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QF The Lnowledge Series

Hi friends,

After the wonderful response we received for the first issue
of knowledge series, here we are with the second issue.

This time we have selected a topic ‘Mergers and acquisitions’,
as a lot of people have been asking us to bring something on
the same and also because it is very relevant o contemporary
times.

Just to remind you, this Knowledge series is entirely for you
guys, so in case you want any topic to be explained, just feel
free to contact any junior finance club member and we assure
you that we'll have a write up on the same as soon as possible.

Hope you will find our efforts helpfull So read on and stay
Bullish on life!




The Bnowledge Series
MERGERS AND ACQUISITIONS

Introduction

News of Indian companies acquiring foreign companies was quite rare until a few years ago.
However, there has been a sudden turnaround and such news is more common now. A growing
Indian economy, extra cash with Indian corporate, liberal Government policies and a new found
confidence and dynamism in Indian Businessmen has contributed to this acquisition trend.
Some of the top acquisitions made by Indian companies in the past include:

Tata steel’s acquisition of Corus steel for $12000 million, Hindalco’s acquisition of Canada’s
Novelis for $5982 million; Videocon’s acquisition of Korea’s Daewoo Electronics for $729
million. Besides these, Ranbaxy, Suzlon, HPCL and many IT companies such as HCL, Wipro and
Infosys are other notable corporate entities which have acquired few companies in the pastin a
bid to develop new competencies or fuel inorganic growth. With respect to mergers the current
ongoing discussions between Bharti Airtel and South Africa’s MTN has generated a lot of
fanfare and interest among the public regarding the nuances of such a deal. With this as a
backdrop let us try to understand in this issue of the Knowledge Series what are the modalities
of such deals.

What are Mergers and Acquisitions?

It is defined as a combination of two or more companies into a single company. A merger can
take place either as an amalgamation or absorption. In other words it is the combination of
assets and liabilities of two firms to form a single business entity. An amalgamation refers to
the fusion of two or more companies which results in the formation of a new company. This
generally happens between firms of equal sizes e.g. Brooke Bond India Ltd. Merged with Lipton
India Ltd. to form Brooke Bond Lipton India Ltd. Absorption involves the fusion of a small
company with a larger company in which the former loses its identity, this is also called as an
acquisition, e.g. the merger between HDFC Bank and Times Bank after which the latter ceased
to exist while the former continued.

Such corporate combinations can be accomplished in broadly three different ways:

Pooling of interests: This is generally accomplished by a common stock swap at a specified
ratio. For example when M&I Bank merged with National City Bancorporation, the common
stock of the two companies were swapped at a ratio between .655 and .5363 shares of M&I for
every share of National City. Such mergers are only allowed if they meet certain legal
requirements.
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Purchase acquisition: This involves one company (the acquirer) purchasing the common stock
or assets of the target company. The acquiring company offers to purchase the target

company’s stock at a given price in cash, securities or both. This offer is called a tender offer

because the acquiring company offers to pay a certain price if the target’s shareholders will
surrender or tender their shares of stock. Generally, this offer is higher than the stock’s current
price to encourage the shareholders to tender their stocks. The difference between the share
price and the tender offer is called the acquisition premium.

Consolidation: The existing companies are dissolved and a new company is formed to combine
the assets of the existing companies. Both companies stocks are surrendered and new stock is
issued in its place. E.g. both Daimler-Benz and Chrysler ceased to exist when the two firms
merged and a new firm DaimlerChrysler was created.

Some other related terms are horizontal, vertical and conglomerate mergers. Horizontal
mergers happen when a company merges with another company which is a direct competitor
in the same product lines and markets. A vertical merger occurs when the company merges
with the suppliers or customers. Conglomerate mergers occur when the companies combined
have no relationship to one another.

Why do mergers occur?

All mergers and acquisitions have one common goal: to create synergy, that makes the value of
the combined companies greater than the sum of the two parts. The success of a merger or
acquisition depends on whether this synergy has been achieved or not. Synergy takes the form
of revenue enhancement and cost savings in the following ways:

e Staff Reductions — Mergers are generally followed by staff reduction from various
departments as well as the top management of the acquired firm which helps in
reducing costs.

Economies of scale — A bigger company placing larger orders can save more on costs as
it has greater power for negotiation.

Improved market reach and visibility- Companies acquire other companies to enter new
markets and increase their revenues. A merger may also expand the two companies
marketing and distribution, giving them new sales opportunities. This is the prime
driving force behind the Bharti MTN deal, as the competition is intensifying in India and
the ARPU is falling, Airtel is looking for a synergy with MTN which will provide it access
to a new market, bring down operational cost and help in raising the ARPU.

Companies generally have to pay a premium on the stock market value of the companies they
buy and the justification given for it is synergy. A merger benefits shareholders when a
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company’s post-merger share price increases by the value of potential synergy. The following
equation offers a good way to think about synergy and how to determine whether a deal makes
sense. The minimum required synergy is given by:

Pre —merger Value of both compnies + Synergy

=Pre—-M Stock Pri
Post — Merger number of shares re erger Stock Price

In simpler terms: Synergy = VAB — (VA + VB) , where VAB= value of combined entity, VA =

value of company A and VB = value of company B.
How much is the company worth?

The investors in a company that is aiming to take over another one must determine whether
the purchase will be beneficial to them. In order to do so they must ask themselves how much
the company being acquired is really worth. The most common method is to look at
comparable companies in an industry, but some of the methods and tools used are as follows:

P/E Ratio — With the use of this ratio, an acquiring company makes an offer that is a multiple of
the earnings of the target company. Looking at P/E ratio for all stocks within the same sector
will give a good estimate of what the target’s P/E multiple should be.

Discounted cash Flow — This method determines the company’s current value according to its
estimated future cash flows. Forecasted cash flows are discounted to a present value using the
company’s weighted average cost of capital.

NPV of a merger:

Firms typically use NPV analysis when making acquisitions. This helps in deciding whether the
two companies should go ahead with the merger or not, the maximum amount that the
acquirer must be willing to pay and the minimum amount that the target should accept. This
can be understood by the example given below:

Firm A plans to acquire Firm B. The following information is gathered:

Particulars Firm A Firm B

No. of Shares 1000000 500000

Share Price 60 40

This deal is supposed to be an all-cash deal for Rs. 215 lakhs. Investment bankers have
estimated a synergy of Rs.45 lakhs.
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From the information given to us we can calculate the value of companies A(VA) and B(VB).
VA =NA* PA =10 * 60 = 600 lakhs
VB =NB * PB = 5*40 = 200 lakhs
Since, Synergy = VAB — (VA + VB),

VAB = Synergy + (VA + VB)
Therefore, VAB = 45 + (600 + 200) = 845 lakhs
Now, the NPV of the merger to Firm A = Benefit received by it — Cost

= (845-600) — 215 = 30 lakhs

Similarly, NPV of the merger to Firm B = 215 — 200 = 15lakhs
As the NPV is positive for both the firms, they can go ahead with the merger.

Maximum amount that A should offer B = VB + Synergy it expects out of the merger = 200 + 45
= 245 lakhs

And the minimum amount to be accepted by B must be equal to its value = VB = 200 lakhs
DOING THE DEAL

Once the management of a company decides they want to do a merger or acquisition they
begin by discreetly and carefully buying the shares of the target company. The acquiring
company is restricted to buying a certain percentage of the total outstanding shares after which
it must file with SEBI/SEC. In the filling it must specify whether it intends to buy the company or
keep the shares as an investment. The company will then make a tender offer to the target
which is frequently advertised in the papers stating the offer and the deadline by which the
shareholders have to accept or reject it.

The targets response: In response to the offer, the target may do one of several things.

Accept the terms of the offer

Attempt to negotiate — If the shareholders feel that the offer is low they may negotiate
with the acquirer. Negotiation may also involve discussions about the management of
the target, particularly their jobs.

Execute a poison pill or some other hostile takeover defense — To prevent a hostile
takeover attempt, the target company may grant all its shareholders except the
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acquiring company additional shares at a discounted price. This would dilute the
acquiring company’s share and prevent it from taking control of the company.

Find a white Knight — Alternatively, the company may seek out a friendlier potential
acquiring company, or white knight.

Mergers and acquisitions can face scrutiny from regulatory bodies also. For example if Dell and
Hp were to merge it would require the approval of US regulatory bodies like FCC, as it would
lead to a monopoly in the PC market, or at the very least be a threat to competition in the
industry.

CLOSING THE DEAL:

Once the target company accepts the tender offer and regulatory requirements are met, the
merger deal is executed by means of some transaction. The acquiring company may pay for the
target company’s stock either in cash, stock or combination of both. When the deal is closed,
investors usually receive new a stock in their portfolios — the acquiring company’s stock or a
stock identifying a new corporate entity that was created by way of an M&A deal.

Why do some mergers and acquisitions fail?

The failure of an acquisition to generate good returns for the acquiring company could be
explained by the simple fact that they paid too much for it. Having paid too much the buyers
may find that the premium paid wipes out any gains made from the acquisition. Even a deal
that is financially sound may prove to be a disaster. This may be due to acute contrasts
between the attitude, values and cultures of the two companies involved in the merger. A
merger or acquisition is an extremely stressful process for those involved, and the threat of job
losses, restructuring and the imposition of a new culture and identity can lead to uncertainty,
anxiety and resentment among the employees, which in turn can lead to a drop in the firm’s
productivity.

Conclusion:

It is widely accepted by most analysts that the “human factor” is the major cause of difficulty in
making the integration between two companies work successfully. With this in mind, it is clear

that a proper “integration plan” should be put in place and it should be overseen by a dedicated

manager who has the required skills to calm employees’ anxieties and reconcile cultural
differences. The management should consider the human consequences as it is upon them
ultimately that the fate of the newly merged company will depend.

A FINANCE CLUB INITIATIVE
Please send your feedback at:
financeclub@scmhrd.edu
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