
Full Semester Notes 

Week 1 
- Cross border deals are normally dealt with cash as organizations may not want to share 

positions within other jurisdiction and may want to finance the takeover out right. 

- In large deals, cash is less likely to be exchanged. Instead shares are obtained by the 

acquiring firm. 

- M & A relates to inorganic growth (synergies), not organic growth (corporate strategy). 

- What matters to companies undertaking an M & A is that value is being created. 

o This includes: 

▪ Increased revenue 

▪ Cost savings 

▪ Risk Management  

▪ Current and future strategic position 

▪ Current and future opportunities 

▪ Financial and regulatory and taxation consideration. 

o Numerous ways to create value: 

▪ Strategy (organic) 

▪ Structural change (inorganic or organic) 

▪ Post M&A strategy implementation 

▪ Divestment or restructuring. 

- Strategic growth: create sustainable competitive advantage (not just growth). 

o Industry/market/region/product/service/resource advantage. 

- Definition: 

o Merger: 

▪ where corporations come together to combine and share their resources to 

achieve common objectives. The shareholders of the combining firms often 

remain as joint owners of the combined entity.  

o Acquisition: 

▪ Where the shares or control of a company is taken over by persons who, 

prior to the change in shareholding or control, did not possess such 

shareholding or control. The acquired firm becomes the subsidiary of the 

acquiring firm.  

- Type of deals: 

o Horizontal: Same industry. 

▪ Rationale: create efficiencies through basic economies of scale (fixed cost 

reduction) and economies of scope (variable cost reduction) through greater 

distribution network.  

▪ Synergies: 

• Consolidation/Rationalisation of facilities and reduction in 

inventory. 

• Savings from volume purchases – greater bargaining power 

• Exploit increases market power via increased prices. 

▪ Risks: 

• Anti-trust issues 

• Consumer welfare 

 



o Vertical: Different steps of the production process. 

▪ Rationale: Create cost efficiencies through components of the supply chain.  

▪ For e.g. Informational control or Operational efficiency. 

▪ Upstream (Input - Apple acquiring FoxConn) and downstream (Distribution -

Mattel acquiring Toys R Us) integration. 

 

▪ Synergies: 

• Increased control over inputs. 

• Improved supply chain coordination 

• Better adjust production  

• Ability to capture upstream/downstream profit margins.  

▪ Risk:  

• loss of innovation and diverse supply choice.  

• Difficulty in managing different functions 

• Long term pressure to separate. 

o Conglomerate: not related in industry, product or service. E.g. Westfarmers 

▪ Rationale: Risk management via diversification of cash flows. 

▪ Synergies: 

• Sharing infrastructure (cost reduction) 

• Leverage balance sheet to benefit from flexibility 

• Access to greater to distribution networks and customer bases 

▪ Risk: query whether any real benefit from conglomeration accrues to firm 

o Financial acquisition:  

▪ Rationale: they always have an exit strategy: Buy low sell High as practised 

by Private equity.  

o Blurred Merger: 

▪ Companies in similar industries whose supply chain complement each 

other’s different product distribution. 

o Cross-Border acquisitions: 

▪ Rationale: expand product distribution to different markets.  

▪ Risk: difficult to measure tangible benefit from distribution synergies.  

The five step Model for M and A: 

- Step 1: Develop Corporate strategy.  

o Resource based view of competition. 

o Porters five forces:  

▪ Current rivalry 

▪ Threat of entry of new competitors 

▪ Threat of substitutes 

▪ Buyer power 

▪ seller power  

- Step 2: Develop criteria for target  

o Acquire only those targets that are consistent with the strategic objectives and value 

creation logic of the firm’s corporate strategy and business model. 

- Step 3: Identify pitfalls in deal structuring and negotiations? 

o Performing due diligence  



o Determining the range of negotiation parameters, including the walk away price, 

negotiable warranties and indemnities.  

o Negotiating the positions of senior management of both firm. 

- Step 4: Post acquisition integration: 

o Change of target firm or the acquiring firm,  

o Change in the attitude and behaviour of both to accommodate coexistence of fusion 

of the two organization. 

o Integration of the firms information systems. 

- Step: 5 Post acquisition audit and organizational learning 

 

Structure of an event study: 

The effects of M&A actions are typically measured using the event study technique.  

Event studies measure the abnormal return to estimate the effect of M&A while controlling for 

other influences on the share price. 

Residual analysis: Testing whether the returns to the firms during the M&A is greater or less than 

what regular risk -return (CAPM) analysis would predict. 

- objectively measured by increase (decrease) in value: 

o Value conserved: Actual return = required ROE, project breaks even: NPV = 0 

o Value created: Actual return > required ROE: NPV > 0  

o Value destroyed: Actual return < required ROE; project has returned less than on an 

investment of similar risk even if it has not lost money.  

- Measuring M&A in efficient markets: 

o Weak form efficiency:  

▪ Measure returns by considering whether share price has improved after the 

event.  

▪ Does not control for external or internal factors, so it is highly subjective.  

o Semi-Strong efficiency: 

▪ Measure returns by considering whether returns to shares have exceeded a 

benchmark.  

▪ More objective, but dependent on the validity of the benchmark.  

o Strong form efficiency: 

▪ Measure returns by considering whether returns to shares would have 

exceeded prices without the deal. This is impossible to measure.  

- Note: longer period captures more of effect of takeover, but subject to more noise. 

 
o Expected return: take a clean period of normal returns for the firm to determine 

normal returns 



o Compare with returns from the event window period.  

o Benchmarks : A number of benchmarks can be used to estimate the return to the 

firm in a ‘normal period’. The primary limitation in event studies is the estimation of 

the benchmark 

 

 

 

Step 1: Define the event period 

- Subjectively determine the length of an event period window based on the nature of the 

event, data availability, possible confounding events and industry effects. 

Step2: Measure expected performance, i.e. benchmark: 

For e.g.: Usyd’s acqusitions of UNSW.  

In the clean period, USYD had the following: 

- An alpha of 4% 

- Beta of 2 

- Return of 12% 

- Market return 15% 

In the event period,  

o USYD had a return of 10%.  



o Market return of 5% 

Therefore,  

- Mean adjusted return: 

o USYD Event return – USYD Clean return = 10% – 12% = -2% 

- Market adjusted return: 

o USYD event return – market clean return = 10% - 15% = -5% 

- Market Model return: 

o Usyd event return – (alpha + beta * Market event return) = 10% - (4% + 

2*5%) = -4% 

Step3 : Calculate the abnormal returns: i.e. the residual = Actual return – Expected return 

 

Issues: 

Event studies are used to assess the potential value in the decision to acquire (i.e. strategy 

formulation). However, they are less likely to depict the value created or destroyed during 

the implementation of the acquisition (Strategy implementation).  

Due to the lack of foresight over the quality of strategy implementation, we need to extend 

the scope of analysis to longer horizon studies.  

The two most utilised approaches include: 

- Buy and hold abnormal return approach (BHAR) 

o The avg multi-year return from investing in all firms that complete an event 

and selling at the end of the pre-specified holding period  

VS  

o a comparable strategy using otherwise similar non-events. 

 

o Doing so, allows us to mitigate the issues of the joint-hypothesis problem. 

o Yet, the long run abnormal returns are subject to a range of other significant 

measurement and interpretation issues including survivorship bias, new 

listing bias, etc. 

- Calendar time portfolio approach (Jensen’s Alpha) 

o Overcomes the biasness. 

o Comprises of two stages: 



▪ Calculating calendar time portfolios for firms experiencing an event 

▪ Then determining whether these portfolios are abnormal through 

the use of a multi factor regression model like the Fama and French 

3-factor model. 

Step 4: Net impact of the takeover? 

The absolute dollar gain (loss) due to an event can be defined as follows: 

- Calculate wealth creation before and after M&A. 

- Change in W = CARt x MKTCAP0 

o Where:  

▪ MKTCAP0 is the market cap of the firm at date 0 (before the event window 

interval) 

▪ CARt is the cumulative average residual returns (%) over the event period ‘t’. 

Statistical significance: 

- Test of Hypotheses: 

o Null hypothesis that CAR = 0; event does not affect returns; or 

o Alternate hypothesis that CAR does not = 0; event affects returns. 

o Null hypothesis presumed true unless Statistical tests establish the contrary. 

- How to test: 

o Take the Ratio of the CAR to its estimated Standard deviation 

▪ Use standard deviation to check at 5%/1% levels of confidence. 

 
 

Week 2: Merger Waves, Perspective and Regulation - 
History: 

- History demonstrates M & A boom prior to Recession periods.  

o Whether there is excessive debt availability. 

o Companies are sitting on a lot of free cash flow and are pressured by the 

shareholders to invest. 

- Companies want to raise capital in the most cost effective manner (debt, equity or cash). 

- Regulation and political environment has a very clear effect on the M&A activity on the 

environment.  

Rationale behind merger wave: 

- Merging for monopoly: companies want pricing power. 

o Horizontal acquisition: Economies of scale/efficiencies 



▪ Firms consolidated with companies in the same industry or product line to 

reduce overcapacity spurred on by technological innovation. 

▪ Result:  increased market power, bargaining power over suppliers and 

customers, strategically crowding out competitors, cost savings through 

utilisation and scale efficiencies. 

o Triggered by buoyant economic/capital market growth.  

o Sherman (anti-trust) Act was enforced in 1904 which limited horizontal mergers 

among large competitors. 

 

- Merging for oligopoly (small number of large firm) 

o Vertical mergers (backward and forward integration). 

o Increase in debt financing and positive financial conditions.  

o Ended with the Great Depression (1929). 

 

- Merging for conglomeration. 

o Triggered by strong economy and bull market of 1960s contributed to strength of 

M&A activity. 

- Innovation, boom and deal tactics 

o Triggered by cheap financing and bull markets. 

o Strong strategic rationale. 

o More aggressive use of debt. 

o Hostile takeovers. 

o Acquisitions and divestures to focus on core business. 

▪ Asset write-offs 

o LBOs, MBOs and private equity. 

▪ FCF is going towards servicing debt. 

▪ Non-recourse loans 

- Strategic merger: 

o Focus is on core competencies and opportunities for synergies to add value through 

synergies and related business targets.  

o Less reliance on debt 

o Triggered by technological growth and cheap financing. 

M&A driven by industry shocks – the Q theory 

o Major events or trends (economic, technological, environmental) originating from 

outside the industry which alter the economics of that industry. 

▪ Each movement reflects some underlying change but not all shocks will 

propagate a wave. 

▪ Since economic growth affects all companies, M&A tends to happen 

concurrently within industries and sectors.  

• This contributes to copy-cat strategies and knock-on opportunities, 

especially when managers perceive that they will miss out from not 

engaging in acquisitions, further driving up prices and the market.  

o The function of mergers is to ensure that corporate assets are redeployed to more 

efficient firms run by more competent managers, leading to higher value creation. 

Efficient use of assets is measured by the ratio of the market value of the firm that 

owns the assets to the replacement costs of such assets. The ratio is known as the Q 

ratio. 



▪ High Q firms will acquire low Q firms.  

o The PEST framework suggests that the various factors can not only directly trigger 

merger waves but also indirectly facilitate them.  

▪ high capital market liquidity = cash acquisitions more likely than stock 

acquisitions 

▪ Lack of liquidity may impede, delay or shorten merger waves.  

Strategic implications of industry clustering of M & A 

- Clustering suggests that: 

o firms in an industry follow similar competitive strategies, want to gain ‘first-mover’ 

advantage or deny their rivals such advantage with ‘me-too’ mergers. 

o competitive strategies through M&A may be relatively easily imitated and resulting 

competitive advantage may not last long. 

PEST Analysis: 

o Various environmental factors may contribute to merger movements. 

o Some common factors associated with high levels of merger activity. 

▪ Periods of high economic growth. 

▪ Economic shock (oil prices). 

▪ Input price volatility (oil industry). 

▪ Legal and regulatory changes (deregulation - banking, telecommunications, 

utilities) 

▪ Technological change (telephone, internet, media). 

▪ Favourable stock prices and financial conditions. 

▪ Financing (availability of debt financing, narrow risk premia, favourable term 

structure of debt). 

▪ Financing innovations (junk bonds). 

Questions: 

- How much profit can companies make in a perfectively competitive market? 

o Zero, because the price would parallel the cost of production.  

- How do firms compete? 

- What do we mean by the “make or buy decision”? 

- Economies of scale and scope: 

o Economies of scale are the cost advantages that enterprises obtain due to size, 

output, or scale of operation, with cost per unit of output generally decreasing with 

increasing scale as fixed costs are spread out over more units of output. 

o Economies of scope are "efficiencies formed by variety, not volume”. Cost of 

producing two different products under the same roof, rather than two different 

roofs. 

- What is the value of a conglomerate, when you as an investor can diversify on your own? 

Rationale behind M&A: 

All four of the following perspectives/motivations may apply, but it is weighted differently.  

Consider whether M&A activity relates to: 

- Value creation: E(r) > IRR. NPV > 0 and super-normal returns 



- Value neutrality: E(r) = IRR. Required return achieved. 

- Value destruction: E(r) < IRR. 

 

1- Economic Motivation: 

o To achieve sustained competitive advantage through cost reduction and/or 

enhanced market power. 

o Changes in demand that affect firm include: technological innovation, input price 

shocks, demographic shifts.  

o Result: Operational synergies: 

▪ Elimination of common costs 

▪ Economies of scale 

▪ Economies of scope 

▪ Improved capacity utilisation 

▪ Transaction cost economies 

▪ Network externalities 

▪ Economies of learning 

 

2- Strategic Motivation: 

o To achieve/improve the firm’s capabilities advantage 

i. By acquiring products, technologies and businesses. 

1. That is, it can only achieve strategy through inorganic growth 

2. It is the aim to achieve capabilities based on competitive advantage. 

ii. By acquiring capabilities. 

1. Corporate functions. 

2. Management information. 

3. R&D, product design. 

4. Manufacturing. 

5. Marketing, sales and distribution. 

iii. Monopoly, competitive positioning and “rent seeking” behaviour. 

 

3- Finance perspective: 

o To acquire internal activities of the firm’s financial stakeholders may affect 

decision to engage in M&A. 

▪ Using M&A to increase value of the firm: if greater debt capacity, lower 

WACC which pushes PV up. 

o Informational asymmetry: management (who is more informed), believes that stock 

is overvalued, they may engage in M&A.  

o The following elements come into consideration: 

i. Overvaluation of stocks and asymmetric information 

ii. Agency costs and the correction of corporate governance problems 

• Agency cost/ corporate governance: self-interested management.  

• Principal agent problem: 

o Occurs from the lack of power of the principles over the 

agents 

o How to mitigate agency costs: 

▪ Take debt as they are accompanied with debt 

covenants 



▪ Have a BOD that have a fiduciary duty to the 

company as elected by the shareholders. 

▪ Auditing & litigation. 

▪ Incentive structure and remuneration: share option. 

▪ Activist investors and concentrated shareholding. 

▪ Market for corporate control: 

• If the company is being undervalued 

because of the management, then there is 

threat of takeover.  

iii. Debt and managerial monitoring 

iv. Managerial incentives to increase size 

v. Rationalisation/liquidation of a business 

vi. Diversification of a business 

o External constraints: activist shareholders, significant shareholders.  

 

4- Behavioural explanations: 

o Where the motive of the manager is linked to manager’s utility, and this forms the 

determinants of M&A strategy. 

o They include: 

i. Hubris or managerial pride (Roll, 1986) 

• Irrational belie that M&A will be successful, even where others have 

failed. 

ii. Winner’s curse 

• When the winning bid exceeds the intrinsic value.  

• This is especially possible with competing bids or to make an 

acquisition simpler.  

iii. Market manias 

• Deal frenzy and attempts by manager to improve strategic position 

of firm by pre-emption in the competition for scarce targets. 

iv. Overconfidence 

Methods of acquiring corporate control: 

- Control may be achieved by 

• Takeover bids (win the shareholders) 

• A scheme of arrangement (win the board) 

• A negotiated contract with a majority of shareholder. 

• Reductions in capital. 

• Variation to rights attached to shares. 

 

M&A regulation: 

- Macro-level regulation 

- Firm level regulation 

Chapter 6 of the Corporations Act 2001 (Cth). 

• Ensures that an acquisition of control takes place in an efficient, competitive and 

informed market.  



• It covers the following: 

- The central prohibitions and restrictions concerning acquisitions of shares. 

- The permitted forms of takeover bids. 

- The information that must be given to shareholders and the stock market 

generally in connection with a takeover bid.  

• Part 2D.1: Director duties: 

- Directors must have regard to various statutory and common law duties 

when acting.  

- Various civil and criminal sanctions are imposed for breaches. 

• Part 5.1: Reconstructions: 

- Certain procedures must be followed in effecting a takeover via a scheme of 

arrangement (one of the permitted ‘gateways’ in section 611). 

• Chapter 6A: Compulsory Acquisition: 

- A person who holds at least 90% of a class of securities may be entitled to 

compulsory acquire all remaining securities in that class and move to 100% 

ownership. 

 

• The 20% Threshold: 

- Under chp 6, a person must not acquire more than 20% of voting stock 

unless the acquisition is done in accordance with the act and a take over 

offer is announced. 

- A person with greater than 20% but less than 90% can only acquire more 

shares in accordance with the act.  

- Exceptions: 

• Announcing takeover bid and acquiring shares via acceptance of bid 

or on-market during the bid 

• Increasing shareholding by 3% or less in 6 months period starting 

from at least 19%. 

• Acquisitions approved by independent shareholder. 

Australian Regulators 

• Australian competition and consumer commission (ACCC) 

- National competition regulator, with respect to M&A applies s.50 

completion and consumer act (2010): 



• Prohibition of acquisitions that would result in substantial lessening 

of competition.  

• Australian securities and investments commission (ASIC): 

- Supervises the operation of companies and securities laws including 

takeovers law. 

- Monitors compliance with the corporation’s act.  

• powers to investigate, amongst other things, the conduct and 

security trading activities of parties involved in a takeover. 

• power to modify the operation of and grant parties exemption from 

compliance with various provisions of chapter 6 and the wider 

provisions of the corporations act. 

• Foreign investment review board (FIRB): 

- Advises federal treasurer on foreign takeover bids.  

- Permits foreign investment increases beyond 15% threshold.  

 

Week 3: 
Corporate strategy: 

- Financial theory:   

o primary objective is to maximise the value of the equity holder’s investment.  

o Secondary objective may include considerations for other stakeholders, broader 

society and the environment, however these must complement the primary 

objective.  

- Requirements for establishing a strategy: 

o Resources: physical and financial assets, as well as intellectual capital and talent 

o Capabilities: integrate resources to generate that satisfy an objective of the firm  

o Core competencies: the firm’s strategic capabilities which are difficult for 

competitors to replicate.  

o Its position within the industry it operates. 

o The position of the industry within the macroeconomy. 

- How to set a strategy: 

o Take a long-term view but also considering current situation and trends 

o Strategies should be continually/reassessed, evaluated and reformulated. 

- Bottom-up/top-down analysis: Bull’s eye model: 

o An assessment of the key value drivers, opportunities and risks facing the 

organisation at all levels internally, with external stakeholders including suppliers 

and customers and the position and strategies of key competitors, to the state of 

the industry in which he organisations operates, up to the economic and market 

conditions in the organisation’s home region and market, and potentially higher.  

- Porter’s Five forces: 

o Illustrates how the structure of the competition in an industry drives conduct and 

outcomes.  

o Five forces influence the economic attractiveness of industry. 

▪ Internally 

• The power of Buyers 

• The power of Suppliers 



o Powerful suppliers – where a monopoly for an input exists, 

can demand higher prices; conversely weak suppliers can 

add value to an industry – e.g. Apple has power over 

Foxconn because of its size, could easily move to another 

supplier.  

▪ Externally 

• Threat of Entry 

o 6 factors that the determine the size of this threat: 

o Economies of scale: deter the entry of new products that 

face cost disadvantage relative to established products 

unless they can enter at a large scale.  

o Product Differentiation: requiring new entrants to invest 

heavily to develop their market and attract customers from 

known products.  

o Capital requirements can act as a deterrent when high, 

limiting the potential for entrants without significant 

resources. 

o Size independent cost disadvantages:  relative to 

incumbent operators, including first -mover advantages, 

proprietary systems, and learning-curve benefits, to which 

new entrants to the industry will not be able to access, 

regardless of the scale economies they may achieve.  

o Access to distribution channels:  a barrier to entry when the 

suppliers and wholesale/retail channels have established 

relationships (potentially exclusively arrangements built into 

contracts) with incumbent competitors.  

o Government policy 

• Industry Rivalry 

• Threat of Substitution: 

o Limits pricing power in an industry – e.g. coke has to 

compete against not just cola products, but also other soft 

drinks and energy drinks – new entrants = crowd out/lower 

market share. 

- PESTLE (Previous Lecture). 

- SWOT (Previous Lecture). 

- BCG Matrix:  

o Illustrates the relative competitive position 

of the firms or business divisions. 

o It identifies the underlying weaknesses and 

strengths.  

▪ Stars: 

• A relatively high market 

share while maintaining a 

high growth rate.  

• Typically produce a high 

cash flow, but also consume 

a high portion of internal 

investment.  



▪ Problem children (Question Mark): 

• High growth markets but currently require large cash infusion to 

grow without having a market position that justifies its cost. 

▪ Cash Cows: 

• High market share and consistent cash generation but low growth 

prospects.  

• So ongoing investment is low, allowing this division to support the 

growth of other divisions.  

• Requires innovation. 

▪ Dogs: 

• Currently low market share with low growth prospects. 

• Best sold before costs limit business’ potential  

• restructure and re-build  

Synergies: 

- Strategy for Inorganic and Organic growth restructures. 

o  Organic growth i.e. strategies that make/build/expand may come from internal 

efficiency, expansion of existing operations or development of new products from 

within the organisation. 

o Inorganic Growth: when organic growth is not feasible or suboptimal, forms of M&A 

which unlock positive synergy value are pursued 

o Subjective: what strategy is ultimately adopted is based on what works best for the 

company. 

- Synergies are the value created through inorganic growth that a company could not 

otherwise achieve.  

o Creation of value through acquisition of new Resources & Capabilities or growth. 

o Synergy value = Unique component + Imitable Component 

o Interaction of 2 or more agents or forces so that their combined effect is greater 

than the sum of their individual effects. i.e. A and B work better together rather than 

separately. 

- Whether a synergy is specific and measurable is linked to likelihood of its post-merger 

implementation. 

o This will generally involve characterising synergies in the form of a cash flow stream 

and converting this to present value terms via discounting at a RADR. 

 



Mergers: 

- How to develop an insight into the company you are acquiring or merging with? 

o Develop a pre-bid stake = asses compatibility with the acquiring or partnering 

company.  

- How can revenues grow and costs be lowered?  

o Empirical evidence: ST revenue growth and benefits from redeployment of R&Cs, 

difficult to sustain in LT. 

-  Horizontal mergers: 

o common in mature and declining industries.  

▪ Low growth in the industry = low scope for increased revenue through 

industry expansion.  

▪ Increased competitive landscape = Price pressures 

o Excess capacity as technological innovation/productive improvements reduce per 

unit resources.  

- Consolidation mergers: 

o highly fragmented industries with a large number of small firms that offer the same 

or similar products. 

o More common in industries with lots of start-ups and low start-up costs (typically 

triggered by new market opportunities and technologies. 

o Consolidation techniques: 

▪ Add-on or bolt-on acquisition:  

• acquiring small operating companies that complements the 

acquirer’s existing businesses and increase its operating scale to a 

critical mass. 

▪ Platform Acquisition: 

• choose the market/ segment you want to build a competitive 

strength in  

• Makes an initial acquisition, which then serves as a platform for 

carrying out the competitive strategy.  

▪ Buy Build Operate (BBO): 

• Use the acquisition to leverage their existing resources and 

capabilities and build up new resources and capabilities to gain 

competitive advantage.  

▪ Buy Build Sell (BBS): 



• Acquires firms lacking in competitive strength because of their small 

size and are built into a competitively stronger business, which the 

consolidator sells.  

▪ IPO Roll up: 

• Involves bundling a number of related business through quick fire 

acquisitions and getting the consolidated business listed on a stock 

exchange through an IPO. 

 

 

- Vertical mergers: 

o M&A between companies involved in the production of the same product at 

successive stages of the value chain. 

o Economic rationale =  

▪ Increased control over quality, delivery and coordination of manufacturing 

process (primary output) through supply chain.  

▪ Reduces risk by locking in supplier contracts and prices. 

▪ greater profit margins from upstream or downstream processing. 

▪ Avoiding sensitive information leaking to suppliers and competitors. 

▪ Revenue enhancement and cost synergy opportunities: offering a package 

of services and goods.  

o Risks: 

▪ Loss of innovation and diverse supply choice from moving production in 

house. 

▪ Limited value creation potential of vertical mergers suggested by the 

number of firms outsourcing product functions and disintegrating in house 

suppliers. 

▪ Down-scoring, disintegration and outsourcing by firms in recent years point 

to limited value creation potential of vertical mergers. 

- Blurred mergers: 

o Combines firms operating at different stages of the vertical chains to create value 

from access to new markets and the ability to cross sell-products in other industries. 

o For e.g. banking and insurance. 

o While industry blurring mergers create a set of new synergistic opportunities 

(typically case-by-case, e.g. opportunity to cross-sell each industry’s products). 

o They also pose challenges that destroy rather than create value. 

- Conglomerates: 

o Operate in a number of unrelated businesses that share little in terms of technology, 

logistics, production and markets etc. 

o Rationale is risk management, namely diversification of cash flow leading to better 

risk profile for both equity and debt holders (and therefore a lower cost of capital 

resulting in a higher firm valuation). 

- Cross Border M&A: 

o Purchasing an existing foreign entity.  

o Rationale: access international distribution channels, markets and products – usually 

a related merger.  

o Drivers of CBA: 

▪ Imperfections in product markets 

▪ Imperfections and asymmetries in capital markets 



▪ Economic integration 

▪ Globalisation 

▪ Need for infrastructure investment 

▪ Differences in tax codes (US: 15-35%, UK: 21-28%, HK:16.5%) 

▪ Shareholder diversification. 

o How are CBAs different compared to domestic deals? 

▪ They are more related (between 60-70% of deals). 

▪ Payment is mainly in cash. 

▪ Targets are mainly manufacturing firms with low intangible assets – 

although this trend is changing dramatically. 

o CBA acquisition process: 

▪ Owner decision: 

• Whether competitive advantage can be exploited to create value 

▪ Location decision: 

• is a foreign location for production is superior to firm’s home 

country. 

▪ Internalisation decision: 

• Whether production based on the firm’s ownership should be 

carried out under the ownership and organisation control of the 

firm or through alternative models. 

o Barriers: 

 

 

Alternative forms of Restructuring: 

- “M&A is expensive, risky and forever, how can firms access R&C of other companies without 

merging?” 

- Contractual relationship 

- The least committed inorganic growth strategy.  

- Partners agree to an ongoing arrangement (eg to buy/sell), possibly with exclusivity, but 

maintaining independence and distinction of activities and resources.  

- For example: Licensing agreements, joint purchasing agreements, franchises 

- Strategic alliance: 

-  generally will involve an exchange or a pooling of resources. 



-  The organisations remain independent of each other 

- An alliance may be seen as the joining of forces and resources for a specified or 

indefinite period but with the intention of working towards a common objective. 

- E.g. Rio Tinto – Ivanhoe (Canada). 

- Joint venture: 

- Creates a separate entity in which both parties invest  

- subject to a JV agreement, specifying how and over what time period revenues, 

expenses, assets and control of a single project are shared. 

- The JV has a better ability of raising gaining greater financing.  

- Allows the companies to Test the waters through a pre-bid stake.  

- Lower costs from regulations that M&A must abide to. 

- E.g. ANZ – BNY Mellon 

- Minority stake: 

- A direct investment by one partner in another. Analysts must determine if this is a 

financial investment, a strategic position (part of another inorganic sharing of R&C) or a 

pre-bid stake. 

- E.g. AGL - Tristar 

 

- Advantages: 

o Companies remain independent of management. 

o Firms can access previously unavailable R&C. 

o Less risky as risk is shared between both parties. 

o Less expensive than M&A. 

o Firms can mange time frame of investment. 

o More flexible. 

- Risks: 

o Risk that competitor will have access to information on key R&Cs. 

o Lack of control over the other firm’s activities (i.e. if another firm moves to acquire 

your strategic partner). 

 

FMG: 

- Memorandum of understanding 

- Abnormal return: did the share price rise irrespective of the rise of the benchmark ASX or 

competitor of the company or the industry in which it operates? 

 

Types of corporate restructuring: 

- Sale of interests 

o Refers to sale of a joint venture stake or minority interests in a partner 

- Divestiture /Asset sale 

o Sale of specific assets or a division of the firm to another entity.  

o i.e. it is easier to sell shares of the company that owns the asset than sell the asset 

itself. 

- Equity Carve out  

o Public offer of partial interest in a particular subsidiary in exchange for cash. 

▪ Creates a new firm with some autonomy  



▪ parent and the offspring may still have mutual synergies. 

o Unlike a spin-off, the parent generally retains control of the carved-out subsidiary 

o A popular precursors to full divestiture (“testing the waters”). 

o Rationale: 

▪ Increased focus of the parent 

▪ Improve the autonomy of the component businesses 

▪ Minimize the conglomerate discount through this enhanced visibility and 

increased information. 

o The offspring receives cash from the sale and the parent may offload some of its 

equity in the offspring to raise cash. 

- Tracking stock 

o Issue of a separate class of parent company shares designed to track the 

performance of a particular business or division.  

o The parent shareholders receive a new class of shares (not cash) 

o  retain majority control of the divested business (as in a carve out). 

o For e.g. mining company  

o Not the best strategy  

- Spin-off / Demerger 

o Pro-rata distribution of subsidiary shares creating new independent firm. 

o The opposite of a merger. 

o Shares in the spun-off companies are distributed to the shareholder’s of the parent 

company, and they own shares in two companies rather than just one. 

o Parent company normally does not raise any cash from the transaction.  

o The capital structure to the offspring should be consistent with the business risk 

profile of its business and its growth trajectory. i.e. high growth and high risk 

businesses cannot bear as much debt as more mature businesses. 

o Rationale: 

▪ Enhanced focus, reduced organizational complexity and avoidance of 

negative synergy. 

▪ Increase the transparency of both the parent and the spun off business to 

the stock market.  

▪ Allow shareholders increased flexibility in their portfolio decisions. 

▪ Ring fence some division against the negative fallout from others.  

▪ A spin off may also be a way of restructuring diversified group so that 

distinct businesses can be sold off more easily. Potential buyers of these 

businesses not interested in other parts of the group are thus spared the 

risk, cost and tedium of buying the group and then unbundling it.  

- Corporate sell offs: 

o Transaction between two interdependent companies. 

o Benefits to divestor: 

▪  Cash flow proceeds, which could be put to more profitable use in other 

businesses within the group, or used to mitigate financial distress. 

▪ add value by eliminating negative synergy, or by releasing managerial 

resources pre-empted by the divested business. 

o Tax implication of the sale: 

▪ As part of the group, the divested business may have enjoyed tax benefits, 

e.g. absence of capital gains tax on intra-group assets sales, and offset of 

mutual losses and profits of group member firms. De-grouping leads to loss 



of such benefits, and can add to the tax burden of either the residual parent 

or the divested business.  

▪ The buyer may be able to step up the value of the assets bought from their 

book value to the purchase price, and it may be eligible for tax relief on the 

increased depreciation. 

- Restructuring Research findings: 

o When a company says, its going to restructure, market responds positively – sees 

this as an admittance that the business needs to re-develop, which is positive for 

shareholders. 

o Better when assets are non-core and when proceeds are returned to shareholders. 

o Recapitalisation transactions (PE firms): 

▪ Restructuring capital structure (getting new investors): Billabong. 

- Downside of downsizing: 

o Inappropriate allocation of assets and liabilities between the parent and offspring 

can expose either to inordinate risk.  

o Areas of concern: 

▪ Will the two firms be competitive? 

▪ Will they have a supplier-user relationship, e.g. what will be the transfer 

pricing for such exchange? 

▪ How much support does the offspring need from the parent before it gets 

up and starts running its own show? 

▪ Thus the cost of capital of the parent and the offspring may increase if the 

divestiture is of unrelated businesses.  

Divestment/Divestiture: 

- Rationale (trigger for divestment): 

o Underperformance 

o Direct focus to core business 

o Raise money  

o Strategy for restructuring 

▪ Unbundling: 

• Preserve focus  

• Finance transactions 

• Bust up strategy 

o Better valued as a standalone. 

o Represents the ‘sale of the crown jewels’ in a takeover defence. 

- Objective: needs to be in line with rationale: 

o Increase in focus of the parent’s business portfolio. 

o More robust corporate governance (makes sure that shareholders get their return 

and not the agent).  

▪ For e.g. adding debt to the structure, board of directors, ownership 

structure.  

o Greater managerial autonomy 

o Refined management incentive structures wrt stock performance. 

o Enhanced liquidity for parent and offspring 

o More efficient distribution of debt and risk 

o Greater visibility and transparency to the stock market. 

- Five stages of the divestment process: 



o Corporate and business strategy: determine candidates for divestiture. 

o Organizational preparation: mobilizing internal and external resources. 

o Business separation of the to be divested business. 

o Deal structuring and negotiation: finding suitable buyers 

o Organization learning: ensuring organizational diffusion of knowledge. 

- Behavioural perspective of divestures: 

o Delay in divestures: 

▪ Inertia 

▪ Fear of stigma 

▪ Confirmation bias: 

• Seeking out information that supports the manager’s predisposition 

▪ Sunk cost fallacy: 

• Justifying incurring further costs as a way of recovering sunk costs. 

▪ Anchoring and adjustment: 

• Tending to adjust estimates inadequately: setting the reservation 

price for divestment too high by choosing unrealistic benchmark. 

 

Strategic vs financial buyers: 

- Strategic: Acquisitions that are motivated by synergies or other value enhancing strategy 

that could not be achieved without the corporate restructure. 

- Financial: Exit strategy to seek a liquidity event where they can achieve a return, i.e. return 

on exit.  

 

LBO: 

- Strategy: use a significant amount of debt to finance the purchase and a relatively small 

equity contribution, financial acquisitions aim to earn a high return on exit through this 

leverage 

o A SPV carriers out the acquisition and its structure consists of substantial debt, sliced 

into different types of debt and equity.  

o The equity component is provided by investors, who invest in a fund raised by a 

specialist firm that finds suitable investment opportunities to invest the fund 

through one or more SPVs. 

- The PE firm acts as the “financial sponsor” in the LBO 

o This means they are acquiring the LBO target without committing 100% of capital 

required. 

- The buyer uses FCF and proceeds from asset sales to cover debt costs. 

- Debt in the form of loans is raised in the leveraged loan market. 

o Leveraged loan market is a market in bank loans of different types where loans can 

be secured or unsecured and rank according to their seniority in terms of repayment 

of principal and interest. 

▪ Bullet loan: repayment is at maturity. It is riskier than a term loan with 

amortization. 

▪ Mezzanine debt:  

• a junior to senior debt in terms of interest payment and capital 

repayment.  



• It is generally unsecured, and is therefore riskier.  

• Mezzanine lenders are often given an equity kicker to compensate 

them for the high risk they run.  

o An equity kickers is an equity warrant, and it enables the 

mezzanine holder to partake in the upside potential of an 

MBO by exercising the warrants, and to receive shares in the 

company.  

o debt holders may be willing to give the issuer flexibility in 

terms of acquisition and capital expenditure without 

running the risk of breaching covenants, thereby committing 

technical default on their loans 

▪ Vendor financing:  

• in the form of unsecured loan notes or preference shares or 

convertibles. 

• Vendor financing also demonstrates goodwill towards the 

management. 

- Typical time horizon: 5-7 years.  

- Companies good or LBOs: 

o Low debt. 

o High cash (therefore start-ups are bad). 

o High level of tangible assets. 

o a lot of room for improvement in terms of governance = an opportunity for an 

upside.  

o Market maturity: 

▪ High entry barriers where demand for products is volatile. 

▪ Easy availability of both equity and debt has led PE firms to accumulate 

huge amounts of funds that need to be invested. 

o Capex requirements: Core vs Non-core assets 

o Opportunism (E.g. regulatory change) 

o LT vs ST industry cycles.  

 

 

- Types: 

o Depends on: 

▪ Is the target’s management part of the team initiating the buyout and 

investing in the equity of the SPV. 

▪ Is the target firm publicly listed with public investors, both institutional and 

individuals, and  

▪ Does the management team consists of incumbent target management, or 

includes new management from outside, or a mixture of both. 

o Management Buyout Initiative (MBO): 

▪ from the target’s incumbent managers, who then arrange the support of a 

PE firm.  

▪ Directors have a fiduciary duty to the corporation and its shareholders, and 

so have the obligation to avoid a transaction that gives rise to a conflict of 

interest. 

o Management Buyin (MBI): 



▪ The LBO sponsor replaces the incumbent management with a new 

management team of outsiders. 

o Buyin Management Buyout (BIMBO): 

▪ combines some of the old target management with new outside managers.  

o Club deals: 

▪ PE firms pool their financial resources to acquire high price targets and also 

spread their risks.  

- Exit options for LBOs: 

o Types: 

▪ most popular exit route = Trade sale to a strategic buyer, e.g. corporate in 

the same line of business that can reap scale or scope economies or 

leverage marketing capabilities; 

▪ Sale to another financial buyer through a secondary LBO. 

▪ Taking the company public through an IPO to public equity investors; 

• Subject to stock market conditions. 

o There is a conflict of interest between equity investors and lenders, who dislike 

early exits on good deals. So, some senior lenders require early repayment fees or 

an incentive in the form of equity kickers i.e. warrants. 

- Argument for LBOs: 

o The governance structure of an LBO association is efficient because it removes the 

dichotomy between ownership and control that is the source of the agency conflict. 

o As GP are obliged to deliver high returns for LP, a threat of failing to meet their 

obligations is a potent incentive to monitor target management effectively.  

o Alignment between managers of the LBO target and the association is ensured by 

the huge incentives given to the managers in the form of equity ownership, stock 

options and ratchet payments. 

- Critique of LBOs: 

o presents a lost opportunity to exploit synergies between the same or related 

businesses among PE firm’s investments. 

Private equity: 

- Strategy differs from hedge funds: 

o PE is often associated with acquiring corporate control, taking long-term positions in 

relatively illiquid investments. Hedge funds do not typically acquire control and 

have shorter, more liquid criteria. 

o PE typically receives no dividends during the investment, has the lowest claim to 

assets and maintain voting control to improve asset performance. 

o PE firm has an exit strategy, at which point the investment return realised: 

▪ Annualised IRRs to the PE firm from LBO between 15-25%, on average 

- Structure: 

o Business organization: 

▪ PE typically formed as limited partnerships or limited liability corporations 

(LLCs). 

• Partnerships are popular for real estate funds in part driven by tax 

status: Limited partnerships are tax-transparent vehicles. That is, the 

partnership itself is not a taxable entity. 

o Fund organisation: 

▪ Close end funds common in PE 



▪ Raises capital with defined investment horizon. 

• This is because of time value of money, as investors expect a return 

for the period of their investment.  

• Shareholdings is unlisted. For e.g. LBO and VC 

▪ No additional funds raised from new or existing investors.  

▪ Which asset classes would be more suitable for an open-ended fund? 

• Infrastructure as return is achieved over the long term when the 

asset is turned-over for a return.  

• Closed end funds want continuous streams of cash over the period 

of the holdings.  

o The GP: 

▪ The GP is the fund sponsor and has total control over. 

▪ unlimited liability for all management activities of the fund.  

• Shell corporations established as the GP for a specific PE fund help 

limits manager’s liability.  

o The LP: 

▪ Passive investors with limited liability 

▪ May form advisory board, but no decision-making authority. 

o PE fund performance metrics: 

▪ Management fee: 

• Typically, between 1-5% p.a. of commitments paid quarterly  

• Paid in advance to cover costs of establishing and operating the 

fund. 

▪ Assessing PE fund returns: 

• IRR 

• PE Multiple = (Sum Equity Inflows)/ (Sum Equity Outflows) 

- Benefits: 

o Lower disclosure requirements as they are unlisted 

o Better suited for long-term buy & hold investment strategy 

o They source a greater quality of investment money, i.e. institutions and high net 

individuals that have a strong professional background within the area of the 

business and also a stronger financial standing. 

- Disadvantages: 

o Limited liquidity to investors = difficulty to sell holdings 

o No central secondary market for private equity investments 

o Potential valuation complexity 

Week 4 
Revision: 

- Review the protocol for announcing shareholdings within the acquisition business (week 2 

lecture), i.e. at what point does the acquirer need to announce to the market their holdings, 

etc.  

- You can’t build a consortium of the subsidiary companies that will buy holdings within the 

target firm on behalf of parent firm. 

- Scheme of arrangement vs takeover bid.  

- How to pay for a deal: 

Lecture: 



Objectives of the deal? 

- Create value and improve financial position = product of strategic analysis. 

- Gain strategic advantage  

- Avoid dilution (or unwanted concentration) 

- Improve control (avoiding voting dilution or concentration) 

- Manage market signals and improve financial flexibility. 

- Enhance governance and organisation structure 

Bid Strategy: 

- From acquirer’s perspective (Game theory): 

o Must pre-empt the target’s reaction 

o Expect the target to evade 

o Assess the reactions of other stakeholders and rivals 

o Create, seek out and act on opportunities 

o Optimise timing, often trade-off with flexibility and/or price 

o Be aware of (take advantage of) the ‘Human’ element  

 

Components of a deal:  

- Price: Derived from earlier strategic and valuation analysis. 

- Form of payment /Deal Consideration: 

o Deal consideration refers to the payment target shareholders receive from the 

acquirer in exchange for their stakes. 

o Pay with shares as opposed to cash: 

▪ the target shareholders receive some pro-rated number of acquirer’s shares 

▪ Why? 

• You want to maintain liquidity 

• You want to maintain credit rating or reserve requirements 

• The company is currently overvalued. 

• When it is a large transaction as it is unlikely to raise a large amount 

($50 bill or more). 

• However, the use of stock varies with economic cycle. 

o Stock use is greater in bull markets (inflated share price). 

• Source: 

o New issue of stock to existing shareholders only (not 

public). 

o Existing shares in treasury 



• Implications: 

o +ve=  Improves debt rating =  lowers cost of debt.  

o -ve = Increases financial slack 

 

o Pay with Cash as opposed to shares: 

▪ All outstanding target shares are bought from target shareholders for cash 

▪ Why? 

• Acquirer company is undervalued. 

• It is a cross border deal 

• Giving cash = end of relationship 

• Optionality of getting cash is inherently preferred by target 

shareholders (risk-free), unless scrip offer is good. 

▪ Source: 

• Cash on hand 

• New issue of debt 

▪ Implications: 

• +ve = reduces financial slack 

• -ve = reduces credit rating, increases cost of debt. 

o Pay with a mix of cash and shares: 

▪ Cash is the floor amount  

▪ Shares are sold at implied value. 

▪ scrip = continues relationship with merged/acquired entity. (i.e. cash is used 

more in hostile situations). 

 

 

 

o Form of payment is impacted by the following: 

▪ The ‘friendliness’ of the deal also impacts this decision 



• Does the target want to be acquired? If not = not friendly.  

• In a scheme of arrangement target cooperation is essential. 

• Hostile bids are more frequently cash because it removes 

contingencies about the value of the offer 

▪ The financial flexibility and capital structure of the merged entity  

• Borrowing capacity 

• Tax implication. 

• Deal size 

• Flexibility: scrip offers do not constrain the acquirer’s balance sheet 

(either through reducing financial slack or increasing leverage). The 

‘pecking order’ theory suggests managers prefer to use internal 

resources before external, so treasury shares are likely to be used 

before new equity is issued 

• Existing shareholders 

o Considering the value of control, a scrip issue involves 

dilution the acquirer’s stock (whether reducing shares in 

treasury or issuing more stock), which poses a cost. 

▪ Risk: 

• Risk management and sharing 

o The use of stock is hedge against the uncertainty of the 

buyer. 

• Informational availability (valuation risk). 

o Asymmetric information: the probability of a scrip offer 

increases with the acquirer management’s perception that 

they are overvalued 

• Risk exposure  

o Where synergies are risky, acquirer to pay in stock (bidder 

prefers cash) to spread financial risk between parties 

o Choosing the right form of consideration can deter third 

party bidders and influence the target.  

o  

▪ Regulation that specifies the rules and also acts as a hurdle.  

▪ Economic environment 

 



 

o Exchange ratios (ER): 

▪ determined from the value per share of the target (with control premium 

and synergies) divided by the value per share of the bidding firm: 

• Exchange ratio = Offer price / Bidder share price. 

▪ We can rearrange this to find the “implied” offer price. 

▪ An ER set too high will result in a wealth transfer from the bidder’s 

shareholders to the target’s. 

 

o Empirical research: 

▪ Cash is King: Cash accounts for 75-85% of deals. 

▪ Form of payment is related to size of deal – Smaller deals are more likely to 

use cash. 

▪ Economic conditions matter– Stock use higher in bull market. 

▪ Positive relationship between use of stock when: 

• Deal is Friendly. 

• Buyer stock price is bullish. 

• Ownership is not concentrated. 

• Large deal size. 

- Financing: 

o Will affect the subsequent financial flexibility and capital structure of the emerged 

entity. 

o Practical limitations relating to deal size (price) will impact financing options which 

then determine the optimal form of payment.  

- Method of acquisition post deal implementation: 

o The reasons or buying the target – people, technical capabilities, market positions, 

brand name.  

o The source of value – cost reduction means revenue enhancement, growth options.  

o The degree of integration required.  

o Due diligence reveal potential sources risk: 

▪ Confirm the expectations of the buyer about the target’s performance, 

prospects, assets, liabilities, SWOT, etc.  

▪ To identify critical areas of concern and potential remedies for them 

▪ Note: the buyer will always like extensive DD, the seller will find DD as 

disruptive as it may require disclosures to mitigate the need for warranties 

and indemnities demanded by the buyer after DD. 

▪ In hostile takeovers the bidder has to rely on external advisors to a much 

greater extent.  

- Payments to other parties 

- Timing 

o First mover advantage: 

▪ Cherry pick the best target firm 

▪ Buy at a lower price than follow-on buyers (becomes floor for the deal).  

▪ Prevent rival from gaining competitive advantage by locking up a desirable 

target. 

o Second mover: 

▪ Better able to identify value in new and fast evolving industries.  

▪ Has room to develop a strategically effective counter to the first mover.  



- Risk management 

- Regulatory consideration/ Hurdles: 

o While waiting for approval, bidder loses valuable time 

▪ Opportunity for rival bidders to enter the game 

▪ Chance of bid failure higher with rival bidders 

▪ Time for target management to bolster their defences. 

•  need to foresee litigation initiated by target (potential 

showstopper). 

o Careful vetting of bid proposal for any anti-competitive implications is therefore 

necessary.  

o Financial buyers (PE) are often in more advantageous position.  

▪ Reason: less likely to be consolidating companies in the same industry, not 

creating something akin to market dominance (i.e. fewer synergies, pose 

fewer regulatory problems). 

Bid strategy: 

- Friendly bid: 

o Management’s motivations are taken into consideration. E.g. retirement, poor 

performance.  

o Less expensive due to: 

▪ Lower bid premium. 

▪ Lower risk as Due Diligence is allowed (accurate valuation).  

▪ Speed of execution.  

- Hostile Bid: 

o Management’s motivation is not taken into consideration.  

▪ Offer is made directly to the shareholders. 

o Accepting or negotiating puts target management in a better position than 

otherwise (with board positions, management, etc.). 

- Evidence suggests: 

▪ Friendly bids are more likely to go through than hostile bids. 

▪ Targets of hostile bids are likely to be companies with poor returns and sales 

and inefficient use of assets. 

- Toehold Stake: 

o Building a stake in the target (pre-bid stake). 

o Purchase of shares can be done via the market (called a street sweep) or through a 

tender offer (offer a premium over the market price). 

o Advantages: 

▪ Pressures the target to negotiate. 

▪ Improves chances of securing majority control in a bid. 

▪ A large toehold may deter potential rival bids and prevent a high bid 

premium 

▪ If outbid, the stake could be sold at a profit 

▪ Cash underwriting of offer less expensive since Toe-hold is already bought. 

o Disadvantages: 

▪ Puts target ‘in play’ and target price is driven up.  

▪ If no deal, holdings may be sold at a loss.  

▪ Makes acquisition intention public after 5% threshold is met.  

▪ Regulations restrictions: 



• Under Ch 6, a A person with > 20% but < 90% of stock can only 

acquire more shares in accordance with the Act. 

- Resistance from target firm: 

o Why? 

▪ Target is seeking a better price.  

▪ Management believes the target would perform better as an independent 

firm. 

o Defence tactics: 

▪ Shark repellents – structural defences in the company’s charter or by-laws.  

▪ Poison pills or shareholder rights plans that increases the cost of the bid. 

▪ Stand still agreements: freezing voting rights. 

▪ White knight: This forces the bid premium higher. 

o Response to defence tactics: 

▪ Legally challenge the anti-takeover defences in place 

▪ A proxy fight to replace the target directors so that the poison pills can be 

redeemed, and other impediments removed. 

• when a group of shareholders are persuaded to join forces and 

gather enough shareholder proxies to win a corporate vote 

▪ Enlisting shareholder activists to support the TO and bring pressure to bear 

on the target board. 

 

Methods of acquiring corporate control: 

- Takeover bids: offer is made directly to shareholders. 

- Scheme of arrangement: offer is made with management cooperation. 

o Scheme of arrangements needs to go through court as there is opportunity for both 

negotiating parties to collude at the expense of the shareholders/investors. 

o Transfer pricing is also necessary in SOA. 

▪ TP is the price at which divisions of a company transact with each other, 

such as the trade of supplies or labour between departments.   

- Other methods: 

o A negotiated contract with a majority of shareholders. 

o Reductions in capital. 



o Variation to rights attached to shares. 

Note: differentiation is paying different shareholders different amounts of money.  

- Differentiation in scheme of arrangement is determined on the basis of a tier pricing 

scheme. 

Comparison of bids and schemes: 

- Off-market bid: 

o A bidder makes separate but identical offers to all holders of securities in a target 

company of the relevant class securities.  (e.g. Takeover). 

o Conditional agreements. 

▪ Pro = Accepting a conditional bid locks the target shareholder into the offer 

and they cannot accept an alternative offer. 

▪ Most common condition is a minimum acceptance rule/covenants. 

▪ Approval of conditions from ACCC/FIRB. 

o Consideration: 

▪ A bidder may offer any form of payment, but no differentiation: 

• Any benefits offered to ALL shareholders  

• Corporations Act sets out rules for minimum offer price and 

changes to consideration: 

o Offer consideration may be changed at any point before 

the deal closes provided formal notice given to public & 

ASIC. 

o Scrip offers are not considered altered if price sensitive 

financial information is released by the bidder 

• Bidder cannot purchase securities on-market in excess of 20% 

threshold when offer is unconditional and bidders statement 

(lodged with the ASX) has not been provided to the target. 

o Timing:  

▪ Usually takes 3 months from announcement to completion.  

▪ Bid must stay open for a min of 1 month and a max of 12 months. 

▪ The offer must be declared unconditional 7 days before the offer closes.  



• If the conditions are not waived, and are not meet at the end of the 

offer, then all contracts of acceptance are void.  

▪ if the price is increased or the bidder’s shareholding reaches 50% in the last 

7 days of the offer, the offer is automatically extended by 14 days. 

• shareholders who accepted a conditional offer can withdraw 

acceptance if the variation delays the payment for more than 1 

month. 

o Target’s duties: 

▪ Upon receiving the bid, they must immediately notify the ASX (price 

sensitive information) summarising the bid. 

▪ Directors cannot take frustrating actions that deny shareholders the chance 

to participate in the bid –  Director fiduciary duties. 

• No general duty to actively seek out an alternative bidder to ensure 

best price. 

▪ Directors must assess reasonableness of the offer, this includes assessing 

the company value.  

 

- On-market bid: 

o The quoted securities are acquired through the ASX rather than through Off-market. 

▪ A bidder will stand in the market during the bid period and offer to acquire 

all of the target’s securities at the specified offer price through an appointed 

broker and will have priority over other trades on the market at that price.  

o Rare in AUS: as they must be Cash only and unconditional deals. 

▪ relate to all shares in the target company and not just a specified 

proportion.  

o Regulatory approval must be granted before announcement = generally less flexible. 

o it can be quickly executed. 

 

- Scheme of arrangement 

o A company with the approval of its creditors and shareholders, can affect a 

reconstruction of its capital, assets or liabilities  

o Success requires: 

▪ court approval (under 5.1 of the corporations act)  

• plus  

• approval from either  

o 75% by value or  

o 50% by number of each class of security holder 

o Schemes are considered more flexible than the process for takeover bids 

▪ Form of payment, payment differentiation, post-merger conditions 

o Schemes more likely when: 

▪ Target firm ownership more concentrated 

▪ Bidder toehold stake (i.e. pre-bid stake) is smaller 

▪ Highly levered bidder 

▪ Larger target 

o Target’s roles: 

▪ Schemes are typically target initiated, or at the least supported, as the 

target is responsible for several steps in the process. 

▪ Eg. Issuing scheme documentation to the target’s shareholders 



▪ Schemes tend to proceed on friendly rather than hostile terms 

▪ No regulatory approval is required prior to announcement.  

• “bear-hug” announcements. 

o an offer made to buy shares for a much higher per-share 

price than what that company is worth.  

o usually made when there is doubt over the target 

company's management’s willingness to sell 

▪ It is hoped pressure from shareholders will force target’s management. 

Week 5  

 

Trading Multiples: 

- Simple and easy way to value a company.  

- Calculate the value of an asset by comparing it to values assessed by the market for 

comparable assets. 

- For e.g.  EV/EBITDA as a multiple  

- Since multiples are driven by growth and risk, it is ideal to use comparable firms with similar 

outlooks for both.  

- The process: 

• Identify the comparable assets (most important part of the process). 

• obtain market values for the assets. 

• Convert these market values into standardised values. 

• Compare the standardised values (multiples) for the asset analysed with the 

comparable asset  

- Unlike Transactional multiples, we look at stocks trading at the market. 

- Calculation issues: 

o Choice of multiples – usually P/E, EV/EBITDA, PEG, etc. 



 
o Hairballs or Organizational differences. – Minority interests, investments, non-

comparable divisions etc. 

o Post balance sheet events – divestitures, acquisitions, buy-backs, etc. 

o Outliers – data providers often use different procedures to calculate the same ratio 

o Fiscal vs calendar year 

 

- Advantages: 

o Based on public information = reflects market sentiment. 

▪ Market efficiency says that valuation should theoretically reflect all available 

info, assets are always relatively undervalued/overvalued,  

o not as computationally difficult as other approaches, 

o does not include a control premium. 

- Disadvantages: 

o Difficult to find large samples of truly comparable companies. 

o Trading valuation may be affected by thin trading. 

o Small capitalisation = poor research coverage. 

o The market can be wrong.  

o Undervalued may still equal overvalued.  

Transaction Multiple: 

- Valuation that is based on purchase prices of comparable acquisition transactions 

(difference between the trading multiple). 

- includes control premium. 

- Uses for: 

o Valuing a business in a change of control situation (i.e. inclusive of a control 

premium). 

o Provide statistics on transactions as a basis for discussion. 

o Displays historic acquisition appetite of industry participants and determine 

willingness to “pay full price”. 

o Determine the market demand for different types of assets. i.e. frequency of 

transactions and premium paid. 

o Looking at the price paid in other transactions – captures the acquisition premium 

that has been paid – new target may deem that they are being undervalued (not 

intrinsically undervalued, rather, from other acquisition premiums. 

- Advantages: 

o Based on public information 



o Captures control premium 

o May show trends (i.e. consolidation, foreign/financial acquirers) 

o Provides guidance to likely interlopers and their willingness and ability to pay 

- Disadvantages: 

o Public data can be limited/misleading,  

o transactions are rarely directly comparable (stock market, business, financing, 

bidders may have all changed) 

o not all aspects of a transaction can be captured in multiples valuation 

o Market conditions at time of transaction may have a significant influence on 

valuation . 

 

 

Average premium: Bid price for the company/ current market price. 

- Precedent for deal negotiators. 

- It does not distinguish between industry effects, synergy potential, control/liquidity factors. 

DCF: 

- PV of projected cash flows of a business.  

- Discounted amount reflects the TVM and the riskiness of the asset.  

- Need to have strong assumptions 

- Used for: 

o A base case scenario (to satisfy market convention). 

o An asset with a finite life. 

o A start up business or early stages of development. 

o A turnaround situation (i.e. when earnings will be very different in a few years). 

- Various cases can be evaluated: 

o Upside (favourable) versus downside (unfavourable). 

o Base/low cases to manage expectations, establish floor. 

o Key sensitivities on price, cost, growth, etc. 

- Valuation under certainty: uses the risk free rate to account for time value of money 

 



- Valuation under uncertainty: incorporates risks into the discount rate. 

 
- Components: 

o Forecasted Free cash flow:  

▪ Any Free cash flow is the cash that remains after all necessary reinvestments 

(e.g. Capex  and working capital) have been made. 

▪ cash that can be distributed to shareholders and debt holders (also known 

as the ‘unlevered cash flow’) 

• FCF is measured prior to any debt service (interest and debt 

repayment), but after cash taxes 

• Involves projections about the market, industry, firm’s market share, 

sales, etc. 

o Usually 5-10 years. 

•  FCF therefore is the amount of  

 
▪ Firms with large amounts of debt: 

• need to be discounted at Cost of equity, not WACC.  

• we use the FCFE (levered cash flow), not FCFF. 

o TV: 

▪ Estimate of future value at “steady state” (Note; it should also only be 

measured then). 

▪ Gordon growth model: 

 
o Assumptions: 

• The current dividend/cash flow is known and grows at a constant 

rate g. 

• The discount rate is always greater than the growth rate. 



• The term structure of interest rates is flat.  

▪  “steady state”: 

• LT assumptions have been stabilised: beta, cost or debt, debt ratio 

etc. 

• Little added value by forecasting more years 

• For practical purposes? around ten years.  

 

o COC: 

▪ Represents current return requirements on capital invested (debt and 

equity) and the appropriate risk of the underlying cash flows. 

▪ Reflects target capital structure on a market weighted basis.  

▪ WACC or ROE is used, for FCFF or FCFE respectively. 

▪ WACC: 

 
▪ Where E is the value of equity, D is the value for debt and V is the value of 

the firm. 

▪ Note: 

• Always use Market weights.  

• Always use Market based opportunities.  

• Always use forward looking weights and opportunities. 

▪ Cost of equity: 

• CAPM, DDM, Earnings capitalisation model (ECM). 

• Depends on what assumptions are being made? 

▪ Cost of Debt: 

• Current interest rate on new debt (most current estimate) (YTM). 

• Find the credit rating of the company and use the spread of that 

credit rating over the government bond proxy for its risk (credit 

rating agencies) 

• Use the net interest/ average debt as a last resort, use the market 

values of debt wherever possible. 

 

- Process: 

1- Determine the forecast horizon cash flows – usually 5-10 years, although with 

significant variation. 

2- Determine terminal value cash flows – can use liquidation value, multiples o 

stable growth model 

3- Calculate the WACC to DCF 

 

- Advantages vs Disadvantages: 

o Advantages: 

▪ Theoretically the most sound valuation model 

▪ forward looking analysis, 

▪ based on cash flows (rather than net income), incorporates expecting 

operating strategy into the model,  

▪ less influenced by volatile market conditions,  



▪ allows a valuation of separate components or synergies of a business  

o Disadvantages: 

▪ highly sensitive to underlying assumptions, TV and discount rate,  

▪ TV often represents a significant portion of Total value,  

▪ Impervious to market dynamics and control premia.  

LBO: 

- based on cash flow projections like a DCF, but considers the Company’s leveraged capital 

structure. 

- Used to answer the following questions:  

o Does the LBO work within a sensible range of purchase prices? 

▪ Are equity returns high enough (>15%)? 

o How much debt can be put into the company? 

▪ Reimbursed before/within maturity while maintaining credit ratios in 

acceptable ranges at all times? 

- Process: 

o Step 1 

▪ Determine purchase price 

▪ Determine how much will be paid for using debt vs. equity 

▪ What is the entry multiple (i.e. EV/EBITDA of x) 

• Recall EV = Market cap + debt (ST & LT) – cash  

o Step 2 

▪ Project company’s cash flows over investment horizon (e.g. over 5 years) 

▪ Use any excess cash (after operating expenses and interest has been paid) to 

pay down debt 

▪ Equity holders receive no cash during these years 

o Step 3 

▪ Assume an exit multiple (i.e. EV/EBITDA of x) 

• Multiply this with EBITDA in exit year (e.g. in year 5) 

▪ You now have EV.  

• EV – outstanding debt = Value of Equity at Exit 

▪ Using Equity put in from Step 1 and Equity at exit from Step 3, you can 

calculate IRR of equity investment 

o Step 4 

▪ Calculate IRR of equity value. 

▪ Assess key sensitivities: 

• Entry vs. Exit multiple (EBITDA multiples) 

• Gearing vs. Entry multiple 

• Exit year vs. Exit multiple 

Note: Triangulation of the results from multiple models aids decision making and strengthens 

conclusions. Assign appropriate weightings to each methodology in accordance to the underlying 

assumptions and appropriateness of the model.   

Alternative valuation methods 

- Current market value: Assuming an efficient market, serves as a benchmark in M&A 

- Historical performance: What is the 52 week price range? Another often used M&A 

benchmark 



- Replacement value: What would it cost to rebuild the company from scratch (or create a 

replica)? 

- Liquidation value: value gain by liquidation.  

o Key difference from replacement value: This method assumes no growth or options, 

and difficult to measure intangibles 

o Sum-of-the-parts (SoTP) analysis: Value company at each segment.  

Valuing Synergies: 

- Don’t focus on the market price, focus on the value for growth and synergies.  

- M&A should occur only when synergy values cannot be achieved without the synergy. 

o There must be economic or strategic justification based in operational synergies 

o Financial synergies can however have positive side effects: 

▪ Expansion of borrowing capacity 

▪ Optimisation of WACC 

▪ Lowering of debt costs (co-insurance). 

- the only time you would ever pay a premium for the company would be when you believe it 

has synergy value  

- Valuing synergies is essential in forming an opinion pre-merger. post-merger actions should 

focus on achieving the synergies that have been identified and valued. 

- Types: 

 

o  Value of synergies in place: 

▪ Relates to synergies that are realisable given the merged firm’s existing 

assets. 

▪ It is important to know the type of synergies as it allows us to price it 

properly by using the right discount rate.  

▪  
▪ Operational Synergies: Revenue enhancement, cost reduction and asset 

reduction 

• they have implementation costs 

• reported pre-costs, but the costs need to be accounted for on an 

after-tax basis. 

o can modelled as a fixed number or as a % of pre-cost, pre-

tax synergies. 



Revenue Enhancement: 

 

Cost reduction 

 

Asset Sale 

o Either one-off or will occur for a set number of years as 

Newco is reformed following the completion of the deal. 

o Accounted for on an after- tax basis, which will necessitate: 

▪ Determining an accounting gain/loss on sale 

▪ Incorporating this tax as a cash outflow in the 

valuation of the synergy (i.e. Cash proceeds less 

tax). 

Tax Reduction: 

▪ After-tax synergies = incremental earnings 

stemming from synergies  

▪ A company that has assets that have been written 

down to zero, upon acquisition it will be written 



back up to its market value and you can reap the 

benefits of the tax deduction that it accompanies. 

 

▪ Valuation of synergies in place:  

• DCF  

 
o Considerations: 

o synergies are after tax, are incremental to the standalone 

case and net of implementation costs (including any 

additional operating costs of investment required for 

revenue synergies). 

Appropriate risk adjusted discount rate (RADR)? 

o RADR used must be consistent with the risk of the cash 

flows. 

o Typically cost reductions are less risky than revenue 

enhancements. 

•  
o Alternative approach for valuing the total synergy value of a 

deal is to find the difference in the combined standalone 

firm values and the merged entity value. 

• Multiples: 

 



o equity multiples are used as it represents how synergies will 

accrue to shareholders. 

o Normally done on a forward basis (Usually one year ahead). 

o examined as part of an EPS accretion/dilution analysis. 

 

o Value of real options synergies: 

▪ M&A may create future opportunities for which DCF/NPV are not 

appropriate valuation tools. 

• A negative NPV investment may actually be positive if value of 

flexibility is included. 

• The optionality can be viewed as flexibility to the manager and is 

consequently more valuable than synergies in place or synergies 

without flexibility. 

• Such synergies are valued through using an options framework. E.g. 

binomial tree and black Scholes. 

▪ Examples: 

 

 

 

 

 

 

 

 

 

Valuing the deal: 

- Value of 

liquidity and control. 

• Max payment for target = stand-alone value + value gained from synergies + 

adjustment (up/down) for illiquidity and control  

• The effects of liquidity and control on value (the net price) derives from their option 

like characteristics. 

• Liquidity: 

▪ ability to enter/exit a position quickly. 

▪ Marketability is the right to sell an asset 

▪ Illiquidity (lacking marketability) leads to a discount just large enough to 

purchase the non-traded asset rather than an identical marketable asset 

(“base case”).  

• Control: 

▪ Control is a call option on the alternate strategies available.  

▪ The value depends on the economic success of the current strategy 



– When strategy is working = the option to switch is out of the money. 

– When the strategy is not working = the option will be in the money. 

▪  High uncertainty in the economic environment= High volatility of values 

under competing strategies = High option values. 

▪ The control premium is the price of the control right. 

– It is often confused with the purchase premium, which is the sum of 

the expected synergies and the value of the control right. 

• Applying the liquidity discount and control premium: 

▪ The Multiplicative model: 

– 
Where: 

– π = premium for control,  

– Δ = discount for illiquidity , always negative.  

- Deal strategy 

• Bid strategy is the final part of the deal value puzzle 

• First mover advantage 

▪ We know from the research that, on average, target prices jump on 

takeover announcements 

▪ Initial bid premium may deter rival bids by increasing the costs of toehold 

acquisitions 

 

 

Lecture 6 
Strategic direction of acquisition: 

- Choosing process includes:  

o A selection process to identify an optimal 

target 

o Analytical tools used  

o A construction of the target profile, and 

anticipated moves. 

- Google vs Motorola: 



o Google acquires Motorola to gain 17,000 patents surrounding the mobile cellular 

market.  

o They paid 12.5 billion in 2011 

o In 2014, they sold it for 2.9 billion (took a significant haircut) due to change in 

strategy to develop android software rather than build the hardware itself.  

o Lesson: Understand the underlying strategy to give context for the deal and form 

there you may try to understand the potential downside.  

 

- target selection: 

o PESTLE analysis to 

understand how the firm 

strategy is positioned.  

o Develop an acquisition 

justification. 

o Assessment of industry 

attractiveness. 

o Strategic screening: 

▪ Acquisition and 

target selection 

must be geared 

towards creating 

isolated 

competitive 

positioning. 

• Synergy 

value = Unique component + Imitable component 

o Impact of acquisition on acquirer’s competitive environment. 

o SWOT analysis of the fit between firm and its acquisition target. 

o Value, strategy and deal structure all linked in finding the optimal M&A outcome. 

Valuation of the deal: 

- Valuation analysis provides the method for arriving at a price  

o Combines inputs, judgements and scepticism with different models 

- Aim is to derive an intrinsic value 

o No one model: Triangulation of results 

o No one estimate. 

▪ Ranges (within reason) are more important than point estimates  

▪ “Football field” range of results 

- Opportunities arise when prices differ from intrinsic value. 

Target strength, negotiation and synergy split: 

- The value of the target firm to an acquirer is the synergy value.  

o Synergies = benefits to shareholders in an M&A deal that could not be achieved as 

optimally without an M&A deal.  

o Value creation is the fundamental aim of transactions: 

▪ Addressing investor reaction to the deal announcement: 

• Rise               Price < Value of target + Value of synergies. 

• No change   Price = Value of target + Value of synergies. 



• Fall                Price > Value of target + Value of synergies. 

 

- How synergy gains are split between the target and acquirer depends on: 

o The replicability of the bidder’s strategy and value contribution. 

▪ If easily replicated, the bulk of the synergy gains will accrue to the target 

firm. 

▪ If unique, the sharing of benefits will be much more equitable. 

o The impact of rival bidders. 

▪ Multiple bidders = benefits accrue to target (Bradley, Desai and Kim (1988)) 

o The relative strength of the target as a stand-alone entity. 

▪ it’s own status quo strategy is essentially the “alternative bid”. 

▪ A strong target = higher share of synergy values,  

▪ Weak/poor performing target = lower share as it requires more acquirer 

contribution to extract value. 

 

- Post-merger action should focus on achieving the synergies that have been identified and 

valued. These include:  

o Real option synergies: M&A activity may cause future opportunities  

▪ NPV approach does not recognise flexibility in investment decisions. 

▪ A -ve NPV investment may actually be +ve if value of flexibility is included. 

▪ Examples of real options synergies: 

• Growth  opportunity (not the obligation) to grow R&D; matching 

licences with resources, access to information  

• Exit  more alternative responses to market changes.  

• Defer flexibility to wait on developing new technology or entering 

into a market. 

• Alter scale  help the buyer to expand, contract, shut down or 

restart operation with respect to a market (banking). 

• Switch  Ability to change the mix of inputs/ outputs of the firm 

(oil). 

o Synergies in place: 

▪ These are realisable synergies given the merged firm’s existing assets. 

▪ Synergies are often report pre-costs but the costs need to be accounted for 

on an after tax-basis. ANY GAINS NEEDS TO BE ADJUSTED TO REFLECT AFTER 

TAX VALUE. 

• This can be modelled as fixed number or as a % of pre-cost, pre-tax 

synergies.  

▪ Types include revenue enhancement, cost reduction, asset reduction, tax 

reduction and financial synergies. 

▪ Cost reduction is the most commonly cited synergy, although depends on 

the company, industry and strategy. Remember: synergy estimates are not 

fixed.  

Revenue Enhancement 

Category Argument for Counter Argument 
Increased Market Power Increased market share and 

pricing flexibility of combined entity 
Market share is difficult to retain, 
competitive rivalry may not necessarily 
diminish. 



Network Externalities Combined firm has more attractive 
network and could increase volume 
sold, product could be repriced. 

Potentially limited by anti-competitive 
concerns. 

Acquisition of Complementors Combined firm can offer incentives to 
consumer to take a bundled product. 

Potentially limited by anti-competitive 
concerns and product quality issues. 

Leveraging Marketing Resources 
and Capabilities 

Combined firm can exploit larger 
distribution channels, branding and 
general marketing expertise. 

R&C not necessarily transferrable, 
dependent on firm and consumer 
preference as well. 

 

Cost reduction 

Category Argument for Counter Argument 
Reduction of excess capacity Combined firm has lower fixed costs 

and improved market position 
firms may need to beware of new entrants 

Elimination of common costs Combined firm can extract value that 
shareholders can achieve themselves 

Transfer of skills to competitors and 
implementation risks 

Economies of scale Combined firm can reduce average 
costs for a single product if there are 
fixed costs of production 

One party may already be at minimum 
efficient scale, diseconomies of scale may 
even exist 

Economies of Scope Combined firm can produce multiple 
products with same inputs and factors, 
lowering averaging costs. 

Little evidence of economies of scope at 
worst, could be perceived as diversification 

Learning Economies Combined firm can run more 
efficiently due to experience of one or 
both firms 

Learning not necessarily transferrable 

 

Financial synergies 

Category Argument for Counter Argument 
Expansion of Borrowing 
capacity (Coinsurance) 

If two firms with negatively correlated CFs merger then 
the combined firms may have lower probability of 
bankruptcy, increased borrowing capacity and hence 
greater use of debt tax shields 

Do shareholders seek benefit from 
less risky cash flows? 

Optimisation of WACC Combined firm can extract value of shareholders achieve 
themselves 

Transfer of skills to competitors 
and implementation risk 

Note: financial synergies are a nice by-product, not a ‘deal maker’ itself. 

- Recall there must be economic or strategic justification based in operational synergies. 

- For example: tax reductions 

o Increased depreciation expense due to basis set up 

▪ When a firm is purchased, its assets are revalued to reflect market value at 

the time of transaction, hence the basis for depreciation expense will 

increase due to the transaction, providing a benefit to shareholders. 

o Ability to carry forward losses (NOLs) 

▪ The combined firm may have profits to use these against within the time 

limits, shareholders could not do this without the deal (hence a synergy), 

income tax assessment act (ITAA) 1997. 

 

Asset reduction 

- Either one-off or will occur for a set number of years. 

- Figures should be after tax - which necessitates: 

o Determining an accounting gain/loss on sale 

▪ Applying the relevant tax rate to the accounting gain/loss 



• Incorporating this tax as a cash outflow in the valuation of the 

synergy. 

- Revenue enhancement, cost reduction and asset reduction are classified as operational 

synergies 

o There are often significant implementation costs for operational synergies 

▪ Reducing headcount requires redundancy payments, termination of 

contracts etc. 

 

Identifying synergies in place 

Element of FCF Directional relationship in FCF calculation Related synergy 
Revenue + Revenue enhancement 

Operating expenses - Cost reduction 

D&A + Indirectly (tax shield) Tax reduction 

Tax expense - Tax reduction 

Asset Sales / Rationalisation + But usually non-recurring Asset reduction 

Improvements in Working Capital cycle + in NWC terms Revenue enhancement 
Cost reduction 

 

o Valuing synergies in place: 

▪ DCF Framework: 

• Note that synergies are often after tax, are incremental to the 

standalone case and net of implementation costs. Another issue will 

be the selection of a horizon and terminal growth rate. 

𝑉𝑆𝑦𝑛𝑒𝑟𝑔𝑖𝑒𝑠 𝑖𝑛 𝑝𝑙𝑎𝑐𝑒 =  ∑
𝐴𝑓𝑡𝑒𝑟 𝑡𝑎𝑥 𝑠𝑦𝑛𝑒𝑟𝑔𝑖𝑒𝑠

(1 + 𝑅𝐴𝐷𝑅)𝑡

𝑛

𝑡=0

 

o Appropriate discount rate: risk adjusted rate must be 

consistent with the risk of the CFs. 

▪ No material risk = Use Risk free rate 

▪ As risky as EBIT = Use Cost of Debt 

▪ As risky as enterprise FCF = WACC 

▪ As risky as equity FCF = Cost of Equity 

▪ More risky than equity FCF = Hurdle rate 

▪ Multiples framework: 

𝑉𝑆𝑦𝑛𝑒𝑟𝑔𝑖𝑒𝑠 𝑖𝑛 𝑝𝑙𝑎𝑐𝑒 = (𝐴𝑓𝑡𝑒𝑟 𝑡𝑎𝑥 𝑠𝑦𝑛𝑒𝑟𝑔𝑖𝑒𝑠) ×
𝑃

𝐸
𝑚𝑢𝑙𝑡𝑖𝑝𝑙𝑒 at t 

• An equity multiple is used as the benefits represented by synergies 

will accrue to shareholders.  
o Note this will usually be done on forward basis (usually one 

year ahead) 

Financial modelling 

- Pro forma statements: 

o “A financial statement prepared on the basis of some assumed events and 

transactions that have not yet occurred” 

o Detailed financial projections and justification of assumptions required to make 

the pro forma estimate meaningful. 

 

- Forecasting methods: 



▪ Percent of sales forecasting: Base future forecasts as a percent of revenue 

that was perceived in the past  

o Assume that COGS as a % of Sales. 

o Net fixed assets, inventory, and selling, general, and 

administrative expenses probably vary imperfectly with 

sales 

o Categories like land or goodwill vary little with sales 

▪ The T-account method anticipates specific transactions and works through 

the accounts to derive the forecast statements  

• For accounts that vary with specific transactions (e.g., capital 

expenditures)  

o Which method is better? 

▪ financial forecasting is inevitably a mix of the two techniques: 

• POS forecasting requires the assessment of the various accounts’ 

relationships to sales (e.g. through historical trend analysis). 

• The T-method requires more information than the POS technique 

and can be tedious without the aid of a computer. 

o Quaker Oats vs Snapple: 

▪ The assumption for growth rate of revenue was not reflective of the future 

as it had depleted its growth potential.  

▪ Hence its growth was overestimated and thus was bought at an overrated 

price. 

Circularity of the model: 

- The pro-forma statement needs to be iterated through to solve for debt 

o All current liabilities do not arise spontaneously in the course of business (e.g., as do 

accounts payable and accruals). 

o Short-term debt does not arise spontaneously, it must be borrowed. 

- WHY? 

o The income statement drives the balance sheet  

▪ Equity = Beginning Equity + Net Profit After Tax – Distributions to Equity 

Holders 

▪ Or Net Profit After Tax = Change in Equity + Distributions to Equity Holders 

▪ This equation is known as the clean surplus relation 

o The balance sheet affects the income statement through interest expense 

- Use “overdraft” as the debt-plug figure 

o if debts turns negative: 

▪  Cash is the offsetting plug 

o If debt is positive: 

▪ Cash is held constant at minimum number 

How does the forecasting work? 

- Need to interpret the economics of the firm’s future; What creates the growing financing 

need? 

- Need to identify the self-sustainable growth rate 

▪ Is the firm retaining enough earnings to finance its growth in assets? 

- Sensitivity analysis of the key drivers 

o How does one find the key drivers and assess their effects? 



o Three classical approaches for accounting for this: 

▪ Data tables 

• Break-even analysis: the identification of pivotal values in key 

assumptions 

• When does the company move from lending to borrowing? 

• Highlights important thresholds for managers: How does a 1 percent 

in X Affect Y? 

▪ Simple manipulation of key assumptions 

• However, simple manipulation can be an inefficient way to exercise 

the model and can quickly turn into aimless churning of the 

assumptions without a systematic analysis 

▪ Scenario analysis 

• Simple manipulation guided by a vision of the interdependency 

among assumptions 

o Think consciously about how managers respond to external 

pressures  

▪ Eg: If sales decline, mgmt might cut capital spending 

and administrative expense. 

• Investigate various economic scenario (Recession, Boom, etc). 

- View the model as:  

o Part of a process of analysis, rather than as an end in itself;  

o Financial system in which human managers must decide among competing policies, 

rather than as an opaque box from which policy choices just emerge. 

o The ultimate aim of the modelling process is to increase investors’ returns and/or 

reduce their risks. 

Financial statements: 

- Accounting plays an important role in valuation: 

o Discrete set of tools used to describe financial performance 

o Provides the framework in which valuation takes place 

- The language of accounting is used to: 

o Understand historical financial performance 

o Forecast financial performance 

- The focus here is on financial analysis not accounting in its own right 

- Accounting techniques are useful in describing the operating aspects of the firm. For 

example, sales, costs, assets employed. 

 

Balance sheet: 

- The BS is a double-sided listing of the assets of the business (LHS) and the financing of these 

assets (RHS) at a point in time. 

- The BS is a cumulative statement showing the effect of the firm’s actions up to a point in 

time. 

- Items in the BS are organised in order of liquidity, from most liquid (easier to convert to 

cash) to least liquid (harder to convert to cash). 

- Current items are expected to be converted to cash within a year. 

- The building blocks of accounting are Assets and Liabilities. Assets represent future benefits 

and liabilities represent future obligations.  



 

 

 

 

 

o The difference between asset and liability value is the equity in the firm that belongs 

to the owners: Equity = Assets – Liabilities 

o Equity is also known as net assets or book value. If all assets and liabilities were 

recorded at market values then: 

▪ Book Value of Equity = Market Value of Equity 

• There are two reasons for changes in equity: 

o Transactions with equity holders, distributions or receiving 

funds from them 

o Transfers of the operating surplus to the equity account 

o Accountants seek to supply reliable (historical cost) information, leaving users to 

make the subjective adjustments required to for a valuation. 

o Financial analysis involves finding benefits and obligations that have been ignored in 

the preparation of financial statements and determining those that have been 

incorrectly valued. 

- Income statement: 

o Measures the net economic benefits generated over a period of time.  

o Given the clean surplus relation, what information does the income statement add? 

▪ The information comes from the classification of changes in assets and 

liabilities into the components of income. 

o This statement does not give full information about the amount of cash that the firm 

generates. 

▪ It aims to provide a measure of the economic performance of the firm. 

Revenue and expenses: 

- Revenue 

o increase in assets or reduction in liabilities that are caused by the sale of goods and 

services arising from the firm’s normal operations. 

o Revenue is recognised when: 



▪ The earnings process is substantially complete 

▪ Collection is reasonably assured 

o Usually straightforward for most cases, but requires subjective judgments in certain 

cases such as long-term contract 

o Revenue is the key driver of the firm’ activities 

- Expenses: 

o Decrease in assets or increase in liabilities that arise from the normal operating 

activities of the firm 

o A note on Depreciation: 

▪ Frequently there is an arbitrary allocation of costs over the useful life of an 

asset such as straight line depreciation 

▪ When analysing a business it is better to separate the depreciation 

expenses. Why? 

• Depreciation is not a cash expense. 

• However, it does generate a tax saving (tax shield) because it is tax 

deductible so we need to track it separately in order to accurately 

calculate cash taxes for our FCF calculation. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Formulas 
Lecture 1: 

Event study 

- Offer premium =
𝑂𝑓𝑓𝑒𝑟 𝐵𝑖𝑑

𝑈𝑛𝑎𝑓𝑓𝑒𝑐𝑡𝑒𝑑 𝑡𝑎𝑟𝑔𝑒𝑡 𝑝𝑟𝑖𝑐𝑒
 

 

- Mean Adjusted Return:  

o % Δ in Stock Price - (Average daily Market return of stock in Clean period) 

- Market Adjusted return: 

o % Δ in Stock Price - (% Δ in Market Fund Price) 

- Market Model return: 

o % Δ in Stock Price – (Alpha + Beta{% Δ in Market fund price})  

 

- Average residual = 
𝜖 𝐴𝑏𝑛𝑜𝑟𝑚𝑎𝑙 𝑟𝑒𝑡𝑢𝑟𝑛𝑠 𝑜𝑓 𝑒𝑎𝑑ℎ 𝑀&𝐴 𝑑𝑒𝑎𝑙𝑠

𝑁
 

- Cumulative Average residual = Sum of Average residual 

- Δ in wealth = CAR x Market Cap of the firm before event 

- T-stat =
𝐶𝐴𝑅

𝑆𝑡𝑎𝑛𝑑𝑎𝑟𝑑 𝐷𝑒𝑣𝑖𝑎𝑡𝑖𝑜𝑛 𝑜𝑓 𝐶𝐴𝑅
 

Lecture 2: 

- Q ratio = 
𝑀𝑎𝑟𝑘𝑒𝑡 𝑣𝑎𝑙𝑢𝑒 𝑜𝑓 𝑡ℎ𝑒 𝑓𝑖𝑟𝑚 𝑡ℎ𝑎𝑡 ℎ𝑜𝑙𝑑𝑠 𝑡ℎ𝑒 𝑎𝑠𝑠𝑒𝑡𝑠

𝑅𝑒𝑝𝑙𝑎𝑐𝑒𝑚𝑒𝑛𝑡 𝑐𝑜𝑠𝑡𝑠 𝑜𝑓 𝑡ℎ𝑒 𝑎𝑠𝑠𝑒𝑡𝑠
 

Lecture 3: 

- PE Multiple = 
𝑆𝑢𝑚 𝑜𝑓 𝐸𝑞𝑢𝑖𝑡𝑦 𝐼𝑛𝑓𝑙𝑜𝑤𝑠

𝑆𝑢𝑚 𝑜𝑓 𝐸𝑞𝑢𝑖𝑡𝑦 𝑂𝑢𝑡𝑓𝑙𝑜𝑤𝑠
 

Lecture 4: 

- Exchange ratio = 
𝑂𝑓𝑓𝑒𝑟 𝑃𝑟𝑖𝑐𝑒

𝐵𝑖𝑑𝑑𝑒𝑟 𝑠ℎ𝑎𝑟𝑒 𝑝𝑟𝑖𝑐𝑒
 

Lecture 5: 

- Average premium = 
 𝐵𝑖𝑑 𝑃𝑟𝑖𝑐𝑒 𝑓𝑜𝑟 𝑡ℎ𝑒 𝑐𝑜𝑚𝑝𝑎𝑛𝑦

 𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑚𝑎𝑟𝑘𝑒𝑡 𝑝𝑟𝑖𝑐𝑒
  

- NPV = ∑
𝐶𝐹𝑡

(1+𝑟)𝑡 

- TV = 
𝐷0(1+𝐺)

𝑟−𝐺
 

- LBO entry/exit multiple = 
 𝐸𝑉

 𝐸𝐵𝐼𝑇𝐷𝐴
 

- IRR = Entry equity (1+G)n= Exit equity 

o Solve or G 

- Enterprise value = Market cap + Debt – Cash 

- Equity value = EV – Debt 

 

 

 

- Value of synergies = Value of Synergies in place + Value of Real option Synergies 

o Value of synergies in place 

▪ DCF 



 
▪ Multiples 

 

 
- Total Synergies = Combined firm – sum (Target optimal + stand alone acquirer) 

- Maximum value of the target to the acquirer = Equity value of standalone target + Control 

Premium + Synergy value. 

Lecture 6: 

- FCFF = NOPAT – (Net CAPEX) – (Change in WC) + after tax interest payments 

- NPV = PV(FCF) + PV (TV) 

- Share price = 
 𝐸𝑉

 𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔 𝑠ℎ𝑎𝑟𝑒𝑠
 

 

- Max value of target to acquirers = Equity value of firm + Control Premium + synergy value  

o Control Premium = EV (Optimal of target) – EV (standalone of target) 

o Synergy value = EV of Merged – Sum of EV of independent firms – one time 

integration cost 

o Ending equity = beginning equity + NPAT – Distribution to shareholders 

▪ NPAT = Change in equity + Distributions to shareholders.  

 

- Plug : 

o Total assets – total liabilities + Equity 

o X>0    Plug = ST debt 

o X<0    Plug = ST Investments 

- FCF 

- FCFF = NPAT + Interest (1-TC) – Change in Capex – change in WC + Dep 

- FCFE = NPAT – Change in Capex– Change in WC + Dep + Net Borrowings 

Where: 

o Net borrowings = New debt – Debt repayments  

o Change in Capex = PPE (t1) – PPE (t0) + Dep (t0) 

o Change in WC = (CA-Cash) – (CL-ST debt) 

o NPAT =  

▪ Unlevered firm NPAT = EBIT (1-TC) 

▪ Levered firm NPAT = EBIT – Interest = EBT(1- TC) 

• Reminder: solve for EBT first then  

o FCFF = FCFE +(1-TC) – Net borrowings 

o FCFE = FCFF – (1-TC) + Net borrowings 

 

Lecture 9: 

- Implied offer value = Exchange ratio x bidder share price 

- Predicting the range of ER: 

o DCF, Scrip, ER is fixed:  



▪ Buyer’s perspective: 

• P merged > P of acquirer 

• P of acquirer = 
 𝐷𝐶𝐹 𝑜𝑓 𝑚𝑒𝑟𝑔𝑒𝑑

 𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝐴𝑐𝑞𝑢𝑖𝑟𝑒𝑟+𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝑇𝑎𝑟𝑔𝑒𝑡 ×𝐸𝑅 𝑜𝑓 𝐴𝑐𝑞𝑢𝑖𝑟𝑒𝑟
 

• ER of acquirer = 
 𝐷𝐶𝐹 𝑜𝑓 𝑚𝑒𝑟𝑔𝑒𝑑

 𝑃𝑟𝑖𝑐𝑒 𝑜𝑓 𝐴𝑐𝑞𝑢𝑖𝑟𝑒𝑟 ×𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝑎𝑐𝑞𝑢𝑖𝑟𝑒𝑟
−

 
𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝑎𝑐𝑞𝑢𝑖𝑟𝑒𝑟

𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝑡𝑎𝑟𝑔𝑒𝑡
 

 

▪ Target’s perspective: 

• P Merged x ER of target > P of target 

• P of Merged = 
 𝐷𝐶𝐹 𝑜𝑓 𝑚𝑒𝑟𝑔𝑒𝑑

 𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝐴𝑐𝑞𝑢𝑖𝑟𝑒𝑟+𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝑇𝑎𝑟𝑔𝑒𝑡 ×𝐸𝑅 𝑜𝑓 𝑡𝑎𝑟𝑔𝑒𝑡
 

• ER of acquirer = 
𝑃𝑟𝑖𝑐𝑒 𝑜𝑓 𝑇𝑎𝑟𝑔𝑒𝑡 × 𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝑎𝑐𝑞𝑢𝑖𝑟𝑒𝑟

𝐷𝐶𝐹 𝑜𝑓 𝑚𝑒𝑟𝑔𝑒𝑑−𝑃𝑟𝑖𝑐𝑒 𝑜 𝑡𝑎𝑟𝑔𝑒𝑡 ×𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝑡𝑎𝑟𝑔𝑒𝑡
 

 

 

 

 


