•

Direct dialogue with one or two prospective buyers
o Usually initiated by the buyer
o Groundwork and initial notices of interest begins well before the actual process
o Particularly evident in situations involving a natural strategic buyer with clear
synergies and strategic fit
o Reach agreement upfront on key deal terms
o Works better for smaller companies or companies with losses/thin profits, which
need more marketing by the seller’s advisors
Advantages and Disadvantages

Advantages

•
•
•
•
•

Disadvantages

•
•
•
•
•

Negotiated Sale
Highest degree of confidentiality
Generally less disruptive to business than an auction – flexible deal
timelines/deadlines
Typically fastest timing to signing
Minimizes tainting market perceptions if negotiations fail
Sometimes is the only basis on which a particular buyer will participate
in a sales process
Limits seller negotiating leverage and competitive tension – they only
have 2 or so buyers to choose from. Bids may thus be less competitive
Potential to leave money on the table if other buyers would have been
willing to pay more
Still requires significant management time to satisfy buyer due diligence
needs
May require sharing of sensitive information with competitors without
knowing the transaction will close for certain
Provides less market data for which the target’s board of directors can
rely on to ensure value has been maximised

Valuation
•
•

Key issue for M&A is to quantify and discount the value added as a result of the merger
o Any additional value created is referred to as synergies
𝑃𝑟𝑖𝑐𝑒 𝑝𝑎𝑖𝑑 𝑓𝑜𝑟 𝑡𝑎𝑟𝑔𝑒𝑡 = 𝑇𝑎𝑟𝑔𝑒𝑡 ′ 𝑠 𝑝𝑟𝑒 − 𝑏𝑖𝑑 𝑚𝑎𝑟𝑘𝑒𝑡 𝑐𝑎𝑝 + 𝑝𝑟𝑒𝑚𝑖𝑢𝑚

The offer
•
•

After the valuation, it is in the position to make an offer
Bidders can use one of two methods to pay for a target – cash or stock
o Cash transaction – bidder simply pays for target including premium in cash
o Stock swap transaction – bidder pays for target by issuing new stock and giving it to
the target shareholders
o Exchange ratio
▪ Number of bidder shares received by target shareholders in exchange for
each target share
Positive NPV for acquirer

•

Positive NPV for acquirer shareholders if share price of merged firm exceeds pre-merger
price of acquiring firm

o

Acquirer’s share price should increase post-acquisition only if
𝐸𝐴 + 𝐸𝑇 + 𝑆 𝐸𝐴
>
𝑁𝐴 + 𝑋
𝑁𝐴

Where E_A = EV of acquirer, E_T = EV of target, S = synergies, N_A = SOI acquirer, X = shares issued to pay for target,

o
o

I.e., share price of MergeCo > share price of acquirer
In order for this to happen,
𝑋<

o

𝐸𝑇 + 𝑆
×𝑁𝐴
𝐸𝐴

In other words,
𝑬𝒙𝒄𝒉𝒂𝒏𝒈𝒆 𝑹𝒂𝒕𝒊𝒐 =

o

𝑋
𝐸𝑇 + 𝑆 𝑁𝐴
<
×
𝑁𝑇
𝐸𝐴
𝑁𝑇

But
𝑃𝑇 =

𝐸𝑇
𝑁𝑇

and 𝑃𝐴 =

∴ 𝑬𝒙𝒄𝒉𝒂𝒏𝒈𝒆 𝑹𝒂𝒕𝒊𝒐 <

𝐸𝐴
𝑁𝐴

𝑃𝑇
𝑆
(1 + )
𝑃𝐴
𝐸𝑇

Merger Gains
Financed by cash
𝐺𝑎𝑖𝑛 = 𝑃𝑉𝐴𝐵 − (𝑃𝑉𝐴 + 𝑃𝑉𝐵 ) = ∆𝑃𝑉𝐴𝐵
𝐶𝑜𝑠𝑡 = 𝑃𝑟𝑖𝑐𝑒 𝑝𝑎𝑖𝑑 − 𝑃𝑉𝐵
𝑁𝑃𝑉𝐴𝑞𝑢𝑖𝑟𝑒𝑟 = 𝐺𝑎𝑖𝑛 − 𝐶𝑜𝑠𝑡 = ∆𝑃𝑉𝐴𝐵 − (𝑃𝑟𝑖𝑐𝑒 − 𝑃𝑉𝐵 )
Financed by stock
𝐶𝑜𝑠𝑡 = 𝑋 × 𝑃𝑉𝐴𝐵 − 𝑃𝑉𝐵
•

Price paid for target = number of shares issued multiplied by value of MergeCo
Cash vs stock offers

•
•

•

If cash, cost of merger is unaffected by merger gains
If stock, cost depends on gains because gains affect post-merger stock price
o Stock financing also mitigates effect of overvaluation or undervaluation of either
merging firm and or synergies (risk sharing)
▪ This is because when you issue new shares to merge the two firms, the value
of the new firm’s shares is dependent on the value of the combined
companies  mixes up the companies together and reduces risk of
over/under paying
Asymmetric information: market reactions are different
o Stock: favoured by pessimistic managers who think their company’s stock is
overvalued  more worth it paying with overvalued stock

o

o

Cash: favoured by optimistic managers who think their company’s stock is
undervalued  don’t want to pay with stock when your stock isn’t worth much at
the time
Explains why acquirer’s share price usually fall when stock mergers are announced

Tax considerations
•
•

The choice of stock vs cash affects the taxes of target shareholders
Cash received in full or partial exchange for shares triggers an immediate tax liability for
target shareholders
o They will have to pay a cap gains tax on the difference between price paid for their
shares in the takeover and price paid when they first bought the shares
o If complete stock for stock takeover, tax liability is deferred until target shareholders
actually sell their new shares of bidder stock

Merger Accounting
•

Two methods of accounting for M&A
o Purchase accounting
o Pooling accounting
Purchase accounting

•
•

Goodwill recognised and should not be amortized
Goodwill should be tested for impairment annually
𝐺𝑜𝑜𝑑𝑤𝑖𝑙𝑙 = 𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑐𝑜𝑛𝑠𝑖𝑑𝑒𝑟𝑎𝑡𝑖𝑜𝑛 𝑝𝑎𝑖𝑑 𝑓𝑜𝑟 𝑡𝑎𝑟𝑔𝑒𝑡 ′ 𝑠𝑒𝑞𝑢𝑖𝑡𝑦
− 𝑓𝑎𝑖𝑟 𝑚𝑎𝑟𝑘𝑒𝑡 𝑣𝑎𝑙𝑢𝑒 𝑜𝑓 𝑖𝑡𝑠 𝑛𝑒𝑡 𝑎𝑠𝑠𝑒𝑡𝑠

Board and shareholder approval
•
•

•

For a merger to proceed, both target and acquiring board of directors must approve the deal
and put the question to a vote of the shareholders of the target
Friendly takeover
o When a target’s board of directors supports a merger, negotiates with potential
acquirers, and agrees on a price that is ultimately put to a shareholder vote
Hostile takeover

