BUSS4 Section A 2012: Takeovers and Mergers Research Briefing


Research Bullet 1: The motives for takeovers and mergers and how these link with corporate strategy

	Definitions
	Key Theory / Concepts

	Takeover: Where one business acquires a controlling interest in another business = a change of ownership
Merger: a combination of two previously separate businesses into a new business
External growth: use of takeovers & mergers

Organic growth: growth from “within the business” e.g. new products; expansion into new markets

Diversification: expanding into new markets with new products – the riskiest growth strategy
	Ansoff matrix: a model that analyses four growth options: product development; market penetration; market development & diversification
Porter generic strategies: 3 strategies commonly used by businesses to achieve competitive advantage (cost leadership; differentiation; focus)
Economies of scale: where unit costs fall as a result of increased scale or scope of operations (key to strategy of cost leadership)

	Key motives for takeovers and mergers
	Arguments against pursuing M&A

	Strategic motives:  
(1) Extend the Business (e.g. locations, emerging markets, globalisation)

(2) Change Competitive Structure (e.g. consolidation, remove competition, economies of scale

(3) Improve Business Capabilities (e.g. access better technology, stimulate innovation)
Financial motives: (1) Earn a ROI: e.g. make use of high share price or surplus cash or (2) Find value: e.g. asset-stripping or turnaround failing firm
Managerial motives: ego-building; vanity projects; pressure from competitors or media
	Risk: may threaten business viability particularly if investment is significant to firm
Alternatives: organic growth is less risky; strategic alliances or joint ventures; licensing agreements (e.g. overseas)
Destroyed shareholder value: unacceptable returns for shareholders & potential losses
Disruption: significant management time;  loss of focus
Culture: potential clashes of corporate culture

Stakeholder reaction: potential for negative response amongst key stakeholders (particularly customers)

	Key Examples / Evidence

	Takeover / merger

Main motives for the transaction
Kraft / Cadbury
Establish global market leadership in confectionery & access emerging markets
Google / Motorola
Acquire valuable smartphone patents & manufacturing expertise
Tata / JLR
Economies of scale & acquire expertise, brands, capacity and distribution
RBS / ABN-Amro
Management vanity; continue reputation for big deals; over-confidence
Santander / Abbey
Market entry (UK) & establish base for further acquisitions to build market share
WM Morrison & Safeway
Increase market share & exploit economies of scale to improve competitiveness
HMV / MAMA
Diversification into fast-growing markets & reduce reliance on retailing
British Airways / Iberia

Consolidation; economies of scale & survival: positioning for further takeovers


	“Depends On” Factors
	Areas for Evaluation

	Is the firm at a competitive disadvantage? If so, then a strategic acquisition might have potential to transform its position.
Does the acquiring firm have the financial resources to be able to pursue an external growth strategy? How supportive are its shareholders and lenders?

Is the takeover/merger opportunistic or part of a long-term strategic plan?
	The size/scale of the takeover / merger: how significant is it? Does the firm have a track record of successful M&A?  If so, this should reduce the risks involved in subsequent transactions, particularly if of a similar size/type.
Is/was the takeover/merger consistent with the firm’s corporate objectives?
Is/was there an alternative to takeover or merger which might have a similar benefit at a lower level of risk (e.g. a joint venture or strategic alliance)?

Which of the three main motive types (strategic, financial, managerial) was the most significant or influential?


Research Bullet 2: The problems of takeovers and mergers including difficulties integrating businesses successfully

	Definitions
	Key Theory / Concepts

	Merger integration: the process of bringing together the functional areas of buyer & target business (e.g. organisational structure, systems, operations, marketing, people, merging cultures)
Dis-synergy: costs or lost revenues that arise as a result of the transaction (e.g. lost customers)

Cross-border: buyer and seller based in different countries (although both may be multinationals)
	Corporate culture: the “way that things are done”; often different, even amongst firms in the same market.
Stakeholders: different people and groups who have an interest in the effect of the M&A transaction (e.g. customers, employees, local community).



	Key problems of takeovers & mergers
	How to integrate takeovers and merger successfully

	High costs involved (including disruption to business)

Paying too much for the takeover (over-valuation)

Clash of cultures – makes it hard to communicate
Lost customers – potentially lower revenues (dis-synergy)
Resistance from target employees and management, which slows potentially necessary change
High failure rate – 70%+ destroy shareholder value
Management distraction – their attention is away from the core, existing business – which then suffers
	Detailed due diligence – focused on the likely areas of risk (e.g. IT systems, impact on customers etc.)
Careful integration planning – a detailed action plan based on pre-takeover due diligence.
Act quickly: the first 100 days are often considered vital for the overall success of the takeover or merger.

Clear communication about the objectives of the transaction and the honesty about the implications for key stakeholders (particularly employees).

	Key Examples / Evidence

	Takeover / merger

Integration Experience / Issues

Kraft / Cadbury

Most senior Cadbury managers have left; but little effect on operations or sales

Daimler / Chrysler

Disastrous clash of corporate cultures – eventually split up in 2007

Tata / JLR

Excellent example of well-planned takeover & sensitive long-term integration plan
RBS / ABN-Amro

Very poor quality due diligence & absence of realistic integration plan
Santander / Abbey

Textbook example of how to integrate takeovers – focusing on IT systems
News Corp / Myspace

Entrepreneurial online culture fails to thrive in a bureaucratic, corporate culture
Coca-Cola / Innocent
Need for integration reduced by allowing target to continue operating independently
Orange UK / T-Mobile UK
Difficult integration due to many overlaps in systems, operations and management


	“Depends On” Factors
	Areas for Evaluation

	The speed of the deal: takeovers that are negotiated over a longer period may have fewer integration issues as both sides build better understanding
Friendly or hostile: has there been a battle for control? Hostile takeovers often result in greater resentment amongst stakeholders in the acquired business.
Experience of the acquiring firm: management with a track record of negotiating and integrating takeovers less likely to experience problems

The type of takeover: e.g. a private equity transaction involves relatively little integration – the deal is really about financial motives
	How similar are the two businesses concerned in the takeover or merger?  E.g. is integration complicated by lots of duplication between the two operations?
How important are the achievement of synergies to making the transaction a success?  E.g. if significant cost synergies need to be achieved in order to justify the price paid for the business, then the integration may need to be more substantial. High job losses & resulting uncertainty may increase resistance to change & integration.


Research Bullet 3: The factors influencing the success of takeovers and mergers
	Definitions
	Key Theory / Concepts

	Cost synergies: cost savings that arise as a direct result of the transaction (in both the target and buying business)
Revenue synergies: increased revenues (for both businesses) arising from the transaction
Due diligence: verifying the financial, legal and commercial position of the target business

Shareholder value: the return on investment achieved by shareholders in the buying/acquiring firm 
	Sources of cost synergies: Eliminate duplicated functions & services; better deals from suppliers; higher productivity & efficiency from shared assets

Sources of revenue synergies: Cross-selling to customers of both businesses; access to new distribution; brand extensions; new geographic markets opened up
Opportunity cost: the cost of not taking the next best alternative (the benefit foregone)

	Measuring the success of a takeover or merger
	Factors that influence success

	Has shareholder value been created? What is the return on investment by the acquiring business?  Does this meet or exceed the required return of shareholders?
Change in market position: does the combined business have a higher market share or better competitive position (e.g. enhanced distribution or potential for innovation)?
Financial performance: are revenues and profits increasing as a result of the takeover?

Has the transaction helped the business achieve other corporate objectives (or at least supported them)?
	The price paid for the takeover: a business that pays over-the-odds for its target will struggle to make the investment work, particularly in the short-term

Speed of integration: M&A tends to be more successful if post-takeover integration is quick & decisive
Ability to retain key staff: can key management and staff (skills, experience etc.) be retained once acquired?

The relative focus on cost synergies versus revenue synergies: too many takeovers rely on short-term cost savings rather than exploiting the longer-term opportunities for higher revenues

	Key Examples / Evidence

	Successful takeovers and mergers
Failed takeovers and mergers
L’Oreal & The Body Shop (more shops, higher profits)
News Corp & Myspace (bought for £580m; sold for $25m)
Google & YouTube (rapid growth & advertising revenue)
ITV & FriendsReunited (bought for £175m; sold 3 years later for £25m)
Tata & Jaguar Land Rover (£1bn profits in 2011)
Cisco & Flip (bought for $590m; closed down in a year)
Santander & Abbey, Alliance & Leicester, Bradford & Bingley (higher profits & market leadership in UK)
RBS & ABN-Amro (bought for £10bn; results in losses of at least £15bn & nationalisation)
Taylor Woodrow & George Wimpey (economies of scale for two leading house builders merged together)
Terra Firma & EMI (bought for £4.2bn; sold 3 years later for loss of £1.75bn) – one of biggest private equity failures
Examples where too early to evaluate success or failure…
Kraft & Cadbury  |  Ferrovial & BAA |  SABMiller & Fosters  | HP & Autonomy


	“Depends On” Factors
	Areas for Evaluation

	The quality of the due diligence performed – did it highlight the key risks involved & support the initial investment case for the transaction?
The complexity of the transaction: a more complex integration process often makes success harder to achieve.
The external environment: e.g. an adverse change in the economic environment can damage the performance of the business taken over; competitor response is also difficult to anticipate (they may see a takeover as a great opportunity)
	Challenge what the examiner means by “success” or “failure”. By what measure is this judged? From whose perspective (e.g. shareholders of the buying business, or stakeholders in the target business?)
Crucial difference between short-term and long-term: value created by the transaction may not arise quickly.

Can post-takeover performance actually be measured? (e.g. hard to measure if a firm is fully integrated by the buyer – can the target’s revenues and profits still be separately identified?)




Research Bullet 4: The impact of takeovers and mergers on the performance of the businesses involved
	Definitions
	Key Theory / Concepts

	Shareholder value: the return on investment achieved by shareholders of the buying/acquiring firm. The return needs to be at least equal to the required rate of return of shareholders
Value destruction: where shareholder value falls as a result of the transaction
	Profitability: the overall level of profits (a key return) in the enlarged business
Market capitalisation: the monetary value (usually represented by the share price x shares in issue) of a firm 
Porter’s Five Forces: a model of competitive rivalry which analyses the attractiveness of a market from the point of view of existing competitors

	Methods of measuring impact
	Possible positive and negative impacts

	For the target business:
Measure actual performance post-takeover with the assumptions in the takeover plan & due diligence.

Track achievement against planned synergies.

For the buying business:

Measure effect on profitability, cash generation and other key financial ratios.

For both businesses:

Assess effect on market share; customer service levels & brand reputation; efficiency (e.g. unit costs, productivity); key labour ratios (e.g. staff retention)


	Positive:
Improved revenues and profits

Reduced competition (market more attractive)

Greater capabilities (e.g. technology, capacity, innovation)

Better market access (e.g. distribution; new territories)

Negative:

One-off costs and effect of integration (disruptive for both buyer and target business)
Too much focus on cost synergies can damage revenue & growth potential
Risk of overpayment for the transaction

	Key Examples / Evidence

	Takeover / merger

Impact on performance (+ or -)
Tata / Jaguar Land Rover
+ve: significant increase in profits & rapid expansion into Chinese market
Google / Youtube
+ve: rapid growth in video upload & viewing supported by Google services
Cadbury / Green & Blacks
+ve: doubled turnover to £40m under Cadbury ownership
Santander / Abbey
+ve: substantial rise in profitability as a result of cost synergies
Pearson & Edexcel
+ve: rapid rise in profits for Edexcel under Pearson ownership
News Corp / Myspace
-ve: dramatic loss of market share (to Facebook etc) & heavy losses
Daimler & Chrysler
-ve: collapse in market value as merger plan unravelled spectacularly
Terra Firma & EMI
-ve: substantial fall in revenues & profits, partly due to opposition from EMI artists


	“Depends On” Factors
	Areas for Evaluation

	How are we measuring “performance”? Traditional to look at financial measures where data most likely to be available. 
Impact on performance closely linked with the motives for the takeover or merger.  Transactions with a mainly financial motive will need to impact mainly on financial measures / targets.

Transactions with more strategic motives might be harder to measure financially (certainly in the short-run). How do you measure the impact on performance in factors such as innovation, capability?


	Distinction needs to be made between tangible measures (e.g. revenues, profits, market share etc) and more intangible measures such as brand & customer service reputation.
Are we looking at the impact on the businesses involved over the short-term or longer-term?  The full impact (positive or negative) might take some years to fully assess.

Hard to measure impact for many takeovers, since the businesses concerned “disappear” into the result of the acquiring firm. Impact not so transparent in many cases.


Research Bullet 5: The impact on, and reaction of, stakeholders to takeovers and mergers
	Definitions
	Key Theory / Concepts

	Stakeholders: A stakeholder is someone or some organisation/institution that has an interest in the success of a business.
Post-merger integration: the process of bringing all aspects of the acquired business into the business organisation of the buyer (including customers, employees etc)
	Stakeholder model: requires that all of the parties affected by management decisions, in addition to the shareholders themselves, management, employees, customers, suppliers, communities in which the business operates and the environment from local to global, all must be considered as fairly and justly as possible.

	Like negative impact on key stakeholders
	Ways to manage stakeholder impact

	Most takeovers and mergers are associated with:
Job losses in the acquired business (a direct result of cost synergies) & knock on effects on local economy.

Uncertainty & more job insecurity – particularly as organisational structures & systems are integrated.
Potential closure and / or transfer of capacity to other international locations (e.g. to emerging markets).

Change in the taxation status of the firm – profits may be transferred overseas with a loss of corporation tax for the UK economy.
	Stakeholders need to be considered & included in the takeover / merger integration plan.
Clear, early and honest communication about the intentions & plans of the acquiring firm.
Focus efforts on the most important stakeholder groups.  For example existing customers of the acquired firm are crucial, as are employees / management that the buyer wishes to retain (staff retention consistently shown as a major HR problem with takeovers).

	Key Examples / Evidence

	Takeover / merger

Stakeholder reaction: positive/negative?
Kraft / Cadbury

Hostile reaction from employees, unions & local community – supported by media - but not enough to persuade Cadbury shareholders from eventually agreeing to the bid.
L’Oreal / Body Shop
Hostile reaction from pressure groups, media and some customers (raising concerns about L’Oreal record on animal testing); but quickly died down.
Dubai Ports World / P&O
Negative reaction in the USA to the takeover by a UAE-owned firm that would involve foreign ownership of six ports in America.
Coca-Cola / Innocent
Widespread customer criticism of Innocent’s decision to sell a stake in their ethically-friendly business to Coca-Cola (who later took control)
Fenway Sports Group & Liverpool FC
Broad agreement from Liverpool FC supporters who welcomed the takeover from the previous owners (compare & contrast with continued hostility to US ownership of MUFC


	“Depends On” Factors
	Areas for Evaluation

	When an acquisition is announced, there are likely to be conflicts of interest between these different stakeholder groups, depending on their interest in the firm. E.g. customers may be supportive of the takeover. However, employees may react negatively if there are significant job losses involved.
The important thing is to consider the impact on the main stakeholder groups. Is the effect on the stakeholder serious, beneficial or will it hardly affect them at all?
	Which stakeholder groups actually have the power to impact the eventual success or failure of a takeover?  Whilst there might be widespread opposition from media & local community – are other stakeholder groups (customers, employees) much more important?
Too easy to assume that a takeover will have a negative effect on internal stakeholders like employees.  The transaction might actually benefit them in the long-run if their business is stronger as a result.


Research Bullet 6: Reasons why governments might support or intervene in takeovers and mergers
	Definitions
	Key Theory / Concepts

	Competition policy: Government policies to prevent and reduce the abuse of monopoly power
Enterprise Act 2002: major reform of the control of mergers and takeovers in the UK, removing the decision-making powers of government, other than exceptional cases, and passing responsibility to Office of Fair Trading and the Competition Commission.
Monopoly: 
	Abuse of monopoly power: Abuse of monopoly power can lead to market failure and be against the public interest. Therefore Governments are concerned to intervene and protect the interests of the consumers
Cadbury’s Law: a suggested change to UK legislation to make it harder for UK firms to accept takeovers (60% vote rather than 50% & only long-term shareholders may vote); not yet implemented.

	Reasons for government intervention / support
	Factors that determine government reaction

	Where a takeover / merger might be considered likely to result in one firm having undue market power (typically market share of 40% or more)
Specific situations in which the public interest might be threatened: e.g. Competition Act 2002 allows the Secretary of State to intervene in the media market to ensure there is a sufficient plurality of persons with control of media enterprises.
To support (or waive through) a takeover that might be in public interest – e.g. partial nationalisation (Lloyds HBOS) 
	The specifics of UK and European Union competition law (UK firms are bound by EU competition policy as well as UK).
Subjective judgement about who should have responsibility for determining whether a takeover or merger raised concerns about competition (previously, politicians had much more control over this).

	Key Examples / Evidence

	Takeover / merger

Government / regulator response

Kraft / Cadbury
No specific response – other than raising possibility of Cadbury’s Law
News Corp / Sky TV
Important case – UK Govt pressurised to refer the takeover bid to the Competition Commission as a result of phone-hacking scandal & concerns over media plurality; eventually News Corp withdrew  bid as scale of public opposition became clear
Lloyds TSB / HBOS
Government decided not to refer the Lloyds emergency rescue of HBOS (despite obvious concerns over potential market dominance) because of the need to protect the viability of the UK banking system
Ferrovial / BAA
Competition Commission ruled that BAA had to sell Gatwick, Stansted and a Scottish airport as a condition of is takeover by Ferrovial – in the interests of passengers


	“Depends On” Factors
	Areas for Evaluation

	How significant is the takeover or merger in terms of size or potential impact?
Does the takeover or merger take place in a market in which the government wants to exert greater control / regulation?  E.g. financial services or media
The geographical reach of the businesses involved: e.g. determines whether competition regulation in the US and Europe applies.
	UK competition policy – often described as having a “light touch” towards regulation.  Consensus is that it is relatively easy for firms to be bought and sold in the UK.
A key benefit of relatively relaxed laws about takeovers and mergers is that inward investment in UK firms is encouraged.

Counter-argument: light-touch regulation leaves UK firms exposed to hostile takeovers that are not in the long-term interests of the UK and its economy.


