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M&A: theory, practice and 
application 



Why would you care?  
�  Applications and interviews 
�  M&A: a significant part of  the City 
�  Investing: stock picking and merger arbitrage  



Q) If  a merger were to take place between Goldman Sachs 
and Citigroup, what would the new entity be called? 

 
 

A) Sachs and the Citi  



Overview 
�  Mergers vs. acquisitions: not a definitive distinction. And 

often misused in press  
 
�  ‘Hostile’ vs. ‘friendly’ offers 

�  Auctions  

�  Firm vs. asset acquisition 



What drives M&A? 

�  Behavioural vs. neoclassical explanations 
�  Equity market valuations 
�  Economic changes 
�  Regulatory shocks 
�  Technological shocks 
�  State subsidies (?) 



Merger Waves 



Financing M&A transactions 
�  Cash 
�  Debt 
�  Equity 
�  Exotics (options, swaps etc.) 



Key considerations 
�  Valuation (+ premium) 
�  Target management  
�  Competition law 
�  Target culture 
�  Environmental impact 
�  Employees/trade unions 
�  Cost of  capital  
�  Tax 



Acquiring a company: key aims 
�  Cost Synergies  

�  Revenue Synergies 

�  Market increase 

�  Increase in shareholder wealth 



… and things to avoid 
�  Empire building – opportunism 
�  Momentum growth 
�  Financial and business optimism 
�  Low or no stake for managers 
�  Pay fully upfront 
�  Use of  excess leverage 
�  Negotiate with resistant target  
�  Diversification: lack of  industry understanding 



“In the past, I've observed that many acquisition-hungry managers 
were apparently mesmerized by their childhood reading of  the story 
about the frog-kissing princess. Remembering her success, 
they pay dearly for the right to kiss corporate toads, expecting 
wondrous transfigurations. Initially, disappointing results only deepen 
their desire to round up new toads. ("Fanaticism," said 
[Santayana], "consists of  redoubling your effort when you've 
forgotten your aim.") Ultimately, even the most optimistic manager 
must face reality. Standing knee-deep in unresponsive toads, he then 
announces an enormous "restructuring" charge. In this corporate 
equivalent of  a Head Start program, the CEO receives the education 
but the stockholders pay the tuition.” 

Warren E. Buffett  

 



AOL acquires Time Warner (2000) 
�  Total consideration = $164b 
�  2010: demerger agreement. Total loss = $99b 
�  ‘biggest mistake in corporate history’ - Jeff  Bewkes, 

Time Warner CEO 



AOL – Time Warner: Why merge? 
�  To create: "The world's first fully integrated media and 

communications company for the internet century.” 
�  Rise of  broadband 
  



Reasons for failure 
�  High price - Market Cap of  Time Warner in 2009 = 

$28b 
�  Unrealistic expectations for growth 
�  Control and accountability – corporate governance 
�  Internal structure inefficiencies 
�  Culture 
�  Lack of  motivation 
�  Change of  strategy 



eBay acquires PayPal (2002)  
�  Total consideration = $1.5b 
�  18.1% premium over closing price 
�  2012: PayPal contributes 40% of  eBay Revenue 
�  22% year-on-year growth 
�  2011 TPV = $117b (1999-2002  TPV = $10b)  
 



 Why pay $1.5b for PayPal? 
�  Speed up the payment process 
�  Increase electronic payments (at 40% in 2002) 
�  Possibility to expand PayPal to other services 
�  Improve auction business 
�  Failure of  Billpoint (4,000 auctions vs. PayPal’s 200,000)  
�  Competitor rise – decline of  eBay model 



M&A: A double-edged sword? 
�  Is the market for corporate control meant to discipline 

managers? 
�  ….or are managers motivated by using free cash flows in 

empire-building?  
�  Other corporate tools: Joint ventures, equity carve outs, 

spin-offs, split-offs 



Further application: merger arbitrage 
�  Exploiting the difference between between quoted price 

and bid price 
�  Win/lose ratio 
�  Time consideration  
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