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Background
The paper “Acquisitions of SME’s” is a practical discussion of the process for acquiring SME’s, however it’s a very well publicised fact that many acquisitions do not succeed (70% - 90% depending on the study). This paper considers a theoretical framework and how an acquiring business can offer a fair price for the target and then how to integrate it.
The reasons for acquisitions falling short of expectations:

· Executives fail to match candidates to the strategic purpose of the deal

· Executives fail to distinguish between those deals that could improve current performance and those that could dramatically transform growth prospects

· Therefore, the wrong price is paid and the acquisition is integrated incorrectly.
This paper does not apply to private equity using a leveraged buy-out since it’s the tax shield of the debt that provides the benefit that’s important rather than the operational efficiencies that they seek. Such investments are more of a share purchase investment rather than a business purchase.
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A business model approach
To understand this model, consider it from the point of view of a successful integration, and that requires an understanding of what it is that is being bought, and that can be best understood by taking a business model approach. There are 4 interdependent components of a business model that create and deliver value:
· The customer value proposition, one that enables a customer to do an important job more effectively, conveniently and affordably than the alternatives.

· The profit formula – the revenue model and cost structure that generates profits and the cash flow required to sustain operations.

· Resources: employees, customers, technology, products, facilities and cash and which are used to deliver the customer value proposition.

· Processes: manufacturing, R&D, budgeting and sales

Resources can be extracted from a company and plugged into an acquirer’s business model because those resources are not dependent on the existence of the company. The others can only exist if the company exists, and therefore it is less easy to plug these into the acquirer’s business model:

· Leveraged business model: where only the resources are acquired and are plugged into the acquirer’s business model

· Re-invented business model: where all 4 components are acquired in order to acquire a platform for sustainable growth.

The mistakes made are that executives pay too much when they are simply acquiring resources and walk away when they are acquiring the whole model in the belief that it is over-priced, or alternatively try to integrate that model into the parent company’s business model.
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Leveraged business model (LBM)

Investors reward managers for short-term, effective management of the business and punish them for when this does not happen. LBM’s are designed to improve this short-term effective performance through improvement in profit formulas by enabling it to command higher prices or to operate at lower cost.

Generally, the impact of a LBM on a quoted share price will be seen within a year because the market understands the potential of the integration and synergies. But because its only a leverage, the share price sees a one step up (as measured by the company’s cost of capital) to a new plateau. The growth that executives expect from these is likely to be disappointing. 
Acquiring to command premium prices
Where an acquirer’s product is still developing, customers are more willing to pay a price premium for additional functionality. Either the acquirer has the components to generate this development or it has to buy the technology, talent and other IP to create it. Often it’s faster to buy this rather than self-create. Such “buy-in” strategies are associated with technology and life science businesses where ideas are created by entrepreneurs but the ideas are “bought out” by large rivals.
Acquiring to lower costs 
On announcing an acquisition, the acquirer invariably states that the transaction will lower costs, but in the case of a LBM where only resources are acquired, it only allows a high-cost acquirer to scale up profitability through economies of scale. This type of transaction is prevalent in shrinking industries – the parent plugs the resource into its own business model and jettisons the rest through shut-down, lay-off and sale.

For example, an acquirer buys a business selling the same product in the same way in the same geographical market; it will not need all of the means of product delivery to its customers. Therefore the acquirer has bought the customers because they can be plugged into its resources and profit formula. If the target was in a different geographical market, the target’s resources would have to be retained and so there is no economy of scale on costs – only some minor savings in overhead.

Therefore, to achieve the desired economies of scale, determine whether the target’s resources and processes are compatible with the acquirer’s, as summarised in the first sheet of this tool.
In industries of high operational gearing, acquisitions yield substantial cost savings. However, if cost competitiveness is achieved with low rates of market share or if there are significant steps in fixed cost for increased turnover, a company growing beyond this will replicate costs. Note that these costs are operating costs; synergies from overlaps in general overheads such as finance and HR will yield disappointing results.
Acquisitions will not help a firm’s position where its product is being commoditised – nothing will.

One-stop shops or cross-selling
 Usually, LBM’s involve selling customers products that they are already buying but sometimes acquirers are tempted to sell customers a new range of products but this “cross-selling” does not always work. The difference lies in the timing of the purchase; only when the original product and the cross-sold product are required by the customer at the same time and can be bought in the same place will the tactic will work. Financial supermarkets is an example where it does not work (it may even cause confusion) because each product is required at a different stage of the customer’s life) whereas convenience stores at filling stations does work (by buying petrol and milk).
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Re-invented business model (RBM)
An executive’s role is to invent new ways of doing business to generate long-term growth; in time competition and technological progress devalues existing business models and profit potential. RBM helps to tackle this. A share price is a range of performance indicators reduced to one number and discounting. As managers grow cash flow according to expectations, the share price grows at the firm’s cost of capital (see above), so to consistently create shareholder value at a greater rate, managers must repeatedly do things that investors have not taken into account in their predictions.
Acquiring a disruptive business model
Disruptive companies: their initial products are simpler and more affordable than established players’ offerings and use this to secure a foothold at the low-end of the market. Then they move through the market tiers by providing increasingly higher performing and increasingly higher margin products through improved capability. Investors fail to estimate the extent that growth through tiers has on performance so share price lags performance; only when the business stops re-inventing its disruptive business model will the market catch up and the share price level out. In terms of acquisitions, the second sheet of the tool can help identify the extent to which this can happen.
Acquiring to de-commoditise
All products commoditise as the profit point in the value chain moves as proprietary integrated offerings change into modular, undifferentiated ones. The solution is to focus on the point at which profits in the value chain accrue, or alternatively an RBM can change this.
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Paying the right price
Despite the clear benefits that RBM’s provide over LBM’s, executives pay too much for the former and ignore the latter. For LBM’s, it’s crucial to calculate the profit effect on the acquirer to determine the target’s worth. Annual PE ratios for disruptive businesses exceed the market average by far, leading analysts to assume that these are overpriced, however returns from these businesses following an IPO have consistently been rewarded, indicating that IPO’s were in fact undervalued. This means that the very companies that an acquirer needs to grow its share price are ignored because they are assumed to be too costly. The buyer needs to determine price because it is the buyer that knows what the acquisition is for.
Avoiding integration mistakes
The different types of acquisition determine different types of integration. LBM’s require the target to be folded into the acquirer’s operations. However with RBM’s, the whole business model is being purchased so it’s best to operate it separately. Chrysler’s was a disruptive business model (cutting NPD from 5 to 2 years) through low cost and speed of product to market, but when Daimler Benz (NPD – 6 years) folded this into its business model, the very reason for the acquisition was subsumed and lost. Therefore, on acquisition, understanding where the value lies is important for determining integration strategy.
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End game
It matters not the reason for acquiring a business – increase sale prices, lower costs through economies of scale or acquire transformational disruptive business models. The acquirer can always do this without an acquisition. The difference lies in the time and effort saved in making an acquisition compared to doing it yourself. It’s the wrong target, the wrong reason, the wrong price and the wrong elements integrated into the wrong business model that represents the increased risk of acquisitions and leads to unsatisfied expectations.
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