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Mergers and Acquisitions: A Background in Theory and Practice

Before examining specific cases of vertical integration mergers and acquisitions, it is pertinent to briefly examine the pitfalls of the merger “game” as a whole.  Many of the hazards involved in vertical mergers are also present across all other types of mergers.  Mergers and acquisitions dominate the business world’s gossip columns and consume the efforts of managers, lawyers, and bankers--today more than ever.  The 1980s saw an explosion in M&A activity with 35,000 deals worth over 2 trillion dollars.  In 1989, average deal sizes reached over $200 million and since 1980, over $20 billion in advisory fees were generated.   Ten years later, the year 1999 saw a record $3 trillion in merger and acquisition announcements (Deogun & Lipin, 1999).  It could be said that the purr of the 1960s and 70s, when the deal flow was below $1 trillion, has become the roar of the 80s and 90s.

The Challenge of Mergers and Acquisitions

Mergers and Acquisitions have unique handicaps built into their very foundation, with the acquisition premium at the heart of that M&A challenge.  The acquisition premium forces executives and organizations to discover improvements in performance beyond what was already priced into the target firm’s stock value (Sirower, 1997).  Because finding these improvements can be challenging, the stock price of the acquiring firm almost always decreases upon the announcement of an acquisition.  A stock price reflects the assessment of the world’s investors on the current and future value of an organization.  The full time jobs of many of these investors are to understand the values of the new formations.  Acquiring companies are paying a premium for assets, technology, the economies of scale, etc.  Hence, the acquirers are paying a premium for the prospect of synergy.


Synergy is often defined as the “2 + 2 = 5” of the M&A effort.  In his book, The Synergy Trap, Mark Sirower (1997) wrote, “Pay attention to the math.  The easiest way to lose the acquisition game is by failing to define synergy in terms of real, measurable improvements in competitive advantage.”  Sirower believes that, without the proper pre-merger analysis, the post merger challenges embedded in the price of each acquisition can become disastrous.   He defines synergy as “increases in competitiveness and resulting cash flows beyond what the two companies are expected to accomplish independently.”  The acquisition premium commits managers to delivering more than the market currently believes is likely.  Sirower (1997) claims that, using the acquisition premium, we can predict gains or losses due to adequate or inadequate synergy.  He believes that the extra financial worth scenarios of most major acquisitions are predictably dead on arrival and cannot be saved through typical management practices. 

The Double Edged Sword

Acquisitions are an extremely unique business challenge.  To ensure added shareholder value, acquisitions have two problems created by the payment of an acquisition’s premium.   The first problem is that organizations must meet the expectations for the two firms set by the market prior to the merger.  Secondly, they must meet the heightened expectations forced by the payment of the acquisition premium (Sirower, 1997). 

In addition, the payment for an acquisition is up-front.  This means that there can be no test runs to see if adequate synergies in fact develop.  Acquirers must pay to even have a shot at success.

Divesture is often the only way to stop the bleeding from a bad acquisition.  But once a company begins the extensive integration process, it can be very expensive to unwind (Sirower, 1997).  For example, the cost of merging information systems, supply chains, and sales forces can be expensive.  Far worse, tackling these post merger challenges can consume the focus of a company and can allow competitors a huge window to improve their position in the competitive environment (Sirower, 1997).  In this case the acquisition premium is effectively far higher since it actually results in the loss of market-share, revenue, and profit in the years following the acquisition.  

Strangely, it seems that adequate research is often not completed prior to the acquisition process.  One would think that such a significant allocation of capital would follow a thorough planning and analysis process.  However, a Boston Consulting Group study found that less than twenty percent of companies had considered all the necessary steps for integrating the acquired company with theirs (Zangwill, 1996).  Upon seeing this statistic, one can understand why acquisition premiums put the success of a merger in such jeopardy.  Managers and shareholders must understand that the price paid for a company may have very little to do with its value (Sirower, 1997).  

As discussed, poor acquisitions are those that do not return their acquisition premium to investors.  Many acquisitions have negative stock market reactions when they are first made public, which reflects the capitalist world’s skeptical view of mergers and acquisitions.  When making a bid for a company, one is essentially transferring claims or cash from the acquirer’s shareholders to the target company’s shareholders if the acquirer over-pays (Sirower, 1997).   In the 1980s, shareholder returns decreased over sixteen percent in the three years following the acquisition announcement (Sirower, 1997).  Moreover, Sirower’s research reveals that sixty-five percent of major acquisitions have been failures.  

Why Mangers Play Against a Stacked Deck

Although there are a host of theories why managers continue to pursue M&A with such fervor, Mark Sirower (1997) believes that the explanations fall into two broad categories.  The first is to exploit an opportunity in order to improve existing management or create synergies between the two firms.  The second, executives will pursue their own motives of empire building, growth, or diversification using shareholder money.

Similarly, executives can get wrapped up in an M&A investment idea.  If a bidding war develops and the premium becomes too high, the successful organization can be struck by the winner’s curse.  The winner’s curse occurs when buyers pay too much at auction and therefore would have been better off losing their intended purchase.

Vertical Mergers

Vertical mergers involve companies at different stages of production.  The buyer either expands back toward the source of raw material or forward to the ultimate consumer.  Vertical mergers seek economies in vertical integration, and vertical integration facilitates coordination up and down the supply chain.  General Motors was a perfect example of a vertically integrated company.  GM was heavily invested down the supply chain.  They owned their own suppliers.  The largest group was the GM Parts Division, also known as Delphi.  The GM parts division supplied a huge percentage of the parts for GM automobiles instead of buying the parts from outside suppliers.

Vertical integration was a beloved strategy in the 20th century that found organizations believing they could slash costs if they could control their own supply chains, ultimately eliminating the premiums paid to suppliers and distributors.  Corporate chieftains believed that delivery performance would improve and supply shortages could be eliminated.  However, in addition to the previously discussed challenges facing mergers, vertical mergers can become absurdly inefficient and are susceptible to shifts in the market environment.  It is often believed that an organization can realize an extra margin by going up the distribution line, which, as we will see later, can be a mistake.  The exception occurs when the distributor has either a monopoly or oligopoly. For instance, the old Standard Oil Company long enjoyed the benefits of vertical integration.  But in the 1970s, Standard Oil lost control of the markets and distribution became irrelevant.  As a result, Standard Oil has been scrambling to sell gasoline stations ever since (Lowenstein, 1995). 

This paper will use the cases of a group of vertical mergers to discuss these problems and others.  After the vertically integrated companies of the Robber Barons, vertical integration was reintroduced into mainstream corporate America by the juggernaut companies of the 1980s like GM, Ford, and IBM.  The practice of vertical integration fell out of favor in the 1990s when management thinking became critical of the practice.  However, it has begun to make resurgence in a number of sectors, prompting speculation that companies are repeating the mistakes of old.  Many of the modern vertical integration deals have fallen in the communications sector.  Deals such as Viacom’s acquisition of CBS and AOL’s purchase of Time Warner are prime examples of vertical integrations that appear promising on merger day but result in decreasing shareholder value down the road.

Case Studies

The Acquisition of CBS Corporation by Viacom Corporation

The Expectations

In December 1999, shareholders of CBS Corporation and Viacom Corporation approved a proposed $38 billion merger.  Viacom's $38 billion acquisition of CBS had an interesting irony.  Viacom started out life thirty years before as a relatively small cable television venture of CBS.  Now it owned the VH1, MTV, and Nickelodeon cable outlets, as well as Paramount Pictures.   In 2000, it swallowed up CBS itself (Gabler, 1999).  Among other reasons, Viacom was looking for a stronger distribution arm for its powerful Paramount Pictures division.  Viacom was attempting to solidify its competitive position through vertical integration.

 In an effort to protect fair competition, for many years the Federal Communications Commission banned the type of vertical integration this merger represented.  The FCC believed such strong control of content and distribution was too monopolistic.  It was clear the repeal of these restrictions in the mid 1990s was a catalyst for this type of deal.  Mel Karmazin was head of CBS and would be the operational head of the new Viacom.  "We have for a long time said those (FCC) rules are outdated," Karmazin said. "It's almost like having black-and-white rules in a color environment. Those rules needed to be modified” (Howe, 1999, p.1).  Karmazin and others viewed the shift in regulation as an opportunity to complete that merger of two goliaths. 

A merger like this one is usually accompanied with bold predictions, and this merger was no exception.  Viacom's press release read, ‘‘the union of the two companies offers a dramatic opportunity to drive revenues and enhance shareholder value.  Reaching the greatest number of viewers and listeners of any media enterprise, spanning all ages and demographics, the new Viacom will be the premier outlet for advertisers in the world'' (Klinkenborg, 1999, p. 20).  Management of CBS and Viacom believed that if they could control a wider swath of media, the organization and its advertising customers could reach more people.

The main engineers of the deal were the wiry, 76-year-old media mogul Sumner Redstone and the CBS chief Karmazin.  Redstone, a man worth $10 billion who once told the world that content was king, built his Viacom empire from a series of Massachusetts drive-in theaters (Syre & Stein, 1999, p. 41).  Redstone used the announcement day to explain why it was a masterstroke to combine his Viacom Corporation with CBS Corporation and its distribution empire (Syre & Stein, 1999, p. 41).  "We will be a global advertising power," Viacom Redstone declared (Jones, 2000, p. 1).  "Our union will be king.  We will be global leaders in every facet of the media and entertainment industry, financially strong from day one with an enviable stable of global brands" (Marks, 1999, p A 1). 
It seemed that the aggressive Mr. Redstone saw a need for parity with the other big players, the Time Warners, Disneys, and News Corps of the world.  This merger almost seemed like a copycat deal because it was the fourth company that became vertically integrated.  The New York Times wrote, “Once the laws, regulations and consent decrees that prevented networks from owning studios or vice versa, went away in the early 1990's, it was inevitable that this sort of a deal would happen” (Gilpin, 1999).

Alexandra Marks of Boston’s Christian Science Monitor wrote, “For the corporate executives with their eye on the bottom line, the proposed buyout is proof that in the increasingly competitive media world, that bigger is undoubtedly thought to be better” (p. 1).  Management’s thinking was interesting, yet many of the mergers that they seemed desperate to emulate were floundering in mediocrity or worse. 
Wall Street analysts and the media believed that Viacom’s youth could spark the more conservative CBS.  “In merging with Viacom, CBS paired up with a lively young dance partner that could teach the old network some new steps,” wrote Don Aucoin of the Boston Globe (Aucoin, 2005).  "Beavis and Butt-head meets Dan Rather," was the description of one analyst on CNBC.  Or, in the words of Viacom chairman Sumner Redstone, " `Blue's Clues' meets `60 Minutes” (Aucoin, 2005, p. D1).  In actuality, Dan Rather finding a new golfing buddy in Beavis was just a metaphor that summed up the power of the wide demographic range that Viacom could now offer its advertising customers an opportunity to reach.
When looking at the history of this merger and the organizations involved, it is clear that this deal was a case of history repeating itself.  The movie studios of yore, like Paramount, the centerpiece of the Viacom empire, were conglomerates.  Early in the 20th century, Paramount pioneered the idea of uniting film production, distribution, and exhibition in one entity.  This idea sought reliable venues for its films.  The arrangement was a perfect example of vertical integration and was the industry standard until the 1940s, when the Justice Department ruled it monopolistic and forced the studios to divest themselves of their theaters (Gabler, 1999). 

Neal Gabler of the New York Times wrote, “The Viacom-CBS merger is in the grand Paramount tradition.”  When the Federal Communications Commission allowed networks to own the programs they broadcast, it enabled Viacom to produce shows for CBS.  This deregulation significantly sculpted the network’s role as a content distributor, a role that once solely belonged to the movie theaters.  Moreover, Viacom and CBS felt they could combine their television stations and exploit new synergies by advertising CBS programs on MTV, VH1, and Nickelodeon (Gabler, 1999).

As touched upon, the ability to sell more advertising within all these interrelated businesses that are part of Viacom/CBS was the largest reason for this union (Gilpin, 1999).  There was a perceived need for size and control over all facets of the production and distribution.  

The intention behind this merger was to change the independent nature in which television, radio, print, and the movies operated.  Executives believed cable and the Web shook up that structure, helped to break down the barriers, and strengthened the argument for what was becoming a vertically integrated industry (Gilpin, 1999).

Now, with Viacom's cable holdings, CBS could enjoy the revenue streams and cross-promotional opportunities that NBC and ABC had with their far-flung cable properties. "In large part, the network is the primer of the pump for the rest of the product," said Aucoin (p. D1).
The merger also attempted to solve Viacom's succession problem.  Redstone was 76 and planned to cede complete operating control to CBS' no-nonsense boss, Mel Karmazin. "Karmazin has become the Pied Piper of Wall Street broadcast analysts because of the great results he has delivered in the last few years at CBS," wrote USA Today.  "There was no one at Viacom with his breadth of abilities and talents” (Laing, 1999, p. 13).  CBS President Mel Karmazin said that his goal was to make their "stock worth more than Bill Gates' stock" (Lieberman, 2004, p. B 01).
In 1999, the media reported favorably on the likelihood of the mergers reaching these goals.   Verlyn Klinkenborg (1999) of the New York Times wrote:

“What is really at stake is distribution, the ability to create a seamless pipeline that delivers advertising, properly diluted with programming, all across the demographic spectrum, where it will at last ooze into the presence of the audience, young (MTV) and old (CBS), through its medium of choice: movies, broadcast television, cable, radio, billboards, the Internet.

This is indeed synergy -- not from the creative side of these companies, the side where synergy is always being touted, but from the business side.  Obviously, advertising sales depend to a certain degree on the quality of a television show, for instance, as well as its distribution.  But the audience this merger most clearly serves is the shareholders. On the creative side, synergy is still largely an illusion.  On the business side, it is just common sense” (p. 28).
Although many supported the deal, there were those who had concerns.  Anxiety over the deal came from those concerned with protecting the multitude of voices that were so crucial to a healthy democracy.  "We're not dealing here with rubber tires or candy bars," said media critic Jerry Landay. "We're dealing with the control of the voices of a democratic society that are now in fewer and fewer hands.  That raises concern bordering on horror" (Syre & Stein, 1999, p. D1).

Similarly, the Los Angeles Times fretted, “The antitrust authorities should take a close look at what media concentration on this scale means to diversity, creativity, news gathering and station ownership.  Unlike in cases examining the concentration of economic power in, say, the steel industry, media concentration affects constitutional rights to free expression and, through the dissemination of information, political views and news, the very foundation of representative democracy” (Engster, 1999, p. 5)

Despite those with concerns, by the end of announcement day, most investors seemed to be optimistic about the merger. "I think it's a very positive event for CBS and Viacom shareholders," said Roland Gillis of Putnam Investments, a Boston mutual fund company that invests extensively in media companies (Syre & Stein, 1999).  "It gives him scale to compete against the giant companies being put together globally" (Syre & Stein, 1999, p. D1).
Among others offering praise regarding the merger was Merrill Lynch analyst Jessica Reif Cohen.  She boosted her short-term rating on Viacom. Cohen said the stock should be up to $60 within twelve months, gaining more than 25%. 

In addition, Jill Krutick of Salomon Smith Barney raised her target on the shares from the low $50s to $57 (Henry, 1999, p. 03B).  Krutick’s predictions were raised on the prospect of quality management and interesting synergy opportunities.

Additionally, analysts believed that investors would put a higher value on each dollar of cash flow the combined company generated, which would boost the stock price from roughly fifteen times to nineteen times cash flow.  Instead of being valued in terms of share price to earnings, communication companies are often valued by comparing cash flow to share price (Henry, 1999).  They believed that investors would see each additional dollar as being more valuable because cash flow would grow from this merger.
Krutick stated that the stock would receive a higher valuation because both the companies had "strong operating momentum" and would integrate successfully, growing their cash flow faster (Henry, 1999).  Angela Auchey of Federated Investors acknowledged that the price was getting high. "But it is not outrageous given that you have to pay for Sumner (Redstone), and you have to pay for superior growth," Auchey said.  It is outrageous when that growth is by no means “in the bag” (Henry, 1999, p. 03B).  Although Mr. Redstone had had a brilliant career, it seemed curious that one could attempt to quantify the effects of what a manager would do with a combined company he had never run before.  

What could possibly go wrong when expectations were so high?  "I'm hard-pressed to find any negatives here," wrote Merrill Lynch media analyst Cohen (Henry, 1999, p. 03B).  

The Reality 

As discussed, Viacom's purchase of CBS in 1999 was based primarily on the theory that advertisers could package a huge array of advertising time and space on broadcast television, across cable outlets, in print, and even on radio, and billboards.  As recently as the second week of March 2005, it appeared Viacom was considering splitting itself into two companies, with cable and movies in one house, and TV, radio and outdoor in the other (Steinberg, 2005).  It is shocking that five years after creating the world's third largest media conglomerate by buying CBS for $38 billion, Viacom is thinking about splitting in two (Hofmeister, 2005).  Relatively, the combined company is in its infancy but the challenges that destroyed the merger had to do with, among others, the failure of possible synergies from vertical integration.
There were times when it seemed that the revolutionary synergies might possibly appear.  Brian Stienberg (2005) of the Wall Street Journal wrote, “Things were looking up in 2001 by agreeing to a $300 million cross-media pact with Procter & Gamble, the largest U.S. advertiser, whose moves are widely followed” (p. B4).  At the time of the deal, executives from both sides explained, "cross-platform agreements will represent up to 40% of all media arrangements in the coming years" (Steinberg, 2005, p. B4).
As it turns out, cross media advertising has yet to really catch on. "It's interesting -- that's the right sound bite -- but in fact there's very little of it being done," says Larry Spiegel, a principal at the Richards Group, an independent Dallas agency (Steinberg, 2005).  It seemed that there was a lack of precedent for the success of cross platform agreements. Mel Karmazin said, "We agree that others have not been able to do this, and we agree that there is a challenge here" (Jones, 1999, p. 1).  Organizations perform pre-merger valuation and deal viability research called due diligence.  Karmazin’s comment made it seem that due diligence was successful in uncovering the lack of precedent and the presence of a formidable challenge.  As discussed, due diligence in mergers and acquisitions is not often completed appropriately.  Here, it seems, that due diligence was completed but ignored.  If the lack of precedence had not been ignored the predictions of synergies might not have been so great, the acquisition premium might have been less, and maybe the deal would have never been done at all.

In addition, the company was susceptible to economic downturn due to its reliance on advertising revenue.  To keep up with the dilution of issuing a horde of Viacom shares to CBS shareholders, the new company had to come up with savings and revenue to produce an additional $700 million of cash flow just to stay even in cash flow per shares (Henry, 1999).  In an article entitled “Fans of Viacom-CBS deal count on cash flow” by USA Today’s David Henry (1999), Henry explains, “…even the brilliance of these two (Mr. Redstone and Mr. Karmazin) wouldn't save their business from being knocked by a dip in the economy and a drop in advertising.” This seems a perfect example of the dangers of paying too large of an acquisition premium.  Because of the premium paid, the company was forced to increase cash flow by an astounding  $700 million simply to remain at their current cash flow per share status.  
The contemplated separation would illustrate how the media consolidation of the last decade hasn't all worked out as planned.  Sallie Hofmiester (2005) reported, “Redstone has been frustrated that troubles in the radio sector have dragged down Viacom's value and prevented the company from expanding.  Creating two publicly traded companies would give Viacom's prized cable programming group its own currency--its stock--to use for acquisitions” (p. A1).
The proposed breakup of CBS and Viacom highlights the current challenges facing the entertainment industry, as it realizes that acquisitions have in many cases done as much harm as good (Hofmeister, 2005). "Media stocks, as a whole, have been a drag," said Frank Biondi, chief of a private investment firm and a former chief executive of Viacom and Universal Studios Inc.  "When companies have such large scale, it's virtually impossible to get all the pieces moving in one direction" (Hofmeister, 2005, p. A1).
It would seem that the failed promise of synergy was also another factor.  Viacom expected that the combined cable companies with CBS's radio and television stations would provide it clout with advertisers, allowing the company to squeeze more from them by offering one-stop shopping across many media.  Apparently, because some advertisers began demanding discounts for buying in bulk, Viacom ended up embracing the more traditional practice of selling each medium individually (Hofmeister, 2005).  By doing this, they were essentially relinquishing their largest opportunity for synergy.  It is unfortunate that they could not abandon the acquisition premium at the same time.
The severance of Viacom could be tricky, coming at a time when media leaders are using their various assets to negotiate at the bargaining table.  Viacom, for example, allows pay-TV distributors the right to carry CBS television station signals if they agree to carry the company's new cable channels.  Paramount Pictures uses the strength of its international film library to sell television shows overseas (Hofmeister, 2005).  Splitting the company's operations could make these arrangements more difficult because cable and broadcasting would be separated, as would film and television production (Hofmeister, 2005).
In a recent interview, Redstone believed the two companies still would be able to strike arm's-length deals that would allow for this interdependency (Hofmeister, 2005).  He said the separation was almost certain to occur but would take months to plan and carry out.  It could be completed by the end of 2005 (Hofmeister, 2005).

Viacom Co-president Leslie Moonves would lead a company that would include CBS, its television stations, outdoor advertising, and radio.  The other, to be led by the co-president Tom Freston, would include MTV, Nickelodeon, Showtime, and the other cable networks. It would also include Paramount Pictures, Paramount Television, and Simon & Schuster (Fabrikant, 2005).
The spin-off would be aimed at increasing the value of the company's depressed stock.  However, shares of Viacom have fallen from where they were in September 1999, when Viacom announced its merger with CBS (Fabrikant, 2005).  ''There are a lot of frustrated people at the company,'' said one executive who spoke on condition of anonymity. ''There are an awful lot of people here whose stock options are underwater'' (Fabrikant, 2005, p. C.1).
As discussed when Viacom and CBS merged, company executives hoped that by combining CBS with Viacom's more youth-oriented cable networks (like MTV) they could broaden their target audience and capture more of the market.  The “new and improved” company was geared to offer advertisers one-stop viewing for audiences of all ages (Fabrikant, 2005).  It would seem that Dan Rather and Beevis and Butthead have not gotten along so well.
Moreover, the merger was said to offer benefits like allowing the marketing of MTV programming on CBS's radio stations (Fabrikant, 2005).  That aggressive growth strategy failed to pay off, at least in terms of Viacom's stock price.  Shares were trading at $46.30 per share on Sept. 8, 1999, the day after the CBS deal was announced.  Investors reacted positively to the announcement that there would be a break up. Shares rose $2.71 on the day the split was announced, to close at $37 (Fabrikant, 2005).
''It is a momentous event that Sumner is willing to admit he was wrong and get smaller to create shareholder value,'' said Richard Greenfield, a media analyst at Fulcrum Global Partners. ''He is totally reversing everything that has occurred since 1995 and totally undoing all the size and scale that he hoped to create through acquisitions.  Despite the mergers, the stock has not performed well'' (Fabrikant, 2005, p. C.1).
Analysts say there are a variety of other reasons Viacom has not done better.  Some investors have been very concerned about the declining growth in advertising, a revenue stream threatened by digital video recorders and the increasing interest in Internet advertising. Additionally, Viacom has been plagued by management problems.  When Mr. Karmazin arrived at Viacom, he was very popular on Wall Street and had sent CBS's stock soaring thanks to his skills as a superb advertising salesman.  At a time when media moguls were spinning visions of a future on the Internet, Mr. Karmazin was a welcome contrast.  Karmazin was a no-nonsense executive who focused on quarterly earnings and cost controls, dismissed the creative parts of the business as "arts and crafts," and professed no interest in hobnobbing with stars (Flint, 2004).

But Mr. Karmazin became vulnerable at Viacom because he stopped delivering the numbers he was famous for.  Viacom missed its earnings targets from 2001 through 2003, while its stock price has stayed flat (Flint, 2004). 

It is known now that during the years that Mel Karmazin was president of the company, he and Mr. Redstone were constantly at war and appeared to have different opinions regarding how the company should be run (Fabrikant, 2005).  At Viacom's annual meeting on May 19, 2002, Mr. Redstone spent much of his time trying to reassure shareholders that his relationship with Mr. Karmazin was not on the rocks. "I can tell you we have never disagreed on any major issue," Mr. Redstone told investors (Flint, 2004, p. A1). The two had entirely different styles.  Mr. Redstone liked to socialize with his executives after work, while Mr. Karmazin was not interested in the dinner circuit (Flint, 2004).
But the differences went deeper than personality, and the disagreements started even before the Viacom-CBS merger officially closed.  Mr. Karmazin wanted to keep Blockbuster, the video-rental chain that Viacom was planning to shed.  While Mr. Redstone had endured Blockbuster's ups and downs over the previous few years, Mr. Karmazin liked the cash generated by the company, which was beginning to turn around under a new management team.  The two also appeared to differ over management changes for the UPN network in 2001.

Despite opposition from Mr. Karmazin, Mr. Redstone successfully pushed Viacom's board to start paying a dividend in 2002 (Flint, 2004).  Mr. Karmazin also took criticism that he did not like to make big investments, noting that he built Infinity through a series of large acquisitions and made several deals while at CBS and Viacom.  Still, he conceded that he was conservative when it came to investing in film (Flint, 2004).  "That has to do with the studio business being risky . . . I don't think we like 'Troy' or 'Van Helsing,' we'll make more money on 'Mean Girls,' " he said, contrasting two big-budget releases by rival studios with Paramount's relatively cheap hit comedy (Flint, 2004, p. A1).

A top Viacom executive said Mr. Karmazin was less interested in building new assets than in buying ones that Viacom could run better than their previous owners, providing they would not dilute the stock (Flint, 2004).

Mr. Karmazin eventually left the company due to the disagreements with Redstone.  "Broadcast people don't speak the same language as the cable people, the movie people, or the music people," one insider said (Jones, 1999, p. 1).  When Mr. Redstone appointed co-presidents, analysts worried about the inevitable rivalry between them. ''These bake-offs never produce great management results,'' said one executive (Fabrikant, 2005, p. C1).  In an interview, Mr. Karmazin said that as long as Mr. Redstone was the controlling shareholder, "there is never going to be a succession" (Flint, 2004, p. A1).

In addition to management infighting, new technologies make many investments risky.  This investment was no exception.  There was good reason to wonder how sustainable profits and growth were to continue, even at some of the largest companies (Lieberman, 2004).  TV producers and distributors could potentially see their economic models collapse if millions of viewers got digital video recorders, such as TiVo, and used them to skip ads (Lieberman, 2004).  Radio stations were grappling with Internet and satellite rivals (Lieberman, 2004).  Broadband, meanwhile, was threatening to evolve into a cheap, new distribution network for all kinds of media, including pirated movies (Lieberman, 2004).
What is ironic about the proposed CBS-Viacom split is that Mr. Redstone was unwinding his merger to create the ability to make more deals.  Sumner Redstone’s objective was to give MTV a ''high multiple'' stock he could use for more acquisitions (Fabrikant, 2005).  Investors have started to claim that the big media companies are largely mature, like utilities, so it does not make sense for them to keep using their cash to build even grander empires.  Instead, they should pay big dividends to stockholders (Lieberman, 2004).
Bruce Greenwald, a professor of finance and asset management at Columbia Business School, wondered why analysts and investors took so long to figure out that these mergers are not about the shareholders.  He wrote, "Generally speaking, media companies just (throw) it all away.  They've never been interested in maximizing shareholder return" (Lieberman, 2004, p. B 01). "Enough is enough," Greenwald said, "We keep waiting for the cash to come in.  When it does, it seems they always have to make new growth acquisitions.  And the real return to investors hasn't been that great" (Lieberman, 2004, p. B 01). 

As we have seen, this outlook is in stark contrast to the claims from Viacom that they made this deal, and will continue to make deals, in the interest of shareholders.  Investors were predicting declining growth rates (Lieberman, 2004, p. B 01).  Even worse, "there's a fear on the Street that companies are going to do dumb deals," says Sanford C. Bernstein analyst Tom Wolzien.  "If they give dividends, then the cash is gone [from their control], and it isn't burning a hole in their pockets" (Lieberman, 2004, p. B 01).  

Moreover, managers relish the glamour, lavish pay, and other perks of running big, powerful businesses (Lieberman, 2004).  David Lieberman (2004) of USA Today wrote in an article entitled Media Megamergers Don't Pay, “This may be the most radical change in the conventional wisdom on Wall Street.  Researchers say media companies never delivered on promises to unlock profitable synergies and efficiencies of mergers.”  Bank of America Securities analyst, Douglas Shapiro, made a powerful case for that conclusion in a widely read July report called: "The Jig is Up on Big Media Mergers" (Lieberman, 2004).  He concluded that Comcast would probably trade for about $35 a share--not its $28--if it had not bought AT&T Broadband.  Likewise, he says, Time Warner would be near $43 instead of $16.45 without the deals for America Online and Turner Broadcasting System.  And Viacom would be closer to $77 instead of $34.79 had it not bought CBS among others (Lieberman, 2004, p. B 01).  Additionally, Shapiro believed most big deals delivered as little as a three percent return on invested capital the year after they closed, and as much as seven percent after ten years.  “That's not good enough: companies have to generate seven percent to nine percent just to service their debt and attract investors” he said (Lieberman, 2004, p. B 01).
When discussing the breakup of his company Sumner Redstone said, "The world has changed, and if you are going to run a successful company you have to adjust to the times" (Hofmeister, 2005).  Apparently, the world had changed more quickly than Mr. Redstone thought, the deal creating the corporate mess was born just 5 years earlier.

The Merger of America Online and Time Warner Corporation

The Expectations

The merger of AOL and Time Warner was one of the largest mergers in the history of business, and it was by far the largest merger in the history of communications.  The blockbuster merger united the biggest name in the world of traditional media with the biggest name in new media.  Time Warner was the world's largest media and entertainment company and produced television, movies, music, and magazines.  The architects of the deal believed that AOL would offer the content creators at Time Warner a new distribution arm from which to dispense their products (PBS Online News Hour A, 2000).

Time Warner owned CNN, HBO, the Cartoon Network; magazines like Time, People, Fortune, and Sports Illustrated; and the Warner Brothers movie, television, and music studios.  In addition, Time Warner employed 70,000 people and had a pre-merger value of $100 billion.  Similarly, America Online was the nation's largest online company who provided more than 20 million subscribers with access to the Internet.  About 12,000 people worked for AOL, and prior to the announcement, it was valued at $163 billion.  This was truly a merger of two goliaths (PBS Online News Hour A, 2000).

Time Warner had $30 billion in revenue and was growing at about ten to fifteen percent annually.  Executives were challenged to uncover new growth opportunities for Time Warner.  The media claimed that the next opportunities for Time Warner were in the Internet.  Many believed that the merger would allow Time Warner to grow faster then their already above average ten to fifteen percent.  The media deemed the merger as the passing of the media torch to a new generation.  Soon it became evident that that torch had largely burned out (PBS Online News Hour A, 2000). 

At the time, management hailed the merger as a union that would launch the next Internet revolution by utilizing and expanding upon the already existing technology to better satisfy customers.  AOL-Time Warner's assets included the world's largest Internet dialup network, a whole array of cutting-edge interactive technologies, and cable systems that reached more than twenty percent of American households (PBS Online News Hour A, 2000).

Steven Case was the post merger chairman of the merged company.  At the merger announcement press conference, he explained the vertical integration aspects of the new organization: “AOL Time Warner will offer an incomparable portfolio of global brands that encompass the full spectrum of media and content, from the Internet to broadcast and cable television, to film, to music, to magazines, and to books” (PBS Online News Hour A, 2000, p. 2).

As is common, AOL’s stock fell two percent on the day that the deal was announced.  However, Steve Case addressed how the vertical merger would add competitive advantages to the new organization.  He addressed the media by stating,

 “So what will this mean for our core business?  The merger will speed the delivery of media-rich broadband Internet services to mass market consumers and drive the growth of advertising and e-commerce across all of our combined brands.  This is the first time a major Internet company has combined with a major media company and the possibilities are truly endless.  We do believe we're on the path of building what may be the most valuable company and most respected company in the world someday” (PBS Online News Hour A, 2000, p. 3).

In addition to the bold claims about the future performance of the merged company, corporate head Gerry Levin painted a picture of glowing cooperation, “…you can, you know, look at body language and see the interaction or the relationships that already exist.  We're... we've become a company of high fives and hugs” (PBS Online News Hour A, 2002, p. 1).  The predictions of the mergers success did not come solely from insiders.  David Bennahum, a partner in an Internet venture capital firm, complimented the merger, “What we've seen in this deal is not merely the conglomeration of some technology with some media, but essentially first shot across the bow of the 21st century media landscape” (PBS Online News Hour A, 2000 p. 1).

Ray Suarez, reporter for Public Broadcasting’s Nightly Newshour program, asked Bennahum a pointed question that would proved to be prophetic in many ways: “But why spend billions to in effect recreate what you can already do?  People don't want to watch television on their computer.  They usually have a television just a little ways away from where they're sitting at that computer.  Time Warner and CNN have spent millions making televised versions of their magazines that almost nobody watches” (PBS Online News Hour B, 2002, p. 1).

Bennahum, in a roundabout way, answered what was ultimately the case, no one really knew what the merger would bring.

The Reality

Four years after the merger was announced, the rosy predictions from insiders and analysts proved to be totally hollow.  Investors had lost staggering amounts.   The company, valued at one time at an amazing $263 billion, was now valued at $100 billion. Its stock fell more than 70 percent following the merger in 2000 and left analysts guessing, probably knowing, that the predicted "synergy" of the two companies would never happen.  As stated, the six months after the merger saw a negative abnormal return of 55%.  In January 2000, just after the merger, AOL Time Warner’s stock hovered around $71 and fell to a low of $8.70 in 2004 (yahoo.finance.com).   The lost market capitalization was mind-boggling. 

Chart 1
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The figure shows the loss of AOL / Time Warner’s (symbol TWX) stock price relative to a basket of media companies represented by a sector fund​, Fidelity Select Multi-media (FBMPX).  Note that the Internet’s competition with the old-line media outlets has caused significant damage in the past five years to FBMPX.  Concepts such as paid search, job search, on-line yellow pages, on-line electronic shopping,  etc. have taken their toll on traditional advertising revenue streams and the sector in general. 

However, AOL / Time Warner IS an Internet company so its fall past FBMPX is all the more striking.  AOL / Time Warner should have handily outrun the media basket.
In January 2003, AOL Time Warner reported the single greatest annual corporate loss in U.S. history.  Its fourth quarter loss alone was $45.5 billion, due primarily to the depreciation of its flagship America Online property, which brought the company to post an annual loss of $99 billion (PBS Online News Hour D, 2003).

In 2004, the company’s growth forecast was thirty percent, but the organization fell short of its forecast, delivering growth of a mere thirteen percent.  Wall Street punished AOL shares for missing its forecast so drastically (finance.yahoo.com).

In addition to the missed performance predictions, AOL Time Warner’s upper management had been in a state of constant turmoil.  Gerry Levin’s prior claim of an organization of high fives and hugs gave way to an organization with a revolving door and an affinity for finger pointing.  Mr. Levin left the company just over a year after portraying the company as one big happy family.  This illustrates what can happen when the cultures of two companies clash after a merger; even the most compelling of scenarios, paid for by the most expensive up-front premiums imaginable, can be derailed in the fullness of time.

In 2003, the company’s largest shareholder and Vice Chairman, Ted Turner, and its chief executive, Steve Case, resigned from their posts.  It speaks volumes of the level of failure of a deal when two of its main architects relinquish their positions just two years after the ink dries on the marriage certificate.  During an interview on CBS’ “60 Minutes II” Turner complained that he was nothing more than a figurehead at the company.  He told Mike Wallace that he was like “the emperor of Japan,” and he had no real power as the company’s vice chairman (CBS).  Colleagues said he had become increasingly frustrated over the disastrous performance of AOL Time Warner (PBS Online News Hour D, 2003).  Mr. Turner had personally lost billions as a result of the merger.

Steve Case, the brilliant founder of AOL, was heavily criticized for the results of the merged organization.  He stepped down from the Chairmanship January 13, 2003, in hopes of not being a distraction to the merged organization.  On the day he stepped down, he told the press, "Given that some shareholders continue to focus their disappointment with the company's post-merger performance on me personally, I have concluded that we should take steps now to avoid the possibility of that effort hindering our ability to pull together as a team and focus fully on our businesses” (PBS Online News Hour D, 2003). 

One year before Mr. Case left the organization, the media giant’s number two executive, Levin, was forced from his position.  Former Harvard Business School professor Bill Whyman explains,

 “I think everyone forced him out.  There were a lot of unhappy people.  Investors were unhappy with a lot of destroyed value.  I think consumers are unhappy because they haven't seen the promise of this merger, and I think inside the company there was a lot of dissatisfaction with the failure to actually execute on and capitalize the promise of this merger” (PBS Online News Hour C, 2003).

In addition to Levin’s Camelot management team breaking up, the merger faced fundamental challenges creating synergies.  Case believed that opportunities would arise by pumping media services through broadband cable lines.  However, like the organization’s management team, AOL Time Warner’s two businesses found it difficult to combine their talents.  AOL had reached a peak and was being beaten up by successful competitors.  Both firms had not been able to squeeze out synergies to remotely come close to making up for the shareholder expense incurred in the merger. 

Jeffrey Rayport, CEO of Marketspace, a business research unit of the Monitor Group Consulting Firm in Boston spoke on the firm’s operations at the time: “There are significant operating problems at AOL…in other words, they will be told to fix a broken business.  Stop the hemorrhaging subscriber relationships to the online service; bring the technology infrastructure up to date so it can compete with more tech-savvy competitors like MSN and Yahoo on the web” (PBS Online News Hour B, 2002, p 2).  

In a July 19, 2002, interview, Bill Whyman said, “The vision here was AOL anywhere -- that consumers would go home, see AOL on their TV with Time Warner content, they would go to the supermarket and get messages on a cell phone with AOL content in it.  They would go on the Internet and see a mixture of AOL content and services.  This was sold to consumers globally, that this would change the nature of technology, of content, of cable.  They really promised the moon, and very little of it so far has been delivered” (PBS Online News Hour B, 2002, p. 1).

As quoted, Steve Case believed that this merger could create the foundation for the most well-respected and valuable company in the world--just two years later, that dream seemed nowhere in sight.  The organization had been referred to as the “Balkans of the media and entertainment industry” and had decreased in value at a record pace.  As if its thrashing of shareholder’s wallets and the management carrousel ride was not enough to lose the world’s respect, the University of California filed suit against the organization (PBS).

  The University got involved because it had lost around $450 million on its AOL Time Warner holdings even as corporate officers allegedly pocketed $936 million by selling their own shares.  The suit alleged that insiders knew of “tricks and bogus transactions" used to inflate the shares' value (Business & Industry).  The suit also reminds us of such questions as: Where were the directors, or, for that matter, the accountants? 

But not everyone was enraged by what had happened.  Investment bankers like Salomon Smith Barney (a unit of CitiGroup) were savoring their $135 million fee (Business & Industry).

When relating the case of AOL Time Warner to other vertical integration deals and mergers of all types, it is evident that mistakes were repeated here, and they might have been dramatically more acute than others—considering the short time period to the collapse of the company’s market value.  It is clear that there was a complete lack of foresight in this deal—synergies were not identified, were not compelling financially, and/or there seemed to be no consideration that the company’s new cyberspace products could be mimicked easily by competitors.  As discussed, the majority of merging organizations do not complete adequate integration planning that has quantitative depth and detail in financial terms.  

In the case of AOL Time Warner it seemed that only foggy concepts, arm-waving rhetoric, and incomplete thought were given to where the synergies that were required to recover the significant acquisition premium would come from.  As Mark Sirower points out, without meticulous planning, acquiring organizations are paying huge sums upfront to even have a try at creating synergy.  Ironically even experts like David Bennahum, when prompted to do so, could not predict definitive synergies for AOL Time Warner, “It's ‘let's use assets from television’. ‘Let's use assets from the Internet to create something truly new’. And what that is, we're not sure.  I don’t think anyone really knows yet” (PBS Online News Hour A, 2000, p. 2). Likewise, the comments of the firm’s top executives did not convey and definitive direction worth tens of billions of dollars.  

One might argue that the possibility of ruling an empire as extensive as AOL Time Warner was far too appealing to the company’s top brass.  Steve Case claimed the potential for building the world’s largest company as a plus for this merger.  In addition, Ted Turner was quoted as saying, “I think I would like to try being big” (PBS Online News Hour A, 2000, p. 1).  It now seems that Mr. Turner’s dabble into empire building had become more costly than even he could afford.

The Acquisition of Medco Corporation by Merck Corporation
The Expectations

In August 1993, shareholders of Medco, a drug distribution and marketing company, approved its $6 billion merger with Merck, the giant prescription drug manufacturer based in Whitehouse Station, N.J.   Medco was the nation's second-largest pharmacy benefits manager (PBM).  The company controlled the drug benefits of more than 65 million Americans who either had their prescriptions filled at retail drugstores or from Medco's mail-order facilities.  Health plans, like Blue Cross and Blue Shield plans, and major employers, such as General Motors Corp., hired Medco to provide pharmacy benefits and control the rising costs of pharmaceuticals (Martinez, 2003).

PBMs started out as discount mail order services for certain drugs.  They had been around for decades, but it was not until the 1980s that they became a big business.  Much of the credit for this development is accorded to Martin Wygod, an entrepreneur who convinced large corporations that he could contain their drug costs by shipping pills directly to plan participants.  The secret was to cut out the local pharmacy and to negotiate special deals with manufacturers.  With help from the controversial investment bank Drexel Burnham, Wygod built his Medco Containment Services into the giant of the industry. It became known as “the Wal-Mart of pills” ( http://www.corp-research.org/archives/dec03.htm).

In the early to mid-1990s, many drug companies purchased PBMs in order to promote their own drugs.  By acquiring Medco Containment Services Inc., Merck was engineering perhaps the largest health care industry merger ever and one of the biggest U.S. corporate unions in early 1990s (Olmos, 1993).

Industry analysts said the move could further intensify price competition in the pharmaceutical industry--good news for consumers--while putting Merck in a better position to cope with possible federal price controls or other health care reforms that might emerge from the Clinton Administration (Olmos, 1993).

The pharmaceutical industry was very worried that the Clinton Administration’s health care reforms could include federal price controls, which would limit pharmaceutical companies' ability to raise prices.  To head off that possibility, Merck in April 1993 proposed a voluntary price-restraint program to First Lady Hillary Rodham Clinton's task force on health care reform. Under the Merck plan, drug makers would voluntarily pledge to keep overall price hikes in line with the consumer price index (Olmos, 1993).  However, Merck realized it would need an arm to implement this pledge profitably.

It seemed logical then that the “Tiffany of drug makers” agreed to pay $6 billion for the Wal-Mart of pills (Tanouye, 1993).  Merck claimed it was buying much more than a mail-order drug company.  It also was buying Medco's technology and information.  Merck acquired more than 1,000 pharmacists who could decide or advise physicians on how prescriptions should be filled (Tanouye, 1993).

Increasing pharmaceutical sales through the use of the patient information "was clearly important to our evaluation" of the Medco acquisition, said Robert O. Hills, Merck vice president of business strategy and policy.  Mr. Hills headed the internal Merck task force, called Paradigm, which recommended the Medco acquisition (Tanouye, 1993).

The logic behind the Merck-Medco merger was that the company could approach a Medco client, say General Electric, armed with studies and other evidence showing that a class of heart drugs, ACE inhibitors, reduces the hospitalization and health-care costs of patients with congestive heart failure (Tanouye, 1994).

If GE agreed that the drugs are an appropriate, cost-saving treatment, Merck-Medco would search its patient files for GE employees/retirees who are on the heart drug digoxin, a treatment for the condition.  It would then contact physicians treating those patients and tell them that GE would like them to consider the appropriateness of prescribing an ACE inhibitor.  Merck itself makes two ACE inhibitors, Vasotec and Prinivil, approved for use to treat congestive heart failure.  The Merck-Medco pharmacists might follow up with a phone call mentioning advantages of Merck drugs, such as lower prices, Mr. Hills says (Tanouye, 1994).

Essentially, drug makers believed that large, sophisticated bulk buyers, like health maintenance organizations and hospitals that had lists of preferred drugs, were forcing them to offer large discounts.  That was one reason prices of top-selling branded drugs were inching down at the time.

Medco was one of those big, sophisticated drug buyers.  Medco offered low prices to employers' health plans.  It did it by negotiating volume discounts from drug manufacturers and by encouraging physicians to prescribe low-cost generic drugs instead of high-price brand-name drugs.  Medco also tracks, and changes if necessary, physicians prescription habits.  In 1993 the company claimed that the average annual prescription cost for a Medco patient was $167, compared with $266 for a traditional unmanaged drug plan.

But others weren't so sure.  Some raised questions about whether the merger would violate federal antitrust laws.  And Neil Sweig, an analyst with Capital Institutional Services, said he was disappointed with the deal.  "The issue at hand now is: Is Merck making a major mistake in buying this company at this price?" Sweig said. "In my opinion, it is not only an excessive price of $6 billion, but it is unnecessary to accomplish what is part of Merck's long-term strategic goal to remain one of the premier pharmaceutical companies in the world."

Medco rivals were quick to criticize the merger.  Barrett Toan, president of Medco rival Express Scripts, a Missouri-based prescription management company, questioned the deal: "It's not clear to me that the benefits of integrating the pharmaceutical-benefits manager with a pharmaceutical manufacturer are a net positive.  The roles of the two are different,” Toan said,  “One tries to control costs to help employers and other drug buyers, while the other tries to sell drugs and increase profits” (Olmos, 1993, p. 1).

Mostly the deal was expected to solidify Merck's dominance in the cutthroat pharmaceuticals industry by giving it a direct conduit to the healthcare providers that were exerting an ever-increasing influence over the type and price of prescription drugs (Olmos, 1993).  Analysts said that Merck's proposal, as well as its decision to buy Medco, was an acknowledgment that the nation's movement toward managed care programs would mean more drug price cuts.  Managed care plans, exemplified by health maintenance organizations and other health insurers, hold down costs by requiring pre-admission approval for hospital stays and closely monitoring medical services, such as drug prices (Olmos, 1993).

As is the norm on merger announcement day, Merck and Medco executives were enthusiastic about the merger.  Merck Chairman Roy Vagelos described the deal as "an aggressive but carefully considered strategic move to keep Merck close to patients and customers in a rapidly changing and highly competitive health care market.”  He said the deal came after an "intensive, year-long strategic review that led us to identify and approach Medco as the ideal partner for Merck” (Olmos, 1993, p. 1).

In what was truly an inadvertently troubling statement, and one that would haunt Merck investors for years to come, Wygod told a group of analysts that the premier drug maker would change from "one of the highest margin pharmaceutical companies to one of the lowest" because of its acquisition of Medco Containment Services Inc. (Tanouye, 1994, p. B5).

In another sign of how much things were to change, Merck officials said the company would be giving generic drugs a prominent place in the Merck product lineup. Generic drugs were to play a central role in Merck's overseas strategy, said Jerry Jackson, executive vice president of Merck's overseas business.  “Despite strenuous efforts to control drug costs, most countries haven't used generic drugs to any meaningful extent,” he said.  As Merck took its Medco strategy abroad, it would use generics to show the cost-reduction possibilities, Jackson said (Tanouye, 1994, p. B5).

Vagelos said,  “Merck definitely will sell more drugs through Medco after the merger.  Of course, other companies may feel that Medco now will favor Merck drugs, fairly or not” (Tanouye, 1994, p. B5).

There were those that were not as bullish on the merger.  It was widely noted that the $6 billion price tag for Medco was equal to Merck's book value.  As Charles Biderman wrote in Individual Investor Trim Tabs, from Santa Rosa, Calif, “This must mean Merck thinks Medco is incredibly valuable" (Metz, 1993, p. 50).

Critics of the Merck buyout proposal argued that if Merck was the marketing power it was reputed to be, it didn't need Medco. They believed that Merck could have built a powerful mail-order unit in-house for far less than the $6 billion Merck paid for the PBM (Metz, 1993).

Robert Metz of the Boston Globe predicted that the deal would dilute Merck's earnings for years to come.  He pointed out that institutions have hundreds of millions of shares and that share prices could plunge from huge losses (Metz, 1993).  He went on to write that Medco "looks as if it earned close to $150 million in the fiscal year ended June 30.  That is up ‘big time’ from $102 million in fiscal 1992 and $58 million in fiscal 1991. Does Merck really think Medco's earnings will continue to rise at that rate?  Is that why they are willing to pay 40 times earnings" (Metz, 1993, p. 50)?

The Reality

The optimistic predictions from 1993 did not at all come to fruition.  Medco was spun off from Merck in 2002.  In 2001 alone, Merck's stock lost almost a third of its value.  Analysts attribute the drop largely to fears held by investors that the New Jersey-based company had lost market share to generic manufacturers and that it has few blockbuster drugs in its pipeline (Brubaker, 2002).  The world’s capitalists supported the spin-off announcement.  Merck shares gained 52 cents, almost 1 percent, but after losing 50% of its value in the three years before the spin-off. 
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In taking on the Medco unit, Merck assessed that it was worth $6 billion dollars but found by 2002 that while the unit was generating huge revenues of $26 billion annually, less than 3 percent of it was profit.  In the years before the Medco spin off, Merck shares dropped dramatically.  On Medco, Merck executives appear to have been wrong both coming and going.
In addition to paying $6 billion for a company that, as it would turn out, would never benefit Merck’s bottom line, another troublesome aspect of the story for some was the payoff to Medco chairman Martin J. Wygod.  Under the deal, Wygod received a $60 million fee--1 percent of the purchase price for selling his company to Merck.  He also got $101 million for his 2.6 million shares of Medco and another $30 million for his 1 million shares of Medical Marketing--about $200 million in total, pre-tax.  Obviously, there were large investment banking fees, too (Metz, 1993).

Aside from Wygod’s questionable deal and the falling stock prices, other problems led to the demise of the Merck-Medco marriage.  Decreasing margins, lack of focus on R&D, accounting discrepancies, and market environment changes all led to their corporate divorce.

Wygod’s curious signing-day claims of razor thin margins largely materialized with a paradoxical vengeance and it was not to the advantage of shareholders as he had hoped.  Salomon Smith Barney analyst Mark Stricker explained that Medco ended up accounting for more than half of Merck's revenues, with roughly $26 billion of Merck's $48 billion in sales in 2001; however it contributed very little to the drug company's bottom line.  Medco accounted for just 10 percent of Merck's earnings per share, and its profit margins had been running at under 3 percent (Freudenheim & Petersen, 2002).

Robert Mertz’s prediction of diluting earnings came true and it did cost Merck’s investors dearly.  In addition, Medco encountered a conflict of interest between giving its customers the best drugs at the best value and pushing Merck drugs.  Customers accused Merck of not giving them unbiased service.  Similarly, competitors of Medco began substituting away from Merck drugs whenever possible (Metz, 1993). 

Lawsuits were brought in which the plaintiffs asserted that the drug plan managers had a conflict of interest because employers paid them to keep drug costs down while drug companies paid the drug plan to promote their drugs, particularly the most costly ones (Freudenheim & Petersen, 2002). 

In fact, the conflict of interest was such a concern that post spin-off investors of Medco worried that the conflict of interest would continue.  Barbara Martienez of the Wall Street Journal wrote, “Of particular concern to investors was that even after a separation from Merck, Medco would still have to continue to heavily promote Merck products to its clients.  Medco still faces lawsuits that accuse it of favoring Merck drugs over others, which plaintiffs contend increased their pharmaceuticals costs” (Martinez, 2003, p. C1).

But overlooked in all of the hoopla was the fact that that the money being spent on Medco was money not being spent on research and development (Kreutzer, 1993).  Near the end of the Medco merger, Merck was spending about $2.9 billion on research, far less than the $5.4 billion that Pfizer, the largest pharmaceutical company, spent. ''How do you compete?'' an analyst asked.  In 2000, four of Merck’s brand name medicines lost their patent protection, causing sales to decline swiftly as generic companies began selling lower-priced versions (Freudenhei & Petersen, 2002).

An industry analyst said in 2002 that none of the medicines that Merck was developing appeared to have the potential to replace Zocor, a cholesterol-fighting drug that was the company's top seller, with $6.7 billion in sales in 2001.  Zocor is expected to lose its patent protection in 2006 (Freudenheim & Petersen, 2002). 

It seemed at the time that there was a lack of direction around the entire industry.  Investment bankers and consultants stood in line to pitch mergers and other ideas to drug companies, one investment banker said.  "We get a sense there's a lot of confusion among the manufacturers" (Tanouye, 1994, p. B5).

Matters went from bad to worse as Chairman and CEO Raymond Gilmartin, in 2002, started making plans to spin off the troublesome Medco unit.  The Wall Street Journal revealed that Merck had booked billions of dollars in co-payment revenue that Medco had never actually received.  That money consisted of the $5 and $10 co-payments that pharmacies collected from patients but didn't pass on to Medco.  ‘‘No matter that Merck offset the same amount with expenses or that this was common practice among P.B.M.'s, Merck was seen as another business crook'' (Holstein, 2003, p. D8).  The reason Merck counted patients' co-payments was that it wanted to characterize it as revenue generated by its Medco unit—prior to its sale.  The amount was booked was $12.4 billion from 1999 through 2001 (Holstein, 2003).
Changes in the market environment and political environment hurt Merck and its competitors as well.  Merck, Eli Lilly, and SmithKline Beecham all bought drug plan managers in 1993.  At the time, managed care companies were increasingly influencing which drugs doctors prescribed, and President Bill Clinton's proposed health care plan was expected to accelerate that trend.  By owning an essential part of the managed care system, the companies believed that they could help sway some prescriptions to their drugs (Freudenheim & Petersen, 2002).  But regulators worried that patients and employers could be harmed, so they quickly forced the companies to keep their two businesses separate, eliminating much of the benefit in owning the drug managers (Freudenheim & Petersen, 2002).
Both Lilly and SmithKline soon sold their pharmacy benefit managers at substantial losses, but Merck held on to Medco until late in 2002.  Eric Veiel, a health care analyst at Deutsche Banc Alex. Brown, said the Medco spin-off could be good for all the drug plan managers.  He said the separation might relieve the industry of some of the scrutiny by government regulators that had often centered on Merck and Medco (Freudenheim & Petersen, 2002).
The political climate for drug plan managers changed as well.  Larry Feinberg, a partner in Oracle Partners, a health care hedge fund, predicted that ''as the government starts paying more of the bills for Medicare patients' drugs, they're going to be scrutinizing'' the activities of the drug plan managers more closely (Freudenheim & Petersen, 2002). 
As stated, Merck ended up spinning off Medco in 2002.   Gilmartin stated, "Given the evolution of the distinct and highly competitive environments in which Merck and Merck-Medco operate, we believe the best way to enhance the success of both businesses going forward is to enable each one to pursue independently its unique and focused strategy.”  What's more, he said, the two entities are no longer reliant upon each other (Brubaker, 2002).  Mr. Gilmartin denied analysts' contentions that the sale was needed to help keep Merck from being bought up itself (Freudenheim & Petersen, 2002).
In an interview, Mr. Gilmartin said Merck had decided that it had reached a point where its pharmaceutical operations and prescription management business were worth more to shareholders as two independent companies (Freudenheim & Petersen, 2002).

“Up to this point, both businesses were creating better value together than if they had been separate,'' Mr. Gilmartin said. (Freudenheim & Petersen, 2002, p. C 5).

The Sony Corporation’s Acquisition of Columbia Pictures Entertainment 

The Expectations

At the time, the main story surrounding the $3.4 billion buyout of Columbia Pictures Entertainment Inc. by Sony Corporation of Japan was the growing presence of foreign companies in the United States movie industry.  Scott Armstrong of the Christian Science Monitor wrote in a seeming state of astonishment, “After investing in everything from New York skyscrapers to Las Vegas casinos, foreign interests are buying up parts of that most American of institutions: Hollywood” (Armstrong, 1989, p. 8).

Sony’s acquisition of Columbia-TriStar was founded on the belief that by controlling the software business (movies) the merged company could affect the hardware business.  Sony held that they could affect the consumption of televisions, for example, through the proliferation of software like high-definition television programming (Sirower, 1997).

The following was taken recently from Sony’s website and clearly defines the abstract synergy that Sony expected, and still expects, between “hardware” and “software”:

“In January 1988, the company had acquired CBS Records Inc. and in November of 1989, Sony purchased Columbia Pictures Entertainment, Inc., one of the largest motion picture companies in the world.  These two major acquisitions generated mixed media coverage throughout the United States and Japan.
The acquisition of Columbia Pictures took place next. Unlike the CBS Records deal, there was no protracted period of negotiation between the two companies. Once the Columbia Pictures board of directors agreed to the acquisition, Sony made a cash tender offer for all of the outstanding company shares. What did take time, however, was deciding how to manage the movie company once it had been acquired. Purchasing Columbia Pictures cost Sony $3.4 billion, which was the largest purchase ever by a Japanese company. But when considered in conjunction with the acquisition of CBS Records, this purchase gave Sony control of vast assets in terms of music and motion picture content.

For [Sony senior executives] Morita and Ohga, acquiring CBS Records and Columbia Pictures meant the fulfillment of the Sony Group's ultimate strategy: to secure high quality software in order to complement and promote Sony's wealth of hardware products. The process of developing the software side of the business had begun in 1968 with the creation of CBS/Sony Records. This experience strengthened Sony management's belief that in the long-run Sony needed to simultaneously develop both AV hardware and software for that hardware. Acquisition seemed the logical route to realize Sony's overall strategy. CBS Records and Columbia Pictures were later renamed Sony Music Entertainment Inc. (SME) and Sony Pictures Entertainment Inc. (SPE

These two purchases were central elements in Sony's global business strategy for the 21st century. Sony had already gained a strong reputation as a supplier of high quality, innovative products related to technologies such as magnetic recording, optical devices, semiconductors, and digital signal processing. In addition to these hardware-based technologies, Sony now possessed a wealth of "software," which would help to establish a convergence between the two sides of its operations. In doing so, Sony was moving toward a goal of creating a blueprint for audiovisual business in the 21st century” (http://www.sony.net/Fun/SH/1-34/h4.html).

At the time, Sony was particularly eager to make a success of its 8-millimeter camera, which was competing with miniature cassettes that run on a VHS standard.  Sony not only marketed videocassette recorders and players but also was aggressively promoting its 8-millimeter video camera and player.  The thought was that Columbia movies would provide the product for that 8-millimeter player (San Francisco Chronicle, 1989).  Columbia owns an enormous movie library of more than 3,000 films and about 2,600 television shows.

What was curious about the deal was that the two people in charge of deciding to sell the company, Victor Kaufman and Dawn Steele, stood to profit fabulously from the merger.  Kaufman could make as much as $25 million from stock and options, while Steele, whose films were then only starting to come into the marketplace, could make close to $7 million.

There were those who worried that the deal would signal a growing consolidation and globalization of the entertainment business, a shift with potentially important economic, political, and cultural ramifications (Armstrong, 1989).

"If you want to get into position in the feature film industry, you have to own US," said Sharon Patrick, head of the media sector for the consulting firm McKinsey & Co.  "The market is here.  The talent is here.  The cultural product travels better" (Armstrong, 1989, p. 8).

A strong yen and the moderate interest rates at the time were two reasons for the Japanese interest.  But there was more to it than that.  “The Japanese dominate the world in the manufacture of televisions, videocassette recorders, and other "hardware."  Now they want to control more of the "software" - movies, TV shows, and other programming - that goes along with it,” explained Armstrong (1989).

"This software can be exploited all over the world," said Toshihiro Nagayama, an executive with CST Communications. "The marketplace for Japanese production is very much limited" (Armstrong, 1989, p. 8).

Aside from Columbia's movie studio, Sony got Columbia Pictures Television and Tri-Star Pictures studios, a theater chain, and a valuable video library (Armstrong, 1989).

"Half or more of the media entertainment consumed around the world is from America," explained Charles Slocum, of the Writers Guild of America/West (Armstrong, 1989, p. 8).  Nor was all the activity a one-way street leading to Hollywood.  US-based movie and TV studios were increasingly pushing products in overseas markets (Armstrong, 1989).

The case of Sony-Columbia is certainly an interesting example of a foreign company attempting to vertically integrate its business using an American firm.  However, it really got spicy when Sony made an offer for the Guber-Peters Entertainment Company.

Just days after offering billions for Columbia, Sony offered more than $200 million to buy the production company run by its two apparent choices to lead Columbia (Richter, 1989).

Peter Guber and Jon Peters were some of the hottest producers in tinsel town.  However, Guber-Peters had obligations to Columbia rival Warner Bros., with which it had signed a five-year exclusive movie production and distribution deal just a month prior.  Guber-Peters produced such hits as "Batman" for Warner and had a number of films in production, including one based on Tom Wolfe's "Bonfire of the Vanities" (Richter, 1989).

“Clearly, the key to the value of this company is in the value of the two executives," said investment banker Michael E. Tennenbaum, vice chairman of the Bear, Stearns & Co. investment firm in Los Angeles.  "You couldn't come near the $17.50 [that Sony paid] a share without them" (Richter, 1989, p.1).

The Reality

So often in vertical integration mergers, the joining link of the merger must be managed because this is where integration begins for the two organizations.  Sony and Colombia-TriStar’s merger point created an almost new business.  This business lacked leadership and so Sony sought leadership with a disregard for expense.  There was little attention to controls or budgets.  Sony went out and hired Peter Guber and Jon Peters at a cost of $700 million.   Sony paid the pair $200 million in salary and also shelled out $500 million to settle a breach of long-term production agreement the two had with Warner Brothers.  But spending on human capital did not end there.   The two movie execs did not have studio management experience.  So they went out and hired additional executives with experience (Sirower, 1997). 

In addition to leadership, Columbia was forced to give up its Burbank studios and spend $100 million to upgrade a new studio to the excessive standards of Guber and Peters (Sirower, 1997).  

Expenses further raising eyebrows included a fleet of corporate jets and the purchase of a florist shop so that Columbia’s executives could enjoy fresh flowers delivered to their studio daily.

Sony is a Japanese based organization that was trying to manage a glitzy Hollywood studio.  Professor Richard A. Gershon from Western Michigan University and Professor Tsutomu Kanayama (2002) from Sophia University in Japan wrote a case study entitled, “The Sony Corporation: A Case Study in Transnational Media Management.”  In that piece they explain, “The Columbia Pictures debacle was the result of poor performance at the box office combined with excessive spending on the part of then Columbia Pictures CEO, Peter Guber and his associate partner Jon Peters.  In the end, it came down to bad management oversight and poor communication between Sony’s Tokyo headquarters and its Hollywood subsidiary.”  In this case, distance in miles and culture caused challenges for the new combination.

According to Sony Corporation of America President, Howard Stringer, the Sony culture was scarred from the Columbia Pictures disaster.  He said, “Neither the music nor the electronics unit wanted anything to do with the studio, which itself was politicized by the failures.”  Nobuyuki Idei was named Chairman and Chief Executive Officer, Sony Corporation, in June 2000.  “Can you blame Idei for falling out of love with the entertainment business and for wanting to keep a tight handle on all the goings-on in the U.S. for awhile?” (Gershon & Kanayama, 2002).
Synergies never came to fruition for Sony and Columbia-TriStar.   The organization’s vision of a hardware and software juggernaut did not materialize.  Columbia ranked last in market share compared to the major Hollywood studios.   Just 5 years after the merger, Sony announced it was taking a $3.2 billion loss on the studios.  

Walt Disney Company’s acquisition of Capital Cities/ABC
The Expectations

In 1995, Disney became the world's largest entertainment company, thanks to a $19 billion merger with television network ABC.  The merger brought together perhaps the world's best-known creator and marketer of fantasy and the nation's most successful television network with worldwide cable and broadcast holdings (Schodolski & Dorning, 1995).  
At the time the scale of the merger was only surpassed in American corporate history by the infamous KKR-Nabisco merger, which topped $25 billion.

The two organizations have a history that is as fascinating as it is intertwined.  In 1950, Sam Goldenson bought control of the struggling ABC network, which had been spun out from NBC a few years before at government insistence.  ABC was a distant fourth in advertising, behind the Dumont Broadcasting Network, NBC, and CBS.  With five owned and operated stations and 14 affiliates, ABC's only real asset was "Ozzie and Harriet” (Warsh, 1995).  ABC had little to stand on.

In a similar way, independent producer Walt Disney was always strapped for cash to finance his animated pictures, which were mainly cartoon "shorts."  Only occasional advances from theater owners kept him afloat, despite his record of feature-length hits like “Fantasia, "Cinderella,” and "Snow White." David Warsh of the Boston Globe wrote, “Disney was a cartoon David tiptoeing among Goliaths” (Warsh, 1995, p. C11).

In 1953, Walt Disney was determined to build a California theme park.  He and his wife had borrowed against their life insurance to have a scale model made.  He was rejected by many investors and until he turned to ABC’s Sam Goldenson (Warsh, 1995).  Soon after, ABC led a syndicate and guaranteed the loans to develop the park in Anaheim, California (Warsh, 1995).  

The show "Walt Disney's World" went on the air in 1954 and immediately gave ABC precisely the product it needed to begin breaking the hold of NBC and CBS in the form of a show to run Sunday night opposite the dominant Ed Sullivan Show.  Disneyland broke ground the following year (Warsh, 1995). 

The two came from little to become unlikely success stories.  Similarly, they were also unlikely merger partners decades later.  The deal’s intent was to use ABC as a powerful distribution center for Disney’s content.  Shows like ABC’s family-oriented Saturday morning would be dominated by Disney's huge stock of animated features (Schodolski & Dorning, 1995).  

Disney also foresaw using the combination to get more shows to syndication.  The aim of the studios was to get shows on prime time, anywhere, and keep them there for four or five years so that they had a chance of becoming long-term money machines through syndication (Sterngold, 1995).

However, this was a true challenge.  The studios often produced eight or nine pilot programs for every one that made it to the air.  And, only one of every six to 10 of those lasted long enough to generate the 100 or more episodes needed to make it into syndication.  Until then, the shows generally lost money.  But if the reruns are successfully syndicated to individual television stations around the country, the shows could generate hundreds of millions of dollars (Sterngold, 1995).  Disney believed that they could increase their percentage of shows to reach syndication if they could control what shows went on the air and how long they stayed.

In addition, the Walt Disney Company’s acquisition of Capital Cities/ABC deal was about capturing the growth in international markets.  In the mid-1990s it was believed that the best opportunity for growth was outside of the saturated U.S. market.  “There is going to be far more growth in the international market than in the domestic market," said Niraj Gupta, an analyst with Nomura Securities Co. in New York (Schodolski & Dorning, 1995).  The merger’s architects believed that Asian countries, primarily China and India, were on the verge of explosive growth in demand for entertainment and related products.  Disney CEO Michael Eisner, the deal’s father, chose distribution as his weapon to attack the perceived growth opportunities (Schodolski & Dorning, 1995).  "We think that these two companies are the premier family entertainment communications companies in the country," Eisner said. "The combination of the two gives us the opportunity, around the world, to grow" (Schodolski & Dorning, 1995, p.1).

Eisner anticipated the added strength the combined companies would have in foreign markets through the packaging of the family entertainment products of Disney and the sporting events available though ABC's ESPN sports network. It was thought that programming, without political content, could find broad acceptance in emerging markets and among authoritarian regimes in the Third World and China (Schodolski, Dorning, 1995).  

There were those who saw these opportunities outside of the executive suite. Famed investor Warren Buffet told the media, "This deal makes more sense than any deal I've ever seen, with the possible exception of the merger of Capital Cities and ABC” (Schodolski, Dorning, 1995, p.1).  Although Mr. Buffet might have believed this, at the time he also happened to be one of ABC’s largest shareholders.  When the smoke had cleared on the deal, Buffet’s firm made $2.5 billion.

In addition to Buffet, other Wall St. professionals had positive perspectives.  Richard Simon, an analyst at Goldman, Sachs & Co., said that growth in operating earnings could produce a 23% to 24% annual increase in net income per share because of the low cost debt that Disney used to fund the deal (Petruno, 1995).  The mid 1990s saw a favorable commercial paper borrowing period.  Disney sold $10 billion of commercial paper to cover the cash portion of its acquisition (Doherty, 1995).  Disney was at an advantage because it was an investment grade company with strong cash flows, which is important in the credit-sensitive commercial paper market (Doherty, 1995).

Simon also said his predictions did not even count the much-touted benefit of synergies.  Simon said, "We really don't know yet how to quantify that but assuming there is any synergy at all, that should be added to the earnings equation” (Petruno, 1995, A4).  What is interesting is that Disney felt it could quantify these things and apparently got a very expensive result.  Each Capital Cities/ABC shareholder received one share of Disney stock and $65 in cash.  That came to about a $30 per share premium paid for ABC.  A great deal of synergy would have been needed to justify transferring that much capital from Disney shareholders to ABC shareholders (Schodolski & Dorning, 1995).

Aside from synergy, inexpensive capital costs, and global market positioning, some Disney owners liked the idea that there was a reduction in their exposure to hit-driven entertainment.  Investors appreciated the perceived improvement in insulation from the volatile movie business.

What was also interesting about this deal was that it was a total surprise to Wall St.  It was a well-kept secret until the Disney management announced the deal on Good Morning America.  Credit for the quality of the surprise was given to the unorthodox lack of investment banker services on the deal.  Warren Buffet said, “The only thing that investment bankers would have added to the deal would have been their fee.”  Mr. Buffet’s remarks pushed buttons at Solomon Brothers, the firm in which Mr. Buffet owned a substantial stake.  Eric Fast, who was co-chief of investment banking at Salomon Brothers, told a crowd of bankers, "We know who cares about investment banking and it isn't Mr. Buffett” (Sterngold, 1995).

In short, aside from a handful of bitter bankers the deal was the toast of Corporate America.  "If a studio hasn't done the work on combining with a network, they should be flogged or forced to pay for `Waterworld,'" quipped Timothy Pettee, an analyst at investment firm Alliance Capital Management L.P., a large holder of entertainment stocks (Sterngold, 1995).  The deal was a watershed moment in the communications industry.  Raymond T. Bennett, an attorney with several clients in the entertainment industry called the deal "the biggest change in the industry since sound movies" (Groves, 1995, p.1).  It touched off a rash of mega mergers that the industry and Disney would come to realize were in poor judgment, competitors could match Disney’s supposed advantage.  It seemed that the mouse grabbed just a little too much cheese.

The Reality

The $19 billion merger of Disney and Capital Cities/ABC was an example of what can happen when aggressive executives overpay for elaborate synergies that fail to materialize.  As discussed, Disney paid approximately $30 per share premium for ABC.  They paid a lofty 22 times 1995 earnings. 

Disney was praised for becoming a giant because, experts said, great size would be needed to succeed in the emerging global marketplace (Sisodia, 1995).  But that may be precisely the wrong way to look at things.  This should have been an early warning sign that merger rhetoric was running ahead of reality (Sisodia, 1995).

Despite talk of global scale, none of the companies in the communications buyout wave of the mid 90s does that much business overseas, outside of movies (Sisodia, 1995).

All of the synergies predicted in this merger could have been accomplished through nonexclusive strategic alliances between the companies. For example, if it indeed did make sense to package the Disney Channel and ESPN together to penetrate overseas markets, as insiders suggested, the same outcome could be achieved without a merger.  Companies would remain free to seek appropriate alliances in various markets.  Indeed, such alliances and partnerships will be necessary in order to launch and nurture new markets for existing forms of content as well as for new types of multimedia services (Sisodia, 1995).

Vertical integration can lead to uneconomic decision-making that can seriously hurt the competitiveness of the integrated company.  It is also highly susceptible to politically tinged transfer-pricing considerations.  Managers, who are compensated based on costs depression, can look to lobby for inappropriately low transfer prices.  Conversely, managers who are based on cost center revenue can lobby for high transfer pricing.  Both practices can have a detrimental effect on product pricing decisions.  Moreover, it has the almost immediate impact of inspiring counter alliances from rivals, negating many of the supposed benefits (Sisodia, 1995).  The Disney merger touched off a rash of equally large mergers of similar vertical structure.  Viacom’s acquisition of CBS and the AOL Time Warner merger would compete for any opportunities that Disney/ABC might have created.

Actual content is most valuable when it seeks and receives the widest possible distribution, which is obtained by shopping it around to different customers.  As one of the world's premier suppliers of programming and films, Disney had no problem placing its product with the highest bidder (Hofmeister & Lowry & Verrier, 2002).  At the same time, an information distribution/packaging company such as ABC functions best when it has access to all possible content sources at competitive prices and can assemble the best mix for its chosen market.  Any reduction in this freedom is a steep price to pay for so-called synergies of vertical integration (Sisodia, 1995).

A supplementary problem with the deal was its timing.  In 1995 Cap Cities/ABC’s business was at its cyclical peak after a boom in television advertising (Lowenstein, 1995).  Just how mature was Cap Cities?  During the six years before the merger, ABC’s pretax operating earnings grew at a mediocre 8% per annum and revenue at a sluggish 6% (Lowenstein, 1995).  

Unbelievably, by swapping each share for $65 and a Disney share, Cap Cities holders got an amount of cash equal to their stock price 18 months before the merger, plus a 22% stake in the new company as gravy (Lowenstein, 1995).   To make matters worse for Disney shareholders, merger costs amounted to $47 million even though managers did without investment bankers.  

Cultural clashes were an additional hurdle.  Disney, for all of its family feel-good image, has always taken a rugged, take-no-prisoners approach to business.  Conversely, ABC was famous for taking a "gentlemanly" approach to business and management (Hofmeister & Lowry & Verrier, 2002).  Disney had a top-down management style that conflicted with the decentralized approach at ABC (Hofmeister & Lowry & Verrier, 2002).

Among other reasons, the culture clash has caused ABC to fall to fourth place in the prime-time ratings among the key demographics sought by advertisers.  ABC was ranked No. 1 in 1995, when Disney announced the $19 billion acquisition (Hofmeister & Lowry & Verrier, 2002).  "Michael and I don't sleep at night, knowing where the network is," said Disney President Robert Iger in 2002.  "It's a priority for the company and the No. 1 issue right now" (Hofmeister & Lowry & Verrier, 2002, p. A. 1).  It was priority number one because in 2002 ABC's prime-time audience declined 24%; one of the steepest year-to-year plunges in network history.  Ratings dropped so sharply that ABC was compensating advertisers with additional spots. In some cases, ABC was giving advertisers cash payments, a highly unusual move that networks use only when they have depleted their commercial inventories (Hofmeister & Lowry & Verrier, 2002).

In the past, Disney and ABC executives said the problems stemmed mostly from the cyclical nature of the hit-driven network TV business, in which one or two blockbuster shows can bring ratings riches. Now, however, senior managers acknowledge that strategic mistakes also were made (Hofmeister & Lowry & Verrier, 2002).
Iger, who ran ABC Inc. for six years before becoming Disney president in 2000, acknowledged that he took his eye off the network after the acquisition.  He said he was distracted by new responsibilities and the task of orchestrating what was then the second-largest merger in history (Hofmeister & Lowry & Verrier, 2002).  "There was a clash of cultures," Iger said (Hofmeister & Lowry & Verrier, 2002, p. A1). Almost unvaryingly, the executives blame the network's troubles on a clash of the merged companies' cultures and high-level power struggles that resulted in an exodus of senior executives (Hofmeister & Lowry & Verrier, 2002).
ABC Entertainment, the division responsible for the network's prime-time schedule, has had six management teams in ten years (Hofmeister & Lowry & Verrier, 2002).
The 1999 television season was ABC's last at No. 1 in the ratings. It's been downhill since, with the network tied for third in prime-time audience with Fox.

With all the post merger negatives, conceivably the most depressing issues have come in the last 18 months.  Eisner has spent that time in a feud with Roy E. Disney, a nephew of the company's founder.  The conflict flared in December 2004, when Disney quit the board, saying Eisner was ruining his uncle's company (Hofmeister & Lowry & Verrier, 2002).

In February 2004, the latest sign that Disney was underachieving and shares were depressed was Comcast Corporation’s $54 billion bid for Walt Disney Co.  The bid eventually failed after Eisner condemned the deal.  The bid would have been profitable for Disney shareholders so perhaps Mr. Eisner should have not been too quick to judge.  However, it was widely predicted that Mr. Eisner would have lost his job (Hofmeister & Lowry & Verrier, 2002).

Thesis Conclusions and Analysis

This section has two main parts.  The first is the explanation of the abnormal returns for shareholders.  The abnormal returns section is broken up into two parts, one outlining the process and the other outlining the results.  The second section highlights the common erroneous predictions that can be found across the deals.  

Abnormal Returns

Process

The effect of the mergers on the stockholders of the acquiring firms can be measured using abnormal returns, calculated as the difference between the returns occurring in the post-merger period and the normal returns, i.e., the returns that would have been expected if the merger had not taken place.

Abnormal Return = Realized Return – Normal Return

Normal returns are calculated using the market model which describes the relationship between a stock’s return and that of the market 
Rstock = +  * Rmarket
The  and  are estimated by running a regression of the stock returns on the market returns during a pre-merger “normal” period.  In this study, sixty monthly market and stock returns prior to the merger were used to estimate the coefficients.  The test period was the merger date to May 2005.  Appendices A through E show the regression outputs and scatter plot for each company. 

The monthly abnormal returns were accumulated to calculate the cumulative abnormal returns. A test was conducted on the cumulative abnormal returns to assess if the cumulative abnormal returns were statistically significant. The first step in conducting this test was to calculate the monthly standard error for the abnormal return on each security, s(arjt):
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The second step was to calculate the standardized abnormal return to guarantee equivalency across time.

sarjt = arjt / s (arjt )

The standardized abnormal returns were aggregated to produce cumulative standardized abnormal returns (csar).  The standardized abnormal returns that were aggregated were the abnormal returns that fell between the merger date and May 2005. Lastly, the following z test statistic was calculated to assess the statistical significance.  t”-t’ are the number of observations in the test period.  The z formula is:
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Results

Table 1

	 
	Stock Return
	Market Return
	Expected Return
	Abnormal Return
	
	

	
	
	
	
	
	csar
	z

	AOL/Time Warner
	-78%
	-21%
	-46%
	-32%
	-19.9
	-19.26

	Viacom/CBS
	-18%
	-12%
	-15%
	-3%
	1.16
	1.09

	Sony/Columbia
	126%
	234%
	137%
	-11%
	-5.7
	-3.22

	Merck/Medco
	204%
	159%
	171%
	33%
	-8.38
	-5.45

	Disney/ABC
	62%
	107%
	134%
	-72%
	-4.84
	-3.46


As Table 1 shows, all of the mergers except Merck’s resulted in negative abnormal returns for the acquiring company’s shareholders from the merger date to May 2005.  The AOL/Time Warner stock lost 78%. During the same period, the market (S&P 500) went down by 21%. If this were a normal period, the AOL stock would have gone down by 46%. The 78% - 46% = 32% extra loss in the AOL stock is the abnormal return attributable to the merger. Disney had the greatest abnormal return after its acquisition of Capital Cities/ABC.  When this thesis began, it seemed certain that AOL Time Warner would have the greatest negative abnormal return.  AOL Time Warner had the greatest annual loss in history in 2002 and had destroyed significant shareholder value to date.  However, Disney’s abnormal return was -72 percent, by far the greatest abnormal return of the five cases.  The data showed that AOL Time Warner saw a cumulative abnormal return of -55 percent within just six months of the merger. To date, Time Warner shareholders have seen a -32 percent abnormal return.  Sony, the oldest of the five mergers, saw an -11 percent abnormal return.  Viacom shareholders saw a –3 percent abnormal return.  Merck was the only deal with positive abnormal returns of 33 percent. It is important to notice that even in the case of Disney, where the stock has a positive return, their post-merger abnormal return is still negative. Disney’s stock rose 62 percent since its acquisition of ABC.  However, the market rose by 107 percent.  In a normal (without merger) period, the investors could have expected a return of 134 percent. The realized return of 62 percent, therefore, reflects a negative abnormal return of 72 percent.

The cumulative standardized abnormal returns (csar) and associated z-scores show that the cumulative abnormal returns in four of the five cases were negative and statistically significant. While the Merck merger shows a positive cumulative standardized abnormal return, it is not statistically significant.

In conclusion, the stockholders of the acquiring firms, other then Merck, lost value as a result of the mergers, and the loss was statistically significant in all of the cases.

Common Threads

In the four of the five cases above, vertical integration mergers destroyed shareholder value.  What was undoubtedly discouraging for the owners of these organizations was that their shares did not just decrease in value due to merger costs and premiums.  Unfortunately, vertical integration also hindered their companies’ abilities to compete in the following years and mired the ability of shares to appreciate.  Shareholders must have been particularly frustrated by the manager’s incorrect strategic decisions, the lofty projections that were not realized, and the rhetoric that failed to ring true over time.  These managers are the agents that they hired to watch out for their best interests--the managers are the shareholder’s employees.  The managers received lofty salaries while the shareholders lost money.  These deals share the aspects of the same discouraging story.

Among the common aspects of these troubled business arrangements are the following: 

(1) Substantial premiums, paid up front, that do not reflect a realistic return-on-investment to be realized in the near term; 

(2) The apparent lack of a conservative, detailed business plan that projected business results in the light of both the claimed synergies and possible the competitive counter-moves; 

(3) The lack of a concrete understanding of what the actual synergies were.  Also, if the stated synergies actually existed, why were they not sufficient in their own right to cause the companies to come to another, less financially wasteful arrangement;

(4) The overbearing personal charisma and other interpersonal aspects that, while not classically seen as affecting the business formation and execution, actually can become catalysts for disaster in the future;

(5) The “bigger has to be better” mentality that short-circuits the hard work involved in creating the business plan AND causes executives to gloss over the negatives that come with size.

 (1)Substantial Premiums Not Reflecting A Realistic Return On Investment 

These five mergers were immediately burdened by the substantial premiums paid by the acquiring companies.  All of the strategic failures experienced by these organizations were compounded by the fact that the benefits of combining these companies were overstated to begin with.  But these managers paid up front to have the opportunity to dabble in empire creation and to test their predictions at the expense of shareholders.  Disney paid a $30 per share premium for ABC.  Similarly, Viacom would have had to increase cash flow by $700 million to justify paying for CBS to match the pre-merger price to earnings multiple.  Likewise Sony paid $700 million to hire Guber and Peters to develop the most abstract and far-fetched synergies for their new acquisition.  This cost is in addition to the premium it had already paid for the movie studio it acquired.

The Federal Trade Commission approved America Online's whopping $111 billion acquisition of Time Warner only after the companies agreed to a series of unprecedented concessions aimed at protecting competition in the high-speed Internet access business.  These concessions undoubtedly also would have made any return on investment calculation even more disturbing, if that is even possible.

In contrast to the Disney/ABC deal, the Viacom /CBS merger, and the AOL / Time Warner merger, lean organizations that outsource distribution or supply can react to a market by increasing or decreasing business with outside organizations at a fast rate.   Multiple suppliers or distributors can be engaged and a pre-arranged term of commitment can be struck that allows the parties to go separate ways, instantly, if either is dissatisfied.   In the case of Merck/Medco, after the changes in the political and market environment Merck was left with an investment, for which it paid substantial premium, as a sunk cost.   Merck, true to every aspect of its Medco deal, was slow and late in dissolving the arrangement, which caused a greater hit to the company’s stock and effectively raised the net cost of the merger to shareholders.

What these managers should have also realized was much of the value in the synergies sought by these deals was susceptible to competition.  Merger synergies can be dulled if competitors form alliances of their own.  Some of the mergers even came in response to each other and after problems with the other mergers were known publicly.  As cited, Viacom’s acquisition of CBS and the AOL Time Warner merger came in part because of the nuptial between Disney and ABC.  The counter-moves by competitors could have been anticipated and reflected in the lowering of the premiums paid.

(2) The Lack of A Comprehensive, Conservative Business Plan

The rhetoric on deal day for each these companies failed to mention, in rigorous, quantitative terms, how the stated synergies and strengths of the married companies were going grow the businesses.  What was the conservative-case scenario for future earnings based on the enhanced distribution?  With AOL / Time Warner, how much more were the current subscribers going to pay for Time Warner content delivered exclusively by AOL?  How many more subscribers would come to the America-OnLine Company because of the new offerings?  If none of this could be projected and quantified, how can the billions invested in premium (and the value of the FTC-forced concessions) be considered anything but wild speculation?

If the managers of these companies were building a ship, they would expect their staff to estimate the annual revenue and earnings in great detail, figuring passenger load factors and expected ticket prices, crew expenses, advertising, agent’s fees, insurance, and every other quantifiable cost.   Then they would decide if the return on investment in the ship was competitive with other possible investments.   In the cases of these captains of industry, no such analysis appears to exist, only the rhetoric extolling the virtues of the companies to be merged and their “obvious” potential for business domination.  

(3) Lack Of Detailed Analysis of Actual Synergies

These mergers were conceived on the premise that synergies would be found between the acquiring organization and the acquired business.  These predicted synergies were the central justification for the substantial premiums paid for these companies.  In all five cases, synergies that were predicted on merger day failed to materialize.  This can only be explained by a lack of real research and attention to detail surrounding the expected synergies.

Viacom paid a hefty amount for CBS in hopes that advertisers would value the opportunity to advertise across multiple demographics through one organization.  It should not have come as a surprise to these skilled, experienced managers that customers wanted discounts for buying in bulk and without those discounts there was a lack of demand for cross-advertising.  Recall that offering bulk discounts would have been less profitable then selling advertising separately on the different media outlets.  So Viacom returned to their original approach of selling specific advertising media separately.  Unbelievably, this abandoned synergy was precisely what Viacom paid a premium for.

A similar issue is that even if these synergies were valuable they could be obtained through outsourcing or in-house creation at far less cost.  Going out and paying a massive premium for the possibility of these synergies was the wrong approach in all these cases. Synergies that Merck sought were predicted to give Merck the lowest margins in the business.  If synergies did exist Merck could have obtained them far more economically by building an in-house mail order business and saving the six billion dollars they paid for one (Metz, 1993).  Similarly, Disney and ESPN could have formed a strategic alliance and marketed their products globally, without being one company.  Further, the predicted synergies that would give Disney an advantage in expanding overseas did not materialize.  But, without the merger, Disney could have easily engaged another to make their distribution goals a reality.

The oddest “synergy” of all is the one sought by Sony.  The very idea that making more movies and owning a library of films could be characterized as “software” to spur the sale of its “hardware” is utter nonsense that stockholders undoubtedly scratch their head over daily.  Sony once had a video recorder called the Sony Betamax.  The Betamax was the first video recorder on the market but this recorder was driven to extinction by the concerted effort of the rest of the electronics industry that adopted a different standard.  That standard was VHS.  Did Sony fail to appreciate from the Betamax experience what competitors would do if it actually implemented its Sony-software strategy   That this supposed software “synergy” was not tested by a well-reasoned assessment that included competitor counter-moves, such as what happened to the Betamax, is a travesty of business mismanagement.

Chart 3
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Comparison of the change of Sony Corp (SNE) stock price vs. Fidelity Electronics Sector Fund (symbol FSELX) since its acquisition of Columbia.  As revealed, five years after the deal closed, Sony announced that it would take a $3.2 billion loss on its acquisition of Columbia Tristar.  What is astounding is this fell just short of the entire $3.4 billion price tag for the studios.  This deal was so mismanaged and costs became so bloated that Sony shareholders ended up losing far more than the premium.  Curiously, Sony’s website today still proclaims that its future is rich because of its pursuit of “software” somehow inexplicably disguised as a movie.

The word “synergy “ is defined as “the interaction of two or more agents or forces so that their combined effect is greater than the sum of their individual effects” (Dictionary.com).  In the case of AOL/Time Warner, the search for synergies of some kind actually made a lot of sense.  The already apparent threat from competitors to AOL and the desire of Time Warner to exploit the Internet were the competitive background on which synergies might possibly have been found.  But since the two-way synergies made it imperative for both parties to work together in order to succeed it should have reduced dramatically the billions in premium paid by the acquirer, or it should have caused a corporate alliance of some kind to be struck.  This premium reduction is appropriate because both companies needed something.  AOL was seeing its expensive dial-up service lose favor to other services and Time Warner needed a vehicle to propel its content into cyberspace.  One wonders if a strong, creative alliance had been struck here, without a merger, and the creativity and entrepreneurial zeal in both companies had surfaced, whether things would have been incredibly different.

(4) Interpersonal Relationship Problems

Even if significant synergistic possibilities were present, these deals would have had a difficult time capitalizing due to the time, money, and effort spent dealing with management clashes.   It is disappointing that the opportunity to create value through these mergers was hampered by corporate culture issues.  

Differences in cultures often create integration challenges across all types of mergers.  However, vertical integration can pose specific cultural challenges.  Overnight, employees and managers go from being a part of a stand alone firm to a piece of an integrated supply chain.  An organization will go from selling its product to external customers to providing it to internal customers.  This can create territorial transfer pricing battles as well as succession problems.  Battles arose over which piece of the company up-and-coming management should come from?  What was seen in the five cases was that predictions of smooth cultural transitions were predicted on merger day, but in these cases, cultural integration was anything but smooth.  

During the early stages of the merger of AOL and Time Warner, the management teams of the two companies painted a unified picture.  As we know, Gerry Levin said, “…we've become a company of high fives and hugs.”  Similarly, Mel Karmazin was supposed to succeed Sumner Redstone as CEO within a few years of Viacom’s acquisition of CBS.  Redstone and Karmazin were supposed to make a dynamic management team that combined twenty-first century management thinking with old school entrepreneurial wisdom. 

As the cases showed, both of these management teams had cultural clashes.  Within a few years, many of the deal’s architects, including Gerry Lavine, left the company.  They left in a windfall of finger pointing and frustration over the disastrous performance of the deal.  Similarly, Mel Karmazin left the company just a couple years after the Viacom/CBS merger: Mr. Karmazin’s performance dipped and it appeared that he was no longer certain to succeed Sumner Redstone.  Remember, in an interview, Mr. Karmazin cracked that as long as Mr. Redstone was the controlling shareholder, "there is never going to be a succession" (Flint, 2004, p. A1).

An additional example was the challenges that Disney’s top down management style presented to the ABC integration efforts.  Capital Cities/ABC was known for its horizontal management style and “gentlemanly” way of doing business.  Disney had a cutthroat style that ended up destroying development at ABC.

(5) The “bigger has to be better” mentality

In these mergers, managers claimed that increased size would give them an advantage. But equal consideration was not given to the disadvantages of size.  Interestingly, insiders and analysts have had similarly optimistic views on boosting mass.  Michael Eisner claimed, “The increase in size gives us the scope to attack the global playing field" (Schodolski & Dorning, 1995, p.1). 

Chart 4
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For the first few years after the acquisition of ABC, Disney’s share price held a similar return to the Dow Jones Industrial average.  Since then, as the popularity of ABC worsened and synergies failed to develop, the stock has slumped to return 30 percent less then the DJIA.

 Grimly similar was analyst Alexandra Mark’s observation, “For the corporate executives with their eye on the bottom line, the proposed buyout (of CBS by Viacom) is proof that in the increasingly competitive media world, that bigger is undoubtedly thought to be better” (Marks, 1999).  Further, Ted Turner’s justifications that he wanted to “try being big for a change” are words that he would likely be embarrassed by today.
Vertical mergers destroy value by creating uneconomic decision-making that directly conflicts with the “bigger has to be better” hypothesis.  In these cases vertical integration created an inefficient use of resources.  Theoretically, the content of Paramount, Disney, and Time Warner would have received the most value if auctioned off to the highest bidder.  Their value was depressed by artificially suppressing their demand by giving CBS, ABC, and AOL preference to their distribution.  Similarly, the advertising space of those outlets might be undervalued by not forcing them to be competitively bid.  Beyond these factors, size can poison relationships with customers.  Medco’s managed care customers filed suit claiming that Medco was favoring Merck drugs.   Medco, by favoring Merck drugs when acting as the middleman, could underhandedly increase the demand for Merck drugs.  Medco could use Merck drugs even if other organizations’ drugs had more value.  This uneconomic process, originating from the merged company’s size and vertical integration, alienated customers that are the life-blood of every business.

The glowing rhetoric on deal day from all of the managers is always comparable: size will bring market domination.  In these cases girth proved to be an obstacle.  Their size did not allow them to react quickly to a change in market environments.  It is a fundamental problem of vertical integration.  Merck’s inability to react to the lack of predicted changes in the market environment is a perfect example.  One of the main reasons for Merck’s acquisition of Medco was that managed care companies were increasingly influencing the drugs doctors prescribed.  In addition, President Bill Clinton had proposed a health care plan that was expected to accelerate that trend.  As discussed, by owning a part of the managed care system, the companies like Medco believed that they could help sway some prescriptions to their drugs (Freudenheim & Petersen, 2002, p. C 5).  

However, President Clinton’s health plan did not have the extensive effect Merck predicted and regulators forced the two businesses to remain separate due to evidence that patients and employers were being mistreated (Freudenheim & Petersen, 2002).  Ironically, when Merck decided that its quest to transform itself to a low-margin business was completely the wrong course, it was again stuck with spinning off Medco.  But by then Medco was seen as “damaged goods” because of its now widely known, paltry, 3% profit margin, under Merck’s management.  Size had given Merck a lot of distractions, poor investment in new drug development, and a poor ability to match the moves of competitors who divested their mistakes earlier.
Both Viacom and Merck have taken strides to rectify their post merger stock performance.  As discussed, Bank of America securities analyst Douglas Shapiro predicted that Viacom would be trading near $77 instead of just over $34 if it had not purchased CBS (Lieberman, 2004).  Merck had an initial public offering to separate itself from Medco.  Likewise, Viacom is planning a similar move this year.  

In the end, after the statistics and analysis, the main story is that of the managers.  Men and women who reached the top of organizations worth billions of dollars yet still lead their company’s into foolish investments.  Time will tell if managers learn from the mistakes of those who came before them.  One must wonder if history will continue to repeat itself.
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Appendix A

Regression Analysis: DIS ROR versus S & P ROR

The regression equation is

DIS ror = 0.00713 + 1.24 S & P ror

Predictor      Coef   SE Coef     T      P

Constant   0.007130  0.007999  0.89  0.376

S & P ror    1.2394    0.2359  5.25  0.000

S = 0.0601367   R-Sq = 32.3%   R-Sq(adj) = 31.1%

Analysis of Variance

Source          DF        SS        MS      F      P

Regression       1  0.099867  0.099867  27.61  0.000

Residual Error  58  0.209753  0.003616

Total           59  0.309620

Unusual Observations

Obs  S & P ror   DIS ror       Fit   SE Fit  Residual  St Resid

  9     -0.040   0.10130  -0.04183  0.01366   0.14313      2.44R

 43     -0.020   0.21373  -0.01753  0.01020   0.23126      3.90R

 44      0.112   0.09348   0.14543  0.02560  -0.05195     -0.95 X

 60     -0.094  -0.12983  -0.10976  0.02539  -0.02007     -0.37 X

R denotes an observation with a large standardized residual.

X denotes an observation whose X value gives it large influence.
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Appendix B

Regression Analysis: MRK ROR versus S & P ROR

The regression equation is

MRK ror = 0.0124 + 1.07 S & P ror

Predictor      Coef   SE Coef     T      P

Constant   0.012446  0.006001  2.07  0.043

S & P ror    1.0738    0.1557  6.90  0.000

S = 0.0451863   R-Sq = 45.1%   R-Sq(adj) = 44.1%

Analysis of Variance

Source          DF        SS        MS      F      P

Regression       1  0.097130  0.097130  47.57  0.000

Residual Error  58  0.118425  0.002042

Total           59  0.215555

Unusual Observations

Obs  S & P ror   MRK ror       Fit   SE Fit  Residual  St Resid

  4      0.019  -0.06885   0.03252  0.00602  -0.10137     -2.26R

 10      0.009  -0.08471   0.02222  0.00583  -0.10693     -2.39R

 19      0.112   0.16740   0.13227  0.01700   0.03514      0.84 X

 20     -0.044   0.06688  -0.03472  0.01010   0.10160      2.31R

 35     -0.094  -0.04467  -0.08883  0.01712   0.04416      1.06 X

R denotes an observation with a large standardized residual.

X denotes an observation whose X value gives it large influence.

Scatterplot of MRK ror vs S & P ror 
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Appendix C

Regression Analysis: Sony ror versus S & P ror 

The regression equation is

Sony ror = 0.0233 + 0.574 S & P ror

Predictor     Coef  SE Coef     T      P

Constant   0.02325  0.01329  1.75  0.085

S & P ror   0.5743   0.2536  2.26  0.027

S = 0.0992565   R-Sq = 8.1%   R-Sq(adj) = 6.5%

Analysis of Variance

Source          DF        SS        MS     F      P

Regression       1  0.050520  0.050520  5.13  0.027

Residual Error  58  0.571407  0.009852

Total           59  0.621927

Unusual Observations

Obs  S & P ror  Sony ror      Fit  SE Fit  Residual  St Resid

 14     -0.005    0.3340   0.0201  0.0137    0.3139      3.19R

 22     -0.085    0.1926  -0.0257  0.0282    0.2183      2.29R

 23     -0.218   -0.2305  -0.1017  0.0601   -0.1287     -1.63 X

 27      0.048    0.3014   0.0508  0.0155    0.2506      2.56R

 32      0.132   -0.0251   0.0989  0.0325   -0.1241     -1.32 X

R denotes an observation with a large standardized residual.

X denotes an observation whose X value gives it large influence.

Scatterplot of Sony ror vs S & P ror
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Appendix D

Regression Analysis: TWX ROR versus S&P ROR 

The regression equation is

TWX ROR = 0.0447 + 2.42 S&P ROR

Predictor     Coef  SE Coef     T      P

Constant   0.04473  0.02494  1.79  0.078

S&P ROR     2.4240   0.5569  4.35  0.000

S = 0.172004   R-Sq = 24.6%   R-Sq(adj) = 23.3%

Analysis of Variance

Source          DF       SS       MS      F      P

Regression       1  0.56059  0.56059  18.95  0.000

Residual Error  58  1.71594  0.02959

Total           59  2.27654

Unusual Observations

Obs  S&P ROR  TWX ROR      Fit  SE Fit  Residual  St Resid

 10    0.039   0.6528   0.1388  0.0245    0.5140      3.02R

 13    0.056   0.7716   0.1814  0.0299    0.5902      3.48R

 17   -0.146  -0.3005  -0.3087  0.0952    0.0081      0.06 X

 39    0.026  -0.2342   0.1081  0.0224   -0.3423     -2.01R

 56    0.036  -0.2345   0.1328  0.0239   -0.3672     -2.16R

R denotes an observation with a large standardized residual.

X denotes an observation whose X value gives it large influence.

Scatterplot of TWX ROR vs S&P ROR 
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Appendix E

Regression Analysis: via ror versus sp ror 

The regression equation is

via ror = - 0.0041 + 1.21 sp ror

Predictor      Coef  SE Coef      T      P

Constant   -0.00412  0.01109  -0.37  0.711

sp ror       1.2131   0.2536   4.78  0.000

S = 0.0783249   R-Sq = 28.3%   R-Sq(adj) = 27.1%

Analysis of Variance

Source          DF       SS       MS      F      P

Regression       1  0.14036  0.14036  22.88  0.000

Residual Error  58  0.35582  0.00613

Total           59  0.49618

Unusual Observations

Obs  sp ror  via ror      Fit  SE Fit  Residual  St Resid

 13  -0.146  -0.2743  -0.1810  0.0428   -0.0933     -1.42 X

 14  -0.012   0.1602  -0.0182  0.0126    0.1784      2.31R

 21   0.016   0.1765   0.0150  0.0101    0.1615      2.08R

 29   0.058  -0.1836   0.0667  0.0144   -0.2504     -3.25R

 44   0.033  -0.1325   0.0354  0.0108   -0.1680     -2.17R

R denotes an observation with a large standardized residual.

X denotes an observation whose X value gives it large influence.
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This statistic is not in the table above. Are you reporting that from the analysis in your spreadsheet?
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Sheet1

						Current Market Cap (Billions)

						34.04

		Date		Monthly Close		Sony		Monthly Close		FSELX		Sony Stock since merger		FSELX since merger		Sony Market Cap Chg Over Time		Sony Market Cap If Mimic Electronic Industry Basket		Lost Market Cap (Billions)

		1-Apr-05		37.07		136%		35.81		1174%		236%		1274%		34.04		190.7447401137		-156.7047401137

		1-Mar-05		40.02		154%		37.5		1235%		254%		1335%		36.7488751012		199.7466560811		-162.9977809799

		1-Feb-05		37.79		140%		38.93		1285%		240%		1385%		34.7011491772		207.3636618996		-172.6625127224

		3-Jan-05		37.02		135%		36.06		1183%		235%		1283%		33.9940868627		192.0763844876		-158.0822976249

		1-Dec-04		38.96		148%		37.78		1244%		248%		1344%		35.7755165902		201.2380977798		-165.4625811896

		1-Nov-04		36.36		131%		36.21		1189%		231%		1289%		33.3880334502		192.8753711119		-159.4873376617

		1-Oct-04		34.85		122%		35.15		1151%		222%		1251%		32.0014567035		187.2291989667		-155.2277422631

		1-Sep-04		34.39		119%		32.88		1070%		219%		1170%		31.5790558403		175.1378680519		-143.5588122116

		2-Aug-04		34.55		120%		31.21		1011%		220%		1111%		31.7259778797		166.2424836344		-134.5165057547

		1-Jul-04		34.53		120%		34.43		1125%		220%		1225%		31.7076126248		183.3940631699		-151.6864505451

		1-Jun-04		37.92		141%		40.25		1332%		241%		1432%		34.8205233342		214.3947441937		-179.5742208594

		3-May-04		36.75		134%		41.6		1380%		234%		1480%		33.7461559212		221.5856238126		-187.8394678914

		1-Apr-04		38.27		143%		38.21		1260%		243%		1360%		35.1419152954		203.5285261029		-168.3866108075

		1-Mar-04		41.67		165%		42.63		1417%		265%		1517%		38.2640086323		227.071998633		-188.8079900006

		2-Feb-04		40.69		159%		43.67		1454%		259%		1554%		37.3641111411		232.6116392283		-195.2475280872

		2-Jan-04		40.4		157%		44.46		1482%		257%		1582%		37.0978149447		236.8196354497		-199.721820505

		1-Dec-03		34.45		119%		41.89		1391%		219%		1491%		31.6341516051		223.1303312863		-191.4961796812

		3-Nov-03		34.14		117%		42.2		1402%		217%		1502%		31.3494901538		224.7815703099		-193.4320801561

		1-Oct-03		34.98		122%		40.52		1342%		222%		1442%		32.1208308605		215.8329201175		-183.7120892569

		2-Sep-03		34.58		120%		36.08		1184%		220%		1284%		31.7535257621		192.1829160375		-160.4293902754

		1-Aug-03		32.65		108%		37.62		1239%		208%		1339%		29.981278662		200.3858453805		-170.4045667185

		1-Jul-03		30.91		97%		33.43		1090%		197%		1190%		28.3835014837		178.0674856744		-149.6839841907

		2-Jun-03		27.74		76%		30.84		998%		176%		1098%		25.4726085784		164.2716499611		-138.7990413827

		1-May-03		27.09		72%		31.83		1033%		172%		1133%		24.8757377934		169.5449616816		-144.6692238882

		1-Apr-03		24.51		56%		27.59		882%		156%		982%		22.5066199083		146.9602731007		-124.4536531924

		3-Mar-03		34.81		121%		24.64		777%		221%		877%		31.9647261937		131.246869489		-99.2821432953

		3-Feb-03		37.51		138%		24.9		786%		238%		886%		34.4440356083		132.6317796378		-98.1877440295

		2-Jan-03		39.47		151%		23.34		731%		251%		831%		36.2438305908		124.3223187449		-88.0784881541

		2-Dec-02		40.81		159%		24.37		767%		259%		867%		37.4743026706		129.8086935652		-92.3343908946

		1-Nov-02		43.82		179%		31.24		1012%		279%		1112%		40.2382735366		166.4022809593		-126.1640074227

		1-Oct-02		42.72		172%		25.04		791%		272%		891%		39.2281845158		133.3775004872		-94.1493159714

		3-Sep-02		40.61		158%		21.35		660%		258%		760%		37.2906501214		113.7224295288		-76.4317794074

		1-Aug-02		42.88		173%		26.79		853%		273%		953%		39.3751065552		142.6990111043		-103.3239045492

		1-Jul-02		44.67		184%		29.18		938%		284%		1038%		41.0187968708		155.4295313186		-114.4107344478

		3-Jun-02		52.33		233%		34.11		1114%		333%		1214%		48.0526895063		181.6895583713		-133.636868865

		1-May-02		57.26		264%		42.03		1396%		364%		1496%		52.5797248449		223.8760521357		-171.2963272908

		1-Apr-02		53.41		240%		44.69		1490%		340%		1590%		49.0444132722		238.0447482737		-189.0003350015

		1-Mar-02		50.95		224%		50.25		1688%		324%		1788%		46.7854869166		267.6605191486		-220.875032232

		4-Feb-02		45.48		189%		44.27		1475%		289%		1575%		41.7625896952		235.8075857256		-194.0449960304

		2-Jan-02		44.06		180%		50.34		1691%		280%		1791%		40.4586565956		268.1399111232		-227.6812545276

		3-Dec-01		44.4		182%		49.27		1653%		282%		1753%		40.7708659293		262.440473203		-221.6696072737

		1-Nov-01		46.96		199%		48.45		1624%		299%		1724%		43.1216185595		258.0726796567		-214.9510610973

		1-Oct-01		37.6		139%		41.47		1376%		239%		1476%		34.5266792555		220.8931687382		-186.3664894827

		4-Sep-01		32.68		108%		33.46		1091%		208%		1191%		30.0088265444		178.2272829993		-148.2184564549

		1-Aug-01		44.08		180%		48.36		1621%		280%		1721%		40.4770218506		257.5932876821		-217.1162658316

		2-Jul-01		48.62		209%		52.88		1782%		309%		1882%		44.6459347181		281.6694179618		-237.0234832437

		1-Jun-01		64.6		311%		53.47		1803%		411%		1903%		59.3197734017		284.8120986841		-225.4923252825

		1-May-01		76.68		387%		52.32		1762%		487%		1862%		70.4123873752		278.6865345643		-208.2741471891

		2-Apr-01		75.25		378%		56.32		1904%		478%		2004%		69.0992716482		299.9928445463		-230.8935728981

		1-Mar-01		70.93		351%		44.79		1494%		451%		1594%		65.1323765848		238.5774060232		-173.4450294384

		1-Feb-01		70.11		346%		48.25		1617%		446%		1717%		64.379401133		257.0073641576		-192.6279630247

		2-Jan-01		72.11		358%		68.36		2333%		458%		2433%		66.2159266253		364.1248375921		-297.9089109667

		1-Dec-00		68.14		333%		57.78		1956%		433%		2056%		62.5704235231		307.7696476897		-245.1992241666

		1-Nov-00		73.04		364%		57.16		1934%		464%		2034%		67.0699109792		304.4671696425		-237.3972586633

		2-Oct-00		81.38		417%		77.41		2655%		517%		2755%		74.7282222822		412.3303639263		-337.6021416441

		1-Sep-00		98.96		529%		83.89		2885%		629%		2985%		90.8712813596		446.8465860971		-355.9753047375

		1-Aug-00		111.89		611%		104.78		3629%		711%		3729%		102.7444186674		558.118789978		-455.3743713106

		3-Jul-00		92		485%		89.85		3098%		585%		3198%		84.4801726463		478.5929879702		-394.1128153239

		1-Jun-00		92.37		487%		96.72		3342%		587%		3442%		84.8199298624		515.1865753643		-430.3666455019

		1-May-00		89.31		468%		86.7		2985%		568%		3085%		82.0100458592		461.8142688594		-379.8042230002

		3-Apr-00		110.49		602%		97.66		3375%		702%		3475%		101.4588508228		520.1935582101		-418.7347073873

		1-Mar-00		137.17		772%		100.13		3463%		872%		3563%		125.9581008902		533.3502046239		-407.3921037337

		1-Feb-00		153.23		874%		96.38		3330%		974%		3430%		140.7054005935		513.3755390158		-372.6701384224

		3-Jan-00		123.66		686%		73.21		2505%		786%		2605%		113.5523711896		389.9587384452		-276.4063672556

		1-Dec-99		139.18		785%		70.46		2407%		885%		2507%		127.80380901		375.3106503326		-247.5068413226

		1-Nov-99		90.02		472%		59.93		2033%		572%		2133%		82.662012409		319.221789305		-236.5597768961

		1-Oct-99		78.08		396%		54.69		1846%		496%		1946%		71.6979552199		291.3105232286		-219.6125680088

		1-Sep-99		73.35		366%		49.17		1650%		466%		1750%		67.3545724305		261.9078154535		-194.553243023

		2-Aug-99		61.94		294%		50.19		1686%		394%		1786%		56.8771944969		267.3409244989		-210.463730002

		1-Jul-99		60.91		287%		46.88		1568%		387%		1668%		55.9313838684		249.7099529888		-193.7785691205

		1-Jun-99		53.7		241%		45.49		1519%		341%		1619%		49.3107094686		242.3060102701		-192.9953008015

		3-May-99		45.46		189%		38.15		1258%		289%		1358%		41.7442244402		203.2089314531		-161.4647070129

		1-Apr-99		45		186%		36.85		1211%		286%		1311%		41.321823577		196.284380709		-154.962557132

		1-Mar-99		44.43		182%		36.11		1185%		282%		1285%		40.7984138117		192.3427133623		-151.5442995506

		1-Feb-99		36.14		130%		34.71		1135%		230%		1235%		33.1860156461		184.8855048686		-151.6994892226

		4-Jan-99		35.36		125%		41.18		1365%		225%		1465%		32.4697707041		219.3484612645		-186.8786905604

		1-Dec-98		34.84		121%		34.13		1115%		221%		1215%		31.9922740761		181.7960899213		-149.8038158452

		2-Nov-98		35.39		125%		29.61		954%		225%		1054%		32.4973185865		157.7199596416		-125.2226410552

		1-Oct-98		31.88		103%		26.05		827%		203%		927%		29.2742163475		138.7573437577		-109.4831274102

		1-Sep-98		33.24		111%		21.77		675%		211%		775%		30.5230536822		115.9595920769		-85.4365383947

		3-Aug-98		33.95		116%		19.24		585%		216%		685%		31.175020232		102.4833510133		-71.3083307813

		1-Jul-98		40.82		160%		24.01		754%		260%		854%		37.4834852981		127.8911256668		-90.4076403688

		1-Jun-98		41.33		163%		23.04		720%		263%		820%		37.9517992986		122.7243454962		-84.7725461976

		1-May-98		40.25		156%		22.6		704%		256%		804%		36.9600755328		120.3806513982		-83.4205758654

		1-Apr-98		40.79		159%		26.09		828%		259%		928%		37.4559374157		138.9704068575		-101.5144694418

		2-Mar-98		40.85		160%		24.91		786%		260%		886%		37.5110331805		132.6850454128		-95.1740122323

		2-Feb-98		43.13		174%		25.65		813%		274%		913%		39.6046722417		136.6267127595		-97.0220405177

		2-Jan-98		44.77		185%		22.95		717%		285%		817%		41.1106231454		122.2449535216		-81.1343303762

		1-Dec-97		43.28		175%		22.58		704%		275%		804%		39.7424116536		120.2741198483		-80.5317081947

		3-Nov-97		39.82		153%		24.74		780%		253%		880%		36.5652225519		131.7795272386		-95.2143046866

		1-Oct-97		40.24		156%		24.92		787%		256%		887%		36.9508929053		132.7383111877		-95.7874182824

		2-Sep-97		44.8		185%		29.26		941%		285%		1041%		41.1381710278		155.8556575182		-114.7174864904

		1-Aug-97		41.76		165%		28.2		904%		265%		1004%		38.3466522795		150.209485373		-111.8628330935

		1-Jul-97		48.25		207%		27.18		867%		307%		967%		44.306177502		144.7763763276		-100.4701988255

		2-Jun-97		41.7		165%		23.16		724%		265%		824%		38.2915565147		123.3635347957		-85.071978281

		1-May-97		40.4		157%		23.3		729%		257%		829%		37.0978149447		124.109255645		-87.0114407003

		1-Apr-97		34.77		121%		21		647%		221%		747%		31.9279956838		111.8581274054		-79.9301317216

		3-Mar-97		32.76		108%		19.18		583%		208%		683%		30.0822875641		102.1637563636		-72.0814687995

		3-Feb-97		33.93		116%		20.61		633%		216%		733%		31.1566549771		109.7807621822		-78.6241072051

		2-Jan-97		31.59		101%		22.91		715%		201%		815%		29.0079201511		122.0318904218		-93.0239702707

		2-Dec-96		30.77		96%		19.81		605%		196%		705%		28.2549446992		105.5195001858		-77.2645554865

		1-Nov-96		30.3		93%		19.81		605%		193%		705%		27.8233612085		105.5195001858		-77.6961389772

		1-Oct-96		28.25		80%		17.23		513%		180%		613%		25.9409225789		91.7769302474		-65.8360076685

		3-Sep-96		29.83		90%		17.09		508%		190%		608%		27.3917777178		91.031209398		-63.6394316802

		1-Aug-96		29.34		87%		15.06		436%		187%		536%		26.9418289722		80.2182570822		-53.2764281099

		1-Jul-96		29.69		89%		14.37		411%		189%		511%		27.2632209334		76.5429186103		-49.2796976769

		3-Jun-96		30.67		95%		15.09		437%		195%		537%		28.1631184246		80.378054407		-52.2149359824

		1-May-96		29.74		89%		16.48		486%		189%		586%		27.3091340707		87.7819971258		-60.4728630551

		1-Apr-96		29.92		90%		16.06		472%		190%		572%		27.474421365		85.5448345777		-58.0704132127

		1-Mar-96		28.18		79%		14.41		413%		179%		513%		25.8766441867		76.7559817101		-50.8793375234

		1-Feb-96		26.81		70%		15.31		445%		170%		545%		24.6186242244		81.549901456		-56.9312772316

		2-Jan-96		28.41		81%		14.45		414%		181%		514%		26.0878446183		76.9690448099		-50.8812001916

		1-Dec-95		28.13		79%		13.98		398%		179%		498%		25.8307310494		74.465553387		-48.6348223377

		1-Nov-95		24.69		57%		14.98		433%		157%		533%		22.6719072026		79.7921308825		-57.1202236799

		2-Oct-95		20.97		33%		15.37		447%		133%		547%		19.2559697869		81.8694961058		-62.6135263189

		1-Sep-95		24.23		54%		15.8		462%		154%		562%		22.2495063394		84.1599244288		-61.9104180895

		1-Aug-95		24.93		58%		15.52		452%		158%		552%		22.8922902617		82.6684827301		-59.7761924684

		3-Jul-95		24.53		56%		15.32		445%		156%		545%		22.5249851632		81.603167231		-59.0781820678

		1-Jun-95		21.93		39%		13.33		374%		139%		474%		20.1375020232		71.003278015		-50.8657759918

		1-May-95		22.16		41%		11.67		315%		141%		415%		20.3487024548		62.1611593724		-41.8124569176

		3-Apr-95		23.01		46%		10.87		287%		146%		387%		21.129225789		57.899897376		-36.770671587

		1-Mar-95		22.1		40%		9.78		248%		140%		348%		20.29360669		52.0939279059		-31.8003212159

		1-Feb-95		19.4		23%		8.86		215%		123%		315%		17.8142972754		47.1934766101		-29.3791793347

		3-Jan-95		20.9		33%		8.04		186%		133%		286%		19.1916913947		42.8256830638		-23.6339916691

		1-Dec-94		24.95		59%		8.28		195%		159%		295%		22.9106555166		44.1040616627		-21.1934061461

		1-Nov-94		23.62		50%		8.24		193%		150%		293%		21.6893660642		43.8909985629		-22.2016324987

		3-Oct-94		26.84		71%		8.34		197%		171%		297%		24.6461721068		44.4236563124		-19.7774842056

		1-Sep-94		25.95		65%		8.02		185%		165%		285%		23.8289182627		42.7191515139		-18.8902332511

		1-Aug-94		26.61		69%		8.25		194%		169%		294%		24.4349716752		43.9442643378		-19.5092926626

		1-Jul-94		26		65%		7.52		168%		165%		268%		23.8748314001		40.0558627661		-16.1810313661

		1-Jun-94		26.66		69%		7.37		162%		169%		262%		24.4808848125		39.2568761418		-14.7759913293

		2-May-94		25.89		65%		7.78		177%		165%		277%		23.773822498		41.440772915		-17.666950417

		4-Apr-94		24.52		56%		7.81		178%		156%		278%		22.5158025357		41.6005702398		-19.0847677041

		1-Mar-94		24.74		57%		7.83		179%		157%		279%		22.7178203399		41.7071017897		-18.9892814498

		1-Feb-94		26.65		69%		7.91		181%		169%		281%		24.4717021851		42.1332279894		-17.6615258043

		3-Jan-94		25.79		64%		7.56		169%		164%		269%		23.6819962234		40.2689258659		-16.5869296426

		1-Dec-93		21.62		37%		7.07		152%		137%		252%		19.8528405719		37.6589028932		-17.8060623213

		1-Nov-93		18.69		19%		6.81		142%		119%		242%		17.1623307257		36.2739927443		-19.1116620187

		1-Oct-93		19.72		25%		6.86		144%		125%		244%		18.1081413542		36.5403216191		-18.4321802649

		1-Sep-93		18.47		17%		7		149%		117%		249%		16.9603129215		37.2860424685		-20.325729547

		2-Aug-93		18.53		18%		6.88		145%		118%		245%		17.0154086863		36.646853169		-19.6314444827

		1-Jul-93		18.05		15%		6.34		126%		115%		226%		16.5746425681		33.7705013214		-17.1958587533

		1-Jun-93		17.09		9%		6.16		119%		109%		219%		15.6931103318		32.8117173723		-17.1186070404

		3-May-93		17.94		14%		6.05		115%		114%		215%		16.473633666		32.2257938477		-15.7521601817

		1-Apr-93		19.11		21%		5.5		96%		121%		196%		17.548001079		29.2961762252		-11.7481751462

		1-Mar-93		16.34		4%		5.6		99%		104%		199%		15.0044132722		29.8288339748		-14.8244207026

		1-Feb-93		14.01		-11%		5.41		93%		89%		193%		12.8648610736		28.8167842506		-15.951923177

		4-Jan-93		13.65		-13%		5.53		97%		87%		197%		12.534286485		29.4559735501		-16.9216870651

		1-Dec-92		14.27		-9%		5.35		90%		91%		190%		13.1036093876		28.4971896009		-15.3935802133

		2-Nov-92		13.7		-13%		5.25		87%		87%		187%		12.5801996223		27.9645318513		-15.384332229

		1-Oct-92		13.54		-14%		4.93		75%		86%		175%		12.433277583		26.2600270528		-13.8267494698

		1-Sep-92		14.01		-11%		4.58		63%		89%		163%		12.8648610736		24.3957249294		-11.5308638557

		3-Aug-92		13.71		-13%		4.42		57%		87%		157%		12.5893822498		23.5434725301		-10.9540902803

		1-Jul-92		12.84		-18%		4.38		56%		82%		156%		11.7904936606		23.3304094303		-11.5399157696

		1-Jun-92		13.46		-14%		4.16		48%		86%		148%		12.3598165633		22.1585623813		-9.798745818

		1-May-92		13.87		-12%		4.48		59%		88%		159%		12.7363042892		23.8630671798		-11.1267628906

		1-Apr-92		13.3		-15%		4.48		59%		85%		159%		12.2128945239		23.8630671798		-11.6501726559

		2-Mar-92		12.63		-20%		4.56		62%		80%		162%		11.5976584839		24.2891933795		-12.6915348955

		3-Feb-92		12.68		-19%		4.95		76%		81%		176%		11.6435716213		26.3665586027		-14.7229869814

		2-Jan-92		13.59		-14%		4.69		67%		86%		167%		12.4791907203		24.9816484539		-12.5024577336

		2-Dec-91		14		-11%		4.2		49%		89%		149%		12.8556784462		22.3716254811		-9.5159470349

		1-Nov-91		13.29		-16%		3.74		33%		84%		133%		12.2037118964		19.9213998332		-7.7176879367

		1-Oct-91		16.07		2%		3.99		42%		102%		142%		14.7564823307		21.253044207		-6.4965618763

		3-Sep-91		16.37		4%		3.8		35%		104%		135%		15.0319611546		20.2409944829		-5.2090333283

		1-Aug-91		11.56		-27%		4.11		46%		73%		146%		10.6151173456		21.8922335065		-11.2771161609

		1-Jul-91		12.64		-20%		3.95		41%		80%		141%		11.6068411114		21.0399811072		-9.4331399958

		3-Jun-91		12.53		-20%		3.69		31%		80%		131%		11.5058322093		19.6550709584		-8.149238749

		1-May-91		12.71		-19%		4.2		49%		81%		149%		11.6711195036		22.3716254811		-10.7005059774

		1-Apr-91		12.78		-19%		4.07		45%		81%		145%		11.7353978959		21.6791704067		-9.9437725108

		1-Mar-91		13.23		-16%		4.05		44%		84%		144%		12.1486161316		21.5726388568		-9.4240227251

		1-Feb-91		14.3		-9%		3.84		37%		91%		137%		13.13115727		20.4540575827		-7.3229003127

		2-Jan-91		13.09		-17%		3.53		26%		83%		126%		12.0200593472		18.8028185591		-6.7827592119

		3-Dec-90		11.82		-25%		3.1		10%		75%		110%		10.8538656596		16.512390236		-5.6585245765

		1-Nov-90		12.3		-22%		2.91		4%		78%		104%		11.2946317777		15.5003405119		-4.2057087342

		1-Oct-90		13.71		-13%		2.64		-6%		87%		94%		12.5893822498		14.0621645881		-1.4727823383

		4-Sep-90		11.17		-29%		2.74		-2%		71%		98%		10.2569948746		14.5948223377		-4.3378274631

		1-Aug-90		14.11		-10%		3.22		15%		90%		115%		12.9566873483		17.1515795355		-4.1948921872

		2-Jul-90		16.04		2%		3.82		36%		102%		136%		14.7289344483		20.3475260328		-5.6185915845

		1-Jun-90		15.98		2%		4.01		43%		102%		143%		14.6738386836		21.3595757569		-6.6857370734

		1-May-90		15.43		-2%		3.95		41%		98%		141%		14.1687941732		21.0399811072		-6.871186934

		2-Apr-90		14.45		-8%		3.44		22%		92%		122%		13.268896682		18.3234265845		-5.0545299026

		1-Mar-90		13.7		-13%		3.43		22%		87%		122%		12.5801996223		18.2701608095		-5.6899611872

		1-Feb-90		14.85		-6%		3.27		16%		94%		116%		13.6362017804		17.4179084103		-3.7817066299

		2-Jan-90		15.49		-2%		3.03		8%		98%		108%		14.223889938		16.1395298114		-1.9156398734

		1-Dec-89		16.3		4%		2.93		4%		104%		104%		14.9676827623		15.6068720618		-0.6391892995

		1-Nov-89		15.73		Start		2.81		Start
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Merck in the 3 years before Medco divestiture

Merck vs. DJIA after Medco divestiture
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