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“otal merger and
acquisition
% (M&A) volume
in the United States in
the third quarter of
2005 increased 30
percent from the same
period last year,
according to Thomson
Financial, a leading
provider of business
information. That’s
good news, right? Well, yes
and no.

There are some vocal critics
of this increased M&A activity,
including former Secretary of
Labor Robert Reich. In a radio
commentary discussing the
recent increase in M&A activi-
ty, as well as transactions that
have occurred over the last 25
years, Reich said that “the
shareholders of the companies
that did the buying usually lost
out.” One of the reasons Reich
cited is that “there are huge
transaction costs in combining
two big companies.”

Is Reich right? Although
empirical evidence might sug-
gest that he is, it does not have
to be that way. Let’s take a look
at how the principles of cost
management can mean the dif-
ference between a successful
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ME&A costs.

Managing M&A Costs

Merger and acquisition (M&A) activily increased in
2005, but vocal critics are decrying the huge trans-
action costs usually involved. Shareholders of the
buying firms mostly lost out.

But it doesn’t have to be that way, says the
author, who has assisted scores of M&A clients
over two decades. And he explains how to control
© 2006 Wiley Periodicals, Inc.

acquisition and the kind of
which Reich is so critical.

WHAT IS COST MANAGEMENT?

Cost management goes
beyond mere cost cutting. It is a
proactive process that focuses on
aligning a company’s projects
with its long-term business plan
and maximizing the efficiency
of processes related to such proj-
ects. M&A cost management is
the application of the principles
of cost management to a transac-
tion involving the purchase of a
company. Specifically, it relates
to: (1) the buyer’s identification
of all costs associated with an
acquisition and (2) planning,
organizing, directing, and con-
trolling those costs, from the
identification and evaluation of
the target, to the negotiation and
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closing of the transac-
tion, to the integration
of the target into the
buyer’s organization.

WHY IS M&A COST
MANAGEMENT
IMPORTANT?

M&A cost man-
agement is important,
because without it,
precious resources are wasted.
M&A transactions involve par-
ticipants from a variety of disci-
plines, and therefore, it is virtu-
ally impossible to manage the
process informally, unless the
manager and the members of the
buyer’s acquisition team are
highly experienced. Moreover,
transaction costs are affected by
a variety of factors, including:

« the size of the transaction;

« the complexity of the trans-
action (which will likely
affect the amount of due
diligence that must be done
and the length of the negoti-
ation of the transaction doc-
uments);

» the risk profile of the buyer
(reducing risk usually
involves more due diligence
and negotiation);
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« the deal structure (i.e., asset
deals are more complicated
to close than stock deals or
mergers); and

+ the magnitude of the post-
closing integration.

Without good cost management,
M&A transaction costs can spin
out of control.

Inexperienced buyers often
rely on their professional advi-
sors to manage the transaction
process for them. Unfortunately,
such reliance is usually mis-
placed, because advisors fail to
understand the task of cost man-
agement, or they consciously or
subconsciously act in their own
self-interest, without
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means for controlling what is
going on.

Bob Meehan, the CEO of
rePipe Inc., is an experienced
businessman who has completed
scores of M&A transactions.
Meehan says that before any-
thing else is done, the buyer
should examine the target close-
ly, perhaps even using forensic
accountants. The purpose of the
examination is twofold: (1) to
determine whether acquiring it
would advance the goals of the
buyer’s business plan and (2) to
assess the condition of the target.

Meehan warns that if a
buyer chases a “good opportuni-
ty” that is not a good strategic

as a team toward a common
goal. Generally, the team will
include accountants, attorneys,
and possibly financial advisors,
such as investment bankers.
Each of these participants should
have a lead person.

The accountants will be
involved in the financial analysis
undertaken to establish a pur-
chase price. They should also
coordinate with the attorneys
when various representations and
warranties are being negotiated,
especially those concerning
financial statements and taxes.
And, finally, they are often
involved in preparing financial
statements as of the closing date.
Although it would be use-

regard for the efficiency of
the acquisition process.
Consequently, relying on
advisors to manage trans-
action costs means that
costs are basically uncon-

It is a good idea to mvolve the
attorneys early in the process, at
least by the time the letter of intent
Is being drafted.

ful for the accountants to
prepare estimates of the
costs of these activities, it
is far more important, from
a cost management per-
spective, that the account-

trolled.

Having been involved
in many M&A transactions over
the last two decades, I've seen
four failures that are principally
responsible for high transaction
costs in M&A transactions:

* The buyer failed to investi-
gate the target adequately.

*  The buyer failed to develop
an acquisition plan.

»  The buyer failed to stay
involved in the acquisition
process.

*  The buyer failed to establish
cost control measures.

WHAT SHOULD BUYERS D0O?

In short, buyers should man-
age the acquisition process. A
buyer should start with a clear
objective, develop a plan for
reaching that objective (includ-
ing coordinating instructions for
the participants), direct the
course of the process, and have a

DOl 10.1002/jcaf

and cultural fit with the buyer,
the results are usually disap-
pointing. He strongly cautions
that the analysis must involve
operations, marketing, and other
areas, in addition to financial
analysis. Moreover, Meehan has
reviewed countless prospective
targets and has almost always
found that things were not what
they initially appeared to be,
especially with regard to the
financial statements. If the target
is not a good fit, or there are
serious problems with it, then
the buyer should find out early
and avoid spending money on a
transaction that will not, or
should not, close.

In developing an acquisition
plan, the buyer should carefully
select the members of the acqui-
sition team and then develop
detailed coordinating instruc-
tions and procedures to ensure
that the members work together

ants coordinate their activi-
ties with the other members
of the buyer’s team.

The attorneys the buyer uses
should have strong business acu-
men. If they don’t, they can
wind up spending a lot of time
(and a lot of the buyer’s money)
on issues that have more theoret-
ical than practical importance.
Meehan says that if your attor-
ney says, ‘“That’s a business
issue,” it is time to get a new
attorney. Certainly, attorneys
should have an understanding of
the overall transaction, while still
focusing on their principal role
of legal advisor. It is a good idea
to involve the attorneys early in
the process, at least by the time
the letter of intent is being draft-
ed. Having a clear statement of
the overall structure and assump-
tions of a transaction at the
beginning of the process can sig-
nificantly reduce the transaction
costs. Alternatively, if important
issues are not addressed at this
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initial stage, they will be much
more costly to deal with later.

Investment bankers may or
may not be involved in the trans-
action. If they are involved, the
buyer should carefully consider
how they are compensated in
order to assess their motivation.
Moreover, Meehan advises that
the buyer should not allow them
to “drive” the transaction,
because they usually focus only
on financial aspects.

After each of the members
of the team is selected, the buyer
and the team members should
assign tasks and establish a
means of keeping their efforts
coordinated. If the buyer’s advi-
sors have nothing to guide

well as key members of the
buyer’s organization. Conse-
quently, it is imperative, in order
to avoid duplication of effort and
to ensure that the target is thor-
oughly examined, that the team
members conduct due diligence
in a coordinated manner. Each
team member needs to know its
role and to inform the other team
members immediately upon
finding anything of significance.
Each member should also under-
stand what information the buyer
feels is important to a proper
evaluation of the target.
Organizing the due diligence
material is also critical to ensur-
ing that it can be examined effi-

team members are involved in
this process, not just the attor-
neys. Consequently, it is impor-
tant to coordinate their efforts
during this stage of the process
as well. More important, howev-
er, is the need to avoid what
might be termed “attrition war-
fare.” On many occasions, I have
seen attorneys argue over the
language of provisions ad nause-
am, often without coordinating
with their other team members
or their client. The buyer should
not tolerate such conduct by its
attorney. When an impasse is
reached, the attorney should con-
sult with the buyer concerning
how the impasse should be
breached, rather than slug-

them other than their own
experience, their efforts
will likely become uncoor-
dinated, even within their
own organizations.

One means of organiz-

Although LOIs are nonbinding, they
can greatly enhance the efficiency of
the transaction.

ging it out with opposing
counsel. The respective
business persons of the
buyer and the seller are
often able to resolve dis-
agreements more quickly

ing the effort is to have a

good letter of intent (LOI).
Although LOIs are nonbinding,
they can greatly enhance the
efficiency of the transaction. In
my experience, LOIs ensure that
there is a true “meeting of the
minds” of the seller and the
buyer. LOIs summarize and clar-
ify the terms of the transaction
for all parties and thereby enable
them to focus on the deal points
that they agree upon, as well as
those that must be resolved in
order to proceed with the trans-
action. In providing a summary
of the transaction, LOIs help to
avoid misunderstandings
between the seller and buyer that
could later cause unnecessary
expense and delays.

Another step of the acquisi-
tion process that must be
planned and organized is due
diligence. It is likely that due
diligence will continue right up
to closing and will involve all of
the buyer’s outside advisors, as
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ciently. Such organization should
be performed by lower-level
(i.e., less costly) personnel. I
have seen many data rooms
where highly paid attorneys
spent hours slogging through
unorganized boxes of material
looking for something. That’s not
only inefficient, but it may also
cause important points to be
missed. If the target can provide
due diligence materials electron-
ically, then the efficiency of the
process can be greatly enhanced,
because software can be used to
cull information from large digi-
tal data mines. With electronic
due diligence, a person can sit at
a computer and efficiently and
effectively review more docu-
mentation in a shorter period of
time than would be possible with
a paper review,

Planning and control are
also important with regard to the
negotiation process. All of the

than their respective attor-
neys can.

IMPLEMENTING CONTROL
MEASURES

Not only can the buyer
enhance the control of transac-
tion costs by staying actively
involved in the transaction
process, but it can also imple-
ment a variety of control mea-
sures that will assist in regulat-
ing costs.

For example, the buyer
could ask each team member to
submit a budget for its fees relat-
ed to the transaction. Although
estimating the costs of some
parts of the process (such as the
negotiation of the definitive doc-
uments) is next to impossible,
there are parts of the process
(such as the preparation and
delivery of the first draft of the
documents) where the team
members can estimate costs. In
addition to these partial budgets,
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the buyer should ask for weekly
invoices from its advisors. If the
buyer gets invoices only month-
ly, the costs could spiral out of
control before the buyer is even
aware of it.

Another control measure
would be to establish milestones
during the process, of which all
team members are apprised. At
each of these milestones, each
team member would be expected
to report on the progress of the
transaction from the member’s
individual perspective. Such
meetings would also provide
additional opportunities for the
buyer to coordinate the efforts of
the team members, assess the
progress of the transaction,
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ciated with integrating the target
into the buyer’s organization.
Unfortunately, most buyers fail
to think about integration until
very late in the acquisition
process—sometimes as late as
closing. By then, many options
and alternatives are no longer
viable. Before a buyer decides to
purchase a target, the buyer
should understand how the target
would be integrated into the
buyer’s organization. In a recent
book entitled Achieving Post-
Merger Success: A Stakeholder s
Guide to Cultural Due Dili-
gence, Assessment, and Integra-
tion,! authors Carleton and
Lineberry note that cultural

combined entity lack a clear
vision of the buyer’s goals, then
they will probably act in an
uncoordinated manner. Finally,
the buyer might suddenly dis-
cover that the combined business
is not just bigger, but also differ-
ent. It now has different cus-
tomers, products, brands, facili-
ties, and employees, cach of
which brings new and unantici-
pated challenges.

To avoid these adverse
effects, the buyer needs an inte-
gration plan. In addition to a
plan, Meehan advises having a
separate integration team so that
they can focus on this most
important aspect of the transac-
tion. The integration plan

and estimate the amount of
transaction costs that the
buyer has incurred to date.
Having a comprehen-
sive plan for the acquisi-
tion process will also dra-

The integration plan should include,
as a key component, a method for
integrating two distinct cultures and
core values into one new enterprise.

should include, as a key
component, a method for
integrating two distinct cul-
tures and core values into
one new enterprise. The
uncertainties associated

matically reduce the
disruption of the buyer’s
day-to-day operations that is
caused by the transaction. By
ensuring that the members of the
acquisition team act in a coordi-
nated manner, the plan will
reduce the number of ad hoc
interruptions and requests for
information and input from the
buyer. Such interruptions and
requests can cripple the day-to-
day productivity of the buyer. If
the buyer plans in advance the
coordination of the acquisition
process and the communication
that is necessary among the team
members, then the buyer can
greatly reduce the disruptions it
will experience. Disruptions in
the day-to-day operations of the
buyer that occur during a trans-
action are “costs,” which the
buyer should seek to manage,
just as it seeks to manage legal
and accounting fees.

Finally, the buyer must con-
sider and manage the costs asso-
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incompatibility is consistently
rated as the greatest barrier to
successful integration, but that
examination of cultural factors is
unlikely to be a part of due dili-
gence. They conclude: “What a
conundrum! The greatest barrier
to success of a merger or acqui-
sition is the least likely to be
researched during the due dili-
gence process.”?

If the buyer fails to plan for
the integration of the target into
its organization properly, it could
experience a number of adverse
effects. The buyer could wind up
spending too much time and
attention on the integration of
the target and thereby lose track
of its core business. The employ-
ees of the combined entity could
become confused, lose motiva-
tion, and possibly even leave the
company, resulting in a loss of
productivity and an increase in
costs. If the executives of the

with this task make it espe-

cially difficult. For exam-
ple, if the buyer acquires one of
its competitors, the employees
might have a hard time making
the transition from rivals to
coworkers. Or, if the target was
part of a large corporation with
lots of resources and bureaucra-
cy, the employees of the target
may be shocked, following the
closing, to find themselves
working for an entrepreneurial,
highly leveraged company with a
very different culture. In addi-
tion, integrating two companies
in connection with an interna-
tional transaction is especially
difficult, because the complexi-
ties caused by different corpo-
rate cultures are compounded by
language and international cul-
tural differences. If these inte-
gration challenges are not
addressed, the buyer will experi-
ence a tremendous amount of
confusion 1n its operations, and
its costs will go up.
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Key Steps of M&A Cost Management

¢ Carefully screen the target.

¢ Select an experienced acquisition team.

* Pian team activities so that they are coordinated.

¢ Prepare a detailed letter of intent.

Manage the due diligence effort.

Get a rough plan of negotiating costs and set milestones for review.

Require feedback and frequent reports to avoid “attrition warfare” and reduce interruptions.
Ptan for the integration of the target well in advance.

In short, as is the case with  on whether the integration, and  Failing to plan means planning

other aspects of an M&A trans-  in turn the entire transaction, to fail.

action, the buyer should plan are successful.

for the integration of the target I have summarized the key NOTES

into the buyer’s organization. steps of M&A cost management ,

There are many aspects of the in Exhibit 1. In the final analy- Carleton, J. R,, & Lineberry, C. .

(2004). Achieving post-merger success:

transaction, such as employee sis, the focus of M&A cost man- A stakeholder's guide to cultural due
retention and productivity, that agement is to recall something diligence. San Francisco: Pfeiffer.
will have a tremendous effect that every good manager knows: 2. Ibid, p. 14.
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