Chapter 9: Applying Financial 

Models to Value, Structure, and Negotiate Mergers and Acquisitions
Chapter Summary and Learning Objectives

Financial modeling refers to the application of spreadsheet software to define simple arithmetic relationships among variables within the firm’s income, balance sheet, and cash flow statements and to define the interrelationships among the various financial statements. Such models can be used to answer key tactical and strategic questions. Toward that end, this chapter provides a process for building a financial model in the context of a merger or acquisition. The process allows the analyst to determine the minimum and maximum prices for a target firm and the initial offer price.  

Chapter 9 Learning Objectives: Provide students with an understanding of 

1.   The limitations of financial data;

2. The fundamentals of the M&A model building process;

3. Factors affecting postmerger share price;

4. Estimating postmerger share; 

5. Conducting basic changes to the model provided with the text (see the companion website to the 7th edition of this book); and 

6. Key valuation modeling issues.

Learning Objective 1: The limitations of financial data
· Improper revenue recognition accounts for about 50% of fraudulent financial statements.  Key rules for properly stating revenue include the following:

--Long-term contracts: For contracts spanning multiple accounting periods, revenue is 

   recognized based on the percentage of the contract completed.

--False invoices: Common examples include recording revenue despite having not yet 

   shipped the products, creating false invoices, or holding the accounting period open 

   beyond the end of the quarter to boost revenue

--Vendor financing: Inflating revenues by extending customers extremely favorable payment 

   terms.

· Restructuring reserves often used to smooth earnings

· Using in-process research and development write-offs to inflate future earnings

Learning Objective 2: The fundamentals of the M&A model building process;

· Step 1: Value acquirer and target as standalone firms

--Understand specific firm and industry competitive dynamics

--Normalize 3-5 years of historical data

--Project normalized cash flow based on expected market and competitive industry 

   conditions
· Step 2: Value acquirer and target firms including synergy

--Estimate sources and destroyers of value and implementation costs

--Consolidate acquirer and target standalone values including synergy

--Estimate value of net synergy (i.e., consolidated including synergy less standalone values 

   of acquirer and target)

· Step 3: Determine initial offer price for target firm

--Estimate minimum and maximum purchase price range

--Determine amount of synergy willing to share with target shareholders

--Determine appropriate composition of offer price

· Step 4: Determine combined firms’ ability to finance the transaction

--Estimate impact of alternative financing structures

--Select financing structure that meets acquirer’s required financial returns, meets target’s

   primary needs, does not raise cost of debt or violate existing covenants, and minimizes EPS 

  dilution and short-term reduction in financial returns.

Learning Objective 3: Factors affecting postmerger share price
· Earnings per share

· Price to earnings ratio

· Postmerger share price equals earnings per share times price to earnings ratio

· Share exchange ratio equals ratio of the target firm’s share price including any premium to the acquirer’s share price

· Postmerger EPS reflects the EPS of the combined firms, the price of the acquirer’s stock, the price of the target’s stock, and the number of shares of acquirer and target stock outstanding. 

Learning Objective 4: Estimating postmerger share price

· Step 1: Calculate share exchange ratio in a share for share exchange.

· Step 2:  Estimate new shares issued by acquirer to purchase target shares

· Step 3:  Estimate total shares outstanding for the combined firms based on acquirer’s current shares outstanding plus new shares issued.

· Step 4: Estimate postmerger earnings per share by dividing the combined firms’ earnings by the total shares outstanding determined in Step 3

· Step 5: Calculate postmerger share price by multiplying postmerger EPS by assumed price-to- earnings ratio

· For all cash or cash and stock transactions, adjust step 4 to reflect the different characteristics of the purchase price.

Learning Objective 5: Conducting basic changes to the model provided with the textbook (see the companion website to the 7th edition of the text)

1. Displaying Microsoft Excel formula results on a worksheet 

a. On the Tools menu, click Options, and then click the View Tab.

b. To display formulas in cells, select the Formulas check box to display the formula’s results; clear the check box.

2. In place of existing historical data, fill in the data in cells not containing formulas.  Do not delete existing formulas in “historical period” cells unless you wish to customize the model.  During the historical period, input the following data for both the acquiring and target companies.

a. Income Statement

1. Net Sales

2. Depreciation Expense

3. Total Cost of Sales

4. Sales Expense

5. General and Administrative Expense

6. Amortization of Intangibles

7. Other expense (income) net

8. Interest income

9. Interest Expense

10. Taxes

b. Balance Sheet

1. Cash

2. Other Current Assets

3. Gross Fixed Assets

4. Accumulated Depreciation and Amortization

5. Other Assets

6. Current Liabilities

7. Existing Long-Term Debt

8. Other Liabilities

9. Common Stock

10. Retained Earnings

11. Shares outstanding

3. Do not delete or change formulas in the “forecast period” cells unless you wish to customize the model.  To replace existing forecast data, change the forecast assumptions at the top of each spreadsheet.

Learning Objective 6: Key valuation modeling issues
· What is the standalone value of the acquiring firm?  From the viewpoint of the acquirer’s shareholders, an acquisition makes sense only if the per share value of the combined firm is higher than that of the standalone value of the acquiring firm.

· What is the standalone value of the target firm? This or the firm’s current public market value establishes the logical minimum offer price for the target firm.

· What is the potential value that can be created (i.e., synergy) for shareholders in the new firm by combining the target and acquirer firms.

· How rapidly can the potential synergy be realized?

· How much will have to be spent to realize the potential synergy?

· How much of the synergy must be shared with the target firm’s shareholders to offer a price that will induce target shareholders to surrender control?

· What portion of the new firm’s equity will be held by acquirer shareholders and what portion by target shareholders.

· Can the proposed purchase price for the target firm be financed by the aggregate resources of the combined firms without violating existing loan covenants?

· Are the key assumptions underlying the model realistic?

Chapter 9 Study Test

True/False Questions:

1. Compiling target financial statements, in accordance with generally accepted accounting 

principles, ensures their accuracy.   True or False  
2. Pro forma financial statements frequently are used to show what an acquirer’s and target’s combined financial performance would look like if they were merged.  True or False   
3. A standalone business is one in whose financial statements reflect all the costs of running the business and all of the revenues generated by the business.  True or False  
4. Common size financial statements are among the most frequently used tools to uncover data irregularities.  True or False  
5.
In many simple financial models, revenue projections underpin growth in all major 

components of the income statement.  True or False   
6.
To normalize cash flow, it may be necessary to subtract unusually large increases in 

reserves from or add large decreases in reserves to cash flow.  True or False  
7.
Potential sources of value include land, underutilized borrowing capacity, and patents.  True or False  
8.
The present value of net synergy is the difference between the PV of sources and the PV of destroyers of value.  True or False   

9.
Cost savings are likely to be greatest for merging firms in different industries.  True or False   
10.
The current market value of the target firm may overstate the calculation of the minimum price in determining the initial offer price if it reflects investor expectations of an impending takeover.  True or False 

11.
The share exchange ratio is the ratio of the acquirer’s share price to the target’s share price.  True or False  
12.
Determining the standalone value of the acquirer firm is irrelevant to the M&A model building process.  True or False  
13.
Complex models are always more accurate than simple models.  True or False  
14.
In calculating the standalone value for the target firm all costs and revenues associated with the business should be included in the valuation.  True or False  

15.
Determining whether the transaction can be financed should not be included as part of the model building process.  True or False  
Multiple Choice Questions

16. Which of the following are generally considered part of the M&A model building process?  
a. Understanding specific industry and firm competitive dynamics.

b. Determining the amount of synergy the acquirer is willing to share with the target firm’s shareholders.

c. Estimating the value of net synergy.

d. All of the above

17. Which of the following is true about common size financial statements?    
a. Such statements are useful for comparing firms of different sizes in the same industry at a specific moment in time

b. By expressing the target’s line item data as a percentage of sales, it is possible to compare the target company with other companies’ line item data expressed in terms of sales to highlight differences.

c. Such statements are useful in comparing a firm with its primary competitors over several periods.

d. All of the above. 

18. Which of the following is not generally considered a source of value?  
a. Land

b. Product warranty claims

c. Unused patents

d. Duplicate overhead

19.
Which of the following is not generally considered a destroyer of value? 
a. High employee turnover

b. New distribution channels

c. Nonexistent or poorly written customer and supplier contracts

d. Pending lawsuits

20.
Which of the following are not generally considered part of the determination of the initial offer price?   
a. Determining the minimum price

b. Determining the maximum price

c. Determining how much synergy to share with the target firm’s shareholders

d. Determining the ratio of the minimum price to the acquiring firm’s current share price

Practice Problems:
21. An acquirer agrees to purchase a target firm in an exchange of shares. The acquiring firm’s share price is $12 and the offer price for the target firm is $10.  What is the implied share exchange ratio?

22. The acquirer’s current share price is $12 and its number of shares outstanding is 1,000,000.  The offer price for the target firm is $15 in a share for share exchange.  The target firm has 100,000 shares outstanding.  The combined earnings of the two firms including synergy is $500,000.  What is the postmerger EPS of the combined firms?

23. For question 22, assume that the purchase price consists of .5 acquirer shares and the balance in cash.  Ignoring the cost associated with financing the cash portion of the purchase price, what is the postmerger EPS of the combined firms?

24. For question 23, what is the postmerger ownership distribution?

25. For question 22, assume the purchase price is an all cash offer.  Ignoring the cost associated with financing the cash portion of the purchase price, what is the postmerger EPS of the combined firms?
26. Flyrite, an aircraft parts supplier, extends an offer to buy Complex Computer Inc., a maker of super computers, for $25 worth of Flyrite stock. Although the total combined companies’ earnings will not increase and are estimated at $150 million, Flyrite believes the merger will result in lower risk for its shareholders. Using the information in the table below, what is the postmerger EPS of the new company?
	
	Modern Auto
	Sky Systems

	Share price
	$50
	$25

	Number of outstanding shares (millions)
	50
	35

	Earnings (millions
	$100
	$50


Answers to Practice Test Questions

	True/False
	1.   False

2.   True

3.   True

4.   True

5.   True

6.   False
7.   True  

8.   True
9.   False

10. True

11. False

12. False

13. False

14. True

15. False

	Multiple Choice
	16. D

17. D

18. B

19. B

20. D


Practice Problems

21.
$10/$12 = .83

22.
$500,000 / (1,000,000 + (100,000 x ($15/$12))) = .44

23.
$500,000 / (1,000,000 + 100,000 x .5) = .48 

Note: .5 represents the share exchange ratio of .5 acquirer shares for each target share; 1,000,000 represents the number of acquirer shares outstanding and 100,000 x .5 represents the number of new acquirer shares that must be issued to purchase the outstanding target shares. We are ignoring the impact on earnings of financing the cash portion of the purchase price.
24.
Target company = 50,000/1,050,000 = 048

Acquiring company = 100 - .048 = .952

25.
$500,000/1,000,000 = $.50

26.      $2.22.  Because Flyrite’s stock is $50 and Complex Computer’s stock price is $25, the 
share exchange ratio is $25/$50 = .5. There are 35 million shares of Complex Computer outstanding. The acquisition will require Flyrite to issue 17.5 million shares (35 x .5). The total number of shares after the merger = 50 + 17.5 million = 67.5. The EPS after the merger = $150/67.5 = $2.22
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