STRATEGY

Bad Deals

Eight warning signs that an acquisition may not pay off

By Freek Vermeulen

TUDIES SHOW THAT the

majority of acquisitions

fail to create any walue.

That is, the preminm

paid for the target is
higher than the walue that the
transaction subsequently created
for the acqguirer.

Most executives know this.
But they figure things can’t be
that bad. And besides, they cando
better.

What's more, the complexity
and nncertainty of aquisitdons smd
mergersis so great that even insid-
ers find it difficult to determine
whether a deal will create value.

Sill, there are seweral siTong
warning =igns that a transaction
iz unlikely to create any walue—
and which should trigeer insiders
and ountsiders to gquestion thelr
support for the deal:

m A PREOCOUFATION WITH SIZE:
Many managers sae acquisidons
as arelatively easy and quick way
o increase a company”’s size, coIn-
pared with the painstaking pro-
cass of organic growth.

Yet while success will likely
make a compaly bigger, striving
for size per se is not necassarily go-
ing to make a Ccompany mole S1c-
cessiinl. Infact, a strategy in which
acquisitions are undertaken as a
substdtate for organic growth has
a bad rack record in terms of add-
ing value.

By conitrast, successful compa-
nies often have a high lewel of coor-
dination berween the varions ac-
tivities and parts of the organiza-
tion, Inchiding technology and sy s-
tems as well as intangible charac-
teri=tics such as a sharedd cultuare.
This is difficult to achilewe, how-
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ewver, if your company is the result
of a large number of hastily ac-
quired firms.

Thus, acquisitions nndertaken
as a substitute for organic growth
often fail to add walue.

m DEAL-EAGER EXECUTIVES: Soimie
exaecutdwes can become preoccil-
pied with making deals—and the
thrill of selecting, chasing and
saizing a target.

It"s easy to nunder standwhy. In
the short run, analy sts, investor s
and the media often lay praise on
“successiul acquirers,” and the
company making the highest bid
for a target is usually proclaimed
“the winner.™

But such focus has conse-
quences. Executives who are con-
stantly imwolved in the all-con-
suming process—assessing nu-
merocils acqnisition candidates,
negotiating with their counter-
parts and imvestment bankers
and so on—are left with little
time to focns on the internal work-
ings of their companiaes. & corpoa-
ration also often becomes not
much more than a loosely con-
nected portfolio of businesses.

o LACK OF ACQUISITION EXPERI-
EMNCE: The reverse approach also
may be problematic. When a coimn-
Ay withlittle acqguisition experi-
ence does nndertake an acouisi-
don, employeaes of the acouired
business often find that the com-
pany is intolerant of different
way s of doing things, which can
lead to serious Integration prob-
lems amnd employes TUTILOWer,
among other things.

What's more, companies that fio-
cui=s solely on inter nal dewvelopinent
are known, in the long run, to be-
colme simplistic, narrow and rigid
in terms of their portfolic, pro-
cesses and culture—which may re-
sult in a lack of innovation.

It is the reluctant acqguirers
that aim to cultivate and sdimn-
late organic growth as a result of

transactions that have the best
chance of creatingg value. They cer-
tainly don’t shun acquisitions al-
together, but they don’t ger sa-
duced into an overly large nmn-
ber of them.

m ALL-OR-NOTHING INTEGRATIOMN:
Acquirers often seem to dewvelop
apreference to either completely
and quickly assimilate a target
{to awoid a lengthy integration
disturbance) o1 to leave the ac-
quiredunit autonoimnons (o avoicd
disTupting existing systems and
processesi.

While both strategies wsually
manage to awoid severe integra-
tion tension, they also hamper
value creatdon. Some form of
blending has to take place that cre-
ates a new entity.

m AD-HOC RATIONALE: A strategic
rationale to combine two compa-
nies shonld explicitly state how
the merged enterprise will be
able to accomplish something in
the marketplace that neither
company conld hawve achiewed
alone.

Yot often a strategic rationala
is being drawn up afterithas been
decided by management that the
deal is desirable. Usnally, such
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logic will appear overly complax
ar contrived.

m A FOOUS ONM WHO WILL BE IMN
CHARGE: Sometimes the single big-
gest hurdle in a deal is the ques-
tion of who will be In charge after
the mer ger. Suchnegotiations indi-
cate that the logic for a deal may
hawe more o do with advancing
the careers of executives, rather
than advancing the wvalue of the
combined companies.

m SURPRISE SYNERGIES: Overax-
cited executdves hawe a tendency
to not walk away from a deal
when they should. Sometimes, a
company mysteriously uncowers
extrawvalue in a transaction when
the potential saeller’s rivals are
starting to outbhid. That's a sign
o colmnpany directors and inves-
tors that executives might be at
risk of commiting value to a deal
wihich the company won't be able
to recover.

m INVESTMENT-BANE INITIATION:
In irtself, Ir's not relevant who
comes upwith the idea for an ac-
quisiticn. When the deal is init-
ated by an Intermediary, how-
eweal, extra care should be taken
to analyze the strategic ratio-
nale. Investment bankers, for in-
stance, may attempt to initiate
deals where the benefits to the ac-
quirer are unclear. This is espe-
cially truie when WMEA activity is
relatively slow. E§
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