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M&A Deal Evaluation:

Challenging
Metrics Myths

In the world of mergers and acquisitions, emphasis
is often placed on evaluation metrics that look as if they
tell the story, but they can be misleading.
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The presentation was over. The CEO of a global business-services group had been part of a due
diligence process to advise on whether or not to proceed with a major European acquisition.
Our job was to help the CEO and the board answer some important questions: Was the target
company a good fit? How did synergies stack up against the risks? Did the target company’s
sector show potential for growth?

Our findings were less than encouraging. They suggested limited growth going forward, and
even though the potential for synergies was good, the risks were significant, and there were
doubts about the company’s ability to deliver those synergies.

As we walked out of the meeting, the CEO was digesting all that he had just heard and contem-
plating the board’s likely reaction to our findings. Then he spoke: “Well, there’s one thing we can
say about this acquisition—it’s highly earnings accretive.”

An argument to support the myth
that EPS accretion equates to value
creationis that “some people believe
itdoes”—a misperception that

is then priced into the stock.

What does that mean? Does the fact that a deal is accretive necessarily mean that it's a good
move? Conversely, are deals that dilute earnings per share (EPS) necessarily bad moves?
Should we even use EPS as a measure by which to evaluate an M&A transaction?

In this paper, we discuss findings from our research into the metrics and analyses most frequently
used to evaluate proposed mergers and acquisitions. The research introduced a surprising
insight: The impact on EPS is by far the most emphasized metric used to evaluate proposed
M&A transactions between public companies.

With this in mind, we look at two common and related myths surrounding EPS and demonstrate
why these are at best unhelpful and at worst potentially misleading. We also examine what
business leaders and market analysts should focus on instead. As always, our advice is pragmatic:
Stick to the business fundamentals.

How Do They Get It So Wrong?

It is widely recognized that a significant percentage of M&A transactions fail to deliver value
to shareholders. What goes wrong? How is it that acquisitions on average seem to create
negligible returns? It can be tempting to blame poor merger integration for the meager returns,
and certainly the execution of an integration can have a major impact on whether or not

a transaction is regarded as successful. However, it may also be useful to consider if the deal
was worth doing in the first place. Maybe some transactions should never have happened.

With this in mind. AT. Kearney joined forces with the UK’s Investor Relations Society (IR Society)
to understand exactly which metrics and analyses get the most emphasis in evaluating proposed
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M&A transactions. Maybe the solution to the question of “what goes wrong” lies in the tools used
to filter (and one would hope eliminate) value-destroying transactions from those that create value.

Investor Relations professionals were surveyed to gauge the views of key stakeholders—
company executives, sell-side analysts, and investors—on 10 frequently used metrics and
analyses (see sidebar: M&A Metrics—Why the Difference in Emphasis? on page 4). We found
that EPS analysis is used most, and by a wide margin: 75 percent of respondents ranked it in the
“strong emphasis” category, fully 26 percent ahead of enterprise value/EBITDA, the number two
rated metric (see figure 1).

Figure1
EPS accretion/dilution analysis is given the most emphasis in evaluating proposed
M&A transactions

All stakeholders . Strong emphasis . Some emphasis . No emphasis Don't know
(% respondents)

10% 10%

6% 6%
— 2%
EPS Enterprise Price Debt ratio DCF Price/book  Cultural fit Cost of Core Enterprise
accretion/ value/ earnings analyses valuation value assessment capital capabilities value/
dilution EBITDA ratio (P/E) analysis  assessment revenues

Note: Stakeholders include company executives, sell-side analysts, and investors; EPS is earnings-per-share; DCF is discounted cash flow.

Source: AT. Kearney and Investor Relations Society, 2013

What Exactly Is EPS Accretion and EPS Dilution?

Before we go any further, let’s define what we mean by EPS accretion and EPS dilution.
A company’s EPS—again, earnings per share—is simply the total profit allocated to each
outstanding share.

EPS growth can be achieved either organically on inorganically through M&A activity, and few
would argue that organic EPS growth is anything other than a positive indicator. EPS growth
delivered through M&A activity, that is, EPS accretion, is fundamentally different. Yet there
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are some commonly held beliefs—or, more accurately, myths—to suggest this distinction is not
fully understood by many experienced investment professionals, including some company
executives (see sidebar: The Lingering Myth of EPS Accretion on page 8).

Two myths are widely believed:

e EPS accretive transactions create value.

e EPS dilutive transactions destroy value.

As we will see, neither of these preconceptions stands up to scrutiny. Why then do so many
executives and others persist in using EPS analysis to evaluate M&A transactions?

M&A Metrics: Why the Difference in Emphasis?

To learn how different stake-
holder groups view earnings-
per-share (EPS) analysisas a
metric for evaluating mergers
and acquisitions, members of the
UK-based Investor Relations
Society were surveyed regarding
the emphasis that key stake-
holders (company executives,
sell-side analysts, and investors)
give to 10 frequently used
metrics and analyses. All stake-
holders have “skin in the game”
but, as it turns out, significantly
different perspectives on the
extent to which they emphasize
EPS analysis. The biggest

contrast was among those

who strongly emphasize EPS—
company executives (59 percent)
and investors (88 percent).
Sell-side analysts were in the
middle at 76 percent (see figure).

Perhaps these results are not so
surprising. Company executives
are likely to take a more all-
encompassing, or perhaps more
strategic, view of amerger’s
impact. But should that be the
case? Shouldn’'t all parties be
striving for the same objective
assessment of a deal’s benefits
and the extent to which it will

strengthen competitive position
and ultimately, generate share-
holder value through increased
cash flow?

This raises an interesting
question: Which group is more
correct? Our answer is that while
company executives place
significantly less emphasis on
EPS analysis, all three groups pay
far more attention to the metric
than it merits.

Figure

How much emphasis is given to EPS accretion or dilution analysis in evaluating

proposed M&A transactions?

Company
executives

Sell-side
analysts

Investors

Source: AT. Kearney and Investor Relations Society, 2013

" Not all M&A transactions grow EPS. Some transactions reduce EPS, resulting in EPS dilution.

. Strong emphasis
. Some emphasis
. No emphasis

. Don’t know
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The answer comes down to views about valuation. A company’s stock is frequently valued on
the basis of its EPS by applying a price-to-earnings (P/E) ratio. Based on the assumption that
an acquiring company’s P/E ratio will stay the same after an acquisition, if earnings per share
increase, then the company’s overall value will increase, ostensibly as a result of the deal.

What's the Catch?

But, there’s a catch. To understand it you need to consider the fundamentals of why one
company has a higher P/E ratio than another in the first place. It is because the market believes
the earnings of the company with the higher P/E ratio—call it Company A—will rise faster than
those of the company with a lower P/E ratio (Company B).2 Now suppose Company A buys
Company B, using its stock as the acquisition currency. As a result of the purchase the EPS of
the combined company will be higher than that of Company A had it not made the acquisition—
thus the transaction is EPS accretive for Company A.

They call it the “bootstrap game.”

If companies can fool investors by buying
a company with lower P/E rated stocks,
then why not continue to do so?

But being EPS accretive comes with a downside—and that’s the catch. The newly combined
company will also have a lower earnings growth rate than Company A would have had as a
standalone company. So while the EPS of the post-acquisition company will be higher than
that of the pre-acquisition Company A, its P/E ratio will be lower due to its acquisition of the
lower-P/E rated Company B.

In fact, the reduction in the P/E ratio, all other things being equal, will exactly counterbalance
the impact of the higher EPS. The result is that the valuation of the newly combined company
will reflect the blended higher EPS and lower P/E ratio of the two original companies. In other
words, no value is created.

A key reason for doing an M&A deal is, of course, the synergies that can result. By increasing
the new entity’s combined earnings, synergies can add enough value to make the combined
company worth more than the two individual companies were before the merger. It is important
to note that the increased value results from the synergies created, not from the deal being EPS
accretive or dilutive. It is quite possible that highly dilutive deals offer the greatest opportunities
for delivering synergies.

An argument sometimes put forward to support the myth that EPS accretion equates to value
creation is that “people believe it does.” This becomes reality as the misperception is priced
into the stock.

2 Alternatively, it believes that earnings are more sustainable than the earnings in the lower-rated company. This paper adheres
to the idea that earnings will grow faster in the company with the higher P/E ratio. In reality, the two ideas relate to the same thing—
the strength of the earnings stream a company generates.
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Richard A. Brealey and Stewart C. Myers write about this idea in their seminal textbook, Principles
of Corporate Finance. They call it the “bootstrap game.” If companies can fool investors by buying
a company with lower P/E rated stocks, then why not continue to do so? The flaw in the bootstrap
game is the need to keep the market fooled, hoping it doesn’t notice that the acquiring company’s
earnings growth potential is becoming progressively more diluted.

The inevitable result of pursuing such a strategy to its logical conclusion by continuing to acquire
lower P/E rated companies is clear: In the same way a Ponzi scheme must eventually fail due
to the lack of underlying value creation, the P/E multiple of the acquiring company must fall
as it becomes increasingly evident to the market that no value is created.

What's the Alternative for Evaluating Proposed Mergers?

Our advice for evaluating a proposed merger is characteristically pragmatic: Stick to the funda-
mentals. M&A can deliver significant competitive advantage and value to shareholders, but the
criteria by which to assess just how much must answer fundamental business questions:

e |s the proposed merger strategically logical?

e Will it deliver cost, revenue, or other financial synergies?

o Will it build management or other capabilities?

e Isthe combined company capable of delivering the synergies?

A thorough, fact-based due diligence is the best way to answer these questions (see figure 2).

Figure 2
Transaction due diligence overview

To understand the business
fundamentals of a proposed deal

Fact-based
Strategic Commercial Operational Financial Legal assessment
- s s s T of value
options due diligence due diligence due diligence due diligence .
creation
potential
Activities - Market dynamics « Market and « Cost structures « Review financial « Target liabilities
and » High-level trends customer and drivers statements and and potential risks
. « Business portfolio attractiveness » Operational management » Competition
analy5|s analysis and dynamics improvement accounts authority
« Target identifi- « Industry structure potential « Basis for future implications
cation and dynamics » Cost synergies business plans « Transaction
« Competitive assessment « Valuation mechanics,
position  Integration « Deal financing execution, and
» Distribution capabilities closing
channel dynamics e« Risks and oppor-
« Top-line oppor- tunities
tunities

« Business plan review
« Risks and oppor-

tunities
Typical * Senior managers * Senior management « CFO « Company general
o (CEO, board) (CEO, strategy director, business « Accountants counsel
parties « Strategic advisors development director) « Input from « Legal advisors
involved (consultants, « Consultants commercial and
bankers) operational due

diligence

Source: AT. Kearney analysis
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Accretionor dilutionis a fact of
doing deals, but is not a measure
of potential value creation.

For that, you need to examine

the deal’s business fundamentals.

Of course, there is also a role for using many of the M&A metrics and analyses described in
figure 1 as part of an overall assessment. These can play a complementary role in developing
a full perspective on a transaction. Used in isolation, however, and without a clear understanding
of their limitations, they have a tendency to give a very limited view of the real potential for
value creation.

Ultimately, any value an M&A transaction creates must translate into future cash flow, resulting
from synergies in three value-creation areas: topline growth, operations productivity, and asset
and capital investment rationalizations (see figure 3).3

Figure 3
Merger synergies originate from three value creation areas

Typical opportunity areas Typical synergy value

« Cross selling

» Product development and innovation o

Top-line growth, « Brand portfolio optimization Net 2'?A'

commercial » Price realization and service offer of combined

optimization « Combined mnovauonA;Ampellne sales year one
 Leverage sales capabilities

« (Dis-synergies: customer retention)

» Operations and supply chain

— Manufacturing footprint

— Warehouse and logistics footprint
¢ Procurement

Merger Operations — Price leveling 10-15%

ductivit — Volume consolidation
BEOCUCHVILY — Strategic sourcing

improvement — Procurement transformation costhase
* SG&A

— Office consolidation

— Finance, HR, IT consolidation

— Sales and marketing cost reduction

— Leverage capabilities and best practice

of combined

synergies

Asset and capital « Capital investment rationalization 10-15%
investment » Working capital reduction excluding
rationalization = Sale of rationalised assets asset sales

Source: AT. Kearney Merger Integration Framework

¢ The synergies ultimately delivered in a merger are influenced by a number of factors, including the transaction'’s strategic goals
and the proportion of total spend that is addressable for synergy purposes.
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The Lingering Myth of EPS Accretion

In an examination of 30 acquisi-
tions performed and announced
by publicly owned companies,
68 percentreferred to the
merger’s potential impacton
EPS.* The prominence given to
this metric at the announcement
reinforces the lingering belief that
EPS is a proxy for value creation.

The EPS accretion myth has
lingered for along time. Here's
why. At first glance, EPS accre-
tion appears to be asimple, and
therefore appealing, way to
determine or communicate

whether or not a transaction will
create value. Infact, itis logically
and mathematically flawed.

Large mergers and acquisitions
almost always involve the high
drama of risk and reward for the
parties involved. M&A can
make—or break—an executive's
reputation or career, and
multimillion-dollar fees and
bonuses can be won or lost.
Given all that, no wonder every
possible argument supporting
M&A deals is applied by those
trying to make them happen.

This is precisely why analysts and
other stakeholders need accurate
evaluation tools: to make sure all
the arguments for making the deal
hold water. Despite the frequency
with which EPS accretionis
alluded to or used to bolster
arguments for the deal, the metric
doesn’t stand up to scrutiny.

And then there’s the crucial question of how much to pay for a deal and who will realize the
value it creates. If the net present value (NPV) of future synergies is paid to the selling share-
holders in an acquisition price premium, even the most synergistic of mergers can result in
value destruction for the acquirer’s shareholders.5 Always consider who will be the winners
in an M&A transaction—the final outcome is rarely the same for all parties.

EPS Myths Revisited

The moral of the story is this: Too often, too much emphasis is placed on whether a deal is EPS
accretive or dilutive. These are time-honored metrics that appear sensible but in reality do not
answer the most important question: Should we do the deal? Let’s review the two commonly

held myths and why they don’t work as M&A evaluation measures.

EPS-accretive transactions create value. Not necessarily. Accretion is a relative measure that
simply shows the company being acquired has a lower P/E rated stock.

EPS-dilutive transactions are value destroying. Again, not necessarily. In fact, EPS-dilutive
transactions can increase value when the target company has good growth potential and the
strategic logic for the deal is strong.

The fact is that EPS analysis is not a useful tool for evaluating the merits of proposed M&A
transactions. Accretion or dilution is a fact of doing deals but is not a measure of potential value
creation. For that, you need to examine the deal’s business fundamentals.

Our research reveals one more insight: how the emphasis given to the different metrics and
analyses has changed over the past decade. Two measures, core capabilities and cultural fit,

4 Companies were randomly selected from a group of transactions in which the acquiring company was U.S.- or UK-based and the
transaction satisfied a set of criteria, including deal value of more than $1billion and 100 percent of the target was acquired.
The examination included a review of press releases and transcripts of press conferences where the acquirer announced the deal.

5 The acquisition price premium is typically 20 to 30 percent over the pre-announcement trading price, although this premium

is perceived to have fallen in recent years.
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the most qualitative among the 10 examined, are among the top measures that have “become
more important” in the past decade (see figure 4). This suggests stakeholders are becoming
increasingly aware of the conditions necessary for merged organizations to deliver sustained
value after the deal has closed and the merger integration process begins.

Figure 4
How has the relative importance of each metric and analysis changed over the past 10 years?

. More important . Unchanged . Less important Don't know
Net change inperceived importance

+50% +44% +44% +31% +31% +13% +6% -6% -13% -19%

L) L)
50% 44% 44%
. o _
25% 38% 38%
25%
19% 19% 19%
13% 13% 13% 13% 13% 13%
Core Cultural fit ~ Enterprise Cost of Debt ratio EPS DCF Price Enterprise  Price/book
capabilities assessment value/ capital analyses accretion/  valuation earnings value/ value
assessment EBITDA analysis dilution ratio (P/E) revenues

Note: EPS is earnings-per-share; DCF is discounted cash flow
Source: AT. Kearney and Investor Relations Society, 2013

Quick and Easy Shortcuts Can Be Misleading

This is not to say a proposed transaction’s impact on EPS isn’t important. It is something that
needs to be understood and communicated to investors. The fact remains, however, that doing
an EPS-accretive deal is easy—simply buy a company with a lower-P/E rated stock than your
own. So the next time someone says or implies that an M&A deal is a good one because it is EPS
accretive, ask them why the market gave the target company’s stock a lower rating in the first
place. To truly understand whether a proposed acquisition will create value requires evaluating
the strategic rationale for making the deal, and if it will deliver enough synergies to create value.
As with many things in life, quick and easy answers can be misleading.
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