Do mergers create value to the shareholders?

I Introduction

Merger generally means any transaction that forms one economic unit from two or more previous ones. The apparent reason for companies to merge is to make profits larger than the joint profits of the merging companies. Theories hold that mergers and amalgamations have potential social benefits. They generally involve improving the performance of incumbent management or achieving a form of synergy. Related corporate finance theory implies that the method of payment used in a merger may influence the returns to the stakeholders of both acquiring and acquired firms. However in the process of maximizing shareholders returns, companies at times end up paying excess premium, which results in earnings dilution. Some of the empirical studies’ reveal that acquirer will suffer initial earnings dilution and possible initial market price dilution as well. This is more relevant in cases where the P/E ratio of the target company is higher than the pre-deal P/E ratio of the acquirer and particularly when the merger involves exchange of shares. George.E.Pinches (1968)1 found that the earnings available to the equity owners of the acquiring firms are slightly higher for majority of the firms employing convertible preferred stock as compared to the returns in case of common stock merger, which usually results in immediate earnings dilution. John.S.R.Shad (1969)2 evidenced that in stock-for-stock exchange the seller will gain twenty percent in market value and thirty three percent in dividend value. But for the buyers there is a dilution of nineteen percent in both current earnings and book value per share on the additional shares to be issued. The main reasons for dilution are buyers out number sellers, synergistic aspects of some mergers and favorable growth prospects of sellers. John Lintner (1971)3 states that in all equity mergers, the earnings per share of acquiring company increases automatically if the company’s P/E ratio is higher than that of the acquired firm, even though there is no increase in combined total earnings or accounting manipulations.

II Design of the Study

Much of the business finance is directed at maximizing shareholders wealth through synergy. Synergy can be achieved through merger as it makes possible the entry into new product lines, which change the level, stability and cyclical nature of the firms’ profitability. Horizontal combination may raise the profitability of a depressed firm in poor financial condition and significantly reduce the risk of bankruptcy. For small firms it opens new sources of capital and it may also reduce the possibility of insolvency due to an unfavorable liquidity position. In any case, if significant, these factors should manifest themselves in a change in the distribution of rates of return to the shareholders of merged firm. 

Keeping this in mind 13 cases involving horizontal merger have been analyzed to study the effect of merger on the shareholders rate of return. This study makes a comparison between EPS, MPS, P/E ratio of the merged firm immediately after merger with EPS, MPS and P/E ratio of the two firms before merger. The 13 horizontal mergers observed, took place during 1993 – 1998.  In each case the only medium of exchange was common-common stock. Eight cases out of 13 cases analyzed are group company mergers.

III Methodology

The combined EPS of the two companies immediately on merger is compared with EPS of each of the companies prior to merger. Percentage of dilution or accretion on merger is calculated.

Dilution or accretion as regards MPS on merger in relation to share exchange ratio is computed on the following lines:

Step 1: New market price immediately on merger is computed by multiplying P/E ratio of the acquirer company with combined EPS of the two companies on merger.

Note: P/E of Acquiring Company is considered because on merger the target company ceases to exist.

Step 2: The target company’s share value is calculated by multiplying the MPS prior to merger with the number of shares exchanged on merger.

Step 3: The accretion or dilution to the merging companies is then companies is computed as a percentage of 

New market price –Market price prior to merger

Market price prior to merger

Step 4: The findings and conclusion is given based on the analysis.

IV Table showing calculation of Dilution and Accretion in EPS and MPS

	Sl.No
	Names of merged Companies
	Number of shares 
(Rs. In crore)
	Total Earnings 
(Rs. In crore)
	Earnings per share 
( in Rs.)
	EPS Dilution/
accretion %
	P/E ratio
	Market Price per share 
(in Rs.)
	Exchange
ratio
	Dilution or Accretion 
on merger %

	
	
	
	
	
	
	
	
	
	

	
	Ramganga *
 Fertilizers with Vam organics Ltd 
	A
	T
	A+T
	A
	T
	A+T
	A
	T
	A+T
	A
	T
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	0.516
	0.266
	0.782
	8.2
	-2.8
	5.4
	15.89
	-10.53
	5.36
	-66
	-151
	24.48
	0
	389
	11.5
	131.21
	1/10.35
	-57
	42
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	Jindal steels with
Jindal Ferro Alloys
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	2.035
	2.474
	4.509
	72.69
	33.21
	105.9
	35.72
	13.42
	49.14
	38
	266
	13.3
	19
	475
	255
	653.56
	1/0.45
	38
	470
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	Chendur Forge
with El Forge 
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	0.317
	0.42
	0.737
	1.25
	0.54
	1.79
	3.94
	1.29
	5.23
	33
	305
	13.57
	16.33
	53.5
	21
	70.971
	1/0.45
	33
	651
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	Ratnamani Engg. 
With Ratnamani
metals and tubes
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	0.473
	0.58
	1.053
	2.46
	0.58
	3.04
	5.2
	1
	6.2
	19
	520
	4.09
	5.4
	21.25
	5.4
	25.358
	 1/3
	19
	57
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	Falcon gulf * ceramics
with EID parry
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	1.02
	0.4
	1.42
	14.79
	-2.64
	12.15
	14.5
	-6.6
	7.9
	-46
	-220
	16.21
	0
	235
	10
	128.06
	   1/22 
	-84
	-42
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	Enkay texofoods 
with enkay 
synthetics
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	0.398
	2.11
	2.508
	5.06
	5.09
	10.15
	12.71
	2.41
	15.12
	19
	527
	2.81
	11.81
	35.75
	28.5
	42.487
	   7/25 
	19
	438
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	Babhnan sugars
with Balrampur 
chini mills
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	0.233
	0.64
	0.873
	8.43
	13.8
	22.23
	36.18
	21.56
	57.74
	60
	168
	14.04
	6.16
	508
	132.75
	810.67
	   2/5  
	60
	1427
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	Laser Lamps with 
Lumax industries
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	0.735
	0.565
	1.3
	8.62
	1.19
	9.81
	11.73
	2.11
	13.84
	18
	556
	8.4
	13.06
	98.5
	27.5
	116.26
	   1/5  
	18
	-15.5
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	SCICI WITH ICICI
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	37.63
	22.365
	59.995
	474.02
	140.76
	614.78
	12.6
	6.29
	18.89
	50
	200
	7.73
	10.05
	97.4
	63.25
	146.02
	   2/5  
	50
	477
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	KLFL with KIFL
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	0.45
	0.269
	0.719
	1.35
	1.04
	2.39
	3
	3.87
	6.87
	129
	78
	7
	5.69
	21
	22
	48.09
	1        
	129
	119
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	MFS&W with 
Mafatlal Industries
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	0.2
	0.263
	0.463
	8.2
	1.91
	10.11
	41
	7.26
	48.26
	18
	565
	19.66
	127.37
	806
	925
	948.79
	   2/5  
	18
	156
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	MNAL with * 
Mahindra Ltd
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	3.621
	2.427
	6.048
	26.09
	-14.86
	11.23
	7.21
	-6.12
	1.09
	-85
	-118
	19.43
	0
	140
	19.25
	21.179
	   1/25 
	-85
	-96

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	13
	Usha martin with
Usha Beltron
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	1.28
	5.493
	6.773
	16.08
	11.92
	28
	12.56
	2.17
	14.73
	17
	579
	6.9
	13.36
	84
	29
	101.64
	   1/3  
	17
	13

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	* Mergers undertaken to revive sick companies.
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	


V Findings and Conclusion 

The above analysis reveals the following:

Findings as regards accretion or dilution in EPS:

1. In case of mergers undertaken to revive sick companies, the acquiring company shareholders have experienced immediate dilution in earnings whereas the target company shareholders have gained more than 100 percent in the process of merger.

2. In case of mergers between profitable companies, it shows that the earnings of acquirer in the pre merger period are higher than that of the earnings of target companies. In all these cases shareholders of both the companies have gained. However the rate of gain to the shareholders of target companies is amazingly higher as compared to the rate of accretion to the shareholders of acquiring companies.

3. In cases where the EPS of target company is higher there rate of accretion to the acquiring company shareholders is greater than that rate of accretion to the target company shareholders

Findings as regards the dilution or accretion in MPS:

1. If the merger is undertaken to revive a sick company, the shareholders of both the companies have experienced dilution in earnings immediately on merger.

2. As regards the mergers between profitable companies, the shareholders of both the companies have experienced accretion in MPS immediately on merger. However the percentage of accretion enjoyed by the shareholders of target companies is higher than the percentage of accretion enjoyed by the shareholders of acquiring companies.

Conclusion: 

1. The acquiring companies to gain control over the target companies have paid premium. This is mainly to avail economies of large-scale production by merging the operations of the two companies.

2. It can be further inferred that mergers do create value to the shareholders of both the companies, especially to the shareholders of target companies. 

3. The sick target companies, which would have otherwise been extinct, have survived because of merger. The shareholders of such companies who would have lost their investment have gained substantially immediately on merger.
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