





Part A Acquisition Strategies
Section Five Other Considerations Chapter 13: International Acquisitions

Distance

Imagine you are dealing with an office which is over ten hours different in
local time. You cannot simply phone their office whenever you feel like it as no
one will be there. You can’t readily phone people at home as that is fairly intrusive
and they deserve their break from the office as well. As we all know e-mail is
a poor substitute for conversation and often leads to misunderstandings. Any
information you want is generally going to take at least a day to get back to you.
This tends to frustrate management at both ends.

If verbal communication is difficult, consider the problem of personal face
to face meetings. Anything over four hours flying is going to require a minimum
of two days travelling and often more. Once you have a time zone change of
nine hours or more you have extensive travelling time as well as jet lag to cope
with. Then of course there are expenses of travel, accommodation and meals.
To gain any form of assimilation requires frequent visits by executives at similar
levels and functions. Thus an executive team of five may have a bi-monthly visit
to their opposite number to ensure smooth co-ordination and effective personal
communications.

Guarantees

Domestic suppliers have rights under local law to seek redress for unpaid bills
or lack of performance under contracts. Often they can access the personal assets
of Directors or shareholders in exceptional circumstances. When the owner is
an overseas company, their rights are somewhat limited. In this situation they
may decide to change the terms of business to cash and to require personal
guarantees of local Directors or senior managers before doing business. This
can be very confronting for a foreign executive to be required to put up personal
guarantees in a foreign country.

Local banks may be reluctant to extend loans to foreign owned subsidiaries.
Even where personal guarantees are offered, this may be against their policy.
Thus the new owners are forced to seek out new debt facilities as part of the
takeover process. This can take time and may result in higher fees due to
the ownership issue. In extreme cases, the new owner may have to fund the
operation from off shore. This can also create problems as lenders are generally
reluctant to lend against assets outside their national boundaries.

Change of Control in Contracts

Some contracts with suppliers, distributors and agents will have termination
clauses or other provisions attached to a change of control of the acquired firm.
The impact of such changes needs to be scoped and a plan put in place to
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manage the changes. Often the other party will agree to continue doing business
as normal but cannot be guaranteed without investigation and negotiation.

Loss of Key Staff

Some local staff may not wish to work for a foreign owner. This can put the
operation at risk. This is a sensitive situation which must be handled with care.
Even where the firms have a long standing relationship and executives know
each other reasonably well, this problem can arise.

Reducing Acquisition Risks

Clearly international acquisitions present an additional set of problems over
a local domestic acquisition. Even though there has been considerable research
in this area, there are no clear guidelines as to how these unique problems can be
overcome as the circumstances surrounding each incident are often so unique
as to defy grouping. However, anticipating problems and working through the
issues which might arise can uncover potential problems which can be planned
for. There are, however, some approaches to help avoid the worst mistakes.

Selecting the Right Executive

Choose relocating executives with care.

Many of the problems associated with the failure of foreign investments are
associated with choosing the wrong executives to be relocated. Some individuals
will never settle away from their home country. Others find the changes too
dramatic and decide to give up. For most, it is difficulties with their families
which create the problems. A number of approaches have been tried with some

success:
» Relocate single individuals or couples without children.

» Use individuals who are fluent in the local language. Perhaps they are
children of immigrants, have studied the language in school or spent
time in a country with the same language.

¢ The selected individuals should be open to new ideas and ways of
conducting business. Persons with strong opinions or set ways are unlikely
to adapt to new business environments.

e The chosen executives should not fear for their jobs or their promotion
within the company if they take an overseas assignment which has risks
associated with it. Thus you need people who are well respected within
the firm and have a proven track record.
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e Avoid narrow specialists. Most transferred executives have to deal
with many issues in the new acquisition and thus a general business
background across a number of business units is preferable to a person
who is a functional specialist.

* You need a people person. The transferred executive should be good at
networking and establishing personal relationships.

e Choose a diplomatic person. Many of the existing relationships will
have to be nurtured. There will be some negative reaction to a change in
control and especially with an overseas buyer.

» Use a person who has a set of values which will best align with the target
firm.

The key to this selection is to find an individual or family which will readily
adapt to the foreign assignment, is able to undertake the assignment and will be
acceptable to the acquired firm’s retained management team. Many companies
make the mistake of using someone who is currently available or who would be
the right choice to undertake similar activities in their own company without
taking into account the foreign aspects of the assignment.

Use a Trial Period

While it is expensive and disruptive to have to switch executives once the
ownership has changed, it is better to do that than have the wrong person in
place. The selected executive should be given the opportunity of working in the
acquisition for a limited period to ‘audit’ the activity. Make as few changes as
possible during this period while the executive is finding out about the business,
the market and the external relationships. This period allows the new owners to
assess the planned integration changes and allows the executive time to assess
his or her willingness to take on the foreign assignment.

If the executive has a family, the next stage should be to have the family
members also undertake a trial period in the foreign location and allow them
to assess whether they can establish a reasonable level of security and harmony
with local conditions. This will give the family time to assess schools, houses
and social conditions.

Have the foreign management assess the selected executives. Unless local
management is willing to actively work with the buyer’s representative, it is
unlikely the acquisition will achieve the benefits hoped for. While local
management does not have the final say in who is transferred, this should be a
clear indication of whether the selected person is likely to fit in.
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Appoint a Local Board of Advisers

Foreign executives can be very isolated in a new overseas position and the
job itself may be very stressful as changes are implemented. It can help to have
trusted external advisers available to review activities and advise on local culture
and conditions. Because we inevitably bring our preconceived notions of how
to do business from our home culture, there may be things that surprise us.
Rather than immediately make changes, it is very beneficial for the executive to
have access to local business people and professional advisers where these issues
can be reviewed before changes are made. This also gives the corporate owner
another source of information to check whether the changes being made and
the pace of change is appropriate to local culture.

Appoint Local Management

Few transferred executives are prepared to undertake longterm overseas
assignments. Even with the additional allowances for relocation and local
assimilation, they will want to return to their home country for personal reasons.
This may be to educate their children, look after aged parents, pursue personal
hobbies or to advance their professional status. Assignments typically last only
two to three years. When this period is over, the company must go through the
whole exercise again.

In the long term, it makes more sense to have a foreign corporation
managed by locals. There is a greater sense of loyalty to a local manager and
the probability of them staying longer is certainly higher. With this in mind,
the corporation should be grooming local successors for the top jobs. Many
corporations plan such successions by having possible successors work at the
home country corporate office for a period of time. This helps them develop
personal networks within the senior management team, allows them time to
understand the corporate culture and the culture of the host country and gives
them time to improve their host country language skills if they speak a different
native language.

At the same time that succession is being investigated, the corporation should
be building links into all sections and levels of management. Thus managers
undertaking similar roles in both the foreign firm and the corporation should
be encouraged to work together on common assignments, meet periodically
and communicate regularly. Team projects should be set up in various areas
to develop approaches to common problems. Superior practices within the
acquisition should be investigated and foreign executives requested to assist in
knowledge transfer.
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The foreign business needs to understand clearly why they were acquired
and how they are expected to contribute to group results. They also need to
have a sense of identity and sense of pride as well and so it is important to assist
them to make a contribution to the overall corporation beyond the immediate
acquisition gains.

Long-term Success

If local acquisitions have low rates of success, imagine the difficulties
associated with an acquisition at a significant distance in a very different
national culture. The number and size of the problems to be overcome can be
huge. This is not to say that it cannot be done or that the benefits are not worth
the effort, but few first time overseas acquirers have any idea of what they are
getting into and fail to do their homework before they proceed with the deal.

Probably the best overseas acquisitions are those which have considerable
upside and few anticipated problems. To the extent that the business can be left
more or less as it is, acquisition risks are reduced considerably. If, at the same
time, current management is prepared to stay on for some reasonable period
of time, this will reduce the level of stress and uncertainty associated with the
change of ownership.

In the end, however, the benefits associated with the investment in the new
business need to be achieved. If those benefits require widespread changes and
business disruption, the acquisition might be doomed from the outset. Great
care needs to be made with due diligence and integration planning before the
contract is finalised in order to ensure that the benefits can be achieved.

Longterm success will only be achieved when the business settles down to
normal operations as part of the new corporation. If this is able to be realised
with minimal disruption and changes can be undertaken in a relatively short
period of time, the acquisition is likely to be successful.
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Key

Points

Many companies make the mistake of assuming that they can acquire and manage a
foreign business as if it was a domestic business. The opposite is more likely to be true.
Every aspect of the foreign business is likely to be different and consequently special
care needs to be taken with the selection and evaluation of the target firm.

The major problem with foreign acquisitions is that few transferred executives cope well
with the assignment. Many return because they don't fit the local culture or their families
find the change too difficult.

Managing a foreign business in a different time zone, culture, language and business
environment is very difficult. The manner in which a foreign business is managed will
be very different to a local domestic acquisition.

Where possible local managers should be trained and/or recruited to take over the top
positions.
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Chapter Fourteen
Conclusion — Meeting the
Challenge

For most entrepreneurs, buying a business is probably the most important
decision they will make in the development of their venture. Few other single
transactions are as large and few have as many dimensions and potential
complications. Of particular importance in an acquisition transaction is the
compressed timescale over which so many events occur and the dramatic impact
it has on the company as soon as the transaction is consummated. The business
suddenly expands with many new employees all seeking answers to very real
personal questions. Many activities seem to take place in rapid time and there
is little time for contemplation. Decisions have to be made and made quickly
to protect existing revenue and to hold onto key employees. At the same time,
some executives will see this as an opportunity to grab power or to gain greater
influence. Many personal agendas will be in play and this creates a level of
uncertainty within both the company and the acquired business.

The accumulated evidence suggests that most acquisitions fail to add positive
shareholder value, thus the entrepreneur undertaking an acquisition faces a
somewhat uphill task. That is not to say that the benefits cannot be secured but
that real benefits are unlikely without a proper evaluation process and a good
system for post-acquisition intervention and integration, to the extent that such
activities are necessary.

If done successfully, most acquisitions provide the basis for substantial step
growth and often provide the catalyst for longer term continuous growth where
strategic assets or capabilities are acquired. Acquisitions force businesses to adopt
more formal processes. You cannot bring on a large number of new employees
in one step without formalising many aspects of structure and communications
within the business. To manage such a process, you need to have well defined
tasks, good performance setting and review systems and human resources
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policies which can deal with a larger entity. An acquisition will end up creating
major changes in the business.

The mistake many businesses make is that they fail to take as much care in
buying a business as they would in purchasing a major piece of equipment or
entering a new market. While they feel comfortable planning an expansion of
their own business, they fail to approach buying a business with the same rigor
or with the same level of objectivity. Those who do bother to educate themselves
about the complexities of acquiring a business and develop a systematic process
for doing so are, therefore, in a very strong position to acquire the right business
and exploit it properly.

Many entrepreneurs undertake an acquisition because they discovered the
target business was going cheap or they thought it would be a good sector to enter.
Most often they have not thought about which would be the right acquisition
to make for their current business or which type of acquisition would fill gaps
in the business they already have. They take on activities for which they have no
experience or where they have little appreciation of the risks and then wonder
why they get into trouble when the former owner departs and leaves them with
a business which they own but are unable to manage. Often the decision is
made between business friends or colleagues who think it would be a good idea
to combine businesses but without really considering whether those businesses
actually do complement each other. For example, just because two businesses
sell to the same customer does not mean they should be combined.

Preparing for an acquisition is more than just working out how to negotiate
the best deal. The first thing to consider is when to walk away from the deal.
This is more than just about price, it is also about risks, cultural fit and whether
the benefits can be extracted by the management resources the entrepreneur
has at his disposal. Sometimes the best deal you will ever do is the one you don’t
do. Not every available business should be bought. There are some situations
which could substantially undermine your own business and it is better to wait
until a better acquisition comes along.

Few entrepreneurs really consider what can go wrong in an acquisition. The
best deals which are done have considerable upside but sufficient resilience in
them that they can withstand numerous shocks. While it is good to be positive
and optimistic, it is also good to plan for the worst. If the worst case still shows
a good result, that is an acquisition that probably should be undertaken.

A good acquisition is a great way for a business to achieve substantial growth.
It can bring new talent into the business, provide new capabilities and generate
the basis for increased competitive advantage. A successful acquisition can bring
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stronger margins and the benefits associated with larger size. Good acquisition
skills are a definite advantage to the growth oriented entrepreneur.

Sometimes you cannot plan when a target business will become available
and so the processes of acquisition evaluation and integration should be
developed in advance so they can be called upon when needed. There are
often situations where growth can be readily achieved through an acquisition
of one of several alternative target firms. Therefore, a continuing watching
brief and monitoring of target firms is a key part of an overall acquisitions
strategy. Some of the resources you will need to monitor, evaluate and integrate
may be developed internally but others might be sourced from consultants,
professional service firms and investment banks. Once the entrepreneur has
decided that an acquisition strategy would provide benefit to the company, the
process of education and development of an acquisition capability should be
implemented.

As you can see from this book, there are considerable benefits in developing
a strategy to prepare the business for an acquisition. Once the entrepreneur
appreciates where the risks are and how these can be minimised with a proper
acquisition process, the company can start to prepare itself for an acquisition
activity. For acquisitions to be part of a growth strategy, it also means that the
entrepreneur needs to develop a longer term view of the business and identify
where acquisitions can play a meaningful role. The entrepreneur should also
start developing a strategic map of the industry in which they belong in order
to begin the process of identifying which firms could be potential targets for an
acquisition. It is far better to be proactive about which firms would fit with the
existing business than wait to see what comes on the market. Many private firms
may be open to a purchase if approached in the right manner and if they can see
good commercial reasons for such a combination.

The entrepreneur also needs to have a better understanding of their own
culture. Cultural fit has proven to be the biggest stumbling block to successful
acquisitions. Thus in order to be successful, the entrepreneur should first
understand the values which drive their own business and the way in which they
would approach difficult ethical or business decisions. Only by understanding
how they would do it themselves can they really have an appreciation of what
they should be seeking in another firm. Also, where they do perceive a cultural
gap, they are at least on warning to walk away from the deal or to put additional
effort into the cultural issues involved in an intervention or integration effort.

When acquisitions are planned, the entrepreneur will need to access
additional executive resources as there will be many extra tasks for the
senior management team to undertake throughout the negotiation and due
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diligence period. Extra management resources will also be needed in the
period immediately after the acquisition. Employees in both businesses will
have serious concerns about their future and this will take careful and timely
communications as well as on the ground resources. This cannot be undertaken
easily alongside normal daily operations. Smart acquirers know this and allocate
additional management resources and external consultants to assist with the
change of ownership and early intervention and integration activities.

The difference in outcome between an unplanned acquisition and poorly
planned integration effort compared to a systematic evaluation process and well
managed integration effort can often be the difference between company failure
and company success. Smaller firms do not have the management resources
to suddenly dedicate senior management time to sorting out an acquisition
which has gone dreadfully wrong because of a lack of planning and resource
allocation. Only by providing a competent support resource throughout the pre-
acquisition and post-acquisition process can risks be minimised and benefits
easily achieved.

A business which prepares itself for an acquisition strategy will also end up
being better managed, have a clearer growth strategy and have better focus. The
process itself has major benefits associated with it even if no acquisition results
from the effort. The business will have better communication, performance
setting and review systems, better governance and compliance systems and
should be more resilient as a result. In time, if the company proceeds to an
acquisition, it should be in a very good position to choose the right business to
buy and be better able to exploit the growth benefits from it.
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Chapter Fifteen
|dentifying Cultural and
Environmental Differences

The following table identifies a number of characteristics of individual and
organisational culture, organisational structure and working environment which
pertain to a business. The purpose of this section is to give the entrepreneur a
pragmatic way of highlighting cultural differences between their own business
and that of a target acquisition. While ‘culture’ typically represents underlying
values, those are established over time based on experiences, leadership,
organisational size and structure and industry characteristics. By identifying
these various characteristics of each business, the entrepreneur builds a picture
of what the business looks like and how it operates. The objective is to find
those things which are the same and those things which are different. To the
extent that characteristics are the same, the company should have few problems
in understanding the business or integrating it into their own.

Differences, however, are warning flags. Where differences exist, the
manner in which the business operates and the way in which individuals work
together will be different. These differences will need to be dealt with in an
acquisition. The company needs to be confident that it is able to manage the
acquisition where differences exist. In the area of integration, risks are higher
when differences exist. The questions the entrepreneur needs to ask are:

 Are these differences sufficiently great that we should walk away from

this deal?

o If we go ahead with the acquisition, can we integrate necessary functions
successfully given the differences which exist?

» Should we change the way in which the acquisition is to be managed to
absorb and support cultural differences?
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Using the Cultural Assessment Instrument

The measurement instrument requires the buyer to grade its own organisation
in each of the characteristics within the tables below. Once this is completed,
the buyer then seeks out information about the target acquisition to grade that
business.

The objective is to identify, where applicable, the extent to which the buyer
and acquired organisation (seller) match the descriptors given. Two extreme
positions are shown. An organisation which closely matches the description on
the left would score a ‘1’. An organisation which matches the description on
the right would score ‘5’. A business closer to one extreme than the other would
score ‘2’ or ‘4’. A business which is neither one nor the other or had some
aspects of both would score ‘3’. The Diff. column would record the difference
between the two scores.

Each characteristic is treated independently. The two extreme positions
represent different situations, neither of which is right or wrong, it really depends
on the context within which the business operates as to which is more effective.
Specific combinations of structure and culture have been shown to be effective
in certain situations. However, any specific structure put into a different context
or with individuals with very different values may be completely dysfunctional.
The purpose of this chart is to identify where cultural, environmental and
structural differences may create integration problems. Where integration is
not anticipated, significant difference may not only be tolerated, but may be
necessary to achieve acquisition benefits. On the other hand, where absorption
or full integration is necessary, any differences might present integration
difficulties.

At some point the cultural differences in areas which require full integration
to achieve acquisition benefits may be sufficient to cause termination of the
acquisition negotiation. If, however, the acquisition is concluded, this chart
should indicate where additional care and effort need be taken to overcome
major cultural differences.

Where only parts of the acquired business are to be fully integrated, this
survey may need to be completed at a business unit or department level. For
example, integration of two research and development departments may
create very different integration challenges than, say, the integration of two
manufacturing departments.

Surveys should be completed by interviewing a sample of senior executives
and employees within each organisation. An external consultant might be
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Chapter 15: Identifying Cultural and

individual responses and to gain an objective assessment.

Environmental Differences

A Organisational Structure

No. | Characteristic Score 1 Score 5 Buyer | Seller | Diff.

1 Product vs Process | The business is The business is
organised in a matrix | organised in a
structure to deliver | hierarchical structure
major one- off around supply chain
projects. and product delivery.

2 External Company actively Company only uses

Collaboration uses joint ventures, | internal resources.
consortia, sub-
contract and
strategic partners.

3 Diversification Core business Diversified across
only. Tight focus on | a number of
one market and/or | different product/
competency. markets and/or

competencies.

4 Vertical Integration | Highly integrated Operates at one
from raw materials point in the supply
to customer chain.
interface.

5 Management Co- Seamless Multiple autonomous

ordination organisation. businesses.

B. External Interface

No. | Characteristic Score 1 Score 5 Buyer | Seller | Diff.

1 Management of Suppliers are Suppliers are

Suppliers considered partners | dealt with at a
and are valued. distance and are
Suppliers are treated without
involved in long-term | consideration or
planning. not considered
when changes are
planned.
2 Customer Customers are Customers are not

Relationships

valued and treated
as partners.

seen as part of the
business and are
treated without care.
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Distributor & Agent
Relationships

Treated as partners,
risks shared

and long-term
relationships
anticipated. We

win when you win
attitude.

Short-term exploitive
relationship. We win
— you lose attitude.

Customer Periodic customer No systematic
Satisfaction surveys. Active process of
Feedback complaints follow collecting customer
up. Bonuses satisfaction.
based on customer | Complaints not
satisfaction. actively reviewed to
improve processes.
Customer Interface | Direct contact with | Through agents,
consumer. Personal | distributors,
selling. wholesalers or
independent
retailers.
Customer Retention | Customer retention | Customer retention
rate is very high for | is very low for the
the industry. industry.

Recurring Business

The % of revenue
from current
customers is very
high for the industry.

The % of revenue
from existing
customers is very
low for the industry.

Customer Referrals

The level of
customer referrals
is very high for the
industry.

The level of
customer referrals
is very low for the
industry.

Customer Mistakes

The company is
quick to admita
mistake and works
aggressively to fix
problems at the
company’s cost.

The company

never admits a
mistake and works
aggressively to
ensure the customer
pays to fix a
mistake.
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C. Selection and Promotion Processes
No. | Characteristic Score 1 Score 5 Buyer | Seller | Diff.
1 Employee Selection | Work experience Formal qualifications
(Qualifications) rather than are very important in
qualifications are selection.
key to recruitment.
2 Employee Selection | Personal Formal work
(References) recommendation references from
from existing creditable employers
employees is considered more
or contacts is important.
considered very
important.
3 Employee Selection | Preference is given | Social class or
(Class/School) to which school prior school is not
or social class considered.
individual belongs.

4 Employee Selection | The selection Avery formal

(Formal) process is very process is followed.
informal.

5 Promotion Promotion is Promotion is highly
based on likes and | formal and based
dislikes of senior on performance
management. evaluations and

suitability for job.

6 Succession Planning | Formal process No succession
for identifying planning.
and preparing
successors for key
positions.
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D. Individual Motivation
No. | Characteristic Score 1 Score 5 Buyer | Seller | Diff.
1 Senior Management | Senior management | Senior management
Benefits does not take frequently design
advantage of the work activities
business to receive | to gain personal
personal benefits. benefits.

2 Performance Based | Commissions, Individual

Remuneration bonuses, profit and company
shares and performance based
other personal commissions,
and company bonuses and
performance profit share are a
systems have significant part of all
little impact on employee benefits.
the majority of
employees.

3 Employee Benefits | Awide range The company offers
of benefits are only the minimum
available to all benefits required
employees including | under legislation.
generous vacation,
health insurance,
and subsidised work
related expenses.

4 Salary Levels The business pays | The company pays
very generous the least it can and
salaries compared to | well below industry
industry averages. averages.

5 Share Ownership Employees are No share purchase
encouraged to scheme or option
purchase company | plan exists.
shares and a
generous employee
option scheme is in
place.

6 Employee Regular employee No formal process

Satisfaction satisfaction surveys. | for gathering
Active follow up. employee

satisfaction.

7 Individual vs Team | Incentives are tied to | Incentives are

Incentives team and business | tied to individual
unit performance. performance.
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E. Organisational Values and Ethics

No. | Characteristic Score 1 Score 5 Buyer | Seller | Diff.

1 Social Interaction Employees are Employees live apart
active outside and few have social
of work in social contact.
activities.

2 Formal Values Business has Business has a
no declared list declared list of
of values and values which are
employees are supported by all
unable to agree on | employees.

a list.
3 Treatment of Employees Employees see
Employees are valued and the business as a
business works to place to work; no
develop and retain | effective system
employees. of development or
retention is present.

4 Education and External education No financial support

Training and training is or time off is
encouraged and given for external
supported by the education and
company. training.

5 Mistakes Mistakes made Mistakes or failures
in the pursuit of within a business
business objectives | activity can severely
are learning negatively impact
experiences and future promotion.
allowed.

6 Employee Empathy | Managers are Family and personal
sensitive to issues are expected
personal and family | to be kept out of the
commitments and work environment.
provide support
where needed.

7 Personal Space Highly personalised | Formal, institutional
with photos, and clinical with
mementoes, plants, | few personal items
personal colours etc. | allowed.

8 Open Financial results, Limited information

Communication major successes is shared with lower
and problems level employees;
are shared with company strategy is
employees. not shared.
Employees
can openly ask
questions about the
company strategy.
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9 Executive Conservative, Flamboyant,
Personality Profile reserved, quietly outspoken,
spoken. domineering,
aggressive.

10 | Respect for Other Executives in the Executives in the

Industry Firms company have a company have
genuine respect little respect for
for the knowledge, the knowledge,
capabilities and capabilities and
skills of other firms. | skills of other firms.

11 | Tolerance Organisation Employees are
encourages different | expected to
values, philosophies | subscribe to one
and beliefs among philosophy.
its managers and
employees.

12 | Self Belief Employees have a | Employees have
strong sense that little belief in the
their company is the | industry leadership
best in their industry. | of their business.

13 | Corporate The company is The company

Citizenship very concerned does not consider
about environmental | environmental
issues and issues or
sustainable business | sustainability in their
practices. corporate decisions.

14 | Home/Office Usage | Individuals work Individuals are
from home as expected to work in
normal practice. the company office.

F. Business Characteristics

No. | Characteristic Score 1 Score 5 Buyer | Seller | Diff.

1 Family Ownership Family members Business is broadly

and Management have effective owned; managers
control of the represent only a
business and small shareholding.
several family
members work
actively in the
business.

2 Business Age Business life Business is relatively
spans many years; | new; founders active
founders no longer | in business.
active in business.
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3 Business Location Business is located | Business is located
in a rural setting in a large city;
where employees employees often
live locally. commute long

distances.

4 Business Size Business is small. Business is a large

corporation.

5 Physical Dispersion | Business is located | Business is spread
on one site where over multiple
all employees can locations some
interact. distance apart; most

employees do not
interact with others
on different sites.

6 Business Base Business history is | Business history is
based on sales of based on sales of
products. services.

7 Acquisition History | Business has never | Business has
acquired another acquired many
business. businesses.

8 Industry Base Business is based in | Business is based
a specific industry. in an unrelated

industry.

9 Rate of Growth Business has been | High growth
highly stable or business.
declining.

10 | Employee Retention | Retention rate is far | Retention rate is
above average for | very low for their
the industry. industry.

11 Price Position Low cost. High price.

12 | Differentiation Commodity. Highly differentiated;

brand based.

13 | Volumes Very high volumes. | Low volumes.

14 | Customisation Highly Customised. | Standard products.
Personalised.

15 | Marketing Micro marketing. Mass marketing.
Personalised. Niche | TV, catalogues, mail
market magazines. | order, mass market

magazines.

16 | Technology Base Operates to most Proprietary
common industry standards or
standards. different industry

standard.
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17 | Quality Standard Operates to industry | No quality standard
standard ISO established; no
9000 or similar; specific quality
strongly reinforced | process enforced.
throughout the
business.

18 | Improvement Benchmarking No systematic

Process and/or continuous process
process improvement or
improvement benchmarking
supported. systems employed.

19 | Workday Workday is Executives are
typically 9-5 with expected to willingly
some flexibility for put in extensive
personal time off overtime; weekend
with make-up time. | and evening work is

common.

20 | Age Profile Most employees Most employees are
are young and most | middle aged and
executives are in senior executives
mid-career. are near retirement

age.
G. Decision-making Processes

No. | Characteristic Score 1 Score 5 Buyer | Seller | Diff.

1 Vision Business has no Business has a
declared vision clearly articulated
and employees are | vision which
unable to clearly is known and
articulate one. supported by all

employees.

2 Command and Employees are Authority is formal

Control given wide scope and hierarchical.
to resolve problems | Permission to act
and to take initiative. | must be obtained

from higher
authority.

3 Entrepreneurial Business is highly Business is highly

Culture opportunity focused | risk averse and only

and will take limited
risks to pursue
ideas.

highly certain and
validated projects
are undertaken.

ULTIMATE ACQUISITIONS




Part B Cultural and Ethical Assessment

Chapter 15: Identifying Cultural and

Environmental Differences

of ambiguity and
uncertainty.

4 Decision Processes | Very informal; Very bureaucratic.
relies on personal Formal processes
feelings; little formal | and procedures
documentation used. | used to gain

authority to use
resources.

5 Supervision Employees have Employees are
overall objectives managed at a
but the manner in high level of detail.
which they achieve | Processes are
results is left to documented and
them. employees expected

to follow them
closely.

6 Alternative Views Management is open | Employees
to different views expected to support
and encourages management
constructive criticism | decisions without
and feedback. questioning.

7 Key Performance Individuals and Responsibilities are

Indicators business units have | vague; no specific
clearly defined targets are set
and unambiguous for individuals or
performance business units.
metrics.

8 Group Decision- Open agendas, Formal, prepared

making (meetings) | open discussion, briefs, formal
common objectives, | presentations, rigid
problem solving, agendas, defensive
open to ideas. positioning.

9 Focus of Control Highly centralised; Highly decentralised;
decisions mostly very small central
made at HQ. HQ.

10 | Independent Views | Individuals are Decisions are made
encouraged to put by superiors and
forward creative individual thinking or
ideas and work suggestions are not
towards consensus. | encouraged.

11 | Ethical Orientation | Individuals are very | Individuals are only
concerned to do the | concerned with
‘right thing’. obeying the law

rather than doing the
right thing.

12 | Tolerance for Company is able to | The employees

Uncertainty cope with high levels | have a strong desire

for certainty and
stability.
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13 | Forward Focus The business takes | The business is
a long range view highly focused on
of product, market short-term results
and employee and short-term
development. planning.

H. Office Environment

No. | Characteristic Score 1 Score 5 Buyer | Seller | Diff.

1 Office environment | Office setting is Formal closed
informal (cubicles, offices are the norm;
open plan, free departments are in
movement, shared | separate places.
spaces).

2 Office Interaction Networking across | Interaction across
the organisation the company is
and sharing of not encouraged;
information is individuals
encouraged. use formal

communication
between
departments.

3 Cross Department Individuals work Requests for

Authority cooperatively atall | information and
levels to resolve support from another
problems. department are sent

up the organisation
to be resolved.

4 System Support Many independent | A single support
systems are used; system is used
many IDs and which integrates
passwords required. | all information and
Data not shared data across the
between systems. organisation
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Chapter Sixteen
|ldentifying Differences in Ethical
Values

Often it is very difficult to ascertain the values of a company if they are not
written down. Even if they are documented, they may not be implemented as
intended. Values develop over time based on the personalities and attitudes of
senior managers, especially the founders. Those values are then reinforced by
the way sanctions and rewards are distributed within the organisation over time
and are further reinforced by stories about heroes and incidents within the life
of the company.

Most companies approach problems in a similar way throughout their
organisation. This is particularly the case where difficult ethical decisions are
being made. The ‘right’ answer within any specific organisation will be the one
which most supports their core values. Over time, the organisation will build up
a history of making similar decisions when confronted with the same problem.
At some point, this might be reinforced by policies within the organisation
about how a specific problem is to be dealt with.

Ethical decision scenarios are a useful way of soliciting these core values
as ethical decisions do not have a single right answer. An ethical decision may
have several different decision outcomes depending on the core values of the
decision makers. Thus, for example, whether you decide to make redundant
the most recent hires or the least productive will depend on your values around
employee loyalty vs profitability.
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The best ethics training is experiential or scenario-based, Gebler maintains, because
those are most relevant to employees. Says Stempel, ‘It lets them talk about things
in a tangible way, about real situations, but it's not about them; it's about a character
in a story.’

Through the scenarios, participants can
- choose the best action from a list of possibilities

- evaluate specific actions in light of such criteria as organisational values, the
impact on stakeholders, or rules and the law

- suggest an appropriate action

- consider the impact of various actions

- discuss, through hindsight, how values have been compromised

- discuss what could have been done to prevent that situation from arising

- consider how the character in the story could apply his or her own values to
the situation.

Source: Do The Right Thing, by Salopek, Jennifer J., T+D, 15357740, Jul2001, Vol. 55, Issue 7

The ethical decision-making scenarios set out below are not a test of which
outcome is right. It is simply a means to discover how an organisation might
resolve a difficult problem. The task the acquirer needs to undertake is to
identify whether the two companies, the buyer and seller, would make different
decisions given the same situation. To the extent that this exposes major
differences in underlying values, this should warn the buyer that underlying
cultural differences need to be addressed more thoroughly in the evaluation of
the target company. As ethical positions are often different at different levels
in the organisation, or as senior executives may wish to colour their responses
to the buyer to influence the buyer’s decision, it is important that a sample
of responses be taken from different business units and organisational levels
within the potential acquisition.

Using the Ethical Scenarios

The company should request members of its own executive team and a
sample of lower level employees to respond to the situations described in these
scenarios. It is critically important that their responses should be honest and
not influenced by the identity of the interviewer. Where possible their responses
should be anonymous as this is likely to solicit the most honest responses. The
company may prefer to use an independent external interviewer rather than
conduct this exercise with internal personnel.
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Once the internal responses are assessed, these can be used to construct a
list of corporate values.

The next part of the exercise is to have a target acquisition undertake a
similar exercise. The purpose of the exercise is not to make a judgement as to
whether the values of the target firm are right or wrong, just whether they are
different. The buyer may need to fund this activity in order for the exercise to
be acceptable to the target firm. Of course, the seller may be interested in the
results if they have not undertaken a similar exercise themselves.

Ethical Scenarios

1. Redundancy

The company is faced with a downturn in sales orders and calculates that it
needs to reduce manpower costs by 10%.

e What process would you use to decide who should be terminated?

*  How would you announce the redundancies?

e What compensation would you offer those being made redundant?

e What support would you provide to the redundant employees?

*  How would you announce this to customers!?

* How would you deal with those employees who were not terminated but

lost friends or colleagues through redundancies?

2. Personal Expenses Claimed

An exceptionally good salesperson has been making expense claims associated
with personal entertainment. He has claimed trips and associated expenses for
himself and his wife and recorded these as sales related expenses. The amount
involved is $10,000 or about 5% of his annual sales expenses.

¢ How would administration deal with the discovery?
¢ Who would address the problem - if at all?
¢ What action would sales management take?

e What action would the CFO or CEO take?

ULTIMATE ACQUISITIONS



Part B Cultural and Ethical Assessment Chapter 16: Identifying Differences
in Ethical Values

3. Customer Complaint

A customer has complained that they incurred excess cost on the installation
of the company’s product as the company’s project manager resigned in the
middle of the project and it took several weeks for a replacement to be assigned.
The customer had to spend executive time briefing the new project manager
and mistakes were made in the installation which had to be corrected. This also
resulted in the loss of time of customer staff as well as delaying the value of the
cost savings which had justified the purchase.

¢ Who would deal with the complaint?

¢ Would the company admit any error or fault in the issue?

» Would any compensation be negotiated with the customer?
e What type of compensation (if any) would be used?

*  How would this problem be resolved with the customer and who would
sign off on it?

e What changes (if any) would be made internally as a result of the claim?

4, Money Back Guarantee

The company has a policy of returning money if the customer is not satisfied
with a product. The customer has purchased a $20,000 item of equipment and
has complained that the equipment would not undertake the job intended.
On investigation the sales manager has ascertained that the equipment was
not designed to undertake the task required and the brochure describing the
equipment is vague on this specific application. The customer has taken four
months to register his dissatisfaction as his new warehouse was not ready for the
equipment to be used at the time of purchase. The normal terms for the money
back guarantee is three months.

¢ Who would handle the complaint?
¢ What information would be requested from the customer?

¢ Would all or some money be refunded to the customer as a matter of
policy?

e Would this specific circumstance change the way complaints or the
guarantee was dealt with?

*  How would the customer be informed of the decision?
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5. Competitor Information Used in Sales Activities

The company’s sales manager has been informed by sales staff that a key
prospect may be in danger of being lost to a competitor. The company, however,
knows that the competitor’s senior development manager is about to leave to
join their company and that this will severely weaken the competitor’s position
in the market and the competitor would lose the account if the prospect knew
this information. At this point the development manager has not informed the
competitor that he is leaving and has asked the company to keep this information
confidential until after he receives his quarterly bonus in one month. The deal
is, however, expected to close within the next week.

* How would the sales manager deal with this situation?
e What would be told to the prospect?

e Would the development manager be approached about the situation and
what discussion would be had with him?

» What are the guidelines used by sales staff in regard to providing prospects
with competitor information? What is the normal practice?

6. Treatment of Ex-employees

A senior marketing executive has left the company to join its arch rival. The
marketing manager had been with the company for over ten years and was very
familiar with the industry and with the company’s competitive strategy. The
company had tried to persuade the executive not to leave but was unable to
match the salary and benefits offered by the competitor. The departed executive
is well known to many of the senior staff and, in the past, has spent many social
outings with company executives.

* How would such a departure be announced internally?
* What would be the reaction of senior management?
* Would past friends continue to socialise with him?

e If he was at an industry conference, how would he be dealt with by
company executives!

» Ifapproached by the industry association for a reference for the marketing
executive for a senior industry association position, what impact would
his departure have on the quality of the reference!
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7. Sexual Harassment

A junior administrator has complained to the human resources manager
that her supervisor is making inappropriate references to her in meetings calling
her ‘sweetie’ and ‘honey’. Her superior is an outstanding finance manager who
would be difficult to replace. She has objected to the use of these names on
several occasions but he persists.

* What would you have the HR manager advise her?
e What action would you take with her superior?
e What changes, if any, would you make in policy, training or hiring as a

result of the incident?

8. Dealing with an Employee Mistake with a Customer

A supervisor has identified that an invoice was incorrectly prepared for a
customer which resulted in the customer being overcharged by $5,000 in an
$80,000 invoice. The customer has already paid the invoice. The company is
suffering a setback in the market and cash is very tight.

e What action would you take with the supervisor?

e What changes would you make in systems and procedures as a result of
discovering the error?

¢ What would you advise the customer (if anything)?

9. Discrimination on Cultural Differences

An internal review of employee benefits has identified that one of the business
units has a decided preference for people of a specific ethnic background and
consistently avoids hiring individuals with certain religious beliefs. There is local
legislation which specifically forbids discrimination based on race or religion.

» What process would you follow once you had been notified of the issue?

* Whataction (if any) would you take with regard to the personnel involved
in recruitment for the identified business unit?

e What changes (if any) would you make in recruitment processes as a
result of the report?
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10. Customer Mistake

An employee in customer service has been bumped by a customer who was
distracted reading directions to the information desk. The employee at the time
was returning to her office with a storage box which tore her dress when she
was bumped. The customer apologised and left before the tear in the dress was
noticed. On returning to her section, the employee discovered the tear and
requested permission to go home early as the tear was embarrassing to her. The
time was 2pm.

» Ifyou were the employee’s supervisor how would you handle the incident?
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Chapter Seventeen
Operations Management

The Operations Management Index (OMI) has two roles it can play within an
acquisitions strategy. It provides a checklist for the company’s own operations as
well as an initial screening tool for reviewing the state of operations management
within a target acquisition.

Within the acquiring company, the OMI sets out a standard for the quality
of governance and operations management the company should achieve before
it enters into an acquisition. The initial objective for a company which sets out
to engage in acquisitions is to set its own house in order. That is, it should put
in the systems and processes to support an effective and efficient business. The
reason for doing this in advance of undertaking an acquisition is to provide
a level of efficiency and resilience which will support the complexity and
resource needs of an acquisition project. The OMI can be used to evaluate the
operations readiness of the business as well as provide a tool for measuring the
progress over time of the development of internal systems towards the target
performance level.

A business can only be run effectively if it has the measurement and
reporting systems in place to set targets and review performance, thus the use of
KPIs, budgets and proper reporting systems are critical. Governance issues deal
with compliance and risk management and can be seen in good relationships
with customers, suppliers, bankers and so on. Operational excellence should be
an objective of the entrepreneur anyway but, in this context, it will provide a
platform from which to launch an acquisition strategy.

Once the company has implemented a quality system of operations
management, it will be in a very good position to specify the manner in which
an acquired business should be managed. The systems and processes which are
implemented within the company provide a template against which a target
acquisition can be measured and provide a template for how systems should
work once the business has been acquired.
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The OMI can also play a role in the initial evaluation of a target acquisition.
As part of the initial due diligence of the target firm, the OMI can help the
entrepreneur assess the quality of the governance and internal reporting systems
of the firm and use this information to identify areas of potential risk as well
as areas where new systems will need to be installed post acquisition. When
the entrepreneur enters into an acquisition investment, they are exposed to
the trading risks of the acquired firm. They are also exposed to any current or
contingent liabilities, current and potential employee disputes, customer issues
and supplier disputes. Once the investment has been made, these risks will
need to be managed by the installed management. Pre-existing conditions may
be underwritten somewhat through warranties and representations and failure
of the acquired business to perform may be somewhat compensated through an
earnout or a claim against the selling shareholders, but these are little comfort
to the entrepreneur who finds himself with a lemon.

The entrepreneur needs to establish the level of risks associated with the
investment before doing the deal, not after. So an extensive investigation will
often be undertaken to uncover any skeletons which may lay in wait for the
unwary investor. Depending on the size and complexity of the firm, this process
can take many months and be very expensive. While this cost is usually absorbed
by the buyer, it is almost certainly factored into the purchase price.

The entrepreneur will be trying to estimate the costs and executive time
which will be needed to be devoted by management within the company and
what external costs for professional advisers will be incurred to bring the
acquired firm up to the quality needed for an on-going stress-free operation. As
items are uncovered, the entrepreneur will need to estimate the time and cost
which will be incurred to resolve the issue. Of course, some may not be simple,
cheap or quick to resolve. Other items may be serious and there may be no easy
way to estimate the likely damage or cost to resolve. This is particularly true
with contingent liabilities, intellectual property ownership doubts and unclear
customer obligations which have not been fulfilled.

At some point, the entrepreneur may simply decide that the level of risk is
too high to proceed, or they may decide that it will take too long and be too
expensive to establish the level of exposure in the outstanding issues and break
off negotiations.

The ultimate due diligence test which could be used by an entrepreneur is
the following:

e Can I leave the acquired firm alone to continue managing its operations
without incurring an unreasonable level of risk?
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e Can I achieve my required ROI in the investment by devoting my effort
to where I can add the most value without being distracted with having
to clean up problems first?

The initial investigation can provide the entrepreneur with a quick checklist
during the initial discussions. Once an agreement has been reached, a much
more detailed due diligence investigation will be undertaken by the company’s
professional legal and accounting services firms. However, this initial screening
can provide the entrepreneur with sufficient information to decide if they wish
to move forward to more detailed negotiations. It will also provide a broad
indication of the size of the investment which will need to be made post
acquisition to install a quality system of operations management.

In a situation where the seller has a choice of buyer, the seller may undertake
their own due diligence on the potential buyer. To the extent that they are
dependent on the future performance of the buyer for their wealth protection
or for achieving an earnout, the quality of the management and the efficiency
and effectiveness of the supporting operations systems may well decide which
buyer they choose. This is a further reason for the company to put in place good
internal governance and management systems.

A1. Monthly Financial and Key Performance Indicator
Reporting Exists

The existence of a comprehensive reporting system is important for several
reasons. These are:

It demonstrates that the company is well run,

¢ It shows that the management is effective,

o It shows attention to detail,

It demonstrates that an underlying infrastructure is in place,

 If comprehensive, it should show that problems are identified early and

addressed.

The financial reporting systems should produce Balance Sheet and Income
Statements, Cash Flow projections, Aged Debtors and Aged Creditor reports.

More sophisticated systems go beyond monthly financial reporting. Every
business has key performance indicators (KPIs) which demonstrate its health
and competitive alertness. Reporting systems should be able to demonstrate
that the company is operating efficiently in all major areas of operations. For
example, in sales it might be an examination of tenders received, tenders
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sent, contracts under review, contracts received and revenue to estimates. In
production, it might refer to actual production vs planned production, overtime
hours worked, rework hours, inventory levels and so on.

In regard to a potential acquisition, the companywill be attempting to estimate
the level of intervention which it will have to put in after the investment. To
the extent that good management systems are in place, this should considerably
reduce these costs.

Self-assessment

1. Internal reporting systems are unsophisticated and incomplete.
Monthly financial reporting exists but is not comprehensive.

Monthly reporting exists but few KPIs are tracked.

> ow~

Monthly reporting systems and KPIs are tracked but have not been audited
for completeness and effectiveness.

5. Comprehensive monthly financial and KPI reporting exists. Professional
advice has been taken to ensure completeness and effectiveness.

A2. AFormal Business Plan Has Been Prepared and Is
Updated Periodically

Most business people would agree that business plans are outdated as soon
as they are printed. However, the discipline of preparing the business plan
captures the holistic nature of the enterprise. This is one of the few times where
management have the opportunity of rethinking the vision, goals and strategy
of the firm. It is by pulling it all together that they will gain insights into areas of
weakness and opportunities where the business can be improved.

For an external investor or lending institution, a good business plan provides
insights into the business. For example:;

¢ What is the vision and how is this translated into strategy’

e What are the competitive assets and competencies of the company and
how are these being leveraged into competitive advantage?

e Which markets do they compete in and how are they placed?

e What are the assumptions behind the numbers and have these been
validated?

e What risks are present in the business and how are these being addressed?

e What is the worst case scenario?
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e Do they understand their underlying cost and revenue structures and
has this been translated into a breakeven analysis and a breakdown of
recurring and new business?

e Can they demonstrate clearly where the business comes from and why?

¢ Do they have a clearly articulated marketing and sales plan with identified
targets!

e Has the business growth been translated into a headcount plan and a
funding plan?

The business plan demonstrates that the management team understands
what it takes to be successful. It should be more than a spreadsheet; it is an
explanation of why the business is successful and it should be backed up with
validation of assumptions.

The business plan is often used to attract investment or to arrange debt
finance. The question which should be asked by an investor or lending
institution is:

Can this business be run successfully without us having to intervene to protect our

investment or loan?

[f an external party can see that the business is well run and has good potential,
it is much more likely to invest or lend money to it. They are anticipating that
the business can be left alone to run itself for some period of time.

The preparation of a business plan may also indicate to the entrepreneur
where additional potential is for the company. Preparation of the business
plan helps the entrepreneur bring all aspects of the business together where
threats and opportunities can be assessed holistically. This helps the company
to evaluate new opportunities and perhaps see how an opportunity may be
developed with additional resources or assistance from an external investor or
lending institution.

Self-assessment

1. No business plan exists.
2. There is a business plan but it is out of date and/or incomplete.

3. There is a comprehensive business plan but it simply projects past trends
and is not a strategy document.

4. Acomprehensive business plan exists and is up-to-date but does not have
the depth or validation needed to provide a good explanation of strategy of
how the business might perform in the longer term.
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5. Avery comprehensive business plan exists which is of professional quality
and fully explains the business strategy, the capabilities and the likely
outcome of the business in the longer term.

A3. AFormal Budget Is Prepared and Actual Perfor-
mance Is Monitored Against Budget

The preparation of formal budgets (Profit & Loss, Cashflow and Balance
Sheet) serves a number of purposes including:

e Quantification of formal business plans,
* Identification of projected profit & loss and cash flows,

» A basis for financial discussions with external parties such as debt and
equity providers,

A basis for monitoring the actual performance of the business against the
business’ forecast, and

A basis for performance evaluation of key staff and departments.

The budget should provide the basis for monitoring actual performance
against budget and should link the formal business plan to the actual
performance of the business.

Budgets should be prepared and monitored on a monthly basis. Budgets
should be prepared on a geographic and department basis in order to properly
assign responsibility and facilitate the management of variances.

Preparation of a formal budget and analysis of actual performance against
budgeted performance should provide the following benefits to the business:

¢ Assists in identifying under- or over-performance against budget,

e Enables timely actions to be taken where actual performance is
significantly different to forecast performance,

¢ Ensures key financial information is monitored at various levels
throughout the business, and

* Promotes accountability of key individuals and departments.

Regular budget preparation and analysis of performance by the business
will provide lending institutions and potential investors with greater comfort
that the business is being actively monitored and proactively managed and that
business risks are being assessed on a regular basis.
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Self-assessment

A4.

1. Nobudget s prepared and no analysis of actual results to budgeted results
is performed.

2. There is a budget, but it is out of date, or not regularly monitored.

3. There is a summary budget, but it is not detailed enough; it does not
link to the business plan; it does not ensure accountability of key staff/
departments and is not regularly monitored.

4. Abudget exists that partly assists in monitoring actual to forecasts of the
business (including accountability of key staff/departments).

5. A comprehensive budget exists which supports the formal business plan
and is a major tool in the on-going monitoring and assessment of business
performance including monitoring accountability of key staff/departments.

Full Compliance with Regulatory Issues (e.g. Envi-

ronmental, Health and Safety)
The health of the business is determined by the quality of its underlying

systems. These will include all the compliance areas which will vary from

industry to industry but may include:

Tax reporting (income, payroll and sales tax (BAS, VAT, GST, etc),
Company financial reporting,

Corporate governance (shareholder tracking, board minutes, etc),
Employment law reporting,

Mandatory insurance,

Health and safety practices and accident reporting,
Environmental compliance,

Industry specific regulations,

These areas are critical to the effective and efficient management of a

business. Any deficiency will indicate weak management, lack of concern for

potential exposure and the possibility of litigation and penalties. The exposure

may not be just for on-going practice, but may be retrospective in more severe

cases such as environmental issues.
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Self-assessment

1. Compliance is not treated seriously and its implementation is inconsistent.

2. The company is concerned about compliance and has some systems in
place but no comprehensive program exists to ensure compliance or to
ensure completeness of coverage.

3. Compliance is treated seriously but is left up to individual managers and
there is no system in place to ensure that all areas are covered and that
full compliance is occurring.

4. Afulllist of compliance issues exists, responsibilities are defined and some
areas have reporting systems to ensure that compliance is being adhered
to. Professional advice is being sought to undertake an audit in order to put
a comprehensive reporting system in place.

5. Compliance reporting is comprehensive and effective and is audited by
professional advisers on a periodic basis to ensure completeness and
effectiveness. No outstanding or anticipated litigation exists.

A5. Customer Relationships Are Managed to Minimise
Litigation

Litigation and potential litigation occurs when aspects of the business are
not conducted fairly, transparently and according to accepted standards of good
conduct. It is not sufficient to hope that external and internal relations are
managed well; the entrepreneur should install policies, procedures and systems
to ensure that they are doing so.

In the case of customers, the company needs to conduct its business so
that customers clearly understand the obligations of the company, customer
expectations are clearly understood and performance to documented and
implied contractual conditions is monitored. Products and services need to be
fit for purpose, of merchantable quality and sold with clear explanations of
intended use. The company should be prepared to assist customers with help
and assistance to ensure that effective intended use can be readily achieved.
Failure to understand the customers’ needs and intended use simply exposes
the company to potential complaints, wasted resources and possible litigation.

The company should have in place fair and reasonable contracts or
agreements with customers, complaints handling processes which are effective
and monitoring systems to ensure obligations are met.

The entrepreneur needs to be concerned about potential risks. Poor customer
handling and poor internal processes suggest exposure to potential litigation,
workplace unrest and/or loss of customer retention and referenceability. These
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seriously damage the company as a place to work or do business with, thus
threatening the viability of the business. The entrepreneur does not want to be
distracted by problems which may disrupt the acquisitions process. A business
with underlying potential litigation can severely disrupt any major strategy.

Self-assessment

1. No special effort is taken by the company to avoid litigation in external
customer relationships. Accounts are not reviewed for current or potential
problems on any systematic basis. No escalation process exists to deal
with unresolved issues.

2. The company acknowledges that it can do better. Staff have been advised
of the implications of unresolved customer issues. A complaints system is
in place.

3. Aformal customer complaints system is in place with proper escalation
procedures. Formal agreements which deal with outstanding unmet
obligations and disputes exist with customers.

4. Professional advice has been taken on establishing formal systems of
dispute resolution, complaints handling and problem escalation. Contracts
have been reviewed by professional advisers. Relationship management
training has been given to staff where appropriate.

5. Formal review systems are in place for all agreements with customers. The
company is proactive in dealing with customers to ensure that expectations
are set correctly and are monitored on an on-going basis. Formal complaint
handling systems and dispute resolution systems are in place with staff
trained and advisers available. Professional advisers review any serious
disputes and provide advice on problem resolution.

A6. Supplier Relationships Are Managed to Minimise Liti-
gation

Good supplier management is essential for the efficient operation of a
business. Litigation and potential litigation occurs when aspects of the business
are not conducted fairly, transparently and according to accepted standards of
good conduct. It is not sufficient to hope that external and internal relations
are managed well; the entrepreneur needs to install policies, procedures and
systems to ensure they are doing so.

Some suppliers are more critical than others where they supply essential
parts, where there are no effective substitutes or the switching costs of moving
to another supplier is high. Thus managing supplier relationships is essential
for the health and on-going effective operation of the business. The company
should have fair and equitable agreements with suppliers and these should be
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industry standard wherever possible. Supplier relationships should be managed
by people in the company who understand that the relationship is more than
simply placing purchase orders and negotiating the best price. The company
needs to ensure that goodwill exists in those relationships; that suppliers value
the business being done with them and their issues and complaints are being
dealt with in a timely and reasonable manner.

The entrepreneur needs to be concerned about potential risks and disruption.
Poor supplier relationship management and poor internal processes to resolve
problems suggest exposure to potential litigation, workplace unrest and/or
potential loss of key suppliers. Failure to monitor payables and resolve disputes
may also affect credit rating. The entrepreneur needs to ensure that supplier
problems do not distract the company from achieving the potential benefits in
an acquisition investment. A company with underlying potential litigation can
severely disrupt both the company as well as their acquisition strategy.

Self-assessment

1. No special effort is taken by the company to avoid litigation in supplier
relationships. Accounts are not reviewed for current or potential problems
on any systematic basis. No escalation process exists to deal with
unresolved issues.

2. The company acknowledges that it can do better. Staff have been advised
of the implications of unresolved issues. A complaints system is in place.

3. Aformal complaints system is in place with proper escalation procedures.
Formal agreements exist with suppliers to deal with outstanding unmet
obligations and disputes.

4. Professional advice has been taken on establishing formal systems of
dispute resolution, complaints handling and problem escalation. Contracts
have been reviewed by professional advisers. Relationship management
training has been given to staff where appropriate.

5. Formal review systems are in place for all agreements with suppliers. The
company is proactive in dealing with suppliers to ensure that expectations
are set correctly and monitored on an on-going basis. Formal complaint
handling systems and dispute resolution systems are in place with staff
trained and advisers available. Professional advisers review any serious
dispute and provide advice on problem resolution.
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A7. Employee Relationships Are Managed to Minimise
Litigation

The entrepreneur should ensure that good management practice systems
and fair and reasonable workplace conditions are in place for effective employee
management. Employees should understand clearly what is expected of them,
be provided with opportunities to provide feedback on their experience and
be given performance appraisals to ensure they understand how they are
meeting expectations. Processes should be in place to deal with harassment
and discrimination in the workplace. Only through effective and systematic
performance monitoring and corrective action can the company adequately deal
with dismissals without creating situations which might lead to unfair dismissal
claims and possible litigation.

Every business is dependent on its employees’ goodwill and motivation. If
the workplace conditions are not fair and reasonable at a minimum and if justice
is not done and seen to be done, this creates a poor working environment. It is
inevitable that the company will go through a series of changes of management,
systems and direction as it grows through acquisitions. This is going to take
a lot of goodwill and support from existing staff. An entrepreneur doesn’t
wish to start off an acquisition process at a disadvantage. In addition, poor
performance management processes expose the company to claims of unfair
dismissal or discrimination. No entrepreneur willingly allows their business
to be exposed to potential unquantifiable future litigation costs and damages.
Contingency liabilities are normally the death of a future external investment
or external loan.

Self-assessment

1. No special effort is taken by the company to avoid litigation in employee
relationships. Workplace issues are left to local supervisors and local
management to resolve. There is no full time or dedicated employee
responsible for compliance or to assist in resolving workplace relationship
issues. No systematic process exists for setting and evaluating
performance.

2. The company acknowledges the need to introduce more formal processes.
Job descriptions are in place for most of the employees and an evaluation
process is being used for performance review and for setting pay increases.

3. Performance targets and formal reviews of achievement are in place.
A member of management is responsible for compliance. Management
has been briefed on workplace issues of harassment, discrimination and
performance review documentation and dismissal processes. These are,
however, not systematically followed.
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4. Formal processes exist for defining job descriptions, setting and assessing
performance targets and dealing with employee workplace issues.
Management has been trained on all aspects of compliance and workplace
performance and dismissal processes. No external professional advice
has been sought to audit the quality of the processes.

5. Systems and procedures are fully documented and audited to ensure full
compliance with best practice in performance reviews, dismissal handling
and workplace incident handling. The company has professional internal
staff and/or external advisers to assist with any serous incident.

A8. Credit Worthiness with Suppliers Is Excellent

The quality of external relationships is often an indicator of the quality and
integrity of the management team and the culture of the company. As the business
grows through acquisitions some level of disruption to the business is likely to
occur. During this period the goodwill of suppliers is going to be necessary so that
additional problems don’t create crisis events. By establishing good credit payment
performance and working closely with suppliers, the business can develop some
resilience which may be needed during acquisition projects.

Few companies are able to avoid some fluctuation in their cash flow.
Problems, however, can often be mitigated by good relationships with suppliers.
Suppliers who are normally paid promptly and dealt with fairly are often willing
to extend additional credit for short periods during difficult times. This is
especially true if the company has dealt with them honestly and shown past
behaviour of bringing situations back to prompt payment.

Those businesses which keep their suppliers informed, proactively tell
them about impending issues and show good management skills in correcting
problems promptly, are much more likely to get extended credit to cover short-
term situations.

Self-assessment

1. The company deals with suppliers at arms length and makes no special
effort to value the relationship. The company makes no special effort to
keep in regular touch with them or to keep them abreast of business issues.

2. The company is sensitive to dealing with suppliers and pays when possible
on agreed terms. Suppliers are, however, only contacted when payments
are already late.

3. The company has processes for reviewing credit with suppliers and keeps
them informed of any issues where extended payment may be taken.
The company has a member of management who meets with them on an
informal basis when the occasion arises.
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4. The company actively informs suppliers of account status and will pay early
if cash permits. Suppliers are kept informed of the level of likely business
to be placed with them. When payments have been delayed, senior
management will personally contact the supplier to review the situation.

5. Professional advice has been sought on credit worthiness best practice
and systems implemented. Senior management keeps suppliers informed
of any payment issues well in advance and before payments are overdue.

A9. Banking Relationships Are Excellent

Banking relationships can be critical in securing funds for acquisitions
investment or for securing additional credit for working capital when acquisitions
disrupt current business. The quality of a firm’s relationship with their bank
is a very good indicator of the way in which they do most of their business.
External relationships are often an indicator of the quality and integrity of
the management team and the culture of the business. With any significant
business development, which can be expected after an acquisition, some level
of disruption to business is likely to occur. During this period the goodwill of
suppliers, customers and bankers is going to be necessary so that additional
problems don’t create crisis events. By establishing good formal and informal
contact with the bank, the entrepreneur can put in place a process which can
assist in these situations.

Few companies are able to avoid some fluctuation in their cash flow.
Problems, however, can often be mitigated by good relationships with suppliers
and by working closely and honestly with the bank. Those companies which
keep their bank informed, proactively tell their bank about impending issues
and show good management skills in correcting problems promptly, are much
more likely to receive an extended line of credit or a loan from the bank to deal
with short-term fluctuations.

Self-assessment

1. The company deals with its bank at arms length and makes no special
effort to value the relationship. The bank is simply treated as a facility and
the company makes no special effort to keep in regular touch with the bank
or keep them abreast of business issues.

2. The company is sensitive to dealing with its bank. However, the bank is
only approached when a need arises.

3. The company has processes for reviewing its pattern of business with its
bank and keeps them informed of any issues where cash flow might be
seriously affected. The company has a named bank officer to work with
and meets with them on an informal basis when the occasion arises.
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4. Informal review arrangements are in place with the bank to review
business performance and review banking requirements. The company
also has periodic formal meetings with the bank to review their banking
arrangements and banking facilities.

5. The company has established formal meetings with the bank on a regular
basis where current and future banking requirements are reviewed. Senior
management of the company are known to the Bank and informal social
relationships are encouraged by the company.

A10. Customer Interaction, Contracts and Agreements
Are Industry Standard

A company incurs problems and costs when obligations under contracts are
unclear, incomplete, harsh, or overly generous. Risks escalate when procedures
for handling disputes, complaints, claims or clarification are not clear and
followed. When customers can make claims on the company which cannot be
substantiated internally, where the obligations are not clearly set out or where
the terms of payments are unclear, the company can be exposed to potential
litigation, loss of resources or significant under payments.

A situation in which contracts can be customised to suit the customer
becomes an administrative burden. Few companies have the processes in place
to track individual contracts where obligations and terms vary from one contract
to another and so the likelihood of making a mistake in this situation is very
high. The problems can be greatly exacerbated if contracts are voluminous or
held at a place away from where activity is being undertaken.

An entrepreneur with an intention to grow should be implementing a
smooth administrative operation. If the contracts are not standard or vary from
contract to contract, costs increase. Risks may occur if personal undocumented
knowledge is required to manage the relationship. If the person with that
intimate knowledge leaves, so does the ability to handle issues which arise.

Policies for dealing with customers should be clearly set out and staff trained
in the various activities which require interaction with customers. Errors are
easily made where inconsistencies in processes are allowed to occur.

Self-assessment

1. Interaction, contracts and agreements with customers are informal and
vary in approach, terms and conditions.
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2. Staff are advised on how to deal with customers but this is not formally
supervised or reviewed. Contracts and agreements with customers are
mostly written but variations exist and these are not well documented.
Formal signoff of customer contracts is not in place where complex projects
are undertaken.

3. Staff are trained to deal with customer issues. The company has policies
in place for most customer interaction but these are out-of-date and
compliance is not reviewed formally. Formal contracts and agreements
are used with customers but variations are common. Variations are well
documented and agreed by both parties. Formal progress monitoring is in
place and signoff occurs at key stages in projects.

4. Formal policies are in place for interaction with customers and staff are
trained on these. Compliance is monitored and issues dealt with promptly.
Standard contracts and agreements are in place with customers and
progress on long-term projects is monitored. However, no steps have been
taken to ensure that contracts are industry standard and that best practices
for monitoring are in place.

5. Professional advice has been taken and recommendations implemented
to ensure that contracts with customers are industry standard and that
progress monitoring and signoff procedures are in place and being
followed. Periodic audit of customer contracts and progress tracking is
in place. Formal policies for dealing with customers are in force and are
regularly monitored.

A11. Supplier Contracts and Agreements Are Industry
Standard

A company incurs problems and costs when obligations under supplier
contracts are unclear, incomplete, harsh, or generous. Risks escalate when
procedures for handling disputes, complaints, claims or clarification are not
clear and followed. When suppliers can make claims on the company which
cannot be substantiated internally, where obligations are not clearly set out
or where the terms of payments are unclear, the company can be exposed to
potential litigation, loss of resources or significant over payments.

A situation in which contracts can be customised for each supplier becomes
an administrative burden. Few companies have the processes in place to track
individual contracts where obligations and terms vary from one contract to
another and the likelihood of making a mistake is very high. This situation is
greatly exacerbated if contracts are voluminous or held at a place away from
where activity is being undertaken.
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Entrepreneurs who seek to grow through acquisitions need to have supporting
systems which allow for efficient administrative operations. If contracts are not
standard or vary from contract to contract, smooth operations are not possible.
Further risks may occur if personal, undocumented knowledge is required to
manage the relationship. If the person with that intimate knowledge leaves, so
does the ability to handle issues which arise.

Self-assessment

1. Interaction, contracts and agreements with suppliers are informal and vary
in approach, terms and conditions.

2. Staff are advised on how to deal with suppliers but this is not formally
supervised or reviewed. Contracts and agreements with suppliers are
mostly written but variations exist and these are not well documented.
Formal signoff of supplier contracts is not undertaken where complex
projects are undertaken.

3. Staff are trained to deal with supplier delays, missing or incomplete orders,
quality issues and relationship problems. The company has policies in
place for most supplier interaction situations but these are out of date and
compliance is not reviewed formally. Formal contracts and agreements
are used with suppliers but variations are common. Variations are well
documented and agreed by both parties. Formal progress monitoring is in
place and signoff occurs at key stages in projects.

4. Formal policies are in place for interaction with suppliers and staff are
trained on these. Compliance is monitored and issues dealt with promptly.
Standard contracts and agreements are in place with suppliers and
progress on long-term projects is monitored. However, no steps have been
taken to ensure that contracts are industry standard and best practices for
monitoring are in place.

5. Professional advice has been taken and recommendations implemented
to ensure that contracts with suppliers are industry standard and that
progress monitoring and signoff procedures are in place and being
followed. Periodic audit of supplier contracts and progress tracking is
in place. Formal policies for dealing with suppliers are in force and are
regularly monitored.

A12. Contracts Are Able to Be Assigned to an Acquirer

A company which intends to grow through acquisitions may well be involved
in divestments in order to realign their core business or because the business unit
is no longer desired. Companies with business units which may be sold must
have the ability to assign the rights of their contracts, licenses and agreements
to the new buyer. Agreements which do not allow this inhibit the ability of the
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new owner to operate the business. Some agreements have clauses which allow
assignment only with the permission of the other party. This agreement should
be obtained prior to going into a divestment discussion.

Many agreements do not allow for assignment to a competitor. This is not an
unreasonable condition if such a change could potentially harm their business.
In this case, the company needs to have a contingency plan to be able to replace
that part of their business if it is critical to their operation. Where such an
agreement might stop the divestment from happening, the entrepreneur will
need the ability to terminate the agreement and replace it with an alternative
prior to preparing the business unit for sale.

Self-assessment

1. The company is not aware of this requirement and does not know the
status of its various agreements in this regard.

2. The company acknowledges that this would be desirable but has not
reviewed the contracts for compliance.

3. Contracts have been reviewed and those which do not allow assignment
have been identified and responsibility given to an executive to renegotiate
this condition.

4.  Contracts have been renegotiated (where possible). The company does
not see any situation which would inhibit a divestment. Contracts have not
been reviewed by professional advisers.

5. Contracts, licences and agreements have been reviewed by professional
advisers and no critical impediment remains to assignment of rights.

A13. Intellectual Property Is Able to be Traded and Is Ap-
propriately Protected

Intellectual property (IP) covers those knowledge assets of the company
which can be used and /or sold independent of the people who created that
knowledge. Thus knowledge in the heads of employees which is not documented
cannot be used if they leave and a business unit cannot be sold without the
employees who have it. Documented knowledge where the ownership may be in
dispute or where ownership is unclear, cannot be effectively traded and may put
the company in dispute with former employees over ownership. Other IP rights
which are purchased and are critical to the operation of products or services,
need to be able to be sold or assigned to a new owner if a business unit is
divested. Any contractual impediments to the use of internal or purchased IP
will seriously inhibit a company’s ability to exploit the IP and might seriously
damage the potential of a sale of part of the business.
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Many acquisitions are targeted at acquiring competitive advantage through
the acquisition of firms which hold patent rights. Patents with considerable
revenue generating potential can attract litigation over ownership rights if this
has not been carefully managed from the outset of a research and development
project as any employee who has worked on the project could potentially
claim an ownership share. The only way for the company to protect itself from
such a claim is to have employees assign all rights of any inventions, or those
relevant to their workplace, to the company for the life of their employment.
Alternatively, rights could be assigned to the company with acknowledgement
of an ownership share but leave the company in a position to have full rights to
exploit the patent subject to a royalty based on an agreed formula.

Another aspect of IP is that the company must ensure that the IP was
adequately managed throughout the development process. IP management must
ensure that IP does not infringe any other IP rights; that the IP is appropriately
registered and that rights are kept current. Since many IP rights require
registration in other countries, the company needs to have documentation of
the extent of the registered rights and be able to show how these might be
further protected in divestment negotiation.

Self-assessment

1. No IP management program exists.

2. The company acknowledges the importance of IP management but has no
formal system to register or protect it.

3. IP management is considered important and the company has registered
various IP but the ownership trail is incomplete and may be subject to
dispute by current and/or past employees.

4. Formal IP management processes are in place. Rights are registered in
countries deemed appropriate for the business. Employees are required
to sign over IP rights as a condition of their employment. IP acquired
externally and used in the business will be able to be traded by a new
owner.

5. The company has undertaken an audit by a professional adviser and
implemented systems and procedure recommendations to ensure full
protection of its IP rights.
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A14. Post Acquisition Changes in Employment Are
Planned for

Detailed consideration of the organisation structure following a possible
future acquisition will indicate which roles will need to change and which roles
will be redundant. Rather than leave this issue to the last minute or for a time
when the business is actively involved in post acquisition integration, the firm
can negotiate potential changes with those employees likely to be affected and
put in place agreements which will smooth the transition. Even where the exact
changes cannot be predicted, the company needs to be sensitive to the fact that
an integration activity may well displace existing employees.

A company pursuing acquisitions will almost certainly be confronted
with the need to make organisational changes. These will involve changes of
management, redundancies, changes of roles and reporting lines. Many of
these changes could potentially affect compensation packages. Effecting these
changes and avoiding unrest, disruption and de-motivation will be challenging.
The potential for litigation is present where current conditions of employment
are at odds with the new situation. An employee who feels he or she has been
misled or feels constructively dismissed through the changes, may feel compelled
to seek legal advice.

Managing expectations, providing acceptable options for employees who
are affected and preparing staff for the likely change is all part of preparing
the business for an acquisition strategy. Some employees may decide to take
early retirement or seek alternative employment. Others may see the change
as beneficial and want to participate in new opportunities generated through
the acquisition. Key employees need to be retained and need to be handled
carefully so that they are incentivised to stay during a transition period. Others
might need to be given incentives to leave where their roles are being changed
significantly or where they are being made redundant.

In anticipation that the business will change following a future acquisition,
the company should put in place employment conditions which will ease the
path of organisational change. For example, current terms and conditions of
employment might include the option for the business to make an employee
redundant following an acquisition and state the level of compensation to be
paid. Alternatively, a retention bonus might be specified for key employees to
encourage them to stay. Benefits may be able to be changed on a restructure of
the business.
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Self-assessment

1. Noattempthas been made by the firm to implement changes in employment
conditions to facilitate an acquisition strategy. No discussions have been
had with employees about post acquisition roles.

2. The firm has reviewed its organisation structure and determined those
positions likely to be changed, made redundant or are critical to any major
organisational restructuring. Some informal discussion at management
level has occurred. No formal changes have been made to employment
conditions.

3. The firm has constructed post acquisition scenarios and identified
employees who will be affected. Retirement, redundancy and key
employee incentives have been constructed. Employment conditions have
been changed to reflect the possible restructuring of the business.

4. Employee conditions have been discussed with key staff and as a result
their conditions of employment have been changed to incorporate a
retention bonus. A termination package has been incorporated into all
employment agreements to cater for redundancies. Bonuses, commissions,
profit schemes and share purchase arrangements have all been modified
to allow changes on a major restructuring of the business. Professional
advice has been sought on the arrangements.

5. Changes and incentives necessary to ensure a smooth change following
an acquisition have been reviewed by a professional adviser and fully
implemented.

A15. Employment Conditions, Salaries and Benefits Are
Industry Standard

Following any future acquisition, employees of the acquired firm will
normally be integrated into the employment, health benefits and bonus systems
of the parent company. When this happens, any deviations between the two
schemes will have to be resolved. This is normally a time of considerable change
in the acquired firm with employees fearful of their jobs. The less change
imposed, the smoother this transition will be.

Where remuneration systems are industry standard, few problems tend to
arise. Staff are neither paid too much nor too little. If the health insurance is
standard and bonuses are in line with industry standards, these can normally be
continued or transferred. However, if (say) vacation entitlements are generous,
this can create problems where they need to be curtailed or need to be continued
alongside fellow employees who receive less.

The company needs to consider two different scenarios, that of an acquisition
and that of a divestment. In an acquisition, the process of integration will
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be smoother if the company can justify its terms of employment as industry
standard. With a divestment, the company will face fewer problems with the
potential buyer if the terms of employment are industry standard.

Self-assessment

1. No effort has been made to ensure employment conditions are industry
standard.

2. The company has no formal process for setting pay scales or for
performance evaluation. They believe they are paying reasonable levels
to attract and retain employees.

3. The company recruits employees at competitive rates but internal
procedures for advancement are not checked with industry norms.

4. The company is familiar with remuneration in their industry and tries to
follow industry norms. No external review has been made of their practices.

5. The company uses an outside firm of specialists to assist in setting pay
scales and conditions of employment.

A16. Option Schemes and Benefits Are Compliant with
Stock Exchange Regulations

Many smaller firms offer incentives to attract and retain key employees.
These include options, share purchase schemes, bonuses and a share allocation
and so on. Often these deals are done privately between the owner and the new
employee. Sometimes no advice is taken on the long-term implications of these
schemes on a possible sale of the firm.

Share purchase schemes and option schemes have attracted attention by
both the financial reporting agencies and tax authorities around the world and
so there normally exists a vast body of regulations governing these schemes.
While a scheme may be legal and even appropriate for a small unlisted firm,
the same scheme may be non-compliant for a listed company. Many companies
which embark on aggressive acquisitions will intend or need to undertake a
public listing in order to generate the funds needed for acquisitions. A non-
compliant option or benefit scheme can be a real problem for a future listing
of the company. No employee will be happy losing benefits and may well resist
any such change if they have a contract in place which protects their benefits.
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Self-assessment

1. No effort has been made to ensure option schemes and benefits are
compliant with stock exchange requirements

2. The company is familiar with the need to have compliant schemes but has
made no effort to have their own schemes checked for compliance.

3. The company has sought professional advice to check the degree of
compliance of their schemes and to advise of what changes may be
necessary.

4. The company is implementing changes to their schemes to bring them into
compliance.

5. Option and benefit schemes are compliant with stock exchange
requirements.

A17. Due Diligence Files Are Complete and Up-to-date

A business which intends to seek external finance to pursue acquisitions

will need to undergo extensive due diligence by potential investors and lending

institutions. The purpose of due diligence is to check the health of the company

and to identify any potential risks. It also checks that the information provided

by the company is complete and accurate. Checks will include:

Supplier and customer contracts,

Licences, patents , trademarks and IP management systems,
Leases, distribution agreements and hire purchase agreements,
Employment contracts, health insurance and bonus systems,
Complaints processing, dismissal processes and warranty systems,
Quality control systems,

Financial reporting systems, aged debtors and aged creditors,
Reference checks with customers, suppliers and professional advisers,
Background checks on key executives,

R&D, manufacturing and distribution processes,

Banking relationships and loan conditions,

Shareholder agreements, option schemes and share purchase schemes.

The information required for a due diligence investigation is extensive and

very time consuming to collect and collate. Often there are documents missing

or incomplete. However, it is through this process that the external investor or
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lending institution will uncover internal and external risks which can cause
problems with their investment or loans. A check of the documents themselves
can often be a long and exhaustive process. Every contract, every lease, every
agreement is sometimes checked to ensure that it does not overly expose
the investor or lender. To the extent that professional advice from industry
knowledgeable legal and accounting firms has been used, this process can be
dramatically shortened. Sometimes only a sample needs to be reviewed.

A seller who has a number of potential buyers may well wish to conduct its
own due diligence on the buyer, especially if their future benefits through a
share swap or an earnout is dependent on the health of the buyer. Where the
company has already prepared itself for due diligence, this process will be more
timely and less expensive.

Self-assessment

1. The company is not conversant with a due diligence process and no
preparations have been made.

2. The company is aware of the requirements of a due diligence process
but has no internal policies to ensure that records are complete and up-
to-date.

3. The company has a policy of maintaining complete and up-to-date files but
has not had this process audited or checked for compliance.

4.  Aprofessional audit has been conducted of the accuracy and completeness
of the records and recommendations are being implemented.

5. Acomplete and up-to-date file has been assembled to enable a full due
diligence audit to be undertaken.

ULTIMATE ACQUISITIONS



Part C Acquisition-ready Indices Chapter 17: Operations Management

Operations Management Index

Operations Management Index: Level of Attainment

Nothing Little Reasonable Significant Fully N.A
done progress progress progress attained
1 2 3 4 5 Not Applicable
Activity 1(2(3|4]|5|NA

A1. Monthly financial and key performance indicator reporting exists

A2. A formal business plan has been prepared and is updated
periodically

A3. A formal budget is prepared and actual performance is monitored
against budget

A4. Full compliance with regulatory issues (eg. Environmental, Health
and Safety)

A5. Customer relationships are managed to minimise litigation

AB6. Supplier relationships are managed to minimise litigation

A7. Employee relationships are managed to minimise litigation

A8. Credit worthiness with suppliers is excellent

A9. Banking relationships are excellent

A10. Customer interaction, contracts and agreements are industry
standard

A11. Supplier contracts and agreements are industry standard

A12. Contracts are able to be assigned to an acquirer

A13. Intellectual Property is able to be traded and is appropriately
protected

A14. Post acquisition changes in employment are planned for

A15. Employment conditions, salaries and benefits are industry standard

A16. Option schemes and benefits are compliant with Stock Exchange
regulations

A17. Due diligence files are complete and up-to-date
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Chapter Eighteen
Acquisition Strategy

Acquisitions are very complex investment projects which can involve
hundreds of activities, a significant number of company employees and
significant company funds. Even a small acquisition can expose the company
to substantial risks of disruptions, loss of key employees from both the buyer
and vendor businesses and potential losses. In many situations an acquisition
will be the largest undertaking a business has experienced. This should suggest
to the entrepreneur that a well planned and systematic process should be used
to ensure that risks are minimised and that acquisition benefits are achieved.

The Acquisition Strategy Index (ASI) is designed to set out the major
elements of an efficient and effective acquisition process. It assumes the
entrepreneur has already put in place an efficient operations management
system. The recommended process is to place acquisitions within an overall
business strategy. Too often entrepreneurs undertake acquisitions because the
purchase price was low or they were emotionally committed to the acquisition
before any proper evaluation was undertaken. By putting acquisitions into
the context of an overall growth strategy, those firms selected for investigation
should clearly add to the planned direction of the business.

Acquisitions are specialised transactions which involve many complex
activities which few entrepreneurs will have experienced in any depth.
Acknowledging a lack of awareness and experience is a good place to start and
education in this type of transaction is essential if the entrepreneur is to become
knowledgeable of the risks involved. Once the entrepreneur and key members
of the management team understand the process and the sources of risks, a
plan can be put into place to identify potential acquisitions. At this point, the
company should be setting up a network of specialists who will be called on for
advice and resources in the event that a target firm is identified.

An acquisition cannot be undertaken effectively unless there is a proper plan
for evaluation and post-acquisition management. Often the post-acquisition
process involves intervention and/or integration and these are not projects
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which can be undertaken with any likelihood of success unless advance planning
has been undertaken and knowledgeable personnel have been assembled.

Because acquisitions have such a poor track record of success, the company
which proactively plans for acquisitions and assembles the right resources to
undertake the evaluation and integration activities, stands a good chance of
achieving the benefits of such investments. The ARI is designed to ensure that
the entrepreneur understands what needs to be done to achieve a high level of
acquisitions success.

B1. Well Articulated, Focused Vision of the Purpose of
the Venture

More successful ventures have focus. They clearly know what problem they
are solving and have a very good description of their customer. Thus they are
able to articulate why they exist, often in very simple terms. The purpose of
creating a short, focused vision of the venture is to ensure that all parts of the
business are heading in the same direction and are supporting the various parts
and not undermining them. Decision-making should become easier, actions
are more targeted and results can be measured in terms of where the business

should be heading.

Acquisitions need to fit into the overall vision of the enterprise. Few
entrepreneurs or executive teams have the depth and breadth of knowledge to
effectively manage a diverse group of businesses, therefore the more effective
business acquires capacity and capability which is aligned with the overall
vision of the enterprise and which can be managed through the knowledge and
capabilities of the senior executive team.

The company also needs to be able to convince potential investors and
institutional lenders that it has a manageable business. A well articulated vision
in which acquisitions support that vision will be more convincing than an ad
hoc purchase. Nothing is more off putting to an investor than an entrepreneur
who has a business which attempts to provide products and services into too
many markets. Nor do they appreciate the venture team who can’t decide which
of the many problems they are going to address first or which market they are
targeting. A clear focused vision statement, which has been carefully crafted,
matches the competitive advantages of the venture and is agreed by the venture
team, is an essential platform for an acquisition strategy.
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Self-assessment

1. The company has no vision statement.

2. The vision of the company is stated in broad terms, lacks focus and may
be overly technical or lengthy.

3. The vision is overly technical, too brief or fails to clearly state who the
customer is or what problem is being addressed. The vision may be stated
in terms of a product for sale rather than a problem being addressed.

4. The vision clearly states the target customer, the problem being solved
and is well focused and brief but is overly technical. The vision may be
focused on a single product rather than a range of problems which may
be addressed within a complimentary set of products or services to be
developed and delivered over time.

5. The company has a well articulated vision of the business conceptincluding
the problems being addressed and the solutions offered. The vision is brief
and to the point and is stated in terms that a non industry educated investor
or institutional lender can clearly understand.

B2. ALong-term, Company-wide Business Strategy Has
Been Prepared

The vision for the enterprise needs to be translated into specific strategies,
tactics and targets if it is to drive longer term investment decision-making.
Most businesses fail to document the way in which they will implement their
vision, however, the discipline achieved through an extensive planning process
greatly assists the company to identify and deal with threats and to identify and
pursue opportunities. The business strategy should show clearly how proposed
acquisitions will enable it to counter threats or exploit revenue opportunities.
Also, those businesses which desire to raise external investment or borrow from
institutional lenders will need to have prepared a business plan showing how
they will implement their business strategy.

The business strategy drives internal decision-making with respect to
acquisitions and provides supporting documentation for raising finance. Private
equity investors and institutional lenders are unlikely to be familiar with the
intricacies of the business and its marketplace, thus the business strategy needs
to place the business into a context of customers, benefits, competitors and
market dynamics. Within this context, the business strategy needs to show how
and why the business will be able to achieve the revenue and profit projections
over a number of years and show how these numbers have been validated.

Where the business strategy anticipates acquisition financing, the business
strategy should include an executive summary for external investors and
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institutional lenders. These entities often deal with hundreds of proposals and
so a well articulated executive summary needs to encapsulate the essence of
both the business opportunity, finance required and expected returns to the
investor or repayment schedule for the lender. Unless the summary captures
their attention, it is highly unlikely that the rest of the business strategy will be
read.

Self-assessment

1. No business strategy has been prepared.

2. Financial projections and annual budgets for the next few years have
been prepared but this does not contain sufficient detail to enable effective
decision-making and performance evaluation and does not have sufficient
information which would enable the impact of proposed acquisitions to be
evaluated by an external party.

3. Abusiness strategy has been prepared for the normal operations of the
business but this does not show the impact of potential acquisitions and
has not been prepared to reflect the special needs of external investors or
institutional lenders.

4. A business strategy with an executive summary has been prepared to
show the impact of acquisitions and contains information specifically for
the purpose of raising acquisition finance but this has not been reviewed
by a professional adviser.

5. Abusiness strategy incorporating proposed acquisitions and including an
executive summary has been prepared specifically for raising acquisition
finance and has been reviewed by a professional adviser and adjusted
based on their advice.

B3. Debt Capacity Has Been Documented

As part of an acquisition strategy, the business should understand the level
of debt which it is able to service from its existing operations. While additional
debt servicing capacity may be obtained through an acquisition, this cannot be
assured and therefore the company needs to know its own capacity. The capacity
to borrow has a number of elements. The first is the amount of asset backing
and/or security that the company can provide to an institution for additional
debt. This might be made up of a number of asset categories including land and
building, plant and equipment, inventory and debtors. The next consideration
is the extent to which the company can pay the interest on the debt raised. This
will be a factor of future free cash flow and the reliability and variability of those
projections. While a business may have assets, it may not have the cash flow to
service the debt.
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The last element to be considered is the extent to which the company can
meet a repayment schedule involved in new debt. The repayment schedule needs
to be factored into the free cash flow projections. Alternatively, the company
needs to estimate its ability to refinance new debt as repayments are due.

The company needs to know the level of new debt it can comfortably raise
as it moves into more detailed evaluation of potential acquisitions. That process
will involve discussions with potential lenders, an assessment by those lenders
of the amount of loans they are willing to consider and a tentative agreement of
the terms and conditions of such loan facilities for the purpose of an acquisition.
The company will not be able to actively pursue an acquisition, especially in the
face of competitive bids, if it does not have finance facilities in place to finance
the purchase.

The company may, in the end, decide to use equity to finance the purchase
or it may use accumulated cash, however, it should be in a position to switch
across to debt financing if that proves to be more attractive at the time.

Self-assessment

1. The company has not considered debt finance as part of its acquisitions
strategy.

2. The company has considered debt finance for new acquisitions and has
reviewed its current obligations and its projected free cash flow but has not
approached any lending institutions.

3. The company has approached lending institutions to identify which facilities
might be available to it in the event that it required finance to assist in the
purchase of an acquisition but these discussions are in their early stages
and no conclusions have been reached.

4. The company has negotiated with a number of lending institutions on the
basis of the projected free cash flow and asset security it has available and
has established the level of acquisition finance it might be able to access.

5. The company has reached agreement with one or more lending institutions
on the amount of finance that would be made available to it in the event
that the company needed acquisition finance.

B4. Use of Angel and Venture Capital Finance Is Under-
stood

The company should clearly understand the manner is which Angel and
Venture Capital (VC) finance operates. When the company is considering how

to finance an acquisition, this form of finance might be considered. Rather
than wait until the potential acquisition is imminent, the company should have
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considered whether Angel or VC finance is acceptable and whether the company
would be successful in raising this form of finance. Angel and VC investment
is a form of private equity investment that is referred to as external negotiated
private equity investment. That is, the investor is able to negotiate special terms
associated with the investment which are designed to protect the rights of the
investor. Because of these special conditions, Angel and VC investment may be
beneficial for many businesses, but is not for everyone. In fact, it may directly
contradict some shareholder’s plans for the business. At the same time, the
venture may be inappropriate for an external Angel or VC investment.

The shareholders and senior management team should understand how
Angel and VC investors work and then seriously consider whether they are
willing to meet the conditions and obligations inherent in that type of
investment. The business which is able to show the business potential and
growth performance sought by an Angel or VC investor would stand a good
chance of gaining an investment, but the conditions associated with it may still
be unacceptable. Some education in this area is certainly beneficial for anyone
considering this type of investment.

Once the nature of an Angel and VC investment is understood, there needs
to be a clear understanding on the part of the shareholders and management as
to the objectives to be achieved through the investment. Those objectives need
to be aligned closely with those of the Angel and VC investor.

The obvious implications of an Angel and VC investment are:
» A dilution in existing shareholders’ equity.

» Some constraints on executive decision-making, especially with regard to
the issue of shares, extensions of debt and executive remuneration.

* Management will be expected to agree various performance targets.
Failure to achieve those may result in a loss of voting rights, termination
of management contracts and the business being sold.

 Internal systems will become more formal and a higher emphasis will be
placed on record keeping, governance and compliance.

» A formal Board of Directors will be required, if it does not exist already,
and the investor will almost certainly want at least one position on the

Board.

¢ An exit strategy for the investor will most likely have to be achieved
within three to seven years. This may be in the form of a buy back, trade
sale or IPO.
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The majority shareholders need to seriously consider the implications for
their own ownership positions and, where appropriate, their roles as managers
and directors. The majority shareholders need to agree on the need for Angel
and VC investment in order to have an effective plan to proceed to raise that
form of acquisition finance.

Self-assessment

1. No discussions have been undertaken with or between the major
shareholders about Angel and VC finance.

2. Majority shareholders have considered Angel and VC investment but have
not taken the discussions seriously or established any consensus about
timing or taken any steps to investigate what would be involved in raising
this form of finance.

3. The shareholders have reviewed the conditions of raising Angel and VC
finance and agreed they would be prepared to meet the conditions but
have yet to make any approaches to investors to discover whether finance
would be available.

4. The majority shareholders have agreed to consider Angel and VC
investment and have approached potential investors but have yet to
discover whether such finance would be available.

5. The majority shareholders have had detailed discussions with Angel and
VC investors and have identified to what extent acquisition finance would
be available from that source.

B5. A Debt/Equity Strategy Has Been Formulated

In order to finance an acquisition strategy, the company needs to have
an overall finance strategy composed of various sources including cash, debt
and equity. Each element should be part of the overall financing strategy of
the business and the finance required for acquisitions should be seen as a
component within the overall financing plan. Private equity (PE) investment
may be part of an overall funding strategy being constructed for the business.
While PE investment has the advantage that it has no repayment risk associated
with it if the business is temporarily unable to fund dividends, it does dilute the
founders’ equity. On the other hand, debt while not diluting equity holdings,
does carry a risk in the event of non payment of interest and principal. Failure
to pay interest when due, or to make the periodic loan repayments, can result
in the business being put into receivership and perhaps assets seized and sold
off. Thus finding the right balance between equity dilution and repayment risk
is essential for longer term growth funding of the business.
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Such a plan may be required to show existing PE investors and lending
institutions how the company will finance any new acquisitions. The company
may already have conditions within its existing agreements with external
investors or lenders which require it to seek permission before it can raise
additional finance.

The firm should be prepared to discuss the financing strategy with new
PE investors and lending institutions and be able to show how the current
operations of the business and the potential acquisitions will be financed
though the planned mix of debt and equity. They should be able to show how
any external debt it intends to take on will be serviced and repaid. Generally,
PE investors will require the firm to agree to obtain the PE investor’s permission
before committing to any additional external debt.

Self-assessment

1. No strategy for the use of debt and/or private equity has been formulated.

2. The firm has identified a need for funding but has not translated this into an
amount or defined what mixture of debt and equity would be appropriate.

3. Aplanincorporating a desired level of debt and equity has been constructed
but this has not been tested against the business plan or an acquisition
strategy to see if it will adequately cater for different levels of success in
business outcomes.

4.  The funding model has been incorporated into a business plan and an
acquisition strategy and has been tested against various scenarios.

5. The funding model has been reviewed by a professional adviser and
adjusted accordingly.

B6. Senior Management Understands the Acquisition
Process

Acquisitions are highly complex major projects which can result in a major
change in structure and direction of a business. Acquisition projects also require
special expertise in evaluation of target firms, negotiation of the purchase
agreement, coordination of external professional services and the management
of change involved in intervention and integration projects. The company
cannot expect that its senior executive team will have experience or skills in
these areas and thus it should develop an education program to expose them to
the requirements.

Even though the company might engage an external adviser to assist in the
acquisition process, members of the executive team will be engaged in some
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or all of the elements associated with the acquisition. As such, they need to
understand what is going to happen and the role they need to play in such a
project. Managers who are unfamiliar with the process could unintentionally
undermine the efforts of the business by not coordinating their own actions
with those of others or by taking decisions which are in conflict with the
objectives of the acquisitions strategy.

Education of senior management can be achieved through personal reading,
external seminars, briefings by consultants and discussions with executives
who have been involved in selling or acquiring businesses. This process should
identify where additional executive resources and external consultants will be
needed when the company takes on an acquisition project.

Self-assessment

1. The company has not assessed the knowledge of its senior management
team in regard to the acquisitions process.

2. The company is aware of the level of experience and knowledge of
the acquisitions process of its senior management team, has identified
deficiencies but has yet to develop an education program.

3. The company has developed an education program for its senior
management team but has yet to fully implement it.

4. The company has made substantial progress on educating its senior
management team about the acquisition process but is yet to complete
the program.

5. The company has completed an education program on the acquisition
process for its senior management team.

B7. The Role of Acquisition Has Been ldentified

The company should identify specific objectives to be achieved through an
acquisitions strategy. An examination of threats and opportunities confronting
the business should provide a list of threats and opportunities which cannot be
pursued through internal resources or through organic growth. In addition, the
company may see where certain assets and capabilities it needs may be acquired
at a lower cost than what it might take to develop the equivalent internally.
Alternatively, the company may see that certain assets and capabilities, if
acquired earlier than the equivalent could be developed internally, would
provide positive benefits to the company.

Gaps in the company’s growth plans may be filled through acquisitions. The
company, however, needs to be convinced that it has the capacity and skills
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as well as finance to undertake such acquisitions. For example, horizontal
acquisitions which duplicate existing functions of the business may be easier to
manage than vertical acquisitions or acquisitions which take the business into
new markets. The key to acquisition growth is that it should be an integral part
of the overall growth strategy and complement other activities the company is
involved in.

Self-assessment

1. No acquisition strategy has been formulated.

2. The company has recognised that acquisitions may play a part in its
growth strategy but has yet to consider specific gaps which may be filled
using acquisitions.

3. The company has identified specific threats and opportunities within its
overall business plan which might be satisfied through acquisitions but has
not made any effort to consider the type of acquisition which might be
considered and has not developed any process for refining this possibility.

4.  The company has identified threats and opportunities which could be
managed through acquisitions and has developed a decision process to
refine these into acquisition criteria or a process of identifying potential
acquisitions which may satisfy the need.

5. The company has identified specific threats and opportunities which could
be satisfied through an acquisition, has developed specific criteria for each
investment and has set out a program to identify specific target firms which
could meet the respective need.

B8. Acquisition Strategy Adviser Appointed

Buying a business is a specialist task and few entrepreneurs have experienced
such transactions and only a very limited number have been through the
process more than once. Rather than second guess the best way to go about
the process, it is worth bringing in an experienced adviser to help management
understand the process and the activities they will need to undertake to achieve
their acquisition objectives. An adviser can also set realistic expectations on
the work to be undertaken, timescales involved and the terms and conditions
attached to a purchase.

Given the preparation work involved, a generalised acquisition process
should be developed with an adviser. It is expected that the adviser will need to
assist with some of the tasks. The adviser should assist in drawing up a list of
potential acquisitions and developing a set of acquisition criteria based on the
capacity and skills the company has in managing such an activity. The adviser
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can make discrete enquiries to industry participants on behalf of the company
without providing the identity of the company. The adviser will also help the
company with interpreting information (sale) memorandum it receives or
solicits and can advise on valuation. Later on the company may also appoint
a professional services firm, investment banker or corporate finance firm to
manage the actual purchase.

When the company has entered into negotiations with a specific target firm,
the adviser can help draw up a specific plan for the evaluation, negotiation and
intervention and integration activities. The adviser may play an active role in
the process where the company lacks the skills or capacity to undertake some
of the activities.

Self-assessment

1. The company has made no effort to appoint an industry knowledgeable
adviser.

2. The company has appointed an appropriate adviser but has not agreed a
plan of activities for the company and the adviser.

3. The adviser has worked with the senior management to set out a plan of
activities and has started working on some activities to assist the company.

4. The adviser has set out the requirements for an acquisition evaluation,
negotiation and intervention and integration project and has identified
the additional resources and external services the company will need to
engage for specific transactions.

5. The firm has implemented the recommendations of the adviser, developed
a plan for securing the additional resources and has identified the sources
of external services it will need when a specific acquisition is undertaken.
The company has prepared a briefing paper on the company and its
acquisition process for use with external consultants and service providers.

B9. A Senior Executive Plan Has Been Developed to
Manage the Acquisition Process

Preparing the business for an acquisition will involve many activities.
Some of these will be small and easily undertaken, some will be incremental
improvements within the company itself and will be undertaken by a variety
of senior and junior staff but others will require dedicated effort by senior
executives. It is critical that a plan be developed which sets out the various
activities which will need to be undertaken and allocate these to the senior
executive team in such a manner that normal operations are able to continue

in their absence.

ULTIMATE ACQUISITIONS



Part C Acquisition-ready Indicies Chapter 18: Acquisition Strategy

The senior management team is likely to be involved in many aspects of
the pre-acquisition process and their time will be dedicated to this activity in
an ad hoc intense manner over a limited period of time. Once the contract
has been agreed, their time will also need to be dedicated at some level to the
change management process which will be entered into immediately following
the signing of the agreement. As the major risk in any acquisition is involved
in communicating with both organisations and resolving the many details
associated with the changes being effected, their time will be taken away from
day to day operations. In this period it is important that they have successors
who are able to act in their absence and that the company itself has additional
capacity to step in to cope with the project requirements.

Self-assessment

1. No plan has been developed for managing the activities associated with
preparing the business for an acquisition.

2. The firm has reviewed the activities associated with an acquisition and has
agreed that a plan should be drawn up allocating responsibilities for the
various tasks.

3. A detailed plan for preparing the company for an acquisition has been
constructed and individual tasks have been assigned to senior executives,
however, no consideration has been given to how normal operations will be
managed in their absence.

4. Aplan of assigned tasks associated with an acquisition has been prepared
and agreed by the senior executives. Associated with this plan is one that
identifies how responsibilities will be reassigned in the event that a senior
executive is unable to deal with normal operational responsibilities.

5. The activity plan associated with undertaking an acquisition has been
reviewed by the firm's professional adviser. Arrangements to source
additional management and administrative resources have been put in
place in order to cope with any anticipated overload situation.

B10. Potential Acquisitions Identified

A proactive acquisition strategy builds a map of potential acquisitions as the
starting point of a long-term acquisitions plan. The vast majority of acquisitions
are made within the industry in which the business operates or within its own
supply chain members. The first part of the analysis is therefore to systematically
review the industry and its own supply chain to determine the benefits each
member firm could offer the company. This analysis should identify a list of
potential acquisitions where the acquired firm can add some scalable benefit or
solve a serious problem.
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A full analysis should establish a set of likely acquisitions from within and
outside the industry where the company has the capacity and skills to undertake
the acquisition. The list might include customers, suppliers, alliance partners,
competitors or similar business in other locations which do not compete.

The company needs to assign the target firms to the threats and opportunities
the company faces and to consider the size and complexity of the target firm to
see which of these the company could effectively manage in an acquisition project.
Where an acquisition criterion has been developed as part of the acquisition
strategy, these can be used to screen out the best of the potential targets.

Self-assessment

1. No list of potential acquisitions has been generated.

2. The firm understands that it needs to develop a list of potential acquisitions
which are aligned to its overall business plan but has yet to undertake the
process to do so.

3. The firm has developed a list of industry and supply chain firms and has
started to assemble data on each one in order to screen out those which
justify further investigation.

4. The firm has systematically reviewed its industry and supply chain firms
and has identified which firms would be potential acquisitions. The list of
firms has been mapped onto the threats and opportunities confronting the
business but the process of refining a short list of potential acquisitions has
not yet been developed.

5. The company has refined the list of potential acquisitions by reviewing
which of these the company has the capacity and knowledge to manage.
This refined list identifies the acquisition targets.

B11. Informal Contact Has Been Established with Poten-
tial Targets

A significant portion of acquisitions are made where contact has already
been established between the parties even if this contact has been initiated
by an independent professional working on behalf of the buyer. This contact
establishes a point of communication for when an acquisition proposition
might be floated. It is much easier to initiate a potential acquisition discussion
when the parties have executives who know each other and where some level of
understanding and trust has already been established.

Contact also allows the buyer to, over an extended period, quietly position
the benefits of an acquisition. It is far better that the target firm be approached
about an acquisition following an extended period of relationship building than
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be approached without warning. When it comes to starting discussions around
an acquisition, the seller might react very negatively if they have never heard of
the potential acquirer or are not in the least interested in selling. It is far better
for the buyer to have someone on the inside who is receptive to an approach as
this will speed up the discussion at the time the company wishes to move the
relationship to an acquisition discussion.

Most industries have forums where industry executives meet. This could
be a trade conference or exhibition or an industry briefing by market analysts.
Alternatively, executives might meet at a charity function or community function.
Making personal contact away from the office and on a different topic than a
possible acquisition allows both parties to establish personal relationships. These
can then be used informally to move the conversation to an acquisition discussion.

It is not necessary to meet the CEO or CFO to establish the channel
for communications. But the contact should be of sufficient seniority and
credibility that they can effectively open the channels to the right people when
the occasion calls for it.

Self-assessment

1. The company has made no effort to establish contacts with target firms.

2. The company understands the importance of establishing contacts but is
not sure how this could be achieved.

3. The company has industry contacts with some target firms but these have
not been established with a potential acquisition in mind. The company
does not know how effective their contacts might be in setting up the right
communication for an acquisition discussion.

4. The company has identified the target firms which need to have contacts
established and is in the process of doing so. The company already has
the right contacts with some of these firms.

5. The company has systematically established the right level of contact with
the target firms.

B12. Company Internal Culture Defined

Many acquisitions fail because acquirers fail to account for cultural
differences between the business units which are to be integrated following the
completion of a purchase agreement with the selling shareholders. Extensive
research has demonstrated that the success of human integration, that is the
merging of individuals from two different organisations, is highly dependent on
managing the cultural differences between the merged units.
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Where organisational culture is similar, individuals can normally be
encouraged to work together with members of the buyer’s organisation.
However, where cultural differences are significant, major change management
processes need to be put in place to counter resistance, disruptions and losses
caused through the merger. In some cases, the differences may be sufficiently
large that a merger is highly unlikely to work and the company would be better
to terminate negotiations or consider leaving the business units as independent
operations.

Such considerations cannot be made unless the company understands its
own culture. Culture is a critical element in achieving success in an acquisition
and the characteristics of the company’s culture is not something that should
be guessed, thus identifying the underlying characteristics of the company’s
own culture is an important step in preparing for an acquisition. It is also
not sufficient for the CEO or the senior executive team to decide what their
culture is, the key is to find out what the actual culture is across the company.
A sample of employees should be interviewed across the company to determine
the culture and, perhaps, the sub-cultures which exist in different business units
or departments.

The company may wish to employ an external consultant to undertake the
interviews necessary to document its internal culture.

Self-assessment

1. The company has not considered its internal culture and is unable to define
the characteristics of its culture.

2. The senior executive team have discussed company culture and have a
view of their company culture but this is not comprehensive and has not
been validated.

3. The senior executive team has undertaken an exercise to identify its
company culture and has reached a consensus on a comprehensive
description of the company culture but this investigation has not been
undertaken outside the executive team.

4. The company has a documented set of values. Information has been
solicited from the senior executive team and a sample of employees and a
description of the company culture has been constructed. This description
of company culture has not been validated by an independent consultant.

5. An independent consultant has been engaged to validate the company
culture and has interviewed employees at all levels of the company. A set
of values and environmental characteristics has been drawn up which
comprehensively describes the company culture.
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B13. Company Ethical Values Defined

While a business might have a documented set of organisational values and
even a good description of its company culture, often the best way of assessing
the likelihood of a culture fit with another business is to review how each
business would resolve ethical decisions. These are business problems which
do not have any specific right answer. Within the context of the operations of
any organisation, these problems are resolved and decisions made based on the
ethical position and the underlying values of the organisation. It is very difficult
to simply ask an organisation what its ethical values are as it may not even have
considered this issue.

Ethical values are the most fundamental of beliefs and often those which
individuals are unwilling to compromise. Thus a major difference in ethical
values between the company and an intended acquisition should provide a
major warning to a buyer that significant cultural problems are ahead of it if
it goes ahead with the acquisition. The research has shown that individuals
who join the buyer from an acquisition are much more likely to resign if there
is a significant difference in ethical positions, even in the face of considerable
incentives to stay.

In order to be able to measure the difference in ethical values between the
company and an intended acquisition, the company must first establish its own
ethical values. To do this, it needs to ascertain how it would resolve a number
of ethical decisions or problems. It is by examining these decisions that the
company will uncover its own ethical values. This examination should not be
limited to just the senior executives of the company but should extend to the
various levels and departments within the company in order to evaluate how
consistent the ethical values are across its operations.

Once these ethical values have been identified and documented, they can be
used to compare the company’s values with those of an intended acquisition.

Self-assessment

1. The company has not considered its ethical values and is unable to define
the characteristics of its ethical values.

2. The senior executive team have discussed ethical values and have a view
of their ethical values but this is not comprehensive and has not been
validated.

ULTIMATE ACQUISITIONS



Part C Acquisition-ready Indicies Chapter 18: Acquisition Strategy

3. The senior executive team has undertaken to identify its ethical values
and has reached a consensus on a comprehensive description of the
company’s ethical values but this exercise has not been undertaken
outside the executive team.

4. The company has a documented set of ethical values. Information has
been solicited from the senior executive team and a sample of employees
and a description of the company’s ethical values has been constructed.
This description of company’s ethical values has not been validated by an
independent consultant.

5. Anindependent consultant has been engaged to validate the company’s
ethical values and has interviewed employees at all levels of the company.
A set of ethical values has been drawn up which comprehensively
describes the company’s ethical values.

B14. Evaluation Process Developed

Evaluating a potential acquisition requires the company to consider not
only the inherent risks in the target firm, the risks and costs of intervention
and integration but also whether the company has the capacity and skills to
undertake the management of the new business once it is acquired. Too often
only the first part of the process is undertaken and little thought is given to
the assimilation and management issues. The only sure way the company can
have that it is entering into an investment which will give it a reasonable return
on its investment and expose it to limited risks, is to comprehensively and
systematically undertake an evaluation of all three of these elements. If the
proposal fails any one of them, the company should be prepared to reject the
investment.

The problem with evaluations of this magnitude is that they require many
different disciplines and individuals to work together on the process. It is highly
unlikely that one person will have the knowledge and time to undertake all aspects
of the evaluation. Thus there is both a knowledge component to be assembled as
well as a significant project management activity to be resourced.

Before entering into an acquisition evaluation, the company should set out the
process it is going to use to undertake these three tasks; evaluation, assimilation
and management. The evaluation task will also require the coordination of
various external consultants and service providers. The assimilation activity,
whether intervention or integration or both, will potentially involve executives
from across the company as well as change management experts. The final
task of managing the new business will require a consideration of how the
business will interact with the existing business and whether new management
personnel will need to be recruited. The company needs to have a plan which it
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can activate which will bring all these aspects of an acquisition together without
overly disrupting the current business.

Self-assessment

1. The company has no evaluation plan.

2. The need for a plan has been expressed but no action has been undertaken
to develop one.

3. Abasic plan of evaluation has been developed and external resources
have been considered but a firm plan has not been defined.

4. Awell considered plan has been developed and external consultants and
service providers have been contacted to solicit their interest in being
involved. Individual executives have been allocated responsibilities under
the plan.

5. A detailed plan has been developed and reviewed by acquisition and
integration consultants. Specific responsibilities have been assigned to
individual executives and external consultants and service providers have
been contracted to provide supporting services where these are required.

B15. Acquisition Reporting and Governance Defined

Only a small portion of all acquisitions end up being fully integrated. Most
are either left as independent businesses or are partly integrated. This means
that the buyer ends up as the owner of another business which it must manage,
often from a distance. This means that the company will have to define how
the new acquisition will be managed and how it will report into the company.

This aspect of management and governance is especially critical when
the selling shareholders retain a minority share or the business is located in
a different legal jurisdiction, such as an overseas subsidiary. The company
should be specifying the basic budgeting, performance setting and monitoring
processes, the manner in which the Board of Directors will operate and the
nature of the reports the company will require in order to monitor the health of
the firm and the return on its investment.

Once the purchase agreement has been signed and the company takes over
as owner, the new management should know exactly what they need to do to
monitor the performance of the new acquisition as well as what reports are
required of it by the company. They can immediately begin putting in place the
necessary systems to achieve these objectives. Most emerging businesses have
inadequate performance setting and monitoring systems and so it is likely that
there will need to be some investment in installing new systems and training
personnel to manage them. It is also often the case that smaller firms do not

ULTIMATE ACQUISITIONS



Part C Acquisition-ready Indicies Chapter 18: Acquisition Strategy

operate with a formal Board of Directors but the company will almost certainly
need to install one if it is to satisfy its own legal requirements and potential
obligations to its external investors and institutional lenders.

Self-assessment

1. The company has given no thought to specifying the reporting and
governance systems of a new acquisition.

2. The need for a reporting and governance system for an acquisition has
been considered but the company has yet to specify what would be
needed.

3. Abasic management reporting and governance system has been specified
and the company acknowledges that a more extensive and sophisticated
system will be required.

4. Acomprehensive reporting and governance system has been specified but
this has not been reviewed by external accountants and lawyers to ensure
this meets local financial reporting, compliance and tax requirements.

5. A formal management reporting and governance system has been
specified and formally approved by the appropriate legal, compliance and
accounting advisers.

B16. Intervention/Integration Process Developed

Few acquisitions are undertaken which do not involve some level of
intervention or integration. Because of the risks associated with these activities,
it is imperative that the company consider how it will undertake these activities
and have a plan for how it will resource, manage and monitor the activity.

Intervention and integration activities involve changes to the acquired firm,
the company or both. Most employees in the acquired firm will be expecting
changes to be made by the new owners and will be anxious about their positions.
At the same time, some employees within the company will be anticipating
that some functions of the newly acquired firm will be integrated into the
company and that some changes will occur as a result of such integration.
In order to overcome potential losses of key employees, stress and anxiety on
behalf of employees and disruptions and delays due to a fall in productivity, the
company needs to be able to move quickly to implement a plan to manage any
intervention and integration activities.

Few companies have excess resources sitting around waiting for an acquisition
nor do they have plans in place to provide management support for executives
who are suddenly called away from their daily tasks to assist with an acquisition
activity. The failure to plan for such events can result in a considerable strain on
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the executive team and almost certainly will substantially disrupt the company’s
business when it undertakes an acquisition. The only way in which this can be
avoided is to have a plan which anticipates such an overload and puts in place
a backup plan for the executive team. In addition, where specialised experts or
consultants are needed to manage the organisational changes involved, these
individuals need to be contracted in advance in order that they can be brought
in as soon as required.

The intervention/integration plan should not only set out how the activity
will be managed and resourced but also how progress will be monitored and
how any problems which arise will be dealt with.

Self-assessment

1. The company has no plan for intervention and/or integration of an
acquisition.

2. The management team acknowledges that an acquisition could severely
disrupt the current operations and that specialist assistance might be
required but have yet to put a plan in place.

3. The company has put in place a basic plan for intervention/integration and
the associated management succession which will provide coverage for
executives involved in intervention and integration activities but has not yet
identified individuals who can provide such support for all the executives. It
also has yet to resource specialist consultants who will be needed to assist
in such a project.

4. A comprehensive project plan has been constructed. A management
succession plan has been developed which identifies which individuals
will provide support for the senior executive team in the event they are
involved in intervention and integration activities. External consultants
have been contacted to provide specialist assistance. The plan is yet to be
reviewed by an acquisition/integration expert.

5. The intervention and acquisition plan has been reviewed by an external
specialist and a final plan approved by the company.

B17. Target Firm Has Been Approached About an Acquisi-
tion

A large portion of acquisitions are undertaken where the buyer and seller
have already established an informal or formal relationship. The interaction
between the two businesses can provide a forum in which each party can get
to know the other and where discussions around a potential acquisition can
be made. Where there is a meeting of minds on a potential acquisition, the
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likelihood is that a friendly acquisition will take place with the full support of
both management teams. The chances of such an acquisition resulting in the
successful realisation of investment return to the buyer are greatly increased
in such a situation. A proactive strategy which involves developing contact
with a potential acquisition and entering into a discussion about a potential
acquisition is an essential stage in moving the proposal towards a successful
conclusion. At some point in time, the potential seller needs to know that the
company is interested in an acquisition.

The best position to be in is where the company has already developed an
informal relationship with the target firm and already understands how the
acquired business would be used to provide benefits to the company. The
company should be in a position where it can show the benefits of an acquisition
to the selling shareholders.

Where the company has not made the approach directly, it can use a
professional intermediary like a market analyst group or a professional adviser.
Generally it is better to use a creditable industry adviser or analyst rather than
a business broker. An adviser who is not remunerated by a sales commission
is likely to provide a better contact than one who is paid a commission. The
company not only wants to achieve a good deal but it also needs a positive and
willing seller if it is to manage the intervention and integration activity, thus the
approach should be made by someone who wants the right deal done, not just
any deal. A commission based broker may simply want to get a deal in order to
make a commission.

Business owners or CEOs can be approached directly and either formal or
informal discussions held to solicit likely interest in a sale of the entire business
or parts of it. Again, this is better done sometime in advance of when the firm
desires to buy as it takes the pressure off the discussion. Simply opening up the
channel of communication allows the potential seller to know that the company
is interested. This might lead to an approach later when the seller indicates a
level of interest.

At the same time that communications are entered into with the potential
seller, the company can establish what the seller might consider to be non-
negotiable conditions or situations which need to be handled with care.
For example, the firm’s shareholders may be concerned about continuing
employment for staff or the firm is not relocated. The target firm may have
specific needs around the retirement of key executives and be seeking an
accommodation.
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Self-assessment

1. No potential target firms have been approached about an acquisition.

2. The company understands that establishing contact with the potential
acquisition might be advantageous but has not undertaken any deliberate
activity.

3. Some informal contact has been made with a potential target and the
seller's management has indicated that an acquisition approach would
be treated positively. Professional advice has not been taken regarding
the terms and conditions to be considered or of items which might be
constraints to the deal.

4. Formal contact has been made with senior executives in a potential
acquisition and company executives have been told that the firm could be
available for sale under the right terms and conditions but those have not
been discussed in any meaningful manner. Professional advice has been
received on how the deal might be structured to meet the requirements of
the shareholders and key managers and employees.

5. A potential acquisition has been approached formally and discussions
have been undertaken around a potential acquisition and the terms under
which an acquisition would be positively considered.

B18. A Business Broker, Investment Bank or Professional
Adviser Has Been Appointed to Manage the Purchase

The actual purchase of a firm will involve significant formal processes
including a number of compliance, legal, tax and financial reporting issues. At
the same time, the preparation work the company has undertaken should be
reviewed for completeness by a party knowledgeable about acquisition processes
and legal formalities. The sophistication of the professional service firm
engaged will depend on the complexity and size of the target firm as well as the
size and sophistication of the potential buyer. While a business broker might
be appropriate for a small firm, a larger business may wish to appoint a large
professional services firm or an investment bank to handle the transaction. The
higher the risk for the company shareholders, the more critical it is to have the
best advice possible.

A company considering an overseas acquisition might best be served by
an international investment bank or professional services firm. The company
should appoint a firm of professionals who have knowledge of the industry and
experience in acquisitions and sales of firms within the industry.
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Self-assessment

1. The company has made no effort to appoint an industry knowledgeable
professional adviser to manage the purchase of the proposed acquisition.

2. The company has appointed a professional adviser but is yet to develop
a strategy for evaluating, negotiating, integrating and managing the
acquisition.

3. A professional adviser has been appointed and an acquisition strategy
developed. Recommendations for the way the company should manage
the acquisition project have been received but not yet implemented.

4. The professional adviser has reviewed the details of the target firm and
developed a specific acquisition strategy in conjunction with the company’s
executives.

5. The professional adviser has developed a specific acquisition strategy for
the target firm, prepared senior executives for the process, met with legal
and accounting representatives to coordinate activities and developed a
timescale and action plan for the process.

B19. Industry Knowledgeable and Respected Lawyers
Have Been Appointed

Every industry has its own special set of problems and risks. The buyer
wants to know that the acquisition project has taken these into account. Risks
in the acquisition may be wide ranging and include customer and supplier
contracts, management contracts, employee IP agreements, license agreements,
environmental compliance and so on.

The company needs to appoint a respected and industry knowledgeable firm
of lawyers as professional advisers as soon as an acquisition has been identified
and the selling shareholders agree to enter into acquisition discussion. The legal
firm will systematically work through the issues with the company executives
and prepare them for the legal issues involved in the acquisition. The buyer
will be better able to avoid risks if adequate professional advice has been sought
and used prior to the acquisition. The company will also be in a better position
to specify the warranties and representations it needs if the company has been
professionally prepared for an acquisition.

Self-assessment

1. The company has made no efforts to appoint an industry knowledgeable
and respected legal firm.

2. The company has appointed an appropriate legal firm but has not reviewed
its own preparation or information about the target firm with them.
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3. A review of the company’s acquisition process and of the information
available on the target firm has been undertaken by a respected and
industry knowledgeable legal firm and recommendations for the acquisition
strategy have been received but not yet fully implemented.

4. Recommendations have been implemented where possible but some
areas still need attention. The legal firm has been engaged to undertake
legal due diligence on the target firm.

5. The company has undertaken a review of its acquisition plan by a respected
and industry knowledgeable legal firm and has fully implemented all their
recommendations.

B20. Industry Knowledgeable and Respected Accountants
Have Been Appointed

Each industry has its own special accounting and financial reporting
rules for certain aspects of its business. This might be in the area of revenue
recognition, inventory valuation, depreciation, tax reporting, costing and so
on. The financial information of the target firm needs to be reviewed by a
knowledgeable professional accounting firm if these are to be validated properly.
The buyer will need to know of any weaknesses in the financial systems to be
able to assess the health of the target firm and of the quality of the information
provided by them. Any weaknesses in these systems could expose the company
to risks and will extend the scope of the due diligence as the company works out
how much work will be required to correct any deficiency or avoid risks.

As the final valuation is often based on internal financial reporting systems,
any errors in those will be translated into the final sales price. Later analysis
which finds deficiencies can end up with one or both parties disputing the
valuation. This is simply a fast track to court, to be avoided wherever possible.

Many smaller companies only undertake tax reporting and fail to implement
complete financial recording systems. They also tend to use a local accountant
to keep their costs down. However, this tends to result in a lack of properly
prepared and audited accounts. This can result in potentially higher risk for the
buyer and could increase the risks or increase the costs of due diligence.

One of the most serious concerns of a buyer would be to find out that,
because the firm used a local general practice CPA, the firm may not even be
aware that they have not complied with specific industry requirements.

Self-assessment

1. The company has made no efforts to appoint an industry knowledgeable
and respected accounting firm.
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2. The company has appointed an appropriate accounting firm but has not
yet requested them to review the company’s acquisition process or the
information provided by the target firm.

3. Areview of the acquisition process of the company and the information
provided by the target firm has been undertaken by a respected and
industry knowledgeable accounting firm and recommendations for changes
and due diligence have been received but not yet fully implemented.

4. Recommendations have been implemented where possible but some
areas still need attention. The accounting firm has been engaged to
undertake due diligence on the target firm.

5. The company has undertaken a review of their acquisition process
and of the information received from the target firm by a respected and
industry knowledgeable accounting firm and has fully implemented all their
recommendations.

B21. Acquisition Project Manager Appointed

An acquisition project will require the company to undertake numerous
activities internally across many of its departments and it will need to engage
several external professional service providers and specialist consultants. It is
highly unlikely that an executive with a current functional or staff management
role will be able to undertake the management of this activity alongside their
existing responsibilities. The person who undertakes this role will also need to
have some knowledge of acquisitions and change management.

The task of the acquisitions project manager is to set out the numerous
activities that will be undertaken by the company executives. They also need to
have the respect of the senior executives of the company and have the ability to
develop a positive relationship with the target firm’s management. In addition
to internal activities, the project manager will need to coordinate the activities
of various professional advisers and external consultants.

Once the purchase agreement has been signed, the project manager will be
the person who manages the overall intervention and integration activity, sets
in place a progress reporting system and monitors progress to ensure the project
is on track. When there is a problem, the project manager will be responsible
for following up problem resolution to ensure that progress is made.

Self-assessment

1. Project manager has not been appointed.

2. The company acknowledges that it would be useful to appoint a project
manager but have yet to identify an individual for the position.
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3. The position of acquisitions project manager has been defined along with
the terms of references of the position and the level of authority the position
holds. Candidates for the position have been identified.

4. Anindividual has been selected for the project manager’s position but has
yet to take up the position.

5. An acquisitions project manager has been appointed.
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Acquisition Strategy Index

Acquisition Strategy Index: Level of Attainment
Nothing Little Reasonable Significant Fully N.A
done progress progress progress attained
1 2 3 4 5 Not Applicable
Activity 1(2|3|4|5|NA
B1. Well articulated, focused vision of the purpose of the
venture

B2. A long-term, company wide business strategy has been
prepared

B3. Debt capacity has been documented

B4. Use of Angel and Venture Capital finance is understood

B5. A Debt/Equity strategy has been formulated

B6. Senior management understands the acquisition
process

B7. The role of acquisitions has been identified

B8. Acquisition strategy adviser appointed

B9. A senior executive plan has been developed to manage
the acquisition process

B10. Potential acquisitions identified

B11. Informal contact has been established with potential
targets

B12. Company internal culture defined

B13. Company ethical values defined

B14. Evaluation process developed

B15. Acquisition reporting and governance defined

B16. Intervention/Integration process developed

B17. Target firm has been approached about an acquisition

B18. A business broker, investment bank or professional
adviser has been appointed to manage the purchase

B19. Industry knowledgeable and respected lawyers have
been appointed

B20. Industry knowledgeable and respected accountants
have been appointed

B21. Acquisition project manager appointed
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