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A key role of a company’s Board of Directors is to minimize risks, rather than to focus on improving the business. While Board members are aware that both are important aspects of a successful and competitive business, their priority is to avoid exposing the shareholders to unnecessary risk while pursuing improvement in the operation of the business.

However a strange phenomenon has been observed in the recent history of mergers and acquisitions. In the last years, we have witnessed the most expensive merger wave in history, which included Citicorp and Travelers ($ 73 billion), Chrysler/Daimler ($ 40 billion), Exxon/Mobil ($86 billion), Bell Atlantic/GTE ($ 71billion), AT&T/Tele-Communications ($70 billion), NationsBank / BankAmerica ($ 62 billion), British Petroleum/Amoco ($55 billion), Norwest/Wells Fargo ($34 billion), Bank One and First Chicago NBD ($30 billion), etc. 

However impressive these statistics look, they obscure a significant fact. Over the past five years it is estimated that 80% of those deals failed to reach the financial objectives that were set, such as growth of the net income or ROI.

Why merge?

With these precedents, why does the  merger movement continue to attract the interest of shareholder and business executives alike? What can be learned from those expensive failures? What are the most common errors that make mergers and  acquisitions the costly decision for the shareholders?

Mergers and acquisitions are typically grounded in sound business logic:

1-  Obtaining economies of scale through the operational synergies

2-  Increasing market share
3-  Investing  in a corporation with poor performance and improving it

4-  Reducing the cost of capital through cash flow and increasing the debt capacity   (financial synergy)
5-  Investing in a company  considered to have undervalued shares  because this is a less expensive route than building a company  from scratch

6-  Realizing cost advantages through vertical integration (by acquiring vendors and  distributors)

7-  Diversifying to distribute risks or to renew the portfolio

8-  Obtaining tax advantages 

9-  Increasing the company’s size and   with it the power of its top executives

10-  Strengthening the image of the acquirer

11-  Ego needs of the top managers.
 Except for the last reason, we can see that the others are all highly plausible, strategic reasons for merging or acquiring. 

So, what makes it so difficult to achieve a successful merger?

Caution, Planning and The Human Dimension

There are three challenges to be addressed

Challenge # 1:

Conducting an early and thorough assessment of the possible synergies between the two companies.

We frequently hear that a M/A looked fine "on paper", but failed in the reality of implementation. Mark Sirower, in his book “The Synergy Trap”, presents an in-depth analysis of the history of acquisitions, observing that the early assessment is seldom very thorough. When analyzing the potential synergies, the following aspects are typically not taken into account:

· the required investment ( allocation of resources, money and top management time) to make them happen;

· the time required to make them happen;

· the value generated by each of the potential synergies (how much cost saving or productivity increase may be expected from the anticipated synergies).

It may seem hard to believe, but all too often this last analysis is limited to just an estimation of potential synergy, without quantifying the volume in a rigorous, detailed and realistic way. The "vision" of the top leaders is added to the advice of investment assessors, and together they overvalue the return on the deal. This is later reflected in the price paid.

Challenge # 2:

To maintain the performance of both the acquired and the acquiring corporation

 In assessing the value of a target company, the acquirer takes into account the  value of its shares, and these are priced according to future scenarios (What will be the performance of the company within the next 5 years?). This means that the acquirer takes as a given that the acquired business will maintain the expected and projected performance. In other words, the acquirer assumes that the day after the deal everything will continue as before. However, no one with personal experience of  the  merger process will confirm that it’s "business as usual". The impact of a deal is felt far beyond the mere economic dimension and generates responses in the following areas: 

· manufacturing processes (technology and regulations); 

· information systems;

· accounting- administrative systems;

· decision making process;

· purchase and distribution system;

· reward and compensation system;

· quality of products and services;

· customer service;

· motivation of the employees;

· individual productivity;

· rotation of key employees.

 The inevitable disruption caused by the acquisition provides a fertile opportunity  for thecompetition to take pre-emptive action.  When  a company is going through this turmoil, the competitors can take advantage by: launching new products or promotions,  adopting a more aggressive stance within the market,  courting the  key human resources away from the merging company, taking firm steps to grow while the others are trying to  regain their  balance.

In light of these issues, it is extraordinarily difficult  to maintain the former performance levels, let alone  to reach the projected ones.

Challenge # 3: 

To make the new, resulting organization grow
In some 80% of concluded deals, there is included a "premium", which is a sum in excess of  the equity value, and which is considered the "price" of the projected synergies to be achieved from the merger.

As we have seen through Sirower’s  research, these synergies are insufficiently estimated, and their feasibility is seldom analyzed in detail. As a consequence, top executives responsible for the deal’s success are under enormous pressure to find a profitable response to the question: “What is the return this deal must produce to be considered a good strategic decision?”

Where is  this return coming from?

Basically through

a) Savings and 

b) Increased productivity.

The higher the premium paid, the greater the increase in pressure. If the acquirer doesn’t begin immediately to realize the potential of the synergies, expectations among employees and shareholders rise  quickly and can soon become unattainable..

Research done by McKinsey in 1987 on 116 acquisitions found that 77% of the mergers failed because they were not able to recover the capital investment  in a time frame of three years. History is full of similar cases. The acquirers not only have a poor assessment of the potential synergy,  but, to make matters worse, they have made no plan to immediately begin mining the ore of synergy potential once the deal is signed. As a consequence, the recovery of the investment is postponed and it becomes increasingly more difficult to achieve with every passing year.

The Human dimension

Although much attention is paid to “how to make the merger work”,  organizations frequently underestimate the importance of the human dimension. 

This failure to recognize that it is employees of all levels, not ‘the organization’ who will be responsible for a successful merger, jeopardizes the entire process. 

The “people” issues have far-ranging impact on the company after the deal is signed. Among these issues are: 

· Key management quits

· The competitive advantage of the acquired company may be put at risk because of so many changes, so that few of the “original” strengths remain.

· The differences become more important than the common objectives.

· Frozen period: people just wait to see what will happen, at a  period when time is more costly than ever.

· Confusion in norms and procedures generate delays and inefficiency.
· The client is impacted by the inefficiency.

· Uncertainty results in impacting star performers who begin looking at other companies in the market.

· Competitors lure the star performers to come to work for them.

· People withhold information to retain power and secure their position. 

· The focus on  the “this won’t  work” attitude becomes a self-fulfilling prophecy.
Conclusion

As such, is it the Board’s responsibility not only to ensure that the three challenges are being addressed, but also that the human dimension is put on the table, as a key success factor to address. Failure to do so is almost certain to cause an acquiring company to be counted in the estimated 80% of companies that fail to experience the fruition of their plans.
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