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CHAPTER 1

Winning through Merger and
Acquisition

Buyers and sellers can create substantial value through merger and acqui-
sition (M&A). Both can win from a transaction. That is the beauty of deal

making. And that is much of the allure that has driven the tremendous vol-
ume of M&A activity worldwide over the last two decades.1 Despite this
volume, most businesses are not salable. M&A advisors disqualify roughly
65% to 75% of prospective sellers and, according to a U.S. Chamber of
Commerce Study, only 20% of the businesses that are for sale will success-
fully transfer hands to another owner. This implies that only 5% to 7% of
companies actually get sold.

This book focuses on business value—what creates it, how to measure
it, how to build it, how to preserve it, and how to maximize it through a
transaction. It is this focus that will improve the chances of selling a business.
These concepts are equally important to buyers and sellers because both can
and should benefit from a deal. But different results frequently occur. Sellers
may sell under adverse conditions or accept too low a price due to lack of
preparation or knowledge. And every buyer runs the risk of purchasing the
wrong business or paying too much. As seen during the Great Recession
that began in December 2007, transactions during adverse economic times
create their own sets of challenges. That is why understanding value—and
what drives it—is critical in mergers and acquisitions.

Wise shareholders and managers do not, however, confine their focus on
value to only M&A. Value creation drives their strategic planning and, in the
process, creates focus and direction for their company. Their M&A strategy
supports and complements their broader goal of building shareholder value,
and they buy and sell only when the deal creates value for them.

1Chapter 5 presents a very necessary second view of the potential results of M&A.
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2 Winning through Merger and Acquisition

This brings us back to the purpose of this book. It explains how to
create, measure, build, preserve, and maximize value in mergers and acqui-
sitions in the context of the broader business goal of building value. Senior
managers in most public companies focus on value every day because
it is reflected in the movement of their stock price—the daily scorecard
of their performance relative to other investment choices. Private compa-
nies, however, lack this market feedback and direction. Their shareholders
and executives seldom understand what their company is worth or clearly
see what drives its value. For this reason, many private companies—and
business segments of public companies as well—lack direction and under-
perform.

Managing the value of a private company, or a division of a public cor-
poration, is particularly difficult because that value is harder to compute and
justify. Yet most business activity—and value creation or destruction—occurs
at this operational level.

Being able to accurately measure and manage the value of smaller busi-
nesses or business segments is critical in the value creation process. And this
skill will pay off in M&A as well because most transactions involve smaller
entities. Although we read and hear about the big deals that involve large
corporations with known stock prices, the median M&A transaction size
in the United States between 2004 and 2008 was approximately $29 mil-
lion. Smaller deals involving closely held companies or segments of public
companies are the scene for most M&A activity.

Therefore, every value-minded shareholder and executive must strive
to maximize value at this smaller-entity level where daily stock prices do
not exist. The concepts and techniques that follow explain how to measure
and manage value on a daily basis and particularly in M&A. The discussion
begins with an understanding of what value is.

Critical Values Shareholders Overlook

When buyers see a potential target, their analysis frequently begins by iden-
tifying and quantifying the synergies they could achieve through the acqui-
sition. They prepare a model that forecasts the target’s potential revenues
if they owned it, the adjusted expense levels under their management, and
the resulting income or cash flow that they anticipate. They then discount
these future returns by their company’s cost of capital to determine the
target’s value to them. Armed with this estimate of value, they begin nego-
tiations aimed at a deal that is intended to create value.

If the target is not a public company with a known stock price, fre-
quently no one even asks what the target is worth to its present owners.
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However, the value the business creates for the present owners is all that
they really have to sell. Most, and sometimes all, of the potential synergies in
the deal are created by the buyer, rather than the seller, so the buyer should
not have to pay the seller for the value the buyer creates. But in the scenario
just described, the buyer is likely to do so because his or her company does
not know what the target is worth as a stand-alone business. Consequently,
the buyer also does not know what the synergies created by his or her com-
pany through the acquisition are worth, or what the company’s initial offer
should be.

Sellers are frequently as uninformed or misinformed as buyers. Many
times the owners of the target do not know if they should sell, how to
find potential buyers, which buyers can afford to pay the most to acquire
them, what they could do to maximize their sale value, or how to go
about the sale process. After all, many sellers are involved in only one such
transaction in their career. They seldom know what their company is cur-
rently worth as a stand-alone business, what value drivers or risk drivers
most influence its value, or how much more, if any, it would be worth to
a strategic buyer. Typically none of their team of traditional advisors—their
controller, outside accountant, banker, or attorney—is an expert in busi-
ness valuation. Few of these professionals understand what drives business
value or the subtle distinction between the value of a company as a
stand-alone business versus what it could be worth in the hands of a
strategic buyer.

The seller could seek advice from an intermediary, most commonly an
investment banker or business broker. But these advisors typically are paid
a commission—if and only if they achieve a sale. Perhaps current owners
could achieve a higher return by improving the business to position it to
achieve a greater value before selling. This advice is seldom popular with
intermediaries because it postpones or eliminates their commission.

With sound advice so hard to find, sellers frequently postpone sale
considerations. Delay is often the easier emotional choice for many entrepre-
neurs who identify personally with their company. But with delay, oppor-
tunities are frequently lost. External factors, including economic, indus-
try, and competitive conditions that may dramatically affect value, can
change quickly. Consolidation trends, technological innovations, or regu-
latory and tax reforms also can expand or contract M&A opportunities and
value.

Procrastination also can hamper estate planning and tax strategies
because delays reduce options. And the bad consequences are particularly
acute when value is rapidly increasing.

Thus, buyers and sellers have very strong incentives to understand
value, manage what drives it, and track it to their mutual benefit.
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Stand-alone Fair Market Value

With a proper focus on maximizing shareholder value, buyers and sellers
begin by computing the target company’s stand-alone fair market value, the
worth of what the sellers currently own. This value reflects the company’s
size, access to capital, depth and breadth of products and services, quality
of management, market share and customer base, levels of liquidity and
financial leverage, and overall profitability and cash flow as a stand-alone
business.

With these characteristics in mind, “fair market value” is defined by
Revenue Ruling 59-60 of the Internal Revenue Service as “the price at which
the property would change hands between a willing buyer and a willing
seller when the former is not under compulsion to buy and the latter is not
under any compulsion to sell, both parties having reasonable knowledge of
the relevant facts.”

Fair market value includes these assumptions:

■ Buyers and sellers are hypothetical, typical of the market, and acting in
their own self-interest.

■ The hypothetical buyer is prudent but without synergistic benefit.
■ The business will continue as a going concern and not be liquidated.
■ The hypothetical sale will be for cash.
■ The parties are able as well as willing.
■ The hypothetical seller is not forced to sell (i.e., accept an offer that

represents a “distress sale”) and a buyer is not compelled to buy (i.e.,
necessary to earn a living).

■ The reference is to “price” rather than “proceeds.”
■ The parties operate at arm’s length, or independent of each other.
■ Both parties have reasonable knowledge of the relevant facts.
■ The seller must be willing to accept the price available under prevailing

economic, industry, and market conditions as of the effective date.

The buyer under fair market value is considered to be a “financial” and
not a “strategic” buyer. The buyer contributes only capital and management
of equivalent competence to that of the current management. This excludes
the buyer who, because of other business activities, brings some “value-
added” benefits to the company that will enhance the company being valued
and/or the buyer’s other business activities (e.g., being acquired by other
companies in the same or a similar industry). Also excluded is the buyer
who is already a shareholder, creditor, or related or controlled entity who
might be willing to acquire the interest at an artificially high or low price due
to considerations not typical of the motivation of the arm’s-length financial
buyer.
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The seller in the fair market value process is also hypothetical and pos-
sesses knowledge of the relevant facts, including the influences on value
exerted by the market, the company’s risk and value drivers, and the degree
of control and lack of marketability of that specific interest in the business.

While fair market value is impersonal in nature, “investment value”
reflects the value to a particular buyer based on that buyer’s circum-
stances and investment requirements. This value includes the synergies or
other advantages the strategic buyer anticipates will be created through the
acquisition.

Fair market value should represent the minimum price that a finan-
cially motivated seller would accept because the seller, as the owner of the
business, currently enjoys the benefits this value provides. The controlling
shareholder in a privately held company frequently possesses substantial
liquidity because he or she can harvest the cash flow the company gene-
rates or sell the company. The lack-of-control or minority shareholder gene-
rally possesses far less liquidity. As a result, the value of a lack-of-control
interest is usually substantially less than that interest’s proportionate owner-
ship in the value of the business on a control basis.

Prospective buyers who have computed stand-alone fair market value
should also recognize that this is the base value from which their negotiating
position should begin. The maximum value the buyer expects to create
from the deal is the excess of investment value over fair market value. So
any premium the buyer pays above fair market value reduces the buyer’s
potential gain because the seller receives this portion of the value created.

As discussed further in Chapter 6, sellers frequently are motivated by
nonfinancial considerations, such as their desire to pass ownership of the
company on to their children or long-term qualified employees, or, if they
work in the company, to retire or do something else. When these non-
financial considerations exist, it is particularly important for shareholders
to understand the financial effect of decisions made for personal reasons.
Opportunistic buyers can take advantage of sellers, particularly those who
are in adverse personal circumstances. Once again, this fact stresses the
need for a continual focus on value and implementation of a strategic plan-
ning process that routinely considers sale of the company as a viable option
to maximize shareholder value. This process accommodates shareholders’
nonfinancial goals and provides the time and structure to achieve them and
manage value as well.

Investment Value to Strategic Buyers

The investment value of a target is its value to a specific strategic buyer,
recognizing that buyer’s attributes and the synergies and other integrative
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EXHIBIT 1.1 Fair Market Value versus Investment Value

Investment Value – 2
Investment Value – 1

Acquisition Premium
Fair Market Value

benefits that can be achieved through the acquisition. Also known as strate-
gic value, the target’s investment value is probably different to each potential
buyer because of the different synergies that each can create through the
acquisition. For example, one buyer may have a distribution system, prod-
uct line, or sales territory in which the target would fit better than with any
other potential buyer. Generally this is the company to which the target is
worth the most. Well-informed buyers and sellers determine these strategic
advantages in advance and negotiate with this knowledge.

The difference between fair market value and investment value is
portrayed in Exhibit 1.1, which shows an investment value for two poten-
tial buyers. The increase in investment value over the company’s fair
market value is most commonly referred to as a control premium, but this
term is somewhat misleading. Although the typical buyer does acquire con-
trol of the target through the acquisition, the premium paid is generally
to achieve the synergies that the combination will create. Thus, this pre-
mium is more accurately referred to as an acquisition premium because the
primary force driving it is synergies, rather than control, which is only the
authority necessary to activate the synergy.

The obvious questions this discussion generates are:

■ Why should a buyer pay more than fair market value?
■ If the buyer must pay an acquisition premium to make the acquisition,

how much above fair market value should the buyer pay (i.e., how large
should the acquisition premium be, either as a dollar amount or as a
percentage of fair market value)?

The mean and median acquisition premiums for purchases of public
companies in the United States have been about 40% and 30%, respectively,
over the last 10 years. These figures are not presented as a guideline or
as a target. Premiums paid are based on competitive factors, consolidation
trends, economies of scale, and buyer and seller motivations—facts that
again emphasize the need to thoroughly understand value and industry
trends before negotiations begin. For example, a company with a fair
market value of $10 million has a much stronger bargaining position if
its maximum investment value is $20 million than if it is only $12 million.
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To negotiate the best possible price, however, the seller should attempt
to determine what its maximum investment value is, which potential
buyer may have the capacity to pay the most in an acquisition, and what
alternatives each buyer has, and then negotiate accordingly.

Generally speaking, buyers should begin their negotiations based on fair
market value. Before they enter the negotiation process, where emotional
factors and the desire to “do the deal” take over, buyers should establish
their walk-away price. This is the maximum amount above fair market value
that they are willing to pay to make the acquisition. Establishing the maxi-
mum price in advance encourages buyers to focus on value rather than on
“winning” the deal. Naturally, the farther the price moves above fair mar-
ket value toward that buyer’s investment value, the less attractive the deal
becomes. Value-oriented buyers recognize that acquisitions at a price close
to their investment value require them to fully achieve almost all forecasted
synergies—on time—to achieve the forecasted value. And the closer the
acquisition price gets to their investment value, the less value the acquisition
can create for the buyer’s shareholders and the smaller the buyer’s potential
margin of error. When a seller demands too high a price, the buyer’s better
option is often to decline that deal and look for one with a better potential
to create value.

This fact illustrates a fundamental but essential lesson in making any
investment: Identify the distinction between a good company and a good
investment. While a good company may possess many strengths, it will
prove to be a bad investment if the price paid for it is too high. Conversely,
a company with weaknesses may offer a good investment opportunity if the
price is adequately low relative to the forecasted returns, particularly to the
strategic buyer who possesses the strengths to compensate for the target’s
weaknesses.

“Win-Win” Benefits of Merger and Acquisition

To illustrate the “win-win” benefits of M&A to buyers and sellers, the next dis-
cussion summarizes the valuation of Cavendish Seafood Distributors, which
is presented in detail in Chapter 20. Many of the technical steps in this illus-
tration are explained only briefly. Each step is described in detail in the
chapters that follow. Various technical issues will be introduced in italicized
print with a reference to the chapter that explains how to handle these
matters.

Cavendish was founded about 20 years ago by Lou Bertin, who had
enjoyed a successful career as a restaurateur. Bertin, who had an MBA and
always wanted to run his own business but was tired of the demands of
running a restaurant, recognized a need for better distribution of seafood to
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restaurants in his home state. Armed with his entrepreneurial spirit, substan-
tial expertise in running restaurants, $1.7 million of his and two 10% minority
investors’ equity cash, and a well-conceived business plan, he founded
Cavendish.

As with most small companies, however, several major risks and con-
straints weighed heavily on Bertin. He is looking to retire or at least reduce
his hours. And although Cavendish is successful, Bertin has seen his per-
sonal wealth increasingly tied to the fate of the company at a time in his
life when he knows diversification is the much wiser investment strategy.
Should Bertin’s 80% equity interest in Cavendish be valued, or some other
investment? Would the valuation process or computation be different if he
owned a 100% interest and there were no minority shareholders, or if all of
the stock were owned by minority shareholders? (See Chapters 6 and 13.)

Sales for Cavendish’s latest year top $75 million, and earnings before
interest and taxes (EBIT) adjusted to reflect ongoing operations will be about
$7.5 million. Is EBIT the best measure of return for Cavendish? Would it be
more accurate to use revenue or net income before or after taxes or cash
flow? (See Chapter 7.) Cavendish is heavily leveraged. To move toward long-
term stability, significant additional capital spending is required. Does the
financial leverage affect value, and if so, how? (See Chapter 10.) Does the
anticipated capital spending affect value, and if so, how do we account for
it? (See Chapter 7.)

The company’s product line is narrow by industry standards, although it
has developed a loyal and rapidly growing base of restaurants and grocery
stores. Cavendish’s profit margins were significantly impacted by the spike
in fuel prices in 2008 followed by the drop in demand from restaurants due
to the recession that ensued. How can the valuation reflect these various
risk drivers and value drivers? What if the buyer can eliminate some of these
weaknesses? (See Chapters 3 and 9.) Bertin’s staff is comprised primarily of
family members and people like him who had burned out of working in
restaurants and were looking for a career switch to an industry with “nor-
mal” working hours. Bertin himself has lost the enthusiasm for the strategic
planning the company would need to continue its historical growth per-
formance. Should an adjustment be made if some of these individuals do
not materially contribute to the success of the company? Should an adjust-
ment be made if anyone is paid above- or below-market compensation? (See
Chapter 7.)

Bertin has been routinely approached by business brokers and con-
tacts within the food distribution industry about a sale of the company, and
he is especially concerned by the volatile economic conditions over the
past couple of years. In addition, one of Cavendish’s major competitors, a
company that is five times the size of Cavendish, is using its leverage to push
Cavendish out of some of the urban markets in Cavendish’s core territory.
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This more intense competition, coupled with the economic conditions, has
led Bertin to postpone planned price increases. Can these competitive issues
be identified by reviewing Cavendish’s financial statements? What additional
research, if any, is required? How are these competitive factors reflected in
the valuation? (See Chapters 3 and 9.)

Computation of Cavendish’s Stand-alone, Fair Market Value

As a small- to middle-market-size company, Cavendish carries many risks,
including limited capital, high financial leverage, a narrow product line,
and very limited management. When combined with the company’s loyal
customer base, rapid sales growth, high product quality, and average prof-
itability, these factors generate Cavendish’s weighted average cost of capital
rate of 18%, which reflects its risk profile and growth prospects.

Is a weighted average cost of capital the same as a discount rate? Is this the
same as a capitalization rate? (See Chapters 8 and 10.) When the company’s
normalized net income to invested capital of $4.8 million for this year is
divided by a 14% weighted average cost of capital (WACC) capitalization rate,
the fair market value on a stand-alone basis of the enterprise is determined
to be $35.7 million. Is this the value of equity? (See Chapter 7). Why is only
one year of earnings used to compute value? How does this reflect future year
growth? (See Chapter 8.)

Investment Value to Strategic Buyer

A larger public company that wants to quickly acquire a presence in
Cavendish’s market recognizes its strengths and weaknesses. Because the
larger buyer frequently can eliminate many of Cavendish’s limitations, it can
increase Cavendish’s sales growth and profits much more rapidly. Cavendish
is also much less risky as a segment of the large company that possesses a
broad array of market strengths. How are these changes in risk reflected in
the valuation? Who gets this value? (See Chapter 3.)

When owned by the strategic buyer, Cavendish’s stand-alone EBIT could
be increased over the next several years through more efficient operations
and access to a broader market and an extensive distribution system. In the
terminal period following the forecast, Cavendish’s growth should be similar
to that consistent with expectations for the food distribution industry. How
should the forecast and the years thereafter be used in computing value? (See
Chapter 8.)

After the deal is closed, the buyer will have to allocate the purchase
price for financial reporting purposes. Part of this process will involve
identifying and valuing Cavendish’s intangible assets. What financial report-
ing considerations will have to be made? (See Chapter 16.) What are the
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intangible assets owned by Cavendish, and how are they valued? (See Chap-
ters 16 and 17.)

While Cavendish has a WACC capitalization rate of 14%, Omni Distri-
butors, the buyer, a large, well-known public company, has a WACC dis-
count rate of about 12%. How are cap rates and discount rates different,
and when should each be used? (See Chapters 8 through 10.) Because
Cavendish operates in a new market for this buyer, has limited management
and increasing competition, the buyer adjusted its discount rate for the added
risk of Cavendish. Should the buyer use its own discount rate to compute the
investment value of Cavendish? If not, how should it be adjusted? How should
this rate be affected by Cavendish’s high financial leverage? (See Chapter 10.)
The multiple-period discounting of Cavendish’s forecasted net cash flow to
invested capital adjusted for synergies determined that Cavendish’s invested
capital is worth $51.7 million to one strategic buyer. What is net cash flow
to invested capital, how is it computed, and how many years should be dis-
cretely forecasted? (See Chapter 7.) How does this discounting process reflect
the potential adjustments to the return and the rate of return for the risk
drivers and value drivers that have been considered? (See Chapters 8 and
9.) The $15 million excess of the $51.7 million investment value of invested
capital over Cavendish’s $35.4 million fair market value means this buyer
could pay up to $15.3 million over stand-alone fair market value to acquire
Cavendish. What should be the minimum value considered by both the buyer
and the seller to start the negotiations? How much above $35.4 million should
this buyer be willing to pay to acquire Cavendish? Should this decision be
influenced by competitors also bidding to acquire Cavendish? If the buyer
ultimately pays $51.7 million to acquire Cavendish, is the buyer better off?
How? (See Chapters 1, 4, and 5.)

Cavendish’s balance sheet shows assets of almost $44 million and equity
of $15 million. How do these affect its value? (See Chapters 12 and 13.) Public
companies in Cavendish’s industry are selling at EBIT multiples ranging from
3 to 18, with a mean of 8. Should these be considered, and how? Do the
EBIT multiples generate equity value? (See Chapter 11.) Another public food
distributor recently sold for a 72% premium over its market value. Should
this transaction be considered in determining value? (See Chapter 11.)

Since Cavendish is not a public company, should there be a discount
for lack of marketability? Since Cavendish has minority owners, is a control
premium or discount for lack of control needed? (See Chapter 13.)

Can a buyer employ strategies to reduce risk in an acquisition? (See
Chapters 4 and 17.) How can buyers most effectively evaluate synergies? (See
Chapter 5).

Can sellers employ a strategy to build value? Can they effectively plan in
advance for a sale? (See Chapters 2 and 4.)
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Buyers and sellers clearly have opportunities to gain through mergers
and acquisitions. In order to create value, however, they must be able to
measure and manage it. This process begins with the ability to identify and
quantify those factors that create value. Most often, this must be done in a
privately held company or a division of a public corporation where stock
prices do not exist. The chapters to come explain how to build operating
value in a private company and how to create, measure, and manage value
in mergers and acquisitions.
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