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Executive Summary
1. The achievement of value through acquisitions should be estimated, quantified and compared to
a benchmark that the firm uses to measure success for acquisitions
2. An acquisition that yields positive returns creates shareholder value, however, this value must
exceed a specific benchmark in order to be deemed a success
3. Most acquisitions in my experience were not explicitly driven by the critical need to generate a
quantifiable amount of shareholder value

Introduction
Every measurement can be quantified. Any value can be calculated. These guiding principles
should drive inorganic growth strategy for any Corporate Development team. Whether an
acquisition is a success or failure is grounded in one fundamental question: Did the transaction
generate sufficient shareholder value? The efficacy of every investment or capital outlay that a
company makes should be evaluated based on the returns to investors that it produces. Thus, even
before reaching out to a target to inquire if they are for sale, Corporate Developers must first find a
simple answer to a complex question: What Return on Investment (ROI) is required in order declare
that an acquisition is successful?
Too often, acquisitions are transacted prior to giving thought to this topic. In fact, many transactions
are driven more by the ego of the executives or the possibilities of the product offering than by
value that the deal can create. Moreover, the “sexiness” of the transaction is sometimes embedded
in the technology being acquired or the news headlines that result from it which is separate from the
returns that will be produced on the capital invested.
Understanding the ROI of the transaction is a key ingredient to understanding and negotiating the
value of the company that you may be acquiring. Thus, prior to pulling the trigger to acquire a
company, every executive should not only intelligently estimate the value that purchasing the
company will create, they should sign up to take responsibility for generating that value during
Integration and after Integration is complete. This means that the valuation of the acquisition should
be a cross-functional exercise that includes all of the impacted business managers who are expected
to be stewards of the capital invested. With this said, most companies do not take this approach.
Instead, the valuation itself is usually developed in seclusion and those that authorize the
transaction are not responsible for bringing the projected value of the acquisition to fruition. Based
on this approach, it is no wonder why the majority of acquisitions fail from a value creation
standpoint.
Those responsible for the strategy related to acquisitions should take a three-step approach to
determine if an acquisition will successfully create shareholder value. As outlined below, these
three steps involve establishing a benchmark, calculating estimated value and then comparing this
value to the benchmark to determine if the acquisition was a success or failure.
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Establish a benchmark
There are various benchmarks that Corporate Developers can use to determine if an acquisition has
the potential to create value. For the most part, the benchmark used should be related to the
acquiring company, not necessarily the target unless the acquiring company is entering a new
industry with this acquisition. The benchmark that should be used is primarily dependent on three
factors:
1. Nature of the industry – For example, service-based industries may use different metrics for
benchmarking purposes than capital intensive industries do.
2. Maturity stage of the acquiring company – The benchmark that a company that is growing
rapidly uses may be different than the metrics used by a company that is already mature or
declining.
3. Profitability of the acquiring company – Companies that are not profitable, by definition, are not
immediately creating shareholder value (even though they may have the potential to do so in the
future). Thus, if a company is not profitable, metrics such as Return on Equity (ROE), Return on
Assets (ROA) or Return on Investment (ROI) are rendered useless if the returns estimated from an
acquisition are expected to exceed the company’s current level of achievement in this area.
The point of this document is not to give guidance on which benchmarks to use in specific cases.
However, the benchmark a Corporate Developer selects should be a Key Performance Indicator that
is tied to the success of the overall company and specific to that company’s industry and unique
operational situation. Moreover, which metric that gets used as well the value that must be attained
can change over time and sometimes, can be different for each transaction. Examples of
benchmarks can include:
• Return on Assets: Net Income/Assets
• Return on Investment: Net Income/Invested Capital
• Return on Equity: Net Income/Equity
• Cost of Equity (which can be calculated multiple ways)
• EBITDA Yield to Enterprise Value: EBITDA/Enterprise Value
• Free Cash Flow Yield to Enterprise Value: Free Cash Flow/Enterprise Value
Whichever benchmark a Corporate Developer chooses should be aligned with how executives (and
shareholders) view how the overall combined business should be managed. Moreover, this
benchmark should be communicated as a Key Performance Indicator that must be at least achieved
or exceeded (in part or in whole) by anyone responsible for executing or driving value related to
this transaction. This approach is also known as the development of Acquisition Value Drivers.
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Another thing to consider about benchmarks is that though a corporate developer may use a certain
metric because it is tied to how the business is measured, the level of success that may need to be
attained can be higher than that of the overall business. For instance, an acquirer may maintain a
ROI of 10%, however, to measure acquisitions, executives may use a higher benchmark, such as
18%. Executives usually take this approach to account for the additional risks related to executing
an acquisition compared to the risks associated with daily operations. The relationship between
these benchmarks is outlined within the chart below.

Estimate where the value comes from
The second step for measuring the potential success of an acquisition is to estimate where the value
is expected to come from. The value produced as a result of an acquisition can take many forms,
come from many places and can occur over various periods of time. However, this value usually
translates into dollars and cents (or whatever your local currency may be). Optimal acquisitions
create additional value for investors that would not have been recognized without the acquisition.
Thus, if you are growing revenue at 10% a year prior to an acquisition and then you buy a company
and you are still growing at 10% per year, you have not created additional value with that
transaction from a revenue standpoint. In another example, if you buy a company that produces
$100 Million in profits prior to the transaction and then after that transaction, that acquired product
line is still producing the same amount of profits, again, you have not created additional value.
In contrast, if your company is currently growing sales at 10% per year and after you execute an
acquisition, the combined entity begins to grow at 12%, that 2% constitutes additional value
yielding an increase in shareholder value (assuming that the additional sales fall to the bottom line
due to a stabilized cost structure). This additional value is known as synergy, which is calculated
as:

Synergies = The sum of financial differences, post-acquisition vs. pre-acquisition, over time

4

This value is directly related to the ability of the combined company to generate additional value
through operational effectiveness, which is enabled through effective acquisition integration. Thus,
if an acquired company would have generated $10 Million in profits in a year without being
acquired, in order for the transaction to optimize shareholder value, the acquired company would
have to generate more than $10 Million in profits after the transaction occurs, assuming a period of
1 year for valuation purposes. Synergies are usually required to optimize the enhancement of
shareholder value. This principle stands for any deal objective or type of corporate transaction,
including “acqui-hires” and “technology tuck ins”.
Unfortunately, in many cases, the opposite of the recognition of synergies occurs, when the sum of
financial differences is negative, which in turn destroys shareholder value. In most cases this
phenomenon is erroneously blamed on the execution of the acquisition integration. However, the
culprits are usually unrealistic expectations, a poor acquisition strategy, a loss of key acquired
talent, a lack of accountability or ownership of the designated value drivers, ineffective internal and
external change management, poor executive leadership (before, doing and after Integration) and
operational ineffectiveness upon Integration completion. In other words, a lot of things can go
wrong before, throughout the acquisition process that can lead to the destruction of shareholder
value.
Additionally, the given period of time that value is estimated and measured should be congruent
with the period of time used by the financial model to value the company. Thus, if the valuation
model uses a 3-year horizon, then the analysis of value created should also have a 3-year horizon.
Let’s review an example of how synergies are created during an acquisition and how they create
value for the acquirer. Company ABC acquires Company XYZ and the executives at Company ABC
have identified the following expected synergies using a 1-year horizon:
• Increase in cross selling opportunities that contribute to a 10% increase in revenue for Company
XYZ’s products
• Increase in cross selling opportunities that contribute to a 5% increase in revenue for Company
ABC’s products
• Reduction in SG&A by $3 Million per year for the combined company
Due to disruption associated with the acquisition, company XYZ is expected to lose customers,
which account for 5% of the company’s total revenue (prior to being acquired) and it must spend
$1 Million on external consultants to assist with the acquisition integration.
In order to make the math simple, we will use values that yield identical gross and operating
margins, as outlined in Table 1.
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Table 1: Financial Metrics prior to the Acquisition

Before the acquisition, in this case, the Company ABC and Company XYZ have identical gross and
operating margins, although the companies have different revenue bases and cost structures. Prior to
any integration activities or the execution of initiatives to capture synergies, the combined company
would have the same level of gross and operating income margins.

Table 2: Expected Value Created in Year 1

After synergistic initiatives are implemented, the combined company is expected to create $10
Million in additional value.

Table 3: Expected Value Lost in Year 1

During the first year after the acquisition is closed, the combined company is expected to lose $3
Million in value.
After netting the value gained ($10 Million according to Table 2) against the value lost ($3 Million
according to Table 3) from the transaction, the net value of synergies after the first year of the
transaction is expected to be $7 Million. This is a very simple concept to understand but it can be a
very difficult to execute because what is estimated may end up being much different than what is
actually achieved. But even if this amount of value created in this example, how do we know if this
transaction was successful? We should not assume that a positive return equates to a positive
outcome, which brings us to our final step.
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Compare the estimated value to your benchmark
The final step to determining if an acquisition was a success or failure in terms of generating
shareholder value is to compare the expected value to the agreed upon benchmark. There are three
factors that are involved with making this determination:
1. The established benchmark (mentioned as step 1)
2. The estimated value created (mentioned as step 2)
3. The amount of shareholder capital used to acquire a target
The first two aspects have been discussed already. However, the third has not. The capital used to
acquire a target is key ingredient in calculating the Return on Investment. For instance, if an
acquirer who uses Return on Investment as its benchmark invests $20 Million of investor capital to
purchase a company that produces $2 Million in profits in year 1, assuming a 1-year time horizon,
the Return on that Capital is 10% ($2 Million/$20 Million). So, in this case, the company created
shareholder value. However, we cannot declare this as a success or failure unless we compare this
achieved ROI against the required benchmark. For example, if the required ROI for this transaction
was 20% even though we achieved 10%, this transaction was a failure because it did not meet the
required benchmark, even though it did create shareholder value. In fact, we can even quantify by
how much value we missed by, using the calculation below:

(Achieved ROI – Benchmark ROI) * Invested Capital
(10%-20%) * $20 Million = ($2,000,000)

Realistically speaking and as stated earlier, the benefits (and costs) associated with executing an
acquisition typically span more than 1 year. As a result, these expected cash flows must be
discounted to recognize their true present value. However, in this case, even though the acquisition
created value, it would still be deemed as a failure because did not exceed its benchmark.

Conclusion
Effectively growing inorganically can be a challenge for any company. However, adequately
defining success is just as important as achieving it. By using specific benchmarks and by being
realistic about how value will be achieved, Corporate Developers will be well equipped to analyze
if a transaction creates value. Achieving the value that has been estimated is really the hard part.
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