Chapter 18 Cross-Border Mergers and Acquisitions: Analysis and Valuation
Chapter Summary and Learning Objectives

This chapter addresses common motives for international expansion, as well as the advantages and disadvantages of a variety of international market entry strategies. However, with cross-border M&As comprising on average one-third of total global transactions and one-half of direct foreign investment annually, the focus is on the challenges of M&A deal structures, valuation, and execution in for both developed and emerging countries.  Finally, the chapter summarizes empirical studies investigating the actual benefits to both target and acquiring company shareholders.
Chapter 16 Learning Objectives: To provide students with an understanding of 

1.   Motives for international expansion;

2. Common international market entry strategies;

3. Planning and implementing cross-border transactions in developed countries;

4. Planning and implementing cross-border transactions in emerging countries;

5. Valuing cross-border transactions; and
6. Empirical studies of financial returns to international diversification.
Learning Objective 1: Motives for international expansion
· Geographic and industrial diversification: Firms may diversify by investing in different industries in same country, the same industries in different countries, or different industries in different countries. 
· Accelerate growth: Foreign markets represent additional growth opportunities.
· Industry consolidation: Excess capacity in many industries drives firms to merge to take advantage of economies of scale and scope.
· Utilize lower raw material and labor costs: Emerging markets often provide low cost resources as well as less regulation.
· Leveraging intangible assets: Firms with significant intellectual property such as patents, copyrights or brands can seek to apply these intangible assets in emerging markets.
· Minimizing tax liabilities: Firms in high tax countries may shift production and reported profits by building or acquiring operations in countries with more favorable tax laws.
· Avoiding entry barriers: Foreign firms may circumvent quotas and tariffs by acquiring firms within the country.
· Fluctuating exchange rates: Appreciating currencies against the dollar decrease the cost of buying U.S. firms.

· Following customers: Suppliers often invest abroad in order to be close to their customers.

Learning Objective 2: Common international market entry strategies
· Mergers and acquisitions

· Greenfield or solo entry
· Alliances and joint ventures
· Exporting 

· Licensing
Learning Objective 3: Planning and implementing cross-border transactions in developed countries
· Acquisition vehicles: In acquiring U.S. businesses, non-U.S. firms frequently use partnerships, LLCs, and C corporations to acquire the shares or assets of U.S. targets.
· Form of payment: Cash rather than shares is the most common form of payment in cross-border transactions.
· Form of acquisition: Purchases of target firm shares are generally the simplest form of acquisition in cross-border transactions.
· Post-merger organization: A highly centralized organization may be appropriate to realize synergies, later giving way to a more decentralized mode of operation.

· Tax strategies: Three common structures include the tax-free reorganization, taxable purchase, and hybrid transaction, which may result in a transaction which is taxable to some target shareholders but not to others.

· Buyer due diligence: Because local regulations may afford the acquirer fewer protections than in their home country, the buyer should perform as extensive an onsite due diligence as possible.

· Employment and labor laws: In many developed countries, employees receive far greater legal protections than in the U.S.  Consequently, they have a much greater say in negotiations of the transaction.

· Environmental and product liability laws: Environmental regulation is often more strict in non-U.S. developed countries. 

· Financial statements: While accounting standards continue to converge, differences continue to abound. Consequently, the seller should confirm that their financial statements have been prepared in accordance with GAAP. 

· Financing considerations: Cross-border transactions are most often financed with debt. Sources of financing include capital markets in the acquirer’s home market, the target’s local country, or in a third country.

· Post-merger integration: If corporate and national cultures are very different, integration may be inappropriate.

Learning Objective 4: Planning and implementing cross-border transactions in emerging countries
· Emerging countries pose new challenges not encountered in developed nations.
· These include political and economic risks such as excessive local government regulation, confiscatory tax policies, restrictions on cash remittances, currency inconvertibility, restrictive employment practices, outright expropriations of assets of foreign firms, civil war, and corruption.

· Sources of information needed to assess local country risk can be obtained from local country consultants, joint venture partners, a local legal counsel, or a government agency such as the U.S. Department of State. Other sources include a variety of credit rating agencies and trade magazines. 

· In some cases, political risk insurance may be purchased, depending on the size of the investment and the perceived level of risk.

· Put options embedded in agreements of purchase and sale and appropriate contract language can be used to hedge country risk

Learning Objective 5: Valuing cross-border transactions
· Methodology similar to that employed when both acquirer and target firms within same country.  Basic differences between within-country and cross-border valuation methods is that the latter involves converting cash flows from one currency into another and adjusting the discount rate for risks not generally found when both firms are in the same country.
· Generally, target firm cash flows are projected and then converted to the acquirer’s home currency. This requires estimating exchange rates between the acquirer’s and target’s currency.  Future spot exchange rates are estimated using either relative interest rates (i.e., interest rate parity theory) in each country or relative rates of expected inflation (i.e., purchasing power parity theory).  Since interest rate information is often limited, the purchasing power parity approach may be most appropriate when the target firm is in an emerging nation. 
· Developed economies show little differences in the cost of equity or capital due to the high level of integration of their capital markets in the global capital market.   Consequently, either the acquirer’s or the target’s cost of equity (adjusted for firm size) may be employed to discount future cash flows when both firms are located developed countries. 
· In emerging countries, capital markets often are segmented such that investments are made primarily in a particular country.  This implies that the local country’s equity premium differs from the global equity premium, reflecting the local country’s non-diversifiable risk.

· Non-diversifiable risk when capital markets are segmented is measured by estimating the emerging country firm’s global beta as the product of the firm’s country beta times the emerging country’s global beta. 

· The country’s equity risk premium is estimated using the prospective method implied by the constant growth model, which relates the target firm’s country stock index or for a similar country to the dividend yield plus the expected earnings growth rate.

· The firm’s cost of equity may be adjusted for specific political/economic risk by adding the difference between the yield on the country’s government bonds and the U.S treasury bond of the same maturity.  Additional adjustments could include liquidity risk and firm size.
· The cost of debt for an emerging market firm should reflect both the country risk premium and a default premium.  The country risk premium is described above and the firm’s default risk can be estimated by using its financial ratios to estimate its credit rating and then adding the standard risk premium for firms exhibiting that credit rating. 

· Scenario planning may be employed to avoid making the aforementioned somewhat arbitrary set of adjustments.  Using this method, the NPV of the target is estimated as the expected value of a limited set of alternative scenarios based on different assumptions.
Learning Objective 6: Empirical studies of financial returns to international diversification
· There is evidence that international diversification may increase financial returns by reducing risk as long as economies are relatively uncorrelated.
· Results are mixed as to whether returns are higher if firms diversify across countries or industries.  Whichever approach is taken, country choice is very important.
· Returns for cross-border transactions are similar to those earned by shareholders of target and acquiring firms in domestic transactions.
· Inflows of foreign investment are higher in countries that enforce financial transparency and good corporate governance.
Chapter 16 Study Test

True/False Questions:

1.
Globally integrated capital markets provide foreigners with unrestricted access to local markets and local residents to foreign capital markets. True or False 

2. Segmented capital markets exhibit the same bond and equity prices in different geographic areas for identical assets in terms of risk and maturity. True or False    

3. Although many countries and industries are increasingly interdependent, it is important not to overlook local focus of many industries and businesses. True or False  

4.
The desire by a firm’s management to accelerate growth is rarely a motive for international diversification. True or False  

5.
Excess capacity in many industries is seldom a factor driving consolidation through M&A. True of False  

6.
The appreciation of the currency of the acquirer’s home country against the currency of the target firm’s country makes it more expensive for the acquirer to buy the target firm. True or False 

7.
Exporting is not considered a market entry strategy. True or False   

8.
A major disadvantage of licensing is the potential for loss of control over the manufacture and marketing of the firm’s products in other countries. True or False   

9.
A C corporation is a typical acquisition vehicle used by foreign buyers of U.S businesses due to its flexibility. True or False  

10.
Most acquirers use stock in buying foreign companies. True or False  

11.
Environmental and labor protection laws are often more strict in Western Europe than in 

            the U.S. True or False  

12.
As in the U.S., share acquisitions are often the simplest mechanism for transferring ownership in cross-border transactions. True or False 

13.
Mergers are legal in all countries. True or False  

14.
Even though they may involve multiple tax and legal jurisdictions, international transactions are generally straight forward from a tax standpoint. True or False 

15.
In globally integrated capital markets, the cost of equity for firms in different countries exhibiting the same level of risk is usually the same. True or False 

Multiple Choice Questions:

16. All of the following represent common international market entry strategies except for   


a. Mergers and acquisitions
b. Solo ventures or startups
c. Joint ventures
d. Spin-offs
17. A target firm’s projected cash flows can be converted to the acquirer’s country currency by all of the following methods except for  

a. Interest parity approach
b. Parallel bargaining approach
c. Purchase power parity approach
d. A and C
18. .The capital asset pricing model formulation for discounting cash flows of target firms in emerging countries always includes all of the following adjustments except for 

a. Specific country risk premium
b. A risk free rate of return
c.
A liquidity premium 
d. 
An equity premium
19. Which of the following are commonly used to finance international M&A transactions?  

a. The acquirer’s home country capital markets
b. The target’s local capital markets
c. Capital markets in a third country
d. All of the above
20. Which of the following are examples of acquisition vehicles that could be used in cross-border transactions?  

a. Partnerships
b. Limited liability companies
c.
Corporations

d.
All of the above
Example Problems

21. A U.S. firm is attempting to value a French firm, whose current market value is 4 billion Euros. The risk free rate in France for 10-year government bonds is 4% and the anticipated inflation rate in the U.S. and in France are 4% and 3.5%, respectively. The historical equity risk premium in the U.S. is 5.5% and the acquirer estimates the target’s beta at .95 by regressing the target’s historical financial returns against the S&P 500. What is the cost of equity that should be used to discount the target’s projected cash flows when they are expressed in terms of Euros? When they are expressed in terms of dollars? 
22. An emerging country’s stock market dividend yield is 5% and that earnings for the companies in the stock market index are expected to grow by 6 % annually in the foreseeable future. The country’s global beta (ßcountry,global) is 1.3. The U.S Treasury bond rate is 5 %, and the expected inflation rate in the emerging country is 6 % compared to 5% in the United States. Estimate the country’s risk-free rate (Rf), the return on a diversified portfolio of equities in the emerging country (Rcountry), and the country’s equity risk premium (Rcountry – Rf). What is the cost of equity in the local currency for a local firm (ke,em) whose country beta (ßemfirm,country) is 1.6?
Answers to Test Questions

	True/False
	1.   True
2    False

3.   True

4.   False

5.   False
6.   False
7.   False
8.   True

9.   True
10. False
11. True

12. True

13. False
14. False
15. True

	Multiple Choice
	16.  D
17.  B

18.  C
19.  D
20.  D


Answers to Example Problems
21.       Kefr = .04 + .95(.055) = .092

Keus = [(1+.092) x (1+.04)/(1+.035)] – 1 = .0973 x 100 = 9.73%

22.       Rf = [(1+.05)((1+.06)/(1+.05))-1] = .06 

Rcountry (see Equation 18.8) = .05 + .06 = .11

(Rcountry –Rf)  = .11 - .06 =.05

ßem,firmglobal (see Equation 18.7) = 1.3 x 1.6 = 2.08

ke,em = .06 + 2.08(.05) = .164
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