Acquisition of Small to Medium Sized Companies

Contents

Link to finance for non-financial managers manual
Background

Theoretical framework – all acquisitions
Purpose
Why acquire?
Eight red flags
Confirmation
Overconfidence
Underestimation of cultural differences
Improper planning
Conflict of interest
Winner’s curse
Anchoring
Sunk costs
Stages of an acquisition
Due diligence
Human resources due diligence
Data sources
Human resources due diligence: engagement
Valuation models
Assets and capabilities
Cultural integration
Staff retention
Hostile acquisitions
Some specific applications of these points
If you need my Home page or site map and the coin’s flip side coin – divestment strategy.

Background

I have been involved in a number of post acquisition integration projects of small businesses. The largest of these projects involved the acquisition of Marconi Optical Components by Bookham Technology plc.

Invariably, the reason for recruiting me to these roles is that companies had made the acquisition and then, for some reason, were unable to successfully integrate that business into their structure. I was seen as having the management and financial skills to promote this integration.

Usually, the problem was down to management – either there was not the time and resource to commit or there was a breakdown in communication between the new owners and the acquired business. I put it down to a lack of capability of the acquiring business to make an acquisition and to integrate it; for example, it could be down to a basic issue of not understanding the business of the acquired business or the more complex reason of failing to understand the impact that culture has on both the acquired business and the acquiring business.
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Purpose

I intend to examine some of the issues that I have faced in implementing integration strategies and how these could be avoided during the pre-acquisition stage. If the acquiring company is keen on an acquisition strategy and it does not have the capability to carry out such a strategy, then to employ an interim to identify, pre-qualify, acquire and integrate that business would be a solution. This would enable the acquiring business to focus on what it does best – satisfy its customers.
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Why acquire?

This is an important question to ask at the outset. Is it due to sound commercial sense or is there a corporate ego at work?

“Growth through acquisition has been a critical success factor of many companies operating in the new economy…. The plain fact is that acquiring is so much faster than building. And speed to market, speed to positioning, speed to becoming a viable company is absolutely essential in the new economy.”

What reason does your organisation have?

The motivation to acquire is a key consideration in the integration process, particularly for the all-important decision to make about the structure and culture of the future organisation.

	Text book reasons
	Other reasons

	
	

	Economies of sale
	Search for size / critical mass

	Consolidation
	Saving face

	Globalisation
	External short-term pressure

	Vertical integration
	Boredom

	Diversification or de-risk
	Attention seeking

	Access to people, technology, processes
	Copy cat

	
	Personal ego


Eight red flags

Many companies consider their acquisitions to be less than successful. A combination of the following (though not just one in isolation) may be the cause at the acquisition stage:

· Only the CEO believes in the transaction

· The analysis of synergies simply focuses on enhancing revenue, particularly without an investment plan, rather than cost savings

· Preliminary human due diligence is carried out in a perfunctory manner

· The acquirer has done only a few deals and has not taken external professional advise

· The limit price changes during the bidding process

· The target has numerous bidding suitors

· At some stage during the acquisition process, someone worries about the time, money and reputation already committed to the transaction

· The transaction must be one to complete no matter what the consequences

Back to why acquire?
The “other” reasons can be characterised through cognitive processes during that period of time prior to completion of the transaction:

· Confirmation
· Overconfidence
· Underestimation of cultural differences
· Improper planning
· Conflict of interest
· Winner’s curse
· Anchoring
· Sunk costs
Back to why acquire?
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Confirmation
Occurs in the preliminary due diligence phase. The transaction process usually starts with a letter of intent that includes a price designed to entreat; often based on market multiples, it will have been decided on without any proper due diligence or estimate of synergy benefits. Subsequent due diligence may indicate a lower price, but the confirmation bias will still be used to justify the original price in terms of a convenient logic.

To counter this, the acquirer should seek disconfirming evidence.  Pitfalls identified in the due diligence process should be placed into a strategic context, particularly with regards the external environment (PESTEL) in which the target operates. This can be achieved using two groups in the acquisition team – one to identify the target and to initiate the negotiation and the other to work alongside but be responsible for the integration.
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Overconfidence

Occurs in the preliminary due diligence phase. Revenue synergies are far harder to achieve than cost synergies, so any reliance on the former has to be viewed with scepticism (see “Red Flag” 2, above). The investment plan supporting the revenue synergies should be placed in the context of the entire competitive environment. Where the acquirer is a serial acquirer, past experience can be drawn upon; however for a one-off, reference-class forecasting should be used – the examining of similar deals by other acquirers. Synergies are usually calculated bottom-up, so apply a top-down sanity check.
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Underestimating cultural differences

Occurs in the preliminary due diligence phase. Cultural differences are not necessarily conflicts, but they still result in under performance where each of the acquirer and the target’s managers over estimate the likely performance of the combined firm and they attribute this to the members of the other firm.

Cultural differences can be overcome by using human resource due diligence (see below). Network analysis maps describe the connections between people, and these can provide insights to the similarities between different organisational cultures and to identify the key staff to retain.
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Improper planning

Occurs in the preliminary due diligence phase. People’s inability to properly forecast the amount of time, money, people and resource to complete a project is well known, and the same is the case with the acquisition of an organisation. In addition to reference class planning, Six Sigma can be used successfully as it is designed around the learning and sharing of best practice around peer groups, codification and continuous improvement.

Back to why acquire?
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Conflict of interest

Occurs in the preliminary due diligence phase. Where an acquirer uses an outside advisor, this can arise where the advisor is not building a relationship with the acquirer for the long term and fails to apply humility to the advice. This marks a difference between acquisitions by corporate organisations and venture capitalists as the latter have an approval process with the investment committee as a weekly rather than the episodical rhythm. Consequently, corporate boards are less skilled and more conservative (so likely to kill a transaction).

The aversion of corporate boards can take either of two forms:

· Loss aversion: the fear of loss is more acute than desiring equivalent gains. Once again, this is overcome by putting the transaction into the perspective of an overall portfolio of strategic choices, so mitigating the loss associated with a single poor outcome.
· Comparative ignorance: something that is known is regarded as less risky than something that is unknown even though the risk profile is the same. This is overcome by comparing the returns from acquisitions that the acquirer makes compared to the reference class.
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Winner’s curse

Occurs in the bidding phase. Where there are multiple bidders, a bidding war may evolve, and the successful party may pay more than the target’s true value: the winner’s curse. This is particularly dangerous when in conjunction with confirmation and overconfidence, however this does not mean that the winner will not ultimately earn value from the transaction.

To avoid this, the acquirer needs to know when to withdraw (there must be a limit to the price to pay). To tie in the motives of the managers concerned, the acquirer can use compensation levers or for a dedicated M&A team to identify alternatives (a deal pipeline) and to set a price limit for each deal. The price limit may change over time, in which case the bid team need to be aware of this as the bid proceeds.

Back to why acquire?
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Anchoring

Occurs in the final phase. This is similar to the confirmation bias in that there is an under-reaction to surprising news. The initial price is stuck to no matter what, or adjustments are miniscule, even though that number is meaningless. The number in the letter of intent should be bargained down; if not, the deal should be stepped away.

Back to why acquire?
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Sunk costs

Occurs in the final phase. When people sink time, money, effort and reputation into a transaction, it is difficult to give in, even if the costs are unrecoverable – the target is pursued even when it shouldn’t. To avoid this, the acquirer should bring in a fresh set of dispassionate (they don’t know the price!) eyes to examine the transaction based on the findings from the due diligence process. Again, if the transaction is to be pulled, there should be a back-up provided by a dedicated M&A team.

Back to why acquire?
Back to contents
Stages of an acquisition

There are key two stages before and after the acquisition transaction itself, and to complete a “cycle” of the acquisition, the courtship stage continues after the integration through the need to maintain good relationships with the staff and management of the newly acquired business go forward. More on this later.




The boxes “before the transaction” can be detailed as follows:

	Choosing a partner
	Type of target
	Target characteristics
	Make the decision

	
	
	
	

	Develop the case for M&A
	Small innovative start-ups
	Professional excellence
	The objective of the decision

	Select target, start romance
	Specialists - product, process of people
	Financial performance
	Financial & operational implications

	Review business activities prior to due diligence
	Competitors
	Aggressiveness
	Assumptions & debt requirements

	Explore potential synergies
	Cheap opportunities
	Client base
	Relevant assets to include

	Decide on parameters for negotiation
	Divestments
	Client retention
	Equity composition

	Decide on depth of attraction
	Competitors' targets
	Quality of employees
	Transactions details

	Never ask too few questions!
	
	Management capabilities
	

	
	
	Creative discipline
	


Note that the acquisition team in the company could be the equal and opposite of the divestment team with a potential seller, as noted in divestment strategy.

The final conclusion of the acquisition team is that the teal will have:

· Developed a forceful and attractive strategic vision

· Identified synergistic opportunities

· Developed a rapport

· Performed a preliminary analysis of the fit

· Explored personnel and organisational issues that may derail the negotiations

Back to contents
Due diligence

The components of this process are:

· Financial

· Commercial

· Human resources

· Managerial and organisational (including IT)

· Technological

Within the HR due diligence must be included a recognition of the fact that it is people that derail business integrations and that the integration and inclusion of the people assets are vital in all aspects of the acquisition process.

This is achieved by the objective assessment of the following:-

· Leadership – why should anyone want to follow you?

· Followership – why would anyone want you in their team?

· Collaboration – how well do you collaborate with other parts of your organisation and with external parties?

Back to contents
Human Resource Due Diligence: types of people

The key question of “why acquire” leads to two further questions:

· Who is the cultural acquirer? Invariably this is the financial acquirer, but it may not be. If the reason for the acquisition is the transformation of the acquirer’s business, the target’s culture may predominate, in which case the future organisation may be structured differently. Its possible that the acquirer’s culture may dominate for certain parts of the acquisition but not others, particularly if there are different industries involved or different geographical aspects.

· What kind of organisational structure is required? Structure is concerned with the approach to the business unit depolyment matrix (product-centric or geography-centric), reporting structures, decision-making processes and management preferences.

There are 4 essential steps to take in this process when considering the stock of human resource in the target organisation:

Leadership

How to get the job done, but through and with others, based on personal respect. This is the optimisation of results from people in the most effective way by continually asking 3 important questions:

· Why am I here?

· What does this mean for me?

· How am I doing?

Technical

This is about what job an individual does and the degree of functional expertise. It is the basic resource for all formal education and training and it defines and values people by their technical competency and how this leads to promotion. However, there is a danger for people to cling on to their expertise and do not delegate since they do not trust others to do the job as well as they.

Followership

How to get the job done for someone else, again through personal respect.  Most people spend as much of their time in followership roles as they do in leadership roles, followers contribute 90% to the success of organisational outcomes and followership dominates our lives and our organisation, but not our thinking. This is because there is a pre-occupation with hero-leadership that keeps us from considering the nature and importance of the follower.

Effective followers and effective leaders are often the same people, but they play different roles at different times of the day.

Administration

This is about organisational position and how the job gets done. It is the co-ordination of resources, systems, timesheets and budgets etc to maximise performance and make the numbers.

With followership being such an important theme in HR due diligence, it should be considered against the backdrop of the different types of followers that are found in organisations:




Independent critical thinking





Passive




Active





Dependant uncritical thinking

Characteristics of “sheep”

· Will do anything that you tell them, even to the extent that they run personal risks for the sake of the organisation

· Can perform the tasks that they are given and no more and are identified by believing that they have a “job-for-life”

· Lack initiation, ambition, a sense of responsibility and a questioning mind

· Weak bosses can control them but good bosses replace them with value-added performers

· They’re the ones that are surprised when they are replaced

Characteristics of “yes-people”

· Only slightly less unenterprising as “sheep”

· Have slightly more initiative and ambition, but still rely on the “hero-leader” to provide purpose, clarity and direction

· Can be very deferential and servile

· Bosses who are weak in judgement and self-confidence like them to the extent that they will form alliances with “yes-people” that over time paralyses the organisation

· They tell leaders what they want to hear, not what they need to know

Characteristics of “survivors”

· Adequate performance who, over time, surrender independence in favour of political expediency: “play the game, don’t rock the boat, keep your head down and your nose clean”

· Tend to be system bureaucrats that carry out directives to the letter even though they might have valuable ideas for improving things

· Constantly monitor the direction of the political wind – “better safe than sorry”

· Key objective: don’t lead change but survive it at all costs

· Risk averse: ask for permission, not forgiveness

Characteristics of “alienated followers”
· Somehow, sometime, someone or something turned them off – very often as a direct result of the acquisition!

· Often very bright but also negative and cynical – good at highlighting problems but never the solutions: “you’re the manager, that’s your job!”

· Energy channelled into blaming the leadership or just generally moaning and groaning about the organisation

· Behaviour often conforms with Attribution Theory: (1) environment, (2) systems, (3) others then (4) self.

· Uses losers language “the trouble with this place…”, “its alright for them/you”, what’s the point, nobody ever listens”, “not more management nonsense!”

· Usually deeply insecure about their own capabilities and often lack the courage or the confidence to ask for help, to lead or to leave

It is very likely that it is the acquisition process itself that creates this group. Alternatively, it may be a failure in the change management process that is necessary on a change in ownership, and as described above, this is something that starts well before the actual acquisition transaction.

Characteristics of “effective followers”
· Positive, energetic and enthusiastic, showing initiative, point out problems and provide solutions. They avoid Corrosive Corridor Conversations.

· Ask for forgiveness, not permission. They welcome performance measurement and accountability. Good communicators and networkers. They are always asking the 3 key questions

· Trustworthy, reliable and deliver on promises. Courageous, ambitious, honest, self-aware and confident. They ask for help.

· Committed to something outside of themselves – delivering excellence, making a difference, customer service etc

· Have a partnership focus by seeing colleagues as allies and leadership figures as colleagues and equals, not as figures for authority

· Want to lead and seek out coaches to help them develop their leadership capabilities. Not afraid to leave if they don’t get this.

Back to contents
Data sources

The data sources include organisation charts (both formal and informal, of people and committees), head counts, job descriptions, long-term incentive plans and commission schemes, promotion paths and general internal control policies and procedures. This creates a profile of the basic organisation:

· The reporting lines

· How decisions are made and implemented

· It describes the various official mechanisms for controlling the quality of decision making (board reviews, steering committees, and the like).

This data-based exercise should be supplemented by an assessment of how things are done in practice, not just according to the company manual, and the strengths and weaknesses identified. Some functions may be weak in one area and strong in another, compared with other functions in the organisation. The output is likely to consist of process flowcharts and narrative notes arising from interviews with managers to map the decision-making process. Usually, this is done only after the intention to effect the transaction has been made public.
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Human Resource Due Diligence: engagement

The trick for successfully acquiring a private company is to manage and engage the intellect, emotion and imagination of its people. This can be pulled of by the following four steps:

· Co-ordination – keep employees informed

· Co-operation – encourage intellectual engagement

· Collaboration – encourage emotional engagement

· Commitment – encourage ownership

Specific methods include building the acquisition strategy around the principal of employee engagement, tightly linking it to the overall strategic vision and objectives, to encourage dialogue and to use it as a source of personal and collective learning.

A key aspect in any business combination or acquisition is organisation culture. This subject is explored in detail in the cultural template.
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Valuation models
Valuing a private business is not an easy process as there are few valuation benchmarks against which a proposal can be measured. For example, there are specialists providers, such as Zephyr BvDEP and Mergermarket that track historic deals and which can be used as a benchmark, but subscription to these services is not cheap.

What is valued?

There are four main elements in the valuation of a business:

· Quality of the business – is it a poor house in a good street

· Quality of the profits

· Transferability

· Risk

All of these things must be considered when approaching this task.

Another way of looking at this is to consider the intrinsic assets of the business. These are not necessarily held on a balance sheet, so a good understanding of the strategic positioning of the business is essential:

· Tangible assets, fixed and current

· Professional excellence

· Financial performance (and this probably means cashflow)

· Client base

· Client retention

· Quality of employees (and age profile may form part of this)

· Management capabilities

· Creative discipline

Valuation methods
There are four main methods – net asset value, price earnings, discounted cashflow and the use of a sector multiple. This table summarises the main principles involved:

	Method
	Basis
	Advantages
	Disadvantages
	Application

	 
	
	
	
	 

	Net asset value
	Value of net assets on balance sheet
	Assets are certain
	BS is only a snapshot
	Financial distress

	
	
	Little information requirements
	Cost is not necessarily the same as value
	M&A sitations (base-level value)

	
	
	Income flows are subjective
	Intangibles are ignored
	DCF is difficult - property, investment trusts & resource-based companies

	 
	
	
	
	 

	DCF valuations
	Value of PV of future cashflow discounted at rate reflecting inherent risk in cashflows
	Less exposed to market mood
	Complex inputs & information requirements
	Positive cashflows with reliable future estimates

	
	
	Less susceptible to accounting manipulation
	"Black box" theory
	Risk proxy exists

	
	
	"Good investors buy businesses"
	"Model manipulation"
	Investors with long term horizons can move price to value

	
	
	Forces an analysis of fundamentals
	No guarantee that anything will emerge as under/over valued
	 

	 
	
	
	
	 

	Multiple valuations
	Value = how the market prices comparable assets
	Reflects market moods
	No link to intrinsic value
	Visible markets with common variables to standardise price

	
	
	Tailored to portfolio managers' needs
	Simplistic assumptions about fundamental variables
	Investors with short time horizons, judged relatively, who can take corrective action

	
	
	Manageable information requirements
	Susceptible to accounting manipulations
	 

	
	
	"Self-fulfilling prophecy"
	Assumes market is "correct" in the aggregate
	 


In basing a value on the net profit and a multiple, there are a number of ways of calculating profitability indicators. In chronological order, these are historic, trailing, leading or forward, adjusted and normalised and can be compared with each other based on the degree to which they are maintainable and the degree to which they have a future focus.

Another valuation method is to take the market value of equity divided by sales:

	Advantages
	Disadvantages

	
	

	Meaningful even in distressed firms
	Internally inconsistent - not a "like-for-like" calculation

	Not easily distortable
	High sales growth is not the same as high profitability growth

	Not as volatile as other multiples
	Ignores cost structure differences

	
	Susceptible to changes in revenue recognition 


Adjusting the multiple
Once the basic calculation is completed, there are a number of adjustments that may be made to the valuation, depending on the particular circumstances of the business, its strategic position and direction and the structure within it. Examples include:

	Adjusting the multiple
	Profits sustainability

	
	

	Business sector
	Directors' compensation - high or low?

	
	Staff compensation - high or low?

	Quality of information
	Premises and associated hidden costs

	Quality of profit
	Related party transactions

	Size
	Pensions

	Owners involvement
	Depreciation

	Staff
	Legal costs

	Age of the business and its position in the business cycle
	Repairs and renewals - age profile of assets


Summary

· Subjective with an objective tinge

· Be certain as to what is being valued

· The importance of transferability has to be stressed

· Realism

· Manage expectations

There is a major element in determining the price outside of these models. In the paper “divestment strategy”, these are explored further. Essentially, there must be a win-win situation between the seller and the buyer where the value of the business is shared between the two parties. In addition, the two parties need to ensure that there is adequate compensation for staff to ensure that the objectives of the ownership transfer are met.
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Assets and capabilities

The human due diligence team should take stock of the target’s assets and capabilities at the point of acquistion and the business units, departments and functions in which those capabilities reside. This review of the roles, goals, and job descriptions assesses how well targets have been delivered, the quality of outputs (if possible benchmarked against outside comparosons or the acquirer). This is done in association with the financial due diligence with a review of management accounts, commission and incentive scheme calculations and other performance measurements, including measures of reputation amongst the target’s customers.
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Cultural integration

To facilitate the cultural transition, it is critical to understand the similarities and differences between two cultures and so ti understand the extent of the transition that’s needed.

In determining the objective culture of the combined organisation, the integration team should consult with as wide a church of stakeholders as possible, and to explain the mission and values to that church, as well as the intended culture and structure (as explained above). Customers can shed light on how the target addresses its market and responds to change whilst competitors and suppliers can inform on how the target is perceived in its industry. Once the transaction is publically announced, the due diligence process can progress quickly as the companies can work together on the integration.

This is achieved by the two target and the acquirer working together since all of the physical signs of culture, and what they stand for, can be observed directly. Much of this can come from another important stakeholder group – employees.

Once employee culture surveys are complete, the managers from both companies should examine the data together. This process can be used as a catalyst for agreeing the details on the operation of the combined organisation and as the motivation for defining the values of the new culture, for translating values into specific behavioural expectations, and to understand how each side works and what norms are assumed. The leadership team becomes models for the new culture.

Back to contents
Whom Do We Want to Retain?

This question has to be asked where the financial acquirer is also the cultural acquirer, since the acquirer is likely to want to appoint its own people in the top jobs. However, the talented members of the target’s team may upgrade the effectiveness of the acquirer and also send a powerful message to those in the target about how they can be treated in the merger. This can be achieved only by getting to know the management team of the target company well. 

To determine which target team members should be retained, the process should follow a normal recruitment interview process. This process is enhanced and made easier since the target’s team can be assessed by working closely with them, so that the acquirer’s team can get to know them personally. This “getting to know you process” increases in importance as the perceived gap between cultures is widen, particularly if the acquisition is a cross-border acquisition.

A similar process of working with key staff lower down in the organisation of the target should be undertaken, alongside the stakeholder review process, whether these are engineers, sales people or R&D technicians.

As in all HR strategies, staff retention follows staff recruitment. Some may want to go immediately, or may be required to go immediately, others may be needed for a short period whilst others may be required in the long term. The best policy for the acquirer is to state what’s required, often in return for both financial and non-financial incentives. An essential part of this equation will be what people think of the transaction and the approach of the acquirer – fear and greed.
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Hostile acquisitions

The rhetoric of the target:

· Out-and-out resistance

· Decrying the poor fit

· Questioning the motives and track record

The rhetoric of the acquirer:

· Performance of the target’s management team, usually in the worst possible light.

This may alienate the target’s management team and staff and could lead to resistance in integration post-acquisition. The tools for use in an agreed acquisition are less easy to use here, particularly with this rhetoric. The human due diligence process will be restricted, although the views of customers, suppliers and former staff will be available.

On completion, the acquirer needs to get to know, and build alliances with, the top two layers of management to create an acceptance of the new regime. Employee surveys area necessary tool in progressing the human due diligence in these conditions.

Some specific applications of these points

Securicor Telecom and Interconnect

Bookham Technology and Marconi Optical Components

Digipos Group and Real Time Controls

Torex Retail plc
Securicor Telecom and Interconnect

The reasons for the acquisition.

Although these businesses were basically resellers of PABX systems, there were a number of structural differences that needed to be taken into account when combining them:

· Interconnect was a designer so had an R&D facility which ST did not

· Interconnect sub-manufactured its products whereas ST was a distributor of other manufacturers products

· ST maintained its products in the field whereas Interconnect sub-contracted this activity to third party maintainers

· Securicor bought Interconnect because it enable it to have an independent source of product supply that was at the forefront of combining telecoms with computer networks

Culture

In addition, there were a number of cultural differences to consider:

· Interconnect was owned by venture capitalists and had gone through bad times, so cash was treated as a premium commodity. ST had always been part of cash-rich organisations (it was started by Ferranti)

· Interconnect had more advanced management reporting systems whereas ST simply did what was required to keep Group happy

· Interconnect had a very creative, dynamic climate whereas ST was less so

· The two companies were in very different geographical locations – one in a village outside of Oxford, the other in the industrial heartland of north Manchester

Organisation

Finally, the management of the integration was different - the managing and finance directors of Interconnect replaced their opposite numbers at ST. This structural arrangement had a knock-on effect on the culture: although the financial acquirer was Securicor, the cultural and organisational acquirer was Interconnect.

Commercial

Even though the two companies were essentially in the same industry, they operated in largely separate segments. There was a certain amount of customer cross-over, but it was limited. Despite this, negotiations had to be held with the customers since they were on different terms of payment and trade discount and these needed to be identified and brought into line.

Overall impact

Once the differences between commercial and employment contracts had been ironed out, the serious business of combination could begin. The important barrier to overcome lay in finance and admin because this is where the main cultural differences lay and these staff members were most open to the reverse acquisition nature of the cultural and organisational aspects of the integration. I was responsible for overcoming these barriers.

Technological

This consideration takes the form of a conclusion to the transaction. The Securicor managers responsible for the transaction did not consider the detail of the proposal very well in technological terms. Although it was possible that the product that Interconnect was developing could be marketable, it still needed significant sums to be spent in R&D terms. Securicor chose to ignore this. The result that the funds to continue to develop the product were not forthcoming and it did not succeed in the market. Another product was taken on from another manufacturer (Samsung) and ultimately Samsung bought the business.

This conclusion demonstrates that Securicor’s management did not have the appetite for seeing through the original reasons for making the acquisition and to that extent, the acquisition has to be said to have failed.

Back to the start of this paragraph

Bookham Technology and Marconi Optical Components

The reasons for the acquisition.

Bookham’s directors had foreseen that a battle for gaining acceptance of their technology in their industry was being lost to an alternative. One of the main proponents of the alternative was Marconi plc (formerly GEC), which was under strategic pressure. Bookham acquired the subsidiary that developed the competing technology as a replacement for its own technology.

Bookham had not made any acquisitions before.

During the integration process, I identified a number of errors and corrected them before there was a significant financial impact on the business.

Cultural

This was the most significant failing and the main reason for bringing me into the process (about 2 months after the transaction date):

· Marconi employed 16 finance staff at the business and on the agreement of sale with Bookham had made them redundant without reference to Bookham’s ongoing needs for financial support to the unit

· Marconi’s redundancy package was very generous and was taken up by all 16. They were not to be persuaded to stay despite subsequent efforts of the Bookham senior management team

· During the first two months of the integration process, there were a number of failings in handling the relationship with this team, so much so that communication and trust had completely broke down

· There were essential differences between the two organisations. Bookham was just 3 years old and had been in the FTSE on the back of the dot.com boom, although by this time, its share price had come down dramatically. The Marconi business was 60 years old, with some members of staff having seen 30 years service.

There were two positive aspects of the acquisition that I’m sure benefited Bookham but perhaps only for a short time between this acquisition in February 2002 and the next one, part of Nortel Networks, in November 2002. First Marconi had implemented a change management strategy called Six Sigma and which Bookham adopted and second, a manufacturing control application called PROMIS was also adopted by Bookham and was integrated with SAP when this came to be implemented in the Summer of 2002.

Organisational

Despite the acquisition being two months old, Bookham had relied on Marconi’s accounting systems as well as its finance staff. It was not until I started that it was requested that Bookham’s systems (Impact Award) be used. In any case, this was only a temporary measure as Bookham had conceived plans to replace Impact with SAP during Summer 2002.

When it came to implementing SAP, little consideration was afforded to Marconi. The fact that Bookham had made this acquisition did not feature in the implementation plans and even when the team started to consider the implications of the Marconi business, there was no clear understanding of the massive implications that it held.

The senior managers of the Marconi business were still trying to make a positive impression on Bookham’s management team and they were not keen on rocking the boat by highlighting this bad news. In my capacity as an interim, I was used as the conduit for this. The result was that it put back the implementation date of SAP by 2 months, although the IT implementation team only came out of denial of its problem a couple of weeks before go-live.

Commercial and structure

There were two due diligence failures:

· The Marconi business was a chip manufacturer. It used this capability in two markets – telecoms (which interested Bookham) and aerospace (a market that Bookham had not entered). Either Bookham made a mistake or it was ignorant of the business, but they were unaware of the aerospace customers. When they became aware and realised it was a business that they did not know or understand, they gave notice to terminate the contracts with those customers. Once the mistake was realised, the contracts had to be re-negotiated, under less favourable terms and in circumstances where the customers had lost faith and trust in Bookham as a supplier.

· Marconi had a vibrant R&D activity that was engaged in original research (Bookham’s R&D was a development activity) and this qualified the business to apply for EU grants. Unfortunately, the consequences of not satisfying the conditions of these grants is very dire and since it was not an activity that Bookham was interested in, it was not keen to exercise the management control over the exercise of this activity that it should have. In addition, Marconi had received grant money up-front and now Bookham was paying for that research; this mismatch of funding, although only £0.5m, was not reflected in the transaction. Negotiations were entered into with Marconi on this point and it refunded the advance grant payment to Bookham

In the recovery of both of these positions, I was instrumental in providing commercial and financial support to the managers responsible for that recovery.

Back to the start of this paragraph

Digipos Group and RTC

The reasons for the acquisition.
Digipos bought a maintenance business, Real Time Controls Ltd, however all it was doing was buying a customer base. The mistake made was a structural one.

Structure

The DigiPos Group manufactures and sells point of sale equipment for retailers. Through its subsidiary Vista Retail, this equipment is maintained on a “break and fix” basis.

Originally, the RTC business was part of Real Time Controls plc, however this company was taken over and it was that new owner that was selling the maintenance business. Unfortunately, the sales business on which a maintenance business relies was left behind, so structurally, in order to ensure that its new business could survive, DigiPos needed to establish a sales stream to feed it.

DigiPos failed to do this. What it tried to do was to employ a sales person to win business for maintenance contract renewals, rather than for sale of equipment, but since maintenance contracts are taken out on a 3-year basis, it was difficult to persuade customers to break with their existing maintenance supplier. This tactic was also too late in the day – 6 months after the acquisition.

The result was that, 10 months after the acquisition transaction, the business was closed and the contracts taken on by Vista Retail.

Back to the start of this paragraph

Torex Retail plc
Reasons for the acquisition

The CEO indicated to me that he wanted to create a strong position in the market (monopolistic?) and this was to be achieved by acquiring competitors. The due diligence processes suggested above would preclude hostile takeovers, and this leads to the possibility that to make acquisitions less “hostile” there could be a scenario that there would be upwards pressure on the acquisition premium. In addition the CEO had a particularly strong character and it could be argued that part of this acquisition trail may have had something to do with his personal thrill of the case / ambition / kudos etc. These reasons do fit into the “other reasons” category, rather than the text book reasons shown in the table above.

Structure

Although I was not an insider, my perspective was that of the strong personality of the CEO appeared to create a semi-circle of senior managers who simply reflected his ideas back at him. There appeared to be little or no push-back on ideas that would highlight defective strategy.

The business was very slow to integrate its acquisitions. The management of one particular example regarded itself as a separate legal entity to the rest of the group and this presented management problems for the senior management team and integration difficulties when carrying out this activity.

Another indication that the structure was not considered properly concerned the database on which customer information was held. The essence of this business was collecting up-front cash for maintenance contracts; the details of the maintenance contracts (who had what kit and software and how much) was maintained on a database and this was turned off immediately post-acquisition and the staff managing it were made redundant. This made it almost impossible to generate accurate invoices for maintenance contract renewals as the means for recording changes to customers’ estates had been removed.

Financial

The case of one of the larger acquisition showed evidence that the financial due diligence was not all that it should have been. This concerned difficulties that were had in collecting receivables from that company’s book debt and suggests that the previous owners did not employ proper sales order management of their sales and resulted in:

· Forwarding invoicing of customers

· Overcharging customers on an invoice compared to a customer purchase order

· Extended terms to customers without authorisation

· Failure to deliver all or part of orders

· Incorrect billing addresses caused collection problems

· Quality failures

The estimate of the credit controller on this ledger suggest that approximately half of the £11m on the ledger was collectible under less than acceptable credit terms or not collectible at all. This was evidence that the financial due diligence on this business was either poorly carried out or not done at all.

Back to the start of this paragraph

J Sainsbury plc

This was not strictly and acquisition but the reversal of an outsourcing agreement that Sainsburys had undertaken with Accenture for its IT function. After several years’ operation of the outsourcing, it was agreed between the two that the contract was not serving the purposes of either organisation and it was to be cancelled.

There were two major implications for this:

Human resources

On re-integration, there were about 550 staff brought over from Accenture to Sainsburys. Some of these were originally Sainsbury’s staff from before the outsourcing, some were Accenture staff from before the outsourcing and some were additions to staff whilst Accenture managed the contract. They were being brought back into Sainsburys and the terms of their employment would have to be agreed. This was not a direct responsibility for me and it was something that was sorted out prior to my arrival, but the terms left some rancour amongst some of my team.

IT

There is a strong argument for a separate IT due diligence process on acquisition. This is because of the significant strategic resource that is represented by IT, specifically in sectors with a high spend on IT such as Retail, Financial Services and the Public Sector.

A review of the initial requirements for IT was carried out at an early stage of the re-integration, so the problems that this represented were spotted at an early stage. The main aspect centred around the time recording application software which was specifically written by Accenture for themselves. It was agreed to licence this from Accenture and amend some of its features for Sainsburys use.

After the initial integration, one of my jobs was to review all systems that Sainsburys were using in recording transactions of its IT activities. In particular, there were further improvements to be made to the time recording application but there were also issues around asset management of IT equipment and software and also inventory control over point-of-sale equipment for installing at their stores.

Sainsbury’s accepted all of the recommendations that I made in this context and are implementing all of them with the exception of the inventory controls.

Back to the start of this paragraph
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