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Mergers and Acquisitions
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Mergers and acquisitions (Mé&A) are an important element of a dynamic econ-
omy. At different stages of an industry’s or a company’s life span, resource deci-
sions that once made economic sense no longer do. For instance, the company
hat invented a grogndbreakmg nnovation may not be best suited to exploit it.
As demand falls off in a mature industry, companies are likely to have built excess
capacity. Atany time ina bus1-ness’s history, one group of managers may be better
equipPEd to manage the business than another. At moments like these, acquisi-
tions are often the best or only way to reallocate resources sensibly and rapidly.

Acquisitions that reduce excess capacity or put companies in the hands of bet-
ter owners or managers typically create substantial value both for the economy
generally and for investors. You can see this effect in the increase in the combined
cash flows of the many companies involved in acquisitions. Even though acquisi-
tions overall create value, however, the distribution of any value they create tends
to be lopsided, with the selling companies’ shareholders capturing the bulk. In
fact, most empirical research shows that for large acquisitions, one-third or more
of acquiring companies destroy value for their shareholders because they transfer
all the benefits of the acquisition to the selling companies’ shareholders.

For companies in growth mode, acquisitions can be an effective way to
accelerate their expansion or fill in gaps in products, technologies, or geog-
raphies. Typically, numerous smaller acquisitions can help companies access
markets faster or help smaller companies get their products to market faster.

The challenge for managers, therefore, is to ensure that their acquisitions are
among those that do create value for their shareholders. To that end, this chapter
provides a framework for analyzing how to create value from acquisitions and
Summarizes the empirical research. It discusses the archetypal approaches that
are most likely to create value, as well as some other strategies that are often
attempted but have longer odds of executing successfully. It provides practical
advice on how to estimate and achieve operating improvements and whether to
Pay in cash or in stock. Finally, it reminds managers that stock markets respond
to the expected impact of acquisitions on intrinsic value, not accounting results.
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A FRAMEWORK FOR VALUE CREATION

hen the cash flows of the combine C
e ave otherwise FE I.f the acquire, d °’npani&s
are greatherf ﬂr“;;eﬂ;;cquisition, some of that value x;mll] accrue to . "
;(P)\(:rz}:l;ldess. Acquisitions are a good example of the conservag. (;]fu‘,,rer's

L. . in Chapter 3). a]u
pnn;}lple (f:f l;g;i:d"}or anpacquirer's shareholders equals the difs, ¢
eva

. . . erEn
tween the value received by the acquirer and the price paid by e acquci: be.
Er;

Value Received - Price py; d

e value W
ey would !

Value Created for Acquirer =

The value received by the acquirer equals the intrinsic value of the ta

pany as a stand-alone company run by its formier management teq
formance impr

present value of any per : .

quisition, which will show up as Improv ed o T flows for the target’s bus-e .

or the acquirer's business. The price paid i3 L :narket value of the farge; >

any premium required to convince the targets o iateholders to sel] thei> ., P

it Shay
to the acquirer: e

. .
oveme2is to be achieveq 5 fr lus the

Value Created for Acquirer = (Stand-AianeValue of Target
+ Value of Performance Improvements
— (Market Value of Target
+ Acquisition Premium)

)

Exhibit 31.1 uses this framework to illustrate a hypothetica] acquisig;
Company A buys Company B for §1.3 billion, which includes 5 3y el on,
premium over its market value. Company A expects to increase the vr;l lflcent
Company B by 40 percent through various operating imPrOVEments, soe ﬂ?ef

EXHIBIT 31.1 Acquisition Evaluation Framework
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value of Company B to Company A is $1.4 billion. Subtracting the purchase
ice of S1.3 billion from the value received of $1.4 billion leaves $100 million
| fvalue created for Company A’s shareholders.
In the case where the stand-alone value of the target equals its market
value, value is created for the acquirer’s shareholders only when the value of
improvements is greater than the premium paid:

Value Created = Value of Improvements - Acquisition Premium

Examining this equation, it’s easy to see why most of the value created from
acquisitions goes to the seller’s shareholders: if a company pays a 30 percent
premium, then it must increase the value of the target by at least 30 percent
to create any value.

Exhibit 31.2 shows the value created for the acquirer’s shareholders rela-
tive to the amount invested in acquisitions at different levels of premiums
and operating improvements. For example, Company A, from the example
just considered, paid a 30 percent premium for Company B and improved
Company B's value by 40 percent, so the value created for the acquirers’ share-
holders represents 8 percent of the amount Company A invested in the deal.

If we further assume that Company A was worth about three times Com-
pany B's worth at the time of the acquisition, this major acquisition would be
expected to increase Company A’s value by only about 3 percent: $100 million
of value creation (see Exhibit 31.1) divided by Company A's value of $3 bil-
lion. As this example shows, it is difficult for an acquirer to create a substantial
amount of value from acquisitions.

While a 40 percent performance improvement sounds steep, that's what
better acquirers often achieve. Exhibit 31.3 presents estimates of the value

—
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cant Improvements

ExHIET 312 Selected Acquisitions: Signifi \

%
Value of improvemants
‘ Year  relative to target valus'  Pramium paid Nr:":;!:. [:m!'d
4555 Pricy? !
Abbaott Labs/Alere 2016 s :: e _
Tesoro/Western Refining 2016 g - o2y |
N AF Micro Devices/Triquint Semiconductor 2014 s . g
n InBev/Anheuser-Busth 2008 = o
Henka!/National Starch 2007 50‘9045_70 15 on
h Kellogg/Kesbler 2000 g 1 1y
€ PepsiCo/Quaker Oats 2000 g o s
Clorox/First Brands 1938 S35
Y - _ e I
o ¥ Present value of d perf p ts divided by targot value e
h 2 Net value treated from acquisition divided by purchase price.
u -
e created from a sample of deals over the past 20 years. To estimate the gtoss
value creation, we discounted the announced actual performance improve.
. ments at the company’s weighted average cost of capital (WACC). The per-
> formance improvements were substantial, typically exceeding 50 percent of
h the value of the target. In addition, Kellogg and PepsiCo paid unusually low
¢ premiums for their acquisitions, allowing them to capture more value,

It

EMPIRICAL RESULTS

; Acquisitions and their effects on value creation are a perennial topic of interest
to researchers. Empirical studies of acquisitions have yielded useful insights
‘ into when they occur, whether they create value, and for whom they create

' value.

When Do Acquisitions Take Place?

Acquisition activity tends to occur in waves, as shown in Exhibit 31.4. Several
factors drive these waves. First, we tend to see more acquisitions when stock
prices are rising and managers are optimistic (though to maximize the amount
of value created, they should really make acquisitions when prices are low).
Low interest rates also stimulate acquisitions, especially heavily leveraged ac-
quisitions by private-equity firms. Finally, one large acquisition in an industry
encourages others in the same industry to acquire something, too.

Do Acquisitions Create Value?

For decades, academics and other researchers have studied the queSﬁon.g:
pric

whet.her acquisitions create value. Most studies have examined the stock s
reaction to the announcement of acquisitions. One effect of this appro?

~§___4
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through some combination of cost and revenue synergies.

For Whom Do Acquisitions Create Value?

To see whe benefits from acquisitions, we’ll begin by revieyving the studies

driven mostly by large acquisitions. While buying an-d_s-elhng shareholdzrs

Collectively derive value from acquisitions, lafge acqmsmonsEOH iy re;g‘i do

Not create any value for the acquiring company’s shareholders. mplru:at S frn (i
~ . e larege deals |

ei\t/vgli ‘;a;ifiv;e};gg:gt.i‘;ii retugrns following the acq.ms1t10ndare nofbet—

ter. Mark Mitchell and Erik Stafford have found that acquirers underperform

. D. Cogman, bal Mé&A: Fewer Deals, Better Quality,” McKinsey on Finance, no. 50 (Spring 2014);
) 7 Oba . 'y
B-25,

iring Firms Gain from
2 “Do Shareholders of Acquiring

5B. Moeller, F. p, lingemann, and R. M. Stu:lz, s

“Quisitions?” (NBEiflt'Vofkmg Paper W9523, Ohio State University, )

.
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To overcome the large acquisition bias of the studies described, several of
our colleagues looked at acquisition programs of companies rather than single
acquisitions.® They examined 1,645 nonbanking companies from 2007 to 2017
and grouped them into four categories:

value ¢
company, Sirt
over their sto

Most of these

of announcement effects give useful results for |y

ch cannot be applied to individual transacﬁoge
the results of transactions on average t}r:s t
t of a single transaction will al;va;s

3M. L. Mitchell and E. Stafford, “Managerial Decisions and Long-Term Stock Price Performance,” Jour-
nal of Business 73 (2000): 287-329. '
4 M. Becht, A. Ifoln, and S. Rossi, “Does Mandatory Shareholder Voting Prevent Bad Acquisitions? The
SC‘aAs/e Roi;l:ﬁ I:nn:ltecd IS(ii‘r:grdtgg,”’ l]zugtml of /;pplieg Ct')rporate Finance 31, no. 1 (Winter 2019): 42-61.
infe O Ry , rong Foundation for Mé&A in 2010,” McKinsey on Finance, no. 3
6 M. Sirower and S. Sahna, “Avoiding the Synergy Trap: Pract

SEOS and Boards,” Journal of Applied Corporate Finance 18, no. 3 (
Rehm and Sivertsen, “A Strong Foundation for M&A in 2010.

showed similar results.
8 .

Uhlzdated and expafldef,l analysus of W. Rehm, R. Uhlaner, and A. West, “Taking a Longer-Term Lot
at M&A Value Creation,” McKinsey Quarterly (January 2012), www.mckinsey.com.

ical Guidance on M&A Decisions fc

Summer 2006): 83-95.
“ An unpublished update in pilk
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1. Programmatic acquirers® completed many acquisitions.

2, Large-deal companies completed at least one deal that was larger than
30 percent of the acquiring company’s value,

3. Organic companies conducted almost no M&A.
4. Selective acquirers did not fit into the other three categories.

Exhibit 31.5 shows the results, including median total shareholder returns
(TSRs) versus peers, along with the 25th and 75th percentiles, and the num-
per of companies outperforming peers. Programmatic acquirers performed
pest, with a median outperformance of 0.9% TSR per year. The large-deal
companies performed the worst, consistent with the studies of announce-
ment effects.

That said, the medians conceal important details. Note that the band of
25th to 75th percentiles is very large and overlaps across the different acqui-
sition strategies. Of all the categories, the distribution of the programmatic
acquirers has the most positive skewing, and these acquirers also have the
highest percentage of companies outperforming. Large deals skewed heav-
ily negative. The case of organic companies is interesting for its very wide
distribution of results. This is not surprising, since the sample includes fast-
growing, younger companies with high TSRs that may think it too early to
embark on much M&A, as well as declining or troubled companies focused
on managing decline. We also found that the results varied by industry. For

? We define programmatic acquirers as companies that make more than two small or midsize deals in
a year,
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‘ example, large acquisitions tended to be more successful in slower-pyo.:
mature industries, where there is great value to reducing excess Capi CiWln ]
contrast, large deals in faster-growing sectors underperformed g; niﬁc? iy
In those companies, the inward focus required to integrate a large acqujsir;iu '
diverted management’s attention from the need for continual prodyct innOn
vation. Only the programmatic acquirers tended to outperform acrogg mOO;
industries, The results are also consistent with 2017 research by Fich, N °

. . - uyen, '
tl and Officer, who found that large companies acquiring small Cornpaniegs t);n q |
r to create more value than when they buy large companies.1®
o The news is not all bad for large acquisitions. Researchers have iden.
2 fied specific factors that differentiate successful deals from unsuccessful ones,

: based on returns to the acquirer’s shareholders. This research points to foyr
t important characteristics:
a
re 1. Strong operators are more successful. According to empirical research, ac-
quirers whose earnings and share price grew at a rate above the in- |
C dustry average for three years before the acquisition earn statistically ,
tr significant positive returns on announcement.!’ Another study found
a similar results using the market-to-book ratio as a measure of corporate
" performance.!?
t . . .
y 2. Low transaction premiums are better. Researchers have found that acquir-
© ers paying a high premium earn negative returns on announcement.?
he : . . :
3. Being the sole bidder helps. Several studies have found that acquirer stock
b returns are negatively correlated with the number of bidders; the more
pt companies attempting to buy the target, the higher the price."
m 4. Private deals perform better. Acquisitions of private companies and Sub
o\ sidiaries of large companies have higher excess returns than acquis
m tions of public companies.15
di
ac ' : o and Acqui
10 Eliezer M. Fich, Tu Nguyen, and Micah S. Officer, “Large Wealth Creation in Mer_gefS CA, January
ur tions” (paper presented at American Finance Association 2013 annual meeting, San Dxeg0,7 :
S 4-6, 2013, revised November 8, 2017), available at http:/ /dx.doi.org/10.2139/ssm. 202007 Journalof
t 1 R. Morck, A. Shileifer, and R. Vishny, “Do Managerial Objectives Drive Bad Acquisitions:
su Finance 45 (1990): 31-48. . and Fich
2 H. Servaes, “Tobin’s q and the Gains from Takeovers,” Journal of Finance 46 (1991): 409-419;2
Th et al., “Large Wealth Creation in Mergers and Acquisitions.” " rate Takeove!
'3M, L. Sirower, The Synergy Trap (New York: Free Press, 1997); and N. G. Travlos, Corl;o. 943-963. The
Ec Bids, Methods of Payment, and Bidding Firms’ Stock Return,” Journal of Finance 42 (1987
result was statistically significant in Sirower but not significant in Travlos. Narayanal
pli M Morck et al., “Do Managerial Objectives Drive Bad Acquisitions?”; and D. K. Datta, -v‘itl;ns: A Met#”
fol and G. E. Pinches, “Factors Influencing Wealth Creation from Mergers and Acquis
Analysis,” Strategic Management Journal 13 (1992): 67-84. . o Private Infor”
go 15Gee, for example, L. Capron and J. Shen, "Acquisitions of Private versus Plﬂ?hc FSB?)S, ’ and P.DF ape;
It mation, Target Selection and Acquirer Relurns” (INSEAD Working Paper Series, 2 ” ’2, no.1 (2006'
and K. Faudyal, “ Acquisitions: Public versus Private,” European Financial Managenier
ca 57-80.
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Perhaps 1t i~ just as important to identify the characteristics that don’t mat-
er, There is 20 evidence that the following acquisition dimensions indicate
gither value creation or value destruction:

« Whether the transaction increases or dilutes earnings per share
+ The price-to-earnings ratio (P/E) of the acquirer relative to the target’s
P/E

o The degree to which the acquirer and the target are related, based on
Standard Industrial Classification (SIC) codes

« Whether deals are made when the economy is strong or weak!6

This empirical evidence is important because it shows that there is no
magic formula to make an acquisition successful. Like any other business
strategy, acquisitions are not inherently good or bad, just as marketing or
research and development (R&D) are not inherently good or bad. Each deal
must have its own strategic logic, and the company must have the relevant
skills to execute deals or deal programs. In our experience, acquirers in the
most successful deals have well-articulated, specific value creation ideas
going into each deal. The strategic rationales for less successful deals tend to
be vague, such as to pursue international scale, fill in portfolio gaps, or build
a third leg of the portfolio.

ARCHETYPES FOR VALUE-CREATING ACQUISITIONS

The empirical analysis is limited in its ability to identify specific acquisition
Strategies that create value. This is because acquisitions come in a wide vari-
ety of shapes and sizes and also because there is no objective way to classify
Acquisitions by strategy. Furthermore, the stated strategy may not be the real
Shéteg}t Companies typically talk up all kinds of strategic benefits from ac-
quisitions that are really all about cutting costs.

In the absence of empirical research, our suggestions for strategies that cre-
ate value are based on our acquisitions work with companies. In our experi-
ence, the strategic rationale for an acquisition that creates value for acquirers
Wpically fits one of the following six archetypes:

L Improve the performance of the target company.
2. Consolidate to remove excess capacity from an industry.

3. Create market access for the target’s (or, in some cases, the buyer’s)
Products,

Lop,
Figt
etal, "Lalge Wealth Creation in Mergers and Acquisitio.ns.”

B




IR T U] D ——————
Sy i s e

SR -
- . %
ol

594 MERGERS AND ACQUlSITIONS

ies quickly or at lower cost th
4. Acquire skills or technologies more «quich) a1 they
could be built in-house. o
5. Exploit a business’s industry-specific s°a ab;llt?z. |
6' Pick winners early and help them develop their businesses,
s

If an acquisition does not fit one or more of these archetypes, it's unlikely 1,
Crea"lt‘; v:::aet‘e ic rationale for an acquisition should be a specific articulation of
one ofethese a%chetypes, not a vague concept like grov\.rth or strategic positigp.
ing. While growth and strategic positioning may be 1mpox:tant, they nggd to
be translated into something tangible. Furthermore, even if your acquisition
conforms to one of these archetypes, it still won’t create value if YOu overpay,

Improve Target Company’s Performance

One of the most common value-creating acquisition str
the performance of the target company. Put simply, you buy a company and l
radically reduce costs to improve margins and cash flows. In some cases, the ‘
acquirer may also take steps to accelerate revenue growth.

Pursuing this strategy is what the best private-equity firms do. Acharya,
Hahn, and Kehoe studied successful private-equity acquisitions where the tar.
get company was bought, improved, and sold with no additional acquisitions

along the way.'” They found that the operating profit margins of the acquired
businesses increased b

ategies is improving

- W s e

-

- v v o

' i ance of a company
i with low hrlnargms and low return on invested capital (ROIC than that of a high-
margin, high-ROIC conm——d_-B——L_L-') i
d g gh ) pany. Lonsider the case of buying a company with a
. ?r (}));rcgint eogzz;attu}g proht margin. Reducing costs by three percentage points
" : p Ol Ievenues to 91 percent of Tevenues increases the margin to
. percent and could lead to 4 50 Percent increase in the value of the company.
i In contrast, if the company’s Operating
;1 !

- : t.
) Juires increasing the margin to 45 percen
] osts would n.eed. to decline from 7 Percent of revenues to 55 percent, a 21

percent reduction in the cost base. Th .
X
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out of thei” plants al. the same‘ time as new Competitors (for example, Saudi
Arabia in [t *lQChleCﬂlS) _co_nh.nue to enter the industry. The combPi)naltion of
higher pr o4 tion from existing capacity and new capacity from new entrants
often Jead- .- more supply than demand. However, it is in no single competi-
tor's intere~t Lo shut a plant. Companies often find it easier to shut plants ath)'OSS
the larger -c-nbined entity resulting from an acquisit
tion, to shut* their least productive plants and end up with a smaller company.

Reducing excess capacity is not limited to shutting factories but can ex-
tend to less tangible forms of capacity. For example, consolidation in the phar-
maceutical industry has significantly reduced saleg force capacity as merged
companies’ portfolios of products have changed and they have rethought
how to interact with doctors. The larger pharmaceutical companies have also
significantly reduced their research and development capacity as they have
found more productive ways to conduct research and pruned their portfolios
of development projects.

While there is substantial value to be created from removing excess capac-
ity, the bulk of the value nevertheless often accrues to the seller’s sharehold-
ers, not the buyer’s. In addition, all the other competitors in the industry may
benefit from the capacity reduction without having to take any action of their
own (the free-rider problem).

Accelerate Market Access for Products

Often, relatively small companies with innovative products have difficulty
accessing the entire potential market for their products. For instance, small
pharmaceutical companies typically lack the large sales forces required to ac-
cess the many doctors they need to see in order to promote their products.
Larger pharmaceutical companies sometimes purchase these smaller compa-
nies and use their own large-scale sales forces to accelerate the sales growth
of the smaller companies’ products.

IBM has pursued this strategy in its software and services businesses. Be-
tween 2010 and 2013, IBM acquired 43 companies for an average of $350 mil-
lion each. By pushing the products of these companies through IBM's global
sales force, IBM estimated that it was able to substantially accelerate the ac-
quired companies’ revenues, sometimes by over 40 percent in the first two
years after each acquisition.'®

In some cases, the target can also help accelerate the acquirer’s revenue
growth. In Procter & Gamble’s acquisition of Gillette, the combined company
benefited because P&G had stronger sales in some emerging markets while
Gillette had a bigger share of others. Working together, they were able to in-
troduce their products into new markets much more quickly.

18
IBM Investor Briefing website, 2014.
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Faster or at Lower Cost
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. e,
fro::n coml_’egg‘;‘g}:‘;ﬁﬁzﬂlﬁ iPhones. In 2014, Apple purchage 4 Novana]
;‘siﬁ;zr;g 1irt;s a speech recognition technOXS)’lfO:l‘sianY' tC;furfher enh;:\“%
Sfri’s capgabilliﬁes. During the same year PP? mirl: renased Begyy Elﬂc:

. hich had recently Jaunched a mus.lcl:- reaff %s service, o
::;c:"ntjl:cselav:quisition was that Apple could qiur:C a}‘;_‘; ef‘; ;mci‘tl:t.?rmers a m?;?“
streaming service as the ﬂaﬁoﬁ;rgnzm lgc y iTunes b“s'lne:;
mozl:gl ocf gu;'tcgiimg‘ earr‘tdet‘:ork product and services company (wity, S451.
lion iixscrevznue m’ 2018), used acquisitions of keyhtecfimd-ogies to assemp, .
broad line of network solution products du:mg the frenzied Internet 2o a
period. From 1993 to 2001, Cisco acquired 7} COMPantes at an avergge 1.
of approximately $350 million each, helping it to increase revenues frop, S50

million in 1993 to $22 billion in 2001, w1g; I1;\:arly 40 percent of itg 2001 rgy,
enues coming directly from these acquisi .

Exploit a Business's Industry-Specific Scalability

Economies of scale are often cited as a key source of Yal.ue creation in Mgy,
While they can be, you have to be very ca.re'f\:ﬂ_m justifying an vauisitionby
economies of scale, especially for large acqtiusmops. That's because large com.
panies often are already operating at scale,.m which case ?ombining them wij
not likely lead to lower unit costs. Take big pack.ag.e-dehvery companies, fq,
example. They already have some of the largest alrl}ne f}eets in the world ang
operate them very efficiently. If they were to combine, it's unlikely that there
would be substantial savings in their flight operations.

Economies of scale can be important sources of value in acquisitions wheq
the unit of incremental capacity is large or when a larger company buys a
subscale company. For example, the cost to develop a new car platform i
enormous, so auto companies try to minimize the number of platforms they
need. The combination of Audi, Porsche, and VW allows the three companies
to share some platforms. For example, the Audi Q7, Porsche Cayenne, and
VW Touareg are all based on the same underlying platform.

Companies also find economies of scale in the purchasing function, but
such benefits often come with nuances. For example, when health insurance
companies combine, they can negotiate better rates with hospital systems—
savings they can pass to their customers. However, merging health insurer
typically derive these savings only in cities where both insurers are alread
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ice Corporation grew from one funer, bome ;
to almost 2,000 funeral homes and ceme.reﬁ% in 2013 in
hen the businesses as 2 group can realize Substanyjy) e
<avings or achieve higher revenues than the I.I'\d.lVlduirl businesges. For Ex[
i lgsSen'ice Corporation’s funeral homes in a single city can share "Eh.idg
amP;;s_ and back-office operations. They can also coordinate adyg, it
. “1(& \o reduce costs and realize higher revenues, ing
acn;s.s il Zse is not what creates a successful _roll-up. ?Vhag matiers i
rightlile'nl:eal’ size. For Service Corporation, having multiple locationg i, |
same city has been more important than simply having many branches d
over many citics, because he cast savings, such as sharing vehicles, oy yo
realized only if the branches are near one _anof.hen o

Because roll-up strategies are hard to disguise, they invite copyeats, g oy
ers tried to copy Service Corporation’s strategy, prices for some funcral Home,
were eventually bid up to levels that made additional acquisitions unecongmy

Beginning in the 19603, Serv
Houston, Texas,
strategy works wi

Consolidate to Improve Competitive Behavior

Many executives in highly competitive i.rld.u.stries hope consolid ation will jeag
competitors to focus less on price compelition, thereby mproving the ingdys.
try’s ROIC. However, the evidence shows that unless an industry consalidateg
down to just three or four competitors and can keep entrants out, compettoy
pricing behavior does not change: there’s often an mcenuve. for smaller com.
panies or new entrants to gain share through price competition. So in an i.
dustry with ten competitors, lots of deals must be completed before the bagis

of competition changes.

Enter into a Transformational Merger

A commonly mentioned reason for an acquisition or merger is to transfarm
one or both companies. Transformational mergers are rare, however, because
the circumstances must be just right, and the management team needs to ex-
ecute the strategy well. The best way to describe a transformalional merger is
by example. One of the world's leading pharmaceutical companies, Novartis
of Switzerland, was formed by the $30 billion merger of Sandoz and Ciba-
Geigy, announced in 1996. But this merger was much more than a simple com-
bination of businesses. Under the leadership of the new CEQ, Daniel Vasella,
Sandoz and Ciba-Geigy were transformed into an entirely new company,
Using the merger as a catalyst for change, Vasella and his management team
not anly captured $1.4 billion in cost synergies but also redefined the com-
pany''s mission and strategy, porifolio and organization, and all key processes
from research to sales. In all areas, there was no automatic choice for either the
Ciba or the Sandoz way of doing things; instead, a systematic effort was made
to find the best way of doing things.
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Novartis shifted its strategic focus 1o innovalion in its life sciencos busi
aess (phaf.macecl:‘:cal_s’ nulrition. and agriculturaly gng sptuilﬁfsf;inﬁxl;ﬁl
(Ciba Specialty Chemicals business in 1997, Organizations| changes Included
reorganizing research and develupment worldyyige by therapeutic rather than

EOGﬁPh’C area, enabling Novartis to build up a ;Norld-k'adin uncnln‘ \
franchise, Across all departments and management layers, Nm‘arli cr\'akeif a
strong performance-oriented culture, supporled by a change from a seniority-
pased to 2 PEff""'"a““‘based compensation 5)'slém for jls managurs.

Buy Cheap
The final way to create value from an acquisition is o ; !
words, at a Pﬁ.ole below the target’s inlril:\lsic value. 1:7:;)(:2::;:;\ at::
ever, opportunities to ereate value in this Way are rare and relatively sr;\all
Although m:'u'kel values revert to intrinsic valucs over longer pcrinn;ls
there can be brief moments when the two fall out of alignment Markets
somelimes overreact '_° negative news, such as the criminal investigation of
an executive or the failure of a single product in a porifalio of many strong
roducts. Such moments are less are in cyclical industries, where assels arn
often undervalued at the bottom of the cycle. Comparing actual markel valua-
tions with intrinsig values based ona “perfect foresight” model, we found that
companies in cyclical industries could more than double shareholder reluras
(relative to actual returns) if they acquired assets at the bottom of a cycle and
sold at the top."*

However, while markets do provide occasional opportunities for compa-
nies to buy below intrinsic value, we haven’t seen many cases, To gain control
of the target, the acquirer must pay the target’s shareholders a premium over
the current market value. Although premiums can vary widely, the average
premiums for corporate control have been fairly stable, near 30 percent of the
preannouncement price of the target’s equity.

For targets pursued by multiple acquirers, the premium rises dramatically,
creating the so-called winner’s curse. If several companies evaluate a given
target and all identify roughly the same synergies, the one who overestimates
potential synergies the most will offer the highest price. Since the offer price

is based on an overestimate of value to be created, the supposed winner over-
pays—and is ultimately a loser.”® A related problem is hubris, or the tendency
of the acquirer's management to overstate its ability to capture performance
improvements from the acquisition.?!

Since market values can sometimes deviate from intrinsic values, manage-
ment must also be wary of the possibility that markets may be overvaluing a

"T. Koller and M. de Hoer, *Valuing Cychical Companies,” McKinsey Quarterly, no. 2 (2000): 62-69,
2. Rock, “Why New Issues Are Underprived,” fowrnal of Financial Ecoriomics 15 (1986): 187-212.
T R Roll, “The Hubris Hypothesis of Corporate Takeovers,” fournal of Businrss 59 (1986): 197-216.
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PROVEMENTS

‘ o the main sources of value created through M
i ?e:an i‘:;]sc:ssm;nrgvenue improvements, often referred toas syn;,gf:
Z: tthufe cgzl;lb g o éompan}’ makes. Rarely does a c.hea_p purchase price makg
{he same sort of difference. So estimating the potential improvementsis one of
the most important success factors for Mé&A—along with executing on thoge
i ts once the deal is completed. 5
mpB":;’:;:‘:;ﬂing into the estimation, it’s worth emphasizing that estima.
ing s from combining corporate entities is not a one-time event,

e snle times: fi iations even begin; second, durj
Vs done multiple times: first, before negotiation . during
:\esgogangom, a.: the acquirer gets more information; and finally, after the dea|
closes, Some compandes give short shrift to the last step, but it is critical. Some
of our colleagues found that almost 50 percent of the h.me, Pre,'dofc’ing esti-
mates failed to provide an adequate road map for fully identifying improve-
ment opportunities.” N )

We Eﬁ: that companies do a much job of realizing cost savings than
revenue jmprovements. McKinsey's Merger Management Practice analyza
90 acquisitions and found that 86 percent of the acquirers were able to capture
at least 70 percent of the estimated cost savings.? In contrast, almost half of
the acquirers realized less than 70 percent of the targeted revenue improve-
ments, and in almost one-quarter of the observed acquisitions, the acquirer
realized less than 30 percent of the targeted revenue improvements.

ESTIMATING OPERATING IM

Estimating Cost and Capital Savings

Too often, managers estimate cost savings simply by calculating the differ-
ence in financial performance between the bidder and the target. Having an
eamnings before interest, txes, and amortization (EBITA) margin 200 basis

0. Engert and R Rosiello, “Opening the Aperture 1: A McKinsey Perspective on Vatue Creation and
Synergies” (working paper, McKinsey & Company, June 2010), www.mekinsey.com.
J5. A Quristolferson, R. 5. McNish, and D. L Sias, *Where Mergers Go Wrong,* McKimscy Quarterlt,

no. 2 (2004): 93-99.

ESTIMATING OpERATING IMPROVEMENTS 601
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points higher than the target, however, will not necessarily ranslale into bet-
ter performance for the target. There are no easy rules of thumb in astimaling
cost and capital savings. The best estimates are based on detailed analysis
Cost and capital reduction should follow a systematic process: estimating a
baseline, estimating savings for each category, and testing the results against
benchmarks.

Begin with a detailed bascline for cost and capital as if the kwo companies
remained independent across the different parts of the companies’ cost struc-
tures. The purpose of the baseline is to ensure that alf costs of both the acquirer
and target are accounted for and that you dont run the risk of double-counting
when you estimate savings. Make sure the baseline costs and capilal require-
ments are consistent with the intrinsic valuations.

Now you can systematically estimate the potential cost and capital savings
for each cost categary of both the acquirer and the target. While there are some
typical types of savings, as Exhibit 31.6 shows, vou should ensure that the cost
categories and savings ideas are tailored to the company and industry. For an
accurate estimate of potential savings, tie the savings explicitly to operational
activities in the business. For example, what is the equivalent head count re-
duction responsible for the cost savings in selling, general, and administrative
(5G&A) expense? What is the resulting revenue per head count? How much
will distribution costs fall when trucks are fully loaded, rather than partially
loaded? Are revenues sufficient to guarantee fully loaded trucks?

When tying savings to operational drivers, involve experienced line man-
agers in the process. An integrated team that includes both financial analysts
and experienced line managers is more likely to be accurate than a pure fi-
nance feam is. In addition, experienced line managers often will already know
details about the target. If 5o, you will generate insights on capacity, quality
issues, and unit sales nat easily found in the public domain.
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i uisition where the head of operaf:m\s took the lead j
'Cm'Sldetrh :ns::;llgs from rationalizing manufacturing capacity, distrikb,.
estimating &, and suppliers.® His in-depth knowledge about the unugyy
mar ::At::::mg’ requirements for a key product line and looming investmen
addition, this manager conducted a due-diligence interview wnth_lhe target's
head of operations, learning that the target did not have an mferPnsc res0Urce
lanning (ERP) system. Each of these facts improved negotiations and deg)
Etrucmring, for example, by permitting managemerft to pl_‘om.isg that the tar.
get's main European location would be retained wl.ule maintaining flexibility
about the target's main U.5. facility. Moreover, the involvement 9{ the opera-
tions manager ensured that the company was prepared to act quickly and de-
cisively to capture savings following the deal’s closure.

After you complete the assessment, always compare the aggn::gate results
for the combined companies with industry benchmarks for operating margins
and capital efficiency. Ask whether the resulting ROIC an'd growth projections
make sense, given the overall expected economics of the mdush:y. Only a fully
developed integrated income and balance sheet will ensure that
savings estimates are in line with economic reality. In particular, ensure that
the ROIC for the new combination lands at the right level for the continuing
value and is in line with the underlying competitive structure of the industry.
The more difficult it is to sustain a competitive advantage, the more you need
to scale down the performance improvements over the longer term.

You'll also find that the potential cost savings vary widely by cost category.
Exhibit 31.7 presents the cost savings by category for an automotive-industry
acquisition. While the overall estimated cost savings for the automotive ac-
quisition were about 10 percent of total combined costs, the savings varied
considerably across category. For example, although procurement cosls are
the single largest cost category for automotive manufacturers, most compa-
nies already have the necessary scale to negotiate favorable contracts, There-
fore, savings from procurement were estimated at only 5 percent. In contrast,

* This and other examples can be found in Christoffersan et al., “Where Mergers Go Wrong.”
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arch and deve_lopmenl reductions were estimated at 33 percent, as the two
companies consa_hdated new-product development, paring down the rumber
of expected offerings. Tlus reduction also had a follow-on effect in manufac-
yuring, as product des’.gm would move toward a common platform, lower-
ing overall manufacturing costs. Finally, while sales and distributian expenses
could be lowered, management tdecided to Ppreserve the combined company”’s
marketing budget. g

pstimating Revenue Improvements

Although itis tempting to assume that revenus for the newly combr .ol com-
pany will equal s.tand-alone sales P.]ll.w new cross-selling, the walit 15 often
quite different. First, the eriger viten disrupts easting custuaer whiton-
ships, leading to a loss of business. Alsa, smart compelitors ase MarTers as
a prime opportunily to recruil star salespeople and praduct wpecialist: Sore
customers may have used the ucquirer and targel as dual sources, o 1oy wili
move part of their business to another company to maintain 2 minimum of
two suppliers. Finally, customers who decide to stav during v nerger wiil
not be shy in asking for price and vther concessions that salespeople will be
eager to offer, for fear of losing the businuss.

Make sure to develop estimates of pricing power and market sharc that
are consistent with market growth and competitive reality. A< 1n the process
for estimating cost savings, calibrate the pro forma assumptions agamst the
realities of the marketplace. One global financial company estimated that an
acquisition would net €1 billion in sales improvements within the next five
years, including double-digit profit growth in the first vear. However, overail
market growth was limited, so the only way to achieve these sales goals was
to Jower prices. Actual profit growth was a mere 2 percent.

When estimating revenue improvements, be explicit about where any
growth in revenues beyond base case assessments is expected to originate.
Revenue improvements will typically come from one or more of four sources:

1. Increasing each product’s peak sales level
2. Reaching the increased peak sales faster

3. Extending each product’s life
4. Adding new products (or features} that could not have been developed
i had ined ind

if the two ¢ dent

Alternatively, revenue increases could come from higher prices, achiev-
able because the acquisition reduces competition. However, antitrust regula-
tions are in place precisely to prevent companies from using this lever, which
would transfer value from customers to shareholders. Instead, any increase in
price must be directly attributable to an increase in value to the customer and

not to reduced cholce.
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j improvements in absolyt,
ggest you project revenue imp @ amoy,
We alos: :sua pen:eyntage of stand-alone revenues, rather than as an increms
per year venue growth rate. With the growth rate approach, you ¢q, Ea;?e
o “:stri:enate the true impact of revenue improvements. y
ove

Implementation Costs, Requirements, and Timing

i -ements often result from doing more w4

Alth_o ugh E:ﬁr:\zcz:\‘&r:i;; systems always involves some cogtm tesg,

maku‘;g.aus sugch as the costs to decommission a plant and the soy,

are o vu: be' id to employees being let go. Others are more subtle,
:::ar::isng cap:lpaigns when the name of the target is changed, i“lﬁgration
costs for different information technology (IT) 5}'5‘2]:'\05;::@ thg Tetraining of
employees. But these costs, often f°'8°tte“' i ‘:e“hfle_d and egy.
mated. It is not unusual for total implementation costs to be equivalen 4, .
vings or more. - =
fullg:aarr fnf ﬁl\f lhatg acquiters often Q'Iake overly Oph.ms‘hc ASSumptign
about how long it will take to ca]:rture lmprovementlsﬂReamy intervencs i
many ways: ensuring stable supplies to customex:s while closing a P_lant o
be more complicated than the acquirer expects, dlspal:at.e customer lists frpm,
multiple sources can be tricky to integrate, and examining thousands of Jine
items in the purchasing datal:u:ls&:1 atlimost always takes more hours than esti.
j e a few possibilities.
mat:;:; rl::‘:e‘: g:?ng Pmbll:ms can affect whether the improvements are ca
tured at all. Our experience suggests that .lmprovemenbs ot captured withig,
the first full budget year after consolidation may never be captured, as the
drive to capture them is overtaken by subsequent events. Persistent manage-
ment attention matters. ) !

Neglecting the “use by” date of certain savings can be equally problem.
atic. Many potential savings do not stay on t.he table forever..Fotr example,
one source of cost savings is eliminating cyclical excess capacity in a graw-
ing industry. But in these circumstances, the excess.mpamty jml] eventually
be eliminated through natural growth. Thus, reducing capacity can achieve
incremental savings only if the reduction comes during the expected duration
of any capacity overhang.

m,
®lancy
Such

HOW TO PAY: WITH CASH OR STOCK?

Should the acquiring company pay in cash or in shares? Research shows that,
on average, an acquirer’s stock returns surrounding the acquisition announce-
ment are higher when the acquirer offers cash than when it offers shares. We
hesitate, however, to draw a conclusion based solely on aggregate statistics;
after all, even companies that offer cash can pay too much.
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Assuming that the acquirer is not capilal straine i i
whether the risks and re\;lards of the dealpsholui‘:ln\:::;\[:r:'d l\l:f&:el:\‘c lfs-uﬂ e
shareholders. When the acquiring company pays in cash, its sharcholders
carry the entire risk of capturing synergies and paying too much. If the com-
panies exchange shares, the target’s shareholders assume a portion of the risk.

To show the impact on value of paying in cash rather than shares, Exhibit
31.8 outlines a hypothetical transaction. Assume that the acquirer and the tar-

get have a market capitalization of $1 billion and $500 million, respectively.
The acquirer pays 2 total price of 650 million, including a premium of 30 per-
cent. We calculate the estimated discounted-cash-flow (DCF) values after the
transaction under two scenarios: (1) a downside scenario in which the value
of operating improvements is $50 million lower than the premium paid, and
(2) an upside scenario in which the value of these improvements is $50 million
higher than the premium. (To simplify, we assume that market value equals
intrinsic value for both the target and the acquirer))

If the payment is entirely in cash, the target’s shareholders get 5650 million,
regardless of whether the improvements are high enough to justify the premium.
These shareholders do not share in the implementation risk. The acquirer’s share-
holders see the value of their stake increase by $50 million in the upside case and
decrease by the same amount in the downside case. They carry the full risk.

argel’s
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! ction paid for in shares. The target's gh,
Nexl, consider the same transa p k by virtue of being shareho}, d:
holders participa 35 [n the upside case,
in the new :ombm?d e:::z;'nenns mpjse: they receive $670 million in vajye
ion increases as imp n moare value has been transfened'
{ Iders. The acquirer,
At Iders to the target’s shareho Cquirer‘s
from the acquirers sharehol S s form O  howeve
i . If the deal destroys value
e lementation goes poorly: I destroys value, the
are Prfate}c‘;eﬂhlglg‘;ﬂw get less than befare, but still a nice premium, singe
target’s rsﬁo:leof the combined company is worth 5630 million, compared wigh
o £ v ]
thesged mﬂgno::;k:"e" two key issues should influence your choice of pay-
Lo L dlo: ou think the target, and/or your company, is overvalued or
ment. First, 96 J ill be more inclined to pay in shares, as
i1l then share the burden of ‘ L
eVE_rZ’Dd"iL‘:;un pe:spective on refative avervaluation of the two businesses,
;:: blelieve your shares are mare overvalued than the target’s, they are valy-
vou in the ability of the deal to create value overall? The more confident you
2 1d be inclined to pay in cash.
v, the mose you S9C horinshares, you should alsa consider
i i ill
what your optimal capital structure wi ur col
debt offering to pay for the target entirely in cash? Overextend-
cah thgmogh 2 i devastate the borrower. One company,
an automotive supplier, borow o
ating improvements did not materialize as originally expected (partly because
execution of the post-merger plan was not rigorous), and the company ended
leading to bankruptcy.
If the capital structure of the comb.
extra debt incurred by paying cash for the acquisition, then you need to con-
sider paying partially or fully in shares, regardless of any desire to share risk

" i ntation ris
te in the impleme! their payout from the acqui.
sition in o $650 million. Effectively, eve!
shareholders are willing t0 allor f payment, however, because the
their po alue before the deal.
Durin, bble, you Wi
undervalued? g 2 bu : the market correction. In such a sce-
Tle in their own right as transaction currency. Second, how confident are
‘When weighing whether to incas
weighing o be. Can your company raise enough
it lines to acquire a company can
increditlines o8 ];;ncash to pay fora string of acquisitions. Oper-
up with a debt burden that it could not bear,
ined entity cannot accommodate any
among the shareholders of the new entily.

FOCUS ON VALUE CREATION, NOT ACCOUNTING

Many managers focus on the accretion and dilution of earnings brought about
by an acquisition, rather than the value it could create. They do so despite nu-
merous studies showing that stock markets pay no attention to the effects of

= o1l their shares in the public market to avoid implementation
risk Influcntial sturehoiders with large stakes, such as company founders and senlor executives, will
oftenagre o 1o sell dures for a speaed period I this case, they share the risk of implementation

The signaling effectof share consideration is similar o that of share issuance. The Gapital markets wil
use this new informatuon (that the shares might be avervalued) when pricing the shares.

» 4
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an acquisition on accounting numbers bul react only do the value that the deal
is estimated to create. Focusing on accounting measures is therefare danger-
ous and can easily lead to poor decisions.

For example, in 2005, both International Financial Reporting Standards
(IFRS)and U.S. Generally Accepted Accounting Principles (GAAP) eliminated
amortization of goodwill. Overnight, most acquisitions thal would have been
dilutive to earnings per share (EPS) were now accretive. In cash deals, the only
dilution is from additional interest expense, which afier taxes is typically less
than 4 percent of the deal value. In the case of share deals, the deal is accretiv
if the acquirer’s P/E is higher than the target’s.

But changing accounting doesn’t change the economics of the deals. Many
acquisitions are earnings accretive but destroy value. Consider the hypotheti-
cal deal in Exhibit 31.9. You are deciding whether to purchase a company
currently priced in the market at $400 million for S500 million in cash. Your
company, the acquirer, is worth $1.6 billion and hasa net income of 580 million.
For simplicity, assume there are no operating improvements to come from the
deal. You decide to finance this deal by raising debt at a pretax interest rate of
6 percent. This deal destroys value: you overpay by $100 million (remember,
no improvements). Even so, next year’s earnings and earnings per share actu-
ally increase because the after-tax eamnings from the acquired company ($30
million) exceed the after-tax interest required for the new debt (519.5 miilion).

How can a deal increase eamnings yet destroy value? The acquirer is borrow-
ing 100 percent of the deal value based on the combined cash flows of both com-
panies. But the acquired business could not sustain this level of debt on its own.

creased debt burden on the existing shareholders

Since the acquirer puts an i
without properly compensating them for the additional risk, it is destroying

value. Only when the ROIC (calculated as targe! profits plus improvements
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ice) is greater than the weighted avera,
divided by x%&ﬂﬁjﬁ:{e‘yﬁmwﬂgm In our hypothetial duy
uﬁfi:l;:nem is 8500 million, and the aftar.-tafx profit is $30 million—a mere’
6 percent returm on invested capital, While this is above the 39 percent after.tay
cost of financing the debt, itis below the. weighted average cost of capital,

Now suppose the same target is acquired throughan exchaf\ge of shares. The

nirer would need to issue 125 million new shares to provide lhegs percent
gguisiﬁm premium that the target company's shareholders demand. After the
deal, the combined company would have 525 million shares outstanding and
camings of §110 million. The earnings per share for the new company rise to
$2.10, sa the deal is again accretive without having created any underlying value.
The increase is a result of mathematics rather than value aealed by the deal

Co Jy, compani imes pass up acquisitions that can create
value just because they are earnings dilutive in' the first seve_ra.l years. Sup.
pose you spend 5100 million to buy a fast-growing company in an attractive
market, with a P/E of 30 times. Before performance improvements, the eam-
ings from the acquisition will be $3.3 million. If you borrow at 4 percent after
taxes, interest expense will be $4.0 million, leading to earnings dilution of
0.7 million. However, if you are able to accelerate the target's growth rate to
20 percent for the next five years and the target eams a 25 percent return on
capital, it will probably create value for shareholders, even though the eamn-
ings and ROIC will be depressed for a couple of years.

Financial markets understand the difference between creating real value
and increasing EPS. In a study of 117 U.S. transactions larger than $3 billion,
our colleagues found that earnings accretion or dilution resulting from the
deals was not a factor in the market's reaction to the deals (see Exhibit 31.10).

7 The exch inlh dealis1.2Ssh h for cach share of the

In_gammpmy%m&n‘akdwcapudmﬂwldosmlpauu;eunmqui:umd that the exchange
fatic can be set in relation to the preannouncement share price plus the 25 percent acquisition premiut
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|ess of whether the expcc'led EPS was grealer, smaller, or the same two
years after .the.qeal; the market’s reaction was similar {within the bounds of
s,_a!i_;tical sxgmﬁmncel at one month after the announcement and one year
after the announcement.

CHARACTERISTICS OF BETTER ACQUIRERS

This chapter ends with some observations about the characteristics ot compa-
nies that are better acquirers Companics are more successtul at M&A when
they apply the same focus, consistinvy, and professionalism ta il as they de ta

ther critical disciplines.” This rvquires building four oflen-neyiected inatibu-
tional capabilities: engaging in M&A thematically, managing their wputation
a5 an acquirer, confirming their strategic vision, and managing performance
impmvement targets across the M&A lile eycle.

Engaging in M&A Thematically

Successful companies develop a pipeline of potential acquisitions around
two or three explicit M&A themes that support the corporate strategy: These
themes are effectively business plans that utilize both M&.A and organic in-
vestments to meet a specific objective while explicitly considering an orga-
nization’s capabilities and its characleristics as the best owner of a business.
Priority themes are those where the conpany needs Mé&eA to deliver its strat-
egy and to have the ability to add value to targets. They are also highly de-
tailed, and their effect is measurable in market share, customer segment, or
product development goals.

Consider, for example, a global retail company’s M&A theme: to grow
through entry into two emerging markets by acquiring only local compa-
nies that are unprofitable yet in the top three of their market. That's a level
of specificity few companies approach. To get there, managers started with
the company’s strategic goal: to become the third-largest player in its sectar
within five years, something it could achieve only by aggressively enter-
ing emerging markets. A less disciplined company might have accepled the
strategic goal as its M&A objective and moved on to a broad scan for targets.
But managers at the retail company refined their M&A goals further. They
concluded that trying to enter too many markets at once was impractical,
due to constraints on management time and the complexities of entering
new geographies, so they limited their search to the two most promising
regions, They also knew their lean operations would offer cost performance
improvements in companies with bloated operations—especially given the

3 Adapled from C. Ferrer, R. Uhlanc, and A, West, “M&A 25 a Campelitive Advantage,” McKinsey on
Finance, no. 47 (Summer 2013): 2-5.
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. g industry—and that |
tance of economies of scale in the inc ; T

::g l::xz.akering to local preferences were critical. With !_helr M&a them";dmg
fined so precisely, managers were able to narrow the list of Potentiy) Gnd?'
i

dates to a handful of companies.

Managing Reputation as an Acquirer
Few campanies consider how they are perceived by targets or how e, Valug
propasition as an acquirer compares with t.hal of theu- competitors, Many ,
too slow and reactive at identifying potential acquisition targets, tog timig re
courting and building relationships with them, or too tactical when Initiaggy
conversations. They may have such broad goals that they can’ Proactivg
approach a list of potential targets, ) . . ¥
In our observation, companies that invest in their reputation as acqujy.
ers are perceived as bold, focused on collaboration, and able tq Previde pey
mentorship and distinctive capabilities for the target. Even some of e Jorp.
est and most complex organizations can be perceived ag atiractive buyers
by small and nimble targets, largely due to the way they Ppresent themSehves
and manage M&A. The best among them tend to lead with deep ind ustry in.
sight and a business case that is practical and focused on winning in 5 mar.
via synergies or deal value. They let target-compam.

ketplace, rather than
anization, ')’Pl'CaH;r

managers see how they can be successful in the new org,
by enabling the aggressive growth vision of the smaller company. They a5,
have scalable functions and a predictable, transparent M&A Process that tar.

gets can easily navigate. As a result, they can use their position in the markeg
to succeed in dimensions that go beyond price—and are often approached
by targets that aren’t even yet for sale. This is a real competitive advantage,
as the best assets migrate to the companies they perceive will add value,
and this decreases search Hme, complexity of integration, and the chances

of a bidding war.

At one high-tech company, for example, these concepls came together
around the theme of enabling innovation, The company's investment in its
reputation as an acquirer started with an external marketing campaign but

quickly made its way deep into the M&A process. In discussions at confer-
ences and in engineering communities, managers used testimonials from
acquired employees to underscore their track record at buying companies
and providing them with the expertise and resources they need to acceler-
ate their product pipelines. They developed useful personal relationships
with target-company executives by discussing ways to work together even
beyond the context of a deal {or instead of a deal). And when it came time
to present integration plans and future investment models to targets, man-
agers made sure the proposals were cansistent with the acquiring com-

Ppany’s reputation,

CH,
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Confirming the Strategic Vision

or many companies, the link begy n
:;urins due diligenn-e. By focusing ?‘::.tl';“ﬁ’f‘ﬁzi a u"a}\.sdclmn breaks dawn
tions issues. the typical due dilignce gl pror o K80l lay, and opera-
S fethier :jhe sfra:gic Vision for e deal s m“dnng in data eritical to testing
To underpin the strategic im ulse beh; .
ster the usual ﬁnann'a]. due djligsnce wiml::-.:t'::;i(:(::: ;mr:f:.l::‘\;;] (-‘ ,m,( : b“llf
testing the v.zalue creation rationale fo a deal against the B iy : ‘;1.-. cntals
mation aval!ablf to them after signing the letter of it cmm: Nl'; Y m,'.‘"'
whether their vision of the fukze Operating model i gt u‘lf»‘tth o sﬁ‘-m:
strategic que diligence shouly explicitly confiem g, a_\st“ G ‘ :hi;:l‘l l-“ . ud
relationships that make a buyer the best owner of 4 spy iﬁ; t;i‘lvl 3 :; '11:\
It shauld bolster an executive team' confidence that they gre lnﬁ ; ; ‘ r -
taged buyer nfla? asset. ¥ EOL A=
It is critical for execulives ty pe honest ang ‘hen assessi
their advantages. Ideally, they develop a fncl—hmfld?n;i‘jlriho}\ :‘:Luo: :LTE
beliefs-tesl_lng them with ANVORC responsible for delivering vafue rrom thre
deal, including salespeople, R& engineers, and their human TESOU s and
finance departments, Such an approach would have helped a large financial
company whose due diligence for the deal focused on auditing existing op-
erations rather than lesting the viability of the future operaling models. The
advantaged-buyer criteria assumed by the company focused on being one of
and processes. Executives proceeded with the deal without ever learning that
the IT team had a different picture of the eventual end slate, and they learned
only after close that the two companies’ IT systems could not be inlégrﬂled.

ing due diligence, and then build these targets into operating budgets. This
forces the organization’s aspirations down to the lowest common denomi-
nator by freezing expectations at a time when information is uncertain and
rarely correlated with the real potential of a deal.

Managing this challenge can be complex but worthwhile. One consumer
Ppackaged-goods company boosted run-rate synergies by 75 percent after
rmanagers recognized that the target’s superior approach to in-store promo-
tions could be used to improve its base business. A pharmaceutical company
raised its synergies by over 40 percent in a very large transaction by actively
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revisiting estimates immediately after the deal closed, creating 3
vironment for managers to come up with new ideas. A few yearsr;::(“ffee i
er, i

r ]t had

captured those higher synergies.
Companies can employ various tactics to build a real capabili

synergies. They might, for example, bring stakeholders togethetry-at Tealigip,
value creation summits that mimic the intensity and focus of a ¢ 1N $0-¢q) ;
effort but change the incentives to focus on the upside. And WE:‘,ue-diligence
rienced acquirers take a blank-sheet approach to foster Creatjvit_ye Seen gy
anchor the exercise in a financial due-diligence model, which Of'?tfather th
incremental synergies. These and similar activities allow COmpan?n leagy
force the idea that due-diligence estimates of performance imp rOv:S 10 rejp.
the lowest acceptable performance, and they get managers used rtnents are
their sights higher. © Setting

CLOSING THOUGHTS
my when they allocate resources more f.

Acquisitions are good for the econo
ficiently between owners. However, most acquisitions create more valy
the shareholders of the target company than for those of the buyer, and nf for
destroy value for the buyer’s shareholders. This is perhaps not surpri:ny
when we recall that acquisitions can create value for acquirers only if the tI:rg
get company’s performance improves by more than the value of the PTEmiun;

alue that the acquirer had to offer for the targetin

over the target’s intrinsic v
order to persuade its shareholders to part with it.
Managers can help to ensure that their acquisitions are among those that
create value for their shareholders by choosing one of the limited number
of acquisition archetypes that have created value for acquirers in the past
Success also depends critically on making realistic estimates of the cost and
revenue improvements that the target company can realize under new own-
ership, taking into account the often-substantial cost of implementing those

improvements.

Managers should bear in mind that stock markets are interested only in
the impact of acquisitions on the intrinsic value of the combined company.
Whether an acquisition will increase or decrease earnings per share in the

n the direction and extent of movements in the buy-

short term has no effect o
er’s share price following the acquisition announc
Finally, the best acquirers build systematic institutional skills in defining
their M&A strategy, managing their reputation as an acquirer, and consistently
tunities beyond those estimated

Jooking for performance improvement oppor
before the deal was complete.

ement.




