead, much of the
critical discussion has been directed towards the statistical properties of the
applied measures, the potential presence of confounding variables, the
grounds on which managers make their decisions, and the importance of
how the expected return is calculated.

The statistical properties of the applied measures have been discussed by
among others Brown and Warner (1985), and will not be elaborated within
the scope of this thesis. The potentially confounding variables include in
formation leakage, thin trading, likelihood of a successful tender, and sev
eral of those factors that were described in relation to the disaggregated
results of the market studies, such as the relative size of the merging parties.
Information leakage means that (part of) the stock market has knowledge
about the takeover before the public offer is made, and hence that the an
nouncement date is not appropriate as a starting point for assessing the cu
mulative reaction to the bid. Thin trading means that the liquidity of the
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stock is so small that it is difficult to draw any conclusions from stock price
fluctuations. The likelihood of a tender means that, in a US environment, the
stock nlarket's reaction also comprises an estimate of the likelihood of a
successful outcome of the offer, and not only of the potential value effects
of the accomplished takeover. Finally, one part of the literature has not at
tributed the poor outcome for the acquiring firms' shareholders to statistical
deficiencies of the applied measures, but instead has used the results as a
starting point for discussing on what grounds managers make their deci
sions. These studies typically question the presumed wealth maximisation
behaviour of managers, and propose that they are inclined to maximise the
size of the companies they govern, or that they are affected by hubris as they
make tIle investment alld believe that the consummation will be success
fu1. 12

It has been demonstrated in the literature that the reported results are de
pendent on how the expected stock return for the acquiring firm is meas
ured. Ellert (1975) stated that the models are interchangeable provided that
consistent definitiol1S and assumptions are made. Sudarsanam et al (1996)
found support for this view, while the studies by Franks and Harris (1989),
Lahey and Conn (1990), and Limmack (1991) generated significantly dif
ferent results by using different models. Lahey and Conn (1990) found that
the market model and the mean-adjusted return model gave consistel1t re
sults in the short-run, but that the correlation decreases as the analysed time
horizon is prolonged.

A critical question in this context is the validity of the presumption that the
stock market actually can assess the corporate implications of a takeover
decision. The hesitation is due to the combination of a short measurement
period and the complexity of the underlying business decision. The meas
urement period in the market studies is often only a week or two; it must
naturally be difficult for external analysts to scrutinise the implications of
such a complex decision during a limited period of time with access to only
parts of the grounds on which the takeover decision was made. Further, the
difficulties involved in separating the takeover effects were manifest in the

12 See Mueller (1969) for an illustration of the growth maximization hypothesis, and Roll
(1986) for a discussion of the hubris hypothesis.
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empirical study; it is probably at least as difficult for external analysts, con
sidering that their opinions should disregard the advantages that the buying
entity could have acllieved even without the takeover, and that in some
situations they have to manage a target that is not an independent entity pre
merger, but an integrated part of a company.

6.2 A review of the interview studies

The interview studies build on interviews with the merging firms' managers,
who have been asked to classify the takeovers they have experienced as
'successes' or 'failures'. The interviews are conducted some time after the
event, when the implications of the decision have begun to appear.

A critical feature in the interview studies is the meaning given to the notions
'success' and 'failure'. The two main studies in the area, Kitching (1973)
and Hunt et al (1987), utilised slightly different definitions. Kitching com
pared the responsible managers' postmerger perception of the financial out
come to the pre-merger goals. Hunt et al asked the managers of both the
target and the buyer, and assessed 'success' on five scaled questions relating
to economic performance, and to the success or failure of implementing the
buyer's strategy. In addition to this, both studies employed a category be
tween 'success' and 'failure', which can be regarded as a 'neutral' out
come.13

Kitching interviewed 95 managers regarding the effects of a total number of
407 takeovers that were made during the period 1965-70 by US and Euro
pean companies in various parts of Europe. The success rate was reported to
be 53 per cent, while 26 per cent failed and 21 per cent were classified as
neutral. Hunt et al presented similar figures, 55 per cent of the investigated
40 UK acquisitions in the UK and the US during the period 1981-85 were

13 Most surveys also include a relatively thorough study by Newbould (1970). Some scholars
assert that he reports on the success and failure of takeovers, but I regard this as a precipitated
interpretation of the discussion in his 5th chapter. For this reason, I have excluded
Newbould's study from this discussion.
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categorised as successes, while 25 per cellt were said to have failed and 20
per cent to have been neutral. The general impression provided by these two
studies are somewhat nlore optimistic about the effects of takeovers than the
findings in two minor studies by Business International (1988) and Coopers
and Lybrand (1993).14 The Business International study classifies the rate of
failure to be in the. interval 48 to 56 per cent, which is consistent with the
conclusions in the Coopers & Lybrand study, where the corresponding fig
ure was 54 per cent.

Both Kitching and Hunt et al broke their samples down into subgroups and
presented results on a disaggregated level. Kitching found that related ac
quisitions, and then especially horizontal takeovers were most successful
and least inclined to fail. He further concluded that diversification is dan
gerous, and that this caveat is even more relevant for concentric acquisi
tions. Hunt et al did not support this conclusion as they did not find any
support for the hypothesis that horizontal mergers tend to be more success
ful than concentric nlergers.

Kitching concluded that the characteristics of the target company had an
impact 011 the reported rate of success. This was found to be higher the more
profitable the acquiree was before the bid was presented, the larger its mar
ket share and the larger the value of its equity in relation to that of the buy
ing company. As regards the last findillg, Hunt et al concluded the opposite:
the risk of failure increases with the relative size of the target's equity.

Hunt et al made some further findings on a disaggregated level; the pros
pects for success seem to be better the more experience the acquiring com
pany has of previous merger processes, and the better the opportunities are
to perform. a general business audit of the target. In nlY opinion, the latter
aspect is particularly important not only because such an audit may sort out
potentially bad and good decisions and increase the probability of a success
ful outcome, but also since it might clarify the weak points of the target
company and consequently provide the managers of the acquiring company
with nlore realistic expectations on the target's performance. Ceteris pari-

14 I have not read the study by Business International. My comments about it are based on
the study by Coopers & Lybrand (1993).
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bus, this would enhance the likelihood that the reported outcome would be
satisfactory in studies USillg Kitching's definitions of 'success' and failure'.

Hunt et al also concluded that changes in the organisational structure do not
impact the prospects of success or failtrre, alld that it is also irrelevant which
one of the parties initiated the deal.

The criticism that has been put forward regardillg the interview studies has
focused on two aspects. First, the procedure used to classify a takeover as a
'success' or a 'failure' has been questioned. Kitching's comparison with
pre-merger goals could lead to misleading results if tIle goals were unrealis
tic in some sense, or if the general business climate developed differently
than expected. Second, Newbould (1970) argues that the interview method
ology introduces systematic distortions in the results. He allalysed the char
acteristics of the companies that refused to take part in his study, and con
cluded that they had experienced difficult postmerger processes, a result
which might indicate that the companies that did participate in the study
were those that had conducted successful acquisitions.

Finally, it cannot be ruled out that managers base their verdict on the post
merger outcome in accounting terms, and/or on the stock market's attitude
to the share. In that sense, the interview studies reflect part of the informa
tion contained in the accounting and market studies. However, it is reasona
ble to assume that the managers only partly form their opinion on the sets of
information captured by other research directions.
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Part three

Part three (chapter 7) is a discussion of the main topic of this thesis, namely
the relation between measures based on the theory of capital and measures
based on accounting, in both a practical valuation context and in a setting
where research is carried out regarding the outcome of corporate acquisi
tions. The input for the discussion consists of the observations and conclu
sions that were embodied in parts one and two of this study.

The two dimensions of the main topic will be elaborated in sections 7.1 and
7.2. Section 7.3, offers a speculative discussion regarding different methods
of consolidation. Finally, section 7.4 presents some suggestions for further
research.
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7 Discussion
7.1 Implications for corporate valuation in a

practical setting

In the theory of capital, the fundamental items in a valuation procedllre are
the cash flows that the owner can be expected to receive during the period of
possession. These future cash flows are discounted to a present value by a
cost of capital, which reflects the risk of the cash flows and the time value
of money. The value concept of the theory of capital is based on three
premises. The first requirement is that the consequences of a particular de
cision can be separated from those caused by other decisions. Secondly, that
a reasonably accurate projection call be made of the time pattern of the ex
pected future cash flows during the entire life of the investment, and thirdly
that an estimate of the opportunity cost of funds during the life of the in
vestment can be performed (Gold, 1976; Segelod, 1995).

In this thesis, I have empirically applied the theoretical approach to corpo
rate valuation by studying the cash flow consequences of seven takeovers
during a maximum period of five postmerger years. In section 4.1, I estab
lished that for three of the cases, the particular acquisition that was to be
analysed could not be isolated from other activities of the combined entity.
The most serious and also most frequent separation problem arose when part
of the target's operations was restructured and merged with other parts of
the combined entity. Another related problem occurred when the target's
character was changed due to external subsequent acquisitions. The conse
quence was tllat it was difficult to isolate the implications of each takeover
decision. The events that caused the separatioll problems typically occurred
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at the beginning of the postmerger period, and consequently affected the
major part of it.

The observation that different types of separation problems to a varying
extent were empirically manifest, implies that one of the pren1ises underly
ing the capital budg~ting logic was 110t fulfilled. Valuation models based on
incremental cash flows were therefore troublesome to apply ex post in the
practical valuation setting of the seve11 cases studied. This conclusion is not
surprising in the light of, on the one hand, the abstract statements in the
literature on capital budgeting (Johansson, 1961; Honko, 1971; Hemming
sen, 1973; Neale and Holmes, 1990; Segelod, 1995), and, on the other, the
research findings that indicate that the theoretical approach to corporate
valuation is more often used ex ante than ex post (Ingham et aI, 1992). This
study contributes by describing the nature and extension of the separation
problems in more detail than previous research. In the following, the impli
cations of this contribution will be discussed.

On the basis of the seven cases that I have studied, it is clearly not possible
to make inferences regarding the character and presence of separation
problen1s in general. For more financially oriented acquirers, such as in
vestment companies, the separation issue is probably less troublesome. The
validity of my empirical observations is he11ce dependent on the character of
the particular takeover. However, I suggest that the separation problems are
at hand often enough, and that it would therefore be valuable to discuss their
implications more thoroughly.

One essential issue to consider is the internal follow-up of takeovers. My
empirical study den10nstrated that incremental cash flows are difficult to
discern. This is probably most true for related takeovers, where synergies
are expected, and restructurings are likely to occur. It is less true for acqui
sitions where the target continues to operate rather independently, for ex
ample, in financially oriented acquisitions. It has been asserted in the litera
ture on the outcome of corporate acquisitions, tl1at one alternative is to as
sess the effects of takeovers on the basis of the target's financial reports. My
empirical findings somewhat contradict this statement. While the main part
of the incremental cash flows were to be found in the target group, the cash
flows that resided in the acquiring group were still considerable.
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The conclusion is that a follow-up of individual takeovers is sometimes
troublesome to conduct, regardless of the chosen approach. However, the
empirical study demonstrated that the incremental free cash flows, in the
long run, were captured by the incremental accounting income, which is
directly related to the consolidated accounting income. In such situatiol1s,
the consolidated accounting information represents the most accessible
source regarding the consequences of takeovers. However, the use of con
solidated information means that any plans to follow the performance of
individual takeovers nlust be abandoned. Instead, the emphasis will be on
the entirety. Paradoxically enough, the takeovers that would be most inter
esting to follow individually, that is, those where value creation is most
likely to occur, are probably those that are most troublesome to discern.

In this light, the role of the capital budgeting techniques can be questioned.
Is it really justifiable to invest so many resources on detailed estimates of
the uncertain future, when these estimates are seldom followed up in the
same format when the future actually "arrives"? The answer is probably no.
Instead, there are reasons for the literature to emphasise accounting ratios to
a larger extent in practical corporate valuation situations. Their role should
be to complement, not replace, the capital budgeting procedures. The advan
tage would be that the same valuation format could be applied throughout
the valuation process.

In partictLlar situations, interdependencies might exist between decisions
over time. Making one decision today could force the company to make
another decision tomorrow. Estinlates and postaudits in incremental terms
are inadequate if they do not take such circumstances into consideration,
and therefore need to be complemented by accounting ratios.

There is a further risk that subsequent investments that extends the eco
nomic life of an asset look favourable on an incremental basis although they
do not substantially improve the group's accounting return. Consider a
situation where a company believes that it will not survive competition un
less it makes an acquisition. The larger the expected deterioration of profits
without the takeover, the more profitable the acquisition will be on an in
cremental basis.
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My empirical study illustrates, as does previous research, that accounting
ratios are at least as common in practice as measures based on capital budg
eting approaches. When postaudits are conducted, they are made in an ac
counting format. The measures founded on the capital budgeting logic are
mostly used ex ante. The fact that the two valuation systems in particular
practical situations are used interchangeably deserves further discussion. It
is a discussiol1 with two dimensions: first, the relation between the income
and value concepts of the theory of capital, on the one hand, al1d accounting
on the other hand; second, the contrast between the incremental focus of the
capital budgeting approach, al1d the comprehensive focus of accounting. It
must also be emphasised that the separation issue does not mainly concern
the relation between different concepts of value and income, but rather the
prospects for discenling and valuing different parts separately. In that sense,
accounting ratios can also be faced with separation problems when used in a
marginal format. However, in their normal format, they refer to an entirety,
that is, the sum of a number of parts. For that reason, it can be noted that
separation problems are not an issue when consolidated accounting figures
are used.

The suggestion of a more balanced perspective on the valuation of takeovers
makes it essential to discuss the characteristics of accounting ratios, in order
not to over-interpret the information they provide.

The merits of accounting are its practical usefulness and systematic con
struction. The financial accounting reports represent the only standardised
periodic information concerning the financial outcome of a company's op
erations in general, and an increased emphasis on them in relation to take
overs has been proposed by, among others, Gold (1976) and Pinches (1982).
It would lead to a better correspondence between what can actually be ob
served during the postmerger process, that is, the accounting return for the
entirety, and the format of the capital appraisals that are carried out in the
industry (see, for instance, Ingham et aI, 1992).

The shortcoming of accounting in this context is the inability to, under par
ticular circumstances, capture the value pattern of the theory of capital. This
has been a starting point for a rich body of literature on the relation between
accounting measures and their counterparts in the theory of capital. It has
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often been argued in this context that the objective of accounting should be
to measure economic income (Luckett, 1984). This pressure on the account
ing information to provide a true and fair view of the reality it represents has
increased during the latter years.

The value and inconle concepts that follow from historical cost accounting
are similar to those in the theory of capital inasmuch as they are also based
on receipts and paynlents. However they are different since they are mainly
derived from past transactions, and not from expected future cash flows. 1

The relation between the accounting return and the economic return has
been analysed for individual investment projects, typically in machines and
equipment, as well as for balanced stocks of such projects. The papers by
Harcourt (1965) and Solomon (1966), which have received much attention,
are of interest in this context.2 TIley performed analyses in a discrete format
based on the assumptions that no uncertainty exists and that all expectations
are fulfilled, hence the ex ante relation between the measures is equal to the
ex post relation. By varying the settings in the numerical analyses, three
main areas of conclusions appeared. First, the average accounting return
over the investment's economic life is normally different from the average
economic return. Second, the difference between the ratios is not consistent;
for example, it varies with the length of the project's economic life, the
fraction of the investment sum that is expensed during the first year, the
accounting depreciation schedule, and the temporal pattern of the cash in
flows. Third, the difference is normally not constant between different peri
ods of the investment's economic life. As it appears from these studies, the
difference between the return measures is mainly a question of accruals.

Several scholars have examined cases in which the return measures are
identical. Solomon (1966) demonstrated that this occurs in investment proj
ects with constant cash inflows where the accounting depreciation follows

1 There are several alternative definitions of the accounting concepts of value, income and
return, but the most appropriate within the framework of this thesis is the one that underlies
the financial accounting reports, i.e. one based (mainly) on historical costs. Historical cost
accounting can still be regarded as the main idea behind financial accounting reports,
although there are exceptions to the rule.

2 Harcourt's and Solomon's works are based on, among others, Anton (1956) and Johansson
(1961).
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the annuity method. Livingstone and Salamon (1970) established that this
occurs when the reinvestment rate equals 1. Stauffer (1971) cOllcluded that
this happens when the growth rate of the firm approaches the accounting
rate of return. Kay (1976) outlined a method that converted reported ac
counting rates of return to the economic rate of return, but this procedure is
only applicable in situations where the book value is equal to the economic
value at opening and closing dates.

The above studies are rather dated, but their conclusions are still valid. Later
efforts in the area have elaborated the issue in continuous rather than dis
crete time (Kay, 1976; Peasnell, 1982), and/or analysed whether the ex post
measures of accounting return are informative as regards future economic
returns (see e.g. Kelly and Tippett, 1991). Both the earlier and subsequent
literature generally concludes that the accounting return is not informative
as regards the economic return of all investnlent project, that is, it does not
reveal the properties of the expected future incremental cash flows.

The seven cases that I have studied illustrate the relation betweell incre
mental cash flows and incremental accounting income. On average, the two
measures were close during the five year postmerger period. The average
incremental free cash flows amounted to 10 per cent of the average acquisi
tion cost. This was roughly three percentage points higher than the average
incremental accounting income from operations. The patterns demonstrate
that, in the long run, accounting ratios provide accurate descriptions of the
merger consequences. However, during particular postmerger years, the
measures were distant. The cash flows were higher thall the accounting in
come in the first and last year, while the opposite was true for years in be
tween. This difference is likely to be important in a society where short
term assessments seem to be increasingly important.

It is recognised that these relations were observed on the basis of a small
body of empirical material consisting of related acquisitions, where the
merging parties represented capital intensive industries. The patterns are
probably not representative of takeovers with other characteristics.

The difference between the measures illustrates the importance of the
goodwill issue. In fact, a substantial part of the postmerger difference be-
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tweel1 them, when expressed as an average of all cases, can be attributed to
the depreciation of goodwill. According to several effective accounting
standards, the goodwill item should be depreciated on a straight-line basis
over its useful life. In the seven cases, the goodwill item was treated differ
ently. The depreciation periods were of five and ten years, and in several
cases goodwill was written down immediately, either through the income
statement or direct against equity.

The empirical material further illustrated that the incremental cash flows
were higher towards the end of the postmerger period than at the beginning.
This was due to restructurings during the first phase of the postmerger pe
riod, which delayed the appearance of the positive nlerger effects. In this
context, one issue which deserves a comment concerns the application of a
straight-line amortisation of goodwill in relation to the incremental cash
flow patterns that I have empirically observed.

The consequence of a linear depreciation schedule in these situations, is that
the consolidated accounting income will be charged with a goodwill depre
ciation during the first years after the takeover that is too large compared to
the increnlental cash flows generated by the takeover decision. Similarly,
during the latter part of the depreciation period, the consolidated income
will be charged with a goodwill depreciation that is too small compared to
the incremental cash flows. The implicatiol1 of the combination between the
observed cash flow patterns and a linear depreciation schedule for goodwill
is that takeovers that demonstrate these features will lead to relatively more
positive effects in the consolidated income statement towards the end of the
postmerger period than at the beginning. These observations cannot be gen
eralised to other corporate acquisitions, but provided that they are at hand
often enough, they are ofprincipal interest in relation to takeovers.

A second issue emanates from the fact that the positive merger effects were
delayed until some postnlerger years had elapsed. A fundamental idea be
hind the depreciation concept in the accounting literature is to match the
investment expenses with the future revenues they give rise to. This would
mean that depreciation should not be undertaken until the revenues are rec
ognised. Hence, if it takes several years for the relevant revenues to appear,
as it did in the seven cases I studied, it can be argued that the depreciation of
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the underlying asset should not start before that day. The immediate write
downs of goodwill observed in the empirical cases are not consistent with
this idea. An application of this argument would imply, ceteris paribus, that
the consolidated income would be higher at the beginning of the postmerger
period and lower at the end of it, compared to the income generated by a lin
ear depreciation schedule. A potential practical drawback associated with
the argument for a postponed depreciation of goodwill, is that a buying
company due to the favourable consequences of this method, might consider
arguing that the positive effects of its particular takeover are distant. It could
then keep the initial balance of goodwill unchanged for some time, and in
consequence not charge any goodwill depreciation against income.

It is interesting to note that a postponed depreciation of goodwill was sug
gested in the exposure draft preceding RRO1, an accounting standard issued
by the Swedish Financial Accounting Stal1dards Board in 1990. The idea
was that goodwill would not be depreciated until the integration gains that
underlie the goodwill item were recognised. However, the final standard did
not include this option, since it was unclear whether it was consistent with
lAS. Further, the considering bodies did not support it.

A third issue concerns the fact that the amount of goodwill, which is ini
tially established in the acquisition analysis, has to be depreciated according
to a chosen schedule. At eacll balance date, it should be compared to the real
value of the asset, in order to investigate the need for an extra devaluation.
A fundamental aspect in this context is the demarcation of the cash flows
that the item is associated with. As has been pointed out several times, an
empirical conclusion of this thesis is that the separation problems were
manifest in relation to those corporate acquisitions that have been studied
empirically. It is therefore questionable whether the real value of the
goodwill item at any point in time can be assessed at a reasonable cost. This
might imply that current controls of the booked goodwill amount are hard to
perform, and that the item can only be valued on rather standardised
grounds.

In conclusion, when the incremental cash flow patterns reserrlble those of
the seven empirical cases, it might be appropriate to apply depreciation
schedules for goodwill that are not linear; also, the depreciatiol1 should per-
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haps be postponed until the positive merger consequences emerge. In the
ory, such a procedure would mitigate the differences between the value
pattern of the theory of capital and that of accounting, and further facilitate
the complementary use of the two valuation systems. However, as regards
the cases studied in this thesis, the incremental accounting income was
higher than both the incremental cash flow from operations and the incre
mental cash flow after investments at the beginning of the postmerger pe
riod, but not at the end. A postponed and progressive depreciation schedule
for goodwill would accentuate that difference.3

7.2 Implications for the research on the out
come of corporate acquisitions

A takeover is an important event which has significant implications for both
the acquiring company and its stakeholders. The outcome of corporate ac
quisitions has consequently attracted considerable interest in the literature,
where the issue has been elaborated on the basis of three main methodologi
cal approaches relying on either accounting, market, or interview data.
These studies have received criticisnl for not having dealt with the basic
issue. This was stressed by Mueller (1987, p. 36), who pointed at the capital
budgeting approach:

UWhat is at issue with respect to the efficiency of the allocation of
capital are the marginal returns on investment. Thus, the many stud
ies examining average returns on capital across firms and industries
are, unfortunately, largely irrelevant to the question ofwhether on the
margin mature firms invest optimally. "

3 As already mentioned, AIO was lowered due to restructuring expenses during the first
phase of the postmerger period. It is worth emphasising, that during the period covered by
this study, the effective accounting standard did not allow companies to make provisions for
restructuring costs in the balance sheet at the date of acquisition. Had such a possibility been
at hand, and used, it would have lead to another pattern ofAIO.
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Mueller's criticism is directed at the fact that consolidated accounting re
ports do not reveal the consequences of particular investment decisions. The
financial effects of a takeover will hence be blended with other parts of the
company's operations, provided tllat the target company does not remain an
independent and clearly demarcated financial entity.

One conclusion from the first part of this thesis is that separation problems
are probably manifest in relation to corporate acquisitions. It seems likely
that they would also make it difficult to research the outcome of takeovers,
in the format proposed by Mueller. This nleans that the market, accounting
and interview studies have measured the outcome in the most accessible
way. For that reason, the results and methods of previous research will be
essential and deserve to be discussed further.

Several surveys regarding previous research have been conducted. They
normally focus on one methodological approach, they include relatively few
studies compared to the large number of individual studies, and their con
clusions are to some extent inconsistel1t. Conlprehensive surveys and analy
ses that combine all three approaches are few. In this thesis, I have carried
out a comprehensive review of those studies founded on accounting income,
and surveyed some representative studies based on market and interview
data.

The accounting studies have normally measured the outcome on the con
solidated level. A successful takeover typically means that the amalgama
tion performs better than the merging parties would have done without the
takeover. A failure means the opposite. The definitions of success and fail
ure hence build on a counterfactual comparison, a procedure that is difficult
to apply empirically.

The accounting studies have used different measures of accounting return,
such as return on equity (ROE), return on assets (ROA), and return on capi
tal employed (ROCE). Return on sales (ROS) also appears frequently. The
different measures are linked to the capital value of equity, which was dem
onstrated in chapters 2 and 5.
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The research design of the accounting studies builds on a comparison be
tween the merging sample, which is made up of companies that have ex
perienced takeovers, and a control sample, normally consisting of non
merging compal1ies fronl the merging parties' il1dustries. It is hence the
relative performance of the acquiring firms that has been analysed. The
development of the control sample is supposed to be representative of what
would have happened to the merging parties in the absence of the takeover.
The analysis has normally extended from five years before the takeover, to
five years after it.

The comparison in performance between the merging sample and the con
trol sample provides the basis for conclusions on the success or failure of
corporate acquisitions on certain conditions. First, that the alternative of
carrying on as before was a real option for the merging companies. Second,
that they in the absence of the takeover would have performed as the control
sample. Third, that the relative performance measures also indicate whether
a takeover is a success or a failure in absolute terms. Finally, tllat the chosen
postmerger period is representative of the long-term outcome of acquisi
tions.

Provided that the accounting studies comply with the above requirements,
an essential question is what they actually say about the success or failure of
corporate acquisitions. My comprehensive survey suggests that companies
that engage in merger activity do not earn a postmerger return that is sig
nificantly different than the average performance of their industry, or any
other chosen benchmark. This impression is based on 22 relative perform
ance studies. Insignificant results were reported by 17 of them: four studies
concluded that corporate acquisitions have a negative impact on the com
bined entity's relative postmerger performance, and one stated the opposite.

In my empirical study, I found that the average incremental cash flows, in
the long run, were captured by the incremental accounting inconle. Given
the research design, the periodic differences between the measures do not
influence the conclusions of the accounting studies. Since the consolidated
accounting income comprises the incremental accounting income, it can
hence be asserted that the accounting studies represent an indirect measure-
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ment of the incremental cash flows, provided of course, that my findings are
also relevant for other takeovers.

It must be recognised that an analysis of incremental cash flows basically
represents an evaluation bel1chmark different from the majority of the ac
counting studies, which have compared the amalgamation's postmerger per
formance to what the parties would have achieved as stand-alone compa
nies. Incremental cash flows are informative about the consequences of a
takeover from the acquiring group's point of view. It is not possible to con
clude what part of the incremental cash flows the acquirer would have re
ceived in the absence of the takeover. This circumstance prevents the trans
fer of the findings of the empirical study to the survey of the accounting
studies. However, tIle comparison is possible in those studies where the
amalgamation's postmerger development is conlpared to what the acquirer
would have achieved without the acquisition.

Another issue relates to the link between my empirical findings and the
survey of the accounting studies. It concerns whether the five-year post
merger period is long enough to allow for conclusions regarding the out
come of takeovers. From a pragmatic point of view, the answer is affirma
tive. The matching between the merging sample and the control sample
becomes more difficult over time. This would impact the quality of the re
sults. On the other hand, five years might be too short to capture the positive
effects of takeovers, if they demonstrate the same positive temporal cash
flow pattern present in my cases. However, the accounting studies have
normally excluded the first postmerger year from the analysis. This is likely
to have an upward impact on their results, provided that the takeovers show
the same postmerger development as my cases, where the first postmerger
year, on average, contained the lowest incremental accounting income fig
ure during the postmerger period.

The core of the market studies is that the acquiring firm's actual stock return
is compared to its estimated stock return during a period around the an
nouncement date. The potential difference between the actual and the ex
pected stock return is calculated over the period in question. It is a proxy of
the net present value of the takeover decision, or in other words, the ex
pected value creation.
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The hypothesis about efficient capital markets, which states that all prices
fully reflect all relevant information, and that stock prices adjust instantane
ously to new illformation, is an important starting point for the market stud
ies. Provided that the market is efficient, the expected future benefits of a
corporate acquisition should be fully reflected ill the stock price at the first
public announcement of the takeover, to the extent that they can be pre
dicted (Mandelker, 1974; Langetieg, 1978).

My survey of some representative market studies indicates that the stock
market's reaction to a takeover announcement is predominantly insignifi
cant, with a slight negative tendency. This impression is based on 29 differ
ent studies, of which 17 reported an insignificant reaction, nine a significant
negative reaction, and three a significant positive reaction.

My survey of the rather few interview studies reveals that the managers
involved in the takeover process regard the outcome as positive and nega
tive in quite equal proportiollS.

It is striking that the three approaches have largely presented fairly sinlilar,
that is, nlostly insignificant, results. Where any significant outcomes have
been found, they have been reported to be predominantly negative. This
observatioll is contrary to the conclusions of sonle previous surveys. The
concordance of the presented results could imply that the different ap
proaches validate each other, which would mitigate the methodological
criticism that each of tllem can be subjected to. The unanimity might also
have other consequences. The fact that the accounting studies provide the
same general results as the market studies meallS, given that the former cap
ture the actual outcome of corporate acquisitions, that the stock market gen
erally manages to see through a takeover arrangement and correctly assesses
its effects at least in a five-year perspective. However, the consistency in
results between the accounting and market studies, does not indicate
whether the stock market in individual cases reacts negatively to acquisi
tions that later prove to be failures, and positively to those that later are re
garded as successes. The mere observation that the accounting studies and
the market studies present the same general results contradicts the criticisnl
that several authors of the market studies have directed towards the account
ing procedure. These authors have established that the outcome of corporate
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acquisitions cannot be inferred from consolidated accounting ratios. How
ever, the fact that the market and the accounting studies present similar re
sults, implies either that the consolidated accounting ratios do capture the
relevant merger effects, or that the market studies also fail ill this respect.
The first interpretation was supported by a study of Healey et al (1992), who
found a strong positive relation between postmerger increases in operating
cash flows and abnormal stock returns at merger announcements.

It must be emphasised that differences do exist between the results of the
three approaches. The market studies seem to present somewhat more nega
tive results than the accounting or interview studies, and the interview stud
ies tend to report more positive results than the accowlting studies. How
ever, it is quite natural that such differences are at hand. The studies use dif
ferent measurement methods and thereby capture partly different aspects of
a takeover process. Also, they apply different temporal perspectives, vary
ing from some days in the market studies to several years in the accounting
studies. Further, as indicated by Newbould (1970), it is likely that only
companies that have conducted successful acquisitions are willing to take
part in an interview study. This would lead to outcomes that are relatively
more positive than the outcomes of market and accounting studies, which
comprise both successful and unsuccessful takeovers.

The empirical study clearly shows individual variations in takeover out
come. This is expected since previous research has stated that certain
merger types are more likely to succeed than others. The prospects of a fa
vourable outcome have been said to be better when, for example, the value
of the acquirer is large compared to that of the target (although sonle schol
ars have argued that the opposite is true), or when the parties' businesses are
related.4 However, the results presented by scholars who have investigated
the outcome of different types of takeovers, do not seem to support the idea
that the individual outcomes follow a systematic pattern.

The accounting studies have seldom divided their samples into subgroups
with different merger characteristics. Therefore, it is difficult to conclude
which kinds of takeovers are associated with various postmerger accounting

4 See, for instance, Jensen and Ruback (1983) or Halpern (1983).
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outcomes. In this study, I have made some efforts in this direction by divid
ing the 22 studies into various categories. I investigated the importance of
dimensions such as the applied measure of performance, the strategic and
industry profile of the samples, the composition of the control sample, the
time period studied, the nationality of the samples, and the sample size.

The above procedure did not generate any marked differences in outconle
between particular kinds of takeovers, with two exceptions. First, conglom
erate takeovers seemed to outperform the control sample in terms of ROE.
However, the number of studies concerning this issue was too small to allow
for any general conclusions. Further, takeovers that are fmanced by debt
will lead to an improved ROE, provided that the target's contribution to the
group's income exceeds the costs of the acquisition on the group level,
which implies that the financing form must be controlled for before any
conclusion can be reached on this issue. Second, the studies that have com
pared the amalgamation's performance to that of companies in general,
rather thall to companies ill the merging parties' industries, reported more
negative conclusions regarding the outcome of takeovers.

The market studies have often divided their samples into subgroups with
different merger characteristics. The results from these efforts differ, mak
ing it diffi~ult to understand what type of takeovers will receive a positive
stock market reaction, and what type will not. As regards the interview
studies, the samples have been divided into subgroups with different merger
characteristics. The studies, however, are few, and the results not unani
mous, making it difficult to say which takeovers the interviewees regarded
as successful, and which they classified as failures.

An esselltial question is how the absence of significant differences between
takeovers with different characteristics should be interpreted. One potential
explanation for the finding is that such differences do not actually exist. If
this explanation is correct, it will be in contrast to the reasoning in several of
the previous studies in the area, since it would imply that corporate acquisi
tions have a similar effect on the performance of the cOlTlbined entity, re
gardless of the acquisition's features.
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Another potential explanation for the finding is that the previous studies
have not been successful enough in classifying the acquisitions. In this con
text, two sources of bias can be distinguished:. the bias that arises if the
takeovers in particular subsample are not similar enough, and the bias that
emerges if two subgroups, that are compared, do not differ enough in their
characteristics. Further, any division into subsamples also tests the validity
of the classification schedule, according to Halpern (1983).

A third potential explanation for tIle absence of reported differences in out
come between takeovers with different attributes, is that previous research
might not have directed its attention to all the factors that could be associ
ated with systematic patterns in outconle. The factors whose importance has
been investigated have often been of a quantitative nature and related to the
situation before the takeover became effective, for instance, the significance
of the relation between the parties' pre-merger size or performance. There
are reasons to assume that the development during the postmerger period is
also important in this context, and therefore presumably also more quali
tative aspects of it. Examples would include the acquirer's implementation
strategy, similarities and dissimilarities in the corporate culture of the
merging parties, the relative number of top executives that resign after the
takeover was consummated, or the competitors' strategic response to the
takeover. Such factors are probably rather difficult to control for in a re
search study, but efforts in that direction seem worthwhile.

An illteresting issue to consider is how the phenonlenon of corporate acqui
sitions should be regarded in the light of the reported results. The crucial
question is why firms continue to engage in takeover activity, when the sci
entific evidence seems to indicate that the prospects for success are dubious.

The conventional standpoint in the financial literature is that rational man
agers make their decisions in such a way tllat the wealth of the company's
shareholders is maximised. In this context, the acquirer's valuation of the
target becomes essential. It is a delicate task where, among other things,
secrecy and time pressure handicap the buyer. Johansson (1973) discussed
the maximum price the buyer would be prepared to pay (Bmax) together with
the lowest price the seller would accept (SmiJ. A prerequisite for a deal is
that Bmax exceeds Smin. In a situation where there is no competition for
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buying the target, the buyer should not offer to pay more than Smin. Syner
gies that could result from the deal should not be paid for, since the seller
cannot obtain them himself.

A neutral or positive outcome of corporate acquisitions is consistent with
this idea, since the theory states that investments should be made as long as
their net present values are non-negative. A decision that is expected to
return a zero net present value implies that abnonnal gains will not occur as
long as the expectations are fulfilled, and that the investor will earn a return
that corresponds to his/her required rate of return. A neutral or positive out
come of corporate acquisitions is also compatible with the idea that a com
petitive and well functioning market for corporate control exists, where
competition between different acquirers raises the purchase prices for par
ticular targets towards the level where only one buyer can be expected to
earn a non-negative net present value. The market for corporate control is
hence assumed to be so competitive that all expectations of abnormal future
income levels are reflected in the price paid for the target, thus potentially
eliminating the prospects ofhigh future returns (see e.g. Mueller, 1969).

A neutral or negative financial outcome of takeovers can also be discussed
with reference to the hubris hypothesis (Roll, 1986) and/or the growth
maximisation hypothesis. Roll's hubris hypothesis states tllat the managers
of the acquiring firm suffer from hubris and pay too much for the target,
hence eliminating the prospects of a successful outcome. The growth
maximisation hypothesis states that merger decisions are not explail1ed by
efforts to maximise the wealth of the shareholders, but are rather taken for
the utility of the managers of the acquirer, for reasons such as prestige,
power etc. Given that growtll maximisation is at hand, and further that it is
inconsistent with value maximisation, takeovers would be assumed to be
associated with a negative outcome. The mainly insignificant and some
times negative results in the literature can be considered in the ligllt of these
theories.

Finally, can corporate acquisitions be expected to be more successful in the
future when more knowledge about them has been accumulated? It has been
stated in the literature that the analysts can estimate tIle corporate implica
tions of a takeover decision by reference to other acquisitions that they have
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experienced.5 This position seems reasonable, but it can nevertheless be
questioned in the light of the empirical observations in this thesis. The in
vestigated takeover cases were similar in some aspects, but different in oth
ers. The generality of this empirical observation cannot be assessed, but it
does seem probable that acquisitions are different from each other to such
an extent that previous deals are not necessarily informative when the im
plications ofpresent takeovers are to be assessed.

7.3 A speculative discussion of consolidation
methods

One aspect of accounting for consolidations concerns the prerequisites for a
consolidation method that is more consistent with tIle theory of capital than
are the prevailing consolidation methods, and the consequences of applying
such a method. The starting point is that the financial accounting reports
should capture the principal features of corporate takeovers, among those
the cash flows described in chapters 4 and 5. The alternative method ought
to express the new entity's financial position and profitability according to
the theory of capita1.6

The basic distinction between the prevailing consolidation methods is that
they are derived from different perspectives on the merging parties. The
pooling method is based on tlte view that both parties survive and that no
new entity emerges (Hendriksen, 1982). Consequently, the values of the
stand-alone parties' net assets will be entered in the consolidated balance
sheet. The purchase method is based on the view that the buying entity sur
vives, while the target company's operations are disrupted (Hendriksen, Ope

5 Bergstrom et al (1989).

6 I have chosen to adopt the rather common interpretation that the theory of capital provides
ideal measurements of income and capital. This position is sometimes controversial. Beaver
(1989) recognises it in a world without uncertainty, but questions its validity when
uncertainty is at hand.
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cit.). TIlus, it would be motivated to revalue the target's net assets before
they are entered in the cOl1solidated balance sheet.

It is recognised that the prevailing consolidation methods can be explained
on other grounds. The purchase method is an application of the principle
that new assets should be recorded at acquisition cost. In particular situa
tions, it is difficult to establish which company is the buyer and which is the
target. In those case, it seenlS less appropriate that the merged entity could
be portrayed differently depending on which company is fil1ally regarded as
the buyer. That is the motivation for the pooling method.

The basic logic behind the two prevailing consolidation methods can be
questioned. An alternative approach would be to regard both parties' opera
tions as disrupted, which implies that a new entity emerges at the consum
mation date. Thus, it would be motivated to revalue both parties' net assets
before they are added together in the grollP'S consolidated balance sheet.
There are some arguments for regarding the amalganlation as an entirely
new entity. One such argument is that an acquisition normally changes the
buyer's capital structure. The relatiol1 between the financiers is thus altered
which, according to the entity theory of accounting, implies that a new state
has occurred. The alternative method would be more consistent with the
theory of capital, since market values would be fully applied in the consoli
dated balance sheet. In the following, I first establish when the three meth
ods provide similar measures of fil1ancial position and profitability, and
when they differ. I then discuss the prerequisites for applying the alternative
metll0d within an accounting system based on historical cost.

In general terms, the three methods are related to each other in the following
way as regards the:
• financial positiol1: altenlative ~ purchase ~ pooling, and
• return on equity: pooling ~ purchase ~ alternative.

The three consolidation nlethods evidently lead to identical financial ratios
for the new group provided that the merging parties are fair valued, that is,
when the book values of their net assets correspond to their market values.
However, when there are unrealised capital gains in one or both companies,
the financial ratios that are based on the pooling method will deviate from
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those given by the alternative method. Further, the purchase method and the
alternative method give rise to different financial ratios when the buying
company has unrealised capital gains. Finally, it can be noticed that when
one of the parties has unrealised capital gains, the purchase method gives
different representatiol1s of the new entity depending on who buys whom.
Under these circumstances, a reversed takeover can serve as a tool for pro
viding a different ,image of the new entity. However, none of the images will
be unequivocally superior, since the effects on the financial position and
profitability work in opposite directions.

The alternative method, however, cannot be easily applied in practice; it
appears to be inconsistent with the prevailing accounting system based on
historical cost. This conclusion can be considered to be precipitated for two
reasons. First, it could be questioned whether the existing accounting system
is exclusively based on historical cost. There are several exceptions to that
valuation basis, such as the possibility to revalue material fixed assets. An
other example is the equity method for particular minority stakes in other
companies, which implies that the value of a possession in another company
can be increased in the books without any transaction taking place. Second,
it is not indisputable that the alternative method is inconsistent with the
principle of historical cost. On the contrary, the logic behind the alternative
method is the view that the stand-alone companies' operations are disrupted,
and that a new entity emerges. Then a basis for accountability exists, and the
assets and debts of the new group will be recorded in the books at their
value when the new entity was created, that is, at their acquisition cost from
the perspective of the new entity. The alternative method can therefore be
regarded as consistent with an accounting systenl based on historical cost.
One adva:ntage of the alternative method is that it facilitates conlparisons
between the company's accounting return and the stock market's required
rate of return, if, that is, the nlarket expresses its demands on the market
value ofa company's net assets.

The alternative method, however, also comprises several drawbacks. It is
unreasonable to expect that every investment should lead to a revaluation of
the acquirer's assets. Few individual il1vestments have such widespread
implications that they radically change the position of the entity, which is
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the logical basis for the revaluation of the net assets. Further, such a proce
dure would require enormous resources to be spent on the revaluation.

A second drawback is that the alternative method makes temporal analyses
difficult. For companies that make acquisitions, and account for them in
accordance with the alternative method, the trends will be difficult to inter
pret. Naturally, the same criticism applies for the purchase method.

A third drawback is related to the idea that the alternative method would
serve as a means for reducing the difference between market values and
book values. It is true that the alternative method complies with this idea,
but as long as the accounting system in general is based on historical cost,
the value difference migllt be at hand again some years after the acquisi
tions.

A fourth drawback is that the alternative method reinforces a problem asso
ciated with the purchase method, namely that assets are recorded at different
values in the legal entities and the group. This introduces some management
control difficulties.

To conclude the discussion on tIle alternative method, it can be derived from
the accounting theory without eliminating historical cost as the main valua
tion basis, assuming that the combined companies can be regarded as a new
elltity. However, it is associated with several practical problems, alld it is
unlikely to be considered as a realistic alternative to the prevailing consoli
dation methods.

7.4 Suggestions for further research

During the work on this thesis, I have conle across several topics that are
related to my research issues, but that have not been possible to elaborate
within the scope of this study. Below, I suggest three issues that would be
possible and interesting to develop in the future.
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The first suggestion for further research originates from the observation that
the studies that have investigated which takeovers are successes and which
are failures, have normally divided their samples into appropriate subgroups
on quantitative grounds, such as the relative size or profitability of the
merging parties before the takeover is announced. It seems more probable
that differences in takeover outcome can be explained by qualitative factors
related to the development during the postmerger period, such as the ac
quirer's implementation strategy, similarities and dissimilarities in the cor
porate culture of the merging parties, the relative nunlber of top executives
that resign after the takeover is announced, or the competitors' strategic
response to the takeover. Such factors are naturally rather difficult to control
for in a research study, but efforts in that direction would appear to be
worthwhile.

Another potential research issue would involve investigating how the actors
on the stock market form their decisions to sell, buy, or hold the shares of
the companies involved in a takeover announcement. Interesting aspects in
this context are to what extent accounting ratios have an effect on the deci
sions, and whether the experiences from previous takeovers are taken into
account.

A third research effort could be a study that combines the approaches ap
plied in the literature regarding the final1cial outcome of takeovers. A start
ing point would be to ask a number of stock market analysts to identify, for
instance, 50 successful and 50 unsuccessful takeovers. The resulting sample
could serve as the basis for traditional accounting, market and interview
studies with the explicit purpose of comparing similarities and dissimilari
ties between the results generated by each approach.

Sturgess and Wheale (1984) made an effort in this direction. They applied a
market approach on the sample used in Utton's (1974) accounting study.
Unlike Utton, they did not report any significant results. However, it must
be remembered that the two studies did not measure the same aspect of per
formance. The. ROCE ratio used by Utton is only a partial explanation for
the changes in the capital value of equity, as was pointed out in section 5.1.
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