Mergers and acquisitions

At some part in the life cycle the SME is going to forego it’s traditional organic, more of the same , approach and branch out into acquired growth.

This mindset is no different in the SME environment as it boils down to best fit, and in some ways mirror the values  in it’s recruitment policies of acquiring staff.

What the SME is doing is acquiring an organization with a whole raft of people issues which collectively and individually may behave differently.

The acquisition of the new business has the potential for great upside, it also has the downside of possible toxic shock to both businesses, the exact opposite of synergy and the unintended outcome of the new venture.

Research has shown that 50% of all acquistions and mergers fail, there have been some high profile failures and at the SME level the success rate is the same.

The reasons are varied, however there are some common denominators which are worth mentioning, they focus around the concepts of Strategy and Serendipity

Strategy

The idea here is to create new businesses that can obtain greater returns in imperfect markets

There are not only costs associated with competing in these markets but also there is a hidden cost of strategic implementation.

The deal costs may outweigh any future benefits, or may have created a business, through the very process of strategic implementation, that is incapable of creating synergy

Firms may simply overestimate the return potential estimate and thereby the business case for costing the acquisition or merger process is faulty.

Furthermore at the SME level the business disruption and distraction of doing the deal, simply makes the deal uneconomic
Serendipity

Conversely the upside of this is that if a firm has been acquired for one particular asset, and as time unfolds it becomes clear there are other assets (perhaps Intangible) that were not known at the time which are adding value, then any cost considerations of Strategic Implementation are almost incidental.

Let’s not also forget the Environment, some environmental changes can have a detrimental effect on the firms resources, a good merger will  assimilate  these changes into the resource direction capabilities of the organization, such changes may even increase the value of these resources.

Both these concepts arise from a lack of understanding , or to put this in business speak insufficient due diligence.

The Due diligence process
It is wrong to concentrate purely on numbers, the scope of the effective due diligence goes way beyond this, yet many firms make the mistake of over emphasing the importance of balance sheets and future earnings calculations without taking into account the intangibles and non financial aspects of the business. 

It is like buying a house having only viewed it from the outside, it may look good, but there may be structural issues which means it’s foundations are unstable.

Many due diligence processes start with the numbers, and indeed large organizations pride themselves in being able to undertake due diligence as part of their range of services, these are usually Professional Firms of Chartered  Accountants, so straight away the due diligence process is steeped in mechanical number crunching, and that is the cause of insufficient due diligence.

This emphasis on number crunching is inevitable given that such Mergers and Acquisitions are funded with other peoples money, the ‘other people’ want some comfort that the asset being acquired is worth something quantifiable.

.

Furthermore if we take the due diligence process apart it is basically split into two.

The First part is a ‘where are we now’ position and the strict audit of Balance Sheets and past performance, usually in the form of Profit and Loss Accounts.

There is potential to get it wrong here due to the different interpretation of Accounting Policies.
The Second part is trying to project the future. This takes the form of projected Cash Flow and Profit forecast using best guess estimates and sensitivity analyses, with appropriate lending restrictions (Covenants) put in place to manage the lenders risk

So straight away there is an overlying emphasis on the numbers to support the business case.

Whilst there have been many high profile cases of  poor due diligence in corporate collapses post merger, the emphasis on suing the impoverished Accountant who undertook due diligence on your behalf is missing the point, this is a symptom of bad due diligence not a cause.
Causal explanations

Resources and Capabilities of firms are a source of competitive advantage, some firms have sustainable brands ( how do you value these?) some firms have high performance Human Resources (where are these on the balance sheets?) some firms have business models that fit the mood of the times( priceless!)
Some businesses just cannot be imitated, History is important here because as firms evolve they pick up skills, abilities and resources that are unique, these are unquantifiable, there is also a way of behavior in the firm that means that of all the decisions that are made at every level in the firm, then the values and ethics of that decision making culture are so unique as to be immeasurable.
The Tacit Knowledge base of the Firm is crucially important yet is extremely diffcult if not impossible to define.

These Dynamic Capabilities are built and evolved rather than bought, they are shaped by the mix of resources inherent in the business

How can these assets be valued, or indeed stand up to due diligence? 

Also what is it that is the source of the sustained competitive advantage that makes the acquisition desireable?

Due Diligence fails because it tries to dissect this sustainable advantage with numbers

I don’t see much Strategic thinking used in Due diligence reports.

I see the occasional SWOT analysis and some reference to  PESTEL, but I do not see an in depth explanation at business unit level of what makes the firm unique and what the market perception of it’s goods or services is.

Causal mapping is a key indicator of success, it identifies the reasons why profits arise, where Revenues come from and why business is one.

I would suggest the Accountancy profession is not best placed to carry out this process, especially at the SME level without specialist knowledge of the sector in which the firm operates.
One of the causes of failure of Due Diligence is the incorrect employment of people who carry out the process.

If there are non financial attributes to be analysed, then specialist HR, Sales, Marketing or R&D People should be employed and given equal prominence to the numbers. 

At the SME level this become cost prohibitive, and the ‘instinctive reckoning ‘of the CEO comes into play when acquisitions are being made

The nearest due diligence comes to even touching on the subject is to try and classify these attributes as ‘Goodwill’, this effectively is the premium paid in excess of the Net Asset Value (however this is measured) of the Company.
This Bid Premium increases the stakes post acquisition, because if the new co is not able to increase it’s performance to repay the expected returns then the newco will be in a downward spiral of disappointment and the merger will fail.

Due Diligence should also concentrate on the leverage that can be obtained after the two businesses are assimilated, care should be taken that the dominant firm does not impose inferior systems on the acquired firm and destroy it’s unique capabilities

Each business unit can learn from each other and the cost of this learning in terms of additional training, encouraging skill improvement and dialogue is not always factored in to future cost projections.
There is also a trade off operational at the business unit level between value creation which requires strategic interdependence and value preservation which requires organizational autonomy  

The assimilation of two groups of human resources is also an area that is unquantifiable and high risk.

Resistance to change can be the key cause of failure, new reporting structures and control systems may not just be accepted and the Resistors to change can have a deleterious effect. This is probably the area that most CEO’s find the most challenging.

Culture clashes are inevitable and simply have to be managed., this starts at the negotiations stage as first impressions will count. Any ambiguity at this stage will be magnified later on in the integration process causing friction and resistance 

I n conclusion

Valuing Acquisitions comes down to old fashioned horse trading, if there is a willing buyer and willing seller then compromise sets in and a price is agreed.

 The CEOs that recognize the process of due diligence going beyond numbers tend to run successful   acquisitions and  the SME CEO has to develop his acquisition strategy based on three questions
What to change

What to change into

What to leave alone

CEO’s need to identify and understand in detail what is happening in their organization now and recognize the competitive advantages to be gained from acquisitions, if they do not they would be best advised to grow organically, and leave the process alone, or risk paying over the top premiums for businesses that will not deliver..

.

