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Mergers and Acquisition 
 

 A company may react to the changes in the economic environment, and the attempts to adapt may 
change the company’s objectives. This may lead the company to restructure its business. The changes 
could be in the form of restructuring the amount of assets deployed in the business, or restructuring 
how those assets are financed, or combination of both of these. Please bear in mind that restructuring 
may lead to decrease shareholders value due to bad publicity that is usually evolved along with the 
restructuring process. 

Common understanding 
Merger is one type of restructuring. Other forms are takeover and acquisition. Sometime, takeover and 
merger is viewed as similar, the difference between the two is a matter of semantics only (McLaney, 
2009). It is defined that ‘where the two businesses are of similar size and/or there is agreement 
between the two sets of managements as to the desirability of the outcome, then it tends to be refered 
as a merger’. Otherwise, it is defined as a takeover. 

Both in merger and takeover, the bidders or investors use the same basic principles to appraise the 
value of the restructuring. A merger should be pursued if there is a net increase in the current worth of 
the bidder, or a positive net present value is presumably exist. 

Reasons to mergers 
Theoretically, a business will become a bidder when it sees an opportunity to make an investment with 
a positive incremental net present value. Definitions of where the opportunity is existed as follows. 

1. Where it considers that the incremental cash flows from the investment, when discounted at a 
rate consistent with the level of risk associated with those cash flows, are positive; or 

2. Where the reduction in the level of risk associated with the bidder’s existing cash flows causes 
the appropriate rate for discounting those cash flows to fall, thus increasing the NPV of the 
existing cash flows of the bidder. 

A merger is attractive to the bidding company for both of these reasons. The reasons of mergers are 
attractive for the bidder, in the context of the overall risk reduction and cash flow expansion, are 
presented here (McLaney, 2009). 

1. Elimination or reduction of competition 
Where the bidder and target are in competition for the market of their output, a merger could 
lead to a monopoly or at least a larger market share for the merged unit. The strength in the 
marketplace might enable prices to be raised without loss of turnover. Hence, it increases cash 
flows. 
 



2. Safeguarding sources of supply or sales outlets 
A bidder may be attracted to a merger where the target is a supplier of some vital raw material, 
which is in short supply or which the target could stop supplying beyond the control of the 
bidder. Similarly, where the target represents a major sales outlet for the bidder, the target 
could cause problems for the bidder if it started to promote sales of the product of one of the 
bidder’s competitors. Here a merger may not increase annual cash flows but it may well lower 
the perceived risk because the cash flows of both parts of the combined business would 
become more certain. 
 

3. Access to the economies of scale that a larger business could yield 
Economies of scale may be enhanced in a wide variety of areas. What we call as economies of 
scale are: 

§ Greater buying power leading to lower prices being paid for supplies of goods and 
services, 

§ Larger production runs, leading to savings in set-up costs and other overheads. 
§ Combining administration and accounting activities leading to savings in the associated 

costs 
§ Raising and servicing finance being on a larger scale and therefore possibly cheaper 

These economies of scale would decrease total cash outflows. 

4. Access to some aspect of the target that the bidder considers underutilised 
Underutilised assets mean that 1) particular tangible assets (land, plant and cash) are not fully 
exploited, and 2) particular intangible assets (standing in some market, technological expertise, 
a particular contract, or export market) could be better exploited. 
 
Underutilisation of assets suggests poor management and bidders will  be attracted to such 
targets where they have an abundance of management skills. Underutilisation implies the 
possibility of acquiring assets at a discount on their potential economic value.  
 

5. Risk spreading and reduction through diversification 
Mergers could reduce risk because the returns from the different activities are unlikely to be 
perfectly positively correlated with one another. For managers, they can achieve risk reduction 
through diversification within the business. However, there is usually legislation that protect the 
public interest from monopolies. Then, mergers within the same industry may be sometimes 
impossible to achieve. 
 

6. Synergy 
Mergers could bring synergy if it allows shareholders to own a genuine increase in positive 
cash flows and/or risk reduction. People says it is a ‘two plus two equals five’ syndrome since 
the whole being greater than the sum of the parts (McLaney, 2009). 
 
Which shareholders are having the synergy effects? The shareholders of both the target and 
the bidder are able to gain the effect. Merger can take place only where target shareholders are 



prepared to sell their shares (McLaney, 2009). The shareholders will sell their shares if they are 
offered something in excess of what they perceive to be the current value. ‘Unless the capital 
market and the management of the bidder are basing their valuations on different information 
from one another, this excess can only exist due to the synergy benefits perceived by the 
bidder’s management’ (McLaney, 2009). 

Financing mergers 
Usually mergers are financed started when the bidder buying assets from the target’s shareholders. 
However, some payment instruments below is possible for financing mergers. 

1. Cash 

Cash has been attractive since it gives means that the recipients can use it immediately, either 
for consumption or reinvestment without having to incur any cost. Target shareholders that 
receive shares or loan notes must incur cost to turning them into cash, if they do not wish to 
keep in the original forms. However, receiving cash will cause the recipients as subjects of 
capital gains tax. From the bidder’s view, cash may not be easily available. If they wish to use 
cash, they need to make a public issue of shares or loan notes and then turn it into cash. This 
method, however, is increasing costs that might be incurred. 

2. Ordinary shares in the bidder business 
Ordinary shares would be attractive for recipients and it allows the target’s shareholders 
becoming the bidder’s shareholders. However, issuing shares creates costs to the bidder’s 
original shareholders. Issuing shares as the consideration in a merger represents an 
opportunity cost to the bidder. If the target shareholders are prepared to accept bidder’s 
shares, they must see the shares as being worth owning. 
 

3. Loan notes of the bidder business 
Loan notes are easy, but it has disadvantages. The loan creates binding contractual obligations 
on the bidder in terms of interest and capital repayment. For the equity holder of the target, 
they represent a distinct change of investment: a change to a risk/return profile that they may 
find unacceptable. The advantages of loan notes in the mergers are: 

§ To the bidder, they would not have the effect of diluting control as a result of extending 
its share ownership (loan notes holders do not usually have votes at the annual 
general meeting) 

§ To the recipient, they may have the attraction that, as they will have fixed interest 
payments and usually have a fixed capital repayment date, their market value is 
supported. 

Appraisal of a merger 
The bidder calculates a merger as they calculate investment, by measuring the expected cash flows 
from the merged business and discounting it according to the cost of capital. The calculation must 
consider market perceptions of the risk of the merged business (systematic risk). The cash flow 
includes all of the normal operating cash flows of the new undertaking. Any cash flows arising from 



disposing of any unwanted divisions of the target or the bidder must be taken into account. The 
calculation also includes the amount paid to acquire the target’s equity. If there is payment not in cash, 
the amount should consider the opportunity cost of the equity. If the NPV is positive, the investment 
should be made. Non-financial factors will have to be balanced with the strictly financial aspects when 
reaching the decision. 

The target’s shareholders also could make an appraisal based on the amount of capital investment 
decision made by the bidder. Each shareholder must assess whether future cash benefits from 
accepting the offer, after being discounted, will exceed the discounted cash flow benefits of retaining 
the shares of the target. 

The level of expertise and sophistication of the appraisal depend on the individual shareholder. Large 
investors usually make decision based on detailed analysis. This may be less the case with the 
individual private investor.  

Hostile and friendly mergers 
A hostile merger could be occurred for some reasons: 

1. A believe that there is a lack of commercial logic in the merger 
2. A feeling that the price being offered to the target shareholders for their shares is too low 
3. An understandable desire by the target business’s directors to protect their personal futures, 

the immediate outcome of many mergers is the departure of some or all of the target’s directors 

In a friendly merger, the directors of both businesses negotiate the terms and conditions that will be 
offered to the target’s shareholders. When a formal bid is made, the target’s directors would accept it. 

Steps to the merger 
Mergers usually are started when the target’s shareholders shares give control or total ownership of the 
equity to the bidder. Therefore, the merger contains two steps: 1) the bidder buy shares, for cash, 
through the Stock Exchange, and then 2) the bidder makes a format offer to remaining shareholders by 
direct mailing and outside the established capital market. 

Acquiring a large proportion of the required shares by buying them in the capital market is not common. 
It leads investors realizing it and raising the share price as an anticipation of a formal offer. Therefore, it 
becomes uneconomical for the bidder to proceed the buying further. Therefore, the formal offer 
document is sent by post to shareholders, containing the precise terms of the offer and a statement 
explaining why it should be accepted (from the view of the bidder’s management). 

Usually, offers are made on condition that they are accepted by the owners of a specified percentage of 
shares concerned. The bidder then ensure that, in the event of insufficient acceptances being 
forthcoming, it will not end up being forced to buy shares that it may not want. For an example, if the 
bidder wants to buy 60% of the target’s shares, the bidder should not proceed and force to buy if the 
75% of the target’s shareholders decide not to accept the offer.  

The target shareholders usually consider accepting the offer or asking for an increased offer. If the 
target rejects the offer, withdrawal by the bidder will result in the quoted share price of the target drop 



back to the pre-offer price. On the other hand, rejection of the first offer is quite likely to result in a better 
one. There is a dilemma experienced by all shareholders when they see their shares quoted at a high 
price: should they sell and take advantage of it or should they wait, in the hope that the price goes even 
higher? 

The management of the target usually react the bidder’s movement in advance of its formal offer, 
particularly when the bidder seek the support of the target management. If the management supports 
the offer, perhaps because it feels that there is commercial logic in the merger. In this case, if the offer 
is accepted, it becomes a friendly merger. 

However, it is common that the target’s management would be hostile to the offer and will oppose it, 
and applies tactics including: 

1. Issuing statements countering the claims of the bidder and putting forward the arguments for 
remaining independent 

2. Revaluing the target’s assets in an attempt to show that the bidder’s offer undervalues them 
3. Releasing other information relevant to the target’s future as an independent business. 

The goal is to increase the share price of the target to a point where the bidder’s offer looks low and will 
be rejected. It is often that the battles are long and bitter until eventually an offer is accepted or the 
bidder withdraws. However, sometime the battle allows both parties reveal new information, and it 
enables the market to value the business better. 

Successful mergers 
Mergers could be unsuccessful because of some factors here: 1) management attitudes, 2) lack of 
post-acquisition integration planning, 3) lack of knowledge by the bidder of the target and its industry, 4) 
poor management and management practices in the target, 5) little or no experience of the bidder 
management in acquiring other business (McLaney, 2009). 

Previous studies found that stock market returns show gains for the target stakeholders. However, the 
benefits to the bidders’ shareholders are less clear. In other aspect, friendly mergers would be more 
likely to be successful than hostile ones. To sum up, whether mergers would be successful is unclear. 
However, there is an assumption that mergers involving targets that operate in the same area of 
business as the bidder tend to be successful. Contrarily, diversifying mergers are not successful. 

Acquisition 
The value of companies that will be acquired need to be assessed using present value of expected 
cash flows. This means that decision to acquire a company is similar to the decision to invest in other 
projects, that it is based on a comparison of benefits and costs as measured by net present value. 
Considering acquiring a company will be accepted only if the estimated present value of the cash flows 
it would be receive from the target over time exceeds the initial outlay necessary to purchase the target. 
The steps of assessing an acquisition are as follows. 

1. Estimating the initial outlay 
2. Estimating the cash flows 



3. Estimating the NPV 

Example. 

Blore Inc, a US based MNC has screened several targets. Based on economic and political 
considerations, only one eligible target remains in Malaysia. Blore would like you to value this target 
and has provided you with the following information. Blore expects to keep the target for 3 years, at 
which time it expects to sell the firm for MYR 300,000,000 after any taxes. 

1. Blore expects a strong Malaysian economy. The estimates for revenue for the next year are 
MYR 200,000,000. Revenues are expected to increase by 8% in each of the following 2 years. 

2. Cost of goods sold is expected to be 50% of revenue.  
3. Selling and administrative expenses are expected to be MYR 30,000,000 in each of the next 3 

years. 
4. The Malaysian tax rate on the target's earnings is expected to be 35% 
5. Depreciation expenses are expected to be MYR 20,000,000 per year of the next 3 years. 
6. The target will need 7,000,000 RM in cash each year to support existing operations 
7. The target's stock price is currently MYR 30 per share. The target has 9,000,000 shares 

outstanding. 
8. Any remaining cash flows will be remitted by the target to Blore, Inc. Blore uses the prevailing 

exchange rate of the Malaysian ringgit as the expected exchange rate for the next 3 years. This 
exchange rate is currently  $0.25. 

9. Blore's required rate of return on similar projects is 20% 
10. To persuade the target's board of director, Blore Inc. will have to pay a premium on the shares 

10% above the present market price. 

Years 1 2 3 
Revenue  200,000,000 RM   216,000,000 RM   233,280,000 RM  
Cost of goods sold  100,000,000 RM   108,000,000 RM   116,640,000 RM  

Gross profit  100,000,000 RM   108,000,000 RM   116,640,000 RM  
Selling & administrative expenses  30,000,000 RM   30,000,000 RM   30,000,000 RM  
Depreciation  20,000,000 RM   20,000,000 RM   20,000,000 RM  

Earnings before taxes  50,000,000 RM   58,000,000 RM   66,640,000 RM  
Tax  17,500,000 RM   20,300,000 RM   23,324,000 RM  

Earnings after taxes  32,500,000 RM   37,700,000 RM   43,316,000 RM  
Depreciation  20,000,000 RM   20,000,000 RM   20,000,000 RM  

Funds to invest  7,000,000 RM   7,000,000 RM   7,000,000 RM  
Sale of the firm after tax      300,000,000 RM  

Cash Inflows  59,500,000 RM   64,700,000 RM   370,316,000 RM  
Exchange rate  $0.25   $0.25   $0.25  
Cash Inflows  $14,875,000.00   $16,175,000.00   $92,579,000.00  
Present Value  $12,395,833.33   $11,232,638.89   $53,575,810.19  
Cumulative Present Value  $12,395,833.33   $23,628,472.22   $77,204,282.41  
	

	



Target's shares are currently valued at   30 RM  per share 
Total shares are worth  270,000,000 RM    
At the prevailing exchange rate  $0.25    
Total market value of target  67,500,000 RM    
    
Premium value of shares 10% above the prevailing market value 
For the target, it would pay  33 RM    
Price paid for the target  297,000,000 RM    
At the prevailing exchange rate  $0.25    
Total market value of target  74,250,000 RM    
	
The valuation of the target  $77,204,282.41  is above the market valuation that is  67,500,000 RM  
The valuation of the target  $77,204,282.41  is above the market valuation that is  74,250,000 RM  
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