8. Merger and Acquisition (M & A)
An acquisition is the purchase of one company of a controlling interest in another 

company. The bidding firm offers either cash or its own shares in exchange for the shares 

of the target company. Once the acquisition is completed, the bidding company controls 

all of the assets, both tangible and intangible of the target company. For this reaction 

acquisitions are often referred to as takeovers. (A takeover is a type of acquisition 

strategy wherein the target firm did not solicit the acquiring firm's bid.) 

A merger is a combination of 2 separate organisations, which are of about the same size, 

coming together to combine all of their assets. The result of a merger is the formation of 

a new legal entity. Shareholders in the 2 merging companies become the joint owners of 

the new entity. 

Acquisition and merger are often used interchangeably because they share common 

motives and criteria for success. 

Ms and As are means to achieve corporate growth. However, acquisition holds the 

advantage of overcoming the relatively long time scales and potential resource 

constraints of organic growth and does not involve dilution of controls. 

Acquisition has remained to be a popular strategy among firms. It not only occurs among 

firms in a country but also between firms in different countries - cross-border 

acquisitions. 

An acquisition strategy is used only when the acquiring firm is able to increase its 

economic value through ownership and the use of an acquired firm's assets to 

increase a firm’s strategic competitiveness and returns to shareholders. 
However, evidence suggests that acquisition strategies may not result in these 

desirable outcomes. 

A recent survey by accounting and consulting firm KPMG estimated that 83% of 

mergers failed to increase shareholder value in acquiring firms. In fact 53% of the 

transactions reduced shareholder value. 

Results of academic researchers found: 

(1) Shareholders of acquired firm often earn above-average return from an 

      acquisition. 

(2) Shareholders of acquiring firms are less likely to do so. 

In fact, it has been observed that two-thirds of all acquisitions, the acquiring firm's 

stock price falls immediately after the intended transaction is announced. This 

negative response is viewed as an indication that it is unlikely that the acquirer will be 

able both to maintain the original value of the business in question and to achieve the 

synergy required to justify the premium.

The principal drivers of acquisition are: 

(1) Buoyant stock market conditions - high market prices tend to make companies more 

      incline to undertake acquisitions in order to exploit their own increased 

      profit/earning ratio; 

(2) Low interest rate-the cost of financing acquisitions is low; and 

(3) An overall economic prosperity - there is economic growth. 

Reasons for Acquisition 

1.  Increase Market Power. 

  This is the primary reason for acquisition. Market power exists when a firm is able to 

  sell its goods or services above competitive levels or when the costs of its primary or 

  support activities are below those of its competitors. 

  Market power is derived from the size of the firm and its resources and capabilities to 

  compete in the market place. Therefore it is noticed that most acquisitions designed to 

  achieve greater MP, involves buying a competitor, a supplier, a distributor or a 

  business in highly related industry, to allow the exercise of a core competency and to 

  gain CA in the acquiring firm's primary market. Firms use horizontal, vertical and 

  related acquisitions to increase their MP. 
2.  Overcoming of entry barriers - such as economies of scale and differentiated 

     products - better to acquire an established firm to overcome these difficulties or 

     barriers. 

     Cross-border acquisitions - acquisitions made between companies with headquarters 

     in different countries. These kinds of acquisitions are often made to overcome entry 

     barriers. Firms in all types of industries are completing cross-border acquisitions. E.g. 

     wine industry, consumer goods industry, telecommunication industry, automobile 

     industry and financial services industry. 
3.  Cost of new product development - developing new products internally and 

successfully introducing them into the marketplace often requires significant 

investments of a firm's resources, including time, making it difficult to earn a 

profitable return quickly. Coupled to these are the high failure rates of returns from 

the capital invested and that 60% or so of innovations are successfully imitated         

within 4 years after patents are obtained. Therefore it is better to acquire a firm that    

has new products or is accessible to new products. Such an acquisition also provides  

more predictable returns as well as faster entry to the market. Returns can be assessed 

      before the acquisition. 
4.  Increased speed to market – acquisitions result in more rapid market entries.
5.  Lower risk compared to developing new products – an acquisition outcome can be   

     estimated more easily and accurately than to the outcomes of an internal product   

     development process.
6.  Increased diversification - it is easier to develop and introduce new products in 

markets already served currently by the firm. In other words, it is difficult for to 

develop products for different markets that the firm has no experience. Therefore a 

firm opts to use acquisition as the means to engage in product diversification. 

7.   Reshaping the firm's competitive scope - when competition becomes intense, a 

firm's profit is affected. To overcome this negative effect, the firm uses acquisitions 

as a way to restrict its dependence on a single or few products or markets. This helps 

to alter the competitive scope of the company. 

Problems in Achieving Acquisition Success 

1. Integration difficulties - different corporate cultures, linking different financial and 

    control systems, building effective working relationship and resolving problems 

    regarding the status of the newly acquired firm's executives. 
2. Inadequate evaluation of target - due diligence process not adequately carried out 

    and as a consequence paying for more than what is worth.

3. Large or extraordinary debt - take on too much debts to finance the acquisition and 

    in the end the returns of the acquired company cannot pay the debts incurred. 
4. Inability to achieve synergy - resources and capabilities of the acquired firm and the 

    acquiring firm cannot integrate. 
5. Too much diversification - this is due to over diversification, situations have 

    become too complicated to be managed properly. Costs become too high to be 

    managed. 
6. Managers overly focused on acquisitions - too much of diversification activities 

    have diverted the managerial attention from other matters that are of importance to 

    the organisation and the shareholders or other stakeholders. They may even fail to 

    assess objectively the value of outcomes achieved through the use of acquisition 

    strategy , compared with outcomes that might be achieved by concentrating on using 

    the firm's other strategies more effectively. 
7. Too large - acquisitions make the firm becomes big in size. As a consequence 

    bureaucratic controls are used to manage the large firm and they may have a 

   detrimental effect on performance.

Attributes of Successful Acquisitions 
	                                 Attributes
	                                   Results 

	1. Acquired firm has assets or resources 

    that are complementary to the acquiring     

    firm's core business. 
	High probability of synergy & competitive 

advantage by maintaining strengths. 



	2. Acquisition is friendly.
	Faster and more effective integration; 

possibly lower premiums. 

	3. Acquiring firm selects target firms and 

    conducts negotiations carefully and 

    deliberately. 
	Firms with strongest complementarities 

are acquired and overpayment is avoided. 



	4. Acquiring firm has financial slack 

    (cash or a favourable debt position) 
	Financing (debt or equity) is easier and 

less costly to obtain. 

	5. Merged firm maintains low to 

    moderate debt position. 


	Lower financing cost, lower risk (e.g. of 

Bankruptcy) and avoidance of trade-offs 

associated with high debt). 

	6. Has experience with change and is 

    flexible and adaptable. 
	Faster and more effective integration 

facilitates achievement of synergy. 

	7. Sustained and consistent emphasis on 

R& D and innovation. 
	Maintain long-term competitive advantage 

in markets. 


Acquisition Performance 

It depends on 3 broad factors: 

1. The acquisitions potential for value creation. 

2. The post acquisition integration of the acquired company; and 

3. The level of employee resistance to the acquisitions. 

1.   The value creation within acquisition 

The bid in friendly acquisition can be 35%o above average bid premium while in the 

case of hostile acquisition can be 45% above average bid premium (because of higher 

resistance to the bid approach and there are other bidders). The need to pay a bid 

premium puts a major constraint on an acquirer's ability to generate positive retums 

for its own shareholders as a result of an acquisition. Many acquisitions fail simply 

because of insufficient value is created to recoup the bid premium. 

The ultimate driver of value creation within acquisitions is the ability to leverage the 

individual resources and capabilities of the combining companies whether this is 

based on organisational similarities or differences. 

Four generic mechanisms for creating value from an acquisition: 

(1) Resource sharing - 2 similar companies are able to share their resources to 

    achieve cost reductions through economies of scale or scope. 
(2) Knowledge (or skills) transfer - value adding knowledge such as production 

   technology, marketing know-how or financial control skills is transferred from the 

         acquiring firm to the acquired firm or vice versa. Additional value is created 

         through the resulting reduction in costs or improvement in market position 

         leading to enhanced revenues and/or margins. The effective transfer of functional 

         knowledge involves both a process of teaching and learning across the 2 

         organisations takes a longer time than resource sharing. Nevertheless knowledge 

         transfer is often a key source of value creation within cross-border acquisitions, 

         in which the opportunities to share operational resources may be limited by 

         geographic distance. 
    (3) Combination Benefits - gives rise to an increase in market power or a reduction in 

        competitive intensity or financial resources are beneficially combined (such as 

        reduce interest charge of an indebted target, the consolidation of a target's losses 

        to reduce tax liability or the exploitation of various balanced sheet positions). 
   (4) Restructuring - applies to acquired company that has undervalued or 

        underutilized assets. The acquirer seeks to exceed the acquisition costs by 

        divesting certain assets at their true market value and raising the productivity of 

        the remaining assets. This latter may be accomplished by closing down surplus 

        capacity, reducing head office staff or rationalizing unprofitable product lines. 

        For the closing of a surplus capacity may lead to a vacant factory site which can 

        be sold off at a premium for redevelopment. Restructuring could also be 

        "unbund1ing". However, restructuring is financially based, in that it requires little 

        strategic capability transfer between the two firms. Rather the skill of the acquirer 

        is in recognizing and being able to realise the true value of the target's assets. 

        Resource sharing and knowledge transfer arc 2 primary sources of operational 

        synergy. Research findings reveal that acquirers prefer to combine their assets with 

        those of the target and to transfer their knowledge to the target company in value 

        creation rather than vice versa. 

        Data also reveal that in practice assets of the target company are three or four times 

        more likely to be divested. 

        However knowledge transfer to the target company is more difficult. For it to       

        happen, firstly it must accurately identify the exact knowledge elements that must be 

        transferred in order to replicate a particular capability. 

        Secondly, tacit knowledge can be transferred through exchange between current 

        knowledge holder and the desired recipient. If there is any personal difference the 

        transfer of knowledge can be hindered. 

       Value Creation and Managerial Hubris
       50% of acquisition failed to create value is that managers may suffer from "hubris"    

       when estimating their ability to exploit value creation opportunities. They 
       overestimated their ability and this causes them to overestimate the value creating    

       benefits that will flow from the transaction and so pay an excessive bid premium. 

2. Post Acquisition Integration 

    Integration depends on 2 factors: 

    (a) Value creation mechanism - need for strategic interdependence between 2 

         companies. E.g. for resource sharing and knowledge transfer, high to moderate 

         strategic interdependence. For combination benefits and restructuring, low 

         strategic interdependence. 

    (b) Preservation of destructive capabilities - need for organisational autonomy. 

    These two dimensions determine 4 basic approaches to integration. 

                                         High 

                                                        Preservation           Symbiosis

           Need for 

          organisational 

           autonomy 

                                                        Holding                    Absorption


                                  Low/Low                                                              High 

                                                     Need for strategic interdependence 

Absorption integration - integrate every aspect of the acquired business into the parent 

organisation so the managerial decisions are more to do with timing and 

communication. Full consolidation of the operations, structure and culture of both 

organisations occur.

Preservation integration - the acquired firm is given high degree of autonomy and low 

strategic interdependence between the combining businesses. This is a "stand alone" 

subsidiary. Interference of subsidiary is prevented. Works well where both firms have 

a capacity for organisational learning and valuable knowledge transfer can take place 

even at low levels of operational interaction. 

Symbiosis integration - a balance is achieved between preserving organisational 

autonomy of the acquired firm while transferring strategic capabilities between the 2 

businesses. The acquired firm's capabilities are embedded in an environment that is 

different from that of the acquiring firm. 

Holding integration - acquired firm is granted low levels of autonomy. Acquiring firm 

is restructured to make a business turnaround and the dominant value is created. 

                                                                Value created for             * Resource sharing
                                                                 acquiring shareholders  

 Bid premium                                                                                      * Knowledge transfer

 (paid to target                                         Value that must be

  shareholders)                                          created to repay bid         * Combination benefits

                                                                 premium

                                                                                                           * Restructuring

Pre-bid value

(market 

  capitalization)


                              Pre-bid     Post-acquisition

                         Value Creation Within Acquisitions
3. Employee Resistance to Acquisition 

    Employees resistance hinders the ability of the acquirer to create the planned value 

    and achieve the necessary degree of post-acquisition integration. 

    Reasons: 

1. Employees are anxious and uncertain of a merger or acquisition that is to take 

    place because they are concerned over many issues ranging from changes in 

    management style to possible redundancies. 

2. They are concerned of the possible new reporting, hierarchies, management 

    structures and control systems to be introduced when acquisition is completed. 

3. Staff and managers within the acquired firm can feel alienated and marginalized 

    by the changes and by the implications for planned career paths and previously 

    familiar and comfortable working patterns. 

    These negative feelings are manifested in increased employee stress, reduced work 

    performance and commitment acts of non-compliance and in some case deliberately 

    disruptive behaviour. 
    Human resource problems encountered in newly acquired firms: high absenteeism, 

    staff turnover, conflict levels and reduced work quality. 
    The high rates of management turnover are associated with inferior acquisition 

     performance and the loss of substantive experience from the acquired firm is not 

     easily recovered. 
    Culture clashes are yet another cause of employee resistance. 

    Approaches to reduce employee resistance: 

   1. Bidder's culture can be made attractive to the employees of the acquired firm to 

       make integration process possible. 

   2. Careful communication of how the terminated employees are selected and treated 

       is crucial. 

   3. Systematic communication of the positive future of the combined company and 

       the associated career opportunities can be helpful. 

   4. The promotion of at least one acquired firm executive to a top management 

       position in the post-acquisition firm can exert a beneficial effect. 

   5. The climate created during the negotiation stage of an acquisition can have a 

       notable influence on the subsequent level of employee resistance. 

   6. Ambiguity should be removed in order to avoid mistrust. 

   7. A clear vision of the future should be given to the employees. 

   8. Friendly acquisitions outperform hostile acquisitions. 

Note on Restructuring - a post acquisition development 

Restructuring is a strategy through which a firm changes its set of business or financial 

structure. 

Three possible ways: 
1.  Downsizing- a reduction in the number of employees or operating units. This is an 

     intentional proactive management strategy. 

     Reasons: 

       (i) To improve profitability from cost reductions and more efficient operations. 

      (ii) Introduction of new and more efficient equipment for more cost effective 

            operations. 

     (iii) To restore sales growth and to revive a flagging culture of innovation. 
2.  Downscoping - divestiture, spin-off or some other means of eliminating businesses 

      that are unrelated to a firm's core businesses. A set of actions taken to refocus on a 

      firm's core businesses. A firm that downscopes often also downsizes simultaneously. 

      As a consequence a firm can be managed more effectively by its top management 

      team. Managerial effectiveness increases because the firm has become less 

      diversified, allowing the top management team to better understand and manage the 

      remaining businesses, primarily the core and other related businesses. 
3.  Leveraged buyouts (LBO) – a party buys all the assets of the firm and the stock is no 

      longer traded in the market. Usually a significant amount of debt is incurred to 

      finance an LBO. To support debt payments and to downscope the company so that 

      managers can concentrate on the firm's core businesses, the owners may immediately 

      sell, or attempt to sell, a number of assets. It will take the restructured firm some time 

      (may be 6 to 8 years) to come to a point that it can be sold at a profit. 

  Types of LBO: 

      (1) Management buyouts (MBOs) 

      (2) Employee buyouts (EBOs) and 

      (3) Partnership purchases the entire company. 

Restructuring Outcomes 
	Alternatives                            
	Short term                                 
	Long term 

	l. Downsizing
	Reduced labour costs
	Loss of human capital and 

lower performance 

	2. Downscoping
	Reduced debt costs and emphasis on strategic controls 
	Higher performance 

	3. Leverage buyout
	Higher debt costs and emphasis on strategic controls 
	Higher performance and 

higher risk.


Additional Note

Acquisition

Criteria to consider when deciding to make an acquisition: 

· Alliances and partnership no longer adequate to provide a firm with access to the 

      needed resources and capabilities. 

· Allows acquisition participant to gain ownership and control in the operation of the 

      acquired firm. 

· Strengthen market position and open new opportunities for competitive advantage. 

· Combining operations with the acquired firm can fill resource gaps, allowing the 

      parent firm to do things which it could not be done. 

Possible Problems
· Not always produce the expected or desired outcomes. 

· Rank and file members in the organisation resist change, creating conflicts hard to resolve and tough problem of integration. 

· Expected financial gain or cost saving not materialise as expected. 

Questions 

1. Evidence indicates that the shareholders of many acquiring firms gain little or nothing 

in value from the acquisitions. Why, then, do so many firms continue to use an 

acquisition strategy? 

2. What is synergy, and how do firms create it through mergers and acquisitions? In 

your opinion, how often do acquisitions create private synergy? What evidence can 

you cite to support your position? 

3. What can a top management team do to ensure that its firm does not become 

diversified to the point of earning negative returns from its diversification strategy? 
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