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Eyes on the Price

Four finance executives reveal how they avoid overpaying for an acquisition.

By Vincent Ryan

If Silver Lake Partners and Michael Dell pull off their leveraged buy-

out of Dell at a 25% premium,
as merger-and-acquisition premiums go.

they will be getting a bargain, at least
In merger deals involving nonfinancial

public companies in 2012, the average premium paid was nearly 41%, accord-
ing to data from S&P Capital 1Q. (Only deals above $50 million were counted.)

Dig down, though, and maybe the
Dell deal is not the steal it appears to
be. In that S&P Capital 1Q data set,
only 89 companies (out of 1,016) paid
a premium of 25% or more, down
from 108 in 2011 and 122 in 2007,
prior to the financial crisis.

Dell aside, many companies are
still paying a healthy amount above
a target’s intrinsic value, even in a
tepid climate for M&A. And because
M&A is cyclical, in a more vigorous
global economic recovery premiums
could swell, experts say. That's be-
cause when banks lend more and
executives brim with confidence,%
companies tend to pay too mu r
acquisitions, hurting their r
investment. “The best retl rom
M&A come from transactions during
recessionary periods, the worst when
the economy is very strong,” says
Andy Rose, CFO of metals manufac-
turer Worthington Industries.

But companies can develop com-
petencies in M&A that tamp down
the impulse to overpay. “Where you
differentiate yourself is in the disci-
pline you use in negotiating the price
and not overpaying,” says Rose, who
has spent years in private equity and
orchestrated $500 million in deals at
Worthington the past three years.

What rules and principles do
CFOs and M&A advisers live by

when valuing prospective deals?
Here, a group of experienced f|

nance executives share f|ve4t%»

from their M&A playbook

CURBY
1 ENTHU
No hun S to come home
without b he prize. Similarly,
an execlt desire to acquire a

tro @iness can overwhelm rea-
sﬁ@ hinking about price. As

Gilcreast of Pricewaterhouse-

%t(fgopers’s transaction-services prac-

ice points out, “Bankers are not
motivated by doing deals; they are
motivated by closing them.”

Indeed, the bias to get a deal done
can obscure red flags. In one of the
worst large M&A deals in recent his-
tory, Royal Bank of Scotland execu-
tives pursued the takeover of ABN
AMRO through a long, competitive
battle without having conducted due
diligence on the Dutch bank’s balance
sheets or risk-management practices.
The board rubber-stamped the disas-
trous $97 billion deal even though it
was told that execution risk was high
and integration would be more diffi-
cult than with RBS’s past deals.

When enthusiasm builds for a
transaction, the CFO often has to
be the objective voice in the room.

S

“Chief executives have big visions,
which sometimes result in narrow
consideration of alternate views,”
wrote Gi@reast in a 2012 paper on
deal v jon. CFOs can make it
e %ﬁgr executive management
oard of directors to walk
from an expensive transaction
making sure the company is not
banking its future on one deal, says
Rose. “If | have a pipeline of 20 op-
portunities, | can walk away and go
to the next deal on the list,” he says.
Worthington Industries has an ex-
ecutive who flies around the world
to identify companies, meet own-
ers of businesses, and fill its funnel
with opportunities.

DON’T PAY FOR
2 SYNERGIES (MOSTLY).

Many M&A advisers counsel
against paying for synergies, the no-
tion that two businesses combined
can be greater than the sum of their
parts. Baking synergies into the tar-
get’s valuation is particularly danger-
ous, because then the seller, not the
buyer’s shareholders, reaps the val-
ue of the synergies. But some CFOs
think it’s okay to figure in certain
kinds of synergies.

Cypress Semiconductor bought
Ramtron International in 2012 in a
$116 million tuck-in deal (the acqui-
sition of a company made for the
sole purpose of merging it with a
division of the acquirer). In buying
a small public company in a similar
business, Cypress CFO Brad Buss
included in his calculations the cost
savings from eliminating parts of the



» Paying Up

above $50 million)

Premiums Paid 2007

Compared with five years ago, just prior to the worst of
the financial crisis, acquirers paid higher premiums for merger targets in 2012.

(Deal premiums paid in North America for transactions

Premiums Paid 2012*

Source: Mergermarket

management team, the board of di-
rectors, and other expenses that go
with being a public firm, as well as
some manufacturing efficiencies.

But, as a rule, Buss would not
pay for other synergies, he says.

that they will be able to crm
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*Premium based on target public company’s share price one month prior to the transaction. Construc%me i\a,\[ransportation, agricul-
. o

ture, and real estate sectors were excluded due to small sample size.

NS

On the&'%and, if Worthing-
ton praject dthat a larger, merged
sal s/fgrcé would increase its mar-
&g\&}é‘tration by 10%, says Rose,
GL/P@) t pay only a percentage of the
value the synergy could create. “One

here is, ‘You show me the list of syn-

For instance, buyers often assurr%%%f the things we emphasize around

their products to the targe N
tomer’s base, but they can’tcount
on that synergy'’s realizatiof. “It
could take years, and the first year
or two you're so involved with the
sales team just bringing this pig in
the door that you have no time to
focus on these alleged synergies,”
Buss says.

If a company plans to pay for any
kind of synergy, it needs to consider
the probability of achieving it, experts
say. Because Worthington is one
of the largest buyers of steel in the
country, a firm it acquires can lower
its steel costs immediately, and “that
automatically drops to the bottom
line,” says Rose.

ergies, and | also want to see your
confidence level on achieving those
synergies,” he says.

If a firm includes synergies in its
calculation of a deal’s value, it also
must account for the other side:
the costs of the acquisition process
itself. Cypress’s Buss says it is criti-
cal to know the fully loaded cost of
any transaction. The semiconductor
company’s deal with Ramtron was
a hostile takeover, which means
Cypress and Ramtron spent a lot
of money on lawyers and bankers
that could have gone to sharehold-
ers. But with any deal, Buss advises,
things like management layoffs,
severance packages, and stay bo-

/\Q;C\'}d are even more important than
t

Q
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nuses have to be factored into the
target price.

KEEP FINANCIAL
3 MODELS HONEST.

Most acquirers value targets
using roughly the same financial
models, but CFOs can’t assume such
models are bulletproof. “A decent
number of spreadsheets contain er-
rors,” says Gilcreast. What’s more,
errors in logic are more common than
the mat 4 ind, and “they’re harder to
find: itééls?ething you have to see in

the or?u as.”
A Thedssumptions that go into a

e model itself. When calculating
how much of a premium above in-
trinsic value to pay, for example,
some M&A teams compare what
other acquirers in similar deals have
paid and use the average of those
premiums as a floor. But Gilcreast
says the buyer shouldn’t assume it
needs to pay the average premium
or above.

Two big drivers of a target’s valua-
tion are sales and margin growth. But
Rose indicates caution is warranted
here, too. “A lot of times when invest-
ment banks put the books together,
sales are going up and margins are
going up. But something has to be a
catalyst to drive the margin growth:
most customers don't get excited
when you raise a [product’s] price,”
he says.

Finally, sticking to a model’s out-
put might be the toughest part of val-
uation. But companies that are highly
acquisitive often excel at drawing
that line in the sand. CBIZ, a tax and
accounting services and employee-
benefits firm, did 10 M&A deals last
year. CFO Ware Grove goes into ev-
ery potential transaction with a price
target of 6 to 7 times earnings be-
fore interest, taxes, depreciation, and
amortization. While Grove admits
that some competitors are willing to
pay 8 to 10 times EBITDA, he says



CBIZ has found sufficient opportuni-
ties in its value range.

Similarly, Cypress has “a very fi-
nite price that we won't cross, no
matter what,” says Buss. “We all
agree on that up front, the board
agrees, so we go into [negotiations]
very disciplined.”

HEDGE THE
4 DEAL.

Assigning a value
to a target’s future per-
formance is perhaps the
most difficult part of
calculating a takeover
price. The vast majority
of acquirers hedge the
risk, however, by making

transaction. “Any time we talk to sell-
ers, they talk about what the business
will become, so the contingent pay-
ment puts their money where their
mouth is,” he says. Even better for Bill-
trust, the businesses it has acquired

in electronic billing and invoicing and
other markets have all been profitable,
so Vigorito uses the cash flow from
the seller’s business to
fund the future contin-
gent payments. “It’s sort
of like seller financing,”
he says.

Likewise, CBIZ makes
half of the purchase
price contingent on the
seller’s hitting mile-
stones over two to thr
years. The contingent

contingent payments, or  Any time we talk to payment is usu
earnouts, part of a take- TR EEIR) t_alk abo_ut least 10% in m%k
) 1o ) what the business will '
over's consideration. become, so the con- says Grov seller
Delaying part of a tingent payment puts doesn’ t targets
payment and tying it to their money where " he says.
the target’s postdeal their mouth is. “S rotects our

performance is a smart
move, especially since
so many M&A deals
fail. In a study of 342 acquisitions

Billtrust

last year totaling $55.3 billion, about

$7.7 billion of the total deal value
was part of an earnout consider-

ation, according to Shareholder @

Representative Services. @
Anthony Vigorito, finance4h
. . o
Billtrust, a billing-process @rcer,

uses a contingent payment in‘every

» Anthony Vigorito, CFO,

olders and gives
target a clear incen-
Q ve to work hard.”
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PERFORMANCE.
Contingent payments assume

that the buyer can track the perfor-

mance of a merged entity cleanly.

That’s tough to do, but it can be in-

valuable in estimating a deal’s actu-

al return after a few years. Indeed,
it is part of the finance religion at
Cypress Semiconductor.

An $800 million company, Cy-
press treats every product division
as a stand-alone unit, with separate
profit-and-loss statements. In take-
overs in which it uses debt, like the
Ramtron deal, it assumes that the
acquired business must pay back all
the debt with its own cash flow. The
length of time that will take factors
into the return on the deal. Separating
out the ae@ulred business also comes
in han e business does not suc-

rg ypress decides to sell it.
with precise tracking, how-
> it can be hard to tell if you could
ve landed a company for a lower
price. One reason is that most busi-
nesses contain intangible value that
doesn’t fit into a financial model, so
acquirers may end up paying more
than the valuation model says a tar-
get is worth.

Also, as Gilcreast points out, deal
success doesn’t always mean earning
an outsized return, which he defines
as “paying for nothing and getting
something in exchange or paying less
than the fair value of the target.” If
companies are always expecting such
a large return, they may walk away
from acquisitions that could add value.

Price and value, then, are two
different things. In the gap, says
Gilcreast, is where CFOs become
expert dealmakers. Em
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