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Foreword
Acquisitions and the Pursuit of Synergy: An Asia-Pacific Perspective


In this era of megadeals, mergers and acquisitions are no longer just about boardroom battles, newspaper headlines, and investment banking league tables. For better or worse, they have become an integral part of modern corporate life and often affect customers, suppliers, competitors, local communities, and employees on a scale unimaginable just five or ten years ago.

Although acquisitions can be a highly effective tool for corporate development and value creation, Mark Sirower’s The Synergy Trap reminds us that they are fraught with formidable risks and managerial challenges before, during, and after the deal is struck.

In documenting the recent performance of major acquisitions, Mr. Sirower demonstrates conclusively what has long been suspected but never fully understood: that most acquisitions have destroyed value for the shareholders of the acquiring companies. A major reason, he observes, is the willingness of senior executives to overpay for seemingly attractive targets in the pursuit of synergies that do not exist or cannot be achieved. To justify paying a premium over the existing market price, managers must overcome a burden of proof to show that the financial benefits from the expected synergies—that is, performance gains over preexisting market expectations—will at least offset any premium in a reasonable period of time. Whether or not a premium is paid, management must also make sure that the merger does not disrupt existing business activities.

Mr. Sirower concludes that the most successful acquirers are also the most disciplined. Before making an acquisition, they satisfy themselves that all strategic alternatives have been carefully explored and their potential for creating value quantified. They understand which of their existing businesses should be developed organically, which should be sold, and which would benefit from growth through acquisition. If acquisition is the chosen strategy, they are prepared to walk away from a deal when the price reaches a point at which the required benefits cannot possibly be realized.

With merger and acquisition activity rapidly picking up steam in the Asia-Pacific region, The Synergy Trap provides local managers with an opportunity to learn from the mistakes of their counterparts in supposedly more developed economies where the M&A boom has been raging for years.

Recent Trends in Mergers and Acquisitions

Global merger mania reached record levels in the latter half of the 1990s. In 1999, the value of announced transactions surged to over US$3 trillion compared to the US$2.5 trillion recorded the year before.

This phenomenon has occurred because many companies in North America and Europe, after years of organizational streamlining and reengineering, are looking beyond their own businesses for growth opportunities. Spurred on by historically low interest rates and soaring equity markets, top managers are contemplating deals that would have appeared unthinkable a few short years ago.

Headline-grabbing megamergers of the past two years include the combinations of oil giants Exxon-Mobil (US$80 billion) and BP-Amoco (US$50 billion); Travelers-Citicorp (US$70 billion), the financial services conglomerates; automakers Daimler-Chrysler (US$40 billion); and MCI WorldCom-Sprint (US$115 billion), the telecommunications providers. A number of other multibillion-dollar marriages in the banking, telecommunications, pharmaceutical, and energy sectors also promise to alter the global competitive landscape radically in the years ahead.

North America is by far the largest merger and acquisition market, and the highest-profile deals have generally involved U.S. companies. The number of completed transactions in North America rose at a 10 percent compound annual rate through the 1990s. Still, as seen in Figure A, M&A activity outside North America has been growing at a much faster rate. In Europe, several developments, including the move toward a single currency, the lowering of economic boundaries between countries, and industry deregulation, together have triggered a surge in the number and size of transactions.
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FIGURE A Merger and Acquisition Activity: Asia-Pacific, Europe, and North America

During the 1990s, most of the largest deals were friendly, strategic transactions and often mergers of equals. That represents a dramatic change from the leveraged buyouts (LBOs) of the 1980s, when predatory corporate raiders—“Barbarians at the Gate”—borrowed heavily to acquire bloated, slow-moving competitors. They then broke them up and sold the pieces in frequently unsuccessful attempts to pay off the debt. The shift to more friendly mergers was driven by several forces, including the establishment by many publicly held corporations of legal defenses against hostile takeover bids. More important, however, corporations simply concluded that bigger was better. While today’s deals aim to achieve cost savings, they are driven mostly by the view that long-term competitive advantage requires global scale and presence.

The Rise of M&A in the Asia-Pacific Region

Historically, Asia-Pacific companies have preferred to grow organically rather than through merger and acquisition, so these transactions have figured much less prominently in the region than in North America or Europe. A major reason is that rapid economic growth generated plenty of business opportunities, at least until recently. Additionally, widespread family ownership of large corporations in many Asian countries, governmental restrictions on foreign investment in certain industry sectors, and relatively underdeveloped regional capital markets dampened interest in such combinations.

Over the last several years, however, mergers and acquisitions have become a much more important part of the Asia-Pacific business scene, as reflected in the rapid growth in transactions during this period. Asian corporations recognize that they need to improve their business fundamentals and competitive position, while more and more multinational corporations are looking for ways to enter this growing, dynamic market.

The Asian financial crisis that followed the collapse of the asset bubbles in Japan and in the “New Tiger” economies after the July 1997 devaluation of the Thai baht has clearly accelerated this trend. From South Korea to India, many companies, including some of the region’s largest diversified corporations, are reexamining their business portfolios and restructuring their operations through asset sales, refinancing, divestment, and merger and acquisition. Meanwhile, Asian governments are pushing for the privatization and deregulation of their economies in order to restore investor confidence and encourage foreign investment.

North American and European Acquisitions in Asia-Pacific

For many years, North American and European multinational corporations (MNCs) have been attracted to the Asia-Pacific region by its huge, and increasingly affluent, consumer population. Some MNCs gradually built up their regional operations by opening representative offices and establishing plants on a country-by-country basis. Others chose joint ventures or alliances with local players as their entry strategy. Until recently, opportunities to acquire control of large local businesses were extremely rare—because of either the refusal of family owners to sell or legal restrictions on foreign ownership. That situation is now changing, however, because local corporations are being forced to restructure to pay down debt, restore profitability, or raise new capital, which is often difficult to obtain from local banks.

Given their familiarity with the region, it is not surprising that the MNCs have been among the first to take advantage of the more open post-crisis merger and acquisition market. Nowhere is this trend more evident than in Japan, where U.S. and European MNCs recently have made multibillion-dollar investments in major sectors of the economy that were previously off-limits to foreigners. Recent high-profile transactions in Japan include Renault’s acquisition of a 36.8 percent stake in Nissan Motors, Merrill Lynch’s acquisition of Yamaichi’s retail stocking business, and an unprecedented hostile takeover of IDC, a local telecommunications company, by the United Kingdom’s Cable & Wireless.

Similarly, in South Korea and Southeast Asia, MNCs have been actively increasing their stakes in existing joint ventures and bidding aggressively to acquire financially troubled businesses in several key sectors, including banking, cement, consumer products, food retailing, and industrial goods. Moreover, private equity groups that invest on behalf of international institutional investors have boosted their holdings in the region with purchases ranging from Korean and Japanese banks to Chinese Internet companies.

Intraregional Transactions

Within the Asia-Pacific corporate sector as well, merger and acquisition activity is growing rapidly. By the late 1990s, the number of intraregional transactions completed annually had risen to more than seven times the comparable figure a decade earlier. Once again, the pressure to restructure and compete more efficiently appears to be the driving force. In fact, a number of merger and acquisition experts now anticipate that domestic consolidations will dominate the Asia-Pacific M&A scene in the early part of the twenty-first century.

Reflecting its Anglo-Saxon roots, Australia is the region’s most active merger and acquisition market. One key reason is that Australian corporate law is more predictable than legal systems elsewhere in Asia and the Pacific, and therefore more hospitable to acquisitions, including unsolicited takeovers of publicly listed firms.

In the wake of the Asian financial crisis, Australian corporations generally avoided investments in Southeast Asia and instead focused on domestic deals. As in the United States and Europe, institutional shareholders have encouraged consolidation in several industries by pressuring Australian managers to improve their financial performance. Because most Australian publicly listed corporations are widely held and not controlled by family interests, they are much more susceptible to takeover or merger proposals than companies headquartered in other Asia-Pacific nations.

The decision to concentrate on opportunities closer to home, however, did not eliminate the risks inherent in growth through acquisition. For example, AMP Limited, the insurance and financial services group, encountered significant problems following its contested takeover bid for rival insurer GIO Australia. Although AMP was successful in securing control of 57 percent of the company, its share price fell sharply after GIO subsequently announced that it had incurred unexpected losses of over US$500 million in its reinsurance division.

Elsewhere in Asia, governments are encouraging mergers, acquisitions, and divestments as part of the economic restructuring process. The governments of both Malaysia and Thailand, for example, are supporting mergers of financial institutions in order to stabilize and recapitalize their domestic banking sectors. Similarly, the South Korean government has pressured the giant chaebol business groups to speed up their restructuring, as was evident in early 1999 when the LG Group sold its semiconductor division to the Hyundai Group, its primary domestic competitor. Mergers have even become a feature of economic policy in mainland China, where the need to reform state-owned enterprises is requiring large-scale industry restructuring.

Global Expansion of Asia-Pacific Companies

In all likelihood, Asia-Pacific corporations will continue to concentrate on achieving growth in their home markets rather than prospecting for it in unfamiliar territory. To the extent that these strategies call for mergers and acquisitions, most such marriages will involve other domestic or intraregional companies. There’s good reason for this. During the 1980s, when the Japanese economy was booming, a few major Japanese corporations made significant acquisitions in North America and Europe in an attempt to diversify and extend their global reach. Sadly, however, as Mr. Sirower notes in this book, several of these investments are now among the many cross-border deals that destroyed rather than created value for the acquirers’ shareholders. Besides wanting to avoid the mistakes of the past, local corporations also realize the need for additional restructuring. And they recognize that Asia offers considerably more growth potential than the fiercely competitive North American and European markets.

But there have been and will always be exceptions. These may include certain Asia-Pacific companies that have achieved a global competitive advantage by finding ways to sell goods and services at low cost to their Western customers. Some of Taiwan’s high-technology companies, for instance, have recently begun to make selective acquisitions in the United States to secure long-term access to new technology.

Similarly, Asian industrial goods companies may find opportunities to get closer to their North American and European customers as multinational corporations shed nonessential manufacturing facilities in these key markets. For example, in 1999 Johnson Electric Holdings, a leading Hong Kong-based manufacturer of small precision motors, purchased an automotive components unit from United Technologies’ automotive division. This acquisition effectively doubled Johnson Electric’s sales and gave it an opportunity to broaden its global reach and product offerings in the automotive industry.

Winning the Acquisition Game: Tips for Asia-Pacific Managers

Even for managers in North America, where mergers and acquisitions have been part of the business culture for over a century, executing successful deals has been a slippery slope. But managers in the Asia-Pacific arena face an especially tough challenge because relatively few of them have extensive M&A experience, for all the reasons previously cited. And even those that do will often find that executing a major transaction places a severe strain on management teams that are already stretched thin. Whether the venue is Boston or Brussels or Bangkok, executing a successful acquisition must stem from a well-defined corporate development process, as shown in Figure B.

Once a merger or acquisition is determined to be an appropriate alternative for growing the business, it typically calls for a five-step process. The first three steps are concerned with pre-deal activities: identifying acquisition prospects, evaluating likely targets, and determining a realistic price. Step 4 is the negotiation phase, and the final step consists of integrating the two companies. If an acquirer fumbles the first four steps, the likelihood of success will be diminished substantially. A smooth, well-planned post-merger integration (PMI) strategy cannot make a bad deal good. On the other hand, a poorly executed PMI plan will invariably undermine an otherwise strategically sound, realistically priced transaction.

Step 1. Identification of suitable acquisition candidates through rigorous industry and company screening. Frequently this step is bypassed as a result of one-off opportunistic situations or because candidates are submitted through an auction orchestrated by an investment bank. While attractive potential acquisitions may indeed present themselves this way, it is also important to remember that the best candidates will be those offering the best strategic fit and not simply those businesses that are “for sale.” It is for this reason that many leading corporations integrate acquisition searches into their ongoing strategic planning process ensuring their ability to compare multiple growth opportunities.

Step 2. Detailed analysis and assessment of target. A thoughtful acquirer performs this step to make sure its early assumptions concerning strategic fit and business potential are well founded. The focus of this strategic due diligence exercise is to understand the competitive strengths, weaknesses, and growth potential of the target in order to determine its potential value to the acquirer. The same target can have vastly different values to different acquirers because the capabilities of the acquirers may be very different.
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FIGURE B Key Steps in the Merger and Acquisition Process



Managers must determine whether the perceived synergies associated with the deal are real or wishful thinking. This requires careful analysis of the performance of the two businesses on a pre-merger (or “stand-alone”) basis and of the specific, quantifiable performance improvements expected to result from the merger.

Step 3. Financial evaluation. Using the findings obtained in Step 2, acquirers must undertake a thorough, hard-nosed financial analysis of the target and the value of the synergies it can reasonably be expected to deliver. This is done, of course, with a view to establishing a realistic acquisition price range. An attractive acquisition candidate can become a successful acquisition only if the purchase price is right. Of course, determining a fair value for a business—especially if its stock is not publicly traded—is never a simple, mechanical exercise. This is especially true in emerging Asia-Pacific markets where inadequate financial information, an unpredictable regulatory environment, and volatile foreign exchange rates make cash flow forecasting a daunting task at best.

That does not mean that companies should abandon rigorous cash flow analysis in favor of simpler valuation techniques. Financial modeling is essential to understand the business economics of the target, particularly in the hands of a given acquirer. Along with comparable transaction pricing data, this process helps to identify financing options and establish a realistic purchase price. Moreover, it leads to a better understanding of the impact of market dynamics, such as volume growth, pricing, and cost structure, on the target’s financial performance.

Step 4. Negotiating the deal. Sellers obviously have a fiduciary duty to their shareholders to get the highest possible price for their company or assets. So when prospective acquirers sit down at the bargaining table, they must keep in mind one of the principal tenets of The Synergy Trap: that if they are persuaded to pay a price premium that exceeds the value of the potential synergies, then shareholder value of the company will be destroyed. Consequently, successful negotiation calls for a cool head and the discipline to walk away from a “strategic” deal that will hurt the shareholders.

It is important to enter negotiations with the confidence of having other strategic alternatives to the particular transaction under consideration. Otherwise, with no fallback position, the acquirer may run the risk of being committed to doing the deal at any price, driving up the risk of poor financial performance. In an era of global investors, bad bidders may become good targets.

Step 5. Post-merger integration. This is arguably the most critical step of all. It is the careful work of the previous four steps that forms the foundation for integration. A well-defined and carefully managed post-merger integration (PMI) process typically makes the difference between a truly successful deal and one that fails or falls short of its goals. In fact, experienced acquirers begin planning the PMI phase well before the deal is closed.

After the transaction is signed, managers should probably brew plenty of tea or coffee rather than pop the champagne corks. That is because they must now turn their attention to developing a strategy for the combined company that will enable it to generate the revenue enhancements, operational improvements, and cost savings that prompted the acquisition in the first place.

Top management must demonstrate clear, consistent leadership of the integration effort, which should be separated as a discrete process from day-to-day business activities. A fast integration is vastly preferable to a slow one—it actually reduces organizational strain in addition to realizing benefits more quickly. Accordingly, senior managers should move quickly to appoint and structure the coordination team and empowered integration teams, organize decision-making processes, and outline key integration activities and milestones.

Post-merger integration is a highly complex process. Combining two organizations, each with its own distinctive culture, while trying to manage “business as usual” and protect the day-to-day cash flow, is an awesome task. Many decisions, large and small, must be addressed at once, from evaluating the capabilities of individual executives and selecting new management, to harmonizing compensation plans, blending research, consolidating sales organizations, and choosing or integrating information technology systems—to name but a few. And unlike many other change programs, organizational minutia really matters if integration benefits are to be fully achieved. “You can’t let these things just work themselves out,” says John Browne, BP-Amoco chief executive and veteran of several major deals.

The challenge is particularly daunting when the merger involves two large organizations of similar size and complexity. As Sanford I. Weill, Citigroup’s chairman and co-chief executive, commented in a recent Wall Street Journal interview, “Mergers fail because the people who do them are not really on top of the details…. It’s like putting an engine in a car. If you don’t connect it right, the car is not going to move. Doing mergers requires a company to be precision-oriented.”

In most organizations, PMI is not a core skill; a large PMI occurs once or twice in a typical manager’s career. Doing it right calls for skills that are very different from those required of conventional line managers. For one thing, managers will have to learn to operate in a fishbowl, since the whole exercise will be conducted in public, under the scrutiny of shareholders, investors, analysts, and the press, all of them eager for early results and signs of discord, weakness, or failure. Throughout this critical period, top management must be perceived by insiders and outsiders as being firmly in control.

From its experience in PMI assignments, The Boston Consulting Group has identified several ground rules that help acquirers avoid the most common pitfalls and enable the new organization to achieve its value-creation goals:


	
Develop clear merger goals and objectives. These objectives and principles provide a solid foundation for making decisions and resolving difficult issues. Executives must minimize uncertainty within the organization about strategic priorities and direction and must discuss concerns and issues openly as they arise. If there are long periods before the new entity is formed (for regulatory or other reasons), regular contact must be facilitated between senior executives of both organizations.



	
Define explicit PMI targets and track progress against them. This process helps to ensure that merger synergies are realized completely and on time. Effective target setting calls for top-down and bottom-up management input. Evaluation of merger benefits (what to measure and how to measure) should be separate and distinct from the measurement of baseline business performance. There should be clear schedules for target setting, target revisions, progress documentation, and progress tracking against targets.



	
Tackle information technology issues early and pragmatically. Effectively integrating information technology programs is a prerequisite for successfully integrating the rest of any newly merged corporation, and it is often a lengthier and far more complex process than most managers realize.



	
Design a clear organizational structure for the new company. The design of the new organization, notably its structure, shape, and size, is critical to the new company’s ability to realize fully the potential revenue and cost synergies. The organizational structure should facilitate the new enterprise’s strategy, enable it to serve its customers effectively, reinforce the core skills of the old organizations, and resolve such issues as span of control, layers, reporting relationships, and accountabilities.



	
Develop a “constitution” or a written set of rules of the game, to guide top management decision making at the newly merged company. This document should cover company values, management processes, strategic development processes, expected norms and behaviors, resource allocation and budgeting, performance measurement, and target setting, as well as relationships between personnel in different businesses and functions. Launching the new organization without such a charter almost always leads to needless uncertainty, bad behaviors, and inefficiency.



	
Build objective and effective human resources processes. This must be done as quickly as possible in order to make key appointments in the new organization and thereby reduce uncertainty and retain key people. The overriding concern of all employees is whether they will have a job in the merged enterprise, and if not, what will happen to them. At publicly traded companies, stock options and equity-linked rewards can often be used to boost employee ownership and their sense of commitment to the new organization.



	
Design an explicit communications program to explain integration principles, goals, and progress. The difficulty of managing the logistics of communication—to both internal and external audiences—is invariably underestimated in corporate mergers. Communication is about setting appropriate expectations in an open, honest, and straightforward way. It should be aimed at finding ways to resolve troublesome issues and conflicts rather than making promises that may prove impossible to keep.





In combining two companies, it is easy for managers to become so caught up in the process that they lose sight of customers and competitors. Such a mistake can be fatal. At the end of the day, customers do not want to hear explanations about the stresses and strains of post-merger integration—they care only about getting the best possible quality and service. And competitors will look for every opportunity to win over dissatisfied customers.

A company that is not growing is dying, former Citicorp chairman and CEO Walter B. Wriston has observed. Done carefully, mergers and acquisitions are a legitimate, valuable mechanism for producing growth and attractive shareholder returns. But The Synergy Trap is a sober reminder that they can be a prescription for disaster if they are undertaken for the wrong reasons or executed in an undisciplined fashion. The great merger wave of the 1990s and 2000s may eventually crest, but the risks and challenges, as described in this important volume, will remain the same. For managers in the Asia-Pacific region and elsewhere who are looking to boost growth while remaining mindful of their fiduciary duties to shareholders, The Synergy Trap will be must reading for years to come.

Thomas Lewis
Chris Hasson
The Boston Consulting Group
Hong Kong


Preface

The M&A wave of the 1980s has become the tidal wave of the 1990s. In 1999 alone, merger and acquisition announcements totaled over $3 trillion. Although much has been written over the past three decades about these major corporate investment decisions, the fundamentals of acquisition performance have remained a mystery.

This book grew out of my doctoral research and through a course I developed, called “The Management of Corporate Merger and Acquisition Strategies,” for MBAs and executives at Columbia Business School. The objective of the book is to break down the walls between finance and strategic management—and to expose the foundations of performance—in the vitally important area of acquisitions. Indeed, it is precisely the walls dividing the two fields that have given rise to unexamined and misleading folklore about the so-called “keys” to acquisition success.

Most prior research on mergers and acquisitions has reflected the divisionalized nature of business schools. Financial perspectives have ignored the competitive and organizational realities, and strategic management perspectives have been devoid of the finance so essential for an understanding of the value of investment decisions. A major result is that synergy has remained a vague and even mysterious concept—with little financial or strategic meaning. Unfortunately, in practice the use of “sophisticated” valuation models, combined with a poor understanding of what, exactly, synergy is, has caused the justification of many predictably bad acquisitions and the destruction of billions of dollars of shareholder value in acquiring firms.

Amid all the excitement surrounding M&A activity, it is easy to forget that acquisitions are strategic alternatives. CEOs, executive teams, and boards of directors readily choose acquisitions over other investment alternatives, paying substantial premiums in the process. They often fail to consider that it is incorrect to judge the soundness of an acquisition decision on the basis of what it would cost the company to develop that particular business from scratch—an idea that may have been a value-destroying decision on its own. In fact, acquisitions are unique alternatives and the success of these strategic decisions must be judged by their effects on the wealth of the owners—the shareholders—of the acquiring company.

It is the payment of an acquisition premium that sets up the unique business gamble that acquisitions represent. The premium forces a consideration of the performance already embedded in pre-acquisition share prices and the improvements in performance that will be required. In turn, these considerations give rise to the precise meaning and the competitive nature of synergy itself—a major component of this book.

When I first became interested in studying the managerial significance of the acquisition premium as a doctoral student at Columbia over seven years ago, a senior strategy professor challenged my ideas by saying, “Acquisition premiums are not a management issue—that’s a finance topic.” Although I knew this meant there would be a struggle ahead, the statement assured me there was an important opportunity to get to the heart of acquisition performance. The book is the result of a long journey. I hope the fundamentals of the acquisition game developed herein will set the stage for more thoughtful acquisition decisions and for future scholarly work on acquisition strategies.

The book is divided into two parts, beginning in rather shallow water and getting deeper as the book progresses. Part 1 presents the elements of acquisition performance, developing the competitive principles behind synergy and the economics of the acquisition premium. In particular, Chapter 4 integrates and extends the financial and strategic concepts presented in Part 1 and gives useful tools and lessons for anyone involved in acquisition decisions. This chapter is essentially a short course for managers, directors, investment bankers, and consultants involved in acquisitions.

Part 2 presents an extensive analysis of the performance of corporate acquisition strategies, incorporating and examining the elements of Part 1. Chapter 6, which details the methodology behind the study, can be bypassed by the manager who wants to get right to the discussion of the results in Chapter 7. Finally, Chapter 8 discusses the implications and contributions of the two parts of the book.

There are a number of people I would like to acknowledge for their contributions and support while I completed the book and the research behind it. First, I owe a very special thanks and an intellectual debt of gratitude to industrial-organization economist Dennis C. Mueller and the legendary chairman and CEO of Cooper Industries, Robert Cizik. Their contributions, over the past thirty years, to the academic literature and to the practice of acquisitions, respectively, have had a major impact on my thinking on acquisitions. In addition, I benefited greatly from their comments, advice, and encouragement during the process of writing the book.

I must thank my professors at Columbia University who allowed me the opportunity to pursue interdisciplinary work during my years in the business school. Ellen Auster, Warren Boeker, James Freeman, Kathryn Harrigan, Gailen Hite, and Boris Yavitz gave encouragement when this book was only ideas. Gailen Hite, my mentor and friend, guided me through the demands of the research on which this book is based. It will always be an honor to have worked with a scholar of his integrity. I am grateful to Kathryn Harrigan for encouraging me to transform this research into a book and, particularly, to publish with The Free Press. On both counts, it was truly a rewarding experience.

I also must thank my colleagues in the management department at the Stern School of Business at NYU for their support for the writing of this book. In particular, I must thank William Guth, Robert Lamb, and William Starbuck for convincing me to take the underlying research and open the ideas to managers. I am also grateful to my colleagues Rikki Abzug and Joseph Lampel for countless hours of helpful advice during the project. Karen Angelillo and Li Yang provided invaluable administrative support throughout.

In the process of presenting pieces of this work in various stages of development at universities and to executives, several people gave many insightful comments and suggestions. As with so many things in life, it is those little things here and there that add up over time. These people include: Bernard Black (Columbia Law School), Glynn Bolar (AT&T), David Collis (Harvard Business School), Bruce Greenwald (Columbia Business School), Philippe Haspeslagh (INSEAD), Robert Klemkosky (Indiana), Keith Kostuch (The Boston Consulting Group), Stephen O’Byrne (Stern Stewart & Co.), Jeff Phillips (Coopers & Lybrand), Mark Shanley (Northwestern), L. G. Thomas (Emory), Sheridan Titman (Boston College), Jeff Salzman (CS First Boston), Harbir Singh (Wharton), Nikhil Varaiya (San Diego State), Theo Vermaelen (INSEAD), and Feng Ye (Deutche Morgan Grenfell).

The professionals at The Free Press deserve extensive credit. I owe a large debt of gratitude to my editor, Robert Wallace, for his confidence in this project and for pushing its timely completion. Fortunately, he is surrounded by first-rate professionals. Dewey Brinkley, Iris Cohen, and Loretta Denner were instrumental in improving the quality of this work and seeing it through to completion. Loretta, in particular, was practically part of the family during the final months of production. Her patience and attention will always be remembered.

To my wife, Yaru: Although I do not know if I can stop talking about M&A, I will try to use the words synergy and premium less often. This book could never have happened without your love and support. I promise to get a much bigger up-front advance next time. Finally, this book is dedicated to the memory of my parents, who lovingly preached the values of integrity, honesty, determination, and perseverance. I hope this book reflects their teachings.

Mark L. Sirower New York


PART 1
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UNCOVERING THE RULES OF THE GAME







1
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Introduction: The Acquisition Game


Many managers were apparently over-exposed in impressionable childhood years to the story in which the imprisoned, handsome prince is released from the toad’s body by a kiss from the beautiful princess. Consequently they are certain that the managerial kiss will do wonders for the profitability of the target company. Such optimism is essential. Absent that rosy view, why else should the shareholders of company A want to own an interest in B at a takeover cost that is two times the market price they’d pay if they made direct purchases on their own? In other words investors can always buy toads at the going price for toads. If investors instead bankroll princesses who wish to pay double for the right to kiss the toad, those kisses better pack some real dynamite. We’ve observed many kisses, but very few miracles. Nevertheless, many managerial princesses remain serenely confident about the future potency of their kisses, even after their corporate backyards are knee-deep in unresponsive toads.

—Warren Buffett, 1981 Berkshire Hathaway Annual Report

The 1990s will go down in history as the time of the biggest merger and acquisition (M&A) wave of the century. Few, if any, corporate resource decisions can change the value of a company as quickly or dramatically as a major acquisition.

Yet the change is usually for the worse.

Shareholders of acquiring firms routinely lose money right on announcement of acquisitions. They rarely recover their losses. But shareholders of the target firms, who receive a substantial premium for their shares, usually gain.

Here’s a puzzle. Why do corporate executives, investment bankers, and consultants so often recommend that acquiring firms pay more for a target company than anybody else in the world is willing to pay? It cannot be because so many acquisitions turn out to be a blessing in disguise. In fact, when asked recently to name just one big merger that has lived up to expectations, Leon Cooperman, the former cochairman of Goldman Sachs’s investment policy committee, answered, “I’m sure that there are success stories out there, but at this moment I draw a blank.”1

It doesn’t make sense. For over thirty years, academics and practitioners have been writing books and articles on managing mergers and acquisitions. Corporations have spent billions of dollars on advisory fees. The platitudes are well known. Everyone knows that you should not pay “too much” for an acquisition, that acquisitions should make “strategic sense,” and that corporate cultures need to be “managed carefully.” But do these nostrums have any practical value?

Consider. You know you’ve paid too much only if the acquisition fails. Then, by definition, you have overpaid.

But how do we predict up front whether a company is overpaying for an acquisition—in order to prevent costly failures? What exactly does the acquisition premium represent, and when is it too big? What is the acquirer paying for? These are the details, and the devil is in them.

This book returns to first principles and precisely describes the basics of what I call the acquisition game. Losing the game is almost guaranteed when acquirers do not realize that acquisitions are a special type of business gamble.

Like a major R&D project or plant expansion, acquisitions are a capital budgeting decision. Stripped to the essentials, an acquisition is a purchase of assets and technologies. But acquirers often pay a premium over the stand-alone market value of these assets and technologies. They pay the premium for something called synergy.

Dreams of synergy lead to lofty acquisition premiums. Yet virtually no attention has been paid to how these acquisition premiums affect performance. Perhaps this is because the concept of synergy itself has been poorly defined.

The common definition of synergy is 2 + 2 = 5. This book will show just how dangerous that definition is. Pay attention to the math. The easiest way to lose the acquisition game is by failing to define synergy in terms of real, measurable improvements in competitive advantage.

A quantifiable post-merger challenge is embedded in the price of each acquisition. Using the acquisition premium, we can calculate what the required synergies must be. Often this calculation shows that the required performance improvements are far greater than what any business in a competitive industry can reasonably expect.

By analyzing the acquisition premium, we can determine in advance when the price is far above the potential value of an acquisition. We can also show why most purported synergies are like the colorful petals of the Venus flytrap—dangerous deceivers. But managers who analyze the acquisition premium and understand the concept of synergy will not get caught. They can predict the probability and the amount of shareholder losses or gains.

My claim is that most major acquisitions are predictably dead on arrival—no matter how well they are “managed” after the deal is done.

The M&A Phenomenon

Mergers and acquisitions are arguably the most popular and influential form of discretionary business investment. On the single day of April 22, 1996, with the announcement of the Bell Atlantic—NYNEX merger and Cisco Systems’ acquisition of Stratacom, over $27 billion of acquisitions were announced. For 1995, the total value of acquisition activity was over $400 billion—for 1997, over $1 trillion.2 By comparison, in the aggregate managers spent only $500 billion, on average, over the past several years on new plant and equipment purchases and a mere $130 billion on R&D.3

Acquisition premiums can exceed 100 percent of the market value of target firms. Evidence for acquisitions between 1993 and 1995 shows that shareholders of acquiring firms lose an average of 10 percent of their investment on announcement.4 And over time, perhaps waiting for synergies, they lose even more.5 A major McKinsey & Company study found that 61 percent of acquisition programs were failures because the acquisition strategies did not earn a sufficient return (cost of capital) on the funds invested.6 Under the circumstances, it should be natural to question whether it is economically productive to pay premiums at all.

Logically, we should expect that managers choose an acquisition strategy only when it offers a better payoff than other strategic alternatives. But there are several pitfalls inherent in acquisitions because they are, in fact, a very unique investment.

First, since acquirers pay a premium for the business, they actually have two business problems to solve: (1) to meet the performance targets the market already expects, and (2) to meet the even higher targets implied by the acquisition premium. This situation is analogous to emerging technology investments where investors pay for breakthroughs that have not yet occurred, knowing that competitors are chasing the same breakthroughs. However, in acquisitions, the breakthroughs are called “synergies.”

I define synergy as increases in competitiveness and resulting cash flows beyond what the two companies are expected to accomplish independently. In other words, managers who pay acquisition premiums commit themselves to delivering more than the market already expects from current strategic plans. The premium represents the value of the additional performance requirements.

Second, major acquisitions, unlike major R&D projects, allow no test runs, no trial and error, and, other than divesting, no way to stop funding during the project. Acquirers must pay up front just for the right to “touch the wheel.”

Finally, once companies begin intensive integration, the costs of exiting a failing acquisition strategy can become very high. The integration of sales forces, information and control systems, and distribution systems, for example, is often very difficult to reverse in the short term. And in the process, acquirers may run the risk of taking their eyes off competitors or losing their ability to respond to changes in the competitive environment.

Legendary and successful acquirers such as Bestfoods, Cooper Industries, and Emerson Electric have learned over time and implicitly understand the fundamentals of the game.7 But most companies make very few major acquisitions and often hire outside advisers to do the acquisition valuations (called fairness opinions). A Boston Consulting Group study found that during the pre-merger stage, eight of ten companies did not even consider how the acquired company would be integrated into operations following the acquisition.8 It is no wonder that often the acquirer loses the entire premium—and more. Escalating the commitment by pouring more money into a doomed acquisition just makes things worse, perhaps even destroying the acquirer’s preexisting business.

The objective of management is to employ corporate resources at their highest-value uses. When these resources are committed to acquisitions, the result is not simply failure or not failure. Instead there is a whole range of performance outcomes.

Shareholders can easily diversify themselves at existing market prices without having to pay an acquisition premium. My analysis in this book shows that acquisition premiums have little relation to potential value and that the losses we observe in the markets to acquisition announcements are predictable. What do acquiring firm executive teams and advisers see that markets do not?

The most obvious answer to this question is synergy, yet anecdotal evidence suggests that managers are somewhat reluctant to admit that they expect synergy from acquisitions. In the battle for Paramount, synergy became the embarrassing unspoken word. And Michael Eisner has stated that he does not like to use the “s” word regarding Disney’s acquisition of CapCities/ABC.9 So why do these executives pay premiums? Is it that those who do not remember the past are thoughtlessly repeating it?

The 1980s set all-time records for the number and dollar value of corporate mergers and takeovers in the United States, firmly displacing the famous merger wave of the 1960s. More than 35,000 deals worth almost $2 trillion were completed during the 1980s, with the average size of a deal reaching over $200 million in 1988 and 1989.10 Advisory fees alone totaled over $3.5 billion in the peak years, 1988 and 1989.11

The merger and acquisition field is well established. Since 1980, managers have allocated over $20 billion to investment banking and other advisory fees to help formulate and ensure the success of their acquisition strategies. In addition to professional advisers, there are academic courses: leading universities give week-long seminars to packed houses all over the world, and the American Management Association has an extensive program on M&A. Yet despite all of this advice, many fail.

As Bruce Greenwald, a professor at Columbia Business School has said: “Once you see the truth about something it is obvious, but there are many seemingly obvious things that simply are not true.” Obvious but untrue advice and folklore about acquisitions has led to bad business decisions. Why in fact do some acquisitions lose more money than others?

Back to First Principles: The Acquisition Game

A bad acquisition is one that does not earn back its cost of capital. Stock market reactions to mergers and acquisitions are the aggregate forecasts of investors and analysts around the world of the expectations of the value of the investment. What does it mean when these sophisticated capitalists bid down the stock of acquiring firms and bid up the stock of targets?

The theory of the acquisition game and the synergy trap is rooted in the Nobel Prize—winning research of Professors Franco Modigliani and Merton Miller (M&M). The M&M propositions and their pathbreaking research on valuation begin with the assumption that the value of a firm (V) is equal to the market value of the debt (D) plus the market value of the equity (E):12

V = D + E.

Think of this as an economic balance sheet where the market value of claims (the debt and equity) is a function of the expected earnings stream coming from the assets. You can divide the claims any way you like, but the value of the firm will remain the same. In the words of Merton Miller, “Think of the firm as a gigantic pizza, divided into quarters. If now you cut each quarter in half or in eighths, the M and M proposition says that you will have more pieces but not more pizza.”13

The application of this principle is crucial to understanding what it means for acquiring firms to lose huge chunks of market value following acquisition announcements. When you make a bid for the equity of another company (we will call this the target company), you are issuing claims or cash to the shareholders of that company. If you issue claims or cash in an amount greater than the economic value of the assets you purchase, you have merely transferred value from the shareholders of your firm to the shareholders of the target—right from the beginning. This is the way the economic balance sheet of your company stays balanced.

Markets give estimates of this range of value transfer through changes in share prices. The idea of the transfer of value is the stepping-off point for the development of the acquisition game. In short, playing the acquisition game is a business gamble where you pay up front for the right to control the assets of the target firm, and earn, you hope, a future stream of payoffs. But while the acquisition premium is known with certainty, the payoffs are not. What, then, is synergy?

Investors around the world have already valued the future expected performance of the target firm. That value equals the pre-acquisition share price. These investors’ livelihoods are based on paying what the performance is worth. So synergy must translate into performance gains beyond those that are already expected. Simply put, achieving synergy means competing better. But in current hypercompetitive markets, it is a difficult challenge just to achieve the expected performance that is already built into existing share prices—at a zero premium. What happens when we raise the bar?

Because markets have already priced what is expected from the stand-alone firms, the net present value (NPV) of playing the acquisition game can be simply modeled as follows:

NPV = Synergy − Premium.

Companies that do not understand this fundamental equation risk falling into the synergy trap. To quote G. Bennett Stewart of Stern Stewart & Co., “Paying unjustified premiums is tantamount to making charitable contributions to random passersby, never to be recouped by the buying company no matter how long the acquisition is held.”14

It is the NPV of the acquisition decision—the expected benefits less the premium paid—that markets attempt to assess. The more negative the assessment is, the worse the damage is to the economic balance sheet and to the share price. Folklore says that the share price of acquirers inevitably drops on the announcement of acquisitions—but in a properly valued acquisition, that does not have to be true.

To visualize what synergy is and what exactly the premium represents in performance terms, imagine being on a treadmill. Suppose you are running at 3 mph but are required to run at 4 mph next year and 5 mph the year after. Synergy would mean running even harder than this expectation while competitors supply a head wind. Paying a premium for synergy—that is, for the right to run harder—is like putting on a heavy pack. Meanwhile, the more you delay running harder, the higher the incline is set. This is the acquisition game.

For most acquisitions, achieving significant synergy is not likely. When it does occur, it usually falls far short of the required performance improvements priced into the acquisition premium. Putting together two businesses that are profitable, well managed, and even related in every way is not enough to create synergy. After all, competitors are ever present.

What can a manager do with the new business that will make it more efficient for the new business to compete or harder for competitors to contest their markets? When the managers of Novell acquired WordPerfect for $1.4 billion, did they calculate what WordPerfect was already required to accomplish given the first bid for WordPerfect by Lotus for $700 million? Did they ask what Novell, the parent, could do to make it more competitive against the office suite products of Microsoft or Lotus? If they asked, their answers apparently left something out. Novell lost $550 million of market value on announcement of the acquisition. Since then, Microsoft has continued to gain market share and Novell recently sold WordPerfect, less than two years later, to Corel for less than $200 million—a loss of over $1.2 billion.15

A Brief History of the Research on Acquisitions

Faced with the facts of acquisition performance, academics have struggled to explain them. The explanations fall into two broad categories: (1) managers attempt to maximize shareholder value by either replacing inefficient management in the target firm or achieving synergies between the two firms, or (2) managers pursue their own objectives such as growth or empire building at the expense of shareholder value. These hypotheses are an attempt to understand the average results of acquisitions and can be of use to policymakers.

Interestingly, there were good old days in the acquisition business. Research examining mergers from the 1960s and 1970s found that target firm shareholders on average experienced significant gains and acquirers either gained or, at worst, broke even.16 These results were consistent with the reasonable economic expectation that buyers would bid up asset prices to their fair value.

Then something went wrong. The evidence from the merger wave of the 1980s shows significantly negative results to the shareholders of acquiring firms upon announcement of the acquisition.17 These negative results extended beyond the initial announcement; shareholder returns declined as much as 16 percent over the three years following the acquisition.18

The evidence documenting the destruction of value to the shareholders of acquiring firms came as no surprise to industrial-organization economists who for more than thirty years have studied the effects of mergers on issues such as accounting profitability, market share, and growth. The overwhelming evidence is that mergers do not improve profitability. Indeed, many studies show decreases in profitability at the line-of-business level. And these disappointing results hold also for market share and growth.19 These results are consistent with the hypothesis that managers are pursuing objectives other than wealth maximization for their shareholders.

Richard Roll, a finance professor at UCLA, explained value-destructive acquisitions with a dramatic template, suggesting that managers actually believe there are synergies that can be achieved from acquisitions but that they are infected with a classic tragic flaw—hubris.20 They are overconfident and thus pay too much when they win a bidding contest. In this scenario, overinflated egos cause acquisitions to fail.

This type of proposition can generate great notoriety for an academic and is exactly what the popular press looks for: the chance to pin a big failed decision on the ego of a CEO. How do you explain the difference between a failed acquisition and a successful one? The CEO had a bigger ego. Yet the hypothesis fails to explain why the premiums paid over the past ten to fifteen years are as much as five times the premiums paid during the 1960s and early 1970s when acquisitions on average created value for shareholders. Are we to understand that managers today are five times more confident or have an ego five times bigger than it was during the conglomerate era of the 1960s? And what about big-ego executives who do not make acquisitions?

In the end it is impossible to test whether the hubris hypothesis or the hypothesis that managers simply pursue their own objectives is the true explanation. As Dennis Mueller of the University of Vienna so insightfully states, “Whether the premium paid actually represents the underlying beliefs of managers is inherently unanswerable in the absence of testimony at the time of the acquisition by managers under the influence of truth serum.”21

My objective here is to describe thoroughly what senior executives are getting their companies and their shareholders into when they enter the acquisition game, regardless of their motives. Reaching the decision to approve an acquisition is a complex process with a multitude of players, advisers, opinions, and interests. Major acquisitions are actually rare decisions for most companies. The problem is not necessarily hubris or even self-interest but may simply be unfamiliarity with the fundamentals of the problem. Acquisitions must be compared to other strategic alternatives. The real concern for managers is not the personal motivations of the players or the size of their ego but the mechanics of why the acquisition either works or does not work. What does the range of outcomes to acquirers mean? There have been many hypotheses, but no explanations.

Students of management strategy have focused on the factors that affect individual corporate performance. Professor Richard Rumelt broke new ground in the early 1970s when he found that firms with a pattern of related diversification had consistently higher accounting profitability than firms that diversified into businesses that had little relation to each other.22 Before this discovery, folklore held that “professional management” could be applied to any business, from helicopters to men’s socks.
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