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PROCEEDINGS

MR. SCHEFFMAN. Thank you all very nuch for
comng. |'mDavid Scheffman, Director of the Bureau of
Econom cs. |'mpleased to introduce Chairman Tim Miris.

CHAI RMAN MURI'S: Wl cone to our Roundtabl e on
Under st andi ng Mergers, which is sponsored by the Bureau of
Econom cs. Throughout my career as a Commi ssion official
and a | aw professor, | have thought that efficiencies ought
to be an inportant part of the Comm ssion’s agenda, and
that's what we're going to talk about today and tonorrow.

A main point 1'mgoing to raise today is the fact
that, although efficiencies are an inportant part of our
agenda, we rarely have serious efficiencies presented to us.

Today, we'll have three panels. These panels wl|
di scuss the rational es behind nergers, including inportant
questi ons about assessing the value a nerger will create,
the likelihood that it wll achieve that value, and how to
achi eve a nmerger's objectives.

Tonmorrow we' || have two panels. The first pane
wi || discuss the relationship between various costs and
busi ness deci si on-maki ng. The next panel w Il discuss what
the private sector perceives about the business planning
that merging parties nmay do w thout becoming illegal gun-
junmpi ng, and we'll discuss the inplications of our concerns
wi t h gun-j unpi ng.

Before we get to all that, | want to focus briefly
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on ny personal views of how the Conm ssion should treat
efficiency clainms. The governnent once treated efficiencies
as a reason to block a nerger. |Indeed, that position was
taken at the Comm ssion as recently as 1974. W' ve, of
course, conme a long way since then.

Modern nerger analysis is nuch nore sensi bl e about
efficiencies. The 1997 revisions to the U S. Departnent of
Justice and Federal Trade Conm ssion Horizontal Merger
CGui del i nes el aborated on the inportance of efficiencies and
of fered sone gui dance on how to eval uate efficiencies.

Efficiency clains, however, have not flourished.

At least, in part, | believe this is because of a

m sunder standing of their role. Many apparently believe
that, practically speaking, efficiencies count only when the
nmerger is otherwi se determ ned not to be anti-conpetitive.

Al though | have witten that the governnent has renai ned too
hostile to efficiency clains, especially in court, it is not
t hat hostil e.

Efficiencies can matter, even when there is a
basis for concern. O course, the nore |ikely and
substantial are the likelihood of the anti-conpetitive
effects, the nore likely and substantial nust be
efficiencies to overcone the concerns about anti-conpetitive
effects.

A related m sreading of the guidelines is to over-
enphasi ze the structural presunptions. The guidelines do
not state, and enforcenent policy has never been over the
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| ast 20 years, that a high HH plus a significant delta is
di spositive evidence of anti-conpetitive effects. |nstead,
a high HHI and significant delta in a properly defined

mar ket, and the presence of barriers to entry, provide a
prima facie case. The prima facie case can be rebutted by

t he absence of a viable, factually-supported theory of anti -
conpetitive effects.

Again, the strength of the affirmative case
matters. Thus, two-to-one or three-to-two nmergers in well-
defined markets protected fromentry are likely to pass the
anti-conpetitive test sinply because of the very | ow nunber
of conpetitors.

I n other circunstances, however, efficiencies can
be a significant conponent of the rebuttal of the prina
facie case. For exanple, in a four-to-three nerger for
which the viability of an anti-conpetitive theory is
guestionable, likely and sufficient efficiencies should | ead
to a decision not to challenge the nerger.

Last year, the Comm ssion voted to close its
i nvestigation of the proposed nerger of the third- and
fourth-ranked drug whol esaling conpanies. In a public
statenent, we concluded there was insufficient evidence to
support a theory of conpetitive harm including a | ack of
evidence that either of the nerged firns had contri buted
significantly to the ongoing trend of decreases in drug
whol esaling prices or that the resulting industry structure

likely would lead to price increases or prevent further
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price reductions.

W al so noted that the proposed transaction woul d
likely give the nerged firmsufficient scale to allowit to
become nore cost conpetitive with the two | eading firns and
to invest in the val ue-added services consuners desire.

Further, we believed that the conbined firmcould
initiate these inprovenents nore rapidly than either could
do individually and that this timng advantage woul d be
significant enough to constitute a cogni zabl e, nerger-
specific efficiency.

One source of confusion about the role of
efficiencies conmes fromthe litigated cases. GCenerally, the
courts have placed nore weight on structural presunptions
than do the Horizontal Merger Guidelines or actual
enforcenment policy. For exanple, in Cardinal Health, the
Court appeared to have relied principally on the presunption
that increases in concentration would | ead to higher prices.
There were al so significant custonmer conplaints, although
the Court did not appear to weigh those heavily. Despite
bot h acknow edgi ng substantial efficiencies and recogni zi ng
the lack of strong proof of price effects, the Court granted
t he injunction the Comm ssion sought.

When the governnment does |ose in court, the reason
general ly has been deficiencies in the evidence supporting
t he governnent's all egations of nmarket definition or of
entry barriers, rather than the viability of the theory of

anti-conpetitive effects.
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An inportant decision that may be m sunderstood is
the so-call ed Baby Foods case. The crucial issue in that
case was whet her the nerger was a three-to-two nerger of
head-t o- head conpetitors or a two-to-one nerger of
conpetitors conpeting vigorously for shelf space, or
i nstead, was a transaction that would actually enhance
conpetition by conbining two weak firnms into one that could
at last challenge the dom nance of Gerber.

| f the evidence supported the three-to-two head-

t o- head conpetitor characterization or the two-to-one
conpetitor for shelf space characterization, then the
structural presunptions rightfully would have trunped at the
prelimnary injunction stage what was a solid and
substantial efficiency claim

The parties lost, in part, because the District
Court ignored both antitrust econom cs and rel evant
precedent, and did not even allow the substantial custoner
testinmony supporting the nmerger, let alone give that
testi mony proper weight. Lacking such evidence, the D.C.
Circuit found that the record did not sufficiently rebut the
three-to-two or two-to-one structural presunptions on
appeal .

The m sunderstanding of the role of efficiencies
in the Horizontal Merger Cuidelines, in prosecutorial
decisions, and in court decisions has |ed sone to advise
their clients not to nake the effort necessary to put
forward their best efficiencies case.
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On the Comm ssion side, the dearth of sound,
factual | y-supported efficiency presentations | eads us
usually to reject the efficiencies that are clainmed. Wen
the parties present back-of-the-envel ope cal cul ati ons or
advance clains of efficiencies with insufficient support,
the staff will not accept them and understandably so.

Al though this may give the staff a reputation for not
wel com ng efficiency argunents, the only deserved reputation
is one for rejecting poorly devel oped argunents.

The dilemma is obvious. Parties don't bother
gi ving us good material, and wi thout good material, we don't
believe in efficiency argunments. [It's the classic chicken
and egg problem The antitrust bar should know, however,
that we take substantial, well-docunented efficiencies
seriously, and we recogni ze that nmergers can lead to a
variety of efficiencies beyond reductions in variable costs.

Counsel should also bear in mnd that efficiencies
can be inportant in cases that result in consent decrees.
Presentations of credible efficiency clains can lead to a
settlenment that preserves conpetition while allow ng the
parties to achieve nost, if not all, of the efficiencies
they believe will flow fromthe nerger.

| want to encourage the presentation of solid,
credible evidence. | also want to reassure antitrust
counsel that such evidence will be taken seriously. That
requires sone leap of faith fromcounsel, but the Commi ssion

cannot nove first in this area. W necessarily take the
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argunents as presented to us, although we eval uate them
i ndependently. W do not make themup for the parties. As

Comm ssioner Leary recently detailed, when the argunents

presented to us are strong, we will give themdetailed
attention.

In sum efficiencies should sonetimes be an
i nportant and substantial conponent of the party's
presentation to the Comm ssion. W take such efficiencies
seriously. In turn, we expect that the parties will present
these clains with enough evidence to allow us to eval uate

their validity. | do not expect that substantial efficiency
studies will be presented in very nmany cases. | do hope
that they occur with nore frequency than current practice.

| ndeed, in four years as a Commi ssion official,

counting my experience fromthe 1980s in the Bureau of

Competition, |1've seen serious efficiency clains nade only a
fewtinmes. | encourage the bar to do better. Solid
efficiency presentations will better enable the Comm ssion

to identify and forego chall enging those nergers with bona
fide efficiencies that benefit consuners.

W'l now nove to what should be very interesting
and informative di scussions by experts on nergers. Thank
you for com ng

MR. SCHEFFMAN: Again, | want to thank you for
comi ng. Wen Chairman Muris asked me to return to the
Comm ssion a year and a half ago, | asked himwhat he wanted

to acconplish. Efficiencies were one of the primary focuses
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on his agenda, and one of the reasons why he cane back.

W' ve been doing a lot of work in the Bureau of Econom cs on
this and other related topics for the |l ast year and a half.
Part of this work you'll see in Paul Pautler's paper on
merger outcones literature that's avail able out front.

Over the next day and a half, we're going to hear
froman extraordi nary group of people, professors and
researchers, consultants, business people, financial experts
and | awers, who will be talking to us about what they know
fromtheir research and experti se and experi ence about
vari ous aspects of MGA, nergers and acquisitions. This
undoubtedly will be one of the nost interesting conferences
on MRA that has ever been put together.

W're greatly indebted to the panelists who have
agreed to participate in this roundtable. |If you |ook at
your program you can see the very high opportunity cost
that's involved with the caliber of the people that we have
here. But what's interesting is that when we called and
invited people to participate, their uniformresponse was,
when and where. | believe that's testanent to the
i nportance of the antitrust m ssion of the FTC and DQJ and
t he respect our agencies have in the academ c, consulting,
and busi ness communiti es.

The audience is also extraordinary. There are
peopl e here fromthe FTC and DQJ, from Cormmerce, fromthe
Fed, fromother U S. Governnent agencies, and from

conpetition enforcenent agencies in Canada and Eur ope.
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Now, this is an unusual roundtable for those of
you antitrusters, as nost of you in the audience are. |Its
topic is related to nmerger enforcenent under the antitrust
| aws, but the panelists today are not antitrust econom sts
or |lawers, save M ke Scherer. This was a consci ous
decision, to have a panel of this type.

For many years before returning to the Conm ssion,
| was a business school strategy professor and a busi ness
consultant. Fromthat experience, |'ve conme to believe that
antitrust enforcers and econom sts and many private | awers
do not sufficiently understand the business side of MRA, and
ot her busi ness decisions, to be able to adequately and
appropriately deal with the potential benefits of nergers.

Thus, today, we're going to hear frompeople with
acknow edged expertise and experience with the business and
econonmi ¢ side of M&A, not the antitrust side. They are not
going to specifically address how we shoul d anal yze
efficiencies in our nmerger reviews. Rather, what we |earn
in the next day and a half, along with a | ot of other work
that's going on at the FTC and at DQJ, will greatly expand
our understandi ng of the business notivation and effects of
nmergers, and therefore, should inprove our ability to assess
efficiency clains.

| want to thank the Chairman for making this
possible. | want to thank Paul Pautler who did all the work
in setting this up, along with his assistants, his

secretary, Crystal Meadows, and Research Anal yst Stefano
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Sciolli.
So, we |look forward to a very interesting day
and a hal f of discussions on aspects of nergers and
acqui sitions.
MR. PAUTLER. We'll nove on to Panel 1 now,

pl ease. For the nenbers of Panel 1, please conme on up.

PANEL 1
RESEARCH ON MERGER OUTCOMES

MR. PAUTLER. Before we get into the substance of
Panel 1, | just wanted to go over a few ground rules. Wen
you cane into the room you nust have noticed all the stuff
we have outside on the tables. There are a |ot of handouts
t hat give you the PowerPoint presentations that the
presenters are going to use today. Also, there are copies
of various books and articles by sone of the people that
will be presenting. And as Dave nentioned, there are copies
of a couple of papers that | put together. | think there
are al so copies of the agendas and bi ographies of all the
people that will be speaking so you know who's talking to
you.

For this first panel, each speaker will have about
15 mnutes to make his or her presentation. Follow ng the
presentations, there will probably be an opportunity for the
panel menbers to di scuss anong thensel ves differences of
opinion. Then there will be sonme questions fromthe

noderator. Finally, there will be an opportunity, | hope,
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for questions fromthe audi ence.

When we get around to having questions fromthe
audi ence, in order to make the transcript work, we would
li ke to have each of the audi ence questioners wait until we
get a mcrophone to you so you can give your nane and
affiliation clearly and then you can ask your questi on.

That will allow us to get a cleaner transcript.

So, to begin, we're going to hear fromresearchers
who have exam ned merger outcones using several different
enpirical techniques, and over very different tinme periods.
| think these presentations are going to serve as a
background for some of the nore specific discussion that
wi |l happen later in the day and they'll also help us
under st and whet her nergers have changed over tine and
whet her there's a consensus regardi ng how effective they've
actual Iy been.

So, in order to get started, 1'd like to give you
sonme background on each nenber of the panel first and then
we'll get started with Professor Scherer.

Qur first presenter will be Professor M ke Scherer
who is Professor Eneritus at Harvard's Kennedy School of
Governnent. He's taught at several |eading universities and
publ i shed numer ous books on industrial organization and
t echnol ogi cal change over the years. Perhaps his nost
not abl e work, for our purposes today, is work that he did
wi th Dave Ravenscraft, Mergers, Sell-Ofs and Econom c

Ef ficiency.
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Prof essor Scherer al so happened to be the Director
of the FTC s Bureau of Economics from 1974 to 1976, and |'m
gl ad he coul d be here today.

The second speaker is going to be Robert MGuckin
Bob is the Director of Econom c Research at the Conference
Board. Prior to taking on that post, he was the Chief of
the Center for Economic Studies at the Census Bureau and
prior to that, he had a distinguished tenure at DQJ's
Antitrust Division for the Econom c Anal ysis G oup.

Qur third speaker will be Susanne Trinmbath who is
a researcher at the MIlken Institute. Susanne has taught at
maj or universities and has been associated with several
private and public economc institutions that are involved
in capital devel opnent. Susanne recently published several
books. One of her nost recent books involved nmergers and is
entitled, Merger and Efficiency Changes Across Tine. She'l
be di scussing sone of that work today.

Batting clean-up for us will be Steve Kaplan. He
i s the Neubauer Professor of Entrepreneurship and Fi nance at
the University of Chicago. His research focuses on private
equity markets, corporate governnents, nergers and
acqui sitions, and corporate finance. He also is a Research
Associ ate at the National Bureau of Econom c Research, and |
know that he did a book for thema couple of years ago on
case studies of nergers and acquisitions. That's part of
what we' ||l hear about today.

So, without further ado, I'd |like to get started
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with M ke Scherer

MR. SCHERER: Thank you very nuch, Paul. Just a
prefatory note. It was interesting that Tim Miris set 1974
as the cut-off date for viewing efficiencies as sonething
that went against a nerger. That's just when | happened to
join the Federal Trade Comm ssion, and indeed, there nmay be
a slight connection, although the official change cane only
10 years | ater

W had a nmerger between two ball bearing
manuf act urers, and because of ny previous research, | knew
that this was an industry in which one could realize very
substantial efficiencies by conbining operations. | had
studied a U K nerger in ball bearings that led to
productivity growth of about 30 percent or so. | therefore
took a position as Director of the Bureau of Econom cs that
we wi Il not support the conplaint unless the respondents are
of fered the opportunity to present an efficiencies defense.
That was 1975 or '76, | think. | left the Conm ssion
shortly thereafter. | was told the defense went nowhere.
What happened, | don't know exactly.

In any event, | thank the FTC for an invitation
t hat provided the opportunity to visit an old friend. That
old friend is nmy book with David Ravenscraft, Mergers, Sell -
O fs and Economic Efficiency. As | reread it this past
week, | realized it's the best book I've witten.

Wiy is it the best book I've witten? Two reasons

-- well, maybe three reasons. Interesting subject. That's
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m nor. Very good co-author, David Ravenscraft. And very
importantly, we had access to the nost magnificent database
t hat one would ever want to have on this subject, the
Federal Trade Commi ssion's |line of business database, to
whi ch we |inked 6,000 individual nergers and acqui sitions.

Time is short, so let nme briefly review our
findings. First, our study focused on nergers of the 1960s
and early 1970s. This was a period, because of antitrust
I aw, of nostly conglonmerate nmerger activity. To be sure, 41
percent of the acquisitions in our sanple were horizontal
acquisitions - but they were typically tiny, too small to
attract the attention of the antitrust authorities. So the
nmergers were preponderantly congl onerate.

We found that on average nergers didn't work out
very well. One major reason for disappointnment was that the
acquirer paid too nmuch for its acquisition. And under
pur chase accounting, this showed up strongly in our database
by very big negative coefficients on the profit measure for
mergers which were consummat ed under purchase accounti ng.

But, second, this was a period when pooling of
i nterest accounting was al so used -- a nmethod no | onger
al l oned. Under purchase accounting, you wite up the val ue
of the assets you' ve acquired to reflect any prem um you
have paid over the book value of the assets. That inflates
t he assets denom nator of nobst profit nmeasures, and al so, by
i ncreasi ng depreciation charges, it reduces the indicated

numer at or of profit neasures. Neither of these two effects
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happens under pooling of interests accounting, and so, we
had to do a different kind of analysis to deal with the
pool i ng nmergers. Wat we found was that there was, in fact,
a small positive profitability coefficient, a couple of
percentage points relative to all other non-acquired |ines,
for the pooling of interest nergers.

However, the pooling of interest acquisition
targets were extraordinarily profitable before they were
acquired. This is seen in Figure 7-1 on page 196 of my book
wi th David Ravenscraft. The adjusted line for the pooling
acqui sitions adjusts for differences in nacro-econonic
conditions. What you see is that the smallest acquired
entities had returns on assets before nerger on the order of
20 percent. After nerger, on average, those |ines had
returns on assets of about 12 or 13 percent.

So, what one sees is that there was an
extraordinarily sharp drop in profitability from pre-nerger
versus post-mnmerger. The snmallest drop in profitability was
achieved for what we called nergers of equals. These were
for firms that differed fromone another by no nore than a
factor of two. They were al nost always consummat ed t hrough
an exchange of shares and, therefore, were accounted for
under pooling of interest. That was the only class of
mer ger which we found did not lead to a drop in
profitability relative to pre-nmerger conditions.

W found that the worst decreases in profitability

were for the pure conglonerate nmergers, although we found a
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decline in profitability also for rel ated busi ness nergers
and for horizontal nmergers. Qur sanple of verticals was too
smal | to draw any concl usi on.

The other striking thing about the nmerger wave of
t he 1960s and 1970s was the very | arge nunber of
di vestitures. Large nunbers of nergers were undone
subsequently. Now |I'm going to use sone slides.

| believe this is the nost striking finding of our
entire study. W were able to track the profitability of
these lines that were either fully or partially divested
over a fair nunber of years. W found that as the tine of
full divestiture approached, one had descendi ng
profitability relative to the average for conpanies in the
sanme general industrial line. As seen in table 6-3 on page
168 of our book, four years before sell-off, profits as a
per cent age of assets are bel ow i ndustry benchmar ks
(averagi ng 13.93 percent) by 6.4 percent; three years
before, they are 9.92 percent below, two years before, 10.6
percent below. The year before sell-off profits were
negative in absolute ternms and bel ow undi vested |ine norns
by 13.5 percent. Divested |lines had a negative return on
assets the year before nerger

So, obviously, things were going wong that led to
these divestitures. W did a |arge nunber of historical
gualitative case studies. They are in our book for the
reading, so | won't go into themin detail. But you can see

what ki nds of things went wong. Mainly three things --
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corporate culture clashes, the departure of highly qualified
peopl e, and inevitable regression of profitability from
earlier peaks.

|"mnot going to try to use ny other slides. To
save tinme, let ne just summarize ny results. There was a
| arge variance in these findings. On average, nergers |led
to reductions in profitability after taking into account the
met hod of accounting used. But there were large variations
about the central tendencies. The T-ratios reflecting the
standard devi ati ons on our nerger coefficients typically
were on the order of two to three, indicating statistical
significance, but revealing that there was a wi de variation
about the central tendency, indicating that sonme nergers did
quite well. Indeed, we found that certain conpanies that
had engaged in extensive conglonerate nerger activity did
very, very well.

If there were a little nore tinme, | would talk
about a subsequent study. | tracked 100 hi gh technol ogy
initial public offering firns for a period of about 15
years, and of those, about 35 di sappeared by nmerger. O
t hose that disappeared by nerger, on average, they had been
under - perform ng the NASDAQ i ndex, but there were a couple
of exceptions.

Sonething that | never studied and |'ve never seen
anybody study is quality of service. Business Wek reported
about a survey of various service type industries,

t el ecommuni cations and the |like, that surveyed custoners
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about quality of services. They split the responses between
t hose which had just had acquisitions and those which had
not had acquisitions. What you find is that service quality
deteriorated substantially after acquisition. | personally
have |ived through about seven corporate control
transactions with my checking account bank, and | can tel
you, these statistics don't lie. Service deteriorates after
the typical service industry nerger. That ought to be

| ooked i nto.

But, again, the key finding by Ravenscraft and
nyself was that there's a lot of variability. Mergers fai
for financial reasons. They fail for managerial reasons.

But some succeed.

Now, how do you find the ones that succeed?
have had a fair anmount of experience trying to sustain
efficiency defenses. | did so in the Archer Daniels M dl and
- dinton Corn Products case. That's witten up in the
hand-out that's available in your packages. There are ways
that one can do this. | used conpany census filings and
census industry benchmark data, anong other things, to
estimate conparative productivity between the nerger
partners on the one hand and the rest of the industry on the
ot her hand. | found astounding productivity growth
performance in the nerged entities.

Ex ante, how do you find it out? | think a key
thing is the quality of the planning, as TimMiris said, and
also the quality of the staff. But it's very difficult to
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do this ex ante. Let ne just tal k about one other case in
which | was involved. 1In the late 1970s Ling- Tento- Vought
owned the Jones & Laughlin Steel Conpany. Wen Jones &
Laughlin sought to acquire Youngstown Steel, | was asked by
Attorney Ceneral Giffin Bell to wite a report on that
nmerger. The parties clainmed that efficiencies would be
realized.

| went back a few years | ater and | ooked at what
actual |y happened. Wat | found was that very substanti al
ef ficiencies had been achi eved, but they |ooked nothing at
all like the efficiencies that had been clained in advance.

You can find ny two anal yses of the LTV - J&L
experience. One, the pre-nerger analysis, is in ny book,
Conmpetition Policy: Donmestic and International. The post-
merger analysis is in ny book with Ravenscraft.

On one other nmerger | was the governnent's w tness
in the attenpted nmerger by Lockheed Martin with Northrop
G uman. Their docunents outlined an efficiencies defense.
The case never cane to trial. But | did an analysis of
their efficiencies defense and found a quite remarkable
thing. The big efficiencies were to cone from cl osure of
R&D | abs and from shut-down of production |ines. So,
traced | ab by I ab, hundreds of them and production |ine by
production line. | found that in 85 to 90 percent of the
cases, the lab that was to be shut down had a counterpart
| ab doi ng exactly the same thing in the sane pre-nerger

corporation. Simlarly for production |lines.
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So, alnost all of those efficiencies could have
been achi eved wi thout nmerger. |If they had two labs in a
particular field, they proposed to shut down one. They
coul d have done that wi thout the nmerger. So, it's very
inmportant, | think, to take that into account. The reason
for this strange behavior is Public Law 103-337, which
creates perverse incentives to claimthat any efficiency
measures occur because of nerger rather than for self-
initiated reasons.

My time is up. Thank you very nuch.

MR. PAUTLER. Thank you very much. Qur next
speaker will be Bob McGuckin of The Conference Board, who
wi |l discuss the inportance of industrial restructuring and
his own enpirical research on productivity increases
associated with plant transfers.

MR MGUCKIN: | nust tell you, | actually
searched for efficiencies one tine in a steel nerger when
was at the Justice Departnment and | had the sane probl em of
mat ching up the plants to see where the efficiencies were.

|"ve been doing a |lot of work at The Conference
Board on international productivity conparisons, and we've
been focused on trying to explain things like gaps in
productivity between Europe and the U. S., for exanple. W
have argued that a lot of that has to do with the new
i nformati on and contmuni cati ons technol ogi es, the
i mpl enentation and diffusion of that, and we've tied the
difference in the diffusion rates in Europe and the U S. to
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differences in such things as nerger policy.

It's harder to do nmergers in Europe. Regulatory
boundaries are also a factor. Things like restricted store
openi ng hours, for exanple, prevent Wal-Mart from taking
account of all their marketing expertise in countries |like
Ger many.

The point | want to bring this norning is that in
tal ki ng about these issues, | typically go through a
deregul ati on story about governments. But ny basic |lecture
to busi nesses highlighted in the slide on the bottomof p.1
of ny handout, is usually that structural reformis not just
about governnents, it's about business as well. So, | go
through a story -- and I won't have tinme to do the whole
kit-and-caboodl e this norni ng — about new t echnol ogi es,
government deregul ation, changes in law, transition
econoni cs, and banking reform \Wether in China, Japan, or
Eur ope, structural reform causes changes in the economc
envi ronment and business nust adjust to them They nean
changes in the organi zati onal structure of business.

So, what | talk to business audi ences about is how
you neet the needs for organi zational change. 1It's not just
about building plants. 1It's not just about closing your own
plants. It's about buying and selling plants. And M ke
earlier said sonething about follow ng up these purchases
with divestitures and that's surely a big part of it.

The argunent from a busi ness standpoint is not

about a static price fixing versus efficiency, it’s about
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dynam cs and changing the portfolio of activities that the
firm manages. Busi ness makes changes through portfolio

adj ustments. So, nergers and acquisitions are a big part of
busi ness restructuring and reform

Now, in my work, | took the next best step,
perhaps, to working with the line of business data. In sone
respects it's better and in sone respects it wasn't as good.
After | left the Justice Departnment, | ended up at the
Census Bureau, and there we devel oped sonething called the
Longi tudi nal Research Dat abase, which is now called the
Longi tudi nal Busi ness Database. It essentially follows
i ndi vidual plants. It starts in 1963 and it reports
information on each plant in five-year swatches with sone
i n-between information on nost plants. MW work was
primarily in manufacturing.

It is now possible to do such with non-
manufacturing. The data has just recently becone avail abl e.
| don't think anyone has replicated the work |I did but
sonmebody sure should for non-manufacturing.

So, | exam ned the portfolio of plants owned by
the firm | worried about what was the right counter-
factual for a business that's facing changi ng demand,
changi ng regul ati ons, changing conpetition. |If you think
about the '70s and '80s, nost of ny work went from'73 to
92 or '87, and you start to think about that period, we had
a major energy crisis. W had mpjor adjustnents in what

busi ness had to deal with, including changes in the
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production techniques. W had enornous increases in foreign
conpetition for exanple in steel and autos. Japan and
Germany were sitting there with new steel plants. (At one
time, we actually brought consultants in from Europe and
tried to build a steel plant, and | did the sanme with oil
refineries in California.) There were major changes goi ng
on and businesses had to adjust to those. They had to
reorgani ze their operations, and we were seeing a |l ot of

mer gers.

Now, how did I pick all this up in the enpirica
work? Well, the bottomline is we started with 300, 000
plants. W | ooked at about 140,000. That's every plant in
manufacturing. And we followed themthrough the years. As
an aside, this work started out focused on drivers of
productivity growh. It followed up Frank Lichtenberg's
wor k. There was nuch ot her work, including work by David
Ravenscraft and Bill Long, |ooking at |everaged buyouts.

The study followed each individual plant and asked
t he questions: How productive was the plant before it nerged
and what happened after? It |ooked at the question with a
statistical regression nodel.

The regression nodel included controls that took
account of things |ike industry, prices, and region. It had
firmfixed effects. There were |lots of variables included.
W controlled for the productivity of the plant before the
nmer ger .

When you do these exercises you find that, by and
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| arge, nergers produce efficiencies. Now, that doesn't say
anyt hi ng about profits. It doesn't say anything about who
gets the profits or whether you paid too nuch or not.

can't really talk about that. But | can talk about the
efficiencies.

So, | want to nake a couple of points. First,
mergers are pervasive. (Let nme see if | can actually pul
toget her a couple of overheads that would fill in. As |
indicated, | talk to business about the need to reorgani ze.
But, there is also a Conference Board report you can find on
our website, which is entitled, “Wiy Al the Uncertainty,
Few and Doubt? Are Mergers and Acquisitions Bad for
Wrkers?” It focuses on the inpacts around | abor, because,
after all, mergers just aren't about antitrust, they're al so
about | abor unions and press, |ocal plants being shut down
and so forth.)

The figure that I want to point to is this 66.7 percent
figure in the first slide on p. 2 of ny handout. Over the
period, '77 to '87, 66.7 percent of workers were affected by
a nmerger in manufacturing. That's either they belonged to a
firmthat had acquisitions or they were in a firmthat was
acquired. So, that's a big proportion of the manufacturing
wor kf orce affected by nergers.

Mergers are very pervasive. They involve al
i ndustries and nost big firns. Wen you start to | ook at
the firms with no acquisitions, it's only 33 percent.

That's the main nessage of that slide.
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The next slide, on the top of page 3 of ny
handout, shows the productivity inpacts. You'll notice |
broke the acquired plants into kept and sold. The nerger
took place; the firmkept the plant as part of its portfolio
or sold it. And, by the way, again, while all these nergers
where going on, the firmwasn't just sitting there; they
were building plants at the same tine they were buying them
They were building plants and they were cl osing them
cl osing sone of the plants they bought and sone of the
pl ants that they already owned at the tine. So, the firns
wer e undertaking nmajor portfolio changes. But they sold off
a large nunber, as well. And you get a productivity inpact
on the merged plants.

The slide records percentage points. It's a log
regression, so those are the regression coefficients. They
are the coefficient that you get on the ownership variable
after controlling for other things. You can do this in a
| ot of ways, but the productivity gain is the bottomline.

| found it interesting and suggestive, and | broke the
chart before and after Hart-Scott-Rodino, although |I don't
want to argue that this is proof of the positive inpact of

t he changes in the nmerger guidelines. After Hart-Scott-

Rodi no, we got a bigger productivity bang. In sone other
work, | | ooked at nergers that wouldn't have passed the ' 68
Gui delines and | ooked at them after the nerger. | think

had a series of about 20 or 30 in a paper in the Antitrust

Bulletin in 1990. Basically, there didn't appear to be,
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Wi th one exception, anticonpetitive effects associated with
any of them

So, you're getting a big productivity inmpact from
nmergers. And, by the way, the story here is of two kinds of
inmpacts. | want to tell you a story about nergers and
corporate discipline and the market for corporate control.
The Rand Paper we did took-off from Lichtenberg and Segal ' s
work that | ooked at |arge plant mergers. |f you |look at the
| arge nmergers, and | think this fits with sone ot her work,
you see that there's a |l ot of corporate discipline
argunents, downsi zing, things of that sort evident in the
dat a.

We broke the nergers into |arge and small. |
don't think I have the slide that was in ny presentation
Basically, the acquired plants are nuch bigger than non-
acquired plants and the firns buying them are nmuch bi gger
than the selling firms. But if you |ook at the results, you
find the following: W called roughly 80 percent of the
nmergers synergistic. These nergers showed sone gai ns even
t hough they invol ved buying a high productivity perforner.
| think that fits very well with what M ke said earlier
about nost acquisitions involving the purchase of good
performers. But then the acquiring firminproved the
productivity of good perforner.

Acqui rers al so bought | ow productivity performers
and i nproved them But the gains were nmuch less. W found

that these plants were usually the largest plants. They
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were old. Think of Bethlehem Steel in Buffalo, New York and
Lackawanna, circa the '80s. Those are the kinds of plants
where you have to get rid of the excess capacity.

So, there are two nmain notivations for mergers.
Most of the nergers involve smaller plants and nost of them
are about synergies, even the cross border ones. For
exanpl e, a | arge European conpany just bought in Silicon
Valley so it could get sonme U S. expertise on conputers.
Those are the kinds of nergers we're tal king about with
regard to synergies.

A good chunk of nergers are for corporate control

where you're getting a relatively poor performer and
inmproving it. That doesn't mean you're bringing it back,
necessarily, to state-of-the-art, but you're inproving it,
and that's the story we find in our studies.

The other point 1'lIl nake is that we also find
t hat wages generally go up, except in these large plants
where the wages initially are high. W find that nergers
are good for enployees in the sense that if you start to
| ook at firnms that didn't merge, they downsize, too. |[|f you
sort themout by size, you find that, in fact, nergers are
just a way to do the thing that people do otherw se in sone
cases. That doesn't nean you have to nerge to downsi ze, but
it’s often the best way. So, even when you are talking
about mergers for control, you find that generally they are
good for enpl oyees.

Unfortunately, nost enployees don't feel that way
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because they work in those big, old plants. The size
distribution is very skewed and they also are plants that
are big parts of local conmunities. So, you get the press
and you get a |lot of negatives, and that was clearly the
case when we had the state takeover |egislation that was
pushed in the '70s and '80s, that was all a reaction to
downsi zi ng acqui sitions and plant cl osings

SO -- just to close this up -- nmergers really seemto
be nore an el enent of dynam c conpetition, and a tool of
firmrestructuring. They are good for the econony. That
doesn't nean there's never an anticonpetitive nmerger. |
even testified in a couple of cases. But npbst nergers are
general |y okay.

The slide on page 4 of ny handout shows nergers
taking off in Europe, and one of the reasons is the Euro,
and Europe is undergoing a | ot of deregulation. For the
US. it really started, | guess with the 1968 Carter Phone
case. That is where | date the beginning. You can pick it
up in the '60s, '70s and '80s. And the ICT, Information and
Communi cati ons Technol ogy, revolution is a major factor in
nmergers noving forward. That's happening in Europe and
we're actually starting to see it happen in Japan.

So, bottomline again, we're tal king about success
in shifting resources to account for new conditions when we
are tal king about nergers and acquisitions. Thus, the fix-
it-first approach to an antitrust analysis of acquisition
makes sense. The reason is, if | think about these

For The Record, Inc.

Wal dorf, WMaryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

33

conceptual and statistical experinents that we ran, breaking
down the merger into its conponent parts, |ooking at the
firms structure, what its buying and what its selling

pi ece-by-piece, that's what fix-it-first does. It usually
breaks the firmdown and that was an innovation of Hart-
Scott-Rodino. You get the information in first and you can
start to deal with it. And that's exactly the way to go
about it.

That said, ex ante, it is very difficult to decide
on the mergers. |'Il plug our Conference Board research
here for a second. (Mst of the reports have an academ c
paper behind them) You can find the academ ¢ work, but the
report is witten for business.) There's a list of six or
seven papers that discuss how to make a merger successful
referenced in ny report. So, there's a big business
practice in this. This is not an easy gane. Wen you
reorgani ze you have enpl oyee i ssues, you have ot her issues,
and a | ot of business research focuses on that. Thank you.

MR. PAUTLER. Thank you, Bob. |It's clear we've
got minor, if not mpjor, differences of opinion about how
wel | mergers generally work, and we may cone back to that at
the end of the presentations.

Qur next presenter is Susanne Trinbath of the
Ml ken Institute. She'll provide us with sone insights on
her recent nerger work and she'll be focusing on the ways in
whi ch accounti ng-based results change over tine.

Susanne?
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M5. TRIMBATH: Good norning. First of all, Il
clarify that when | say “takeovers,” | nmean “nergers.” \Wen
you get into the academic literature, there's a distinction
bet ween one and the other. Wiat |I'mlooking at is a
conpl ete change in ownership for an entire conpany, and that
differentiates ny work from what Professor Scherer did and
al so some of the things that Bob was tal king about because
my work uses whol e conpani es.

| wanted to call ny book, Mergers and

Efficiencies: Tenporal Distortions, but the editorial staff

found that a little too scary. People were going to think
of time warps or sonething. So, we stuck w th Changes
Across Tinme. | measure efficiency using cost per unit of
revenue. Basically, cost is defined as fixed and vari abl e
cost, which is cost of goods sold, plus SG&A over revenue
fromthe financial disclosures of public conpanies. | took
nunbers fromvery early in the accounting statenents to

m nimze potential distortions from earnings managenent.

For all of the slides that you see today, |'m
using my own database for the statistics. M database
consists of the Fortune 500 and | update them every year so
that | have consistency in the sanple. The conpanies that
are in there are not self-selected, as you woul d get using,
for exanple, all the NYSE-listed firnms. | basically have
500 conpani es every year, so | don't have a bias problem
froma shrinking sanple size, which is comon in a | ot of

| arge sanple studies that exam ne nore than one year.
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So, the first thing we see in the slide on the top
of page 2 of ny handout is a black line that shows changes
in volune. Using the Fortune 500, | find generally that the
peaks | ag about one year behind national statistics. |'m
| ooki ng, of course, at the broad patterns, and the patterns
t hensel ves aren't different anong data sources. Just the
specific nunbers mght be a little bit different. As the
vol ume of nergers and acquisitions changed, so did the types
of research that were being done. The slide on the bottom
of p. 2 of nmy handout shows that not only the methodol ogy,
but al so the hypotheses, the reasons that researchers put
forth as to why takeovers were occurring, changed the way
t hat we neasure performance has changed, al so, across the
decades.

As a result of that, what you al so get is changes
in the evidence, as shown in the slide on the top of p. 3 of
my handout. Wth all due respect to Professor Scherer,
who's sitting here with us today, Matsusaka, in 1993,
purported to have repeated his research with a sanple that
was updated in tinme and found conflicting results. Another
exanple | use is Pal epu, who basically showed that the |ogit
nodel and not the probit nodel, for those of you who are
statistically inclined, was the proper nodel for exam ning
the probability of takeover. Again, what | want to nake
clear here is that even using the sane sanple, the sane
nmet hodol ogy, the same neasurenents, when the sanple was

updated to a nore current period, there were actually
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conflicting results found by Anbrose and Meggi nson.

The slide on the bottom of page 3 of ny handout is
fromm own research. It shows changes in the difference
bet ween the nedi an of the performance of all firnms and the
nmedi an of the performance of targets in three different
periods. There are a |lot of theories about why firm
per f ormance changes across tine. This shows targets
relative to other firms, how their performance has changed
in different time periods.

One suggestion about why firm perfornmance changes
conmes from studi es of managenent turnover that show that
managenent turnover is nore closely related to perfornmance
during periods of active corporate control. So, when there
are a |lot of takeovers happening, all nanagers are
di sciplined not just those in the targets. This is the
pressure to performthat is put on firm nmanagenent by the
t hreat of takeover.

More recent studies are | ooking at the
rel ati onshi p between stock options and firm performance.

But | wouldn't be surprised, given the vagaries of the
capital markets, if they also find that there are sone
tenporal inconsistencies in that work.

Now, I'll just quickly go over sone of the results
fromthe research that | did that's in the book that Pau
nmentioned. Basically, | showinactive firns, firns that are
buyers, and firnms that are targets, in different tine

periods, as seen in the slide on the top of page 4 of ny

For The Record, Inc.
Wal dorf, WMaryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

37

handout. By the way, the size figures here are in constant
dol l ars, and they do nake these changes, even if you adj ust
for inflation. Not only each firm but the firns thensel ves
as a group have changed across these periods. In addition,
their relationship to each other, their relative performance
and rel ative size, have changed.

Wien we | ook at the factors that are common to al
firms that are taken over conpared to all firnms that are
not, the statistical results, again, show that there are
distortions in size, but not in cost efficiency. The
targets’ lower efficiency is the reason for selection. The
slide on the bottom of page 4 of ny handout shows this
again, in tw different tinme periods.

The first graph on page 5 of ny handout covers the
1981 to 1985 period. Wat | want to show you is that it's
not just the magnitude of the relationship between size of
firms and cost efficiency that changes, but the direction
actually changes, as well. So, you go froma negative
relationship to a positive relationship in the slide at the
bott om of page 5, which shows 1990 to 1997

| did want to get through sone of the statistical
stuff pretty quickly. At this point, I'll slowit down just
a bit and nove to sone less technical material. The finding
shown in the graph at the top of page 6 is actually the
reason that the Mlken Institute initially becane interested
in hiring me. This shows the relationship between the
vol ume of takeovers of Fortune 500 firns and the use of
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hi gh-yield securities. The first use of high-yield
securities occurred in about 1983. Then, in 1986, the
Federal Reserve Bank changed the margin requirenments which
basically limted the use of high-yield financing for
takeovers. And then in 1989, the tax code was changed to
take away the interest deduction for people issuing high-
yield securities. That nade it very costly to use debt
financing for MA.

In a Harvard Busi ness Review article, John Pound
calls the 1980s activity of this type against financing,
“broad political persecution ainmed at the debt narkets.”
Popul ar suspicion of financiers was not new to that decade.
In the 1930s, not only the banking | aws, but also the
bankruptcy and reorgani zati on |l aws were changed in order to
sl ow down the nerger and acquisition activity of financial
firms.

Wel |, the consequence of the 1980’ s changes was
that the size of targets was dramatically affected. The
maxi mum t arget size shows the inpact better than either the
average or the nedian. The top line in the slide on the
bottom of page 6 of ny handout is the maxi numtarget size,
and the lower line is the average. Here you can see quite
clearly where, again, the vertical lines show the 1983 first
use of high-yield securities, the Federal Reserve Rule in
1986 and then the tax code changes in 1989.

So, what we have here is sonething that suggests

that the size of targets of takeovers is a function of the
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availability of financing. There was a study done in the

U K that showed al so that the volune of merger activity is
a function of financing availability. Now, that particul ar
study has not been duplicated in the United States, but, by
and |large, when the funding is avail able, MA takes pl ace;
when the financing is not available, it doesn't take place.
To me, this actually nmakes nore sense than trying to figure
out ot her reasons why nerger and acquisition activity rises
and falls in what sonme people have attenpted to cal

“waves.”

State | aws have al so had significant changes in
different tine periods, as shown in the slide on the top of
page 7 of nmy handout. In 1982 there was a Suprene Court
case for CTS vs. Dynamic that basically said that the states
could not regulate nergers and acquisitions. That was
reversed in 1987, at which point there was just a caval cade
of anti-takeover laws in the states, Delaware passing theirs
in 1989, Pennsylvania in 1990. These actions hel ped choke
of f the volune of takeover activity. The actions in the
states especially affected what we call “hostile takeovers”
—- those where the target resists the takeover. Again, this
was not the first tinme that this happened. In the 1910s and
1920s there were also broad reforns in state laws to try to
prevent takeovers.

The slide on the bottom of page 7 of ny handout
shows these changes in takeover noods across tine. |[|'ve

actually used three different definitions here for
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“hostile.” The resistance to the first bid is what actually
comes from Vishny’s work, which is probably one of the best
known studi es done on the nmood of takeovers. | also |ooked
at resistance to the buyer's bid and to nanagenent changes
as ways to define “hostile.”

In 1990, there was a case decided in the Del aware
courts that virtually requires the managers of the target
firmto get a second bid. |In other words, if they don't
reject the first offer they receive, they can be sued by the
shar ehol ders for not getting the best offer for the firm
As usual, there are unintended consequences to this type of
regul atory change. 1In this case, it was to significantly
drop the share prices of all the conpanies incorporated in
the State of Pennsyl vani a.

The states weren't alone in their antitrust
activity. The slide on the top of page 8 of ny handout
shows, across tine, how many bills introduced i nto Congress
menti oned “takeover.” As you see, during the 1980s there
was a lot of activity in Congress. A lot of it had to do
with political pressure put on by that 66.7 percent of
enpl oyees that Bob nentioned who were affected one way or
another after the nerger. This also had unintended
consequences. The slide on the bottom of page 8 of ny
handout shows the types of buyers, either donestic
corporations, foreign firns, financial buyers or enployees
in this corporate control activity. You can see there are

significant differences before and after the anti-takeover
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| aws.

For instance, the buyers were foreign corporations
in 12 percent of the takeovers before 1990. After 1990,
after those types of anti-takeover activities were going
t hrough Congress and the states, 31 percent of these
t akeovers were perforned by foreign corporations. There's
sone specul ation that foreign corporations are able to take
advant age of distortions created by regulatory activity.

So, what happens across tinme is we have these
regul atory interruptions, we have disruptions in the
financial markets, et cetera, that affect who can be taken
over, when and for how much. As seen in the slide on the
top of page 9 of ny handout, in the pre-regulatory period,
per year, per nerger, in the sanple that | used, $46 mllion
wer e saved annual ly through cost reductions. Afterwards,
$15 million. And this is the unintended consequence of
regul atory interference in these markets.

Now, what are the good reasons why nergers occur?
Wiy is it that we want to encourage then? The slides on the
bottom of page 9 and the top of page 10 of ny handout show
sone of the structural reasons. This is based on work by
Fred Weston and al so John Pound. Large technol ogical
changes inpact the way that we do business. In the 1900s
and 1920s, between the transcontinental railroad and the
advances in autonobile transportation, we devel oped true
nati onal markets in the United States. Firns were able to

grow beyond their region by being able to take advantage of
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br oader nmarkets.

|’ d suggest that we probably achieved sonme sort of
fulcrumpoint in the 1970s, sufficient globalization to
begin to generate an inpact on a world econony from strong
change forces. The cost of transportation and conmuni cation
fell sufficiently by that point to create real international
markets. | think that you can draw a parallel to the forces
in the 1970s that created international markets with those
of the early 1900s that produced national markets.

In my own sanple, | see significant changes in the
different tine periods as to the sectors that the firns were
taken from This is certainly true before and after 1990,
as shown in the slide on the bottom of page 10 of ny
handout. This shows the percent taken over before and after
1990 of the targets taken fromindividual sectors. Now,
certainly before 1990 there just generally was nore activity
overall. What's interesting to note is that the technol ogy
sector is about half and half, whereas the overall split is
about 60/40. And so, although the energy industry, for
i nstance, had nore targets in the earlier period than in the
| at er period, technol ogy was nore spread around.

So, for those of you who have to | ook at nergers
and acqui sitions and deci de which ones are good and which
ones aren't, what | would like to suggest to you is that you
try to identify where the industrial restructuring changes
are coming from In the slide on the top of page 11 of ny

handout, | suggest four ideas that will |ead you to | ook at
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the right industries at the right tine.

The first is, some industries are dependent upon
popul ation growth -- food, for instance. Population grows
at less than 1 percent. Wat conpany can survive if they
grow at 1 percent a year? Al the capital markets and al
of the investors are going to require a higher growmh rate
and so that industry is going to require nergers to be able
to get that type of grow h.

Anot her idea to watch is product life cycles — in
the technol ogy sector, in particular. Products turn over so
quickly that if firms can't build new products thensel ves,
they are going to have to purchase other firnms to be able to
keep up with the technol ogi cal changes.

Custoner preferences is next. You need to be
| ooki ng at denographic shifts and al so changes in
envi ronnment al and ecol ogi cal inpacts where people will be
attuned to buying certain types of products because they are
good for the environnment.

And then the last, of course, is the post-
exuberance excess capacity, which can occur in virtually any
industry. Mergers are a way to reallocate resources to nore
efficient uses.

Thank you.

MR. PAUTLER. Thanks, Susanne. W' ||l now hear
from Steve Kaplan fromthe University of Chicago G aduate
School of Business, and he'll discuss the finance literature

and the results that have appeared there.
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As shown in the slide on the bottomof p.1 of ny

handout, |I'm going to begin by presenting sone sinple

criteria and theory about how one can eval uate nerger

success. Then I'mgoing to go through the enpirical

evidence in the finance literature. This begins with sto

returns which we haven't heard anything about yet. Then

w Il discuss sone of the accounting-based |iterature that

Susanne, Bob and M ke tal ked about. Next, I'll talk a

little bit about clinical studies, one of which | have do

Finally, I'll talk about what the sources of gains and

ck
|

ne.

| osses are and a little bit about mcro-factors that drive

nmerger Success.

So, how can you eval uate nerger success? There

are several different ways. These are shown in the slide

on page 2 of ny handout. The first way -- the finance on

- is the stock price change at the announcenent. This

S

e -

attenpts to neasure the market’s expectations of the change

in value fromthe nerger.

One key point that is often | ost when business peop

and consultants tal k about nerger gains is that the

appropriate neasure of nerge success for sharehol ders and

t he econony is the conbined or total change in value of t

bi dder and the target.

It is not whether the buyer got a good deal. A |ot

e

he

is

witten about mergers failing because the bidders overpay.

Bi dder over paynent

is arguably irrelevant for econom c
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policy and for sharehol ders as a whole. What sharehol ders
as a group and policy anal ysts should care about is whether
the total val ue goes up.

To see this, take two conpanies, B and T, that are
worth $10 billion each. |If B buys T, Bwill be able to get

$2 billion in synergies. B indeed decides to buy T, but

agrees to pay $15 billion. Upon announcenent, T s val ue
will increase by $5 billion (or 5094 from $10 billion to $15
billion. Upon announcenent, B's value will decline by $3

billion from$10 billion to $7 billion. Wy the $3 billion
decline? B is paying $15 billion for assets that will be
worth $12 billion ($10 billion + $2 billion in synergies).

From the perspective of B s shareholders, B's
executives, and B's consultants, B has nade a bad
acqui sition, destroying $3 billion. However, fromthe
perspective of all shareholders, this is a very good
acqui sition. The conbi ned value of A and B has increased
from$20 billion ($10 + $10) to $22 billion ($7 + $15).

The inmplicit assunptions in |ooking at the stock price
changes at the acquisition announcenent are that (1) the
mar ket is well-inforned on average and (2) the only
information released is information about the nerger.

O her finance studies | ook at the stock price change
over the longer run. The inplicit assunptions in these
studies are that (1) the nerger is inportant enough to drive
the stock price, and, again, (2) no other information is
rel eased.
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The accounting-based studies | ook at changes in
accounti ng- based perfornmance at the conpany | evel over the
| onger run. This involves |ooking at changes in sone
nmeasure of earnings or margins. The inplicit assunptions
here, again, are that the merger is inportant enough to
drive what you're seeing and that no other factors are
i nportant on aver age.

Sonme ot her accounti ng-based studi es consider changes in
productivity at the plant |evel over the longer run. This
is what Bob tal ked about. These studies neasures the
outcone of the nmerger at the plant level so the inplicit
assunption is that the total productivity change of the
merger is largely determ ned by productivity changes at the
plant level. That may or may not be true.

There are sone studies that consider whether the
acqui sition was subsequently divested. Mke did that, |'ve
done that. This is interesting, but it is hard to eval uate
t he non-di vestitures.

The |l ast way to eval uate nmergers and acquisitions is to
nmeasure the actual or expected present val ue, depending on
whet her you're | ooking at the nerger froman ex ante or ex
post perspective, by |looking at the actual or expected
changes in cash fl ows.

Looki ng ex ante, you're |looking at all the expected
changes in cash flows due to the merger, discounting themin
some way, and coming up with a value. |f you' re |ooking

after the fact, you would go three or five years after the
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merger and | ook at all the changes in cash flows that
actual |y happened and attenpt to come up with a val ue that
way. The inplicit assunptions here are that expected equals
actual, if you're doing it ex ante. And if you're doing it
ex post, the assunption that you can actually neasure actual
-- which is easier said than done.

There's one additional inplicit assunption — the merger
ef fects are exogenous and they don't have an effect on non-
nmer gi ng conpani es. This was probably particularly rel evant
in the '80s where nergers and hostile takeovers of
particul ar conpani es arguably had | arge inpacts on the
behavi or of conpanies that weren't taken over.

So, what can we take away fromall these different
nmet hodol ogi es? As seen in the slide on the top of p. 3 of
nmy handout, all of these neasures are problematic in sone
way. They all rely on assunptions. All, however, are
potentially informative, which is why we | ook at them
have a preference for announcenent returns as the nost
i nformati ve about expected values. |[|'d prefer neasures of
actual cash flow changes from nergers as an ex post neasure
of success (with the caveat those changes are very hard to
cal cul ate).

Now, a little bit nore theory, and then I'll get
to the results. Wen you neasure the change in stock val ue
at the announcenent, what you actually measure is the change
in the value of the acquirer, (which, as seen in the slide

on the bottom of page 3 of ny handout is) A* minus A° plus
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the change in the value of the target, T* minus T° (Al of
t hese are market val ues.)

Now, this can be deconposed into A* m nus AY (the
val ue of the acquirer afterward m nus the value of the
acqui rer once you have new i nformati on about the acquirer
that conmes with the bid) plus T minus TV (the value of the
target after the acquisition mnus the value of the target
once you have the information in the bid about the target)
plus AY minus A° (the value of the new information about the
acquirer) and TN minus T° (the value of the new information
about the target).

Change in Value = (A* - A°) + (T2~ - T9

= [(AA = AY) + (T =TH] + [(A"- A°) + (TV -T9]

= [ Total synergies] + [ New information ]

The short description of this equation is that the
announcenent returns contain an estimte of the total
synergies and any new i nformati on reveal ed by the bid about
the acquirer and the target. As a result, any particular
mer ger announcenent does not necessarily just pick up the
syner gi es.

Wth this in mnd, let’s go to the enpirical work.
First, let’s ook at a summary of the finance literature, as
shown in the slide on the top of page 4 of ny handout. The
best paper of which | amaware is by Andrade, Mtchell and
Stafford in the Spring 2001 Journal of Econom c
Perspectives. They |look at all acquirers and targets that
were in the merger database of the University of Chicago
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Research and Security Prices database over a 25-year period.

As shown in the slide on the bottom of page 4 of ny
handout, they first | ook at a three-day period around the
announcenent. They find that the conbined returns over that
period are econom cally and statistically significant and
positive. The conbined val ues of the acquirer and target
increase by 2% of the total initial value of the acquirer
and target. This is equivalent to an increase that is 10%
of the initial value of the target alone. This result is
consi stent across all three decades, the '70s, the '80s and
t he ' 90s.

The returns to the targets are clearly positive. The
returns to acquirers are slightly negative, but not
statistically different fromzero. The conbined returns are
positive. |If one were to judge nerger success only by the
acquirer return, one would conclude m stakenly that nergers
did not create value on average.

If you use a period that's a little |onger — 20 days
bef ore the announcenent until the nmerger closes — the
conbined returns are positive, but no | onger statistically
significant. Again, they are roughly 2 percent of the
conbi ned val ue, but because of the extra tinme, you get nore
noi se. And again, the returns to targets are positive; the
returns to acquirers, slightly negative, but not
significant. The table fromtheir paper appears in the

slide on the top of page 5 of ny handout.
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Now, turning to the slide on the bottom of page 5 of ny
handout, recall that acquisitions reveal information about
the acquirer and the target that may change expectati ons.
This is, as | said before, clearly relevant for stock
performance studies. It's also potentially relevant for the
accounti ng- based st udi es.

When or how is information about the acquirer likely to
be in an acquisition? Theoretically and commonsensically,
an acquirer is nore likely to use its stock to pay for an
acqui sition when the acquirer believes its stock is
overvalued or fully valued. 1In practice, one m ght
interpret an acquirer as believing its stock is overval ued
when it says that it plans to use its stock as currency.
Conversely, the acquirer is less likely to use equity when
it believes its stock is underval ued.

The point of this discussion is that the revision in
t he underlying value of the acquirer — AYmnus A° — is
probably negative when an acquirer uses equity to finance an
acqui sition. The measured conbined returns in equity-
financed acquisitions include AY - A° and, therefore,
|l i kel y underesti mate the value of the acquisition. Because
there is likely to be | ess new information in cash-financed
acquisitions, the conbined returns to those acquisitions are
arguably a better neasure of the average val ue of
acqui sition synergies.

To account for the informational differences in cash-

and equity-financed acquisitions, nost studies |ook at those
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two types of acquisitions separately. The slide on the top
of page 6 of ny handout (again taken from Andrade et al.)
shows that acquisitions funded by at |east sone stock have
conbined returns that are essentially zero. Acquisitions
funded w t hout stock have positive conbined returns.

"' m sure sonme people — including sonme on this panel -
wi || question whet her announcenent returns are meani ngful.
It is true that there is noise or nmeasurenent error in the
announcenent returns. Going back to ny earlier point, the
i nformation rel eased by the acquisition announcenment is not
sol ely about the value of acquisition itself.

It is inportant to stress, however, that if you | ook at
the correlation of announcenment returns with what actually
happens in a | arge sanple of acquisitions (see Kaplan and
Wei sbach (1992) or Mtchell and Lehn (1990)), you actually
find a positive and significant correlation. 1It's not
perfect. The R-squared is not anywhere near one. But there
is a positive and significant correlation suggesting that
announcenent returns are providing useful information about
ner ger success.

To summari ze, as shown in the slide on the top of p. 7
of ny handout, the bottomline of event studies is that
stockhol ders vi ew acquisitions as creating val ue on average.
The conbi ned returns are positive, particularly for non-
stock mergers. Announcenent returns are predictive of
subsequent outcones. The event studies are not very hel pful

regardi ng the source of val ue change and the determ nants of
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success.

Longer run returns are shown in the slide on the bottom
of page 7 of ny handout. These neasure the returns to
acquirers for several years after the acquisition. The
bottomline fromthese results is that the val ue-wei ghted
post-acquisition returns to acquirers are indistinguishable
fromzero. These represent the returns to those
acquisitions that are nost likely to receive regulatory
scrutiny. Longer run returns to snaller acquirers — which
drive the equal -weighted return results — appear to be
negative. As with the short-termevent studies, there is
sonme di fference between stock and non-stock acqui sitions.
Post-acquisition returns are greater for acquisitions that
do not use common stock. Also like the short-term event
studi es, these analyses are not very hel pful regarding the
source of gains or the determ nants of success.

Next, we cone to accounting-based studies. These
studi es use accounting-based nmeasures of perfornmance, such
as operating margins — as Susanne and M ke did — and total
factor productivity — as Bob did. As shown in the slide on
the bottom of page 8 of ny handout, the results from
accounti ng- based studies are all over the map.

Andrade, Mtchell, Stafford (2001) and Healy, Pal epu,
Ruback (1990) claimto find positive increases in operating
mar gi ns or operating performance after an acquisition.
However, when one | ooks closely at the results, they are of

very nodest econom c significance. | would interpret their
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results as not being powerful enough to find any neani ngful
change on average. Maksinovic and Phillips (2001) and
Schoar (2002) use the LRD, Longitudinal Research Database,
data. The conclusions in the first paper are neutral to
positive while the conclusions in the second paper are
neutral to negative. As is well known, Ravenscraft and
Scherer (1987) find negative results although they largely
study nergers of the 1960s and 1970s.

So, the bottomline of the accounting studies is that
there is no clear overall relation between acquisitions and
subsequent accounting or productivity performance. It is
sonmething of a puzzle in relation to the event study
results. The likely explanation is that the accounting data
are too noisy to isolate the effects of the acquisition.

Clinical studies are referenced in the slide on the top
of page 9 of ny handout. In nmy paper with Mtchell and
Wuck, we cal culate the annual cash flows and the val ue at
di vestiture of an acquisition. W then conpare the
di scounted val ue of the cash flows and divestiture to the
pre-merger value. This provides a blueprint for doing this
type of calculation. The analysis for that particul ar case
al so comes up with a different answer than the accounting
study anal ysis consistent with a great deal of noise in the
accounting study approach.

Det erm nants of gains and | osses are shown in the slide
on the bottom of page 9 of ny handout. The best paper al ong

these lines is the one by Houston, Janes and Ryngaert
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(2001). They study 41 | arge bank nergers. They conpare the
announcenent returns of the nmergers to the cost savings and
revenue increases projected by the banks -- the acquirers —
at the announcenent of the acquisition. They find that the
announcenent returns are significantly related to the

proj ected cost savings, but not related to the projected
revenue increases. (The revenue result suggests no evidence
of market power.) In other papers, there's sone evidence
that related acquisitions do better than unrel ated nergers,
al though that is, again, sonmewhat m xed.

The last thing I'lIl talk about is the mcro-
determ nants of success, shown in the slide on the top of
page 10 of nmy handout. The |arge sanple papers are not so
rel evant here.

As Paul nentioned, | edited a book where the individual
chapters consist of clinical studies by different authors.
The results are synpathetic to what you' ve heard earlier.
Mergers seemto be driven by technol ogical and regul atory
change. In successful nergers, the acquirer has a deep
under standing of the target, the organi zational design and
structure is appropriate to the business, and the acquirer
i ntroduces appropriate conpensation and incentives.

Let nme conclude by referring to the slide on the top of
page 11 of ny handout. Do nergers create value on average?
My conclusion is yes. | rely on the announcenent returns as
the critical evidence. They have been reliably positive

over the last 30 years.
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The accounti ng-based studies are nore m xed, but are
subj ect to nore noise. The accounting-based studies al so
woul d be less likely to pick up performance changes in
nmergers driven by technol ogi cal and regul atory change.
Mtchell and Mul herin (1996) find that a |large fraction of
nmerger activity is driven by such change.

Who gai ns, who | oses? Target sharehol ders gain,
acqui rer sharehol ders neutral.

How do you eval uate nerger success? As shown in the
slide on the bottom of page 11 of ny handout, the best way,
if you can do it, is to use the discounted present val ue of
t he changes in cash flows fromthe nerger. Ex ante,
announcenent period returns provide sone help there. It
woul d be better to find the changes in expected cash fl ows,
which is what many of you in the roomend up trying to do.

Finally, what drives success? Cost cutting rather than
top line growh is our best estinate of that. A deep
under st andi ng of the business, appropriate organizational
design and structures, and appropriate conpensation system
and incentives inprove the |ikelihood of success.

Thank you very much

MR. PAUTLER  Thank you very mnuch, Steve. W've
heard four different views about the rates of return or
gains fromnergers fromthe various nenbers of the panel
wanted to give theman opportunity to do a little bit of
rebuttal if they want. 1've heard differences of opinion,

and | thought other people nmight want to coment. W could
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go in our original order, | suppose.
Prof essor Scherer, would you be interested in

comenti ng?

MR. SCHERER: |'Ill comment disinterestedly.
( LAUGHTER)
MR. SCHERER | guess I'lIl take themin the order

presented. Bob MQGuckin enphasi zed the steel and petrol eum
i ndustries, which indeed were subject to all sorts of

i nternational and technol ogical and regulatory forces. From
that I don't think follows the necessity of nmerger to cure
the problem In many cases, the necessary responses to

t hese changes coul d have been nade equally well within the
firm It takes an additional stretch of logic to show that
because one is inpacted by sone forces inplies that the only
way to react efficiently to those forces is to nmerge. |

just don't think that's true, having studied the petrol eum
and steel industries at great |ength.

On the studies that were done at the Census Bureau

with the |ongitudinal database, | didn't hear the full story
here, and frankly, | haven't followed it, but ny
recol | ection, as of about 10 years ago, when | | ast | ooked

at these studies, was that there was a difference, yes.

Yes, there were productivity increases follow ng nerger.

But when you then broke down the sanpl e between nerger and
re-nerger -- that is to say, you take a line that's already
been acquired, and then it gets sold off to sonebody el se.

For such acquired and resold |lines, Ravenscraft and | found
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productivity increases, and we found profitability
increases. M recollection is that either the people using
LRD coul dn't nake that distinction, or when they tried to do
so, they found that the first-tine nmergers didn't have that
sane effect.

| question whether Hart-Scott-Rodino nade all that
much difference in the regulatory environnment, because the
FTC s Pre-Merger Notification Programexisted from 1967 or
1968 on, and except for the nmandatory delay, the Hart-Scott-
Rodi no didn't add nuch at first.

Now, wi th Susanne, | think there's a kind of a
fallacy of conposition. The assunption is, you' ve got a
probl em and then the further assunption is you need a nerger
to solve it. Well, that doesn't necessarily follow

An anecdote. | was at a cocktail party a few
years ago, and | net a guy and we got tal king. Wat do you
do? That's what you always tal k about at cocktail parties.
He said, well, ny little start-up firmhas invented a net
router switch that is 100 times nore efficient than anything
Cisco has. OCh, great. Are you going to develop it? You're
dam right we're going to develop it and we're going to nake
alot of noney with it. WelIl, a couple of years later, |
read that C sco has paid hima billion dollars to acquire
this swtch.

This guy woul d have put that switch on the nmarket
with or without the nerger. And so, how can you say that

nerger facilitated the technology that this guy had al ready
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devel oped?

Steve said sonmething to the effect that sone of
the problens were that nergers need to be inportant enough
to affect the results, and that nothing el se is changing.
Wel |, the methodol ogy used by Ravenscraft and ne nmade the
nmerger inportant in every case because we | ooked at the
i ndi vidual |ine of business data, where for the lines that
had acquisitions, half of the sales, on average, were
associated with acquired activities, so we could control for
ot her industrial and even firmlevel events.

About reliance on event studies, maybe | should
just read the Pope on this. Wat is an efficient market?
Let nme quote the late Fisher Black in his presidential
address to the American Finance Associ ati on.

"We mght define an efficient market as one in
which price is within a factor of two of value; that is, the
price is nore than half of value or |less than tw ce val ue.
The factor of two is arbitrary, of course. Intuitively,

t hough, it seens reasonable to nme, in the |light of sources
of uncertainty about value and the strength of the forces
tending to cause price to return to value. By this
definition, | think alnost all nmarkets are efficient al nost
all the time. Alnost all neans at |east 90 percent."

Now | quote nyself rather than Black. |If Black's
estimate represents the 90 percent confidence bounds about a
| og normal distribution, for exanple, then 16 percent of

corporate stocks woul d be underval ued or overval ued by 34

For The Record, Inc.
Wal dorf, WMaryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

59

percent or nore by any tine. That's a |ot of noise.

MR. PAUTLER. Thank you. Bob?

MR McGUCKIN: | guess | want to deal with the
guestion of necessity. | nmean, | don't think it's necessary
to merge to achieve growh or downsizing. | think the issue
is what is the nost efficient way to do things. Unless
there are conpetitive problens, one would think -- and
indeed, if there is conpetition, one would expect business

to take the nost efficient way to achi eve changes brought on

by regul ati on and new technol ogies. And so, | don't ask the
guestion necessary. | think there are substitute ways of
doi ng thi ngs.

We did exam ne situations where people were able
to do downsizing, for exanple, w thout a nerger, and that
happens and that's one of the controls in the nodel. But
that is not necessarily the rel evant issue.

The other thing that | just want to be clear on is
that this is not just about cost inefficiency and manageri al
discipline, it's about synergies. The vast bul k of the
mergers we exam ned -- and 10 years ago, Frank Lichtenberg's
research was finishing up and we were just getting started
were synergistic. As | indicated on ny slide, you can
follow the divested firms. You can nake those issues. But
synergi es conme from buying the good perfornmers and maki ng
them better. Those are the nbst nunerous and typically the
smal l er acquisitions in the database. And so, while we

don't cover the entire econony -- | covered manufacturing,

For The Record, Inc.
Wal dorf, WMaryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

60

and manufacturing is a substantial and inportant part of the
econony.

Now, the last coment I'Il make will, as Steve
suggested, push ny own stuff. | have a paper that | did
about 10 years ago, “The Use of Stock Market Returns in
Antitrust Analysis of Mergers.” It's, unfortunately, not
well cited -- it's in the Review of Industrial Organization.
It's work that | did when | was with Ri ck Warren-Boul ton at
t he Departnent of Justice and another, unfortunately
deceased gentl eman, Pete Wal stein, and when we |eft, we
never really finished the work. Although there is a |ot of
noi se, the results that Steve nentioned in terns of a big
bang for the acquiring and target firnms were observed.

But we went and tried to look at the rivals. And
the way we did it was to estimate the probability of the
nmer ger taking place during the event w ndow tinme period
after the nerger was announced. The techni que worked pretty
well, at least in seven of the eight cases. |In one nerger
we had anot her event intervene. And we got reasonable
results. They conpared favorably with what you m ght get
froma regular antitrust analysis. But they were very
difficult to inplenent. So, it's not a tool that you could
use in all mergers. W had to go to over-the-counter
stocks. You have to get a conpetitor, a real rival, and
it's only that piece of the firmwhich is anti-conpetitive
that is rel evant.

So, | think there is information in the stock
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market, but | don't think it is practical to use it al one.
| ndeed, | think all the approaches we have been di scussing
have information content. Taken together, they give a
presunption that nost nmergers are pretty successful in the
sense of noving resources fromlower to higher val ued uses.
But, they are not necessarily successful for sharehol ders
of the acquiring firms, even though they generate a | ot of
profits.

MR. PAUTLER. Thank you. Susanne?

M5. TRIMBATH: Well, Mke threw down the gauntlet,
so | guess | have to pick it up and run with it here.

| think the inportant thing to renmenber about that
exanple, Mke, (that the product could have been nade
wi thout a merger) is that even though the nerger may not
have facilitated the production of the product, | guarantee
that the nmerger facilitated getting that product to the
mar ket pl ace. That's what the bigger firns can do that the
smal ler firms can't.

Certainly, as Bob pointed out, |I don't think
anyone is saying that nmergers are the only way to get sone
of these things done. Wat we are saying is that sone of
t hese things get done with the nerger in place.

There are a | ot of things about nergers that we
don't know yet. For instance, the productivity gains that
Bob tal ked about, I'mwondering if he had controlled for the
fact that there was an overall increase in the rate at which

productivity in the United States grew during the same
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period. So, how nuch of it was fromnergers? | think a
lot. But individually, at the mcro |level, can we control
for that differentiation? That's hard to say.

By the way, Bob, | did read your paper. | didn't
cite it because I'mallergic to stock price studies. |
i nclude stock prices as one of the potential measures of
both the characteristics of the targets and as a result of
the nerger. Basically, what | found was that stock prices
are nore reactive than predictive. |In particular, if you
| ook at Pennsyl vania after the passage of their anti-

t akeover |aws, which were absurdly strict, all conpanies
incorporated in the State of Pennsylvania had their stock
prices drop on that news. So, the prices were reacting to
t he passage of the | aw and not to whether or not the

t akeovers were efficient or inefficient or profitable or
anything else. So, | think that's an inportant point to
keep in m nd.

Anot her thing that has not really been studied is
the characteristics of the buyers, and | think that before
we can say that we know why takeovers occur and whet her or
not certain products will get to market with or without a
nmerger, | think we have to know a whol e | ot nore about who
the buyers are and what their characteristics are.

W' ve spent way too much tine | ooking at the
targets, and | think, generally, a lot had to do with the
stock price studies, because people were | ooking for stock

price bets. If you could identify the targets, you could
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buy the portfolio, you could make a | ot of nobney, because
target stock prices go up by 25 percent, et cetera. And |

think that that was very m sl eadi ng.

| think it msled us as econom sts, as financi al
anal ysts. It pointed us in the wong direction. | think it
may al so have m sl ed managenent towards focusing far too
much on stock prices. |’mconcerned about this. | think we
need to consider whether or not sone of the nost recent
probl ens that we had associated with stock prices and
corporate performance may have been the result of what

econoni sts, in general, did by pushing stock prices as the
only way to neasure firm performance.

And I'lIl stop there because | would definitely
like to take some questions fromthe audience.

MR. PAUTLER. Thank you. Steve?

MR KAPLAN: A few comments.

| want to agree with what Bob and Susanne sai d about
nmergers being better than the alternative.

Take the Cisco exanple. | teach a case on a switch
conpany that is trying to decide whether to do an | PO or
sell to G sco. They decide to sell to G sco. Two years
later, instead of having the $200 million in revenues they
forecast they would have if they had done the I PO, the
division of G sco that they have becone has sonething cl oser
to $1 billion in revenues. The point Susanne made that an
acqui rer may have assets the target doesn't have was

certainly true in that particul ar exanpl e.
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O course, it's only an exanple and that's why you try
to ook at the larger sanple studies to find out what
happens on average. The event study evidence on acquisition
announcenents isn't perfect, but it is positive on average
over many different tinme periods. There is no reason to
bel i eve that the market has gotten it wong for thirty years
and continues to get it wong.

One | ast point concerns the LRD data. The npbst recent
studies that use that data (and use it conprehensively) find
m xed results. The paper by Schoar (2002) finds that target
plants in diversifying acquisitions becone nore productive.
However, existing plants of the acquirer becone |ess
productive and the net effect is negative. The
interpretation of these results depends on what the acquirer
and target plants were expected to do before the
acquisition. On the one hand you could say the results are
positive because the target plants becanme nore productive.
On the other hand, overall productivity went down.

MR. PAUTLER. Thank you, Steve. There are just a
couple of questions I'd like to ask and then I'"mgoing to
throw it open to questions fromthe floor, which I hope
we'll have a little tinme for.

I n hearing everyone discuss the returns to
mergers, we've got sone differences of opinion there. But |
t hi nk, perhaps, everyone believes that the distribution of
returns is sufficiently wide. The FTC largely | ooks at

hori zontal nergers, and we tend to only look in detail at
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anywhere from2 to 4 percent of those nergers - those are

t he ones where we issue second requests for information.
Does the evidence fromthe | arge-scal e studies

really help us analyze those individual cases or are we

going to have to think about the individual cases we're

looking at a little nore |like case studies? Because we're

| ooking at a very small piece of the merger activity that's

out there in the world when we sit in front of our 500 boxes

of docunents, and our ability to go talk to darn near

everybody in the industry if we want to. W're really doing

case studies in a sense. | happen to find the | arge-scale
studies very interesting. | think they provi de essenti al
background on nergers. But will they really help us a | ot

in figuring out what we need to do on cases or do we have to
go to the case study work to really figure out the answers
we' re | ooking for?

M5. TRIMBATH: 1'Il start on that for you, Paul,
because | think that the first thing you have to recognize
is that managers nmake m stakes. | always say, if managers
didn't make m stakes, we woul dn't need bankruptcy |aws. But
they do and we do and that's why they' re there because
soneti nmes managers nake m st akes.

VWhat the | arge-sanple studies show you is that the
potential is there for these types of savings. M/ study,
and | think also Lichtenberg and sonme of the other work,
show that a |lot of the savings is com ng out of overhead.

call it “cost-cutting for dumm es” because al nbst any two
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conpani es that get together can find cost savings just
basically fromthe overhead, w thout reducing output,

wi t hout reduci ng enpl oynment or anything else. But, do they
actually get there? That's where you' re going to have to

| ook at the specific conpanies involved, as to whether or
not they have the capability.

In this case you al nost becone |ike venture
capi tal investnent bankers having to eval uate the managenent
of the two conpanies as to whether or not that individual
firmhas the capability of recognizing the savings
potential. But | think the |arge-sanple studies show you,
by and | arge, where these types of efficiency gains can be
had, and then in the case level study, it's a question of
whet her or not that specific conpany is capable of finding
it.

MR. PAUTLER. Anyone el se care to take a shot at
t hat ?

MR. SCHERER. Yeah. There's a trenendous spread
of outcones. What you referred to as | arge-scale studies
means statistical studies, and what they reflect is the
average tendency. There's a |ot of disagreenent anbng us as
to what that average tendency is. |'mobviously, at one
extrene of the spectrum not only fromny own work, but from
the work of Dennis Mieller and many others, Len Wiss and so
forth. These are, to be sure, older nergers. | don't know
what's happened in the last 10 years. But at the tinme | was

| ooking at the situation, it seemed to ne that the spread
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was such that on average, nergers didn't yield nmuch in the
way of superior efficiency.

Now, to deal with a nerger in an antitrust
context, yes, indeed, you are doing a case study and the
evidence is very difficult to analyze, to get together and
to analyze. 1've been involved in several of these nyself.
The Youngstown Steel/Jones & Laughlin Steel one is
i nteresting because |'ve docunented it both before and
after, and again, the efficiencies that were predicted
before turned out to be very, very different fromthe
efficiencies that I found in my foll ow up case study
actually to have happened.

Where the so-called broad ranging or statistical
studies cone in, | think, is in devising tiebreaker rules.
A conpany mekes an efficiencies defense, the evidence is
anbi guous, you don't know. |Is it going to lead to
efficiencies or not? That's where the tiebreaker rule cones
in. If, on average, you think that nergers yield
efficiencies, then the tiebreaker ought to say, allow the
merger, all else equal. |[If, on the other hand, on average,
nmergers neither yield efficiency nor make things worse, then
the tiebreaker would say, let's let our skepticismoverrule
t he ambi guous evi dence.

MR. McGUCKIN: The reason | brought up fix-it-
first is | think it is inportant that you | ook at specific
nergers and they are case studies. You're not going to get

those fromthe broad studies, and | agree with Mke on that.
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But | guess | would argue that, given ny read of the
evi dence, that the presunption is that nergers nove
resources in useful ways and they're efficient.

We're never conpletely sure when we deci de whet her
a nmerger is anti-conpetitive. W' re making guesses about
entry barriers and foreign conpetition and whether there's
power to raise price. So, that ought to at |east | ook a
l[ittle bit toward the burden of proof and I think that
coincides with what M ke just said, except | would cone at
the burden a little differently.

MR. PAUTLER. 1'd like to get some questions from
t he audi ence. Anyone? Al den?

MR. ABBOTT: Yes, one general question. 1Isn't the
rel evant question really not on average are nergers
efficient, but would regulatory and | egal changes that make
it nore or less difficult to nerge affect productivity or
efficiency in positive or negative ways?

Because even if one found, on average, there's no
real effect, that doesn't tell you the effect of the
existing ability to merge on the incentives of firnms that
aren't merging to maintain productivity. It doesn't tel
you what woul d happen if nergi ng sonehow were nade nore
difficult because of, say, going to 1960s antitrust
standards or securities laws that made it nore difficult to
nmerge. 1Isn't that a relevant set of questions to exam ne?

My name is Alden Abbott. |I'min the Bureau of

Conpetition at the FTC.
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MR. KAPLAN: That's a very relevant and inportant
point. The best exanple of this is probably the hostile
t akeovers in the '80s. The raiders, buyout firnms, and
hostil e bidders arguably had a | arge effect on corporate
managenent at conpanies that were not attacked. In many
cases, conpanies attenpted to pre-enpt hostile takeover bids
by i nplenmenting the sane changes that raiders or hostile
acquirers woul d have brought.

MR. PAUTLER. Anyone el se?

M5. TRIMBATH: 1l just rmake one comment. There
have been studi es done that show that nanagenent perfornmance
is nore closely related to turnover during active corporate
control markets. So, it is inportant that we not limt the
ability of firns to take part in MA.

What affects the level of activity is the
fi nanci ng being available; a lot of that is controlled by
regul ation; also as | shared earlier, the state anti -

t akeover activity has an inpact. But, clearly, the link
bet ween managenent retention and firm perfornmance breaks
down during periods when the potential for MRA activity is
reduced by some type of regulatory interference.

MR. PAUTLER  Anyone el se? Dave?

MR. SCHEFFMAN:. Yeah, there was certainly sone
di sagreenent here anongst the researchers, but | suspect
there may not be as nuch di sagreenment on what we do. So,
"1l ask Steve the followi ng question. | think you have a

different view than M ke about the overall average effect of
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mergers. But let me tell you where we live. W' re |ooking
at a typical merger which is, say, four-to-three in a
concentrated industry protected by entry barriers. As the
Chai rman said, that's not enough for us to believe that we
have a problem But, suppose we have sone basis of concern,
custoner conpl aints, docunents and other sorts of things.
Yet the case is not a slamdunk -- not a clear case, as
efficiencies are not going to overcone a very strong case,
but one in which we have reason to believe there's a
probl em

Based in your assessnent, is it your view that we
put our thunb on the scale for that case if we have an
efficiency story that's not very well documented or proved?
O should we go the way M ke said, and err on the other side
assuming that in this situation the nerger m ght actually be
anti-conpetitive?

MR. KAPLAN: Let me begin by saying that w thout
nore details, it is really inpossible to answer that
guestion. How large are the potential efficiencies? How
| arge are the potential anti-conpetitive effects?

That said, other things equal, the enpirical evidence
with which | amfamliar tends to favor the efficiency
effects rather than the anti-conpetitive effects. For
exanple, in the paper that studies the |arge bank nergers,
the results suggested that the market ignored the top |ine
growt h estimates (which would presumably represent anti -

conpetitive gains), but, instead, focused on the cost
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savings. The |arge sanple evidence as well as the case
studies | have | ooked at al so suggest that anti-conpetitive
effects are nore difficult to find or obtain than efficiency
ef fects.

MR. PAUTLER. | think we had one nore, perhaps,

m ni -rebuttal from Professor Scherer.

MR. SCHERER Well, | wanted to answer nore on the
| ast question, although maybe 1'Il put a footnote on what
Steve said.

For the period that Ravenscraft and | studi ed,
whi ch ended about 1975 or so, there were very few | egal
barriers to nmerger except for the antitrust |aws, which were
interpreted in a very tough way, nmuch tougher than today,
agai nst horizontal nergers and al so agai nst vertical
nmergers. Now, that definitely had an inpact on nerger
activity. It biased nerger activity in the direction of
congl onmerate type nmergers. And what Ravenscraft and | found
was that these were the nergers that nost likely led to | oss
of managerial control and inefficiency. So, there's a nexus
of causation that | think is inportant.

Now, what really surprised nme, reading nmy book
over again after 15 years, was that the horizontals had
al nost the sanme kind of degradation of baseline

profitability and cash flow as the congl onerates. That was

surprising to ne. |'ve |learned enough in 15 years that |
didn't think I1'd find that. | thought |I'd find sonething
el se.

For The Record, Inc.
Wal dorf, WMaryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

72

VWiy? Again, the antitrust |aws had an i npact
there, | think, because the antitrust |aws forced any
hori zontal nmergers we've got in our sanple to be so snal
that they were going to be innocuous fromthe point of view
of enforcers. And our study showed the small guys who were
acquired had very high profitability. So, therefore, after

the nerger, there tended to be a degradation of

profitability -- from superior |evels to roughly norma
levels. So that, | think, is how policy and nmerger effects
i nteract.

Now, let ne just say a thing about financial type
mergers and cost savings. | don't doubt for a nonent that
t hey' ve yielded cost savings, but is service worse after
merger? | want to refer, again , to the survey results
reported by Business Wek. It was on p. 10 of their August
6, 2001 issue.

Ander son Consul ting conducted a survey in June,
2001 that conpared custoner dissatisfaction ratios involving
conpani es that nmerged within the last six nonths to those
that did nmerge within the last six nonths. And you find
systematically --cabl e conpanies, Internet service
provi ders, cellular phone conpanies, |ong distance
conpani es, | ocal phone conpanies -- you find in all cases
nore di ssatisfaction with service for those conpani es that
have recently had nergers.

Al | can say is, yes, I've lived it
experientially.
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MR. PAUTLER. Thank you. We're just about out of
time. 1'Il take one nore very quick question. Bill?

MR. KOLASKY: Bill Kolasky, WIner, Cutler and
Pickering. That last line | felt particularly anusing, if
not perhaps a little annoying. |If you |look at sone of the
detail ed case studies that have been done of sone of those
mergers, particularly in the telco industry, you'll find
exactly the opposite of that.

AARP, which was an opponent of both the Bel
Atl antic/Nynex nerger and the SBC/ PacTel nerger, did a
detailed retrospective study of the results of those nergers
and found, (a) that they delivered nore in the way of cost
savi ngs than the conpani es had prom sed, and (b) that they
resulted in significantly inproved service for custoners of
the acquired conpanies. So, | think you need to be very
careful before you look at a slide like that.

The second thing | question for M ke Scherer is,
isn't your book really nore of an indictnent of conglonerate
merger policy 25 years ago than it is a useful study of
hori zontal nergers? Wuldn't you agree that our nmanagenent
control systens are far nore sophisticated, in part because
of computer technology and information technol ogy, than they
were in the period 1965 to 19747

And then the final question that | have is, one of
the things | found interesting about the panel is that we
were tal king either at massive studies that were | ooking at

nmer ger out cones on average or case studies of individual

For The Record, Inc.
Wal dorf, WMaryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

74

mergers. \What |1'd be interested in hearing about are

i ndustry-wide studies. | think there was one reference to
bank nergers, which would be such a study. But, for

exanpl e, one area where we've seen a |ot of merger activity
over the last 20 years has been those industries that have
been recently deregul ated, and in al nost every case,
deregul ati on was foll owed by a nassive consolidation, a real
merger wave. A very good literature review by diff Wnston
in the Journal of Econom c Perspective found that those

i ndustries' prices, not just costs, but prices cane down on
average, from 35 percent in sonme industries to as nuch as 70
percent in other industries. 1'd be curious if you' re aware
of any studies that try to disaggregate the effects of
deregul ati on to show how nuch of those cost savings and
consuner - benefiting price reductions resulted from

consol idations and nergers? Thank you.

MR. SCHERER: | guess that was directed towards
me, and there were several sub-parts. The first thing,
haven't our control systens for congl onerates beconme nuch
nore effective in recent years? The |eading congl onerate,
in view of what |'ve seen in the news lately, is TYCO
International. | guess they had a pretty good control
system They controlled all the profits into M.

Kozl owski ' s pocket.

Didn't the antitrust |aws affect nerger activity?

Yes, indeed, as | said in ny previous answer, they did.

They biased it away from horizontals and to the extent that
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there were horizontals, they involved relatively snal
hori zontals. The study by Ravenscraft and nme and | ots of
other studies indicate that it's the larger horizontals that

are nore likely to yield efficiencies.

Now, this leads nme to a point. |'ve been pushing
for an efficiencies defense since 1975. | think it's a good
thing. One of the reasons -- it's not the only reason
think it's a good thing -- but one of the reasons | think
it's a good thing is that, |ike the prospect of hanging in a
fortnight, it wonderfully concentrates the mind. |[|'ve seen

an awful ot of nmergers on which |I've done case studies in
whi ch the managers just didn't think about how they were
going to west efficiency fromthe subsequent post-nerger
situation.

When you go into a merger unprepared, unthinking,
you're liable to have bad results. So, the very fact of a
nmerger efficiencies defense may wonderful ly concentrate the
mnd to get better results.

MR. KAPLAN: Let me take the industry question.
There's a paper by Mtchell and Mil herin (Journal of
Busi ness 1996) that | ooks at how nergers concentrate in
particular industries. Their results (as well as those in
t he Wnston paper you nentioned) are strongly supportive of
your observation that regulatory or technol ogi cal changes
af fect nmerger activities.

MR. McGUCKIN:  Just one comment. | tried to

enphasize it earlier. Al this work, whether you' re dealing
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W th stock markets or you're dealing with a full firmor
you're dealing with pieces of a firm you' re dealing with
accounting or productivity neasures, ensuring scientific
validity with controls is very difficult.

One of the things that | think we have to
recogni ze is that while you can get these correl ations,
getting causation is tricky and controlling appropriately to
be sure you get the right effect when many things are
related is very difficult. So, you just shouldn't mninm ze
that and I think that conmes through all our work. It's an
attenpt to control and that's what you need to do. Broad
generalizations, which | nade this norning, cone after |lots
of studies and readi ng.

But to nail it down, in particular, with respect
to diff Wnston’s work which you nention let nme restate ny
comment fromearlier. Wen | showed you that Hart-Scott-
Rodi no slide and said the increase in productivity after
1977 showed that the nmerger | aw change inproved things, |
was very careful, | hope, to say | can't prove this.

MR. PAUTLER. | want to thank all the speakers for
Panel 1. W're going to now take a short break and 1'd like
to reconvene at 11:25 if we can do that. Thank you very
nmuch.

(Whereupon, at 11:15 a.m., Panel 1 was concluded.)
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PANEL 2
MOTIVATIONS FOR MERGERS AND KEY SUCCESS
AND FAILURE FACTORS

MR. PAUTLER. Ckay. |If we can cone to order
we'll continue this nmorning with Panel 2. It's going to be
noder at ed by the Adjunct Professor of Marketing from
Vanderbilt University, and nore well-known to us as the
Director of the Bureau of Econom cs at the FTC, David
Schef f man. Dave?

MR. SCHEFFMAN:. Thanks, Paul. Let ne give you an
i dea of where we are on the road map. We had a session this
norni ng that | ooked at sort of the macro view, what the
evi dence i ndi cates about what the overall effect of nergers
are on average or on the econony. Now, we're getting down
nore to the nitty gritty.

This panel is going to consist of consultants that
do MRA consulting and a busi ness school professor who
teaches and researches strategy and also is involved in
consulting. They will talk about the details of why nergers
occur, what we can tell about whether they work or not, and
what we nean by whether they work or not.

We have an outstanding panel. W're going to
begin with Pankaj Ghemawat. Pankaj is one of the nost
inportant figures in business strategy as an academ c
researcher. Mchael Porter is rightfully credited with
i ntroduci ng econom cs into business strategy and Pankaj, who
j oi ned the Harvard Busi ness School as the youngest ful

prof essor there ever, has continued that tradition and has
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done a lot of inportant work in publications on business
strategy. He also contributes to this trenendous nati onal
resource we have: the Harvard Business Case Study. Having
taught MBA students for many years, the case studi es have
been an essential resource, and they have al so been very
useful to us at the FTC. Wen we get a case in an industry,
we can | ook and see if there is a Harvard Business case on
it.

Pankaj has | ed the Business Strategy Program and
Conpetitive Analysis at Harvard Business School, and has
consulted with many, many conpani es.

Qur second panelist today is Mke Shelton. M ke
Shelton is Associate Principle in MKinsey's Chicago office
and he's the | eader of the MKinsey post-nmerger managenent
practice.

For those of you who don't know about MA
consulting -- and I don't know nearly as nuch as these folks
do, but it used to be, back in the old days of business
consulting, around the tine ny forner coll eague, Bruce
Hender son founded Boston Consulting G oup, that consultants
gave strategic advice to conpanies. |In fact, it was that
strategic advice that led to many of the nergers that M.
Scherer anal yzed during the '60s and '70s that didn't turn
out very well.

Where nerger consulting has gone is to a greater
focus on inplenmentation, on inplenenting the deal, and M ke

is certainly going to talk about that. He has 19 years of
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consul ting experience, and has been with MKi nsey since
1998. So, he has very extensive experience in MA
consul ti ng.

The third panelist, Mark Sirower, is a corporate
devel opment advisor with the Boston Consulting Goup and a
gl obal | eader of BCGs MRA practice. He's also a Visiting
Prof essor at NYU s Stern School of Business. He's taught
M&A at the Wharton School at Penn. He has witten sone very
i nteresting books and articles on nergers and acqui sitions.
He will conclude our panel and presentations, and then we
wi | | have di scussion anongst the panelists and questions
fromthe floor.

So, we'll begin with Pankaj.

MR. GHEMAWAT: Thank you, David. Wll, good
norning and | appreciate this opportunity to talk to this
very distingui shed group about nmergers. Since it’s just
after rather than before a break, |I think it’s reasonably
safe to nention that of all the speakers today, | probably
have the least to do with nmergers of anybody on any of the
panels here. M sort of contact with nergers and the little
witing that |I’ve done on nergers really stemed froma
client that | had been involved with for a while, and in
1999, | found this conpany, which was generally pretty
anal ytical, generally very thoughtful about its investnent
deci sions, deciding to nake a big | eap and do a big cross
border nerger. | was sufficiently staggered by the

reasoni ng involved to wite a Harvard Busi ness Revi ew
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article with the non-judgnental title, the Dubious Logic of
A obal Mega Mergers, and | suspect that that’s the reason
why |’ ve been invited here today.

As shown in the slide on the bottomof the first
page of ny handout, |I’m going to be tal ki ng about things a
little bit nore fromthe nitty gritty perspective that David
menti oned. The one thing that |I should stress is that I'm
sort of nore used to talking to audiences interested in
busi ness policy than in public policy. So, while |l wll try
and reframe things appropriately as we go through the
vari ous paces, | nmay not always have the nental agility
necessary to do that, and so, if you can sort of translate
appropriately, that would be useful as well.

In any case, ny brief for the 15 m nutes of fane,
or however one describes this that one has today, was to
cover a fairly broad territory and of the various things
that | tal ked about with David, these are things that |
figured I could at |east touch on in passing in the course
of 15 m nutes.

First question is a paradox or partial paradox of
why nmanagers’ assessnent of the success of nmergers generally
tends to be nmuch nore positive than their assessnent of the
financi al success of nergers.

Second, there’'s the issue flowng fromthe first

guestion of what exactly do managers mean by nerger success?

Third, can we actually get a little bit beyond
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sinple advice to get the cash flows right, in terns of
thinking froman ex ante perspective of what’s likely to
drive success versus failure?

And finally, David al so expressed sone interest in
having ne talk very briefly about bases of value creation a
little bit different fromwhat the FTC traditionally focuses
on; in particular, bases for value creation that go beyond
cost savings and just market power to jack up prices, and
|1l try and do that as well with a couple of exanples. So,
that’ s the agenda.

To start off with measures of success, we do have
this partial paradox of why it is that when you ask nanagers
how wel | the mergers they’ ve participated in have done, you
generally get positive reactions, and when you ask them
specifically about financial success, you get much nore
nmuted reactions. Now, sone of this is not nmuch of a
paradox. |If you go and ask sonebody who’s just been
responsi bl e for investing a big chunk of his conpany’ s net
worth in a nerger, it is relatively unlikely that they are
going to go out on a linb to stress the extent to which the
nmerger failed to acconplish their objectives.

But even if one discounts that particul ar
hypothesis, it does seemthat there are sone differences in
terms of how researchers have traditionally defined success
versus what business nanagers tend to think about when they
t hi nk about the extent to which a nerger has succeeded or

fail ed.
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So, this norning, earlier this norning, if we
t hink back to our first panel, much of the discussion really
focused on -- well, actually, there was | ess focus on stock
price performance than | had expected and a little bit nore
di scussi on of accounting neasures of profitability. But it
is worth sort of thinking about reasons that nmanagers wl|
gi ve you or reasons that you can infer if you talk to them
about why they undertook particular efforts or what they
regard as indicators of success in the efforts that they ve
undert aken.

In addition to stock price performance and
accounting nmeasures of profitability as neasures of success,
the slide on the top of page 2 of ny handout has a
m scel | aneous |ist under the “others” category. This |ist
is by no neans neant to be conplete. It is nore to give you
a flavor of the different kinds of considerations that
managers mght bring to bear in assessing nerger success.
Even if they aren’t nmaking their assessnments on an entirely
sel f-serving basis, why mght there be a bit of wobble
bet ween how academi c researchers | ook at the problem and
what managers m ght report?

First, under the other category is the idea that
there is the possibility of exploiting overval ued stock.
Now, of course, no manager that |’ve ever net has ever sort
of regarded his or her conpany’s stock as overval ued, so
this is nore traditionally franed as we have a strong

currency and we want to use the currency while it’s strong
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sort of argunent. Functionally equivalent, | suspect, to
expl oi ti ng overval ued stock. But there m ght be sone nuance
differentials there.

Notice that to the extent that one believes this,
this does have sonewhat strong inplications, and | think
Steve Kaplan alluded to these. This does have sone
inplications for the use of stock price perfornmance studies
to try and infer, even over a three-year tine period, how
wel | or how poorly a merger has done.

A second common kind of notivation and the one
that really stood out to me when | was | ooking at the nerger
ganes that were on in a bunch of globalizing industries is
this idea of maintaining or inproving market share position.
So, if you take, for instance, the sort of very el aborate
m nuet that was going on in the worldw de al um num i ndustry
back in 1999, where first Al usuisse, Pechiney and Al can
announced that they were going to conbine in APA, and then
very qui ckly Al coa announced that it was going to be buying
up Reynolds. |If you talked to the people involved, it’s a
little bit hard to resist the conviction that certainly the
desire to retain the position or build up the position of
the world' s | argest al um num producer played as large a role
in these conbinations or attenpted conbi nations as did any
sort of quantification of cost savings, et cetera.

Third, and | think this sort of falls in the
category of sonething that we want to treat, perhaps, nost

seriously of these other reasons, is the idea that you can’t
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really |l ook at nmergers as one-off transactions. In sone
sense, to the extent that a nmerger should be or is part of a
carefully crafted strategy that cuts across multiple

domai ns, a manager m ght very well regard a specific
transaction as actually having been successful based |argely
on the contribution that it makes towards the inplenmentation
of that chosen strategy.

And then finally, there’'s achieving a strategic
transformation. People wait long tinmes before they get to
be CEGCs, and so, one can find lots of sort of interesting
exanpl es of people stepping up to the plate and deci ding
that for better or worse they' re going to transformthe
conpany and using their ability to actually do that as a
measure of nerger success or failure.

This list could be added to, and as | said
earlier, should not be inferred to be conplete. But it does
sort of suggest a couple of things. Oneis -- if we're
trying to understand nerger notivations in particular, we
probably want to go beyond just the neasures of performance
sanctified by research tradition and start thinking about
what sonme of the notivations are for the people who are
actual ly responsi bl e for nmaking these deci sions, subject, of
course, to your concurrence, what these people say about why
they’ re engaging in sone of these mergers.

| think the second point that’s sort of worth
mentioning in this context is that while sonme of these

expl anations listed under “others” certainly seemto make
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sense fromthe perspective of a value maxim zing or profit
maxi m zing private enterprise, there are others that at
their outer limts start to verge on, if not self-

i ndul gence, perhaps one could go so far as to say fantasy.
Therefore, it’s useful to try and think, well, not just what
reasons do managers actually articul ate when you ask t hem
why they’'re engaging in particular nergers, but whether it’'s
possi bl e to devise sonme kind of framework for thinking about
whet her these prom sed gai ns, whatever they happen to be,
are actually likely to be realized.

Since | have five mnutes |left and only about
three-quarters of nmy presentation left to go through, let ne
try and speed things up.

Very sinply, the traditional advice in terns of
sort of ex ante assessnment of nergers is along the |lines of
try and see if you can do the discounted cash fl ow anal ysis
properly. If that turns out to be positive, you should go
ahead, and if it turns out not to be positive, you should
not. 1Inthe field of strategy, we like to think that we’ ve
sort of gone sone distance trying to think about the
econonmic primtives that are the underlying drivers of the
cash flows that you should be plugging into your cash fl ow
nodel s to figure out whether value is likely to be added or
not .

Very sinply, when | work with conpani es or when
try and teach nmy students about nergers, we spend a fair

anount of tinme actually trying to think about what the

For The Record, Inc.
Wal dorf, WMaryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

86

di fferent conponents of value froma firnm s perspective

m ght be, and deconposing those into things that we think
busi ness strategy has had sonmething to say about. The slide
on the bottom of page 2 of ny handout helps illustrate this.

" mnot going to explain the logic of this beyond
noting that value is the product, roughly speaking, of
volunme and margins. |If we deconpose margi ns, at |east one
particular way of doing it that has a certain anount of
precedent in strategic practice, as well as an internal
logic, is to think about how attractive an industry will be
on average — M ke Porter’s work on industry attractiveness.
Then t hi nk about deviations fromthat average by trying to
t hi nk about whether a nmerger is, in fact, likely to inprove
your relative cost position or your relative differentiation
position in ways that are likely to nake your margins, as a
particular conmpany in a particular industry, differ fromthe
average industry margins.

This is a very cunning device whose subtlety may
not be entirely apparent at first glance. The itens |isted
in the slide on the bottom of page 2 of ny handout are al
hel pful | y al phabeti zed so that ny students can renenber to
think through factors A through G as they think about nerger
assessnent .

Rat her than spend nore tine tal king about the
subtlety of this, let me just sort of give you an exanple
using the slide on the top of page 3 of ny handout. This is

a conpany that | spent a fair amount of time studying. |In
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response to a question that was raised earlier, it’s
actually part of a study that |I’m doing of nergers in the
cerment industry overall. Cenmex probably dramatizes, in a
cross border context admttedly, sonme of these potenti al
gains, inline with the tenplate on the previous slide, that
it mght be worth thinking about if one’s really trying to
cast one’s net broadly to figure out the potential for value
creation through a nerger.

Accel erating growm h, back in the |ate 1980s, Cenex
wasn’t even the largest player in Latin Anrerica. |If they
hadn’t enbarked on an aggressive program of nergers, they
woul d probably have stayed snaller than Votorantim which
was the largest player in the Anerica’s at that point, and
which, since it ran out of space to growin its donestic
mar ket of Brazil, really engaged in an unprofitable strategy
of horizontal diversification as opposed to growing wthin
cenent .

The inmportant point here is that if you believe,
as | do, that Cenex has sone inportant firmspecific
capabilities in terns of cost reduction within the cenent
i ndustry, and given their reluctance to add |ots of new
capacity to markets they were entering, because they did not
qui te have shutdown econom cs, nergers were, in sone sense,
essential to trying to apply their cost reduction expertise
to a broader capacity base than just the capacity that they
controlled wthin Mexico.

Second, in terns of cost reductions, clear
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exanpl es of sone cost reductions associated with reductions
in operating costs through post-nmerger integration, scale
econonmes and IT. One interesting feature of the cenent
i ndustry in general, though, and a rem nder that our usual
assunption that cost savings are good, other kinds of things
not so good necessarily, is that the big cost savings that
the big cenent players have actually gotten by acquiring
pl ayers in other countries really stemfromtaking advant age
of financial distress in |ocal markets.
So, if you look at the Asian crisis, basically al
the cement majors paid about $100 to $110 per ton for a
capacity that was valued at typically between $150 to $200
per ton, and while that’ s probably good for the cenent
maj ors, certainly when we’'re taking a gl obal federalismkind
of perspective, it’s not clear that that should be treated
as a significant source of value creation. That was really
just redistribution going on between the distressed sellers
in these |ocal markets, and the buyers who happened to be
mul ti-market players, not quite as exposed to the regional
downturn as the people whose capacity they were buying up.
Exanpl e of differentiation, wllingness to pay,
this is sort of mxed. You can think of sone cases in which
sonme of what they were trying to do to raise willingness to
pay woul d probably fail an antitrust test of is this good.
So, Cemex operates the biggest trading network in the
i ndustry, even though it’s not the |argest player. And as

far as one can tell, this trading network is used partly to
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ensure that flows of cheap inports get diverted to markets
where Cenex does not have a nmjor presence of its own to
defend. Good from Cenex’s perspective, hard to sort of
argue that this is a very good thing fromthe perspective of
poor custoners suffering in Cenmex-dom nated markets.

On the other hand, you may find this remarkabl e,
but within the cenent industry, there's recently been a nove
towards branding cenent, and this is particularly inportant
in emerging markets. Before we dismss this as sonmebody
just getting a little bit too carried away by their
mar keting courses, it’s sort of worth renenbering that one
of the major problens in these markets is the adulteration
of cenent, which frequently |leads to collapses of buil dings,
fatalities, et cetera. So one can see, in Cenex s brand-
bui | di ng canpai gn, which again you presunably need sone
firmspecific skills to be able to pull this off, they’ ve
had a chance to apply this to markets outside Mexico, places
like the Philippines. They re starting to do this in India.
There’s a potential for sone significant consunmer gains
associated with actually having quality assurance and a
product that seens less likely to sinply have been dil uted
wi th sand than the typical bag of cenent that you m ght
purchase in an energi ng narket .

The big thing that seens to be going on here
overall is very nuch what you people really care about.
There is significant evidence of nmulti-market collusion in

this industry, and so, if one |ooks at EBIT margins, which

For The Record, Inc.
Wal dorf, WMaryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

90

are the standard neasure of perfornmance here, and just
correlate those with the share of |ocal market capacity held
by the top three global players, you end up with a R-square
of about 60 percent.

So, that’s suggesting that, again, the story is
somewhat m xed. W can see sone good things that are
associated wth what’s been going on around these nergers
and we can see sone bad things that are associated with
t hese nergers.

| think forestalling risk is relatively obvious.
This is sinply the idea that in a very cyclical industry
there are sone advantages both in ternms of exposure to
conpetitive attack and in ternms of exposure to |ocal country
risk associated with operating in multiple markets. |If you
buy the point that cenent players typically do not have
shut down econonics in new markets that they get into,
nmergers presumably are the nost obvious way of tapping these
ki nds of risk reductions.

And finally, there are sone exanples of |earning
benefits. So, Cenex, back in the early 1990s, acquired
Val enciana in Spain just before a big downturn hit the
Spani sh market. They were forced to rummage around in
Val enciana’s files to figure out if there was any way of
sal vaging the solution. This is where they figured out that
it was feasible, in fact, to use information technology to
really achieve significant cost reductions in the Spanish

operations that subsequently have ended up fl ow ng back into
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their operations in Mexico and being applied to their
operations in other countries.

So, this is an atypical case because | suspect
that the nunber of different |l evers that Cenex has pulled to
actually tap gains fromnergers are a little bit broader
than those available in the case of the typical conbination
and for the typical conbination, one can tal k about a whole
bunch of problens that arise that make the Cenex case a
little bit | ess representative. Typical conbinations
usual ly don’t manage to achi eve an accel eration of growh
rates; often exaggerate cost savings; often m ss out on the
di seconom es of scale, scope and conplexity associated with
nore conpl ex product lines than sinply cenent; and don’t
have quite the sanme ability to enhance willingness to pay,
et cetera.

| realize nmy tine is up, so let ne just sort of
tal k you through one counter-exanple case and then wap up.
| said the Cenex case is atypical. Just to give you a sense
of variation, let’s conpare Cenex w th anot her nerger that
|’ ve spent sone tinme |ooking at, Daimer/Chrysler. The
interesting thing about Daimer/Chrysler was that apparently
at the initial neetings between Shrinp, the CEO of Daimer
and Eaton, who was the CEO of Chrysler, the early
di scussions seened to have been entirely focused on
achieving tax benefits or making sure that the potential of

tax benefits of the merger were not sonehow di ssi pated away.
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So, that’s where they decided that the nerger
woul d be a stock swap, that it would be a pooling of
interest type nerger and that the entity would continue to
be incorporated in Gernmany to take advantage of Gernman tax
| aws, carry-forward, et cetera.

But remar kably enough, there actually does not
seem to have been any discussion at the | evel of these
different functional elenments that |’'ve tal ked about in
ternms of where the savings were going to cone from above and
beyond the tax economies, until at |east a year or a year
and a half into the merger’s process.

And al so remarkably, when you actually quiz
Dai m er - Benz executives about the strategic |ogic of the
merger, what you see over and over again, because |’ve seen
t hem qui zzed about this in multiple fora, what you see is
the slide saying the world is getting nore concentrated,
only four or five or six big auto players are going to
survive, and the nmerger was clearly essential for us to be
one of them

| actually had a very lively session with Dainler-
Benz’ s top nmanagenent where | pointed out that our own
concentration data on the auto industry, using a Herfindah
| ndex so we could | everage sone of Ray Vernon's old data,
indicated that the big problemin the auto industry has
actual ly been that concentration has declined nore or |ess
continuously since the md-1950s (as shown in the slide on

the top of page 5 of ny handout), and therefore, if you
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t hought that you were going to get huge gains associ ated
wi th buying up a conpetitor, well, you have to put that

agai nst the fact that concentration levels in the auto

i ndustry worldwi de are at levels that we hadn’t seen for the
| ast 40 or 50 years, and that led to a big theol ogi cal
di spute about, well, should we nmeasure nunber of conpetitors

or should we nmake some attenpt to wei gh the nunber of
conpetitors by their market shares. | suspect that we
probably have nore of a common understanding in this room on
what the right way of resolving that particul ar debate is.

The slide on the bottom of page 5 of ny handout is

my last slide. So, |I think in conclusion, |I'd just sort of
like to stress four things. First is -- and this stood out
at the end of the previous panel as well -- we can talk

about averages, but it’s also worth renenbering that there
is enornous variation in outconmes, and digging deeply into
that variation typically requires nore of a clinical or case
study or whatever el se your preferred term nology m ght be,
in ternms of approaches, so that there is sonme value to

suppl ementing | arge-sanple analysis with detail ed studies of
i ndi vi dual cases.

Second, |I’'d argue that a ot of the work that is
done, especially the | arge-sanple work, takes a very
transacti onal focus on nergers and acqui sitions, and
particularly when you | ook at serial acquirers |ike Cemnex.
It’s very, very hard to assess their strategy without really

considering in some depth both how their industry is
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evol ving and what their overall strategy is as opposed to
sinply asking, well, did it make sense for Cenex to buy this
particul ar cenment conpany.

Third, in ternms of analysis of benefits and costs,
| do think that it’s worth sort of thinking beyond the
traditional categories of cost savings and increased market
power to at | east nmake sure that one’s done one’ s due
diligence on sone of the other categories of potential gains
that | tal ked about.

And lastly, it’s sort of worth renenbering that
practice can be inproved greatly, which probably has sone
inplications for, as the FTC goes into the discovery process
or sonething else, this may have sone inplications for what
you shoul d expect to find when you | ook at some conpani es.
Certainly, not all conpanies can be expected to have
anal yzed these issues in quite the depth that woul d benefit
t hem and, perhaps, even benefit society as well.

Let ne stop there. M apologies for running over.

MR. SCHEFFMAN:. Ckay. Next we have M ke Shel ton
from McKi nsey.

MR. SHELTON. Hello, everybody. As seen in slide
1 of ny handout, | want to spend a little bit of tine today
just talking, first, about sone research that consulting
firms have done. \What we’ve done is | ook over consulting
firms overall and just get an overall perspective for you of
sonme of the viewpoints.

Second, to focus on where the value is in these
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deals, and then third, to bring to life just one exanpl e of
a success. And David asked ne, the last tinme we had tal ked,
he said, there’s no shortage of organizations that you can
pi ck about how they failed in a nmerger. So, it would be
good to see one that was really successful. So, that’s what
"1l end on.

I f you | ook at ny experience, |’'ve been involved
with over 50 nergers in terns of going through the
i npl enentation of integrating the two organizations. So, |
do tend to conme fromthe perspective of the deal’s going to
happen, now what can you really do to nake sure that we nmake
this successful. So, I'lIl try to bring sone real tangible
i ssues as we tal k about the values of a deal.

|’ve always felt and been told, over the last 10
years, you need to start every MGA, nergers and
acqui sitions, presentation with a slide that shows an arrow
going up, just to reflect, I think, sublimnally that MRA is
here to stay and that they’ re always growi ng. Now,
unfortunately, the last year and a half, you see, in slide 2
of ny handout, this tail going the wong way. But
nonet hel ess, if you | ook at 2001, and I know that 2002 is
even going a little bit down, but it’s probably about equal
to the 1995, 1996 tines, those years were the top year ever
before. So, while we have seen a flip down, there' s stil
just a tremendous anmount of mergers going on.

I f you look at different consulting firns and

busi nesses that have done research, generally overall you
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see sonmewhere in the nei ghborhood of 60 to 75 percent of
nmergers fail fromthe perspective of the studies that are
going on, and a lot of different organizations have done
studies. Slide 3 of ny handout has just sone of the
sanples. But this is what you' re seeing in the businesses
and in the research and in the newspapers.

I f you |l ook at themoverall, what are these
studi es saying? As shown in slide 4 of nmy handout, these
studies, overall, in terms of the failures, they re saying
about 30 percent of the failures are due to poor deals.
Basically, you just pay too much. These synergies were
unrealistic, the prices were too high. Seventy percent of
them wusually when you | ook back at these, they reflect back
at the inplenentation. Wether it is sone of the softer
i ssues |ike the comunications or the cultural differences
or if it’s custonmer loss or if it’s just poor inplenentation
goi ng through the actual nerger.

I’1l go ahead and flip through sonme of the
different studies just to give you highlights of what we’ve
seen. First, about two years ago, MKinsey did a study and
this study really focused on performnce and performance
ethic. As seen in slide 5 of ny handout, the key finding in
this study is that 65 percent of the nergers failed. And
then the focus for conpanies that did the nergers well, one,
they were able to maintain the performance ethic of the
stronger conpany throughout the nerger. So, in other words,

i n nost organi zati ons, when you have two conpanies with two
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performance ethics, one of themtends to | ower the other,
and because of that, the overall organization tends to not
achieve as well as it did. The second major result was
being able to retain the key people.

KPMG did two studies, one in 1999 and one in 2001.
In their nost recent study, referenced in slide 6 of ny
handout, they indicated that 70 percent of nergers failed.
They did that based on sharehol der value, really | ooking at
pre-deal and then to a year afterwards and trying to
conpensate for the other “noise” that takes place during
that whole year. The results that they found there were
basically focused on how well the integration was nmanaged.

But then if you look at their study fromtwo years
prior to that, referenced in slide 7 of ny handout, they
found that 83 percent of nmergers failed. So, if you |ook at
KPM5 s results, they ' re basically saying that nergers have
been i nproving even over the |ast couple of years. And what
t hey had shown as reasons for organi zations that had been
successful, back in 1999, was really a much better job in
terms of evaluating the synergies, in terns of focus on due
di li gence.

The organi zations that did well, also, were able
to select a nore conprehensive | eadership team managenent
teamthat was able to drive the organization forward, and
then finally they focused nore on the cultural and
conmuni cati on i ssues.

A. T. Kearney did a study in 2000. During that
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study, they |ooked at a three-year period in ternms of

shar ehol der val ue, and, again, trying to take out the noise
of everything else that was going on within these nergers.
That’s a very difficult thing to do. As shown in slide 8 of
nmy handout, they found that 58 percent of the nmergers had
failed. The main two issues that they found for

organi zations that were successful were, one, in terns of

| eadership issues, and two, that organi zations that failed
had an over-enphasis in the cost early on, and because of
that, they lost opportunities in terns of grow h.

Mer cer Managenent Consulting was the only conpany
that actually showed in the 1990s that nore nergers
succeeded than failed, and they had contrasted those to the
1980s, where they had shown that there was only a 37 percent
success rate. Theses findings are shown in slide 9 of ny
handout. Again, in that particular study, they |ooked over
a three-year period. |1 won't go into the Coopers & Lybrand
st udy.

But if you | ook overall in terns of where the
value is, and the deals, we’ ve tal ked about this nostly in
the norning in ternms of whether or not it’s the econom es of
scal e or the econom es of scope. W’ve tal ked about
Dai m er/ Chrysler before in terns of market power and we even
menti oned about Cisco before in terns of access to R& or to
products.

But, generally, in terns of the sources of val ue,

we see four mmjor sources, whether it’'s the cost synergies
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that you try to go after, the revenue synergies, |ooking to
i nprove the managenent or operational inmprovenents. These
are shown in slides 11 and 12 of my handout.

In terms of the values and who benefits fromthis,
there are three major categories, shown in slide 12 of ny
handout. First, there’'s the increase in sharehol der worth.
When you | ook at shareholders, fromall of the perspectives,
fromthe different studies that we showed wthin the
consulting firns, you'll see one thing different from sone
of the comments that were made in the norning. 1In terns of
the overall|l perspective, it’s always fromthe acquiring
conpani es because whether or not they' re fromthe overal
econony’s, the target conpany ended up with nore value in
the organi zation. But obviously that’s irrelevant to the
shar ehol ders of the acquiring conpany. The acquiring
conpany is never going to go forward and do a nerger just
because it’s good for the sharehol ders of the target.

So, who overall can benefit froma deal? One,
obvi ously, the sharehol ders overall. Otentines, the
shar ehol ders don’t see the nobney because the value actually
goes back to the conpany, and so, it’s reinvested into the
conpany in order for the organization to be able to succeed
and nove forward |ong-term

Al so, there are three benefits that custoners
oftentinmes see, and | know that that’s a particular interest
that the FTC has. One is price reductions. Second is

efficiencies that they are able to gain due to the mergers.
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And then finally new opportunities, and the classic

i ndi cati on of new opportunities was when Mattel bought
Fisher Price. Fisher Price had a certain understanding in
terms of hard plastics. Mattel had jungle gyns that were
not made of hard plastic. A whole new product energed from
that of hard plastic jungle gyns that noved forward.

When an organi zation | ooks at the val ue,
basically, they |ook at four particular areas, as seen in
slide 13 of ny handout. One that is oftentinmes overl ooked
IS just ensuring that the business nonentumis naintained.

Al ways when you | ook at the deal, the total synergies of the
deal are much | ess than, for exanple, in this case, the 2003
busi ness goals that the organi zation has. Second, capturing
the near-termsynergies in terns of the redundancies, the
econom es of scale. Third, organizations that are
successful spend a trenmendous amount of tinme focusing on the
unfreezing aspects in terns of the skills that can either be
shared between the two organi zations or basically taking two
organi zations and inproving those to a |level that wasn’'t
sust ai ned before.

The classic exanple of that is Novartis, where you
had two really average pharnmaceutical conpanies. The CEO
really noved the two organi zations together saying, the
pur pose of the nerger was to use that as a catal yst event to
upstage and increase the perfornmance of the conbi ned
organi zati on, and they were successful in doing that.

And then finally, oftentines, the value conmes from
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a strategic change, in other words, a business being able to
go into an area that it would not have been able to do if it
wasn’t for the nerger

So, in |ooking at overall, what do you need to do
or what do organi zations, once they are going into a nerger,
how can they be nore successful in actually integrating the
two organi zations? | won't go through all 10 of the itens
mentioned in slide 14 of ny handout because of tinme, but |et
me pick out a couple of them

One is in ternms of making sure that you focus on
t he busi ness nmonentum Again, with regard to any
i ntegration that takes place, the key is not to focus on the
i ntegration overall, but to pick out the areas where there's
real value in the deal and then nmake sure that your nost
tal ented people are focused on those areas. Losing sight
of, in this case, your 2003 goals, can dramatically decrease
the success of the nerger. The nerger will suffer, even if
you capture all your synergies, if you | ose sonme of your key
clients, if you | ose sone of your nonentum

An exanple is a | arge Fortune 500 paper conpany
that merged a couple of years ago. The CEO had indicated
the mpjor failing that they had was | osing their nunber one
client, and he said that was just clearly because of a |ack
of focus because so nmany people were focused on the
integration. That’'s one of the key things that
organi zati ons need to be focused on.

Second, in ternms of nunber four here, the
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unfreezing opportunities. Lots of organizations |ike
Novartis, that | had nmentioned in the past, have really been
able to take advantage of the nerger, not just because of
the natural synergies, but being able to use that as a

catal yst event to upstage your overall efficiencies or
performance within the organization.

Nunmber five here, in terns of noving quickly,
organi zations that tend to fail tend to not be able to nake
their decisions quickly. So, put a managenment process in
pl ace to ensure fast decision-making. Otentines we'll say,
come up with decisions that are 70 percent solutions that
are 100 percent executable. If we nmake the wong deci sions,
we' Il turn around and fix themlater, but we have to be able
to nmove qui ckly, because as soon as you announce the nerger,
your conpetitors are going to be reacting in specific ways,
especially in terms of your people and your custoners. So,
you have to be able to react fast.

One other one in terns of cultural change. Sone
of the nore practical ways we’ve seen organi zati ons deal
with culture, the ones that are successful at it, identify
the cultural issues up-front and then focus specifically on
them A classic exanple where organizations fail in terns
of culture is their performance ethic. Two very strong
organi zati ons that manage their people or control their
people differently will have a very difficult tine
integrating and will not be successful because they don’t
take that into account.
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And |l et ne be very specific with that. |If you
have an organi zation that focuses on operations in ternms of
controlling their people, think about sonebody |ike a
M crosoft. When they | ook at their organization, they’l
| ook at the operations and they’' ||l be very specific and the
managenent will focus very hard on the operational goals, on
their business plans in terns of whether or not they're
going to be successful. Another organization focuses very
much on values. Were a third organization could focus on
finances, and in ternms of finances, as |ong as you nmake your
nunbers, we’re not concerned about how you get that done.

So, how a conpany focuses on those controls
bet ween those three specific areas, if they try to integrate
Wi t hout conpensating for that, we’'ll find that they re not
successful .

On the other hand, organizations incent their
people very differently. Some organi zations incent because
t hey have the values, |like a Southwest Airlines, we have the
val ues that people believe and want to work for our
organi zati on versus some organi zations that incent purely on
i ncentives, and others on the opportunities that they bring
for their enpl oyees.

Organi zations that try to conbine their two
conpanies, wth regard to those three aspects, if they don't
take that into account, they’'re not going to be able to
integrate their different nmanagenent processes and retain

their best people.
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And I will end with just one success story, shown
in slide 15 of nmy handout. Very briefly, BP/ Aroco ended up
with a market cap organi zation of over $200 billion. They
were able to go into different areas that they had not been
able to go into before; for exanple, natural gas, going into
the Far East and becoming a stronger player in terns of sone
of the best retail markets. And sone of the specific things
they were able to acconplish during their nerger, one was
they were able to cut 20 percent off of their cost base.
Very specifically with that, in the first 100 days, they
were able to reduce their headcount by 10,000 people, which
resulted in their stock price increasing over 11 percent.

Sir John Brown, the CEOQ very nuch led the
i ntegration and was very visible throughout it, and at the
end of the day within the first year, they achieved $2
billion in cost savings, which was a year ahead of the
expectations that they had sent to the marketplace. So,
they were 12 nonths ahead in their initial synergy capture.

["11 turn things over to Mark.

MR. SCHEFFMAN:. Ckay, thanks, M ke.

MR. SCHEFFMAN:  Mar k?

MR. SIRONER: Good norning. Let ne try that
again. | just got back froma couple of days in C evel and,
that’s where | grew up, and we say things like, is it cold
enough for you? It is quite cold in here.

( LAUGHTER)

MR. SIRONER. Good norning. Geat. That’'s what |
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like to hear. Well, thanks to Pankaj and M ke and Pau
Pautler for putting this programtogether. | thought |'d
start out with a couple of jokes. WlIl, mybe they’' re not
so funny, but they' re quotes from CEGCs at the tinme sone
maj or deal s were announced -- just to give nmy remarks a
little bit of context.

The first one is fromBernie Ebers. This is right
after the MCI board voted to accept the all-stock Wrl dCom
of fer as opposed to the $34 billion all-cash offer from GIE
Some of you m ght renenber this one. During the investor
present ati on soneone asked Bernie the foll ow ng question: so
how much is this really going to cost? And Bernie
responded, not a red dinme is needed, and if | ever needed
any noney, ny investnment bankers are sitting two seats to
the left -- which was greeted by uproarious appl ause.

There’s another here, this one is fromBarry
Diller, and this, | think, says a |lot about the | ack of PM,
post-nmerger integration, preparation that’s often present
when nergers are announced. But this is what it sounds |ike
when a CEO answers questions fromthe press or from
analysts. | think it was Steve Lipin at the Wall Street
Journal who asked Barry Diller, then CEO of QVC, why he was
offering to pay a 33 percent premiumfor CBS and whet her
there were any synergies. This bid for CBS cane shortly
after QUC had lost its bid for Paranobunt to Viacom M.

Li pin asked, why is QVC offering a 33 percent prem um for
CBS? And Barry Diller said, there are sonme synergies here
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for sure. | don't know where they are yet. To say that now
woul d be an idiot’s gane.

Now |"m sure Barry didn't nean it, but this is
what you never want to say to public nmarkets. And | hope
that when I'’m finished that |’'ve sort of captured how
telling these quotes are and |’ ve shown what regul ators
ought to be looking for early on, to see if a conpany is
really prepared to deliver on what it is prom sing,
especially around that gol den synergy prom se.

|’ mgoing to cover several things in ny 20
mnutes. |I'mfirst going to sandwich Mke Shelton’s revi ew
of studies between a couple of my owmn. | don’t have any
slides, but |I’ve handed out ny book, The Synergy Trap, and
sone articles, so you should at |east have nore wei ght than
anyone el se.

The first is a study from The Synergy Trap. That
study | ooked at acquirer sharehol der returns fromdeals from
1978 through 1990 and then tracked themover tinme for four
years. And then, a recent study that we did at The Boston
Consul ting Group that was published in Business Wek
Magazi ne, the Cctober 14th cover story, |ooked at 302 mmj or
deals worth over $500 million from m d-1995 t hrough m d-
2001. And there are three levels of analysis and results in
t hese studi es.

The first level is, how do these deals perform on
average, for sharehol ders of the acquirer, and nore

specifically, what’'s the split between wi nners and | osers?
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Well, in both studies, we found a significantly negative
mean return on announcenent, and roughly the same 65 percent
negative return, 35 percent positive return split, in both
the Synergy Trap and the Busi ness Week study. This is a
result that was actually found many tinmes before, detailed
in an appendix in the Synergy Trap. That is, several prior
studies in the financial economcs literature found this
sane negative initial return for acquirers, with a 65/35
negative/ positive split. And these findings are al so
consistent with the |ater studies that M ke revi ewed.

But let’s go into these averages and de-average
thema bit. Wen | say 65/35 negative/positive, |I'm
referring to the stock market reaction to deal
announcenents. Gven the reality that no one nmanages an on-
average deal, and Pankaj nade a very good point that there’s
so nmuch variation around these averages, when we del ve
i nside the sinple averages we find sone very interesting
things. One of the things that we find, and Steve Kapl an
alluded to it earlier fromone of his studies, is the
i nportance, the predictive power, of the initial stock
mar ket reactions to deal announcenents. This represents the
second | evel of analysis in nmy findings. And here’s how we
i nvestigated whether these initial investor reactions told
us sonet hing about the future.

In Synergy Trap and this nost recent study
publ i shed i n Busi ness Wek, we fornmed two portfolios of

conpani es based on investor reactions at the tine of deal
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announcenents; one portfolio of those conpani es where

i nvestors reacted positively initially and one portfolio of
conpani es whose investors reacted negatively. So we had a
positive reaction portfolio and a negative reaction
portfolio. And what we found is sonme pretty strong evi dence
that investors understand the econom cs of deals, and the
chances of success, right fromthe beginning.

In our nost recent study of 302 | arge deals, the
positive reaction portfolio had an average initial return of
about positive 5 percent; the negative portfolio about
negative 9 percent. And then we just tracked these
portfolios over tine. And isn't it interesting that the
nmeans of those two portfolios remain pretty nuch the sane
over time. So, even at the end of a full year, the positive
portfolio return is still positive and the negative
portfolio return is still negative, and the nean one-year
total shareholder return on these portfolios is roughly the
same as the initial reaction returns. Investnent bankers
hate to hear this kind of evidence because what do they tel
their acquirer clients when their stock price falls on the
announcenent of a deal? OCh, it’s just a short-term
reaction, it doesn't nean anything, we're in this for the
long term Well, surprise, surprise.

What’ s even nore interesting i s what you find when
you actually get into the data a bit deeper, the third | eve
of analysis -- because we do know sone of these conpanies
turn around fromtheir initial reactions. WelIl, it turns
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out that 70 percent of the negative reaction conpanies are
still negative a year later, and about 50 percent of the
positive reaction conpanies are still positive a year later.
So indeed sone initial reactions get reversed but clearly
the mpjority of investor reactions are indicative of what

wi ||l be said about success or failure down the road,
especially given a negative reaction. Now, along this third
| evel of analysis, we'd certainly want to know the returns
to the majority of acquirers whose |longer-termreturns are
in the sane directions as their initial reaction.

In other words, what about those conpani es whose
stocks react positively or negatively on their nerger
announcenents and then actually deliver, so to speak, on the
initial expectations of investors, thus confirmng the
initial positive or negative expectations? And it turns out
that the positive portfolio wi nners, those conpani es that
start out positive, deliver on their prom ses, and then
maintain a positive return over the course of a year
actually have a total sharehol der return, industry-adjusted
a year later, of roughly 33 percent. Again, this is the
result fromthe nost recent study of nmjor transactions.

The negative portfolio losers, that is the 70
percent of conpanies that start out negative and confirm
t hose negative expectations a year |ater, have a total
sharehol der return for that first year of a negative 25
percent. That neans there’'s a 58 percent total sharehol der

return difference between those conpani es that start out
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positive and stay positive, deliver on expectations or at
| east confirm expectations, and those conpanies that start
out negative and confirmthose negative expectations.

What’s the big inplication of this? Wll, it
seens |like investors do a pretty good job of |istening
carefully to what senior nmanagenent teans tell them when
they bring deals to market. This gets ne to why | wote the
Synergy Trap several years ago. Two specific reasons. The
first one is what seens to be this gap between what
i nvestors see and what conpany executives see. And | often
say it this way, geez, if investors can get it right, well,
shoul dn’t we expect conpanies’ officers and directors to get
it right? So, what are the things that investors are
| ooki ng at that conpanies seemto mss? Wll, we need to
under stand what we, as consultants or as regul ators, can
| ook for early on to get a sense of whether conpanies wl|
likely deliver on their prom ses.

The other reason | wote Synergy Trap was | sort
of got tired of what | call the key success factor approach
to acquisitions. You so often hear, don't pay too much,
manage the cultures right, and have a strategy -- rea
not her hood and apple pie stuff. And | turned it on its ear
a bit and I asked, well, what does it nean to have a
strategy? How do you even neasure synergy so that we can
price it? Because if you can’t measure synergy, then you
can’t price it, and then you know it’s a dead-on-arrival

deal or at least it’s a value-destroying deal fromthe

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27
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upfront for sonething you can’t define. And finally, is
there going to be an operating nodel in place that can
actually turn that business case or that strategy into real
val ue?

So, let nme go through those three issues. |Is
there a strategy? How do you neasure the benefits? And
woul d there be an operating nodel in place? |1’magoing to
focus on the second and third issues.

|’mnot going to say too nuch about the first one
because Pankaj did a nice job on that. But | always have
this overall rule of thunmb when |I’m | ooking at a potenti al
deal. 1Is there a strategy there? |'m always asking, is

there sonething that a conpany is going to do that’s tough

for conpetitors to replicate? | don’'t care how i nnovative
sonet hing m ght be -- they mght tal k about great new
products, for exanmple — but if it’s easy to copy, it’s

unlikely to be worth much value, particularly on these
vi sionary deal s about changi ng the industry | andscape and
that sort of thing. I1t’s often vision w thout strategy.
So, I'lIl leave strategy with that.

Now, the issue of nmeasuring synergy is really
i nportant for today. |I’'Il take it first fromthe investor
perspective and then an FTC or regul atory perspective,
because | think fromthe investor perspective it’'s very
cl ear how you just have to neasure synergy. It’s a little

bit less clear froma regul atory perspective, and let nme go
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t hrough this.

When | was an academ c, even back as a doctoral
student for that matter, | was troubled by a |ot of the
academ ¢ work on neasuring changes in performance foll ow ng
mergers, particularly in the managenent field where the
success of deals was neasured sinply by conparing post-
nmerger performance to pre-nerger performance. | always
t hought this made absolutely no sense from an investor
perspective because a | ot of the so-called inprovenents,
beyond pre-deal perfornmance, are already priced in the
shares of both the acquirer and the target. | thought, how
could you not | ook at the anmount of performance that’s
al ready priced, as the appropriate benchmark for measuring
post-nmerger performance. |In other words, what were
i nvestors al ready expecting these conpanies to do before
they were put together as a new enterprise?

And that led ne to define synergy as operating
gai ns over stand-al one expectations, and that if you didn't
take into account those stand-al one expectations, you
basically got one big synergy trap. You d get there post-

nmerger, you' d start getting some cost savings or revenue

gains and you d say, well, geez, I'mstill not nmaking noney
froman investor perspective — ny stock price is stil
down. Well, that’s because you paid for sonething that was

al ready priced into your shares, and worse, you paid a
prem um — nore noney than anybody else in the world thought

the target conpany shares were worth — for gains that were
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actually already priced by investors.

| published a paper with Steve O Byrne in the
Journal of Applied Corporate Finance a few years back that
focused on this issue of post-nerger benchmarking. W found
I f you benchmark post-mnerger performance correctly, initial
mar ket reactions are actually a very good predictor of the
actual operating gains over and above, or bel ow, what was
al ready expected that will likely result frommergers. So,
| believe that froman investor perspective it’'s very
i nportant to neasure synergies as operating gains over
st and- al one expectations already priced.

But, froma regulatory perspective, where the
i ssue is neasuring efficiencies, it’s alittle bit |ess
clear. For exanple, suppose you take the AOL/Ti me Warner
deal and you |l ook at the pre-offer share price of AQL.
Vell, there may be performance gains priced there that wll
never happen, ever. And yet, there may be sone efficiencies
in the deal, depending on the benchmark. The question is,
are the perfornmance i nprovenents that are priced there in
shares, a realistic view of the future wi thout the nerger?
From an i nvestor perspective, you ve got to consider them
And when you buy anot her conpany, you're fixing the price of
that target conpany, and the enbedded expectations, once you
pay for it. The target’s price can’t fluctuate once you buy
it. | nmean, you're really prom sing these gains to your
i nvestors. And the acquirer has generally been telling

i nvestors that its own shares are underval ued, so acquirer
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managenent has actually been prom sing those enbedded
expectations as well.

But, | think, fromthe governnent’s perspective,
you’ ve got to conme to ternms with what the right benchmark
Is. I1t’s either going to be the conbined current
performance of the acquirer and the target w thout future
expectations that is the appropriate benchmark -- and a
regul ator asks, well, can the new conpany beat conbi ned
current performance? O you have to pick a benchnmark that
has sonmething to do with what those conpani es woul d | ook
| i ke without doing the deal. And that’s a little bit |ess
clear to me. Froman investor perspective, it’s very clear.
You | ook at the stock prices and see what performance is
al ready expected and then you frankly ask, can | beat it?
But froma regulatory perspective, that seens to be a huge
i ssue. Maybe we can tal k about that in QA

Which gets nme to the third issue | said |I'd talk
about here, which is the operating nodel that nust be in
place. This, | think, is nmuch nore clear. Specifically,
what are the signals that you would | ook for froma
managenent teamif you were a director or if you were
sonmeone fromthe FTC interview ng managenent of a conpany on
whet her they were prepared to really deliver on what they
wer e prom si ng.

One of the articles that |’ve handed out is a
piece from D rectors and Boards Magazi ne where we tal k about

something we call the PM Board Pack. For any nmjor
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integration effort there are generally four stages. First,
you have to set the direction, and that’s what |’mgoing to
focus on next. Then you gather data and build a fact base
on how both conpani es operate. Then you nake the deci sions
on that fact base, and then you inplenent those deci sions.
What ever major integration effort you | ook at, you’'l
generally find those four phases.

Now, let ne talk about five specific pieces of
evi dence of readiness that you could |ook for froma senior
managenent teamto see if it has really set a direction that
will allow the conpany to deliver on prom ses. The first
one is a cal endar and phasing of mmjor activities over the
course of the integration effort. |Is there sone cal endar
showi ng one or two nonths for gathering data, two nonths on
maki ng deci sions, et cetera? W need to see sone sort of
ti ght cal endar that indicates when key activities will be
conpl eted and, down the road, when the board of directors is
going to revisit the performance of what they’ ve approved.

Second, is something we call high-1level shaping
decisions. |Is it clear what the new senior managenent team
is going to be and what the key reporting relationships are
going to be? Are there any integration issues that are
going to be deliberately postponed or taken out of the
initial integration effort? Is it clear, as Mke said, what
are the major drivers of value on which | arge anounts of
attention will be focused? Presumably those factors drove

the deal in the first place. And, also, what is the new
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organi zati on structure and what are the new business units?

Let’s take the AOL/ Ti ne Warner deal for a nonent.
| believe very, very little of this was sorted out. Wen
t he deal was announced, you had little idea what the new
organi zational structure would be, what the new business
units woul d be, and that contrasts dramatically with a
nerger |ike Pepsi and Quaker, an exceptionally well planned
| arge deal, which I'Il close with.

The third conponent of readiness is a tailored
i ntegrati on approach, where you're really setting
expectations for the organization during the integration
process. One of the things that, unfortunately, is a fact
of life in mergers and acquisitions is uncertainty. You
want to do sone things early on to try to take out sone of
that uncertainty, which we believe cones under the headi ng
of how we approach the integration. So, what’'s the tone?
WIIl it be managed as a nerger or as an acquisition?
Qoviously, well, as you mght recall, this issue was one of
the big failures in the Daimer/Chrysler integration. How
fast is this going to nove? There are different degrees of
speed, and seni or managenent ought to understand what
di fferent degrees of speed nean for the integration. Sone
t hi ngs can nove nore quickly than others. Finally, how wll
deci sions be nade, who will be involved in those decisions,
and how and to whomw || they comruni cate those deci sions?
These are things that are perfectly realistic to have in

pl ace, at |least to set sonme broad guidelines and
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expectations for the organi zati on, before the deal is done.

And now, parts four and five are really where the
rubber neets the road in pre-nerger integration planning.
So, nunber four is integration structure, teans, and
resourcing. Mke Shelton did a nice job of tal king about
the need to preserve nonentum what |’ ve called the
performance that was already priced in the shares of both
conpani es; you' ve just got to preserve that. And one of the
things critical to understand in post-nerger integration is
that the PM is actually a discrete structure. It’s a
living, breathing structure that goes on separate fromthe
operation of the individual businesses.

And the senior managenent team particularly in
| arge deal s, has to have a view of what that structure is
going to look |ike. W' s going to be housed in that
structure? There's a picture of a typical structure, by the
way, in the PM Board Pack article that’s available to you.
This leads to teans and resourcing. So, who is going to sit
in the senior steering commttee? Wat’'s the hub -- who's
going to run the hub and really manage the entire
integration effort? Approximately how many teans are we
tal ki ng about throughout this PM structure? |[|f you don’t
see a view of that in the managenent team you can bet
they’'re in no position to run the integration, because
that’s where the work gets done. It’s within that PM
structure.

And one of the easiest sort of no-brainer
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questions is just ask managenent, how many people from your
organi zati on or the conbi ned organi zati on are going to be
involved in this effort? If it’'s a big deal, say above $5
billion, they should have a pretty good view of this. Is it
1, 000 people, 2,000 people, 5,000 people? 1Is it 10,000
people? If there’'s not a fairly clear view of just how many
peopl e are going to be involved in this effort, you know
they’re not going to hit the ground running.

Finally, nunber five in ny list of five conponents
of readiness is the business plan, and here’s where the
definition of synergy is crucial. Wen we talk about the
busi ness plan that has to be in place before you do a post-
nmerger integration, we know there has to be clarity about
t he base case, and the base case is essentially the conbined
forward plan wi thout synergies. Now, presunably, in a good
deal, the conbined forward plan will discount back to the
conbi ned pre-deal market value. Wen it doesn’t, you know
you’' ve got a big hurdle to deal with fromthe begi nning,
particularly if you ve paid a prem um

But, essentially, you need to see that the
managenent team has an idea of what was already prom sed to
i nvestors and also to enployees for that matter, because the
enpl oyees are going to have to deliver on this thing. And
believe nme, they have a certain set of expectations
t henmsel ves.

So, is there a base case in place that allows a

new forward plan to be constructed? Then, any efficiencies
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t hat managenent clainms will result fromthe nerger can be
overlaid on top of that base case. Can you observe the
anount of inprovenent over the base case that managenent
expects in year one, year two, year three? You should be
able to see those nunbers, nmaybe not with great detai
underneath it, but at |east sone high-Ievel view

So these are the five conponents of readi ness you
as regulators can ook for if you have an insider view, if
you're actually able to sit with managenent or exam ne the
deal documents. In short, you can ask very specific
guesti ons.

Now, suppose you' re a conplete outsider and al
you can | ook at is the investor presentation. Here are the
three things that | believe you can | ook for, to determ ne
whet her any significant synergies are going to occur. |
t hi nk Pepsi Co’s acquisition of the Quaker Cats Conpany is a
great exanple of a conpany that really had their ducks in
order right fromthe get-go and you could see it in their
i nvestor presentation. 1’1l go through this very briefly in
a nonent. But what are the three things?

First, is trackable inprovenents. One of the
things | criticized about the HP/ Conpag deal announcenent

I's, you just cannot go to the markets with a two and a half

billion dollar synergy nunber as managenent did, and be
believed. Two and a half billion of what? Wen? You
really have to break it down. [It’s an asynmetric

informati on problem If you don’'t break big synergies
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nunbers down into conmponents for investors, they just assune
you don’t know. So, |ook for trackable types of
i mprovenents.

Second, is a story that reduces uncertainty,
rather than injecting uncertainty, for the enpl oyees who
have to deliver. | thought another problemwth the
HP/ Conpag announcenent was that nmanagenent injected
tremendous uncertainty into both organizations. Mnagenent
stated that 75 percent of that two and a half billion dollar
synergy nunber was going to cone from workforce reductions
and those reductions weren’'t going to happen fully until the
end of the second year. And the anpunt of headcount
reducti ons was going to be 15,000 people. But that was
15, 000 peopl e over a conbination of 11,000 job cuts that had
al ready been announced at both organi zati ons before the
deal. So, HP/ Conpaq nanagenent injected about as much
uncertainty at announcenent as woul d be possible in a
nmer ger.

And then third, and this is less inportant froma
regul atory perspective or an efficiencies perspective, but
it mght send a strong signal: the PM plan nust be tied to
t he econom cs of the transaction. And that’'s where nost of
these investor presentations fall apart. You can just see
there’s no |link between what managenent is prom sing and the
val ue that they paid for the deal

So, let nme just quickly outline the Pepsi/ Quaker

exanple -- for me, it’s a benchmark to hol d ot her investor
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presentations against. PepsiCo’ s investor presentation had
two major parts. First was a review of what was al ready
prom sed to investors, and managenent went through the
growt h i ssues by several neasures, such as EBIT and revenue
grow h. They went through about three or four different
performance nmeasures and basically said, here’' s what we’ ve
al ready prom sed you -- now here’s how we’re going to go
beat it. And that was the second part of the presentation.

They broke down the announced $230 m | lion of
synergies into conponents. They stated the top line
i nprovenents and then what the flow through would be to pre-
tax operating profit. And they detailed the cost savings.
Every conmponent had a reasonably detailed |ogic that backed
up the nunbers.

Forty-five mllion would conme fromthe Tropi cana-
anbi ent busi ness because of the strength that Gatorade, a
Quaker brand, would bring to PepsiCo; 34 mllion from
sel l ing Quaker snacks through Frito Lay; 60 mllion through
procurenent savings; 65 mllion fromsavings in S&G&A and
| ogi stics and hot fill manufacturing; and 26 mllion of
corporate redundanci es. And managenent stressed several
times that these were conservative estimates and they were
not going to include the potential of the Pepsi network to
add to Gatorade sal es.

And by the tinme the deal actually closed, PepsiCo
actually increased synergy estimates from 230 mllion to 400

mllion, with a detailed analysis of all of those changes in
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a day-long investor presentation.

If you're not seeing that kind of preparation,
then that should send up sonme big red flags, particularly if
they’re visionary deals and you only hear tal k about
changing the world and great new products or services, with
si ngl e nunber synergy estimates. |It’'s a pretty good bet
that those efficiencies aren’'t there. And those are ny
comments. Thank you very nuch.

MR SCHEFFMAN:  Thanks, Mark. Sonme brief
reactions fromthe panelists to anything they ve heard
bef ore we open up to questions?

MR, SHELTON. Personally, let me pass on any
queries and see if we can get nore quickly to the QSA.

MR. SIRONER: Yes, | would suggest that. | didn't
sense the huge differences, as we had, in the first panel.

MR, SCHEFFMAN: Ckay. W’ Il start questions from

t he audi ence or are you all frozen? Susanne?

M5. TRIMBATH: | would just like to hear, in
particular, fromMke and Mark. It seemed to nme that you
had different definitions of synergy. 1In the base of that

pyram d that you showed, M ke, your definition of synergy

| ooked a lot |ike cost reductions to ne as opposed to the
nore classic definition of “one plus one equals three.” The
things that Mark tal ks about seened nore |ike the classic
definition. 1'd like to hear fromthe two of you a little
bit nore about how you’re defining synergy and how you t hink

you m ght differ on that.
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MR, SHELTON. W look at it fromthe viewpoi nt of
what shoul d the acquiring conpany | ook at as synergies
noving forward in ternms of capturing, and fromthat, it is a
perspective of both cost synergies, revenue synergies,
synergies that you can get -- in other words, transform ng
or sharing best practices, as well as negative synergies
that conme froma nerger because of | ost opportunities,
specifically around when you | ose custoner share, you | ose
revenue, you |ose key talent. So, that’s how | would define
synergi es.

MR SIRONER. |'’mnot sure we're really apart on
this. The question is, what’s the benchmark? Actually,

M ke brings up a really good point about the possible
negative synergies. At BCG we call it the synergy matching
principle. For anything good you' re going to get, there may
be sonme costs that result fromit, too. You ve got to net

t hose out when you value the premumyou are willing to pay
for the deal. The benefits and costs for those benefits

al so help you lay out the roadmap for the integration
efforts.

But you have to be cl ear about what the base case
is first. You have to |look at what these two conpani es | ook
| i ke together line by |ine going forward, so you can then
neasure and track the performance gai ns over the base case
going forward, and those gains will break down to revenue
synergi es and cost synergi es.

M5. TRIMBATH: So, a cost synergy is one plus one
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equal s one?

MR. SIRONER. Well, once you |ay out the base
case, which is what you al ready expect, you overlay the
synergies on top of that. So, in ny view, that’'s the only
sensible way to do it; otherw se, you' re junbling forward
pl ans that are already there and you haven't separated it
fromthe new stuff. |If you re trying to incentivize soneone
to get performance gains, you ve got to make sure they
achi eve what they’ ve already pronm sed to do as an
i ndependent conpany, and you’'re overlaying the additional
benefits on top of that. You want to make sure there are
tangi bl e benefits for managers who really achi eve those
synergi es.

MR BOANER: Joe Bower from Harvard Business
School. | guess the question that intrigues ne is based on
your nmore general findings. They indicate that a |ot of the
nmergers don’t work out. Suppose we stipulate that those
nunbers are nore or less right and that two-thirds of the
deal s don’t | ook good fromthe perspective of the acquirer.
And now, let’s take a public policy perspective on that.
Does that nmean that you should have a predisposition to |et
nmergers go ahead because, in fact, they' re not going to
achi eve the objectives that the nanagenents had in mnd
anyway ?

MR, GHEMAWAT: | think this is sort of just
har ki ng back to Steve's presentation this norning. |If the

maj or reason the mergers don’t work out is that the prem um
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was too |arge, then presumably, this is sort of a matter
bet ween shar ehol ders of acquirer versus acquired conpany,
and at least | personally have trouble seeing a public
policy rationale for intervention in that particul ar regard.
| think the general issue that cones up is that, sort of the
wobbl e between the private benefits froma nmerger and the
soci al consequences is actually fairly substantial.
Therefore, | would suspect that probably there should be
nore attention to sort of trying to figure out where the
sources of wobble come from There' s obviously the private
benefits fromthe nerger to the parties, and that presunably
one could deal with by looking at it froma public policy
st andpoi nt by | ooking at both the acquirer and the acquiree,
rat her than worrying about the distribution of gains between
t hem

There nmay be externalities on the rest of the
i ndustry, which seens to be another useful, separate pasture
to focus on. Then there s probably some other sort of
i npl i cati ons above and beyond that that m ght also be worth
factoring in. But we were talking primarily, or at |east |
was talking primarily, about the private benefits from
mergers. To go fromthere to -- we know nergers destroy
value for the acquirers, so let’s stop them | would
certainly stop well short of such a concl usion.

MR. SIRONER: Yes. These debates often get nuddy
because you m x up levels of analysis. | nean, we have the

macro | evel of analysis. Are nmergers good for the econony?
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And | believe the answer, after 20 years of evidence, is
yes. You add the two sets of performance together, the
gains to acquirers and the gains to targets, and you get a
positive nunber. That’s a different |evel of analysis from
whet her the officers and directors of acquiring conpanies
are doing as good a job as they shoul d.

And so, when you go to that next |evel of
analysis, there are a ot of things we | earn about acquirers
that | ose noney versus those that seemto do really well.

So, there are two very different |evels of analysis, and |
woul d agree with both Steve and Pankaj that from policy
perspective, you don’'t want to stop mergers.

MR. BONER: Let ne follow up because, in a way, |
think that’s ducking. Let’s just take as a category an area
t hat Pankaj has studied, which are the consolidations, the
gl obal mega nergers. Basically, they don’t seemto achieve
t he objectives that managenents had in mnd. Then why
should we worry about them from an antitrust perspective?

My inpression is that what happens in those nergers is that
t he managenents enter into them perhaps wth anti-
conpetitive objectives. But they don’t succeed. That, in
fact, what happens is they formthe nmerger and then, by God,
conpetition takes over and you get very positive outcones
fromthe point of view of the econony and you get the
results that you are tal king about fromthe perspective of
the firms and their managenents. That’'s a question.

MR. GHEMAWAT: | don’t know whether | should stand
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up to respond to it so that | don't get further charged with
ducking. Cearly, a lot of these nergers have el enents of
that. At least mnmy understanding of BP, with some of its
nergers, yes, it was probably sensible to require sone
constraints in what they were going to be doing on the Wst
Coast of the United States, because otherw se, after
acquiring ARCO these guys were going to end up with
substanti al market power in that regard.

| think it’s hard to take sone of the very | argest
deal s and separate themvery cleanly into this is primarily
a market power-driven nerger versus this is primarily a cost
ef ficiency-driven nmerger, and that’s where | think things
start to get a little bit nuddy. But, certainly, if things
are driven primarily by market power and if it turns out
that these market-powered gains are greatly overestinated
partly due to the diligent work of people at this agency and
el sewhere in Washington, then it’s sort of sharehol der
beware. But we don’'t necessarily need to alter very nuch
what’ s happening with the process. |’mjust not quite that
clear that that’s the only thing that’s going on in any
conpl ex transacti on.

MR. KLEINER: |’ m Thi baut Kl einer fromthe
Eur opean Commi ssion. Chairman Miuris, this norning, started
with saying we had a chicken and egg problemin this whole
debat e because basically firms didn't come up with good data
or information about efficiencies and, therefore, efficiency

clainms couldn’'t be integrated very well by authorities in
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their analysis. But then, listening to what has been said
so far, I’mnot sure we're escaping this trap and this
problem The first panel has explained that it’s not clear
whet her efficiencies are there or not.

What you are telling us is that you need to go
very nmuch into the details of howto integrate the two
conpanies and really to have a very precise view about how
todo it if you want efficiencies to be realized. But then
the question is, how do you get this information ex ante?
How are you able to nake precisely your calculations so that
you can cone up with these good ideas and synergies? So,
how is it possible froma public policy point of view then,
to escape this kind of information gap where you don’t have
the right data to present efficiency clains?

MR, SHELTON. A nerger is a risky deal, and it
requires a | ot of execution done properly by the managenent.
| think it would be very difficult and I would really
question if we would run public policy to try to estimate,
first, how well managenent’s going to do, and then based on
that, to make a decision. So, | think whatever public
policy we conme up with can’t be contingent on guessing right
whet her or not nmanagenent’s going to execute.

VMR. SCHEFFMAN: Let nme chine in because | think
maybe we’'re tal king past one another. Mark el oquently
advocated, as | think all the literature on nerger outcones
i ndicates, that integration is really inmportant and that

planning for integration is inportant. So, the issue is
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what should we see on that? -- and, | should say, we don’'t
see very much. W'l talk about this somewhat tonorrow. It
maybe there are antitrust risks. Renenber, we’re | ooking at
a deal before it can be consummated and maybe they can’t do
full due diligence.

So, we actually don’t see nmuch on integration
pl anning in the docunents, and we get all the conpany
docunents in a typical deal. |s that because with your
clients you say not until the deal is consummated can you do
it, or are we seeing deals that are rem ss?

MR, SHELTON. Well, | would actually say, the
conpani es that do this best do a trenendous anount of
i ntegration planni ng beforehand, and they’re pushing up
agai nst what you're allowed to do pre-regul atory approval

So, while | would say nmany conpanies don’t do as
much pl anning, the conpanies that are doing it well are
doing a | arge anount.

MR, SIRONER: Yes, except 1'd just break the
i ssues down a bit. You re looking for two different things.
One is, is there a real business case there supporting the
deal? Is there a real strategy? And then, is there any
evi dence of the planning or the operating nodel that’s going
to take that business case and turn it into the value that's
built around that business case? So | think there are these
two separate but essential pre-closing issues. |Is there
evi dence of a real strategy or business case, and are there

t he conponents of just what absolutely nust be in place to
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turn that business case into val ue?

W regularly work through | ong nmerger approvals,
| ong requl atory processes, and it’s amazi ng how nmuch wor k
can get done wi thout violating any sharing of information
constraints. Al these different building blocks that M ke
tal ked about and that | tal ked about need to be in place
bef ore conpani es can successfully go forward with the
integration — it’s just that sinple. And all you’'re doing
by not having themin place is introducing nore and nore
uncertainty to the organi zation, the people who are going to
eventual ly have to deliver on the business case. And so,
the best people with options sinply don’t believe that the
deal has much chance of working and they start | ooking for
ot her opportunities.

MR. GHEMAWAT: My col | eagues on this panel have
tal ked about best practice. The one thing that I'd sort of
stress once again, huge variation in practice. So, if you
can’t find the docunents, it may be that sonebody is playing
a strategi c gane of non-exposure, but it may also sinply be
shear ineptitude in terns of actually thinking through the
I ssues, and that possibility should not be ruled out before
inferring sinister intent fromthe non-production of the
docunent s.

M5. DETWLER  Thank you. Alice Detwiler with the
FTC. This follows up -- Dave’'s question touched on this a
little bit. It was clear fromboth Mke' s and Mark’s

presentations that the speed of decision-making and the
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speed of integration planning by itself was a key factor in
the success of the nergers and in realizing the synergies

t hat conpani es had predicted, and that’s probably a very
intuitive proposition to any business person. But it’s
useful to explore that since this audience is mainly
regulators and it has inplications both for the Hart-Scott
review, since that’s often a key source of delay, and al so
for the rules on pre-close integration planning, which we'll
be touching on in Panel 5 tonorrow.

| wonder if you could just explore that for a
nonent and explain why it is that the passage of tinme itself
and the need for quick decisions can have that nuch of an
I mpact .

MR, SHELTON:. Well, what organizations are
generally finding is that as soon as you announce a nerger,
that, one, the marketplace is |ooking for establishing ideas
of whether or not you’ re achieving the synergi es or whether
or not you're likely to. And the narketplace, the anal ysts
and ot her sharehol ders are very tough on organi zations that
cannot prove that they are noving towards those synergies.
So, that’s one.

Two is that conpetitors are reacting. So, in an
organi zation, especially when it takes a year to gain
approval or nine nonths to gain approval, your conpetitors
are noving already to try to counteract whatever strategies
you're putting into place and you're in alnost a hold

pattern. And so, a lot of things are done to try to find
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out how can we nmake up for that and what can we do, even
t hough we can’t share the information that we need to keep
up with the conpetitors.

And the third is in terns of talent that
recruiters have | earned that as soon as you announce a
merger, you go after that tal ent because, again, they're in
a vul nerable period of tine, and because of that, you' re
able to extract that talent during that tinme. And your
conpetitors are doing the sane thing to your custoners. So,
you're in a very defensive position, needing to nove very
qui ckly.

MR SIRONER. | would just add to M ke’s coment
on recruiters going after talent. W know several cases
where conpetitors have held job fairs inmediately after
announcenent, or soon after announcenent, at the airport
hotels close to the headquarters of both conmpanies. So,
it’s clear that there are those conpetitors out there that
are aggressively trying to poach talent.

But one other detail around post-nerger
i ntegration. M ke said sonething about trying to nake
decisions -- how did you say it -- decisions that are 70
percent --

MR, SHELTON:. Seventy percent solutions that are
100 percent inplenentable.

MR SIRONER. |'Ill give you our version, it’'s very
simlar. You essentially want to take actions that are

generally right, but not specifically wong. One of the
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greatly underestinmated i ssues about post-nerger integration
is the sheer nunber of decisions that are required. Take
bi g pharma deals, for exanple. W’ve counted up to 10, 000
non-routi ne decisions that have to be made during the

I ntegrati on process.

Vel l, the longer you put off decisions, the
greater the chance of inportant decisions getting out of
sequence. Another prob