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Chapter 1: Introduction to 

Mergers and Acquisitions

Chapter Summary and Learning Objectives

The purpose of this chapter is to provide students with an understanding of the underlying dynamics of the M&A process. This includes developing a working knowledge of the relevant vocabulary, the role of various participants in the M&A process, and the various factors affecting M&A activity historically. The chapter also addresses why mergers and acquisitions take place and the common reasons why M&As may fail to achieve expectations.

Chapter 1 Learning Objectives: Providing students with an understanding of 

1. What corporate restructuring is and why it occurs;
2. Commonly used M&A vocabulary;
3. Key participants in the M&A process;
4. M&A as only one of a number of strategic options for increasing shareholder value;
5. Common motivations for M&A activity;
6. Historical mergers and acquisitions waves;
7. The Impact of M&A on shareholders and society; and
8. Commonly cited reasons for M&As frequent failure to meet expectations.
Learning Objective 1: Understanding what corporate restructuring is and why it occurs

Corporate Restructuring: This term is a catchall referring to a broad array of activities intended to expand or contract a firm’s basic operations or fundamentally change its asset or financial structure.  It is often referred to as either operational or financial restructuring.  

· Operational restructuring may include the following:

--Downsizing through layoffs or attrition the number of employees required to support 

   specific operations or closing of unprofitable or non-strategic operations;

--The partial or complete divestiture (i.e., sale) or spin-off (i.e., non-taxable transfer of a 
   subsidiary’s stock to parent company shareholders) of a product line or subsidiary; or 

--Mergers or acquisitions to enhance the parent’s overall strategic position and long-term 

   profitability
· Financial restructuring may include the following:

--Adding debt to lower the firm’s weighted average cost of capital;

--Adding debt to repurchase outstanding stock to reduce stock in the hands of shareholders 

   most likely to sell to an unwanted acquirer or to reward current shareholders by increasing

   earnings per share and in turn the share price; or

--Leveraging the firm to distribute a special dividend to make the firm less attractive to 

   potential acquirers and to increase loyalty of existing shareholders.
Learning Objective 2: Understanding commonly used M&A vocabulary.

· Statutory Merger: Combination of two corporations in which only one corporation survives in accordance with the statutes of the state in which the surviving firm is incorporated

· Subsidiary Merger:  A merger of two companies resulting in the target company becoming a subsidiary of the parent (e.g., EDS and GM)

· Consolidation:  Two or more companies join to form a new company  (e.g., Daimler-Benz and Chrysler)

· Acquisition:  Purchase of an entire company or a controlling interest in a company.

· Divestiture:  The sale of all or substantially all of a company or product line to another party for cash or securities
· LBO:  The purchase of a company financed primarily by debt.  The term is more often applied to a firm going private financed primarily by debt.

· Management buyout: A leveraged buyout in which the managers of the firm to be taken private are also equity investors.

· Holding company: A single company with investments in a number of other, often diverse, operating companies
· Acquirer: A firm attempting to merge or acquire another company
· Target: The firm being solicited by the acquiring firm.

· Horizontal merger: Occurs when two firms in the same industry combine.

· Vertical merger: Mergers in which the two firms are in different stages of the value chain
· Conglomerate mergers: Mergers between companies in largely unrelated industries.

· Friendly takeovers: The target’s management and board are receptive to being acquired and recommend that the shareholders approve the transaction.

· Hostile takeover: Occurs when the initial offer was unsolicited by the target, the target was not seeking a merger at the time it was approached, and the target’s management contested the offer
· Takeover premium: The excess of the purchase price over the target’s current share price
Learning Objective 3: Understanding key participants in the M&A process

· Investment bankers: Often hired by acquiring and target firms, they provide their clients with strategic and tactical advice and acquisition opportunities, screen potential buyers and sellers, make initial contact with the seller or buyer, and provide valuation, negotiation, and deal structuring support.

· Lawyers: Provide specialized legal expertise in such areas as M&As, tax, employee benefits, real estate, antitrust, securities, environment, and intellectual property.

· Accountants: Provide advice on the optimal tax structure, on financial structuring, and on performing due diligence.

· Proxy solicitors: Hired by dissident shareholders to compile lists of shareholders’ addresses and to design strategies to educate shareholders and communicate why shareholders’ should follow their recommendations. Solicitors may also be hired by boards to promote their positions to shareholders. 
· Public relations firms: Assist in developing consistent messages for communicating to the various stakeholder groups of the firm.
· Institutional investors: Private and public pension funds, insurance firms, investment companies, bank trust departments, and mutual funds who may seek to take either a passive or activist role in how a firm is managed by how they vote their shares.

· Arbitrageurs: Investors who attempt to profit from small differences between the offer price for a target firm and its actual share price
Learning Objective 4: Understanding that M&A is only one of a number of strategic options for increasing shareholder value
Alternatives to M&A may include the following:

· Solo venture: “Going it alone” or “organic growth” by relying on a firm’s existing managerial, operational, and financial resources.

· Partnering: Utilizing the resources of others to implement a firm’s business strategy through  marketing/distribution alliances, joint ventures (i.e., usually more formal than an alliance), licensing, franchising, and equity investments.

· Minority investments: Less than controlling interest investments made in other firms in an effort to seek some strategic advantage.

· Asset swaps: Exchanging ownership in substantially similar assets (e.g., swapping groups of customers in different geographic areas).

· Financial restructuring: See learning objective 1.

· Operational restructuring: See learning objective 1.

Learning Objective 5: Understanding common motivations for M&As

· Synergy: The increase in the shareholder value of combining two firms rather than operating them independently

--Operating synergy: Gains in operating efficiency from either economies of scale and scope 

   and from improved managerial practices.

: 


--Economies of scale: Fixed per unit costs decline as output increases


--Economies of scope: Producing multiple products or services with the same resources
--Financial: Lowering the cost of capital of the combined firms, reducing transaction-related    

   costs associated with issuing new securities, and better matching of opportunities with 
   internally generated funds.

· Diversification: Acquiring firms outside of a firm’s current primary lines of business
--Unrelated diversification: Acquiring firms whose products and markets are totally 

   different from those of the acquiring firm.

--Related diversification: Acquiring firms whose products differ from those of the acquirer or 

   whose markets differ from those of the acquirer but not both.

· Strategic realignment: The use of M&A to adjust rapidly to changes in a firm’s external environment
--Technological change (CDs, cable satellite hook-ups, broadband)

--Deregulation (e.g., financial services and telecommunications) 

· Hubris (managerial pride): Managers of the acquiring firm believe that their valuation of the target firm is superior to the market’s, thus often leading to overpayment due to their excessive optimism.

· Buying undervalued assets (q-ratio): Acquiring firms whose market values are less than their book values or replacement cost.

· Mismanagement (agency problems): Occurs when there is a difference between the interest of incumbent management and the firm’s shareholders.

· Tax considerations: Acquiring a firm whose cumulative operating losses and tax credits and the potential for writing acquired assets up to their market values enables the acquirer to reduce its tax liability.

· Market power: Firms combine to improve their ability to set product prices at levels not sustainable in a more competitive market.

· Managerialism: Managers who make poorly planned acquisitions to increase the size of the acquiring firm and their own compensation.

Learning Objective 6: Understanding historical waves of mergers and acquisitions

· The First Wave: Horizontal Consolidation (1897-1904)  

--Spurred by drive for efficiency, lax enforcement of anti-trust laws (Sherman Anti- 

  Trust Act), and westward migration and technological changes

--Resulted in increased concentration in primary metals, transportation, and mining   

--Fraudulent financing and the stock market crash of 1904 ended this boom.

· The Second Wave:  Increasing Concentration (1916-1929)  

        --Driven by entry of US into WWI and the post-war boom.  

--Passage of Clayton Act which further defined what constituted monopolistic   

   practices along with the stock market crash of 1929 ended this wave.

· The Third Wave: The Conglomerate Era (1965-69) 

--Emergence of Financial Engineering

· The Fourth Wave:  The Retrenchment Era (1981-1989)

--Strategic U.S. buyers and foreign multinationals dominated the first half of the decade

--Second half dominated by financial buyers (Growth of junk bond market and the
   emergence of Drexel Burnham as a market maker created liquidity)

--Wave ended with the bankruptcy of several LBOs and demise of Drexel Burnham.  

· The Fifth Wave: Age of the Strategic Megamerger (1992-2000)


--Dollar volume of transactions reached record levels in each year between 1995 and 

               2000.
--Purchase prices reached record levels due to a soaring stock market, trend toward 

   consolidation in many industries, technological innovation, and benign antitrust 

    policies.

--Wave ended with the collapse in global stock markets and worldwide recession.
· The Sixth Wave: Age of Cross Border Transactions and Horizontal Megamergers (2004 - ???)
--Propelled by low interest rates, buoyant equity markets, increasing synchronization 
   among world’s economies, globalization, and high commodity prices.
Learning Objective 7: Understanding the impact of M&A on shareholders and on society

· Success is elusive:  Studies show that

--Around announcement dates, abnormal returns in mergers to target shareholders are 

   about 20% and 30-49% for tender offers; bidders’ shareholders earn 0 to slightly 

   negative returns
--50 – 80 percent of all mergers and acquisitions either fail to outperform their 

   industry peers or earn their cost of capital during the 3-5 years after closing. 

· Experience helps

--72% of acquirers completing more than 6 acquisitions per year earn above industry 

   average returns versus 55% of those completing 1-5 transactions annually

· However, no evidence that alternatives to M&A, such as solo ventures or joint ventures, are likely to be more successful on average in achieving participants’ expectations.

· In general, society benefits from M&A activity

--Increase in aggregate shareholder value (i.e., target plus acquirer) is more attributable to 

   improved operating efficiency than to market power (i.e., ability to raise prices). 

--Little evidence that M&A activity results in increasing industrial concentration
Learning Objective 8: Understanding the most commonly cited reasons for M&As frequent failure to meet expectations.

· Over-estimating synergy/over-payment

--Acquirers tend to overpay for growth firms based on their historical performance.

--Presumed synergies are frequently not achievable resulting in significant overpayment for  

   the target firm.

--Overpayment compounds challenges of achieving returns required by investors.

· Slow pace of integration

--Key employees and customers are lost doing periods of uncertainty associated with 

   protracted periods of integration.

--Cost savings are not realized until much later than expected resulting in a lower present 

   value for such savings
· Poor strategy

--May be too complicated to execute

--May not satisfy customers’ highest priority needs.

Chapter 1 Study Test

True/False Questions:

1. A leveraged buyout involves the purchase of a company financed primarily by debt. True 

            or False  
2. A merger is a combination of two firms in which only one firm’s identity survives.  True 

  
or False 
3. In a consolidation, two or more firms combine to form a new company.  True or False  

4. A horizontal merger occurs between firms at different stages of the value chain.  True or 

False  
5. The primary advantage of a holding company is the potential leverage that can 

be achieved by gaining effective control of other companies’ assets at a lower overall 

cost than would be required if the firm were to acquire 100% of the target’s outstanding 

shares.  True or False   
6. Joint ventures are usually more profitable than mergers or acquisitions.  True or False  

7. A fairness opinion is a certification provided by a third party that guarantees that the price paid for a specific company is fair.  True or False 
8. Arbitrageurs buy the stock and make a profit on the difference between the bid price and 

the target’s current stock price if the deal is consummated.  True or False   
9. Empirical studies show that the share price of a target firm rarely rises in advance of the 

announcement of a takeover attempt.  True or False  
10.
Perceived synergy is rarely a motivation for M&A.  True or False   
11.       Empirical studies show that unrelated diversification is an excellent way to increase 

shareholder value.  True or False    
12.       Tax considerations such as acquiring net operating loss carry forwards and investment tax    

credits are often excellent reasons to justify an acquisition.  True of False 
13.        Market power is a motive for M&A in which the acquirer is seeking to gain market share 

 in order to get more control over its ability to set prices.  True or False  
14.
M&A’s rarely pay off for target firm shareholders.  True or False   
15.
Studies suggest that as many as 50% to 80% of M&A’s fail to meet expectations.  True or 

            False 
Multiple Choice Questions:

16.
Which of the following are commonly cited reasons for M&As?   
a. Synergy

b. Market power

c. Strategic realignment

d. All of the above

17.       A merger is a combination of businesses in which  
a. two businesses combine to form a new business.

b. the participants are necessarily comparable in size, competitive position, profitability, and market capitalization.

c. one of the two firms becomes a wholly owned subsidiary of the other firm.

d. none of the above.

18.       Vertical mergers are those in which the participants are  
a. in the same industry.

b. in different industries

c. in different phases of the value chain.

d. none of the above. 

19.       An employee stock ownership plan (ESOP) is a trust that  
a. can be used as alternative to a divestiture.

b. can be used to purchase the shares of the owners of a privately held firm in a leveraged buyout.

c. can be used as a means of placing a firm’s stock in “friendly” hands to help dissuade an unwanted takeover attempt.

d. all of the above.

20.      All of the following are common motives for a merger or acquisition except for 
a. operating synergy

b. financial synergy

c.
raising the cost of capital.

d.
buying undervalued assets.

Answers to Test Questions

	True/False
	1.     True

2.     True

3.     True

4.     False

5.     True

6.     False

7.     False

8.     True

9.     False

10.   False
11.   False

12.   False

13.   True

14.   False

15.   True

	Multiple Choice
	16.   D

17.   D 

18.   C

19.   D

20.   C
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