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1
Mergers and acquisitions
1.1
Methods of mergers and acquisitions
Business combinations may be mergers or acquisitions.  Although the terms are used loosely to describe a variety of activities, in every case the end result is that two companies become a single enterprise, in fact if not in name.
Whether by merger or by acquisition, the end result may be achieved by:

· transfer of assets

· transfer of shares

The two methods are summarised below.

Transfer of assets and transfer of shares

	
	Transfer of assets
	Transfer of shares

	Acquisitions

(B takes over A)
	B acquires trade and assets from A for cash.  A is then liquidated, and the proceeds received by the old shareholders of A.
	B acquires shares in A from A’s shareholders in exchange for cash.  A, as a subsidiary for B, may subsequently transfer its trade and assets to its new parent company (B).

	Merger

(X and Y merge to form Z)
	Z acquires trade and assets from both X and Y in return for shares in Z.  X and Y are then liquidated and the shares in Z distributed in specie to the shareholders of X and Y.
	Z acquires shares in X and Y return for its own shares.  X and Y as subsidiaries of Z may subsequently transfer their trade and assets to their new parent company (Z).


Other names that are used are takeover (=acquisition) or amalgamation or uniting of interests or pooling of interests (=merger).

1.2
Rationale for growth by acquisition
As in other areas of the financial strategy syllabus the ultimate justification of any policy is that it leads to an increase in value, ie it increases shareholder wealth.  As in capital budgeting where projects should be accepted if they have a positive NPV, in a similar way mergers should be pursued if they increase the wealth of shareholders.

Suppose firm A (the acquirer) has a market value of £2m and it buys firm B, market value £2m, at its current market price.

If the resultant new firm AB has a market value in excess of £4m then the combination can be counted as a success, if less it will be a failure.

Essentially, for a successful combination we should be looking for a situation where:



Market value of
>
Market value of A + Market value of 

combined companies (AB)

If this situation occurs we have experienced synergy, that is, the whole is worth more than the sum of the parts.  This is often expressed as 2 + 2 = 5.

It is important to note that synergy is not automatic.  In an efficient stock market A and B will be correctly valued before the combination and we need to ask how synergy will be achieved, ie why any increase in value should occur.

1.3
Sources of synergy
· operating economies

· financial gains

· market power

· others

1.4
Synergy from operating economies
Synergistic gains are not automatically received.  They must be actively created.
· Economies of scale – Horizontal combinations (acquisitions of a company in a similar line of business) are often claimed to reduce costs and therefore increase profits due to economies of scale.  These can occur in the production, marketing or finance areas.  Note that these gains are not automatic and diseconomies of scale may also be experienced.

· Economies of vertical integration – Some acquisitions involve buying out other companies in the same production chain, eg a manufacturer buying out a raw material supplier or a retailer.  This can increase profits by ‘cutting out the middle man’.

· Complementary resources – For example, combining a company specialising in research and development with a company strong in the marketing area could lead to gains.

· Elimination of inefficiency – If the victim company is badly managed, its performance and hence its value can be improved by the elimination of inefficiencies.

1.5
Financial Synergy 


Several financial arguments are proposed in this area.

· Diversification – The argument goes that diversification normally reduces risk.  If the earnings of the merged companies simply stay the same (ie no operating economies are obtained) there could still be an increase in value of the company due to the lower risk.

· Diversification and financing – If the future cash flow streams of the two companies are not perfectly positively correlated then by combining the two companies the variability of their operating cash flow may be reduced.  A more stable cash flow is more attractive to creditors and this could lead to cheaper financing.

· The ‘boot strap’ or P/E game – It is sometimes argued that companies with high P/E ratios are in a good position to acquire other companies as they can impose their high P/E ratio on the victim firm and increase its value. 

Example

The following data are available.

	
	Company A
	Company B

	(a)  Earnings available to shareholders
(b)  PE ratio

(c)  Market capitalisation (a) x (b)

(d)  Number of shares

(e)  Value per share  c
                                 d
	£0.2m
10

£2m

1m

£2
	£0.4m
5

£2m

1m

£2


Assume company A decided to buy company B at market value on a share for share basis.  This would involve the issue of 1m new shares by company A.  The resultant group (assuming no synergistic effects) would look something like this:
	
	AB

	Earnings available to ordinary shareholders

Number of shares

Earnings per share
	£0.6m

2m

£0.3


The value per share will depend upon the P/E ratio set by the market.  Both parties would hope that the market would continue to apply A’s P/E ratio to the combined company.  This would lead to a share price of:

EPS x P/E ratio = 30p x 10 = £3

and a market capitalisation of £3 per share x 2m shares = £6m.
This is an overall increase in value of £2m (over the value of the two companies prior to the merger) and would benefit both sets of shareholders.
The question we need to ask is ‘In an efficient market why should this occur?’

The low P/E ratio given to B presumably reflected its high risk or poor growth prospects.  Why should the market change its mind simply because ownership has changed.

It might do so because of likely future operating economies, but not simply because A has a high PE ratio.  The moral is clear – a higher P/E ratio in the acquiring company in itself is not the cause of any increase in value.  In an efficient market increases in value will be caused by other benefits.

If no other benefits are forthcoming the new P/E ratio will simply be the weighted average of the individual PE ratios ie:

(Earnings of A x P/E ratio of A)  +  (Earnings of B x P/E ratio of B)




Earnings of A + B

=  (0.2m x 10) + (0.4 x 5)  = 6 ⅔
          0.2m + 0.4m

The combined market capitalisation of A and B would then be:

30p x 2m shares x 6 ⅔ = £4m ie no gain to shareholders.

· Other financial benefits – These largely revolve around the elimination of inefficient financial management practices.  Examples include the following.

-  Buying low geared companies with good asset backing in order that they may be geared up to obtain the benefit of the corporation tax shield on debt.

-  Buying companies with accumulated tax losses in order that they may be offset against profits of the acquiring company.

1.6
Other synergistic effects
· Surplus managerial talent – Companies with highly skilled managers can make use of this resource only if they have problems to solve.  The acquisition of inefficient companies is sometimes the only way of fully utilising skilled managers.

· Surplus cash – Companies with large amounts of surplus cash may see the acquisition of other companies as the only possible application for these funds.  Of course, increased dividends could cure the problem of surplus cash, but this may be rejected for reasons of tax or dividend stability.

· Market power – Horizontal combinations may enable the firm to obtain a degree of monopoly power that could increase its profitability.  Removing competition from a market in this way could attract the attentions of the competition authorities eg the Competition Commission in the UK, who could rule the acquisition unlawful.

· Speed – Acquisition may be far faster than organic growth in obtaining a presence in a new and growing market.

1.7
Why a company may want to be acquired

Many acquisitions are by mutual agreement, so small companies being acquired may welcome such a move.  There are a number of possible reasons.

· Personal – eg to retire, for security, because of the problem of inheritance tax.

· Business – an expanding small company may find that it reaches a size where it is impossible to restrain growth, but funds or management expertise are lacking.

· Technical – increasing sophistication presents a problem for the small company eg:

(a)
cost of research and development may be prohibitive

(b)
inability to employ specialised expertise

(c) inability to offer a complete range of services or products to customers

1.8 
Gains from mergers
Acquisition is a popular route to growth and we have noted several arguments to justify expansion based on acquisition.  We have also seen that many of these arguments are suspect.

Research in this area has two major conclusions.

· Value or synergistic gains are in practice quite small.

· Bidding companies usually pay a substantial premium over the market value of the victim company prior to the bid.

The implications of these findings are quite significant and may be demonstrated by returning to the example of our two companies, A and B, both having a market value of £2m each in isolation.

Let us assume that when these are combined a small amount of synergy is obtained and their combined value rises to £4.5m
Let us further assume that to acquire B’s shares A has had to pay a premium of £1m ie total cost of B is £3m.
The benefit/(cost) of the takeover to A’s shareholders is as follows:
	
	£

	Market value of AB

Original value of A

Price paid for B

Loss
	4.5m

(2.0m)

(3.0m)

(0.5m)


This loss will be to the cost of the acquiring company shareholders but to the benefit of the victim company shareholders (as they received the £1m premium).

This in fact reflects the overall conclusion of research in this area:  the consistent winners in merge and acquisitions are victim company shareholders.  The consistent losers are acquiring company shareholders.

1.9
Causes of failure of business combinations
Reasons advanced for the high failure rate of combinations are the following.

· Over-optimistic assessment of economies of scale.  Such economies can be achieved at a relatively small size.  Expansion beyond the optimum results in disproportionate cost disadvantages.

· Inadequate preliminary investigation combined with an inability to implement the amalgamation efficiently.

· Insufficient appreciation of the personnel problems that will arise.

· Dominance of subjective factors such as the status of the respective boards of directors.

· Difficulty of valuation.  In the Decca/Racal/GEC case of some while ago, Racal’s original £65 million bid for Decca was approved by the Decca chairman and by 30% of the voting shares.  After the intervention of GEC, Racal eventually took control with a bid in excess of £100 million.  Such a large gap between the original and final valuation indicates the kind of variation in measures of value that can exist.

Perhaps the fact that acquisition is often favoured as an alternative to expansion by other means implies a tendency towards laziness in management.  It is probably considered easier to acquire an existing business rather than to subject oneself to the discipline of seeking and justifying more difficult investment projects.  Furthermore, the high level of redundancies evidenced in larger groups indicates that mergers and acquisitions create a situation where rationalisation (which would otherwise be shirked) may be carried out more acceptably.

1.11
Conclusions on growth by acquisition
· Not all combinations are failures; some in fact are very successful.  On average, however, research shows that expansion based on merger and acquisition seems to bring few value gains to acquiring company shareholders.
· Combinations, however, are often in the interests of managers.  They view success in a different light from shareholders and are often more concerned with the job security and career prospects brought by sheer size.

· There are alternatives to growth by acquisition.  It is sometimes argued that as markets become more global, mergers are required to allow companies to be large enough to compete.  For example, telecommunications companies need to be very large to support the required research and development overhead.  Other industries have, however, found ways round this problem.  Joint ventures in the car industry between Honda/BL and Ford/Mazda are examples of alternatives to merger.
2
Preparing the case for acquisitions (or mergers)

2.1
Information required for appraisal of acquisitions or mergers
In considering an acquisition, clearly the first objective is to examine the prospect closely from both a commercial and financial viewpoint.  In general businesses are acquired as going concerns rather than the purchase of specific assets.  Areas requiring scrutiny are:-

Organisation

Clearly, businesses are about people, and their quality and organisation requires examination. Further, comparison needs to be made with existing group remuneration levels and pensions, to determine the financial impact of their adoption, where appropriate, on the acquisition.

Sales and marketing

Additional information should be obtained that will provide a detailed assessment of the market and customer base to be acquired, including:

· Historic and future sales volumes by product and area

· Market position, including customers and competition for major product groups

· Normal trading terms

· Historic sales and promotions expenditure by product group

Production, supply and distribution

Information would be required on:

· Total capacity and current usage levels

· Need for future capital investment to replace existing assets, or meet expanded volume requirements

Technology

An analysis should be made of the technical assets acquired (including those for R&D), and their past and potential future maintenance costs.

Accounting information

Basic financial analysis would require:

· list of all companies in business acquired, and legal structure

· company searches for all companies

· historic consolidation and individual company accounts

· detailed explanation of accounting policies

· explanation for any exceptional or other non-recurring income or expenditure

· explanation of major fluctuations in sales, gross margins, overheads and capital employed.

Treasury information

The following information will be useful in planning the financial absorption of the business into the acquiring group:

· amounts and terms of, and security for, bank facilities and all other external loans and leasing facilities (including capitalised value, if not capitalised)

· details of restrictive covenants and trust deeds for such facilities

· details of guarantees and indemnities given for financial bonds, letters of credit, etc

Tax information

The acquirer needs to be able to identify any potential tax assets (eg utilisable losses) and liabilities (eg likely payments of tax not provided), which will assist in pricing and structuring the transaction having regard to the vendor’s tax position.

Other Commercial/Financial Information

This relates primarily to a better understanding of the capital structure and shareholdings to be acquired, and any potential financial liabilities overhanging the acquired company, of which the most significant may well be underfunded pension schemes.
For example:

· Details of ordinary and preference shareholders, with amounts held by each class, and voting restrictions if appropriate, together with share options held and partly paid shares

· Contingent liabilities, including litigation, forward purchase or sales contracts, including capital commitments and loss-making contracts not otherwise provided for

· Acturial assessment of current pension funding, with assumptions

· Details of important trading agreements

3
Acquisition consideration and terms
3.1
Introduction
In general a purchaser and a vendor will need to agree on three basic issues in regard to an acquisition:

· whether shares or assets are to be purchased

· financial value

· type of consideration

3.2
Share or asset purchase
The shares or asset purchase does not generally arise when public companies are acquired, but with the purchase of private companies it will usually turn on the following points.

(a)
An asset purchase will enable the purchaser to claim tax allowances on certain assets acquired, principally fixed assets other than land.  A purchaser would generally favour an asset purchase, since he would then be entitled to capital allowances on the assets acquired.

(b)
A share purchase is much more complicated, principally because of all the actual and contingent liabilities attaching to a company, as opposed to the underlying assets in the business, which can be sold separately from such liabilities.

3.3
Financial value
The financial value of the business is clearly a matter for bargaining between the vendor and the acquirer.  In so doing the following points will be taken into account.

· If the acquisition is for shares, any borrowings within the company would need to be added to the cost of the shares in computing the final consideration for the company.  The combined consideration would then represent the financial value of the underlying assets concerned, and would normally be the price on which the investment appraisal for the acquisition would be based.  Thus, total consideration for a company whose shares are valued at 200, and whose internal borrowings are 100, is in reality 300.

· Tax liabilities or advantages to the vendor or acquirer.  The structure of the acquisition clearly affects the tax position of both parties, and there may be other tax assets or liabilities (eg tax losses carried forward) that are additions to the commercial value of the business.  These would affect the overall value of the business.

· Debt consideration bearing below market interest rates, either by way of consideration (see below) for shares, or existing internal borrowings acquired with the business.  The present value of the difference over the life of the borrowings between the going market interest rate and the actual rate on the borrowings concerned is generally deducted from the total consideration.

Thus, where the total consideration is nominally 500, of which 300 is a loan, the interest rate on which is 7% (when the market rate is 10%) and the after-tax present value of the difference between the two interest rates is 10, the total consideration could be taken to be 490.

3.4
Type of consideration 

The consideration, can be satisfied in a combination of several alternatives a follows:

· cash

· debt

· preference shares
· ordinary shares

The value of ordinary shares issued is, generally speaking, based on their market value at the time of issue.  In principle, the issue of shares is no more expensive to the purchaser than cash or debt consideration, despite the implicit difference in the cost of equity and debt.  The reason for this is that, in general, projects, whether internal or external (ie acquisitions) should be considered to be financed from a ‘pool’ of financial resources based on the optimum relationship between debt and equity, and basing the appropriate hurdle on the ‘blended’ cost of such a pool.

If equity is issued as consideration for a project, the change in the debt/equity ratio resulting is usually considered to be temporary, and the group will subsequently make appropriate adjustments in the level of debt in order to optimise the ratio.  Adjustments would equally have to be made where debt rather than equity is issued.

There are, however, certain complicating factors which require to be borne in mind and may go against the use of such shares.

· Temporary depression of share price – The vendor may be getting the shares cheap.
· Dilution of existing shareholders’ interests – This will be a problem where the acquirer has a limited number of major stakeholders who may not, for control or other reasons, wish to see their interests diluted.

· Difficulty of existing shareholders’ interests – This will be a problem where the acquirer has a limited number of major shareholders who may not, for control or other reasons, wish to see their interests diluted.

· Difficulty in valuing shares – Unquoted companies may have difficulty in establishing an appropriate price.
· Maintenance of debt/equity ratio – If the change in the equity base is large in relation to the pre-acquisition level of equity, it may be difficult to get back to an optimum debt/equity ratio.

If the acquiring company is currently short of cash, but the acquired company is cash-generated, or if the acquiring company wants to place continuing conditions on the acquired company post-acquisition (normally that key employees should stay), then the consideration can be structured as an earn-out arrangement rather than all being paid in cash up-front.  For example, the acquiring company might agree to pay £10 million immediately for 100% of a target company’s shares, followed by annual payments of 20% of the acquired company’s profits in excess of £500,000 for the next three years.  The idea is to motivate the acquired company to maximise its profits after the acquisition, rather than relaxing under its new owners.
4
Competition regulations
4.1
EU competition rules

The European Union (EU) has rules to ensure free and fair competition throughout the European single market.  Companies must bear these rules in mind when planning an acquisition or merger, since the penalties for non-compliance are severe, including fines of up to 10% of turnover.

Examples of anti-competitive agreement would be:

· agreeing with other market participants to fix the selling prices of goods or to limit production quantities

· agreeing to dividing up markets so that each market participant has a stated market share

· agreeing to apply different trading conditions to equivalent transactions, thereby placing some parties at a competitive disadvantage.

An agreement is unlikely to be investigated by the authorities unless the combined market share of the parties involved exceeds 25%.

Examples of abuse of a dominant position would be:

· imposing unfair selling prices

· limiting production quantities to the prejudice of consumers

· applying different trading conditions to equivalent transactions, thereby placing certain parties at a competitive disadvantage.

An undertaking is unlikely to be considered dominant in a market unless it has a market share of at least 40%.

5
Defence against a bid
5.1
Management attitude to a bid
Every company is potentially subject to takeover, and clearly, as with any asset, there will be a price at which the owners (shareholders) may be induced to sell their shares.

A problem arises, however, where a publicly quoted group, with a widely spread shareholding, receives an unwelcome (‘predatory’) bid, with the clear objective of buying the group at a price below the value that management puts on it.  It is important to emphasise that this is a management, as opposed to shareholders’, view, since presumably the latter, if they are induced to sell, will be happy with the transaction, on the willing buyer, willing seller assumption.
It is also important to determine management’s motives in defending a bid strongly, ie whether its intention is genuinely to obtain the best price for the shares, and prevent them being sold below their intrinsic value, or merely to maintain the company’s independence at any price – which may not be the best solution for shareholders.
5.2
Non-financial considerations
Two further reasons for strong resistance arise from time to time, regardless of the financial benefits to shareholders.

Monopoly – this is generally defined by reference to laws regulating market shares.

Employee interest – It is occasionally argued that employment will be more secure if the company remains independent than it would be under a new employer whose objectives may be major rationalisation/divestment, which may include reductions in the workforce.

5.3
Reasons for predatory bids
The circumstances under which a predator may seek to buy a group at less than full value are usually as follows.

· The share price is depressed.

· The company’s market value being below the net value of its shareholders’ funds.

· The company’s price/earnings ratio being below, or its yield being above that for its sector.

· The company’s prospects are better than the share price would indicate.  A period of fluctuating profits may be about to be followed by a good recovery.  A predator might recognise this before it became apparent to the stock market as a whole, and seek to capitalise on the opportunity.

· The company occupies a strong position in one or more markets.  The predator may see the acquisition of the company as a unique opportunity to purchase a major market share.

The purpose of corporate defence is, therefore either to obtain a full and satisfactory price from an unwelcome bidder, or to ward off the bid, and remain independent.

5.4
Strategic defence
The principal aim of strategic defence is to try to eliminate, as far as possible, the attractions of the company to a would-be predator.

· Share price maximisation – A depressed share price, either from fundamental business difficulties, or where a recovery may be shortly forthcoming which has not yet been recognised by the market, is a major attraction for predators.  The fundamental causes of a depressed share price are poor or patchy profitability, however measured, and/or uncertainties about the future of the company.
Clearly a vital management objective is to maximise return on investment in whichever way this is defined.  It is often possible to enhance this return by identifying assets or business units that do not confirm to certain minimum profitability criteria.  Elimination of such low returns can enhance the share price level substantially and should receive priority from a management seeking a strong defensive position.
The importance of corporate strategy – A great strength in this regard is the existence of an agreed and well-understood corporate strategy, complemented by divisional strategies further down the line.  

Communication – A company may be vulnerable when recovery may be about to take place after a period of low profitability or losses.  It should, therefore, work hard to communicate this potential recovery whilst being careful to give accurate information and assessments.  Damage will be caused to the company if performance does not match the results that the outside world has been led to expect.  The allaying of shareholders’ fears regarding uncertainties, and the external communication of corporate strategy, both point to the importance of effective financial public relations in seeking to maximise share price.  These can be cultivated in the following ways.
· Use of a good external financial public relations adviser.

· Development of a close relationship with the company’s stockbrokers.  The latter are usually seen as being a source of good quality information about the company.

· Development of a close relationship with the stock market research community and financial press.

· Use of press and brokers’ results conferences.  Many companies use these occasions formally to restate their aim and objectives and to measure them against their actual trading results.  They provide an opportunity to disseminate corporate financial merges to a wide media audience.
· Enhancement of the quality of presentation, and depth of information, of the annual report.

· Development of direct shareholder relationships.

· Dividend policy -  The level of cash dividend is often held to influence share price.  Accordingly, it is argued that an increase in dividend should cause a rise in share price.  However, it has earlier been argued that the level of dividend, and thus dividend policy, should be based fundamentally on the cash flow generation, debt policy and returns on assets generated by the group.

A high dividend payout narrows the scope for large increases in dividend in the event of a bid.  Such a policy, if continued, may actually have the effect of weakening the company’s defence following a bid.

Achievement of the correct level of dividend, having regard to the fundamentals, will, however, have the most beneficial effect on share price over time, and this, in contrast to short-term changes, is of vital significance.
· Strategic shareholdings – Another strategic mechanism that is often used is the taking of a large strategic share stake by a friendly party, or of a cross-shareholding with that party.  This has the advantage that it does, initially at least, deny any predator a major portion of the equity of the target company.

It does, however, have several disadvantages.

· the attitude of an initially friendly shareholder may change.

· such a shareholding or cross-shareholding may be interpreted as a sign of weakness and may actually attract predators.

· it is arguable whether such a shareholding, if its object is to prevent any bid, is in the best interests of shareholders.

· Maximisation of total price payable – It is also argued that, since most predators’ resources are limited, it is worth maximising the total price payable.

· Acquisitions by the target company – Finally, acquisitions by the target company may themselves be a wise strategic defence, though again only if in accordance with corporate strategy.

5.5
Anti-takeover mechanisms
Many companies, in an effort to remain independent or to win time to analyse effectively a takeover bid, have implemented anti-takeover mechanisms.

Examples are the following.

· Poison pill – The most commonly used and seemingly most effective takeover defence is the so-called poison pill.  Examples are:
· Flip-in pills involve the granting of rights to shareholders, other than the potential acquirer, to purchase shares of the target company at a deep discount.

· Back-end rights are usually in the form of a cash dividend allowing shareholders other than the potential acquirer to exchange their shares for cash or senior debt securities at a price determined by the Board of directors.  The price set by the Board is usually well in excess of the market price or the price likely to be offered by a potential acquirer.

· Pac man – Like the video game, the Pac Man defence occurs when a target company turns around and tries to swallow its pursuer, by use of a counter-tender offer.  Pac Man, while colourful in name, has seldom been used successfully.

· Disposal of the Crown Jewels/Scorched Earth – In a disposal of the Crown Jewels defence, the target sells the assets that are of greatest interest to the raider.  A more extreme variant of Crown Jewels is the Scorched Earth defence.  In practical terms, this means that the target company liquidates all or substantially all of its assets, leaving nothing to the raider, thereby eliminating the raider’s motive for acquiring the target.

· Fatman – The other side of the Crown Jewels and Scorched Earth strategies is the Fatman defence:  the target company acquires a large and/or underperforming company in order to decrease its attractiveness to the raider.  

· Golden parachutes – One tactic that has often been mislabelled as a takeover defence is the use of golden parachutes that are, quite simply, severance arrangements for senior officers of the firm should there be a change in the control.  Although a golden parachute for one Chief Executive Officer involved in a takeover battle in the USA was reportedly US$35m, they usually are a low multiple of the most recent year’s salary.

5.6
Defence document
A vital part of a defence document, which will be prepared with the group’s merchant bankers, will be the section dealing with the reasons for preferring the group’s continued independence.  

In particular, the document would examine closely the predator’s intentions, as previously determined, against the group’s projected strategy and objectives, and of course it would discuss its ability, real desire and likelihood of carrying them out.

5.7
Acceptable offers
Any board recognises that there is a point which an offer becomes irresistible, although it would normally be appropriate to offer strong and logical resistance right up to this point.  This is based primarily on price, but with important considerations being the interests of employees and customers.

6
Post-acquisition strategies
6.1
Introduction
The hardest area of takeover strategy is ensuring that newly-acquired businesses are integrated into group activities without significant problems arising.

6.2
The integration process
The likelihood of problems occurring will increase if:

· the acquirer wants close control over the target’s activities rather than leaving it to make its own decisions

· the acquisition arose from a contested bid rather than an agreed merger

· the target’s activities are unrelated to the acquirer’s activities (in which the acquirer’s managers will have expertise).

Transferring managers from the acquiring company to the target company, and vice versa, will install a common core of unity (in Drucker’s words) throughout the enlarged group. 
Failing companies often have poor financial controls, so it is vital that the acquiring company quickly appraises the strength of the controls in place in the company taken over.  If controls are poor (which may have led to the need for takeover in the first place), the easiest approach is to impose group controls in the new organisation.  But if controls are sound, there is no point changing them for the sake of it, and the existing budgetary control system, costing system and cash monitoring system can be retained.
6.3
Post-merger value
The value of two combined companies after a merger or acquisition will depend on:

· investor reaction to the acquisition or merger, and

· the success of management in demonstrating that the objectives of the merger are being achieved.

One way of looking at this is to say that the post-merger value of the combined companies depends on:

· the P/E ratio at which the company is valued post-merger

· the success of management in increasing annual earnings per share (and dividends per share).

In an ideal merger, the post-merger P/E ratio should be no lower than the pre-merger P/E ratio, and annual EPS should increase due to the synergy benefits of the merger.

7
Management buyouts
7.1
Definitions
Management buyouts (MBOs) may be seen as another aspect of the merger and takeover area.  In this case, however, the purchaser of the victim company is not another company, but the victim’s existing management.
· Management buyout – Strictly these occur where the executive managers of a business join with financing institutions to buy the business from the entity that currently owns it.  The managers may put up the bulk of the finance required for the purchase.

7.2
Reasons for buyouts

Opportunities for MBOs may arise for several reasons.

· The existing parent company of the ‘victim’ firm may wish to dispose of it.  For example, the parent may be in financial difficulties and therefore requires cash.  Alternatively the subsidiary might not ‘fit’ with the parent’s overall strategy.  Finally, in the case of a loss maker, selling the subsidiary to its managers may be a cheaper alternative than putting it into liquidation, particularly when redundancy and other wind-up costs are considered.

· The victim company could be an independent firm whose private shareholders wish to sell out.

7.3
Considerations before an MBO
MBOs are not dissimilar to other acquisitions and many of the factors to be considered will be the same.

· Do the current owners wish to sell?  The whole process will be much easier (and cheaper) if the current owners wish to sell.

· Potential of the business – The management team engaged in the buyout will be making the switch from a relatively safe salaried position to a risky ownership position.  They must, therefore, ensure that the victim business will be a long-run profit generator.

· Loss of head office support – On becoming an independent firm many of the services that are taken for granted in a large organisation may be lost.  The importance of these services varies from one industry to another but provision will have to be made for support in the areas of finance, computing, research and development etc

· Quality of the management team – The success of any MBO will be greatly influenced by the quality of the management team.  It is important to ensure that all functional areas (marketing, sales, production, finance) are represented and that all managers are prepared to take the required risks.

· The price – As in any takeover situation the price paid will be crucial in determining the long-term success of the acquisition.  The usual valuation techniques may be employed, often with more confidence as managers are likely to have a clearer idea of the future prospects of the firm.  Care must be taken to ensure that all relevant aspects of the business are included in the package.  For example, trademarks and patents may be as important as the physical assets of the firm.  In a similar way responsibilities for redundancy costs, etc must be clearly defined.
Managers may be able to secure the buyout at a favourable price as they are known to the existing owners, and the final price paid will be a matter for negotiation.

7
Financing the MBO
In an MBO, unlike a corporate-backed takeover, the acquiring group usually lacks the financial resources to fund the acquisition.

Several institutions specialise in providing funds for MBOs.  These include the following:

· venture capital organisations

· the clearing banks

· pension funds and insurance companies

· merchant banks

· specialist institutions such as the 3i group and Equity Capital for Industry

· government agencies and local authorities (eg Scottish Development Agency)

Venture capital is a specialised form of finance provided for new companies, buy-outs and small growing companies that are perceived as carrying above average risk.
Venture capitalists often provide their funds as a mix of equity and debt, in order to give themselves security (the debt) while allowing them to participate if things go well (the equity).  Typically they will be prepared to advance funds for five to ten years, and will expect annual returns on their funds of 25% or more.

7.5
Conclusions
Management buyouts have been an important feature of the business scene.  Before embarking upon the buyout road, managers should consider the following points.

· They are risky (approximately one in ten fail) and can involve managers losing their personal wealth as well as their jobs.

· Problems will be encountered when the new company becomes independent.  For example, head office support systems will be lost, and existing customers may go elsewhere if they see the new firm being too risky.

However, they do bring advantages

· Although the risks are high so are the potential rewards.

· They are usually considered to be less risky than starting a new business from scratch.

· Firms that have been subject to MBOs tend to operate at a higher level of efficiency.  
