WILEY JSNAWN@D

David T. Emott with WEBSITE




An All-Inclusive Reference

DAVID T. EMOTT

WILEY
John Wiley & Sons, Inc.




Copyright © 2011 by David T. Emott. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.
Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by
any means, electronic, mechanical, photocopying, recording, scanning, or otherwise, except as permitted under
Section 107 or 108 of the 1976 United States Copyright Act, without either the prior written permission of the
Publisher, or authorization through payment of the appropriate per-copy fee to the Copyright Clearance
Center, Inc., 222 Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or on the Web
at www.copyright.com. Requests to the Publisher for permission should be addressed to the Permissions
Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030, (201) 748-6011,

fax (201) 748-6008, or online at hetp://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best efforts in
preparing this book, they make no representations or warranties with respect to the accuracy or completeness
of the contents of this book and specifically disclaim any implied warranties of merchantability or fitness for a
particular purpose. No warranty may be created or extended by sales representatives or written sales materials.
The advice and strategies contained herein may not be suitable for your situation. You should consult with a
professional where appropriate. Neither the publisher nor author shall be liable for any loss of profit or any
other commercial damages, including but not limited to special, incidental, consequential, or other damages.

For general information on our other products and services or for technical support, please contact our
Customer Care Department within the United States at (800) 762-2974, outside the United States at
(317) 572-3993 or fax (317) 572-4002.

Wiley also publishes its books in a variety of electronic formats. Some content that appears in print may not be
available in electronic books. For more information about Wiley products, visit our Web site at www.wiley.com

Library of Congress Cataloging-in-Publication Data:

Emott, David T., 1944—
Practitioner’s complete guide to M&As : an all-inclusive reference / David T. Emott.
p. cm. — (Wiley finance ; 635)
Includes index.
ISBN 978-0-470-92044-2 (pbk.); ISBN 978-1-118-01589-6 (ebk);
ISBN 978-1-118-01590-2 (ebk); ISBN 978-1-118-01591-9 (ebk)
1. Consolidation and merger of corporations. I. Title.
HD2746.5.E46 2011
658.1'62—dc22
2010045218

Printed in the United States of America

Y GE0A8E 76 4i5i1 40 3102 11



Founded in 1807, John Wiley & Sons is the oldest independent publishing com-
pany in the United States. With offices in North America, Europe, Australia, and
Asia, Wiley is globally committed to developing and marketing print and electronic
products and services for our customers’ professional and personal knowledge and
understanding.

The Wiley Finance series contains books written specifically for finance and
investment professionals as well as sophisticated individual investors and their
financial advisors. Book topics range from portfolio management to e-commerce,
risk management, financial engineering, valuation, and financial instrument anal-
ysis, as well as much more.

For a list of available titles, visit our Web site at www.WileyFinance.com.



Preface

'I'his book is a hands-on, practical guide and reference to the key topics, issues,
and methodologies buyers and sellers face and employ in doing M&A (busi-
ness mergers, acquisitions, divestitures, stock buybacks, equity investments, and
joint venture transactions). It is a quick, easy-to-use reference for those new to
the process of M&A (private business owners, students, associates, trainees). In
addition, it will refresh and reacquaint those already familiar with deal making
(CEOs, CFOs, lawyers, accountants, tax and finance, and insurance and deal pro-
fessionals) with what happens, when, who is doing it, and why, and answer the
question: What do we need to know and do at this phase of the process?

The book is written as a quick-read reference of ideas, approaches, and don’t-
forgets for use during live transactions and as a self-study guide to enable fast
transfer of essential M& A knowledge.

The topics in the book are laid out sequentially to enable the reader to build
the highly relevant knowledge base necessary for pursuing and understanding cor-
porate development via M&A. Topics covered including strategy development,
acquisition criteria, deal sources, deal fee arrangements, due diligence, conducting
auctions, lean enterprise, cost of capital, risk premiums, size premiums, leveraged
and unleveraged beta, systematic and unsystematic risk, discount rate construc-
tion, valuation, pricing leveraged buyouts, the real deal about using debt, terminal
values, real options in valuation, platform value, joint venture valuation and struc-
turing, values, offers and deal pricing, discounts and premiums, venture capital
valuation, growth, comparable pricing multiples, transferring pension obligations,
deal integration, negotiation, risk and entropy, taxable and tax deferred deal struc-
tures, warrant- and economic value added— (EVA) based incentive plans, contracts
and papering the deal, earn-outs, valuing synergies and tax step-ups, tax treatment
of deal fees, escrows, caps, baskets, indemnity duration, why deals go bad, and
much more.

Although some of the topics are longer than others, they all provide a succinct,
pragmatic, and understandable view of each topic. The appendices referred to in
each topic provide illustrations and visual guides that will prompt the reader to
ask: How can this be adapted to work for us?

One of my goals when writing this book was to demonstrate the application of
pertinent academic theory to the practical process of getting deals done. Sources in
the footnotes and in the reference list direct the reader to additional information
on the subjects discussed. It is my hope that the reader will view the book as a
key reference when preparing for and undertaking the heady challenge of doing
M&A. My aim is for the reader to finish a topic or the entire text with the feeling
of “I get it.”

Davip T. EMOTT
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Strategy Development,
Then M&A

opic 1 presents an overview of the fundamental elements typically addressed
Tin the strategic planning process; explores a number of work activities, ap-
proaches, and ideas pertinent to the process of developing strategy; and explores
where mergers and acquisitions (M&A) fit in the strategy development and exe-
cution process.

The reader is encouraged to take the time to read through the Appendices
referenced in the text of this and all remaining Topics in conjunction with the
narrative to gain the appropriate level of understanding of the subject matter
discussed. Appendices are either presented at the end of this and each remaining
Topic or are available for review and download on this book’s companion Web
site (see the About the Web Site page for login information).

M&A IS ONE OF MANY BUSINESS DEVELOPMENT OPTIONS

® M&A in an operating business is one of a number of means to accomplish
a strategic goal and generally results from a strategic planning and strategy
development process.

® M&A activity is the strategic activity of investor groups (equity funds, venture
capital funds, etc.).

® The work involved in strategy development in manufacturing or service firms
is often found to be frustrating and difficult.

® The questions, introspective search, dialog, and answers often are time con-
suming and unclear, particularly to the operating executives doing this work
who are used to dealing with issues and process refinements of running a
business and making decisions.

® The operating executives include chief executive officers, chief financial offi-
cers, chief operating officers, operations directors, plant managers, manufac-
turing managers, chief marketing executives, or sales officers.

® The operating executives, however, are the source of the knowledge gained
over years in the business that matters most in developing strategy.



2 PRACTITIONER'S COMPLETE GUIDE TO M&As

® The work agenda must acknowledge early on that strategy development deals
with issues and questions that do not have great clarity. The answers to these
questions usually surrender not to analysis but to participants’ best thinking
and judgment.

® The strategy development team should move along as fast as the pace of cap-
turing and quantifying judgment allows and determine where complementary
off-line research and analysis by the team and or team analysts is needed to
enhance the judgment.

® Avoid a heavily research-driven process.

STAGES INVOLVED IN THE STRATEGIC PLANNING PROCESS

® This section provides a general overview of the key elements of the strategic
planning process usually employed in an operating company and indicates
where M&A fits in. The information is presented in the Strategy Planning

Process Engine in Appendix 1.1.

® Corporate vision embodies a brief, understandable, timeless statement of
the rationale for why the firm exists (not what it does or wants to be) and
the core principles that govern how the firm and its employees will conduct
business and themselves during its existence.

® Corporate mission embodies a brief, understandable, realistic statement of
what the firm wants to be (and be seen as) in the medium term, say 15 to
20 years.

® Corporate strategies are brief, understandable, achievable action statements
of intent, direction, and desired result that are necessary to achieve and that,
if achieved, will move the firm toward its mission (if not achieved, they will
prevent achievement of the mission). These strategies are intended to create
sustainable competitive advantage in the organization’s market space. These
strategies emanate from the strategy development process discussed later in
this topic.

® [nitiatives are big, achievable activities and programs that individuals and
teams rally around and participate and take ownership in. Initiatives are nec-
essary to complete and, if completed, will move the firm toward realization
of the desired results embodied in each strategy. They are usually multiyear
in duration. M&A is potentially one of a number of business development
initiatives.

8 Key performance indicators (KPIs) are descriptions of relevant, timeless
indicators of performance in operating and functional support processes
and initiative realization.

® Metrics are relevant, preferably quantitative measures by which to gauge
performance toward and achievement of initiatives and of KPIs.

® Goals are brief statements of this year’s (perhaps part of a multiyear goal)
expected achievements and related metrics of achievement for each initiative
or KPI. Goals are owned by individuals and teams and provide a clear
measure of personal and team performance.



Strategy Development, Then M&A 3

® Results are measurement based, integrate with incentive plan design and
rewards, and provide the basis for measuring goal achievement and making
cyclical, periodic adjustments to strategy, initiatives, metric targets, and
goals.

STRATEGY DEVELOPMENT—WHERE AND HOW
TO CREATE VALUE

® The essential thrust of strategy development is identifying where to create value
(attractive market spaces to enter or maintain and defend) and how to create
value in the spaces selected. (What are the enabling capabilities and strategies
required to close the capability gaps that exist for the firm to compete in the
identified spaces and create enduring stakeholder value?)

® M&A is one of a number of means of closing the capability gaps. Other meth-
ods include organic development, in-house start-up, licensing, joint ventures,
and other contractual arrangements.

® The process involved in detail strategy development usually includes the two
steps noted above, which are shown in the Strategy Development and Gap
Closure Engine in Appendix 1.2.

® Many of the process steps presented on Appendix 1.2 may not be carried
out explicitly in reaching strategy conclusions in businesses that prefer a more
intuitive strategy development approach, but they probably reflect the thought
processes and trade-offs made by intuitive strategy developers.

® Do not underestimate what a highly skilled and experienced strategy devel-
opment consultant can offer to drive the strategy development process. Ex-
perienced experts will, at the very least, provide a voice of reason, contrast,
and clarity to the process. More often they will provide the results of external
research and insights, options, points of focus, and direction, which are all of
timeless value to the user.

® There is also great benefit to focus the due diligence process (normally applied
to acquisition targets as discussed in Topic 10) internally (the firm’s due dili-
gence self-assessment) as part of the firm’s strategic planning process. Doing
so captures much of the knowledge of the firm’s capabilities discussed later in
this topic, as well as the business and valuation drivers discussed in Topic 10
and attractive market criteria discussed in Topic 4.

WHERE—IDENTIFY CUSTOMER'S INITIATIVES AND
ATTRACTIVE MARKET SPACES

® [dentify your customer’s (and your customer’s customers) strategic initiatives
in the market spaces you are now engaged in (See Appendix 1.2). Also identify
their current and future product and service needs and requirements that will
fulfill their initiatives (B, Appendix 1.2):



4 PRACTITIONER’S COMPLETE GUIDE TO M&As

® By doing so, you can identify where are they going, what will they need to
get there, and what is most important to them to enable them to succeed.
You will also identify what capabilities will be necessary for vendors to excel
at to meet their customers’ product and service requirements (B1, Appendix
1.2). Consider the following:
® Closely follow industry trends.
® Hold “customer futures” conferences for your industry and its future.
= Talk to your customers: How can you be in their future?
® Attend customer industry conferences and trade shows.

® Identify new attractive market spaces (B2, B3, Appendix 1.2) and the future

product and service requirements of those spaces worthy of developing, en-

tering, and defending (B, Appendix 1.2). Identify the capabilities necessary to

meet those product and service requirements (B1, Appendix 1.2).

® Use brainstorming techniques to identify adjacent and new market space ideas.

Cross-reference them to the results from these idea-generating methods:

w Search Web databases for ideas on where others are placing investments.

® Interview pension advisors and venture capital and equity investors for in-
vestment trends and developing sectors.

® Interview “blue sky” thinkers for megatrends and implications on business
sectors.

® Perform top-down growth segment identification methods using macro,
segment-oriented databases. Where is growth and investment occurring?

® Examine the value chains in growth sectors to identify the key value-creating
enablers and inputs to the identified attractive macro sectors: What is the
key ingredient, enabler, or activity in the value chain that adds the critical
function to the end products and services within the sector?

® [dentify the key value-added ingredient sector of the value chain that be-
comes the target market space in the attractive sector.

® Question industry experts to identify the value chain and enhance the anal-
ysis.

® Cross-correlate the findings from each method.

® Perform activity and capability extension analysis as discussed later in this
topic.

HOW—IDENTIFY YOUR ACTIVITIES AND
CAPABILITIES—EXTEND THEM

® [dentify your business’s internal activity and capability strengths (Activities,
Capabilities, and possibly Competencies) (C, Appendix 1.2).!
® Activities and capabilities are all the relevant things done in the business to
serve customers in one way or another.

! This activity and capability extension analysis is grounded in the excellent work of John Stempeck,
of Avalon Associates, Boston, MA, a strategy development consulting firm.
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® Activities and capabilities as illustrated in Appendix 1.3 are evaluated in

terms of how well they are done and the relative state of evolution of the
activity within the company versus the requirements in targeted market
spaces and as practiced by principal competitors. They are described as
follows:

How Well the Activity Is Practiced in the Company
® Leader or cutting edge; equal to or just okay; follower or lagging behind

State of Evolution of the Activity as Practiced in the Marketplace and as
Required to Meet Future Market Requirements

® Emerging, recently developed, gaining traction
® Required and undergoing change
® Mature, subject to competitive replacement

Activities and Capabilities Might Include, for Example

® Conceiving, designing, assembling, fabricating, engineering

® Proposal preparation, selling, order taking, chemical synthesis

® Milling, cutting, folding, drawing, welding, bending, preparing, polishing
® Field service, customer inventory management, distributing, delivering

® Some activities may be competencies (see below)

Competencies Are the Reason(s) Customers Come Back

® Competencies are the conjoint result of excellent business process exe-
cution (combinations of activities performed at a cutting-edge level) and
deep capabilities described in terms of years of know-how, education, and
unique learned and applied skills that are utilized in work activities.
® Competencies are observable and identifiable by customers as activities
performed that they rely on most heavily and are not easily replicated by
the competition.
® Bain & Company defines a core competency as a deep proficiency that
enables a company to deliver unique value to customers. It embodies
an organization’s collective learning, particularly of how to coordinate
diverse production skills and integrate multiple technologies.?
® Customer interviews asking why customers rely on you, buy from you,
and keep coming back rather than going to the competition are often the
most productive way to identify competence. Customers may say:
® “They always deliver on time in full quantities needed.”
® “Their product always functions to spec under the harshest use condi-
tions.”
® “They can solve any technical design and application problem we throw
at them and do it quickly.”
® “Their technical and delivery proposals to our conceptual requirements
leave no questions unanswered—we know what we are going to get.”

2

www.bain.com/management_tools/tools_competencies.asp?groupcode=2.



