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Preface

Winning at the Acquisition Game presents the best materials, insights, tools, and templates which comprise the comprehensive Mergers and Acquisitions course taught in the MBA and Executive MBA programs at the Saïd Business School, University of Oxford. The chapters that follow provide readers with practical knowledge and tools to help them understand the entire mergers and acquisitions process from pre-deal strategy and due diligence, through transaction valuation, negotiations, and consummation, to post-deal implementation and results measurement and reporting. As a result, readers will gain valuable insights into the entire M&A process, from beginning to end, connecting traditionally distinct, “siloed” functional expertise across the process. Also included are practical frameworks and templates in the form of an “M&A Workbook” readers can apply to their own transactions, now or in the future.

Field-tested and Practical

Each of the best practices, pitfalls to avoid, tools, and templates presented in this book has been field-tested and refined for over three decades while working on both pre- and post-transaction activities across multiple industries around the globe. The guidance and tools can be applied in small, midsized, and large transactions. Their application just needs to be scaled accordingly. While this is a practical “how to” book, the tools and approaches presented are based on a solid foundation of well-established theory and extensive research that is also highlighted within each chapter.

Developing M&A Expertise, Depth of Deal Knowledge, and Legal Considerations

Those new to the “M&A game,” as well as seasoned M&A professionals, can benefit from the book’s contents. However, this book will not make anyone an M&A expert. Like most complex activities, the best learning is accomplished by doing. Every deal is different and the M&A landscape (regulations, deal structures, strategies, and so forth) is constantly evolving. Consequently, developing M&A knowledge should be an ongoing pursuit. I have been helping companies plan and execute their transactions for over three decades and I still learn something new, no matter how nuanced, from almost every deal.

The book’s contents are a mile wide and just a few feet deep. Each chapter provides an overview of the best practices and potential pitfalls of M&A deals, and includes practical tools and templates addressing each stage of the process. For readers wanting to “dive deeper” into one or more of the topics covered, entire texts are available focused on M&A strategy, due diligence, valuation, negotiation, legal aspects, integration, communications, organizational culture, talent development, innovation, and measurement. Useful texts addressing each particular stage in more depth are identified in the references at the end of the book. Therefore, this book is designed to serve as an integrator of M&A knowledge, connecting traditionally distinct, “siloed” functional expertise across the entire M&A process.

The guidance and tools contained throughout each chapter are practical and time-tested. However, the contents should not to be taken in any way as authoritative legal or financial guidance. When pursuing transactions, readers should consult with qualified intermediaries, including legal counsel and financial advisors, about any aspects that may have legal and/or financial consequences.

Intended Audience

Although libraries and online vendors often classify M&A books as “finance” texts, this is not a functionally focused book. Reflecting the realities of mergers and acquisitions, it is a cross-functional management book. M&A is a cross-disciplinary activity, requiring a broad team with varying expertise from different levels of both the buyer and seller, supplemented by external service providers (bankers, attorneys, and consultants), to effectively execute both pre-close and post-close activities. Therefore, the best practices, pitfalls to avoid, and tools and templates presented will benefit senior management, functional experts, and M&A service providers who work on either or both the “buy-side” and “sell-side.”

Overview of the Contents

The eleven chapters of Winning at the Acquisition Game provide time-tested “best practices,” key tools and templates, and essential “lessons learned” throughout the M&A process, including:



• Developing a clear M&A strategy

• Locating target companies that fit the firm’s M&A strategy

• Conducting efficient and effective due diligence

• Determining a realistic transaction price through multiple methods of valuation

• Conducting productive negotiations to reach a definitive purchase agreement

• Addressing legal, regulatory, and funding aspects for transaction consummation

• Conducting effective and accelerated operational and technology integration

• Motivating the combining workforces, through successful M&A communications, retention and “re-recruitment” of key talent, and organizational cultural comparison and integration

• Innovating for top-line growth

• Assessing and reporting deal success

• An M&A workbook packed with practical exercises, applying field-tested tools and templates

• Key findings from the Oxford M&A Insights Project, identifying priority areas of M&A that drive deal success and aspects most in need of improvement.



M&A Workbook

Appendix A offers a toolkit, in the form of an M&A Workbook, which includes key templates and exercises to help individuals and firms develop their M&A skill across the process, from pre-transaction planning, through transaction completion, and post-transaction implementation and success measurement. The tools are applicable across industries and geographies and can be used immediately during in-process deals or applied to future transactions.

The Oxford M&A Insights Project

Appendix B presents key findings of the Oxford M&A Insights Project. The project received input from 337 executives and managers across thirty-one industries, spanning over forty countries, regarding their views of the key pitfalls and best practices across the M&A process.

Tim Galpin

Saïd Business School, University of Oxford

timothy.galpin@sbs.ox.ac.uk
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Introduction

The M&A Process

It is difficult to win at the acquisition game. Four decades ago, in his classic book Competitive Strategy (Porter, 1980), Michael Porter made this claim, and the statement still holds true today. Since Porter’s declaration, there has been ample evidence demonstrating that mergers and acquisitions create significant post-deal performance issues for acquiring, “buy-side” firms. For example, a broad analysis of 2,500 deals found that more than 60 percent destroyed shareholder value (Lewis and McKone, 2016). The poor results from M&A have been attributed to a variety of management missteps across the process, in M&A strategy, target company (seller) identification, due diligence, valuation, negotiation, integration, and measurement (Cartwright and Schoenberg, 2006; Faelten, Driessen, and Moeller, 2016). In the current era of transient competitive advantage, digital transformation, disruptive innovation, excessive valuations, and industry convergence, realizing value from M&A will only become more difficult and complex.

While mergers and acquisitions are a multistaged and cross-functional process, too often corporate leaders view M&A as a financial exercise to expedite their growth strategy. This approach increases the likelihood that results-preventing implementation problems will arise in the subsequent post-transaction stages. Although analyzing, planning, and assessing value prior to transaction close is important, any seasoned CEO who has been through at least one M&A will recognize (and has likely learned the hard way) that value is only realized after deal close through effective implementation. On the need to view corporate acquisitions as an integrated process, Jemison and Sitkin (1986) observe, “A generalist’s perspective often is presumed to pervade the acquisition process. After all, acquisitions are usually strategic in nature and strategy is the stuff of generalists…. [While] many firms employ acquisitions staffs, these groups generally are engaged in economic analyses of potential candidates rather than carrying out acquisitions or integrating acquisitions that have already been made” (pp. 148, 161).

Combining M&A experience with a systemized and documented M&A process has been found to improve success. An analysis of 228 bank mergers found that combining two key factors, experience and a clear M&A methodology, enhances deal performance. The first factor, which the researchers call “tacit knowledge,” consists of M&A experience and exists largely in the minds of executives, managers, and employees. The second factor, which they term “codified knowledge,” consists of written procedures that a company articulates in the form of routines or norms which guide actions and decision-making throughout the M&A process, both pre- and post-transaction close (Zollo and Singh, 2007).

Despite evidence that a systematized M&A process improves deal success, other research has found that almost two-thirds (60 percent) of surveyed executives indicated their firms do not have a comprehensive end-to-end M&A process model (Galpin and Herndon, 2014). What is needed, then, is a management-oriented model providing an integrated and actionable end-to-end view of the M&A process.

The Deal Flow Model

An end-to-end view of the M&A process, consisting of ten stages across three phases, is presented in the Deal Flow Model (see Figure I.1). An early version of the model originated over twenty years ago as a framework to help firms organize their M&A approach. In the ensuing decades, the model has been applied and refined during numerous mergers, acquisitions, and joint ventures, across various industries and geographies.
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Figure I.1 Ten stages of the Deal Flow Model





For the sake of clarity, the Deal Flow Model is illustrated as ten distinct stages across three phases. However, as veteran dealmakers know, M&A is not a simple sequential process. Common M&A terms (i.e. pre-deal, deal, and post-deal) also imply a chronological approach to M&A. In reality, however, there are no clear lines between many of the stages identified in the model. The stages actually involve multiple overlapping activities, with the process stages often implemented in a different sequence. For example, beginning the “post-deal” integration planning of organizational cultures, people, processes, and systems prior to transaction close (pre-deal) is best practice in most circumstances. Likewise, while often identified as a “post-deal” activity, M&A communications to various stakeholders (e.g. investors, employees, and communities) should begin in the pre-deal phase. In addition to the Investigate stage, due diligence information about a partner company is regularly collected and analyzed during various other pre-deal stages (Locate, Valuate, and Negotiate). Finally, the tracking and reporting of integration activities and milestones, along with various success measures (cost and revenue synergy capture, cultural integration, and key talent retention) can begin as early as the Investigate stage and continue throughout the subsequent stages, culminating with the Evaluate stage. While each deal may be sequenced a bit differently, firms can use the model as an organizing framework to record, catalog, and categorize their M&A process tools, templates, and talent across the ten stages. The key objectives and core activities of the ten stages of the Deal Flow Model are identified in Figure I.2.
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Figure I.2 Ten stages of the Deal Flow Model—Key objectives and core activities





Lessons Learned in Industry and Private Equity

Lessons can be learned from companies that have built an integrated end-to-end M&A expertise. Best practices applied by GE, for instance, include assessing cultural fit early in the deal process, during the Investigate stage; selecting an integration manager before deal close, during the Negotiate stage; providing necessary resources and assigning accountabilities for implementation, during the Integrate stage; and continually updating the firm’s M&A tools and templates for application on future deals (Ashkenas, DeMonaco, and Francis, 1998). Another experienced dealmaker, Cisco, develops a well-defined acquisition strategy for their transactions during the Formulate stage, implements clear retention plans during the Motivate stage, visibly measures success of each deal during the Evaluate stage, and, like GE, regularly refines the firm’s M&A tools and process for use on subsequent transactions (Toppenberg, Henningsson, and Shanks, 2015).

In addition to these high-profile industry examples, even in the financially focused domain of private equity (PE) a shift from approaching M&A solely as a financial exercise, to conducting M&A instead as an integrated process of value creation, spanning transaction through implementation, is occurring. Now that borrowing costs are low and M&A activity is booming, besides PE firms, other “financial buyers” such as hedge funds, sovereign wealth funds, and pension funds, as well as “strategic buyers” (operating companies), are all competing for deals, increasing target company valuations (the differences between financial and strategic buyers is addressed in Chapter 3, “Locate”). Thus, the importance of creating long-term value has been elevated over short-term financial victories or losses. Commenting on this situation during an interview with the Financial Times, the managing director of private equity firm Carlyle Europe Partners, Marco De Benedetti, noted that he believes purchasers can counter the threat of high valuations by having “superior” value creation plans for the companies they buy, stressing, “private equity is no longer able to generate returns by simply relying on financial engineering. Today it is about hard work and building something” (Espinoza, 2017).

Applying the Deal Flow Model

Woodward, Inc. is a publicly traded designer, manufacturer, and service provider of control solutions for the aerospace and industrial markets, with annual revenue in excess of US$2B. Over the past decade Woodward completed more than ten transactions of various sizes, representing more than US$1B in aggregate transaction value. As the firm’s strategy combines organic growth supplemented by potential acquisitions, the executive team at Woodward wanted to be sure any future transactions they may undertake would result in maximum value creation for the firm and its shareholders. To that end, Woodward’s Strategy and Business Development Group initiated a multifaceted effort to strengthen the company’s M&A competence.

To begin the process, Ted Papenthien, corporate director of the group, and his team examined the company’s approach to a number of recent deals they had conducted. He explained, “When we assessed the performance of our past acquisitions, we found a lot of things we did well, but as with any complex activity such as M&A, we found opportunities for improvement” (Papenthien, pers. comm.). The team concluded that future deals should be approached as an integrated, end-to-end process, from transaction through implementation.

After reviewing recent transactions, Ted and his team then identified and developed Woodward-specific M&A tools and templates across the entire M&A process. For example, potential target company (seller) analysis and prioritization tools (Locate), functional due diligence checklists and a cultural comparison and integration template (Investigate), project tracking and management tools (Integrate), communications planning and key talent retention matrices (Motivate), and transaction success measurement tools (Evaluate), among others, were identified or developed and stored on the firm’s intranet. The inventory of tools and templates was designed to ensure the company possesses an optimal M&A toolkit, across the various organizational functions and M&A stages, for any future transactions (i.e. codified knowledge).

The next task was to identify M&A talent, across the organization, that possess the knowledge and skills to work on different aspects of future pre- and post-deal activities (i.e. tacit knowledge). These staff members comprised a cross-functional representation of the company from Finance, HR, IT, Legal, Operations, Communications, and Marketing. Concurrently, external advisors with specialized M&A capabilities who would partner with Woodward to assist internal talent on tasks such as legal and other transaction documents, financial analysis, and tax treatment, were also identified.

Once various tools, templates, and talent (both internal and external) were identified, Ted and his team arranged for a two-day training session to be conducted by company and external experts for key Woodward M&A talent from across all organizational functions. The purpose of the training was to facilitate both awareness and future application of an integrated Woodward M&A competency across the deal stages. The training agenda was organized and delivered based on the various components of the Deal Flow Model, with session topics including Woodward’s approach to and tools for M&A strategy (Formulate), potential target identification and funnel management (Locate), due diligence (Investigate), valuation (Valuate), negotiations (Negotiate), deal close (Consummate), integration management and coordination (Integrate), communication and organizational culture (Motivate), product and service enhancement (Innovate), and deal-success measurement and reporting (Evaluate).

In his remarks to the participants during the close of the training session, Ted noted, “We know we did a lot of good things during our previous deals. After this session, Woodward is now even better positioned for future deals with an integrated, cross-functional approach across the entire process.” Since the training, for each stage of the process Ted and his team have updated and refined key tools and templates that form the Woodward M&A knowledge repository housed on the firm’s intranet. Moving forward, the team will conduct regular reviews of the firm’s M&A tools, templates, and talent, and revise the repository as needed.

Based on the lessons learned from GE, Cisco, Woodward, and many others, Table I.1 identifies seven key steps that companies can work through to build their M&A competence.


Table I.1 Seven steps to build a firm’s M&A competence




	Component
	Key Activities





	1. M&A performance assessment
	• Identify recent M&A transactions.
• Identify what went well and what could have been done better across the entire M&A process—the ten stages of the Deal Flow Model.
• Catalog key learnings to apply to future M&A during each stage.



	2. M&A internal talent inventory
	• Identify key M&A talent across functions.
• Identify roles each person has performed during past M&A efforts and will be able to perform during future efforts throughout each stage of the Deal Flow Model.
• Catalog key M&A talent identified.



	3. M&A external talent inventory
	• Identify key service providers used in prior M&A—legal, financial, tax.
• Identify other potential service providers and determine how each could support talent on future M&A.
• Conduct analysis of current and potential M&A service providers to determine “best fit” with the company.
• Select future M&A service providers.



	4. M&A tools and templates inventory
	• Conduct an M&A tools and templates inventory across functions and M&A stages—due diligence checklists, valuation templates, communications planning matrix, cultural analysis and integration framework, key talent retention and re-recruitment matrix, and integration project management tools.
• Identify M&A tool overlaps and gaps.
• Rationalize tool overlaps and gaps.
• Catalog M&A tools and templates that can be used during future transactions.



	5. M&A training
	• Identify M&A training needs and objectives based on the recent M&A performance and key M&A talent capabilities assessments above.
• For each stage of the Deal Flow Model, develop training content designed to achieve each training objective identified.
• Identify training participants based on the M&A talent inventory above.
• Schedule and conduct cross-functional M&A training.



	6. M&A knowledge repository
	• Establish an M&A knowledge repository, housed on the firm’s intranet, for each stage of the Deal Flow Model.
• Populate the repository with M&A tools and templates from across each of the ten M&A stages.



	7. M&A competence maintenance
	• Conduct regular reviews of M&A tools, templates, and talent.
• Update tools, templates, and talent in the M&A repository as needed.







Addressing M&A as an Integrated Core Competence Provides Competitive Advantage

Core Competencies

The concept of core competencies suggests that firms can differentiate themselves from their competition by developing an integrated set of unique and valuable capabilities that are difficult for other firms to imitate. Besides being a differentiator, how a firm organizes around a unified set of activities provides a source of strategic competitive advantage. Separately, each capability is valuable. However, the principal competitive advantage is found in the integrated combination of capabilities a firm employs in a particular area, making them hard to separate and difficult for other firms to duplicate (Prahalad and Hamel, 1990). How then does a firm know if a particular core competence provides competitive advantage?

The VRIO (Valuable, Rare, Inimitable, Organizational) framework (Barney, 1995) has become a standard test of how well a particular core competence does or does not provide competitive advantage to a firm (Knott, 2015). The VRIO framework consists of four key criteria about a resource or capability that can be used to determine its competitive potential:



1. Value: Does the resource/capability enable the firm to improve its efficiency or effectiveness?

2. Rarity: Is control of the resource/capability in the hands of a relative few?

3. Imitability: Is it difficult to imitate, and will there be significant cost disadvantage to a firm trying to obtain, develop, or duplicate the resource/capability?

4. Organizational: Is the firm organized in such a way that it is ready and able to exploit the resource/capability?




Competitive Advantage Is Achieved Across the M&A Process

A key finding of the Oxford M&A Insights Project (see Appendix B) is that pre-deal and deal stage activities account for a majority (59 percent) of the M&A activities companies do well. These activities include: M&A strategy (14 percent), due diligence (17 percent), negotiations (11 percent), valuation (9 percent), and addressing legal and regulatory requirements (8 percent). By comparison, post-deal activities comprise a majority (68 percent) of the M&A activities companies could perform better, including: operations and technology integration (33 percent), communication (11 percent), culture analysis and integration (10 percent), talent management and retention (9 percent), senior leadership (3 percent), and measurement and reporting (2 percent).

The findings of the Oxford M&A Insights Project reveal that, as mergers and acquisitions have become ubiquitous globally, firms that can execute only the transactional elements of deals well (sourcing, analyzing, negotiating, and closing deals) do not satisfy the VRIO criteria for M&A competence as a competitive advantage. Whereas firms that are able to skillfully execute an integrated M&A competence, across the full process from transaction through implementation, do realize each of the VRIO criteria (see Table I.2). Therefore, simply “doing deals” does not provide firms with competitive advantage, but doing and implementing deals throughout the M&A process does.


Table I.2 VRIO, M&A as a transaction versus an integrated process




	M&A as a Transaction



	VRIO Criteria
	Fulfills VRIO?
	Rationale





	Value: Does the resource/capability enable the firm to improve its efficiency or effectiveness?
	NO
	• Completing a transaction only provides the firm with an opportunity to improve its efficiency or effectiveness, while value is realized through implementation.



	Rarity: Is control of the resource/capability in the hands of a relative few?
	NO
	• Numerous companies possess transaction capabilities.



	Inimitability: Is it difficult to imitate, and will there be significant cost and/or time disadvantage to a firm trying to obtain, develop, or duplicate the resource/capability?
	NO
	• Firms can easily source, through hiring or contracting, financial and legal transaction capability on a full- or part-time basis.



	Organization: Is the firm organized in such a way that it is ready and able to exploit the resource/capability?
	YES
	• Many companies employ in-house teams able to source, analyze, value, and complete the financial and legal elements of their M&A transactions.



	M&A as an Integrated Process of Activities from Transaction Through Implementation



	VRIO Criteria
	Fulfills VRIO?
	Rationale



	Value: Does the resource/capability enable the firm to improve its efficiency or effectiveness?
	YES
	• Projected deal synergies (i.e. improved firm efficiency and effectiveness) are realized through effective implementation.



	Rarity: Is control of the resource/capability in the hands of a relative few?
	YES
	• Most firms only focus on the transaction, rather than an integrated M&A approach spanning pre- and post-transaction capabilities.



	Inimitability: Is it difficult to imitate, and will there be significant cost and/or time disadvantage to a firm trying to obtain, develop, or duplicate the resource/capability?
	YES
	• An integrated M&A competency is hard to duplicate because of the effort, time, and cost involved.



	Organization: Is the firm organized in such a way that it is ready and able to exploit the resource/capability?
	YES
	• An integrated approach to M&A requires a firm to organize around an integrated end-to-end process, applying all the relevant skills, knowledge, tools, and talent required for transaction completion and post-transaction value creation.







Developing M&A as an integrated set of capabilities across the process, a core competence that meets the criteria of the VRIO framework provides four key advantages for firms:



1. Establishing an M&A process within a firm makes the practice repeatable.

2. Management can identify and build M&A talent strength across each process stage.

3. A set of M&A tools and templates can be applied during each stage.

4. Once a high level of integrated M&A competence is established in the firm, other firms will find it difficult to match the same combination of M&A talent, tools, and execution.



As mergers and acquisitions have become the preferred growth strategy for many executives, success depends on the realization that the most valuable deals are those that create a competitive advantage for their companies. Only focusing on M&A as a financial transaction is too narrow of an approach. Instead, using an actionable end-to-end process model and mobilizing the diverse talents of the organization and integrating its capabilities across the entire M&A process will provide a valuable, rare, and inimitable advantage for firms, enabling them to “win at the acquisition game.”

M&A is a Team Sport

At various points throughout the process, internal and external resources of both the buyer and the seller are engaged to work on pre-transaction, transaction, and post-transaction activities (see Figure I.3). For example, external advisors such as attorneys assist both the buyer and the seller with negotiating deal terms, legal documentation of the transaction, and fulfillment of regulatory requirements. Banks assist both the buyer and seller with valuation analyses and assist buyers with transaction financing. Public relations firms assist with crafting and delivering external stakeholder (e.g. shareholders, media, and communities) messaging. Internally, functions such as Strategy, Legal, HR, IT, Operations, Sales, and others assist with transaction planning, completion, and post-transaction implementation. The various internal and external entities and their roles will be identified in each of the following chapters.
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Figure I.3 M&A is a team sport





Tools, Templates, and Best Practices Across the M&A Process

The Deal Flow Model provides the structure for the three sections to follow: Pre-deal, Deal, and Post-deal. Each chapter within the three sections will address one of the ten stages of the model, describing the core activities, key participants and roles, best practices, potential pitfalls, and essential tools and templates for each stage. Each chapter will close with a summary of key points, a list of discussion questions to consider, and a self-assessment tool for management to rate their organization’s current capabilities regarding each process stage.

Chapter Summary



• Four decades ago, Michael Porter noted, “it is difficult to win at the acquisition game,” and the statement still holds true today.

• An analysis of 2,500 deals found that more than 60 percent destroyed shareholder value.

• Poor performance of M&A has been attributed to a variety of management missteps across the process.

• M&A has continued to be seen as a series of fragmented activities, with the majority of information focusing on M&A as a financial exercise, culminating with the consummation of the transaction.

• Combining M&A experience with a systemized and documented M&A process improves success.

• Almost two-thirds (60 percent) of surveyed executives indicated their firms do not have a comprehensive end-to-end M&A process model.

• The Deal Flow Model provides a cross-functional, end-to-end view of the M&A process consisting of ten stages across three phases.

• For over two decades the Deal Flow Model has regularly been updated and refined.

• There are no clear lines between many of the stages identified in the Deal Flow Model, which contain multiple overlapping activities.

• Firms can organize their M&A process, tools, templates, and talent using the Deal Flow Model.

• “Financial buyers” such as PE firms, hedge funds, sovereign wealth funds, and pension funds, as well as “strategic buyers,” are all competing for deals, increasing target company valuations. Thus, the importance of creating long-term value has been elevated over short-term financial victories or losses.

• The concept of core competencies proposes that firms can differentiate themselves from their competition by developing an integrated set of unique and valuable capabilities that are difficult for other firms to imitate.

• Developing M&A as an integrated set of capabilities across the entire process, from strategy through implementation, meets the criteria of the VRIO framework.

• Addressing M&A as an integrated core competence provides firms with a competitive advantage.



Discussion Questions



1. What activities does your company do well across the M&A process? What activities could the company perform better?

2. Have the results of your company’s past M&A efforts met expectations? Why or why not?

3. Does your organization view its M&A efforts as an integrated process, from strategy through implementation and evaluation?

4. Does your firm use a comprehensive M&A process framework to organize its integration activities?

5. Has your firm identified both internal and external talent to work on M&A efforts?

6. Does your company view M&A as a core competence?

7. How might the Deal Flow Model help your company build its M&A capability?



Self-assessment

Completing the self-assessment (Table I.3) will provide a view of how effectively your company applies a comprehensive M&A process.


Table I.3 Comprehensive M&A process self-assessment




	Component
	Rating (0 = poor, 10 = excellent)
	Notes/Rationale





	1. We view M&A as a comprehensive process from strategy through implementation.
	 
	 



	2. We are clear about the stages of the M&A process we do well.
	 
	 



	3. We clearly understand the complexities involved across the M&A process.
	 
	 



	4. We are clear about the stages of the M&A process we need to improve.
	 
	 



	5. We have skilled and experienced M&A talent across all stages of the M&A process (tacit knowledge).
	 
	 



	6. We have cataloged and use effective tools and templates across all stages of the M&A process (codified knowledge).
	 
	 



	7. We take an integrated and coordinated cross-functional approach to our M&A efforts during all pre- and post-deal stages.
	 
	 



	8. We would be considered “best practice” in how we conduct M&A across the entire process.
	 
	 



	9. M&A is a core competence of our company.
	 
	 



	10. We have had clearly measured success in our past M&A efforts.
	 
	 



	TOTAL SCORE
	 
	 







Steps to Complete the Self-assessment:



1. Rate each item on a scale of 0 (poor) to 10 (excellent).

2. Make notes for each item to explain the rationale for the numerical rating.

3. Add all ten scores to get a total score (maximum score = 100).



Rating Scale:



0–20 = Poor (significant improvement needed)

21–40 = Below average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)
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Section I

Pre-Deal






1

Formulate a Clear M&A Strategy

Mergers and acquisitions are a strategic choice. The use of M&A as a business strategy began in earnest in the United States with the “great merger movement” of 1895–1904 (Lamoreaux, 1985). However, some of the earliest M&A on record date back to the 1700s. For example, in 1708, the East India Company merged with the English Company Trading to the East Indies to restore its monopoly over the Indian trade, becoming the United Company of Merchants of England Trading to the East Indies (Landow, 2013); in 1784, the Italian Monte dei Paschi and Monte Pio banks were united as Monti Riuniti (Monte dei Paschi di Siena, 2019); and in 1821, the Hudson’s Bay Company merged with the rival North West Company (Hudson’s Bay Company, 2016). Successively, for over a century, drivers including favorable regulatory environments, economic expansion, the emergence of new technologies, high stock prices, and liquidity in credit markets have all contributed to creating “waves” of M&A characterized by periods of high and low transaction volumes (Harford, 2005).

M&A Is a High-Risk Growth Strategy

A classic definition proposes that strategy is the adoption of a course of action and the allocation of resources necessary to achieve desired goals (Chandler, 1962). Therefore, strategy setting begins with some level of internal analysis (ranging from deep to superficial) about current and projected future firm capabilities and performance, combined with external macro economic (market) analysis. Next, based on the internal and external analysis conducted, management then identify firm-wide and/or business unit “strategic goals.” Strategic goals can include growing revenue, expanding market share, reducing costs, and so forth.

After identifying a clear set of strategic goals, management’s next task is to determine strategies (courses of action and the allocation of resources) to pursue in order to achieve desired strategic goals. Strategies to achieve cost-reduction goals, termed “retrenchment strategies,” can include consolidating, disposing of (selling), paring back, or closing business units, streamlining processes, reducing support functions (such as HR, IT, and Legal), and/or switching to lower cost purchasing arrangements. Contrary to retrenchment, pursuing growth presents management with three basic options:



1. An internal “build” (also known as “organic”) growth strategy using the company’s current resources,

2. An external “buy” growth strategy through mergers or acquisitions, or

3. A hybrid “ally” growth strategy via joint ventures (JV) and partnerships that leverages resources internal to the firm and resources external to the firm provided by partner companies.



Data demonstrates that buyers struggle to capture value from M&A (Borah and Tellis, 2014). In M&A, most of the returns go to the seller. A study of 4,256 transactions found that the average premium paid by buyers over the pre-transaction seller’s share price is 38 percent, and the average share price movement upon announcement is negative 1 percent for buyers and positive 16 percent for sellers (Andrande, Mitchell, and Stafford, 2001).

Ample research has discovered that M&A have a “failure” rate of between 50 and 85 percent. For example, a KPMG study found that 83 percent of M&A had not boosted shareholder returns and A.T. Kearney found that total returns on M&A were negative (Heffernan, 2012), while a far-reaching analysis of 2,500 deals found that more than 60 percent destroyed shareholder value (Lewis and McKone, 2016). Performance issues are not unique to inexperienced acquirers: even firms that engage in multiple acquisitions, known as “serial acquirers,” can experience significant performance issues. One study divided 611 public US acquirers operating across seven industry sectors into 173 “frequent acquirers” (those who conducted over 10 acquisitions over a 10-year period) and 438 “less frequent acquirers” (those who conducted 4–9 acquisitions over a 10-year period). The researchers found that a high rate of acquisitions is negatively related to performance. However, they also found that the frequent acquirers who developed the capability to manage acquisitions performed better than those who had not developed that capability (Laamanen and Keil, 2008). Likewise, a study of 1,000 global companies found that “programmatic acquirers” who do numerous deals utilizing a systematic process to build lasting, distinctive M&A capabilities achieved higher excess total shareholder returns than did industry peers who used other M&A strategies (i.e. large/transformational deals or selective acquisitions) (Rudnicki, Siegel, and West, 2019).

Why M&A Is Such a Popular Strategy

The Oxford M&A Insights Project found that almost two-thirds (64 percent) of respondents indicated that their company is “very likely” or “likely” to conduct future transactions (see Appendix B). However, considering the excessive risk involved (at least for buyers), those firms who continue to pursue M&A would seem to be gluttons for punishment. So why is M&A so perennially widespread across industries and geographies? The answer lies in the various compelling strategic reasons to pursue M&A, which offer management swift ready-made access to the “Ten C’s”:




1. Channels: new means of distribution such as online or bricks and mortar.

2. Content: new products and services.

3. Capabilities: access to new processes and talent.

4. Customers: access to new consumer segments.

5. Countries: entry into new geographies.

6. Capacity: expanded production, storage, and/or distribution volume.

7. Consolidation: savings through the reduction of overlapping processes, people, and functions.

8. Competition: buying competitors and/or discontinuing the development of an acquisition’s innovation projects to preempt future competition.

9. Cash: buying firms that are cash rich, which then can be redeployed.

10. Creativity: access to R&D and innovation know-how.



The Oxford M&A Insights Project found that firms are motivated to undertake deals for a variety of strategic reasons related to the “Ten C’s,” including: industry consolidation (19 percent), access to new geographic markets (19 percent), access to new customer segments (16 percent), innovation (access to new products and/or services) (14 percent), access to new industries (9 percent), cost reduction (8 percent), access to talent (8 percent), and other (7 percent) (see Appendix B).

Tuck-in and Bolt-on Acquisitions

“Tuck-in” and “bolt-on” acquisitions typically occur when a larger entity absorbs a smaller one, often in an attempt to gain specific skills, product capabilities, or an expanded market. While the two acquisition types are similar on the surface (many people use the terms interchangeably), slight differences in intent and the way the acquired assets are treated exist between tuck-in and bolt-on transactions.

Tuck-in

In a tuck-in acquisition the two entities are typically within the same or related industries, though the smaller company may bring something new to the table, such as a unique product or process. In a tuck-in acquisition, the acquiring company already possesses all the operational aspects needed for a successful business, including distribution systems, inventory, and a technology structure. It absorbs the smaller company into that infrastructure, and the acquired company does not retain its individual structure. Reasons for a tuck-in acquisition include adding resources to the existing company or growing market share. Examples of the types of resources smaller companies might bring to the table include knowledge, proprietary software, people, patents, or an extensive customer list. Some large companies engage in numerous tuck-in acquisitions to accelerate resource growth, rather than rely on years of research and development. Tuck-ins are very common in the technology sector, with corporate entities absorbing start-ups on a regular basis. For example, Apple has added to its internal resources through numerous small tuck-in acquisitions. Private equity (PE) firms also use tuck-in acquisitions to grow “platform” companies. A platform company is characterized as an initial acquisition made by a private equity firm in a specific industry. The platform company then serves as the foundation for a “roll-up” (the adding of multiple companies to the platform company) of other acquired firms within the same industry.

Bolt-on

A bolt-on acquisition occurs for similar reasons as tuck-in acquisitions, but the acquired company may remain intact to some degree because it is not fully absorbed. Whether the brand continues to function under its own name depends on the specifics of the acquisition. In cases where a smaller company has developed significant goodwill for its name, it might be advantageous to maintain the brand. In bolt-on cases, the acquired entity often continues to operate as a discrete department or division under the umbrella of the larger company. A bolt-on acquisition can be good for both firms. The larger entity expands its market, product line, or capability, while the smaller firm benefits by accessing new resources available within the larger firm. Often, firms that are acquired in a bolt-on acquisition have reached the highest point in the market they can on their own. An example of a bolt-on acquisition is the purchase of the Jugos del Valle beverage business by the Mexican bottling division of Coca-Cola in 2007. Coca-Cola maintained the brand of Jugos del Valle as the acquisition provided opportunities for Coca-Cola to develop a presence in product categories adjacent to its existing business lines, expanding into juice and dairy product categories (both strengths of Jugos del Valle) within Latin America.

Both bolt-on and tuck-in acquisitions provide the buyer with considerable resources and growth opportunities, often at a faster pace than organic internal growth would create. While any transaction comes with risks, these types of acquisitions often come with less risk than “transformational” M&A. This is especially true when the acquiring firm has an appropriate plan for integrating the newly acquired entity, which will be discussed in greater detail in Chapter 7, “Integrate.”

Transformational M&A

As is the case with bolt-on or tuck-in acquisitions, in cases where a buyer is significantly larger than the seller, small acquisition mistakes by the buyer can be absorbed more easily. However, in “transformational” deals, where the buyer and seller are often similar in size, mistakes throughout the M&A process can make or break the future of the firm. A transformational deal is one that significantly changes either the size of the firm or the very nature and operations of a company. Such transactions entail significant operational integration, and the success of implementation typically has a significant impact on the future success of the combined firm.

Transformational deals have become popular due to the changing dynamics of the global economy. Many companies are looking to change the way they conduct their business, alter their existing business model, or scale their enterprise to meet the changes taking place within their industries. To achieve these aims, a transformational deal can be a better strategy when compared to bolt-on or tuck-in strategies, as transformational deals provide management with an opportunity to drastically increase the size and market reach of their firm, or to rapidly move beyond their current business model.

The growth in popularity of transformational deals is being shaped by several factors, such as tighter regulation, technological advancements, and quickly changing customer expectations (Fontanella-Khan, Massoudi, and Weinland, 2019). An example is the numerous transformational deals occurring in the cable television industry. These transactions are necessitated by the fact that technology has advanced rapidly, and this has changed the focus of cable companies from being mere distributors to being content creators. Moreover, customers expect cable providers to allow them access to increasingly more features, such as on-demand programs and customized viewing options. Such changes have made transformational deals essential in the cable television industry, with many cable companies using these transactions to produce extensive changes to their existing operations. Many firms in the retail industry have also pursued transformational M&A in order to overhaul their supply chain, thereby delivering better products to customers within a shorter time frame. An example of such a transformational retail deal is Walmart’s 2016 acquisition of online retailer Jet.com to provide e-commerce capabilities demanded by existing Walmart customers.

Because of their significant size and/or business model implications, transformational deals can also bring transformational problems. A clear example of a transformational deal encountering significant issues is the 2016 US acquisition of Monsanto by Bayer. The management board of Bayer’s pharmaceuticals and crop science group lost a vote of shareholder confidence at its recent annual general meeting for the first time in German corporate history. As of 2019, facing billions in liabilities from claims that its herbicide brands Roundup and Ranger Pro can cause cancer, Bayer was worth, in total, only the US$63B it paid for Monsanto (Chazan, 2019).

Core Activities of the Formulate Stage

Over time, “making strategy” has become defined by two distinct approaches. The top-down “classic” approach to strategy development is a traditional planning process, involving detailed external industry analysis combined with assessing internal resources and capabilities to identify plans of action (Andrews, 1980). By comparisons, “dynamic strategy” (ongoing customer and market information gathering at all levels of the organization) has experienced a recent surge in popularity among many firms due to the uncertain nature of markets, blurring of industry boundaries, rapid development of new technologies, and ever-changing consumer demands (Felin and Powell, 2016).

Regardless of the approach to developing strategy, traditional or dynamic, before pursuing one or more transactions, it is essential management identify the strategic reasons a deal should be done. Some key questions to identify strategic reasons for a deal include:



• Which of our strategic goals would M&A help us achieve?

• What aspects of our operations would M&A supplement?

• What type of technology and capabilities would a transaction bring us?

• What additional markets and customers would we be able to access?

• What aspects of our culture and human capital would M&A develop?

• What facets of our cost structure would M&A help reduce?



Well-thought-out answers to these questions during the Formulate stage will establish a solid foundation for subsequent stages of the M&A process.

Participants and Key Activities of the Formulate Stage

There can be multiple participants in the Formulate stage, from both buyers and sellers, who perform crucial activities, including:



• Buyer’s and seller’s executives:  A buyer’s and seller’s executives are ultimately responsible for setting their firm’s strategy, which often includes buying or selling businesses. Beyond identifying which strategies to pursue, executives are also responsible for allocating the resources necessary to accomplish chosen strategies, including M&A.

• Buyer’s Corporate Development and Business Development functions: In conjunction with the executive team, an internal function tasked with developing a firm’s strategy is Corporate Development, which concentrates on M&A, investments, divestitures, and sometimes incubation of new businesses. By comparison, a company’s Business Development function typically focuses on partnerships and joint ventures to create operational and/or technology collaboration.

• Strategy advisors:  Frequently engaged to work in conjunction with the internal strategy team and/or senior executives are strategy consultants from familiar brand names such as McKinsey, Bain, Boston Consulting Group, LEK, and AT Kearney. The large audit firms (e.g. Deloitte, KPMG, PricewaterhouseCoopers, and Ernst & Young) also have established consulting services, which include strategy consulting. In addition to these well-known consulting firms, numerous boutique strategy-consulting firms and individual strategy consultants exist in many locations. The main roles of both the internal and external strategic planners are to collect and analyze internal and external data, identify strategies to achieve company goals, and make recommendations to senior management on the most advantageous strategies to pursue, often including recommendations for M&A.

• Buyer’s and seller’s mid-management and employees:  In firms where a dynamic strategy process is used, participants in strategy formulation are distributed across organizational functions and organizational levels, including a firm’s mid-management and employees.

• Buyer’s and seller’s boards of directors:  A buyer’s and seller’s board will regularly review and provide feedback to senior management about the firm’s strategy, including a proposed M&A strategy.

• Buyer’s and seller’s shareholders:  Activist shareholders have become much more involved in trying to influence a buyer’s or seller’s strategy, including a proposed M&A strategy (see Chapter 6, “Consummate”).



Best Practices of the Formulate Stage

Be clear about how M&A will help achieve the company’s goals. Ready-made access to the Ten C’s (Channels, Content, Capabilities, Customers, Countries, Capacity, Consolidation, Competition, Cash, and Creativity) described above provide compelling reasons for management to pursue M&A. However, management must clearly identify which one or more of the Ten C’s a deal provides, and how those C’s will help achieve a company’s strategic goals. Strategic clarity also helps management communicate the rationale for deals to various stakeholders, including investors, the board, customers, employees, and the media.

Conduct related acquisitions. Acquisitions of “related” firms (those in the same or adjacent industries) outperform transactions that add businesses in unrelated industries (Palich, Cardinal, and Miller, 2000). Among other advantages, related acquisitions facilitate relatively easier and faster knowledge transfer, talent sharing, and process consolidation.

Make domestic acquisitions earlier and cross-border acquisitions later in M&A “waves.” Conducting domestic transactions earlier in an industry M&A “wave” is beneficial due to typically lower valuations and the availability of more target opportunities, while data demonstrate cross-border acquisitions perform better when done later in an M&A “wave,” owing to the ability of acquirers to learn from industry peers, which can help mitigate the characteristic uncertainty associated with cross-border transactions (Xu, 2017).

If you are a serial acquirer, develop a repeatable M&A capability. As previously mentioned, acquisitions by serial acquirers perform better when the buyer has developed a repeatable M&A capability across the entire M&A process, from strategy through implementation. How to best develop M&A as a core competence was covered in the Introduction.

Potential Pitfalls of the Formulate Stage

An unclear business strategy leads to a poor M&A strategy. Not investing the time and effort to fully identify strategic goals and select strategies to achieve those goals makes M&A difficult to justify to the company’s board, shareholders, employees, and other stakeholders.

M&A makes a poor strategy worse. M&A will only intensify the issues of pursuing a strategy that does not fit the market, as with, for example, a firm making acquisitions to pursue a product differentiation growth strategy through M&A in an industry that has become commoditized and moved to a low-cost model. Rather, in this case, M&A should instead be used to facilitate industry consolidation, create operating efficiencies, and remove duplicate costs.

Strengthening the wrong capabilities. The essence of M&A is to strengthen the capabilities that provide the firm with competitive advantage. Therefore, transactions strengthening the wrong capabilities (such as bringing in R&D/innovation capability, when the firm competes as a low-cost provider) will not make the firm more competitive. Instead, the transactions will only serve to confuse investors, customers, and employees alike.

Ignoring the risk. Even knowing the high failure rates of M&A, management continue to pursue M&A at record levels. Similar to drivers on the road who believe “everyone else will get into an accident except for me,” management often believes “it (M&A failure) won’t happen to us, we are different.”

Key Frameworks, Tools and Templates of the Formulate Stage

A number of enduring strategy tools and templates are readily available to assist management in their decision-making about which strategies to pursue, including frameworks for external opportunities analysis and internal firm capabilities assessment. Each of the standard strategy frameworks has implications for M&A, and these tools are included in Appendix A, “M&A Workbook”.

Ansoff’s matrix. Provides management with a framework to identify growth opportunities, ranging from current market penetration/consolidation, to entry into new markets with existing products/services, the introduction of new products/services into existing markets, or entry into new markets with new products/services (Ansoff, 1957). M&A enables a firm to “buy” its way into each of these options.

Porter’s five forces. The five industry forces identified by Porter are: threat of new entrants, threat of substitutes, bargaining power of buyers, bargaining power of suppliers, and rivalry amongst competitors (Porter, 2008). Firms use M&A to “vertically integrate” (i.e. purchase suppliers or buyers of the firm’s products), or to “horizontally integrate” by acquiring competitors, potential new entrants, or substitutes in the market. Likewise, companies use M&A to consolidate industries by merging with or acquiring competitors.

The value net. Identifies opportunities for firms to partner with competitors, complimentors (other firms that enhance the value of a company’s products, such as software and hardware providers), customers, and suppliers (Brandenburger and Nalebuff, 1996). Alliances and joint ventures are often used to establish formal relationships in these areas, which can subsequently move to full M&A.

PESTEL. Facilitates the analysis of external dynamics that can impact a company’s future, including political, economic, societal, technological, environmental, and legal factors (Aguilar, 1967). M&A enables firms to acquire capabilities to address future trends in these arenas, such as emerging technologies or changing consumer demands.

Value chain. Helps management identify “strategically valuable” components (those that provide a competitive advantage) of their organizational processes, from the sourcing of raw materials, through the production of products and services, to sales and service (Porter, 1985). Companies frequently use M&A to acquire capabilities that strengthen strategically valuable elements of their value chains.

VROI framework. Can be used on its own or in conjunction with the value chain to identify strategically valuable resources. The components of the VRIO analysis assess internal resources based on four criteria: value, rarity, inimitability, and organization. Resources that fulfill each of these criteria provide firms with a competitive advantage (Barney, 1995). Companies use M&A to strengthen strategically valuable resources that fulfill each of the VRIO criteria.

Buyer’s Perspective During the Formulate Stage

Many buyers either are unaware of the risks M&A poses or, given the amount of readily accessible performance data on M&A, they simply ignore the risk. Whichever the case, buyers need to clearly understand the strategic rationale for their M&A efforts. Buyers typically are trying to supplement core internal resources, address future market trends, and/or take advantage of impending industry developments. The strategy tools and templates described above (and presented in Appendix A) are valuable frameworks for buyers to help identify M&A opportunities that can accelerate chosen strategies. Besides being clear about their own strategy, buyers should strive to understand the seller’s strategic motivations for selling and recognize overlaps between the seller’s strategic priorities and their own.

Seller’s Perspective During the Formulate Stage

Owners can sell their company opportunistically, with little strategic consideration. Beyond opportunism, there are a number of strategic reasons for owners to sell their business, including:



• Increasing market share: A larger acquiring company has complementary distribution and marketing channels a seller can leverage.

• Financing an expansion: The buyer often has the cash to fund new equipment, advertising, or additional geographic reach, increasing the operational footprint of the seller.

• Paying down debt: A seller may dispose of an asset in order to raise capital that can be used to reduce their debt burden.

• Raising capital for an acquisition: Management may sell one asset to finance the acquisition of another.

• Diversifying a focused customer base: Small companies often have a large percentage of their revenue base coming from a single or relatively small number of customers. Customer concentration significantly increases enterprise risk because the business can fail if it loses one or more of its key customers. Diversifying a customer base lowers the volatility of revenue.

• Diversifying product and service offerings: Sellers can gain access to complementary product and service offerings, allowing them to capture more customers and increase revenue.

• Securing leadership succession: A business owner may not have invested time and effort into identifying and grooming a successor, necessitating the sale of the business to ensure it continues to operate effectively.



Besides being clear about their own strategic reasons for selling, sellers should also endeavor to understand the buyer’s strategic motivations for the purchase and recognize overlaps between the buyer’s strategic priorities and their own.

Cross-border Considerations of the Formulate Stage

With a globalized economy comes globalized M&A. Throughout 2018 and into 2019, cross-border transactions accounted for almost a third of the global M&A market (J.P. Morgan, 2019). As identified above, applying strategy tools including Ansoff’s matrix, Porter’s five forces, and PESTEL during a strategy process often reveals the opportunity for firms to enter new geographic markets. A study of 56,978 cross-border mergers between 1990 and 2007 (Erel, Liao, and Weisbach, 2012) identified key strategic drivers of cross-border M&A, including:



• Geographic proximity: The shorter the distance between two countries, the more likely are acquisitions between the two countries.

• Bilateral trade: M&A is more likely to occur between firms of countries that trade more commonly with one another, since they are more likely to have revenue and operational synergies available.

• Valuation disparity: Firms in countries whose stock market has increased in value, whose currency has recently appreciated, and that have a relatively high market-to-book value tend to be purchasers, while firms from weaker-performing economies tend to be targets.



When considering cross-border transactions as part of an M&A strategy, management should understand the firm’s international experience and expertise, the opportunity to learn from industry peers who have acquired internationally, and which stage (early-, middle-, or late-stage) their industry’s international M&A “wave” is in.

A Best-Practice Case Example of the Formulate Stage

Here in Table 1.1, and throughout each of the subsequent chapters, a best-practice case example will be used to illustrate each of the ten stages of the Deal Flow Model in practice.


Table 1.1 Formulating an M&A strategy at GPM*




	The need:



	• GPM is a European-based, publicly traded producer of packaging products with current revenues over £5B, operating across thirty different countries and employing more than 6,000 people. Six years prior, their annual revenues were under £1B, and they operated in five countries, employing approximately 1,500 people.



	• Prior to their recent growth, over a period of several years GPM experienced significant pressure on margins, forcing them to operate more efficiently.



	• Management realized that improving efficiency was not a long-term solution. So they began a major strategic review.



	The solution:



	• Supplemented by a boutique strategy consultant, GPM’s internal Strategy team started their strategic review with both an external and internal analysis.



	• Using tools including Porter’s five forces and PESTEL, the external analysis revealed a consolidating customer base, such as the rise of Amazon. Likewise, environmental sustainability, access to recycled material, and food safety were making it more difficult for smaller packaging manufacturers to cope with growing investment necessities.



	• Applying tools including the value chain and VRIO, the internal analysis identified the location of production plants as a strategically valuable resource. Specifically, corrugated board sheets are typically economically viable for a distance of up to 400 km from, but preferably within 200 km of, customers, as transportation has an outsized impact on costs.



	• Using these external and internal analyses, the team arrived at the recommendation for GPM to grow through acquisition, as industry consolidation was inevitable, enabling larger players to expand capacity to serve larger customers, and to acquire locations with close proximity to customers.



	• In the strategic review presentation to senior management the team noted that, “Over the coming years we expect smaller producers to be acquired by the bigger players, especially if they are based across key customer locations. We think the key aim for larger companies, including GPM, is to be strategic in their locations, making sure they are able to benefit from economies of scale and avoid unnecessary transportation costs.”



	• Based on the strategic review, GPM’s senior management decided to embark on a strategy of growth through acquisition.



	The results:



	• Over a six-year period, through a series of both domestic and cross-border acquisitions, GPM grew from under £1B to over £5B in revenue while increasing operating profit by 16 percent. They currently operate across thirty different countries, employing over 6,000 people.





* Due to nondisclosure considerations, a global packaging manufacturer is referred to throughout the example as GPM.



Chapter Summary



• Nearing the end of the nineteenth century, the use of M&A as a business strategy began in earnest in the United States with the “great merger movement” of 1895–1904.

• Drivers including favorable regulatory environments, economic expansion, the emergence of new technologies, high stock prices, and liquidity in credit markets have all contributed to creating “waves” of M&A.

• Strategy is the adoption of a course of action and the allocation of resources necessary to achieve desired goals.

• Strategies can include growth strategies and cost-reduction strategies.

• Management must decide whether they want to build, buy, or ally, or to pursue a mixture of these options to achieve desired growth goals.

• Data demonstrates that “build” and “ally” strategies are the options with the most chance of success, although companies struggle to capture value from M&A. However, the Oxford M&A Insights Project found that almost two-thirds (64 percent) of respondents indicated that their company is “very likely” or “likely” to conduct future transactions.

• There are compelling strategic reasons to pursue M&A, offering management ready-made access to the “Ten C’s.”

• The Oxford M&A Insights Project found that firms are motivated to undertake deals for a variety of strategic reasons related to the “Ten C’s.”

• Regardless of their approach to developing strategy, traditional or dynamic, it is essential management identify the internal firm capabilities that can be strengthened through M&A.

• Participants in the Formulate stage often include individuals from the firm’s internal Strategy function as well as external strategy consultants.

• Best practices of the Formulate stage include conducting related acquisitions, allying rather than buying, and timing domestic and cross-border acquisitions appropriately during M&A waves.

• A key pitfall during the Formulate stage is not realizing that M&A makes a poor strategy even worse.

• The essential tools of the Formulate stage include Ansoff’s matrix, Porter’s five forces, the value net, VRIO, and the value chain, included in Appendix A, “M&A Workbook”.

• A buyer should strive to understand the sellers’ strategic motivations for selling and identify overlaps between the seller’s strategic priorities and their own.

• A number of strategic reasons exist for owners to sell their companies, including increasing market share, financing an expansion, paying down debt, raising capital for an acquisition, diversifying a focused customer base, diversifying product and service offerings, and securing leadership succession.

• Geographic proximity, bilateral trade, and valuation differences are key drivers of cross-border M&A.



Discussion Questions



• What activities does your company do well during the Formulate stage? What Formulate activities could the company perform better?

• Does your company take a traditional or dynamic approach to strategy development?

• Does your company have a clear business strategy that provides the foundation for a well-defined M&A strategy?

• What are the key elements of your company’s business strategy and the implications for the firm’s M&A strategy?

• Which of the Ten C’s is a priority for your company during M&A efforts?

• Are there different drivers of your company’s domestic versus cross-border M&A efforts? What are they?

• Who is involved in setting your company’s business strategy? What about its M&A strategy?

• Does your company have a set of preferred tools and templates that are applied during the Formulate stage? If so, what are they? How are they used?



Self-assessment

Completing the self-assessment (Table 1.2) will provide a view of how effectively your company sets a clear M&A strategy.


Table 1.2 Formulate stage self-assessment




	Component
	Rating (0 = poor, 10 = excellent)
	Notes/Rationale





	1. We have a clear business strategy.
	 
	 



	2. We have a clear M&A strategy.
	 
	 



	3. We know which of the Ten C’s are priorities for our M&A efforts.
	 
	 



	4. We have the internal talent required to effectively perform the Formulate stage.
	 
	 



	5. We have effective external consultants assist us with our business and M&A strategy formulation.
	 
	 



	6. We use effective tools and templates during the Formulate stage.
	 
	 



	7. We take an integrated and coordinated cross-functional approach to our business and M&A strategy development.
	 
	 



	8. Strategy development is a core competence of our company.
	 
	 



	9. We would be considered “best practice” in how we conduct the Formulate stage.
	 
	 



	10. We continually evaluate and improve how we conduct the Formulate stage.
	 
	 



	TOTAL SCORE
	 
	 







Steps to Complete the Self-assessment:



1. Rate each item on a scale from 0 (poor) to 10 (excellent).

2. Make notes for each item to explain the rationale for the numerical rating.

3. Add all ten scores to get a total score (maximum score = 100).



Rating Scale:



0–20 = Poor (significant improvement needed)

21–40 = Below average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)
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Locate Targets That Fit Your M&A Strategy

Deal sourcing involves creating leads and managing relationships to bring about a potential M&A transaction. A firm’s approach to deal sourcing depends partially on market conditions. As M&A waves gain strength there is often an abundance of capital pursuing too few deals. This situation makes deal sourcing difficult and typically results in a proliferation of auctions, in which sellers market their companies or assets widely to various potential buyers to achieve the best price. Conversely, in down M&A cycles deals are easier to source. In either circumstance, it is important that any prospective acquirer has a clear deal sourcing strategy in order to maximize the chances of accomplishing their M&A strategy.

Three categories of deal sourcing

Deal sourcing falls into three main categories: opportunistic, reactive, or proactive. An opportunistic deal is characterized when a buyer pursues a potential purchase, even though the seller’s business may not truly be related to the acquirer’s strategy.

Opportunistic

In opportunistic acquisitions, there is often a misfit between the two firms, as the buyer is typically going “off strategy.” The probability of closure is low because, as they get to know one another better through their due diligence (addressed in Chapter 3, “Investigate”), the buyer and seller realize they do not match up well from a strategic and/or organizational perspective. Moreover, should the transaction actually close, the probability of an opportunistic acquisition adding value to the acquiring firm is also low. Because the buyer’s and seller’s business models typically do not compliment or overlap with each other, there is little combined value to be gained from the transaction through revenue enhancement and/or cost-reduction “synergies.”

Reactive

A reactive purchase occurs when a seller approaches a potential buyer, either as a sole sourced acquisition or through an auction process (described below). In reactive acquisitions, there may or may not be a good fit between the two firms, depending upon whether the buyer is staying “on strategy” or not. If the acquisition is on strategy, the probability of closure is often high, as is the probability of the transaction adding value to the seller should the deal close. However, in reactive deals a high closure rate may be mitigated by the existence of other bidders in the process.

Proactive

Proactive purchases are those identified through an active strategic search process. In proactive acquisitions, there is often a good fit between the two firms, as the buyer pursues firms that have been identified to fit their acquisition strategy developed during the Formulate stage (see Chapter 1). Because the acquisition is on strategy, the probability of closure is high, as is the probability of the transaction adding value once it is completed. Table 2.1 identifies the probabilities and rationale behind each of the three categories of deal sourcing.


Table 2.1 Three deal-sourcing categories
[image: Table_Image]


Financial and strategic buyers

The terms “financial buyer” and “strategic buyer” often appear in M&A discussions. Following are some characteristics of each type, and potential situations in which one type might be more suitable than the other.

Financial buyers

Financial buyers are commonly classified as investors focused on the potential return from buying a business. They are mainly interested in the current and potential future cash flow generated by a business, as well as the prospective exit opportunities from an acquired business. Financial buyers are typically individuals or private equity groups with investment capital. Some financial buyers focus on acquiring businesses within particular industries, while others purchase different types of businesses from various industries. Their goals often include growing cash flow through revenue enhancement, cost reductions, or achieving economies of scale by acquiring other similar companies and combining those companies (known as a “roll up” into a “platform company”). Their exit strategies can include an IPO (initial public offering), where the business is “taken public” (expectantly at a higher multiple of earnings than paid at acquisition) or selling the company to another buyer at a future date. The transactions of financial buyers are often “leveraged” (using borrowed capital to fund some or all of the purchase). It is common to see financial buyers use as much as 80 percent or more debt to finance an acquisition (Mercer Capital, 2019).

Strategic buyers

Strategic buyers (operating companies) are concerned with a target firm’s fit into the growth plans for their own business model. Their interest in acquiring a company may include “vertical integration” (buying a customer or supplier), “horizontal integration” (buying competitors, potential new entrants or substitutes), filling key business model gaps or enhancing current strengths (distribution, technology, marketing, research and development, and so forth).

Strategic buyers are frequently prepared to pay more for a company than financial buyers, for two key reasons. First, strategic buyers are often able to realize synergistic benefits (e.g. eliminating duplicate resources between the firms, greater purchasing power of the combined companies, and the cross-selling of products and services). The greater the projected synergies, the larger the premium (the difference between the current value of a company and the actual price paid to purchase it) strategic buyers are willing to pay. Secondly, strategic buyers are generally larger companies that often have another currency besides cash in the form of stock. Strategic buyers regularly offer stock, cash, or a combination of both as payment, enabling them to use their stock to increase the price they are willing to pay.

Auctions

Unless a seller chooses to negotiate a sale with a single buyer, some form of auction involving multiple bidders is the most likely scenario. Generally, there are three distinct types of auction processes. To begin the auction process, a seller and their investment banker work together to decide which option should create the best result. Considerations in determining the appropriate auction process include degree of confidentiality, valuation maximization, as well as strategic and organizational fit. Because of the various considerations, no ideal auction process fits all sellers. Here are the three general categories of M&A auctions.

Targeted solicitation

In a targeted solicitation, the investment banker markets the seller’s business or asset to a relatively small group (five or less) of prospective buyers. Unless a private equity firm has deep presence in the seller’s particular market segment, financial buyers (such as PE firms) are typically excluded, instead approaching potential strategic buyers. In a targeted solicitation, the sale generally moves much more rapidly, and confidentiality is easier to maintain. However, the lack of competition among buyers can result in a lower valuation and ultimate selling price for the business.

Limited auction

A limited auction produces a greater number of potential buyers but is typically narrowed to twenty to forty potential purchasers. There is often more exposure to financial buyers. However, a preference is still to pursue strategic buyers. Because of the greater number of potential buyers, confidentiality becomes much more difficult to maintain, but the potential of achieving a higher sale price is boosted by the broader set of potential purchasers.

Broad auction

A public or broad auction is the most frequent of the three options. When businesses expand above the US$100M valuation threshold, the pool of potential buyers shrinks. Thus, the auctions for larger companies leans toward the more focused solicitations described above (Deal Capital Partners, 2019). Although more difficult, maintaining confidentiality can still be possible via “blind outreach” by not disclosing the seller’s identity until a subset of interested potential bidders is identified. This is combined with putting confidentiality agreements in place with the interested potential purchasers. In a broad auction, the intermediary (investment banker) reaches out to hundreds or even thousands of potential strategic and financial buyers. The broad outreach is accomplished by publishing the opportunity on direct-investing websites, broad email outreach, and numerous phone calls to potential buyers. The potential buyer list is extensive, and the process can be lengthy and exhausting, with the main upside being achieving the highest potential valuation and greatest sale price achieved for the seller.

M&A sourcing and strategic fit

Locating potential target companies that fit the firm’s M&A strategy is a key factor leading to successful transactions. Strategic fit addresses the similarities or relatedness among firms, and relatedness may take several forms (Lahovnik, 2011):

Horizontal: M&A that occur between companies closely related in the products or services they produce, with both companies operating in the same market.

Vertical: M&A involving companies that have a potential or existing buyer–seller relationship prior to the transaction.

Conglomerate: Acquisitions that include firms that are unrelated in terms of the products they offer and the markets in which they operate, and of which the transactions advance a diversification strategy.

High levels of relatedness contribute to successful mergers; conversely, differences between targets and buyers on important elements of strategy (e.g. propensity toward risk, marketing emphasis, and operational efficiency) have been found to be detrimental to performance following a merger (Palich, Cardinal, and Miller, 2000).

M&A sourcing and organizational fit

Beyond strategic fit, organizational fit addresses similarities between company cultures, top management styles, reward and evaluation systems, espoused values, and organizational structure. Differences between firm cultures during M&A have been associated with workforce anxiety, negative evaluations of counterparts, and ethnocentrism (Marks, Mirvis, and Brajkovich, 2001). In combinations of companies with unrelated cultures, one (typically the buyer’s) culture usually dominates the other, and employees in the target firm are often made to feel like second-class citizens in the newly formed organization. This frequently results in lack of cooperation between employees of the combining companies. However, when the level of relatedness is high, there is a better organizational fit, and higher levels of transaction performance are found to occur (Goulet and Schweiger, 2006).

Participants and key activities of the Locate stage

There can be multiple participants in the Locate stage from both buyers and sellers who perform crucial activities, including:



• Buyer’s Executives: Make ultimate go/no go decisions regarding pursuit of target companies. Conduct initial meetings to establish a relationship with selected target management. Negotiate the terms of and provide a Letter of Intent (LOI) to target management (see Chapter 5, “Negotiate”).

• Seller’s Executives: Make ultimate go/no go decisions regarding offering the company or assets for sale. If using an auction process, decide upon which type of auction process to use. Conduct initial meetings to establish a relationship with potential buyers. Negotiate the terms of a Letter of Intent (LOI) with a potential buyer.

• Buyer’s Corporate Development Function: Target pipeline development and tracking, including identifying targets, determining pipeline value, categorization of targets by geography, market segment, and so forth. Make recommendations for target pursuit to the senior management team.

• Seller’s Corporate Development Function: Identify potential buyers for identified divestitures of particular business units or assets.

• Investment Banks: Assist buyers to identify potential sellers and assist sellers to identify potential buyers. In the cases of an auction with competitive bidding, they represent a seller to multiple potential buyers. Large investment banks include JPMorgan, Goldman Sachs, Bank of America, Merrill Lynch, Morgan Stanley, Citi, Credit Suisse, and UBS, RBC Capital Markets, and numerous boutique investment banks also exist in many locations.

• Other intermediaries: Attorneys, consultants, and asset managers can also assist buyers with identifying potential target companies. While typically less experienced than investment bankers in running an M&A process, other intermediaries may have extensive knowledge of a company looking to sell if they have previously acted on their behalf.

• Online deal platforms: Sophisticated platforms such as PitchBook, Dealogic, Mergermarket IMAA, and Crunchbase, provide information on most things M&A related, including trends, volumes, sector and geographic analyses, among others.



Best practices of the Locate stage

Establish proprietary deal flow. Most estimates find that less than five percent of all existing companies are actively for sale at any given time. Experienced acquirers devote significant resources to generate proprietary deal flow by approaching companies that are not for sale.

Differentiate your firm as the “best owner” or “highest value use owner.” When contacting a company that is not for sale, differentiating your interest from others is key to opening up discussions. Keep in mind that you are actually selling yourself as the “best owner” for the business. Present the strengths of your company as an ideal acquirer and highlight the mutual benefits of a relationship. “Best owner” (sometimes called “highest value use owner”) in the context of M&A is the owner that possesses distinctive strategic and organizational characteristics to create more value in a seller’s business than other potential buyers, or that the target firm can achieve on their own.

Take a long-term view. Creating a robust deal pipeline often relies upon cultivating long-term relationships with potential targets. For example, while conducting a “rollup” (acquiring many small companies in the same industry to take advantage of economies of scale), management of a multinational pest control company often spent months and sometimes several years cultivating pre-deal relationships with individual owners of small target firms in their industry.

Use multiple sources. Investment bankers, consultants, attorneys, and other intermediaries, as well as electronic platforms all can be good sources of potential target companies.

Identify key M&A pipeline metrics to track. Include overall pipeline value, tracking by deal stage, time to move a target though the pipeline, targets by geography, progress against growth objectives, and target count per deal stage.

Establish an automated pipeline-tracking tool. An automated pipeline-tracking tool helps buyers move from reactive to proactive targeting and reporting.

Assess both strategic and organizational fit. Use templates to rate the fit of potential target firms on both dimensions of strategic and organizational fit. Identifying the extent of strategic and organizational fit allows a buyer to determine if they will be the “best owner” of a potential target.

If a business isn’t for sale, it still could be, to the right buyer. Establishing relationships with desirable targets, even if not for sale, lays the groundwork for a potential purchase.

Potential pitfalls of the Locate stage

Delegating the deal-management process to outsiders. Outsiders are driven by different metrics and rewards than their clients. For example, the majority of investment bankers’ fees are realized when a transaction is closed and funded, creating an incentive to “get the deal done.” Managing the deal process with internal talent aligns the deal team’s goals with company’s goals, as well as creating better relationships with targets.

Pursuing targets opportunistically rather than strategically. Opportunistic deals have a lower probability of closure and of value creation, than strategically pursuing a deal pipeline.

Ignoring organizational fit. Buyers often get fixated on the strategic fit of potential targets and ignore their organizational fit (or misfit as the case may be). Overlooking organizational fit can result in significant implementation problems and the non-realization of projected operational synergies.

Not identifying “must-haves” and building them into assessing targets. Failing to determine essential strategic and/or organizational characteristics of targets creates “misfit” and confusion among an acquirer’s investors, board, and senior team as to why targets move into and through the company’s deal pipeline.

Key frameworks, tools and templates of the Locate stage

To supplement a firm’s pipeline tracking process, target analysis templates should be used to assess strategic and organizational fit. Target analysis templates help in several ways, including creating a consistent format for assessing potential target companies, enabling quantitative and qualitative analyses of potential targets, assessing potential targets from both strategic and organizational fit perspectives, ranking the attractiveness of potential targets, and promoting objective M&A pursuit decisions. Below are descriptions of key templates used to identify potential target companies. These tools are included in Appendix A, M&A Workbook.

Strategic Fit Analysis template. Used to compare the acquiring company with potential targets across various “strategic factors” (e.g. size of target, customer segments, cost effectiveness, service quality, and so forth). Provides a numerical rating score from 1 (low strategic fit) to 5 (high strategic fit) across each strategic factor, resulting in an overall “total strategic fit score” for each potential target.

Organizational Fit Analysis template. Used to compare the acquiring company with potential targets across twelve “organizational levers” (e.g. communications, training, goals and measures, rewards and recognition, decision-making, organizational structure, and so forth). Provides a numerical rating score from 1 (low organizational fit) to 5 (high organizational fit) across each of twelve organizational levers, resulting in an overall “total organizational fit score” for each potential target.

Best Fit Analysis template. Used to map various potential target companies based on their total scores for both dimensions of strategic and organizational fit, to identify “High Fit, Medium Fit, and Low Fit” targets.

Pitch book (also known as a Deal book). A set of slides used by investment banks to “shop” a seller to potential buyers. Typical pitch books include examples of how a buyer would benefit from acquiring the seller, a description of how the seller would increase the buyer’s competitive advantage in areas where the buyer lacks footing, key financial metrics of the seller and how it has both positive revenue and margin growth, identification of partners and customers that the buyer would immediately acquire once it purchased the seller, details about the seller’s management team and directors, a timeline estimating how long it will take to get a deal done (for an example pitch book see Quatalyst Partners, 2011).

Buyer’s perspective during the Locate stage

When identifying and assessing potential target companies, the buyer’s view is often predicated upon the strategic fit of potential targets. Some buyers, however, place equal importance on identifying the organizational fit of potential targets, knowing that it has a significant impact on the long-term performance of transactions. Most buyers identify potential target “must haves” including clear growth prospects, cost synergy opportunities, and/or technological innovations. Buyers will often have multiple potential targets in a deal “pipeline” rather than focusing on one specific target. Also, purchasers frequently desire exclusivity to negotiate with a particular target, to increase negotiating leverage, resulting in a lower purchase price.

Seller’s perspective during the Locate stage

The main consideration for sellers when deciding on whom to sell to is whether a strategic buyer or a financial buyer is best. The answer depends fundamentally on the seller’s goals in selling the business, for example:



• The seller wants to achieve the highest possible price: If the main (or only) goal of the seller is to achieve the highest price possible, regardless of what happens to the business model, customers and/or employees, an open auction process is the best way to drive up the selling price.

• The seller has other concerns beyond price: Besides achieving a high price (not necessarily the highest price), if wanting to protect their business model, customers and/or employees, sellers must realize they may need to accept a lower price to achieve their other aims.

• The seller wants to sell the business but would like to remain working in it for several years: Although not always the case, strategic buyers often have duplicate management capabilities with the seller, enabling strategic buyers to let seller’s current management go immediately or soon after the completion of the transaction. Whereas, a financial buyer may have the funding to purchase a company, they do not necessarily have the expertise to run the business. Therefore, financial buyers often want the seller’s current management to stay on and run the business for at least some period of time. Financial buyers (and some strategic buyers) regularly require seller’s management to stay as a key component of the deal by structuring an “earnout” where the seller will receive deferred payment of the acquisition price once preset goals are achieved during the first few years following the sale.



Cross-border considerations of the Locate stage

Several cross-border considerations exist when identifying potential M&A targets, including:



• The availability and quality of potential target firms’ financial information.

• Language barriers.

• Disparate cultures.

• Time zone differences.

• Legal and regulatory barriers.

• Geographic distance, which often creates difficulty in establishing relationships with potential sellers’ management teams.



A best-practice case example of the Locate stage

Table 2.2 illustrates the Locate stage in practice for a global packaging manufacturer GPM.


Table 2.2 Establishing an M&A pipeline at GPM*




	The need:



	• Continuing the example described in Chapter 1, GPM is a European-based, publicly traded producer of packaging products, with current revenues over £5B, operating across thirty different countries and employing more than 6,000 people. Six years prior, their annual revenues were under £1B, operating in five countries, employing approximately 1,500 people.



	• A comprehensive strategic review resulted in management setting a strategy of growth through acquisition.



	• Based on their M&A strategy, management needed to develop a pipeline of potential targets.



	The solution:



	• The Corporate Development team of GPM began by developing a pipeline tracking tool to monitor key metrics including overall pipeline value, value by deal stage, time to move a target though the pipeline, targets by geography, progress against growth objectives, and target count per deal stage.



	• Using their own knowledge of the industry along with various external sources (investment bankers, online platforms, and industry insiders) the team began identifying and approaching potential target companies and individual assets that fit GPM’s overall M&A strategy developed during the Formulate stage.



	• The team put together a well thought out description of GPM as the “highest value use owner” of the identified targets, describing the distinctive strategic and organizational characteristics GPM possessed that would enable them to create more value in a seller’s business than other potential owners or that the target could achieve on their own.



	The results:



	• Within a few months the team had over 200 potential targets in the pipeline.



	• Throughout their six years of growth, the team continuously updated their pipeline tracking and reporting as their M&A activity evolved.





* Due to nondisclosure considerations, a global packaging manufacturer is referred to throughout the illustration as GPM.



Chapter Summary

Deal sourcing involves creating leads and managing relationships to bring about a potential M&A transaction.



• Deal sourcing falls into three main categories: opportunistic, reactive, or proactive.

• Financial buyers are commonly classified as investors focused on the potential return from buying a business, whereas strategic buyers (operating companies) are concerned with a target firm’s fit into the growth plans for their own business model.

• Unless a seller chooses to negotiate a sale with a single buyer, some form of auction involving multiple bidders is the most likely scenario.

• There are the three general categories of M&A auctions: targeted solicitation, limited auction, and broad auction.

• Locating potential target companies that fit the firm’s M&A strategy is a key factor leading to successful transactions.

• Strategic fit addresses the similarities or relatedness among firms, while organizational fit addresses similarities between company cultures, top management styles, reward and evaluation systems, espoused values, and organizational structure.

• Various best practices contribute to the establishment of a robust deal pipeline, including establishing proprietary deal flow, using multiple sources, and identifying key M&A metrics to track.

• Key pitfalls of the Locate stage to avoid include delegating deal management to outsiders, pursuing targets opportunistically rather than strategically, and ignoring organizational fit.

• Key tools available to assist management when locating target companies include strategic and organizational fit templates, best fit template, and standard pitchbooks.

• When identifying and assessing potential target companies, the buyer’s view is often predicated upon the strategic fit of potential targets. Some buyers, however, place equal importance on identifying the organizational fit of potential targets.

• The main consideration for sellers when deciding on whom to sell to is whether a strategic buyer or a financial buyer is best.

• Several cross-border considerations exist when identifying potential M&A targets, including the availability and quality of potential target firms’ financial information, language barriers, and disparate cultures.



Discussion Questions



• What activities does your company do well during the Locate stage? What Locate activities could the company perform better?

• Does your company have a robust deal pipeline?

• Does your company have an effective pipeline-tracking tool?

• What key metrics does your firm use to assess the deal flow through its pipeline?

• Does your firm assess both strategic and organizational fit of potential targets? If not, why not?

• Does your company have set of preferred tools and templates that are applied during the Locate stage? If so, what are they? How are they used?



Self-assessment

Completing the self-assessment (Table 2.3) will provide a view of how effectively your company sources deals.


Table 2.3 Locate stage self-assessment




	Component
	Rating (0 = poor, 10 =excellent)
	Notes/Rationale





	1. We have a robust deal pipeline
	 
	 



	2. We source deals proactively
	 
	 



	3. We use multiple sources for potential target identification
	 
	 



	4. We have the internal talent required to effectively perform the Locate stage
	 
	 



	5. We have effective external providers to assist us with our target identification
	 
	 



	6. We use effective tools and templates during the Locate stage
	 
	 



	7. We do a good job of assessing a potential target’s strategic fit
	 
	 



	8. We do a good job of assessing a potential target’s organizational fit
	 
	 



	9. We would be considered “best practice” in how we conduct the Locate stage
	 
	 



	10. We continually evaluate and improve how we conduct the Locate stage
	 
	 



	TOTAL SCORE
	 
	 







Steps to complete the self-assessment:



• Rate each item on a scale of 0 (poor) to 10 (excellent).

• Make notes for each item to explain the rationale for the numerical rating.

• Add all ten scores to get a TOTAL SCORE (maximum score = 100).



Rating scale:



0–20 = Poor (significant improvement needed)

21–40 = Below Average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above Average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)
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Investigate to Prevent Post-close Surprises

Caveat emptor (buyer beware) is important advice to acquirers. As previously discussed, the returns to buyers from M&A are often negative. Conducting thorough investigation (due diligence) of priority targets can mitigate, but not eliminate, the risk. Moreover, as many firms do not put in the time or effort to conduct detailed due diligence, doing so provides dealmakers with a competitive advantage. The Investigate stage of the M&A process entails a much more granular assessment of the target organization than is the case during the Locate stage.

During the Investigate stage, a thorough due diligence process that covers both traditional financial, legal, technical, environmental, and operational aspects of the potential acquisition, and non-traditional characteristics of target firms, such as organizational culture and human capital, should be used. However, management have a tendency to neglect non-financial factors during due diligence and cultural fit is often downplayed or ignored, which has contributed to the poor track record of M&A. The lack of cultural due diligence is due to management becoming captivated with the strategic fit presented by a potential combination, while underestimating the impact of culture on deal performance. Even in cases of good strategic fit for both firms, cultural differences play a significant role in increasing the post-transaction turnover of senior management and significantly contribute to the poor financial performance of deals (Hitt et al, 1998; Lau et al, 2012; Marks, 1999; Schweiger and Goulet, 2000; Stahl and Voigt, 2008).

The Perils of Limited Due Diligence

Not performing thorough due diligence can be very expensive. For example, in June 2018 Bayer acquired Monsanto for US$63B. Since the acquisition, two separate court rulings determined that there was a direct causal link between glyphosate (found in Monsanto’s Roundup weed killer) and cancer, giving rise to another 11,200 related lawsuits. As a result, Bayer’s share price has dropped by over a third since the acquisition, wiping US$28B from Bayer’s market value. Christian Strenger, a prominent German corporate governance activist and shareholder in Bayer, argues that management simply failed to do its duty ahead of the acquisition, commenting, “Instead of just relying on friendly assurances from Monsanto, Bayer should have insisted on examining all relevant details of the company’s glyphosate legal exposure … This was an essential part of management’s duty before taking such a big decision. Bayer should have said: you either show us what the key risks are, or there is no deal.” (Buck, 2019).

Key Areas to Examine During Due Diligence

Due diligence should be conducted in both traditional and non-traditional areas in order to prevent surprises after the deal is done (see Table 3.1). Typical shocks post-transaction close, when not identified during due diligence, include technology misalignment, cultural misfit, legal exposure, unfunded pension liabilities, costly compensation and benefits reconciliation, talent misalignment, consolidation costs, union exposure, and local politics and regulation. The information collected during due diligence should feed into the valuation model (see Chapter 4, “Valuate”) and the integration planning process (see Chapter 7, “Integrate”), shaping content of key deal activities such as mapping current operations, determining current financials, identifying potential cost and revenue synergies, setting integration priorities, establishing an integration timeline (short-, medium-, and long-term), and identifying potential post-transaction implementation obstacles and success measures.


Table 3.1 Key areas of due diligence*




	Strategic
	Financial





	Operational
	Technology (IT)



	Legal
	R&D



	HR
	Environmental and Safety



	Human Capital**
	Sales and Marketing



	Regulatory
	Government Affairs



	Culture**
	Self**





* Areas and emphasis should be adjusted to the particular transaction, industry, and knowledge of the target

** Key areas typically overlooked during due diligence



Cultural Due Diligence

Because it is extremely opaque, an aspect of due diligence that buyers continually struggle with (and ultimately often choose to ignore) is cultural due diligence. To that end, Table 3.2 illustrates twelve “cultural levers” that form the foundation of a comprehensive, pragmatic, and rapid cultural comparison diagnostic. Conducting this assessment will provide answers to critical questions about the amount of effort and time it will take to integrate the cultures of the combining organizations.


Table 3.2 Cultural comparison diagnostic




	Cultural “Levers”
	Key Questions





	1. Organizational values

2. Staffing and selection

3. Communications

4. Training

5. Rules and policies

6. Goals and measures

7. Rewards and recognition

8. Organization structure and decision-making

9. Physical environment

10. Leadership behaviors

11. Customs and norms

12. Ceremonies and events
	– What organizational strategy and values does each organization reinforce with each lever?

– How is each lever currently designed and implemented within each organization?

– What is common between the two firms for each lever?

– How can similarities be underscored and strengthened?

– What is different between the two firms for each lever?

– How can differences be bridged?

– What are the short-, medium-, and long-term cultural integration actions to be taken for each lever?

– Who should be involved in culture integration efforts?







The twelve levers identified in Table 3.2, taken together, form an interrelated set of processes that make up a firm’s culture. Moreover, examining the strategy and values that are reinforced by each lever, along with how the buyer and seller have designed and implemented the twelve levers, provides a pragmatic and actionable cultural comparison framework (Galpin, 1996). This comparison can be done in as much or as little detail as desired. However, a more detailed comparison will provide a better road map for eventual cultural integration of the organizations. HR staff and a few operational managers representing the buyer and the seller can reasonably produce a detailed comparison across the twelve cultural levers during a one-day session. As a practical matter, many firms find that allocating the time to conduct a cultural diagnostic (like the one presented in Table 3.2) during due diligence significantly mitigates the cultural risk associated with many transactions. It should be noted that finding considerable cultural differences between two firms should not necessarily be used as a reason to call off a potential merger or acquisition. Rather, a pragmatic cultural comparison provides transparency to an often murky aspect of due diligence, enabling management to clearly understand the complexities, actions, and timeframes required to effectively integrate the cultures of the combining organizations. Cultural comparison and integration planning will be discussed in more detail in Chapter 8, “Motivate”.

Self Due Diligence

A counterintuitive activity is self due diligence. Most people would logically ask, “Why perform due diligence on our firm, when we are buying their firm?” Self due diligence focuses on an acquirer’s M&A capabilities and capacity, answering the question, “Are we ready to do a deal?” Prior to embarking on one or more transactions, an acquirer should determine their own firm’s M&A management capabilities, functional M&A skills, and how many of their people possess M&A knowledge and experience across the process, from strategy through implementation. If a firm lacks the capabilities (skills) and or the capacity (numbers of people) to conduct efficient and effective transactions, management can hire additional personnel who posses required M&A skills, contract with external experts, and/or train their current personnel.

Participants and Key Activities of the Investigate Stage

There can be multiple internal and external participants involved in the Investigate stage for both buyers and sellers who perform crucial activities, including:



• Buyer’s Executives: Make ultimate go/no go decisions regarding continued pursuit of target, conduct meetings to develop a relationship with seller’s management, and participate in a pre-deal “Executive Summit” (described below under Key Frameworks, Tools, and Templates).

• Seller’s Executives: Prepare data for potential buyer(s), populate a secure electronic “data room” (described below), and participate in a pre-deal Executive Summit.

• Buyer’s Corporate Development Function: Provide data requests to the target via corporate due diligence checklists (described below under Key Frameworks, Tools, and Templates); set up a secure electronic data room; manage the due diligence process, timeline, and participants; meet with the seller’s management (if a sole-sourced deal); and conduct detailed brainstorming, planning, research, and validation of potential deal synergies.

• Buyer’s Functional Representatives: Provide data requests to the target via functional due diligence checklists and conduct functional data reviews (e.g. Legal, HR, Accounting, IT, Operations, Sales, etc.).

• Investment Banks: Provide due diligence information to the potential buyer(s) from the seller; set up a secure electronic “data room”; and conduct detailed planning, research, and validation of potential deal synergies.

• Other Service Providers: Attorneys, consultants, and accountants review functional due diligence data (contracts, compensation and benefits, technology, accounts, etc.); facilitate an Executive Summit; conduct detailed planning, research, and validation of potential deal synergies.

• Buyer’s and Seller’s Boards of Directors: A buyer’s and seller’s board will review summary due diligence reports to help them determine whether or not a proposed transaction is in the best interest of the firm and its shareholders.




Best Practices of the Investigate Stage

Manage due diligence as a “rapid results project.” Use a coordinated project management approach to quickly gather and analyze key information. Coordinate due diligence through a project management infrastructure (with a steering team, project manager, and task forces), to ensure there are no gaps or overlaps with information collection and analysis.

Establish a secure virtual “data room.” A secure electronic data room, accessible to those involved in the transaction, facilitates the timely exchange of due diligence information.

Conduct due diligence as an iterative process. Thorough due diligence is not a one-time event. In order to dig deeper into key areas where the need for more information is identified from earlier due diligence analyses, subsequent rounds of data collection and analyses are often helpful and needed.

Work with the target as much as is practicable. When possible, conduct a series of due diligence meetings and/or an “Executive Summit” (described below under Key Frameworks, Tools, and Templates). Regular interaction with target management and employees during due diligence helps build rapport and yields more and better information than limited interaction.

Look beyond “traditional” (financial, operational, and technical) due diligence. M&A professionals and academic researchers alike have found assessing “non-traditional” aspects such as culture and human capital fit improves long-term transaction success.

Beware of biases. Confirmation bias (looking for data to confirm management’s initial beliefs about a deal), overconfidence, the “planning fallacy” (a tendency to underestimate the time, money, and other resources required to accomplish complex efforts such as M&A), and conflict of interest (when external service providers’ incentives, such as investment bankers’, are not aligned with management’s incentives) are all common traps management fall into during the due diligence process (Lovallo, et al, 2007). Being aware of their own biases can help management mitigate those biases.

Assign a “devil’s advocate” to each deal. A person assigned to make the case about why the deal should not be done can help moderate any management biases that may be occurring, helping management to really think through the rationale for doing a deal or not.

Potential Pitfalls of the Investigate Stage

Delegating all due diligence to outside experts. An acquirer’s internal talent know their own business model better than external providers. External experts can assist in specific areas (e.g. legal, accounting, compensation, benefits, culture, IT, etc.). However, the entire process should not be delegated to outside providers.

Managing due diligence solely as a data gathering exercise. Using due diligence meetings to not only collect data but to also build relationships between the firms facilitates smoother negotiation and post-deal integration.

Not identifying transaction-specific data needs. In addition to using standard due diligence checklists, data gathering should also be targeted to deal- and/or industry-specific requirements. Every deal is different, and management should identify any deal-specific data needs.

Not conducting “self due diligence.” As discussed previously, self due diligence is a counterintuitive activity that identifies whether or not a buyer has the capability and capacity to do a deal. If the buyer isn’t prepared, they shouldn’t do the deal until they are able to do it well.

Only conducting “traditional” (financial, operational, and technical) due diligence. Not assessing culture and human capital during due diligence has been found to be a key determinant of deal failure.

Identifying and planning for revenue synergies without planning for investment. Revenue synergies seldom materialize without investment. Clearly identifying post-transaction revenue-generating actions, and the investment required in order to realize additional revenue, is critical.

Key Frameworks, Tools, and Templates of the Investigate Stage

To supplement the knowledge and experience possessed by a firm’s internal and external M&A talent, due diligence templates should be used to help organize and expedite the due diligence process. Due diligence templates help in several ways, including creating a consistent format for data requests, streamlining quantitative and qualitative data analyses, assessing a target from both strategic and organizational fit perspectives, identifying priorities for valuation and integration, and promoting objective deal-pursuit decisions. Below are descriptions of key templates used during due diligence. Several of these tools are included in Appendix A, “M&A Workbook.”

Nondisclosure agreement (NDA). A nondisclosure agreement is a confidentiality agreement between the potential buyer and seller. It is typically the first arrangement to be entered into during a transaction. NDAs are designed to protect the confidentiality of information exchanged during the due diligence process. When presented with an NDA, a careful review is warranted to identify what information is covered and what penalties are being proposed in the event that confidentiality is breached.

Due diligence checklists. Checklists for data requests are the most common due diligence tool and are regularly used by many firms. Due diligence checklists are often segmented by function (e.g. Operations, IT, HR, Finance, Legal, Marketing, and so forth). Functional checklists ensure that data requests are comprehensive. However, the items on each checklist should be prioritized based on the importance of information, derived from criteria such as deal-specific needs, risk exposure, and financial and operating importance.

Electronic data rooms. Previously, a data room to provide information about a target to potential buyers has been just that, a physical room with stacks of paper files containing information about each area of due diligence. Today, data rooms are electronic portals with secure access for parties representing the buyer and seller. Electronic data rooms facilitate the timely exchange of information, making this frequently time-consuming stage of M&A run faster. In an auction process, all potential buyers get equal access to the data room. In contrast to a physical data room, a virtual data room allows multiple buyers to work with the files simultaneously, enabling a seller to maintain a dialogue with several bidders simultaneously.

Executive Summit. An “Executive Summit” is a facilitated meeting, typically conducted over two or more days, between executives from both the buyer and seller. The purposes of conducting an Executive Summit include executive alignment around NewCo (a common phrase used to describe the “new company”) strategy, synergy (cost, revenue, product, customer, etc.) targets and timelines, integration priorities, and desired NewCo culture. An Executive Summit can also help with senior team staffing and selection, as the CEO observes executives from both organizations working in real time. Likewise, executive team building is often a key outcome from a summit, as attendees become more familiar with each other’s working styles during the session. Finally, the integration process overview, including roles and responsibilities, priorities, key actions, tools, measurement, and tracking can all be agreed. The key template of the Executive Summit is a structured agenda, included in Appendix A, “M&A Workbook.”

Synergy waterfall chart. A synergy waterfall chart is used to clearly prioritize integration activities and to link synergies identified during due diligence with their impact on overall transaction value. The synergy prioritization identified in the waterfall chart is used to identify the various integration task forces (described in Chapter 7, “Integrate”) that will be required for synergy planning and implementation.

Buyer’s Perspective During the Investigate Stage

One of the key goals for buyers during due diligence is to validate or invalidate their initial assumptions about the target that were developed in the Locate stage based on little or no contact (“desk research”) with the seller. Other buyer’s aims during due diligence include identifying the magnitude of synergy opportunities, determining synergy opportunities unique to the buyer, estimating the seller’s value to other potential buyers (which is especially important when there are multiple bidders), and uncovering potential issues (people, legal, environmental, and so forth) and “deal-breakers” (items simply to expensive or risky for the buyer to accept).

Seller’s Perspective During the Investigate Stage

The main considerations for a seller during due diligence are to provide enough information to enable a buyer to pursue the transaction to completion, as well as to achieve the best price upon completion of the sale. However, beyond price, sellers often have additional questions that they should explore through their own due diligence about a potential buyer(s). Some additional objectives of the seller during due diligence include identifying the “best buyer” (the firm with the best strategic and operational capability to facilitate growth after the sale), assessing the investment that the buyer is willing to make in growing the business once they own it, determining post-transaction position and role opportunities for the seller’s management and employees, and assessing cultural fit with the buyer.

Cross-border Considerations of the Investigate Stage

Several considerations exist when conducting cross-border due diligence, including:



• Availability and quality of information

• Language barriers

• Disparate cultures

• Time zone differences

• Assessing tax, political, and regulatory risks

• Variations in labor laws



Service providers (attorneys, bankers, and consultants) can assist management during cross-border due diligence by providing useful local knowledge.

A Best-practice Case Example of the Investigate Stage

A description of Silicon Valley-based TechCo’s approach to due diligence illustrates the Investigate stage in practice (see Table 3.3).


Table 3.3 TechCo’s* approach to due diligence



	The need:



	• TechCo (a Silicon Valley-based, publically traded developer of anti-piracy encryption software with revenues of just over US$1B and employing approximately 1,000 people) was pursuing a strategic acquisition of a privately held Midwest US-based software provider with approximate revenues of US$500M and 400 employees.



	• As the acquisition would be “transformative” (adding approximately 50 percent in revenue and increasing headcount by about 40 percent), TechCo needed to ensure that their due diligence was comprehensive, covering both traditional (financial, operational, technical) and non-traditional aspects (culture and human capital).





	The solution:



	• TechCo approached the target’s management team to indicate their interest in a potential purchase, which lead TechCo to initiate the due diligence process by providing target management with a letter of intent (LOI, discussed in Chapter 5, “Negotiate”). Due diligence began upon the acceptance of the LOI and signing of the NDA by TechCo and the target.



	• In addition to their internal resources, TechCo engaged several external partners (attorneys, bankers, and consultants) to assist management with due diligence in targeted areas.



	• TechCo utilized a clear project management approach and infrastructure to coordinate the due diligence effort, and they established a virtual data room for secure information exchange between TechCo, the target, and various service providers.



	• A pragmatic cultural comparison framework (see Chapter 8, “Motivate”) was used to assess the organizational fit between the two firms.



	• To build rapport, in addition to the data exchanged via the electronic data room, TechCo management and functional representatives spent significant time at the target’s offices in discussions with target management and functional representatives.



	• A specialist consultant facilitated a two-day Executive Summit which included the senior teams from both TechCo and the target company. The objectives of the summit were to clarify the strategic rationale for the deal, review and clarify information gathered about operating models and organizational cultures of the two firms, identify post-deal integration priorities, and establish rapport between the two management teams.



	The results:



	• The due diligence process was, by all accounts (based on post-close feedback from both management teams), well coordinated and efficient.



	• TechCo gathered the information needed to identify key revenue enhancement and cost savings synergies, which were built into the valuation model (see Chapter 4, “Valuate”) to determine a realistic offer price.



	• The relationship built between the two management teams during TechCo’s visits to the target and the Executive Summit resulted in “friendly negotiations” (see Chapter 5, “Negotiate”), leading to an expedited transaction close (see Chapter 6, “Consummate”).



	• Beyond ensuring a more accurate valuation, the operating knowledge gained enabled TechCo to rapidly implement their integration priorities post-transaction close.



	• Both firms identified key cultural similarities and differences between the two firms, which proved invaluable in achieving the long-term success of the transaction, through well-planned and deliberate post-close cultural integration efforts.





* Due to nondisclosure considerations, a developer of anti-piracy encryption software is referred to throughout the illustration as TechCo.



Chapter Summary



• Because many firms do not put in the time or effort to conduct detailed due diligence, doing so provides competitive advantage.

• During the Investigate stage, a thorough due diligence process should be used that covers both traditional financial, legal, technical, environmental, and operational aspects of the potential acquisition, as well as non-traditional characteristics such as organizational culture and human capital.

• Not performing thorough due diligence can be very expensive, as is evidenced by the recent financial losses by Bayer from the acquisition of Monsanto.

• Typical surprises post-transaction close, when not identified during due diligence, include technology misalignment, cultural misfit, legal exposure, unfunded pension liabilities, costly compensation and benefits reconciliation, talent misalignment, consolidation costs, union exposure, and local politics and regulation.

• Twelve “cultural levers” form the foundation of a comprehensive, pragmatic, and rapid cultural comparison diagnostic.

• A counterintuitive activity is self due diligence, which focuses on an acquirer’s M&A capabilities and capacity, answering the question, “Are we ready to do a deal?”

• There can be multiple internal and external participants, including functional experts, bankers, attorneys, and consultants involved in the Investigate stage, for both buyers and sellers, who perform crucial activities.

• A number of best practices exist during the Investigate stage, including managing due diligence as a rapid results project, establishing a secure virtual data room, conducting due diligence as an iterative process, and working with the target as much as is practicable.

• Several pitfalls of due diligence must be avoided, including delegating due diligence to outside experts, managing due diligence solely as a data gathering exercise, not conducting “self due diligence,” and ignoring non-traditional due diligence such as cultural and human capital due diligence.

• Several key tools exist to assist firms with due diligence, including NDAs, due diligence checklists, electronic data rooms, an “Executive Summit,” and a synergy waterfall chart.

• Buyers use due diligence to validate or invalidate their initial assumptions about the target developed in the Locate stage, whereas the main considerations for a seller during due diligence are to provide enough information to enable the buyer to pursue the transaction to completion and to achieve the best price upon completion of the sale.

• Effective cross-border due diligence can be improved with the assistance of local service providers such as attorneys, bankers, and consultants.



Discussion Questions



1. What activities does your company do well during the Investigate stage? What Investigate activities could the company perform better?

2. Does your company use a clear project management approach and infrastructure to organize its due diligence efforts? Who is typically involved?

3. What key areas of due diligence does your company focus on? What other areas should your firm investigate during due diligence?

4. Does your firm assess both traditional and non-traditional aspects of targets? If not, why not?

5. Does your company have a set of preferred tools and templates that are applied during the Investigate stage? If so, what are they? How are they used?



Self-assessment

Completing the self-assessment (Table 3.4) will provide a view of how effectively your company conducts due diligence.


Table 3.4 Investigate stage self-assessment




	Component
	Rating (0 = poor, 10 = excellent)
	Notes/Rationale





	1. We manage due diligence efforts well
	 
	 



	2. We conduct an Executive Summit as a key activity during due diligence
	 
	 



	3. We typically allocate the time and resources necessary to conduct thorough due diligence
	 
	 



	4. We have the internal talent required to effectively perform the Investigate stage
	 
	 



	5. We have effective external providers to assist us with our due diligence efforts
	 
	 



	6. We use effective tools and templates during the Investigate stage
	 
	 



	7. We perform both traditional and non-traditional due diligence
	 
	 



	8. We spend time building rapport with target management during due diligence
	 
	 



	9. We would be considered “best practice” in how we conduct the Investigate stage
	 
	 



	10. We continually evaluate and improve how we conduct the Investigate stage
	 
	 



	TOTAL SCORE
	 
	 







Steps to Complete the Self-assessment:



1. Rate each item on a scale of 0 (poor) to 10 (excellent).

2. Make notes for each item to explain the rationale for the numerical rating.

3. Add all ten scores to get a total score (maximum score = 100).



Rating Scale:



0–20 = Poor (significant improvement needed)

21–40 = Below average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)




Winning at the Acquisition Game: Tools, Templates, and Best Practices Across the M&A Process. Timothy Galpin, Oxford University Press (2020). © Timothy Galpin.
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Valuate to Determine a Realistic Price

Henry Kravis, cofounder of private equity firm KKR, famously commented, “Don’t congratulate us when we buy a company. Congratulate us when we sell it, because any fool can overpay” (Quotetab.com, 2019). As Kravis’ comment implies, executives regularly overpay for acquisitions, and the “premium” paid (the difference between the price paid for the target above the pre-acquisition market value of the target) in “hot” M&A markets is even larger (Trainer, 2016). Therefore, when valuing target companies, carefully scrutinizing the assumptions that go into creating valuation models is equally as important as, if not more important than, “crunching the numbers.”

While valuation is about numbers, because of the tendency for management to overpay for companies they buy, this chapter focuses on behaviors more than numbers, and provides an overview of commonly used valuation techniques. For readers interested in building deeper valuation methodological capability, several excellent “technical” texts are available providing in-depth instruction in the techniques and calculations involved in various valuation methods (see Damodaran, 2018; McKinsey & Company, 2015; Pearl and Rosenbaum, 2013; Shapiro, Mackmin, and Sams, 2019). Readers should also be aware that there are numerous details underlying these topics, and the following summation is not intended as authoritative financial guidance. So, whether you are a buyer or seller, engaging experienced financial advisors to assist with valuation, accounting, and/or tax issues associated with your transactions is essential to avoid what can be very expensive missteps.

Why Buyers Overpay

A company’s value is usually based on the expected value to be generated by the transaction during the near-term planning period (e.g. five-year projections), and the anticipated value “down the road” (e.g. beyond five years), termed the “horizon value” or “terminal value.” In a typical company valuation, 50 percent to 80 percent of the “discounted cash flow” value (the value of a company today based on projections of how much cash it will generate in the future) stems from the horizon value (Smit and Lovallo, 2014). A discounted cash flow (DCF) analysis works well when management and their advisors (bankers and/or consultants) are able to predict future cash flows with reasonable confidence. However, in the context of a long-term strategy, where interconnected future investment opportunities must be assessed against global, industry, or firm-specific uncertainties, projected valuations become significantly less accurate. Nevertheless, discounted cash flow projections, however imperfect, amplify management’s confidence, validate often unrealistic assumptions about management’s control over the realization of synergies, and create idealistically low perceptions of future volatility.

In addition to the apparent assurances provided to management and investors by a detailed DCF analysis, several specific reasons exist for why managers overpay for acquisitions, including:



• Financial Market Exuberance: When valuations are high, executive expectations of future value are also high. For instance, high valuations at the peak of the dot-com bubble in the late 1990s and early 2000s tempted decision-makers to structure many acquisitions for dot-com and telecommunications companies at record prices. Prices were based on multiples of recent deal prices without any significant adjustments, while those recent transactions themselves were inflated.

• Herding Behavior: Strong deal markets create a shrinking pool of available targets, intensifying executives’ perceptions about the urgency of making acquisitions, creating an M&A “wave.”

• Executive Compensation Windfalls: Executives’ bonuses and/or stock options are often tied to growth. Although transactions need the approval of the board of directors, in reality management has an oversized influence on the acquisition process. Many boards lack true independence from management. However, activist investors are beginning to fill this void by waging campaigns to encourage more responsible corporate governance, especially in conjunction with M&A (Berman, 2019).

• CEO Hubris: Research has found that positive press and recent success are the chief causes of CEO hubris (Hayward and Hambrick, 1997). Likewise, many individuals that reach the top levels of major public corporations tend to be competitive, possessing substantial drive to beat rivals, which can manifest in large transformational acquisitions. For example, Larry Ellison, founder of Oracle, with a history of conducting sizeable acquisitions, remarked in a recent interview, “That’s one of the unknowables … am I doing [acquisitions] for purposes of vanity or because of my obligation to the shareholders?” (Trainer, 2016).

• Pollyanna Principle: Known as the “Pollyanna Principle,” people have a tendency to overrate positive memories and discount negative recollections, and this is a key reason senior management convince themselves to do even seemingly overvalued deals. The Pollyanna Principle causes executives to overrate successes and ignore counter examples, such as the AOL/Time Warner merger, which led to a US$45B write-down (Peers and Angwin, 2003), or the Daimler/Chrysler deal in which Daimler paid US$37B to acquire Chrysler in 1998, selling them in 2007 to private equity group Cerberus Capital for US$7.4B (FT Reporters and Reuters, 2007).




Damage Caused by Overpayment

The damage of overpayment is widespread, with 50 percent of transactions in a study of 929 US acquisitions (Olante, 2013) resulting in financial “write-downs” (reducing the value of an asset to reflect a loss). For example:



• In July 2019, cosmetics maker Coty acknowledged difficulties in turning around the beauty brands acquired from Procter & Gamble for US$12.5B in 2016 and was forced to take a nearly US$3B write-down on the assets (Abboud, 2019).

• In February 2019, Tata Motors shares tumbled 30 percent, the largest drop in 26 years, after the company announced a US$3.8B write-down resulting from the US$2.3B acquisition in 2008 of Jaguar Land Rover from Ford (Kazmin and Lockett, 2007).

• In January 2019, Allergan took a US$1.9B impairment on Kybella, acquired in 2015 for US$2.1B (Badkar, 2019).

• In October 2018, DowDuPont, formed from a US$130B merger in 2017, wrote off US$4.6B in goodwill (Crooks, 2018).



Predictors of Overpayment

Goodwill is an intangible asset associated with the purchase of one company by another and is recorded when the acquisition cost is greater than the net fair value of the tangible and intangible assets acquired and liabilities assumed. The amount of goodwill is subject to an “impairment test” at least once a year. Research has found goodwill impairment losses (a permanent reduction in the value of a company’s assets) to be predictable based on two key overpayment indicators at acquisition (Olante, 2013):



• A High Percentage of Stock Used as Payment. Deals with more than 88 percent of stock in the consideration have a risk of impairment 2.6 times higher than acquisitions paid by a lower percentage of stock, or by cash. Management often view stock as a cheap (and possibly inflated) currency, creating a tendency to overpay.

• The Amount of Purchase Price Assigned to Goodwill. When the value of goodwill is more than 67 percent of the purchase price, the risk of impairment loss is 81 percent higher than the risk of having an impairment loss when goodwill is equal to 46 percent of the purchase price or less. “Core goodwill” is comprised of two components: the fair value of the “going concern” of the target’s business (including intangible assets and projected future cash flows) and the value of the synergies expected from combining the acquiring and target firms’ businesses. Therefore, when goodwill comprises more than 67 percent of a purchase price, the value of a seller’s intangible assets, projected future cash flows, and/or synergies available from the acquisition is likely to have been (sometimes grossly) overestimated.




Enterprise Value Versus Equity Value

The “headline number” (announced value) of a deal frequently creates confusion among both buyers and sellers. The purchase price will often be identified in the letter of intent (LOI, discussed in Chapter 5, “Negotiate”) and will typically be a statement of “enterprise value.” Enterprise value (EV) is often referred to when discussing a company’s overall valuation. In basic terms, EV represents the inclusive value of a company, containing equity and debt. Drawing a parallel with the sale of a house, enterprise value represents the unadjusted “market value” of a target firm. However, when selling a house, there is debt (a mortgage) to be paid off. The same is true for the sale of a business. If a news headline states that a company is being sold for US$1B, practically it is an incorrect figure until the debt of the company at the time of sale is known. The US$1B referred to is the enterprise value of the company. However, debt (and other balance sheet items that make up “working capital”) must be considered before the true price or “equity value” (the price actually paid to the seller) can be determined. For example, if a company is sold for US$1B enterprise value but has US$250M of outstanding debt at the time of sale, its equity value will be US$750M (for a house seller the equity value will be the net cash proceeds after settling the mortgage and sale costs).

So, why are deals described in terms of enterprise value at all? First, a buyer often uses enterprise value for a quick and easy way to estimate value. Secondly, enterprise value does not take into account capital structure, so it is a useful metric when comparing companies with diverse capital structures. From an M&A standpoint, equity value differs from enterprise value in that equity value considers all equity interests (such as convertible securities) and other balance sheet items.

At the point of making an offer, the price presented is typically based on enterprise value, a headline number meant to entice the target owners to sell, most often at some premium above the current market value of the target. However, much of the detail behind the offer will contain factors that reduce the headline price from enterprise value to equity value. Thus, when an offer is made on the basis of enterprise value it is seldom the final amount the shareholders of the target will receive from the transaction. Therefore, equity value is the most important number for the shareholders of the target because it represents the actual (pre-tax) cash value they will receive after adjustments to the headline price (enterprise value) have been made. However, it is difficult to determine at the start what this number will be. A simple way to understand this is to go back to the house purchase analogy:



• To buy a US$1M house, the owner made a down payment of $200,000, with the balance of $800,000 borrowed.

• The enterprise value (market value) of the house is US$1M, which is the total value of the house, being the sum of all contributors of capital to the house (the house buyer is the equity holder and the mortgage provider the debt holder).

• The equity value of the house is $200,000, which is the net value of the house to the contributors of equity into the house (the owners): US$1M of enterprise value less debt of $800,000.



At the time of acquisition, a seller is likely to hold cash deposits and have outstanding debts and other working capital items on the balance sheet. A buyer typically does not want to inherit any debts and the seller will not want to leave cash in the company without receiving value for the cash on a dollar for dollar basis. Therefore, the buyer and seller normally agree that the transaction will be carried out on a “debt-free, cash-free basis” (where the acquirer will not inherit any cash or debts on the balance sheet at deal close without these being factored into the final price). A second assumption also commonly included in a typical deal structure is that a seller will be acquired on the basis of a normalized level of working capital. The interpretation of a “normal level” of working capital is often contentious and a key point of deal negotiations. Because the agreed amount of normal working capital is subtracted from enterprise value as part of the adjustment to arrive at equity value, buyers desire a higher level of normalized working capital, whereas sellers want a lower level of normalized working capital. Thus, enterprise value is subject to several adjustments at deal completion. Once these adjustments have been made, equity value is established.

Accretive versus Dilutive Acquisitions

A common analysis that investment bankers perform when assessing an acquisition is the accretion/dilution model. The underlying purpose of such an analysis is to assess the impact of an acquisition on the acquirer’s earnings per share (EPS). An acquisition is considered “accretive” when the combined “pro forma” (based on assumptions and projections) EPS is greater than the acquirer’s stand-alone EPS. For example, suppose analysts expect Company A’s EPS to be US$3.00 next year. You are charged with the task of modeling the impact to Company A’s EPS if they were to acquire Company B. So, you build your model and determine that the pro forma EPS next year would actually be US$3.05, or US$0.05 higher than had the acquisition not taken place. In other words, the deal would be US$0.05 accretive next year. An acquisition is dilutive if the opposite is determined: that pro forma EPS would be lower than US$3.00. A deal is considered break-even when there is virtually no impact to the EPS:



• Accretion: When pro forma EPS > acquirer’s EPS.

• Dilution: When pro forma EPS < acquirer’s EPS.

• Break-even: No impact on acquirer’s EPS.




Generally, when the target’s price–earnings (P/E) ratio is higher than acquirer’s, the deal will be dilutive, whereas, when the acquirer’s P/E ratio is higher than target’s, the deal will be accretive because the PE ratio is an indication of how expensive a company’s earnings are. Accretion/dilution matters in deal analysis because EPS accretion/dilution is essentially regarded as a representation for value creation/destruction. Accretion/dilution is often presented in transaction fairness opinions (see Fairness Opinions below) and deal pitch books (which were discussed in Chapter 2, “Locate”). For more detailed instruction regarding calculating whether an acquisition is accretive/dilutive see Wall Street Prep (2019).

Fairness Opinions

A fairness opinion is a letter delivered to the board of directors prepared by a professional advisor experienced in company valuation. The core of the opinion is that the acquisition consideration, from a financial point of view, is fair to the shareholders. If the opinion is to the target company’s board, then the opinion addresses the consideration to be received by the shareholders, whereas, if the opinion is to the buyer’s board, then the opinion addresses the consideration to be paid by the buyer. The opinion letter itself is often short (normally two or three pages) and is often delivered in conjunction with a fairness presentation to the board by the financial advisor before the board takes action to approve entering into a “definitive acquisition agreement” (see Chapter 6, “Consummate”). The banker working with the buyer or seller can prepare the fairness opinion, or an objective third party can prepare it. It is seldom the case, however, that a deal is deemed unfair, often making the opinion just a rubber stamp to justify the deal to investors. While not required by law, fairness opinions are almost always issued for deals involving the sale of public companies due to potential shareholder lawsuits challenging that the deal was overvalued from the buyer’s shareholders’ perspective or undervalued from the seller’s shareholders’ perspective. The fairness opinion is filed along with all the other documents related to the transaction and serves as a key element of evidence in the event of lawsuits (DeChesare, 2019).

Participants and Key Activities of the Valuate Stage

There can be multiple internal and external participants involved in the Valuate stage, for both buyers and sellers, who perform essential activities, including:



• Buyer’s Executives: Review and approve (or disapprove) target valuation outcomes and assumptions provided by their internal and/or external advisors.

• Seller’s Executives: Review and approve (or disapprove) valuation outcomes and assumptions pertaining to their firm provided by their internal and/or external advisors.

• Buyer’s Corporate Development Function: Develop assumptions about future target company and combined company growth prospects and rates, as well as cost overlaps and reduction opportunities to build various valuation models.

• Buyer’s Operational and Functional Representatives: Recommend operational and functional (e.g. Purchasing, HR, Accounting, IT, Operations, Sales, etc.) assumptions concerning future target company growth prospects and rates, and cost overlaps and reduction opportunities to Corporate Development and advisors as input to the valuation models.

• Buyers’ and Sellers’ Investment Bankers: Develop assumptions about future target company growth prospects and rates, as well as cost overlaps and reduction opportunities to build various valuation models.

• Buyer’s and Seller’s Boards of Directors: A buyer’s and seller’s board will regularly review the valuation of a proposed transaction to help them determine whether or not the buyer is paying a fair price or the seller is getting the best price.

• Buyer’s and Seller’s Shareholders: Activist shareholders have become much more involved in trying to influence a buyer’s and seller’s valuation and price paid, especially for transformative transactions (see Chapter 6, “Consummate”).




Best Practices of the Valuate Stage

Use multiple valuation methods. Each valuation method has its own inherent pros and cons. Therefore, using multiple valuation methods helps produce a more accurate pricing picture for each transaction.

Apply realistic assumptions. Key assumptions regarding revenue generation opportunities, cost-reduction opportunities, and the horizon/terminal value are all key when building a DCF model and should be tempered to avoid overpaying.

Involve those who will run the target, once purchased, in the valuation of the target. Involving the buyer’s operating management (those who will be responsible for integrating and running the target’s business post-close) in developing assumptions of future growth prospects and rates as well as cost overlaps and reduction opportunities creates more realistic valuations, smoother integration, and a greater likelihood of achieving desired transaction goals.

Assign a “devil’s advocate.” To help avoid overly aggressive assumptions, someone should be assigned to identify potentially unrealistic expectations around revenue or cost synergies, terminal value growth projections, and other key valuation assumptions. Tellingly, a study of the level of optimism and pessimism brought to M&A decisions by CEO–CFO pairs in 2,356 firms, across 4,529 deals, found that CEOs generally used more positive words and were more optimistic than CFOs, whereas CFOs used more negative words and were more pessimistic than CEOs. The researchers also found that the more optimistic a firm’s CEO–CFO pair was (a high-optimism CEO with a low-pessimism CFO), the more deals they undertook: a one standard deviation increase in CEO–CFO optimism led to an 8.2 percent increase in the number of transactions. Moreover, high CEO–CFO optimism correlated with an average decrease in return on assets (ROA) of 1.4 percent a year after transaction close. When CEO–CFO optimism was low (a low-optimism CEO was paired with a high-pessimism CFO), ROA increased by 4.7 percent (Chen and Shi, 2019).

Use a staged approach. Rather than a binary “Go/No Go” approach, consider staging the investment, such as taking minority stakes in various targets to “test the waters” before making a full acquisition of any one target.

Incorporate “extreme shock” into variations of the “base case” valuation model. Identify a “risk rate” (assign a probability of occurrence) to potential impacts on valuation, such as economic downturns or “black swan” events (e.g. natural disasters, geopolitical conflict, terrorist attacks, pandemics, and so forth).

It is better to do no deal than the wrong deal. Not doing a deal because the price is too high is the prudent approach to deal-making. The higher the price becomes, the greater the post-close pressure to recover the premium paid.

Potential Pitfalls of the Valuate Stage

“Deal fever.” In hot deal markets, competitive executives overvalue targets as their competitive nature kicks in.

“Falling in love with the deal.” Executives may be attracted to the outward appearance of a target firm’s fit with the buyer. Likewise, as the buyer’s executives get to know a target’s business during due diligence, they may “feel” that the strategic fit is so good that they are willing to pay too high of a price to acquire it.

Escalation of commitment. As executives invest time, money, and effort into pursuing a transaction, they become “more bought into it,” and become reluctant to walk away from the deal.

Not connecting horizon (terminal) value with long-term economic growth. It is difficult for companies to grow faster than the economy as a whole. However, in order to justify paying a high premium for the target, growth rate assumptions included within DCF models are often significantly higher (sometimes double, triple, or more) than projected economic growth rates.

Using faulty benchmarks for market valuations. Coming up with reasonable deal valuations depends to a large extent on selecting appropriate comparison companies and transactions.

Lack of board vigilance. In cases where the board has a high proportion of inside directors and when the CEO is also the board chair, buyers tend to pay more for acquisitions.

Key Frameworks, Tools, and Templates of the Valuate Stage

Four common valuation methods are used across transactions in numerous industries and geographies. The basic steps of each method, along with the pros and cons of each are described in Appendix A, “M&A Workbook.” As mentioned previously, for readers interested in building deeper methodological capability, several excellent technical valuation texts are available providing in-depth instruction in the techniques and calculations for various valuation methods (see Damodaran, 2018; McKinsey & Company, 2015; Pearl and Rosenbaum, 2013; Shapiro, Mackmin, and Sams, 2019).

Comparable company analysis (“public comps” or simply “comps”): Evaluating other, similar companies’ current valuation metrics, determined by market prices, and applying them to the company being valued.

Discounted cash flow analysis (DCF): Valuing a company by projecting its future cash flows and then using the net present value (NPV) method to “discount” the future value of the firm’s cash flows back to today’s value.

Precedent transaction analysis (M&A comps): Examining historical prices for completed M&A transactions involving similar companies to get a range of valuation multiples. This analysis attempts to arrive at a “control premium” paid by an acquirer to have control of the business.

Leverage buyout/“ability to pay” analysis (LBO): Valuing a company by assuming the acquisition of the company would be a “leveraged buyout,” which uses a significant amount of borrowed capital to fund the purchase, and assuming a required rate of return for the purchasing entity.

“Football field analysis”: A floating bar chart illustrating the output of several valuation analyses side by side, providing a more complete perspective of a target’s value using a variety of valuation methodologies.

“Sensitivity analysis” or “what if analysis”: Used to identify how a company’s valuation changes as different input variables are altered. For example, a sensitivity analysis can be designed to identify the impact of changes to variables that affect a company’s profit margin such as the cost of goods sold, workers’ wages, managers’ wages, and so forth. The sensitivity analysis isolates each of these fixed and variable costs and calculates the impact on profit margin as each variable is changed (Corporate Finance Institute, 2019).

Buyer’s Perspective During the Valuate Stage

Generally, buyers prefer to take a valuation approach that includes:



• Conservative growth assumptions, because of the factors out of management’s control including economic and technology shifts and customer expectations.

• Aggressive cost synergy assumptions, which are more under direct management control.

• Prefer more aggressive working capital assumptions, as higher normalized working capital reduces equity value.

• Conduct comparisons with more conservative industries (e.g. retail rather than technology).

• Prefer single-bidder transactions, as competitive bids drive deal prices up.



Seller’s Perspective During the Valuate Stage

Contrary to the buyer’s view, sellers prefer to take a valuation approach that includes:



• Aggressive growth and cost synergy assumptions, both increasing enterprise value.

• Conservative working capital assumptions, as lower average working capital needs increases the equity price.

• Conduct comparisons with more aggressive industries (e.g. high tech rather than retail).

• Prefer multiple-bidder transactions, as competitive bids drive deal prices up.



Cross-border Considerations of the Valuate Stage

Several considerations exist when conducting cross-border valuation.



• Availability and quality of financial information

• Disparate accounting standards

• Assessing and projecting international economic growth rates

• Limited financial transparency of private and/or government-owned entities

• Political stability risk

• Exchange rate risk

• Stock market risk



Service providers (attorneys, bankers, and consultants) can assist management in developing realistic cross-border valuations by bringing detailed local knowledge to the process.

A Best-practice Case Example of the Valuate Stage

A description of a global chemical company’s approach to valuation illustrates the Valuate stage in practice (see Table 4.1).


Table 4.1 ChemCo’s* approach to valuation




	The need:



	• ChemCo is a Houston-based, publically traded chemical company, with current revenues of £2B and operating plants spread across four continents.



	• As industry consolidation was rapidly taking shape, ChemCo’s strategy included a series of acquisitions in order to participate in the consolidation.



	• The “consolidation wave” was beginning to drive valuation levels of available assets up. Knowing this, ChemCo’s management wanted to ensure they did not overpay for their acquisitions.



	The solution:



	• In order to arrive at a realistic price to offer each target, ChemCo’s Corporate Development staff, along with their investment bankers, applied various valuation methods, including DCF, public comps, LBO, and precedent transaction analysis, to produce a “football field analysis.”



	• To help mitigate the temptation to overpay for various targets due to “deal fever,” escalation of commitment, and other biases, ChemCo management assigned a “devil’s advocate” to each deal to challenge all revenue growth and cost-reduction synergy assumptions.



	• In addition to the Corporate Development staff and investment banking advisors modeling the valuation of each target, ChemCo involved operating management, who would be responsible for integrating and running each particular target post-transaction close.



	• As several target companies were located in volatile regions, “extreme shock” variations of the “base case” valuation model were also developed to account for potential “black swan” events, such as geopolitical conflict or terrorist attacks.



	The results:



	• Over a period of four years, ChemCo grew revenues from US$2B to US$7B through a series of acquisitions, while significantly improving operating margins.



	• As the M&A wave grew in their industry and valuations were rising accordingly, ChemCo management decided to walk away from several deals that they considered too expensive, even though there was a good strategic and organizational fit for each target.





* Due to nondisclosure considerations, a global chemical manufacturer is referred to throughout the illustration as ChemCo.



Chapter Summary



• Buyers often overpay for companies.

• The reasons buyers overpay include overexuberance, herding behavior, CEO hubris, and the Pollyanna Principle.

• Because of the tendency for management to overpay for their transactions, carefully scrutinizing the assumptions that go into creating valuation models is equally as important as, if not more important than, “crunching the numbers.”

• Damage from overpayment is widespread, with 50 percent of transactions in a study of 929 US acquisitions resulting in goodwill impairment write-downs.

• Research has identified two key predictors of overpayment: a high percent of stock used as payment and a substantial amount of the purchase price assigned to goodwill.

• Enterprise value (the headline transaction price) is adjusted to arrive at equity value (the amount seller’s shareholders actually receive).

• Adjustments downward when moving from enterprise value to equity value include debt and normalized working capital, whereas cash is added back, increasing equity value.

• The interpretation of a “normal level” of working capital is often contentious and a key point of deal negotiations.

• Because the agreed amount of normal working capital is subtracted from enterprise value as part of the adjustment to arrive at equity value, buyers desire a higher level of normalized working capital, whereas sellers want a lower level of normalized working capital.

• Participants in the Valuate stage include buyer’s and seller’s executives, buyer’s Corporate Development staff, operations and functional representatives, and investment banking advisors.

• Best practices of the Valuate stage to avoid overpayment include using multiple valuation methods, making realistic assumptions, involving those who will run the target in the valuation of the target, assigning a “devil’s advocate,” using a staged investment approach, incorporating “extreme shock” into variations of the “base case” valuation model, and walking away from overpriced deals.

• Potential pitfalls of the Valuate stage include “deal fever,” “falling in love with the deal,” escalation of commitment, not connecting horizon (terminal) value with long-term economic growth, using faulty benchmarks for market valuations, and a lack of board vigilance.

• There are four common valuation methods: DCF, LBO, public comps, and precedent transaction analysis; the results of each can be illustrated side by side in a “football field analysis.”

• Cross-border considerations of the Valuate stage include the availability and quality of financial information, disparate accounting standards, assessing and projecting international economic growth rates, limited financial transparency of private and/or government-owned entities, and political stability risk.



Discussion Questions



1. What activities does your company do well during the Valuate stage? What Valuate activities could the company perform better?

2. For your firm, who is typically involved in the Valuate stage, both from internal staff and external advisors? Who should be involved?

3. What key valuation methods does your firm use?

4. Does your firm put mechanisms in place to help mitigate biases during valuation efforts? If so, what are they? If not, why not? What other mechanisms could it use?

5. Does the operating management of your company understand and participate in target valuation efforts? If not, why not? How could operating management become more involved?



Self-assessment

Completing the self-assessment (Table 4.2) will provide a view of how effectively your company performs valuation activities.


Table 4.2 Valuate stage self-assessment




	Component
	Rating (0 = poor, 10 = excellent)
	Notes/Rationale





	1. We conduct target valuation efforts well
	 
	 



	2. Our operating management understand and are involved in the valuation process
	 
	 



	3. We regularly designate a “devil’s advocate” to ensure our valuation assumptions are realistic
	 
	 



	4. We have the internal talent required to effectively perform the Valuate stage
	 
	 



	5. We have effective external providers to assist us with our target valuation efforts
	 
	 



	6. We use effective tools and templates during the Valuate stage
	 
	 



	7. We perform multiple valuation methods for each transaction
	 
	 



	8. We regularly put mechanisms in place to mitigate assumption biases during the Valuate stage
	 
	 



	9. We would be considered “best practice” in how we conduct the Valuate stage
	 
	 



	10. We continually evaluate and improve how we conduct the Valuate stage
	 
	 



	TOTAL SCORE
	 
	 







Steps to Complete the Self-assessment:



1. Rate each item on a scale of 0 (poor) to 10 (excellent).

2. Make notes for each item to explain the rationale for the numerical rating.

3. Add all ten scores to get a total score (maximum score = 100).



Rating Scale:



0–20 = Poor (significant improvement needed)

21–40 = Below average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)




Winning at the Acquisition Game: Tools, Templates, and Best Practices Across the M&A Process. Timothy Galpin, Oxford University Press (2020). © Timothy Galpin.
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Negotiate Clearly Defined Deal Terms

The first rule of M&A negotiation is everything is negotiable. M&A negotiations are a process rather than an event (which can take anywhere from a few days to many months or longer) and encompass much more than just price. Common negotiation areas beyond price include management decision-making and control, earn-out provisions, positions and roles, severance, organization structure, compensation and benefits, location, perks, and many others. Agreements between the buyer and seller concerning these and other aspects of a deal, prior to close, prevent but do not eliminate many disagreements post-close. Several best practices, if followed, create more positive negotiations. The characteristics, key steps, best practices, and potential pitfalls of M&A negotiation are discussed below.

Common M&A Negotiation Terminology

There is common terminology for prices and ranges used in M&A negotiations, including buyer’s aspiration, seller’s aspiration, buyer’s walk-away, seller’s walk-away, buyer’s bargaining zone, seller’s bargaining zone, zone of possible agreement (ZOPA), buyer’s surplus, and seller’s surplus (see Figure 5.1). Understanding these terms enables both the buyer and seller to begin their negotiation preparations.
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Figure 5.1 Common M&A negotiation terminology





Integrative versus Distributive Negotiations

Buyers and sellers can use two fundamental postures in M&A negotiation: distributive or integrative. Therefore, it is essential to understand the characteristics and pros and cons of each approach.

Distributive

In distributive (sometimes called positional) negotiations, the counterparties (buyer and seller) view one another as adversaries, reflected in often-contentious negotiation discussions wherein each party attempts to outdo the other for their own gain. In view of the competitive nature of distributive negotiations, it’s important for each negotiating team to have a good idea of the competitive position of the other team (e.g. their strengths and weaknesses). Therefore, a distributive negotiation strategy requires each party to behave defensively and in a reserved manner, trying to keep the other party from identifying their weaknesses.

Integrative

In contrast, an integrative (sometimes called principled) negotiating approach entails the counterparties focusing on an outcome that is favorable to both. The negotiators focus on cooperation rather than competition. Because an integrative negotiation strategy is founded upon common interests, each party perceives the other as a collaborator.

Letters of Intent and Term Sheets

M&A negotiation often begins with a letter of intent (LOI) or a term sheet to ensure a “meeting of the minds” before a potential buyer and seller expend significant resources and fees in pursuing a transaction. A letter of intent is a letter from the buyer to the seller in which the buyer states its intent to reach a definitive agreement with the seller for the acquisition of the seller’s business. In lieu of a letter of intent, the buyer may deliver a term sheet to the seller. A term sheet typically sets forth the most important terms and conditions relating to the proposed sale in the form of a list rather than in a formal letter (Ballard Spahr, 2012).

There are two fundamental forms of an LOI: long- and short-form. Long-form letters of intent are more comprehensive and often legally constructed. A key advantage is issues that can be deal-breakers are identified early on and resolved. The primary disadvantage is that it may slow down the momentum of a transaction, as the parties deal with too many difficult issues early on in the negotiating process. Short-form LOIs usually only address the initial price offer, and perhaps a few other key terms, such as confidentiality. They have the advantage of being quicker to negotiate than a long-form LOI. The main disadvantage is that it leaves many important issues to be resolved later on. Both a short- and long-form LOI can contain binding or non-binding terms. The LOI typically states that it is non-binding, except for certain designated provisions such as confidentially, exclusivity, expenses, conduct of the business, and dispute resolution procedures (Harroch, 2015). LOIs can include transaction structure, timelines, dispute resolution, and many other deal aspects, such as:



• Price/Consideration. Will the payment be all cash, all or part stock, include an earn-out, or promissory note (a promise by one party, the issuer, to pay another party, the payee, a definite sum of money, either on demand or at a specified future date)?

• Adjustments to the Purchase Price. Will the transaction be cash-free/debt-free? What is the working capital calculation and adjustment mechanism? How will severance costs, transaction fees, and expenses be treated?

• Transaction Structure. Will the deal be an asset purchase, a stock purchase of all outstanding shares, or a merger?

• Expected Timeline. What is the projected timeline for due diligence and negotiating the deal?

• Exclusivity for the Prospective Buyer. How long does exclusivity last? When can the seller terminate exclusivity early?

• Access to the Seller. How much access to the seller’s employees, books, and records will the buyer have for the benefit of the buyer as part of its due diligence process?

• Scope of Key Representations and Warranties (Discussed in Chapter 6, “Consummate”) of the Seller. Will some key representations be subject to qualification by a “materiality” or “knowledge” standard? What is the survival period?

• Activities Prohibited by the Seller. What can the seller do or not do prior to closing (e.g. sell or close assets, enter into binding purchase agreements, and so on)?

• Third-party Consents. Will consent by holders of the seller’s key contracts be required or sought before the sale can be completed?

• Confidentiality Obligations. How little or much can the parties disclose, and to whom, concerning the transaction (ideally a nondisclosure agreement between the parties will already be in place)?

• Treatment of the Seller’s Employees. Will the seller’s employees be hired and how will the buyer treat their positions and roles?

• Transaction Termination. How and when can the acquisition agreement be terminated?

• Disputes. Should they arise, how will disputes be handled and in what jurisdiction?




Four Key Steps to Effective M&A Negotiations

Effective M&A negotiations involve four key steps: (1) assess the bidding environment, (2) choose a negotiating strategy, (3) select the negotiating team, and (4) manage the negotiating process.

Assess the Bidding Environment

The first step in the negotiation process is to assess the bidding environment. There are two main types of M&A bidding environments: single-bidder, and multiple-bidder environments. Single-bidder environments are generally more favorable to the buyer, offering advantages such as more time to conduct due diligence, and one on one negotiations are often more conducive to integrative negotiations. Two key components buyers should address when assessing the environment are to identify other potential bidders and assess the value of the target to each potential bidder. Multiple bidders are more favorable to the seller. Research has found that multiple-bidder environments on average increase the premium paid to sellers by almost ten percent over premiums paid to sellers in single bidder environments (Bradley, Desai, and Han Kim, 1982).

Buyers can sometimes convince sellers to sign “exclusivity agreements” that limit sellers to negotiating only with them for the duration of the contract. However, because there is often a fee paid to the seller, exclusivity agreements can be costly to a potential buyer, with no guarantee that a bid will be successful. Some of the key characteristics of exclusivity agreements include:



• A smart seller will only sign an exclusivity agreement with the “highest value use” buyer (previously discussed in Chapter 2, “Locate”).

• The core provision of any exclusivity agreement is the “no shop” provision, preventing the seller from soliciting, negotiating, or entering into agreements to sell the business to other potential buyers throughout the duration of the agreement.

• A buyer often wishes to also include terms requiring the seller to end any open discussions with other buyers and to notify the buyer of any unsolicited offers from potential buyers during the exclusivity period.

• A timeframe specifying that the exclusivity period begins when the buyer makes a meaningful indication of interest (e.g. via a letter of intent) and ends when the buyer and seller sign an acquisition agreement. Buyers tend to push for longer exclusivity periods (e.g. thirty to sixty days or more). However, with the exception of an extremely complicated transaction, a seller often attempts to limit the exclusivity period.

• Exclusivity fees that the seller keeps if the buyer never signs a deal. If the buyer signs a deal, the exclusivity fee goes towards the purchase price of the business.



Choose a Negotiating Strategy

The second step in the negotiating process is to choose a negotiating strategy. The selection of a negotiating strategy should be based on the strength of the potential buyer’s bidding position. If the buyer is the “highest value owner” (described in Chapter 2, “Locate”), they are in a strong position and can expect to “bid to win,” because they should be able to outbid the others while still creating value. If the target is worth more to others, a bidder might enter the process to ensure the winning bidder pays a higher premium for the purchase than they might have without competitive bidders. Those “bidding to lose” should not expect that they would end up with the target. They should also not commit extensive resources to analyzing the deal, as they know they are bidding to lose.

Another component of M&A negotiating strategy is “negotiating toughness,” which should relate to the buyer’s and seller’s best alternative to a negotiated agreement (BATNA). If the price on the table is less favorable (i.e. would result in less value) than the buyer’s or seller’s BATNA, negotiating “toughness” may be warranted. Negotiators should not settle for less than their BATNA (Sebenius, 2017). This creates an incentive for negotiators to “act tough” to force the other party to concede even when the other party is not near their BATNA. However, being “tough” or belligerent in negotiations often impedes negotiations. Toughness often induces both parties to respond emotionally, potentially causing value-creating deals to be missed. Toughness also limits opportunities for “integrative” negotiations as both parties focus more on controlling the process and not necessarily maximizing their outcomes. Being tough can also set the wrong tone for subsequent post-close integration, ultimately reducing the long-term value of the deal. However, research has found that some, but not too much, negotiating toughness is good. Results from two negotiation studies, involving 396 negotiation situations, found a curvilinear relationship between the intensity of anger expression and the negotiation counterparty’s concessions. Moderate-intensity anger led to larger concessions than no anger because the anger expresser was perceived as tough, whereas high-intensity anger led to smaller concessions than moderate-intensity anger because the high-intensity anger expression was perceived as inappropriate (Langelier, 2018; see Figure 5.2).
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Figure 5.2 Toughness in M&A negotiations





Select the Negotiating Team

Next, in order to mitigate potential biases and “group think,” negotiating team members need to be selected who possess a broad range of expertise and perspectives, including:



• Broad Business Knowledge: Senior management, operational experience

• Cross-Functional Expertise: Finance, HR, Legal

• Different Perspectives: Numbers-oriented, people-oriented, optimistic, pessimistic

• Seller’s Perspective: Someone to “think like the seller” and identify seller “must haves”

• “Devil’s Advocate”: To avoid conceding too much, someone should be designated to make the case throughout negotiations why the deal should not be done




It is helpful to assign different roles to negotiating team members. The lead negotiator can be the decision-maker, but not always. The responsibilities of the lead negotiator are sometimes given to other team members. The responsibilities associated with each role can vary (see Table 5.1). Make sure there is buy-in to roles and responsibilities among the team, and that those roles stay constant throughout negotiations. Teams that can be divided are often conquered. Breakdowns of group dynamics can undermine a team’s credibility and ability to negotiate effectively. Changing roles only makes sense in critical situations, such as when someone has made an “unrecoverable error” (e.g. insulted the other side) or if both sides are at an impasse because of personalities.


Table 5.1 M&A negotiating team roles and responsibilities




	Role
	Responsibility





	Lead negotiator(s)
	• Represent your position



	• Listen to the other side’s position



	• Identify and propose value-creating trade-offs



	Decision-maker
	• Approve ultimate terms



	Experts
	• Provide business or functional expertise (Finance, Legal, HR, IT, etc.).









Manage the Negotiating Process

Once the bidding environment has been identified, the negotiating strategy has been chosen, and the team selected, the final step is to manage the process. To organize and prioritize negotiation topics, a “negotiation issues map” lays out a prioritized set of issues (see Table 5.2). A well-thought-out issues map enables the team to identify their position and their understanding of the other side’s position, both before negotiations begin and as the process progresses. The issues map also helps the team identify potential value-creating trade-offs to propose and not get bogged down with less significant items.


Table 5.2 Example negotiation issues map




	Issue
	Their position
	Our position





	BATNA
	Sell to Buyer 2
	Acquire another target



	Price
	US$200M or more
	US$250M or less



	Integration approach
	Preservation
	Absorption



	Location of management
	Their HQ
	Our HQ







There are no hard and fast rules about who opens negotiations. By convention, buyers most often make the first offer, but other factors can take precedence, such as who approached whom and suggested the meeting. Negotiators sometimes regard being the first to talk or put a bid on the table as a sign of weakness. However, there can be advantages to being the first mover, including setting the tone for the negotiations, highlighting issues of importance early on, and “anchoring” the price that begins negotiations.

When considering information sharing, no rigid rules exist about when and how much information should be shared. Both sides are appropriately hesitant to share some types of information (which is especially true in adversarial positional negotiations), including information that would reduce the buyer’s or seller’s value in the eyes of the other side. However, in more integrative negotiations, sharing information can be advantageous. Both sides usually have something to say about how the combined firms could best work together to create the most value and sharing information can give the other side facts that could help them recognize new opportunities and future value.

Hostile Takeovers

The characteristics of hostile takeovers make them risky for acquirers. In general, a potential buyer will first seek to negotiate an agreed bid with the target firm. If target management is intransigent in their refusal to enter into a potential transaction, acquirers can then resort to a hostile takeover (accomplished by going directly to the company’s shareholders and/or fighting to replace management to get the acquisition approved). Where target firms hold out for excessively high bid offers then hostile bids may offer cheaper ways of completing a deal. Hostile takeovers can also be used to short-circuit what otherwise might be protracted negotiations. Hostile bids have to be completed against the restricted information (if any) that target management is required to provide. Expensive takeover defense tactics may also be in place, such as “poison pills” (defense tactics utilized by a target company to prevent or discourage attempts of a hostile takeover by an acquirer). Examples of poison pills include (Jenkins, 2009):



• Flip-in: Allowing the shareholders, except for the acquirer, to purchase additional shares at a discount. Investors are incentivized to purchase additional shares as it provides them with instantaneous profits. The selling of the additional shares dilutes the value of the limited number of shares already purchased by the acquiring company in their attempt to conduct a hostile takeover.

• Flip-over: Enables shareholders of the target company to purchase shares of the acquiring company at a deeply discounted price, if the hostile takeover attempt is successful. For example, target company shareholders may gain the right to buy the stock of its acquirer at a two-for-one rate, thus diluting ownership of the acquiring company. The acquirer avoids moving ahead with the acquisition because the buyer’s management sees the dilution of the company’s value post-acquisition.




Participants and Key Activities of the Negotiate Stage

There can be multiple internal and external participants involved in the Negotiate stage for both buyers and sellers who perform essential activities, including:



• Buyer’s Executives: Participate in the negotiation with the seller and decide if key requirements are acceptable to the firm and its shareholders.

• Seller’s Executives: Participate in the negotiation with the buyer and decide if key requirements will be acceptable to the firm and its shareholders.

• Buyer’s Corporate Development Function: Assess the bidding environment, recommend to management the firm’s negotiating approach, identify members of the negotiating team, and manage the negotiation process.

• Buyer’s Operational and Functional Representatives: Provide functional expertise and input to negotiations.

• Buyer’s and Seller’s Attorneys: Provide advice pertaining to legal requirements of the deal during negotiations.

• Buyer’s and Seller’s Investment bankers: Provide advice pertaining to valuation assumptions and adjustments during negotiations.

• Buyer’s and Seller’s Boards of Directors: A buyer’s and seller’s board will work with senior management to determine their firm’s desired financial and nonfinancial terms for a transaction.

• Buyer’s and Seller’s Shareholders: Activist shareholders have become much more involved in trying to influence a buyer’s and seller’s negotiations during proposed transactions that are significant to the firm (see Chapter 6, “Consummate”).




Best Practices of the Negotiate Stage

Identify key issues. Develop and continually update an issue map to organize and prioritize negotiation topics.

Select varied team members. Mitigate potential biases and “group think” by selecting negotiating team members who possess a broad range of expertise and perspectives.

Choose an appropriate negotiating approach. When the buyer is in a strong position, they can bid to win, whereas when the buyer is not the highest value use owner, they can bid to lose.

Encourage integrative negotiations. Integrative negotiations enable greater collaboration between the buyer and seller, who look to “expand the pie” for both parties.

Use graphics. Graphics play an important role in negotiations. Example graphics include issues maps, offer comparison tables, and offer tracking tables. Graphics help get all team members, and the buyer and seller, on the same page. Using graphics is also a (somewhat) subtle way of controlling the negotiation process.

Demonstrate “appropriate toughness.” Moderate-intensity anger leads to larger concessions than no anger because the anger expresser is perceived as tough, whereas high-intensity anger leads to smaller concessions than moderate-intensity anger because the high-intensity anger expression is perceived as belligerent and inappropriate.

Potential Pitfalls of the Negotiate Stage

“Negotiating with yourself”: If you make an offer and the other party refuses, wait for a counteroffer. Many novice negotiators will put an offer on the table, and if they don’t receive a response in short order, they will put another offer out which is less advantageous to them.

Using ranges in negotiations: Specificity provides clarity and establishes a set point for your counterparty to respond to. If you suggest a range, the counterparty will select the end of the range most advantageous to them and can limit your surplus.

Leaving big issues for last: It is better to know about potential “deal killers” early in the process, preventing both the buyer and seller investing significant amounts of time, effort, and capital into a process that is doomed from the start.

Exceeding your walk-away price: Many buyers fall in love with the deal, letting their emotions take over, which results in poor decisions and exceeding their walk-away prices.

Not involving operating and functional managers: Specific functional and operational knowledge helps determine realistic adjustments to price and other factors. Operating and functional managers will also be responsible for implementing whatever is agreed to, incentivizing them to bring realism to the negotiating process.

Key Frameworks, Tools, and Templates of the Negotiate Stage

There are several key tools to supplement a firm’s negotiating process. Below are descriptions of key templates used to prepare for and conduct M&A negotiations. These tools are included in Appendix A, “M&A Workbook.”

Issues map: Identifies a prioritized set of issues, enabling the team to understand the other side’s position, and helps the team to identify potential value-creating trade-offs to propose and to not get bogged down with less significant items.

Letter of intent (LOI): Short- or long-form LOI that includes such items as price/consideration, adjustments to the purchase price, transaction structure, expected timeline, and exclusivity for the prospective buyer.

Offers comparison table: Identifies key elements of each offer, including price and other components such as people, timing, implementation considerations, equipment, sites, location, and so forth.

Offers tracking table: Identifies the timeline and evolution of various offers made throughout the process, providing a historical record and a check against previous versions of various offers.

Buyer’s Perspective During the Negotiate Stage

Buyers prefer exclusive negotiations, for the reasons described previously. Buyers also desire integrative negotiations, as “friendly” negotiations typically provide better access to information about the target and greater cooperation from target management post-transaction close. Moreover, integrative negotiations often result in more advantageous outcomes pertaining to transaction price and other considerations. In order to entice a target to sell to them, some buyers prefer open information sharing to convince reluctant sellers that the buyer’s firm is the highest value use owner.

Seller’s Perspective During the Negotiate Stage

Contrary to buyers, sellers frequently do not want to negotiate exclusively with one potential buyer. However, similar to buyers, sellers frequently prefer integrative negotiations, especially if target management will continue with the company post-transaction close. However, if target management do not feel that a buyer’s offer is sufficient, they will resist further attempts by the acquirer to continue their pursuit of the target, which can result in a hostile takeover attempt by the potential purchaser.

Cross-border Considerations of the Negotiate Stage

In cross-border M&A negotiations, management often discovers that seemingly sensible deals fall apart when their counterparts make what seem to be unreasonable demands or don’t respect their commitments. Each culture has its own communication norms. What gets M&A negotiations to “yes” in one culture may result in “no” in another. Several key rules of thumb can reduce cross-border negotiations miscommunication (Meyer, 2015):



•  Adapt the way you express disagreement: In some cultures, it is proper to say, “I totally disagree,” or to tell the other party they are wrong, and is seen as part of a normal, healthy discussion. In other cultures, the same comment provokes anger and a potentially irreconcilable collapse of the negotiations.

•  Recognize what emotional expressiveness implies: During negotiations, it is common in some cultures to raise your voice when excited, laugh enthusiastically, touch your counterpart on the arm, or even put a friendly arm around them. In other cultures, self-expression such as this not only feels invasive or shocking, but also demonstrates a lack of professionalism.

•  Learn how the other culture builds trust: How negotiating counterparties come to trust each other varies considerably from one part of the world to another. For example, American business culture disconnects the emotional (“affective trust”) from the practical (“cognitive trust”), and the mingling the two risks conflict of interest and is viewed as unprofessional. By contrast, Chinese managers connect the two, often developing personal bonds in situations where they have financial and/or business ties.

•  Avoid yes and no questions: One of the most confusing aspects of international M&A negotiations is that in some cultures the word yes is often used when the actual meaning is no. In other cultures, no is the most frequent initial reaction, however in those cultures no often means “let’s discuss it further.” In either case, misunderstanding the message can lead to severe setbacks. Therefore, it is best to avoid yes or no questions, enabling more clarification of positions through discussion.

•  Beware of differing views about what is put down in writing: Americans and northern Europeans rely heavily on written contracts. Once something is agreed, it is written down and signed, and it is enforceable through law. However, in parts of the world where the legal system has traditionally been less reliable and relationships carry more weight in business, written contracts are less frequent and credible.



A Best-practice Case example of the Negotiate Stage

A description of a global beverage company’s approach to multiple acquisition negotiations over several years during a “buying spree” illustrates the Negotiate stage in practice (see Table 5.3).


Table 5.3 GBC’s* approach to M&A negotiation




	The need:



	• Over a period of several years, global beverage company GBC, while pursuing a strategy of growth through acquisition, found themselves in multiple negotiations with numerous acquisition targets.



	• In some situations GBC was the exclusive purchaser, while in others they were competing with other potential buyers.



	• Many of their negotiations crossed international borders.



	• GBC’s management needed to ensure that their negotiating approach was tailored to each transaction, taking into account each target’s unique characteristics and local cultural negotiating norms.



	The solution:



	• To begin, GBC’s Corporate Development function developed a set of tools that could be applied in various negotiating situations, including an issue map template, an offers comparison table, and an offers tracking table.



	• GBC also identified internal and external negotiating team members possessing varied skills (finance, operations, sales, HR, IT, etc.) and perspectives (enthusiastic, pessimistic). Because many deals were international, they relied on their external service providers (consultants and attorneys) to help them understand local negotiating norms.



	• GBC tailored their negotiating approach to each situation. For example, in order to build relationships with the management of several Asian targets, GBC management spent significant time building relationships with target management during social activities, while, with their North American and European targets, GBC focused on “contractual correctness.”



	The results:



	• Over a period of ten years, GBC closed on over ninety percent of the transactions they pursued into the negotiating stage.





* Due to nondisclosure considerations, a global beverage company is referred to throughout the illustration as GBC.



Chapter Summary



• The first rule of M&A negotiation is everything is negotiable, with common negotiation areas beyond price including management decision-making and control, earn-out provisions, positions and roles, severance, organization structure, compensation and benefits, and many others.

• Common M&A negotiating terminology includes buyer’s aspiration, seller’s aspiration, buyer’s walk-away, seller’s walk-away, buyer’s bargaining zone, seller’s bargaining zone, zone of possible agreement (ZOPA), buyer’s surplus, and seller’s surplus.

• Buyers and sellers can use two fundamental postures in M&A negotiation: distributive or integrative.

• M&A negotiation often begins with a letter of intent (LOI), to ensure a “meeting of the minds” before a potential buyer and seller expend significant resources and fees in pursuing a transaction.

• Some portions of LOIs are specified as binding while others are non-binding, and can include transaction structure, timelines, dispute resolution, and many other deal aspects.

• Effective M&A negotiations involve four key steps: (1) assess the bidding environment, (2) choose a negotiating strategy, (3) select the negotiating team, and (4) manage the negotiating process.

• There are no hard and fast rules about who opens negotiations. By convention, buyers most often make the first offer, but other factors can take precedence, such as who approached whom and suggested the meeting.

• When considering information sharing, no rigid rules exist about when and how much information should be shared.

• The characteristics of hostile takeovers make them risky for acquirers. In general, a potential buyer will first seek to negotiate an agreed bid with the target firm. If target management is intransigent in their refusal to enter into a potential transaction, acquirers can then resort to a hostile takeover.

• “Poison pills” are defense tactics utilized by a target company to prevent or discourage attempts at a hostile takeover by an acquirer.

• There can be multiple internal and external participants involved in the Negotiate stage, for both buyers and sellers, who perform essential activities, including buyer’s and seller’s executives, the buyer’s Corporate Development function, buyer’s and seller’s operational and functional representatives, attorneys, and investment bankers.

• Best practices of the Negotiate stage include identifying key issues, selecting varied team members, choosing an appropriate negotiating approach, encouraging integrative negotiations, using graphics, and demonstrating “appropriate toughness.”

• Potential pitfalls during negotiations include negotiating with yourself, using ranges, leaving big issues for last, exceeding your walk-away price, and not involving operating and functional managers.

• Key frameworks and tools of the Negotiate stage include an issues map, letter of intent (LOI), an offers description comparison table, and an offers tracking table.

• Buyers prefer exclusive negotiations and desire integrative negotiations.

• Contrary to buyers, sellers frequently do not want to negotiate exclusively with one potential buyer. However, similar to buyers, sellers frequently prefer integrative negotiations.

• In cross-border M&A negotiations, management often discovers that seemingly sensible deals fall apart when their counterparts make what seem to be unreasonable demands or don’t respect their commitments.

• Five rules of thumb can reduce cross-border negotiations miscommunication: adapt the way you express disagreement, recognize what emotional expressiveness implies, learn how the other culture builds trust, avoid yes and no questions, and beware of differing views about what is put down in writing.



Discussion Questions



1. What activities does your company do well during the Negotiate stage? What negotiating activities could your company perform better?

2. For your firm, who is typically involved in the Negotiate stage, both from internal staff and external advisors? Who should be involved?

3. What key negotiation tools and templates does your firm use?

4. Does your firm have a preferred negotiating approach (e.g. integrative, exclusivity, “tough”)? If so, what is it? What are the advantages and disadvantages to your firm’s approach?

5. Does the operating management of your company understand and participate in negotiation efforts? If not, why not? How could operating management become more involved?



Self-assessment

Completing the self-assessment (Table 5.4) will provide a view of how effectively your company negotiates transactions.


Table 5.4 Negotiate stage self-assessment




	Component
	Rating (0 = poor, 10 = excellent)
	Notes/Rationale





	1. We conduct M&A negotiation efforts well
	 
	 



	2. Our operating and functional management understand and are involved in the negotiation process
	 
	 



	3. We choose a clear negotiating strategy/approach
	 
	 



	4. We have the internal talent required to effectively perform the Negotiate stage
	 
	 



	5. We have effective external providers to assist us with our deal negotiation efforts
	 
	 



	6. We use effective tools and templates during the Negotiate stage
	 
	 



	7. We tailor each of our negotiations to local customs and norms
	 
	 



	8. We regularly put mechanisms in place to mitigate biases during the Negotiate stage
	 
	 



	9. We would be considered “best practice” in how we conduct the Negotiate stage
	 
	 



	10. We continually evaluate and improve how we conduct the Negotiate stage
	 
	 



	TOTAL SCORE
	 
	 







Steps to Complete the Self-assessment:



1. Rate each item on a scale of 0 (poor) to 10 (excellent).

2. Make notes for each item to explain the rationale for the numerical rating.

3. Add all ten scores to get a total score (maximum score = 100).



Rating Scale:



0–20 = Poor (significant improvement needed)

21–40 = Below average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)




Winning at the Acquisition Game: Tools, Templates, and Best Practices Across the M&A Process. Timothy Galpin, Oxford University Press (2020). © Timothy Galpin.

DOI: 10.1093/oso/9780198858560.001.0001








6

Consummate to Reach Transaction Close

In many transactions, the period from signing a negotiated and agreed sale and purchase agreement (SPA) to actual deal close (or completion, as it is known in many jurisdictions) is full of hurdles, including satisfying regulatory requirements, gaining third-party approvals, and securing shareholder consent for the transaction. However, based on the ubiquity of completed mergers and acquisitions around the globe, clearly the hurdles are not insurmountable. This chapter provides an overview of the key elements of consummating a transaction, from “signing to closing.” Readers should be aware that there are a myriad of details underlying these topics, and the synopsis that follows is not intended to be authoritative legal guidance. Therefore, whether you are a buyer or seller, engaging an experienced M&A attorney to assist with transaction consummation is essential to avoid what can be very costly mistakes that can even undo a deal.

The Sale and Purchase Agreement

An SPA, or definitive agreement, is the contract that includes all of the terms and conditions of the sale. Ordinarily, the buyer and their legal advisors are in charge of preparing the first version of the document. However, there are exceptions, such as during an auction process. In this case, a draft SPA is delivered to the bidders, who then return the document with their modifications and offers. When drafting the SPA, both the buyer and seller must pay copious attention to detail. A single statement or paragraph in the contract can be very expensive. With this in mind, the SPA is often a very complex document. The SPA addresses an assortment of assets and liabilities, relationships, existing contracts, and so forth. Many buyers or sellers new to the deal process are often overwhelmed with the sheer amount of content in the document. The contract traditionally contains several key elements (One to One Corporate Finance, 2019) including a description of the transaction, terms of the agreement, representations and warranties, limitations on responsibility, conditions, material adverse change (MAC) clauses, and schedules, annexes, and exhibits.

Description of the transaction: This component explains the type of operation, whether it is selling an entire business or assets (see “Asset versus Stock Sales” below).

Terms of agreement: Containing the price, along with its corresponding conditions, such as payment methods, deferred payments, variable payments based on fulfillment of objectives, currency of payment, circumstances that will produce adjustments in the price, and whether the surplus cash is part of the transaction or is taken by the seller.

Representations (reps) and warranties: Seller’s representations relate to the information that the buyer is relying on to value the company. Consequently, the seller not only signifies (represents) that all information provided is true and accurate, but also must deliver information to support this representation, such as financial statements, customer and supplier listings, copies of all major contracts, equipment listings, and so forth, forming part of the schedules (supporting documentation) of the SPA. This information may be referred back to post-transaction to ensure that what was effectively purchased truly does exist. The buyer’s representations usually address the form of consideration being used to complete the transaction. If the buyer’s stock is part of the transaction consideration, then the buyer must represent that it is legally able to offer the stock. In addition, the buyer must provide a shareholder agreement for the seller to review and state that the stock is being offered free and clear of any encumbrances. An encumbrance is a claim against a property by a party that is not the owner, which can impact the transferability of the property and restrict its free use until the encumbrance is lifted. The most common types of encumbrance apply to real estate, such as easements, mortgages, and tax liens. While many are, not all encumbrances are financial (e.g. easements).

A seller’s reps and warranties can be many and varied: for example, that the company belongs to the signatories and they have the authority to sell the company, the transaction does not violate any law or other previous contracts, the company holds the stated number of shares, the financial statements are correct, tax payments are up to date, the company has not suffered any substantial change in its performance since due diligence (e.g. distribution of dividends, increased salaries, disposed of any assets, or signed new contracts that could harm the buyer), copies of the bylaws are delivered to the buyer, and all patents and trademarks are in place. In the event of inaccuracy, incorrectness, or untruthful information, the buyer can be compensated for any damages caused.

Compensation made to the buyer for the seller’s breach of reps and warranties is often paid out of a “holdback escrow account.” In many transactions, an escrow account is established, where a portion of the purchase price of an acquisition is “held back” and placed in a third-party (bank or other financial institution) account to serve as security for the buyer for a specified duration (a “survivability period”) post-transaction close. Buyers typically negotiate for a longer survivability period, whereas sellers desire a shorter duration. Although primarily established to protect buyers, both buyers and sellers can benefit from holdback escrows. For a buyer, holdback escrow mitigates risk by assuring the buyer has access to indemnification (compensation for harm or loss) funds for post-closing hazards such as working capital adjustments, tax issues, and infringements of representations and warranties. A holdback escrow can also serve the interests of the seller if the holdback escrow is negotiated to be the exclusive fund to which buyers can look for breaches of representations and warranties, thereby creating a cap on the liability of the seller. At the end of the escrow period, if there are no claims by the seller against the escrow account, the funds held in the account are released to the seller. A review of 250 deals whose median size was US$60M, conducted by J.P Morgan’s escrow services group, found that (Cassanego, 2013):



• The median percentage of purchase price placed in escrow was 9 percent.

• The average duration of the escrows was eighteen months.

• Over a quarter of the escrows did have a claim made against the funds held.

• The average size of a purchaser’s claim against the escrow was over 60 percent of the amount held.



Limitations of responsibility: Usually, there are limitations to the seller’s responsibility with third parties such as vendors or suppliers. Also, there are typically time and financial limits set on liability claims, except for cases of tax, labor, social security, or administrative contingencies, where the time limit coincides with the legal prescription. In order to eliminate minor disputes, the SPA typically sets a minimum amount of financial responsibility (agreed between the buyer and seller), above which the seller’s liability can be deliberated.

Conditions: Identify requirements of the buyer, the seller, or both that must be met or waived in order for the transaction to be completed. Failure to meet any of the conditions gives either party the right to terminate the transaction. Conditions may include:



• Provision of closing certificates stating representations and warranties have been satisfied by both parties

• Provision that each party’s representations and warranties are valid as of the closing

• Approval by governmental authority for the transaction to take place

• Condition by the seller that the buyer has met the purchase price

• Deal specific conditions by the buyer that specific issues are addressed, such as pending liabilities

• Joint condition that no pending litigation would prevent the deal from closing

• Buyer condition that the seller obtains consent from third parties, such as suppliers
 • Joint condition that the transaction is legal by law



Material adverse change (MAC) clause: Enables the buyer to terminate the transaction, or renegotiate the purchase price, if the target company experiences what the agreement defines as a “material adverse change” or “material adverse effect” between signing of the SPA and closing of the transaction. A typical MAC clause might define a MAC as “any event, circumstance, fact, change, development, condition, or effect that, either individually or in the aggregate, has had or could reasonably be expected to have a material adverse effect on the business, financial condition, results of operations, or other aspects of the business of the target and its subsidiaries, taken as a whole” (Hathaway, 2016). Commonly, several “carve-outs” from this broad definition of an MAC are included. These carve-outs are usually the focus of MAC negotiations since they serve to limit the scope of what a buyer can argue constitutes a material adverse change. Because MAC clauses are broad, when invoked by the buyer they often result in litigation (Partigan and Langan, 2017).

Schedules, annexes, and exhibits: Addendums to an SPA that include due diligence summaries, financial statements, patents, certificates of compliance with regulatory requirements, and fairness opinions, among others.

Regulatory Requirements and Other Hurdles

On the one hand, the role of antitrust regulation is not to place excessively onerous restrictions on M&A transactions. On the other hand, regulation is viewed as essential to protect consumer welfare and control possible competition violation and cartel creation. While M&A regulation differs across numerous jurisdictions, the following is an overview and comparison of regulations in the regions representing the major share of M&A volume from the United States, United Kingdom, and European Union, which accounted for 76 percent of worldwide deal volume for the first three quarters of 2019 (Mergermarket, 2019).

United States

The United States has the longest practice of antitrust regulation, beginning with the Sherman Act of 1890 that declared contracts and combinations which restricted interstate trade or trade with other countries illegal and any attempt at monopolizing this trade a criminal offence (United States Department of Justice, 2017). However, the Sherman Act was not particularly suitable for the prevention of prospective mergers and acquisitions, especially in the form of acquisition of stock to gain control of companies.

The Clayton Act of 1914 was passed to overcome the shortcomings of the Sherman Act, and was subject to later amendments to make it a more effective mechanism for dealing with M&A. More specifically, Section 7 of the Clayton Act prohibits full or partial acquisition by a commercial corporation of the stock or assets of another engaged in commerce in the United States, if the effect of such an acquisition may be substantially to lessen competition or tend to create a monopoly (Dounis, 2008).

Later, the Williams Act of 1968 required mandatory disclosure of information regarding takeover bids. The Williams Act requires bidders to include all details of a “tender offer” (an offer made by a bidder direct to shareholders to purchase their shares in the company at a specified price during a specified time) in filings to the Securities and Exchange Commission (SEC) and the target company. The filing must include the offer terms, cash source, and the bidder’s plans for the company after the takeover. The law was passed in response to a wave of unannounced takeovers in the 1960s that posed a threat to target company managers and shareholders who were forced to make critical decisions under unreasonable time pressure (Sautter, 2016).

There are several key characteristics of the US M&A regulatory framework (Lebrun and Litowitz, 2019):



• Transactions are regulated at both the federal (securities and antitrust laws) and state (corporate law) levels.

• The Delaware Court of Chancery (where many US corporations are incorporated) heavily drives M&A regulation.

• The Delaware courts dismissed the shareholder choice perspective in several important takeover decisions, emphasizing instead that the company is managed by, or under the control of, its directors.

• Acquisitions of US companies (or foreign companies with significant US interests) must comply with the antitrust filing and waiting period requirements of the 1976 Hart-Scott-Rodino (HSR) Antitrust Improvements Act.

• Transactions that meet the requirements of the HSR Act require notification to the Federal Trade Commission (FTC) and the Antitrust Division of the US Department of Justice (DOJ).

• The bidder must file notification if they would own any combination of voting securities, non-corporate interests, and assets of the target with an aggregate value above a certain threshold (US$90M as of 2019), with the threshold adjusted upward each year.



United Kingdom

The UK’s City Code on Takeovers and Mergers (the “Code”) has been in place since 1968 and is administered by the Takeover Panel. The Code reflects the collective opinion of those professionally involved in the field of takeovers. It identifies appropriate business standards and outlines how fairness to shareholders and an orderly framework for takeovers can be achieved. The Code is comprised of six general principles and a series of rules. Although most of the rules are expressed in less general terms than the general principles, they are not framed in technical language. Like the general principles, the rules are to be interpreted to achieve their underlying purpose; therefore, their spirit must be observed as well as their letter. The key policy driver is to protect the interests of target shareholders. The Code has evolved, but this policy has been the guiding star (The Takeover Panel, 2019). Six principles, also known as “Tablets of Stone,” are enshrined in the Code:




1. No “creeping control”: A buyer reaching 30 percent or more ownership of a target triggers a mandatory bid by the buyer for the remainder of the target’s shares.

2. Equivalent treatment of all shareholders: Protects minority shareholders.

3. No “frustrating action”: Targets cannot try to prevent a takeover by engaging in activities such as material asset acquisition or disposal, significant issuing or repurchasing of shares, or declaring a special or abnormally large dividend.

4. Offers, once announced, are not easily withdrawn: A bidder must make every effort to complete the transaction.

5. Equality of information for competing bidders: Any information that is made available by the target to one potential bidder must also be made available to other, potentially competing, bidders.

6. Adherence to fixed timetable: Sixty days from posting of the offer to become “unconditional as to acceptances”.




The Competition and Markets Authority (CMA) reviews UK takeovers. The CMA is a non-ministerial government department responsible for strengthening business competition and preventing and reducing anti-competitive activities. The CMA launched in October 2013 and began operating fully in April 2014, when it assumed many of the functions of the previously existing Competition Commission and Office of Fair Trading, which were abolished upon formation of the CMA. The CMA conducts both an initial phase one examination of proposed transactions, and in some cases a more detailed phase two full investigation and final determination. The CMA makes one of three decisions at the end of phase one: unconditional clearance, clearance subject to legally binding undertakings (such as requiring the buyer and/or seller to dispose of certain assets to ensure post-transaction market competitiveness), or reference for a more detailed phase two investigation. At the culmination of a phase two investigation, the CMA must decide whether the proposed transaction may lead to a “substantial lessening of competition” (SLC), and must make one of three decisions: unconditional clearance, conditional clearance subject to legally binding undertakings (proposed by the combining parties and negotiated with the CMA), or prohibition of the transaction. The fundamental differences between the US and UK regulations are summarized in Table 6.1.


Table 6.1 Differences between US and UK takeover regulations




	 
	United States
	United Kingdom





	Announcement
	• Not required.
• “No comment” will do.
	• Mandatory announcement is triggered due to leaks, a target company share price spike of 10 percent or more after an offer is first actively considered or an approach has been made, or a 5 percent share spike in a single day.




	Mandatory share public disclosure
	• Required when a buyer acquires at least 5 percent of the outstanding shares in a company (The In-House Lawyer, 2018).
	• Required when a buyer acquires at least 3 percent of the outstanding shares in a company, and if the holding increases or decreases through each whole percentage point over 3 percent (The In-House Lawyer, 2018).



	Mandatory bid rule
	• Not required.
	• Required when a bidder achieves 30 percent or more ownership of the target.



	Frustrating action (see “Poison Pills” in Chapter 5, “Negotiate”)
	• Allowed.
	• Not allowed.



	Offer withdrawals
	• Allowed.
	• Not allowed.



	Funding confirmation (when an offer is made)
	• Not required.
	• Required.



	Timetables
	• No fixed timetable.
• Minimum offer period of twenty days.
	• Maximum twenty-eight day “put up or shut up” period.
• Sixty days from offer to become “unconditional as to acceptances.”



	Equality of information for competing bidders
	• Not required.
	• Required.



	Underlying core principle
	• The target company board has discretion for deciding whether to pursue a sale or not on behalf of shareholders.
	• Protection of target company shareholders and “shareholder choice” whether to pursue a sale or not.







European Union

Within the European Union, transactions going beyond the national borders of any one member state are examined at the European level, allowing companies trading in different EU member states to obtain clearance for their mergers in one go. If the annual turnover of the combined businesses exceeds specified thresholds in terms of global (€5B) and European (€25M) sales, the proposed merger must be notified to the European Commission (EC), which must examine it. These rules apply to all transactions, no matter where in the world the merging companies have their registered office, headquarters, activities, or production facilities (European Commission, 2013). The main legislative texts for transaction decisions are the EC Merger Regulation and the Implementing Regulation. The Merger Regulation contains the main rules for the assessment of combinations, whereas the Implementing Regulation concerns procedural issues such as notification, deadlines, and right to be heard (European Commission, 2015).

Below the thresholds set by the EC, the national competition authorities in the EU member states may review a transaction. Each member state designates their own authority to supervise takeovers that occur within their borders. In general, a target company will be subject to regulation in the state in which it has its registered office if it has securities listed on a regulated market in that state. However, jurisdiction may be shared between authorities in different states where, for example, a company has its registered office in one state, but its shares are only admitted to trading in another state. Companies with a registered office outside the European Union are regulated by the member state in which they first listed securities in the European Union (Pessani, 2016).

The EU Takeovers Directive identifies several general principles:



• Equivalent treatment of all shareholders.

• The rights of minority shareholders are to be safeguarded.

• Target shareholders must be given sufficient time and information to be able to decide whether to accept an offer.

• The target board must give its views on the effect of the implementation of an offer, including on employment.

• The target board must act in the interests of the target company as a whole.

• The target board must not deny holders of securities the right to decide on the merits of the offer.

• False markets must not be created.

• An offeror should only announce a bid when it has the cash to implement it.

• The target should not be subject to a bid for too long.



National Security Regulatory Reviews

Until recently, national security played a relative minor role in the M&A regulatory review process. However, due to heightened trade tensions, protectionism, and security concerns, national security reviews have become much more prominent in various jurisdictions. The Committee on Foreign Investment in the United States (CFIUS) is the US federal interagency committee charged with administering the review process for foreign investments in the United States that raise national security issues. Prior to 2018, review of transactions by CFIUS was entirely “voluntary” and it was never unlawful to close a transaction without obtaining CFIUS approval. However, in August 2018 Congress passed, and the president signed into law, the Foreign Investment Risk Review Modernization Act of 2018 (FIRRMA), which modernized and expanded CFIUS’s authority in various respects and made it unlawful to consummate transactions potentially affecting US national security without prior CFIUS approval. Before FIRRMA, CFIUS had rarely blocked transactions on national security grounds (Markus and Lomprey, 2019). Similarly, in 2011, the General Office of the People’s Republic of China State Council issued a notice regarding the establishment of a national security review mechanism for mergers and acquisitions of domestic enterprises by foreign investors (Ping, 2011). New EU foreign investment legislation adopted in March 2019 and applying from October 11, 2020, marks the first time that the supranational body has taken a coordinated approach to the vetting of investment from outside the EU on security and public order grounds across EU member states (Long et al, 2019). Likewise, under proposals revealed in 2018 by the UK government, foreign takeovers of British companies will face increased scrutiny if they are deemed to present national security concerns. Dealmakers will be encouraged to notify the government ahead of any transactions that could give rise to security risks, and this will apply even to very small takeover targets and even if the deal involves just the acquisition of an asset, intellectual property, or shareholding. For the first time, breaches of the government’s recommendations over such deals will be classified as a criminal rather than a civil offence (Pickard, 2018).

Public versus Private Transactions

Several differences exist between acquisitions of privately held firms versus companies with publicly traded shares (Davis and Schreiber, 2017). The key differences are summarized in Table 6.2.


Table 6.2 Differences between private and public transactions




	 
	Private
	Public





	Market check (target management “shopping” the company to more than one buyer)
	• More frequent exclusivity given to one buyer than in public company transactions.
• May include some form of market check/shopping for other bidders.
	• Boards have a fiduciary duty to ensure the price at which a company is sold is fair and in the best interest of the company’s shareholders.
• Will always include some form of market check/shopping for other potentially higher bids.



	Working with the bidder’s management
	• Greater tendency for management to work with bidder’s management throughout the transaction process.
• Fewer conflict of interest concerns.
	• To minimize the risk of shareholder challenges based on perceived conflicts of interest, public company target management are often excluded from negotiations relating to the potential transaction, leaving the process solely to independent directors on the target firm’s board.



	Concurrent signing and closing
	• Many private company deals are “concurrent sign and close” transactions, with deal documentation signed, the transaction closed, and the purchase price wired on the same day.
	• Always have a gap between signing and closing, during which the target company will seek the vote of its shareholders for transaction approval.



	“Fiduciary outs” and deal termination
	• In cases of concurrent signing and closing (see above entry), there is no need to negotiate the circumstances under which a deal can be terminated between signing and closing or the associated penalties or damages that will flow from any such termination.
	• Customary market standards have developed that allow for deal termination in a public company sale between signing and closing.
• The board of directors is provided with a “fiduciary out” that allows it to terminate the proposed deal if a superior transaction comes along.



	Public disclosure of deal terms
	• Private company sale terms generally remain private.
	• By law, the material terms of public company transactions (including the entire definitive agreements or merger contract) are publicly filed with the SEC and mailed to all target company shareholders as part of any tender offer or shareholder vote.







Asset versus Stock Sales

Deciding whether to structure a business sale as an asset sale or a stock sale is often difficult, because buyers and sellers benefit from the opposing structures. Generally, buyers prefer asset sales (comprising approximately 70 percent of transactions), whereas sellers prefer stock sales (Mariner Capital Advisors, 2018). The fundamental differences between the two deal structures are summarized in Table 6.3.


Table 6.3 Differences between asset and stock sales




	Asset sale
	Stock sale





	• Seller retains possession of the legal entity.
• Buyer purchases individual assets of the company (e.g. equipment, fixtures, leaseholds, licenses, goodwill, trade secrets, trade names, contacts, and inventory).
• Buyers typically prefer asset sales:

- Obtain only the assets they want and avoid buying assets they don’t want, which they often dispose of later.

- More easily avoid inheriting potential liabilities, especially contingent (potential future) liabilities in the form of product liability, contract disputes, product warranty issues, or employee lawsuits.

	• Buyer purchases the selling shareholders’ stock directly, thereby obtaining ownership of the seller’s legal entity.
• Assets and liabilities not desired by the buyer will often be distributed or paid off prior to the sale.
• Does not require numerous separate conveyances of each individual asset because the title of each asset lies within the corporation.
• Sellers typically prefer stock sales:

- Sellers are often less responsible for future liabilities, such as product liability claims, contract claims, employee lawsuits, pensions, and benefit plans.

- However, the purchase agreement in a transaction can shift responsibilities back to a seller.




	• Tax advantages to the buyer:

- Allow buyers to “step-up” the company’s depreciable basis in its assets.

- Buyers can allocate a higher value for assets that depreciate quickly (like equipment, which typically has a three- to seven—year life), and allocate lower values on assets that amortize slowly (like goodwill, which has a fifteen-year life), reducing taxes sooner and improving the company’s cash flow during the vital first years post-acquisition.

	• Tax advantages to the seller:

- All the proceeds are taxed at a lower capital gains rate.

- In C-corporations the corporate-level taxes are bypassed.








Closing and Post-closing

Simultaneous Signing and Closing versus Deferred Closing

The terms of the agreement (the stock purchase agreement, asset purchase agreement, or merger agreement) will vary depending on whether the transaction is structured as a simultaneous signing and closing or as a deferred closing. In a simultaneous signing and closing, the parties sign the transaction documents and close the transaction at the same time. In a deferred closing, the closing occurs at some point after the transaction documents are executed. A simultaneous signing and closing can be advantageous to both parties by removing transaction risks (see “Material Adverse Changes” above) during the intervening period. A simultaneous closing not only eliminates these risks, but also saves time and resources by removing the need for extensive negotiations over who should bear the risk of such events. However, a simultaneous closing may not be possible when a deal is conditional based on obtaining buyer financing or third-party or shareholder approval.

In deferred closings, more time and resources are devoted to negotiating pre-closing covenants and other important provisions in the agreement. Typical pre-closing covenants restrict actions that the target company may take prior to closing, including refraining from entering into material agreements and incurring additional debt. A “no-shop” provision is a specific type of pre-closing covenant that restricts the seller from soliciting competing bids from other potential buyers. Other important negotiating points in a deferred closing situation include termination provisions and purchase price adjustments for matters such as working capital or inventory levels. In addition, the agreement will normally contain a “bring down” closing condition requiring the seller to reaffirm the accuracy of the representations and warranties on the closing date. This allows the buyer to walk away from the deal if, for example, the target company’s business or financial condition materially changes between signing and closing (Ballard Spahr, 2012).

Closing Deliveries

Typical closing deliveries in an M&A transaction include:



• The transaction document, such as the stock purchase agreement or the merger agreement, if not already executed

• Board and stockholder consents authorizing the transaction

• Secretary’s certificate certifying the accuracy and effectiveness of the relevant authorizing resolutions and charter documents of the target company

• Legal opinions

• Ancillary agreements and documents, such as promissory notes, bills of sale, employment agreements, and escrow agreements

• Consideration (e.g. stock or cash)

• Regulatory approvals

• Evidence of third-party consents

• Evidence of the release of any liens

• For deferred closings, an officer’s certificate in which an officer of the target company certifies that the representations and warranties are true and correct as of the date of closing, all covenants and agreements have been performed, and all conditions to closing have been satisfied



Post-closing Obligations

The parties’ obligations often do not stop at closing. The seller is normally required to enter into a number of covenants restricting its conduct for a defined period of time after closing, including not to compete with the target company or to hire the company’s employees. Depending on the specifics of the transaction, the buyer may also be subject to post-closing covenants, such as a requirement to provide similar employee benefits for a period of time or to provide director and officer insurance and indemnification for outgoing directors and officers of the target company. Other standard post-closing obligations include making certain state filings (such as articles of merger or an amendment to the certificate of incorporation to change the company name), filing press releases, and obtaining third-party consents not received at closing. Public companies also have to comply with SEC reporting requirements, such as the requirement that a Form 8-K be filed within four business days of closing (Ballard Spahr, 2012). A Form 8-K is used to notify investors in US public companies of events that may be important to shareholders or the US SEC, including consummation of a material asset acquisition or sale.

Determining Transaction Price and Methods of Transaction Financing

Transaction Price

The “locked box” mechanism has become popular to identify the price to be paid at closing (Price Bailey, 2019), where the purchase price payable on the transaction’s completion date is agreed and fixed at the date of signature of the transaction agreements (signature date). The parties forecast and agree fluctuating items such as actual cash, debt and working capital, and factor that into the price as there will be no adjustment for these items between the signature date and closing. The locked box mechanism has the benefit of avoiding complicated price adjustments associated with the traditional “closing accounts mechanism” (determining price adjustments at the time of closing, which can often be disputed at that time). As the locked box mechanism is quick, it is attractive to sellers such as private equity groups wanting a quick and clean exit, with no residual adjustments post signing.

Methods of Funding

Various financing options exist to pay for transactions, including any combination of the following: cash, stock swaps, debt, equity, mezzanine (a hybrid of debt and equity financing that gives the lender the right to convert debt to an equity interest in the company), leveraged buyout (using a majority borrowed funds), and seller financing (delayed payments, seller note, or earn-out). Share transactions often require a prospectus to be issued for the new shares. With various alternatives available to finance an acquisition, the challenge is getting the appropriate mix of financing that offers the lowest cost of capital (Corporate Finance Institute, 2019).

Break Fees and Reverse Break Fees

A “break fee” or “reverse break fee” (also referred to as inducement fees or failure costs) are deal protection measures where a party to a transaction agrees to pay a fee to another party if the transaction fails due to the occurrence of a specified event. A break fee may be payable by the seller (a “break fee” or “seller break fee”) or a buyer (a “reverse break fee”). Seller break fees are commonly requested by buyers and regularly agreed to by sellers in US transactions. While seller break fees can provide protection for buyers, parties must consider jurisdictional permissibility. Break fees are generally prohibited under the UK takeover code due to concerns that deal protection mechanisms (including break fees) discourage potential bidders from submitting competing bids. In the EU, according to a study examining over 190 deals signed between July 2015 and June 2017, 10 percent of European private M&A transactions featured a seller break fee, up from 8 percent in 2016 (Browne, 2017). Break fee and reverse break fee amounts typically range from 1 percent to 5 percent of the deal’s enterprise value.

Buyers often insist on a break fees because they know the target board is legally obligated to try to get the best possible value from a sale for their shareholders by looking for other bidders. If a better offer comes along after a deal is announced, but not yet completed, the target board is expected (due to its fiduciary obligation to shareholders) to support the new higher bid. The break fee seeks to counteract this and protect the buyer for the time and resources already expended in the deal process (e.g. due diligence, negotiations, advisory fees, and so forth). This is especially important in public M&A deals where the transaction and terms are made public, facilitating competing bidders to emerge, making break fees customary in public deals, but not as common in private M&A deals.

While buyers protect themselves via break fees, sellers often protect themselves with reverse break fees, allowing the seller to collect a fee should the buyer walk away from a deal. Risks faced by the seller are different from those faced by the buyer. For example, sellers generally do not have to worry about other bidders coming along to spoil a deal. Instead, sellers are usually most concerned with the acquirer not being able to secure financing for the deal, the deal not getting antitrust or regulatory approval, not getting buyer shareholder approval (when required), and not completing the deal by a specific “drop dead date.” For example, when Verizon Communications acquired Vodafone’s interest in Verizon Wireless in 2014, Verizon Communications agreed to pay a US$10B reverse break fee should it be unable to secure financing for the purchase. However, in the 2016 Microsoft purchase of LinkedIn, LinkedIn did not negotiate a reverse break fee, most likely because financing (Microsoft had over US$105B cash on hand) and antitrust trust concerns were minimal (Wall Street Prep, 2019).

Earn-outs

An “earn-out” is a deal mechanism that provides for a buyer to pay additional consideration (payment) after the closing to the seller if specified post-closing performance targets are achieved. Earn-outs are common for two primary reasons: (1) they bridge the gap when a buyer and seller are unable to agree upfront on a purchase price because of their differing views about the future operating performance of the target; (2) in transactions where the target’s owners will remain involved in the post-closing operation of the business an earn-out incentivizes the seller to grow the business for the buyer’s benefit after the closing.

Although earn-outs often avert disagreements during negotiation of the deal price, they often result in post-closing disputes over the earn-out itself. These disputes often lead to litigation or, if the parties have provided for it, arbitration. A critical factor in avoiding disputes is setting forth in the acquisition agreement clear and specific requirements and procedures relating to the calculation of the earn-out and both the buyer’s and seller’s respective earn-out-related obligations (Colosimo, de Wied, and Epstein, 2018). Key questions both buyers and sellers should consider before entering into an earn-out arrangement, include:



• Time period: How long are the seller’s owners locked into the company?

• Targets: What are the targets that have to be achieved, and are they reasonable?

• Structure: Is the earn-out structured as a “cliff” (one key target and/or timeframe for the payout) or is it “tiered” (staged targets and/or timeframes with staggered payouts)?

• Responsibilities: What are the buyer’s and seller’s responsibilities for ensuring the targets are achieved?

• Dispute resolution: How will disputes between the buyer and seller be addressed (e.g. arbitration or litigation)?




Activist Investors’ Impact on M&A

An “activist investor” is an individual or entity that purchases a substantial number of a public company’s shares and then attempts to effect significant strategic and/or operating changes within the company by obtaining seats on the company’s board, negotiating with senior management, and/or through public communications. An activist’s engagement with a company’s management may be collaborative, confrontational, or a mix of the two.

With regard to M&A activity, traditionally activist investors have called for a company to explore a sale in an attempt to make a quick return on their investment. Recently, however activists have been attempting to break deals apart. The percentage of activist campaigns aiming to thwart a proposed acquisition by firms they own shares in has risen from 18 percent in 2014 to 35 percent in 2019, with their chief complaint being overpayment (Massoudi, Espinoza, and Smith, 2019). For example, as part of his efforts to derail Occidental Petroleum’s proposed US$56B acquisition of Anadarko Petroleum, the prominent activist investor Carl Icahn (whose investment vehicles have built a US$1.6B stake in Occidental) has publicly called out Occidental’s leadership for treating the company’s shareholders like “peasants,” launched a bid to oust four of Occidental’s board directors, and sued the company. He has also used a “220 demand” (a previously obscure section of the Delaware corporate law code) under which shareholders can request documents to investigate matters including mismanagement (Aliaj, Fontanella-Khan, and Crooks, 2019).

Participants and Key Activities of the Consummate Stage

There can be multiple internal and external participants involved in the Consummate stage, for both buyers and sellers, who perform essential activities, including:



• Buyer’s Executives: Communicate with regulators and shareholders during review, arrange transaction funding, participate in transaction signing and closing

• Seller’s Executives: Communicate with shareholders during review, participate in transaction signing and closing

• Buyer’s and Seller’s Attorneys: Draft and revise the SPA, facilitate transaction signing and closing, submit regulatory filings, work with regulators during review, ensure post-closing requirements are finalized

• Bankers: Arrange for transaction funding, through the mechanisms specified in the SPA

• Regulators: Review submitted transaction filings; evaluate proposed transactions for regulatory compliance, anti-competiveness, and national security concerns; recommend proposed transactions for clearance, clearance with modifications, or prohibition of the transaction.

• Buyer’s and Seller’s Boards of Directors: Buyer’s and seller’s boards are responsible for approving a transaction and for recommending to shareholders whether or not an M&A should go forward based on the proposed terms of a transaction.

• Buyer’s and Seller’s Shareholders: Vote on whether or not they approve of a proposed transaction. Activist investors work with (or against) the board and senior management of companies they hold shares in to influence management’s M&A decisions.




Best Practices of the Consummate Stage

Engage an experienced M&A attorney. Due to the multitude of legal and regulatory aspects involved in deal signing and closing, an experienced M&A attorney can prevent costly mistakes throughout the Consummate stage of transactions.

Engage experienced M&A financial advisors. In order to provide detailed funding, accounting, and tax advice throughout the Consummate stage of transactions.

Proactively work with regulators. Working with regulators throughout their review helps facilitate a smoother process and favorable outcome.

Proactively work with activist investors. Proactively work with known activist investors who own shares in the company to circumvent potential activist investor opposition to transactions.

Clearly define earn-out terms. To avoid costly litigation or arbitration, when an earn-out is a component of the seller’s payment, the terms of the earn-out must be clearly defined and agreed.

Be clear about how closing adjustments to price will be calculated: To prevent unexpected last-minute negotiations that delay deal close, the buyer and seller should previously agree on how closing adjustments (e.g. working capital, cash, inventory levels) to the transaction price will be calculated.

Potential Pitfalls of the Consummate Stage

Vague earn-out terms: Unclear earn-out terms and post-close responsibilities frequently end up in litigation or arbitration.

Assuming a break fee is unnecessary: In cases where no break fee has been agreed, should one of the parties back out of the transaction, the other party has no method to recoup costs of the transaction incurred, without resorting to litigation.

Underestimating regulatory requirements and concerns: Although a transaction may appear to be destined for relatively straightforward regulatory approval, the outcome of a regulatory review can be unpredictable and should not be underestimated. For example, the UK’s CMA barring Sainsbury’s acquisition of ASDA and the EU Commission blocking the Siemens/Alstom merger were both at least somewhat surprising to management, who believed those deals would be approved (Elley, 2019; Toplensky, Barker, and McGee, 2019).

Key Frameworks, Tools, and Templates of the Consummate Stage

Following are descriptions of key tools and templates used during the Consummate stage (see Appendix A, “M&A Workbook”).

Sale and purchase agreement (SPA): Detailing all aspects of the transaction structure and funding.

Closing checklist: Identifies the parties to the transaction and the required documentation each must produce at the closing, such as corporate resolutions authorizing the transaction, third-party consents, updated disclosure statements, licensing agreements, bills of sale, and deeds.

Regulatory forms and document templates: Required regulatory forms and document templates are available from each jurisdiction via their websites.

Buyer’s Perspective During the Consummate Stage

Buyers favor asset sales over stock sales for the reasons described above. Buyers also prefer that the SPA include numerous and detailed reps and warranties for their protection. They also want a longer indemnification period should any of the reps and warranties be violated post-close. Buyers also frequently ask the seller to agree to a break fee should the seller find a higher bidder and back out of the deal.

Seller’s Perspective During the Consummate Stage

Contrary to buyers, sellers prefer stock sales over asset sales for the reasons described previously. Sellers also prefer that the SPA include fewer and less detailed reps and warranties to limit their liability. Sellers also argue for a shorter post-close indemnification period. Similar to buyers, sellers ask the buyer to agree to a reverse break fee should the buyer back out of the deal.

Cross-border Considerations of the Consummate Stage

Consummating cross-border deals is more complex and time consuming than domestic transactions. Depending upon materiality levels, deals that cross borders must be approved by various local regulatory bodies. Key considerations during the Consummate stage of cross-border transactions include:



• Determining which jurisdictions will have to approve the transaction

• Identifying the relevant authorities within each jurisdiction

• Understanding the approval filings and processes within each jurisdiction

• Understanding the idiosyncrasies of local rules and regulations in each jurisdiction and recognizing the typical duration of regulatory decisions in each jurisdiction

• Management should rely on M&A attorneys with detailed local knowledge to assist them with the regulatory approval process in each jurisdiction



A Best-practice Case Example of the Consummate Stage

A description of a global steel company’s approach to signing and closing a major cross-border transaction illustrates the Consummate stage in practice (see Table 6.4).


Table 6.4 Global Steel’s* approach to M&A signing and closing




	The need:



	• In order to gain significant market share and economies of scale, Global Steel acquired two other major steel companies simultaneously.



	• All three firms were publicly traded, but each was domiciled in a different European country.



	• The three-way transaction crossed several international borders in Europe and Asia.



	• Global Steel’s management needed to ensure that the deal agreement was clear and fair for each of the three firms, and that the transaction achieved regulatory approval in each of twelve identified jurisdictions.



	The solution:
•  In order to protect themselves as buyers, Global Steel’s management convinced each of the other two firms’ management to agree to a deal break fee.



	• Likewise, in order to help entice the other two firms to enter into the deal, Global Steel agreed to a reverse break fee (protecting both sellers).



	• Due to the “transformational” nature of the transaction, management and attorneys from each firm spent considerable time identifying and detailing reps and warranties to be included in the SPA.



	• After identifying the jurisdictions that would need to approve the transaction, Global Steel’s management and attorneys worked closely with each of the local regulatory authorities to identify their concerns and recommended changes for the transaction to be approved. Concessions included the disposal of several local assets by each of the three firms prior to deal-close in order to ensure market competition would still exist post-combination.



	The results:



	• The transaction was approved by each of the local regulators.



	• The time from signing to close took just six months, which was considered extremely fast for a transaction of its scope.





* Due to nondisclosure considerations, a global steel company is referred to throughout the illustration as Global Steel.



Chapter Summary



• In many transactions, the period from signing a negotiated and agreed sale and purchase agreement (SPA) to actual deal close is full of hurdles.

• An SPA is the contract that includes all of the terms and conditions of the sale.

• On the one hand, the role of antitrust regulation is not to place excessively onerous restrictions on M&A transactions. On the other hand, regulation is viewed as essential to protect consumer welfare and control possible competition violation and cartel creation.

• The United States has the longest practice of antitrust regulation, existing since the late nineteenth century.

• The UK’s City Code on Takeovers and Mergers (the “Code”) has been in place since 1968 and is administered by the Takeover Panel.

• The underlying core principle of M&A regulation in the United States is that the target company board has discretion over transactions, whereas in the United Kingdom protection of target company shareholders and “shareholder choice” is paramount.

• If the annual turnover of the combined businesses exceeds specified thresholds in terms of global and European sales, the proposed merger must be notified to the European Commission (EC), which must examine it.

• Until recently, national security played a relative minor role in the M&A regulatory review process. However, due to heightened trade tensions, protectionism, and security concerns, national security reviews have become much more prominent in various jurisdictions.

• Several differences exist between acquisitions of privately held firms versus companies with publicly traded shares, including more frequent exclusivity given by private sellers to potential buyers, and public company sales always include some form of market check/shopping for other potentially higher bids.

• Deciding whether to structure a business sale as an asset sale or a stock sale is often difficult, because buyers and sellers benefit from the opposing structures. Generally, buyers prefer asset sales (comprising approximately 70 percent of transactions), whereas sellers prefer stock sales.

• The terms of the agreement will vary depending on whether the transaction is structured as a simultaneous signing and closing or as a deferred closing.

• Typical closing deliveries in an M&A transaction include, among other items, board and stockholder consents authorizing the transaction, legal opinions, regulatory approvals, and third-party consents.

• The parties’ obligations often do not stop at closing. Both the seller and buyer are often required to enter into a number of covenants for a defined period of time after closing.

• The “locked box” mechanism has become popular to identify the price to be paid at closing.

• Various financing options exist to pay for transactions, including any combination of cash, stock swaps, debt, equity, mezzanine, leveraged buyout, and seller financing.

• A “break fee” or “reverse break fee” are deal protection measures where a party to a transaction agrees to pay a fee to another party if the transaction fails due to the occurrence of a specified event.

• An earn-out is a deal mechanism that provides for a buyer to pay additional consideration (payment) after the closing to the seller if specified post-closing performance targets are achieved.

• With regard to M&A activity, traditionally activist investors have called for a company to explore a sale in an attempt to make a quick return on their investment. Recently, however, activists have been attempting to break deals apart.

• There can be multiple internal and external participants involved in the Consummate stage, for both buyers and sellers, who perform essential activities, including buyer’s and seller’s executives, buyer’s and seller’s attorneys, financial advisors, regulators, and activist investors.

• Best practices of the Consummate stage include engaging experienced M&A attorneys and financial advisors, proactively working with regulators and activist investors, and clearly defining earn-out terms.

• Potential pitfalls of the Consummate stage include vague earn-out terms, assuming a break fee is unnecessary, and underestimating regulatory requirements and concerns.

• Key frameworks and tools of the Consummate stage include the SPA, closing checklist, and regulatory forms and document templates.

• Buyers’ preferences include that the SPA contain numerous and detailed reps and warranties, a longer indemnification period, and frequently they ask the seller to agree to a break fee.

• Contrary to buyers, sellers prefer that the SPA include fewer and less detailed reps and warranties, a shorter post-close indemnification period, and a reverse break fee.

• Consummating cross-border deals is more complex and time consuming than domestic transactions. Depending upon materiality levels, deals that cross borders must be approved by various local regulatory bodies.



Discussion Questions



1. What activities does your company do well during the Consummate stage? What Consummate activities could your company perform better?

2. For your firm, who is typically involved in the Consummate stage, both from internal staff and external advisors? Who should be involved?

3. What key tools and templates does your firm use to facilitate deal signing and closing?

4. Does your firm typically work with regulators during transactions?

5. Does your firm typically work with activist investors during transactions?



Self-assessment

Completing the self-assessment (Table 6.5) will provide a view of how effectively your company consummates transactions.


Table 6.5 Consummate stage self-assessment




	Component
	Rating (0 = poor, 10 = excellent)
	Notes/Rationale





	1. We manage the period between deal signing and closing well
	 
	 



	2. We have had success with earn-out arrangements for our acquisitions
	 
	 



	3. We have experienced no or limited problems and disputes with earn-out arrangements
	 
	 



	4. We have the internal talent required to effectively perform the Consummate stage
	 
	 



	5. We have effective external providers to assist us during the Consummate stage
	 
	 



	6. We use effective tools and templates during the Consummate stage
	 
	 



	7. We understand the regulatory entities and their concerns well
	 
	 



	8. We regularly put mechanisms (e.g. break fees, MAC clauses) in place to mitigate risks during the Consummate stage
	 
	 



	9. We would be considered “best practice” in how we conduct the Consummate stage
	 
	 



	10. We continually evaluate and improve how we conduct the Consummate stage
	 
	 



	TOTAL SCORE
	 
	 







Steps to Complete the Self-assessment:



1. Rate each item on a scale of 0 (poor) to 10 (excellent).

2. Make notes for each item to explain the rationale for the numerical rating.

3. Add all ten scores to get a total score (maximum score = 100).



Rating Scale:



0–20 = Poor (significant improvement needed)

21–40 = Below average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)




Winning at the Acquisition Game: Tools, Templates, and Best Practices Across the M&A Process. Timothy Galpin, Oxford University Press (2020). © Timothy Galpin.

DOI: 10.1093/oso/9780198858560.001.0001
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Integrate to Achieve Accelerated Synergy Capture

Post-merger integration (PMI) is viewed by most dealmakers as the most important factor in creating M&A success. A study by Deloitte of 1,000 corporate and private equity executives found that post-deal integration was the number one factor in realizing deal success (Deloitte, 2019). Others have also identified the importance of post-merger integration to long-term transaction success (see for example Davis, 2012; Faelten et al, 2016; Venzim et al, 2018; Whitaker, 2012). However, the Oxford M&A Insights Project found that less than one-quarter (24 percent) of respondents felt that their firms perform post-deal integration well.

“Post-deal” Integration Should Begin Pre-deal

While the term “post-merger integration” is commonly used, it is very much a misnomer, as “PMI” should begin as early as the Formulate stage, when an acquirer determines their acquisition strategy. A firm’s acquisition strategy establishes guidelines for the integration of subsequent acquisitions (e.g. the degree of integration, from full to partial, and the priority areas of acquired businesses to be integrated). Moreover, post-merger integration is not a one-size-fits-all endeavor. In reality, PMI exists on a continuum from stand-alone, to partial, to full integration (see Table 7.1). The strategic rationale for each deal should drive the amount of integration. For example, when a small start-up is acquired by a large firm for their innovativeness and high growth potential, partial integration may be best. Integrating the small firm’s sales and marketing into the large firm’s network can accelerate revenue growth. However, it may be best to house the small firm in a separate location and keep their branding to avoid stifling the small firm’s culture and to take advantage of their brand equity in the marketplace. Conversely, when acquisitions of competitors occur to “consolidate the industry,” full integration may be best in order to take advantage of the cost synergies available by combining overlapping operations and technology. Therefore, while management are setting their pre-deal M&A strategy, they should also be identifying the best post-deal integration approach to ensure the value of each transaction is maximized.


Table 7.1 Continuum of integration




	Stand-Alone
	Partial Integration
	Full Integration





	• No functions are consolidated, with limited or no staffing and cost efficiencies realized.
• Operations and support staff locations of the two firms often remain separate.
• Strategic and day-to-day operations and decision-making remain autonomous and decentralized, with agreed-upon requirements for reporting to the parent company.
	• Certain select operations and/or back office staff functions and processes are combined (e.g. sales and marketing, HR, IT, legal, finance, and/or manufacturing).
• Some amount of staffing and cost efficiencies are realized.
• Strategic decisions may or may not be centralized, while day-to-day operations often remain separate.
• Some “best practice” knowledge transfer between the two firms may occur.
	• Most or all operational and support staff functions and processes are consolidated.
• Personnel overlaps are rationalized.
• A significant amount of staffing and cost efficiencies are realized.
• Strategic and operational decisions are combined.
• “Best practice” knowledge transfer between the two firms is prioritized.







Three Key Phases of PMI

Integration Set-up

Post-merger integration is a three-phased process (see Table 7.2). The first phase is “integration setup,” and should occur prior to transaction close, during due diligence. The main deliverable of the integration setup phase is the establishment of an “integration infrastructure” to manage the overall integration process. The size (e.g. large or small transactions) and complexity (e.g. partial or full integration, cross-border deals) of an integration effort should determine the amount of resources allocated to establishing the integration infrastructure. More resources (people, time, budget) are required for large transformational deals, whereas fewer resources can be allocated to smaller transactions that may entail stand-alone or partial integration. The roles can be part-time for smaller, less complex integrations, whereas full-time resources are required for large, transformational integration efforts. However, ignoring integration and not allocating enough resources is a common mistake, as even limited integration has multiple “moving parts” with at least some impact on the people, processes, and systems of the combining organizations.


Table 7.2 Three key PMI phases




	Integration Setup
	Plan Development
	Execution Management





	• Establish an integration infrastructure (steering committee, PMO, functional integration task forces).
	• Functional integration task forces develop plans for integrating the combining firms’ people, processes, and systems.
• PMO ensures cross-functional coordination and adherence to plan development and submission deadlines.
• Executive steering committee review of plans for go, no-go, or modification.
	• The PMO and integration task forces shift from planners to implementation managers.
• Regular (e.g. weekly) implementation progress tracking against plans.
• Integration progress reporting to senior management.
• Implementation adjustments as required.







Establishing an integration infrastructure begins by identifying the primary integration decision-makers who will oversee the integration process. Typically, major decisions such as large capital expenditures, key personnel changes, and major operational or technology changes are made by a “steering committee” comprised of a small team of senior executives overseeing the integration effort. The steering committee can include executives from the acquirer only. However, best practice is to also include at least one or two key executives from the seller who will have a role in the subsequent combined entity. In addition to the steering committee, a PMI “program management office” (PMO) should be established. Depending on the size and complexity of the integration effort, the PMO can be an individual or small project management team whose primary role is to coordinate the integration effort between the two combining entities and across functions. Again, the PMO can include representatives from the acquirer only, but should also include at least one key representative from the seller who knows the seller’s operations and people well. The PMO should also ensure the integration effort stays on time and on budget. Beyond the steering committee and PMO, functional integration task forces should be formed to compare and plan the integration of the combining firms’ people, processes, and systems. Functional integration task forces can include: Operations, HR, IT, Legal, Finance, R&D, Purchasing, Sales, Marketing, and so forth). Each task force is comprised of two or more people and should include at least one representative from the buyer and the seller who possess key knowledge about their respective firm’s functional operations and people. See the M&A Workbook in Appendix A, for an illustration of a typical integration infrastructure.

Integration Plan Development

Once the integration infrastructure is established during the setup phase, the next phase of integration is “integration plan development.” During this phase, the functional integration task forces produce plans to integrate the people, processes, and systems of the combining entities. The core elements of the functional integration plans are operational process steps and flow diagrams, technology requirements and specifications, staffing numbers and skill requirements, implementation timelines, responsibilities, and budgets. While integration plans are being produced by various task forces, the PMO must facilitate cross-task-force coordination to ensure that any integration overlaps and gaps between functions are identified and addressed. The PMO also ensures task forces adhere to plan delivery deadlines. Because integration plans often entail numerous actions spanning months, if not years, prioritization of integration actions is crucial. Not all integration activities will be implemented on “day one” (the day the transaction is closed and funded and the buyer now “owns” the seller). To triage integration requirements into manageable portions, identifying priorities by implementation timing is best practice. For example, implementation priorities should be segmented by “day one,” “first quarter,” “year-one,” “year-two,” and so on. Once the functional integration plans are drafted, they should then be reviewed by the executive steering committee for approval and/or modification. Depending upon the pre-deal close timeframe available, plan review by the steering committee can occur multiple times before implementation.

Execution Management

The final phase of PMI is “execution management.” Once functional integration plans are produced, reviewed, and approved, post-close implementation of plans becomes the focus. Therefore, the role of the PMO and functional integration task forces shifts from being planners to serving as implementation managers, ensuring integration activity timelines, budgets, and milestones are executed and stay on track. Due to the fact that no implementation ever goes exactly to plan, critical to this phase is the regular monitoring of integration progress by the PMO against the planned schedule in order to: (1) report progress, (2) identify any slippages in implementation, and (3) determine the need for adjustments throughout implementation.

One item of note, investing the time and resources into the integration setup and plan development phases is critical and is well worth the “sunk cost,” even if a transaction does not close. Deals that do close without established and robust integration plans in place quickly deteriorate into chaos characterized by management and employee infighting, turf wars, and culture clashes, ultimately resulting in “deal failure.”

The Critical Role of the Integration Manager

A key member of the integration infrastructure described above is the integration manager, who is the head of the PMO and leads the day-to-day integration effort. The integration manager should be a member of both the steering committee and the PMO. Because the success or failure of even small and less complex integration efforts often is driven by the integration manager, careful attention should be paid to the selection of a capable person to fill the role. The skills and experience an integration manager should possess include:



• Experience in managing and maximizing business value, often developed as a head of a business unit, a functional leader, or strategist

• Advanced knowledge of economics, financials, and related analyses

• Experience and demonstrated ability to lead cross-functional teams in achieving goals and/or targeted synergies during business improvement projects or previous M&A integration efforts

• Project management skills/experience (budgeting, action planning, progress measurement, and tracking)

• Strong communications and meeting management skills

• Cultural awareness and sensitivity

• Strong credibility within the organization and the ability to get things accomplished via “relationship power” rather than “position power”

• Often has already been designated as a “high potential” for promotion to business leadership or a senior strategy position



Ten Key Work Streams of PMI

Post-merger integration entails simultaneous cross-functional activities. The PMI infrastructure described above keeps all moving parts coordinated, while ten key PMI “work streams” are addressed throughout the process. The ten key PMI work streams are:



1. Executive leadership roles and responsibilities

2. Business integration planning and implementation

3. Internal and external communications

4. Organization structure and staffing

5. Retention of key customers

6. Retention and re-recruitment of key talent

7. Cultural integration

8. Human resources integration

9. Measurement and feedback

10. Integration program management



Each of the ten work streams is important to achieving deal success. Some work streams begin earlier in the M&A process (e.g. executive leadership and integration program management), while others begin later in the process (e.g. measurement and feedback), with planning and implementation of the ten work streams overlapping with one another.

Apply Agile Integration Management to Drive Prudent Speed

Successful integration and accelerated synergy capture are predicated upon rapid (not reckless) issues identification and decision-making, driving “prudent speed” of integration. Research has found a significant correlation between the speed of integration and M&A success, as rapid integration reduces the period of uncertainty for employees, customers, and other stakeholders (Epstein, 2004; Meglio, King, and Risberg, 2017). Therefore, successful integration requires an “agile management process,” which includes ongoing coordination between functional integration task forces, issues identification, decision-making, and course corrections (Mihalache, 2017), that accelerates synergy capture. Without frequent coordination within and between task forces, disorder ensues, integration planning and execution quickly loses momentum, and the process grinds to a standstill. Each entity of the integration infrastructure (steering committee, PMO, and functional integration task forces) must work in concert to keep the integration effort on track. Weekly review meetings throughout integration planning and implementation between all task force leaders, facilitated by the integration manager, should focus on reviewing four main items from each task force:



1. An overview of key planning or implementation progress from the previous week,

2. Identification of any obstacles to planning or implementation encountered,

3. Identification of any cross-functional coordination required, and

4. Identification of decisions needed from the steering committee essential to planning or implementation progress.



Effective agile integration management incorporates five key principles:



1. Use the “80/20 rule” for decision-making: Because of their desire for precision, management spend 80 percent of their time trying to get 20 percent more information for decision-making. However, “80 percent information” is sufficient to decide, then implement and adjust.

2. Push most decisions down to the functional integration task forces: More “material” decisions, such as large capital expenditures or major personnel impacts, should be raised to the steering committee for rapid (e.g. within seventy-two hours) resolution. The longer decision-making takes at the task force and steering committee levels, the greater the chance of losing integration momentum.

3. Conduct staggered implementation: To build momentum, achieve implementation “quick wins” (e.g. within thirty days of deal close), publicize the “wins,” and congratulate the successful teams.

4. Simplify tracking and reporting: Develop and install a streamlined integration tracking “dashboard,” including one-page summaries for each task force and for the overall integration program (see Chapter 10, “Evaluate”).

5. Apply stakeholder feedback to adjust integration planning and execution: Continuous customer and employee feedback is essential to adapt integration planning and implementation as needed.




During a transformational IT acquisition, an integration infrastructure and process was applied using these agile principles and approach. Weekly cross-functional coordination meetings were conducted, which included the PMO team and the leader of each functional integration task force. The weekly coordination meeting agenda focused on four key items for each task force to report: (1) progress made since the previous week, (2) any obstacles encountered, (3) cross-functional coordination needed, and (4) key decisions required from the steering committee. After each weekly meeting, any major decisions required to keep the execution process moving (e.g. large capital expenditure, significant systems or operational changes, or major personnel decisions) were taken by the integration manager to the steering committee for rapid decision within seventy-two hours to either approve, disapprove, or request modifications to the proposed actions. The integration process went so well it prompted one of the executives to comment, “I thought this process was going to be much too cumbersome and administrative. But, because of all the cross-functional coordination requirements identified, without the process we would be way off track and behind schedule” (pers. comm.).

Finally, accelerating the integration of operations and technology is facilitated by simultaneous cultural integration (see Chapter 8, “Motivate”). Research has found that cultural integration has a substantial impact on successful operational and technical integration, as well as overall deal performance. Transactions in which cultural integration is combined with operational and technical integration perform almost twice as well as deals in which operational and technical integration occurs, but cultural integration is neglected (Bauer, Hautz, and Matzler, 2015).

Project Stop, Hold, Continue Analysis

Because organizations have ongoing projects (e.g. IT implementation, restructuring, business improvement efforts, and so on) while they are faced with M&A integration planning, a stop, hold, continue analysis (see Table 7.3) should be conducted to identify existing projects in both of the combining organizations that should:


Table 7.3 Project stop, hold, continue analysis


[image: image]




• STOP: Because resources (people and/or capital) need to be reallocated to the integration effort, the project would hinder the integration effort, or the project will no longer be needed because of the combination of the two companies.

• HOLD: Until the integration is complete, because resources need to be reallocated to the integration effort, or because the project would hinder the integration effort.

• CONTINUE: During the integration effort because resources will still be available to complete the project, or because the project will not hinder or may even help the integration effort.




Participants and Key Activities of the Integrate Stage

There can be multiple internal and external participants involved in the Integrate stage, for both buyers and sellers, who perform essential activities, including:



• Buyer’s Executives: Serve on the integration steering committee; communicate progress to employees, analysts, and the press; make key decisions throughout the integration planning and execution process; a buyer’s executive or high-potential manager is typically assigned as integration manager.

• Seller’s Executives: At least one will often participate on the integration steering committee; communicate progress to seller’s employees.

• Buyer’s and Seller’s Mid-Management and Employees: Participate on the integration task forces to draft and present functional integration plans; implement integration actions post-transaction close.

• Consultants: Work with the steering committee, PMO, and functional integration task forces to provide integration program management expertise, tools, and templates.

• Buyer’s Board of Directors: The buyer’s board will regularly review the progress of pre-deal integration planning and post-deal integration implementation against planned timelines and targets.

• Buyer’s Shareholders: A buyer’s shareholders will often want to stay informed (typically through quarterly analyst calls conducted by the firm’s CEO) about pre-deal integration plans and post-deal integration progress against planned timelines and targets.




Best Practices of the Integrate Stage

Determine the required degree of integration: The level of integration and which areas will be integrated often varies between transactions, and can range from stand-alone, to partial, to full integration.

Establish integration priorities: Not all synergies are created equal. Therefore, integration priorities should be based on major cost-reduction and revenue-enhancement synergies identified during due diligence. Priorities can also be based on the timing requirements of each task, with some seemingly trivial integration activities needing to occur earlier than others.

Use a temporary PMI project management infrastructure: The post-merger integration infrastructure described above need only be in place until the integration plans are developed and fully implemented. The infrastructure can taper off as major integration activities are completed and milestones achieved. Then, the integration infrastructure can be dissolved, and it is back to business as usual.

Select a highly respected and capable integration manager: Because the role is so critical to the success of integration, careful attention should be paid to the selection of the integration manager, especially for transformational deals.

Select dedicated, capable people for the PMO and functional integration task forces: Integration is often a difficult and time-consuming job, requiring deep knowledge of the functional areas being integrated. Therefore, selecting high-performing people to work on the integration PMO and task forces is a key element of success.

Use “prudent speed” to accelerate decisions instead of focusing on precision: Use the “80/20 rule” (rather than precision) in decision-making and adjust during implementation. Research has found a significant correlation between the speed of integration and transaction success, as rapid integration reduces the period of uncertainty for employees, customers, and other stakeholders.

Apply an agile integration management process: An “agile management process,” which includes ongoing coordination between functional integration task forces, issues identification, decision-making, and course corrections, accelerates synergy capture.

Use standardized PMI tools and templates: Robust project management software and established PMI tools and templates including prioritized functional integration checklists; a stop, hold, continue analysis; an integration issues and decisions log; and weekly progress reporting templates, all promote efficient and effective integration efforts.

Integrate organizational cultures as well as operations and technology: Accelerating the integration of operations and technology is facilitated by simultaneous cultural integration (see Chapter 8, “Motivate”). Research has found that transactions in which cultural integration is combined with operational and technical integration perform almost twice as well as deals in which only operational and technical integration occurs and cultural integration is neglected.

Potential Pitfalls of the Integrate Stage

Staffing the integration with people who are simply available: Typically, people who are busy are high performers. They are the people you want to staff an integration effort, not people who happen to be available. Free up your “go-to” people for integration, and “backfill” their day-to-day roles with other people.

Delaying the start and dragging out the finish: Starting “post-merger integration” too late in the transaction process leaves little to no time for effective planning before deal close. Likewise, dragging out the implementation of integration plans only elongates the process giving people (employees, customers, the press, and analysts) reason to question whether management has control of the integration effort.

Not using a proven integration process and tools: Effective post-merger integration requires expertise gained through experience (e.g. an integration manager should not be learning on the job, unless supported by experienced outside expertise). Likewise, a core set of PMI tools and templates (see Key Frameworks, Tools, and Templates below) will standardize the process and create consistency and efficiency among the various components of the integration infrastructure and process.

Underestimating the time and resources required: Depending upon how much integration is desired, PMI planning and implementation is typically not a part-time activity. The further along the spectrum a firm moves toward full integration, the larger the resource commitment of people (from both firms) and budget required.

Key Frameworks, Tools, and Templates of the Integrate Stage

Table 7.4 identifies a number of useful PMI tools, the issues each address, and the PMI work stream each tool fits into. Several of these tools are included in Appendix A, “M&A Workbook”.


Table 7.4 Key integration tools and templates




	Core Tools
	PMI Work Stream
	PMI Issues Addressed





	• Weekly integration coordination meetings agenda
	• Executive leadership roles and responsibilities
• Business integration planning and implementation
	• Timely decision-making
• Cross-functional coordination



	• Organization structure guidelines
• Organization design options
• Staffing cascading process flow and timeline
	• Organization structure and staffing
	• Determination of the combined firm’s structure and timely staffing



	• Integration project management action planning and tracking template
• Integration issues and decisions log
• Integration meetings summary matrix
• Integration participants contact roster
	• Integration program management
	• Integration planning, management, and coordination



	• Functional integration task force leaders’ kick-off meeting agenda and slides
• Functional integration planning checklists (prioritized by: day one, first 100 days, and year one items)
• Functional integration task forces charter template
• Functional integration planning template
• Weekly functional integration progress reporting process flow
• Weekly functional integration progress update template
	• Business integration planning and implementation
	• Coordinated and timely functional integration








Buyer’s Perspective During the Integrate Stage

Buyers are often skilled at deal-making, as well as the pre-deal and deal stages of the M&A process. Likewise, bankers and attorneys with extensive transaction experience are available to assist management through the transaction to deal close. However, buyers often underestimate the complexity of integrating even seemingly small acquisitions. The same people, process, and systems dynamics exist for small and large transactions; it is just a matter of scale. Moreover, buyers often ignore PMI for their transactions until they are certain the deal will go through. However, waiting to allocate resources and initiate a PMI process until just before (or even after) deal close is too late. Delaying PMI planning results in substandard plans, followed by disjointed implementation and poor results.

Seller’s Perspective During the Integrate Stage

Sellers frequently do not consider PMI during the transaction process, as it is “the buyer’s responsibility.” However, experienced and knowledgeable sellers realize effective PMI planning and execution is crucial to deal success. How PMI will be handled is especially important to sellers’ management who will stay with the combined organization for at least some period after transaction close. Likewise, sellers whose financial incentives are tied to the future success of the combined entity (e.g. stock ownership or earn-out provisions) are keenly aware of the impact of PMI on their future financial returns. Finally, even if a seller will quickly “exit” the business after deal close, founders are often concerned about how the organization’s employees and customers will be cared for by the new owner. Effective PMI planning and implementation can address those concerns.

Cross-border Considerations of the Integrate Stage

Depending upon the amount of integration desired (stand-alone, partial, or full integration), cross-border deals create more PMI complexity and are more time-consuming integration efforts than single-country transactions. Accordingly, for global transactions involving numerous regions, PMI becomes extremely complex. Using the same integration infrastructure and process described above alleviates many of the characteristic cross-border coordination issues that exist (e.g. time-zone, language, and working styles differences). A best practice when integrating cross-border entities is to establish a central PMI infrastructure (steering committee, PMO, and functional integration task forces) in the buyer’s headquarters, and mirroring portions of the central PMI infrastructure (a local integration manager and functional integration task forces) in various geographic locations that report into the central PMO.

A Best-practice Case Example of the Integrate Stage

A description of a global manufacturing firm’s approach to PMI during a transformational cross-border transaction illustrates the Integrate stage in practice (see Table 7.5).


Table 7.5 GMI’s* approach to post-merger integration




	The need:



	• With their industry consolidating, as the fourth-largest firm by revenue in their industry GMI’s management decided that, in order to gain significant market share and economies of scale, they would conduct a “transformational deal” to acquire the next-largest firm in their industry.



	• GMI (US$2B revenue) purchased a competitor for US$775M.



	• Both GMI and the seller were headquartered in the United States, with service centers and manufacturing locations in North America, South America, and Europe.



	• GMI’s commitment to investors was US$75M in ongoing cost savings achieved over eighteen months.



	• High financial leverage to fund the deal created significant pressure to generate cash to pay down the debt.



	• GMI’s management had experience with managing the integration of several small acquisitions. However, because of the size and complex nature of the current acquisition, GMI’s management determined they needed more expertise with this transformational, cross-border integration effort. Management needed to ensure they utilized a clear integration methodology and a proven PMI approach to achieve their synergy target.



	The solution:



	• GMI’s management engaged an experience PMI consultant to assist them with the transaction.



	• A central PMI infrastructure was established (steering committee, PMO, and functional integration task forces) and based at GMI’s North American headquarters.



	• Project management software and a set of standardized PMI tools and templates were deployed.



	• The central PMI infrastructure was also mirrored in South America and Europe establishing an integration manager and functional integration task forces in each location that reported into the central PMO.



	• The PMO conducted weekly integration task force progress updates for each region.



	• Subsequent to each weekly progress meeting, higher level decisions required by the task forces were made by the steering committee and communicated back to the task forces within seventy-two hours.



	• All functional integration plans (prioritized by “day one,” “first quarter,” and “year one” post-close integration actions) produced by the task forces were reviewed and approved by the steering committee.



	• Upon deal close, day one and first-quarter actions were subsequently implemented, monitored, and adjusted as required across each region.



	• After the first-quarter actions, implementation of year one actions were also implemented, monitored, and adjusted as required across each region.



	The results:



	• GMI conducted the integration of the combined firms’ headquarters, service centers, and manufacturing sites across all regions, achieving US$131M in ongoing cost savings within nine months post-deal close (versus the planned eighteen months), well exceeding the US$75M savings target communicated to investors.



	• GMI’s share price increased 140 percent over the two-year period post-transaction close.





* Due to nondisclosure considerations, a global manufacturing company is referred to throughout the illustration as GMI.



Chapter Summary



• Post-merger integration (PMI) is seen as the most important factor in creating M&A success, with a study by Deloitte of 1,000 corporate and private equity executives finding that post-deal integration was the number one factor in realizing deal success.

• The Oxford M&A Insights Project found that less than one-quarter (24 percent) of respondents felt that their firms perform post-deal integration well.

• PMI exists on a continuum from stand-alone, to partial, to full integration.

• While the term “post-merger integration” is commonly used, it is very much a misnomer, as “PMI” should begin as early as the Formulate stage.

• Post-merger integration is a three-phased process: integration setup, integration plan development, and execution management.

• The first two phases, integration setup and plan development, should occur prior to transaction close.

• The size and complexity of an integration effort should determine the amount of resources allocated to establishing an integration infrastructure.

• An integration infrastructure is comprised of a steering committee, program management office (PMO), and functional integration task forces.

• A key member of the integration infrastructure is the integration manager, who is the head of the PMO and leads the day-to-day integration effort.

• Even if a transaction does not close, investing the time and resources into the integration setup and plan development phases are critical. Deals that do close without established and robust integration plans in place quickly deteriorate into chaos characterized by management infighting, turf wars, and culture clashes.

• Post-merger integration entails simultaneous cross-functional activities. The PMI infrastructure keeps all moving parts coordinated, while ten key PMI “work streams” are addressed throughout the process.

• Successful integration and accelerated synergy capture are predicated upon rapid (not reckless) issues identification and decision-making, driving “prudent speed” of integration.

• Research has found a significant correlation between the speed of integration and merger success, as rapid integration reduces the period of uncertainty for employees, customers, and other stakeholders.

• Successful integration requires an “agile management process” that accelerates the integration process.

• Effective agile integration management incorporates five key principles.

• Accelerating the integration of operations and technology is facilitated by simultaneously addressing cultural integration.

• Because organizations have ongoing projects while they are faced with M&A integration planning, a stop, hold, continue analysis should be conducted.

• Participants in the Integrate stage include buyer’s and seller’s executives, mid-management, and employees, as well as experienced PMI consultants.

• Best practices of the Integrate stage include determining the required degree of integration, establishing integration priorities, establishing a temporary PMI program management infrastructure, using agile project management, selecting a highly respected and capable integration manager, and applying the “80/20 rule” instead of focusing on precision to accelerate decisions and drive “prudent speed.”

• Key pitfalls of the Integrate stage include staffing the integration with people who are simply available, delaying the start and dragging out the finish of integration planning and implementation, and not using a proven integration process and tools.

• Several useful PMI tools exist that address common PMI issues and expedite the ten PMI work streams.

• Buyers are often skilled at deal-making, as well as the pre-deal and deal stages of the M&A process. However, buyers often underestimate the complexity of integrating even seemingly small acquisitions.

• Sellers frequently do not consider PMI during the transaction process, as it is “the buyer’s responsibility.” However, experienced and knowledgeable sellers realize effective PMI planning and execution is crucial to deal success.

• Sellers whose financial incentives are tied to the future success of the combined entity are keenly aware of the impact of PMI on their future financial returns.

• Depending upon the amount of integration desired (stand-alone, partial, or full integration), cross-border deals create more PMI complexity and are more time-consuming integration efforts than single-country transactions.



Discussion Questions



1. What activities does your company do well during the Integrate stage? What Integrate activities could your company perform better?

2. For your firm, who is typically involved in the Integrate stage, both from internal staff and external advisors? Who should be involved?

3. Does your firm have capable and experienced Integration Managers available internally? If not, how can the firm develop those individuals, or should the firm contract with outside experts to manage post-merger integration efforts?

4. Does your firm have internal functional staff who are experienced and knowledgeable in integrating acquisitions? If not, how can the firm build functional integration capability?

5. Does your company have set of preferred tools and templates that are applied during the Integrate stage? If so, what are they? How are they used?

6. What other integration tools and templates should your firm have available?

7. How does your firm address each of the ten key PMI work streams during integration efforts?



Self-assessment

Completing the self-assessment (Table 7.6) will provide a view of how effectively your company integrates transactions.


Table 7.6 Integrate stage self-assessment




	Component
	Rating (0 = poor, 10 = excellent)
	Notes/Rationale





	1. We manage post-merger integration (PMI) well
	 
	 



	2. We have had success with PMI for our previous acquisitions
	 
	 



	3. We are good at identifying integration priorities for each acquisition
	 
	 



	4. We connect the level of integration required to the strategic rationale for each acquisition
	 
	 



	5. We have talent available to effectively fill the integration manager role
	 
	 



	6. We have talent available to effectively fill the functional integration task forces roles
	 
	 



	7. We have effective external providers to assist us with our PMI efforts
	 
	 



	8. We use effective tools and templates during the Integrate stage
	 
	 



	9. We would be considered “best practice” in how we conduct the Integrate stage
	 
	 



	10. We continually evaluate and improve how we conduct the Integrate stage
	 
	 



	TOTAL SCORE
	 
	 







Steps to Complete the Self-assessment:



1. Rate each item on a scale of 0 (poor) to 10 (excellent).

2. Make notes for each item to explain the rationale for the numerical rating.

3. Add all ten scores to get a total score (maximum score = 100).



Rating Scale:



0–20 = Poor (significant improvement needed)

21–40 = Below average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)




Winning at the Acquisition Game: Tools, Templates, and Best Practices Across the M&A Process. Timothy Galpin, Oxford University Press (2020). © Timothy Galpin.
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Motivate for Maximum Workforce Productivity

Although depicted in the ten-stage Deal Flow Model as occurring later in the M&A process, the Motivate stage should never be left until after transaction close. A survey of 124 executives and mid-level managers from 21 different industries discovered that 3 core issues dominate the “human side” of M&A as being most important to deal success: communication (90 percent), retention and “re-recruitment” of key talent (86 percent), and cultural comparison and integration (81 percent) (Galpin and Herndon, 2014). However, the Oxford M&A Insights Project (see Appendix B) found that activities to address the “human side” of M&A account for just 15 percent of the activities respondents feel their firms do well: communication (6 percent), talent management and retention (5 percent), and cultural analysis and integration (4 percent). The importance of addressing the human side of M&A is reinforced in open-ended comments by respondents:



• “Communicate, communicate, communicate to manage stakeholder expectations.”

• “Culture and bias were the biggest factors inhibiting a successful M&A.”

• “Personalities overcame mathematics in the process.”



Communications

In the surveys mentioned above, 90 percent of respondents identified communication as important to deal success (Galpin and Herndon, 2014), however only 6 percent of respondents reported that their M&A communication is done well (see Appendix B, Oxford M&A Insights Project). Why does this gap exist? The top ten reported reasons M&A communication was ineffective (Galpin and Herndon, 2014) were:



1. Insufficient resources

2. Too slow

3. Inadequate senior management attention

4. Not all stakeholders were communicated to

5. Did not customize messages for each stakeholder group

6. The messages were inconsistent

7. Launched too late

8. Not well planned

9. Not frequent enough

10. Ended too early



When it comes to M&A communications, executives may be tempted to soften difficult messages. However, employees respect and prefer more transparency and candor. When planning their M&A communications, management need to consider that many employees have already been through one or more M&A or divestitures in their careers. Based on their prior M&A experiences, most employees have developed an attitude of “I have heard it all before.” Until uncertainty subsides, people naturally concentrate on only the things that impact them the most, their “Me Issues” including “my job, my pay, my benefits, my boss, my location.” When employees are anxious and scared about their future, it is impossible for them to focus effectively on anything else, such as customers, quality, safety, or service, leading to operational breakdowns, a falloff in productivity, missed targets, and ultimately transaction failure.

Multiple communications methods maximize impact. M&A communications exist on a spectrum from passive to active. Passive communications can be used to build awareness and understanding among stakeholder groups (e.g. buyer’s and seller’s management and employees, the press, customers, suppliers, investors, and communities in which the firms operate) of what is occurring, and includes emails, brochures, web posts, social media, press releases, posters, videos, and newsletters. More active communications are better to create acceptance, cooperation, and desired behavior change among stakeholders. Active communications methods include interactive employee meetings with time allocated for questions and answers, supervisor and employee training, focus groups, opinion surveys, an information hotline, and one-on-one coaching.

Of all the communications methods available to management, face-to-face communication is the most impactful, but it is also the method many executives avoid the most because it is time-consuming and executives are fearful of potential hostile audiences and having to address tough questions. As difficult as it can sometimes be, face-to-face communication must not be avoided. Best practices for conducting effective face-to-face communication include:



• Prepare executives beforehand by developing a speaking kit, identifying talking points, and anticipating questions that may be asked.

• If multiple executives “fan out” to various locations, ensure they are prepared and coordinated in their messaging (see previous point).

• Don’t just talk at people, also take questions.

• It is ok if executives are unable to answer some questions because information is not available yet, but let people know that you will get back to them with answers, and then get back to them.

• Small groups are better, but large groups are better than no face-to-face.



When considering their M&A communications, management will often make the mistake of only communicating when there is something to tell people (e.g. once decisions have been made about roles and titles, locations, headcount, operations, systems, and so forth). However, there is always something to tell. The concept of “fair process” (Mauborgne and Chan Kim, 1997) expresses that even if no decisions have been made, management can still communicate the process of how key issues are being assessed, who is working on the issues, how decisions will be made and by whom, and when decisions will be communicated. Regularly updating stakeholders about these process elements lets everyone know that planning and decision-making efforts are underway, that the process is “fair” and progressing toward answering people’s “me issues” about jobs, locations, reporting relationships, and so on, boosting management’s credibility throughout the M&A process.

Retention and “Re-recruitment” of Key Talent

After communications, the second of the “big three” human elements of M&A to address (identified by 86 percent of survey respondents) is the retention and re-recruitment of key talent (Galpin and Herndon, 2014). However, just 5 percent of participants in the Oxford M&A Insights Project (see Appendix B) feel that their company addresses talent management and retention well. This is especially pertinent in talent-intensive industries such as high tech, pharmaceuticals, and professional services. “Retention” is focused on keeping key talent (those that are identified as being critical to the success of the combined company) in the NewCo, whereas “re-recruitment” is intended to regain the commitment of those key employees to the combined organization’s success.

While there is usually thorough pre-acquisition due diligence regarding the financial, technical, and legal dimensions of a transaction, there is rarely the same level of effort devoted to the issues of retaining key talent and working to ensure that they remain engaged with their work. A survey conducted by The American Management Association found that typically 25 percent of top performing employees in an organization leave within ninety days of a major change event such as a merger or acquisition, regardless of the fact they still have a job (Withenshaw, 2003). The reasons key talent often cite for leaving a newly combined organization include poor communications between the combining firms (Schweiger and DeNisi, 1991), a feeling of inferiority and a loss of status on the part of acquired employees (Cannella and Hambrick, 1993), and uncertainty about their role in the organization (Brahma and Srivastava, 2007). Green, Barbin, and Schmidt (2007, p. 44) summarize the impact of losing key talent during M&A, commenting, “the real expertise about innovative products, services or processes still tends to be carried around by employees in their heads. Unlike an assembly line, such employees are portable. They can walk out the door and never return, especially if they’ve already sent their resumes. Once talent is gone, it can’t be called back. And if enough talent leaves, there goes the value you spent so many millions of dollars on acquiring. The merger is considered a failure.”

Merely keeping key talent from leaving the newly combined company is not enough. Line management, with the assistance of HR staff, must make a concerted effort to “re-recruit” key talent and regain their commitment to the overall success of the new organization. Employee engagement is vital to the success of M&A in that it has a significant relationship with productivity, profitability, safety, and customer satisfaction (Buckingham and Coffman, 1999; Coffman and Gonzalez-Molina, 2002).

While many organizations miss these important dimensions of post-transaction success, there are a several good examples that provide direction for others to follow. The management of Nomura Securities demonstrated an understanding of retention and re-recruitment by undertaking an all-out effort to win the hearts and minds and engender loyalty among the 8,000 Lehman employees that the company acquired in 2008. “Nomura is desperate to prevent the best of them walking out next year when up to US$2B-worth of guaranteed pay packages run out” (The Economist, 2009, p. 75). Likewise, management at the Federal Housing Finance Agency, which is now overseeing Fannie Mae and Freddie Mac after their takeover by the Federal Reserve, considered ways to address potential key talent retention issues resulting from the takeover (Marquez, 2008).

An example of a successful key talent retention effort during an acquisition comes from Austin, Texas-based Borland Software’s US$100M acquisition of Lexington, Massachusetts-based Segue Software in 2006 (Green, et al., 2007). Due to the intensive human-capital nature of the software business, over four-fifths of Segue’s roughly 200 employees were expected to be important to sustained deal value. This talent included key sales and support personnel, as well as a core team of forty software engineers located in Linz, Austria. Borland’s CEO, Tod Nielsen, had a vested interest in the success of the acquisition. Certainly, it was one of the biggest acquisitions the company had ever made, but additionally, several acquisition attempts under previous management had not delivered on expectations. Because of that experience, Borland executives believed that their task was to develop and execute not just an acquisition integration strategy, but also a well-designed and effectively executed talent retention strategy. Borland management determined that this would require a simultaneous effort on multiple fronts. First, the program would demand the attention of C-level executives to underscore its importance. Second, clear guidelines would need to be established for assessing the value of Segue employees to the combined entity. Finally, they would need to commit to communications that were transparent, rapid, synchronized, and persuasive.

To implement this plan Borland assessed the 200 Segue employees and placed them into four categories: (1) Transition, those employees that were not needed in the new enterprise, which also included a plan to assist them in phasing out of the new company, (2) Integration Keys, employees who did not have a long-term future in the organization, but possess critical skills for the transition period, (3) Keepers, those who were strong performers in required roles, and (4) Long-term Stars, who were central to many of the business processes on which the transaction was based. Borland’s effective implementation of their key talent retention strategy clearly contributed to the success of the merger. The final scorecard for the Borland-Segue merger was exemplary. Not only were all 34 Stars, 104 Keepers, and 29 Integration Keys retained as desired, but as the merged company went forward, Borland was well on its way to achieving financial targets. “New and old employees alike appreciated the openness of the process” (Green et al, 2007, p. 47).

The Borland experience shows that intentional efforts to retain and re-engage key talent pays important dividends in M&A. However, missing from this example and M&A research into the topic (beyond simply identifying and categorizing key talent) are practical suggestions as to what managers can do during M&A efforts to retain and re-recruit key talent in the combined company. In practice, management must take the time to develop and implement a comprehensive M&A retention and re-recruitment plan. The essential components of an M&A retention and re-recruitment plan are:



1. Name: Identify employees who are considered to be key talent.

2. Expertise/Area: Identify their expertise and the area of the organization in which they work.

3. Criticality: Determine why they are critical to the success of the NewCo (e.g. key knowledge, key accounts, and/or key skills.).

4. Key Motivators: Identify their individual motivators (e.g. title, location, involvement, and role).

5. Actions: Determine what actions will be taken to retain and re-recruit each person identified.

6. Timing: Determine when the retention and re-recruitment actions will take place.

7. Sponsor: Identify who is responsible for implementing the retention and re-recruitment actions.

8. Back-up: Determine what will be done to backfill for each person identified should they leave.




Moreover, a robust retention and re-recruitment plan includes more than just “stay bonuses.” Using monetary incentives such as stay bonuses only works to retain talent in the short-term and is the easiest action for other firms to duplicate. Therefore, using a variety of options to retain and re-recruit key talent is best practice and can include titles, roles, benefits, locations, involvement in the M&A planning and implementation process, recognition, training and education, and various perks.

Cultural Comparison and Integration

The third aspect of the “big three” human elements of M&A required for deal success (identified by 81 percent of survey respondents) is cultural comparison and integration (Galpin and Herndon, 2014). Yet, only 4 percent of the respondents to the Oxford M&A Insights Project (see Appendix B) feel that their company addresses cultural analysis and integration well. Another survey of executives in 1,348 North American companies ranked organizational culture (48 percent) as the top driver of firm value, followed by the firm’s strategic plan (40 percent) and operating plan (39 percent) (Graham, Grennan, Harvey, and Rajgopal, 2019). In the same study, 92 percent of respondents said that improving culture would increase their firm’s value, and only 16 percent of executives said their organizational culture is where it should be. Respondents to the survey linked culture to ethical choices (compliance, short-termism), innovation (creativity, taking appropriate risk), and value creation (productivity, mergers and acquisitions). Eighty-five percent said a poorly implemented, ineffective culture increases the chance that employees might act unethically or even illegally. Fifty percent of respondents indicate that they would not acquire a target that is not culturally aligned with their firm, even at a steep discount. Moreover, cultural integration has been found to have a substantial impact on successful operational and technical integration, as well as overall deal performance. Transactions in which cultural integration is combined with operational and technical integration perform almost twice as well as deals in which only operational and technical integration occurs but cultural integration is neglected (Bauer, Hautz, and Matzler, 2015). Yet, organizational culture is difficult to assess (Sales and Mirvis, 1984; Schweiger and Goulet 2000; Stahl and Voigt, 2008), resulting in culture assessments being omitted in both the pre- and post-deal phases of the M&A process.

Even if management want to pay more attention to culture during their pre- and post-deal M&A activities, little information exists regarding how to go about it. Therefore, what management requires is a field-tested model, offering firms a pragmatic methodology for comparing and integrating the organizational cultures of combing firms. The Cultural Comparison and Integration Model (see Appendix A, “M&A Workbook”) provides managers with a tangible systematic method of comparing and integrating the cultures of combining companies. The model consists of twelve “cultural levers” that, when combined, are the “DNA of organizational culture”; these are:



1. Organizational values

2. Staffing and selection

3. Communications

4. Training

5. Rules and policies

6. Goals and measures

7. Rewards and recognition

8. Decision-making

9. Organization structure

10. Physical environment

11. Customs and norms

12. Ceremonies and events



An early version of the Culture Comparison and Integration Model originated over thirty years ago as a framework to improve strategy implementation at several UK firms (Galpin, 1996). In the ensuing decades, following the principles of action-based research (French, 2009), the model has been applied and refined while conducting cultural due diligence and integration during numerous mergers, acquisitions, and joint ventures of different sizes across various industries and geographies.

A typical reaction from many executives who have not approached cultural integration using the twelve levers identified in the Culture Comparison and Integration Model is that the approach appears to be overly bureaucratic. It is a natural tendency of executives to want simple answers to complex issues such as cultural due diligence and integration, and they frequently ask, “Can’t we just replace a few people who don’t match the culture we want?” Or, “Can we simply put everyone through a culture training program?” What has been proven through multiple iterations of applying the model during numerous transactions is that using only one, or even a few, of the twelve levers is ineffective. A cultural training program, for example, may provide some awareness of the desired culture of the combined company, along with a brief “boost” toward instilling the desired culture of the combined firms. But, when everyone returns back from the culture training to their daily jobs, the rest of the organizational environment hasn’t changed at all, reinforcing the disparities in the cultures which existed in the separate companies. Thus, cultural training as the sole source of cultural integration is ineffective. In contrast, implementing most or all of the twelve cultural levers provides multiple aspects of reinforcement.

To make the application of the model manageable, a phased approach should be taken, including short (“day one” to thirty days post transaction close), medium (during the first six months post-close), and longer term implementation actions (six to twelve months plus post-close). Applying all twelve levers to compare and integrate combining firms’ cultures can seem like an intimidating task to most managers, but it is extremely effective for M&A culture comparison and integration. Regarding the use of the twelve levers to effect culture change, Boyett and Boyett (1998, p. 69) observe that “applying all twelve levers to culture change sends a mobilizing jolt of energy through the company … We imagine it would also send a chill through the spine of most CEOs.” Consequently, addressing all twelve levers over the short, medium, and long-term during M&A successfully creates cultural integration, but it requires determined and persistent leadership. Table 8.1 identifies seven key steps for applying the Culture Comparison and Integration Model to conduct pre-close “cultural due diligence” and post-close “cultural integration.”


Table 8.1 Seven steps for M&A cultural due diligence and integration




	Component
	Key activities





	Pre-transaction close



	1. Form a “culture comparison and integration team”
	• Identify line and HR management representatives from both firms to serve as a “culture comparison and integration team” (one to four representatives per firm, depending on the size and scope of the transaction).
• Schedule at least one full day for the team to meet to begin the cultural comparison and integration planning process.



	2. Compare the firms’ cultures
	• Using the Culture Comparison and Integration Model as a template, identify the key design, delivery, and content elements across the twelve cultural levers for each firm.



	3. Highlight key similarities
	• Identify and record key overlaps between the firms in design, delivery, and content across the twelve cultural levers.



	4. Highlight key differences
	• Identify and record key divergence between the firms in design, delivery, and content across the twelve cultural levers.



	5. Develop a “cultural integration plan” based upon the level of cultural integration desired (i.e. stand-alone, partial integration, or full integration)
	• Identify and record short-, medium-, and long-term integration actions for combining the firms’ cultures across all twelve cultural levers.



	• Develop a project implementation plan, including timelines, budgets, milestones, and accountabilities for implementation across each of the twelve cultural levers.



	• Gain senior leadership approval for the “cultural integration plan.”



	Post-transaction close



	6. Implement and build momentum
	• Begin by implementing the short-team integration actions for various cultural levers (i.e. “quick wins” that can be implemented between “day one” and thirty days after transaction close to demonstrate early progress and build momentum for cultural integration).



	• Then, move to implementing the medium- (during the first six months post close) and long-term (six to twelve months plus post-close) integration actions.



	• Make implementation a visible “C-Suite” priority by involving senior leaders in the implementation across the twelve levers.



	7. Track progress, collect evidence, and adjust
	• Conduct regular cultural integration reviews (monthly to begin, then quarterly) to assess progress of the cultural integration actions (i.e. what is working well, what needs to be adjusted).



	• Gather data (combined workforce feedback via surveys and focus groups) about the cultural integration (visibility of actions, views of success, suggestions for improvement).



	 
	• Adjust as required, based on the data gathered.







As identified in Table 8.1, a key step in the process of applying the Cultural Comparison and Integration Model is to determine the degree of cultural integration desired. Similar to operational integration, cultural integration exists on a continuum, from stand-alone with limited integration, to partial integration, to full integration. Moreover, full cultural integration can be either (a) absorption of one organization’s culture into the other organization’s culture, or (b) a “best of both” approach, combining what are determined to be the “best aspects” of each company’s culture.

The Culture Comparison and Integration Model works in practice because it addresses how individual and group behaviors are driven by their environment (Skinner, 1953; Skinner, 1974). Behavior theory offers a pragmatic, visible, and measurable approach when applied to cultural assessment and integration. Appropriately altering the combined firm’s internal environment promotes and reinforces desired workforce behaviors, which collectively form an organization’s culture. Although existing since the 1950s, behavioral theory has seen a recent resurgence of popularity in shaping culture. Described in the book Nudge, compelling research demonstrates that individual and collective behavior can be influenced through what is termed “choice architecture.” The research found that people’s behavior can be “nudged” by arranging “environmental architecture” in different ways (Thaler and Sunstein, 2008). Moreover, a behavioral approach to managing organizational culture enables clear measurement of progress. Desired workforce behaviors can be readily observed, evaluated, recorded, and reported (De Brentani and Kleinschmidt, 2004). It offers a practical alternative to cultural assessment of attitudes, beliefs, and values that are the basis of a personality theory approach (see Table 8.2).


Table 8.2 Integrating organizational cultures based on personality theory versus behavioral theory




	Personality Theory
	Behavioral Theory





	Managing the combined employees’ attitudes and beliefs shapes the combined workforces’ behaviors, which comprise the combined organization’s culture.
	Managing the combined firms’ internal environment shapes the combined workforces’ behaviors, which comprise the combined organization’s culture.



	• Attitudes
	• Environment



	• Beliefs
	• Processes



	• Values
	• Systems



	• Shared meanings
	• Actions



	• Invisible
	• Visible



	• Difficult to manage
	• Easier to manage



	• Difficult to measure
	• Easier to measure







Underpinned by behavioral theory, the key premise of the Culture Comparison and Integration Model is an integrated set of environmental levers that shape collective workforce behavior provides management a pragmatic approach to conduct pre-deal due diligence and post-deal integration of organizational cultures. Too often, when conducting transactions, M&A professionals focus only on the financial and operational aspects of the combining firms, ignoring organizational culture because it appears so difficult to assess and manage. However, applying the integrated set of cultural levers described above shapes collective workforce behaviors, offering managers a systematic practical approach to conduct pre-deal comparison and post-deal integration of organizational cultures, so that addressing culture enhances deal value.

Participants and Key Activities of the Motivate Stage

There can be multiple internal and external participants involved in the Motivate stage, for both buyers and sellers, who perform essential activities, including:



• Buyer’s and Seller’s Executives: Deliver communications via multiple channels (email, message boards, video, press releases, and face-to-face meetings) to their respective stakeholders (the press, shareholders, employees, communities, customers, and suppliers); participate in cultural comparison and integration planning and implementation; identify key talent and take action to retain and re-recruit key talent.

• Buyer’s and Seller’s Mid-Management: Conduct team meetings to provide information and solicit feedback from employees, both pre- and post-transaction close; participate in cultural comparison and integration planning and implementation; identify key talent and take action to retain and re-recruit key talent.

• Buyer’s and Seller’s HR staff: Assist with the redesign and implementation of the twelve cultural levers; assist with tracking and reporting key talent retention and re-recruitment.

• Buyer’s and Seller’s Communication Staff: Assist with message development for various internal stakeholder groups.

• Communications and/or PR Consultants: Assist with message development for various external stakeholder groups.




Best Practices of the Motivate Stage

Use multiple communications methods: Multiple communications include emails, message boards, videos, face-to-face meetings, and so forth, and help disseminate messages to all stakeholders through the channels of information they use most frequently for information.

Conduct face-to-face communications: Face-to-face communication is the most powerful communications tool available to management as it facilitates real-time interaction and feedback, allows for non-verbal cues (gestures and facial expressions), and provides an immediate forum for two-way communication.

Identify key talent and implement a plan to retain and re-recruit them: Retention and re-recruitment should focus on those individuals and groups who are identified as being most critical to the success of the combined entity. Once identified, a plan to retain and re-recruit as many of the identified key talent as possible should be developed and implemented.

Use multiple methods to retain and re-recruit key talent: A retention and re-recruitment plan that includes more than just “stay bonuses,” including a variety of options to retain and re-recruit key talent such as titles, roles, benefits, locations, involvement in the M&A planning and implementation process, recognition, training and education, and various perks, is more difficult for other firms to duplicate.

Systematize cultural comparison and integration via twelve cultural levers: Culture is the collective behavior of an organization’s workforce, and individual and collective behavior is driven, not only by shared values, but by an organizational environment that “nudges” behaviors which exemplify desired organizational values. Applying twelve organizational levers systematizes pre-deal comparison of the combining firms’ environments and the planning and implementation of post-deal actions to create an organizational environment which reinforces desired workforce behaviors and the resulting culture of the combined entity.

Potential Pitfalls of the Motivate Stage

Ending communications too early: Often, after just a few emails or meetings, management believe they have done enough communication. Early messages are only the beginning. Multiple messages over extended periods of time are required for all stakeholders to receive and digest information as the pre- and post-deal M&A process unfolds.

Not communicating frequently enough: Long periods between messages creates a void of information that stakeholders fill with rumor and speculation. Regular (e.g. weekly) communications are required to “beat the organizational grapevine,” which is often filled with misinformation. Even if there are no decisions to announce, providing information about the process of how key issues are being worked on provides more than enough content for regular stakeholder communications.

Not connecting key talent to business requirements: Too often management identify key people based on favoritism, rather than identifying key people based on their potential contribution to the combined entity.

Relying only on a management offsite meeting to address cultural comparison and integration: A management offsite can be useful to recognize cultural differences and similarities between two combining firms and to identify the desired culture of the combined entity. However, all the good work that occurs during a cultural offsite meeting will be for naught if the environment of the combined organization is not addressed to reinforce the desired organizational culture.

Key Frameworks, Tools, and Templates of the Motivate Stage

To support management’s efforts to address the three key elements of the Motivate stage, essential templates should be applied to plan and implement M&A communications, key talent retention and re-recruitment, and cultural comparison and integration. Below are descriptions of key templates to assist management with the human side of M&A. (These tools are included in Appendix A, “M&A Workbook.”)

Communications planning matrix: The matrix organizes an M&A communications plan by identifying various internal and external stakeholder groups (employees, shareholders, customers, suppliers, communities, the press, etc.), the reasons for communicating to those groups (retention, involvement, investment, etc.), the messages that need to be communicated to each group (progress, decisions, targets, etc.), the vehicles that will be used (emails, message boards, meetings, videos, texts, etc.), the frequency of various communications (daily, weekly, monthly, quarterly, one-time, etc.), and the responsibility for developing (communications staff or consultants) and delivering communications messages (senior executives, mid-management, training staff, etc.).

Retention and re-recruitment matrix: The matrix structures an M&A retention and re-recruitment plan by identifying key individuals and groups (key sales people, R&D, management, etc.), the impact of losing the identified key talent (lost revenue, lost knowledge, lost customers, etc.), the key motivators of the identified talent (title, role, location, etc.), the retention and re-recruitment actions to be taken (stay bonuses, salary adjustments, benefits adjustments, relocation, role changes, involvement, etc.), the responsibility to implement the identified actions (direct supervisor, a member of senior management, HR, etc.), the timing to implement the identified actions (pre-transaction, post-transaction close, etc.), and the backup plan in case certain individuals do leave (who should fill the vacant role, contact with customers or suppliers, etc.).

Cultural Comparison and Integration Model: The matrix systematizes M&A cultural comparison and integration through twelve cultural levers (selection and staffing, communications, training, etc.), the current content and delivery approach within each of the combining firms for each of the twelve levers (frequency, delivery methods and format, who is involved, etc.), the key similarities and key differences between the combining firms for each the twelve levers (frequency, delivery methods and format, who is involved, etc.), and the short-, medium-, and long-term integration actions to achieve the desired culture for the combined organization (combined communications, training, goals, measures, rewards and recognition, organization structure, etc.).

Buyer’s Perspective During the Motivate Stage

Buyers need be conscious of the human dynamics associated with transactions, as they are responsible for the organization and workforce productivity post-deal close. However, this is not always the case. Because most dealmakers are trained in and have an affinity for the analytical aspects of transactions (financial analyses, operational assessment, technology and product evaluation, and so forth) they typically pay little more than lip service to the human dynamics of deals that impact productivity. Seasoned acquirers know from experience, however, that both the short- and long-term success of their M&A efforts is often predicated upon the engagement, motivation, and resulting productivity of the combined workforce.

Seller’s Perspective During the Motivate Stage

It might make sense that sellers would not be as concerned as buyers about the post-close human aspects of the transaction, as owners exiting the business can leave the “human issues” to the buyer. However, seller’s management who will stay with the combined firm, and especially those who have signed up to an earn-out provision, should be concerned (at least during the earn-out period) with the motivation and productivity of the combined workforce. Moreover, many sellers have developed an affinity for the people in the organization they have built and want to ensure that the new organization will treat their people fairly and with respect. Some sellers will even go so far as to accept a lower bidder’s offer because they determine their people will be treated better by that bidder rather than other higher bidders.

Cross-border Considerations of the Motivate Stage

Because of language, distance, and time-zone differences, and depending upon the amount of cultural integration desired (stand-alone, partial, or full cultural integration), cross-border deals create more communications complexity and are often more time-consuming cultural integration efforts than single country transactions. Accordingly, for global transactions involving numerous regions, the Motivate stage can quickly become extremely complex. Although country culture has an impact on company culture (local hiring practices, communications styles, recognition methods, etc.), focusing on comparing and integrating the twelve cultural levers described above places company culture above country culture and, thus, much more in the control of management.

A Best-practice Case Example of the Motivate Stage

A description of how the management of a global chemical company addressed workforce motivation during the acquisition of a competitor illustrates the Motivate stage in practice (see Table 8.3).


Table 8.3 OperChem’s* approach to workforce motivation during M&A




	The need:



	• “OperChem” (acquirer/buyer), with headquarters in the southeastern United States, revenues of US$4B, 5,000 employees, and operations in North America, South America, Europe, and Asia, acquired a competitor “InnoChem” (target/seller), with headquarters in the northeastern United States, revenues of US$2B, 3,500 employees, and overlapping operations in North America, South America, Europe, and Asia.



	• Identified US$200M recurring synergy cost savings, achieved within thirty-six months through site consolidation, headquarters consolidation, purchasing efficiencies, and operating efficiencies. Management of both firms were aware that the organizational culture of OperChem was more “operationally efficient,” and the culture of InnoChem was more “innovative.” But they did not know how the cultures of both firms were shaped and perpetuated over time.



	• The senior team of OperChem wanted to visibly compare, and subsequently combine, the cultures of the two companies using a “best of both” approach post-acquisition.



	• Due to their prior acquisition experience involving several “poorly managed and ineffective cultural integration processes,” the senior team of OperChem wanted to apply a defined cultural due diligence and integration approach that was tangible and measurable.



	• A number of key individuals in both OperChem and InnoChem (salespeople, plant managers) and groups (R&D and marketing) were identified as “key talent” to retain and re-recruit.



	• Because of the significant size and scope of the transaction, an extensive internal and external communications plan was required.



	The solution:



	• As part of the overall due diligence process and subsequent integration planning effort, a six-person culture integration team was formed, comprised of three people from each company (two management representatives from operations and one HR representative).



	• The culture integration team applied the Culture Comparison and Integration Model to assess the culture fit between OperChem and InnoChem across all twelve cultural levers.



	• During the cultural comparison process, across the twelve levers several similarities and a number of differences between the firms were identified.



	• Using the desired “best of both approach,” the team designed cultural integration actions for each of the twelve “cultural levers” and staggered implementation actions across three timeframes:

- Short-term “quick wins” (between “day one” and thirty days post transaction close), including combined company values (best of both), new uniforms for former InnoChem employees, new signage on all former InnoChem facilities, cultural awareness communications to all employees of the combined firm, announcement of a new organizational structure and reporting relationships.

- Medium-term (during the first six months post close), cultural training for all employees of the combined firm, reduction of decision-making approvals required across the combined firm, new goals and measures for all management and employees of the combined firm.

- Longer-term implementation actions (six to twelve months plus post close), new rewards and recognition for all management and employees of the combined firm, the creation of an annual ceremony for the combined firm rewarding operating improvements, safety, and innovative process and product design.




	• The management of both OperChem and InnoChem applied the key talent retention and re-recruitment matrix to identify key individuals and groups in both companies critical to the success of the combined entity and implement planned retention and re-recruitment actions.



	• Throughout the pre- and post-transaction phases of the deal, the communication planning matrix was applied to develop and execute an extensive internal and external communications effort involving weekly communications to employees across both companies in all locations, as well as monthly communications to external stakeholders (the press, shareholders, customers, suppliers, and the communities in which the firm operated).



	The results:



	• A majority of the planned cultural integration actions were in place within the first six months post transaction close.



	• All planned communications were implemented on schedule, to all stakeholder groups.



	• All planned retention and re-recruitment actions were implemented on schedule.



	• Cultural “pulse surveys” and focus group feedback from the combined management and employees was collected monthly for the first six months, and then quarterly thereafter.



	• For all rating periods during the first year after transaction close, over three-quarters of the combined workforce rated the cultural integration across all twelve levers as “effective” or “extremely effective.”



	• Based on the feedback collected, regular adjustments were made throughout the cultural integration effort.



	• Retention of the identified key talent was over 90 percent after twenty-four months post-transaction close.



	• Employee engagement was also measured annually, across the combined firm, demonstrating increased engagement at both one year and two years post transaction close.





* Due to nondisclosure considerations, the buyer (a global chemical company known for its focus on operational efficiency) is referred to throughout the illustration as OperChem, and the seller (a competitor of OperChem known for being an innovative firm) is referred to throughout the illustration as InnoChem.



Chapter Summary



• Although depicted in the ten-stage Deal Flow Model as occurring later in the M&A process, the Motivate stage should never be left until after transaction close.

• The “big three” human elements of M&A are: communications, retention and “re-recruitment” of key talent, and cultural comparison and integration.

• Ninety percent of respondents to a survey about the “human side” of M&A identified communication as important to deal success, however only 6 percent of respondents of participants in the Oxford M&A Insights Project reported that their M&A communication is done well.

• When it comes to M&A communications, executives may be tempted to soften difficult messages. However, employees respect and prefer more transparency and candor.

• Employees in both companies worry about their “Me Issues” including “my job, my pay, my benefits, my boss, my location.”

• When employees are anxious and scared about their future, it is impossible for them to focus effectively on anything else, such as customers, quality, safety, or service, leading to operational breakdowns, a falloff in productivity, missed targets, and ultimately transaction failure.

• Multiple communications methods maximize impact.

• Of all the communications methods available to management, face-to-face communication is the most impactful, but it is also the method many executives avoid the most because it is time-consuming and they are fearful of potential hostile audiences and having to address tough questions.

• The concept of “fair process” expresses that even if no decisions have been made, management can still communicate the process of how key issues are being assessed, who is working on them, how decisions will be made and by whom, and when decisions will be communicated.

• The second of the “big three” human elements of M&A to address (identified by 86 percent of survey respondents) is the retention and re-recruitment of key talent. However, just 5 percent of participants in the Oxford M&A Insights Project feel that their company addresses talent management and retention well.

• The reasons key talent often cites for leaving a newly combined organization include poor communications between the combining firms, a feeling of inferiority and a loss of status on the part of acquired employees, and uncertainty about their role in the organization.

• Merely keeping key talent from leaving the newly combined company is not enough. Line management, with the assistance of HR staff, must make a concerted effort to “re-recruit” key talent and regain their commitment to the overall success of the new organization.

• The third aspect of the “big three” human elements of M&A to drive deal success (identified by 81 percent of survey participants) is cultural comparison and integration. However, only 4 percent of respondents in the Oxford M&A Insights Project feel that their firm addresses cultural analysis and integration well.

• Transactions in which cultural integration is combined with operational and technical integration perform almost twice as well as deals where only operational and technical integration occurs but cultural integration is neglected.

• A Culture Comparison and Integration Model, consisting of twelve “cultural levers,” provides dealmakers with a systematic practical approach to compare and integrate the cultures of combining organizations.

• The Culture Comparison and Integration Model works in practice because it addresses how individual and group behaviors are driven by their environment.

• The best practices of the Motivate stage include using multiple communications methods, conducting face-to-face communications, identifying key talent and implementing a plan to retain and re-recruit them, and systematizing cultural comparison and integration via twelve “cultural levers.”

• Key pitfalls of the Motivate stage include ending communications too early, not communicating frequently enough, not connecting key talent to business requirements, and relying only on one or two management offsite meetings to address cultural comparison and integration.

• The essential tools of the Motivate stage are the communications planning matrix, the retention and re-recruitment matrix, and the Cultural Comparison and Integration Model.

• Buyers need be conscious of the human dynamics associated with transactions, as they are responsible for the organization and workforce productivity post-deal close.

• Seller’s management who will stay with the combined company or who have signed up to an earn-out provision should also be concerned with the motivation and productivity of the combined workforce.

• For global transactions involving numerous regions, the Motivate stage can quickly become extremely complex.

• Although country culture has an impact on company culture, focusing on comparing and integrating the twelve cultural levers places company culture above country culture and much more in the control of management.



Discussion Questions



1. What activities does your company do well during the Motivate stage? What Motivate activities could your company perform better?

2. For your firm, who is typically involved in the Motivate stage, both from internal staff and external advisors? Who should be involved?

3. Does your company have set of preferred tools and templates that are applied during the Motivate stage? If so, what are they? How are they used?

4. What other tools and templates should your firm have available to assist with the Motivate stage?

5. How does your firm address both pre- and post-transaction internal and external communications? What is done well? What could be done even better?

6. How does your firm address both pre- and post-transaction retention and re-recruitment of key talent? What is done well? What could be done even better?

7. How does your firm address pre-transaction cultural comparison and post-transaction cultural integration? What is done well? What could be done even better?



Self-assessment

Completing the self-assessment (Table 8.4) will provide a view of how effectively your company performs the Motivate stage during transactions.


Table 8.4 Motivate stage self-assessment




	Component
	Rating (0 = poor, 10 = excellent)
	Notes/Rationale





	1. We manage the “human dynamics” of our transactions well
	 
	 



	2. We have had success with workforce motivation during our previous deals
	 
	 



	3. We are good at planning and executing pre- and post-close internal and external communications for each transaction
	 
	 



	4. We are good at identifying key talent and retaining and “re-recruiting” them during each transaction
	 
	 



	5. We are good at pre-deal cultural comparison and post-close cultural integration during each transaction
	 
	 



	6. We have talent available to effectively plan and implement communications, retention and re-recruitment, and cultural comparison and integration for our transactions
	 
	 



	7. We have effective external providers to assist us with our workforce motivation efforts during transactions
	 
	 



	8. We use effective tools and templates during the Motivate stage
	 
	 



	9. We would be considered “best practice” in how we conduct the Motivate stage
	 
	 



	10. We continually evaluate and improve how we conduct the Motivate stage
	 
	 



	TOTAL SCORE
	 
	 







Steps to Complete the Self-assessment:



1. Rate each item on a scale of 0 (poor) to 10 (excellent).

2. Make notes for each item to explain the rationale for the numerical rating.

3. Add all ten scores to get a total score (maximum score = 100).



Rating Scale:



0–20 = Poor (significant improvement needed)

21–40 = Below average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)
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Innovate for Revenue Growth

Although eliminating overlapping resources is important in many transactions, especially those aimed at consolidation within maturing industries or markets, for other deals with the strategic aims of acquiring new content and technologies, accessing new customers, and developing new capabilities, revenue growth is at the center of the value proposition. Consequently, innovation for revenue growth becomes the mantra for the combined firm. There are various ways combined firms can grow their revenues, including:



• Cross-selling the firms’ products and services to each company’s current customer base,

• Selling the combined firms’ current products and services to new customers,

• Decreasing the duration of bringing the combined firms’ products to market, and

• Creating new or redesigned products and services to sell to current and new customers.



Transactions can help or hinder the combined company’s ability to innovate. For example, M&A can enhance innovation by combining the research and development (R&D) efforts of merged firms, which also creates economies of scale and reduces R&D costs. However, research has found that M&A between rival firms are significantly less likely to expand into new R&D fields or leverage their technological competences across the firms’ products and markets. By contrast, non-rival firms that combine through M&A significantly increase R&D output and productivity (de Man and Duysters, 2005; Cassiman et al., 2005; Ran and Lord, 2002). Moreover, key innovative employees (those who demonstrate above-average inventive performance) who leave the combined company present a high risk to the success of the NewCo. Therefore, retention and re-recruitment actions described previously in Chapter 8, “Motivate,” are essential to prevent the loss of innovative talent and reengage their innovation efforts with the combined firm.

Innovation Is More Than R&D

Numerous firms across industries have invested heavily in their research and development departments (Higón, Gómez and Vargas, 2017), while ignoring the broader organization where creativity and innovation beyond R&D occur (Joyce, Jennings, Hey, Grossman, and Kalil, 2010; Mo, 2016). Addressing the need for innovation outside the R&D function, Grayson and Hodges (2004, p. 9) assert that “the driver for business success is entrepreneurialism, a competitive instinct and a willingness to look for innovation from non-traditional areas.” Moreover, from their examination of the innovation efforts of 1,706 manufacturing companies, Higón, Gómez and Vargas (2017, p. 876) emphasize “the importance of approaching the innovation strategy of firms in a comprehensive way, considering the roles of intangible assets, not only independent planning by the R&D function.” Therefore, innovation across combining firms to drive revenue and market share growth must focus not just on combined R&D efforts. Rather, innovation should occur across all areas of the combined company to optimize processes, improve customer service, and identify potential new products and services, which may not originate in the merged R&D function.

Defining Innovation

There is ample evidence that creativity and innovation have a significant positive impact on firm performance (Henry, 2006). Although the concepts of creativity and innovation are frequently used interchangeably, Shalley, Zhou, and Oldham (2004, p. 934) note, “it is important to distinguish creativity from innovation. Creativity refers to the development of novel, potentially useful ideas. Although employees might share these ideas with others, only when the ideas are successfully implemented at the organization or unit level would they be considered innovation. Therefore, creativity might best be conceptualized as a first step that is necessary for subsequent innovation.”

Promoting Innovation During M&A

Several intentional approaches to post-deal innovation have a positive impact on creativity and innovation, including:



• Job rotation between the combined firms’ management and employees helps to cross-pollinate ideas, ways of working, and stimulate new customer service approaches.

• A designated R&D integration effort signals the importance of new product development between the combined firms.

• Formation of joint new product-development project teams that include more than product developers, but also involve representatives from both firms’ production, marketing, sales, and service functions.

• Delegation of decision-making authority to areas of the combined company where innovation (e.g. product, process, and service innovation) is occurring promotes ownership of novel ideas and accelerates their implementation.

• Establishing a process for ad hoc innovation teams to form and allocating an innovation budget teams can apply for to pursue their ideas.

• Formalize the exchange of knowledge between combining firms by implementing scheduled facilitated knowledge-sharing sessions that include not only R&D, but also operating and functional representatives.

• A well-designed and executed integration communications approach, such as publicizing “quick wins” regarding NewCo innovation, creates awareness across the combined firm that innovation is important, is occurring, and is gaining momentum.



Participants and Key Activities of the Innovate Stage

There can be multiple participants involved in the Innovate stage, for both buyers and sellers, who perform essential activities, including:



• Buyer’s and Seller’s Executives: Deliver communications promoting innovation as a key focus of the combined company; establish protocols for forming ad hoc innovation teams to pursue novel ideas; allocate budgets to fund innovation teams’ design and implementation efforts; establish and monitor measures of innovation (e.g. number of new projects implemented, return on implemented new projects).

• Buyer’s and Seller’s Mid-Management and Employees: Form and participate on innovation teams and attend knowledge-exchange sessions.

• Integration Program Management Team: Implement actions to facilitate innovation (e.g. job rotation programs, R&D integration, form joint product development teams).




Best Practices of the Innovate Stage

Lower overall innovation costs: Combine the firms’ R&D functions and streamline the combined R&D process.

Establish mechanisms that create a “culture of innovation” across the NewCo: Regularly communicate the importance of innovation to success of the NewCo, establish measures of innovation, and recognize and reward managers and employees who demonstrate innovative behaviors.

Encourage prudent risk-taking and innovative behaviors: NewCo managers and employees must be encouraged and rewarded for taking prudent risks as they attempt to solve customer issues or improve processes.

Potential Pitfalls of the Innovate Stage

Assuming the R&D functions of the combined firm will automatically exchange information: R&D functions are notoriously secretive and protective of their work and are hesitant to share their progress, especially when combined with those who were previously competitors in the marketplace.

Not implementing proven integration mechanisms: Ignoring actions such as allocating innovation budgets, conducting knowledge-sharing sessions, and implementing job rotation stifles innovation.

Not addressing previous rivalries: Attempting to combine rival firms’ R&D functions without paying significant attention to eliminating the pre-existing competitiveness of the functions’ management and employees.

Punishing people for prudent risk-taking: M&A create such a high amount of uncertainty among the combining firms’ managers and employees about potential job reductions that risk-taking often ceases to exist, especially when people are punished for taking a risk to put forth and implement new ideas.

Key Frameworks, Tools, and Templates of the Innovate Stage

To support management’s efforts to address the key elements of the Innovate stage, essential tools should be applied. Below are descriptions of key templates to assist management with planning and implementing actions that promote innovation. These tools are included in Appendix A, “M&A Workbook.”

Integration actions checklist: The checklist can include actions such as job rotation between the combined firms’ management and employees, integrating the R&D function, forming joint new product development project teams, and formalizing the exchange of knowledge between combining firms.

Innovation landscape map: The map helps generate innovation opportunities by examining the combined firms’ technical competencies and business model design.

Four levels of innovation matrix: The matrix organizes NewCo innovation opportunities into four levels of innovation, along with their associated investment, risks, and payoffs.

Buyer’s Perspective During the Innovate Stage

Buyers often desire product, service, and business model innovation for the combined company, especially in transactions predicated upon combined company revenue growth. However, buyers are often unsure about the best actions to take which will promote NewCo innovation. Therefore, buyers often focus on the more obvious and relatively easier rationalization of the R&D functions. Unfortunately, buyers then ignore broader innovation opportunities in areas of the combined company beyond R&D. Applying the best practices and tools described above helps buyers to overtly address innovation across the combined firm.

Seller’s Perspective During the Innovate Stage

Sellers who have signed up to an earn-out provision are acutely aware of the need for innovation in the combined company to achieve agreed growth targets. Many sellers of small to medium-sized firms justifiably become concerned that the “culture of innovation” (characterized by an abundance of product, service, and process improvement ideas and rapid decision-making to implement those ideas) they created as a stand-alone firm will be smothered within the combined company, especially when selling to a much larger entity. Therefore, seller’s management must work diligently with buyer’s management to establish clear actions that promote innovation within the combined company.

Cross-border Considerations of the Innovate Stage

Cross-border deals can present additional challenges to innovation than those encountered during domestic transactions. Geographic distance between two firms hinders the exchange of information and the establishment of innovation teams. Language barriers can also present obstacles to innovation by making the exchange of information more difficult than in domestic deals. Likewise, disparities in country culture may deter rapid decision-making and agile implementation of innovative products, services, or business processes when local cultures reinforce hierarchy and conformity and discourage risk-taking.

A Best-practice Case Example of the Innovate Stage

A description of how the management of an IT services company addressed innovation during the acquisition of a competitor illustrates the Innovate stage in practice (see Table 9.1).


Table 9.1 AdvancedTech’s* approach to innovation during M&A




	The need:



	• “AdvancedTech,” with headquarters in the Silicon Valley area of the United States, revenues of US$1B, and 1,500 employees, acquired a competitor “ServicesTech,” with headquarters in the Midwestern United States, revenues of US$200M, and 400 employees.



	• Identified significant revenue and market share growth synergies between the two firms, as long as they could work together to achieve those opportunities.



	The solution:



	• Prior to transaction close, during the integration planning efforts, a dedicated R&D integration effort was established.



	• Beyond R&D integration, pre-close teams were formed to identify areas of product, service, and business model innovation for the combined company.



	• The innovation teams applied the innovation landscape map, innovation actions checklist, and the innovation levels matrix to identify innovation opportunities.



	• Management of the combined company implemented job rotation between the firms’ management and employees, established joint new product development project teams, and formalized the exchange of technical knowledge between the firms.



	• Protocols for forming ad hoc innovation teams, proposing innovation ideas to management, and requesting funding to pursue ideas were established and communicated to all employees.



	• Clear measures of innovation were put in place (e.g. number of new projects, number of projects implemented, and return on projects implemented).



	• Management also regularly communicated the need for firm-wide innovation and risk-taking, and established rewards and recognition to reinforce innovation and risk-taking across the combined company.



	The results:



	• The combined firm implemented numerous product, service, and business model innovation projects, resulting in revenue growth that exceeded pre-deal targets.



	• All measures of innovation demonstrated robust innovation activity (ideation, team formation, project implementation, and return on projects implemented) across the combined company.





* Due to nondisclosure considerations, the buyer is referred to within the illustration as AdvancedTech and the seller is referred to as ServicesTech.



Chapter Summary



• For deals with the strategic aims of acquiring new content and technologies, accessing new customers, and developing new capabilities, revenue growth is at the center of the value proposition.

• Transactions can help or hinder the combined company’s ability to innovate.

• M&A can enhance innovation by combining the R&D efforts of merged firms, which also creates economies of scale and reduces R&D costs.

• M&A between rivals are significantly less likely to expand into new R&D fields or leverage their technological competences across the firms’ products and markets. By contrast, non-rival firms that combine through M&A significantly increase R&D output and productivity.

• Innovation is more than R&D and should occur across all areas of the combined firm.

• A study of the innovation efforts of 1,706 manufacturing companies emphasizes the importance of approaching the innovation strategy of combined firms in a comprehensive way, considering the roles of intangible assets, not only independent planning by the R&D function.

• Abundant evidence exists demonstrating that creativity and innovation have a significant positive impact on firm performance.

• While the concepts of creativity and innovation are frequently used interchangeably, it is important to distinguish creativity from innovation.

• Creativity refers to the development of novel, potentially useful ideas.

• Only when ideas are successfully implemented at the organization or unit level would they be considered innovation.

• Several intentional approaches to post-deal innovation have a positive impact on creativity and innovation, including job rotation between the combined firms’ management and employees, integrating R&D efforts, delegating decision-making authority to where innovation is occurring, establishing a process for ad hoc innovation teams to form, allocating an innovation budget ad hoc teams can apply for to pursue their ideas, and formalizing the exchange of knowledge between combining firms.

• Participants in the Innovate stage include the buyer’s and seller’s executives, mid-management and employees, and the integration program management team.

• Best practices of the Innovate stage include lowering overall innovation costs by combining the firms’ R&D functions, establishing mechanisms that create a “culture of innovation” across the NewCo, and encouraging prudent risk-taking and innovative behaviors.

• The potential pitfalls of the Innovate stage include assuming the R&D functions of the combined firm will automatically exchange information, not implementing proven integration mechanisms, not addressing previous rivalries between competing firms’ R&D functions, and punishing prudent risk-taking.

• The key frameworks and tools of the Innovate stage are the integration actions checklist, innovation landscape map, and the four levels of innovation matrix.

• Buyers often desire product, service, and business model innovation for the combined company. However, buyer’s management are often unsure about the best actions to take to promote NewCo innovation.

• Many sellers of small to medium-sized firms justifiably become concerned that their firm’s “culture of innovation” will be smothered within the combined company, especially when they sell to a much larger entity.

• Cross-border deals can present additional challenges to innovation than those encountered during domestic transactions. Geographic distance and language barriers can deter the exchange of information and ideas, and local cultures may reinforce hierarchy and conformity and discourage risk-taking.



Discussion Questions



1. What activities does your company do well during the Innovate stage? What Innovate activities could your company perform better?

2. For your firm, who is typically involved in the Innovate stage? Who should be involved?

3. Does your company have a set of preferred tools and templates that are applied during the Innovate stage? If so, what are they? How are they used?

4. What other tools and templates should your firm have available to assist with the Innovate stage?

5. How does your firm address both pre- and post-transaction exchange of information?

6. What does your firm do to communicate and reinforce the importance of firm-wide innovation during M&A? What more could they do?



Self-assessment

Completing the self-assessment (Table 9.2) will provide a view of how effectively your company performs the Innovate stage of transactions.


Table 9.2 Innovate stage self-assessment




	Component
	Rating (0 = poor, 10 = excellent)
	Notes/Rationale





	1. We manage innovation well during our transactions
	 
	 



	2. We have had success with innovation for our previous acquisitions
	 
	 



	3. We are good at planning and executing post-close innovation activities for each acquisition
	 
	 



	4. We are good at communicating the importance of firm-wide innovation during each transaction
	 
	 



	5. We are good at putting protocols in place for establishing ad hoc innovation teams during our transactions
	 
	 



	6. We allocate an innovation budget ad hoc teams can apply for to pursue their ideas
	 
	 



	7. We are good at encouraging prudent risk-taking during transactions
	 
	 



	8. We use effective tools and templates during the Innovate stage
	 
	 



	9. We would be considered “best practice” in how we conduct the Innovate stage
	 
	 



	10. We continually evaluate and improve how we conduct the Innovate stage
	 
	 



	TOTAL SCORE
	 
	 







Steps to Complete the Self-assessment:



1. Rate each item on a scale of 0 (poor) to 10 (excellent).

2. Make notes for each item to explain the rationale for the numerical rating.

3. Add all ten scores to get a total score (maximum score = 100).



Rating Scale:



0–20 = Poor (significant improvement needed)

21–40 = Below average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)
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Evaluate to Measure and Report Deal Success

The often-quoted phrase, “If you can’t measure it, you can’t manage it,” is attributed to the late management guru Peter Drucker, and the axiom is never truer than in M&A. Throughout the ten-stage Deal Flow Model presented in this book, there are numerous aspects of the M&A process that when measured are more readily managed. From formulating an M&A strategy, to locating and investigating target firms, to consummating the transaction and integrating the combined firms, measurement can take the form of process as well as outcome measures. Process measures include progress against planned actions, adherence to pre-deal and post-deal timetables, and the quantity and cost of resources allocated to required deal activities. Outcome measures can be quantitative (e.g. assessing the achievement of financial targets) or qualitative in nature (e.g. determining customer perceptions, employee engagement, or the tenor of media reports). Moreover, M&A assessment is not just to inform. Effective M&A measurement should also support the agile nature of pre- and post-deal activities by prompting corrective and celebratory actions. Well-defined measures also provide the foundation for rewarding and recognizing people who help achieve desired goals.

Benefits of M&A Measurement

A formal M&A results-tracking process provides firms with a number of benefits throughout the deal process, including:



• Determining whether the pre-deal transaction and post-deal integration activities are proceeding according to plan

• Identifying potential problem areas before they get out of control

• Providing content for regular communication to various stakeholders

• Highlighting the need for course corrections

• Demonstrating interest in the human side of deals

• Signifying a performance oriented combined company culture



However, a survey of 124 executives across twenty-one industries found that nearly three-quarters (73 percent) of the respondents reported their firm’s “M&A tracking metrics and measures of success” were “very poor,” “poor,” or just “average” (Galpin and Herndon, 2014).

Multiple Measures Tell a More Complete Story

Tracking whether the combined company achieves projected cost and revenue synergies is important, but not sufficient to determine deal success. Post-deal costs may go down and revenue may go up, however in the process of achieving those targets management may ignore employee questions and concerns, resulting in the loss of numerous key individuals from the combined firm. Or perhaps the post-deal share price of the combined firm falls or remains stagnant. Maybe the cultures of the two firms remain disparate post-close, even though operational overlaps were addressed, resulting in numerous internal conflicts across the combined company. In these common situations, additional measures beyond financial targets would provide a more complete picture of “transaction success.” Thus, a more comprehensive “scorecard” is required to identify, collect, and communicate what is working well and what needs adjustment as the transaction progresses both pre- and post-deal (Epstein, 2005; Gates and Very, 2003; Meglio and Risberg, 2011). Even when measuring specific areas of the M&A process, for example IT integration (Sillaber et al, 2018) or HR integration (Schroeder, 2012), multiple measures are better than a single measure. A study focused on M&A measurement, which examined 146 acquisitions across industries and geographies and reviewed eighty-eight empirical articles published in top management and finance journals between 1970 and 2006, identified twelve different measures of M&A success (Zollo and Meier, 2008):



1. Short-term financial performance

2. Long-term financial performance

3. Accounting performance

4. Integration process performance

5. Employee retention

6. Customer retention

7. Innovation performance

8. Knowledge transfer

9. Systems conversion

10. Variation in market share

11. Overall acquisition performance

12. Acquisition survival



These twelve measures can be used to build a comprehensive M&A scorecard consisting of four key measurement areas: integration measures, operational measures, financial measures, and cultural measures (see Appendix A, “M&A Workbook”).

Participants and Key Activities of the Evaluate Stage

There can be multiple participants involved in the Evaluate stage, for both buyers and sellers, who perform essential activities, including:



• Buyer’s and Seller’s Executives: Require, approve, and regularly review deal tracking and reporting.

• Buyer’s and Seller’s Mid-Management and Employees: Participate in data collection and reporting.

• Buyer’s and Seller’s Strategy/Corporate Development Function: The central collection point and coordinator of pre-deal measurement, tracking, and reporting.

• Integration Program Management Team: The central collection point and coordinator of post-deal measurement, tracking, and reporting.

• Buyer’s and Seller’s Boards of Directors: Both the buyer’s and seller’s boards will want to stay informed of progress against pre-deal planned transaction timelines and outcomes. The buyer’s board will regularly review post-transaction integration progress against planned timelines and targets, as well as the final assessment of transaction success and key learnings assessment.

• Buyer’s Shareholders: Typically, through quarterly analyst calls conducted by the firm’s CEO, the buyer’s and seller’s shareholders will want to stay informed about pre-deal transaction progress. The buyer’s shareholders will also want to keep informed about post-deal integration progress against planned timelines and targets.




Best Practices of the Evaluate Stage

Track both process and results measures: Use a range of measurements, including due diligence, deal close, and integration timelines and milestones (process measures), and cost and revenue synergy targets (results measures).

Develop a comprehensive M&A scorecard: Four key areas of M&A measurement (integration measures, operational measures, financial measures, and cultural measures) provide a comprehensive picture of deal progress and success.

Regularly track and report progress: Process measures (progress against key milestones and timelines) should be tracked weekly at a minimum. Outcome measures (financial results) should be tracked at least monthly. Beyond tracking, reporting of key measures to various stakeholders (e.g. board, employees, customers, suppliers, and the press) keeps people informed about deal progress and success.

Design measurement reporting to be succinct and easy to digest: Using graphics (charts, tables, and graphs) to summarize and report progress makes measurement simpler for stakeholders to view and absorb.

Potential Pitfalls of the Evaluate Stage

Relying too much on one measure or one category of measures: All too frequently, management focus on financial outcome measures, whereas they need to view transaction measurement from a comprehensive perspective.

Not measuring and reporting frequently enough: Infrequent measurement (e.g. monthly) of progress against milestones and timelines allows pre- and post-deal activities to get off track before corrective action can be taken. Progress, both pre- and post-deal, should be measured weekly at a minimum.

Ignoring qualitative measures: Not everything associated with deal progress and results can be measured quantitatively. Some aspects of deals (e.g. employee engagement, cultural integration, and so forth) require qualitative measurement.

Key Frameworks, Tools, and Templates of the Evaluate Stage

To support management’s efforts to address the key elements of the Evaluate stage, essential templates should be applied. Below are descriptions of key templates to assist management with planning and implementing pre- and post-deal measurement. Several of these tools are included in Appendix A, “M&A Workbook”.

Project “green, yellow, red” status tracker: A framework to highlight the status of each pre- and post-deal project action against the planned schedule. “Green” actions are those which are on or ahead of schedule. “Yellow” are action items which are in danger of or beginning to fall behind schedule. “Red” actions are items which are behind schedule. Regular (e.g. daily, weekly, monthly) tracking of project action items provides project participants a clear view of whether or not the overall pre- and post-deal process, as well as its component parts, are on schedule, enabling participants to take corrective action as required for items in the “yellow” and “red” status categories.

M&A scorecard: The scorecard includes measures in the four key categories described above: integration measures, operational measures, financial measures, and cultural measures.

Cost synergies capture chart: A one-page “waterfall” bar chart illustrating progress against planned cost synergy capture.

Post-transaction key learnings matrix: A framework to organize the assessment of what went well and what can be improved across each of the ten stages of the Deal Flow Model, to build future institutional M&A knowledge and capability.

Buyer’s Perspective During the Evaluate Stage

Experienced buyers know that a great deal of internal and external resources are expended as transactions progress, both pre- and post-deal. Therefore, buyers will track deal resource allocation to ensure they have assigned adequate resources to the transaction and can account for those resources as part of their financial reporting. Buyers will also track overall deal progress against the schedule agreed with the seller to ensure the deal moves along the planned timeline. Likewise, buyers regularly track the post-deal implementation schedule, as well as implementation outcomes (e.g. synergy capture, key talent retention, and so forth), enabling them to report successes to various stakeholders.

Seller’s Perspective During the Evaluate Stage

Similar to buyers, sellers (even inexperienced sellers) soon realize that a great deal of internal and external resources are utilized as transactions progress, both pre- and post-deal. Therefore, sellers will also track deal resource allocation to ensure they have allocated adequate resources to the transaction and can account for those resources as part of their own financial reporting. Likewise, tracking the cost of resources enables sellers to claim fair compensation should there be a break fee associated with the transaction to compensate sellers for the expense of their deal activities were the buyer to walk away from the deal. Sellers will also track progress against the deal timeline agreed with the buyer.

Cross-border Considerations of the Evaluate Stage

Cross-border deals can present additional challenges to both pre- and post-transaction measurement than those confronted during domestic transactions. Geographic distance and language disparities between two firms often hinder the exchange of measurement information. Likewise, disparities in culture may hinder deal measurement, depending upon whether or not the buyer and/or seller operate in regions where a cultural orientation toward transparent business measurement and reporting exists.

A Best-practice Case Example of the Evaluate Stage

A description of how the management of an IT services company addressed evaluation and reporting during the acquisition of a competitor illustrates the Evaluate stage in practice (see Table 10.1).


Table 10.1 AdvancedTech’s* approach to evaluation during M&A




	The need:



	• “AdvancedTech,” with headquarters in the Silicon Valley area of the United States, revenues of US$1B, and 1,500 employees, acquired a competitor, “ServicesTech,” with headquarters in the Midwestern United States, revenues of US$200M, and 400 employees.



	• Identified significant growth synergies between the two firms, as long as they could work together to achieve those opportunities.



	• Sizable cost synergies by combining the two firms were projected, through consolidating sales forces and headquarters functions.



	The solution:



	• During the pre-transaction stages both AdvancedTech’s and ServicesTech’s management teams implemented a weekly deal progress tracking and reporting process to determine whether or not the transaction was progressing against planned milestones, and to take corrective action should any deal activities begin to get off track.



	• Post-transaction, as there were significant integration activities to pursue, the program management team implemented weekly project progress tracking (utilizing the “green, yellow, red” progress tracking framework), as well as measures to track and report financial and non-financial results (e.g. cost synergy capture, revenue growth, number of joint new products developed, retention of key talent, retention of key customers, employee engagement and perceptions of operational and cultural integration success). Several of these measures were tracked and reported weekly (e.g. project progress, cost synergy capture), others were tracked and reported monthly (e.g. revenue growth, employee perceptions of operational and cultural integration success, key talent retention), and other measures were tracked quarterly (e.g. employee engagement).



	• An easily digestible two-page scorecard (of charts and graphs) was developed to report progress against the program schedule and outcome targets to various stakeholders including the deal steering committee, the board, investors, and employees.



	• A final post-transaction assessment was conducted by the program management team to identify what worked well and what could be done better in the future across all ten stages of the Deal Flow Model.



	The results:



	• Any pre- and post-deal activities that were in danger of getting behind schedule were quickly identified and corrected early (before they fell far behind schedule).



	• All stakeholders indicated that the measurement and reporting process was clear, consistent, and easy to understand.



	• The final post-transaction assessment identified numerous aspects of the pre- and post-deal activities that went well, and more importantly the assessment identified what could be improved during future AdvancedTech transactions.





* Due to nondisclosure considerations, the buyer is referred to within the illustration as AdvancedTech and the seller is referred to as ServicesTech.



Chapter Summary



• “If you can’t measure it, you can’t manage it” is never truer than in M&A.

• Process measures include progress against planned actions, adherence to pre-deal and post-deal timetables, and the quantity and cost of resources allocated to required deal activities.

• Outcome measures can be quantitative (e.g. assessing the achievement of set financial targets) or qualitative in nature (e.g. determining customer perceptions, employee engagement, or the tone of media reports).

• M&A assessment is not just to inform. Effective M&A measurement should also support the agile nature of pre- and post-deal activities by prompting corrective and celebratory actions.

• A formal M&A results tracking process provides firms with a number of benefits throughout the deal process including highlighting the need for course corrections and demonstrating a performance oriented combined company culture.

• Multiple measures tell a more complete story, thus a comprehensive “scorecard” is required to identify, collect, and communicate what is working well and what requires adjustment as the transaction progresses both pre- and post-deal.

• A study focused on M&A measurement identified twelve different measures of M&A success.

• Multiple participants are involved in the Evaluate stage for both buyers and sellers including buyer’s and seller’s executives, buyer’s and seller’s mid-management and employees, and the integration program management team.

• Best practices of the Evaluate stage include tracking both process and results measures, developing a comprehensive M&A scorecard, regularly tracking and report progress, and designing measurement reporting to be succinct and easy to digest.

• Potential pitfalls of the Evaluate stage include relying too much on one measure or one category of measures, not measuring and reporting frequently enough, and ignoring qualitative measures.

• Core tools of the Evaluate stage include a project “green, yellow, red” status tracker, a multifaceted M&A scorecard, a cost synergies capture waterfall chart, and a post-transaction key learnings matrix.

• During the Evaluate stage buyers and sellers focus on measuring their pre- and post-deal resource allocation and their progress against the agreed deal timeline. Post-deal, buyers regularly track progress against the post-deal implementation schedule, as well as implementation outcomes.

• Cross-border deals can present additional challenges to both pre- and post-transaction measurement including geographic distance, language barriers, and disparities in culture.



Discussion Questions



1. What activities does your company do well during the Evaluate stage? What Evaluate activities could your company perform better?

2. For your firm, who is typically involved in the Evaluate stage? Who should be involved?

3. Does your company have set of preferred tools and templates that are applied during the Evaluate stage? If so, what are they? How are they used?

4. What other tools and templates should your firm have available to assist with the Evaluate stage?

5. How does your firm address both pre- and post-transaction measurement?

6. Does your firm measure both process and outcome measures of deals? If so, how?

7. What does your firm do to communicate the importance of performance tracking and reporting?



Self-assessment

Completing the self-assessment (Table 10.2) will provide a view of how effectively your company evaluates transactions.


Table 10.2 Evaluate stage self-assessment




	Component
	Rating (0 = poor, 10 = excellent)
	Notes/Rationale





	1. We do a good job of pre-transaction measurement
	 
	 



	2. We do a good job of post-transaction measurement
	 
	 



	3. We measure the right things during our transactions
	 
	 



	4. We are good at reporting the progress and results of our transactions to stakeholders
	 
	 



	5. We are good at putting protocols in place for measurement and reporting during each acquisition
	 
	 



	6. We do a good job of quantitative (e.g. synergies) measurement during our transactions
	 
	 



	7. We do a good job of qualitative (e.g. employee engagement, customer perceptions) measurement during our transactions
	 
	 



	8. We use effective tools and templates during the Evaluate stage
	 
	 



	9. We would be considered “best practice” in how we conduct the Evaluate stage
	 
	 



	10. For future institutional knowledge capture and improvement, we conduct a post-transaction “key learnings assessment” across all ten stages of the Deal Flow Model
	 
	 



	TOTAL SCORE
	 
	 







Steps to Complete the Self-assessment:



1. Rate each item on a scale of 0 (poor) to 10 (excellent).

2. Make notes for each item to explain the rationale for the numerical rating.

3. Add all ten scores to get a total score (maximum score = 100).



Rating Scale:



0–20 = Poor (significant improvement needed)

21–40 = Below average (improvement needed in several areas)

41–60 = Average (identify areas of weakness and adjust)

61–80 = Above average (identify areas that can still be improved)

81–100 = Excellent (continuously review and refine each component for each iteration of the firm’s M&A efforts)




Winning at the Acquisition Game: Tools, Templates, and Best Practices Across the M&A Process. Timothy Galpin, Oxford University Press (2020). © Timothy Galpin.

DOI: 10.1093/oso/9780198858560.001.0001









Appendix A

M&A Workbook

This workbook is designed to build your organization’s M&A capability across the entire process, from transaction through implementation (see Figure A.1).



[image: image]
Figure A.1 Deal Flow Model—Ten stages, over three phases





M&A Workbook Sections





1. Formulate: Develop a clear M&A strategy

2. Locate: Identify targets that fit your M&A strategy

3. Investigate: Prevent post-close surprises

4. Valuate: Identify a realistic price

5. Negotiate: Clearly define deal terms

6. Consummate: Reach transaction close

7. Integrate: Achieve accelerated synergy capture

8. Motivate: Realize maximum workforce productivity

9. Innovate: Secure revenue growth

10. Evaluate: Measure and report deal success



Section 1, Formulate: Develop a clear M&A strategy

Ansoff’s matrix presents four key options for growth which can be achieved through M&A.



[image: image]
Figure A.2 Ansoff’s growth matrix (Ansoff, 1957)





A Five Forces analysis can identify M&A or joint venture (JV) opportunities.



[image: image]
Figure A.3 Porter’s five forces—M&A/JV Opportunities (Porter, 2008)





A value net analysis can identify M&A or joint venture (JV) opportunities.



[image: image]
Figure A.4 The value net—M&A/JV opportunities (Brandenburger and Nalebuff, 1996)





“Strategically valuable resources” within your organization create competitive advantage …



[image: image]
Figure A.5 RBV—Core competencies—VRIO, (Wernerfelt, 1984), (Prahalad and Hamel, 1990), (Barney, 1995)





… And the VRIO analysis identifies “strategically valuable resources” which can be strengthened through M&A …



[image: image]
Figure A.6 VRIO framework (Barney, 1995)





.… The VRIO analysis can be used in combination with the value chain to identify M&A opportunities.



[image: image]
Figure A.7 VRIO analysis (Barney, 1995), Porter’s value chain—M&A opportunities, (Porter, 1985)





Section 2, Locate: Identify targets that fit your M&A strategy

Conduct a strategic fit analysis, to identify “best strategic fit targets.”



[image: image]
Figure A.8 Example—Strategic fit analysis template





Conduct an organizational fit analysis to identify “best organizational fit targets.”



[image: image]
Figure A.9 Example—Organizational fit analysis template





Map your strategic and organizational fit analyses to identify “best fit targets.”



[image: image]
Figure A.10 Example—Best-fit analysis template





Section 3, Investigate: Prevent post-close surprises

Determine the level of due diligence required for a particular transaction.



[image: image]
Figure A.11 Extent of required due diligence efforts





Identify who will participate in a temporary due diligence project team structure.



[image: image]
Figure A.12 Due diligence—Project team structure





Develop a set of due diligence checklists to ensure information requests are comprehensive.



[image: image]
Figure A.13 Due diligence—Example corporate checklist





Conduct an “executive summit” to clarify strategic rationale, synergy capture, and deal goals.



[image: image]
Figure A.14 Example executive summit agenda





To prioritize integration activities, link synergies identified during due diligence to their impacts on value.



[image: image]
Figure A.15 Due diligence—Integration prioritization by value driver





Conduct self-due diligence to answer the question, “Are we ready to do a deal?”



[image: image]
Figure A.16 Self-due diligence





Section 4, Valuate: Identify a realistic price

Comparable company analysis is used to determine company value based on the traded values of similar “comparable” companies.



[image: image]
Figure A.17 Comparable company analysis or “comps.” (StreetOfWalls, 2013)





Discounted cash flow (DCF) analysis values a company by projecting its future free cash flows (FCF) and then using the net present value (NPV) method to value the firm.



[image: image]
Figure A.18 Discounted cash flow analysis or “DCF.” (StreetOfWalls, 2013)





Precedent transaction analysis (“M&A comps,” “comparable transactions,” or “deal comps”) uses previously completed mergers and acquisitions involving similar companies to value a business.



[image: image]
Figure A.19 Precedent transaction analysis. (StreetOfWalls, 2013)





Leveraged buyout analysis (LBO) is used to determine a market value for a company by identifying an amount that financial investors would be willing to pay to own the company.



[image: image]
Figure A.20 Leveraged buyout analysis. (StreetOfWalls, 2013)





A “football field analysis” illustrates the output of several valuation analyses side by side, providing a more complete view of a target’s value using a variety of valuation methodologies.



[image: image]
Figure A.21 Example—Football field analysis





Section 5, Negotiate: Clearly define deal terms

M&A negotiation often begins with a letter of intent (LOI), to ensure a “meeting of the minds” before a potential buyer and seller expend significant resources and fees in pursuing a transaction.



[image: image]
Figure A.22 Exercise—Letter of intent (LOI)





Effective negotiations involve four key steps:



[image: image]
Figure A.23 Four key steps to effective negotiations





Identify who in your organization will fulfill each negotiating role.



[image: image]
Figure A.24 M&A negotiating team—Roles and responsibilities





A prioritized “issue map” helps you manage negotiations.



[image: image]
Figure A.25 Managing M&A negotiations—Prioritizing issues





Develop a prioritized “issue map” to help you manage your M&A negotiations.



[image: image]
Figure A.26 Issue map—For your organization’s negotiations





Section 6, Consummate: Reach transaction close

Familiarize yourself with the regulations in the jurisdictions in which your firm operates and in the jurisdictions you may acquire in.



[image: image]
Figure A.27 Exercise—Transaction regulations in your jurisdiction





Determine the financing options and best mix for your transactions.



[image: image]
Figure A.28 Exercise—Best mix of funding options for your transactions (For further details see Corporate Finance Institute, 2019)





Section 7, Integrate: Achieve accelerated synergy capture

Identify who will participate in a temporary integration program management structure.



[image: image]
Figure A.29 PMI program management infrastructure





Establish a rapid issues identification and decision-making process that drives “prudent speed.”



[image: image]
Figure A.30 Example—Weekly integration issues identification and decision-making





Develop a standard set of post-merger integration (PMI) tools and templates …



[image: image]
Figure A.31 PMI tools and templates





… Across each of the PMI work streams, for your organization.



[image: image]
Figure A.32 PMI tools and templates





Review projects in both organizations using a stop, hold, continue analysis.



[image: image]
Figure A.33 Example—Stop, hold, continue analysis





Section 8, Motivate: Realize maximum workforce productivity

Data shows that three core issues dominate the “human side” of M&A.



[image: image]
Figure A.34 Three core issues of the “human side” of M&A (Galpin and Herndon, 2014)





However, the Oxford M&A Insights Project found that activities to address the “human side” of M&A account for just 15 percent of the activities respondents indicated their firms do well.



[image: image]
Figure A.35 The “big three” core issues of the “human side” of M&A. Oxford M&A Insights Project, 2020





Communicate even when there is “nothing to tell” because people want to know that there is a “fair process.”



[image: image]
Figure A.36 Communication planning matrix





The “retention and re-recruiting matrix” provides a clear, business-driven analysis of who should be retained, and how to keep and “re-recruit” them.



[image: image]
Figure A.37 Retention and re-recruiting matrix





Integrating combining firms’ environments integrates the workforces’ behaviors/cultures …



[image: image]
Figure A.38 Personality theory (Phelps, 2015) vs. behavioral theory (Skinner, 1953; Skinner, 1974)





… And transactions in which cultural integration is combined with operational and technical integration perform almost twice as well as deals where only operational and technical integration occurs but cultural integration is neglected.



[image: image]
Figure A.39 Integration performance with and without cultural integration (Bauer, Hautz, and Matzler, 2015)





Use twelve “cultural levers” to systematically compare and integrate company cultures.



[image: image]
Figure A.40 Cultural comparison and integration matrix





Section 9, Innovate: Secure revenue growth

Several integration approaches have been found to have a positive impact on innovation.



[image: image]
Figure A.41 Example integration actions that promote innovation (Grimpe, 2007)





Identify a list of integration actions for your transaction(s) that will promote innovation between the organizations.



[image: image]
Figure A.42 Exercise—Integration actions that promote innovation





A key framework to generate innovation opportunities is the innovation landscape map.



[image: image]
Figure A.43 Innovation landscape map (Pisano, 2015)





Identify innovation opportunities for the combined organization on the innovation landscape map.



[image: image]
Figure A.44 Exercise—Innovation landscape map (Pisano, 2015)





Technological, product, and service innovation can occur at several levels. Identify innovation opportunities at each level that the combined organization can pursue.



[image: image]
Figure A.45 Exercise—Four levels of innovation (Miner, 2010)





Section 10, Evaluate: Measure and report deal success

Develop a comprehensive “M&A scorecard” that includes assessments relevant to all stakeholders—employees, customers, suppliers, creditors, and shareholders.



[image: image]
Figure A.46 Four key areas for separate, but interrelated M&A measurement







[image: image]
Figure A.47 Exercise—Scorecard of four areas of M&A measurement





Use the “synergies opportunities chart” to track and report progress against synergy capture.



[image: image]
Figure A.48 Example one-page synergy capture report





Finally, conduct a post-transaction key learnings analysis to build institutional M&A knowledge and capability.



[image: image]
Figure A.49 Exercise—Post-transaction key learnings matrix.










Appendix B

The Oxford M&A Insights Project

The Oxford M&A Insights Project received input from 337 executives and managers across thirty-one industries, spanning over forty countries, regarding their views of the key pitfalls and best practices across the M&A process.

Profile of the Respondents

Senior Executives

The 337 respondents represented eleven different title categories (see Figure B.1). The majority of respondents (63 percent) are senior-level, “C-Suite” executives, holding the titles CEO/managing director (17 percent), senior vice president (15 percent), vice president (19 percent), and director (12 percent). The remainder of the titles also include C-Suite executives and board members: manager (9 percent), analyst (8 percent), consultant (6 percent), senior manager (4 percent), CFO (4 percent), COO (4 percent), and board member (2 percent).



[image: image]
Figure B.1 Titles





Multiple Industries

Thirty-one different industries are represented (see Figure B.2), with six of the thirty-one industries comprising over half (57 percent) of the industries in the study: technology (software, hardware, services) (12 percent), banking (commercial and retail) (11 percent), financial services (10 percent), consulting (7 percent), energy (6 percent), pharmaceuticals (6 percent), and insurance (5 percent). The “other” industry category included six industries with one representative each: tobacco, entertainment, motorsport, steel, chemicals, and legal.



[image: image]
Figure B.2 Industries





Substantial Deal Experience

Most of the respondents (46 percent) have been involved in two to five transactions over the past ten years, with 13 percent having been involved in one transaction, 15 percent having been involved in six to ten, and 16 percent having been involved in more than ten transactions (see Figure B.3). Ten percent of the respondents were “not involved” in the transactions their companies have undertaken but are employed by a company that was sold to another firm or that purchased another company over the past ten years.



[image: image]
Figure B.3 Number of transactions





A View from Both the Buy- and Sell-side

A majority of the respondents (43 percent) work on the “buy-side” (for the purchaser), with 16 percent working on the “sell-side” (for the seller), and almost a third (31 percent) working on both the buy- and the sell-side during transactions (see Figure B.4). Ten percent of the respondents work on neither the buy- nor the sell-side as they were “not involved” in the transactions their companies have undertaken but are employed by a company that was sold to another firm or that purchased another company over the past ten years.



[image: image]
Figure B.4 Buy- or sell-side experience





Both Pre- and Post-deal Experience

A majority of the respondents (41 percent) work on both the pre-deal transaction and the post-deal integration, with 26 percent working primarily on the pre-deal transaction, and 23 percent working on the post-deal integration (see Figure B.5). Ten percent of the respondents work on neither the pre- nor post-deal as they were “not involved” in the transactions their companies have undertaken but are employed by a company that was sold to another firm or that purchased another company over the past ten years.



[image: image]
Figure B.5 Pre- or post-deal experience





Deals Are Done for a Variety of Strategic Reasons

Respondents indicated that their firms are motivated to undertake deals for a variety of reasons (see Figure B.6) including: industry consolidation (19 percent), access to new geographic markets (19 percent), access to new customer segments (16 percent), innovation (access to new products and/or services) (14 percent), access to new industries (9 percent), cost reduction (8 percent), access to talent (8 percent), and other (7 percent).



[image: image]
Figure B.6 Motivators to do deals





Companies Perform the Pre-deal Stages of M&A Well

Pre-deal activities account for a majority (59 percent) of the M&A activities companies in the study do well (see Figure B.7), comprised of: due diligence (17 percent), strategic fit/M&A strategy (14 percent), negotiation (11 percent), valuation (9 percent), and legal and regulatory (8 percent) (see Figure B.8).



[image: image]
Figure B.7 Activities done well







[image: image]
Figure B.8 Pre-deal activities





However, Firms Need to Improve Their “Post-deal” M&A Capabilities

Post-deal activities comprise a majority (68 percent) of the M&A activities companies could perform better (see Figure B.9), including: operations and technology integration (33 percent), communication (11 percent), culture analysis and integration (10 percent), talent management and retention (9 percent), senior leadership (3 percent), and measurement and reporting (2 percent) (see Figure B.10).



[image: image]
Figure B.9 Activities to perform better







[image: image]
Figure B.10 Post-deal activities





The “Human Side” of M&A Needs Much More Attention

Tellingly, activities to address the “human side” of M&A account for just 15 percent of the post-deal activities respondents feel their firm does well, comprised of: communication (6 percent), talent management and retention (5 percent), and cultural analysis and integration (4 percent) (see Figure B.11). The importance of addressing the human side of M&A is reinforced by open-ended comments from respondents:

“Communicate, communicate, communicate to manage stakeholder expectations.”

“Culture and bias were the biggest factors inhibiting a successful M&A.”

“Personalities overcame mathematics in the process.”



[image: image]
Figure B.11 Post-deal human-side activities done well





M&A Will Remain a Key Strategy

Almost two-thirds (64 percent) of respondents indicated that their company is “very likely” or “likely” to conduct additional transactions in the next twelve to twenty-four months. While only 19 percent indicated that their firm is “unlikely” or “very unlikely” to conduct additional M&A in the next one to two years (see Figure B.12).



[image: image]
Figure B.12 Likelihood of future deals





Summary and Implications

The Oxford M&A Insights Project gathered the views of 337 senior executives across various industries and geographies about their recent transactions. Most respondents (59 percent) report that their companies do a good job during the pre-deal and deal stages of transactions to identify, assess, and close deals. Likewise, a majority of respondents (64 percent) indicate that their firms are likely to do more deals. Therefore, a key takeaway is that conducting deals is a common strategic activity, and many firms can perform the transactional elements well.

However, most respondents (68 percent) indicate their firms need to do a better job of conducting post-deal M&A activities. Moreover, a small minority of respondents, only 15 percent, identify post-deal activities to address the human side of M&A (communication, talent management and retention, and cultural analysis and integration) as those that their firms do well. Consequently, the main takeaway from the Oxford M&A Insights Project is that firms that improve their capabilities to effectively address the human side of M&A can gain an important competitive advantage from their deal-making.
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bolt-on acquisitions  20

brand equity  113
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Motivate stage  138–9

Negotiate stage  80–1

Valuate stage  64–5


partnerships/joint ventures, hybrid ally growth strategy via  18

paying down debt  26

performance
assessments  6

frequent acquirers  18

programmatic acquirers  18


personality theory approach  138, 139

PESTEL (political, economic, societal, technological, environmental and legal factors)  25, 26

pipelines  38, 41

pitch books (deal books)  39

plans  122–4
adjustment after feedback  119

communications  141

delay  122, 123

development  115–16

Integrate stage  115–16, 119, 122–4

planning fallacy  49

revenue without planning for investment, identification and plans for  50


platform companies  20

poison pills  80

Pollyanna Principle  60

Porter, Michael  1, 25, 26

Porter’s five forces  25, 26

Post-deal phase
competitive advantage  8

Consummate stage  96–8

Deal Flow Model  2–3, 10

Evaluate stage  158–66

Innovate stage  149–57

Integrate stage  113–29

Motivate stage  130–48


potential target company analysis  5

precedent transaction analysis (M&A comps)  67

Pre-deal phase
Deal Flow Model  2–3, 10

Formulate stage  17–31

Investigate stage  45–56

Locate stage  3, 32–44

Negotiate stage  3

Valuate stage  3


price
adjustments  75, 104

closing  104

Consummate stage  100

determination of price  100

highest possible price, achieving the  40

letters of intent (LOIs)  75

locked box mechanism  100

Locate stage  40

price-earnings (P/E) ratio  64

Valuate stage  59–72

walk-away price, exceeding the  82


priorities  5, 121

private equity (PE)  3–4, 20, 35

proactive acquisitions  33

process of M&As  1–2

Proctor & Gamble  61

product-development project teams, formation of joint new  150

products and services
new and redesigned products and services to current and new customers, selling  149

new customers, selling current products and services to  149


program management offices (PMOs)  115–17, 119, 121

programmatic acquirers  18

proprietary deal flow, establishment of  37

public relations (PR) consultants  139

public versus private transactions  96, 97

qualitative measures  161

quick wins  118

raising capital for an acquisition  26

reactive acquisitions  33

realistic assumptions, application of  65

regulation
competitive advantage  8

Consummate stage  91–6, 103, 104

cross-border considerations  41

transformational M&As  21

underestimating requirements and concerns  104

United States  91–2


reporting  see measurementand reporting

research and development (R&D)  149–50
Innovate stage  149–50, 153

integration  150, 153

outside R&D function, innovation occurring  149–50

rationalization  153


resources
allocation  17, 161–2

growth  20

Integrate stage  122

under-estimates  122


results measures  161

retention and re-engagement
communications  132

competitive advantage  8, 9

components  134

due diligence  132

implementation  139

Innovate stage  149

matrix  141

Motivate stage  5, 130, 132–4, 139–41

multiple methods  140

stay bonuses  134, 140

talent  5

tools and templates  141


retrenchment strategies  17

return on assets (ROAs)  66

revenue without planning for investment, identification and plans for  50

risk
encouragement  151

failure rates  24

Foreign Investment Risk Review Modernization Act of 2018 (FIRRMA) (US)  95

ignoring the risk  24

Innovate stage  151, 152

prudent risk-taking  151, 152

punishment  152


rivalries, not addressing previous  152

roll-ups  20

Sainsbury’s acquisition of Asda  104

sale  see also sale and purchase agreements (SPAs)
asset versus stock sale  96, 98

establishment of relationships with businesses not for sale  38

Locate stage  38, 40

working in it, seller wants to sell business but wants to remain  40


sale and purchase agreements (SPAs)  88–91, 98
annexes  88, 91

buyer’s perspective  104–5

conditions  88, 90

Consummate stage  88–91, 98, 104–5

contents  88–9

description of the transaction  88

drafting  88

exhibits  88, 91

holdback escrows  89–90

limitations of responsibility  88, 90

material adverse change (MAC) clauses  88, 90–1

representations  88, 89–90, 98

schedules  88, 91

sellers’ perspective  104–5

terms  88, 89

warranties  88, 89–90, 98


scorecards  160, 161

Securities and Exchange Commission (SEC) (US)  92, 99

segments, access to new customer  19

Segue Software  133–4

sellers
attorneys  81, 103

board of directors  48, 66, 81, 103, 160

communications  139

Consummate stage  105

corporate development function  37

due diligence  51–2

employees  23, 76, 139, 151, 160

Evaluate stage  162

executives  37, 48, 64, 80, 103, 120, 138, 160

Formulate stage  26–7

Innovate stage  153

Integrate stage  123–4

Investigate stage  51–2

investment bankers  81

Locate stage  40

mid-management  23, 139, 151

Motivate stage  142

Negotiate stage  78, 83

sale and purchase agreements (SPAs)  104–5

shareholders  23, 65, 81, 103

Valuate stage  68


senior leadership  see executives and senior leadership

sensitivity analysis or what if analysis  67

serial acquirers  18, 23

service providers  48

set-up  114–15

Shalley, CE  150

shareholders
activists  65

Consummate stage  103

equivalent treatment  93

Evaluate stage  160

Formulate stage  23

Integrate stage  121

Negotiate stage  81

private equity  3

value  1, 3, 5, 18
creation  3, 5

destruction  1, 18

implementation  1


Valuate stage  65


Sherman Act (US)  91

Siemens/Alstom merger  104

single-bidder transactions  68

Sitkin, SB  1

sourcing deals  see Locate stage

SPAs  see sale and purchase agreements (SPAs)

speed, driving prudent  118–19

staged approaches  66

stay bonuses  134, 140

steering committees  114–15, 119–20

stock
asset sales, versus  96, 98

payment, high-percentage of stock used as  61


stop, hold, continue analysis  119–20

strategic buyers  3

strategy
advisors  22–3

buyers  33, 34, 38

clarity of business strategy, lack of  24

competitive advantage  7

consulting services  22–3

cost-reduction goals  17

courses of action  17

definition  17

development function  160

dynamic strategy  22, 23

external strategy  17, 21–2

Formulate stage  22–3, 24

goals  17

growth strategy  1, 17–18

horizontal integration  34

internal strategy  17, 21–2

Investigate stage  45

Locate stage  33, 34, 36, 38, 39

Negotiate stage  77–8

opportunism  38

poor M&A strategy  24

reasons for a deal  22

resources, allocation of  17

retrenchment strategies  17

strategic fit  36, 38, 39, 45, 66

toughness  77–8

Valuate stage  66

vertical integration  34


Strenger, Christian  45–6

success measures and reporting  3, 5, 158–66

sunk costs  116

surprises, prevention of post-close  45–56

synergy waterfall charts  51

Takeovers Directive  95

talent
access to talent  19

competitive advantage  8, 9

connecting talent to business requirements, not  140

external advisers  5, 6

identification  5, 139

internal talent  5, 6

Keepers  133–4

Long-Term Stars  133–4

management  8, 9, 130, 132–4

Motivate stage  130, 132–4

retention and re-recruitment  5, 130, 132–4

tacit knowledge  5

training  5


targeted solicitation  35

Tata Motors  61

teams  see also employees; executives and senior leadership; talent
competitive advantage  10

integration program management teams  160

program management offices (PMOs)  115–17, 119, 121, 151, 160

selection of the team  78–9


technology
e-commerce  21

electronic data rooms  49, 50–1

innovation  40

Integrate stage  8, 119, 121–2

online deal platforms  37

transformational M&As  21

tuck-in acquisitions  20


templates  see tools and templates

ten C’s  18

terminal (horizon) value  59, 66

time, underestimates of  122

Time Warner/AOL merger  60

time zone differences  41

tools and templates
best fit analysis template  39

communications  140–1

competence, building  6

competitive advantage  9

Deal Flow Model  10

Evaluate Model  161

firm-specific tools and templates  5

Formulate stage  24–5

Innovate stage  152

Integrate stage  5, 121–2

Investigate stage  5, 50–1

Locate stage  39

management  5

Motivate stage  140–1

organizational fit analysis  39

pitch books  39

proven tools, not using  122

retention and re-recruitment  141

reviews  7

standardized tools and templates, use of  121

strategic fit analysis  39

updating  3

Valuate stage  67


tracking  38, 82, 119, 160

training
competence, building  6

culture  136

Deal Flow Model  5–6

Integrate stage  5, 6–7

Motivate stage  136

talent  5


transformational M&As  20–1, 60, 114, 119

transparency  131

trust
affective  83

cognitive  83


tuck-in acquisitions  19–20, 21

United Company of Merchants of England Trading to the East Indies  17

United Kingdom
City Code on Takeovers and Mergers  92–3, 100

Competition and Markets Authority (CMA)  93, 104

Competition Commission  93

Consummate Stage  92–3, 94, 104

creeping control  93

equality of information for competing bidders  93

frustrating action  93

national security regulatory reviews  96

shareholders, equivalent treatment of all  93

substantial lessening of competition  93

timetable, adherence to a fixed  93

United States, comparison with  94

withdrawal of offers  93


United States
antitrust regulation  91–2

Clayton Act  91

Committee on Foreign Investment (CFIUS)  95

Consummate Stage  91–2, 94–5

Foreign Investment Risk Review Modernization Act of 2018 (FIRRMA)  95

great merger movement 1895–1904  17

key characteristics  92

mandatory disclosure of information on takeover bids  91–2

monopolies  91

national security regulatory reviews  95

regulation  91–2

SEC  92, 99

Sherman Act  91

United Kingdom, comparison with  94

Williams Act  91–2


unsolicited offers, notification of  77

Valuate stage  3, 59–72
accretive versus dilutive acquisitions  63–4

aggressive cost synergy assumptions  68

aggressive working capital assumptions  68

benchmarks, use of faulty  66

best practices  65–6, 68

board of directors  65, 66

buyer’s perspective  67–8

comparable company analysis (public comps/comps)  67

competitive advantage  8

conservative growth assumptions  67

conservative industries, comparisons with  68

corporate development function (buyers)  65

cross-border considerations  68

devil’s advocates to each deal, assignment of  65–6

discounted cash flow (DCF) value  59–60, 65, 67

due diligence  46, 66

earnings per share (EPS)  63–4

enterprise value versus equity value  62–3

escalation of commitment  66

executives  60, 64

extreme shock into variations of base case valuation model, incorporation of  66

fairness opinions  64

falling in love with the deal  66

financial market exuberance  60

football field analysis  67

Formulate stage  27

frameworks  67

goodwill  61–2

herding behaviour  60

horizon (terminal) value  59, 66

hot markets  59

hubris of CEOs  60

investment bankers  65

involvement of those who will run the target  65

key activities  64–5

letters of intent (LOIs)  62

leverage buyouts/ability to pay analysis (LBOs)  67

multiple valuation methods  65

multiple bidder transactions  68

no deal is better than the wrong deal  66

operational and functional representatives (buyers)  65

over-payment  59–63, 66

participants  64–5

pitfalls  66

Pollyanna Principle  60

precedent transaction analysis (M&A comps)  67

price-earnings (P/E) ratio  64

realistic assumptions, application of  65

seller’s perspective  68

sensitivity analysis or what if analysis  67

shareholders  65

single-bidder transactions  68

staged approach, using a  66

stock used as payment, high-percentage of  61

strategic fit  66

terminal (horizon) value  59, 66

tools and templates  67

vigilance, lack of  66

working capital  63

write-downs  61


value creation  135

Vargas, P  150

Verizon Communications  101

vertical M&As  34, 36

vigilance, lack of  66

Vodafone  101

VRIO (Valuable, Rare, Inimitable, Organizational) framework  7, 8–9, 25

walk-away price, exceeding the  82

Walmart  21

waves of merger activity  17, 23

weekly coordination meetings  119

what if analysis  67

Williams Act (US)  91–2

withdrawal of offers  93

Woodward, Inc  4–7

work streams, list of ten  117

workforce anxiety  36

working capital  63, 68

working with target as much as possible  49

write-downs  61

writing  85

wrong capabilities, strengthening the  24

yes and no questions, avoiding  83–4
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+ Which resources along your organization's value chain fulfil the VRIO criteria,
designating them as “strategically valuable "2

« How can your strategically valuable resources be strengthened through M&A?






OEBPS/images/oso-9780198858560-graphic-011.gif
Resource:

'VRIO Criteria

Fulfills
VRIO

Rationale/Data

Value: Does the
resource/capability enable
the firm to improve its

efficiency or effectiveness?

YES/NO

Rarity: Is control of the
resource/capability in the
hands of a relative few?

YES/NO

Inimitability: Is it difficult to
imitate, and will there be
significant cost and/or time
disadvantage to a firm trying
to obtain, develop, or
duplicate the
resource/capability?

YES/NO

Organization: Is the firm
organized in such a way that
itis ready and able to exploit
the resource/capability?

YES/NO






OEBPS/images/cover.jpg
OXFORD

Winning
at the
Acquisition
Game

TOOLS,
TEMPLATES,
AND BEST
PRACTICES
ACROSS
THE M&A
PROCESS

TIMOTHY GALPIN )





OEBPS/images/oso-9780198858560-graphic-009.gif
Competitors

« M&A/JV opportunities?

COMPETITOTS

CCOMPANY

Suppliers

« M&A/V opportunities?

SUPPLIERS

Customers
« M&A/JV opportunities?

COMPLEMENTORS

Complementors

« M&A/IV opportunities?






OEBPS/images/oso-9780198858560-graphic-009-colour.gif
Competitors

« M&A/JV opportunities?

COMPETITOTS

CCOMPANY

Suppliers

+ M&A/V opportunities?

SUPPLIERS

Customers
+ M&A/JV opportunities?

\COMPLEMENTORS

Complementors

« M&A/JV opportunities?






OEBPS/images/oso-9780198858560-graphic-010.gif
Resource-Based View (RBV)

Relies on resources

Tangible Assets

Tntangible Assets

(easily purchased on the open market) (not easily purchased on the open market)

In an integrated and unique combination which become

~a—

Core Competencies

‘That are valuable, rare, inimitable, and organizational

9

VRIO

(Valuable, Rare, Inimitable, Organizational)

Providing

Competitive Advantage






OEBPS/images/oso-9780198858560-graphic-010-colour.gif
Resource-Based View (RBV)

Relies on resources

Tangible Assets

Tntangible Assets

(easily purchased on the open market) (not easily purchased on the open market)

In an integrated and unique combination which become

~ .

Core Competencies

‘That are valuable, rare, inimitable, and organizational

v

VRIO

(Valuable, Rare, Inimitable, Organizational)

Providing

Competitive Advantage






OEBPS/images/oso-9780198858560-graphic-051-colour.gif
Integration Measures
Is the integration process
effectively supporting the required
transition to the desired NewCo?

[ e

Operational Measures

Are day-to-day operational
metrics (e.g. customers, sales,
safety) being affected?

&A

Mea:

Financial Measures
Are we achieving the projected
deal synergies?

sures

L

Cultural Measures
s the desired NewCo culture
being effectively implemented?






OEBPS/images/oso-9780198858560-graphic-050.gif
One  » New features on existing products or services
o Investment: Low
o Risk: Low
o Payoff: Low

Two  * Advancement of existing products and services
o Investment: Medium
o Risk: Medium
o Payoff: Medium

Three  « Evolutionary products and services
o Investment: Large
o Risk: Medium
o Payoff: Large

Four Revolutionary products and services
o Investment: Large
o Risk: High
o Payoff: Large to limitless





OEBPS/images/oso-9780198858560-graphic-052.gif
Financial
Measures

Integration
Measures

Operational
Measures

Cultural
Measures






OEBPS/images/oso-9780198858560-graphic-051.gif
Integration Measures Operational Measures

Is the integration process Are day-to-day operational
effectively supporting the required | metics (e.g. customers, sales,
transition to the desired NewCo? safety) being affected?

.

Financial Measures Cultural Measures

Are we achieving the projected Isthe desired NewCo culture
deal synergies? being effectively implemented?






OEBPS/images/oso-9780198858560-graphic-050-colour.gif
One  » New features on existing products or services
o Investment: Low
o Risk: Low
o Payoff: Low

Two  * Advancement of existing products and services
o Investment: Medium
o Risk: Medium
o Payoff: Medium

Three  + Evolutionary products and services
o Investment: Large
o Risk: Medium
o Payoff: Large

Four  + Revolutionary products and services
o Investment: Large
o Risk: High
o Payoff: Large to limitless






OEBPS/images/oso-9780198858560-graphic-049.gif
New

Existing

DISRUPTIVE ARCHITECHTURAL
ROUTINE RADICAL
Existing New

Technical Competencies






OEBPS/images/oso-9780198858560-graphic-007.gif
New Market -
. fersific ‘orporate/Conglomerate
Markets [’“"“P“‘“]‘w"g"\‘ ification Diversification M&A
L Market §
Existing Penetration/Consolidation Derel P‘“““‘)“{f"‘;}f“‘ A
Markets Meh. evelopment/Diversification

Existing New
Products/Services Products/Services

‘Where can your organization use M&A to drive growth?





OEBPS/images/oso-9780198858560-graphic-007-colour.gif
New Dcvclapmc‘:;;;:cmﬁcmmn Corporate/Conglomerate
Markets ME&A. Diversification M&A

- Market o
Existing Penetration/Comsolidation [ [ ProductSerices
Markets er evelopment/Diversification

Existing New
Products/Services Products/Services

Where can your organization use M&A to drive growth?





OEBPS/images/oso-9780198858560-graphic-008.gif
Bargaining Power of Suppliers
« M&A/V opportunit

BARGAINING
POWER OF

UPPLIE!

Threat of Sub:

tute Products
« M&A/V opportunit

Rivalry Among
Competitors

+ Potential M&A/TV

opportunities:

THREAT OF
SUBSTITUTE

PRODUCTS

Threat of New Entrants

« M&A/]V opportunities:

BARGAINING
POWER OF
BUYERS

Bargaining Power of Buyers
« M&A/V opportun






OEBPS/images/oso-9780198858560-graphic-008-colour.gif
Bargaining Power of Suppliers
« M&A/JV opportunities:

Threat of New Entrants

« M&A/V opportunitis:

Rivalry Among
Competitors

+ Potential M&A/V
opportun

Threat of Substitute Products

« M&A/JV opportunities:

BARGAINING
POWER OF
BUYERS

\_/ « M&A/JV opportu

THREAT OF
SUBSTITUTE

PRODUCTS

Bargaining Power of Buyers






OEBPS/images/oso-9780198858560-graphic-053.gif
mergy Capture Report
o S St
y i z
225 5876 B
= 700 = T Re
T oo 0 ¥ 77 Remaining
sts001
s10000 42200
[ Achieved
oo -
s20000 Date:
s10000
1 T 4 T T T
OpExp  SulsGrowh  SOXA  Working  Fixed Capitl TaxSynerges  Tousl
Syergis  Synergis Sypergies Capital  Synergies

‘Synergies





OEBPS/images/oso-9780198858560-graphic-053-colour.gif
ss0.000
sw76 s sis6 S e
a5 S = mm— e
SLO00 0 $700° D o 777 Remaining
oo | 815001 .
T T e
soom
s20000 Date:
s10.000
0 1 T T T
Opbp  SulsGrowth  SGSA  Working Total
Syeges e Spems  Cupil

Synergies





OEBPS/images/oso-9780198858560-graphic-006.gif
Three Phases Ten Stages

Pre-deal
(planning, locating, and Formulate Locate Investigate
investigating value)

Deal
(orecasting, negotiatng. --
and agreeing value)
Post-deal
(realing, bilding,and MM
reporting long-term value)






OEBPS/images/oso-9780198858560-graphic-055.gif
20%
18%
16%
14%
12%
10%

19%

‘What is your most recent title?






OEBPS/images/oso-9780198858560-graphic-006-colour.gif
Three Phases Ten Stages
Pre-deal
(planning, locating, and Formulate Locate Investigate
investigating value)
Deal
(forecasting, negotiating, Valuate Negotiate Consummate
and agreeing value)
Post-deal
(realizing, building, and Integrate Motivate ~ Innovate  Evaluate

reporting long-term value)





OEBPS/images/oso-9780198858560-graphic-054.gif
Deal stage

‘What went well?

‘What can be
improved?

Formulate

Locate

Investigate

Valuate

Negotiate

Consummate

Integrate

Motivate

Innovate

Evaluate






OEBPS/nav.xhtml






Table of Contents









		Cover page



		Halftitle page



		Title page



		Copyright page



		Preface



		Field-tested and Practical



		Developing M&A Expertise, Depth of Deal Knowledge, and Legal Considerations



		Intended Audience



		Overview of the Contents



		M&A Workbook



		The Oxford M&A Insights Project







		Table of Contents



		List of Figures



		List of Tables



		Introduction: The M&A Process



		The Deal Flow Model



		Lessons Learned in Industry and Private Equity



		Applying the Deal Flow Model



		Addressing M&A as an Integrated Core Competence Provides Competitive Advantage



		M&A is a Team Sport



		Tools, Templates, and Best Practices Across the M&A Process



		Chapter Summary



		Discussion Questions



		Self-assessment







		Section I: Pre-Deal



		1. Formulate a Clear M&A Strategy



		M&A Is a High-Risk Growth Strategy



		Why M&A Is Such a Popular Strategy



		Tuck-in and Bolt-on Acquisitions



		Transformational M&A



		Core Activities of the Formulate Stage



		Participants and Key Activities of the Formulate Stage



		Best Practices of the Formulate Stage



		Potential Pitfalls of the Formulate Stage



		Key Frameworks, Tools and Templates of the Formulate Stage



		Buyer’s Perspective During the Formulate Stage



		Seller’s Perspective During the Formulate Stage



		Cross-border Considerations of the Formulate Stage



		A Best-Practice Case Example of the Formulate Stage



		Chapter Summary



		Discussion Questions



		Self-assessment







		2. Locate Targets That Fit Your M&A Strategy



		Three categories of deal sourcing



		Financial and strategic buyers



		Auctions



		M&A sourcing and strategic fit



		M&A sourcing and organizational fit



		Participants and key activities of the Locate stage



		Best practices of the Locate stage



		Potential pitfalls of the Locate stage



		Key frameworks, tools and templates of the Locate stage



		Buyer’s perspective during the Locate stage



		Seller’s perspective during the Locate stage



		Cross-border considerations of the Locate stage



		A best-practice case example of the Locate stage



		Chapter Summary



		Discussion Questions



		Self-assessment



		Rating scale:







		3. Investigate to Prevent Post-close Surprises



		The Perils of Limited Due Diligence



		Key Areas to Examine During Due Diligence



		Cultural Due Diligence



		Self Due Diligence



		Participants and Key Activities of the Investigate Stage



		Best Practices of the Investigate Stage



		Potential Pitfalls of the Investigate Stage



		Key Frameworks, Tools, and Templates of the Investigate Stage



		Buyer’s Perspective During the Investigate Stage



		Seller’s Perspective During the Investigate Stage



		Cross-border Considerations of the Investigate Stage



		A Best-practice Case Example of the Investigate Stage



		Chapter Summary



		Discussion Questions



		Self-assessment



		Rating Scale:











		Section II: The Deal



		4. Valuate to Determine a Realistic Price



		Why Buyers Overpay



		Damage Caused by Overpayment



		Predictors of Overpayment



		Enterprise Value Versus Equity Value



		Accretive versus Dilutive Acquisitions



		Fairness Opinions



		Participants and Key Activities of the Valuate Stage



		Best Practices of the Valuate Stage



		Potential Pitfalls of the Valuate Stage



		Key Frameworks, Tools, and Templates of the Valuate Stage



		Buyer’s Perspective During the Valuate Stage



		Seller’s Perspective During the Valuate Stage



		Cross-border Considerations of the Valuate Stage



		A Best-practice Case Example of the Valuate Stage



		Chapter Summary



		Discussion Questions



		Self-assessment



		Rating Scale:







		5. Negotiate Clearly Defined Deal Terms



		Common M&A Negotiation Terminology



		Integrative versus Distributive Negotiations



		Letters of Intent and Term Sheets



		Four Key Steps to Effective M&A Negotiations



		Hostile Takeovers



		Participants and Key Activities of the Negotiate Stage



		Best Practices of the Negotiate Stage



		Potential Pitfalls of the Negotiate Stage



		Key Frameworks, Tools, and Templates of the Negotiate Stage



		Buyer’s Perspective During the Negotiate Stage



		Seller’s Perspective During the Negotiate Stage



		Cross-border Considerations of the Negotiate Stage



		A Best-practice Case example of the Negotiate Stage



		Chapter Summary



		Discussion Questions



		Self-assessment







		6. Consummate to Reach Transaction Close



		The Sale and Purchase Agreement



		Regulatory Requirements and Other Hurdles



		Public versus Private Transactions



		Asset versus Stock Sales



		Closing and Post-closing



		Determining Transaction Price and Methods of Transaction Financing



		Break Fees and Reverse Break Fees



		Earn-outs



		Activist Investors’ Impact on M&A



		Participants and Key Activities of the Consummate Stage



		Best Practices of the Consummate Stage



		Potential Pitfalls of the Consummate Stage



		Key Frameworks, Tools, and Templates of the Consummate Stage



		Buyer’s Perspective During the Consummate Stage



		Seller’s Perspective During the Consummate Stage



		Cross-border Considerations of the Consummate Stage



		A Best-practice Case Example of the Consummate Stage



		Chapter Summary



		Discussion Questions



		Self-assessment











		Section III: Post-Deal



		7. Integrate to Achieve Accelerated Synergy Capture



		“Post-deal” Integration Should Begin Pre-deal



		Three Key Phases of PMI



		The Critical Role of the Integration Manager



		Ten Key Work Streams of PMI



		Apply Agile Integration Management to Drive Prudent Speed



		Project Stop, Hold, Continue Analysis



		Participants and Key Activities of the Integrate Stage



		Best Practices of the Integrate Stage



		Potential Pitfalls of the Integrate Stage



		Key Frameworks, Tools, and Templates of the Integrate Stage



		Buyer’s Perspective During the Integrate Stage



		Seller’s Perspective During the Integrate Stage



		Cross-border Considerations of the Integrate Stage



		A Best-practice Case Example of the Integrate Stage



		Chapter Summary



		Discussion Questions



		Self-assessment







		8. Motivate for Maximum Workforce Productivity



		Participants and Key Activities of the Motivate Stage



		Best Practices of the Motivate Stage



		Potential Pitfalls of the Motivate Stage



		Key Frameworks, Tools, and Templates of the Motivate Stage



		Buyer’s Perspective During the Motivate Stage



		Seller’s Perspective During the Motivate Stage



		Cross-border Considerations of the Motivate Stage



		A Best-practice Case Example of the Motivate Stage



		Chapter Summary



		Discussion Questions



		Self-assessment







		9. Innovate for Revenue Growth



		Innovation Is More Than R&D



		Defining Innovation



		Promoting Innovation During M&A



		Participants and Key Activities of the Innovate Stage



		Best Practices of the Innovate Stage



		Potential Pitfalls of the Innovate Stage



		Key Frameworks, Tools, and Templates of the Innovate Stage



		Buyer’s Perspective During the Innovate Stage



		Seller’s Perspective During the Innovate Stage



		Cross-border Considerations of the Innovate Stage



		A Best-practice Case Example of the Innovate Stage



		Chapter Summary



		Discussion Questions



		Self-assessment



		Rating Scale:







		10. Evaluate to Measure and Report Deal Success



		Benefits of M&A Measurement



		Multiple Measures Tell a More Complete Story



		Participants and Key Activities of the Evaluate Stage



		Best Practices of the Evaluate Stage



		Potential Pitfalls of the Evaluate Stage



		Key Frameworks, Tools, and Templates of the Evaluate Stage



		Buyer’s Perspective During the Evaluate Stage



		Seller’s Perspective During the Evaluate Stage



		Cross-border Considerations of the Evaluate Stage



		A Best-practice Case Example of the Evaluate Stage



		Chapter Summary



		Discussion Questions



		Self-assessment



		Rating Scale:











		Appendix A: M&A Workbook



		M&A Workbook Sections







		Appendix B: The Oxford M&A Insights Project



		Profile of the Respondents



		Deals Are Done for a Variety of Strategic Reasons



		Companies Perform the Pre-deal Stages of M&A Well



		However, Firms Need to Improve Their “Post-deal” M&A Capabilities



		The “Human Side” of M&A Needs Much More Attention



		M&A Will Remain a Key Strategy



		Summary and Implications







		References



		Index









Landmarks





		Cover



		Title page



		Table of Contents











Pages





		i



		ii



		iii



		iv



		v



		vi



		vii



		viii



		ix



		x



		xi



		xii



		xiii



		xiv



		1



		2



		3



		4



		5



		6



		7



		8



		9



		10



		11



		12



		13



		14



		15



		16



		17



		18



		19



		20



		21



		22



		23



		24



		25



		26



		27



		28



		29



		30



		31



		32



		33



		34



		35



		36



		37



		38



		39



		40



		41



		42



		43



		44



		45



		46



		47



		48



		49



		50



		51



		52



		53



		54



		55



		56



		57



		58



		59



		60



		61



		62



		63



		64



		65



		66



		67



		68



		69



		70



		71



		72



		73



		74



		75



		76



		77



		78



		79



		80



		81



		82



		83



		84



		85



		86



		87



		88



		89



		90



		91



		92



		93



		94



		95



		96



		97



		98



		99



		100



		101



		102



		103



		104



		105



		106



		107



		108



		109



		110



		111



		112



		113



		114



		115



		116



		117



		118



		119



		120



		121



		122



		123



		124



		125



		126



		127



		128



		129



		130



		131



		132



		133



		134



		135



		136



		137



		138



		139



		140



		141



		142



		143



		144



		145



		146



		147



		148



		149



		150



		151



		152



		153



		154



		155



		156



		157



		158



		159



		160



		161



		162



		163



		164



		165



		166



		167



		168



		169



		170



		171



		172



		173



		174



		175



		176



		177



		178



		179



		180



		181



		182



		183



		184



		185



		186



		187



		188



		189



		190



		191



		192



		193



		194



		195



		196



		197



		198



		199



		200



		201



		202



		203



		204



		205



		206



		207



		208



		209



		210



		211



		212



		213



		214



		215



		216



		217



		218



		219



		220



		221



		222



		223



		224



		225



		226













OEBPS/images/oso-9780198858560-graphic-003.gif
Financial Financin; Financial
Advisors o Shareholders Advisors
(I-Banks)

Public
Relations

Regulators

Relations






OEBPS/images/oso-9780198858560-graphic-044-colour.gif
Average transaction performance with operational,
technological, and cultural integration

Average transaction performance

Average transaction performance with operational
and technological integration only

- ‘Transaction Performance +





OEBPS/images/oso-9780198858560-graphic-004-colour.gif
Seller’s

Seller’s Target/
Walk-Away Price Aspiration
Bargaining Zone
(between seller’s and buyer's walk-
away prices)

Zone of Possible Agreement
(ZOPA)

Seller’s
Surplus

Buyer's

. Surplus (agreed

(agreed price N

above seller’s price below

wallcaway buyer's walk-
away price)

price)
Buyer’s
Target/
Aspiration

Buyer's
Walk-Away Price





OEBPS/images/oso-9780198858560-graphic-043.gif
Integrating employee attitudes and beliefs
integrates the workforces’ behaviors,
integrates the organizations’ cultures

« Attitudes
« Beliefs

« Values

Shared meanings

Invisible

Difficult to compare

Difficult to manage/integrate

Difficult to measure

Integrating the firms’ internal environments.
integrates the workforces’ behaviors,
integrates the organizations’ cultures

+ Environment
« Processes

+ Systems
Actions

« Visible

Easier to compare

+ Easier to manage/integrate

Easier to measure





OEBPS/images/oso-9780198858560-graphic-002-colour.gif
Pre-deal 4

Deal <

Post-deal —

"

Formulate

Locate

Investigate

Valuate

Negotiate

Consummate

Integrate

Motivate

Innovate

Evaluate

Clear M&A
strategy

Targets that fit the
M&A strategy

No surprises after
deal close

Realistic bidding
range

Agreed deal terms.

Transaction close

Synergy capture

Maximum
workforce
productivity

Additional revenue
growth

Measured and
reported deal
success

« Define the business strategy.
« Define an M&A strategy to support the
business strategy.

+ Identify potential targets.
+ Assess strategic and organizational “fit” of
potential targets.

+ Conduct financial, operational,legal,
technological, and organizational due diligence.

+ Draft operational and cultural integration plans.

« Draft communications plan.

+ Draft key talent retention plan.

+ Draft key customer retention plan.

« Determine cost and revenue assumptions.
+ Develop valuation models using multiple
techniques.

+ Meet with target’s negotiating team.

+ Discuss and agree deal terms.

« Submit bid (in an auction transaction)

+ Draft transaction documentation.

+ Sign documentation.

+ Gain regulatory approval.

« Transfer transaction funding.

+ Execute integration plans.

+ Adjust implementation as necded.

+ Implement key customer retention and “re-
recruitment” plan.

+ Implement communications plan.

« Implement key talent retention and “re-
recruitment” plan.

« Implement cultural integration plan.

« Transfer knowledge between firms.

+ Develop and implement new or enhanced
products, services, and/or processes.

« Track and report operational integration
activities and milestones.

« Track and report cultural intergration activities
and milestones.

« Track and report key talent retention activities
and milestones.

+ Track and report synergy capture (cost
reduction and revenue enhancement).





OEBPS/images/oso-9780198858560-graphic-045-colour.gif
Cultural Levers

Company A

Company B

Key
Similarities

Key
Differences

Integration
Actions

Organizational Values

Staffing and Slection

Communications

Training

Rules and Policies

Goals and Measures

" Rewards and Recognition

Organization Structure
and Decision-making

Physical Environment

- Leadership Behaviors

Customs and Norms

Ceremonies and Events.






OEBPS/images/oso-9780198858560-graphic-002.gif
Pre-deal 4

"

Deal

Post-deal <

Targets that fit the « Identify potential targets.
M&A strategy Assess strategic and organizational “fit” of

potential targets.

Valuate Realistic bidding Determine cost and revenue assumptions.
range Develop valuation models using multiple
techniques.

Consummate Transaction close  + Draft transaction documentation.
« Sign documentation.
+ Gain regulatory approval.

« Transfer transaction funding.

Maximum « Implement communications plan.
workforce « Implement key talent retention and “re-
‘productivity recruitment” plan.

« Implement cultural integration plan.

Evaluate Measured and « Track and report operational integration
reported deal activities and milestones.
success « Track and report cultural intergration activities
and milestones.
« Track and report key talent retention activities
and milestones.
« Track and report synergy capture (cost
reduction and revenue enhancement).






OEBPS/images/oso-9780198858560-graphic-044.gif
Average transaction performance with operational,
technological, and cultural integration

Average transaction performance

Average transaction performance with operational
and technological integration only

- ‘Transaction Performance





OEBPS/images/oso-9780198858560-graphic-005.gif
High

Concessions by
Counterpart

Low

No Anger Moderate-intensity  High-intensity
Anger Anger





OEBPS/images/oso-9780198858560-graphic-004.gif
Seller’s

Seller's Target/
Walk-Away Price Aspiration
Bargaining Zone
(between seller’s and buyer's walk-
away prices)

Zone of Possible Agreement
(ZOPA)

Seller’s
Bargaining Zone

Seller’s
Surplus

Buyer's

(agreced price eyl fagreed
above seller’s price below
buyer’s walk-

walk-away

wrice) away price)

Buyer's

Buyer's
Walk-Away Price

Target/
Aspiration





OEBPS/images/oso-9780198858560-graphic-043-colour.gif
Integrating employee attitudes and beliefs Integrating the firms’ internal environments
integrates the workforces’ behaviors, integrates the workforces’ behaviors,
integrates the organizations’ cultures integrates the organizations’ cultures

+ Attitudes « Environment

« Beliefs « Processes

« Values + Systems

« Shared meanings « Actions

« Invisible « Visible

« Difficult to compare « Easier to compare

« Difficult to manage/integrate « Easier to manage/integrate

Difficult to measure « Easier to measure





OEBPS/images/oso-9780198858560-graphic-005-colour.gif
Ed
High

Concessions by
Counterpart

Low .

No Anger Moderate-intensity  High-intensity
Anger Anger





OEBPS/images/oso-9780198858560-graphic-048.gif
New

Existing

DISRUPTIVE
Open source software
(for software companies)
Video on demand (for
DVD rental services)
Ride-sharing (for taxi and
limo companies)

ARCHITECHTURAL
Personalized medicine
(for pharma companies)
Digital imaging (for film
manufactures)

Internet search (for print
media)

ROUTINE

Next generation 3 series
(for BMW)

New index fund (for
Vanguard)

New 3-D animated film
(for Pixar)

RADICAL
Biotech (for
pharmaceutical
companies)

Jet engines (for aircraft
manufactures)
Fiber-optic cable (for
telecom companies)

Existing

New

Technical Competencies






OEBPS/images/oso-9780198858560-graphic-001-colour.gif
Three Phases Ten Stages

Pre-deal
(planning, locating, and Formulate Locate Investigate
investigating value)
Deal
(forecasting, negotiating, Valuate Negotiate Consummate

and agreeing value)

Post-deal
(realing, bilding,and MM
reporting long-term value)






OEBPS/images/oso-9780198858560-graphic-046-colour.gif
Job rotation between the combined firms” management and
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Formalize the exchange of technical knowledage between combining
firms

A well-designed and exccuted integration communications approach
(e publicizing “quick wins regarding NewCo innovation)

These findings demonstrate the overlap of the Integrate, Motivate, and
Tnnovate deal stages
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‘This matrix is used to identify existing projects, in both of the combining organizations, that should:

» STOP (e.g because resources—prople and/or capital—need to be reallocated to the
integration effort, because the project would hinder the integration effort, will no longer
be needed because of the combination of the two companies, etc.)

> Be put on HOLD unl th inieraion s complete (e because resources—people
and/or capital—need to be reallocated to the integration effort, because the project
would hinder the integration effort, etc.)

» CONTINUE during the integration effort (e.g. because resources—people and/or
capital —will still be available to complete the project, because the project will not
hider or may even help the integration effort, etc.)

Company A
Project Name | Description Status Owner  |Recommendation Notes
Name of Describe Current status Project | STOR HOLD, Rational for
project here projecthere | of project owner or CONTINUE | recommendation
progress here here
Company B
Project Name | Description Status Owner | Recommendation Notes
Name of Describe Current status Project | STOP,HOLD, Rational for
project here projecthere | of project owner or CONTINUE | recommendation
progress here here
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reporting process low

weekly functional integration progress
update template

weekly functiona
summary template
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Key Integration Principles.

Establishment of a consistent, repeatable integration
approach and principles

PMI best practices
Example inegration principles include:
customer needs first, low cost is preferred
over elegance, best solution rather than best
of both

Integration Results
Measusement and
Reporting

Identification, racking and reporting of integration
results
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Integration effectiveness employee
feedback survey
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» Spend some time getting familiar with the M&A regulations in your
home country and/or region, and with those in the areas you may
acquire in:

~ Which entity(ies) regulates M&A?
~ Whatare the key rules/principles regarding M&A?

- Who/what are the rules/principles oriented to protect?

— What are the key announcement, filling, and closing/completion requirements
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+ Financing options

~ Cash, stock swaps, debt, mezzanine, equity, leveraged buyout, and/or
sellers financing

- Share transactions often require a prospectus for the new shares

~ With various alternatives available to finance an acquisition, the
challenge is getting the appropriate mix of financing that offers the
lowest cost of capital

~ How will your deal(s) be financed?
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+ Short- orlong-form LOIZ

+_ Binding or non-binding LOIZ

+ Key components of the LOI? (e.g. price considerations,
pricelconsideration, treatment of severance costs and transaction fees
and expenses, expected timeline of the transaction, exclusivity for the
prospective buyer, access to the employees, books, and records, etc.)
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« Itis best practice to map out each issue, your position, and your
understanding of the other sides position before the negotiations

« This helps you identify potential value-creating trade-offs to propose and
not get bogged down with less significant items

Issue Map—Example

Issue ‘Their Position Our Position
BATNA Sell'to Buyer 2 Acquire another
Price 5200M or More 5250M or Less
Tntegration approach Preservation Absorption
Location of management Their HQ Our HQ
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« Represent your position

« Listen to the other sides position

+ Identify and propose value-creating
trade-offs

Decision-Maker:
« Approve ultimate terms

Experts:
« Provide business or functional expertise
(Finance, HR, Legal, etc.)
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+ Spend some time getting familiar with the M&A regulations in your
home country and/or region, and with those in the areas you may
acquire in:

~ Which entity(ies) regulates M&A?
~ Whatare the key rules/principles regarding M&A?

~ Who/what are the rules/principles oriented to protect?

— What are the key announcement, filling, and closing/completion requirements
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« Three main steps:

1. 1dentify publicly-traded companies with similar characteristics.

2. “Spread” the comps or map-out the trading multiples such as EV/Sales, EV/ EBITDA, and P/E.

3. Assign industry multiples to company figures to determine valuation ranges.

+ Typically based on publicly available information

+ Multiples reflect actual payments for real-life deals,

rather than traded mulfiples that are subject to
supply and demand pressure

« Useful in M&A negotiations and discussions

+ Provide guidance to assess what a buyer may be
‘willing to pay for a business

+ Can reveal valuable information such as industry
consolidation trends and potential buyers and
sellers

Public data is based on past transactions that may.
not be indicative of current market conditions

Information available from industry and news
sources can be misleading

Precedent transaction dynamics are rarely
perfectly comparable

Values and maliplesabtained may vary overa
wide range and the summary metrics may be of
limited usefulness

Other factors may affect the mutiples, such as

‘governance issues, specific agreements, synergies,
i Intangible values (such as patents and ather
intellectual property)
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« Five main steps:

1. Make transaction assumptions based on the purchase price, debt interest rate, etc.

2. Build the sources and uses table, where “sources” lists how the transaction will be financed and “uses” lists the
capital uses—i.¢., where the “sources” money will be spent.

3. Adjust the balance sheet for the new debt and equity, and other transaction-related adjustments.

4. Project out the three financial statements (usually 5 years) and determine how much debt is paid down each
year.

5. Calculate exit value scenarios based on EBITDA multiples.

+ If performed correctly, provides investors witha » The biggest negative s that a company’s past
deailed snapshot of a company’ historic growth performance does not indicate future success—
and the strength of s Snancial fndamentalo there are no uarantestht  company which

Iooks good during an analysis won't regress

« The predictions of future performance provide .

Things canchange quickly i the world—maybe a
investors with information that can help them

company has grown quickly because it faces litle

determine a fair acquisition price for the company

+ Also helps investors to determine how much debt it
‘makes financial sense to take on in order to close
the transaction

competition

o N di s mightarive and
‘quickly cut into a company’s profit potential, an
entirely new product will come out that makes a
‘company’ services or goods obsolete, or the
mosi-talented people in a company who have
helped spurits growth leave the firm to work fora.
competitor
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« Five main steps:

1. Make transaction assumptions based on the purchase price, debt interest rate, etc.

2. Build the sources and uses table, where “sources” lists how the transaction will be financed and “uses” lists the

capital uses—i.¢., where the “sources” money will be spent.
3. Adjust the balance sheet for the new debt and equity, and other transaction-related adjustments

4. Project out the three financial statements (usually 5 years) and determine how much debt is paid down each

year.

5. Calculate exit value scenarios based on EBITDA multiples.

+ If performed correctly, provides investors with a
deailed snapshot of a company’ historic growth
and the strength of ts financial fundamentals

« The predictions of future performance provide
investors with information that can help them
determine a fair acquisition price for the company

+ Also helps investors to determine how much debt it
‘makes financial sense to take on in order to close
the transaction

+ The biggest negative is that a company’ past
Peforcance Does 2 i cate Ft-ce cesss—
there ae no uarantestht  company which
Iooks good during an analysis won't regress

+ ‘Things can change quickly in the world—maybe a.
company has grown quickly because it faces litle
competition

+ A more innovative competitor might arrive and
quickly cut into a company’ profit potential, an
entirely new product will come out that makes a
‘company’ services or goods obsolete, or the
mosi-talented people in a company who have
helped spurits growth leave the firm to work fora.
competitor
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+ Three main steps:
1. Identify publicly traded companies with characteristics similar to those of the company
being valued.
2.“Spread” the comps - i.¢., map-out the trading multiples(EV/Sales, EV/ EBITDA. and P/E) for
this set of comparable companies.
3. Assign these multiples to company financial results to determine valuation ranges.

« Easy to calculate using widely available + Influenced by temporary market conditions
data or non-fundamental factors

+ Easy to communicate across a variety of « Not useful when there are few or no
‘market participants comparable companies

« Determine a benchmark value for multiples  « Can be difficult to find appropriate

used in valuation comparable companies for various reasons
+ Provide a useful way (o assess market + Less reliable when comparable companies
assumptions of fundamental characteristics are thinly traded

baked into valuations
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+ Four main steps:
1. Forecast out a company’s free cash flows for the next 5-10 years.
2. Calculate the weighted average cost of capital (WACC).
3. Caculate the firm’s terminal value, or the future value of the firm assuming a stable long-
term growth rate.
4. Discount 5-10 years Free cash flows plus terminal value back o year 0 (today) to derive the
enterprise value of the company.

« Theoretically the most sound method ifthe ~» Valuation obtained is very sensitive to a
analyst is confident in his assumptions large number of assumptions/forcasts,
and can thus vary over a wide range
« Not significantly influenced by temporary « Often very time-intensive relative to some
market conditions or non-economic factors other valuation techniques

« Especially useful when there is limited orno  « Involves forecasting future performance,
comparable information which is very difficult
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DD Area Focus Example Components Question Answered
Self Deal capability and + M&A management capabilitics | + Are we ready todo a,
et + Functional M&A skills deal?
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