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Abstract

In the last decade, there has been a great inciead®e number of mergers and
acquisitions all over the world. This enhancemehthe number of transactions is
included in the most of the previous studies buteawer, many of these studies show
that the majority of the mergers and acquisiticaisih the objective of creating value
for the shareholders. This failure ratio is thespeawhich leads us to the next research
guestionwhy do the majority of mergers and acquisition$?fai

In this study, we introduce the basic concepts itaét be known before answering the
research question and the reasons that other authwe pointed out for explaining this
failure ratio.

After this theoretical background, we conduct a parative research of four cases,
some of them with a successful result and somerothieh a failure one, in order to
determine the key factors that explain the reasshg some of the mergers and
acquisitions fail or success.

The study shows that there is a wide range of featwhen determining this failure or
success. The analysis of the four case studiesatesi that most of the reasons for this
failure or success were previously considered Ineroauthors, but some new reasons
will be presented.
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1. INTRODUCTION

This chapter represents a brief introduction to mherger and acquisitions market,
reasons for the existence, percentage of failuderaasons of failure. It also presents
the research question and the aim of the study.

1.1Background of the study

“Of course the merger was a success. Neither companuld have lost that much
money on its own”
Steve Case, Former Chairman of the board,
AOL\Time Warner

The terms mergers and acquisitions (M&A in the sgobent) are usually used
indistinctly, but there are some differences betwbeth terms. An acquisition occurs
when a company buys another company and establigedisas the new owner. The
acquired company legally disappears and its staoksiot anymore in the market. In a
merger, two companies decide to create a new coyripan

One of the main objectives of merger and acquisstis to be able to respond faster to
the problems that a firm must confront everydagluding the new challenges that the
new global economy represents. If they are accaimpdi in an effective way, they can
increase the firm’s revenues, the market share;awgothe profitability and enhance the
value for the shareholders.

There are several reasons for a company to acquingerge. The most important are:
economies of scale, channel control, risk spreadingt cutting, synergies, defensive
drivers, gain of word-class leadership, survivagusition of cash, deferred taxes,
excess debt capacity, flexibility, biggest asseseb&o leverage borrowing, adopt
potentially disruptive technologies, financial gaipersonal power, gaining a core
competence to do more combinations, talent and leune?

In the last decade, there has been a great incie#ise number and volume of mergers
and acquisitions. In 2006, the market of M&A jumpleg 30 per cent, reaching the
amount of US $3.7 trillion which represents theheigt level ever. This represents an
increase of 9 per cent since the last record, wivih settled in the year 2080.

The US market was the most attractive market foestors, with a volume of $1.48
trillion, a 20 per cent up from the last year. herere 11,75@eals, which represents
an increase of 6.7 per cent.

The European market traded $1.46 trillion, 60 part digher compare to the previous
year, 2005. The number of deals was 12;006.

The reasons that explain the increase of the M&#vig are numerous, but they can be
summarized as: need for larger economies of saddeegulation, globalization,

! P.S. Sudarsanarfihe Essence of Merger and Acquisitiof995), p. 1
2 European Management Journal(20049! 19, n°3, p. 240
% Mergerstat Review Editior2Q06)
4 .
Ibid



expanding markets, risk spreading, need of rapgpaese to market conditions,
consolidation in many industries and the opportesiof dislocatior?.

Although, there are some strong reasons for a coynp@a merge or acquire, many
studies have demonstrated that many mergers andsaims fail. According to some
researches, between half and two-thirds of the Mi&A in the purpose of creating
value for their shareholders...

Surprisingly, this failure ratio has not always mdike this. According to some authors,
mergers which took place in the 1960s and 1970sidfoout significant gains for
shareholders of target firms. Consequently, shddeh® of acquirers firms gained
profits or broke even. These results were condistéth the reasonable economic
expectation that buyers would bid up asset prioebeir fair valué.

In the 1980s everything changed. Researchers hhwens that shareholders of
acquiring firms, upon the announcement of the autjom experienced significantly
negative results, over 16 per cent over the theeesyfollowing the acquisitioh.

Faced with the facts of acquisition performancedacnics have explained them in two
basic different ways: (1) managers attempt to mednshareholder value by either
replacing inefficient management in the target fomachieving synergies between the
two firms, or (2) managers pursue their own obyesisuch as growth or empire
building at the expense of shareholder value. THeg®theses are an attempt to
understand the average results of acquisitions.

Due to the important losses that failing mergerd anquisitions can bring to the
shareholders, it is important to understand thesaes why they can fail, because
understanding them is a previous preliminary she should be taken into account to
conduct successful acquisitions. This need hasddd the following research question:

1.2 Research Question

Why do the majority of mergers and acquisition$?fai

1.3Aim of the study

The objective of the study is to explain why thejonigy of the M&A fail. Once the
reasons are outlined, companies should take theamactount if they want to build a
successful plan before bidding for another company.

The study can be of great interest for those compawhich are thinking about

acquiring another company or some of them whichpé&aning to merge with another
one.

® European Management Jourr@001) Vol 19, n°3, p. 239

® Meredith M. Brown " International Mergers and Acquisitions1999), p. xv

" Mark K L. Sirover., “The SynergyTtrag(1997), p. 11

8 E. Tatum Christianseti,Sears, Roebuck &Co. in the 1980’s: Renewal andrBifieation”, Harvard
Case 9-386-029, p. 10

® Mark K L. Sirover., “The SynergyTtrag(1997), p. 11



2. THEORY REVIEW

This chapter provides the reader with the theoettiooncepts that (s)he must know
before continuing with the rest of the study. Hoatepresents a further study of some of
the concepts underlined in the introduction.

2.1 Concepts related to mergers and acquisitions

The main ideas about what a merger and an acquisitie will be developed here.
There are different ways to classify them and sofitbese classifications may be valid
for both mergers and acquisitions.

Before continuing with our study, we will definerse other concepts that are important
for the careful readers and for the global undeditsy.

Takeover is a wide and a non accurate concept wdocld be narrowed down like a
transfer of control of a firm from a group of shaw&lers to another, where control
usually means to have the majority vote on the doédirectors.

The firm that has planned to take over another imeferred to as the bidder. This one
will offer cash or securities to obtain the stockassets of another company, which is
referred to as the target. Once the offer is aeckfite target firm will cease its activity
transferring stocks or assets to the bidder.

As we have just mentioned, the concept of taket/evide because it can be broken
down in M&A, but it can also refer to as proxy cest, which‘occurs when a group of
shareholders try to get controlling seats on thardoof directors by voting in new
director” and going-private transactions, that meaiisthe equity shares of a public
firm are purchased by small group of investgr”

In a merger, the companies combine and share tbésaurces to achieve objectives
established together. The shareholders of both anrap remain as owners of the new
company*?

There are three types of mergers: horizontal, s@rtr conglomerat® In a horizontal
merger, the two companies who merge operate inairbhusinesses, for example two
petroleum companies. Vertical mergers occur ined#ft steps of the production
process. An example would be the merger betweeairine company and a travel
agency. In conglomerate mergers, the industrighetwo companies are not related.
The merger between a food-product firm and a coerdurim for instance.

In an acquisition, one of the companies purchasesassets or shares of the other one,
and the shareholders of the acquired company stoyng the company. The acquired
company becomes a subsidiary of the acquiring compa

10 Ross/Westerfield/Jaff&Corporate Finance” (2005), p. 798

2 Ibid, p. 799

12 Andrew J. Sherman and Milledge A. H&Nlergers and Acquisitions From A to Zp. 11
13 3. Fred Weston and Samuel C. Weatderger and Acquisitions”(2001), p. 21

p s, SudarsanartiThe Essence of Merger and Acquisitiofs995), p. 1



An acquisition can be friendly or hostile. When #muisition is friendly, the bidder
has the support of the management of the acquwegany, who recommends to the
shareholders of the acquired company to sell tlekst In a hostile bid, the
management of the acquired company is against ¢gaisation. The friendly bid is
cheaper, less risky and smootfrer.

However, other authors provide us with another wedydefining and classifying
mergers and acquisitions, as can be observed isulbgequent. We can approach this
issue taking into account three basic legal pro=iaf acquiring firms™®

-Merger involves the idea of absorption of onanfiby another one. The
acquiring firm holds its denomination and identitgd the acquired firm loses all its
assets and liabilities and, consequently, finistseactivity as a different business entity.
According to these authors, this concept is relébethe idea of consolidation. This is
the same as merger except that a new entity witrbated.

-Acquisition of stock. The main objective here aspurchase the firms” voting
paying cash, shares of stocks, or other securiftes.process is the same in most of the
cases. A private offer from a firm to another felled by the acceptance of the selling
firms” stockholders. Then by using a tender offeferred to asé public offer to buy
shares of a target firm, where the offer is comrmoat@d to the target firms’
shareholders by public announcementsiis can be accomplished

-Acquisition of assets. By acquiring other firmssets the acquiring company
can avoid the potential problem of facing the mityoshareholders that can happen in
an acquisition of stock.

We will not develop deeply the pro and cons of diog different approaches because
we think it is not required given our research toes By contrast, we would like to
make clear the difference of some factors betweenegger and an acquisition of
stock’, once it was distinguished above:

- There is no shareholder meeting in acquisitiostotk. If the shareholders of
the target firm do not accept the offer, they choase not to sell.

- Acquisition of stock is sometimes unfriendly. Digethis reason, the cost of
acquisition by stock is higher than by merging.

- It might occur that a minority of shareholderdlwpld out in a tender offer.

Therefore the target firm can not be completelyoalsd.

- Complete absorption must involve a merger. Sofrteeacquisitions of stock

end in mergers.

15p.S. Sudarsanarfthe Essence of Merger and Acquisitio(995), p.128
'® Ross/Westerfield/Jaff€orporate Finance”(2005), p. 797
7 Ibid, p. 798



2.2 Strategic alliance®

It is important to make a difference between stiatalliances and mergers and
acquisitions, since many times these concepts awdmp.

A strategic alliance is an agreement between twmanre companies that co-operate in
order to achieve some commercial objectives. Adienare different from mergers and
acquisitions since they are usually much largerrenttifficult to manage, and many
times the duration and the focus of the allianeerat known?

Well structured alliances can be a less expensieenative to acquisitions, but the
failure percentage is almost the same.

There are different types of strategic alliances:

- Supply or purchase agreement

- Agreement to provide technical services

- Management contract

- Marketing or distribution agreement

- Licensing

- Franchising

- Joint venture (sometimes is considered differémm other strategic
alliances§’

All these kinds of agreements are non-equity agessn The only case that can be an
equity agreement are joint ventures. The differdretgveen an equity agreement and a
non-equity one is that in an equity agreement ajoéwly owned company is created.
There are some critical factors that can lead ¢cstitcess of an alliance:

- The companies that make the alliance may havepnentary skills and
market positions.

- The market overlap between the companies shoaldsrball in order to
minimize a possible conflict of interest.

- The alliance has to be managed with a high degfeaitonomy, but with a
continued support from the companies that takeipahe alliance.

- There must be confidence between the partners.

- Cultural fit must be taken seriously into account

There are six guidelines that must be followedriteo to create a successful alliafite:

- Develop clear and common objectives.

- Ensure a proper alliance form.

- Determine the appropriate governance model.

- Anticipate conflicts.

- Establish a plan for evolution.

- Establish clear metrics for measuring the success

18 p.S. Sudarsanarfhe Essence of Merger and Acquisitio(995), p.280
Ypatricia Anslinger and Justin Jeri€reating Successful Alliances”

203, Fred Weston and Samuel C. WeatMerger and Acquisitions’(2001), p. 127
Zpatricia Anslinger and Justin Jeri€reating Successful Alliances”



2.3 Objectives of merger and acquisitions

There are two perspectives for understanding thectbes the companies have for
starting a merger or an acquisition: the maximiatperspective of shareholders’
wealth and the managerial perspectve.

In the first one, according to the shareholdersalithkemaximisation perspective, the

firm’s decision to merge or acquire another comparbased on the fact that companies
look for the maximisation of the wealth of the sHarlders. The maximisation of the

value of the shareholder takes place when the resept value of the investment is

positive.

According to the managerial perspective, managemstives for mergers and
acquisitions can be the nékt

- To increase the size of the firm since their i ®@atremuneration and power
depend on the firm size (the empire-building symazp?*

- To improve their managerial skills (self-fulfient motive).

- To diversify the risk and to avoid being acquiteg another company (job
security motive).

2.4 What does failure mean?

There are many points of view for answering thisgjion, but most of the researchers
conclude that an M&A fails when the acquirer compdoes not increase the value for
their shareholder. It also may happen when it do¢sichieve the financial, commercial
or strategic objectives.

2.5 Mergers and acquisitions” failure costs
There are some different failure costs of non ss&fte mergers and acquisitions:

-Lower share prices. In the last three decadesatbeage acquirer lost almost 4
per cent of its value. In firms by the issuance@idity, acquiring lost over 6 per cent of
its value?*According to a study carried out by DSdd“stockholders from acquired
companies win an abnormal sum of money (13% attbment of the announcement,
and 33.96% during the duration of the merger pragbds In the cases of bidder
companies, the case is the opposite, representimgsdor the shareholders of —7.22%
and —5.5% during the duration of the proposal.

-Decrease in profitability. According to a resdm conducted by Shenk,
“approximately 60% of the mergers result in lowedfitability for as long as seven
years post merger, comparing to a control groupah merger companies”.

%2 p 3. Sudarsanarflhe Essence of Merger and Acquisitio(s995), p.14

% |bid, p.16

24 Firth, M. “Takeovers, Shareholder Returns and the Theor@firm,” (1990), Quarterly Journal of
Economics, 44(2), 235-260.

% Denzil Rankine“Why Acquisitions Fail”,p. xxi

% Andrade, Mitchell, and SaffordA Journal of Economics Perspectives Rep¢2001)

%" Dodd P./Merger Proposals, Management Discretion and Statébr Wealth”(1980), Journal of
Financial Economics 8(2), 105-137



According to a study by David J. Ravenscraft anMFScherer, including 95 mergers,
the profitability after the merger was the followfft

All 95 tender offer targets -0.973%

25 companies taken over by acquirer -2.281%
incumbent management opposed

20 companies acquired by white Knights -0.558%

50 companies acquired in other tender -0.486%
offers uncontested by management

-The gain in productivity after a merger is almasto. According to a research
conducted by Antoinette Schodfirms that merge or acquire other companies suffer
from a reduction in the productivity. Although aggd plants increase their

productivity, the plants of the acquirer companffesua loss in profitability”*

The productivity in the eight months after the demi be reduced by a 50 per cént.

-The loss of market share. According to a studydoocted by Dennis C.
Mueller, “no support was found for the proposition that meng improve efficiency by
consolidating the sales of the acquired companiestheir most efficient product

lines”.3!

-Bad bidders usually become good targets for otimenpanies. About 40 per
cent of the firms that fail in the acquisition ofcampany become targets for other
companies? This is due to the fact that, most of the timés, firice of the stocks of the
bidder company gets down after the announcemean aicquisition, reducing the price
of the shares.

-Loss of executives in acquired companies, 47 @t of executives leave
within the first year, and 75 per cent leave witthia first three years.

This is a serious problem since this executivesesgmt the key people of the acquired
company, and without their help, the integratiomwa®n both companies becomes a
tough task. Apart from the loss of key employeksré is another consequence that can
occur if the integration process is not correcttgamplished, which is the employee’s
loss of motivation. If the merger is not communéchtproperly, and the objectives
underlined clearly, employees may experience sowmgbtd that can damage the
productivity of the company/

% David J. Ravenscraft, F.M Scherdrife after Takeover(1087), p. 149

29 Antoinette SchoarEffects of Corporate Diversification on Producti®i{2002) The Journal of
Finance 57 (6), 2379-2403.

0 Timothy J. Galpin and Mark HerndohThe Complete Guide to Mergers and Acquisitiof2§00), p. 2
%1 Dennis C. Mueller, University of Maryland, ColleBark and Federal Trade Comission

32 Mark L. Mitchell and Kenneth LehnJburnal of Political Economy(1990), vol.98, n°2

% Timothy J. Galpin and Mark HerndohThe Complete Guide to Mergers and Acquisitiof2§00), p. 2
34 Denzil Rankine“Why Acquisitions Fail”,p. 155



-The expected synergies for M&A are only reachre®0 per cent of the cases.
In most of the acquisitions, achieving the synesggenecessary to make the acquisition
succeed, since the price paid is related to thets@ated synergies. As we will explain
later, there are four different types of synergresrenue enhancement, cost reduction,
lower taxes, and lower cost of capital.

-Brand confusion. In many M&As, one or more of thrands are lost, and that
can generate some doubts between the customenshoédmpanied’

-Decrease in customer satisfaction. When two comgasio not success in the
process of merging, the final customer will be tingt who will suffer from this. This
happened with the merger between Aetna and U.Sthdaee, which lead to a decrease
of 40 percent in the profits of the new generated.

During the integration process, executives of theganies focus on the integration of
both companies and many times they forget to faousheir clients. The ability of a
company to access to the clients of the acquiretbemy depends on the reaction of the
clients and suppliers of the acquired company. tRersuccess of an acquisition, the
customers’ reaction must be positive.

2.6 Percentage of failures

There have been many researches that have triadalyze the percent of failure in
mergers and acquisitions. Many of them will be swarized in the next tati&

Table 2-1 Surveys showing that acquisitions doaulot value

Source Sample Time frame Per cent failed% Measureme

Michael Firth- Economic 224 1972-74 79 Share price in following four

Journal, 89 (1979) years

Byrd & Hickman 128 1980-87 66 NA

Mckinsey 116 Completed 1987 61 Cost of capitahieé years

Mitchell/EIU 150 1988-96 70 Would not buy againl{se
assessment)

Mark Sirower, The Synergy 168 1979-90 65 Absolute returns for up to

Trap four years

J P Morgan 116* 1985-98 44 Excess return relatecal
market

AT Kearney 115 ** 1993- 96 58 Share price relative
industry index after three
years

Mercer Management consulting 150 Completed 1995 57 Share price relative to
industry index after three
years

Coopers & Lybrand 125 Completed 1996 66 Revenwesh) tow,
profitability

Mercer Management 215 Completed 1997 48 Share @iatve to
industry index after three
years

KPMG 107 1996-1998 53 Share price relative to

industry index

*European acquisitions; ** Global mergers

% Timothy J. Galpin and Mark HerndohThe Complete Guide to Mergers and Acquisitiof2§00), p. 2
% Denzil Rankine“Why Acquisitions Fail”,p. 73
3" Timothy J. Galpin and Mark HerndohThe Complete Guide to Mergers and Acquisitiof2§00), p. 2

3 |bid, p. 3

39 Helen Anderson, Virpi Havila, Joham HolstréfAre Customers and Suppliers Participants of a

Merger or Acquisition?”p.1

“0 Denzil Rankine“Why Acquisitions Fail”,p. xxi



2.7 Why do mergers and acquisitions fail?

The reason for including this point inside the tieical review is that our purpose is to
analyse what other authors have written aboutdipie, and through our study, verify if
these ones are the real reasons, and find out sthe arguments that have not
previously been considered by other authors.

Mergers and acquisitions can fail for many reasme can see in the subsequent:

-Target management attitudes and cultural diffeeen€he culture of a company
is the set of beliefs, assumptions and acceptesk raf conduct that defines how a
company work$?

According to a survey carried out by Coopers andragd in 1993, focused in the UK’s
top 100 companies, this one is the main reasofafture cited by top managers (85 per
cent)¥

Culture difference refers to the way the decisiarestaken in the acquirer and acquired
companies. Many of the managers of acquirer comgafelt that the managers of
acquired companies lost self-motivation and engegurial instincts. In most of

transactions, the acquirer company imposes itsur@ilto the acquired company.

Although this strategy can work sometimes, mostheftimes this is a perfect way of
destroying valué®

-No post-acquisition integration planning. Integratplanning is needed since
integration between the acquirer and the acquimdpany depends on the ability of
integrating the two companies. An integration piameeded in order to achieve the
synergie$®. According to the same Coopers and Lybran’s stthiy,is the second most
cited reason for failure.

In every deal where there is a need of incorpagatimployees into new processes and
objectives, the integration planning process shdgin at the same time as the due
diligence proces¥.

This integration plan should includ@:

- A review of the strategies of the two compantesrider to ensure that the deal
makes sense.

- Develop a vision and common goals for the resglotompany.

- Develop integration goals and a schedule foreashg these goals, and use
them for communicating successes to the employees.

- Establish operating principles and critical ssscéctors in order to enhance
the firms” core values and make the philosophyhef firm clear for all the
employees.

*1 Max M Habeck, Fritz Kréger, Michael R Tratfter the Merger’(2000), p.84

“?p S. SudarsanartiThe Essence of Merger and Acquisitiof995), p.231

3 Max M Habeck, Fritz Kroger, Michael R Tratfter the Merger’(2000), p.81

*4 Denzil Rankine“wWhy Acquisitions Fail”,p. 155

;‘Z Teresa A. Daniel and Gary S. Metcélfhe Management of People in Mergers & Acquisitions. 65
Ibid, p. 66



-Lack of knowledge of industry or target firm. TtHkeowledge includes issues
like examination of manufacturing facilities, pratwlesign facilities, rejections rate,
marketing net works, profile of key people and pratiVity of the employee¥’

The acquirer company needs to know how the targetpany works, its competitive
advantages and the critical success factors faewoly revenues.

The next graphic shows the belief of most of thguarers that they should have studied
the market more closefy.

Fig 2.1 Most of acquirers believe that should hstuglied the market more closely

Most acquirers believe they should have studied the
market more closely
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Source: AMR International, 2001

-No prior acquisition experience. This fact must ¢ensidered when one
analyses the causes of failure of a merger or guisition. It is important to know if
the acquirer company has previous experience iniaeg other firms. From previous
errors and successes, companies can learn imptasanns for other acquisitiofis.

- Following a wrong strategy. If a company is fallag a wrong strategy, the
possibilities of acquiring the wrong company arechibigger® The chances for
success in a transaction increase when the acqogempany focuses on known
industries and countriés.

-Do not consider other options. Sometimes managi@rsot consider alternative
options for a merger or an acquisition. The différalternatives to merge or acquire
depend on the objective followed. If the objectiv¢he growth of sales, the alternatives

*" Hariharan, P.S. Pitfalls in Mergers, Acquisitions and TakeoversZ/&f Merger Failures)”(2005),

The Management Accountant, 40(10), 763-766.

“8 Denzil Rankine“Why Acquisitions Fail”,p. 52

*9 Sudarsanam, S. and A.A. Mah&t®lamour Acquirers, Method of Payment and Post-Asitjon”

(2003), Performance: The UK Evidence, Journal ¢fiBess Finance and Accounting, 30(1-2), 299-341.
*0 Denzil Rankine“Why Acquisitions Fail”,p. 52

*1 |bid, p. 20
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of merging are joint ventures or organic growtlthe reason is to improve earnings, the
alternatives might be to divestiture of efficienmeasures. When the objective is to
reduce dependence in one business sector, theatiters may be to build smaller areas
or test new areas. Sometimes the reason for meigit@yinvest the excess of cash. In
those cases, the alternatives can be joint ventore®turning cash to the owners.
Finally, if the objective is to improve the managemof the company, the alternatives
can be board decisions and the use of consuftants.

-Overestimate potential synergies
“There are some synergies here for sure. | dondvknvhere they are yet. To say that
now would be an idiot’'s game”

Barry Diller, commenting on QVC’'s proposed
strategic acquisition of CBS in 1994

The reason for acquiring companies is the assumgtiat both companies, working
together, will increase the value for the shareéwsdThe net present value (NPV) of an
acquisition equals to the synergy less the prenpait:
NPV = Synergy — Premiuth
While synergy can be define as,
Synergy = Vab — (Va + VB
Where:
Vab = Value of combined firm
Va = Value of company A
Vb = Value of company B
Thus, ‘the difference between the value of combined fWab) and the sum of the
values of the firms as separate entities is theigynfrom the acquisition, while Va and
Vb can be obtained by observing the market pridce@®butstanding securities
If the real synergy is not as big as expected, nid#ipg on the premium that it is paid,
the net present value of the acquisition can beatneggy and this is something that
usually occurs.

-Paying too much. This failure is related to thenfer one. If the price of the
premium is higher than the value of the synergles) the net present value is negative.

One of the reasons pointed out by some authorpdging too much is that during a
competitive bidding situation, a company can tengay more?>

*2 Denzil Rankine“Why Acquisitions Fail”,p. 95

>3 Mark K L. Sirover., The SynergyTtrag(1997), p. 20

>4 Ross/Westerfield/Jaff&Corporate Finance”(2005). p. 802

5 Roll, R.,“The Hubris Proposition of Corporate Takeove($986), Journal of Business, 59/2, 197-216.
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The next table shows the premiums that have bagilygaid during the 90%.

Table 2.2 Percent premium offered 1990-1999

Year Average Median
1990 42 32

1991 35.1 29.4
1992 41 34.7
1993 38.7 33

1994 41.9 35

1995 44.7 29.2
1996 36.6 27.3
1997 35.7 27.5
1998 40.7 30.1
1999 43.3 34.6
Mean 40 31.3

Source: Mergestat Review

Not always paying a high premium means that thermeis going to be lower. As we
can see in the next table, there are many exartié¢show that bigger premiums have
brought higher returri¥. The reason that explains this fact is that evemé company
pays a higher premium than another company, thergies can be higher, creating
more value for the shareholder.

Table 2.3 Low premium deals with low returns

Acquirer's name Target’s name Premium One-year
market return
Marshall & llsley Valley Bancorp 19% -17%
Ceridian Comdata Holdings 19% -16%
Durco international BWI/IP 14% -17%
3com U.S. Robotics 13% -46%
Bergesen Havtor 11% -21%
AT&T McCaw Cellular 11% -17%
Communications
Dresdner Bank Kleinwort Benson 10% -16%
Washington Mutual Great Western 6% -9%
Financial
Advanced Micro Devices NexGen 5% -59%
Ultramar Diamond Shamrock 1% -18%

6 J. Fred Weston and Samuel C. Weatherger and Acquisitions’(2001), p. 83
" Harvard business school predsarvard Business Review on Merger and Acquisitfo(@001)p.49
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Table 2.4 High-premium deals with high returns

Acquirer's name Target's name Premium One-year market
return
Allegheny Ludlum Teledyne 115% 33%
First Bank System U.S. Bancorp 85% 12%
Northorp Grumman 65% 12%
Healthsouth Surgical Care 61% 30%
Affiliates
Praxair CBI Industries 49% 49%
Crompton&Knowles Uniroyal Chemical 45% 7%
Williams Companies Transco Energy 43% 19%
CAN Financial Continental 39% 48%
Corporation
Kvaemer Trafalgar House 35% 15%
Frontier ALC 34% 4%

Communications

-Wrong management of the integration. If managersiat manage to integrate
the two companies in the new strategy, the consegueill be a failure. There can be
some reasons for not achieving this goal, like argmmmunication, wrong steps for
the implementation of the change, underestimatidhe scale of the task and a lack of
clear leadership®

-lgnoring customers during the integrafldnThey are the essential part of a
company. During an integration process, the riskoofising on the internal part of the
company and forgetting that the ones who keep ahgany alive are the clients exists.

-Do not examine the financial position. Before angg a company, an audit of
the target company should be done in order to dolaluable information relating
some issues as value and quality of the receivaliligation problems, et®®

-Incomplete or inadequate due diligence. Due diegeshould be done in order
to avoid some problems after the acquisition obmgany. A due diligence identifies
problems which should be resolved in order to aghite success of the acquisition. It
also provides a forecast of the business perforenamcl provides information on the
way a company is positioned and manaffed.

2.8 Why do some mergers and acquisitions succeed?

We have mentioned that most of the mergers andistiqos fail in their objective of
creating value for the shareholders. There are measons that can contribute for the
failure of an acquisition, but there are some camgsmthat succeed in the acquisition
process. Which are the reasons for being succ@ssful

*8 Denzil Rankine“Why Acquisitions Fail”,p. 145

*9 |bid, p. 213

%Arnold, G.,“The Handbook of Corporate FinanceA Business Comparison to Financial Markets
Decisions and Techniques, (2005), Financial TirResntice Hall.

®1 Denzil Rankine“Why Acquisitions Fail”,p. 87
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- A detailed post acquisition integration plan, @cting to the study of Coopers
and Lybrand, which was commented before. This v&snbain reason cited by the
executives of the top 100 UK’s companies (76 pet akthe executivesy

This plan should be focused on the need of the @yapk of working together for
fulfilling the objectives of the new company.

-Speed of the integration. If the integration isc§ly accomplished, there are
more chances of success. The key members of thedmpanies should be devoted to
the integration process and focused on the importacts for succeeding in the
acquisition®®

-Clarity of acquisition purpose. According to thedy of Coopers and Lybrand,
this is the second most answered reason for sudéelks objectives of the transaction
are clear, employees will be able to adjust thewesefaster to the new objectives and in
a better way.

-Good cultural fit. This is the third reason, aating to the study of Coopers and
Lybrand.

The next figure is very illustrative to represdmt thances of success depending on the
cultural gap>* The lower the cultural differences are, the bigherchances of success.

Fig. 2.2 Chances of success depending on the alijap
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70%
60% M Failure
50% [ Neither
40% W Sucess
30%
20%
10%

0%

Very different Different Close

Source: AMR International, 2001

When the two companies serve very different markbesbest choice is to keep the two
different cultures as they were before the integnatwWhen the two companies need to
be completely integrated, they should create a camg culture taking the best things
of each culturé&®

2P S. SudarsanartiThe Essence of Merger and Acquisitior(¢995), p.231

% Teresa A. Daniel and Gary S. Metcélf,he Management of People in Mergers & Acquisisign
p.202

% Denzil Rankine“wWhy Acquisitions Fail” (2001)p. 205

85 Max M Habeck, Fritz Kréger, Michael R Tratfter the Merger’(2000), p.81
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-High degree of target management co-operatiors fdason was cited by the
47 per cent of the executives. For the success todresaction, the managers of the
acquired company have to collaborate in the integraof both companies. This is
really difficult to carry out since many times egmblems can surge, or other type of
problems like being afraid of losing their jobs.

-Knowledge of target and its industry. This is fifth most important reason
according to the same study (it was mentioned bgeticent of the interviewees).

Companies that are working in the same industrymake money in a wide range of
ways. The different companies can focus on differempetitive advantages. The
acquirer company has to know fairly accurately libe/target company works and the
industry where they work. If the acquirer companysleads in doing this, the

consequence can be a faillfe.

2.9 Sources of synergy from M&A’

There are four main sources of synergies: revenbhareement, cost reduction, lower
taxes, and lower cost of capital.

-Revenue enhancement. The key idea that we ardogé@wg here is that a combined
firm will obtain higher revenues than both firmsnking as individual. There are three
main reasons why this revenue enhancement is azhiawarketing gains, strategic
benefits and market power:

- Marketing gains, due mainly to a former ineffeetimedia advertisement and
an increase of the same during the process of M&A.

- Strategic benefits. The thing is that the firml e well positioned in the new
and changing environment after a merger or an atigui. The company aims
to take a competitive advantage.

- Market or monopoly power. When a company acquaresther one in order to
increase monopoly profits, prices can be increaséulvever by doing this

practice the competition is reduced and the costaiaiéected. That is why this
is not allowed by the different Competence Reguja@ommissions.

-Cost reduction. Efficiency is the key word hereithih the successful mergers, the is
the reason why most of them succeed. Firms willoagdish greater operating
efficiency by lowering costs in different ways:

- Economies of scale. This is a very familiar cqridbat can be summarized as
the decrease of the average cost of productiortalae increase in the amount
of production. This concept is usually related ¢oizontal mergers.

- Economies of vertical integration. Some travemnpanies acquire leisure, car
rental, airlines, and hotels companies to closemihele process in a determined
industry.

- Elimination of inefficient management. It canteached by integrating related
activities within a process, obtaining fewer batdeks and waiting times and
mechanizing different process of production.

® Teresa A. Daniel and Gary S. Metc4fhe Management of People in Mergers & Acquisitiqns199
67 Ross/Westerfield/Jaff&orporate Finance”(2005) p. 802-806
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- Complementary resources. For instance a sky-awnp store would like to
merge with a golf one. They could use the existegpurces and produce more
sales in both the winter and the summer seasorechigving a better use of
store capacity.

- Lower taxes. Tax gains motivate a great numbeaagfuisitions. There are several
ways of decreasing taxes:

- The use of tax losses from net operating lod$as.known that if two firms
merge they will pay lower taxes. If they remain agpe this advantage of
potential tax losses is not possible. But thisesisuregulated by the federal tax
law in USA for instance.

- The use of unused debt capacity. In finance daaty is familiarized with
Modigliani and Miller Prepositions, which involvéhd idea of the optimal
capital structure. When referring to capital stuwetit is assumed to talk about
debt-equity ratio for non-familiarized readers. will be optimal when the
marginal tax benefit from additional debt is equeathe marginal increase in the
financial distress costs from the additional deWdten financial distress can be
explained as the pressure that a firm must face,tduhe high leverage ratios,
which is a risk that put pressure and uncertaitha firm and consequently
might involve bankruptcy. In many cases, when firmerge the cost of
financial distress is lower than the sum for the sgparate firms because of the
diversification. Therefore, after a merger or amjuasition firms are able to
increase its debt-equity ratio with a higher psobecause additional tax benefits
are created.

- The use of surplus funds. If firms have free ctsWs, there will be several
ways to spend them. By paying dividends and byrmyheir own shares and
then acquiring shares from another firm, for ins@ar\WWhen a firm decides to do
the latter, there will be two goals carried outskithe firms” shareholders avoid
taxes from dividends that would have been paid.edweer, the firm save money
paying lower corporate taxes on dividends receifredh the acquired firms’
shares because 70 per cent of the received dividecmime is excluded,
according to different regulations.

-Lower cost of capital because of the economiescafe accomplished when issuing
securities in a merger. The costs of issuing betht dnd equity are lower for larger
issues than for smaller.

2.10 Why merge or acquire another company if so mandeals fail?

There may be many reasons, but the most importanth@se when a merger or an
acquisition can give the opportunity to a reallg bnd fast growth and can improve the
profitability if the transaction is well dorfé.

Most of the times, the reasons expressed by emgdofge acquiring a company are the
growth in sales, growth in earnings, reduce theeddpnce in one business segment,
invest the excess of cash and improve the managerhire acquired compariy.

% Teresa A. Daniel and Gary S. Metc4fhe Management of People in Mergers & Acquisitipns 10
% Bruce Lloyd,“Creating Value Through Demergers Buyouts and Alies”, p. 168
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As an example of two different motives for mergse, can take the cases of Cisco and
Exxon.®

Between 1993 and 1999, Cisco acquired 43 companjgsosing a total of $20 billion.
These ones involved growth and expansion strategies

The merge between Exxon and Mobil was worth $8lohil In this case, the petrol
industry is a mature sector. The objective wasnirease market share, decrease
competition, and improve efficiency.

2.11 Trends in merger and acquisition activity*

