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For individual firms, the economic role of mergers and acquisitions (M&As) is to assist in
achieving or maintaining their competitive advantage by anticipating and adjusting to change.
M& As include mergers, acquisitions, divestitures, alliances, joint ventures, restructuring, minor-
ity investments, licensing, and franchising, as well as international activities. For economies,
M& As help move resources from lower-value uses to higher-value uses. Yet a high number of
M&A investments fail to earn their cost of capital. The materials in this book seek to improve
the success rate of M&A activities.

Powerful, long-term change forces have been driving M&A activity in recent decades.
Foremost is technological change, impacting every industry. Changes in transportation and
communications produced the internationalization of markets. The globalization of competi-
tion and its increased intensity produced deregulation in airlines, financial services, telecommu-
nications, and even the traditional electrical and other public utilities industries. But the mas-
sive change forces also have impacted the pharmaceutical, chemical, auto, tire, and petroleum
industries. Ways of doing business will continue to change. The forms of competition will con-
tinue to multiply, and the intensity of competition will continue to increase. Relations with sup-
pliers, workers, consumers, and other stakeholders will continue to evolve. These forces are not
likely to diminish in the years ahead.

Other developments have become superimposed on the longer-term trends. An economic
downturn began in early 2000. Chain reactions set in. Slowing economies always impact the
durable goods industries the most adversely. Strong new growth sectors were severely stunted.
The promising Internet industries came to a virtual standstill. The world telecommunications
industry was battered by overinvestment and overcapacity, resulting in a collapse of profit mar-
gins. Stock market values were shattered. Large stock price declines took place in industry
leaders such as Intel, Cisco, Oracle, Sun Microsystems, IBM, and even Microsoft. These prob-
lems were aggravated by geopolitical developments. International terrorism was signaled
by the September 11, 2001, tragedy. Political tensions in the Middle East, India—Pakistan,
Russia—Chechnya, and so on continued.

Another adverse development was the collapse of several individual companies. Some
were accompanied by disclosures of fraud. Among these were Enron, WorldCom, Tyco, and
ImClone. Fortune in its September 2, 2002, issue calculated that executives at 25 companies
whose stock price declined 75% from their peak in the period January 1999 through May 2002
sold out before the bad news and “walked away” with $66 billion. These developments shat-
tered confidence in the integrity of the financial markets. As a consequence, the Sarbanes-
Oxley Act was signed into law on July 30, 2002. By requiring that senior corporate officials be
more responsible for the preparation of their companies’ financial reports, it was hoped that
investors’ confidence would be restored.

The dollar value of mergers in 2001, adjusted for price level changes, was down 48% from
2000. For 2002, the dollar volume again declined about 50% from the previous year. The
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outlook for 2003 appears to be about the same level as for 2002. The slow rate of economic
recovery has impacted all forms of investment activity negatively, including M&As. However,
the role of M&As is to assist firms and economies in adjusting to opportunities and change. It
follows, therefore, that M&A activity has a bigger job to do because of the new and stronger
shocks that have occurred. Cash purchases of divisions of distressed companies are underway.
An example is the purchase of Houghton-Mifflin from Vivendi Universal by Thomas Lee
Partners and Bain Capital underway in November 2002. Deal activity in October 2002 was
active and rising in the computer software, supply and services, brokerage, medical supplies,
broadcasting, and retail industries. Industry consolidations to reduce excess capacity are occur-
ring. In general, with the strong new shocks, many adjustments will be required. Hence,
increased M&A activities are likely as economies and financial markets recover.

With two new coauthors, we have revised every chapter of the book. We have tried to cover all
of the major articles and books published since the last edition. We have added a new chapter
on merger arbitrage and have updated all the empirical materials.

The accounting changes that have become effective since the prior edition have been
included in Chapter 3. Chapter 4 has been retitled Deal Structuring and includes method of
payment, taxes, collars, and contingent payments. A strong conceptual framework is further
developed in Chapter 6. The empirical materials on merger performance are reworked com-
pletely in Chapter 8. Appendix A to Chapter 8 analyzes a recent M& A sample to illustrate and
explain modern techniques of performance measurements. The valuation discussions in
Chapters 9 and 10 are rewritten for clarification with new applications provided. Chapters 11,
12, and 13 on restructuring are rewritten with a strong conceptual framework. Appendix A to
Chapter 11 presents a case study of restructuring in the natural gas industry. Appendix A to
Chapter 12 analyzes a sample of divestitures. Chapter 14 on alliances and joint ventures is
broadened and includes new applications. For Chapter 16 on leveraged buyouts, we have added
the capital cash flow valuation model and illustrated its use. In Chapter 18 on share repur-
chases, a new conceptual framework is applied in the discussion of a substantial new volume of
literature. Chapter 20 on corporate governance covers new developments in corporate behav-
ior, fraud, and ethical responsibilities. Chapter 21 on merger arbitrage reflects some Journal of
Finance articles by coauthor Mark Mitchell in addition to his experience as a partner in a
merger arbitrage firm. Chapter 22 includes tables summarizing alternative strategies for growth
and value enhancements, as well as a new section on value-based management.

On a Companion Web site to this text (www.prenhall.com/weston), we offer an ancillary pack-
age containing the following resources. For students, Excel computer models—formulated key
analytical models contained in our book —enable the user to study a wide range of alternative
concepts, assumptions, or company characteristics. Outlines of our PowerPoint presentation are
also available to the student.

For the instructor, our resource manual includes a syllabus, Thoughts for Teaching an M&A
Course, solutions to all end-of-chapter questions, problems, and cases, and a test bank contain-
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ing true/false questions. Illustrative Examinations, and the complete PowerPoint Presentation
Graphics are available. Instructors should contact their Prentice Hall sales representative for
their password.

A related book of cases has been published under the title Cases in Dynamic Finance:
Mergers and Restructuring, by J. Fred Weston. This casebook focuses on the adjustment
processes of firms in increasingly dynamic environments. The cases in this compilation include
firms that have succeeded and those that have floundered in the new environment. The content
of the cases overlaps the traditional areas of microeconomics, business finance, mergers and
takeovers, restructuring, and corporate governance. The title, Dynamic Finance, seeks to
encompass multiple areas. A convergence of disciplines is emerging. We plan to continue to
update cases and to add new cases as more companies adjust to the changing environment.
They will be available in the Pearson Business Resource Case Series and periodically in compi-
lations. (Please view information on this program at www.pearsoncustom.com). The availability
of individual cases will enable users to select different compilations.

The theoretical framework of the book draws heavily on the work of Ronald Coase, Eugene
Fama, Michael Jensen, Armen Alchian, Harold Demsetz, and Benjamin Klein. We are indebted to
the many scholars whose writings have enriched the literature on M&As and corporate control.
Those with the largest number of citations in the Author Index deserve our special gratitude. They
include Tom Copeland, Harry and Linda DeAngelo, Eugene Fama, Kenneth French, David
Ikenberry, Steven Kaplan, Kenneth Lehn, John McConnell, Chris Muscarella, Annette Poulsen,
Richard Ruback, Michael Ryngaert, Bill Schwert, Andrei Shleifer, Clifford Smith, Robert Vishny,
Jerold Warner, Michael Weisbach, Karen Wruck, and others from whom we have learned.

We also were helped by other scholars whose writings and discussions have stimulated our
thinking: Edward Altman, Antonio Bernardo, Michael Brennan, Bhagwan Chowdhry, Bradford
Cornell, Jack Farrell, Julian Franks, Gerald Garvey, David Hirshleifer, Patricia Hughes, John
Matsusaka, Jim Miles, Jeff Pontiff, Todd Pulvino, Richard Roll, Eduardo Schwartz, James
Seward, Erik Stafford, Laura Starks, Walt Torous, and Ivo Welch. Particular thanks to Matthias
Kahl for his corrections and many penetrating comments.

We are grateful to the following people for their helpful comments on the first edition:
Nickolaos Travlos, Boston College; Michael J. Sullivan, Florida State University; Kenneth W.
Wiles, University of Texas at Austin; George J. Papaioannou, Hofstra University; Douglas V.
Austin, University of Toledo; Maclyn L. Clouse, University of Denver; Matthew Spiegel and
Michael Salinger, Columbia University; Nikhil P. Varaiya, Southern Methodist University;
Robert F. Brunner, University of Virginia; and Ralph A. Walkling, the Ohio State University.

For help on the second edition, we thank Michael F. Toyne, LaSalle University; Kent
Hickman, Gonzaga University; and Yun W. Park, Saint Mary’s University.

For contributions to the third edition, we thank Mark Mitchell, Harvard University;
J. Harold Mulherin, Penn State University; Ted Azami, Cal State at Long Beach; Theodore
Peridis, York University; Mark Shrader, Gonzaga University; David Ikenberry, Rice University;
and R. M. Karanjia, University of Notre Dame.

For this fourth edition, we benefited from the reviews by Ted Azarmi, California State
University at Long Beach; David Ikenberry, Rice University; R.M. Karanjia, University of
Notre Dame; Theodore Peridis, York University; and Mark Shrader, Gonzaga University.
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We also offer our special appreciation to Juan A. Siu and Brian A. Johnson, whose contri-
butions would have justified their designation as coauthors. We also received assistance from
other associates in the M&A Research Program at The Anderson School at UCLA. They
include Brigitta Schumacher-Bradley, Alex Duffy, Scott Morrow, Nam H. Le, Jamie Oh, and
Kelley Coleman. We also appreciate the help from Lynda Pires, intern at CNH Partners.

We appreciate the cooperation of the people at Prentice Hall, particularly Gladys Soto,
Managing Editor Business Publishing. We also value our association with Karen Houston, who
handles the distribution of our merger cases at Pearson Custom Publishing.

This subject is so dynamic and the flow of articles and other materials is so voluminous that
there will be need for future updating. We invite reactions, comments, and suggestions from our
readers.

J. Fred Weston
Mark L. Mitchell
J. Harold Mulherin

J. Fred Weston

The Anderson School at UCLA

258 Tavistock Ave.

Los Angeles, CA 90049-3229

Tel. (310)472-5110

Fax. (310) 472-9471

E-mail: jweston@anderson.ucla.edu

Web site: www.anderson.ucla.edu/faculty/john.weston
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