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INTRODUCTION

When they're not creating big companies from smaller
ones, corporate finance deals do the reverse and break
up companies through spinoffs, carve-outs or tracking
stocks.

Not surprisingly, these actions often make the news.
Deals can be worth hundreds of millions, or even
billions, of dollars. They can dictate the fortunes of the
companies involved for years to come. For a CEO,
leading an M&A can represent the highlight of a whole
career. And it is no wonder we hear about so many of
these transactions; they happen all the time. Next time
you flip open the newspaper’s business section, odds
are good that at least one headline will announce some
kind of M&A transaction.

Sure, M&A deals grab headlines, but what does this all
mean to investors? To answer this question, this
tutorial discusses the forces that drive companies to
buy or merge with others, or to split-off or sell parts of
their own businesses. Once you know the different
ways in which these deals are executed, you'll have a
better idea of whether you should cheer or weep when
a company you own buys another company - oris
bought by one. You will also be aware of the tax
consequences for companies and for investors.
DEFINITION

MERGERS

Merger is a financial tool that is used for enhancing
long-term profitability by expanding their operations.
Mergers occur when the merging companies have their
mutual consent as different from acquisitions, which
can take the form of a hostile takeover.
ACQUISITIONS

Acquisitions or takeovers occur between the bidding
and the target company. There may be either hostile or
friendly takeovers. Reverse takeover occurs when the
target firm is larger than the bidding firm. In the course
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of acquisitions the bidder may purchase the share or
the assets of the target company.

Distinction between Mergers and Acquisitions
Although they are often uttered in the same breath and
used as though they were synonymous, the terms
merger and acquisition mean slightly different things.

When one company takes over another and clearly
established itself asthe new owner, the purchase is
called an acquisition. From a legal point of view, the
target company ceases to exist, the buyer "swallows"
the business and the buyer's stock continues to be
traded.

In the pure sense of the term, a merger happens when
two firms, often of about the same size, agree to go
forward as a single new company rather than remain
separately owned and operated. This kind of action is
more precisely referred to as a "merger of equals."
Both companies' stocks are surrendered and new
company stock is issued in its place. For example, both
Daimler-Benz and Chrysler ceased to exist when the
two firms merged, and a new company,
DaimlerChrysler, was created.

In practice, however, actual mergers of equals don't
happen very often. Usually, one company will buy
another and, as part of the deal's terms, simply allow
the acquired firm to proclaim that the action is a
merger of equals, even if it's technically an acquisition.
Being bought out often carries negative connotations,
therefore, by describing the deal as a merger, deal
makers and top managers try to make the takeover
more palatable.

A purchase deal will also be called a merger when both
CEOs agree that joining together is in the best interest
of both of their companies. But when the deal is
unfriendly - that is, when the target company does not
want to be purchased - it is always regarded as an
acquisition.

Whether a purchase is considered a merger or an
acquisition really depends on whether the purchase is
friendly or hostile and how it is announced. In other
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words, the real difference lies in how the purchase is
communicated to and received by the target company's
board of directors, employees and shareholders.
Varieties of Mergers

From the perspective of business structures, there is a
whole host of different mergers. Here are a few types,
distinguished by the relationship between the two
companies that are merging:

e Horizontal merger - Two companies that are in
direct competition and share the same product
lines and markets.

e Vertical merger - A customer and company or
a supplier and company. Think of a cone
supplier merging with an ice cream maker.

e Market-extension merger - Two companies
that sell the same products in different
markets.

e Product-extension merger - Two companies
selling different but related products in the
same market.

e Conglomeration - Two companies that have no
common business areas.

There are two types of mergers that are
distinguished by how the merger is financed.
Each has certain implications for the
companies involved and for investors:

o Purchase Mergers - As the name
suggests, this kind of merger occurs
when one company purchases another.
The purchase is made with cash or
through the issue of some kind of debt
instrument; the sale is taxable.

o Acquiring companies often prefer this
type of merger because it can provide
them with a tax benefit. Acquired
assets can be written-up to the actual
purchase price, and the difference
between the book value and
the purchase price of the assets
can depreciate  annually,  reducing
taxes payable by the acquiring
company. We will discuss this further
in part four of this tutorial.

o Consolidation Mergers - With this
merger, a brand new company is
formed and both companies are bought
and combined under the new entity.
The tax terms are the same as those of
a purchase merger.
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The reasons for mergers and acquisitions

One of the most common arguments for mergers and
acquisitions is the belief that "synergies" exist,
allowing the two companies to work more efficiently
together than either would separately. Such synergies
may result from the firms' combined ability to exploit
economies of scale, eliminate duplicated functions,
share managerial expertise, and raise larger amounts of
capital. 'Horizontal' mergers (between companies
operating at the same level of production in the same
industry) may also be motivated by a desire for greater
market power.

In some cases, firms may derive tax advantages from a
merger or acquisition. Corporations may pursue
mergers and acquisitions as part of a deliberate
strategy of diversification, allowing the company to
exploit new markets and spread its risks. AOL's merger
with media giant Time Warner, for example, saved it
from being affected quite so disastrously as many of
AOL's Internet competitors by the 'dot com crash'
(Henry 2002).

A company may seek an acquisition because it
believes its target to be undervalued, and thus a
"bargain” - a good investment capable of generating a
high return for the parent company's shareholders.
Often, such acquisitions are also motivated by the
"empire-building desire” of the parent company's
managers.

Mergers and Acquisitions: Why They Can Fail

It's no secret that plenty of mergers don't work. Those
who advocate mergers will argue that the merger will
cut costs or boost revenues by more than enough to
justify the price premium. It can sound so simple: just
combine computer systems, merge a few departments,
use sheer size to force down the price of supplies and
the merged giant should be more profitable than its
parts. In theory, 1+1 = 3 sounds great, but in practice,
things can go awry.

Historical trends show that roughly two thirds of big
mergers will disappoint on their own terms, which
means they will lose value on the stock market. The
motivations that drive mergers can be flawed and
efficiencies from economies of scale may prove
elusive. In many cases, the problems associated with
trying to make merged companies work are all too
concrete.
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Flawed Intentions

For starters, a booming stock market encourages
mergers, which can spell trouble. Deals done with
highly rated stock as currency are easy and cheap, but
the strategic thinking behind them may be easy and
cheap too. Also, mergers are often attempt to imitate:
somebody else has done a big merger, which prompts
other top executives to follow suit.

A merger may often have more to do with glory-
seeking than business strategy. The executive ego,
which is boosted by buying the competition, is a major
force in M&A, especially when combined with the
influences from the bankers, lawyers and other
assorted advisers who can earn big fees from clients
engaged in mergers. Most CEOs get to where they are
because they want to be the biggest and the best, and
many top executives get a big bonus for merger deals,
no matter what happens to the share price later.

On the other side of the coin, mergers can be driven by
generalized fear. Globalization, the arrival of new
technological developments or a fast-changing
economic landscape that makes the outlook uncertain
are all factors that can create a strong incentive for
defensive mergers. Sometimes the management team
feels they have no choice and must acquire a rival
before being acquired. The idea is that only big players
will survive a more competitive world.

The Obstacles to making it Work

Coping with a merger can make top managers spread
their time too thinly and neglect their core business,
spelling doom. Too often, potential difficulties seem
trivial to managers caught up in the thrill of the big
deal.

The chances for success are further hampered if the
corporate cultures of the companies are very different.
When a company is acquired, the decision is typically
based on product or market synergies, but cultural
differences are often ignored. It's a mistake to assume
that personnel issues are easily overcome. For
example, employees at a target company might be
accustomed to easy access to top management, flexible
work schedules or even a relaxed dress code. These
aspects of a working environment may not seem
significant, but if new management removes them, the
result can be resentment and shrinking productivity.
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More insight into the failure of mergers is found in the
highly acclaimed study from McKinsey, a global
consultancy. The study concludes that companies often
focus too intently on cutting costs following mergers,
while revenues, and ultimately, profits, suffer. Merging
companies can focus on integration and cost-cutting so
much that they neglect day-to-day business, thereby
prompting nervous customers to flee. This loss of
revenue momentum is one reason so many mergers fail
to create value for shareholders.

But remember, not all mergers fail. Size and global
reach can be advantageous, and strong managers can
often squeeze greater efficiency out of badly run rivals.
Nevertheless, the promises made by deal makers
demand the careful scrutiny of investors. The success
of mergers depends on how realistic the deal makers
are and how well they can integrate two companies
while maintaining day-to-day operations.

Mergers and acquisitions often create winners and
losers at both the corporate and individual staff levels.
One culture unseats another. One employee outweighs
another. Power struggles prevail. And while policy and
organizational decisions are made from above, the
organization sits in limbo, slowly becoming
disengaged from its focus. It is a hardly satisfactory
state, since engaging across corporate cultures should
be a near-fluid process in which a meaningful, value-
driven focus and corporate loyalty are created from the
onset.

M&As play a significant role in the survival and
vitalization of corporations today. They continue to be
a major strategy for improving innovation,
profitability, market share and stock prices. Often,
companies view the merger itself as the strategic end-
game, rather than the main event.

Our experience and nearly all industry research
confirm that when mergers and acquisitions do work,
the integration process seems to be holistic, fluid and
well executed. In this article, we will highlight the five
critical issues (Figure 1) that hinder M & A success
and outline our 7-Step Model (Figure 4) to manage
these issues. How the corporate leadership focuses its
energy, as well as the timing and vision that drive
employee  engagement,  impacts  post-merger
effectiveness. The single most important factor for
post-merger success and long-term sustainability is the
involvement and integration of employees from the
start to create a common New ldentity around a Shared
Vision.

FIVE CRITICAL MERGER ISSUES
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Look at any successful change intervention and you
will always find a discussion around creating identities
and a common vision for the organization. However,
these pieces of the process are often not handled as
clearly and collaboratively as is needed for merger
excellence to occur. In this article, we have highlighted
the terms Culture of Engagement, New lIdentity and
Shared Vision to stress that these are the components
of the integration plan that require diligence and focus.
While in theory the process should be led by the “C”-
Level executive team, it is usually assigned to the next
level down — which we refer to as the project
implementation team. However, it is important to
emphasize the requirement for the on-going and
continued involvement of the “C”-Level executive role
throughout the integration process.

Our 7-Step process has been adapted to address the
specific and unique concerns of mergers and
acquisitions. Training on specialized activities and
various large scale interventions is offered across all
levels and functions at various stages. We noticed a
competency gap and designed unique identity
simulations and team workshops to develop integration
process skills at the front end of the process. Beginning
at the pre-merger stage, the 7-Step process drives the
integration from a Top Down — Bottom Up approach in
an organic, collaborative process. A New ldentity out
of a Shared Vision is created. (Table 1)

Table 1: The Seven Steps of Merger Excellence

Pre Cultural DNA Due Diligence: Collaborating

Merger on an integration strategy Culture of
Engagement framework

Step | Involvement and Engagement: Dreaming
the dream of the future New ldentity
formulation

Step Il Shared Vision: Expanding the vision from
mine to ours and giving it life

Step Il Analysis: Evaluation of current reality in
line with strategy

Step IV Action: Cascading the process by creating
ownership in the process

StepV  Implementation: Building and creating
momentum

Step VI Maintenance: Focusing direction and energy
of corporate New Identity

Step VIl Renewal: Re-evaluation and re-creation

REPEAT Integrated Organization: Dreaming the
dream of the new future together

Step |

%94

ISSN (Print) : 2347-8039

Lessons learned: Communications

The greatest loss that most M & A’s suffer is not due
to a poor match, but rather to poor post-merger
implementation. This results in staff disengagement,
and possibly, even disintegration of the company.

Most mergers focus on financial and business systems
integration, which is operationally essential and key to
creating a basis for success. At the outset, little
attention is paid to the human factors, and
communication is limited to “a need to know basis.”
By the time the “soft” factors are addressed and people
are involved on a broader scale, many employees have
either left the organization or become emotionally
disengaged.

Employee disengagement is a key sign of post-merger
dysfunction. The symptoms of disengagement —
alienation or loss of identity with a
company/organization/group/team — result in the
following outcomes:

o Day-to-day decision-making grinds to a halt as
overall decisions from the top are awaited.

e People don’t know where they are going to
end up or how they will contribute.

o Employees feel that their security and future
are threatened.

e They no longer feel a vital part of the
company.

o  Worker morale plummets.

e Battle lines are drawn. An “us vs. them” stance
emerges where cultural, corporate, country and
continental differences are magnified and
feared.

e Personal value is lost or at least undermined.
The dominant question in most peoples’ minds
is: Where do | fit?

An on-going, cascading communications strategy
developed in the pre-merger phase must be rolled out
from day one. The more time that passes between the
announcement of the integration strategy and the
creation of a Culture of Engagement, the more
challenging the task of regaining footing becomes.

The emotional rollercoaster: Timing

This initial crisis, disengagement, soon leads to an
even deeper crisis, which psychologists refer to as the
survival syndrome. In the resulting uncertainty, top
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performers are the first out the door. When employees
become disengaged, it does not take long for customers
and distributors to lose brand loyalty and begin to look
elsewhere to buy products. In this environment, focus
and energy are spent fire-fighting, rather than building
a forward momentum.

Establishing engagement becomes more and more
difficult as time passes. Creating a new Culture of
Engagement is essential within the first thirty days of
announcing the merger. Starting this process at the pre-
merger stage and staying with it through to integration
does more than recreate a New ldentity. It increases
employees’ sense of belonging, motivation and
engagement. These are the main drivers and are
essential to maintaining the energy and drive to
successfully move through the stress and pressures of
the duality stage.

After around six to nine months, energy and emotions
are high, as a new focus begins to emerge. However,
even with clear direction, there remains an internal
emotional conflict as previous processes and the old
identity give way to new systems. Exhaustion and
frustration begin to set in regardless of how well the
integration implementation process is executed. A drop
in productivity and engagement will be experienced. It
is important to remember that this is normal and short
lived. Unfortunately, too many C-Level executive
teams begin to “give up” and look for other “quick
solutions” instead of staying the course.

From a culture of engagement to a new identity
Historically, little time is spent at the pre-merger stage
to define the right strategy for integrating the existing
cultures. Will a policy of separation, assimilation,
blending or the creation of a new culture be
incorporated? (Figure 3) In most situations, employees
resist assimilation and the “acquiring” organization
finds itself imposing its values and practices. Another
strategy that may be adopted is to “take the best of
both cultures and create a new one,” without sorting
out what is really aligned with the company objectives.
The strongest and most engrained elements of each
culture, whether good or not, fight to survive. A
disintegrated culture emerges that is not aligned with
the strategy, synergies are not achieved, and morale
continues to fall.

Figure 1
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Third Culture

The co-creation and collaborative development of the
New Identity through employee involvement creates
loyalty and commitment that enable the realization of a
shared future. Instead of focusing on a sense of loss
caused by the changes, a sense of belonging and
community is developed. At the same time, cross-
organizational networks and project teams are quickly
established. From this emerges a new, vibrant
corporate culture, absorbing what is consistent and
enabling the new direction and organization to emerge.

M & A uniqueness

M & A’s differ from “normal” change processes in that
their very nature requires that a new corporate identity
and a methodology for -cultural integration be
established for the two organizations. The process
begins with a state of duality at the beginning. Timing,
clarity from the top and connection to the entire
organization are essential for a fluid, successful
integration process. While these issues can be factors
in any organizational change initiative, they are key
integration success factors and co-dependent in M&As.
Consequently, any methodology or process must
address these factors simultaneously from the start of
the change process.

The Shared Vision is co-created by the C-Level
executive team and incorporates individual
perspectives to create a holistic vision. It is then further
developed by the implementation team, establishing a
truly SHARED Vision. From here, the new
organization continues to develop around its core
passion and shared perception of the future. In order to
rapidly involve the energy and focus of the whole
system, a bottom up process involving storytelling
around “Organizational Excellence” and the New
Identity takes place.

How to pave the road to merger excellence (while
avoiding the potholes)

Merged companies face dynamic cultural challenges.
They need to listen to customers and reconnect with
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their employees through a Culture of Engagement. The
good news is that when done correctly, the process
appears fluid and seamless with minimal stress.

At each stage of the merger or acquisition, clear
guidelines and process are required:

1. A pre-merger process that targets companies
that are a good cultural match, have
compatible values and are in line with
achieving corporate strategy. This begins the
integration through rigorous, yet flexible
collaborative planning and trust-building. It
enables the two companies to move towards a
Culture of Engagement, involving stakeholders
from both companies at the start of the merger.

2. A merger process for creating a Shared Vision
that can be owned at each level of the
organization and readily expanded into an
integrated strategy. It is formulated to support
and define where the new company is going
and communicate how the formation of this
new company fits the overall vision. This sets
the groundwork for a NEW IDENTITY and a
clear corporate brand.

3. A post-merger process in which time and
people are the essence of the collaborative
process. Communication is open and
transparent. Integration teams are comprised of
members from both organizations across
stakeholder groups. The process will reinforce
core competencies, build a forward momentum
and implement a flexible, collaborative,
methodology for consolidation. Identification
with the New Identity becomes realty.

A process for top down, bottom-up involvement
Our work with M & A’s has shown that the pre-merger
integration activities (timing, communications and
shared vision) are most critical, but often ignored. In
general, companies focus purely on the financial side
of the transaction. We feel that it is precisely because
of this approach (merger by the numbers and delayed
people involvement) that 60 to 80 percent of mergers
fail.

The Seven Step Model (Figure 4) moves the
organization from the top of the C-Level executive
team and the project integration team down and
outwards through the organization. Concurrently, it
engages all employees (from the bottom up) in the
sharing of stories, developing common ground and
commitment to organizational excellence. Roles and
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responsibilities are clear at the top and throughout the
organization.

This results in an alignment with and a focus on the
Shared Vision, corporate mission and values. It brings
the diverse group of stakeholders responsible for the
integration, as well as internal and external
stakeholders and key players (across the breadth and
depth of both organizations), together in large-scale
integration and learning meetings in a timely manner.

Together, implementation strategies are developed
with a commitment to carrying them out. The
commitment leverages cross-organizational
knowledge, the most effective community-building
techniques and the reforming of functional internal
networks around a shared purpose.

In M & As, the initial push must come from the top
and be continually reinforced by the C-Level executive
team and then the project integration team. To enable
momentum, all members must be on the same page. At
the onset of the process (pre-merger or very early in
Step 1), a clear and serious look at where each member
of the C-Level executive team wants to be (individual
visions) must be brought to the table. Only from this
process can an aggregate Shared Vision be truly
developed.

During all change processes, we recommend and
encourage  various  collaborative large-scale
interventions that get “the whole system into the
room.” This step is critical early on for M & As. It
must follow the announcement as soon as possible in
order to focus the organization’s energy toward a
shared purpose, rather than drifting apart. Cross-
stakeholder meetings with a minimum of three across
and three down are essential. The core or inner
planning group (usually the project implementation
team) is most effective when formed and meets
regularly as a whole group at the pre-merger stage and
is involved in the implementation of the merger.

It is the members of this new community that drive the
process outward into the organization in a positive
way. At the same time, they create a knowledge center
and a healthy, communicative, competitive
environment with a purpose (achieving the shared
vision). They also enable a positive customer interface
and brand loyalty to ensure shareholder value.
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The use of large-scale collaborative change methods, if
applied effectively, can speed up and raise the
effectiveness of the merger process. These methods
produce an environment where new connections and
strong emotional bonds between participants are
formed within the first few hours of these face-to-face
meetings. It enables  healthy relationships,
communications and community-building between
participants that take years to develop under more
traditional methods of meeting. Actions are also
aligned with the strategy. The members of this new
community are better able to drive the process outward
into the organization in a positive, collaborative way.

A collaborative approach quickly establishes a
corporate New ldentity that supports the formation of
an integrated corporate culture and core strategy. It
engages internal and external stakeholders in a larger
and wider process of re-engagement by re-creating
corporate identity and roles. A “tipping point” of
commitment rapidly unites the organization before
disengagement and battle lines can be drawn. Those
“hate to lose” employees are engaged in the creation
and implementation of the change process. The whole
of the organization is focused and integrating a Shared
Vision and corporate sustainability.

Conclusion:

A collaborative process is continuously co-designed
with the corporate leadership and appropriate
stakeholders to align to the needs and timing of the
organization. Each organization has its own rhythm
and must develop its own Shared Vision, mission,
values, supporting strategy and processes — Its own
Corporate Identity. It is the role of the consultants and
coaches to follow this rhythm and hold the space for
the organization’s process to emerge through
appropriate change management, process design and
facilitation, questions and coaching. There are no
magical solutions or silver bullets. If the process is
continuously co-designed, it will appear seamless and
fluid with a high degree of positive, engaged energy
throughout the organization. Merger Excellence will be
achieved.
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